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In the first ten months of 1960, approximately fifty-five decisions
dealing with estate tax questions were handed down by the district
courts, the courts of appeals and the Supreme Court. Some of these
decisions dealt with issues which turned on their individual facts and
have no great importance as precedents; others dealt with problems
which may be of substantial significance in estate planning and in the
administration of the estate tax law. The 1960 decisions dealing with
the following selected problems restate some of the basic principles
of estate tax law.

I. CONSTITUTIONALITY OF THE ESTATE TAX AS APPLIED TO
INSURANCE PROCEEDS.

The only estate tax decision by the Supreme Court in 1960 upheld
the constitutionality of the “premiums paid” test for including insurance
proceeds in the decedent’s gross estate. In United States v. Manufac-
turers Nat'l Bank,' the decedent took out four insurance policies on his
life some time prior to 1936. On December 18, 1936, he assigned the
policies to his wife but continued to pay the premiums on them until
he died on July 15, 1954. After his death the insurance company retained
the proceeds for the benefit of his family pursuant to a settlement option
selected by his widow. In auditing the estate tax return the Internal
Revenue Service included in the taxable gross estate the portions of the
proceeds attributable to the premiums which he paid after January 10,
1941. This was a date fixed by section 404(a) of the Revenue Act
of 1949 all proceeds of insurance receivable by other beneficiaries
than the estate and attributable to premiums paid directly or indirectly

1 The views expressed herein are those of the author and do not necessarily repre-
sent the views of the Department of Justice.

? See Contributors’ Section, p. 87, for biographical data.

1863 U.S. 194 (1959).

256 Stat. 798, 945 (1942).
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by a decedent after this date were to be included in his gross estate
regardless of whether the decedent possessed any of the incidents of
ownership of the policy.?

The estate sued for the refund of the estate tax attributable to
including the insurance proceeds in the gross estate, alleging that the
statute as applied by the Service was unconstitutional in that it vio-
lated article I, section 9 of the Constitution which requires all direct
taxes to be apportioned among the states according to population. The
district court sustained the estate, holding that the statute applied a
direct tax which had not been apportioned. The court reasoned that
the tax was a direct one because the decedent had retained none of
the incidents of ownership of the policies and, consequently, made no
transfer of property at his death.*

The Supreme Court, on direct appeal from the district court, re-
versed the district court’s decision. The Supreme Court stressed the
fact that the estate tax from its inception has been laid upon “the trans-
fer of the net estate of every decedent.” The Court reasoned that if a
transfer occurred the tax was clearly constitutional without apportion-
ment because a tax on a transfer has always “been treated as a duty
or excise, because of the particular occasion which gives rise to its levy.”
The court decided that the term “transfer” is broad enough to include
the purchase of property through expenditures by the decedent with
the purpose, effected by his death, of having it pass to another” The
Court found that a transfer began when the premiums were paid and
was completed when the rights of the beneficiaries matured on the
death of the decedent. Congress can impose an estate tax on inter vivos
transfers looking toward death;?® it follows that it can impose a tax
on the final step in the ripening at death of rights paid for by the
decedent and such a tax is not a direct tax.

Basic to the Court’s conclusion that the tax was constitutional was
its analysis of the nature of a life insurance policy. The purchase of a

3 Int. REV. CoDE OF 1939, § 811(g)(2). InT. REV. CoDE OF 1954, § 2042, aban-
dons the payment of premiums test and applies only the incidents of ownership test.

4 Manufacturers Nat'l Bank v. United States, 175 F. Supp. 291 (D. Mich, 1959).
The court relied heavily upon the reasoning of cases holding that a tax lien arising
prior to a decedent’s death does not reach the proceeds of his insurance because he
had no property interest in the proceeds during his lifetime. United States v. Bess,
857 U.S. 51 (1958); Tyson v. Comm™, 212 F.2d 16 (6th Cir. 1954); Stern v.
Comm’r, 242 F.2d 822 (6th Cir. 1957).

5 Compare InT. REV. AcT oF 1916, § 201, 39 Stat. 756, 777 (1918), with InT.
Rev. CopE oF 1939, § 810. Section 2001 of the 1954 Code substitutes the word “net”
in this provision.

