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P is a one-sixth income beneficiary of a trust. In
State court, P filed objections to an accounting by the
trustee. The State court (1) ruled against P, (2) required
P to conpensate the trustee, the other beneficiaries, and a
guardian ad litemfor their expenses in dealing with P's
objections, and (3) directed the trustee to use P s share of
the trust distributions to acconplish this conpensation. P
reported as incone her share of the trust’s incone and
deducted the court-ordered paynents.

Hel d: The origin and character of the claimresulting
in Ps paynents was the trustee’s filing of an accounting,
proposing a distribution, and acknow edgi ng that an argunent
could be made for a different apportionnment of the proposed
distribution; P s paynents are deductible under sec. 212(1)
and (2), I.R C. 1986.
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Sharon Purcell DiLeonardo, pro se.

Alan E. Staines, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CHABOT, Judge: Respondent determ ned deficiencies in
Federal individual incone tax and an addition to tax under
section 6651(a)(1)! (late filing of tax return) against
petitioner as follows:

Addition to Tax

Year Defi ci ency Sec. 6651(a)
1993 $3, 517 $879
1994 18, 887 0
! Unl ess indicated otherwi se, all section and chapter

references are to sections and chapters of the Internal Revenue
Code of 1986 as in effect for the years in issue.
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After concessions by both sides,? the issue for decision is
whet her under section 212 petitioner may deduct paynents she made

as ordered by a California court.

FI NDI NGS OF FACT

Sonme of the facts have been stipul ated; the stipulations and
the stipulated exhibits are incorporated herein by this
ref erence.

When the petition was filed in the instant case, petitioner
resided in Santa Rosa, California.
The Trust

Petitioner is an inconme beneficiary of a testanentary trust
established by the will of petitioner’s grandfather, L.O Ivey.
This testanentary trust is hereinafter sonetines referred to as

the Trust. L.O Ivey's will was admtted to probate in 1978.

2 Petitioner concedes that she is liable for an addition to
tax under sec. 6651(a) for 1993, except insofar as our

redeterm nation of the deficiency for that year reduces or
elimnates the base for calculation of this addition to tax.
Petitioner also concedes that she is not entitled to deductions
under sec. 162.

Respondent concedes that, if petitioner’s expenditures are
qualitatively deductible, then the anounts that petitioner
deducted are the correct amounts. |In the pleadings respondent
suggested, and in the opening statenent respondent plainly
contended, that allowance of the clainmed deduction would
frustrate California public policy. On opening brief, however,
respondent concedes this issue.
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By July 1, 1991, the other incone beneficiaries of the Trust were
petitioner’s nother, Helen True Purcell, hereinafter sonetines
referred to as Purcell, and petitioner’s two siblings. Purcel
and petitioner’s two siblings are hereinafter sonetines
collectively referred to as the other beneficiaries® Purcel
was entitled to receive 50 percent of the Trust’s incone.
Petitioner and her two siblings were each entitled to receive
one-sixth of the Trust’s income. See infra note 3.

Crocker National Bank acted as trustee for the Trust until
May 31, 1986, when Crocker National Bank was acquired by Wells
Fargo Bank. Wells Fargo Bank, hereinafter sonetines referred to
as the Trustee, has acted as the Trust’'s Trustee since May 31,
1986.

Petitioner’s husband, Joseph Di Leonardo, hereinafter
sonetines referred to as DiLeonardo, is licensed by California as
both an attorney and a real estate broker.

The Third Account and the Objections

On July 5, 1991, the Trustee filed wth the Superior Court
of the State of California for the County of Los Angel es

(hereinafter sometines referred to as the California Court), its

3 There also was a lifetime annuitant, who was entitled to
receive $100 per nmonth. This annuitant did not play a role in
t he proceedi ngs described infra; her interest was sufficiently
insignificant so that we join the parties in ignoring it for
pur poses of analyzing the parties’ dispute in the instant case.
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third accounting (hereinafter sonetinmes referred to as the Third
Account), covering the period Cctober 1, 1987, through April 15,
1991. Petitioner and Di Leonardo each received a copy of the
Third Account.

Among other matters in the Third Account, the Trustee
recomended a distribution of “delayed i ncone” with respect to
the sale of L.O Ivey's residence after the death of L.O lvey’'s
wi dow, who had lived in the residence rent-free pursuant to a
court-ordered probate honmestead. The Trustee cal cul ated the
anount payable to each of the incone beneficiaries, but
acknow edged that a different fornula would result in a
different, smaller, current distribution. The Trustee asked the
California Court to provide instructions on this matter and, in
connection therewith, to appoint a guardian ad litemto represent
m nor and unborn contingent remai nder beneficiaries. The Trustee
al so proposed that the net profit fromthe sale of that residence
be allocated half to incone and half to principal.

After reviewing the Third Account, D Leonardo advised
petitioner to contact an attorney specializing in probate natters
to review the Third Account, nake reconmmendations, and represent
petitioner as needed. DiLeonardo contacted several attorneys on
petitioner’s behalf.

