UNI TED STATES DI STRI CT COURT
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UNI TED STATES COF AMERI CA

Def endant
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MEMORANDUM OF DECI SI ON AND ORDER

Plaintiffs UNUM Corporation ("UNUM Corp.") and UNUM Life
| nsurance Conpany of America ("UNUM Anerica") sue Defendant
United States of Anerica ("the Governnent" or "the IRS') seeking
a tax deduction valued at approximtely eighty mllion dollars.
Plaintiffs claimthat the cash and stock distributed to their
pol i cyhol ders pursuant to Plaintiffs’ Plan of Recapitalization
and Conversion, Stipulated Record (Docket No. 42) Ex. 16 ("the
Pl an"), constitute "policyhol der dividends" as defined in § 808
of the Internal Revenue Code, 26 U S.C. 8 1 et seq. ("the Code"
or "I.RC"), and so are deductible fromincone pursuant to
§ 805(a)(3) of the Code. Having denied Defendant’s Mtion for
Summary Judgnent, Menorandum and Order Denyi ng Defendant’s Motion
for Summary Judgnent (Docket No. 40), the Court now considers
this case for final decision on a stipulated record. See
Stipul ated Record (Docket No. 42) ("Record"). For the reasons

di scussed below, the Court will find that neither the cash



di stribution nor the stock distribution constitutes a
"policyhol der dividend" and, therefore, that neither distribution

is deductible fromPlaintiffs’ incone.

. FACTS

Uni on Mutual Life Insurance Conpany ("Union Miutual") was
organi zed as a nutual insurance conpany in Maine in 1848. Record
Ex. 31. At all tinmes relevant to this action, Union Mitual was
engaged in the business of witing various fornms of life
I nsurance, health and accident insurance, and annuity products.
Id. 1 1. As with nutual conpanies generally, Union Mitual had no
out standi ng capital stock and so was not owned by stockhol ders.
Id. 1 4. As with nutual insurance conpani es generally, Union
Mut ual was owned, instead, by its participating policyhol ders.
Id. Ex. 8 at 6, Ex. 12 at 15.

Uni on Miutual’s participating policyholders owned the conpany
by virtue of having contributed to Union Miutual’s surplus by
payi ng prem uns that exceeded the actuarial cost of their policy
coverage. Plaintiffs’ Trial Brief (Docket No. 44) at 4-5, 18-19
("Plaintiffs’ Brief"); United States’ Trial Brief (Docket No. 43)
at 3-4 ("CGovernnent’'s Brief"); Record Ex. 8 at 6, Ex. 12 at 15
These excess anmpbunts functioned in a way anal ogous to the capital
rai sed when a stock insurer nakes an offering of its stock.
Plaintiffs’ Brief at 12-13; Plaintiffs’ Reply Brief (Docket
No. 45) at 5; Governnent’s Brief at 3-4. Accordingly, in

proportion to that contribution to surplus, each Union Mitual
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pol i cyhol der had certain rights anal ogous to those of a

st ockhol der, such as voting rights and preenptive rights upon
conversion. Plaintiffs’ Brief at 18-19; Governnent’s Brief at 3-
4; Record Ex. 4 at 5; Plan at A-2.

Taken as a whole, the surplus to which Union Mt ual
pol i cyhol ders contri buted represented the sumof all revenues in
excess of the amount paid or accrued for benefits, reserves,

di vi dends, taxes, and other expenses. Record f 7. As such,
Uni on Mutual’s surplus also provided the source from which

pol i cyhol der dividends were drawn in an anmount determ ned by
Uni on Mutual nanagenent on an annual basi s. Id. Ex. 8 at 6.

As of Decenber 31, 1985, Union Miutual had accunul ated
surplus, determ ned on the basis of generally accepted accounting
principles ("GAAP"), in the anmobunt of $652, 050, 097 (" GAAP
Surplus"). 1d. T 9.

A. Formul ation of the Recapitalization and Conversion

I n Decenber 1984, Union Miutual submtted its initial Plan of
Recapi talization and Conversion, Record Ex. 9 ("Initial Plan"),
to the Mai ne Superintendent of Insurance for approval. Record
9 15, 16. The Initial Plan detailed a transaction whereby Union
Mut ual woul d convert froma nutual insurer to a stock insurer
that woul d be whol | y-owned by a new hol di ng conpany. See Initia
Pl an. The approval process was directed at ensuring that the
Initial Plan conplied with Maine | aw governing such a conversion.

See 24-A MR S. A § 3477. To that end, between June 1985 and
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July 1986, the Superintendent issued two |egal rulings regarding
the Initial Plan, and the Union Miutual Board of Directors anended
the Initial Plan four tinmes. Record Y 17-22, Exs. 10-15.
Finally, on August 8, 1986, the Superintendent issued a Final
Deci sion and Order approving the final version of the Plan. I d.
1 24, Ex. 17.

Anmong ot her things, the final Plan provides that "[i]n
exchange for their Menbership Interests, Eligible Policyhol ders
wi |l receive Conversion Stock or cash, all as described in Part
VIl of this Plan.” Plan at A-4. Part VII, entitled
"Subscription Ofering," begins as follows:

A. Eligible Policyhol ders.

1. Equity Share. In order to determ ne the consideration

to be provided to Eligible Policyholders in exchange for

their Menbership Interests, an amobunt equal to the Adjusted

Sur pl us of Union Miutual shall be allocated anbng such

Eligi ble Policyholders in accordance with the fornmnul as

[ provi ded el sewhere in the Plan for cal cul ati ng each

Eligible Policyholder’s Equity Share]. Each Eligible

Pol i cyhol der’s all ocation as so determ ned shall be that

Eligible Policyholder’s Equity Share.

