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Estate of Scholl v. Commissioner, 88 T. C. 1265 (1987)

An  estate  may  only  deduct  payments  to  creditors  that  represent  a  legally
enforceable  obligation,  even  if  the  full  payment  was  supported  by  adequate
consideration.

Summary

James Scholl’s estate paid his former wife, Dove, $188,594 from his profit-sharing
plan, exceeding the legally obligated life estate interest. The estate sought to deduct
the  full  amount.  The Tax  Court  held  that  only  the  value  of  Dove’s  life  estate,
calculated at James’ death, was deductible under IRC § 2053(a)(3), as payments
beyond this were voluntary and not legally enforceable. The court also ruled that the
purchase of a farm as tenants in common with James’ second wife was not a transfer
subject to IRC § 2035, allowing the estate to exclude half its value.

Facts

James and Dove Scholl  divorced in 1968, entering a settlement agreement. The
agreement stipulated that upon James’ retirement or death, Dove would receive a
life estate in a trust funded by half of James’ profit-sharing plan. James retired in
1978 but did not establish the trust. Upon his death in 1979, his estate paid Dove
$188,594 outright, instead of setting up the trust, and claimed a full deduction.
James and his second wife, Julia, purchased a farm as tenants in common within
three  years  of  his  death,  financing  it  with  a  loan  secured  by  James’  separate
property.

Procedural History

The estate filed a federal estate tax return claiming a deduction for the full payment
to Dove and excluding half the value of the farm from the estate. The Commissioner
disallowed the deduction and included the full value of the farm in the estate. The
estate petitioned the U. S. Tax Court, which heard the case in 1985 and issued its
decision in 1987.

Issue(s)

1. Whether the estate’s deduction under IRC § 2053(a)(3) for payments to Dove is
limited by IRC § 2053(c)(1)(A) and IRC § 2043(b) to the extent they exceeded the
legally enforceable obligation.
2. Whether the purchase of the Pamunkey River Farm within three years of James’
death constituted a transfer under IRC § 2035, requiring inclusion of its full value in
the gross estate.

Holding

1.  Yes,  because the estate’s  payment to Dove exceeded the legally  enforceable
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obligation of a life estate in the trust income, only the value of the life estate at the
date of death is deductible under IRC § 2053(a)(3).
2. No, because the purchase of the farm as tenants in common did not constitute a
transfer by James to Julia within the meaning of IRC § 2035, the estate properly
excluded half its value.

Court’s Reasoning

The court determined that the estate’s obligation to Dove was limited to a life estate
in trust income, valued at $102,238. 69 at James’ death, based on the terms of the
settlement agreement. Payments beyond this amount, totaling $86,355. 31, were
voluntary  and  not  deductible  under  IRC  §  2053(a)(3).  The  court  rejected  the
Commissioner’s  argument  that  James’  encumbrance of  his  separate property  to
finance the farm constituted a gift to Julia, as both were jointly and severally liable
on the loan. The court emphasized that the consideration for Dove’s claim was
adequate, but the deduction was limited to the legally enforceable obligation. The
court also noted the legislative history linking the consideration requirement of IRC
§ 2053 to that of IRC § 2035, but stressed that the valuation of the deductible
obligation must be as of the date of death.

Practical Implications

This  decision  clarifies  that  estate  payments  to  creditors  in  excess  of  legally
enforceable obligations are not deductible under IRC § 2053(a)(3), even if supported
by  adequate  consideration.  Practitioners  must  carefully  review  settlement
agreements and calculate the value of obligations at the date of death to ensure
accurate deductions. The ruling also provides guidance on the application of IRC §
2035 to property purchases as tenants in common, affirming that such arrangements
do not constitute transfers subject to the three-year rule. This may affect estate
planning strategies involving jointly held property. Subsequent cases, such as Estate
of Propstra v. United States, have followed this principle regarding the deductibility
of estate payments.


