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30 T.C. 866 (1958)

A taxpayer can structure a transaction to minimize tax liability, and a bona fide sale
of an insurance policy, even shortly before maturity, is treated as a sale or exchange
of a capital asset if the transfer is a real and bona fide sale.

Summary

In Phillips v. Commissioner, the U.S. Tax Court addressed whether the sale of an
endowment insurance policy shortly before maturity resulted in capital gains or
ordinary income. The taxpayer, an attorney specializing in tax law, sold the policy to
his  law  partners  twelve  days  before  it  matured,  motivated  primarily  by  tax
considerations. The court held that the transaction constituted a bona fide sale,
entitling the taxpayer to treat the gain as capital gain rather than ordinary income.
The court emphasized that a taxpayer’s right to arrange affairs to minimize taxes, so
long as the transaction is legitimate and not a sham, must be respected.

Facts

Percy W. Phillips insured his life in 1931 with a $27,000 endowment policy. In 1938,
the policy was converted to a fully paid endowment policy, which would pay $27,000
on March 19, 1952, if he was alive. The cost of the policy to Phillips was $21,360.49.
Twelve days before the policy’s maturity date, on March 7, 1952, when the cash
value of the policy was $26,973.78, Phillips sold the policy to his law partners for
$26,750.  The partners immediately  assigned the policy to a trust  company.  On
maturity,  the  insurance  company  paid  the  trust  company  $27,117.45.  Phillips
deposited the proceeds of the sale into his bank account and used the funds to
finance  his  son-in-law’s  home  purchase  and  make  stock  purchases.  The
Commissioner of Internal Revenue determined the gain from the sale was ordinary
income, and Phillips challenged this determination.

Procedural History

The  Commissioner  determined  a  tax  deficiency,  asserting  that  the  increment
realized on the assignment of the insurance policy was taxable as ordinary income.
Phillips petitioned the U.S. Tax Court, claiming capital gains treatment. The Tax
Court reviewed the facts, including the taxpayer’s motives and the legitimacy of the
sale, and rendered a decision in favor of Phillips. A dissenting opinion argued that
the transaction was not a true sale but an anticipatory arrangement to avoid tax
liability.

Issue(s)

1. Whether the sale of  the life insurance policy by Phillips to his law partners
constituted a “sale or exchange” of a capital asset under the Internal Revenue Code.

2. If the sale was a sale or exchange, whether the gain realized from the transaction
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was taxable as capital gain or ordinary income.

Holding

1. Yes, because the court found that the transaction was a bona fide sale.

2. Yes, because the court found that the sale was a bona fide sale and not a sham
transaction, it resulted in capital gain treatment for the taxpayer.

Court’s Reasoning

The court first addressed whether the transaction was a sale. It noted the taxpayer’s
primary motivation was to take advantage of lower capital gains rates, a legal right.
The court emphasized that the sale was “bona fide” because Phillips surrendered all
rights  to  the  policy,  and  his  partners  dealt  with  it  as  their  own.  The  court
distinguished the case from instances of sham transactions or taxpayers retaining
control over the asset after the transfer. The court found that Phillips fixed a price
that would allow the purchasers to make a profit. “There is no doubt that a taxpayer
may arrange his affairs in such a manner as to minimize his taxes, so long as the
means adopted are legal, bona fide, and not mere shams to circumvent the payment
of his proper taxes.” The court held the sale was a real and bona fide sale and thus a
sale or exchange. Next, the court rejected the Commissioner’s argument that the
gain  should  be  treated  as  ordinary  income,  rejecting  the  claim  that  the  gain
represented interest. The court concluded that the gain was not taxable as ordinary
income.

Practical Implications

This case provides guidance on structuring transactions to achieve favorable tax
treatment, underlining that a taxpayer can arrange affairs to minimize taxes if the
transactions are legitimate and not shams. The decision is important for analyzing
whether a transfer qualifies as a sale or exchange of a capital asset, which is crucial
for determining whether gains are taxed as ordinary income or capital gains. It also
illustrates that the form of a transaction is considered, but so is the substance. The
case highlights the importance of a complete transfer of rights and control and a
legitimate business purpose. Attorneys should advise clients on the importance of
documenting transactions properly to demonstrate the bona fides of the sale. Later
cases may rely on Phillips to analyze transactions where tax avoidance is a primary
motive, but not the sole one, while emphasizing genuine transfers of ownership and
control.


