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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The U.S. Tax Court, in a memorandum decision, determined that the decedent, 

David A. Kahanic, possessed at his death incidents of ownership in a $2,495,000 life 

insurance policy, thereby making the policy proceeds includible in the value of his gross 

estate under section 2042(2).  However, the provisions of a divorce settlement order 

entered by the Circuit Court of Cook County, in effect when decedent died, created an 

indebtedness in respect of the policy proceeds that entitled the estate to a deduction of 

$1,995,000.  In addition, the Court ruled that the estate could deduct accrued interest on a 

loan made by decedent’s ex-wife to the estate to allow the estate to pay its Federal and 

Illinois estate taxes, and that the estate was entitled to deduct attorney’s and accountant’s 

fees incurred after the estate filed its Form 706, United States Estate (and Generation-

Skipping Transfer) Tax Return. 

Background: 

Decedent died on August 11, 2005, in Illinois, survived by two children (the beneficiaries of his 

estate under his revocable trust) and his ex-wife whom he had married on October 22, 1988, and divorced 

in 2004. In 2000 Decedent became severely ill and had to be admitted to the hospital, where he was 

diagnosed with an enlarged heart. He was unable to return to work until the end of 2001.  

http://www.aalu.org/
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Prior to being diagnosed with an enlarged heart, Decedent obtained the following life insurance 

polices: (1) a Security-Connecticut policy with a death benefit of $495,000; (2) a Security-Connecticut 

policy with a death benefit of $2 million; (3) an American General policy with a death benefit of $3 million 

(AIG policy); and (4) a Prudential term life policy with a death benefit of $2 million that he converted to a 

universal life policy on February 20, 2004 (Prudential policy). Following a merger of Security-Connecticut 

Life Insurance Co. and Reliastar Insurance Co., the Security-Connecticut policies were reissued to decedent 

as a Reliastar as policy with a death benefit of $2,495,000 (Reliastar policy or policy). At all relevant times 

the Reliastar and Prudential policies named Ms. Kahanic the sole beneficiary. The policies were in effect 

when decedent died and apparently had never been transferred to a life insurance trust (ILIT). 

On May 27, 2004, the Circuit Court of Cook County, Illinois entered a judgment for dissolution of 

decedent and Ms. Kahanic’s marriage.  That same day the parties entered into a marital settlement 

agreement (MSA) that was incorporated verbatim into the judgment for dissolution. The MSA required 

decedent to secure his unpaid child support and spousal maintenance payments with life insurance 

proceeds, and included provisions on how decedent would provide proof to Ms. Kahanic that he had 

secured his unpaid obligations with life insurance and timely paid the premiums.  

With respect to child support, decedent was obligated under the MSA to pay Ms. Kahanic $7,000 

per month and to secure his unpaid future payments with a life insurance policy with a minimum death 

benefit of $1,200,000. As for spousal maintenance, the parties agreed that Ms. Kahanic was to receive 

$672,000 to be paid in 96 monthly payments of $7,000. Decedent was required to secure payment of his 

unpaid spousal maintenance by naming Ms. Kahanic an irrevocable beneficiary to $500,000 of the Reliastar 

Policy proceeds for a period of 8 years.  

The Court expressly retained jurisdiction of the marital dissolution action for the sole and exclusive 

purpose of enforcing all the terms of the “Judgment for Dissolution of Marriage,” including all the written 

terms of the MSA. 

By August 2004 decedent had not complied with the insurance requirements, and Ms. Kahanic had 

to seek resolution through the circuit court.  However, before the circuit court acted on Ms. Kahanic’s 

petition to show cause, Ms. Kahanic and decedent reached an agreement with respect to his noncompliance 

with the insurance requirements that resulted in decedent’s entering into an agreed order - dated September 

16, 2004 - stating that (1) Ms. Kahanic and the children remained the sole beneficiaries on the AIG and 

Reliastar policies and (2) decedent would not alter the policies until he complied with the insurance 

requirements. Ms. Kahanic’s decision not to pursue her civil contempt action was based in part on her 

understanding that if decedent died without complying with the insurance requirements she would receive 

the Reliastar policy’s full $2,495,000 death benefit.  

Decedent’s Death and Federal Estate Tax Dispute 

On August 11, 2005, decedent passed away. He had not complied with the insurance requirements, 

and the September 16 agreed order had not been vacated. 

