Chapter 2

What is Insurance?

This chapter addresses:

e The definition of insurance under the Federal income tax law, in-
cluding the impact of the risk-shifting, risk-distribution, and other
requirements of insurance;

e The application of these and other requirements of insurance in
various contexts including captive insurance arrangements; and

e Commercialtype insurance under section 501(m).

Part I: Introduction
(a) Background

Whether a contract issued by an insurance company qualifies as
insurance fundamentally influences the tax treatment of the insurer,
policyholders, and beneficiaries. The definition of insurance company, for
example, depends directly on the status of the contracts that a company
issues because an insurance company is a “company more than half of
the business of which during the taxable year is the issuing of insurance
or annuity contracts or the reinsuring of risks underwritten by insurance
companies.”! A trade or business cannot deduct a payment for coverage as
an insurance premium under section 162 (a) unless the payment relates to
an insurance transaction.2 A beneficiary of a life insurance policy can ex-
clude proceeds of the policy if the contract qualifies as life insurance and

1  Section 816(a) (flush language). The definition of insurance company under
section 816(a) is addressed on pages 67-68.

2 Treas. reg. section 1.162-1(a).
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the payments are made by reason of the death of the insured.3 Although
it generally is clear whether a given transaction qualifies as insurance, the
status of a transaction is unclear or subject to dispute between taxpayers
and the government in certain contexts.4

(b) Helvering v. Le Gierse

The Internal Revenue Code does not define “insurance.” The Tax
Court stated that “[i]nsurance risk is involved when an insured faces some
loss-producing hazard (not an investment risk), and an insurer accepts
a payment, called a premium, as consideration for agreeing to perform
some act if and when that hazard occurs.”6 The Supreme Court stated in
Helvering v. Le Gierse,” the landmark case involving the definition of insur-
ance, that “[h]istorically and commonly insurance involves risk-shifting
and risk-distributing.”8

Le Gierse, the beneficiary of her mother’s insurance policy, was an
executor of her mother’s estate and attempted to exclude the proceeds of
the insurance policy from Federal estate tax. Le Gierse’s mother acquired
a single premium life insurance policy with a death benefit of $25,000, for
822,946, at age 80. Her mother did not have to take a physical examination
or answer questions that a woman applicant for life insurance generally had
to answer. Her mother also acquired an annuity that would make periodic
payments for as long she lived for consideration of $4,179. The acquisition
of the insurance policy and annuity were linked because the insurance
company would not issue the insurance contract without also issuing an

3 Section 101(a). A beneficiary can exclude only the portion of the proceeds
determined under section 7702(g) (2) if the contract qualifies as a life insurance con-
tract under applicable law but does not qualify as a life insurance contract for Federal
income tax purposes under section 7702.

4 Compare section 7702, which determines whether a contract that qualifies
as a life insurance contract under applicable law is a life insurance contract for Federal
tax purposes. Life insurance contracts include qualified accelerated death benefit
riders, other than riders that are long-term care insurance contracts under section
7702B, under section 818(g).

5  See Sears, Roebuck & Co. v. Comr., 972 F.2d 858 at 861 (7th Cir. 1992).

6 Black Hills Corp. v. Comr., 101 T.C. at 182, revised on reconsideration, 102
T.C. 505 (1994), aff’d. 73 F.3d 799 (8th Cir. 1996).

7 312U.S.531 (1941).
8 Id. at 539.
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annuity. The insurance policy and annuity were treated as separate con-
tracts in all other formal respects. The insurance policy incorporated the
usual characteristics of that type of contract.

The Court concluded that the two contracts must be considered to-
gether. The life insurance and annuity contracts involved opposite risks
and, in combination, offset each other. The arrangement therefore did not
involve insurance.?

(c) Economics of insurance coverage

The risk-shifting and distribution requirements highlighted in Le
Gierse (and addressed below) reflect the economics of insurance cover-
age. Insurance premiums for one year of coverage, for example, exceed
the expected cost of coverage (which equals the cost of a claim times the
probability that a valid claim will be made) because the premiums have
to cover the cost of claims paid and other costs, including administrative
costs incurred by the insurer. Insureds are willing to pay this amount to
transfer the risk of incurring a sizable financial loss that would arise if the
covered contingency in fact occurs.

