Maxwell v. Commissioner, 95 T. C. 107 (1990)

Settlement payments from a closely held corporation to an injured shareholder-
employee for personal injuries are deductible by the corporation and excludable
from the employee’s gross income if the payments are made to settle a bona fide
claim.

Summary

In Maxwell v. Commissioner, the U. S. Tax Court addressed the tax implications of a
settlement between Hi Life Products, Inc. , and its president, Peter Maxwell, who
was injured while operating a company machine. Maxwell, a controlling
shareholder, received $122,500 from Hi Life, which he claimed as a tax-free
personal injury settlement. The IRS argued this payment was a disguised dividend.
The court held that the payment was deductible by Hi Life under IRC §162(a) and
excludable from Maxwell’s income under IRC §104(a)(2), as it was a genuine
settlement of a personal injury claim, despite the close relationship between the
parties.

Facts

Peter Maxwell and his wife founded and controlled Hi Life Products, Inc. , where
Maxwell also served as president. On March 9, 1977, Maxwell was seriously injured
by a mixing machine at Hi Life’s plant. Maxwell, after consulting with attorneys,
made a claim against Hi Life for his injuries. Hi Life’s board, advised by its attorney,
agreed to settle Maxwell’s claim for $122,500. Hi Life deducted this amount as a
business expense, and Maxwell did not report it as income, leading to an IRS
challenge.

Procedural History

The IRS determined deficiencies in Maxwell’s and Hi Life’s taxes, classifying the
$122,500 as a dividend. Maxwell and Hi Life petitioned the U. S. Tax Court, which
consolidated the cases. The court reviewed the settlement’s tax implications and
ruled in favor of the petitioners.

Issue(s)

1. Whether Hi Life Products, Inc. , is entitled to deduct the $122,500 payment to
Peter Maxwell as an ordinary and necessary business expense under IRC §162(a).

2. Whether Peter Maxwell is entitled to exclude the $122,500 payment from his
gross income as damages received on account of personal injuries under IRC
§104(a)(2).

Holding

1. Yes, because the payment was made to settle a bona fide claim for personal
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injuries sustained by Maxwell in the course of his employment, making it an
ordinary and necessary business expense.

2. Yes, because the payment was received as damages on account of personal
injuries, and thus excludable from Maxwell’s gross income.

Court’s Reasoning

The court’s decision hinged on the genuineness of Maxwell’s injury claim against Hi
Life. Despite the close relationship between Maxwell and Hi Life, the court found
that the settlement was not a disguised dividend but a legitimate resolution of a
personal injury claim. The court emphasized that Maxwell’s injuries were genuine
and serious, and both parties relied on independent legal advice in reaching the
settlement. The court referenced the California Workers’ Compensation Act and
noted that Maxwell’s claim had a reasonable basis, even if not litigated. The court
rejected the IRS’s argument that the payment was tax-motivated, stating that
taxpayers are entitled to structure transactions to minimize taxes if they have a
reasonable non-tax basis. The court cited Old Town Corp. v. Commissioner to
support its view that reliance on legal advice in settling potential claims is
reasonable and deductible.

Practical Implications

This decision clarifies that settlements between closely held corporations and their
shareholder-employees for personal injuries can be treated as deductible business
expenses and excludable income if the settlement is based on a bona fide claim. It
underscores the importance of obtaining and relying on independent legal advice to
establish the legitimacy of such claims. For attorneys, this case emphasizes the need
to document the basis of liability and the reasonableness of settlement amounts.
Businesses, especially closely held corporations, should ensure proper insurance
coverage to avoid similar disputes. Subsequent cases, like Inland Asphalt Co. v.
Commissioner, have distinguished Maxwell by highlighting the necessity of a
genuine legal claim for favorable tax treatment.
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