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Deducting Legal Fees

for Governmental

Corporate Investigations

r

Pnyments of attorneys
fees in corporate
investigations and
prosecutions can raise
a number of tax issues.
This article examines
the circumstances under
which such questions
arise and the tax
consequences to the
corporation, officers,
directors, agents and
employees.

I'here has been no shortage of scandals
in the business world over the last few
years—Enron Corp., MCI, Inc., Tyco
International, Ltd., Global Crossing,
Ltd., Adelphia and linclone, Inc., to
name a few. Indeed, whole industries
are in the crosshairs: the securines
industry, the mutual fund industry, the
hedge tund mdustry, etc. This arucle
examines the payment of attorneys’
fees in such situations and the tax con-
sequences to the corporation, officers,
directors and agents mvolved 1 the
investigations. Indemmity issues can
arise for individuals too, although this
article primarily explores cases in
which both the company and execu-
tives (or directors) hire attorneys.

Corporate Investigations
I'he Justce Department (which fre-
quently coordinates its mvesagations
with other Federal agencies) has been
an integral force behind many mvesti-
gations exposing these scandals. In fact,
it has assembled a “corporate task force™
to specifically target corporate (and
noncorporate, large orgamzation) fraud.
In January 2003, Larry . Thompson,
then Deputy Attorney General, issued a
memorandum  titled “Principles of
Federal Prosecution of Business Orga-
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nizations.”! ']'|lnIII;‘l“nl advocated strict
prosecution of orgamzations that break
the law, as well as the individuals with-
in these organizations who assist in car-
rying out illegal activinies. In deciding
whether to go after an orgamization,
Thompson suggested that the govern-
ment should consider the:

1. Nature and seriousness of the offense;
2. Pervasiveness of wrongdoing within
the organization;

3. Orgamzation’s history of similar
conduct;

4. Orgamzatnon’s timely and voluntary
disclosure of wrongdoimng and s wll-
INENness to cooperate in investigations
of its employees and agents (including
waiving attorney-client and work-
product privileges);

5. Existence and adequacy of the orga-
mzation’s comphance program,;

6. Organizanon’s remedial actions;

7. Collateral consequences (such as dis-
proportionate harm to equity holders):
8. Adequacy of prosecution of individ-
uals within the organization who are
responsible for its wrongful conduct; and
9. Overall adequacy of remedies.?

Payment of Legal Fees

The extent to which the orgamza-
tion 1s willing to cooperate in an mves-
tigation of its employees and agents

I See ULS. Dept. of Jusuce, Office of Dep. A’y Gen

Merno, (1720/03), avalable at www. psdoj.gov/ dag

¢t corporate_gndelines.him

*Seead arp.3
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Expenses
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EXECUTIVE SUMMARY

M A corporation’s
payment of an officer’s,
director’s, employee’s or
agent’s legal fees may
be a factor in a Federal
corporate investigation.

M Legal fees incurred
in a Sec. 162 business
activity or Sec. 212
income-producing
activity are generally
deductible; however,
such fees incurred
for government fines
and penalties are
nondeductible.

e S T

B An employee who has
to include an employer’s
payment for legal fees
in gross income may
face burdensome tax
consequences due to
the AMT and limits on
miscellaneous itemized =

4

. deductions. [
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For more information about
this article, contact Mr. Wood
at wood@rwwpc.com,
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itself” rawses tax issues. In his memo,
Thompson noted that corporate pay-
ments of attorneys’ fees on behalf of
an employee or agent may be a rele-
vant factor in determining the extent
and value of its cooperation with the
government.’ In other words, if an
organization pays attorneys’ fees on
behalf of 1ts officers and directors (or
even its rank-and-file employees), it
may be subject to more stringent
prosecution. This connection between
fees and the mvestigation’s fervor has
not gone unnoticed by orgamzations
being investigated for potential wrong-
doing; their lawyers have noticed, too.

Example 1: E, an employee of major
accounting firm G, specialized in its tax
shelter marketing efforts. For vears, [
marketed tax shelters that G assured him
were legal. However, both E and G are
now under investigation by Federal pros-
ectors and face possible indictment. E'S
legal fees are likely to be substanoial. &
gives IF a choice: (1) agree to cooperate
with Federal prosecutors (which could
result in jail ime) and it will pay the legal
fees or (2) invoke Fifth Amendment

rights and pay your own legal fees,

No matter who pays E’s legal fees,
the tax consequences to either him
or GG may prove to be significant.
What are the tax consequences if E
decides to cooperate, and G pays his
legal fees?

