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Appeal from A Decision of the United States Tax Court.

Before JONES and DeMOSS, Circuit Judges, and TRIMBLE, District
Judge.

EDITH H JONES, G rcuit Judge:

The Estate of Herbert Cavenaugh invested considerable
intellectual and creative resources tomnimze its tax liability.
It excluded the value of property Herbert received upon the death
of his first wwfe Mary Jane because of the technical possibility
that he mght not be entitled to all of the incone from the
property, and it excluded half of the |life insurance proceeds paid
on his death to the estate, asserting that Texas l|law still
recognized Mary Jane's community interest in the proceeds.
Uni npressed by the estate's acunen, the Comm ssioner of Internal
Revenue assessed a hefty deficiency. Inputing the full value of
both of these interests to Herbert's estate, the Tax Court upheld
t he Conm ssioner's cal cul ation of tax due. See 100 T.C. 407, 1993

WL 153230 (1993). This court accepts the essential propriety of
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that court's interpretation of the federal tax code but affirns the
judgnent only as to Herbert's interest in the residuary trust
created by Mary Jane's wll. W reverse the portion of the
deficiency attributable to the life insurance policy because the
| RS m sread Texas community property | aw.

| .

The relevant facts are unconplicated. Herbert and Mary Jane
Cavenaugh were married for many years and resided in Texas, a
comunity property state. In 1980, they purchased a renewabl e term
life insurance policy on Herbert's life. 1n 1983, Mary Jane died
testate; her will left Herbert certain property interests which
he—as executor of her estate—elected to exclude from her gross
estate as property eligible for the Marital Deduction.

In 1986, Herbert died, | eaving his estate as sol e beneficiary
of approximately $650,000 in Iife insurance proceeds. Hi s
estate—the appellant here—excluded from Herbert's gross estate
one-half of the term |ife insurance death benefit paid to the
estate and those property interests that had passed from Mary Jane
to Herbert on her death in 1983.

1.
The QTl P Deduction

Section 2001 of the Internal Revenue Code inposes a tax on
each decedent's taxable estate. The taxable estate equals the
val ue of the gross estate, which consists of all property owned by
the taxpayer upon death, |ess applicable deductions. Upon Mary

Jane's death in 1983, Herbert, as executor of the estate, elected



to exclude fromthe gross estate the value of certain properties
transferred to him by virtue of her wll. Section 2056(a) now
authorizes an unlimted (in dollars) deduction fromthe decedent's
gross estate of property transferred to a surviving spouse. Oten
referred to as the "Marital Deduction,” this provision postpones
taxation on such property until the surviving spouse disposes of
the exenpted property by gratuitous transfer, whether inter vivos
or at death. See Estate of Claytonv. CI.R, 976 F.2d 1486, 1492
(5th Gir.1992).

To ensure that none of this property escapes taxation, section
2056(b) provides an exception to subsection (a)'s grant of an
unlimted Marital Deduction for "term nable interests." Code
section 2056(b) excludes "term nable" interests®! in property from
eligibility for the Marital Deduction. But a nunber of particul ar
exceptions to this general termnable interest exception are
recogni zed; anong the particular types of termnable interests
t hat are in fact deducti bl e by virtue of bei ng
exceptions-to-the-exception is the Qualified Term nable Interest
Property ("QTIP') created by the Congress in 1981. Subsecti on
2056(b) (7)(B) (i) defines QIl P as property (i) which passes fromthe
decedent, (ii) in which the surviving spouse has a qualifying
incone interest for life, and (iii) to which an el ection to excl ude

is made. An election to claima marital deduction for qualified

These are defined as interests which will term nate or fai
on the | apse of tine, the occurrence of an event or contingency,
or on the failure of an event or contingency to occur. See 8§
2056(b) (1).



termnable interest property once nmade is irrevocable. Section
2056(b) (7) (B) (V).

Her bert exercised such an election on behalf of Mary Jane's
estate in 1983 and accordingly excluded the properties at issue
here from her gross estate. Neverthel ess, Herbert's estate now
clainms that this election was unavailable since the transferred
property was ineligible for QTIP treatnent. Hence the estate
attenpts to circunvent Section 2044(a), which requires inclusionin
Herbert's estate of the value of all property in which the decedent
had a qualifying interest for |ife.

