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| SSUE:

What anmounts are deducti bl e by Taxpayer as policyhol der
di vidends for tax years 19XX, 19YY and 19ZZ under section
832(c)(11) of the Internal Revenue Code.

CONCLUSI ON:

Under Code section 832(c)(11), Taxpayer is entitled to a
deduction for policyhol der dividends paid or declared in each of
the taxable years at issue. Anpbunts declared as dividends by the
Board of Trustees which are subject to a contingency do not
constitute decl ared dividends for purposes of section 832(c)(11)
until that contingency is satisfied. Under the facts as
provi ded, Taxpayer is thus entitled to deductions for
pol i cyhol der divi dends as foll ows:

Tax Year Deducti on

19XX
Amount 1
19YY
Ampunt 2
1977
Ampunt 3

FACTS:
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Taxpayer is a workers’ conpensation self-insurance trust
organi zed pursuant to State A Code. Taxpayer is subject to
regul ation by the State A Wrkers’ Conpensati on Comm ssion
(hereafter, "Comm ssion”). Rule A of the Comm ssion’s "Laws and
Rul es of the Commi ssion" provides, in pertinent part:

Surplus funds for a fund year in excess of the anpunt
necessary to fulfill all obligations under the Law for that
fund year may be decl ared refundabl e by the Trustees,

provi ded that such anmobunt shall not be paid to the nenbers
until approved by the Comm ssi on.

Taxpayer’s Trust Agreement provides:
6.7 Surplus Funds. The Trustees shall nake a

distribution of the surplus nonies to participating
Menmbers subject to the followi ng restrictions:

(a) Any surplus nonies for a fund year in excess of

the anount necessary to fulfill all obligations under
the law shall be declared refundable to Menbers by the
Tr ust ees.

(b) In making a distribution of surplus nonies, the
Trustees, in their sole and conplete discretion, shal
establish the criteria for determ ning the anount
refundabl e to each Menber. These criteria may include
underwriting considerations which adjust the size of
each Menber’s refund for the year in question according
to the loss ratio and prem um contribution

The Trust Agreenent provides that surplus funds for any fund
year in excess of the anount necessary to fulfill all obligations
of the fund may be decl ared refundabl e by the trustees one year
after the close of the fund year and are payable to the nenbers
after the Comm ssion approves the distribution for paynent.

For each taxable year at issue, the trustees nmade a genera
decl aration at the close of the taxable year. A trustee noved
that "any and all surplus funds that nmay exist" as of the close
of the taxabl e year be declared payable to nenbers. For tax year
19XX, Taxpayer had already paid a dividend to nenbers in the
anount of Anpunt 1 at the time the general declaration was made.
No formal declaration was nade regarding the dividend paid during
tax year 19XX. The dividend was sinply distributed once
perm ssion was received fromthe Conm ssion.

At the time the year-end decl arations occurred regardi ng tax
years 19YY and 19ZZ, Taxpayer had al ready received permn ssion
fromthe Comm ssion to distribute certain of the surplus funds it
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was holding. At the end of tax year 19YY, Taxpayer had

perm ssion to distribute Anount 12 of surplus funds to nenbers.
At the end of tax year 19ZZ, Taxpayer had perm ssion to
distribute Anount 7 of surplus funds to nenbers.

For each taxable year at issue, a contingency was added to
t he general declaration regarding surplus prior to trustee vote.
"The actual timng of such distribution would be subject to
trustee discretion and review by the State A Wrkers’
Conpensation Conmission."! Thus, while the surplus relative to
any particular fund year belongs to the nenbers according to the
ternms of the Trust Agreenent, the general dividend declaration
recogni zing this fact contains a contingency which nmust be
satisfied prior to the creation of any binding obligation on the
part of the trustees to distribute any of ampunt of surplus to
the nmenbers. Indeed, nenbers will |ose the right to receive
di stributions of sonme of the surplus relative to a particul ar
fund year if |osses exceed actuarial estimtes. The general
decl arati on does not provide for all of the surplus relative to
any particular fund year to be distributed because sone of the
surplus will be held by Taxpayer in order to cover excess |osses,
I f necessary.

| medi ately after the notion stating surplus be decl ared
payabl e to nmenbers is passed, a second declaration is made. This
second decl aration renoves the contingency on the general
di vidend decl aration. For tax year 19XX, the second decl aration

states that Taxpayer w |l "pay dividends totalling Armount 5 on
the 19wV cal endar year . . . and Amount 6 on the 19WN cal endar
year . . . ". Permssion had not yet been received fromthe

Commi ssion to distribute any anounts other than Amount 1, which
had al ready been distributed. For tax year 19YY, the second

decl aration states that Taxpayer will "nmake dividend paynents
during cal endar year 19ZZ anounting to Anobunt 11 which will cover
all years for which dividends are being paid." For tax year

1977, the second declaration states that Taxpayer will refund to
menbers in 19AA specific anmobunts attributable to fund years 19V,
19WN 19XX and 19YY, which anpbunts total Anmount 3.

