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Dear

This responds to your June 5, 1998 |letter requesting a
ruling that a corporation providing coverage for a manufactured
product agai nst nechani cal breakdown, beyond the protection
af forded by the manufacturer’s warranties, will be treated as an
I nsurance conpany for federal incone tax purposes. You also
requested a ruling that the anobunts paid as prem unms by such
corporation to an insurance conpany including an affiliated
insurance company may be deducted under § 832(b)(4) of the
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I nternal Revenue Code. Additional information was submtted in
| etters dated August 12, Septenber 3, Septenber 8, and Septenber
23, 1998.

Parent, a publicly held donestic corporation, is engaged in
the manufacture and sale of As worldwide. Nearly all of the As
are sold to independently owned and operated deal ers | ocated
t hr oughout the world.*!

S-1, which was incorporated on Date B under State Claw, is
currently engaged in the business of providing extended service
contracts to the purchasers of new and used A products in State
D, State E and State F and retains all of the risks that it
assunmed in these states.? S-1 may, in the future, do business in
addi tional states and may obtain indemification fromS-2 (or
anot her insurer) with respect to that business as explai ned
bel ow.

S-1 was forned by Parent to act as obligor on both new A
ext ended service contracts (contract x) and pre-owned A extended
service contracts (contract y) on A products manufactured by
Parent and ot her manufacturers. S 1's formation by Parent is to
consol i date the extended service contract activities and provide
great er managenent accountability. The (x and y) extended
service contracts will hereinafter be referred to as "the
Contracts.” Al of the stock of S-1 is wholly owned by Parent.

S-2, which was incorporated on Date G under State D law, is
a licensed property and casualty insurance conpany that provides
deal ershi ps selling Parent and non-Parent As with an array of
speci alty coverages. All of the stock of S-2 is indirectly owned
by Parent.

S-1 and S-2 are nenbers of Parent’s consolidated group and
file a consolidated return with Parent.

In general, the Contracts are bought by A purchasers for the
pur pose of supplenmenting factory warranties. The vast majority
of the Contracts are sold to A purchasers at a negotiated price
t hrough the sanme deal ers which sell the A products. The dealers
remt a given anmount to S-1 and the deal er retains the bal ance of
the sal es proceeds on the Contracts. The Contracts cover

! Sonme dealers (currently less than 1 percent) are Parent

"owned" through its mnority deal er program
2 The vast majority (greater than 95 percent) of the

ext ended service contracts are sold through Parent’s independent

deal er network. The remainder will be sold by S-2 through direct

solicitation
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specific costs of certain nmechani cal breakdowns that are caused
by the failure of covered parts in normal use and are not covered
under the A product factory warranty. Under the contracts, S-1
is obligated to the owner (or in certain cases the | essee) of any
covered vehicle to pay for the cost of |abor and parts required
for the covered repairs. These repairs are usually perforned by
aut hori zed franchised Parent dealers.® Neither Parent nor S-1
will performany repairs.

The Contract protects the product A purchaser or |essee
agai nst the econom c risk of nechanical breakdown or ot her
failure of covered parts not covered under the applicable factory
warranty. Like the new factory warranty, the Contract provides
coverage for a period of tine or nunber of usage units, whichever
cones first.*

In the states where S-1 is currently doing business, it has
not been required nor has it elected to obtain indemification
froma licensed carrier for the risks it has assuned. However,
state | aw and admi nistrative practices regardi ng the sal e of
extended service contracts vary significantly. Many states
require that the obligor on an extended service contract purchase
I ndemmity insurance (e.g., reinbursenent insurance) froma
| icensed carrier. In lieu thereof, sonme states may allow S-1 to
obtain surety insurance froma licensed carrier. Such insurance
is designed to protect the consunmer fromthe insolvency or other
default of the contract obligor. Under such arrangenents, the
contract obligor renmains liable to the custoner, but the contract
obligor is indemmified by the licensed carrier. 1In this
connection, S-1 may fromtine to tine enter into insurance
arrangenents with insurance conpanies such as S-2 which are owned
in whole or in part by Parent. Under these indemification

