Sarah Helen Harrison, 17 T.C. 1350 (1952)

When a trust agreement mandates the trustee to pay the settlor’s future income
taxes and gift taxes, the present value of these obligations can be excluded from the
gross value of the gifts when determining the net value subject to gift tax.

Summary

Sarah Helen Harrison created trusts requiring the trustee to pay her future income
and gift taxes. The IRS argued that the present value of these future tax payments
should not be deducted from the gross value of the gifts when calculating gift tax
liability. The Tax Court held that because Harrison retained a valuable and
enforceable right to have her income and gift taxes paid by the trust, the present
value of these obligations could be excluded from the gross value of the gifts. The
court emphasized the importance of evaluating the substance of the transaction and
the donor’s intent.

Facts

» Sarah Helen Harrison created trusts with provisions mandating the trustee to
pay her federal and state income taxes for the remainder of her life.

» An oral agreement existed, prior to the execution of the trusts, where the
trustee would be obligated to pay any gift tax liability incurred by the
petitioner in establishing the trusts.

» The trustee was, in fact, contractually obligated to pay Harrison’s gift tax
liability resulting from the creation of the trusts.

Procedural History

e The IRS initially disallowed the exclusion of the present worth of future income
tax payments from the gross value of gifts.

e The IRS amended their answer, claiming they erroneously allowed a deduction
for gift taxes in the deficiency notice.

» The Tax Court reviewed the case.

Issue(s)

1. Whether the present value of the settlor’s right to have future income taxes
paid by the trustee can be deducted from the gross value of gifts in
determining gift tax liability.

2. Whether the gift tax payment made by the trustee, pursuant to a pre-existing
agreement, can be excluded from the gross value of the gift when determining
the net value subject to gift tax.

Holding

1. Yes, because the settlor retained a valuable and enforceable right in the trust
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to have her future income taxes paid.
2. Yes, because the trustee was contractually obligated to pay the gift tax,
representing a retained interest by the donor.

Court’s Reasoning

» Regarding the income tax issue, the court distinguished this case from
Robinette v. Helvering, where a contingent reversionary remainder was
deemed too speculative to evaluate. Here, the court found that the right to
have income taxes paid was a present interest with immediate and substantial
value, even if the exact amount of future tax payments was uncertain.

» The court cited Commissioner v. Maresi, emphasizing that even in cases
involving speculation about the future, an estimate should be made rather than
allowing nothing at all.

» Regarding the gift tax issue, the court found that a prior oral agreement
existed obligating the trustee to pay the gift tax liability. The court noted that
parol evidence is admissible when the controversy is not between the parties to
the instrument, citing Scofield v. Greer.

» The court emphasized that the substance and realities of the transaction
govern tax questions, citing Helvering v. Lazarus & Co. The court determined
that Harrison did not intend the amount necessary for gift tax liability to be a
gift to the trust.

» The court stated, “Petitioner did not intend that the amount of the value of the
property necessary for the gift tax liability would be a gift to the trust.
Therefore, in the absence of an intent to give, this amount was not effective as
property passing from the donor, and not taxable as a gift.”

Practical Implications

 This case clarifies that when a trust instrument creates a binding obligation for
the trustee to pay the settlor’s income and gift taxes, the present value of these
obligations can reduce the taxable value of the gift.

It emphasizes the importance of establishing clear and binding agreements
regarding the payment of gift taxes incident to the creation of a trust. Oral
agreements, if proven, can be considered.

 This ruling provides a method for reducing gift tax liability through careful
structuring of trust agreements, where the donor retains an interest in the
trust property by obligating the trust to cover their tax liabilities.

» Later cases must consider the binding nature of the obligation placed on the
trustee, as discretionary payments may not qualify for the same exclusion.
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