Estate of Clayton v. Commissioner, 97 T. C. 327 (1991)

An executor’s election cannot determine whether a surviving spouse has a qualifying
income interest for life in a trust, necessary for the marital deduction under IRC
Section 2056(b)(7).

Summary

In Estate of Clayton v. Commissioner, the U. S. Tax Court ruled that the estate could
not claim a marital deduction for the surviving spouse’s interest in a trust because
her interest was contingent upon the executor’s election. The decedent’s will
created two trusts, A and B, with the executor having the power to elect whether
Trust B’s assets qualified as Qualified Terminable Interest Property (QTIP). If the
election was not made, those assets would pass to Trust A. The court held that since
the possibility existed at the decedent’s death that the executor might not make the
election, the surviving spouse did not have a guaranteed qualifying income interest
for life in Trust B’s assets, thus disqualifying them from the marital deduction under
IRC Section 2056(b)(7).

Facts

Arthur M. Clayton, Jr., died in 1987, leaving a will that established two trusts, Trust
A and Trust B, for the benefit of his surviving spouse, Mary Magdalene Clayton.
Trust B was to provide Mrs. Clayton with income for life, with the remainder passing
to the decedent’s children upon her death. The will allowed the executor to elect to
treat Trust B’s assets as Qualified Terminable Interest Property (QTIP) for estate tax
marital deduction purposes. If the executor did not make this election, the assets
would instead pass to Trust A. Mrs. Clayton served as the sole executor until after
the estate tax return was filed, at which point the First National Bank of Lamesa
joined as co-executor. The estate tax return included an election to treat certain
Trust B assets as QTIP and claimed a marital deduction.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the estate’s
federal estate tax, disallowing the marital deduction for the Trust B assets elected as
QTIP. The estate petitioned the U. S. Tax Court for a redetermination of the
deficiency. The court’s decision was based on the interpretation of IRC Section
2056(b)(7) and the nature of the surviving spouse’s interest in the trust assets at the
time of the decedent’s death.

Issue(s)

1. Whether the surviving spouse’s interest in the property of Trust B constituted a
“qualifying income interest for life” within the meaning of IRC Section
2056(b)(7)(B)(ii) when that interest was contingent upon the executor’s election.
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Holding

1. No, because the possibility existed at the time of the decedent’s death that the
executor might not make the election, thus Mrs. Clayton’s interest in Trust B was
not a “qualifying income interest for life. “

Court’s Reasoning

The court reasoned that for an interest to qualify as a “qualifying income interest for
life” under IRC Section 2056(b)(7)(B)(ii), the surviving spouse must be entitled to all
the income from the property for life, without the possibility of divestment by any
person’s power. The decedent’s will gave the executor the power to elect whether to
treat Trust B’s assets as QTIP, and if not elected, those assets would pass to Trust A,
thus potentially terminating Mrs. Clayton’s interest in Trust B. The court
emphasized that the determination of whether the surviving spouse has such an
interest must be made as of the date of the decedent’s death. Since there was a
possibility at that time that the executor might not make the election, Mrs. Clayton’s
interest in Trust B did not meet the statutory requirements. The court also
distinguished this case from others where the surviving spouse had an absolute right
to elect between alternate bequests, noting that here, the right to elect was given to
the executor, not to Mrs. Clayton individually.

Practical Implications

This decision clarifies that for an interest to qualify for the marital deduction under
IRC Section 2056(b)(7), it must be a “qualifying income interest for life” without
regard to an executor’s election. Practitioners must ensure that the surviving
spouse’s interest in a trust is not contingent on any election at the time of the
decedent’s death. This ruling may affect estate planning strategies that rely on
executor elections to determine the tax treatment of assets, as it underscores the
need for clear and unambiguous provisions in wills and trusts to avoid unintended
tax consequences. Subsequent cases like Estate of Kyle v. Commissioner (94 T. C.
829 (1990)) have reinforced this principle, emphasizing the importance of the nature
of the interest at the time of death, rather than later actions or elections by
executors.
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