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Paxton v. Commissioner, 63 T. C. 636 (1975)

A trust is classified as a grantor trust, and its income taxable to the grantor, if the
grantor or a nonadverse party has the power to revest the trust property in the
grantor or distribute trust income to the grantor.

Summary

In Paxton v. Commissioner, the Tax Court determined that the F. G. Paxton Family
Organization was a grantor trust under sections 671-677 of the Internal Revenue
Code.  Floyd and Grace Paxton,  the petitioners,  created the trust  and were the
primary beneficiaries. The court found that the trustees, including the petitioners’
son Jerre Paxton, were nonadverse parties because their interests would not be
adversely  affected  by  the  trust’s  termination.  Consequently,  the  Paxtons  were
taxable on 86. 38% of the trust’s income for 1967. This case clarifies the criteria for
classifying a trust as a grantor trust and the tax implications thereof.

Facts

Floyd  G.  Paxton  created  the  F.  G.  Paxton  Family  Organization  trust  in  1967,
transferring various assets into it. Floyd and Grace Paxton owned 86. 38% of the
trust’s units, with other family members holding the remainder. The trust’s trustees
were  Jerre  Paxton,  Floyd’s  son,  and  Lome House,  an  employee  of  a  company
controlled by Floyd. The trust instrument allowed the trustees to revoke the trust
and distribute its assets at any time, without restrictions. The trustees also had the
power to distribute trust income to the beneficiaries, including the Paxtons.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Paxtons’ 1967
federal income tax, asserting that they should be taxed on the trust’s income. The
Paxtons petitioned the Tax Court to challenge this determination. The Tax Court,
after considering the stipulations and arguments presented, ruled in favor of the
Commissioner.

Issue(s)

1. Whether the F. G. Paxton Family Organization is a grantor trust under sections
671-677 of the Internal Revenue Code, with its income taxable to the Paxtons.
2. Whether the trustees of the trust are adverse or nonadverse parties.

Holding

1. Yes, because the trust’s trustees, who are nonadverse parties, have the power to
revest the trust property in the grantors and distribute trust income to them.
2.  No,  because  the  trustees’  interests  would  not  be  adversely  affected  by  the
exercise or nonexercise of their powers.
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Court’s Reasoning

The court applied sections 676 and 677 of the Internal Revenue Code to determine
the trust’s status. Under section 676(a), a grantor is treated as the owner of a trust
if a nonadverse party has the power to revest the trust property in the grantor. The
court  found  that  the  trustees,  including  Jerre  Paxton  and  Lome  House,  were
nonadverse parties because their  interests would not be affected by the trust’s
termination.  Jerre  Paxton’s  3.  84% interest  in  the trust  would remain constant
regardless of the trust’s status, and Lome House had no beneficial interest. The
court also applied section 677(a), which treats a grantor as the owner if trust income
can be distributed to or accumulated for the grantor by a nonadverse party. The
trust instrument allowed the trustees to distribute income to the Paxtons, making
them taxable on 86. 38% of the trust’s income for 1967.

Practical Implications

Paxton v. Commissioner provides guidance on the classification of trusts as grantor
trusts and the tax consequences for the grantors.  Practitioners should carefully
review trust instruments to determine whether trustees are adverse or nonadverse
parties and whether the trust’s structure could lead to grantor trust status. This
case underscores the importance of  considering not only the actual  exercise of
trustee  powers  but  also  the  potential  for  such  actions  when  assessing  tax
implications.  Subsequent  cases  have  applied  these  principles  to  various  trust
arrangements, emphasizing the need for careful planning to achieve desired tax
outcomes. Businesses and individuals using trusts should be aware of these rules to
avoid unintended tax liabilities.