Tax Year 19XX

Taxpayer did not claima deduction for policyhol der

'For the Board of Trustees neeting at the end of tax year
19XX, the statenment erroneously contains the word "reviews"
instead of "review." For the neeting at the end of tax year
19ZZ, the statement omits the term "Conpensation” in the phrase
"State A Wirker’s Conpensation Comm ssion.” Oherw se, the
statenent is identical in each year
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di vidends on its original Form 1120-PC for tax year 19XX
Taxpayer subsequently filed a Form 1120X for tax year 19XX

cl ai m ng a pol i cyhol der divi dend deduction in the anount of
Amount 7. Taxpayer now concedes that the proper anmount of the
deduction for policyhol der dividends for tax year 19XX is Anount
1. Taxpayer paid a dividend in the amount of Anpunt 1 during tax
year 19XX after receiving perm ssion fromthe Comm ssion.
Taxpayer did not have perm ssion fromthe Comm ssion to

di stribute any additional anounts.

Tax Year 19YY

Taxpayer did not claima deduction for policyhol der
dividends on its Form 1120-PC for tax year 19YY, but now cl ai ns
it is entitled to a deduction for policyhol der dividends in the
anount of Anount 12. Amount 12 represents the sum of Anounts 9
and 10. Amount 9 was approved by the Conm ssion for distribution
on Date 4. Anmount 10 was approved by the Comm ssion for
di stribution by separate correspondence al so dated Date 4. Thus,
the Commi ssion had given perm ssion for surplus funds in the
amount of Anmount 12 to be distributed to nenbers as of the close
of tax year 19YY. However, in the Comm ssion’s Date 4
correspondence regardi ng Arount 10, the Conm ssion noted:

Wil e we understand that a good portion of this
surplus is scheduled to be retained by the Fund and a
smal |l er portion to be paid out in cash dividends to the
menbers, we can advi se that paynent under this
authority in whole or in part may be made now (enphasis
added) .

Subsequently, in Month 1 of 19YY, a dividend was paid out
whi ch approxi mates the two dividend anmounts decl ared at the Board
of Trustees neeting held on Date 2 the previous year (Anount 5
pl us Anobunt 6). The actual amount paid out (Anount 13) was
slightly nore than Anmobunt 5 plus Amount 6. Taxpayer has not
expl ai ned the di screpancy. Amount 2 equals Anmount 13 pl us Anount
11 (the anmount contained in the second declaration in year 19YY).

Tax Year 1977

*Taxpayer clainmed this amount as a policyhol der divi dend
deduction on its anmended tax return for 19XX, which was filed in
Month 3 of 19ZZ. The figure represents the surplus funds
relative to the 19XX fund year as cal cul ated by Taxpayer in 19ZZ.
Taxpayer now concedes that it cannot retroactively revise its tax
liability for a particular tax year based on the subsequent
performance of the corresponding fund year surpl us.
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Taxpayer clained a deduction for policyhol der dividends on
its Form 1120-PC for tax year 19ZZ in the anmount of Amount 7.
Taxpayer argues that this anpunt is deductible as it represents
the total surplus funds Taxpayer had received permssion to
distribute in tax year 19ZZ to its nenbers.

In Month 2 of 19ZZ, a dividend was paid out in the amount of
approxi mately Amount 11, the anount approved at the Date 5 Board
of Trustees neeting the previous year. ?

During the Date 8 Board of Trustees neeting, a trustee noved
t hat Taxpayer pay dividends totalling Amount 3 in 19AA. This
nmoti on was passed. *

LAW AND ANALYSI S:

Taxpayer argues that the anount cal culated actuarially to
represent the surplus attributable to a specific fund year is
deductible in its entirety in the year the anount is reviewed and
approved for distribution by the Comm ssion. Taxpayer thus
suggests that the foll owi ng amobunts are properly deducti bl e:

Tax Year Deducti on
19XX Anmount 1
19YY Amount 12
1977 Anmount 7

Revenue Agent argues that to permt Taxpayer to deduct the
entire anmount of estimated surplus in the year it is reviewed and
approved by the Comm ssion for distribution results in a gross
m smat chi ng of inconme and expenses. As of Month 2 of 19BB,
Taxpayer was still purportedly paying dividends relative to the
19WV fund year surplus distribution approval granted by the
Conmmi ssion on Date 4. Revenue Agent argues that decl ared
di vi dends nust be paid within a reasonable tine after the
Conmi ssi on approves the distribution. Revenue Agent believes
twel ve nonths after the close of the taxable year in which the
di stribution was approved to be a reasonable tinme. Revenue Agent
suggests that the follow ng anounts are properly deductible since
they were paid within twelve nonths after the close of the
t axabl e year in which approval was obtai ned:

3The actual payment was one dollar |ess, apparently due to
r oundi ng.

