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PREFACE 

The material contained in this dissertation is 

not intended to furnish legal assistance to any reader. 

If legal assistance is contemplated in these matters, an 

attorney should be consulted. 

Ill 
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CHAPTER I 

INTRODUCTION 

Background of the Problem 

In terms of contribution to the revenue of the 

United States government. Federal estate and gift tax 

collections account for approximately 2 or 3 percent of 

total Federal tax receipts, or approximately $3 billion 

annually. Although this percentage of total revenue is 

small, the absolute dollar amount is significant. 

Those who have wealth or control over it must give 

careful consideration to the disposition of it if the maxi

mum amount after tax is to be preserved for the decedent's 

chosen beneficiaries. This planned disposition of one's 

wealth to his beneficiaries is known as the "estate plan." 

Although a testamentary disposition is one way of 

establishing an estate plan, it is not the only way for a 

person to express his desires as to the devolution of his 

estate. An estate plan of one who wishes to control his 

wealth during his lifetime may include outright gifts, 

irrevocable inter vivos trusts, and revocable inter vivos 

trusts. 

Alan D. Liker, "New Horizons in the Taxation of 
Trusts," U. S. C. Law Center Tax Institute, XX (1968), 446. 



Even though a person dies intestate, the estate 

plan created by operation of law will govern the estate 

which is subject to the Federal estate tax.^ The estate 

plan which is created by operation of law would not neces

sarily coincide with an estate plan of one's own preparation. 

The Federal tax laws which govern inter vivos trust 

arrangements are very complicated and difficult to under

stand. One may achieve the goals of his estate planning 

under the laws of today only to have them nullified under 

the laws of the future. 

Instinctively, people hold on to the strings that 

control their accumulated wealth during their lifetime. 

However, the retention of such control may prove to be very 

costly from the incidence of the Federal estate tax. The 

more control one retains while he lives, the more likely it 

is that his transferred property will be included in his 

gross estate at death. 

The estate planner who controls the estate plan must 

have a thorough knowledge of existing applicable laws which 

follow a generally fixed and rigid pattern. It would be 

very difficult to draft a statute which would give appropriate 

effect to the infinite peculiarities which may arise in each 

situation of each different decedent. For this reason, when 

2 
Sections 2031-2044 of the Internal Revenue Code of 

1954 describe a decedent's gross estate for estate tax 
purposes. 



a person elects to prepare and follow his own estate plan, 

he must be able to adjust it to meet the varying conditions 

of his own peculiar situation. 

The sections of the Internal Revenue Code of 1954 

that seem to cause the most trouble in developing estate 

plans using inter vivos trusts are sections 2036, 2037, 

and 2038. These sections are considered by some of the 

leading tax authorities to be "trap" areas of the 1954 Code. 

Therefore, this study is designed as a critical analysis 

and evaluation of the concepts in these portions of the law 

which initiate these real problem areas. As would be 

expected, these sections are further complicated by the 

judicial interpretations, such as the significant decision 
3 

in State Street TruF;t Comnanv v. United States. 

Section 2036, entitled "Transfers With Retained Life 

Estate," is intended to prevent a simple yet effective 

stratagem which could be used for avoidance of estate taxes. 

In the event that a person has nothing more than a life 

estate or other life interest in property, which expires at 

his death, Section 2033 provides that such an interest would 

not be included in his gross estate. Thus, an individual 

could divest himself of legal title by gratuitous transfers 

of property in trust and still enjoy the income from such 

property for his lifetime, meanwhile avoiding having subjected 

-̂ 263 F.2d 635 (1st Cir. 1959). 



to estate tax liabilitjr on the property at his death. 

Such a simple plan is foreseen and nullified by Section 2036, 

In general, the section requires the inclusion in the 

decedent's gross estate of the entire v^lue of such property 

so transferred by him during his lifetime. 

Section 2037, entitled "Transfers Taking Effect at 

Death," requires inclusion in the decedent's gross estate 

of the value of property transferred by him during his 

lifetime when he has conditionally retained certain interests. 

This section applies only if (1) possession or enjoyment of 

the interest transferred by him is conditional upon surviving 

the decedent-transferor; and (2) the decedent-transferor 

has retained a reversionary interest in the property (valued 

at 5 percent or more) which may bring the property back 

into his estate or back into his power of disposition. 

Section 2038, entitled "Revocable Transfers," 

includes in the decedent's gross estate, the value of all 

property which he transferred during his lifetime when the 

transfer was subject to his power to alter, amend, revoke 

or terminate at the time of his death. This section indicates 

that the decedent has had some degree of control over the 

enjoyment of the property transferred at the time of his 

death. The title of this section can be misleading because 

the courts have also held that this section applies where the 

decedent had no actual or real control, no power to get the 

property back, or to re-acquire any beneficial interest in 



the property ^t all. Interestingly, it wê s a revocable 

transfer case involving reciprocal trusts which first es

tablished the principle that a transfer not actually made 

hx the decedent could be imputed to him.^ 

The right to alter, amend, or revoke exists when the 

specific powers proscribed by the statute are reserved to the 

grâ ntor in the instrument of transfer. If such powers are 

specifically^ spelled out, there is nothing that the executor 

can do by way of argument to exclude the property transferred 

from the gross estate. 

If the proscribed powers are not specifically re

served by the instrument of transfer then there will be dis

agreement between the executor and the Internal Revenue Ser

vice. This situation is very graphically illustrated by 
5 

State Street Trust Company v. United States. In this 

case, the retention by the grantor as a co-trustee of ad

ministrative powers, included the limited right to determine 

what was principal and what was income, the right to exchange 

assets in the trust estate, and the right to invest in pro

ductive or nonproductive property. These powers were declared 

by the First Circuit Court of Appeals to be such as to give 

to the trustees rights to prefer one of the beneficiaries 

^Lehman v. Commissioner, 109 F.2d 99 (2d Cir. 1940), 
cert. den. 310 U.S. 367 (1940), 

^263 F,2d 635 (1st Cir. 1959). 



of the trust over another in such a waŷ  that the local 

court could not adequately police the actions of the trustees 

to assure fairness in their dealings. This, the court 

held, was tantamount to a power to alter, amend, or change 

the beneficial interests in the trust, and therefore, 

caused the inclusion of its property in the gross estate of 

the grantor"-trustee. 

Scope and Objectives of the Study 

This study will attempt to verify the hypothesis 

that Sections 2036, 2037 and 2038, IRC (1954), as now 

constructed, are subject to misinterpretation because of 

the State Street doctrine. Following thorough analysis 

and evaluation, improvements will be suggested for these 

sections, in order that inter vivos transfers can become 

effective tax-saving devices. 

Congress likely cannot enact any statute which is 

perfectly clear in meaning. Thus, although the statute 

is the foundation of tax law and the framework for this 

study, it is only the starting point in any matter of tax 

study or research. The legislative history of the statute, 

administrative regulations, revenue rulings, as well as 

judicial decisions have an important part to play in 

determining the meaning of the statutory provisions. Such 

varied authorities made a study of this type imperative. 

The provisions of the Internal Revenue Code or 

the Regulations are indeed difficult to understand. More 



dangerous, however, is the fact that in some circumstances 

the provisions of the statute itself may seem to be 

crystal clear. A literal reading of such sections, apart 

from other authoritative sources, may result in erroneous 

conclusions. 

Estate planning is a difficult and complex task 

because of the technical applications of estate and gift 

tax law; the difficulty of drafting property arrangements 

so that the language employed carries the same meaning of 

everyone involved; and the foresight required to provide 

appropriate devolution of the estate in connection with the 

family situation of different decedents. This study is 

designed to present a critical analysis and evaluation 

of all these considerations and thereby develop the frarr.c-

work within which the estate planner's or executor's, process 

of thinking must operate in carrying out his responsibility. 

The principal objective of this study is to determine 

the significance of and to explain the common tax problems 

in the indicated sections in reasonably clear and concise 

language. Wherever appropriate, it will include: 

1. Clarification of the tax rules and problems 

discussed, with simple illustrations. 

2. Observations of opportunities that are not 

obvious and may be missed (and flagged pitfalls that can 

cost higher taxes or penalties if they are overlooked). 



8 

3. Warnings of dangers v^ich a,rise in particular 

tax situations and, where appropriate, to indicate what 

should be done. 

4. Recommendations to provide specific, carefully 

studied guides to action which will keep taxes at a legal 

minimum, 

Significance of the Study 

Property may be transferred during one's lifetime 

and escape the death tax under the estate laws, if the 

transferor retains no strings on the property and is not 

acting "in contemplation of death." In many cases an inter 

vivos transfer may be much cheaper than a transfer at death, 

because of the gift tax's lower rates and liberal exemptions. 

If a transfer of property during one's life is taxed under 

the Federal gift tax and later is determined to be taxable 

under the Federal estate tax as well, the estate may be 

allowed to credit the gift tax as a "down payment" on the 

estate tax liability. An example of such transfer would be 

one made "in contemplation of death." However, the distinction 

between those transfers subject only to gift tax and those 

that cause estate tax liability is not a clear one. This 

distinction is often established only by litigation. 

In determining the most intelligent arrangement for 

a particular estate, there are a great many relevant factors 

to be considered. An estate plan should not necessarily 



follow the form which saves the most in taxes. It is 

certainly the responsibility of the estate planner, or 

executor, to carry out the objectives of the person 

whose estate is involved, whatever they may be. In every 

case, the planner should avoid unnecessary tax incidence 

on the estate and should show how additional tax savings 

could result by alterations in the estate plan without 

changing the client's objectives. 

Some of the more important tax questions to be 

critically analyzed and evaluated in this study are listed 

as follows; 

1. To what extent should the Internal Revenue Ser

vice follow the State Street case? 

2. There is controversy regarding the transfer 

of community reciprocal property to the other spouse and 

inclusion in the estate. In such transfers, by reason 

of fixed community property rules, the transferor spouse is 

entitled to receive half of any income received from such 

property. Does this mean that under Section 2036, the hus

band cannot make a gift to the wife or the wife cannot make 

a gift to the husband without keeping half of that property 

in his or her estate? 

3. To what extent is the gift tax aspect of transfers 

subject to Sections 2036 and 2038? If a transfer comes back 

in, or is taxable under one of these sections (for example, 

where the transferor can control beneficial enjoyment), can 
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these powers be released and not incur a,nx gift tax? 

Further, to V7hat extent does the "contemplation of death" 

statutes come into play? How much gift tax would have to 

be paid? 

4. Can Sections 2036 and 2038 be avoided by use 

of private annuities? 

Methodology-

If one could avoid the death tax by the simple and 

expedient method of giving away his property a few moments 

before his death, not many people would permit their estates 

to be taxed under the provisions of the estate tax law. This 

idea suggests some of the basic and essential considerations 

behind many of the intricate provisions that make up the 

distinguishing characteristics of the statutes. The tax

payer is continuously trying to invent new ways to avoid 

the burdens of the tax and Congress attempts to anticipate 

the various stratagems derived and hand them a statutory 

defeat so that the taxpayer may not escape the tax. 

The study will make use of the primary legal 

authorities which have been explained supra. 



CHAPTER II 

SECTION 2036, IRC 1954 

Transfers with Retained Life Estate 

An easy way to avoid a death tax limited to strictly 

testamentary transfers would be to transfer property 

during one's life and retain the use of, or income from, 

the property until death. Although such an interest is 

not includible in the decendent's gross estate under 

Section 2033, such a transfer is counteracted by Section 

2036. 

Section 2036 of the Internal Revenue Code requires 

the inclusion of the value of transferred property in the 

decedent's gross estate to the extent of the retained 

interest or right. 

Sec. 2036. Transfers with Retained Life Estate 
(a) General rule.—The value of the gross 

estate shall include the value of all property 
to the extent of any interest therein of which 
the decedent has at any time made a transfer 
(except in case of a bona fide sale for an 
adequate and full consideration in money or 
money's worth), by trust or otherwise, under 
which he has retained, for his life or for any 
period not ascertainable without reference to 
his death or for any period which does not in 
fact end before his death— 

(1) the possession or enjoyment of, 
or the right to the income from, the property, or 

•̂ •46 S t a t u t e 1 5 1 6 . 

1 1 
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C2) the right, either alone or in 
conjunction with any person, to designate 
the persons who shall possess or enjoy the 
property or the income therefrom. 

Cb) Limitation on application of general 
rule,—This section shall not apply to a 
transfer made before March 4, 19 31; nor to 
a transfer made after March 3, 1931, and 
before June 7, 1932, unless the property 
transferred would have been includible in 
the decedent's gross estate by reason of 
the amendatory language of the joint reso
lution of March 3, 19 31. 

Background of the Section 

Transfers with a reservation of a life interest 

were not taxed explicitly under the 1916 Act. It was gen

erally believed that such transfers would be taxed under 

the general language taxing transfers intended to take 

effect in possession or enjoyment at or after the trans-
2 

feror's death. 

The colonies enacted individual probate duties and 

collected taxes from this source in colonial times. After 

the establishment of the Union, the states continued to 

enact legislation taxing the estates of decedents, under 

the powers reserved by them under the Constitution. 

Pennsylvania, in 1826, was the first state to impose a 

collateral inheritance tax. New York enacted a similar tax 

in 1895. Most of the state taxes were inheritance taxes, 

while the Federal tax has always been an estate tax. The 

first Federal tax levied by the Federal government on the 

2 
William S, Lowndes, "Gross Estate-Inter Vivos 

Transfers—Retention of Possession or Enjoyment," 
44 North Carolina Law Review, XLIV (1965), p. 16. 
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transmission of an estate of a, decedent was imposed on 

July 6, 1797. The tax was upon the receipt of a legacy, 

and was levied in the form of a stamp tax. However, it 

was never put into effect and was repealed on June 30, 

1802,^ 

The origin of the phrase, "intended to take effect 

in possession or enjoyment at or after . . . death," 

appears to have originated in Pennsylvania tax law in 1826, 

In 1884, the Supreme Court of Pennsylvania held that where 

a legal transfer of property was made which carried with 

it a right of possession with a reservation by the grantor 

of income from the property for his life, the transfer 

was not intended to take effect in enjoyment until the 

grantor's death. The Pennsylvania law reasoned that one 

certainly could not be considered to have actual enjoyment 

of an estate, if that person had no right to the profits 

or incomes arising or accruing therefrom. In Reish, 
4 

Adm'r v. Commonwealth, the court reasoned that the 

"possession or enjoyment" clause did not involve a mere 

technical question of title, but that the law imposed the 

death tax unless a person had parted during his life with 

his possession, his title and his enjoyment. The court 

Robert H, Montgomery and Roswell Magill, 
Federal Taxes on Estate, Trusts and Gifts (New York: 
The Ronald Press Company, 1935-36), p, 406, 

^106 Pa. 521, 526 (May 6, 1884), 



14 

also held that the test of "intended" was not a ŝ ibjective 

one, that the question was not what the parties intended to 

do, but what the transaction actually effected as to title, 

possession and enjoyment. 

The Pennsylvania "possession or enjoyment" clause 

has been included in most of the state statutes. With the 

exception of May v. Heiner, the states have substantially 

agreed with the interpretation of the Pennsylvania Supreme 

Court in 1884, The "possession or enjoyment" clause was 

used by Congress in death tax legislation in 1862, 1864, 

and 1898, In Vanderbilt v. Eidman, the court in referring 

to the provision in the 189 8 Act reasoned that "the liability 

for taxation depends, not upon the mere vesting in a techni-

Cdl sense of title to the gift, but upon the actual posses

sion or enjoyment thereof," Five years before the "posses-^ 

sion or enjoyment" clause was incorporated in the 1916 

statute to frustrate estate tax evasions, the Supreme Court 

had affirmed a judgment of the New York Court of Appeals 

sustaining the constitutionality of its state inheritance 

tax. The court rendered an opinion which stated: "It is 

true that an ingenious mind may devise other means of 

avoiding an inheritance tax, but the one commonly used is 
7 

a transfer with reservation of a life estate." 

(1949), 

(1949) . 

^Commissioner v. Estate of Church, 335 U,S, 632-638 

^196 U,S. 480-93 (2d Cir. 1905). 
7 
Commissioner v. Estate of Church, 335 U.S. 632-638 
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The Federal estate tax was first enacted in 1916. 

The Ways and Means Committee found the field of death 

duties an unexplored source of revenue in casting about 

to provide funds for Federal highway construction grants 

and for the expenditures that were likely to follow American 

preparation for possible participation in World War I,^ 

The constitutionality of the Federal estate tax was upheld 

9 

in New York Trust Co. v. Eisner. 

Statutes governing the Federal estate tax attempted 

to reach transfers "intended to take effect in possession 

or enjoyment at or after the transferor's death," from the 

very beginning of the revenue acts until the adoption of 

the 1954 Code. However, the "postponed-possession-or-

enjoyment" clause which was the right to receive or to control 

the income did not receive statutory recognition until 

1931. 

The wording of the clause created some confusion, 

since it was capable of at least three distinct interpre

tations. For example, it might refer simply to gifts 

causa mortis. Secondly, the inquiry might be whether the 

decedent in fact intended the transfer to take effect at 

or after his death. A third possibility, and generally the 
p 

Montgomery, Federal Taxes, p. 102, 

^256 U.S. 345 (1921); Heitsch v. Kavanagh, 
200 F.2d 178 (6th Cir. 1952), cert, den., 345 U.S. 939 
(1952) . 
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one which the Federal courts seem to have accepted, is 

to consider not the decedent's actual intent, but the 

character of the transfer. Thus, types of transfers in 

which the decedent has reserved some stated interest were 

treated as necessarily falling within the provision."'"̂  

In Estate of Friedman, the court appeared to give some 

consideration to the decedent's actual intent as shown 

by the provisions of the trust agreement. In Commissioner 

12 

v. Singer, however, the court reasoned: "It appears 

generally true that now an objective and economic, rather 

than a subjective, standard of intent is envisaged." 

Because of the difficulty of arriving at an ac

cepted interpretation of so ambiguous a clause, the Treasury 

recommended that Congress adopt, from time to time, addi

tional provisions specifying more in detail the transfers 

sought to be included. Therefore, on March 3, 1931, 

the siabsection was amended to stop the gap in the old law 
13 disclosed in May v. Heiner. Here it was held that property 

conveyed by an irrevocable trust deed, without a reversionary 

interest, contingent or vested, in the grantor, is not a 

transfer intended to take effect in possession or enjoyment 

Robert H. Montgomery and James 0. Wynn, 
Montgomery's Federal Taxes—Estates, Trusts and Gifts 
(New York: The Ronald Press Company, 1947-48), p. 464. 

^•^8 T.C. 68 a950) , 

^^161 F.2d 15 (1947), 

•̂ -̂ 281.U,S. 238 (1930). 
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at death, despite the reservation bjr the grantor oX the 

right to the income for life. 

In Commissioner v. Church and Spiegel v,' Commis-

15 
sioner, the decisions of the Supreme Court culminated 

a period of more than twenty years of litigation both in 

the Supreme Court and lower courts in an effort to determine 

the meaning of the phrase "intended to take effect in 

possession or enjoyment at or after death." This twenty-

year period represented one of doubt, uncertainty, conflict, 

confusion and reversal of prior decisions. 

The postponed-possession-or-enjoyment clause described 

16 
in Commissioner v. Church, was the basis of Treasury 

decisions from 1916 to 1930, In 1928, this principle of 

estate tan lav7 a''̂''̂eared to be so v/ell settled that the 

17 Third Circuit Court of Appeals decided May v. Heiner in 

favor of the Government in a one-sentence per curiam 

opinion. However, on April 14, 1930, the Supreme Court 

reversed the Circuit Court of Appeals decision, and held 

that a transfer with a life interest was not taxed under 

this language. 

•̂ 3̂35 U.S. 632 (1949), reh, den, 336 U.S. 915 
(1949) . 

•'"̂ 335 U.S. 701 (1949), reh. den. 336 U.S. 915 
(1949) . 

•̂ 3̂35 U,S, 639 (1949) . 

•*'̂32 F,2d 1017 (1928) , 

-̂ M̂ay v. Heiner, 281 U.S. 238 (1930), 
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^^ ^^^ May V, Heiner case, the decedent had trans

ferred the value of property to trustees in 1917, in which 

the income from the trust was to be paid to the grantor's 

husband for life and to her after his death, if she sur

vived him. At the death of the survivor, the trust was to 

terminate and the property^ be distributed to her children. 

At the time of her death in 1920, the record did not dis

close whether she had survived her husband, thereby coming 

into present enjoyment of the income. However, the Supreme 

Court decided this point was not relevant. In holding that 

the trust property was not part of the decedent's gross 

19 estate, the Court said: 

The transfer of October 1st, 1917, was not 
made in contemplation of death within the 
legal significance of those v.'ords. It v/as not 
testamentary in character and was beyond re
call by the decedent. At the death of Mrs. May 
no interest in the property held under the 
trust deed passed from her to the living; title 
thereto had been definitely fixed by the trust 
deed. The interest therein which she possessed 
immediately prior to her death was obliterated 
by that event. 

The Treasury could only rely on the fact that in 

the May v. Heiner case, the decedent had retained a con

tingent, or secondary, rather than a primary life estate. 

This hope was frustrated a year later when the Supreme 

20 Court decided Burnet v. Northern Trust Co., Morsman 

•̂ Îbid, , p. 243. 

^^283 U,S, 782 (1931), 
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V. Burnet, and McCormick v. Burnet, These three 

cases involved a trust under which the decedent-settlor 

retained a life interest in the income, without the inter

vention of an intermediate life tenant as the case of 

May V, Heiner, In Burnet v. Northern Trust Co.,^'^ the 

Court ruled per curiam; 

The question in this case is that of the con
struction of section 402(c) of the Revenue Act 
of 1921, a provision similar to that of section 
402Cc) of the Reveneu Act of 1918, which has 
already been construed by this Court, and, in 
this view, there being no question of the con
stitutional authority of the Congress to im
pose prospectively a tax with respect to trans
fers or trusts of the sort here involved, the 
judgment of the Circuit Court of Appeals for 
the Seventh Circuit is affirmed upon the 
authority of May v. Heiner . . . . 

The Joint Resolution of March 3, 1931 

One day before Congress was scheduled to adjourn, the 

Joint Resolution of March 3, 1931, was adopted under a 

suspension of the rules. The resolution was passed solely 

on statements from the floor as the statute had not been 

printed. The 1931 statute was amended by Congress to tax 

expressly transfers using the "possession or enjoyment" 

language. The Supreme Court held that this cimendment was 
24 

constitutional, although it was not retroactive and did 

'̂'•283 U.S. 783 (1931) . 

^^283 U.S, 784 (1931). 

^^283 U,S. 784 (1931), 

^"^Helverinq v, Bullard, 303 U,S, 297 (1938), 
74 Cong, Rec, 7078-7199 (1931), 
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not apply to transfers made before the s-tatute was 
25 

amended. The Joint Resolution of March 3, 1931, 

specifically included in the decedent's gross estate property 

transferred if the transferor retained for his life or anjr 

period not ending before his death (1) the possession or 

enjoyment of, or the income from, the property, or (2) the 

right to designate the persons who should possess or enjoy 

the property or the income therefrom. The events leading 

to the passage of this resolution were somewhat dramatic:^^ 

March 3, 1931, the next day after the three per 
curiam opinions were rendered. Acting Secre
tary of the Treasury Ogden Mills wrote a letter 
to the Speaker of the House explaining the hold
ings in May v. Heiner and the three cases de
cided the day before. He pointed out the dis
astrous effects they would have on the estate 
tax law and urged that Congress "in order to 
prevent tax evasion," immediately "correct 
this situation" brought about by May v. Heiner 
and other cases . . . . He expressed fear that 
without such action the Government would suffer 
"a loss in excess of one-third of the revenue 
derived from the federal estate tax, with 
anticipated refunds in excess of $25,000,000." 
The Secretary's surprise at the decisions and 
his apprehensions as to their tax evasion con
sequences were repeated on the floor of the House 
and Senate . . . . Senator Smoot, Chairman of 
the Senate Finance Committee, said on the floor 
of the Senate that this judicial interpretation of 
the statute "came almost like a bombshell, be
cause nobody ever anticipated such a decision . , , . 
Both houses of Congress unanimously passed and 
the President signed the requested resolution 
that same day. 

^^Hassett V. Welch, 303 U.S. 303 (1938). 

2g 
Commissioner v. Estate of Church, 335 U.S, 

639-640 (1949), 74 Cong. Rec. 7078-7199 (1931), 
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Because the 1931 amendment was passed in such 

haste, this provision was again amended in 1932, and this 

revision is essentially^ the form found in section 2036Ca) 

of the 1954 Code, The House Committee on Ways and Means 

explained the 1932 amendment as follows :̂ ^ 

The purpose of this amendment to section 302Cc) 
of the Revenue Act of 1926 is to clarify in 
certain respects the amendments made to that 
section by the joint resolution of March 3, 
1931, which were adopted to render taxable 
a transfer under which the decedent reserved 
the income for his life. The joint resolution 
was designed to avoid the effect of decisions 
of the Supreme Court holding such a transfer 
not taxable if irrevocable and not made in 
contemplation of death. Certain new matter 
has also been added, which is without retro
active effect. 

Other changes in the 1932 amendment included the 

insertion of the words "or for any period not ascertainable 

without reference to his death." This wording was intended 

to reach a transfer where the decedent reserved to himself 

periodic payments of the income of a trust which he had 

established, but with the provision that no part of the 

trust income between the last payment to him and his death 

should be paid to him or his estate, or where he reserves 

the income, not necessarily for the remainder of his life, 

but for a period in the ascertainment of which the date of 

28 his death was a necessary element. 

^̂ 1̂939-1 C B , (Part 2) 490-91, 

^^Ibid. 
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Another clarifying change included the insertion 

of the words "or for any period which does not in fact 

end before his death," "the right to the income" in place 

of the words "the income," and the words "either alone or 

in conjunction with any person."^^ 

Technical Changes Act of 19 49 

In Hassett v. Welch, ° it was held that the amend

ments effected by the Joint Resolution of March 3, 1931 

and the Revenue Act of 1932 to the section of the Revenue 

Act of 1926 (corresponding to section 2036 of the Code) were 

not intended to apply to transfers created prior to the 

respective effective dates of such amendments. This hold

ing was accepted and not overruled by Commissioner v. 

Church. By the second sentence of section 7(b) of the 

Technical Changes Act of 19 49, Congress determined, in 

effect, that such amendments shall be made effective prior 

to the effective dates of the Joint Resolution and the 

Revenue Act of 1932. Thus, if a decedent at any time made 

a transfer under which he retained the income or any of the 

other rights specified in section 2036(a) of the Code, as 

amended, the property will be included in his gross estate 

unless the exception provided in the third sentence of 

29 ^^Ibid. 

^^303 U.S. 303 (1938) . 

•̂̂ 335 U,S. 632 (1949) , 
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section 7(b) of the Technical Changes Act is applicable, 

or the decedent avails himself of the relief granted in 

32 section 8 of that statute. 

The third sentence of section 7(b) of the Technical 

33 
Changes Act in effect reinstates the effect of May V," Heiner 

34 
and Hassett v. Welch provided that the decedent died 

prior to January 1, 1950, In the case of a decedent dying 

prior to January 1, 1950, the transferred property will 

not be included in the gross estate (1) if the transfer was 

made prior to March 4, 19 31, or (2) if the transfer was 

made prior to June 7, 1932, unless the property transferred 

would have been includible in the decedent's gross estate 

by reason of the amendatory language of the Joint Resolu-

35 tion of March 3, 19 31. 

Section 2036(b) of the 1954 Code overruled the 

retroactive effect of prior rulings and decisions in pro

viding that transfers with a reservation of a life interest 

shall not be taxed if the transfer was made before March 4, 

1931, or if the transfer was made after March 3, 1931, 

but before June 7, 1932, if it was not taxable under the 

express language of the statute before it was amended 

"^^Technical Changes Act of 1949, Section 7(b), 
Stat. 891-95, 

"̂̂ 281 U.S. 238 (1930) . 

•̂ 3̂03 U.S. 303 (1938) , 

"^^Technical Changes Act of 1949, Section 7(b), 
63 Stat, 891, 895. 



24 

by the 1932 Act, However, such transfers made before 

1931 and 1932 may be included in the gross estate of a 

decedent by other sections of the IRC, 

Rights Must Be Retained 

There is some uncertainty as to precisely v«̂]iat 

kind of interest must be retained by the transferor in 

order to incur a tax under section 2036. The retained life 

estate rule requires that there be a retention of certain 

specified rights if the property is to be included in the 

gross estate. These rights may take the form of a direct 

benefit to the transferor as in the case of the use, 

possession, right to the income, or other enjoyment. On 

the other hand, the rights can be indirectly beneficial in 

that they permit the grantor to determine to whom and to 

36 
what extent the property shall be enjoyed. 

In order for section 2036 to apply, a key word is 

"retention." First of all it must appear that the decedent 

did in fact retain or reserve an interest in the property 

in contrast to his reacquiring an interest in such property 

at a later date. By way of illustration, in the Estate of 

37 Edgar M, Uhl, the decedent during his lifetime gave 

property away outright with no strings attached. Later the 

donee reconveyed the property back to him in the form of a 

"̂ Ŝec. 2036(a), 

-̂ 2̂41 F,2d 867 (1957) . 
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life estate. The court held that this is not a "retained" 

life estate and not a taxable transfer. 

If there is an understanding, either express or 

implied, at the time of transfer that the right will be 

transferred at some future date, then it will be treated 

as having been retained or reserved at the time of transfer. 

Property was included in the decedent's gross estate 

where he had made a completed transfer of record of real 

property to his children without the reservation of any 

rights, but with their acquiescence, continued to receive 

the income from the property up to the time of his death. 

Here retention was implied on the basis of an oral agree

ment even though such an agreement was not enforeceable 
, _ . . 39 

under local law, ' 

40 In Estate of Skinner v. U.S., a pre-arrangement 

with the trustee was implied, where the transferor received 

all the income from the trust. In this case the court 

limited its decision to situations where the transferor 

receives all the income and the pre-arrangement can be im

plied from the facts. 

If there is no pre-arrangement, it has been held 

that the transferor has retained no rights. In such event 

38 

"^^Treas. Regs. Section 20.2036-1 (a) . 

^^Estate of McNichol, 29 T.C, 1179, aff'd 265 F,2d 
667 cert, den,, 361 U.S. 829 (3d Cir. 1959); Harter v. U.S. , 
D. C, Okla., 12-29-54. 

^^197 F.Supp. 726, aff'd 316 F,2d 517 (1961), 
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the provision of the trust instrument permitted the 

trustee in his uncontrolled discretion to make income pay

ments to the transferor. ̂•'• 

In Estate of Richards, ^ the donor received income 

from a trust which was attributable solely to a violation 

of the trustee's fiduciary duty, and the property was not 

included in the decedent's gross estate. 

