Paratransit Ins. Corp. v. Commissioner, 102 T. C. 745 (1994)

Nonprofit insurance pools providing commercial-type insurance to unrelated tax-
exempt organizations are not eligible for tax-exempt status under IRC Section
501(c)(3) if such insurance activities constitute a substantial part of their operations.

Summary

Paratransit Insurance Corporation, a nonprofit mutual benefit insurance
corporation, sought tax-exempt status under IRC Section 501(c)(3). The corporation
provided automobile liability insurance to its members, all of which were tax-exempt
social service organizations. The court ruled that Paratransit did not qualify for tax
exemption because its primary activity was providing commercial-type insurance,
which constituted a substantial part of its operations. This decision was based on the
broad definition of commercial-type insurance under IRC Section 501(m), which
includes any type of insurance available in the commercial market. The court
rejected Paratransit’s argument that its insurance was provided at substantially
below cost, finding that the premiums charged were not sufficiently below the total
cost of operations.

Facts

Paratransit Insurance Corporation was incorporated in California in 1988 to provide
automobile liability insurance to its members, all of which were tax-exempt social
service organizations offering transportation services to the elderly, handicapped,
and needy. The premiums were determined actuarially based on factors such as the
number of vehicles, passengers, and radius of operations. Paratransit also provided
risk management and safety services to its members. The corporation applied for
tax-exempt status under IRC Section 501(c)(3), but the IRS denied the application,
citing that Paratransit’s activities constituted providing commercial-type insurance,
which disqualified it from tax exemption under IRC Section 501 (m).

Procedural History

Paratransit filed a petition with the United States Tax Court for a declaratory
judgment on whether it met the requirements of IRC Section 501(c)(3). The case
was submitted based on a stipulated administrative record. The IRS had previously
issued a final ruling denying Paratransit’s tax-exempt status, and Paratransit sought
review by the Tax Court.

Issue(s)

1. Whether Paratransit Insurance Corporation qualifies for tax-exempt status under
IRC Section 501(c)(3) as an organization described in IRC Section 501(c)(3)?

2. Whether the insurance provided by Paratransit is excluded from the definition of
“commercial-type insurance” under IRC Section 501(m)(3)(A) as insurance provided
at substantially below cost?
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Holding

1. No, because a substantial part of Paratransit’s activities consists of providing
commercial-type insurance within the meaning of IRC Section 501(m)(1).

2. No, because the insurance provided by Paratransit is not at substantially below
cost within the meaning of IRC Section 501(m)(3)(A).

Court’s Reasoning

The court interpreted IRC Section 501(m) broadly, defining “commercial-type
insurance” as any type of insurance provided by commercial insurance companies.
The court relied on the legislative history, particularly the House report, which
emphasized that insurance pools involving unrelated tax-exempt organizations were
considered commercial activities, even if not available to the general public. The
court found that Paratransit’s activities, which included risk shifting and actuarial
premium calculations, were inherently commercial in nature. The court also rejected
Paratransit’s claim that its premiums were substantially below cost, noting that
member contributions covered a significant portion of the total expenditures, far
exceeding the 15% threshold mentioned in Revenue Ruling 71-529. The court
clarified that the substantiality test under IRC Section 501(m) was distinct from the
test for determining whether insurance was provided at substantially below cost.

Practical Implications

This decision clarifies that nonprofit insurance pools must carefully assess whether
their activities fall within the definition of commercial-type insurance under IRC
Section 501(m). Organizations providing insurance to unrelated tax-exempt entities
should ensure that such activities do not constitute a substantial part of their
operations if they wish to maintain tax-exempt status. The ruling also sets a high bar
for what constitutes insurance provided at substantially below cost, requiring a
significant disparity between premiums and total costs. Legal practitioners advising
such organizations should consider alternative structures or services to avoid the
commercial-type insurance classification. Subsequent cases, such as those involving
risk-sharing arrangements among nonprofits, have referenced this decision to guide
their analysis of tax-exempt status eligibility.
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