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P's subsidiary, L, wites cancel abl e acci dent and
health (CA&H) insurance. R argues that L is not a
“l'ife insurance conpany" under sec. 816(a), |.R C
because L's accrued unpaid | osses on CA&H i nsurance are
“unpai d | osses" for purposes of ascertaining its “total
reserves" under sec. 816(c), I.R C. P argues that L is
a life insurance conpany under sec. 816(a), |.R C
because the term “unpaid | osses", as used in sec.
816(c), |I.R C., does not include accrued unpaid | osses
on CA&H i nsurance.

Held: L is a life insurance conpany under sec.
816(a), I.R C; its accrued unpaid | osses on CA&H
i nsurance are not “unpaid | osses” for purposes of sec.
816(c), I.RC
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petitioner.

Kat herine Lee Wanbsgans, for respondent.

OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Central Reserve Life Corporation and
Subsidiaries petitioned the Court to redeterm ne respondent's
determ nati on of deficiencies of $1,936, 766 and $225,070 in its
consol i dated Federal incone tax for 1991 and 1992, respectively.
Foll owi ng the parties' concessions, we nust deci de whether the
phrase “unpaid losses * * * not included in life insurance
reserves” as used to define the term“total reserves” in section
816(c)(2) includes accrued unpaid | osses on cancel abl e acci dent
and health (CA&H) insurance policies.? W hold it does not.

Unl ess otherw se stated, section references are to the Internal

Revenue Code in effect for the subject years. Rule references

1 An “unpaid | oss” generally is an insurer's estimate of its
l[tability for clains arising out of injuries which have al ready
occurred. Unpaid | osses nay be accrued or unaccrued. Assune,
for exanple, that a policyholder fractures his pelvis in an
aut onobil e accident and is transported to the energency room by
anbul ance. The expenses incurred in the emergency room are
accrued because rei nbursenent may be clained at any tine. Future
rehabilitati on expenses are unaccrued; although these expenses
may be estimated before they are incurred, the insurer need not
pay for themuntil they are incurred. See Harco Hol dings, Inc.
v. United States, 977 F.2d 1027, 1029 (7th Cr. 1992).
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are to the Tax Court Rules of Practice and Procedure. W use the
term“petitioner” to refer solely to Central Reserve Life
Cor por ati on.

Backgr ound

All facts have been stipulated. The stipulation of facts
and the exhibits submtted therewith are incorporated herein by
this reference. Petitioner's principal place of business was in
Strongsville, Chio, when its petition was filed.

Petitioner is the parent corporation of an affiliated group
of corporations that files consolidated Federal incone tax
returns. Central Reserve Life Insurance Conpany (Central Life)
is petitioner's wholly owned subsidiary. Central Life wites
life insurance and acci dent and health (A&H) insurance.

| nsurance regul ators require that insurance conpanies
mai ntain defined | evels of assets to guarantee that they can pay
their clains when the clainms becone due. These asset reserves
general ly nust equal the anmount of funds which, when increased at
a stated rate of interest, will allow the conpany to pay its
clains at their actuarially estinmted due dates.

| nsurance conpani es nmust report their anticipated
obligations for clains on a standard annual statenent pronul gated
by the National Association of Insurance Conm ssioners (NAIC and
adopted by all 50 States. The annual statenent characterizes an

insurer's life and A&H obligations as either “reserves” or



“l'tabilities”, and it uses the word “accrual” to distinguish
current obligations fromfuture obligations.? A reserve is an
unaccrued claimfor which the insurer wwll beconme liable in the
future; e.g., the future rehabilitation expenses described supra
note 1. Aliability is an accrued claimfor which the insurer is
liable now, e.g., the energency room expenses described supra
note 1. Exhibit 8 of the annual statenent lists an insurer's
“Aggregate Reserve for Life Policies and Contracts”. Exhibit 9
lists an insurer's “Aggregate Reserve for Accident and Health
Policies”. Exhibit 11 lists an insurer's “Policy and Contract
Clains”; data on these clains is |listed separately as to yearend
liabilities for life insurance and A&H i nsurance.

Central Life filed its 1990 through 1992 annual statenents
with the Chio Departnent of Insurance. As relevant herein,
Central Life reported its claimobligations on life insurance
policies and annuities on exhibits 8 and 11, and it reported its
cl ai m obligations on A&H insurance policies on exhibits 9 and 11
Central Life reported its unaccrued claimobligations for life
i nsurance and A&H i nsurance as reserves on exhibits 8 and 9,
respectively, and it reported all of its accrued claim

obligations as liabilities on exhibit 11. During 1990 and 1991,

2 The use of the word “accrual” in the insurance industry
does not conformto the definition of that word under Generally
Accepted Accounting Principles.



Central Life wote primarily guaranteed renewabl e A&H i nsurance.
In the latter year, Central Life qualified as a |life insurance
conpany under the ratio (reserve ratio) set forth in section
816(a). In 1991, Central Life properly included unpaid |osses
with respect to its guaranteed renewabl e A&H i nsurance in the
reserve ratio's nunerator and denom nator

Beginning in late 1991, Central Life added a rider to its
exi sting guaranteed renewabl e A&H i nsurance policies, which
allowed it to termnate any of these policies upon 90 days’
notice. By virtue of this rider, Central Life's A&H insurance
policies issued after late 1991 were no | onger guaranteed
renewabl e policies; they were nonguaranteed renewabl e or CA&H
i nsurance policies. Because Central Life stopped issuing
guar ant eed renewabl e A&H i nsurance policies in |ate 1991,
unearned prem uns and unpaid | osses with respect to those
policies were no |onger properly includable in the reserve
ratio's nunmerator in 1992 and years thereafter. Central Life's
A&H i nsurance business in 1992 consisted al nost excl usively of
CA&H insurance; it also wote a small amount of guaranteed
renewabl e group A&H insurance.

