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Act of 1986, the Internal Revenue Coddy that they would inflate reserves to ma-
gave property and casualty (PC) insurensipulate the “fresh start” by excepting
a full deduction for “loss reserves: “ esti-‘reserve strengthening” from the eyel
mated amounts of losses reported but neton. Sec. 1023(e)(3)(BYreasury Regu-
yet paid, losses incurred but not yet r lation Sec. 1.846-3(c)(3)(ii) defmes “re-
ported, and administrative costs of resolvserve strengthening” to include any nef
ing claims. In each taxable yeaot only additions to reserves. Respondent Com
losses paid, but the full amount of the losmissioner determined that petitionét-
reserves, reduced by the amount of thantic Mutual Insurance Co., and its sub-
loss reserves claimed for the prior taxablsidialy, a PC insune made net additions
yea, were treated as a business expenge. loss reserves in 1986, reducing the
Section 1023 of the 183Act required PC *“fresh start” entittement and resulting in a
insurers, beginning with the 1987 taxabl¢éax deficieng. The Tax Court disagreed,
yea, to discount unpaid losses to presertolding that “reserve strengthening”
value when claiming them as a deductiorrefers to only those increases that resul
Requiring insurers to subtract undisfrom changes in computation methods o
counted yemend 1986 reserves from dis-assumptions. In reversing,etfrhird Cir-
counted yemend 1987 reserves in com-cuit concluded that #hTreasury regula-
puting 1987 losses would producdion’s definition of “reserve strengthen-
artificially low deductions, so thAct in- ing” is based on a permissible statutory
cluded a transitional rule requiring insur-construction.

ers to discount 1986 reserves as widlis Held: The Treasury regulation repre-
rule changed the “method of accountingsents a reasonable interpretation of th
for computing taxable incom&o avoid term “reserve strengthening.” Neither
requiring PC insurers to recognize as inprior legislation nor industry use estab-
come the diference between undis-lishes the plain meargmtlantic ascribes
counted and discounted yeand 1986 to that term: reserve increases attributabl
loss reserves, thAct afforded them a to changes in methods or assumptions
“fresh start,” to-wit, an exclusion from Since the term is ambiguous, the questio
taxable income of the fierence between is not whether ta Treasury regulation
undiscounted and discounted yemd represents the best interpretation of the
1023(e)(3)(A). It foreclosed the possibil-statute, but whether it represents a reasol
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able one.See Cottage Savings Assn. corporations, including Centennial Insur{3)(A) ofthe 1986 Act afforded PC insur-
Conunissionerd99 U.S. 554, 560-561.ance Co., a property and casualty (PC) irers a “fresh start,” to-wit, an exclusion
As a purely linguistic matter, the phrase isurer. From 1985 to 1993, the two corpofrom taxable income of the difference be-
broad enough to embrace all increases mations (Atlantic) maintained whattween undiscounted and discounted year-
the reserve’s amount, for whatever reasansurers call “loss reserves.” Loss reend 1986 loss reserves. 100 Stat. 2404,
and from whatever source. The provisioserves are estimates of amounts insurenste following 26 U.S.C. Sec. 846. Of
at issue is a limitation upon an extraordiwill have to pay for losses that have beeoourse, the greater the 1986 reserves, the
nary deduction accorded to PC insurerseported but not yet paid, for losses thajreater the exclusion. Section 1023(e)-
There was no need for the deduction to bieave been incurred but not yet reported3)(B) of the 1986 Act foreclosed the pos-
microscopically fair, and the interpreta-and for administrative costs of resolvingsibility that insurers would inflate re-
tion adopted in the Treasury regulatiortlaims. serves to manipulate the “fresh start” by
seems to be a reasonable accommodationBefore enactment of the Tax Reformexcepting “reserve strengthening” from
of the competing interests of fairness, adact of 1986, Pub.L. 99-514, 100 Statthe exclusion:

ministrability, and avoidance of abuse2085, the Internal Revenue Code gave PC“(B) RESERVE STRENGTHEN-
Given the hundreds (or, more likely, thouinsurers a fall deduction for loss reserves ING IN YEARS AFTER 1985. —
sands) of claims involved, claims re-as “losses incurred.” In each taxable year, Subparagraph (A) [the fresh-start
solved for less than estimated reservast only losses paid, but the full amount provision] shall not apply to any re-

will tend to offset claims that settle forof the loss reserves, reduced by the serve strengthening in a taxable year
more than estimated reserves. Angmount of the loss reserves claimed for beginning in 1986, and such
discrepancy would not approach the unrehe prior taxable year, would be treated as strengthening shall be treated as oc-
alistic proportions claimed by Atlantic.a business expense. 26 U.S.C. Secs.curring in the taxpayer’s 1st taxable

