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Estate of T. Buford Nicholson, Deceased, William B. Nicholson, Executor,
Petitioner v. Commissioner of Internal Revenue, Respondent, 94 T. C. 666
(1990)

A trust fails to qualify for the marital deduction as qualified terminable interest
property if the surviving spouse is not entitled to all the income from the property.

Summary

T. Buford Nicholson established a trust that was intended to provide for his wife,
Dorothy, after his death. The trust directed trustees to pay Dorothy only the income
necessary to maintain her standard of living, rather than all the income from the
trust. The IRS denied the estate a marital deduction under Section 2056(b)(7) for
this  trust,  claiming  it  did  not  constitute  qualified  terminable  interest  property
(QTIP). The Tax Court upheld the IRS’s decision, emphasizing that for a trust to
qualify  as  QTIP,  the  surviving spouse must  be  entitled  to  all  income from the
property, payable at least annually. The court rejected a post-mortem modification
to the trust that attempted to change its terms to meet QTIP requirements, affirming
that such changes cannot retroactively alter federal tax consequences.

Facts

T. Buford Nicholson created an irrevocable trust in 1975, naming his wife, Dorothy,
and their children as beneficiaries. Upon his death in 1983, his will directed his
share of community property into this trust. The trust’s terms allowed the trustees
to disburse only so much of the net income to Dorothy as she required to maintain
her usual standard of living. The trustees were also allowed to invade the trust’s
corpus for this purpose. After Nicholson’s death, the trustees sold some trust assets,
and the income from the trust was used to support Dorothy. The trust’s principal
included various assets, including real estate and notes, with a total value exceeding
$1 million at Nicholson’s death.

Procedural History

The executor of Nicholson’s estate filed a federal estate tax return in 1984, electing
to treat the trust as qualified terminable interest property (QTIP) to claim a marital
deduction. The IRS issued a notice of deficiency in 1987, denying the deduction. The
estate then sought a modification of the trust in a Texas state court, which was
granted in 1984. However, the Tax Court ruled in 1990 that the original terms of the
trust at the time of Nicholson’s death did not qualify for the marital deduction, and
the  post-mortem  modification  could  not  retroactively  change  the  federal  tax
consequences.

Issue(s)

1.  Whether  the  trust  created  by  T.  Buford  Nicholson  qualified  for  the  marital
deduction as qualified terminable interest property (QTIP) under Section 2056(b)(7)
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of the Internal Revenue Code.

2. Whether a post-mortem modification of the trust could retroactively qualify the
trust for the marital deduction.

Holding

1. No, because the trust did not entitle Dorothy Nicholson to all the income from the
property,  as  required  by  Section  2056(b)(7)(B)(ii)(I),  but  only  to  the  income
necessary to maintain her standard of living.

2. No, because a post-mortem modification of the trust cannot retroactively change
the federal tax consequences of the trust as it existed at the time of the decedent’s
death.

Court’s Reasoning

The Tax Court’s decision hinged on the interpretation of the trust’s terms and the
requirements for a marital deduction under Section 2056(b)(7). The court applied
Texas trust law to determine the settlor’s intent, finding that the trust’s language
clearly limited Dorothy’s income to her needs, not entitling her to all the income.
The court cited IRS regulations and case law to emphasize that for a trust to qualify
as QTIP, the surviving spouse must be entitled to all income from the property,
payable at least annually. The court also rejected the post-mortem modification of
the  trust,  citing  precedents  that  such  modifications  cannot  alter  federal  tax
consequences retroactively. The court noted that Nicholson did not aim to maximize
the marital deduction when he created the trust, and his primary concern was to
provide for his wife’s needs without burdening her with business management.

Practical Implications

This decision clarifies that for a trust to qualify for the marital deduction as QTIP,
the surviving spouse must be unequivocally entitled to all the income from the trust,
payable at least annually. Estate planners must ensure that trust instruments are
drafted  with  precise  language  to  meet  these  requirements.  The  ruling  also
underscores that post-mortem modifications of trusts cannot be used to retroactively
change  federal  tax  consequences,  highlighting  the  importance  of  careful  initial
planning. For similar cases, attorneys should review trust documents to confirm
compliance with QTIP requirements and consider the potential tax implications of
trust terms that limit income to the needs of the surviving spouse. This case has
been cited in subsequent rulings to deny marital deductions for trusts that do not
meet QTIP standards, reinforcing its impact on estate planning and tax practice.


