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Fischer v. Commissioner, 14 T.C. 792 (1950)

The grantor of a trust is not taxed on the trust’s income unless they retain sufficient
control over the trust to effectively be considered the owner of the income.

Summary

The Tax Court addressed whether income from trusts created by petitioners for their
minor children should be included in the petitioners’ gross community income under
Section 22(a) of the Internal Revenue Code. The court found that the petitioners did
not retain enough control over the trusts to warrant taxing the trust income to them.
The Court also addressed issues regarding the sale of oil and gas leases, the timing
of  capital  gains,  the  worthlessness  of  investments,  and  the  timing  of  income
recognition for a check received for legal services.

Facts

L.M. Fischer and his wife created four trusts for the benefit of their two minor
children. The trust instruments stipulated that the income and corpus should not be
used for  the  support,  maintenance,  or  education  of  the  beneficiaries.  In  1943,
Fischer  invested  $7,000  of  trust  funds  in  gas  leases,  which  ultimately  proved
unsuccessful. Fischer also received $15,000 from Agua Dulce Co. for an interest in
oil and gas leases. Fischer received a check for legal services on December 31,
1942, but agreed not to deposit it until 1943.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the Fischers,
arguing that the trust income was taxable to them, that Fischer realized a gain on
the sale of leases, that the gain was a short-term capital gain, that the investment in
the leases did not become worthless in 1943, and that the check for legal services
constituted  taxable  income in  1942.  The Fischers  petitioned the  Tax  Court  for
review.

Issue(s)

Whether the income of the four trusts is includible in the petitioners’ gross1.
community income under Section 22(a) of the Internal Revenue Code.
Whether the receipt by L.M. Fischer of $15,000 from Agua Dulce Co. for an2.
interest in oil and gas leases constituted a sale.
Whether any gain realized from the sale of leases was a short-term or long-3.
term capital gain.
Whether the petitioners’ investment in the Banquette leases became worthless4.
in 1943.
Whether a check in payment of legal services received on December 31, 1942,5.
but not deposited until February 10, 1943, constituted taxable income in 1942.
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Holding

No, because the grantors of the trusts did not retain sufficient rights to1.
attribute taxability to them.
Yes, because Fischer sold part of his interest in the Banquette leases to Agua2.
Dulce Co.
The gain was neither short term nor long term, because the sale was made on3.
December 31, 1943, so the gain will be taxed accordingly.
No, because Fischer’s subsequent investment in 1944 indicated that the leases4.
were not considered worthless in 1943.
No, because the check was subject to a substantial restriction that it would not5.
be deposited until after the first of the year 1943, therefore it was not income
in 1942.

Court’s Reasoning

The court reasoned that the terms of the trusts did not permit beneficial enjoyment
of the income by anyone other than the beneficiaries and that the trustee’s power to
withhold income did not make the income subject to the trustee’s personal use. It
emphasized that the trust instruments prohibited the use of income or corpus for the
beneficiaries’  support,  maintenance,  or  education.  The  court  stated,  “Was  the
‘bundle of rights’ retained by the grantors of these trusts shown to be sufficient to
warrant the taxation of the trust income to the petitioners? Our answer is that there
was not here such a retention of rights as to attribute taxability to petitioners.” The
court determined Fischer sold the lease interest to the Agua Dulce Company and,
because he made a formal conveyance to the Agua Dulce Co. on December 31, 1943,
that was when the sale was made. Further, the court found that because Fischer
made a further investment of $5,000 in the drilling of the second well in 1944, his
action  “did  not  corroborate,  rather  it  negatives,  the  petitioner’s  claim  of
worthlessness” in 1943. Finally, the court reasoned, “Income is not realized until the
taxpayer has the funds under his dominion and control, free from any substantial
restriction as to the use thereof,” and therefore the money was not taxable income
in 1942.

Practical Implications

This case illustrates the importance of carefully structuring trusts to avoid grantor
trust status. It emphasizes that merely being the trustee does not automatically
make  the  grantor  the  owner  of  the  trust  income  for  tax  purposes.  The  case
highlights the need for a clear separation of control and benefit to avoid adverse tax
consequences. It also provides guidance on determining the timing of a sale for
capital gains purposes, emphasizing the importance of the formal conveyance of
property rights. Additionally, the case underscores that a taxpayer’s actions can
contradict their claims about the worthlessness of an investment, and the presence
of substantial restrictions can affect the year in which income is recognized.


