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Entwicklungs und Finanzierungs A. G. v. Commissioner, 68 T. C. 749 (1977)

The tax treatment of a settlement payment depends on the origin and character of
the claim settled, not the taxpayer’s motivation for settling.

Summary

Entwicklungs und Finanzierungs A.  G.  (petitioner)  settled two lawsuits  filed by
Cleanamation, agreeing to pay $450,000 in total, with $300,000 allocated to settling
the lawsuits and $150,000 for purchasing Cleanamation’s inventory. The Tax Court
held  that  $200,000  of  the  $300,000  settlement  payment  was  deductible  as  an
ordinary and necessary business expense because it stemmed from claims related to
competitive practices, while $100,000 was a non-deductible capital expenditure due
to  a  conversion  claim  involving  capital  assets.  The  decision  emphasized  the
importance of the origin of the claims in determining the tax treatment of settlement
payments.

Facts

Entwicklungs und Finanzierungs A. G. (petitioner) was involved in manufacturing
laundry and drycleaning equipment, while Cleanamation was its former exclusive
sales representative in the U. S. After Cleanamation breached their exclusive sales
agreement, petitioner established its own sales force and began selling directly to
Cleanamation’s  customers.  This  led  Cleanamation  to  file  two  lawsuits  against
petitioner, alleging unfair competitive practices and conversion of certain capital
assets. The parties settled the lawsuits with petitioner agreeing to pay Cleanamation
$300,000 and to purchase its inventory for $150,000. Petitioner claimed a $300,000
deduction for the settlement payment on its 1970 tax return, which was disallowed
by the Commissioner.

Procedural History

The Commissioner determined deficiencies in petitioner’s 1970 and 1971 federal
income taxes, disallowing the $300,000 deduction. Petitioner filed a petition with
the U. S. Tax Court, contesting the disallowance. The Tax Court heard the case and
issued its decision on August 29, 1977.

Issue(s)

1.  Whether  the  $300,000  settlement  payment  was  an  ordinary  and  necessary
business expense deductible under IRC § 162(a).
2. Whether any portion of the settlement payment was a non-deductible capital
expenditure under IRC § 263.

Holding

1.  Yes,  because  $200,000  of  the  payment  originated  from  claims  related  to
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competitive practices, which were ordinary and necessary business expenses.
2. Yes, because $100,000 of the payment was attributable to settling a conversion
claim involving capital assets, making it a capital expenditure.

Court’s Reasoning

The Tax Court applied the