Two attorneys, John D. Burroughs, hereinafter sonetines
referred to as Burroughs, and Evan W Field, hereinafter

sonetinmes referred to as Field, fromthe law firm of Burroughs,
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Froneberger & Field, reviewed the Third Account. Burroughs and
Field agreed to represent petitioner if any action were necessary
regarding the Third Account. Petitioner paid a small amount to
Field and Burroughs to do sone investigative and prelimnary
work. Field and Burroughs agreed to a contingency fee
arrangenment for their representation of petitioner concerning the
Third Account.

Field told petitioner that he had spoken with his father-in-
| aw, Professor Hal bach, regarding the Third Account. Field told
petitioner that Professor Hal bach was the fornmer Dean of Boalt
Hal | School of Law at the University of California and a forenost
expert on trusts in the United States. Field also told
petitioner that Professor Hal bach recomended that petitioner be
very aggressive in objecting to the Third Account.

Thereafter, Di Leonardo, Burroughs, and Field recommended
that petitioner object to the Third Account in tw ways: (1)
(bject to the actions of the Trustee during the period covered by
the Third Account and ask for reductions in the Trustee' s fees or
that the Trustee be surcharged, and (2) object to the Trustee’'s
request for authority regardi ng new actions. Burroughs prepared
oj ections to the Third Account and Report of the Trustee,
hereinafter sonetines referred to as the (Objections, for
petitioner. Two neetings between D Leonardo, Burroughs, Field,

and petitioner were held before petitioner signed the Cbjections.
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It appears that, after the Trustee' s first account,
petitioner filed objections to that account, and those objections
resulted in substantial reductions in the Trustee’'s fees. At
that time, the Trustee tried to have sanctions inposed on
petitioner but was unsuccessful in that attenpt. Wth this
experience in mnd, D Leonardo, Burroughs, Field, and petitioner
di scussed whether the Trustee would nove for sanctions or an
award of litigation costs against petitioner if she filed the
bj ections. DiLeonardo, Field, and Burroughs represented to
petitioner that this would not happen because the (bjections were
good on their face and woul d not subject petitioner to any kind
of sanction, penalty, or litigation costs award. After
consultation wth D Leonardo, Field, and Burroughs, and after
assurances that the Qbjections were reviewed by Professor Hal bach
and investigated by another law firm petitioner signed the
(bj ecti ons.

On August 7, 1991, petitioner filed the Objections with the
California Court. Petitioner made several Objections to the
Third Account, including the follow ng:

Guardian ad litem Petitioner agreed that a guardi an ad

litem shoul d be appointed, but objected to the Third Account by
asking the California Court to delay authorizing the distribution

until the guardi an was appoi nted and had sufficient tine to
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review the Third Account, appear before the California Court, and
make appropriate objections.

| nsufficiently productive assets. Petitioner contended that

the Trustee failed to earn a normal rate of return on trust
assets, focusing on two of these assets. One asset was the

resi dence which had been occupied by L.O Ilvey’'s wdow after his
death. Petitioner contended that the Trustee failed to nake the
property productive after the death of L.O Ivey’'s wi dow and that
the Trustee sold the residence for only $3.5 mllion, although

t he resi dence had been appraised at $5.2 nillion and there had
been offers to buy the residence for nore than $3.5 mllion. The
ot her asset was a series of gypsummning clains |ocated in
Nevada. L.O Ilvey owned the clains for 10 to 12 years before his
death. For nearly 15 years the Trust did not receive incone from
the clains but did incur expenses associated with them The
Trustee di sposed of the clains after petitioner filed the

(bj ecti ons.

Charges of bias and fraud. Petitioner charged that the

Trustee failed to protect the interests of income beneficiaries
wth regard to the residence that had been occupied by L.QO
lvey’s widow, and that, to nmake up for this, the Trustee proposed
to distribute the proceeds of the sale of that residence in a way
that would fail to protect the interests of the remainder

beneficiaries. Petitioner proposed that the incone
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beneficiaries’ |ost inconme be made up for out of the Trustee’'s
assets and not by taking away what should go to renai nder
beneficiaries. Petitioner charged that the Trustee shoul d have
opposed honestead status for the residence of L.O Ilvey' s w dow,
and that the Trustee’'s failure to oppose honestead status was a
breach of fiduciary duty which may have resulted from “an
extrinsic fraud”. The asserted extrinsic fraud invol ved a
conflict of interest in that the conservator for L.O lvey’s
w dow (the conservator al so was a residual beneficiary of the
wi dow s estate) was married to a partner in the law firmthat
represented the Trustee, as a result of which the Trustee acted,
or failed to act, in a manner that favored L.O 1Ilvey's w dow over
the other beneficiaries of the Trust.

| nvestnents too aggressive. Petitioner charged that there

was a large turnover in the Trust’s investnent portfolio, and
contended that she should be given the opportunity to investigate
the situation

Self-dealing. Petitioner charged that the Trustee

i nproperly deposited substantial cash anmounts in the Trustee's
own noney mar ket accounts and contended that there should be an
exam nation of conparative interest rates and costs to determ ne
whet her i ncone beneficiaries were di sadvantaged by these

deposits.
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The Litigation, Award of Costs.

