
Expenses 

Deducting Legal Fees 

for Governtnental 

Corporate Investigations 

P ayme nts of attorneys' 

fees in corporate 

investigations and 

prosecutions can raise 

a numbe r of tax issues. 

This article examines 

the circumstances under 

which such questions 

arise and the tax 

consequence s to the 

corporation, oHicers, 

d irectors, agents and 

employees. 

[ hl'Tl' ha\ been no ~hortaHe of '>Cand.ll~ 
11\ till' bmllll:~ world over Ihe b~t few 
}"e,lf~-E ll ron Corp .. MC1, [Ill.. 'Iyco 
1I1tl'fI1.1t100.tl, 1 ttl .. (;loh.11 Cm\~11lg. 

Ltd .. Adelphi,1 ;llId Il1Idolll', Inc .. til 
name ,I fl'w. Inde ... el, \\holt' indu.Hrll·) 
ar... III the cm~~hall"'i: the seCllntl ('~ 

IIldustry. thl: mutual h.lI1d lIldmtry. thl: 
hedge fund II1dustry. etl.:. Tim .Irudc 
exat1lllle~ the payment of attorney~' 

fl~e, HI Silch ~ltU:ltIOI1'i .md tht' lax con
'l'qllCIKl'~ [0 thc corporalion. oflict'l"o. 
dITe(tor. .Illel agent, Illvol\'cd 111 thc 
IIln'~tlgalion~. Indl'llllllt )" l~,ue~ em 

.In\l' lor IIldIVidu.ll~ too. although thl' 
,Irlld l' pTlmJrlly l'XplOrl'~ ca~e~ III 

\\ hl(h both the COll1P;lII), .1Ilt! eXl'lU-
11\"l'~ (or dirl~CtoT') lHTe ,!Uorlll'Y" 

Corporate Investigations 

Till' JUSlice [)q),lrlIllelll (\\IH(h frl'
(J1ll'ntly coordl ll.lte, It- IIlvt'Stlg;It\Olb 
With other Feckl-;]I .l ~l'llcle~) h;l ~ heen 
;III IIlh:gr.d force bdlllld llIany J\lV('~1I

g.ltiom exposing these ~l.IlIJ.11\. III [Ilt, 
It h,1\ ;I~~l'mblcd ,1"corpor.lll' t.l~k force" 
to 'Pl'utll'ally 1,lr~l'l (Orporall' (.lI1d 
nom:orpOr::ltl'. large nrg;ulIlJ.t101l) traud. 
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l"l'lierJI Proii;CCUtiOIl o( BU~lIll'~~ Orga-

I 'wc U." n"'pl of JUIU,C. I..)!li,·c ",.,)"-,, """\ toe" 
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IlILl\10n~:'1 ThoIIIP\OIl adH)c,ltl:d \1r\U 

prmectlllon of nrganiz.ltioll\ th,l( brc.lk 
the law. a" we[[ .1' the lIldlYldll;ll~ wlth-
11\ the~c urg:,lllIZ,ltiol\~ who ,1\SISI UI (ar
rylllg Ollt Illegal .1CliVIlIl'S. In decHlllig 
\\ lwtiwr 10 )1;0 ,Ifter .1Il or~JlIlzatiOn, 

Thompson \u~e~led thJI tin' gowrn
llIelll should con~lder the: 
, _ NaUln: .Iml ,eriOlNll"i.\ of the ofii!n'>C; 
2_ Pcr\fa~ivcnl'SS of wrollgdol1lg wlth1l1 
the org:l1ll7atHlI1; 
3.0rg,1I11z.1I1on\ hl'itory of SlIIlll.lr 

condul't; 
~ Or!-,'dllll.llll)n\ mndy and volurHJry 
JI~dosure oC \\ rUIIl-\dulng ;lIId 11\ \\"111-

lIll-\ne"S to cooper.He In IIwt''illb';l!lO!h 
o/" Its eI11ploy ... e\ .II1t! ,Igent) (indudlllg 
\V,IIVII1g: .ltlornl·y-clll:llt ;llId \\"ork

produci pnvtlq:;e\): 
5. exmellCl' and Adequacy of Ihe orga
IllLltiou's eOrllpl l.mu' progrJm; 
6. Org:um~,ltIon" rt'lIIeclM] actlom: 
7. Co\latt'r.l1 comeqm'nces (such a~ dls
proportiolwe h.lTIl1 to c(juity holder\); 
H. Adequacy of prosecution of IIldivid
u;ll~ \\uhlll the orgalllzation who arc 
rt"ipol151blc for lb \\ I"Ongflil conduct: ;md 
C). OwraJl adequacy of remedu.'S. 2 

Paym cnt of Legal Fces 
" hl' extclII to wll1ch the orh'dn i7,1-

1\011 IS \\ llllll).\ to <.:oopcrJtt' III :Ul lII\'e~
ligation of il'. l'lIlployees ,lilt! .lgellb 

,Itc .. orpo: ..... I~4-'U,.kI.J., ...... hm. 
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Expenses 

/ f/1''1W / 

'l, :X::::~:~a:::,MARY 
( - payment of an officer's, 

director's . cntployee's or 
agent's legal fees may 
be a fac tor in a Federal 
corporate investigation. 

