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THE PRUDENT MAN: CHARGE AND SURCHARGE
By

DAvID BROFMAN

David Brofman is Judge of the Denver
County Court. He received his LL.B. degree trom Westminster College of Law in
1929, served on the Denver District Attorney's staff, and held a high administrative position in the federal government. In
1948, Judge Brofman was appointed presiding judge of Denver's Municipal Courts.
In 1951, he was appointed County Judge.
He has since been elected to two four
year terms in that office. Judge Brofman
is President of the Colorado Mental Health
Association, Post President of the Colorado Association of County Judges, a director of the Legal Aid Society, a member
of the Colorado Bar Association Board of
Governors, a member of the A.B.A. Committee on Probate Procedure, and an ac-

tive officer of member of many other
charitable, civic and professional organizations.

The events of the past several months as reflected by the financial
pages of the various news media have focused the attention of the county
court on the so-called prudent man investments statute,1 enacted in 1951
following the amendment of article V, section 36, of the Colorado Constitution, in the 1950 general election. 2 Since that time, the legislature
has been permitted to enact laws prescribing types or classes of investments of funds held by executors, administrators, guardians, conservators and other trustees, where the power of investment is not set out in
the instrument creating the trust.
For many years prices on the stock market have been on the rise
generally. For the first time since the enactment of the aforesaid act,
the market has taken a severe downward reaction. In the meantime,
there have been relatively few applications to the county court for orders
approving investments on the part of fiduciaries of estates. Now that
the market has dropped, it is expected that the number of such applications, as well as requests for rulings on the propriety of investments
already made, will increase. This presents the question of whether the
court should sign an order approving an investment prior to the actual
investment or whether it is the burden of the fiduciary to exercise his
own judgment without the protection afforded by prior approval by
the court, keeping in mind the provisions of the prudent man act.
The history of the prudent man rule has been long and the application of the rule has varied considerably among the several states. The
first pronouncement of the rule in the United States was made in Massachusetts in 1830 in a decision' which turned out to be the grandfather
1 Colo. Rev. Stat. §§ 57-3-1 to 57-3-6 (1953).
2November 7, 1950.
3 Harvard College v. Amory, 26 Mass. 446, 461

(1830).
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of the present clay prudent man investment statutes and decisions which
prevail in the majority of the states. Of this group, fifteen of the states
have enacted prudent man investment statutes similar to the Colorado
statute,4 seven have adopted limited prudent man acts,' and several
others have the rule by virtue of judicial decisions. Needless to say, the
acts vary from state to state both in the matter of court approval and in
the applicability of the statutes to the estates involved and the types of
investments permissible. Nevertheless, the language adopted by the
legislature or by the court in each of these states bears marked resemblance to the Massachusetts decision mentioned.
The first appearance of the words "prudent man" in a Colorado
decision seems to have occurred in the 1899 case In re Thomas' Estate,'
which involved the investment of funds in an incompetent's estate. In
1922, the Colorado court again used the words "prudent man" as a guide
in In re Macky's Estate.7 In that case the court, in referring to the duty
of an executor to secure interest on funds in his hands during a long
delay before settlement, said:
"The rule is that it is the executor's duty, with reference to
investments, to treat the funds in his hands as an ordinarily
prudent man would treat his own; otherwise he is guilty of
negligence; he has wrapped his talent in a napkin and hidden
it in the earth and will be surcharged with what he ought to
have gained."'
In this decision the court relied on the Thomas case as authority
for other points involved, but it made no mention of that case in regard
to the prudent man rule.
Prior to the adoption of the present investment statute, Colorado
was one of several states which had enacted a "legal list" of types of
investments in which fiduciaries were permitted to invest funds belonging to estates.' Of course, the list did not include stocks and bonds of
private corporations due to the constitutional prohibition prior to
1950."° The statute specifically provided for preinvestment approval by
the court in cases of investments in certain bond issues, first mortgages
and real property under lease. This statute was repealed by the law
enacting the prudent man investment act as to all fiduciaries except
those who represent beneficiaries of the Veterans Administration. 1 In
addition, the 1951 act contained a general repeal section which, in some
quarters, is believed to have effectively made the prudent man act paramount law in all cases where fiduciaries acquire, invest, reinvest, exchange, retain, sell and manage any property, real, personal or mixed,
whether other provisions relating to the same are in the statutes or not.
However, this view is somewhat complicated due to the recodification
of the laws with a single
effective date for everything included in the
12
1953 revised statutes.
Thus it is that today we have a statute on the books prescribing
4 Arkansas, Delaware, Florida, Idaho, Illinois, Kansas, Maine, Mississippi, Nevada,
New Mexico, Oklahoma. Oregon, Tennessee, Utah, Washington and Colorado.
5 Alabama, Connecticut, Kentucky, Michigan, New Jersey, Pennsylvania and West
Virginia.
6 26 Colo. 110, 56 Pac. 907 (1899).
7 73 Colo. 1, 213 Pac. 131 (1922).
8 Id. at 6, 213 Pac. at 133.
9 Colo. Stat. Ann. c.176, § 126(4) (1935).
10 Colo. Const., art. V, § 36 (1876).
11 Colo. Laws 1st Reg. Sess. 1951, c. 297.
12 Creamer, Administration of Intestate Estates, 29 Rocky Mt. L. Rev. 582 (1957).
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a broad standard of investment for fiduciaries to follow. It does not con-

tain a procedure for securing court approval before or after making
investments. Some might say that the court could conceivably hold that
approval orders are within the inherent power of the court. Decisions
construing the prudent man act are few, perhaps due to the general business prosperity mentioned before. There is a case' 3 construing the Oklahoma act14 in which the court, on the petition of individual co-trustees,
as opposed by a trust company co-trustee, authorized the investment of
trust funds in investment trusts, bonds of public utilities and industrial
corporations and common and preferred stock of certain private corporations "upon condition that they exercise in making such investments the judgment and care which men of prudence, discretion and
intelligence exercise in the management of their own affairs, not in
regard to speculation, but in regard to the permanent disposition of their
funds, considering the probable income as well as the probable safety
of their capital. ' ' 1 5 Obviously, the order, by being conditioned on following the exact requirements of the statute, added nothing toward solving
the question whether an order of court should be or can be obtained to
protect the fiduciary. The court did indicate that the types of investments were proper if the prudent man act was followed in making the
investments.
In Colorado there is no supreme court decision concerning the 1951
statute. Since its enactment, the Denver County Court has uniformly
refused to sign an order approving investments, on the grounds that the
13 In re Flynn's Estate, 205 Okla. 311. 237 P.2d 903 (1951).
14 Okla. Stat. Ann. tit. 60 § 161 (Cum. Supp. 1957).
15 237 P.2d at 905.
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court could not substitute its judgment for that of the fiduciary and
that the fiduciary might hide behind the order of approval in the event
of an attempted surcharge for imprudence in making an investment.
Cases on the effect of approval orders, and the failure to secure the
same, seem to vary with each change of scenery. In the main, they appear
to turn on the requirements of the statutes in the particular jurisdictions. In Iowa16 where the statute provided that trust funds may be
invested in certain bonds pursuant to order of court, an order of approval
made after purchase was held to authorize such investment as if made
prior thereto. An Alaskan guardian was held to have had no protection
under an ex parte order where the statute in force required notice to
interested persons." A Vermont trustee was held not to be prejudiced
by failure to secure a statutory order permitting sale of personalty.'8
The court there held the statute to be permissive and asserted that if it
had been adhered to it would have afforded full protection to the
trustee.
In Maryland an executor's failure to secure court approval in continuing to keep funds in a savings account was held not to be a breach
of trust.19 In another case in that state, a trustee's securing a court order
was held to protect the trustee from surcharge, but the effect of failure
16 In re Lawson's Will, 215 Iowa 752, 244 N.W. 739 (1932).
11 Corcoran v. Kostrometinoff, 164 Fed. 685 (9th Cir. 1908).
Is In re Wellman's Will, 119 Vt. 426, 127 A.2d 279 (1956).
19 Zimmerman v. Coblentz, 170 Md. 468, 185 Atl. 342 (1936).
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to do so was merely to place on him the burden of proving that the
investment was proper. 20
In Wisconsin, the court held that a trustee's failure to secure an
order of approval before making an investment could be considered by
the court on the question of bad faith or lack of sound discretion. 1
In an Illinois case, 2- the beneficiaries' objection on grounds that a successor fiduciary should have sued his predecessor for making improper
investments was held to be waived or estopped where the beneficiaries
had appeared and failed to object to the final report of the prior trustee.
In New York, a decree approving testamentary trustees' accounts which
showed on their face some unauthorized investments was held to be
res adjudicata as to the propriety of the investments and the trustees
were not surchargeable for making them.2"
in summary, the general rule prior to the adoption of the prudent
man act was that the fiduciary was protected by a valid order of court
authorizing an investment where he made such investment in good faith
and without negligence. 4 The situation in Colorado is not entirely25
devoid of case law. In the above mentioned case of In re Thomas' Estate,
the court used the following language:
"The liability of the conservator for failure to invest the
trust funds, in the absence of specific statute, should not depend
primarily upon obtaining an order to make an investment,
because if it did, the temptation would ever be present to
neglect obtaining it ....

"

in the same case, the conservator claimed that he had acted on the
oral advice and suggestions of the county judge having jurisdiction of
the estate. The supreme court swept aside this contention on the basis
that the matter of investment had not been formally presented to the
court and no orders were entered of record. The high court felt that to
hold otherwise would lead only to confusion and substitute memory
for a record entry.26 As for the effect of approval of the conservator's
reports the court had this to say:
"In the absence of a statute to the contrary, periodical or
partial settlements, as evidenced by reports of conservators, are
at most, after approval by the court, but prima facie evidence
of their correctness, and may be rectified or rebutted on a final
accounting; they are not settlements, but only the exhibition
of accounts; nor judgments, being merely ex parte presentations of the status of the estate in the hands of the conservator."27
In conclusion, let it suffice to say that in the absence of a direction
to the contrary, statutory or otherwise, the county court must avoid the
possibility of an imprudent fiduciary's prevailing on the court to secure
an order approving a poor investment and then relying on the order
to defeat a proper surcharge. A Delaware chancellor as long ago as 1921
stated:
Johnson v. Johnson, 168 Md. 568, 179 Atl. 831 (1935).
United States Nat'l Bank v. Sullivan. 69 F.2d 412 (7th Cir. 1934).
Hatfield v. First Nat'l Bank, 377 Ill. App. 169. 46 N.E.2d 94 (1943).
In re Bannin, 142 App. Div. 436, 127 N.Y. Supp. 92 (lst
Dep't 1911).
See cases cited in Annot., 88 A.L.R. 325 (1934).
25 26 Colo. 110, 56 Pac. 907 (1899).
26 Id. at 121, 56 Pac. at 911.
27 Id. at 126, 56 Pac. at 912.
20
21
22
23
24
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"The safer and better rule for the guidance of the court
is to decline to approve of investments in advance.
"Trustees are selected because of their supposed ability to
manage the affairs of their trusts in a business like way, and
with due regard to the safety and profitable investment of the
funds committed to their custody. Not only is good faith required of them, but also that degree of diligence and prudence
which should characterize intelligent, careful and vigilant men
in the successful conduct of their own affairs. The selection of
an individual to serve as trustee presupposes the existence in
him of these qualities. Possessing them, he is entirely qualified
to pass on investments in the first instance and should be willing, if he contemplates departing from the list of securities specifically designated by the statute, to assume the burden of
responsibility without asking the court to do so for him. Such
course would be the best sort of evidence of the faith of the
trustee in the safety and propriety of the investment, for unless
there is such faith in the investment, it is not to be assumed
that the trustee would incur the personal risk of making it ...
Trustees must carry the investment burden of the funds. They
cannot expect the Chancellor to assume it for them."2 8
Although this case arose under a different type of statute the gist
of the opinion seems appropriate under the present circumstances in
Colorado.
28
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DISCLAIMERS IN ESTATE PLANNING
By CHARLES E. WORKS
Charles E. Works is a Professor of Law
at the University of Denver College of
Law. He received his A.B. degree from
Harvard University in 1920, and his
LL.B. from Harvard Law School in 1922.
Since then he has practiced law in
Denver, has served as an Assistant
United States Attorney, and has
worked as an attorney in the Colorado
Revenue Department. During World
War II he was for a time Supervisor of
all Military Government Courts in the
U.S. Army zone of Germany. Professor
Works has been a full time law teacher
since 1948. He is an active member of
the Colorado, Denver and American
Bar Associations and is Chairman of the
Colorado Bar Association's Section on
Probate and Trust Law.
A 1957 Colorado statute' permitting disclaimers of testamentary
gifts has aroused sufficient curiosity among Colorado lawyers to justify
a brief discussion of the effect of disclaimers and the situations in which
they may be used to advantage. The terms "disclaimer" and "renunciation" have been used interchangeably to refer to the refusal to accept a
power over, or title to, property so as to prevent its vesting in the disclaimant. A disclaimer must be distinguished from the transfer or release
of a power over, or title to, property which has already vested, thereby
creating rights and liabilities.
DISCLAIMER BY AN HEIR

Although there is a vociferous dissent, 2 the great majority of text
writers and American cases say that the law is well settled that there can
be no disclaimer by an heir of property received under the intestacy
laws.' The reasons for this rule are derived from the feudal real property
system, but, nevertheless, the rule is applied to personalty as well as to
1 Colo. Laws 1st Reg. Sess. 1957, c.

298.

"152-5-44.

Disclaimer.-Any

person who

may be entitled to receive any property or beneficial interest, vested or otherwise,

under a devise, bequest, legacy or other testamentary disposition in any will of a
decedent dying after the effective date of this act shall have the right to disclaim
irrevocably the whole or any part of such property or beneficial interest. Such
irrevocable disclaimer must be made in writing and filed in the county court in which
such will is admitted to probate not later than six months after such will has been
admitted to probate. Any property or beneficial interest so disclaimed shall pass in
the same manner as if the person disclaiming had predeceased such decedent, unless
otherwise provided by the will in which case the will shall be controlling. Nothing in
this section shall prevent a testator from providing in a will for the making of disclaimers and for the disposition of disclaimed property in a manner different from the
provisions hereof."
2 Roehner and Roehner, Renunciation as Taxable Gift-An Unconstitutional Federal Tax Decision, 8 Tax L. Rev. 289 (1953); Roehner, Can Heir Renounce Without
Gift Tax?, 96 Trusts and Estates 1158 (1957).
3 4 Page, Wills § 1402 (3d ed. 1941); Lauritzen, Only God Can Make an Heir, 48
Nw. U.L. Rev. 568 (1953); Smith, Renunciations and Disclaimers, 96 Trusts and
Estates 744 (1957).
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realty. Upon death intestate, the title to realty vests in the heir as a
matter of law. The legal title to personalty passes to the administrator,
but the beneficial interest passes to the next of kin as a matter of law.
No act of the heir or next of kin can prevent the vesting of title; consequently, he cannot prevent his creditors' reaching the property.' If he
attempts to disclaim, he is making a transfer of property owned by him
which is taxable as a gift.' It logically follows that a disclaimer will not
avert an inheritance tax on the property received by the disclaimant,
and that, if the attempted disclaimer is made in contemplation of death,
it is a transfer subject to inheritance and estate taxes. This would appear
to be the law in Colorado.
DISCLAIMER BY A DEVISEE OR LEGATEE

The right to disclaim a testamentary gift is almost universally upheld by the courts, including those of Colorado.' Obviously, a legatee or
devisee cannot be compelled to accept a burdensome gift, e.g., a devise
of land with an obligation to make certain payments or a bequest of bank
stock subject to a shareholder's liability. The rationale is that a testamentary gift is not complete until accepted. Therefore, the donee has
an election to reject within a reasonable time and the rejection will
relate back to the date of death.7 Even though the title to personal property vests in the executor and the title to land vests in the devisee, the
right to disclaim is the same in both instances.' Although there is a presumption that a gift is beneficial and that the donee accepts, a donee
may disclaim a beneficial gift involving no obligations.
EFFECT AS TO CREDITORS

By the great weight of authority the beneficiary's creditors are defeated by a disclaimer, and the beneficiary may disclaim solely for the
purpose of defeating creditors.' He is not making a fraudulent "transfer"
since he never had title. The effect of the disclaimer is that the gift lapses.
EFFECT AS TO INHERITANCE TAX ON LEGATEE

An inheritance tax is imposed on the person receiving property from
a decedent. Since the disclaimant does not receive title to the property
(or, on the theory of some of the cases, receives a title at the decedent's
death which is divested by a disclaimer that relates back to the decedent's
death), there is no inheritance tax on the disclaimant. The tax is imposed on the person actually receiving the property regardless of whether
this results in a greater or lesser tax and regardless of whether the disclaimer was made to save taxes.1
4 Coomes v. Finegan, 233 Iowa 448, 7 N.W.2d 729 (1943); Bostian v. Milens, 239
Mo. App. 555, 193 S.W.2d 797 (1946).
5 Hardenbergh v. Commissioner, 198 F.2d 63 (8th Cir. 1952), cert. denied, 73 S. Ct.
45: Maxwell v. Commissioner, 17 T.C. 1589 (1952).
5 Jugoslavia v. Jovanovich, 100 Colo. 406, 69 P.2d 311 (1937); Hale v. Wheeler, 108
Colo. 119, 114 P.2d 566 (1941) (dictum); Proceedings, A.B.A. Section of Real Property,
Probate and Trust 28 (1952); Black, The Effect of Renunciations and Compromises
on Death and Gift Taxes, 3 Vand. L. Rev. 241 (1950); Howe, Renunciation by the
Heir, Devisee or Legatee, 42 Ky. L. J. 605 (1954); Lauritzen, Only God Can Make an
Heir, 48 Nw. U. L. Rev. 568 (1953). Lauritzen, The Heir, the Gift Tax and the Constitution, 1 Tax Counsellor's Q. No. 3, 19 (Sept. 1957); Smith, Renunciation and Disclaimers, 96 Trusts and Estates, 744 (1957); Note, 63 Harv. L. Rev. 1047 (1950).
7 3 American Law of Property 628 (Casner ed. 1952); 4 Page, Wills § 1404 (3d ed.
1941). This is the same rule that applies to an intcr-vivos gift either of realty or
personalty,
8 4 Page, Wills § 1402 (3d ed. 1941).
9 E.g., Schoonover v. Osborne, 193 Iowa 474, 187 N.W. 20 (1922). Contra, In re
Kalt's Estate, 16 Cal. 2d 807, 108 P.2d 401 (1940).
10 People v. Flanagin, 331. I1. 203, 162 N.E. 848 (1928); 4 Page, Wills § 1411 (3d
ed. 1941).
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INHERITANCE TAX IN CASE OF A COMPROMISE SETrLEMENT

Vhere an heir contests or threatens to contest a will, and the legatee
gives up part of his legacy to settle the heir's claim, the situation is similar

to a partial disclaimer. The majority of courts impose the inheritance
tax on the legatee as the property would have passed under the will,
regardless of any compromise settlement, treating the legatee as having
accepted the benefits of the legacy and having contracted to transfer
part of the benefits. 1 A minority of courts impose the tax on the actual
recipients under the agreement." Colorado has followed the minority
view" but in a case where the person taking under the compromise with
the legatee was the same person who would have taken in case the legatee
had disclaimed. This was in essence a partial disclaimer. The fact that
there was consideration should make no difference as to the inheritance
tax effect if the settlement was bona fide.
TAX ON LEGATEE'S DEATH

If the legatee disclaims and later dies, there may be a contention
that the disclaimer was a transfer in contemplation of death resulting
in a federal estate tax or Colorado inheritance tax on the disclaimant's
death. In the leading case of Brown v. Routzahn, 4 the Sixth Circuit held
that a disclaiming legatee and devisee had never received title and so
had not made a transfer which could be taxed itsa transfer in contem11 E.g., Baxter v. Treasurer, 209 Mass. 459, 95 N.E. 854 (1911).
12 Black, The Effect of Renunciations and Comprowises on Death and Gift Taxes,
3 Vand. L. Rev. 241, 253, 257 (1950).
13 People v. Rice. 40 Colo. 508, 91 Pac. 33 (1907).
14 63 F.2d 914 (6th Cir.), cert. denied, 290 U.S. 641 (1933).
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plation of death. The same result should be reached under the Colorado
inheritance tax law. The disclaimer of a general power of appointment
is not treated as a transfer under the present provisions of the federal
estate tax law. 5
GIFT TAX ON DISCLAIMANT

The Routzahn case is clear authority that the disclaimer of a testamentary gift is not a transfer; it follows that there can be no gift tax
because of the disclaimer, either under federal or Colorado law. The
proposed federal regulations expressly provide that the complete renunciation within a reasonable time of a gift, bequest or inheritance, if,
under local law title does not immediately vest, is not a gift.1" Thus it
seems to be settled that a complete disclaimer of a legacy made in conformity with the Colorado statute would not be a taxable gift. However,
these regulations purport to tax partial disclaimers by legatees and all
disclaimers by devisees. Since the reasons for not imposing the tax on
complete disclaimers seem equally valid in the case of partial disclaimers,
those reasons are worth considering.
We have seen that a legatee or devisee who disclaims is treated by
the law of most states as never having owned the property. As the gift
tax is imposed on "the transfer of propery,"" it seems difficult to say
that one can be taxed as having made either a direct or indirect transfer
of property as to which he never had title under state property law.
It has been suggested that in the field of taxation, property law is
unimportant and whoever has "unfettered command"'" over property
should be treated as its owner for gift tax purposes.'" It is true that if
A transfers property to T in trust to pay the income to B and reserves a
power of revocation, A makes a taxable gift whenever T pays income to
B. 2 While A never had title to the income, he did have title to the corpus
and is treated as still its owner and, by creating the trust, he caused the
income to be paid to B. The results are different if S, a third person,
transfers property to T in trust to pay the income to B and gives A a
power to appoint the corpus to himself. While A is treated as the owner
for income tax purposes and must pay an income tax on the income
paid to B, 2 A is not treated as the owner for gift tax purposes. A's mere
failure to exercise his power over the property is not a taxable transfer.2
If the income tax doctrine of treating as an owner the person who
has been given control over property by someone else" a is to be carried
J1nt. Rev. Code of 1954, § 2041(a)(2).
N6 Proposed U.S. Treas. Reg. 25.2511-1(c) (1957). "The renunciation of a vested
property interest, such as the interest of an heir or next-of-kin, or devisee in whom
title immediately vests upon a decedent's death under local law, constitutes a gift to
those persons who receive the property interest by means of the renunciation. On the
other hand the renunciation of a gift, bequest, or inheritance, if under local law title
does not immediately vest, is not a gift if the renunciation is complete, and is made
within a reasonable time after knowledge of the existence of the interest. The renunciation must be unequivocal and effective under local law. A renunciation is a complete and unqualified refusal to accept the property to which one is entitled. There
can be no renunciation of property after its acceptance. A renunciation of only a
portion of the property is not a complete and unqualified refusal to accept the property to which one is entitled. In the absence of acts to the contrary, the failure to
renounce within a reasonable time after learning of the transfer to him will be pre-

sumed to constitute an acceptance

of the property."

