UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-4401

ESTATE OF DOROTHY J. WARREN, Deceased,
Ri ver QGaks Trust Conpany and R d ay
Underwood, Co-Adm nistrators with wll
annexed of the Estate of Dorothy J.
Warren, Deceased,

Peti ti oner- Appel | ant,
vVer sus
COW SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee.

Appeal froma Decision of the United States Tax Court

(January 13, 1993)

Bef ore REYNALDO G GARZA, GARWOOD, and DUHE, Circuit Judges.
GARWOOD, Circuit Judge:

Petitioners-appellants, the estate of Dorothy J. WAarren and
its admnistrators (together, the Estate) appeal the judgnent of
the United States Tax Court essentially upholding the Interna
Revenue Service's estate tax deficiency determ nation agai nst the
Estate. W reverse.

Facts and Proceedi ngs Bel ow

The deceased, Dorothy J. Warren (Warren), a Texas resident,

was a weal thy divorcee with several children and grandchil dren, and

an affinity for two catholic charities in Houston (the Charities).



When she died on May 27, 1983, she left a will, executed in 1981,
di sposi ng of her estate, which at the tinme of her death had a gross
val ue of approximately $28 mllion. Mst of the estate's assets
consisted of oil and gas | eases, or interests therein, in Texas and
Loui siana. Article V of the will put the bulk of the estate into
two equal residuary trusts, the Charitable Lead Children's Trust
and the Charitable Lead Grandchildren's Trust (the Trusts). The
Trusts provided for a fixed annual annuity paynent to the Charities
for twenty years. The annuity anpbunt was specified as "an anount
equal to eight and one-half percent (89 of the initial net fair
mar ket val ue of the assets constituting the trust."” The annuity
anount was to be paid every year from trust incone. I f excess
i ncone were generated in a year, such excess was to be added to the
trust corpus. |If the inconme was not sufficient to pay the annuity
anount, however, the bal ance woul d be paid out of the trust corpus.

At the end of twenty years, the remaining trust assets were to
be distributed to the children and grandchildren. This arrangenent
was instituted primarily to further Warren's testanentary goals in
a way that mnimzed the tax burden on the estate. The | arge
guaranteed annuities to the Charities assured that nuch of the
estate would qualify for the charitable bequest deduction of
I nternal Revenue Code (Code) 8§ 2055(a) & (e)(2)(B), 26 US.C 8§
2055(a) & (e)(2)(B) (West 1989).

Warren's will was admitted to probate in Septenber 1983 in
Probate Court No. 3 of Dallas County, Texas (the Probate Court).
Bet ween 1983 and 1987 approxi mately si xteen separate |l aw suits were

filed by or against the estate in the Probate Court, including



suits by creditors and suits challenging the construction and
admnistration of the will and estate. These suits involved, anong
others, all the beneficiaries and | egatees of the will and dragged
on for several years.

Because of the reorganization of several of the business
enterprises that conprised a substantial part of Warren's assets,
the adm ni strative expenses incurred throughout the | ong course of
t he probate proceedings swelled to over $8.5 million by July 1988
and over $9 million by Novenber 1989. Approximately $2 nmillion of
these expenses were paid from Estate principal. Due to the
extended tine involved, the Estate also realized substantial
postnortem incone from the Estate's assets.!? Article 111 of
Warren's will provided that:

"All of ny just debts, funeral expense, admnistration

and testanentary expenses, and all estate, inheritance,

transfer, and succession taxes . . . shall be paid out of

my residuary estate passing under Article V hereof,
W t hout apportionnent."”

Article V of the will states that "'ny residuary estate'" is
to "consist of ny entire testanentary estate after satisfaction of
any gifts under Article IV hereof, and after paynent of those
debts, expenses, and taxes referred to in Article Ill hereof."
Because t he huge adm ni strative expenses, if deducted fromthe
residuary corpus, would have substantially reduced the annuity
anount, the Charities brought suit in the Probate Court claimng,

inter alia, that these expenses should be paid out of residuary

. By "postnorteminconme” we nean incone derived fromestate
assets between the tine of Warren's death and the tine the
probate of her estate was substantially conpl et ed.
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postnortem incone rather than the residuary corpus.? The parties
found anbiguity in the will's use of the terns "residuary estate"
and "initial net fair market value" and argued extensively about
whet her the adm nistrative expenses should be charged to the
residuary corpus or postnortemincone.