The insurer benefits by pooling a given risk with numerous other as-
sumed risks. The expected value of the losses incurred by the insurer, per
dollar of premium income, remains unchanged as a life insurer provides
life insurance coverage to an increasing number of (equally situated) in-
sureds. The actual losses assumed by the insurer may differ from expected
losses so that an insurer’s total losses may exceed its expectations.10 The
spread of the risk of loss (or possibility that the insurer will incur a very
large loss) per premium dollar decreases, however, as more insureds are
covered, as a result of the statistical law of large numbers. Consequently,
the loss incurred per premium dollar gets increasingly more predictable
as the insurer covers a larger number of insureds. The Seventh Circuit
described the law of large numbers as follows, 1

9  Id. at 540-542.

10 Insureds also assume the risk that investment yields on amounts held will
be too low. (This factor is especially important if insurers hold significant amounts to
cover long-term risks, such as for whole life insurance, because the cumulative effect
of an incorrect estimate of an assumed interest rate can be significant for a long-term
contract). In addition, insurers assume the risk that expenses, other than claims, will
exceed expectations.

11 See Sears, Roebuck & Co. v. Com’r., 972 F.2d 858 at 862-863 (7th Cir. 1992).
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One thousand persons at age 30 pay $450 each for a one-
year policy with a death benefit of $200,000. In a normal
year two of these persons will die, so the insurer expects
to receive $450,000 and disperse $400,000. Of course,
more may die in a given year than the actuarial tables pre-
dict. But as the size of the pool increases the law of large
numbers takes over, and the ratio of actual to expected
loss converges on one. The absolute size of the expected
variance [spread] increases, but the ratio decreases.

Insurers determine the expected value of losses per premium dollar
(400/450 in the Seventh Circuit’s example) and the spread (riskiness)
of actual/expected losses incurred using actuarial principles. Insurance
coverage involving more than one period also involves risk-shifting and
distribution although the analysis is more complex than that examined
above.

(d) Risk shifting and distribution and other factors

The primary factors that the Service and courts examine to determine
whether a transaction is insurance are whether the policyholder transfers
insurance risks to a separate entity (risk-shifting) and whether such entity
spreads the risks with risks transferred by others (risk-distribution). The
Service and courts also attempt to determine whether the transaction has
other characteristics traditionally associated with insurance. Whether a
given factor is present or required for a given transaction to qualify as
insurance for tax purposes is not always definitively clear and a source of
considerable contention between insurers and the government in certain
contexts.

Risk-shifting—Risk-shifting involves one party “shifting its risk of
loss to another.”!2 The Joint Committee on Taxation stated!3 that the,

12 Black Hills Corp. v. Com’r., 101 T.C. 173, 182 (1993), revised on reconsidera-
tion 102 T.C. 505 (1994), aff’d. 73 F.3d 799 (8th Cir. 1996).

13 Joint Committee on Taxation, Tax Reform Proposals: Taxation of Insurance
Products and Companies (JCS-41-85), (Sept. 20, 1985) at 60. [Hereinafter cited as Tax
Reform Proposals]).
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concept of risk-shifting refers to the fact that a risk of loss
is shifted from the individual insured to the insurer (and
the insurance pool managed by the insurer). For exam-
ple, under a fire insurance policy, the property owner’s
risk of loss from a fire (and the resulting damage costs)
is shifted from the owner to the insurance company to
the extent that the insurance proceeds from the contract
will reimburse the owner for that loss.

Risk distribution—Risk distribution (or sharing), “involves the
party onto whom risk is shifted distributing a portion of that risk among
others.”!4 The Joint Committee on Taxation stated!> that the,

concept of risk-distribution . . . relies on the law of large
numbers. That is, within a group of a large number of
individual insureds who share a similar type of risk of
loss, only a certain number will actually suffer the loss
within any defined period of time. When a loss is suf-
fered by any insured, each individual insured makes a
contribution through the payment of premiums toward
indemnifying the loss suffered.

The underlying facts and circumstances influence whether there is
sufficient risk distribution in a given transaction. In Technical Advice
Memorandum 200323026,16 a parent company and operating subsidiaries
made payments to a related foreign captive for pollution liability coverage.
Approximately two thirds of the coverage was for one of the operating
subsidiaries, which “operated a small number of plants, most of which en-
gaged in the same operations and used and stored the same chemicals.”!”
The Service concluded that “only limited” risk distribution was present.
It distinguished the Tax Court’s holding in The Harper Group v. Commis-

14  Black Hills Corp. v. Com’r., 101 T.C. at 182, revised on reconsideration 102
T.C. 505 (1994), aff’d. 73 F.3d 799 (8th Cir. 1996).