17 Int. Rev. Code of 1954, § 2501.
1s Corliss v. Bowers, 281 U.S. 376 (1930).

19 Note, 2 Vand. L. Rev. 287 (1949). See also Kay, Renunciations, Disclaimers and
Releases, 35 Taxes 767 (1957).
20 Commissioner v. Warner, 127 F.2d 913 (9th Cir. 1942).
21 Richardson v. Commissioner, 121 F.2d 1 (2d Cir. 1941).
22 Mabel F. Grasselli, 7 T.C. 255 (1946).
2:?Int. Rev. Code of 1954.
q7S.
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over into the gift tax law, it should be done by Congress, not by judicial
or administrative legislation. Under the present wording of the statute
the question of title and local property law is of vital importance. As the
Board of Tax Appeals said, in holding that the relinquishment of a
general power by the donee of the power was not a taxable gift, "To
regard this as a present transfer of property is, we think, to distort the
language of the statute too far to be acceptable. ' 24 It would seem that a
creditor who lets the statute of limitations run against a solvent debtor
is not making a taxable gift.2 Where a testamentary gift to charity is
invalid under a state statute as against a widow or children, and the
widow and children waive their rights and let the charity take, the
charity does not take from them but from the decedent, and the gift is
deductible for federal estate tax purposes.26
The exercise or release of a general power is a taxable gift, but the
code expressly provides, "A disclaimer or renunciation of such a power
shall not be deemed a release of such power. '27 Is it likely that Congress
intended to tax the disclaimer of a bequest or a devise when the disclaimer of a general power over personalty or realty was expressly
exempted?
In attempting to tax a complete disclaimer of a devise, the Commissioner is making a distinction which the cases have not recognized.
24 Edith Evelyn Clark, 47 B.T.A. 865, 866 (1942).
Estate of Eleanor Hughes Beggs, 13 T.C. 131 (1949).
26 Dimock v. Corwin, 99 F.2d 799 (2d Cir. 1938), aff'd, 306 U.S. 363 (1939); Commissioner v. First Nat'l Bank, 102 F.2d 129 (5th Cir. 1939); Humphrey v. Millard, 79 F.2d
107 (2d Cir. 1935).
27 nt. Rev. Code of 1954, § 2514(b).
25
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The Routzahn case,s involved the disclaimer of both a devise and a
bequest; the court held that there was no transfer of either one. While
it is true in most states that there is a technical vesting of legal title in
the devisee as of the date of death, a disclaimer relates back to the date
of death. The regulation does not refer to all devisees, but only to a
"devisee in whom title immediately vests upon a decedent's death under
local law.'"2 ' Evidently the Commissioner recognizes that local law will
govern. If so, in construing the regulation he should consider the local
law as to the relation back of a disclaimer and its effect on the vesting
of the title. Possibly the regulation was drafted so as to tax disclaimers
by devisees in states having statutes expressly vesting devises as of the
date of death, such as Texas."
What if there is a complete disclaimer by the beneficiary of a testamentary trust of land? Apparently the regulation does not purport to
tax this since legal title does not vest in the beneficiary.
There is one situation in which neither a legatee nor a devisee can
disclaim without paying a gift tax. If the legatee or devisee would take
as heir or next of kin on failure of the bequest or devise, a disclaimer
of all rights will not prevent the title from vesting under the intestacy
laws. Consequently, the disclaimant will be subject to a gift tax."
PARTIAL DISCLAIMERS BY

LEGATEES AND DEVISEES

The most serious part of the proposed regulation is that which
makes every partial disclaimer of a bequest subject to gift tax. 2 Another
sub-section of the proposed regulations declares that a partial disclaimer
of a general power of appointment is also a taxable gift." It is doubtful
that these proposed regulations would be valid in any state. Their validity is obviously questionable in Colorado because our statute, as part of
tne state's property law, permits partial disclaimers.2 4 The reasoning
given above to support complete disclaimers is equally applicable to
partial disclaimers.
In the absence of statute, a disclaimer of one of several distinct,
separate gifts in a will is valid, 1 5 but many cases hold that there cannot
be a partial disclaimer of a single bequest."c One reason given for denying partial disclaimers is that the legatee by accepting part of the gift
has exercised dominion over the entire subject of the bequest. This seems
highly artificial. However it may be sound in some instances. For example, if the beneficiary of an insurance policy elects an option which
gives her a life income and then names the person who is to take the
remainder interest, she has exercised dominion over the whole gift and
should have to pay a gift tax as to the remainder interest." A sounder
28 Brown v. Routzahn, 63 F.2d 914 (6th Cir.), cert. denied, 290 U.S. 641 (1933).
e9 Proposed U. S. Treas. Reg. 25.2511-1(c) (1957).
30 See Rodgers v. United States, 218 F.2d 760 (5th Cir. 1955).
21 Maxwell v. Commissioner, 17 T.C. 1589 (1952); see note 3 supra.
22 See note 16 supra.
3a Proposed U.S. Treas. Reg. 25.2514-3(c)(5).
34 See note 1 supra.
35 Brown v. Routzahn, 63 F.2d 914 (6th Cir.), cert. denied, 290 U.S. 641 (1933).
Item 2 of the will gave the husband of testatrix one-third of all the real and personal property. Item 2 and a codicil gave him two houses for life. Item 3 created
a trust of the residue with the husband as income beneficiary for his life. lie renounced the devise and bequest of one-third of the estate under item 2, but accepted
the other gifts under items 2 and 3. The court held that all of the gifts were separate
gifts and that the renunciation as to part of them was valid. In Town of Pepperell v.
Whipple, 327 Mass. 688, 100 N.E.2d 844 (1951) the court permitted the disclaimer of
a burdensome legacy and the acceptance of a beneficial legacy on the ground that
they were separable gifts.
36 E.g., Foulkes v. Foulkes, 173 Ark. 188. 293 S.W. 1 (1927).
37 Eistate of Mabel E. Morton, 12 T.C. 380 (1949); see also proposed U.S. Treas.
Reg. 20.2056(d)-1.
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reason is that, in the absence of express permission in the will to accept
part and disclaim part, it is probably contrary to the testator's intent to
permit a legatee to accept the beneficial part of a gift and to reject the
burdensome part. For example, where stock in two banks was left by
will in trust, the trust beneficiary could not disclaim as to the stock of
one bank, which was subject to an assessment, and accept as to the
stock of the other bank, which was solvent."
On the other hand, where the gift is beneficial, there is no logical
reason to hold that, while the legatee may disclaim the entire gift, he
may not disclaim a fraction of it. Where a legatee disclaimed $400,000
of a $1,000,000 legacy with the result that the 1100,000 disclaimed went
to a charity, the partial disclaimer was held valid and only $600,000 was
subject to tederai estate tax.:", In a leading New York case, a disclaimer
of two-thirds of a legacy was held valid and the legatee had to pay an
inheritance tax on only the one-third accepted."' If the will expressly
authorizes a partial disclaimer, there seems to be no sound reason why
such a disclaimer should not be valid.
In People v. Rice," the Colorado Supreme Court held, where the
sole heir contested a will and part of the residuary estate was paid to
hin in settlement, that the inheritance tax was imposed on the heir as
to the settlement he received and on the legatees as to only the net
received by them. In essence, this amounted to the recognition of a partial disclaimer. Thus it seems that the recent Colorado disclaimer statute
merely reaffirms what has been the law and makes provision as to the
time, manner and effect of disclaiming.
It would seem clear that a disclaimer, complete or partial, would
not be taxable under the Colorado gift tax law. Since the disclaimant
of a devise or legacy is treated in Colorado for all purposes as if title
had never vested in him, how can the federal gift tax be collected from
him in respect to property which neither the state nor his creditors can
touch? We realize that a strong argument can be made for uniformity
of tax effects regardless of local law. However we are not here challenging Congress' power to tax disclaimers, but rather the Commissioner's
application of the existing statute to partial disclaimers. In the absence
of a United States Supreme Court decision, no one can predict with
certainty how disclaimers will ultimately be treated under the federal
gift tax law.
DISPOSITION

OF

DISCLAIMED PROPERTY

The Colorado statute permits the testator to specify a different manner of disclaiming from that set out in the statute and a different disposition of the disclaimed property. Whenever there is a possibility that a
future disclaimer may be desirable, it is suggested that the will authorize
a complete or partial disclaimer in the manner provided by the Colorado
statute or in some other specific manner. Unless some other disposition
is desired, the will should provide that the interest disclaimed shall pass
in the same manner as if the person disclaiming had predeceased the
testator. The expression of an affirmative intent in the will can do no
harm and precludes any argument that the testator might have had a
contrary intent.
There is very little authority as to whether the beneficiary of a
38
39

Bacon v. Barber, 110 Vt. 280, 6 A.2d 9 (1939).
Commissioner v. Macauley's Estate, 150 F.2d 847 (2d Cir. 1945).

41

40 Colo. 508, 91 Pac. 33 (1907).

40 In re Merritt's Estate, 155 App. Div. 892, 140 N.Y. Supp. 13 (1st Dep't 1913).
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spendthrift trust may, or may not, disclaim and the Colorado statute
makes no express reference to this situation. Whenever a will creates a
spendthrift trust, it would be advisable to provide expressly as to the
right of the beneficiary to disclaim.
If a descendant of the testator is a legatee and disclaims, will his
issue take under the anti-lapse statute? Apparently the issue would take
under the Colorado statute, but it would seem advisable to cover this
situation by express provision in the will.
As we have seen, there can be no disclaimer in case of property
passing by intestacy. If a testator is leaving all his property or his residuary
estate to a child who might wish to disclaim, it would be advisable to
provide that if the legacy lapses it will pass to the legatee's issue. Thus,
if a legatee disclaims, an intestacy would be avoided and the disclaimer
would not be subject to gift tax.
PRACTICAL USE OF DISCLAIM,ERS

Since a legatee, the beneficiary of a trust, and possibly a, devisee
may make a complete disclaimer without gift tax liability, and. possibly
may make a partial disclaimer without gift tax liability, it becomes pertinent to inquire as to the situations in which a disclaimer may be used
to advantage. Even if there is a certainty or a possibility of gift tax liability, the disclaimer may still, in some circumstances, be useful for nontax reasons..
An obvious situation in which the legatee might wish to disclaim is
one in which the legatee has creditors who could reach his interest and
exhaust all or part of it. This is especially true where the legacy would
go to the legatee's family in case of a disclaimer. Whatever the morality
of disclaiming in such a situation might be-and that might vary according to the total fact situation-the legality is unquestionable except in a
few jurisdictions.2
Whenever a legatee desires to make a gift of his legacy, or part of it,
to the next taker, it may be cheaper to disclaim than to accept and then
make a taxable gift. For example, if a will leaves personal property to the
testator's surviving children and one child is wealthy and wants his less
fortunate brothers and sisters to have his share in equal proportions,
a complete disclaimer will accomplish the result with no unfavorable
tax effects. Of course, if the wealthy child wishes to divert his legacy in
any other manner or to different persons he cannot do so by a disclaimer,
but will have to accept the legacy and make a taxable gift.
The wealthy legatee may wish to divert his legacy for tax reasons.
If the legacy, in case of disclaimer, will pass to the legatee's issue, a disclaimer will put the property in the next generation without any income,
estate, inheritance or gift tax effects on the legatee. In this situation the
legatee may desire to accept part of the legacy to insure his protection in
his old age and make only a partial disclaimer. Since the inheritance tax
exemptions and rates depend on the number of recipients and their
relationship to the decedent, a disclaimer may affect the total amount
of inheritance taxes paid as well as determining by whom they are paid.
If a disclaimer of a bequest, legacy, devise or power is made before
the time for filing the federal estate tax return, and the disclaimed property passes to charity because of the disclaimer, a charitable deduction
may be claimed with a resulting decrease in the amount of the estate tax. 43
42 See note 9 supra.
43 Int. Rev. Code of 1954, § 2055.
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Perhaps the most frequent occasion for employing a disclaimer will
be in connection with the marital deduction. If the will gives a widow
(or widower) more than one-half of the testator's estate in a manner

qualifying for the marital deduction, the total estate taxes in the estates
of the two spouses will be excessive because the estate of the widow will
be thrown into an unnecessarily high bracket. The same unfavorable
tax result may occur if the widow has separate property of her own, even
if her husband's will leaves her only one-half of his estate. In these situations a partial disclaimer enables the widow to do some advantageous
tax planning in the light of the circumstances existing after her husband's death. If a partial disclaimer is used, care must be taken as to
what property is disclaimed. Under the usual tax formula clause a disclaimer of non-probate property, such as life insurance, may not reduce
the amount of property qualifying for the marital deduction.
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There are special provisions in the code as to disclaimers and the
marital deduction. If the surviving spouse disclaims, the marital deduction is lost as to the disclaimed property; but if the property passes to
the surviving spouse by reason of a disclaimer by a third person there
can be no marital deduction, as the property is treated as passing from
the third person and not from the decedent." These provisions are inconsistent; they can be explained on the ground that they are not imposing
taxes, but are dealing with deductions which are a matter of legislative
grace.
At least one authority in this field believes that there is some danger
that a partial disclaimer might be subject to gift tax as the exercise of a
power of appointment. 5 Professor William J. Bowe has suggested that,
instead of the partial disclaimer device, a will might leave to the surviving spouse an election of three gifts of different size, each qualifying for
the marital deduction. 6 This would seem to be foolproof so far as a
possible tax on the surviving spouse is concerned. Of course, its limit of
choices gives less flexibility, but it would undoubtedly be satisfactory in
many cases. If so worded that the largest gift passes on failure to elect,
it has not avoided the partial disclaimer problem. Because of the possibility of the surviving spouse dying shortly after the testator or being
mentally incapacitated, it might be risky not to make some provision
for a definite gift to the surviving spouse in the absence of an election.
In any event a provision authorizing a partial disclaimer can do no
harm in itself and by the time the testator dies the law may be clarified
as to whether a partial disclaimer is subject to gift tax.
CONCLUSION

Disclaimers can unquestionably be used in certain circumstances to
obtain some tax advantages and sometimes to accomplish other purposes.
The 1957 Colorado statute increases the possibility that a complete disclaimer of a devise and a partial disclaimer of a legacy or a devise may
be made without subjecting the devisee or legatee to a federal or Colorado gift tax. It is more important than ever for attorneys to consider
47

disclaimer possibilities and effects, in planning estates, in drafting wills

and inter-vivos trusts, and in the post-death planning incident to handling the affairs of beneficiaries of a decedent's estate.
44 Id. § 2056(d)(1) and (2).
45 Trachtman, Estate Planning 40-44 (1955).
46 Bowe, Estate Planning and Taxation § 2.20 (1957).
47 Provisions for disclaimers and partial disclaimers must be drafted to fit the
particular facts. The following is a clause which might be satisfactory in some, but
not in all, wills creating a marital deduction trust and a non-qualifying trust: "My
wife, Mary Doe, shall have the power to disclaim, at any time within six months
after this will has been admitted to probate, her interest in and power over, the
whole or any part of, the property in the trust created by this paragraph I. In that
event, the property, or the portion thereof, to which such disclaimer pertains, shall
be added to the John Doe Family Trust created by this will to be disposed of as
though it had been a part of said trust from the date of my death. In addition to any
method of disclaimer recognized by law, my said wife may disclaim by an instrument
in writing signed by her and delivered either to my Executors or to my Trustees

hereunder."
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ALEXANDER

V

During the past few years, the growth of government approved
deferred profit sharing plans has been spectacular. Management has
realized tnat here is a means whereby all employees, particularly key
employees, can build substantial estates with important tax savings.
Those who participate in successfully managed plans can accumulate
very large sums which in many instances will comprise significant parts
of their estates. It is important, therefore, that estate planners be familiar
with the sections of the Internal Revenue Code applicable to profit
sharing plans, and particularly those sections affecting the distribution
of such profit shares.
Under deferred profit sharing plans, the company agrees to make an
annual contribution, based upon profits, to a trustee. (Employees may
contribute to the plan, but herein I have assumed a non-contributory
plan.) The contribution is generally allocated by a committee of company
employees from among those participating in the plan, in direct proportion to their salaries, although in some instances allocations are made not
only on the basis of salary but also on length of service. The contributions
are invested by the trustee and paid to the participant when he retires or
becomes disabled, either in one lump sum, in installments over a period
of years, or by the purchase of an annuity contract, as the committee
determines. If a participant dies prior to receiving complete distribution
of his share, that which remains is paid to his named beneficiary. It is
important that such plans be approved by the Internal Revenue Service
so that they may qualify for important tax benefits. Qualification requirements, contained in section 401 (a) of the 1954 Internal Revenue Code,
are liberal, being essentially that the plan cover a reasonable classification
of employees, and that the plan not discriminate by its terms or its operation in favor of the more highly compensated employees.1 Among the
tax advantages are these:
Int. Rev. Code of 1954, § 401(a).
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1) The company contribution will be deductible in the tax year
for which it is made.
2) The trust fund to which the company makes its contribution will
compound and accumulate earnings tax free.
3) The employee for whose benefit the contribution is made will
pay no tax on that contribution in the year in which it is made, but
rather at a later time (normally at retirement) upon receipt of his share.
Then he may receive his share either in one lump sum or in payments
over a period of years either from the trust fund or under an annuity
contract. If, payment is made within one taxable year, generally one
lump sum, the distribution is taxed as a long-term capital gain.' If paid
over a period of years, it is taxed as ordinary income as received.'
4) Although regulations have not yet been published, it appears
that an employee's share, should he die, will not be includible in his
estate for federal estate tax purposes as long as the beneficiary designation is other than the employee's estate.4
The last mentioned tax benefit was incorporated in section 2039 (c)
of the Internal Revenue Code of 1954 and it is this section which is
particularly significant for those in the estate planning field. Essentially,
it provides that for federal estate tax purposes the gross estate shall not
include "the value of an annuity or other payment" (except where payable to the executor) under a qualified deferred profit sharing (or
pension) plan to the extent that the annuity or other payment is attributable to employer contributions (usually the entire amount). Although
the estate tax treatment of annuities appears to be certain, a clarification
of the language "other payment" must await the appearance of Treasury
Regulations which should be available soon. However, it is felt that the
language "other payment" is intended to include lump sum distributions
from profit sharing plans. If this is the case, very careful consideration
should be given by a participating employee in selecting the beneficiary
to receive his share in the event of death prior to retirement, and by
the committee which makes the decision as to the method of paying the
accumulated benefits when a participant reaches retirement age.
Typically under deferred profit sharing plans, the participating
employee names his wife as beneficiary of his share should he die a participant under the plan. It appears reasonably certain that in the event
of the employee's death before retirement, the share would escape inclusion in his estate for federal estate tax purposes. Since the distribution
is made outright, however, if the accumulation is substantial, the widow
will be faced with a burdensome management problem. In addition,
since the profit share has been reduced to possession in the hands of the
wife, at her subsequent death it will be includible in her estate for federal
estate tax purposes.
An alternative, which might be desirable in many instances, would
be for the participating employee to name a trustee as beneficiary of his
profit share, providing in the trust agreement that income only be payable
to the wife with discretion in the trustee to pay principal if the wife's
21d. § 402(a)(2).
' Assuming the plan is non-contributory;
under Id. § 72. relating to annuities.
4 Int. Rev. Code of 1954, § 2039(c).
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well-being so requires. The trust normally would be dormant, since only
the employee's interest in the profit share is transferred to the trust. It
would be possible, however, and in some instances advisable, to name
the trustee of an existing life insurance or other trust as beneficiary of
the profit share. Since a beneficiary other than the employee's estate is
named, the requirements of section 2039 (c) are met and the profit share
will not be includible in the employee's estate for federal estate tax
purposes. Further, at the wife's subsequent death the share would escape
the federal estate tax again, and during the period between their deaths
the wife will have been relieved of the management responsibilities of
the property and will have benefited from the other advantages inherent
in the trust arrangement.
For example, assume an employee participating in a plan, who has
named his wife as beneficiary, and who dies with a profit share amounting to $100,000. Further assume that he owned other property having a
value of $200,000. His will provides that half of his other property be
left in trust in a manner which will qualify for the estate tax marital
deduction and the other half in a remainder trust under the terms of
which the income will be payable to the wife with remainder to his children. Federal estate taxes at his death and at his wife's subsequent death
will be approximately as follows (administration expenses disregarded) :
At husband's death: (Since profit share is payable outright to wife, it is
not included as an asset of his estate.)
H usband's gross estate: -------------------------------------------------$200,000

Less marital deduction: ........

100,000

$100,000
Less specific exemption: ....
60,000
Su bject to T ax : .................... ..................................- $ 40,000
Tax:

$4,800

-

At wife's death:

Wife's gross estate: XVife's trust:
$100,000
P rofit share: . ............................. 76,2501
Less specific exem ption: ...........................

..........

$176,250
60,000

S u b ject to T a x : ---------------------------------------------------------$ 1 16 ,2 50
T ax :
................................. . .....................................$ 24 ,75 0
T o ta l T a x es: ......................... .. .........

..............................

$ 2 9 ,5 50

If a trustee had been named beneficiary of the profit share and the
property in the husband's estate, other than that passing into the marital
trust, were added to that trust, taxes at his death would remain the same.
Taxes at the wife's subsequent death, however, would be reduced to
$4,800 since only the assets of the marital trust ($100,000) would be
subject to tax. Thus the result would be a tax saving, passed on to the
children, of almost $20,000.
Similarly, careful consideration should be given by the committee
to the method of paying the accumulated benefit when a participant
5 $23,750 income taxes paid when profit share is distributed to wife. lit.
Code of 1954, §§ 101(b), 402(a)(2).

lev.
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reaches retirement age. Frequently, to take advantage of section 402 (a)
(2), which provides for long-term capital gain treatment, the committee
directs that the payment be made in one lump sum (within one taxable
year) to the employee. Thus reduced to possession, it will be included
for tax purposes in his estate at his subsequent death, like all other property owned by the employee. It may be advisable in many instances to
receive the share in payments over a period of years since then, at the
employee's death, that portion which has not been distributed will
escape federal estate taxation. For example, in the illustration used above,
if the employee attained retirement age and received his entire accumulation in one lump sum, he would pay a long-term capital gain tax of
$23,750., At his subsequent death the remaining $76,250 would be
included in his estate for federal estate tax purposes. Assuming the same
provisions in his will as in the preceding illustration, taxes at his death
and at his wife's subsequent death would be as follows:
Husband's gross estate:
Less marital deduction:

$276,250
138,125
$138,125
60,000

Less specific exemption:
Subject to tax:
Tax:

$ 78,125

Wife's gross estate
Less specific exemption:

$138,125
60,000

Subject to tax:
Tax:

$ 78,125

$14,250

14,250

Plus capital gains tax paid on
distribution of profit share:
Total taxes:

23,750
$52,250

Now let us assume, as in the above illustration, that a trustee is
named beneficiary of the profit share and that the will provides that the
property in the husband's estate, other than that passing into the marital
trust, is to be added to that trust. Further, let us assume that rather than
receiving a lump sum distribution at retirement, the employee is to
receive his profit share in equal installments over a period of ten years.
Let us look at the tax situation should the employee die five years later:
6

Int. Rev. Code

of 1954,

§§

101(h),

402(a)(2).

Lunch With

the

IocI

it

Sys4tem

of Denver
24 HOUR BREAKFAST AND LUNCH SERVICE
At 1649 Broadway

Denver

MARCH-APRIL,

1958

DICTA

89

$235,4007
Husband's gross estate:------------------.--------.--------------Less marital deduction: -------------..
...--- ---------- 117,700
Less specific exemption: ------------------.-----------------

$117,000
60,000

S u bject to tax : .................................. ........... ............. $ 57,700
7 ax : ............................................................
....
..........$8 ,75 0
H ife's gross estate: ........................ ......... ... .............- $117,700
Less specific exemption: ....... .. ..
....
60,000
S u b ject to tax : ----------..------...............-- -- --------------- $ 57 ,70 0
T ax : ------------------------------------------------------------....-8 ,75 0
Income tax on profit share distributicns:
T o husband while living: ---------------------.
.........
To trustee at husband's death:
T o ta l tax es :

14,600
11,250

-- -------------------------------------------------------------$4 3 ,3 5 0

Thus, in our example, receiving payments over a period of years
rather than in one lump sum saved almost $10,000 in taxes.
7 Represents $200,000 plus the $50.000 distributed
after tax (estimated) on each of the five installment

under the profit
distributions.
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A father transfers property to his sons in exchange for their promises
to pay him $10,000 a year for life. This transaction has been described
variously as a "private," "non-commercial" or "intra-family" annuity.
Writers in the field of taxation and estate planning have had much
to say in recent years about the advantages and disadvantages of using
this type of arrangement as an estate planning device.' Nevertheless, it
has not been until as recently as about three years ago that any one could
speak with any degree of authority about certain important aspects of
this arrangement; heretofore this inability to predict the tax results with
relative certainty had given tax men cause for grave doubts about the
efficacy of the use of the private annuity. The occasion for the removal
of this uncertainty (if, indeed, reliance upon the published view of the
Commissioner can truly be said to dispel uncertainty) is a 1955 Revenue
Ruling2 which makes a comprehensive (and, the author feels, conscientious) effort to answer previously unanswered questions in this area.
As a result of this ruling, the author feels that the private annuity
device can now be used with a considerable degree of safety and advant1 Andro, Non-Commercial Annuities-Income Tax Consequences to the Transferor
Who Exchanges Property in Return for an Annuity, 9 Tax L. Rev. 85 (1953); Burks,
Private Annuities, 1952 Tax Institute, U. of So. Calif. School of Law 225; Casey, How
to Use Intra-Family Annuities, Proceedings of N.Y.U. Eighth Ann. Institute on Fed.
Tax. 1109 (1949); Davey, Property Exchanged for a Promise to Pay an AnnuityTransferee Problems, 33 Taxes 494 (1955); De Caron, Non-Commcrcial Annuities and
and Estate Taxes, 9 Tax L. Rev. 61 (1953); Galvin, Income Tax
the Federal Gift
Consequences of Agreements Involving Non-Commercial Annuities, 29 Texas L. Rev.
469 (1951); Gordon, Tax Effects of Contingent, Installment and Annuity Sales, 10 J.
Am. Soc'y C.L.U. 342 (1956); Lowry, The Income Tax and Purchases of Property by
Non-Commercial Annuity Agreements, 9 Tax L. Rev. 191 (1954); Meyer, Transfer of
Property for an Annuity-Tax Position of the Transferee, 31 Taxes 645 (1953); Smith,
Shifting Income Within the Family Group, 30 Taxes 995 (1952); Note, Taxing Deferred
Return upon Transfer of a Capital Asset, 63 Rarv. L. Rev. 853 (1950).
2 Rev. Rul. 55-119, I.R.B. 1955-10, as amended in T.R.B. 1955-26.
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age, provided, however, one restricts the use of this device to factual
circumstances that fall within a relatively narrow pattern. This pattern
can be illustrated by the somewhat idealistic example hereinafter set out.
The reader will, however, very likely have encountered real-life situations not too foreign from that of the example.
Before proceeding to the illustration of the use of the private annuity, a bit of background concerning this device might be of interest.
The one descriptive comment that might safely be made of the evolution
of the use and understanding of the private annuity is that confusion has
tended to triumph at all stages. The reason for the existence of this
basic confusion (for which the courts can claim most of the credit) is
not hard to understand, as we shall see. However, it cannot be said that
this confused state has been an unmixed evil - the potentially rather
fabulous tax and estate planning advantages that apparently flow from
the use of the private annuity in a proper case' (and which now appear
to bear the registered seal of approval of the Treasury Department') are
essentially the product of this confusion.
Consider the following situations:
(A) Father transmits $100,000 to XYZ insurance company for its
promise to pay him, at his particular age, $10,000 per year for life.
(B)
Father transfers property valued at $100,000 to his children
for their promise to pay him or his estate $100,000 at the rate of $10,000
per year for ten years.
(C)
Father transfers property valued at $100,000 to his children
for their promise to pay him $10,000 per year for life (and father has
a ten-year life expectancy).
In (A) above we rather clearly have an annuity transaction; in (B)
we just as clearly have a purchase and sale, with payment for the property
sold to be made in installments. In (C) we have elements of both an
annuity transaction and a purchase and sale, with neither concept particularly dominant. It is this non-susceptibility to precise classification
that has produced the underlying confusion in attempts to deal with the
private annuity.'
A court confronted with a legal issue involving the tax aspects of
a private annuity will normally be called upon to view judicially just
one side of the transaction - that of the annultant-seiler or that of the
obligor-purchaser. For some reason courts dealing with the first side of
tne transaction have, almost without exception, found little difficulty
in classifying the transaction as an annuity." Those courts dealing with
the other side of the transaction have, almost as consistently, found the
transaction to be more like a purchase and sale of assets. 7 The Board
of Tax Appeals had the rare opportunity ol examining, in two separate
3 As illustrated by example herein.
4 Rev. Rul. 239, Cum. Bull. 1953-2, 5 . This ruling is under the 1939 Code. However, there is no reason to doubt that the ruling is equally applicable under the 1954
Code, after allowing for necessary modification by § 72.
5 See very comprehensive discussion in Steinbach-Kresge Co. v. Sturgess, 33 F.
Supp. 897 (D.N.J. 1940).
6 Commissioner v. Kann's Estate, 174 F.2d 357 (3d Cir. 1949); Ware v. Commissioner, 159 F.2d 542 (5th Cir. 1947); Hill's Estate v. Maloney, 58 F. Suno. 164 (D.N.J.
1945); Bella Hommel, 7 T.C. 992 (1946); Maud Gillespie, 43 B.T.A. 399 (1941); Frank
C. Deering, 40 B.T.A. 984 (1939); J. Dorsie Lloyd, 33 B.T.A. 903 (1936); Florence L.
Klein, 6 B.T.A. 617 (1927).
7 F. A. Gillespie & Sons Co. v. Commissioner, 154 F.2d 913 (10th Cir. 1946); Scott
v. Commissioner, 29 F.2d 472 (7th Cir. 1928); Mastin v. Commissioner, 28 F.2d 748 (8th
Cir. 1928); Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940); D. Bruce
Forrester, 4 T.C. 907 (1947): Edwin M. Klein, 31 B.T.A. 910 (1934).
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cases,' both sides of the same private annuity transaction; and, consistent
in its inconsistency, found the arrangement to be both an annuity and
a purchase and sale of assets, depending on which party's eyes the transaction was viewed through.
Some lawyers and judges, however, having found no comfort in
attributing schizophrenic characteristics to the private annuity arrangement, have attempted, in various articles9 and at least one opinion1 "
on the subject, to view the entire transaction as a symmetrical whole.
This has given rise to two schools of thought, so to speak - the "annuity
venture" school and the "capital expenditure" school. All of this exercise
in dialectics would have been less necessary, probably, if courts had had
opportunities to answer more of the problems which can arise, tax-wise,
to the obligor-purchaser in a private annuity transaction. Because not
more than the most elementary problems were presented for judicial
review on that side of the transaction," large problems remained unanswered, and the theorists had to speculate as to those answers, with the
adherents of the two schools of thought going their separate ways. We
shall have a word more to say on this in a moment.
As previously indicated, almost complete unanimity was reached
by the courts in ascribing the characteristics of an annuity to the annuitant-seller's side of the transaction. All payments received by him were
considered taxable to him as annuities (reflecting both an interest
element and a return of capital) . However, while the payments constituted a true annuity, the courts considered that the promises to pay
the annuity, being made by a promisor which was "not a sound insurance
company," had no fair market value.'12 As a result, no matter how large
the appreciation in value of the property transferred, the transferor
escaped immediate recognition of the inherent capital gain. Not only
was this gain deferred until after cost basis had been recovered out of
the "return of capital" portion of each annuity payment, but if recognized
at all (premature death would eliminate the recognition of gain in
whole or in part) it was recognized over a period of years at presumably
lower effective tax rates. These quite favorable judicial results have
been expressly conceded by the Commissioner in a 1953 Revenue Ruling. " Furthermore, if the values on both sides of the transaction are
approximately equal, no taxable gift results (and consequently, no gift
in contemplation of death) , and yet the estate of the annuitant is immediately reduced by the amount of the property transferred.
The only thing that dampened the ardor of estate planners with
respect to the widespread use of the private annuity device was the
ulncertainty of the tax results confronting the transferee. What was his
basis for gain or loss if he disposed of the property prior to the annuitant's death? What was his basis for depreciation? The disciples of the
"annuity venture" theory had answers to these questions but saw the
impact of large gain, probably taxable at ordinary income rates, upon
the premature death of the annuitant." The adherents to the "capital
s Compare Edwin M. Klein, supra note 7, with Florence L. Klein,
(1927).
9 See note 1 supra.
10 Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940).