¢ Knowlton v. Moore, 178 U.S, 41, 81 (1900); New York Trust Co. v. Eisner, 258
U.S. 345, 349 (1921) (citations by the court).

7C§1ase Nat’l Bank v. United States, 278 U.S. 327, 837 (1929) (citation by the
court).

8 Milliken v. United States, 283 U.S. 15 (1931) (gifts in contemplation of death).
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life policy creates by a single contract two kinds of rights: proceeds
rights in the beneficiary and policy rights in the owner of the policy.
The proceeds rights are expressed in terms of the face value of the
policy. The policy rights, which almost always have a value less than
the value of the matured proceeds rights, are usually incidental to the
main object of the policy.” The Court pointed out that if the insured
possesses no policy rights there can be no transfer of such rights at
death. But the Court found that the death of the decedent matured
in the beneficiary a right to the proceeds of the policy; the death of the
insured was the generating source of the full value of the proceeds
even though the decedent at his death possessed none of the policy
rights, This event was sufficient to support the tax as an indirect tax
on the transfer.'

Although the “premiums paid” test for applying the estate tax
has been abandoned, this decision is not without significance. It re-
solved a conflict among the circuits on the constitutionality of the
“premiums paid” test for the taxability of the proceeds of life insur-
ance."' It gave the Cowrt an opportunity to restate its historic position
on the constitutional base for the estate tax. And the Court’s analysis
of the nature of an insurance transaction will provide guides for the
future administration of the tax laws insofar as they make insurance
an object of taxation.

II. Stock DiviDENDS AND THE ESTATE Tax.

Two decisions of courts of appeals handed down in 1960 have dealt
with the effect of stock dividends on estate tax liability. In Schlosser
v. Comm’r,? the decedent’s estate elected pursuant to section 811(j)
of the Internal Revenue Code of 1939 to value the property to be
included in the gross estate as of one year after the decedent’s death.
The gross estate included some of the stock of the Sun Oil Company
on which a stock dividend and a cash dividend were declared and paid
during the intervening year. The question in the suit was whether this
stock dividend should be included in fixing the value of the decedent’s
gross estate.

? See the discussion in Schwarz v. United States, 170 F. Supp. 2 (E.D. La. 1959)
and Comm’r v. Chase Manhattan Bank, 259 F.2d 231 (5th Cir. 1958).

10 The Court stated that its analysis of the taxable event made it unnecessary to
consider United States v. Bess, 857 U.S. 51 (1958), and similar cases. In answer to
a due process of law argument based on the fifth amendment to the Constitution,
also relied upon by the estate, the Court held that the policies did not mature until
after the effective date of § 811(g)(2)(A) and, consequently, the statute did not
operate retroactively.

11 Compare Kohl v. United States, 226 F.2d 881 (7th Cir. 1955), with Estate of
Loeb v. Comm’r, 261 F.2d 232 (2d Cir. 1958), and Schwarz v. Comm’r, 170 F. Supp.
2 (E.D. La. 1959).

12977 F.2d 268 (8d Cir. 1960).

13 Similar to InT. REV. CoDE OF 1954, § 2032,
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- The court of appeals held (and the Government conceded) that
the cash dividend was not properly includible in the year-end valuation
of the gross estate. The cash dividend clearly represented income
taxable to the estate as such but not subject to the estate tax as a part
of the gross estate of the decedent.* The court held, however, that
the stock dividend should be included in the gross estate because the
ownership rights embodied in the larger number of certificates held
by the estate after the stock dividend had been received were iden-
tical with the rights represented by the original stock. The stock divi-
dend merely changed the form of the estate’s investment in the corpo-
ration. To the estate’s argument that some of the surplus which was
capitalized by the distribution of the stock dividend was income during
the intervening year, the court stated that the accumulated and undis-
tributed earnings, in the absence of a stock dividend, would have
increased the value of the original stock as of the optional valuation
date; consequently, the economic advantage of the corporation’s earn-
ings to the stockholder, whether viewed before or after their translation
into a true stock dividend, could not be regarded as vesting any new
property in the stockholder. The court was careful to point out that
the case involved a true stock dividend; it was not a dividend which
changed the proportionate ownership of the stock in the corporation.'