The parties agree that unpaid | osses with respect to Central
Life's CA&H i nsurance policies are not includable in the reserve
ratio's nunmerator. The parties dispute whether those anmounts

must be included in the reserve ratio’ s denom nator. Respondent
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determ ned and argues that the denom nator includes these
anounts. Petitioner argues that the denom nator does not include
t hese anmounts. If petitioner is correct, Central Life qualifies
as a life insurance conpany under section 816(a). If respondent
is correct, Central Life fails to qualify as a life insurance
conpany for Federal incone tax purposes, and petitioner's taxable
i ncome woul d include Central Life's policyholder surplus of
$2,869,768. Central Life also would not be entitled to the snal
life insurance conpany deduction in the amounts that it reported
for the subject years.

Di scussi on

The parties dispute whether Central Life qualifies as alife
i nsurance conpany for Federal incone tax purposes. Congress has
enacted in the Internal Revenue Code different rules of taxation
for insurance conpanies that are life insurance conpanies as
opposed to nonlife insurance conpani es such as property and
casualty (P&C) insurance conpanies. Conpare secs. 801-818 (rules
applicable to life insurance conpanies) with secs. 831-835 (rules
applicable to nonlife insurance conpanies). The rules that apply
to life insurance conpanies are nore favorable to insurance
conpanies froma tax point of view than are the rules which apply

to nonlife insurance conpanies. See United States v. Consuner

Life Ins. Co., 430 U.S. 725, 727-728 (1977).




An insurance conpany is a |life insurance conpany for Federal
incone tax purposes if it nmeets the definition set forth in
section 816. Section 816 provides in part:

SEC. 816. LI FE | NSURANCE COVPANY DEFI NED

(a) Life Insurance Conpany Defi ned. --For purposes
of this subtitle, the term®“life insurance conpany”
means an insurance conpany which is engaged in the
busi ness of issuing |ife insurance and annuity
contracts (either separately or conbined with accident
and health insurance), or noncancellable contracts of
accident and health insurance, if--

(1) its life insurance reserves (as
defined in subsection (b)), plus

(2) unearned prem uns, and unpaid | osses
(whet her or not ascertained), on
noncancel | able life, accident or health
policies not included in life insurance
reserves,

conprise nore than 50 percent of its total reserves (as
defined in subsection (c)). * * *

(b) Life Insurance Reserves Defined. --

(1) I'n general. For purposes of this
part, the term*®“life insurance reserves”
means anount s- -

(A) which are conputed or
estimted on the basis of
recogni zed nortality or norbidity
tabl es and assuned rates of
i nterest, and

(B) which are set aside to
mature or |liquidate, either by
paynment or reinsurance, future
unaccrued clains arising fromlife
i nsurance, annuity, and
noncancel | abl e acci dent and health
i nsurance contracts (including life
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i nsurance or annuity contracts
conbi ned wi th noncancel | abl e

acci dent and health insurance)
involving, at the tinme with respect
to which the reserve is conputed,
life, accident, or health

conti ngenci es.

(2) Reserves nust be required by I aw --Except--

(A) in the case of policies
covering life, accident, and health
i nsurance conbined in one policy
i ssued on the weekly prem um
paynment plan, continuing for life
and not subject to cancellation, *

* *

in addition to the requirenents set forth in
paragraph (1), life insurance reserves nust
be required by | aw.

* * * * * * *

(4) Amount of reserves. For purposes of
this subsection, subsection (a), and
subsection (c), the anmpbunt of any reserve (or
portion thereof) for any taxable year shal
be the nean of such reserve (or portion
t hereof) at the beginning and end of the
t axabl e year.

(c) Total Reserves Defined.--For purposes of
subsection (a), the term*“total reserves” neans--

(1) life insurance reserves,

(2) unearned prem uns, and unpaid | osses
(whet her or not ascertained), not included in
life insurance reserves, and

(3) all other insurance reserves
required by | aw

In a case of first inpression in this Court, we nust decide

whet her the phrase “unpaid losses * * * not included in life



i nsurance reserves” as used in section 816(c)(2) to define an
insurer’s “total reserves” includes accrued unpaid | osses on CA&H
i nsurance policies. The Court of Appeals for the Seventh Circuit

has concluded it does not. See Harco Holdings, Inc. v. United

States, 977 F.2d 1027 (7th Cr. 1992), revg. 754 F. Supp. 130
(N.D. I'l'l. 1990). The Court of Appeals for the Nnth Grcuit has
concluded that the term “unpaid | osses” did include accrued
unpai d | osses for purposes of section 806(c), before its repeal
by section 2 of the Life Insurance Conpany | nconme Tax Act of

1959, Pub. L. 86-69, 73 Stat. 112.% See United States V.

Occidental Life Ins. Co., 385 F.2d 1, 6 (9th Cr. 1967), revg. on

this issue 250 F. Supp. 130 (S.D. Cal. 1965). The United States
Court of Clains also considered this issue in the context of
former section 806(c)'s predecessor. That court reached a

concl usion consistent wwth the view of the Court of Appeals for

the NNnth Crcuit. See Prudential Ins. Co. v United States, 162

G. d. 55 319 F.2d 161, 165-166 (1963).

3 Forner sec. 806(c) provided:

In the case of a |life insurance conpany witing
contracts other than life insurance or annuity
contracts (either separately or conmbined with
noncancel | abl e health and acci dent insurance), the term
“adjustment for certain reserves” neans an anount equal
to 3 1/4 percent of the unearned prem unms and unpaid
| osses on such other contracts which are not included
inlife insurance reserves * * *,
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W agree with the Court of Appeals for the Seventh Circuit
that the phrase “unpaid losses * * * not included in life
i nsurance reserves” as used in section 816(c)(2) to define an
insurer’s “total reserves” does not include accrued unpaid | osses
on CA&H insurance policies. Qur analysis starts with the
statutory text, and we construe that text in accordance with its
ordi nary, everyday neaning. W refer to the legislative history
primarily to | earn the purpose of the statute in which the
| anguage appears and to resolve any anbiguity in the words used

in the text. See Landgraf v. USI FilmProds., 511 U. S. 244

(1994); Conmm ssioner v. Soliman, 506 U. S. 168, 174 (1993);

