Carbine v. Commissioner, 83 T. C. 356 (1984)

Life insurance premiums paid by a taxpayer to protect pledged securities are not
deductible under IRC § 212(2) if the taxpayer is indirectly a beneficiary of the policy.

Summary

John D. Carbine, a minority shareholder in Burgess-Carbine Associates, Inc. (BCA),
guaranteed BCA’s loan and pledged his securities as collateral. To further secure the
loan, BCA obtained a life insurance policy on Carbine, assigning it to the bank. When
BCA faced financial difficulties and could not pay the full premiums, Carbine paid
the remainder to protect his securities. The Tax Court held that while these
payments were ordinary and necessary under IRC § 212(2) for the conservation of
income-producing property, they were not deductible because Carbine was
indirectly a beneficiary under the policy, thus barred by IRC § 264(a)(1).

Facts

John D. Carbine, a 20% shareholder in BCA, guaranteed a loan BCA obtained from
First Vermont Bank & Trust Co. to purchase the L. A. Appell Agency. Carbine
pledged his securities as collateral. BCA also took out a life insurance policy on
Carbine, assigning it to the bank as additional security. Due to financial difficulties,
BCA could not pay the full premiums in 1977 and 1978. To prevent the bank from
selling his pledged securities, Carbine paid the remaining premiums. BCA did not
reimburse Carbine for these payments.

Procedural History

The Commissioner determined deficiencies in Carbine’s federal income taxes for
1977 and 1978. Carbine sought to deduct the premium payments under IRC §
212(2). The case was submitted to the U. S. Tax Court on a stipulation of facts. The
court analyzed the deductibility under IRC §§ 212(2), 262, and 264(a)(1).

Issue(s)

1. Whether Carbine’s payments of life insurance premiums were ordinary and
necessary expenses under IRC § 212(2)?

2. Whether these payments constituted personal, living, or family expenses under
IRC § 2627

3. Whether these payments were barred by IRC § 264(a)(1) due to Carbine being
indirectly a beneficiary of the policy?

Holding

1. Yes, because the payments were directly related to the protection of Carbine’s
pledged securities, which were held for the production of income.
2. No, because the payments were not personal, living, or family expenses as they
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were made in a business or profit-oriented context.
3. Yes, because Carbine was indirectly a beneficiary of the policy, thus barred by
IRC § 264(a)(1).

Court’s Reasoning

The court found that Carbine’s payments were ordinary and necessary under IRC §
212(2) as they were made to conserve his income-producing securities. The court
rejected the Commissioner’s argument that these were personal expenses under IRC
§ 262, noting that the payments were made in a business context. However, the
court ultimately held that the payments were not deductible under IRC § 264(a)(1)
because Carbine was indirectly a beneficiary of the policy. The court relied on
Meyer v. United States, which held that similar nonbusiness deductions are subject
to the same restrictions as business deductions, including those under IRC §
264(a)(1). The court reasoned that if Carbine’s payments were proximately related
to the protection of his securities, then he must be considered an indirect
beneficiary, thus triggering the prohibition under IRC § 264(a)(1).

Practical Implications

This decision clarifies that life insurance premiums paid to protect pledged
securities are not deductible if the taxpayer is indirectly a beneficiary of the policy.
Attorneys should advise clients to consider alternative methods of securing loans to
avoid indirect beneficiary status. This ruling impacts how taxpayers can structure
financial arrangements involving life insurance and collateral. It also reaffirms the
broad application of IRC § 264(a)(1) to both business and nonbusiness deductions.
Subsequent cases have followed this precedent, emphasizing the importance of
understanding the indirect beneficiary rule when claiming deductions for life
insurance premiums.
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