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I. Introduction

Mr. Justice Holmes, apeaking for the 

court in Bullen v. Wisconsin, 240 U.S. 625, said!

”We do not speak of evasion, because, when 
the.law draws a line, a case is on one side 
of it or the other, and if on the safe side 
is none the worse legally that a party has 
availed himself to the full of what the law 
permits. When an act is condemned as an 
evasion what is meant is that it is on the wrong 
side of the line indicated by the policy 
if not by the mere latter of the law. "

This case was heard in 1916 at a time when the income 

tax and the estate tax were in their infancy and an 

entity called the gift tax was not as yet considered. 

It is true that the above case involved a state 

inheritance tax, but, nevertheless, federal income 

tax-payers and persons, who realized that their pro

perty would become subject to an estate tax at 

their death, soon saw the point in "to the full of 

what the law permits" and they began to make use of 

the trust as a means of lightening their tax burden 

which at that time was not the "burden" it is to-day. 

Congress, too, did not slumber in satisfaction that 

the taxing provisions were reaching most incomes and



nearly all of the transfers affected by death.

Session after session saw the various taxing Aats 

altered so as to patch up a loop-hole which an 

alert taxpayer now and then discovered In the garb 

of the various taxing enactments. And,now, some 

eighteen years or more after this endless struggle 

had began, the United States appears to be In

stalled as a favorite to receive fruits of a hard 

won triumph. Though the battle Is not over, yet, the 

trust Is not as formidable an opponent to the various 

tax Acts as It was years ago. The decisions of 

the supreme court and the gift tax seem to have 

sapped most of the vitality out of the trust.

The problem to-day for the drafter of a 

trust Instrument is to comprehend the gift, estate 

and the Income tax Acts and draw up the instrument 

SO that the three taxes will not unduly burden It 

with their levies.

It is, therefore, the purpose of this 

paper to show what Acts affect the trust; what,is 

their practical application; and, what factors 

should be considered In drawing up a trust.



HI. Statutory Provisions Affecting The Trust.

The sixteenth amendment to the Constitu

tion rendered nil the effect of the decision of 

Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429 

Insofar as Congress was challenged in its right 

to tax incomes. The said amendment did away with 

the necessity of apportionment necessary to sus

tain the validity of the type of Income tax which 

was regarded as a direct tax and bad for lack of 

apportionment as required by the Constitution. 

The Act of 1913 was sustained as applied to the 

income tax in Brushaber v. Union Pac., 240 U.S. 1. 

Taxpayers next attacked the constitutional validity 

of the estate tax as contained in the Act of 1916. 

The old argument that it was a direct tax and was 

void because it was not apportioned did not 

sway the court in New York Trust Co. v. Eisner, 

256 U.S. 345. Many years before that decision the 

case of Knowlton v. Moore, 178 U.S., had established 

the right of Congress to exact a tax as a death duty. 

The gift tax made its appearance in 1924 and its 

constitutionality was sustained in the case of



Bromley v. McCaughn, 280 U.S. 124, the court hold

ing it to be an excise tax and not a direct tax. 

Thus, the power of Congress to tax incomes received, 

transfers effected by death and by gift is firmly 

established by the above decisions.

The income and the estate tax laws have 

been amended from time to time since they were 

first enacted. The gift tax was first inserted 

in the Revenue Act of 1924. It was repealed two years 

later as of January 1, 1926. But it was revived 

in the Act of 1932 and from present indications 

seems destined to remain among us for a long time.

A. As To Irrevocable Trusts.

1. The Gift Tax.

The gift tax under the Revenue Act of 

1932 la applicable to all gifts made after June 6, 

1932, and it would seem, according to Untermyer v. 

Anderson, 276 U.S. 440, that it is inapplicable 

to. gifts made before that date. The gift tax 

explicitly enumerates the trust as a transfer 

subject to the gift tax. Therefore, the declaration 

of a gift by way of an irremeable trust is thus 

subject to the tax provided the value of the property



transferred by the trust instrument exceeds $5,000 

or the $50,000 exemption allowable to the donor.

2. The Estate Tax.

A declaration of an irrevocable trust 

found to be iimcontemplation of death is subject 

to an estate tax under section 502 (c) of the 1926 

Act as amended up to and including the Revenue Act 

of 1952. And if such a declaration is made within 

two years of death is deemed to have been made in 

contemplation of death unless the contrary is shown, 

the burden being east upon the estate to show that 

it was not made in contemplation of death. In the 

case of Shwab v. Doyle, 258 U.S. 529, It was held 

that a trust given in contemplation of death before 

the 1916 Act was not to be taxed retroactively, the 

court construing the words"at any time" to mean 

at any time after the passage of the 1916 Act. 

But if a gift is made in contemplation of death 

bfjferethe passage of the 1916 Act, your estate is 

valued not by the rates in effect at the time 

the trust was irrevocably created, but at the time 

of the settlor's death for the transfer is regarded 

as testamentary in effect. (Miliken v. U*s:, 283 U.S. 

