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BEWARE OF THE IRS WHEN NEGOTIATING A SETTLEMENT1 

 
 

I. INTRODUCTION 
 

What do Howard Hughes, Prince, actor Alan Thicke, the King of Soft-Serve Ice Cream 
Tom Carvel, and singer George Michael all have in common?  The estates of all five of these 
individuals have been subject to expensive and acrimonious litigation battles.  Take the case of 
Prince.  He died without a will and his estate is believed to be worth in excess of $250 million 
before taxes.  Tributes to the late musician have come and gone since his death almost three 
years ago, but his estate is still in litigation.  Legions of lawyers were involved in determining 
the rightful heirs of his estate.  Now there is on-going litigation regarding the administration of 
the estate.  Comerica and its legal counsel have received over $6 million, and that is in additional 
to the $125,000 monthly fee Comerica receives as the Administrator.  Comerica billed the estate 
$148,540 to fight its removal as Administrator.  The fees paid to date do not include the legal 
fees to deal with lucrative music license rights and never before released music catalogs.  These 
legal fees will likely cost the estate millions. 

As evidenced in Prince’s estate, resolving the litigated issues can take years.  It seems 
now more than ever, disgruntled and greedy beneficiaries are seeking a larger piece of the pie 
from a decedent’s estate.  More and more relatives seem to be taking advantage of elderly family 
members to change their estate plans later in life.  An increase in the number of blended families 
has also resulted in more surviving spouses and frustrated beneficiaries seeking litigation 
counsel.  The costs of on-going litigation can greatly deplete the estate assets.  For these reasons, 
practitioners are turning to alternative methods of resolving disputes, including mediation and 
arbitration. 

The Florida Trust Code has provisions that could play significant roles in resolving trust 
and estate disputes.  For example, there is a provision that allows non-judicial modification of an 
irrevocable trust upon the unanimous agreement of the trustee and all qualified beneficiaries 
when the modification is not inconsistent with the settlor’s purposes.  Fla. Stat. 736.0412.  What 
if the desired change is not consistent with the settlor’s purposes?  In that case, the beneficiaries 
can appeal to the court.  Section 736.04115 allows a judicial modification of an irrevocable trust 
when modification is in the best interests of the beneficiaries.  What if a plan is not drafted to 
achieve maximum tax savings?  In that case, section 736.0416 allows judicial modification to 
achieve a settlor’s tax objectives. 

Estate planning typically has two primary goals.  First, the estate planning client wants to 
identify the recipients of the client’s assets and dictate the manner of distribution to those 
recipients.  Second, the estate planning client wants to minimize transfer taxes.  Documents are 
drafted to achieve both of these goals.  However, once beneficiaries seek to change the plan of 
distribution, unbeknownst to them they may also change the tax effects of the original plan.  If 
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this occurs they may find the IRS presenting a tax bill at the end of a negotiated settlement.  To 
avoid this unpleasant surprise, all settlements of disputed issues should take into account the 
possible tax effects and agree how the burden of any unanticipated tax should be allocated. 

II. TAXES AND TAXPAYERS TO BE CONSIDERED 

A. Estate and gift taxes deserve primary consideration in trust and estate disputes. 

B. Income taxes at the federal and state level are typically impacted and should be 
considered. 

C. Generation-skipping transfer (“GST”) taxes may come into play (even when 
grandchildren or more remote descendants are not directly involved). 

D. Other issues may arise with respect to employment taxes (e.g., a part of a 
settlement is structured as compensation for a beneficiary), excise taxes or penalty taxes. 

E. State tax laws may also apply.  Keep in mind that more than one state’s laws may 
apply.  Relevant factors to this issue include (i) the state where a decedent or donor resided 
(particularly in a probate situation), (ii) the trustee’s state of residence or where the trustee is 
doing business (generally relevant in litigation pertaining to the administration of a trust), (iii) 
the state where the property (including a business) at issue is located or has a nexus, and (iv) the 
state where the beneficiaries or other parties reside. 

F. The taxpayers to be considered should include (i) the estate and/or trust, (ii) the 
beneficiaries, (iii) the fiduciaries (including in their individual capacities), and (iv) any entities 
involved (such as closely held partnerships, corporations and limited liability companies). 

III. WHY SETTLE? 
 
 A. A settlement agreement allows the parties to have more control over their own 
destiny, as opposed to having a court determine each parties’ rights.  This is especially important 
if a court can only find in favor of one party of the other; the agreement eliminates the “all or 
nothing” risk. 
 
 B. An out-of-court settlement of a dispute provides the parties with more control 
over the terms, conditions and even the tenor of the resolution of the matter. 
 
 C. There is no better way to control the tax impact arising from a dispute related to 
trusts and estates.  In addition, a tax-savvy advisor may achieve a superior result for his or her 
client if the opposing party’s advisor does not take into account tax consequences of the 
settlement. 
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IV. THE TYPE OF SETTLEMENT MAY EFFECT THE TAX TREATMENT 
 
 A. The nature of a settlement may affect the end result.  In actual contested litigation 
such as a will contest, trust contest or a tort action (e.g., intentional interference with inheritance 
or breach of fiduciary duty), the parties are likely to be truly adversarial and any settlement is 
likely to be the result of a “genuine and active contest,” as required by Treas. Reg. §20.2056(c)-
2(d)(2).  However, the fact that a settlement was reached in an adversarial situation will not 
necessarily guarantee that the settlement terms will be respected for tax purposes, any more than 
a decision of a state court in an adversarial proceeding will be respected as a result of the Bosch 
doctrine (discussed below).  The IRS will also look to whether the settlement is consistent with 
the rights of the parties under state law in determining the tax consequences. 
 
 B. A settlement may also occur in a court action that may be non-adversarial (or 
adversarial in theory only), such as a declaratory judgment, construction or reformation (e.g., a 
judicial modification under Fla. Stats. 736.04113, 736.04115 and 736.0416).  Even though there 
may be an actual “controversy” since there is an issue which requires resolution, if there is a lack 
of true adversity, the IRS may disregard the state court determination or the settlement. 
 
 C. A practitioner should also be aware that the nature of the proceeding will affect 
the tax results.  For example, in the case of a declaratory judgment, or if the proceeding is a 
construction action (e.g., to interpret an uncertainty as to the meaning of the trust language to 
determine the intentions of the grantor, or there is an ambiguity in the document), the court’s 
determination will speak as of the date the instrument took effect and thus is more likely to 
achieve the desired tax results.  However, there may be no retroactive effect in the case of a 
reformation action or a settlement agreement under a state law power allowing amendment by all 
beneficiaries and the trust (e.g., a nonjudicial modification pursuant to Fla. Stat. 736.0412).  
Under the completed transaction doctrine, it may not be possible to achieve certain tax results if 
the taxable event has already occurred. 
 
V. THE ESTATE TAX 
 
 A. Estate tax issues in settlements of probate and trust related litigation often arise 
with respect to whether the estate is entitled to a marital deduction, charitable deduction or a 
deduction for an expense of administration or a debt of the decedent. 
 
 B. Generally, if a settlement resolves a bona fide dispute and has some reasonable 
basis under state law, the dispositions under the settlement will be given effect under the estate 
tax laws. 
 
 C. As will be seen below, marital deduction cases are generally more problematic 
than charitable deduction situations since the charity is usually an independent third-party instead 
of a family member, thus reducing the likelihood of a collusive proceeding related to the 
agreement. 
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VI. THE BOSCH DOCTRINE 
 
 A. Commissioner v. Estate of Herman J. Bosch, 387 U.S. 456 (1967).  The Bosch 
case involved two separate estate tax controversies where the IRS levied deficiencies against 
estates as a result of its denial of the marital deduction with respect to a widow’s trust.  The 
marital deduction was denied in the first case because the widow was deemed to have released 
her general power of appointment over the widow’s trust and converted it into a special power of 
appointment.  The marital deduction was reduced in the second case as a result of the tax 
apportionment provision in the deceased spouse’s will.  In both cases, the state court had ruled in 
favor of the taxpayer and allowed the marital deduction.  The IRS argued that the ruling of the 
state court was erroneous and not binding on the IRS.  The United States Supreme Court heard 
the case as a result of the differing opinions of the appellate courts in the two cases. 
 
 B. In the oft-cited decision in Bosch, the United States Supreme Court held that 
where the federal estate tax liability turns upon the character of a property interest held and 
transferred by the decedent under state law, federal authorities are not bound by the 
determination of such property interest by a state trial court.  387 U.S. at 457.  The Supreme 
Court indicated that “proper regard” was to be given to state court interpretations, and then only 
“in a bona fide adversary proceeding.”  After reviewing the legislative history of I.R.C. §2056, 
the Court stated that the marital deduction was intended to be strictly construed and applied. 
 
 C. Bosch allows the federal courts and the IRS (the decision refers to “federal 
authorities”) to make an independent determination of the rights of the parties insofar as those 
rights affect the determination of the estate tax (and perhaps any other federal taxes), regardless 
of whether that determination is consistent with the actual property rights enjoyed by the parties 
as the result of a bona fide adversary proceeding, and whether or not appeal to the state’s highest 
court is even available. 
 
 D. Bosch may stand for the proposition that, absent a determination of the law by the 
highest court of the state, the IRS will not be bound by any lower state court rulings on an estate 
tax issue.  If Bosch does in fact stand for this proposition, the IRS may in effect sit as a state 
court in determining the rights of the parties in interest even though its role is only to determine 
the tax consequences.  However, the IRS is required to give “proper regard” to the state court 
decision, and the IRS should not take the position that the state court’s decision is meaningless. 
 
  1. In Private Letter Ruling 201243001, the IRS cited to Bosch as authority to 
determine that a State Court order reforming a trust was not consistent with applicable State law, 
as applied by the highest court of the State, and thus, the State Court order would not be 
recognized for gift, estate and GST tax purposes.  The facts were that, prior to the Grantor’s 
death, his revocable trust was amended to provide any assets to be distributed outright to Son 
could be  disclaimed by Son and held in further trust for Son and descendants.  After Grantor’s 
death, the attorney became aware that a qualified disclaimer cannot be satisfied by a person who 
is not the spouse of a grantor if the disclaimed property passes to a trust for the benefit of the 
person making a disclaimer.  Grantor’s Son did not want the property included in his estate 
subject to estate tax.  More than a year after Grantor’s death, the State Court reformed the Trust 
provisions to remove the disclaimer provisions and provide for a percentage of Son’s share to be 
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held in an irrevocable trust for Son’s benefit.  IRS held the trust reformation was not consistent 
with applicable State law because the relevant trust provisions were not ambiguous and 
petitioner did not present evidence that Grantor intended for Son’s share to be distributed to an 
irrevocable trust, as reformed by the State Court.  The IRS held the provisions of the trust as of 
the Grantor’s date of death is determinative for federal tax purposes, and would not recognize the 
trust reformation retroactively for gift, estate or GST purposes.  
 