The character of stock dividends was considered in a different
context in Tuck v. United States.® George Tuck died on August 22,
1952, leaving, among other assets, stock in a corporation which was
jointly held by himself and his wife. This stock, once owned individ-
ually by Mr. Tuck, had been transferred to Mrs. Tuck and then re-
transferred by her to Mr. Tuck and herself as joint tenants. While she
held the stock individually a stock dividend was declared on it, Sec-
tion 811(e) (1) of the Internal Revenue Code of 1939 provided that
the gross estate of a decedent shall include the value of all property
held in joint tenancy, except such part thereof as may be shown to
have “originally belonged” to the other joint tenant and never to have
been received from the decedent for less than an adequate and full
consideration in money or money’s worth. The question was whether
the shares of stock received by Mrs. Tuck as a stock dividend while
she individually held the original stock “originally belonged” to her
within the meaning of section 811(e)(1).

The Court for the Ninth Circuit held that the stock acquired as
a stock dividend was not stock which “originally belonged” to Mrs.

14 See Maass v. Higgins, 312 U.S. 443 (1941).

15 Compare Koshland v. Helvering, 298 U.S. 441 (1936) and Helvering v. Grif-
fiths, 818 U.S. 371 (1943).

16'60-2 U.S. Tax Cas. 1 11968 (9th Cir. 1960).

17 Similar to Int. REv. CoDE oF 1954, § 2040.
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Tuck and, consequently, had to be included in George TucK’s estate.
The court explained that the term “originally belonged” as used in sec-
tion 811(e)(1), did not refer to a concept of technical physical owner-
ship but contemplated an inquiry as to whether the decedent supplied
the funds used to acquire the jointly-owned property — whether owner-
ship of the property is traceable to an outlay of funds which were in
the first instance the decedent’s own.”® With this purpose of section
811(e)(1) in mind, the court proceeded to describe the nature of a
stock dividend, as follows:
A share of stock is itself a worthless piece of paper. Its value rests
solely in that it represents ownership of a certain fraction of the
corporation which issued it, with the rights attached to that owner-
ship. Thus if a person owns one of the only two outstanding shares
of stock issued by a corporation, this entitled him to one half of any
dividend, one half of the net assets should the corporation be
liquidated, and one half of the votes in any shareholder action. If
the corporation then declares a six-for-one stock dividend, this
stockholder will own seven of fourteen shares instead of one of two,
but these seven shares represent exactly the same ownership interest
and the same rights to vote and receive dividends and assets distri-
butions that the one share represented immediately before the divi-
dend. “What has happened is that the plaintiff’s old certificates
have been split up in effect and have diminished in value to the
extent of the value of the new.” Eisner v. Macomber, 252 U.S. 189,
203 (1919). The new and old shares together represent the same
value — the same proportional interest in the corporate proper-
ties — that had been before represented by the old alone.’

On the basis of this analysis the court concluded that the stock divi-
dend did not qualify for the exception in section 811(e)(1).%

Both the Schlosser and Tuck opinions mentioned another recent
decision which dealt with stock dividends in a stll different context.
In McGehee v. Comm’r,® a gift of stock by the decedent was found to
have been made in contemplation of death. The question was whether
in computing the estate tax liability there should be included in the
gross estate stock dividends which were declared on the stock and
which represented a capitalization of earnings accrued subsequent to
the gift. The court acknowledged that the statute contemplated that
the value of the gift was to be fixed as of the date of the death of the
decedent but pointed out that the statute referred to transfers made
by the decedent. The court concluded that the stock dividend was

18 See Stuart v. Hassett, 41 F. Supp. 905 (D. Mass. 1941); Bowditch v. Comm’r,
23 B.T.A. 1266 (1931).

12 Tuck v. United States, supra note 16, at 78,378.

20 See also English v. United States, 270 F.2d 876 (7th Cir. 1959) (whether ade-
uate and full consideration); Duncan v. United States, 247 F.2d 845 (5th Cir. 1957)
whether stock was community or separate property).