15).

The decision in May v. Heiner, 281 U.S.



at page 238, where an irrevocable trust in which the 

settlor reserved a life interest was not subject to 

an estate tax at the settlor's death because the 

transfer was complete long before the transferor's 

death. Some months later, the United Supreme Court 

followed the result in the above case and then 

Congress by joint resolution on March 3, 1931, amended 

section 302(c) of the Revenue Act of 1926 bo as to 

nullify the effects of these deciBions in regardeto 

trusts created after March 3, 1931. The amendment 

included trusts under which the grantor has retained 

"for his life---- (1) the possession or enjoyment of,

or the income from, the property, or (2) the right 

to designate the persons who shall possess or enjoy 

the property pr the income therefrom.” The amend

ment under the 1932 Act further provides that such 

an irrevocable trust is taxable if the settlor re

served the right to name or change or alter the 

trust "either alone or in conjunction with any 

person."

The decision in Heiner v. Donman,

285 US. 312, has declared that the irrebuttable 

presumption as to gifts made in contemplation of 

death within two years of the decedent's death to



unconstitutional. Such a presumption was dropped 

from the 1932 Act.

3. The Income Tax.

Section 161 of the Act of 1932 treats 

the trust as a taxable entity.

In Smietanka v. First Trust and Sav

ings Bank, 257 U.S, 602, it.was held that income 

held and accumulated by a trustee for the benefit 

of unborn and unascertained beneficiaries was not 

made taxable by any language in the income tax 

provisions of the Act of 1913. To remedy this 

Congress inserted a subsection to section 161 

which taxes trusts whose income is held or 

accumulated for the benefit of unascertained, etc. 

persons.
Income which is to be currently dis

tributed to a beneficiary is taxable under section 

161 (a) (2)—but the trustee is allowed to de- 

duct such income if it is paid or credited to 

the beneficiary. The beneficiary in such a case 

is required to pay a tax not on so much of the 

Income which he receives, that is, which he actually 
gets during the taxable year, bu^on amounts which 

are credited to him during the taxable year. And It
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is immaterial whether or not he actually receives 

such amounts during the taxable year(Freuler v. 

Helvering, 54 S.Ct. 308). See Art. 862, Reg. 77.

Section 161 (a) (4) provides that if

the income from a trust is to be distributed or 

accumulated at the discretion of the fiduciary, then 

he is liable for the tax and must include such 

amount in the net Income of the trust.

Under section 167 (a) (1) and (2)

the grantor is liable for an income tax on 

income from a trust which is held or accumulated 

for future distribution to the grantor provided 

the income from such a trust is held for a purpose 

like that mentioned above in the discretion of the 

grantor alone or with any person not having a 

substantial adverse interest or in the discretion 

of the or any person not having a substantial adverse 

interest in the disposition of the income from 

such a trust.

Subdivision (3) of the same section 

provides that the grantor shall be liable for a tax 

on income from a trust which is used to pay the pre

miums due upon policies of insurance on the life 

of the grantor provided such income is used in 

the discretion of the grantor or any person not having 

» subota
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a substantial adverse interest in the disposition 

of such income accruing from such a trust. In the 

case of Burnet v Wells, 289 U.S’ 607, the provisions 

of an irrevocable trust provided that its income 

was to be used to pay the premiums on an insurance 

policy taken out on the sttlor's life and the court 

held that such Income could be constitutionally 

taxed to the settlor.

B. Revocable Trusts.

1. The Gift Tax.

Article 3, Regulations 79, provides that 

the payment of Income to a beneficiary of a revocable
»

trust, other than the donor, is considered as a gift.

Section 501(c) provides that the tax 

shall not apply to revocable trusts. (But see the 

proposed Revenue Act of 1934, section 511» repealing 

this section, the House Committee report on the Bill 

stating the reason for repeal being that the principle 

expressed in that section is now a fundamental part 

of the law by virtue of the Supreme Court’s decision 

in the Guggenheim case, 53 S.Ct. 369. The 1934 Act 

as passed in the House of Representatives contains



the following provision:

’’Subsection (c) of section
501 of the Revenue Act of 1932(relating 
to the Inapplicability of gift tax in the 
case of the transfer of property in trust 
subject to the power of the donor to 
revest title in himself) is repealed.")

Article 3, Regulations 79, provides that 

if the grantor of a revocable trust relinquishes such 

a power to revest title in* himself, such a relinquish- 

ment shall be considered a gift and thereby subject 

to a tax. In Burnet v. Guggenheim, supra, a cancella

tion of such a power to revest title in the corpus 

of the trust created before the 1924 gift tax law 

but the relinquishment or extinguishment of the power 

having taken place in 1925, it was subject to a gift 

tax under the provisions of the 1924 Act. Mr. justice 

Cardozo stated that the same would hold good under 

the 1932 Act taxing gifts,

2. The Estate Tax.

Section 302 (d) of the estate tax under 

the Actoof 1926 as amended up to and including 1932 

provides that transfers by trust are subject to the 

tax where the enjoyment is subject at the date of 

the death of the settlor either alone or in conjunction 

with any person, to a power of revocation. It was
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in the case of Reinecke v. Northern Trust Co.,

278 U.S* 339, that a revocable trust created before 

the 1916 Act was subject to a tax under the estate 

tax provisions where the settlor retained such power 

of revocation until his death which occurred after 

the 1916 Act.