Pp._ 832(b)(5) and (c)(4) (1982 ed.). This des- year beginning after December 31,

111 F.3d 1056, affirmed. ignation enabled the PC insurer to take, in 1986.” 100 Stat. 2404, note follow-
SCALIA, J., delivered the opinion for aeffect, a current deduction for future loss ing 26 U.S.C. Sec. 846.

unanimous Court. payments without adjusting for the “timeRegulations promulgated by the Treasury

value of money” — the fact that “ [a] Department set forth rules for determin-
dollar today is worth more than a dollaing the amount of “reserve strengthen-
tomorrow,” D. Herwitz & M. Barrett, Ac- ing”:
counting for Lawyers 221 (2d ed. 1997). “(1) In general.The amount of reserve
No. 97-147 Section 1023 of the 1986 Act amendedtrengthening (weakening) is the amount
the Code to require PC insurers, for taxhat is determined under paragraph (c)(2)
ATLANTIC MUTUAL INSURANCE  aple years beginning after December 3br (3) to have been added to (subtracted
CO. v. COMMISSIONER OF 1986, to discount unpaid losses to presefrom) an unpaid loss reserve in a taxable
INTERNAL REVENUE value when claiming them as a deductiorkear beginning in 1986. For purposes of

CERTIORAR| TO THE UNITED 100 Stat. 2399, 2404, 26 U.S.C. Secsection 1023 (e)(3)(B) of the 1986 Act,
STATES COURT OF APPEALS FOR 832(b)(5)(A), 846 (1982 ed., Supp. V)the amount of reserve strengthening

SUPREME COURT
OF THE UNITED STATES

THE THIRD CIRCUIT Absent a transitional rule, PC insurgr%weakening) must pe determined sepa-
would have been left to subtract undisrately for each unpaid loss reserve by ap-
April 21, 1998 counted year-end 1986 reserves from dilying the rules of this paragraph (c). This

_ _ counted year-end 1987 reserves for puttetermination is made without regard to
JUSTICE SCALIA delivered the opin- poses of computing losses incurred fothe reasonableness of the amount of the

ion of the Court. . taxable year 1987 — producing artifi-unpaid loss reserve and without regard to

Property and casualty insurance COMig|ly low deductions. The 1986 Act soft-the taxpayer’s discretion, or lack thereof,
panies maintain accounting reserves fQined this consequence by requiring PC if establishing the amount of the unpaid
“unpaid losses.” Under the Tax Reforn’gurers, for purposes of that 1987 tajss reserve . . .
Act of 1986, increases in loss reservegomputation, to discount 1986 reserves gs
that constitute “reserve strengthening” dye||. 100 Stat. 2404, note following 26
not qualify for a certain one-time tax beny s c. sec. 846. “(3) Accident years before 1986 — (i)
efit. We must decide whether the term pgecayse the requirement that PC insuln general. For each taxable year begin-
‘reserve strengthening” reasonably engrs discount 1986 reserves changed timéng in 1986, the amount of reserve
compasses any Increase In reserves, Qhethod of accounting” for computing strengthening (weakening) for an unpaid
only increases that result from changes ixaple income, PC insurers, absent afess reserve for an accident year before
the methods or assumptions used to COMBther transitional rule, would have beerl986 is the amount by which the reserve
pute them. required to recognize as income the difat the end of that taxable year exceeds (is

| ference between undiscounted and digess than) —
counted year-end 1986 loss reserves. Seg(A) The reserve at the end of the imme-