21 960 F.2d 818 (5th Cir. 1958).
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not transferred by the decedent and, in fact, could not have been
transferred by him because it represented a capitalization of earnings
accrued subsequent to the date of the gift. Consequently, the court
decided that the stock dividend should not be included in the deced-
ent’s gross estate. The court expressed no view as to whether its con-
clusion would have been the same if the stock dividends had not rep-
resented a capitalization of earnings accrued subsequent to the date
of the gift.

The reasoning of the Schlosser and Tuck decisions is based on
Eisner v. Macomber,” which held that a dividend in common stock paid
on common stock did not constitute income wihin the meaning of the
sixteenth amendment, chiefly for the reason that income had not been
severed from capital, or realized by such a distribution. Numerous re-
finements of the stock dividend rule have been adopted by the courts
in determining income tax liability.® And section 305 and supple-
mentary provisions of the Internal Revenue Code of 1954 now lay
down statutory rules for applying the income tax to stock dividends.
These 1960 estate tax decisions leave open the question whether these
refinements will be carried over into the estate tax field. These recent
decisions suggest the importance of the precise language (as in Mec-
Gehee®), the objective of the statutory plan (as in Tuck®) and, in
appropriate cases, the rule of applicable state law (as in Duncan?).

III. Errecr or StaTE CoUuRT DECREES ON ESTATE TAX LIABILITY.

What effect does the decree of a state court in a proceeding in
which the United States is not a party have upon the determination
of questions which control the liability of a taxpayer for estate taxesP
Two cases decided in 1960 illustrate the problem.

In Beecher v. United States,” John Geary procured a divorce from
his wife in 1933 but the divorce decree, obtained in Japan, did not
settle their property rights. He and his former wife finally settled a
long dispute over their property by signing an agreement in 1937 which
obligated him to leave one quarter of his estate to each of their two
children. He died in 1948 leaving a will which made this provision
and his executors filed an account in the orphans court in Pennsylvania
showing that the two sons had been paid. A question then arose whether
the two sons were paid as legatees or creditors and the judge of the
orphans court approved an account and filed an opinion holding the
two sons were creditors. The Court of Appeals for the Third Circuit,

22952 U.S. 819 (1920).

2 See, e.g., Koshland v. Helvering, 298 U.S. 441 (1936); Helvering v. Sprouse,
318 U.S. 604 (1943); Helvering v. Gowran, 302 U.S. 238 (1937).

24 McGehee v. Comm’r, supra note 21.

25 Tuck v. United States, supra note 16.

2 Duncan v. United States, supra note 20.
27280 F.2d 202 (8d Cir. 1960).
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in a suit for the refund of an estate tax deficiency collected on the
basis of treating the claims of the two sons as claims of legatees rather
than creditors, agreed with the orphans court on the merits but based
its decision on the ground that the decree of the orphans court was con-
clusive. The court relied heavily upon its earlier opinion in Gallagher
v. Smith,?® discussed below.

In First National Bank of Montgomery v. United States,” the de-
cedent (whose estate was being taxed) and her husband were divorced
in 1938, one month before he died. His will, which had been executed
before the birth of their only daughter, had left his estate to the decedent.
The decedent had offered the will for probate and had taken posses-
sion of the estate of her ex-husband. She had mingled the property
with her own assets and collected all the income from the property
but she had not closed the administration of her deceased husband’s
estate. On March 16, 1953, she died leaving all of her property to
their daughter. Her executor filed a proceeding in a state court alleg-
ing that she had renounced her husband’s will and that the will was
invalid, with the result that his property passed directly from him to
her daughter. The local court held that the decedent did not acquire
her husband’s estate. In a refund suit raising the question whether
the husband’s property was properly includible in the decedent’s estate,
the district court held that the husband’s will was valid and that the
state court decree to the contrary was not controlling. The court stated
that the decree, entered in a non-adversary proceeding, might be bind-
ing upon the parties but that the estate tax consequences were left
exclusively to the federal courts. This case is now on appeal to the
Court of Appeals for the Fifth Circuit.