The same subdivision also provides that 

if the power is relinquished within two years of the 

grantor’s death, and the value of the trust corpus 

at such time is over $5,000, then such a relinquishment 

is conclusively presumed to have been made in con

templation of death. In view of the decision in 

Heiner v. Donman, the House Committee report on the 

Revenue Bill of L934 avers that such a presumption 

is unconstitutional and changes it to a rebuttable 

presumption. See section 401 of the Revenue Act of 

1934 as passed by the House of Representatives.

3. The Income Tax.

Prior to the enactment of the Act of 

1924, it was doubtful whether income accruing from 

a revocable trust was taxable to the settlor or not. 

In McCauley v. Com., 44 Fed. (2) 919, income of a 

revocable trust vas taxable to grantor under the 

provisions of the 1921 Act even though the Act

4
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of 1924 did not contain the express provisions 
which were later incorporated in the 1924 Act. The 

decision was rendered in 1930* The court holding 
that the effect of a power of revocation is to be 

determined by the taxing statute enacted by Congress 
and not by the general rules of law adopted by state 

statutes or decisions relating to trust agreements 

and their revocation.
The Act of 1924 explicitly provided 

that such Income from a revocable trust was to be con
sidered as a part of the grantor’s net income* it being 

immaterial whether the grantor received the income 
or someone else enjoyed its benefits. (Corliss v. 

Bowers, 281 U.S. 376). Thus revocable trusts aare 

not recognized as tax entities and income therefrom 
is treated as though received directly from the 

settlor.
Under the 1932 Act, section 166 

provides that the grantor must include such income 

in his net income even though such a power to revest 
title to the corpus of the trust rests in (1) him and 

in conjunction with any person not having a sub

stantial adverse interest in the disposition of the 
trust and/ or (2) if such a power exists in any person



not having a substantial adverse interest. The case of 

Reinecke v. Smith, .289 U.S. 172, holds that a trustee 

has not a sufficient adverse interest sufficient to 

exempt the grantor from including trust Income in his 

net income though the trustee was paid a commission 

and the grantor reserved a power to revoke the trust 
in conjunction with the trustee. This case arose 
under the 1924 Act.

III. Practical Application of the Taxing Acts to 

the Trust.
Mr. Justice IlHolmes in Corliss v. 

Bowers, 281 U.S* ’376, said that'’taxation is not so 

much concerned with the refinements of title as it is 

with the actual command over the property taxed— 
the benefit for which the tax is paid." And in 

Tyler v. U.S., 281 U.S. 497, Mr. Justide Sutherland 
considered”taxation, as it many times has been said,” 

as "eminently practical.”

Thus, in determining what is taxable 

or who is to pay the tax, technicalities and theories 

applicable to the other branches of the law should 
be disregarded and the practical side of the tax 
laws should be inquired or looked into and your
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assessments determined considering the benefits repped 

and the privileges exercised.

A. As to Irrevocable Trusts.

li The Gift Tax.

When an irrevocable trust is about to be 

created, the settlor is confronted with the possi

bility that the trust may be subject not only to a 

gift tax, an estate tax, but also to an income tax.

The mere declaration of an irrevocable 

trust after June 6, 1932 renders the transaction 

subject to a gift tax. But such a tax may be eliminated 

if the particular trust or each trust of a number of 

trusts consists of a corpus valued at $5>000 or less 

at the time of the declaration of thetrust(see section 

505. of the Revenue Act of 1932), then the donor in 

such a case need not report such gifts for the calendar 

year. And, too, the donor can claim his specific 

expmption of $50,000 if he createp a trust whose 

value is not more than $50,000.(See section 505(a) and 

Article 12, Regulations <$9) But it must be borne in 

mind that the donor is allowed but one specific exeiup* 

tion of $50,000 which he may take all in one year 

or spread over a number of years in such amounts as

-4



may suit his fancy. This exemption only applies 

to citizens and residents and is inapplicable to 
nonresident aliens.

2. The Estate Tax*.

The provisions of the estate tax next 
confront the settlor of an irrevocable trust.
Are the circumstances such as to render the declaration 

of an irrevocable trust so as to render the declaration 

a transfer in contemplation of death and t-hus suscepti

ble to the estate tax? If. such a trust is created 

before the 1916 Act, it escapes an estate tax as a 

gift in contemplation of death since the provisions 
of the 1916'Act as applicable to gifts in contemplation 
of death are not retroactive. (Shwab v. Doyle, 258 
U.S. 529). The fact that the trust is also subject to 

the gift tax is immaterial for a gift tax is merely 
one factor to be considered in drawing up a deed of 
trust and the estate tax is another. Thus, the same 
transfer may be subject to a gift tax as well aB to 

an estate tax as a gift in contemplation of death.