The courts have held that a house is not includible 

in the husband's gross estate, in cases where the husband 

transferred the family residence to his wife and continued 

to live there. Such ruling was made under the provisions 

that there was not implied agreement giving the husband 

the right to continue living in the family residence. If 

there was an agreement, either express or implied, the 

house would be included because the husband "retained" 
A O 

the possession or enjoyment of the property. The 

Commissioner has acquiesced in Tax Court decisions that 

mere continued occupancy alone is insufficient to spell 
44 out an implied agreement. 

In another case dealing with a family residence, 

Mrs. Vena E. Calvert, 80 years of age, purchased a home in 

Estate of Uhl v. Commissioner, 241 F.2d 867 (1957). 

^^20 T, C, 904, aff'd 221 F.2d 808 (1955), 

43 
Union Planters National Bank, Exr. (Est, of Ladd) 

v. U.S., 238 F. Supp. 883, aff'd 361 F.2d 662 (1966), 
^^Estate of Guthess, 46 T. C. 554 (1967), acq. 

C. B. 2 1967-1; IRB 1967-6, 
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Virginia in 1961, The deed was recorded in the name of a 

daughter, Jane C. Guynn, five months after Mrs, Calvert 

purchased the home. She continued to live in the resi

dence, paying maintenance expenses, real estate taxes, 

and personal property taxes. 

Mrs. Calvert died in 1963, about fifteen months 

after she transferred the home to the daughter. The Internal 

Revenue Service included the value of the property in the 

gross estate under section 2036, maintaining that she had 

retained an interest in the property. 

The court ruled in favor of the estate, stating 

that a retained interest must be reserved in the deed or 

document of transfer in order to be considered an incidence 

of ownership. Since there was no agreement, either express 

or implied, that Mrs. Calvert could continue to live in 

the home during her lifetime, the court ruled that mere 

occupancy v/as not sufficient to bring the transfer within 

45 section 2036. 

Period For Which Retained 

For transferred property, whether in trust or other

wise, to be included in the decedent's gross estate under 

this section by reason of a retained life estate, the power 

or right which causes the inclusion must have been retained 

^^Estate of Vena E. Calvert, D. C., Va., (2-12-70), 
309 F, Supp. 233 (1970). 
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for any one of the following three periods: (1) for the 

life of the transferor, (2) for any period which does not 

in fact end before his death, or (3) for any period which 

46 
is not ascertainable without reference to his death. 

A reservation by the decedent "for any period not 

ascertainable without reference to his death" may be illus

trated by the following examples: 

(1) P reserved the right to receive the income 

from trust property in quarterly payments with the provision 

that no part of the income between the last quarterly pay

ment and the date of his death was to be received by him 

or his estate. From a technical standpoint P would not 

receive the full income "for his life," because he would 

not get all of the income up to the time of his death. 

Congress blocked this attempt to avoid taxes in that the 

period for which the decedent was entitled to the income 

would not be "ascertainable without reference to his 

death, "̂ "̂  

(2) P reserved the right to receive income from 

property in trust after the death of W who, in fact, sur

vived P and was enjoying the income from the property at 

the time of P's death. In such a case, the amount to be 

included in P's gross estate as a transfer with a retained 

^^Sec, 2036(a), 

^^Treas, Regs, 20.2036-1 (b) (1); Bayliss v. U.S., 
326 F,2d 458 (4th Cir. 1964); Estate of Arents, 297 F.2d 
894 (2d Cir. 1962), cert, den. 369 U.S. 848 (1962), 
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life estate is the value of the outstanding income interest 

of W. It should be noted that if W predeceased P, the 

reservation by P may be considered to be either for his 

life, or for a period which does not in fact end before 

his death. 

It appears to be settled that any reservation of 

a contingent life estate to the transferor will be taxable 

49 under section 2036, although there seems to be some 

dispute as to exactly what language caused the property 

to be taxed. By way of illustration, assume that P trans

ferred property to a trustee, on May 1, 1931, with the 

income from the trust property going to S for life, then 

to P for life, and then the trust property to be dis

tributed to D. Assume P died last v;eek and V7as survived 

by S. A number of court cases, in holding that the trust 

property could not be taxed to P's gross estate, reasoned 

that if such transfers were taxable, they would be taxable 

by reason that P retained an interest in the property for 

50 a period not ascertainable without reference to his death. 

This was one of the additions to section 2036, provided for 

in the 1932 Act, and consequently, under section 2036(b), 

'^^Treas, Regs. 20. 2036-1 (b) (1) . 

^^Marks v. Higgins, 213 F.2d 884 (2d Cir. 1954); 
Commissioner v. Nathan, 159 F.2d 546 (7th Cir. 1947), 
cert, den., 334 U.S. 843 (1948). 

^^Hubbard v. Commissioner, 250 F.2d 492 (5th Cir, 
1957); Treas. Regs. 20.2036-1 (b) (ii) (1958). 



30 

if the transfer can only be taxed under this language, 

it is not taxable because it was made before June 7, 

51 R9 

1932. However, in Commissioner v. Estate of Arents, 

it has been held that the transfer may be taxable under 

other language of the statute and may be taxed since it 
occurred after March 3, 19 31, 

Right to Income Retained 

In addition to the outright retention of the use 

of or income from property transferred, which is the principal 

criterion of taxability under this section, such retention 

must be construed in conjunction with the time limitations 

involved. The particular provision in the section that 

broadens its application to a number of situations which 

are not considered to be within the classical definition 

of a life estate, is that which requires the includibility 

of the property transferred where the proscribed rights 

are retained by the decedent "for any period which does 

53 not in fact end before his death." In Estate of Fry, 

the decedent transferred stock to a donee with the stipula

tion that he (the decedent) was to receive the first 

$15,000 of dividends paid thereon after the gift was com

pleted. The decedent died prior to the time that such an 

51 
Lowndes, "Gross Estate—Inter Vivos Transfers," 

pp. 17-18, 
^^297 F,2d 894 (2d Cir. 1962) cert, den,, 369 U,S, 

848 (1962), 

^^Estate of Ambrose Fry, 9 T,C. 503 (1947). 
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aggregate amount had been paid and the property was in

cluded in his estate under this section. 

There have been some abstruse applications of the 

section which should be noted. For example, where property 

was transferred in trust with the decedent retaining the 

right to a stipulated monthly payment which was found to 

be in excess of the probable income from the trust, the 

property was includible in her gross estate. ̂"̂  The retention 

of the right to income from the transferred property can 

be indirect as well as direct. Where the possession, enjoy

ment or right to income, or the instrument of transfer speci

fied that the income is to be used for the purpose of dis

charging any legal obligation of the decedent, then such 

right will be considered to have been retained to that 

extent. The term legal obligation in this sense includes 

the obligation to support a dependent during the transferor's 

lifetime. For example, a trust which was set up pursuant to 

a separation agreement between the decedent and his wife, 

the income to be used for her support and that of their minor 

55 son, was held taxable under this section. 

This situation arises most often with respect to 

trusts created by the decedent for his minor children within 

the provisions of section 2503(c) of the IRC 1954, under 

which the gift tax annual exclusion is allowed with respect 

54 
Estate of Norma P. Durant, 41 B.T.A. 462 (1940). 

55 
Estate of Robert M. Mckeon, 25 T.C, 697 (1956), 
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to such transfers, or under custodianships created pur

suant to the Uniform Gifts to Minors Act, Generally 

state laws on custodial gifts to minors require that the 

custodian be given the power to apply the income for the 

minor's support. If the donor-parent was both the trustee 

and custodian, it is possible that the property so trans

ferred could be includible in the gross estate under this 

section. The inclusion of such property has been upheld 

by the Tax Court.^^ 

In cases where the trust income is reserved to dis

charge the decedent's legal obligation for the support of 

his minor child, the trust property would not be included 

in the decedent's gross estate unless the decedent dies 

before the child attains the age of 21 and provided the 

transfer did not accomplish a release from the support ob

ligation. 

There is uncertainty about the meaning of a transfer 

relating to section 20 36 under which the transferor re

tained the possession or enjoyment of, or the income from, 

the transferred property for a period which did not in 

fact end before his death. This provision would appear to 

cover almost any situation where the transferor would con

tinue to possess or receive the income from the property 

56 
Estate of Chrysler, 44 T.C. 55, rev'd on other 

issue 361 F.2d 508 (1966). 
57 
National Bank of Commerce in Memphis (Estate of 

Smith) V. Henslee, 179 F. Supp. 346 (1959). 
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transferred until his death. However, there are a 

number of recent cases which linit the tax to a transfer 

where the transferor made an agreement, although an un

enforceable agreement, with the transferee, for retention of 

the income from, or the possession of the property until 

his death. 

In the Estate of Forrest C. Ladd,^^ Mr. and Mrs. Ladd 

acquired a lot upon which their residence was constructed 

in 1953, taking title thereto as tenants by the entirety. 

In 1958, Mr. Ladd conveyed his undivided interest in the 

property to Mrs. Ladd by executing a warranty deed to her, 

which was recorded. Mr. Ladd died as a result of an acci

dent in 1959. A jury found that there was no implied agree-

ment or understanding between decedent and his wife, when 

he deeded the family residence to her, that he would have 

the right to continue living in the home. The value of the 

family residence was excluded from the decedent's gross 

estate as the subject of a transfer with a retained life 

estate under section 2036. 

In Estate of Elizabeth W. Stephenson, Executors, v. 

59 U.S., Walter G. Stephenson, decedent, and Mrs. Elizabeth 

W. Stephenson moved into the house of Mr. Stephenson's 

c o 

Union Planters National Bank, (Estate of Forrest 
C. Ladd) V. U.S., 238 F. Supp. 883, aff'd 361 F.2d 662 
(1964), 

59 
Stephenson v. United States, 238 F, Supp. 660 

(W,D, Va, 1965), 
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mother, Mrs. Elizabeth G, Stephenson, in Roanoke, Virginia. 

They lived in the house from 1938 until the death of 

Mr, Stephenson in 1960, Upon the death of the mother in 

1955, Mr, Stephenson, in consideration of love and affec

tion, gave Mrs, Elizabeth W. Stephenson the home (valued 

at $50,000) as a reward for the devoted care she rendered 

to his mother during her long incapacitation. The court 

held that the value of the residence deeded by the decedent 

to his wife was not includible in decedent's gross estate 

as a transfer with possession or enjoyment retained, 

even though he continued to live in the hom'e. The deter

mining factor was the absence of an agreement, express 

or implied, between decedent and his wife. 

Reciprocal or Cross-trusts 

Situations can arise where the decedent was not the 

actual grantor of the trust in which his interest in the 

income for his life is provided but still have the trust 

corpus taxable as a part of his gross estate under this 

section. Where two persons simultaneously create trusts 

for their reciprocal benefits in an attempt to avoid the 

retained life interest rule, such an attempt will usually 

be ineffective for estate tax purposes. By way of illus

tration, assume that A creates an irrevocable trust to pay 

income to B for life, remainder to B's heirs, and B in 

consideration therefor does likewise for the benefit of A 

for life, remainder to his heirs. In this type of situation 
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the trusts will be "uncrossed" and A and B will each be 

treated as the creator of the trust set up by the other and 

therefore will be deemed to have retained the income for 

life. The courts have reasoned that such trusts are in 

effect purchased conveyances and each transferor is in 

effect the creator of the trust which he has paid for. 

61 
The classic case on this point is Lehman v. Commissioner, 

in which two brothers set up similar trusts for each other 

and, in the case of the particular decedent, it was de

termined that he was the actual grantor of the trust for 

his own benefit. 

The doctrine of reciprocal trusts will be invoked 

by the courts to bring the trust for the decedent's benefit 

vv u. U.J.X.1.XX c x x O ^CAu^u-j.x^ fyv.yvvL^J. vJo. L-xxv.:̂  kj? u.LX i^LX ^̂ v:;; ^^xxj - j^ vvxxv^xx u . x x \ ^ j . ^ -u o 

a clear showing of facts to support its application. There

fore, the courts will not "uncross" the trusts where the 

grantors acted independently of each other and without any 

intention of an agreement or an exchange or where one 

6 2 
grantor was unaware of the disposition made by the other. 

If reciprocal powers are retained under cross-trust 

agreements that will permit modification of the trust or 

^^Newberry v. Commissioner, 172 F.2d 220 (1948). 

•̂"•109 F.2d (2d Cir. 1940). 

^^Newberry v. Commissioner, 201 F.2d 874 (1953); 
McLain v. Jarecki, 232 F.2d 211 (1956); Lueders' Estate v. 
Commissioner, 164" F. 2d 128 (3d Cir. 1947); Estate of Louise 
DeWitt Ruxton, 20 T.C, 487 (1953). 
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powers to designate beneficiaries are retained, the corpus 

will be included in the gross estate,^^ unless these 

powers were held by an independent trustee.^"* 

If the trust is includible in the gross estate of 

the nominal grantor without regard to the reciprocal or 

cross-trust doctrine, the estate cannot invoke the cross-

trusts rule to avoid a second taxing of the same trust. 

For example, if A and B each created reciprocal trusts 

reserving a secondary life estate, the value of A's trust 

would be included in A's estate because of the reserved life 

estate even though it was previously included in the estate 

of predeceasing B under the reciprocal trust rule. 

Right Retained to Designate Who Shall Enjoy Property 

The language relating to the periods for which a 

taxable interest must be retained under section 2036 has 

been interpreted in a narrow sense by the courts. On the 

other hand, they have leaned to the opposite extreme in 

defining the right to designate who shall possess or enjoy 

the property or its income that is taxable. For example, 

the courts have held that a power to distribute or accumulate 

Lehman v. Commissioner, 109 F.2d 99 (1940), cert, 
den. 310 U.S, 637 (19401; Estate of Durant, 41 B.T.A. 462 
C1940I. 

^^Estate of Dravo, 40 B.T.A., 309, aff'd 119 F.2d 
97 (19411. 

65 Estate of Guenzel, 28 T.C. 59, aff'd 258 F.2d 
248 (1958). 
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income is a taxable power even where the income benafi-

ciary and the remainderman happened to be the same per-
66 

son, A power which will cause a tax under section 2036(a) (2) 

may be a fiduciary power, as long aŝ  it is a discretionary 

67 power, 

For property to be taxed under this section, it is 

not necessary that the decedent has retained for himself 

a beneficial interest in the property transferred. It is 

sufficient if he has the power to designate who shall enjoy 

the property or its income. The power to designate here 

relates to the possession of the property or the enjoyment 

of the income during the decedent's lifetime and should not 

be confused with a power which can effect such enjoyment 
r o 

Such a power to designate will cause transferred 

property to be taxed even though the power is only exer

cisable in conjunction with one or more other persons, and 

without regard to whether such other persons have an in

terest in the property adverse to the exercise of such 

power. For example, if the right to change the income 

beneficiary of a trust could be exercised by the decedent 

66 Struthers v. Kelm, 218 F.2d 810 (8th Cir, 1955); 
Estate of Gleason, T.C. Memo, 1965-293. 

^^Industrial Trust Co. v. Commissioner, 165 F,2d 
(1st Cir, 1947), 

^^Sec, 2036, 
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only with the concurrence of the present income beneficiary, 

the property of the trust would still be subject to tax

ation under this section. 

Retained powers to invade principal to supplement 

an inadequate income to the life beneficiary has been held 

to amount to a reserved right to change or designate bene

ficiaries. Also, if the trustor has retained the right 

to remove the trustee and substitute himself as the trustee, 

he will be considered to have all of the powers of the 

trustee. 

Moreover, it is immaterial in what capacity the 

power can be exercised by the decedent. For example, if 

the decedent had created a "sprinkling" trust under which 

the trustee could distribute income in his discretion among 

a designated group of beneficiaries, and the decedent 

named himself as trustee, it would fall within this section 

even though the power could be exercised by the decedent 

71 only in a fiduciary capacity. 

As in the case of the right to receive the income, 

if the power of designation is subject to divestment or 

termination upon the happening of a contingency, and such 

^^Sec. 2036(a) (2) . 

"̂ Êstate of McDermott, T.C, Memo, 4/30/53, aff'd 222 
F.2d 665 (1955) . 

71 Treas. Regs, 20,2036-1 (b) (3) , 
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event has not occurred prior to the decedent's death, 

72 the property is taxable. 

Amount Includible in Gross Estate 

The amount taxable in the transferor's gross estate 

depends upon how much of the possession or enjoyment or 

how much of the right to income is retained. The full 

value of the property is included if the decedent retains 

a life estate in all of the property, or the right to all 

of the income derived from such property. If the donor 

retained half of the income, then only half of the property 

73 would be included in the estate. 

Where only a portion of the income is retained, 

then only that portion of the corpus which vrauld be required 

to produce that amount of income would be valued for in

clusion in the decedent's taxable estate. Where the 

transferor retained the first $300 per month, only that 

portion of trust corpus necessary to produce that amount 

of income was includible in the estate. This was true even 

though the trustee had discretionary power to distribute 

74 excess income to the transferor. In another case where 

a trust provided that income in the amount of $10,000 was 

to go to the transferor's children, the portion of the 

(1957), 

72 

Treas, Regs, 20,2036-1 (a), 

^^Estate of Uhl v. Commissioner, 241 F.2d 867 
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trust corpus required to produce this amount was excluded 

from the transferor's gross estate. The amount was de

termined by using the Treasury's 3 1/2 percent (now 6 per-

75 
cent) tables. In cases of this type it has been held 

that the portion includible was determined on the basis of 

the average yield of the trust for a number of years pre-

7 6 
vious to decedent's death. 

If the decedent retained an interest in a secondary 

life estate taking effect only on the death of the primary 

and initial life beneficiary, the value of the property 

is reduced by the value of the remaining term of the primary 

life interest provided that the primary life tenant is in 

fact enjoying the income at the time of the transferor's 

death. If the primary life tenant predeceases the trans-

77 
feror, the entire property is includible. 

There is some uncertainty in the law regarding the 

taxability of a transfer where the grantor retained only 

a contingent right to income or possession. For example, 

a contingent clause such as "if I am no longer able to 

support myself" is included in the trust instrument. A 

possible solution in such a case might be to include the 

^^Estate of Tomec, 40 T.C. 134 (1964), Acq. 1964-2 
C B . 7. 

76 
Estate of Becklenberg, 273 F.2d 297 (1960). 

'̂ T̂reas. Regs. 20 . 2036-1 (bl (1) (ii) . 
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transferred property in the estate at a discounted value 

to reflect the contingency. 

Reserved Powers Limited by External Standards 

Section 2036 will apply to any transfer of property 

in trust under which the transferor has a power to require 

the trustee to pay the trust income to him during his life

time. In this case, the transferor has an enforceable 

right to the income, and the entire value of the property 

is taxable in his gross estate. On the other hand, 

if the trustee is independent and has unrestricted dis

cretion in making any such payments, the transferor has no 

recognized right to the income and the transfer is not con-

79 sidered taxable in the estate. 

If the transferor reserves a power over trust 

property that places a definite restriction on the exercise 

of that power, so that in fact there is really no reserved 

discretion, the courts have held that property subject to 

such a restricted power was not taxable in the transferor's 

80 gross estate. For example, in case of a reserved power to 

invade principal in favor of the life beneficiary where 

necessary for support, maintenance and education, it has 

^^Estate of Selznick, 16 T.C. 716 (1952), 195 F.2d 
735 (1952). 

"̂ Îrvin Trust Company, 147 F.2d 946 (1945). 

80 
Industrial Trust Company v. Commissioner, 165 F.2d 

142 (1947); Estate of Frew, 8 T.C. 1240 (1947); Estate of 
Budlong, 7 T.C. 756 (1946). 
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been held not includible in the estate because such items 

were deemed to constitute external standards, ̂•'" But a 

reserved power to invade corpus in the best interests of 

the life beneficiary has been held to be discretionary 

and required inclusion of the property.^^ 

If powers are limited to extraordinary circumstances 

such as financial misfortune or prolonged illness which 

did not materialize prior to decedent's death, then inclu

sion of the property has not been required in the decedent's 

estate. It was reasoned that there is no discretionary 

power unless the events occur, and if they do there is still 

83 
no discretion since the trustee must act. 

Transfer of Retained Life Estate 

Under certain conditions the transferor may divest 

himself during his lifetime of a retained life estate or 

a retained power to designate beneficiaries by relinquish

ing or selling by an inter vivos disposition with the result 

that the property is excluded from the gross estate. In 

every case the disposition must be one that is not in con

templation of death. 

If the gratuitous relinquishment or transfer of a 

retained life estate is made in contemplation of death, it 

-̂̂ Estate of Wier, 17 T.C. 409 (1951), 

^^Estate of Yawkey, 12 T.C. 1164 (1949), 

-̂̂ Estate of Fredrick Kasch, 30 T.C. 102 (1958), 
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will be ineffective and the entire value of the property 

will be taxable in the decedent's gross estate.^^ One 

court has held that even though the sale of the life in

terest is made for full and adequate consideration, it will 

not prevent taxation of the trust property if the sale 

8 "̂  was made in contemplation of death. In this case, the 

decedent had created an irrevocable trust while retaining 

the income therefrom for life. Because of the adverse 

estate tax consequence, the decedent sold the life estate 

for its full fair market value, yet upon her death the 

court included the trust corpus, less the amount received 

for the life estate in the decedent's gross estate. 

If contemplation of death is not in issue, either 

because the sale or relinquisluuent of the life interest 

was made more than three years before death or because of 

an obviously predominant life motive, the courts have 

held that the sale of life interest was effective to remove 

the property from the transferor's gross estate. This is 

true even though the consideration was based on an estimate 

of future income. 

In a case where the transferor has created a trust 

^"^Treas. Regs. 20.2036-1 (b) ; Rev. Rul. 56-324, 
C B . 1956-2, 999, 

^^Allen V. U.S., D.C. Colo., (7-21-60), rev'd 293 
F.2d 916, cert, den., 368 U.S. 944 (1961); Estate of 
Vardell v. Commissioner, 307 F.2d 688 (5th Cir, 1962), 

^^Estate of Cuddihy, 32 T.C, 1171 (1959). 
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in which he has retained certain rights that may cause 

the trust property to be taxable in his gross estate, such 

as a right to accumulate or distribute income and name 

himself trustee, he may wish to resign his trusteeship 

and name successor trustees. If the trust provides no 

provisions for resigning, the transferor could apply to 

a state court for permission to do so, or he could obtain 

the consent of all persons beneficially interested in the 

4. 87 trust. 

87 Estate of Robert R. Ware, 55 T.C. 10 (1970), 



CHAPTER III 

TRANSFERS TAKING EFFECT AT DEATH 

Section 2037 of the Internal Revenue Code (1954) 

is a provision that first came into the statutes in 

1949. This section was revised again in 1954. From 

the beginning of the estate tax law in 1916 to 1949, 

transfers of the type now taxable under section 2037 caused 

property to be included in the gross estate only to the 

extent that they came within the postponed-possession-

or-enjoyment clause as transfers "intended to take effect 

in possession or enjoyment at or after death" of the 

decedent. 

The language of section 2037 as revised in 1954, 

is reasonably clear. This section has presented no more 

than its normal share of minor obstructions, although 

taxation of property transfers taking effect at death has 

had a difficult and complex history. Because any section 

is subject to more than one interpretation, the statute's 

history is necessary for understanding. 

•^Technical Changes Act of 1949, 63 Stat. 891 
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Decedent's Life as a Guideline 

The object of the postponed-possession-or-enjoy-

ment provision enacted in 1916 was to reach property 

which, for tax avoidance reasons, had been transferred 

inter vivos rather than by testamentary disposition. In 

Helvering v. Hallock, the settlor created a life estate 

in his wife, the principal to be paid to him if he survived 

his wife but to his children if he pre-deceased her. The 

court held that the trust was a taxable transfer under the 

postponed-possession-or-enjoyment provision. The Hallock 

opinion started the "possession or enjoyment" clause back 
3 

on the path from rags to riches. 

The first three cases in this area heard by the 

Supreme Court were directly opposite to the extant Treasury 
4 

position. In Shurkert v. Allen, the government took the 

position that the transferred property constituted a part 

of the decedent's gross estate when he had transferred 

the property in trust with directions that the income be 

accumulated for 30 years, at which time the accumulated 

income and principal were to be distributed to his children 

or their issue. The 30-year period was beyond his life 

expectancy by approximately 16 years. Because the term 

^309 U.S. 106 (1940). 
3 
Boris I. Bittker, "The Church and Spiegel Cases: 

Section 811(c) Gets a New Lease on Life." The Yale Law 
Journal, LVIII (May, 1949), 825. 

"̂ 273 U.S, 545 (1927) . 
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of the trust was greater than the settlor's life expectancy 

when the transfer was made, the Treasury maintained that 

the transfer was "intended to take effect in possession 

or enjoyment at or after his death," Although the basis 

for the decision was not very clear, the Supreme Court 

disagreed and held that the property was not taxable. In 
5 

part, the Court said: 

. . . It seems plain from the little evidence 
that was put in that the testator was not acting 
in contemplation of death as a motive for his 
act, or otherwise, except in the sense that he 
was creating a fund intended to secure his 
children from want in their old age, whoever 
might dissipate the considerable property that 
he retained and left at his death; and that 
being fifty-six years old, if he thought about 
it, he would have contemplated the possibility 
or probability of his being dead before the 
emergency might arise. Of course it was not 
argued that every vested interest that mani
festly would take effect in actual enjoyment 
after the grantor's death was within the 
statute. There certainly is no transfer taking 
effect after his death to be taxed under (the 
clause relating to transfers intended to take 
effect in possession or enjoyment at or after 
death). 

Again in Reinecke v. Northern Trust Company, 

the transfer was held not to have been intended to take 

effect in possession or enjoyment at or after death 

although it was intended that the actual passing of the 

property from the life tenants (not the decedent) into 

the possession and enjoyment of the remaindermen should 

^273 U.S. 547, 548 (1927). 

^278 U.S. 339 (1929). 
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not take effect until after the decedent's death. 

After this case was decided, the Treasury abandoned its 

effort to tax transfers merely because they were con

tingent on the transferor's death (i.e., where the decedent's 

life was the only guideline for the decision). 

The Treasury then attacked transfers with reser

vation of income. This attack was frustrated in May v. 
7 

Heiner. In this case, the decedent created a trust pro^ 

viding for the payment of the income to her husband for 

life and upon his death to herself for life. The corpus of 

the trust was directed to be paid to the decedent's children 

after her death. It was held that the transfer was not 

intended to take effect in possession or enjoyment at or 

after death, the court stating that "no interest in the 

property held under the trust deed passed from her (the 

decedent) to the living," Congress then came to the aid 

of the Treasury by enacting what is now section 2036 of 

the IRC (1954). 

May V. Heiner was followed in Burnet v. Northern 

8 9 10 

Trust Company, Morsman v. Burnet, and McCormick v. Burnet 

and the doctrine of that case was in effect reaffirmed 

in Hassett v. Welch, in which it was held that the 

^281 U.S. 238 (1930). 

^283 U.S. 782 (1931). 

^283 U.S. 783 (1931). 

•̂ •̂ 283 U.S. 784 (1931) . 

"'•'̂303 U.S. 303 (1938) . 
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amendment effected by the Joint Resolution of March 3, 

19 31, was not operative with respect to transfers made 

before that date. There was no dissent in any of the 

foregoing cases. 

Early Cases Regarding Reversionary Interest 

The special treatment of certain types of transfers 

made after November 11, 19 35, and before January 29, 

1940, further illustrates the confusion which has been cre

ated in this area by conflicting court decisions. After 

the earlier reversals, the Treasury, in applying the 

statutory phrase to transfers with "reversionary interests," 

12 

finally won a case in Klein v. United States. In this 

case the Supreme Court considered the situation v/here the 

decedent had transferred property, the income to be paid 

to the grantee (decedent's wife) for life with the pro

vision that if the decedent predeceased the grantee, the 

property^ was to vest in the grantee absolutely, otherwise 

it was to revert to the decedent. In Klein v. United States, 

the grantor had created a trust to pay the income to his 

wife during her lifetime. At the death of the wife, the 

property was to revert back to the grantor if he was still 

living. However, the grantor died before his wife, and 

the court held that this provision created a reversionary 

^^283 U.S. 231 (1931). 
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interest in the decedent sufficient for inclusion in 

his estate. In part the Court reasoned:''"̂  

It is perfectly plain that the death of the 
grantor was the indispensable and intended 
event which brought the larger estate (i.e., 
fee simple ownership rather than a life 
estate) into being for the grantee and ef
fected its transmission from the dead to the 
living, thus satisfying the terms of the 
taxing act and justifying the tax im
posed . . . . 

Four years later on November 11, 1935, the Supreme 

Court handed down its decision in Helvering v. St. Louis 

14 Union Trust Company. Here the decedent had transferred 

property to the grantee (wife and her children) in form 

absolute but with the provision that if the grantee pre

deceased the decedent, his ownership in the property would 

be divested and the property would revert to the decedent. 

It was held that the grantor's reservation in the corpus 

of the trust was simply contingent on the grantee pre

deceasing him. The court made a very tenuous distinction 

between this situation and that which was involved in the 

Klein case, and held that because the grantee's ownership 

was in form absolute, subject to being divested, no re

versionary interest in the transferor was created, whereas 

in the Klein case the fee reserved to the grantor was 

technically vested in him subject to being divested on the 

contingency of his death before the grantee. 

•'•\lein V. United States, 283 U.S. 234 (1931). 

''•'*296 U.S, 39 (1935) . 

file://�'�/lein
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Such a thin line of distinction could not endure, 

and five years later on January 29, 19 40, the Supreme 

15 Court, in Helvering v. Hallock, rejected the distinction 

made in Helvering v. St. Louis Union Trust Company, and 

specifically overruled that case. In so doing, the court 

reaffirmed the correctness of the decision in the Klein 

case by considering the distinction made between the two 

cases as one of form and not of substance. Thus, if the 

transferred property would be returned to the grantor if 

he should survive the named beneficiary or beneficiaries, 

the property would be included in the grantor's estate re

gardless of the technical nature of the interest retained 

by the grantor. In citing the Klein case with approval, 

the Court said: 

. . , The inescapable rationale of this decision, 
rendered by a unanimous Court, was that the 
statute taxes not merely those interests which 
are deemed to pass at death according to re
fined technicalities of the law of property. 
It also taxes inter vivos transfers that are 
too much akin to testamentary dispositions not 
to be subjected to the same excise. By bring
ing into the gross estate at his death that 
which the settlor gave contingently upon it, 
this Court fastened on the vital factor. It 
refused to subordinate the plain purposes of 
a modern fiscal measure to the wholly unre
lated origins of the recondite learning of 
ancient property law. Surely the Klein decision 
was not intended to encourage the belief that a 
change merely in the phrasing of a grant would 

•••̂ 309 U.S. 106 (1940) . 