3 Under sone circunstances repairs nmay be perforned by

others unrelated to Parent or its deal ers.
4 For exanple, a new A product may be sold with a new
factory warranty covering the A for 3 years or r usage units
whi chever cones first. By way of further exanple, the Contract
purchased on the sanme A may provide protection for 7 years or s
usage units whichever cones first. |If the product suffers a
covered failure in normal use during the first 3 years of
ownership and before r usage units has occurred the Awll be
repai red under the terns of the new product factory warranty.
This will be true even if the same failure is al so covered under
the Contract. |If, however, the new product factory warranty has
expired (i.e., either nore than 3 years have passed or the A
product has exceeded r usage units) and the failure is for a
covered repair, the Contract will apply if the time or usage unit
limts for the Contract have not been reached.
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agreenents, S-1 would be reinbursed for the portion of its policy

ri sks under the Contracts by S-2, another affiliate or an
unrel ated i nsurer

S-1 acts as the obligor on the Contract and as such is
directly liable to the purchaser of the Contract. S-1 is neither
t he manufacturer nor the seller of the covered A product. Parent
continues to research the state laws and adm nistrative
procedures regardi ng the conduct of S-1's business. By way of
expl anati on, sone states may treat S-1 as a "third party obligor"
and may require S-1 as such to purchase insurance to protect
consuners from any possible default by S-1. It is possible that
other states may permt S-1 to retain the entire extended service
contract risk on such contracts sold in the state. Were S-1
pur chases insurance of some type, it will in all |ikelihood be
purchased froman affiliate of Parent such as S-2. However, S-1
may choose to substitute another |icensed insurance conpany for
S-2 and, generally, may do so without cancelling and reissuing
the Contracts.

Parent represents as follows:

(1) Were permtted by state law, S-1 will be
the issuer and the naned obligor on the

Contracts and will be directly liable to the
Contract hol der under the ternms of the
Contract.

(2) S-1 will issue the vast majority of the

Contracts through the Parent’s i ndependent
deal er networKk.

(3) S-1 will not be the obligor on any of
Parent’s new product factory warranties.

(4) In the states in which S-1 issues
policies, it does not intend to be a |licensed
I nsurer.

(5) None of the policies issued by S-1 wll
cover the paynment of costs for which Parent
Is |liable under the manufacturer’s warranty.

(6) OGther than a deal er who m ght own an

i nsignificant percentage of Parent’s publicly
traded stock, none of the stock of S-1 will
be owned, directly or indirectly, by any

deal er.



(7) The contracts will pass insurance risk
and are not nerely financing arrangenents.
Simlarly, any insurance (or reinsurance)
arrangenent entered into by S-1 with S 2 or
anot her insurer will also pass risk and wil|l
not be nerely a financing arrangenent.

| nsurance conpani es other than |ife insurance conpanies are
taxed under 8 831. Section 1.831-3(a) of the regulations states
that for purposes of 88 831 and 832, the term "insurance
companies” means only those companies which qualify as insurance
companies under former § 1.801-1(b) of the regulations (now
§ 1.801-3(a)(1) of the regulations).

Section 1.801-3(a)(1) of the regulations states that the
term "insurance company" means a company whose primary and
predominant business activity during the taxable year is the
Issuing of insurance or annuity contracts or the reinsuring of
risks underwritten by insurance companies.

Whether an entity is an insurance company for federal income
tax purposes depends upon the character of the business actually
done in the taxable year. If an entity is primarily engaged in
the issuance of insurance or annuity contracts or the reinsuring
of risks underwritten by insurance companies, then the entity is
subject to tax as an insurance company regardless of its
classification under state law. Sections 1.831-3 and 1.801-

3(a)(1) of the regulations; Rev. Rul. 83-172, 1983-2 C.B. 106;

Rev. Rul. 71-404, 1971-2 C.B. 260. See also Bowers v. Lawyers
Mortgage Co. , 285 U.S. 182, 188 (1932); Commissioner v. W. H.
Luquire Burial Ass'n Co., Inc. , 102 F.2d 89, 90 (5th Cir. 1939).

Neither the Internal Revenue Code nor the regulations
thereunder define the terms "insurance" or "insurance contract."
The accepted definition of "insurance" for federal tax purposes
relates back to Helvering v. LeGierse , 312 U.S. 531 (1941), in
which the Supreme Court stated that "[h]istorically and commonly
insurance involves risk-shifting and risk-distributing.” Id. at
539. Case law has defined an insurance contract as "a contract
whereby, for an adequate consideration, one party undertakes to
indemnify another against loss arising from certain specified

contingencies or perils ... . [l]t is contractual security

against possible anticipated loss." Epmeier v. United States , 199
F.2d 508, 509-510 (7th Cir. 1952). In addition, the risk

transferred must be a risk of economic loss. See Allied Fidelity
Corp. v. Commissioner , 66 T.C. 1068 (1976), aff'd , 572 F.2d 1190

(7th Cir. 1978), cert. denied , 439 U.S. 835 (1978).
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Ri sk shifting occurs when a person facing the possibility of
an econom c | oss transfers sone or all of the financial
consequences of the loss to the insurer. If the insured has
shifted its risk to the insurer, then a |oss by the insured does
not affect the insured because the loss is offset by the proceeds
of an insurance paynent. See Rev. Rul. 88-72, 1988-2 C B. 31,
clarified by Rev. Rul. 89-61, 1989-1 C.B. 75. Cf. Rev. Rul.
92-93, 1992-2 C. B. 45 (permtting parent conpany to deduct the
prem uns paid to the insurance subsidiary for the group-termlife
I nsurance on an enpl oyee of the parent).

