Continental Bankers Life Insurance Company of the South v. Commissioner
of Internal Revenue, 93 T. C. 52 (1989)

Section 304(a)(1) applies to treat certain stock acquisitions as redemptions,
resulting in taxable income for life insurance companies under specific conditions.

Summary

Continental Bankers Life Insurance Company acquired stock from its parent and
sister corporations, prompting a dispute over whether these transactions should be
treated as redemptions under Section 304(a)(1). The Tax Court held that the
acquisitions were indeed redemptions, resulting in phase III taxable income for
Continental Bankers as a life insurance company. Additionally, the court denied a
bad debt deduction due to insufficient proof of the debts’ worthlessness. This case
underscores the importance of understanding constructive ownership rules and the
tax implications of stock transactions for life insurance companies.

Facts

Continental Bankers Life Insurance Company (Continental) acquired stock in
Continental Bankers Life Insurance Company of the North (CBN) from its parent,
Financial Assurance, Inc. (Financial), and its sister corporation, Capitol Bankers Life
Insurance Company (Capitol). Financial owned 100% of Continental and 56. 32% of
CBN, while Capitol owned 20% of CBN. Continental’s acquisitions were in exchange
for real estate, assigned mortgages, and a note.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Continental’s
federal income tax for several years and added penalties. Continental filed petitions
with the United States Tax Court challenging these determinations. The Tax Court
held that Continental’s acquisitions were treated as redemptions under Section
304(a)(1) and resulted in phase III taxable income. It also denied Continental’s claim
for an operations loss carryover deduction related to a bad debt deduction.

Issue(s)

1. Whether Continental’s acquisitions of stock from Financial and Capitol should be
treated as distributions in redemption of Continental’s stock under Section
304(a)(1).

2. Whether these redemptions resulted in phase III taxable income under Section
802(b)(3) to the extent made out of Continental’s policyholders’ surplus account.

3. Whether Continental is entitled to an operations loss carryover deduction in 1976
attributable to a bad debt deduction claimed in an earlier year.

Holding
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1. Yes, because Continental’s acquisitions met the conditions of Section 304(a)(1),
treating them as redemptions due to the constructive ownership rules.

2. Yes, because these redemptions were distributions under Section 815, resulting in
phase III taxable income to the extent they exceeded the shareholders’ surplus
account.

3. No, because Continental failed to prove the year in which the debts became
worthless, thus not meeting the burden of proof for the deduction.

Court’s Reasoning

The court applied Section 304(a)(1) to Continental’s acquisitions, determining that
both Financial and Capitol controlled Continental and CBN under the constructive
ownership rules of Section 318(a). The acquisitions were treated as redemptions
because they involved property exchanged for stock from controlling entities. The
court further held that these redemptions were distributions under Section 815,
resulting in phase III taxable income as they were made out of the policyholders’
surplus account. Regarding the bad debt deduction, the court found that Continental
did not provide sufficient evidence to establish the worthlessness of the debts in any
specific year, thus denying the deduction.

Practical Implications

This decision clarifies that stock acquisitions by life insurance companies from
related entities can be treated as redemptions under Section 304(a)(1), impacting
their tax liabilities. Practitioners must carefully consider constructive ownership
rules when structuring such transactions. The ruling also emphasizes the
importance of maintaining detailed records and documentation to substantiate bad
debt deductions. Subsequent cases, such as Union Bankers Insurance Co. v.
Commissioner, have reinforced the principles established in this case regarding the
tax treatment of stock redemptions by life insurance companies.
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