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Marital Deduction Not Reduced by Federal
Estate Taxes Resulting from Assets Included
in Estate under I.R.C. § 2036

by Robert P. Achenbach, Jr."

In general, for purposes of the marital deduction, the value of property passing to the
surviving spouse, and therefore the amount of the deduction, is reduced by federal estate
taxes and other administrative costs attributable to the marital share unless state law or
the will provides otherwise.! However, if there are insufficient estate assets not included
in the marital bequest to pay federal estate taxes, the marital assets used to pay those
taxes reduce the marital deduction whether or not so directed by state law or the will.2

A recent case® explores the effect on the marital deduction by federal estate taxes due
because of property not in the estate but brought into the taxable estate by imposition of
L.R.C. § 2036 on pre-death gifts.

The Prior Case

In April 2002, the decedent and spouse had formed a family limited partnership (FLP)
and both contributed a total of $8,667,342 in assets to the FLP in exchange for each
receiving a 49.5 percent limited partnership interest and a 0.5 percent general partnership
interest. By January 2003, the decedent had transferred 27.7 percent of the interests in
the FLP as gifts to family members. The decedent died in February 2004.

The decedent’s will provided for the passing of estate assets to the surviving spouse
“undiminished by any estate, inheritance, succession, death, or similar taxes and having
a value equal to the maximum marital deduction.” Under Georgia law, federal estate
and state inheritance taxes are to be paid from the residue of an estate unless otherwise
directed in the will.5 Thus, the decedent’s will had no provision as to the allocation of
any estate taxes, a reasonable omission given that the decedent expected the marital
deduction to reduce the estate taxes to zero. However, if the estate still owed estate taxes,
the decedent’s will provided for a credit bypass trust for the decedent’s children up to the
extent of the applicable credit amount. This case would have ended there, except the will
had no applicable provision if the additional estate taxes exceeded the applicable credit
amount, as they did as of the conclusion of the first hearing of this case.

In this prior case,’ the court held that the value of the pre-death gifts of the FLP interests
had to be included in the taxable estate under I.R.C. § 2036 because the transfer of property
to the FLP was not considered a bona fide sale for adequate and full consideration, the
estate failed to show that the FLP was formed for any legitimate and significant non-
tax reason, and there existed an implied agreement among the family members that the
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decedent and spouse would retain control over the FLP and its
assets during their lifetime.

In addition, the court held that the marital deduction could not
be increased by the value of the property brought into the taxable
estate under I.R.C. § 2036 because the pre-death gifts were not
made to the surviving spouse and would not be included in the
surviving spouse’s estate.

The inclusion of the pre-death gifted FLP interests used up the
applicable credit amount, before any consideration of the credit
bypass trust, and resulted in an assessment of estate taxes.

The Current Case

After the prior holding that the value of the pre-death gifted
FLP interests were included in the decedent’s estate, the estate
and IRS disagreed on the issue of whether the payment of the
additional taxes resulting from the gifts was chargeable to the
marital bequest and consequently reduced the marital deduction.

The IRS argued that, under .R.C. § 2056(a) and Treas. Reg.
§ 20.2056(a)-1(a), (b)(1)(ii) the marital deduction is available
only with respect to assets actually passing from the decedent
to the surviving spouse; therefore, the marital deduction must
be reduced to account for the assets used to pay federal estate,
state death taxes, and related interest.

The estate argued that .R.C. § 2207B(a) gives the estate the
right to recover estate taxes, if resulting from inclusion under
L.LR.C. § 2036 of pre-death gifts, from the recipients of the pre-
death gifts.”

The court pointed out that the decedent’s will® indicated
the decedent’s intention that the marital bequest was not to
be charged with payment of estate taxes; therefore, I.R.C.
§ 2207B(a) applies to allow the decedent’s estate to pay the
additional taxes without reducing the marital bequest or
deduction.

The IRS also argued that Treas. Reg. § 20.2056(b)-4(c)(1)
requires that

“In the determination of the value of any property interest

which passed from the decedent to his surviving spouse,

there must be taken into account the effect which the

Federal estate tax, or any estate, succession, legacy, or

inheritance tax, has upon the net value to the surviving

spouse of the property interest.”
The court ruled that the regulation did not apply in this case
because the marital bequest would not be affected by the
additional taxes which were to be paid by the donees of the
pre-death gifts.

Thus, the Tax Court held that the additional taxes resulting
from inclusion under [.R.C. § 2036 of the value of pre-death
gifts were not chargeable to the marital bequest and did not
reduce the marital deduction.

Effect of Post-Death Estate Income on Marital Deduction

A second issue litigated in this case concerned whether the
estate could increase the marital deduction by the amount of
post-death income produced by the estate and passed to the
surviving spouse.

LR.C. § 2056(a) provides the marital deduction such that the
value of the taxable estate shall be determined by deducting from
the value of the gross estate an amount equal to the value of any
interest in property that passes or has passed from the decedent

to a surviving spouse. The marital deduction is permitted “only
to the extent that such interest is included in determining the
value of the gross estate.”

Post-death income earned by an estate is reported as ordinary
income of the estate!’ and is not included in the taxable estate
for estate tax purposes." Thus, the court held that the post-death
income could not increase the marital deduction because the
income was not included in the taxable estate.
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