12 T.C. 1109 (1949)

A parent company’s payment of a subsidiary’s debts, closely related to the parent’s
business and credit standing, can be deducted as an ordinary and necessary
business expense or as a loss for tax purposes.

Summary

L. Heller and Son, Inc. sought to deduct payments made to creditors of its
subsidiary, Heller-Deltah Co., which had undergone a 77B reorganization. The Tax
Court allowed the deduction, holding that the payments were either an ordinary and
necessary business expense or a deductible loss. The court reasoned that the
payments were proximately related to the parent’s business, made to protect its
credit rating in the jewelry industry, and were thus deductible. This case
demonstrates that payments made to protect a company’s reputation and credit can
be considered legitimate business expenses, even if they relate to the debts of a
subsidiary.

Facts

L. Heller and Son, Inc. (petitioner) was in the jewelry business since 1917, with a
strong reputation. In 1938-1939, Heller owned all the stock of its subsidiary, Heller-
Deltah Co., also in the jewelry business. Heller-Deltah filed for bankruptcy in 1938
and submitted a reorganization plan under Section 77B of the National Bankruptcy
Act. The reorganization plan provided for paying unsecured creditors 45% of their
claims, with petitioner subordinating its claim. Milton J. Heller, president of
petitioner, orally promised to pay the remaining 55% to the ‘jewelry’ creditors when
possible. In 1943, petitioner paid $18,421.86 to these creditors, who had already
received the 45% from the reorganization.

Procedural History

L. Heller and Son, Inc. filed its tax returns claiming the payments to the creditors of
its subsidiary as a bad debt deduction. The IRS disallowed the deduction, arguing it
was a capital expenditure. The Tax Court reviewed the deficiency assessment.

Issue(s)

Whether the payment of a subsidiary’s debts by a parent company, after the
subsidiary’s reorganization under Section 77B, constitutes a deductible ordinary and
necessary business expense or a deductible loss under Sections 23(a)(1)(A) or 23(f)
of the Internal Revenue Code.

Holding

Yes, because the payments were proximately related to the conduct of the
petitioner’s business and were made to protect and promote the petitioner’s
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business and credit rating. The court found that the payments could be deducted
either as an ordinary and necessary business expense or as a loss.

Court’s Reasoning

The Tax Court reasoned that the payments were made to protect and promote the
petitioner’s business, particularly its credit rating in the jewelry industry. Even
without a binding commitment, the Court stated, “petitioner’s standing in the
business community, its relationship to the jewelry trade generally, and its credit
rating in particular, characterized the payments as calculated to protect and
promote petitioner’s business and as a natural and reasonable cost of its operation.”
The court distinguished these payments from capital expenditures, noting that they
were not for the purchase of goodwill but rather to secure credit. Quoting from
Harris & Co. v. Lucas, the court stated: “It is perfectly plain that the payments did
not constitute capital investment.” The court found it unnecessary to definitively
categorize the payment as either a loss or a business expense, concluding that the
deduction should be permitted under either designation.

Practical Implications

This case provides precedent for deducting payments made to protect a company’s
business reputation and credit standing, even when those payments relate to the
debts of a subsidiary. Attorneys can use this case to argue that such payments are
ordinary and necessary business expenses, especially when there is a direct
connection between the payments and the parent company’s business interests. This
case highlights the importance of demonstrating a clear link between the payments
and the protection or promotion of the company’s business. It also clarifies that such
payments are distinct from capital expenditures aimed at acquiring goodwill. Later
cases distinguish this ruling based on the specific facts, emphasizing the necessity of
a direct benefit to the paying company’s business.
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