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VEMORANDUM OPI NI ON

KROUPA, Judge: Respondent determ ned a $1, 965, 456
deficiency in petitioner’s Federal incone tax for 2004. The sole

i ssue for decision is whether petitioner may deduct $2, 483, 916
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deposited with an insurance conpany as an insurance premnm um under
section 162! for 2004.2 W hold that it may not.

Backgr ound

This case was submtted fully stipulated under Rule 122. W
i ncorporate the stipulation of facts and the acconpanyi ng
exhibits by this reference. Petitioner’s principal place of
business at the tine it filed the petition was Houston, Texas.

Petitioner is a consolidated group of corporations that
provide tenporary staffing services. Petitioner purchased two
i nsurance policies from Aneri can Home Assurance Conpany (Anerican
Hone). One policy was for workers’ conpensation insurance, and
one policy was for enployers’ liability insurance.® The policies
required American Hone to pay, for all valid enployer liability
clainms, up to $1 million for each accident or disease suffered by
an enpl oyee of petitioner. The policies also had a “loss
rei mbursenment endorsenent” that required petitioner to reinburse
Aneri can Hone up to $500, 000 for each accident, disease or claim

American Honme required petitioner to provide financial

1Al section references are to the Internal Revenue Code
(Code) in effect for 2004, and all Rule references are to the Tax
Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

2The parties have resolved all other issues in a stipulation
of settled issues.

%Petitioner paid a total prem um of $1, 654,249 for the two
policies in 2004.
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responsi bility assurance for the $500, 000 deducti bl e amounts
before entering into the contracts.

To provide the requisite assurance, petitioner entered into
a contract with National Union Fire |Insurance Conpany of Vernont
(National Union). National Union and Anmerican Hone were both
subsidiaries of American International Goup (AlG. The contract
required petitioner to pay into a National Union reserve fund
(reserve fund). National Union would then use noney fromthe
reserve fund to pay the first $3.9 nmillion of |oss rei nbursenent
under the Anmerican Honme policies. The parties to the contract
expected that the anmount paid into the reserve fund woul d exceed
the $3.9 million liability limt.*

Petitioner had paid a total of $6,204,334 into the reserve
fund by the end of 2004.° National Union paid $3,720,418 in
clainms and handl i ng expenses fromthe reserve fund to Anerican
Hone in 2004. Accordingly, National Union had $2, 483, 916
remaining in the reserve fund for paynent of clains at the end of

2004. °

“The parties to the contract estinmated that petitioner would
pay $3,919,598 into the reserve fund in 2004, which would exceed
National Union’s $3.9 million liability limt.

There was $1, 153,844 in the reserve fund at the beginning
of 2004. Petitioner deposited an additional $5, 050,490 during
2004.

This is calcul ated by adding the total anmount in the
Nati onal Union reserve ($5, 050,490 + $1, 153, 844) and then
(continued. . .)
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Petitioner treated the two Anmerican Hone policies and the
Nat i onal Union contract as one insurance contract. Petitioner
deducted the premuns paid to Arerican Hone and all the paynents
made to National Union on its Federal incone tax return for 2004
as section 162(a) ordinary and necessary busi ness expenses.

Respondent exam ned petitioner’s return for 2004 and i ssued
a deficiency notice. Respondent determ ned that the Anmerican
Honme policies and the National Union contract should not be
treated as one insurance contract. Respondent allowed petitioner
to deduct the anmpbunt of all clains actually paid by National
Union to Anmerican Hone in 2004 but disallowed petitioner’s
deductions for the amounts remaining in the National Union
reserve fund at the end of 2004. Respondent determ ned that such
anopunts do not qualify as premuns for insurance deductible under
section 461(a) for 2004. Petitioner tinely filed a petition
arguing that the amobunts remaining in reserve as of the end of
the year are deductible for that year as insurance prem uns.

Di scussi on

We nust deci de whether petitioner is entitled to deduct as
an ordi nary and necessary business expense for 2004 the anounts
that remained in National Union’s reserve fund at the end of that

year. Respondent clainms that such anobunts do not constitute

5(...continued)
subtracting the anount paid out by National Union to American
Home ($3, 720, 418).
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prem uns for insurance, but rather are non-deductible deposits
toward the deducti bles on petitioner’s Anerican Hone insurance
policies. Petitioner contends that the two Anerican Hone
policies and the National Union contract should be viewed as one
policy for purposes of determning the premuns paid for
i nsurance for 2004.

We begin with the general rules of deductibility and then
di scuss deductibility of insurance premuns. Tax deductions are
a matter of |egislative grace, and taxpayers nust show that they

are entitled to any deduction clained. Rule 142(a); Deputy v. du

Pont, 308 U. S. 488, 493 (1940). Taxpayers may generally deduct
all ordinary and necessary expenses paid or incurred during the
taxabl e year in carrying on a trade or business. Sec. 162(a).

