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TAXATION

DIEDRICH v. COMMISSIONER: NET GIFT PRODUCES
TAXABLE INCOME TO DONOR

INTRODUCTION

A net gift is a transfer of property in which it is expressly
agreed or implied that payment of the gift tax will be made by the
transferee as a condition of the transfer.1 The theory underlying
the net gift doctrine is that all a donor intends to give when making
a gift conditioned on the donee's payment of the gift taxes is the
value of the property transferred less the amount of the gift taxes
payable. 2 Therefore, absent that requisite intention, the amount of
the gift tax is not considered as property that effectively passes
from the donor and is not taxable as a gift.3 Although the Commis-
sion of the Internal Revenue (Commissioner) has admitted that
net gifts are legitimate for gift tax purposes, 4 the Commissioner
has always considered net gifts as transfers that produce income
to the donor.5 However, courts have held that a net gift produces
no income tax liability to the donor, thus rejecting the Commis-
sioner's theory.6

This line of reasoning has finally been brought to an end with
the Eighth Circuit's decision in Diedrich v. Commiasioner.7 The
court in Diedrich held that income accrues to the donor to the ex-
tent the amount of gift tax paid exceeds the donor's basis in the
property transferred.8 The Diedrich decision may resolve this in-
come tax controversy which has been a frequently litigated issue
in the net gift area.9

This note first discusses the historical development of income

1. 36 U. Prrr. L REV. 517, 517 (1974).
2. 52 TEMPLE LQ. 139, 139 n.5 (1979).
3. 36 U. Prrr. L REV. 517, 517 (1974).
4. Rev. Rul. 71-232, 1971-1 C.B. 275.
5. Rev. Rul. 57-564, 1957-2 C.B. 328.
6. See Turner v. Commissioner, 49 T.C. 356, 360-61 (1968), affd per curiam, 410

F.2d 752 (6th Cir. 1969); Hirst v. Commissioner, 63 T.C. 307, 315 (1974), alfd, 572 F.2d
427 (1978).

7. 39 T.C.M. (CCH) 433 (1979), rev'd, 643 F.2d 499 (8th Cir. 1981). The Diedrich
opinion is actually a consolidation of two cases appealed by the Commissioner from
the Tax Court: Diedrich and Grant v. Commissioner, 39 T.C.M. (CCH) 1088 (1980),
rev'd sub nom United Missouri Bank v. Commissioner, 643 F.2d 499 (8th Cir. 1981).

8. 643 F.2d at 504.
9. See Estate of Henry v. Commissioner, 69 T.C. 665 (1978); Krause v. Commis-

sioner, 56 T.C. 1242 (1971); Estate of Davis v. Commissioner, 30 T.C.M. (CCH) 1363
(1971), oqpd per cur/am, 469 F.2d 694 (5th Cir. 1972).
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tax consequences of net gifts, the purpose of which is to serve as a
backdrop for analyzing the Eighth Circuit's decision in Diedrich.

HISTORICAL BACKGROUND OF NET GIFrs

Transfers in trust where the trust income was used to pay the
gift tax liability resulting from the transfer presented the earliest
net gift issues.10 In Estate of Staley v. Commissioner," the donor
transferred stock to trusts for the benefit of his children. The
transfer was conditioned upon the payment to the donor from the
income of each trust of an amount previously determined to be
necessary to pay the donor's resulting gift taxes.12 The question
before the court was whether the amount of the gift taxes paid con-
stituted ordinary income to the taxpayer or a nontaxable return of
capital to the donor, since his basis exceeded the amount of the gift
taxes. 13 The Tax Court held that the donori retained an income
interest in the trusts which constituted ordinary income when paid
to him.14 The Tax Court rejected the donor's argument that the
transaction was a return of capital from the sale of securities, stat-
ing that such characterization of the transfer was artificial.' 5 The
Fifth Circuit affirmed the Tax Court and held that the trust ar-
rangement was income reserved by the donor and thus taxable to
him as ordinary income. 16

In Estate of Sheaffer v. Commissioner,17 (Sheaffer I) the donor
transferred securities in trust for various beneficiaries.' 8 The trust
instrument stated that the trustees were to pay the gift taxes
partly with funds obtained from a loan and partly with dividend
income from the securities. 19 The Tax Court held that under sec-
tion 677 of the Internal Revenue Code, only the dividends used by
the trustee to pay the gift tax were taxable to the donor.20 The

10. E.g., Estate of Sheaffer v. Commissioner, 37 T.C. 99 (1961), afd, 313 F.2d 738
(8th Cir. 1963); Estate of Staley v. Commissioner, 47 B.TA. 260 (1942), af'd, 136 F.2d
368 (5th Cir. 1943), cert. denied, 320 U.S. 786 (1943).

11. 47 B.T.A. 260 (1942), aff'd, 136 F.2d 368 (5th Cir. 1943), cert. denied, 320 U.S.
786 (1943).