The parties to nost of the suits, including the
admnistrators, the Charities, the children and grandchildren, and
nmost claimants against the Estate, were finally able to reach a
settlenment of their clains in July 1987. Included in this omi bus
settlement was a provision that Article Ill of the will would be
restated to all ocate paynent of all adm nistrative expenses out of
the residuary postnortemincone, not out of the residuary corpus.

The Probate Court nodified and approved the settlenent and
entered an agreed final judgnent in Septenber 1988. The Probate

Court found that because (i) the inconme from the oil and gas

2 This postnmortem i ncone consisted largely of income fromoi
and gas holdings of a kind that the provisions of the Texas Trust
Code, Tex. Prop. Code Ann. 8 113.107(d) (West 1984) (fornerly
Vernon's Ann. Tex. Cv. Stat. art. 7425b-33), direct that trusts
apportion 27%%% (but not to exceed 50% of the net after deducting
the property's expense and carrying cost) to trust corpus and the
bal ance to inconme. The Texas Trust Code al so provides that "[i]f
an asset becones subject to a trust under a will, it becones
subject to the trust as of the date of the death of the testator,
even though there is an intervening period of adm nistration of
the testator's estate,"” Tex. Prop. Code § 113.103(a) (fornerly
Vernon's Ann. Civ. Stat. art. 7425b-28) and that "[i]f the
provisions of . . . [the Texas Trust Code] and the terns of a
trust conflict, the terns of the trust control." Id. 8§
111.002(a). Article Il of the WII granted the estate's personal
representative, anong other things, "all of the rights and powers
conferred upon a trustee by the Texas Trust Act and other | aws of
Texas." Texas Property Code Ann. § 113.019 (West 1984) (fornmerly
Vernon's Ann. Tex. Cv. Stat. art. 7425b-25) grants trustees the
power to conproni se and settle clains.
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interests would be all ocated 27%20to principal and 72%%to i ncone, 3
and (ii) the postnortemincone was the only liquid asset avail able
to the residuary estate to pay the adm nistrative expenses, the
adm ni strative expenses shoul d be al |l ocated accordingly. Thus, the
agreed final judgnent provided that 27%%6 of the admnistrative
expenses woul d be charged to the residuary corpus and 72%%% of the
adm ni strative expenses would be charged to residuary postnortem
incone.* It was al so provided that the annuity amount would in no
event be |l ess than $1,471,575. 81 per year.

Respondent - appel | ee, the Comm ssi oner of I nternal Revenue (the
Comm ssi oner), having asserted an estate tax deficiency, the Estate
filed a petition for redeterm nation in the Tax Court. Mst of the

i ssues were settled.® However, there renmined for trial the issue

3 See note 2, supra.

4 The judgnent provided that the will's Article V "the initial
net fair market value of the assets constituting"” each of the two
Trusts woul d be one-half of the amount cal cul ated as foll ows,

viz, the total gross estate as calculated for federal estate tax
pur poses | ess the specific bequests in Article IV, |ess 27%%% of
the adm nistrative expenses paid to date, and less all of each of
the followi ng: funeral expenses, debts of decedent, nortgages
and liens, and federal estate taxes and state death taxes.

5 The initial estate tax return filed by the Estate in 1984
left many of the crucial itens blank or "undeterm ned." The
Comm ssi oner issued a notice of deficiency in the anmount of

