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Freund v. Commissioner, 20 T.C. 207 (1953)

The tax consequences of a settlement payment depend on the true nature of the
underlying claim being settled, not merely on how the parties label the payment.

Summary

The case involves determining the correct tax treatment of a settlement payment
received by a taxpayer. The taxpayer had sued for rescission of a stock sale based on
fraud. The defendants paid the taxpayer a sum of money, which they characterized
as  “severance  pay”  to  obtain  a  tax  advantage  for  the  corporation.  The  court
examined the evidence, including the negotiations and surrounding circumstances,
to determine the true nature of the payment. It ruled that despite the defendants’
characterization, the payment was, in substance, made to settle the fraud claim.
Therefore, the payment should be treated as capital gain, consistent with the nature
of  the  underlying  lawsuit.  The  court  emphasized  that  the  substance  of  the
transaction, rather than its form, dictates the tax treatment.

Facts

The taxpayer  sued  to  rescind  a  stock  sale,  alleging  fraud.  While  the  suit  was
pending, the parties reached a settlement. The defendants, to obtain a tax benefit,
characterized the settlement payment as “severance pay.” The taxpayer consistently
maintained the payment was in settlement of the fraud claim. The Commissioner of
Internal Revenue argued that the payment was severance pay, taxable as ordinary
income.

Procedural History

The case  began in  the  United  States  Tax  Court.  The  Tax  Court  was  asked to
determine the tax treatment of the settlement payment received by the taxpayer.
The Court ruled in favor of the taxpayer.

Issue(s)

Whether the settlement payment received by the taxpayer constituted severance pay
or a payment in settlement of a claim for rescission of a stock sale, thereby dictating
the character of income for tax purposes.

Holding

Yes, the payment was in settlement of a claim for the rescission of a stock sale
because  the  court  determined  the  true  nature  of  the  payment  based  on  the
circumstances, concluding it was made to resolve the fraud claim rather than as
severance pay.

Court’s Reasoning
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The court held that the characterization of  the payment by the parties did not
determine its  tax  treatment.  Instead,  the  court  looked at  the  substance of  the
transaction. The defendants characterized the payment as severance pay, likely to
achieve a tax deduction. However, the court found this characterization unrealistic,
given that the taxpayer’s employment had ended years prior and the fraud claim, not
severance pay, was the focus of the settlement negotiations. The court emphasized
that the dismissal of the lawsuit was the dominant inducement for the payment.
Furthermore, the court cited Mid-State Products Co.  in which it stated that the
substance of the settlement determines its tax implications. The court considered
the negotiations, timing of the payment, and the defendants’ motivations, concluding
the payment was made to settle the fraud claim, and its nature was that of a capital
transaction (sale or exchange of stock).

Practical Implications

The case is a reminder that the IRS and the courts examine the substance over form
when determining the tax treatment of payments. Parties cannot simply label a
payment  in  a  way that  generates  the most  favorable  tax  treatment;  the actual
purpose of the payment must align with the label.  Lawyers must document the
intent and context of settlement agreements to support the desired tax treatment,
which should reflect the underlying legal claims involved. This case is routinely cited
for the principle of looking beyond the mere form or label used by the parties to a
transaction to find its true nature. Tax planners and litigators should consider how
the  character  of  a  settlement  is  determined  by  the  claim  resolved  and  its
implications, even if a settlement agreement itself is silent on that point. Later cases
still rely on Freund to analyze the tax consequences of settlement payments.


