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15 T.C. 79 (1950)

Insurance proceeds received as compensation for the loss of  net profits due to
business interruption by fire are taxable as ordinary income, while proceeds used to
replace destroyed property qualify for non-recognition of gain.

Summary

Massillon-Cleveland-Akron  Sign  Co.  received  insurance  proceeds  after  a  fire
destroyed its plant. The Tax Court addressed two issues: whether the proceeds used
to replace the destroyed property qualified for non-recognition of gain under Section
112(f) of the Internal Revenue Code, and whether proceeds received for lost profits
were taxable as ordinary income. The court held that proceeds used to replace the
plant qualified for non-recognition, but proceeds compensating for lost profits were
taxable as ordinary income because they replaced income that would have been
taxed as ordinary income.

Facts

The Massillon-Cleveland-Akron Sign Company’s manufacturing plant was insured
under a lump-sum policy. A fire destroyed buildings, machinery, and equipment. The
insurance  company  paid  $99,764.42,  allocating  $60,711  to  the  buildings  and
$39,053.42 to the machinery and equipment. The company placed the funds in a
special account for replacement. Additionally, the company had use and occupancy
insurance, receiving $25,071.22 for lost profits due to the interruption of business.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the company’s
income and excess profits tax liabilities for 1943 and 1944. The company contested
these deficiencies  in  the Tax Court.  The core dispute  centered around the tax
treatment of the insurance proceeds received after the fire.

Issue(s)

1. Whether insurance proceeds received for the destruction of buildings, machinery,
and equipment were expended on property “similar or related in service or use” to
the destroyed property under Section 112(f) of the Internal Revenue Code, thus
qualifying for non-recognition of gain.

2. Whether insurance proceeds received for the loss of business use and occupancy
are excludable as capital gains from excess profits net income or taxable as ordinary
income.

Holding

1. Yes, because the insurance proceeds were used to acquire property similar or



© 2025 SCOTUSreports.com. All rights reserved. | 2

related in service or use to the property destroyed.

2. No, because the insurance proceeds received in lieu of net profits are taxable as
ordinary income.

Court’s Reasoning

Regarding  the  first  issue,  the  court  emphasized  that  Section  112(f)  is  a  relief
provision and should be liberally construed. The court reasoned that there was one
conversion of property – the manufacturing plant – even though it  consisted of
individual assets. The company insured the plant under one policy and received a
lump-sum payment. The court rejected the Commissioner’s argument that separate
replacement funds were required for buildings and equipment. The court noted,
“[W]e agree with petitioner that there was only one conversion of property, even
though the manufacturing plant was made up of various individual assets.”

Regarding  the  second  issue,  the  court  relied  on  established  precedent  that
insurance proceeds received as compensation for lost profits are taxable as ordinary
income. The court cited Miller v.  Hocking Glass Co.,  stating that the insurance
contract clearly indicated the proceeds were for lost net profits, not indemnification
for property destruction. The court stated, “Since the net profits themselves would
have been taxable as ordinary income under section 22 (a), the insurance proceeds
in lieu thereof are equally taxable as ordinary income.”

Practical Implications

This  case  clarifies  the  tax  treatment  of  insurance  proceeds  received  after  an
involuntary  conversion.  It  establishes  that  proceeds  used  to  replace  destroyed
property can qualify for non-recognition of gain, even if the replacement involves a
mix of  different  asset  types.  However,  it  reinforces the principle that  proceeds
compensating  for  lost  profits  are  taxed  as  ordinary  income.  This  informs  how
businesses should structure their insurance coverage and replacement strategies
after  a  loss  to  optimize their  tax  position.  Later  cases  and IRS guidance have
continued to refine the definition of “similar or related in service or use,” but the
core principles established in Massillon-Cleveland-Akron Sign Co. remain relevant.