Ms. Kahanic was the primary beneficiary of the Reliastar universal life policy when decedent 

passed away, and accordingly she received the $2,495,000 death benefit upon his death.  Decedent’s 

premium payments on this policy, which had a “no lapse” provision, provided him with coverage through 

September 1, 2005.  

Decedent’s will stated that all Federal and Illinois estate taxes were to be paid from the residuary 

estate, and if the residuary estate did not contain sufficient assets to cover the tax liabilities, from the 

Declaration of Trust. The will did not mention how taxes were to be paid if the residuary estate and the 

Declaration of Trust lacked the necessary assets to pay the estate’s taxes. Both decedent’s will and the 



 

 

 

3 

Declaration of Trust waived contribution from third-party transferees toward the payment of the estate’s tax 

liabilities. 

In early May 2006 (the due date for payment of the estate’s estimated taxes), the estate did not have 

sufficient liquid assets to pay the $970,000 in estimated Federal and Illinois estate taxes. The estate did hold 

illiquid assets - principally decedents’ medical practice - that, coupled with the liquid assets, would have 

allowed the estate to pay the estimated taxes without borrowing funds. When the taxes became due, 

however, the illiquid assets were not yet available to pay the estate’s taxes.  The estate therefore made a 

decision to borrow approximately $700,000 from Mrs. Kahanic, which loan was secured.  The loan, 

however, was never repaid, largely due to decedent’s estate’s inability to sell his medical practice as a 

going concern.   

On its Form 706, filed in November 2006, the estate reported the $2,495,000 Reliastar policy and 

included the full amount in calculating the value of the gross estate. The estate also reported the $2,495,000 

Reliastar policy as a debt of the estate, and reduced the value of the gross estate by that amount.  The 

government determined that the estate was not entitled to deduct any of the $2,495,000 that Ms. Kahanic 

received as beneficiary of the Reliastar policy, but has since conceded that the estate may deduct the 

$500,000 as to which the MSA obligated decedent to name Ms. Kahanic irrevocable beneficiary.  

Court’s Decision. 

The Tax Court determined that the estate must include in the value of the gross estate the Reliastar 

policy’s $2,495,000 life insurance proceeds, but was entitled to deduct the same amount as indebtedness 

owed to Ms. Kahanic.  It also ruled that the estate may deduct the accrued interest on the loan Ms. Kahanic 

made to the estate and the accountant’s and attorney’s fees that the estate incurred after it filed its Form 

706. 

The estate argued that, at the time of decedent’s death, he did not possess any incidents of 

ownership [within the meaning of IRC § 2042(2)] in the Reliastar policy and therefore the proceeds were 

not includible in the value of the gross estate. The estate reasoned that, as a result of the September 16 

agreed order (1) decedent could not exercise the economic benefits of the policy (e.g., change the 

beneficiary or cancel the policy) and (2) the value of decedent’s reversionary interest did not exceed 5% of 

the value of the policy. The government argued that decedent had a reversionary interest and that the estate 

had not shown that the value of decedent’s reversionary interest did not exceed 5% of the value of the 

Reliastar policy.  

The court agreed with this last assertion: 

[B]ecause of the no-lapse provision and decedent’s total premium payments, the Reliastar policy 

would have remained in effect until September 1, 2007 -- more than two years after decedent died -- 

without a premium payment being made. We believe this adds a significant amount of value to the 

Reliastar policy. . . . The estate’s only argument with respect to the value of decedent’s reversionary 

interest is that the policy was worthless. The estate admits that it did not introduce any evidence that 

would allow us to conclude that the value of decedent’s reversionary interest was less than 5% of 

the value of the Reliastar policy. Thus, having determined that the Reliastar policy had a fair market 

value in excess of zero, it follows that the full amount of the Reliastar policy proceeds are includible 

in the value of the gross estate under section 2042(2). 

The court agreed with the estate, however, on the issue of the off-setting deduction for a claim 

against the estate.   
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In Estate of Robinson v. Commissioner, 63 T.C. 717 (1975), the court held that where (1) a property 

settlement agreement entered into in the context of divorce proceedings obligates one party to name 

the other party as a beneficiary to life insurance proceeds; (2) the obligee receives the life insurance 

proceeds upon the death of the obligor; and (3) the obligor’s estate includes the life insurance 

proceeds in the value of the gross estate, the obligor’s estate may deduct as indebtedness under 

section 2053(a)(4) the amount of the life insurance proceeds the obligor was required to provide 

under the divorce decree. See sec. 2053(a)(4); see also Rev. Rul. 76-113, 1976-1 C.B. 276. 

