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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned deficiencies in

petitioner’s Federal incone taxes as foll ows:

Taxabl e year Defi ci ency
1993 $712, 570
1994 436, 295

1995 380, 570
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The sole issue for decision is what portion of petitioner’s
reserves for unpaid | osses and rel ated | oss adj ust ment expenses
(unpaid | oss reserves) should be included in its conputation of
“l osses incurred” as defined in section 832(b)(5).

Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the taxable years in issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure.

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which are
i ncorporated by this reference.

Petitioner

Petitioner, Mnnesota Lawers Mitual |nsurance Co., was
i ncorporated in Mnnesota on May 28, 1981, as a mutual property
and casualty insurance conpany. Petitioner was forned after a
task force of the Mnnesota State Bar Associ ation reconmmended the
establi shnment of a self-insured programfor professional
l[iability insurance for practicing |awers in M nnesota.

Before 1993, petitioner wote exclusively professional
liability insurance in Mnnesota. |In 1993, petitioner began
expanding its operations outside Mnnesota and offering a
commercial multiple-peril policy. Throughout its existence,
however, petitioner has sold primarily professional liability

i nsurance policies for |awers.



St at e- | nposed Requi renents

Since its incorporation in 1981, petitioner has been
regul ated by the M nnesota Departnent of Conmerce (the
departnent). Petitioner's affairs, practices, and financi al
condition are periodically subject to exam nation by the
departnent’s insurance division.

Each year, petitioner is required to file with both the
departnent and the National Association of |Insurance
Commi ssioners (NAIC) a copy of its NAIC annual statenent, and to
deliver a statenent of actuarial opinion regarding the adequacy
of its reserve levels. At all times relevant to this case,
petitioner conplied with these requirenents.

Throughout its existence, petitioner was required under
M nnesota State law to nmaintain a mninmumsurplus of $1 mllion.?

Petitioner’'s Early Financial Problens and Renedi al Actions

Bet ween 1982 and 1985, petitioner’s reported surplus
deteriorated from $1, 433,544 to $1,011, 148. Petitioner’s audited
financial statements for 1985, issued by Ernst & Wi nney on
May 10, 1986, restated petitioner’s Decenber 31, 1985, surplus as
$7,995 and noted that petitioner did not neet the surplus |evel

requi red by M nnesota statutes.

! Petitioner's surplus is the excess of its assets over its
liabilities, which include the anmobunts estinmated to be necessary
to satisfy its obligations for unpaid | osses and all ocated | oss
expenses. As a liability itemon petitioner's bal ance sheet, its
| oss reserves directly reduce petitioner's surplus.
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In the m d-1980’s, the departnent began exam ni ng
petitioner’s financial condition and criticized petitioner for
its inadequate surplus, |oss reserving practices, and reinsurance
arrangenents.

Petitioner began to take a variety of steps to inprove its
financial condition. 1In 1985, as part of its plan to inprove its
operations and reduce expenses, petitioner hired Tinothy Gephart
(CGephart) as vice president of clains.? Under Gephart’s
direction, petitioner began the process of developing a clains
procedure manual and eventually hired two additional enployees in
its claimdepartnent. |In late 1985 or early 1986, petitioner
doubl ed from $7,500 to $15,000 its mninmumreserve for each claim
received. In 1986, petitioner established a new bulk reserve for
“adverse | oss developnent”.® 1In 1986, the departnment approved
two prem umincreases for petitioner.

On March 24, 1986, the departnent’s conm ssioner ordered a
speci al exam nation of petitioner and appoi nted a speci al
exam ner to performoperations audits and underwiting
procedures. In a May 14, 1986, report to the departnent’s
conmi ssi oner, the special exam ner stated that even though

petitioner’s March 31, 1986, adjusted surplus was only $302, 478,

2 lnitially, petitioner had no clai mdepartnment but instead
relied on an outside law firmto manage its clains.

3 As of Sept. 30, 1986, the adverse | oss reserve had reached
a level of $626, 000.
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he did not recommend that petitioner be nade a candi date for
“rehabilitation”, because of petitioner’s actions to increase its
prem uns and reserves and to obtain additional paid-in capital.
The special exam ner continued to review petitioner's activities
until Decenber 31, 1987.
In 1989, as part of its regular, triennial exam nation of

i nsurance conpani es, the departnent conducted an exam nation of
petitioner for its 1988 year of operation. |Its report, issued
June 21, 1990, found no reasons to recommend increased oversi ght
by the departnent but nade several recommendations for
operational inprovenents that were later inplenmented by
petitioner. Wth respect to petitioner’s |oss reserves, the
departnent accepted petitioner’s estinmates but stated:

it should be noted that due to the short

history of * * * [petitioner], the |ack of

credible industry data for this single line

cl ai rs made coverage; coupled with the

volatility of the severity and frequency of

clains the ultimte | oss devel opnent could

vary substantially fromthe anmounts reserved.

In an exam nation for the 5-year period ended

Decenber 31, 1993, the departnent declared petitioner’s |oss
reserves to be “adequate”. The departnent’s exam nation included

a review of petitioner’s claimdepartnment procedures, for which

t he departnent nade only one m nor reconmendation.?

4 The departnment recomended that petitioner establish a
separate reserve account for unallocated | oss adjustnent
(continued. . .)
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For 1994 and 1995, petitioner submtted its annual
statenents to the departnent, and they were accepted w t hout any
further review or exam nation.

Summary of Petitioner’s Operating Experience

Petitioner's surpluses as reported on its annual statenents

for the years 1982 through 1995 were as foll ows:

Year Surpl us

1982 $1, 433, 544
1983 1, 419, 147
1984 1,106, 819
1985 11, 011, 148
1986 1, 367, 340
1987 2, 956, 033
1988 5, 365, 295
1989 6, 716, 661
1990 7,851,174
1991 10, 138, 154
1992 11, 918, 004
1993 14, 025, 806
1994 15, 978, 214
1995 18, 348, 818

! Adj usted by the departnent’s conm ssioner to $7, 995.

Begi nning in 1988 and continuing through the years in issue,
petitioner declared dividends to its policyholders. Petitioner's

decl ared dividends for the years 1988 through 1997, stated as

4(C...continued)
expenses. Petitioner established such an account for its first
report year (1995) after the departnent’s exam nation report was
recei ved.
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dol l ar anbunts and as a percentage of prem uns paid, were as

foll ows:

Per cent age
Year Amount of Preni uns
1988 $607, 106 7.5
1989 791, 886 10
1990 413, 740 5
1991 712, 260 8
1992 1,484, 733 17.5
1993 1, 319, 424 15
1994 1, 382, 667 15
1995 2,014, 225 20
1996 2,714, 236 25
1997 2,322, 443 20

During the years in issue, petitioner’s operations expanded.
Bet ween 1993 and 1995, the nunber of attorneys insured by
petitioner increased from3,378 to 3,815; the nunber of law firns
insured by petitioner increased from1,411 to 1,674; the nunber
of policies issued by petitioner increased from1,411 to 1, 674;
and the anount of net premuns witten by petitioner increased
from $6, 352, 712 to $7, 397, 240.