On Novenber 8, 1991, the California Court granted summary
adj udication in favor of the Trustee on nost of the (Objections.
On Novenber 12, 1991, the remaining Objections were w thdrawn by
Bur r oughs.

After the remaining Objections were withdrawn, the Third
Account was approved by the California Court. The California
Court al so ordered that the extraordinary distributions provided
for in the Third Account be held pending the other beneficiaries’
nmotion for litigation costs. |n Decenber 1991, the other
beneficiaries noved agai nst petitioner for litigation costs.

The California Court awarded litigation costs to the other
beneficiaries, the Trustee, and the guardian ad litem stating as
fol |l ows:

F. Based upon all of the evidence presented at
trial, Sharon DiLeonardo’s failure to explain or deny
by her testinony the evidence in the case agai nst her,
the matters of which judicial notice was taken, and the
Court’s prior issue-preclusion sanction, the Court
finds: each and all of Sharon Di Leonardo’s Qbjections
to the Third Account were frivol ous; she knew that her
(bj ections to the Third Account were frivol ous; she
knew that the Third Account was proper; she would have
objected to essentially anything that was included
within the Third Account; that each and all of her
bj ections to the Third Account were totally and
conpletely without nerit; that each and all of her
(bj ections to the Third Account were nade in bad faith;
that each and all of her Qbjections to the Third
Account were nmade for the sole purpose of harassing
opposi ng parties; that each and all of her Qbjections
to the Third account were nade willfully and
maliciously to injure the trustee or the beneficiaries
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of the Trust; that each and all of her (Qbjections to

the Third Account were intended by her to be puni shnment

and vindictive; that Sharon Di Leonardo’s bad faith was

conpounded by her stonewalling on discovery; and that

she willfully suppressed naterial evidence.

The California Court ordered petitioner to pay the
l[itigation costs, plus interest, of the other beneficiaries, the
Trustee, and the guardian ad litem Petitioner’s obligations
under this order are hereinafter sonetinmes referred to as the
Paynments. The California Court further ordered that the Paynents
be paid out of petitioner’s portion of distributions fromthe

Trust. The amounts the Trustee was directed by the California

Court to pay, and the payees, are summari zed in Table 1

Table 1
Payee Anpunt
O her beneficiaries $203,474.91
Trustee and guardian ad litem 147, 040. 75
Tot al 350, 515. 66

The California Court’s order was affirnmed by the California

Court of Appeal for the Second District. Estate of |lvey v.

D Leonardo, 28 Cal. Rptr. 2d 16 (Ct. App. 1994).

Tax returns

Tabl e 2 shows selected itens frompetitioner’s tax returns.

Table 2
1993 1994
| ncone fromthe Trust $49, 546. 00 $113, 478. 00
Adj ust ed gross inconme 50, 571. 93 120, 540. 70
Litigation cost deduction 53, 000. 00 159, 718. 00

(before 2-percent floor)
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No part of the Paynents constitutes a capital expenditure.
No part of the Paynents is allocable to a class of inconme wholly
exenpt fromincone taxes. No part of the Paynents is interest on
i ndebt edness incurred or continued to purchase or carry
obligations the interest on which is wholly exenpt fromincone
t axes.

Petitioner’s obligation to make the Paynments arose fromthe
Trustee's filing of the Third Account. The Paynents were
incurred in entirety for, and are proximately related to, the
production or collection of inconme, or for the managenent,
conservation, or maintenance of property held for the production
of incone.

OPI NI ON

Petitioner contends that the Paynents are deducti bl e under
section 212 as expenses arising froman attenpt to produce incone
or to preserve, maintain, and conserve property held for the
production of incone.

Respondent contends that the Paynents are not deductible
under section 212 because they were not ordinary and necessary
—in particular, respondent states that the Paynents were not
made “wi th the purpose and reasonabl e expectation that inconme
would flow directly therefromto” petitioner (sec. 212(1)), and
that petitioner’s “inmedi ate purpose” for making the Paynents was
not “the managenent, conservation, or maintenance of property

hel d for the production of incone”, sec. 212(2). In addition,
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respondent contends that, under the “‘origin of the claim test”,

the Objections did “not constitute the relevant litigation”, but

t hat - -

The relevant litigation is that which was initiated by

t hose persons who opposed petitioner’s Cbjections to

the Third Account and who prosecuted both a notion for

nmonetary sanctions and a petition to charge

petitioner’s share of the trust’s income with the

paynment of such nonetary sanctions.

I n addition, respondent contends that the California Court--
determ ned that the underlying reasons for petitioner’s
objections to the trustee’s accounting were vindictive,

i ntended as punishnent, initiated in bad faith, and

based on petitioner’s aninosity with respect to the | aw

firmrepresenting the trustee.

Respondent concludes fromthis that section 262 prohibits

deductions for petitioner’s Paynents. |In the alternative,

respondent states that if the paynments neet the “ordinary and
necessary requirenment” of section 212, then they are nevert hel ess
not deducti bl e because petitioner failed to carry her burden of

al l ocating the paynents between deducti bl e and nondeducti bl e

portions.

