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Anesthesia  Service  Medical  Group,  Inc.,  Employee  Protective  Trust  v.
Commissioner, 85 T.C. 1031 (1985)

Contributions to a self-funded trust for malpractice claims are not deductible as
insurance expenses if the arrangement does not shift risk, and the trust income is
taxable to the grantor as a grantor trust.

Summary

Anesthesia Service Medical Group, Inc. (ASMG), a medical professional corporation,
established an employee protective trust to cover malpractice claims instead of
purchasing commercial insurance. ASMG sought to deduct contributions to the trust
as insurance expenses, while the trust claimed tax-exempt status as a Voluntary
Employees’  Beneficiary  Association  (VEBA).  The  Tax  Court  held  that  ASMG’s
contributions were not deductible as insurance premiums because there was no risk
shifting. The court further determined that the trust did not qualify as a VEBA and
was taxable as a grantor trust, meaning its income was taxable to ASMG. This case
clarifies  the  requirements  for  deducting  insurance  premiums  for  self-funded
arrangements and the tax implications of grantor trusts in the context of employee
benefits.

Facts

Anesthesia Service Medical Group, Inc. (ASMG) established an Employee Protective
Trust in 1976 to provide malpractice protection for its physician employees. Prior to
1977, ASMG purchased commercial malpractice insurance. Facing rising premiums,
ASMG decided to self-fund malpractice coverage through the trust. ASMG made
contributions to the trust, which was directed to pay malpractice claims certified by
ASMG’s  claims  committee.  The  trust  instrument  allowed  ASMG  to  amend  or
terminate  the  trust,  but  assets  could  only  be  used  for  malpractice  claims  or
insurance. ASMG deducted these contributions as insurance expenses and the trust
claimed tax-exempt status as a VEBA.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in ASMG’s federal
income  taxes,  disallowing  the  deduction  for  contributions  to  the  trust.  The
Commissioner also determined that the trust had taxable income and later amended
the answer to argue the trust was a grantor trust, making ASMG taxable on the
trust’s income. The case was brought before the United States Tax Court.

Issue(s)

Whether ASMG could deduct contributions made to the Employee Protective1.
Trust as malpractice insurance expenses.
Whether the Employee Protective Trust qualified as a tax-exempt Voluntary2.
Employees’ Beneficiary Association (VEBA).
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Whether the Employee Protective Trust was taxable as an insurance company.3.
Whether the Employee Protective Trust was properly classified as an4.
association or a trust for tax purposes.
Whether the Employee Protective Trust was a grantor trust, making ASMG5.
taxable on its income.

Holding

No, because the arrangement did not constitute insurance as there was no risk1.
shifting.
No, because providing malpractice insurance is not an “other benefit”2.
permissible for VEBAs under Treasury Regulations.
No, because the trust did not engage in insurance activity due to the lack of3.
risk shifting.
The trust was properly classified as a trust, not an association, for tax4.
purposes.
Yes, because ASMG retained powers that made it the grantor, and trust income5.
could be used to discharge ASMG’s legal obligations.

Court’s Reasoning

The court reasoned that for an expenditure to be deductible as insurance, there
must be both risk shifting and risk distribution. In this case, there was no risk
shifting because the trust’s funds originated solely from ASMG, and ASMG would
have to contribute more if claims exceeded trust assets. Quoting Commissioner v.
Treganowan, the court emphasized that risk shifting is essential to insurance. The
court found the arrangement similar to Carnation Co. v. Commissioner, where a
parent company’s payments to a subsidiary insurer were not deductible because the
parent ultimately bore the risk. The court rejected the argument that risk shifted
from  employees  to  the  trust,  noting  ASMG’s  vicarious  liability  for  employee
malpractice under respondeat superior.

Regarding  VEBA  status,  the  court  deferred  to  Treasury  Regulations  §
1.501(c)(9)-3(f), which explicitly excludes “the provision of malpractice insurance”
as an “other  benefit”  for  VEBAs.  The court  found this  regulation a  reasonable
interpretation of the statute,  especially given congressional awareness and non-
action on this regulation. The court also noted that employee participation was not
truly voluntary.

The court dismissed the insurance company taxation argument because the trust’s
activities lacked risk shifting, a prerequisite for insurance. Finally, the court held the
trust was a grantor trust under § 677(a)(1) because trust income could be used to
discharge ASMG’s legal obligations for malpractice claims, benefiting ASMG. The
trustee  was  deemed  a  nonadverse  party,  and  the  discharge  of  ASMG’s  legal
obligations constituted a distribution to the grantor.
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Practical Implications

This case is significant for legal professionals advising businesses on self-funded
insurance arrangements and employee benefit trusts. It underscores that simply
creating a trust  to  manage risk does not  automatically  qualify  contributions as
deductible insurance expenses. To achieve insurance expense deductibility, genuine
risk shifting away from the contributing entity is  crucial.  For VEBAs,  this  case
reinforces the IRS’s stance that malpractice insurance is not a permissible “other
benefit,” limiting the scope of tax-exempt VEBAs in professional liability contexts.
The grantor trust determination highlights the importance of carefully structuring
trusts to avoid grantor trust status, especially when the trust can discharge the
grantor’s legal obligations. Post-1984 law, with sections 419 and 419A, has further
codified limitations on deductions for welfare benefit funds, making the principles in
ASMG even more relevant in contemporary tax planning.


