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Fruehauf v. Commissioner, 12 T.C. 681 (1949)

The income of a trust is not taxable to the grantor under Section 22(a) of the
Internal Revenue Code if the grantor’s retained powers are construed as fiduciary
powers to be exercised in good faith for the benefit of the trust and its beneficiaries,
and the grantor does not retain substantial ownership or control over the trust
corpus.

Summary

This case addresses whether the income from three trusts created by the petitioner,
Fruehauf, for the benefit of his wife and children is taxable to him under Section
22(a)  of  the  Internal  Revenue Code.  The  Commissioner  argued that  the  broad
powers  granted  to  the  trustee,  including  investment  in  non-income-producing
securities and an exculpatory clause, indicated that Fruehauf retained substantial
control, making the trust income taxable to him. The Tax Court disagreed, holding
that the powers were fiduciary in nature and that Fruehauf did not retain sufficient
ownership to justify taxing the trust income to him.

Facts

Fruehauf created three irrevocable trusts on December 30, 1935, for the benefit of
his wife and children. The trust instruments granted the trustee broad powers,
including the power to invest in non-income-producing securities. Fruehauf reserved
the right to change the trustee at any time. The trust held shares of Fruehauf Trailer
Co. stock. Fruehauf was the president and a director of the company. The trust
instruments also contained clauses that allowed the trustee to invade the corpus
under certain circumstances for the benefit of the beneficiaries.

Procedural History

The Commissioner determined a deficiency in Fruehauf’s income tax, arguing that
the trust income was taxable to him under Sections 22(a), 166, and 167 of the
Internal Revenue Code. Fruehauf petitioned the Tax Court for a redetermination of
the deficiency.

Issue(s)

1. Whether the income of the three trusts is taxable to the petitioner, Fruehauf,
under Section 22(a) of the Internal Revenue Code, based on the powers he retained
as grantor and trustee.
2. Whether the income of the three trusts is taxable to the petitioner under Sections
166 and 167 of the Internal Revenue Code due to the power to invade the corpus for
the maintenance and support of the beneficiaries.

Holding
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1. No, because the powers retained by Fruehauf were fiduciary in nature, and he did
not  retain  sufficient  dominion  and control  over  the  trust  to  be  considered the
substantial owner for tax purposes.
2. No, because the power to invade the corpus was circumscribed and contingent,
not intended to discharge the settlor’s obligations, and thus did not render the trust
income taxable to the settlor under Sections 166 or 167.

Court’s Reasoning

The Tax  Court  reasoned that  Fruehauf’s  power  to  change the  trustee  and the
management powers vested in him as trustee were fiduciary powers, to be exercised
in good faith for the benefit of the trust and its beneficiaries. The court emphasized
that the trust instrument was irrevocable,  the beneficiaries were fixed, and the
possibility of a reverter was remote. The court distinguished this case from others
where the grantor retained more substantial control, such as the power to apportion
or withhold income or to alter or amend the trust indenture. The court also noted
that Fruehauf’s voting power over the Fruehauf Trailer Co. stock was exercised as
trustee and must be used for the beneficiaries’ best interests. Regarding Sections
166 and 167, the court found that the power to invade the corpus was limited and
not intended to discharge Fruehauf’s marital obligations or his duty to support his
children. The court cited several cases, including Morss v. United States, where
similar trust provisions did not render the income taxable to the settlor.

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 under Section 22(a) (now Section 61) of
the Internal Revenue Code. It emphasizes that retained powers are more likely to be
seen as acceptable if they are fiduciary in nature and exercised for the benefit of the
beneficiaries.  Attorneys  drafting trust  agreements  should  carefully  consider  the
scope  of  powers  retained  by  the  grantor,  ensuring  they  are  consistent  with  a
fiduciary duty. Subsequent cases have cited Fruehauf to illustrate the principle that
mere  administrative  powers  or  the  ability  to  vote  stock  as  a  trustee  does  not
necessarily  equate  to  taxable  ownership.  This  case  remains  relevant  for
understanding  the  boundaries  of  grantor  trust  rules  and  the  importance  of
establishing  an  independent  fiduciary  relationship  to  avoid  adverse  tax
consequences.


