Fabens v. Commissioner, 62 T. C. 775 (1974)

A reasonable allocation of indirect trust expenses between taxable and tax-exempt
income must consider all facts and circumstances, but unrealized capital gains
should not be included in the allocation formula.

Summary

Augustus J. Fabens sought to deduct fiduciary commissions paid upon termination of
his trust, which held both taxable and tax-exempt securities. The IRS disallowed a
portion of these deductions, arguing they were allocable to tax-exempt income. The
issue was how to reasonably allocate the expenses. The Tax Court held that the
IRS’s method of allocation, which considered realized income over the life of the
trust, was reasonable and did not require the inclusion of unrealized capital gains in
the allocation formula, as proposed by the petitioner.

Facts

Augustus J. Fabens terminated a trust account with Bankers Trust Co. on June 16,
1969, and paid fiduciary commissions amounting to $53,894. 67. The trust had held
both municipal bonds (generating tax-exempt income) and taxable securities over its
life from April 9, 1953, to termination. The commissions included a termination fee
of $50,694. 73, an annual principal commission of $1,279. 42, and an annual income
commission of $1,920. 52. The IRS disallowed deductions for portions of the annual
principal and termination commissions, allocating them to tax-exempt income based
on ratios of tax-exempt to total income realized during the trust’s life and the year
1969.

Procedural History

The IRS asserted a deficiency in Fabens’s 1969 income tax, which led to a dispute
over the deductibility of the fiduciary commissions. The case was brought before the
United States Tax Court, where the only issue remaining was the allocation of the
commissions between taxable and tax-exempt income.

Issue(s)

1. Whether the IRS’s method of allocating the annual principal commission between
taxable and tax-exempt income was reasonable under section 1. 265-1(c) of the
Income Tax Regulations.

2. Whether the IRS’s method of allocating the termination fee between taxable and
tax-exempt income was reasonable under section 1. 265-1(c) of the Income Tax
Regulations.

Holding

1. Yes, because the IRS’s method, which allocated the commission based on the ratio
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of tax-exempt ordinary income to total ordinary income realized during 1969, was
reasonable under the facts and circumstances of the case.

2. Yes, because the IRS’s method, which allocated the termination fee based on the
ratio of tax-exempt income to total income realized over the life of the trust, was
reasonable and did not require the inclusion of unrealized capital gains.

Court’s Reasoning

The court applied section 265 of the Internal Revenue Code, which disallows
deductions for expenses allocable to tax-exempt income. The IRS’s allocation
methods were scrutinized under section 1. 265-1(c) of the Income Tax Regulations,
which requires a reasonable allocation based on all facts and circumstances. The
court rejected Fabens’s argument to include unrealized capital gains in the
allocation formula, citing the speculative nature of such gains. The court
emphasized that realized income over the life of the trust was a fair basis for
allocation, consistent with prior case law such as Whittemore v. United States. The
court also considered the interplay between sections 265 and subchapter ] of the
Code, which deals with the taxation of trusts, but found that the IRS’s allocations
were sustainable under section 265 alone.

Practical Implications

This decision clarifies that when allocating trust expenses between taxable and tax-
exempt income, realized income over the trust’s life should be considered, while
unrealized capital gains should not. This ruling impacts how attorneys and tax
professionals should structure and allocate expenses in trusts holding both types of
securities. It suggests a cautious approach to deductions related to tax-exempt
income and reinforces the IRS’s authority to disallow deductions based on
reasonable allocation methods. Subsequent cases have cited Fabens in upholding
similar IRS allocations, emphasizing the importance of a factual and reasonable
basis for any allocation.
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