30 T.C. 1337 (1958)

For life insurance proceeds to be excluded from gross income, the policy must be a
valid life insurance contract, meaning the beneficiary must have had an insurable
interest in the insured’s life at the time the policy was issued.

Summary

The United States Tax Court addressed whether life insurance proceeds received by
Phyllis Ducros were excludable from gross income. Smead & Small, Inc., a
corporation, took out a life insurance policy on the life of its president, Carlton
Small. The corporation, as the initial beneficiary, had the right to change the
beneficiary at will. The corporation changed the beneficiary to Phyllis Ducros. Upon
Small’s death, the insurance company paid the policy proceeds directly to Ducros.
The court held that these proceeds were not excludable from gross income because
the corporation’s actions indicated the policy was a wagering contract rather than a
legitimate life insurance contract and neither the corporation nor the beneficiaries
had an insurable interest in the president’s life.

Facts

Smead & Small, Inc. (the corporation) procured a life insurance policy on the life of
its president, Carlton L. Small. The corporation was the initial beneficiary but
possessed the right to change the beneficiary at will. The policy was part of a plan to
distribute policy proceeds to stockholders. The corporation paid all the premiums.
The corporation subsequently changed the beneficiary to Phyllis Ducros, a
stockholder, who received a portion of the policy proceeds upon Small’s death. The
Commissioner of Internal Revenue determined that the proceeds were taxable
income. The taxpayers, Francis and Phyllis Ducros, contested the determination,
arguing the proceeds were excludable under Section 22(b)(1)(A) of the Internal
Revenue Code of 1939.

Procedural History

The Commissioner determined a deficiency in the petitioners’ income tax, leading to
a dispute regarding the taxability of the life insurance proceeds received by Phyllis
Ducros. The taxpayers contested this determination in the United States Tax Court.

Issue(s)

1. Whether the proceeds of the life insurance policy paid to Phyllis Ducros are
excludable from gross income under Section 22(b)(1)(A) of the Internal Revenue
Code of 1939.

Holding

1. No, because the policy was not a legitimate life insurance contract due to the
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absence of an insurable interest, and the proceeds are thus not excludable under
Section 22(b)(1)(A).

Court’s Reasoning

The court began by citing the general rule that, for life insurance proceeds to be
excludable, the policy must be a life insurance contract, not a wagering agreement.
It emphasized the principle of insurable interest: the beneficiary must have a
reasonable expectation of pecuniary benefit from the continued life of the insured.
The court found that the corporation did not have an insurable interest, and the
beneficiary, Phyllis Ducros, likewise lacked such an interest. The policy was deemed
a wagering contract because the corporation’s plan was to distribute corporate
profits to shareholders, not to provide the company with a benefit from the
president’s life. The court noted that the policy contained a rare provision allowing
the corporation to change the beneficiary, even after it no longer had an insurable
interest. The court concluded that the policy was not a bona fide “life insurance
contract” within the meaning of the statute. The court referenced existing
precedent, including Conn. Mutual Life Ins. Co. v. Schaefer and Herman Goedel,
which supported the principle that a beneficiary must have an insurable interest.

Practical Implications

This case highlights the importance of ensuring a valid insurable interest in life
insurance policies. When structuring a life insurance policy, especially for
corporations, it is essential to demonstrate a legitimate business purpose and a real
financial risk that the company seeks to mitigate. The court’s emphasis on the
substance of the transaction over its form underscores the need for careful planning.
Without a demonstrated insurable interest, life insurance proceeds may be treated
as taxable income, which may affect how similar cases are analyzed. This decision
clarifies that policies designed primarily for the distribution of corporate profits,
rather than legitimate risk management, will not qualify for the tax benefits
associated with life insurance. This ruling also guides the analysis of whether a
policy is a “wagering contract.”
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