15 See Tax Reform Proposals, note 13 at 60-61.

16 Feb. 7, 2003. This technical advice is addressed at notes 98-103 and accom-
panying text.

17 Id. at9.
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sioner,18 in which payments to an insurance captive qualified as deductible
insurance premiums although as much as 71 per cent of the premiums
were for related party risks. In The Harper Group the 71 per cent covered
more than one related policyholder and the coverage involved “an exten-
sive variety of cargo shipments throughout the world by a variety of means
and vessels.”!9 In contrast, “two thirds of the premiums in the present case
represent the pollution liability of a single insured with similar operations
in a handful of locations.”20

Is risk shifting a requirement of insurance?—The Service and
courts generally require that to qualify as insurance an arrangement must
shift and distribute covered risks and satisfy certain other requirements.
The Seventh Circuit stated in Sears, Roebuck & Co. v. Commissioner,
however, that risk shifting and distribution are not required by statute and
that it is a “blunder” to treat a phrase in an opinion as if it were statutory
language.?? It questioned the need to shift risk for corporate coverage to
qualify as insurance for tax purposes.?3

Other factors—Risk shifting and distribution are not the only factors
that courts examine to determine whether a transaction or contract quali-
fies as insurance. In a series of cases involving wholly owned insurance
companies, the Tax Court examined whether a transaction involves the
presence of an insurance risk, and whether it involves “commonly ac-
cepted notions of insurance,” in addition to whether the insurance risk, if
present, is shifted and distributed.24

Impact of nontraditional factors—The U.S. Supreme Court stated
that it is not necessary for insurance coverage to incorporate traditional

18 96 T.C. 45 (1991).

19 TAM 200323026 (Feb. 7, 2003) at 9.
20 Id.

21 972 F.2d 858 (7th Cir. 1992).

22 Id. at 861.

23 Id. at 862-864. These issues are addressed at notes 144-148 and accompany-
ing text.

24 See Sears, Roebuck & Co. v. Com’r, 96 T.C. 61, 101 (1991), aff’d. on this issue,
rev’d. in part 972 F.2d 858 (7th Cir. 1992), which is addressed at notes 136-149 and
accompanying text.
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characteristics of an insurance contract for the coverage to qualify as
insurance for tax purposes. It held in Haynes v. United States2> that cov-
erage provided by a telephone company qualified as health insurance
although the “employees paid no fixed periodic premiums, there was no
definite fund created to assure payment of the disability benefits, and the
amount and duration of the benefits varied with the length of service.”26
The Court stated that payment of fixed premiums at regular intervals and
the presence of a definite fund are not required for coverage to qualify
as insurance. The Court concluded that there is nothing in the statute or
legislative history that limits health insurance to the characteristics of a
normal insurance contract.2”

Part II: Self-Insurance and Captive Insurers
(a) Background

A company may not be able to acquire needed coverage from com-
mercial insurers, or may only be able to acquire it at great cost. The com-
pany (or group of companies) may respond by setting amounts aside and
“self<insuring” to cover these risks. Payments for such coverage are not
deductible as insurance premiums. As an alternative, a company or group
of companies may establish a “captive” insurance company to address
their insurance goals. Whether coverage from a captive is insurance has
been an especially contentious issue. The Service’s view of the tax treat-
ment, however, has been evolving toward standards that reflect much of
the case law.

(b) Self-insurance

Tax treatment of self-insurance “premiums”—Amounts set aside
as reserves for self-insurance coverage are not deductible. The taxpayer
in Revenue Ruling 69-51228 self-insured to cover fire losses because it oth-
erwise was unable to obtain needed coverage. The Service ruled (with-

25 353 U.S. 81 (1956).
26 Id. at 83-84.

27 Id.

28 19692 C.B. 24.
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out detailed elaboration) that the amounts set aside as a self-insurance
reserves were not ordinary and necessary expenses deductible under
section 162.29

Self-insurance premiums are not deductible if they are paid to a sepa-
rate fund or an irrevocable trust. In Spring Canyon Coal Co. v. Commis-
sioner30 a coal mining and two other companies established a self-insur-
ance fund and paid premiums equal to the amount that would be paid to
a state insurance fund. An independent agent administered the fund for
the three companies but did not commingle their funds. The fund covered
compensation, medical, and other benefits under the state’s Workmen’s
Compensation Act as well as incidental administration costs.