Petitioner responds that (1) she had to make the paynments in
order to receive incone fromthe Trust, thus neeting the
“ordinary and necessary” requirenent; (2) the origin of the claim
is petitioner’s filing of the Cbjections, an incone-focused act

t hat does not fall under section 262; and (3) the entire

obligation to nmake the Paynents arose fromthe one docunent--the
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bj ections—"“and therefore all fees arose fromthe litigation and
are deductible.”

We agree with petitioner’s conclusions and part of
petitioner’s anal ysis.

Section 2124 all ows a deduction for expenses to produce or
collect incone or to manage, etc., property held for the
production of incone.

Section 212 is coextensive in nost respects with section
162(a), and taxpayers may not deduct expenses under section 212
that could not be deducted under section 162(a) were the expenses

connected to a trade or business. See Trust of Bi nghamv.

Comm ssioner, 325 U.S. 365, 373-376 (1945) (discussing the

predecessors of secs. 212 and 162(a)); Quill v. Conm ssioner, 112

T.C. 325, 328 (1999). As we have not ed:

“[ E] xcept for the requirenent of being incurred in
connection wth a trade or business,” however, a deduction
under section 212 “is subject * * * to all the restrictions
and limtations that apply in the case of the deduction

4 Sec. 212 provides, in pertinent part, as foll ows:
SEC. 212. EXPENSES FOR PRODUCTI ON OF | NCOVE.
In the case of an individual, there shall be all owed as
a deduction all the ordinary and necessary expenses paid or
incurred during the taxable year--
(1) for the production or collection of inconeg;
(2) for the managenent, conservation, or

mai nt enance of property held for the production of
i ncone; * * *
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under * * * [section 162(a)] of an expense paid or incurred
in carrying on any trade or business.” [Estate of Davis v.
Comm ssioner, 79 T.C. 503, 507 (1982) (quoting fromH Rept.
2333, 77th Cong., 2d Sess. (1942), 1942-2 C. B. 372, 430; S.
Rept. 1631, 77th Cong., 2d Sess. (1942), 1942-2 C B. 504,
571, the legislative history to the predecessor of section
212).

For purposes of the instant case, section 212 nust be
applied in the light of section 262(a),® which generally

di sal | ows deductions for personal expenses. In United States v.

Glnore, 372 U. S. 39, 44, 45-46 (1963), the Suprene Court
described as follows the relevant rel ati onshi ps between the 1939
Code predecessors of sections 162(a) (sec. 23(a)(1l)), 212 (sec.
23(a)(2)), and 262(a) (sec. 24(a)(1l)):

l.

For income tax purposes Congress has seen fit to regard
an individual as having two personalities: “one is [as] a
seeker after profit who can deduct the expenses incurred in
that search; the other is [as] a creature satisfying his
needs as a human and those of his famly but who cannot
deduct such consunption and rel ated expenditures.”! The
Governnent regards 8 23(a)(2) as enbodying a category of the
expenses enbraced in the first of these roles.

* * * * * * *

A basic restriction upon the availability of a
8§ 23(a)(1) deduction is that the expense iteminvol ved nust
be one that has a business origin. That restriction not
only inheres in the | anguage of 8 23(a)(1l) itself, confining

° SEC. 262. PERSONAL, LIVING AND FAM LY EXPENSES.

(a) General Rule.--Except as otherw se expressly
provided in this chapter [chapter 1, relating to nornmal
taxes and surtaxes], no deduction shall be allowed for
personal, living, or famly expenses.
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such deductions to “expenses * * * incurred * * * in
carrying on any trade or business,” but also follows from

8§ 24(a)(1), expressly rendering nondeductible “in any case
* * * [p]ersonal, living, or famly expenses.” See note 9,
supra. In light of what has already been said with respect
to the advent and thrust of 8§ 23(a)(2), it is clear that the
“Iplersonal * * * or fam |y expenses” restriction of

8§ 24(a)(1) must inpose the sane limtation upon the reach of
§ 23(a)(2)—in other words that the only kind of expenses
deducti bl e under 8 23(a)(2) are those that relate to a
“business,” that is, profit-seeking, purpose. The pivotal
issue in this case then becones: was this part of
respondent’s litigation costs a “business” rather than a
“personal” or “famly” expense?

11 Surrey & Warren, Cases on Federal |ncone Taxation, 272
(1960).

We consider first the origin-and-character-of-the-claimtest
to determ ne whether the Paynents stemmed from petitioner’s
personality as “a seeker after profit” or frompetitioner’s
personality as “a creature satisfying * * * [her] needs as a

human” . United States v. Glnore, 372 U S. at 44. W then

consi der whether the Paynents are ordi nary and necessary expenses
of her profit-seeking activity. Finally, we consider
respondent’ s contention about apportionnent.

A. Oigin and Character of the Caim

In the instant case it may be hel pful to begin by anal yzing

United States v. Glnore, supra, and its conpanion case, United

States v. Patrick, 372 U S. 53 (1963).

