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P, an independent contractor, commenced a | awsuit
against D, alleging that Dwas liable to P for breach
of contract and conversion arising out of P's work for
D. As to the conversion claim the jury awarded P
actual and punitive danmages, together with interest and
costs. P received the award in 1992, and, fromthis
anount, P paid his attorneys their fees and the court
costs (collectively, legal costs). P deducted the
| egal costs on his 1992 Schedule C, Profit or Loss From
Busi ness, reporting that the costs arose out of his
sol e-proprietor business, and he reported the actual
damages on that schedul e as incone fromthe business.

P did not include the punitive damages in his 1992
gross incone. R determned that the |egal costs were
deducti bl e as a nonbusi ness item zed deducti on on
Schedule A, Item zed Deductions, and that the punitive
damages were reportabl e as nonbusi ness incone. R
concedes that the legal costs are a business expense to
the extent they are attributable to P s recovery of the



actual damages. R asserts that the remaining | ega
costs are a nonbusiness item zed deducti on because they
are attributable to P's recovery of the punitive
damages. P and R agree that the punitive damages are
includable in P's business incone if the legal costs
are a busi ness expense.

Held: Al of the legal costs are attributable to
P's trade or business; hence, the |l egal costs are al
deducti bl e on Schedul e C as a busi ness expense.

Bobby WAayne Enl ow, for petitioner.

Jeanne Gramling, for respondent.

OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Ceorge W Quill petitioned the Court
to redetermne deficiencies of $100,916 and $434 in his 1992 and
1993 Federal income tax, respectively. Follow ng the parties
concessions, the primary issue left to decide is whether all of
the attorney's fees and court costs (collectively, |egal costs)
paid by petitioner in the successful prosecution of his claimof
conversion are expenses of his sol e-proprietor business;
petitioner was awarded actual damages, punitive damages, costs,
and interest. W hold they are. Section references are to the
I nternal Revenue Code in effect for 1992. Rule references are to
the Tax Court Rules of Practice and Procedure. Dollar anmounts

are rounded to the nearest doll ar.



Backgr ound

Al'l facts have been stipulated and are so found. The
stipulation of facts and exhibits submtted therewith are
i ncorporated herein by this reference. Petitioner resided in
Col unmbi a, South Carolina, when he petitioned the Court.

Petitioner began working as an agent for Acadeny Life
| nsurance Co. (Acadeny) in the late 1970's. He worked for it as
an i ndependent contractor under a contract between the two.
Acadeny fired himin July 1986. Wen it did, it was
contractually obligated to pay himrenewal conm ssions on
policies that he or an agent under his supervision had sold.
After his firing, Acadeny remtted to himreduced nonthly
comm ssions. It also stopped sending to himthe paperwork
docunenting his conm ssi ons.

I n Septenber 1987, petitioner sued Acadeny for breach of
contract and conversion, praying in his conplaint for an award of
actual and punitive damages. Petitioner alleged that Acadeny was
liable to himfor: (1) An unlawful term nation of contracts with
resulting failure to pay noney due thereunder (breach of contract
and conversion), (2) unfair trade practices (also seeking treble
damages and attorney's fees), (3) a termnation of resident
counsel or status, (4) a failure to pay comm ssions, and (5) the
fraudulent filing of Federal tax forms reporting inconme not paid
to him Following a jury trial, the U S. District Court hearing
the case directed a verdict agai nst Acadeny for breach of

contract and sent the issues of conversion and resulting damages



to the jury. The judge instructed the jury as follows with
respect to punitive danages:

The plaintiffs [petitioner and the mal e taxpayer
in Wiitley v. Conm ssioner, T.C Meno. 1999-124] are
al so seeking punitive damages in their conversion cause
of action.

The law permts the jury, under certain

ci rcunstances, to award punitive damages in order to

puni sh a wrong-doer for sonme extraordi nary m sconduct,

and to serve as a warning not to engage in such conduct

in the future.

