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UNI TED STATES COURT OF APPEALS
For the Fifth Crcuit

No. 95-60541

ESTATE OF ALTO B. CERVI N, Deceased,
Bennett W Cervin, Executor,
& Nita-Carol Cervin M skovitch, Executor,
Peti ti oner- Appel | ant,
VERSUS
COW SSI ONER OF | NTERNAL REVENUE,

Respondent - Appel | ee.

Appeal fromthe United States Tax Court

May 9, 1997

Before POLI TZ, Chief Judge, and SM TH and DUHE, Circuit Judges.
DUHE, Circuit Judge:

The Estate of Alto B. Cervin petitioned the United States Tax
Court for a redetermnation of a federal estate tax deficiency
asserted against it by the Internal Revenue Service. The alleged
deficiency was based upon a determ nation by the Comm ssi oner that
(1) the decedent’s gross estate should include one hundred percent

of the proceeds of three whole |ife insurance policies, and (2)



the estate was not entitled to a twenty-five percent discount with
respect to the valuation of certain real property. The Tax Court
held that (1) the gross estate includes one hundred percent of the
proceeds of the life insurance policies, and (2) the estate was
entitled to a twenty percent di scount with respect to the val uation
of the real property. The estate unsuccessfully noved for
litigation costs. It now appeals, asserting that only fifty
percent of the proceeds of the life insurance policies should be
included in the gross estate and that it is entitled to litigation
costs pursuant to section 7430 of the Internal Revenue Code.

We hold that the decedent’s gross estate includes only fifty
percent of the proceeds of the three |life insurance policies, and
that the estate is entitled to reasonable litigation costs. Thus
we reverse the Tax Court’s decision and remand to the Tax Court for
a determ nation of such costs.

BACKGROUND

Alto B. Cervin (“decedent”) and Manita Cervi n were husband and
wfe, and both were domciled in Texas. The couple had two
children, Bennett W Cervin and Nita-Carol Cervin M skovitch, who
are the co-executors of the Estate of Alto B. Cervin.

Alto and Manita Cervin purchased three whole |ife insurance
policies fromMitual Life I nsurance Conpany of New York on the life
of Alto Cervin. Mnita Cervin and the couple’s two children were
the beneficiaries. The policies were purchased with community
funds, and the premuns were paid, while the decedent and Manita

Cervin were alive, with community funds.



Manita Cervin died intestate in 1978, and one-half of the cash
surrender value of the insurance policies was included in her
estate. Her one-half interest in the policies passed under Texas
intestacy lawto the couple’s two children. The children, however,
after consultation with their father, did not exercise their right
to receive one-half of the cash surrender value of the policies,
and the insurance policies remained in effect. For reasons of
conveni ence, the three agreed that Alto Cervin would continue to
pay the prem uns and deal with any other admnistrative matters
regardi ng the policies.

Alto Cervin died in 1988, and his estate included one-half of
the proceeds of the life insurance policies ($65,462.88). The
estate also included accounts receivable in the anount of
$35,268. 16 fromthe children, as reinbursenment for the insurance
prem uns paid by decedent on their behalf fromthe tine of his
wife's death to his own deat h.

At the tinme of his death, Alto Cervin owned a fifty percent
undi vided community interest in four parcels of real estate, and
his children owned equal shares of the other fifty percent
interest. The overall fair market val ue of each of the properties
i s undi sputed,?! but instead of valuing its share of the properties

at fifty percent of the total fair market value, the estate

The four pieces of real property, with their undisputed
overall fair market valuation, are as follows:
(1) 657-acre farmin Ellis and Johnson Counties, TX $650, 000;
(2) honestead at 4343 W Lawther Dr., Dallas, TX $625, 000
(3) 6318 Vickery Blvd., Dallas, TX $27,000; and
(4) 1633 E. Main St., Gand Prairie, TX $60, 000.
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di scounted the value of its ownership interest by twenty-five
percent. It reasoned that an undivided fractional interest in real
property may be val ued at an anount | ess than the fractional share
of the value of the entire property because of the difficulty in
selling only a proportionate interest in an undivi ded pi ece of real
estate. The estate’s valuation of its ownership in the properties,
less the twenty-five percent discount, thus totaled $510, 750
(681,000 - 170, 250), the figure that was included on Alto Cervin’s
estate tax return, filed on March 5, 1990.

Upon audit, the Conm ssioner determned that all of the
proceeds of the i nsurance policies ($130,925.76) were includible in
Alto Cervin's gross estate, and that the estate was not entitled to
excl ude the recei vables fromBennett and Nita-Carol. |In addition,
t he Comm ssi oner determ ned that the estate was not entitled to the
twenty-five percent discount on any of the properties.? The estate
petitioned the Tax Court for a redeterm nation.

