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17 T.C. 675 (1951)

A payment made in settlement of a claim arising from an alleged breach of fiduciary
duty is deductible as a business expense if it is connected to the taxpayer’s trade or
business and its allowance doesn’t frustrate public policy.

Summary

William Butler, a consultant for public utility corporations, paid $9,976.50 to settle a
claim alleging he breached his fiduciary duty because his wife profited from bond
transactions related to a corporation where he was an officer and director during its
reorganization. Butler deducted this payment and related legal fees as business
expenses. The Tax Court held that the settlement payment and legal fees were
deductible  because  Butler’s  actions  were  connected  to  his  business,  the  claim
against him was bona fide, and allowing the deduction did not violate public policy,
as Butler settled to protect his business reputation.

Facts

Butler worked as a consultant, officer, and director for public utility corporations
since 1919. From 1930 to 1945, he served as an officer for Philadelphia & Western
Railway Company (the Company), which filed for reorganization under Section 77B
of the Bankruptcy Act in 1934. During the reorganization (1935-1940), Butler’s wife,
Helen, purchased Company bonds for $2,807. In 1943 and 1944, Helen sold the
bonds for $19,220, realizing a $16,413 gain, which she reported on her tax returns.
The Bondholders Committee later alleged that Butler had breached his fiduciary
duty. To avoid negative publicity, Butler settled the claim for $9,976.50 and incurred
$718.77 in legal fees.

Procedural History

The Bondholders Committee filed a petition in the U.S. District Court for the Eastern
District of Pennsylvania, seeking to compel Butler to account for profits made by his
relatives from the sale of the Company’s bonds. The District Court initially entered
an order to show cause. The Bondholders Committee then filed a Petition to Settle
Claims Against Directors. The District Court approved the settlement, and Butler
consented to a judgment against him. Butler then deducted the settlement payment
and legal fees on his 1946 federal income tax return, which the IRS disallowed,
leading to this Tax Court case.

Issue(s)

1. Whether the $9,976.50 settlement payment made by Butler is deductible as a
business expense or loss?

2. Whether the $718.77 in legal expenses incurred by Butler in connection with the
settlement are deductible?
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Holding

1. Yes, the settlement payment is deductible because it arose from Butler’s business
activities and its deduction doesn’t violate public policy.

2. Yes, the legal expenses are deductible because they were incurred defending
against a claim that arose from Butler’s trade or business.

Court’s Reasoning

The Tax Court reasoned that Butler’s business was acting as a consultant, officer, or
director for public utility corporations, and his involvement with the Company, even
during reorganization, fell within that business. The court emphasized the proximate
relationship between the settlement payment and Butler’s services to the Company.
Citing Kornhauser v. United States, 276 U.S. 145 (1928), the court noted payments
in settlement of suits for breach of trust by a fiduciary are deductible where the
litigation arises out of the taxpayer’s business. Unlike Stephen H. Tallman, 37 B.T.A.
1060 (1938), this wasn’t an isolated fiduciary activity. The court found no public
policy reason to deny the deduction because Butler settled the claim to protect his
business reputation and the Bondholders Committee wasn’t certain of success on
appeal. The court also noted that Butler himself didn’t purchase the bonds or enjoy
profits; his wife did. Regarding legal fees, the court again cited Kornhauser, stating
that  expenses  are  deductible  if  a  suit  is  directly  connected  to  the  taxpayer’s
business. The court concluded that defending against allegations of a breach of duty
was ordinary and necessary for a corporate officer or director.

Practical Implications

This case illustrates that settlement payments and legal fees related to fiduciary
duty claims can be deductible as business expenses if the underlying claim arises
from the taxpayer’s business activities and the settlement doesn’t violate public
policy. It clarifies that the desire to protect one’s business reputation is a valid
reason for settling a claim, supporting deductibility. Later cases may distinguish
Butler based on the specific facts, such as whether the taxpayer directly profited
from the alleged breach or whether allowing the deduction would undermine a
clearly defined public policy. This case informs the tax planning of corporate officers
and directors,  emphasizing the importance of  documenting the business-related
reasons for settling claims to support potential deductions.