Atlantic Mutual Insurance Co. is the26 U.S.C. Sec. 481(a) (1988 ed.). Tdliately preceding taxable year; reduced

common parent of an affiliated group ofavoid this consequence, Sec. 1023(eby
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(B) Claims paid and loss adjustmenand/or assumptions,” App. 68, 74, purport Atlantic further contends that the term
expenses paid (“loss payments”) in théo demonstrate that Atlantic “did not“reserve strengthening” draws a plain
taxable year beginning in 1986 with restrengthen reservesid. at 99. Our task, meaning from a provision of the Tax Re-
spect to losses that are attributable to thef course, is to determine not what théorm Act of 1984 that accorded a “fresh
reserve. .. Treas. Reg. 1.846-3(c), 26term ought to mean, but what it doestart” adjustment to life insurance re-
CFR Sec. 1.846-3(c) (1997). mean. Atlantic’s first expert, before “con-serves. Div. A., 98 Stat. 758, note follow-

In short, any net additions to reservestructing” a definition, expressly ac-ing 26 U.S.C. Sec. 801 (1984 Act). That
(with two exceptions not here at issueknowledged that “reserve strengtheningprovision, like the “fresh start” adjust-
Sec. 1.846-3(c)(3)(ii)) constitute “reserves “not a well defined PC insurance or acment for PC insurers in the 1986 Act, said
strengthening” under the regulation. tuarial term of art to be found in PC actuthat the “fresh start” would not apply to

The Commissioner of Internal Revenuarial, accounting, or insurance regulatoryeserve strengthening, specifically, “to
determined that Atlantic made net addiliterature.” Id. at 60. On this point, sheany reserve strengthening reported for
tions to reserves — “reserve strengtherwas in agreement with the CommisFederal income tax purposes after Sep-
ing” — during 1986, reducing the “freshsioner’s experts: “In the property-casualtyember 27, 1983, for a taxable year ending
start” entittement by an amount that reindustry, the term ‘reserve strengtheningbefore January 1, 1984.” 98 Stat. 759. Un-
sulted in a tax deficiency of $519,987has various meanings, rather than a singli&e the 1986 Act, however, the 1984 Act
The Tax Court disagreed, holding that Atuniversal meaning,id. at 124. If the ex- expressly provided that “reserve strength-
lantic had not strengthened its reservepert reports establish anything, it is thagning” would not be excluded from the
“Reserve strengthening,” the Tax Courtreserve strengthening” does not have affresh start” if the insurer “employs the
held, refers only to increases in reservasstablished meaning in the PC insurandeserve practice used for purposes of the
that result from changes in the methods afidustry. most recent annual statement filed before
assumptions used to compute them. (At- Atlantic next contends that a plainSeptember 27, 1983. . Ibid. If, as At-
lantic’s reserve increases, there is no digneaning can be discerned from prior usntic contends, reserve strengthening en-
pute, did not result from any suchof the term in life insurance tax legisla-compasses only reserve increases that re-
change.) The United States Court of Aption. According to Atlantic, the term hassult from a change in reserve practices
peals for the Third Circuit reversed thets roots in the Life Insurance CompanyVviz., change in methods or assumptions),
Tax Court, concluding that the Treasuryncome Tax Act of 1959, which providedthe saving clause is superfluous. Thus, to
regulation’s definition of “reserve tax consequences for changes in thide extent the definition of “reserve
strengthening” to include any net addipasis” for determining life insurance re-strengthening” in the life insurance con-
tions to reserves is based on a permissibd@ryes. 73 Stat. 125, 26 U.S.C. Sedext is relevant to its meaning here (which
construction of the statute. 111 F.3d 105810(d) (1958 ed., Supp. 1). But that proviis questionable, see 111 F.3d at 1061—
(1997). (It expressly disagreed with th&jon does not define, or for that mattet062), the 1984 Act, like the regulations
Eighth Circuit's conclusion inWestern even use, the term “reserve strengtheminder the 1959 Act, tends to contradict,
National Mutual Insurance Co.. Com- jng.” Though the regulation that imple-rather than support, petitioner’s interpre-
missioner,65 F.3d 90 (1995), that themented the provision uses the term “retation. We conclude that neither prior leg-
Treasury regulation is invalid.) Weseryve strengthening” in a caption, Treadslation nor industry use establishes the
granted certiorari. 522 U.S—(1997).  Reg. Sec. 1.810-3(a), 26 CFR Sec. 1.81plain meaning Atlantic ascribes to “re-

