
© 2025 SCOTUSreports.com. All rights reserved. | 1

25 T.C. 969 (1956)

Attorney fees incurred by a corporation to resolve a dispute regarding the diversion
of corporate profits are deductible as an ordinary and necessary business expense,
and income received under a claim of right but renounced in the same year is not
taxable to the recipient.

Summary

The  case  involves  a  dispute  between  a  minority  shareholder  and  the  majority
shareholders of Pendleton Woolen Mills, who were also partners in businesses that
allegedly diverted profits from the corporation. The corporation hired attorneys to
resolve the dispute, and the minority shareholder sought to deduct the attorney fees
as a business expense. The court addressed two issues: (1) whether the attorney
fees were deductible by the corporation and (2) whether income earned by the
partnerships, and later transferred to the corporation, was taxable to the partners.
The Tax Court  held that  the attorney fees were deductible as an ordinary and
necessary business expense and that the income was not taxable to the partners
because they renounced their claim to it in the same year it was received.

Facts

Pendleton  Woolen  Mills  (Pendleton)  was  a  corporation  primarily  owned by  the
Bishop family. Roy T. Bishop, a minority shareholder, alleged that C.M. Bishop and
Robert  C.  Bishop,  the  majority  shareholders  and  officers  of  Pendleton,  were
conducting their partnership businesses, Pendleton Woolen Mills Garment Factory
and Pendleton Woolen Mills  Plant  No.  2,  in  a  manner that  was detrimental  to
Pendleton.  These partnerships used the “Pendleton” label,  selling products that
appeared to have been manufactured by Pendleton, but the profits were accruing to
the partners rather than the corporation. Roy T. Bishop protested this arrangement.
Pendleton hired attorneys  to  advise  the  corporation on its  rights,  leading to  a
settlement agreement where the assets and 1946 income of the partnerships were
transferred to Pendleton.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income tax of
Pendleton  and  the  individual  members  of  the  Bishop  family,  disallowing  the
deduction for  the attorney fees paid by the corporation and asserting that  the
partnership income should be taxed to the partners. The taxpayers filed petitions
with the United States Tax Court, leading to a consolidated proceeding. The Tax
Court reviewed the facts and legal arguments, ultimately siding with the petitioners.

Issue(s)

1. Whether the attorney fees paid by Pendleton were deductible as an ordinary and
necessary business expense.
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2. Whether the 1946 income of the partnerships, transferred to Pendleton in the
same year it was received, was taxable to the partners.

Holding

1.  Yes,  because  the  attorney  fees  were  incurred  to  protect  the  corporation’s
interests and were related to a legitimate business dispute.

2. No, because the partners renounced their claim to the income in the same year it
was received.

Court’s Reasoning

The court first addressed the deductibility of the attorney fees. The court found that
the attorneys were hired to advise the corporation of its rights, particularly with
respect to the income of the partnerships. The court reasoned that the situation was
analogous  to  a  stockholder’s  derivative  action,  where  attorneys’  fees  are  often
allowed. Since the settlement provided a substantial benefit to the corporation by
securing the income from the partnerships and resolving the business dispute, the
fees were deductible as an ordinary and necessary business expense. The court cited
that the attorneys’ services were “in settlement of claims of a derivative nature.”

Regarding the second issue, the court addressed the “claim of right” doctrine, which
states that income received under a claim of right is taxable even if the recipient’s
right to the income is later disputed. However, the court distinguished the case. The
court explained that the partners relinquished their claim to the partnership income
in the same year it was received, which is a crucial distinction. Quoting from a
previous case, the court stated, “We are not aware that the rule has ever been
applied where, as here, in the same year that the funds are mistakenly received, the
taxpayer discovers and admits the mistake, renounces his claim to the funds, and
recognizes his obligation to repay them.” The court concluded that the income was
not taxable to the partners, and was properly included in Pendleton’s income.

Practical Implications

This case provides valuable guidance for tax professionals and businesses. First, it
underscores the importance of documenting the purpose of legal expenses. The
court emphasized that the attorneys were hired to benefit the corporation. Second,
it clarifies the application of the claim of right doctrine, especially when the claim is
renounced in the same year. The case suggests that if a taxpayer renounces their
claim to income in the same year that it is received, the income may not be taxable
to the original recipient, especially where a genuine dispute exists. This principle
can guide the tax treatment of settlements and the return of funds. Finally, this case
illustrates the deductibility of attorney’s fees in shareholder disputes where the
corporation  benefits  from  the  resolution.  Cases  involving  similar  facts  should
consider whether the primary beneficiaries of the legal work are the shareholders or
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the corporation,  influencing how legal  costs can be allocated.  Later cases have
relied on this precedent for issues regarding the timing and allocation of income and
expenses.


