Maryland Deposit Ins. Fund Corp. v. Commissioner, 88 T. C. 1050 (1987)

An insurance company may only deduct estimated incurred but not reported (IBNR)
losses that are based on actual losses incurred by the end of the tax year, not
potential future losses.

Summary

Maryland Savings-Share Insurance Corp. (MSSIC), later merged into Maryland
Deposit Insurance Fund Corp. (MDIFC), sought to deduct estimated “incurred but
not reported” (IBNR) insurance losses on its federal income tax returns for
1974-1982. The Tax Court held that MSSIC was not entitled to these deductions
under IRC Section 832(b)(5) because its calculation was based on potential future
losses rather than actual losses incurred by year-end. The court emphasized that
insurance companies can only deduct estimates of actual losses incurred but not yet
reported, not contingency reserves for potential future losses.

Facts

MSSIC was a private insurance fund established by Maryland in 1962 to insure
savings account deposits in state-chartered savings and loan associations not
covered by federal insurance. MSSIC claimed deductions for estimated IBNR losses
on its tax returns from 1974 to 1982, calculated using a formula based on member
associations’ net worth and deposit balances. MSSIC made insurance-related
payments in 1963 and 1980-1981, and experienced significant losses in 1985 after
its merger into MDIFC.

Procedural History

The IRS issued notices of deficiency for MSSIC’s tax years 1974-1979, 1981, and
1982, disallowing the claimed IBNR loss deductions. MSSIC petitioned the Tax
Court, which consolidated the cases. The court had previously addressed a similar
issue for MSSIC’s 1971 tax year in the U. S. Court of Claims, ruling against MSSIC.

Issue(s)

1. Whether MSSIC’s calculation of estimated IBNR losses for 1974-1982 was based
on actual losses incurred by year-end, as required by IRC Section 832(b)(5).

Holding

1. No, because MSSIC’s calculation was based on potential future losses rather than
actual losses incurred by the end of each tax year.

Court’s Reasoning

The court applied IRC Section 832(b)(5) and Treasury Regulation Section 1. 832-4,
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which allow deductions for unpaid losses outstanding at year-end. However, the
regulations require that these estimates represent “actual unpaid losses” as nearly
as possible. The court found that MSSIC’s calculation was not based on its actual
loss experience but on the net worth and deposit balances of its member
associations, which indicated potential future losses rather than actual incurred
losses. The court distinguished between permissible estimates of actual incurred
losses and impermissible contingency reserves for future potential losses. It rejected
MSSIC’s arguments that its 1985 losses were incurred in earlier years and that its
IBNR calculation was in line with FSLIC’s losses, emphasizing that the calculation
must be based on the taxpayer’s actual loss experience.

Practical Implications

This decision clarifies that insurance companies must base IBNR loss deductions on
actual losses incurred by year-end, not on estimates of potential future losses.
Practitioners should ensure that clients’ IBNR calculations are supported by specific
loss experience data. The ruling prevents insurance companies from building up
contingency reserves over time to offset future losses. Subsequent cases have
applied this principle to various types of insurance companies. The decision may
impact how insurance companies structure their reserves and plan for potential
future losses, requiring them to address such losses in the year they occur rather
than through anticipatory deductions.
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