The Tax Court held that (1) the decedent’s gross estate
i ncl udes one hundred percent of the insurance proceeds, but that
the estate coul d exclude the receivabl es owed by Bennett and Nt a-
Carol, and (2) the estate was entitled to a twenty percent di scount
in valuing the two pieces of property at issue. The estate then
sought an award of litigation costs pursuant to section 7430 of the
| nternal Revenue Code, and noved for reconsideration of the

i nsurance proceeds issue in light of our decision in Estate of

2At trial, the Commi ssioner accepted the estate’s val uation of
the two | esser-val ued properties.
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Cavenaugh v. Commi ssioner, 51 F.3d 597 (5th Gr. 1995). The Tax

Court denied both notions. The Cervin estate now appeal s, arguing
that only one-half of the insurance proceeds is includible in the
gross estate and that it is entitled to reasonable litigation
costs.
STANDARDS OF REVI EW
We reviewthe Tax Court’s findings of fact for clear error and

its |l egal conclusions de novo. Park v. Conm ssioner, 25 F. 3d 1289,

1291 (5th Cr.), cert. denied, 115 S. C. 673 (1994); Harris v.
Comm ssioner, 16 F.3d 75, 81 (5th Gr. 1994). The Tax Court’s

hol ding that all of the proceeds of the life insurance policies are
includible in the decedent’s gross estate is based upon an
interpretation of Texas law, and is subject to de novo review. W
review the denial of a request for litigation costs for abuse of

di scretion. Nalle v. Comm ssioner, 55 F.3d 189, 191 (5th Cr.

1995) .
DI SCUSSI ON

THE LI FE | NSURANCE PROCEEDS

The Internal Revenue Code (the “Code”) inposes a tax on a
decedent’s taxable estate, 26 U S.C. § 2001, which is defined as
the gross estate | ess all owabl e deductions. 26 U . S.C. § 2051. |If,
as here, a policy on a decedent’s |ife nanes beneficiaries other
than the decedent’s estate, section 2042(2) of the Code nandates
that the decedent’s gross estate include the proceeds of life
i nsurance policies with respect to which the decedent possessed

“incidents of ownership” at his death. 26 U . S.C. § 2042(2). Thus,



we nust determ ne to what extent Alto Cervin possessed i ncidents of
ownership in the three life insurance policies at his death. To
resolve this question, state |aw nust be considered. See Treas.

Reg. 8 20.2042-1(c)(5); Broday v. United States, 455 F.2d 1097,

1099 (5th Cr. 1972).

As an initial matter, it is necessary to define sone terns at
issue in this case. The Treasury Regul ati ons define “incidents of
owner shi p” as:

the right of the insured or his estate to the economc

benefits of the policy. Thus, it includes the power to change

the beneficiary, to surrender or cancel the policy, to assign
the policy, to revoke an assignnent, to pledge the policy for

a loan, or to obtain from the insurer a |oan against the

surrender value of the policy, etc.

Treas. Reg. 8 20.2042-1(c)(2). This definitionis nearly identica
to what this Court has referred to as “policy rights” under Texas

| aw. See Commi ssioner v. Chase Manhattan Bank, 259 F.2d 231, 245-

46 (5th Cr. 1958). Policy rights refer to the “whol e bundl e of
i ncidents of ownership of property in a policy.” Id. at 245.
Policy rights or incidents of ownership, however, nust be
di stinguished from the “proceeds rights,” which are rights to
recei ve the proceeds of the insurance policy at maturity. |In fact,
policy rights include the entire bundle of ownership “except the
right to the proceeds.” |[|d.

Al t hough policy rights and proceeds rights are distinct under
Texas law, if “life insurance is purchased during a marriage and
paid for with conmmunity funds, the ‘policy rights’ or incidents of
ownership and the ‘proceeds rights’ or the rights to receive the
proceeds in the future constitute community property.” Estate of
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Cavenaugh v. Conmi ssioner of Internal Revenue, 51 F.3d 597, 602

(5th Gr. 1995) (quoting Freednan v. United States, 382 F.2d 742,

745 (5th CGr. 1967) (citing Brown v. lLee, 371 S.W2d 694 (Tex.

1963))). The parties do not dispute that the life insurance
policies at issue were purchased during the Cervin marriage with
comunity funds, and thus they agree that Manita Cervin owned an
undi vided one-half interest in both the policy rights and the
proceeds rights at her death.

Further, at the tinme of Mnita Cervin' s death, Texas |aw
provided that wupon dissolution of the marriage by death, the
surviving spouse is entitled to one-half of the conmunity property,
and the children are entitled to the other half of the conmunity
property. Tex. Prob. Code 8§ 45 (West 1980).°* Therefore, upon
Manita Cervin's death, one-half of the incidents of ownership in
the policies and one-half of the right to the future proceeds
passed to Alto Cervin, and the other one-half of the policy rights
and one-half of the proceeds rights descended to the children.