• Legal fees incurred 
in a Sec. 162 business 
activity or Sec. 212 
income-producing 
activity are gene rally 
deduc tible; however, 
such fees inc urred 
for governnlcnt fines 
and penalties arc 
nondeduc tible. 

• An employee who has 
to include an employer's 
payment for legal fe es 
in gross illcome Inay 
face burde nsom e tax 
consequences due to 
the AMT and Hnuts on 
nusceU an eous itenuzed 
deduc tions. 

For more informotion obout 
this article, contact Mr. Wood 
at wood@r.vwpc.com. 
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Itself ral~l'S tax I~ues. In his lIIel110, 
Tholl1p~on noted that corporate pay-
11I I'lltS of <1[(lrlll'Y~' fl'l'~ on bdlalf of 
JII el11ployce or agl~t1I Ill.ly bl' J rde
vam factor III dctcTlmmllg the extem 
,1nd valul' of Its cooperat101l with the 
g;OVC TlIIIICIlt..1 [n othcr worth. If an 

organization pay~ anorney~' fcc~ on 
behalf of liS officer, .mel dlrt'ctor~ (or 
cwn It', rank-and- file cmployccs) . It 

Illay be subjeci to morc qT1ngenl 
prosennion.Thls COllnl'ctioll betwet'n 

fet'S and the Il1w~tlgatioll's fervor has 
not gone wlllotlced by o rg;llllzations 
bCll1g !iI\'C~tJgated lor potential wrong
dOing: their 1.1\\'YCf'i haw noticed, loo. 

EXillllp //' I : E, .m employee of ]r'~Jor 

JClOUlltmg !irnl G. ~peci~lizcd III 115 tax 

~hl'her 1H.lrh·llng l't1o rt ~. for ye3~. I: 
lI1.lrh·ted L\X shel ters that G assured him 

wen' legal. However. both E and G arc 

now under mVt'~tlg:lllon by h'dt'T~1 pr(l~
enor~ ,md ( M·t' po~~ible indictment. E', 

J..'gJI fl'l'~ 3re likely to be Sllb~tal1t1al. G 
gl\'e, Fa ChOIH': (I) agre~' to cooperate 
With Feder~l pro~t"Cl1!ors (which I'ould 

I"\:'\uh 111 jail t11IlC) and II will pay the legal 
fn" or (2) mvoh' fifth Amt"ndlllent 
rtghts and pay your own It"bo:!1 fet's. 

No IlIJtter who pays E's legal fees, 
the lax consequences to t'ither him 

or C may prove to be signifi can t. 
What arc the tax comeqllences if E 
dccide~ to cooperate. and G pays hiS 
legal fees? 

Deducting Legal Fees 

The Code does l10t expressly provide 

,I deduction for Icgal fees. Even so, 
leg:al fees ari-,in~ from a trade or bmi

ne~s or Scc. 2 12 activity arc gent' rally 
dcdllnible if they arc (among o ther 
thlllgs) ordim ry. llcc('ssary and rea 
smubk-. .lIld dlrt'ctly c01Hll'cted 10 (or 
proxllllatcly remit from) the taxpay
('r\ trade or bus i lle~s. 

[Il Oc/(,1l.4 tllt'Tax COLIn invoked 
tilt' "funheranct''' tesr, which requires 

the expelhe 1Il qucstion to (ilrther 
tht, trade or bll~lIles ~ or Sec. 212 
.1rtiVlty (i n ,ldcliUon to being ordi
nary, nece.sary, etc.). In Odell. the Tax 
Comt denied the taxp:lyer\ deduc
tlOIl tor [q\:a! ft~t~~-willch werc the 
proximate result of hi, mahcious 
behavior- heca uil' mch behaVIOr 
(lll:lklllg 1II.1hcl()1I~ COll1ll1em·s about J 

former employee to a pott'lltl:ll 
employer) \Va ... not III furilwralKl' of 
IllS trade or bmllle~~. 