11See, e.g., D. Bruce Forrester, 4 T.C. 907 (1947).

6 B.T.A. 617

12 Commissioner v. Kann's Estate. 174 F.2d 357 (3d Cir. 1949); Hill's Estate v.
Maloney, 58 F. Supp. 164 (D.N.J. 1945); Bella Hommel, 7 T.C. 992 (1946); Frank C.
Deering, 40 B.T.A. 984 (1939); J. Dorsie Lloyd. 33 B.T.A. 903 (1936).
13 Rev. Rul. 239, Cum. Bull. 1953-2, 53.
14 Note in particular the earlier articles cited at footnote 1.
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expenditure" sect saw no problem stemming from premature death,
rather they saw the benefit of a bargain purchase. But they tended to
throw up their hands in the face of "insurmountable" basis problems. 5
The American Law Institute attempted to provide answers in this
area by drafting legislation in the late 1940's and early 1950's. The present author was among others who sought in a series of articles to chart
a course through this uncertain sea confronting the transferee.'"
In the House draft of the Internal Revenue Code of 1954,7 an effort
was made to deal comprehensively with these as well as other aspects of
the private annuity. The measure was deleted at the insistence of the
Senate, and hence the code left unaffected the prior case law and its
attendant uncertainties. However, the Commissioner himself rose to
the occasion in 1955 by publishing the ruling previously alluded to,"
which appears to answer in an eminently fair way, straddling both the
classic approaches to the transferee's problems, the hitherto unanswered
questions surrounding the transferee's tax status. Inasmuch as the ruling
is so very comprehensive, it is possible that the legislative branch will
not, for some time at least, attempt to disturb it."
It is the existence of this ruling, apparently unknown to some writers
and tax services," which prompts the author to consider the private
annuity as a most helpful estate planning device, if the estate planner
will be careful to use it only where the facts clearly warrant it. With this
preface, let us follow through a hypothetical fact situation and observe
the apparent, although over-simplified," tax results.
EXAMPLE OF IDEAL USE OF NON-COMMERCIAL ANNUITY
I. Factual Background:
(A) Mr. B, a widower aged 80, has the following estate:
Item

Value

Basis

Yield

$24,000
$-------------------------600,000
Securities:
30,000
Apartment Bldg. #1: -----------300,000
10,000
100,000
$50,000
Apartment Bldg. #2: ...........
$64,000
(B)
(C)

(D)
II.

$15,000
$----------Mr. B's normal annual spending requirements:
He has two adult sons, W & F, each married with two
children. Approximate annual income of each is
$15,000 (including income from property previously
given them by Mr. B).
Mr. B is willing to give an additional $100,000 to
his sons.

Mr. B's Tax Situation under the Present Set-up:

(A)
(B)
(C)
15
16
17
:s
19

Annual Income Tax (assuming double exemption
$35,724
and standard deduction) :.....................................
$28,276
Net spendable income: ..........Potential Federal Estate Tax (allowing $40,000 in
$----------------288,700
estate ded u ction s) :

See, e.g., Burks, supra note 1, at 225 et seq.

Meyer, supra note 1; Davey, supra note 1.

§ 1241 of H.R. 8300.
Rev. Rul. 55-119, I.R.B. 1955-10, as amended in

I.R.B. 1955-26.

It is of interest that the subject of private annuities has apparently not been
included in the long list of tax items examined and to be examined for possible revision by the Mills sub-committee of the House Ways and Means Committee of the
present Congress.
20See, e.g., Casey, Estate Plans, Life Insurance and Annuities 37-38 (Inst. Bus.
Planning).
21 For example, the impact of state gift and inheritance taxes is ignored.
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(B)
(C)
(D)

V.

Year
1956
1957
1958
1959
1960
1961
1962
1963
1964

DICTA

Results of Gift of $100,000 cash:
(A)

IV.

1958

Mr. B sells apt. bldg. #2, incurring a capital gains
tax of $12,500. He must make this amount up from
other funds to give $100,000 in cash.
Gift tax on $94,000 taxable gift at attained bracket
of 21% (exemption used up on prior gift) : ------------$19,700
$10,000 (taxed at 75-78%) eliminated from Mr. B's
income. Net spendable income reduced to:
- $25,830
Potential estate tax saving by reason of gift: -------------$37,000
(There is real danger that much of this potential
saving may be lost by reason of gift in contemplation
of death) . At best this savings exceeds combined income tax and gift tax cost of the transaction by less
than $5,000.

Results of Gift of Apartment Bldg. #2:
(A)
Same as (Ill) above except capital gains tax of
$12,500 not incurred.
(B)
Real savings (absent gift in contemplation of death)
effected by gift, approximately:
$17,000
(C) Sons each pick up $5,000 additional income, taxed
in 34% bracket.
(D)
Sons acquire a combined tax basis in the gift property of $50,000.
Results of Use of Private Annuity:
(A) Apartment bldg. #2 "sold" to sons jointly for the
promise of each to pay Mr. B an annuity for life of
$7,550 (total of $15,100 annually) . (Payments keyed
to what commercial annuity writers would pay on
no-refund basis for $100,000 consideration).
(B)
Income Tax results to Mr. B ($15,100 taxable as annuity under section 72 (Reg. 1.72-2 (A) (1) ; on 7.5
yrs. expectancy, $13,333 excluded annually from
gross income; $50,000 capital gain inherent in transaction given deferred treatment under Rev. Rul. 239,
I.R.B. 1953-23, and cases cited therein, as modified
by 1954 code):
Ordinary
Long Term
Payment
Income
Capital Gain Tax Free
$15,100
$1767
None
$13,333
15,100
1767
None
13,333
15,100
1767
None
13,333
15,100
1767
3,333
10,000
15,100
1767
13,333
None
15,100
1767
13,333
None
15,100
1767
13,333
None
15,100
1767
6,667
6,666
and thereafter:
15,100
1767
None
13,333
(C)
Mr. B's net spendable income increases from $28,176 to $39,
605 for the first three years, is reduced to a low of $36,272
over the next five years, then returns to $39,605.

SA[HS-LAWLOR. CORPORATIOn SEALS- ALPInE 5-3422
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(E)
(F)
(G)

(H)

VI.
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Potential estate tax savings of $37,000 are secured with no
chance of diminution by reason of gift in contemplation of
death.2
No gift tax is paid.
Potential capital gain of $50,000 is deferred and possibly
avoided in whole or in part.
Effect on the sons:
(1) Before the annuity arrangement each son had spendable annual income of $12,384.
(2) After the annuity arrangement income increases to
$20,000 for each, but spendable income, after taxes and
annuity payment, drops to $8,326.
(3) Mr. B can afford to give $3,000 each year to each son
and $1,000 each year to each daughter-in-law out of the
$8,000 additional spendable income he secures under
the annuity arrangement, thus restoring each son's
spendable income to the original $12,000-plus level.
(4) Sons now have present joint ownership of an asset worth
$100,000 which can be freely disposed of.
(5) If Mr. B dies prematurely, the sons have made a bargain
purchase which will be reflected in marked increases in
their spendable incomes, by reason of termination of the
annuity obligation. If the father survives his life expectancy, the sons are no worse off income wise and are
building a higher tax basis in the property.
By reason of assured spendable income of $15,000, which is
sufficient for his normal needs, Mr. B can embark on a systematic program of annual gifts to his grandchildren, thereby
preventing his estate from increasing by reason of retained
income. If his needs exceed $15,000, he can meet them by
suspending or reducing his gift program.

23
Tax Position of Sons with Respect to Private Annuity.
(A)
No deduction is allowed for annuity payments made.
Their combined original basis for depreciation in the apart(B)
ment building is $72,304 before adjustment for non-depreciable portion and salvage (actuarial value of their promises
as determined by Table I, U. S. Treas. Reg. 108, section
86.19 (j) .14 Because of required use of 3/2% tables, unadjusted for sex of the annuitant, a discrepancy exists between
Mr. B's $100,000 "investment in the contract" and "the value
of the prospective payments" made by the sons. Note further
that their initial depreciable basis is still substantially higher
than would be so on the assumed facts had a gift been made.
(1) This basis figure is subject to a later downward adjustment at the annuitant's death if he dies before expiration of his anticipated life expectancy.

22 So long as the value of the promise to pay the annuity approximates the value
of the property transferred, no taxable gift results. See De Carion, supra note 1, at
64. An excess of value transferred over value of annuity promises will result in a
partial gift. Rev. Rul. 55-119, T.R.B. 1955-10, as amended in I.R.B. 1955-26. As in all
matters of legitimate tax avoidance, one should not push his facts or his luck too far.
23 Their position would be governed by Rev. Rul. 55-119, I.R.B. 1955-10.
24 Although examples in Rev. Rul. 55-119 would indicate use of a 2%% table, a
subsequent statement appearing in I.R.B. 1955-26 makes it clear the Commissioner's
V%
tables are to be used.
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(2)

(C)
(D)

Basis is subject to a later upward adjustment to reflect
each payment made after total payments exceed the
original tentative basis.
The combined basis for gain or loss on a disposition after
death of the annuitant is an amount equal to the total of payments made, adjusted for depreciation.
The combined basis for gain or loss on a disposition prior to
death of the annuitant:
(1) Basis for gain is the total of payments made to date, adjusted for depreciation, plus the value of prospective
payments remaining according to the Commissioner's
31,% tables. Basis for loss is the total of payments made
to date, adjusted for depreciation. It is possible for
neither gain nor loss to arise at the time of disposition.
(2) Secondary gain or loss may arise from subsequent events:
Any payments in excess of tentative basis used at the
time of disposition are losses in the year paid. If the
annuitant dies prior to the time total payments made
equal the tentative basis, the difference between tentative basis and the total amount paid is gain in the year
of the annuitant's death.25
(3) If neither gain nor loss is recognized at the time of disposition, subsequent events will determine the time and
amount of eventual gain or loss (gain, if any, in the
year of the annuitant's death, is measured by the differ-

Prudence would suggest that the obligors hold in reserve some of the sales
proceeds received against possible second gain resulting from premature death of
the annuitant.
25
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ence between selling price and total payments, adjusted
for depreciation.26 Losses, if any, begin in the year total
payments, adjusted for depreciation, exceed selling
price).
(4) All gains or losses, whenever incurred, are capital or
ordinary depending on the nature of the property holding.
It is to be noted that, in the above example, Mr. B has retained no
security interest in the property, but must look to the mere promises of
his sons, and their respective estates should they or either of them predecease him, to make the agreed payments to him. Indeed, it is this
very "uncertainty" of payment which gives rise to the non-recognition
of gain to the annuitant at the time of the transfer. 27 Hence, it is thought
essential that security arrangements be held to an absolute minimum
in the private annuity transaction." Also, it is important that the payment received by the annuitant not approximate too closely the anticipated income from the property transferred. Otherwise, there is danger
that the transaction may fail estate tax wise on the theory of a reserved
life estate or a transfer
intended to take effect in possession or enjoyment
29
at or after. death.
It has been contended that the same favorable tax results, including the non-recognition of gain at the time of the transaction, will accrue
to the transferor-annuitant where the transferee-obligor is a family corporation."0 This may be true but the present author knows of no case
squarely so holding. While a number of the cases cited in this article
involved private annuities where the obligor was a corporation, 31 the
court in no instance was called upon to decide whether the annuitant
escapes immediate gain on the transaction. The cases where gain expressly has not been recognized to the annuitant at the time of the transaction 32 all dealt with individual obligors. Language common to several
of the opinions in these instances is that the obligor is "not a sound
insurance company" regulated as to assets, and so forth, and the favorable tax result was held to obtain even where the obligor was an indisputably wealth man.3 2 Whether this result can be safely assumed where
the obligor is an indisputably wealthy family corporation (even though
"not a sound insurance company") is perhaps open to question. It should
be noted that Revenue Ruling 23934 deals with an individual obligor.
However, despite the foregoing suggested limitations in the use of
the device, the author restates his belief that the average attorney who
devotes some part of his practice to tax and estate planning will, if he is
vigilant, find occasional opportunities to give serious consideration to
the private annuity. In so doing, he may be able to secure for his clients
substantial tax and other advantages not otherwise obtainable.
26 See note 24 supra.
27 Cases cited note 12 supra.
28 It has been suggested that the transferees can provide funds for the payment
of their annuity obligations after their deaths by life insurance on their own lives.
payable to their estates or to trusts set up for the purpose. See Gordon, supra note 1.
2 Estate of Cornelia B. Schwartz, 9 T.C. 229 (1947); Estate of Pamelia D. Holland.
1 T.C. 564 (1943).
30 See Cleary and Anthoine, How Tax Factors Affect Estate Planning, P-H Tax
Ideas, 1 6001.5 (3) (1954); Wren, H-ow to Handle Annuities under the 1954 Code, P-H
Tax Ideas, II 6012.2 (1)
(1957).
31 E.g., F. A. Gillespie & Sons, Co. v. Commissioner, 154 F.2d 913 (10th Cir. 1946);
Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940); Maud Gillespie, 43
B.T.A. 399 (1941). See also Commissioner v. John C. Moore Corp., 15 B.T.A. 1140 (1929).
32 See note 12 supra.
33 J. Dorsie Lloyd, 33 B.T.A. 903 (1936).

34 See note 4 supra.
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While state law determines the property rights and interests of
parties' the manner in which such rights and interests shall be subjected
to federal tax is determined by federal law.' To these principles should
be added an important corollary-that the determination of such rights
and interests under state law may be rejected by the Commissioner of
Internal Revenue and the federal courts.' How these principles are
applied will be shown in this article.
W, a bereaved widow, is more bereaved when she is informed that
H, her deceased husband has left his entire estate to his children by a
former marriage. Her sorrow is unbounded when she is further informed
that the document she signed before her marriage to H is reputed to be
an antenuptial agreement, and that by it, she may have no rights to H's
estate.' W later is advised by her attorney that she has possible grounds
for having the antenuptial agreement declared invalid.
The executor of H's estate is advised of the widow's apparent displeasure with the will when W files her election to take the allowable
statutory interest.5 The executor informs the children that settlement
is advisable. An agreement is subsequently reached whereby, in consideration of W's not attempting to exercise her statutory right to elect,
she is to receive one-fourth of H's estate outright. The executor in his
petition to the probate court sets forth the proposed agreement and the
fact that the antenuptial agreement may be of questionable validity.
The petition also says that H's children desire settlement in accordance
with the proposed agreement. No argument or evidence is otherwise
presented, and the probate court approves the agreement and issues its
1Blair v. Commissioner, 300 U.S. 5, 12 (1937).

' Morgan v. Commissioner, 309 U.S. 78, 80 (1940).

3 Estate of Arthur Sweet, 24 T.C. 488 (1955), aff'd, 234 F.2d 401 (10th Cir.), cert.

denied, 352 U.S. 878 (1956).
4 Griffee v. Griffee, 108 Colo. 366, 117 P.2d 283

5 Colo. Rev. Stat. § 152-5-5 (1953).

(1941).
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order permitting settlement. Will the interest which W receives under
the settlement agreement qualify for the federal estate tax marital deduction?6
The legislative intent in such a situation as just presented was to
disallow as a marital deduction any settlement received by the surviving
spouse which did not reflect the surviving spouse's rights under state
law.' Subsequent regulations relating to this point indicated that the
Internal Revenue Service looked askance at such settlements. In effect,
the Internal Revenue Service said that a settlement of this type would
qualify for the marital deduction only if such settlement was a bona fide
recognition of the surviving spouse's enforceable rights. A presumption
of such recognition attached where the settlement was made pursuant
to a state court decision decided upon the merits in an actual adversary
proceeding. Settlements made pursuant to decrees obtained by consent, or
made pursuant to agreements not to contest the will, or not to probate the
will would not "necessarily" be accepted as a bona fide recognition of the
surviving spouse's enforceable rights.' The proposed regulations have
not departed from this view.'
Hence, it might appear in the example given that the executor of
H's estate will experience difficulty in obtaining the marital deduction
for the amount given to W. Such would not be the case, however, if the
executor can meet the standard set forth in the Tax Court case, Estate of
Gertrude P. Barrett." As long as the executor of H's estate can demonstrate that W's grounds for setting aside the antenuptial agreement provided him with a reasonable belief that there was a serious and substantial threat to the plan of the decedent, H, part of the standard is met.
Then, if the settlement was the result of arms length negotiations, the
criterion set forth in the treasury regulations, as interpreted by the
Barrett case, is met, and the amount given to W will qualify for the
marital deduction.
The result is sound law. If, in the illustration, W's claim had been
adjudicated on its merits, and if she had succeeded, the property interest
she would have received through her election would have qualified for
the marital deduction." Thus, if the executor has reasonable basis for
believing that the widow W's claim is valid, the settlement given her for
abandoning her claim is clearly in bona fide recognition of her rights
under state law. To have held that there must be an actual contest on
the merits would be to make the executor of H's estate defend a position he reasonably believes untenable. Such an unreasonable requirement could very well result in a greater loss to the beneficiaries under
H's will.

It should be mentioned that the settlement which the surviving
spouse receives must be an interest which meets the other requirements
of section 2056 of the 1954 code in order to qualify for the marital deduction. 1 2 In our illustration, if the agreement had been that W would not
Int. Rev. Code of 1954, § 2056.
U.S. Code Cong. Serv., 80th Cong. 2d Sess. 12,6 (1948).
8 U.S. Treas. Reg. 105, § 81.47(g) (1949).
9 Proposed U.S. Treas. Reg. § 20.2056(e)-2(d) (1956). The language used in the
proposed regulation is the same as that used in U.S. Treas. Reg. 105, § 81.47(g) (1949).
10 Estate of Gertrude P. Barrett, 22 T.C. 606 (1954), acq., 1954-2 Cum. Bull. 3.
11 Id.
at 611: U.S. Treas. Reg. 105, § 81.47(f) (1949); Proposed U.S. Treas. Reg.
§ 20.2056(e)-2(c) (1956).
12 Int. Rev. Code of 1954, § 2056(b) which states that a life estate or any other
similar interest which will terminate upon the occurrence of some event or lapse of
time will not qualify.
6
7
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receive the property outright, but would take it in trust and receive all
the income for life, with a remainder to H's children, the settlement
would not qualify.' Similarly, if widow W ostensibly receives the property outright, but with the understanding that she immediately create
an irrevocable trust reserving to herself the income for life, with a
remainder to H's children, that settlement would not qualify. 4
Estate of Arthur Sweet 1" is an example of the kind of a state court
proceeding which is not binding on the Commissioner and the federal
courts. In that case, the decedent had created a revocable trust. In 1948,
he amended the trust in an attempt to qualify it for the marital deduction. After his death and upon revaluation of the trust assets, it appeared
that the decedent's wife would not receive the full marital deduction
unless some portion of the revocable trust qualified. The Commissioner
refused to allow any portion of the trust to qualify because the general
power to appoint, given to the wife by the 1948 trust amendment, did
not extend to the whole trust. The Commissioner rejected the trustee's
contention that there were two trusts.'
The trustee brought suit in the Utah state court against the decedent's wife and remaindermen, seeking construction of the trust instrumnents and instructions as to its duties thereunder. In its complaint the
trustee suggested that two trusts had been created by the 1948 amendment to the trust. At the hearing the trustee presented arguments and
other evidence, but the defendants, having failed to answer or otherwise
plead, did not appear. Default judgments were rendered against the
defendants that same day, and the court immediately rendered its
opinion (which followed much of the language in the trustee's complaint) and ordered the trustee to separate the trust estate into two
trusts.
In its decision the Tax Court noted the following sequence of
events. The state court proceeding was instituted after the Commissioner
refused to recognize the two trusts. The trustee's complaint suggested
13 Ibid.; Estate of Hyman Kleinman, 25 T.C. 1245 (1956), aff'd per curiam, 245
F.2d 235 (6th Cir. 1957).
14 Cf. Estate of Thomas W. Tebb, 27 T.C. 671 (1957); Comment. 43 Va. L. Rev.
740 (1957).

15 See note 3 supra.

16 The case arose under Int. Rev. Code of 1939, § 812 as amended by 62 Stat. 117
(1948) which permitted such a trust to qualify for the marital deduction only if the surviving spouse could exercise the general power to appoint the whole trust. Under the
present law, Int. Rev. Code of 1954, § 2056, a general power to appoint just a specific
portion of a trust would qualify.
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that two trusts were created. Default judgments were rendered against
the defendants after they failed to answer, plead, or appear. The state
court's opinion was rendered the same day as the hearing in almost the
same language as the trustee's complaint. Finally, the trustee had not
complied with the state court's order regarding the separation of the
trust estate into two trusts. The state court's decree was rejected by the
Tax Court as not being determinative of interests in property under
state law.17 The Court of Appeals for the Tenth Circuit, in affirming
the Tax Court decision, concluded that the state court proceeding had
been brought with the concurrence of the trustee and the trust beneficiaries solely to circumvent the Commissioner's contention. "The
(state) court decree," the court of appeals said, "was obtained by collusion for the purpose of maintaining the claim for marital deduction.
And it therefore is not binding in this proceeding.""5 Once collusion or
fraud is found in cases involving state determination of property rights,
the Commissioner and the federal courts will find that they are not bound
by the state court proceeding.
Whether or when a state court proceeding is binding on the Commissioner and the federal courts seems to be a continuing problem. It has
arisen in other types of cases affecting the marital deduction. Thus,
should the widow's portion under the will bear the proportionate share
of taxes attributable to that share under state law?1" Can the widow
elect to take her statutory interest in lieu of the interest given to her
under a joint and mutual 21 will? 2' Do certain insurance policies qualify
for the marital deduction?
Moreover, that there is variance of opinion as to the effect of some
of these state court proceedings may be gathered by the following language in the case of Merchants Nat'l Bank and Trust Co. v. United
22
States:
"it is apparent that both sides agree, that if the probate court
final decree was entered by consent of the parties or in a nonadversary proceeding, it is not binding upon defendants in this
Federal estate tax litigation. It is, therefore, unnecessary for
us to pass upon the validity of that proposition of law and
we are relieved of any obligation to consider and reconcile a
number of seemingly conflicting Federal courts of appeals
cases."'
Although this article does not attempt to reconcile the seeming
conflict in the circuit courts, certain conclusions may be gleaned from
17 Estate of Arthur Sweet, 24 T.C. 488, 495 (1955).
18 Estate of Arthur Sweet, 234 F.2d 401, 404 (10th Cir. 1956) (parenthetical matter
added).
19 Merchants Nat'l Bank and Trust Co. v. United States, 246 F.2d 410 (6th Cir),
cert. denied, 78 Sup. Ct. 148 (1957), in which the circuit court found the Indiana
state court's decision permitting the widow to take her portion under the will free
from taxes was not binding. But see Pitts v. Hamrick, 228 F.2d 486 (4th Cir. 1955).
2 Estate of Charles Elson, 28 T.C. No. 48 (May 24, 1957). The court held that
the Iowa state court's order approving the widow's election against the joint and
mutual will was not binding. Compare with Awtry v. Commissioner, 221 F.2d 749
(8th Cir. 1955), reversing 22 T.C. 167 (1954).
21 Estate of William Walker Wynekoop, 24 T.C. 167 (1955), which held that the
Illinois state court's decision regarding insurance policies was a binding one, and the
policies qualified for the marital deduction.
22 Merchants Nat'l Bank and Trust Co. v. United States, 246 F.2d 410 (6th Cir.
1957).