Deducting Legal Fees
The Code does not expressly provide
a deduction for legal tees. Even so,
legal fees arising from a trade or busi-
ness or Sec. 212 activity are generally
deductible if they are (among other
things) ordinary, necessary and rea-
sonable, and directly connected to (or
proximately result from) the taxpay-
er’s trade or business,

In Oden,? the Tax Court invoked
the “furtherance” test, which requires

the expense in question to further
the trade or business or Sec. 212
activity (in addition to being ordi-
nary, necessary, etc.). In Oden, the Tax
Court denied the taxpayer’s deduc-
tion for legal fees—which were the
proximate result of his malicious
behavior—because such behavior
(making malicious comments about a
former employee to a potential
employer) was not in furtherance of
his trade or business.

Defining “Ordinary”

The “ordinary and necessary”
requirement has generated substantial
confusion over the years, even though
it seems straightforward. Generally, an
expense (for legal fees or otherwise)
is “ordinary” if a business person
would commonly incur it under the
particular circumstances.’ Taxpayers
frequently confuse the “ordinary”
requirement with the notion that the
particular expense must arise over and
over again (and, hence, would be
ordinary in the usual sense). Thus, the
“ordinary” requirement is viewed as
synonymous with “recurrent.”

However, the courts have been
much more expansive in their inter-
pretation of the ordinary and neces-
sary requirement. The Supreme
Court, for example, has noted that a
so-called ordinary expense may actu-
ally be extremely irregular in occur-
rence, stating:

A lawsuit affecting the safety of a busi-
ness may happen once in a lifetime. The
counsel fees may be so heavy that repeti-
ton is unlikely. Nevertheless, the expense
15 an ordinary one, because we know
from experience that payments for such a
purpose, whether the amount 15 large or
small, are the common and accepted

means of defense against attack.®

Moreover, the Tax Court has
noted that employing an attorney
satisfies the “ordinary™ requirement 1t

S See id, at p.5
! Louis Oden, TC Memo 1988-567.
?See Chicago Dock and Canal Co,, 84 F2d 288 (7th

Cir, 1936) and 8.8, Heininger, 320 US 467 (1944).

 Weldh v, Helvering, 290 US 111 (1933),




it 15 consistent with the behavior of

a4 reasonably prudent person i the
same circumstances,’

Defining “Necessary™

Just as the “ordinary™ requirement
has been liberally mterpreted, the
“necessary” requirement has also been
given a wide berth. It 1s not eraeal to
inquire whether a taxpayer really had
to incur a particular expense, such as
paying an employee’s or agent’s legal
fees, it incurring such an expense was
“appropriate or helpful ™

The “ordinary and necessary”
nature of paying legal fees m this
context 15 rarely questioned by the
IRS or the judiciary, assuming that
the requisite nexus can be estab-
lished between the lawsuit and the
defendant’s business.” Nevertheless,
there is still the 1ssue of an expense’s
overall “reasonableness.™ The rea-
sonableness of a payment i this
context (pursuant to either a settle-
ment or judgment) will generally
not be questioned, because hitigation
is adversial by its very nature.

Origin-of-the-Claim Doctrine

For an organization to deduct
legal fees, they must generally be
directly connected to its trade or
business.!! However, the deduction
does not mlt‘pt‘mf on the case’s suc-
cess.!? Instead, deductbility 15 deter-
mined under the origin-of-the-
claim doctrine.

This doctrine 15 merely the sensi-
ble proposition that the *
character of the claim with respect
to which an expense was incurred,
rather than its potential conse-

origin and

quences upon the fortunes of the
taxpayer, 15 the controlling basic test
of whether the expense was ‘busi-
ness’ or "personal” and hence whether
it is deductble or not™

Perhaps the most well-known
“origin” case is Gilmore,'t In that
case, the expenses of divorce linga-
tion were held to be nondeductible
personal expenditures, even though
an adverse decision in the matter was
likely to destroy the taxpayer’s busi-
ness. The origin of the claim was the
divorce litigation, not the potental
consequences of the divorce to
the business, Thus, the litigation ex-
penses were nondeductible personal
expenditures,