The estate advances two argunents why the initial election
was defective: (1) The incone interest that Herbert received coul d
not constitute a "qualifying inconme interest for life;" (2) Mary
Jane's will precluded the executor, Herbert, from exercising the
necessary election. This second theory, however, collapses into
the first argunent since section 2044 defines petitioner's tax
liability independently of the constraints of Mary Jane's wll.
Specifically, this section requires the inclusion of the property
in Herbert's gross estate if the "decedent had a qualifying i ncone
interest for life" when "a deduction was allowed wth respect to
the transfer of such property to the decedent."” Since there is no
di spute that such a deduction was allowed by the Conm ssioner,
whet her the property received by Herbert was a qualifying incone
interest for life becones dispositive. The viability of a QTP
el ection, in other words, presents a question of federal, not state

law, and such an election, once nmade and approved by IRS, is



i rrevocabl e.

This court reviews de novo the Tax Court's conclusion that
this property did qualify. Mcl ngval e v. Comm ssioner, 936 F.2d
833, 835-36 (5th Gr.1991). A qualifying incone interest for life
is a defined termof art for an interest in which "the surviving
spouse is entitled to all the inconme ... payable annually or at
nmore frequent intervals .. [and of which] no person has a power to
appoi nt any part of the property to any person other than surviving
spouse. " Estate of Cayton, 976 F.2d at 1496 (quoting 8
2056(b)(7)(B)(ii)(11)) (alterations in original). Consequent |y,
the statute i nposes two definitional elenents: (1) Herbert nust be
entitled to all of the incone; and (2) no person can be authorized
to appoint any part of the property to anybody but Herbert. These
determ nations nust be nmade as of the date of Ms. Cavenaugh's
death. 1d. at 1497. Applicable regulations incorporate state | aw
to determne whether the incone distribution requirenents are
satisfied. Treas.Reg. 8§ 20.2056(b)-5(e).

Herbert received two types of interests in property. Mary
Jane bequeat hed him specifically defined interests in their hone
and other real property.? Her will also created a residuary trust
whose net incone was to be paid to Herbert during his lifetine
only. Only Herbert's interest in the residuary trust is at issue

in this appeal.

2Ms. Cavenaugh's will assigns Herbert a life estate in the
famly honme, but permtted himthe power to sell it provided that
the interest fromsuch sale was invested in another home for Dr.
Cavenaugh with any bal ance of her interest to be added to her
estate's residuary trust.



Herbert's estate and the IRS part conpany over the scope of
his interest as a beneficiary of the residuary trust. The precise
question is whether Herbert was entitled to receive all of the
incone during his life. Herbert's estate contends that since no
provision of Mary Jane's will nor of Texas |aw precludes the
accunmul ation of trust incone (as opposed to its distribution
currently to Herbert), the possibility existed that sonme of this
i nconme mght goto Mary Jane's descendants (the Cavenaugh chil dren)
upon Herbert's death. Thus, it wurges the QIlP deduction's
statutory requirenent that Herbert be entitled to all of the incone
of the residuary trust payable at |east annually mght not be
satisfied. Mreover, the trustee by resort to accunulation is also
technically authorized to appoi nt part of this property to sonebody
ot her than Herbert.

Fortunately, this court need not enter the fray between the
Ninth Grcuit in Estate of Howard v. Comm ssioner, 910 F.2d 633
(1990), and the Tax Court in Estate of Shelfer v. Conm ssioner, 103
T.C. 10, 1994 W 373509, 1994 U.S. Tax . LEXIS 50 (1994) (refusing
to follow Estate of Howard since Shelfer resides in Eleventh
Circuit), in determ ning whether a technical possibility that any
income will not go to the surviving spouse destroys eligibility for

QTrIP treatnment.* The significance petitioner derives fromthe | ack

3The parties agree that the nature of the interest Herbert
received is decided under Texas | aw.

