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W.E.D. Ross, 9 T.C. 33 (1947)

The Tax Court held that income realized from property recovered through litigation
is taxable in the year of  recovery,  and that legal  expenses should be allocated
between deductible and non-deductible amounts, depending on the nature of the
legal action.

Summary

In this case, the taxpayer, Ross, lost possession of his real estate due to mortgage
foreclosure and subsequent litigation. After a lengthy legal battle, Ross regained
possession, receiving an accounting for the rents and expenses from the period he
was dispossessed. The Tax Court addressed several issues, primarily determining
when the income from the property was realized and how certain expenses should
be treated. The court ruled that the income was realized in the year Ross regained
possession and that legal expenses related to the recovery of the property were
partially  deductible  and  partially  required  to  be  capitalized.  The  court  also
addressed the depreciation of the property during the period Ross did not have
possession.

Facts

W.E.D. Ross owned real estate in Oregon and mortgaged it to secure a loan. Due to
financial difficulties, he transferred the property to a corporation controlled by his
attorneys, then later the property was foreclosed on. The corporation’s right of
redemption was transferred to the Watters Group, who redeemed the property and
took  possession.  Ross  sued  to  regain  ownership.  The  Oregon  Supreme  Court
ultimately ruled Ross was the legal owner, but the Watters Group were mortgagees
in possession. Following an accounting, Ross paid a sum to regain possession in
1947.  Ross  filed  amended  tax  returns,  claiming  income,  deductions,  and
depreciation  for  the  years  he  was  out  of  possession.

Procedural History

The case began with a dispute between Ross and the Commissioner of Internal
Revenue regarding the proper tax treatment of income and expenses related to
Ross’s recovered property. The Commissioner determined deficiencies in Ross’s tax
returns.  Ross  then  petitioned  the  Tax  Court  to  challenge  the  Commissioner’s
determinations. The Tax Court heard the case and issued its findings and opinion.

Issue(s)

1. Whether Ross realized income from the property upon regaining possession in
1947, or in a previous year?

2.  Whether  Ross  could deduct  attorneys’  fees  and court  costs  as  ordinary  and
necessary business expenses?
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3. Whether Ross was entitled to depreciation deductions on the property for the
years he was not in possession?

Holding

1. Yes, Ross realized income in 1947 because the income was realized when he
regained possession, and that was the year the accounting was completed.

2. Yes, a portion of the attorneys’ fees and court costs were deductible as ordinary
and necessary expenses; the remainder had to be capitalized.

3. Yes, Ross was entitled to depreciation deductions for the years he was out of
possession, but only for the tax years that were before the court.

Court’s Reasoning

The court found that Ross realized income when he regained possession because
that was when he was finally credited for the rents collected during the time he was
out of possession. The court cited that Ross was credited with rent and interest
during the accounting, which would have been income if he had actually received it.
The court relied on the principle that the character of the rent does not change from
a tax viewpoint, even if the rent was delayed and realized through litigation. The
court distinguished its ruling from a case where the taxpayer treated the initial
transfer as a sale. The court held the income was taxable in 1947, the year it was
realized,  and  rejected  Ross’s  arguments  for  constructive  receipt.  Regarding
attorneys’ fees, the court determined that approximately half of the legal expenses
were for the accounting proceeding and were therefore deductible.

The court considered that Ross had an equitable interest, which entitled him to
depreciation deductions. The court distinguished this from cases where legal title
was in another party, for security purposes, such as a mortgage. Because of the
1942 ruling that Ross was entitled to reconveyance, the Court determined he had an
equitable interest from that time forward.

Practical Implications

This case is important for taxpayers and their counsel who may have income from
property that is the subject of litigation. It affirms that income from such litigation is
taxable in the year it is ultimately realized, such as when possession is restored and
the accounting is complete. The case provides guidance on the treatment of legal
expenses, suggesting that they may be allocated depending on the nature of the
services performed. It also demonstrates that an equitable interest in property can
be sufficient to claim depreciation deductions, even if legal title is held by another
party, as long as the taxpayer is not just a lessee.

Attorneys should carefully analyze the nature of legal fees and determine the portion
related to obtaining or preserving the property,  as those will  likely need to be
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capitalized. In instances where there are issues of constructive receipt or delayed
realization of income, the timing of actual receipt will be the deciding factor for tax
purposes.