Consuner Prod. Safety Commm. v. GIE Sylvania, Inc., 447 U. S. 102,

108 (1980); Crane v. Commi ssioner, 331 U.S. 1, 6 (1947); Venture

Funding, Ltd. v. Comm ssioner, 110 T.C 236, 241-242 (1998);

Booth v. Conm ssioner, 108 T.C. 524, 568-569 (1997); Trans City

Life Ins. Co. v. Comm ssioner, 106 T.C 274, 299 (1996).

The ordi nary, everyday neaning of text is usually the
meani ng of the words or phrases therein that is commonly
understood by the public in general; e.g., the nost common

dictionary definitions. See, e.g., Mallard v. United States

Dist. Court for S. Dist., 490 U. S. 296, 301 (1989); National

Muffl er Deal ers Association, Inc. v. United States, 440 U. S. 472,

480 (1979); Crane v. Conm ssioner, supra at 6; Hefti v.

Commi ssioner, 97 T.C 180, 193 (1991), affd. 983 F.2d 868 (8th
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Cr. 1993). 1In the case at hand, however, the text of section
816 is found in subchapter L of the Code. Congress drafted
subchapter L and its predecessors using the specialized | anguage
of the insurance industry, and Congress understood that |anguage
to have the technical neaning given to it by that industry. See

Hel vering v. Independent Life Ins. Co., 292 U S. 371, 379 (1934);

Alinco Life Ins. Co. v. United States, 178 C¢. d. 813, 373 F. 2d

336, 352 (1967); see also United States v. Anerican Trucking

Associations, Inc., 310 U S. 534, 543-544 (1940). It is only

appropriate, therefore, to construe the subject text in the Iight
of its usage in the insurance industry, to the extent that it has

an established neaning in that industry. See Atlantic Miut. Ins.

Co. v. Conmm ssioner, 523 U S. 382 (1998); Hedden v. Richard, 149

U S. 346, 348-349 (1893); South Jersey Sand Co. v. Conmi ssioner,

30 T.C. 360, 368 (1958), affd. 267 F.2d 591 (3d G r. 1959). The
meani ng of the words in the insurance industry may be gl eaned
fromtheir use in the annual statenent which contains,
references, and incorporates many of the industry’ s terns of art.
The annual statenment is instructive in understanding the peculiar
meani ng of those words, which, in turn, may make it nost hel pful

in construing the provisions of subchapter L. See Conm SsSioner

v. Standard Life & Accident Ins. Co., 433 U. S. 148, 157-163

(1977); Harco Holdings, Inc. v. United States, supra at 1033.
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We turn to the evolution of the term*“unpaid | osses”, taking
into account the taxation of insurance conpanies in general and
the authorities that Congress had before it at the tinme it added
the termto section 201 of the Internal Revenue Code of 1939 in
section 163(a) of the Revenue Act of 1942 (1942 Act), ch. 619, 56
Stat. 798, 867. \Wereas respondent asks the Court to ascertain
Congress' intent for the relevant provisions of the 1942 Act by
considering |legislation that was enacted 40 and nore years
thereafter, we limt our analysis of that intent to the materials
whi ch were before Congress in 1942. “It is enphatically the
province and duty of the judicial departnent to say what the | aw

is”, Marbury v. Madison, 5 U S. (1 Cranch) 137, 177 (1803); see

also United States v. Anerican Trucki ng Associations, Inc., supra

at 544, and the views of one Congress as to the meaning of prior
| egi slation have little bearing on a court's furtherance of that

duty, see Consuner Prod. Safety Conmm. v. GIE Sylvania, Inc.,

supra at 117-118; Haynes v. United States, 390 U S. 85, 87 n.4

(1968); United States v. Phil adel phia Natl. Bank, 374 U.S. 321,

348-349 (1963); United States v. United M ne Wrkers, 330 U. S.

258, 281-282 (1947); see also United States v. Price, 361 U. S

304, 313 (1960) (“the views of a subsequent Congress forma
hazardous basis for inferring the intent of an earlier one”).
Such is especially true in the instant case where few of the

| egi slators who voted on the subsequent |egislation in the 1980's
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were nmenbers of Congress in 1942. See, e.g., United States v.

United M ne Workers, supra at 281-282.

Li fe i nsurance conpani es becane subject to Federal inconme
tax when the Sixteenth Anmendnent to the United States
Constitution was ratified in 1913. Before that tinme, insurance
conpani es whi ch were corporations were subject to an annual
excise tax of 1 percent of their net incone over $5,000. See
Federal Corporation Excise Tax Act of 1909, ch. 6, sec. 38, 36
Stat. 112. Unli ke other corporations, an insurance conpany's net
i ncone included a deduction for the “net addition, if any,
required by law to be nade within the year to reserve funds”.
Id. This deduction was the subject of nmuch litigation by
casualty conpanies, and the judicial interpretations on the
breadth of that deduction were not always easily harnonized.

Conpare McCoach v. Insurance Co. of North Am, 244 U. S. 585

(1917) (reserve against unpaid | osses was not required by |aw),

with Maryland Cas. Co. v. United States, 251 U S. 342 (1920)

(approving liability reserve for accrued indefinite liabilities
and | oss claimreserve for other accrued | osses).