“'n any event, Judge Wener's opinion in Estate of Cd ayton,
976 F.2d at 1497, cites the Estate of Howard opini on approvingly.



of an express prohibition on accunulation (in either the will or
under Texas law) is m splaced. Whet her the surviving spouse is
entitled to all the inconme is not neasured by an abstract principle
of law but nerely by reference to the decedent's intent. See
generally Estate of Clayton, 976 F. 2d at 1488-1490 (eligibility for
QT P neasured by reference to four corners of will); Perfect Union
Lodge No. 10 v. Interfirst Bank, 748 S.W2d 218 (Tex.1988) (wlls
are construed to give effect to the actual intention of the
testator). |In other words, whether Mary Jane i ntended t hat Herbert
receive all of the inconme fromthese property interests and whet her
she did—er did not—authorize any other person to appoint part of
this property to sonebody other than her spouse is dispositive.
"The cardinal rule for construing a will requires that the
testator's intent be ascertained by |ooking to the provisions of
the instrunent as a whole." | d. The best evidence the estate
identifies that Mary Jane did not intend for Herbert to receive all
of the income in at least annual intervals is Paragraph B of
Article Vof her will. That paragraph requires that the net incone
fromthe trust be paid to Herbert for as long as he lives "nonthly
or at the end of such other periods as my be necessary or
desirable in the discretion of the Trustee." (enphasis added).
Herbert's estate reasons that Mary Jane thus i nposed on the trustee
"no limtations onits discretion to distribute" and thereby "left
to the professional trustee all of the considerations and deci si ons
about how nmuch and when distributions of inconme should be nmade."

Al t hough this provision plainly provides the trustee with sone



|atitude in determ ning when incone distributions should be nade,
readi ng that clause to manifest an intent to permt the trustee to
exerci se absol ute discretion in choosing when to pay incone to Dr.
Cavenaugh is unwarrant ed.

To begin, the will specifically states that the paynents of
i ncone should be nade periodically. Normally, a trustee is
required to meke paynents of incone at reasonable intervals.
Bogert, TRUSTS AND TRUSTEES, 8§ 814 (2d ed. 1981). A reasonable
interval is ordinarily semannually or quarterly. 2A Scott,
TRUSTS, 8§ 182, at 550 (4th ed. 1987). |If anything, the inclusion
of "nonthly" evinces an intent to distribute the incone at nore
frequent intervals than "reasonabl eness" requires.

Resort to the readi ng advanced by the estate woul d render the
word "nont hly" whol |y neani ngl ess. Texas presunes that a testator
woul d not include useless expressions in her wll. Republic
Nat i onal Bank v. Fredericks, 155 Tex. 79, 283 S. W 2d 39, 44 (1955).

Not ably, no authorization in the will exists for the trustee
to accunulate incone during Herbert's Ilife, and Mary Jane
interestingly neglected to provide for the disposition of
accunul ated incone. |In contrast, Mary Jane did explicitly provide
that after Herbert's death i ncone coul d be accunul ated and added to
the trust corpus and that the trustee shall have "sol e and absol ute
di scretion” to distribute inconme and corpus to her children.

Finally, paragraph D of Article V of the will gives Herbert
the express right to withdrawthe greater of $5,000 or five percent

of the corpus of the residuary trust in any calendar year.



Presumably, the trust settlor intends that the trust incone be
di stributed before corpus is invaded. Since Herbert is entitledto
require distributions of corpus annually, it is unlikely that Mary
Jane did not intend to entitle himto distributions of inconme as
often. Taken cunulatively, it is easy to conclude that Herbert's
estate was conpelled to include the value of his interest in the
trust, already made the subject of a QIlIP election on Mary Jane's
estate tax return, in its return.
L1,
Li fe I nsurance Proceeds

The conflict between t he Conm ssioner and the Estate over the
proper taxation of termlife insurance proceeds paid to Herbert's
estate raises a nmuch closer question. | nternal Revenue Code 8§
2042(1) dictates that "the value of the gross estate shall include
* * * the anpunt receivable by the executor as insurance under
policies on the |life of the decedent." Section 20.2042-1(b)(2) of
t he Regul ati ons, however, excludes |ife insurance proceeds payabl e
to the estate to the extent that they belong to the decedent's
spouse under state community property law. Herbert's estate | abors
to avail itself of this exception by insisting that one-half of the
$650, 000 proceeds still belonged to Mary Jane's residuary trust.?®
Al t hough the Comm ssioner ridicules this argunent as "pure
met aphysics,"” the truth of the matter is decided under state | aw.

Broday v. United States, 455 F.2d 1097, 1099 (5th Gr.1972).

SHer executor did not specifically include any interest in
the insurance policy in the gross estate.

9



Therein lies the rub.

