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United Fire Insurance Company v. Commissioner, 81 T. C. 368 (1983)

Level  premium accident  and  health  policies  are  classified  as  noncancelable  or
guaranteed  renewable  for  tax  purposes  if  they  impose  long-term  obligations
requiring reserves, regardless of the reserving method used.

Summary

United Fire Insurance Company challenged the IRS’s determination that its level
premium renewable accident and health policies did not qualify as noncancelable or
guaranteed renewable during their first two years under the 2-year preliminary term
reserving method. The Tax Court held that these policies did qualify, emphasizing
that  the  long-term  obligations  inherent  in  such  policies  necessitate  reserves,
aligning them with life insurance. The decision was based on the legislative intent to
treat policies with long-term obligations as analogous to life insurance, focusing on
the nature of the obligation rather than the specific reserving method employed.
This ruling impacts how insurance companies are classified for tax purposes and
highlights the importance of policy terms in determining tax status.

Facts

United Fire Insurance Company issued and reinsured accident and health insurance
policies, most of which allowed the insured to renew at a level premium until at least
age 60.  The company used the gross pro rata unearned premium basis  for  its
unearned premium reserve and the mid-terminal basis for its additional reserves,
computing the latter under the 2-year preliminary term method. The IRS argued that
these policies did not qualify as noncancelable or guaranteed renewable during their
first two years because no reserve was computed during that period. United Fire
contended that its policies met the industry definition of such policies and should be
classified accordingly for tax purposes.

Procedural History

The IRS determined deficiencies in United Fire’s Federal income tax for the years
1970-1972, asserting that the company did not qualify as a life insurance company
due to its reserving method. United Fire contested this determination, and the case
was  heard  by  the  U.  S.  Tax  Court.  The  court  reviewed  the  case  alongside  a
companion case,  National States Insurance Co. v.  Commissioner,  and ultimately
decided in favor of United Fire.

Issue(s)

1. Whether United Fire’s level  premium renewable accident and health policies
qualify as noncancelable or guaranteed renewable for Federal tax purposes during
their  first  two  years  of  existence  under  the  2-year  preliminary  term reserving
method?
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Holding

1. Yes, because the policies impose long-term obligations on the insurer to renew at
a level premium, which necessitates the accumulation of reserves against future
risks, aligning with the legislative intent to treat such policies as analogous to life
insurance.

Court’s Reasoning

The court’s reasoning focused on the legislative history of the 1942 Revenue Act,
which expanded the definition of a life insurance company to include companies
issuing noncancelable or guaranteed renewable accident and health policies. The
court emphasized that Congress intended to identify a product “type” by the long-
term risks necessitating reserves, not by the specific reserving mechanism. The
court rejected the IRS’s argument that the 2-year preliminary term method was
defective because it did not compute reserves during the first two years, noting that
this method is commonly used in the life insurance industry without affecting a
policy’s status. The court also relied on the fact that United Fire’s policies met the
industry definition of noncancelable or guaranteed renewable, which was explicitly
referenced  in  the  legislative  history.  The  court  concluded  that  the  long-term
obligations of the policies required reserves, regardless of the specific method used
to compute them.

Practical Implications

This  decision  clarifies  that  the  classification  of  accident  and health  policies  as
noncancelable or guaranteed renewable for tax purposes depends on the long-term
obligations  they  impose,  not  on  the  specific  reserving  method  used.  Insurance
companies  can  now  confidently  use  various  reserving  methods,  such  as  the
preliminary term method, without fear of losing their life insurance company status
for tax purposes. This ruling may lead to increased flexibility in reserving practices
within the insurance industry and could influence how similar cases are analyzed in
the future. Additionally, this decision underscores the importance of understanding
the  legislative  intent  behind  tax  classifications  and  the  need  for  insurance
companies to align their practices with industry standards to maintain favorable tax
treatment.