12. 47 B.T.A. at 261.
13. Id. at 264.
14. Id. at 265.
15. Id.
16. Staley v. Commissioner, 136 F.2d 368, 370 (5th Cir.), cert. denied, 320 U.S. 786

(1943).
17. 37 T.C. 99 (1961), affd, 313 F.2d 738.
18. 37 T.C. at 100-01.
19. Id. at 102, 104.
20. Id. at 104. I.I.C. § 677 (West 1981) reads in part:
Income for Benefit of Grantor.
(a) General Rule.-The grantor shall be treated as the owner of any por-
tion of a trust, whether or not he is treated as such owner under section 674,
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court found the case to be indistinguishable from Staley.21 In pay-
ing the gift tax by the date due, the trustee was satisfying the stat-
utory liability of the donor.22 This fact was dispositive of the
case. 23 The Eighth Circuit affirmed the Tax Court stating, "What
the trustee received as trust income and applied to payment of the
gift tax, the Sheaffers in reality constructively received, and on
that [they] must be taxed. '24

However, trusts were soon arranged in such a way so as to pre-
clude the application of section 677.25 When a loan was obtained
by the trustees who used such funds to pay the applicable gift
taxes, and the trustees repaid the loan in subsequent years with
trust income, it was held that the donor did not receive any taxable
income in the years of repayment.26 In Estate of Morgan v. Com-
missioner,27 the trustees procured a loan secured by trust assets in
1956 and then paid the donor's gift tax obligation with such bor-
rowed funds.28 Trust income was then used to discharge the loan
in 1957 and 1958.29 The Commissioner argued that, under section
677 of the Internal Revenue Code, repayment of the loan was in
fact payment of the donor's legal obligation and therefore taxable
to the donor.30 The court held that income did not accrue to the
donor under section 677 because the donor no longer had any rela-
tionship with the trust and did not receive a benefit in the years of
repayment.31 The Tax Court reached a similar result in Estate of
Sheaffer v. Commissioner32 (Sheaffer II). Relying on its decision
in Morgan, the court held that income did not result to the donor
when the trustees used trust income to repay a loan, the proceeds

whose income without the approval or consent of any adverse party is, or,
in the discretion of the grantor or nonadverse party, or both, may be-

(1) distributed to the grantor or the grantor's spouse;
(2) held or accumulated for future distributions to the grantor or the

grantor's spouse ....
Id.

21. 37 T.C. at 106.
22. Id.
23. Id.
24. 313 F.2d 738, 743 (8th Cir. 1963).
25. See generally Estate of Sheaffer v. Commissioner, 25 T.C.M. (CCH) 646

(1966).
26. 25 T.C.M. (CCH) 646 (1966); Estate of Morgan v. Commissioner, 37 T.C. 981

(1962), affd, 316 F.2d 238 (6th Cir. 1963), cert. denied, 375 U.S. 825 (1963).
27. Estate of Morgan v. Commissioner, 37 T.C. 981 (1962), affid, 316 F.2d 238 (6th

Cir. 1963), cert. denied, 375 U.S. 825 (1963).
28. 37 T.C. 981 at 982.
29. Id.
30. Id. at 983.
31. Id. at 985.
32. 25 T.C.M. (CCH) 646 (1966).

19821 1051



CREIGHTON LAW REVIEW

of which were used to discharge the donor's gift tax liability. 33

Turner v. Commissioner34 presented the novel issue of an indi-
vidual's income tax liability resulting from a net gift. The taxpayer
in Turner made nine separate transfers of low-basis securities to
three individuals outright and to six others in trust.35 All the trans-
fers were conditioned on the payment by each transferee of the
resulting gift taxes. 36 The three individual donees paid their por-
tion of the gift taxes either from available cash or from the sale of
some of the donated stock.37 The six trust donees paid their por-
tion of the gift taxes primarily from the sale of some of the donated
stock, supplemented in at least two instances by loans.38 The
Commissioner argued that the transfers were part sales, part
gifts 39 and that the donor received taxable income to the extent the
gift tax paid by the donees exceeded the donor's basis in the trans-
ferred securities.40 The Commissioner abandoned this argument
with respect to the transfers in trust, and conceded that the trans-
fers in trust were not sales.41 Therefore, the issue before the court
was whether the transfers to the three individuals were classified
as part sales, part gifts resulting in taxable gain to the donor, or
were net gifts with no taxable gain attributable to the donor.42

The Turner court decided in the taxpayer's favor and held that
the taxpayer received no income tax liability from the transac-
tion.43 The court based its decision on the prior cases involving
conditioned gifts to trusts,44 and stated "the rationales of the [ear-
lier] cases are totally inconsistent with a finding that the transfer
was a part sale, part gift."45 The Turner court placed primary em-
phasis on the intent of the parties to make a gift and stated that its
decision correctly reflects this intent.4 In deciding that the do-

33. Id. at 650.
34. 49 T.C. 356 (1968), a.f'd per curiam, 410 F.2d 752 (6th Cir. 1969).
35. Id. at 358.
36. Id.
37. Id. at 359.
38. Id. at 359-60.
39. That is, that the donor sold his gift for the price of having his gift tax paid

by the donee. Diedrich v. Commissioner, 643 F.2d 499, 502 (8th Cir. 1981).
40. 49 T.C. at 357.
41. Id. at 362-63. The Commissioner distinguished gifts in trust from gifts to

individuals on the grounds that the individual donees had personally promised to
pay the tax while the trustee had not. Thus, in regard to the transfer to individuals,
the donor retained no interest in the transferred property, but instead accepted the
personal promises of the donees.