Defining "Ordinar y" 
The "on/mary :lnd necessa ry 

reqUlrt'lllent h:ls gt'nerated ~llb~ tann .l1 

confmlOn over tht' years, t'VCIl though 
it set'llIS str.lIghrrorw:mL Gt'ncrally .. HI 

expense (for It'bral rees or oth erwise) 
is "ordlll~ry" Ir ,I btJ<,l!lt'\S penon 
would commonly I1lCli r It undl'r the 
partiolJar circ\ll11~tanccs. ~ Taxpayen 
frequently confmt' the "ordlllary"' 

requircllH·nt With th e notion lhat Iht' 
parti cul:1 r (':;:pl~l1Se nlllS! ~r i ~e over and 
over ;Ig;un (and. hence, would bt· 
ordinary ill tbe usual st'ml~). Thus, the 
"ordinary" rcquirement is vIl'\vcd as 
synonymous With '·rccurrt'nt." 

However. the courts have been 
much moTt' ('xpansivc III their IlHer
prct:Hlon of the o rdlllary alld nen's
sary requirem('llt. Th t' Supreme 
COllrt, for example. ba~ nott'd that a 
so-c:Jlled ordinary expense may ,Iet\l

ally he exrrcmdy irn:\fll/ar III occur
rence, stating: 

A lawsuit aff(,ctmg the ',Itet)" of a bUS1-

nc~~ ma), tMppel1 oua' 111 J life'tml<'. Tlw 
(·ounst."! iCt'$ 111:1) bt' )0 lw,wy tlut repcti
non IS unlik('ly. NCTerthdess. the expemt' 

1'\ :m ordm ar)' 011<', bt'cau~c We' knOll 

from cxperit'!lCl' !lUt PJ)"Illt'lIlS ror ,ucb .1 

pllrpose. wlll'1I1t'r the amount ! ~ large or 
<;11\,111. ~re thl' common and accepted 
llIelllS of dl'ft'mt' J~.JIll~t :mack. t, 

Moreover. the Tax Court has 

noted that employing an attorney 
sati,fi e, the "ordlllary" reqUirement If 

1<;"",,1 ~tp.'i C,r 1')Jl»lnd-',IJ Ilnr,m!!<"" .l2\IU" 4f>7(I'}44) 
'I ... "", Odm. TL Memo 19!-1l1·567_ " II ~lil", I-/,h~.",~. 290 US II I 0').\.1). 
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11 1\ <:011\I<;lelll \\,Ith the bduvlor of 
,I re~<;()n,lbJy pruck'11l per~on U\ the 
\~I1\l' (I f'::II111\[,1I11:t'\,7 

Defin in g "Necessary" 
JlI\1 ,I.'> thl' "onI1l1.lry" n'qUlrt'ml'nl 

h.ls bl'l'1l IIber.llly 1I11l'rprt'll'd, till' 
.. nc('L .... ~.lry .. ll.·qulI'I,· l11e11l hJ ~ also b eell 

~IVCI1 .1 \\·Id(· Iwnh. II I~ not crmeal 10 

mquirt' \dll'lher .1 t.lxpaYl·r Tt'ally II"d 
to I1lCl1r ;1 parnl'II!.lr l'XPl'I1$<', \Lllh .1\ 

p.lymg ,111 t·mployl·l· ... or agent\ leg:tl 
fet .... If Hlcu rnnl-\ ~ulh .1IleXpell~ \\.l\ 

'';lpprnpTlate or hdpti.I1."~ 
r ht' "ordlll.lry .ll1d nl'cc~~:J ry" 

tl:lH1rt· of p.lylllt; kg.11 rec~ !11 thh 
cont(,xt I~ ran·l\, que<;t1oncd by thc 
IR S or till' JUlI!U.lfV, .1 .... 1I11ll11~ lIut 
the n..·<jUISI!l· l1esm Colli bc l·\l.Ib
h<;hl'd bet\\et'n Ihe b\\'\IlH and thl' 
dcrl'ndallt\ blhlllC<'\ " Ncvcnhc1l"~, 

then..' 1<; ~t i ll tilt' Mile of .111 expl'n~l") 
owr~111 "fe~<;on :l hlcllC\<;."111 T Il{' rt':I
\ol1,lblcl1c<;<; of .1 p.IYI11Ctl t m tim 
COlllext (plIr<;u;mt to either :I <;ettle
IIIt'nt Of Judgment) will generally 
nOI bl' que~Tlol1l'd, because hug:ltlon 
1<; .ldn'r''I'11 by J{<; ... ery n.lture. 