The parties are in full agreenent as to the above anal ysis.
It is at the next step in the analysis, however, that the
di sagreenent begins. The Cervin estate argues that because one-
half of the incidents of ownership in the policies passed to the
children, upon Alto Cervin' s death he al so possessed only one-half

of the incidents of ownership in the insurance policies. Because

3ln 1991, the Texas Legi sl ature anended Tex. Prob. Code § 45,
and that section now requires that all comunity property of a
spouse who dies intestate pass to the surviving spouse when al
surviving children are al so children of the surviving spouse. Tex.
Prob. Code 8§ 45 (West Supp. 1997).
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i nci dents of ownership determ ne the percentage of proceeds to be
included in the gross estate, see 26 U. S.C. § 2042(2), and because
Alto Cervin possessed one-half of the incidents of ownership, the
estate asserts that only one-half of the proceeds should be
included in the gross estate.

The Conmi ssi oner contends that the Cervin estate’s analysisis
i nconpl ete because it does not consider whether Manita Cervin’'s
comunity property interest in the insurance policies was settled

prior to Alto Cervin's death. Based upon the Texas Suprene Court

case of Brown v. Lee, 371 S.W2d 694 (Tex. 1963), the Comm ssi oner
argues that Manita Cervin's interest in the policies was settled
when one-half of the cash surrender value of the policies was
allocated to her estate and reported on her federal estate tax
return. Because Manita Cervin’s interest was settled prior to Alto
Cervin's death, the Conm ssioner maintains that Alto Cervin died
possessi ng one hundred percent of the incidents of ownership in the
insurance policies, and that section 2042(2) of the Code thus
requires the inclusion of all of the proceeds in his gross estate.

Al t hough we agree with the Comm ssioner that settlenent of a
predeceased, uninsured spouse’'s comunity interest in a life
i nsurance policy onthe life of the other spouse may extingui sh the
uni nsured spouse’s remaining interest in the policies, we believe
that Manita Cervin’s interest in the policies was never settled.
Thus we hold in favor of the estate.

The Comm ssioner’s argunent that Manita Cervin's interest in

the policies was settled prior to Alto Cervin’s death i s based upon



the foll owi ng passage fromBrown v. Lee:

Under circunstances where the uni nsured spouse predeceases t he
insured spouse, settlenment of the decedent’s community
interest in the unmatured chose [i.e., the proceeds rights]
has ordinarily been resolved by allocating one-half of the
cash surrender value to the deceased s estate and the other
one-half, plus ownership of the unmatured chose, to the
surviving spouse. Thonpson v. Calvert, 301 S.W2d 496 (Tex.
Cv. App. 1957, no wit). But in the present case, where
settlenment of the deceased wife’'s community interest in the
policies was not nmade prior to the death of the insured and
her heirs were not guilty of laches in failing to seek such
conpensation, the wfe's comunity interest was never
extingui shed and the policies retained their community status
up to the tinme of maturity. Consequently the proceeds are
communi ty.

371 S.W2d at 696. Sinply put, the above passage sets forth two
rules for determning the proceeds rights (the rights to the
“unmatured chose”) of an uninsured spouse who predeceases the
i nsured spouse. The first rule holds that when the uninsured
spouse’s community interest in the policies is settled, the
uni nsured spouse does not retain any right to the proceeds. The
second rule holds that when such interest is not settled, the
uni nsured spouse maintains a comunity interest in the proceeds.
Based on no | egal authority except the foregoing passage, the
Comm ssioner asserts that Mnita Cervin's interest in the life
i nsurance policies was settled when one-half of the cash surrender
val ue of the policies was allocated to her estate and included on
her federal estate tax return. Thus, the Comm ssioner concl udes
that the first rule of the quoted passage nandates that full
ownership of the proceeds rights be allocated to Alto Cervin (the
t hen-survivi ng spouse), and that all of the proceeds nust therefore

be included in his gross estate pursuant to section 2042(2).



The Comm ssioner’s theory is based upon the concl usion that
reporting one’s ownership interest inalife insurance policy on a
federal estate tax return can settle one’s interest in such policy
under state comrunity property law. Neither the Comm ssioner nor
the Tax Court provides any authority for this novel proposition.
We fail to see how Manita Cervin's estate, by adhering to federal
estate tax law and including her one-half interest in the cash
surrender value of the policies in her gross estate, has sonehow
settled her interest in the policies under the | aws of the State of
Texas.