Whether the ereation of an irrevocable 
trust is a transfer made in contemplation of death 

is a question of fact. In the Appeal of Mary Hillen- 
myer, 2 B.T.A. 1J22, the Board, in declaring the 

transfer not a gift in contemplation of death, consid

ered the fact that the decedent reserved the right to



determine the form of the investments and a power of 

revocation to the extent of withdrawing the funds 

of the estate if the settlor desired and said that 

"such a reservation could only have contemplated 

the continuance of his mortal existence/’ One could 

gain a good impression of what is a gift in contempla

tion of death from U.S. v. Wells, 283 U.S. 102, 

where Chief Justice Hughes expresses the idea in these 

words:

"Death must be ’contemplated,’ 
that is, the motive which induces 
the transfer must be of the sort which 
leads to testamentary disposition."

The above statement is brief and to the point. 

To grasp its significance the reader need not be 

possessed of a brilliant intellect.

Another thing which the settlor must 

have in mind is the fact that if the settlor dies 

within two years of the making of the gift or the 

declaration of the trust, the estate has the burden 

of proving that when the settlor made the declaration 

of the trust, he did not intend such a transfer 

to have a testamentary effect, that is, he did not 

make it in contemplation of death. Some members of 

the court in Heiner v. Donman, 285 U.S. 312,



took cognizance of the fact that it is rather an 

arduous proposition to prove that the transfer was 

made in contemplation of death.

A good example of the effectiveness of the 

two year clause creating a rebuttable presumption 
may be found in Nevin v. Com., 16 B.T.A. 15, where 

Sterhagen, a member of the board, in his dissenting 

opinion said:
"I am of opinion that the

Board has erroneously applied the law. 
The statute requires the petitioner 
to prove ’to the contrary' of the 
presumption that the transfer was 
made in contemplation of death 
(citing 6 B.T.A, 791). I do not think 
the Board has tested the evidence 
by the statutory method. If it had 
done so, I think it would be decided 
that the preponderance of the evidence 
did not overcome the statutory 
presumption,"

Inasmuch as a gift tax is in existence, it would 

do the government no harm to eliminate the taxation 
of gifts in contemplation of death under the estate 
tax since very few such transfers are reached in actual 

practice by the tax.
Suppose the settlor, in creating

an irrevocable trust, retains a life interest in the 
trust and the transaction was completed before

10:30 P.M., March 3, 1931, and his death ofcfcurs



after March 3, 1931, then in such a cade the estate 

would not be subject to a death tax. In May v.

Heiner,281 U.S. 238, it was held, in regard to an 

attempt to tax such a transfer under the estate 

tax where the decedent died before the 1931 

amendment, that the trust would not be subject to 

an estate tax since the testamentary transfer 

necessary to constitute a transfer intended to 

take effect in possession and enjoyment at death 

must effect legal rights and not bare enjoyment. 

As it was before noted, some months after the 

above decision, the Supreme Court followed the 

result set down in that case and the estate lax 

law under the 1926 Act was amended so as to include 

transfers similar to that found in May v. Heiner, 

supra. As the situation now exists, as to trusts 

created before the amendment of 1931, May v. Heiner, 

supra, would be applicable if the Supreme Court 

remains consistent and follows its holding in 

Nichols v. Coolidge, 274 U.S. 440, since the 

Irrevocable trust was a transaction already completed 

before the 1931 amendment. But there seems to be



no doubt that the 1931 and 1932 amendments will be

sustained as to trusts like those in May v. Heiner, s 

supra, which are created after the 1931 amendment.

In Nichols v. Coolidge, supra, Mr. Justice

McReynolds made the following statement!

“Certainly Congress may lay 
an excise upon the transfer of property 
by death reckoned upon the value of the 
interest which passes thereby. But 
under the mere guise of reaching some
thing wihtin its powers Congress may 
not lay a charge upon what is beyond 
them. Taxes are very real things and 
statutes imposing them are estimated by 
practical results.”

Now, if the above were applied to sec. 302(c) of the

ActL of 1926 as amended up to and including 1932,

Congress would have little basis for taxing the

whole of the transfer of an irrevocable trust

at the settlor's death where the settlor merely reserved 

a life interest or merely the right to alter or change 

the beneficiaries of the trust. But, it seems that 

the later decisions of the Supreme Court were 

not swayed to any great extent by Mr. Justice 

McReynolds’s observation in Michols v. Coolidge, 

supra.
The case of Com. v. Morsman, 44 Fed. (2d)»

902, (reversed in 283 U.S. 783) furnishes a good

criteria to determine whether a trust is taxable



or not under the 1931 Amendment of section 302(c) 

of the Act of 1926. It states that where a donor 

in creating a trust irrevocably disposes of the trust 

estate both as to the title and the beneficial 

enjoyment of the income, the trust estate should not 

be Included in the gross estate of the settlor.

