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The merits of the claims typically drive the negotiations 

to resolve a trust or estate dispute. Tax issues often are a 

secondary focus. It is not uncommon for the litigator to wake 

up the morning after reaching a settlement wondering if she or 

he neglected to appreciate a significant tax issue. The purpose 

of this article is to help trust and estate litigators identify the 

tax issues most likely present in a trust or estate dispute, so 

they can be sensitive to these issues when guiding their clients 

through settlement.

The trust and estate litigator advising on a settlement 

strategy should always consider the impact that taxes may 

have on the value of a claim. If a property right or interest is 

transferred, modified, or terminated in a settlement, the client 

may be subject to unanticipated tax exposure. For example, 

the client may receive an IRS Form K-1 or 1099 in the year 

following a settlement requiring the client to report as taxable 

income all or part of the settlement payment. The IRS may 

notify the client who is the surviving spouse that a lump-sum 

payment he or she received in a settlement terminating the 

surviving spouse’s interest in the deceased spouse’s estate has 

triggered an estate or gift tax. The IRS may notify the client 

that the partition through settlement of a trust that was exempt 

from the generation-skipping transfer tax has caused the trust 

to lose its exempt status. The local county assessor may notify 

the client that real property received in the settlement will be 

reassessed for property tax purposes.

This article focuses on the relevant tax laws and techniques 

an attorney may employ to: (1) avoid an unexpected tax surprise 

when guiding the client through settlement of a trust or estate 

dispute; and (2) reach a settlement agreement that the IRS and 

federal courts are more likely to respect for federal tax purposes.

Part I of this article summarizes the tax laws that the 

authors anticipate may be involved in a typical trust or estate 

dispute. 

Part II discusses the factors the IRS and federal courts will 

apply to determine whether to respect a settlement agreement 

and the principles that have emerged from the relevant case law.

Part III presents a hypothetical to illustrate the tax laws and 

factors discussed in Parts I and II. 

Part IV evaluates the scrutiny the IRS will give to the 

pleadings, discovery, and settlement documents in deciding 

whether to respect the tax-related provisions of a settlement 

agreement. Part IV concludes with strategies an attorney may 

employ to obtain a favorable decision on those tax provisions.

I. RELEVANT TAX LAWS

A. Federal Income Tax 

1. Gross Income

Gross income means “all income from whatever source 

derived” unless specifically excluded by law.1 Property received 

by “gift, bequest, devise, or inheritance” is excluded from gross 

income and is therefore not subject to income tax,2 although 

the income generated by such property after receipt is included 

in gross income and subject to income tax to the recipient.3 A 

gift, bequest, devise, or inheritance of income from property, as 

opposed to the property itself, is also included in gross income 

and therefore, subject to income tax.4

2. Income Tax Basis

“Basis” is the amount of a taxpayer’s investment in 

property for tax purposes.5 Basis of property is used to figure 

depreciation, amortization, depletion, casualty losses, and gain 

or loss on the sale or other disposition of property.6

The donee’s basis of property received by gift during a 

donor’s lifetime equals the donor’s basis at the time of the gift, 

plus any gift tax paid by the donor.7 The basis of the property 

in the hands of the donor immediately prior to the gift “carries 

over” to the donee and is commonly referred to as a “carryover 

basis.” However, if the basis of the property exceeds its fair 

market value8 at the time of the gift, the donee’s basis in the 

property will be its fair market value at the time of the gift if the 

donee later sells or disposes of the property for a loss.9

The basis of property received by reason of a decedent’s 

death is generally equal to the property’s fair market value on 

the date the decedent died, or the alternate valuation date.10

In general, the basis of all community property held by the 

decedent and the surviving spouse, as well as the decedent’s 

separate property, is adjusted to the fair market value of the 

property on the applicable valuation date.11 The date of death 

basis adjustment is typically referred to as a “step-up” in basis 

since the basis of the property in the hands of the decedent is 

usually lower than the fair market value at the date of death, 
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resulting in an increase in basis. However, if the fair market 

value of the property on the decedent’s date of death is lower 

than its basis in the hands of the decedent, the basis will be 

reduced or “stepped down.”12

Commonly held property interests that may be eligible for 

a date of death basis adjustment include real estate, personal 

property, stock, and entity interests. Deathbed transfers13

and payments of income in respect of a decedent, commonly 

referred to as “IRD”14 (e.g., qualified retirement plans,15 IRAs,16

unpaid wages,17 accrued interest18), do not receive a date of 

death basis adjustment.19

When property is sold or disposed of, the amount realized 

in excess of the property’s basis results in a capital gain.20

Conversely, if the amount realized is less than the property’s 

basis, a capital loss results.21 For federal income tax purposes, 

capital gain or loss can be either short-term (for property held 

for one year or less) or long-term (for property held for more 

than one year).22 Short-term capital gain is taxed at the same 

rate as ordinary income.23 Long-term capital gain is taxed at 

a more favorable rate (0%, 15%, or 20%, depending on the 

taxpayer’s taxable income).24 California taxes capital gain, both 

short term and long term, at the same rate as it taxes ordinary 

income.25 The highest tax rate in California is 13.3%.26

When a remainder interest is sold or otherwise disposed 

of, the basis of the remainder interest is not disregarded.27

However, when a “term interest” (i.e., a life interest in property, 

an interest in property for a term of years, or an income interest 

in a trust)28 is sold or disposed of, the basis of the term interest 

is disregarded; the full sales price is taxable.29 If the entire 

interest (i.e., the term interest and the remainder interest) in 

the property is sold or disposed of in a single transaction, the 

property’s basis is not disregarded.30

3. Income Tax Deductions

Expenses paid or incurred to protect or assert one’s right 

to the property of a decedent as an heir or beneficiary are 

not deductible from gross income.31 Ordinary and necessary 

expenses paid or incurred for the production or collection 

of income, on the other hand, are deductible.32 Ordinary 

and necessary business expenses are also deductible.33

Administration expenses include fiduciary fees, accounting 

expenses, and legal expenses paid by a fiduciary from a 

decedent’s trust or estate to defend a claim against the trust or 

estate. Those expenses are generally deductible from the trust 

or estate’s gross income if they are ordinary and necessary and 

paid from the trust or estate in connection with the performance 

of the duties of administration.34

B. California Real Property Tax

1. Reassessment

In California, property taxes are based on the assessed 

value of real property. Property taxes are assessed and collected 

by local county assessors and tax collectors. Property taxes 

are limited to 1% of the property’s assessed value, charged 

annually.35 Absent a change of ownership, the assessed value 

may be adjusted annually for inflation at a rate not to exceed 

2%.36

In general, California real property is reassessed when 

a “change in ownership” occurs.37 A “change in ownership” 

is defined as “a transfer of a present interest in real property, 

including the beneficial use thereof, the value of which is 

substantially equal to the value of the fee interest.”38 A change 

in ownership occurs on the transfer of property by sale, gift, or 

inheritance, unless a statutory exclusion applies. 