A.M Best Rating

For the years in issue, petitioner received an “A
(Excellent)” rating fromA M Best (Best).® In its reports for
petitioner’s 1995 year (the 1995 Best report) and for
petitioner’s 1994 year (the 1994 Best report), Best states that

anong petitioner’s positive rating factors is the fact that

> A M Best (Best) rates the financial condition of
property and casualty insurers each year. Ratings are based on
the insurer’s prior year’s activity.
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petitioner’s pricing and reserving are “conservative by industry

standards”. The 1994 and 1995 Best reports al so state:

“Sonmewhat offsetting these positive rating factors is a

concentration of underwiting risk as the conmpany is primarily a

one state, one line witer and is subject to changes in insurance

regulation and judicial climte."
The 1995 Best report states:

Favor abl e underwriting gains continued for the
tenth consecutive year in 1995, despite a high

frequency claimyear. Underwiting incone benefitted

fromthe take down of approximately $3 mllion of
redundant reserves fromprior report years. This
reduction has been a consistent pattern sSince 1987.
[ Enphasi s added. ]

Additionally, in regard to petitioner's reserve quality,

1995 Best report concl udes:

The conpany's carried | oss reserve position is
strong, with significant accident year redundancies

recorded over the last ten years reflective of the very

conservative reserving practices and commtnent to
reserve adequacy. Managenent believes that
professional liability is a very volatile |ine of

busi ness, so they reserve very conservatively in the

early years of devel opnent and retire any redundant
reserves after clains are nore seasoned and
predictable. Gven the volatility and the | ow

mat hematical credibility of the conpany's devel opnent
patterns this course of action insures that reserves

set aside by report year will be adequate to cover
future devel opnent. Therefore, despite annual

reductions on old report years, the conpany continues

to be very conservatively reserved. [Enphasis added.]

t he

6 Simlarly, the 1994 Best report states: “Bul k reserves on
years prior to 1994 which were deened redundant were reduced by

$1.7 million last year. This take down of reserves has been a

consistent pattern since 1987.” (Enphasis added.)
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Petitioner’'s Liability for Policy d ains

Since 1982, petitioner has witten professional liability
i nsurance policies on a clains-mde basis. Under such policies,
petitioner is liable only for clains that are made and reported
during the effective dates of a policy. For exanple, if an
i nsured was covered by a policy effective January 1 through
Decenber 31, 1993, the insured would have professional liability
protection for clains nade and reported during that policy year.
If the insured term nated i nsurance coverage effective January 1,
1994, any cl ainms made thereafter would not be covered unless the
i nsured purchased an extended reporting period endorsenent
(ERE) .7

Petitioner's Loss Reserves Process

Petitioner annually determnes its |oss and | oss adj ust nent
expense reserves (loss reserves) for purposes of reporting such
anounts on the NAIC annual statenent, particularly schedule P
thereto. Petitioner’s total unpaid |oss reserve conprises two

conponents: An incurred | oss case reserve (case reserve) and a

" From 1982 until 1986, petitioner offered its insureds the
opportunity to purchase ERE's with an unlimted tail period. In
order to receive this type of coverage, the insured was required
to purchase a policy endorsenent that provided for extended
coverage for clains that were nmade and reported after the clains-
made policy period had expired. Since 1986, petitioner has
offered to its insureds ERE's, with up to five annual renewals,
that provide only for a 1-year extended reporting period.
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reserve for adverse | oss devel opnment (adverse devel opnment
reserve).

1. Case Reserve

Petitioner’s case reserve is the aggregate of the anopunts
determ ned by petitioner’s claimdepartnment to represent the
conpany’s total exposure for each claim Upon receiving a claim
petitioner’s claimdepartnent conducts an investigation to
determ ne petitioner’s potential liability and danages resulting
fromthe claim Based upon this claiminvestigation, petitioner
est abl i shes a case reserve.

During the years in issue, petitioner reserved a m ni num of
$15,000 for each claimwhen it was received. Petitioner seeks to
estimate its exposure for each claimnore firmy by review ng
each claimat |east three tinmes shortly after it is reported (15
days, 45 days, and 100 days after being reported). Utimtely,
petitioner closes approxi mtely one-half of all clains received
wi t hout maki ng any paynents.

The case reserve includes two conponents: |Indemity and
expenses. The indemity conponent of the case reserve includes
judgnents, settlenents, and plaintiff’s attorney’s fees. The
expense conponent of the case reserve includes fees charged by
an attorney retained by petitioner to defend clains and al
expenses incurred by petitioner or with petitioner’s consent in

the investigation and negotiation of any cl ai ns.



-11-
For the years in issue, petitioner’s case reserves, net of
any reinsurance, for its professional liability insurance were

as foll ows:

Net Case
Year Reserve
1993 $8, 478, 000
1994 7,833, 000
1995 7, 888, 000

Throughout petitioner’s period of operations, petitioner’s
cl ai m departnment was periodically reviewed and exam ned by
ei ther reinsurance conpanies or the departnent. Reinsurance
conpani es revi ewed petitioner’s claimdepartnent operations to
assess petitioner’s overall claimhandling procedures for
pur poses of determ ning whether to enter into, or renew, a
rei nsurance agreenment with petitioner. The departnent exam ned
petitioner’s claimdepartnent as part of its triennial
exam nation of petitioner’s operations. These reports and
exam nations have generally approved petitioner’s procedures in
processing clainms and establishing reserves for its case
reserves.?®

2. Adverse Devel opnent Reserve

In addition to the case reserve set by the claim

departnent, petitioner’s incurred | oss reserve also conprises an

8 The departnent’s exami nation for petitioner’s 1993 year
included a review of petitioner’s claimdepartnent procedures.
There was only one m nor recommendation regarding petitioner’s
cl ai m depart nent procedures, which petitioner inplenmented after
t he exam nation
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adverse devel opnent reserve. The adverse devel opnent reserve is
established by its CEO and president, Joseph H Bixler (Bixler),
and its controller to address the possibility that the reserves
set by the claimdepartnent m ght be understated because of the
di scovery of new information or unforeseeable events. This
reserve is a “bul k” reserve rather than one cal cul ated case by
case.® For the years in issue, the adverse devel opnent
reserves, when added to petitioner’s case reserves, increased
petitioner’s total unpaid | oss reserves by amobunts rangi ng from
about 37 percent to about 50 percent.

For estimated clainms under $100, 000, the adverse
devel opnment reserve includes an anount that represents a
percentage of such clainms. The percentage varies fromyear to
year and reflects at |east an el enent of judgnent or
subjectivity. Petitioner operates under the principle that as
the clains mature and nore information is known about them it
can devel op a hi gher expectation of accuracy on its case
reserve. Consequently, in conmputing its adverse devel opnment
reserve, petitioner includes a higher percentage of open clains
fromthe nost current claimyear and a snaller percentage for

each succeedi ng ol der year. For each year in issue, petitioner

® On its annual statenent, petitioner’s adverse devel opnent
reserve is labeled as “Bulk + IBNR'. The term“IBNR’ stands for
“incurred but not reported”. Petitioner did not conmpute an |IBNR
reserve because it considered only reported clains in its reserve
anal ysi s.
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applied to open clains fromthe nost current claimyear a factor
t hat was between roughly 35 and 45 percent; this factor was then
reduced for each succeedi ng ol der claimyear.! For clains over
$100, 000, petitioner nakes a separate and additional allowance
in the adverse devel opnent reserve based not upon any percentage
factor but rather upon a subjective assessnment of the nunber of
such | osses and how much they m ght cost.?!!

Petitioner's adverse devel opnent reserves for the years in

i ssue were as foll ows:

Year Anpunt

1993 $3, 155, 000
1994 3, 748, 000
1995 14,048, 000

! For 1995, petitioner included in its adverse devel opment reserve, for
the first time, an additional conponent, “unall ocated | oss expenses unpaid”,
in the amount of $532, 000.