In Texas, the status of property is fixed at the tinme of
acquisition or inception of title. Colden v. Al exander, 141 Tex.
134, 171 S.W2d 328, 334 (1943). Since Herbert's term life
i nsurance policy was purchasedinitially with conmunity property in
1980, ordinarily Mary Jane would retain a one-half comunity
interest in the policy and its proceeds: "[I]f life insurance is
purchased during a marriage and paid for with conmunity funds, the
"policy rights' or incidents of ownership and the "proceeds rights
or the rights to receive the proceeds in the future constitute
community property."” Freedman v. United States, 382 F.2d 742, 745
(5th Cr.1967), citing Brown v. Lee, 371 S.W2d 694 (Tex.1963).
Two factual winkles obscure this sinplicity: (1) Mary Jane died
in 1983; (2) Herbert personally had to renew the policy in 1984,
1985 and 1986.

Pronpt ed by these conplications, the IRSfires three broadside
assaults on the suggestion that Mary Jane® continued to sustain an
unmatured interest in the proceeds. First, the IRS posits that
because the marital comunity di ssolved at her death any community
interest in the policy or wunmatured right to the proceeds
term nat ed upon expiration of the | ast one-year termof the policy
paid with community funds. Alternatively, the Conm ssioner argues
t hat Texas caps Mary Jane's conmunity interest at one-half the cash

surrender or interpolated termnal reserve value of the policy at

5O the residuary trust created by her estate.
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her death.” As the term policy here had no cash surrender val ue
nor any val ue conputed by the interpol ated term nal reserve net hod,
t he Comm ssi oner reasons the remaining $650, 000 of val ue nust be
ascribed to Herbert's estate. The final chall enge recasts the | ack
of nonetary value at the nonent of her death into an extirpating
force. The Conm ssioner explains that the absence of nonetary
val ue renoved the need for partition of Miry Jane's conmunity
interest in the policy, thereby transform ng Mary Jane's comrunal
right into an "extingui shed" interest.

"Under circunstances where the uninsured spouse predeceases
the i nsured spouse, settlenent of the decedent's conmunity interest
in the unmatured chose has ordinarily been resolved by allocating
one-hal f of the cash surrender value to the deceased' s estate and
the other one-half ... to the surviving spouse."” Brown v. Lee, 371
S.W2d 694, 696 (1963) (enphasis added). Significantly, however,
Mary Jane's property was not settled or partitioned prior to
Herbert's death. Accordingly, the normal rule of Brown is
i nverted: "[Where settlenent of the deceased wife's comunity
interest in the policies was not nade prior to the death of the
insured ... the wife's community interest was never extingui shed

and the policies retained their community status up to the tine of

‘Estate of Wen v. Comm ssioner, 441 F.2d 32, 34 (5th
Cir.1971), requires that the value of Mary Jane's conmunity
interest in the policy be determ ned at the date of her death.
Thi s unexceptionable principle is hardly probative in answering
whet her Mary Jane's residuary trust preserved an interest in a
specul ative investnent vehicle that ultimately produced a
si zeabl e return on account of the occurrence of a contingency,
i.e. Herbert's death while covered.

11



maturity. Consequently, the proceeds are community." [|d.

El aborating on the consequences of treating life insurance
purchased by the comunity as community property, Amason V.
Franklin Life I nsurance Co., 428 F.2d 1144 (5th Cr.1970), provides
a mandatory | esson on the treatnment of insurance proceeds received
after the dissolution of the marital comrunity where no partition
has yet occurred. The case holds explicitly that divorce does not
"automatically divest either spouse of his or her interest in the
policy," that this interest is preserved in both benefits of
ownership of the policy and the eventual proceeds fromthe policy,
and that the need to pay prem uns subsequent to the divorce from
separate funds cannot termnate either spouse's right to the
proceeds. Id. at 1146-1148. Furthernore, Anmason prescribes the
tenancy-in-common as the proper prism to assess the |egal
relationship. ld. at 1147 ("After divorce each spouse owns an
undi vi ded one-half interest in that property as a tenant in conmon
in the sane fashion as if they had never been nmarried.")