But where the settlor retains during his life the 

enjoyment of the income of the trust, that to cease 

or to pass to another only on the donor's death, 

then the value of the trust estate yielding such 

income is property included in the gross estate.

Another test is to be found in the case of 

Brady v. Ham, 4? Fed. (2d) 454, and it states that 

that the test is whether the donor has reserved 

control over economic benefits or enjoyment and if 

the economic beneficts passed under the trust deed 

from the decedent's control beyond recall, there can 

be no transfer tax.

Iffthe settlor provides in his deed of trust 

that the income should be accumulated for a number of 

years and that it should not be distributed until 

the lapse or expiration of such a period of time and. 

the settlor happens to die before the accumulation 

can be distributed under the terms of the deed of



trust, which, of course, is irrevocable, the transfer 

is not subject to an estate tax because the gift does 

not depend upon the sttlor's death but upon the 

experation of the period of time set in the terms of 

the trust.(Shukert v. Allen, 273 U.S. 5^5).

3. The Income Tax.

The next tax problem with which the 

settlor is confronted in drafting his irrevocable 

trust instrument is the effect of the income tax 

provisions upon his trust. If the income is paid to 

beneficiaries other than himself it would suit his 

purpose to lighten the tax burden of the trust if 

numerous trusts were created whereby the Income re

sulting from them would escape the high rates of 

the upper income tax brackets. If the trustee under 

such a trust has a discretion to distributee or accumu 

late the income for the benefit of the beneficiary or 

beneficiaries, then the trust is subject to a tax 

upon such Incomes. But the trust may be relieved of 

the burden of paying a higher rate under the Income 

tax if the inco,me is either credited or paid to 

the beneficiary during the taxable year. In such a 

situation the trustee can claim a deduction



(22)

for such income paid or credited to the beneficiary 

for the taxable year. On the other hand, the beneficiary 

is liable for a tax for such income* received or credited 

to the beneficiary during the taxable year.

If the income is held or accumulated 

for future distribution to the grantor, then, that 

income must be included in the net income of the 

grantor as though no trust existed at all. The 

settlor may get around this difficulty if he 

disposes of the discretion to accumulate such 

income for future distribution to a person having 

a substantial adverse interest in the disposition 

of the trust income. A trustee who receives such 

a discretion is not considered as having a sub

stantial adverse interest even though he ispaid 

a commission for his task as trustee.(Reinecke v. 

Smith, 289 U.S. 173). The report of the House Committee 

on the Revenue Bill of 1932 throws some light on what 

is a substantial adverse interest. It reads in 

part:

“The practice has been adopted 
by some grantors of reserving a power 
to revest title in part of the trust 
corpus in conjunction with a beneficiary 
having a very minor interest—in such . 
case the grantor has substantially 
the same control as if he alone had power 
to revoke the trust.”

♦



It would lighten the settlor's burden If the income 

thus held or accumulated for his future use were not 

to be included in the net income of the grantor 

because, if the income were taxable to the trust, 

it would not be subject to the higher rates of the 

income tax Afl such Income is when it is added or 

included in the settlor's net income.

The settlor of a trust is also liable

for the tax on income derived from it and used to pay 

the premiums of an insurance pokicy taken out on his 

life. Such payment of premiums is regarded as a 

personal expense and therefore is not deductible. 

In Burnet v. Wells, 289 U.S. 607, the tax was upheld 

in such an instance because the settlor was deemed 

to have derived some benefit out of the trust payments 

inasmuch as he did hot have to pay for the premiums 

of the insurance policy which would have necessarily 

to have been paid out of some other income of the 

settlor's or his own funds were hbt the irrevocable 

trust created for such a purpose.

If the settlor intends to create a 

testamentary truisthe will learn that the income 

from such a trust will not be considered a be

quest but income which is subject to a tax,



In Irwin v. Gavit, 268 U.S. 161, income derived 

from a testamentary trust was held to be not a 

bequest but pure and simple income which is liable 

for a tax under the income tax provisions in force 

during the taxable year. So, if the settlor merely 

remembers his friends in his will by creating a trust 

and reserving the income to them, then he’ll know that 

such income is subject to an income tax; whereas if 

he simply devises or bequeaths something to them, 

then, they will handle their gifts in such a way 

as will either cause a tax liability or squander it 

before a tax can attach to it.

It must be borne in mind that income 

accruing from a trust whose corpus consists of tax- 

exempt bonds, such income is like wise exempt from 

an income tax. But it seems that both the gift 

and the estate taxes will clamp a hold upon such a 

trust consisting of tax-exempt securities whene 

the opportunity presents itself since the estate 

tax and the gift tax do not burden such bonds. 