The Tenth Circuit concluded that the amounts set aside were reserves
for contingent losses akin to reserves set aside by insurance companies.
It held that amounts set aside to cover contingent liabilities by companies
other than insurance companies were not deductible, however.3! The com-
pany could deduct incurred expenses when it paid injured workmen but it
was “not entitled to deduct as an expense a sum of money which it might
have expended for insurance premiums, but did not.”32

In Steere Tank Lines, Inc. v. United States3? a transporter of petroleum
products was required to “show evidence of financial responsibility” for
the payment of accident claims. It entered into an agreement with an in-
surance company, Tri-State, which provided Steere Tank Lines with an
evidence of financial responsibility bond. Steere Tank Lines agreed to
indemnify the insurer for all claims that it had to cover and made two pre-
mium payments each year. One premium, which compensated Tri-State
for providing the evidence of financial responsibility, was non-refundable.
The other premium was allocated to a contract premium account. Tri-State
returned the excess of the amounts paid into the fund over the amounts
it paid for claims and administration after six years (the maximum stat-
ute of limitations period for tort claims). The Fifth Circuit held that the
amounts paid into the contract premium account were not deductible until
a covered liability became fixed, concluding that the arrangement with

29 Id.

30 43 F2d 78 (10th Cir. 1930), cert. denied 284 U.S. 654 (1931).
31 Id. at 80.

32 Id

33 577 F2d 279 (5th Cir. 1978), cert. denied 440 U.S. 946 (1979).
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Tri-State was not insurance. There was no risk-shifting because Steere
Tank Lines “was obligated to pay all risks.”34

In Anesthesia Service Medical Group, Inc. v. Commissioner3 a pro-
fessional corporation made contributions to an irrevocable trust created
to cover medical malpractice claims against its employees. The Tax
Court and Ninth Circuit held that the contributions were not deductible
premium payments. The Ninth Circuit reasoned that the payments “cre-
ated a capital asset inuring to its continued benefit.”36 The courts were
not persuaded by the medical group’s contention that liability was shifted
from the employees, not the corporation. The Ninth Circuit noted that the
medical group was liable for the tortious acts of its employees that were
committed within the scope of their employment under the doctrine of
respondeat superior.37

The accrual of benefit obligations—The Supreme Court addressed
the timing of the deduction of medical payments of an accrual basis non-
insurer that self-insured certain medical care coverage in United States v.
General Dynamics Corp.38 General Dynamics paid medical claims out of
its own funds but employed private carriers to administer the plan, instead
of continuing its purchase of insurance from others. It set up a reserve to
cover its liability for medical care received by employees.

General Dynamics argued that it could deduct certain amounts set
aside as reserves as accrued expenses. The Court of Claims held that
the amount set aside satisfied the all events test because the medical ser-
vices were rendered and the amount of liability could be established with
reasonable accuracy.3® The Supreme Court held, however, that General

34 Id. at 280.
35 85T.C. 1031 (1985), affd. 825 F.2d 241 (9th Cir. 1987).
36 Id. at 243.

37 Id. at 242. But compare, Rev. Rul. 92-93, 1992-2 C.B. 45, in which group-term
life coverage obtained by a company for its employees from its insurance subsidiary
qualified as life insurance. This ruling is addressed at notes 158-161 and accompany-
ing text.

38 481 U.S. 239 (1987).
39 773 F2d 1224, 125-1226 (Ct.Cl. 1985).



16 Federal Income Taxation of Insurance Companies

Dynamics was liable to pay for covered medical services only if properly
documented claims were filed.40

The Court concluded that although General Dynamics could make a
reasonable estimate of the amount of liability for claims that would be filed
for medical care received during the applicable period, estimated claims
were not intended to fall within the all events test. Otherwise, Congress
would not have needed to provide an explicit provision that insurance
companies could deduct reserves for incurred but unreported claims.4!

(c) Captive insurers: historic background

Whether coverage of risks of affiliated companies qualifies as “in-
surance” for Federal income tax purposes has been a source of consid-
erable contention between the Service and taxpayers. Before it issued
Revenue Ruling 2001-31,42 the Service’s position was that coverage of an
affiliate’s risks is not insurance. It applied an “economic family theory” in
Revenue Ruling 77-316,43 which provided that,44

the insuring parent corporation and its domestic
subsidiaries, and the wholly owned “insurance” subsid-
iary, though separate corporate entities, represent one
economic family with the result that those who bear the
ultimate economic burden of loss are the same persons
who suffer the loss.