After the Sixteenth Armendnent was ratified, |life insurance
conpani es continued to be taxed in the early years of our tax
system under the sane general rules that applied to noninsurance
conpani es. Both types of conpanies were taxed on their gross

i ncone, which, in the case of a life insurance conpany, consisted
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mai nly of underwiting incone, investnent inconme, and capital
gains. Life insurance conpanies, however, continued to be

al l owed to deduct the net addition required by law to be nmade
within the year to reserve funds. Life insurance conpanies al so
coul d deduct that portion of their net investnent incone that was
credited to policyholders' reserves as required by |aw

Actuari al concepts governed the application of the reserve
deduction provision of the revenue acts up until 1921. See,
e.g., Incone Tax Act of 1913, ch. 16, sec. 11 (G (b), 38 Stat.
114, 173; Revenue Act of 1916, ch. 463, sec. 12(a) Second, 39
Stat. 756, 768; Revenue Act of 1918, ch. 18, sec. 234(a)(10), 40

Stat. 1057, 1079; see al so Commi ssioner v. Standard Life and

Accident Ins. Co., supra at 152; Union Cen. Life Ins. Co. V.

Commi ssioner, 77 T.C 845, 849-850 (1981), vacated and renmanded

on anot her issue 720 F.2d 420 (6th Cr. 1983).

By 1921, Congress recogni zed that the rules which applied to
life insurance conpanies were inequitable. Adequate revenues
were not being raised fromthe insurance industry, and life
I nsurance conpani es were constantly litigating issues concerning
their taxability; e.g., as to whether prem uns constituted
taxabl e income. See S. Rept. 275, 67th Cong., 1st Sess. 14
(1921), 1939-1 C.B. (Part 2) 181, 195; H Rept. 350, 67th Cong.,
1st Sess. 14 (1921), 1939-1 C.B. (Part 2) 168, 178; see also

Union Cen. Life Ins. Co. v. Conm ssioner, supra at 849-850. The
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Revenue Act of 1921 (1921 Act), ch. 136, sec. 247(a)(4), 42 Stat.
263, changed favorably to life insurance conpani es the | aw under
which |ife insurance conpani es were taxed by providing a system
under which life insurance conpanies were taxed only on their net
i nvestment inconme. Investnent inconme, for this purpose, did not
i nclude prem uns, | osses and expenses incurred in underwiting
operations, and gains and | osses fromthe sale of investnent
assets. The portion of investnent incone set aside in reserves
to satisfy a conpany’s obligations to its policyholders under its
i nsurance contracts al so was excluded fromtaxation. See id.

Before the 1921 Act, the sane statutory provisions applied
to tax both life and P& C insurers. The 1921 Act changed this
uniformty by providing for life insurance conpanies rules which
were different and generally nore favorable than the rul es under
whi ch a P&C i nsurer was taxed. The 1921 Act taxed P&C insurers
on both their investnment and prem umincone and did not allow
themto deduct their reserve funds. P&C insurers, however, could
deduct their “losses incurred”, see 1921 Act sec. 247(a)(4), 42
Stat. 263, a deduction that required a cal cul ation of the P&C
insurer's unpaid | osses at the end of the year, see 1921 Act sec.
246(b)(6), 42 Stat. 227. For the purpose of this cal culation,
the unpaid | osses of a P&C conpany included its accrued

liabilities. See Retailers Fire Ins. Co. v. Conm ssioner, 3
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B.T.A 1186, 1193 (1926) (accrued liability for fire loss is
deducti bl e unpaid | 0ss).

An insurance conpany was a |ife insurance conpany under the
1921 Act if nore than half of its total reserves were life
i nsurance reserves. See 1921 Act sec. 242, 42 Stat. 261. This
qualification fraction, which is the genesis of the reserve
rati o, neant that an insurance conpany could not qualify as a
life insurance conpany for Federal inconme tax purposes unless
nore than 50 percent of its total insurance reserves was
attributable to |ife insurance or anal ogous contracts. See

Alinco Life Ins. Co. v. United States, 178 Ct. d. 813, 373 F. 2d

336, 347 (1967).

An application of the qualification test under the 1921 Act
was difficult because the 1921 Act failed to define many rel evant
terms. Section 163(a) of the 1942 Act addressed this concern by
defining the term*“life insurance reserves”, adding the term
“unpai d | osses on noncancellable life, health, or accident
policies” to “life insurance reserves” in the nunerator of the
reserve ratio, and defining the term“total reserves” in the
denom nator of the reserve ratio to include the termat issue;
i.e.,”unpaid | osses”. Those provisions were carried forward

substantially unchanged into section 816 as applicable herein.*

4 Sec. 2 of the Life Insurance Conpany |ncone Tax Act of
(continued. . .)
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Wth this backdrop in mnd, we turn to the respective
argunents of the parties. Respondent |ooks to the subject term
“unpai d | osses”, and argues that a plain reading of this term
i ncludes all unpaid | osses, accrued or unaccrued. That reading,
respondent continues, conports with the definitions of “unpaid
| osses” and “reserves” which were prevalent in the P&C i nsurance
industry at the tinme of the 1942 Act. Respondent argues that
Congress, in the 1942 Act, used the P&C neaning of “unpaid
| osses” to refer to unpaid losses in the industry of life and A&H
i nsurance. Respondent argues that the insurance industry treats
an accrued unpaid | oss as substantively the sanme as an unaccrued
unpaid | oss and a reserve as substantively the sane as a
l[tability. Respondent acknow edges that the insurance industry
di stingui shes between accrued and unaccrued unpaid | osses for
pur poses of the annual statenent but asserts that this
distinction is neaningless for Federal incone tax purposes.
Petitioner argues that the industry of life and A&H insurance,
unli ke the P&C i nsurance industry, makes a neani ngful distinction
bet ween an unpaid | oss that has accrued and an unpaid | oss that
has not accrued, and petitioner asserts that the industry of life

and A&H i nsurance considers a reserve to be different froma

4(C...continued)
1959, Pub. L. 86-69, 73 Stat. 112, added the parenthetical phrase
“whet her or not ascertained” now found in sec. 816(a)(2).
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ltability. Petitioner argues that the nmeaning of the subject
termas given to it by the industry of life and A&H insurance is
t he neani ng that applies here.

