Estate of Gertrude Hoffman, Deceased, Arnold Hoffman and Sharlene
Leventhal, Coexecutors, Petitioners v. Commissioner of Internal Revenue,
Respondent, 78 T. C. 1069 (1982)

The value of a decedent’s gross estate must include the value of property
transferred to a testamentary trust where the decedent had a life interest in the
trust and the trust was overfunded due to improper allocation of probate income and
death taxes.

Summary

In Estate of Hoffman v. Commissioner, the U. S. Tax Court addressed the estate tax
implications of a testamentary trust overfunded by improper allocation of probate
income and death taxes. The decedent, Gertrude Hoffman, was entitled to half of the
community property and a life interest in the testamentary trust established by her
late husband. The court held that all probate income belonged to Gertrude and that
the trust was overfunded, requiring inclusion of the overfunded amount in her gross
estate under Section 2036. The court rejected the argument that a “no contest”
provision in the husband’s will prevented this outcome, emphasizing that the
transfer to the trust was not a bona fide sale for consideration.

Facts

Gertrude Hoffman’s husband, Isadore, died owning only community property, with
his will directing the residue into a testamentary trust for Gertrude’s lifetime
benefit. During probate, the estate received interest income and paid death taxes.
Upon distribution, the estate was equally divided between Gertrude’s share and the
trust, effectively charging her with half the death taxes and crediting her with only
half the probate income. Gertrude, as the trust’s life beneficiary, should have
received all probate income under California law, but it was not distributed to her.

Procedural History

The Commissioner determined an estate tax deficiency against Gertrude’s estate.
The case was submitted to the U. S. Tax Court on a stipulation of facts, with the
central issue being whether certain assets transferred to the testamentary trust
belonged to Gertrude and should be included in her gross estate under Section
2036.

Issue(s)

1. Whether all probate income received by Isadore’s estate belonged to Gertrude
Hoffman.

2. Whether the testamentary trust was overfunded due to improper allocation of
probate income and death taxes.

3. Whether the overfunding of the testamentary trust must be included in Gertrude’s
gross estate under Section 2036.
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4. Whether the “no contest” provision in Isadore’s will prevented the inclusion of the
overfunded amount in Gertrude’s estate.

Holding

1. Yes, because under California law, all probate income belonged to Gertrude as the
life beneficiary of the testamentary trust.

2. Yes, because the trust was overfunded by the improper allocation of probate
income and death taxes.

3. Yes, because the overfunding constituted a transfer described in Section 2036 due
to Gertrude’s life interest in the trust.

4. No, because the “no contest” provision did not apply to a challenge of the
allocation, and the transfer was not a bona fide sale for consideration.

Court’s Reasoning

The court applied California law, which provided that Gertrude had a vested interest
in half of the community property and was entitled to all probate income as the life
beneficiary of the testamentary trust. The court found that the equal division of the
estate after probate administration resulted in the trust being overfunded by the
amount of probate income not distributed to Gertrude and half of the death taxes
improperly charged against her share. The court rejected the argument that the “no
contest” provision in Isadore’s will prevented inclusion of the overfunded amount in
Gertrude’s estate, stating that such a challenge would not contest a provision of the
will itself. The court emphasized that the transfer to the trust was not a bona fide
sale for consideration, as Gertrude received her life interest regardless of the
improper allocation. The court also clarified that the overfunded amount was to be
included in cash terms, as the probate income and death taxes were handled in cash.

Practical Implications

This decision impacts estate planning and administration by emphasizing the
importance of correctly allocating probate income and death taxes to avoid
overfunding a testamentary trust. Practitioners must ensure that all income earned
during probate administration is properly distributed to the beneficiary entitled to it
under state law. The ruling also clarifies that a “no contest” provision does not
necessarily bar challenges to asset allocation during estate administration.
Subsequent cases involving similar issues must consider the Hoffman decision when
determining whether assets should be included in the gross estate under Section
2036 due to improper trust funding. The case underscores the need for careful
drafting and administration of testamentary trusts to prevent unintended tax
consequences.
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