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30 T.C. 1345 (1958)

When an insurance settlement covers both direct damage and use & occupancy
losses,  the allocation of  proceeds to  each type of  coverage determines the tax
treatment, with proceeds for lost profits taxed as ordinary income.

Summary

The case concerns the tax treatment of insurance proceeds received by Marcalus
Manufacturing Co. (Marcalus) and its subsidiary Marcal Pulp & Paper, Inc. (Marcal)
following damage to a dryer roll.  Marcalus received $125,000 from its  insurer,
representing a compromise settlement under a policy covering both “direct damage”
and “use and occupancy” losses. The Commissioner of Internal Revenue allocated
the proceeds, with $25,000 to direct damage and $100,000 to use and occupancy,
resulting in a dispute over the includability of the amounts in taxable income. The
Tax Court  upheld the Commissioner’s  allocation because the taxpayer  failed to
provide a more reasonable allocation. The court also ruled that the $25,000 in direct
damage proceeds were not taxable because they did not exceed the basis of the
damaged property, effectively compensating for a loss.

Facts

Marcal and Marcalus were insured under a policy providing “direct damage” and
“use and occupancy” coverage. In March 1952, a dryer roll used by Marcal in its
paper-making  machine  cracked.  The  insurer  repaired  the  damage,  but  Marcal
claimed  losses  for  both  direct  damage  and  use  &  occupancy.  The  companies
negotiated a settlement for $125,000, though the settlement did not specify an
allocation. The insurer, for its internal records, allocated $25,000 to direct damage
and $100,000 to use & occupancy. Marcal replaced the damaged dryer roll at a cost
of over $120,000, and, with the Commissioner’s approval, elected not to recognize
gain  on  the  involuntary  conversion  under  Section  112(f)  of  the  1939  Internal
Revenue Code. The Commissioner determined deficiencies in income tax, disputing
the allocation of insurance proceeds and their tax treatment.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income tax for
Marcalus and Marcal. The taxpayers contested these determinations in the U.S. Tax
Court. The Tax Court consolidated the cases, with all issues concerning Marcalus
being conceded, and the remaining issue centered on Marcal’s tax liability for the
insurance  proceeds.  The  Tax  Court  addressed  the  allocation  of  the  insurance
proceeds and the tax consequences thereof.

Issue(s)

1. Whether the insurance proceeds received by Marcalus for Marcal’s benefit were
includible in net income.



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

2. If so, in what amount and in which taxable year?

3. Whether the $25,000 allocated to direct damage resulted in gain to the taxpayer.

Holding

1. Yes, the proceeds were includible in net income, but only to the extent that they
represented use and occupancy coverage.

2. $100,000 in the taxable year 1953, based on the Commissioner’s allocation, as the
taxpayer presented no more reasonable alternative.

3.  No,  because  the  amount  received  did  not  exceed the  adjusted  basis  of  the
damaged property.

Court’s Reasoning

The court emphasized that the allocation of the insurance proceeds between direct
damage  and  use  &  occupancy  was  a  question  of  fact.  The  court  upheld  the
Commissioner’s  allocation  as  it  was  “reasonable”  given  the  facts.  The  court
reasoned that the insurer’s liability under the use and occupancy coverage was
based on “actual loss sustained”, which necessitated consideration of both past and
prospective  losses.  Therefore,  the  court  found  the  allocation  of  proceeds  was
essential  to  determine  the  tax  treatment  of  the  income.  The  court  found  the
$100,000 allocated to lost profits to be ordinary income. The court determined the
direct damage payment of $25,000 did not result in a gain because it did not exceed
the property’s adjusted basis at the time of the damage. The court recognized that
the taxpayer had made an appropriate election under Section 112(f) and therefore
no gain should be recognized.

Practical Implications

The  case  highlights  the  importance  of  a  clear  and  well-defined  allocation  of
insurance proceeds in insurance settlements that cover multiple types of losses.
Failing to do so may lead to the Commissioner’s allocation being adopted, even if
that allocation may not be the most advantageous from a tax perspective. From a tax
planning perspective, it  is important to distinguish between payments for direct
damages and for lost profits. Payments for direct damages will be considered a
return of capital to the extent of the property’s basis, while proceeds compensating
lost profits will be taxed as ordinary income. The case also reinforces the importance
of making timely elections under the Internal Revenue Code, such as those related
to involuntary conversions, to defer or avoid tax liability.