•̂ 3̂09 U.S, 123 (1940) , 
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serve to create a judicially cognizable 
difference in the scope of section 302(c), 
although the grantor retained in himself 
the possibility of regaining the transferred 
property upon precisely the same contingency. 
The teaching of the Klein case is exactly the 
opposite . . . , 

In order to lessen some of the hardship which could 

have been created by reliance upon the St, Louis Union 

Trust Company decision, the Treasury added a provision to 

the Regulations under this section which provides that the 

value of an interest in property transferred between 

November 11, 1935 and January 29, 19 40 is not included 

17 in the decedent's gross estate if: 

CD The Commissioner, whose determination 
shall be final, determines that the transfer 
is classifiable with the transfers involved 
in the St, Louis Union Trust Company cases, 

the case of Klein v. United States (283 U.S. 
231), previously decided by the Supreme 
Court, and 

C2) The transfer shall have been finally 
treated for all gift tax purposes, both as to the 
calendar year of the transfer and as to sub
sequent calendar years, as a gift in an a-
mount measured by the value of the property 
undiminished by reason of a provision in the 
instrument of transfer by which the property, 
in whole or in part, is to revert to the de
cedent should he survive the donee or another 
person, or the reversion is conditioned upon 
some other contingency terminable by the de
cedent 's death. 

•"•̂ Treas, Regs, 20, 2037-1 (g) , 
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Transfers Before; October 8, 1949 

If the transfer took place before October 8, 1949, 

then in order to be included in the decedent's gross estate, 

the reversionary interest of tlie decedent must be expressly 

provided for in the instrument of transfer. This arbitrary 

specification illustrates in part the incoherent history 

of the sections taxing inter vivos transfers. Prior to 

1949, the decisions as to what constituted a reversionary 

interest were far from uniform, v;ith a number of courts 

holding that a remote possibility of reverter should be 

ignored as a taxable interest. "̂^ In 19 49, the Supreme Court 

decided the Church and Spiegel cases, wherein it held that 

taxable interest included any possibility of reverter, 

however remote. In order to mitigate the retroactive effect 

of these decisions, Congress am.ended the law to provide 

that as to transfers prior to October 8, 1949, reversions 

arising by operation of law would not be included in the 

gross estate. 

Church and Spiegel Cases 

The decisions of the Supreme Court in Commissioner 

v. Church,^^ and Spiegel v. Commissioner, as previously 

18. 'Commissioner v. Bayne's Estate, 155 F.2d 471 
(2d Cir. 1946). 

•̂ 3̂35 U.S. 632 (1949), reh. den. 336 U.S. 915. 

^^335 U.S. 701 (1949), reh. den, 336 U.S. 915. 
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discussed, climaxed a span of more than twenty years of 

intense litigation in both the Supreme Court and the lower 

courts in an effort to determine the meaning of the 

phrase "intended to take effect in possession or enjoyment 

at or after death." This twenty-year period represented 

one of doubt, conflict, confusion, problematic conditions 

and reversal of prior court decisions. 

In the Church case, a trust was created in 1924, 

which reserved the income to the settlor for life. The 

corpus was to be distributed to the surviving issue on 

his death. If no issue survived him, the corpus was to 

go to his surviving brothers and sisters. The settlor 

was unmarried at the time the trust was created and he had 

six brothers and sisters and seven nieces and nephews. 

At the time of his death, he was survived by his six 

brothers and sisters and by ten nieces and nephews. He 

had no children of his own. The court held in a six-to-

three decision that a transfer under which the decedent 

had retained the income for his lifetime constituted a 

"transfer intended to take effect in possession or enjoy

ment at or after dath" even though the transfer had been 

made prior to March 3, 1931, when section 811(c) of the 

1939 Code (now Section 2037) was amended, prospectively, 

to require the inclusion of transfers under which the 

decedent had retained the right to the income for his 

lifetime. 
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In the Spiegel case, a trust was created in 1920, 

which provided that the income should be paid to the 

settlor's three children during his lifetime. The corpus 

was to be divided among his children upon his death. The 

share of any deceased child would go to the surviving issue 

of that child, and if none then to the settlor's other 

children or to their issue. The court held by a seven-to-

two majority vote that the transfer was includible where 

there existed a very remote possibility of reverter by 

operation of law that the property would return to the 

decedent or his estate if all of the named beneficiaries 

predeceased him. 

Both the Church and Spiegel cases themselves were 

susceptible to more than one interpretation. VThether those 

cases represented the ultimate limits to which the language 

of the statute would have been stretched probably need not 

now be considered since Congress in the Technical Changes 

Act of 1949 exercised its prerogative to completely revise 

the language of section 811(c) of the 1939 Code (now 

section 2037). The revision was in part to limit the effect 

of the Supreme Court decisions, and in part to extend the 

scope of the statute beyond the point reached by the 

. 21 court. 

-̂̂ 63 Stat. 894. 
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Legislation of 1954 

When Congress enacted section 2037, IRC (1954), 

which is essentially a replica of the 1949 legislation in 

respect to pre-1949 transfers, the rule of Reinecke v. 

Northern Trust Company in essence was restored. The 

primary revision to section 2037 applied to transfers made 

after October 7, 1949, which are treated the same whether 

the reversionary interest arises by operation of law or is 

expressly reserved by the language of the instrument of 

transfer. The use of the settlor's life as a guideline is 

not fatal unless a reversionary interest was retained, and 

if the retained interest has a value less than five percent 

immediately prior to the transferor's death, the transferor 

22 
is considered not to have intended to avoid estate taxes. 

Statutory Provisions 

A transferor may have made lifetime gifts subject 

to conditions and qualifications postponing the recipient's 

enjoyment of the property. If such deferment was for the 

decedent's life or longer and the decedent retained a 

reversionary interest, the property will be included in 

his gross estate. 

After September 7, 1916, the gross estate specifi

cally includes the value of property or of an interest in 

^^Sec. 2037(a)(2); Technical Changes Act of 1949, 
Sec. 7(a), 63 Stat. 894. 
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property transferred by the decedent whether in trust or 

otherwise: 

Sec. 2037, Transfers Taking Effect at Deatĥ "̂  

(a) General rule.—The value of the gross estate 
shall include the value of all property, to the 
extent of any interest therein of which the 
decedent has at any time after September 7, 1916, 
made a transfer (except in case of a bona fide 
sale for an adequate and full consideration in 
money or money's worth), by trust or otherwise, if 

CD possession or enjoyment of the property 
can, through ownership of such interest, be ob
tained only by surviving the decedent, and 

(2) the decedent has retained a reversionary 
interest in the property (but in the case of a 
transfer made before October 8, 1949, only if 
such reversionary interest arose by the express terms 
of the instrument of transfer), and the value of 
such reversionary interest immediately before the 
death of the decedent exceeds 5 percent of the 
value of such property. 

(b) Special rules.—For purposes of this section, the 
term 'reversionary interest' includes a possibility 
that property transferred by the decedent 

CD may return to him or his estate, or 

C2) may be subject to a power of disposition 
by him, but such term does not include a possi
bility that the income alone from such property 
may return to him or become subject to a power of 
disposition by him. The value of a reversionary 
interest immediately before the death of the 
decedent shall be determined (without regard to 
the fact of the decendent's death) by usual methods 
of valuation, including the use of tables of 
mortality and actuarial principles, under regulations 
prescribed by the Secretary or- his delegate. In 
determining the value of a possibility that property 
may be subject to a power of disposition by the 
decedent, such possibility shall be valued as if 
it were a possibility that such property may return 

"̂̂ 46 Stat, 1516, 
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to the decedent or his estate. Notwithstanding 
the foregoing, an interest so transferred shall 
not be included in the decedent's gross estate 
under this section if possession or enjoyment 
of the property could have been obtained by 
any beneficiary during the decedent's life 
through the exercise of a general power of 
appointment (as defined in section 2041) which 
in fact was exercisable immediately before the 
decedent's death. 

Transfers Taking Effect at Death Defined 

In order for transferred property to be includ

able in the decedent's gross estate under this section, it 

is necessary that the following conditions exist:^^ 

1, Possession or enjoyment of the property 

transferred may be obtained only by surviving the decedent; 

2, The decedent retained a reversionary interest 

in the property; 

3, And the value of the reversionary interest 

was worth more than 5 percent of the value of the property 

immediately before his death. 

The title of the section "Transfers Taking Effect 

at Death," could be a little misleading if one relied on the 

bare words alone. All of the above described conditions 

must be present in order for the property transferred (in 

trust or otherwise) to be included in the decedent's gross 

estate. It is not enough to find that the possession or 

enjoyment of the property is deferred until the transferor's 

"̂̂ Sec. 2037(a). 
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death, the transfer to that extent being testamentary in 

character, unless the decedent had also retained the 

necessary reversionary interest. 

If possession or enjoyment could be obtained by 

any beneficiary through the exercise of a general power 

of appointment, the provisions of this section are in

applicable. This section does not apply if the transfer is 

conditioned upon the transferee surviving a third party 

(other than the decedent). The general power of appoint

ment does not have to actually be exercised, it is suf

ficient if the power is exercisable immediately before the 

25 decedent's death. 

Condition of Survivorship 

The first of the three requirements proscribed by 

the statute is that "possession or enjoyment of the property 

can, through ownership of such interest, be obtained only 

by surviving the decedent." This condition is not met in 

cases where it is possible for the beneficiary to obtain 

possession or enjoyment of the property by gaining owner

ship without having to survive the decedent. By way of 

illustration, assume that the decedent transferred property 

in trust with the income payable to his wife for life and, 

at her death, remainder to the decedent's then surviving 

children, or if none, to the decedent or his estate. Since 

^^Sec, 2037(b). 
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the beneficiaries can possess or enjoy the property without 

surviving the decedent (they need only to survive the 

wife), no part of the property transferred is taxable 

under section 2037, regardless of the value of the decedent's 

26 reversionary interest. 

However, the first condition would be met if the 

decedent transferred property in trust with the income pay

able to his wife for life with the remainder payable to the 

decedent or, if he is not living at his wife's death, to 

his daughter or his estate. The daughter cannot obtain 

possession or enjoyment of the property without surviving 

the decedent. Therefore, if the decedent's reversionary 

interest immediately before his death is greater than 5 per

cent of the value of the property, the value of tho property.-

less the value of the wife's outstanding life estate, is 

27 includible in his gross estate. 

In both of the above cases, the value of the rever

sionary interest itself could be includible in the decedent's 

gross estate as property owned by the decedent at death 

under section 2033. 

The fact that a transfer is conditioned upon an 

event such that possession or enjoyment can be obtained im

mediately before the decedent's death either by surviving 

the decedent or on the occurrence of another event such as 

^^Treas, Regs. 20.2037-1 (e) (1). 

^^Treas. Regs. 20.2037-1 (e) (3). 
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the expiration of a term of years, does not make the 

property taxable in the gross estate under this rule even 

though the other event has not happened before decedent's 

death. However, such alternative contingency must be one 

which is real in the sense that it has a fair chance of 

occurring prior to the death of the decedent. If the 

contingency is considered to be unreal and the decedent 

dies before such event happens, it may be disregarded and 

the property could be included in his gross estate. This 

concept may be illustrated by an example cited in the 

Regulations. The decedent transferred property into an 

accumulation trust with the accumulated income and princi

pal to be paid to the decedent's son at the end of a 20-

year period or at the decedent's death if the son is then 

surviving. If the decedent was 30 years old and in good 

health at the time of the transfer, then the possibility 

that the son could obtain the property without surviving 

the decedent is a real one, and the property would not be 

included in the decedent's gross estate. If on the other 

hand, the decedent was 70 years of age at the time of the 

transfer, the possibility of the son obtaining the property 

without surviving the decedent becomes unrealistic and the 

alternative 20-year condition will be ignored in deter

mining whether the property is includible. In both of these 

situations the decedent must die within the 20-year period 

or the transfer becomes absolute and this section has no 
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applicability at all. In the latter case, if the value of 

the decedent's reversionary interest (arising by operation 

of law) immediately before his death exceeded 5 percent 

of the value of the property, the property would be in

cluded in the decedent's estate. 

It is not necessary that all of the interest in the 

property transferred be obtained only by surviving the 

decedent. The ownership of the property may have been 

divided among several persons with some of the interest 

dependent upon surviving the decedent and other interests 

vesting without this condition of survival. By way of 

illustration, the decedent transferred property in trust 

with the income payable to W for life, then to S for life, 

to X or X's estate. The interests of W and S are not in 

any way dependent upon their surviving the decedent, and 

only X's interest is so limited. Therefore, in this situ

ation, assuming that W and S are both still alive at the 

decedent's death and the value of his reversionary interest 

is at least 5 percent, only the value of X's remainder 

interest would be subject to taxation in the decedent's 

gross estate. This would be computed by determining the 

value of the property and reducing it by the actuarially 

29 
computed value of the life estates of W and S. 

^^Treas, Regs, 20.2037-1 (b); Treas, Regs. 20.2037-1 
(e) (5), 

29 Treas. Regs, 20.2037-1 (e) (4). 
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Reversionary Interest Retained 

In addition to the survivorship contingency, the 

second coexistent condition to property includible under 

this section is that the decedent has retained a reversionary 

interest in the property. The third condition and an 

important limitation on this provision is that the rever

sionary interest must be worth at least 5 percent of the 

value of the property immediately before the decedent's 

death. 

The term "reversionary interest," for the purposes 

of this section, includes a possibility that the ownership 

of the property transferred by the decedent may return to 

him or to his estate. The reversionary interest may only 

be the right to dispose of such ownership. In general, 

the term has reference to any right under vjhich the 

transferred property shall or may be returned to the 

transferor. It is immaterial whether the reversionary 

interest has been expressly reserved to the decedent by 

the terms of the instrument of transfer, or whether it 

arises by operation of law through a failure to provide 

for the disposition of the property under all contingencies, 

31 
except where the transfer was made before October 8, 1949. 

If the transfer was made before October 8, 1949, 

the value of the property transferred is not includible in 

the decedent's gross estate as a transfer taking effect at 

"̂ Ŝec. 2037(a) (2) . 

31 
Treas. Regs, 20,2037-1 (c). 
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death, regardless of the value of the reversionary interest, 

provided that the decedent's right to the return of the 

property is not created by the express terms of the instru-
32 

ment of transfer. 

The term "reversionary interest" does not encompass 

the possibility that an interest in the income from the 

property alone will return to him, or the possibility of 

receiving income only from the transferred property after 

the death of another person, or the possibility that the 

decedent during his lifetime might have received back an 

interest in transferred property by inheritance through the 

estate of another person. By way of illustration, assume 

that H (the decedent) transferred property in trust and the 

terms of the transfer were to pay the income to A for his 

life, then to pay the income to H for his life if he sur

vives A, with an ultimate remainder over to X or his estate, 

and H predeceases A, nothing would be includible in H's 

estate under this section because his reversionary interest 
33 relates only to the income from the property. However, 

if the transfer provided for the accumulation of the income 

during the decedent's life, and at his death the principal 

and accumulated income to be paid over to his surviving 

issue, there is the possibility that the property would 

^^Sec. 2037(a) (2) . 

-̂ -̂ Treas, Regs, 20, 2037-1 (c) (2) , 
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revert to the decedent's estate if no issue survived him. 

Accordingly, even though the decedent was actually sur

vived by issue in this case, if the actuarially computed 

value of his reversionary interest just prior to his death 

exceeded 5 percent of the value of the property, the entire 

value of the property could be included in his gross 
4. ̂  34 estate. 

The retention of a reversionary interest by the 

express terms of a trust may be illustrated by the following 

example. Assume that H (the decedent) transferred property 

in trust with the income payable to W (his wife) for life 

and the remainder payable to H or, if he is not living at 

W's death, to his daughter or her estate, the decedent 

has expressly retained the right to have the propert'̂ '' re

turned to him in the event he survived his wife. This is 

a right which he possessed up to the moment preceding his 

death. On the other hand, a reversion resulting from an 

incomplete disposition of a remainder interest following one 

35 or more life estates arises by operation of lav/. 

It should be noted that a reversionary interest 

created by operation of law does not include the possibility 

34 
The reversionary right to income, or power to 

receive or dispose of income, may cause the transfer to be 
taxable under section 2036, as a transfer subject to 
retained life estate; or, if control over the income did 
not expire at his death, it may be taxable in his estate 
under section 2033, as property owned by the decedent 
at death, 

-̂ Êstate of Graham, 46 T.C. 415 (1966). 



66 

that the decedent might be able to recover the property 

or any portion thereof through the exercise of a statutory 

right of election against the estate of a spouse, or that 

he might inherit the property through the estate of another 

person. 

Other illustrations involving reversionary in

terests are given below. 

!• In Costin v. Cripe, it was held that the 

retention by the settlor of an irrevocable trust of the 

power to designate other beneficiaries of the trust, ex

clusive of himself or his creditors, in the event of the 

prior death of his wife (age 82) and of his son (age 48), 

constituted the retention of an express reversionary in

terest, the value of which was 8.5 percent of the total 

value of the trust corpus when the settlor at the time of 

his death was 73 years of age. Thus, the value of the 

trust corpus was included in his gross estate, 

37 2, In Estate of Klauber, the court reasoned 

that in order for a power of disposition to be a reversionary 

interest it must be exercisable by the settlor alone, but 

that where the settlor can remove the trustees he has such 

a power to dominate them that he alone will be deemed to 

possess the powers of disposition given the trustees. 

^^55-2 U.S. T.C, (S.D. Ind. 1955), aff'd 235 F,2d 
162 (7th Cir, 1956). 

37 34 T.C. 968 (1960). 



67 

3. In Bank of New York (Thaw Will) v. U.S.,"^^ 

a trust provision requiring that corpus be paid over to 

trustees under decedent's will under certain contingencies 

was considered a reversionary interest and the property 

was taxable in the decedent's gross estate, 

4. The court has also applied the cross-trust 

doctrine in treating a remainder under a reciprocal trust 

as a reversionary interest where the grantors are deemed 

39 to have created each other's trust. 

Valuing the Reversionary Interest 

The reversionary interest is ordinarily valued 

according to the decedent's life expectancy at the time 

of transfer and usually based on conditions such as his 

age and health. The Regulations provide actuarial tables 

which are normally used for this purpose. If the mortality 

tables are used, the first step is to analyze the provisions 

of the transfer to determine the interests and probabilities 

which will have to be taken into account as intervening be

tween the present value of the property and the ultimate 

reversionary interest of the decedent. However, these 

tables are not conclusive and it may be possible to decrease 

the value of the retained interest, if it can be proved 

-̂ 1̂41 F. Supp. 364 (1956) . 

"̂ Êstate of Moreno, 28 T.C. 889 (1958), aff'd 260 
F.2d 389 (1958) . 
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that the life expectancy of the decedent at the time of 

the transfer was less than normal. In any case, the re

versionary interest must be valued at the moment before 

death whether or not the executor elects the alternate 

valuation date. 

The Seventh Circuit has held that if actual life 

expectancies can be shown, these must be used rather than 

valuation tables. In Hall v. United States, ̂"̂  the decedent 

created an irrevocable trust in 192 8, with remainders to 

her daughter and son or the survivor. However, if she 

survived her children, the corpus would revert to her 

immediately. At the time of her death in 1960, she was 

seventy-two years of age. Her son was the only survivor 

and he was forty-nine years of age. The value of the 

reversionary interest was 9.1 percent of the value of the 

property according to actuarial expectancies, and the 

transfer would be taxable under section 2037. The District 

Court found that the decedent's life expectancy based on 

expert medical testimony was approximately three years im

mediately prior to her death and the son's life expectancy 

was at least fifteen years at the same point in time. On 

this basis, the value of the reversionary interest was 2.61 

percent of the value of the trust property and the estate 

was not taxable. 

40 
"^Treas. Regs. 20. 2037-1 (c) (3) . 

•̂"•D.C. Ind. 7/30/64, aff'd 353 F,2d 500 (1965). 
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The Seventh Circuit reasoned that the language 

of section 2037(b) makes the use of mortality tables per

missible, but not mandatory, although it appears that 

Treasury Regulations 20.2031-7 indicates that mortality 

tables should be used exclusively. The court also held 

that to make the use of mortality tables mandatory would 

ignore realism and common sense. 

The Treasury disagrees with the Seventh Circuit 

Court of Appeals, and takes the stand that in determining 

whether the reversionary interest exceeds 5 percent, the 

actuarial tables must be used notwithstanding the fact of 
A O 

decedent's death or the facts surrounding his death. 

In cases where the decedent's reversion was contin-

courts have held that actuarial principles cannot value a 

44 

reversionary interest. For example, the decedent trans

fers property in trust to pay the income to X for the life 

of the decedent, then to his daughter for life with the re

mainder to the daughter's surviving descendants. If the 

daughter dies without issue, the corpus goes to those persons 

appointed by decedent's will. Thus, the decedent exercises 

the power of appointment by will and dies before his daughter. 

Ibid. 

"̂ •̂ Rev. Rul. 66-307, C B . 1966-2, 429. 

^^Cardeza v. United States, 261 F.2d 423 (3d Cir. 
1958); Commissioner v. Sternberger's Estate, 348 U.S. 187 
(1955); Bodine v. Commissioner, 193 F.2d 724 (2d Cir. 1952), 
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In such case the reversionary interest which is contingent 

on death without issue cannot be valued by usual methods 

of valuation. However, the burden of proving that the 

value of the reversionary interest does not exceed 5 per

cent of the value of the property is on the estate,"^^ 

and property has been included in gross estate, despite 

the difficulties of valuation, on the grounds that the 

estate failed to meet its burden,"*^ 

Amount Includible 

In applying the 5 percent rule, the value of the 

reversionary interest is compared with the value of the 

whole property unless t?ie reversion applies to only part 

of the property. If that is the case, it is compared with 

only that part. In either case, the Treasury takes the 

stand that the value of the property with which the rever

sion is compared is not reduced, for the purpose of the 

5 percent test, by the value of outstanding life estates 

47 in the property. 

If the value of the reversionary interest has been 

determined to exceed 5 percent of the value of the property, 

the entire value of the property less the value of any 

45 
Estate of Thacher, 20 T.C. 474 (1953), acq., 

1954-1 C B . 7. 
"̂ Êstate of Tarver, 26 T.C. 490 (1956) aff'd 

255 F.2d 913 (4th Cir. 1958). 

"^^Treas. Regs. 20 . 2037-1 (c) (4) . 
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utstanding life estates is included in the decedent's 

48 
gross estate. For example, assume H transfers property 

in trust to accumulate income during H's life, and on H's 

death, distribute everything to W; but if W predeceases H, 

then everything to H's estate. In this case, if H pre

deceases W, the entire property would be included in H's 

estate. Here W gets all the property by surviving H. 

However, assume the transfer was from H to W for life, 

with the remainder to H if H was still living at W's death; 

but if not, then the remainder to D. Because D's remainder 

is the only interest contingent upon surviving H, then only 

the value of such remainder interest is taxable in H's 

gross estate. 

Important Exception 

The last sentence of section 2037 provides an im

portant exception in that a transfer shall not be taxed 

under that section if there was a general power of appoint

ment, as defined in section 2041, exercisable at the 

decedent's death, by which possession or enjoyment of the 

transferred property could have been obtained by any bene-

50 
ficiary during the decedent's life. 

Although this exception was designed as a relief 

"^^Treas, Regs. 20 . 2037-1 (e) . 

49 ^^Ibid. 

^^Section 2037(b). 
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provision, it could be a "tax trap," since the general 

power necessary to avoid a tax under the section 2037 

exception would make the property subject to the power 

taxable to the donee of the power under both the estate 

and gift taxes. By way of illustration, assume H trans

ferred property in trust to W to accumulate the income 

during H's life, and to distribute the trust property 

along with the accumulated income to the surviving children 

of H and W at H's death, the trust property would not be 

taxable to H's estate if he gave W power to alter or amend 

the trust in any way that she saw fit, provided this pov/er 

was outstanding at H's death. However, if W exercised the 

power in favor of the children during her life, she would 

be subjected to a gift tax under section 2514. If she did 

not exercise the power and died with it still outstanding, 

the property would be taxable to her estate. Also, if H 

subsequently died, the trust property would be taxable to 

his estate under section 2037, because the power was not 

exercisable at his death. It would appear that the danger 

of additional taxes could be avoided if, H gave W a power 

to terminate the trust in favor of the children, instead 

of a general power to alter or amend the trust as she saw 

fit. This would be a special power which would not be 

within the exception of section 2037, and would not be tax

able under section 2041. It would prevent the transfer 

from meeting the requirements for a tax under section 2037 
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because, due to the power, the children's possession or 

enjoyment would no longer be dependent on surviving H, 

and because H's reversionary interest could be destroyed 

by W at will, it would not be worth more than 5 percent of 

51 the value of the property transferred. 

•̂""Lownes, "Gross Estate-Inter Vivos Transfers," 
pp. 20-21. 



CHAPTER IV 

REVOCABLE TRANSFERS 

Although the statute governing the estate tax did 

not refer explicitly to revocable transfers during the 

period from 1916 to 1924, such transfers were includible 

in the decedent's gross estate by authority of a clause 

reaching any transfer by trust or otherwise "intended to 

take effect in possession or enjoyment at or after death." 

In addition, the Court in Reinecke v. Northern Trust Conoany, 

went a step further in also holding that revocable trans

fers made prior to 1916 could be reached, provided the 

transferor died after 1916, The decision handed down in 

this case created considerable controversy and consterna

tion. Many people contended that to include such property 

in a decedent's gross estate was in effect retroactive 

legislation in violation of the due process provision of the 

Fifth Amendment. However, the court rejected their claims 

on the reasoning that the transfer was not complete until 

the transferor's death and that the tax was imposed on the 

transferring of economic benefits at death. 

•''278 U.S, 339 (1929), The constitutionality of 
revocable trusts was upheld in this case, 

74 
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This taxing provision on revocable transfers was 

enacted in 1924, as a secondary provision of transfers 

"intended to take effect in possession or enjoyment at 

or after death." The Revenue Act of 1924 specifically 

provided that the value of property, or an interest in 

propertjr transferred, considered as revocable trusts would 

be included in the gross estate of the decedent. In Reinecke 
2 

v. Northern Trust Company, which was decided about five 

years after the 1924 Act, the Supreme Court held that such 

trusts were "intended to take effect in possession or 

enjoyment at or after death," therefore, these trusts 

fell within the gross estate under prior Acts, In this 

case the court distinguished two trusts in which the 

decedent had reserved full revocable powers from, five 

others "to alter, change, or modify the trust," although, 
3 

only with the consent of beneficiaries. The Court said: 
Nor did the reserved powers of management 

of the trusts save to decedent any control 
over the economic benefits or the enjoyment 
of the property. He would equally have re
served all these powers and others had he 
made himself the trustee, but the transfer 
would not for that reason have been incomplete. 
The shifting of the economic interest in the 
trust property which was the subject of the tax 
was thus complete as soon as the trust was 
made. His power to recall the property and 
of control over it for his own benefit then 
ceased and as the trusts were not made in 
contemplation of death, the reserved powers do 
not serve to distinguish them from any other 
gift inter vivos nor subject to the tax. 

^Ibid, 

•^Reinecke v . N o r t h e r n T r u s t C o , , 278 U , S , 339 ( 1 9 2 9 ) . 
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Thus, the forerunner of what is now section 2038, 

IRC (1954), was enacted in 1924.. This Act reached trans

fers, at the date of decedent's death, where enjoyment was 

subject "to any change through the exercise of a power, 

either by the decedent alone or in conjunction with any 

person, to alter, amend, or revoke, or where the decedent 
4 

relinquished any such power in contemplation of his death." 

In 1933, the Supreme Court held that the value 

of property in a trust over which the decedent had a non-

beneficial power to modify or alter in any manner except 
5 

in favor of himself would be reached by section 2038: 

Here the donor retained until death 
power enough to enable him to make a complete 
revision of all that he had done in respect 
of the creation of the trusts even to the 
extent of taking the property from the trustees 
and beneficiaries named and transferring it 
absolutely or in trust for the benefit of 
others. 

The court viewed section 2038 in a declaratory 

manner in this case: 

We need not consider whether every change, 
however slight or trivial, would be within the 
meaning of the clause . . . . So far as con
cerns the tax here involved, there is no 
difference in principle between a transfer 
subject to such changes and one that is 
revocable. 

^Revenue Act of 1924, 43 Statute 253, 304. 

^Porter v. Commissioner, 288 U.S. 436, 443 (1933). 

^Ibid. 
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The taxing provisions of this section were ampli

fied some in 1934, but the 1936 Act added the clauses "in 

whatever capacity exercisable," and "without regard to 

when or from what source the decedent acquired such power," 

and added the word "terminate" to "alter, amend, or 

revoke," This provision took on its present form in 

1936.^ 

If the enjoyment of property transferred by a dece

dent is subject to anŷ  change through the exercise of a 

power to revoke, alter, amend or terminate the transfer 

at the date of his death, the property transferred is included 

in his estate, 

St atu tory Prov is ion s 
o 

Sec, 2038 Revocable Transfers 

(al In general.—The value of the gross estate 
shall include the value of all property. 

Cll Transfers after, June 22, 1939.—To 
the extent of any interest therein of which 
the decedent has at any time made a transfer 
Cexcept in case of a bona fide sale for an 
adequate and full consideration in money 
or money's worth), by trust or otherwise, 
where the enjoyment thereof was subject 
at the date of his death to any change 
through the exercise of a power (in 

Leber V. United States, 346 U.S, 335 (1953). 
The pre-19 36 language was held to be only declaratory of 
prior law and not a substantive change in the statute. 
However, Commissioner v. Estate of Holmes, 326 U.S. 4 80 
C1946), left some doubt about its equivalence, 

^46 Statute 1516, 
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Whatever capacity exercisable) by the dece
dent in conjunction with any other person 
(without regard to when or from what source 
the decedent acquired such power), to alter, 
amend, revoke, or terminate, or where any 
such power is relinquished in contemplation 
of decedent's death. 

