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2 T.C. 607 (1943)

A mutual insurance company does not lose its right to be taxed as such merely
because  its  directors,  in  their  discretion,  accumulate  surplus  funds  instead  of
distributing them immediately to policyholders, as long as the company is owned by
and operated for the benefit of its policyholders.

Summary

The  Order  of  Railway  Employees,  a  mutual  insurance  company,  challenged
deficiencies  in  its  income  tax  assessed  by  the  Commissioner,  who  argued  the
company was not operating as a true mutual. The Tax Court held that the company
was still a mutual insurance company for tax purposes. This was based on the fact
that it was owned entirely by its policyholders, even though the directors had chosen
to retain surplus for contingencies rather than distribute it immediately. The court
emphasized that the power to distribute surplus resided with the policyholders, and
the directors’ decisions were made in good faith.

Facts

The Order of Railway Employees was incorporated in California in 1906, initially as
a fraternal beneficiary society. It later amended its articles to issue health, accident,
and life insurance to its members. In 1934, it amended its articles again to operate
as a mutual legal reserve life, accident, and health insurance company. From 1931
to 1940, the company accumulated reserve funds, including a statutory reserve, a
life reserve, an emergency reserve, and a surplus. Only one dividend was distributed
in  1931.  The  company’s  directors  chose  to  retain  earnings  to  ensure  financial
stability and cover potential contingencies like strikes or epidemics.

Procedural History

The Commissioner of  Internal  Revenue determined deficiencies in  the Order of
Railway Employees’ income tax for the years 1936-1940, arguing that the company
was not  operating as  a  mutual  insurance company and should be taxed as  an
insurance company other than life or mutual under Section 204 of the Revenue Act
of  1936.  The  Order  of  Railway  Employees  petitioned  the  Tax  Court  for  a
redetermination of the deficiencies.

Issue(s)

Whether the Order of Railway Employees should be taxed as a mutual insurance
company under Section 207(a) of the Revenue Act of 1936, or as an insurance
company other than life or mutual under Section 204(a) of the same act, given its
accumulation of surplus and the forfeiture of interest by holders of lapsed policies.

Holding
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Yes,  the  Order  of  Railway  Employees  should  be  taxed  as  a  mutual  insurance
company because it  was  owned entirely  by  its  policyholders,  and its  directors’
decision  to  accumulate  surplus,  rather  than  distribute  it  immediately,  was  a
reasonable exercise of their discretion to ensure the company’s financial stability.

Court’s Reasoning

The Tax Court reasoned that the essence of a mutual insurance company is that it is
owned  and  controlled  by  its  policyholders,  who  are  entitled  to  the  excess  of
premiums over costs. The court acknowledged that the directors had not declared
dividends after 1931, but found that their decision to retain surplus was based on
legitimate concerns about economic conditions, potential risks, and the desire to
ensure the company’s ability to pay claims. The court cited the company’s articles of
incorporation, which stated it was a mutual company not formed for pecuniary gain
and required distribution of surplus not needed for corporate purposes. While lapsed
policies forfeited their interest in the surplus, the court reasoned that this did not
prevent the company from being a mutual. The court emphasized that there was no
evidence  of  bad  faith  or  abuse  of  discretion  by  the  directors,  and  that  the
policyholders, as owners, could have compelled distribution if they had chosen to do
so. The court stated that an insurance company “has the right to retain…an amount
sufficient to insure the security of its policyholders in the future as well as the
present, and to cover any contingencies that may arise or may be fairly anticipated.”

Practical Implications

This case clarifies that the determination of whether an insurance company qualifies
as a mutual for tax purposes depends primarily on its ownership structure and the
rights  of  its  policyholders,  not  solely  on  the  timing  or  frequency  of  dividend
distributions.  It  provides  legal  precedent  that  directors  of  mutual  insurance
companies have discretion to retain surplus for legitimate business purposes without
jeopardizing the company’s mutual status. This ruling impacts how mutual insurance
companies manage their finances and how the IRS assesses their tax obligations. It
confirms that mutuality is not lost simply because some policyholders forfeit their
rights to surplus due to policy lapses.