42. Id. at 360.
43. Id. at 364.
44. See notes 11-24 and accompanying text mupra.
45. 49 T.C. at 362.
46. Id.
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nor's intent was only to make a net gift to each donee, the court
stated the substance rather than the form of the transaction, along
with the intent of the donor, must govern any resulting income tax
liability.47 Turner was subsequently affirmed per curiam by the
Sixth Circuit.48

In two net gift cases which followed Turner,49 the Turner deci-
sion was adhered to in holding no income tax liability was charged
to the donor when the donor made gifts subject to the donee's
promise to pay the resulting gift taxes. In Krause v. Commis-
sioner,50 the taxpayer made three gifts to trust for the benefit of
his grandchildren. The trustees agreed to pay any applicable gift
taxes and subsequently paid the gift taxes with the proceeds of a
loan.51 The Tax Court held that the taxpayer was chargeable with
income under section 677 but only for the small amount of trust
income which had been realized prior to the payment of the gift
taxes.5 2 The court, however, rejected the Commissioner's part
sale, part gift argument by relying on the Turner decision that the
intent of the donor is to govern, and here the donor intended a net
gift, not a part sale.53 In Davis v. Commissioner,5 the taxpayer
transferred a substantial amount of corporate stock directly to one
of his sons and in trust for the benefit of two other sons. The three
donees signed an agreement whereby they assumed and agreed to
pay whatever gift tax was imposed by reason of the gift.5 5 The
court rejected the Commissioner's part sale, part gift argument
and continued to follow the Turner rationale that such transfers
constituted only a gift.5 6

The Turner rationale was placed in doubt by the Sixth Circuit
in Johnson v. Commissioner.57 In Johnson, the taxpayer borrowed
$200,000 from a bank without recourse and secured the note with
50,000 shares of stock with a fair market value of $500,000 and a
basis of less than $11,000. Shortly thereafter, the taxpayer trans-

47. Id. at 363. Justice Black in Commissioner v. Court Holding Co. expressed
the substance over form doctrine as follows: 'The incidence of taxation depends
upon the substance of a transaction." 324 U.S. at 334.

48. Commissioner v. Turner, 410 F.2d 752 (6th Cir. 1969).
49. Estate of Davis v. Commissioner, 30 T.C.M. (CCH) 1363 (1971), affid per

curiam, 469 F.2d 694 (5th Cir. 1972); Krause v. Commissioner, 56 T.C. 1242 (1971).
50. 56 T.C. 1242 (1971).
51. Id. at 1243.
52. Id. at 1245.
53. Id. at 1248.
54. 30 T.C.M. (CCH) 1363 (1971), qrd per curiam, 469 F.2d 694 (5th Cir. 1972).
55. 30 T.C.M. (CCH) at 1365-66.
56. Id. at 1368.
57. 59 T.C. 791 (1973), affd, 495 F.2d 1079 (6th Cir. 1974), cert. denied, 419 U.S.

1040 (1974).
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ferred the stock to an irrevocable trust for the benefit of his chil-
dren, and the trustees replaced the taxpayer's note with their own
note secured by the same 50,000 shares of stock.5 8 The taxpayer
paid $150,000 in gift tax from the $200,000 proceeds of the original
loan, leaving him $50,000 cash in hand and no obligation on the
note.5 9 The Tax Court held that the transaction was a part sale,
part gift, and that the taxpayer realized taxable income equal to
the difference between the loan proceeds and his basis in the
stock.60 The court distinguished Johnson from Turner, stating:

The transfers in the present case were not conditioned on
the payment of the gift tax liabilities by the recipients and
no issue involving the payment of gift taxes is presented
herein. Nor was there any reservation or retention by the
donors in the present case, of any right or interest in the
corpus or income of the trusts such as was found by the
court in the Turner case. Nor, in our opinion, are the loans
in the present case to be equated with the gift tax liabili-
ties in the Turner case. 61

The Sixth Circuit affirmed the Tax Court's decision in favor of
the Commissioner.62 However, the Sixth Circuit rejected the Tax
Court's characterization of the transfer as part sale, part gift, and
concluded that income tax liability was dependent upon whether
the taxpayer received something of value when his encumbered
stock was transferred.63 The court explained its finding of income
tax liability on any one of three theories. First, the $200,000 re-
ceived by Johnson was gross income because it was "income from
whatever source derived,"4 and it made no difference that it was
used in part to pay gift tax.65 Second, because section 2502(d) 66

makes the payment of gift taxes the donor's legal obligation, then
under the constructive receipt of income doctrine of Old Colony
Trust Co. v. Commissioner,67 the donor realized income to the ex-

58. 59 T.C. at 793-99.
59. Id. at 813.
60. Id. at 812.
61. Id. at 812-13.
62. Johnson v. Commissioner, 495 F.2d 1079 (6th Cir. 1974).
63. Id. at 1081-83.
64. I.R.C. § 61 (West 1981) provides in part: "[G]ross income means all income

from whatever source derived, including (but not limited to) the following items:
(3) gains derived from dealing in property ......

