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WASHINGTON REPORT 13-20: Differing Decisions Regarding Basis of Stock Received in Carrier 

Demutualizations. 

 

MARKET TREND: With more mutual insurance companies converting to stock companies, existing policy holders may receive 

stock in the company as part of the “demutualization.”  Subsequent sales of that stock will require the policy holders to determine 

their income tax basis in the stock to calculate their taxable gain. 

 

SYNOPSIS: Although the IRS has held that stock received by a policy holder in a demutualization has a zero basis for income tax 

purposes, a trial opinion from a 2008 Federal Court of Claims case rejected that position and applied the “open transaction” 

doctrine.  Based on that doctrine, the opinion held that the taxpayer realized no income on the proceeds of the demutualization 

because (1) basis could not be allocated between the mutual rights under the policy and the policy itself and (2) the proceeds 

received by the taxpayer in the demutualization were less than the cost basis in the insurance policy as a whole.  Two very recent 

decisions, however, have both rejected application of the open transaction doctrine to shares received in a demutualization but 

differed as to whether the taxpayer takes a zero tax basis in those shares.   

 

TAKE AWAYS: Given these recent decisions, successful application of the open transaction doctrine to determine the tax basis of 

stock received in a demutualization appears questionable.  The issue of whether such stock has a zero basis, however, remains 

unsettled and may depend significantly on the facts of a particular case.  Policy owners who receive stock from a demutualization 

should work closely with their insurance advisors and accountants to review the information provided in the transaction and to 

calculate and document the allocation of tax basis to the stock at the time of receipt (or as close as possible thereto). Claiming basis 

upon the subsequent sale of the stock will require support (particularly given IRS opposition), which could be difficult to obtain or 

re-create if significant time has passed since the demutualization. 

 

PRIOR REPORTS: 08-77; 06-141. 

 

MAJOR REFERENCES: Dorrance v. U.S., 111 AFTR 2d 2013-1280 (DC AZ, 3/19/2013); Reuben v. U.S., 111 AFTR 2d 2013-620 

(DC CA, 1/15/2013) 



 As more mutual insurance companies convert to stock companies in order to raise capital, mutual policy holders may receive stock 

in the resulting company as part of the conversion.  A later sale of that stock could result in taxable gain to the stock holder, 

depending on the income tax basis attributable to the stock.  Although the IRS has consistently argued that such stock should have 

a zero tax basis, recent court decisions indicate that the issue is unsettled. 

 

Overview – Demutualization 

Mutual insurance companies are owned entirely by their policy holders. Policy ownership provides policy holders with “mutual 

rights” in the company, including a share of the company’s profits and a vote on governance issues.  These mutual rights are not 

separable from policy ownership.  In contrast, stock insurance companies are owned by the shareholders who purchase the 

company stock.  A shareholder’s voting rights or dividend entitlements apply regardless of whether they own a policy issued by the 

company, and policy holders are not entitled to such rights by virtue of policy ownership. 

 

Unlike stock companies, mutual insurance companies cannot raise capital through the sale of stock and must primarily rely on 

retained earnings and/or the charging of additional premiums. Facing these capital restraints, many mutual insurance companies 

have converted to stock companies.  Depending on the structure used, these so-called “demutualizations” can result in mutual 

policy holders receiving shares of stock in the resulting stock company in exchange for their mutual rights (“mutual shares”).  

The proper calculation of the policy holder’s income tax basis in these mutual shares, however, continues to be a contested issue. 

 

Tax Basis in Mutual Shares - Conflicting Positions 

The IRS has taken the position that policy holders take a zero basis in mutual shares.[1]  According to the IRS, policy holders pay 

premiums to acquire life insurance benefits, not to obtain mutual rights under their policies.  Thus, none of the premiums paid for 

a policy are attributable to basis in the mutual rights, nor, correspondingly, to the mutual shares received in exchange for the 

release of those rights.  

