McCutchin v. Commissioner, 4 T.C. 1242 (1945)

A grantor is taxed on trust income if they retain substantial control over the trust
property, but the mere existence of fiduciary powers as trustee does not
automatically subject the grantor to tax, unless they realize economic gain from the
trust.

Summary

The Tax Court addressed whether the grantor of several trusts should be taxed on
the trust income under Section 22(a) of the Internal Revenue Code and the principle
of Helvering v. Clifford. The court held that the grantor was taxable on the income
from trusts established for his parents but not on the income from trusts for his
children, as the grantor retained too much control over the parent’s trusts. The
court also addressed whether intangible drilling and development costs could be
deducted as expenses. The court disallowed the deduction because the drilling was
required as part of the consideration for acquiring the lease.

Facts

Alex McCutchin created four irrevocable trusts: two for the benefit of his minor
children (Jerry and Gene) and two for the benefit of his parents (Carrie and J.A.
McCutchin). McCutchin served as the trustee, initially through the McCutchin
Investment Co., of which he owned all the shares. The trust instruments gave
McCutchin broad powers to manage the trusts. For the children’s trusts, income was
to be accumulated until they reached 21, then distributed at the trustee’s discretion
until age 25, and fully distributed thereafter. For the parent’s trusts, the trustee had
discretion to distribute income or corpus for their needs and welfare, with any
undistributed income passing to McCutchin’s sons upon the parent’s death.
McCutchin also purchased four oil properties, with the trusts contributing part of
the consideration in return for oil payments. McCutchin deducted intangible drilling
costs, which the Commissioner disallowed.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Alex
McCutchin and his wife, arguing that the income from the trusts should be
attributed to them and that the intangible drilling costs were not deductible.
McCutchin petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

1. Whether the income from the four trusts is taxable to the petitioners under
Section 22(a) of the Internal Revenue Code and the principle of Helvering v.
Clifford.

2. Whether the intangible drilling and development costs incurred in drilling oil
wells are deductible as expenses.
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Holding

1. Yes, in part, because the petitioner retained significant control over the trusts
established for his parents, but not the trusts for his children.

2. No, because the drilling was required as part of the consideration for the
acquisition of the lease.

Court’s Reasoning

Regarding the trusts, the court found that McCutchin’s control over the McCutchin
Investment Co. meant he should be treated as the actual trustee. While the trusts
were irrevocable, the crucial issue was the extent of control McCutchin retained.
For the children’s trusts, the court emphasized that the trustee’s powers were
fiduciary and subject to judicial oversight, stating, “the possession of such fiduciary
powers as here vested in the trustee does not in and of itself serve to subject the
grantor to a tax on the income of the trusts.” Citing David Small, the court noted
that even broad management powers and discretionary income distribution don’t
automatically trigger grantor trust rules. Because the devolution of the corpora of
the trusts was fixed by the terms of the trust instruments, the petitioner did not
retain enough control to be taxed on the income. However, for the parents’ trusts,
McCutchin’s broad discretion in distributing income or corpus for their needs,
coupled with management powers, was deemed sufficient to render him taxable,
relying on Louis Stockstrom. Regarding the drilling costs, the court relied on F.H.E.
Oil Co., stating that the option to expense intangible drilling costs does not extend to
costs incurred when drilling is required as consideration for the lease. The court
found that because “under the terms of the instant lease petitioner was obligated to
drill in order to avoid termination of the lease in whole or in part,” the deduction
should be disallowed.

Practical Implications

This case provides guidance on the application of grantor trust rules, emphasizing
that mere fiduciary powers are insufficient to trigger taxation; economic benefit to
the grantor is key. It highlights the importance of carefully structuring trusts to
avoid grantor control, particularly when distributions are discretionary. The decision
regarding intangible drilling costs clarifies that costs incurred as a condition of a
lease are capital expenditures, not deductible expenses. This informs tax planning
for oil and gas ventures, compelling capitalization and depletion rather than
immediate expensing of drilling costs required to secure a lease. Later cases have
continued to refine the analysis of grantor trust powers, focusing on the economic
realities of control and benefit.
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