National Bank of Commerce of Seattle, 12 T.C. 717 (1949)

A creditor who has been assigned a life insurance policy on a debtor’s life as
security can deduct insurance premiums paid to keep the policy alive as ordinary
and necessary business expenses if the payments are made with the reasonable
hope of recovering the full amount of the indebtedness.

Summary

The National Bank of Commerce of Seattle sought to deduct life insurance premiums
paid on policies assigned to it as collateral security for loans and exclude from
income certain bad debt recoveries. The Tax Court held that the insurance
premiums were deductible as ordinary and necessary business expenses because the
bank had a reasonable expectation of recovering the debt. The court also found that
the bank failed to prove that prior bad debt deductions yielded no tax benefit, thus
the recoveries were taxable. Finally, the court determined that charitable
contribution deductions should not be limited when computing excess profits net
income.

Facts

» The bank held life insurance policies assigned to it as collateral for loans.

» The bank paid premiums on these policies during 1944 and 1945.

» The bank recovered portions of bad debts previously charged off.

» The bank made charitable contributions in 1945.

» Regarding one specific debt (Boiarsky), a portion was charged off in 1934, and
an agreement was made in 1935 to allow the debtor to avert bankruptcy,
setting a specific repayment amount.

Procedural History

The Commissioner of Internal Revenue disallowed the deduction for insurance
premiums, included the bad debt recoveries in income, and limited the deduction for
charitable contributions when computing excess profits net income. The National
Bank of Commerce of Seattle petitioned the Tax Court for review of these
determinations.

Issue(s)

1. Whether the bank could deduct life insurance premiums paid on policies
assigned to it as collateral security as ordinary and necessary business
expenses.

2. Whether the bank realized taxable income on recoveries of portions of bad
debts charged off and allowed as deductions in prior years.

3. Whether the deduction for charitable contributions in computing excess profits
net income is limited to 5% of the excess profits net income computed before
the deduction of charitable contributions.
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Holding

1. Yes, because the bank paid the premiums to protect its security interest with a
reasonable hope of recovering the full amount of the indebtedness.

2. Yes, because the bank failed to prove that the prior deductions of bad debts
resulted in no tax benefit.

3. No, because the deduction for charitable contributions is the same as that
allowed in computing income tax liability and is not limited to 5% of excess
profits net income.

Court’s Reasoning

» Regarding the insurance premiums, the court relied on the principle
established in Dominion National Bank, stating that “insurance premiums, paid
by a creditor to whom a debtor has assigned an insurance policy on the
debtor’s life as security, are deductible as ordinary and necessary business
expenses where the payments are made with the hope of recovery of the full
amount of the indebtedness.” The court found the bank’s zero basis argument
irrelevant because the debt was not canceled, and the bank had a right to
protect its security.

» Regarding the bad debt recoveries, the court emphasized that recoveries of
bad debts deducted and allowed in prior years are taxable income unless the
taxpayer proves the prior deduction did not reduce their tax liability, per
Section 22(b)(12) of the Internal Revenue Code. The court found that the bank
failed to prove that the prior deductions resulted in no tax benefit, therefore
the recovered amount was taxable.

» Regarding the charitable contributions, the court cited Gus Blass Co., noting
that whether the excess profits tax is computed under the income or invested
capital method, the starting point is the normal tax net income. Therefore, the
charitable contribution deduction is the same as that allowed for normal tax
purposes and not limited to a percentage of excess profits net income. The
court rejected the Commissioner’s argument based on legislative history.

Practical Implications

« This case clarifies the circumstances under which a creditor can deduct
insurance premiums paid on policies securing a debt, emphasizing the need for
a reasonable expectation of recovery.

« It reinforces the principle that taxpayers must demonstrate a lack of tax
benefit from prior deductions to exclude subsequent recoveries from income.
Failure to provide sufficient evidence will result in the recovered amounts
being treated as taxable income.

» The case highlights that the deduction for charitable contributions for excess
profits tax purposes is tied to the normal tax net income calculation, providing
a more generous deduction than if limited to a percentage of excess profits net
income.
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 This case remains relevant for understanding the interplay between bad debt
deductions, recoveries, and the tax benefit rule.
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