Feagans v. Commissioner, 23 T.C. 27 (1954)

Payments made by a corporation to settle a dispute with an employee over claimed
ownership of stock, where the employee’s claim is actually for additional
compensation, are generally deductible as ordinary and necessary business
expenses.

Summary

The case concerned the tax implications of a settlement agreement between a
corporation, its principal shareholder (Dirksmeyer), and an employee (Feagans).
Feagans claimed an ownership interest in the corporation’s stock. The Tax Court
determined Feagans never actually owned the stock but had a claim for additional
compensation based on an informal profit-sharing agreement. The court addressed
whether payments made by the corporation to Feagans under the settlement were
deductible expenses for the corporation, and whether the payment constituted
taxable income for Feagans. The court concluded that the payments were deductible
business expenses and constituted ordinary income for Feagans, not capital gains.

Facts

Dirksmeyer hired Feagans to manage a newly acquired paint business. Though
Feagans initially received a salary, the parties agreed to incorporate the business.
To conceal his ownership, Dirksmeyer had the stock issued in Feagans’ name, which
was later endorsed back to Dirksmeyer. Eventually, Feagans claimed an ownership
interest in the business based on possession of a duplicate stock certificate. A
dispute arose, and the parties negotiated a settlement. The corporation paid
Feagans $19,500 to surrender the duplicate certificate and release all claims.
Feagans also paid $1,700 in legal fees.

Procedural History

The Commissioner of Internal Revenue determined that the money paid by the
corporation to Feagans should be regarded as a dividend or distribution to
Dirksmeyer. The Tax Court reviewed the case.

Issue(s)

1. Whether the payments made by the corporation to Feagans were deductible as
ordinary and necessary business expenses.
2. Whether the money received by Feagans was for the sale of a capital asset,
resulting in capital gains, or was ordinary income.
. Whether legal expenses paid by the corporation were deductible.
4. Whether legal expenses paid by Feagans in the settlement were deductible.

w

Holding
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1. Yes, because the payments compensated Feagans for his management and a
share of the profits and also protected the business’s goodwill.

2. No, because the money received was for his employment.

3. Yes, as they were clearly related to the settlement.

4. Yes, as an expense incurred in the collection of income.

Court’s Reasoning

The court reasoned that the payments from the corporation to Feagans were
essentially additional compensation for his services, and therefore constituted
ordinary and necessary business expenses, deductible under relevant tax code
provisions. The court emphasized that Feagans never truly owned the stock, but the
settlement recognized his claim to a share of profits. The court found the legal fees
were also ordinary and necessary, as they were incident to the settlement. The court
also noted the policy considerations that were at play, including the business’s
continued successful operation. The court stated, “We think that the sum so paid
constitutes an ordinary and necessary expense of the corporation, deductible in the
year in which the settlement was reached...”

Practical Implications

The case provides guidance on the tax treatment of settlements involving employee
claims of ownership or interest in a business. The ruling establishes that payments
made to resolve disputes over employee compensation, even if framed as stock-
related, are typically treated as deductible business expenses for the employer and
ordinary income for the employee. This affects how businesses structure and
account for settlement agreements in employment disputes. It’s crucial to determine
the true nature of the underlying claim to properly classify the payment. Later cases
would likely focus on whether the primary purpose of a settlement payment is
compensation versus a capital transaction.

© 2025 SCOTUSreports.com. All rights reserved. | 2



