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Levitt & Sons, Inc. v. Commissioner, 5 T.C. 913 (1945)

Payments  made  by  a  corporation  to  settle  a  dispute  related  to  liabilities  of  a
predecessor company or to discharge obligations of a major stockholder are capital
expenditures, not deductible ordinary and necessary business expenses.

Summary

Levitt & Sons, Inc. sought to deduct $65,000 as an ordinary and necessary business
expense, arguing it was paid to settle a meritless claim to avoid litigation. The Tax
Court denied the deduction. It found the payment was part of a broader settlement
resolving disputes among stockholders of a related entity. The court reasoned that
Levitt  &  Sons  made  the  payment  either  to  satisfy  a  liability  of  a  predecessor
corporation or to discharge obligations of its controlling shareholder. As such, the
payment constituted either part of the cost of acquiring assets or a distribution to a
stockholder, both of which are capital expenditures.

Facts

A group of stockholders in Rockville Centre Corporation (Rockville) disputed certain
transactions  involving  the  Levitts.  The  stockholders,  represented  by  Edelman,
alleged improper transfers of  Rockville’s assets to Abraham Levitt  & Sons, Inc.
(Abraham Levitt Corp.). Levitt & Sons, Inc. (petitioner) had acquired assets from
Abraham  Levitt  Corp.  and  assumed  its  liabilities.  Edelman  threatened  to  sue
Abraham Levitt, William J. Levitt, Abraham Levitt & Sons, Inc., and potentially the
petitioner as a transferee of assets.

Procedural History

The Tax Court initially ruled against the taxpayer. The Circuit Court of Appeals
reversed and remanded, directing the Tax Court to make further factual findings
regarding the nature of the payment. On remand, the Tax Court received additional
evidence,  reconsidered  the  case,  and  again  ruled  against  Levitt  &  Sons,  Inc.,
denying the deduction.

Issue(s)

Whether a $65,000 payment made by Levitt & Sons, Inc. to settle a claim related to
predecessor companies’ liabilities or shareholder obligations constitutes an ordinary
and necessary business expense deductible under Section 23(a)(1) of the Internal
Revenue Code.

Holding

No, because the payment was either made to satisfy a liability of Abraham Levitt &
Sons, Inc., or to discharge obligations of Abraham Levitt, and therefore it was a
capital expenditure rather than an ordinary and necessary business expense.
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Court’s Reasoning

The court reasoned that the petitioner failed to prove the payment was an ordinary
and necessary business expense. The evidence showed the payment was part of a
larger  settlement  involving  multiple  parties  and  issues,  primarily  concerning
adjustments to  the assets  and liabilities  of  Babylon Harbor,  Inc.,  and resolving
disputes among stockholders of Rockville. The court found that Levitt & Sons was
aware of the entire settlement and that the cash payment was not separate from the
other parts of the settlement. The court considered the payment either a part of the
cost of assets acquired from Abraham Levitt & Sons, Inc., (a capital expenditure), or
a distribution to a stockholder (Abraham Levitt). The court emphasized that to be
deductible  as  a  business  expense,  an expenditure  must  be paid  or  incurred in
carrying  on  the  *taxpayer’s*  business.  Here,  the  controversy  stemmed  from
transactions of other entities *before* petitioner’s incorporation. As the court stated,
“[t]he  evidence  strongly  indicates  that  the  settlement  was  a  settlement  made
primarily by Abraham Levitt with other stockholders of Babylon and Rockville, and
that petitioner was a party to the settlement, again, because it was a transferee of
Abraham Levitt & Sons, Inc. Upon all of the evidence, it must be concluded that the
controversy did not arise out of any transaction of petitioner in or incidental to its
ordinary business.”

Practical Implications

This case clarifies that settlement payments are not automatically deductible as
business expenses. Courts will scrutinize the underlying nature of the claim and the
reasons for the settlement. Payments related to acquiring assets, settling liabilities
of predecessor entities, or benefiting shareholders are generally considered capital
expenditures and are not immediately deductible. This case reinforces the principle
that a business expense must arise from the taxpayer’s own business activities, not
those  of  related  parties  or  predecessors.  It  serves  as  a  reminder  to  carefully
document the reasons for settlement payments and to analyze their connection to
the taxpayer’s ongoing business operations to support deductibility.


