Kurkjian v. Commissioner, 65 T. C. 862 (1976)

Legal fees are deductible under Section 212(1) only when incurred in the production
or collection of income, not for personal defense against allegations of misconduct.

Summary

John Kurkjian, an active member of St. James Armenian Church, incurred legal fees
defending against allegations of fiduciary duty breaches and attempting to collect
interest on loans to the church. The Tax Court ruled that only a small portion of the
fees, related to collecting loan interest, was deductible under Section 212(1). The
remainder, spent defending against personal allegations, was deemed nondeductible
personal expenses under Section 262. This case clarifies the boundaries between
deductible business expenses and nondeductible personal expenditures,
emphasizing the need for a direct link to income production for legal fee deductions.

Facts

John Kurkjian, a member of St. James Armenian Church, was involved in multiple
lawsuits with the church. He had served as chairman of various church committees
and was accused of fiduciary duty breaches. Kurkjian defended against these
allegations and also filed a cross-claim to collect principal and interest on personal
loans he had made to the church. He incurred legal fees from 1968 to 1971 and
sought to deduct them on his tax returns. The Commissioner disallowed these
deductions, leading to this case.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Kurkjian’s federal
income taxes for the years 1968 to 1971. Kurkjian petitioned the U. S. Tax Court for
a redetermination of these deficiencies, arguing that his legal fees should be
deductible. The Tax Court reviewed the case and issued its decision on January 29,
1976.

Issue(s)

1. Whether legal fees paid by Kurkjian in defense of lawsuits brought by St. James
Armenian Church are deductible under Section 162, 212, or 170 of the Internal
Revenue Code.

2. Whether a portion of the legal fees related to collecting interest on loans to the
church is deductible under Section 212(1).

Holding

1. No, because the legal fees were incurred for personal defense against allegations
of misconduct and did not arise from a trade or business or employment relationship
with the church.
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2. Yes, because a small portion of the fees was attributable to the collection of
interest on loans, which is an activity for the production or collection of income
under Section 212(1).

Court’s Reasoning

The Tax Court analyzed the deductibility of legal fees under Sections 162, 212, and
170. For Section 162, the court found that Kurkjian’s church activities did not
constitute a trade or business as they lacked a profit motive. Regarding Section 212,
the court applied the origin-of-the-claim test from United States v. Gilmore,
determining that most fees were personal and nondeductible under Section 262.
However, a small portion related to collecting loan interest was deductible under
Section 212(1). The court rejected the Section 170 claim as the fees did not
constitute a charitable contribution due to the personal benefit to Kurkjian. The
court used the Cohan rule to estimate the deductible portion of the fees at $250.

Practical Implications

This decision guides taxpayers on the deductibility of legal fees. It establishes that
legal fees are only deductible when directly related to income production or
collection, not when incurred for personal defense. Practitioners should carefully
analyze the origin of legal fees to determine deductibility. The case also reinforces
the importance of documenting the allocation of fees between personal and income-
related activities. Subsequent cases have cited Kurkjian in distinguishing between
deductible and nondeductible legal expenses, impacting how similar cases are
analyzed in tax law.
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