Petitioner’'s Reserve Experience

For each of the years 1982 through 1985, petitioner's
initial estimtes of |osses turned out to be | ower than actual

| osses. For each of the years 1986 through 1995, petitioner’s

10 For exanple, to conpute the adverse devel opnent reserve
for 1995, petitioner applied a factor of approxi mately 45 percent
to its case reserve estimte for open 1995 clains, a factor of
approxi mately 40 percent for open 1994 clains, a factor of
approxi mately 38 percent for open 1993 clains, and so on. The
adverse devel opnent reserve for 1995 is the sumof the separately
conput ed adverse devel opnent reserve anounts for each year with
open clains as of Dec. 31, 1995.

11 The record does not reveal the nechanics of this separate
and additional allowance for clains over $100, 000.
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estimates of |osses turned out to be significantly higher than
actual | osses. For exanple, petitioner's estinated | oss reserve
for clains arising in 1995 as stated in its 1997 annual
statement, was $7, 254,000, in contrast to the $12,500, 000 t hat
was initially stated in its 1995 annual statenent.?

Simlarly, for each of the years in issue, petitioner’s
initial estimates of | osses, stated as a percentage of prem uns
earned for the year, turned out to be nuch higher than actual
| osses. For exanple, as of the end of 1993, petitioner
estimated that it would pay out in net |oss and | oss expenses on
1993 clains 94.7 percent of the prem uns earned for that year.
By the end of 1995 petitioner had revised that figure to 60
percent, and by the end of 1997 petitioner had further revised

that figure to 44.2 percent.?®

12 Petitioner’s reserves for clains arising in the years
1993 through 1995, as originally reported and as adjusted as of
the tinme petitioner conpleted its 1997 annual statenent, were as
fol | ows:

As Oiginally As Estimated on
Year Report ed 1997 Annual St at enent
1993 $11, 633, 000 $4, 934, 000
1994 11, 576, 000 4,330, 000
1995 12, 490, 000 7, 254, 000

13 The followi ng table sets out petitioner's estimated
percentage of prem uns earned that would be paid out in |osses
and | oss expenses, net of reinsurance, initially and as |ater

(continued. . .)
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For the years in issue, petitioner’'s reserve anal yses show

“redundanci es” (excesses) in its case reserves in the follow ng

anmount s:
Year Redundancy
1993 $129, 374
1994 1, 159, 685
1995 1, 751, 656

Petitioner’s Reporting of Loss Reserves for Annual Statenent
Pur poses

Each year, pursuant to State |l aw, petitioner appoints a
qualified actuary before yearend for purposes of obtaining a
| oss reserve opinion for that year. Shortly after yearend,
petitioner estimates its final unpaid | oss reserve and submts
material to the qualified actuary for purposes of the actuary’s
review for its | oss reserve opinion. Each February, the
qualified actuary issues her statenent of actuarial opinion
regarding petitioner’s |loss reserve. Each March, petitioner

files its annual statenment with the departnent and the NAIC.

13(...continued)

adj ust ed:
Year of Estimmte
Loss Year 1993 1994 1995 1996 1997
1993 94. 7% 80. 3% 60. 0% 43. 2% 44. 2%
1994 83.1 67.0 60. 2 42.5
1995 102. 2 79.7 77.9
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Petitioner then files its Federal inconme tax return.

For each of the years in issue, petitioner used on its
annual statenent the sane unpaid | oss reserve estimate that it
presented to its appointed actuary for review and al so used this
sane estimate on its Federal income tax return.

Statenents of Actuarial Opinion

Petitioner’s actuarial opinion for 1993 (the Wtcraft
opi ni on) was prepared by Susan E. Wtcraft (Wtcraft) of
MIliman & Robertson, Inc. The Wtcraft opinion states that
petitioner’s 1993 carried reserves nmet the requirenents of the
i nsurance laws for the State of M nnesota; were conputed in
accordance wth the standards of practice issued by the
Actuari al Standards Board (including the Casualty Actuari al
Society's statenment of principles regarding property and
casualty loss and | oss adj ustnent expense reserves); and nade
reasonabl e provision for all unpaid | oss and | oss expense
obl i gati ons.

In her actuary’s report, Wtcraft explained that she had
projected ultimte | osses using six nethods: The paid |oss
devel opment net hod, the incurred | oss devel opnent nethod (“both
unadj usted and adjusted for an apparent increase in reserve
adequacy”), the reserve devel opnent nethod (“both unadjusted and
adjusted for an apparent increase in reserve adequacy”), and the

average claimcost nethod. The report states that, on the basis
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of these projections, she selected estimates of petitioner’s
ultimate | osses. The report states that Wtcraft’s best
estimate of the reserve for petitioner’s unpaid | osses and | oss
adj ust nent expenses, net of reinsurance, was approximtely $7.8
mllion. The report specifically notes that Wtcraft’'s best
estimate was significantly | ower than petitioner’s booked
reserve of $11.6 mllion.

For 1994 and 1995, Patricia A Teufel (Teufel) of KPMG Peat
Marwi ck i ssued petitioner’s statenents of actuarial opinion (the
Teufel opinions). The 1994 and 1995 Teufel actuarial reports
t hat acconpani ed the Teufel opinions each state that her
eval uation of petitioner’s | oss reserve was nmade using the paid

devel opnment net hod, the incurred devel opnent nethod, and the

¥ 1n exhibits acconpanyi ng her report, Susan E. Wtcraft
(Wtcraft) noted that for 1993, there was a $4, 210, 000 aggregate
“redundancy” in petitioner’s booked net reserve, conprising
redundancies with respect to petitioner’s booked net reserves for
precedi ng years in the foll ow ng anounts:

Year Anpount

1985 $19, 000
1986 22, 000
1987 70, 000
1988 123, 000
1989 281, 000
1990 304, 000
1991 803, 000
1992 1, 099, 000

1993 2,421, 000
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Bor nhuet t er - Fer guson net hod.®* The Teufel opinions state that
petitioner’s carried reserves neet the requirenments of M nnesota
i nsurance | aws, were conputed in accordance with accepted | oss
reserving principles and standards, and nake reasonabl e
provision for all of petitioner’s unpaid |oss and | oss expense
obligations. In addition, Teufel’s 1994 and 1995 reports each
provide a range for petitioner’s unpaid | oss reserves, as well
as recommended point estimates. For 1994, Teufel’'s range for
reserves net of reinsurance extends from $7, 956,093 to
$13, 550, 446, and her point estimate is $10, 096, 656. For 1995,
Teufel’s range is from $5, 851,559 to $12, 867,450, and her point
estimate is $8, 706, 428.

Rei nsur ance

During the years in issue, petitioner purchased reinsurance
coverage fromreinsurance conpanies. Before July 19, 1994,
petitioner retained 100 percent of the insurance coverage for
clainms up to $100,000, ceding to reinsurers all |osses greater
than this amount. From July 19, 1994, to April 18, 1995,
petitioner increased its retention levels to include, in
addition to 100 percent retention of |osses up to $100, 000, 60

percent of |osses greater than $100, 000, up to $250,000. On

15 The Bornhuetter-Ferguson nethod is an actuarial technique
w dely used for long-tailed lines of insurance |ike professional
mal practice. See Uah Med. Ins. Association v. Conm Sssioner,
T.C. Meno. 1998-458.
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April 19, 1996, petitioner again increased its retention |evels
to include 15 percent of | osses greater than $250,000, up to
$500, 000.
In a newsletter to policyhol ders dated Septenber 1996,
Bi x|l er expl ai ned these changes in its reinsurance phil osophy as
fol |l ows:
If certain reinsured |layers are relatively predictable and
t he conpany’s financial strength can readily absorb unusual
activity in those layers, then it may be advisable for the

conpany to retain that portion instead of buying
reinsurance on it. * * *

* * * [Petitioner] has pursued a strategy of surplus growth

and will soon achi eve our inmedi ate goal of $20, 000, 000.