  2. However, in Private Letter Ruling 201723003 (and its sister 201723002), 
the IRS held the taxpayer had a valid cause of action under State law to seek reformation of her 
irrevocable trust, and as a result of the reformation before her death, the assets of the trust would 
not be includable in taxpayer’s estate at her death.  The facts were that taxpayer was Grantor of 
an irrevocable trust designed to hold life insurance on her life for the benefit of her children.  It 
was Grantor’s intent that the trust be excluded from her estate at death for federal estate tax 
purposes; however, the attorney included provisions that determined beneficiaries’ shares in the 
trust based on terms of the Grantor’s Will and Revocable Trust.  Since the Grantor could control 
the beneficial interest in the irrevocable trust based on the terms of her Will and Revocable Trust 
it was possible the irrevocable trust would be included in her estate at her death because of the 
drafting error by the attorney.  A State Court granted a petition to retroactively reform the trust as 
the date of its creation to correct the scrivener’s error so that the trust property would not be 
included in her gross estate at her death, which was her original intent.  The IRS held there was 
clear and convincing evidence that the Grantor intended the irrevocable trust be excluded from 
her estate for federal estate tax purposes based on the information and documentation submitted.  
Consequently, the IRS concluded that as a result of the reformation, Grantor’s transfers to the 
irrevocable trust were completed gifts for gift tax purposes, and pursuant to the reformed 
irrevocable trust, Grantor did not retain any powers or interests over the trust property that would 
cause inclusion in the Grantor’s gross estate for federal estate tax purposes.   
 
 E. In addition to its application when analyzing the tax effects of state court 
decisions, the Bosch doctrine should apply to out of court settlements.  In Ahmanson Foundation 
v. United States, 674 F.2d 761 (9th Cir. 1981), the Court agreed with the IRS that under Bosch “if 
a state court adjudication as a result of a good faith adversary proceeding is not binding for estate 
tax purposes, then a fortiori a private good faith settlement cannot be either.”  As a result, 
practitioners should not automatically assume that a settlement is determinative of a taxpayer’s 
rights with respect to tax consequences.  A practitioner should always be cognizant that the IRS 
may step in and challenge the validity of the settlement, even if it is pursuant to a state court 
judgment or has been approved by a state court.   
 
 F. State court decisions rendered before the date of the actual event that triggers a 
tax may be able to avoid Bosch analysis by the IRS.  In Rev. Rul. 73-142, 1973-1 C.B. 405, a 
Grantor reserved an unrestricted power to remove and appoint a new trustee, with no express 
limitation on appointing himself.  The trustee also held distribution powers over income and 
principal to cause estate inclusion under I.R.C. §2036 or 2038 if held by Grantor at his death.  
Grantor obtained a local court construction, apparently contrary to the highest state court 
holdings, that the trust meant he only had the power to remove and replace the trustee once and 
did not have the power to appoint himself as trustee.  Grantor removed the trustee and appointed 
another individual as trustee, so he no longer had such a right as of his date of death.  The IRS 



6 
 

agreed they were bound by the state court’s decision because it was binding on everyone after 
the appropriate appeals periods ran, which was before the taxing event (the Grantor’s death): 
 

In this case the lower court had jurisdiction over the parties and 
over the subject matter of the proceeding.  Thus, the time for 
appeal having elapsed, its judgment is final and conclusive as to 
those parties, regardless of how erroneous the court’s application 
of the state law may have been.  Consequently, after the time for 
appeal had expired, the grantor-decedent did not have the power to 
appoint himself as successor trustee.  The aforesaid rights and 
powers which would otherwise have brought the value of the trust 
corpus within the provisions of section 2036 and 2038 of the Code 
were thus effectively cut off before his death. 

  
Unlike the situation in Bosch, the decree in this case was handed 
down before the time of the event giving rise to the tax (that is, the 
date of the grantor’s death).  Thus, while the decree would not 
have been binding on the Government as to questions relating to 
the grantor’s power to appoint himself as trustee prior to the date 
of the decree, it is controlling after such date since the decree, in 
and of itself, effectively extinguished the power.  In other words, 
while there may have been a question whether the grantor had such 
power prior to the decree, there is no question that he did not have 
the power thereafter. 

 
 Rev. Rul. 73-142, 1973-1 C.B. 405 (emphasis added). 

 
VII. SETTLEMENT ISSUES PERTAINING TO THE MARITAL DEDUCTION 
 
 The IRS has challenged the validity of the marital deduction in the settlement context on 
many occasions and may be wary of these arrangements because of the interfamilial relationship 
of the parties in most cases.  The determination of the amount and availability of the marital 
deduction of a post-death settlement of disputes among the beneficiaries of the estate usually 
turns on whether the property received by the surviving spouse in the settlement “passes from the 
decedent” and arises in the following contexts: (i) where the surviving spouse receives property 
to which he or she would not otherwise be entitled to under the terms of the governing 
instrument(s), or (ii) where the surviving spouse surrenders property to which he or she would 
otherwise be entitled. 
 
 A. The government has adopted the following position with respect to the treatment 
of the marital deduction in the settlement context in Treas. Reg. §20.2056(c)-2(d)(2) (the 
“Regulation”): 
 

(2)  If as a result of the controversy involving the decedent's will, or 
involving any bequest or devise thereunder, a property interest is 
assigned or surrendered to the surviving spouse, the interest so 
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acquired will be regarded as having “passed from the decedent to his 
surviving spouse” only if the assignment or surrender is a bona fide 
recognition of enforceable rights of the surviving spouse in the 
decedent's estate.  Such a bona fide recognition will be presumed 
where the assignment or surrender was pursuant to a decision of a 
local court upon the merits in an adversary proceeding following a 
genuine and active contest.  However, such a decree will be accepted 
only to the extent that the court passed upon the facts upon which 
deductibility of the property interest depends.  If the assignment or 
surrender was pursuant to a decree rendered by consent, or pursuant 
to an agreement not to contest the will or not to probate the will, it 
will not necessarily be accepted as a bona fide evaluation of the 
rights of the spouse. 
 

 B. What effect does this Regulation have on the Bosch doctrine?   
 
  1. Presumably Bosch and the Regulation can be reconciled by the notion that, 
in the case of a state court decision, on the merits, as the result of a genuine contest in which the 
court passes on the relevant facts, “proper regard” of the state court decision requires that the 
federal authority presume there has been a “bona fide recognition of enforceable rights of the 
surviving spouse in the decedent’s estate.” 
 
  2. A surviving spouse is not automatically entitled to a marital deduction 
when he or she receives property from an estate or which otherwise belonged to the deceased 
spouse.  When the surviving spouse receives property as a result of an out of court settlement 
agreement, the presumption afforded by the Regulation will be inapplicable as there will not be a 
state court decision to which “proper regard” may be given.  Regardless of whether there is a 
state court decision, the marital deduction will be limited by the extent to which the surviving 
spouse has “enforceable rights” under state law.  As a result of the Bosch doctrine, the existence 
of enforceable rights is to be judged by federal authorities interpreting state law (absent a 
decision of the highest court of the state).  In addition, no marital deduction will be allowed for 
property received by a surviving spouse as the result of a settlement unless based upon “an 
enforceable right, under state law property interpreted.”  Ahmanson Foundation v. United States, 
674 F.2d 761 at 775 (9th Cir. 1981). 
 
 E. What constitutes a “bona fide recognition of enforceable rights of the surviving 
spouse in the decedent’s estate” under the Regulation? 
 
  1. What issues should be analyzed when property is surrendered or 
distributed to the surviving spouse pursuant to a settlement agreement? 
 
   a. Does the surviving spouse have an enforceable right?  As noted in 
the Ahmanson Foundation decision and Rev. Rul. 83-107, in the context of a settlement, the 
surviving spouse must have an enforceable right to a deductible interest, under properly 
interpreted state law, in order for the marital deduction to be recognized. 
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(1) The requirement of having an enforceable right with 
respect to the availability of the marital deduction for 
property assigned or surrendered to a surviving spouse 
pursuant to a settlement is well illustrated in PLR 9101025 
(October 10, 1990). 

 
(2) In PLR 9101025, the decedent died survived by her spouse 

and four children.  Pursuant to the terms of the decedent’s 
will, all federal and state estate and inheritance taxes were 
to be paid out of the residuary estate “as expenses of 
administration, without apportionment.”  Based on the 
dispositive scheme set forth in the decedent’s will, the 
estate taxes which were payable from the residuary estate 
substantially exceeded the residuary estate, thereby 
eliminating a residuary bequest to the surviving spouse.  In 
accordance with New York law, the surviving spouse 
elected to receive a statutory elective share of the 
decedent’s estate in the amount of $677,666 (one-third of 
the decedent’s estate).  The surviving spouse and the 
children subsequently entered into an agreement regarding 
the satisfaction of the elective share and the distribution of 
the remaining estate.  Pursuant to the agreement, the 
residuary trust established in the decedent’s will was to be 
funded with $990,000, which the executor deemed to be a 
sufficient amount of property so that the present value of 
the surviving spouse’s life interest would be equal to one-
third of the net estate.  The executors funded the trust with 
approximately $990,000.  The executors of the estate 
planned to elect to treat the entire residuary trust as 
qualified terminable interest property and to claim a marital 
deduction for the full value of the trust property.  Under 
New York law, the surviving spouse was entitled to a fee 
simple interest in the elective share of the estate, not a life 
interest in a trust.  As a result, the PLR states that the 
surviving spouse did not possess an enforceable right under 
New York law to receive the life estate/trust interest 
prescribed by the agreement in satisfaction of his elective 
share.  The agreement in this case was found to have 
“radically alter[ed] the nature” of the parties’ interests 
under state law.  Since the surviving spouse had no 
enforceable right under state law to have the elective share 
satisfied through such a trust arrangement, all of the 
property passing to the trust could not be treated as passing 
from the decedent.  The marital deduction was limited to 
the amount to which the surviving spouse had an 
enforceable right, which was the amount of the statutory 
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elective share ($667,666).  Would there have been a 
different result if the case was in Florida because of our 
elective share statute? 

 
   b. Is there a controversy?  In determining whether a settlement is a 
“bona fide recognition of enforceable rights of the surviving spouse in the decedent’s estate,” the 
courts have reviewed whether the agreement was made in good faith as the result of an arm’s 
length transaction.  One aspect of determining an arm’s length transaction is whether the 
proceedings are adversarial.  It is not essential that the controversy be fully litigated by the 
parties.  The courts appear to apply a strict standard when determining if there is a controversy.  
(Perhaps this is because allowing the marital deduction will defer and possibly reduce estate 
taxes.) 
 