Origin-of-the-C lai m Doctrine 
For ,lll org,1011.ltioli 10 dedllCi 

Iq!;,11 ii.'t'<;. they mll\1 gelll'r.llly he 
dirt'lll\" lOlllleUt,d to 11\ tr.lde or 
bll~lIIe~~. 11 Howen'r, rhl' d('dut'11011 
doe<; l10t depend nil rht' cl5e\ <;11('
ce~~Y I n~te.ld, lk'dl10lblillY I~ dcter
milled un def the onglll-of-the
clallil doC'trme 

TI1I5 ductfllle 1\ llIerdy rill' ~l'll'II
blc' rTOpO~It10n Ihat thl' "Oflglll ,lI1d 
dl.lTlller of the d,lI1l1 wllh r('\pe(t 
to wh ich an expeme W:J~ !I1cu rred, 
r.Hller than lt~ po remial cl)l\<;e 

. \no/I.my IWoft"i".. 2 TeM 1:II1tl(I'HJ). 
~\noI1 .. _1' 1.J/!j·. 14H)'i911 (1't52) 

(lueIKe~ upon the tortune, of rhe 
i.lxpayt'r, I) the COl1trulllllg b,l\K te~ t 

of wlwtlwr the l'xp('n~t' W:I, 'bl1\1 

nl'SS' or 'pl'r~OIJ.\]' ,md henn' \\'hetlwr 
11 1\ dt'dUlublt' Uf not "1.1 

Perha p\ tht' 1Il0,t well-kno\\ II 
"Oflglll" l'.I<;l' I~ Ci/llhll't,.IJ In th.1t 
caSt~, the expe1l\e\ of divorce 111lg.l 
rion were held 10 be nondeductlble 
pn,,;oll;11 t'X p('ndltllre ... eH'1l though 
,m ;Id\erse dC(J~lon III rill' nl<lltt'r \\'.1\ 

likely to dl'~lmy the tlxpayc'r\ bllSi
IIc\<;.The Ofl~\Il of the cJ,lIll1 wa<; tht, 
dlVOfC ... Img,IIIOII. l10r the pOlellll.11 
con~eqllel1ct'<; of th ... divorce to 

th e bmllle". Thl1'., the htigatwn ex
pemes wefl' lIondeductlble personal 
expendlUiTC<;. 

Dt·tefllll1ll11g the deducl1blhl"\" of 
leg,ll fee, bcglT1\ with IdellllfYlllg tilt' 
!l;1)'l'r. Only tilt' p;lYl'r i, emilled ro 
pOlentially ;lppI IC.lbl,' dl'dll(tl(ln". 
For exa mple. If .1 eor pora ll on dt' 
duct .. Iqpl fec'\ , 1 f1~lIlg 0111 of Ihe 
,lClion of liS agt' lIt ~, cqulty hoklt-n 
o r employt'es, It must payor 1IlCli r 
Ihe aillount tor ItS own bendl!. 
ratht'r than thl'II"I.I ' Ewn ~o, leg;11 

fees and t'xpemes rt'bong to the 
.Ktiom of ollieen .md dlrectof~ III 
cond ucllng J lorporation".; bl1\Hll'\\ 
luvl' generally beell hd d deductible 
by the p,lYlll~ corporallon, on the 
tht'ory IIl<It the matter IS proSlIll,ltl'
I} rt'bled 10 rh,lt hl1~l11e~5, and the 
re\ult, ,Ililleved Hl hng.ltion .Irt' Iwn
diei:l] to t!lt' eII UIY,U' 

Nonl,thelc", c'orporarion, h.I\·e 
been demed dt'dllction~ tor It'g,11 
l'xpei1Ses I1lcUTrcd 111 dl'ft'mlmg ,utt~ 
. l galll~1 "Illplt)yt'e~ th,lt ~rt' u1lTet.ted 
to theIr tr.HIt- o r bU<;II1C<;\. 17 Indenl. 
\\li<;'n :1 11 ('lllpluyet' I' ,I IlI:!Jor l'qUlty 

hold"r. It mJY be be~t to ;Ivold tim 
type of mll.Ulon altogt·tht'r. One 
wa}' I~ to h.IVL' lilt· I11divldu.11 111.I].;,e ,I 
caplt,ll ('on tn butlon to the org:;II1IZJ
tiOIl Inf the lC~11 fet"i, Thl~ I~ !-:ellcr
JIl~ tax Ii-n' undt'r ~t'c. 11 H, 351 or 
72:1 (if J IUrlller,llIp). In .lIIY fJ~e, 

tht, org,Ill,7,luon C.111 th"l1 l1~(' till' 
contribution Il) 1',1)' tht' legal fl..'e~, 

and {It'duct Ihclll , 1 ~ an ordm,l fY ~nd 
Ill'("l'~~Jry bU\H1l"ii\ cxpt'n .. e. 