65. 495 F.2d at 1083.
66. I.R.C. § 2502(d) (West 1981) provides that "the tax ... shall be paid by the

donor." Id.
67. 279 U.S. 716 (1929). In Old Colony Trust, the Supreme Court established

the principle that "[tlhe discharge by a third person of an obligation to him is
equivalent to receipt by the person taxed." Id. at 729.

[Vol. 151054
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tent that his legal obligation was discharged by a third party.68

Third, the principles of Crane v. Commissioner69 apply because the
taxpayer actually received cash without liability to repay the note
out of his own assets. 70 The court concluded that the taxpayer re-
alized a taxable gain on the transaction. 71

The Sixth Circuit in Johnson, rejecting the taxpayer's reliance
on Turner, expressed disapproval of Turner and the maze of cases
that preceded it. 72 However, the Sixth Circuit in Johnson declined
to overrule Turner. Instead, it limited Turner by stating that "Tur-
ner has no precedential value beyond its peculiar fact situa-
tion .... .,73 Nevertheless, the Sixth Circuit in Johnson seemingly
ended the favorable income tax treatment of net gifts. 74

Hirst v. Commissioner75 was the first case to test the net gift
waters after the Johnson decision. The taxpayer in Hirst was an
eighty-one year old widow who transferred real property to her son
and grandchildren. 76 The property had a fair market value of
$444,588.50 and an adjusted basis of $8,377.00. 77 Because of her lim-
ited liquid assets, the taxpayer transferred the property on the
condition that her son pay the resulting gift tax liability.78 The tax-
payer's income tax return made no mention of the gift tax pay-
ments. The Commissioner, using the part sale, part gift argument,
assessed an income tax deficiency against her.79 The taxpayer in
Hirst appealed the deficiency to the Tax Court, which held the
transaction was a net gift and not subject to income tax.8 0 The Tax
Court followed Turner and rejected the Commissioner's argument
that the donee's agreement to pay gift taxes was a taxable event.8 '
The court noted that the facts of Turner, not Johnson, were more
consistent with those in Hirst.8 2 However, the Hirst court ap-
peared to be questioning its own decision, since the court stated

68. 495 F.2d at 1083.
69. 331 U.S. 1 (1947). In Crane, the Court held that the discharge of taxpayer's

income tax liability by employer resulted in income to taxpayer.
70. 495 F.2d at 1083.
71. Id.
72. Id. at 1085.
73. Id. at 1086.
74. See 36 U. Prrr. L REV. 517, 536 (1974), which predicted an end to the

favorable income tax treatment of net gifts.
75. 63 T.C. 307 (1974), affd, 572 F.2d 427 (4th Cir. 1978).
76. 63 T.C. at 308.
77. Id. at 309-10.
78. Id. at 308.
79. Id. at 309-11.
80. Id. at 315.
81. Id. at 314.
82. Id. at 312.
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there was much force to the Commissioner's position 83 and that a
realistic approach would find income tax liability on the donor.84

Finally, the court stated:
However, in the absence of any clear-cut overruling of
prior law by a Court of Appeals, we are not prepared at
this time to re-examine an intricate and consistent pattern
of decision that has evolved over the years in this field,
notwithstanding that there may be much to be said in
favor of a more realistic approach to the problem. Things
have gone too far by now to wipe the slate clean and start
all over again.85

On appeal, the Fourth Circuit agreed with the Tax Court that
Turner remained a viable precedent and controlled the decisions
in Hirst.86 Johnson was distinguished on the ground that it in-
volved a pre-transfer draw down of a portion of the appreciated
value of the asset transferred, by the donor's borrowing against it
immediately prior to its transfer to the donees.8 7 Since none of the
money the donor borrowed was committed to payment of the tax,
and as a result of the donee repaying the loan, the donor was al-
lowed to put the amount of the loan in his pocket.88 The court
stated the predominant circumstance is that the taxpayer did not
intend to sell anything; she intended only to give her property to
her progeny.

89

Undaunted by his defeat in Hirst, the Commissioner set forth
the same part sale, part gift argument in Estate of Henry v. Com-
missioner.9 0 The taxpayer in Henry created eight irrevocable
trusts for the benefit of her eight grandchildren.9 1 The trust instru-
ment contained a provision that the trustee was to pay all federal
and state gift taxes that arose because of the transfer.9 2 The fair
market value of the gifts was $6,682,572 with a basis of $114,940.97.