Plan at A-4. Eligible Policyholders would receive their Equity
Share in the form of Conversion Stock unless they qualified as
"Cash Option Eligible Policyholders,” in which case, they could
choose to receive the same Equity Share in the form of cash

Plan at A-1, A-5. Moreover, once Eligible Policyhol ders thus
exchange their Menbership Interests for their Equity Shares
(whet her in stock or cash) of the Adjusted Surplus, "present and
past policy and contract holders will have no Menbership

Interests in Union Miutual ." Plan at A-4.



The Plan al so provides three particularly inportant
definitions, which this Court hereby adopts, for terns used above
to describe the transaction. First, "Menbership Interest” is
defined as:

all rights and interests of each policy and contract hol der

of Union Miutual including, but not limted to, any right to

vote, any rights which may exist with regard to the surplus
of Union Miutual not apportioned by the Board for

pol i cyhol der dividends, and any rights in |iquidation or

reorgani zati on of Union Mitual, but shall not include any

ot her right expressly conferred by a policyhol der’s

i nsurance policy or contract.

Plan at A-3. Second, "Equity Share" is defined as "the doll ar
amount of that part of Union Mutual’s Adjusted Surplus
attributable to that Eligible Policyholder on the basis of the
formul as [provided el sewhere in the Plan for cal culating Equity
Share.]" Plan at A-1. Third, "Adjusted Surplus” is defined as
"the amount of surplus as of Decenber 31, 1985 . . . [as

determ ned] in accordance with generally accepted accounting
principles . . . ." Plan at A-1.

Mai ne | aw requires such a conversion plan to be approved by
at least two-thirds of those policyholders who vote on it. See
24-A MR S. A 8 3477(2)(B). The Plan was approved by ninety-
ei ght percent of those Eligible Policyhol ders who voted on it.

Record § 29.

B. Execution of the Recapitalization and Conversion

The follow ng series of transactions (collectively

"Recapitalization and Conversion") occurred on or about



Novenber 14, 1986, the effective date of the Plan. Record Y 32.
Uni on Mutual disbursed $129,129,082 in cash by check to the
105, 098 Cash Option Eligible Policyholders who chose to exercise
that option. See id. Ex. 24, § 33. Union Miutual charged this
entire anmount against its statutory and GAAP surplus. 1d. § 34.

Uni on Mutual anended its charter both to convert the conpany
froma nutual insurer to a stock insurer and to change the
conpany nanme to UNUM Life I nsurance Conpany ("UNUM Life"). 1d.
19 5, 31, 32.

UNUM Li fe delivered all 6,000,000 of its newy-m nted shares
of stock to the new hol di ng conpany, UNUM Corp. 1d. 91 35, 36,
Ex. 22. "[I]n consideration for" those 6,000,000 shares of UNUM
Life stock, UNUM Corp. issued 20, 489, 072" shares of UNUM Cor p.
stock to the remaining 58,561 Eligible Policyholders. 1d. § 37,
Ex. 22, 24. At a fair market value of $25.50 per share on the
effective date, the total value of the UNUM Corp. Conversion
Stock distribution to those Eligible Policyholders was
$522,471,336. 1d. 1 38, Ex. 24.

In addition, to the extent that the value of the Equity
Share of those 58,561 Eligible Policyhol ders exceeded the val ue
of a whol e nunber of UNUM Corp. shares by the value of sone

fractional share, Union Miutual distributed to those Eligible

This finding of fact is based upon the parties’ stipulation
that UNUM Corp. distributed 20,489, 072 shares of its own stock to
Eli gi bl e Policyhol ders as part of the Recapitalization and
Conversion. Record Ex. 24. This Court disregards other
I ndications in the record that 20,508,915 shares were issued.

See id. Ex. 22.



Pol i cyhol ders an additi onal $609,396 in cash to represent the
val ue of those fractional shares. See 1d. Ex. 24, § 33.°2

By the conclusion of the Recapitalization and Conversion,
163, 659 Eligi ble Policyhol ders had received distributions of cash
and stock in the anmount of $652,209,814. 3% 1d. Ex. 24, { 45.

C. Taxation of the Recapitalization and Conversion

The process of determining the federal tax consequences of
the Recapitalization and Conversi on began on October 12, 1984,
over two years before the effective date of the Plan, when Union
Mutual * s tax counsel submtted a request for a letter ruling to
the IRS. Record § 11, Ex. 4. In that request, Union Mitua
sought to convince the IRS that the distribution of UNUM Cor p.
stock in exchange for Menbership Interests in Union Mitua
constituted a tax-free exchange under I.R C. 8 351, and that the
conversion of those Menbership Interests into UNUM Life stock
constituted a tax-free recapitalization under |I.R C

§ 368(a)(1)(E). I1d. Ex. 4 at 22, 24.

