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Lockard v. Commissioner, 7 T.C. 1153 (1946)

A gift is not complete for gift tax purposes if the donor retains the power to deplete
the value of the gifted property, even if they do not retain the power to repossess
the property itself.

Summary

In Lockard v. Commissioner, the Tax Court addressed whether a gift of remainder
interests in corporate stock was complete for gift tax purposes, despite the donors’
reservation of the right to receive capital distributions from the corporation. The
court held that the gift was incomplete because the donors, as the sole stockholders,
could cause the corporation to make distributions that would diminish the value of
the  remaindermen’s  interest.  The  court  emphasized  that  the  substance  of  the
transaction, not just the form, must be considered when determining whether a gift
is complete and subject to gift tax. The court decided in favor of the petitioners,
concluding that  the agreement  did  not  result  in  transfers  that  had the finality
required by the gift tax statute.

Facts

The petitioners, along with a brother and their mother, were the sole owners of
Bellemead stock. They executed an agreement intending to continue family control
of the stock. The agreement explicitly reserved the right to all dividends in money,
whether paid out of earnings or capital. As the sole stockholders, they had the power
to cause reductions in capital followed by the distribution of dividends paid out of
surplus or capital.  They did not have the power to recapture ownership of  the
remainder interests in the shares themselves.

Procedural History

The Commissioner of Internal Revenue determined that the petitioners had made
gifts of remainder interests subject to gift tax under the Revenue Act of 1932. The
petitioners contested this determination, arguing that the gifts were not complete.
The case went to the U.S. Tax Court.

Issue(s)

Whether  the  petitioners  made  completed  gifts  of  remainder  interests  in  the
corporate stock, subject to gift tax, given that they retained the power to receive
distributions  of  capital  that  could  diminish  the  value  of  the  remaindermen’s
interests.

Holding

No, because the reservation of the power to receive distributions of capital, coupled
with the power to cause the corporation to make such distributions, prevented the
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gifts from being considered complete for gift tax purposes.

Court’s Reasoning

The court emphasized that a gift tax operates only with respect to transfers that
have the quality of finality. The court stated that the alleged transfers in this case
failed  to  qualify  as  completed  gifts.  The  power  of  the  petitioners  to  cause
distributions of capital to themselves, thereby stripping the shares of value, was the
determining factor.  The court held that the power to diminish the value of the
transferred property, even if not the ability to repossess it, prevented the gift from
being considered complete for gift tax purposes. “The gift tax operates only with
respect to transfers that have the quality of finality.” The court focused on the
substance of  the  transaction,  not  the  form,  in  reaching its  decision.  The court
reviewed the fact that the parties to the agreement had to act in concert in causing
corporate distributions to themselves but determined that this was not material in
the circumstances of this case. The Court found that the petitioners did not have
interests substantially adverse to one another.

Practical Implications

This case is essential for understanding the gift tax rules regarding completed gifts,
especially those involving retained powers. The court’s emphasis on the substance of
the transaction means that tax lawyers must look beyond the formal transfer of
property. The key is whether the donor retained the power to control the economic
benefit  derived from the transferred property, even if  they couldn’t reclaim the
property  itself.  This  case  influences  how  attorneys  analyze  estate  planning,
particularly  trusts,  and  how  they  advise  clients  on  the  potential  gift  tax
consequences of various arrangements. In similar cases, the courts will look closely
at any retained powers that would allow the donor to diminish the value of the
transferred  property,  such  as  the  power  to  change  beneficiaries,  control
investments,  or  cause  distributions.  Subsequent  cases  have  consistently  cited
Lockard for its principle that a gift is not complete if the donor retains the power to
control the economic benefits of the transferred property.


