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AALU Bulletin No:  11-42 May 11, 2011 

Subject: General Estate and Gift Tax Developments: March 2011 
 

1. Estate Is Entitled to Charitable Deduction for Amount Paid to 

Charity in Settlement of Claim 

Prior AALU Washington Reports: 10-45; 00-100 

Major References: Estate of Palumbo v. U.S., __ F.Supp 2d __, No. 2:10-cv-00760 (W.D. Pa. 

March 9, 2011) 

2. Continued Use of Residence After QPRT Termination Does 

Not Result in Estate Inclusion 

Major References:   Estate of Riese v Commissioner. TC Memo 2011-60 (March 15, 2011)  

Prior AALU Washington Reports: 10-110; 06-151 

MDRT Information Retrieval Index Nos.: 2500.00; 7400.021; 7400.022; 7400.024 

  
SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

This Washington Report summarizes a few of the more important cases and rulings in the estate 

and gift tax areas which were decided or reported by the courts and the Internal Revenue Service in 

March of 2011, and on which we have not previously reported in Bulletins on insurance-related estate 

and gift tax matters. 

 

 

 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-42A.pdf
http://aaluwr.org/majorrefs/Ref11-42A.pdf
http://aaluwr.org/majorrefs/Ref11-42B.pdf
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Cases 

1. Estate of Palumbo v. U.S., __ F.Supp 2d __, No. 2:10-cv-00760 (W.D. Pa. March 9, 2011) 

A U.S. District Court, in Estate of Palumbo v. U.S., granted the taxpayer estate’s 

motion for summary judgment on the issue of whether the estate was entitled to a federal 

estate tax charitable deduction under section 2055 of the Internal Revenue Code for an 

$11,721,141 payment made pursuant to a settlement agreement with a charity.  The 

Revenue Service had previously issued adverse technical advice to the decedent’s estate on 

this issue, which the estate apparently decided to litigate, in this case successfully.  See 

TAM 201004022, discussed in our Bulletin No. 10-45. 

Decedent died on December 16, 2002. In 1974, during his lifetime, Decedent created the A.J. and 

Sigismunda Palumbo Charitable Trust (hereinafter “the Charitable Trust”).  He also executed various wills 

and trust instruments with testamentary provisions during his lifetime. At the time of his death, Decedent‟s 

Last Will and Testament executed on July 6, 1999 (“the 1999 Will”), together with its three codicils was in 

effect.  

The 1999 Will provided that all expenses debts and taxes were to be paid out of the residue of 

Decedent‟s estate, but did not otherwise disposed of that residue.  Nor did any of the codicils address the 

disposition of the residuary estate-- although there had been a provision in favor of the Charitable Trust in 

previous versions.  

As a result of the lack of a residuary provision, Decedent‟s son claimed that, as the sole intestate 

heir, he alone was entitled to the residuary estate.  The Charitable Trust, on the other hand, claimed that it 

was entitled to the residuary estate because the missing residuary clause in the 1999 Will was due to 

scrivener‟s error.  Counsel for Decedent‟s son and the Charitable Trust entered into negotiations and 

eventually reached a settlement agreement with respect of the distribution of the residuary estate. Under the 

terms of this agreement, the Charitable Trust received a portion of the residuary estate -- $11,721,141 -- 

while Decedent‟s son received $5,600,000 and certain real property.  

Although the settlement was reached with Decedent‟s son, all parties, including the Charitable 

Trust, Decedent‟s daughter-in-law, Decedent‟s wife at the time of his death, and the Attorney General for 

the Commonwealth of Pennsylvania signed the agreement.  The settlement was also approved by a July 10, 

2003 order of the applicable probate court.  

Subsequent to entering into this settlement agreement, the Estate filed a claim for a federal estate tax 

charitable deduction in the amount of $11,721,141. The Commissioner of Internal Revenue disallowed the 

deduction, finding that it had been made by Decedent‟s son via a settlement agreement, and not by 

Decedent through his 1999 Will. 

The U.S. District Court for the Western District of Pennsylvania granted the Estate‟s motion for 

summary judgment and denied the government‟s summary judgment cross-motion.   

At issue was the parties‟ respective interpretations of section 2055 of the Code, which allows a 

Federal estate tax deduction for amounts paid to a trustee for charitable, etc. purposes.   