In United States v. G lnbre, supra at 41, the taxpayer

clainmed a deduction for certain |litigation expenses arising out

of the taxpayer’s and his wife's divorce suit. The taxpayer’s
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“overriding concern in the divorce litigation was to protect * *
* [certain] assets against the claimof his wife.” 1bid. The
assets were controlling stock interests in certain corporations,
t he dividends and sal aries fromwhich anobunted to substantially
all of the taxpayer’s incone. |bid. The taxpayer won a conplete
victory in his divorce case. |d. at 42. The Court of dains
al l ocated 80 percent of the taxpayer’s | egal expenses to the
taxpayer’s focus on protecting his assets and 20 percent to al
ot her aspects of the divorce litigation, and all owed deducti ons
for the 80 percent under sections 23(a)(2), |I.R C 1939, and
212(2), ruling that deductions for the remaining 20 percent were
barred by sections 24(a)(1), I.R C 1939, and 262. See id. at

40, 43. In United States v. Glnore, 372 U.S. at 49, the Suprene

Court described its conclusion as to the legal standard to be
used in anal yzing such situations:

we resolve the conflict anong the | ower courts on the
question before us * * * in favor of the view that the
origin and character of the claimwth respect to which an
expense was incurred, rather than its potential consequences
upon the fortunes of the taxpayer, is the controlling basic
test of whether the expense was “business” or “personal” and
hence whether it is deductible or not under § 23(a)(2). * *
* [ Enphasi s added. ]

Although in Glnore the taxpayer’s focus was (and, according
to the Court of Cains, 80 percent of his expenditures were
spent) on protecting the assets that clearly were the source of

substantially all of his inconme, the Supreme Court directed its



- 18 -
anal ysis to what gave rise to the threat that the taxpayer sought
to overcone. That threat was the wife’'s claim The wife's
claim the Suprene Court determ ned, “stemmed entirely fromthe
marital relationship, and not, under any tenable view of things,
fromincome-producing activity.” 1d. at 51. Applying this to
the search for “the origin and character of the claimwth
respect to which an expense was incurred,” (id. at 49) the
Suprenme Court concluded as follows: “Thus none of respondent’s
[Glnmore’s] expenditures in resisting these clains can be deened
‘busi ness’ expenses, and they are therefore not deducti bl e under
§ 23(a)(2).” [Ld. at 52.]

In a conpanion case, United States v. Patrick, 372 U S. 53

(1963), the taxpayer’s wife sued for divorce. See id. at 54.
Negotiations resulted in a property settlenent agreenent. See
ibid. The divorce court then granted an absol ute divorce to the
w fe, approved the property settlenent, and ordered the taxpayer
to pay the attorney’s fees for both parties. See ibid. The
taxpayer and his wife allocated the total fees as foll ows:

$4, 000 for handling the divorce itself, $16,000 for rearranging
the stock interests in a famly corporation that the taxpayer
headed, and $4,000 for dealing with certain | eases and
transferring property to a trust. See id. at 54-56. The

t axpayer cl ai med deductions for those portions of the attorney’s

fees allocable to the property settlenent and not to the divorce
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as such. See id. at 56. The Suprene Court pointed out that
Patrick is simlar to Glnore, summarizing its analysis (ibid.)
as follows:
The principles held governing in that case are equally
applicable here. It is evident that the clainms asserted by
the wife in the divorce action arose fromrespondent’s [the
taxpayer’s] marital relationship with her and were thus the
product of respondent’s personal or famly life, not profit-
seeking activity. As we have held in Gl nore, paynents nmade
for the purpose of discharging such clains are not
deducti ble as “business” [i.e., sec. 212(2)] expenses.

The Suprenme Court in Patrick then comented as follows (id.
at 57):

We find no significant distinction in the fact that the
| egal fees for which deduction is clained were paid for
arranging a transfer of stock interests, |easing real
property, and creating a trust [in Patrick] rather than for
conducting litigation [as in Glnore]. These natters were
incidental to litigation brought by respondent’s w fe, whose
clainms arising fromrespondent’s personal and famly life
were the origin of the property arrangenents. * * *

We note that the Suprenme Court in Patrick did not even
bot her to discuss another difference between Patrick and
Glnore—in Glnore, the taxpayer won his divorce case and his
sought -for deductions were only for his expenses; in Patrick,
hal f of the taxpayer’s sought-for deductions were for expenses of
his wife, which the taxpayer paid under conpul sion of the | ocal
court order.

In the instant case, petitioner’s clainmed deductions arose
from her paynent of the rel evant expenses of the other

beneficiaries, the Trustee, and the guardian ad litem
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Petitioner made the Paynents because the California Court ordered
her to make them The California Court’s order directing
petitioner to make these Paynents cane in response to a petition
for equitable allocation and a notion for sanctions filed
separately by the other beneficiaries. That petition and that
notion arose frompetitioner’s Qbjections to the Third Account.

We do not continue to follow the steps all the way back to L. QO

Ivey’s will, establishing the Trust. See Boagni v. Conm ssioner,
590 T.C. 708, 713 (1973). Rather, we |look for “*the kind of

transaction out of which the obligation arose’”. United States

v. Glnore, 372 U S. at 48 (quoting Deputy v. du Pont, 308 U. S.