We agree with petitioner that the specific industry at the
focus of our inquiry is life and A&H i nsurance and that the life
and A&H i nsurance industry distinguishes neaningfully a reserve
froma liability and an accrued unpaid | oss from an unaccrued
unpaid loss. W also agree wth petitioner that an unaccrued
unpaid | oss, which the industry treats as a reserve and not a
l[tability, is substantively different for purposes of section 816
froman accrued unpaid | oss, which the industry treats as a
ltability and not a reserve.

As we read the applicable text with its lengthy history in
m nd, we believe that Congress neant for the term “unpaid | osses”
to reach only those unpaid | osses which are technical reserves in
the NAIC sense; to wit, unaccrued unpaid | osses. According to
the NAIC, an unaccrued unpaid loss is considered a reserve for
annual statenent purposes, and an accrued unpaid |oss is

considered a liability.® W, like the Court of Appeals for the

> As we understand the nonenclature of the life and A&H

i ndustry, an A&H insurer incurs a | oss upon the happening of an

i nsured event, and, when it does, the estimated liability on the

portion of the |l oss that represents services yet to be received

is called an unaccrued unpaid | oss or a reserve. The estinmated

liability of the portion that represents services already

received is called an accrued unpaid | oss or an accrued
(continued. . .)
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Seventh Circuit in Harco Holdings, Inc. v. United States, 977

F.2d 1027, 1033 (7th Gr. 1992), believe that the NAIC s
treatment of an itemin the annual statenent is an “authoritative
interpretive guide” as to the itenis treatnent for Federal incone
tax purposes, and that, when placed in the context of this case,
the item known as accrued unpaid | osses does not fall within the
meani ng of the term “unpaid | osses” for purposes of section

816(c). See also Gulf Life Ins. Co. v. United States, 35 Fed.

a. 12 (1996), affd. 118 F. 3d 1563 (Fed. Gr. 1997). To be sure,
the |l egislative purpose of the reserve ratio is to define
mechanically the term*“total reserves”, and the fact that an
accrued unpaid loss is not a reserve within the nmeaning of the
termin the industry of life and A&H i nsurance | eads to the
conclusion that the legislators did not intend for accrued unpaid
| osses to enter into “total reserves”.

Respondent relies on Qccidental Life Ins. Co. v. United

States, 385 F.2d 1 (9th Gr. 1967), to support his assertion that
t he annual statenment’s distinction between accrued and unaccrued
itenms is nmeaningless for Federal incone tax purposes. W, for
the reasons stated by the Court of Appeals for the Seventh

Circuit in Harco Holdings, Inc. v. United States, supra, find

Occidental Life Ins. Co. unhelpful to us in construing the term

5(...continued)
liability.
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“unpai d | osses” for purposes of section 816(c)(2). In Cccidental

Life Ins. Co., the Court of Appeals for the Ninth Crcuit was

asked to deci de whether the use of the term “unpaid | osses” in
former section 806(c) included accrued unpaid | osses. The Court
of Appeals for the Ninth Crcuit held it did. The parties in
that case had stipulated that the termhad the sanme neaning in
former sections 801 and 806(c), and the court construed section
816's predecessor (fornmer section 801) nerely as support for its

ultimate conclusion. See Occidental Life Ins. Co. v. United

States, supra at 5. The court stated that the term “unpaid

| osses” in forner section 801 included accrued unpaid | osses.®
See id. at 6. The court reasoned that nost unaccrued unpaid
| osses fall within the neaning of “life insurance reserves” for
pur poses of former section 801(a)(1), (b), and (c)(1), and that
the reference to “unpaid | osses” in former section 801(a)(2) and
(c)(2) would be neaningless were the termnot to include both
accrued and unaccrued unpaid |losses. |d.

The Court of Appeals for the Seventh Circuit noted that this

rational e of the Court of Appeals for the Ninth Crcuit was based

1n this regard, the Court of Appeals for the Ninth
Crcuit's analysis of the subject termunder former sec. 801 was
dicta. The court acknow edged as nmuch when it stated that *an
exam nation of section 801 along these conparative lines is not
required for a conclusion as to the neaning of 'unpaid | osses' in
section 806". (Cccidental Life Ins. Co. v. United States, 385
F.2d 1, 5 (9th Cr. 1967).
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on a “false premse”: *“unaccrued unpaid | osses are generally not
included in "life insurance reserves' because they are not
‘conputed or estimated on the basis of recognized nortality or
nmorbidity tables. * * *'  Sec. 801(b). * * * Thus, the

provi sions for 'unpaid | osses' need not be superfluous, even if

t hey include only unaccrued unpaid |l osses.” Harco Holdings, Inc.

v. United States, supra at 1036; fn. ref. omtted. The Court of

Appeal s for the Seventh Circuit also noted that the Court of
Appeals for the Ninth Crcuit’s reasoning had a “logical flaw
“I'f *unpaid | osses’ neans all unpaid |osses, and ‘life insurance
reserves’ includes unaccrued unpaid | osses, then the statute
counts unaccrued unpaid |l osses twice. Thus the court avoi ded
maki ng the provisions for ‘unpaid | osses’ superfluous by making
themredundant.” 1d. at 1036 n.14. The Court of Appeals for the
Seventh G rcuit concl uded:

Al t hough we are not persuaded by the N nth
Crcuit’s reasoning, * * * we need not reject
Cccidental Life * * * out of hand. Instead, we note
that identical |anguage in sections 806 and 801 need
not have the sanme neaning. Section 806 governs a tax
deduction, while section 801 is a definitional
provi sion. Deductions are a matter of |egislative
grace, to be construed strictly agai nst taxpayers.
Definitional provisions, |like section 801, get a
somewhat nore |iberal reading. United States v.
Consuner Life Ins. Co., 430 U. S. 725, 752-53 n.38, 97
S.Ct. 1440, 1454 n. 38, 52 L.Ed.2d 4 (1977)
(restrictive interpretation given to tax deductions
shoul d not be applied to section 801); Swift, 151 F.2d
at 628-29 (rejecting argunent that the predecessor
statutes to sections 801 and 806 should be construed
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at 1036-1037; fn. refs. and

identically). * * * [ld.
sone citations omtted.]