Neither does the income tax for that matter. But the 

courts, for reasons of their own, think otherwise. 

See Pollock v. Farmer's Loan and Trust Company, 

157 U.S.429, and Greiner v. Lewellyn, 258 U.S.384.



B. Revocable Trusts.

1. The gift Tax.

If a power of revocation is reserved to 

the settlor, the gift tax explicitly asserts that it 

does not tax such a declaration of such a trust, 

(section 501 (c) 1932; but see section 511 of the 

proposed Revenue Act of 1934 and the House Committee 

report ofi the Revenue Bill of 1934.) But Article 3» 

Regulations 79, provides that the payment of income to 

a beneficiary of a revocable trust, other that the 

grantor, constitutes a gift Ofi such income. The result 

is that, if the settlor, in creating his revocable 

trust, wishes to escape the gift tax should take 

care that the Income resulting to each beneficiary 

does not exceed more than $5»000 for each calendar 

year, or if he wishes, to allow the beneficiaries 

under the revocable trust to receive more than $5,000 

a year, he should see to it that such incomes so 

paid to such beneficiaries does not exceed his 

life-time specific exemption of $50,000 as heretofore 

noted.

If the grantor wishes to relinquish his 

power of revocation and thus makes the trust irrevoc

able, he is at once subject to a gift tax even though



the trust was created before the 1952 Act (Burnet

•w. Guggenheim, 288 U.S. 280). Necessarily the 

relinquishment or cancellation of the power 

must occur after June 6, 1952 to make it subject 

to the gift tax under the 1952 Act. (Blodgett v.

Holden, 275 U.S. 142). No gift tax liability 

accrues if the actual value of the trust at the 

time of the cancellation of the power is not 

more than $5,000 if the grantor has not already 

availed himself of his specific exemption 

of the $50,000 allowable during the donor's lifetime 

under the gift tax.

2. The Estate Tax.

Whether a revocable trust is created before 

or after the 1916 Act is immaterial. The estate tax 

is applicable to such a trust if the power to 

revest the title in the settlor exists at the time of 

his death. (Reinecke v. Northern Trust Co., 275 U.S.339), 

This is logical because the gift does not take effect 

until death and the transfer is actually testa

mentary.

It will do the settlor little good to 

relinquish his power of revocation. It is not only
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subject to a gift tax but may also be clamped in 

by the estate tax as a gift in contemplation of 

death. Of course, if a gift tax only attaches to 

the transfer, a little saving in taxes will be 

realized since the rate of the gift tax is 

approximately three-fourths that under the estate tax. 

The 1932 Amfendment to section 302 (d) of the estate 

tax under the 1926 Act provides that any such relin

quishment of a power of revocation if made within 

two years of death shall be conclusively presumed 

as made in contemplation of death. But in view of 

the blows handed to the irrebuttable presumptions 

in such instances in Schlesinger v. Wisconsin^ 

270 U.S. 230, (under a state inheritance tax) 

and in Heiner v. Donman, 285 U.S. 312,(under the 

federal estate tax), the constitutionality of 

such a provl 'on appears doubtfull even to the 

members of the House Committee making their report 

on the Revenue Bill of 1934. Their opinion is 

that such a presumption is unconstitution 

and advise a rebuttable presumption to replace 

the conclusive presumption found in the 1932 

Amendment. (See also section 401 of the Revenue Act of



1934 which has passed in the House of Representatives)

There has been some difficulty as to 

whether a trust in which the Settlor reserves the 

right to revoke the trust upon a year’s notice 

or so to the trustee is taxable if the settlor 

dies before notice of his intention to exercise 

his right is given to the trustees. The proposed 

Revenue Act of 1934 clarifies this situation 

and states that such a trust should be included 

in the decedent gross estate. See section 401 of the 

proposed Revenue Act of 1934. The House Committee 

report advises for the insertion of this section in 

the new Act because it will clarify matters, although 

in their opinion they deem that such property- could 

be included as a part of the decedent estate 

without any difficulty.

3. The Income Tax.

For the purpose of the income tax, a revoc

able trust is not regarded as a tax entity though, 

as a general rule, for other purposes in the other 

branches of the law, a revocable trust is regarded 

as valid and enforceable. (See Cramer v. Hartford- 

Conn. Trust Co., 110 Conn. 22, 147 Atl. 139, where 

a list of authorities are cited showing that a 

revocable trust is valid).



Thus, the grantor of a revocable trust

must include in his net Income the amount of the 

income accruing from the trust as though no trust 

existed at all. It is immaterial whether he receives 

the benefit of such income or not (Corliss v. Bowers, 

281 U.S. 576). As long as he can exercise a command 

over the disposition of the Income either alone 

or in conjunction with any person not having a substan 

tial adverse interest, the settlor must include 

the income sprouting from the trust in his net 

income. The House Committee report on the Revenue 

Act of 1932 states the reason why the term "

"any person ndthhaving a substantial adverse 

interest” was inserted. Its reason is that the 

practice has been adopted by some grantors of 

reserving a power to revest title in the trust 

corpus in conjunction with a beneficiary having 

a nomiaal or minor interest in the trust, thereby 

giving the settlor practically substantial control 

over the corpus of the trust.