Meanwhi | e, we have had the opportunity to observe the | oss

activity in each band of risk and have found many of the

| ower layers to be relatively stable under various

condi tions over several years. Therefore, * * *

[ petitioner] has progressively assuned a | arger share of

ri sk on each claimover the past few years.

For annual statenent purposes, petitioner’s unpaid |oss
reserves were shown both gross and net of estimated reinsurance
proceeds recoverable. Simlarly, petitioner’s appointed
actuaries conputed both gross and net unpaid | oss reserves but
netted out |arger anmounts of estimated reinsurance proceeds
recoverable than did petitioner.'® The differences in
petitioner’s estimtes of reinsurance proceeds (as reflected on
schedule F of its annual statenents) and the actuaries’

estimates (as indicated by the difference between the actuaries’

1 The record does not explain these variances.
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gross and net reserve point estimates) are shown below (in
mllions of dollars):

Esti mat es of Rei nsurance Proceeds Recoverabl e

Petitioner’s Act uari es’
Year Esti mat e Esti mat e
1993 $4. 397 $6.9
1994 4.507 4. 804
1995 4. 255 5. 863

Petitioner’s Tax Returns and Respondent’s Determ nations

Petitioner tinely filed Forns 1120PC, U. S. Property and
Casual ty I nsurance Conpany | ncone Tax Return, for 1993, 1994,
and 1995.

Respondent determ ned that for each year petitioner
overstated its unpaid | osses for professional liability
i nsurance. ! The followi ng tabl e shows the unpaid | osses
out standing at yearend (net of reinsurance and before
di scounting) on professional liability insurance, as reported by

petitioner and as all owed by respondent for each year in issue:

Year Reported by petitioner Al | owed by respondent
1993 $11, 663, 000 $7, 134, 000
1994 11, 576, 000 5, 531, 000
1995 12, 490, 000 5, 010, 000

7 For each year in issue, petitioner also clained |osses
incurred with respect to its comercial nultiple peril policies,
as follows: 1993--$3,000; 1994--$5, 000; and 1995- - $9, 000.
Respondent did not adjust the unpaid | osses clained by petitioner
on these policies.
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OPI NI ON

Applicable Law

Petitioner, as a mutual property and casualty insurance
conpany, must conpute its taxable incone under section 832. See
sec. 831. Taxable incone equals gross incone | ess allowable
deductions. See sec. 832(a). Guoss incone includes anounts
earned frominvestnent and underwiting incone, “conputed on the
basis of the underwiting and investnent exhibit of the annual
statenent approved by the National Association of |nsurance
Comm ssioners”. Sec. 832(b)(1)(A). Underwiting inconme neans
“the prem uns earned on insurance contracts during the taxable
year less losses incurred and expenses incurred.” Sec.
832(b)(3). Insurance conpanies are also allowed various
deducti ons under section 832(c), including a deduction for
“l osses incurred’”, as defined in section 832(b)(5). Sec.
832(c)(4).1®

“Losses incurred” generally neans (with qualifications
i nappl i cabl e here) | osses paid (net of salvage and reinsurance
recovered) on insurance contracts during the year plus any
increnment fromthe preceding year in discounted “unpaid | osses”,

| ess any increnment fromthe preceding year in estimted

18 Al t hough such a deduction woul d appear potentially
duplicative of |losses incurred taken into account in determ ning
underwiting i ncome under sec. 832(b)(3), the statute
specifically prohibits the sane item from bei ng deducted nore
than once. See sec. 832(d).



-22.
recoverabl e sal vage and rei nsurance. Sec. 832(b)(5)(A).?*
“Unpai d | osses” generally neans “unpaid | osses shown in the
annual statenent filed by the taxpayer for the year ending with
or within the taxable year of the taxpayer.” Sec. 846(b)(1).
Unpai d | osses include any unpaid | oss adjustnent expenses. See
sec. 832(b)(6).

The rel evant regul ati ons state:

(a)(5) In conputing “losses incurred” the determ nation of

unpai d | osses at the cl ose of each year nust represent

actual unpaid losses as nearly as it is possible to

ascertain them

(b) Losses incurred. Every insurance conpany to which

this section applies nmust be prepared to establish to the
satisfaction of the district director that the part of the

19 Sec. 832(b)(5)(A) provides in relevant part:

In general.--The term “l osses incurred” nmeans | osses
incurred during the taxable year on insurance contracts
conputed as foll ows:

(i) To losses paid during the taxable year, deduct
sal vage and rei nsurance recovered during the taxable
year.

(1i) To the result so obtained, add all unpaid
| osses on |life insurance contracts plus all discounted
unpaid | osses (as defined in section 846) outstanding
at the end of the taxable year and deduct all unpaid
| osses on |life insurance contracts plus all discounted
unpai d | osses outstanding at the end of the preceding
t axabl e year.

(ti1) To the results so obtained, add estimated
sal vage and reinsurance recoverable as of the end of
t he precedi ng taxabl e year and deduct estimated sal vage
and reinsurance recoverable as of the end of the
t axabl e year.
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deduction for “losses incurred” which represents unpaid

| osses at the close of the taxable year conprises only
actual unpaid | osses. See section 846 for rules relating
to the determ nation of discounted unpaid |osses. These

| osses nust be stated in anmounts which, based upon the
facts in each case and the conpany’s experience with
simlar cases, represent a fair and reasonabl e estimte of
t he anount the conpany will be required to pay. Anobunts
included in, or added to, the estinmates of unpaid | osses
which, in the opinion of the district director, are in
excess of a fair and reasonable estimate will be disall owed
as a deduction. The district director may require any

i nsurance conpany to submt such detailed information with
respect to its actual experience as is deened necessary to
establish the reasonabl eness of the deduction for “losses
incurred.” [Sec. 1.832-4(a)(5) and (b), Inconme Tax Regs.]

The validity of these |ongstanding regulations is well

established, see, e.g., Hanover Ins. Co. v. Conm ssioner, 69

T.C. 260, 272 (1977), affd. 598 F.2d 1211 (1st Cr. 1979),;

Hanover Ins. Co. v. Comm ssioner, 65 T.C 715, 719 (1976), and

is not in dispute.

Al t hough the annual statenent nethodology is normally
controlling for tax purposes, when the annual statenent
nmet hodol ogy i s predicated upon the use of estimates, those

estimates nust be the “best possible.” Bitumnous Cas. Corp. v.

Comm ssi oner, 57 T.C. 58, 78 (1971).

A reserve for unpaid | osses is an estimate of the insurer’s
liability for clains that it will be required to pay in future

years. See Western Cas. & Sur. Co. v. Conm ssioner, 65 T.C

897, 917 (1976), affd. on another issue 571 F.2d 514 (10th Cr
1978). Unpaid | osses may not be based on estimtes of potenti al

| osses that mght be incurred in future years but instead nust
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be based on the actual |oss experience of the insurance conpany.

See Maryl and Deposit Ins. Fund Corp. v. Conm ssioner, 88 T.C

1050, 1060 (1987); Hospital Corp. of Am v. Conmm ssioner, T.C

Menmo. 1997-482.
Whet her the taxpayer’s estimate of unpaid |osses is fair
and reasonable is essentially a valuation issue and thus a

gquestion of fact. See Hanover Ins. Co. v. Conm ssioner, 69 T.C

at 270. The burden of proof is on the taxpayer to substantiate

its clainmed deduction. See Rule 142(a); Wlch v. Helvering, 290

U S 111, 115 (1933); Tine Ins. Co. v. Conm ssioner, 86 T.C

298, 313-314 (1986).