23 Id. at 417
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the cases involving the determination of property rights in a prior state
court proceeding. These conclusions may be of some help in analyzing
similar situations affecting areas of federal taxation, including the marital deduction.
It would seem that where there has been a determination of property rights under state law, which is binding on the parties, the state
court proceeding should be binding on the Commissioner and the federal
courts as long as the state court determination was not tainted with fraud
or collusion. Even though the proceeding may be nonadversary, the
parties friendly, and a tax saving effected, these factors alone should not
be enough to permit the Commissioner and the federal courts to reject
2
the state court's determination and substitute his or their own finding. 1
If state law, as interpreted by the state court proceedings, is to determine
property rights and interests of the parties, those proceedings should be
binding on the Commissioner and federal courts.
A different conclusion is reached where the federal government has
established a criterion as to the taxability of a property right, or the
qualifying of such property right for a deduction under federal law.
In this case, the state court proceedings should be binding on the Commissioner and the federal courts only if the criterion as established by
the federal government is met. Hence, whether a property right received
in settlement of a will controversy will qualify for the marital deduction
will be determined by the criteria set forth in Treasury Regulation 105,
§ 81.47 (f), and Proposed Treasury Regulation § 20.2056 (e) -2 (c).
Whether or not the criteria are met, of course, will be determined
by the Commissioner. It is in cases involving some federally established
criterion that variable factors become very important. These factors may
be the relationship of the parties, the reasonableness of the issues or
claims, how the issues or claims are adjudicated or settled, and the tax
consequences. The attorney may feel that he can take little solace in
cases involving this problem since the Commissioner will determine
whether the criterion has been met in the state court proceeding. However, as long as the claims or issues involved are bona fide and reasonable, and as long as the settlement or adjudication in the state court
proceeding is bona fide and reasonable, the Commissioner should be
bound. This proposition was affirmed in the case of Estate of Gertrude P.
Barrett and to this extent, should give attorneys some consolation.
'4

Gallagher v.

Smith. 223 F.

2

d 218, 226 (3rd Cir. 1955).
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COLORADO BAR CONVENTION REGISTRATION DATA
The 60th Annual Convention of The Colorado Bar Association will
be held October 16, 17, and 18, 1958 at the Broadmoor Hotel, Colorado
Springs. The following is the procedure to make reservations for this
convention.
1. All requests for reservations must be sent to the Secretary of
The Colorado Bar Association, 525 Mile High Center, Denver.
2. Each member of the Association desiring a reservation must send
in his own request by mail.
3. The request must be accompanied by a deposit of $17.00. This
deposit will cover a registration fee of $7.00, one ticket each to the Friday
and Saturday luncheons ($2.75 each), the Saturday Night Banquet
($4.50), the President's Reception on Thursday night, the Denver Law
Club Show on Friday night, and the Grand Ball on Saturday night.
4. In making your request for accommodations at the Broadmoor,
please specify (1) the type of room desired, (2) how many in your
party, (3) the dates of arrival and departure. Plan to arrive early. This
year the President's Reception will be on Thursday night.
5. On April 15, 1958, all requests for reservations then in the
Secretary's office will be opened simultaneously. If the total number
of requests accompanied by a proper deposit does not exceed the number
of rooms which the Broadmoor can make available, all will be filled.
If such requests exceed the number of rooms available, the rooms will
be allocated to the various local bar associations, prorated according to
the membership of each association. Associations having more requests
for reservations than rooms assigned may select by lot, or otherwise, the
registrants to be approved, and the results must be certified to the Secretary of the Colorado Bar Association by the local bar association.
6. Letters requesting reservations will be sent by the Secretary to
the Broadmoor Hotel when approved in the above manner. The Hotel
will be responsible for the actual assignment of rooms.
7. Deposits will be returned to those not receiving reservations
unless they desire to leave their requests on file in the hope of obtaining a reservation cancelled by another. Those leaving their deposits with
the Bar Association Secretary will receive preference in the assignment
of cancelled reservations.
8. After a reservation is confirmed NO DEPOSIT WILL BE
RETURNED UNLESS A CANCELLATION IS RECEIVED PRIOR
TO SEPTEMBER 15, 1958.
No advance deposit will be required of members who do not request
reservations at the Broadmoor Hotel. Ample accommodations are available elsewhere in Colorado Springs, and the Convention Committee
will provide information at a later date to anyone desiring such facilities.
Requests for accommodations at the Broadmoor Hotel will now
be received by the Bar Association Secretary.
CONVENTION COMMITTEE OF THE
COLORADO BAR ASSOCIATION
Alfred Heinicke, Chairman
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FEDERAL AND COLORADO DEATH AND GIFT TAXES
A COMPARISON
By
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Joseph E. Cook, Jr. received his A.B. degree from Brown University in 1943, and
his M.B.A. degree from the University of
Pennsylvania in 1946. From 1946 to 1949,
he was employed in the accounting firm
of Haskins & Sells, and in 1949 he received
his certificate as a Certified Public Accountant. In 1952 he received his LL.B.
degree from Stanford University, where
he was a member of the Stanford Law
Review Board of Editors. Since 1952 he
has been practicing law in Denver. He is
a part time Instructor at the University of
Denver College of Law and a member of
the Colorado, Denver and American Bar
Associations.
I. INTRODUCTION
In a comparison of the federal estate tax law with the Colorado
inheritance tax law, a basic distinction should be kept in mind. An
estate tax is levied on the transfer of property from a decedent to his
estate, while an inheritance tax is imposed on the transfer to a beneficiary of a decedent. Since the main function of gift taxes is to supplement and prevent the avoidance of death taxes, this distinction also
should be remembered in comparing the federal and Colorado gift tax
laws.
Many of the differences between federal and Colorado law in this
area spring from the above distinction. Other differences arise from the
fact that, although Colorado attempts to follow the federal law in many
respects, it is often several years behind a tax-conscious Congress. Of
course, some variations are accounted for by policy considerations upon
which the two legislative bodies involved do not agree, while others
stem from the fact that certain provisions necessary in a federal law would
not apply to an individual state, and vice versa.
This article will not cover all the possible variations involved, but
will be concerned only with the principal distinctions, mainly substantive,
in order that a guide may be provided with regard to problems in the
death and gift tax fields in Colorado.
II. FEDERAL ESTATE TAX AND
COLORADO INHERITANCE TAX
THE TRANSFERS TAXED

Property Passing by Will or Intestate Succession. Both federal and
Colorado laws tax the transfer of property by will or intestate succession.
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The former1 provides that the gross estate shall include all property to
the extent of the decedent's interest therein at the time of his death, while
the latter2 states that a transfer is taxable if made by will or by statutes
regulating the descent and distribution of property.
These sections thus cover the common garden-variety case where a
person (lies owning property and the transfer of such property is taxed.
There are no important variations between federal and Colorado law
here. There is, of course, a difference in the manner of reporting the
transfer and paying the tax, due to the above mentioned distinction
between an estate tax and an inheritance tax. This will be covered later
in the article, since it applies to all taxable transfers, not just those
occurring at death.
Transfers in Contemplation of Death. In order to prevent the
avoidance of death taxes through the medium of lifetime transfers motivated by, or taking effect at, death, certain provisions have been inserted
in both federal and Colorado law taxing such transactions as if they3
were actually death transfers. One such provision, common to both laws,
pertains to transfers "in contemplation of death."
For federal estate tax purposes there is a rebuttable presumption
that any transfer of property made within three years of death is made in
contemplation of death, while Colorado designates two years as the crucial
period. However, the federal law goes on to say that a transfer made
more than three years prior to death is conclusively not in contemplation
of death, while Colorado law is silent as to transfers before its two-year
period, so such transfers could also be included.
The two jurisdictions are in complete agreement on the meaning of
the phrase "contemplation of death." The federal definition steins from
the 1931 Supreme Court case United States v. Wells, 4 while Colorado
spells out its interpretation in Rule 8 of its Inheritance Tax Regulations. The language used in this rule was apparently taken from the
Wells case. The test in each case is one of' motive-whether the )url)ose
of the transfer was one associated with death.
Transfers with Retained Life Estate. Originally the federal estate
tax law used only the general language "transfer ...
intended to take
effect in possession or enjoyment at or after . . . death" to cover all lifetime transfers (other than those in contemplation of death) includible
in the gross estate. The difficulty which courts had in the interpretation
of this phrase, particularly in the rather startling May v. Heiner5 decision,
led to more detailed provisions in this area and, finally, as more and more
specific types of such transfers were covered by the statute, the phrase
disappeared entirely from the law.
One of the federal provisions spawned by this phrase is section 2036.1
Briefly stated, it sweeps into the gross estate any lifetime transfer made
by the decedent wherein he retained the possession of or income from
the property (or the right to designate who should possess it or receive
its income) for his life, for any period not ascertainable without refer1 Int. 1Rev. Code of 1954, § 2033.
2 Colo. Rev. Stat. § 138-4-7(1) and (2) (1953).
3 Int. Rev. Code of 1954, § 20P35: Colo. Rev. Stat.
-282 U.S. 102 (1931).
5 281 U.S. 238 (1931).
GInt. Rev. Code of 1954, § 203(

§ 138-4-7(3)

(1953).
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ence to his death, or for any period which does not in fact end before his
death.
The Colorado law still has the general language "intended to take
effect at or after death."7 The section goes on to say that the reservation
of a life interest shall be deemed to be such a transfer. The specific mention of a reserved life estate is not as broad as the above federal rule
on such reservations, but presumably the general Colorado language
would cover most of the cases embraced in federal section 2036.
Transfers Taking Effect at Death. Another section of the federal
code whose origin was the language "taking effect at death" is section
2037.8 The present requirements of this section were developed only after
a painful (for the taxpayer) succession of cases beginning in 1931 with
Klein v. United States" and ending in 1949 with Estate of Spiegel v. Com1l
issioner.
The trend of these cases seemed to indicate that eventually
a lifetime transfer might be included in the gross estate for the sole
reason that the decedent's death was the occasion for the shifting of
beneficial enjoyment of the property, without any other supporting facts.
At this point Congress stepped in and passed a series of amendments to
this part of the law, finally resulting in the present section 2037. A
transfer of property is now included in the gross estate of the decedent
if it is made in such a way that possession or enjoyment of the property
can be obtained only by surviving the decedent, and he has retained
a reversionary interest in the property exceeding five per cent of its value.
As mentioned above, the Colorado statute still contains the general
language "at or after death,"" but the regulations 1 ' are more specific
and contain the two elements of survivorship and a reversionary interest
found in federal section 2037. However, as to the second element, the
wording is any interest rather than one exceeding five per cent of the
value of the property.
Subsection (5) of the same section of the Colorado statute" covers
a situation where the decedent entered into a contract, for less than full
consideration, under the terms of which his estate was to make payment
at or after his death. This type of case would be covered under the general language of section 2033,'" coupled with section 2053 (c) (1) (A) ,"
of the federal law.
Revocable Transfers. Federal law" ' requires a transfer to be included
in the gross estate if the decedent had, at the time of his death, the power
to alter, amend, revoke, or terminate the transfer. Colorado's comparable
section 17 is somewhat more limited, in that it relates only to transfers
in trust and applies only where the exercise of the power would revest
the property in the decedent. However, transfers not included under
this section might still fall within section 138-4-7 (4).
Annuities. Under federal law," the value of an annuity receivable
by any beneficiary by reason of surviving the decedent is included in the
latter's gross estate to the extent that he contributed to the cost, with
7 Colo. Rev. Stat. § 1938-4-7(4) (1953).
8 Int. Rev. Code of 1954, § 2037.
9 283 U.S. 231 (1931).
10 335 U.S. 701 (1949).
11 Colo. Rev. Stat. § 138-4-7(4) (1953).
12 Colo. Inheritance Tax Comm., Rules and Regulations, Rule 9 (1950).
13 Colo. Rev. Stat. § 138-4-7(5) (1953).
14 Int. Rev. Code of 1954, § 2033.
15Id. § 2053(c)(1) (A).
16 Id. § 2038.
17 Colo. Rev. Stat. § 138-4-10 (1953).
's Int. Rev. Code of 1954, § 2039.
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certain exceptions and limitations. Apparently in Colorado, annuities
would be dealt with as property passing by will or intestate succession 1"
or, in the case of joint and survivor annuities, as property held in joint
names.2 ° No exemption is allowed as is the case with insurance policies. 1
Joint Interests. The federal law includes the entire value of property held by the decedent and another person as joint tenants, except to
the extent that such other person can prove his contribution thereto and
that such contribution was not received by him from the decedent for
less than a full consideration. 2 If the property was acquired by the joint
tenants as a gift or inheritance, then only the decedent's fractional share
is included.
Colorado taxes joint tenancies in proportion to the decedent's
interest, except in the cases of co-ownership of United States government
securities and bank accounts, which are taxed in proportion to his
contribution.3

Powers of Appointment. The federal code 2" taxes the value of property with respect to which the decedent had a general power of appointment at the time of his death, meaning a power exercisable in favor of
himself or his estate, or the creditors of either.2 The Colorado provision
is similar in that it considers either the exercise or nonexercise of a power
of appointment a taxable transfer to the appointee, or to the person
taking in lieu of appointment. 6
Proceeds of Life Insurance. The federal code includes the proceeds

of life insurance in the decedent's gross estate, if payable to his estate or,
provided he had any of the "incidents of ownership" in the policy, if payable to third parties.2 1 Colorado also taxes the proceeds if payable to the
estate, or to third parties if the decedent had incidents of ownership.
But in the latter case there is a $75,000 exemption. If the decedent had
no incidents of ownership and the proceeds 2were not payable to his
estate, then the transfer is not included at all.. 1
VALUATION

The transfers taxed are valued as of the (late of the decedent's death

19
Colo.
20Id. §

Rev. Stat. § 138-4-7(1) and (2) (1953).

138-4-8 (1953).
Id. § 138-4-9 (1953).
22 Int. Rev. Code of 1954, § 2040.
23 Colo. Rev. Stat. § 138-4-8 (1953).
224 Int. Rev. Cooe of 1954, § 2041.
5Id. § 2041(b)(1).
21

26 Colo. Rev. Stat.

§

138-4-12

(1953).

27 Int. Rev. Code of 1954, § 2042.
2- Colo. Rev. Stat. § 138-4-9 (1953).
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under both federal 2" and Colorado" law, but both laws provide for an
optional valuation date one year after death."
EXEMPTIONS

Federal law32 allows an exemption of $60,000 in computing the taxable estate. Due to the different nature of an inheritance tax, the Colorado exemptions are allowed to the beneficiaries and depend upon their
respective degrees of relationship to the decedent. 3
DEDUCTIONS

Expenses, Indebtedness, and Taxes. Under federal law,3" there may
be deducted from the gross estate funeral expenses, administration expenses and claims against the estate. State inheritance taxes are not
usually deductible, although they may qualify for a credit.3"
Colorado law3" allows deductions in a similar fashion, but restricts
expenses for a monument or memorial to $500. The federal estate tax
is not deductible, nor is there any provision for a credit with respect to it.
Losses. Federal section 2054 1 allows a deduction for casualty and
theft losses incurred during the settlement of estates, but Colorado makes
no such specific provision.
Charitable Deduction. Both the federal 3" and the Colorado" laws
allow deductions for transfers to qualifying charities.
Marital Deduction. Section 2056 of the federal code permits a deduction for the value of property passing to the surviving spouse (not a
"terminable interest"), to the extent such property is included in the
gross estate, not to exceed fifty per cent of the adjusted gross estate. The
29 Int. Rev. Code of 1954, § 2031.
30Colo. Rev. Stat. §§ 138-4-14 and 138-4-32 (1953).
31 Int. Rev. Code of 1954, § 2032 and Colo. Rev. Stat. § 138-4-6 (1953).
32 Id.
§ 2052.
33 Colo. Rev. Stat. § 138-4-14 (1953)
provides as follows: "The following beneficiaries shall be included in:
"Class A. Father, mother, husband, wife, child, or any child or children legally
adopted as such, or to any lineal descendant of such decedent born in lawful wedlock;
provided that for the purpose of this article no person shall be considered legally
adopted unless the adoption decree was entered prior to such person reaching the
age of twenty-one years.
"Class B. Wife or widow of the son, or the husband or widower of the daughter,
or the grandfather or grandmother, or any brother or sister, or any person to whom
the deceased, for not less than ten years prior to death, stood in the mutually acknowledged relation of a parent; provided such relationship began at or before said person's
fifteenth birthday and was continuous for ten years thereafter; and, provided that
except in the case of a stepchild, the parents of such person so standing in such
relation shall be deceased when such relationship commenced.
"Class C. Any uncle, aunt, niece, or nephew, or any lineal descendant of the same.
"Class D. All other persons and corporations not exempt from taxation under this
article.
"Collateral relatives of the half-blood shall be entitled to the same exemptions,
and shall pay the same rates of tax, as corresponding relatives of the whole blood."
Colo. Rev. Stat. § 138-4-15(2) (1953) then provides:
"Transfers to a wife shall be taxable only to the extent that the value of the
property transferred exceeds tventy thousand dollars: and transfers to any other
person in class A shall be taxable only to the extent that the value of the property
exceeds ten thousand dollars, provided that in the event the statutory allowance to
widow or children is claimed and allowed such allowance shall not constitute an
exemption in excess of that provided in this section; and transfers to any person in
class B shall be taxable only to the extent that the property exceeds two thousand
dollars. No transfer to any person or corporation in classes C and D shall be taxable
unless the value of the property exceeds five hundred dollars, in which case the
entire transfer shall be taxable. If the decedent be not a resident of this state then
the exemption allowable shall be the proportion of the allowable exemption in the case
of residents that the net property taxable by this state bears to the whole net property transferred by the decedent to the transferee."
34 Int. Rev. Code of 1954, § 2053.
35 Id. § 2011.
3a Colo. Rev. Stat. § 138-4-16 (1953).
37 Int. Rev. Code of 1954, § 2054.
38 Id.
§ 2055.

39 Colo. Rev. Stat. § 138-4-15 (1953).
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principal purpose of this section is to equalize noncommunity with community property states. There is no such deduction allowed in Colorado,
of course, although there is an exemption for a surviving spouse, as
previously discussed.
TAX RATES

Federal estate tax rates" range in a graduated table from three per
cent to seventy-seven per cent of the "taxable estate" (gross estate, less
exemption and deductions), while Colorado inheritance tax rates41
depend upon the class in which the beneficiary falls42 and vary from a
low of two per cent to a high of sixteen per cent. There is also an oldage pension tax in Colorado equal to ten per cent of the inheritance tax.4
CREDITS AGAINST THE

TAX

State Death Taxes. Internal Revenue Code section 2011 allows a
certain credit, a deduction directly from the tax, for state death taxes
paid where the taxable estate exceeds $40,000. The credit is subject to
several minor limitations.
As previously mentioned, Colorado allows no deduction or credit
for federal estate taxes paid. It does, however, impose an additional
"estate" tax to take full advantage of the federal credit!4 4 The purpose
is obvious-to collect the maximum revenue for Colorado, since to the
extent the credit is unused, it represents a diversion to the United States
Treasury, dollar for dollar.
40Int. Rev. Code of 1954, § 2001.
41 Colo. Rev. Stat. § 138-4-14 (1953).

-12See note 33 supra.

43 Colo. Rev. Stat. 101-2-2 (1953).
44 Id. §§ 138-4-z5 and 138-4-26 (1953)
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Gift Tax Credit. Both federal"5 and Colorado" laws allow a credit
for gift taxes paid with respect to property later subject to death taxes
in the estate of the donor.
Prior Transfers. The federal law47 allows a sliding-scale credit for
estate taxes paid with respect to transfers from another decedent to the
present decedent which are included in the latter's gross estate. Roughly
speaking, the amount of the credit is that part of the former estate tax
required to be paid because of the inclusion of the property in question
in the former estate. The purpose, of course, is to soften the blow of
successive estate taxes on the same property within a short period of
time. One hundred per cent of the credit is allowed if the prior decedent
died within two years before the death of the present decedent (or two
years after, which could arise where the other decedent made a lifetime
transfer to the present decedent, which was required to be included in
the gross estate of both) . The credit is eighty per cent if the prior decedent died from two to four years before the present decedent, and so
on down to twenty per cent, if between eight and ten years.
Colorado also allows a credit for prior transfers, but a shorter period
is specified (three years) and no sliding-scale feature is included."
III. FEDERAL GIFT TAX AND
COLORADO GIFT TAX
Gift taxes are not important revenue-raising measures. Their main
function is to supplement, and discourage the avoidance of, death taxes.
The principal differences between the federal gift tax and the Colorado
gift tax arise for the same reasons as set out in the beginning of this
article with regard to death taxes.
THE

TRANSFERS TAXED

Federal law' and Colorado law"0 are substantially the same; each
imposes a tax on the transfer of property by gift by an individual. Colorado, however, by statute requires a dionative intent, 5 ' while the federal
law does not.12
VALUATION

The property transferred is valuned as of the (late of the gift.!
EXCLUSIONS

The federal law allows a (1onor to exclude up to $3,000 per donee
per year from the amount of his taxable gifts, except where the gift is
of a future interest in prope ry.51
Colorado permits a similar annut1al CxclIIsion,1 the alountLdepending on the degree of relationship to the donor. As to Class A donees,6
the exclusion is $2,500, Class B-$1,500, and Classes C and D-$I,000.
45Int. Rev. Code of 1954, § 2012.

46 Colo. Rev. Stat. § 138-5-12(i) (1953).
47 Int. Rev. Code of 1954, § 2013.
48 Colo. Rev. Stat. § 138-4-18 (1953).
49 Int. Rev. Code of 1954, § 2501.
50 Colo. Rev. Stat. § 138-5-1 (1953).
51 Id. § 138-5-7 (1953).
521nt. Rev. Code of 1954, § z512(b): Commissioner v. AVernyss. 324 U.S. 303 (1945).
53 nt. Rev. Code of 1954, § 2512; Colo. 1.ev. Stat. § 138-5-6 (1953).
54 Int. Rev. Cede of 1954, § 2503.
55 Colo. Rev. Stat. § 138-5-5 (1953).
5r See note 33 supra.
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EXEMPTIONS

Each donor is allowed a lifetime exemption of $30,000 under federal law, 7 while Colorado" permits exemptions in accordance with the
class of donee, which are the same amounts as under the inheritance tax
law, that is, $20,000 for gifts to the wife of the donor, $10,000 for gifts
to others in Class A, $2,000 to Class B, and $500 to Classes C and D.19
DEDUCTIONS

Both federal " and Colorado61 statutes permit deductions for the
value of gifts to qualifying charities. Unlike Colorado, the United States
allows a marital deduction of one-half the value of gifts to a spouse, with
certain limitations, " and also allows a husband and wife to split their
gifts to third parties."
TAX RATES

The federal gift tax rates64 are three-fourths of the estate tax rates
and range from a low of 2 per cent of taxable gifts in any one year to
a high of 573 per cent. The tax is cumulative in the sense that, roughly
speaking, it is first computed as if all the gifts were made in the current
year and a credit is then given for taxes paid on prior years' gifts. The
effect is that the more taxable gifts a donor makes in his lifetime, the
higher brackets he reaches. The Colorado gift tax is also cumulative and
the rates are the same as in the inheritance tax law."1
MISCELLANEOUS PROVISIONS

Creation of Joint Tenancies. Federal section 2515 permits a husband

and wife to elect whether or not to treat the creation of a joint tenancy
in real estate with the funds of one, as a gift to the other. No such election
is permitted in Colorado, and such transaction would be treated as a
gift at the time of creation.
Certain Property Settlements. Internal Revenue Code section 2516
in effect exempts certain property settlements between husband and wife

from the gift tax. The same result would probably be reached in Colorado without express statutory provision.
IV. CONCLUSION
Basically, both federal and Colorado law are attempting to accomplish the same objectives in this field. The primary purpose, of course,
is the raising of revenue, but coupled with this is the accomplishment
of certain objectives, such as preventing the concentration of wealth,
encouraging wide and frequent distribution of property, stimulating
gifts and bequests to charity, and so on.
Historically, most state death taxes have been of the inheritance
type, rather than the estate type, although some states, for example,
New York, have switched to an estate tax. An inheritance tax does
57 Int. Rev. Code of 1954, § 2521.
5s Colo. Rev. Stat. § 138-5-4(2) (1953).
59 See note 33 supra.

60 int. Rev. Code of 1954, § 2522.
61 Colo. Rev. Stat. § 138-5-4(1) (1953).

