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3 T.C. 974 (1944)

A transfer to a trust is not a completed gift for gift tax purposes if the grantor, as
trustee, retains broad powers to control the trust property and divert it from the
named beneficiary.

Summary

William Fleming and his wife created a trust, funded with community property, with
Fleming as  trustee and their  daughter  as  the primary beneficiary.  Fleming,  as
trustee, had broad powers to manage the trust and make gifts to various parties,
including relatives and charities. The Tax Court held that the initial transfer to the
trust was not a completed gift because Fleming retained substantial control over the
property. Distributions to the daughter were considered taxable gifts from Fleming
to the extent they came from his share of the community property contributed to the
trust. The court also addressed and rejected arguments based on res judicata and
estoppel.

Facts

William Fleming and his wife, residents of Texas, established a trust on December
30, 1933, naming their daughter, Mary, as the primary beneficiary. The trust was
initially funded with $100,000 in cash from their community funds, followed by
1,200 shares of F.H.E. Oil Co. stock the next year. Fleming served as the trustee,
possessing broad authority to manage and dispose of the trust property. The trust
instrument allowed the trustee to make gifts to charitable, religious, or educational
institutions, as well as to relatives, with the total gifts to relatives capped at 25% of
the trust corpus and accumulated revenues. The trustee had absolute discretion
over the amount and recipient of these gifts. The Flemings filed gift tax returns for
1933 and 1934 reporting the transfers to the trust.

Procedural History

The Commissioner of Internal Revenue determined gift tax deficiencies for the years
1935-1939 against William Fleming, arguing that one-half of the distributions to his
daughter from the trust constituted taxable gifts. The Commissioner also asserted
penalties  for  failure  to  file  gift  tax  returns.  Previously,  the  trust’s  income tax
liabilities for several years had been litigated, with the Board of Tax Appeals and the
Fifth Circuit Court of Appeals ruling on issues related to deductions and expenses.
Fleming had also filed a claim for refund of gift taxes paid in 1934, which was
rejected.

Issue(s)

1. Whether Fleming was liable for gift taxes on one-half of the amounts distributed
annually to his daughter from the trust.
2. Whether Fleming was liable for a penalty for failure to file gift tax returns.
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3. Whether previous adjudications barred the current determination.
4. Whether the Commissioner was estopped from making the determination based
on prior positions regarding the taxation of income from the trust.
5. Whether the purchase of single premium life insurance and annuity contracts on
the life of Fleming’s wife constituted gifts from Fleming.

Holding

1. No, as to the initial transfer to the trust, but yes, as to the distributions; Fleming
was liable for gift taxes on one-half the distributions to his daughter because the
initial transfer to the trust was an incomplete gift due to his retained control.
2. Yes, Fleming was liable for penalties for failure to file gift tax returns because he
did not file returns for the years in question, despite making taxable gifts.
3. No, previous adjudications regarding income tax liabilities did not bar the current
gift tax determination because the issues and causes of action were different.
4. No, the Commissioner was not estopped because there was no misrepresentation
and reliance, and because the Commissioner can adjust tax assessments absent a
closing agreement or final adjudication.
5. No, the purchase of the insurance and annuity contracts did not constitute a gift
to  Fleming’s  wife  because,  under  Texas  community  property  law,  the  policies
became community property.

Court’s Reasoning

The court reasoned that the initial  transfer to the trust was an incomplete gift
because Fleming, as trustee, retained broad powers to control the trust property,
including  the  power  to  make  gifts  to  others.  This  control  meant  that  the
beneficiary’s eventual receipt of the trust corpus and income depended solely on
Fleming’s  will,  making  it  similar  to  a  revocable  transfer.  The  court  relied  on
Sanford’s Estate v. Commissioner, 308 U.S. 39 (1939), and Rasquin v. Humphreys,
308 U.S. 54 (1939), which established that gifts in trust are incomplete and not
subject to gift tax when the donor retains the power to change the beneficiary. The
court rejected the argument that only the portion of the trust that could be diverted
to non-charitable beneficiaries should be considered incomplete, citing the potential
for the beneficiary to be unfairly burdened with gift tax liability on property they
might never receive. The court also found the previous income tax cases did not
involve the same issues as the gift tax case, so res judicata did not apply. The court
rejected estoppel  as a bar,  noting that  the Commissioner’s  prior  acceptance of
income tax returns from the trust and beneficiary did not prevent assessing gift
taxes. On the life insurance issue, the court determined that under Texas community
property law, the policies purchased with community funds remained community
property, so there was no gift to the wife.

Practical Implications

The Fleming case illustrates that merely transferring property to a trust does not
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necessarily avoid gift tax liability. The grantor’s retained control over the trust,
particularly  as  trustee  with  broad  discretionary  powers,  can  render  the  initial
transfer an incomplete gift. In such cases, subsequent distributions from the trust
may be treated as taxable gifts. This case highlights the importance of carefully
structuring trusts to avoid retained control by the grantor, especially in community
property states. It also emphasizes that the tax treatment of trust income does not
necessarily dictate the gift tax consequences of trust distributions. Later cases have
distinguished  Fleming  where  the  grantor’s  control  was  significantly  limited,
demonstrating that  the scope of  the trustee’s  powers is  critical  in  determining
whether a completed gift has occurred.


