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17 T.C. 959 (1951)

Legal fees incurred to negotiate a higher selling price for stock, even when an
option agreement exists, are treated as selling expenses that offset the capital gain
rather than as deductible nonbusiness expenses.

Summary

H.C. Naylor granted Interstate Drugs an option to purchase his Lane Drug Stores
stock at book value. Believing Interstate was selling Lane for a higher price, Naylor
hired a lawyer on a contingency basis to negotiate a better price for his shares. The
lawyer secured a higher price through negotiation. The Tax Court held that the legal
fees paid to obtain the increased price were selling expenses that reduced capital
gains, not deductible nonbusiness expenses, because the legal work was integral to
completing the sale at a mutually agreeable price.

Facts

Naylor, president of Lane Drug Stores, owned 2,000 shares of its stock. He had
granted Interstate Drugs an option to purchase his shares at book value. Interstate
informed Naylor of its intent to exercise the option following an agreement to sell
Lane Drug Stores. Naylor believed Interstate was selling Lane for more than book
value and sought a proportionate share of the actual selling price. He hired legal
counsel on a contingent fee basis to negotiate with Interstate.

Procedural History

Naylor deducted the attorney’s  fees as a nonbusiness expense on his  1946 tax
return. The Commissioner of Internal Revenue disallowed the deduction, treating it
as a  selling expense that  offsets  capital  gain.  Naylor  petitioned the Tax Court,
contesting the deficiency assessment.

Issue(s)

Whether legal fees paid to negotiate a higher selling price for stock, where an option
agreement to sell the stock at book value exists, are deductible as a nonbusiness
expense under Section 23(a)(2)  of  the Internal  Revenue Code,  or  whether they
constitute a selling expense that reduces capital gains.

Holding

No, because the legal services were essential to reaching a final agreement on the
sale price and thus were an expense of the sale itself,  rather than an expense
incurred to manage or conserve property.

Court’s Reasoning
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The court reasoned that the attorney’s involvement was integral to the sale. The
court stated it could be viewed in two ways: “(a) That without regard to the option
agreement the attorney was employed to secure for the stock more money than
offered by Interstate; or (b) that he was employed to urge a contention, as to the
interpretation of the expression ‘net asset value thereof as shown by the books,’ in
the option agreement, which would if  sustained obtain for petitioner his proper
share of the actual net asset value as set by the actual sale by Interstate. Either view
leads to the same result.” The court distinguished Walter S. Heller, 2 T.C. 371,
noting that in Heller, the legal fees were incurred to determine the *right* to receive
cash for stock,  whereas here,  the fees were incurred to increase the *amount*
received for the stock. Because the sale was not complete until the parties agreed on
a price, either through interpretation of the contract or compromise, the legal fees
were considered an expense of the sale.

Practical Implications

This case clarifies that legal fees incurred to enhance the proceeds of a sale, even
when an initial agreement (like an option) exists, are generally treated as selling
expenses rather than deductible nonbusiness expenses.  Attorneys and taxpayers
should carefully analyze the nature of legal services provided in sale transactions. If
the services directly contribute to obtaining a higher sale price, the fees are likely to
be classified as selling expenses, reducing capital gains. This ruling impacts tax
planning and the structuring of legal representation in sales contexts, particularly
where disputes arise over valuation or contract interpretation.