$34, 340, 734. 68, which the government's brief states was "based
|argely on the values for the assets and debts of the estate
contained in the Marriage Settl enent Agreenent between the
decedent and her forner husband that had been executed the year
before her death,"” although the Estate asserts that "the bul k" of
the deficiency "resulted from' the Conmm ssioner's position that
the Charities "were not qualified charitable organizations.” 1In
any event, it was eventually agreed: that the value of the total
gross estate for estate tax purposes was $28, 352, 319.92; that as
of July 31, 1988, the Estate had incurred and paid $8, 523, 834. 44
(%9, 085, 849. 61 as of Novenber 28, 1984) in admnistrative
expenses and that such expenses were allowabl e as a deduction for
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of whether in calculating the anobunt of the estate tax charitable
deduction for the bequest to the Trusts under Article V of the wll
the amount of "the initial net fair market value of the assets
constituting the" Trusts should be reduced by one hundred percent
of the Estate's admnistrative expenses, as clained by the
Comm ssioner, or only by the 276t hereof pursuant to the Probate
Court's judgnent, as asserted by the Estate. The Tax Court agreed
wth the Conm ssioner, determning that it was not bound by the
Probate Court's judgnent and that under Texas |aw Warren's w ||
required that all the admnistrative expenses be charged to the
residuary corpus before conputing "the initial net fair market
value of the assets constituting the trust," eight-and-one-half
percent of which was to constitute the annual annuity anopunt
payable to the Charities over the twenty-year term Follow ng the
Tax Court's opinion, final judgnment was entered on the basis of an
agreed "Conputation For Entry of Decision.” The effect of the Tax
Court's decision was to reduce the amount of the annual annuity
payable to the Charities, for purposes of the estate tax charitable
deduction, from sone $1,471,575, under the Probate Court's
judgrment, to $878, 131, with a consequent reduction in the estate

tax charitable deduction from sone $16,878,827 to $10, 072, 070.°

estate tax purposes under Code 8 2053(a)(2) to the extent the
Estate elected to so deduct them (and not to deduct themfor

i ncome tax purposes, see Code § 642(g)); that the Charities were
qualified charities for the purposes of the estate tax charitable
deduction (Code § 2055(a)); and that the Article V bequest to the
Charities was in the formof a guaranteed annuity for purposes of
Code 8 2055(e)(2)(B)

6 The Conputation For Entry of Decision calculated the estate
tax charitabl e deduction anobunt as 11.4699 tines the anmount of
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The Estate tinely perfected this appeal.
Di scussi on

In determning that it was not bound by the decision of the
Texas Probate Court in allocating adm nistrative expenses, the Tax
Court relied on C1.R v. Estate of Bosch, 87 S.C. 1776 (1967).

In Bosch, and its conpani on case of Second National Bank of
New Haven v. United States, the Suprenme Court revi ewed deci sions of
the Second Circuit from New York and Connecticut, respectively
Cl.R v. Estate of Bosch, 363 F.2d 1009 (1966), and Second
Nat i onal Bank of New Haven v. United States, 351 F.2d 489 (1965),
in which the estate tax marital deduction was at issue. The New
York case i nvol ved a revocabl e trust established by the decedent in
whi ch his surviving spouse had had a |life estate with a genera
power of appointnent as to which she subsequently, but before his
death, executed an instrunent purporting to release the genera
power and convert it into a special power. The Conm ssi oner
di sal l owed the marital deduction because the surviving spouse did
not have a general power of appointnent, due to the release

i nstrunent. Wiile the case was pending in the Tax Court, the

the 8%0 annual annuity, or 97.49415% (8%46 x 11.4699) of the
corpus of the Trusts ($10, 330,948.61 after deducting fromthe
residuary estate, inter alia, all the $9,085,849.61 in

adm ni strative expenses). See 26 C.F.R 88 20.2031-10 (Table B)
20. 2055-2(e) (2) (vi), 20.2055-2(f)(2)(iv). The allowed estate tax
deductions al so included $3,855.05 funeral expenses,

$1, 656, 925. 75 debts, $4, 809, 843 nortgages and |liens, and

$9, 085, 849. 61 admi ni strative expenses (exclusive of interest).
The Estate received the right, in the event the Tax Court's

deci sion were reversed, to deduct |less than all of such

adm ni strative expenses for estate tax purposes, presumably so
that in that event it could instead deduct such expenses for