83. Id. at 315. The court reasoned that in net gift situations:
In substance, a portion of the transferred property equal in value to the
amount of the gift tax is not treated as having been part of the gift. But
surely that portion did not vanish into thin air, and a strong argument can
be advanced for the conclusion that it was exchanged for the donee's pay-
ment of the gift tax on the net gift, a transaction that may result in the
realization of gain or loss depending upon the donor's basis in the property.

Id.
84. Id.
85. Id.
86. Hirst v. Commissioner, 572 F.2d 427, 428 (4th Cir. 1978).
87. Id. at 430.
88. Id. at 430-31.
89. Id. at 430.
90. 69 T.C. 665 (1978).
91. Id. at 667.
92. Id.
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The trustees borrowed the funds to pay the $2,085,967.26 gift tax
liability.93 The Commissioner characterized the transaction as a
part sale, part gift with the gift tax payment as consideration for
the transfer.94 The taxpayer argued that she had made a net gift
that had no income tax consequences. 9 The Tax Court followed
the Turner rationale and stated, "a transfer to a trust cannot be
distinguished from a transfer to an individual."96 Therefore, the
court stated that Turner and Hirst were indistinguishable in their
basic facts. 97 In support of its decision, the court cited cases from
the Fourth,98 Fifth,99 and Sixth'00 Circuits which rejected the Com-
missioner's part sale, part gift argument.' 0 ' The court's emphasis
was on the fact that the donor did not intend to sell her property, 10 2

and on the principle of stare decisis.10 3 The court concluded by
stating, as in Hirst, that "things have gone too far by now to wipe
the slate clean and start all over again."'' 4

With the Hirst and Henry decisions indicating that the John-
son rationale was not being adhered to, the Tax Court was faced
with two subsequent cases in Estate of Levine v. Commissioner0 5

and Evangelista v. Commissioner.10 6 In Evangelista, the taxpayer
irrevocably transferred all his right, title and interest in thirty-
three automobiles for the sole benefit of his three children. A year
prior to this transfer, the taxpayer executed a promissory note on
the automobiles in the amount of $106,000. At the time of the trans-

93. Id. at 668.
94. Id. at 669.
95. Id.
96. Id. at 674.
97. Id. In regard to Johnson, the court stated that since the Sixth Circuit

decided Johnson "on its own facts without specifically overruling Turner, the Sixth
Circuit's comments on Turner must be viewed as dictum, and not the clear position
of that court on the issue presented in the instant case." Id.

98. Hirst v. Commissioner, 63 T.C. 307 (1974), qOd, 572 F.2d 427 (4th Cir. 1978);
see notes 75-89 and accompanying text supra.

99. Estate of Davis v. Commissioner, 30 T.C.M. (CCH) 1363 (1971), affd per
curiam, 469 F.2d 694 (5th Cir. 1972); see notes 54-56 and accompanying text supra.

100. Turner v. Commissioner, 49 T.C. 356 (1968), affd per curiam, 410 F.2d 752
(6th Cir. 1969); see notes 34-48 and accompanying text supra.

101. 69 T.C. at 673.
102. Id. at 674.
103. Id. at 675. The court stated that:

Under the principle of stare decisis and fair play with a taxpayer who has
relied upon our prior opinions, which opinions have been affirmed by
higher courts or in respect of which appeals have been dismissed, we must
follow the Turner case and hold that petitioner did not realize taxable in-
come as a result of the conditional transfers here in dispute.

Id.
104. Id.
105. 72 T.C. 780 (1979), aI'd, 634 F.2d 12 (2d Cir. 1980).
106. 71 T.C. 1057 (1979), qard, 629 F.2d 1218 (7th Cir. 1980).
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fer, the balance owed on the note was $62,603.36 and the adjusted
basis in the vehicles was $34,203.34. The Commissioner deter-
mined an income tax deficiency based on the difference between
the outstanding indebtedness and the adjusted basis of the prop-
erty transferred.10 7 The taxpayer, relying on Turner, argued that
the transaction involved was a net gift.10 8 The Commissioner
made a two-fold argument. First, he argued that Turner and its
progeny were incorrectly decided. 0 9 Second, he argued that the
taxpayer realized gain under the theories of Old Colony Trust and
Crane .11o

The Evangelista court distinguished Turner on the grounds
that in Turner the liability of the donor arose only upon the trans-
fer of the property by gift, whereas by contrast, the liability in
Evangelista and Johnson arose before the transfer of property."'

Because of this distinction, the Tax Court dismissed the Commis-
sioner's first argument that Turner was incorrect, and instead re-
lied on Johnson and held that the taxpayer realized a taxable gain
on the transfer."

