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R. V. I. Guaranty Co. , Ltd. & Subsidiaries v. Commissioner, 145 T. C. 209;
2015 U. S. Tax Ct. LEXIS 39; 145 T. C. No. 9 (2015)

The U. S. Tax Court ruled in favor of R. V. I.  Guaranty Co. ,  affirming that its
residual value insurance policies qualify as insurance for federal tax purposes. The
decision hinged on the policies’ transfer and distribution of insurance risk, despite
covering  speculative  rather  than  pure  risk.  This  ruling  clarifies  the  scope  of
insurance under federal tax law and impacts how similar financial products are
classified and taxed.

Parties

At  trial,  R.  V.  I.  Guaranty  Co.  ,  Ltd.  & Subsidiaries  (Petitioner)  contested  the
determination  of  the  Commissioner  of  Internal  Revenue  (Respondent).  R.  V.  I.
Guaranty  Co.  ,  Ltd.  and  its  subsidiaries,  including  R.  V.  I.  America  Insurance
Company, were the petitioners.  The Commissioner of  Internal  Revenue was the
respondent.

Facts

R. V. I. Guaranty Co. , Ltd. (RVI) sold residual value insurance (RVI) policies to
leasing companies, manufacturers, and financial institutions. These policies covered
the  risk  of  assets,  such  as  passenger  vehicles,  commercial  real  estate,  and
commercial equipment, depreciating below an insured value at lease termination. R.
V. I. America Insurance Company (RVIA), a subsidiary of RVI, was a leading issuer of
these policies. RVI policies were regulated as insurance by the States where they
were sold, and RVI was required to meet solvency and capital requirements set by
Bermuda, where it was incorporated. RVIA reinsured nearly all risks with RVI. The
insured value under the policies was typically set below the expected residual value,
and RVIA would pay the difference if the asset’s actual value at lease termination
was lower than the insured value.

Procedural History

Following an audit, the IRS issued a notice of deficiency to RVI for the 2006 tax
year, disallowing its use of insurance company accounting under 26 U. S. C. § 832.
The IRS contended that RVI policies did not constitute insurance for federal income
tax  purposes  because  they  covered investment  rather  than insurance  risk.  RVI
timely petitioned the U. S. Tax Court for redetermination of the deficiency. The case
was tried, and the court’s decision was based on the evidence presented, including
expert testimonies and financial data.

Issue(s)

Whether the residual value insurance policies sold by R. V. I. Guaranty Co. , Ltd. &
Subsidiaries constitute contracts of insurance for Federal income tax purposes?
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Rule(s) of Law

For  federal  income  tax  purposes,  insurance  involves  risk-shifting  and  risk-
distributing,  as  established  by  Helvering  v.  Le  Gierse,  312  U.  S.  531  (1941).
Additionally, the transaction must be considered insurance in its commonly accepted
sense and cover an insurance risk, not merely an investment risk, as discussed in
Black Hills Corp. v. Commissioner, 101 T. C. 173 (1993). The Internal Revenue Code
does not define insurance, but the Tax Court has developed these principles through
case law.

Holding

The Tax Court  held  that  the residual  value insurance policies  sold  by  R.  V.  I.
Guaranty Co. , Ltd. & Subsidiaries constitute contracts of insurance for Federal
income tax purposes. The court found that these policies involved risk-shifting and
risk-distributing, were recognized as insurance in the commonly accepted sense,
and covered insurance risks despite also involving elements of speculative risk.

Reasoning

The court’s reasoning focused on several key points:

– Risk Shifting: The court found that the RVI policies shifted risk from the insured
to the insurer, as the insureds transferred the risk of asset depreciation below the
insured value to RVIA. This was evidenced by RVIA’s capacity to pay claims and its
actual payment of significant claims.

– Risk Distribution: RVIA insured a diverse range of assets across different sectors
and geographic locations, achieving adequate risk distribution. The court rejected
the argument that  the risk was insufficiently  distributed due to  systemic risks,
noting  that  RVIA’s  temporal  distribution  of  risks  across  different  lease  terms
mitigated this concern.

– Commonly Accepted Notions of Insurance:  The court determined that RVI
policies  were  recognized  as  insurance  by  state  regulators  and  complied  with
statutory accounting principles (SAP). The policies contained standard insurance
provisions, and RVIA met regulatory requirements for insurance companies.

– Insurance Risk vs. Investment Risk: The court rejected the IRS’s argument that
the  policies  covered  only  investment  risk,  noting  that  they  protected  against
unexpected depreciation,  a risk traditionally insurable.  The court compared RVI
policies to mortgage guaranty and municipal bond insurance, which are recognized
as insurance despite covering speculative risks.

The  court  emphasized  the  significance  of  state  regulation  and  the  practical
treatment of RVI policies as insurance in the marketplace. It concluded that the
policies satisfied all requirements for insurance under federal tax law, despite their
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unique features related to the underlying leasing transactions.

Disposition

The Tax Court ruled in favor of R. V. I. Guaranty Co. , Ltd. & Subsidiaries, holding
that the RVI policies were insurance contracts for Federal income tax purposes. The
decision  was  entered  under  Rule  155  of  the  Tax  Court  Rules  of  Practice  and
Procedure.

Significance/Impact

This  decision  clarifies  the  scope  of  what  constitutes  an  insurance  contract  for
federal tax purposes, particularly in the context of policies covering speculative
risks. It affirms that insurance can cover risks beyond traditional


