17 T.C. 422 (1951)

When a taxpayer receives a lump sum of insurance proceeds for the destruction of
both capital and non-capital assets, the proceeds must be allocated between the
different classes of assets for tax purposes, with gains or losses calculated
separately for each class.

Summary

Lehman Co. of America experienced a fire that destroyed both its inventory (non-
capital assets) and its depreciable property (capital assets). The company received a
lump-sum insurance payment to cover the losses. The Tax Court addressed how the
insurance proceeds should be allocated between the different types of destroyed
property for tax purposes. The court held that the insurance proceeds must be
allocated between the capital and non-capital assets, and the gain or loss should be
separately calculated for each category. This allocation impacts whether the gains
are treated as ordinary income/losses or capital gains/losses, affecting the
company’s tax liability. The Court also addressed deductions for contributions and
carry-back credits.

Facts

Lehman Co. of America manufactured juvenile furniture. A fire destroyed the
company’s plant on November 24, 1946. The fire destroyed inventory with a tax
basis of $224,127.32 and depreciable fixed assets with a tax basis of $259,229.44.
Lehman Co. had fire insurance policies totaling $527,300 covering the buildings and
contents. The policies were general, with no specific amounts allocated to different
classes of property.

Procedural History

Lehman Co. filed income and excess profits tax returns for the fiscal year ended
January 31, 1947, deducting a loss on insurance recovery of inventory and reporting
a long-term capital gain on insurance recovery of capital assets. The Commissioner
of Internal Revenue determined that Lehman Co. realized neither gain nor loss.
Lehman Co. petitioned the Tax Court, contesting the Commissioner’s determination.
The Tax Court addressed the proper allocation of insurance proceeds and other tax
issues.

Issue(s)

1. Whether the Commissioner erred in determining that the petitioner was not
entitled to a deduction for a fire loss on inventory.

2. Whether the Commissioner erred in determining that the petitioner did not
realize a long-term capital gain from the insurance payments for the destroyed
capital assets.
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3. Whether the Commissioner erred in disallowing a deduction for a contribution to
the Cannelton Flood Wall Fund.

4. Whether the petitioner is entitled to an unused excess profits tax credit carry-
back.

Holding

1. No, because the insurance proceeds had to be allocated between capital and non-
capital assets.

2. Yes, because the remaining insurance proceeds after allocation to inventory were
applicable to capital assets, resulting in a capital gain.

3. Yes, because the Commissioner conceded the petitioner’s right to such deduction.

4. Yes, because the allocation of insurance proceeds allows for an excess profits tax
credit carry-back.

Court’s Reasoning

The Tax Court relied on established precedent that when capital and non-capital
assets are disposed of for a lump sum, gain or loss on each class must be separately
recognized if the basis is established. The Court noted that the destruction of
property by fire constituted an involuntary conversion under Section 117(j) of the
Internal Revenue Code. The buildings, machinery, and equipment were depreciable
property used in trade or business, subject to Section 117 treatment. Inventory was
specifically excluded from Section 117(j) and considered a non-capital asset. The
court found that the insurance adjusters separately determined the value of the
buildings, machinery, equipment, and inventory, providing a reasonable basis for
allocation. It was deemed appropriate to allocate the net proceeds to each class of
assets based on their proportionate loss. The Court calculated the loss on inventory
as the difference between the insurance proceeds allocated to inventory and the
inventory’s tax basis, which constituted an ordinary loss deductible under Section
23(f) of the Code. The remaining proceeds were applied to capital assets, resulting
in a long-term capital gain under Section 117(j). The court stated: “Since we sustain
petitioner’s right so to allocate the insurance proceeds, we hold that petitioner is
entitled to an excess profits tax credit carry-back to the fiscal year ended January
31, 1945.”

Practical Implications

This case provides a clear framework for handling insurance proceeds when
multiple types of assets are destroyed. The critical takeaway is the necessity of
allocating insurance proceeds among different classes of assets (capital vs. non-
capital) based on their relative values or established loss percentages. This impacts
the character of the gain or loss recognized (ordinary vs. capital), which can
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significantly affect tax liabilities. Insurance adjusters’ reports or other
documentation that separately values different asset classes become essential for
accurate allocation. The Lehman Co. case has been cited in subsequent cases
involving involuntary conversions and the allocation of proceeds from various types
of asset dispositions, underscoring its enduring relevance in tax law.

© 2025 SCOTUSreports.com. All rights reserved. | 3