i ncone tax purposes. See Code § 642(Q).
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estate filed a proceeding in a New York trial court to declare the
release a nullity, and the New York trial court so declared it. As
the Second GCrcuit's opinion reflects, it was conceded that the
state proceedi ng was brought at | east partially for the purpose of
af fecting the outcone of the Tax Court case, all concerned in the
state case took the position there that the release was a nullity,
and no contrary argunent was presented to the state court. Bosch,
363 F. 2d at 1011. The Tax Court and the Second Circuit, over Judge
Friendly's dissent, held for the estate on the basis of the state
trial court judgnent, even though it was recogni zed that the state
proceedi ngs were essentially "non-adversary." |d. at 1013. The
Connecti cut case involved a dispute as to the anount of the nmarital
deduction, which turned on whether the state statute apportioning
estate and i nheritance taxes in the absence of a contrary provision
inthe will applied, with a greater marital deduction resulting if
the statute applied. After the Conm ssioner asserted a deficiency
based on the inapplicability of the apportionnent statute, the
executor filed an application in the Connecticut Probate Court to
have the estate taxes prorated under the statute, and all charged
against the trust for the grandchildren rather than the marita
deduction trust. Qhers interested in the estate, including the
ot her beneficiaries under the wll, though cited, did not contest
the application, and sone filed statenents of no objection. The
Probate Court granted the application. Bosch, 87 S.Ct. at 1780.
The Second Circuit ultimately affirnmed a summary judgnment in favor
of the Internal Revenue Service (IRS) on this issue, holding that

the will unanbi guously reflected that the state proration statute
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woul d not apply, and that the Probate Court's contrary decision did
not require a different result, noting that the judges of such
courts are laynen and their decisions "are even subject to
collateral attack in another probate district." Second Nationa
Bank of New Haven, 351 F.2d at 494.

The Suprenme Court affirnmed in the Connecticut case and
remanded to the Second GCrcuit in the New York case, hol ding that
the respective state trial court decisions were not to be given
"controlling" effect. Bosch, 87 S.Ct. at 1782.

The Suprenme Court initially noted that "at |east three
posi ti ons have energed anong the circuits” respecting the effect of
state trial court decrees "where the matter decided there is
determ native of federal estate tax consequences."” |d. at 1781.
It next described these positions wthout evaluating them The
first it characterized as treating the state court ruling as
decisive if the issue was "fairly presented for its independent
deci sion" and was "binding upon the parties under the state |aw "
ld. The second position, characterized as "[t]he opposite view
and one which "seens to approach"” the nethodology enployed in
diversity cases to determ ne state | aw, was that the federal courts
woul d be bound by the state court ruling "only after independent
exam nation of the state | aw as determ ned by the hi ghest court of
the State." 1d. The third view, advocated by the governnent as
"an internediate position," was that "a state trial court
adj udi cation is binding in such cases only when the judgnent is the
result of an adversary proceeding in the state court." ld. at

1782.



The next paragraph of the Court's opinion comences by stating
"[We look at the problemdifferently.” 1d. The Court explains
"[flirst” that neither res judicata nor collateral estoppel apply
to the cases before it because the Comm ssioner was not a party to
either of the state court proceedings. It then observes that "both
state proceedings were brought for the purpose of directly
affecting federal estate tax liability.” 1d. "Next" the opinion
points out that because the issue before it involves "a federa
taxing statute,” the Court "nust look to the legislative history

surrounding it," and then observes:

"the report of the Senate Finance Comm ttee reconmendi ng
enactnent of the marital deduction used very guarded
| anguage inreferring to the very question invol ved here.
It said that 'proper regard,' not finality, 'should be

giventointerpretations of the wll' by state courts and
then only when entered by a court 'in a bona fide
adversary proceeding.' S.Rep. No. 1013, Pt. 2, 80th

Cong., 2d Sess., 4. W cannot say that the authors of
this directive intended that the decrees of state trial
courts were to be conclusive and binding on the
conputation of the federal estate tax as |evied by the
Congress. |f the Congress had i ntended state trial court
determnations to have that effect on the federal
actions, it certainly would have said sosgwhich it did
not do. On the contrary, we believe it intended the
marital deduction to be strictly construed and appli ed.
Not only did it indicate that only 'proper regard was to
be accorded state decrees but it placed specific
[imtations on the all owance of the deduction as set out
in 8 2056(b), (c), and (d)." Id.

The Court goes on to say that "[t]his is also in keeping with
the Rules of Decision Act, 28 U.S.C. §8 1652" and the Court's

precedents holding that "even in diversity cases" decisions of

"‘lower state courts'" though "'attributed sone weight'" are not
"tcontrolling'" if "the highest court of the State has not spoken
on the point." 1d. It then notes that:
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"[t]his is not a diversity case but the sane principle

may be applied for the sane reasons, viz., the underlying

substantive rule involved is based on state | aw and the

State's highest court is the best authority on its own

law. If there be no decision by that court then federal

authorities nust apply what they find to be the state | aw

after giving 'proper regard' to rel evant rulings of other

courts of the State." Id. at 1873.