! 3(a) (1997), its text does not mention th&erve strengthening.”
term, and one of its Examples speaks only "

The 1986 Act does not define “reserve®f “reserve strengthening attributable to
strengthening.” Atlantic contends that théhe change in basis which occurred in Sjnce the term “reserve strengthening”
term has a plain meaning under thd959,” Sec. 1.810-3(b), Ex. 2. If, as Atis ambiguous, the task that confronts us is
statute: reserve increases attributable tantic argues, “basis” and “assumptions ofp decide not whether the Treasury regula-
changes in methods or assumptions. fhethodologies” are interchangeablgion represents the best interpretation of
that is what the term plainly means, Atterms, Brief for Petitioner 17, n. 8, and ahe statute, but whether it represents a rea-
lantic must prevail, “for the court, as wellchange in basis is necessary for “reserénable one. Se@ottage Savings Assn. v.
as the agency, must give effect to the urstrengthening,” it is redundant to say “reCommissioner499 U.S. 554, 560-561
ambiguously expressed intent of Conserve strengthening attributable to the1991). We conclude that it does.
gress."Chevron U.S.A. Ina. Natural Re- change in basis which occurred in 1959,” As a purely linguistic matter, the phrase
sources Defense Council, Ind67 U.S. much as it would be to say “a sunburn afs certainly broad enough to embrace all
837, 842-843 (1984). tributable to the sun in 1959.” On At-increases in (all “strengthening of”) the

Atlantic contends that the plain meanfantic’'s assumptions, the more natural foramount of the reserve, for whatever rea-
ing of “reserve strengthening” can be dismulation would have been simplyson and from whatever source. Atlantic
cerned, first, from its use in the PC insur‘reserve strengthening in 1959.” Thuscontends that this interpretation is unrea-
ance industry. It presented at trial twdhe 1959 Act and implementing regulatiorsonable because, in theory, it produces ab-
expert reports which, by “constructing asuggest, if anything, that a change in basgurd results, as the following example
working definition of the term” that re- is a sufficient, but not a necessary, condsupposedly illustrates: assume that, in
quires “a material change in methodologyion for “reserve strengthening.” 1985, a PC insurer had four case reserves
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of $500 each (total reserves of $2,000).
two cases settled in 1986 for $750 ea
($1,500 total), the remaining loss resen
would be $1,000. Under the regulatiol
according to Atlantic, the Commissione
would find “reserve strengthening” o
$500 (1986 loss reserves ($1,000) le
(first year reserves ($2,000) less seco
year payments ($1,500))), even though 1
serves did not increase. The Commi
sioner denies this consequence, contel
ing that, under the stipulation in this cas
the increase in the reserve would be “r
duced to zero” by an offsetting adjustme!
when the payment is made, and that &
justments in the IBNR reserve (reserve f
claims “incurred but not reported”) may
result from payments in excess of prior r
serve amounts, offsetting changes in ott
reserves. Brief for Respondent 36-39.

We need not resolve that dispute, b
cause we agree with the Commission
that Atlantic’s horrific example is, in any
event, unrealistic. The property and cas
alty insurer that had only four case
would not be in business very long, wit
or without the benefit of the tax adjust
ment — or, if he would, his talents coul
be put to better use in Las Vegas. Tl
whole point of the insurance business is
spread the insured risk over a large nui
ber of cases, where experience and 1
law of probabilities can be relied upor
And where hundreds (or more likely thot
sands) of claims are involved, claims re
solved for less than estimated reserv
will tend to offset claims that settle fo
more than estimated reserves. See Not
of Proposed Rulemaking Discounted Ut
paid Losses, FI-139-86, 1991-2 Cur
Bull. 946, 947 (“For most unpaid loss re
serves . . ., any potential inaccuracies ¢
likely to offset each other in the aggre
gate”). There may, to be sure, be son
discrepancy in one direction or the othe
but it would not approach the relative pre
portions claimed by Atlantic. It should b
borne in mind that the provision at issL
here is a limitation upon an extraordinat
deduction accorded to PC insurers. The
was certainly no need for that deductic
to be microscopically fair, and the inter
pretation adopted by the Treasury Regu
tion seems to us a reasonable accomn
dation — and one that the statute ve
likely intended — of the competing inter
ests of fairness, administrability, an
avoidance of abuse.
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