Estate of Fahnestock v. Commissioner, 4 T.C. 517 (1945)

A transfer in trust with a remote possibility of reverter to the grantor does not
automatically constitute a transfer intended to take effect in possession or
enjoyment at or after death for estate tax purposes, especially when the grantor
retains no powers to alter the trust and the beneficiaries’ interests are not
contingent on the grantor’s death.

Summary

Harris Fahnestock established five trusts during his lifetime, granting life estates to
beneficiaries with remainders to their issue. A remote possibility existed for the
trust corpus to revert to Fahnestock’s estate if no issue survived. The Commissioner
of Internal Revenue argued that the remainder interests should be included in
Fahnestock’s gross estate under Section 811(c) of the Internal Revenue Code, as
transfers intended to take effect at death. The Tax Court disagreed, holding that the
transfers were completed inter vivos gifts. The court reasoned that Fahnestock’s
death did not enlarge the remaindermen’s interests, and the remote possibility of
reverter, without retained powers or contingencies linked to his death, was
insufficient to trigger estate tax inclusion.

Facts

Decedent, Harris Fahnestock, created five separate trusts in 1926 and 1927. Each
trust provided income to a primary beneficiary for life. Upon the death of the life
beneficiary, the principal was to be distributed to their issue. In default of such
issue, the remainders were to pass to other named individuals (Ruth and Faith
Fahnestock) or their issue. As a final contingency, if none of the named
remaindermen or their issue survived, the trust principal would revert to Fahnestock
or his legal representatives. Fahnestock died in 1939. The Commissioner determined
that the value of the remainder interests in these trusts, after deducting the life
estates, should be included in Fahnestock’s gross estate for estate tax purposes.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency in estate tax against
the Estate of Harris Fahnestock, including the value of remainder interests in five
trusts as transfers intended to take effect at death. The executors of the estate
challenged this determination in the Tax Court.

Issue(s)

1. Whether the transfers in trust made by Harris Fahnestock were “intended to
take effect in possession or enjoyment at or after the decedent’s death” within
the meaning of Section 811(c) of the Internal Revenue Code, thereby requiring
inclusion of the remainder interests in his gross estate for estate tax purposes.
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Holding

1. No. The transfers were not intended to take effect in possession or enjoyment
at or after the decedent’s death because the remaindermen’s interests were
established inter vivos and were not contingent upon Fahnestock’s death. The
remote possibility of reverter did not change this conclusion because
Fahnestock’s death did not enlarge or augment the remaindermen’s estates.

Court’s Reasoning

The court distinguished the case from precedent like Klein v. United States and
Helvering v. Hallock, where the grantor’s death was the “indispensable and
intended event” that vested or enlarged the grantee’s estate. In those cases, the
transfers were considered testamentary substitutes. The court emphasized that in
Fahnestock’s trusts, the gifts to the life tenants and remaindermen were effective
immediately upon the execution of the trust agreements and were not contingent on
surviving the grantor. The court stated, “The gifts inter vivos made in these trust
agreements to tlié life tenants and remainder-men were in no way conditioned upon
their surviving the grantor of the trusts.”

The court highlighted that while Fahnestock’s death extinguished a remote
possibility of reverter, it did not alter the remaindermen’s interests. Quoting from
Klein v. United States, the court reiterated the test: “It is perfectly plain that the
death of the grantor was the indispensable and intended event which brought the
larger estate into being for the grantee and effected its transmission from the dead
to the living, thus satisfying the terms of the taxing act and justifying the tax
imposed.”” The court found this test not met in Fahnestock’s case.

The court also distinguished Fidelity-Philadelphia Trust Co. v. Rothensies, noting
that in that case, the decedent retained a power of appointment, making the
ultimate disposition of the trust property uncertain until her death. In contrast,
Fahnestock retained no such power. The court concluded, “The feature which
distinguishes the instant case from the Fidelity-Philadelphia Trust Co. case is that in
the case at bar the estates created by the trust indentures vested and became
distributable independently of the death of the grantor.”

Practical Implications

Estate of Fahnestock provides important clarification on the application of Section
811(c) concerning transfers intended to take effect at death. It establishes that a
mere possibility of reverter, particularly a remote one, does not automatically
trigger estate tax inclusion if the grantor does not retain significant control over the
trust and the beneficiaries’ interests are not contingent upon the grantor’s death.
This case emphasizes the importance of analyzing the specific terms of trust
agreements to determine whether a grantor’s death is a necessary event for the
vesting or enlargement of beneficiaries’ interests. For estate planning, it suggests
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that grantors can create trusts with remote reversionary interests without
necessarily causing the remainder interests to be included in their taxable estate,
provided they relinquish control and establish present, vested interests in the
beneficiaries. Later cases distinguish Fahnestock by focusing on whether the
grantor retained powers or if the beneficiaries’ interests were indeed contingent on
the grantor’s death, demonstrating the fact-specific nature of this area of estate tax
law.
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