Warren Steam Pump Co. v. Commissioner, 1949 Tax Ct. Memo LEXIS 19
(T.C. 1949)

Payments made by a corporation to settle a judgment arising from a dispute over an
employment contract, including the repurchase of stock originally issued as part of
that contract, can be partially deductible as compensation expense, to the extent the
payment exceeds the value of the acquired stock.

Summary

Warren Steam Pump Co. deducted a judgment payment related to litigation with a
former employee, Steinbugler, arguing it was compensation expense. The IRS
argued it was a non-deductible capital expenditure for the repurchase of its own
stock. The Tax Court held that the payment was partially deductible. It reasoned
that the arrangement with Steinbugler was part employment contract and part stock
transaction. The portion of the payment exceeding the fair market value of the stock
reacquired was deemed additional compensation, deductible under Section
23(a)(1)(A) of the Internal Revenue Code.

Facts

In 1915 and 1916, Warren Steam Pump issued stock to Steinbugler, an employee, on
favorable terms, allowing payment via future dividends. In 1922, Steinbugler
received a stock dividend. Steinbugler later resigned in 1936 and sued the company,
alleging breach of an employment contract related to the repurchase of his stock.
The New York courts ruled in favor of Steinbugler. Warren Steam Pump paid the
judgment, including principal and interest, and deducted the principal as a
compensation expense.

Procedural History

Warren Steam Pump Co. deducted the judgment payment on its 1943 tax return.
The Commissioner of Internal Revenue disallowed the deduction, arguing it was a
capital expenditure. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether a payment made by a corporation to satisfy a judgment in a lawsuit brought
by a former employee, which involved the repurchase of the corporation’s stock
initially issued as part of an employment agreement, is deductible as a business
expense or constitutes a non-deductible capital expenditure.

Holding

Yes, in part, because the arrangement with Steinbugler was an employment
contract, and the portion of the judgment exceeding the fair market value of the
reacquired stock represents deductible compensation. The court determined that
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the corporation could deduct the portion of the judgment payment that exceeded the
value of the stock they reacquired from Steinbugler.

Court’s Reasoning

The Tax Court determined that the transactions were not solely a capital transaction
but also constituted an employment arrangement. The court distinguished this case
from *United States Steel Corporation*, 2 T.C. 430, noting that Steinbugler became
a stockholder when he acquired the stock, unlike the employees in *U.S. Steel*. The
court reasoned that the company received its own stock back, which had a
determinable fair market value, as part of the settlement: “It seems to us that
another view would be that petitioner, in its settlement of the principal amount of
the judgment of $387,134, acquired from Steinbugler property, namely 1,500 shares
of petitioner’s common stock, which had a value of $115.36 per share or a total of
$173,040.” The court allowed a deduction of the difference between the settlement
and the value of the stock, holding that “at least this much of the payment which
petitioner made in 1943 represented additional compensation to Steinbugler for his
services.” The court cited *Lucas v. Ox Fibre Brush Co.*, 281 U.S. 115, indicating
that it was not material that such compensation was for services rendered in prior
years.

Practical Implications

This case provides guidance on the tax treatment of payments related to
employment disputes that involve stock transactions. It clarifies that such payments
may be bifurcated, with a portion treated as a capital expenditure (the value of the
stock acquired) and a portion as a deductible expense (compensation). This decision
highlights the importance of analyzing the underlying nature of the transaction and
valuing any assets received as part of the settlement. Later cases may cite this
decision to support the deductibility of settlement payments related to employment
contracts, especially where the payments can be linked to services rendered by the
employee. Attorneys must carefully document the valuation of any assets received in
a settlement agreement to support a deduction for compensation expense.
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