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Harrison v. Commissioner, 59 T. C. 578 (1973)

Proceeds from ‘key man’ life insurance are excludable from gross income under
Section 101(a) if received due to the insured’s death, not as part of a settlement or
as creditor’s insurance.

Summary

Twin Lakes Corp. , a subchapter S corporation, owned a $500,000 life insurance
policy on Chester Mason, a key figure in a real estate development that would
increase the value of  Twin Lakes’  holdings.  After Mason’s death,  the insurance
company paid $450,000 in settlement. The court held that these proceeds were
excludable from gross income under Section 101(a) because they were received by
reason of Mason’s death, not as income from a lawsuit settlement or as payment on
a debt. The court also disallowed a bad debt deduction claimed by Twin Lakes, as
the note held by Twin Lakes was not deemed worthless.

Facts

In 1961, petitioners formed a partnership that acquired real estate in Colorado,
including  a  note  with  a  face  value  of  $300,000  co-signed  by  Mason  and  his
corporation,  Mt.  Elbert.  The  partnership  later  became  Twin  Lakes  Corp.  ,  a
subchapter S corporation. Twin Lakes took out a $500,000 life insurance policy on
Mason, viewing him as a ‘key man’ whose efforts would enhance the value of their
property.  Mason  died  in  1964,  and  the  insurance  company  paid  $450,000  in
settlement. Twin Lakes, Mt. Elbert, and Mason’s estate contested the distribution of
these  proceeds.  A  settlement  was  reached  where  Twin  Lakes  received  all  the
insurance money in exchange for releasing Mt. Elbert from further liability on the
note.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
federal  income taxes,  arguing  that  the  insurance  proceeds  should  be  taxed  as
income from a settlement or as creditor’s insurance. The Tax Court consolidated the
cases of the petitioners and held that the proceeds were excludable under Section
101(a),  rejecting  the  Commissioner’s  arguments  and  disallowing  Twin  Lakes’
claimed bad debt deduction.

Issue(s)

1. Whether the insurance proceeds received by Twin Lakes were excludable from
gross income under Section 101(a) because they were received by reason of Mason’s
death.
2. Whether any portion of the insurance proceeds was received by Twin Lakes in its
capacity as a creditor of Mason.
3. Whether Twin Lakes was entitled to a bad debt deduction for the note held
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against Mt. Elbert.

Holding

1. Yes, because Twin Lakes received the proceeds by reason of Mason’s death, not
as income from the compromise and settlement of a lawsuit.
2. No, because Twin Lakes did not receive any of the funds in its capacity as a
creditor of Mason; the proceeds were not tied to the collection of the $300,000 note.
3.  No,  because the note was not  worthless  at  the time of  settlement,  and the
settlement was integrally related to Twin Lakes’ release of the debt in exchange for
the insurance proceeds.

Court’s Reasoning

The court focused on the substance of the transaction, finding that Twin Lakes, as
the owner and beneficiary of the policy, had an insurable interest in Mason’s life
based on their mutual business interests. The court distinguished this case from
others where proceeds were tied to a debt or settlement, emphasizing that the
policy was taken out as ‘key man’ insurance, not as creditor’s insurance. The court
cited Section 101(a) and case law to support the exclusion of the proceeds from
gross  income.  The  court  rejected  the  Commissioner’s  arguments,  finding  no
evidence that Twin Lakes’ interest in the policy was limited to that of a creditor. The
court also disallowed the bad debt deduction, as the note was not worthless at the
time of settlement and the settlement was a quid pro quo for the release of the note.

Practical Implications

This decision clarifies that ‘key man’ life insurance proceeds are excludable from
gross income if received due to the insured’s death, even if a settlement is involved,
as long as the policyholder’s interest is not solely that of a creditor. Attorneys should
advise clients to clearly document the purpose of life insurance policies to support
an exclusion under Section 101(a). The decision also underscores the importance of
proving the worthlessness of a debt to claim a bad debt deduction. This case has
been cited in subsequent cases involving the tax treatment of insurance proceeds,
reinforcing  the  principle  that  the  substance  of  a  transaction  governs  its  tax
treatment.