(1) As seen in Estate of Kenneth L. Allen v. Commissioner, 
T.C. Memo 1990-514, 60 T.C.M. (CCH) 904 (1990), a 
controversy will not be presumed merely because the 
parties entered into an agreement governing the distribution 
of assets. 
 

(2) In the Allen case, the decedent’s will devised tangible 
personal property and a life estate in a personal residence to 
the surviving spouse.  A gift of property in the amount of 
the credit shelter amount was made to the children.  A 
marital deduction amount equal to one-half of the adjusted 
gross estate was then to be distributed to the surviving 
spouse, with the balance of the residue passing to the 
children.  There were insufficient assets to fund the credit 
shelter amount.  The surviving spouse and the children 
entered into a family agreement under which the surviving 
spouse received fee simple title to the personal residence 
and other assets not transferred to the children.  In 
consideration, the surviving spouse relinquished her 
community property share of certain specific property so 
that the children could receive title in fee simple with 
respect to such property.  The estate claimed a marital 
deduction for all of the property passing to the surviving 
spouse.  The estate argued that the property passed to the 
spouse as the result of the settlement of a will controversy.  
The Tax Court found no persuasive evidence of family 
conflict had been introduced.  Absent the bona fide 
controversy element, the property does not pass from the 
decedent to the surviving spouse as required by the 
Regulation, but rather passes pursuant to an agreement 
between the parties. 
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(3) Similar results occurred in Estate of Aronson, T.C. Memo 
2003-189, and DePaoli v. Commissioner, T.C. Memo 
1993-577.   
 

(4) In Aronson, a state court allowed for a decedent’s will to be 
construed and reformed in order for a trust for the surviving 
spouse’s benefit to constitute qualified terminable interest 
property.  The Tax Court refused to give the state court 
decision effect.  The Tax Court did not allow a marital 
deduction for the trust because there was not a “genuine 
and active contest” regarding the decedent’s will, and the 
decree by the state court was rendered by consent. 
 

(5) In DePaoli, the surviving spouse and the decedent’s son 
from a prior marriage entered into a settlement agreement 
regarding the disposition of the decedent’s estate.  Pursuant 
to the agreement, the son would receive the amount that 
could pass to him free of estate tax, with the balance 
passing to the surviving spouse.  The settlement agreement 
recited that there had been a dispute between the parties 
regarding the validity of the decedent’s will.  In disallowing 
the marital deduction, the Court found that there were no 
valid claims that the surviving spouse would have had 
against the estate in an effort to set aside the will.  
Furthermore, the Court allowed the IRS to assess gift tax to 
the son for the property that passed to the surviving spouse 
as a result of the settlement.   
 

(6) The taxpayer received a favorable ruling in Estate of 
Hubert v. Commissioner, 101 T.C. 314 (1993).  Upon the 
decedent’s death, numerous will contests were filed by 
various family members, including the surviving spouse.  
The parties were able to agree on a settlement which 
amended the terms of the decedent’s will and was approved 
by the presiding state court.  Under the settlement 
agreement, the estate was divided into two portions, a 
marital portion and a charitable portion.  The surviving 
spouse was named as beneficiary of a marital trust, over 
which she had a general power of appointment, and a QTIP 
trust.  The charity received its portion outright.  The IRS 
objected to the estate’s claim of a marital deduction with 
respect to the amounts funding the two trusts and argued 
that the marital deduction was limited to the lesser of the 
amount distributed to the surviving spouse under the 
settlement agreement and the amount which would have 
been distributable to her under the decedent’s will prior to 
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its amendment.  The basis of the argument was that the 
surviving spouse did not have an enforceable right to any 
amounts in excess of what she would have received under 
the will.  In analyzing the factors discussed in the preceding 
sections of this outline, the Court first looked to whether 
the settlement agreement was made in good faith as the 
result of arm’s length negotiations, and then looked behind 
the agreement to ensure that the claim on which it was 
based was valid.  (The original premise behind the will 
contest was undue influence.)  Taking all of the 
circumstances surrounding the settlement agreement into 
consideration, the Court found that the interests received by 
the surviving spouse under the agreement were in 
satisfaction of enforceable rights under the decedent’s 
estate, and the marital deduction should not be limited by 
the amount she would have taken under the decedent’s 
original will. 
 

(7) Practitioners in Florida should be aware of these cases if 
they are attempting to judicially modify a trust in order to 
qualify the property for the marital deduction. 

 
  2. What issues should be analyzed when property is surrendered or 
distributed by the surviving spouse pursuant to a settlement agreement? 
 
   a. As previously noted, the Regulation distinguishes between the 
effect on the marital deduction of settlements of will controversies resulting in the assignment or 
surrender of property interests to the surviving spouse and the assignment or surrender of 
property interests by the surviving spouse.  Almost all transfers to other beneficiaries resulting 
from post-mortem agreements with the surviving spouse may result in a loss of the marital 
deduction for the property originally vesting in or passing to the spouse that is later transferred. 
 
   b. Post-mortem arrangements between beneficiaries (other than 
qualified disclaimers) cannot transform non-qualifying interests into interests that can qualify for 
the marital deduction unless the spouse had enforceable rights to interests that would so qualify.   
 
   c. Is it necessary to have a controversy?  Although the Regulation 
speaks in terms of a “controversy” involving a decedent’s will, the courts have arguably 
eliminated the requirement that there be an actual controversy. (Perhaps this is because 
disallowing the marital deduction will result in the payment of estate taxes.)  The cases 
mentioned below applied a very broad definition of “controversy.” 
 

(1) In The Citizens & Southern National Bank v. United States, 
451 F.2d 221 (5th Cir. 1971), the Court found evidence that 
the respective interests of a decedent’s spouse and his son 
from a prior marriage were substantially adverse and that 
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both parties were represented by counsel in the negotiations 
for the agreement.  In the agreement, the surviving spouse 
relinquished any claims to the decedent’s estate in 
exchange for $40,000, and the son agreed that he would not 
oppose the widow’s application for statutory support from 
the estate.  The Court determined that this was sufficient to 
demonstrate that a “controversy” existed between the 
parties.  Accordingly, the marital deduction was limited to 
the $40,000 paid to the surviving spouse pursuant to the 
agreement. 
 

(2) Schroeder v. United States, 924 F.2d 1547 (10th Cir. 1991), 
involved a settlement agreement between a surviving 
spouse and the decedent’s two daughters from a prior 
marriage.  The settlement primarily dealt with the surviving 
spouse’s interests in a joint securities account and under the 
decedent’s will.  As a result of the settlement, the surviving 
spouse assigned the joint securities account to a trust which 
provided for one-fourth of the income to be distributed to 
her, with the balance of the income being divided among 
the daughters and their respective descendants, for the life 
of the surviving spouse.  The surviving spouse also filed to 
take an elective share of the decedent’s estate and 
subsequently transferred this interest to the trust which held 
the joint securities account.  The IRS disallowed the marital 
deduction for the joint account and elective share of the 
estate, and the Court ruled for the IRS.  In following the 
reasoning of the courts in The Citizens & Southern 
National Bank case and United States Trust Co. v. 
Commissioner, 322 F.2d 908 (2nd Cir. 1963), the Court held 
that “[t]o the extent a surviving spouse surrenders her share 
of the decedent’s property to other beneficiaries not entitled 
to the marital deduction to avoid litigation concerning her 
rights, it defies common sense to conclude that this 
property “passed” to the surviving spouse.  Not only is the 
ultimate recipient of the property a person other than the 
surviving spouse, but the transfer comprising the settlement 
could altogether escape taxation applying to gratuitous 
transfers of wealth.”  Therefore, the Court ruled that the 
property comprising the surviving spouse’s elective share 
of the estate and the joint account did not “pass” to her 
from the decedent and that she had surrendered her 
entitlement to this property in the settlement. 
 

(3) Keeping in mind that the computation of the estate tax is 
tax inclusive, while computation of the gift tax is tax 
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exclusive, a better result may be achieved in a case like 
Schroeder by having the surviving spouse accept the 
property, thus obtaining the benefit of the marital deduction 
for estate tax purposes, and then gifting such property to 
the other party. 

 
 F. What should the tax-savvy advisor take away from the aforementioned cases and 
the Regulation?  The authority relating to the “passing” requirement of §2056 of the Internal 
Revenue Code of 1986, as amended (referred to in this outline as the “Code”), make it clear that 
the allowance of the marital deduction will be strictly construed.  In the case of a settlement of a 
will contest or other controversy involving an estate, a marital deduction will always be limited 
to the value of the property actually received by the surviving spouse in the settlement.  
However, the marital deduction will not be allowed even though property is actually received by 
the surviving spouse as a result of the settlement unless the settlement agreement appears to be 
based upon actual rights of the surviving spouse, enforceable under state law. 
 
VIII. SETTLEMENT ISSUES PERTAINING TO THE CHARITABLE DEDUCTION 
 
 A. When dealing with settlement agreements under which there are issues with the 
estate tax charitable deduction, many of the same issues will be present as were previously 
discussed in the context of the marital deduction. 
 
 B. §2055(a) of the Code provides for a deduction from a decedent’s gross estate for 
“the amount of all bequests, legacies, devises or transfers” to or for the benefit of a charitable 
organization.  §2055(e)(2) of the Code provides that the deduction will be disallowed if an 
interest in property “passes” from the decedent to a charity and an interest in the same property 
“passes” from the decedent to a person (including an entity) other than a charity unless the 
property passes to a qualified charitable remainder trust or a qualified charitable lead trust.  
§2055(e)(3) of the Code allows the deduction if there is a qualified reformation of any 
“reformable interest” in trust which does not meet the requirements of §2055(e)(2).  §2055(a) 
does not contain a “passing from the decedent” requirement similar to the condition discussed 
above with respect to the marital deduction. 
 
