6 T.C.7 (1946)

Transfers of property to a trust pursuant to a divorce settlement, lacking donative
intent and made at arm’s length, are not subject to gift tax; furthermore,
distributions from a pre-existing trust according to its original terms are not taxable
gifts.

Summary

The Tax Court addressed whether transfers of property to a trust for the benefit of
the petitioner’s wife pursuant to a divorce settlement, and distributions from a pre-
existing trust, constituted taxable gifts. The petitioner, Matthew Lahti, transferred
property to a trust for his wife as part of a divorce settlement. Additionally, trustees
of a 1934 trust, which was subject to gift tax at the time, transferred funds to a new
trust for the wife’s benefit. The court held that neither transfer was subject to gift
tax. The transfer pursuant to the divorce was an arm’s length transaction, and the
distribution from the 1934 trust was made under the terms of the original trust
agreement, for which gift tax had already been paid.

Facts

Matthew Lahti and his wife, Dorothy, divorced in 1942. In connection with the
divorce, they entered into several agreements including the creation of a trust with
Matthew and Cambridge Trust Co. as trustees. Dorothy was the income beneficiary
for life, with their son, Abbott, as the remainderman. The trust was funded in part by
$7,000 from the sale of their residence. Additionally, in 1934, Matthew and his
brother created a trust, with Matthew as the initial income beneficiary. The 1934
trust allowed the trustees to distribute principal to Dorothy. Gift tax was paid on the
initial transfer to the 1934 trust. In 1942, the trustees of the 1934 trust transferred
$40,000 to the new trust created as part of the divorce settlement.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Matthew Lahti’s
gift tax for 1942, arguing that the transfer to the trust for his wife and the transfer
to a trust for his son were taxable gifts. Lahti contested the deficiency, and the Tax
Court heard the case.

Issue(s)

1. Whether the transfer of $40,000 from the 1934 trust to the 1942 trust for the
benefit of Dorothy Lahti constituted a taxable gift by Matthew Lahti in 1942.

2. Whether the transfer of $7,000 from the proceeds of the sale of the marital
residence to the 1942 trust for the benefit of Dorothy Lahti constituted a taxable gift
by Matthew Lahti in 1942.
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Holding

1. No, because the transfer from the 1934 trust was made pursuant to the terms of
that trust, on which gift taxes had already been paid.

2. No, because the transfer was part of an arm’s-length transaction made in
connection with a divorce and lacked donative intent.

Court’s Reasoning

Regarding the $40,000 transfer from the 1934 trust, the court reasoned that the
transfer was made under the authority granted to the trustees in the 1934 trust
instrument. Since gift taxes were paid on the transfers to the 1934 trust, this
subsequent transfer merely carried out a provision of that trust and did not
constitute a new gift. The court emphasized that Dorothy had also contributed to the
1934 trust. Regarding the $7,000 from the sale of the residence, the court found
that the transfer was part of an arm’s-length transaction between parties with
adverse interests as part of a divorce settlement. The court found no “donative
intent upon the part of the petitioner.” The court relied on Herbert Jones, 1 T.C.
1207, and Edmund C. Converse, 5 T.C. 1014.

Practical Implications

This case illustrates that transfers of property in connection with divorce
settlements are not necessarily subject to gift tax if they are the result of arm’s-
length bargaining and lack donative intent. It also clarifies that distributions from
pre-existing trusts, in accordance with the trust’s original terms, do not trigger
additional gift tax liability if the initial transfer to the trust was already subject to
gift tax. The dissenting opinion notes that the Supreme Court case Commissioner v.
Wemyss, 324 U.S. 303, calls into question the arm’s length bargaining position.
Later cases would distinguish this ruling based on specific factual differences and
the presence or absence of a clear business purpose in the context of divorce
settlements. Practitioners should carefully analyze the specific facts of each case to
determine whether a transfer is truly an arm’s-length transaction or a disguised gift.
The case also highlights the importance of carefully drafting trust instruments to
allow for flexibility in distributions without triggering unintended gift tax
consequences.
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