Stephenson Trust v. Commissioner, 81 T. C. 283 (1983)

Multiple trusts must be recognized as separate taxable entities, and tax-avoidance
motive is not a valid basis for consolidating them.

Summary

In Stephenson Trust v. Commissioner, the U. S. Tax Court invalidated a regulation
that allowed consolidation of multiple trusts based on tax-avoidance motives. The
case involved two sets of trusts (Stephenson and LeBlond) created for tax planning.
The court held that each trust should be treated as a separate taxable entity,
following the precedent set in Estelle Morris Trusts. This decision reinforces the
principle that the IRS cannot consolidate trusts solely because of tax-avoidance
intentions, impacting how trusts are structured and taxed in the future.

Facts

Edward L. Stephenson and Mary C. LeBlond each established two trusts: a simple
trust and an accumulation trust. The Stephenson Simple Trust was funded with
Procter & Gamble stock, with its income distributed to the Stephenson
Accumulation Trust. Similarly, the LeBlond Simple Trust was funded with Procter &
Gamble stock, with income distributed to the LeBlond Accumulation Trust. Both
accumulation trusts had the ability to distribute income to beneficiaries or add it to
principal. The IRS sought to consolidate the trusts in each case, alleging that the
principal purpose was tax avoidance.

Procedural History

The petitioners filed a motion for summary judgment in the U. S. Tax Court
challenging the IRS’s determination to consolidate the trusts. The Tax Court
reviewed the validity of the IRS regulation that allowed for such consolidation and
the applicability of the Estelle Morris Trusts case to the current situation.

Issue(s)

1. Whether section 1. 641(a)-0(c) of the Income Tax Regulations, which allows
consolidation of multiple trusts based on tax-avoidance motives, is valid.

2. Whether the principle established in Estelle Morris Trusts, that tax-avoidance
motive is irrelevant in determining the validity of multiple trusts, applies to the
Stephenson and LeBlond trusts.

Holding

1. No, because the regulation adds restrictions not contemplated by Congress and
conflicts with the statutory scheme regarding multiple trusts.

2. Yes, because the principle from Estelle Morris Trusts applies broadly to all
multiple trusts, regardless of their specific structure or the tax benefits sought.
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Court’s Reasoning

The court found that the IRS regulation was invalid because it contradicted
congressional intent as expressed in the Tax Reform Acts of 1969 and 1976.
Congress had specifically addressed the issue of multiple trusts and chose to limit
some, but not all, tax benefits associated with them through the throwback rule and
the Third Trust Rule, rather than through consolidation. The court noted that
Congress was aware of the Estelle Morris Trusts decision, which held that tax-
avoidance motive was irrelevant in determining the validity of multiple trusts, yet
did not overrule it. The court emphasized that the regulation’s subjective approach
to consolidation based on motive was inconsistent with the objective approach
adopted by Congress. Furthermore, the court rejected the IRS’s attempt to
distinguish the case from Estelle Morris Trusts based on the type of trusts involved,
reaffirming the broad applicability of the Morris principle.

Practical Implications

This decision has significant implications for trust planning and taxation. It clarifies
that the IRS cannot consolidate multiple trusts solely based on tax-avoidance
motives, thereby allowing taxpayers to structure their trusts to take advantage of
separate tax exemptions and deferral benefits as provided by law. Practitioners must
ensure that each trust has its own corpus and that the form of separate trusts is
maintained. This ruling may encourage the use of multiple trusts in estate planning,
as it reaffirms their recognition as separate tax entities. Subsequent cases, such as
those dealing with the Third Trust Rule, have further refined the treatment of
multiple trusts, but Stephenson Trust remains a foundational case for understanding
the limits of IRS authority over trust consolidation.
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