Estate of Hubert v. Commissioner, T. C. Memo. 1993-481

A settlement agreement resolving a will contest can determine the amount of
marital and charitable deductions for estate tax purposes if it represents a bona fide
recognition of the surviving spouse’s enforceable rights.

Summary

In Estate of Hubert, the Tax Court addressed whether the marital and charitable
deductions for estate tax purposes should be based on the amounts specified in the
decedent’s will or those resulting from a settlement agreement. The decedent’s will
was contested, leading to a settlement that altered the distribution of the estate. The
court held that the settlement agreement, which was the result of a bona fide
adversary proceeding, should determine the deductions. Additionally, the court
ruled that administration expenses allocated to income do not reduce these
deductions, and the deductions should not be discounted for imputed income. This
decision emphasizes the importance of recognizing the enforceable rights of the
surviving spouse in estate disputes and the flexibility executors have in allocating
expenses.

Facts

Otis C. Hubert died in 1986, leaving a will executed in 1982 with three codicils. His
wife, Ruth S. Hubert, contested the will, alleging undue influence by Hubert’s
nephew, Robert H. Owen, in favor of charitable beneficiaries. After initial and
subsequent settlement agreements involving family members, Owen, and state
officials, the estate was divided between Ruth and the charity. The estate tax return
claimed deductions based on the settlement agreement, which the IRS challenged,
asserting that deductions should reflect the original will’s terms. The estate
allocated administration expenses to income, and the IRS argued these should
reduce the deductions.

Procedural History

The IRS issued a notice of deficiency in 1990, disallowing parts of the marital and
charitable deductions claimed on the estate’s tax return. The case proceeded to the
U. S. Tax Court, which heard the case fully stipulated under Rule 122. The court
issued its memorandum decision in 1993, addressing the deductions based on the
settlement agreement and the allocation of administration expenses.

Issue(s)

1. Whether the marital and charitable deductions should be limited to the amounts
specified in the decedent’s 1982 will and codicils, or based on the amounts actually
passing under the settlement agreement.

2. Whether the marital and charitable deductions must be reduced by administration
expenses allocated to income under the settlement agreement.
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3. Whether the marital and charitable portions should be discounted by 7 percent
per annum to account for imputed income deemed to be earned by the residue.

Holding

1. No, because the settlement agreement represented a bona fide recognition of the
surviving spouse’s enforceable rights, and thus should determine the deductions.

2. No, because administration expenses allocated to income do not reduce the
marital and charitable deductions under the applicable law and the decedent’s will.
3. No, because the deductions should be based on the date-of-death values of the
estate and not discounted for imputed income.

Court’s Reasoning

The court reasoned that the settlement agreement, resulting from a bona fide
adversary proceeding, should control the marital and charitable deductions as it
represented a valid compromise of the will contest. The court cited Commissioner v.
Estate of Bosch to establish that while state court decisions are not binding on
federal courts for estate tax purposes, a settlement agreement can be considered if
it reflects a genuine dispute. The court also found that administration expenses
allocated to income, as permitted by the will and Georgia law, did not reduce the
deductions. The court rejected the IRS’s argument that such expenses should be
deducted from the estate’s principal, emphasizing that the executor’s allocation to
income was valid. Finally, the court held that deductions should be based on date-of-
death values and not discounted for imputed income, as the estate’s residue was
determinable at that time.

Practical Implications

This decision impacts how estate tax deductions are calculated in cases involving
will contests and settlement agreements. It clarifies that a settlement agreement
can be used to determine deductions if it results from a genuine dispute and
recognizes the surviving spouse’s enforceable rights. This ruling also provides
guidance on the allocation of administration expenses, affirming that such expenses,
when allocated to income, do not reduce marital and charitable deductions. For
legal practitioners, this case underscores the importance of drafting wills that allow
for flexible expense allocation and negotiating settlement agreements that fairly
represent all parties’ interests. Subsequent cases, such as Estate of Street v.
Commissioner, have further developed this area of law, although they have not
always agreed with the Tax Court’s reasoning in Hubert.
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