488, 494 (1940)).

After examning the record in the instant case we concl ude,
and we have found, that petitioner’s obligation to make the
Paynments arose fromthe Trustee’'s filing of the Third Account.
The context of the Third Account is distributions fromthe Trust.
The distributions to petitioner arose fromher status as an
i ncone beneficiary. Thus, after exam ning the origin and
character of the claimin the instant case, we concl ude that
petitioner made the Paynents in her personality of a “seeker

after profit”, United State v. Glnore, 372 U.S. at 44, and

petitioner’s entitlenment to deductions therefor is not barred by
section 262(a).

Respondent contends as foll ows:
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Under this test, petitioner’s Qbjections to the Third

Account do not constitute the relevant litigation for

pur poses of Section 212(1) and (2). The relevant litigation

is that which was initiated by those persons who opposed

petitioner’s Qbjections to the Third Account and who

prosecuted both a notion for nonetary sanctions and a

petition to charge petitioner’s share of the trust’s incone

wi th the paynment of such nonetary sanctions.
We disagree. The notion and petition were no nore than responses
to petitioner’s Qbjections to the Third Account. The notion and
petition would be pointless in the absence of petitioner’s
(bj ections and the Third Account. |Indeed, even the California
Court’s decree, requiring petitioner’s Paynents to be nmade solely
out of petitioner’s current incone fromher incone interest in
the Trust, confirns that the California Court regarded the
consideration and resolution of the notion and petition as being
part of a dispute about petitioner’s inconme fromthe Trust.

Respondent contends as foll ows:

In addition, those sanctions were inposed to conpensate the

victinms of petitioner’s bad faith and vindictive actions.

Such sanctions bear no relation to the production or

collection of incone or to the nmanagenent, conservation, or

mai nt enance of i ncome produci ng property.
W di sagr ee.

In general, if the origin and character of the claimarise
out of a taxpayer’s personality as a seeker after profit rather
than satisfier of human needs, it does not matter that the
t axpayer’s expendi tures are nmade because of the inposition of a

sanction to conpensate the victins of the taxpayer’s inproper
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actions. See, e.g., Ostromv. Conm ssioner, 77 T.C. 608 (1981),

in which the taxpayer was allowed to deduct his paynent of a jury
award of danmages i nposed on account of the taxpayer’s fraudul ent
m srepresentation on which the plaintiff had relied to his
detrinment. To the same effect are the cases described in Gstrom

v. Conm ssioner, 77 T.C. at 611-613. In the instant case, the

origin and character of the claimfromwhich the liability arose
are petitioner’s personality as a seeker after profit. This is
not affected by whether petitioner won or |ost the underlying
litigation or even by whether the California Court inposed the
obligation on petitioner because that Court concluded that
petitioner had acted in bad faith and out of vindictiveness.

The rule is otherwse in certain statutorily defined areas

(see, e.g., Huff v. Conm ssioner, 80 T.C. 804 (1983), dealing

with sec. 162(f)) and in the “public policy doctrine.” See,

e.g., Commssioner v. Tellier, 383 U S. 687 (1966). As to what

remai ns of the public policy doctrine, see the opinions in

St ephens v. Conmi ssioner, 93 T.C. 108 (1989), revd. 905 F. 2d 667

(2d Gr. 1990). However, as noted supra note 2, respondent has
conceded the public policy doctrine issue. Also, clearly,
section 162(f) does not apply. Thus, we return to our concl usion
t hat respondent’s argunent about the Paynents constituting

sanctions does not change our anal ysis or concl usions.
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Respondent notes opinions of this Court and other courts
indicating that “If the origin of the underlying suit is a
personal vendetta against others, the rel ated expenses are not
deducti ble.” Respondent contends that the California Court has,
in effect determned that petitioner’s filing of the (Objections
is “the result of her personal vendetta”.

Respondent does not contend that the California Court’s
findings should be given collateral estoppel or other preclusive
effect. See Rule 39 of the Tax Court Rules of Practice and
Procedure. Petitioner does not contend that those findings
shoul d be excluded. See generally 5 Weinstein, Winstein's
Federal Evidence sec. 803.28 [2] (2d Ed. 1997); 1 Weinstein, sec.
201.12 [3]. Thus, we are presented with a record that includes
the California Court’s findings and testinony before this Court
frompetitioner and Di Leonardo. At trial, we explained our role
vis-a-vis the California Court’s ruling, as follows:

THE COURT: Ms. DiLeonardo, as | had said before, we
took the recess. W’re not here to re-try those
proceedings. W’re not here to second-guess the w sdom of
what was done in those proceedings. W’re here only to
understand themto the extent necessary to deci de whet her or
not these expense are deducti bl e.

The California Court reached the conclusions it stated in
t he context of determ ning whether petitioner’s actions in the

proceedi ng before it justified punishnent and, if so, then what

was the nature and extent of the justified punishnment. CQur
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context is different, as we noted in our discussion of Ostromyv.