Taxpayers may deduct insurance prem uns that constitute an
ordi nary and necessary busi ness expense, including those for
wor kers’ conpensation coverage. Sec. 1.162-1(a), |Incone Tax
Regs. The Code does not define “insurance.” The Suprene Court
has held that insurance entails risk shifting and risk

di stribution. See Helvering v. Le Gerse, 312 U. S. 531, 539

(1941). Insurance shifts the risk of sone potential |oss or
portion of the potential loss fromthe insured to the insurance

conpany. See Conm ssioner v. Treganowan, 183 F.2d 288, 291 (2d

Gr. 1950).
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We now focus on the parties’ argunents. Petitioner concedes

that the National Union contract by itself would not be

consi dered an insurance contract because the terns of the
contract do not shift any risk to National Union. Petitioner
argues that the American Hone policies and the National Union
contract result in a single insurance contract covering all of
petitioner’s enployer liability losses up to $1 mllion.

Petitioner relies on the Suprene Court’s opinion in Helvering v.

Le G erse, supra (Court considered an annuity contract and an

i nsurance contract issued by the sanme conpany to one taxpayer as
one contract). Petitioner concludes that it should therefore be
entitled to deduct all paynents nmade to National Union and

Aneri can Hone.

Respondent maintains that the National Union contract is a
separate contract and should be treated as such. Respondent
argues that the Suprenme Court’s decision in Le G erse was based
on distinct facts not present in this case and asserts that we
shoul d di sallow petitioner’s deduction for the anmounts renai ni ng
in the reserve fund at the end of 2004.

We nust now determ ne whether to treat all three contracts
as one contract. Wen we consider the three contracts together,
the character of the contracts does not change. The contracts
continue to be two insurance contracts and one deposit contract.

See Leqgg v. St. John, 296 U. S. 489 (1936). The paynents into the
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Nat i onal Union reserve fund nerely provided assurance that the
deducti bl e anbunts woul d be paid. They did not alter the risk
i nherent in the true insurance provided under the Anerican Hone

policies. Cf. Helvering v. Le G erse, supra (annuity contract

neutralized the risk inherent in the insurance policy).
Simlarly, the risk shifted and distributed under the two

i nsurance policies does not change the nature of the reserve for
policy deducti bl es established under the National Union contract.
A reserve arrangenent does not norph into insurance just because
there is an insurance policy next toit. W find that no rule of
| aw conpels us to read these three separate contracts entered
into with two different insurance conpani es as one.

Petitioner enphasizes that the three contracts were
purchased at the sane tinme and they were all purchased from
subsidiaries of AIG Contenporaneousness i s not dispositive, nor
do we find any reason to ignore the separate entity of each
subsidiary of AIG W find that while American Honme did require
petitioner to provide financial assurance for the deductible, it
did not make it a prerequisite that petitioner enter into a
contract with National Union for |loss reinbursenent. Cf. id.

(i nsurance policy and annuity contract consi dered together when
parties conceded the insurance policy would not have been issued
W t hout annuity contract being purchased). |In contrast, American

Hone nerely wanted to be certain that petitioner could neet its
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obligation to pay the insurance conpany policy deductibles. The
policies did not contain any provision concerning how petitioner
shoul d provi de the assurance or from whom petitioner should
purchase the assurance.

Petitioner had alternatives to contracting wth National
Union. Petitioner could have purchased an insurance policy to
cover the $500, 000 deducti ble or bought an insurance policy
W t hout deductibles from Arerican Hone in the first place. W
find nothing in the American Honme contracts to require petitioner
to enter into the contract with National Union.

We further reject petitioner’s invitation to treat National
Uni on and Anerican Hone as one corporation nerely because they

have the same parent. See Helvering v. Le G erse, supra

(taxpayer entered into two contracts with sane insurance
conpany). Two corporations are generally regarded as distinct
legal entities even if they have a common parent. See 1 Fletcher
Cycl opedi a of Corporations, sec. 43 (perm ed. 2010 rev.).
Petitioner has not given the Court any reason to disregard the
separate |l egal status of National Union and Anerican Hone.

We decline to read the three contracts as one. Accordingly,
we disallow petitioner’s $2,483,916 deduction for the amounts
that remained in National Union's reserve fund at the end of

2004.



- 9 -
We have considered all remaining argunents the parties made
and, to the extent not addressed, we find themto be irrelevant,
nmoot, or neritless.
To reflect the foregoing and the parties’ stipulation of

settl ed i ssues,

Deci sion will be entered

under Rul e 155.




