Estate of Carlstrom v. Commissioner, 74 T. C. 151 (1980)

Life insurance proceeds are not included in the decedent’s gross estate when the
policy is owned by the decedent’s spouse and the decedent held no incidents of
ownership.

Summary

In Estate of Carlstrom, the Tax Court ruled that life insurance proceeds paid to the
decedent’s widow were not part of the gross estate. The policy was owned by the
widow, Betty Carlstrom, despite an amendment that attempted to transfer
ownership to Carlstrom Foods, Inc. (CFI), a corporation controlled by the decedent.
The court found the amendment invalid under Missouri contract law because Betty
did not consent to it. Furthermore, the court determined that the policy transfer was
not made in contemplation of death, thus not triggering estate tax under Section
2035. This case clarifies the conditions under which life insurance proceeds can be
excluded from an estate, emphasizing ownership and intent.

Facts

Howard Carlstrom, president of Carlstrom Foods, Inc. (CFI), died in 1975. His wife,
Betty, applied for a life insurance policy on Howard’s life, with CFI paying the
premiums. The policy designated Betty as the owner and primary beneficiary. After
the policy was issued, an amendment was executed by Howard and CFI’s vice
president, attempting to transfer ownership to CFI without Betty’s consent. Upon
Howard’s death, Phoenix Mutual Life Insurance paid $9,423. 23 to CFI and $99,611.
73 to Betty. The IRS sought to include the latter amount in Howard’s gross estate,
arguing he controlled CFI, which owned the policy.

Procedural History

Betty Carlstrom, as executrix of Howard’s estate, filed a Federal estate tax return
excluding the $99,611. 73 insurance proceeds. The IRS issued a notice of deficiency,
asserting the proceeds should be included in the gross estate under Sections 2042
and 2035. The case proceeded to the U. S. Tax Court, where Betty contested the
deficiency.

Issue(s)

1. Whether the life insurance proceeds payable to Betty should be included in
Howard’s gross estate under Section 2042 because CFI, controlled by Howard,
owned the policy.

2. Whether the transfer of the policy to Betty was made in contemplation of
Howard'’s death, thus includable under Section 2035.

Holding
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1. No, because the amendment transferring ownership to CFI was invalid under
Missouri contract law, as Betty did not consent to it, and she remained the policy
owner.

2. No, because the transfer was not made in contemplation of death but was
motivated by Betty’s concern for financial security, and Howard’s excellent health
and life motives were evident.

Court’s Reasoning

The court applied Missouri contract law principles, determining that the amendment
to the policy was invalid because Betty did not consent to it. The court cited
Missouri cases that an insurance policy is a contract requiring a definite offer and
acceptance, and changes cannot be made without the consent of all parties. The
court rejected the IRS’s argument that Betty’s failure to object to the policy
constituted acceptance of the amendment, noting the amendment’s terms were
contrary to the original application and Betty’s intent. The court also analyzed
Section 2035, finding that Howard’s transfer of the policy to Betty was not
motivated by death but by life considerations, such as Betty’s concern for financial
security after a friend’s husband died unexpectedly. The court considered Howard’s
excellent health and lack of concern about estate taxes as evidence of life motives.

Practical Implications

This case underscores the importance of clear ownership and beneficiary
designations in life insurance policies to avoid estate tax inclusion. It highlights that
amendments to policies must be properly executed and consented to by all parties to
be valid. For estate planners, it emphasizes the need to document the motives
behind policy transfers, particularly when made to spouses or other family members,
to avoid the application of Section 2035. The ruling has implications for how life
insurance policies are structured in estate planning to minimize tax liability,
ensuring the policy owner’s intent is clearly established and maintained. Subsequent
cases have relied on Carlstrom to clarify the distinction between life and death
motives in estate tax assessments.
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