Thus, if you find that the plaintiffs have shown

by a preponderance of the evidence, that the defendant

converted the plaintiffs' nmoney with malice, ill wll,

a conscious indifference to the rights of others, or a

reckl ess disregard for the rights of others, you may

award the plaintiffs punitive damges.

If you so find, it becomes your right to award
punitive damages in such an anount as you unani nously

agree to be proper in light of the character of the

wrong commtted, the punishnment which shoul d be

applied, and the ability of the defendant to pay.

The jury found agai nst Acadeny on the conversion clai mand
awar ded petitioner $51,499 in actual damages for unpaid
comni ssi ons and $250, 000 in punitive damages, together with
"interest thereon at the rate of 8.85 per cent and his costs of
action". The jury's verdict was affirmed upon appeal .

Acadeny paid $371,542 to petitioner in 1992, and, fromthat
anount, he paid his attorneys the | egal costs, which consisted of
$148,617 in attorney's fees and $3,279 in court costs.

Petitioner included the actual danages in incone on his Schedul e
C, Profit or Loss From Business, and he clained on that schedul e
a deduction for the legal costs. Petitioner did not report any

of the punitive damages on his 1992 Federal income tax return.



Respondent issued petitioner a notice of deficiency that
reflects respondent's determ nation that the $250,000 in punitive
damages is includable in petitioner's 1992 gross inconme as "Q her
| ncone” and that he nmust deduct the | egal costs on Schedul e A
|tem zed Deductions, as a m scell aneous deduction. Respondent's
determ nation as to the punitive damages and the | egal costs
resulted in certain other "nechanical" adjustnents, one of which
was the applicability of the alternative m nimumtax.

Di scussi on

In a case of first inpression, we must deci de whether the
litigation costs attributable to an i ndependent contractor's
recovery of punitive damages are deductible on Schedule C as a
busi ness expense or on Schedule A as a nonbusiness item zed
deduction.! Petitioner also contests respondent's detern nation
that petitioner did not receive the punitive danages on account
of a personal injury. W recently held that the punitive damages
received by M. Witley, petitioner's coplaintiff in the Acadeny
| awsuit, were includable in M. Witley's gross inconme. See

Wiitley v. Conmm ssioner, T.C. Meno. 1999-124. W relied mainly

on OGIlvie v. United States, 519 U. S. 79 (1996), Conm ssioner V.

Schleier, 515 U. S. 323 (1995), and United States v. Burke,

504 U. S. 229 (1992), concluding that punitive damages received

under South Carolina |law are not excludable from gross incone

! Respondent concedes that the litigation costs attributable
to the actual damages are deducti ble on Schedule C as a busi ness
expense.



under section 104(a)(2). W apply the reasoning in Witley and
hol d the sane here.

As to the primary issue, section 162(a) governs the
deductibility of litigation costs as a busi ness expense.
Section 162(a) allows an individual to deduct all of the ordinary
and necessary expenses of carrying on his or her trade or
busi ness. Section 212 governs the deductibility of litigation
costs as an item zed deduction, when the costs are incurred as a
nonbusi ness profit-seeking expense. Section 212 allows an
i ndi vidual to deduct all of the ordinary and necessary expenses
paid or incurred in: (1) Producing incone, (2) managi ng,
conserving, or maintaining property held for the production of
income, or (3) determ ning, collecting, or refunding a tax.
Sections 162(a) and 212 are considered in pari nateria, except
for the fact that the incone-producing activity of the forner
section is a trade or business whereas the incone-producing
activity of the latter section is a pursuit of investing or other
profitmaki ng that |acks the regularity and continuity of a

busi ness. See Wodward v. Conmi ssioner, 397 U S. 572, 575 n.3

(1970); United States v. Glnore, 372 U S. 39, 44-45 (1963);

Bi nghamis Trust v. Conm ssioner, 325 U. S. 365, 374-375 (1945).

A deduction of litigation costs under section 162(a) my be
nore desirable to an individual than is a deduction under section
212. The primary advantage to a deduction under section 162(a),
Vi s-a-vis a deduction under section 212, rests on each

deduction's effect on gross incone and adjusted gross incone.



