8T.C.314 (1947)

A non-business expense, such as a surcharge paid by a trustee due to allegations of
negligence, is deductible under Section 23(a)(2) of the Internal Revenue Code if it is
directly connected with the management or conservation of property held for the
production of income.

Summary

Julius A. Heide, a trustee of family trusts, was surcharged $3,000 following
objections to his accounting due to alleged negligence in managing trust assets.
Heide claimed this payment as a deduction on his 1942 tax return. The
Commissioner of Internal Revenue disallowed the deduction, arguing it was not an
expense incurred for the production of income or the management of property held
for income production. The Tax Court reversed the Commissioner’s decision, holding
that the surcharge payment was directly connected to the management and
conservation of trust property and was therefore deductible as a non-business
expense under Section 23(a)(2) of the Internal Revenue Code.

Facts

Julius A. Heide served as a co-trustee for four trusts established by his father for the
benefit of his sisters.

The trustees managed the trust assets, collected income, and made distributions to
the beneficiaries.

In 1939, the trustees initiated proceedings for an accounting, claiming commissions
for their services.

Remaindermen and a court-appointed guardian objected, alleging the trustees had
negligently managed trust securities.

To avoid prolonged litigation, a settlement was reached where the trustees waived
commissions and paid $3,000 to each trust as a surcharge.

Heide paid his share of the surcharge, totaling $3,000, in 1942 and claimed it as a
deduction on his tax return.

Procedural History

The Commissioner disallowed Heide’s deduction of the $3,000 surcharge payment.
Heide petitioned the Tax Court for a redetermination of the deficiency.

Issue(s)

Whether a surcharge payment made by a trustee, arising from allegations of
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negligent management of trust assets, is deductible as a non-business expense
under Section 23(a)(2) of the Internal Revenue Code.

Holding

Yes, because the surcharge payment was directly connected to the management and
conservation of property held for the production of income, thus qualifying as a
deductible non-business expense under Section 23(a)(2) of the Internal Revenue
Code.

Court’s Reasoning

The court reasoned that Section 23(a)(2) allows individuals to deduct ordinary and
necessary expenses paid for the production or collection of income, or for the
management, conservation, or maintenance of property held for the production of
income. The court relied on Bingham’s Trust v. Commissioner, 325 U.S. 365 (1945),
which established that Section 23(a)(2) provides for a class of non-business
deductions coextensive with the business deductions allowed by Section 23(a)(1).
The court determined the $3,000 payment grew directly out of the trustee’s
management of the trust property in a suit for settlement of final accounts and
allowance of trustee commissions. The court distinguished this case from situations
involving corrupt management, noting that the referee’s findings indicated only
negligence and bad judgment. The court emphasized that, as trustees, they asserted
claims for commissions due them, and these commissions would have been taxable
income. The settlement to resolve the objections related to the management of
income-producing property. Therefore, the payment was directly connected with the
production or collection of income within the meaning of the statute. Regulations
111, section 29.23(a)-15, further support this conclusion.

Judge Hill dissented, arguing that the payment stemmed from a claim for damages
due to alleged mismanagement, not from efforts to produce or collect income. The
dissent also cited Estate of Edward W. Clark, III, 2 T.C. 676, where a similar
deduction for attorney’s fees related to mismanagement claims was denied.

Practical Implications

This case clarifies that expenses related to the management of income-producing
property, even if those expenses are the result of alleged negligence, can be
deductible under Section 23(a)(2) of the Internal Revenue Code. It emphasizes that
the connection to the production or collection of income is key. Attorneys advising
trustees should consider this case when evaluating the deductibility of legal fees or
surcharge payments. The ruling is particularly relevant when trustees are settling
disputes related to their management of trust assets, as it provides a basis for
deducting payments made to resolve claims of mismanagement. Later cases would
distinguish Heide where the expenses were more attenuated from income
production or conservation of assets.
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