1T.C. 442 (1943)

The grantor of a trust remains taxable on the trust’s income under Section 22(a) of
the Internal Revenue Code if they retain substantial control over the trust assets,
regardless of the trust’s duration, especially when combined with an intimate family
relationship with the beneficiaries.

Summary

Verne Marshall created a trust naming himself, his wife, and a third party as
trustees, with income payable to his wife for life. Marshall retained significant
control over the trust’s investments and management. The Commissioner of Internal
Revenue determined that the trust income was taxable to Marshall. The Tax Court
upheld the Commissioner’s decision, finding that Marshall retained substantial
ownership and control over the trust assets, similar to the situation in Helvering v.
Clifford, making him taxable on the trust’s income despite the lifetime term of the
trust for his wife.

Facts

Verne Marshall, editor of a newspaper, transferred 125 shares of stock to a trust on
June 9, 1939. He, his wife, and William Crawford were named as trustees. The trust
provided a $4,000 annual payment to Marshall’s wife for life. Marshall retained the
right to direct the trustees on investments and to issue voting proxies. The trust was
irrevocable, but Marshall could appoint new trustees if one resigned or died, and his
opinion controlled trustee decisions. Marshall also transferred life insurance policies
to the trust but retained significant control over these policies.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against Marshall,
claiming the trust income was taxable to him. Marshall challenged this assessment
in the Tax Court. The Tax Court upheld the Commissioner’s determination, finding
that Marshall retained substantial control over the trust.

Issue(s)

Whether the income from a trust is taxable to the grantor when the grantor retains
substantial control over the trust assets and the income is primarily for the benefit
of the grantor’s family, even if the trust is not a short-term trust?

Holding

Yes, because Marshall retained significant control over the trust’s investments and
management, making him taxable on the trust’s income, aligning with the principles
established in Helvering v. Clifford despite the trust’s lifetime duration for his wife.
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Court’s Reasoning

The court reasoned that the crucial factor was Marshall’s retained control over the
trust, not solely the length of the trust term. The court emphasized that Marshall
held “practically every power which he had over his property prior to its execution.”
The court distinguished this case from others where the length of the term was
considered significant, noting that in those cases, the grantor often lacked the same
degree of control or the close family relationship present here. It cited Cory v.
Commissioner, noting, “It is the blend of all the reserved rights, not any one right,
which leads to a conclusion that the grantor has retained the incidents of
‘substantial ownership’ and is, thus, the proper taxable person.” The court
acknowledged differing views among courts but maintained that the length of the
term is just one factor. It emphasized that Marshall retained complete control over
investments, giving him “rather complete assurance that the trust will not affect any
substantial change in his economic position.”

Practical Implications

This case reinforces the principle that the grantor’s control over a trust is a critical
factor in determining income tax liability, irrespective of the trust’s duration.
Attorneys drafting trust agreements must carefully consider the powers retained by
the grantor to avoid unintended tax consequences. It highlights that even long-term
trusts can be deemed grantor trusts if the grantor retains substantial control,
particularly when the beneficiaries are family members. Later cases applying
Marshall have focused on analyzing the specific bundle of rights retained by the
grantor to determine whether they amount to “substantial ownership.” It serves as a
caution against using trusts primarily for tax avoidance without genuinely
relinquishing control over the assets.
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