23 T.C. 897 (1955)

A state inheritance tax paid on the share of an estate passing to a surviving spouse
reduces the value of that share for purposes of the federal estate tax marital
deduction, even if a credit is available against the federal estate tax for the state
inheritance tax.

Summary

The case addresses whether the Pennsylvania inheritance tax, paid on the widow’s
share of the estate, reduces the marital deduction for federal estate tax purposes.
The court held that the inheritance tax does reduce the marital deduction, despite
the fact that the inheritance tax was fully creditable against the federal estate tax.
The court reasoned that the inheritance tax, under Pennsylvania law, was a charge
against the property received by the widow, thereby reducing the net value of her
share, regardless of whether it was paid by her or by the estate. The court rejected
the argument that the inheritance tax was absorbed by the estate tax credit,
emphasizing that the Pennsylvania law dictated the incidence of the inheritance tax.

Facts

The decedent, a Pennsylvania resident, died in 1948. His widow elected to take
against his will and, under Pennsylvania law, became entitled to one-third of the net
value of his estate. This share was subject to a 2% Pennsylvania inheritance tax. The
executors, as required by Pennsylvania law, were authorized to deduct the
inheritance tax before distributing the property. The Commissioner of Internal
Revenue, in calculating the federal estate tax, reduced the marital deduction by the
amount of the Pennsylvania inheritance tax paid on the widow’s share.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the estate tax.
The estate contested the deficiency in the U.S. Tax Court. The Tax Court adopted
the stipulated facts. The court ruled in favor of the Commissioner.

Issue(s)

Whether the Pennsylvania inheritance tax on the widow’s share reduced the net
value of that interest for purposes of the marital deduction under Section 812(e) of
the Internal Revenue Code, even though a credit for the state inheritance tax was
applied against the federal estate tax.

Holding

Yes, because Pennsylvania law dictated that the inheritance tax was a charge
against the widow’s share, thus reducing its net value for purposes of the marital
deduction.
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Court’s Reasoning

The Tax Court considered Section 812(e)(1)(E)(i) of the 1939 Internal Revenue
Code, which stated that when calculating the value of a surviving spouse’s interest
for the marital deduction, one must take into account the effect of any inheritance
tax. The court emphasized that the Pennsylvania inheritance tax was a direct charge
against the property passing to the widow. The court cited Pennsylvania law and
case precedents establishing this principle. The court also rejected the argument
that the estate tax apportionment law in Pennsylvania shifted the incidence of the
inheritance tax from the widow. The court distinguished the holding in the case, *In
re Mellon’s Estate*, noting that *Mellon* did not determine the question of how the
credit for inheritance tax affected the marital deduction.

The court’s decision hinged on the impact of the Pennsylvania inheritance tax on the
net value of the widow’s share, not the ultimate source of payment. The court stated,
“The Commissioner, in determining the deficiency, has subtracted the 2 per cent
inheritance tax on the widow’s share in computing the marital deduction.”

The court also addressed the petitioner’s reliance on a decree issued by the
Orphans’ Court of Allegheny County, which seemed to suggest that the widow’s
share was not reduced by the inheritance tax. However, the Tax Court concluded
that this decree was not final and was not binding on the court.

Practical Implications

This case clarifies that state inheritance taxes can reduce the amount of the federal
estate tax marital deduction, even if a credit is available for those taxes. Attorneys
should consider the interplay between state inheritance taxes and the federal
marital deduction when estate planning. The case underscores the importance of
examining state laws regarding the incidence of estate and inheritance taxes. The
case supports the idea that the court looks at the economic reality of who bears the
burden of the tax. The holding in this case is consistent with the general rule that
the marital deduction is based on the net value of the property passing to the
surviving spouse, after the reduction of any taxes or other charges. The court also
clarified that partial or preliminary judgments from state courts are not binding,
especially if not final or contested by the government.
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