Outwin v. Commissioner, 76 T. C. 153 (1981)

A transfer to a discretionary trust is not a completed gift for tax purposes if the
grantor’s creditors can reach the trust assets under state law.

Summary

Edson and Mary Outwin created irrevocable trusts, appointing themselves as
potential lifetime beneficiaries and their spouses as secondary beneficiaries with
veto power over distributions. The trusts, governed by Massachusetts law, allowed
discretionary distributions to the grantors. The Tax Court ruled that these transfers
were not completed gifts for tax purposes because under Massachusetts law, the
grantors’ creditors could access the trust assets, meaning the grantors had not
relinquished dominion and control over the property. This decision hinged on the
principle established in Paolozzi v. Commissioner, emphasizing the impact of state
law on the completeness of a gift.

Facts

Edson S. Outwin created four irrevocable trusts and Mary M. Outwin created one,
transferring assets valued at $1,340,754. 40 and $105,874. 87 respectively. The
trusts named the grantors as the sole potential beneficiaries during their lifetimes,
with the grantor’s spouse as a secondary beneficiary requiring prior written consent
for any distributions to the grantor. The trusts were part of a family investment plan
to consolidate assets, reduce expenses, and manage investments efficiently. No
discretionary distributions were made from these trusts, and the spouses never
exercised their veto power.

Procedural History

The Commissioner of Internal Revenue determined gift tax deficiencies for the
Outwins for the year 1969. The Outwins filed petitions in the U. S. Tax Court, which
consolidated the cases. The court ruled in favor of the petitioners, holding that the
transfers to the trusts were not completed gifts for tax purposes.

Issue(s)

1. Whether the transfers by the Outwins to their respective discretionary trusts in
1969 constituted completed gifts subject to tax under section 2501?

Holding

1. No, because under Massachusetts law, the grantors’ creditors could reach the
trust assets for satisfaction of claims, meaning the grantors failed to relinquish
dominion and control over the property, and thus, the transfers were incomplete for
gift tax purposes.
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Court’s Reasoning

The Tax Court applied the principle from Paolozzi v. Commissioner, which held that
a transfer to a discretionary trust is incomplete if creditors can reach the assets
under state law. The court found that under Massachusetts law, as articulated in
Ware v. Gulda, the creditors of a settlor-beneficiary could reach the maximum
amount that the trustee could pay to the settlor. The veto power held by the
grantor’s spouse did not shield the trust assets from creditors because the marital
relationship could reasonably lead to acquiescence in distributions. The court
dismissed the relevance of the lack of enforceable standards in the trusts,
emphasizing that the ability of creditors to reach the assets was the decisive factor.
The court also disregarded oral assurances from trustees that funds would be
available upon request, focusing instead on the legal rights of creditors under state
law.

Practical Implications

This decision underscores the importance of state law in determining the
completeness of gifts for tax purposes, particularly in the context of discretionary
trusts. Attorneys must consider whether state law allows creditors to access trust
assets when advising clients on estate planning and tax strategies. This ruling may
influence how similar trusts are structured to ensure that they achieve their
intended tax benefits. The decision also highlights the limitations of using trusts to
shield assets from creditors, which could affect wealth management and asset
protection planning. Subsequent cases applying this ruling have further clarified the
conditions under which trusts may be considered incomplete gifts, impacting estate
and gift tax planning strategies.
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