 C. The regulations under §2055 of the Code do not contain many references to the 
settlement of a controversy involving an estate with respect to the availability of the charitable 
deduction.  Instead, the regulations provide that the determination of whether an interest “passes” 
from the decedent for purposes of §2055(e)(2) shall be made by applying the regulations under 
§2056 of the Code, which are discussed above. 
 
 D. Whether a charitable deduction is allowable as a result of a settlement of a dispute 
or a lower court ruling may differ based on the nature of the interest received by the charity.  
Recent cases and rulings seem to favor allowance of the deduction for the amount actually 
received if the charity receives a direct payment as a result of the settlement.  If the charity 
receives an interest in a split-interest trust pursuant to the terms of the settlement, the cases and 
rulings tend to apply a stricter standard.   
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 E. After the split-interest rules contained in §2055(e) of the Code were enacted in 
1969, the IRS adopted the position in Rev. Rul. 77-491, 1977-2 C.B. 332, that a disposition that 
did not qualify for the charitable deduction could not be converted into a disposition which 
would qualify for the deduction (even as a result of a bona fide controversy).  In the Revenue 
Ruling, the IRS disallowed a charitable deduction for an outright payment to a charity made 
pursuant to a settlement agreement in a will contest proceeding.  The parties to the proceeding 
disagreed as to which of the decedent’s wills was controlling.  The form of the gift to the charity 
under both wills was in a non-qualified split-interest form (i.e., a non-deductable remainder 
interest).  The IRS refused to allow the settlement in the state court to modify the charitable gift 
into a deductible interest. 
 
 F. After losing numerous cases in which the IRS relied on the reasoning contained in 
Rev. Rul. 77-491, including Flanagan v. United States, 810 F.2d 930 (10th Cir. 1987), Northern 
Trust Co. v. United States, 41 AFTR 2d 78-1523, 78-1 USTC 13,229 (D.C. N.D. Illinois 1977) 
and Strock Estate v. United States, 655 F. Supp. 1334 (W.D. Pa. 1987), the IRS changed its 
position and issued Rev. Rul. 89-31, 1989-1 C.B. 277.   
 
  1. In Flanagan, the decedent’s heirs and the trustees of the decedent’s 
revocable trust entered into a settlement agreement regarding the distribution of the decedent’s 
estate.  The presumptive heirs under the state’s intestacy statute had sued to have the revocable 
trust set aside.  Under the settlement, the decedent’s foundation was to receive a pecuniary 
amount of the estate (though the foundation would have received a non-qualified remainder 
interest under the terms of the revocable trust), with the balance being distributed among the 
intestate heirs.  The Court found that the settlement of the trust action was adversarial and not a 
mere post-mortem amendment of the trust.  The Court further ruled that the legislative intent to 
encourage gifts to charity was a priority, and the abuses sought to be avoided by the split-interest 
rules were not present where the charity actually received the distribution.  As previously noted, 
the Court rejected the IRS’ position in Rev. Rul. 77-491. 
 
  2. The Northern Trust Co. case involved a dispute between the sisters of the 
decedent and the charitable remainder beneficiaries.  Pursuant to the decedent’s estate plan, the 
sisters were to receive life estates, and the charities would receive the remainder of the assets 
upon the sisters’ deaths.  The charitable remainder interests were not passing through a required 
charitable remainder trust or pooled income fund.  After filing a will contest, the sisters entered 
into a settlement agreement with the charities under which the sisters would receive cash 
payments, and the charitable interests would be converted from non-qualified charitable 
remainder interests to outright bequests.  The IRS denied the estate’s claim for a refund based on 
the increased charitable deduction resulting from the settlement.  In ruling in favor of the estate, 
the Court saw no reason to disallow the deduction since the taxpayer only sought to deduct the 
amounts actually passing to charities.  
 
  3. Rev. Rul. 89-31 held that a charitable deduction is allowed for the 
settlement of a bona fide will contest that results in transforming a defective split-interest trust 
into an outright distribution to the charity.  This ruling pertained to a non-qualified testamentary 
split-interest charitable remainder trust.  The trust provided for income to be paid to the 
decedent’s child for lifetime, with the remainder passing to a charity upon the child’s death.  The 
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child contested the validity of the decedent’s will.  Pursuant to the settlement agreement entered 
into between the child and the charity, the estate made an immediate lump sum payment to the 
child, and the balance of the assets were distributed to the charity.  The IRS conceded in the 
ruling that an estate will be entitled to a charitable deduction under §2055(a) of the Code for the 
value of a remainder interest in a split-interest trust which passes directly to the charity pursuant 
to a settlement of a bona fide will contest, even though the split-interest trust did not originally 
meet the charitable deduction requirements of §2055(e)(2) of the Code.  This ruling revoked 
Rev. Rul. 77-491. 
 
  4. Despite its position in Rev. Rul. 89-31, the IRS has cautioned that it will 
continue to scrutinize settlement agreements of will contests to ensure that the settlement is not a 
collusive contest instituted to circumvent §2055(e)(2) of the Code.  This was the case in Terre 
Haute First National Bank v. United States, 91-1 USTC 60,070 (S.D. Ind. 1991).  In Terre 
Haute, a will contest resulted in a settlement agreement between the decedent’s children and a 
charity which was named as a remainder beneficiary of a pooled income fund.  As part of the 
settlement, $250,000 cash was distributed to the charity, outright and free of trust, for its 
unrestricted charitable purposes.  If a pooled income fund is qualified under §2055(e)(2)(A) of 
the Code, an estate is allowed to deduct the actuarial value of the charity’s remainder interest in 
the split-interest bequest.  The IRS challenged the amount of the charitable deduction resulting 
from the settlement agreement and argued that the settlement provided the charity with an 
accelerated remainder far in excess of the actuarial value of the gift provided for under the 
decedent’s will.  The Court agreed and held that the estate was only entitled to a charitable 
deduction to the extent that the charity had an enforceable right under properly applied state law 
(i.e, the maximum amount that the charity would have obtained if it had succeeded in litigation).  
The Court determined that the true actuarial value of the charitable gift under the terms of the 
will was $14,746 and limited the charitable deduction to this amount. 
 
 G. If the settlement results in less property passing to the charity than otherwise 
would be the case, then the charitable deduction will be limited to the amount the charity actually 
receives.  This result is in accord with Regulation §20.2055-2(d).  See also Sage v. 
Commissioner, 122 F.2d 480 (3rd Cir. 1941, cert. denied, 314 U.S. 699 (1941), and Dumont v. 
Commissioner, 150 F.2d 691 (3rd Cir. 1945). 
 
 H. Does the Bosch doctrine apply to settlements or state court proceedings involving 
the availability of a charitable deduction?  There is no legislative history with respect to the 
charitable deduction that is comparable to that for the marital deduction which was relied upon in 
the Bosch ruling. 
 
  1. The Court in Estate of Warren v. Commissioner, 981 F.2d 776, 71 AFTR 
2d 93-2160 (5th Circ. 1993), gave full regard to a state court judgment as a bona fide non-tax 
dispute, resulting in a reallocation of assets that increased the disposition to a charity.  In 
Warren, the bulk of the decedent’s estate passed into two charitable leads trusts pursuant to the 
terms of her will.  Each trust directed annuity payments to charities for a period of twenty years.  
At the end of the trust terms, the remainder of one trust passed to the decedent’s children, and the 
remainder of the other trust passing to the decedent’s grandchildren.  There was protracted 
litigation involving the estate (including approximately sixteen separate lawsuits filed by or 
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against the estate), and the administration expenses incurred during this time exceeded $9 million 
(approximately $2 million of which was paid from the principal of the estate).   
 
 The charities brought a suit since the payment of the administration expenses from the 
estate principal reduced the amount of the payments that each charity was to receive.  The 
charities requested the state court to direct that the administration expenses be paid from the 
post-mortem income of the estate.  Prior to the state court rendering judgment on the issue, the 
parties reached a settlement agreement under which the decedent’s will would be amended to 
direct that the administrative expenses would be allocated to and paid from the residuary post-
mortem income of the estate.  The state court modified the settlement agreement to provide that 
27.5% of the administration expenses would be paid from the estate principal and 72.5% of the 
expenses would be paid from the post-mortem income.  The IRS asserted an estate tax deficiency 
and claimed that all of the expenses should be paid from the estate principal.  The Tax Court 
agreed with the IRS, but was overturned on appeal.   
 
 The 5th Circuit decision cited the holding in Rev. Rul. 89-31 and determined that the 
application of Bosch and the relevance of a state court’s judgment to the resolution of a federal 
tax question will vary, depending on the particular tax statute involved, as well as the nature of 
the state proceeding that produced the judgment.  In Warren, the Court determined that the Tax 
Court erred by not giving effect to the state court’s decision since the tax statute involved in the 
case was the provision for the charitable deduction, and there is no legislative history for §2055 
of the Code comparable to the legislative history for §2056 of the Code.  The Court noted that in 
enacting the charitable deduction statute, Congress sought to encourage gifts to charities and 
upholding the Tax Court decision would be contrary to this intent.  Finally, the Court held that 
the record demonstrated that the dispute in Warren was truly adversarial and instituted for nontax 
purposes and that the parties reached an arms-length and bona fide settlement of that dispute that 
was essentially approved by the state court.  As a result, the Court concluded that the approach of 
Rev. Rule 89-31, and not that of Bosch, was appropriate in this context. 
 
  2. With respect to charitable deductions, multiple cases have refrained from 
citing to Bosch, and controlling effect has frequently been given to bona fide settlements of 
adversarial litigation not instituted for tax purposes.  This can be seen in the previously cited 
Flanagan, Northern Trust Co. and Strock cases. 
 
