47 B.T.A. 580 (1942)

Settlement payments made to resolve disputed claims arising from a company’s
business operations can be deductible as ordinary and necessary business expenses
in the year the payment is made, especially when the liability was not definitively
accrued in prior years.

Summary

Watkins Salt Co. sought to deduct payments made to settle claims related to a 1921
agreement concerning the distribution of rents from a leased property. The Board of
Tax Appeals addressed whether these payments constituted ordinary and necessary
business expenses deductible under Section 23(a) of the Revenue Act of 1938. The
Board held that a $12,500 settlement payment was deductible because it resolved a
disputed claim and the liability had not definitively accrued in prior years. However,
a $1,268.62 payment was not deductible in 1938 because it was actually paid in
1939, and there was no evidence of an accrual accounting method.

Facts

Watkins Salt Co. acquired and leased Rock Salt mining property. The Cobbs, who
had an interest in the old Rock Salt corporation, had entered into an agreement on
February 28, 1921, with Watkins Salt Co. and Clute. Under this agreement, in
exchange for the Cobbs withdrawing their appeal from an adverse court decision,
the Cobbs were to receive a share of the rents received from the Rock Salt
properties, proportionate to their holdings in the old corporation. No payments were
made under this agreement until the Cobbs submitted a claim in a letter dated June
10, 1938. After negotiations, Watkins Salt Co. paid the Cobbs $12,500 in September
1938 to settle all liability for the period ending December 31, 1937. Another
payment of $1,268.62, representing the proportionate amount of rents received in
1938, was paid in 1939.

Procedural History

The Commissioner of Internal Revenue disallowed the deductions for both the
$12,500 and $1,268.62 payments, arguing they were not ordinary and necessary
business expenses. Watkins Salt Co. appealed this decision to the Board of Tax
Appeals.

Issue(s)

1. Whether the $12,500 payment made in 1938 to settle the Cobbs’ claim for a share
of rents from prior years constitutes an ordinary and necessary business expense
deductible in 1938.

2. Whether the $1,268.62 payment, representing the proportionate amount of rents
received in 1938 but paid in 1939, is deductible in 1938.
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Holding

1. Yes, the $12,500 payment is deductible because it was a settlement payment
made in compromise of a disputed claim against the company for a contract share of
rents, and the liability was not definitively accrued in prior years.

2. No, the $1,268.62 payment is not deductible in 1938 because it was paid in 1939,
and there was no evidence that the petitioner used an accrual method of accounting.

Court’s Reasoning

The Board reasoned that the $12,500 payment was an ordinary and necessary
business expense because it was a settlement payment made to resolve a disputed
claim. The Board emphasized that the claim was not sufficiently definite in either
substantive liability or terms to require a determination that the amount paid had
been serially accruing in the years from 1921 to 1938. The company only became
aware of the claim upon receiving the letter in 1938. The Board distinguished this
situation from cases where liabilities under a contract are known and definitely
accrue each year. Regarding the $1,268.62 payment, the Board noted that it was
paid in 1939, and since there was no evidence of an accrual method of accounting, it
could not be deducted in 1938.

Practical Implications

This case clarifies that settlement payments can be deductible as ordinary and
necessary business expenses, especially when they resolve long-standing, disputed
claims where the liability was not clearly accrued in prior years. It highlights the
importance of determining when a liability becomes fixed and determinable for
accrual accounting purposes. The case also serves as a reminder that the timing of
payment and the taxpayer’s accounting method are crucial factors in determining
deductibility. Later cases may cite this decision when analyzing whether a
settlement payment relates to past liabilities or creates a new, deductible expense in
the year of payment. It also emphasizes that a taxpayer bears the burden of proving
that a payment constitutes an ordinary and necessary business expense.
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