7T.C. 1171 (1946)

Trust income is not taxable to the grantor when the grantor’s retained powers are
limited and primarily for the beneficiary’s benefit, and the grantor does not actually
realize any economic benefit from the trust.

Summary

Arthur L. Blakeslee created trusts for his daughter, naming a bank as trustee. He
reserved powers to vote stock, veto sales, consent to investments, substitute
trustees, and defer distribution. The Tax Court addressed whether the trust income
was taxable to Blakeslee under Section 22(a) or 167 of the Internal Revenue Code.
The court held that the trust income was not taxable to Blakeslee because his
retained powers were limited, intended for the daughter’s benefit, and he did not
exercise them to his advantage. This case demonstrates that a grantor can retain
certain powers over a trust without being taxed on the income, provided those
powers are not used for personal benefit.

Facts

Arthur L. Blakeslee created two trusts for his daughter, Betty, in 1934 and 1935.
The trusts’ assets included stock in Kalamazoo Stove Co., of which Blakeslee was
president, and other securities. Blakeslee reserved the right to vote the Stove Co.
stock, veto its sale, consent to investment of trust income, substitute trustees, and
defer distribution. These powers were intended to protect the beneficiary,
particularly given the bank’s uncertain financial situation at the time and Betty’s
youth. The trust agreements directed the trustee to use income for Betty’s education
until she turned 21, with any unexpended income to be accumulated.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Blakeslee’s
income tax for 1941, arguing he was taxable on the trust income. Blakeslee
petitioned the Tax Court, contesting the deficiency. The Tax Court ruled in favor of
Blakeslee, finding the trust income not taxable to him.

Issue(s)

Whether the petitioner is taxable on the income from two trusts created by him
under the provisions of Section 22(a) or Section 167 of the Internal Revenue Code.

Holding

No, because the grantor’s reserved powers were limited, intended for the
beneficiary’s protection, and the grantor did not realize any personal gain or
economic benefit from the trust.
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Court’s Reasoning

The court relied on previous cases like Frederick Ayer, 45 B.T.A. 146, and David
Small, 3 T.C. 1142, which established that a grantor is not taxed on trust income
when their retained powers are limited and primarily for the beneficiary’s benefit.
The court emphasized that Blakeslee’s reserved powers were suggested by the
bank’s trust officer due to the bank’s uncertain financial status and were intended to
protect the beneficiary. Blakeslee never exercised his right to vote the Stove Co.
stock or veto its sale, and he only formally consented to sales of the stock. The court
found that Blakeslee did not retain dispositive control over the income or corpus and
never realized any economic benefit from the trust. The court distinguished
Helvering v. Clifford, noting that in this case, the rights reserved by the grantor
were limited and for specific purposes beneficial to the beneficiary.

The court noted, “The rights reserved by the grantor were limited and for specific
purposes. These rights were (1) to require his consent to the sale of Kalamazoo
Stove Co. stock; (2) to vote the same stock; (3) to approve the investment of income
by the trustee; (4) to substitute trustees; and (5) to postpone for a limited time the
final distribution of the trust corpus to the beneficiary. All of those reservations
were made by the grantor at the suggestion of Taylor and solely for the benefit of
the benficiary.”

Practical Implications

This case clarifies the extent to which a grantor can retain powers over a trust
without being taxed on the trust’s income. It highlights that reserved powers must
be limited, intended for the beneficiary’s benefit, and not used for the grantor’s
personal gain. This decision provides guidance for attorneys structuring trusts,
allowing them to incorporate certain controls for the grantor while avoiding adverse
tax consequences. Later cases have cited Blakeslee to support the principle that the
grantor’s intent and the practical effect of retained powers are crucial in
determining taxability of trust income. It remains important for grantors to
document that reserved powers are solely for the beneficiary’s wellbeing.
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