In Revenue Ruling 77-316, the Service applied its economic family
theory in the following three situations,

1. A foreign wholly owned captive insurer provided fire and other
casualty insurance coverage for its parent and its parent’s domes-

40 481 U.S. at 244.
41 Id. at 245-247.

42 2001-1 C.B. 1348, amplified in Rev. Ruls. 2002-89 and 2002-90. Rev. Rul 2001-
31 is addressed at notes 48-50 and accompanying text.

43 1977-2 C.B. 53, clarified and amplified in Rev. Rul. 88-72, 1988-2 C.B. 31,
declared obsolete in Rev. Rul 2001-31. Rev. Rul. 2001-31, 2001-1 C.B. 1348, amplified in
Rev. Ruls. 2002-89 and 2002-90, is addressed at notes 48-50 and accompanying text.

44 1977-2 C.B. at 54.
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tic subsidiaries. The parent and its subsidiaries paid premiums at
commercial rates to the captive for the coverage.

2. A parent and its domestic subsidiaries paid casualty insurance
premiums to an unrelated domestic insurance company, which
immediately reinsured 95 percent of the risks to a foreign “in-
surance” subsidiary that was wholly owned by the parent. The
unrelated insurer remained the primary insurer and there were
no collateral agreements between the unrelated insurer and the
parent company or the other subsidiaries.

3. A parent and its domestic subsidiaries paid casualty insurance
premiums to the parent’s wholly owned “insurance” subsidiary,
which reinsured 90 percent of the coverage of the risks to an un-
related insurance company.

The Service ruled that the premiums paid in each situation were not
deductible (but for amounts addressed below) because “there was no
economic shifting or distributing of risks of loss with respect to the risks
carried or retained” by the “insurance” subsidiary. It concluded in each
case that the “insurance agreement” was “designed to obtain a deduction
by indirect means that would be denied if sought directly.”4>

The Service allowed the parent and its (non-insurance) subsidiaries
to deduct only premiums paid for risks that were ultimately borne by an
unrelated insurer. Consequently, the parent and subsidiaries could deduct
no premium in situation one. They could deduct premiums only for five
percent of the risks retained by the unrelated insurer in situation two, and
the 90 percent ceded to the unrelated insurer in situation three.

The Service recognized that each parent and its subsidiaries, including
the wholly owned “insurance” subsidiaries, were separate corporate enti-
ties, reflecting the Supreme Court’s holding in Moline Properties, Inc. v.
Commissioner.46 It applied its economic family theory, however, and con-
cluded that “those who bear the ultimate economic burden of loss are
the same persons who suffer the loss.”4” The parent retained “practical
control” in each situation.

45 1977-2 C.B. at 55.
46 319 U.S. 436 (1943).
47 1977-2 C.B. at 54.
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(d) The Service no longer follows the economic family theory

The Service concluded in Revenue Ruling 2001-3148 that it “will no lon-
ger invoke the economic family theory with respect to captive insurance
transactions.” It reasoned that no court addressing captive insurance
transactions has fully accepted the economic family theory*? as provided
in Revenue Ruling 77-316.

Whether a transaction qualifies as insurance depends on the underly-
ing facts and circumstances. Relevant factors include the amount of related
(and unrelated) party risks, the capitalization of a captive and whether
related parties provide guaranties or other financial enhancements. The
impact of salient factors is addressed below.

(e) No unrelated risks transferred in parent-subsidiary
arrangements

In general—The Service and courts hold that coverage by a captive
subsidiary of its parent’s risks is not insurance if it only covers risks of
related parties. Humana, Inc. and a wholly owned Netherlands Antilles
company established Health Care Indemnity, Inc. (HCI) to cover risks of
Humana and other HCI subsidiaries (“sister corporations”), in Humana,
Inc. v. Commissioner.>! The Sixth Circuit examined the impact of the “in-
surance” transactions on the insured’s assets in both parent-subsidiary
and brother-sister arrangements. It concluded that risk-shifting was lack-
ing in the parent-subsidiary transactions because the risk of loss never left
the parent. It reasoned that a captive’s stock is an asset of its parent so that
a loss suffered by the captive decreases the value of the parent’s assets.52

Indirect arrangements—The Ninth Circuit held that the taxpayers
could not deduct “insurance premiums” attributable to coverage provided
by unrelated insurers that was reinsured with the taxpayers’ insurance

48 2001-1 C.B. 1348, amplified in Rev. Ruls. 2002-89 and 2002-90.

49 Id.

50 Id.

51 88T.C.197 (1987), aff’d. in part rev’d. in part 881 F.2d 247 (6th Cir. 1989).