(2) Transfer on or before June 22, 1936.—To 
the extent of any interest therein of which 
the decedent has at any time made a transfer 
(except in case of a bona fide sale for an 
adequate and full consideration in money or 
money's worth), by trust or otherwise, where 
the enjoyment thereof was subject at the date 
of his death to any change through the ex
ercise of a power, either by the decedent 
alone or in conjunction with any person, to 
alter, amend, or revoke, or where the decedent 
relinquished any such power in contemplation of 
death. Except in the case of transfers made 
after June 22, 1936, no interest of the dece
dent of which he has made a transfer shall be 
included in the gross estate under paragraph 
(1) unless it is includable under this para
graph, 

(b) Date of existence of power,—For purposes of 
this section, the power to alter, amend, revoke, 
or terminate shall be considered to exist on the 
date of the decedent's death even though the ex
ercise of the power is subject to a precedent 
giving of notice or even though the alteration, 
amendment, revocation, or termination takes effect 
only on the expiration of a stated period after 
the date of the decedent's death notice has been 
given or the power has been exercised. In such 
cases proper adjustment shall be made representing 
the interests which would have been excluded from 
the power if the decedent had lived, and for such 
purpose, if the notice has not been given or the 
power has not been exercised on or before the 
date of his death, such notice shall be considered 
to have been given, or the power exercised, on the 
date of his death, 

Cc) Effect of disability in certain cases,—For 
purposes of this section, in the case of a dece
dent who v/as (for a continuous period beginning 
not less than 3 months before December 31, 1947, 
and ending with his death) under a mental dis
ability to relinquish a power, the term "power" 
shall not include a power the relinquishment of 
which on or after January 1, 1940, and on or before 
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December 31, 1947, would, by reason of section 
1000(e) of the Internal Revenue Code of 1939, 
be deemed not to be a transfer of property for 
purposes of chapter 4 of the Internal Revenue 
Code of 1939, 

It is obvious from the arbitrary date limitations 

contained in this section that Congress once again attempted 

to overcome the adverse effects of court decisions. Thus, 

by wc\y of illustration, in 1935, in the case of White v, 
9 

Poor, the Supreme Court decided that unless the power to 

alter, amend, or revoke had been reserved by the grantor 

to himself at the time of the original transfer, it would 

not constitute a retained power causing the transferred 

property to be taxed in the decedent-grantor's gross estate. 

In the White case, the grantor's right to terminate was 

not derived under the terms of the original transfer, but 

by the mutually arranged actions of the beneficiaries and 

trustees at a later date. Congress then prospectively 

amended the law in 1936, to provide that the possession 

by the decedent at the date of his death of any such power 

would result in the property being taxable without regard to 

the capacity in which it was exercisable or the time when 

or source from which the decedent transferor derived the 

power, 

A specialized relief provision of the 1939 Code 

was provided for in subsection (c) of this section. Under 

^296 U,S. 98 (1935), 
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this provision, the grantor of a trust created prior to 

January 1, 1939 could release a power to change the bene

ficial enjoyment of the income or corpus of a trust 

agreement without being subjected to a gift tax. The 

tax-free release of such powers was for a limited period 

which terminated on December 31, 1947. Subsection (c) 

further provided relief where the decedent was under a 

mental disability during the latter part of the period 

for such tax-free release, and did not recover his mental 

faculties prior to his death, therefore, the decedent's 

interest would not be taxable if the property would not have 

been subject to tax in the event that the power had been 

released. Another limitation imposed was that if the grantor 

had the power at any time on or after January 1, 1939 to 

recover title to the property, either alone or in conjunction 

with any one not having a substantial adverse interest 

10 therein, the section did not apply 

Revocable Transfers Defined 

Property transfers which are taxable because of 

reserved powers to change beneficial interest are generally 

referred to as "revocable transfers." This term is somewhat 

misleading and the section may be poorly named since the 

^ Treas. Regs. 20.2038-1 (f); Hurd v. Commissioner, 
160 F,2d 610 (1st Cir. 1947). Mental incompetence does 
not destroy the power; Round, Ex'rs v. Commissioner, 332 
F.2d 590 (1st Cir. 1964"n Power would remain in abeyance 
and exist until the grantor regains his capacity. 
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statute expressly enumerates the principal types of 

powers which v/ill render a transfer taxable under this 

section, such as any power to "alter, amend, revoke or 

terminate" the transfer. The kind of power that causes 

property to be taxed in the gross estate of the decedent 

includes any power affecting the time or manner of enjoy

ment of the corpus or its income. This is true even 

though the decedent could not benefit from the exercise 

of the power and even though the identity of the beneficiary 

11 would not be affected. Any of the powers "to alter, 

amend, revoke or terminate" will render the transfer taxable, 

and it is immaterial whether the power is exercisable by 

will or inter vivos or both. In general a power to name 

new beneficiaries of a trust and a sim.ple pov̂ er of nothing 

more than to change beneficial interest among a limited 

group of persons are considered to be powers to "alter or 

12 

amend" within the meaning of section 2038. 

In order to apply one of the proscribed powers under 

this section, two basic requirements must be present. These 

are (1) that the power must have been exercisable by the 

decedent and (2) the power must have been so exercisable at 

the time of his death. Hence, if the power had not yet 

come into existence, or if it had expired or been relinquished 

''•'̂ Treas. Regs. 20. 2038-1 (a) . 

•̂ P̂orter v. Commissioner, 288 U.S. 436 (1933); 
Chickering v. Commissioner, 118 F.2d 254 (1st Cir, 1941) 
cert, den. 314 U.S. 636 (1941). 



82 

at the date of death, nothing would be included in the 

decedent's estate under this section. On the other hand, 

the decedent does not have to actually possess the 

power, if'he had the ability to vest himself with it at 

will, he will be considered as possessing it. For example, 

if the decedent, under the provisions of a trust agreement 

had the power at any time to remove the trustee and to 

appoint himself as trustee, he would be considered as 

having all the powers of the trustee even though he had not 

actually taken such action.•'•̂  It is the existence of the 

power that constitutes the "string" which the decedent 

retained that causes the property to be taxable in his 

estate. For example, if the decedent's right to appoint 

a ncv; trustee was contingent upon some event which had not 

happened such as the resignation or death of the trustee, 

he v/ill not be considered as possessing the trustee's 

powers, A decedent may relinquish his powers by an out

right release or by a binding contract not to exercise 

them.-'"'̂  

As a general rule, the mere existence of such powers 

will be sufficient to cause the property to be taxed if the 

other requirements have been met, and it is immaterial 

Van Beuren v. McLoughlin, 262 F.2d 315 Cist Cir, 
1958), aff'g 161 F. Supp. 944, cert. den. 359 U.S. 991 (1959). 

14 
Treas. Regs. 20.2038-1 (a) (3); Estate Of Lasker, 

47 BTA 172 (1944) aff'd 141 F.2d 889 (194Tr Where the 
decedent has been completely divested of the power at the 
time of his death, the property will not be included as 
a revocable transfer. 
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whether the power was ever exercised or whether the 

decedent ever indicated an intention to do so."̂ ^ However, 

there are exceptions to the general rules. 

One exception to the power to alter, amend, revoke, 

or terminate provision is where the power provided for in 

the trust instrument does not enlarge upon the powers 

which are inherent in state law. For example, in New York 

State, if the power held by the decedent could be exercised 

only with the consent of all parties with a beneficial 

interest in the trust property, and if the power added noth

ing to the rights possessed by the parties under local law, 

the trust property would not be includible as a revocable 

transfer. It is immaterial whether the right is provided 

for in the trust instrument or not. If such right is avail

able under the law of the state in which the trust is 

created, the fact that a similar right is retained in the 

trust instrument by specific provision is not sufficient 

to cause the trust property to be taxable in the grantor's 

estate. Since such a provision would not enlarge upon the 

rights of the parties possessed under the provisions of 

local law and, therefore, would not constitute one of the 

proscribed powers under section 2038. 

•^^Treas. Regs. 20. 2038-1 (a) , 

16 
•̂  Treas, Regs. 20.2038-1 (a) (2) ; Helvering v, 

Helmholz, 296 U.S. 93 (1935); Estate of Bingham, 7 T.C. 
1303 (D, Me. 1958). Property will not be included in the 
decedent's gross estate where a power to amend or revoke 
has been exercised and under the applicable local law the 
power has been exhausted. Clark, Jr. Exr. v. United States, 



84 

The Right to Alter or Amend 

The exercise of any discretionary power affect

ing the beneficial enjoyment of the transferred proper Iiy, 

is considered to be within the scope of a power to "alter 

or amend." Examples of the decedent's discretionary powers 

are: 

1. A retained power to accelerate enjoyment of 

trust corpus in favor of the income beneficiary is suf

ficient to bring the property into the grantor's gross 

estate. In this case it was held that the income bene

ficiary did not have full enjoyment. It was the retained 

power to accelerate the enjoyment which caused the property 

17 to be included in the estate. 

2. The power given to a trustee to pay capiLdl 

gain to the income beneficiary of a trust or the direct 

accumulation of income where the life beneficiaries and 

the remaindermen are not the same persons, has been lield 

18 by the courts to be a power to alter or amend. 

3. The power to change the holdings of the old 

180 F.Supp. 696, on remand from 267 F.2d 501 (1st Cir. 
19591. If the grantor could substitute herself as trustee 
and under local law was not barred from terminating in her 
own favor the property would be included in the gross 
estate. 

•'-̂ Lober v. United States, 346 U.S. 335 (1953). 

18 
Commissioner v. Hager's Estate, 173 F.2d 613 

(3d Cir. 1949); Estate of Fiske, 5 T.C.M. 42 (1946); 
Estate of Wurtz, 19 T.C.M. 544 (1960); Rev. Rul. 65-11, 
1965-1 C B . 442. 
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beneficiaries or substitute new beneficiaries will cause 

the property to be included in the decedent's estate. 

This situation is very graphically illustrated by the 

19 
case of State Street Trust Company v. United States, 

discussed in Chapter I. The First Circuit Court of Appeals 

held that the powers retained in this case were such as to 

give the trustees the rights to prefer one of the bene

ficiaries of the trust over another, and the local court 

could not adequately police the actions of the trustees to 

assure fairness in their dealings. This, the court held, 

was tantamount to a power to alter, amend, or change the 

beneficial interest in the trust, and caused the property 

to be taxable in the grantor's estate. 

Right to Revoke or Terminate 

Any power retained by the decedent under which he 

has the right to regain possession of the transferred 

property, either directly or indirectly, will cause the 

property to be taxable in his estate. In addition to the 

situation where the decedent has retained in the trust 

instrument, in so many words, the power to revoke or ter

minate, judicial interpretation has extended the concept 

to situations which might not have occurred to the unwary 

estate planner, executor, or trustee. Leber v. United 

''-̂ State Street Trust Company v. United States, 
263 F.2d 635 (1st Cir. 1959). 
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20 
States, is one of the leading cases in this area. In 

this case the grantor-decedent, as trustee of the trust, 

retained the power to accelerate enjoyment of trust prin

cipal by the income beneficiary, and the court held that 

such pcv.er constituted a power to terminate the^trust. 

This would be true even if the grantor retained no interest 

in the property and if the beneficiary died during the term 

specified in the trust that his heirs would succeed to the 

4- 21 property. 

A vulnerable area in this regard is in custodian 

accounts where the donor appoints himself as custodian or 

trustee of a trust created under section 2503(c) of the 

Gift Tax Law, or one of the Model or Uniform Gifts to 

Minors Aci-s. The courts have held that such trusts are 

includible in the decedent's estate because of the dis

cretionary power of the custodian to apply proceeds or with

hold income and to accelerate the distribution of the corpus 

for the benefit of the donor. The Tax Court has taken the 

stand that such application of funds is a retained right 

by the decedent to use the income to discharge his legal 

obligations to support his minor children. Such powers may 

also be included under the retained life estate rule of 

^°346 U,S, 335 (1953), 

-̂̂ Estate of Varian, 47 T.C. 34 10/17/66, aff'd 
(CA-9) 6/31/6 8 
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section 2036, It is, therefore, obvious that the 

grantor should not be named as a trustee or custodian 

in these situations, 

2 3 In'Estate of Jennie Vanderpoel, the court held 

that corporate stock transferred by the decedent to her 

grandson was included in decedent's gross estate because the 

Illinois Uniform Gift to Minors Act allowed her as custodian 

to pay income and principal to the grandson and thereby 

terminate the custodian agreement. 

Under the Model Custodian Act, the custodian may 

apply income or principal to the minor in the custodian's 

sole discretion if it seems advisable for the support and 

maintenance of the minor. The treasury has ruled that 

the property is includible in the decedent-ci-'.stodian' s 

estate if the decedent-custodian dies before the minor 

attains majority. 

Another common situation, which results in a trans

fer with a power of revocation taxable under this section is 

where the decedent has created a savings account in his 

name as trustee for someone else, retaining possession and 

control oyer the passbook. This type of transfer is known 

as a "Totten" trust under which the grantor-trustee has the 

Estate of Chrysler, 44 T.C. 55 (:1965) rev'd on 
other issue, 361 F,2d 508 (1966); Rev. Rul. 59-357, C B , 
1959-2 212, 

^^54 T,C, 52 (1970); Rev. Rul. 57-366 1957-2 C,B, 
618, 

24 Rev. Rul, 57-366, 1957-2 C B , 618, 
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power to revoke and regain possession at any time, the 

ownership of the fund and of the income earned thereon, 

A "Totten" trust is a clear example of a revocable transfer,^^ 

In a situation where a right of revocation was 

retained by operation of law it would have the same effect 

as an express reservation. For example, if gifts between 

spouses were voidable under state law, any such gift would 

be considered a revocable transfer. That is, under com

munity property laws, a wife's power to nullify a gift or 

some other improper transfer of her share of community prop

erty made by her husband may be considered a power to revoke. 

Any gratuitous lifetime transfer subject to a reser

vation to revoke by the decedent has always been subject to 

estate tax, even before there was an express provision on 

27 revocable transfers. 

Power Over Part of Property Transferred 

In certain situations the power retained by the 

grantor may be exercisable with respect to only part of the 

property transferred. If the grantor has a right to revoke 

or terminate only a fractional part of a trust, then only 

25 
Matter of Totten, Court of Appeals of New York, 

1904. 179 N.Y. 112, 71 N.E. 748; Estate of Hoffman, 
Supreme Court of Ohio, 1963, 175 Ohio St, 363, 195 N,E.2d 106. 

^^Vaccaro v. United States, 149 F.2d 1014 C5th 
Cir, 1945), 

(1929). 

27 
Reinecke v. Northern Trust Co., 278 U.S. 339 
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that fractional part of the corpus would be taxable in 

his estate under this section. By way of illustration 

assume: 

1, That (the decedent) A during his lifetime 

transferred property in trust to pay the income to C for 

C's life with the remainder to D at C's death. In the trust 

instrument, A retains the right to designate a new bene

ficiary^ other than D as the remainderman. A dies during 

the lifetime of C C's life interest is now completely 

vested and is not subject to change in any way by A, Only 

D's remainder interest is included in A's estate. This 

would probably be valued on the basis of actuarial tables 

of the IRC, and computed at C's age at the date of A's 

28 death, 

2, That A (the decedent) transferred property in 

trust before March 3, 19 31, to pay income to designated 

beneficiaries in proportions as A should choose during the 

life of C, and the remainder to D at C's death. If A 

died during the life of C, only the income interest measured 

hy the life ejxpectancy of C at the date of A's death would 

be included in A's estate, D's remainder interest is com

pletely vested and not subject to change by A, therefore, 

not taxable in his estate. On the other hand, if the 

transfer had been made after March 3, 1931, the entire 

2 8 
Lowndes, "Gross Estate-Inter Vivos Transfers," 

pp. 23-24, 
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interest would have been included in A's estate under 

section 2036,^^ 

Contingent Power 

In a situation where the decedent has retained a 

power to "alter, amend, revoke or terninate" and that power 

is not exercisable prior to the occurrence of an event or 

condition which has not taken place at the date of the 

decedent's death, then such pov/er will not cause the prop

erty to be taxable in the decedent's estate. "̂^ For example, 

if the decedent retained the power to revoke a trust after 

the life beneficiary had reached the age of twenty-one, and 

the decedent dies before such time, the property would 

not be included in his gross estate under this section 

because the power is not exercisable prior to the occurrence 

of the event. 

In a situation where the exercise of a power v̂ as sub

ject to a contingency beyond the decedent's control which 

did not occur before his death, the property would not be 

included in the decedent's estate as a revocable transfer. 

For example, assume that the decedent transferred property 

in trust with the income going to his wife for her life with 

the corpus at her death going to their issue, and the 

decedent retained the right to revoke the transfer in the 

event of his wife's death during his lifetime. If his wife 

^^Ibid, 

Treas, Regs. 20.2038-1 (b); Jennings Ex'rs y 
Smith, 161 F.2d 74 (2d Cir, 1947), 
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is living at the time of his death, the value of the 

property transferred is not includible in the decedent's 

estate as a revocable transfer. In this case the contin

gency did not arise and, therefore, the decedent did not 

possess the power to revoke at that time.̂ "*-

Another interesting example of a contingent power 

arose in the Estate of James H. Graham.^^ In this case, 

a clause in the trust instrument provided that six years 

after the death of the survivor of the grantor and his wife, 

two daughters (or the survivor of them) "shall have the power 

to terminate the trust, and thereupon the trust estate shall 

be liquidated and distributed according to the provisions 

of the last will and testament of said James H. Graham . . , ," 

Although, the decedent held a power of appointment at the 

date of his death, it was a power to alter, amend, or 

revoke a contingent remainder. Because the value of the 

contingent power could not be ascertained it had no value 

and the property was not included in his gross estate, 

Certain situations are explicitly excluded by the 

statute, in determining what constitutes a contingency for 

the purposes of section 2038, A power dependent on a con

tingency is distinguished from a power conditional on 

precedent notice by the testator, and a power which is 

•̂ Treas. Regs, 20,2038-1 (b) ; Hollander v." United 
States, 248 F.2d 247 (1957), rev'g Estate of Field, 143 
F, Supp., 520 (S,D,N,Y. 1956). Estate of Kasch, 30 T.C, 
102 (1958). 

"̂ 4̂6 T.C, 415, 6/23/66, 
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effective only after a stated period of time. This section 

provides that any power thereunder shall be considered to 

exist on the date of the decedent's death even though the 

exercise of the power is subject to a precedent giving of 

notice, or even though the exercise of such power takes 

effect only on the expiration of a stated period after the 

exercise of the power, whether or not on or before the date 

of the decedent's death notice had been given or the power 

had been exercised. In either case, if neither notice had 

been given nor exercise taken place before the date of 

death, it would be considered that such formalities had 

been executed on the date of death, and applicable dis

count would be made for the period of time which must elapse 

before the power would become effective. For example, if 

the exercise of the decedent's power would become effective 

two years after the date of exercise, the value of the 

property, less the value of a two year income interest there-

33 in, would be includible in the decedent's gross estate. 

Doctrine of External Standards 

Where the exercise of a power which has been retained 

by the decedent to alter or amend is controlled by a fixed 

external standard so that the decedent may not exercise it 

at will, the courts have held that the property subject to 

the power would not be included in his estate. The 

"̂̂ Sec, 2038(b), 
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judicially created concept of a power limited by an ex

ternal standard normally arises in connection with the 

right to invade the corpus of a trust for the benefit of 

a life tenant. Where it can be held that the right of 

invasion is so limited, and the limitation is based upon 

a fixed external standard which could be enforced by a 

court of equity, the power is considered non-discretionary 

and the transfer will not be includible in the decedent's 

+. +- 34 estate, 

A power to invade the corpus in the event of emer

gency or change in circumstances has been held adequate 

35 

to exclude property from the estate under this section. 

Other standards which have been held to be sufficient to 

govern invasion powers are "misfortune," V7hen it is nec

essary for the beneficiary's "maintenance, welfare, comfort 
37 or happiness," for his "support, maintenance and educa-

38 tion," and power to invade in case of "prolonged 

Jennings Ex'rs v. Smith, 161 F.2d 74 (2d Cir, 
19471, is the leading case establishing the principle that 
if the decedent's discretion whether and how to exercise 
a power is subject to independent review by a court of 
equity under an objective standard, the power is ignored; 
Estate of Wier, 17 T,C, 409 (1951). 

•̂ Êstate of Pierre Jay Wurtz, 29 P-H Tax Ct. Me. 
610 C1960). 

•̂ Êstate of Toeller, 6 T.C. 832 (1946), aff'd, 
165 F,2d 665 (7th Cir. 1948). 

•̂ Ûnited States v. Powell, 307 F.2d 821 (10th 
Cir. 1962), 

•̂ Êstate of Wier, 17 T.C, 409 (1951). 
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illness." In Estate of Wilson, the court held that 

the power to invade corpus for "educational purposes 

or because of illness or for any other good reason" was 

sufficient to exclude the property from the decedent's 

estate. In two other cases, the Court held that "sickness 

41 or other emergency" and "for her proper maintenance, 

42 education and support" were sufficient for exclusion 

under section 2038, but were not excludible under section 

2036 (a) (2). 

Normally where the words of limitation go beyond 

the establishment of an external standard and reduce the 

determination to a subjective plane, then the power will 

result in taxation. For example, a power to invade "when 

the circumstances so require," has been held to provide 

too much discretion in the hands of the testator and other 

trustees, and therefore, caused the transfer to be taxable 

in the estate. 

Each case will have to be analyzed in the light of 

all of the powers specified in the instrument of transfer to 

determine whether a proper external standard exists governing 

1951) 

-̂^ Jennings v. Smith, 161 F. 2d 74 (2d Cir. 1947). 

"̂ 1̂3 T.C. 869 (1949), aff'd, 187 F. 2d 145 (3d Cir. 

"̂ •̂ Estate of Budlong, 7 T.C. 756 (1946). 

"̂ Êstate of Deaktor, 25 CCH T.C.M. 992 (1966). 

^^Hurd V. Commissioner, 160 F.2d 610 (1st Cir. 
1947). 
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the exercise of the power. In determining whether a 

pov/er is discretionary or non-discretionary, the courts rely 

heavily upon the local law of trusts. 

Certain administrative powers, which although 

technically raay be considered powers to alter or amend, but 

which do not change the enjoyment of any beneficial interest 

in any way \fill not cause a transfer to be taxable. For 

example, a power to add to the trust corpus, and to direct 

certain trust investments will not render a transfer taxable. 

The test as to whether or not the transfer is taxable de

pends on the "string" retained by the decedent oyer the 

44 beneficial enjoyment of the property transferred. How~ 

ever, broad administrative powers unlimited by any reason

able fiduciary standard may cause the transfer to be 

1.1 45 taxable. 

Power in Conjunction With Others 

The value of property transferred, before the en

actment of the predecessor of section 2038 in 1924, was not 

included in the decedent's gross estate if the decedent's 

power over the property could be exercised only in associa

tion with beneficiaries whose rights would be adversely 

"̂ "̂ Central Trust Company, Admr, , 167 F,2d 133 (1948), 

45 
State Street Trust Company v. United States, 263 

F.2d 635 (1st Cir, 1959), See Chapter V for complete dis
cussion. 

file:///fill
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affected by the exercise of such power. "̂^ The present 

provision has been strictly interpreted and defended on the 

basis that the decedent could avoid estate taxes by joining 

in the exercise of a power with someone who would comply 

with the decedent's wishes in administering the trust 

4- 47 property. 

Section 2038 expressly provides that the described 

powers will cause the property subject to them to be taxed 

in the decedent's estate even though the power is exer

cisable by the decedent in conjunction with any other per

sons. As a general rule, it is immaterial in what capacity 

the power was exercisable by the decedent or by another 

person or persons in conjunction with the decedent; whether 

the power V7as exercisable by the decedent alone or in con

junction with another person or persons; and at what time or 

4 8 from what source the decedent acquired his power. As an 

exception to the general rule, it would appear that where 

the decedent had only a veto power over the exercise of the 

power by someone else, this provision does not constitute 

49 the retention of the power by the decedent. On the other 

hand, where the one who has the right to exercise the power 

46 
Reinecke v. Northern Trust Co., 278 U.S. 339 (1929), 

47 
Helvering v. City Bank Farmers Trust Co., 296 U.S. 

85 a935). 
48 
Treas, Regs. 20,2038-1 (a). 

49 
^^Estate of C. W. Sherman, 9 T.C, 594 (1947), 



97 

with the decedent's consent is a beneficiary whose interest 

would be enlarged by the exercise, the power would be held 

taxable. 

Under section 2038, it is immaterial from which source 

the decedent obtained a power to alter, amend, revoke or 

terminate. Such power may be expressly reserved by the dece

dent, it may be that the transferee of the property re-

conveyed the power to the decedent, or the power may develop 

from operation of law. For example, where a trust instru

ment contained no provision for making a trust irrevocable 

and in the absence of such a provision, the trustor under 

state law could revoke the trust then the trustor's power 

has been created by operation of law. The power would be 

51 taxable in the decedent's estate. 

A power held in conjunction with others is another 

situation which is subject to the application of time limi

tations regarding the date of the transfer subject to such 

power, although a time limitation more remote than most. 

Thus, in the case of a transfer made before 4:01 p,m. Eastern 

Standard Time, June 2, 192 4, the value of the property would 

not be includible in the decedent's gross estate as a 

revocable transfer, if the decedent's power to alter, amend, 

revoke, or terminate could be exercised only in conjunction 

^^Estate of C Grossman, 27 T,C, 707 (1957). 

•̂̂ Estate of Laura H. Howard, 125 F.2d 986 (1942), 
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with a person having a substantial adverse interest. If 

the power could be exercised by the decedent only in con

junction with several persons, some or all of whom have an 

adverse interest, there is includible only the value of 

the interests held by the person or persons not required 

to join in the exercise of the power plus the value of any 

insubstantial interest of persons required to join in the 

exercise of the power. For example, assume the decedent 

transferred property in trust, giving the incoin- to W for 

life with the remainder going to S, and the decedent retained 

the power, in conjunction with W, to terminate the trust 

and transfer the property to D, only the value of W's life 

interest would be excluded,^ 

The fact that the co-owner of the oov/cr "î ith the 

decedent has a substantial adverse interest to the exercise 

of the power will not prevent the property from being in

cluded in the decedent's estate, if such transfer took place 

after the magic minute stated above. 

Reciprocal Trusts 

Where one taxpayer transfers property in trust in 

consideration for property in trust created by another per

son, each person is considered to be the grantor of the trust 

for which he provided the consideration. Where the persons 

^^Treas. Regs. 20,2038-1 (d). 
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involved grant to each other powers which, if retained 

by a grantor, would cause the property transferred to be 

included in his estate, the decedent may be considered to 

be the grantor of the property over which he has been given 

the power with the result that it will be included in his 

53 estate. 

Amount Includible 

The amount includible in the decedent's gross 

estate is governed by the value of the interest which is 

54 subject to the taxable power. Where the transferor 

retains a taxable power over the entire value of the 

property transferred, then the entire value of such prop-

55 erty is includible in his estate. Where a power to amend 

relates only to the enjoyment of income, only the value of 

the income beneficiaries' interests were includible in the 
cc. 

decedent's taxable estate. 

In the case of contingent powers retained by the 

decedent, only the value pertaining to the contingent power 

57 was included in his gross estate, 

^\ehman v. Commissioner, 109 F,2d 99 (2d Cir, 1940), 
cert, den, 310 U,S, 637 (1940). 

^^Treas. Regs. 20.2038-1 (a). 

55 
Commissioner v. Estate of Hager, 173 F.2d 613 

(1949). 
56 
Commissioner v. Bridgeport City Trust Company, 

124 F.2d 48 (1941). 
57 
Estate of Want, 29 T.C. 1223, rev'd other issue 

280 F,2d 777 (1960). 
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Relinquished Powers 

If the decedent held a power in conjunction with 

another person and the other person relinquishes the power 

after June 22, 19 36, in contemplation of the decedent's 

death and had the effect of extinguishing the power, the 

property su?jject to such power would be included in the 

5 8 
decedent's gross estate. 

Property subject to a taxable power to alter, amend, 

revoke or terminate can still be eliminated from the gross 

estate, if the decedent has relinquished the power which he 

had retained prior to the date of his death, so that the 

power was not in existence at that time. However, if the 

relinquishment took place within three years prior to the 

in contemplation of death and taxable under section 

59 
2035,^^ 

^^Treas, Regs. 20,2038-1(e) (2) , 

^^Treas, Regs, 20.2038-1(e)(1); Rev. Rul. 56-324, 
1956-2 C B , 999. 



CHAPTER V 

THE STATE STREET TRUST DOCTRINE 

The State Street case has been the subject of a 

great deal of consternation and criticism among the 

people charged with the responsibility for dealing with 

Federal estate tax matters. The criticism has been leveled 

principally at the proposition that powers in the grantor 

as trustee which must be employed impartially, under the 

laws of most states, for the benefit of all those inter

ested in the estate, do not constitute a license to the 

grantor-trustee to alter the beneficial interest. The 

-̂ 160 F. Supp, 877, 878 (D, Mass. 1958). 
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EW.-.-.';; 
r 

consternation has been caused by the fear that the broad f 
t 

language of the opinion might be adopted by other circuits 

to bring within the taxing power of the Federal Government 

trusts containing administrative provisions which have 

been considered little more than "boiler-plate" in the minds 

of the draftsmen. 

State Street Trust Co. v. United States 

In 1925, Milton L. Cushing executed three substan

tially identical inter vivos spendthrift trusts for the 
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benefit of his children. He named himself and a bank as 

co-trustees. Although the trusts were irrevocable and the 

trust instrument contained no express reservation of power 

to alter, amend or revoke, as settlor, he retained a 

power of termination in favor of the life beneficiaries. 

This option was exercised in 1949, subject to the bene

ficiaries' agreement to establish new trusts of the property 

covered in each of the old ones. Cushing was retained as 

co-trustee. At the same time, he incorporated various changes 
2 

that he desired: 

1. The co-trustees were given power to exchange 

property for other property without reference to value. 

2. To retain and invest and reinvest in securities 

or properties (although of a kind or in an am̂ ount which 

ordinarily would not be considered suitable for a trust 

investment!, even to the extent of very high or very low 

income yield and wasting assets. 

3. To determine what shall be charged or credited 

to income and what to principal not limited to situations 

where the law is unsettled. 

4. To determine if a deduction should be made from 

income for depreciation, amortization, or waste, and 

5. To invade the corpus for the beneficiaries' 

comfrotable maintenance or support. 

2 
State street Trust Company y. United States, 263 

F.2d 635 Cist Cir. 1959). 

ptni 

r 
c 
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The new trusts, created in 1949, were irrevocable 

and there was no express provision for Cushing to alter, 

amend, or terminate such trusts. The co-trustees were to 

act in good faith and in the best interest of the trust 

fund but were liable only for their own wilful acts or 

defaults and not for any errors in their judgment.^ 

The District Court upheld the Commissioner's ruling 

that the value of the trusts should be included in the 

decedent's estate because of the broad investment powers 

Cushing retained giving him enjoyment of the trust property 

The case was then appealed to the First Circuit Court of 

Appeals. 

Although Cushing died nine months after the new 

trusts were created in 1949, the District Court rejected 

the Commissioner's ruling that they were created in con

templation of death. This holding was not appealed by the 

Commissioner. 

By a 2-to-l vote, the First Circuit affirmed the 

assessment of the estate tax. The court reasoned that the 

broad powers held by Cushing could substantially shift the 

economic benefits of the trusts between the life tenants 

and the remaindermen. The majority of the Court held that 

section 2036 (al(2) alone was sufficient to justify the in

clusion of the trust property and declined to consider the 

4 
possible effect of section 2038. 

