George R. Holswade, M. D. , P. C. v. Commissioner, 111 T. C. 23 (1998)

An employer may deduct nonrecurring expenses related to a qualified pension plan
under section 162 if they are ordinary and necessary and not provided for by
contributions under the plan.

Summary

In George R. Holswade, M. D., P. C. v. Commissioner, the Tax Court ruled that a
medical corporation could deduct legal fees paid on behalf of its pension plan, but
only to the extent those fees were allocable to the plan’s claims. The court clarified
that nonrecurring expenses, such as litigation costs, could be deducted under
section 162 as ordinary and necessary business expenses if they were not provided
for by plan contributions. However, the corporation was found liable for an
accuracy-related penalty for negligence in deducting fees related to individual
claims. This case establishes that employers can deduct certain nonrecurring plan-
related expenses, but must carefully allocate and substantiate those expenses to
avoid penalties.

Facts

George R. Holswade, M. D., P. C. (petitioner) was a medical corporation that
sponsored a qualified pension plan. The plan, along with three former and current
shareholders, filed a lawsuit against Prudential-Bache Securities, Inc. for investment
losses. During the litigation, the petitioner paid $97,274 in legal fees in 1993, which
it deducted on its tax return. The plan received 15% of the settlement proceeds,
while the individuals received the remaining 85%. The IRS disallowed the deduction
and assessed an accuracy-related penalty for negligence.

Procedural History

The case was submitted to the U. S. Tax Court without trial. The court addressed
whether the petitioner could deduct the legal fees and whether it was liable for the
accuracy-related penalty for negligence. The court held that the petitioner could
deduct the portion of fees allocable to the plan but sustained the penalty for
negligence on the entire deficiency.

Issue(s)

1. Whether the petitioner may deduct legal fees paid on behalf of its qualified
pension plan and certain individuals under section 162 of the Internal Revenue
Code.

2. Whether the petitioner is liable for the accuracy-related penalty for negligence
under section 6662(a).

Holding
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1. Yes, because the portion of legal fees allocable to the plan were ordinary and
necessary business expenses under section 162, and not provided for by
contributions under the plan.

2. Yes, because the petitioner was negligent in deducting fees related to individual
claims without reasonable cause or good faith reliance on professional advice.

Court’s Reasoning

The court interpreted section 1. 404(a)-3(d), Income Tax Regs. , to allow deduction
of any expenses related to a qualified pension plan under section 162 if they were
ordinary and necessary and not provided for by contributions under the plan. The
court rejected the IRS’s argument that the regulation limited deductions to
recurring administrative expenses, stating that the phrase “any expenses” was
unambiguous and not limited to recurring costs. The court found that the litigation
costs were ordinary and necessary to the petitioner’s business to the extent they
were allocable to the plan’s claims. The court allocated 15% of the 1993 litigation
costs to the plan based on its share of the settlement proceeds. Regarding the
penalty, the court found that the petitioner was negligent in deducting the portion of
fees related to individual claims without reasonable cause or good faith reliance on
professional advice. The court cited the lack of discussion with the tax preparer
about the deductibility of the fees as evidence of negligence.

Practical Implications

This case clarifies that employers may deduct nonrecurring expenses related to
qualified pension plans under section 162 if they are ordinary and necessary and not
provided for by plan contributions. However, employers must carefully allocate and
substantiate such expenses to avoid penalties for negligence. The decision
emphasizes the importance of seeking professional tax advice and documenting the
basis for deducting expenses related to litigation involving pension plans. The ruling
may encourage employers to fund litigation on behalf of their plans when necessary
to protect plan assets, but they must be prepared to defend the deductibility of such
expenses. Subsequent cases have cited this decision in analyzing the deductibility of
various plan-related expenses under section 162.
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