 

In Fisher v. U.S. (see prior Bulletin 08-77),[2] however, the Federal Court of Claims reached a different conclusion when 

examining whether a policy holder had gain from the receipt and immediate liquidation of mutual shares.  The court applied the 

“open transaction doctrine,” which is used when the basis in property that is divided cannot be allocated among the resulting 

portions because it is not clear how much each portion of the property cost. In the Fisher case, since the court found that (1) basis 

could not be allocated between the mutual rights and the policy and (2) the amount received by the policy holder upon sale of the 

mutual shares was less than its total cost basis in the insurance policy as whole, the policy holder did not realize any income 

from the sale of the mutual shares. The court stated that this case was one of the “rare and extraordinary” circumstances in 

which the open transaction doctrine should apply. 

 

Recent Cases 

Despite the Fisher opinion, two recent cases have both concluded that the open transaction doctrine did not apply to 

determine the income tax liability resulting from the sale of mutual shares.  The decisions, however, reached different 

conclusions as to whether a taxpayer takes a zero basis in mutual shares. 

 

Reuben v. U.S.  

In Reuben, a trust owned a mutual life insurance policy.  As part of the carrier’s subsequent demutualization, the trust received 

over 40,000 of mutual shares in the insurance company. Five years later, it distributed some of the mutual shares to a beneficiary 

who later sold them.  On his tax return for the year of sale, the beneficiary/taxpayer listed the basis of those shares as zero, 

consistent with the IRS's position. The taxpayer later filed an amended tax return, changing the basis of the mutual shares from 



zero to $41.13 per share, citing the decision in Fisher.  The IRS rejected the taxpayer’s refund claim and suspended his appeal 

pending a decision in the case of Dorrance v. U.S. (discussed below).  The taxpayer then filed suit. 

 

Citing a decision in an initial proceeding of the Dorrance case, the court denied the taxpayer’s motion for summary judgment and 

refused to apply the open transaction doctrine as used in Fisher relying, in part, on the following: 

• Decisions of the Court of Federal Claims, as in Fisher, were not controlling on the court, even if affirmed in an unpublished 

opinion of the Federal Circuit, as unpublished opinions do not have precedential effect even for the Federal Circuit. 

• In Fisher, the taxpayer elected to receive cash in lieu of mutual shares at the time of demutualization.  Here, the taxpayer 

sold the mutual shares almost six years after their distribution to the trust. Thus, as in the Dorrance case below, 

application of the open transaction doctrine would allow the taxpayer to apply basis accrued through premiums paid 

before demutualization to gain that occurred solely after the mutual rights were split from the policy (i.e., the six years 

during which the trust held the shares). 

• The taxpayer failed to show that allocating basis between the mutual shares and the policy was so difficult that application 

of the open transaction doctrine was appropriate. 

• The open transaction doctrine typically applies when a better estimate of value can be made if the parties “wait and see” 

until the close of a transaction.  Under these circumstances, however, the passage of time will not improve valuation 

accuracy.  Further, if the life insurance policy to which the mutual rights originally attached is held until the insured’s 

death, the open transaction doctrine would result in a windfall to the taxpayer. Although any basis allocated to the mutual 

shares should reduce the policy’s basis, the policy’s basis become irrelevant upon the tax-free payment of policy death 

benefits. 

The Reuben court, however, granted the IRS summary judgment motion in this case, finding that the shares 

received in the demutualization have a zero basis, based in part on the following: 

• It is the taxpayer's burden to establish that he has a basis in property. The taxpayer here, however, simply argued that the 

trust paid premiums on a policy that included membership rights and policy rights and that it was impossible to separate 

the value of the membership rights from the policy rights prior to demutualization. According to the court, the taxpayer 

provided no actual evidence to support these conclusions. 