The Comm ssioner’s position is not only conpletely wthout

support, it is also inconsistent with Brown v. Lee itself and woul d

nullify the then-recent changes in the definition of “property”

that the Brown v. Lee court was analyzing. To see why this is so,

it is necessary to consider the 1957 anendnents to Texas | aw and

Brown v. Lee’s interpretation of those changes.

Before 1957, the legal theory of title to insurance proceeds

in Texas was sonewhat uncl ear. In Warthan v. Haynes, 288 S.W2d

481, 482-84 (Tex. 1956), the Texas Suprene Court held that a wfe
had no conmmunity property interest in the proceeds of a life
i nsurance policy on the life of her husband, even when the policy
was bought during marriage and paid for wwth community funds. This
holding did not |ast |ong, however, because in 1957, the Texas
| egislature enlarged the definition of property to include “life
i nsurance policies and the effects thereof.” Tex. Rev. GCv. Stat.

art. 23(1) (West 1969) (current version at Tex. Gov't Code Ann. 8§
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312.011(13) (West 1988)). The Texas Suprene Court in Brown v. Lee

consi dered the 1957 anendnents at |l ength and noted that “the right
to receive insurance proceeds payable at a future but uncertain
date is ‘property.’” 371 S.W2d at 696. It referred to such
I nsurance proceeds as “a chose in action which matures at the death
of the insured,” and held that “[w] hen purchased with community
funds, the ownership of the unmatured chose logically belongs to
the comunity.” |d.

| medi ately after exam ning the 1957 | egi sl ati ve changes, the

Brown v. Lee court--in the paragraph quoted in full above--
di scussed the effect that settlenent of an uninsured spouse’s
interest in a life insurance policy would have on her interest in
the unmatured chose. It is worth quoting the first sentence of the
par agraph again for enphasis:
Under circunst ances where t he uni nsured spouse predeceases t he
insured spouse, settlenent of the decedent’s community
interest in the unmatured chose [i.e., the proceeds rights]
has ordinarily been resolved by allocating one-half of the
cash surrender value to the deceased’ s estate and the other
one-half, plus ownership of the unmatured chose, to the
survi vi ng spouse.
Id. The Comm ssioner asserts that this sentence sets forth the
rule that settlenment of an uninsured spouse’'s interest in the
proceeds of a life insurance policy occurs when one-half of the
cash surrender value of the policy is included on the federal
estate tax return of the uninsured spouse.
W are wunable to discern where the Conm ssioner finds
justification for her proposition. Support is certainly not found

in the text of the quoted sentence itself, for nowhere does it
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mention that settlenent wunder Texas l|law is acconplished by
i ncl udi ng one-half of the cash surrender val ue on a federal estate
tax return. Furthernore, the Conm ssioner’s proposed rule of |aw
woul d abrogate the 1957 enl argenent of the definition of property
that the Texas | egislature had pronul gated shortly before Brown v.

Lee was decided. The Brown v. Lee court recogni zed that the Texas

| egislature defined property to include the right to receive
i nsurance proceeds payable at a |later date. W do not think that
the Texas Suprene Court intended to di spossess uninsured spouses
(and their heirs) of their new y-acquired property right nerely
because they abi ded by federal |aw and i ncluded their share of the
asset on their federal estate tax return.

The sentence at issue nerely states that settlenent is
“resol ved by all ocating one-half of the cash surrender value to the
deceased’ s estate.” A nore plausible reading of this clause is
that settlenent is effected when one-half of the cash surrender
value is actually paid to the deceased wife's estate by the |iving
husband; that is what “allocate” means in this context. And in
this case, Bennett Cervin testified that he and his sister, after
consultation with their father, decided not to seek allocation of

their one-half value and to keep the insurance policies in effect.*

‘At oral argunent, the Conm ssioner’s attorney asserted that
settl enment occurred when Manita Cervin’s heirs could have received
one-hal f of the cash surrender value of the policies. W do not
think that Brown v. Lee supports this assertion. The IRS attorney
al so contended at oral argunment that this is not a case in which
Alto Cervin and his children had an agreenent to maintain the
children’s fifty percent ownership interest in the policies. As
evidence of this, he pointed to the fact that the parties anended
the i nsurance policies such that decedent possessed sole rights to
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| ndeed, the second sentence of the nuch-quoted paragraph nakes
reference to the heirs of the deceased w fe seeking conpensati on.
Thi s al so suggests that the heirs of the deceased, uni nsured spouse
must be conpensated. Because one-half of the cash surrender val ue
was never distributed or allocated to the children of Alto and
Manita Cervin, Manita Cervin's interest in the insurance policies

remai ned unsettled, and thus the second rule of Brown v. Lee

governs. Because Manita Cervin’s community interest was never
exti ngui shed, under Texas |l aw her children inherited that interest,
which is one-half of the policy rights and one-half of the
unmat ured chose.® The Estate of Alto Cervin therefore contains
only one-half interest in the policy rights and one-half interest
in the proceeds rights, and it should be taxed on one-half of the
val ue of the proceeds.