Some taxpayers affect a saving by provide 

ing that their trust contain a provision giving 

them the right to reovoke it upon a year’s notice



to the trustee. Thus the power to revoke the trust 

is not vested in the fcetfelor during the taxable year 

and the trustee is solejr liable for the tax. Such 

was the situation in Lewis v. White, 56 Fed.(2d) 390. 

The effect is that such a trust is really an 

irrevocable trust during the taxable year and 

as such the trust is during that period considered 

asx a tax entity. Care must be taken that the power 

of revocation does not exist during the taxable year 

else the settlor will be subject to a tax during that 

part- of the year in which the power to revoke exists. 

See Clapp v. Heiner, 51 Fed. (2d) 224, where a power 

to revoke upon six months' notice proved ineffective.

By creating a number of trusts whereby 

the settlor reserve^ the power of revocation upon 

or by giving a year's notice to the trustee, he 

can effect a lesser tax burden upon his income since 

each trust, regarded as a seperate taxing entity, 

would be allowed a specific exemption of $1,000. 

(See Article 871, Regulations 77) Too, such income 

would not have to be included in the grantor's or 

the settlor's net income and thus the higher income 

tax rates would be avoided.
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IV. Factors To Be Considered in Drafting Trusts.

The trust seems to be a rather unique 

entity in the field of federal taxation. The same 

trust may be affected by the gift, estate and the 

income taxes. Thus, in constructing a trust the 

draftsman has a difficult task. He must be 

thoroughly acquainted with the taxing provisions 

of the Acts not only as to the provisions that 

are applicable to trusts directly but also as to 

provisions which indirectly affedt the trust. 

He must also understand the law applicable to 

such provisions. Most importaht of all, through 

his familiarity with the various Revenue Acts 

and as a result of his study of the decisions 

arising because of such provisions in the tax 

laws, he must be able to visualize, in short, to 

prophesy to what extent the federal gift, estate 

and income tax laws will burden the trust and, 

too, what will be the reaction of the courts 

before whom a controversy is presented involving 

the applicability of the various tax provisions 

to the pr rather affecting the trust.
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It seems that, with respect to a trust 

for the purposes of the estate and the gift tax, 

its validity is determined by the law of the 

place or Jurisdiction of its creation. UUnder the 

income tax the above statement is in part correct. 

Usually, trusts are regarded as tax entities for 

the purpose of the Income tax. But is seems that 

this is not the case with respect to income 

from a revocable trust; income from an irrevocable 

trust which is held or accumulated for the future 

use of the settlor; and, income from an irrevoc

able trust which is used to pay the premiums ofi an 

Insurance policy taken out on the settlor’s life. 

So, under those conditions or circumstances, such 

trusts are disregarded and the income is required 

to be included in the net income of the settlor.

Inasmuch as the status of a trust depends 

upon the law of the Jurisdiction where it was 

created, a trust which derives its validity, 

that is, its existence from the laws of a foreign 

country, such a trust is considered, for income 

tax purposes, a nonresident entity and is only



subject to an income tax under the laws of the 

United States if such income is derived from 

sources within the United States.

In tax cases before the courts, one or two 

questions only are presented for the court to answer. 

Thus the courts are often called to decide the 

constitutionality of a taxing provision or in 

other instances must determine the construction 

of such provisions as affecting certain trusts.

The query as to the tax liability created 

resolves itself to two questions. One is, what is 

taxed, and the other is, who pays the tax. So under 

the estate and the gift taxeprDvisions, the query 

is, what is taxable?

Under the gift tax the following trusts 

are to be Included as gifts:

(1) Declarations of irrevocable trusts.

(2) The relinquishment or cancellation

of a power whether or not in contem

plation of death.

(3) Income from a revocable trust to a

beneficiary other than the settlor.

And under the estate tax these trusts
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are to be included, in the groga estates

(1) Irrevocable trusts under which the 

grantor retains either"a life interest 

or the right, either alone or in conjunc- 

with any person etc. to name or change 

the beneficiaries under the trust. In

applicable to trusts created before 

March 3, 1931.

(2) Irrevocable trusts proved to have been 

made in contemplation of death. Also,
A

such trusts declared within 2 years 

of the grantor’s death a presumed to 

be made in contemplation of death un

less the contrary is shown. Note that 

a gift tax attaches upon such trusts 

created in contemplation of death as 

well as an estate tax upon decedent's 

death. In such a case, a credit for 

the gift tax Is allowable under certain 

conditions.

(3) Revocable trusts, the power to revest

± title in the grantor remaining at his

death.