In order for a claim against the estate to be deductible, it must be founded on a bona fide promise or 

agreement that was contracted for in exchange for full consideration in money or money’s worth.  An 

exception exists, however, where the transfer of property occurred pursuant to a property settlement entered 

into between spouses relative to their marital or property rights.  Generally, under IRC § 2516, such an 

agreement must be entered into within a specified 3-year period. 

The estate argued that “[t]he September 16, 2004 Agreed Order constitutes an agreement settling 

Decedent’s and . . . [Ms. Kahanic’s] marital and property rights entered into within the time frame required 

by . . . [section] 2516.” Therefore, the decedent’s obligation to maintain Ms. Kahanic as the sole beneficiary 

of the Reliastar policy proceeds and subsequent transfer to her of the policy proceeds should be deemed to 

be made for a full and adequate consideration in money or money’s worth.   

The court agreed, stating that “. . . regardless of whether we view the transfer of the Reliastar policy 

proceeds to Ms. Kahanic as being made pursuant to the MSA (as amended by the September 16 agreed 

order) or the September 16 agreed order, it would be made pursuant to an agreement in settlement of 

marital or property rights within the purview of section 2516(1). Accordingly, the exception under section 

2043(b)(2) is met, and the transfer of the Reliastar policy proceeds is considered to be made for an adequate 

and full consideration in money or money’s worth.” 

Ancillary Issues. 

In separate rulings, the court ruled that the Estate is entitled to deduct accrued interest on the 

$700,000 loan from Ms. Kahanic.   

The government had argued that the $700,000 loan from Ms. Kahanic was not a bona fide debt and 

the loan was not actually and reasonably necessary to the administration of the estate, and that the estate 

had not proven that the interest will be paid.  The court, after examining all of the facts and circumstances 

surrounding the loan, disagreed.  In particular, it noted that, when the loan was made, it appeared that the 

estate had sufficient assets to pay both its tax obligations and interest on the loan.  It was only later, when it 

became apparent that the decedent’s practice could not be sold as a going concern that the estate’s financial 

condition deteriorated.   

In addition, “Ms. Kahanic did not demand repayment because doing so would have exhausted the 

estate’s funds, thereby preventing the estate from challenging the IRS’ deficiency determinations and 

potentially subjecting her to transferee liability.”  The court also found that the interest would likely be 

paid, a precondition for allowing the deduction. 

Finally, the court allowed a deduction for additional accountants’ and attorneys’ fees “reasonably” 

incurred in the administration of the decedent’s estate.  

Conclusion. 

This case presents some important issues for consideration from a tax planning standpoint.  In a 

1991 issue of Estate Planning (“Marital agreements may result in unanticipated tax consequences,” Estate 
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Planning Journal, May/Jun 1991), it was stated that, when one party to a marital agreement names the 

other as a beneficiary of a life insurance policy in exchange for having the other party waive certain marital 

rights, questions of a “transfer for value” under IRC § 101(a)(2) may be raised.  “The question arises 

because Reg. 1.101-1(b)(1) indicates that the creation for value of ‘an enforceable contractual right to 

receive all or part of the proceeds of a policy may constitute’ a transfer for value. Apparently, there has not 

been any case that applied this section to life insurance proceeds subject to marital agreements.”  

However, IRC § 1041 treats interspousal transfers incident to divorce as gifts, which are given a 

carryover basis. “Thus, a marital agreement that provides for the payment of life insurance proceeds to a 

spouse does not create transfer-for-value problems by virtue of the combination of Sections 101(a)(2)(A) 

and 1041.” 

Section 1041 also covers gifts in trust to a spouse incident to a divorce.  Query whether the entire 

issue of inclusion in the decedent’s estate could have been avoided through the use of a properly structured 

ILIT.   

In addition, there is the issue of the tax allocation clause in the Kahanic case.  As stated above, the 

decedent’s will did not mention how taxes were to be paid if the residuary estate and the revocable trust 

lacked the necessary assets to pay the estate’s taxes. Further, both the decedent’s will and the revocable 

trust waived contribution from third-party transferees toward the payment of the estate’s tax liabilities. 

Planners and advisors should remember to take into account the transfer (and income) tax 

consequences of divorce and separation agreements so that litigation with the former spouse, as well as 

with the IRS, may be avoided. 

Any AALU member who wishes to obtain a copy of Estate of Kahanic v. Commissioner 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. 

 

 

http://www.aalu.org/
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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. 
 

http://www.aalu.org/

