Brown v. Commissioner, 70 T. C. 1049 (1978)

Investment tax credit recapture for trusts must occur in the year the trust’s interest
in section 38 property is reduced to zero, as determined by state law governing trust
termination.

Summary

In Brown v. Commissioner, the Tax Court ruled on the timing of investment tax
credit recapture for 12 related trusts that were beneficiaries of a limited
partnership. The trusts were set to terminate on December 31, 1972, and the court
found that the trusts’ interests in the partnership’s section 38 property ceased on
that date, triggering recapture in 1972, not 1973. This decision hinged on the
interpretation of Indiana state law regarding trust termination and the application of
federal tax regulations. The ruling prevented the imposition of tax penalties for late
filings in 1973, as there was no taxable income for that year due to the recapture
occurring in 1972.

Facts

Robert N. Brown, Elizabeth B. Marshall, and Richard Brown created 12 trusts in
1962, each holding a fractional interest in a partnership called Home News
Enterprises (News). The trusts were set to terminate on December 31, 1972, or
upon the earlier death of the beneficiary or grantor. The partnership agreement also
stipulated termination on December 31, 1972. On that date, the grantors formed a
new general partnership to continue the business. The trusts had claimed
investment tax credits for qualified investments in 1967, 1968, 1969, 1971, and
1972. The IRS determined that the trusts should have recaptured these credits in
1973, leading to deficiencies and penalties for late filings in that year.

Procedural History

The IRS issued notices of deficiency to the beneficiaries of the trusts in 1978,
asserting that the investment tax credit recapture should have occurred in 1973.
The petitioners contested this, arguing for recapture in 1972. The case was
submitted to the U. S. Tax Court without trial under Rule 122, and the court’s
decision was based on stipulated facts and legal arguments.

Issue(s)

1. Whether the recapture of investment credits distributed to the trusts should have
occurred in 1972 or 1973.

Holding

1. No, because the trusts’ interests in the partnership’s section 38 property were
reduced to zero on December 31, 1972, under Indiana law, requiring recapture in
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1972.
Court’s Reasoning

The court applied section 47 of the Internal Revenue Code and related regulations,
which require recapture when a partner’s interest in section 38 property is reduced.
The trusts’ interests were reduced to zero upon termination on December 31, 1972,
as per the trust agreements and Indiana law. The court emphasized that the trusts’
interests in the partnership assets ended on that date, regardless of the
partnership’s continuation. The court referenced Charbonnet v. United States and
cited section 1. 47-6(a)(2) of the Income Tax Regulations to support its conclusion
that recapture was triggered in 1972. The court also addressed the respondent’s
argument about the holding period, clarifying that including the date of disposition
in the calculation did not change the fact that the trusts’ interests ceased on
December 31, 1972.

Practical Implications

This decision clarifies that the timing of investment tax credit recapture for trusts is
determined by the state law governing trust termination. Practitioners must
carefully review trust agreements and applicable state laws to determine when a
trust’s interest in partnership assets ends, as this will dictate the year of recapture.
The ruling may affect how trusts plan for and report investment tax credits,
especially in cases where trusts are used in partnership structures. It also
underscores the importance of timely and accurate tax filings to avoid penalties, as
the court’s decision eliminated the need for penalties in 1973 due to the recapture
occurring in 1972. Subsequent cases involving similar issues should consider this
precedent when determining the appropriate year for recapture.
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