Conm ssi oner, supra. The California Court inposed punishnent and

explained its determnation. [Its explanation and determ nation
are not in substantive conflict with our conclusion that
petitioner’s actions arose out of her efforts to produce or

coll ect incone, or to nmanage, conserve, or maintain property held

for the production of incone. Meredith v. Conm ssioner, 47 T.C.

441 (1967), which respondent cites for the proposition that the
expenses of a personal vendetta are not deductible, illustrates
why we have concluded that the instant case had not yet
progressed to the vendetta stage.

In Meredith the sequence was as foll ow

1949- -t axpayer sued John Deere Plow Co. for breech of an
oral agency sales contract. Taxpayer’s suit was
dism ssed. 89 F. Supp. 787 (SD la. 1950), affd. 185
F.2d 451 (8th G r. 1950).

1952- -t axpayer sued Deere to enforce an association
agreenent. Taxpayer’s suit was dism ssed by order;
affd. 206 F.2d 196 (8th Cr. 1953).

--taxpayer sued Deere to enforce a contract.
Taxpayer’s suit was dism ssed by order; affd. 244 F. 2d
9 (8Gr., 1957).

--Deere sued taxpayer for injunction to prevent nore
suits. Judgnent for Deere, granting injunction;
affd. 261 F.2d 121 (8th GCr. 1958).

1960- -t axpayer sued Federal Judge involved in 1957 and 1958
af firmances noted supra. Oder granting summary
judgnment to that Judge; affd. 286 F.2d 216 (8th Cr
1960) .

1960- -t axpayer sued Deere and Deere’s fornmer counsel
Taxpayer held in contenpt for violating injunction.
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In Meredith, the taxpayer sought deductions for 1961
expenditures in connection with the 1960 suits. W sumari zed
the situation as follows (47 T.C. at 447):

VWhile the petitioner’s first action undoubtedly arose
out of his business relationship with Deere, and the costs
of that suit were ordinary and necessary expenses of his
busi ness, by the tinme he initiated the action against the
judge and filed the last suit against Deere, in violation of
the injunction, the original cause of action had ceased to
have significance. The controversy had becone a personal
struggle, a vendetta, and the expenses incurred had no
proper relationship to the petitioner’s business.

The action brought agai nst Judge Van Qosterhout rel ated
to decisions of the Court of Appeals nmade in the
petitioner’s third suit against Deere and in Deere’ s suit
for an injunction. The business issue had been deci ded
agai nst petitioner |long before these cases were initiated.
There was no business relationship to the expenses of the
action against the judge, which was a personal accusation
conpletely without nerit.

For the reasons stated, we sustain the respondent’s
determ nati on

In contrast, the instant case is only the second one in
whi ch petitioner has filed objections to the Trustee’s
accounting; petitioner proceeded only by way of the Qbjections
and only after the Trustee initiated an action; and the Trustee's
accounting directly affected petitioner’s inconme fromthe Ivey
Trust. Qur analysis and concl usions are not inconsistent with

the determ nations of the California Court.



B. Ordinary and Necessary

In Trust of Bi ngham v. Conm ssioner, 325 U. S. 365, 373-374

(1945), the Suprene Court described section 23(a)(2), |I.R C
1939, ° as fol |l ows:

Section 23(a)(2) is conparable and in pari nmateria with

8§ 23(a)(1), authorizing the deduction of business or trade
expenses. Such expenses need not relate directly to the
production of incone for the business. It is enough that
the expense, if “ordinary and necessary,” is directly
connected with or proximately results fromthe conduct of
the business. The effect of § 23(a)(2) was to provide for a
cl ass of nonbusi ness deductions coextensive with the

busi ness deductions allowed by § 23(a)(1), except for the
fact that, since they were not incurred in connection with a
busi ness, the section made it necessary that they be
incurred for the production of income or in the nmanagenent
or conservation of property held for the production of

i ncone. [Enphasis added; citations omtted.]

We have concluded supra that there is the necessary proximte
rel ati onshi p between the Paynents and petitioner’s efforts to
produce or collect inconme or to nmanage, conserve, or maintain her
i ncome beneficiary interest.

W w il not attenpt to conprehensively summarize the
meani ngs of “ordinary” and “necessary” in the contexts of

sections 162(a) and 212. See Carbine v. Conm ssioner, 83 T.C.

356, 362-364 (1984), affd. 777 F.2d 662 (11th G r. 1985).

Suffice it to observe that generally a taxpayer’s paynent of a

6 The year before the Court in Trust of Bi nghamv.

Comm ssioner, 325 U.S. 365 (1945), was 1940. Sec. 23(a)(2),
|. R C. 1939, was enacted in 1942; it applied to Trust of Bi ngham
because of the retroactive effective date of the 1942 enactnent.
This is briefly described in Trust of Binghamv. Conm ssioner, 2
T.C. 853, 857-858 (1943), the Tax Court’s Court-revi ewed opinion
that was affirmed by the Suprene Court.
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j udgnent which arose out of the taxpayer’s trade or business is
an ordinary and necessary expense of the trade or business. See

Gstromv. Comm ssioner, 77 T.C. 608 (1981). Section 212 is, in

this regard, in pari materia wth section 162(a). See Trust of

Bi ngham v. Comm ssioner, 325 U. S. at 373. Petitioner’s Paynents

of the judgnent arose out of petitioner’s profit-seeking section
212 activity. It was ordinary for a person in that situation to
make the Paynents, and it was necessary for petitioner to nake
t he Paynents.

