Highland Farms Corp., 24 T.C. 65 (1955)

When a settlement includes compensation for lost profits, destruction of business
goodwill, and punitive damages, the taxability of each component must be
determined separately, and damages for the destruction of goodwill are taxable to
the extent they exceed the business’s basis.

Summary

Highland Farms Corporation received a lump-sum settlement for the destruction of
its business, which specialized in race track photography. The Tax Court was tasked
with determining the taxability of the settlement. The court analyzed the nature of
the payments, concluding that the settlement encompassed compensatory damages
for lost profits and destruction of business and goodwill, as well as punitive
damages. The court allocated the settlement proceeds among these categories. The
portion representing punitive damages was deemed non-taxable. The portion
compensating for lost profits was considered taxable income. The portion for
destruction of goodwill was taxable only to the extent that the damages exceeded
the company’s basis in that goodwill. Since the company had expensed promotional
costs, it had no remaining basis, making this portion taxable.

Facts

Highland Farms Corporation (the taxpayer) received a $100,000 settlement for the
destruction of its business. The business specialized in photographing horse races.
The settlement resolved a lawsuit that claimed lost profits, damage to business and
goodwill, and sought punitive damages. The pleadings and trial evidence provided a
basis for allocation of the settlement proceeds. The company had invested
approximately $15,000 in promotional campaigns, expensing these costs. The
parties did not specify the allocation in the settlement agreement.

Procedural History

The case was heard by the United States Tax Court. The Court needed to determine
the tax treatment of the settlement funds. The court conducted an analysis of the
pleadings and trial evidence to allocate the settlement proceeds between the
different types of damages claimed.

Issue(s)
1. Whether the entire settlement amount constitutes taxable income?

2. If not, how should the settlement amount be allocated among different types of
damages (lost profits, destruction of goodwill, and punitive damages) for tax
purposes?

3. Whether damages for destruction of business and goodwill are taxable?
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Holding
1. No, the entire settlement amount does not constitute taxable income.

2. The settlement amount should be allocated as follows: one-sixth as punitive
damages (non-taxable); one-half of the remaining five-sixths as lost profits (taxable);
and the other one-half of the remaining five-sixths for destruction of business and
goodwill (taxable to the extent that damages exceeded the company’s basis in the
goodwill).

3. Yes, damages for the destruction of business and goodwill are taxable to the
extent they exceed the company’s basis in that goodwill.

Court’s Reasoning

The court determined the nature of the settlement payment based on the claims
made in the pleadings and the evidence presented at trial. The court found that the
settlement included punitive damages and compensation for both lost profits and
destruction of business and goodwill. The court referenced Raytheon Production
Corp. v. Commissioner, stating that the settlement amount could be partially treated
as a return of capital. Because the company had expensed promotional costs, it had
no remaining basis in the goodwill, making that portion of the settlement taxable
income.

The court cited the Raytheon case where, after pointing out that an amount received
in settlement of a damage suit for the destruction of business and goodwill
represented a return of capital, the Court of Appeals went on to say (144 F. 2d at p.
114): “But, to say that the recovery represents a return of capital in that it takes the
place of the business good will is not to conclude that it may not contain a taxable
benefit. Although the injured party may not be deriving a profit as a result of the
damage suit itself, the conversion thereby of his property into cash is a realization of
any gain made over the cost or other basis of the good will prior to the illegal
interference. Thus A buys Blackacre for $6,000. It appreciates in value to $50,000. B
tortiously destroys it by fire. A sues and recovers $50,000 tort damages from B.
Although no gain was derived by A from the suit, his prior gain due to the
appreciation in value of Blackacre is realized when it is turned into cash by the
money damages.”
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