2. Statutory Exclusions 

There are a number of exclusions from a change in 

ownership.39 Two common statutory exclusions from a change 

in ownership are the interspousal exclusion40 and the parent-

child exclusion.41

The interspousal exclusion provides that any interest 

in real property that is transferred between spouses or 

registered domestic partners, either during lifetime or at 

death, is excluded from reassessment.42 Qualified interspousal 

transfers also include transfers of interests in a legal entity 

(e.g., corporation, partnership, limited liability company) 

that holds real property.43 The parent-child exclusion is more 

limited. It excludes from reassessment only the following 

transfers of real property between a parent and child: (i) the 

transfer of a principal residence;44 and (ii) the transfer of the 

first $1 million of assessed value of real property other than a 

principal residence, measured in the aggregate.45 For purposes 

of the parent-child exclusion, “real property” does not include 

interests in a legal entity that holds real property.46 For purposes 

of the exclusion, “children” include sons and daughters, sons-in-

law and daughters-in-law, stepchildren, and children adopted 

before age eighteen.47

When real property is transferred to or from a trust, the 

assessor will look “through” the trust at who has the present 

beneficial interest to determine whether a change in ownership 

has occurred.48 A transfer in trust will qualify for a statutory 

exclusion if the present beneficial interest in the trust passes 

from a deceased spouse to a surviving spouse, or from a 

deceased parent to a surviving child. 



17Volume 25, Issue 3 • 2019

C A L I F O R N I A  T R U S T S  A N D  E S T A T E S  Q U A R T E R L Y

3. Transfer of Base-Year Value for Persons Over 
Age 55 or Who Are Permanently Disabled

If a homeowner is over age 55 or severely and permanently 

disabled, that individual can sell their home and transfer the 

assessed value of that home to a qualifying principal residence 

of “equal or lesser value” located in the same county, or in 

one of the following counties: Alameda, Los Angeles, Orange, 

Riverside, San Bernardino, San Diego, San Mateo, Santa Clara, 

Tuolumne, and Ventura.49 If a principal residence is held in 

an irrevocable trust created upon the death of the deceased 

spouse, the surviving spouse who has a beneficial interest in 

such trust may qualify for the transfer of base-year value to a 

new residence.50

4. Legal Entities that Own Real Property 

Real property is often held in a legal entity. An attorney 

for a client contemplating the transfer of an interest in a legal 

entity that holds real property should investigate whether a 

“change in control”51 or a “change in ownership”52 will occur. A 

“change in control” occurs when a person or legal entity obtains 

more than a 50% ownership interest in a legal entity.53 When a 

change in control occurs, all real property owned by the entity 

as of the date of change in control is reassessed.54 A “change in 

ownership” occurs when there has been a cumulative transfer 

of more than 50% of the original co-owners’ interests.55 When 

a change in ownership occurs, only the interests that were 

excluded upon a transfer of real property to the entity are 

reassessed.56

Form BOE-100-B must be filed with the State Board of 

Equalization within 90 days of an event that constitutes a 

“change in control”57 or a “change in ownership,”58 or upon 

written request by the Board of Equalization.59 Penalties for 

late filing apply.60

C. Federal Transfer Taxes

1. “Transfer Taxes” and Liability for Payment

The federal gift, estate and generation-skipping transfer 

(“GST”) taxes are assessed on the transfer of property and 

are often referred to as “transfer taxes.” The transferor or 

the transferor’s estate is generally liable for the payment of a 

transfer tax.61 However, the transferee can be liable for such 

tax if the transferor or the transferor’s estate does not or cannot 

pay.62 California no longer imposes transfer taxes.63

2. History

The Tax Reform Act of 1976 (“1976 Tax Act”) unified 

estate and gift taxes with one rate schedule and one federal 

estate and gift tax exclusion. Lifetime taxable gifts in excess 

of applicable exclusions and deductions reduce the exclusion 

amount available at death. The 1976 Tax Act also established 

the GST tax. Prior to the 1976 Tax Act, individuals would 

use trusts to skip transfer taxes on one or more generations. 

The Economic Recovery Tax Act of 1981 (“1981 Tax Act”), 

effective beginning in 1982, established unlimited gift and 

estate tax marital deductions for transfers between spouses. 

The purpose of these deductions is to treat a married couple 

as a single economic unit and defer the gift or estate tax until 

the death of the surviving spouse. The 1981 Tax Act updated 

the Internal Revenue Code (the “Code”) to qualify certain 

terminable interests as deductible for purposes of the unlimited 

gift and estate tax marital deductions.64

3. Applicable Exclusion and Exemption Amounts 

The 2017 Tax Cuts & Jobs Act doubled the estate and gift 

tax exclusion amount available to each individual U.S. citizen or 

resident from $5 million (applicable to tax years 2011 through 

2017)65 to $10 million (applicable to tax years 2018 through 

2025).66 After adjustments for inflation, the estate and gift tax 

exclusion amount is $11.4 million per individual in 2019.67 The 

GST exemption is also $11.4 million per individual in 2019.68

The maximum estate and gift tax rate is 40% in 2019,69 while 

the GST tax rate is a flat rate equal to the maximum federal 

estate and gift tax rate (i.e., 40% in 2019).70

4. Gift Tax 

The federal gift tax applies to property transferred for less 

than full and adequate consideration while the donor is living.71

Donative intent is not required.72 If property is “transferred for 

less than adequate and full consideration in money or money’s 

worth,” the gift for federal gift tax purposes is the excess of the 

fair market value of the transferred property on the date of the 

gift over the value of consideration received.73

The gift tax does not apply to transfers that occur “in 

the ordinary course of business”; a transaction which is bona 

fide, at arm’s length, and free from donative intent will be 

considered as made for an adequate and full consideration 

in money or money’s worth.74 Transfers between spouses,75

to charitable organizations,76 educational organizations for 

tuition,77 medical care providers,78 political organizations,79

and gratuitous services (e.g., trustee’s waiver of their right to a 

trustee fee)80 are also excluded from the gift tax. 
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The gift tax annual exclusion in 2019 allows a donor to give 

up to $15,000 of cash or other property to each of an unlimited 

number of individuals in a calendar year without reducing 

the donor’s lifetime estate and gift tax exclusion and without 

having to file a federal gift tax return (IRS Form 709).81 Gifts 

in excess of the annual exclusion must be reported on a Form 

709 for the year in which the gifts occur and will reduce the 

donor’s estate and gift tax exclusion cumulatively.