We conclude that petitioner’s Paynents satisfy the
“ordi nary” and “necessary” requirenents of section 212.

C. Allocation

Respondent contends that, even if a portion of petitioner’s
Paynments satisfies the requirenents of section 212(1) or (2)--

Petitioner has presented no evidence which woul d enabl e
the Court to allocate the total sanctions clained between
t hose anmounts which purportedly qualify under Section 212(1)
or (2) and those anmounts which are strictly personal and
t her ef ore nondeducti bl e under Section 262(a). Accordingly,
petitioner is entitled to no deduction for the court-inposed
sanctions at issue.

We recently summari zed the law in this area as foll ows:

We recogni zed that, when appropriate, litigation costs
must be apportioned between busi ness and personal cl ai ns,
and that business litigation costs are nondeductible to the
extent that they constitute capital expenditures. See, e.g.
Kurkjian v. Conmm ssioner, 65 T.C. 862 (1976) (deduction
di sall owed for portion of attorney’'s fees attributable to
personal matters); Buddy Schoell kopf Prods., Inc. v.
Conmm ssi oner, 65 T.C. 640, 646-647 (1975) (deduction
di sall owed for portion of attorney’s fees attributable to
acquisition of intangi ble assets); Mrians v. Conm Ssioner,
60 T.C. 187 (1973) (deduction disallowed for portion of
attorney’s fees attributable to personal matters); see al so
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Boagni v. Conm ssioner, supra [59 T.C 708 (1973)]
(recognizing that litigation costs can be characterized as
bot h deducti bl e and nondeducti ble when the litigation is
rooted in situations giving rise to both types of
expenditures). * * * [@iill v. Conmm ssioner, 112 T.C 325,
331 (1999).]

Respondent supports the apportionnent contention by citing

Pozzo di Borgo v. Comm ssioner, 23 T.C. 76 (1954); Looby v.

Conmi ssioner, T.C. Menp. 1996-207; Page v. Commi ssioner, T.C

Meno. 1970-112. The common thread of distinction between those
cases on the one hand and the instant case on the other, is that
in each of the cases cited by respondent the Court concl uded or
assuned arguendo that at |east sone part of the disputed expenses
had been incurred for a nondeductible purpose, while in the

i nstant case we concl ude--and we have found--that the disputed

expenses were incurred in entirety for section 212(1) or (2)

purposes. Also, in Pozzo di Borgo, the taxpayer nerely lost in
her effort to claimat trial a deduction in excess of what she
had cl ai mred on her tax return. The taxpayer’s tax return claim
of a deduction for 63.4864 percent of the conm ssion paynents she
made apparently was not chall enged, and so the taxpayer “face[d]

t he burden of establishing that conm ssions in excess of the

anmount deducted on her incone tax return are not within the
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l[imting provisions of section 24(a)(5).”" Pozzo di Borgo v.

Comm ssioner, 23 T.C. at 78. (Enphasis added.) The taxpayer

failed to establish the factual underpinnings for her contention
that sonme or all of the remaining 36.5136 percent of her
comm ssion paynents were not allocable to incone or interest
whol Iy exenpt fromtax, and so we held for the Comm ssioner. 1d.
at 78, 81.8

Thus, the cases that respondent cites to us do not provide
any instructions relevant to the instant case. Respondent has
not suggested that the instant case involves any other
consi deration, such as capital expenditures, or exenpt incone,
that m ght require apportionnent, and our Findings of Fact

di spose of these theoretical possibilities.

! Sec. 24(a)(5), I.R C 1939, is the predecessor of sec.
265(a) (1) of present law, relating to disallowance of deductions
for expenses allocable to incone or interest wholly exenpt from
i nconme taxes.

8 We noted that the taxpayer’s contention as to the conm ssion
paynments, if proven, would transformthat case into an

over paynent —or refund--case. See Pozzo di Borgo v.

Commi ssioner, 23 T.C. 76 (1954). For a discussion of the

di fferences between a taxpayer’s burden in a refund case and that
taxpayer’s burden in a deficiency case, see Helvering v. Taylor,
293 U. S. 507, 514-516 (1935), affg. Taylor v. Comm ssioner, 70
F.2d 619, 620-621 (2d Cr. 1934).




We hold for petitioner.

To reflect the foregoing,?®

Deci sion will be

entered for petitioner.

° From the notice of deficiency and petitioner’s 1993 i ncone

tax return, it is apparent that, as a result of our holding for
petitioner on the disputed issue, she does not have a 1993
Federal incone tax liability. As a result, under paragraph (1)
and the | ast sentence of sec. 6651(a), the addition to tax
resulting frompetitioner’s conceded failure to tinely file her
1993 tax return is zero.



