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UNI TED STATES TAX COURT

ROBERT D. BOOTH AND JANI CE BOOTH, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 2544-94, 2545-94, Filed June 17, 1997.
2546-94, 5754-94,
5755-94, 5893-94,
9229-94, 9230-94.

Secs. 419 and 419A, |I.R C., as enacted by the
Deficit Reduction Act of 1984, Pub. L. 98-369,
secs. 511(a), 512(a), 98 Stat. 494, 854, 862, limt an
enpl oyer's deductions for contributions nade to a
wel fare benefits fund for enployees. These |imtations
do not apply to a welfare benefits fund that is part of
a "10 or nore enployer plan" described in sec.
419A(f)(6), I.R C. Under the Prinme Plan, in which Ps

! Cases of the following petitioners are consoli dated
herewith: N L. Booth & Son, Inc., docket No. 2545-94; John N
Booth & Debra Booth, docket No. 2546-94; Young & Young, Ltd.,
docket No. 5754-94; Howard S. Young & Elaine P. Young, docket
No. 5755-94; Bruce E. Traegde & Patricia Traegde, docket No.
5893-94; Billy J. Johnson & Ruth Johnson, docket No. 9229-94; and
Johnson Systens, Inc., docket No. 9230-94.
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partici pated, each participating enployer nmade a
one-tinme, nonrevertible contribution to a single trust,
equal to the anpbunt necessary to fund the dismssa
wage and death benefits of its qualifying enpl oyees.
The trust segregated each contribution into a separate
account for paynent of benefits to only the
contributing enployer's qualifying enployees. If an
enpl oyer's account did not have enough assets to pay a
prom sed benefit, the trustee could suppl enent the
account's assets with assets froma "suspense account™
that was funded primarily by actuarial gains and
anounts forfeited fromthe enployers' accounts in
certain enunerated situations. Each enployer selected
options under the Prinme Plan, including participation
and vesting requirenents. Except through the suspense
account, an enpl oyee had no right to receive benefits
fromother than his or her enployer's account.

Held: The Prinme Plan is a "welfare benefit plan"
wi thin the neaning of sec. 419, |I.R C

Hel d, further: The Prinme Plan is not within the
scope of sec. 419A(f)(6), I.R C., because it is an
aggregation of separate plans each having an
experience-rating arrangenent with the rel ated

enpl oyer.

Hel d, further: None of the corporate Ps are
liable for the accuracy-related penalties determ ned by
R

Charles A. Pulaski, Jr., Janet E. Barton, and TimA. Tarter,

for petitioners.

Kat heri ne H. Ankeny, Anne W Durning, and Randall P

Andreozzi, for respondent.

LARO Judge: The docketed cases, consolidated for purposes
of trial, briefing, and opinion, consist of four groups of test

cases selected by the parties to resolve their disputes
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concerning the "Prinme Financial Benefits Trust Miltiple Enployer
Wl fare Benefit Plan and Trust".2? (W hereinafter refer to this
"plan" as the Prime Plan and the trust as the Trust.?® Each of

t hese four groups consists of a closely held corporation and one
or nore of its owner/enployees. 1In regard to each group, the
Comm ssi oner of Internal Revenue (the Conm ssioner or respondent)
determ ned that the corporation could not deduct the anmounts that
it reported as contributions to the Trust and that the

i ndi vidual (s) had income to the extent that the contributions
benefited himor her (or them. Each petitioner petitioned the
Court to redeterm ne the Conm ssioner's determ nation of the
resulting deficiencies in Federal incone tax, penalties, and, in
one case, an addition to tax. Respondent's notices of deficiency
listed the follow ng deficiencies, addition to tax, and

penal ties:*

2 W have obtained this nane fromthe underlying trust
agreenent, as originally drafted and as | ater anended on the
first two occasions. The third anmended version of the trust
agreenent used the nane "Prinme Financial Benefits Miltiple

Enmpl oyer Welfare Benefit Plan and Trust". The fourth and fifth
anmended versions used the nane "Prinme Financial Miltiple Enployer
Wel fare Benefit Plan and Trust". Qur use of the original nane

refers to all of these versions.

3 Al'though we use the word "plan" in the singular to refer
to the Prinme Plan, we do not nmean to suggest that the Prine Pl an
is a single plan. As discussed below, we conclude it is not. W
use the word "plan" nerely for clarity and conveni ence.

4 Al of the years refer to the cal endar year, except:
(1) N.L. Booth's 1989 and 1990 years refer to its taxable years
ended July 31, 1990 and 1991, respectively, and (2) Systens' 1990
(continued. . .)
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Robert D. Booth & Janice Booth (R& Booth), docket No. 2544-94

Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1990 $15, 180 --- $3, 036
1991 8, 920 --- 1, 784
N.L. Booth & Son, Inc. (N L. Booth), docket No. 2545-94
Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1989 $34, 000 --- $6, 800
1990 21, 883 --- 4, 377
John N. Booth & Debra Booth (J& Booth), docket No. 2546-94
Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1990 $17, 820 --- $3, 564
1991 10, 263 --- 2, 053
Young & Younqg, Ltd.(Young & Younqg), docket No. 5754-94
Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1989 $12, 744 $637 $2, 549

Howard S. Young & El aine P. Younqg (the Youngs),
docket No. 5755-94

Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1989 $14, 008 --- $2, 802

Bruce E. Traeqde & Patricia Traeqde (the Traeqgdes),
docket No. 5893-94

Addition to Tax Penal ty

Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1989 $14, 008 --- $2, 802

4(C...continued)
year refers to its taxable year ended Sept. 30, 1991.
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Billy J. Johnson & Ruth Johnson (the Johnsons),
docket No. 9229-94

Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1990 $83, 972 --- $16, 794
Johnson Systens, Inc. (Systens), docket No. 9230-94
Addition to Tax Penal ty
Sec. Sec.
Year Defi ci ency 6651(a) (1) 6662(a)
1990 $108, 675 --- $21, 735

We decide the foll ow ng issues:

1. \Wether the Prinme Plan is a welfare benefit plan or a
pl an deferring the recei pt of conpensation. W hold it is a
wel fare benefit plan.®

2. Wiether the Prinme Plan is a 10 or nore enpl oyer plan

described in section 419A(f)(6). W hold it is not.®

SIn light of a concession by respondent that anounts
attributable to contributions to the Prine Plan are not
i ncludable in the gross inconme of the individual petitioners
under sec. 83 if the plan is determned to be a wel fare benefit
pl an, our holding on this issue makes it unnecessary to decide
certain other issues in dispute; nanely: (1) Whether the Trust
mai nt ai ns separate accounts for each enpl oyee under sec.
404(a) (5), (2) whether the enployees' rights are subject to a
substantial risk of forfeiture under sec. 83, (3) whether the
Traegdes extended the period of |imtation for assessnent of tax
on income recogni zabl e under sec. 83, and (4) whether the
petitioning individuals are liable for penalties under sec.
6662(a). We express no opinion on these issues.

6 Qur holding on this issue noots another issue in dispute;
namel y, whether contributions to the Prine Plan are current or
capital expenditures. W express no opinion on this issue.
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3. \Whether the corporate petitioners are liable for the
penal ties determ ned by respondent.” W hold they are not.

Unl ess otherw se indicated, section references are to the
I nt ernal Revenue Code applicable to the relevant years, Rule
references are to the Tax Court Rules of Practice and Procedure,
and dollar anpbunts are rounded to the nearest dollar.

FI NDI NGS OF FACT

Backgr ound

A Prine Financial Partners, L.P. (Prine)

Prime is a master limted partnership that was traded on the
American Stock Exchange during nost of the relevant years. Prine
was formed on April 16, 1987, under the laws of the State of
Del aware, to acquire the financial services and real estate
activities of a group of Prine's affiliated entities. Prine's
general partner is Prinme Partners Limted Partnership (Limted),
an Arizona limted partnership, whose general partner is Prine
Fi nancial Partners, Inc. (Financial), an Arizona corporation. On
Decenber 31, 1988, the outstanding stock of Financial and the
[imted partnership units of Limted were held by Thomas G
Cumm ngs, Jerry P. Franks, Anthony L. Tom nac, Marvin D. Brody,

and Donald A. Wal dman. Joel Boyarsky and a corporation joined

" Wth respect to the addition to tax under sec. 6651(a)(1),
the parties stipulated that Young & Young filed its 1989 tax
return untinmely. Gven the additional fact that in petitioners
brief they do not chall enge respondent’'s determ nation of this
addition to tax, we sustain respondent's determ nation w thout
further discussion. Rule 142(a).
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this list of owners on Decenber 31, 1989, as did WIlliamG
St al naker on Decenber 31, 1990. M. Tom nac and the corporation
termnated their ownership interests in both entities during
1990, and Messrs. Franks and Stal naker term nated their ownership
interests in the entities during 1991. On Decenber 31, 1991, the
out standi ng stock of Financial and the limted partnership units
of Limted were held by Messrs. Cumm ngs, Brody, Wil dman, and
Boyar sky.

During the relevant years, Prine was an investnent banking
and financial services firmthat earned revenues nostly by
i nvesting and placing noney. Prine also earned revenues from
conm ssions and adm ni strative services generated by the Prine
Plan. Prinme researched, devel oped, and began marketing the Prine
Plan in 1988. The Prinme Plan provided death benefits and
di sm ssal wage benefits (DWB' s) to qualifying enpl oyees of
partici pating enpl oyers.

On Novenber 29, 1991, Prine filed for protection under
Chapter 11 of the U S. Bankruptcy Code.

B. Devel opnent of the Prine Plan

M. Brody devel oped the concept of the Prine Plan in 1988 in
response to 1984, 1986, and 1987 tax legislation that limted the
tax benefits a small business owner derived froma pension plan.
M. Brody expected that the Prinme Plan woul d provi de neani ngf ul
tax deferral to snmall businesses with few enpl oyees. The Prine

Pl an purported to enabl e busi ness owners to nake tax deductible
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contributions for enployee benefits, while allowing themto
accunul ate weal th through the appreciation of assets purchased by
the plan with their contributions. The Prinme Plan had sone
simlarities to a defined benefit pension plan, but the Prine
Plan had fewer limtations on funding, benefits, and
accessibility to funds.

Prime marketed the Prine Plan primarily to highly
conpensated smal |l business owners with five to six enpl oyees.
These busi ness owners coul d expect to receive the follow ng
benefits fromthe Prinme Plan, as the plan was advertised to them

1. The enployer would currently deduct a one-tine
contribution that it nmade to the Prine Plan to fund DWB's and
death benefits, and the contribution would not be taxable to the
enpl oyer's enpl oyees until received as benefits;

2. The enpl oyer could contribute to pension plans, as well
as to the Prinme Plan, but, in the case of the Prine Plan, the
enpl oyer woul d not be subject to the rules imting contributions
to pension pl ans;

3. Contributions to the Prinme Plan would earn incone
tax-free because the Trust, although not a tax-exenpt entity,
woul d i nvest each enployer's contributions in |life insurance and
muni ci pal bonds;

4. The enpl oyee/ owners could reap personally nost of the
benefits offered by the Prinme Plan by basing an enpl oyee's

recei pt of benefits on conpensation and by using vesting
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schedules to limt the benefits payable to enpl oyees other than
t he owners thensel ves;

5. Trust assets would be insulated fromcreditors;

6. Death benefits would not be subject to incone tax or,
wi th mniml planning, estate tax.

As of Decenber 31, 1994, approximately 800 enpl oyers had
participated in the Prine Plan. On that date, approximtely
625 of these enployers continued to participate in the Prine
Pl an.

C. Davi d Wi ss

M. Wiss is an attorney who was enpl oyed during the
rel evant years by the law firns of Streich Lang and Snell &
Wlnmer. |In early 1988, Prinme contacted M. Wiss to help create
a welfare benefit plan subject to section 419A(f)(6) and to draft
a tax opinion that would be used to market the plan nationw de.
M. Weiss initially refused, believing there was insufficient
gui dance on section 419A(f)(6) to allow himto create such a
plan. M. Wiss later agreed to do so. M. Wiss was a
principal architect of the Prinme Plan and the Trust, and he wote
a series of tax opinion letters related thereto. These letters
i ncl uded opi nions dated June 2, 1988, July 25, 1988, April 12,
1989, June 30, 1990, Cctober 1, 1991, and April 1, 1993.