The concl udi ng substantive paragraph of Bosch states "[w]e
believe that this would avoid nmuch of the uncertainty that would
result fromthe 'non-adversary' approach and at the sane tinme would
be fair to the taxpayer and protect the federal revenue as well."
| d.

The precise scope and neaning of Bosch as applied in
dissimlar contexts is difficult for us to ascertain. The Court's
| anguage "[w]je look at the problem differently" suggests that it
was not entirely agreeing wwth any of the three general positions
described, but not evaluated, in the imediately preceding
paragraph of the opinion. Later |anguage in the opinion, however,
indicates that it was adopting the second position (although it
never expressly so states). Was the Court, perhaps, |eaving open
the proper approach in other contexts, such as federal tax
consequences not relating to the marital deduction, which is so
heavily enphasized as a ground for decision? W note in this
connection that Bosch distinguished Blair v. Comm ssioner, 57 S. Ct
330 (1937), an incone tax case, on the ground that it "involved the
question of a property right determnation by a state appellate
court." Bosch, at 1781 n.3. Bosch also involved state trial court

decrees in cases brought by the taxpayer "for the purpose of

directly affecting federal estate tax liability." Mbreover, the
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opi ni on nmakes clear that adversarial positions were not taken by
the parties in the state cases, notwithstanding its seem ng
rejection of "the 'non-adversary' approach."” Sone authorities have
concl uded t hat Bosch does not vitiate the significance of bona fide
adversarial settlenents. See Waldrup v. United States, 499 F. Supp.
820, 824 n.4 (N.D. Mss. 1990); but see Estate of Brandon v.
C.l.R, 828 F.2d 493, 499 (8th Cr. 1987) (marital deduction case;
Bosch applies to good faith adversary settlenents).

In the estate tax charitabl e deduction area, though w thout
citing Bosch, controlling effect has frequently been given to bona
fide settlenents of adversarial litigation not instituted for tax
pur poses. See Flanagan v. United States, 810 F.2d 930 (10th Cr
1987); Estate of Strock v. United States, 655 F. Supp. 1334 (WD
Pa. 1987); Northern Trust Co. v. United States, 41 A F.T.R 2d 78-
1523 (N.D. IIl. 1977);7 Rev. Rul. 89-31, 1989-1, C B. 277 (revoking
prior contrary ruling and holding "[i]n situations involving
settlenments of bona fide will contests the Service will no | onger
chal l enge the deductibility of imediate paynents to charities
solely on the ground that they were made in lieu of a split
interest [provided for in the will] that would not constitute an
al | owabl e deduction under section 2055(e)(2) of the [Internal
Revenue] Code"); Technical Advice Menorandum 8948004 ( August 25,
1989) . 8

! Northern Trust Co. has frequently been cited with approval.
See, e.g., Cetting v. United States, 712 F.2d 358, 361 (8th Gr.
1983); First National Bank of Fayetteville v. United States, 727
F.2d 741, 748 (8th Cir. 1984); Rev. Rul. 89-31, 1989-1, C B. 277

8 This directive applied Rev. Rul. 89-31 to a situation where
12



In Brown v. United States, 890 F.2d 1329, 1341-43 (5th Cr.
1989), we considered Bosch and ultimately concluded that "[t]he
relevance of a state court's judgnent to the resolution of a
federal tax question will vary, depending on the particular tax
statute invol ved as well as the nature of the state proceedi ng that
produced the judgnent." |Id. at 1342.° W apply that test here and
conclude that the Tax Court erred by not giving effect to the
Probate Court judgnent.