62
63
64
65

Int. Rev. Code of 1954, § 2523.
Id. § 2513.
Id. § 2502.
Colo. Rev. Stat. § 138-5-3 (1953).
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have the advantage that it can be graduated to fit the degree of relationship of the beneficiary to the decedent and the amount received. Thus
the tax is computed separately as to each beneficiary and his share of the
tax (unless the will provides otherwise) is withheld from his distributive
share by the personal representative of the decedent, and paid to the
state.
An estate tax, on the other hand, is probably easier to administer,
because it is levied on a single sum, the "taxable estate," the amount of
which can be ascertained as of the date of death, and does not depend,
as does the inheritance tax, on possible contingent future interests, where
the persons who will take, and their respective shares, may be unknown
for years to come. This problem has led to a number of special sections
in the Colorado law66 for which, of course, there are no comparable provisions in the Internal Revenue Code.
In spite of the basic difference between the two types of taxes, it
would seem that more uniformity could be accomplished by the Colorado Legislature without the sacrifice of revenue. Just as in the income
tax law, many of the distinctions between federal and Colorado law are
not based on any legitimate purpose, and only serve to complicate the
administration of both laws. It would appear that an overhauling of the
Colorado inheritance and gift tax laws, and the issuance of up-to-date
rules and regulations would be in order.
66

See, e.g., Colo. Rev. Stat. §§ 138-4-19 to 138-4-23 (1953).
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Can a blind person execute a valid will in Colorado? He receives
the same privileges accorded a person who is not blind in every state
where the point has been adjudicated.' But can a person who is
not blind be sure of executing a valid will in Colorado? This question
must remain unanswered until either the legislature or the courts interpret clearly and concisely the meaning of the word "presence" in the
Colorado statute requiring witnesses to a will to attest and subscribe
it in the presence of the testator.8
A will, in Colorado, is a writing by which an individual aged
eighteen or older may declare, within statutory limitations, who is to
get his property at his death. Witnesses must be present at the execution of a will. They "attest" mentally to the fact that the testator "knows
what he is doing." The witnesses also physically sign (subscribe) the
1 While the point has never been raised in Colorado, other states witli similar
probate statutes, including Illinois, Louisiana, Kentucky, Massachusetts, Oregon and
Virginia, have ruled upon it. In re Calo's Estate, 1 Ill. 2d 376, 115 N.E.2d 778, 780
(1953), "The law of this state does not preclude blind people or people with other
physical disabilities from the right to make a last will an, testament in accordance
with their own wishes the same as people without physical handicaps. It therefore
follows that such testators must be equally treated in the eyes of the law." State v.
Martin, 2 La. Ann. 667 (1847) (sustained will of Francois Xavier Martin, who had
served for thirty-one years on the supreme bench of Louisiana, during the last eight
years of which time he was totally blind); Prichard v. Kitchen, 242 S. .2d 988
(Ky. 1951); Kingman v. Damon, 290 Mass. 472, 195 N.E'. 740 (1935); In re Pickett's
Will, 49 Ore. 127, 89 Pae. 377 (1907); Sturdivant v. Birchett, 10 Gratt 67 (Va. 1853).
2 Colo. Rev. Stat. § 152-5-3 (1953): "The testator, in the presence of said witnesses, shall declare said writing to be his last will and testament, and said witnesses,
at his request, in his presence and in the presence of each other, shall attest the
same by subscribing their names thereto."
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will.' Controversy over the meaning of presence centers mainly around
the subscription rather than the attestation.
IN THE PRESENCE OF THE TESTATOR

The phrase "in the presence of the testator" appears in this or a
similar form in almost every state probate statute dealing with witnesses
to a will. In some courts it means "within sight," in others, "within
range of the senses."
Attestation provisions dealing with "presence" require certain formalities during the execution of wills to protect testators from fraud.4
But the actual result of strict compliance in some instances has been
to deny fulfillment of a testator's wishes, in the "sight" or "vision"
courts.'
As ably stated by Judge Champlin in the Michigan case of Bradford
v. Vinton:
"(S)o astute have some courts been in constructing the
statute to prevent frauds upon the testator that they have perpetrated the most glaring frauds upon the testator by defeating his
will simply because the footboard of the bed was too high for
the testator to see the witnesses sign their names at a table standing at the foot of the bed . . .or because, although the witnesses

were in plain sight of the testator, yet when they signed, their
backs were towards him ... "'
While the courts agree that actual sight is a safe way to meet the
requirements of presence in an attestation provision, many deny that it
is the only way.7 There
is a tendency to define "presence" as meaning
"conscious presence." ' Here again, the term is susceptible ot double meanings. There is very little dispute that "conscious" must mean "awake"
or "alert.''9 But to say that the witness is in the presence of the testator
lston v. Price, 210 Ala. 579, 98 So. 573 (1923) (to attest will means to take note
mentally that statutory requirements to valid execution are being performed); International Trust Co. v. Anthony, 45 Colo. 474, 101 Pac. 781 (1909) (attestation includes
not only mental act of observing execution, but also manual act of subscription):
In re Klein's Estate, 241 Iowa 1103, 42 N.,.2d 593 (1950) (statute which requires
that will be witnessed taken to mean signing in testator's presence); Tilton v.
Daniels, 79 N.H. 368, 109 Ati. 145 (1920) (attestation is mental, subscription is mechanical).
4 Kitchell v. IBridgeman, 126 Kan. 145. 267 Pac. 26 (1928); McKee v. McKee's Ex'r.
155 Ky. 738, 160 S.V. 261 (1913); In re Cox's
Will, 139 Me. 261. 29 A.2d 281 (1942);
r
In re Lane's Estate, 265 Mich. 539, 251 N.V . 590 (1933); 94 C.J.S. p. 966 Wills § 167;
13 (1956): "The purpose . . . is to guard against and prevent mistake, imposition,
undue influence, fraud or deception and not to restrain the power of testators to
dispose of their property."
5 Hacket v. Hicks, 322 I1. App. 76, 53 N.E.2d 742 (1944): Miller v. Talbott, 115
Mont. 1, 139 P.2d 502 (1943); In re Cagle's Estate, 132 Neb. 47, 270 NW. 664 (1937);
Reynolds v. Reynolds, 1 Speers 103. 105 (S.C. 1843), "The particular case is hard
upon the legatees, because there appears to have been no fraud whatever. But we
are obliged to take the law as written in the Act, and to prevent frauds in general,
they must suffer from the strict enforcemert of its wise general provisions against
fraudulent wills." Thompson, Real Property § 2616 (1957), "There is no doubt that
in many cases, the testator's wishes have been thwarted by adhering to a strict interpretation of the words 'in the presence of the testator.'
6 59 Mich. 139, 26 N.W. 401. 405 (1886).
7 E.g., In re Tracy's Estate, 80 Cal. App. 2d 782, 182 P.2d 336 (2d Dist. 1947):
Riggs v. Riggs, 135 Mass. 238, 241 (1883): "As most men can see, vision is the usual
and safest test of presence, but it is not the only test. A man may note the presence
of another by the other senses, as hearing or touch." In re Demaris' Estate, 166 Ore.
36, 110 P.2d 571 (1941).
8 See notes 35, 36 and 37 infra.
9 Callahan v. Feldman, 90 Colo. 540, 11 P.2d 217 (1932); In re D'Avignon's Will.
12 Colo. App. 489, 55 Pac. 936 (1899) (mentally observant); Orndorff v. Hummer,
12 B.Mon. 619 (Ky. 1851) (testator insensible or asleep); Walters v. Walters, 89 Va.
849,17 S.B. 515 (1893) (testator in dying stupor); Atkinson, Wills 341 (2d ed. 1953):
"It is not sufficient that the testator and the witness be together at the time when
the latter signs, if the testator has not the physical or mental capacity to know that
the act is being done."
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also connotes the idea that the witness is somewhere in the proximity of
the testator.
If the sight test is used, the witness must be somewhere within the
vision of the testator. If the conscious presence test is used, many courts
interpret the words in a manner similar to the definition given by Black's
Law Dictionary: "Will is attested in presence of the testator if witnesses
are within range of any of testator's senses.""0
Before discussing the versatility of the "conscious presence" or
"senses" test, it would be best first to develop the English and American
history of presence. The Statute of Frauds of 1677, section 19, did not require attesting witnesses as to wills of personalty." But under section 5 as
to devises of land, it stated that a will "shall be attested and subscribed,

in the presence of the said devisor by... witnesses. 1 2 The English Wills
Act of 1837 provided uniform rules for the execution of wills of realty
and personalty. The act required that a will be attested and signed by two
or more witnesses in the testator's presence. 1 Almost all American wills
acts, specifically or by judicial interpretation, require that a will be subscribed in the presence of the testator. 4
For more than a century and a half after the Statute of Frauds,
because of a desire to enforce the strict technicalities of the statute and
an innate fear of dangerous precedents, only the sight test was applied
by the courts. A conflict first appeared as the liberal courts sought a

more just solution. The result was the conscious presence test based on
the ordinary definition of the word "presence."'
THE SIGHT TEST

The sight test has taken myriad forms. The following are standard
examples of its twists and turns:"
(a) The testator must be7 able to see the act of signing without
effort or change of position.
(b) It is in his presence if the testator can see by turning his head,
or by making a slight movement necessary to see, if he is physically
capable of making the movement," or of moving without hardship,

peril, or violation of doctor's orders."
10 Black, Law Dictionary 1346,
(4th ed. 1951). This is the first time that this
dictionary has ever defined the term "Presence of the Testator." It will not be found
in the earlier editions, under "Presence." The definition follows the modern trend
rather than the majority view. Another definition is found in Thompson, Real Property § 2616 (1957), "the will is sufficiently signed in the presence of the testator if
they sign within his hearing, knowledge, and understanding and so near as not to be
substantially away from him."
11 29 Car. II C.B.V. (1677); Atkinson, Wills 19-20 (2d ed. 1953).
12 Atkinson, Wills 20 (2d ed. 1953).
13 7 Wm.
IV and I Vict. C. 26 (1837); Atkinson,
Vills 21 (2d ed. 1953).
14 Arkansas formerly did not, but now does, so require by statute. Probate Code
9 60.403 B (1949). Miller v. Mitchell, 224 Ark. 585, 275 S.W.2d 3 (1955); Meek v. Bledsoe,
221 Ark. 395. 253 S.W.2d 369 (1952); Rogers v. Diamond, 13 Ark. 474 (1853). Compare
In re Martin's Estate, 270 App. Div. 875, 60 N.Y.S.2d 777 (4th Dep't 1946) (allowed
subscription several days after the other formalities of execution, and without any
knowledge by the witness of the testator's whereabouts), with In re Malley's Will,
6 Misc. 2d 31, 159 N.Y.S.2d 1011 (Surr. Ct. 1957); In re Davis' Will. 7 Misc. 2d 618.
158 N.Y.S.2d 177 (Surr. Ct. 1956). Atkinson, Wills 339 n.2 (2d ed. 1953).
15 Note, 13 Rocky Mt. L. Rev. 345, 346 (1941).
16 Excellent comments on sight and conscious presence cases can be found in
In re Demaris' Estate, 166 Ore. 36, 110 P. 2d 571 (1941); Thompson, Real Property
§ 2616 (1957); Note, 13 Rocky Mt. L. Rev. 345 (1941).
17 iamlin v. Fletcher, 64 Ga. 549 (1880); Reed v. Roberts, 26 Ga. 294 (1858); Quirk
v. Pierson, 267 Ill. 176, 122 N.E. 518 (1919); Reynolds v. Reynolds, 1 Speers 103 (S.C.
1843): In re Jones' Estate, 101 Wash. 128, 172 Pac. 206 (1918).
IS Poindexter's Adm'r v. Alexander, 277 Ky. 147, 125 S.W.2d 981 (1939); Brittingham v. Brittingham, 147 Md. 153, 127 Atl. 737 (1925); Burney v. Allen, 125 N.C. 314,
34 S.E. 500 (1899).
19 Gorden v. Gilmer, 141 Ga. 347, 80 S.E. 1007 (1914); Burney v. Allen, 125 N.C.
314, 34 S.E. 500 (1899).
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(c) The signing is in
20 the presence of the testator when he sees
or can see if he so desires.
(d) The testator must see the 21witness, although he cannot see
the hand or paper during the signing.
(e) The testator must see not only the witnesses
while they are
22
writing, but their hands, the pen, and the will itself.
(f)

The testator must see the will.2"

(g) Even if the witnesses are outside the room, they are considered

24
within the presence of the testator if he is able to see them sign.
(h) If the witnesses sign in the same room as the testator, there is
a presumption that they sign in his presence.
If they sign outside the
5
same room, the presumption is contrary.

It is often argued that the requirement of signing in the presence
of the testator is intended to prevent substitution of some other writing,
to make certain that the genuine will is the one which the witnesses

sign.2" How can such a result be guaranteed by decisions approving

subscription of a will which the testator might have seen if he had desired,
or could have seen by changing his position; or by decisions stating
that it is sufficient if he saw the witnesses but not the will, or presuming that he saw if they signed in the same room? The variations in
interpreting the vision tests are obvious attempts by courts to produce
graceful exits from untenable positions and to do equity when equity
is called for.2"
To see is to perceive with the eyes. Common sense will inform
any layman that a testator with vision who fails to perceive has no more
knowledge than does a blind man as to whether the witnesses signed
the genuine will or substituted another in its place, unless the will is
then shown again to the testator.
11' actual sight is a safe test of subscription, the possibility of sight
is no better safeguard than the conscious presence test. The majority
201 Bullock v. Morehouse, 19 F.2d 705 (D.C. Cir. 1927); Bronson v. Martin, 384 111.
129, 51 N.E.2d 149 (1943); Dubach v. Jolly, 279 111. 530, 117 N.E. 77 (1917). Colorado
writers on the subject of presence would attempt to classify this state under rule
(a) or (c). As to rule (a): Note, 23 Rocky Mt. L. Rev. 458, 462 (1951): "Some states
require that the testator must have been able to see the witnesses in his then actual
position, the so-called strict sight test, and this may well be the law in Colorado."
As to rule (c): Note, 13 Rocky Mt. L. Rev. 345, 347-48 (1941): "Colorado . . . hold(s)
it sufficient if the testator might see the witnesses sign from his actual position or
by making a reasonable change of position." Both note writers cited Burnham v.
Grant, 24 Colo. App. 131, 134 Pac. 254 (1913) as the basis for their reasoning. It is
this author's opinion that both writers were wrong in their conclusions. See text at
footnotes 54, 55, 56, 57.
21 Moore v. Glover, 196 Okla. 177. 163 P.2d 1003 (1945). Testator sat in a car. The
witness, a filling station operator, signed the will at his desk in the filling station,
four feet from the car. The testator saw the witness enter the filling station and
there was a glass window through which the witness could have been seen sitting
at a desk. But the testator could not have seen the will or the pen in the witness'
hand or the movement of his hand while in the act of signing the will. The subscription was held valid. Earl v. Mundy, 227 SW. 716 (Tex. Civ. App. 1921).
22 Green v. Davis, 228 Ala. 162, 153 So. 240 (1934); Walker v. Walker, 342 Ill. 376,
174 N.E. 541 (1930).
2-3Burney v. Allen. 125 N.C. 314, 34 S.E. 500 (1S99); Grahhm v. Graham, 32 N.C.
219 (1849).
24 Moore v. Glover. 196 Okla. 177, 163 P.2d 1003 (1945).
25Poindexter's Adm'r v. Alexander, 277 Ky. 147. 125 S.WV.2d 981 (1939); In re
Beggan's Will, 68 N.J. Eq. 572, 59 AtI. 874 (1905).
26Dubach v. Jolly, 279 Ill. 530, 117 N.E. 77 (1917): Kitchell v. Bridgeman, 126
Kan. 145, 267 Pac. 26 (1928); McKee v. McKee's Ex'r. 155 Ky. 738, 160 S.WV. 261 (1913);
In re Lane's Estate, 265 Mich. 539, 251 N.WV. 590 (1933); Atkinson, Wills 340 (2d ed.
1953).
27 In re Lane's Estate, 265 Mich. 539, 21 N.W,.
590. 591 (1933): "In
placing a
construction upon the language of this statute, we must not lose sight of the fact
that wills are frequently prepared by persons unfamiliar with its provisions and executed at times and under circumstances where the necessity of strict conformity is
not apparent to the. testator or the witnesses thereof."
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of the courts applying the sight test _do not require actual sight, but
employ "possibilities" to avoid rendering decisions contrary to testators'
wishes. But they in turn often frustrate testators' intentions by drawing
the line at "visual" possibilities.
"IN THE PRESENCE OF" A BLIND TESTATOR

In cases dealing with the validity of wills signed in the presence
of blind testators, the "sight" courts are in the unenviable position of
swallowing their tenets in order to do justice.2" Some courts, with bulldog tenacity, declare that the attestation and subscription are valid if
the parties were so situated that the testator could have seen had he not
been blind. 29 Judge Champlin, in Bradford v. Vinton disputed this theory
and the sight theory in general:
"If this is the correct criterion, then the rule . . . (depends
on) the degree of eyesight a person has. What would be in the
presence of a far-sighted person, would be in the absence of a
near-sighted one . . . and a person wearing his eye-glasses or

spectacles would have a larger presence than when he laid them
aside. Under such a rule, the oculist would appear to be the
most important witness to establish or destroy the legal attestation-and execution of a will." 30
Other courts have admitted defeat and conceded that the other
senses must act as substitutes for that of sight.2 1
THE CONSCIOUS PRESENCE TEST

The conscious presence test gives credit to the courts for their ability
to discern a fraud from the circumstances of a case, and to the witnesses
for-some semblance of honesty.12 Courts which follow the true "conscious
presence" test consistently declare that the word "presence" should be
held to convey the idea attached to its ordinary signification in the common use of language, and that "presence" is not a technical term or
scientific word." They point out that the statutes use the word "pres28 Graham v. Graham, 32 N.C. 219 (1849) (where testator could see only the backs
of witnesses, but not the paper they were subscribing, it was not a valid attestation
in his presence); In re Alired's Vill, 170 N.C. 153, 86 S.E. 1047 (1915) (attestation in
the same room where blind man is, while his intellect and hearing remain unimpaired, and he is conscious of what is going on, is sufficient signing in his presence).
29 Welch v. Kirby, 255 Fed. 451 (8th Cir. 1918). Testatrix was in a room connected
with another room by an open archway. The witnesses signed on a table in the latter
room while the testatrix was ten feet away. Had she had eyesight, the testatrix
could have seen the signing.
The court could not find a logical way out of its predicament. First it asserted
that protection is gained only by the testatrix's observation. Then the court said it
would be easy to switch papeis on a blind person. Hearing was not a good test, the
court decided, because all the testatrix would know was that someone was writing
something upon some paper near her.
The court declared 'The statute must receive a rational, practical construction,
which will enable reasonably careful blind people to execute wills." Id. at 454. And
in the same breath, the court added "In our judgment, the rule for a blind testator
is the same as that which would be applied if he had sight." Id. at 455.
A dissent by District Judge Wade stated he would not have used the sight test
for blind persons. His theory was that the signing must be done in such proximity
to the blind person that he can, by means of his remaining senses, know what is
being done. The proximity would have to be so close that any movement of suspicious
significance, such as undue delay, or a movement about the table, would be "sensed"
by the testator.
30 59 Mich. 139, 26 N.W. 401, 405 (1886).
31 In re Calo's Estate, 1 Ill. 2d 376, 115 N.E.2d 778, 781 (1953); Dubach v. Jolly,
279 II1. 530, 117 N.E. 77, 80 (1917): In re Allred's Will, 170 NC. 153, 86 S.E. 1047 (1915);
Atkinson, Wills, 344 (2d ed. 1953), "The problem of when the witnesses are deemed
to sign the will in the presence of a blind testator puts to a test the general theory
that the testator should be in a position to see the witness."
82 Note, 13 Rocky Mt. L. Rev. 345, 351 (1941).
33 In re Hoffman's Estate, 137 Cal. App. 2d 555, 290 P.2d 669, 672 (2d Dist. 1955)
(court quoted Webster's Dictionary, on presence as "the part of space within one's
ken, call, influence, etc.; immediate nearness or vicinity of one; proximity"); In re
Lane's Estate, 265 Mich. 539, 251 N.W. 590 (1933); Bradford v. Vinton, 59 Mich. 139.
26 N.W. 401 (1886); In re Larson's Estate, 111 Minn. 373, 170 N.W. 348 (1919).

MARCH-APRIL,

1958

DICTA

ence" but do not define it, and that neither the word "room" nor the
word "sight" occurs in the statutes.8 4
The "big three" among the conscious presence courts are California,
Oregon and Kansas." The courts of Virginia, Minnesota, Michigan and
possibly Wisconsin have followed the conscious presence test with slight
reservations." New Hampshire, Massachusetts and possibly Missouri may
test." Arkansas' position
be considered as favoring the conscious presence
38
since 1949 can be classed as undecided.
Two recent California decisions on the conscious presence test are
In re Tracy's Estate3 ' and In re Hoffman's Estate." In the 1947 Tracy
case, the testator was suffering from cancer and was confined to a small
bedroom. The paper the witnesses were to subscribe was a revocation
of a will, but in California the same formalities were required for revocation as for execution of a will. There was no place in the room where
the witnesses could conveniently sign. The testator directed them to take
the instrument into the adjoining room and sign it on the table there.
He could see into the room and hear the witnesses, but he could not
actually see the act of signing. The court said conscious presence met
the requirements of the statute and defined the rule to mean that the
testator need not actually view the act of signing, but that the following
elements must be present: the witnesses must sign within the testator's
hearing; the testator must know what is being done; and the signing by
witnesses and testator must constitute one continuous transaction.
The 1955 case In re Hoffman's Estate concerned a second codicil
to a lost will and codicil. Hoffman, the testator, was a patient at a sanitarium. He asked two nurses to sign the codicil. They signed within a
few feet of Hoffman, but were separated from him by a partly closed
door. There was no direction by the testator to the witnesses to sign
elsewhere, but the court held the requirement of presence should be
given a liberal and practical interpretation and that "this was nothing
if not within the testator's conscious presence."" There was one continuous transaction and the testator knew what was being done, but
hearing played no role in the court's decision.
In the 1928 Kansas case of Kitchell v. Bridgeman12 the testator, a
Civil War veteran, was hospitalized in a soldiers' home. He was in a
ward without tables. The witnesses signed their names to his will at a
table just outside the door of his ward and nine feet away. It was impossible for him to see them subscribe. The court decided the signing
was done within his presence because it was clear that there was no
substitution of wills, the signing occurred within a few feet of where he
was lying, the witnesses came to the hospital for the purpose of sub34 Nock v. Nock's Ex'rs, 10 Gratt 106 (Va. 1853).
35 In re Hoffman's Estate, 137 Cal. App. 2d 555, 290 P.2d 669 (2d Dist. 1955): In re
WVhile California's
Tracy's Estate, 80 Cal. App. 2d 782, 182 P.2d 336 (2d Dist. 1947).
two most recent decisions on conscious presence are not from the highest court,
they are in accord with the favorable history of the conscious presence test in that
state. Kitchell v. Bridgeman, 126 Kan. 145, 267 Pac. 26 (1928); In re Demaris' Estate,
166 Ore. 36, 110 P.2d 571 (1941).
36 In re Hill's Estate, 349 Mich. 38. 84 N.W,.2d 457 (1957); In re Cytacki's Estate,
489 (1940); In re Lane's Estate, 265 Mich. 539. 251 N.W. 590
293 Mich. 555, 292 N..
106 (1890); Cunningham'v. Cunning(1933): Cook v. Winchester, 81 Mich. 581, 46 N.,.
ham. 80 Minn. 180, 83 N.W. 58 (1900); Nock v. Nock's Ex'rs, 10 Gratt 106 (Va. 1853);
In re Wilm's Estate. 182 Wis. 242, 196 NW. 255 (1923).
37 Raymond v. Wagner, 178 Mass. 315, 59 N.E. 811 (1901); Riggs v. Riggs, 135
Mass. 238 (1883); Callaway v. Blankenbaker. 346 Mo. 383, 1.41 S.W.2d 810 (1940);
Healey v. Bartlett, 73 N.H. 110, 59 Atl. 617 (1904).