^Ibid., p. 638. 

^Ibid., p. 639. 
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Inclusion of Inter Vivos Trusts 

Sections 2036(a)(2) and 2038, IRC (1954), include 

in a decedent's estate, property which the decedent gave 

away during his lifetime over which he retained the power 

of control or to effect beneficial enjoyment. Because 

sections 2036 and 2038 both deal with the retained power to 

"affect by direct action the enjoyment of the property of 

5 others," there is some overlap between the two sections. 

Effect of Section 2036 and 2038 

Section 2036(a)(2) deals with the retention, for 

the life of the transferor, of "the right . . . to designate 

the persons who shall possess or enjoy the property or the 

income therefrom." Section 2038 deals with the decedent 

holding, at his death, a power "to alter, amend, revoke, 

or terminate" the enjoyment of the trust property transferred. 

A trust that is not taxed under section 2036(a) (2) may 

be taxed under section 2038. The courts have held that a 

power retained by the transferor which falls under one of 

these two sections will generally meet the requirements of 

the other section. 

3 Mortens' Law of Federal Gift and Estate Taxation 
623 (19591; Struthers v. Kelm, 218 F.2d 810 (8th Cir. 1955). 

^Baily v. Ratterre, 243 F.2d 454 (2d Cir. 1957); 
Estate of James D. McDermott, 22 P-H Tax Ct. Mem. 450 (1953), 
aff'd 222 F.2d 665 (7th Cir. 1955); Jennings v. Smith, 
161 F.2d 74 (2d Cir. 1947); Estate of Robert W. Wier, 17 T.C. 
409 C1951), acq., 1952-1 Cum. Bull, 4. 
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In the litigation over sections 2036(a)(2) and 

2038, an exception has developed which can be termed 

the "non-discretionary power exception." Under this ex

ception, if a grantor transfers property retaining power 

over the transferred property, limited by a fixed or ascer

tainable standard so that he does not have substantial dis

cretion as to whether or not to act, then the property 

transferred is not included in his estate.^ 

Retained Powers by the Transferor 

Isolated reserved powers of trust management will 

usually not result in inclusion of the trust corpus in the 
p 

transferor's gross estate. The Regulations state that: 

A power to amend only the administrative 
provisions of a trust instrum.ent, vrhich cannot 
substantially affect the beneficial enjoyment 
of the trust property or income, is not a power 
of appointment. The mere power of management 
investment, custody of assets, or the power to 
allocate receipts and disbursements as between 
income and principal, exercisable in a fiduciary 
capacity, whereby the holder has no power to 
enlarge or shift any of the beneficial interest 
therein except as an incidental consequence of 
the discharge of such fiduciary duties is not 
a power of appointment. 

The rule has been well recognized that a grantor who 

transfers property in trust retaining to himself no 

7 
Charles L. B. Lowndes and Robert Kramer, Federal 

Estate and Gift Taxes (St. Paul, Minn.: West Publishing Com
pany, 1956), 162-73, 179-99; 3 Mertens' FederaT Gift and 
Estate Taxation, 24.28-24.30, 25.35-25.41 (1959). 

^Regs. 20.2041(b)(1) (19691. 
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discretionary control over the distribution of the 

income or corpus or the enjoyment of the income or corpus, 

but who retains unto himself investment power with 

respect to the trust corpus, has not made a transfer which 

is subject to sections 2036 or 2038. Mertens states the 

regular holding of the courts as follows:^ 

Retention by the decedent of the privilege 
of approving or disapproving changes in in
vestments has often been urged by the Commis
sioner as a grounds for inclusion and consist
ently excluded by the courts. 

Among the cases deciding that the retention of 

investment-powers does not constitute the retention of 

such power or control as to fall within sections 2036 or 

2038 were Estate of G. F. Fiske, (retained power to 

determine whether receipts constitute principal or interest); 

Estate of H. L. Johnson, (retained investment power); 

12 and Estate of G. W. Hall, (retained power to direct 

investments). 

The courts seem to be more concerned with "present 

economic benefit"—with degrees of control—than with es-

13 tablished rules as to the "technical vesting of title. . . . " 

Q 

Mertens' Federal Gift and Estate Taxation, 
Sec. 25.08 (1959). 

•'•̂5 T.C.M. 42 (1946) . 

•̂•̂2 T.C.M. 299 (1943) . 

•̂ 6̂ T.C. 933 (1946) . 

•'•̂ Lober v. United States, 346 U.S. 335, 337 (19531; 
Commissioner v. Estate of Holmes, 326 U.S. 480, 486 (1946). 
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Thus, a retention of a "trivial interest" will not cause 

inclusion of property in the gross estate whereas a "sub

stantial interest" will. 

Prior to State Street, the only recognized excep

tion to the rule that managerial or investment powers would 

not result in inclusion of transferred property in the 

grantor's estate was that a reserved power to substitute 

securities without regard to value might be held to be so 

broad as to permit the grantor to substitute less valuable 

securities for trust securities, resulting in a pro tanto 

revocation of the trust. This was the Courts reasoning in 

15 Commonwealth Trust Company v. Driscoll. However, in 

16 17 
Estate of G. W. Hall and Estate of Henry S. Downe, 

the Tax Court distinguished the Comm.onwealth case on the 

grounds that the particular facts of the Commonwealth case 

showed that the grantor-trustee would, in fact, have a 

power to substitute assets of different values and the 

Court refused to find such a power under normal investment 

powers retained by the grantors in these latter two cases. 

The First Circuit Court of Appeals in State Street, 

affirming a district court case decided in 19 58, when it 

Mertens', supra, note 5, at 624-25. 

•̂ 1̂37 F.2d 653 (3d Cir. 1953). 

^^6 T.C. 933 (1946). 

^^2 T.C 967 (1943) . 
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first came down, appeared to cast considerable doubt upon 

the basic rule that retained investment powers would not 

result in taxability under sections 2036 and/or 2038. 

The trust instrument at issue in State Street 

contained the following provisions:''"̂  

In addition to and not in limitation of 
common law and statutory authority, the Trustees 
shall have power . . . to exchange property for 
other property; . . . to retain and invest and 
reinvest in securities or properties although 
of a kind or in an amount which ordinarily would 
not be considered suitable for a trust investment, 
including, but without restriction, investments 
that yield a high rate of income or no income 
at all and wasting investments, intending hereby 
to authorize the Trustees to act in such manner 
as it is believed by them to be for the best 
interest of the Trust Fund, regarding it as a 
whole, even though particular investments 
might not otherwise be proper; . . . to determine 
what shall be charged or credited to income and 
what to principal notwithstanding any determina
tion by the courts and specifically, but with
out limitation, to make such determination in 
regard to stock and cash dividends, rights, and 
all other receipts in respect of the ownership 
of stock and to decide whether or not to make 
deductions from income for depreciation, amortiza
tion or waste and in what amount; . . . and 
generally to do all things in relation to the 
Trust Fund which I, the Donor, could do if 
living and the Trust had not been executed. 

The Government sought to include the trust corpus 

in the estate of the donor-trustee on the grounds that the 

management powers were so broad as to impose no limitation 

upon the exchange of assets or upon the investment in in

come or non-income-producing property, thus giving the 

18 
State Street Trust Company V. United States, 

263 F.2d 636 (1st Cir. 1959). 
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trustee a power to shift the enjoyment of the income 

and corpus between the present and future trust bene

ficiaries . 

The District Court in State Street held that the 

management powers were so broad as to grant the trustees 

an uncontrolled and uncontrollable right to shift the 

benefits of the trust between the life beneficiaries and the 

remaindermen. The First Circuit, in a split opinion, held 

for the government. The crux of the Court's opinion is 

contained in the following quote i"*"̂  

Perhaps no single power conferred by 
the decedent on the trustees would be enough 
to warrant inclusion of the corpora of the 
trusts in his estate. But we believe that 
the powers conferred on the trustees, considered 
as a whole, are so broad and all inclusive 
that within any limits a Massachusetts court 
of equity could rationally impose, the trustees, 
within the scope of their discretionary powers, 
could very substantially shift the economic 
benefits of the trusts between the life tenants 
and the remaindermen. We therefore conclude 
that under the trusts the decedent as long as 
he lived, in substance and effect and in a 
very real sense, in the language of . . . 
(section 2036(a)(2)), 'retained for his life . . . 
the right . . . to designate the persons who 
shall possess or enjoy the property or the in
come therefrom; . . .' Since we believe that 
the corpora of the trusts includible in the 
decedent's gross estate under . . . (sec
tion 2036(a) (2)) there is no need for us to 
consider the impact, if any, of . . . Csec-
tion 2038). 

In the State Street case there was no express 

reservation of powers that would necessitate the inclusion 

•'•̂ Ibid. , at 639. 
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of the corpora under sections 2036 or 2038. Chief Judge 

Magruder, in delivering a spirited dissent, said:^^ 

It seems to me that, despite the undoubtedly 
broad powers of management vested in the trustees 
here, the court stretches the statutory lanauage 
too far. It has to say that these powers of 
management, taken as a whole, because of their 
breadth make it impracticable for a Massachusetts 
court of equity effectively to control the ex
ercise of these fiduciary powers, and therefore 
constitute a "right" (as distinguished from a 
"power"—the word used in section 2038) to desig
nate the persons v/ho shall enjoy the property or the 
income therefrom. I know of no case that has 
gone this far. 

Moreover, I cannot accept the premise that a 
Massachusetts court of equity would consider it
self impotent to supervise the administration of 
these trusts so as to control any attempt to shift 
the incidence of their enjoyment. 

When State Street was first decided, it vzas re

garded as casting considerable doubt upon the previously 

clear rule that the retention of management or invest

ment powers would not result in taxation under sections 

2036 and 2038.̂ •*-

22 The Court in Estate of A. P. Peters, indicated 

that any consideration of State Street and its effect 

must start with the recognition by the First Circuit 

Court of Appeals that the case was a "very close" one. 

In subsequent cases, the case has been described by the 

Tax Court as "extra-ordinary" and "unusual." 

^°Ibid., at 641. 

21 
3 Mertens' Federal Gift and Estate Taxation, 

section 24.30 (page 112, Supp. 1964). 

^^23 T.C.M. 994 (1964). 
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Relevant Provisions of State Street 
with Respect to Trustee 

The relevant provisions with respect to the trustee 

in the trust considered in State Street are the following: 

1. Broad general investment powers, including 

the right to invest in investments yielding a high rate of 

income or no income at all, wasting investments and other 

investments without regard to normal trust investments. 

2. A power to exchange assets which the First 

Circuit Court of Appeals said literally gave the trustees 

"power to exchange trust property for other property with

out reference to the value of the properties involved 

in the exchange." 

3. The right to allocate receipts and disbursements 

and to determine whether expenses should be charged to 

principal or income. 

4. The right to establish deductions from income 

for depreciation, amortization or waste. 

5. Exoneration from legal liability except for 

the trustees' own willful acts or defaults. 

From the above listed powers, it was held that the 

powers retained by the decedent in this case, was a com

bination of several "trivial powers" which constituted an 

overall "substantial interest" or power to control beneficial 

enjoyment, both as to current distributions and as between 

income beneficiary and remaindermen. 
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The cases decided since State Street have made it 

clear that a trust created wherein the grantor retains 

only investment powers, including the right to exchange 

assets, and where he is expressly excluded from allocating 

items between principal and income, excluded from setting 

up reserves for depletion or depreciation and is not 

exonerated from legal liability, will not result in the 

inclusion of the trust corpus in the grantor's estate under 

sections 2036Ca)C2) or 2038 or the rationale of State 

Street. 

In the Estate of Willard V. King case, the de

cedent-grantor of certain trusts had retained, during 

his lifetime, the right to direct the investment policy of 

the trustee with respect to the trust assets. By the 

trust indenture, the trustee was expressly given extremely 

broad investment powers including the right to exchange 

securities for other securities. Investments were author

ized in any kind of property whether or not "legal" trust 

investments and even though speculative, extra hazardous 

and unproductive. The trustee was expressly authorized to 

invest in an unbalanced portfolio and property could be 

acquired without regard to the production of income. 

The Commissioner contended, under the rationale of 

State Street, that the retention of direction of investment 

powers was sufficient to require the inclusion of the trust 

^^37 T.C. 973 (1962). 



113 

corpus in the grantor's estate under sections 2036(a)(2) 

and 2038, IRC (1954). The Tax Court, looking to New York 

law, decided that the grant of broad investment powers 

was not such as to permit a trustr̂ e to discriminate between 

beneficiaries. The Court found that the grantor was a 

fiduciary and, therefore, although he might invest in 

high or low return securities, he would be required to 

exercise his fiduciary powers in good faith and in ac

cordance with his trust and could not exercise such powers 

for the purpose of discriminating among beneficiaries. The 

Court went on to distinguish State Street because, in that 

case, the grantor had retained a pov/er to allocate assets 

between corpus and income, to make deductions for depre

ciation, amortization or waste and, generally, Lo do whatever 

he could have done with the trust assets had the trust 

not been executed. 

The same result was reached in the case of Estate of 

A. P. Peters,^^ where the settlor as co-trustee had retained 

investment power including the right to invest in securi

ties "not of a character prescribed by law" and the right 

to determine what is principal and income and the right 

to refrain from amortizing premiums on any bond or pre

ferred stocks held or purchased by the trust. The trust in 

the peters case also provided that any division or divisions 

"̂̂ 37 T.C. 973 (1962) . 
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made by the trustees would be final and binding upon all 

parties at interest. As stated previously, the Court 

in deciding for the taxpayer described the State Street 

case as "very close," as having "unusual facts," and as 

enunciating an "exceptional rule." 

m Estate of Pierre J. Wurtz,^^ the trustee was 

authorized to buy, sell and exchange upon such terms as 

he might determine, invest in all sorts of securities 

and interests, whether or not the property invested in 

would generally be a proper trust fund investment and 

whether or not the property invested in was income pro

ducing. The trustee was authorized to charge expenses, 

costs, fees, taxes, etc., against any part of the property 

and against principal or incom.e as he should determine. 

Further, the trustee was not to be liable for any action 

taken in good faith but only for loss or damage occasioned 

by actual fraud or willful misconduct. The Tax Court 

distinguished State Street on the grounds that the trustee 

in the WUrtz case did not have discretion with regard to 

the allocation of items between income and principal, 

and further, relying upon New York law, found that the 

trustee would be obligated to act as a fiduciary and not to 

discriminate between beneficiaries. 

26 
In Estate of James H. Graham, the Court reiterated 

^^19 T.C.M. 544 (1960). Appeal dismissed. 

^^46 T.C 415 (1966) . 



115 

that investment power does not constitute a power to alter, 

amend or revoke "since a trustee must act in good faith in 

accordance with his fiduciary responsibility and, accord

ingly, must act to safeguard and conserve the trust 

property." in the Graham case, the Tax Court again dis

tinguished the State Street case in that the trustee's 

power was "about as broad as language can make it and the 

law permits," 

27 In United States v. Powell, decided by the Court 

of Appeals for the Tenth Circuit, the trustee not only re

tained investment power but also discretionary power to in

vade the corpus for the benefit of the life tenant in accord

ance with a standard. The trustee was authorized to invest 

in whatever investments the grantor might deem advisable 

including the right to purchase life insurance, annuity 

contracts or income-bearing contracts. There was no general 

exoneration clause. The Tenth Circuit held that the powers 

retained were merely administrative powers and, citing 

28 the case of Willard P. King, with approval, held that 

the retention of administrative powers did not result in 

taxability. 

Determinable Standards 

A reserved power to invade principal in favor of the 

^̂ 3̂07 F.2d 821 (10th Cir. 1962). 

^^37 T.C. 973 (1962). 
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life beneficiary where necessary for support, mainten

ance and education does not require inclusion of property 

in the gross estate since support, etc., is deemed to 

29 

constitute an external standard. Powers limited to ex

traordinary circumstances such as prolonged illness or 

financial misfortune which did not materialize prior to 

decedent's death have also been held not to require in

clusion of the transferred property. There is no dis

cretionary power unless the events occur, and if they do 

there is still no discretion since the trustee must act. 

31 The Regulations provide: 

A power to consume, invade, or appropriate 
income or corpus, or both, for the benefit of 
the decedent which is limited by an ascertain
able standard relating to the health, education, 
support, or maintenance of the decedent IF;, . . . 
not a general power of appointment. A power 
is limited by such a standard if the extent of 
the holder's duty to exercise and not to exercise 
the power is reasonably measurable in terms of 
his needs for health, education, or support 
(or any combination of them) . . . "support" and 
"maintenance" are synonymous and their meaning 
is not limited to the bare necessities of life. 

In the State Street case, Cushing as settlor, in 

buying or selling securities was to act "for the best in

terests of the Trust Fund, regarding it as a whole." This 

standard was less definite than many other cases decided 

by the courts. 

^^Estate of Wier, 17 T.C. 409 (1951). 

^^Estate of Kasch, 30 T.C. 102 (1958). 

-̂ •̂ Treas. Regs. 20.2041(c)(2). 
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It is now well settled that if decedent's power is 

limited by a standard definite enough to enable a court of 

equity to direct its application, the tax will not be 
32 

incurred. 
3 3 ^^ Jennings v. Smith, the trust document provided 

for accumulation of income during the life of the settlor's 

son. In addition the grantor, also as one of the trustees, 

retained power in his "absolute discretion" to use all or 

part of the income for the benefit of his son if it became 

"reasonably necessary" to enable that beneficiary "to 

maintain himself . . .in comfort and in accordance with 
O A 

the station in life to which he belongs." Although the 

term "absolute discretion" was used, the court held that the 

trust provided a standard for the exercise of the power which 

did in fact limit the discretion of the settlor sufficiently 

to escape inclusion of the property under sections 2036(a) (2) 

or 2038. 
35 In Hays' Estate v. Commissioner, the Fifth Circuit 

Court of Appeals for the Fifth Circuit held that "for the 

best interest of the beneficiaries" created a sufficiently 

determinable standard. However, in Leber v. United 

Jennings v. Smith, 161 F.2d 74 (2d Cir. 1947); 
Estate of Robert W. Wier, 17 T.C. 409 (1951); Estate of 
C Dudley Wilson, 13 T.C. 869 (1949), aff'd per curiam, 
187 F.2d 145 (3d Cir. 1951). 

•̂̂ 161 F.2d 74 (2d Cir. 1947). 

•̂"̂  Jennings v. Smith, 161 F. 2d 74, 75, 76 (2d Cir, 1947). 

^^181 F.2d 169 (5th Cir. 1950). 
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36 
States, under "substantially the same" circumstances, 

the Supreme Court refused to accept the lead of the Fifth 

Circuit in the Hays' case. In Biscoe v. United States, ̂"̂  

the Court refused to accept the term "best for his in

terest" and in Cyrus C Yawkey, the term "for her best 

interest" was an adequate criterion. 

In Estate of Edward E. Ford,^^ a majority of the 

Court held that the Trustee's powers to invade for the bene

fit of the income beneficiary "for the purpose of defraying 

expenses occasioned by illness, informity or disability, 

either mental or physical, or for his support, maintenance, 

education, welfare and happiness" were limited by other 

provisions and taken as entirety imposed an objective stand

ard. In this case, it was further provided that the 

grantor-trustee should "consider primarily the welfare" of 

the income beneficiary, and not "unduly conserve the prin

cipal for later distribution to him or to others having 

contingent remainder interests." A majority of the Court, 

viewing the invasion provision in its entirety, concluded 

that its emphasis on "need" delimits "happiness" as well as 

the other enumerated terms, and provides an external, objective 

standard enforceable against the grantor-trustee in a court of 

^^346 U.S. 335 (1953). 

^^148 F. Supp. 224 (D. Mass. 1957). 

^^12 T.C. 1164, 1165 (1949). 

•̂ 5̂3 T.C. 114 (1970) . 
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equity. The Court concluded that a New York court of 

equity could and would if called upon contain the trustee 

within the bounds of his equal fiduciary responsibility 

to every beneficiary under the trust, thus distinguishing 

the State Street case. There was no dissent on this issue. 

From a study of the cases decided since State Street, 

it is clear that all courts which have considered that 

case consider it to be an unusual and extraordinary case. 

Not only have the courts readily distinguished State Street, 

but in the years since it was decided no court has followed 

it by holding that retained investment powers result in 

inclusion of trust corpus in a settlor's estate. 

Significance of State Law 

State Street was decided under Massachusetts law; 

Powell under Kansas law; Peters under Vermont law; Graham 

under Kentucky law; and Wurtz and King under New York law. 

In all of the cases except State Street the courts expressly 

or by implication found that under state law it would be 

an abuse of a trustee's discretion to use discretionary 

investment powers to discriminate between beneficiaries. 

The general rule in the United States is that although 

a grantor may give his trustee discretion, the discretion 

40 
is always subject to judicial review for abuse. With 

Austin Wakeman Scott, The Law of Trusts, Vol. II 
CBoston: Little, Brown and Company, 1961), sections 187-
187.5; Restatement, Trusts, Second, sections 187, 233; George 
Gleason Bogert, Law of Trusts and Trustees (2d ed.; St. Paul, 
Minn.: West Publishing Company, 1960), section 560. 
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regard to investments, Scott makes the following statement:^^ 

In making investments, as in other matters 
relating to the administration of the trust, the 
trustee is subject to the general duties applic
able to trustees. . . . where there are successive 
beneficiaries, he is under duty to act with due 
regard to their respective interests. 

In Texas, the general rule with respect to dis

cretionary powers is recognized. Thus, although the courts 

in Texas are disinclined to interfere with the exercise 

of discretionary powers, it is clear that, as stated in 
42 Texas law: 

No matter how broad or absolute the discre
tion is, however, the general duties of a trustee 
to exercise good faith, reasonable care, dili
gence and skill, require that the discretion be 
exercised on judicious and responsible considera
tions, subject to review by the court for abuse 
of discretion. 

Texas courts will supervise a trustee in the ex-

43 ercise of supposedly broad discretion. In State v. 

44 Rubion, the Supreme Court of Texas carefully and exactly 

restated the rules that a trustee vested with discretion may 

not act arbitrarily, however pure his motives, and must 

exercise his discretion so as reasonably to accomplish the 

purposes of the trust according to the settlor's intention 

41 
Scott, supra, section 227.16, 

^^57 Tex. Jur. 2d, Trusts, section 123 C1964), 

43 
First National Bank v. Hov;ard, 149 Tex. 130, 229 S.W 

2d 781 a959); State v. Rubion, 158 Tex. 43, 308 S.W. 2d 4 
(1958); Lucas v. Lucas, 365 S.W. 2d 372 (Tex. Civ. App. 1962). 

"̂ 1̂58 Tex. 43, 308 S.W. 2d 4 (1958), 
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and that the trustee's exercise of discretion is subject 

to judicial review and control. 

In the case of Rust v. Rust,"^^ the court quoted 

with approval from 54 American Jurisprudence, section 180, 

page 142, as follows: 

No matter how broad or absolute the dis
cretion is, however, the general duties of a 
trustee to exercise good faith, reasonable care, 
diligence and skill, require that the discretion 
be exercised upon judicious and responsible con
siderations subject to review by the Court for 
abuse of discretion. 

It is inconceivable that a trustee, whether in 

Texas, New York, Vermont, Massachusetts, or elsewhere, who 

administered his trust so as to discriminate against or 

in favor of one beneficiary at the expense of the other 

would not be subject to judicial review. Similarly, 

an exchange without regard to value, as the court suggested 

was possible in State Street, would clearly be an abuse of 

discretion and a violation of trust. 

State Street Overruled 

The impact of the State Street case has been miti

gated to a great extent by the Tax Court decisions (not 

appealed by the Commissioner of Internal Revenue) in the 

46 cases of Estate of Willard V. King and Estate of Pierre 

"̂ 2̂11 S.W. 2d 262 (Tex. Civ. App. 1948), aff'd 
147 Tex. 181, 214 S.W. 2d (1948). 

^^37 T,C 973 (1962) . 
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47 

Jay Wurtz. it was determined in these cases that broad 

discretionary powers retained by the grantors of the trusts 

under the trust instruments did not require the inclusion 

of the trust property in the decedents' gross estates. In 

both of these cases, the Court's reasoning was that the 

grantors held the powers in a fiduciary capacity under local 

law Cin both cases New York) and were bound to deal im

partially with all beneficiaries and were subject to the 

supervision of a court of equity to enforce such imparti

ality. 

The powers under local law were further solidified 

48 

in Old Colony Trust Company v. United States. In this 

case, the decedent, John H. Cunningham, as co-trustee re

tained the power to alter the enjoyment of three trusts 

created by his wife, and to which he also transferred securi

ties. Under the trust instrument, the trustees were given 

absolute discretion to "increase the payments to the bene

ficiaries, when in their opinion such increase is needed 

in case of sickness, or desirable in view of changed cir-
49 

cumstances." In addition, the trustees were: 
given full authority in their absolute discre
tion to stop the payments to the beneficiaries 
Cpartially or entirely) during such period as 
the Trustees may decide that the stoppage of 
such payments is for the beneficiary's best 
interests. Any accrual of income so stopped 
shall be added to the principal of the Trust 
Fund. 

^^19 T.C. 544 (1960). 

"̂ 3̂00 F. Supp. 1032 (D. Mass, 1969). 

"̂ Îbid. 



123 

The District Court held that these powers gave the 

decedent the right to designate the persons who would 

enjoy or possess the trust property, powers to alter or 

amend the trusts, and that such rights were not limited 

by an ascertainable standard. This Court further reasoned 

that State Street Trust Company v. United States^^ was 

still good lav7. 

The Circuit Court of /appeals for the First Circuit^ 

then held that broad administrative and management powers 

over Massachusetts trusts retained by the grantor-trustee 

were ascertainable standards and did not cause his transfer 

of securities to the trusts to be included in his gross 

estate. The Court reasoned that the interests of all the 

beneficiaries are protected under Massachusetts law, and 

that trustees must exercise these administrative powers 

under control of the state court. Thus, the First Circuit 

in effect overruled its former conclusions in State Street 

52 Trust Company v. United States. The Court reasoned that 

purely administrative powers could be considered equated 

with ownership for purposes of section 2036, IRC (1954). 

53 
In Old Colony Trust Company v. United States, 

the Court held: 

^^263 F.2d 635 (1st Cir. 1959). 

51 
Old Colony Trust Company v. United States, 423 F.2d 

601 Cist Cir. 1970). 

^^263 F.2d 635 (1st Cir. 1959). 

"̂̂ 423 F.2d 603 (1st Cir. 1970). 
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With all respect to the majority of the 
then court, we find it difficult to see how a 
power can be subject to control by the probate 
court, and exercisable only in what the trustee 
fairly concludes is in the interests of the 
trust and its beneficiaries as a whole, and 
at the same time be an ownership power. 

In this case the Court reasoned that if the Govern

ment's position is sound under the State Street doctrine, 

the trustee's powers must be beyond the court's control. 

In this respect, the Court said:^"^ 

Under Massachusetts law, however, no amount of 
administrative discretion prevents judicial super
vision of the trustee. Thus in Appeal for Davis, 
1903, 183 Mass. 499, 67 N.E. 604, a trustee was 
given "full power to make purchases, investments 
and exchanges . . . in such manner as to them 
shall deem expedient; it being my intention to 
give my trustees . . . the same dominion and 
control over said trust property as I now have." 
In spite of this language, and in spite of their 

failing sufficiently to diversify their invest
ment portfolio. 

The Court's significant rejection of its former 

conclusions in the celebrated State Street case further 

iterated: 

The Massachusetts court has never varied from 
this broad rule of accountability, and has twice 
criticized State Street for its seeming depar
ture. . . . We make a further observation, which 
the court in State Street failed to note, that the 
provision in that trust . . . that the trustees 
could "do all things in relation to the Trust 
Fund which I, the Donor, could do if . . . the Trust 
had not been executed," is almost precisely the 
provision which did not protect the trustees 
from accountability in Appeal for Davis, supra. 

^"^Ibid. 

^^Ibid. 
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The decision in the State Street case illustrates 

one of the many problems that the estate planner is faced 

with in the attempt to reduce the decedent-taxpayer's 

taxable estate. The retention of liberal investment 

powers by the grantor-trustee necessary to facilitate an 

imaginative trust program to meet changing economic and 

family conditions may well result in unfavorable tax con

sequences . 

In effect the Old Colony Trust Company v. United 

States overruled certain provisions of the State Street 

case. Insofar as this case premised liability under 

section 2038 of the Internal Revenue Code of 1954, the 

Court stated: 

Ue do not believe that trustee powers are to 
be more broadly construed for tax purposes than 
the probate court would construe them for ad
ministrative purposes. More basically, we agree 
with Judge Magruder's observation that nothing 
is "gained by lumping them together." State 
Street Trust Company v. United States, supra, 
263 F.2d at 642. We hold that no aggregation of 
purely^ administrative powers can meet the govern
ment's amorphous test of "sufficient dominion 
and control" so as to be equated with ownership. 

In this case the First Circuit Court of Appeals 

also rejected its former ruling in holding that retention 

of purely administrative and management powers as trustee 

could constitute retention of a power to "designate" the 

^^ibid. 
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person or persons who shall possess and enjoy the 

property or the income therefrom within the meaning of 

section 2036, IRC (1954). 

t. v 

m^^\-
^i feS *'j»-

• 

mm---



CHAPTER VI 

POWERS OF APPOINTMENT 

If a decedent transfers property and reserves to 

himself a power of appointment over the property, such 

transfer will in all probability be taxable under the pro

visions enumerated in sections 2035-2038. On the other 

hand, if a decedent possessed, exercised, or released a 

general power of appointment over property, section 2041, 

IRC (1954), provides for the inclusion of the value of such 

property transferred in the decedent's gross estate. 

However, not all powers of appointment will cause the prop

erty to be taxed because includibility depends upon the date 

the power was created and the type of power. The technical 

requirements enumerated in section 2041 are subject to a 

number of arbitrary statutory rules and varied interpreta

tions . 

Defined 

In general, a power of appointment under section 

2041, is one created in connection with a transfer of property 

by someone other than the decedent. Property may be included 

in a decedent's gross estate even though he never actually 

127 
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owned the property and even though he may never have 

owned the property in a legal sense."'" 

For Federal estate and gift tax purposes, the term 

"power of appointment" generally includes any power re

gardless of what name it is given or the words used to create 

it which is in substance and effect a power of appointment 

that enable the holders of such power to affect or shift the 

beneficial enjoyment of the property or the income there-

2 
from. In general, such a power of appointment is a right 

that may be exercised either testamentary or inter vivos. 
3 

It does not have to be both. In Snyder v. United States, 

the Court held that section 2041 was applicable, although 

the power retained by the decedent could only be exercised 

during his lifetime. 