2

On appeal, the Seventh Circuit affirmed the Tax Court in
Evangelista.n 3 The court found that the transaction should be
characterized as a taxable disposition, since the taxpayer received
an economic benefit to the extent that the liability on the trans-
ferred property exceeded the adjusted basis.11 4

In Estate of Levine," 5 the taxpayer acquired certain real es-
tate in 1955 upon the liquidation of his wholly owned corpora-
tion.1' 6 From time to time, the taxpayer had placed mortgages on
the property.117 In January, 1970, the taxpayer transferred this real
estate to a trust for the benefit of his three grandchildren. The tax-
payer paid the resulting gift taxes. At the time of this transfer, the
real estate secured various nonrecourse mortgages. The donee-
trust not only assumed these outstanding mortgage liabilities, but
also assumed the taxpayer's obligation to pay accrued interest
with respect to these mortgages, and also various real estate oper-
ating expenses incurred by the taxpayer in 1969, the year prior to

107. 71 T.C. at 1060-61.
108. Id. at 1062.
109. Id.
110. Id.
111. Id. at 1063-64.
112. Id. at 1064.
113. Evangelista v. Commissioner, 629 F.2d 1218 (7th Cir. 1980).
114. Id. at 1225.
115. 72 T.C. 780 (1979), qa'd, 634 F.2d 12 (2d Cir. 1980).
116. 72 T.C. at 781.
117. Id. at 782.

1058 [Vol. 15



the year of the gift. 8

The issue before the court in Levine was whether the taxpayer
realized gain upon the transfer of real estate, encumbered beyond
its adjusted basis by mortgages and other outstanding liabilities. 1 9

The Tax Court, relying on Johnson, decided that the taxpayer real-
ized a gain to the extent that the mortgages and liabilities assumed
by the trust exceeded the taxpayer's adjusted basis in the prop-
erty.120 Like the transfer in Johnson, the Tax Court considered the
transfer in Estate ofLevine a part sale, part gift transaction.121 The
Tax Court's decision in Estate of Levine was subsequently af-
firmed by the Second Circuit. 122

THE DIEDRICH DECISION

The conflicting decisions in other net gift cases led the Com-
missioner to appeal two Tax Court decisions that upheld the net
gift status of donor transfers. 123 Since the facts and issues in both
cases were identical, the Eighth Circuit consolidated the
appeals.

124

Facts

In 1972, Victor and Frances Diedrich (taxpayers) transferred
51,073 shares of stock in the Owatonna Manufacturing Company,
Inc. to their three children. Two-thirds of the stock was placed in
trust for the benefit of the taxpayer's two daughters, and the re-
maining one-third was given outright to their son. As a condition
of the gift, each child promised to pay the gift tax liability resulting
from the transfer. The fair market value of the shares of stock
transferred was $398,369 and the taxpayer's basis in the stock was
$51,073.125

The taxpayers filed their federal gift tax return in 1972 and
their children paid the taxes shown on the return ($62,992) in the
same year. The taxpayers fied their Minnesota gift tax return in

118. Id. at 783.
119. Id. at 788.
120. Id. at 791-92.
121. Id. at 791.
122. 634 F.2d 12 (2d Cir. 1980).
123. Diedrich v. Commissioner, 39 T.C.M. (CCH) 433 (1979), rev'd, 643 F.2d 499

(8th Cir. 1981); Grant v. Commissioner, 39 T.C.M. (CCH) 1088 (1980), rev'd sub nom.
United Missouri Bank v. Commissioner, 643 F.2d 499 (8th Cir. 1981).

124. In both cases, the taxpayer made a gift of low basis, highly appreciated se-
curities to a family member. The gifts were expressly conditioned on the donee's
promise to pay all state and federal gift taxes arising from the transfers. 643 F.2d at
500. For simplicity purposes, this article will concentrate on Diedrich.

125. Diedrich v. Commissioner, 39 T.C.M. (CCH) 433, 433 (1979).
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1973, reporting a liability of $18,508, and that amount was paid by
their children in 1973. Uponaudit, the Commissioner determined
that the taxpayers undervalued the stock transferred and deter-
mined the true value of the stock to be $663,949. The additional gift
tax liability of $64,213 resulting from the audit was paid by the chil-
dren in 1975.126

The taxpayers failed to report any income in regard to their
transfer of stock on their federal income tax return. The Commis-
sioner argued that this transfer resulted in taxable income to the
taxpayers. 127 The Tax Court held for the taxpayers. 128 The Eighth
Circuit in Diedrich v. Commissioner held that a net gift produces
income to the donor, reversing the Tax Court's holding that no in-
come was realized by the donor. 129

Analysis

Section 1001 of the Internal Revenue Code provides that the
gain from the sale or other disposition of property is the excess of
the amount realized therefrom over the transferor's adjusted basis
in the property.130 The amount realized under section 1001(b) of
the Code is defined as the sum of any money received plus the fair
market value of any other property received. 13 1 In Diedrich, the
taxpayer's children promised to and subsequently paid the appli-
cable gift tax liability, which is the legal obligation of the tax-
payer. 32 It cannot be denied that the amount realized may

126. Id.
127. Diedrich v. Commissioner, 643 F.2d 499, 500 (8th Cir. 1981). The deficiency

claimed in Diedrich was $5,959, computed as follows:
Gift tax liability paid in 1972 $62,992
Less basis in stock transferred 51,073
Long-term capital gain 11,919
50% reduction for capital gain 5,959

(I.R.C. § 1202)
Increase in taxable income $ 5,959

Id.
128. Id.
129. Id.
130. I.R.C. § 1001 provides:

(a) Computation of gain or loss.-The gain from the sale or other disposi-
tion of property shall be the excess of the amount realized therefrom
over the adjusted basis provided in section 1011 for determining gain,
and the loss shall be the excess of the adjusted basis provided in such
section for determining loss over the amount realized.

