26 T.C. 201 (1956)

Legal expenses incurred to protect a taxpayer’s business reputation are deductible
as ordinary and necessary business expenses if the primary purpose of the litigation
is to safeguard the taxpayer’s income-generating activities.

Summary

In Draper v. Commissioner, the U.S. Tax Court addressed whether an entertainer
could deduct legal fees incurred to pursue a libel action. Paul Draper, a dancer, sued
Mrs. McCullough for statements damaging his reputation and leading to loss of
bookings. The court held that the legal expenses were deductible business expenses
because the primary purpose of the lawsuit was to protect Draper’s income. The
court distinguished this from cases where litigation aims to vindicate a personal
reputation, where expenses are not deductible. This case clarified the distinction
between personal and business expenses in the context of libel actions, specifically
in the entertainment industry, establishing a clear standard for deductibility based
on the primary motivation behind the legal action.

Facts

Paul Draper, a professional dancer, experienced a significant drop in bookings and
income after Mrs. McCullough made public statements accusing him of being pro-
Communist and un-American. These accusations were widely publicized and led to
cancellations of existing contracts and a failure to secure new engagements. Draper
consulted with his concert agent and lawyers who advised him to take legal action to
protect his business. He subsequently filed a libel suit against McCullough, claiming
that her statements had damaged his professional reputation and caused him
financial harm. He incurred substantial legal fees in prosecuting the libel action.

Procedural History

Paul Draper filed a libel action against Mrs. McCullough. The case proceeded to trial
in the U.S. District Court for Connecticut, but the jury was unable to reach a verdict.
Due to lack of funds, Draper did not retry the case. The legal fees paid by Draper in
1949 were then disallowed as deductions by the Commissioner of Internal Revenue.
Draper contested the disallowance, leading to the case before the U.S. Tax Court.

Issue(s)

Whether legal expenses paid by Paul Draper to prosecute a libel action were:

1. Primarily for the purpose of protecting his business reputation and income?

2. Deductible as an ordinary and necessary business expense under the tax code?

Holding
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Yes, because the court found that the primary purpose of the libel action was to
protect Draper’s business reputation and income.

Yes, the court determined the legal fees were deductible as ordinary and necessary
business expenses.

Court’s Reasoning

The court distinguished between legal expenses incurred to protect a personal
reputation (non-deductible) and those to protect a business reputation (deductible).
The court looked at the primary purpose of the litigation. In this case, the court
found that Draper’s primary concern in pursuing the libel suit was to protect his
ability to earn income as a performer. The court noted that the advice of his concert
agent and attorneys, the loss of bookings, and Draper’s testimony all supported the
conclusion that the libel suit was undertaken to safeguard his business interests.
The court emphasized that Draper was not motivated by personal reasons. The court
quoted the principle: “Where, however, the cause for engaging counsel and the
benefit sought is primarily the protection of petitioner’s business, the expense is an
ordinary and necessary business expense and hence a deductible item.”

Practical Implications

This case provides clear guidance for taxpayers, particularly those in professions
where reputation is crucial, on the deductibility of legal expenses related to
defamation. It establishes that if the primary motivation for pursuing a libel action is
to protect business income or reputation, the related legal fees can be deducted as
business expenses. This has implications for entertainers, business owners, and any
individual whose income is directly tied to their professional standing. Lawyers
advising clients on this matter should gather evidence of how a libelous statement
specifically affected the client’s business. This case highlights the importance of
documenting the link between the legal action and the protection of business
income. Later cases have cited Draper to determine whether legal fees are
deductible, solidifying its role in tax law concerning business-related expenses. It
reinforces the importance of focusing on the taxpayer’s intent and the impact of the
litigation on their income-generating activities when determining deductibility.
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