The government argued, based on Commissioner v. Estate of Bosch, 387 U.S. 456 (1967), that a 

good faith settlement must be based upon an enforceable right under state law properly interpreted in order 

to qualify the property distribution as “passing” from the decedent for purposes - in that case - of the federal 

estate tax marital deduction.  See also PLRs 200032043 and 200032010, discussed in our Bulletin No. 00-
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100. The Estate, however, contended that the Bosch case was inapposite to the present set of facts, which 

involved a charitable, as opposed to a marital, estate tax deduction. 

In finding for the Estate, the Court stated that: 

“After reviewing the legislative history to 2055 . . . governing charitable deductions, and 2056 . . . 

governing martial deductions, this Court finds that these two sections of the Internal Revenue Code 

may be construed differently based upon Congressional intent [to, in the case of section 2055, 

encourage charitable gifts]. Given this Court‟s review of the legislative history and under the facts 

presented here, this Court declines to narrowly construe 2055.” 

Pertaining to the issue of whether the Charitable Trust must have a legally enforceable right under 

Pennsylvania law to the residuary estate - as contended by the government - the court discussed the case of 

Bach v. McGinnes, 333 F.2d 979 (3d Cir.1964).  In that case, Mr. Bach, like Decedent, died testate. 

However, unlike Decedent‟s 1999 Will, Mr. Bach‟s will devised and bequeathed the residue of his estate, in 

trust, to his wife, for life, and, upon his wife‟s death, to three of his relatives -- one niece and two nephews. 

Only if all three of these relatives (as well as the wives of the two nephews) predeceased Mr. Bach‟s wife, 

would the remainder of the trust be distributed to Drexel Institute of Technology, a qualified charity for 

purpose of section 2055. 

Mr. Bach‟s wife chose to take against his Will, thereby obtaining one-half of his estate outright, 

thereby leaving the other one-half to be distributed among the other residuary beneficiaries. The estate‟s 

attorney informed the residuary beneficiaries that it was possible that a court might hold the other one-half 

of the estate in escrow until Mrs. Bach‟s death.  Upon hearing this, the residuary beneficiaries decided to 

accept a lump sum in lieu of their respective interests in the estate, with any remainder going to Drexel 

Institute. Each legatee (meaning the niece, the nephews and their wives, and Drexel Institute) signed an 

agreement to that effect.  

Drexel Institute received $186,199 after the lump sums were paid to the niece and nephews. The 

IRS Commissioner disallowed the deduction, and the district court upheld the Commissioner‟s decision, 

noting that “even though Drexel Institute was named as part of the residuary estate, the bequest to Drexel 

was „so remote as to be negligible.‟”  The district court also found that “what Drexel Institute actually 

received under the settlement agreement it received from the named relatives and not from the testator.”  

Mr. Bach‟s will actually left Drexel nothing that was actuarially determinable.   

In contrast, in Estate of Palumbo, the Charitable Trust, as evidenced by earlier iterations of 

Decedent‟s Last Will and Testament, was clearly intended to be a beneficiary of his residuary estate, and 

was only omitted as a beneficiary by a scrivener‟s error. Moreover, the Court felt justified in going beyond 

the “four corners” of the will to determine the testator‟s intend in this case because Pennsylvania law 

explicitly recognizes that “where a latent ambiguity is discovered, it is proper and necessary to inquire into 

the circumstances of the testator at the time of execution of his will and other evidence which bears on 

intent.”  Intent in this case appears to have trumped legal enforceability as a prerequisite for the estate tax 

charitable deduction.. 

The Court in addition found that there was no evidence of collusion among the beneficiaries, and 

that the settlement agreement was negotiated at arm‟s length.   

These two prerequisites - charitable intent and an arm‟s length agreement -  having been found the 

Court granted summary judgment to the Estate.  In a subsequent proceeding, however, the Court denied the 

Estate‟s request for attorney‟s fees because, among other reasons, it found the government‟s position to be 

“substantially justified.”  See Estate of Palumbo v. U.S., __ F.Supp 2d __, No. 2:10-cv-00760 (W.D. Pa. 

