Cuesta Title Guaranty Co. v. Commissioner, 71 T. C. 278 (1978)

An underwritten title company that does not bear the economic risk of loss on
insurance contracts issued is not an insurance company for federal tax purposes and
thus cannot deduct reserves for losses.

Summary

Cuesta Title Guaranty Co. , an underwritten title company, sought to deduct
reserves for unearned premiums and unpaid losses as an insurance company under
IRC section 831. The Tax Court held that Cuesta was not an insurance company
because it did not assume the economic risk of loss on the title insurance policies
issued by its underwriter, Chicago Title. Instead, Cuesta’s role was limited to
examining titles and preparing reports, while Chicago Title bore the full risk of loss.
The court emphasized that the character of the business actually conducted
determines tax status, and Cuesta’s business did not qualify as insurance.

Facts

Cuesta Title Guaranty Co. was incorporated in California as an underwritten title
company. It entered into an underwriting agreement with Chicago Title Insurance
Co. , whereby Cuesta would examine titles and prepare reports, while Chicago Title
would issue the actual title insurance policies. Cuesta charged customers for its
services and paid Chicago Title a 10% premium. Cuesta set up reserves for
unearned premiums and unpaid losses, modeled after California Insurance Code
provisions applicable to title insurers, and claimed deductions for these reserves on
its federal tax returns.

Procedural History

The Commissioner of Internal Revenue disallowed Cuesta’s claimed deductions for
reserves, asserting that Cuesta was not an insurance company under IRC section
831. Cuesta petitioned the U. S. Tax Court for a redetermination of the deficiencies
assessed by the Commissioner. The Tax Court upheld the Commissioner’s position
and entered a decision in favor of the respondent.

Issue(s)

1. Whether Cuesta Title Guaranty Co. qualifies as an “insurance company” within
the meaning of IRC section 831, allowing it to deduct reserves for losses.

Holding

1. No, because Cuesta does not bear the economic risk of loss on the insurance
contracts issued, it is not an insurance company under IRC section 831 and thus
cannot deduct reserves for losses.
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Court’s Reasoning

The Tax Court’s decision hinged on the definition of an insurance company for tax
purposes, which requires the assumption of another’s risk of economic loss. The
court relied on Allied Fidelity Corp. v. Commissioner, which clarified that the
character of the business actually conducted determines tax status. Cuesta’s
underwriting agreement with Chicago Title demonstrated that Cuesta’s role was
limited to title examination, while Chicago Title bore the full risk of loss on the
policies issued. Cuesta’s contractual liability was limited to its own negligence and
ran only to Chicago Title, not the policyholders. The court distinguished cases
involving title insurance companies, which did assume risk, from Cuesta’s situation
as an underwritten title company. The court concluded that Cuesta’s business did
not constitute insurance, and thus it could not claim deductions for reserves under
IRC section 831.

Practical Implications

This decision clarifies that underwritten title companies, which do not bear the risk
of loss on insurance policies, are not entitled to the tax treatment afforded to
insurance companies under IRC section 831. Practitioners should carefully examine
the nature of their clients’ businesses when advising on tax status. Underwritten
title companies may still establish reserves for potential losses, but these reserves
are not deductible as they would be for true insurance companies. The decision
underscores the importance of the economic risk of loss in determining whether a
business is engaged in insurance for tax purposes. Subsequent cases have applied
this principle to various types of risk-shifting arrangements, further refining the
distinction between insurance and non-insurance businesses.
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