31 T.C. 934 (1959)

The transfer of a retirement income life insurance policy from a qualified pension
trust to an employee constitutes a taxable distribution equal to the policy’s cash
surrender value at the time of transfer.

Summary

Joseph F. Lauinger, the president of Conlan Electric Corporation, received a
retirement income life insurance policy from the company’s pension trust. The IRS
determined that the policy transfer constituted taxable income for Lauinger, equal
to the policy’s cash surrender value. The Tax Court agreed, holding that the policy
transfer was a distribution from a pension trust and, therefore, taxable under the
Internal Revenue Code. The court rejected Lauinger’s argument that he was merely
a conduit for the company’s funds, emphasizing that he acquired complete
ownership and control of the policy. The court’s decision underscores the tax
implications of transferring insurance policies from qualified pension plans to
employees.

Facts

Conlan Electric Corporation established a noncontributory pension plan for its
employees in 1942. The plan was tax-exempt under Section 165(a) of the 1939 Code.
The trustees of the pension trust took out a retirement income life insurance policy
from Home Life Insurance Company, naming Lauinger as the insured. In January
1947, the trustees transferred ownership of the policy to Lauinger. The cash
surrender value of the policy was $19,817.07 on the date of transfer, January 8,
1947. On January 9, 1947, Lauinger took out a loan from Home Life Insurance
Company against the policy, receiving $17,477.88 after deductions for the premium
and interest. He deposited the proceeds to the account of Conlan Electric
Corporation. Lauinger did not include the cash surrender value of the policy in his
1947 gross income.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Lauinger’s
income tax liability for 1947. Lauinger challenged the deficiency in the United States
Tax Court, arguing that he did not realize taxable income from the policy transfer.
The Tax Court sided with the Commissioner.

Issue(s)

Whether the transfer of the retirement income life insurance policy from the Conlan
Electric Corporation Pension Trust to Joseph F. Lauinger constituted a taxable
distribution under Section 165(b) of the 1939 Code.

Holding
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Yes, because the court held that the transfer of the insurance policy to Lauinger was
a distribution from the pension trust and subject to taxation under Section 165(b) of
the 1939 Code.

Court’s Reasoning

The court focused on Section 165(b) of the 1939 Code, which addressed the
taxability of distributions from qualified pension trusts. The court reasoned that
upon the transfer of the policy, Lauinger obtained complete ownership of the policy
and could personally withdraw its cash surrender value, borrow against it, or keep it
in force. The court found that the “acquisition of the insurance contract was the
taxable event.” The court explicitly rejected Lauinger’s argument that he was merely
a conduit for the corporation and emphasized that the cash surrender value of the
policy was taxable income. The court cited Mim. 6461, a Revenue ruling that stated
if an exempt trust distributes an insurance contract to an employee, the value then
loses its status and becomes income for the employee in the year of distribution. The
court determined that the entire cash surrender value of the policy at the time of
transfer represented ordinary income taxable to Lauinger under sections 165(b) and
22(b)(2) of the 1939 Code. Furthermore, the court noted that since the unreported
income exceeded 25% of Lauinger’s reported gross income, the statute of limitations
had not expired.

Practical Implications

This case provides important guidance on the tax treatment of distributions from
qualified pension plans in the form of life insurance policies. It clarifies that the cash
surrender value of such a policy at the time of its distribution is taxable income to
the recipient. Practitioners should advise clients that the transfer of ownership of an
insurance policy from a pension plan is a taxable event, regardless of the ultimate
disposition of any loan proceeds or other funds related to the policy. The case
underscores the importance of proper planning for tax implications when designing
and implementing pension plans and when distributing assets from those plans. This
case also reinforces the need to be precise about which assets, and when, are part of
a taxable distribution.
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