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Carnation Co. v. Commissioner, 71 T. C. 400 (1978)

For  tax  purposes,  reinsurance  agreements  between related  parties  that  do  not
genuinely shift risk are not considered insurance.

Summary

Carnation  Co.  sought  to  deduct  insurance  premiums  paid  to  American  Home
Assurance Co.  ,  which were then largely  reinsured with  Carnation’s  Bermudan
subsidiary, Three Flowers. The Tax Court held that only 10% of the premiums were
deductible as valid insurance expenses, applying the principle from Helvering v.
LeGierse that  insurance requires genuine risk-shifting and risk-distribution.  The
court determined that the agreements between Carnation, American Home, and
Three Flowers did not shift risk effectively because the premiums paid to Three
Flowers were essentially retained within Carnation’s economic family, lacking true
insurance  risk.  Consequently,  the  premiums  paid  to  Three  Flowers  were  not
deductible and were treated as capital contributions under section 118, impacting
Carnation’s subpart F income and foreign tax credit calculations.

Facts

Carnation Co. paid $1,950,000 in insurance premiums to American Home Assurance
Co. for coverage of its U. S. properties. American Home then reinsured 90% of this
risk with Three Flowers Assurance Co. , Ltd. , a wholly owned Bermudan subsidiary
of Carnation. Three Flowers received $1,755,000 of the premiums from American
Home. Carnation claimed a deduction for the full premium amount as an ordinary
and necessary business expense, while also reporting the income received by Three
Flowers as subpart F income attributable to Carnation.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Carnation’s 1972
federal income tax and disallowed the deduction of 90% of the premiums paid to
American Home, treating the payments to Three Flowers as contributions to capital.
Both parties filed motions for summary judgment in the Tax Court, which ultimately
ruled in favor of the Commissioner’s determination.

Issue(s)

1. Whether Carnation is entitled to deduct as an ordinary and necessary business
expense the entire amount paid to American Home as insurance premiums when
90% of the risk was reinsured with its subsidiary, Three Flowers.
2. Whether the amounts received by Three Flowers constitute income derived from
the  insurance  or  reinsurance  of  United  States  risks  under  section  953,  or
contributions to capital under section 118.
3. Whether the amounts received by Three Flowers are attributable to Carnation as
subpart F income and considered income from sources without the United States for
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purposes of computing Carnation’s foreign tax credit limitation under section 904.

Holding

1. No, because the agreements between Carnation,  American Home, and Three
Flowers did not genuinely shift risk, as required for insurance under the principle
set forth in Helvering v. LeGierse.
2. No, because the payments to Three Flowers were not considered income from
insurance  or  reinsurance  of  United  States  risks;  instead,  they  were  treated  as
contributions to capital under section 118.
3. No, because the amounts received by Three Flowers were not considered income
from sources without the United States for purposes of  Carnation’s foreign tax
credit limitation under section 904.

Court’s Reasoning

The Tax Court  applied the principle from Helvering v.  LeGierse that  insurance
requires risk-shifting and risk-distribution. The court found that the agreements
between Carnation, American Home, and Three Flowers did not genuinely shift risk
because  the  premiums  paid  to  Three  Flowers  were  essentially  retained  within
Carnation’s  economic family.  The court  noted that  the capitalization agreement
between Carnation and Three Flowers and the reinsurance agreement between
American Home and Three Flowers were interdependent, with the risk ultimately
borne by Carnation through its subsidiary. The court cited the LeGierse decision,
stating, “in this combination the one neutralizes the risk customarily inherent in the
other. ” Consequently, only 10% of the premiums paid to American Home were
deductible as true insurance expenses, and the payments to Three Flowers were
treated  as  capital  contributions  under  section  118.  The  court  also  rejected
Carnation’s arguments that the arrangements should be considered insurance under
sections  952  and  953,  as  these  sections  apply  only  to  genuine  insurance
transactions.

Practical Implications

This  decision  underscores  the  importance  of  genuine  risk-shifting  in  insurance
arrangements for tax purposes. Companies engaging in reinsurance with related
entities must ensure that the arrangements do not merely retain risk within their
economic family, as such arrangements will not be considered insurance. This case
affects how similar reinsurance transactions are analyzed, potentially leading to
increased  scrutiny  of  related-party  insurance  agreements.  Practitioners  must
carefully structure these arrangements to ensure compliance with tax regulations,
particularly in determining deductible expenses and the treatment of income under
subpart F and foreign tax credit calculations. Subsequent cases have distinguished
Carnation when genuine risk-shifting can be demonstrated, emphasizing the need
for clear separation of risk in related-party transactions.