 I. Is it necessary to have a controversy?  As with the marital deduction, it is 
necessary to have an actual controversy in order to obtain a charitable deduction resulting from a 
settlement.  The IRS and the courts will look to whether there is a legitimate controversy which 
preceded the settlement and whether a state court determination (if a state court action was 
instituted) was requested and made solely to achieve a desired tax result.  The courts have not 
addressed the controversy requirement in the charitable deduction arena to the extent that it has 
been discussed in marital deduction cases.  This is more than likely a result of the assumption 
that a real controversy exists because the charity is likely to be an independent, third-party and to 
have interests adverse to the other parties to the settlement.  There is a smaller likelihood of a 
collusive proceeding than in the context of a marital deduction situation which is usually solely 
among family members.   
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  1. In all of the cases discussed above, the courts appear to rely on the fact 
that there was an actual controversy apart from the motivation to cure a defective charitable 
disposition.  However, in Oetting v. United States, 712 F.2d 358 (8th Cir. 1983), the Court 
suggested that the principal motivation (if not the sole motivation) in the state court proceeding 
was to cure the charitable deduction.  In Oetting, pursuant to the decedent’s estate plan, a trust 
was to be established for three elderly friends of the decedent.  The terms of the trust provided 
for $100 monthly payments to be made to each beneficiary for the balance of their respective 
lifetimes, with the balance of the trust passing to certain charities upon the death of the last living 
beneficiary.  The attorney who prepared the estate plan was under the mistaken impression that 
the decedent’s assets were worth less than $100,000.  The estate ended up being valued at $1.6 
million.  Since it was uneconomical to hold that sum in a trust that only provided $3,600 
annually to the beneficiaries, the trustees of the trust petitioned the state court to allow the 
trustees to terminate the trust, purchase an annuity to satisfy the monthly payments to the 
beneficiaries, and distribute the balance of the assets to the charities.  The trustees argued that if 
they continued to hold the assets in the trust, they would be breaching their fiduciary duties.  The 
state court approved the termination of the trust and the trustee’s plan of distribution.  The IRS 
denied the estate’s charitable deduction and argued that a legitimate controversy did not exist and 
that the state court proceeding was instituted for the sole purpose of avoiding estate taxes.  The 
Court ruled in favor of the taxpayer, finding that it would be a breach of fiduciary duty to 
continue the trust, the case did not present any abuses that the split-interest rules were designed 
to prevent, and the claimed deduction was no more than the charities actually received.  
 
  2. Despite the rulings mentioned above, the court may disallow the charitable 
deduction in the case of a purely collusive proceeding seeking to transform a non-deductible 
interest disposition into a deductible one.  In Burdick v. Commissioner, 979 F.2d 1369 (9th Cir. 
1992), the decedent’s will directed that his assets were to be held in trust for the decedent’s 
brother, with the remaining assets passing to a nephew and to a charity at the brother’s death.  
The IRS denied the estate’s charitable deduction as a nondeductible split-interest bequest.  One 
year later, the estate contacted the charity and proposed that the parties agree to terminate the 
trust and pay a lump sum to the charity.  The charity agreed and a settlement agreement was 
entered into.  In ruling against the estate, the Court found that the trust was terminated solely to 
obtain an estate tax deduction and that the cases described above therefore did not apply.  The 
Court noted that there was no will contest preceding the settlement agreement.  See also Estate of 
La Meres v. Commissioner, 98 TC 294 (1992). 
 
 J. How do the issues discussed above effect a trust that has been modified, construed 
or reformed?  This is of particular importance in Florida because of the aforementioned 
provisions of our Trust Code.  The distinction between a reformation and a construction may be 
significant in the tax court arena.  Generally, construing the original intentions of the decedent or 
settlor provides more certainty that the anticipated tax effect will be achieved than does a 
reformation.   
 
  1. As discussed above in Oetting, the Court in that case allowed a charitable 
deduction after the decedent’s estate plan was modified. 
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  2. In PLR 200027015, a decedent devised his remaining assets to a perpetual 
trust, the income of which was to be distributed to his church.  The trust terms directed that the 
church was required to first use the income to decorate the gravesites of certain family members 
and friends of the decedent.  The trustees questioned whether the IRS would allow a charitable 
deduction for the income interest of the trust because the decoration of the gravesites was a 
private purpose and may consume a large percentage of the income of the trust.  The trustees 
therefore instituted a proceeding to sever the private and charitable purposes of the trust.  The 
state court stated that the proceeding was a construction and reformation action.  The IRS ruled 
favorably and allowed the charitable deduction for the assets which were to be applied for the 
charitable purposes. 
 
  3. Estate of Starkey v. Commissioner, 223 F.3d 694 (7th Cir. 2000) makes a 
distinction between a reformation and a construction.  In Starkey, the availability of the 
charitable deduction hinged on the meaning of the term “missionaries” in construing a 
testamentary gift.  The trial court placed great significance on the fact that it deemed the 
proceedings to be a reformation action in denying the estate’s charitable deduction.  The trial 
court stated that a reformation can have no retroactive effect on a completed transaction with an 
entity, the IRS, that is not a party to the trust or the legal proceeding.  The appellate court 
reversed and allowed the deduction.  The appellate court ruling did not use the term reformation 
and viewed the case as a construction proceeding based on an ambiguous term. 
 

 4. In a recent Chief Counsel Advice Memorandum, the IRS stated it would 
not allow an income tax charitable deduction under §642(c) of the Code for a trust that was 
modified pursuant to a state court order because the post-modification charitable contributions 
would not be made “pursuant to the terms of the governing instrument.”  CCA 201651013.  The 
trust originally granted a beneficiary a testamentary power of appointment to appoint income to 
charities but was modified to permit a beneficiary to appoint income and principal to charities 
during the beneficiary’s life.  The taxpayer made a summary argument that the payments to 
charities were made “pursuant to the terms of the governing instrument,” as required under 
§642(c) of the Code, based on the plain dictionary meaning of “pursuant to” as “acting or done in 
consequence or in prosecution (of anything); hence, agreeable; conformable; following; 
according.”  Old Colony Trust Co. v. Commissioner, 57 S.Ct. 813 (1937).  However, the IRS 
focused on the fact the deductions would be made pursuant to a modified trust instrument and 
modification to a governing instrument would only be construed to be the governing instrument 
in situations where the modification stems from a conflict of some sort.  The IRS noted that there 
was no conflict with respect to the trust, the terms were unambiguous, and the purpose of the 
modification was to obtain an economic benefit which the parties believed they would receive 
from the modification of the trust.  

IX. SETTLEMENT ISSUES PERTAINING TO THE INCOME TAX 
 

When settling a trust or estate dispute, either through mediation or litigation, it is 
imperative to consider the income tax issues that may arise from a proposed settlement.  The 
primary focus of settlement discussions is usually on estate tax issues.  Nevertheless, if a 
beneficiary represented by counsel ends up with an unexpected income tax bill, although the 
estate litigation may be settled, a new malpractice action may begin. 
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A. What is the nature of a proposed distribution to a beneficiary? 

 1. Lyeth v. Hoey, 305 U.S. 188 (1938) addressed whether property received 
by a petitioner from the estate of a decedent in settlement of his claim against the estate as an 
heir would be subject to income tax.  The petitioner was the grandson of the decedent who, after 
leaving small bequests to her heirs, left her $3 million estate to a foundation to preserve the 
records of the earthly life of the founder of the Christian Science religion.  The heirs objected to 
the will on the grounds of lack of testamentary capacity and undue influence. 

Midway through the litigation, a compromise agreement was reached between the heirs, 
the trustees of the foundation, the executors and the Attorney General of Massachusetts, whereby 
the estate was divided between the foundation and the heirs.  The settlement agreement was 
approved by the probate court.  However, after the executors distributed assets to the heirs, the 
petitioner received a notice of deficiency.  Based on what was characterized by the IRS as a 
contractual agreement, the IRS treated the entire estate distribution as income for the year in 
which the distribution was received. 

At the time of the proceeding, the rule of law in Massachusetts provided that when a will 
was admitted to probate under a settlement agreement, the state succession tax would be applied 
to the property that passes by the terms of the will as written, and not as modified by a settlement 
agreement.  This was the law applied by the Court of Appeals.  However, the United States 
Supreme Court determined that whether the distribution was an “inheritance” exempt from 
income tax under federal law was a federal question that could not be determined by local 
characterization.  Id. at 193.  There was no question that, if the litigation had proceeded to a 
judgment in favor of the petitioner, the property received by the petitioner would not be subject 
to income tax under federal law.  The Court found that making a distinction between acquiring 
property through a judgment versus acquiring property through a negotiated settlement to a 
litigated matter was putting form over substance.  Because the petitioner’s claim was based upon 
his status as an heir of the decedent, the property received was characterized as an inheritance 
not subject to federal income tax. 

 2. The petitioner in Getty v. Commissioner, 913 F.2d 1486 (9th Cir. 1990), 
had a similar victory to that of the petitioner in Lyeth v. Hoey.  Ronald Getty was the son of J. 
Paul Getty and his third wife.  Although Ronald’s parents divorced when Ronald was only three 
years old, J. Paul Getty made many assurances during his lifetime that he would treat all of his 
sons equally.  However, when J. Paul Getty died, Ronald received only 2,000 shares of Getty Oil 
stock valued at $330,000, some personal effects, and a life estate in a house in Italy.  Getty at 
1489.  In contrast, the J. Paul Getty Museum received $1.2 billion in Getty Oil stock, and 
Ronald’s half-brothers were the income beneficiaries of a 1934 trust holding $1.3 billion in Getty 
Oil stock. 

Ronald sued to impose a constructive trust on the assets devised to the Museum “in an 
amount equal to the amount of income received by each of J. Paul’s other children (or their 
issue) from the 1934 trust...”  Id.  One year into the litigation, Ronald and the trustees of the 
Museum negotiated a settlement whereby Ronald would dismiss his claim for a constructive trust 
in exchange for the payment of $10 million.  Ronald did not report the settlement as income.  
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However, the IRS determined that the entire $10 million was taxable as ordinary income and 
assessed a deficiency of $6,883,975.  The IRS argued that Ronald himself had characterized his 
claim against the estate as one seeking an award of “income” equal to that the other Getty 
descendants had received from the 1934 trust.  The Court allowed that the reference to the 
income received by the other Getty descendants was merely defining an amount.  The Court also 
noted that the tax court record reflected the tax court’s finding that if J. Paul Getty had kept his 
word to Ronald, he most probably would have made a larger bequest to Ronald.  After agreeing 
that the taxpayer bears the burden of proof when establishing the character of the proceeds 
received in settlement, the Court concluded that Ronald met the burden of proof by the required 
preponderance of the evidence.  The entire $10 million settlement was not subject to income tax. 