38 See note 14, supra.

80 Cal. App. 2d 782. 182 P.2d 336 (2d Dist. 1947).
40 137 Cal. App. 2d 555, 290 P.2d 669 (2d Dist. 1955).
41 290 P.2d at 673.
42 126 Kan. 145, 267 Pa.
26 (1928).
39
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scribing and the testator understood their purpose, the testator's mind
was sound, he was conscious of what was happening and knew that the
witnesses had removed themselves from the ward, the execution and
attestation could be considered a single transaction and the acts were
done within the testator's hearing, knowledge and understanding. The
court concluded that a substantial compliance is enough, and slight or
trifling departures from technical requirements will not operate to defeat a will.
The 1933 Michigan case In re Lane's Estate" was startlingly similar
to Kitchell v. Bridgeman except that in the Lane case, the witnesses were
thirty, rather than nine feet away from the testator, and after signing
the will the witnesses immediately showed and acknowledged their signatures on the will to the testator. This additional requirement that the
witnesses acknowledge their signatures and show the will to the testator
moments after they sign also appears to be the rule in Minnesota and
Virginia.4
A case whose peculiar facts may explain its apparently extreme
result is the 1941 Oregon case, In re Demaris" Estate. 5 There, the testator, Demaris, lying ill in the treatment room of his physician's office,
executed his will (which had been typed by the doctor) and handed it
to the doctor. Demaris then suffered a sudden attack of vomiting, and
both witnesses (the doctor and his nurse) were engaged for fifteen minutes in treating him. They then subscribed the will in the consultation
room, twenty feet away from where Demaris lay, completely out of his
range of vision, and without any request from him to sign. After both
witnesses signed, the doctor filed the will in his office. It was never read
to or by Demaris, but, several days later, shortly before he died, he asked
about it and expressed his approval of the contents, its attestation, and
subscription. Although there had not been a single continuous transaction, the court decided the formalities of execution had been met because the test of presence is fulfilled when the witnesses are within the
range of any of the senses the testator possesses, so that he knows what is
going on (the witnesses were within the testator's range of voice and
hearing) . The court reasoned that a request to prepare a will carries
with it an implied request for attestation and subscription. Moreover
the will was prepared, executed, attested, and subscribed in the presence
of those who later attacked it.
BASIC REQUISITES FOR CONSCIOUS PRESENCE

The courts which follow the conscious presence test consistently
point out that in attestation and subscription, the possibilities of fraud
are outweighed by the probabilities of honesty. 6 They assert that there
must be a liberal and practical interpretation of attestation and subscription requirements, 4 7 and that due regard must be had for the circumstances of each case.4
43 265 Mich. 539, 251 N.W. 590 (1933).
44 Cunningharn v. Cunningham, 80 Minn. 180, 83 N.W. 58 (1900); But see In re
Larson's Estate, 141 Minn. 373, 170 N.W. 348 (1919); Sturdivant v. Birchett, 10 Gratt
67 (Va. 1853).
45166 Ore. 36, 110 P.2d 571 (1941).
46Kitchell v. Bridgeman, 126 Kan. 145, 267 Pac. 26 (1928); In re Lane's Estate,
265 Mich. 539, 251 N.W. 590 (1933).
47 In re Hoffman's Estate, 137 Cal. App. 2d 555, 290 P.2d 669 (2d Dist. 1955); In re
Larson's Estate, 141 Minn. 373, 170 N.W. 348 (1919).
48 In re Cytacki's Estate, 293 Mich. 555, 292 N.W. 489 (1940); Nock v. Nock's
Ex'rs, 10 Gratt 106 (Va. 1853).
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The following, as gleaned from the leading cases, appear to be the
basic requisites of the conscious presence test:
(a) The execution of a will must be one continuous transaction,
except in emergency situations.4"
(b) The testator must understand what is being done, and, if possible under the circumstances, understand the reason for his inability to
see or hear the subscription and attestation. 0
(c) The question of distance between the testator and the witthe
nesses is relative to whether the witnesses are somewhere within
range and influence of those senses which the testator possesses. 1
THE COLORADO TEST

There have been two Colorado cases on attestation and subscription
interpreting the phrase "in the testator's presence." The first case, International Trust Co. v. Anthony, 12 dealt mainly with an interpretation of
a statute then in effect which called only for attestation in the presence
of the testator. The court squarely held that the word "attestation"
included "subscription," and therefore the codicil in question was not
attested in the presence of the testator.
The facts were that one of the witnesses to the codicil, a household
servant of the testator, heard the codicil read by the testator while she
(lusted his room, but she did not sign it at that time. A week later, and
one day before the testator died, this witness signed the codicil in the
testator's kitchen. The testator lay upstairs, ill in bed and without
knowledge that the witness was going to sign." The lower court, in granting a motion to dismiss, warned that if a witness could withhold his
signature for such a great length of time, such a construction of the
statute would open an avenue to litigation and fraud.
The appellants argued in the supreme court that subscription was
not necessary because the statute used only the word "attestation," but
the court held to the contrary.
As indicated by the above discussion, the facts in the Anthony case
would not have met the requirements of the most liberal conscious presence courts. What the Colorado court would have decided if the witness
had signed at the time of attestation, but out of the testator's range of
vision, is purely conjectural. The Anthony case did not define "presence."
49aIn re Tracy's Estate, 80 Cal. App. 2d 782, 182 P.2d 336 (2d Dist. 1947); In re
Demaris' Estate, 166 Ore. 36, 110 P.2d 571 (1941); Sturdivant v. Birchett, 10 Gratt 67
(Va. 1853).
50 In
re Tracy's Estate, supra note 49; Kitchell v. Bridgeman, 126 Kan. 145, 267
Pac. 26 (1928); Raymond v. Wagner. 178 Mass. 315, 59 N.E. 811 (1901); Riggs v. Riggs,
135 Mass. 238 (1883); In re Lane's Estate. 265 Mich. 539, 251 N.W. 590 (1933); Cunningham v. Cunningham, S0 -Minn. 180, 83 N.,. 58 (1900); In re Demaris' Estate,
supra. note 49.
51 In re Hoffman's Estate, 137 Cal. App. 2d 555, 290 P.2d 669 (2d Dist. 1955);
Kitchell v. Bridgeman, supra note 50; In re Demaris' Estate, 166 Ore. 36, 110 P.2d
571 (1941); In re ,Vilm's Estate, 182 Wis. 242,196 N.WV. 255 (1923).
52 45 Colo. 474, 101 Pac. 781 (1909).
53 Facts derived from trial transcript in International Trust Co. v. Anthony,
45 Colo. 474, 101 Pac. 781 (1909). (Colo. Sup. Ct. case No. 5554.)
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Four years later, in 1913, the Colorado Court of Appeals decided
Burnham v. Grant. '4 The testator, who was sixty-eight, was seriously
crippled by reason of a prior accident, and the will was executed while
he lay in bed.
In the court of appeals, the appellants, who were contesting the will,
objected to an instruction given by the court below. 5 The instruction
had stated that if the witnesses signed in the same room as the testator,
with his view of their signing uninterrupted and within his range of
vision, and he either saw or could have seen if he had wanted to, then
the will was properly executed.
The court of appeals held for the respondents, stating that if the
witnesses when signing a will are in such a place that the testator can
see them if he chooses, they are in his presence within the meaning of
the statute. The evidence showed that the testator was in a position
where he could have seen the witnesses and what they were doing. In
6
reaching their conclusion, the court relied heavily on an Illinois case.
The Burnham case did not establish the "possibility of sight" as
the limiting test for presence in Colorado for the following reasons: The
appellants' argument was for a strict or actual sight test. The Colorado
court, in denying that contention, was adopting a liberal construction
of the word "presence" as compared to the strict interpretation sought
by the appellants. The decision was one of expansion, rather than limitation. It was not necessary to consider the conscious presence test to decide
the case. The court did not say that the possibility of sight was the only
way to satisfy the requirement of presence, as had the Illinois case which
54 24 Colo. App. 131. 134 Pac. 254 (1913).
55 Burnham v. Grant, 24 Colo. App. 131, 141. The instruction to the jury, with
letters used instead of names, was "if X signed the instrument in the presence of Y
and Z, who were in the same room with X, and only a few feet from him, with the
view between X and Y-Z uninterrupted, and Y-Z, at the time within the range of vision
of X, and if X, taking into account his then condition or state of health, and his
then position, as shown by the evidence, either saw, or could have seen, if he had
wished to, and had looked in the proper direction, the witnesses, and enough of the
act then being done by them, to know on his part from what he so saw, or m ght have
seen if he haO wished, and from what he knew of the then surrounding circumstances,
that Y-Z, were then signing their names as witnesses to the said instrument in
writing, as the will of X, then upon that question you should find the alleged will
in question to be properly attested."
56 Ambre v. AVeishaar, 74 II1. 109 (1.874). The testatrix was ill in bed. The witnesses were in the dining room. From where the testatrix was sitting, upright in bed,
there was a line from her head which would strike somewhere in the center of a
table where the witnesses signed. The door between the rooms was open. The court
said, (p. 113): 'It is not necessary that the testator should actually see the witnesses
signing . . . it is presumed that if he might see, he did see." Id. at 113. Going further,
the court said it was unwilling to allow evidence that the testator did not in fact see
the will witnessed to have controlling influence as to the attestation being in his
presence.
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the Colorado court cited.5 7 It simply stated that under the evidence pre-

sented, the instruction by the lower court based upon the testimony
before it was sufficient in its use of the "possibility of sight" test. Questions which are not considered by the court (in this case, the limits of
presence) are not concluded by the decision in the case, and the judgment is not an authority upon such questions."
No better closing argument against the use of the sight test in Colorado as a test of limitation of presence can be found than that of Judge
Champlin in Bradford v. Vinton:
"Why should such a meaning (sight) be put upon the
word 'presence' that implies that every person who is called
upon to witness the execution of a will is presumed to be willing and anxious to foist upon the testator a spurious document,
and hence required to write his name under the eye, if he has
one, of the testator? Such a construction must have been born
of suspicion and reared and maintained in distrust of the morality and honesty of our fellow-beings, and 1 think ought to be
relegated to that age . . . whence it originated. The common
experience of mankind does not demonstrate that all men are
dishonest, and watching and seeking an opportunity to perpetrate a fraud, or to take advantage of the weak and helpless."" 9
57 Ambre v. Weishaar, 74 111. 109, 113 (1874), "And when the devisor cannot by
possibility, see the act done, that is out of his presence."
58 Vorthley v. Worthley, 44 Cal. 2d 465, 283 P.2d 19, 24 (1955); Jackson v. Harris,
64 Nev. 339, 183 P.2d 161, 166 (1947).
59 59 Mich. 139, 26 N.W. 401, 405 (1886).
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Fred and Fran Fortune, a prudent, elderly couple, each of whom has
substantial wealth, wish to devise an estate plan. Will intervivos trusts
fit into this plan? If their objectives will be served, intervivos trusts,
properly conceived, will certainly save estate taxes and administration
expenses. One device, however, the reciprocal trust arrangement, should
be treated with great caution.
Assume, for example, that Fred wishes to distribute his wealth,
or part of it, to their children and grandchildren and at the same time
provide a life income for Fran. Fran also desires that her property should
go to the offspring. However, she feels that Fred's guidance may be necessary sometime in the future, and she would like to have this property
subject to his control, at least indirectly. Both are concerned about anticipated estate taxes.
Their attorney might conclude that irrevocable intervivos reciprocal
trusts would provide the perfect solution to accomplish all of these objectives. Under such an arrangement, Fred would execute a trust naming
Fran as life income beneficiary and the children as remaindermen. Fran
would create a trust naming the children as sole beneficiaries, but giving
Fred a power to alter or terminate the trust in favor of the beneficiaries
should he see fit.
On its face, this scheme appears desirable as favoring the expressed
objects of Fred and Fran's bounty. It also seemingly accomplishes the
end that the property Fred and Fran transfer in trust will not be taxed
in their respective estates. Neither grantor retains a power over the trust
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property transferred which would subject it to estate tax under sections
2036-38 of the Internal Revenue Code.'
Their attorney, however, would be ill-advised in his conclusions.
This reciprocal trust arrangement would bear no beneficial estate tax
consequences. Fred's estate would be taxed for the value of property
which Fran transferred and over which Fred had the power to alter or
terminate. Fran's estate would be subjected to tax on the value of Fred's
transfer in which she was the life income beneficiary. Similar results
would occur wherever Fred and Fran Fortune, or any two parties, execute intervivos trusts that vest in each other any power which, if reserved
in the grantor, would subject his estate to a tax under sections 2036-38.1
Why should the estate tax law be interpreted in such a manner as
to levy a tax on the estate of Fred Fortune because he holds a power to
alter or terminate ittrust when the code provides only that Fran's estate
will be subject to tax if she retains this power?" Likewise, Fran, not Fred,
is the life income beneficiary of Fred's trust. The code states only that
Fred's estate will be taxed if he reserves a life estate.' Nowhere is it provided that an income beneficiary's estate is taxed on the value of the
trust corpus of which he is the beneficiary.
The answer, in brief, is that Fred is in the same position as a result
of the two trusts as he would have been had he, in his own transfer,
reserved the power to alter or terminate. On the other hand, Fran's
future would be just as secure as if she had reserved a life estate in the
trust which she created. In view of these results, why should sections
2036-38 ' of the estate tax law not apply?
STATUTORY BACKGROUND

From the inception of the federal estate tax, it was apparent that
Congress intended to tax in a decedent's estate not only property transferred on the death of the decedent, but also those intervivos transfers
over which the deceased transferor has retained certain powers still in
effect at his death. In the early acts, Congress levied only on the value
of the powers retained over transferred property by the deceased transferorY In later laws, hGwever, the retention of taxable powers, under most
circumstances, has subjected the entire value of the property transferred
7
to taxation in the deceased transferor's estate.
These provisions have required imposing an estate tax on property
which the deceased did not own at death, but from which, due to the
existence of certain powers, substantial economic benefits could or did
accrue to him during his lifetime. These powes aire enumerated in secI Int. Rev. Code of 1954. In substance, the transferor's estate is taxed on the value
of all property transferred by trust or otherwise where: (a) The transferor retains
a life estate, income for life, or right to designate beneficiaries. 3d. § 2036. (b) Possession or enjoyment of the property can, through ownership, be obtained only by
surviving the decedent and the decedent has retained a reversionary interest of 5%
of the value of such property. Id. § 2037. (c) Enjoyment of the property was subject
at decedent's death to a power in himself alone or in conjunction with any other
person to alter, amend, revoke or terminate such transfer. Id. § 2038.
2 Id. § 2036-38.
3 Id. § 2038.
4 Id. § 2036.
51d. §§ 2036-38.
6 Rev. Act. of 1926, § 302(d), 44 Stat. 71 (now Int. Rev. Code of 1954, § 2038).
This subsection required inclusion in the gross estate of property to the extent of
any interest therein, which the decedent transferred during his life, by trust or
otherwise, where the enjoyment thereof was subject at his date of death to any change
through the exercise of a power, either by decedent alone or in conjunction with any
person, to alter, amend or revoke . .. except in case of a bona fide sale for an adequate
and full consideration in money or money's worth.
7 These changes in the law were first made in 1932. 47 Stat. 279.
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tions 2036-38 and 2041 of the present code.' Congress has never taxed
the value of property over which such powers have been retained to the
extent that the transfer was a "bona fide sale for an adequate and full
consideration in money or money's worth." 9 The theory is that the transferor's estate can in such cases be taxed on the consideration received. 10
THE LEHMAN CASE

Taxpayers and their attorneys earl), moved to take advantage of
broad statutory language concerning powers which would subject transferred property to an estate tax in the estate of the transferor. The
countermove by the Commissioner of Internal Revenue resulted in the
1
case of Lehman v. Commissioner,"
still the leading authority in the field.
The Lehman brothers owned equal shares in stocks and bonds. in 1930
each brother agreed to transfer his share of the securities in trust for the
other and the latter's issue, in consideration of a similar transfer by the
other. They simultaneously executed trust instruments with reciprocal
provisions. Under each, the benefited brother was to receive the income
for life, remainder to his issue, and the life income beneficiary had the
power to withdraw $150,000 from trust corpus. The decedent had never
exercised this power to withdraw.
The executor of the decedent brother's estate did not include any
of the property involved in either trust in the gross estate. The Commissioner determined that $150,000 should have been included in the
gross estate as the amount over which the decedent held the power to
withdraw."
That this particular case presented a tax avoidance scheme was selfevident and the facility with which it could be employed no doubt
alarmed the Commissioner. It cannot be assumed that trusts with reciprocal provisions executed by relatives were invented to avoid taxes. Certainly they existed before the estate tax was conceived. Nevertheless,
the Commissioner was charged with the integrity of tax administration,
and with the tailor-made situation in the Lehman trusts at hand, the
controversy was litigated.
In this case of Lehman v. Commissioner, the Court of Appeals for
the Second Circuit affirmed the decision of the Board of Tax Appeals"
and held that the Commissioner's determination had been correct. The
court grounded its finding on a "well established principle" found in
Professor Scott's treatise on trusts, to the effect that, "A person who furnishes the consideration for the creation of a trust is the settlor, even
though in form the trust is created by another person.'"
As a result of this principle, the court said, the fact that the trusts
were reciprocated or crossed was a mere trifle. If X furnishes consideration in return for the creation of a trust by Y, with X being named a
beneficiary, this results in X's becoming the real settlor. Here each trust
Slut. Rev. Code of 1954. §§ 2036-38 and 2041.
9Id. §§ 2036-38.
10 Colgan and Malloy, Converse Trusts-The
Device, 3 Tax L. Rev. 271 (1948).

lise and Fall of a Tax Avoidance

112 Lehman v. Commissioner, 109 F.2d 59 (2d Cir.), cert. deinied, 310 U.S. 637 (1940).

' Rev. Act. of 1926, § 302(d), 44 Stat. 71, which governed this trust, did not
require the entire property transferred to be taxed where a power to alter or amend
was reserved, but only the portion of the property subject to the power. The Revenue
Act contained no provision for retained life income.
13 Estate of Harold M. Lehman, 39 ]B.T.A. 17 (1939).
14 1 Scott, Trusts § 156.3 (1st ed. 1939).
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was created in consideration of the other trust so that the life beneficiary of each was actually the settlor. The court declared that there
was a transfer involved and that when the settlors were properly uncrossed they had reserved the power which Congress had declared taxable. The court therefore concluded that the decedent Lehman brother
had derived from the reciprocal trusts exactly the economic relationship
to specified property that he would have retained had he transferred
the same property in trust. Since this power would have been taxable
had he been the settlor, and because Professor Scott's principle classifies
him as the settlor, the decedent brother was taxed as the settlor of the
trust created by his brother. Consequently, because the decedent brother
had a power to alter, his estate was taxed on $150,000, the amount subject to this power.
ANALYSIS OF

ALTERNATIVES

AVAILABLE TO THE LEHMAN COURT

It is submitted that there were at least four methods by which the
court could have decided the Lehman case. First, it could have reversed
the Commissioner's determination on the ground that the language of
the statute did not cover the type of situation presented by trusts in
consideration of one another. However, the court felt that the intent of
Congress to tax reserved powers had been violated, it could not permit
such an arrangement to go untaxed in view of the resulting economic
positions of the parties involved.
That taxation of an economic condition resulting from a transfer
in trust can be adequately covered by Congress is illustrated by sections
671-78 of the Internal Revenue Code of 1954 which collectively are
entitled, "Grantors and Others Treated as Substantial Owners." These
code provisions are indeed an outgrowth of the doctrine pronounced
in the Clifford case'" which was decided just one month after the Lehman
case.
A second possible method of disposing of the issue raised by the
Lehman situation would have been to employ the language in each of
the "reserved power" code provisions that reservation of the power would
not subject the property transferred to an estate tax where the transfer
was a bona fide sale for an adeqLuate and full consideration in money
15
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U.S,
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(1940).
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or money's worth."' This would have absolved the decedent Lehman
brother of any tax liability arising out of the trust arrangement because
the fact that the transfers were for full consideraton had been stipulated. The equities demanded rejection of this course of action.
The third, and, the author submits the best, possible countermove
which the Government might have made to the Lehman type arrangement, would have involved casting aside all incidents of the form of
transfer. The court could then have characterized the matter strictly
from substantive results as was clone in the Clifford case. The Lehman
court appeared willing to interpret broadly congressional intent as desiring to tax an economic condition resulting from transfers with certain
designated powers reserved, or the economic equivalents of such transfers. It should therefore have been willing to say that the equivalent
transactions would be taxed regardless of the legal device employed.
In the long run this would have eliminated much confusion. The taxpayers and their counselors then would have had only to concern themselves with the substantive results of their transfers in trust, rather than,
in addition, the contracts doctrine of consideration.
The fourth approach to the reciprocal trust arrangement, the one
chosen by the Lehman and all succeeding courts, utilizes the concept of
consideration and is based on Professor Scott's principle discussed
above.' 7 Prior to the Lehman case the reciprocal trust doctrine had twice
been urged and rejected in the courts.s In view of this the Lehman
estate undoubtedly felt that its safest defense was to plead adequate and
full consideration, thereby at least prevailing under the code language
that a bona fide sale for adequate and full consideration would relieve
the property transferred from estate taxation."
DEVELOPMENT

OF THE CONSIDERATION

DOCTRINE

The Lehman estate stipulated that the transfers in trust between
the brothers were in consideration of one another. This aided the Lehman
court in avoiding a pitfall that a New Jersey court had encountered
previously when it held that transfers similar to those of the Lehman
brothers had actually been illusory.'" The New Jersey court found there
had been no transfer in a tax sense, and the property involved escaped
taxation under statutory language which taxed "property transferred"
in the transferor's estate.
In Lehman, the transfer and consideration both having been stipulated, the court merely cited the doctrine that a person who furnishes
the consideration for the creation of a trust is the settlor, even though
in form the trust is created by another person. Once the court had indicated its acceptance of this theory it had no trouble showing the validity
of the result in light of the facts in the case. Both brothers had retained
the same attorneys, employed exactly the same language and substantive
provisions in their respective trust instruments and had transferred property of equivalent value. Each brother, as trust beneficiary, had held
the same powers over the property transferred. In short, the facts showed
16Int. Rev. Code of 1954, §§ 2036-38.
17 1 Scott, Trusts 785 (1st ed. 1939).
18Phillips v. Gnichtel, 27 F.2d 662 (3d Cir.), cert.
Estate of Margaret A. Holmes, 27 B.T.A. 660 (1933).
19 Rev. Act of 1926, § 302(d), 44 Stat. 71.
20 In re Perry, 111 N.J. Eq. 176, 162 Atl. 146 (1932).

denied,
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(1928);
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complete interdependence of action and precluded any other than a tax
scheme as the apparent motivtion.
A brief word might here be mentioned concerning the "well established principle" of trusts on which the Lehman court based its adoption
of the reciprocal trust theory in the field of estate taxation. This principle is stated in Professor Scott's treatise under the section relating to
spendthrift trusts. It establishes that X cannot isolate himself from
claims of creditors by giving consideration to Y in return for Y's creating
a spendthrift trust with X as beneficiary.2' In support of this "well established principle," Professor Scott cited only one decision, a California
case. 2 " As will be demonstrated, the concept is undoubtedly of more
utility in the field of spendthrift trusts than in estate taxation.
The key word in the reciprocal trust theory as employed by the
courts in estate tax cases is consideration. This is what made the Lehman
facts the landmark case for the application of the doctrine, viz. it was
both stipulated and apparent from the facts that the brothers had bargained for and received a quid pro quo in return for their respective
transfers in trust.
In every case since Lehman where the doctrine has been applied,
this fact of consideration has been illusive and disputed. Since the taxability of.trust property in the reciprocal trust situation depends on a
finding of consideration, this issue has been the turning point of each
controversy. Consequently, whether a legal device has prevailed over
what is essentially a taxable economic condition has been made to depend upon the interpretation and application of the legal term consideration.
An example of the problems the courts encounter in basing their
decisions on consideration may be found in the fact of bargaining which,
in some form, is an essential element of the contracts doctrine of' consideration."8 Imagine the difficulty, at least where one party to the transfers is dead and there is no recitation of consideration in the instruments,
of showing by objective evidence that bargaining preceded the creation
of two trusts with reciprocal provisions. Obviously, the courts have had
to devise many presumptions to accommodate this situation.
No matter how tenuous the fact of consideration in any given case,
every court since the Lehman decision has felt compelled to base application of the reciprocal trusts theory on a finding of consideraion. This
finding, in turn, has become essential to the Commissioner's determination that the reciprocal trusts situation exists and that the estate of a
party holding one of the taxable powers should be taxed on the value
of the property in trust.
In view of the presumption accorded the Commissioner in most
courts, few arrangements objectionable from a tax view point have been
passed over for want of a finding of consideration. On the other hand,
the conclusiveness of the finding on consideration as employed under
the benefit of the Commissioner's presumption has been said to work
21 1 Scott, Trusts, 785-86 (1st ed. 1939).
22 McColgan v. Walter Magee, Inc., 172 Cal. 182, 155 Pac. 995 (1916). Scott cites
the Lehman and succeeding estate tax cases in support of the principle that, 'Where
one person creates a trust for another in consideration of the other's creating a
similar trust for him, each is in substance creating a trust for himself." 2 Scott,
Trusts 1103 (2d ed. 1956).
23 Restatement, Contracts § 75 (1932): Consideration for a promise is an act ..or a return promise bargained for and given in exchange for the promise.
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an inequity on many arrangements in which tax 2 avoidance
or objection4
able economic positions play little if any part.
CASE LAW SINCE LEHMAN

The issue never having been specifically decided by the United
States Supreme Court, one must look to the various circuits and to the
Tax Court for the authoritative case law on reciprocal trusts. It is somewhat incongruous that the doctrine has been applied almost solely to close
relatives, e.g., husband and wife, parent and child or brother and sister.
This kinship ordinarily connotes the natural object of one's bounty.
It would seem that these are the very persons who would make transfers
in trust providing for each other's welfare without requesting anything
in return, and that more often than not the reciprocating is out of love,
affection or other familial concern.2 5 However, the Commissioner and
most of the courts have seen fit to impute to the family relationship an
element of conduct giving rise to the inference of commercially interdependent action and reciprocity. Thus the prevailing view has developed that unless there is strong evidence to the contrary, the fact that
trusts are reciprocal between members of the family in itself shows the
necessary concert of action and tacit
agreement on a quid pro quo to
2

support a finding of consideration.. 1
If the presumption is this favorable towards the Commissioner,
obviously the element of bargain plays a minor role in the determination of consideration. The courts appear actually to have reached their
decisions on the basis of retention of effective economic control.
There are many shades of opinion in the courts relative to the presumption of consideration and the need for objective facts to support or
rebut its existence. The Court of Appeals for the Third Circuit is at the
extreme of the legalistic approach to consideration. It will not infer
consideration if there is any evidence to the 7contrary. Proof of actual
consideration bargained for must be shown.2
The Third Circuit has recognized that its test is substantially different from those of the other circuits, but has suggested that it is for
Congress to declare another basis of taxability if it does not feel the

court's concept of consideration is correct." s In In re Lueder's Estate, 9
the court in effect shifted the presumption in favor of the taxpayer by
saying that the stipulation of facts concerning the decedent's trust created a prima facie case of gift and that it was up to the Commissioner
to rebut.
The view at the other extreme is held by the Second Circuit which
will, in accordance with the general view of the Tax Court, infer consideration from the terms of the trusts and circumstances surrounding
their creation unless evidence to the contrary is convincing." This court
finds it highly improbable that spouse H could create a trust for the
other's benefit unless induced to do so by a quid'pro quo provided by
spouse W's reciprocal transfer. The case of Orvis v. Higgins"' found
24 Orvis v. Higgins. 180 F.2d 537 (2d Cir.),
25 Note, 30 Notre Dame Law. 149 (1954).

cert. denied, 340 U.S.

810 (1950).

