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McCabe v. Commissioner, 54 T. C. 1745 (1970)

Insurance proceeds received as reimbursement for additional living expenses due to
a casualty loss are taxable as income under section 61 of the Internal Revenue Code.

Summary

In McCabe v. Commissioner, the Tax Court ruled that insurance proceeds received
by homeowners for additional living expenses after a fire were taxable as income.
The McCabes received $2,843. 78 in 1965 to cover the increased costs of living
while their home was uninhabitable. The court held that these proceeds, which
compensated for the loss of use of their home, were taxable under section 61 of the
Internal Revenue Code. This decision was based on prior case law and the principle
that insurance proceeds replacing income items are themselves income, despite the
enactment of section 123 in 1969 which would later exclude such proceeds from
income.

Facts

In 1965, Neil and Evelyn McCabe’s home in Minneapolis was damaged by a fire,
making  it  uninhabitable.  Their  insurance  policy  included  Coverage  D,  which
reimbursed them for the additional living expenses incurred while their home was
being repaired. The McCabes received $2,843. 78 from their insurer, the National
Fire Insurance Co. of Hartford, to maintain their standard of living during the repair
period. They did not include this amount in their 1965 federal income tax return,
leading to a dispute with the IRS over its taxability.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the McCabes’
federal income taxes for 1964 and 1965, with the specific issue being the taxability
of the $2,843. 78 received in 1965. The McCabes filed a petition with the United
States Tax Court to contest this determination. The court,  in its decision dated
September 29, 1970, upheld the Commissioner’s position and ruled in favor of the
respondent.

Issue(s)

1. Whether the $2,843. 78 received by the McCabes in 1965 from their insurance
company for additional living expenses occasioned by the loss of use and occupancy
of their home constituted taxable income under section 61 of the Internal Revenue
Code.

Holding

1. Yes, because the insurance proceeds, which compensated for the loss of use and
occupancy of the home, were considered income under section 61, consistent with
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prior case law and the principle that insurance proceeds replacing income items are
taxable.

Court’s Reasoning

The court applied the broad definition of gross income under section 61, which
includes “all income from whatever source derived. ” It relied on prior decisions,
notably  Millsap  v.  Commissioner,  which  established  that  insurance  proceeds
compensating for additional living expenses are taxable. The court distinguished the
McCabes’  case from situations where insurance proceeds represent a return of
basis,  noting  that  the  proceeds  here  were  in  lieu  of  the  nontaxable  use  and
occupancy of their home, which is akin to income. The court acknowledged the later
enactment of section 123 in 1969, which would exclude such proceeds from income,
but found that this did not affect the taxability of proceeds received prior to its
effective date. The court emphasized the importance of consistency in tax treatment
and declined to overturn established case law without compelling reason.

Practical Implications

This  decision  clarifies  that  insurance  proceeds  received  for  additional  living
expenses due to a casualty loss are taxable as income under section 61 for events
occurring before the enactment of section 123 in 1969. Attorneys advising clients on
tax matters related to casualty losses should ensure that clients are aware of the
potential  tax  implications  of  such  insurance  proceeds,  particularly  for  events
predating the Tax Reform Act of 1969. The ruling underscores the importance of
understanding the timing of tax law changes and their impact on the taxability of
specific income items. Subsequent cases have generally followed this precedent for
pre-1969 events, while post-1969 events are governed by the exclusion provided in
section 123.