D. Dr. WlliamL. Raby

Dr. Raby is an accountant with a national reputation in

areas related to the Prinme Plan and the Trust. At the behest of



- 10 -

M. Wiss, Streich Lang engaged Dr. Raby from February 1988 to
t he begi nning of 1990, to assist M. Wiss in formng the desired
plan and to express a concurring opinion on M. Wiss' tax
opinions related thereto. Prine informed Dr. Raby that it wanted
to develop a plan that offered a front-end reduction of taxes for
smal | enpl oyers and a deferral of incone for their enpl oyees.
Dr. Raby and M. Wiss advised Prinme that the plan needed an
el ement of risk-shifting to qualify for the desired benefits, and
that a "suspense account” could be used to acconplish the
required shifting of risk. Dr. Raby and M. Wiss |ater
presented Prime with different provisions for the Prine Plan,
sonme of which Prinme found unacceptable for marketability
purposes. Dr. Raby and M. Wiss redrafted the unacceptabl e
provisions, and Prinme found the redrafted provisions nore to
their 1iking.

Dr. Raby wote an opinion concurring with M. Wiss' tax
opi nion dated June 2, 1988, and Dr. Raby concurred with
M. Weiss' opinion dated April 12, 1989. Dr. Raby's concurrences
wer e based on his understanding of the tax | aw including the
"possi bl e purposes” of section 419A(f)(6). Dr. Raby's
concurrences, as well as M. W.iss' opinions that rel ated
thereto, did not address any version of the Prine Plan that is at
i ssue herein; they discussed a hypothetical plan that evol ved
into the instant versions. Dr. Raby's nanme was used to pronote

versions of the Prinme Plan that were marketed to the public.
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At M. Weiss' request, Dr. Raby perfornmed services in
May and June 1993, in connection with respondent's consi deration
of issues flowng fromthe Prine Plan. Dr. Raby's fees were paid
fromthe suspense account (the Suspense Account) that was part of
the Trust. The Suspense Account served primarily as the
depository for anounts forfeited by the enpl oyers and enpl oyee
groups connected to the Prine Pl an.

E. The Trust

The Trust was a separate, taxable entity apart fromPrine
and its affiliates. The Trust owned all of its assets, and it
was supervi sed by an independent trustee. The Trust's assets
consi sted of the noney and ot her property contributed by the
participating enployers, and any earnings (or |ess any | osses)
t hereon, |ess paynents nade by the trustee.

The Trust's first trustee was Northern Trust Bank of
Arizona, N.A (Northern). Northern was succeeded by Security
Paci fic Bank Arizona (Security Pacific) on or about June 30,
1990. Firstar Metropolitan Bank & Trust (Firstar) succeeded
Security Pacific effective January 2, 1992. Firstar's trustee
fees included an asset managenent fee of 1 percent of the market
value up to $2 nmillion per account, with 0.8 percent of the
mar ket val ue on the bal ance, plus a $15 per itemtransaction
char ge.

F. The Adm nistrator of the Prine Plan
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The Prime Plan was overseen by an adm nistrator. |nproved
Fundi ng Techni ques, Inc. (IFTlI), was the Prine Plan's first
adm nistrator. On COctober 24, 1990, Financial's board of
directors approved a letter of intent with I FTI under which |FTI
woul d assume all plan adm nistration together with rel ated
overhead and expenses in return for existing and projected
admnistration fees. Prine entered into an admnistrative
services agreenent with IFTI in July 1991. In consideration for
provi ding adm nistrative services to the Prinme Plan, IFTI billed
participating enployers directly in accordance with the follow ng

f ee schedul e:

New pl an installation: $250
Annual service costs
First 5 participants: 1050
6 to 10 participants: 1450
11 & over: 1650 + $20 per
partici pant
Trustee's transaction fees: 15 per transaction
| ndi vi dual benefit certification:
Vest ed participants: 50
Non- vested partici pants: 35
Pl an amendnents: 250
Pl an term nations: 650 + $75 per
partici pant
Revi sed pl an val uati ons: 750
Speci al projects & consulting: 150 per hour junior

250 per hour seni or
Under the Agreenent with IFTlI, Prinme received a percentage of
profits equal to 10 percent of IFTI's fees for adm nistration of
each plan where the annual fees (net of actuarial costs) exceeded

$1, 000 per plan and 20 percent of the fees for adm nistration of
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each plan where the fees (net of actuarial costs) exceeded $1, 500.
In 1992, Prine noved the bankruptcy court to termnate its
agreenent with IFTI and to subcontract the adm nistration
services to Wlliam M Mercer, Inc.

1. The Trust Agreenents

A Overvi ew

The Prime Plan and the Trust were established and operated
pursuant to the Prinme Plan and Trust Agreenent, effective
August 31, 1988, as subsequently anmended and restated by various
versions of the agreenent dated Decenber 31, 1988, Decenber 21,
1989, June 30, 1990, January 2, 1992, and Novenber 1, 1993. (The
Prime Plan and Trust Agreenent and each of these anended versions
are collectively referred to as the Trust Agreenent and
separately referred to by the corresponding date.) Most of the
amendnents were nmade to the | anguage originally used in the
August 31, 1988, Trust Agreenent in order to enhance the
mar ketability of the Prime Plan by increasing an enpl oyer's
control over its contributions (and incone or |oss thereon).
O her amendnents were nmade to conply with changes in the | aw.

Enpl oyers becane participants in the Prinme Plan by
conpl eting an agreenent (Adoption Agreenent) that enunerated the
key specifications of the plan and all owed each enpl oyer to
tailor the plan to its enpl oyees by sel ecting various options
that would apply to its enployees. An enployer could change the

options that applied to its enpl oyees, and nodify the Adoption
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Agreenment in any other regard (e.g., to increase DA\B's, death
benefits, or both), with the perm ssion of Prime and the trustee.
An enployer's plan year was the 12-nonth period that was set
forth in the Adoption Agreenent, and the enployer listed inits
agreenent the date that the Prinme Plan becane effective with
respect to its enployees. Once an enpl oyer executed an Adoption
Agreenent, the enployer was bound to nake a one-tine contribution
to the Trust, equal to the anobunt determ ned by the Prine Plan’s
actuaries to be sufficient to fund the enpl oyer's enpl oyees'
vested DAB's and | evel of death benefits selected by the enpl oyer
in the Adoption Agreenent, as well as to pay m scel | aneous
charges on the transaction.® The enployer’s initial contribution
for DAB's was ascertained through actuarial assunptions devel oped
by the Prine Plan's actuaries. The actuaries generally enployed

the foll owi ng assunptions prior to 1991:

8 The Prime Plan's initial actuary was Laventhol & Horwath.
Deloitte & Touche replaced Laventhol & Horwath as the Prine
Plan's actuary in 1990.
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| nt erest: 7% per annum conpounded annual |y
Sal ary scale: Average annual salary increases of 7%
Mortality:

Pre-severance forfeiture age: None

Post - severance forfeiture age: Assuned rates of

nortality are based on
the Society of Actuaries
1951 G oup Annuity
Mortality Table

Term nations: Each enpl oyee was assuned to term nate before
reaching the forfeiture age

The Trust used each enployer's contributions to purchase
i nsurance products to fund the DWB's and death benefits prom sed
under the Prime Plan. The enpl oyer designated in its Adoption
Agreenent the insurance conpany from which the insurance products
for its enployees were to be purchased, as well as the type and
anount of these products. The enployer could designate in its
Adoption Agreenent vesting periods and percentages, which
determ ned the anount of DWB's that would be paid to its
enpl oyees. The enpl oyer could designate in its Adoption
Agreenent its enployees' "Year of Participation" and "Year of
Service", as those terns were defined in the Trust Agreenent.

B. The August 31, 1988, Trust Agreenent

1. Overvi ew

Prime and Northern Trust entered into the August 31, 1988,
Trust Agreenent, "establish[ing] a Miultiple Enployer Welfare
Benefit Fund and Trust for the exclusive benefit of the
participating Enployers, their Enployees, and in the case of life

benefits, their Beneficiaries". Under this agreenent, each
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participating enployer had its own "Enpl oyee G oup" that
consisted of its enployees (the Covered Enpl oyees) who net the

m ni num age and service requirenents set forth by the enployer in
t he Adoption Agreenent.

The Trust Agreenent designated each participating enpl oyer
as a "Plan Admnistrator”. Cenerally, each Plan Adm ni strator
exercised all discretionary and other authority to control and
manage the operation and adm nistration of the Prinme Plan. Under
the Trust Agreenent, each Plan Adm nistrator delegated to Prine
nost of its duties and responsibilities with respect to the Prine
Plan, including: (1) Applying rules determining eligibility,

(2) calculating service and conpensation credits, (3) preparing
enpl oyee communi cation material, benefit reports, and reports
requi red by governnental agencies, (4) calculating benefits,

(5) advising enployees on their rights and options, (6) applying
contributions, (7) processing clains, (8) reconmendi ng deci sions
on the Trust's adm nistration and the mai ntenance of accounts,
and (9) maintaining an account for each Covered Enployee.® Prine

received a fee for performng these services.

°® The Trust Agreenment generally required the maintenance of
separate accounts for each Covered Enpl oyee to assure each
participating enployer that any contributions that it made to the
Prime Plan were segregated and consi dered assets of its Enpl oyee
G oup.



2. DWB's

A Covered Enpl oyee generally received a DWB upon term nation
of his or her enploynent for a reason other than "cause". The
anmount of the DWB, which was set forth by the enployer in the
Adoption Agreenent, was based on a percentage of the Covered
Enpl oyee's conpensation in the cal endar year imredi ately
preceding termnation as well as his or her years of service at
the tine of termnation. In no case could a DVWB exceed two tines
conpensation during the i medi ately precedi ng cal endar year, and
a DWB could not be greater than the amount shown in the vesting
schedul e set forth by the enployer in the Adoption Agreenent. |If
an enpl oyee had severed his or her enploynent when the enpl oyer
made the initial contribution, the enployee's DWB generally
equal ed the anobunt shown as his or her "Vested Severance Benefit"
in that year's annual report.

Prime had the sole discretion to pay the DAB in a | unp sum
or to pay the DWB in nonthly installnments not to exceed 24 nonths
after the Covered Enployee's term nation date. The paynent of
DWB' s was secured by the insurance conpany that issued insurance
policies on the |life of each Covered Enpl oyee.

A Covered Enpl oyee's DWB generally was forfeited to the
Suspense Account if he or she: (1) Was discharged for "cause",
(2) term nated enploynent after attaining a stated age, or
(3) died while enployed. Under the August 31, 1988, Agreenent,

enpl oynent nmeant "working as an enpl oyee, partner or proprietor
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in the same occupation or profession”, and a discharge for
"cause" occurred when the discharge resulted from"a proven
di shonest or crimnal act commtted in the course of the
Enpl oyee's enpl oynent with the Enployer". The sanme agreenent
defined: (1) The stated age as the "Forfeiture Age", which was
defined as "an age which is three years prior to a Covered
Enpl oyee's Normal Retirenent Date", (2) the "Normal Retirenent
Date" as a date set forth by the enployer in the Adoption
Agreenent, and (3) a "Term nation of Enploynment” as "the earliest
of the date on which an Enpl oyee becone [sic] Totally Di sabl ed,
resigns or is discharged without Cause.” The Nornal Retirenment
Age generally was set forth by the enployers as (1) the later of
age 65 or conpletion of 10 years of participation in the Prine
Plan, or (2) if the participating enployer had a qualified plan,
the definition given that termunder the qualified plan. DW's
that were forfeited due to death or the attai nment of the
Forfeiture Age were segregated into the Suspense Account to be
used to increase that enployer's Covered Enpl oyees’ DWB' s or
death benefits, to provide new welfare benefits, to provide
benefits for replacenment enployees, or to distribute to the
Covered Enpl oyees if and when the enpl oyer withdrew fromthe
Prime Pl an.

Contributions nmade to fund DWB's were invested in flexible
prem um adj ustable life policies (universal life policies) or, in

the case of a Covered Enpl oyee who was determ ned to be
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uni nsurable, in a tax-exenpt noney market fund. Prinme maintained
comm ssi on-sharing arrangenents with the insurance conpani es that
wote these insurance policies. Prinme usually earned a
comm ssion equal to 22 percent of the anmount paid for life
i nsurance and 1.2 percent of the amount paid to fund DWB' s.

Enpl oyers typically contributed $50,000 to the Trust. Cenerally,
$6, 000 of this ampbunt was used to purchase |ife insurance and the
bal ance ($44,000) to fund DWB s.

3. Death Benefits

| f a Covered Enpl oyee died while enployed, a death benefit
becane payable to his or her beneficiary in the anount set forth
by the enployer in the Adoption Agreement. This anmount was
generally stated as a percentage of the Covered Enpl oyee's
conpensation or, if higher, a set m nimum anount. For a Covered
Enpl oyee who was ot her than a standard underwiting risk, the
deat h benefit could be reduced or elimnated, depending on the
provi sions of the enployer's Adoption Agreenent.