’I'n addition to the above distributions to Eligible
Pol i cyhol ders, the Recapitalization and Conversion invol ved ot her
transactions, including the sale of UNUM Corp. stock at $25.50
per share to enployees and to the general public, as well as the
I nvest ment of capital by UNUM Corp. in subsidiaries of the forner
Uni on Mutual. Record Y 34, 41.

%This total exceeds GAAP Surplus by |ess than one-twentieth
of one percent because of distributions nade after Novenber 14,
1986, but before Decenber 31, 1986, to a small nunber of
belatedly identified Eligible Policyholders. See Record Ex. 24.
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During the years 1984 through 1986, Union Mutual’s tax
counsel made nunerous additional subm ssions to the IRS
pertaining to the initial request. 1d. Y 11, Ex. 5. One such
subm ssi on, dated Novenber 8, 1985, discussed the issue of
whet her the distribution of cash in exchange for Menbership
Interests should be treated as a "redenption” in exchange for
Menbership Interests under 1.R C. 8 302 or as a "policyhol der
di vidend” under I.R C. 8§ 808 but did not request a letter ruling
on that issue. 1d. Ex. 5.

On Decenber 16, 1986, the IRS issued its letter ruling to
Uni on Mutual regarding the Recapitalization and Conversion.
Record 1 12, Ex. 6 ("Letter Ruling"). The Letter Ruling agreed
with Union Mitual’s characterization of the stock distribution as
a tax-free exchange under 8§ 351 and of the conversion as a tax-
free recapitalization under 8 368(a)(1)(E). Letter Ruling at 9,
11. The Letter Ruling added that the cash distribution should be
treated as a "redenption" under 8 302 rather than a "policyhol der
di vi dend" under § 808. Letter Ruling at 12.

Beginning with the taxable year endi ng Decenber 31, 1986,
UNUM Life joined in the filing of a life-nonlife consolidated tax
return with its parent, UNUM Corp., and with its other
affiliates. Record T 48. The original federal incone tax return
filed for that year did not seek a deduction for any part of the
cash or stock distributed pursuant to the Pl an. Id. § 49, Ex.
25. Since then, UNUM Life has nerged with and into UNUM Life

| nsurance Conpany of America ("UNUM Anerica"), which remains
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Uni on Miutual’s surviving corporate successor and a whol | y- owned
subsidiary of UNUM Corp. 1d. 9T 53, 54, 56.

On May 15, 1992, current Plaintiffs, UNUM Corp. and UNUM
Anerica, tinely filed refund fornms claimng that the cash
(%9129, 738,478) distributed to Eligible Policyhol ders pursuant to
the Plan on its effective date was deducti ble as a "policyhol der
di vidend” under |1.R C. 88 805(a)(3) and 808. I1d. Y 50, Ex. 26.
On Septenber 25, 1992, Plaintiffs tinmely filed refund forns
claimng that the fair market val ue of the UNUM Corp. stock
($552,471,336) distributed to Eligible Policyhol ders pursuant to
the Plan on its effective date was deducti ble as a "policyhol der
di vidend" under |1.R C. 88 805(a)(3) and 808. I1d. Y 51, Ex. 27.

On March 12, 1993, the IRS sent a letter to Plaintiffs
proposing to disallow the refund clains. 1d. { 52. On
Decenber 29, 1993, after protesting this proposed disall owance
adm ni stratively through the IRS Appeals Ofice, Plaintiffs filed
this suit to obtain the refunds. [d. T 52; see Conplaint (Docket
No. 1).



1. DI SCUSSI ON

The di spositive issue in this case® is whether the
Recapitalization and Conversion distributions of cash and UNUM
Corp. stock to former Union Miutual policyholders fall within the
definition of "policyhol der dividend" contained in |.R C § 808
and are, therefore, deductible under 1.R C. § 805(a)(3).° The
Court finds that neither the cash nor the stock distribution
constitutes a "policyhol der dividend" for two reasons: (1)
neither distributionis a "dividend or simlar distribution" as
required by 8 808(a); and (2) the amount of neither distribution
"depends on the experience of the conpany or the discretion of

t he managenent"” as required by 8§ 808(b)(1).

‘I'n the course of opposing Plaintiffs contentions, the
Government clains that the cash distributions constitute
redenptions under I.R C. 8§ 302 and that the stock distributions
constitute exchanges under |I.R C. § 351. See Governnent’s Bri ef

at 19-23. It is not necessary to reach the Governnment’s cl ains
regarding 88 302 and 351 in order to address the dispositive

i ssue, i.e., whether the cash and stock distributions constitute
"policyhol der dividends" under I.R C. 8 808. Therefore, the
Court will not reach the Government’s clainms regarding 88 302 and
351.

°Section 805(a)(3) of the Code provides:

§ 805. General Deductions
(a) Ceneral rule.--For purposes of this part, there
shall be allowed the foll ow ng deductions:

'(3) Pol i cyhol der di vi dends. -- The deduction for
pol i cyhol der dividends (determ ned under section
808(c)).

10



A.  Structural Overvi ew

The anal ysis nust begin by identifying the applicable
provi sions of the Internal Revenue Code and describing the
rel ati onshi p anong those provi sions.

Subchapter C of the Code applies to all corporations, which
I ncl ude insurance conpanies. See |I.R C. 88 301, 7701(a)(3).
Anong those insurance conpanies to which subchapter C applies are

|ife insurance conpani es, both stock and nutual. See Duffy v.

