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Short-Term Trusts 

B Y J A C K M A C Y 

PRINCIPAL, CHICAGO O F F I C E 

Presented at the Tax Seminar of the Illinois Society of 
Certified Public Accountants, Chicago — November, 1955 

One of the areas of possible tax saving that is frequently over
looked is the f ield of short- term trusts. 

In the typical short- term trust, the grantor gives the income from 
the property placed in trust to a designated beneficiary for a period of 
years. At the end of the period, the property reverts to the grantor. 
The objective is to remove the income from the grantor's usually high 
brackets and transfer it to the beneficiary's lower brackets. 

We recognize at the outset that this type of trust wi l l be includible 
in valuing the grantor's estate because of the retained reversionary in
terest. For this reason it is not often a suitable vehicle for the major 
shifts of interest that are frequently a part of a well integrated estate 
plan. However, we should not overlook important benefits just because 
they may not be quite as dramatic as other benefits that can also be 
obtained. 

Another reason for the comparatively infrequent past use of the 
short-term trust is the uncertainty that surrounded them. In the famous 
Cli f ford case the grantor of a f ive-year trust was held taxable on in
come payable to his wife under the broad provisions relating to "income 
derived f rom any source whatever." In finding the grantor as the owner 
of the corpus in substance, the Court rel ied on no one fact but rather 
on "a l l considerations and circumstances." Obviously, this type of 
holding makes intelligent tax planning very difficult. 

The situation was clar i f ied somewhat by the issuance of Treasury 
Regulations on the subject, but their validity has been questionable and 
there were at least a few published cases where the Treasury seemed 
to attack trusts that met the regulation requirements. Nevertheless, a 
number of trusts have been established in reliance on the regulations. 

Now, however, the Code itself sets out the circumstances under 
which trust income wi l l be taxed to the grantor, and appears to close 
the door on the contention that such income is to be taxed under general 
principles rather than under the specif ic provisions. It is to be under
stood that the new provisions do not deal with matters such as the as -
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signment of future income nor is it to be expected that a l l problems 
wi l l be clearly and unmistakably solved. 

In order to avoid having the trust income taxed to the grantor, it 
is necessary that certain rights and powers should be absent. One of 
the rights that, if retained, wi l l subject the grantor to tax, is a reversion 
to take place within a period of ten years. However, it is permissible 
to have a reversion at the death of the income beneficiary. This rule 
makes it possible to create a trust for an elderly beneficiary whose 
life expectancy might be less than ten years and yet recover the cor
pus at the beneficiary's death. 

Another exception to the ten-year rule is in cases where the in 
come beneficiary is a charity. In this situation a reversion can take 
place after two years. The advantage of a charitable trust with rever
sion to the grantor as compared with periodic gifts to the charity is 
principal ly to an individual who desires to make gifts beyond the per
centage l imitations. If he received income which he then donated to 
charity, he would be taxable to the extent part of the deduction was d is
allowed. If the income is funneled directly to the charity, he can avoid 
this problem. 

The next broad power which must not be retained if the grantor is 
to avoid tax is power to control the beneficial enjoyment of the trust. 
However, there are several exceptions; that is , powers which it is per
missible for the grantor to retain. One of these is a power in another 
person, the trustee, or the grantor as trustee to use income for the sup
port of a beneficiary whom the grantor is obligated to support provided 
the income is not actually so used. What persons the grantor is ob
ligated to support is a matter of local law, and the cl ient's attorney 
should consider the problem before he prepares the trust instrument. 

Obviously, the rule against use of trust income for support of 
grantor's dependents l imi ts the usefulness of the short-term trust de
vice where the proposed beneficiaries are the grantor's minor children. 
But even here, a trust with an accumulation feature might have advan-
tages under some circumstances. 

Another power which can be retained is a power to control bene
f ic ia l enjoyment if the power can only be exercised after the expiration 
of a ten-year period. However, the grantor wi l l be taxed when the period 
elapses unless the power is relinquished. 

Other powers over the beneficial enjoyment which the grantor can 
retain include certain powers exercisable only by w i l l , the power to a l -
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locate among charitable beneficiaries, the power to make l imited d is 
tributions of corpus, the power to withhold income temporari ly under 
certain circumstances, and the power to allocate between corpus and 
income. 

Generally, the powers we have been discussing wi l l result in tax 
to the grantor, not only if they are retained by him, but if they are exer
cisable by anyone not having a substantial adverse interest in the trust. 
However, an independent trustee can be given certain discretion over 
the distribution, apportionment, or accumulation of income with respect 
to the beneficiary or a class of beneficiaries. S imi lar discretion can 
be given to a trustee other than the grantor or his spouse if the d is 
cretion is l imited by a definite standard. 

Ordinar i ly, the various powers over beneficial enjoyment are not 
considered as necessary to retain in the short- term type of trust as in 
trusts of longer duration. Nevertheless, when retention of any part icu
lar power may defeat the purpose of the trust, the matter is not one to 
be ignored. 

Another broad class of powers to be avoided has been grouped 
under the heading of "administrative powers." This includes any power 
of the grantor or a non-adverse party to obtain the corpus or income 
without giving ful l consideration. It also includes a power to make loans 
to the grantor without adequate security or interest. 

