Estate of Harry R. Fruehauf v. Commissioner, 50 T. C. 915 (1968)

Life insurance proceeds are includable in the insured’s estate under IRC Section
2042 if the insured possesses incidents of ownership, even if those powers are held
in a fiduciary capacity.

Summary

Harry Fruehauf’s wife, Vera, owned several life insurance policies on Harry, which
she directed to a trust upon her death. Harry was named a cotrustee and income
beneficiary of this trust, with broad powers over the policies. The Tax Court held
that these powers constituted “incidents of ownership” under IRC Section 2042,
thus requiring inclusion of the policy proceeds in Harry’s estate upon his death. This
decision clarified that the capacity in which the insured holds such powers (fiduciary
or non-fiduciary) is immaterial for tax inclusion purposes.

Facts

Vera Berns Fruehauf owned several life insurance policies on her husband, Harry R.
Fruehauf. Upon her death in 1961, these policies were directed to a trust under her
will, with Harry as a cotrustee and income beneficiary. The trust granted broad
powers to the trustees, including the ability to retain, assign, surrender, or convert
the policies, and to designate themselves as beneficiaries. Harry died in 1962
without the trust being formally established, but he retained the power to become a
trustee. The IRS included the policy proceeds in Harry’s estate, arguing he
possessed incidents of ownership under IRC Section 2042.

Procedural History

The IRS determined a deficiency in Harry’s estate tax, including the insurance
proceeds in his gross estate. Harry’s estate contested this determination. The Tax
Court upheld the IRS’s position, ruling that the proceeds were correctly included in
Harry’s estate due to his possession of incidents of ownership.

Issue(s)

1. Whether the proceeds of life insurance policies, over which the decedent held
powers in a fiduciary capacity, are includable in the decedent’s gross estate under
IRC Section 2042.

Holding

1. Yes, because the decedent’s powers over the policies constituted incidents of
ownership under IRC Section 2042, and the capacity in which those powers were
held (fiduciary or non-fiduciary) is immaterial.

Court’s Reasoning
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The court applied IRC Section 2042, which requires inclusion of insurance proceeds
in the estate if the decedent possessed incidents of ownership at death. The court
rejected the estate’s argument that incidents of ownership require the insured or
estate to have a right to the economic benefits of the policy, citing Treasury
Regulations and case law that define incidents of ownership more broadly. The court
noted that the decedent’s powers as a trustee to affect the beneficiaries’ enjoyment
of the proceeds were sufficient to constitute incidents of ownership, regardless of
the fiduciary capacity in which they were held. The court emphasized that the
existence of powers, rather than the capacity in which they are held, is key to the
statute’s application. The court also referenced similar rulings under IRC Section
2038, where the capacity in which powers were held was deemed immaterial. The
court concluded that the decedent’s powers over the policies, even though fiduciary,
necessitated the inclusion of the insurance proceeds in his estate.

Practical Implications

This decision clarifies that for estate tax purposes, the capacity in which the insured
holds powers over life insurance policies is irrelevant. Practitioners must consider
all powers held by the insured, including those in a fiduciary capacity, when
assessing estate tax liabilities. This ruling may influence estate planning strategies,
particularly in trusts where the insured is a trustee. It may prompt estate planners
to structure trusts in ways that avoid granting the insured any powers over policies
that could be construed as incidents of ownership. Subsequent cases have followed
this precedent, further solidifying the principle that fiduciary powers can lead to
estate tax inclusion under IRC Section 2042.
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