26 Johnson, Reciprocal Trusts-A Tax Avoidance Device With Recuperative Powers. 36 Neb. L. Rev. 564 (1957).
27 Newberry's Estate v. Commissioner. 201 F.2d 874 (3d Cir. 1953); In re Lueder's
Estate, 164 F.2d 128 (3d Cir. 1947).
28 Note, 34 N.C. L. Rev. 560 (1956).
29 In re Lueder's Estate, 164 F.2d 128 (3d Cir. 1947).
30 Orvis v. Higgins, 180 F.2d 537 (2d Cir.), cert. denied, 340 U.S. 810 (1950).
31 Orvis v. Higgins, supra note 30.
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the Second Circuit reversing the Tax Court's determination of an absence of reciprocity based upon negative evidence that the grantors,
husband and wife, did not know of one another's intention. The Court
of Appeals said this (lid not rebut the clear inference that there must
have been concert of action.
Between these two extremes are a variety of discernible views regarding consideration. The Eighth Circuit will infer consideration
from the objective facts in the absence of evidence to the contrary.12
The Fifth and Seventh Circuits refuse to infer the existence of consideration unless supported by some evidence."3
What type of evidence or objective fact is persuasive in finding
consideration? Of course, recital of its existence in the instruments
would probably be conclusive. Direct testimony that such was intended
would be given equal weight. Unfortunately, only the Lehman case was
that simple and in no litigation since that time has the evidence been
so clearcut. The objective facts surrounding the creation of the trusts,
as well as reciprocal provisions in the instruments themselves, will generally support the finding that each settlor has given the other something of valuea
Some courts require proof of actual bargaining. 3 Others, depending
on the inference they attach to the familial relationship and the presence
of reciprocal provisions, require only that the facts show the parties,
or one of them, were motivated to act by the knowledge of each other's
transfer. Still other courts hold that a showing of awareness by the parties of each other's intentions will suffice to support consideration. The
most liberal courts will find the necessary bargaining solely from the
facts of close relationship, reciprocal provisions and any semblance of
simultaneous creation of instruments. Lack of evidence pertaining to
knowledge and motivation of the parties is no deterrent to these courts
unless positive evidence to the contrary appears. 6 When the presumption of consideration becomes this strong, any similarity to the legal
concept of consideration is strictly coincidental.
Factual events supporting the Commissioner's inference of reciprocity include prior agreement between the grantor," mutual planning,"s use of the same attorneys, advisers and trustees, 9 simultaneous
creation of trusts, and a relationship of mutual trust and confidence
between grantors 0 The exchange of similar powers, e.g., X gives Y a life
estate and Y gives X power to invade corpus, strongly supports reciprocity.
Where there have been reciprocal provisions in the instruments,
the decedent's estate has overcome the Commissioner's inference only
when the facts have indicated independent action by the settlors. For
example, evidence of failure of one spouse ever to mention to the other
her intention to create a trust was held to sustain the burden of proof
in establishing that the transfers were separate, independent and uncon32 Cole's Estate v. Commissioner, 140 F.2d 636 (Sth Cir. 1944).
38 Tobin v. Commissioner, 183 F.2d 919 (5th Cir. 1950): McLhain v. Jarecki, 232 F.2d
211 (7th Cir. 1956).
34 Comment, 42 Calif. L. Rev. 151 (1954).
35 See note 27 supra.
.46 Orvis v. Higgins. 10 F.2d 537 (2d Cir.), cert. denied, 340 U.S. 810 (1950).
37 Blackman v. U.S., 48 F. Supp. 362 (Ct. Cl. 1943).
38 Estate of John H. Eckhardt, 5 T.C. 673 (1945).
39 Estate of Florence Moreno, 28 T.C. No. 98 (July 26, 1957); Estate of Grace D.
Sinclaire, 13 T.C. 742 (1949). But cf. In re Lueder's Estate, 164 F.2d 128 (3d Cir. 1947).
40 Estate of Carrie S. Newberry, 6 T.C.M. 455 (1947), aff'd per curiam, 172 F.2d
220 (3d Cir. 1948).
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nected transfers. The court here did not find reciprocal trusts, even
though they were executed almost simultaneously and were similar in
provisions and amount of corpus. 1 Where the trusts were created fifteen
months apart, the Third Circuit held that there was no evidence to
indicate bargaining or that one trust was created in return for the promise to establish the later one. The court pointed out that under the
circumstances, the wife may have felt a moral obligation to return the
husband's transfer, but that a moral obligation was insufficient to constitute consideration.42 Lack of participation in each other's plans and
lack of prior agreement as to the creation or the provisions of the trusts
were held to be indicative of independent action and an absence of the
necessary exchange in another case."1 Here it was positively shown that
the motives of the grantors in creating the trusts were dissimilar.
The typical trust arrangement in which the Commissioner has attempted to employ the reciprocal trusts theory has concerned equivalent principal amounts. However, the existence of unequal trust corpora
has presented no obstacle. The decedent's estate sustains a tax on the
proportionate value of property transferred to the deceased as beneficiary.44
RECENT CASES

A peculiar situation arose in Estate of Carl J. Guenzel,4" decided in
the Tax Court in April 1957. There, a husband and wife created trusts
simultaneously in 1936. Each transfer in trust provided for life income
to the spouse, remainder to issue unless the grantor survived the benefited spouse. In this event the grantor would receive the income for .life,
the remainder to issue.
The wife died first, in 1947, and the Commissioner claimed that
she was the actual grantor of the trust set up by her husband under the
reciprocal trusts doctrine. Her estate conceded the point and was taxed
on the entire value of the property. The husband was then left with
income benefits both from the trust created by his wife and the one he
himself had set up. The husband in 1949 renounced all rights in the
trust created by his wife.
When the husband died in 1951, the Commissioner sought to
include in his estate not the trust created by the wife, over which the
husband would have been deemed grantor under the reciprocal trust
theory, but the trust he himself had created and which had been taxed
in his wife's estate. It is evident that the property in the trust created
by the wife could not have been reached in the husband's estate because
of the husband's renunciation of rights. It is also true, however, that the
nature of economic benefits which the husband held warranted taxation
of one trust or the other in his estate.
The Tax Court sustained the Commissioner's determination that
41 Estate of Samuel Lindsay, 2 T.C. 174 (1943).
42 in re Lueder's Estate, 164 F.2d 128 (3d Cir. 1947).
A3 Estate of Louise D. Ruxton, 20 T.C. 487 (1953); Estate of Arnold Resch, 20 T.C.
171 (1953).

44 Estate of Carolyn P. Boardman, 20 T.C. 871 (1953). The estate of the decedent
beneficiary of the larger trust (the decedent being deemed the settlor of that trust

under the reciprocal

trusts doctrine) is taxed on that proportion of the date of death

value of the trust as the value of the smaller trust bears to the value of the larger
trust when originally created. The estate of the grantor of the smaller trust will, of

course, be taxed on the date of death value of that property. See Cole's Estate v.
Commissioner, 140 F.2d 636 (6th Cir. 1944) wherein the husband's trust consisted of
700 shares and the wife's trust of 300 shares of the same kind of stock.
45 Estate of Carl J. Guenzel, 28 T.C. No. 10 (April 17, 1957), appeal docketed,
8th Cir.
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the trust created by the husband, and previously taxed in the wife's
estate, should now be taxed in the husband's estate. In so doing, the
court reasoned that where a grantor creates a trust and retains a seconlary life estate or life income, the transfer is taxable in the grantor's
estate. The court then met the indignant objection of the estate that
the trust had already been taxed as if the wife had been settlor. The
court said that it would not go into the applicability of the Lehman
doctrine when the transfer in trust was plainly includible in the nominal
grantor's estate under the statute, as the husband's trust admittedly was
here. It further stated that the petitioner could not base an argument
of estoppel against the Commissioner upon. a showing of inconsistency
with the assertion of tax liability against another taxpayer.
In what must have been a common reaction to the decision, the
Lawyer's Weekly Report observed,

We think the case is wrong. Although this point is not referred
to in the decision, the Code exempts transfers for a full and
adequate consideration. Since the trust the husband had created
had been sold to the wife for full value (the wife's trust) , it
should be excluded from his gross estate. Indeed, Lehman's
logic rests on reciprocal consideration."'
Had the logic of the Commissioner in assessing the wife's estate rested
on a realistic appraisal of substance over form, instead of on consideration, this righteous complaint could not have been made.
The Weekly raised a further issue:
What about the wife's trust-was it includible in the husband's
estate? This question did not come up, because the husband
had surrendered all his rights in that trust. But this should not
matter: If he had not surrendered, then, under Lehman, the
wife's trust should certainly be in his estate. And if both trusts
wind up in the husband's estate, that is obviously the wrong
result.

This author cannot agree that inclusion of the property of both trusts
in the husband's estate would necessarily be a wrong result, especially
had he not renounced his rights to the trust created by his wife. This
conclusion is based upon the assumption that under section 2013 of the
present statute, 4 8 the husband's estate could receive a credit for part of

the taxes paid by the wife's estate on trust property subsequently in46 12 Lawyer's Weekly Report No. 40 (July 1, 1957).
47 Ibid.
48 Int. Rev. Code of 1954, § 2013.
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cluded in the husband's gross estate. A similar argument was advanced
in the principal case. However, the applicable provision of the 1939
Code, which governed this situation, allowed a deduction only for previously taxed property "received by ... inheritance .... ."' The court
rejected the estate's contention saying that the deceased husband had
not received by inheritance the secondary life estate provided for in his
own trust.
Estate of Florence Moreno59 should be mentioned as the latest
decided case concerning reciprocal trusts. The Tax Court there had little
trouble finding reciprocity and consideration. The case did involve,
however, a more remote power over the property in trust than in most
previous cases. Here, each respective beneficiary had a life estate in the
other's trust contingent on the nominal settlor's death. The court simply
applied the reciprocal trust doctrine and found that each settlor had
retained a right to income from transferred property for a period not
ascertainable without reference to his death. The property therefore
was rendered taxable under section 2036.-'
PROBLEMS IN RELATION

TO THE GIFT TAX

The manner in which consideration enters into the Commissioner's determination of a taxable transfer in the reciprocal trust situation
has been demonstrated. The synthetic nature of the concept of consideration so used becomes apparent when contrasted with the view of the
Commissioner in cases where he attempts to disprove consideration and
thereby subject a transfer to the gift tax. Where the Commissioner has
sought to tax a transfer as a gift, evidence that the trusts were created
simultaneously, in equal principal amounts and contained reciprocal
powers has not been deemed sufficient to overcome the presumption
of absence of consideration. 2 Yet, as has been shown, these same facts
constitute the primary support for determining the presence of consideration in establishing reciprocal trusts.
In a related area, the taxation of reciprocal trusts has created a
definite complication where gift taxes have been paid by the settlors
at the time the trusts were executed. The problem arises under section
2012 which allows a credit for gift taxes paid by a decedent on property
included in his gross estate.53 In the typical reciprocal trust arrangement, each grantor has paid gift taxes on his transfer. Thus the property in both trusts has been fully taxed, but not to the grantors as they
appear after the parties have been crossed in applying the reciprocal
trusts doctrine for estate tax purposes.
It seems entirely unfair that the estate of each grantor in this situation should not receive some credit for gift taxes paid when the trusts
were executed. The cases have not decided the issue, but strictly speakling, under the code, the Commissioner cannot allow any such credit to
a decedent's estate. To subject property to the estate tax the Commissioner must determine that the transfer was for consideration. This
determinatcon eliminates the possibility that a gift was made and ordinarily would render the estate eligible for a refund of gift taxes unnecessarily paid. However, when estate taxes are assessed, the party who
Cir.

49 it. Rev. -ode of 1939, § 812 (c), 53 Stat. 124 (now Int. Rev. Code of 1954. § 2013).
50 E.slate of Florence Moreno, 28 T.C. No. 98 (July 26, 1957), appeal docketed, 8th
51 Int Rev. Code of 1954 § 2036.
52 Comrnissio:ier v. McLean, 127 F.2d 942 (5th Cir. 1942).
53 Int. Rev. CDde of 1954 § 2012.
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paid

,ilr
o tax ends up as the grantor of the trust created by the other
lie deceased has therefore not paid a gift tax on the same property t,,r which his estate will pay estate tax. The credit granted by section 1'012 is thus lost and a double taxation on each reciprocal transferor and his estate results.
CONCLUSION

The reciprocal trust arrangement is dead as a tax avoidance device.
Indeed, it has been shunned by the tax lawyer since the Lehman case.
Occasionally, especially after a Third Circuit opinion, some see a faint
glimmer of hope for its revival. 55 This is a false hope, however, resulting
solely from difficulties experienced in the various courts with the doctrine of consideration. Unfortunately, this doctrine has too often been
z
allowed to cloud the real issues.
There has been no basic change in the prevailing legislative, executive and judicial attitude that where a taxable power exists in substance
the tax will not be defeated by the use of the trust device. Nor is the
policy to be limited to those with a tax avoidance motive. Proof of
intent to (1o no more than protect the family security will not stay the
hand of the Commissioner where by reciprocal trusts one or more pow
ers made taxable by sections 2036-3856 are vested in each transferee.
Perhaps in the future the situation will be'treated by statute'. Certainly Congress sanctioned the effect of thereciprocal trusts doctr i ne
when it passed the Technical Changes Act of'l949" This act mitigated
the effect of retroactive application of the Lehman doctrine under certain circumstances where the trusts had been created prior to 1940. The
act in no way disapproved the doctrine. In fact, Congress appears to be
ahead of many courts in its recent thinking on this matter, as demonstrated by its illustration in committee reports of taxable reciprocal
trusts." The illustration was based not upon the presence of legal consideration, but upon the retention of effective economic control which
resulted from the reciprocal arrangement.
This should not frighten the attorney away from the legitimate
family trust. It can serve many valuable ends, including tax economy,
and should be employed with this in mind." However, let the attorney
beware of reciprocal trusts, no matter what the intention or motive,
where any type of reversion, life estate or taxable power is vested in the
beneficiaries. Thel rules set out in sections 2036-386" are certain to be
invoked to render thk reciprocal trusts taxable under the estate tax
whenever the presenceof these interests is manifested in any form.
-.

: ,O.,
54 Ibid.
55 Johnson, Rediprocal -rust$-'A
Tax Avoidance
Device With Recuperative
Powers, 36 Neb. L. Rev:-.564 (195Th.
56 Int. Rev. Code of 1954, §§k-206-38.
57 63 Stat. 893 (1949).
58 HR . Rep. No. 920, 81st Cong., 1st Sess. 6 (1949); Sen. Rep. No. 831, 81st Cong..
1st Sess. 5 (1949).
59 Gray, How to Save Taxes Through Family Trusts, P-H Tax Ideas 16008 (1955). It
is apparent, however, that even though the courts have thus far applied Professor
Scott's principle only to reciprocal trusts in the estate tax field, no reason exists
why the doctrine should not be extended. Consideration, on which the courts base a
taxable situation, may be given to the promisor or to some other person. If X creates
a trust for Y as consideration for Z's creating a trust for X, Scott's principle applies
to make X the settlor of the trust created by Z. Should Z's trust contain taxable
powers, the property ought to be taxed in X's estzte and probably would be, at least

if consideration were evident.
feInt. Rev. Code of 1954,

H§ 2036-38.
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The broad effect of today's income tax laws is placing an everincreasing burden on executors in the intelligent administration of
estates. Since the fiduciary is charged with the duty to treat the beneficiaries equally,' he must determine in advance whether or not the
elections he is entitled to make under federal tax law will inure to the
benefit of one beneficiary over others.
Where the testamentary trust created gives income to certain bene1 In re James' Estate, 189 Misc.

7, 65 N.Y.S.2d 756 (Surr. Ct. 1946).
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ficiaries for life and the principal to remaindermen, the election to
deduct administrative expenses for income tax purposes rather than for
estate tax purposes creates just such a problem. Under sections 162 and
212 of the Internal Revenue Code of 1954, administrative expenses
qualify for deduction from the income in computing the estate's
income
3
tax, and also qualify as deductible for estate tax purposes.
Thus the executor is given a choice to claim the expense deduction either to reduce the estate tax or the income tax, but he is limited
by section 642 (g) I to one deduction or the other. Should he choose to
make use of the deduction in computing income taxes, it is clear that
the amount of estate taxes payable by the corpus beneficiary will be
raised by the resulting increase in the amount of the adjusted gross
estate." In other words, the set-off against the estate tax is precluded by
the election, and the remainderman must make up
1 the difference. Substantial over-all tax savings may result from the election, however,
because income tax rates can be much higher than estate tax rates. The
positive duty falls upon the executor to preserve the estate by t ie greatest tax saving possible. But, the executor may be guilty of a breach of
duty if he does not allocate the savings to equally benefit the life tenant
and remainderman-unless the testator has given him the authority to
make the election without restoring principal.
In situations where the marital deduction formula bequest is not
involved, the problem is relatively simple. In a will directing the establishment of a trust from which the income is to go to one beneficiary,
and the remainder to others, exercise of the tax option will result in a
benefit to the income beneficiary to the detriment of the remainderman.
However, the amount of the detriment to the remainderman is simply the
difference between the actual estate tax liability, and the amount which
would have been payable had the administrative expenses been deducted
from the gross estate in computing the tax. For instance, assuming an
adjusted gross estate of $560,000 before deduction of administrative
expenses of $60,000, the federal estate tax liability before state death
tax credit would be $167,700 if administrative expenses were deducted
for income tax purposes, and $145,700 if deducted for estate tax purposes. The detriment to the remainderman would be the difference
between these two amounts, or $22,000. Further assuming that this same
estate had income which was not distributed to the extent of $56,000
per year for two years, against which the administrative expense was
applied at the rate of $30,000 per year, the income tax savings in two
years' time would amount to $40,968.
The problem becomes much more complex in cases where the
marital deduction 6 formula bequest enters the computation. The fol2 Int. Rev. Code of 1954, § 162 defines expenses which may be taken as deductions
against income; § 212 allows deduction of expenses incurred in the production of
income. These two sections are the basis for deduction of administration expenses
from the income of the estate.
3 Int. Rev. Code of 1954, §§ 2053-54 provide that administration expenses may be
deducted from the gross estate.
4 Int. Rev.
Code of 1954, § 642(g) provides that deductions allowable under
§§ 2053-54 may not be used for both income and estate tax purposes. Use of such
deductions against the income tax requires a waiver of the right to deduct under
§§2053-54.

5 See note 3 supra

6 Int. Rev. Code of 1954, § 2056. In determining the taxable estate, the amount
which passes to the surviving spouse may be deducted, but this deduction cannot

exceed one-half the adjusted gross estate.
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lowing hypothetical example will help in illustrating what is here
involved:
COMPUTATION OF FEDERAL ESTATE TAX

Administrative
Expense Deducted

Administrative
Expense Not
Deducted

Gross Estate
--$480,000
----- 40,000
Less: Administrative Expenses --------

$480,000

Adjusted Gross Estate

440,000

480,000

Deduct:
Marital deduction (50% of Adjusted
Gross Estate)
Specific Exemption

220,000

240,000

60,000

60,000

280,000

300,000

$160,000

$180,000

$ 38,700

$ 44,700

Taxable Estate:
Federal estate taxes (before
credit for state death taxes)

-

-0-

Claiming the deduction for income tax purposes will result in an
additional estate tax burden of $6,000 on the principal of the estate.
In cases where the decedent has bequeathed to his surviving spouse an
amount equal to fifty per cent of the value of his adjusted gross estate
as finally determined for federal estate tax purposes, and has provided
that administrative expenses are to be paid from the principal of the
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estate, claiming the deduction for income tax purposes will also result
in an additional detriment to the residuary beneficiary in the amount
of $20,000. That is the additional amount received by the widow in
7
order to obtain the maximum marital deduction.
If the income of the estate is $40,000 the first year after death, and
$50,000 the second year the following income tax consequences will
result:
COMPUTATION

OF FEDERAL INCOME TAX

Deducting Administration Expenses
from Income:
Net taxable income before deduction
of administration expenses and
fiduciary exemption

-

First Year

Second Year

$40,000

$50,000

Deduct:
20,000
- - 20,000
Administration expenses 600
---------600
E x em p tio n ------------------------------------------------

N et taxable in com e .....................................

20,600

20,600

$19,400
---------

$29,400

$ 6,942
F ed eral in com e tax ....................................... ---------

$12,848

Without Administration Expense
Deduction:
Net taxable income

$39,400

$49,400

$19,362
Federal in com e tax ..................................... ----------

$26,388

Income tax savings effected through
$13,540
----------$ 12,420
u se o f e lec tio n -------------------------------------------Net tax savings to the estate effected
through use of election:
T otal incom e tax savings ..........................
Less: Additional estate tax payable ----

$25,960
6,000

$19,960
N et savings in taxes------------------------------------The cases which have dealt with the problems arising in these
situations have made it clear that the remainderman is entitled to reimbursement for the detriment suffered by him through the use of this
election.' However, they have not outlined a method for adjustment
which will operate to the maximum advantage of all parties.
Two of the cases, Estate of Edwin H. Warms' and In re Bixby's
Estate,' dealt with the first of the problems outlined, where the marital
deduction formula bequest does not enter the picture. All that is neces7 Rev. Rul. 55-643, 1955-2 Cum. Bull. 386.
8 In re Bixby's Estate, 140 Cal. App. 2d 326, 295 P.2d 68 (2d Dist. 1956); In re Levy's
Elstate, 167 N.Y.S.2d 16 (Surr. Ct. 1957); Estate of Warms, 140 N.Y.S.2d 169 (Surr.
Ct. 1955).
9 140 N.Y.S.2d 169 (Surr. Ct. 1955).
10 140 Cal. App. 2d 326. 295 P.2d 68 (2d Dist. 1956).
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sary here in order to effect an equitable solution is to reallocate enough
of the income beneficiary's tax saving to the principal account to cover
the amount of the additional estate tax payable from the corpus. In the
example set out in the fourth paragraph of this Note, a $22,000 transfer
from the income account to the principal account would accomplish the
desired result, and still leave the income beneficiary with a substantial
tax saving.
A New York case, In re Levy's Estate,1 dealt with the additional
problem involved under the marital deduction formula bequest. Here
the testator had bequeathed to his surviving spouse fifty per cent of the
adjusted gross estate as computed for federal estate tax purposes. The
court held that the election permitted by the internal revenue code
should not alter the respective interests of the legatees, and the residuary
estate should have the benefit of all deductions which are available to
the estate principal.
From the examples outlined above, it can be readily seen that in
order to completely reimburse the residuary beneficiary, a transfer of
$26,000 ($20,000 plus $6,000) would have to be made. In this particular
example, transfer of this amount would exceed the total income tax
savings effected under the election. This result would not be uncommon
unless the income of the estate is large enough to put it into an extremely
high income tax bracket. It should also be noted that reimbursement
of the $20,000 to the residuary beneficiaries actually results in the surviving spouse's receiving only $220,000 rather than the $240,000 claimed
as a marital deduction. There is always the possibility of the marital
deduction of $240,000 being disallowed in such cases. The apparent
result here would be the receipt of $20,000 by the residuary-beneficiary
free from federal estate taxation.
Another way to handle the problem would be to limit the marital
deduction to $220,000 even though the administration expenses are deducted for income tax purposes. The result of this method of adjustment
would be as follows:
Gross estate

$480,000

Deduct:
Marital Deduction
Specific Exemption

220,000
60,000
280,000

Taxable estate:

$200,000

Federal estate taxes: --------------------

$ 50,700

11167

N.Y.S.2d 16 (Surr. Ct. 1957).
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This would require reimbursement to the principal account of
$12,000 which is the difference between the actual tax liability of $50,700
and the $38,700 which would be due if the election had not been
taken. The net savings in taxes would be $13,960. This is not as advantageous to the income beneficiary because it results in a higher estate tax
liability, which must be reimbursed from the savings in income taxes.
The question may arise whether or not the executor has, by reason
of this right to elect between the taxable estates, a power of appointment. But, once it is realized that this election is merely for tax purposes,
and does not affect the fiduciary accounting principles involved, it would
seem that the election is merely one of the incidental consequences of
trust adiministration.' 2 This is especially true where there is an express
provision in the will authorizing the executor to make the election in his
sole discretion and relieving him from making adjustments. Most wills
today contain a clause allowing the executor to choose to deduct administrative expenses from either the corpus or the income, but the provision
exonerating him in case he does not adjust savings has not been so
common. The testator's presumed wish is to prefer his surviving spouse
over the remaindermen. Therefore, a direction to the executor to that
end would eliminate the necessity for compensatory allocations. The
following proposed clause will clarify the executor's duty and seems to
give weight to the testator's intention:
"If my executors shall have an election whether to take
expenses of administration of my estate as a deduction for federal estate tax or income tax purposes, I direct that they elect to
take such expenses as an income tax deduction if they believe
this will minimize the total tax burden on my estate, irrespective
of the effect such decision may have upon the value of the respective trust funds provided for hereunder, and without any
compensating adjustments by reason of the increase in the net
income of the life tenant resulting from giving the income
account the benefit of a deduction, for income tax purposes, of
a payment out of corpus."
The substantive rights of the beneficiaries would not be prejudiced
by this provision, and the executor would have an unequivocal guide
on which to rely in choosing the most advantageous tax methods.
12 Proposed U.S. Treas. Reg. § 20.2041-1(b) (1956) provides that the mere power
to allocate receipts and disbursements as between principal and income, exercisable in
a fiduciary capacity, whereby the holder has no power to enlarge or shift any of the
beneficial interests therein except as an incidental consequence of the discharge of
such fiduciary duties is not a power of appointment.
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CASE COMMENTS
Constitutional Law-Fourteenth Arnendment-Failure to Appoint
Counsel as Denial of Due Process
By PAULINE NELSON AND .AMES E. JACKSON
Pauline Nelson, a graduate of the University of Colorado, is a junior at the
University of Denver College of Law and is Note and Comment Editor of DICTA.
James E. Jackson received his A. B. degree in 1956 from the University of Missouri,
where he was a member of Phi Beta Kappa. He is now a junior at the University of
Denver College of Law.
Defendant, a seventeen-year-old Negro boy with a seventh-grade
education, was arrested on October 26, 1938. Two days later, after questioning by police who apparently instilled in him a fear of mob violence,
he confessed to the murder of an elderly white woman. On October 29,
after pleading guilty, he was adjudged guilty of murder in the first
degree, sentenced to life imprisonment and transferred to the state prison.
At his arraignment he told the trial judge he did not want a lawyer,
and none was appointed. Twelve years later, in 1950, he filed a delayed
motion for a new trial. The trial court denied the motion, and the
Supreme Court of Michigan affirmed. The United States Supreme Court
reversed, holding that because of the defendants' age, his mental capacity,
and the other circumstances of the case, he was not capable of intelligently and understandingly waiving his right to counsel. In accepting
the guilty plea the trial court denied the defendant a fair hearing, contrary to the due process clause of the fourteenth amendment. Moore v.
Michigan, 78 Sup. Ct. 191 (1957).
In a recent Colorado case the defendant, without benefit of counsel,
pleaded guilty to a charge of kidnapping and was sentenced to twentyfive to twenty-nine years in prison. When sentenced the defendant was
twenty-one years old, had only a sixth-grade education, and had served
one previous reformatory sentence. He had never been represented by
counsel and was unaware of his rights in this respect. Furthermore, he
was without money or friends in Colorado, had allegedly signed a confession of assault and battery and attempted car theft, had at first protested when the trial court read a charge of kidnapping, and had a
meritorious defense based on lack of intent. The arrest was made on
April 15, 1945. He was sentenced on April 16. In 1953 a motion to
vacate the judgment was denied by the district court, and the denial
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was affirmed without written opinion by the Colorado Supreme Court.'
In 1954, a petition for a writ of habeas corpus was denied by the district court. On writ of error the supreme court held that the allegations
of denial of due process were not within the scope of inquiry in a petition for habeas corpus. In dictum the court stated that the defendant
had been afforded due process since the record showed the information
had been read to him, the consequence of his guilty plea had been explained, and evidence had been taken in aggravation or mitigation before
sentence. Freeman v. Tinsley, 308 P.2d 220 (Colo. 1957).
In these two cases there is a clear illustration of the liberality of
the federal courts, on the one hand, in finding that lack of counsel constitutes a denial of due process, and on the other hand the strictness of
some state courts in holding that where the procedure was fair no error
results from a failure to appoint counsel.
In the Freeman case the Colorado Supreme Court has placed a
very narrow construction on the writ of habeas corpus. The matters to
be considered in habeas corpus proceedings have been defined as (1)
whether the petitioner was convicted in a court having jurisdiction over
the person and subject matter, and (2) whether the sentence was within
the statutory limits. 2 Although there are no Colorado decisions in point,