Regardless of the provisions of the trust instrument the grantor 
wi l l be taxed on the income if he has actually borrowed f rom the trust 
and has not completely repaid his borrowing unless the loan was made 
by an independent trustee for adequate interest and with adequate se
curity. 

Except where certain discret ionary powers as to income distr ibu-
ions are desired to be retained, it is permissible for the grantor to 
serve as trustee. In that capacity, the grantor-trustee would normally 
have the right to vote any securit ies held and direct the trust 's invest
ments including possible investments in closely, held corporations in 
which the grantor might have an important interest. These powers are 
permissible if the grantor is the trustee, but if held by any person in a 
non-fiduciary capacity they w i l l result in tax to the grantor. 

The grantor is also taxable on the trust income if he, or any non-
adverse party, has the right to revoke the trust. An exception is made 
where the right to revoke only becomes effective after the expiration of 
a ten-year period. In such cases the grantor only becomes taxable after 
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the expiration of the period and this can be avoided if the power is re 
linquished. 

If trust income can be distributed to the grantor, accumulated for 
him, or used to pay insurance premiums on pol icies on the grantor's 
l i fe, the trust income wi l l ordinar i ly be taxable to him. 

Assuming that the various powers that could make the grantor 
taxable are to be avoided, let us consider some of the situations where 
a short- term trust might be used. 

Perhaps the simplest case is one in which the grantor wishes to 
render assistance to an adult person who is not a former employee and 
whom he is not obligated to support. A short- term trust could clearly 
be created that would eliminate income f rom the grantor's tax return 
and transfer it to the beneficiary's. 

In setting up such a trust it would seem desirable to use fixed in-
come securit ies or properties or at least securit ies or properties the 
income f rom which would not fluctuate too widely. The reason is that 
the normal objective is to provide a reasonable allowance to the benefi
c iary. 

If very speculative assets were made the trust corpus and litt le 
or no income resulted, the objective would be defeated. On the other 
hand, if the speculation proved successful, more income might result 
than the grantor would wish to have irrevocably transferred. 

The grantor w i l l be considered to have made a gift of the income 
interest. If the beneficiary is entitled to the income each year, the gift 
should be considered to represent a present interest eligible for the 
$3,000 annual exclusion which can be $6,000 in the case of a marr ied 
individual. As in the case of any gift this one is also eligible for the 
specif ic l ifetime exemptions of $30,000 for the donor and $30,000 for 
his wife to the extent these exemptions have not been used. 

If the beneficiary is a former employee, for example a ret i red 
servant, there is some thought that the creation of an irrevocable trust 
might possibly result in his being taxed on the present value of a l l 
the income in the year the trust is created. Even if this is the result, 
it may not be unfavorable depending upon the amounts involved and the 
respective tax brackets of the grantor and the beneficiary. In this case, 
the beneficiary would have acquired a basis for income received in sub
sequent years with a reduction in tax for those years, and also the grant
or should not have to pay any gift tax because his payments are con
sidered in the nature of compensation. 
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Generally, the difference between compensation and a gift is a 
matter of intent. If the grantor has no obligation to compensate his re 
t i red servant and treats the creation of the trust as a gift, this should be 
strongly indicative of intent to make a gift. However, it might be well 
to consider the other possibi l i ty in this type of situation. 

If the grantor was under contractual obligation to make the pay
ments to the servant, it would appear that the creation of a trust would 
be ineffective as far as rel ieving him of taxable income. 

A special problem ar ises where the beneficiary is a minor, even 
though the grantor is not obligated to support him. This results because 
it may be difficult or thought unwise to give a present interest to a 
minor, part icular ly one who is quite young. The 1954 Code makes it 
possible to make a gift in trust to a minor with a possibi l i ty of accumu
lation and s t i l l have the gift treated as a gift of a present interest. To 
qualify, it is necessary that the property and income therefrom may be 
expended for the benefit of the beneficiary before he attains the age of 
twenty-one and that any amount not so expended pass to him when he 
becomes twenty-one. In the event of the beneficiary's death before he 
reaches the age of twenty-one the property must be payable to his estate 
or to anyone he appoints under a general power of appointment. 

It w i l l be seen that this provision does not apply to the specif ic 
type of short- term trusts we have been discussing because it requires 
that the property pass to the beneficiary, whereas the short- term trust 
ordinari ly contemplates that the property wi l l revert to the grantor. 
Nevertheless, the new provision with regard to gifts in trust to minors 
may be expected to have wide application. 

In summary, the term short- term trust must be understood to mean 
a trust which wi l l not revert to the grantor until after the expiration of a ten-
year period or the death of the beneficiary unless the beneficiary is a char-
ity. In general, the grantor or any non-adverse party must not have power 
to control the beneficial enjoyment of the corpus or income, although cer 
tain specified powers may be retained. The power of the grantor to deal 
with the trust must be l imited. The trust must be irrevocable for at least 
ten years, and the trust 's income must not be for the benefit of the grantor. 

The income interest placed in trust w i l l normally be subject to 
gift tax. However, the income tax savings available in suitable cases 
as a result of eliminating income from the high rates applicable to the 
grantor may wel l be substantial, and the possibi l i t ies should be consid
ered in a great many tax plans. 
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