A deduction under section 162(a) is subtracted in full from gross
income to arrive at adjusted gross inconme. A deduction under
section 212 is subtracted from adjusted gross inconme to arrive at
taxabl e incone and is subject to certain floor Iimtations in
section 67(a). The benefit froma deduction of litigation costs
under section 212 may also be limted by application of the

alternative mninumtax. See sec. 56(b); see al so Benci-Wodward

V. Comm ssioner, T.C. Meno. 1998-395.

Whet her an ordinary and necessary litigation expense is
deducti bl e under section 162(a) or section 212 depends on the
origin and character of the claimfor which the expense was
incurred and whether the claimbears a sufficient nexus to the

t axpayer's business. See Wodward v. Conmi ssioner, supra; United

States v. Glnore, supra at 44-45; see al so Peckham v.

Comm ssi oner, 327 F.2d 855, 856 (4th Cr. 1964), affg. 40 T.C

315 (1963). Odinary and necessary litigation costs are
general |y deducti bl e under section 162(a) when the matter giving
rise to the costs arises from or is proxinmately related to, a

busi ness activity. See Wodward v. Comr Ssioner, supra,;

Kor nhauser v. United States, 276 U S. 145, 153 (1928).

Litigation costs nmust be "attributable to a trade or business
carried on by the taxpayer"” in order to be deductible as a
busi ness expense. Sec. 62(a)(1).

The ascertainment of a claims origin and character is a

factual determ nation that nmust be nmde on the basis of the facts



and circunstances of the litigation. See United States v.

G lnore, supra at 47-49. The nost inportant factor to consider

is the circunstances out of which the litigation arose. See

Boagni v. Conmi ssioner, 59 T.C. 708 (1973). 1In passing on this

factor, the fact finder nust take into account, anong ot her
things, the allegations set forth in the conplaint, the issues
which arise fromthe pleadings, the litigation's background,
nature, and purpose, and the facts surrounding the controversy.
See id. at 713.

Petitioner's legal costs, which the parties agree are
"ordi nary" and "necessary" expenses, bear the required nexus to
his sol e-proprietor insurance business to neet the requirenents
for deductibility under section 162(a). As a matter of fact,
petitioner's | awsuit agai nst Acadeny arose entirely fromhis
i nsurance busi ness. Each cause of action petitioner alleged in
the lawsuit was spawned entirely fromthe fact that, after
Acadeny fired him it failed to honor the terns of their working
agreenent by not paying himthe conm ssions to which he was
entitled under their agreenent. But for the agreenent, and the
fact that Acadeny breached the agreement by unilaterally
termnating its obligation to pay comm ssions to petitioner, the
instant lawsuit, as it was franed, would never have arisen, and
petitioner would never have incurred (or paid) any of the |egal

costs.



Respondent devotes much tinme in his opening brief to his
proffered nmethod of apportioning petitioner's |egal costs between
hi s busi ness and nonbusiness activities, spending little tinme
argui ng that apportionnment of the |legal costs is appropriate. As
we under stand respondent's argunent on apportionnent, petitioner
must apportion his |legal costs because, respondent asserts,
petitioner has not proven that he incurred 100 percent of the
costs in his insurance business. W disagree. After review ng
the record, which includes 19 stipulations and 9 exhibits, we are
per suaded by nore than a preponderance of the evidence that al
of petitioner's legal costs were attributable to his insurance
busi ness and, nore inportantly, that all of the costs were
connected to clainms which arose in that business. Petitioner's
conplaint, for exanple, attests to the fact that each of his
clainms, and not sinply his claimof conversion, arose fromthe
sol e-proprietor insurance business.

