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Estate of Sarah L. Potter v. Commissioner, 6 T.C. 93 (1946)

A charitable gift of real property with a retained right of reverter is considered a
completed gift in the year the property interest is transferred, not as a series of
annual gifts based on rental value.

Summary

The petitioner, Sarah L. Potter, transferred property to the American Red Cross with
a provision for reverter under certain conditions. The Tax Court addressed whether
this transfer constituted a single gift in the year of transfer (1942), or a series of
annual gifts based on the rental value of the property. The court held that Potter
made a completed gift of a property interest in 1942, deductible within the statutory
limitations for that year, and not a series of annual gifts based on rental value.

Facts

Sarah L. Potter executed two deeds on March 30, 1942. The first deed transferred a
property  to  William J.  Dolan.  The second deed from Dolan conveyed the same
property to the American Red Cross. The second deed contained a habendum clause
that the Red Cross would use the property so long as it was used by the Red Cross
as provided. If the Red Cross ceased to use the property it would revert to the
grantor, if living, otherwise to the grantor’s heirs. Potter claimed deductions in 1942
and 1943 representing the rental value of the property arguing that this constituted
a gift to charity. Potter did not pay real estate taxes on the property after March 30,
1942.

Procedural History

The Commissioner of Internal Revenue disallowed the deductions claimed by Potter
for 1942 and 1943. The Commissioner argued that if a gift was made it was made by
Dolan, not Potter. The Commissioner also argued, in the alternative, that Potter’s
deduction should be limited to 15% of her income. The case was brought before the
Tax Court.

Issue(s)

Whether the transfer of property to the Red Cross with a reverter clause1.
constituted a completed gift in 1942, or a series of annual gifts based on rental
value?

Holding

Yes, because Potter made a single, completed gift of a property interest to the1.
Red Cross in 1942, subject to a right of reverter, and not a series of annual
gifts.
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Court’s Reasoning

The court reasoned that the two deeds constituted an integrated transaction. The
Red Cross received a present, immediate, irrevocable interest in the property of
indefinite duration. The court stated that the Red Cross received a freehold in the
nature of a determinable fee. Potter no longer had liability for real estate taxes, and
in fact paid none after March 30, 1942. The court relied on the understanding of real
property interests as expressed in 1 Tiffany, Real Property (3d Ed.), § 220; 1 Fearne,
Remainders (4th Am. Ed.), p. 381, n; First Universalist Society v. Boland, 155 Mass.
171; Lyford v. Laconia, 75 N. H. 220. The court found that Potter made a gratuitous
transfer to the Red Cross on March 30, 1942. She was entitled to a deduction in
1942 up to the 15% limitation under Section 23(o) of the tax code. The court noted
that  it  was unnecessary to  reach the statute of  limitations issue raised by the
petitioner.  The  court  did  not  rule  on  the  alternative  assessment  based  on  the
inclusion of rental value because this point was conditioned on a ruling that Potter
made a charitable contribution of the rental value of the property, which the court
did not find to be the case.

Practical Implications

This  case clarifies  that  when donating property  with  a  retained interest  like  a
reverter, the charitable deduction is taken in the year of the completed transfer of
the property interest, not spread out over time. This is important for tax planning
and understanding when a charitable deduction can be claimed. Subsequent cases
and IRS guidance would need to  be consulted to  understand how this  holding
interacts with later changes to the tax code and regulations related to charitable
contributions. The case is a good illustration of how the tax court views property
transfers with conditions attached. This impacts how such transfers are structured
to maximize tax benefits while achieving philanthropic goals.