In these two cases the courts reached opposite conclusions on the
effect of the state court decrees. There are factual differences in the
two cases but the opinions disclose an inconsistency in the approach
of the several courts to this problem. And that inconsistency has its
roots in earlier decisions.

The Supreme Court has twice considered this problem of the effect
of state court decrees on federal tax liability and in each case has held
the state court decree controlling. Freuler v. Helvering,*® and Blair v.
Comm’rd Freuler involved a statute which was construed to make any
state court decree interpreting a pertinent trust instrument conclusive.
Blair involved a court decree construing a trust instrument to permit an
assignment of an interest in the income thereof by the beneficiary. The

28 993 F.2d 218 (3d Cir, 1955).
29176 F. Supp. 768 (M.D. Ala. 1959).
%991 U.S. 35 (1934).

31300 US. 5 (1987).
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Court said that the trustees were “entitled to seek the instructions of
the court having supervision of the trust.™ In both cases the Court
examined the facts and held that the proceedings in the state court
leading to the disrupted decree were not collusive.

These Supreme Court decisions, now more than twenty-three years
old, have been followed by numerous “seemingly conflicting court of
appeals cases.”™ One of the most controversial of these decisions is
Gallagher v. Smith,3* written by the same court that decided the Beecher
case.® There the court held that a state court decree which confirmed
a disclaimer by a beneficiary of a trust of past, present and future
earnings was conclusive for the purpose of determining income tax
liability. In so holding the court enunciated three guiding principles
which it said should be followed in evaluating the effect of state court
decrees on federal tax liability:

1. Where the federal statute specifically provides that a federal
criterion will control as to the taxability of income or property or the
allowability of deductions, state court decrees will not control.®

2. Where the state court decree relates to a collateral fact or
question of law involved in the tax suit, it is not controlling.

3. Where the Congress has made the operation of tax law de-
pendent on state law, the state court judgment must be given con-
trolling effect regardless of whether it was entered in a non-adversary
proceeding unless it was obtained by fraud. The court stated that since
such a decree is binding on the parties the federal court should not
make an independent examination of the state law.

As to this third principle the court, in the Beecher opinion, pointed
out that section 812(b)(8) of the Internal Revenue Code of 1939%
allows a deduction of such amounts for claims against the estate “as
are allowed by the laws of the jurisdiction . . . under which the estate
is being administered,” and then stated:

In Gallagher v. Smith, 223 F. 2d 218 (C.A. 3d), this court with
all the judges participating, held that where “Congress has made the
operation of the tax law . . . wholly dependent upon state law . . .
the state judgment must be given conclusive effect in determining

federal tax liability,” provided that the state court “has adjudicated
the rights of all parties claiming interests in the income or property

327d, at 10.
33 Merchants Nat’l Bank & Trust Co. v. United States, 246 F.2d 410 (7th Cir.

1957).

34993 F.2d 218 (3d Cir. 1955).

35 Beecher v. United States, supra note 27.

36 Illustrative of this principle the court cited First Mechanics Natl Bank v.
Comm’x, 117 F.2d 127 (3d Cir. 1940) and Goodwin’s Estate v. Comm’, 201 F.2d
576 (6th Cir. 1953). See also Morgan v. Comm’r, 309 U.S. 78 (1940).

37 Similar to Int. REV. CoDE OF 1954, § 2058,
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in question and that it had jurisdiction to do so”. This is true even
though the state proceedings were non-adversary.*®

The first two principles enunciated by Gallagher v. Smith* are con-
sistent with the decisions of other courts. The third criterion, how-
ever, appears to be a departure from previously accepted principles
in two major aspects: in holding that the state court decree, even
though entered in a non-adversary proceeding, is decisive, and in limit-
ing the situations in which state court decrees will not be given effect
to cases involving fraud in the procurement of the decree.