52 Id. at 253. The tax treatment of brother-sister transactions is addressed at
notes 71-80 and accompanying text.
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subsidiaries in Carnation v. Commissioner>3 and Clougherty Packing Co.
v. Commissioner.>* The captives only covered related-party risks in each
case.

In Carnation, a processor and seller of foods and grocery products
incorporated Three Flowers Assurance Co., Ltd., a wholly owned (Ber-
muda) subsidiary, to insure and reinsure multiple-line risks. Carnation
acquired insurance coverage from American Home Assurance Co., an
unrelated insurance company, which agreed to reinsure 90 percent of the
risks with Three Flowers. Three Flowers covered only Carnation and its
subsidiaries. American Home paid 90 percent of Carnation’s premiums to
Three Flowers, which paid American Home a five percent commission on
net premiums ceded, and reimbursed its premium taxes.

American Home was concerned that Three Flower’s would not
be able to cover the reinsured losses so Carnation agreed to capitalize
Three Flowers with up to $3 million at its (Carnation’s) election or Three
Flowers’s request.>® The Service allowed a deduction only for ten percent
of the premium, which related to the coverage that was not ceded to Three
Flowers. The Commissioner argued that the reinsurance was an indirect
form of self-insurance and that such payments were within Carnation’s
practical control.56

The Tax Court held that 90 percent of the premiums paid by Carna-
tion to American Home was not deductible. Citing Le Gierse, the court con-
cluded that an insurance risk was not present because the capitalization
of Three Flowers with up to $3 million “on demand” neutralized the risks
that American Home reinsured with Three Flowers.5” The Ninth Circuit
concluded that the agreements among the parties were interdependent.
That American Home refused to enter into a reinsurance arrangement
unless Carnation agreed to capitalize Three Flowers was the key factor.
The court also indicated that the Service’s second situation in Revenue
Ruling 77-316, in which “an insurance subsidiary” reinsured a portion of
its parent’s risks, supported its conclusion that the agreements neutral-

53  71T.C. 400 (1978), aff'd. 640 F.2d 1010 (9th Cir. 1981), cert. denied 454 U.S.
965 (1981).

54 84 T.C. 948 (1985), aff’d. 811 F.2d 1297 (9th Cir. 1987).
55 717T.C. 404; 811 F.2d at 1013.
56 Id. at 405.

57 Id. at 409. Le Gierse is addressed at notes 5-9. The impact of guarantees and
various financial enhancements is addressed at notes 81-97 and accompanying text.
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ized the risk-shifting from Carnation to the extent that risk was reinsured
by Three Flowers.58

In Clougherty Packing, a slaughtering and meat processing company
selfinsured a portion of its workers’ compensation risks and obtained
excess liability insurance for the remaining coverage from 1971-1977.
It subsequently terminated its self-insurance arrangement and created
Lombardy Insurance Corporation, a captive insurance company, which it
capitalized for $1 million.

Clougherty purchased workers compensation coverage from Fre-
mont Indemnity Co., an unrelated insurance company. Fremont reinsured
the first $100,000 of each claim with Lombardy and ceded 92 percent of
Clougherty’s premiums. Fremont charged Clougherty an additional five
percent of its premiums as a fee for providing a captive insurer program.
Fremont remained liable if Lombardy became insolvent or otherwise de-
faulted. Lombardy’s only business was reinsuring Clougherty.>®

Clougherty distinguished its transaction from that in Carnation. It
argued that Carnation’s agreement to capitalize its reinsurance subsidiary
with $3,000,000 on demand neutralized “any risk shifting in Carnation and
the absence of any such agreement requires [the court to] reach an op-
posite result in this case.”®? The Ninth Circuit, however, denied 92 percent
of the deduction for Clougherty’s premium payments. It reasoned that
Clougherty’s net worth decreased when Lombardy paid a claim because
it decreased the value of Clougherty’s stock. The court stated that a claim
decreased Clougherty’s assets to the same extent that it would if it self-
insured in the “ordinary sense.”61

Clougherty argued that Revenue Ruling 77-316 was inconsistent with
the Supreme Court’s conclusion in Moline Properties®? that one must
recognize affiliated companies as separate companies. The Ninth Circuit
responded that Moline Properties does not require the Commissioner to

58 640 F.2d at 1013. Rev. Rul 77-316 is addressed at note 45 and accompanying
text. Rev. Rul. 77-316, however, was declared obsolete by Rev. Rul. 2001-31, 2001-1
C.B. 1348. See notes 48-50 and accompanying text.