Hence Amason instructs that the death of Mary Jane wi thout a
partition created a tenancy-in-conmmon between M. Cavenaugh and her
estate's designated heirs vis a vis the policy.® Moreover, this
tenant in common relationship continues until the proceeds are
pai d. Nonet hel ess, persuasively distinguishing death fromdivorce
or adopting a limting principle in cases where the policy has no

cash value at the nonent of the uninsured spouse's death would

8This is true at least until the termcovered by the prior
paynment of a prem um expires.
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still permt the Conm ssioner to prevail. Yet previous resort to
t hese exact maneuvers failed to capture any bounty for the I nternal
Revenue Service. See Scott v. Conm ssioner, 374 F.2d 154, 159-160
(9th Gir.1967).

In Scott, a remarkably simlar case® the precise question
tackled by the court was how nmuch of the insurance proceeds the
husband must include in his estate. Critically, the cash surrender
value of the policy at the date of the wife's death was zero
Interestingly, the Conmm ssioner advanced a famliar |ogic:

[The wife's] only interest at her death, and therefore the

only interest that passed ... under her will was the right to
recei ve one-half of the cash surrender val ue of the policies.
The theory ... is that while the insured husband is alive the

only value that can be realized is the cash surrender val ue,
and that the right to receive the face anount of the policies
upon the husband's death ... is kept alive only by paynent of
further premuns by the husband after the wife's death.
Consequently to the extent that the proceeds receivable at the
husband' s death exceed the cash surrender value at the wife's
death, this is attributable to those prem uns, which were not
paid fromcomunity property the marital comrunity havi ng been
di ssol ved by the death of the wife. Accordingly, the entire
proceeds, |ess one-half the cash surrender value at the tine
of the wife's death, are part of the husband s estate.

ld. at 159. Dismssing this argunent, the Ninth Grcuit recogni zed
that under California comunity property law, "the right to have
the contract of insurance continued in force by virtue of paynent
of premuns fromits issuance" is itself a "valuable right" even

when the policy at dissolution has no cash surrender value. 1d. at

There the wife al so predeceased the insured husband, her
estate had simlarly listed zero value of the policy inits
earlier return, the husband and naned beneficiaries had paid nore
than $4,000 in additional premuns to prevent the policy from
| apsing after the wife's death, and his estate clainmed only half
the value of the proceeds in its gross estate.

13



159- 160. The question in California |aw was not whether the
comunity interest in the life insurance policy |apsed after the
death of the uninsured spouse but was instead the proportion of
ownership attributable to the uninsured spouse's estate.

Al t hough the community property laws of California and Texas
differ in many respects, neither the IRS nor the Tax Court has
produced authority confirmng a neaningful variation between
California and Texas law on this issue. Specifically, Scott's
treatnent of a marital comunity dissol ved via deat h—eonstruction
of a tenant in common rel ationshi p—accords with the solution to
di ssolution adopted by Amason in the context of divorce. Thi s
parallelism is not only logical, but appears conpelled by the
synergy of Amason and Brown v. Lee.?°

Furthernore, Scott 's holding that the community interest is
not commuted by a zero cash surrender val ue harnoni zes with Texas
| aw. "Even though the policy provides only for terminsurance and
has no cash value, it is still a property right." Seaman v.
Seaman, 756 S.W2d 56, 58 (Tex. App.1988) (citation omtted). The
contrary position of the IRS conflates "value" wth a "property
interest." Wthin and w thout Texas, property is distinct from
val ue; surely one can own property that is worthl ess by any narket

measure, but still is not subject to confiscation by the state or

Recal | that Brown held that the comunity interest of the
deceased uninsured wife in the proceeds was not extingui shed sans
partition or |aches. Brown, 371 S.W2d at 696.

14



i nvasi on by ot her nenbers of the public.

Mtchell v. Mtchell, 448 S. W 2d 807, 811 (Tex. App. 1969), does
not hold otherw se. That case resolved a dispute between the
original wife and the second w fe of the deceased over an interest
in the proceeds of his federal group life insurance policy.
Appl ying federal |law, the court concluded that the first wife could
have no interest in the policy because the federal statute strictly
assigned all interests to the "w dow. " | d. Preservation of a
comunity interest in the coverage afforded by the federal policy
woul d violate the conditions of the federal statute. Citing this
court, Mtchell observed: "The words "payable' and "w dow * * *
inthe * * * statute do not refer to the status of the beneficiary
at the tinme the policy * * * is issued and the beneficiary is
designated, but are clearly applicable to the status of the
beneficiary when the policy matures and becones due and payable."
ld. (alterations in original). To effectuate this design, the
Mtchell court held that "the term"w dow clearly neans [only] the
woman surviving on the death of the man to whom she was legally
married at the tinme of his death.” Thus, the original wife's
interest was truncated by operation of the statute and not because
of its lack of cash val ue.