Determining the deductibility of
legal fees begins with identifying the
payer. Only the payer is entitled to
potentially applicable deductions.
For example, if a corporation de-
ducts legal fees arising out of the
action of its agents, equity holders
or employees, it must pay or incur
the amount for its own benefit,
rather than theirs.’® Even so, legal
fees and expenses relating to the
actions of officers and directors in
conducting a corporation’s business
have generally been held deducuble
by the paying corporation, on the
theory that the matter 15 proximate-
ly related to that business, and the
results achieved in hngation are ben-
eticial to the entey. !0

Nonetheless, corporations have
been dented deductions for legal
expenses incurred in defending suits
against employees that are unrelated
to their trade or business.'” Indeed,
when an employee is a major equity

holder, it may be best to avord this
type of situation altogether. One
way 15 to have the individual make a
capital contribution to the organiza-
tion tor the legal fees. This 1s gener-
ally tax free under Sec. 118, 351 or
721 (if a partmership). In any case,
the organization can then use the
contribution to pay the legal fees,
and deduct them as an ordinary and
necessary business expense.

Distinguishing Fines or Penalties

In general, payments are deductible
(when paid in a setdement or judg-
ment) 1f made in the ordinary
course of a trade or business (or in
the production of income or fur-
therance ot investment activities). In
contrast, Sec. 162(f) expressly pro-
hibits a deduction for “any fine or
similar penalty paid to a government
for the wviolanon of any law"¥
Attorneys' fees incurred in defending
against the imposition of fines or
penalties have also been held to be
nondeductble, on the theory that
they are tainted by the nature of the
lingaton. '

Hence, returning to Ein Example
I above, some of E's and s attor-
neys’ fees relating to the Federal
investigations may ultimately be dis-
allowed under Sec. 162(f ). Regs. Sec.
1.162-21(b) and Sec. 162(f') deny a
deduction for both eriminal and civil
penalties, as well as for sums paid in
settlement of a potennal habihity for
a fine or penalty. The latter element
of the provision often causes contro-
versy. It may (or may not) be clear
that a fine 1s likely when a potential
liability is satisfied.

See Hamy Kanelos, 2 TCM 806 (1943),

1 Donald Giilmore, il on remand, 245 FSupp 383 (NI Cal. 1965)

" See Thomas P. Lilly, 343 US 90 (1952)
" For deductions under Sec. 212, the taxpayer must show the requusite nexus
between the meome-producmg or investment activities and the expense

0 See Aaron Michaels, 12 TC 17 (1949), ace., 1949-1 CB 3; and Leo M. Hanvey,
171 F2d 952 (9th Cir, 1949)

I See Samuel | Komhangser, 276 LIS 145 (1928); € Fink Fisher, 50 TC 164 (1968),
ared Northestem Indiana Tel, Co., TC Memo 1996168, afid, 127 F3d 643 (Tth
Coar, 1997)

12 5ee Walter F. Teillier, 383 US 687 (1966); Central Coar, Apron & Linen Senvive,
I, 298 FSupp 1201 (81D NY 1969); and Allied Signal, Ine., TC Memo 1992
M, af T°d, 54 F3d 767 (3d Cur. 1995),

B Dt Guilrione, 372 LIS 39 (1963), rev'iz 290 F2d 942 (Cr. CL 1961)

1% 8ee Eao High Froguency Com.. 167 F2d 583 (2d Cir. 1948), an. den, and fack's
Mairrevace Contracnns, Ine., 703 F2d 154 (5¢h Cir, 1983)

0 See Central Foundry Clo,, 49 TC 234 (1967), acyy,, 1968-2 CB 2, Larchfield Corp.,
373 F2d 139 (2d Car, 1966), BT, Hams Comp,, 30 TC 635 (1958), acq., 1958-2
CB 5;and Shoe Comp. of Amenca, 29 TC 297 (1957), acq., 1958-2CB 7

17 Juck's: Matntenance Contractors, e, TO3 F24 154 (5th Car, 1983); Greenstein &
Scheer, PC, 113 TC 135 (1999); Lesmand € Hood, 115 TC 172 (2000); North-
western Tndiana Tel, Co.,, pote 11 supra; and ( Apital Video Corp., 311 F30 458 (1w
Car. 2002)

