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8 T.C. 257 (1947)

A grantor is not liable for income tax on trust income where the trust was created
for  the  exclusive  benefit  of  the  beneficiaries,  and  the  grantor  does  not  retain
substantial control or economic benefit from the trust assets or income.

Summary

Ralph Hemphill and his wife created irrevocable trusts for their two minor children,
with Hemphill as trustee. The trusts held stock in a company Hemphill was involved
with.  The  Tax  Court  addressed  whether  the  trust  income  was  taxable  to  the
Hemphills. The court held that the trust income was not taxable to the grantors
under Sections 167 or 22(a) of the Internal Revenue Code. The court reasoned that
the  trusts  were  genuinely  for  the  children’s  benefit,  Hemphill  did  not  retain
excessive control, and any personal use of trust assets was rectified, negating the
argument that the income should be taxed to him personally.

Facts

Ralph and Jane Hemphill created two irrevocable trusts in 1938, one for each of
their minor children. Ralph Hemphill was the trustee of both trusts. The corpus of
each trust consisted of 5,000 shares of stock in Aero Industries Technical Institute,
Inc. (later Aero-Crafts Corporation). The trust instruments stated that all net income
should be accumulated and added to the corpus until the beneficiary reached the
age of majority. The trustee could use income or corpus for the beneficiary’s needs
due to accident, sickness, or emergency. Upon reaching 21, the beneficiary would
receive the income, and portions of the trust estate would be distributed at ages 25,
30, 35, and 40, with the remainder distributed at age 40. The beneficiary had the
power of appointment from age 18 until the trust’s termination. Hemphill and his
wife  owned  a  majority  of  the  stock  in  the  company  initially,  but  the  shares
transferred to the trust resulted in a minority stake.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Hemphills’
income tax for 1939, 1940, and 1941. The Hemphills petitioned the Tax Court for a
redetermination, contesting the taxability of the trust income. The Tax Court ruled
in favor of the Hemphills, finding that the trust income was not taxable to them.

Issue(s)

Whether the income from trusts created by the petitioners for the benefit of their
minor children is taxable to the petitioners under Section 167 or Section 22(a) of the
Internal Revenue Code.

Holding
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No, because the trusts were genuinely for the children’s benefit, the grantors did
not retain substantial control or economic benefit, and any personal use of trust
assets was rectified.

Court’s Reasoning

The court relied on Arthur L. Blakeslee, 7 T.C. 1171, stating that income not actually
used for the support of the beneficiary is not taxable to the grantor unless the terms
of the trust specifically allow the trustee to use funds to discharge the grantor’s
parental  obligations.  Here,  the  trust  permitted  use  of  funds  only  in  cases  of
“accident, sickness or unforeseen emergency,” which did not relieve the parents’
obligation to support the children under normal circumstances. Therefore, Section
167 did not apply.

Regarding  Section  22(a),  the  court  examined  the  terms  and  surrounding
circumstances, citing Clifford v. Helvering, 309 U.S. 331. The trusts were explicitly
for the beneficiaries’ benefit. The court noted the relatively small value of the trust
estates, the uncertainty of dividends, the lack of stock control, and the small fraction
of stock transferred. The trusts were not created to maintain corporate control for
the grantors’ personal gain, and economic ownership of the stock was not retained.

The court addressed the Commissioner’s argument that the trust property was used
for the grantor’s economic benefit, specifically regarding the beach house and boats.
While there were irregularities, such as the family’s initial rent-free occupancy of
the beach house and purchase of boats, these were later rectified by reimbursement
to the trusts. The court stated: “We do not hold that these minor irregularities, if
such they were,  on the part  of  the petitioner  as  trustee,  transform an income
otherwise taxable to the trusts into income taxable to him individually.” The court
concluded that the intent was to benefit the children, and the trustee’s actions did
not contravene this fundamental fact.

Practical Implications

This case demonstrates the importance of proper trust administration and clear
separation between the grantor’s personal finances and the trust’s assets. To avoid
grantor trust status and taxation of trust income to the grantor, the trust must be
genuinely for the beneficiary’s benefit. The grantor should not retain substantial
control or economic benefit. Any use of trust assets for the grantor’s benefit should
be avoided or promptly rectified. The Tax Court’s decision underscores that minor
irregularities, if corrected, will not necessarily result in the trust income being taxed
to the grantor. This case provides guidance for structuring and operating trusts to
achieve the desired tax outcomes and avoid IRS scrutiny.


