Mosby v. Commissioner, 86 T. C. 190 (1986)

Legal fees incurred in inverse condemnation suits must be capitalized when the
origin of the claim relates to the disposition of a capital asset.

Summary

In Mosby v. Commissioner, the taxpayers sought to deduct legal fees incurred in an
inverse condemnation suit against the U. S. Government over mineral rights. The
Tax Court ruled that these fees must be capitalized because the origin of the claim
involved the disposition of a capital asset (the mineral rights), not the operation of a
business. The court rejected the primary purpose test, instead applying the origin of
the claim test to determine that the legal fees were capital expenditures under IRC
Section 263, and thus not currently deductible.

Facts

In 1942, the McClellans sold land to the U. S. Government but reserved mineral
rights, including dolomite. In 1971, Mosby and Foster leased these rights and
sought to extract dolomite. The Government denied access, claiming dolomite was
not a mineral. After unsuccessful attempts to negotiate access, the taxpayers filed a
claim under the Federal Tort Claims Act in 1974, seeking damages for inverse
condemnation. They sued in the U. S. Court of Claims, which found a permanent
taking and awarded compensation. The taxpayers deducted the legal fees incurred
in this litigation, but the IRS disallowed the deductions, asserting that these were
capital expenditures.

Procedural History

The taxpayers filed a petition in the U. S. Tax Court challenging the IRS’s
disallowance of their legal fee deductions. The Tax Court considered the case,
focusing on whether the legal fees were deductible as ordinary expenses or should
be capitalized under IRC Section 263.

Issue(s)

1. Whether the primary purpose test or the origin of the claim test should be applied
to determine the deductibility of legal fees in an inverse condemnation suit?

2. Whether the legal fees incurred by the taxpayers in their inverse condemnation
suit against the U. S. Government should be capitalized as a cost of disposition of a
capital asset?

Holding

1. No, because the origin of the claim test is the appropriate standard to apply in
determining the deductibility of legal fees in an inverse condemnation suit.
2. Yes, because the origin of the claim was the disposition of the taxpayers’ mineral
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rights, a capital asset, requiring the legal fees to be capitalized under IRC Section
263.

Court’s Reasoning

The court applied the origin of the claim test established in Woodward v.
Commissioner, which requires an objective examination of the facts to determine if
the litigation relates to the disposition of a capital asset. The court rejected the
primary purpose test, citing its rejection in Woodward and the objective nature of
the origin of the claim test. The court found that the taxpayers’ suit was for
compensation due to a permanent taking of their mineral rights, not for access to
conduct business, thus the origin of the claim was the disposition of a capital asset.
The court also noted that the temporary taking found by the trial judge did not
change the nature of the claim, as the taxpayers sought monetary relief, not access
to the property. The court concluded that the legal fees were capital expenditures
under IRC Section 263 and not currently deductible.

Practical Implications

This decision clarifies that legal fees in inverse condemnation cases must be
capitalized when the claim originates from the disposition of a capital asset,
regardless of the taxpayer’s primary purpose. Attorneys should advise clients to
capitalize such fees, impacting the timing of deductions and potentially affecting
business planning. This ruling may influence how legal fees are treated in other
types of litigation involving capital assets. Subsequent cases like Madden v.
Commissioner have reinforced the application of the origin of the claim test in
condemnation proceedings. Businesses should be aware that legal fees related to
defending or perfecting title to property are generally not deductible as ordinary
expenses.
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