Estate of Smith v. Commissioner, 74 T. C. 1338 (1980)

Congress can constitutionally apply a higher interest rate to future installment
payments of estate taxes, even if the election to pay in installments was made prior
to the rate change.

Summary

In Estate of Smith v. Commissioner, the Tax Court addressed whether a retroactive
increase in the interest rate on estate tax installments, from 4% to a variable rate
starting at 9%, violated the estate’s constitutional rights. The decedent’s estate
elected to pay estate taxes in installments under section 6166, which initially carried
a 4% interest rate. Congress later amended the law to increase the rate to 9% and
make it variable. The court held that this change was constitutional, emphasizing
that legislative adjustments to economic burdens are presumed constitutional unless
shown to be arbitrary and irrational. The decision underscores that the estate’s
election to pay in installments did not create a vested right to the original interest
rate.

Facts

The decedent died in 1973, owning a shopping center that qualified the estate for
installment payments of its estate tax under section 6166. The estate’s executor
elected this option in 1974, with interest initially set at 4% per annum. In 1975,
Congress amended the law, increasing the interest rate to 9% and allowing for
subsequent adjustments based on the adjusted prime rate. This change applied to
amounts outstanding after June 30, 1975. The estate argued that applying the new
rate to its existing obligation was unconstitutional.

Procedural History

The case came before the Tax Court on a Rule 155 computation to determine the
interest to be allowed as an administration expense. The estate challenged the
constitutionality of the retroactive application of the new interest rate. The court
reviewed the statutory changes and legislative intent, ultimately ruling on the
constitutional issue.

Issue(s)

1. Whether Congress can constitutionally apply a higher interest rate to future
installment payments of estate taxes when the election to pay in installments was
made prior to the rate change.

Holding

1. Yes, because legislative adjustments to economic burdens are presumed
constitutional unless shown to be arbitrary and irrational, and the estate’s election
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to pay in installments did not create a vested right to the original interest rate.
Court’s Reasoning

The court applied the principle that legislative acts adjusting economic burdens
come with a presumption of constitutionality. It cited Usery v. Turner Elkhorn
Mining Co. , where the Supreme Court upheld retroactive legislation that imposed
new liabilities. The court distinguished the estate’s election from a contractual right,
stating it was a privilege subject to legislative change. The court also referenced
League v. Texas, which upheld retroactive interest on delinquent taxes. The court
emphasized that the new rate only applied to future payments, not retroactively to
past obligations, further supporting the constitutionality of the change. The court
rejected the estate’s argument of a vested right to the original rate, noting that even
if the change seemed inequitable, it did not transgress constitutional limits.

Practical Implications

This decision clarifies that estates electing installment payments for estate taxes
under section 6166 are subject to subsequent legislative changes in interest rates.
Practitioners should advise clients that such elections do not create vested rights to
the interest rates in effect at the time of election. This ruling may influence future
legislative actions by affirming the constitutionality of adjusting rates to reflect
current economic conditions. Businesses and estates should be prepared for
potential rate changes and consider the financial implications of installment
elections. Subsequent cases, such as Estate of Adams v. United States, have
followed this precedent, confirming its impact on estate tax planning and
administration.
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