Death benefits were typically funded through universal life
policies. Under such a policy, the premuns in excess of the
anount necessary to fund current nortality and adm nistrative
expenses are typically invested by the carrier at a fixed rate of
return. This rate of return may vary over tinme, although
carriers generally guarantee a specified m ninmumreturn.

The anobunts paid by the Trust for the universal life

policies were generally separated into two anmounts: (1) The
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target premum which was the cost of the life insurance, and

(2) the excess premium which was an anount placed into a side
fund for paynment of DWB's. In the cases where second and
subsequent year contributions were made by an enpl oyer, the
contributions were usually nmade to pay a renewal prem umon the
life insurance or to increase the side fund. Contributions were
al so sonetines made in years subsequent to the first year to
purchase additional insurance for newy eligible enployees or to
i ncrease the anmount of insurance for enployees with salary
changes so that the plan remained within the terns of the
Adoption Agreenent and the provisions of the Code that were
believed related thereto. If the enployer failed to make the
required contributions to keep the policy in force, Prine was
required to make these contributions fromassets allocable to the
enpl oyer' s Enpl oyee G oup.

Universal life policies offer a policy owner certain options
regardi ng the cash surrender value of the policy. Under one
option, the policy's cash surrender value is included in the face
anount paid to the beneficiary upon the insured' s death. Under a
second option, the carrier pays both the face anobunt and cash
surrender value to the beneficiary upon the insured' s death.

Under the Trust Agreenent, the Trust had to elect the second
option for each universal life policy that it acquired. Wen the
insured died, the carrier paid the beneficiary the policy's face

anount, thus discharging the Prinme Plan's obligation to pay the
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deceased enpl oyee's vested death benefit, and the carrier paid
the Trust the cash surrender val ue associated with the policy.
Under the universal life policies acquired by the Trust, the
Trust could obtain a policy's cash surrender val ue before the

i nsured died by surrendering the policy. The anmount received was
usual |y reduced by a surrender charge during the first several
years of the policy.

A death benefit was not payable if a Covered Enpl oyee died
on or after the date he or she term nated enpl oynent or was
di scharged for cause. |In the case of an owner/enpl oyee, a death
benefit was not payable when he or she term nated his or her
enpl oynment. A death benefit al so was not payabl e when the
owner/ enpl oyee continued to work but reached the date that was
the later of age 70-1/2 or the 10th anniversary of his or her
participation in the plan.

Upon term nation of enploynent, a Covered Enpl oyee coul d,
with Prime's approval, elect to convert to individual coverage or
purchase his or her life insurance policy for its cash surrender
val ue. Absent such an election, the policy was surrendered or
transferred to the Iife of another Covered Enpl oyee. The
forfeited proceeds fromthe sale or surrender of life insurance
were segregated into the Suspense Account and used to increase
the enpl oyer's Covered Enpl oyee's DWB's or death benefits, to
provi de new wel fare benefits, to provide benefits for replacenent

enpl oyees, or to distribute to the Covered Enpl oyees if and when
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the enpl oyer withdrew fromthe Prime Plan. |f an enpl oyee
severed enploynent without a vested DWB, the cash surrender val ue
of his or her life insurance policy, if surrendered, was added to
anot her policy in the Enpl oyee G oup.

4. hligations and Liabilities

An enpl oyer that participated in the Prinme Plan was required
to make an actuarially determ ned contribution in any year in
whi ch one of its enpl oyees becane eligible for a DAB or the
enpl oyer elected to increase the anount payable to its Covered
Enpl oyees under the Adoption Agreenent. An enployer had no
obligation to nmake additional contributions to provide for the
paynment of DWB's if there were insufficient assets in the Trust
allocable to its Enpl oyee G oup. An enployee's right to a D\B
extended only to his or her allocable share of Enployee G oup
assets. If there were insufficient assets allocable to an
Enpl oyee Group to pay a Covered Enpl oyee's DWB, procedures were
set forth to pay a smaller benefit commensurate with the
avai | abl e assets.

The enpl oyer relinquished all rights to the contributions
made to the Trust, and no anounts could revert to the enployer or
be used for purposes other than the benefit of the Covered
Enmpl oyees or for the paynent of taxes and expenses of the Trust's
adm nistration. Neither the enployer, Plan Adm nistrator, Prine,
or the trustee had any liability to pay any benefits provided

under the Plan beyond the assets in the Trust allocable to the
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appl i cabl e Enpl oyee Group. Neither the enployer, Plan

Adm ni strator, Prinme, or the trustee was responsible for
contributions that were required for any other participating
enpl oyer.

5. Separ at e Accounti ng

Prime was required to mai ntain separate accounts reflecting
the share of each Enployee G oup and to determ ne the Decenber 31
val ue of the insurance contracts and tax-exenpt noney market bond
fund all ocable to each Enpl oyee Group. Prinme was required to
keep accurate and detail ed accounts of all transactions,

i nvestnents, receipts, and disbursenents. Prinme was required to
file awitten report of this information with each enpl oyer
wi thin 60 days after each Decenber 31st.

At the end of each plan year, the Prine Plan's actuaries
were required to cal cul ate experience gains and | osses with
respect to each Enpl oyee G oup, whether or not any gains or
| osses had actually occurred. Experience gains and | osses were
measured by conparing each enpl oyee's theoretical conpensation to
actual conpensation and by conparing the expected rate of return
on the assets held in the Enpl oyee G oup account with the actual
rate of return on these assets. To the extent that the
t heoretical conpensation exceeded actual conpensation, or the
expected rate of return exceeded the actual rate of return, an
experience gain resulted and the anount of the experience gain

had to be forfeited to the Suspense Account.
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Neither Prime nor its actuaries ever inplenented the Trust
provi sions requiring an annual cal cul ati on of experience gains
and |l osses. Prine changed its nmethod of cal cul ati ng experience
gains and | osses effective June 30, 1990, because the unexpected
nunber of accounts which incurred experience gains created a
significant concern anong the plan participants and their
advisers. Prine believed that this could potentially create non-
recover abl e Suspense Account assets and al arm plan partici pants.
Prime wanted to reduce the anmpbunt of experience gain subject to
forfeiture and find a way to all ow Suspense Account distribution
on w t hdrawal .

6. Empl oyer Wthdrawal Fromthe Prine Plan

Enpl oyers could withdraw fromthe Prinme Plan at any tinme by
submtting witten notification to Prine, acconpani ed by
docunent ati on showi ng that the necessary ownership interest of
t he enpl oyer had approved the withdrawal. The necessary
ownership interest was the percentage |isted by that enployer in
its Adoption Agreenent. |If an enployer failed to pay Prine's
annual admnistrative fee, Prine had the sole discretion to force
that enployer to withdraw fromthe Prine Pl an.

Upon an enployer's withdrawal, assets were distributed to
all living Covered Enpl oyees who were enpl oyed during the period
t hat began 18 nonths before Prinme's recei pt of the notice.
Excess assets remaining in the Trust allocable to the Enpl oyee

G oup after paynent of all benefits and the enployer's share of
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the Trust's tax liability were distributed pro rata using the
aggregat e conpensation received by each Covered Enpl oyee over the
period not to exceed 5 years that was |listed by the enployer in
t he Adoption Agreenent.

For an owner/enpl oyee who anti ci pated enpl oynent beyond the
Forfeiture Age, the Trust Agreenent did not prohibit that owner
fromw thdrawi ng his or her conpany fromthe Prine Plan and
receiving a withdrawal distribution. For an owner-enpl oyee who
anticipated retiring, the Trust Agreenent did not prohibit that
owner fromw thdrawi ng his or her conpany fromthe Prinme Plan and
receiving a withdrawal distribution. Prinme's actuaries assuned
that no enployee would forfeit benefits upon retirenment, and no
enpl oyee ever forfeited a DWB because he or she retired or stayed
enpl oyed beyond the Forfeiture Age. Prinme's actuaries assuned
that no paynments would conme fromthe Suspense Account to
suppl ement the paynment of benefits fromthe Trust.

7. Amendnent and Ternmination of the Prime Pl an

Prinme retained the right to anmend, nodify, or delete any
provision of the Trust Agreenent. Prine retained the right to
termnate the Prinme Plan in certain circunstances, one of which
was if the plan failed to satisfy section 419A(f)(6).

8. The Trustee

The trustee was conpensated under the terns of a witten
agreenent that it entered into with Prinme. All reasonable costs

incurred by the trustee in performance of its duties were paid
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fromthe Trust, as was the case with all taxes levied or assessed
against the Trust. The trustee and insurer w thheld any taxes
that were required to be withheld fromany paynent to a Covered
Enpl oyee and/ or beneficiary.

C. The Decenber 31, 1988, Trust Agreenent

Pri me amended the Trust Agreenent on or about Decenber 31,
1988. In relevant part, the foll owm ng anendnents were nade.

First, Prime deleted the requirenment that forfeited DWB' s
and forfeited proceeds fromthe sale or surrender of life
i nsurance policies be segregated into the Suspense Account to be
used to provide benefits to the correspondi ng enpl oyer's Covered
Enmpl oyees. Prine replaced this requirenent with a provision
stating that these forfeitures would be experience gains subject
to the existing provisions, except as otherw se nodified by the
amendnents. One of these anendnents required experience gains to
be allocated annually to the Suspense Account and all owed Prine
to direct the trustee to invest these anobunts in tax exenpt
securities or |eave the anounts in each applicable Enpl oyee G oup
subject to a lien.

Second, Prine was given the power to use the Suspense
Account assets in any manner consistent with a purpose or
objective of the Prime Plan, including supplenenting the paynent
of DAB's to an Enpl oyee G oup with insufficient assets to pay
proj ected benefits due to experience | osses suffered by that

Enpl oyee Group. Another new provision provided that neither
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Prime nor the Trustee had any liability to a Covered Enpl oyee for
the manner in which Suspense Account assets were used or
al |l ocat ed anong t he Enpl oyee G oups.

Third, Prime renoved the obligation of an enpl oyer to make
an actuarially determ ned contribution in any subsequent year in
whi ch an enpl oyee becane eligible for a DAB. Prinme replaced this
obligation with an obligation to do so only if the enployer
notified Prinme that the enployer intended to nmake such a
contri bution.

D. The Decenber 21, 1989, Trust Agreenent

Pri me amended the Trust Agreenent a second tine on or about
Decenber 21, 1989. Prinme nmade these anmendnents primarily to
reflect matters affecting the trustee. None of these anendnents
are relevant to our discussion herein.

E. The June 30, 1990, Trust Agreenent

Prime anended the Trust Agreenent a third tinme on or about
June 30, 1990. In relevant part, Prine nmade the foll ow ng
amendnent s.

First, Prime inserted Security Pacific as the successor
trustee.

Second, Prine added a provision allowng DWB' s to be funded
t hrough the purchase of a second to die life insurance policy.
Anot her new provision allowed the funding of death benefits
t hrough the purchase of terminsurance and second to die life

i nsurance policies.
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Third, Prime added a requirenent that an enployer had to
make actuarially determ ned contributions in any subsequent year
in which the enployer notified Prinme that the enpl oyer intended
to make a contribution for an enpl oyee who was entitled to a
greater vested percentage of his or her DWB than in the year the
Adopti on Agreenent was executed.

Fourth, Prime expanded the Trust's existing provisions to
state that the trustee would not be liable to a Covered Enpl oyee
or beneficiary with respect to shortfalls in any of the benefits.
The existing provisions were further expanded to provide that
neither Prime nor the trustee would be liable to a Covered
Enpl oyee or beneficiary as to decisions on the use of Suspense
Account assets to supplenent or not to supplenent a DAB. O her
new provisions reflected limts on the Trust's liability and
stated that Prine's maintenance of separate accounts was not a
separate trust fund.

Fifth, Prime replaced the term "experience gain" with the
term "Asset Gains, Liability Gains and Overfunded Gains", and set
forth a "measurable event” nmethod of allocating gains to the
Suspense Account. Prinme defined a neasurable event as: a
severance, death, or attainnment of Forfeiture Age of one or nore
Covered Enpl oyees, or the wi thdrawal of the Enpl oyee G oup.

Prinme set forth another new provision that provided an objective
formul a under which Prine was allowed to rel ease a portion of the

Suspense Account when a neasurabl e event occurred and an Enpl oyee
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Group had insufficient assets to pay DWB's, or an Enpl oyee G oup

withdrew fromthe Trust. This fornmula was stated as foll ows:

fair market t heoretical actuari al actual enpl oyer
val ue of liability for enployee group contributions
suspense X t heoretical actuari al X t heoreti cal
account on [tability for Trust enpl oyer
val uati on Date contributions

Prime added ot her provisions that defined the relevant terns in
the formul a and gave Prinme the absolute discretion not to use the
formula if using it would be inconsistent with a purpose of the
Prime Pl an.