1. The Parties’ Positions

Petitioner asserts that its case reserves were established
by evaluating the facts of each claim that its adverse
devel opnent reserves were reasonabl e given the inherent
uncertainty of its case reserve determnations, that its unpaid
| oss reserves were approved by know edgeabl e persons including
its expert witness, and that respondent's determ nation,
i ncluding the analysis of his expert, is wholly unsupported.
Petitioner argues that factual simlarities between the instant

case and Utah Med. Ins. Association v. Conm ssioner, T.C. Meno.

1998-458, favor its position.
Respondent argues that petitioner’s unpaid | oss reserves

were not fair and reasonable as they did not represent
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petitioner’s actual unpaid | osses as nearly as they could be
ascertained. On brief, respondent acknow edges t hat
petitioner’s case reserves are “at least facially” in conpliance
with the regulatory requirenent that unpaid | osses be cal cul ated
“based on the facts in each case.” Sec. 1.832-4(b), Incone Tax
Regs. Respondent contends, however, that petitioner has failed
to establish that the portion of its total unpaid | oss reserves
represented by its adverse devel opnent reserve was necessary or
r easonabl e.

[, Expert Wt nesses

The parties each called an expert wtness to opine on the
reasonabl eness of petitioner's reserves. W eval uate expert
opinions in light of all the evidence in the record and may
accept or reject the expert testinony, in whole or in part,

according to our own judgnent. See Helvering v. National

G ocery Co., 304 U S. 282, 295 (1938); Estate of Mellinger v.

Comm ssioner, 112 T.C 26, 39 (1999).

A. Roger M Hayne

Petitioner’s expert, Roger M Hayne (Hayne), is a
consulting actuary in the firmof MIIlinmn & Robertson, Inc.?°

He is a nenber of the American Acadeny of Actuaries. He holds a

20 Al though MIIlimn & Robertson, Inc., is the actuaria
firmthat provided the Wtcraft opinion and report for
petitioner’s 1993 year, there is no indication in the record that
Roger M Hayne (Hayne) was involved in the preparation of the
Wtcraft opinion or report.
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Ph.D. in nmathematics fromthe University of California
(Riverside) and has nore than 21 years of actuarial consulting
experi ence.

In formng his opinion, Hayne relied primarily on
i nformati on supplied by petitioner, the Wtcraft opinion, and
the Teufel opinions, as well as petitioner’s annual statenents
and annual statenents of other insurers specializing in |egal
professional liability insurance.

Hayne did not attenpt to estimate petitioner’s unpaid
| osses. He testified that he had no actuarial opinion as to the
anount of unpaid | oss reserves petitioner should use for either
annual statenent or Federal incone tax purposes. Instead, his
goal, as stated by petitioner on brief, was to “assess the
volatility present in petitioner’s data and the effect of that
volatility on projections based on that very data.”

Hayne testified that petitioner’s |oss devel opnent was
historically volatile and difficult to predict with certainty.
He found that petitioner had substantially fewer expected paid
clains than the nunber generally needed each year for ful
statistical credibility. He attenpted to quantify the |evel of
uncertainty and to test petitioner’s carried reserves using two
statistical analyses, the incurred |oss devel opnent nethod and
the paid | oss devel opnent nethod. Under these two nethods,

Hayne determ ned that the range of outcones for petitioner’s



-27-
paid and incurred | oss reserves for the years in issue were as

follows (rounded, in mllions of dollars):

| ncurred Loss Pai d Loss
Year Devel opnent ©Met hod Devel opnent ©Met hod
1993 $6.0 to $9.6 $3.9 to $19.9
1994 4.9 to 8.7 7.0 to 31.9
1995 4.8 to 9.4 8.3to 39.2

Hayne' s expert report states:
| f the nmessage given by the paid patterns * * * were indeed
correct, one could conclude that * * * [petitioner’s]
carried reserves would not be adequate. |If, however, the
nmessage given by the incurred patterns were correct, one
coul d conclude that the carried reserves may be sufficient,
or perhaps even redundant.
Hayne concl uded that given the w de range of potential outcones
fromthese two statistical analyses, he “could not conclude that
* * * [petitioner’s] carried reserves were, in total, so high as
to be unreasonable.” O, as petitioner summarizes Hayne's
opinion on brief: “there was so nmuch volatility in petitioner’s
data that petitioner’s reserves were reasonable.”
Hayne al so presented a conparison of petitioner's
devel opnent factors to those of a selected “peer” group of
conpani es, conprising eight conpanies that are single-line,
| egal mal practice insurers operating in other States. He
conpared the ratio of petitioner's paid to ultimate | osses and
al l ocated | oss adj ustnent expenses to the peer group. Hayne
al so conpared the ratios of bulk and I BNR | osses and al |l ocat ed

| oss adj ustnment expenses to ultimte | osses for petitioner with

the sane ratios for the selected group. Hayne did not define
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t he bounds of the selected group’s range but concl uded that
petitioner's ratio fell within the mddle 50 percent of the peer
group’ s range.

B. Janes P. Streff

Respondent’s expert, James P. Streff (Streff), is an
i ndependent consulting actuary. He is president of Streff
| nsurance Services, an actuarial consulting firmin Red Wng,
M nnesota. He has a bachelor's degree in nmathematics fromthe
Coll ege of St. Thomas and a master’s degree in statistics from
the University of Mnnesota. He is a fellowin the Casualty
Actuarial Society and a nenber of the Anerican Acadeny of
Actuaries. He has worked as an actuary in the insurance
i ndustry since 1970. He is the appointed actuary for a nunber
of conpanies and is under contract to provide actuari al
assistance to the State of M chigan's Departnent of I|nsurance.

In preparing his expert report, Streff relied on four
primary sources: Petitioner's annual statenents dating back to
1982; certain internal data requested frompetitioner; industry
statistics obtained fromBest publications; and the reports
prepared by petitioner's appointed actuaries for years 1993
t hrough 1995.

Streff performed an actuarial analysis. He acknow edged
that petitioner’s | ow claimvolune reduced its statistical

credibility. Streff reviewed other aspects of petitioner’s
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busi ness and claimtrends to satisfy hinself that petitioner’s
underlying loss and | oss adjustnent expense patterns were stable
and consi stent.?!

Li ke Hayne, Streff used two accepted actuarial nethods,
i nvol ving projections of both incurred and paid | osses. Streff
conput ed his devel opnent factors? for both incurred | osses and
paid | osses using petitioner’s |ast five to seven annual
statenents. Streff expressed the devel opnent as a ratio or
arithmetic percentage showi ng the change in paid, or incurred,
| osses fromone year to the next. Streff conputed a wei ghted
3-year average and a wei ghted average for all years presented,
and then sel ected the devel opnent factor to be applied to each
interval on the basis of his judgnment and experience as an
actuary.

Streff applied the devel opnment factor determ ned for each

year to the paid or incurred | osses for that year, as

2L Janes P. Streff (Streff) reviewed the followi ng types of
information: (1) Financial considerations, such as witten
prem um surplus, etc.; (2) marketing and | oss exposure
consi derations, such as the size of insured law firms, policy
limts, rate changes, and reinsurance; (3) |oss reserve
consi derations, such as reserve tests; (4) underlying | oss
patterns, such as claimclosure rate, clains closed wthout
paynment, | oss frequency and severity, and claimmgration (i.e.,
movenent of a claimfrom one reinsurance |ayer to another as a
result of deviations in its original estimation).

22 | n general, devel opnent factors express the ratios of
anounts at one age to those at the imedi ately prior age.
Actuaries use devel opnment factors, along with other nmethods, to
estimate | oss and | oss expense reserves.
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appropriate, to project the ultimate |osses for that year. In
this respect, Streff’s approach is simlar to nmethods used by
petitioner’s appointed actuari es.