Distinguishing Fines o r Penalties 
In gl'nl'l'll. p~ylllt'IlL' aft.' deductlhle 

(wht'n IUl d III ,I \l',,!l-ment or Judg
llH.'nt) If llI.ldL' 111 tht, ordlll:lfY 
cour<;c of .1 tr.lde or bu\im'\\ (Of In 

the pmtiu("lIon of IIlC0111C or (ur
therance of 1l1\'e\tmcnt aCIIVll1t'~), In 
COmel\l. "t'c. 162:(1') t'xprt'~~I}" pro
lubm a deduction for "JIly tine or 
~111libr pelulty p.lId to a g:o\"t'rIll11cnt 
fOf tht, viol.lt lon of any t.W."I~ 

Attorne}'~' fec\ lIlcli rred III dl'li!nding 
:lg:l1ml the lI11pmitl0I1 or hilt'S or 
p ... naltll'~ h.l\"e ,.1\0 been hdd to bt, 
nondeductible, on the theory tll<Il 
they art' t.lllltcd by the natll rt' of tht, 
ling,IIII)'!. I" 

J \el1("c, reHLrtllllg to h 111 Ex.llnplt' 
I above, ~01l1t' nr ~\ and C\ at\or
Ilt'y~' fC!l'~ rel,IUng to thl' I·t'deral 
1Il\'t',t1g,1I10m ll]'lY UIt1111~tel) be d i\
allowed undt' r "t'e. 162(f). Ho CI-.'" "iCC. 

1.162:- 21 (b) ,1I1d St'e 162:(0 dt'll}" ,I 
,kdu(;tioll ((lr both (f1111il1~1 .Hld unl 
pellahle~ .. l ~ wdl a~ for ~lllm p,nd 111 
~eHlclllelll of .1 pmellll~1 ]"lblhry fi)r 
J tim' or l't'llairy TIll' btl"r clement 
of the pm\'I\IOn otten (au'K'" t'OlltTO
VCri)". It llIay (ur 1Il.1)" I\ot) be cleJr 
that a lim' l'i Ilkdy when ,I pot~'IHlal 
h,lhiltry i~ \.l11'/ied. 

" n.~",',1 (;.1"' ..... "I. UII rt'n'.IIIJ. 24S 1'<;"1'1' 1li.l {Nil (...ol I'II"'~) . 
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I>t'n, . .,..., tt... IncOl'1t' protiucll1!1i or ""-.",u" .. ,,, ~",n~ ~l1d m~ <'''I'"'''' 
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III "Olnl' c.1~e" IInpU~ltltJll of J 

tim' or pl'n,lh\' 1I1.1} til'pend UI1 the 
Iwrpetr.ltor\ ultem Il o\\e\'l.'f, If dll' 
tille or pClI,rlt\ t<, 111lpmcJ. dCIlI,l1 ot 

the deuucu\)1\ h .lb,oIrH\' It doc, not 
rn.:mcr wht,ther dl(, legal \'101.111011 
\\,r- HHl'lH1oll,11 or ullllHemlonJI~ 1111 

UCdlKIIOll I" !ll'rtlUtl ... J for thl' P.1Y
Illl'lll of ,I tilll' or pl'll,dt\, 1.'\'1.'11 It' Ih(' 
VlO1.ltlt)ll l~ 1l1,ldh'rtl'l1I, or It' till' 
1,1'1'.I\er 111ml \"Jo1.lIc Ihl' I.I\\' to 
oper;rtl' prntit,lhly. :'<' 

Thl"c nrlc, 'l'l'm to bc very VI'> I

bll' 1.1Id y, On ... '·Ml homily pIck up .1 

nl'w'p,lpl'r wlthollt iL'.lrnmg ,Ibout 
,LIlotlll'r (·orpOr,Hl' wrongdocr !orn'd 
to p,l}, ,I fllll' or pl'lI,rlty. ln 2UIJ). Mel 
wa, fi11l'd ,I fl'eorcl S5{lO l111l1lt)11 by 
thl' ~l'nrrllll" .I11U Exdl,l1l ~l' C0111-
1I11'~lOn fOf aeCOUIlUII(!; fr.llld. 21 

Ilough" SI S billion \\.1' ,hl'lIed out 

by till' ,enlrltll', llldlhtry III 200) lor 
It<; lI1dl~Cfl'1I011"~) 11 1[l'fl" lIngly, of tim 
.1Il10UI1I,oIIIY,lhout .JStlllllllrt)1l \\.r~ 
dlJ.f.lI.teflLl·d .l' lIomk'ducllhle tillL'" or 
pl' l l.llrrt'~.~lThll~,thl'rl· I' Oltl'lI ,01111' 
1.1Iltude III ch,lrat.:lerlll1l~ the n.Hure 
o( the paylllent. 

