20T.C.1022 (1953)

A settlement payment made to avoid litigation over a real estate commission, even if
the taxpayer denies liability for the commission, can be deducted as an ordinary and
necessary expense for the management, conservation, or maintenance of property
held for the production of income under Section 23(a)(2) of the Internal Revenue
Code.

Summary

The case concerns the deductibility of a settlement payment made by a partner to
avoid litigation over a real estate commission. The West Memphis Compress
Company, a partnership, sold its property. A real estate firm sued the partners for a
commission, claiming they were entitled to a portion of the sale price, even though
the sale was completed without the firm’s assistance. To avoid costly litigation, the
partners settled the suit for $5,000. The Tax Court had to decide whether this
settlement payment could be deducted as an ordinary and necessary expense under
Section 23(a)(2) of the Internal Revenue Code, or whether it had to reduce the
capital gain from the sale of the property. The court held that the payment was
deductible, following the precedent set in Carl W. Braznell.

Facts

Samuel G. Swaim and K.H. Francis were partners in the West Memphis Compress
Company. In 1946, they listed their warehouse and compress property with several
real estate agents but did not grant any exclusive rights. In 1947, Swaim negotiated
a sale of the property for $175,000 without the assistance of any broker. The real
estate firm of Collins & Westbrook, one of the initially contacted agents,
subsequently sued Swaim and Francis for a $12,000 commission. The partners
decided to settle the lawsuit in 1948 for $5,000 to avoid the costs and inconvenience
of litigation, explicitly without admitting liability. Swaim sought to deduct his share
of the settlement payment as an ordinary and necessary expense on his 1948 tax
return; the Commissioner of Internal Revenue disallowed the deduction.

Procedural History

The Commissioner of Internal Revenue disallowed the deduction of the settlement
payment. Swaim filed a petition with the United States Tax Court, challenging the
Commissioner’s determination. The Tax Court reviewed the facts, the applicable
law, and the arguments of both parties. The Tax Court ruled in favor of Swaim,
allowing the deduction.

Issue(s)

1. Whether a payment made in settlement of a lawsuit for a real estate commission,
where the taxpayer denies liability for the commission, constitutes an ordinary and
necessary expense under Section 23(a)(2) of the Internal Revenue Code?
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Holding

1. Yes, because the settlement payment was made to avoid litigation concerning
property held for the production of income, and was thus deductible as an ordinary
and necessary expense.

Court’s Reasoning

The Tax Court relied on Section 23(a)(2) of the Internal Revenue Code, which allows
deductions for “all the ordinary and necessary expenses paid or incurred during the
taxable year for the production or collection of income, or for the management,
conservation, or maintenance of property held for the production of income.” The
court determined that the $5,000 settlement payment fell under this provision. The
court found that the payment was made to avoid the costs of litigation and was thus
an expense related to the management and conservation of the partnership’s
property. Crucially, the court noted that the payment was not an admission of
liability for the commission. The court cited Carl W. Braznell, which supported the
deductibility of expenses incurred to resolve claims related to property held for
income production. As the court stated, “[I]t seems perfectly clear from the evidence
that the sale of the compress and warehouse property which the partnership of
petitioner and Francis made to May was not attributable to any efforts made by
Westbrook & Collins, real estate agents.” Thus, the Court held that the payment
should be treated as an ordinary and necessary expense, thereby allowing Swaim to
deduct it.

Practical Implications

This case provides guidance on the deductibility of settlement payments related to
property held for income production. It establishes that such payments, even if made
to avoid litigation and without acknowledging liability, can be deductible if they
meet the criteria of being “ordinary and necessary” expenses. This ruling is crucial
for businesses and individuals who manage or own income-producing properties
because it helps clarify which costs can be used to reduce taxable income. Attorneys
should consider this case when advising clients on settling disputes and determining
the tax implications of settlement payments. The principle that the payment’s
purpose (avoiding litigation) is more important than acknowledging liability is key.
Moreover, this case reaffirms the application of 23(a)(2) to various scenarios where
property is managed for income. Subsequent cases will likely rely on *Swaim* when
determining similar tax treatments.
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