April 21, 2011). 
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2. Estate of Riese v. Commissioner, TC Memo 2011-60 (March 15, 2011) 

In Estate of Riese v. Commissioner, the Tax Court, in a memorandum opinion, 

held that the decedent’s continued rent-free occupancy of her personal residence after the 

termination of the retained term of a qualified personal residence trust (“QPRT”) will not 

result in the inclusion of the residence in her gross estate for federal estate tax purposes.  

The Court found that there was no implied agreement to occupy the residence without the 

payment of rent where the decedent died six months after the QPRT’s termination and 

was still involved in trying to determine the fair market rental value of the residence.  The 

Court also determined that the estate was entitled to a deduction for accrued rent owed by 

decedent under what amounted to a “tenancy-at-will” under NY law.   

Decedent Sylvia Riese was a resident of New York when she died on October 26, 2003.  Decedent‟s 

son-in-law (Mr. Grimes) provided investment management services to decedent through his company, and, 

beginning in 1993, attorney Stefan F. Tucker provided estate planning advice to Mrs. Grimes and her late 

husband.  

During 1999, Mr. Tucker advised Decedent in writing with respect to the relative estate planning 

advantages and disadvantages of establishing a QPRT to hold her principal residence at 35 Tideway in 

Kings Point, New York.  Decedent‟s daughter (Mrs. Grimes) explained the contents of Mr. Tucker‟s letter 

to Decedent.  Mrs. Grimes explained that establishing a QPRT would result in a lower estate tax liability 

but also that decedent would have to pay gift tax on the transfer and pay rent to live in the residence after 

the QPRT expired.  Decedent agreed that a QPRT would be acceptable and gave Mrs. Grimes permission to 

proceed.   

On February 7, 2000, Mr. Tucker further explained to Decedent, by phone, some of the specifics 

about the QPRT; specifically, that upon termination decedent would no longer own the residence and 

would have to pay rent if she remained in the residence.  This conversation was followed by a letter to the 

same effect, dated February 22, 2000, to Decedent, courtesy of Mrs. Grimes.  Mrs. Grimes again helped 

decedent understand the details. Mr. Tucker also sent drafts of QPRT agreements for 3- and 5-year terms to 

decedent, and Decedent ultimately decided to create a 3-year QPRT.  The QPRT ultimately was established 

on April 19, 2000. 

The QPRT agreement stated, in pertinent part, that if the settlor (i.e., decedent) survived the 

termination date of the QPRT, the QPRT would terminate and the residence would be distributed 50 

percent each to two trusts, known as the 1997 Property Trusts (the Property Trusts), which decedent 

established in 1996 for the benefit of her daughters.  However, when the QPRT terminated by its terms on 

April 19, 2003. Decedent (or the QPRT) did not execute a deed transferring the residence to the Property 

Trusts.  

Mrs. Grimes never discussed rent directly with decedent after the QPRT terminated. She did, 

however, call Mr. Tucker inquiring about how to determine the proper amount of rent to charge decedent. 

Mr. Tucker explained to her that fair market rent could be determined by contacting local real estate 

brokers and that this could be done by the end of the year (i.e., December 31, 2003).  According to the 

Court, “Mr. Tucker entered a „tickler‟ in his pocket calendar to remind himself to call Mrs. Grimes by 

Thanksgiving to make sure everything was taken care of.  However, before Thanksgiving arrived decedent 

suffered a stroke and died unexpectedly on October 26, 2003.” 

Decedent continued to live in the residence for approximately 6 months until she died. During this 

period, Decedent continued to pay all of the property taxes, insurance, upkeep, and maintenance on the 

residence, but she did not pay rent or execute a written lease or rental agreement with the Property Trusts.  

Nor had Mrs. Grimes followed up on determining a fair market rent for the residence. 
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After decedent‟s death the estate assumed responsibility for and paid all property taxes, 

insurance, upkeep, and maintenance on the residence until it was sold on October 6, 2004. The Property 

Trusts did not maintain homeowners insurance for the residence nor directly pay any of the foregoing 

expenses.  

On January 24, 2005, Decedent‟s daughters, as co-executrixes, filed the Federal estate tax return for 

Decedent‟s estate.  They did not include the value of the residence in the calculation of decedent‟s gross 

estate. They also claimed as a Federal estate tax deduction under section 2053 a debt of $46,298 owed to 

the Property Trusts for net fair market rent of $7,500 per month from the date the QPRT terminated until 

Decedent‟s death.  