Most of the courts have started with the basic premise that the
legal rights and interests of the parties are created and determined by
state law and the manner in which and the extent to which such rights
and interests or their transfer will be subjected to the federal tax is
determined by federal law.# The problem in each case in which state
law is relevant is to seek evidence of what is the rule of state law. Evi-
dence of the rule of state law may be found in the statutes and court
decisions of the state. At least in some jurisdictions, expert testimony
on state law may be considered.® Since it is state law-—not the
decree or order of a court as in the Freuler case,”? which is controlling,
the court must then apply the state law.

If a decree has been entered in a state court deciding the precise
issue which is involved in the tax suit, it is evidence which must be
considered® It is only evidence, however, since it is state law rather
than a decree that controls.** If the state court decree is shown to have
been entered in a non-adversary proceeding or as a result of collusion
of the parties, it has usually not been treated as controlling the issues
before the court in the tax case®® I, on the other hand, the state
court decree which decided the merits of the contested point was en-
tered in a proceeding which was adversary and which was not collusive

38 Beecher v. United States, supra note 27, at 203-04.

39 Supra note 34.

40 Morgan v. Comm’r, 309 U.S. 78 (1940); Helvering v. Bullard, 303 U.S. 297,
300 (1938); Lyeth v. Hoey, 305 U.S. 188 (1938); Helvering v. Safe Deposit &
Trust Co., 316 U.S. 56 (1942).

41 See, e.g., Clark v. United States, 180 F. Supp. 696 (D. Me. 1960). In some cases
the decree relied upon to establish the disputed rights has not dealt with the precise
issue in the tax case and has, consequently, been disregarded. See, e.g., Duncan v.
United States, 247 F.2d 845 (5th Cir. 1957).

42Freuler v. Helvering, supra note 30.

43 Channing v. Hassett, 200 F.2d 514 (1st Cir. 1952).

44 As stated above, the Supreme Court in the Freuler case was careful to point out
that the tax statute contemplated that a court order, if one had been entered, would
control the applicability of the statute there involved. -

45 See, e.g., Newman v. Comm’r, 222 F.2d 131 (9th Cir. 1955); Wolfsen v. Smyth,
293 F.2d 111 (9th Cir. 1955); Saulsbury’s Estate v. United States, 199 F.2d 578 (5th
Cir. 1952); In re Sewell’s Estate, 151 F.2d 765 (5th Cir. 1945); Merchants Nat’l
Bank & Trust Co. v. United States, 246 F.2d 410 (7th Cir. 1957); Loggie v. Thomas,
152 F.2d 636 (5th Cir. 1946).
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in the special sense discussed below, it will usually be regarded as
controlling.*

Other courts of appeals have also taken the position that fraud
need not be established to render a state court decree non-operative and
that “collusive” in this context has a “limited and special”” meaning,
By “collusive” the courts have explained that they do not mean to
imply fraudulent or improper conduct but simply that all interested
parties agreed to the order and that it was apparently to their tax
advantage to do so; that no genuine issue of fact or law was decided
in a bona fide controversy; or that the decision was one that was desired
and sought by all the parties to the alleged controversy.®® It is recog-
nized that estoppel, laches or acceptance of the benefits of the decree
may affect the rights of the parties but it is usually held that such a
decree cannot determine liability for federal taxes.”” The reason is that
a state court decree which has been obtained without an objective con-
sideration of the merits of a disputed issue does not necessarily repre-
sent a reliable expression of the state law, and it is state law that Congress
has said shall be controlling in these situations.

Under this definition, what evidence is important in determining
whether the state court proceeding was collusive? Among the items
of evidence that have been considered are these: whether the parties
were represented by counsel at all stages in the court proceedings;
whether there was a close relationship among the parties;® whether
the pleadings indicate that there was a bona fide controversy; whether
the timing of the suit indicates that it was instituted merely to make
a tax record;® whether there was oral argument in the state court
proceedings;* whether the state court decree was appealed;* the level
of the state cowrt entering the decree;* whether the circumstances which
led to the filing of the state court proceeding indicate that the parties
joined in the submission of the issues to the state court and sought a

46 Broderick v. Gore, 224 F.2d 892 (10th Cir. 1955); Pitts v. Hamrick, 228 F.2d
486 (4th Cir. 1955).

47 Newman v. Comm’r, 222 F.2d 181 (9th Cir. 1955).

48See, e.g., Newman v. Comm’r, 222 F.2d 131 (9th Cir. 1955); Saulsbury v.
United States, 199 F.2d 578 (5th Cir, 1945).
(lg4seeswell v. Comm’r, 151 F.2d 765 (5th Cir. 1945), cert. denied, 327 U.S, 783
19;‘371\)/Ierchants Natl Bank & Trust Co. v. United States, 246 F.2d 410 (7th Cir.

