25 T.C. 366 (1955)

When life insurance proceeds are payable to a surviving spouse for life, with
payments to contingent beneficiaries if the spouse dies within a certain period, the
entire proceeds constitute a single “property” for purposes of the marital deduction,
and no deduction is allowed if others may enjoy part of it after the spouse’s interest
terminates.

Summary

The Estate of Joseph E. Reilly contested the IRS’s denial of a marital deduction for
life insurance proceeds. The insurance policies provided for payments to the
surviving spouse for life, with payments to the decedent’s children for the remainder
of a ten-year period if the spouse died within that time. The Tax Court held that the
right to all payments under each policy constituted one “property” under the
Internal Revenue Code, and because others might enjoy part of the property after
the spouse’s interest terminated, the marital deduction was disallowed. The court
focused on the Congressional intent behind the term “property” within the context
of the marital deduction, emphasizing that it encompasses all objects or rights
susceptible of ownership, and that the property is that out of which interests are
satisfied.

Facts

Joseph E. Reilly died intestate in 1950, leaving a wife and two children. His estate
included the proceeds of eight life insurance policies. The policies stipulated that the
proceeds would be distributed to the wife in equal monthly installments for ten
years certain, then for life. If the wife died within the ten-year period, the remaining
installments would be paid to the surviving children or the wife’s estate. The
petitioner claimed a marital deduction for the insurance proceeds, but the IRS
disallowed the deduction, arguing the interest was terminable.

Procedural History

The IRS determined a deficiency in the estate tax. The petitioner contested the
disallowance of the marital deduction, leading to a case in the United States Tax
Court. The Tax Court ruled in favor of the Commissioner.

Issue(s)

1. Whether the right to all payments under each insurance policy constituted one
“property” within the meaning of Section 812(e)(1)(B) of the Internal Revenue Code
of 1939.

2. If so, whether the insurance proceeds qualified for the marital deduction.

Holding
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1. Yes, the right to all of the payments under each policy was one “property” within
the purview of Section 812(e)(1)(B).

2. No, no part of the proceeds of the policies qualified for the marital deduction
because persons other than the surviving spouse could possess or enjoy some part of
“such property” after the termination of the interest of the surviving spouse.

Court’s Reasoning

The court focused on interpreting the term “property” as used in the Internal
Revenue Code’s marital deduction provisions. It referenced the Senate Committee
Report, which stated, “The term ‘property’ is used in a comprehensive sense and
includes all objects or rights which are susceptible of ownership.” The court held
that the right to all payments under the policies constituted a single property,
despite the bifurcation into a term-certain portion and a life annuity. Because
payments could be made to beneficiaries other than the surviving spouse if she died
within the 10-year period, the interest was terminable, and the marital deduction
was denied. The court emphasized that the payments all derived from a single
contract and no segregation of proceeds occurred, even though the insurance
company computed the amounts separately.

Practical Implications

This case underscores the importance of carefully structuring life insurance policy
beneficiary designations to maximize the marital deduction. If a portion of the
insurance proceeds could pass to beneficiaries other than the surviving spouse, the
entire amount may be ineligible for the deduction, even if the spouse receives
income for life. The case illustrates that the IRS and the courts will broadly construe
the term “property” to prevent circumvention of the terminable interest rule.
Attorneys must advise clients to avoid arrangements where a terminable interest is
created and another person may enjoy any part of the property after the spouse’s
death, lest the marital deduction be lost. Subsequent cases will look to this ruling
when determining whether assets constitute a single property.
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