(b) Amount realized.-The amount realized from the sale or other dispo-
sition of property shall be the sum of any money received plus the fair
market value of the property (other than money) received.

Id.
131. I.R.C. § 1001(b).
132. 643 F.2d at 500. I.R.C. § 2502(d) provides: "(d) Tax to be paid by donor.-

The tax imposed by section 2501 [the gift tax] shall be paid by the donor." Id.
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include non-cash consideration, as established in Crane v. Com-
missioner.133 The decision in Crane holds that if a taxpayer re-
ceives a real and substantial benefit upon the disposition of
property, then that taxpayer is subject to income tax liability.134 In
Diedrich, the taxpayers received a real and substantial benefit
when the property was transferred to their children conditioned
upon their children paying the applicable gift tax liability.135 Simi-

larly, the discharge of a taxpayer's gift tax obligation by a third
person is equivalent to actual payment of that amount to the tax-
payer and use by him to pay his taxes. 3 6 Therefore, in Diedrich,
the taxpayers seem to have income as a result of the conditional
transfer of the stock to their children based upon the provisions of
section 1001 and the principles of Old Colony Trust.13 7

In cases similar to Diedrich, the Tax Court has applied the
same line of reasoning. 138 In Malone v. United States,139 First Na-
tional Industries v. Commissioner,14  and Simon v. Commis-
sioner,41 the taxpayers realized income upon the transfer of their
property since in reality they received a real and substantial eco-

133. 331 U.S. 1, 14 (1947). The Supreme Court held that a nonrecourse mortgage
is to be included in the basis of the taxpayer's property and therefore must be in-
cluded in the amount realized upon sale. The rationale for this holding was ex-
pressed as follows:

We are . . . concerned with the reality that an owner of property, mort-
gaged at a figure less than that at which the property will sell, must and will
treat the conditions of the mortgage exactly as if they were his personal
obligations. If he transfers subject to the mortgage, the benefit to him is as
real and substantial as if the mortgage were discharged, or as if a personal
debt in an equal amount had been assumed by another.

Id. at 14.
134. 331 U.S. at 14.
135. 643 F.2d at 504.
136. Old Colony Trust Co. v. Commissioner, 279 U.S. 716, 729 (1929).
137. See generally Old Colony Trust Co. v. Commissioner, 279 U.S. 716, 729

(1929); I.R.C. § 1001(a) & (b).
138. See Malone v. United States, 326 F. Supp. 106, 112 (N.D. Miss. 1971) , affidper

curiam, 455 F.2d 502 (5th Cir. 1972) (when taxpayer transferred mortgaged property
to trust upon the condition that trustee pay the indebtedness, taxpayer realized
gain to the extent the value of property exceeded the mortgage); First National In-
dustries, Inc. v. Commissioner, 26 T.C.M. (CCH) 608, 618 (1967), aff'd, 404 F.2d 1182
(6th Cir. 1968), cert. denied, 394 U.S. 1014 (1969) (when taxpayer gave appreciated
stock subject to the condition that donee sell the stock and use the proceeds to pay
the indebtedness, taxpayer realized income to the extent the obligation discharged
exceeded its adjusted basis); Simon v. Commissioner, 32 T.C. 935, 940 (1959), affid,
285 F.2d 422 (3d Cir. 1960) (when taxpayer transferred mortgaged building to corpo-
ration, contending he had made a contribution to capital, taxpayer realized gain to
the extent the mortgage exceeded his adjusted basis).

139. 326 F. Supp. 106, 112 (N.D. Miss. 1971), qrd per curiam, 455 F.2d 502 (5th
Cir. 1972).

140. 26 T.C.M. (CCH) 608, 618 (1967), afd, 404 F.2d 1182 (6th Cir. 1968), cert. de-
nied, 394 U.S. 1014 (1969).

141. 32 T.C. 935, 940 (1959), aj'd, 285 F.2d 422 (3d Cir. 1960).
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nomic benefit.142 In Hirst, the court admitted the effect of this
analysis, but nonetheless declined to apply this reasoning to net
gift transactions. 143 Analysis of the economic reality of income tax
liability simply depends on whether the taxpayer received some-
thing of value upon the transfer of his property. 1' This economic
reality analysis focuses on the bare substance of the transfer, not
the form in which the transferor may drape the transaction. 145 In-
deed, the focus is upon an objective determination of the benefit
conferred on the taxpayer by the transfer, not upon an illusive sub-
jective test based on the intent of the transferor.146 In Diedrich,
the Eighth Circuit used the economic reality analysis and agreed
with the dissent in Hirst, that when the donor's gift tax liabilities
were discharged by the donee, the benefit conferred resulted in
taxable income.147 The court stated in Diedrich, as in Hirst, "[T] he
effect of what was done ... is the same as though [the donees]
had paid the money directly to taxpayer[s] and [they] had used it
to discharge [their] gift tax liabilities."'1