Mut ual Benefits Life Ins. Co., 272 U S. 613, 616 (1926).

Subchapter L also applies to insurance conpanies. See |I.R C

8§ 801. Anobng those insurance conpanies to which subchapter L
applies are life insurance conpanies, both stock and nutual. See
|. R C. 8§ 801-818.

Subchapter C, then, governs the taxation of life insurance

conpani es, both stock and nmutual, "[e]xcept to the extent that

[ subchapter L makes] specific provision." H R Rep. No. 34, 86th
Cong., 1st Sess. (1959), reprinted in 1959-2 C. B. 736, 750; S

Rep. No. 291, 86th Cong., 1st Sess. (1959), reprinted in 1959-2

C.B. 770, 798. Such specific provisions of subchapter L are
construed narrowW y because they bestow tax benefits on insurers

not generally available to other taxpayers. Nat' | Life and

Accident Ins. Co. v. United States, 385 F.2d 832, 833 (6th Cr.

1967). Moreover, provisions defining the scope of a deducti on,
regardl ess of their location in the Code, are construed strictly.

| NDOPCO, Inc. v. Conm ssioner, 503 U. S. 79, 84 (1992). Finally,

"the burden of clearly showing the right to the clained deduction
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Is on the taxpayer,"” for "an incone tax deduction is a matter of

| egi sl ative grace.” |Interstate Transit Lines v. Conm ssioner,

319 U S. 590, 593 (1943).

The specific provision here at issue, the 8 808 definition
of a deductible "policyholder dividend," appears in subchapter L
and defines the scope of a deduction. This Court, therefore,
wi Il construe the definition of "policyhol der dividend"
strictly.® Such a strict construction of this specific provision
of subchapter L will correspondingly displace the operation of

subchapter Conly very little. Finally, Plaintiffs may not

°Plaintiffs labor mightily to characterize the "policyhol der
di vi dend"” deduction as so clearly intended by Congress to be
construed broadly as to exenpt it fromthe application of the
ordi nary canons of statutory construction di scussed above.
First, Plaintiffs cite dicta describing an earlier definition of

"policyhol der dividend" as "expansive." Republic Nat'l Life Ins.
Co. v. United States, 594 F.2d 530, 532 (5th Cr. 1979). There,
the court was referring to the fact that the "policyhol der

di vi dend" definition was "expansive" in relation to the "classic
di vidend" definition, adding that "Congress intended to include
nore than just classic dividends" within policyhol der dividends.
Id. The fact that "policyholder dividend" is, in certain
respects, broader in scope than "classic dividend" neither

I nplies, nor even suggests, that Congress intended "policyhol der
di vi dend" to be construed broadly. Second, Plaintiffs point to

t he "any anmount" | anguage of 8 808(b)(1) as an indication of the
atypi cal breadth of this deduction. The "any anmount" | anguage,
however, indicates only that any dollar value nay be deducted; it
does not indicate that any type of distribution may be deduct ed.
In fact, 8§ 808(b)(1) only describes one particul ar subtype of
"pol i cyhol der dividend," and so should be read as subject to the
general definition of "policyholder dividend" in 8§ 808(a) that
requires all "policyhol der dividends" to be dividend-like. See
infra Section I1.B. Therefore, there is no warrant for excepting
t he "policyhol der dividend" deduction from ordi nary canons of
statutory construction that indicate the propriety of reading
deductions narrowy.
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prevail unless they neet their burden of proving clearly that the
distributions fall within that narrow deducti on.
It is within this broader franework that the Court now

exam nes the precise | anguage of 8§ 808.

B. Is Either Distribution
a "Dividend or Simlar Distribution"
Under 8 808(a)?

Section 808(a) defines a "policyhol der dividend" as "any
dividend or simlar distribution to policyholders in their
capacity as such." |.R C. § 808(a).’ The parties to this action
differ primarily over the nmeaning of "any dividend or simlar
distribution.” Plaintiffs |argely avoid addressing the neaning
of this statutory |anguage and thereby inplicitly treat it as if
it has no limting effect on the scope of the term "policyhol der
dividend." See Plaintiffs’ Brief at 19-20. The Governnent, by
contrast, dedicates nost of its trial brief to the claimthat it
Is precisely this | anguage that operates to exclude the present
distributions fromthe "policyhol der dividend" deduction. See

CGCovernnent’'s Brief at 10-26

‘Section 808(a) of the Code provides:

§ 808. Policyhol der dividends deduction

(a) Policyhol der dividend defined.-- For purposes of
this part, the term "policyhol der dividend" means any
dividend or simlar distribution to policyholders in their
capacity as such.
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1. Is Either Distribution a "D vidend"?

"Dividend" is the first salient disputed termin the
8§ 808(a) definition. Subchapter L itself provides no definition
of the term "dividend" specific to that subchapter. Subchapter

C, however, does provide a definition for all of subtitle A

whi ch includes subchapter L. |.R C § 316(a).? Section 316(a)
defines "dividend," in relevant part, as "any distribution of
property made by a corporation to its shareholders . . . out of
Its earnings and profits of the taxable year." 1d.