Ri sk distribution incorporates the statistical phenonenon
known as the | aw of | arge nunbers. J ougherty Packing Co. v.
Comm ssioner, 811 F.2d 1297, 1300 (9th Cir. 1987). \Wen
addi tional statistically independent risk exposures are insured,
an insurance conpany’s potential total |oss increases, as does
the uncertainty regarding the amount of that |oss. As
uncertainty regarding the conpany’s total |oss increases,
however, there is an increase in the predictability of the
I nsurance conpany’s average | oss (total |oss divided by the
nunber of exposure units). That is, when the sanple nunber
i ncreases, the probability density function of the average | oss
tends to be nore concentrated around the nean. Due to this
increase in predictability, there is a downward trend in the
anount of capital that a conpany needs per risk unit to remain at
a given level of solvency. See Rev. Rul. 89-61, supra.

Rev. Rul. 77-453, 1977-2 C. B. 236, concludes that, for a
casual ty insurance conpany, reinsurance prem uns are deductible
fromgross premuns witten in calculating prem uns earned under
§ 832(b)(4).

Section 832(b)(4) provides that the term "premiums earned"
on insurance contracts during the taxable year includes the
amount of gross premiums written on insurance contracts during
the taxable year less return premiums and premiums paid for
reinsurance and 20 percent of the increase in unearned premiums.

Based upon the description of the Contracts provided, we
conclude that, for purposes of the rulings requested, the
Contracts are insurance contracts and not prepaid service
contracts. Unlike prepaid service contracts, the A _ service
contracts are aleatory contracts under which S-1, for a fixed
price, is obligated to indemnify a contractholder for the
economic loss arising from the mechanical failure of a system or
part during the contract period. Because S-1 does not provide
any repair services, the Contracts are not prepaid service
contracts. Further, by accepting a large number of risks, S-1
distributes the risk of loss under the Contracts so as to make
the average loss more predictable. Thus, the Contracts have the
earmarks of insurance as it has commonly been conceived in proper



under st andi ng and usage.

As indicated, S-1 and S-2 are brother-sister conpanies in
Parent’s affiliated group. It is the Service s position that the
risk shifting prerequisite to a contract of insurance cannot
exi st when a corporation purports to purchase insurance within
the sanme "economic famly" as the insured. Rev. Rul. 77-316,
1977-2 C.B. 53. If, however, the insureds are not economcally
related to the corporation, then there is risk shifting and risk
distribution. See Rev. Rul. 92-93, supra, (the parent’s
enpl oyees were viewed as insureds unrelated by stock ownership to
either the parent or its insurance subsidiary). 1In the present
case, S-1 has assunmed the risk of loss incurred by the third
party policyhol ders, and not the nenbers of its own econonic
famly. Accordingly, risk shifting exists in the transaction.

Based upon the facts and representations as stated above, it
is held that:

(1) S-1 will be an insurance conmpany within
the meaning of 88 831 and 832 of the Code and
regulations thereunder so long as its primary

and predominant business is issuing the

Contracts.

(2) S-1 will be entitled to deduct under

8 832(b)(4) premiums paid to S-2 (or another
insurer) pursuant to an agreement whereby S-2
(or another insurer) has indemnified S-1 for
insurance risks associated with the

Contracts.

No opinion is expressed as to the tax treatment of the
transaction under the provisions of any other section of the Code
and regulations which may also be applicable, or to the tax
treatment of any conditions existing at the time of, or effects
resulting from, the transaction which are not specifically
covered by the above holdings. Specifically, no opinion has been
requested and no opinion is expressed as to the tax treatment by
S-1 of the amounts described as "commissions"” to compensate the
dealers for selling the Contracts, or to the treatment by S-2 of
any reimbursement for any expense it incurred in originally
entering into the transaction with the dealers. No opinion is
expressed concerning the treatment of amounts paid by S-1 to S-2
(or an unrelated insurer) to the extent those amounts properly
relate to credit risks (of S-1's insolvency) rather than
insurance risks of S-1. Further, no opinion is expressed
concerning the application of § 845 to the transaction.

This ruling is directed only to the taxpayer who requested
it. Section 6110(k)(3) provides that it may not be used or cited



as precedent.

A copy of this letter should be attached to the next
consol idated federal inconme tax return to be filed by Parent.

Si ncerely yours,

Assi st ant Chi ef
Counsel (Financia
| nstitutions

and Products)

By:
Mark S. Smith
Chi ef, Branch 4

cc to:



