8T.C.197 (1947)

A grantor is taxable on trust income used to pay premiums on life insurance policies
held by the trust, even if the income is first deposited into the beneficiary’s bank
account and the beneficiary then pays the premiums, if the arrangement is designed
to circumvent tax rules.

Summary

The Tax Court addressed whether the income from a trust established by L.B. Foster
was taxable to him. The court held that a prior decision regarding the same trust
was not res judicata because the current case involved different legal issues under
Section 22(a) of the Internal Revenue Code. The court found that Foster was not
taxable on the general trust income under Section 22(a) because he retained no
beneficial interest. However, he was taxable under Section 167(a)(3) on the portion
of trust income used to pay premiums on his life insurance policies, even though the
payments were made through his wife’s bank account, as the arrangement was a tax
avoidance strategy.

Facts

In 1918, L.B. Foster created a trust, naming his wife and children as beneficiaries.
The trust agreement allowed the trustee to pay income to Foster’s wife during his
lifetime, provided she lived with him. Foster retained the power to direct the
investment of the trust funds. Over time, life insurance policies on Foster’s life were
transferred to the trust, with the trustee named as beneficiary. Income from the
trust was deposited into his wife’s bank account, and premiums on the life insurance
policies were paid from that account.

Procedural History

The Commissioner of Internal Revenue assessed income tax deficiencies against
Foster for 1940, 1941, and 1943, arguing that the trust income was taxable to him.
Foster petitioned the Tax Court, arguing res judicata based on prior decisions and
contesting the taxability of the trust income. The Tax Court had previously ruled on
the trust’s validity for loss deductions and determined that a portion of the trust
income used to pay life insurance premiums in 1929 was taxable to Foster.

Issue(s)

1. Whether prior Tax Court decisions regarding the same trust preclude the current
case under the doctrine of res judicata.

2. Whether the income from the trust is taxable to Foster under Section 22(a) of the
Internal Revenue Code, based on his control over the trust and the benefit to his
family.
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3. Whether Foster is taxable on the portion of the trust income used to pay
premiums on his life insurance policies under Section 167(a)(3) of the Internal
Revenue Code, even though the payments were made through his wife’s bank
account.

Holding

1. No, because the current case involves different legal issues under Section 22(a)
and presents new factual circumstances.

2. No, because Foster retained no direct beneficial interest in the trust income or
corpus, and his control over investments alone is insufficient to trigger taxability
under Section 22(a) and the Clifford doctrine.

3. Yes, because the arrangement for paying premiums through the wife’s account
was a tax avoidance strategy, and the funds were effectively used to pay premiums
on life insurance policies on Foster’s life.

Court’s Reasoning

The court reasoned that res judicata did not apply because the present case involved
different legal questions under Section 22(a) than the prior cases, which primarily
addressed Section 167. The court emphasized that the doctrine of Helvering v.
Clifford had introduced a new approach to grantor trust taxation. Regarding Section
22(a), the court found that Foster’s power to direct investments, while a factor, was
not sufficient to make him taxable on the trust income, as he derived no direct
economic benefit. The court distinguished this case from those where the grantor
could buy or sell assets to the trust for personal gain. Regarding the life insurance
premiums, the court acknowledged that if Foster’s wife had voluntarily paid the
premiums with her own funds, the result might be different. However, the court
found that the arrangement was designed to circumvent Section 167(a)(3). As the
court noted, “The facts here are not unlike those in Henry A. B. Dunning, 36 B.T.A.
1222; petition for review dismissed, 97 Fed. (2d) 999 (C. C. A, 4th Cir.). There the
trust instrument did not provide for the payment of premiums on the policies of
insurance on the grantor’s life, but his wife paid them, at his suggestion, out of her
distributable share of trust income. We held that the amount of the premiums so
paid was taxable income to the grantor.”

Practical Implications

This case illustrates that the substance of a transaction, not just its form, will
determine its tax consequences. Even if trust income passes through a beneficiary’s
account, the grantor may still be taxed if the arrangement serves primarily to pay
life insurance premiums and avoid taxes. This case reinforces the importance of
carefully structuring trusts to avoid grantor trust status and highlights that courts
will scrutinize arrangements that appear designed to circumvent tax rules. It further
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clarifies that merely retaining investment control does not automatically trigger
grantor trust treatment under Section 22(a), particularly if the grantor does not
benefit directly. Later cases will distinguish this ruling based on the degree of
control the grantor exerts and whether the beneficiary has unfettered use of the
funds.
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