On examination, the government determined that the residence should be included in Decedent‟s 

gross estate under IRC section 2036 (regarding transfers with a retained life estate) at an alleged value of 

$6,138,000.  The government also denied the deductions for pre-death and post-death rent (as well as 

certain investment management fees).  

Under section 2036, the value of the gross estate includes the value of all property transferred 

during a decedent‟s lifetime with respect to which the decedent has retained a right to the possession or 

enjoyment of, or the income from, the property.  Applicable Treasury regulations further explain that: 

“An interest or right is treated as having been retained or reserved if at the time of the transfer there 

was an understanding, express or implied, that the interest or right would later be conferred.”  

Whether an implied agreement exists depends on the facts and circumstances of each transaction 

and case.  See, e.g., Estate of Stewart v. Commissioner, __ F.3d __ (2
nd

 Cir. 08/09/2010); 106 AFTR 2d 

2010-5710, rev’g TC Memo 2006-225, discussed in our Bulletins Nos. 10-110 and 06-151. 

The government argued that an implied agreement can be inferred from the fact that “nothing 

changed after the QPRT expired”. Decedent continued to live in the residence without executing a lease or 

paying rent.  

The estate, argued that there was no understanding, express or implied, that decedent would remain 

in the residence for life without paying rent. Decedent always intended to pay rent, and the trustees of the 

Property Trusts intended to enforce decedent‟s obligation. However, actual payment of rent never 

materialized because of decedent‟s unexpected death - of a stroke - 6 months after the QPRT terminated.  

The Court agreed with the estate: 

“ . . .[D]ecedent executed a QPRT agreement and rent was discussed on multiple occasions (e.g., 

when Mrs. Grimes explained the September 17, 1999, letter to decedent, during the February 7, 

2000, phone call between Mr. Tucker and decedent, in the February 22, 2000, letter to decedent, and 

during subsequent conversations, etc.). Decedent agreed to pay rent and the trustees of the Property 

Trusts to which the residence transferred expected and intended to collect rent after the QPRT 

terminated. Furthermore, Mrs. Grimes‟ call to Mr. Tucker upon the QPRT‟s termination to find out 

how to determine fair market rent negates any possibility of an implied understanding that decedent 

would retain an interest in the residence for life. While counsel‟s advice to determine rent by the 

end of the year was not the most prudent course of action, i.e., executing a lease and determining 

rent before the QPRT terminated would have been ideal, we accept the parties‟ good faith testimony 

that they intended to determine rent by the end of the year.” 

The Court found that there was in fact an express agreement to pay rent, which negated any implied 

agreement to the contrary.  It noted that the Treasury had not issued any regulations or guidance as to “how 

and when rent should be paid upon the termination of a QPRT.”  Therefore, the Court ruled, providing for 
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rent by the end of the calendar year in which the QPRT expired “would have been reasonable under 

the circumstances.”  Further, “[w]e believe . . . that Mr. Tucker would have made sure a lease was 

executed, rent was determined, and all appropriate changes were made to effect the change of ownership. 

Unfortunately, decedent died unexpectedly in October before any of this occurred.” 

The Court also allowed the estate‟s deduction, as a debt of the estate, of accrued rent through the 

date of Decedent‟s death, which the Court deemed to arise as the result of a “tenancy-at-will” recognized 

under New York law.   However, it disallowed a deduction for any rent attributable to the period after 

Decedent‟s death (the estate “did not require a roof over its head”) and also disallowed approximately 

$125,000 in administrative expenses paid to Decedent‟s son-in-law as “investment management” fees, 

because such fees were neither “reasonable” nor “necessary.”   

Although this case provides some welcome flexibility in determining exactly when a lease must be 

executed and rent paid after the termination of a QPRT, we note that the litigation might have been avoided 

had the family and counsel moved more quickly - preferably before the expiration of the QPRT term - to 

arrange for a lease, particularly given Decedent‟s advanced age (83) at that time. 

Any AALU member who wishes to obtain a copy of any of the items discussed in this Washington 

Report may do so through the following means: (1) use hyperlink above next to “Major References,” (2) log 

onto the AALU website at www.aalu.org and enter the Member Portal with your last name and birth date and 

select Current Washington Report for linkage to source material or (3) email Anthony Raglani at 

raglani@aalu.org and include a reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 

of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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