Streff then reduced the ultinmate | osses by the anmounts
al ready paid for each year to determ ne the projected | oss
reserve. He did this for both incurred | osses and paid | osses.
Streff equally weighted the projected | osses using incurred | oss
devel opment and paid | oss devel opnent to arrive at his selected
| oss reserve for each of the years in issue.

Streff separately cal culated the anount to be reserved for
all ocated | oss expenses. He reviewed the historical
rel ati onship between paid | osses and paid | oss expenses to
determne a ratio for each year in which clains remai ned open.
Streff then applied this ratio to his projected unpaid | osses to
determ ne the anount of projected allocated | oss expenses.
Streff also calculated a reserve for unallocated | oss expenses.
Unli ke Hayne, Streff provided a “nost likely estimte” of

petitioner's net |oss reserve for each of the years in issue as

foll ows:
Year Anpunt
1993 $8, 240, 000
1994 7,273,000

1995 6, 212, 000
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Streff determ ned a reasonabl e range of deviation extending
from $570, 000 bel ow to $1, 140, 000 above his nost likely reserve
estinmates.

As part of his report, Streff “restated” petitioner’s
carried reserves for each year of its history by considering
subsequent paynents and changing reserve |levels for successive
years through 1995. According to this analysis, petitioner’s
initial reserves for each of the years 1982 through 1985, were
| ower than their restatenent in 1995, whereas petitioner’s
initial reserves for each of the years 1987 through 1994 were 27

to 52 percent higher than their restatenent in 1995. 23

2 Streff’s expert report indicates that on the basis of
information in petitioner’s annual statenents, petitioner’s
“restated” reserves as of Dec. 31, 1995, and the resulting
deficiency or redundancy in the initial booked reserve, were as

follows (in mllions of dollars):

Origi nal 1995 Def i ci ency
Year Reserve Rest at ement (Redundancy)
1982 $105 $302 $197
1983 498 1, 397 899
1984 1, 245 2,320 1, 075
1985 2,138 2,961 823
1986 4,323 2,792 (1,531)
1987 5, 557 3,116 (2, 441)
1988 5, 989 4, 388 (1, 601)
1989 7,837 5, 165 (2,672)
1990 9,618 4, 656 (4,962)
1991 10, 127 4,954 (5,173)
1992 10, 550 5,577 (4,973)
1993 11, 636 6, 953 (4, 683)
1994 11, 581 7, 885 (3,696)

1995 12, 500 12, 500
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V. Analysis

A. Whether Petitioner Has Proved That Its Estimtes of
Unpai d Losses Were Fair and Reasonabl e

1. Necessity and Reasonabl eness of Adverse
Devel opnent Reserve

As described above, petitioner’s total unpaid | oss reserve
conprises a case reserve, as established by its claim
departnent, and an adverse devel opnent reserve, set by Bixler
and its controller. For the years in issue, the adverse
devel opnent reserve increased petitioner’s total unpaid |oss
reserves by anounts ranging from about 37 percent to about 50
per cent .

Al though Bixler testified generally about the uncertainty
inherent in petitioner’s reserves, petitioner can point to no
concrete evidence or analysis show ng, for the years in issue,
the necessity for or reasonabl eness of the adverse devel opnent
addition to the case reserves as estimted by petitioner’s claim
departnent. The record does not suggest that the claim
departnent’s estimates of unpaid | osses were low or failed to
reflect potential adverse developnent. |In fact, Bixler
acknow edged that he had no reason to be critical of
petitioner’s case reserves.

In Western Cas. & Sur. Co. v. Conm ssioner, 65 T.C. at 917,

the taxpayer had established in three schedule P Iines of
coverage “voluntary | oss reserves”, which were an additiona

anount that the taxpayer voluntarily included in its |oss
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reserves for certain lines “in which the reserves otherw se
conput ed have historically proven inadequate.” The Comm ssi oner
had argued that the voluntary | oss reserves were greater than

hi storical deficiencies in the schedule P lines of coverage and
were intended to cover deficiencies in certain schedule O lines
of coverage. Rejecting the Comm ssioner’s argunents, we held
that the test of reasonabl eness should be directed at the total
unpai d | oss reserves rather than at individual |ines of
coverage, and that the taxpayer’s total estimted reserves were
not only reasonable but actually understated in |ight of prior
experience. See id. at 919-920.

In the instant case, by contrast, petitioner has not shown
that, for the years in issue, it established adverse devel opnent
reserves to ensure the adequacy of reserves that historical
experience had proved i nadequate, or that its total reserves are
reasonable in light of prior experience. To the contrary, the
evi dence strongly suggests that for each year in issue,
petitioner’s recent historical experience had proved
petitioner’s case reserves to be generous. For exanpl e,
petitioner’s own reserve anal yses for the years in issue
i ndicate significant redundancies in its case reserves.
Petitioner’s appointed actuary noted that as of yearend 1993,
there was total “redundancy” in petitioner’s total booked net
| oss reserve of $4, 210, 000— whi ch exceeds the $3, 155, 000 adverse

devel opnent reserve that petitioner established for 1993. The
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1994 and 1995 Best reports indicate that petitioner was very
conservatively reserved and had denonstrated a pattern since
1987 of witing down excess reserves established in prior years.

In sum petitioner has failed to prove the necessity of the
adverse devel opnent reserve for the years in issue, during which
neither its own reserve anal yses nor historical experience
indicated deficiencies in its case reserves. Even if we were to
assune arguendo that petitioner has denonstrated a need for
adverse devel opnent reserves for the years in issue, petitioner
nonet hel ess has failed to carry its burden to show that its
unpaid | oss reserve estimates were fair and reasonable. It has
not shown what specific factors, if any, were taken into account
in establishing the extra percentage of case reserves that would
be included in the adverse devel opnent reserve, nor has it shown
how t he factors m ght have been weighted. Qher than summary
reserve anal yses, petitioner presented no work papers or other
docunent ati on showi ng what facts it considered or analyzed in
determning its adverse devel opnent reserve. There is no
specific indication in the record, for exanple, why petitioner,
in conputing its adverse devel opnent reserve for 1995, applied a
factor of 45 percent for 1995 open clains of $100, 000 or |ess,
rat her than sone | ower or higher factor, or why the factor
applied to current-year clains varied fromyear to year.
Simlarly, although Bixler testified that petitioner nade

separate and additional allowance for clains over $100, 000,
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there is no indication how that separate all owance was nmade, how
it purported to avoid redundancy with the case reserve devel oped
by the claimdepartnent, or to what extent petitioner took into
account its reinsurance proceeds recoverable for clains over
$100, 000.

2. Variance from Actuarial Estinmates

In Uah Med. Ins. Association v. Conm ssioner, T.C. Meno.

1998- 458, the taxpayer’s actuary used consistent actuari al
met hods and standard actuarial |oss devel opnent techniques to
estimate the taxpayer’s ultimate | oss within a bounded range
i nstead of recommending a point estimate. The taxpayer then
sel ected reserves at the high end of the actuary’ s indicated
range. On the basis of the evidence in the record, including
the testinony of the actuary, we concluded that the actuary’s
i ndi cated range of reserves was reasonable, that each point in
the actuary’s range was reasonable, and that the taxpayer’s
reserves were fair and reasonabl e.