51 Estate of Rainger v. Comm’r, 183 F.2d 587 (9th Cir. 1950).

52 Eisenmenger v. Comm’r, 145 F.2d 103 (8th Cir. 1844).
c 53 ?gi%n) v. Comm’, 7 T.C. 263, 274 (1948) affd per curiam, 168 F.2d 994 (6th

ir. .

54 Estate of Carey v. Comm’™, 9 T.C. 1047, 1052 §1947), aff'd per curiam sub.
nom. Merchants Nat'l Bank v. Comm’r, 168 F.2d 400 (3d Cir. 1948).

55 Kelly Trust v. Comm’r, 8 T.C. 1269 (1947), rev’d, 168 F.2d 198 (2d Cir. 1948).

% Brainard v. Comm’, 91 F.2d 880 (7th Cir. 1937).
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decision which would adversely affect the tax rights of the federal gov-
ernment,” and other similar factors.

The growing cleavage among the courts indicates that further con-
sideration of this problem by the Supreme Court is in order or that
some legislative treatment is needed in order to re-establish uniformity
in the standards applied in determining the effect of state court decrees
on federal tax liability.*

IV. Jomnt WL CoNTAINING POWER OF APPOINTMENT.

The case of Phinney v. Kay® involved the application of the estate
tax to property transmitted by a joint will. In 1943 Mrs. Sarah XKay and
her husband, Max Kay, executed a joint and mutual will. The will
provided that the survivor should have all the estate during his or her
life and upon the death of the survivor any of the estate remaining
was to be divided among their children. The will expressly provided
that the estate was “to be used, occupied, enjoyed, conveyed and ex-
pended by, and during the life of such survivor as such survivor shall
desire”. Mr. Kay died in 1948 and Mrs. Kay probated the joint will
and qualified as executrix. At that time all of the assets owned by the
parties were community property.

In 1952, Mrs. Kay died and the joint will was probated as her will.
Her executors filed an estate tax return reporting as her gross estate
Mrs. Kay’s one half interest in the former community property. The
Internal Revenue Service determined that the whole of the community
property should be included in the estate and collected a deficiency
on the ground that she had a taxable power of appointment over the
whole estate within the meaning of section 811(f)(2) of the Internal
Revenue Code of 1939.° This section requires the inclusion in the
decedent’s gross of property “with respect to which the decedent has at
the time of his death a general power of appointment created after
October 21, 1942.”

The estate then sued for a refund of all the estate tax that had
been paid, alleging that Mrs. Kay, by electing to take under the joint
will had exchanged her fee interest in the community property for a
life estate in all the community property. The result, according to the
estate, was that no property was transmitted at her death and no
estate tax was incurred.®! The estate denied that Mrs. Kay had a gen-
eral power over the estate and alleged that she had only a special
power limited to the right to invade the corpus for her health, sup-

57 Newman v. Comm’, 222 F.2d 131 (9th Cir. 1955).

58 For some suggested solutxons, see Colowick, The Binding Effect of a State Court
Decision in a Subsequent Federal Income Tax Case, 12 Tax. L. Rev. 2

2975 F.2d 776 (Sth Cir. 1960).

€0 Similar to InT. REv. CopnE oF 1954, § 2041.

61 Compare the reasoning of Comm’r v. Siegel, 250 F.2d 339 (9th Cir. 1957).
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port and maintenance in accordance with her accustomed standard of
living. The district cout sustained the estate’s contentions and ordered
a refund of the tax.

