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Clougherty Packing Co. v. Commissioner, 84 T. C. 948 (1985)

Premiums paid to an unrelated insurer that are then largely ceded to a wholly
owned captive insurance subsidiary do not constitute deductible insurance expenses
if they do not effectively shift the risk of loss away from the parent company.

Summary

Clougherty  Packing Co.  arranged for  workers’  compensation  insurance  through
Fremont,  an  unrelated  insurer,  who  then  reinsured  92%  of  the  risk  with
Clougherty’s captive subsidiary, Lombardy. The issue was whether Clougherty could
deduct the full premium as an insurance expense. The court held that the premiums
paid to Fremont, to the extent they were ceded to Lombardy, were not deductible
because they did not shift the risk of loss away from Clougherty, as Lombardy was a
wholly owned subsidiary. The decision reaffirmed the principle from Carnation Co.
v. Commissioner that for premiums to be deductible, there must be a true shift of
risk to an unrelated party.

Facts

Clougherty Packing Co. (Clougherty) owned a wholly owned subsidiary in Arizona,
which in turn owned Lombardy Insurance Corp. ,  a captive insurance company.
Clougherty negotiated workers’ compensation insurance with Fremont Indemnity
Co.  ,  an  unrelated  insurer.  Under  the  agreement,  Fremont  ceded  92% of  the
premiums  it  received  from Clougherty  to  Lombardy,  which  reinsured  the  first
$100,000 per occurrence of Clougherty’s risk. Lombardy had no other business and
was managed by an independent broker, Hall. Clougherty sought to deduct the full
amount  of  premiums  paid  to  Fremont  as  an  ordinary  and  necessary  business
expense.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  Clougherty’s
federal income tax for the taxable years ended July 29, 1978, and July 28, 1979,
disallowing  the  deduction  of  the  portion  of  premiums  ceded  to  Lombardy.
Clougherty  petitioned  the  U.  S.  Tax  Court,  which  upheld  the  Commissioner’s
determination, following the precedent set in Carnation Co. v. Commissioner.

Issue(s)

1. Whether Clougherty Packing Co. is entitled to deduct the full amount of premiums
paid to Fremont Indemnity Co. as an ordinary and necessary business expense,
given that 92% of the premiums were ceded to its wholly owned captive insurance
subsidiary, Lombardy Insurance Corp.

Holding
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1. No, because the premiums paid to Fremont, to the extent they were ceded to
Lombardy, did not result in a shift of risk away from Clougherty, as Lombardy was a
wholly owned subsidiary of Clougherty’s subsidiary.

Court’s Reasoning

The  court  applied  the  precedent  from  Carnation  Co.  v.  Commissioner,  which
established that for premiums to be deductible, there must be a true shift of risk to
an unrelated party. The court reasoned that the arrangement between Clougherty,
Fremont, and Lombardy did not shift 92% of Clougherty’s risk of loss, as that portion
of  the  risk  was  borne  by  Lombardy,  which  was  indirectly  wholly  owned  by
Clougherty. The court rejected the notion that the separate corporate existence of
Lombardy allowed for a deduction, as the premiums paid to Fremont and ceded to
Lombardy did not constitute insurance premiums for tax purposes. The court noted
that the interdependence of the agreements and the lack of any indemnification
agreement between Clougherty and Fremont or Lombardy supported the finding
that no risk was shifted.  The majority opinion declined to adopt the “economic
family”  concept  but  effectively  reached  a  similar  conclusion.  The  concurring
opinions emphasized the lack of risk distribution and the nature of the arrangement
as self-insurance, while the dissent argued that the majority’s reasoning disregarded
established principles of corporate separateness and risk-shifting.

Practical Implications

This decision impacts how companies structure captive insurance arrangements for
tax purposes. Companies must ensure that premiums paid to unrelated insurers and
then ceded to captive subsidiaries result in a genuine shift of risk to be deductible.
The decision reinforces the principle that self-insurance reserves are not deductible,
even if routed through a subsidiary. Legal practitioners must carefully analyze the
ownership  structure  and  the  nature  of  the  risk  transfer  in  captive  insurance
arrangements. The decision may deter companies from using captive insurers solely
for tax benefits without a genuine shift of risk. Subsequent cases, such as Crawford
Fitting Co. v. United States, have distinguished this ruling based on the captive’s
business with unrelated parties, suggesting that diversification of the captive’s risk
pool could impact deductibility.