Now confronted by the Conmm ssioner's final bolt, this court

UTo illustrate in the terminsurance context, consider a
policy "worthl ess" as neasured by cash surrender or interpolated
reserve value. |If the insured could no |onger obtain insurance

for health or other eligibility reasons, the right to renewal at
a set annual prem um woul d suddenly represent considerabl e val ue.
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must di vi ne whet her each yearly renewal of a one-year termlife
i nsurance policy by nmeans of increasing prem uns creates a (new)
separate policy or continues to relate to the initial (conmunal)
i nvestment. Because Texas follows the inception of title doctrine,
the choice is binary: If the conmmunity received all of what it
bargained for in the original policy while Mary Jane lived, the
post - conmunal renewals are separate property, but if elenents of
the contract remained unexpired at Mary Jane's death then the
community interest survives. Exam ning the terns of the policy
di scl oses several guarantees of nore than de mnims inport to the
community's transaction.

A. The Cavenaughs purchased the unrestricted right to renew
the policy for a period of up to 21 years at a fixed (al beit
increasing) rate. The security of this protection is conpounded by
two provisions that expressly permt exercise of this right
"W t hout proof of insurability” and entitle the owner of the policy
to "automatic conversion" to any whole life insurance policy issued
by the insurer. In economc terns, the Cavenaughs negotiated a
one-year term life insurance policy plus an option with a
defi ned—and | engt hy—exerci se peri od. This option alone m ght
suffice to track the coverage afforded by the later renewal s back
to the community. See Demler v. Demer, 836 S W2d 696
(Tex. App. 1992) (options earned during mnarriage were conmunity
property).

B. The policy al so becane uncontestable after two years and no

| onger excl uded paynent upon suicide of the insured.

16



C. The annual dividends (of at l|east 3.5% payable to the
Cavenaughs increase in a non-linear progression as the policy is
renewed for extended terns. For exanple, in year 1 of the policy
t he Cavenaughs were scheduled to receive $2,730, for the second
year $2,379, and the fourth year $2,944.50. But by renew ng the
policy through year 10, they could expect to receive $5,726.50
annual |y and by year 15 the return would junp to $8,970. Hence the
financial ternms of subsequent renewal s for one-year i ncrenents were
not conpletely independent. By continuing coverage after Mary
Jane's death, M. Cavenaugh apparently reaped sone benefit fromthe
four years of prior insurance.

Taking these factors together, we believe it unlikely that a
Texas court would dism ss these benefits produced by the community
as trivial. Enmploying the tinme of acquisition rule, M.
Cavenaugh's |l ater actions could not therefore convert the character
of the property.

In the absence of any argunent or evidence by the IRS that
m ght justify assigning | ess than one-half of the proceeds to Mary
Jane's unpartitioned community interest, we see no basis to devi ate
from applying the conventional principles of Texas conmmunity
property law to the proceeds. Accordingly, the Tax Court erred in
determ ning that Herbert's estate should include for tax purposes
100%of the proceeds of the termlife insurance purchased initially

by the comunity. The tax liability must be recalculated,
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attributing one-half of the proceeds to his estate.?!?

For the foregoing reasons, the judgnent of the United States
Tax Court is AFFIRVED in part, and REVERSED in part.

DeMOSS, Circuit Judge, specially concurring and di ssenting:

| concur fully with the rationale, reasoning and concl usion
set forth in Part |l of the panel opinion relating to the
appropriateness of, and the enforceability of, the QIlP el ection
made by Herbert in his capacity as independent executor of the
estate of his first wfe, Mary Jane. | also concur with the
panel's reasoning and analysis set forth in Part 111, Life
| nsurance Proceeds, of the foregoing opinion, in so far as such
opi ni on concludes: (i) that prior to her death, Mary Jane had a
comunity property interest inthe termlife insurance policy which
was taken out during her marriage to Herbert, which insured
Herbert's life and which was payable to "the estate of the