5. Estate Tax 

The federal estate tax applies to transfers of property or 

retained interests in property held by a decedent at death. The 

estate tax is imposed on the value of the decedent’s “taxable 

estate.”82 The taxable estate is the decedent’s “gross estate”83

as reduced by allowable deductions.84 As noted above, after 

adjustments for inflation the estate and gift tax exclusion is 

$11.4 million per individual in 2019. The exclusion available to 

a decedent’s estate is reduced by the amount of the exclusion 

the decedent used on lifetime taxable gifts.85 Certain lifetime 

transfers that are subject to gift tax may be included in the 

decedent’s gross estate for estate tax purposes.86 Taxable gifts 

previously reported with respect to such lifetime transfers 

are disregarded to the extent that the transferred property is 

included in the gross estate, and the value of those taxable gifts 

does not reduce the estate tax exclusion.87

a. IRS Form 706

A federal estate tax return (IRS Form 706) must be filed 

by an executor or administrator when a decedent’s gross estate, 

adjusted for taxable gifts, is more than the exclusion amount 

(currently $11.4 million).88 A Form 706 must also be filed, even 

if the decedent’s gross estate is less than the exclusion, when 

the executor elects to transfer the deceased spouse’s unused 

exclusion amount to the surviving spouse.89 The Form 706 

must be filed within nine months of the decedent’s date of 

death.90 The executor or administrator may request a six-month 

extension of time to file the return,91 but the full amount of the 

estate tax must be paid by the original due date to avoid the 

assessment of interest and penalties.

The IRS has three years from the date the return is filed 

to assess additional tax.92 If upon examination of the return 

the IRS allows additional estate tax deductions within the 

assessment period, the attorney may file supplemental 

information to the estate tax return93 or a Form 843 Claim for 

Refund and Request for Abatement.94

b. Marital Deduction

One of the most common deductions from the estate tax 

is the marital deduction, which provides that the fair market 

value of property passing to the decedent’s spouse is deductible 

from the decedent’s gross estate.95 To qualify for this marital 

deduction, the surviving spouse may receive such property 

either outright or in trust.96 On the surviving spouse’s death, the 

remaining amount of that property is included in the surviving 

spouse’s gross estate for estate tax purposes.97

c. Charitable Deduction

If, on the death of a decedent, property is transferred to 

an organization operated for exclusively public, religious, 

charitable, scientific, literary, or educational purposes, the fair 

market value of such property on the decedent’s date of death 

may be deducted from the value of the decedent’s gross estate.98

The value of property transferred to a charitable remainder 

unitrust, charitable remainder annuity trust, or a pooled income 

fund may also be deducted.99

d. Deductible Expenses

Funeral expenses, estate and trust administration expenses, 

unpaid mortgages and other indebtedness, and claims against 

the decedent’s estate may be deducted from the value of the 

decedent’s gross estate.100 Executors’ commissions, trustees’ 

fees, attorneys’ fees, and miscellaneous expenses that are 

“actually and necessarily” incurred in the administration of 

the decedent’s estate may be deducted on either the estate or 

income tax return.101 A claim against the decedent’s estate 

may be deducted if the claim is bona fide and actually paid.102

Attorneys’ fees that a beneficiary personally incurs are generally 

not deductible unless “essential to the proper settlement of the 

estate.”103

6. Generation-Skipping Transfer Tax

The GST tax is imposed, in addition to the gift or estate 

tax, on the transfer of property that constitutes a “direct skip.”104

A direct skip occurs when a transferor, either during life or at 

death, transfers property to a trust for the benefit of or directly to 

an individual who is two or more generations younger than the 

transferor (i.e., a “skip person”105). A “skip person” is typically 

a grandchild of the transferor or an unrelated individual who is 

more than 37.5 years younger than the transferor.106

The GST tax may also be imposed, without the imposition 

of estate or gift tax, if the transfer of property constitutes an 

“indirect skip.”107 An indirect skip is a transfer to a “skip person” 

that involves an intermediate step before the “skip person” 
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receives the property. There are two types of indirect skips: 

“taxable termination”108 and “taxable distribution.”109

A “taxable termination” occurs when the interests of all 

non-skip persons in a trust terminate.110 For example, if a 

grandparent creates a trust for the benefit of his or her child and 

grandchildren, and the grandchildren (i.e., skip persons) are the 

only remaining beneficiaries when the child dies, a “taxable 

termination” occurs.111

A “taxable distribution” occurs when income or principal 

is distributed from a trust to a skip person other than pursuant 

to a taxable termination or a direct skip.112 Assuming the 

same facts as in the taxable termination example, if, during 

the child’s lifetime, a distribution of income or principal is 

made to a grandchild, that distribution would be a “taxable 

distribution.”113

Generation-skipping transfers must be reported to the 

IRS.114 The GST tax does not apply to transfers made directly 

to educational or health care providers,115 or to transfers which 

fall within the gift tax annual exclusion.116

II. FACTORS THE IRS AND FEDERAL COURTS 
WILL APPLY TO DETERMINE WHETHER TO 
RESPECT A SETTLEMENT AGREEMENT

A. The Four-Part Test 

For federal tax purposes, state law defines property 

interests and rights. The federal revenue acts designate what 

interests or rights, so created, will be taxed.117

When parties resolve their dispute pursuant to a settlement 

agreement, the IRS or a federal court may later scrutinize that 

agreement to determine whether it is the product of a collusive 

effort. The IRS and federal courts are concerned with parties 

colluding to gain a tax benefit the parties could not otherwise 

obtain had they litigated to a final judgment on the merits.118

The following four-part test (“Four-Part Test”) generally 

controls whether the IRS or a federal court will respect the 

characterization of the parties’ legal interests and rights in the 

settlement agreement:119

(1) Bona Fide Dispute. The settlement agreement 

must resolve a bona fide dispute.120 The IRS and 

federal courts apply special scrutiny to intrafamily 

transfers to settle a family dispute.121 The IRS and 

federal courts will not treat a settlement agreement 

as bona fide unless the parties’ claims are satisfied, 

to the extent feasible, on an economically fair 

basis.122 If a genuine dispute does not exist, the 

IRS or a federal court may conclude that a property 

interest transferred in settlement constitutes a 

gift,123 or that the transfer constitutes a sale or 

exchange for full and adequate consideration.124

(2) Bona Fide Claim. The amount received must 

be premised on a bona fide claim under state 

law.125 The settled claim should be based on 

an “enforceable right under state law, properly 

interpreted,” to be treated as “passing from the 

decedent” for federal tax purposes.126 The parties 

may not disregard or misapply state law in an 

attempt to receive a favorable tax outcome.127 A 

payment to settle a claim that is not enforceable 

under state law may constitute a taxable gift,128 or 

taxable income.129

(3) Quantitative Test. The amount received must 

not be greater than what the party could have 

obtained by proceeding to a final judgment on 

the merits.130 The agreement should reflect the 

economic values of the parties’ claims, with 

appropriate allowance given the uncertainty of 

litigation.131 For example, if the reasonable value 

of a claim brought by an heir is $100,000, and the 

heir receives $150,000 in settlement, a portion of 

the excess may be treated as not “passing from the 

decedent,” and thus income taxable to the heir or 

subject to gift tax.

(4) Qualitative Test. The amount received must be 

of a character and nature of what the party could 

have obtained by proceeding to a final judgment 

on the merits.132 For example, if a QTIP trust 

limits the surviving spouse’s interest to income, 

and in settlement the spouse receives an outright 

distribution of principal in exchange for the 

termination of the spouse’s interest in the QTIP 

trust, the IRS or a federal court might not treat that 

outright distribution of principal as “passing from 

the decedent.” The distribution therefore might 

not qualify for the estate tax marital deduction.133

The cases that established the Four-Part Test, and the 

implications arising out of those cases, follow. 