4



(4) Relinquishments of a power of revoc

ation in contemplation of death.

Are conclusively presumed to he so made 

if the cancellation occurs within 

two years of death. See section 401 

of the proposed Revenue Act of 1934 

where a rebuttable presumption 

is inserted instead- of the conclusive 

presumption.

Under the Income tax laws, the problem is who 

pays the tax. Thus, the fiduciary under a trust 

pays the tax if:

(1) The income is accumulated for un

born, unascertained, or persons with 

a contingent interest.

(2) ) The income which in ftis discretion

may either be distributed to the 

beneficiaries or accumulated for 

their benefit but which actually is 

neither distributed or credited to 

the beneficiary.

The beneficiary is liable for an income



tax when :

(1) The income is either paid or credited 

to him. It is immaterial that he does 

not actually receive such income 

during the taxable year.

The grantor pays an income tax in these 

instances:

(1) On income received from a revocable 

trust during the taxable year when 

such a trust is subject to a power 

which can possibly vest during the 

taxable year. He is also liable 

for such a tax from such a trust

fon income which other beneficiaries 

than himself receive.

(2) On income from an irrevocable trust 

which is:

(a) accumulated for his benefit; 
and

(b) income which is used to pay 

thepremiums of a life insur

ance policy taken out on his 

life.



It should be noted that the power to revoke 

either alone or in conjunction with any person 

’’not having a substantial adverse interest" is a phrase 

to be found in connection with trusts in the gift 

and income taxes and is not inserted in the estate 

tax provisions which retain the same old "in con

junction with any person not a beneficiary.

The amount to be included in the gift tax 

return is the value of the corpus at the time of the. 

settlor's death and, in the case of a trust said to 

have been made or a power relinquished in contemplation 

of death the value is not that amount transferred at 

the time of the gift but at the time of the settlor’s 

death. On the other hand, the value of the corpus 

of the trust taxable under the gift tax is that 

value aS of the date of the transfer by gift.

Returns of the tax due under the income tax are 

to consist of income which accrues to the taxpayer 

during the taxable year.

Under the gift tax, if the corpus consists 

of property, be it real or personalty, loaated out

side the United States, such property shall be



reached by the gift tax if the trust is created by 

a settlor who is either a resident or a citizen of 

the United States. ( The constitutionality of . 

such a power to reach personal property subject 

to a foreign Jurisdiction was sustained in U.S. v. 

Bennett, 232 U.S. 299, where the court applied, 

in effect, the maxim mobilia seouuntur personam. 

But in De Ganay v. Lederer, 250 U.S. 376, the court 

disregarded the said maxim as a mere fiction 

which ’’must yield to the facts and circumstances of
J

cases which reqire it." A tax was sustain on property 

loaated in the U.S. Such personal property belonged 

to a nonresident alien. Whether the court will use 

the same reasoning to sustain the taxation of 

foreign realty is problematical. There are no consti

tutional limitations preventing the imposition 

of a tax on such property belonging to a citizen 

with the sole exception of the due process clause of 

the Fifth Amendment.)

It should be borne in mind that the rate 

of the gift tax is equal to three-fourths of the 

rate under the estate tax. Trusts under the income 

tax are taxed or subject to the same rates and
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surtaxed lire individuals. An exemption of §1,000 is 

allowed under the Income tax to the trust but no 

deducations can be claimed for dependents.

V. Conclusion.

The federal tax laws are being reinforced

from time to time in auch a fashion that the settlor 

sole basfeefor using the trust to save taxes is to 

juggle his transfers and incomes so as to escape 

some of the higher brackets under the gift and estate 

tax laws and the surtax under the Income tax.

The enactment of the gift tax has dealt

a body blow to those who sought to evade or escape

a tax liability through the use of legal and 

perfectly Just means to effectuate such a result.

The consequence of the gift tax is that if the govern

ment falls to establish that a trust was created In 

contemplation of death, it can fall back on the 

gift tax provisions and tax the transfer as a gift.

The law of the income tax, the estate tax,

and the gift tax is not yet moreethan a little of 

twenty years and the controversies that the 

courts have been called upon In thses years to
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either sustain the tax as applying to a certain trust 

or reject the tax liability which the government 

contends affect the trust have steadily grown in 
number that the courts are virtually handing down 

decisions from day to day in such matters.
It's a great battle, this fight between the 

U nited States and the settlor of a trust. The United 

States has many a time squelched such a taxpayer, 
but, neyertheless, he comas back with some new 
device which is successful for a time, but which finaly 
provided the federal government a new means for 

strngthening its taxing provisions so as to embrace 

as nearly as is possible every transfer and every incme 

which the statutes in bold letters demand that a 

tribute be exacted therefrom. It appears as though 
the trustswill soon stand up in the arena of taxation 

and proclaim to the nation, like the gladiators 
of ancient Roman and say|

"We who are about to die salute you."
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