insured"; and (ii) that, contrary to the contentions urged by the

12Judge DeMoss's di ssent argues forcefully that all of the
life insurance proceeds should have been included in Herbert's
estate either because of the inpact of the QIlP election, which
requi res inclusion of property subject to that election in the
estate of the | ater-deceased spouse, and/or because excl usion of
the proceeds from Herbert's estate does not conport with 8§ 2042
of the Internal Revenue Code, inplenented by Treas.Reg. 8§
20.2042-1(b)(2). Neither of these theories was advanced by IRS
in this court or nmade a basis for the Tax Court's decision. W
are | oathe to speculate, nmuch less rule on the propriety of
argunents that neither conpetent counsel nor a specialist court
enpl oyed. Moreover, the dissent's QIlP-founded theory of taxing
the entire life insurance proceeds in Herbert's estate seens to
conflict with the parties' stipulation that if the residuary
trust property subject to Article V of Mary Jane's will should be
included in Herbert's estate because of the QIlP election, its
value is $43,254.00. This stipulation would appear to render the
dissent's reliance on 8 2056 less attractive to |IRS.

18



Comm ssi oner, dissolution of the marital community between Herbert
and Mary Jane did not automatically term nate Mary Jane's i nterest
inthe policy; Mary Jane's interest in the policy was not limted
to one-half the cash surrender value or interpolated term na
reserve val ue thereof at her death; and the | ack of nonetary val ue
in the policy at the nonment of her death did not result in an

"extingui shnent"” of her interest.
| part conpany with ny distinguished col | eagues i n concl udi ng

that the foregoing determnations were sufficient to denonstrate

that the Tax Court erred in holding that Herbert's estate should

i ncl ude 100% of the proceeds of the life insurance policy. | reach

the contrary conclusion based on either or both of the foll ow ng

reasons:

(1) Section 2044 of the Internal Revenue Code nmandates that a
decedents estate nust include the value of any property as to
gﬂhch avalid QrIlP el ection under Section 2056(b) (7) was nade;

(2) Section 2042 of the Internal Revenue Codes nandates that alife
i nsurance policy nmade payable to the estate of the decedent
must be included in the gross estate of the decedent, and the
requi renents of Treasury Regul ation Section 20.2042-1(b)(2)
are not satisfied in this case.
| wite now to set forth the supporting analysis for these

reasons.

SECTI ON 2044 NMANDATES | NCLUSI ON OF QTl P PROPERTY
The community property interest which Mary Jane owned in the
life insurance policy on Herbert's life during their marriage was

i nheritable under the intestate succession statute of Texas or

devi sabl e under the terns of her will. Mary Jane did |leave a w |

whi ch was admtted to probate and Article V of that will is a true
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residuary disposition by which Mary Jane devised "all of the rest
and residue of the property which I my own at the tinme of ny
deat h, whether real, personal or m xed, and wherever situated" to
the trustee of the trust created under Article V. Consequently,
after Mary Jane's death, the life insurance policy on Herbert's

life was owned 50% by Herbert as his separate estate and 50% by t he

trust created under Article Vof her will. Under the terns of Mary
Jane's will, Herbert was a lifetine beneficiary of the trust
created under Article V; and we have concluded in Part Il of the

panel opinion that Herbert had sufficient inconme rights in the
property in Article V to make such property eligible for a QTIP
el ection. In his capacity as independent executor, Herbert
expressly elected to treat all of the assets passing under Mary
Jane's will, including expressly those passing under Article V, as
bei ng covered by the QIlP el ection and no estate taxes were due and
ow ng therefore on Mary Jane's estate. The basic concept of the
marital deduction under Section 2056(a) in general and a QTP
el ection under Section 2056(b)(7) is a postponenent of (an not an
exenption from estate taxes at the tinme of the death of the first
spouse to die. Likew se, Congress intended by passage of Section
2044 that upon the death of the second spouse the gross estate of
t he second spouse "shall include the value of any property in which
the decedent [the second spouse] had a qualifying inconme interest
for life." Note that the definition says that it is the val ue of
the "property" not the value of the "qualifying inconme interest for