B. Income Tax Issues: Lyeth

In 1938 the U.S. Supreme Court in Lyeth v. Hoey134

addressed whether, pursuant to an agreement to settle a will 

contest, property received by an heir constitutes property 
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acquired by “inheritance” thereby excluding the value of the 

property from gross income.135 The Court determined that the 

claimant’s standing as an heir and his claim in that capacity, not 

state law, controlled the federal income tax consequences.136

The Court thus held that property received pursuant to the 

settlement of a bona fide will contest is treated as passing 

directly from the decedent by inheritance and is therefore 

excluded from gross income.137

For Lyeth to apply, there must be a compromise of a 

disputed claim by the estate or its heirs, as opposed to a 

voluntary rearrangement of property interests among heirs.138

Under Lyeth, the taxability of an amount a taxpayer receives in 

settlement of a lawsuit is determined by reference to the origin 

and character of the claim which gave rise to the lawsuit.139 The 

court will examine the settlement agreement to determine the 

underlying nature of the claim.140 If the agreement does not 

contain express language stating the basis of the payment, the 

court will review the allegations contained in the taxpayer’s 

complaint, and the history of the parties’ negotiations when 

characterizing a settlement for federal tax purposes.141 The 

critical question is: what was the settlement amount paid in 

lieu of?142

The following principles flow from Lyeth: Amounts 

received in settlement of a claimant’s undisputed status as an 

heir to settle a will or trust contest,143 including the portion 

of that amount that represents legal fees incurred in pursuit 

of that claim,144 are excluded from gross income.145 Amounts 

received to settle a claimant’s alleged status as an heir are also 

excluded from gross income.146 The settlement does not have 

to constitute a portion of the same assets the heir would have 

received by inheritance or by prevailing in a lawsuit to recover 

such inheritance, such as receipt of a cash settlement in lieu 

of an in-kind distribution.147 However, payments to settle a 

claim for lost profits,148 services provided as an employee of 

the decedent,149 and punitive damages150 are taxed as ordinary 

income. 

Payments of IRD151 or net income from a trust152 are 

included in the gross income of the recipient. If a beneficiary 

receives a right to IRD by reason of the decedent’s death, a 

subsequent transfer of that right pursuant to a settlement 

agreement may constitute a sale or exchange; the beneficiary 

would be taxed on either the consideration received or the fair 

market value of such right at the time of the transfer, whichever 

is greater.153

When beneficiaries exchange properties pursuant to a 

settlement agreement, unless an exclusion applies,154 gain 

or loss must be recognized if the properties exchanged are 

“materially different.”155 Properties are “materially different” 

if “their respective possessors enjoy legal entitlements that are 

different in kind or extent.”156 Dividing a trust and re-allocating 

assets into separate trust shares, however, is not an exchange 

of property for other property differing materially in kind or 

extent if the severance and non-pro rata allocation is permitted 

by state statute or the governing instrument.157 Reformation 

of a trust ab initio (i.e., retroactive to the date the trust was 

created) to correct drafting errors and to effectuate the original 

intent of the grantor will also not result in gain or loss.158

If a beneficiary under a will or a trust has a right to a 

specific sum of money, and that right is satisfied with property 

in kind that has appreciated in value since the decedent’s date 

of death (e.g., publicly traded securities), the recipient must 

recognize gain.159 If an individual unrelated to the decedent 

makes a claim against a specific asset (e.g., real property), and 

that claim is satisfied with property of a different type (e.g., 

cash), the amount received may constitute taxable income.160

C. Transfer Tax Issues: Bosch and Ahmanson

In 1967 the U.S. Supreme Court in Commissioner v. Estate 

of Bosch161 held that the IRS and federal courts are not bound 

by a lower state court determination of state law property rights 

for federal tax purposes.162

The Court in Bosch considered whether a state trial court’s 

characterization of property rights conclusively binds a federal 

court or agency in a federal estate tax controversy. The Court 

established a framework, called the “proper regard” test, to 

address the deference the IRS or a federal court should apply 

to a lower state court adjudication of state law property rights 

or interests that have a federal tax consequence. The Court 

concluded that the decision of a state trial court concerning an 

underlying state law issue shall not be controlling when applied 

to a federal statute.163 The highest court of the state is the best 

authority on the underlying substantive rule of state law to 

be applied in the federal matter, but if there is no decision by 

that court (i.e., the California Supreme Court), then the federal 

authority must apply what it finds to be state law after giving 

“proper regard” to the state trial court’s determination and 

to relevant rulings of other courts of the state.164 The federal 

authority will, in effect, sit as a state court.165

In Ahmanson Foundation v. United States,166 the U.S. 

Court of Appeals for the Ninth Circuit examined whether the 

marital deduction applied to property passing to a surviving 

spouse under a settlement agreement. Applying Bosch, the 

court found that a good faith settlement between adversarial 

parties was not enough to qualify for the marital deduction.167
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The settlement payment to the surviving spouse must be based 

on an enforceable right under state law, correctly interpreted 

by the federal court, to qualify as “passing” from the decedent 

for purposes of the marital deduction.168 The court concluded 

that since a federal court is not bound by a lower state court, it 

also is not bound by a settlement agreement among the parties 

to a dispute.

D. Post-Ahmanson Principles

A review of the federal courts’ application of the “proper 

regard” test since Bosch was decided in 1967 found that federal 

courts have held in over one-half of the cases that the lower 

state court misapplied state law.169 “At best, the federal courts 

give mere lip service to the Bosch ‘proper regard’ standard. In 

most cases, the federal courts engage in a de novo review of 

state law without giving any weight to the state court decision. 

In addition, many federal courts also have reverted to a pre-

Bosch focus on the adversariness of the state court decision.”170

In general, the IRS and federal courts apply the Bosch

doctrine when analyzing transfer tax issues and the Lyeth

doctrine when analyzing income tax issues.171

The following principles flow from Bosch and Ahmanson. 

1. Whether a Settlement Payment to a Surviving 
'65:8. &:*21<.8 /57 90. $89*9. (*; %*719*2
Deduction

In the context of a will or trust contest, the IRS and federal 

courts are likely to treat a settlement payment to a surviving 

spouse that meets all four elements of the Four-Part Test as one 

that “passed from the decedent;” and thus, the payment should 

qualify for the estate tax marital deduction.172 In accordance 

with the Four-Part Test: (i) the dispute between the parties 

must be genuine; (ii) the payment must represent a “bona fide 

recognition of enforceable rights of the surviving spouse in 

the decedent’s estate” (i.e., the surviving spouse must have 

an enforceable right under state law);173 (iii) the surviving 

spouse must not receive an amount that is greater than what 

she or he is entitled to under state law; and (iv) the surviving 

spouse’s settlement payment must be qualitatively similar to 

the surviving spouse’s interest in the decedent’s estate. 