This reading of Brown v. lLee is fully consistent wth the

definition of “settl enent” in Bl ack’ s Law Dictionary:
““Settlenment,’” in reference to a decedent’'s estate, includes the
full process of admnistration, distribution and closing.” Black’'s

Law Dictionary 1373 (6th ed. 1990). The cash surrender val ue of

the policies was never distributed to Bennett Cervin and N ta- Carol

many of the incidents of ownership. The fact that the children
were never conpensated for their one-half interest in the cash
surrender value still justifies our belief that the children never
settled their interest in the policies.

The second sentence of the quoted paragraph al so notes that
the heirs nust not be quilty of laches in attenpting to seek
conpensation. The evidence shows that Manita Cervin’s heirs had an
agreenent with their father not to be conpensated for their one-
half interest in the policies, and the Conm ssi oner does not argue
that they were guilty of |aches.
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Cervin M skovitch, and thus Manita Cervin' s estate was not settl ed.

Furthernore, the Conm ssioner’s position also contradicts a
unani nrous body of Ilegal authority, which she attenpts to
di stingui sh on the grounds that such authority involved situations
where the estate was never settled. Take, for exanple, Estate of

Cavenaugh v. Conm ssioner, 51 F. 3d 597 (5th Cr. 1995). As inthis

case, the uninsured w fe predeceased the insured husband--both of
whomresided in Texas--and we held that only fifty percent of the
proceeds of atermlife insurance policy should be included in the
estate of husband who survived his uninsured wife. 1d. at 605.

It is true, as the Comm ssioner asserts, that in Cavenaugh we

determ ned that the second rule of Brown v. Lee applies because the

uninsured wife's estate was never settled or partitioned prior to
the death of her husband. 1d. at 602. The Comm ssioner argues
that settlenent never occurred because the wife' s executor did not
include any interest in the policies in question in the gross
estate as reported on her federal estate tax returns. W think
that the Comm ssioner msstates the facts of Cavenaugh. |t appears
that the wife's estate did list a value of her interest in the
i nsurance policy at issue; that interest was listed as having a
zero val ue, however, because the life insurance was termi nsurance.
See 1d. at 603 n. 9.

Mor eover, even if we ignore the fact that the wife’'s ownership
interest in the insurance was included in her gross estate in
Cavenaugh, it is clear that the Cavenaugh Court did not interpret

Brown v. Lee to nean that settl enent of the uninsured’s interest in
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the proceeds occurs nerely by including the value of the uninsured
wfe' s one-half interest on her estate tax return. | nstead we

noted that under Brown v. Lee, “the comunity interest of the

deceased uninsured wife in the proceeds was not extinguished sans
partition or laches.” [|d. at 604 n.10 (enphasis omtted). The
Comm ssi oner provides no support for the proposition that the
i nclusion of an asset on a federal tax return effects a partition,
and there is no evidence that the Cervin heirs were guilty of
| aches. The Cavenaugh Court also cited the case of Amason v

Franklin Life Ins. Co., 428 F.2d 1144 (5th Cr. 1970), for the

proposition that “the death of [the uninsured wife] wthout a
partition created a tenancy-i n-common between M. Cavenaugh and her
estate’s designated heirs vis a vis the policy.” Cavenaugh, 51
F.3d at 603. Once again, the inclusion of Manita Cervin’'s one-half
interest in the cash surrender val ue does not negate the tenancy-
i n-common between Alto Cervin and the children that was created

when Manita Cervin died intestate.®

W note that the Comm ssioner litigated this identical issue
inthe Nnth Crcuit, asserting that the only interest in insurance
policies that passed under the uninsured wife’s will “was the right
to receive one-half of the cash surrender value of the policies.”
See Scott v. Conm ssioner, 374 F.2d 154, 159 (9th G r. 1967). The
Ninth Grcuit rejected this argunent based on California community
property law. 1d. at 159-60. Analyzing Scott, the Cavenaugh Court
hel d that:

Al t hough the community property laws of California and Texas
differ in many respects, neither the IRS nor the Tax Court has
produced authority confirmng a neaningful variation between
California and Texas law on this issue [i.e., regarding
ownership of life insurance policies]. Specifically, Scott’s
treatnent of a marital comunity dissolved via death--
construction of a tenant in common rel ationship--accords wth
the solution to dissolution adopted by Anrason in the context of
divorce. This parallelismis not only |logical, but appears
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The Comm ssioner also runs afoul the Treasury Regul ations,
whi ch provide an exanple directly on point:

For exanple, assune that the decedent purchased a policy of
i nsurance on his life with funds held by himand his surviving
wfe as community property, designating their son as
beneficiary but retaining the right to surrender the policy.
Under the local |law, the proceeds upon surrender woul d have
inured to the marital community. Assumng that the policy is
not surrendered and that the son receives the proceeds on the
decedent’ s death, the wife's transfer of her one-half interest
in the policy was not considered absolute before the
decedent’s death. Upon the wife's prior death, one-half of
t he val ue of the policy would have been included in her gross
est at e. Under these circunstances, the power of surrender
possessed by the decedent as agent for his wife wth respect
to one-half of the policy is not, for purposes of this
section, an “incident of ownership,” and the decedent is,
therefore, deened to possess an incident of ownership in only
one-half of the policy.

Treas. Reg. 8§ 20-2042-1(c)(5). Again, the Conm ssioner attenpts to
di stinguish this exanple on the grounds that Texas |awis such that
the inclusion of one-half of the value of the policy inthe wife's
gross estate settles (and extinguishes) the wife’'s interest in the
proceeds. The Conm ssioner continues to press this interpretation

of Brown Vv. Lee even though the above exanple expressly

contenpl ates that one-half of the value would be included in the

uninsured wife's gross estate and still holds that the decedent

conpel l ed by the synergy of Amason and Brown v. Lee.
Cavenaugh, 51 F.3d at 603-04.

Despite the foregoi ng paragraph, the Conm ssioner continues to
assert, with success in the Tax Court, that Cavenaugh’'s di scussion
of the simlarity between Texas and California community property
law refers only to the interest of heirs of an uninsured spouse in
the proceeds of community life insurance where there was no
settlenment. Therefore, the Conm ssioner asserts that California
and Texas community property law differ on the definition of
settl enent. We believe that Brown v. Lee does not establish a
contrary definition of settlenent, and thus the rule set forth in
Scott is applicable here.
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possesses only one-half the incidents of ownership.

Last, but not |east, is the Conm ssioner’s own Revenue Rul i ng.
Rev. Rul. 75-100, 1975-1 C. B. 303. In that ruling, the
Comm ssi oner considered facts alnost identical to those in this
case. The Conm ssioner ruled that because the estate of the
predeceased, uninsured wife was not settled, the estate of the
husband i ncl uded only one-half of the val ue of the proceeds because
the wife's one-half interest passed to her children. The
Comm ssioner again attenpts to distinguish this ruling on the
grounds that the uninsured wife’'s interest was not settled in that
exanpl e. The Revenue Ruling, which applied Texas |aw, nakes it
clear, however, that settlenent is an agreenent that nust occur
bet ween t he husband and the heirs or | egatees of the wife, and not
between the wfe's estate and the federal governnent: “in the
i nstant case, there was no settlenent of Ws comunity interest in
the life insurance policy (between H and her | egatees) between the
time of her death and that of H ten days later, nor were the
| egatees of Ws estate guilty of laches in failing to seek such a
settlenent.”

I n conclusion, the Estate of Alto Cervin owns only one-hal f of
the policy rights because ownership of Manita Cervin's one-half
interest in the policy rights passed to Bennett Cervin and N ta-
Carol Cervin M skovitch under section 45 of the Texas Probate Code
(West 1980). Section 2042(2) of the Internal Revenue Code
therefore dictates that the Cervin estate need include only one-

hal f of the value of the proceeds ($65,462.88) in the gross estate
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because it possesses only one-half of the policy rights. 26 U S. C
§ 2042(2).7
I1. LITIGATI ON COSTS

The Cervin estate argues that the Tax Court erred by denying
its request for litigation costs under section 7430 of the Internal
Revenue Code. Section 7430 provides that a “prevailing party” in
a tax proceeding may recover “reasonable litigation costs incurred
i n connection with such court proceeding.” 26 U S.C. 8 7430(a)(2);
accord Nalle v. Conm ssioner, 55 F. 3d 189, 191 (5th Cr. 1995). As

defined in the statute, a party prevails if it establishes: (1)
that the “position of the United States” in the proceedi ng was not
“substantially justified”; (2) that the party has “substantially
prevailed” with respect to the ampbunt in controversy or wth
respect to the nost significant issue or set of issues presented;
and (3) that the party has nmet the applicable net worth
requirenments. 26 U S. C 8§ 7430(c)(4)(A); Nalle, 55 F.3d at 191.
Qur decision above establishes that the estate has
substantially prevailed with respect to the anount in controversy
regarding the insurance proceeds, and the Comm ssioner concedes
that the estate substantially prevailed with respect to the anount
in controversy regarding the valuation of the four properties. The

Commi ssi oner al so does not argue that the estate has not net the

‘Because Bennett and Nita-Carol have owned one-half of the
policy rights since Mnita Cervin's death in 1978, they are
responsi ble for one-half of the post-1978 insurance prem uns. W
therefore conclude that the Cervin estate must also include the
accounts recei vabl e of $35,268.16 from the children as
rei moursenent for the premuns paid by the decedent on the
children’s behal f.
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net worth requirenents. Thus, the only el enent at issue is whether
the “position of the United States” with respect to the insurance
proceeds and the property valuation was substantially justified.

