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Rafter v. Commissioner, 60 T. C. 1 (1973)

Litigation expenses are not deductible under IRC sections 162(a) or 212(1) unless
they are directly connected to the taxpayer’s trade or business or income-producing
activity.

Summary

Robert V. Rafter, an attorney, sought to deduct litigation expenses from multiple
lawsuits  he  was  involved  in  from 1963  to  1966,  claiming  they  were  business
expenses. The U. S. Tax Court held that these expenses were not deductible under
IRC sections 162(a) or 212(1) because they were not directly related to any trade or
business or income-producing activity. The court found that the lawsuits stemmed
from personal disputes rather than business activities. Additionally, Rafter’s claim
for  a  theft  loss  deduction  for  his  repossessed  automobile  was  denied,  as  the
repossession was not considered a theft under IRC section 165(c)(3).

Facts

Robert V. Rafter, an attorney, filed tax returns for 1963-1966 claiming deductions
for litigation expenses related to several lawsuits he was involved in. These included
conspiracy litigation against attorneys Donald C. Hays and Alexander R. Kellegrew,
a suit against Zurich Insurance Co. for breach of an insurance policy, and suits
related to  a  rent  dispute  with  landlords  Lee and Joan Spiegelman.  Rafter  also
claimed a theft loss deduction for his 1964 Ford automobile, which was attached by
the sheriff and later repossessed by the bank due to nonpayment.

Procedural History

Rafter filed petitions in the U. S. Tax Court challenging the IRS’s disallowance of his
claimed deductions. The Tax Court consolidated the cases under docket numbers
2044-67  and  3976-68,  covering  tax  years  1963-1966.  The  court  reviewed  the
evidence, including pleadings and judgments from Rafter’s lawsuits, and denied his
motion to reopen the record for additional witness testimony.

Issue(s)

1. Whether Rafter’s litigation expenses were incurred in carrying on a trade or
business under IRC section 162(a) or in the production or collection of income under
IRC section 212(1).
2. Whether Rafter paid or incurred trade or business expenses in excess of $70 in
1966 under IRC section 162(a).
3. Whether Rafter is entitled to a casualty loss deduction for 1966 under IRC section
165 due to the attachment of his automobile by a sheriff.

Holding
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1. No, because the litigation expenses were not directly connected to Rafter’s trade
or business or income-producing activity; they stemmed from personal disputes.
2. No, because Rafter did not provide evidence of expenses paid beyond the $70
allowed by the IRS.
3. No, because the attachment and subsequent repossession of Rafter’s automobile
did not constitute a theft under IRC section 165(c)(3).

Court’s Reasoning

The court  applied  IRC sections  162(a)  and  212(1),  which  allow deductions  for
ordinary and necessary expenses related to trade or business or income production.
However, the court found that Rafter’s lawsuits were not directly connected to any
trade or  business.  The conspiracy  litigation  was  rooted in  a  personal  vendetta
against Hays and Kellegrew, and the Zurich suit arose from a brief employment
dispute rather than a business activity.  The Spiegelman litigation was personal,
stemming from a rent dispute. The court emphasized that the origin and character
of the litigation must be directly related to the taxpayer’s profit-seeking activities,
not  merely  incidental  to  personal  matters.  For  the  theft  loss  claim,  the  court
determined  that  neither  the  sheriff’s  attachment  nor  the  bank’s  repossession
constituted a theft, as both acted under legal authority without criminal intent.

Practical Implications

This decision clarifies that litigation expenses are only deductible if they directly
relate to a taxpayer’s trade or business or income-producing activities. Attorneys
and taxpayers must carefully assess the origin and character of their legal disputes
to determine the deductibility of related expenses. The ruling also underscores that
repossessions under legal authority do not qualify as thefts for tax purposes. This
case has been cited in subsequent tax court decisions involving the deductibility of
litigation expenses and casualty losses, reinforcing the need for a direct connection
between expenses and business activities.