Prior decisions of the Tax Court have been divided into two
distinct categories: those involving a transfer of property encum-
bered by pre-existing obligations, and those cases where the tax
liability arises as a result of the transfer. 49 This is a needless dis-
tinction, and is contrary to the principle of tax law that the sub-
stance rather than the form of a transaction determines the
resulting tax liability. 50 As previously stated, Tax Court decisions
have allowed the form of the transfer to govern any tax liability,
regardless of the fact that taxpayers have received an economic
benefit as a result of the transfer.'5 '

The Eighth Circuit in Diedrich correctly held that it is not of
significance that some transfers involve pre-existing encum-
brances. 52 The court has appeared to settle this distinction once
and for all by stating:

It is a well established principle of tax law that when a
taxpayer constructively receives income, he is subject to

142. See note 138.
143. 63 T.C. 307, 315 (1974), affid, 572 F.2d 427 (4th Cir. 1978).
144. See Johnson v. Commissioner, 495 F.2d 1079, 1083 (6th Cir. 1974).
145. See Commissioner v. Court Holding Co., 374 U.S. 331, 334 (1945).
146. Compare Diedrich v. Commissioner, 643 F.2d 499 (8th Cir. 1981) with Tur-

ner v. Commissioner, 49 T.C. 356 (1968), affd per curiam, 410 F.2d 752 (6th Cir. 1969).
147. 643 F.2d at 504.
148. Id. (quoting Hirst v. Commissioner, 572 F.2d 427, 438 (4th Cir. 1978)).
149. Compare notes 90-104 and accompanying text supra with notes 106-14 and

accompanying text supra.
150. Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945).
151. See text at notes 139-42 supra.
152. 643 F.2d at 503.
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income tax liability. It makes no difference whether he re-
ceives the benefit in the form of relief of encumbrance, or
in the form of relief of tax liability; in either case, the de-
terminative factor is the receipt of the benefit. Nor is it rel-
evant to our conclusion that the liability arose at the time
of the transfer as opposed to before the transfer. The conse-
quence to the donor is the same regardless of when the obli-
gation arose.153

Despite their acknowledgement of the aforementioned income
tax principles, Tax Courts have consistently maintained the posi-
tion, based upon Turner, that a net gift transaction produces no
income tax liability to the donor.15 This is despite the fact that the
Sixth Circuit severely limited the Turner decision in Johnson v.
Commissioner by stating that Turner has no precedential value be-
yond its own peculiar fact situation. 155 Net gift cases subsequent
to Johnson should have been decided, as was Diedrich, on the ba-
sis of the analysis in Johnson.15 6 In Johnson, the court reaffirmed
the principle that the substance of a transaction controls its tax
incidence, and that receipt of a real and substantial economic ben-
efit upon the transfer of property may result in a taxable gain to
the donor.15 7 The facts in Johnson did not present a pure net gift
case, but it is clear that as a matter of substance, the case is on
point.l5 8

In Diedrich, the Eighth Circuit based its decision on John-
son.159 It is encouraging to observe a court of appeals grasp the
logical economic realities of income tax consequences in net gift
transfers. The Eighth Circuit no longer differentiates between
transactions based on the intent of the donor and transfers of prop-
erty encumbered by pre-existing obligations.160 There has now
been a clear-cut overruling of prior law by the Eighth Circuit. Fi-
nally, a court of appeals was bold enough to re-examine an intri-
cate and consistent pattern of decisions that have evolved over the
years in this field.161

153. Id. at 503-04 (emphasis added).
154. See notes 75-104 and accompanying text supra.
155. 495 F.2d 1079, 1086 (6th Cir.), cert. denied, 419 U.S. 1040 (1974); see notes 57-

74 and accompanying text supra.
156. 643 F.2d at 502. The Sixth Circuit's opinion in Johnson essentially limits the

Turner holding to its facts and peculiar circumstances. See Johnson v. Commis-
sioner, 495 F.2d 1079, 1086 (6th Cir.), cert. denied, 419 U.S. 1040 (1974).

157. 495 F.2d at 1082-83.
158. 643 F.2d at 502-03.
159. Id. at 502.
160. Id. at 503.
161. See text at note 85 supra.
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CONCLUSION

In light of the economic reality of the Diedrich decision, the
state of the law in the other circuits concerning the income tax
consequences of net gifts is questionable. By focusing on an intent
test that income tax law has regarded as unsatisfactory for deter-
mining income tax consequences, these courts have established an
exception to the basic principles of income tax law.

The Commissioner's part sale, part gift argument accurately
represents the essence of net gift transfers. Other circuits should
follow the lead of the Eighth Circuit and concentrate on an objec-
tive economic benefit test, thus discounting the donor's intent. If
courts determine the donor's income tax liability by objective stan-
dards as the gift tax paid by the donor less the donor's basis in the
transferred property, more equitable, consistent and predictable
tax consequences in net gift transactions will follow.

David Guerin Anderson-'83