Sixth, Prinme added a provision that specified that a
wi t hdrawi ng enployer's witten notice nust list a withdrawal date
no |l ater than 90 days after Prine received the notice. Prine
added anot her new provi sion specifying that it would deliver to
t he enpl oyer within 60 days of Prine's receipt of the notice an
accounting of the enployer's account in the Prine Plan.

Seventh, Prine listed the asset allocation procedures that
it would use to distribute assets to enpl oyees of a withdraw ng
enpl oyer.

Eighth, Prine listed the trustee's rights and duties to
include: (1) The right to be reinbursed for the enpl oynent of
experts that it considered necessary to carry out its
obligations, (2) the right to be held harm ess from and agai nst
any loss, liability, or expense incurred w thout gross
negl i gence, breach of trust, or violation of the Enployee

Retirenent |Incone Security Act of 1974 (ERI SA), Pub. L. 93-406
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88 Stat. 829, arising out of its admnistration of the Trust, and
(3) the ability to reinburse itself, in certain circunstances,
fromanmounts held in the Trust, starting with the Suspense
Account .

F. The January 2, 1992, Trust Agreenment

Prime anended the Trust Agreenent a fourth tinme on or about
January 2, 1992. In relevant part, the follow ng anmendnents were
made.

First, Prime inserted Firstar as the successor trustee.

Second, Prinme added a provision requiring forfeiture of a
DWB upon actual retirenent rather than upon reaching the
Forfeiture Age. Another new provision defined the term
"retirenent” to nean "a Covered Enpl oyee's severance from service
wi th an Enpl oyer other than for Cause, Death or Total Disability,
where such Covered Enpl oyee cannot show proof of subsequent
enpl oynent or an attenpt to obtain subsequent gai nful enploynent
to Prinme". Another new provision set forth the allocation of
"Enpl oyer Wthdrawal Gains" to the Suspense Account.

G The Novenber 1, 1993, Trust Agreenent

Prime anended the Trust Agreenent a fifth tinme on or about
Novenmber 1, 1993. In relevant part, the foll ow ng amendnents
wer e nmade.

First, Prime added a provision stating that the anmount of
gains allocated to the Suspense Account at the tine of a

measur abl e event woul d equal the total gains nmultiplied by the
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ratio of an enployer's total contributions nade to the Prine Plan
as of Decenber 31 over the total of all contributions which the
enpl oyer should have made to fully fund its Enpl oyee G oup's
benefits. Prine also anended the neasurable event fornula to

read as fol |l ows:

fair market actual enpl oyer
val ue of actual enployer contributions contributions
suspense x total enployer contributions x t heoreti cal
account on to the Trust enpl oyer
val uati on date contributions

Anot her new provi sion gave Prinme the sole discretion not to use
t he neasurabl e event formula wherever Prine concluded that the
formul a woul d give a Covered Enpl oyee a | arger benefit upon an
enpl oyer's withdrawal than he or she would have received as a
DWB.

Second, Prinme replaced the phrase "term nated his enpl oynent
wi th the Enpl oyer on account of Retirenment” with the phrase
"remained in the enploy of the Enpl oyee G oup beyond his
Forfeiture Age".

Third, Prime added a provision allow ng the use of Suspense
Account assets to pay all fees and costs incurred in litigating
wi th the Comm ssioner issues related to the Prinme Pl an.

Perm ssible fees and costs included those of attorneys,
accountants, actuaries, and expert wi tnesses. Before this
amendnent, Prime had spent $215,000 fromthe Suspense Account to
pay for legal services rendered mainly by M. Wiss and M. Brody

in defense of the Comm ssioner's challenge of the deductibility
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of enployers' contributions to the Prine Plan. M. Wiss had
aut hori zed the paynent of these anounts.

[11. Prine's Duties in Operation of the Prine Plan

Prime inplenented the provisions of each enpl oyer's account
in the Prinme Plan, issued annual reports and generated tax
filings on each account, and dealt with insurance providers.
Prinme's responsibilities also included tracking noney by Enpl oyee
G oup, review ng advertisenents and sales materials, assisting
wth tax audits, responding to |legal issues, and assisting in
interpreting the Trust's provisions.

Pri me conputed each Covered Enpl oyee's vested DWB by
mul ti plying: (1) That enpl oyee's conpensation listed on his or
her Form W2 (Wage and Tax Statenent) for the year before the
year the enpl oyer made the contribution, by (2) the accrual
percentage, by (3) the years of service (or the maxi num accrua
years, if applicable), by (4) the enployee's vesting percentage
as determned in accordance with the vesting schedul e sel ected by
the enpl oyer in the Adoption Agreenent. The accrual percentage
was a "plug" in that the percentage was based on how nmuch noney
the enpl oyer believed it could afford to spend for a certain

benefit.
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V. The Trust's Financial Information

A Overvi ew

The Trust began accepting contributions fromenployers in
Novenber 1988. As of June 30, 1992, the Trust had received
$92, 273,952 in contributions, broken down as foll ows:
$15, 852,213 in 1988, $29, 453,541 in 1989, $25,281, 057 in 1990,
$14,178,375 in 1991, and $7,508, 766 in 1992.

Prime never valued the Trust as a whole, and Prinme never
filed a Form 5500 (Annual Return/Report of Enpl oyee Benefit Pl an)
for the Prime Plan as a whole. Neither the Prine Plan nor the
Trust had a 1988 Form 1041 (U.S. Fiduciary Income Tax Return)
filed on its behalf. Norstar Trust Co. of Rochester, New York,
filed 1989 and 1990 Forns 1041 that reported the following itens
of incone and expense for a conplex trust nanmed "Prine Financial

Benefits Trust--New York" (E.I.N 86-0633138) (the New York

Trust):
1989 1990
Tax- exenpt incone $10, 905 $64, 477
Total income - 0 - - 0 -
Fi duciary fees 500 10, 623
Tot al deducti ons - 0 - - 0 -
Taxabl e i ncone - 0 - - 0 -
Tot al tax - 0 - - 0 -

Security Pacific filed 1990 through 1994 Forns 1041 that reported

the followng itens of income and expense for the Trust, listed
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on the forns as a conplex trust naned "Prinme Financial Benefits

Trust" (E.1.N 86-6184818):1°

1990 1991 1992 1993 1994

I nterest incone $232, 158 $372,992 $351, 722 $106, 927 $92, 464
G her incone: forfeitures --- 9, 453 --- --- ---

QG her incone: refund trustee fees --- --- --- --- 4,012
Tax exenpt incone 55, 467 34,812 295, 340 118, 797 14, 498
Tot al income 232, 158 382,445 351,722 106, 927 96, 476
Taxes 10, 306 -0 - 13,572 -0 - 7,519
Fi duci ary fees 53, 836 63, 293 22,994 -0 - -0 -
Att orney, account ant 13, 247 136, 440 96, 205 104, 764 173, 804
O her deducti ons 3, 500 - 0 - 16 1, 761 10, 547
O her deductions: nmgnt/adm n fees -0 - - 0- 173,550 79,263 128, 000
Exenpti on 100 100 100 100 100
Taxabl e | ncone 164, 781 199,276 (20,428) (22,898)(182,687)
Tot al tax 46, 139 61, 017 -0 - -0 - -0 -

The Trust paid no benefits in 1988. From 1989 through 1994,
the Trust paid $30,420,770 in enployer wthdrawal benefits and

DWB's as shown bel ow

1989 1990 1991 1992 1993 1994 Tota
DVB' s (nunber) 0 6 50 57 87 56 256
Wthdrawal dist. $468,274 $2,292,366  $3,848,663 $10, 732,521 $6,227,028 $4,117,684 $27, 686, 536
DVWB' s (anpunt) 0 11,985 682, 394 640, 125 727,947 671,783 2,734,234
Tot al 468,274 2,304,351 4,531,057 11,372,646 6,954,975 4,789,467 30,420, 770

B. Suspense Account transactions

The first Suspense Account transaction was a deposit of a
$37,841 death forfeiture on Decenber 21, 1990. The follow ng
chart is a summary of all Suspense Account activity through

Cct ober 31, 1994:

10 W& are unable to determ ne whether the New York Trust is
the sanme entity as the Trust. The entities have different
E.I.N's, and the New York Trust's Forns 1041 reported that it
was created on Aug. 1, 1988, while the Trust's Fornms 1041
reported that it was created on Aug. 31, 1988. The 1990 Form
1041 filed for the Trust also reported that the "OLD NAVE COF
FI DUCI ARY" was "NORTHERN TRUST BANK OF ARI ZONA N. A . ". Qur
Opinion is not affected by whether the New York Trust and the
Trust are the sanme or different entities.



Total Cut Total In
Accounting fees $4, 184 ---
Actuari al gains --- $252, 977
Adm ni strative fees 192, 000 ---
Deat h benefit 3, 398 ---
Death forfeitures --- 474, 839
Expense al | ocati ons 22,939 ---
| nt erest ear ned --- 48, 581
Legal fees 387, 990 256
M scel | aneous 2,011 ---
Trustee fees 4,203 ---
Unreal i zed | oss 17,035 ---
Total s 633, 760 776, 653

35 -

M. Weiss approved of the use of Suspense Account assets to
pay | egal fees, admnistrative fees, and trustee fees.
Appr oxi mat el y $280, 000 of the legal fees were paid to Snell &
Wl nmer and Streich Lang.

V. Young & Young

A Overvi ew

The Youngs are husband and wife, and they resided in Sedona,
Arizona, when they petitioned the Court. The Youngs owned 100
percent of the stock of Young & Young, a corporation providing
medi cal care in and around Sedona, during the relevant years.
Young & Young's principal place of business was in Arizona, when
it petitioned the Court.

During the rel evant years, Howard Young was a radi ol ogi st
wor ki ng out of a hospital through a partnership in which
Young & Young was a 50-percent partner. El aine Young was a
dermat ol ogi st with her own practice. Carleen Garcia was the

nurse and office manager of El aine Young's practice.
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Young & Young reported its operations for Federal incone tax
pur poses on a cal endar year, and it used the cash receipts and
di sbursenents nethod on its rel evant Federal incone tax returns.

These returns reported the follow ng information:

1988 1989 1990 1991 1992
Total income $440,673 $571,125 $672,543 $622,323 $639, 859
Compensation of officers 164, 000 327, 000 450, 000 315, 000 367, 000
Sal ari es & wages 86, 551 36, 600 42, 656 23, 247 -0 -
Pensi on, profit-sharing, plans 73, 462 77,769 93, 556 160, 351 102, 506
Enpl oyee benefit prograns 17, 368 56, 230 6, 761 9,418 5,425
Taxabl e | oss 2,444 12, 549 24, 327 20, 945 1,875

O the reported conpensation, Howard Young received $111, 500,
$163, 500, $225, 000, $167,500, and $166, 000 during the respective
years.

The Youngs filed tinely a joint 1989 Federal incone tax
return. On January 7, 1994, the Conm ssioner nuailed thema
notice of deficiency reflecting a determnation that the Youngs
1989 taxabl e i ncone was increased by $50,030 on account of a
taxabl e transfer of property from Young & Young under section 83.
The notice also stated that the Youngs were liable for a $2, 802
accuracy-rel ated penalty under section 6662(a) because the
under paynent of tax was due to negligence.

On the sane day, the Conm ssioner nailed Young & Young a
notice of deficiency reflecting a determnation that its 1989
t axabl e i ncome was increased by $50,030 because its contribution

to the Trust was governed by subpart D.! Young & Young had

11 Subpart D refers to subpart D of subchapter D of chapter
(continued. . .)
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filed its 1989 tax return on March 23, 1990, 8 days after the due
date. The notice of deficiency also stated that Young & Young
was liable for: (1) A $637 addition to tax for delinquency under
section 6651(a)(1), and (2) a $2,549 accuracy-rel ated penalty
under section 6662(a) because its underpaynent of inconme tax was
due to a substantial understatenent.

B. Young & Young's Introduction to the Prime Pl an

Donal d A. WAl dman was the Youngs' tax adviser. |In
Decenber 1989, M. Wil dman introduced the Youngs to the Prine
Pl an, advi sing Howard Young that the plan provided life insurance
as well as tax deferral. Howard Young viewed the Prinme Plan as a
"W se business investnent for the conpany" because it provided
life insurance, which he needed at that tinme, and because of "the
tax defernment."” Howard Young relied on M. Wl dman in choosing
to participate in the Prime Plan and in reporting the tax
ram fications that flowed therefrom M. WAl dnan was conpet ent
to give an opinion on the Prinme Plan.

