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Estate of Frank J. Foote, Deceased, First Bank and Trust Company of South
Bend,  Executor,  Petitioner,  v.  Commissioner  of  Internal  Revenue,
Respondent,  28  T.C.  547  (1957)

Whether a corporate payment to an estate is a gift, excludable from gross income, or
compensation, depends on the intent of the parties, primarily the employer.

Summary

The Estate of Frank J. Foote challenged a deficiency in income tax, arguing that a
payment from Martin Machine Co., Inc., the corporation where the deceased was
president, was a gift and thus excludable from gross income. The corporation made
a payment to Foote’s estate equivalent to the salary he would have earned had he
lived until the end of the year. The Tax Court determined that the payment was a
gift, considering the corporation’s intent, the absence of any prior compensation or
benefit  program,  and  the  fact  that  the  payment  was  structured  to  benefit  the
decedent’s family as per his will. The Court disregarded the fact that the corporation
took a business expense deduction for the payment.

Facts

Frank J. Foote was the president and a director of Martin Machine Co., Inc. from
1942 until his death on August 9, 1951. His salary was $35,000 per year. After his
death, the corporation paid the estate $9,968.83, an amount equivalent to his salary
from the date of death to the end of the year. There was no contractual obligation to
make this payment. The deceased’s will created a testamentary trust for his widow,
with the remainder to his children. The corporation’s board of directors, recognizing
the deceased’s service, passed a resolution to make the payment as a gratuity to the
estate to benefit the family. The corporation also took a business expense deduction
for the payment.

Procedural History

The Commissioner  of  Internal  Revenue determined a  deficiency  in  the  estate’s
income tax, asserting that the corporate payment was taxable income. The Estate
petitioned  the  U.S.  Tax  Court,  arguing  the  payment  was  a  gift  and  therefore
excludable. The Tax Court sided with the Estate, finding that the payment was a gift.

Issue(s)

Whether the $9,968.83 payment made by Martin Machine Co., Inc. to the Estate of
Frank J. Foote constitutes taxable income or is excludable from gross income as a
gift?

Holding

Yes, the payment was a gift because the intent of the corporation was to provide a
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gratuity to benefit the family and not as compensation for services.

Court’s Reasoning

The Court stated that the characterization of a payment as a gift or compensation
depends on the intention of the parties, particularly the employer. The court noted
that  the  relevant  inquiry  is  whether  the payment  stems from “a  detached and
disinterested generosity.” The Court emphasized that the corporation had no formal
benefit  plans,  and  the  payment  was  made  to  ensure  the  benefit  reached  the
decedent’s intended beneficiaries under his will,  primarily the wife and children
from a prior marriage. The Court dismissed the significance of the corporation’s
business expense deduction, and that the payment was made to the estate rather
than directly to a beneficiary did not change the nature of the payment from a gift.
The court reasoned that the interposition of the estate was intended to fulfill the
deceased’s wishes as expressed in his will.

Practical Implications

This case emphasizes that corporate payments to the estates or beneficiaries of
deceased employees may be treated as gifts, and thus excludable from gross income,
if the intent is to provide a gratuity, rather than to provide compensation. This
requires careful consideration of the company’s actions and intent at the time of the
payment. To ensure that the payment will be classified as a gift, it’s important to: (1)
Document the non-compensatory intent of the company (e.g., board resolutions) (2)
Structure the payment in a way that demonstrates generosity (3) consider other
factors such as the company’s history of making similar payments. This case also
suggests that the form of payment (to the estate or directly to beneficiaries) does
not change the nature of the payment as a gift, if it’s done to ensure benefits flow to
the deceased’s intended beneficiaries.