Indl'l'd, EX'li:oll Corp \\.1~ allllo~t 

as tOrtull.1le l~ the ~l'curllll'~ llldustry 
pl.lYl'r, "lwl! p.IYl1lg tor l(\ Exxol1 
Vlldel orl ,pIli l-,lt.:I<.tropltl', lhc U.!), 
t,:0ver1l11Icllt\ S 1,1 bI llion ~enlelllelit 
\\ It It Exxoll .IUII,l lIy eml II a 1111'rc 
552-1 1111111011 nn an alief-(ax ba~ I ~, 

llr l, C{)Il!-:rc~'lo n .1 1 Ilcw.lrdl ':::'ervu.:e 
dctertlllilcd Ib,lt 11IOre than half of 
the (Ivd d.llll.lg\·~ - tot,ll l1lg $l}{)O 

lllllllon----t:ollid bl' deducted on Ib 

Ft'der:rl IIICOl11t' tJ.X Tell1rns, )4 

Fn:quclrtl\', thc hm'-dr.lwlI1!-: l'XeT
CI~e~ Ih.1t Ilkc pl:tcc are IllIpre('l,e. 
Ultrnr.rtd\" 1\ 1\ .1'li:IOlllltK (hat linl.'~ 

or 1ll'lulul·\. ,1\ wdl , I ~ their rorn:

spondlll~ Il'gJI fl.'t'~, .rTt' Ilondt'
dU(lIhlt· ul1dl'r \cr 162(f) Yl't. 11 

~ I, ... k I,,~" H,,,,wio. Ilk \'if. U,,"', (I'I~KI 

1\ of len dltTlnllt to tell \\ hclher .1 

pJYlllent IS [ful} .1 line or pellJlry or 
I~ deductihle. 

Sec. 162 vs. 2 12 
There arc lII.rn~ \1[\)1\.lrttll" Iw

tWl't'1I dedu(llllg ll'g,11 ti;ot"~ llllJl'r 
liec~. 162 and 212. YI.'I, therr' 1<; OIK' big 
dltren'nC(~lhl.' ahCrtl:lIl\'l' 11ll1ll1ll11111 

(JX (AMT). Lt'gJI fen deduUl'd 
under Sec, 212 ,1fl' \ubJccl to dl~l l 

low.mcl.' for AMT pmpml'\ undcr 
':::'ec. 56(b)(I}(A)(J). Leg:rl tl'l'~ r.lkl'l1 

a~ IllI~cdl:rIll'ou5 Itemized deduct1011~ 
.m· aim subject 10 ,I 2·~;'~llf-.ll~u~tl'd

gro~'-l1H;Ollle tloor ,Illd rl'duUlon for 
high- Incollll' t .l xpayers.2~ 

E,\'ample 2: } i~ 11I(hcccJ 011 nrulupll' 
C()UlH~ of r.1cke!ccrrng. eOll~plr.lcy, 

l'xtortlon.lr~uu .1I1U ub,tnKuorl Ilf JU'

tlCl'.)"~ VJflOU\ mconrc-produl"ln~ .lC tl\· ~ 

mC'.lre l.'ng~!I;«d In IlIr till' pmdullIHlI Ii i 
111COl1le. Al:curdl1l~h, 1m IcgJI 1;"<,\ 

(5SIl0,!)rl() mal bl' dl'dUl'tl'U only 
under '>l.'( 212 (1II,lt·;I.I Hf '1'1 \(,2), 
\\ III be dl"lllo\\l·d .·ul1reh tor AMT 
purpo~e, and be further Ilmlled b\" '>cc,. 
67 ,mil 01{. 

])urlllg Ihe \<'.Ir of hh lIlUIltI1l1·m.) 
produn·J ~llh~t.11lml 11lCOlllC (5 S00,I)()0) 

from hIS \';tflOU' .11I1\·I(le\. AI trI.lt, he 

ple.rcb nOI gUIlty, d.ll l1 11n~ he I' .1 1.11\ 
~bldlllg bU$l!I(,,!oSma n . HowevCT, d1l' Jury 

(Oll\KlS hun on Illuluplc c()unb of 

rJ.ckctecflng. On 1m return.) deduct, hi" 
lttOfl1er~' fcc~ under !)l'C, 2 12. 

B l'causl' the Sec, 212 dl!cluCII0 11 IS 

Ji~allowcd l'ntlrl'ly fo r AMT pllrpos
e~ (mel furt/lt'r lrmHt·d by ~en. 67 
.lIld 68).} OWI;'$ roughly S I J6,OOO III 

Fl'der,ll mcome t.lXI.'~ (('wn though 
hl\ deduc[[oll\ eqll.llcd Of l'XU'l'lkd 
hl~ lIlcomr). Of thl'> .UlIOUlH. uwr 
!)H'Y" rl"illlt, frum thl' AMT Ilacl he 

deducted the fcl''' under ~eL 162,2'. 
1m ta:-o: Ii.lbilrry would ha\,(' bt'l'n 
,lppro'li:llll.ltt'ly S 1'()()( l. 