C. Young & Young's Adoption of the Prine Plan

Young & Young joined the Prinme Plan by executing an Adoption
Agreenent dated and effective as of Decenber 1, 1989, and by
maki ng a $50, 030 contribution to the Trust approximately 16 days
later. Young & Young's $50,030 contribution was applied to the

full accrual of DWB's for its Covered Enpl oyees ($42,526) and the

(... continued)
| of subtitle A of the Code.
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cost of their death benefits ($7,500). Young & Young deducted
the full contribution on its 1989 tax return.

Young & Young's three enpl oyees (the Youngs and Carl een
Garcia) becane Covered Enpl oyees under the Prine Plan as of
Decenber 1, 1989. On January 14, 1992, El ai ne Young executed an
addendum to Young & Young's Adoption Agreenent electing
retroactively to waive her right to participate in the Prine
Plan. In all, Young & Young executed the foll ow ng Adoption

Agreenents during its participation in the Prinme Plan:

Date effective 12/01/89 12/01/89 12/01/89 12/01/89 12/01/89
DWB per cent age Not |isted Not |isted 1.55% 1.907% 3.814%
Years of service Not Iisted Not Iisted 10 10 10
Vesting schedul e 4/ 40 4/ 40 4/ 40 4/ 40 4/ 40
Normal retirenent age 55 55 55 55 65
Death benefit nultiple Not |isted Not |isted 2. 320 3.330 3.330
Dat e executed 12/ 01/ 89 12/ 01/ 89 4/ 06/ 90 06/ 23/ 92 12/ 30/ 92

D. Admnistration of Young & Young's Account in the Prine

Pl an

| nproved Fundi ng Techni ques, Inc. (IFTl), prepared the 1989
annual report for Young & Young's account in the Prinme Plan, and
| FTI delivered the report to Howard Young on Decenber 27, 1991.
The report included an actuarial valuation signed by Deloitte &
Touche and provided the follow ng cal culation of vested DWB's for

Young & Young's Covered Enpl oyees:

1988 Accr ual Years of Vesting Vest ed

Conpensati on per cent age Servi ce per cent DV\B
Howar d Young $111, 500 3.814% 10 100% $42,52
Carl een Garcia 11, 332 3.814 2 - 0 - -0 -

The 1989 report addressed only Young & Young's Enpl oyee
Goup, and it did not provide any information concerning the

Trust as a whole. The report used a 3.814 accrual percentage for
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the DWB's whi ch had been unstated in any of the Adoption
Agreenents executed by Young & Young before the report was
prepared. On Decenber 30, 1992, Young & Young executed an
Adoption Agreenent allow ng for the 3.814 percent accrual
per cent age.
O her annual reports prepared for Young & Young's account

reported the follow ng rel evant information:

1989 1990 1991
Fund val ue at yearend $50, 018 $46, 185 $48, 015
Pol i cy val ues -0 - 46, 005 48, 026
Surrender val ue N A 38, 026 40, 446
Addi tional contribution available (4) 1, 467 3, 866
Date of report 12/ 27/ 91 12/ 27/ 91 02/ 12/ 93

On March 16, 1990, Prinme forwarded to Young & Young a copy
of the 1989 summary pl an description required by section 102 of
ERI SA. The description was later restated to reflect the
amendnents to the Trust Agreenent through January 1992.

E. Forns 5500-C/ R (Return/ Report of Enpl oyee Benefit Pl an)

Forms 5500-C/R filed wth the Comm ssioner for Young &
Young's account in the Prinme Plan included the follow ng

i nformati on:

1989 1990 1991 1992 1993
Year end assets $100, 018 $38, 204 $40, 435 $43, 066 $43, 256
| ncone 103 2, 853 3,930 4,362 1, 913
Expenses 114 14, 667 1, 699 1,731 1,723
Contri butions 100, 030 - 0 - - 0 - - 0 - - 0 -

These fornms al so reported the paynment of insurance conm ssions of
zero, $7,793, zero, zero, and zero in the respective years from

1989 t hrough 1993.
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F. Young & Young's Wthdrawal Fromthe Prime Pl an

On August 8, 1994, Howard Young requested that an estimate
be cal culated for Young & Young's withdrawal fromthe Prine Pl an.

V. N.L. Booth

A Overvi ew

Robert and Jani ce Booth (R& Booth) are husband and wi fe,
and they resided in Scottsdale, Arizona, when they petitioned the
Court. John and Debra Booth (J&D Booth) are husband and wi fe,
and they resided in Scottsdale, Arizona, at the tine of their
petition. During the relevant years, Robert Booth was vice
presi dent and secretary of N. L. Booth, a corporation engaged in
t he construction business in Phoenix, Arizona, and he owned 11.1
percent of N L. Booth's stock. John Booth was N. L. Booth's
presi dent and treasurer, and he owned 25 percent of N. L. Booth's
stock. N L. Booth's remaining stock was owned by Phyllis Booth,

t he not her of John and Robert Boot h.

N. L. Booth's principal place of business was in Arizona when
it petitioned the Court. N L. Booth reported its operations for
Federal incone tax purposes on a fiscal year ending July 31, and
it used an accrual nmethod on its relevant tax returns. These

returns reported the follow ng information:

Taxabl e year ended 07/31/89 07/31/90 07/31/91 07/31/92 07/31/93
Total income $612, 603 $1, 230, 318 $1, 009, 373 $1, 235, 227 $889, 174
Compensation of officers 176, 300 274, 600 451, 200 437,892 239, 200
Sal ari es & wages 49, 649 74, 655 37, 767 52,014 53,296
Pensi on, profit-shar. plans 40,000 8, 500 43, 261 152, 464 150, 696
Enpl oyee benefit prograns -0 - 100, 000 56, 739 -0 - -0 -

Taxabl e i ncone 69, 279 478, 098 95, 100 231,648 101, 792
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O the reported conpensation, Robert Booth received $92, 600,

$139, 600, $228, 000, $119, 746, and $122,000 during his 1989

t hrough 1993 taxabl e years, respectively, and John Booth received
$85, 300, $134, 800, $224,800, $314,946, and $117, 200 during the
sanme respective years.

R&J Booth filed tinely joint 1990 and 1991 Federal incone
tax returns. On Novenber 16, 1993, the Conm ssioner mailed them
a notice of deficiency reflecting a determ nation that R&J
Booth's taxabl e incone for 1990 and 1991 was i ncreased by $46, 000
and $26, 100, respectively, on account of taxable transfers of
property from N L. Booth under section 83. The notice also
stated that R& Booth were liable for $3,036 and $1,784 in
accuracy-rel ated penalties under section 6662(a) for the
respecti ve years.

On the sane day, the Conmm ssioner nailed to J& Booth a
notice of deficiency reflecting her determnation that J&D
Booth's 1990 and 1991 taxabl e i ncome was increased by $54, 000 and
$30, 639, respectively, on account of taxable transfers of
property from N L. Booth under section 83. J&D Booth had tinely
filed a joint Federal incone tax return for each of these years.
The notice also stated that J& Booth were |iable for $3,564 and
$2,053 in accuracy-rel ated penalties under section 6662(a) for
t he respective years.

The Conmm ssioner also mailed a notice of deficiency to N L.

Booth on that date, reflecting a determnation that its 1989 and
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1990 taxabl e income was increased by $100, 000 and $56, 739,
respectively. The notice stated that N.L. Booth's contribution
to the Prime Pl an was governed by subpart D. The notice al so
stated that N.L. Booth was |liable for $6,800 and $4,377 in
accuracy-rel ated penalties under section 6662(a) for the
respective years because its underpaynents of inconme tax were due
to substantial understatenments. N L. Booth filed tinely 1989 and
1990 tax returns.

B. N.L. Booth's Introduction to the Prinme Pl an

Barclay D. Schultz was N. L. Booth's insurance agent for the
Prime Plan. On July 17, 1990, M. Schultz contacted Prinme about
N. L. Booth's possible participation in the Prime Plan. Sixteen
days later, Joseph P. Waters, N.L. Booth's certified public
accountant, furnished N.L. Booth wth conmputations of projected
earnings fromparticipating in the Prime Plan. Robert and John
Booth (collectively, the Booths), individually and in their
capacity as officers of N. L. Booth, relied upon conpetent and
infornmed tax and i nvestnent advisers before joining the Prine
Plan and in reporting the tax ram fications that flowed
t heref rom

C. N.L. Booth's Adoption of the Prine Plan

N.L. Booth joined the Prinme Plan by executing an Adoption
Agreenent dated and effective as of July 31, 1990, and by
contributing $25,030 to the Trust 37 days later. N L. Booth was

required to make a remaining contribution of $75,000 to the Trust
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by October 15, 1990. N. L. Booth made this contribution, wthout
interest, on January 30, 1991. N. L. Booth's 1989 tax return
clained a $100, 000 deduction for accrued contributions owed the
Trust.

N. L. Booth's 1990 tax return clainmed a $56, 739 deduction for
accrued contributions owed the Trust. On February 14, 1992, N. L.
Booth paid Firstar Metropolitan Bank & Trust (Firstar) $55,000 of
this anount; N. L. Booth never paid the renmaining $1, 739.
CGenerally, the $55,000 contribution was applied as foll ows:

(1) An increase in DAB's resulting fromthe change in the accrual
percentage, (2) an increase in vesting, and (3) the cost of a
deat h benefit.

In all, N L. Booth executed the foll ow ng Adoption

Agreenents relating to its participation in the Prinme Pl an:

Date effective 07/31/90 07/31/90 01/01/91 07/31/90
Di sm ssal wage benefit percentage 4.196 2.84 6. 54 4.196
Years of service 10 10 10 10
Vesting schedul e 4/ 40 4/ 40 4/ 40 4/ 40
Normal retirement age Sanme as 401(a) Sanme Sane Sane
Death benefit multiple 4.122 2.692 4.122 4.122
Dat e execut ed 07/ 31/ 90 07/ 31/ 90 07/ 30/ 91 10/ 01/ 91

D. Admnistration of N.L. Booth's Account in the Prine Plan

On August 12, 1991, IFTI forwarded the 1990 annual report
for NN.L. Booth's account in the Prime Plan to John Booth. The
report pertained only to N.L. Booth's Enployee G oup. The report
i ncl uded an actuarial valuation signed by Deloitte & Touche and

provi ded the follow ng cal cul ati ons of vested DWB s:
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1989 Accr ual Years of Vesting Vest ed
Conpensati on per cent Servi ce per cent DB
John Boot h $84, 900 4,196 10 100 $35, 624
Robert Booth 84, 900 4,196 10 100 35, 624
Andrew Al vi s 36, 900 4,196 2 -0 - -0 -
Thomas Geary 37,674 4,196 4 40 2,529
Trevor Naugl e 39, 900 4,196 10 100 16, 742

The report did not provide any information on the Trust as a
whol e.

On Septenber 14, 1992, |FTlI forwarded the 1991 annual report
for N.L. Booth's account to John Booth. This report included
anot her actuarial valuation signed by Deloitte & Touche. 1In
order to accommodate the 1991 contri bution, the accrual
percentage for DWB's was increased to 6.54 percent.

In all, the annual reports for N L. Booth's account in the

Prime Plan included the follow ng information:

1990 1991 1992 1993 1994
Fund val ue at yearend $100, 281 $151, 615 $150, 370 $160, 563 $169, 572
Contribution in transit -0 - 55, 000 - 0 - - 0 - - 0 -
Pol i cy val ues -0 - 96, 219 149, 983 160, 176 169, 181
Surrender val ue N A 90, 412 141, 438 151, 632 160, 636
Additional contrib. available 3,976 4,263 15, 647 23,058 35, 386
Dat e of report 08/ 12/ 91 09/ 14/ 92 02/ 23/ 94 12/ 08/ 94 01/ 16/ 96

E. Forns 5500-C/ R

Forns 5500-C/R for N.L. Booth's account in the Prinme Plan

i ncluded the follow ng information:

1990 1991 1992 1993
Year end assets $100, 282 $145, 808 $141, 825 $152, 019
| ncone 252 47, 025 3,892 10, 194
Expenses - 0 - 1, 499 7,875 1, 215
Contri buti ons 100, 030 55, 000 -0 - -0 -

These fornms did not |ist any insurance conm ssions paid from 1990

t hrough 1993.



VII. Systens

A Overvi ew

The Johnsons are husband and wife, and they resided in Wco,
Texas, when they petitioned the Court. Systens' principal place
of business was in Waco, Texas, when it petitioned the Court.
Since 1990, Systens' only enpl oyees have been the Johnsons and
Robert J. Carr. M. Carr, a certified public accountant
(C.P.A), is Systens' controller.

M. Johnson initially owed 49 percent of Systens' common
stock, and Ms. Johnson owned the rest. On Decenber 1, 1990,
Systens cancel ed the shares of stock initially issued to the
Johnsons and rei ssued 21 shares to M. Carr, 39 shares to
M. Johnson, and 40 shares to Ms. Johnson. On February 2, 1991,
M. Johnson held 79 shares of Systens' stock through a
partnership knowmn as Chi ef Snokey, Ltd., and M. Carr owned the
remai ni ng shares.

Systens reported its operations for Federal incone tax
purposes on a fiscal year ending on Septenber 30, and it used the
cash nethod on its relevant tax returns. These returns included

the foll ow ng information:

Taxabl e year ended 09/ 30/ 90 09/30/91 09/30/92 09/ 30/93
Total incone $51, 643 $725, 000 $606, 132 $909, 028
Conmpensati on of officers -0 - 303, 200 102, 200 143, 000
Sal ari es & wages 20, 481 1, 000 1, 000 7,855
Pensi on, profit-sharing, plans -0 - -0 - -0 - -0 -
Enpl oyee benefit programs -0 - 301, 150 300, 000 700, 000
Taxabl e i ncone (I oss) (24, 159) 35, 132 145, 384 7,518

O the reported conpensation, M. Johnson received zero,

$150, 000, $142,500, $120,000, and $130, 000 during his respective
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t axabl e years from 1989 through 1993, and Ms. Johnson received
zero, $9,000, $16,900, $15,500, and $13, 000 during the sane
respecti ve years.

Johnson Roofing, Inc. (Roofing) is an affiliate of Systens.
Roofing's relevant tax returns included the foll ow ng

i nformati on:

Taxabl e year ended 10/31/89 10/31/90 10/31/91 10/31/92
Total incone $1, 865, 045 $1, 939, 495 $1, 582, 097 $1, 893, 945
Conmpensati on of officers 233,988 300, 600 10, 200 -0 -
Sal ari es & wages 50, 495 429, 644 535, 298 603, 235
Pensi on, profit-sharing, plans -0 - -0 - -0 - -0 -
Enpl oyee benefit programs 1, 087 -0 - -0 - -0 -
Taxabl e i ncone (I oss) 114,719 123, 189 (197, 520) (471, 113)

O the reported conpensation, M. Johnson received $73, 000,
$234,988, and $288,000 in his respective taxable years from 1988
t hrough 1990. Ms. Johnson received $20, 580, $31, 200, and $15, 600
during the sane respective years. Neither of the Johnsons

recei ved any conpensation from Roofing during their 1991 through
1993 taxabl e years.

The Johnsons filed tinmely their joint 1990 Federal incone
tax return. On March 3, 1994, the Conmm ssioner mailed thema
notice of deficiency reflecting a determ nation that the
Johnsons' 1990 taxable i ncone was increased by $297, 299 on
account of a taxable transfer of property from Systens under
section 83.' The notice also stated that the Johnsons were

liable for a $16,794 accuracy-rel ated penalty under section

12 The notice also increased the Johnsons' 1990 i ncone by
$184, 099 on account of "Agreed Itens".
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6662(a) because the underpaynent of tax attributable to section
83 was due to negligence.

On the sane day, the Comm ssioner nailed Systens a notice of
deficiency reflecting a determnation that its 1990 taxable
i ncone was increased by $300, 000 because its contribution to the
Trust was governed by subpart D. Systens filed tinely its 1990
tax return. The notice also stated that Systens was |iable for a
$21, 735 accuracy-rel ated penalty under section 6662(a) because
its underpaynent of income tax was due to a substanti al
under st at enent .

B. Systens' |Introduction to the Prine Pl an

Max Chapman, Systens' independent C P. A, introduced the
Johnsons to the Prine Plan, stating that it would be "useful in
tax planning". M. Carr was also involved in neetings concerning
Systens' decision to join the Prinme Plan, and he revi ewed sone of
the plan's literature. One of the main selling features of the
Prime Plan from M. Carr's perspective was the "very thick
opinion letter". M. Johnson, individually and on behal f of
Systens, relied upon conpetent and inforned tax and i nvest nent
advi sers before joining the Prime Plan and in reporting the tax
ram fications that flowed therefrom

C. Systens' Adoption of the Prine Plan

Systens joined the Prinme Plan by executing an Adoption
Agreenent dated and effective as of Decenber 20, 1990, and by

maki ng a $300, 000 contribution to the Trust 6 days later. The
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contribution funded the full accrual of DWB' s for Systens' three
enpl oyees ($264,000), as well as their death benefits ($36, 000).
When M. Johnson made that contribution, he believed the noney
could not be lost to an enpl oyee of another Enployee G oup.
Systens' three enpl oyees becane Systens' Covered Enpl oyees in
1990.

On March 12, 1991, M. Johnson, on behal f of Systens,
anended the 1990 Adoption Agreenent effective as of Decenber 31
1990, to change the DWB accrual percentage to 176 percent and the
years of service multiple to one. No change was made to the
vesting schedul e.

In all, Systens submtted the follow ng Adoption Agreenents

relating to its participation in the Prinme Plan:

Date Effective 12/20/ 90 12/20/90 12/20/ 90 12/20/ 90
Di sm ssal wage benefit percentage 176 176 176 200
Years of service 1 1 1 5
Vesting schedul e I nmedi at e I nmedi at e I nmedi at e 4/ 40
Normal retirenent age not I|isted 65 65 Not |isted 65
Death benefit multiple 16. 275 16. 275 16. 275 15. 695
Dat e execut ed Not Not Not 12/ 20/ 90
execut ed execut ed dat ed

On Decenber 2, 1991, |IFTlI sent Systens copies of substitute pages
1 and 5 for its Adoption Agreenent. These pages changed the

enpl oyer yearend to Septenber 30, the Normal Retirenent Date to
65, and the death benefit multiple to 16.275.

D. Admnistration of Systens' Account in the Prine Pl an

The 1989 annual report on Systens' account in the Prine Plan
pertained only to Systens' Enployee Goup, and it did not provide

any information regarding the Trust as a whol e.
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On March 6, 1991, IFTI forwarded the 1990 annual report for
Systens' account to M. Johnson. The report included an
actuarial valuation signed by Deloitte & Touche and provi ded the
foll ow ng cal cul ati ons of vested severance benefits for Systens'

Cover ed Enpl oyees:

1989 Accr ual Years of Vesti ng Vest ed
Conpensat i on per cent Service per cent Sever ance
M. Johnson $140, 000 176 1 100 $246, 400
Ms. Johnson 9, 000 176 1 100 15, 840
M. Carr 1, 000 176 1 100 1, 760

In the 1990 annual report, the Prime Plan's actuary used a DWB of
176 percent, 1 year of service, 100 percent vesting, and a 16. 275
death benefit nmultiple. These nunbers were different fromthose
set forth in the Adoption Agreenments. Adoption Agreenents with
the percentages and nultiples used in the 1990 annual report were
prepared, but never executed by Systens. |FTlI contacted Systens
on nunerous occasions in 1991 and 1992, stating that Systens
needed to provide the executed Adoption Agreenents. M. Carr
executed, but failed to date, an Adoption Agreenent with the
correct percentages and nultiples.

The annual reports for Systens' account in the Prine Plan

i ncluded the follow ng information:
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1990 1991 1992 1993 1994
Fund val ue at yearend $300, 000 $304, 342 $317, 443 $326, 944 $338, 487
Pol i cy val ues -0 - 303, 424 316, 513 327,064 338, 607
Surrender val ue N A 240, 440 255,413 269, 293 283, 222
Addi tional contribution avail abl e - 0 - 17, 312 29, 863 44, 164 57, 460
Dat e of report 3/ 06/ 91 11/ 16/ 92 2/ 23/ 94 8/ 15/ 94 6/ 28/ 95

E. Forns 5500-C R

Forns 5500-C/R filed with the Conmm ssi oner on Systens'

account in the Prime Plan reported the follow ng information:

1990 1991 1992 1993 1994
Year end Assets $300, 081 $241, 358 $256, 343 $269, 173 $283, 102
I ncome 81 21, 588 26, 324 26, 091 24,134
Expenses -0 - 80, 311 11, 339 13, 261 10, 205
Contri butions 300, 000 - 0 - -0 - - 0 - -0 -

These forms al so reported the paynment of zero, $38,546, zero,
zero, and zero in insurance conmm ssions during the respective
years.

VIII. On-Site Project Managenent, Inc. (On-Site)

A Overvi ew

The Traegdes are husband and wfe, and they resided in
Tenpe, Arizona, when they petitioned the Court. On-Site is an
S corporation that was incorporated on July 2, 1984. M. Traegde
was its president, and he owned 98. 4022 percent of its stock on
Decenber 31, 1989. M. Traegde was On-Site's vice president, and
she owned the rest of its stock on that date. The 1989 Feder al

incone tax returns of On-Site and the Traegdes were filed tinely.
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On-Site reported its operations for Federal incone tax
pur poses on a cal endar year, and it used the cash nmethod on its

relevant tax returns. These returns included the follow ng data:

1988 1989 1990 1991 1992
Total incone $1, 130,895  $1, 108, 792 $923, 488  $114, 270 $603, 522
Conmpensati on of officers 120, 910 213, 985 219, 621 71,011 135,519
Sal ari es & wages 234,900 387, 389 122,142 135,724 86, 660
Pensi on, profit-sharing, plans 104, 296 47, 300 1, 585 -0 - -0 -
Enpl oyee benefit programs -0 - -0 - -0 - 1,711 4,116
Ordinary incone (loss) 471, 158 232, 440 371,926 (230, 453) 213,508

O the reported conpensation, M. Traegde received $117, 536,
$201, 956, $205, 870, $56, 808, and $125, 207 during the respective
years.

B. On-Site's Introduction to the Prinme Pl an

Thomas J. Connelly was the Prine Plan's sal es agent for
On-Site. M. Connelly introduced M. Traegde to the Prine Plan
inlate 1988. M. Connelly had observed that M. Traegde did not
have a succession plan for his business or any estate planning,
that the Prime Plan offered death benefits for M. Traegde, and
that the Prime Plan would give M. Traegde a source of funds to
cl ose his business when he decided to | eave.

On Cctober 4, 1988, M. Connelly wote to On-Site's C. P. A,
Thomas P. Joynt, explaining the Prine Plan. On Novenber 7, 1988,
M. Joynt replied with certain questions about the Prime Plan, as
well as On-Site's possible participation therein. On
Novenber 17, 1988, M. Connelly responded to M. Joynt's letter.

M. Connelly discussed the Prime Plan with M. Traegde.

Based on these conversations, and after reading the pronotional
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literature on Prime, M. Traegde concluded that the risks
involved in the Prine Plan were mnimal. M. Traegde expected to
get his DB if he sold or closed his business, and he knew t hat
he could withdraw On-Site fromthe Prine Plan at any tine.
M. Traegde al so di scussed M. Wiss' opinion |letter on the Prine
Plan with M. Joynt, and M. Traegde relied on M. Joynt's advice
w th respect thereto.

C. On-Site's Adoption of the Prine Trust

On-Site joined the Prinme Plan by executing an Adoption
Agreenent on Decenber 28, 1988, effective as of Decenber 31,
1988, and by contributing $100,026 to the Trust on the sane day.
On-Site's contribution was applied prinmarily as follows: $89, 645
to the full accrual of DWB's for its Covered Enpl oyees and
$10, 340 to the cost of their death benefits. As of Decenber 31,
1988, On-Site's Covered Enpl oyees were M. Traegde and four other
enpl oyees. O her On-Site enpl oyees becane Covered Enpl oyees
during 1989, and still others becane Covered Enpl oyees in
subsequent years. On Decenber 29, 1989, On-Site nmade an
addi tional contribution of $50,030 to the Prinme Plan. On-Site
made no contributions to the Prine Plan in 1990, 1991, or 1992.

On-Site submtted the foll ow ng Adoption Agreenents rel ating

toits participation in the Prinme Plan:
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Date effective 12/31/88 12/31/88 11/01/89 12/ 31/89
DWB percent age 25. 07 25.54 N A 23.82
Years of service 7 7 N A 8
Vesting schedul e 4/ 40 4/ 40 N A 4/ 40
Normal retirenent date Same as 401(a) Same as 401(a) Same as 401(a) Same as 401(a)
Death benefit nultiple 5. 36 5. 36 2.86 2.231
Dat e execut ed 12/ 28/ 88 12/ 28/ 88 11/ 01/ 89 12/ 28/ 89
Date effective 09/ 04/ 90 12/31/88 01/01/89

DWB percent age 24 25.54 27.220

Years of service 8 7 7
Vesting schedul e N A 4/ 40 4/ 40

Normal retirenent date Same as 401(a) Same as 401(a) Same as 401(a)
Death benefit nultiple N A 2.86 2.86

Dat e execut ed 10/ 18/ 90 02/ 11/ 92 02/ 11/ 92

On-Site's agreenent dated Novenber

1

m ni num deat h benefit from $50, 000 to $25, 000.