 3. The petitioner was not so lucky in Mariani v. Commissioner, 54 T.C. 135 
(1970).  Here the petitioner had worked for his father as ranch superintendent for nine years, 
during which time he received a salary.  When the father died and the son learned he had been 
disowned by his father, the son filed a claim against the estate based on an alleged promise that 
by working on the ranch, the son would receive a portion of the ranch upon his father’s death for 
his services.  Although the son filed a claim in the amount of $275,000, the parties settled on the 
sum of $70,000.  Of this amount, over $30,000 was paid out in legal fees.  Adding insult to 
injury, the petitioner then received a notice of deficiency in which the IRS determined that the 
entire remaining balance of the settlement was taxable as ordinary income.  Id. at 137.  Based on 
the fact that the settlement was paid to settle a claim filed for services, and not to settle a will 
contest, the Court found that the entire amount received by the petitioner was includable as 
ordinary income. 

B. Who will bear the income tax burden of assets with income in respect of a 
decedent? 

 1. Individual Retirement Accounts.  When settling a trust or estate dispute, 
the net amount that a beneficiary receives can be greatly impacted by the distribution of assets 
that have a built-in income tax liability, such as an individual retirement account (IRA).  Each 
situation must be individually analyzed.  If the IRA is payable to the estate, and the personal 
representative withdraws the entire account balance to distribute the assets to the beneficiaries as 
part of a settlement agreement, it is important for the personal representative to make the 
distributions in the same year as the withdrawal to avoid trapping the income tax liability at the 
estate level without a corresponding distribution deduction.  It may be possible to distribute the 
IRA out of the estate or trust to one or more beneficiaries, without withdrawing the funds.  In 
some cases, overall taxes can be minimized by distributing an IRA to a party to the dispute who 
is in a lower income tax bracket.  When analyzing the net effect of a proposed settlement to a 
beneficiary, keep in mind that the recipient of the IRA may receive a corresponding income tax 
deduction under §691 of the Code. 

  a. In Private Letter Ruling 201021038, the grantor named his trust as 
the beneficiary of his IRA but rather than drafting the continuing trusts for the grantor’s 
daughters as conduit trusts so that each daughter could use her respective life expectancy for 
purposes of calculating the required minimum distributions of her share of the IRA, the attorney 
drafted the continuing trusts for the grantor’s daughters as discretionary trusts as to income and 
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principal.  The trusts also gave the daughters a power of appointment that allowed the trust 
property to be appointed to charities or older individuals.  The state court modified the trust, 
retroactive to the grantor’s date of death, to permit the IRA to be stretched out over the life 
expectancy of the oldest daughter (30.5 years) instead of a much shorter remaining life 
expectancy of the grantor.   

Citing Estate of La Meres v. Commissioner, 98 T.C. 294 (1992), the IRS ruled that the 
modification of a trust instrument, solely for tax considerations, is not effective to change the 
federal tax consequences of a completed transaction.  The IRS determined that, under the terms 
of the original trust document at the time of the father’s death, there was no designated 
beneficiary at the time of the father’s death.  The purpose of the trust modification, which 
occurred after the father’s death, was to create a designated beneficiary.  Although the IRS will 
look to local law to determine the nature of the interests provided under a trust document, the 
IRS stated it is not bound to give effect to a local court order that modifies the provisions of the 
document after the IRS had already acquired rights to tax revenues under the terms of the 
original document. 

  b. In Private Letter Ruling 201438014, the decedent created a trust 
before his death, and that trust was the designated beneficiary of the decedent’s IRA. The terms 
of the trust included pecuniary distributions of set amounts to two charities. The bequests to the 
charities were greater than the trust’s other, non-IRA assets. The trustee petitioned a state court 
to reform the trust so as to ensure that the trust’s distribution of the IRA assets to the two 
charities would be treated as direct bequests to the charities, and therefore not IRD to the trust. In 
the alternative, the trustee requested the reformation qualify the trust for a charitable deduction 
under §642(c) against the IRD that would be recognized. This would require that the trust 
instrument specifically designate the income of the trust go to charity. The state court granted 
both requests. 

The effort and expense to reform the trust was in vain. The IRS did not respect the 
reformation and concluded that the reformed trust did not meet the required directive within the 
trust that the charitable bequest come out of the residuary of the trust estate, or in the alternative, 
that there be specific instructions in the trust instrument that the trust’s income be dedicated to 
charitable distributions. The IRS relied on Revenue Ruling 59-15, 1959-1 C.B. 164, for the rule 
that a state court reformation does not govern where it did not arise from a will contest or other 
conflict.  

Another take away from this case is the fact that the distribution to charity was as a 
pecuniary bequest. The IRS ruled that the satisfaction of a pecuniary gift with the IRA property 
would be treated as a sale or exchange of the IRA asset by the trust, thus recognizing income.  It 
does not matter whether the transfer is accomplished with a title transfer or by the trust actually 
liquidating the IRA assets to distribute the money to the charity – the trust is treated as making a 
sale or exchange and will recognize the income and be responsible for the tax. 

 2. Deferred Compensation.  The same issues discussed above exist when 
deferred compensation is involved in structuring a settlement.  Deferred compensation may be 
payable to a marital trust for the benefit of the surviving spouse.  Consider how certain elections, 
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such as the QTIP election, or the lack of making a QTIP election, may effect the benefit received 
by the surviving spouse.  This issue may come into play in a second marriage situation when 
there are children from a prior marriage.  Assume the decedent has a $20 million estate and 
leaves 50% of the estate to a trust for the surviving spouse, which consists of $5 million of 
deferred compensation.  The residue, the remaining 50% of the estate, is distributable to the 
children from the decedent’s first marriage.  Under the documents, taxes are payable from the 
residue.  If the surviving spouse is the sole personal representative, that spouse could fail to make 
the QTIP election, generating a much larger estate tax burden that could significantly reduce the 
gift to the children.  At the same time, the spouse would benefit from the much larger income tax 
deduction under §691.  If a dispute arises in a case like this, part of the settlement agreement 
should include a determination of what elections will be made on the estate tax return. 

C. Are there capital gain tax issues that should be considered? 

 1. Built-in Capital Gains.  Given the protracted nature of litigation, it is 
possible that the value of assets in an estate will have increased in value between the date of 
death of the decedent and the date the assets are distributed pursuant to a settlement agreement.  
In this event the built-in capital gains of appreciated assets should be taken into consideration 
when structuring the settlement.  It would be helpful to know if any party to the litigation has an 
unused capital loss that could be used to offset gain that would otherwise be recognized on the 
sale of a distributed asset. 

 2. Gain on the Sale or Other Disposition of Assets.  In Cottage Savings v. 
Commissioner, 499 U.S. 554 (1991), the Court held that an exchange of property results in the 
realization of gain or loss under §1001 of the Code if the properties exchanged are materially 
different.  Properties are materially different if the properties are “different in kind or extent” or 
if the properties confer “different rights and powers.”  Id. at 565.  The IRS has applied the 
holding in Cottage Savings to proposed trust modifications resulting from litigation.  In Private 
Letter Ruling 200231011, the parties to the litigation included the grandson of the decedent and 
four charities.  Under the documents as drafted, the grandson was entitled to receive trust 
income, subject to a floor and a ceiling, and, upon the grandson’s later death, the remaining trust 
property would be distributed to the four charities.   

The proposed settlement agreement provided that a specified amount would be 
immediately distributed to the four charities.  The balance of the property would remain in trust 
for the grandson, and he would receive at least a 7% unitrust payment, along with distributions of 
income or principal to adequately provide for the grandson’s support.  The grandson would also 
have a testamentary general power of appointment.  The IRS found that the properties being 
exchanged under the proposed settlement were materially different for the following reasons: 

  a. The grandson would lose the protection of guaranteed minimum 
annual payments. 

  b. Payments to the grandson would not be limited by any ceiling. 

  c. Payments would be determined without regard to trust income. 
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  d. The grandson would have a testamentary general power of 
appointment. 

The IRS ruled that the portion of the adjusted basis assigned to the grandson’s interest in 
the original trust would be disregarded because his entire interest in the trust was not being sold.  
Because the grandson was deemed to have no basis in his interest in the original trust, the 
grandson would be required to recognize capital gain on the entire amount received in the 
exchange.  The ruling does not give any guidance on how to compute the amount of gain 
recognized on the exchange, but does state that any such gain would be long-term capital gain. 

X. SETTLEMENT ISSUES PERTAINING TO THE GIFT TAX 
 
 A. General Considerations 
 
  Pursuant to the Treasury Regulations, an exchange of property that is a bona fide 
transaction, at arm’s length and free from any donative intent, will be considered as made for 
adequate and full consideration in money or money’s worth.  Treas. Reg § 20.2512-8.  When 
analyzing whether a proposed settlement will generate any gift tax, the involuntary nature of the 
transfer is typically the basis for avoiding gift tax.  To support the claim of an involuntary 
transfer, there must be an actual conflict between the parties.  If there is no true conflict, then gift 
tax can be avoided by a showing of full and adequate consideration.   
 
 B. In Estate of Redstone v. Commissioner, 145 T.C. No. 11 (2015), the Tax Court 
rejected the IRS’s argument that a taxable gift resulted from the transfer of stock in a closely 
held corporation to a trust for the benefit of the taxpayer’s children pursuant to a contested 
family settlement agreement.   
 
 A father and his two sons formed a closely held company in 1959, and 100 shares were 
issued in each individual’s name.  Over time, one son became marginalized from the family and 
the business and quit the business in 1971.  Upon leaving, he demanded his 100 shares but they 
were not delivered to him as his father argued a portion of his shares were held by oral trust for 
the benefit of the departing son’s children.  The departing son ultimately had to enlist the help of 
an attorney and file a lawsuit.  After many months of contentious negotiations, and on advice of 
counsel, a settlement was reached.  The son would individually own 66 2/3 of the shares, and he 
would transfer 33 1/3 shares to an irrevocable trust for his children.   
 