Qur conclusion that the term*“total reserves” does not
i ncl ude accrued unpaid |losses is al so supported by exam ning the
structure of the statute. The applicable statute, section 816,
treats the class of “unpaid | osses” as a subset of a nuch | arger
class of itens called “reserves”. An insurer’s “total reserves”
are defined by section 816(c) to include its “unpaid | osses”, and
the latter termis followed in the text by a clause that reads
“and * * * all other insurance reserves required by |aw, sec.
816(c)(3). The fact that an accrued unpaid loss is not a reserve
in the pertinent insurance industry neans that it cannot be
included in a subset of reserves, nor followed by “other
i nsurance reserves”. Mreover, an insurer’s “unpaid | osses” are
added to its “life insurance reserves” under section 816(a) to
reach a sumthat nust “conprise nore than 50 percent of its total
reserves”. Sec. 816(a).

Qur interpretation is further supported by the fact that the
word “reserves” had acquired a fixed and definite neaning in the
life and A&H industry at the tinme of the 1942 Act. The 1942 Act,
as di scussed above, added the term “unpaid | osses” to the Code,
and the legislative history surrounding the 1942 Act contains no
i ndi cation that Congress intended to use the word “reserves” in

ot her than the neaning that was then crystallized in the life and
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A&H industry and in the courts. As discussed infra, courts had
hel d repeatedly before the 1942 Act that the word “reserves” in
the life and A&H i ndustry i ncluded unaccrued unpaid | osses and,
nmore inportantly, that the neaning of the word did not include
accrued unpaid | osses. Wereas respondent asks the Court to
concl ude that Congress intended for the word to carry a contrary
meani ng prevalent in the P& C insurance industry, we decline to do
so.” The P&C insurance industry is substantively different from
the industry of life and A&H i nsurance, and we read nothing in
the 1942 Act or the legislative history thereunder that would
persuade us that Congress neant for the word “reserves” in the
context of life and A&H i nsurance to have the neaning given to it
by the P&C insurance industry. To be sure, the nost |ogical
conclusion fromthe fact that Congress used the word in the
rel evant parts of the statute in the setting of life and A&H
i nsurance is that Congress neant for that word to have the
established neaning in the |ife and A&H industry.

As to the history of the nmeaning of the word “reserves”, the
first regulatory definition of that word in the setting of life

and A&H insurance is found in Regs. 62, Art. 681 (1921 Act).

" The P&C neaning of the term “unpaid | osses” included
accrued unpaid | osses. See, e.g., Pacific Enployers Ins. Co. v.
Comm ssioner, 33 B.T.A 501, 504 (1935), affd. 89 F.2d 186 (9th
Cir. 1937); Retailers Fire Ins. Co. v. Comm ssioner, 3 B.T.A 1186
(1926).




- 24 -

Those regul ati ons, which govern the reserve deduction under the
1921 Act, state:

The reserve deduction is based upon the reserves

requi red by express statutory provisions or by the

rules and regul ations of the State insurance

departnments when pronulgated in the exercise of a power

conferred by statute; * * * Only reserves peculiar to

I nsurance conpanies are to be taken into consideration.

* * * (Cenerally speaking, the followng will be

consi dered reserves as contenplated by the law Itens

7, 8, 9, 10, and 11 of the liability page of the annual

statenent for |life conpanies, and itens 16, 17, 18, 19,

and 26 of the liability page of the annual statenent

for m scell aneous stock conpanies, if a life insurance

conpany is also transacting other kinds of insurance

busi ness. * * *
The acconpanyi ng regul ati ons which controlled the cal cul ati on of
the reserve ratio stated that the definition in Article 681 would
al so apply for purposes of that ratio. See Regs. 62, Art. 661
(1921 Act). Subsequent regul ati ons under the Revenue Act of
1924, ch. 234, 43 Stat. 253, the Revenue Act of 1926, ch. 27, 44
Stat. 9, the Revenue Act of 1928, ch. 852, 45 Stat. 791, and the
Revenue Act of 1932, ch. 209, 48 Stat. 680, continued this
treatnment by carrying forward the | anguage in the 1921
regulations as to the definition of a “reserve” and the
conputation of the reserve ratio.

Wth the passage of the Revenue Act of 1934 (1934 Act), ch.
277, 48 Stat. 680, the Conm ssioner changed his view on the
meani ng of the word “reserves” as applied to the industry of life

and A&H i nsurance. The Comm ssioner adopted in the regul ations
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t hereunder a neaning for the word “reserves” that was nore
restrictive than the previous definition, stating in the

regul ations that only a reserve that related to a “future
unaccrued and contingent” claimwould qualify as a reserve for
pur poses of the reserve deduction. Regs. 86, sec. 203(a)(2)-1
(1934 Act). The regulations went on to provide that the word
“reserves” did not include “reserves required to be naintained to
provide for the ordinary runni ng expenses of a business * * *
such as * * * accrued but unsettled policy clainms”. 1d. The
regul ations, unlike their predecessors, did not reference any
specific itens of the liability page of the annual statenent that
woul d generally constitute a reserve for Federal incone tax

pur poses.