“Di vi dends totalling Amount 3 plus $1.00 were paid in Mnth
2 of 19AA
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Tax Year Deducti on
19XX Anmount 1
19YY Amount 13
1977 Anmpunt 14
LAW

Section 832(c)(11) of the Internal Revenue Code provides for
a deduction for policyhol der dividends as foll ows:

(11) dividends and simlar distributions paid or
declared to policyholders in their capacity as such,
except in the case of a nutual fire insurance conpany
described in subsection (b)(1)(C. For purposes of the
precedi ng sentence, the term "dividends and ot her
simlar distributions" includes anobunts returned or
credited to policyholders on cancellation or expiration
of policies described in subsection (b)(1)(D). For

pur poses of this paragraph, the term"paid or decl ared"
shal | be construed according to the nethod of
accounting regularly enployed in keeping the books of

t he i nsurance conpany.

Section 1.822-12 of the Treasury Regul ati ons provides:

oo If, on the other hand, the nethod of accounting
so enpl oyed is the accrual nethod, the deduction, or a
reasonably accurate estimte thereof, for dividends and
simlar distributions declared to policyhol ders for any
taxabl e year will, in general, be conputed by adding
t he anount of dividends and simlar distributions
decl ared but unpaid at the end of the taxable year to
di vidends and simlar distributions paid during the
t axabl e year and deducting dividends and simlar
di stributions declared but unpaid at the begi nning of
t he taxabl e year.

Rev. Rul. 57-134, 1957-1 C.B. 210, anal yzed whet her
di vidends to policyhol ders, declared during a taxable year by
certain insurance conpani es enpl oying the accrual nethod of
accounting, are deductible fromgross incone for the taxable year
of declaration where the dividends are declared as an anount
representing all or a portion of the net profits of the conpany
as of the end of the taxable year.

The pertinent facts are as follows: |In Novenber, the
taxpayer, through its board of directors, declares a dividend to
pol i cyhol ders of all the conmpany’s profits in excess of 2,500x
dollars for such taxabl e year payable after the close of the
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taxabl e year. On January 20'" of the follow ng year, the
di vidend is paid.

The ruling centers on whether the dividends declared by the
conmpany are in a determ ned or undeterm ned amount. The ruling
states that dividends of "all the conpany’ s profits in excess of
2,500x dollars" cannot create a debt at the tine the resolution
I's adopted by the board of directors in Novenber. This is true
because | osses may occur during the remai nder of the year which
woul d nore than offset the corporation’s prior earnings for the
year. No debt is created between the corporation and the
policyhol ders until the taxable year has closed, since only then
Is it clear whether there are earnings available for the purposes
of the dividend decl arati on.

The ruling holds that such a declaration may be treated as
an accrued liability for the taxable year during which the
resolution is adopted by the board of directors, provided there
are sufficient earnings for such year available for dividends at
the close of the taxable year.

In the case at hand, Taxpayer argues that it may deduct the
entire amount of estimted surplus as a policyhol der dividend
deduction in the year the estimted surplus is approved for
distribution to menbers by the Comm ssion. However, the facts of
the instant case can be distinguished fromthose relied upon in
Rev. Rul. 57-134.

The facts herein clearly establish that the anount of
avai |l abl e surplus as estimated by Taxpayer and approved for
distribution by the Comm ssion for any particular fund year bears
no relationship to the specific anmount of policyhol der dividends
payabl e in any particular taxable year. 1In fact, the
Comm ssion’s letter of Date 4 establishes that Taxpayer requested
approval to distribute amounts of surplus that it intended to
hol d, rather than distribute.

The approval of the Conm ssion is necessary for Taxpayer to
be able to distribute dividends to its menbers under State A | aw.
The fact that actuarial estimates of surplus are submitted to the
Conmmi ssion and the Commi ssion reviews these cal cul ati ons and
approves the distribution of such surplus to the nenbers is not
di spositive of the issue. The Comm ssion’s approval pernmts
Taxpayer to distribute dividends; it does not require Taxpayer to
do so.

The trustees have discretion to determ ne when paynent wl|
be made and in what anmount. Under the facts of the case at hand,
the trustees exercise this discretion by nmaking first a general
decl arati on subject to a contingency, then a second specific
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di vi dend decl aration satisfying the contingency. The general
declaration, by itself, does not qualify as a dividend

decl arati on for purposes of section 832(c)(11) because it is not
an enforceable obligation until the contingency contained therein
is satisfied.

Thus, pursuant to section 832(c)(11) of the Code and section
1.822-12 of the Regul ations, and based on the above analysis, we
hol d that Taxpayer is entitled to a deduction for policyhol der
dividends only in the anmounts |isted under Concl usion.

CAVEAT( S)
A copy of this technical advice nmenorandumis to be given to

t he taxpayer(s). Section 6110(k)(3) of the Code provides that it
may not be used or cited as precedent.