 The IRS became aware of the transfer some forty years later (due to subsequent litigation 
by the departing son’s child that all 100 shares should have been held in trust) and assessed 
departing son’s estate $737,625 in gift tax, $368,813 as a fraud penalty or alternatively a $36,881 
negligence penalty, and a $184,406 penalty for failing to file a gift tax return.  In rejecting the 
IRS’s gift tax and penalty assessments, the Tax Court held there was no liability for gift taxes 
and penalties because (1) the settlement was a bona fide settlement as there was a genuine 
dispute and no collusion between the parties, (2) the transfer of shares was “arm’s length” since 
it was a result of a settlement and he was genuinely estranged from his family, and (3) that the 
transfer lacked donative intent because he initially demanded his 100 shares and filed a lawsuit 
to compel their delivery.   
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 Interestingly, in Redstone v. Commissioner, T.C. Memo 2015-237, the IRS was 
successful in assessing gift tax (but no penalties) against the other son, who three weeks after the 
settlement discussed above, transferred 1/3 of his respective 100 shares to trusts created for his 
children.  The father sincerely wanted shares held for the benefit of his two sons children and the 
second son wanted to honor his father’s wishes.  The second son did not file a gift tax return.  
The Tax Court distinguished this case from his brother’s in that this transfer was not in the 
ordinary course of business for adequate and full consideration.  There was no evidence of a 
bona fide dispute over the ownership of this son’s stock.  While this transfer was motivated by 
the settlement agreement and pleased his father because it equalized the shares owned by the 
grandchildren, this transfer was deemed to have donative intent by the Tax Court, and was 
deemed to be a taxable transfer.  No demand was ever made on this son’s shares, no negotiations 
occurred over the ownership of the shares, a lawsuit was never filed, and no release of claim was 
filed from his father upon transferring the stock to the trust.    
 
 C. Gift Tax Imposed by §2519 of the Code 
 
  The transfer of an income interest in property is generally not treated as transfer 
of the remainder interest in the property, with one exception.  §2519 of the Code provides that if 
a surviving spouse transfers any portion of an interest in a trust that has previously qualified for 
the estate tax or gift tax marital deduction as qualified terminable interest property (“QTIP”), the 
disposition by the surviving spouse of the qualifying income interest will be treated as a 
gratuitous transfer of the remainder interests.  I.R.C. §2519(a).  §2519 applies to all dispositions 
of a qualifying income interest, including a sale.  In contrast, if the surviving spouse sells his or 
her income interest for full and adequate consideration under the Internal Revenue valuation 
tables, the transfer of the income interest is not a gift.  The application of §2519 is best illustrated 
in Examples 1 and 2 of Treasury Regulation §25.2519-1(g). 
 
 In Example 1, the QTIP election is made for a personal residence valued at $250,000.  
The spouse has a life estate, with a remainder to the children.  When the property is valued at 
$300,000, the spouse’s lifetime interest is calculated under tables as $100,000.  The spouse gifts 
her interest in the property to the children.  Pursuant to §2519, the spouse will have made a gift 
of the remainder interest, which is valued $200,000 (the current value of the house less the value 
of the spouse’s income interest).  In addition, pursuant to §2511 of the Code, the spouse will 
have made a gift of the income interest valued at $100,000. 
 
 In Example 2, the facts are the same, except that the surviving spouse sells the income 
interest to the children for $100,000.  In this example, the gift under §2519 is limited to the 
$200,000 gift of the remainder interest.  No gift tax is imposed under §2511 as the spouse 
received full and adequate consideration for the remainder interest. 
 
 D. Private Letter Ruling 200844010 
 
  This private letter ruling gives practitioners a blueprint of how to navigate the 
minefield of §2519 in potential settlement agreements.  When there is more than one remainder 
beneficiary, and one of the remainder beneficiaries institutes legal action, that litigating 
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beneficiary’s share in the trust can be commuted if the QTIP trust is first segregated into separate 
QTIP trusts, each with one remainder beneficiary.  The application of §2519 will then be limited 
to the transfer of the qualifying income interest of the surviving spouse in the one trust that is 
terminated.  The other QTIP trusts will not be affected. 
 
 
 
XI. SETTLEMENT ISSUES PERTAINING TO THE GST TAX 
 
 A. When considering the tax issues involved in a settlement agreement, a practitioner 
may not initially focus on the generation-skipping transfer (“GST”) tax implications of the 
settlement.  However, in some instances, there may be serious consequences if the GST tax 
issues are not analyzed and addressed in the settlement context. 
 
 B. One of the most important factors when considering the GST tax consequences of 
a settlement is to determine the date on which the trust in dispute was established.  If the trust 
became irrevocable on or before September 25, 1985, and no additional assets have been 
transferred to the trust since that date, the trust is not subject to the GST tax.  Such trusts are 
typically referred to as “grandfathered trusts”.  If the trust in dispute is a grandfathered GST 
trust, great care should be taken by the parties to a settlement to not jeopardize this tax-favorable 
status. 
 
 C. In general, the GST tax consequences of a settlement that need to be considered 
include: 
 
  1. Will the settlement cause a grandfathered trust to become subject to GST 
tax, in whole or in part? 
 
  2. Will the settlement result in a trust which has an inclusion ratio of zero 
(i.e., a GST-exempt trust) receiving additional assets?  If so, are the assets that the trust will 
receive pursuant to the settlement exempt from the GST tax? 
 
  3. Will the settlement result in the disputed trust being treated as having a 
change of transferors or a change in the generation assignments of any of its beneficiaries? 
 
  4. Will the settlement result in a taxable generation-skipping transfer (i.e., a 
direct skip, taxable distribution or taxable termination) being deemed to have occurred? 
 
 D. The Treasury Regulations pertaining to the GST tax address the effect of 
settlements on GST-exempt trusts.  Treas. Reg. §26.2601-1(b)(4)(i)(B) states that “a court-
approved settlement of a bona fide issue regarding the administration of the trust or the 
construction of the terms of the governing instrument” will not result in the trust losing its 
exempt status if (1) “the settlement is the product of arm’s length negotiations” and (2) it is 
“within the range of reasonable outcomes under the governing instrument and applicable state 
law addressing the issues resolved by the settlement.”  A practitioner will therefore need to 
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ensure that a settlement meets the following criteria which are required by the terms of the 
Treasury Regulation: 
 
  1. A court has approved the settlement which has been sought and obtained 
in an arm’s length negotiation.  (It is unclear whether each party is required to have separate 
counsel.) 
 
  2. The settlement involves a bona fide issue in dispute regarding the 
administration of the trust or a construction of the terms of the trust agreement (i.e., the parties 
have a legitimate purpose for the settlement other than to achieve a favorable tax result).  The 
IRS will be looking for evidence of a collusive settlement. 
 
  3. The settlement is within the range of reasonable outcomes regarding the 
issue under state law and the trust agreement.  (A compromise that is somewhere in between the 
outcomes for which the opposing parties argued should be sufficient.)  The Treasury Regulation 
does not require that the settlement reflect an outcome that a court would have reached if the 
matter reached a decision on its merits. 
 
 E. Treas. Reg. §26.2601-1(b)(4)(i)(C) states that a construction action to resolve an 
ambiguity or to correct a scrivener’s error (e.g., a reformation to correct mistakes pursuant to 
Florida. Stat. 736.0415) will not result in a trust losing or tainting its grandfathered status so long 
as there is a bona fide issue, and the construction is consistent with state law that would be 
applied by the highest court of the state.  (Note that the standards for a settlement and a judicial 
construction are different.)  The preamble to the Treasury Regulation specifically refers to the 
standard established in Bosch.  
 
 F. The final safe harbor to prevent the loss or tainting of grandfathered status is 
found in Treas. Reg. §26.2601-1(b)(4)(i)(D), which provides that a modification of the trust 
agreement by judicial reformation or non-judicial reformation that is valid under applicable state 
law will not cause an exempt trust to lose its grandfathered status or have such status tainted if 
“the modification does not shift a beneficial interest in the trust to any beneficiary who occupies 
a lower generation…than the person or persons who held the beneficial interest prior to the 
modification” and if it does not extend the period for vesting any interest beyond that provided in 
the original trust.  If the modification results in an increase in the amount of a generation-
skipping transfer or the creation of a new generation-skipping transfer, then a shift of beneficial 
interest to a lower generation will be deemed to have occurred.  This determination is made by 
referencing the effect of the trust agreement on the date of the modification with the effect 
immediately prior to the modification.  (If the effect cannot be immediately determined, then a 
shift is deemed to have occurred.)  A shift will not be deemed to have occurred if the 
modification that increases the amount transferred is the result of a mere administrative change 
(such as a change that lowers costs or income taxes for the trust). 
 
 G. The subjective and fact dependent nature of the criteria for the safe harbors for 
grandfathered GST trusts have created a demand for rulings on the issue.  In any settlement or 
dispute situation involving a grandfathered GST trust, a practitioner should carefully examine the 
regulations.  See Private Letter Ruling 201702006 as an example of a private letter ruling that 
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has analyzed GST issues with respect to court modifications.  Given what is at stake, it may be 
wise to condition any settlement agreement on obtaining a favorable private letter ruling from the 
IRS.  However, on March 3, 2017, the IRS announced that “due to budget cuts and prolonged 
strain on agency resources,” the IRS has suspended the issuance of private letter ruling relating 
to certain GST tax issues, including the modification of GST tax-exempt trusts. 
 
 H. What would be the effect if a trust loses its grandfathered status or if the status is 
tainted as a result of a negotiated settlement agreement?  The regulations and private letter 
rulings on this subject do not provide much guidance on this issue.  (The positions taken by the 
IRS in the PLRs have been inconsistent and have caused much uncertainty in this area.)  If a 
practitioner is dealing with a trust that has lost its grandfathered status or had its status tainted, 
the following issues would need to be addressed with respect to the new trust: 
 
  1. Who is the transferor or transferors for GST tax purposes? 
  
  2. If there is not a change in the identity of the transferor, can GST 
exemption be allocated to the trust? 
 
  3. If GST exemption can be allocated to the trust, when can it be allocated or 
deemed to be allocated for purposes of determining the trust’s inclusion ratio? 
 
  4. How do the generation assignment rules which provide for the transferor 
to move down a generation upon a taxable event apply with respect to events that have already 
occurred and which would have triggered a taxable event if the trust had not been a 
grandfathered GST trust at the time of such events? 
 
 I. When entering into a settlement which involves aspects of the GST tax, what 
additional issues should be considered? 
 
  1. If a transfer will occur for GST tax purposes as a result of the settlement, it 
is important to determine who will be deemed to be the transferor for purposes of the GST tax.  
If a party (i) is deemed to have made a gift for tax purposes or (ii) will have the property 
included in his or her gross estate for estate tax purposes at some point in the future, he or she 
will become the transferor for GST tax purposes. 
 
  2. If a party will be treated as making a gift to an existing trust for tax 
purposes, then the gift may result in a change to the trust’s inclusion ratio and may result in the 
trust having multiple transferors for GST tax purposes. 
 