The term “substantially justified” neans justified to a
degree that could satisfy a reasonable person’ and having a
‘reasonabl e basis both in law and fact.”” Nalle, 55 F.3d at 191

(quoting Pierce v. Underwood, 487 U S. 552, 565 (1988)). I n

determ ni ng whet her the Conm ssioner’s position was substantially
justified, it is necessary to ascertain whether the Comm ssioner
acted unreasonably, that is, whether she “knew or shoul d have known
that her position was invalid at the onset of the litigation.”

Nalle, 55 F.3d at 191 (citing Bouterie v. Conm ssioner, 36 F.3d

1361, 1373 (5th Gr. 1994)).

The estate maintains that the position of the Conm ssioner was
not substantially justified with respect to both the insurance
proceeds issue and the property valuation nmatter. W agree.

A The Life I nsurance Proceeds

As noted above, in arguing that one hundred percent of the
proceeds of the life insurance policies is includible in the
decedent’s gross estate, the Conm ssioner runs afoul of a |egal
principle set forth in a Treasury Regul ati on, a Revenue Rul i ng, and
a Nnth Grcuit case--each of which contains facts exceedingly
simlar to the present case. The Conm ssioner is not concerned
with this inconsistency, for she contends that the Texas Suprene

Court case of Brown v. Lee outlines a different rule of lawin the

State of Texas. This suggested rule of |aw, however--that nerely
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reporting one’s ownership interest inalife insurance policy on a
federal estate tax return can settle one’s ownership interest in
the policy for purposes of state law-is nowhere to be found in
that opinion and indeed is inconsistent with the definition of
property set forth by the Texas |egislature.

The unreasonableness of the Comm ssioner’s position is
under scored by her argunent that the gross estate i ncludes both the
full one hundred percent of the life insurance proceeds and the
recei vabl es fromBennett and Nita-Carol representing rei nbursenent
of insurance premuns paid by the decedent--undi sputably double
taxati on. In addition, the Comm ssioner continued to press her
position even after Cavenaugh established that an insured wife’'s
interest in an insurance policy my not be settled even when her
estate tax return lists such an asset. See 51 F.3d at 602, 603
n. 9. W recognize that our <cases require a finding of
unr easonabl eness at the onset of litigation and that Cavenaugh was
not decided until after the Tax Court’s decision. See Nalle, 55
F.3d at 191; Bouterie, 36 F.3d at 1367. Nevert hel ess, the
Commi ssioner’s insistence in her position in the face of Cavenaugh
is evidence of her single-mnded pursuit of the tax on the
i nsurance proceeds in spite of state and federal |aw.

This and other circuits have held that the Comm ssioner’s
position was not substantially justified when she had i gnored state
law that clearly supported the taxpayer’s position. See Nalle, 55
F.3d at 191-92 (citing cases). Wile the Conmm ssioner’s position

in the instant case may not be as egregiously wong as it was in
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the cases cited by Nalle, her I egal argunent is unreasonable. The
fact that the Tax Court ruled for the Comm ssioner, while a factor

in favor of her position, is not dispositive. See Pate v. United

States, 982 F.2d 457, 459 (10th Cr. 1993); Huckaby v. United

States Dep’t of Treasury, 804 F.2d 297, 299 (5th Cr. 1986). The

Comm ssioner is certainly free to argue that different | aws of the
fifty states can have different tax consequences in each state,
just as she may litigate the sanme issue in different circuits in
order to create a conflict. That does not, however, suggest that
taking an unsupported Ilegal position in such instance is

substantially justified. Cf. Estate of Perry v. Conm ssioner, 931

F.2d 1044, 1046 (5th Gr. 1991). Were the Conm ssioner elects to
litigate an untenable position of state |law, she “does so at the
risk of incurring the obligation to reinburse such taxpayers for
attorneys’ fees pursuant to the provisions of Section 7430.” |d.