• An independent actuary hired by the insurance company to review the demutualization stated that the demutualization 

benefits were a “windfall” to the policy owners, since presumably none of them purchased a policy in anticipation of 

demutualization.[3] 

• An expert hired by the IRS opined, after performing valuation analyses of the membership rights under three different 

approaches, that the value of the mutual rights prior to demutualization was zero and that there  was “no identifiable 

charge in the premium for” these rights.  The taxpayer’s expert, however, did not perform an independent valuation of the 

membership rights and based his opinion entirely on the Fisher decision.  Further, the issue was whether the policy holder 

paid anything for the membership rights, not whether those membership rights had value. The taxpayer’s expert failed to 

address that issue. 

• The premiums paid for the policy were identical before and after demutualization, supporting the proposition that all 

premiums paid prior to demutualization were for the policy and not for the mutual rights.  Although the court did not view 

this factor as solely dispositive, it, combined with the entirety of the record, established that none of the premiums paid the 

policy holder were for membership rights in the mutual policy. 



Dorrance v. U.S. 

 

The Dorrance case involved circumstances similar to Reuben.  A trust owned five policies issued by various mutual insurance 

companies, all of which eventually demutualized and converted to stock-based companies.  As part of the demutualizations, the 

trust elected to receive mutual shares in the new stock companies.  These companies distributed mutual shares having an aggregate 

value of $1,794,771 (based on the shares’ IPO value). Subsequently, the trust sold the shares for $2,248,806.  Consistent with the 

IRS position, the Dorrances (presumably as trust grantors) listed a zero basis when reporting their sale gain for the applicable tax 

year and paid taxes on the full $2,248,806. After the Fisher case, the Dorrances filed suit for a refund, arguing that they did not 

owe tax on the sales proceeds based on application of the open transaction doctrine.  

  

Summary Judgment Proceeding.[4]  In an initial summary judgment proceeding, the Dorrance court ruled that the open 

transaction did not apply to the mutual shares, for many of the reasons noted in Reuben.  According to the court, there 

was no question that at the time of demutualization, both the value of the mutual shares and the market value 

of the policy itself could be calculated. 

  

Unlike the Reuben decision, however, the Dorrance court rejected the IRS argument that the mutual shares had a 

zero basis.  According to the court, the Dorrances had shown they paid something for the mutual rights by proving that they paid 

premiums for policies that included the policy rights and the mutual rights. The basis of the mutual rights should not have been 

declared zero simply because it was impossible to tell how much of the premiums were spent on those rights.  Rather, the 

government “should make as close an approximation as it can” to the actual basis, requiring the taxpayer to bear the burden of 

proving the allocation.  Thus, the remaining issue for trial was to determine an equitable method to allocate a portion of the 

premiums paid before demutualization to the mutual rights under the policies and to apply that amount as a cost basis to calculate 

the taxable gain, if any, on the sale of the mutual shares. 

  

Allocation Proceeding. As in Reuben, the court stated that a taxpayer must prove what he actually paid for property to establish a 

basis in that property. However, when “property is acquired in a lump-sum purchase but then divided and sold off in parts,” Treas. 

Reg. § 1.61-6(a) requires that “the cost basis of the property should generally be allocated over the several parts,” and the taxpayer 

should “equitably apportion” the basis of the property among its elements when those elements are sold. The court noted, however, 

that since mutual rights were not separable from the policy rights and could not be sold, the cost associated with acquiring mutual 

rights could not be established prior to demutualization, nor exclusively through the payment of premiums.  

  

Thus, to apportion basis, the court reviewed how the insurance companies involved in the demutualizations calculated the number 

of mutual shares to distribute in exchange for a policy holder’s mutual rights. In this case, the first valuation of what the policy 

holders paid for mutual rights was the IPO price of the shares distributed pursuant to demutualization. The insurance companies 

determined that the fair market value of the shares was equivalent to the value of the mutual rights. The insurance companies then 

determined the mutual share allocation based on (1) a fixed component representing the loss of voting rights, since each 

policyholder was entitled to one vote (“fixed shares”), and (2) a variable component, representing the loss of other rights, 

measured by a policy holder’s past and projected future contributions to the company's surplus (“variable shares”). Of the 

variable shares, 60% was an estimate of past contributions to surplus, with the remaining 40% representing future contributions.  