  3. If beneficial interests will be shifted to a party who is assigned to a 
different generation than the party who held the interests before the settlement, then an 
immediate GST tax may be incurred.  The settlement may also alter the potential for future 
generation-skipping transfers or change the type of transfer that will occur. 
 
  4. The GST tax consequences may be tied to the estate and/or gift tax 
consequences of the settlement.  It may be necessary to resolve the estate and gift tax 
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consequences of the settlement, as discussed in the prior sections of this outline, prior to 
determining the GST tax implications. 
 
 J. In the settlement process, how should a practitioner deal with a trust with an 
inclusion ratio of zero?  Many of the same issues pertaining to a grandfathered GST trust will be 
applicable when dealing with a trust with an inclusion ratio of zero (i.e., a GST-exempt trust; no 
GST tax will be imposed with respect to any distributions or terminations of interests in the 
trust).  As with the grandfathered GST trusts, you will generally want to preserve the GST-
exempt status of a trust with an inclusion ratio of zero.  However, there are some differences in 
dealing with the two types of trusts: 
 
  1. The IRS has not released regulations dealing with a settlement agreement 
or judicial construction pertaining to a trust with an inclusion ratio of zero. 
 
  2. A trust with an inclusion ratio of zero may provide more flexibility in 
negotiating a settlement since the trust agreement was prepared after the implementation of the 
GST tax and may have provisions allowing the trustee to adjust the GST attributes of the trust 
(e.g., a provision allowing the trustee to divide the trust into GST-exempt and non-exempt 
shares).  This flexibility may also be useful if there will be a change in transferors or there are 
additional transferors as a result of the settlement.  For instance, the trustee may be permitted by 
the terms of the trust agreement to sever the trust into separate subtrusts for each transferor. 
 
 K. When dealing with a trust that has an inclusion ratio greater than zero, the primary 
concern of the parties negotiating a settlement agreement should be to ensure that the settlement 
will not trigger a taxable termination or taxable distribution which would result in a GST tax 
being immediately owed (e.g., the settlement requires a trust to be divided into separate trusts 
and the only beneficiaries of one of the trusts are skip persons). 
 
 L. A practitioner should ensure that any severance of a trust is done in accordance 
with the qualified severance rules of §2642(a)(3) of the Code.  The division of the trust must be 
made pursuant to local law or authorization in the governing instrument, be made on a fractional 
basis (which may be determined by means of a formula), and not be based on a pecuniary 
amount.  The terms of the new trusts must provide, in the aggregate, for the same succession of 
interests as the original trust (i.e., the beneficiaries and interests of the beneficiaries of the 
separate trusts, viewed collectively, are identical to the beneficiaries and their interests under the 
original trust).  The parties may want to set out the criteria for making a qualified severance of 
the disputed trust(s) in the terms of the settlement agreement. 
 
XII. VALUATION OF ESTATE TAX DEDUCTIONS 
 
 A. Ithaca Trust Co. v. United States, 279 U.S. 151, (1929) established the rule that 
estate tax deductions are to be valued as of the date of death, without the benefit of knowledge 
learned after the fact.  In this case, the decedent left his estate in trust for the lifetime benefit of 
his wife, with the remainder interest going to charities.  Just six months after the decedent’s 
death, before the estate tax return was filed, the wife died unexpectedly.  The executor of the 
estate sought to take as a charitable deduction the entire amount that the charities actually 
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received, rather than calculating the remainder interest by using the mortality tables.  The IRS 
was successful in arguing that, regardless of the fact that it was a known fact that the wife only 
survived her husband by six months, the executor was required to value the wife’s life 
expectancy using the Service’s mortality tables, substantially reducing the charitable deduction 
allowed. 
 
 B. In O’Neal v. United States, 258 F.3d 1265 (11th Cir. 2001), the IRS was defeated 
by the same argument it advanced in Ithaca Trust.  In 1987, the O’Neals transferred all of their 
stock in their closely-held family corporation to their children.  Their gift tax returns were timely 
filed, and Mr. O’Neal died shortly thereafter.  When the statute of limitations ran on the gift tax 
returns, the IRS was barred from collecting any additional gift tax from either Mr O’Neal’s estate 
or from Mrs. O’Neal.  In 1991, two days before the statute of limitations for transferee gift tax 
liability had run, the IRS issued notices of deficiency against the O’Neal heirs in the amount of 
$9,407,226.  When Mrs. O’Neal died in 1994, her estate tax return showed a negative value for 
the estate as the result of deductions on Schedule K in the amount of $9,407,226 for claims of 
reimbursement for transferee liability.  In 1995, the family and the IRS settled on a deficiency 
amount of $487,814, plus interest.  The IRS then attempted to reduce the $9,407,226 deduction 
on Schedule K to the amount of the agreed upon deficiency, resulting in a taxable estate.  Opting 
to follow Ithaca, the court rejected the position of the IRS, holding that the §2053(a)(3) 
deduction should be valued as of Mrs. O’Neal’s date of death, without regard to the subsequent 
settlement.     
 
XIII. SUPPLEMENTING RETURNS AS A RESULT OF A SETTLEMENT 
 
 A. In the event that a decedent’s will or trust is contested, or there are any other 
proceedings pertaining to the estate or trust, it is quite common that the matters will not be 
settled prior to the filing of a decedent’s federal estate tax return (Form 706).  What are the 
duties of the practitioner and the preparer of the return in these cases, and what factors should be 
considered when deciding whether to amend or supplement a return? 
 
 B. The federal estate tax return is due within nine months after the date of the 
decedent’s death.  The due date can be extended to fifteen months after death.  If a settlement is 
entered into prior to the original or extended due date, the details of such settlement should 
obviously be taken into account when preparing the return.  The settlement should generally be 
disclosed on the return (e.g., describe the nature of the dispute, the details of the settlement and 
any conditions or contingencies contained in the settlement). 
 
 C. How should an ongoing dispute be disclosed on the return?  There should be a 
statement referencing and providing basic details of the ongoing dispute, including the nature of 
the dispute, the primary issues asserted by the parties, and sufficient other information to apprise 
the IRS of the nature of any omitted items which could change the estate tax liability.  In 
particular, Schedule K of the return (debts of the decedent) includes a column in which the 
amount in contest regarding any debts are required to be disclosed, and a statement regarding 
possible contests of amounts reflected as payable to charities is required on Schedule O 
(charitable deductions).   
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 D. What matters should be considered when filing a return in the midst of an ongoing 
dispute? 
 
  1. A practitioner needs to be aware that the manner in which the dispute is 
disclosed on the estate tax return will be discoverable by the parties to the dispute.  If the 
practitioner is not preparing the return, he or she should work closely with the preparer of the 
return regarding the disclosure of the dispute on the return. 
 
  2. Care should be taken not to assert positions adverse to the estate without 
the appropriate cautionary or disclaiming statements. 
 
  3. If the ongoing dispute might impact the amount of estate tax to be paid 
(e.g., the dispute would effect the amount of assets passing to a surviving spouse which would 
qualify for a marital deduction), a practitioner may need to consider potentially conflicting 
objectives. 
 
   a. Generally, a fiduciary will not want to overpay the amount of tax 
determined to be reasonably due.  This would require the fiduciary to request a refund from the 
IRS if too much was paid in estate taxes.  In addition, if there is a dispute about the amount of a 
deduction or the inclusion of an asset, the fiduciary may want to initially determine the lowest 
amount of estate tax that would be due. 
 
   b. However, in some instances, if the fiduciary is taking the position 
in state court litigation that certain assets are part of the estate or certain obligations are not 
properly payable from the estate, the fiduciary may want to overpay the amount of tax 
determined to be reasonably due so that the estate tax return does not take a position contrary to 
the ongoing litigation. 
 
   c. The fiduciary will also have to weigh the fiscal impact of 
underpaying the tax (e.g., interest and penalties to be paid) versus overpaying the tax (e.g., 
interest on refunds and opportunity costs on the tax paid and later refunded). 
 
 E. The general rule regarding the filing of tax returns is that the statute of limitations 
for assessments is three years from the date that the return was filed (see §6501(a) of the Code).  
A practitioner should be mindful of when the statute of limitations will expire with respect to 
taxes that might have been overpaid as a result of a court ruling or settlement, or if there is a 
deficiency due to the estate receiving additional assets as a result of a settlement or judgment. 
 
 F. What issues should a practitioner consider when deciding whether to file a 
supplemental estate tax return?  The Code and Regulations do not contain any provision that 
would require a taxpayer to file such a return.  Reg. 1.461-1(a)(3) states that a taxpayer “should” 
file an amended federal income tax return in certain circumstances; however, there is no such 
regulation pertaining to federal estate tax returns.  In fact, Reg. 20.6081-1 states that an estate tax 
return “cannot be amended after the expiration of the extension period although supplemental 
information may be subsequently filed.” 
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 G. Does the practitioner who prepared the estate tax return have an ethical duty to 
file a supplemental estate tax return if, as the result of a settlement agreement or judgment, the 
estate tax liability is actually greater than that reported on the filed federal estate tax return?  
Section 10.21 of Circular 230 provides that an attorney who knows that a client has made an 
error or omission on any return shall promptly advise the client of the fact of such error or 
omission.  Section 10.21 specifically states that there is “no requirement to report undiscovered 
income or assets found after a return is filed.”  However, Circular 230 imposes on the attorney 
the obligation to (1) notify the client, (2) explain the potential consequences of such error and 
omission and (3) discuss the possible imposition of interests and penalties. 
 
 H. In the case of Estate of Williamson, TCM 1997-77, a decedent’s estate was in a 
dispute with the surviving spouse regarding the decedent’s share of community property assets.  
A federal estate tax return was timely filed, and thereafter a settlement was reached in the 
dispute.  As a result of the significant amount of assets received by the estate in the settlement 
agreement, the amount of the estate tax liability increased.  The IRS issued a deficiency notice, 
but it was not served within the three-year statute of limitations period discussed above.  In 
ruling against the IRS, the Court rejected the IRS’ argument that it did not matter that the notice 
was served after the expiration of three-year statue of limitations period since the executor of the 
estate was aware of the increased estate tax liability prior to the expiration of the limitations 
period and did not file an amended estate tax return.  It would appear from the Williamson ruling 
that there is not a legal or mandatory requirement to file a supplementary 706 even if there is 
new information discovered after the estate tax return is filed which affects the amount of the 
estate tax liability. 
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