8T.C.757 (1947)

Legal expenditures incurred in the defense or perfection of title to property are
considered capital in nature and are not deductible as ordinary and necessary
business expenses.

Summary

Safety Tube Corporation was formed to take over a patent involved in litigation. The
corporation incurred legal expenses defending a suit claiming ownership of the
patent and royalties. The Tax Court held that these legal expenses were capital
expenditures, not deductible business expenses. The court also found the
corporation liable for personal holding company surtax because its income was
primarily royalties, and it failed to distribute earnings. However, the court excused
the 25% penalty for failure to file a personal holding company return, finding
reasonable cause due to reliance on counsel’s advice.

Facts

Constantine Bradley obtained a patent for an improved inner tube. Garnett S.
Andrews, as trustee, took charge after Bradley’'s death and licensed the patent to
Cupples Co. Sears, Roebuck & Co. sold the tubes and royalties were paid to
Andrews. Benjamin C. Seaton filed suit, claiming ownership of the Bradley patent
and related royalties. Safety Tube Corporation was formed and took over the patent
from Andrews, intervening in the suit to defend it. The corporation incurred
$8,107.35 in legal expenses in 1940 defending the Seaton suit. The corporation’s
sole income was $14,910.96 in royalties. Certificates for 51% of its stock were due
to be issued to four individuals.

Procedural History

Seaton initially sued Bradley’'s widow, Andrews, and others in Tennessee state court.
Safety Tube Corporation intervened as a defendant. The Tennessee Supreme Court
sustained Safety Tube Corporation’s demurrer regarding Seaton’s claim of patent
ownership, but remanded the case for trial on other issues. The jury failed to reach a
verdict, and the complaint was dismissed by consent. The Commissioner of Internal
Revenue determined deficiencies against Safety Tube Corp. for income tax and
personal holding company surtax, plus a penalty. Safety Tube Corp. appealed to the
Tax Court.

Issue(s)

1. Whether the legal expenses incurred by Safety Tube Corporation in defending the
Seaton suit are deductible as ordinary and necessary business expenses, or whether
they are capital expenditures.

2. Whether Safety Tube Corporation is liable for personal holding company surtax on
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its royalty income.

3. Whether Safety Tube Corporation is liable for a 25% penalty for failure to file a
personal holding company return.

Holding

1. No, because the legal expenses were incurred in defending title to property and
are therefore capital expenditures.

2. Yes, because Safety Tube Corporation met the definition of a personal holding
company, deriving most of its income from royalties and having more than 50% of its
stock owned by four persons, and it did not qualify for any deductions.

3. No, because Safety Tube Corporation’s failure to file was due to reasonable cause
and not willful neglect, as it relied on advice from its counsel.

Court’s Reasoning

The court reasoned that legal expenditures to defend title are capital in nature,
citing Bowers v. Lumpkin and other cases. The court distinguished Kornhauser v.
United States, noting that the Seaton suit involved rights of a capital character
related to the patent’s commercial use, impacting multiple years, rather than a
simple claim against specific income. The court analogized the case to Moynier v.
Welch, where legal fees to defend royalty rights were deemed capital expenditures.
Regarding the personal holding company surtax, the court found Safety Tube
Corporation met the statutory definition. The court distinguished Knight
Newspapers v. Commissioner, stating Safety Tube received the royalties under a
claim of right, not due to a recognized mistake. The court rejected the argument
that Safety Tube was a constructive trustee, stating they had the power to dispose of
the royalties. Regarding the penalty, the court found reasonable cause, stating,
“Advice of reputable counsel that a taxpayer was not liable for the tax has been held
to constitute reasonable cause for failure to file a return on time when it was
accompanied by other circumstances showing the taxpayer’s good faith.”

Practical Implications

This case reinforces the principle that legal expenses incurred to defend or perfect
title to an asset are generally treated as capital expenditures, not currently
deductible expenses. This decision highlights the importance of analyzing the
underlying nature of the legal action to determine whether it primarily relates to
title or merely to the income derived from the asset. The decision also serves as a
reminder that reliance on advice from counsel can, in certain circumstances, excuse
a taxpayer from penalties for failure to file required tax returns, but it does not
excuse them from the underlying tax liability if the advice turns out to be incorrect.
Later cases cite this as an example of defending title vs defending income.
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