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The Supreme Court decision in United States v. Byrum! has pro-
foundly influenced the tax planning strategies of stockholders of closely-
held corporations and other business entities who seek to retain control
over such entities while simultaneously avoiding estate tax conse-
quences. In Byrum, the value of shares of closely-held corporations
transferred into an irrevocable trust where the settlor retained broad
managerial powers, including the right to vote shares and veto sales of
shares, was held not includable in the settlor-decedent’s estate under
section 2036(a).> Fearing the Court’s reasoning created a “tax loop-
hole” for taxpayers to avoid estate tax inclusion of shares of closely-held
corporations contributed to trusts despite retaining control over such
shares, Congress enacted various preventative “anti-Byrum” measures.3
Because these measures only addressed corporations, the subsequent
popularity of family limited partnerships and similar vehicles allowed
the Court’s reasoning in Byrum to resonate with non-corporate entities.
However, despite both taxpayers and the I.R.S. championing Byrum in
these contexts,* recent decisions have begun limiting its application.’
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1408 U.S. 125 (1972).

2 L.R.C. § 2036(a) provides, in pertinent part, that the value of the gross estate in-
cludes “the value of all property . . . of which the decedent has at any time made a
transfer. . . under which he has retained for his life . . . (1) the possession or enjoyment of,
or the right to the income from, the property, or (2) the right, either alone or in conjunc-
tion with any person, to designate the persons who shall possess or enjoy the property or
the income therefrom.”

3 These measures culminated in the adoption of I.R.C. § 2036(b),which provides, in
subsection (1), “for purposes of subsection (a)(1), retention of the right to vote (directly
or indirectly) shares of stock of a controlled corporation shall be considered a retention
of the enjoyment of transferred property.”

4 See, e.g., LR.S. Tech. Adv. Mem. 91-31-006 (Aug. 2, 1991) (citing Byrum and con-
cluding that partnership interests contributed to trust were not includable in settlor-dece-
dent’s estate because of fiduciary duty owed by settlor-general partner to other partners).

5 See, e.g., Estate of Strangi v. Comm’r, T.C. Memo. 2003-145, 85 T.C.M. (CCH)
1331 (2003), aff'd, 417 F.3d 468 (5th Cir. 2005) (stating that Byrum could not be used to
support a ruling that fiduciary constraints preclude inclusion of family limited partnership
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Milliken C. Byrum settled an irrevocable trust and contributed
stock in three unlisted corporations of which he held majority interests.
He retained the right to vote the stock, veto transfers of the stock, and
remove and replace the trustee with another corporate trustee.® After
the funding, Mr. Byrum owned 59% of one corporation, and less than
50% of the others. The trust maintained a minority interest in each en-
tity. Including his retained right to vote the transferred stock, Mr.
Byrum could vote over 71% of the stock in each corporation.” Accord-
ingly, the Commissioner included the transferred stock in Mr. Byrum’s
gross estate under section 2036(a). Mr. Byrum’s executor paid the tax
deficiency and sought a refund.®

The issues before the Court were whether Mr. Byrum retained (1)
the ability to impact the beneficiaries’ enjoyment of income through
broad managerial control and/or (2) “enjoyment” from the transferred
stock such that the value of the transferred stock was includable in his
estate under section 2036(a)(2) or section 2036(a)(1), respectively.

The government argued that Mr. Byrum’s retained managerial
powers were equivalent to a settlor’s ability to either accumulate or dis-
tribute income under United States v. O’Malley,’ and thus constituted
retention of the “right to designate the persons who shall enjoy the in-
come from the transferred property” under section 2036(a)(2).1° Be-
cause Mr. Byrum could vote the majority of the stock and elect
corporate directors, he could control corporate dividend policies,
thereby regulating the income stream to the trust (potentially mooting
the corporate trustee’s discretion to distribute or accumulate income)
and affecting beneficial enjoyment of trust income.!' Additionally, if
the trustee wanted to generate income by selling trust-owned stock, Mr.
Byrum could veto the sale.