Section 316(b)(1), however, expressly prohibits the

application of the |anguage of § 316(a) to subchapter L and,

8Section 316(a) of the Code provides:

§ 316. Dividend defined

(a) General rule.--For purposes of this subtitle, the
term "dividend" nmeans any distribution of property nmade by a
corporation to its sharehol ders--

(1) out of its earnings and profits accunul at ed
after February 28, 1913, or
(2) out of its earnings and profits of the taxable

year (conputed as of the close of the taxable year

W t hout dimnution by reason of any distributions nade

during the taxable year), wthout regard to the anount

of the earnings and profits at the tine the

di stribution was nmade.
Except as otherw se provided in this subtitle, every
distribution is made out of earnings and profits to the
extent thereof, and fromthe nost recently accunul at ed
earnings and profits. To the extent that any distribution
I's, under any provision of this subchapter, treated as a
di stribution of property to which section 301 applies, such
distribution shall be treated as a distribution of property
for purposes of this subsection.

14



therefore, to § 808(a). |.R C § 316(b)(1).° Still, the
| anguage of 8 316(a) does not exhaustively describe all limts on
the neani ng of "dividend"; other sources of |aw also help define

the scope of the term See, e.qg., Hellmch v. Hellman, 276 U. S.

233, 236-37 (1928). Section 316(b)(1), then, prohibits only the
application of the |anguage of § 316(a) to limt the nmeani ng of
"dividend"; 8 316(b)(1) does not prohibit the application of
those ot her sources of law that al so help define the scope of the
term?' Therefore, in light of § 316(b)(1), all sources of |aw,
except for the | anguage of 8§ 316(a), that help define the scope
of the term"dividend" as it is used outside subchapter L also
hel p define the scope of "dividend" as it is used within

subchapter L, including § 808(a). "

°Section 316(b)(1) of the Code provides:
§ 316. Dividend defined

(b) Special rules.--

(1) Certain insurance conpany dividends.-- The
definition in subsection (a) shall not apply to the
term"dividend" as used in subchapter L in any case
where the reference is to dividends of insurance
conmpani es paid to policyhol ders as such

' ndeed, § 316(b)(1) cannot prohibit the application of
ot her sources of |aw that hel p define "dividend" w thout thereby
reading the term (and, consequently, "or simlar") entirely out
of the 8§ 808(a) definition of "policyholder dividend." To read
"dividend" as |imtless in scope in the phrase "any divi dend or
simlar distribution" is to read the phrase instead as "any
distribution.” Although anmending the statute in this way
apparently is Plaintiffs desire, it plainly is not Congress’s
intent. See Plaintiffs Brief at 30-31; Plaintiffs’ Reply Brief
at 2.

"This reading of the relationship among § 316(a),
§ 316(b) (1), and 8 808(a) conports well with Congress’s
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What, then, are those residual constraints on the neaning of

"dividend"? In Hellmch v. Hellman, 276 U. S. 233 (1928), the

Suprenme Court applied two sources of |aw other than the |anguage
of the predecessor of § 316(a) to define "dividend." The
Hel | m ch court first invoked case |aw reflecting the conmon usage
of "dividend," describing it as:
the recurrent return upon stock paid to stock holders by a
going corporation in the ordinary course of business, which

does not reduce their stock holdings and | eaves themin a
position to enjoy future returns upon the sane stock.

Id. at 237 (enphasis added). The Court then read the statutory
provision defining affirmatively what a |iquidation distribution
is as also defining negatively what a dividend distribution is
not. 1d. Specifically, dividends are distinguishable from

i quidations in that only the latter involve "a return to the

st ockhol der of the value of his stock upon a surrender of his
interest in the corporation." |d. at 235.

Simlarly, in United States v. Davis, 397 U S. 301 (1970),

under st andi ng of the substantive econom c content of

"policyhol der dividends." Congress expects "policyhol der
di vidends" to include not only earnings and profits, but a
conponent anal ogous to a return of capital. Anerican Miut. Life

Ins. Co. v. United States, 43 F.3d 1172, 1173 (8th Cir. 1994);
see Republic Nat’'|l Life Ins. Co. v. United States, 594 F.2d 530,
536 n.21 (5th Gr. 1979)(quoting legislative history). |ndeed,
pol i cyhol der dividends are deducti bl e precisely because they
contain that capital-like conponent and precisely to the extent
of that conponent. See |I.R C. 88 808(c)(2), 809. If, however,

§ 316(a) restrictions remained applicable to the term"dividend"
in 8§ 808(a), "policyhol der dividends" would include only earnings
and profits, thus excluding the targeted deductible capital-Ilike
conponent. Therefore, 8 316(b)(1) allows the 8 808(a) definition
of "policyhol der dividend" to include that deductible capital-

| i ke conmponent wi thout relaxing any other restrictions on the
term "dividend."

16



the Court discussed the nmeaning of "dividend" in the context of
anot her Code provision, again without reference to 8 316(a).
There, the Court described a "dividend" as a distribution whose
"effect is to transfer the property fromthe conpany to its

shar ehol ders without a change in the relative economc interests
or rights of the stockholders.” 1d. at 313. The Court
concluded, in turn, that a distribution is "not essentially
equivalent to a dividend" if it "result[s] in a neaningfu
reduction of the shareholder’s proportionate interest in the

corporation.” |d.; see Bradbury v. Conmi ssioner, 298 F.2d 111

115 (1st Gr. 1962)(affirm ng that dividends do not change
shar ehol ders’ proportionate interests in the corporation).

