3 T.C.238 (1944)

Amounts received in settlement of a lawsuit to recover stock obtained through fraud
are considered proceeds from the sale of a capital asset, not ordinary income, and
expenses incurred in such litigation are deductible.

Summary

Margery K. Megargel sued to recover Pepsi-Cola stock she transferred based on
alleged fraud. The suit was settled for $120,000 in cash and a release of all claims.
The Tax Court addressed whether this settlement constituted ordinary income or
capital gain, the basis of the stock, and the deductibility of litigation expenses. The
court held that the settlement represented proceeds from the sale of capital assets,
determined the stock’s basis, and allowed the deduction of litigation expenses,
influencing the tax treatment of settlement funds in cases involving recovery of
fraudulently obtained assets.

Facts

Margery Megargel’s husband, Roy, was involved in the National Pepsi-Cola
Corporation and later assigned rights to the Pepsi-Cola Co. (Pepsi-Cola). Margery
loaned Roy significant amounts of money. In repayment, Roy transferred to her
50,000 shares of National Pepsi-Cola stock and later 95,000 shares of Pepsi-Cola
stock. In 1933, relying on allegedly fraudulent representations by Pepsi-Cola and
Charles Guth (Guth), Margery assigned her 95,000 shares to her counsel for delivery
to Pepsi-Cola or Guth. Later, Loft, Inc. (Loft) acquired Pepsi-Cola. In 1939, Margery
sued Guth, Pepsi-Cola, and Loft, alleging fraud and seeking the return of the stock
or its value. She alleged Guth had issued stock to friends at prices he dictated. The
lawsuit was settled for $120,000 paid by Pepsi-Cola, with Margery agreeing to
release all claims.

Procedural History

Margery Megargel filed a complaint in the Supreme Court of the State of New York
against Charles G. Guth, Pepsi-Cola Co., and Loft, seeking to void the stock transfer.
The case was settled out of court. The Commissioner of Internal Revenue
determined a deficiency in Megargel’s income tax, treating the settlement as
ordinary income. Megargel petitioned the Tax Court for a redetermination of the
deficiency.

Issue(s)

1. Whether the $120,000 received by the petitioner in settlement of litigation
constitutes ordinary income or gain upon the sale of capital assets?

2. What is the basis of the capital assets, if the settlement is deemed a capital gain?
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3. Whether the expenses of the litigation are deductible?
Holding

1. No, the settlement constitutes proceeds from the sale of capital assets because
the lawsuit was fundamentally about recovering ownership of the stock.

2. The basis of the stock was $20,206.36, based on the value at the time of
acquisition.

3. Yes, the expenses of the litigation are deductible because they were incurred to
collect income, which includes gains from the disposition of property.

Court’s Reasoning

The court reasoned that the nature of the action filed by Megargel, primarily
seeking the return of the stock itself, determined the character of the settlement
proceeds. Citing Lyeth v. Hoey, 305 U.S. 188, the court stated that the settlement
agreement, in lieu of a judgment, should be treated similarly to a judgment
recovering the stock. Since recovering the stock would have been recovering a
capital asset, the settlement payment was also capital in nature. The court
distinguished cases cited by the Commissioner, noting they involved lost profits or
damages from fraud rather than recovery of specific property. The court referenced
Dobson v. Commissioner, 320 U.S. 489, drawing a parallel that just as recovery of
invested money fraudulently obtained is a recovery of capital, so too is the recovery
of stock fraudulently relinquished. As to deductibility of expenses, the court relied
on Section 29.23(a)-15 of Regulations 111, stating that “The term ‘income’ for the
purpose of section 23 (a) (2) comprehends not merely income of the taxable year but
also income which the taxpayer has realized in a prior taxable year or may realize in
subsequent taxable years; and is not confined to recurring income but applies as
well to gains from the disposition of property.”

Practical Implications

This case clarifies the tax treatment of settlement funds received in lawsuits aimed
at recovering specific capital assets, especially stock. It establishes that such
settlements are treated as capital gains rather than ordinary income. This allows
taxpayers to offset the proceeds with the basis of the asset and potentially benefit
from lower capital gains tax rates. The decision also confirms that legal expenses
incurred in pursuing such recovery are deductible, reducing the overall tax burden.
It underscores the importance of analyzing the underlying nature of the lawsuit to
determine the tax character of settlement proceeds and has been cited in
subsequent cases involving similar recovery actions to allow for capital gains
treatment and expense deductibility.
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