Fitzgerald v. Commissioner, 4 T.C. 494 (1944)

A trustee is not required to withhold income taxes from trust distributions to
beneficiaries, even if the trust was established by a non-resident alien who may be
liable for taxes on the trust income.

Summary

The case addresses whether a trustee can be compelled to withhold income tax on
trust distributions to a divorced wife and children, where the trust was created by
the non-resident alien father. The Tax Court held that the trustee was not required
to withhold because the trust income belonged to the beneficiaries, not the non-
resident alien, for purposes of property rights. The court reasoned that the
withholding provisions of the tax code require that the trustee have “control,
receipt, custody, disposal, or payment of income of any nonresident alien
individual,” and this was not the case here, as the income belonged to the
beneficiaries.

Facts

A trust was established for the benefit of the ex-wife and children of Fitzgerald, a
non-resident alien. The trust was created pursuant to a divorce decree and a
separate agreement. The trustee made distributions to the beneficiaries. The
Commissioner sought to collect income taxes from the trustee, arguing that the
income was attributable to Fitzgerald and thus subject to withholding. The
Commissioner also attempted to hold the trustee liable as a fiduciary for failing to
pay Fitzgerald’s tax obligations.

Procedural History

The Commissioner determined deficiencies against the trustee. The trustee
petitioned the Tax Court for a redetermination. An earlier case involving the same
family, Princess Lida of Thurn and Taxis, 37 B.T.A. 41, addressed the taxability of
the trust distributions to the divorced wife, holding that the income was received as
alimony and not taxable to her.

Issue(s)

1. Whether the trustee was required to withhold income tax from distributions to the
beneficiaries under Section 143 of the relevant revenue acts, because the income
was allegedly attributable to the non-resident alien creator of the trust?

2. Whether the trustee could be held liable as a fiduciary under Section 3467 for
paying debts of the trust (distributions to beneficiaries) before satisfying the tax
obligations of the non-resident alien?

Holding
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1. No, because the trust income, as a matter of property right, belonged to the
beneficiaries, not the non-resident alien; therefore, the withholding requirements
were not met.

2. No, because the tax obligation was that of the non-resident alien, not of the trust
or its beneficiaries; therefore, the trustee had no obligation to use trust property to
discharge the alien’s tax debt.

Court’s Reasoning

The court distinguished between attributing income to a taxpayer for income tax
purposes and determining ownership of property under general property law. Even
if the income could be attributed to the non-resident alien for tax liability purposes
(citing Douglas v. Willcuts, 296 U.S. 1 (1935)), the court emphasized that the
withholding obligation under Section 143 only applied if the trustee had control,
receipt, custody, disposal, or payment of income of a nonresident alien. The court
stated, “We think it clear that in a case of this kind the rights of the collector rise no
higher than those of the taxpayer whose right to property is sought to be levied on”
citing Karno-Smith Co. v. Maloney (C. C. A., 3d Cir.), 112 Fed. (2d) 690, 692.
Because the income legally belonged to the beneficiaries, the trustee had no duty to
withhold taxes on behalf of the alien. Regarding Section 3467, the court emphasized
that it was designed to prevent fiduciaries from voluntarily preferring other debts
over those owed to the United States. The court found that the tax was not due by
the trust estate or its beneficiaries, and the trustee had no election to use estate
property to pay the alien’s tax debt.

Practical Implications

This case clarifies the limitations on the government’s ability to collect taxes from
trusts when the grantor is a non-resident alien. It highlights the importance of
distinguishing between income attribution for tax purposes and actual property
rights. Trustees can rely on this case to argue against withholding obligations when
trust income legally belongs to beneficiaries who are not the taxpayers in question.
Later cases may have expanded the reach of tax liens, but the underlying principle
regarding fiduciary duty remains relevant. This decision underscores that the IRS’s
rights to collect taxes from a trust are limited to the taxpayer’s actual property
rights within that trust, preventing the imposition of tax obligations on legitimately
separate entities or individuals.
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