If the surviving spouse assigns or surrenders an interest 

in the decedent’s estate to another party, that assigned or 

surrendered interest will not be considered to have “passed 

from the decedent,” and thus, will not qualify for the estate tax 

marital deduction.174 The estate tax marital deduction is limited 

to what the surviving spouse actually receives.175

2. Whether a Settlement Payment to a Charity 
&:*21<.8 /57 90. $89*9. (*; #0*719*+2.
Deduction

In the context of a will or trust contest, the IRS and federal 

courts are likely to treat a settlement payment to a charity that 

meets all the elements of the Four-Part Test as one that “passed 

from the decedent”; thus, the payment should qualify for the 

estate tax charitable deduction.176 The IRS and federal courts 

apply a similar analysis as above in the case of a transfer to 

a surviving spouse,177 except for one difference: a settlement 

payment to a charity that represents a qualitative departure 

under part 4 of the Four-Part Test may still be treated as 

“passing from the decedent.” Thus, the payment may qualify for 

the estate tax charitable deduction as long as the other elements 

of the Four-Part Test are met.178

If a charity assigns or surrenders a part of a transfer to 

it, the amount so assigned or surrendered is not deductible 

as a transfer to that charitable organization.179 The estate 

tax charitable deduction is limited to the amount actually 

received.180 If the charity receives a settlement payment that 

exceeds what the charity would have been entitled to under 

state law, the excess amount is not deductible for estate tax 

purposes.181

3. Whether a Settlement Payment Triggers Gift 
Tax

The IRS will deem a transfer of property exempt from 

gift tax if the transfer is bona fide, at arm’s length, and free 

from donative intent.182 As noted earlier, the IRS applies 

special scrutiny to transfers of property to settle a family 

dispute.183 The IRS will not regard an intrafamily settlement 

of litigation as a bona fide compromise agreement unless the 

parties’ claims are recognized under state law and are satisfied, 

to the extent feasible, on an “economically fair basis.”184 The 

settlement should reflect the economic values of the parties’ 

claims, with appropriate allowance for litigation uncertainty.185

In Estate of Redstone v. Commissioner,186 the tax court applied 

the following subsidiary factors to determine whether an 

intrafamily transfer is subject to gift tax: (1) whether a genuine 

controversy existed between the parties; (2) whether counsel 

represented and advised the parties; (3) whether the parties 

engaged in adversarial negotiations; (4) whether the value of 

the property involved was substantial; (5) whether the parties’ 

desire to avoid the uncertainty and expense of litigation 

motivated the settlement; and (6) whether a judicial body 

supervised the settlement and incorporated that settlement in 

a judicial decree. 187
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If the settlement involves the transfer by sale or gift of an 

income or remainder interest in a QTIP or bypass trust, there 

may be gift or income tax exposure (as discussed in Part IV). 

III. HYPOTHETICAL TO ILLUSTRATE TAX 
LAWS AND FACTORS

The following hypothetical estate and trust dispute 

illustrates the application of some of the relevant tax laws 

discussed in this article. 

Father, a U.S. citizen age 80, died in 2016 when the 

maximum estate and gift tax exclusion was $5.45 million. 

Father was survived by his spouse of a second marriage, 

Stepmother, age 55, and his two adult children from his first 

marriage: Son and Daughter. Father died with a net worth 

of $20 million, consisting of the following separate property 

assets (date of death fair market values shown): 

• A principal residence ($5 million);

• All outstanding shares in ABC Corp., an S corporation 

holding a business operated by Son ($2 million);

• Stock and bank accounts ($8 million);

• Life insurance policy with a face amount of $3 million 

naming Stepmother, Son, and Daughter as equal one-

third (1/3) beneficiaries ($3 million); and

• IRA naming Stepmother as the sole beneficiary ($2 

million).

With the exception of the life insurance policy and the IRA, 

all of Father’s assets were titled in the name of the Father Living 

Trust. Shortly before his death, Father amended the trust to 

provide for the following distributions and administration after 

his death: 

• A specific bequest of $1 million to a named and 

qualified charitable organization; 

• An amount not to exceed the exclusion available to 

Father’s estate to the bypass trust; and 

• The balance of the trust assets to the QTIP trust;

• Stepmother is named as the sole trustee and beneficiary 

of the bypass trust and the QTIP trust. Stepmother 

is to receive all the QTIP trust income annually and 

may receive discretionary distributions of principal 

for her health, support, or maintenance. Stepmother 

may receive discretionary distributions of income and 

principal from the bypass trust for her health, support, 

or maintenance; and 

• When Stepmother dies the remaining trust estate must 

be divided into equal shares for Son and Daughter and 

held in trust for their lifetimes. 

Son and Daughter accuse Stepmother of committing 

financial elder abuse against their father. They file a trust 

contest alleging that Father lacked capacity when he amended 

the trust. They argue that the original trust instrument 

that Father executed, naming Son and Daughter as equal 

beneficiaries, should control over the amendment that Father 

subsequently executed. They also argue that the original 

beneficiary designation for the IRA that Father executed, which 

named Son and Daughter as equal beneficiaries, should control 

over the beneficiary designation that Father subsequently 

executed naming Stepmother as sole beneficiary. Daughter 

and Stepmother dispute whether Son is competently managing 

ABC Corp.

Several months after Father’s death, the guardians of a 

minor child previously unknown to all the parties file a claim 

against Father’s estate claiming the share of an omitted child. 

Father’s caretaker, who is unrelated to Father and assisted with 

his care and maintenance in the last few years before he died, 

files a claim against Father’s estate for unpaid wages.

Stepmother filed Father’s estate tax return timely and 

made a QTIP election. She funded the bypass trust with the 

ABC Corp. stock ($2 million) and a portion of the bank and 

stock accounts ($3.45 million), fully utilizing Father’s available 

estate tax exclusion and GST exemption amounts. She allocated 

the remaining trust assets to the QTIP trust. Because of the 

pending litigation, however, she deferred making the $1 million 

distribution to the charity. She also deferred taking minimum 

required distributions from the IRA until the issues regarding 

the beneficiary designation were resolved. Father did not 

withdraw the minimum required distribution for 2016 before 

he died. 

After two years of litigation, the parties—each of whom 

was separately represented—negotiated a settlement agreement 

to avoid the uncertainty, delay, and expense of litigating to 

a judgment on the merits. After two months of negotiations, 

the parties finalized their agreement, and it was subsequently 

approved by the local superior court. 

Pursuant to the agreement, the parties agreed to distribute 

Father’s assets as follows:
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• The named charitable beneficiary will receive a cash 

distribution of $600,000.

• The omitted minor child will receive a cash distribution 

of $2 million, to be held in trust for her lifetime.

• Father’s caretaker will receive $200,000, representing 

the full amount of unpaid wages, plus interest.

• Son and Daughter each receive $150,000 in resolution 

of their claim against Stepmother for financial elder 

abuse.

