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3 T.C. 1142 (1944)

Income from a long-term irrevocable trust is  not taxable to the grantor merely
because the trustee (even if the grantor) has broad discretionary powers, including
the potential to use income for the support of beneficiaries the grantor is legally
obligated to support, unless such income is actually used for that purpose.

Summary

David Small created an irrevocable trust, naming himself as trustee, for the benefit
of  his  children.  The  trust  granted  broad  powers  to  the  trustee,  including  the
discretion to use income for the children’s support. The Commissioner of Internal
Revenue argued that the trust income should be taxed to Small under Section 22(a)
or 167 of the Revenue Act of 1938. The Tax Court held that the trust income was not
taxable to Small because the trust was irrevocable, Small possessed the powers as a
fiduciary, and the income was not actually used for the children’s support. This
decision was influenced by the retroactive legislative repeal of a Supreme Court
case that had cast doubt on similar prior Tax Court rulings.

Facts

David Small created an irrevocable trust on December 28, 1938, transferring 250
shares  of  Walsh  Construction  Co.  stock  to  himself  as  trustee.  The  trust’s
beneficiaries were Small’s children from his marriage to Florence Jane Small. The
trustee was to pay net income in equal shares to the surviving children. The trust
was to terminate upon the death of Small’s two oldest daughters, at which time the
principal would be divided among the surviving children or their issue. The trust
granted the trustee broad powers to manage the trust assets. Small filed a gift tax
return on the stock transferred to the trust.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against David Small for
the 1938 and 1939 tax years, arguing that the trust income was taxable to him.
Small petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

Whether the income from the trust is taxable to the petitioner under either Section
22(a) or Section 167 of the Revenue Act of 1938.

Holding

No, because the trust was irrevocable, the grantor held the powers as a fiduciary,
and the income was not used for the support of beneficiaries the grantor was legally
obligated to support.
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Court’s Reasoning

The Tax Court relied on its prior decision in Frederick Ayer, 45 B.T.A. 146, which
involved a similar trust with broad management powers and the potential to use
income for the support of minor children. In Ayer, the Board of Tax Appeals held
that the grantor was not taxable under Section 22(a). The court acknowledged that
the Supreme Court’s decision in Helvering v. Stuart, 317 U.S. 154, had cast doubt
on the correctness of the Ayer decision. However, Congress subsequently enacted
Section 134 of  the Revenue Act  of  1943,  which effectively  reversed the Stuart
decision and reinstated the rule that trust income is not taxable to the grantor
merely because it could be used for the support of dependents, unless it is actually
so used. The Court stated that, based on the legislative action and existing facts, the
result  in  Ayer  was  “now  reestablished”.  The  court  also  dismissed  the
Commissioner’s argument based on a clause in the trust instrument expressing
Small’s  desire to maintain his residence for his children, because the condition
precedent (acquiring the property as part of the trust estate) had not been met.

Practical Implications

This case illustrates the importance of the grantor trust rules and the impact of
legislative changes on tax law. It highlights that a grantor can create a valid trust
for the benefit  of  family members without necessarily being taxed on the trust
income, provided the grantor acts as a fiduciary and the trust income is not used to
discharge the grantor’s legal obligations of support. The decision emphasizes the
significance of Section 134 of the Revenue Act of  1943 (now codified in IRC §
677(b)), which provides a specific exception to the general rule that trust income
used to discharge a grantor’s legal obligations is taxable to the grantor. This case
serves as a reminder that the tax consequences of trusts are highly fact-specific and
require careful consideration of the trust instrument and applicable law. Later cases
distinguish themselves based on whether the grantor retained powers beyond those
of a typical trustee, or whether the trust income was in fact used to satisfy the
grantor’s support obligations.


