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Estate of Edmund W. Mudge, Leonard S. Mudge and Fidelity Trust Company,
Executors, Petitioners, v. Commissioner of Internal Revenue, Respondent,
27 T.C. 188 (1956)

Life insurance proceeds are not includible in the gross estate under the incidents of
ownership test when the decedent had no power to derive economic benefit from the
policies.

Summary

The Estate of Edmund W. Mudge contested the Commissioner of Internal Revenue’s
determination that the proceeds of certain life insurance policies were includible in
Mudge’s  gross  estate  for  estate  tax  purposes.  Mudge  had  established  a  life
insurance trust, assigning policies to the trust. The court addressed whether the
proceeds were includible as a transfer in contemplation of death or due to Mudge’s
retention of incidents of ownership. The Tax Court held that the proceeds were not
includible because the transfers were not in contemplation of death, and Mudge did
not possess incidents of ownership despite some control over trust investments.
Furthermore,  premiums were  not  directly  paid  by  Mudge after  a  critical  date,
further supporting exclusion from the estate.

Facts

Edmund W. Mudge, a successful businessman, established a life insurance trust in
1935. He assigned multiple life insurance policies to the trust, naming his wife and
sons as beneficiaries. While Mudge initially paid premiums on these policies, after
January 10, 1941, the premiums were paid by the trustee. Mudge retained some
power to influence the trust’s investments, but not to control economic benefits from
the policies. Mudge died on July 1, 1949. The Commissioner of Internal Revenue
determined that the proceeds from the life insurance policies should be included in
Mudge’s gross estate, arguing the transfers were in contemplation of death and that
Mudge retained incidents of ownership.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in estate tax. The
executors of Mudge’s estate contested this determination. The case was brought
before the United States Tax Court. The Tax Court considered the matter based on
stipulated  facts  and  evidence.  The  Tax  Court  ruled  in  favor  of  the  estate,
determining that the insurance proceeds were not includible in the gross estate. The
Court found the transfers were not in contemplation of death and that Mudge did
not possess incidents of ownership.

Issue(s)

1. Whether the life insurance policies transferred by the decedent in trust were
transferred in contemplation of death.
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2. Whether the decedent possessed any incidents of ownership with respect to the
life insurance policies at the time of his death, such that the proceeds should be
included in his gross estate.

3.  Whether  any portion of  the  proceeds from the insurance policies  should  be
included in the gross estate under the “payment of premiums” test.

Holding

1. No, because the transfers to the trust were not made in contemplation of death,
but for life-motivated purposes.

2. No, because the decedent’s power to direct the trustee on investments was not
considered an “incident of ownership” that would allow him to derive economic
benefits from the policy.

3. No, because the decedent did not pay premiums on the policies after January 10,
1941.

Court’s Reasoning

The court examined whether the transfers of the life insurance policies into the trust
were done in contemplation of death, as defined in the Internal Revenue Code. The
court found that the transfers were motivated by a desire to protect the policies
from the risks associated with Mudge’s speculative business ventures, rather than a
concern about his impending death. Therefore, the court concluded the transfers
were not in contemplation of death. The court also considered if Mudge retained any
“incidents of ownership” in the policies. While the trust agreement gave him some
power to influence the trustee’s investment decisions, the court reasoned that this
was not an incident of ownership because it did not give Mudge the right to derive
economic benefits from the policies. Furthermore, the court considered whether the
payment of premiums warranted inclusion of the policy proceeds. Because Mudge
had not paid any premiums on the policies after January 10, 1941, the court held
that the proceeds could not be included under this test either.

“Incidents of ownership in the policy include, for example, the right of the insured or
his  estate  to  its  economic  benefits,  the  power  to  change  the  beneficiary,  to
surrender or cancel the policy, to assign it, to revoke an assignment, to pledge it for
a loan, or to obtain from the insurer a loan against the surrender value of the policy,
etc.”

Practical Implications

This case emphasizes the importance of distinguishing between life-motivated and
death-motivated  purposes  when  determining  whether  a  transfer  is  made  in
contemplation of death. It underscores that when an insured sets up a trust and
gives up the right to control the economic benefits of the policies, he will not be
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considered as retaining incidents of ownership. The court’s analysis underscores the
value of  documentary evidence like the trust documents,  the premium payment
history, and other evidence supporting the insured’s intent. Practitioners should
structure life insurance trusts carefully, ensuring that the grantor does not retain
economic control or incidents of ownership to avoid estate tax consequences. This
case is still cited for its treatment of “incidents of ownership,” especially regarding
the ability to influence investment strategy. It reinforces the importance of severing
all economic control of the policies.


