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1 T.C. 184 (1942)

A fraternal beneficiary society operating under the lodge system loses its tax-exempt
status when it reorganizes as a mutual legal reserve life insurance company, and its
income becomes subject to taxation, even if derived from contracts or assets held
during the period of exemption.

Summary

The Royal Highlanders, originally a tax-exempt fraternal society, reorganized into a
mutual legal reserve life insurance company. The Commissioner of Internal Revenue
determined deficiencies in the company’s income tax for 1937 and 1938. The central
issues were whether income from pre-reorganization contracts remained exempt,
how to calculate reserve and asset deductions for the initial taxable year, whether a
“Premium Reduction  Credit”  fund  qualified  as  a  reserve,  and  whether  certain
reported rental income should be excluded as livestock sale proceeds. The Tax Court
held that the tax exemption ceased upon reorganization, the taxable year began on
the date of reorganization, the “Premium Reduction Credit” fund was not a reserve,
and the company failed to prove the rental income was actually from livestock sales.

Facts

The Royal Highlanders was incorporated as a fraternal society operating under a
lodge system on August 10, 1896, and was exempt from federal income tax. On May
4,  1937,  it  reorganized  into  a  mutual  legal  reserve  life  insurance  company,
complying with Nebraska statutes. It filed its first federal income tax return on
March 11, 1938, for the period from May 4 to December 31, 1937. The company
continued to manage contracts issued before the reorganization.

Procedural History

The Commissioner  of  Internal  Revenue assessed deficiencies  in  the  petitioner’s
income tax for the calendar years 1937 and 1938. The Royal Highlanders petitioned
the Tax Court for a redetermination of these deficiencies. The Tax Court considered
the issues raised by the Commissioner’s adjustments and the company’s claims for
exemption and deductions.

Issue(s)

1. Whether contracts issued and outstanding before May 4, 1937, and the earnings
and reserves associated with them, are exempt from taxation under Section 101(3)
of the Revenue Acts of 1936 and 1938.

2. How should the “mean of the reserve funds required by law” and the “mean of the
invested assets”  be computed for  1937 under  Section 203(a)(2)  and (4)  of  the
Revenue Act of 1936, given the mid-year change in tax status?
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3.  Whether  the  amount  held  as  a  “Premium Reduction Credit”  reserve can be
included in computing “the reserve funds required by law” under Section 203(a)(2)
of the Revenue Acts of 1936 and 1938.

4.  Whether  the  petitioner  has  established its  right  to  exclude  certain  amounts
included  in  gross  income as  rental  income,  claiming  they  were  proceeds  from
livestock sales.

Holding

1. No, because the tax exemption applies to specific types of organizations, and the
petitioner ceased to be an exempt organization when it reorganized into a mutual
legal reserve life insurance company.

2. The mean of the reserve funds and invested assets should be computed using the
values as of May 4, 1937, and December 31, 1937, because the taxable year began
on May 4, 1937, when the petitioner lost its tax-exempt status.

3.  No,  because  the  “Premium Reduction  Credit”  fund  was  not  a  reserve  fund
required by law, as it was used to reduce premiums rather than to meet future
unaccrued and contingent claims.

4. No, because the petitioner failed to provide sufficient evidence to substantiate its
claim that the reported rental income was actually derived from livestock sales.

Court’s Reasoning

The  court  reasoned  that  tax  exemptions  are  granted  to  specific  types  of
“organizations.”  The  Royal  Highlanders  was  initially  exempt  as  a  fraternal
beneficiary society operating under the lodge system. However, upon reorganizing
into a mutual legal reserve life insurance company on May 4, 1937, it no longer met
the statutory requirements for exemption. The court emphasized that a taxpayer
claiming an exemption must clearly fall within the statute’s provisions, and there is
no provision for  partial  exemption.  The court  stated,  “There is  no provision in
section 101, supra, granting a partial exemption from tax and we are not at liberty
to read any such provision into it.”

Regarding the computation of deductions, the court determined that the taxable
year began on May 4, 1937, when the petitioner became a taxable entity. Therefore,
the mean of the reserve funds and invested assets should be calculated using the
values on May 4 and December 31. The court rejected the Commissioner’s argument
that the taxable year was the full calendar year, finding that the petitioner’s return
covered only the period during which it was subject to tax.

The court  held that  the “Premium Reduction Credit”  fund did not  qualify  as  a
reserve fund required by law. It distinguished this fund from reserves set aside to
meet future insurance obligations, noting that it was used to reduce premiums. The
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court quoted Maryland Casualty Co. v. United States, defining a reserve as a fund
“with which to mature or liquidate… future unaccrued and contingent claims.”

Finally, the court found that the petitioner failed to provide adequate evidence to
support its claim that certain reported rental income was actually proceeds from
livestock sales. The court noted the lack of information regarding the acquisition,
cost, and sale of the cattle, making it impossible to determine the net proceeds.

Practical Implications

This case clarifies that tax exemptions for specific organizational forms are strictly
construed and are lost upon reorganization into a non-exempt form. It highlights the
importance  of  accurately  determining  the  beginning  of  a  taxable  year  when  a
taxpayer’s  status  changes  mid-year.  The  decision  reinforces  the  definition  of
“reserves  required  by  law”  for  insurance  companies,  emphasizing  that  these
reserves must be specifically designated for meeting future policy obligations, not
for general premium reductions. It also serves as a reminder that taxpayers bear the
burden  of  proving  their  claims  for  deductions  and  exclusions  with  sufficient
evidence.


