23 T.C. 682 (1955)

Legal fees incurred to perfect title to property are capital expenditures and not
deductible as ordinary and necessary expenses, but fees related to the recovery of
income may be deductible.

Summary

In 1947, Daniel S.W. Kelly sued his sister to perfect title to an undivided interest in
rental properties and recover money advanced to pay the mortgage on the
properties. The U.S. Tax Court addressed the deductibility of legal fees and
expenses. The court held that the portion of expenses related to perfecting title was
a capital expenditure and not deductible. However, legal fees attributable to the
recovery of interest and rental income were deductible as ordinary and necessary
expenses under Section 23(a)(2) of the Internal Revenue Code of 1939. The court
also held that the rental of a safety-deposit box to store investment securities was
deductible.

Facts

Daniel S.W. Kelly sued his sister in 1947. He sought to perfect title to a one-half
interest in rental properties originally owned by their father and to recover money
he advanced to pay the mortgage on the properties. Kelly incurred legal fees and
expenses for this suit in 1947, including legal fees, travel, and out-of-pocket
expenses. The litigation involved a dispute over properties in South Dakota. The trial
court granted Kelly a judgment for the loan principal and interest, but denied him a
one-half interest in the properties. The Supreme Court of South Dakota later
reversed, granting Kelly an interest in the properties based on estoppel. In a
settlement, Kelly received cash, a portion of which represented recovered loan
principal, interest, and rental income, plus deeds for an interest in the properties.
Kelly also rented a safety-deposit box to store his bonds.

Procedural History

Kelly brought suit against his sister in 1947 in the Sixth Judicial Circuit Court of
South Dakota. The trial court granted Kelly a judgment for loan principal and
interest but denied him an interest in the properties. Kelly appealed to the Supreme
Court of South Dakota, which reversed the trial court’s decision regarding his
interest in the rental properties. The case came before the U.S. Tax Court to
determine the deductibility of legal fees and expenses incurred during the litigation.
The Tax Court determined the deductibility of the expenses.

Issue(s)

1. Whether legal fees, travel, and out-of-pocket expenses incurred in a lawsuit
between the petitioner and his sister are deductible as ordinary and necessary
expenses for the production or collection of income or for the management,
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conservation, or maintenance of property held for the production of income under
Section 23(a)(2) of the Internal Revenue Code of 1939.

2. Whether the rental of a safety-deposit box is deductible under Section 23(a)(2).
Holding

1. Yes, in part, because expenses attributable to perfecting title to real property are
capital expenditures and not deductible; but expenses attributable to the recovery of
interest and rental income are deductible.

2. Yes, because the safety-deposit box rental was an ordinary and necessary expense
related to investment securities.

Court’s Reasoning

The court determined that the deductibility of the legal fees depended on the
character of the lawsuit, the nature of the relief sought, and not just the relief
granted. Legal fees spent to establish title to property are capital expenditures. The
court distinguished this case from ones where the taxpayer already held title and
was merely defending it. The court stated, “It is well established that expenditures
made to perfect or acquire title to property are capital expenditures which
constitute a part of the cost or basis of the property.” The Tax Court found the
litigation’s principal issue was the title to real property. Therefore, expenditures
related to perfecting title were not deductible. However, the court allowed
deductions for fees related to recovering interest and rental income, as these related
to the collection of income, citing that attorneys’ fees paid in a suit to quiet title to
lands are not deductible, “but if the suit is also to collect accrued rents thereon, that
portion of such fees is deductible which is properly allocable to the services
rendered in collecting such rents.” As for the safety-deposit box rental, the court
found that the expense was related to the management of income-producing
property.

Practical Implications

This case is crucial for determining the tax treatment of legal fees in disputes over
property and income. The ruling provides that legal fees expended to establish or
defend title to property are generally considered capital expenditures, which are not
deductible as expenses in the year incurred but are added to the property’s basis.
Taxpayers must carefully allocate legal fees if a lawsuit involves both capital
expenditures and the recovery of income, as the latter may be deductible. The court
allowed a reasonable allocation of the expenses. The ruling also confirms the
deductibility of expenses related to the management of investment properties, such
as the cost of a safety-deposit box. Attorneys and tax advisors should advise clients
to carefully document the nature of legal services and to consider the primary
purpose of the litigation when determining the deductibility of related expenses.
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