All the carriers obtained independent actuarial opinions that the share allocation methods were sound and that 

the stock compensation was “fair and equitable”. 

  

 



According to the court, the Dorrances’ trust received mutual shares by relinquishing voting rights and making past contributions to 

surplus (projected future contributions to surplus could not be considered as a part of basis, since they represented premiums not 

yet paid). Thus, the court determined that the Dorrances' basis in the shares equaled (1) the IPO value of the total fixed shares 

received ($3,164), plus (2) 60% of the IPO value of the variable shares ($1,074,964), for a total basis of $1,078,128. Applying that to 

the sales proceeds of $2,248,806 (on which the Dorrances paid capital gains tax of 15%), the court ruled the Dorrances were 

entitled to a refund of $161,719. 

 

Take-Aways 

• Despite the Fisher decision, successful application of the open transaction doctrine to determine the income tax basis of 

stock received in a demutualization appears questionable.  Fisher was affirmed in an unpublished opinion and may have 

limited persuasive authority. Further, both the Reuben and Dorrance opinions rejected application of the doctrine and the 

IRS continues to challenge its use in these cases. 

• While Reuben and Dorrance reached different conclusions regarding whether stock received in a demutualization should 

have a zero basis, the differences may be attributable to varying case facts, the evidence submitted, and/or procedural 

arguments (e.g., taxpayer’s failure to submit sufficient evidence to prove the mutual rights had some basis, different 

analyses provided by the insurance companies with regard to the value of the mutual rights, strength of expert testimony, 

etc.). 

• Policy owners who receive stock in a demutualization should work closely with their insurance advisors and accountants to 

review the information provided in the transaction and to calculate and document the allocation of tax basis to the stock at 

the time of receipt (or as close as possible thereto). Claiming basis upon the subsequent sale of the stock will require 

support (particularly given the consistent opposition of the IRS), which could be difficult to obtain or re-create if 

significant time has passed since the demutualization. 

NOTES 

 
[1]           See Rev. Rul. 71-233; PLR 200208017. 
[2]           Fisher v. U.S., 82 Fed. Cl. 780 (Fed. Cl. 2008) (aff'd w/o opinion, Fisher v. U.S., 333 Fed. App'x. 572 (2009)). 
[3]           Note that the Reuben court, as did the Dorrance court, rejected the IRS position (which relied on Gladden v. Comm'r, 88 AFTR 2d 2001-5543 (9th 

Cir. 2001)) that the mutual policy holder must show a “realistic expectation” that the mutual life insurance company would demutualize when the policy 

was purchased.  According to the court, the membership rights in the mutual policy were vested at the time the trust purchased the mutual policy, and so 

the taxpayer did not need to demonstrate that the policy holder had a realistic expectation that the carrier would demutualize. Instead, the taxpayer is only 

required to show that some portion of the premiums paid to the carrier were in compensation for the mutual rights. 
[4]           110 AFTR 2d 2012-5176 (DC AZ, 07/09/2012). 
             

For more information about the topic discussed in this Washington Report, please contact Albert Gibbons at 

algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE USED, BY YOU 

FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE INTERNAL REVENUE 

SERVICE. 



 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning of the 

IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF THE 

TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON THE PARTICULAR 

CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 
 

 
 

 

 

The AALU Washington Report is published by AALUniversity, a knowledge service of the AALU. The trusted source of actionable 

technical and marketplace knowledge for AALU members—the nation’s most advanced life insurance professionals. 

 

Greenberg Traurig LLP 

Jonathan M. Forster 

Martin Kalb 

Richard A. Sirus 

Steven B. Lapidus 

Rebecca Manicone 

 

Counsel Emeritus 

Gerald H. Sherman 1932-2012 

Stuart Lewis 1945-2012 

 

For more information about the AALU or this report, please visit www.aalu.org. 

 

  

 

AALU · 11921 Freedom Drive · Suite 1100 · Reston, VA 20190 