• The bypass trust will be divided into Trust One and 

Trust Two. Trust One will hold the shares of ABC Corp. 

($2 million date of death value) and cash ($725,000). 

Trust Two will hold cash and stock ($2.725 million 

date of death value). Stepmother will remain as the 

sole current beneficiary of Trust One and Trust Two. 

Son will be the sole remainder beneficiary of Trust 

One. Daughter will be the sole remainder beneficiary 

of Trust Two. The purpose of the division is to avoid 

a future conflict between Son and Daughter regarding 

the ownership and operation of ABC Corp. after 

Stepmother dies. 

• The remaining trust assets will be allocated to the QTIP 

trust. Stepmother will remain as the sole beneficiary of 

such trust.

• Stepmother will receive the IRA in accordance with 

Father’s most recent beneficiary designation.

• The life insurance policy will be distributed consistent 

with Father’s beneficiary designation: in equal one-

third shares to Stepmother, Son, and Daughter.

The tax consequences to the parties may vary, as follows:

1. Will dividing the bypass trust into two 
separate trusts constitute a taxable 
disposition of trust assets for income tax 
purposes, thereby resulting in capital gain or 
loss?

The division will not result in a capital gain or loss as long 

as Stepmother has the authority under state law or pursuant 

to Father’s Trust to: (i) divide the trust; and (ii) distribute the 

assets non-pro rata to the resulting trusts.188 California law 

provides that Stepmother may petition the court to divide the 

bypass trust for good cause, if the division will not defeat or 

substantially impair the trust’s purpose.189 California law also 

permits Stepmother to distribute the assets non-pro rata unless 

the trust instrument forbids it. 190

Nevertheless, if Father’s Trust prevents non-pro rata 

funding, the division will be treated as a pro rata funding 

followed by an exchange of assets between Trust One and 

Trust Two.191 Such an exchange would result in taxable 

income to the beneficiary of the trust to the extent the amount 

received exceeds the trust’s basis in the amount exchanged or 

surrendered pursuant to the settlement.192

2. Will the IRS treat the division of the bypass 
trust into two separate trusts as a taxable gift?

The division appears to have been made without donative 

intent and pursuant to a settlement agreement entered into at 

arm’s length with each party represented by separate counsel. 

The division also appears to be economically fair to the parties. 

Accordingly, the division will constitute a transfer for full and 

adequate consideration and will not be treated as a taxable 

gift.193

3. Will dividing the bypass trust into two trusts 
cause the loss of GST exemption, thereby 
resulting in the assessment of GST tax?

A trust that is exempt from GST tax may lose its exempt 

status as a result of modifications that change the quality, value, 

or timing of any beneficial interests, rights, or expectancies 

provided for under the terms of the original trust instrument.194

Nevertheless, the bypass trust will not lose its status as a GST 

exempt trust as a result of dividing it into Trust One and Trust 

Two because: (1) the division will not shift a beneficial interest 

in the trust to a beneficiary who occupies a lower generation 

than Stepmother who held the beneficial interest prior to 

the division; and (2) the division will not extend the time for 

vesting of any beneficial interest in the trust beyond the period 

provided for in the original trust.195

If the settlement agreement modifies the GST exempt 

trust in a manner that differs from one of the safe harbors 

provided in Treasury Regulations section 26.2601-1(b)(4)(i)

(E),196 the parties should obtain court approval of the settlement 

agreement. The parties may consider obtaining a favorable 

private letter ruling prior to entering into the settlement 

agreement that confirms the IRS will not deem the modified 

trust as nonexempt from GST tax. A settlement agreement that 

disqualifies the trust for GST tax exempt status would cause 

the loss of 40% of its assets at the current GST tax rate. 
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4. What is the tax result if Stepmother sells her 
income and principal interests in Trust One 
of the bypass trust to Son for a single cash 
payment representing the actuarial value 
of that interest, and the trust is terminated 
so that Son receives the ABC Corp. shares 
outright?

Stepmother has an income tax basis in her principal 

interest, but not in her income interest, in Trust One of the 

bypass trust.197 If the sale occurs more than one year after 

Father’s death, Stepmother will recognize a long-term capital 

gain to the extent the amount she receives exceeds the basis of 

her principal interest.198

If, with respect to Stepmother’s income interest in Trust 

One of the bypass trust, she receives a settlement payment 

that exceeds the actuarial date of death value of that interest, 

the excess may constitute a taxable gift by Son. If Stepmother 

receives a payment that is less than the actuarial date of death 

value of the income interest, the deficit may constitute a taxable 

gift by Stepmother. 

If, with respect to Stepmother’s principal interest in Trust 

One of the bypass trust, she receives a settlement payment 

that exceeds the fair market value of that interest, the excess 

may constitute a taxable gift by Son. If Stepmother receives a 

payment that is less than the value of that principal interest, the 

deficit may constitute a taxable gift by Stepmother.

Stepmother’s gift and income tax exposure will be 

reduced because of the trust division. Trust Two of the bypass 

trust would avoid an income recognition event or gift tax if 

Stepmother sells to Son her income and principal interest only 

in Trust One of the bypass trust.199

5. How will the tax result vary in questions 1 
through 4 if the trust involved is a QTIP trust 
instead of a bypass trust?

The tax result likely will be the same as under questions 1 

through 3.200 The outcome under question 4, however, will be 

different. Stepmother will recognize a long-term capital gain 

for the amount received that exceeds the basis of her principal 

interest. In addition, the IRS likely would treat the sale as a 

deemed gift by Stepmother of the entire value of the QTIP trust, 

as reduced by the actuarial value of Stepmother’s qualifying 

income interest for life on the transfer date, the amount paid to 

Stepmother for the release of her right to principal distributions, 

and the amount of gift tax that Stepmother may recover under 

section 2207A(b) of the Code.201

The payment to Stepmother for her income and principal 

interests in the QTIP trust likely would not qualify for the 

estate tax marital deduction. Even though the payment satisfies 

parts 1 through 3 of the Four-Part Test, the payment fails part 4. 

An outright payment is not the same form to which Stepmother 

would be entitled had she litigated to a final judgment on the 

merits—an income and principal interest in a QTIP Trust, 

with distributions only for her health, support, or maintenance. 

The payment, or at least a portion of it, would not be treated 

as “passing from the decedent.” As a consequence, an estate 

tax would be due on the portion of the payment to Stepmother 

that does not qualify for the estate tax marital deduction. If 

Father’s Trust does not direct the payment of estate tax, the 

default proration rules under California law would apply. In 

that case Stepmother may be charged with the portion of the 

estate tax that is attributable to the property she receives.202

Payment of the estate tax would further reduce the allowable 

marital deduction.203

6. How would the proposed settlement 
agreement be impacted, if at all, if Father’s 
Trust includes a spendthrift clause?

