
© 2025 SCOTUSreports.com. All rights reserved. | 1

Loeb v. Commissioner, 5 T.C. 1072 (1945)

A grantor is taxable on trust income used to satisfy their personal obligations, even
if the trust owns the stock generating the income, and the grantor is also taxable on
the  portion  of  trust  income  that,  at  the  trustee’s  discretion,  may  be  used  to
discharge grantor’s legal obligations.

Summary

Loeb created trusts for his sons, funding them with stock previously pledged as
collateral for a debt. A pre-existing agreement required 75% of the dividends from
the stock to be paid to a creditor. The IRS argued that the dividends were taxable to
Loeb under sections 22(a), 166, and 167 of the Internal Revenue Code. The Tax
Court held that Loeb was taxable on the entire amount of the dividends (less trust
expenses). The 75% paid to the creditor was constructively received by Loeb, as it
satisfied his personal obligation, and the remaining 25% was also taxable to him
because the trustee had the discretion to use it to pay off another of Loeb’s debts.

Facts

Loeb pledged stock to secure a debt. Later, he entered into an agreement where his
personal liability on the debt was extinguished in exchange for pledging the stock
and  agreeing  to  pay  75% of  the  stock’s  dividends  to  the  creditor.  Loeb  then
transferred  the  stock  to  trusts  for  his  sons,  subject  to  the  dividend  payment
agreement. The trust instrument allowed the trustees to use the income to reduce
liens against the trust estate. Loeb remained personally liable on another debt, the
Pick debt.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Loeb’s income tax
for 1939 and 1940, arguing the trust dividends were taxable to him. Loeb appealed
to the Tax Court, contesting the Commissioner’s determination.

Issue(s)

1. Whether the dividends paid to the creditor under the pre-existing agreement are
taxable to Loeb as constructive income?

2. Whether the remaining trust income, which could be used to discharge Loeb’s
other personal debts, is taxable to Loeb under Section 167(a)(2) of the Internal
Revenue Code?

Holding

1.  Yes,  because  Loeb  secured  release  from his  debt  liability  by  assuming  the
obligation to pay a percentage of the dividends to the creditor, so the payments
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made from dividends were in satisfaction of Loeb’s obligation.

2. Yes, because the trustees had discretion to use the remaining income to discharge
Loeb’s personal debt (the Pick debt), making Loeb taxable on that portion of the
income under Section 167(a)(2) of the Internal Revenue Code.

Court’s Reasoning

The court  reasoned that  Loeb’s  agreement to pay 75% of  the dividends to the
creditor was an obligation undertaken for his own economic advantage, since he was
released  from  the  original  debt.  Therefore,  payments  made  pursuant  to  this
agreement were constructively received by Loeb, regardless of the trust’s ownership
of the stock. The court stated, “The transfers to the trusts involved here were in fact
made specifically subject to the requirements of petitioner’s contract with Adler. The
payments made to Adler out of the dividends after the transfer were therefore made
at  his  direction  in  satisfaction  of  petitioner’s  obligation,  assumed  for  his  own
economic advantage.” As for the remaining 25% of the dividends, the court applied
Section 167(a)(2), which taxes trust income to the grantor if it may be distributed to
the grantor or used to discharge their obligations. Since the trustees could use this
income to pay off the Pick debt, on which Loeb was personally liable, the income
was taxable to Loeb.

Practical Implications

This  case  reinforces  the  principle  that  grantors  cannot  avoid  tax  liability  by
transferring income-producing assets to a trust while retaining control over the
income’s  disposition or  using it  to  satisfy  personal  obligations.  When analyzing
similar cases,  attorneys should scrutinize the trust  agreement to determine the
grantor’s level of control over trust income and how the income is actually being
used. This case emphasizes that the IRS and courts will look beyond the formal
ownership  of  assets  to  determine  who  ultimately  benefits  from  the  income
generated. It serves as a caution to taxpayers attempting to use trusts as a tax
avoidance tool, particularly where the grantor remains the primary beneficiary or
has the power to direct the income’s use. Later cases have cited Loeb to reinforce
the idea that trust income used to discharge a grantor’s obligations is taxable to the
grantor.