The Court observed that, under Reinecke v. Northern Trust, a set-
tlor’s retention of broad managerial powers does not mandate inclusion
in his taxable estate under section 2036(a)(2).12 As Northern Trust was
not decided under section 2036(a)(2) or its predecessor, the Court lik-
ened Mr. Byrum’s retained power to the settlor-retained powers in Es-
tate of King v. Commissioner,'> where the Tax Court held the settlor’s

assets under § 2036(a)(2) and that Byrum has no precedential force under § 6110(k)(3),
hence “claimed reliance on [it or other determinations] is unavailing.”).

6 United States v. Byrum, 408 U.S. 125 (1972).

7 Id. at 128-29.

8 Id. at 130-31.

9 Id. at 132. (referencing United States v. O’Malley, 383 U.S. 627, 631 (1966)).

10 Jd. at 131.

11 Jd. at 131-32.

12 Jd. at 132-33 (referencing Reinecke v. N. Tr. Co., 278 U.S. 339 (1929)).

13 Id. at 134; Estate of King v. Comm’r, 37 T.C. 973, 980 (1962).
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ability to direct trustee management and investment of trust assets did
not constitute the power to designate the enjoyment of income under
section 2036(a)(2).1* Without further explanation, the Court deemed
Mr. Byrum’s retained powers merely managerial in nature, equivalent to
the settlor-retained powers in Northern Trust and King.'>

Rejecting the government’s argument that Mr. Byrum’s control
over corporate dividend policies constituted the right to designate en-
joyment of income, the Court distinguished O’Malley, stating that “(1)
there the settlor had reserved a legal right, set forth in the trust instru-
ment; and (2) this right expressly authorized the settlor, ‘in conjunction’
with others, to accumulate income and thereby ‘to designate’ the per-
sons who enjoyed it.”1¢ As used in section 2036(a)(2), “right” “connotes
an ascertainable and legally enforceable power.”!” Because the trust in-
strument did not authorize Mr. Byrum to designate who should receive
trust income, the Court reasoned that his ability to influence the divi-
dend stream to the trust was not an ascertainable or legally enforceable
right.18

This logic illustrates the Court’s narrow construction of section
2036(a)(2), focusing on finding a legally enforceable “right” under the
trust instrument rather than adopting the broader interpretation of
“power” mentioned throughout the regulations.!® Treasury Regulations
make clear it is immaterial whether the power is exercisable by the de-
cedent alone or in conjunction with others, and in what capacity the
power was exercisable.?? This broader interpretation would likely con-
strue Mr. Byrum’s control over the directors, and their combined con-
trol over corporate dividend policies, as a power warranting inclusion.

The Court also considered whether Mr. Byrum’s status as majority
shareholder created a de facto right to designate beneficial enjoyment of
income. Rejecting this, the Court cited practical reasons why “typical
small businesses” retain earnings rather than pay dividends.?! However,
as Justice White’s scathing dissent indicated, the corporations dramati-
cally increased dividend payments after Mr. Byrum died, illustrating his
control over excess capital.??

Placing tremendous emphasis on the fiduciary duties owed to share-
holders, and corporations themselves, the Court posited that if, in obey-

14 United States v. Byrum, 408 U.S. 125, 133-34 (1972).
15 Id. at 134.

16 Jd. at 136.

17 Jd.

18 Id. at 136-137.

19 Treas. Reg. § 20-2036-1(b)(3).

20 Id.

21 United States v. Byrum, 408 U.S. 125, 138-40 (1972).
22 Jd. at 152 (White, J., dissenting).
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ing the will of a majority stockholder, corporate directors disregarded
shareholders’ interests by unreasonably accumulating earnings or un-
lawfully paying dividends, they could be vulnerable to derivative suit.?3
Yet, shareholders rarely win suits seeking to compel dividend distribu-
tions.2* The Court concluded that, under section 2036(a)(2), Mr. Byrum
lacked de facto power to regulate dividend payments to the trust, much
less had a “right” to designate who enjoyed the income.?>

The government alternatively argued Mr. Byrum guaranteed him-
self continued gainful employment by retaining control over each entity
and its directors, and retained possession and “enjoyment” of the trans-
ferred stock under section 2036(a)(1) by reserving the right to deter-
mine the continued status of the corporations.?® Rejecting this, the
Court stated that “‘enjoy’ and ‘enjoyment,” as used in various tax stat-
utes, ‘are not terms of art, but connote substantial present economic
benefit rather than technical vesting of title or estates.””?” Mr. Byrum’s
power to liquidate or merge the corporations was deemed “speculative
and contingent” rather than a present benefit.?® The Court also made
clear the statute “plainly contemplates retention of an attribute of the
property transferred — such as a right to income [or] use of the property
itself.”?® Here, Mr. Byrum transferred the stock, but did not retain any
pecuniary benefit from it.