The parties must first obtain a state court order to modify or 

terminate any trust that has a spendthrift clause.204 The parties 

could obtain such an order if they demonstrate to the court 

that “continuation of the trust under its terms would defeat or 

substantially impair the accomplishment of the purposes of the 

trust.”205

7. Will Father’s estate receive a charitable 
deduction for the full amount distributed to 
the charity?

An estate tax charitable deduction applies to the settlement 

payment from Father’s estate to the charity because the 

payment satisfies the Four-Part Test: (i) the dispute appears to 

be genuine, given the nature of the dispute and the fact that 

each party is represented by counsel; (ii) the charity appears to 

have an enforceable claim of $1 million, the amount provided 

in Father’s amended and restated trust, and the payment 

recognizes that claim; (iii) the charity will not receive an 

amount greater than what it would receive under the terms of 

the trust; and (iv) the charity will receive the payment in the 

same form (i.e., outright) as provided in the trust. As discussed 

earlier, the IRS likely will not deem a failure to meet part 4 of 

the Four-Part Test as disqualifying a settlement payment to a 

charity from being deductible for federal estate tax purposes.206

Nevertheless, the estate tax charitable deduction will be limited 

to $600,000, the amount the charity actually receives.207
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8. Are the life insurance proceeds taxable?

Distribution of the life insurance proceeds in equal shares 

to Stepmother, Son, and Daughter consistent with Father’s 

beneficiary designation will not subject the proceeds to income 

tax. Life insurance proceeds paid “by reason of the death of the 

insured” are excluded from gross income and are nontaxable to 

the recipient.208 Nevertheless, if the parties shift their interests 

in the life insurance—for example, if Stepmother agrees to 

transfer her share of the proceeds to Son and Daughter—the 

shifting of those interests may result in taxable income.209

9. Will the $200,000 payment to Father’s 
caretaker for unpaid wages constitute taxable 
income?

The IRS likely would deem the payment as taxable income 

to Father’s caretaker.210 It could, however, be deducted on 

Father’s estate tax return. If Father’s caretaker qualifies as a 

household employee providing domestic services, Father’s 

estate may also be liable for employment-related withholding 

taxes.211 Those payments could, however, be deducted on 

Father’s estate tax return.212

10. What if Father’s caretaker based her claim 
on Father’s promise that he would amend his 
trust to compensate the caretaker for services 
rendered during Father’s lifetime and that the 
caretaker relied on that promise?

The IRS likely would deem the payment as taxable income 

to the caretaker.213 However, if the caretaker can prove that 

Father did not require the caretaker’s services as a condition 

to receive the bequest, the IRS likely would deem the payment 

as excluded from income.214 In turn, the payment could not be 

deducted on Father’s estate tax return.

11. Are the parties’ legal fees deductible?

Legal and professional fees that Stepmother paid in her 

capacity as trustee may be deducted from Father’s estate as 

ordinary and necessary expenses of administration.215 The IRS 

likely would treat the legal fees incurred by the beneficiaries 

as a personal expenditure and therefore, not deductible.216

Nevertheless, the legal fees that Son incurs to protect his 

interest in ABC Corp. may be deductible as an ordinary and 

necessary business expense.217

12. Son and Daughter each receive $150,000 from 
Stepmother personally in satisfaction of their 
,2*13 /57 <4*4,1*2 .2-.7 *+:8." )122 90.8.
payments constitute taxable income?

Yes, if the amounts received are in lieu of an award for 

punitive damages, because such damages are taxable to the 

recipient as ordinary income.218

13. Will the distribution of $2 million in trust 
to satisfy the omitted child claim constitute 
taxable income?

The distribution would likely be excluded from income 

provided that the distribution is made in lieu of the claimed 

status as an heir pursuant to a good faith compromise.219

14. May Stepmother request the waiver of the 
penalty (50% excise tax) assessed for failure 
to take required minimum distributions 
(RMDs) from the IRA in 2016, 2017, and 2018?

Yes. Stepmother should remedy the shortfall in RMDs 

for 2016, 2017, and 2018 by withdrawing them in 2019.220 She 

should also file Form 5329 with the IRS to request that the IRS 

waive the penalty for her failure to take the RMDs timely due 

to the pending litigation.221

15. What if on Stepmother’s death, after paying all 
the expenses to administer Stepmother’s estate 
and distributing all the assets, the successor 
trustee realizes they did not set aside enough 
money to pay the estate tax liability?

When an estate has insufficient funds to pay all debts, 

the administrator of the estate must pay the tax liability to 

the IRS first.222 The administrator of the estate is personally 

liable for any unpaid amounts, subject to indemnification from 

the beneficiaries up to the amount distributed to each.223 An 

administrator is likewise personally liable for the trust’s unpaid 

state taxes.224 The IRS can also collect unpaid taxes from the 

beneficiary of a trust225 or an estate.226

16. What remedies are available to Son and 
Daughter if Stepmother commingled the 
bypass trust property with her separate 
property and died before funding the bypass 
trust?

Son and Daughter, as the remainder beneficiaries of the 

bypass trust, could file a petition for return of trust property.227

The nature of the remedy imposed would determine the 

income tax basis of the property returned to the bypass trust. 

If Son and Daughter bring a direct claim for damages against 
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Stepmother’s estate, asserting that she owed them a debt by 

failing to fund the bypass trust, the property may be includable 

in Stepmother’s estate. The property would receive a basis 

adjustment on Stepmother’s date of death if it is included in 

her estate.228 If Son and Daughter seek a constructive trust, the 

property would likely not be includable in Stepmother’s gross 

estate and would not receive a basis adjustment on her death. 

Imposing a constructive trust on the property would, however, 

avoid estate tax on Stepmother’s death.229

IV. PLEADING AND SETTLEMENT AGREEMENT 
DRAFTING ISSUES 

The characterization of a claim in the pleadings and the 

settlement agreement, as well as in discovery leading up to 

the settlement, may impact how the claim is treated for federal 

tax purposes. From the commencement of drafting the initial 

pleading, the attorney must be mindful of the critical question: 

what will the settlement amount be paid “in lieu of”?230

The “origin of the claim” doctrine requires that tax 

consequences be based upon the facts presented.231 The IRS 

has explained that the initial pleading is the most persuasive 

evidence of the tax treatment of an amount subsequently 

recovered by way of settlement.232 Therefore, in preparing the 

initial pleading, the attorney should rely on the strongest theory 

under state law that supports the client’s claim and achieves 

favorable tax results.233

A trust or estate’s distribution of property is excluded from 

gross income under section 102(a) of the Code as property 

acquired by gift, bequest, devise, or inheritance. The same 

exclusion applies to settlement amounts paid to contesting 

beneficiaries in compromise of a claim as an heir.234 Thus, if 

possible, the claim should be pled for a portion of the estate as 

an heir, for instance, through a contest to a trust or will. 

In Marcus v. Commissioner,235 the tax court gave 

significant weight to the IRS’s admission in its pleadings that 

an agreement to pay the taxpayer from the net proceeds from 

the sale of property was a substitute for a bequest of property. 