In light of these authorities, it conmes as no surprise that
Plaintiffs have not produced any case, statute, regul ation, or
other legal authority defining the term"dividend" as a
distribution to a sharehol der nade in exchange for a substanti al
reduction, not to nention a conplete surrender, of the

sharehol der’ s proportional interest in the conpany. ** Nor have

The cl osest senbl ance of contrary |egal authority
Plaintiffs produce is disputed expert opinion that "term nation
di vi dends” are made to policyhol ders in exchange for the
surrender of all their proportional interests in the insurance
conpany. Plaintiffs Brief at 31-32. For several reasons, this
opi ni on does not constitute valid contrary |legal authority.
First, expert opinion on a matter of |law bears little, if any,
persuasi ve authority, particularly when binding authorities, such
as those discussed above, mlitate strongly against the opinion.
Second, at |east one expert denies that "term nation dividends"
are made in exchange for surrendering all proportional interests
in the company. Deposition of Ralph J. Sayre, January 26, 1995,
at 191. Instead, he affirnms only that nost "term nation
di vi dends" are nade upon the occasion of surrendering
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Plaintiffs produced any such authority defining the term
"dividend" as a distribution to a sharehol der made i n exchange
for any formof property of equival ent val ue, proportional
sharehol der interest or otherw se. *

The term"dividend" in the 8§ 808(a) definition of
"policyhol der dividend,"” then, does not include either of the
distributions here at issue. Both the cash and stock
distributions were nade to Eligible Policyholders in exchange for
the conplete surrender of all their proportional interests in the
former Union Mutual. Both the cash and stock distributions were
made to Eligible Policyholders in exchange for property of

equi val ent val ue, nanely, their Menbership Interests in the

former Union Miutual. Therefore, neither type of distribution may

proportional interests in the conpany. 1d. at 192-93. Moreover
he denies that "term nation dividends" represent the economc
val ue of those surrendered proportional interests, or that

“term nation dividends" are distributed to conpensate for, or to
i nduce, the surrender of those interests. Id. at 48, 191

Third, the term"ternm nation dividend" is not the term
"dividend," but a termof art that may or nay not be defined as a
species of "dividend." (In other words, it nmay be defined in
part as "any distribution, regardless of simlarity to a
dividend," just as Plaintiffs would define "policyhol der
dividend.") Therefore, even if "term nation dividends" were

di stributions made in exchange for the surrender of al
proportional interests in the conpany, that fact has no
denonstrated rel evance to whet her "dividends" nmay be

di stributions nade in exchange for the surrender of al
proportional interests in the conpany.

Bln fact, in exchange transacti ons between a noncor porate
shar ehol der and a corporation, property the sharehol der receives
fromthe corporation is not even taxed as a distribution except
to the extent that its value exceeds the value of the property
t he sharehol der gives to the corporation. See Treas. Reg.

§ 1.301-1(j).
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be considered a "dividend" for purposes of § 808(a).

2. Is Either Distribution a "Simlar Distribution"?

Havi ng determ ned that the "any dividend" |anguage of
§ 808(a) does not include the present distributions, the question
remai ns whether the "or simlar distribution” |anguage does.
Thi s | anguage appears to broaden the neaning of "policyhol der
di vi dend"” beyond the al ready broadened neani ng of "divi dend"
di scussed above. ™ |f the "or similar distribution" |anguage
br oadens "policyhol der dividend" at all, however, it does so only
in small neasure given how narrowy both deduction provisions and
subchapter L provisions should be read. See supra Section II.A
The remai ni ng question under 8 808(a), then, is whether the
"or simlar distribution" |anguage broadens "policyhol der
di vi dend"” enough to include the distributions at issue. More
precisely, the remaining question is whether Plaintiffs have net
their burden to show clearly that Congress intended that a
distribution that is dissimlar to a "dividend," both because it
I's made in exchange for conplete surrender of a sharehol der’s
proportional interest in a conpany and because it is made in
exchange for property of equival ent val ue, neverthel ess renmains

simlar enough to a "dividend" to warrant the special tax

“The "or similar distribution" |anguage, however, may be
read not to broaden the neaning of "dividend" at all. |nstead,
it may sinply enphasize and reinforce the nore precise broadening
function of 8 316(b)(1): to indicate that the term"dividend" in
subchapter L is not limted to earnings and profits.
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treatnment of a deductible "policyhol der dividend." That question
nmust be answered in the negative.

Plaintiffs make no attenpt to show that the distributions in
this case are simlar to a "dividend" in any way, |east of al
simlar in such a way and to such an extent as to warrant their
I ncl usi on anong those distributions Congress clearly intended for
deductibility. Rather than acknow edge the limting effects of
the "any dividend or simlar distribution" |anguage of 8§ 808(a),
Plaintiffs dwell on the capital structure of nutual insurance
conpani es, the value of symmetry in taxation, and the economc

