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23 T.C. 76 (1954)

A taxpayer seeking to deduct trustee commissions must establish that the expenses
are solely attributable to the management, conservation, or maintenance of property
held  for  the  production of  income,  and not  allocable  to  tax-exempt  income,  to
overcome the limitations imposed by the Internal Revenue Code.

Summary

The case concerns the deductibility of trustee commissions paid by Valerie Norrie
Pozzo  di  Borgo.  The  commissions  were  paid  upon  the  revocation  of  a  trust,
calculated  according  to  New  York  law.  The  taxpayer  sought  to  deduct  these
commissions as expenses for the management, conservation, or maintenance of trust
property under section 23(a)(2) of the Internal Revenue Code of 1939. However, a
portion of the trust’s assets generated tax-exempt income. The court held that the
taxpayer failed to prove the commissions were solely related to managing taxable
assets, and therefore, could not deduct them in full,  as the deduction would be
limited by Section 24(a)(5) which disallows deductions for expenses allocable to tax-
exempt  income.  The ruling  underscored the  taxpayer’s  burden to  establish  the
factual basis for the deduction.

Facts

Valerie Norrie Pozzo di Borgo established a revocable trust in 1946, transferring
securities and cash to it. The trust agreement specified that New York law would
govern its administration. In 1949, Pozzo di Borgo terminated the trust and paid the
trustee “commissions from principal” in accordance with New York law. The value of
the  trust  principal  was  $765,692,  of  which  36.5136%  consisted  of  securities
generating tax-exempt income. For the years 1947 and 1948, the trustee claimed
annual commissions from income. In her 1949 federal income tax return, Pozzo di
Borgo claimed a deduction for trustee commissions, allocated based on the ratio of
taxable income to the total income of the trust. She claimed a further deduction for
the total commissions in her petition to the court.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Pozzo di Borgo’s
1949 income tax return. Pozzo di Borgo conceded the deficiency but sought an
overpayment based on a larger deduction for trustee commissions. The case was
heard in the United States Tax Court. The court reviewed the facts, legal arguments,
and relevant statutes to determine the proper deduction for the commissions.

Issue(s)

1. Whether the trustee commissions paid upon revocation of the trust were solely for
the management, conservation, or maintenance of trust property, as distinguished
from expenses for the production or collection of income?
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2. If the commissions were solely for management, conservation, or maintenance,
whether the provisions of Section 24(a)(5) of the Internal Revenue Code, which
disallows deductions for amounts allocable to tax-exempt income, were applicable?

Holding

1. No, because the taxpayer failed to establish that the commissions were solely for
management, conservation, or maintenance of the trust property.

2. The court found it unnecessary to decide the second issue because the first was
answered in the negative.

Court’s Reasoning

The Tax Court examined section 23(a)(2) and 24(a)(5) of the Internal Revenue Code
of 1939. The court noted that while the commissions would generally be deductible,
section 24(a)(5) disallowed deductions for expenses allocable to tax-exempt income.
The burden was on the taxpayer to establish that the commissions were not subject
to this limitation. The court examined New York law regarding trustee commissions.
The court concluded that the commissions, though paid out of principal, were not
solely for management, conservation, or maintenance, but also for services related
to receiving and paying out funds. The court cited prior cases, like Harry Civiletti,
and Smart v. Commissioner,  which indicated that trustee services are not easily
divisible into distinct categories of services and that the commissions compensate
trustees for the overall administration of the trust. The court found the taxpayer
failed to meet this burden, and thus the limitation of section 24(a)(5) applied.

Practical Implications

This  case  highlights  several  practical  implications  for  attorneys  and  tax
professionals:

When seeking to deduct trustee or management fees, it is crucial to establish a
direct and exclusive connection between the expenses and the production of
taxable income.
Taxpayers must maintain detailed records that support the allocation of
expenses between taxable and tax-exempt income.
State law classifications of expenses may not always be determinative for
federal tax purposes. The substance of the expense and its relation to income
generation are paramount.
The burden of proof rests on the taxpayer to substantiate any deductions, and
failure to do so will result in the denial of the deduction.
This case demonstrates the interrelation of the rules concerning deductions
and the concept of allocating those deductions.