Paying Another's Legal Fees 

III O·.\l.Jllq.2J (ht' T.,lx Coun found 
,1 pCIHlon fund Iru~h'(' Ul bt' 11l 

r~'('e lpl o( IIlconw \\111.'11 IllS cmploy
ef p,ud IllS ll'~l f"'l's III .,l cTlllllllai 
pmsl'clllion for cOll~plracy 10 COII\
mn bribery. Even '0, the court 

pcrrllHtl'd the taxplyer to deduct till' 
(l'l" ,I" ordrn.u ), and 1I{'e('~Slry 

eill plu}l't' bUSIIIl·"S l·Xpl· ll~es. AI tn,ll, 

h ... · argued th,lt thl' legal fcc, WCfl' 1m 
l'm plo)'l' r \ o rdll11ry and l1ecl'~~,lry 

hmlllt'\\ CXPCll't": aecordlllgly. they 
~hOllld 1I0[ b ... ' lllcluckd III hi~ gro,s 

IIlconrr. I I0w{'\'l'r, the court dls
,lgTl'ed . 111 lar~w pJrt bee.lust' (he 

PCIl'101l fUlld (Iht' elllployer) wa~ 
1101 lI.mll'd a~ .1 dt'ft'nd.lIlt 111 tht, 

pro'CClHlOII. 2" Thus, tlll'TJX Coun 
fOllnd thl' leg-,I f('e~ to be pl'r\onll 
10 IIII.' employet'. elllll); Old e,l,my 
Iflljl, 2" H dl'Ierl1l1lled ch.lt til!: pcn

'lOll fllnd'~ payll1('llt of 1m perianal 
Icg,1 1 "l'l'~ \\l~ rnC01lll' 10 hllll Tim 
klllti of 4u:l1luary Jltually happens 
frt·llul·ntly. 

JI1 E XJlllplc I .Ibo",,:. E lIlay h.l\"(" 
to rt'coglllzl' a~ gross nlCOJ11l' .IIlY 

~lllount C p.1y~ for 1m legJI fl'e~. 

dl'pl'llcilllg on til(' eX,lCI n.llure of 
any future ,rCl1o n~ tah'n JgJ1Il'I 

I'Hh{'r parry. Adl11lU~·dly. till'; I , l10t 

lIkely. bl'C, IU,l' .Iny llldlllllll'nt .lg,lll1\t 

E would probably n.llIIl' C a .. :t co

defendant. 
H O\\"l·\·eT. what If only I:. " 

Imbued, bill C pJ.y~ his !l'g.11 l':-O:
pl'ml"? L \\ould prob'lbly lll\"l' [0 
Illdudt, the p.IYlllCIII 111 llll'Ollle. 

Altlwugh the gross-rnCOlllt· Illdu
~Ion I ~ l burden, the AMT I~ WOhl'. 

~I ~ .... r<.o:n ~nd M,dud •• "0\1(. 1 hn~" 1t~n>rJ S5!~lM O\"~r Fr.luJ Ch..fl'("" 

:' .......... ,~, lleJU<unm \.'(I,lt 1 kIp t ~\"U \hl' A"~, m"1I \1,,,,h "I ,I> Od "rill 
lul'o.bt'o ..... ' .. lll".·· ' ... 1 .1.wi)," ".\<ltI~!I' l·Il..<lm ..... l. (J 2E "II), p. :!IIi.l 
~ ........ 1071.\ .,,J MI.\ 1 ... """wI f",~, ('i ~I !l.\I.I' 1 

Z1 ~ Wu"..! ..... h"uM dl<" '><'aInu", hklont'1- ..... ·nkn ... ·m lk Ik-..l,,,"-'Obk;:· 'n I ... ~ 

'N'" WI (~ 711\1 
Ll~ I.,~ L~",un. ··W .. t! "m..-, \eut"",·", \.\-,)11", I"" ".1.""10(.'. I' ,.0 .'i1~}.",. 