An important distinction between powers of appoint

ment under section 2041 and those under sections 2035-

2038 is necessary in considering the nature of such powers. 

Section 2041 applies only to powers bestowed to the decedent 

by a third party, whereas sections 2036 and 2038 deal with 

powers which the decedent retained or reacquired in connection 

with property in which he was the former owner. The dece

dent must have once been the actual owner of the property 

Lehman v. Commissioner, 109 F.2d 99 (1940); United 
States V. Estate of Grace, 395 U.S. 316 S.Ct. 1730, 23 L.Ed. 
(2d) 332 (1969). 

^Treas. Regs. 20.2041-1 (b) (1). 

-̂ 203 F. Supp. 195 (D. C Ky. 1962). 



^a^ 129 

interest in question and have made a transfer of that 

interest. 

A simple illustration v/ill show the value of powers 

of appointment in estate planning. Assum.e that P transfers 

property in trust to T for the life of S, the property then 

to be distributed to the children of S with the designation 

made by P as to which children will receive the property. 

Such a power retained by P would not be a power of appoint

ment. However, in this case it would be a power to alter, 

amend, or revoke and would be taxable under section 2038. 

If P had bestowed upon S the povjer to designate which chil

dren would receive the property after S's death, then S's 

power over the remainder would be considered a power of 

appointment. However, in this case the property would not 

be taxable in either P's estate or S's estate because such 

power would not be construed as a general power of appoint

ment. 

For estate tax purposes, the right of the trustee 

to terminate a trust, the beneficiary's right to consume 

the principal of a trust without any limits, or a trustee's 

power to change the beneficiaries of the trust are powers 

of appointment. The described powers will come within the 

category of a power of appointment without regard to the 

^Treas. Regs. 20.2041-1 (b) (2). 

^Treas. Regs. 20.2041-1 (d). 
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capacity in which it is held or may be exercised. Even though 

the power is exercisable by the decedent only in a fiduciary 

capacity, this will not make the power any less taxable if 

it meets the other requirements. Thus, in a situation where 

the donee's unrestricted power to discharge or remove the 

trustee and to appoint himself to that position, the decedent 

will be considered to hold all the powers which the trustee 

of a trust holds, unless such holdings are limited by a suf

ficient fiduciary standard. This is true even though the 

donee never exercises the power. 

Mere powers of a trustee to manage and invest the 

property of the trust or property of another, to allocate 

receipts and disbursements between principal and income, and 

to possess the property, where such powers are exercisable 

only in his fiduciary capacity, are not considered to be 

powers of appointment. The term "power of appointment" is 

not considered to include powers retained by the decedent 

to himself which fall within the lifetime transfer rules. 

Where the decedent has retained a power to dispose of an 

interest in property owned by him there is no power of ap

pointment, although such an interest may be reached under 

some other applicable provision of the Federal estate tax 

law. 

^Treas. Regs. 20.2041(b); Estate of Small, 3 T.C.M. 
2 CL944) P-H T.C. Memo, section 44.002. 

^Treas. Regs. 20.2041-1 (b) (2) . 
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General Power of Appointment 

A general power of appointment as specifically 

defined in section 2041, means a power exercisable by the 

decedent in favor of himself, his estate, his creditors, 

or the creditors of his estate. Transferred property over 

which the decedent held a power of appointment is not in

cludible in his gross estate unless such power is a "general" 

power of appointment. A power is not considered to be a 

"general" power if it is exercisable only in favor of one 

or more designated persons or classes of persons exclusive 

of the decedent, his creditors, his estate, or the credi

tors of his estate, or if the power is expressly not ex

ercisable in favor of the decedent, his creditors, his 
o 

estate, or the creditors of his estate. 

In order to determine if a general power of ap

pointment exists in a specific situation, the rights of 

the person who is considered the donee of the power must 

be analyzed. In such an analysis the rules of local law 

are factors that determine what rights or powers have 

been created. Once this had been done, the provisions of 
o 
Treas. Regs. 20.2041-1 (c) (1); Estate of Burrage, 

58 F. Supp. 63 (1944). Where property is appointable 
directly or indirectly for decedent's benefit a general 
power exists. Assume, for example, that a donee held a 
power to appoint property to a trust of which he was the 
beneficiary. 

g 
Chase National Bank, 82 F.2d 157 (1936). Powers 

over the property of another under Federal law are con
sidered powers of appointment, even though they may not be 
so clearly defined under state property law. 
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section 2041 are applied to ascertain whether the rights 

so created fall within the interests subject to the estate 

tax. 

Background 

In Helvering v. Safe Deposit and Trust Company, "̂^ 

the Court concluded: 

In viewing (section 2033) in its back
ground of legislative, judicial, and admin
istrative history, we cannot reach the con
clusion that the words 'interest . . . of 
the decedent at the time of his death' were 
intended by Congress to include property sub
ject to a general testamentary power of ap
pointment unexercised by the decedent. 

The Court pointed out that the Revenue Act of 

1916 contained nothing about property over which the dece

dent had a power of appointment. 

This case further pointed out that in United States 

V. Field, the Court held that property passing under a 

general power of appointment was not an "interest" of the 

decedent within the meaning of the 1916 Act. This Court 

also concluded that such property was not included under 

the postponed-possession-or-enjoyment clause because that 

clause reached only transfers of the decedent's own property 

Section 402(e) of the Revenue Act of 1918, (now 

section 2041) provided for the inclusion in the decedent's 

•^^316 U . S . 56 ( 1 9 4 2 ) . 

••••^255 U . S . 257 (1921) . 
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gross estate of "any property passing uncer a general power 

of appointment exercised by the decedent (1) by vill, or 

(2) by deed executed in contemplation of, or intended to 

take effect in possession or enjoyment at or after, his 

death . . . ." This made up the statutory law on powers 

of appointment regarding Federal estate taxes until 1942.-'"̂  

A great deal of difficulty, confusion and criticism 

was encountered in this area from 1918 to 1942. Tho stat

ute appeared to tax only the exercise of 'general powers" 

but made no attempt to define the term. The courts applied 

a rather restricted definition of the term prior to 1942."'"•̂  

Because "special powers" were not taxed, it was essentially 

important to define the term "general." 

Under the Revenue Act of 1942, Conrrress extendi vel\̂  

revised the power of appointments section. Because this 

revision was not very successful. Congress made another 

major revision under the Powers of Appointment Act of 

15 
1951. These revised rules were carried forward to the 

1954 Code. The 1951 Act rejected most of the rules speci

fied in the 194 2 statute and the new rules were applied 

retroactively to estates of decedents dying between 1942 

and 1951. 

Revenue Act of 1918, 40 Statute 1057, 1097. 

^Clausen v. Vaughan, 147 F.2d 84 (1st Cir, 19451; 
Keating v. Mayer, 236 F.2d 478 C3d Cir. 19 36); Estate Of 
Christine Smith Kendrick, 34 B.T.A. 1040 (1936). 

14 
Revenue Act of 1942, 56 Statute 798, 942. 

15 
Powers of Appointment Act of 1951, 65 Statute 91, 
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Relationship of Sections 2036, 2038 and 2041 

Section 2041 reaches powers of appointment where a 

decedent possessed a taxable power of appointment at the 

date of his death. On the other hand, under section 2038, 

the power to alter, amend, revoke, or terminate a trust 

has been broadly construed to include virtually any power 

in the grantor, whether exercisable in the capacity of 

trustee or whether reserved outside of the fiduciary capacity, 

to alter in any way the beneficial interests in the potential 

16 

or existing beneficiaries of the trust estate. Under 

both sections, the statute provides that the power is con

sidered to exist on the date of the decedent's death even 

though the exercise of the power was subject to a precedent 

giving of notice, or even though it could take effect only 

on the expiration of a stated period of time after the 

exercise of the power, and whether or not on or before the 

date of the decedent's death notice had been given or the 
17 power had been exercised. 

There is at least one difference between section 

2038(b) and 2041(a)(2) that should be noted. Under section 

2038(b), any interest which the decedent could not have re

covered if he had given the prescribed notice or exercised 

-'•̂ Porter v. Commissioner, 288 U.S. 436 (1933); 
Florida National Bank v. U.S., 336 F.2d 598 (3d Cir. 1964), 
cert. den. 380 U.S. 911 (1965). Section 2038 is not limited 
to powers that can be exercised to benefit the decedent. 

•^^Sections 2038(b), 2041(a)(2). 
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the power during his lifetime will be excluded from his 

gross estate. If, for example, H transferred property to 

T in trust in which he retained power to revoke by giving one 

year's notice to the trustee and that he died without giv

ing the notice, the value of the trust property reduced by 

the value of one year's enjoyment would be included in H's 

estate. Section 2041(a)(2) does not contain a similar 

qualification. If H had a taxable power of appointment, 

which he could exercise only upon giving one year's notice, 

and he died without giving such notice, apparently the full 

value of the property subject to the power would be in-

18 eluded in his estate. 

Section 2041 provides for inclusion of the value of 

the property subject to a general power of appointment in 

the gross estate of a donee. This is distinguished from 

sections 2036(a)(2) and 2038 which apply only to a decedent 

who was also a grantor. Section 2036(a) (2) deals with the 

retention, for the life of the grantor, of "the right . . . 

to designate the persons who shall possess or enjoy the 

property or the income therefrom." On the other hand, 

section 2038 deals with the decedent holding, at his death, 

a power "to alter, amend, revoke, or terminate" the enjoy

ment of the trust property transferred. Sections 2036 and 

^Charles L. B. Lowndes, "Tax Consequences of 
Limitations upon the Exercise of Powers," Duke Law Journal, 
XMLIX (1966), 989-90. 
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2038 will often overlap because both deal v/ith the re

tention of powers which "affect by direct action the enjoy

ment of the property of others." If the retained power 

is a "trivial interest," it will not cause the property to 

be included, but a "substantial interest" will."""̂  

Both sections 2036(a)(2) and 2038 are applicable 

regardless of whether the grantor holds or can exercise 

20 the power alone or in conjunction \̂ ith another. The courts 

have applied broad interpretations to the power to designate 

income provisions of section (2036(a) (2). The retention of 

21 a power to change either life beneficiaries or remainder 

22 

beneficiaries will cause property to be included in the 

decedent's gross estate. The power to accumulate income 

has been held to be a sufficient power to cause the property 

to be included under section 2636(a) (2), even though the 

life beneficiary and the remainderman were the same person. 
23 

The Supreme Court in United States v. O'Malley, held 

that accumulated income received after the trust has been 

set up is includible in the decedent's gross estate. In 

this case, the decedent created an inter vivos trust and 

retained the power to accumulated trust income. The Court 

^ 3 Mertens' Law of Federal Gift and Estate Taxation, 
623 C19591. 

^^Treas. Regs. 20.2036-1 (a), 20.2038-1 (a). 

^•^MacManus v. Commissioner, 172 F.2d 697 C6th Cir, 
1949). 

^^Bailey v. Ratterre, 243 F.2d 454 (2d Cir, 19571, 

^^383 U.S. 627 (1966). 
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included the full value of the property, including the 

accumulated income, in the decedent's estate on the reason

ing that such right could be treated as a reserved right 

to change beneficiaries and was taxable under section 

2036(a)(2). This right could have been treated as a tax

able power to alter or amend under section 2038. 

If a trust escapes taxation under section 2036(a)(2), 

it may still be included under section 2038. In many in

stances, it will be found that a particular transfer could 
O A 

be held includible under both sections. In Estate of 
25 

Cohn, the decedent established a trust in 1930, retaining 
I 

the right to receive the income from the trust and the j 

right to revoke or modify the trust, in whole or in part , 

with approval of certain named individuals. Executors of the 

estate claimed that the trust was exempted because section 

2036 was inapplicable to trusts established prior to March 4, 

1931. The Court held that although section 2036 was in

applicable, the trust was included under section 2038 

because the decedent retained the power to modify or re

voke the trust. 

The overlapping relationship between sections 2036(a)(2) 

and 2038 presents some interesting questions. Because a 

Industrial Trust Company v. Commissioner, 165 F.2d 
142 (1st Cir. 1947); Yawkey's Estate v. Commissioner, 
12 T.C. 1164 (1949) . 

^^371 F.2d 642 (1967). 
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power to designate the possession or enjoyment of, or the 

income from, property is also a power to alter the enjoy

ment of the property, a transfer taxable under section 

2036 (al (2) will also in many cases be taxable under sec

tion 2038. However, the coverage of the two sections is 

not exactly coextensive, and the same amount will not 

necessarily be taxed under both sections. The Commissioner 

will assert the provision of the statute T̂ ĥich results in 

the greater inclusion in the gross estate. 

Section 2036(a)(2) is limited to transfers of 

property where the taxable power was reserved by the dece

dent in connection with the transfer, while section 2038 

imposes a tax where the decedent possessed a taxable power 

at his death regardless of the source from which the power 

was derived. Section 2036(a)(2) is applicable to property 

transfers occurring after March 3, 1931, and there is no 

cutoff date under section 2038. Contingent powers under 

the Regulations, except powers subject to the permissible 

fixed external standards in section 2038(b), are not taxable 

under section 2038, while the fact that a power taxable 

under section 2036(a)(2) may be subject to a contingency 

that has not occurred at the time of the decedent's death, 

26 
will not prevent a tax under that section. 

26 
Lowndes, "Gross Estate-Inter Vivos Transfers," 23. 
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The courts seem to be more concerned with "present 

economic benefit and degrees of control" than with technical 

vesting of title. The problem appears to be one of deter

mining not how much power the grantor retained over the 

transferred property, but one of degree of control over 

economic rights of beneficiaries to cause the property to 

be included under sections 2036 or 2038.^^ 

Section 2036(a) (2) includes the full value of the 

property transferred by the decedent of which he retained 

power to designate possession or enjoyment, while the tax 

under section 203 8 is limited to the value of the interest 

subject to the taxable power. For example, assume that H 

transferred property during his lifetime to T in trust with 

the income payable to w during W's Ifetime, then at w's 

death to distribute the trust property to D. Further, H 

reserved a power to designate a new beneficiary to receive 

the income from the trust during W's lifetime. If H dies 

survived by W, the full value of the trust property will be 

taxed to H's estate under section 2036(a)(2). However, 

only the value of W's life estate (as of H's death) would 

28 be included in H's gross estate under section 2308. 

Not all powers held by the decedent are taxable 

under both sections 2036(a)(2) and 2038. Section 2038 will 

cause property to be taxed in the decedent's estate where 

23-24. 

"̂̂ Lober V. United States, 346 U.S. 335 (1953). 

28 
Lowndes, "Gross Estate-Inter Vivos Transfers," 
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he has retained a power to alter or revoke the enjoyment 

of such property and the power was in existence at the 

time of his death or released in contemplation of his 

death. Section 2038 reaches any power to alter or amend 

including both retained and reacquired powers. Section 

2036(a) (2) taxes a transfer of property where the trans

feror has retained powers which may be exercised to affect 

the possession, enjoyment or income from the property 

during his lifetime and the power was retained at the 

29 time of the inter vivos transfer. 

External Standards 

A power held by the decedent during his lifetime 

to invade the corpus of a trust and to appropriate the 

property, or any part of such property, for his own use, 

either directly or indirectly, is a power of appointment. 

The use of the property to discharge the decedent's ob

ligations, for example, a power which may be exercised to 

provide funds for the payment of estate taxes or of other 

charges against his estate, is a general power. 

In the case where the decedent during his lifetime 

had the power to consume, invade or appropriate the corpus 

of a trust, and such right of invasion was limited by an 

external standard capable of enforcement, then the right of 

^^Treas. Regs. 20.2038-1 (b); 20.2036Ca) (2), 
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invasion was limited by an external standard capable of 

enforcement, then the right of invasion does not give rise 

to a general power. The concept of external standards 

relates to situations where a grantor's powers to designate 

enjoyment of property interests or to alter, amend, re

voke, or terminate such interests which are considered to 

be ministerial or controlled by a standard enforceable in 

a court of equity. In such a case, the property interests 

are not includible in the grantor's estate at his death. 

The concept of external standards applies to both 

sections 2036(a)(2) and 2038, and does not lose its ex

cludible effect upon the occurrence of some future con

tingent event. As long as a sufficient standard controls the 

testator's pnvf.r over transferred property, the concept of 

external standards will guard against such property being 

included in the decedent's gross estate. Thus, the problem 

is to determine just what limitation must be placed upon 

the invasion power to accomplish this favorable tax result. 

The court cases in this area are by no means clear on 

this point. For example, a provision that the grantor may 

invade corpus for the "best interest of the beneficiary" 

has been held to be a sufficient objective standard in some 

cases, but not in others. Therefore, it will be helpful 

to consider the attributes which a standard must have in 
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order to insure exclusion of property transferred over 

which the testator retains a power:^^ 

1. First of all, the fixed objective standard must 

be enforceable in a state court of equity. •̂•'" This is a 

basic factor because the external standards concept re

lies on the proposition that a testator's powers are actually 

duties which are enforceable in a state court of equity. 

However, this should not be construed as the state court 

having the final word in determining whether an external 

standard is sufficient or not, because the existence and 

32 

extent of such power is a question of Federal law. 

2. A sufficient external standard should be ex

pressed in the instrument of transfer. The power actually 

given to the testator is the factor that controls, since 

it cannot be provided by external circumstances. 

3. The external standard should place reasonable 

limits on the powers given to the testator, and such 

powers should be confined within allowable limits of dis

cretion. For example, where the testator and other trustees 

have a power such as "if in their opinion the circumstances 
30 

Emery W. Bartle, James W. Licke, and Mark T. 
Signorelli, "The Doctrine of External Standards Under 
Sections 2036(a)(2) and 2038," xMinnesota Law Review, 
LII (1968), 1076-84. 

"̂ -̂ United States v. Powell, 307 F.2d 821 (10th Cir. 
19621; Estate of Frew v. CommislToner, 8 T.C. 1240 (1947). 

^^Chase National Bank, 82 F.2d 157 (1936). 
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require," the courts have held this wording was sufficient 

to include the property in the decedent's estate. "̂"̂  

4, A standard should be objectively determinable. 

This requirement is intended to insure that the testator 

will have well defined bounds within which he can exercise 

his discretion and also enables the state courts to determine 

whether the testator's power may be enforceable or not. 

5. An external standard should be specifically 

expressed in the instrument of transfer. Although the 

courts are not in complete agreement on this point they 

have used it as a basis for holding a standard insufficient 

34 

and caused the property to be included. 

Other examples of powers limited by an ascertain

able standard are pov/ers in the holder to consum.e for his 

"support," "support and reasonable comfort," "support in 

his accustomed manner of living," and "education, includ-
35 

ing college and professional education." Where the 

limiting words of a power to use property for the "com

fort," "welfare," or "happiness" of the holder of the power 

is not considered limited by an objective standard then such 
36 

power would be considered a general power of appointment. -̂̂ Hurd V. Commissioner, 160 F,2d 610 Cist Cir. 19471. 

Michigan Trust Company v* Kayanagh, 284 F.2d 502 
(6th Cir. 1960) . 

•^^Treas. Regs. 20 . 2041-1 (c) (2) . 

Treas. Regs. 20.2041-1(c)(2); Jennings Ex'rs v. 
Smith, 161 F.2d 74 (2d Cir. 1947); Estate of Edelman, 
38 T.C. 972 (1962). 
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A number of court cases have held that adding phrases 

such as "or the benefit or comfort" and "or other expenses 

incidental to her comfort and well being" are general powers 
37 

of appointment. The courts reasoned tbat these phrases 

were used to establish a separate limitation and were not 

merely descriptive adjectives to an acceptable objective 

standard. 

The life-beneficiary's right to dispose of his in

terest in the income, limited by spendthrift provisions in 

a trust instrument, would not generally be considered as 

a right arising under a general pov/er of appointment to 

favor the decedent's estate or his creditors. On the other 

hand, if under state law property subject to a pov/er of 

appointment exercisable by will is subject to the claims of 

creditors of the estate, even though the power is not by 

its express terms general, it will be considered a general 
38 power of appointment. 

Powers Created Before October 21, 1942 

Because of nonretroactive changes, arbitrary dates 

are again important under the powers of appointment section. 

The Powers of Appointment Act of 1951 eliminated the taxation 

Miller, Jr. Co-Exr., v." United States, 387 F,2d 
182 C1967), rev'g 267 F. Supp. 182 (1967); Strite, Exr., 
y. McGinnes, 215 F. Supp. 513, aff'd 330 F,2d 234 (3d Cir, 
1964) , cert. den. 379 U.S. 910 C1964). 

•^^Treas. Regs. 20 .2041-1 (c) (3) . 
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of limited powers except in one very technical situation,^^ 

and separated general powers between those created before 

and after the passage of the Revenue Act of 1942 with dif

ferent provisions applicable to each. The effect was to 

eliminate some of the retroactive application of the 1942 

Act and to provide for taxation of powers on a more equit

able basis. 

Property subject to a general power of appointment 

created prior to October 22, 1942 is includible in the 

decedent's gross estate if the decedent exercised the power 

(1) by will or (2) by a disposition of such a nature that if 

it were a transfer of property owned by the decedent, the 

property would be includible in the decedent's gross estate 

as a transfer in contemplation of death or under the 

lifetime transfer rules in the provisions of sections 2035 

thru 2038, A failure to exercise such a power, or its 

complete release, is not considered an exercise of the 

40 power. 

Any power of appointment created before October 22, 

1942, which at the time of exercise is exercisable by the 

Abraham S. Guterman, "The Powers of Appointment 
Act," Taxes, XXIX(1951), 631-32. "Where the donee of a 
properly limited power otherwise nontaxable exercised such 
power by a creation of a trust and provided that the trustee 
should have the right in his discretion to pay over principal 
to the beneficiary, the otherwise tax-free power of ap
pointment was rendered taxable, since such right to pay 
principal is classified as a power of appointment." 

^^Sec. 2041(a) (1) . 
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decedent only in conjunction with another person, is not 

a general power of appointment. Thus, joint powers created 

before October 22, 1942, are nontaxable without regard 

to whether the co-holder had a substantial adverse interest.'̂ "'" 

The adverse interest of the co-holder limits the decedent's 

power to appoint the property to himself, his estate, or 

his creditors. 

Powers Created After October 21, 1942 

The mere existence of a power of appointment as of 

the date of death which was created after October 21, 1942, 

is sufficient to cause the property subject to the power 

to be taxed in the donee's estate if (1) the decedent has 

the power at the time of his death, and the interest subject 

to the power exists at the time of his death, or (2) the 

decedent exercised or released the power, in a testam.entary 

manner, or the power lapsed. 

Where property is subject to a general power created 

after October 21, 1942, it is includible in the decedent's 

estate even though the decedent did not possess the power 

at the time of his death, if the decedent during his lifetime 

exercised or released the power under circumstances such 

that if the decedent had of owned the property, it would haye 

been includible in his estate either (1) as a transfer in 

•̂̂ Sec, 2041(b) CD (b) . 

^^Sec. 2041(a) (2) . 
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contemplation of death or (2) under the lifetime transfer 

rules. However, such property would not be included in 

the decedent's estate where the release was complete, where 

the holder of the power retained no interest in or control 

over the property of such a nature that inclusion under the 

lifetime transfer rules would result if the property had 

been owned by the decedent and he transferred it, and the 

release was not made in contemplation of death. 

In a case where the decedent failed to exercise a 

power of appointment created after October 21, 194 2, so that 

the power would lapse, such failure to exercise the power 

constitutes a release of the power. A lapse of a power is' 

treated as a release for purposes of inclusion in the gross 

estate only to the extent that the property which could have 

been appointed by the exercise of the lapsed power exceeds 

the greater of $5,000 or 5 percent of the aggregate value, 

at the time of the lapse, of the assets out of which, or 

the proceeds of which, the exercise of the lapsed power could 

45 have been satisfied. 

It is not necessary that the power be exercised in 

order for it to be taxed, as in the case of a power created 

before 1942. If a power created after October 21, 1942, 

is exercised, this fact does not alter the taxability of the 

power, for it will be taxed whether exercised or not. Also, 

^^Treas. Regs. 20.2041-3Ca)(2), 

"^^Treas. Regs. 20 . 2041-3 (d) (2) . 

^^Treas, Regs. 20.2041-3 (d) (3). 
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if a power created after 1942, is exercised by an instrument 

inter vivos, or is released completely, or is allowed to 

lapse, such exercise, release, or lapse will be treated in 

the same manner as the inter vivos exercise of a power 

created before 1942, and will be taxed if the donee retained 

any interests which v/ould cause the property to be taxed 

under sections 2035 thru 2038, IRC (1954).'^^ 

If a power created after 1942, is partially re

leased from the viewpoint that a limitation is placed upon 

the possible appointees of the power so that such power no 

longer meets the definition of a general power under section 

2041, such partial release of the power will be ineffective 

to remove it from the taxing power of this section. It will 

still be construed to be a general power and its existence 

at the date of death, complete release, exercise, or lapse 

during the decedent's lifetime under appropriate circum

stances will still cause the taxation of the property sub-

47 
ject to the power in the decedent's estate. 

The failure to exercise a power of appointment 

created after October 21, 1942, within a specified time, may 

be illustrated in the following example: Assume that a 

life beneficiary has a noncumulative right to withdraw 

$10,000 per year from a trust where the corpus retains a 

constant value of $200,000. Since this right does not exceed 

"̂ Ŝec. 2041(a) (3) . 

^"^Treas. Regs. 20.2041-3 (d) (1); Estate of Leo M. 
Gartland, 34 T.C. 89 (1960). 
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5 percent of the corpus, nothing would be included with 

respect to the power lapsing in years prior to the decedent's 

death. In the year of the decedent's death there would be 

included in his gross estate the $10,000 which he was en

titled to withdraw in that year less any actual withdrawals. 

However, if the life beneficiary possessed a right to with

draw $15,000 which is in excess of 5 percent of the corpus, 

then a failure to exercise such power in any year will be 

considered a release of the power to the extent of the 

excess of the amount subject to withdrawal over 5 percent 

48 of the trust fund. 

In a case where it is desirable to release a power 

of appointment, care should be taken in drafting the re

lease in usina lanauaae that actuall^^ releases the power 

rather than language that appears to exercise the power, 

49 In Emery y. United States, what was in effect a partial 

release of a general power of appointment was written in 

language which appeared to exercise the power. However, 

in this case the Court reasoned that it would disregard the 

form and giye effect to the substance. 

Disclaimer 

A disclaimer or renunciation of a general power of 

appointment is not considered to be a release of such power. 

^^Treas. Regs. 20.2041-3 (d) (3), 

^^153 F, Supp. 248 (D. Mass. 1957). 



*̂*" 150 

A disclaimer is construed as a complete and unqualified 

refusal to accept the rights to which one is entitled. 

The disclaimer or renunciation of the power must be un

equivocal and effective under local law. After acceptance, 

there can be no disclaimer or renunciation of a power, 

and in the absence of facts to the contrary, the failure 

to renounce or disclaim within a reasonable time after 

learning of its existence, will be presumed to constitute 

50 an acceptance of the power. 

Exercise of Powers 

The most important basic difference between the 

taxation of powers created before 1942, and those created 

after 1942, is that in the case of pre-1942 powers, the power 

must haye been exercised by the decedent in order for the 

property subject to the power to be taxed in his estate. 

The mere fact of a valid exercise of the power is sufficient 

to result in taxation and it is not necessary that the 

property actually pass to the takers as a result of the 

exercise under the rules of local law. The fact that the 

exercise is in favor of the taker in default of appointment 

will not bar its being deemed exercised, regardless of local 

law. It does not matter that the interest of the taker in 

default is identical with the appointed interest nor the 

fact that the appointee renounces any right to take under 

^^Treas, Regs. 20.2041-3Cdl(6). 
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the appointment. However, in determining v̂ hether a valid 

and effective exercise of a power of appointment has in 

fact been made may depend upon local law. For example, 

whether a residuary clause in a will is considered a:: 

exercise of a testamentary power of appointment may depend 
51 upon local law. 

Joint Powers 

The decedent is not considered to have had a gen

eral power of appointment if the power was exercisable 

only with the consent of joinder or the creator of the 

power or only with the consent of joinder or a person haying 

a substantial interest in the property subject to the power 

which is adverse to the exercise of the power in favor of 

the decedent, his estate, his creditors, or the creditors 

52 

of his estate. Where a co-holder of the power must join 

in its exercise and who is the designated beneficiary of 

the property or who succeeds to the power in the event 

that the decedent fails to exercise his pov/er is considered 
53 to have a substantial adverse interest. 

In a case where a co-holder is merely a potential 

or eligible appointee, the power is still deemed a general 

51 
Treas, Regs. 20.2041-1 (d); United States v. Merchants 

National Bank of Mobile, 261 F.2d 570 .(5th Cir. 1958); 
Second Bank-State Street Trust Company y. Yale University 
Alumni Fund, 338 Mass. 520, 156 N.E.2d 57 (1959). 

^^Sec. 2041(b)(1)(C); Treas. Regs. 20 .2041-3 (c) C2) , 

^^Treas. Regs. 20.2041-3 (c) (2). 
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power. However, the donee is considered to hold a general 

power of appointment only over a fractional portion of the 

property which is proportionate to the number of co-holders. 

For example, assume that X, Y, and Z hold an unlimited power 

jointly to appoint among a group of persons including each 

of themselves. If on the death of X the power does not 

pass to Y and Z jointly, then Y and Z are not considered 

to have a substantial adverse interest to the exercise of 

the power in favor of X. X would be considered to possess 

a general power of appointment as to one-third of the prop-

54 erty subject to the power. 

Powers of Appointment and the Gift Tax 

Parts of the estate tax laws and the gift tax are 

very similar, although there is no attempt in the statutes 

to directly correlate tax treatment of the estate tax, gift 

tax, and the income tax. Section 2514 of the gift tax 

and section 2041 of the estate tax are in harmony with each 

other from the standpoint that both apply only to a "general 

power of appointment." The Regulations define this term in 

exactly the same language in both sections. It appears 

that the gift tax as enacted in 19 32, was designed to supple

ment the estate tax in that a transfer which might escape 

^"^Treas. Regs. 20 .2041-3 (c) (2) . 
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taxation under the estate tax would be reached by the 

55 gift tax. 

There is some uncertainty regarding a transfer 

that can be altered or revoked by someone other than the 

transferor, without the transferor's concurrence, as to 

whether it should be treated under the gift tax. The courts 

have apparently moved toward a position where a transfer 

under which the transferee has uncontrolled discretion to 

return the transferred property to the transferor would be 

regarded as a completed transfer and taxable under the 

gift tax laws. However, where the transferor retains 

some equitable interest in the transferred property under 

which he might force the transferee to return an indefinite 

part of the property to him, the transfer is incomplete and 

57 is not a taxable gift. By way of illustration, assume 

that H transferred property in trust to T for W for W's life. 

