Estate of Fung v. Commissioner, 117 T. C. 247 (2001)

In Estate of Fung v. Commissioner, the U. S. Tax Court ruled that the full value of a
nonresident alien’s interest in an encumbered U. S. property must be included in the
gross estate, not merely the net equity value. Additionally, the court held that the
estate failed to prove entitlement to a marital deduction exceeding the respondent’s
allowance, as it could not substantiate the value of foreign assets. This decision
clarifies the treatment of encumbered assets and the evidentiary burden for marital
deductions in estate taxation.

Parties

The petitioner, Estate of Hon Hing Fung, was represented by Bernard Fung as
executor. The respondent was the Commissioner of Internal Revenue. The case was
heard in the U. S. Tax Court, with no further appeal stages indicated in the provided
text.

Facts

Hon Hing Fung, a nonresident alien and citizen of Hong Kong, died testate on
September 5, 1995, in Massachusetts. He held interests in three U. S. properties: a
20-unit residential building in Oakland, California (Monte Vista), unimproved land in
Pacific Palisades, California (Calle Victoria), and a 10-unit residential building in
Oakland, California (Vernon). The Monte Vista property was subject to a $700,000
promissory note secured by a deed of trust, with an unpaid balance of $649,948 at
the time of Fung’s death. Fung and his wife owned the Monte Vista and Calle
Victoria properties as community property, each holding a one-half interest. The
Vernon property was held as joint tenants. Fung’s will directed the residuary estate
to be divided with three-eighths to his wife and five-eighths to his sons. An
agreement among the residuary beneficiaries allocated the California properties to
Fung’s wife and the foreign assets to his sons.

Procedural History

The estate filed a timely Form 706-NA, reporting the Monte Vista property at its net
equity value and claiming a marital deduction for the full value of the properties
passing to the surviving spouse. The Commissioner issued a notice of deficiency,
asserting that the full value of Fung’s interest in the Monte Vista property should be
included in the gross estate and disallowing the claimed marital deduction in full.
The case was submitted fully stipulated to the U. S. Tax Court.

Issue(s)

Whether the one-half interest owned by Hon Hing Fung in the Monte Vista property
must be included in his gross estate at its full value or at its net equity value after
reduction for the encumbrance?
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Whether the estate is entitled to a marital deduction in excess of that allowed by the
respondent?

Rule(s) of Law

The Internal Revenue Code requires the inclusion in the gross estate of a
nonresident alien of the value of property situated in the United States at the time of
death (Sec. 2101(a)). Section 2053(a)(4) allows a deduction for unpaid mortgages on
property included in the gross estate at its full value. Regulation Sec. 20. 2053-7
specifies that if the estate is liable for the mortgage, the full value of the property
must be included in the gross estate, with a corresponding deduction allowed. For
the marital deduction, section 2056 allows a deduction for property passing to the
surviving spouse, subject to certain conditions, including the requirement that the
estate prove the value of assets qualifying for the deduction.

Holding

The court held that the full value of Fung’s interest in the Monte Vista property must
be included in his gross estate, rather than the net equity value. The court further
held that the estate failed to establish its entitlement to a marital deduction in
excess of that allowed by the respondent, as it did not provide sufficient evidence
regarding the value of the foreign residuary assets.

Reasoning

The court reasoned that because Fung was personally liable for the debt on the
Monte Vista property, as evidenced by the terms of the promissory note, the full
value of his interest must be included in the gross estate. The court rejected the
estate’s argument that the likelihood of a nonjudicial foreclosure under California
law eliminated Fung’s personal liability, citing Sec. 20. 2053-7 and precedent that
potential liability suffices for inclusion. The court noted that the lender had a choice
of remedies, including personal liability, and that general assumptions about
creditor preferences could not override legal liability.

Regarding the marital deduction, the court emphasized that the deduction must be
based on enforceable rights under the will and state law at the time of settlement.
The estate’s argument that the properties received by Fung’s wife were in
recognition of her rights to three-eighths of the entire residue was not supported by
sufficient evidence. The court found that the estate did not prove the value of the
foreign residuary assets, which was necessary to calculate the allowable marital
deduction. The court declined to decide the legal issue of whether the will could be
construed to grant a right to three-eighths of the residue as a whole, as the estate’s
failure to prove the value of foreign assets precluded a finding of entitlement to a
larger marital deduction.

Disposition
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The court entered a decision for the respondent, affirming the inclusion of the full
value of Fung’s interest in the Monte Vista property in the gross estate and
disallowing the estate’s claim for a marital deduction in excess of that allowed by
the respondent.

Significance/Impact

This case clarifies the treatment of encumbered property in the gross estate of a
nonresident alien, emphasizing that personal liability for a debt requires inclusion of
the full value of the property, with a corresponding deduction for the debt. It also
underscores the evidentiary burden on estates to substantiate the value of assets
qualifying for the marital deduction, particularly in cases involving foreign assets.
The decision may influence estate planning strategies for nonresident aliens with U.
S. property and affect the administration of estates in similar circumstances.
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