Much litigation flowed fromthe Comm ssioner’s definition of
the word “reserves” as set forth in the 1934 regul ati ons, and
courts held that sonme of the itens which would have qualified
under the prior regulations no | onger qualified under the new

definition. See, e.g., Equitable Life Assurance Socy. V.

Conm ssioner, 44 B.T.A 293 (1941) (amounts reported on line 9 on

t he annual statenment were not reserves because they represented
liabilities which had already matured). As to many of the other
itens referenced in the pre-1934 regul ati ons, however, such as
the reserves relating to A&H i nsurance, the courts held that

t hose anmounts conti nued to be “technical insurance reserves”
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because they were “future, unaccrued and contingent anounts”.
According to these courts, only “future, unaccrued and conti ngent

anounts” could constitute a “reserve”. See, e.g., Conm ssioner

v. Monarch Life Ins. Co., 114 F. 2d 314, 325 (1st G r. 1940)

(citing, inter alia, Helvering v. Inter-Muntain Life Ins. Co.,

294 U. S. 686 (1935)), affg. 38 B.T.A 716 (1938); PanAnerican

Life Ins. Co. v. Conm ssioner, 38 B.T.A 1430 (1938), affd. 111

F.2d 366 (5th GCr. 1940); Equitable Life Assurance Socy. V.

Comm ssioner, 33 B.T.A 708 (1935). A statenment to a simlar

ef fect appeared in an opinion of the United States Suprene Court.

See Helvering v. Oreqon Mut. Life Ins. Co., 311 U S. 267, 271-272

(1940) (unpaid | osses are reserves to the extent that they have
not accrued). Moreover, although deductible reserves and the
reserves required for qualification as a life insurance conpany
under the predecessors to section 816 were not identical, see,

e.g., Comm ssioner v. Mmnarch Life Ins. Co., 114 F. 2d at 325

(deductible reserves need not be life insurance reserves), there
seens to be no question that the underlying concept of “reserves”
was the same in both provisions. Certainly the Conm ssioner
t hought so. See Regs. 86, sec. 201(a)-1 (1934 Act) (deductible
reserves and qualification reserves are the sane).

The 1942 Act added what is now section 816(a)(2), whereby
uncl ai med | osses on A&H policies are included in the nunerator of

the fraction. Congress did so because it recognized that
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noncancel abl e and certain other types of A&H i nsurance had
characteristics simlar to life insurance and that conpanies
writing those policies should be allowed to qualify nore easily
as |life insurance conpanies. See S. Rept. 1631, 77th Cong., 2d
Sess. (1942), 1942-2 C B. 504, 611-612. Contrary to respondent’s
argunents, Congress neither anended the reserve ratio intending
to depart fromthe well-established enphasis on reserves to
determ ne the nature of an insurance conpany's business, nor
redefined the reserve ratio by introducing for the first time P&C
i nsurance termnology into life and A&H products. Congress
merely identified with particularity the reserves that were
required for Iife and A&H i nsurance.

Respondent al so relies inappropriately on National

Protective Ins. Co. v. Conm ssioner, 128 F.2d 948 (8th GCr

1942), affg. 44 B.T.A 978 (1941), stating that the case is

“eerily simlar” to the facts at hand.® That case has little

8 Respondent also is mstaken by his reliance on the Tax
Equity and Fiscal Responsibility Act of 1982, Pub. L. 97-248, 96
Stat. 324, and the Tax Reform Act of 1984, Pub. L. 98-369, 98
Stat. 494, to infer therefromthe neaning of the term “unpaid
| osses”. That termwas added to the Internal Revenue Code of
1939 by the Revenue Act of 1942, ch. 619, sec. 163(a), 56 Stat.
798, 867, and those subsequent acts have no bearing on its
meani ng. Respondent infers fromthe |ater acts that the fact
that Congress did not explicitly state therein that accrued
unpai d | osses on CA&H insurance were excluded from “unpaid
| osses” nmeans that Congress did not intend to exclude those itens
fromthat termwhen it was enacted in 1942. Respondent cites
West Va. Univ. Hosps., Inc. v. Casey, 499 U S. 83, 98 (1991),

(continued. . .)




- 28 -

rel evancy to our analysis herein. There, the insurer derived 98
percent of its prem umincone from A&H i nsurance and 2 percent
fromlife insurance. 1In contrast to the unpaid | osses at issue
in this case, the issue there was whether the insurer’s unearned
prem uns were reserves. The taxpayer generally argued that no
A&H obligation could neet the pre-1942 definition of “reserve”,
and it did not distinguish between accrued and unaccrued

obl i gations, asserting that the unearned prem uns were not true
i nsurance reserves because they were not “required by law . The

court disagreed, citing Comm ssioner v. Mnarch Life Ins. Co.,

supra, to hold that the reserve deduction is not limted to
reserves that are life insurance reserves. Nor does petitioner
di sagree with that holding. In fact, the parties agree that
petitioner included its unearned premuns in the reserve ratio's
denom nator. Contrary to respondent's argunent, it does not

follow from National Protective Ins. Co. that all A&H obligations

8. ..continued)

with the foll ow ng parenthetical: “(observing that purpose of
statute includes not only what it sets out to change, but also
what it resolves to leave alone).” |In addition to the fact that

respondent could have nade the sanme argunent with respect to
every act that postdated the 1942 Act, the fact that Congress did
not change the reserve ratio in the later acts aids respondent's
position only if the reserve ratio nmeant what respondent says it
did before those acts. As explained herein, it did not. 1In
fact, the cited case is far nore apt as a description of the
events surrounding the 1942 Act, in which Congress set out to
make it easier for conpanies witing noncancel abl e A&H i nsurance
to qualify as |ife insurance conpani es.
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are reserves nerely because the court held there that some A&H
obligations are reserves.
The only case that has squarely addressed the neani ng of the

subject termin section 816(c)(2) is Harco Holdings, Inc. v.