The taxpayer received the proceeds in settlement of claims 

against her stepfather’s estate. The court held this amount to 

be excluded from gross income as an inheritance.236

If, in contrast, the claim as pled is for compensation for 

services rendered to a decedent, the tax character likely 

will be income to the recipient and thus taxable.237 In Green 

v. Commissioner,238 for example, a woman filed suit against 

her boyfriend’s estate for the value of “wifely” services she 

rendered to him during his lifetime. The court held that the 

settlement amount she received was compensation and thus 

taxable.239 If the claim as pled is for income from property, the 

tax character also likely will be income and thus taxable.240

Some lawsuits implicate both income and amounts in 

compromise of a claim as an heir. For example, in Getty v. 

Commissioner,241 the court held that a $10 million lump-sum 

settlement to the eldest son of J. Paul Getty was excluded from 

gross income under section 102(a) of the Code as property 

acquired by gift, bequest, devise, or inheritance. The eldest 

son, J. Ronald Getty, was an income beneficiary under the trust 

instrument. J. Paul Getty assured his eldest son that he would 

make him a co-equal income beneficiary with his brothers 

under the trust, but he never did so. After J. Paul Getty’s 

death, J. Ronald Getty asserted a claim against the remainder 

beneficiary, the J. Paul Getty Museum, seeking a constructive 

trust over an amount equal to the amount J. Ronald Getty 

would have received from the trust had his father carried out 

his promise. In holding that the $10 million settlement payment 

was excludable from gross income, the court reasoned that had 

J. Paul Getty performed his promise to remedy the inequality, 

he probably would have done so by a bequest of property. The 

court explained that when contesting a deficiency determined 

by the Commissioner of Internal Revenue, the taxpayer 

must show the merits of his claim by a preponderance of the 

evidence. The taxpayer need not prove the proceeds are “clearly 

classifiable” as either property or income from property.242

During discovery, the petitioner’s attorney should identify 

as specifically as possible (in its answers to interrogatories, for 

example) the amount of damages incurred for each category 

of claim being asserted. Such evidence may be helpful in 

substantiating the tax treatment of the recovery in a subsequent 

tax case.

The attorney should document the settlement negotiations 

and the method used to calculate the value of the client’s 

claim.243 Federal governmental authorities might not be barred 

by a state’s mediation privilege from obtaining mediation 

testimony and documents by subpoena. The Supremacy Clause 

of the U.S. Constitution may enable the IRS to override the state 

confidentiality statutes.244 Neither the statutes nor decisional 

law of a forum state controls the admissibility of evidence in 

federal court, where common law as interpreted by the federal 

courts govern the nature and scope of evidentiary privileges.245

A settlement agreement that resolves a party’s claim as 

an heir should state that the settlement proceeds are “in lieu 

and instead of” any inheritance. The tax court in Vincent v. 

Commissioner,246 held that settlement proceeds in a dispute 

between the stepmother and her stepson as to the ownership 
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1 IRC, section 61(a).

2 IRC, section 102(a). The Internal Revenue Code does not define 

“bequest,” “devise,” or “inheritance.”

3 IRC, section 102(b)(1).

4 IRC, section 102(b)(2).

5 IRS Publication 551, Basis of Assets (Dec. 2018).

6 Ibid.

7 IRC, section 1015.

8 Treas. Reg. section 20.2031-1(b) defines “fair market value” as “the 

price at which the property would change hands between a willing 

buyer and a willing seller, neither being under any compulsion to buy or 

to sell and both having reasonable knowledge of relevant facts.”

9 IRC, section 1015(a).

10 IRC, section 1014(a).

11 IRC, sections 1014(a), 1014(b)(6). 

12 IRC, section 1014(a).

13 IRC, section 1014(e). If a decedent acquires appreciated property by gift 

within the one-year period prior to the decedent’s date of death, and 

the original donor (or the donor’s spouse) re-acquires that property (e.g., 

by decedent’s will or trust), the property’s basis will be its basis in the 

hands of the decedent immediately before the decedent’s death.

14 IRD is included in the gross income of the recipient. IRD does not 

receive a basis adjustment at the death of a decedent. The Internal 

Revenue Code does not give specific examples of IRD. IRD is 

generally understood to refer to untaxed income that was earned or 

accrued during the decedent’s lifetime but not received until after the 

decedent’s date of death. IRD items may include: (1) distributions to 

a beneficiary from a decedent’s qualified retirement plan or IRA (to 

of real property were excluded from gross income under 

section 102(a) of the Code as property acquired by gift, bequest, 

devise, or inheritance. The tax court noted that the settlement 

agreement stated the payment was “in lieu and instead of any 

inherited interest,” thereby suggesting that language in the 

settlement agreement will be respected by the courts.247

The settlement agreement should, within a reasonable 

range,248 reflect the economic value of the parties’ claims.249

The settlement agreement should include recitals of facts that 

support the strongest theory under state law for the client’s claim 

that achieves favorable tax results. The settlement agreement 

should also reference supporting state statutes or decisions of 

the highest court of the state. On the other hand, the settlement 

agreement should omit tax avoidance or tax deferral recitals, 

which may raise red flags to the taxing authorities. If the 

settlement amount cannot reasonably be allocated to a claim 

that is excluded from gross income, the settlement agreement 

should include a specific allocation of the settlement amount 

among the claims being released.250

The parties should seek court approval of the settlement 

agreement unless circumstances strongly suggest otherwise. 

The order approving the settlement agreement should identify 

findings of fact that support the strongest theory under state 

law for the client’s claim that achieves a favorable tax result. 

The order also should include conclusions of law that track the 

legal requirements under decisions of the highest court of the 

state or state statutes.251 Nevertheless, court approval does not 

provide finality on the tax treatment of the settlement. The IRS 

is not bound by findings of a state court with regard to property 

rights, with the exception of the state’s highest court.252

When federal estate or GST taxes are an issue, the settlement 

agreement should include a tax apportionment clause. The 

parties may choose to adopt the California default rule, which 

provides that estate and GST taxes are to be equitably prorated 

among those persons interested in the decedent’s estate, in 

accordance with the value of the property transferred.253 In the 

alternative, the settlement agreement may specifically allocate 

the tax burdens in a manner agreed to by the parties.254

Unless the parties obtain a judgment from the highest state 

court, any resolution from a lower state court or settlement 

agreement may not be recognized for federal tax purposes.255

If a client needs certainty regarding a tax outcome, the attorney 

may consider obtaining a private letter ruling from the IRS. 

The letter ruling would allow the attorney to find out in advance 

how the IRS would characterize a proposed settlement from a 

federal tax perspective. While such rulings can be expensive256

and may delay the settlement by three to six months (the typical 

time for the IRS to review a letter ruling request), the ruling 

binds the IRS. A private letter ruling is limited to the presented 

facts and is binding only as to the taxpayer who requested it.257

V. CONCLUSION

Reaching a settlement agreement that has certainty from 

a tax perspective may not always be possible. Nevertheless, by 

identifying the relevant tax consequences early, an attorney 

may tailor the pleadings, the negotiations with the other parties, 

and the terms of the settlement agreement to increase the 

likelihood the IRS or federal court will respect the agreement. 
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