4 T.C. 204 (1944)

When determining whether a transfer of life insurance policies constitutes a bona
fide sale for adequate consideration, the cash surrender value alone is not sufficient
when the insured’s death is imminent.

Summary

The Estate of James Stuart Pritchard challenged the Commissioner’s determination
of a deficiency in estate tax. Pritchard, terminally ill with cancer, assigned life
insurance policies to his wife for their cash surrender value shortly before his death.
The Tax Court held that the transfer was made in contemplation of death and was
not for adequate consideration, thus the policy value was included in the decedent’s
estate. The court reasoned that the imminent death significantly increased the
policy’s value beyond the cash surrender amount, making the consideration
inadequate.

Facts

James Stuart Pritchard, a physician, owned several life insurance policies totaling
$50,000, with his wife, Myra Helmer Pritchard, as the beneficiary.

In early 1940, Pritchard was diagnosed with cancer and underwent unsuccessful
operations.

On July 3, 1940, about a month before his death, Pritchard assigned the life
insurance policies to his wife in exchange for $10,482.55, the approximate cash
surrender value of the policies.

Mrs. Pritchard deposited the money into Pritchard’s account.

Pritchard died on August 4, 1940. At the time of the transfer, Pritchard’s friends and
associates, rather than Pritchard or his wife, initiated the transfer.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the estate tax
liability of Pritchard’s estate.

The Estate challenged the Commissioner’s determination in the Tax Court, arguing
that the transfer was a bona fide sale for adequate consideration and should not be
included in the estate.

Issue(s)

Whether the assignment of life insurance policies by the decedent to his wife
constituted a bona fide sale for an adequate and full consideration, thus preventing
the inclusion of the policies in the decedent’s estate under Section 811(c) of the
Internal Revenue Code as a transfer in contemplation of death.

Holding
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No, because the cash surrender value did not constitute adequate and full
consideration under the specific facts of the case, where the insured’s death was
imminent due to terminal illness.

Court’s Reasoning

The court acknowledged the presumption that the transfer was made in
contemplation of death, a presumption the petitioner conceded was difficult to
overcome.

Even without the presumption, the evidence indicated the transfer was made in
contemplation of death due to Pritchard’s terminal condition and the proximity of
the transfer to his death.

The court emphasized that while cash surrender value might be relevant, it is not
the sole determinant of adequate consideration, especially when death is imminent.
The court reasoned that the value of the policies was significantly higher than the
cash surrender value due to Pritchard’s rapidly declining health; the right to receive
the face value of the policies was the most valuable attribute under the
circumstances.

The court cited Guggenheim v. Rasquin, 312 U.S. 254 (1941), stating: “All of the
economic benefits of a policy must be taken into consideration in determining its
value for gift tax purposes. To single out one and to disregard the others is in effect
to substitute a different property interest for the one which was the subject of the
gift. In this situation, as in others, an important element in the value of the property
is the use to which it may be put.”

The Tax Court reasoned that because Pritchard was uninsurable at the time of the
transfer, the policies were worth more than the cost of a like policy because of the
shorter life expectancy. This imminent collectibility significantly increased the
investment value of the policies.

Practical Implications

This case establishes that when valuing life insurance policies for estate tax
purposes, particularly when transferred close to death, the cash surrender value is
not necessarily adequate consideration. The insured’s health and life expectancy are
critical factors in determining the actual value of the policy.

Attorneys must consider the insured’s health and life expectancy when advising
clients on transferring life insurance policies, especially in estate planning
situations.

This decision highlights the need for a comprehensive valuation of assets
transferred in contemplation of death, considering all economic benefits and not just
easily quantifiable metrics like cash surrender value.

Subsequent cases have cited Pritchard to emphasize the importance of considering
all relevant factors in determining adequate consideration, particularly the health of
the transferor and the timing of the transfer.
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