content of actual policyholder dividends.® See Penn Mut. Life

“The error underlying Plaintiffs’ |engthy argunent, by
which they ignore the letter of § 808(a) but appeal to what they
consider its spirit, may be stated conparatively briefly. The
fact that Congress intended life insurers to be able to deduct
any dividend-like distribution to policyholders to the extent of
its capital-1ike conponent neither inplies, nor even gives rise
to the inference, that Congress also intended life insurers to be
able to deduct any distribution at all to policyhol ders that
contains a capital-like conmponent to the extent of that
conponent. Contrary to Plaintiffs’ contention, this Court does
not consider the intention to limt the deduction only to
di vidend-like distributions so irrationally asymretric and unfair
that it should not be inputed to Congress. See Plaintiffs’ Brief
at 33-34; Plaintiffs’ Reply Brief at 14-15. It is far from
unfair for Congress to tax as incone to nutual conpanies their
capital -1i ke funds upon receipt and then to allow a correspondi ng
deduction for those funds upon distribution only when they are
nmeasured out in a certain form (To be sure, Congress is free to
all ow no deduction at all.) |Instead, limting the deduction only
to dividend-like distributions my be said to perform any nunber
of legitimte purposes. One such purpose nay be what Plaintiffs
accurately identify as the purpose of certain provisions of
previous regi mes governing the deductibility of "policyhol der
di vidends"--sinply to limt life insurers’ ability to use the
deduction. Plaintiffs’ Brief at 6-7, 10. Another such purpose
may be to ensure the application to insurance conpani es, stock
and nutual alike, of those provisions of subchapter C applying to
all other conpanies, stock and nutual alike, that govern the
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Ins. Co. v. Lederer, 252 U.S. 523, 527 (1920). Accordingly,

Plaintiffs do not even begin to carry their burden of show ng
that these distributions fit within the limts of that statutory
| anguage and, therefore, within the limts of Congress’s intent
to allow the deduction. Neither the cash nor the stock
distribution in this case, then, constitutes a deductible
"policyhol der dividend" because neither neets the "any divi dend

or simlar distribution” requirenent of 8 808(a).

C. Does the Anmount of Either Distribution
"Depend[] on the Experience of the Conpany
or the Discretion of the Managenent"
Under 8§ 808(b)(1)?

Not only are the distributions in this case not "dividends
or simlar distributions" under 8 808(a), they do not fall wthin
any of the four subcategories of distribution specifically
enunerated in 8§ 808(b) as included anong "policyhol der
dividends." Plaintiffs argue only that the distributions fit
within the first of these categories, described in § 808(b)(1),
whi ch includes "any amount . . . [that] is not fixed in the
contract but depends on the experience of the conmpany or the

di scretion of the managenment." |.R C. § 808(b)(1). '™ This Court

taxation of certain distributions that are not dividend-Iike,
such as distributions constituting redenptions and exchanges.

See supra Section Il1.A; I.RC 88 302(b)(3), 351(a).
Notwi t hstanding Plaintiffs’ contention, then, this Court infers
the spirit of 8§ 808(a) to be in harnmony with its letter and gives
effect to both.

%Section 808(b) (1) of the Code provides:
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finds that 8 808(b)(1) does not include the present distributions
because, although their anmounts are not fixed in the contract,
their anounts do not depend on the experience of the conpany or

the discretion of the nanagenent.

1. Is the Anpbunt of Either Distribution
"Fixed in the Contract"?

Plaintiffs first contend that the amounts of the
distributions in this case are "not fixed in the contract.” A
di stribution amount is "fixed in the contract” when policy
contract provisions both fix the distribution anount, such as by
formula, and legally oblige the insurance conpany to make the

di stri bution. Prairie States Life Ins. Co. v. United States, 828

F.2d 1222, 1227 (8th Gr. 1987). There are no policy contract
provi sions governing the distribution anbunts in this case. This

Court, therefore, finds that those distribution ambunts are "not
fixed in the contract."”

Plaintiffs then argue that this Court’s finding that the
di stribution anmounts are "not fixed in the contract" suffices
alone to include the distributions within 8§ 808(b) (1), for that

finding inplies a corresponding finding that the distribution

8§ 808. Policyhol der dividends deduction

(b) Certain anmpunts included. --For purposes of this
part, the term "policyhol der dividend" includes--
(1) any anount paid or credited (including as an
i ncrease in benefits) where the anount is not fixed in
the contract but depends on the experience of the
conmpany or the discretion of the managenent
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anounts either "depend[] on the experience of the conpany or the
di scretion of the managenent." Plaintiffs’ Reply Brief at 9. In
support of this argunent, Plaintiffs cite dicta from Anerican

National Insurance Co. v. United States, 690 F.2d 878 (C. d.

1982), suggesting that these latter two el enents of the
8§ 808(b) (1) definition "may not have independent significance”
and "seemto be opposite sides of the sane coin, in the sense
that the inquiry is whether the anobunts are either fixed in the
contract or depend upon [experience or discretion]." [d. at 886.
This Court is not persuaded to read these latter two
el ements of the 8§ 808(b)(1) definition out of the statute by
needl essly denying their "independent significance." |Indeed, far
from bei ng superfluous, the question of whether the anount
depends on conpany experience or nmanagenent di scretion
constitutes the primary inquiry under § 808(b)(1). ' The
subsidiary inquiry of whether the anount is fixed in the contract
facilitates, but cannot substitute entirely for, the primry
i nquiry; the subsidiary inquiry serves only to exclude fromthe
primary inquiry an easily identified category of distributions
that invariably fail the primary inquiry.

