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Golsen v. Commissioner, 54 T. C. 742 (1970)

The substance-over-form doctrine governs tax consequences, disallowing deductions
where transactions lack economic substance despite their form.

Summary

In Golsen v. Commissioner, the Tax Court ruled that a taxpayer could not deduct
payments disguised as interest on loans from an insurance company, which were
part of a scheme to buy life insurance at a low after-tax cost. The court applied the
substance-over-form doctrine, finding the transactions lacked economic substance
and were merely a means to pay for insurance premiums. The decision emphasized
that tax deductions are not allowed where the form of a transaction does not reflect
its true economic substance, and established the Tax Court’s practice of following
Court of Appeals precedent within its circuit.

Facts

The  taxpayer,  Golsen,  purchased  life  insurance  policies  with  artificially  high
premiums  and  cash  surrender  values.  He  paid  the  first  year’s  premiums  and
‘prepaid’ the next four years’ premiums, then immediately borrowed the cash value
and reserve value at a 4% ‘interest’ rate. This was part of a plan to deduct these
payments as interest, reducing the after-tax cost of the insurance. The government
argued that these transactions were devoid of economic substance and the ‘interest’
was merely the cost of insurance, not deductible under tax law.

Procedural History

Golsen sought to deduct payments as interest. The case was brought before the Tax
Court, which heard testimony from an actuary and reviewed prior Court of Appeals
decisions  on  similar  issues.  The  Tax  Court  ultimately  ruled  in  favor  of  the
Commissioner,  disallowing the deduction and establishing a precedent to follow
Court of Appeals decisions within the same circuit.

Issue(s)

1.  Whether  the  taxpayer’s  payments,  characterized  as  interest  on  loans,  were
deductible under section 163(a) of the 1954 Internal Revenue Code.
2. Whether the Tax Court should follow the precedent of the Court of Appeals for the
same circuit in deciding this case.

Holding

1. No,  because the payments were not true interest  but the cost  of  insurance,
lacking economic substance and thus not deductible.
2. Yes, because efficient judicial administration requires the Tax Court to follow the
precedent of the Court of Appeals for the same circuit.
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Court’s Reasoning

The court applied the substance-over-form doctrine, determining that the ‘interest’
payments were in substance premiums for insurance. Expert actuarial testimony
supported the finding that the transactions did not reflect true indebtedness or
interest. The court cited numerous cases emphasizing that tax consequences are
determined  by  the  substance  of  a  transaction,  not  its  form.  The  decision  also
addressed the Tax Court’s obligation to follow Court of Appeals precedent within its
circuit, overruling prior Tax Court decisions like Arthur L. Lawrence that allowed
deviation from such precedent. The court’s reasoning included direct quotes from
prior cases, such as Minnesota Tea Co. v. Helvering, to support the application of
the substance-over-form doctrine.

Practical Implications

This decision reinforces the importance of the substance-over-form doctrine in tax
law, requiring transactions to have economic substance to qualify for deductions. It
impacts how tax professionals structure financial arrangements, particularly those
involving insurance and loans, to ensure they withstand IRS scrutiny. The ruling also
established a significant procedural precedent, directing the Tax Court to follow its
circuit’s Court of Appeals decisions, promoting consistency in tax law application.
Later cases like Knetsch v. United States have further developed the doctrine, and
tax  practitioners  must  consider  these  principles  when  advising  clients  on  tax
planning strategies.


