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Werner A. Wieboldt, 5 T.C. 954 (1945)

When settlors create reciprocal trusts, granting each other powers over the other’s
trust that are substantially equivalent to powers they would have retained in their
own, the settlors may be treated as owners of the trusts for income tax purposes.

Summary

Werner and Pearl Wieboldt created separate but reciprocal trusts for their children,
granting each other significant powers over the other’s trust, including the power to
alter,  amend, or terminate the trust.  The Tax Court held that each settlor was
taxable on the income of the trust they effectively controlled, despite not being the
nominal grantor. The court reasoned that the reciprocal arrangement allowed each
settlor to retain substantial control over the trust assets and income, warranting
treating them as the de facto owners for tax purposes. This decision emphasizes the
importance of considering the substance of trust arrangements over their formal
structure to prevent tax avoidance.

Facts

Werner and Pearl Wieboldt each created a trust for the primary benefit of their
children. The trust instruments named a trust company as trustee. Each trustor gave
the other spouse the right to alter, amend, or terminate the trust, and to direct the
trustee regarding the sale, retention, and reinvestment of trust properties. Werner
was also given the right to direct the voting of stock in Wieboldt corporations held
by Pearl’s trust. The trusts were created within days of each other, with similar
terms, conditions, and property values. The trust instruments expressly stated that
no interest in the principal or income of the trust estate should ever accrue to the
benefit of the settlor.

Procedural History

The Commissioner of Internal Revenue determined that Werner and Pearl  were
liable for tax on the income of their respective trusts. The Wieboldts petitioned the
Tax Court for a redetermination of the deficiencies. The Tax Court consolidated the
cases for consideration.

Issue(s)

Whether the settlors of reciprocal trusts, who granted each other powers over the
other’s trust,  are taxable on the income of those trusts under Section 22(a) or
Sections 166 and 167 of the Internal Revenue Code.

Holding

Yes, because the reciprocal arrangement effectively allowed each settlor to retain
substantial  control  over  the  distribution  of  income  and  principal  and  the
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management of trust properties. The court found that the powers exchanged were
so significant that each petitioner should be treated as the settlor of the trust estate
they dominated.

Court’s Reasoning

The court found that neither petitioner was taxable under sections 166 or 167, as
each grantor gave away their whole interest in the trust property and income, with
the indenture prohibiting any alteration that would benefit them. However, the court
determined that the reciprocal nature of the trusts was critical. The court stated,
“The significant factor is that each settlor gave the other the right to alter, amend,
or terminate the trust. Such power, though not exercisable for the benefit of the
grantor,  otherwise seems to  be a  general  one.”  The court  reasoned that  while
neither petitioner had a beneficial interest in either trust, the power and control
over distribution and management, though lost under their own indenture, were
regained under the other’s. The court emphasized the reality of the situation over
the mere form. Referring to prior precedent, the court noted that the rights held
were among “the important attributes of property ownership.” The court concluded
that the petitioners should be treated as the settlor of the trust estate which he (she)
dominated.

Practical Implications

This case demonstrates the application of the reciprocal trust doctrine. Taxpayers
cannot avoid grantor trust rules by creating trusts that appear independent but are,
in substance, interconnected. The case serves as a warning against using reciprocal
arrangements to circumvent tax laws. It highlights the importance of considering
the substance of a transaction over its form when determining tax consequences.
Legal  professionals  should  carefully  analyze  trust  arrangements  for  reciprocal
provisions that could trigger the grantor trust rules, even if the grantor does not
directly retain control. Later cases have cited Wieboldt to reinforce the principle
that  reciprocal  arrangements  can  be  disregarded  for  tax  purposes  when  they
effectively grant the settlors control over the trust property.