55 
Sanford v. Conunissioner, 308 U.S. 39 (1939); 

Blodgett y. Holden, 275 U.S. 142 (1930); Revenue Act of 1932, 
47 Statute 245. The first gift tax legislation was enacted 
by Congress in 1924. Because it was rather weak and in
effective, it was repealed in 1926, and was only applicable 
to the years 1924 and 19 25. This statute follows the retro
active application of the estate tax law in that gifts made 
before 1932 are not taxable. 

^^Herzog V. Commissioner, 116 F.2d 591 (2d Cir. 1941); 
Rheinstrom v. Commissioner, 105 F.2d 642 (8th Cir. 1939); 
Heynstadt v. Hoey, 47 F. Supp. 874 (S.D.N.Y. 1942); Minnie E. 
Deal, 29 T.C 730 (1958); Treas. Regs. 25.2511-2 (b) . 

^^Estate of Leon Holtz, 38 T.C. 37 (1962); Sarah 
Gilkey Vander Weele, 27 T.C. 340 (1956), aff'd, 254 F.2d 895 
(6th Cir. 19 58); Estate of Christianna K. Gramm, 17 T.C. 1063 
C1951I; Rev. Rul. 62-13, 1962-1 Cum. Bull. 181. If part of 
the property which may be returned to the transferor can be 
ascertained definitely, then there will be a gift except for 
this amount. 
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with the remainder to D in fee, and H gave T complete dis

cretion to amend the trust in any way he saw fit, the possi

bility that T might pay trust property to H (provided that 

he is under no legal obligation to distribute the property 

to H's creditors) would not prevent the transfer to T 

from being complete and a taxable gift. On the other hand, 

where T's power to alter the enjoyment of the trust was 

limited to pay whatever T deemed necessary for H's support, 

the courts have held that the transfer to T is not a tax

able gift, since H retained an interest in the trust prop-

58 
erty. Assuming that H retained an interest in the trust, 

because under appropriate circumstances an equity court would 

require the trustee to support H from the trust, it would 

appear that H's interest could not be valued. Moreover, 

if the transfer of the property to the trust is not taxed 

as a gift, it will apparently escape taxes under both the 

estate and gift tax laws. Because the power to apply the 

trust property for the support of the transferor is vested 

in someone other than the grantor, it is not taxable under 

sections 2038 or 2036(a) (2). If such power was attacked on 

Robinette v. Helvering, 318 U.S. 184 (1943). This 
position might conflict with the Robinette case, in which 
the Supreme Court ruled that a transferor's retention of 
some interest in transferred property would not prevent a 
taxable gift of the entire property, if it were impossible 
to value the retained interest. However, in Rev. Rul. 
62-13, 1962-1 Cum. Bull. 181, in which the Service acquiesced 
in Sarah Gilkey Vander Weele, 27 T.C. 340 (1956), aff'd, 254 
F.2d 895 (6th Cir. 1958), attempts with dubious success, 
to distinguish Robinette from the decisions holding that 
there is no taxable gift. 
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the grounds that the power was vested in the transferor 

because he could compel the trustee to pay over what is 

needed for his support, then the power from this vievjpoint 

is a power whose exercise is limited by an external stand

ard or a nondiscretionary power which is not taxable under 

sections 2036 or 2038.^^ 

When Powers Result in Gifts 

Generally a power of appointment for gift tax pur

poses is a right which a person possesses to name or 

appoint the beneficiaries who will receive the income or 

principal of an estate or trust after the termination of 

prior rights in such an estate or trust. The power is 

generally bestowed upon the possessor by a testator or by 

the grantor of a trust. The grantor is known as the donor 

or creator of the pov/er, whereas the possessor is known as 

the donee of the power. The exercise or release, or lapse, 

of a power of appointment may cause a property tansfer to 

be subject to the gift tax. In fact, in some cases even 

the creation of a power may be sufficient for inclusion. 

The gift tax consequences of powers of appointment are 

as follows; 

1. The exercise or release of a general power of 

appointment created after October 21, 1942, results in a 

^^Lowndes, "Tax Consequences of Limitations," 
986-87. 
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gift by the possessor of the power.^° The lapse of a 

power created after October 21, 1942, during the life of 

the individual possessing such general power of appoint

ment, results in a gift by the possessor of the power. The 

rule is that a gift results from lapse of such powers dur

ing any calendar year only to the extent that the property 

that could have been appointed exceeds in value the greater 

of (1) $5,000 or C2) 5 percent of the aggregate value of 

the property subject to the power. 

2. Failure to exercise or release, or the lapse 

of a power created before October 22, 1942, is considered 

62 

an incomplete transfer and does not result in a gift. 

Moreover, such a general power may be converted into a power 

that is considered to be no longer a general power, and 

not subject to a gift tax, through a partial release. The 

subsequent exercise of the reduced power results in a gift 

by the possessor of the power if (1) such partial release 

occurred before November 1, 1951, or (2) six months follow

ing the termination of disability if the possessor of the 
6 3 

power was under legal disability on October 21, 1942. 

If a power is not a general power, it is normally considered 

to constitute the donee-possessor of the power a mere agent 
^^Sec. 2514(b). 

•̂̂ Sec. 2514(e). 

Treas. Regs. 25.2514-2 (c) . 

•̂̂ Sec. 2514(a). 
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of the donor. Thus, the exercise of such a power generally 

would not result in a taxable gift by the donee, but results 

instead in a taxable gift by the donor.^^ 

3. Where a donee possesses both a general power 

and a nongeneral power, the Commissioner contends that ex

ercise of the nongeneral power is a partial release of the 

general power, and thus a gift by the donee if the general 

power v̂ as created after October 21, 1942.^^ The Commissioner 

also holds that a taxable gift by the donee results on ex

ercise of a nongeneral power in a case where the donee of 

the pov/er has a beneficial life interest of which he deprives 

himself by appointing the corpus to others during his life

time undar his nongeneral power. However, the courts have 

67 not agreed with the Service on this point. 

4. Revocable transfers are treated as incomplete 

transfers not subject to the gift tax on transfers made by 

the transferor alone or by the transferor in conjunction with 

someone lacking a substantial adverse interest in the trans-

6 8 
ferred property. However, if a transfer can be revoked 

64 
Estate of Self, Jr., v. United States, 142 F. Supp. 

939 (1956). 

^^Treas. Regs. 25.2514-1 (b) (2). 

^^Treas. Regs. 25.2514-1 (b) (2). 
67 
Commissioner v. Walston, 168 F.2d 211, aff'g, 

8 T.C. 72 (1948); Self y. United States, 142 F. Supp, 939 
(1956). 

^^Treas. Regs. 25.2514-2 (c), 
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by the transferor only with the consent of a person 

possessing a substantial adverse interest in the transferred 

property, it is considered a complete transfer and a tax-

69 

able gift. This is not in agreement with the estate tax 

concept of a complete transfer. It is immaterial how the 

property transfer is treated under the estate tax. Under 

the estate tax lav/ any transfer which can be revoked by 

the transferor is considered an incomplete and taxable 
70 

transfer whether the adverse party has agreed or not, 
71 

In Smith v. Shaughnessy, the Supreme Court held that, for 

gift tax purposes, a transfer is complete when the trans

ferred property passes beyond the control of the transferor. 

^^Camp v.- Commissioner, 195 F.2d 999 (1st Cir. 1952); 
Latta V. Commissioner, 212 F.2d 164 (3d Cir. 1954) cert. den. 
348 U.S. 825 (1954). 

70 
Helvering y. City Bank Farmers Trust Company, 

296 U.S. 85 (1935). 
•̂'•318 U.S. 176 (1943) . 



CHAPTER VII 

PRIVATE ANNUITIES 

"Private annuities" constitute a tax-planning 

technique which is sometimes overlooked by the estate 

planner. In essence, a "private annuity" is an arrangement 

for payments to be made by someone other than a commercial 

issuer. Such arrangements may be made with an exempt organ

ization, a non-exempt organization such as a trust, or a 

member of the annuitant's family to whom property is trans

ferred in exchange for an annuity. 

Defined 

One definition of a private annuity has been pre-

1 
sented as follows: 

A transfer of property to a transferee 
Cobligor) who has not from time to time written 
annuities, in consideration of the transferee's 
unsecured promise to make periodic payments of 
money, for a specified time, to the transferor 
of the property (annuitant). 

The conventional definition of an annuity may also 

be helpful in understanding the application of the private 

•̂ Leigh B. Middleditch, Jr., "The Private Annuity: 
A Way to Cut Estate Costs, Defer Gain, Get Annuity Tax 
Benefits," The Journal of Taxation (March, 1966), p. 160. 
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2 

An annuity by definition being the payment 
of a specified sum, each period, without regard 
to the size or productivity of the fund, could 
be equated to a series of remainder interests 
to be received periodically over the life of the 
annuitant. 

The principle of the "private annuity" may best be 

explained by way of an illustration. For example, assume 

that H (the holder), age 75, owns property worth $200,000 

Ccurrent fair market value) on which his income tax basis 

is $25,000. If (1) H retains this property until he dies, 

it will be taxed as part of his gross estate, and (2) if H 

disposes of the property inter vivos, he will have $175,000 

capital gain. On the other hand, if H transfers this property 

inter vivos to S (a son), in return for S's unsecured promise 

to pay a fixed sum in periodic payments which is the "pri

vate annuity," then: 

CH The private annuity, based on H's life ex

pectancy and valued by the annuity tables of the Internal 

Revenue Service, is regarded as a bona fide transfer for 

consideration, and the property is no longer taxable in 

H's estate when he dies, 

(21 For income tax purposes, the capital gain is 

deferred over the balance of the annuity period. 

2 
John A, Clark, "New Proposed Valuation Tables 

Will Cause Major Revisions in Estate Planning." The Journal 
of Taxation (September, 1970), p. 130. 
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Rules of Private Annuities 

The tax rules governing annuities in general apply 

to private annuities provided that the contract agreement 

is one which would be construed as an annuity contract in 

accordance with the customary practice of annuity or in-

3 surance companies. From this standpoint the following 

payments are not considered as annuities subject to the 

tax rules: 

1. Gratuitous annuity payments, payments taxable 

to a spouse as alimony, pension payments under v̂ hich the 

employee made no contributions (either direct o;- indirect) , 

an annuity to the beneficiary of a trust or will, and divi

dends and other similar payments made after an annuity 

^ 4- 4 starts. 

2. Payments which are actually nothinci more than 

income from transferred property. In this type of situa

tion, such as income from a trust, the payments may be com-

5 
pletely taxed. 

3. Payments of an "annuity" made directly by the 

estate in a will contest settlement. Such payments apparently 

will be considered as made under the will. On the other 

hand, the courts in at least one case, held that such pay

ments made by the beneficiaries rather than the estate were 

-̂ Sec. 72(a); Treas. Regs. 1.72-2 (a) (1) . 
4 
Treas. Regs. 1.72-2 (b). 

^I.T. 1220, C B . I-l, 79 (1922); Estate of 
Mitchael Fay, 34 B.T.A. 662 (1936). 



16 2 

taxable as annuities. In other cases, the courts held 

such payments were payments of debts.^ 

4. Payments which are actually a charge upon land 

bequeathed by will or under other will provisions.*^ 

Economic Interest 

The estate and gift tax are designed to reach only 

donative transfers. Thus, in analysis of any transaction 

which is thought to be subject to either tax, it is nec

essary to determine to what extent, if any, it is supported 

by consideration. Consideration usually requires a showing 

that something given in exchange for a transfer be measur

able in money or money's worth. The term "money or money's 

worth" means that the consideration must be measurable, and 

must constitute economic equivalence. For example, a 

transfer in consideration of a promise not to contest the 

decedent's will, or a promise of marriage, do not qualify 
p 

as full and adequate consideration. 

It is not absolutely essential that the considera

tion be in money, as long as it is measurable in economic 

terms. The exchange of property for other property, or 

^Lyeth v. Hoey, 305 U.S. 188, 59 S. Ct. 155 (1938); 
Estate of Florence L. Klein, 6 B.T.A, 617 (1927); Estate of 
Lydia Hopkins, 13 T.C. 952"(1950) . 

^Treas. Regs. 1.61-10 (a); Helvering v. Butterworth, 
290 U.S. 365, 54 S. Ct. 221 (1944), 

^Charles L. Burdick, Trustee (LaLor Will) v. Com-
missioner, U.S. 117 F,2d 972 (1941), 
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purely contractual undertakings, may be adequate consid

eration. For example, assume that P transfers property 

to his son in exchange for an unsecured promise by the son 

to support P during his latter years, such promise would 

be considered to be measurable in money or money's worth. 

Thus, so long as the value of the support obligation is 

not substantially less than the property transferred, the 
Q 

transfer is not taxable. 

A transfer made inter vivos by a husband to his vife 

in exchange for the wife's release of the right to support 

from the husband may be considered made for adequate con

sideration, provided that there is substantial equivalence 

in value between the transferred property and the husband's 

obligation to support the wife = 

The inter vivos gift of property in which the dece

dent reserved the income for his lifetime is clearly in

cludible in the gross estate of the trasnferor-decedent 

under section 2036. By the same token, it is equally clear 

that the transferor may obtain the same economic result, 

without causing the property to be taxed in his gross 

estate under section 2036, simply by dividing his property and 

giving away an amount equal to the actuarial value of the 

remainder interest while retaining an amount of the lifetime 

^Rev. Rul. 68-379, 1968-2 C B . 414. 

^^Ibid. 
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income. Thus, it appears that taxation under section 2036 

depends on the form utilized by the decedent in dividing 

and transferring his property, rather than on the economic 
,. 11 result. 

Under section 2036, transferred property is included 

in the decedent's estate only if he retains either the 

"possession or enjoyment of, or the right to income from, 

the transferred property." In the Estate of Bergan,"^^ the 

decedent transferred nearly all of her property to her 

sister for an unsecured promise from the sister to care for 

the decedent for the rest of her life. The Commissioner 

contended that such a transfer was the same as a transfer 

in trust with income retained for life, and included the 

property in the decedent's gross estate. The Court ruled 

in fayor of the estate. Because the transferee-sister had 

unrestricted power to dispose of the transferred property 

as she saw fit, the Court made a distinction between a trans

fer with retained enjoyment of the transferred property, 

and a transfer in exchange for services which, although not 

necessarily, may be financed by the property transferred. 

Another case in which the courts maintained this same dis

tinction included a situation where the corpus of a trust 

11 
James C. Ervin, Jr., "Many Transfers With Retained 

Economic Interest Can Avoid Taxation Under Section 2036," The 
Journal of Taxation (June, 1967), p. 354. 

•̂ Êstate of Berqan, 1 T.C. 543 (1943). 
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was to provide, upon liquidation, the funds to purchase 

$10,000 annuities for its beneficiaries. The beneficiaries 

were to receive annual payments from the trust equal to the 

proposed annuity proceeds, prior to the liquidation and 

purchase of the annuities. One of the beneficiaries, who 

was also a contributor of property to the trust, died before 

the annuities were purchased. The Commissioner contended 

that her contribution to the corpus of the trust should be 

included in her estate because the annual payments she had 

received from the trust amounted to a retention of the right 

to income from the property transferred. The Court reasoned 

that she had simply purchased a contract pursuant to which 

the trust was to pay her $10,000 a year and that such right 

was not lim»itcd to the property transferred by her or the 

income therefrom. 

Income Tax Considerations 

Before the income tax considerations can be deter

mined in relation to private annuities, it is necessary to 

determine the investment in the contract. The House of Rep

resentatives attempted to deal with the exchange of property 

for an annuity contract in 1954. The House provision was 

deleted by the Senate, therefore, the 19 54 Internal Revenue 

^^Estate of Becklenbert, 273 F.2d 297 (CA-7, 1959). 

•^^Ervin, "Transfers with Retained Economic Interest," 
p. 355. 
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Code does not deal expressly with such situations. The 

16 Court pointed out in Commissioner v. Kann's Estate, 

". . .an agreement by an individual to pay a life annuity 

to another has no 'fair market value' for the purpose of com

puting capital gain." The provisions of section 72 of the 

Internal Revenue Code of 19 54 are applied to determine 

what portion of each annual annuity payment is ordinary in

come. In order to determine this portion, it is necessary 

to determine the investment in the contract. 

The computation of tax on private annuities can be 

rather complicated, because such annuities frequently in

volve a transfer of property rather than money and such 

transfers are very often intended to include a partial gift. 

The "cost elem.ent" of the private annuity m.ay very well be 

less than the value of the property actually transferred 

and, in situations where property is transferred, the 

"return of cost element" in the annuity payment may also 

. 1 7 
in fact include a taxable gain. 

The general analysis of taxing private annuities 

under the IRC (1954) can be illustrated by the previous 

example with differences among different kinds of private 

annuities pointed out. It was assumed that P exchanged a 

^^Sec. 1241 of H.R. 8300, 83 Cong., 2d Sess. (1954) 

•••̂ 174 F.2d 359 (3d Cir. 1949). Estate of J. Dorsie 
Lloyd, 33 B.T.A. 903 (A) 1950-2 C B . 3. 

-•-̂ Sec. 72(c). 
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piece of property having a market value of $200,000 for 

an unsecured promise from his son to pay him a periodic 

payment. P is 75 and tuG property cost him $25,000. The 

following steps should be taken: 

1. The first step v/ould be to compute the periodic 

payment from the son. The Table I value (Treasury Regu

lations revised 6 percent rates) for a 75-year-old annuitant 

18 
is 5.699. The annuity vnlue is $200,000 which equals the 

periodic payment times 5.699, therefore, the periodic pay

ment is $35,270. 

2. The second step is to compute the cost of the 

annuity (p's investment in the contract). If the annuity is 

being paid by someone other than a charity or other organi

zation which issues anniTî vî s, in this case a relative, the 

cost is the full $200,000 unless p or the Commissioner show 

that part of the transfer is intended as a gift. 

3. In computing any gain on the exchange, it is 

necessary to compute the difference between the basis of the 

property transferred and the "cost" of the annuity. In 

this example, where P's annuity is $200,000, he has a gain 

of $175,000. It should be obvious that if the cost is less 

than $200,000 there would be a gain on the difference between 

the $25,000 base and that cost. The kind of gain and the 

time for reporting such gain depends on the kind of property 

transferred and who is paying the annuity. 

18 
F.R. Doc. 70-8405, Federal Register, July 3, 1970, 
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4. p's expected return may be computed by 

multiplying the period payment by P's life expectancy 

taken from the Treasury's mortality tables. "''̂  His life 

expectancy is 9.6 years. P's expected return would be 

$338,292. This method of obtaining the expected return is 

generally the same for all annuities. 

5. The last step would be to determine the part of 

the annuity payment which is taxable income and gain, if 

any, based on the previous steps. Thus, assume P's investment 

in the contract is considered to be $400,000, then no part 

of the payments would be taxable as an annuity (his expected 

return would be less than his cost), however, all or part 

of each payment may be taxable as part of any gain P realized 

4-v, u 20 on the exchange. 

Computing Cost of Private Annuities 

When private annuities are involved, the investment 

in such contract within the meaning of section 72(c) 

IRC C19 54)_, does not mean the value of the property trans

ferred when that value exceeds the value of the annuity. The 

excess should not be considered as part of the consider

ation for the contract, because no part of the annual pay

ment would be included in ordinary income in many cases. 

Ibid. 

20 
This example assumes that the annuity is payable 

annually at the end of each year and the transfer was made 
on January 1. 
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In a case where there is arm's length bargaining between 

the transferor and the transferee, so that no donative 

intent of any kind could be inferred to the transferor, the 

investment in the contract might very well be the value of 

what is transferred, even though such value exceeds the 

value of what is transferred, even though such value ex

ceeds the value of the annuity according to the usual method 

of valuing an annuity. However, in family situations, it 

would probably be a rare case where arm's length bargaining 

21 would take place. 

In situations involving private annuities, other 

than those from charitable organizations, the cost or in

vestment in the annuity contract will usually be the fair 

market value of the property transferred, at the time of 

transfer, and not the cost of a similar commercial annuity. 

22 

In the case of Jane J. De Canizares, a promise by a cor

poration to make annual payments to the decedent in return 

for a transfer of its own stock to the corporation was con

sidered to be an annuity, the basis of which was considered 

to be the fair market value of the stock on the date it was 

transferred to the corporation and not what the transferor 

would have had to pay for a similar commercial annuity. 

In a situation where the annuitant, or the Commis

sioner, proves that property transferred in exchange for a 

•̂̂ Sec. 72 Cc). 

^^32 T.C. 345 (1959) 
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private annuity included a partial gift, that part intended 

as a gift would not be included in the cost. The courts 

have held in such cases that the present commercial value 

of thG annuity was used as the cost of the annuity.^^ 

The annuitant should consider the relative tax 

effect resulting from different costs in determining whether 

it is desirable to claim a gift relating to the transfer 

of property as part of a private annuity contract. A high 

cost in the annuity would result in a smaller taxable amount 

of the annuity, while a lower cost may mean a higher tax

able gain on the transfer. 

Taxable Gain on Exchange for Private Annuity 

The Commissioner may contend that some part of 

each annual payment that is excluded from ordinary income 

is a return of the investment and should be reported as a 

taxable gain. The excess of the cost of the private annuity 

over the basis of the transferred property is a taxable 

gain. Whether the property is taxed as ordinary income or 

a capital gain depends on whether or not the property is a 

capital asset. However, the timing of taxation of the gain 

24 
depends on the kind of private annuity involved. 

Where property is exchanged for a private annuity 

with someone other than a charitable organization, the gain 

23 
Estate of Anna L. Raymond, 40 B.T.A. 244 (1939), 

aff'd 114 F.2d 140 (1940), cert. den. 311 U.S. 710 (1940); 
Estate of Kann, 6 T.C. 913 (1947), aff'd 174 F.2d 357 (1949) 

^ Rev. Rul. 62-136, C B . 1962-2, 12, 
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is not taxable to the taxpayer immediately. The gain is 

taxable to the taxpayer only after he has completely re

covered his basis from the nontaxable portion of the annuity 

4- 25 payment. 

In a situation v/here the basis of the property is 

higher than the value of the annuity, the taxpayer may sus

tain a loss on the exchange. Such loss is deductible if the 

disposition V7as entered into for profit. Where the trans

feree does -ustain a loss on a subsequent sale of the property 

transferred, the provisions of section 267 of the 1954 Code 

should be kept in mind, because such loss is disallowed as 

a deduction if the sale is made to his brothers, sisters, 

spouse, ancestors, or lineal descendants. 

To illustrate the taxable gain under the Internal 

Revenue Code of 1954 assume in the previous example that P 

had exchanged a building worth $200,000 for his son's promise 

to pay $35,270 per year and that he still had a life expect

ancy of 9.6 years. Assume that the building had a depre

ciated basis of $85,000: 

^^Estate of J. Dorsie Lloyd, 33 B.T.A. 903 (A) 
C1936), 1950-2 C.B., 3; Estate of Bella Homme1, 7 T.C. 992 
C19471 (A) 1950-2 C.B., 3; Rev. Rul, 239, C B . 1953-2, 
53. 
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P's gain would be $115,000 

His exclusion ratio would be 
$200,000/($35,270 x 9.6) 59.06% 

Taxable ordinary income under 
the annuity rule would be $ 14,461 

Excluded by annuity rule from 
each annual payment would be 
$35,270 X .5906 20,809 

The $20,809 annual exclusion amount would be fully 

tax free for the first four years because the total amount 

received would not have equalled the $85,000 basis in the 

property. The amount then taxable as capital gain in the 

fifth year would be $19,045, the amount by which the cumu

lative exempt payments for the five years exceed the $85,000 

cost. After the fifth year, $20,809 payment would be tax

able as capital crain until the total of Davments taxed as 

capital gain was equal to the $115,000 gain P realized on 

the exchange. 

Gift Tax Considerations 

Where the value of the property transferred is greater 

than the value of the annuity, there is a gift for gift tax 

purposes with respect to the excess. The Treasury now takes 

the position that there is a realized gain between the dif

ference in the fair market value of the property transferred 

and the present value of the annuity received, provided the 

26 
transaction is not an ordinary business transaction. Under 

26 
Rev, Rul,, 69-74, I.R.B., 1969-8. 
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the Internal Revenue Code of 1954, if the annuity was 

purchased pursuant to a bona fide sale at which the pur

chase price was arrived at by arm's length bargaining, no 

donative intent would be present. The Regulations describe 

a business transaction as one arrived at by arm's length 

27 bargaining with no donative intent present. It is very 

unlikely, however, that such will be the case where family 

annuities are involved. 

Where the present value of the annuity is greater 

than the basis in the transferred property, there will be a 

capital gain if the property transferred is a capital asset, 

Each payment is considered to be made up of gain, annuity 

income, and recovery of the cost basis, with the gain re

ported over the life expectancy of the annuitant. The 

Treasury, in this new approach considers the gain to be 

realized immediately and amortized over the annuitant's 

life expectancy. 

A modification of the previous example will illus

trate these changes. Assume that P transfers property to 

his son for an agreement by the son to pay him a $20,000 

per ifear annuity payment. P is 75 years-old, his basis 

is $25,000, and the fair market value of the property is 

$200,000: 

^^Treas. Regs. 25.2512-8. 

^^Rev. Rul, 69074, I.R.B., 1969-8. 
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The present worth of the annuity 
would be $20,000 annual payment 
^ 5.699 $113,980 

P's gain would be $113,980 
less $25,000 basis 88,980 

P's gift to his son would 
be $200,000 less $113,980 . . . . 86,020 

P's expected return on the 
investment would be $20,000 
X 9.6 (life expectancy) 192,000 

30 
His exclusion ratio would be 

$25,000/$192,000 13.02% 
P's annual total capital gain 

would be $88,980/9.6 $ 9,269 

Amount excluded from annual pay
ment $20,000 X .1302 2,604 

Taxable ordinary income 
$20,000 less $9,269 less 
$2,604 8,127 

After P recovered his capital gain, the taxable 

ordinary income would then be $17,396. The amount excluded 

would still be $2,604. 

Estate Tax Considerations 

In a situation where the property transferred is not 

in excess of the value of the annuity received therefor, 

the value of the transferred property would not be includ

ible in the gross estate of the transferor. In United States 

31 
National Bank of Portland v. Earle, the Court held that 

29 
F.R. Doc. 70-8405, Federal Register, July 3, 1970. 

(Table A-11. 
30 
The lower exclusion ratio produces a higher rate 

of taxable income. 
•̂"•54-1 U.S.T.C. sec. 10937 (D. Oreg. 1953). 
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property transferred by the decedent to her daughter in 

1937, in return for a promise by the daughter to pay the 

decedent an annuity of $5,000 for life, was not includible 

in the gross estate of the decedent upon her death in 1949. 

The Court reasoned that the 1937 transfer constituted a 

bona fide sale for an adequate consideration in money or 

money's worth. The Court decided that the transfer was not 

deemed to be one whereby the decedent retained the right 

to income for life, or to have been made in contemplation 

of death, or to have been intended to take effect at or 

after the decedent's death. It was also determined that 

there was no reversionary interest retained by the decedent. 

32 

In the Estate of Maria Becklenberg, the decedent 

along with other members of her family contributed to a 

trust, in which the decedent's contributions amounted to 

26.78 percent of the corpus as a whole. In this case the 

decedent was entitled to $10,000 per year out of trust in

come. It was clearly pointed out that the decedent's 26.78 

percent of the trust property earned more than $10,000. 

The Court held that the value of the portion of the trust 

property required to produce $10,000 in income was includible 

in the decedent's gross estate. The case was reversed 
3 3 by the Court of Appeals for the Seventh Circuit on the 

^^31 T.C. 402 (1958). 

33 
Estate of Maria Becklenberg v. Commissioner, 

273 F.2d 297 (7th Cir. 1959). 
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basis that the $10,000 per year which the decedent was 

entitled to receive was payble whether there was income to 

pay it or not, and because the decedent received the pay

ments, "there was nothing left to be included in her gross 

estate." 

When the value of the property transferred is greater 

than the value of the annuity received, the Commissioner will 

contend that a gift has been made, and such a gift may be 

considered one made in contemplation of death if the trans

feror dies within three years of the date of transfer. 

In this case the property would be included in the dece

dent's gross estate under section 2035. 

Joint and Survivor Annuity 

A joint tenancy transfer is sometimes used to avoid 

the tax consequences under section 2036, although such 

transfers may encounter difficulties under section 2040. 

In a situation where the transferor purchases a 

joint and survivor annuity, it should be noted that the 

survivor does not acquire a new basis with respect to the 

annuity. This is true even though the value of the sur

vivor's annuity is included in the deceased annuitant's 
^ A 

gross estate. The survivor is entitled, however, to a 

deduction for that part of the estate tax attributable to 

-̂ "̂ Sec. 1014(b) (9) (A) . 
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the value of the survivor's annuity included in the de

ceased annuitant's gross estate.^^ 

When family property is transferred for the purchase 

of a joint and survivor annuity, the transferor of such 

property will be considered to have made a gift to the other 

annuitant. Where the other annuitant is the transferor's 

spouse, no gift tax marital deduction is available with re

spect to the gift since the donee-spouse's interest is con

sidered terminable, and on its termination, the donor-spouse 

may enjoy the interest transferred. Therefore, a terminable 

interest is disqualified as far as the gift tax marital de

duction is concerned. 

That part of the value of the survivor's annuity 

corresponding to the proportionate part of the purchase price 

of the joint and survivor annuity which is contributed by the 

deceased annuitant is included in tlie decedent's gross 

estate. Where the spouse is the surviving annuitant of the 

deceased annuitant, the value of the survivor's annuity, to 

the extent that it is included in the deceased annuitant's 

gross estate, is subject to the estate tax marital deduction. 

Although the surviving annuitant's interest is terminable, 

nothing passes to another person on such termination, there

fore this terminable interest is not considered to be dis-

37 qualified. 

-̂ Ŝec. 691(c) and (d) . 

^^Sec. 2523(b); Treas. Regs. 25.2523 (b)-1 (c) (2). 

^^Sec. 2039; Sec. 2056(b)(1) and (2). 
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Retained Life Estate Transfers 

It may be possible to avoid the estate tax under 

section 2036 by transferring property with a retained life 

estate, and then making an inter vivos transfer of the re

tained estate. This type of transfer may be contested by 

the Commissioner on the grounds that a transfer of the re

tained life estate for its then value is an "anticipatory 

realization of income from the life estate. ""̂ ^ 

Annuity Tables 

On July 3, 1970, the Treasury proposed a new set 

of tables based on a 6 percent interest rate to be effec

tive for Federal estate and gift tax purposes for estates 

of persons dying more than 30 days after these tables are 

published as final regulations. Since 1952, the Treasury 

Regulations 20.2031-7 and 25.2512-5 have been used in 

valuing of life estates, remainders, and annuities. These 

tables are based on a 3 1/2 percent interest rate com

pounded annually. The mortality factors used in these tables 

were derived from the U. S. Life Tables and Actuarial Tables 

which were based on information from the 1939-1941 census. 

