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12 T.C. 1052 (1949)

Amounts  received  through  accident  or  health  insurance  as  compensation  for
personal injuries or sickness are not exempt from gross income when received by a
purchaser  of  the  policy  for  investment  purposes,  rather  than  as  a  beneficiary
compensating for a loss.

Summary

Peoples Finance & Thrift Co. acquired life insurance policies, including disability
benefit provisions, as security for a loan. After the borrower became disabled, the
company  purchased  the  policies  at  auction.  The  Tax  Court  held  that  disability
payments received by the company were taxable income because the company held
the policies as an investment, not as a beneficiary receiving compensation for the
insured’s  sickness.  The  court  reasoned that  the  statutory  exemption  for  health
insurance benefits  applies  only  when compensating for  a  loss  due to  injury  or
sickness, not when the policy is held for investment. The amounts received were
returns on an investment and taxable as income.

Facts

Joseph Leland owed Peoples Finance & Thrift Co. money, secured by various assets.
Leland also owned three life insurance policies, two of which included disability
benefits. Leland assigned the policies to Peoples Finance as additional security, and
the company paid premiums to reinstate and maintain the policies.
Leland later became disabled. Peoples Finance received disability payments but,
after  Leland refused to endorse the checks,  purchased the policies  at  a  public
auction after giving Leland notice. The company then received disability payments
directly from the insurance company.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Peoples Finance
& Thrift Co.’s income tax for 1942 and 1943, arguing that the disability payments
received by the company should have been included as taxable income. The Tax
Court heard the case to determine whether the disability payments were exempt
under Section 22(b)(5) of the Internal Revenue Code.

Issue(s)

Whether amounts received by a company under the disability benefit provisions of
insurance policies, which the company purchased as an investment after having
initially held them as security for a loan, are exempt from taxable income under
Section 22(b)(5) of the Internal Revenue Code as amounts received through accident
or health insurance as compensation for personal injuries or sickness.

Holding
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No,  because  the  company  received  the  disability  payments  as  a  return  on  its
investment in the policies, not as compensation for the insured’s personal injuries or
sickness.

Court’s Reasoning

The court emphasized that while tax statutes are generally construed in favor of the
taxpayer,  exemptions  from  taxation  are  strictly  construed  in  favor  of  the
government. The court interpreted Section 22(b)(5) of the Internal Revenue Code as
intending the exemption to apply to beneficiaries who suffer an uncompensated loss
due to the insured’s injury or sickness.
The court distinguished the company’s position as a purchaser for value from that of
a  beneficiary.  The  company’s  interest  in  the  policies  was  akin  to  any  other
investment. The court noted that if  Leland had endorsed the disability payment
checks over to petitioner for application on the indebtedness, they would have been
recoveries  on  the  indebtedness  and  would  have  been  taxable  income  to  the
petitioner to the extent that they were recoveries of bad debts previously charged
off. The court acknowledged the separable nature of the health and life insurance
components  of  the  policies,  making  Section  22(b)(2)  (regarding  life  insurance
proceeds) inapplicable. The court concluded that because the company held the
policies as an investment, the disability payments were taxable income to the extent
they exceeded the company’s capital investment in the policies. Judge Disney, in
concurrence, emphasized that the payments were not compensation for *personal*
injuries or sickness suffered by the corporate petitioner; he viewed the company’s
receipt  as  security  for  indebtedness  or  as  a  return  on  investment,  not  as
compensation as envisioned by the statute.

Practical Implications

This case clarifies that the exemption for accident or health insurance benefits
under Section 22(b)(5) (now Section 104(a)(3) of the Internal Revenue Code) is not
absolute.  The  exemption  applies  only  when  the  payments  are  received  as
compensation  for  personal  injuries  or  sickness.  Financial  institutions  or  other
entities  that  acquire  health  insurance  policies  as  investments,  rather  than  as
beneficiaries  compensating  for  a  loss,  cannot  claim this  exemption.  The  ruling
underscores the importance of considering the purpose and nature of insurance
policies when determining the taxability of benefits received. This case informs the
analysis  of  similar  cases  involving  the  tax  treatment  of  insurance  proceeds,
particularly where the recipient is not the individual who suffered the injury or
sickness. Later cases applying this ruling would focus on whether the recipient of
the insurance proceeds suffered a loss as the direct result of the sickness or injury
of an insured in whom they have an insurable interest.


