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Pettus v. Commissioner, 54 T. C. 112 (1970)

Gifts of trust income to minors can qualify for the annual gift tax exclusion if the
income can be expended for the minor’s benefit before age 21, but gifts of principal
may be considered future interests if their use is substantially restricted.

Summary

In Pettus v. Commissioner, the U. S. Tax Court examined whether gifts to trusts
established for minor children qualified for the annual gift tax exclusion under IRC
sections 2503(b) and (c).  The court held that the gifts  of  income were present
interests eligible for exclusion, as the trustee had discretion to distribute income to
the beneficiaries before age 21. However, gifts of principal were deemed future
interests  and  ineligible  for  exclusion  due  to  restrictions  limiting  principal
distribution to medical needs only. The case also addressed the procedural issue of a
spouse’s failure to file separate gift tax returns, finding reasonable cause for not
doing so.

Facts

James T. Pettus, Jr. , and Irene Pettus Crowe established irrevocable trusts for their
minor children, with Pettus creating trusts for five children and Crowe for one. The
trusts allowed the trustee to distribute income to the beneficiaries at their discretion
until the beneficiary reached age 21, at which point the trust would terminate, and
assets would be transferred to the beneficiary. The principal could only be invaded
for  the  beneficiary’s  medical  needs.  The  Commissioner  challenged  the  gift  tax
exclusions claimed by the donors, arguing the gifts were future interests.

Procedural History

The taxpayers filed petitions with the U. S. Tax Court after receiving notices of
deficiencies from the IRS for the years 1959-1965. The Commissioner disallowed the
claimed exclusions for 1963 and 1964, asserting that the gifts were future interests.
The taxpayers also contested the additions to tax for failure to file by June B. Pettus
for 1959-1963.

Issue(s)

1. Whether the gifts in trust to the minor children were gifts of present interests
under IRC sections 2503(b) and (c), qualifying for the annual exclusion.
2. Whether June B. Pettus is liable for additions to the tax under IRC section 6651(a)
for failure to file gift tax returns for the years 1959 through 1963.
3. Whether the Commissioner correctly computed the gift tax liability of James T.
Pettus, Jr. , for the years 1963 and 1964.

Holding
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1. Yes, because the gifts of income were present interests under IRC section 2503(c)
as the trustee had discretion to distribute income to the beneficiaries before they
reached age 21. No, because the gifts of principal were future interests under IRC
section 2503(b) due to the substantial restriction limiting their use to medical needs.
2. No, because June B. Pettus’s failure to file was due to reasonable cause, as she
relied on the trustee’s professional advice that the gifts were present interests.
3. Yes, because the computation correctly included the value of gifts from preceding
years in determining the aggregate sum of prior taxable gifts.

Court’s Reasoning

The court analyzed the trust instruments, focusing on the discretion granted to the
trustee over income and principal distributions. It cited IRC section 2503(c) and the
Gift Tax Regulations, which allow gifts to minors to be treated as present interests if
the property or income can be expended for the minor’s benefit before age 21. The
court found that the income interests qualified for the exclusion because the trustee
had discretion to distribute income at any time before the beneficiary reached age
21.  However,  the  principal  interests  did  not  qualify  due  to  the  “substantial
restriction” limiting principal invasions to medical needs, which the court deemed
insufficient to classify the principal as a present interest. The court also considered
the trustee’s administrative powers but found them not to preclude valuation of the
income  interests.  Regarding  June  B.  Pettus’s  failure  to  file,  the  court  found
reasonable cause due to her reliance on the trustee’s professional advice. The court
upheld the Commissioner’s computation of Pettus’s gift tax liability, as it correctly
included prior gifts in the aggregate sum.

Practical Implications

This decision clarifies how to structure trusts for minors to qualify for the annual gift
tax exclusion. For similar cases, attorneys should ensure that trust income can be
distributed at  the trustee’s  discretion before the beneficiary reaches age 21 to
qualify as a present interest. Restrictions on the principal’s use, such as limiting it to
medical needs, may render it a future interest ineligible for exclusion. The case also
highlights the importance of filing separate gift tax returns when spouses consent to
split gifts, although reasonable cause may excuse non-filing if based on professional
advice.  Practitioners  should  be  cautious  in  drafting  trust  instruments  to  avoid
unintended tax consequences, and this ruling has been applied in subsequent cases
involving gifts to minors.


