William Wagner and Evelyn Wagner, Petitioners v. Commissioner of Internal
Revenue, Respondent, 78 T. C. 910 (1982)

Litigation expenses incurred in defending a claim originating from the disposition of
a capital asset are nondeductible capital expenditures.

Summary

In Wagner v. Commissioner, the Tax Court ruled that litigation expenses incurred by
Wagner in defending against a lawsuit claiming fraudulent misrepresentations in the
sale of his stock were nondeductible capital expenditures. Wagner sold Watsco stock
and was later sued for allegedly violating securities laws by not disclosing material
information. The court applied the ‘origin-of-the-claim’ test and determined that the
litigation stemmed from the stock sale, a capital transaction, thus classifying the
expenses as capital expenditures rather than deductible under Section 212 for the
production or collection of income.

Facts

In 1972, William Wagner sold 300,000 shares of Watsco, Inc. stock to Albert H.
Nahmad for $2. 4 million, payable in installments. Wagner reported the gain as long-
term capital gain on the installment basis. In 1974, Nahmad'’s assignees, Alna Corp.
and Alna Capital Associates, sued Wagner, alleging he violated securities laws by
failing to disclose information affecting the stock’s value. Wagner incurred legal
expenses defending against this lawsuit in 1975, 1976, and 1977, which he sought to
deduct as expenses for the production or collection of income under Section 212.

Procedural History

Wagner filed a petition with the United States Tax Court after the Commissioner
disallowed his deduction for legal expenses. The Tax Court consolidated two cases
(Docket Nos. 6290-79 and 13865-79) for trial, briefing, and opinion, ultimately ruling
in favor of the Commissioner.

Issue(s)

1. Whether the litigation expenses incurred by Wagner in defending the lawsuit
were deductible under Section 212 as expenses for the production or collection of
income.

2. Whether the litigation expenses were nondeductible capital expenditures related
to the disposition of a capital asset.

Holding

1. No, because the litigation expenses were incurred in a dispute originating from
the disposition of Wagner’s Watsco stock, a capital transaction.
2. Yes, because the litigation expenses were capital expenditures, as they were
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incurred in defending a claim arising from the sale of a capital asset.
Court’s Reasoning

The Tax Court applied the ‘origin-of-the-claim’ test established by the Supreme
Court in Woodward v. Commissioner and United States v. Hilton Hotels to determine
the nature of the litigation expenses. The court found that the lawsuit against
Wagner originated from the sale of his Watsco stock, which was a capital
transaction. The court emphasized that the focus should be on the origin of the
claim, not Wagner’s motive for defending the lawsuit. The court rejected Wagner’s
reliance on cases like Naylor v. Commissioner and Doering v. Commissioner, noting
these were decided before the Supreme Court clarified the ‘origin-of-the-claim’ test.
The court concluded that the litigation expenses were capital expenditures because
they were incurred in a dispute over the price paid for the stock, which is a
fundamental aspect of a capital transaction.

Practical Implications

This decision clarifies that litigation expenses related to disputes over the
disposition of capital assets, even if incurred post-sale, are capital expenditures and
not deductible under Section 212. Legal practitioners must advise clients that
expenses arising from defending lawsuits related to capital transactions must be
capitalized and added to the asset’s basis, rather than deducted currently. This
ruling impacts how businesses and individuals account for legal costs in transactions
involving capital assets, ensuring that such costs are treated consistently with the
nature of the underlying transaction. Subsequent cases have followed this
precedent, reinforcing the application of the ‘origin-of-the-claim’ test in determining
the deductibility of litigation expenses.
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