IRS Loses Summary Judgment Motion in Tax Court
Estate Tax Case Involving Madoff Account

By Stephen J. Krass and Lee A. Snow

In a recent United States Tax Court Memorandum
Decision, Estate of Bernard Kessel, Deceased v. Commis-
sioner,! the Court denied the Internal Revenue Service’s
motion for summary judgment on two key issues
relating to the estate taxation of a decedent’s Madoff
account. First, the Court refused to rule that the de-
cedent’s Madoff account—as opposed to the Madoff
account’s reported holdings—was the decedent’s prop-
erty interest subject to federal estate tax. Second, the
Court denied the IRS motion that, as a matter of law, a
hypothetical willing buyer would not reasonably know
that Bernard Madoff was operating a Ponzi scheme at
the time of the decedent’s death. Thus, it appears that
the federal estate taxation of the decedent’s Madoff ac-
count will likely have to be determined at a trial.

Factual Background

Bernard Kessel died in July, 2006, more than two
years before the Bernard L. Madoff Ponzi scheme col-
lapsed. The decedent owned Bernard Kessel, Inc., a
New York corporation, which created the Bernard Kes-
sel Inc. Pension Plan (the “Plan”) in 1982. Kessel was
the sole participant in the Plan and designated his fi-
ancée and his son as beneficiaries of the death benefits
payable under the Plan.

In 1992, the Plan opened an account with Bernard
L. Madoff Investment Securities, LLC. Following Kes-
sel’s death in July, 2006, his Will was probated, his fi-
ancée was appointed as Executrix and his estate filed a
federal estate tax return. The estate tax return reported
the Plan’s Madoff account as an estate asset valued at
approximately $4.8 million. The value was based upon
an appraisal report that detailed the values of various
publicly traded securities, money market funds and
options that the Madoff account purportedly held at
the date of death.2 Subsequent to Kessel’s death, with-
drawals were made from the Plan account in excess of
$2.8 million.

As is widely known, Bernard L. Madoff was ar-
rested in December, 2008, and thereafter pleaded guilty
in Federal District Court to various charges, including
money laundering, making false statements, perjury
and theft. Madoff was sentenced to 150 years in prison.
The Plan subsequently attempted to recover the assets
purportedly held in its Madoff account. The Madoff
Bankruptcy Trustee denied this claim, maintaining that
the Plan was a “net winner” rather than a “net loser”
because the distributions made from the Plan to Kessel
during his lifetime and to his beneficiaries subsequent

to his death exceeded the aggregate contributions Kes-
sel had made to the Plan.

Following the denial of the Plan’s recovery claim,
the estate filed a supplemental (“amended”) estate tax
return valuing the Plan’s Madoff account as of the date
of death at zero and requesting a $1.9 million refund.
The IRS denied the estate’s refund request. The estate
then filed a timely petition in U.S. Tax Court maintain-
ing, inter alia, that the value of the Madoff account at
the date of death was zero, rather than $4.8 million.

In response, the IRS filed a motion for summary judg-
ment on two issues: (i) that the asset to be valued for
estate tax purposes was the Madoff account itself rath-
er than the assets within the account, and (ii) that a hy-
pothetical willing buyer of the Madoff account would
not reasonably know or foresee that Madoff was oper-
ating a Ponzi scheme at the date of Kessel’s death.

U.S. Tax Court Decision

Judge Diane Kroupa of the U.S. Tax Court denied
the summary judgment motion on both issues. With
regard to the first issue, the Judge ruled that property
interests are defined by state law and the taxation of
property interests is determined by federal law. The
Judge noted that the owner of the Madoff account had
what appeared to be property-like rights in the Madoff
account agreement but went on to rule that, based
upon the record before the Court, the Court could not
determine whether the account agreement was the
property interest includible in the decedent’s estate
for estate tax purposes separate from any interest the
decedent had in what purported to be the assets held
in the account. The Court said that this question would
be best answered after the parties had an opportunity
to develop the relevant facts at trial. Accordingly, the
Court denied the IRS motion on this issue.

With regard to the IRS’ second argument, that a
hypothetical willing buyer could not reasonably know
or foresee that Madoff was operating a Ponzi scheme
at the time of the decedent’s death, the Court ruled
that, as a matter of law, this point was not established.
The Court noted that there were persons who had
suspected years before Madoff’s arrest that Madoff’s
record of consistently high returns was “simply too
good to be true,” citing the U.S. Committee on Finan-
cial Services report from 2009 and a report from a hear-
ing held before the U.S. Congressional Committee on
Banking, Housing and Urban Affairs. The Court stated
that whether a hypothetical willing buyer would have
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access to information concerning Madoft’s performance
and would take such information into account in valu-
ing the Madoff account, or the assets purportedly held
therein, were disputed material facts that also had to be
determined at trial. Accordingly, the Court denied the
IRS summary judgment motion on this point as well.

Conclusion

This case represents a partial victory for the estate
and certainly a defeat, at this stage of the proceedings,
for the IRS. It remains to be seen how the taxation of
the Plan’s Madoff account for estate tax purposes will
ultimately be determined. Similarly affected taxpayers
and estates are well advised to monitor the develop-
ments of this case as it proceeds in the U.S. Tax Court.

Epilogue

The IRS remains the biggest beneficiary of the
Madoff Ponzi scheme, and the Kessel case is an egre-
gious example. The beneficiaries of the Plan account
took distributions to pay their shares of the estate taxes
and then took additional distributions to pay income
taxes on the first distribution, and so on. The IRS posi-
tion is that the beneficiaries should pay both estate tax

and income tax on non-existent assets. Then, lurking
in the background is the Madoff Bankruptcy Trustee,
who filed a clawback action claiming the Plan was a
net winner. Finally, it is worth noting that all distribu-
tions from the Plan to the decedent and his beneficia-
ries were either to satisfy the minimum distribution
requirements of I.R.C. Section 401(a)(9) or to pay taxes.

Endnotes
1. T.C.Memo. 2014-97 (May 21, 2014).

2. Bernard L. Madoff Investment Securities, LLC provided the
estate with a statement detailing the number and price of each
publicly traded security, money market fund and option the
Plan’s Madoff account purportedly held at the date of the
decedent’s death. This statement was then sent to an appraisal
service, which prepared an appraisal report valuing these
assets in accordance with IRS rules. This appraisal report was
attached to the federal estate tax return.
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