The tax statute involved here is the provision for estate tax
charitabl e deduction, Code 8§ 2055. |In this respect, we are aware

of no legislative history conparable to that cited in Bosch with

the bona fide settlenent not only gave the charity an i medi ate
paynment in lieu of the nonqualifying split interest provided for

it inthe will, but also provided that the charity woul d be
exonerated from payi ng any portion of the estate taxes

notw thstanding that the "will specifically provides that estate
taxes are to be paid out of the charitable residue as an expense
of adm nistration wthout apportionnent.” |In reaching this
result it is stated "[a] bona fide settlenent agreenent results
in a restructuring of the terns of the will so that the
beneficiaries' interests are based on the restructured wll. See

Rev. Rul. 89-31, supra. Thus the provisions of a bona fide
settl enment agreenent prevail over the provisions of the wll."

o In Brown we held the Texas Probate Court order finding that
the estate, adm nistered by an i ndependent executor, required
ongoi ng managenent and adm nistration, did not preclude the

Comm ssioner fromdeterm ning under Treasury Regul ation 1.641(b)-
(3)(a) that adm nistration of the estate had al ready been unduly
prol onged. W noted that the executor did not file the probate
proceeding until after the deficiency notice, id. at 1341, "the
nonadversary quality" of that proceeding, and the fact that the
Probate Court "was not presented with all the relevant facts and
differing views." 1d. at 1342. W further observed "[n]ot only
was there no genui ne controversy involved, the probate court's
order was unnecessary" and "had no practical consequences apart
fromthis federal tax controversy.” 1d. W held it was thus
"entitled to little weight." 1d.
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respect to the effect of state court decrees.!® However, as has
been frequently recogni zed, "[i]n enacting the charitabl e deduction
provisions in |.R C 8§ 2055 and its predecessors, Congress sought
to encourage gifts to charity." Flanagan at 934. Typically, in
uphol di ng charitabl e deducti ons based on court approved bona fide
settlenents of adversarial positions, the decisions have stressed
that "[t] he deduction is sought for the actual benefit passing to
the charitable foundation."” ld. at 935. See also Cetting v.
United States, 712 F.2d 358 at 363 (8th Cr. 1983) ("A deductionis
clainmed only for those anounts that were actually received by the
four charities. The deduction should be allowed.").' That is the
situation here, as the Estate seeks a deduction only on the basis
of what the Charities wll actually receive fromthe Estate. O
course, for purposes of section 2055 what is received nust be
recei ved fromthe decedent, and not nerely fromthose who take the
decedent's estate. But where the settlenent is a bona fide
resolution of a truly adversarial dispute as to rights of the
charity wunder a wll of the decedent, then the foregoing
requi renent woul d appear to be satisfied, for in such a case what

the charity receives it receives as a result and by virtue of the

10 Nor are we aware of any federal estate tax requirenent or
preference for charging adm nistrative expenses to residuary
cor pus.

1 Cf. Estate of Wight v. United States, 677 F.2d 53 (9th Cr
1982) (" The paranmount concern, for federal tax purposes, is with
the real distribution of the funds rather than their nom nal
source," at 54, and , "'the ambunt to be deducted for charitable
gifts nust be conputed on the basis of what the charities
actually received, not on the basis of what is provided in the
will,"'" at 55).
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provision nmade for it in the decedent's wll, whether or not it
receives precisely what it would be entitled to if no settlenent
had been nade. The contrary conclusion would be necessarily
inconsistent wwth Rev. Rul. 89-31 as well as with such deci sions as
Fl anagan, Northern Trust Co., and Estate of Strock. See al so
Dunont's Estate v. C.1.R, 150 F.2d 691, 692-94 (3d Cr. 1945).

We further note that the settlenent and Probate Court judgnent
are wholly valid and bi ndi ng under Texas | aw, and under Texas | aw
control the extent to which the adm ni strative expenses are charged
to the residuary estate for purposes of conputing "the initial net
fair market value of the assets constituting" the Trusts. See
Mooney v. Harlin, 622 S.W2d 83, 85 (Tex. 1981) (binding nature of
Texas Probate Court judgnents, which are in rem. Texas |aw has
|l ong recogni zed the "famly settlenment doctrine.”" As stated in
Matter of Estate of Hodges, 725 S.W2d 265, 267 (Tex.
App. SQAmarillo, 1986, wit ref'd n.r.e.):

"Afamly settlenent agreenent is an alternative nethod
of adm nistration in Texas that is a favorite of the | aw
Sal non v. Sal non, 395 S.W2d 29, 32 (Tex. 1965); Estate
of Morri s, 577 S.W2d 748, 755-56 (Tex. Cv.
App. SQAmarillo 1979, wit ref'd n.r.e.). The theory
underlying the validity of famly settlenent is stated in
Pitner v. United States, 388 F.2d 651, 656 (5th Cr.
1967) :

"This approach is nmade possible by section 37
of the [Texas] Probate Code which provides
that when a person dies leaving a wll, [.

