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Estate of O’Connor v. Commissioner, 46 T. C. 690 (1966)

The court held that trust assets are includable in the grantor’s gross estate under
IRC Sections 2036(a)(2)  and 2038(a)(1)  when the grantor  retains the power to
designate beneficiaries’ enjoyment of trust income and principal.

Summary

In Estate of O’Connor, the Tax Court ruled that four trusts created by Arthur J.
O’Connor and his wife were includable in his gross estate upon his death. The trusts,
established for their children, granted O’Connor broad discretionary powers over
the distribution of income and principal. Despite an irrevocability clause, the court
found that O’Connor’s retained powers to control the trusts’ benefits meant the
assets should be included in his estate under Sections 2036(a)(2) and 2038(a)(1) of
the Internal Revenue Code. This decision reinforces the principle that the ability to
control the enjoyment of trust assets can lead to estate tax inclusion.

Facts

Arthur J. O’Connor and his wife created four trusts in 1955 for their four children,
with O’Connor serving as trustee. Each trust allowed O’Connor to distribute income
and principal at his discretion for the children’s benefit until they reached age 21.
The trusts were irrevocable, and the trust indenture prohibited using trust funds to
relieve O’Connor’s support obligations or for his direct or indirect benefit. O’Connor
died  in  1962  without  making  any  distributions  from  the  trusts,  which  had
accumulated  significant  value.  The  IRS  determined  that  the  trusts  should  be
included in O’Connor’s gross estate, leading to the dispute.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in O’Connor’s estate
tax,  asserting that the trusts should be included in his gross estate under IRC
Sections 2036 and 2038. The estate challenged this determination, and the case
proceeded to the U. S. Tax Court, where the Commissioner’s position was upheld.

Issue(s)

1. Whether the trusts created by O’Connor are includable in his gross estate under
IRC Section 2036(a)(2) because he retained the power to designate the persons who
would possess or enjoy the trust property or income?
2. Whether the trusts are includable under IRC Section 2038(a)(1) due to O’Connor’s
retained power to alter, amend, revoke, or terminate the trusts?

Holding

1.  Yes,  because  O’Connor  retained  the  discretionary  power  to  distribute  trust
income and principal for the benefit of the beneficiaries, which constitutes a power
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to designate under Section 2036(a)(2).
2. Yes, because O’Connor’s discretionary power over the trusts allowed him to alter
the beneficiaries’ enjoyment of the trust assets, falling within the scope of Section
2038(a)(1).

Court’s Reasoning

The  court  applied  IRC  Sections  2036(a)(2)  and  2038(a)(1),  which  require  the
inclusion of trust assets in the grantor’s estate if the grantor retains certain powers
over  the  trust.  The  court  reasoned  that  O’Connor’s  ability  to  distribute  or
accumulate income and principal gave him the power to designate who would enjoy
the trust assets, satisfying Section 2036(a)(2). Similarly, his power to control the
timing and nature of distributions was seen as a power to alter the trusts under
Section 2038(a)(1). The court rejected the estate’s argument that the irrevocability
clause and prohibition on using trust funds for O’Connor’s benefit negated these
powers, finding that O’Connor’s control over distributions was substantial enough to
warrant  inclusion.  The  court  emphasized  that  the  term  “benefit”  in  the  trust
indenture  did  not  extend  to  O’Connor’s  subjective  satisfaction,  only  to  direct
economic benefits, and thus did not negate his retained powers.

Practical Implications

This decision underscores the importance of carefully drafting trust instruments to
avoid unintended estate tax consequences. When creating trusts, grantors must be
aware that retaining significant control over the trust’s assets can lead to inclusion
in their gross estate. Legal practitioners should advise clients on the potential tax
implications of retained powers and consider structuring trusts to limit such powers
if  estate  tax  minimization  is  a  goal.  The  ruling  also  impacts  estate  planning
strategies,  as  it  may  influence  how  trusts  are  used  to  transfer  wealth  while
minimizing tax liability. Subsequent cases have cited O’Connor in discussions of
trust inclusion under Sections 2036 and 2038, reinforcing its significance in estate
tax law.