the modern tendency has been to construe the question of lack of jurisdiction to include judgments which are void because fundamental constitutional rights have been violated. It has been said by the New Jersey
Supreme Court that a court which denies due process destroys its own
jurisdiction in the course of the proceedings.3
The effect of the Freeman case is to require a defendant who alleges
conviction in violation of due process to present these questions in a
writ of error to the original proceedings, at the risk of losing altogether
his right to assert such questions. The Moore case, on the other hand,
in requiring a new trial after twelve years, recognizes that the persons
most in need of broader constitutional safeguards are petitioners who,
like Moore and Freeman, find themselves in prison shortly after arrest,
and only years later acquire an understanding of their constitutional
rights.
The Freeman case was the second to be presented to the Colorado
court in which charges of denial of due process have been based on lack
of counsel. In Kelley v. People4 the court denied a motion for a writ
of error coram nobis on the ground that there had been no showing
that a contrary result would have been reached if counsel had been
appointed. The court reaffirmed this ruling in a case decided two months
requireafter the Freeman case, holding that there is no constitutional
5
ment that a defendant be informed of his right to counsel.
The first United States Supreme Court case to hold that lack of
effective counsel would constitute a denial of due process was Powell v.
Alabama,6 decided in 1932. Since that case the position of most courts
has been that the totality of facts surrounding each case must be considered in determining whether counsel should have been appointed.'
Some factors which courts have held might create a need for counsel are
1 Freeman v. People, 128 Colo. 99, 260 P.2d 603 (1953); cert. denied, 346 U.S.
(1953).
2 People ex rel. Metzger v. District Court, 121 Colo. 141, 215 P.2d 327 (1949).
parte Carter, 14 N.J. Super. 591, 82 A.2d 652 (1951).
.'Ex
4 120 Colo. 1, 206 P.2d 337 (1949).
5 Vigil v. People, 310 P.2d 552 (1957).
287 U.S. 45 (1932).
7 Betts v. Brady, 316 U.S. 455 (1942).
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the defendant's youthfulness and lack of education or intelligence," the
complexity of the charges and possible defenses,' and the conduct of
the prosecutor and trial judge."
Under the latest rulings of many state courts" and of the United
States Supreme Court, including the Moore case and others, 2 the key
question is whether the defendant, in view of his individual capacity
and the other circumstances surrounding the trial, could have properly
defended himself. If not, lack of counsel would be a denial of due
process regardless of whether the record shows error or prejudice. 3 The
question then would be whether the trial was likely to be unfair. The
rationale behind these rulings is based upon a universally recognized
element of due process, the right to be heard. Where the defendant is
under such an incapacity that he is unable to make an intelligent plea
or properly defend himself, he is not given an effective opportunity to
be heard, and only an appointment of counsel will eliminate this defect.
Thus, due process guarantees
not only the right to be heard, but also
14
the means to be heard.
On the other hand, a few courts have used a different basis for
determining whether there is a right to counsel. These courts look to
the record to see if a fundamentally fair trial has been granted. 5 The
question becomes, did lack of counsel actually prejudice the defendant
as a matter of record? The rationale of these courts is based on another
universally recognized element of due process, the right to a fair trial.
Where a defendant has received a fair trial, he should not complain of
lack of counsel. 6 The main flaw in this reasoning is that a fair trial
includes many factors which do not appear of record. It is much more
difficult for an appellate court to weigh these external factors years later
and determine the fairness of the trial than to determine if there were
elements present which could have led to prejudice.
Colorado seems to have adopted the latter rule. The Kelley case
stated that some showing must be made that appointment of counsel
S Powell v. Alabama, 287 U.S. 45 (1932).
') Williams v. Kaiser. 323 U.S. 471 (1945).
10 Townsend v. Burke, 334 U.S. 736 (1948).
11 McCarthy v.
Hudspeth. 166 Kan. 456, 201 P.2d 658 (1949): Raymond v. State,
192 Md. 602, 65 A.2d 285 (1948); State v. Magrum, 76 N.D. 527, 38 N.W.2d 358 (1949);
Ex parte Cook, 84 Okla. 404, 183 P.2d 595 (1947).
12 Commonwealth ex rel. Herman v. Claudy, 350 U.S. 116 (1956); Massey v. Moore.
348 U.S. 105 (1954): Palmer v. Ashe, 342 U.S. 134 (1951): Wade v. Mayo, 334 U.S. 672
(1948); Uveges v. Pennsylvania, 335 U.S. 437 (1948).
13 Cases cited notes 11 and 12, supra.
14 Massey v, Moore, 348 U.S. 105 (1954).
15 Foster v. Illinois, 332 U.S. 134 (1947).
16 Commonwealth ex rel. Ridenour v. McHugh, 178 Pa. Super. 69. 115 A.2d 808
(1955).
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would have brought a different result. In the Freeman case no mention
was made of the defendant's age, education or intelligence, nor of the
complexities of the charge. Instead the finding was based on the trial
judge's procedure, which the supreme court credited with adequately
guaranteeing the defendant due process.
The theory of the Freeman case undoubtedly could have great effect
upon trial judges in Colorado. In cases where the defendant does not
request counsel, if the judge believes he can comply with the procedural
requirements of a fair trial, no counsel need be appointed. This presents
him with the choice of assuming he can conduct a fair trial and not
appointing counsel, or assuming the trial he conducts will be unfair,
necessitating counsel for the accused. In this predicament, it would
seem likely that most judges would feel no compelling need for appointed counsel. However, the judge still must consider a possible hearing in federal courts, where the rule is based, not on procedural fairness
but on the individual defendant's need for assistance.
Another possible effect could be to eliminate most appeals in Colorado based on denial of due process for lack of counsel. The court has
said that (1) such matters must be presented on writ of error, and (2)
error or prejudice must be shown. Thus, where error is shown the judgment will probably be reversed on the basis of this error, and not for
denial of due process. Therefore, it would seem the right to counsel
has no substantive value, but only serves to emphasize errors appearing
on the record.
A comparison of the Moore and Freeman cases shows a striking
similarity in the facts and a striking contrast in the result. Moore was
a scared, uneducated youngster who wanted to "get it over with" and
be safe in prison. Freeman was only slightly older, just as uneducated,
and was without friends or relatives to advise him. Moore, the Court
said, was incapable of intelligently waiving his right to counsel and
therefore the failure to appoint counsel was a denial of due process.
Freeman was unaware and uninformed of his right to counsel, and nevertheless was found to have been fairly convicted.
The Colorado court assumes that if a defendant does not insist
on his right to counsel he waives it, although he has not been informed
of his rights. Under the facts of the Freeman case, a court following the
more liberal rule would question whether such a waiver was intelligently made, and in view of the defendant's capabilities and the complexity of the charge might very well have reached a contrary result.

HEART OF DOWNTOWN: 1409 Stout

-- TA 5-3404

FAST SERVICE - NOTARY AND CORPORATION SEALS
Stock Certificates, Minute Books, Stock Ledgers

ACE-KAUFFMAN
RUBBER STAMP & SEAL CO.
Operating Denver Novelty Works Since 1873
W. E. LARSON, Proprietor

DICTA

MARCH-APRIL, 1958

Trusts-Revocable Inter Vivos Trusts-Accumulation of Reserved
Powers as Effecting Validity
By ANTHONY

J.

DEUTSCH

Anthony J. Deutsch was graduated from the University of Notre Dame in 1954
with the Ph. B. degree. He is a student at the University of Denver College of Law.
Cora Lee Von Brecht, administratrix of the estate of Gustavus Adolphus Von Brecht, brought an action against the Denver National Bank,
to set aside a trust agreement executed by the plaintiff's intestate under
which the bank was named trustee. In his intervivos trust, the settlor
had retained a life interest in the income together with the right to disapprove any sale or purchase of investments, in excess of one thousand
dollars, suggested by the trustee, and the right to revoke, modify or
amend the trust agreement. Plaintiff contended that the sum of powers,
rights, dominion and control reserved by the grantor rendered him the
virtual owner of the property and constituted the trust an illusory and
abortive attempt to evade the statute of wills.
In each of two memorandum opinions, the trial judge concluded
that the trust was void because it was testamentary in nature and did
not comply with the requisite formalities for execution of a will. In the
second memorandum opinion the trial judge also held that the trust
agreement created an agency, since the settlor retained virtual control
and dominion over the trust property. The Colorado Supreme Court
concluded that the sole matter for determination was the question of the
accumulation of reserved powers, and, reversing the lower court, held
that the reserved powers did not void the trust. Denver National Bank v.
Von Brecht, 10 Colo. Bar Ass'n Adv. Sh. 165 (1958).
Insofar as the reservation of powers affects the validity of revocable
intervivos trusts, the courts are generally agreed that a reservation of the
power to amend, modify and revoke the trust agreement will not make
the trust testamentary.' Reservation of a power to withdraw, consume'
or dispose of 3 the principal or corpus of the trust property does not
invalidate the trust. Nor does the reservation of a beneficial life interest.'
Where the settlor reserved control over the trustee in matters of investment, management and administration of the trust estate, the trust was
held not testamentary in character.' These reserved powers have been
treated as conditions subsequent which may operate to defeat the interests
of the beneficiaries, but which, unexercised, do not prevent the vesting
of equitable title.'
One area of powers which has given rise to much litigation is that
dealing with the degree of control the grantor exercises over the trustee.
Is the trustee a bona fide trustee with important duties to perform or
is he merely an agent of the settlor of an illusory trust?7
1 Farmers' Loan & Trust Co. v. Bowers, 29 F.2d 14 (2d
Society v. Mortgage Guarantee Co., 217 Cal. 9, 17 P.2d 105
Bank v. Joy, 315 Mass. 457, 53 N.E.2d 113 (1944); Whalen
4 N.W.2d 737 (1942); Cleveland Trust Co. v. White, 134 Ohio
2 United Bldg. & Loan Ass'n v. Garrett, 64 F. Supp. 460

Cir. 1928); American Bible
(1932); National Shawmut
v. Swircin, 141 Neb. 650,
St. 1, 15 N.E.2d 627 (1938).
(W.D. Ark. 1946); Whalen

v. Swircin, supra note 1.
3 Rose v. Rose. 300 Mich. 73. 1 N.W.2d 458 (1942).
4 Cribbs v. Walker, 74 Ark. 104, 85 S.W. 244 (1905); Rose v. Rose, supra note 2;
Whalen v. Swircin, 141 Neb. 650, 4 N.W.2d 737, 739 (1942).
5 Lewis v. Hanson, 128 A.2d 819 (Del. 1957); Keck v.
McKinstry, 206 Iowa 1121,
221 N.W. 851 (1928); Leahy v. Old Colony Trust Co., 326 Mass. 49, 93 N.E.2d 238 (1950).
6 United Bldg. & Loan Ass'n v. Garrett, 64 F. Supp. 460 (W.D. Ark. 1946).
7 This question was forcefully set out in Stouse v.
First Nat'l Bank, 245 S.W.2d
914, 917 (Ky. 1952).
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Divergence of legal opinion on this problem has narrowed to two
general views, the conservative or New York rule, and the liberal or
Massachusetts view.' Aln examination of the cases, however, proves this
categorization to be general only, since each case presents its own peculiar
reasoning.
The New York rule of Newman v. Dore' represents the conservative viewpoint. A more liberal policy favoring "living trusts" originated
in the Massachusetts case of National Shawmut Bank v. Joy10 and has
been appropriately labeled the Masschusetts rule. The decision in the
Von Brecht case follows the Massachusetts rule.
The Liberal View
National Shawmut, the case most frequently cited in support of
revocable inter vivos trusts, contained a trust agreement which included
powers to alter and amend or to make payments from principal if necessary, and reserved a power of appointment as well as a life interest. In
addition, the bank trustee was specifically directed to hold, retain, invest
and reinvest the property solely in accordance with written instructions
of one Neville, a securities dealer. The legatees contended that this grant
of power to Neville, in effect reserved the power over investments to
the grantor himself. The Massachusetts court held the trust instrument
valid. Against each attack based on a reservation of power the court
ruled that the reservation did not invalidate the trust, and for each
conclusion cited a long list of cases. The only reasoned conclusion concerned the investment supervision of Neville. Here the court held that
the powers given to Neville did not make the trust a passive one because
important duties were left to the trustees. 1 This conclusion holding
revocable inter vivos trusts valid has been followed by the majority of
court albeit for a variety of reasons.
In Cleveland Trust Co. v. White, 2 the Ohio Court held that certain
reserved powers were not sufficiently broad to destroy the trust or to
reduce the trustee to a mere agent of the settlor. Here the exercise of
reserved powers was made dependent upon the trustee's acquiescence.
Against the appellants' contention in a Kentucky case' 3 that the trustee
was an agent of the grantor, the court held the trust valid. In so doing,
the court meticulously set forth the specific, well defined powers of the
trustee and specially noted that the grantor, unless she chose to revoke
the trust, could exercise no control over the assets except by giving directions within the terms of the trust instrument.
Nebraska has upheld a revocable trust on the basis that if the fund,
or any part of it, is permitted by the settlor to remain in existence, the
beneficiaries have the right to enforce the trust as against the trustee. 4
A federal court in Arkansas ruled that transfers of present interests to the
beneficiaries were effected and that powers reserved were in the nature of
s See Restatement, Trusts § 57 (1) (1935), covering the reservation rule. The details
of administration-agency rule are covered in § 57 (2). See also 1 Bogert, Trusts and
Trustees §§ 103-04 (1951); 1 Scott Trusts §§ 57.1, 57.2 (2d ed. 1956).
9 275 N.Y. 371, 9 N.E.2d 966 (1937).
10 National Shawmut Bank v. Joy, 315 Mass. 457, 53 N.U.2d 113 (1944).
11 53 N.E.2d at 125.
12 134 Ohio St. 1, 15 N.E.2d 627, 630 (1938).
13 Stouse v. First Nat'l Bank, 245 S.W.2d 914 (Ky. 1952).
'4 Whalen v. Swircin, 141 Neb. 650, 4 N.W.2d 737 (1942).
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conditions subsequent.15 Since the powers remained unexercised the
beneficiaries were entitled to have the trusts administered.
The important duties of the trustee in Rose v. Rose 6 had been cut
down. by a supplemental agreement made by the grantor five years after
he executed the original instrument. Yet the Michigan court held the
trust valid; for the trustee still had duties while the settlor lived, and
was to see that, after his death, inheritance taxes were paid from funds
made available for the latter purpose.
A 1950 Massachusetts case followed the precedent of the National
Shawmut
case, decided six years earlier. In Leahy v. Old Colony Trust
17
Co.,

the court found that the trustee was authorized, but not required,

to act under the grantor's direction. The trust was upheld since the
trustee had not been reduced to impotence, but retained important
powers, including that of deciding whether or not to follow the grantor's
directions.
A more complete and thorough reason for upholding a living trust
appeared in a 1951 Pennsylvania decision.' There the trustees were to
pay the settlor's children the net income or profits derived from the
property. Because there was a large measure of discretion incident to
paying some of the charges before arriving at net income, it was held
that the trustees had been given active duties to perform, by necessary
implication. Further, the court held that even if the trust had been
passive, the settlor would not thereby have retained title since the trust
would have been executed by the Statute of Uses which is force in Pennsylvania. In resolving the agency aspect of the attack on the trust, the
court relied on the fact that the transaction was formally executed.
In spite of extensive powers of control reserved by the settlor in an
early Illinois case, 9 the trust agreement was upheld because land was
the subject matter of the trust and there was a formal agreement. An20
extreme position was taken by the Iowa court in Keck v McKinstry.
There the trustor retained active management of the property during
his lifetime, and the performance of active duties by the trustee, besides
being postponed until after the trustor's death, was contingent upon
the trustee's surviving the trustor. The court held that there was no
semblance of an agency either in name or purpose since the acts of the
trustee would not be acts of the trustor but would be the trustee's own
acts in his own name as trustee.
An eminent scholar has criticised the courts for the extremely liberal
stand taken in construing inter vivos instruments to be valid deeds and
not invalid attempted wills." He has deounced the vesting of legal or
equitable interests as too nebulous to be recognized because the trust
can be revoked and all interests are subject to divestment. Rather, he22
suggests analogizing the problem to certain tax-developed principles
15 United Bldg. & Loan Ass'n v. Garrett, 64 F. Supp. 460 (W.D. Ark. 1946).
16 300 Mich. 73, 1 N.W.2d 458 (1942). The Michigan Court refused to follow the
New York rule, finding that the grantor had not transferred property so as to
fraudulently deprive his wife of dower rights. The court found that the defendant
husband provided liberally for her, transferring a large part of his property to her
inter vivos by joint deeds and joint bank accounts.
17 326 Mass. 49, 93-N.E.2d 238 (1950).
18 In re Sheasley's Trust, 366 Pa. 316, 77 A.2d 448 (1951).
19 Kelly v. Parker, 181 Ill. 49. 54 N.E. 615 (1899). The Kelly case, along with
another early case, seemed to firmly align Illinois as liberal in upholding living trusts.
But see: Smith v. Northern Trust Co. 322 Ill. App. 168, 54 N.].2d 75 (1944) (instrument
held colorable and illusory citing the Newman case and following the New York rule).
20 206 Iowa 1121. 221 N.W. 851 (1928).
21 1 Bogert, Trusts and Trustees §§ 103-04 (3d ed. 1952).
'"2See, e.g., Int. Rev. Code of 1954, § 2038(a)(1) (estate tax provision governing
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under which settlors of revocable trusts are considered the owners of
the trust corpus for purposes of federal income and estate taxation.
Another author has disagreed with this reasoning and patterned his
views along the lines of the Massachusetts rule.2"
Divergent views of the supreme courts of two states met head-on
in Lewis v. Hanson.24 In that case the grantor, a Pennsylvania resident,
entered into a trust agreement with a Delaware trustee in 1935. In 1944
the grantor moved to Florida where she was domiciled at her death in
1952. The Florida court ruled the trust invalid while the Delaware
court upheld its validity. The main thrust of the attack was based on
limitations of the trustee's power to act only with the consent of a trust
advisor. The trustor reserved power to name and change the advisor.2 1
The Delaware Supreme Court held that the powers of the trust advisor
did not prevent the trustee from exercising independent judgment.'
Apparently the Florida court based its decision on the theory that each
exercise of a power of appointment 27 was an amendment and republication of the original agreement, and since no present remainder interest
was created either by the agreement, or the exercise of the power, until
the death of the grantor domiciled in Florida, the validity of those
remainder interests was to be tested by Florida law..
The Conseruative View

Conservative jurisdiction, i.e., those following the New York rule,
have held purported trusts invalid on two distinct grounds. One is that
the transaction is illusory because it violates the spouse's right to the
property. Such was the case in Newman v. Dore.2" Illinois followed
Newman v. Dore in a 1944 case, 0 holding the transfer of title to the
trustee, although absolute in form, was merely colorable and illusory.
The second ground relied on by conservative jurisdictions in holding
purported trusts testamentary, is the element of intent on the part of
the grantor. After an exhaustive survey on the definition of words, the
supreme court of Missouri concluded that the grantors did not intend to
pass title in praesenti, a1 and held a trust instrument void ab initio. In
a four to three 1955 decision the Virginia court, held that a transfer of
life insurance policies was testamentary since the settlor had said in
unequivocal language that no interest was to pass during his lifetime. 2
Dunham v. Armitage"2 presented the first case in Colorado in which
a living trust and the question of the sum of powers retained by the
grantor was before the court. The court held that the reservation and
control over the property in addition to the right to revoke at the pleasure
23 1 Scott, Trusts § 57.2 (2d ed. 1956).
24 12S A.2d 819 (Del. 1957).
25 The facts of the case and the circumstances are similar to National
and the court here followed the Massachusetts rule.
26 128 A.2d at 828.

Shawmut

27 The grantor exercised the power of appointment on two occasions. 128 A.2d
at 828.

2s This case comment expresses no opinion on the question of conflict of laws or

on applicability of the full faith and credit clause.

29 The court cited and relied on Restatement, Trusts, § 57(1)(2) (1935); 1 Bogert,
Trusts and Trustees §§ 103-04 (3d ed. 1952); 1 Scott, Trusts § 57.1, 57.2 (2d ed. 1956).
30 Smith v. Northern Trust Co., 322 11. App. 168, 54 N.E.2d 75 (1944).
31 Atlantic Nat'l Bank v. St. Louis Union Trust Co., 357 Mo. 770, 211 S.W.2d 2
(1948).
32 Bickers v. Shenandoah Valley Nat'l Bank, 197 Va. 145, 88 S.E.2d 889 (1955).
2N Dunham v.
Armitage, 97 Colo. 216, 48 P.2d 797 (1935). The Dunham case, on
which the lower court relied as controlling in Von Brecht, and Smith v. Simmons,
note 36 infra, stood for the proposition that purported trust agreements are testamentary where control over the corpus has been retained by the settlor. The Simmons
case was not cited In the supreme court's opinion in Von Brecht.
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of the creator made the instrument testamentary in character. Although
there was no specific right to withdraw or consume the principal, the
lesser powers, added to the power of revocation, convinced the court
that the instrument was testamentary and not a valid living trust. Further
scrutiny of the court's opinion shows that the decision did not rest solely
on the question of powers retained by the grantor. The grantor had
stated that, in the absence of revocation, upon her death the real estate
was to become the property of the plaintiff in error. From this the court
concluded that the grantor had not intended the trust to be effective
for any purpose prior to her death.
The decision of the Colorado court rested more clearly on the
question of control retained by the grantor in Smith v. Simmons." In
this case the disposition was held to be testamentary. No power to revoke
was reserved. The court apparently took the position that no valid trust
was created because of the complete power of the purported settlor over
the property constituting the corpus. Emphasis was placed upon the
right of the alleged settlor to request and receive all or part of the corpus
at her pleasure.
Another living trust case appeared in Brown v. International Trust

Company." There the trust was upheld but no light was shed on the
present problem since the only issue to be decided was the manner in
which the power of revocation was reserved. The court refused to alter
or amend the trust on the basis of the trust being a contract between
the grantor and the trustee.
6
Reservations of power were not in issue in Richard v. James,"
where
an irrevocable trust which had been recorded the day after its execution
was upheld in the Colorado Supreme Court against a fraud charge by
the wife. The trust, in effect, was subject to a power of revocation since
the trust deed explicitly made the corpus subject to taxes and lawful
debts incurred by the grantor during his lifetime, if his estate should
be unable to pay them.
In addition to the administratrix's contention in Von Brecht that
the sum of powers reserved to the settlor amounted to absolute control,
two further attacks on the instrument had prevailed in the lower court.
The district court held that Dunham v. Armitage was controlling. In
Dunham the trust instrument had been held testamentary in nature
because of its reservation of possession, full control and the power of
revocation. However, the supreme court refused to be persuaded that
Dunham controlled Von Brecht. Rather the high court distinguished
the cases on the ground that a fact vital in Dunham, the reservation of
possession, was not present in Von Brecht.
Finally, there appeared in Von Brecht a threat to revoke the trust
unless the settlor's request for a certain investment was complied with.
In the lower court's first memorandum opinion, it was held that this
threat of revocation, in addition to the cumulative effect of the retained
powers, made the trustee a mere agent of the settlor. However, the
supreme court stated that the mere threat of revocation did not amount to
a revocation, citing Brown v. International Trust Company. 7
34 99 Colo. 227, 61 P.2d 589 (1936).
35 Brown v. International Trust Co., 130 Colo. 543, 278 P.2d 581 (1954).
36 Richard v. James, 133 Colo. 180, 292 P.2d 977 (1956).
37 130 Colo. 543, 278 P.2d 581 (1954).
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Conclusion
The opinion in the Von Brecht case firmly sets forth two important
features of the law of revocable inter vivos trusts in Colorado." In the
decision, the supreme court reiterated its holding in the Brown case to
the effect that if a particular method of revocation is specified, that
procedure must be strictly followed in order to make the revocation
effective. Secondly, in regard to the accumulation of reserved powers,
the court ruled that the Von Brecht instrument was not testamentary,
holding that the settlor did not go too far in reserving the so-called veto
power concerning investments proposed by the trustee and further, that
no agency relation existed.
In summary, it is clear that the question whether an instrument is
valid as a revocable inter vivos trust or void as testamentary in character
raises persistent difficulties. As a review of the cases and authorities
reveals, there exists but a fine line of demarcation. To resolve the problem
many courts have struggled, unsuccessfully, to reach some kind of reliable
standard. The minds of the judiciary, in the majority of cases, have
arrived at similar conclusions but for varied reasons. A possible solution
is the development of a multiple standard based on a consideration of
intent, interests and instrument. If the settlor shows a bona fide intention to create a trust under which present or future interests vest in the
beneficiaries through the use of a formal instrument, the possibility of
attack as a testamentary instrument should be reduced if not completely
dismissed.
3s The Von Brecht case was reversed and remanded with directions to hear and
determine several issues presented by the pleadings only one of which was resolved
by the summary judgment order. Rehearing in the supreme court was denied March 24,
1958.
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