.] "all of his estate devised or bequeathed by
such wll shall vest imediately in the
devi sees or legatees;" [. . .] subject to the
paynment of the decedent's debts. Thi s
provision |leaves the beneficiaries of an
estate free to arrange anong thenselves for
the distribution of the estate and for the
paynment of expenses from that estate.'"
(Footnote omtted).
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See also Cook v. Haner, 309 S.W2d 54, 56 (Tex. 1958); Wade v.
Wade, 167 S.W2d 1008, 1010 (Tex. 1943); Everett v. Everett, 309
S.W2d 893, 896 (Tex. G v. App.SQWaco 1958, wit ref'dn.r.e.). 1In
Pitner we applied the Texas famly settlenent doctrine in holding
that certain postnortemattorneys' fees were deductible for estate
tax purposes as admnistrative expenses under Code 8§ 2053(a)(2).
Pitner v. United States, 388 F.2d 651 (5th GCr. 1967).

Though the Tax Court in this case specifically refused to nake
a finding as to whether the agreed allocation of admnistrative
expenses was a settlenent of a bona fide dispute, the Conmm ssi oner
argues precisely this point on appeal. He clains, as he did bel ow,
that the settlenent, at l|east as far as it dealt with the
all ocation of adm nistrative expenses, was collusive and desi gned
sinply to avoid paynent of taxes, and that the | RS should not now
be forced to abide by a settlenent in which it had no voice.

W reject the Conmm ssioner's argunent. This contention was
thoroughly tried below, and, as the Estate points out, the
Comm ssi oner never produced any evidence with which to question the
character of the proceedings. The Estate, on the other hand
presented the testinony of Al an Lei bel, an attorney who represented
Warren's children throughout the litigation in the Probate Court.
Lei bel testified that the negotiations, on the admnistrative
expense issue as well as others, were protracted and adversari al .

It is indisputably clear that the Ilitigation, and its
settlenent, were to resol ve adversarial, nontax, bona fide di sputes
bet ween the parties.

We also note that the terns of the will provide independent
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verification of the adversarial interests involved in the probate
contest. If all adm nistrative expenses had been taken out of the
corpus of the residuary estate so that "the initial net fair market
value" of the assets of the Trusts would have been |ower, the
annui ty anount received by the Charities would |ikew se have been
lower. This would have benefited the children and grandchil dren
because less of the estate would have been paid out to the
Charities and nore woul d have been left to themafter the twenty-
year termof the Trusts.

As cal cul ated by the Conm ssioner and under the Tax Court's
judgnment, the annuity paynents to the Charities were $878, 131 a
year, as conpared to $1,471,576 per year under the Probate Court's
judgrment, a difference of $593,445 a year. Over the 20-year term
this woul d ambunt to $11, 868,904 nore going to the Charities, and
the sanme anobunt |ess being available to Warren's children and
grandchildren at the term nation of the Trusts (the children and
grandchildren receiving nothing from the Trusts prior to their
term nation).

The Comm ssioner's brief nmakes the conclusory assertion that
because "[t]he net effect of this allocation of admnistrative
expenses was to reduce both the federal estate and incone tax
burdens of the estate" the settlenment "was not adverse to the
interests of the various parties to" it and hence was not bona fide
and adversarial. The record sinply does not bear this out. The
Comm ssioner's position and that of the Tax Court reduced the
anount of the estate tax charitable deduction by approxi mtely