D. Administration of On-Site's Account

1989, al so reduced the

in the Prime Pl an

On August 15,
actuari al
si gned by Lavent hol
a 1988 annual

M. Traegde. This

1989, Prine forwarded to On-Site a 1988

valuation for On-Site's account

& Hor wat h.

r eport

On March 11,

report for On-Site's account

1991,

i ncl uded an actuari al

in the Prime Pl an,

| FTI

in the Prine Plan to

val uati on signed

by Deloitte & Touche and provided the follow ng cal cul ati ons of

vest ed severance benefits for On-Site's Covered Enpl oyees:

1987 Accr ual Years of Vesti ng Vest ed
Enpl oyee Conpensat i on per cent Service per cent Sever ance
M. Traegde $156, 000 25.54 5 45 $89, 645
Larry French 36, 400 25.54 1 -0 - -0 -
Erik Kallstrom 35, 984 25.54 1 - 0 - - 0 -
Jeanne Sharon 21, 840 25.54 1 -0 - -0 -
Nor man Bur ke -0 - 25.54 N A N A N A
Ri chard Murphy -0 - 25.54 N A N A N A
M chael Brandt -0 - 25.54 N A N A N A
K. Diane Small -0 - 25.54 N A N A N A
Deni se M ni x -0 - 25.54 N A N A N A
St eve Boyl es -0 - 25.54 N A N A N A

f or war ded

The 1988 report did not refer to another

partici pating Enpl oyee
Goup, and it did not provide any information on the Trust as a
whol e.

The report related only to the On-Site's Enpl oyee G oup.
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On March 11, 1991, I|FTI forwarded the 1989 annual report for
On-Site's account in the Prinme Plan to M. Traegde. This report
i ncl uded an actuarial valuation signed by Deloitte & Touche, and
it listed nine other enployees of On-Site, none of whom qualified
for a 1989 vested severance benefit. In order to accommobdate On-
Site's 1989 contribution, the accrual percentage for DWB' s was
i ncreased from 25.54 percent to 27.220 percent. The 1989 report
acknow edged a $50, 000 contribution fromOn-Site, and applied the
$50, 000 amount to the increase in DWB's all owed because of the
change in the accrual percentage, the increase due to the
i ncreased vesting of M. Traegde, and the increase due to the
cost of death benefits.

The annual reports for On-Site's account in the Prinme Plan

listed the follow ng rel evant dat a:

1988 1989 1990 1991
Fund val ue at yearend $99, 996 $138, 653 $158, 161 $167, 047
Pol i cy val ues 99, 996 138, 653 157, 814 167, 055
Sur render val ue Unst at ed Unst at ed 136, 959 147, 056
Addit. contr. avail able (11) 2 61, 519 128, 443
Dat e of report 03/11/91 03/11/91 07/ 10/ 91 01/ 20/ 93

1992 1992 1993 1993 1994
Fund val ue at yearend $177, 095 $177, 095 $184, 012 $176, 364 $148, 625
Pol i cy val ues 177, 103 177, 103 186, 612 178, 964 177, 545
Surrender val ue 157, 104 157, 104 166, 613 161, 097 162,772
Addit. contr. available 202, 263 197, 155 248, 761 243, 663 296, 318
Dat e of report 09/ 94 03/ 95 09/ 94 03/ 95; 10/ 95 10/ 95

On March 31, 1989, Prine forwarded to On-Site its 1988
summary plan description. On April 4, 1990, Prinme forwarded to
On-Site its 1989 summary plan description. On February 24, 1993,
Prime forwarded to On-Site its sunmary plan description with

amendnent s t hrough January 1992.



E. Forns 5500-C/' R

Forns 5500-C/ R filed with the Conm ssioner on On-Site's

account in the Prime Plan included the follow ng information:

1989 1990 1991 1992 1993
Yearend assets $138, 653 $137,306 $147,048 $157,095 $164, 013
| nconme 38, 867 14, 163 13, 054 13, 087 12, 434
Expenses 241 15, 510 3, 312 3,076 5,516
Contri buti ons 50, 030 - 0 - - 0 - - 0 - 670

These fornms al so reported the paynment of $11,858, $13, 797, $54,
zero, and zero in insurance conmm ssions during the respective
years.
OPI NI ON

We nust determ ne the tax consequences flowi ng fromthe
Prime Plan, a purported nultiple enployer welfare benefit plan
t hat has been narketed nationwide by its pronbters as a viable
tax planni ng device and subscribed to by hundreds of entities
whose enpl oyee/ owners have sought primarily the prom sed tax
benefits. The designers of the Prinme Plan struggled to conply
Wi th section 419A(f)(6)'s exception to the applicability of
subpart D. The designers followed the evolution of subpart D
t hrough the Congressional commttees, and they aspired to create
a valid welfare benefit plan that net the legislative intent for
section 419A(f)(6). The designers were famliar with the tax and
| abor provisions of enployee benefit |aw

Based on their understanding of the genesis of subpart D,

the drafters concluded that section 419A(f)(6) covered their
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design for the Prine Plan. One of the designers, M. \Wiss,
requested a ruling fromthe Conmm ssioner that the Prinme Plan
qualified under section 419A(f)(6). The Conm ssioner did not
issue a ruling inreply to M. Wiss' ruling request, and, to
date, the Conm ssioner has not issued regulations construing
section 419A(f)(6). On May 1, 1995, the Comm ssioner rel eased
Notice 95-34 (the Notice), 1995-1 C. B. 309, to provide guidance
on "the significant tax problens" raised by certain trust
agreenents being pronoted as nultiple enployer welfare benefit
funds exenpt fromthe limts of sections 419 and 419A. I1d.

Al though the Notice did not nention the Prinme Plan by nane, the
Notice indicated that the Comm ssioner disagreed with Prine that
its plan was within section 419A(f) (6).

Having failed in their attenpt to receive the Conm ssioner's
assurance that the Prime Plan was a 10 or nore enpl oyer plan
under section 419A(f)(6), Prinme neverthel ess began marketing the
plan in 1988, relying on the designers' opinions as to the
validity of the prom sed tax benefits that Prine believed flowed
fromthe Prime Plan. The Comm ssioner now chal | enges these tax
benefits in the instant litigation. The Comm ssioner argues
primarily that the Prime Plan is a plan of deferred conpensati on.
Petitioners argue that the Prine Plan provides nerely welfare
benefits. The Conm ssioner argues alternatively that the Prine
Plan is actually an aggregation of plans that is outside the

scope of section 419A(f)(6). Petitioners argue that the Prine



- 57 -
Plan is a single 10 or nore enployer plan within section
419A(f) (6).

We nust resolve these disputes. W do so with the benefit
of a conprehensive and detailed evidentiary record devel oped by
the parties up to, including, and after trial, as well as with
the aid of the parties' briefs and other vol um nous subm ssions
t hat have focused on issues which have been in dispute at one
time or another throughout this proceeding. W analyze the | aw
that applies to the issues at hand, giving due regard to al
argunments made by the parties with respect to these issues.

1. Type of Plan: Wlfare Benefit or Deferred Conpensation

We pass first on whether the Prime Plan is a plan of welfare
benefit or deferred conpensation. |If the Prinme Plan is a
deferred conpensation plan, section 404(a)(5) prohibits a
participating enployer fromdeducting a contribution until the
year in which an amount attributable to the contribution is
i ncludable in the gross incone of enployees participating in the
pl an, assum ng that separate accounts are maintained for each
enpl oyee. |If a separate account is not maintained for each
enpl oyee, section 404(a)(5) does not allow an enpl oyer to deduct
the contribution even in the year in which an attributabl e anount
is included in the gross incone of an enpl oyee. See al so sec.
1.404(a)-12(b)(3), Income Tax Regs. |If, on the other hand, the
Prinme Plan is a welfare benefit plan, subpart D generally limts

the enpl oyer's deduction for its contributions to the anmount that
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woul d have been deductible had it provided the benefits directly
to its enployees. Subpart Ds limtations are inapplicable when
section 419A(f)(6) applies. Section 419A(f)(6) generally lets an
enpl oyer fully deduct its contributions in the year nade,
al though its enpl oyees may not have to report these contributions
as income until a later year

W agree with petitioners that the Prinme Plan was a wel fare
benefit fund. See sec. 419(e)(1), (2)(B), (3)(B); sec. 1.162-10,

| ncone Tax Regs; see al so Schneider v. Conm ssioner, T.C Meno.

1992-24;: NMbser v. Conmi ssioner, T.C. Mnop. 1989-142, affd. on

ot her grounds 914 F.2d 1040 (8th GCr. 1990). M. Wiss testified
credi bly that he designed the Prinme Plan intending entirely to
provi de enployees with "real” welfare benefits that woul d not be
subj ect to abuse, and we read the record to support his
testinmony. The DWB's under the Trust Agreenent al so are not
payabl e upon the happening of a certainty, but nore closely
resenbl e i nsurance payable only in the case of an uncertainty.

See Harry A. Wellons, Jr., MD., S.C. v. Comm ssioner, 31 F.3d

569 (7th Gr. 1994), affg. T.C Meno. 1992-704. Although the
Prime Plan had features of deferred conpensation (e.g., the
paynment of DWB's upon an enployee's term nation from enpl oynment
based on his or her conpensation and | ength of service, the
presence of vesting schedul es), these features were swal | owed up

by the Prine Plan's valid welfare benefit purpose so as to make
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the deferred conpensation features incidental and neaningl ess for
pur poses of our anal ysis.

Respondent argues that this Court's jurisprudence provides
that the DAB's were deferred conpensation, citing mainly

G ant - Jacoby, Inc. v. Conmmi ssioner, 73 T.C. 700 (1980); New York

Seven-Up Bottling Co. v. Conm ssioner, 50 T.C 391, 398 (1968);

New York Post Corp. v. Comm ssioner, 40 T.C 882, 888 (1963); and

Harry A. Wellons, Jr., MD., S.C. v. Commi ssioner, T.C. Meno.

1992-704. W disagree. The plan at issue in each of the cases
cited by respondent is distinguishable fromthe Prinme Plan. Such
is also true with respect to the benefits provided under each
pl an.

Nor do we agree with respondent's reading of the Seventh

Circuit's opinion in Harry A. Wllons, Jr., MD., S.C .

Comm ssioner, 31 F.3d 569 (7th Cir. 1994), to provide that the

DWB's were deferred conpensation because the Prine Plan had sone
indicia of a deferred conpensation plan. Al welfare benefit

pl ans bear sone el enent of deferred conpensation, see \Weeler v.

United States, 768 F.2d 1333, 1336 (Fed. Cr. 1985); Geensboro

Pat hol ogy Associates, P.A. v. United States, 698 F.2d 1196, 1200

(Fed. Cir. 1982), and respondent's reading of the Seventh
Crcuit's opinion emascul ates the right of a taxpayer to avail
itself of the tax attributes of a welfare benefit plan. Unlike
the Prime Plan, the plan at issue in Wllons was "nore akin to a

deferred conpensation plan than the sort of 'welfare benefits
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arrangenent contenplated by the regulations”. Harry A Wl | ons,

Jr. MD., S.C. v. Conmi ssioner, 31 F.3d at 572.

Nor do we agree with respondent's claimthat the DWB's were
deferred conpensation because an enpl oyer could voluntarily
termnate its participation in the Prime Plan. W are unable to
find any requirenent in the applicable statutory and regul atory
provisions that would imt welfare benefits to cases in which an
enpl oyer could not voluntarily termnate its participation in a
plan. We find in the statutory text that the Congress knew how
to say "involuntary separation"” when it wanted. See, e.g., sec.
501(c)(17) (D), which is referenced in sec. 419A(f)(1)(A). In the
absence of a |egislative pronouncenent that limts severance
benefits to cases where an enpl oyer could not voluntarily
termnate its participation in a plan, we refuse to adopt such a
pronouncenent here. Al though respondent is concerned that the
ability of a participating enployer to termnate voluntarily its
participation in the Prime Plan allows the enployer to control
the timng of income to its enployees, we regard that concern as
m spl aced. Respondent's concern could al so be expressed with
respect to the pension plan of a corporation owned by a single
sharehol der. Al though the sharehol der may be the only enpl oyee,
it does not necessarily follow that such a pension plan provides
for recei pt of deferred conpensation nerely because the
owner/ shar ehol der has the ability to term nate the pension plan

at will.
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We hold for petitioners on this issue.