life." For exanple, suppose husband and wi fe owned as conmunity
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property a piece of conmmercial property on which the inprovenents
were subject to along termlease to a national tenant. Wfe dies
|l eaving a will which devises her one-half interest in the property
to a trust of which her husband is a beneficiary for his life for
all of the incone fromthe property and upon his death the trust
continues for the benefit of their children. Upon the wife's death
a QTP election is exercised as to this property and no portion of
the value of that property is included for tax purposes in the
w fe's estate. Upon the subsequent death of the husband, his gross
estate mnust include the value of the wife's interest in the
property, not just the value of his lifetinme revenue interest.
Therefore, it seens clear to nme that in the case before us, the
value of the life insurance on Herbert's |ife (the property) as to
whi ch Herbert (the decedent) had a qualifying incone interest for
life as the beneficiary of the trust under Article V of Mary Jane's
wll, nmust now be included in Herbert's estate for tax purposes.
PROCEEDS OF LI FE | NSURANCE UNDER SECTI ON 2042

It is stipulated in this case that the |life insurance policy
on Herbert's life was payable to "the estate of the insured.” The
express terns of Section 2042 therefore nandate that the proceeds
of such policy are includable as part of the gross estate of
Herbert's estate. The only possible grounds upon which Herbert's
estate could avoid the inclusion of 100% of the i nsurance proceeds
woul d be to denonstrate that the circunstances defined in Treasury
Regul ation Section 20.2042-1(b)(2) were applicable. Thi s

regul ati on states:
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(2) If the proceeds of an i nsurance policy made payable to the
decedent's estate are community assets wunder the |oca
comunity property law and, as a result, one-half of the
proceeds bel ongs to the decedent's spouse, then only one-half
of the proceeds is considered to be receivable by or for the
benefit decedent's estate. (Enphasis added)

As the panel mpjority indicates in the first paragraph of
Section Il of their opinion, "Herbert's estate |abors to avai
itself of this exception by insisting that one-half of the $650, 000
proceeds still belong to Mary Jane's residuary trust." The panel
majority then proceeds to denonstrate (accurately in ny opinion)
why t he grounds asserted by the Comm ssioner to defeat the position
asserted by Herbert's estate mssed their mark and are not
t hensel ves sufficient to support the conclusion of the tax court
that 100%of the i nsurance proceeds had to be included in Herbert's
est at e. However, nowhere does the panel nmmjority address the
sati sfaction of the requirenents of the Treasury Regul ati on quot ed
above, and in ny view on the basis of the record in this case,
there is no way those requirenents can be net.

First of all, there are serious definition problens which
Herbert's estate cannot satisfy. After the death of Mary Jane
(which termnated the comunity estate between Herbert and Mary
Jane) the life insurance policy was no |longer a "comrunity asset"
but rather it was an asset of the tenancy in comobn between the
separate estate of Herbert as to 50% and the trust created under
Article V of Mary Jane's will as to 50% Note that the Regul ation

says are community assets" not "were community assets."”
Consequently, the proceeds of that policy when nade payabl e by the
occurrence of Herbert's death were payable 50% to Herbert's
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separate estate and 50%to the trust under Article V of Mary Jane's
wll. Satisfaction of the requirenents of the Regulation is
further conplicated by the factual circunstance that Herbert had
remarried and at the tinme of his death, his second wi fe, C ndy, was
his "spouse." There is nothing in the record whatsoever to
denonstrate that C ndy ever acquired any interest fromany source
inthelife insurance policy on Herbert's |ife. Consequently, none
of the policy proceeds belongs to "the decedent's spouse.” | see
nothing in the regulations which would permt us to construe the
term "the decedent's spouse" to nean "a trust created under the
wll of a fornmer spouse.” Since the statute (Section 2042)
mandates the inclusion in the decedent's gross estate of "the
anount receivable by the executor as insurance under policies on
the life of the decedent," the burden would be upon Herbert's
estate to denonstrate its entitlenent to the exclusion contenpl ated
by the Treasury Regul ation; and since neither the facts nor the
| egal concepts permt that to be done, | think we are obligated to
affirm the decision of the tax court requiring the inclusion of
100% of the life insurance proceeds even though we do not agree
with the grounds or reasons upon which the tax court arrived at
t hat concl usi on.

Accordingly, | dissent from the conclusion of the panel
majority requiring a recalculation of the tax liability
"attributing [only] one-half of the proceeds of the insurance

policy to Herbert's estate.™
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