The Court of Appeals for the Fifth Circuit reversed the decision
of the district court and held that, regardless of what property passed
under the will, Mrs. Kay was given a power to dispose of the entire
estate which amounted to a taxable general power of appointment.
Her power over her former husband’s interest in the community estate
was as extensive as her power over her half of the community estate;
accordingly, the whole of the community property was properly in-
cluded in her gross estate for estate tax purposes. Her authority to
dispose of the corpus and income was not limited by an external stand-
ard; she had unlimited and unquestioned authority to dispose of the
property and such authority constituted a general power of appoint-
ment within the meaning of section 811(f) of the Internal Revenue
Code of 1939.

One difficulty with the Government’s position was that section
811(f) has been interpreted by the Treasury Regulations to refer to
donated powers rather than to reserved powers.? The powers held
by Mrs. Kay could be described as donated powers only if the joint
will when probated as Mr. Kay’s will was effective to transmit the en-
tire community estate. It seemed clear, however, that the joint will
did not undertake to dispose of her interest but recognized her title to
it and her capacity to dispose of it. Only his interest in the community
estate was transmitted by the will when it was probated as his will.®®

To meet this problem in logic the Government contended that
Mrs. Kay’s one-half interest was includible in her gross estate under
section 811(a) of the Internal Revenue Code of 1939,% which calls for
inclusion in the gross estate of all property, real or personal, to the
extent of the interest therein of the decedent at his death. Alternatively,
the Government contended that her interest in the community property
fell within the gross estate under section 811(c) of the Internal Rev-
enue Code of 1939 which provides for the inclusion of inter vivos trans-
fers of property where the transfer was made after March 3, 1931 and

€2 See Treas. Reg. 105, § 81.24, as amended, T.D. 6078, 1954-2 Cum. BurL. 288,
For a comparison of the rule as to powers of appointment in marital deduction trusts,
see May v. Comm’, 60-2 U.S. Tax Cas., T 11976 (1960); Pipe’s Estate v. Comm'r,
241 F.2d 210 (2d Cir. 1957); Comm’. v. Ellis Estate, 252 F.2d 109 (8d Cir. 1958).

63 Compare McFarland v. Campbell, 213 F.2d 855 (5th Cir. 1954) and Chase Man-
hattan Bank v. United States, 259 F.2d 231, 239-44 (5th Cir. 1958), cert. denied,
859 U.S. 913 (1959).

44 Similar to INT. Rev. CopE oF 1954, § 2033. See McFarland v. Campbell, 213
F.2d 855 (5th Cir. 1954). Cf. Estate of Garber v. Comm’, 271 F.2d 97 (S(i Cir.
1959); Awtrey’s Estate v. Comm’r, 221 F.2d 749 (8th Cir. 1955).



1961] 1960 ESTATE TAX PROBLEMS 13

the decedent retained the income for life.’> The court, however, dis-
regarded this technicality and held that she had a power of appoint-
ment over all the property which required its inclusion in the gross
estate.

Some of the sharpest litigation of recent years has involved the
interpretation or construction of joint and mutual wills.®* Many of the
perplexing problems raised by this litigation have not been authori-
tatively decided. The court of appeals in the Kay case said that from
these cases “it would be possible to cite doctrine or dictum to support
almost any position one might wish to take relative to the construction
of such a will™ Many estate tax problems hinge on these uncer-
tainties because the law of the particular state, of course, controls the
character and extent of property rights passed by a will¥® These un-
certainties magnify the problems of ascertaining for estate tax pur-
poses in the case of joint wills whether powers given a beneficiary are
general or special, whether transfers were intended to take effect at
or after death, whether income for life has been retained, and similar
questions.

65 Similar to Int. REv. CoDE oF 1954, § 2038. Cf. Scofield v. Bethea, 170 E.2d
934 (5th Cir. 1948), cert. denied, 336 U.S. 944 (1949).

¢ See Young, Doctrinal Relationship of Concerted Wills and Contracts, 29 TExAs
L. Rev. 439; Eagleton, Joint and Mutual Wills, 15 CorneLr L. Rev. 858; Goddard,
Mutugl Wills, 17 Mica. L. Rev. 677.

¢7 Phinney v. Kay, supra note 59, at 778-79.

68 Helvering v. Stuart, 317 U.S. 154 (1942).



