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19 T.C. 737 (1953)

An individual taxpayer cannot deduct expenses related to a corporation’s business
as their own trade or business expenses, even if the individual is a shareholder,
officer, or employee of the corporation.

Summary

Emanuel  O.  Diamond,  a  shareholder,  director,  officer,  and  employee  of  Elco
Installation Co., Inc., sought to deduct payments made to settle a judgment against
him arising from an automobile accident. The accident occurred while an employee
was  driving  Diamond’s  car  on  company  business.  The  Tax  Court  denied  the
deduction, holding that the expenses were incurred in the corporation’s business,
not Diamond’s individual trade or business. The court reasoned that because the car
was  being  used  for  company  purposes,  and  the  company  bore  the  operating
expenses, the expenses were those of the corporation, not Diamond.

Facts

Diamond  and  Cy  B.  Elkins  formed  Elco  Installation  Co.,  Inc.,  an  electrical
contracting business. Diamond was a stockholder, director, secretary, and treasurer.
Diamond and Elkins both owned cars that were used for company business, with the
corporation reimbursing expenses. On June 26, 1942, Elkins was driving Diamond’s
car from a company job site with two other employees when an accident occurred.
The employees sued Diamond, Elkins, and the other driver, and a judgment was
entered against them. Diamond’s insurance didn’t cover the full judgment, and he
made a settlement payment and paid attorney’s fees. The corporation paid for the
trip’s expenses, except for the settlement.

Procedural History

The injured employees initially  sued Diamond, Elkins,  and another party in the
Supreme Court of the State of New York, County of New York, obtaining judgments.
Diamond then attempted to deduct the settlement payment and attorney’s fees on
his 1947 income tax return, initially claiming a casualty loss, then arguing for a
business expense deduction before the Tax Court. The Commissioner of Internal
Revenue disallowed the deduction, leading to this Tax Court case.

Issue(s)

Whether Diamond can deduct the settlement payment and attorney’s fees related to
the automobile accident as ordinary and necessary business expenses under Section
23(a)(1)(A) of the Internal Revenue Code.

Holding

No, because Diamond’s automobile was engaged in the business of the Corporation
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at  the  time  of  the  accident,  and  therefore  the  expenses  were  not  incurred  in
Diamond’s individual trade or business.

Court’s Reasoning

The court reasoned that the car was being used for the corporation’s business when
the accident occurred. It was transporting employees between company job sites,
and the corporation covered the operating expenses, insurance, and repairs. The
court distinguished the case from situations where an officer-employee uses their
own car for company business and isn’t reimbursed for operating expenses. In those
cases, deductions for operating expenses might be allowable. The court stated that
“the facts in this case clearly show that the automobile was used in the business of
the Corporation at the time the accident occurred.” The court also noted that the
corporation  may  have  been  liable  for  reimbursing  Diamond,  and  could  have
deducted the expense, but that issue was not before the court.

Practical Implications

This case clarifies that shareholders, officers, or employees cannot automatically
deduct corporate expenses on their individual tax returns, even if they personally
paid them. It emphasizes the importance of distinguishing between an individual’s
trade or business and that of a corporation. Taxpayers must demonstrate a direct
connection between the expense and their *own* business activities. The decision
also  highlights  the  importance  of  proper  documentation  and  reimbursement
procedures. If the corporation had reimbursed Diamond, it could potentially have
deducted  the  expense.  It  also  impacts  how  similar  cases  should  be  analyzed,
focusing on whose business was being conducted at  the time the expense was
incurred.  Later  cases  have  cited  this  ruling  to  deny  deductions  claimed  by
individuals for expenses primarily benefiting a corporation.