18 Compare with Sec. 162(a)

" See Bumonghs Building Muatenal Co., 47 F2d 178 (2d Cir. 1931); sec also Allied
Stgnal, Inc., note 12 supra
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In some cases, wunposition ol a
fine or penalty may depend on the
perpetrator’s intent. However, if’ the
fine or penalty 1s imposed, denial of
the deduction 1s absolute. 1t does not
matter whether the legal violanon
was intentional or unintentonal; no
deduction is permitted for the pay-
ment of a fine or penalty, even if’ the
violation 1s madvertent, or 1f the
taxpayer must violate the law to
operate profitably. "

These rules seem to be very visi-
ble lately. One can hardly pick up a
newspaper without learning about
another corporate wrongdoer forced
to pay a fine or penalty. In 2003, MC
was fined a record $500 mullion by
the Securities and Exchange Com-
mission for accounting fraud.”!
Roughly $1.5 billion was shelled out
by the securities industry in 2003 for
its indiscretions.? Interestingly, of” this
amount, only about $450 million was
characterized as nondeducuble fines or
penalties.>* Thus, there 1s often some
latitude in characterizing the nature
of the payment.

Indeed, Exxon Corp. was almost
as tortunate as the securities industry
players when paying for its Exxon
Valdez oil spill catastrophe. The U.S.
government’s $1.1 bilhon settlement
with Exxon actually cost it a mere
$524 mllion on an after-tax basis.
The Congressional Research Service
deternuned that more than halt of
the civil damages—totaling  $900
million—could be deducted on s
Federal income tax returns.>

Frequently, the ine-drawing exer-
cises that take place are imprecise.
Ultimately, 1t 1s axiomatic that fines
or penalues, as well as their corre-
sponding legal fees, are nonde-
ductible under Sec. 162(f). Yet, it

1s often difficult to tell whether a
payment s truly a fine or penalty or
is deductible.

Sec. 162 vs. 212

There are many similarities be-
tween deducung legal fees under
Secs. 162 and 212. Yer, there 15 one big

difference—the alternative minimum
tax (AMT). Legal fees deducted
under Sec. 212 are subject to disal-
lowance for AMT purposes under
See, 56(b)(1)(A)(1). Legal fees taken
as muscellancous itemized deductions
are also subject to a 2%-of-adjusted-
gross-income floor and reduction for
high-income taxpayers,??

Example 2: | 1 indicted on muluple
counts of r.lckctccrmg, conspiracy,
extortion, fraud and obstruction of jus-

tice. ['s various income-producing activ-

ities are engaged i for the production of

income. Accordingly, his legal fees
(§500.000) may be deducted only
under Sec. 212 (instead of Sec. 162),
will be disallowed enurely for AMT
purposes and be further limited by Secs,
67 and 68.

During the year of his indictment, J
produced substantal income ($500,000)
from his various activities. At trial, he
pleads not guilty, claming he 15 a law-
abiding businessman. However, the jury

convicts lim on muluple counts of

racketeering. On his return, [ deducts his

attorneys’ fees under Sec, 212,

Because the Sec. 212 deduction is
disallowed entirely for AMT purpos-
es (and further hmted by Secs, 67
and 68), | owes roughly $136,000 in
Federal income taxes (even though
his deductions equaled or exceeded
his income). OF this amount, over
98% results from the AMT. Had he

deducted the fees under Sec. 162,20
his tax hability would have been
approximately $1,000).

Paying Another’s Legal Fees

L T T

¥

In O'Malley,* the Tax Court found
a pension fund trustee to be n
receipt of income when his employ-
er pad his legal fees in a criminal
pl"()sm'lll’l(m "f}r l.“nnhplnlt‘\_,' to com-
mit bribery. Even so, the court
permitted the taxpayer to deduct the
fees as ordmary and necessary
employee business expenses. At trial,
he argued that the legal fees were his
employer’s ordinary and necessary
business expenses; accordingly, they
should not be included n his gross
imcome. However, the court dis-
agreed, in large part because the
pension fund (the employer) was
not named as a defendant in the
prosecution.® Thus, the Tax Court
found the legal fees to be personal
to the employee. Citing Old Colony
Trust,® it determined that the pen-
sion fund’s pavment of his personal
legal fees was income to him. This
kind of quandary actually happens
frequently.

