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<strong><em>Estate of Levi T. Scofield, Douglas F. Schofield, Trustee, et al., 25
T.C. 774 (1956)</em></strong></p>

<p class="key-principle">A trust cannot claim a net operating loss for tax purposes
if the loss was not sustained within the taxable year, such as in the case of an
embezzlement  where  the  damage  was  done  prior  to  the  year  in  question.
Additionally, a trust formed to conduct a business and divide profits is taxable as an
association, similar to a corporation.</p>

<p><strong>Summary</strong></p>
<p>The Estate of Levi T. Scofield contested several tax deficiencies. The Tax Court
addressed the validity of a deficiency notice, the deductibility of a loss due to trust
fund  diversions,  the  tax  treatment  of  distributions  to  beneficiaries,  and  the
application  of  special  tax  provisions  for  back  pay.  The  court  invalidated  the
deficiency notice for a fractional year, determined that the trust had not sustained a
deductible loss in the relevant year because the loss occurred in a prior year, upheld
the taxability of beneficiary distributions as income, and ruled that a trustee's fees
were not considered back pay for tax purposes. Furthermore, the court held that a
land  trust,  established  to  manage  property  for  profit,  was  taxable  as  a
corporation.</p>

<p><strong>Facts</strong></p>
<p>Levi T. Scofield established a testamentary trust for his family. William and
Sherman Scofield, the original trustees, diverted significant trust funds. Douglas F.
Schofield  became  successor  trustee  and  brought  legal  actions  to  recover  the
diverted funds. The trust claimed a net operating loss in 1948, carrying it back to
prior years. Additionally, Douglas Schofield sought preferential tax treatment for
trustee fees,  and a  land trust  was created by the beneficiaries  to  manage the
Schofield  Building.  The  IRS  assessed  deficiencies  against  the  trust  and  its
beneficiaries, leading to the tax court case.</p>

<p><strong>Procedural History</strong></p>
<p>The Commissioner of Internal Revenue determined tax deficiencies against the
Estate of Levi T. Scofield, the beneficiaries, and related trusts for various years. The
taxpayers  filed  petitions  with  the  United  States  Tax  Court  to  contest  these
deficiencies and claim refunds. The Tax Court consolidated the cases and rendered a
decision addressing the various issues raised by the petitioners.</p>

<p><strong>Issue(s)</strong></p>
<p>1. Whether the deficiency notice for the period January 1 to June 30, 1948, was
a valid deficiency notice for the year 1948.</p>
<p>2. Whether the testamentary trust sustained a net operating loss in 1948 due to
fund diversions.</p>
<p>3. If so, were distributions to the beneficiaries of such trust in 1946, 1947, and
1948 distributions of corpus rather than distributions of income.</p>
<p>4. Whether a recovery by the testamentary trust of $10,000 in 1948 constituted
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taxable income or a return of capital.</p>
<p>5. Whether Douglas F. Schofield was entitled to report trustee fees under I.R.C.
§107(d) (special tax rules applicable to back pay).</p>
<p>6. If so, were the amounts paid to Josephine Schofield Thompson deductible
from those fees.</p>
<p>7. Whether the Schofield Building Land Trust was an association taxable as a
corporation.</p>

<p><strong>Holding</strong></p>
<p>1. No, because the IRS cannot determine a deficiency for a portion of  the
correct taxable year.</p>
<p>2. No, because the loss was sustained prior to 1948.</p>
<p>3. No, because the trust did not sustain a net operating loss in 1948.</p>
<p>4. Did not decide, due to ruling on Issue 1.</p>
<p>5. No, because trustee fees do not constitute "back pay" within the meaning of
the statute.</p>
<p>6. Did not decide, due to ruling on Issue 5.</p>
<p>7. Yes, because the land trust was operated as a business.</p>

<p><strong>Court's Reasoning</strong></p>
<p>The court first addressed the procedural defect in the IRS's deficiency notice.
The court cited prior case law to emphasize that the IRS lacks authority to assess a
deficiency for part of a taxpayer's correct taxable year, therefore the notice was
invalid. The court also held that the trust's loss occurred when the embezzlement
happened prior to 1948. The court found that the loss was not sustained in the year
claimed, and was not deductible, as it was tied to events of a prior year. The court
then  reasoned  that  because  the  trust  did  not  sustain  a  net  operating  loss,
distributions were correctly reported as income. The court examined the legislative
history of I.R.C. §107(d), concluding that Congress intended the provision to apply to
wage earners, not fiduciaries, therefore the tax break did not apply. Finally, the
court  found  that  the  land  trust,  operated  for  business  purposes,  and  the
beneficiaries' association resembled a corporate structure, so it was properly taxed
as a corporation under the definition of association in the code.</p>

<p><strong>Practical Implications</strong></p>
<p>This case emphasizes that the timing of loss deductions is crucial; losses must
be  "sustained"  within  the  taxable  year.  This  case  reinforces  the  IRS  rule  on
deficiency  notices  for  portions  of  the  tax  year.  For  trusts,  it  highlights  the
importance of distinguishing between true trusts and business-like entities. Trusts
operating a business face tax treatment similar to corporations. The case underlines
the  importance  of  understanding  the  intent  and  scope  of  tax  code  provisions,
especially when claiming special deductions.</p>


