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Trans City Life Ins. Co. v. Commissioner, 106 T. C. 274 (1996)

Reinsurance  agreements  do  not  have  a  significant  tax  avoidance  effect  if  they
transfer risk proportionate to the tax benefits derived.

Summary

Trans City Life Insurance Company entered into two retrocession agreements with
Guardian Life  Insurance Company to obtain surplus relief  and qualify  as  a  life
insurance company under IRC section 816. The IRS Commissioner determined these
agreements had a significant tax avoidance effect under IRC section 845(b) because
they allowed Trans City to claim the small life insurance company deduction. The
Tax Court disagreed, holding that the Commissioner abused her discretion because
the agreements transferred substantial risk to Trans City, commensurate with the
tax benefits, and were not designed solely for tax avoidance. The court also ruled
that  Trans  City  could  amortize  the  ceding  commissions  over  the  life  of  the
agreements.

Facts

Trans City Life Insurance Company, an Arizona corporation, primarily wrote credit
life  and disability  insurance.  To qualify  as a life  insurance company under IRC
section 816 and claim the small life insurance company deduction under IRC section
806,  Trans  City  entered  into  two  retrocession  agreements  with  Guardian  Life
Insurance  Company  in  1988  and  1989.  Under  these  agreements,  Guardian
retroceded its position on reinsurance to Trans City, and Trans City paid Guardian a
$1 million  ceding commission for  each agreement.  The agreements  transferred
almost 100% of Guardian’s risk for mortality, surrender, and investment to Trans
City.  The  IRS Commissioner  challenged these  agreements,  alleging  they  had a
significant tax avoidance effect under IRC section 845(b).

Procedural History

The IRS issued notices of deficiency to Trans City for the taxable years 1989 through
1992, disallowing the small life insurance company deductions claimed by Trans
City. Trans City petitioned the Tax Court for redetermination. The IRS amended its
answer to assert that Trans City could not amortize the ceding commissions. The
Tax Court held that the Commissioner could rely on IRC section 845(b) despite the
lack of regulations, but the Commissioner abused her discretion in determining the
agreements had a significant tax avoidance effect. The court also held that Trans
City could amortize the ceding commissions over the life of the agreements.

Issue(s)

1. Whether the Commissioner may rely on IRC section 845(b) prior to the issuance
of regulations.
2. Whether the retrocession agreements had a “significant tax avoidance effect”
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under IRC section 845(b) with respect to Trans City.
3. Whether Trans City may amortize the ceding commissions payable under the
retrocession agreements over the life of the agreements.

Holding

1. Yes, because the statutory text of IRC section 845(b) is reasonably clear and
effective without regulations.
2.  No,  because  the  agreements  transferred  substantial  risk  to  Trans  City
commensurate with the tax benefits derived, and were not designed solely for tax
avoidance.
3. Yes, because the ceding commissions were part of the purchase price to acquire a
share of future profits and thus were capital expenditures to be amortized.

Court’s Reasoning

The  Tax  Court  analyzed  the  Commissioner’s  determination  under  IRC  section
845(b),  which  allows  the  Commissioner  to  make  adjustments  if  a  reinsurance
agreement has a significant tax avoidance effect. The court applied the seven factors
listed in the legislative history of section 845(b) to assess the economic substance of
the agreements. These factors included the duration and character of the reinsured
business,  the  structure  for  determining  potential  profits,  the  duration  of  the
agreements,  termination  rights,  relative  tax  positions,  and  general  financial
situations of the parties. The court found that most factors favored Trans City, as the
agreements  transferred  substantial  risk  and  were  not  designed  solely  for  tax
avoidance. The court also noted that the agreements complied with the National
Association of Insurance Commissioners’ (NAIC) risk transfer regulations. The court
rejected the Commissioner’s argument that the risk fees were the sole measure of
risk transferred, finding that Trans City’s exposure to loss under the agreements
was more appropriate. The court also relied on the expert testimony of Diane B.
Wallace, who testified that the agreements transferred significant risk. Finally, the
court held that the ceding commissions were capital expenditures to be amortized,
following  the  Supreme  Court’s  decision  in  Colonial  American  Life  Ins.  Co.  v.
Commissioner.

Practical Implications

This decision clarifies that reinsurance agreements do not automatically have a
significant tax avoidance effect under IRC section 845(b) simply because they allow
a party  to  claim a tax deduction.  Instead,  the court  will  look to  the economic
substance of the agreement, including the risk transferred and the parties’ business
purposes. The decision also affirms that ceding commissions paid in arm’s-length
reinsurance agreements are capital expenditures to be amortized over the life of the
agreements. Practitioners should carefully document the business purposes and risk
transfer elements of reinsurance agreements to defend against potential challenges
under  section  845(b).  The  decision  may  encourage  more  use  of  reinsurance
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agreements for valid business purposes, such as surplus relief and risk management,
without fear of automatic disallowance of related tax deductions.