In Example 1 above. E may have
[0 recognize as gross income any
amount € pays for his legal fees,
depending on the exact nature of
any future acnons taken against
cither party. Admittedly, this 15 not
likely, because any indictment against
E would probably name G as a co-
defendant.

However, what if only E is
indicted, but G pays his legal ex-
penses? I would probably have to
include the payment in mcome.
Although the gross-income nclu-
sion is a burden, the AMT 15 worse.

A See Tank Tk Renals, e, 356 US 30 (1938).

A See Larven and Michaels, "MC1 Fined Record $500M over Fraud Charges,”

Financtal Times (5/20/03), p. |

2 5ce Wood, “Should the Secunnoes Industry Settlement Be Deducnble?,” 9% Tax

Nowes 101 (4/7703)

D See Zuckerman, “Wall Street Settlernent Will be Less Taxung™ Wall Steet_Jour-
mal (2713/03) p. C1 CU The bulk of the secunnes industry sertlement, more
than 81 billion, went towand mwestor restitution, educaton and dissemination of

ndependent research (il deducuble business experses)
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*See “Tax Deducnons Will Help Exxon Ship Away From Much of its Oil Spall

Liability Savs CRS,"” Tux Amalysts Highliphts & Deocsments (3/21/91), p. 2853
5 See Secs. 67(a) and 68{1)
20 See Filis McDonald, S1Y AL, 12/23/97

= Thomas O'Malley, 91 TC 352 (1988)

M 8See Frank | Manda, 40 TC 914 (1963); and Iing Sachs, 32 TC 815 (19549),
aft”'d, 277 FF2d 879 (8th Cir. 1960)
=10 Colony Tt Co., 279 US 710 (1929)



Employee business expenses are mis-
cellaneous itemized deductions and
subject to complete disallowance for
AMT purposes (as well as the reduc-
vons mandated by Secs. 67 and 68).
As previously demonstrated by
Example 2 above, the disallowance of
this deduction for AMT purposes
can be crippling.
Unul recently, FE
argued that the fees should be exclud-

might have

ed from income under a rationale
similar to the former minority view
that excluded the contingent-fee por-

M)

tion of a recovery from a plaintft’s
gross income. ! E might have claimed

that he never had dominion and con-
trol over the funds paid to his attor-
neys and, thus, should not be required
to include them in income. However,
the Supreme Court recently refuted
the minority circunts in a 2005 deci-
sion,? which requires successful
plaintiffs to include the conangent-fee
portion of recoveries in gross income,
The Service would presumably cite
Old Colony Trust, as well, to refute this
assertion. However, there is at least a
plausible argument that OId Colony
Trust 1s disuingwishable from E's situa-
tion; after all, GG would not be attempt-
ing to compensate .

Conclusion

Governmental investigations of em-
ployees and their firms raise a host of
tax issues. The extent to which an orga-
nization 1s willing to cooperate in an
investigation of its employees and
agents adds to the perspectve. The pay-
ment of attorneys’ fees on behalf of
employees or agents may be viewed as
relevant 1in determining the extent and
value of an organization’s cooperation
with the government. On an individual
level, the tax effects of a large legal bill,
given an unattractive income and deduc-
tion equation, can be disastrous.  TTA

¥ See, e.g., Ethel West Comam, 263 F2d 119 (5th Cir. 1959); Est. of Anthur Clarkes,
202 F3d 854 (6eh Cir. 2000); Willie Mae Davis, 210 F3d 1346 (11th Cir. 2000);
and Sudhir Snvastava, 220 F3d 353 (5th Cir. 2000),

" See, e, Wood and Diaher, " Attomeys’ Fee Saga Continues: Maverick Circuit
Says, ‘Oregon Good, California Bad,”" 101 Tax Noses 91 (9/30/03); Wood and

1639 (3/19/04)

Duaher, " Attomey Fees: Rebellious Cireuit Don't Need No Sunkin’ Lien Law,”

101 Tax Notes 1427 (12/11/03); and Wood, "Everybody Loves Raymond?
Second Circuit Further Fouls Tax Treatment of Attomey Fees,” 102 Tax Notes

2 8ee John W. Banks I, Sup. Cr., 1/24/05, rev'g 345 F3d 373 (6¢h Cir, 2003) and
340 F3d 1074 (%th Cir 2003)