Citing the “free enterprise system,” the Court found the probability
of continued employment and compensation outside the scope of sub-
stantial enjoyment, noting that dominant stockholders of closely-held
corporations often hold senior positions with input regarding their com-
pensation.?® Had Mr. Byrum paid himself an unreasonably large salary,
minority stockholders could hold him accountable for breaching his fi-
duciary duty to act in the best interest of the corporation and its share-
holders. Moreover, the Court noted that the I.LR.S. indirectly polices
this duty by disallowing the deduction of unreasonable compensation
paid to executives as business expenses.>! Thus, the Court held Mr.
Byrum’s voting control did not constitute retention of enjoyment of
transferred stock under section 2036(a)(1), since he irrevocably trans-
ferred title to the stock and the right to income therefrom.3?

23 Jd. at 141.

24 [d. at 158 (White, J., dissenting).

25 Id. at 143.

26 Jd. at 145.

27 Id.

28 Id. at 149-50.

29 Id. at 149.

30 1d. at 150.

31 Jd.; see IL.R.C. § 162(a)(1).

32 United States v. Byrum, 408 U.S. 125, 126 (1972).
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The Court’s analysis of section 2036(a)(1), however, overlooks
Commissioner v. Estate of Church, where the Court illustrated that es-
tate tax can only be avoided when a settlor fully transfers possession,
title, and enjoyment of his property to trust, severing all possible control
or attachment.33 Justice White’s dissent is persuasive that, despite Mr.
Byrum’s retained right to vote the stock, veto transfers, and control divi-
dend policies, Mr. Byrum’s asserted alienation does not meet this
standard.3*

Policy reasons also shaped the Court’s decision. Believing that
Northern Trust was likely the basis for hundreds of inter-vivos trusts,
and modifying this principle could adversely impact these settlors and
their estates, the Court reasoned that Congress was better equipped to
reexamine and define conduct that resulted in tax consequences.?
Many thought the Court’s interpretation of section 2036(a) in Byrum
created a tax loophole for settlors to fund trusts with interests in closely-
held corporations and retain managerial rights without having the value
of the transferred interests included in their estates.3® To combat this,
Congress passed various “anti-Byrum” measures, culminating in the
adoption of section 2036(b).3” However, notwithstanding Congress’
clear attempt to prevent further abuse of section 2036(a)(1), section
2036(b) could be easily avoided by transferring nonvoting shares into
trust while retaining voting shares.

Unexpectedly, while Congress meant to overturn the effect of
Byrum by limiting section 2036(a)(1), invoking Byrum to prevent inclu-
sion under section 2036(a)(2) became increasingly popular. Indeed, one
commentator noted that Byrum evolved to shield powers held by fiduci-
aries of business entities from section 2036(a) by claiming the fiduciary
duty owed by majority stockholders to promote the best interest of the
entity prevented the discretionary power over distribution policies from
being a “right” to designate income.3® Adopting language from Byrum,
draftspersons began crafting documents specifically emphasizing the fi-
duciary duties incumbent on managers to avoid the application of sec-
tion 2036(a)(2), which has been particularly useful for family limited
partnerships. Because the transferor, as general partner, owes a fiduci-
ary duty to the partnership and its partners, under Byrum his discretion-
ary authority over distributions of partnership income is exempt from

33 335 U.S. 632, 645 (1949).

34 Byrum, 408 U.S. at 151-52 (White, J., dissenting).

35 Id. at 135.

36 See Loran L. Laughlin, United States v. Byrum: Logic or Loophole, 12 J. Fam. L.
2, 293 (1972-1973).

37 LR.C. § 2036(b).

38 Brant J. Hellwig, Revisiting Byrum, 23 Va. Tax Rev. 275, 329, 354 (2003).
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section 2036(a)(2).3° However, with recent cases attacking family lim-
ited partnerships,© utilizing Byrum to prevent inclusion under section
2036(a) may be short-lived.

39 Id. at 331.
40 See supra note 5 and accompanying text.



