28 T.C. 789 (1957)

Interest on income tax deficiencies and legal fees incurred to contest those
deficiencies are deductible as business expenses if the expenses are directly
connected to the taxpayer’s trade or business, even if the taxpayer uses an accrual
method for accounting purposes.

Summary

The case of Standing v. Commissioner concerns whether the taxpayers, who
operated a retail lumber and building supply business, could deduct interest on
income tax deficiencies and related legal fees as business expenses. The
Commissioner disallowed the deductions, arguing the taxpayers were on a cash
basis and that the expenses were non-business related. The Tax Court held that the
taxpayers were on an accrual basis for their business income, and because the
deficiencies and legal fees were directly related to the taxpayer’s business
operations, the expenses were deductible. The Court found that the expenses in
question were ordinary and necessary business expenses.

Facts

James J. Standing operated a retail lumber and building supply business. The IRS
investigated Standing’s tax liabilities for prior years, proposing significant
deficiencies. Standing hired an attorney and accountant to contest the proposed
adjustments. The agent’s report indicated issues relating to the reporting of income.
As a result of the investigation, the taxpayer and the IRS agent agreed on a net
worth statement, which led to a settlement, and the taxpayer executed forms
agreeing to the assessment and collection of the deficiencies, including interest. In
their 1951 tax return, the Standings accrued and claimed deductions for the interest
on the tax deficiencies and legal fees related to contesting the deficiencies.

Procedural History

The IRS disallowed the deduction for the interest and legal fees, arguing the
expenses were non-business expenses. The Standings contested the disallowance in
the U.S. Tax Court.

Issue(s)

Whether the taxpayers were on the accrual method for the purpose of claiming
deductions for interest on Federal income tax deficiencies and fees related to
contesting asserted deficiencies in income taxes and fraud penalties.

Holding

Yes, the taxpayers were on the accrual method of accounting for their business
income because the record demonstrated that at least since 1949 an accrual system
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of accounting was installed by Standing’s accountant, and that system was in use
thereafter and the income tax returns thereafter were filed on an accrual basis.

Court’s Reasoning

The Tax Court determined that the Standings were on the accrual method for
reporting business income and could deduct expenses related to their business on
an accrual basis. The court cited 26 U.S.C. § 22 (n)(1) which allowed deductions in
arriving at adjusted gross income if they are “deductions allowed by section 23
which are attributable to a trade or business carried on by the taxpayer...” and 26
U.S.C. § 23 that allows deductions for all ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or business. The court
noted that the IRS argued that the interest and legal fees were not connected to
their business but the court disagreed. The court cited several cases, including Trust
of Bingham v. Commissioner and Kornhauser v. United States, which supported the
deductibility of expenses related to contesting tax deficiencies, particularly when
those expenses were directly related to the taxpayer’s business. The court
emphasized that substantially all the adjustments giving rise to the tax deficiency
were related to the business.

Practical Implications

This case is significant for taxpayers who operate businesses and incur expenses
related to contesting tax liabilities. It clarifies that such expenses, including interest
and legal fees, are generally deductible as business expenses if they are directly
connected to the taxpayer’s trade or business, even if the taxpayer uses an accrual
method for accounting. This case informs how attorneys should analyze tax cases
and the business and societal implications. This case supports the idea that
taxpayers, who operate businesses, can deduct expenses related to contesting tax
liabilities if the expenses are directly connected to their trade or business.
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