B. The Property Val uation

As not ed above, the Comm ssioner initially determ ned that the
estate was not entitled to any di scount on any of the four parcels
of real est at e. One nmonth before trial, however, the
Commi ssioner’s expert prepared a report stating that the estate was
entitled to a five percent discount on the two higher-val ued
properties. In addition, in the Stipulation of Facts filed on the
trial date, the Conm ssioner accepted the estate’ s valuation of the
two | esser-val ued properties. After hearing expert testinony from
both sides at trial, the Tax Court decided that a twenty percent

di scount on the two higher-val ued properties was appropriate, and
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this hol ding has not been appeal ed.

On appeal, the estate asserts that the Conm ssioner’s position
regarding the valuation of the property was not substantially
justified because the Comm ssioner relied upon the discredited
unity-of -ownership theory in disallowing the twenty-five percent
di scount. The Conm ssioner does not dispute the fact that this

circuit rejected the unity-of-ownership theory in Estate of Bright

v. United States, 658 F.2d 999, 1005-07 (5th Cr. 1981) (en banc).

| nstead, she argues that the unity-of-ownership theory was never
the “position of the United States” as that termis defined in
Section 7430(c)(7) of the Code.

Section 7430(c)(7) defines “position of the United States” as
the position taken in a judicial proceeding and also as the
position taken in an adm nistrative proceeding as of the date of
the Notice of Deficiency. 26 U S.C. 8 7430(c)(7). A though we
must determ ne the Commi ssioner’s position as of the date of the
Notice of Deficiency (filed on August 13, 1992), Lennox V.
Commi ssioner, 998 F.2d 244, 248 (5th Cr. 1993), establishes that

the Comm ssioner’s position on that date nust be viewed in the
context of what caused the IRS to issue the Notice of Deficiency.

The record shows that the IRSfirst disallowed the twenty-five
percent discount in its Notice of Proposed Adjustnent sent to the
estate on July 3, 1991. Included with the Notice of Proposed
Adj ust nent was t he Revenue Agent’ s exam nation report, which stated
t hat the di scount shoul d be disallowed for two reasons. First, the

agent noted that the Cervin estate had “presented no evidence of
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sales of wundivided fractional real estate interests which would
corroborate its theory that undivided interests sell on the market
for an anmount |ess than their proportionate value.” Second, the
agent asserted that the unity-of-ownership theory should apply.
The Cervin estate unsuccessfully protested the Notice of Proposed
Adjustnent, and the IRS, on August 13, 1992, sent the estate a
formal Notice of Deficiency. W thus conclude that issuance of the
Notice of Deficiency was based in |large part upon the discredited
uni ty-of -ownershi p theory.

It is true that the Conm ssioner abandoned the unity-of-
ownership theory at sone point after issuing the Notice of
Deficiency but before trial, arguing instead that the estate had
sinply not presented adequate evidence to justify the twenty-five

percent discount. Relying on Mnahan v. Conm ssioner, 88 T.C. 492,

501 (1987), the estate maintains that the Conmm ssioner nmay not
“extricate hinself from a holding of unreasonableness nerely
because his valuation expert is also unreasonable.” In M nahan

the Comm ssioner first espoused the unity-of-ownership theory in
support of the Notice of Deficiency, then on the date of the trial
conceded that there was no deficiency. |In arguing that litigation
costs were not appropriate, the Conm ssioner in Mnahan naintai ned
that his position was not unreasonable because valuation is a
factual question and reliance upon expert opinion is reasonable.
The Tax Court rejected this argunent, noting that not only was the
unity-of -ownership theory unt enabl e, but al so that t he

Commi ssioner’s val uation expert was unreasonabl e, as evi denced by
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the fact that the Conm ssioner sinply capitulated before trial
See id. at 500.

In the present case, the Commssioner did not totally
capitulate at trial and instead presented expert testinony on the
val uation i ssue. Neverthel ess, we are guided by M nahan. Until at
| east the date of the Notice of Deficiency, the Comm ssioner relied
upon a discredited | egal theory and nmai ntai ned that the estate was
entitled to no discount on any of the four parcels of real estate.
Not until after the issuance of the Notice of Deficiency did the
Comm ssi oner abandon her reliance on the unity-of-ownership theory.
Moreover, shortly before trial the Conmm ssioner agreed that the
estate was entitled to a slight (five percent) discount on two of
the properties, and at trial the Conm ssioner capitulated as to the
other two properties. Finally, the Tax Court found the estate’s
expert to be nore persuasive, determning that a twenty percent
di scount was appropriate on the two contested properties. I n
short, the above shows that the Conmmi ssioner’s stance on the
property val uati on was unreasonabl e.

CONCLUSI ON

The Cervin estate need include one-half the value of the life
i nsurance proceeds and the accounts receivable fromthe children.
The position of the Conmm ssioner was not substantially justified,
and thus the estate is entitled to reasonable litigation costs.

For the foregoing reasons, we REVERSE and REMAND.
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