By contrast, here the evidence does not indicate that
petitioner used consistent actuarial nmethods and standard
actuarial | oss devel opnent techniques in establishing its |oss

reserves.? Petitioner’s actuaries did not assist in

24 The Wtcraft opinion for 1993 states that petitioner’s
carried reserves were “conputed in accordance with Standards of
Practice issued by the Actuarial Standards Board (including the
Casualty Actuarial Society’'s Statenment of Principles regarding
Property and Casualty Loss and Loss Adjustnent Expense

(continued. . .)
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establishing petitioner’s reserves in the first instance but
were asked after the fact to review petitioner’s carried
reserves, for purposes of satisfying the statutory certification
requi renent.

Wth respect to petitioner’s 1993 taxable year, Wtcraft
speci fied no recomended range of reasonabl eness (unlike the

taxpayer’s actuary in Utah Medical), but instead provided a

“best estimate” that was significantly |lower than petitioner’s
carried net reserve, while noting historical redundancies in
petitioner’s carried net reserves. Petitioner has not expl ained
t he variance between this “best estimate” and the estimate

petitioner used for tax purposes.?®

24(...continued)
Reserves)”. The Teufel opinions for 1994 and 1995 each state
that petitioner’s carried reserves were “conputed in accordance
Wi th accepted | oss reserving standards and principles”. It is
uncl ear, however, whether these statenents are neant to refer to
the actuaries’ assessnment of conputational techniques of
petitioner’s managenent as opposed to the actuaries’ own
conputations in independently eval uating the adequacy of
petitioner’s reserves. The actuaries were not called as
W t nesses to resolve such anbiguities.

25 Petitioner states on brief that it did not call its
actuaries to testify in part because “Petitioner was, and is,
satisfied wwth the accuracy and clarity of the qualified
actuaries’ reports.”

On brief, respondent conpl ains about the |ack of opportunity
to cross-exam ne the actuaries. Respondent had equal
opportunity, however, to call the actuaries as w tnesses, either
as part of his case-in-chief or as rebuttal w tnesses, issuing a
subpoena if necessary. Respondent chose not to. Accordingly, we
do not infer that the actuaries’ testinony would have been either
favorabl e or unfavorable to petitioner. See Sisson v.

(continued. . .)
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Simlarly, for petitioner’s 1994 and 1995 years, Teufel
provi ded a “selected point estimate” that was significantly
| oner than petitioner’s carried net reserves. For each of these
years, Teufel also provided a recomended range. Relative to

the recommended range of the taxpayer’s actuary in Utah Medical,

Teufel’s recommended ranges are very large.? The evidence in
the record is insufficient for us to eval uate adequately whet her
Teufel’ s recommended ranges are so |arge as to be unreasonabl e,
or whether every point in each recormmended range woul d satisfy

the requirenent that the determ nation of unpaid | osses

25(...continued)
Commi ssioner, T.C Meno. 1994-545,

At trial, respondent raised a hearsay objection to the
adm ssion into evidence of the actuaries’ opinions and reports.
The Court overrul ed the objection but invited respondent to renew
his objection on brief. Respondent has not done so. W concl ude
t hat respondent has abandoned his objection. |In any event,
respondent’s objection is wthout nerit, as petitioner presented
adequate foundation testinony to qualify the actuarial opinions
and reports as business records. See Fed. R Evid. 803(6).
Furthernore, respondent’s expert witness stated that he relied
upon the actuarial reports as one of four primary sources of
information, fromwhich we conclude that respondent’s own expert
deened the information therein to be trustworthy.

26 |n Uah Med. Ins. Association v. Commi ssioner, T.C. Mno.
1998- 458, we accepted the reserves carried by the taxpayer even
t hough they were near the upper |limt of the actuary's range. W
characterized the actuary's range as |arge, but not so |arge as
to be unreasonable. See id. The upper limt of the actuary's
range in Uah Medical was approximately 26 percent above the
lower limt of the range for each year in issue. In the instant
case, by contrast, for 1994 the upper |limt of Teufel’s
recommended range was approxi mately 70 percent higher than the
lower Iimt, and for 1995 the upper limt was approxi mately 120
percent higher than the lower [imt.
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“represent actual unpaid |osses as nearly as it is possible to
ascertain them” Sec. 1.832-4(a)(5), Income Tax Regs.; see

Hanover v. Conmi ssioner, 69 T.C at 270.

3. Si gnificance of Actuarial Certification and
State Review or Lack Ther eof

For each of the years in issue, Wtcraft’s and Teufel’s
actuarial reports certify that petitioner’s unpaid | oss reserves
make reasonabl e provision for petitioner’s unpaid | osses and
| oss expenses. The record does not establish, however, that
this certification was neant to be equivalent to the regulatory
requi renent that petitioner’s reserves be “fair and reasonabl e”
within the nmeaning of section 1.832-4(b), Incone Tax Regs.

G ven the wi de variance between petitioner’s carried reserves
and the appointed actuaries’ best estimates, it is unclear that
any such equi val ence was intended. |Indeed, because Teufel and
Wtcraft each anticipated that their opinions would

be reviewed by the State regulator,? it would appear l|ikely that
their focus was on conservati smand petitioner’s sol vency.

For 1993, the departnent reviewed petitioner’s reserves and
determ ned that they were “adequate”. For 1994 and 1995, the
departnment accepted petitioner's filing of the annual statenents
W t hout any adjustnments. Although this is a positive factor in

eval uating the fairness and reasonabl eness of petitioner’s

2T Each of the Teufel opinions states: “This statenent of
opinion is intended solely for filing with state regul atory
agencies.” The Wtcraft opinion contains a simlar statenent.



-39-

reserves, see Utah Med. Ins. Association v. Conmi Ssioner, supra,

it is not conclusive. As stated in Sears, Roebuck & Co. V.

Commi ssioner, 96 T.C. 61, 110 (1991), revd. on other grounds 972

F.2d 858 (7th Gir. 1992):

The objectives of State regulation * * * are not identical
to the objectives of Federal incone taxation. State

i nsurance regul ators are concerned with the solvency of the
insurer. MCoach v. Insurance Conpany of North Anerica,
244 U.S. 585, 589 (1917). * * * |In contrast, Federal tax
statutes are concerned with the determ nation of taxable

i ncone on an annual basis. Burnet v. Sanford & Brooks Co.,
282 U.S. 359, 365 (1931).

The record does not establish that the State regulators would
have been concerned with excesses in petitioner’s reserves.
Thus, their silence on this point is not necessarily
significant.

G ven the clear directive of the regulations regarding the
Conmi ssioner’s discretion to review the anmount of deducted | oss

reserves, and the holding in Hanover Ins. Co. v. Conm ssSioner,

69 T.C. 260 (1977), upholding the validity of these regulations,
there is no nerit to the argunent that the Conm ssioner’s review
function is supplanted by the certifying actuaries or the State
regul ators. A taxpayer's determ nation and reporting of unpaid

| osses and | oss expenses to a State insurance commi ssion does
not limt the Conm ssioner’s obligation to enforce the
regul ati ons and to exam ne and adjust, as necessary, the anounts

clainmed for Federal incone tax purposes. See Hone Mut. Ins. Co.

v. Comm ssioner, 639 F.2d 333, 339-340 (7th Gr. 1980), affg. in
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part, revg. in part on another issue, and remanding 70 T.C. 944

(1978); Hanover Ins. Co. v. Conm ssioner, 69 T.C at 272.

4. Hayne’'s Testi nony

The testinony of petitioner’s expert, Hayne, falls short in
assisting the Court in determ ning whether petitioner’s
estimates of unpaid | osses were fair and reasonabl e, or what
estimates mght be fair and reasonable. He did not opine on the
ultimate value of petitioner’s unpaid |osses. His testinony
suggests that because of the |low volune and volatility of
petitioner’s clains data, alnost any estimate within a very w de
range m ght have statistical credibility. H's report inplies,
for exanple, that for petitioner’s 1995 year, any estimate in a
range from$4.8 mllion to $39.2 mllion m ght be considered
reasonabl e.

