Estate of Smith v. Commissioner, 66 T. C. 415, 1976 U. S. Tax Ct. LEXIS 97
(1976)

An interest in property passing to a surviving spouse qualifies for the marital
deduction even if its value is determined by an equalization clause post-death.

Summary

Charles W. Smith established a trust with an equalization clause to minimize estate
taxes by adjusting the marital portion based on the surviving spouse’s estate value.
The IRS challenged the marital deduction, arguing the clause made the interest
terminable. The Tax Court held that the interest was indefeasibly vested in the
surviving spouse at the decedent’s death, qualifying for the marital deduction under
Section 2056(b)(5) of the Internal Revenue Code. The decision underscores the
permissibility of using equalization formulas in trusts to achieve tax minimization
without jeopardizing the marital deduction.

Facts

Charles W. Smith created a revocable trust in 1967, reserving income for life. Upon
his death in 1970, the trust was to be divided into a marital portion and a residual
portion. The marital portion was to be determined by an equalization clause
designed to equalize the estates of Smith and his wife, Alice, for federal estate tax
purposes. Alice was entitled to the income from the marital portion for life and had a
general power of appointment over the corpus at her death. The IRS disallowed a
claimed marital deduction of $1,330,101. 62, arguing the interest was terminable
due to the equalization clause.

Procedural History

The Northern Trust Company, as trustee, filed a federal estate tax return claiming a
marital deduction. The IRS issued a notice of deficiency disallowing the deduction,
leading to the case being brought before the U. S. Tax Court. The court’s decision
favored the estate, allowing the marital deduction as claimed.

Issue(s)

1. Whether the interest in property passing to Alice M. Smith under the trust’s
equalization clause qualifies for the marital deduction under Section 2056 of the
Internal Revenue Code.

Holding

1. Yes, because the interest in property was indefeasibly vested in Alice at the time
of Charles’ death, satisfying the requirements of Section 2056(b)(5).

Court’s Reasoning
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The court found that Alice’s interest in the marital portion was vested and
indefeasible at Charles’ death, thus not terminable under the statute. The
equalization clause only affected the value, not the character, of Alice’s interest. The
court distinguished this case from Jackson v. United States, where the interest was
contingent. It emphasized that the equalization clause’s purpose aligned with the
marital deduction’s intent to equalize tax burdens between community and non-
community property states. The court also noted that the interest would be taxable
in Alice’s estate, aligning with the policy behind the marital deduction. Judge Irwin
dissented, arguing that the potential for the marital portion to be unfunded made
Alice’s interest terminable.

Practical Implications

This decision validates the use of equalization clauses in estate planning to minimize
taxes while still qualifying for the marital deduction. Practitioners can use such
clauses to adjust the marital bequest based on the surviving spouse’s estate value
without fear of disallowance. This ruling may encourage more sophisticated estate
planning strategies to achieve tax efficiency. Subsequent cases like Estate of
Clayton v. Commissioner have built upon this ruling, further clarifying the
application of equalization clauses. Businesses and individuals with substantial
estates can utilize this strategy to optimize their estate planning.
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