We consider it both ordinary and necessary from a busi ness
standpoint for petitioner to have filed the | awsuit agai nst
Acadeny and for himto have sought any and all damages to which
he was entitled on account of Acadeny's breach of contract and
rel ated conversion. The nere fact that petitioner sought and was
pai d punitive damages to puni sh Acadeny for its "extraordinary
m sconduct, and to serve as a warning [to it and to ot her

persons] not to engage in such conduct in the future" does not



- 10 -
change the fact that petitioner's |legal costs were all
attributable to his business activity. Pursuant to South

Carolina |l aw, see Oxford Fin. Cos. v. Burgess, 402 S. E. 2d 480,

482 (S.C. 1991); Rhode v. Ray Waits Mdtors, Inc., 74 S E 2d 823,

825 (S.C. 1953); see also Sherrill White Constr., Inc. v. South

Carolina Natl. Bank, 713 F.2d 1047, 1051-1052 (4th Gr. 1983),
and the judge's instructions, the jury in the Acadeny | awsuit
awar ded petitioner both actual and punitive damages on his
conversion claim? The fact that petitioner received two
different types of danmages on his single claimof conversion does
not mean, as respondent woul d have us hold, that the claimis

bi furcated into two clains solely for purposes of applying the
Federal inconme tax laws. Contrary to respondent’'s position in
this case, the various types of damages which petitioner received
on his conversion claimdo not dictate whether his | egal costs

nmust be apportioned between his business and nonbusi ness

2 \\& recogni ze that South Carolina | aw does not provide that
punitive damages are awarded in every case in which a tortfeasor
is held liable for an act of conversion. See Sherrill Wite
Constr., Inc. v. South Carolina Natl. Bank, 713 F.2d 1047,
1051-1052 (4th Cr. 1983) ("in order to recover punitive damages
[ under South Carolina |law] there nust be nore than nere

conversion. There nmust be nalice, ill will, a conscious
indifference to the rights of others, or a reckless disregard
thereof."; citations and quotation marks omtted). The fact that

the converter's degree of culpability enters into an award of
punitive damages under South Carolina | aw, however, does not
change the fact that the origin and character of a claimfor
punitive danmage under that law is an act of conversion, which, in
this case, stens frompetitioner's business activity.



- 11 -
activities. An allocation of litigation costs, if and when
applicable, rests on the origin of the clains relating to those

expenses. See Wodward v. Conm ssioner, 397 U S. at 577-578;

United States v. Glnore, 372 U S. at 44-45; see al so Peckham v.

Conmmi ssi oner, 327 F.2d at 856.

We recogni ze that, when appropriate, litigation costs mnust
be apportioned between busi ness and personal clains, 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 disallowed for

portion of attorney's fees attributable to personal matters);

Buddy Schoel |l kopf Prods., Inc. v. Conm ssioner, 65 T.C. 640, 646-

647 (1975) (deduction disallowed for portion of attorney fees

attributable to acquisition of intangible assets); Merians v.

Comm ssioner, 60 T.C. 187 (1973) (deduction disallowed for

portion of attorney's fees attributable to personal matters); see

al so Boagni v. Conm ssioner, supra, (recognizing that litigation

costs can be characterized as both deducti ble and nondeducti bl e
when the litigation is rooted in situations giving rise to both
types of expenditures). This principle of allocation is

i napposite to our decision herein for two nmain reasons. First,
petitioner's legal costs were all attributable to clains which
originated in his business activity, the primary claimbeing that
of conversion. Second, in contrast to cases where each of the

underlying clainms could have resulted in an award of damages



- 12 -
regardl ess of an award of damages on any ot her claim
petitioner's award of punitive damages coul d not have been made
inisolation. As South Carolina s highest court has stated:
"Punitive damages nmay be awarded [under South Carolina law] only

upon a finding of actual damages." Dowing v. Hone Buyers

Warranty Corp., 428 S.E 2d 709, 711 (S.C. 1993); see also Ganble

v. Stevenson, 406 S.E.2d 350 (S.C. 1991).

We hold that petitioner may deduct the | egal costs under
section 162(a).® |In reaching our holdings herein, we have
considered all argunents by the parties, and, to the extent not
addressed above, find themto be neritless or irrelevant. To
reflect the foregoing,

Deci sion will be entered

under Rul e 155.

¢ The parties agree that our holding on this issue neans
that the punitive damage award is includable in petitioner's
sel f-enpl oynent income and that it is subject to self-enpl oynent
tax. See secs. 1401 and 1402.



