33 T.C. 557 (1959)

Payments received in settlement of a lawsuit are generally taxed according to the
nature of the underlying claim; payments representing a share of partnership
income are taxable as ordinary income, while those for a deceased partner’s interest
in the firm’s assets are not, subject to specific exceptions.

Summary

The United States Tax Court considered whether payments received by Mary Tighe,
the widow of a deceased attorney, in settlement of a lawsuit against her husband’s
former law partner, constituted taxable income. The agreement between the
partners provided for monthly payments to the surviving spouse from the firm’s
profits and a payment representing the deceased partner’s interest in pending cases
and assets. The court held that the portion of the settlement representing the
balance of the monthly payments from profits was taxable as ordinary income, while
the portion representing the deceased partner’s interest in pending cases was not,
particularly considering that Section 126 of the Internal Revenue Code (pertaining
to income in respect of a decedent) did not apply retroactively to decedents who
died before its enactment.

Facts

Alvin Tighe, an attorney, practiced law with Leon B. Lamfrom. In 1929, they entered
into an agreement where, upon Tighe’s death, Lamfrom would pay Tighe’s wife,
Mary, a monthly sum from profits for five years and make fair adjustments for
Tighe’s interest in pending cases and firm assets. Tighe died in 1931. Mary Tighe
sued Lamfrom in 1949 to recover under the agreement. In 1952, she settled the suit,
receiving $12,500.08. The settlement allocated $8,285.97 to the balance of monthly
payments and $4,214.11 to Tighe’s interest in pending cases. Mary Tighe reported a
portion of the settlement as interest income but did not report the rest. The IRS
determined a deficiency in her income tax, asserting that more of the settlement was
taxable.

Procedural History

Mary Tighe filed a suit in the Tax Court challenging the IRS’s determination of a tax
deficiency. The Tax Court reviewed the facts and the applicable law, ultimately
deciding on the taxability of the settlement payments and the deductibility of related
legal fees and expenses.

Issue(s)

1. Whether payments received by petitioner in settlement of the lawsuit constitute
taxable income.

2. To what extent are the legal fees and expenses paid by the petitioner deductible?
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Holding

1. Yes, the portion of the settlement payment allocated to the balance of monthly
payments from the firm’s profits is taxable as ordinary income because it represents
a share of partnership income. No, the portion of the settlement representing the
value of Tighe’s interest in pending cases at the time of his death is not taxable to
petitioner.

2. The legal fees and expenses must be apportioned between the taxable and
nontaxable components of the recovery and only the part allocated to the taxable
recovery is deductible.

Court’s Reasoning

The court analyzed the agreement between the attorneys, determining that the
monthly payments were to come out of the firm’s profits. The court cited Bull v.
United States and other cases establishing that such payments from partnership
income are taxable. The settlement agreement specified the allocation of the
payments. The court rejected Mary Tighe’s arguments that the payments were a
return of capital, payments for goodwill, or similar nontaxable items. Regarding the
interest in pending cases, the court found that, because the payments were for
income that was not accruable at the time of death, Section 126 of the Internal
Revenue Code did not apply to make this payment taxable to the widow. The court
noted that the law partner was obligated to make payments out of profits.

Practical Implications

This case emphasizes the importance of the nature of payments made under
partnership agreements, especially when a partner dies. It highlights that payments
representing a share of the firm’s income are generally taxed as ordinary income,
whereas those representing a buyout of the deceased partner’s interest in assets are
treated differently. Attorneys and tax advisors must carefully examine the terms of
any partnership or similar agreement and settlement agreements. They should
consider whether the payments are for the purchase of the deceased partner’s
interest in the partnership, or instead represent a share of the partnership income
as such, and structure settlements in a way that reflects this distinction for tax
purposes. Also, it shows that the substance of the agreement and the allocation
within the settlement document are important. Finally, in cases with pre-1942
decedents, payments representing the deceased’s share of uncollected income may
not be taxable to the recipient under section 126 of the Internal Revenue Code.
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