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Gerling International Insurance Co. v. Commissioner, 98 T. C. 640 (1992)

A U.  S.  reinsurer must  substantiate its  share of  foreign reinsured’s  losses and
expenses  for  tax  deductions,  even  if  foreign  legal  constraints  limit  access  to
underlying records.

Summary

Gerling International  Insurance Co.  reinsured a portion of  Universale’s casualty
business and included the reported premiums, losses, and expenses in its U. S. tax
returns.  The  IRS accepted  the  premium income but  disallowed the  losses  and
expenses due to lack of substantiation. The court held that while Gerling must report
gross  figures  from Universale’s  statements,  the  documents  were  admissible  as
evidence of losses and expenses but not their precise amounts. Gerling failed to
prove the claimed amounts, resulting in partial disallowance of deductions based on
industry ratios. The court also upheld Gerling’s consistent method of reporting the
income and deductions a year later than the underlying transactions occurred.

Facts

Gerling International Insurance Co. (Gerling) entered into a reinsurance treaty with
Universale Reinsurance Co. , Ltd. , of Zurich, Switzerland (Universale), effective
December 3, 1957. Under the treaty, Gerling was to receive 20% of Universale’s
annual  profit  and  loss  from  casualty  insurance.  Gerling  reported  its  share  of
Universale’s premiums, losses, and expenses in its U. S. Federal income tax returns,
using data from annual statements provided by Universale. The IRS accepted the
premium  figures  but  disallowed  all  losses  and  expenses,  citing  a  lack  of
substantiation. Gerling’s president, Robert Gerling, held significant shares in both
companies but did not testify due to his age and absence from the U. S. for 40 years.

Procedural History

The IRS issued a deficiency notice disallowing Gerling’s deductions for its share of
Universale’s losses and expenses for tax years 1974-1978. Gerling petitioned the U.
S. Tax Court, which had previously addressed discovery issues in this case. The Tax
Court granted the IRS’s motion for partial summary judgment, requiring Gerling to
report gross figures from Universale’s statements. The case proceeded to trial to
determine  the  substantiation  of  deductions  and  the  correct  taxable  year  for
reporting.

Issue(s)

1. Whether Gerling must report its share of Universale’s gross income, losses, and
expenses under IRC § 832.
2. Whether Gerling substantiated its deductions for its share of Universale’s losses
and expenses.
3. The correct taxable year for reporting Gerling’s share of Universale’s income,
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losses, and expenses.

Holding

1. Yes, because IRC § 832 requires Gerling to report and prove gross figures from
Universale’s statements, not merely net income or loss.
2. No, because while the statements were admissible as evidence of losses and
expenses, Gerling failed to substantiate the claimed amounts; thus, only a portion of
the deductions was allowed based on industry ratios.
3.  Yes,  because Gerling’s  consistent  method of  reporting a  year later  than the
transactions occurred was upheld as an acceptable industry practice.

Court’s Reasoning

The court applied IRC § 832, ruling that Gerling must report gross income figures as
shown on Universale’s statements. The court found the statements admissible under
the Federal Rules of Evidence as business records and public records but not as
conclusive  proof  of  the  amounts  claimed.  The  court  noted  Gerling’s  failure  to
produce underlying records from Universale, attributing this partly to Swiss secrecy
laws and Gerling’s  non-cooperation.  The court  used industry  ratios  to  estimate
allowable deductions, applying a 60% allowance for expenses and 40% for losses.
The court also considered the timing of Gerling’s reporting, upholding its method as
consistent with industry practice and not mismatching income and deductions.

Practical Implications

This decision clarifies that U. S. reinsurers must substantiate their deductions from
foreign reinsureds, even if foreign laws limit access to records. Practitioners should
ensure  robust  documentation  and  consider  industry  norms  when  estimating
deductions.  The  ruling  may  impact  U.  S.  companies  engaged  in  international
reinsurance,  emphasizing  the  need  for  clear  agreements  on  reporting  and
substantiation.  Subsequent  cases  involving  similar  issues  have  referenced  this
decision,  reinforcing  the  requirement  for  detailed  substantiation  of  foreign
transactions.


