Modern Life & Accident Insurance Co. v. Commissioner, 49 T. C. 670 (1968)

An insurance company operating on an assessment plan may be classified as a
mutual insurance company for federal tax purposes despite state law classifications.

Summary

In this case, the United States Tax Court determined that Modern Life & Accident
Insurance Company, an Illinois-based insurer operating on an assessment plan, was
taxable as a mutual insurance company under section 821 of the Internal Revenue
Code of 1954. The company argued it should be taxed under sections 831 and 832 as
an insurance company other than life or mutual due to its assessment-based
operations and inability to pay dividends. However, the court found that the
company exhibited characteristics of a mutual insurer, including policyholder
control and the potential for surplus distribution, leading to the conclusion that it
should be taxed as such for federal income tax purposes.

Facts

Modern Life & Accident Insurance Company, incorporated in Illinois in 1923,
operates as an assessment accident and health insurance company. It has no
shareholders, with policyholders electing the board of directors and having voting
rights on company matters. The company’s articles of incorporation allow for the
board to set premiums and assessments as needed. Although it has never paid
dividends, all its policies are participating. The company’s surplus is held for its
policyholders, and it had a small unassigned surplus during the years in question
(1959-1962).

Procedural History

The company initially filed its federal income tax returns as a life insurance company
but later amended its position to claim taxation under sections 831 and 832. The
Commissioner of Internal Revenue determined deficiencies for the years 1959
through 1962, asserting that the company should be taxed as a mutual insurance
company under section 821. The case was brought before the United States Tax
Court, which ruled in favor of the Commissioner.

Issue(s)

1. Whether Modern Life & Accident Insurance Company, operating on an
assessment plan, is taxable as a mutual insurance company under section 821 of the
Internal Revenue Code of 1954.

Holding

1. Yes, because the company exhibited the characteristics of a mutual insurance
company, including policyholder control, operation at cost, and the right of
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policyholders to surplus, despite operating on an assessment plan and not paying
dividends.

Court’s Reasoning

The court reasoned that for federal tax purposes, the classification of an insurance
company as mutual does not depend on state law but on federal criteria. These
criteria include common equitable ownership of assets by policyholders,
policyholder control over management, the purpose of providing insurance at cost,
and the right to surplus. The court found that Modern Life & Accident met these
criteria: its policyholders elected the board of directors, it operated on an
assessment basis to provide insurance at cost, and its surplus was held for
policyholders’ benefit. The court also noted that the lack of dividend payments did
not preclude the company from being a mutual insurer, as the potential for such
payments existed. The court rejected the company’s argument that its inability to
convert to a domestic mutual under Illinois law should affect its federal tax status,
emphasizing that federal tax classification is independent of state law.

Practical Implications

This decision clarifies that insurance companies operating on an assessment plan
can be taxed as mutual insurance companies under federal law, regardless of state
classifications. Legal practitioners should analyze similar cases based on federal
criteria rather than state law when determining tax status. This ruling may impact
how assessment-based insurers structure their operations and financial reporting to
align with mutual insurance company characteristics for tax purposes. Businesses in
the insurance sector should consider these factors when planning their tax strategy.
Subsequent cases have applied this principle, reinforcing the focus on federal
criteria for tax classification of insurance companies.
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