$6, 806, 756 from what it would have been had the Probate Court
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j udgrment been followed.'? Even as cal cul ated by the Conm ssi oner

the net taxable estate was only $2,357,320, and so the maxi num
estate tax rate would have been 49% Code 8§ 2001(c)(1). o
course, if the Probate Court position were applied, the sane estate
tax liability as resulted fromthe Tax Court's judgnent could be
achi eved without using as an estate tax deduction sone $6, 806, 756
(the anbunt of the decrease in the estate tax charitabl e deducti on)
of adm ni strative expenses, which in turn would free that anmount up
to take as an estate i ncone tax deduction.® The maxi mumincone tax
rate for estates and trusts during 1983 through 1986 was fifty
percent and has been | ess ever since. Code 8§ 1(e). Consequently,
the tax benefitssQestate tax and incone taxsSQin regard to the
adm ni strative expenses and the estate tax charitable deduction
coul d not have anobunted in all to nore than half the anmount of the
difference in the size of the estate tax charitable deduction, or
sonme $3, 403,378 (¥ of $6, 806, 756). In addition to this tax
benefit, there would be, if the Probate Court judgnent were
foll owed, the potential for increased annual incone tax deductions
by the virtue of the increase in the anmount of the annual annuity
payable to the Charities by $593, 445. Even on the wunlikely
assunption that there would be sufficient net taxable inconme to

realize the full potential of this increased deduction (in addition

12 The $593, 445 difference in the annual annuity anount tines
the appropriate 11.4699 factor (see note 6, supra) equals
$6, 806, 756.

13 Under Code 8 642(g) an item of administrative expense nay
not be taken both as an estate tax and as an i ncone tax
deducti on.
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to the hypothesized incone tax deduction for admnistrative
expenses), over the 20-year term it would not amobunt to a tax
saving of over sone $4,255,000.* The total of the maxinmm
potential estate and inconme tax savings from admnistrative
expenses, $3,403, 378, plus the maxi mumpotential inconme tax savings
from the increased charitable deduction for increased annuity
paynments to charity, $4,255,000, would thus be Iless than
$7, 660, 000. This would still Jleave nore than $4,000, 000
(%11, 868,904, the pre-tax loss to the children and grandchil dren,
| ess $7,660,000 in maxi mum potential tax savings, the benefit of
whi ch could accrue to themon term nation of the Trusts) to fight
over. That is a substantial sum and a substantial fraction of the
net estate. The Comm ssioner has presented no calculations
what ever to denonstrate what the potential tax savings would be or
t hat they woul d even approach the anobunt of the enhancenent in the
position of the Charities to the detrinment of the children and
grandchi | dren.

The record as a whole affirmatively denonstrates that the
di spute was a truly adversarial, nontax one and that the parties

reached an arnms-|length and bona fide settlenent of that dispute

14 The top inconme tax for estates in the years 1983 through
1986 was 50% in 1987 through 1990 it did not exceed 38.5% since
then it has not exceeded 31% See Code 8 1. Assunming 3.6 years
(May 27,1983 through Decenber 1986) at 50% 4 years at 38.5% and
12. 4 years at 31% the total incone tax savings over the 20 years
fromthe increased income tax charitable deduction would be
approxi mately $4, 253,328, cal culated as foll ows:

3.6 x $593,445 = $2,136,440.20 x .50 = $1,068, 220. 10
4 X $593, 445 = $2,373, 780 x .385 =$ 913,905.30
12.4 x $593, 445 = $7, 358, 718 x .31 = $2,281, 202. 58

TOTAL $4, 253, 327. 98
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that was essentially approved by the Probate Court, and that what
the Charities received in the settlenent and under the Probate
Court judgnent accrued to them by virtue and as a result of the
bequest to themin Article V of the will. There is no substanti al
evidence in the record to sustain a contrary finding.
Consequently, there is no need for a remand to the Tax Court for a
fact finding on that issue. W further determne that the
settlenment and Probate Court decree are valid and binding under
Texas law, particularly the Texas famly settlenent doctrine. In
t hese ci rcunst ances, we concl ude that the approach of Rev. Rul. 89-
31, rather than of Bosch, is appropriate, and that the estate tax
charitabl e deduction should be conputed on the basis of what the
Charities will receive under Article V of the will pursuant to the
Probate Court's judgnent.
Concl usi on

W hold that the estate tax charitable deduction nust be
conputed on the basis of what the Charities will receive under
Article Vof the will pursuant to the Probate Court's judgnent, and
that the Tax Court erred in holding to the contrary. W
accordingly reverse the judgnent of the Tax Court and remand the
case to that court for further proceedings consistent herew th,
i ncl udi ng recal cul ation of the appropriate estate tax in conformty

wi th our hol di ng.

JUDGVENT REVERSED; CAUSE REMANDED
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