In other words, if a distribution amount is "fixed in the

"The clearest indication of the indispensability and
pri macy of the conpany-experience-or-nmnagenent-di scretion
inquiry is Congress’s use of the conjunctive "but" to introduce
It. To accept Plaintiffs’ reading of that inquiry as dispensable
and equivalent to the not-fixed-in-the-contract inquiry is
effectively to amend that conjunctive "but" to the disjunctive
"or."
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contract,” it categorically cannot "depend[] on the experience of
the conmpany or the discretion of the managenent." |[f, however, a
distribution anount is "not fixed in the contract,"” it nmay or may
not "depend[] on the experience of the conpany or the discretion
of the managenent.” Only certain distributions have their
amounts "fixed in the contract”; within the otherw se boundl ess
residual category (i.e., "not fixed in the contract"), only
certain distributions depend on either conpany experience or
managenment di scretion.

The Anerican National court’s dicta, then, were appropriate

to the facts before it because the distributions there were fixed

in the contract. See Anerican Nat’'l, 690 F.2d at 886 ("Since we

hold that the anmbunts . . . were fixed by the contract, it
follows that they did not depend upon the experience of the
conpany or the discretion of the managenent.") Those dicta, by
contrast, are not appropriate to the facts before this Court
because the anmpbunts here are not fixed in the contract.
Therefore, the questions of whether the distribution anounts
depend on conpany experience or on nmanagenent discretion remain

open. This Court now turns to those questions.

2. Does the Amount of Either Distribution
"Depend[] on the Experience of the Conpany"?

Plaintiffs claimthat the anounts of both distributions
"depend on the experience of the conpany." "Experience of the

conmpany” refers only to conpany-specific profit and | oss
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experience, not industry-w de actuarial experience. Republ i c

Nat’'| Life Ins. Co. v. United States, 594 F.2d 530, 534-35 (5th

Cr. 1979). More specifically, the relevant profit and | oss
experience is limted to the conpany’s "experience in the
particul ar year for which the refunds are nade, not its overal

past experience and history.” Anerican Nat’'l, 690 F.2d at 886.

Here, the distribution anpbunts are based on Union Miutual’'s profit
and | oss experience for the entire history of the conpany since
1848, not for the particular year in which the distributions are
made. Therefore, the distribution anbunts do not depend on the

"experience of the conpany.”

3. Does the Amount of Either Distribution
"Depend[] . . . on the Discretion of the Managenent"?

Plaintiffs argue, in the alternative, that the distribution
anounts in this case "depend on the discretion of the
managenent." The term "di scretion of the nmanagenent” does not
include the limted formof discretion that managenent
necessarily exercises in designing any general fornula for fixing

distribution amounts. Anerican Nat’'l, 690 F.2d at 887. Here,

that limted formof discretionis the only formthat Union

Mut ual s managenent coul d even col orably have exercised. |ndeed,
t he deci si onmaki ng power of Union Mitual’s managenent regarding
the formula for determning Equity Shares is so thoroughly
circunscribed that it can hardly be called "discretion" at all

More specifically, the design of the forrmula, along with the rest
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of the Plan, was subject both to the requirenents of Mine

I nsurance | aw as i nplenented by the Miine Superintendent of

I nsurance and to a supermajority vote of policyholders. See Plan
at A-3. The distribution anounts, therefore, do not depend on
the "discretion of the managenent.” Nor, then, do the

distributions fit within § 808(b)(1).

[11. CONCLUSI ON

Section 808 defines "policyhol der dividend" as "any divi dend
or simlar distribution to policyholders in their capacity as
such,” including "any anount paid or credited . . . [that] is not
fixed in the contract but depends on the experience of the
conpany or the discretion of the managenent.” |.R C. 88 808(a),
808(b)(1). Plaintiffs urge this Court to read that definition
in effect, as "any distribution to policyholders that is not
fixed in the contract,"” while the Governnent urges that it be
read as "any dividend-like distribution to policyhol ders that
depends on conpany experience or managenent discretion, which
categorically does not include those fixed in the contract."”

This Court finds that the Governnment’s interpretation of
"policyhol der dividend" provides a nore nearly conprehensive
account of all relevant statutory |anguage, and so provides a
nore nearly adequate account of the intention that Congress

sought to enbody in that |anguage.
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This Court further finds that the distributions of cash and
stock in this case do not fit within the reading of "policyhol der
di vi dend" accepted by the Court. Those distributions are not
"di vidend-1ike" both because policyhol ders obtained themin
exchange for property of equival ent val ue and because
pol i cyhol ders obtai ned themin exchange for the surrender of al
their proportional interests in Union Miutual. Because the
di stribution amounts are not "fixed in the contract," the
question of whether they "depend on conpany experience or
managenment discretion” is not sumarily answered in the negative.
That question is ultimately answered in the negative, however,
because the distributions do not fall within the neaning of
"conmpany experience" or "managenent discretion” as those terns
have been interpreted. Therefore, neither the cash nor the stock
distribution is deductible to Plaintiffs under 8§ 805(a)(3).

Accordingly, it is hereby ORDERED that judgnment herein be,
and it is hereby, ENTERED in favor of the Defendant, United

States of Anerica, on all clains set forth in the Conpl aint.

GENE CARTER
Chi ef Judge

Dated at Portland, Maine this 23" day of May, 1996.
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