59 811 F.2d. at 1299.
60 Id. at 1303.

61 Id. at 1305.

62 319 U.S. 436 (1943).



What is Insurance? 21

ignore the impact of a loss on its assets “merely because the asset happens
to be stock in a subsidiary.”63

(f) Brother-sister transactions

Humana—In Humana, Inc. v. Commissioner,5* the Sixth Circuit
concluded that risk-shifting was present in the brother-sister transactions
because the insured did not own stock of the insurance subsidiary so that
a loss covered by the insurer did not influence the insured’s net worth.
The court also concluded, without detailed elaboration, that risk-distribu-
tion was present. It stated, “we see no reason why there would not be risk
distribution in the instant case where the captive insures several separate
corporations within an affiliated group and losses can be spread among
the several distinct corporate entities.”65

HCA and Kidde Industries—The Tax Court, in Hospital Corpo-
ration of America et. al. v. Commissioner,56 (HCA), and the Court of Fed-
eral Claims, in Kidde Industries, Inc. v. United States,5" (Kidde), applied the
“balance sheet” approach to determine whether risk-shifting was present
in the taxpayers’ captive insurance arrangements.

HCA involved the tax treatment of a captive insurance arrangement
whose facts, “with a few significant differences, . . . [were] strikingly simi-
lar to the facts presented in Humanal.] 8 HCA created a wholly owned
(captive) subsidiary, Parthenon, which provided a wide range of insur-
ance coverages for it’s parent, HCA, and its sister corporations. The Tax
Court used the balance sheet approach applied by the Sixth Circuit in
Humana to determine whether HCA and its affiliates shifted their risks to
Parthenon. It concluded that HCA did not shift its risks to Parthenon but
that the sister affiliates did (but for certain workers compensation cover-

63 811 F.2d at 1307.
64 88T.C.197 (1987), aff’d. in part rev’d. in part 881 F.2d 247 (6th Cir. 1989).
65 Id. at 257.

66 74 T.C.M. 1020 (1997), aff’d. on another issue 348 F.3d 136 (6th Cir. 2003),
cert. denied subnom. HCA & Subsidiaries v. Comr. 543 U.S. 813 (2004).

67 40 Fed.Cl 42 (1997).

68 74 T.C.M. at 1038 (1997), aff’d. on another issue 348 F.3d 136 (6th Cir. 2003),
cert. denied subnom. HCA & Subsidiaries v. Comr. 543 U.S. 813 (2004).
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age subject to an indemnification agreement, which is addressed in the
analysis of the impact of guarantees).9

Kidde was a “broad-based, decentralized conglomerate with 15 sepa-
rate divisions and 100 wholly owned subsidiaries” in 1977-1978, the years
before the court. Before 1977, Travelers provided workers compensation,
automobile and general liability (including products liability) coverage.
Travelers would not renew Kidde’s products liability coverage for 1977.
Kidde could only obtain such coverage at extremely high rates. It estab-
lished Kidde Insurance Company Limited (KIC), a Bermuda captive, on
December 22, 1976, to provide workers compensation, automobile, and
general liability (including products liability) coverage for Kidde’s divisions
and operating subsidiaries. Kidde and its operating subsidiaries obtained
insurance coverage from an unrelated primary insurer that “transferred”
specified portions of the risk to KIC.

The U.S. Court of Federal Claims denied the deduction of premiums
attributable to the coverage for KIC’s parent (that is, Kidde’s divisions).
Applying the balance sheet approach, the court concluded that Kidde did
not shift its risk of loss to its captive when the captive paid a loss. Paying
the loss decreased the value of the parent’s holdings of the captive’s stock
so the parent realized the economic impact of the loss.

The court allowed Kidde to deduct premiums attributable to coverage
of its subsidiaries after May 31, 1978. A loss paid by the captive did not
decrease the value of a subsidiary’s assets so that the subsidiary could
transfer the risk of loss to the captive. The court concluded that risk was
not transferred before June 1, 1978 as a result of the impact of an indem-
nity agreement between Kidde and the primary insurer.”0

The Service’s position on brother-sister arrangements—Prior
to issuing Revenue Ruling 2001-3171 the Service held that coverage in
brother-sister arrangements was not insurance under its economic family
theory.”? In Field Service Advice 200125005, and Field Service Advice

69  See notes 92-95 and accompanying text.
70 40 Fed.Cl. at 48-50.

71 2001-1 C.B. 1348, amplified in Rev. Ruls. 2002-89 and 2002-90. Rev. Rul. 2001-
31is addressed at notes 48-50 and accompanying text.

