Burgwin v. Commissioner, 31 T.C. 981 (1959)

Legal expenses incurred to produce income are deductible only if the income, when
received, would be includible in the taxpayer’s gross income.

Summary

The case concerned the deductibility of legal expenses paid by a trust beneficiary.
The beneficiary sued to obtain a distribution of stock, claiming it represented
income under the Pennsylvania Rule of Apportionment. The Tax Court held that the
beneficiary could deduct legal expenses related to the portion of time the suit aimed
to produce taxable income. The court distinguished between expenses related to
producing income that would be taxable versus those related to acquiring assets
that would not be taxable. The court allowed the deduction only for the portion of
legal expenses related to the period where the income, if received, would have been
taxable under prior tax codes. The court denied the deduction for the part of the
litigation that occurred under a later tax code where the stock, if received, would
not have been taxable.

Facts

Adelaide Burgwin was the life beneficiary of a testamentary trust that owned stock
in a bank. The bank merged, and the trust received shares in a new bank. Burgwin
sued the trustees in Pennsylvania state court, claiming a portion of the new shares
should be distributed to her as income under the Pennsylvania Rule of
Apportionment. She incurred significant legal expenses in this unsuccessful
litigation. The legal action spanned from late 1952 through a portion of 1954.
Burgwin sought to deduct these legal expenses on her 1954 federal income tax
return. The IRS disallowed the deduction, arguing that the stock, if received, would
not be taxable income.

Procedural History

The case began with the taxpayer filing a claim for a deduction on her 1954 federal
income tax return. The Commissioner of Internal Revenue disallowed the deduction,
issuing a notice of deficiency. The taxpayer then petitioned the United States Tax
Court, challenging the disallowance of the deduction. The Tax Court heard the case
and ruled in favor of the taxpayer, allowing a partial deduction based on the timing
of the legal expenses.

Issue(s)

1. Whether legal expenses incurred by a trust beneficiary in a suit to obtain a
distribution of stock are deductible under 26 U.S.C. § 212(1) as expenses paid for
the production or collection of income.

2. Whether legal expenses were paid for the management, conservation, or
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maintenance of property held for the production of income under 26 U.S.C. § 212(2).
Holding

1. Yes, because the expenses were incurred partially for the production of income
which, if and when received, would have been taxable under prior tax laws, a
portion of the legal expenses was deductible.

2. No, because the expenses were not for the management, conservation, or
maintenance of property she already owned, but rather for the acquisition of
additional property.

Court’s Reasoning

The court analyzed the deductibility of expenses under Section 212 of the 1954
Internal Revenue Code. Section 212(1) allows deductions for expenses related to
producing or collecting income. Section 212(2) allows deductions for managing,
conserving, or maintaining income-producing property. The court referenced
regulations that limited Section 212(1) deductions to expenses for income that, if
received, would be taxable. The court distinguished the period of the lawsuit that, if
successful, would have produced taxable income, versus the period of the lawsuit
where the stock if received, would not have been taxable under the current code.
The Court reasoned that because the beneficiary’s suit, if successful in 1952 or
1953, would have resulted in taxable income under the 1939 code, the expenses
incurred during that period were deductible. The court emphasized the conduit
principle, explaining that under the 1954 Code, the stock, if distributed in 1954,
would not have been taxable. The Court also noted that the legal action sought to
acquire additional property, not to manage the property that already existed, and
was thus not deductible under Section 212(2).

Practical Implications

This case provides guidance on when legal expenses are deductible under Section
212. Tt highlights the importance of determining whether the income or property at
issue would be taxable if received. Attorneys should consider the timing of litigation
expenses. The decision underscores the principle that expenses are deductible only
if the purpose is to generate taxable income, and it must consider the applicable tax
law at the time. This case has practical implications in estate litigation and trust
administration, helping practitioners advise clients on tax implications and
deductions related to legal expenses. Legal practitioners should always verify that
expenses incurred during litigation can be directly tied to a production of income
which would, in turn, be taxable.
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