Western National Life Insurance Co. v. Commissioner, 51 T. C. 824 (1969)

Net deferred and uncollected premiums and due and unpaid premiums (excluding
loading) must be included as assets when computing a life insurance company’s
share of investment income under the Life Insurance Company Income Tax Act.

Summary

In Western National Life Insurance Co. v. Commissioner, the U. S. Tax Court
reconsidered whether certain premiums should be included as assets for tax
purposes under the Life Insurance Company Income Tax Act of 1959. The case
centered on the inclusion of net deferred and uncollected premiums and due and
unpaid premiums, excluding the loading component, as assets in calculating the
company’s share of investment income. The court modified its original opinion,
holding that these net premiums must be included as assets to balance the tax
computation, aligning with the legislative intent to tax life insurance companies’
income in a manner consistent with their accounting practices. This decision
highlights the complexities of applying fictitious accounting entries in tax
calculations and their impact on the allocation of investment income between the
company and policyholders.

Facts

Western National Life Insurance Company contested the Commissioner’s
adjustments to its phase I tax computation under the Life Insurance Company
Income Tax Act of 1959. The adjustments related to the inclusion of “deferred and
uncollected premiums” and “due and unpaid premiums” as assets. Initially, the Tax
Court excluded these items, reasoning they did not produce investment income.
Upon reconsideration, influenced by the Seventh Circuit’s decision in Franklin Life
Insurance Co. v. United States and arguments from amici curiae, the court revisited
the issue. The premiums in question were not actually received or collectible at the
end of the tax year but were included on the company’s balance sheet as fictitious
assets to offset overstated reserves.

Procedural History

The case began with the Tax Court’s original opinion on May 13, 1968, which
excluded deferred and uncollected premiums and due and unpaid premiums from
assets for phase I tax computations. Following the Commissioner’s motion for
reconsideration and subsequent arguments, including briefs from amici curiae and
the impact of the Seventh Circuit’s Franklin Life Insurance Co. decision, the Tax
Court issued a supplemental opinion on February 24, 1969, modifying its original
decision to include these net premiums as assets, but excluding the loading
component.

Issue(s)
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1. Whether net “deferred and uncollected premiums” and “due and unpaid
premiums” should be included as assets in computing the taxpayer’s share of
investment income under section 804 of the Internal Revenue Code of 19547

2. Whether the loading component of these premiums should be included in the
asset calculation?

Holding

1. Yes, because the inclusion of these net premiums as assets prevents distortion in
the tax computation and aligns with the legislative intent to tax life insurance
companies’ income in a manner consistent with their accounting practices.

2. No, because including the loading would distort the balance sheet and the tax
computation, as the loading does not offset the overstated reserves and has no
adjusted basis for tax purposes.

Court’s Reasoning

The court’s reasoning focused on the need to maintain balance in the tax
computation under the Life Insurance Company Income Tax Act. It acknowledged
the use of fictitious assets and liabilities in life insurance accounting, which assumes
all premiums are paid by the end of the year. The court accepted that net deferred
and uncollected premiums and due and unpaid premiums must be included as assets
to offset the overstated reserves, preventing distortion in the allocation of
investment income between the company and policyholders. However, the court
rejected the inclusion of the loading component in these assets, as it would not only
lack an adjusted basis but also skew the tax computation by not offsetting the
reserves. The court noted the absence of specific legislative support for including
loading but emphasized the necessity of maintaining a balanced approach in tax
computations. The decision was influenced by the Seventh Circuit’s ruling in
Franklin Life Insurance Co. and the arguments of amici curiae, highlighting the
industry’s reliance on assumptions in its accounting practices.

Practical Implications

This decision has significant implications for the taxation of life insurance
companies, particularly in how they calculate their phase I tax under the Life
Insurance Company Income Tax Act. It clarifies that net deferred and uncollected
premiums and due and unpaid premiums must be treated as assets, aligning tax
computations with the industry’s accounting practices. However, the exclusion of
the loading component from these assets ensures that the tax computation remains
balanced and fair. Legal practitioners advising life insurance companies must
consider these fictitious assets in tax planning and ensure that the loading is not
included in asset calculations to avoid distorting the tax base. This ruling may
influence future cases and regulations concerning the taxation of life insurance
companies, emphasizing the importance of maintaining consistency between
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accounting practices and tax computations.
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