United States, 977 F.2d 1027 (7th Gr. 1992). There, the

t axpayer’s subsidiary, Association Life, was a chartered life
i nsurance conpany that filed annual statenments on which it
reported its unaccrued CA&H i nsurance obligations on exhibit 9
and its accrued CA&H i nsurance obligations on exhibit 11. The
Comm ssi oner argued that Association Life had to include its
exhibit 11 accrued liabilities (i.e., its accrued unpaid | osses)
in the denom nator of the reserve ratio. The Court of Appeals
for the Seventh Circuit thoroughly anal yzed the statutory text,
the rel evant regul ations, the adm nistrative history, the case
law, and the legislative history and concluded that the reserve
ratio’s denom nator did not include Association Life's exhibit 11
anounts. The court’s analysis and concl usion are persuasive, and
we follow themin this case.

As further support for our conclusion as to accrued unpaid
| osses, we turn to the Conm ssioner's admi nistrative position on
accrued liabilities and the reserve ratio for purposes of life
i nsurance; that position is contrary to the position respondent
takes here. In Rev. Rul. 72-115, 1972-1 C B. 200, the

Comm ssioner ruled that unpaid | osses on life insurance policies



- 30 -

(namely, present liabilities to pay death benefits to the
beneficiaries of insureds who had already di ed) were excludabl e
fromthe reserve ratio because they were accrued liabilities.
Respondent attenpts in his brief to narrow the effect of that
ruling in this case:

Respondent concedes that a diligent reader nust

carefully parse through the tight |anguage of the

ruling to correctly arrive [sic] at its narrow hol di ng.

* * * ypon close reading, it is evident that the

ruling sinply holds that reserves for certain unpaid

| osses arising fromlife insurance contracts in

connection with a death claimbenefit are not

includible in either the nunerator or the denom nator

of the qualification fraction.
Respondent's attenpt is unavailing. Respondent focuses on the
fact that the term*“unpaid | osses” appears in section 816(c)(2),
but not section 816(c)(1) or (3), and argues that because the
term “unpaid | osses” is used only in connection with A&H
i nsurance, the reserve ratio nust include accrued obligations
with respect to A&H i nsurance and excl ude accrued obligations
with respect to life insurance.® As the Court of Appeals for the
Seventh Crcuit stated:

even if we agree that section 801(c)(2) does not cover

unpaid | osses on life insurance and can thereby

reconcil e Revenue Ruling 72-115 with the Service's

current position, the reconciliation makes no sense.

For if we accept the position of the IRS, then the
reserve ratio test would not neasure accrued unpaid

° Respondent ignores the fact that the term “unpai d | osses”
is also included in sec. 816(a)(2), which does include reference
to life insurance policies.
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| osses on life insurance but woul d nmeasure accrued
unpai d | osses on accident and health insurance. The
Service is unable to explain why Congress would want to
treat accrued unpaid |l osses on the two ki nds of
insurance differently. Indeed, the Service concedes
that, if anything, Congress thought that accident and
heal th insurance (at |east when noncancel abl e) shoul d
be treated just like life insurance. * * * [Harco

Hol dings, Inc. v. United States, supra at 1034.]

We are also mndful of section 1.801-3(g), |ncone Tax Regs.,
whi ch provi des:
Sec. 1.801-3. Definitions.

this section defines the following terns, which are to
be used in determning if a taxpayer is alife

i nsurance conpany (as defined in section 801(a) and
paragraph (b) of this section):

* * * * * * *

(g) Unpaid | osses (whether or not ascertained).
The term “unpaid | osses (whether or not ascertained)”
means a reasonable estimte of the anpbunt of the | osses
(based upon the facts in each case and the conpany's
experience wth simlar cases)--

(1) Reported and ascertai ned by the end
of the taxable year but where the anmount of
the | oss has not been paid by the end of the
t axabl e year,

(2) Reported by the end of the taxable
year but where the anmount thereof has not
been either ascertained or paid by the end of
t he taxabl e year, or

(3) Wiich have occurred by the end of
t he taxabl e year but which have not been
reported or paid by the end of the taxable
year.
Respondent concedes that these regul ations do not distinguish

bet ween accrued and unaccrued unpai d | osses on CA&H i nsurance,
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but asserts that the regul ations' “broad | anguage certainly

i ncludes the accrued unpaid | osses at issue herein”. W

di sagree. These regul ati ons have no direct bearing on the issue
at hand. In addition to the fact that respondent concedes that
they do not contenplate a distinction between accrued and
unaccrued | osses on CA&H i nsurance, the regul ations were issued
one year after Congress added the parenthetical “(whether or not

ascertained)” to the Code. See Harco Holdings, Inc. v. United

States, supra at 1034-1035.

We hold that Central Life s accrued unpaid | osses on CA&H
i nsurance are not unpaid | osses under section 816(c)(2), and,
hence, that it is a life insurance conpany for Federal incone tax
purposes. In so holding, we have carefully considered al
argunents by respondent for a contrary holding, and, to the
extent not discussed above, find themto be irrelevant or w thout
nerit.® To reflect the parties' concessions,

Deci sion will be entered

under Rul e 155.

10 Respondent argued in his reply brief for the first tine
that United States v. CGeneral Dynamics Corp., 481 U S. 239,
246-247 (1987), may apply to some of Central Life's accrued
unpaid | osses to deny their deductibility. This argunent raises
a new i ssue and does so untinely. Accordingly, we do not
consider it. See Palnmer v. Conmm ssioner, 62 T.C. 684, 698
(1974), and the cases cited therein, affd. 523 F.2d 1308 (8th
Cr. 1975); see also Estate of Horvath v. Conmm ssioner, 59 T.C.
551, 555 (1973).