Prior to 1952, the Treasury tables in effect were based on 

a 4 percent interest rate. The new proposed tables are 

based on data supplied by the 1959-1961 census, and give 

p. 356 

38 
Ervin, "Transfers With Retained Economic Interest," 
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recognition to the fact that women live longer than 

39 
men. 

Effects of the New Rates 

The combination of the facts that the new tables 

include built in factors of longer life expectancy and the 

use of the higher interest rate will make some dramatic 

changes in the computed value of life estates and remainders 

40 
This may best be illustrated by the following tables: 

TABLE 1 

REPRESENTATIVE VALUES OF LIFE ESTATES 
AND REMAINDERS 

Life Estates 

Woman, age 25 
Woman, age 50 
Woman, age 7 5 
Man, age 25 
Man, age 50 
Man, age 75 

Remainders 

Woman, age 25 
Woman, age 50 
Woman, age 75 
Man, age 25 
Man, age 50 
Man, age 7 5 

Old 
3 1/2% 

$75,582 
51,970 
21,752 
75,582 
51,970 
21,572 

$24,418 
48,030 
78,248 
24,418 
48,030 
78,248 

New 
6% 

$92,375 
75,476 
38,833 
89,445 
67,997 
34,194 

$ 4,625 
24,524 
61,167 
10,555 
32,003 
65,806 

Percent 
Change 
Increase 

22.2% 
45.2% 
78.5% 
18.3% 
30.8% 
57.2% 

Decrease 

68.8% 
48.9% 
21.8% 
56.8% 
33.4% 
15.9% 

F.R. Doc. 70-8405, Federal Register, July 3, 1970; 
John A. Clark, "New Proposed Valuation Tables Will Cause 
Major Revisions in Estate Planning," The Journal of Taxation, 
XXX (September, 1970), p. 130. 

40 Ibid., pp. 130-33. 
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TABLE 2 

DIFFERENCE IN ANNUITY VALUES 

Annuitant 

Woman, age 25 
Woman, age 50 
Woman, age 75 
Man, age 25 
Man, age 50 
Man, age 7 5 

*Increase 

Old 
3 1/2 

$21,595 
14,849 
6,215 

21,595 
14,849 
6,215 

New 
6% 

$15,396 
12,579 
6,472 

14,908 
11,333 
5,699 

Percent 
Change 
Decrease 

28 
15 
4 
31 
23 
8 

7% 
3% 
1%* 
0% 
7% 
3% 

TABLE 3 

VALUE OF INCOME INTERESTS AND ANNUITIES 
MEASURED BY YEARS 

Income Interests* 

5 years 
10 years 
20 years 
30 years 

Annuities** 

5 years 
10 years 
20 years 
30 years 

Old 
3 1/2% 

$15,803 
29,108 
49,743 
64,372 

$ 4,515 
8,317 

14,212 
18,392 

New 
6% 

$25,274 
44,161 
68,820 
82,589 

$ 4,212 
7,360 

11,470 
13,765 

Percent 
Change 
Increase 

59.9% 
51.7% 
38.4% 
28.3% 

Decrease 

6.7% 
11.5% 
19.3% 
25.2% 

*Fund of $100,000. 
**$1,000 per year 



181 

Table 1 illustrates the 6 percent interest rate 

combined with the use of more modern mortality tables, with 

longer life expectancy, which results in increasing the 

value of life estates because of the longer period during 

which they will be enjoyed. The value of remaind-r in

terest will be postponed for a corresponding period of time. 

Moreover, the 6 percent interest rate further incre-ises 

the value of life estates because the fund is assumed to be 

producing the greater amount of income for the li^e tenant. 

In the case of an annuity, measured by the life of 

the annuitant, the larger interest rate and the longer life 

expectancy do not work in conjunction with each other. They 

tend to offset each other. While Table 1 shows somo- rep

resentative values of life estates and remainders in a fund 

of $100,000 computed under present and proposed rates. 

Table 2 shows values of several annuities, each of $1,000 

per year, under both rates. 

Table 3 shows income interest and annuities measured 

solely by a term of years and without reference to any life 

are affected solely by the change in the assumed interest 

rate. The values of income interests for terms of years 

under the new tables are consistently higher and the values 

of annuities for terms of years are consistently lov/er than 

the values under the old tables. 

The new law does not answer the question as to whether 

or not the mortality tables should be used in a specific 
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instance. The courts have held that the use of actuarial 

tables are unjustified where the facts of a specific sit

uation would justify some other basis. In Estate of John 

Halliday Denbigh v. Commissioner, the decedent died testate 

in 1943. Three annuity contracts purchased by the decedent 

called for payment of $116.66 per month to Helen D. Denbigh 

during her life. The Commissioner increased the value of 

the contracts at the date of death to comparable contracts 

from regular sellers of such annuities. Using these 

values, Helen D. Denbigh had a life expectancy of 16 years. 

Eelen died in 194 5, one year, six months and twelve days 

after the decedent. It was known at the date of decedent's 

death that she was suffering from cancer, which was an 

inopera,ble, incurable, and fatal disease. The Tax Court 

held that Commissioner's tables were proper in many cases, 

however, such tables are only evidentiary and they need not 

be controlling. The Court used the shorter period of actual 

life expectancy in arriving at the value of the income in

terest of the beneficiary. 

Valuing the Private Annuity 

The Internal Revenue Service has been overruled in 

two recent cases involving the use of their mortality tables 

under sections 20.2031-7 and 25.2512-5 as the sole basis for 

•̂̂ 7 T.C. 387 (1946); United States v. Provident 
Trust Company, 291 U.S. 272 (1934). 
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valuing a private annuity. In Estate of Edna Beaham Mersereau 

42 

V. United States, the plaintiff's expert witnesses con

vinced the Court that the life expectancy tables used by 

the government were not proper tables for this situation. 

At the date of this transfer in 1950, it was established that 

there was in existence a "1937 Standard Annuity Table," 

commonly used by life insurance companies to determine rates 

for annuity policies. The Court was convinced that ex

perience had proved that persons who purchase annuities, 

especially elderly people, had a much greater life expect

ancy than the average of the entire population of that age. 
43 . Estate of James B. Bunigan v. United States, is 

a case that involved the transfer of closely held stock to 

a trust in exchange for a lifetime private annuity. The jury 

in this case held that the transfer was bona fide, at 

arm's-length and was free from any donative intent. The jury 

also found that the Commissioner's tables as the sole basis 

for valuing the private annuity received by the donor was 

"arbitrary, unreasonable and erroneous," and that the value 

of the annuity contracts issued by the trust was substan

tially equal in value to the securities transferred. In the 

Court's charge to the jury, it was pointed out that the plain

tiff had contended that a 3 percent interest rate should be 

^^U.S. District Court (W.D. Mo. 10-29-69). 

"̂ •̂ U.S. District Court (N.D. Tex. 8-18-69). 
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used in single annuity transfactions, and that the 3 1/2 per

cent tables used by the government were incorrect. 

Although the proposed new regulations presented in 

F.R. Doc. 70-8405, published in the Federal Register on 

July 3, 1970, may take a more realistic approach to the 

current interest conditions, and may correct some of the 

past deficiencies in this area, it V7ill be interesting to 

44 
see just what stand the courts will take on these changes. 

There are many other tax ramification of annui
ties not discussed in this paper. Topics not discussed in
clude depreciable property, depreciation and investment 
credit, when to use the private annuity, advantages and dis
advantages, insurance-annuity combinations, charitable 
organizations, etc., which are considered not to be 
pertinent to this paper. 



CHAPTER VIII 

CONCLUSIONS 

Historically, the taxation of inter vivos transfers 

has produced the bulk of both statutory and case law in 

the taxation of estates. As testators and their advisors 

have devised new schemes to avoid taxation of transferred 

property, both Congress and the courts have reacted. As 

a result, any inter vivos transfer, especially one in 

trust in which the grantor has retained any degree of control 

as trustee or otherwise, must be analyzed critically in 

minute detail. Each such trust must be carefully analyzed 

as to its powers of disposition; discretionary, adminis

trative, investment, and any other such powers. Only in 

this manner can it be determined whether or not the trans

fer is properly includible or excludable. 

Oftentimes the executor or settlor of an estate 

will learn that what he thought was a "fool-proof" provi

sion for tax-avoidance of a trust is not at all such. 

Some other provision, for example, the decedent having named 

himself as a trustee, may cause inclusion of the trust in 

the decedent's gross estate. Such inter-locking but defeat

ing details are the normal lot of the professional who deals 

with estate tax matters. 

185 
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Among the principal sources of trouble are three 

short provisions of the Internal Revenue Code of 1954, which 

provide the basic rules for the taxation of inter vivos 

transfers. These transfers are divided into three main 

classifications: 

1. Transfers with retained life estate (section 

20361. 

2. Transfers taking effect at death (section 2037). 

3. Revocable transfers (section 2038). 

The distinctions between these sections is nebulous. 

Accordingly, a particular transfer may overlap into more 

than one of the classifications. 

The primary aim of the estate tax is to prevent the 

accurivulation of huge family fortunes, or aL least to make 

such accumulations more difficult. From this point of view, 

the tax is in essence a device for social control. It is 

admittedly much easier to criticize and condemn the tax law 

than it is to correct it. Any revaluation of the congressional 

position regarding the estate tax provisions of the Internal 

Reveinue Code involves numerous factors and should not be 

limited to one or two sections alone. From the standpoint 

of percentage of revenue produced by the estate tax, it 

could be eliminated. There is little evidence that Congress 

will take such action. From the existing literature, it 

appears that any changes in the estate tax will probably be 
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aimed at correcting existing loopholes."'" 

One writer long ago provided a challenge to under

take a major revision of the Federal estate and gift tax 

provisions in the following challenge:^ 

We have been like Englishmen who never clean 
their slates; no language could be thrown away 
if any one thought in optimistic vein that he 
understood its meaning. Amendments consisted 
of addition, duplication and overlapping. No 
one suggested the heroic remedy of fresh lan
guage which would clear away the debris and say 
simply what was plainly dictated by disillu
sioning experience with a statute that had re
peatedly failed to say what the Treasury, at 
least, thought it meant. It was easier to 
repair at damaged points in a makeshift way, 
always hoping for a dim best. Some day we 
shall learn that sound revenue laws are not 
made in such a piecemeal way, and that postponing 
such important problems may be an expensive 
luxury. 

Section 2036 

Section 2036 taxes a transfer which reserves a life 

interest. It does so without expressly providing that the 

retained interest must continue until the death of the trans

feror. Unless it appears that an interest was released in 

contemplation of death, and unless the transferor's interest 

James C. Erwin, Jr., "Loopholes and Ambiguities of 
Section 2036." Michigan Law Review, Vol. 65.508 (January, 
1967), pp. 516-17. 

2 
Randolph E. Paul. Federal Estate and Gift Taxation, 

Vol. 1, §7.01 (1942). A number of proposed changes in the 
estate and gift tax laws are presented in the Committee 
Print, Tax Reform Studies and Proposals U.S. Treasury De
partment, 91st Congress, 1st Session, February 5, 1969. 
It IS not known whether or not these proposals will be 
enacted into law, since many such proposals have been re
jected in the past 20 to 25 years. Even so, these pro
posed changes are considered not to be relevant to this 
study and, therefore, were disregarded. 
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in the transferred property continues until his death, it 

appears to be settled that the provisions of section 2036 

will not cause the property to be taxed in the decedent's 

3 
gross estate. Where the transferor makes an inter vivos 

gift of property in which he retains the income, section 

2036 requires the property to be included in the transferor's 

estate. By dividing his property and giving away an amount 

equal to the actuarial value of the remainder interest while 

he retains an amount equal to the actuarial value of the 

lifetime income, the transferor can accomplish the same 

economic result, and escape the taxing provisions of this 

section. 

There seems to be some uncertainty regarding the 

kind of interest which the transferor must retain to sub

ject the property to this Code section. If he retains 

either the income from, or the possession of the property 

transferred, his retention is sufficient to cause the 

property to be included in his gross estate. He is not 

required to retain both. Neither does retention have to be a 

specific reservation in the instrument of transfer. The 

reservation can be implied from the facts of the situation 

involved. For example, a retention was implied on the basis 

^Estate of Robert J. Cuddihy, 32 T.C. 1171 (1959); 
Rev. Rul., 56-324, 1952-2 C B . 999. 
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of an oral agreement, even though such an agreement was 

not enforceable under local law. 
5 

In Estate of Skinner v. United States, a prearrange-

ment with the trustee was inferred from the receipt: of all 

of the income by the transferor. Since a prearrangement 

will probably be presumed where the property transferred 

is the transferor's principal source of income, the trustee 

should exercise his discretion and pay a portion of the 

income to other beneficiaries. Of course, this should be 

consistent with his duty as fiduciary. Actual receipt of 

income alone is not sufficient to cause inclusion in the 

gross estate. Skinner supra excluded those situations where 

the transferor received only part of the income, in irregu

lar amounts, at irregular intervals, and where tiie trustee = s 

decision to pay income to the transferor did not include 

evidence of a prearrangement. 

Under present law, a person can create a trust for 

his children and, unless the children have a general power 

of appointment, can pass, upon the death of his children, the 

trust corpus to the grantor's grandchildren without addi

tional tax. Thus, the use of life estates or life interests 

can be valuable techniques in estate planning. Since no 

"̂ Estate of McNichol, 29 T.C. 1179 (1958), aff'd 
265 F.2d 667, cert. den. 361 U.S. 829 (1959); Estate of 
Harter v. United States, U.S. (D.C. Okla. 1954). 

^197 F. Supp. 726 (1961), aff'd 316 F.2d 517 (1963) 
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transfer tax is imposed at the time of beneficiary's in

terest in a trust expires (whether that expiration occurs 

during his lifetime or at death) two or more transfers can 

be made at greatly reduced tax costs or at no tax cost. 

Moreover, the life tenant of an estate can be given a range 

of powers which will add a considerable degree of flexi

bility to his retained interest. Creating the additional 

powers, however, must be done with care in order that such 

powers will not be considered to be general powers of ap

pointment of the life tenant. Also, care should be exercised 

when life estates are used to see that remainders are care

fully and clearly spelled out. This is especially true 

where undisposed remainders pass from the life tenant by 

intestacy under local law. 

By way of illustration, assume that P (the parent) 

transfers property to a son S for S's life with the property 

then going to S's child (C) for his life and finally the 

remainder going to D. In this case there will be no estate 

tax paid upon the death of S or C. Provided that P should 

make the transfer during his lifetime, he would incur a gift 

tax, but his estate could thus escape the estate tax liabil-

ity. 

Whether a remainder interest in property is included 

in the decedent's gross estate usually depends on whether 

^Millard v. Maloney, 121 F,2d 257 (1941); Rev. Rul., 
55-438, C B . 1955-2, 601. 
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the remainder interest is vested or contingent. The estate 

planning technique of making a remainder interest contin

gent on survivorship can be a tax saving device. This can 

generally be accomplished without restricting the flexibil

ity of the estate plan. For example, assume that H (the 

husband1 creates a trust with the income payable to W (his 

wife) for W's life with the remainder going to a son S. 

Assuming that the remainder is vested under local law, it 

will be included in S's estate even though he never receives 

the property, should S fail to survive W. At the death of 

W Cthe life tenant) the remainder passes to S's beneficiaries. 

Ey making S's remainder contingent on surviving W and naming 

S's children as beneficiaries, S's estate would not be sub-

jected to the estate tax. 

There appears to be a growing danger that the Treasury 

may include trust property in the gross estate where the 

grantor has retained broad managerial or investment powers. 

Unless the transferor is willing to accept the high probabil

ity of extended tax litigation, he should retain only those 

managerial or investment powers governed by an acceptable 

standard. He could, alternatively, give up the privilege of 

appointing himself trustee. In drafting a trust instrument, 

consideration should be given to whether it is either desirable 

7 
Rev. Rul. , 55-438, C B . 1955-2, 601; Estate of John G. 

Frazer, 162 F.2d 167 (1947); Estate of Charlotte D. M. 
Cardeza, 173 F,2d 19 (1949); Estate of McCormick v. McGinnis, 
324 F.2d 458 (1963), aff'g 208 F. Supp. 228 (1962). ~ 
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or necessary to retain broad management pov;ers. If the 

decision is made to retain such powers, great care should 

be used in defining them and limiting their exercise. A 

use of acceptable standards may later prevent the cost of 

petitioning the court to make necessary changes in the trust 

instrument. 

Section 2036(a)(2) can constitute an insurmountable 

"stumbling block" to the grantor who nares himself as trus

tee. This section requires the value of property transferred 

in trust to be included in the gross estate where the grantor 

reserves for life "the right . . . to designate the persons 

who shall possess or enjoy the property or the income 

therefrom." If the grantor finds that his trust property 

vrill be ô nclucieu xn uxs 9xOat> e&ua.ut= cx^ iî .̂  v̂ ĉ ciuii, xx̂^ xiic*jr 

resign as trustee to escape the estate tax. Where the trust 

instrument contains no provision for the trustee's resigna

tion, the grantor should apply to a state court for per

mission to resign, or he could obtain the consent of all 
g 

persons beneficially interested in the trust. 

Section 20 37 

That decedent who makes a gift during his lifetime 

but attaches conditions and qualifications which defer the 

recipient's enjoyment of the property transferred, has re

tained a reversionary interest. This reversionary interest 

^Estate of Robert R. Ware, 55 T.C. No. 10 (Oct, 19, 
19701. 
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may be any power, either vested or contingent, under 

which the decedent may regain possession, or which returns 

the property to his estate, or subject to his power of dis

position. In valuation of the reversionary interest, the 

usual methods include the use of mortality tables and ac

tuarial techniques. The Court of Appeals (Seventh Circuit) 

in Hall, Co-Exr., V. United States,^ held that in situations 
^ •••II. I l - ^ M , . _ , , „ I I, „,^ ^ ^ ^ ^ ^̂  . , » Ill, 

where actual life expectancies can be shown, these should be 

used rather than the Treasury's valuation tables. How

ever, the Treasury contends that in determining v/hether or 

not the reversion exceeds the stipulated 5 percent, the 

actuarial tables must be used notwithstanding the fact of 

decedent's death or the facts surrounding his death. 

The estate bears the burden for proving that the value 

of the reversion does not exceed 5 percent. Thus, it would 

seem that actual life expectancies should be used rather than 

the Treasury tables if such use would result in the reversion

ary interest being excluded from the gross estate. The con

flict between the Seventh Circuit and the Treasury leads 

to such a conclusion. However, the settlor of the estate 

should be prepared to defend such action, since he can ex

pect the Treasury to contest the exclusion. 

•'•̂ Rev. Ru^., 66-307, C B . 1966-2, 429. 

Estate of Thatcher, 20 T.C 474 (1953), acq, 
1954-1 C B , 7, " 
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Section 2038 

If the enjoyment of property transferred by the 

decedent is subject to change through the exercise of a 

power to "revoke, alter, amend or terminate" the transfer 

at the date of his death, the property transferred is in

cluded in the decedent's gross estate. It is possible to 

avoid section 2038. For example, where a power which might 

otherwise be considered a power to designate possession or 

enjoyment or a power to "alter, amend, revoke or terminate" 

is governed by an external standard which will provide the 

beneficiaries a right enforceable in a court of equity, the 

property subject to such power is not taxable. 

The power given a trustee under a given trust in

strument will vary according to the laws of the state under 

which it was written. Although the doctrine of external 

standards is a concept of Federal law, the courts have in 

many cases considered the effect of state law. At the Federal 

level, the actual problem faced is in deciding whether or 

not the grantor has kept a sufficient degree of control 

over the economic rights of the beneficiaries to cause the 

property to be included in the gross estate. It is not 

simply a problem of determining how much power the grantor 

has retained. 

From the standpoint of section 2038, it is considered 

good planning in preparing the trust instrument to give the 

trustee fairly wide management powers so that he will have 



195 

some freedom in managing the trust and prevent costly 

and time-consuming court approval. As previously pointed 

out, too many of these broad powers, if the grantor is a 

trustee, may defeat the grantor's purpose to decrease the 

estate tax. 

Custodian accountfj, where the donor appointed him

self as custodian, have been included in the estate because 

of the discretionary power of the custodian to distribute 

or withhold income or to accelerate che distribution of 

corpus for the minor's benefit. The retained right to use 

the income to discharge the decedent's obligations to sup

port his minor children has caused such inclusion. In

clusion was also upheld under the retained life estate rule. 

12 In Estate of Varian, in order to qnalify the gifts as 

eligible for the gift tax exclusion under section 2503(c), 

the trust provided that the trustees were to have the power 

to pay the income or principal or any part thereof to the 

beneficiary at any time prior to the child's attaining age 

21. The very provisions included in the trust instrument to 

make it eligible for the gift tax exclusion made the trust 

property includible in the donor's estate should he die be

fore the beneficiary reaches age 21 (if the donor is the 

trustee!. Thus, it becomes important both in the case of 

trusts and custodian arrangements that the donor not be a 

•'•̂47 T.C. No. 4 (10-17-66). 
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trustee. The key is to appoint someone as custodian who 

is not under a legal duty to support the minor, such as 

the donor's wife. 

The State Street Doctrine''--̂  

In a situation where the executor or settlor is 

faced with an estate problem that appears to fall within 

the scope of the State Street Trust Company case, great 

legal care must be taken. Because of the impact of a number 

of later cases, the executor should be prepared to carry 

a case of this type as far through administrative appeal 

channels of the Internal Revenue Service as is necessary 

to secure a determination of nonincludibility—even to the 

point of filing a petition with the Tax Court. 

Although in Old Colony Trust Company, Exec, v. 

United States, the Court in effect overruled certain 

provisions of the State Street Trust Company case in regard 

to broad administrative powers, the Court still issued a 

warning: 

With the present settlor-trustee free to de
termine the standard himself, a finding of owner
ship control was warranted. To put it another way, 
the cost of holding on to the strings may prove to 
be a rope burn. State Street Bank and Trust Company 
V. United States, supra. 

13 
State Street Trust Co. v. United States, 263 F.2d 

635 (1st Cir. 1959). 
•'•'̂423 F.2d 601 (1st Cir. 1970), aff'g 300 F. Supp. 

1032 (D. Mass. 1969) . 
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Powers of Appointment 

From the standpoint of allowing a person to make 

a flexible disposition of his property, the power of ap

pointment is the most efficient device yet created. It 

permits the donor to look into the future through the eyes 

of the donee. It is a complex concept with which even the 

most experienced legal practitioners have difficulty. When 

used properly, it can help a donor achieve considerable 

estate tax savings and, at the same time, ensure that his 

wishes will be carried out. A decision made today may seem 

perfect while in only a few years it may seem ridiculous. 

Even though the power of appointment appears to be a simple 

device, it can produce untold difficulties if used indis-

. . . T 15 criminar.ely. 

Powers of appointment are sometimes overlooked as 

an efficient estate planning technique. Decisions must be 

made not only as to whether powers should be created to 

solve a planning problem but also whether powers possessed 

by the donor whose estate is being planned should be exercised 

There is a tendency for the person possessing such power to 

consider the property subject to the power as though the 

property belonged to someone else rather than as an asset 

which may be included in his own estate. 

^Phillip E. Allen, "How to Achieve the Greatest 
Benefits from Powers of Appointment in Estate Planning," 
The Journal of Taxation, XXVI (May, 1967), p. 306. 
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Regardless of the form a power of appointment may 

take, the person who has the power is not the beneficial 

owner of the interest subject to the power. He is only vested 

with authority to select the beneficial owner. In using 

powers of appointment, the property will normally be consid

ered as belonging to the person possessing the power, even 

though the person to whom the power is given is generally 

not expected to actually take possession of the property. 

In many cases, it may not be immediately obvious 

that a person has a power of appointment. For example, if 

the provisions of a trust instrument give the trustee a 

power to appoint the principal of the trust for the benefit 

of certain beneficiaries, and someone else has an unrestricted 

pov7er to remove the trustee and appointment himself to that 

position, the power of appointment belongs to the one holding 

the removal power. Therefore, it is of utmost importance 

to know whether or not a power will be held to be one belong

ing to the holder of such power or one that can be excluded 

from the holder's gross estate. 

Very often an estate planning problem can be solved 

by the creation of a power of appointment. For example, 

assume that a husband establishes an inter vivos trust for 

the benefit of his wife, and under the trust instrument, 

the wife has a general power of appointment with respect to 

the corpus of the trust. Even though the wife will be 

considered as the owner of the trust property for estate and 
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gift tax purposes, the tax picture will be more favorable 

because such trust may qualify for the estate and gift tax 

marital deduction. 

The estate planner should spell out with considerable 

care the donor's intention regarding the complete or partial 

release of a power by the donee. This is very important 

from the standpoint that future changes in the tax laws may 

make a release of a power very desirable. In partially re

leasing a general power of appointment, care should be taken 

to use language of release rather than language that would 

appear to exercise the power. 

The power of appointment must be carefully super

vised to insure that the property is kept out of the estate. 

In applying powers, the planner must analyze the various 

factors involved, evaluate the possible risks in light of the 

analysis, and then balance the possible risk of inclusion 

against the benefit accruing to the transferor through the 

use of such powers of appointment. 

Private Annuity 

The law for private annuities is undergoing some 

rather radical changes at the present time. It is difficult 

to determine just what effect these changes will have on the 

private annuity as an estate planning technique. 

The recent proposed changes under Rev. Rul. 6 9-7 4 

leave several unanswered questions regarding the tax 
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consequences of a private annuity in an intra-family 

16 
exchange. For example, if the present value of the 

annuity is greater than the value of the basis of the prop

erty transferred, the annuitant has a gain (a capital gain 

if the transferred property is a capital asset). The ex

cess of the fair market value of the property over the 

present value of the annuity is a taxable gift to the donor. 

On the other hand, if the fair market value of the property 

transferred is less than the present value of the annuity, 

nothing is indicated as to whether a loss may be recognized 

by the donor. By way of illustration, assume that a father 

transfers stock, which has a fair market value of $60,000, 

to his son in exchange for an annuity which has a present 

value of $50,000. The father has made a gift to the son of 

$10,000. However, if the present value of the annuity was 

$70,000, does the father recognize a loss of $10,000? In 

this situation does the son make a gift to the father? 

Also in the past, the courts have held that an unsecured 

promise to pay an annuity had no ascertainable value and 

thus, no capital gain was reported at the time of transfer. 

It appears that a loss on the sale of an annuity 

contract will be recognized in the same manner as a loss on 

the surrender of such a contract. However, because an an

nuity contract is a capital asset, any loss on such a sale 

16 Rev. Rul, 69-74, I.R.B., 1969-8. 
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will probably be treated as a capital loss rather than an 
17 ordinary loss. 

In computing the cost of a private annuity, the 

annuitant should consider whether it is desirable to claim 

a gift as part of such annuity depending on the relative 

tax effect resulting from different costs. A high cost 

will mean a smaller (or no) taxable amount for the annuity, 

v/hile on the other hand, a high cost may mean a higher 

gain on the transfer. 

At the present time, the holder of a life estate 

has the opportunity to realize the income from his or her 

interest and at the same time make a reduction in the tax 

that would be payable on such income. The holder may do 

this by selling the life estate for either a lump sum 

or an annuity; the life tenant receives an amount which 

would represent a return on his or her basis in the prop

erty and thus would be tax free. Any amount received over 

18 this will probably be capital gain. 

Effect of State Street 

The State Street case has been the subject of a 

great deal of concern and criticism among those persons 

17 
First National Bank of Kansas City v. Commissioner, 

309 F.2d 587 (1962). 
18 
Paul L. Lieberman, "Disposition of a Life Estate 

Provides Unique Benefits to Seller and Buyer," The Journal 
of Taxation, XXXII (January, 1970), p. 33. 



•^ ^ .^ 202 

charged with the responsibility for dealing with estate 

tax matters. The concern has been caused by the fear that 

the broad language of the opinion in this case might be 

adopted by other Circuit Courts of Appeal to bring within 

the taxing power of the Federal government trusts containing 

administrative provisions which have been considered little 

more than "boiler-plate" in the minds of the draftsmen. The 

criticism has been leveled principally at the proposition 

that powers in the grantor as trustee which must be employed 

ijTipartially, under the lav/s of most states, for the benefit 

of all those interested in the estate, do not constitute a 

license to the grantor-trustee to alter the beneficial in

terests . 

The decision in the State Street case illustrates 

one of the many problems encountered by the estate planner 

in the attempt to reduce the taxable estate of the decedent-

taxpayer. Generally it is considered good planning to pro

vide the trustee with fairly broad management powers to 

facilitate a trust program to meet every changing economic 

and family conditions. However, too many liberal investment 

and administrative powers by a grantor-trustee may result 

in unfavorable tax consequences under the provision of 

section 2036(a)(2) and 2038 of the Internal Revenue Code 

of 1954. 

In the State Street case there was no single ex

press reservation of powers that would cause the property 
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to be included in the decedent's gross estate. The Court 

reasoned that broad investment and management powers of the 

trustee would permit them to substantially shift the eco

nomic benefits between the life tenants and remaindermen. 

In order to prevent the inclusion of trust property 

in the grantor's gross estate, it would be best that the 

grantor not serve as trustee. However, the grantor may still 

retain some control over the trust property by limiting in

vestment and management powers by acceptable external stand

ards. Even if this is not done and the pov/ers enumerated 

are as broad as those in the State Street case, this does not 

mean that the end results would be the same. The impact 

of the State Street case has been mitigated to a great extent 

19 
by dec i s ion of the Tax Court in Es ta t e of P i e r r e Jay Vvurtz, 

20 
Estate of Willard V.. King, and the Court of Appeals (First 
Circuit) in Old Colony Trust Company, Exec.,' v. United 

21 

States. In these cases, the Court reasoned that the state 

court would sufficiently restrict the trustee's discretion 

regardless of any broad powers enumerated in the trust in

strument. 

However, the executor, trustee, or settlor should 

carefully compare the powers in the trust for which he is 

•'•̂19 T.C.M. 544 (1960) . 

^^37 T.C. 973 (1962). 

•̂̂ 423 F.2d 601 (1st Cir. 1970), aff'g 300 F. Supp. 
1032 CD. Mass. 1969). 
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responsible with those enumerated in State Street and note 

carefully any difference in the powers involved and any 

possible restrictions upon their exercise. This is neces-

Sciry even though the Court of Appeals (First Circuit) in 

effect overruled certain provisions of the State Street 

case, the Court issued a warning in that "the cost of hold-

22 
ing on to the strings may prove to be a rope burn." 

^^Ibid. 
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