.w (:! 1.\ (I I) I' ( I. {'I I he ""It.. '" ,he .,,,,,nuC"l md"'''"l ",nJc"'~nt. mull' 
UI.l(' SI I>,n"",. w,'OU ",,, .. nl ll","'-nr ""'-U"!!,,n, ",l",·"uun .. nd ,h,..,"'"Id!!Un of 
llkk,,,,UJcU' n...., .. n h ( .. t! d,-~h" "hi,' f,,,,,,,,,,, nl'<"u,,:,), 

344 THE TAX AOVI SER I JUNE 2005 

·~'~IJI, 1~/),~"tlJ."'I)AE 11'~\ '17 
r71"~'"l'O·\/.JIrr,·JI Ie .\S:!(I'lt!Iij 
!>< ...... ~ /tdt,k -' \I,!I"I~, 4111 (" '1\4 {l'Ht.Il; ."d '''M~ , ..... It ... 32 1 ( HIS (E'IS'I), 

.1f"d,:!nl.1.IK7'1(II!h(:" l'IW) 
!', O/,/C>/.wy '11Ibl C" .• 27'1 U .. 7111 (192'1) 



ElIlployel..' busll1t,~~ cxpell5e~ ;Ire rni~
ccl1,lllcom Ik'III1ZCd dcductiom ,lilt! 
subJct-! 10 complete dls:lllowancc for 
AMT purposes (as well JS the reduc-
11011, mJndated by ~n~. 67 and 6H). 

As prevloudy delllomtrated by 
Ex,l1l1ple 2 above,the dl~;llIo\\"J1lce of 
tillS deduction for AM1 pl1rpo,e~ 

can be crippll1lg, 
Unl1l relently. /i mighl have 

~T"b'l1cd that the fel..~ ~hould bl! exdud
cd from 11lCOlllC under a rationale 
,mular to the t()nncr nUlionty view"'· 
that excluded the cOlltl1l!:lent-fee por
non of J rt'covcry /Tom ~ plaint1tf'~ 
grm~ I1W0111C, II E 11II~ht have claulled 

that he never had dominion and con
nul over the 1i.11ld~ paid to his attor
neys and, thus, ~hould lIot be rcql1lred 
10 include thcm til income. However, 
the ~uprcllle Court recently refutcd 
the minol'Ll), ornuts III a 2005 deci
~ion,32 which requires slIcct'ssful 
pl:llllt1fTS to mclude the collt1llgent-fet, 
portion of rt'COVl'ncs 111 gross 1I1('011le. 
The Service would prcsllnubly (It\' 
Old CololIY "/"nlSl, as well, 10 refute thi~ 
assertion, H owever. there .s at least J 

plausible argument that Old O)/,IIIY 
·!n/Jf IS distmgllldublc from E'~ ~ltlla
uoo; after ,III. C would lIor be attempt
IIlg to compt'mate E. 

Conclusion 

Govcrnmellt:l1 1I1ve~t i gati0115 of em
ployees and Ihell' firms r;use a host or 
t:LX issues.TIle eXlelit to wh1(h JII ofl?
IlIzat!on is Willing to cooperate 111 an 
IlI\e~tlgation of ItS employees and 
ab't.'n1S adds to the pcrsPCCtiVt'. The pay
ment or mOl'lleys' fel'S 011 behalr of 
L'lIIployt'~ or a~em.o; lIIay Ix· v\l'wed as 
rck'\'Jnt 111 dctl'rmmmg the extent aud 
value or an orgalllzation'~ cooperation 
with the b'ol:cl'IIl1Iellt. On an lIl(liVldual 
level, the t.l..X df('Cts of a large legal bill. 
gIVen an 1I1lattr.lcoVt' IIlcome and deduc
tion eqll~tlon. can be dISaS[roll~. TTA 

'<I ')ce, ~.g .. BM II nr C'lIum. 26J F'..J II') (5111 elf l');')); losr ,,,..inJ,u,O,,tk,. 
2112 F.'KlS54 ((,rh ( ... 21U)); II illlI" .\1 .... IMn. 2111 r .kI 134(, (I I til Ctr 2IM~.); 
.ukl s .. .Jh" ,\n'\ljUi". 2:!r1 r.ld J~ (5th <..: ... 21~~.). 

t\ll TIU .'\"It. 14!7 (121\ I 1(3); .nd WOO<!. " h~T)'bodr I.o'·~ Rarmo",!' 
&cond C,rcull Furthn- r..,..)" T ... , T,.. .. IIll<"1U 01 A"onl<") Ftt-.," L02 iii., \M 

t6]9 (.l. 1'}lt",) 

'I Sec. (.11-. Wood .ukl [)~h~, ·'Atto~'\' F.-., ~f(il Connnu<"\· r-hvcn.), {'nnm 

!i.:l)'\. 'Or"KO'l (i<x.>\I, C~hlo"1W U;I{I:·' 1111 IIU ,\<IIn ')1 (WJOIOJ); Wood :md 
I).her. ··Anomer h~: Rebellious C'I"I'WI l)on'l Ne<.x1 No Swoon' L,~n Llw:· 

11 ':xc)";'" II lin"'" /I, Sup. Ct_, 1/24'05, rr/!I: 345 FJd J73 (6th e ... 2m]) .I.nod 
}4(1 Ex! \()74 (iflh Or 2W]). 


