5 T.C.913 (1945)

A payment made by a corporation to settle a claim against its predecessor is not
deductible as an ordinary and necessary business expense if the claim arose from
transactions predating the corporation’s existence and is essentially a capital
expenditure or a distribution to a stockholder.

Summary

Levitt & Sons, Inc. sought to deduct $65,000 paid to settle claims related to the
management of Rockville Centre Community Corporation, a company whose assets
eventually came into Levitt & Sons’ possession. The Tax Court disallowed the
deduction, finding that the payment was not an ordinary and necessary business
expense. The court reasoned that the claims originated from transactions predating
Levitt & Sons’ existence, related to liabilities of a predecessor corporation, and the
payment was part of a broader settlement that benefited related parties, thus
constituting a capital expenditure rather than a deductible business expense.

Facts

Levitt & Sons, Inc. was formed in 1938 from a merger of three corporations. Among
the assets it acquired were lands and proceeds from lands formerly owned by
Rockville Centre Community Corporation. Dissatisfied stockholders of Rockville
sought an accounting of Rockville’s business and demanded damages from Abraham
Levitt, William Levitt, and Levitt & Sons, Inc., alleging mismanagement by Abraham
Levitt. After negotiations, Levitt & Sons, Inc. paid $65,000 to the complaining
stockholders in exchange for their stock and releases from all claims.

Procedural History

The Commissioner of Internal Revenue disallowed Levitt & Sons’ deduction of the
$65,000 payment. The Tax Court initially upheld the Commissioner’s determination.
The Second Circuit Court of Appeals reversed and remanded the case, directing the
Tax Court to make specific findings of fact. On remand, the Tax Court again ruled
against Levitt & Sons, Inc., disallowing the deduction.

Issue(s)

Whether the $65,000 payment made by Levitt & Sons, Inc. to settle claims against a
predecessor corporation constitutes an ordinary and necessary business expense
deductible under Section 23(a)(1) of the Internal Revenue Code.

Holding

No, because the payment was not an ordinary and necessary expense of Levitt &
Sons, Inc. in the conduct of its own business; rather, it was a capital expenditure
related to the acquisition of assets and liabilities from a predecessor corporation or
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a distribution to a stockholder.
Court’s Reasoning

The court reasoned that to be deductible as a business expense, the expenditure
must be both ordinary and necessary and incurred in the conduct of the taxpayer’s
business. The court found that the claims settled by the payment originated from
transactions between Rockville and entities other than Levitt & Sons, Inc., predating
its existence. Levitt & Sons, Inc. was involved only as a transferee of assets. The
court noted that the settlement was part of a broader plan involving adjustments of
assets and liabilities among related parties. The court concluded that the payment
was either in satisfaction of a liability of a predecessor corporation (Abraham Levitt
& Sons, Inc.) or a distribution to a stockholder (Abraham Levitt), making it a capital
expenditure rather than an ordinary business expense. The court also emphasized
that the controversy did not arise from any transaction of Levitt & Sons, Inc. in its
ordinary business.

The court distinguished the present case from cases where settlement payments
were deemed deductible business expenses. It noted that in those cases, the
expense arose from a business transaction of the taxpayer or was made primarily to
preserve existing business, reputation, and goodwill.

Practical Implications

This case establishes that a corporation cannot deduct settlement payments for
claims arising from the actions of predecessor entities if the claims are essentially
capital in nature. Attorneys should carefully analyze the origin and nature of claims
being settled, focusing on whether the claim relates to the current business
operations of the taxpayer or to past liabilities assumed from another entity. This
decision highlights the importance of distinguishing between ordinary business
expenses and capital expenditures, particularly in corporate acquisitions and
reorganizations. It emphasizes that payments made to resolve liabilities assumed
from a predecessor are typically considered part of the cost of acquiring the assets,
and thus must be capitalized. The case serves as a caution against attempts to
deduct payments that primarily benefit related parties or settle disputes that are not
directly related to the taxpayer’s current business activities. Later cases will often
cite this for the proposition that the origin of the claim, and not merely the business
purpose, determines deductibility.
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