Hayne' s testinony is difficult to square with petitioner’s
qualified actuary reports. These reports reflect the
application of a variety of standard actuarial techniques to
arrive at best estimates or selected point estinmates.?®
Mor eover, Hayne's prem se as to the volatility of petitioner’s
data is difficult to square with Bixler’s Septenber 1996
statenent to petitioner’s sharehol ders that “we have had the
opportunity to observe the loss activity in each band of risk

and have found many of the |ower layers to be relatively stable

28 The Wtcraft report was prepared by another actuary in
the sane actuarial firmwth which Hayne is affiliated. Hayne
testified that he had no reason to believe that Wtcraft did not
do her anal ysis properly.
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under various conditions over several years.”

Hayne' s expert report and testinony provide little basis
for assessing whether his peer-group ratio conparisons account
for possible differences in reserving, claimmnagenent, and
underwriting phil osophies anong the ei ght conpanies that he
sel ected for conparison, or whether those eight conpanies are in
fact the appropriate peer group.?®

5. Oher Factors

Citing Uah Med. Ins. Association v. Conm ssioner, T.C

Meno. 1998-458, petitioner argues that a nunber of other factors
support the fairness and reasonabl eness of its estimates of
unpaid | osses. Petitioner contends, for exanple, that it could
not offset reserve deficits with other reserve surpl uses,
because it wote primarily lawer’s professional liability
insurance. During the years in issue, however, petitioner had,
at a mninmm a surplus of $14 million. In an April 1995 report
to policyholders, Bixler characterized petitioner’s surplus as
“an i npressive safeguard agai nst adversity.”

Petitioner also argues that it adjusted its | oss reserve
each year to account for actual |oss experience. The

devel opnent of petitioner’s case reserves from 1986 to 1992,

2 Hayne testified that in identifying his peer group, he
tried to “get as nmany of the small, localized, |awer mutual type
conpanies that | could easily identify in insurance publications”
and that he | ocated through electronic services. Best defines
petitioner’s peer group as the National Association of Bar
Rel at ed | nsurance Conpanies (NABRICO . Hayne did not explain how
petitioner’s ratios conpared to the NABRI CO conposite.
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however, should have alerted petitioner that its prior reserve
estimates were nore than adequate. There is no evidence that
petitioner took this prior experience into account in evaluating
or anending its reserving philosophy and practices, especially

as regards its adverse devel opnent reserve. Cf. Hanover Ins.

Co. v. Conmmi ssioner, 69 T.C. at 270-271 (taxpayer failed to

prove that it enployed any nethod of testing its reserves on the
basis of prior experience, even though it revised its reserve
estimates fromtinme to tine on the basis of devel opnents in
particul ar cases).

Petitioner argues that it had conpeting busi ness concerns—-
such as ensuring solvency and conpetitiveness--not to overstate
its loss reserves. Apart fromsuch generalities, however,
petitioner fails to articulate with particularity how such
concer ns— whi ch woul d appear to relate principally to annual
statenent reporting— should govern the determ nation of fair and
reasonabl e estimates of unpaid | osses for Federal incone tax
purposes. In any event, the record does not indicate that
petitioner’s solvency was in jeopardy during the years in issue,
when its surplus consistently exceeded $14 million.

6. Concl usi on

On the basis of the totality of evidence in the record, we
conclude and hold that petitioner has failed to establish that

its estimtes of unpaid | osses, as used in conputing “l osses
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incurred” within the neani ng of section 832(b)(5), represent a
“fair and reasonable estinmate of the anobunt the conpany will be
required to pay.” Sec. 1.832-4(b), Incone Tax Regs.

B. Determ nation of Fair and Reasonabl e Unpaid Losses
for 1993

The anal ysis of respondent’s expert, Streff, was in key
respects simlar to that of petitioner's appointed actuaries.
He testified that he agreed with the actuaries’ data and
techni ques and di sagreed only with their assunptions.

For taxable year 1993, we find Streff’s analysis and
conclusions to be credible. W accept as fair and reasonabl e
hi s $8, 240,000 estimate of petitioner’s net unpaid | osses as of
yearend 1993. W note that this estinmte exceeds Wtcraft’'s
best net reserve estimte of $7,800,000, as well as the
$7, 134,000 net reserve estimate determ ned in respondent’s

notice of deficiency.?®

30 Streff’s 1993 estimate of petitioner’s net unpaid | oss
reserve is lower than petitioner’s 1993 net carried case reserve
of $8,478,000. At first blush, this result may seem anonal ous,
gi ven respondent’s statenment on brief that petitioner’s case
reserves are “at least facially” in conpliance with the
regul atory requirenent that unpaid | osses be cal cul ated “based on
the facts of each case.” Sec. 1.832-4(b), Incone Tax Regs. W
do not interpret respondent’s statenent on brief as a concession,
however, that petitioner’s net case reserves reflect a fair and
reasonabl e estimate of petitioner’s unpaid | osses. Respondent’s
statenment on brief appears to refer to petitioner’s estinmate of
its gross unpaid | osses and not to address possible effects of
proceeds recoverable through petitioner’s reinsurance
arrangenents, which proceeds are taken into account in conputing
| osses incurred, within the neaning of sec. 832. See sec.
832(b)(5) (A (iii). In this regard, we note that for each year in

(continued. . .)
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C. Determ nation of Fair and Reasonabl e Unpaid Losses
for 1994 and 1995

For taxable years 1994 and 1995, Streff estimated
petitioner’s reserves to be lower than their 1993 levels. This
analysis is difficult to square with the undi sputed facts, which
show that from 1993 to 1995, petitioner’s operations were
i ncreasi ng, as neasured by nunbers of attorneys insured,
policies issued, and premuns witten, and that petitioner was
assunm ng a |larger share of risks fornerly ceded to reinsurers.

Streff’s testinony indicates that his downward-trending
estimates for 1994 and 1995 were predicated on his assunptions
regarding a perceived increase in petitioner’s average open
claimreserve in 1993. H s report indicates that while such a
phenonmenon mght indicate a true increase in ultinmate claim
costs, it mght also represent a change in case reserve
attitude, or “reserve strengthening”. He testified that for
1993 he assuned that the increases were “real”, but then
adj usted his estimtes downward for 1994 and 1995 on the basis
of his conclusion that the 1993 increases had resulted from
reserve strengthening. On cross-exam nation, however, Streff

admtted that he had neither heard nor seen any evidence to |ead

30(...continued)
i ssue, petitioner’s estimates of reinsurance proceeds recoverable
are significantly lower than the estinmates used by its appoi nted
actuaries—thus tending to result in higher net unpaid | oss
reserves than recommended by the actuaries. Neither party has
specifically addressed these vari ances.



- 45-
himto believe that there had been reserve strengthening in
1993. He testified that when he was preparing his expert
opi nion, he did not necessarily have the know edge of the
uncontradi cted testinony offered by petitioner’s officers at
trial, which indicated that there was no reserve strengthening.
We conclude that Streff’'s estimates of petitioner’s unpaid
| osses for 1994 and 1995 were based on faulty assunptions
regarding petitioner’s 1993 increases in its case reserves. For
each of the years 1994 and 1995, we conclude that the best
avai | abl e evidence of a fair and reasonabl e estimte of
petitioner’s unpaid |osses is the point estinmate sel ected by
petitioner’s qualified actuary. Therefore, we conclude and hold
that fair and reasonabl e estinates of petitioner’s unpaid | osses
for 1994 and 1995 are $10, 096, 656 and $8, 706, 428, respectively.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