72 The economic family theory, articulated in Rev. Rul. 77-316, 1977-2 C.B. 53,
is addressed at notes 43-44 and accompanying text.

73 Jan. 25, 2001.
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200125009,74 however, the Service’s National office recommended that
the Service concede the deduction of premiums paid by an operating
subsidiary to a sister insurance captive. It concluded in Field Service Ad-
vice 200125005 that contesting the deduction of these premiums raised
substantial litigation hazards, noting that the Service lost on the “brother/
sister” issue in Humana and Kidde Industries. Factors “such as ‘hold harm-
less’ agreements to unrelated insurers or anyone else” were not present.
The Service conceded that “[n]o court, in addressing a captive insurance
transaction, has fully accepted the economic family theory set forth in
Rev. Rul. 77-316.”75 In addition, the taxpayer provided some support that it
had a valid business reason for creating the captive.”6

In Revenue Ruling 2002-90,77 a domestic holding company created a
wholly-owned subsidiary to provide insurance coverage for 12 domestic
operating subsidiaries that provided professional services. The operating
subsidiaries provided the same “general categories of professional servic-
es.” Each subsidiary operated on a decentralized basis in a separate state.
None of the operating subsidiaries had coverage for less than 5 percent
nor more than 15 percent of the total risks covered by the insurance sub-
sidiary. In total the subsidiaries had “a significant volume of independent,
homogeneous risks.””8

The insurance subsidiary was licensed in each of the 12 states in
which the operating subsidiaries did business. The holding company pro-

74 March 12, 2001.
75 Id. at3.

76 Id. at 5. Cf. TAM 200149003 (Aug. 6, 2001) in which a parent company cre-
ated an insurance subsidiary to help meet the workers’ compensation needs of certain
operating subsidiaries when the workers’ compensation market became volatile, the
availability of coverage unpredictable, and premium costs inconsistent. The Service
concluded that the insurance subsidiary qualified as an insurance company, reasoning
that the insurance subsidiary assumed and distributed a “large number of homoge-
neous independent [workers’ compensation] risks among its insureds.” Id. at 7. It was
created, “at least in part, [in response to] significant disruptions in the price to be paid
to unrelated insurers for workers’ compensation coverage” in its state. Id. It issued a
separate policy to each of the operating subsidiaries. Furthermore, it was adequately
capitalized and its “premium to surplus ratio was strong.” Id. In addition, “there were
no parental or related party guarantees (in any form) propping up” the insurance
subsidiary. Id.

77 20022 C.B. 985, amplifying Rev. Rul. 2001-31, 2001-1 C.B. 1348. Rev. Rul
2001-31 is addressed at notes 48-50 and accompanying text.

78 Id.



24 Federal Income Taxation of Insurance Companies

vided adequate capital to its insurance subsidiary but there was no paren-
tal guarantee and there were no related party guarantees. The insurance
subsidiary loaned no funds to its parent or the operating subsidiaries.

The Service concluded that the insurance subsidiary provided in-
surance to the operating subsidiaries. It reasoned that the operating
subsidiaries’ professional liability risks were shifted to the insurance sub-
sidiary. The premiums paid were arms-length and were “pooled such that
a loss by one operating subsidiary [was] borne, in substantial part, by
the premiums paid by others.””® In addition, the insurance and operating
subsidiaries “conduct[ed] themselves in all respects as would unrelated
parties to a traditional insurance relationship, and [the insurance subsid-
iary] was regulated as an insurance company in each state where it did
business.”80

(g) Impact of undercapitalizations, guarantees and other financial
enhancements

In general—The capitalization of a captive or the use of a guarantee
or other financial enhancements can influence whether a transaction is
insurance. The Tax Court’s conclusion in Carnation®! that the transac-
tion between Carnation and its captive, Three Flowers, was not insurance
was influenced by American Home’s refusal to enter into the transaction
without Carnation’s agreement to capitalize Three Flowers with up to $3
million.82

In Humana, the Sixth Circuit indicated that the undercapitalization
of the foreign captive combined with the capitalization agreement run-
ning to the captive in Carnation, the indemnification agreement in Stea-
rns-Roger,33 and the undercapitalization of the captive in Beech Aircraft,84

79 Id. at 986.
80 Id. at 986.

81 71T.C. 40