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Tilton v. Commissioner, 88 T. C. 590 (1987)

Donees are liable for unpaid gift taxes to the extent of the value of the gifts they
received directly, but not for gifts transferred to a corporation in which they hold
shares if the corporation’s financial condition negates any enhancement in stock
value.

Summary

In Tilton v. Commissioner, the U. S. Tax Court addressed the issue of transferee
liability for unpaid gift taxes. Woodrow and Vella Tilton transferred property to their
sons, Daniel and David, and to a corporation they controlled, Circle Bar Ranch, Inc.
The court held that Daniel and David were liable for gift taxes on the direct transfers
they received, but not for the transfer to Circle Bar, as the IRS failed to prove that
the transfer enhanced the value of their shares in the corporation, which was nearly
insolvent. This decision emphasizes the importance of proving the enhancement of
value to shareholders when assessing transferee liability in indirect gift situations.

Facts

Woodrow and Vella Tilton transferred real property to their sons, Daniel and David
Tilton, and to Circle Bar Ranch, Inc. , a corporation owned by Daniel and David, on
April 4, 1978. The transfers included various lots and acres of land. Circle Bar filed
for bankruptcy on June 23, 1981, and the IRS asserted claims against it for unpaid
1973 income taxes of Woodrow and Vella and for gift taxes related to the April 4,
1978 transfers. The IRS sought to hold Daniel and David liable as transferees for
these taxes.

Procedural History

The IRS determined deficiencies against Woodrow and Vella for gift taxes and issued
notices to Daniel and David as transferees. The Tax Court consolidated the cases
with those of Woodrow and Vella, but later severed and dismissed the cases against
the parents due to nonappearance. The court then proceeded to determine Daniel
and David’s liability as transferees.

Issue(s)

1. Whether Daniel and David Tilton are liable as donees and transferees for the gift
tax liability resulting from the direct transfers of real property from their parents on
April 4, 1978.
2. Whether Daniel and David Tilton are liable as donees and transferees for the gift
tax liability resulting from the transfer of real property from their parents to Circle
Bar Ranch, Inc. , on April 4, 1978.

Holding
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1. Yes, because Daniel and David received direct gifts from their parents, and their
liability is limited to the net fair market value of the properties transferred to them
personally.
2. No, because the IRS failed to prove that the transfer to Circle Bar enhanced the
value of Daniel and David’s shares in the corporation, given its near insolvency.

Court’s Reasoning

The court applied Section 6901(h) and Section 6324(b) of the Internal Revenue
Code, which establish that a donee is liable for gift taxes to the extent of the value of
the gift received. For direct transfers, the court accepted the parties’ agreement
that the liability should be based on the net fair market value of the properties.
Regarding the transfer to Circle Bar, the court noted that while Section 2511(a) and
related  regulations  consider  a  transfer  to  a  corporation  as  an  indirect  gift  to
shareholders, the IRS must prove that such a transfer enhanced the value of the
shareholders’ stock. The court found that the IRS did not meet this burden, as Circle
Bar was nearly insolvent and burdened with significant debts, including potential
fraudulent transferee liability for the Tiltons’ 1973 income taxes. The court cited
cases like Want v. Commissioner and La Fortune v. Commissioner to support the
principle that liability is limited to the value of the gift to the particular donee.

Practical Implications

This decision clarifies that donees are only liable for gift taxes on direct transfers to
the extent of the value they received. For indirect transfers to corporations, the IRS
must prove an enhancement in the value of the shareholders’ stock, which can be
challenging in cases of corporate insolvency. Practitioners should ensure that the
IRS  provides  sufficient  evidence  of  stock  value  enhancement  when  assessing
transferee liability in similar situations. The case also underscores the importance of
considering potential  fraudulent transferee claims and other liabilities that  may
diminish the net value of a transfer to a corporation. Subsequent cases like Kincaid
v. United States have further explored the concept of indirect gifts to shareholders,
but the burden of proof remains critical.


