3 T.C.571 (1944)

For transfers made before June 22, 1936, a decedent’s power to terminate a trust,
accelerating the beneficiaries’ enjoyment of the corpus without altering their
respective shares, does not require the trust’s inclusion in the decedent’s gross
estate under Section 811(d)(2) of the Internal Revenue Code.

Summary

The Tax Court held that the value of property transferred into a trust by the
decedent, Harry Holmes, before June 22, 1936, was not includible in his gross
estate. Holmes created a trust for his sons, retaining the power to terminate it. The
Commissioner argued this power triggered estate tax liability. The court
distinguished this case from others where the power to terminate could alter the
beneficiaries’ interests, finding that Holmes’ power only accelerated enjoyment of
already-vested interests. Therefore, the court decided in favor of the estate.

Facts

Harry Holmes executed a trust instrument on January 20, 1935, naming himself as
trustee. He transferred shares of stock in the Quintana Petroleum Co. into the trust
for the benefit of his three sons. The trust provided for the distribution of net income
to the sons, with the trustee having discretion to withhold income and accumulate it
for their benefit. Upon termination of the trust (15 years from its creation or 21
years after the death of the last surviving son), the remaining trust estate was to be
distributed to the beneficiaries. The trust instrument gave Holmes, as grantor, the
power to terminate the trust, distributing the principal to the beneficiaries. Holmes
died on October 5, 1940, without terminating the trust.

Procedural History

The executrix of Harry Holmes’ estate filed a timely estate tax return. The
Commissioner of Internal Revenue determined a deficiency, including the value of
the trust property in the gross estate, arguing it was a revocable transfer under
Section 811(d) of the Internal Revenue Code. The executrix contested this
adjustment before the Tax Court.

Issue(s)

Whether the value of property transferred by the decedent into a trust before June
22, 1936, is includible in his gross estate under Section 811(d)(2) of the Internal
Revenue Code, where the decedent retained the power to terminate the trust,
thereby accelerating the beneficiaries’ enjoyment of the trust corpus, but without
the power to alter the beneficiaries’ respective interests.

Holding
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No, because the decedent’s power to terminate the trust did not allow him to alter
the beneficiaries’ respective interests in the trust corpus, but only to accelerate the
time of their enjoyment. The remainder interests were irrevocably vested by the
trust indenture.

Court’s Reasoning

The court distinguished the case from Mellon v. Driscoll, where the power to revoke
would have changed the beneficiaries’ interests from life estates to absolute
ownership. Here, the beneficiaries already had vested remainder interests; the
power to terminate merely accelerated the timing of their enjoyment. The court
emphasized that Section 811(d)(2) applies to transfers made on or before June 22,
1936. For such transfers, the crucial factor is whether the settlor retained the power
to revest the trust corpus in themselves or their estate or to change or alter the
disposition of the trust corpus. Because Holmes only retained the power to
accelerate enjoyment, and not to alter the beneficiaries’ shares, the trust was not
includible in his estate. The court also noted the close relationship between gift and
estate taxes, arguing that the original transfer into the trust was a completed gift at
the time of execution, suggesting that the subsequent retention of a limited power
shouldn’t trigger estate tax. The court stated, “A gift shall not be considered
incomplete, however, merely because the donor reserves the power to change the
manner or time of enjoyment thereof.”

Practical Implications

This case clarifies the scope of Section 811(d)(2) concerning revocable transfers for
estates of individuals who established trusts before June 22, 1936. It establishes that
a retained power to terminate a trust, by itself, does not necessarily trigger
inclusion of the trust assets in the grantor’s estate if that power only accelerates the
beneficiaries’ enjoyment of already-vested interests and does not allow the grantor
to alter the beneficial interests. Attorneys analyzing older trusts must carefully
examine the powers retained by the grantor and the extent to which those powers
could affect the beneficiaries’ interests, not just the timing of their enjoyment. This
case highlights the importance of distinguishing between the power to alter
beneficial interests and the power to merely accelerate the timing of enjoyment
when assessing estate tax implications.
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