2. 10 or More Enpl oyer Pl an; Experience-Rating Agreenents

We turn to the second issue; nanely, whether the Prinme Plan
is a "10 or nore enployer plan" that |acks "experience-rating
arrangenments wth respect to individual enployers." See sec.
419A(f)(6). Petitioners assert that the Prine Plan is within
section 419A(f)(6); i.e., the Prime Plan is a single plan that
covers nore than 10 enpl oyers, no one of which made nore than 10
percent of the Trust's total contributions, and the plan has no
experience-rating arrangenents with respect to individual
enpl oyers. Respondent asserts that the Prine Plan is outside the
scope of section 419A(f)(6); i.e., the Prinme Plan is an
aggregation of plans that has experience-rating arrangenents with
respect to all participating enployers.

We agree with respondent that the Prinme Plan does not neet
the requirenments of section 419A(f)(6). The Prinme Plan is an
aggregation of separate wel fare benefit plans, each of which has
an experience-rating arrangenent wth the contributing enpl oyer.
We start our analysis with a discussion of the history of subpart
D.1® Subpart D, which consists of sections 419 and 419A, was
enacted by the Congress as part of Deficit Reduction Act of 1984,

Pub. L. 98-369, secs. 511(a) and 512(a), 98 Stat. 484, 854-862.

3 1n National Presto Indus., Inc. v. Conm ssioner, 104 T.C
559 (1995), and General Signal Corp. v. Conmm ssioner, 103 T.C
216 (1994), supplenented by 104 T.C 248 (1995), this Court
addressed ot her issues under subpart D.
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Subpart DIimts an enployer's deduction for contributions to a
wel fare benefit plan. The Congress enacted subpart D because it
was concerned wth the | aw under which enpl oyers received current
deductions for contributions to welfare benefit plans, while the
benefiting enpl oyees excluded these anobunts fromtheir current
i ncone. As stated by the House WAays and Means Conmittee, in
proposi ng a change to the prior |aw,

The comm ttee has concluded that the favorable tax
treatment of enployer contributions to welfare benefit
pl ans, as conpared with enpl oyer paynents of wages and
salary, is inappropriate in view of the favorable tax
treatnment already provided to enployees, i.e., the
excl usion of many of these benefits from adjusted gross
incone. 1In addition, the conmttee believes that the
current rul es under which enployers may take deductions
for plan contributions far in advance of when the
benefits are paid all ows excessive tax-free
accumnul ati on of funds.

The comm ttee's concern has been caused by recent
di scussion anong tax practitioners as to the tax-
shelter potential of welfare benefit plans.
Comrent ators have pointed out that the conbi nation of
advance deductions for contributions and the
avai lability of tax exenption for certain enpl oyee
benefit organi zati ons (such as the voluntary enpl oyees
beneficiary association or VEBA) provides tax treatnent
very simlar to that provided to qualified pension
pl ans, but with far fewer restrictions. * * *

In one article on the use of enployee benefit
pl ans as a tax shelter, an exanple is given of how a
smal | professional corporation may utilize the tax
benefits of a severance pay plan funded by a VEBA. In
this exanple, the enployees of the corporation are two
doctors, ages 50 and 55, with annual sal aries of
$150, 000 and $200, 000, respectively, and three other
wor kers, ages 20 to 36, with annual salaries of $10, 000
to $18,000. The exanple indicates that the corporation
coul d make tax deducti bl e annual contributions to a
t ax- exenpt VEBA of nore than $55, 000 annual | y under
terms that would nmake it unlikely that the three | ower-
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pai d enpl oyees woul d recei ve substantial benefits from
the plan. * * *

Thus, the conmttee is concerned that substantial
advance funding of welfare benefits will ultimtely
| ead to an unacceptable tax burden for many taxpayers
who do not participate in these prograns. * * *
[H Rept. 98-432 (Part 2), at 1275-1276 (1984).]

As reflected in the report of the conference, the Congress
enacted subpart D with the understanding that subpart D s
princi pal purpose was “to prevent enployers fromtaking premature
deductions, for expenses that have not yet been incurred, by
i nterposing an internedi ary organi zati on which hol ds assets which
are used to provide benefits to the enpl oyees of the enployer.”

H. Conf. Rept. 98-861, at 1155 (1984); 1984-3 C.B. (Vol. 2) 1,
409. The conference report states that

"While in many cases wel fare benefit funds are designed
to function in a manner simlar to insurance
arrangenents, the conference [was] concerned that there
[were] no clear standards of limtations applicable to
such funds that [prevented] their utilization for
substantial nonqualified deferred conpensation funding
out si de the general pension plan funding, accrual and
vesting rules.” [ld. at 1155.]

The conference report comented as foll ows on the neaning of the
term"funds":

aretired life reserve or prem um stabilization account
ordinarily is to be considered a fund or part of a
fund, since such an account is maintained for an

i ndi vi dual enpl oyer and that enployer has a

determ nable right to have the anpbunt in such an
account applied against that enployer's future costs of
benefit clains or insurance premuns. A simlar
situation exists with respect to prem um arrangenents,
under which an enpl oyer may, in sone cases, pay an

i nsurance conpany nore in a year than the benefit costs
incurred in that year and the enpl oyer has an
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unconditional right in a later year to a refund or
credit of the excess of paynents over benefit costs.
In contrast, an ordinary disability inconme policy under
whi ch an enpl oyer pays a prem um so that enpl oyees who
becone disabled in that year may coll ect benefit
paynments for the duration of disability is not a fund,
since the enployer has no right to recover any part of
the prem um paynent and the future benefit paynents to
an enpl oyee whose disability occurs during the period
for which the premumis paid is not contingent on any
further paynents by the enployer. * * * [Id. at 1155.]

The rul es of subpart D, however, do not apply to a
mul ti enpl oyer plan described in section 419A(f)(6). Section
419A(f) (6) provides:
(6) Exception for 10-or-Mre Enployer Plans.--

(A) In general.--This subpart shall not
apply in the case of any wel fare benefit fund
which is part of a 10 or nore enpl oyer plan.
The precedi ng sentence shall not apply to any
pl an whi ch mai ntai ns experience-rating
arrangenments wth respect to individual
enpl oyers.

(B) 10 or nore enployer plan.--For
pur poses of subparagraph (A), the term"10 or
nmore enpl oyer plan" nmeans a pl an--

(1) to which nore than 1
enpl oyer contri butes, and

(1i) to which no enpl oyer
normal Iy contributes nore than 10
percent of the total contributions
contributed under the plan by al
enpl oyers.
According to the conferees, this exception was prescribed
"because under such a plan, the relationship of a participating

enpl oyer to the plan often is simlar to the relationship of an



- 65 -
insured to an insurer.” H Conf. Rept. 98-861, at 1159; 1984-3
C.B. (Vol. 2) at 413. The conferees went on to explain that:

"notw t hst andi ng conpliance with the 10-percent rule,

and consistent with the discussion above on definition

of a fund, a plan is not exenpt fromthe deduction

l[imts if the liability of any enpl oyer who naintains

the plan is determ ned on the basis of experience

rati ng because the enployer's interest wwth respect to

such a plan is nore simlar to the relationship of an

enpl oyer to a fund than an insured to an insurer.”

[1d. at 1159.]

Petitioners argue that the Prime Plan is within this
exception, and that any uncertainty should be resolved in their
favor because respondent has not issued proper guidance under
section 419A(f)(6). Petitioners assert that M. W.iss asked the
Comm ssioner for a ruling on the Prine Plan, and that the
Comm ssi oner refused to accommbdate him Petitioners assert that
M. Weiss was forced to withdraw his request for ruling 18 nonths
after he submtted it because he was led to believe that the
Commi ssi oner woul d never rule on his request. W understand
petitioners to argue that the Comm ssioner should have issued
M. Weiss gui dance under section 419A(f)(6), and that the

Comm ssi oner shoul d now be penalized for failing to do so.

Petitioners rely on Gould v. Gould, 245 U. S. 151, 153 (1917), for

the proposition that any doubts as to the reach of section
419A(f) (6) nust be resolved in their favor.
We do not agree with petitioners that any anbiguity is to be

resolved in their favor. See Hel vering v. Stockhol ns Enskil da
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Bank, 293 U. S. 84, 93 (1934). Subsequent to the Gould case, the
Suprene Court stated as foll ows:

We are not inpressed by the argunent that, as the
gquestion here decided is doubtful, all doubts should be
resolved in favor of the taxpayer. It is the function
and duty of courts to resolve doubts. W know of no
reason why that function should be abdicated in a tax
case nore than in any other. * * * [Wite v. United
States, 305 U. S. 281, 292 (1938).]

See United States v. Stewart, 311 U S. 60, 71 (1940) ("those who

seek an exenption froma tax nust rest it on nore than a doubt or
anbiguity. Exenptions fromtaxation cannot rest upon nere
inplications. * * * Exenptions fromtaxation are not to be
enlarged by inplication if doubts are nicely bal anced";
(citations and internal quotation marks omtted)).

Section 419A(f)(6) may be interpreted in |light of al
pertinent evidence, textual and contextual, as to its neaning.

See Comm ssioner v. Soliman, 506 U.S. 168, 173 (1993); Crane v.

Comm ssioner, 331 U S. 1, 6 (1947); Add Colony R Co. v.

Commi ssi oner, 284 U.S. 552, 560 (1932); see also Trans City Life

Ins. Co. v. Conm ssioner, 106 T.C. 274, 300 (1996). A statute

speaks for itself, and its legislative history will help us
di scern the neaning of the words therein when the words are

"'inescapably anbiguous'". Garcia v. United States, 469 U S. 70,

76 n.3 (1984) (quoti ng Schwegnmann Bros. v. Calvert Distillers

Corp., 341 U S. 384, 395 (1951) (Jackson, J., concurring)); see

al so Ex parte Collett, 337 U S. 55 (1949). Legislative history

will also help us to discern text, which is otherw se
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unanbi guous, when the text's plain neaning defeats the statute's
stated purpose. As observed recently by the Court of Appeals for
the NNnth GCrcuit, the circuit in which an appeal of this case
l'ies:

We may not adopt a plain |anguage interpretation of a
statutory provision that directly undercuts the clear
pur pose of the statute. In Brooks v. Donovan, 699 F. 2d
1010 (9th Gr. 1983), we refused to adopt a plain

| anguage interpretation of a statute governing pension
funds. W reasoned that the "court nust | ook beyond

t he express | anguage of a statute where a literal
interpretation "would thwart the purpose of the overal
statutory schene or lead to an absurd or futile
result.'" Brooks, 699 F.2d at 1011 (quoting
International Tel. & Tel. Corp. v. General Tel. & Elec.
Corp., 518 F.2d 913, 917-918 (9th Cir. 1975)). In
reachi ng our conclusion, we followed the Suprene
Court's approach in United States v. Anerican Trucking
Associ ations, 310 U. S. 534, 60 S.C. 1059, 84 L. Ed.
1345 (1940). There the Court noted that "[w hen [a

gi ven] meaning has led to absurd results * * * this
Court has | ooked beyond the words to the purpose of the
act. Frequently, however, even when the plain neaning
did not produce absurd results but nerely an

unr easonable one 'plainly at variance with the policy
of the legislation as a whole,' this Court has foll owed
that purpose, rather than the literal words." Anerican
Trucki ng Associations, 310 U.S. at 543. * * *
[Albertson's, Inc. v. Conm ssioner, 42 F.3d 537, 545
(9th Cr. 1994), affg. 95 T.C 415 (1990).]

Accordingly, in interpreting section 419A(f)(6), we look to
the statute as witten by the |legislators, and we consult the
statute's legislative history to learn its intended purpose and

to resolve anbiguity in the words used therein. Landgraf v. US|

FilmProds., 511 U S. 244 (1994); Consuner Prod. Safety Comm. V.

GIE Sylvania, Inc., 447 U. S. 102, 108 (1980). Petitioners nust

prove that the Prine Plan falls within the scope of section
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419A(f)(6), which, as they read it, renpoves the Prinme Plan's
participating enployers fromthe bowels of subpart D. Rule

142(a); Welch v. Helvering, 290 U.S. 111 (1933); see also

Interstate Transit Lines v. Conmm ssioner, 319 U S. 590, 593

(1943). Deductions are strictly construed and all owed only when

a "'clear provision'" allows for one. |1NDOPCO, Inc. v.

Commi ssioner, 503 U. S. 79, 84 (1992)(quoting New Colonial Ice Co.

V. Helvering, 292 U S. 435, 440 (1934)); Deputy v. du Pont, 308
U S. 488, 493 (1940).

Petitioners argue that the Prine Plan is a single plan.
Petitioners assert that the word "plan"” is construed broadly, and
that the need for the Trust to have a single pool of funds woul d
make the phrase "experience-rating arrangenents with respect to
i ndi vi dual enpl oyers" surplusage. Petitioners assert that the
Congress enacted section 419A(f)(6) "to encourage snall enpl oyers
to provide on a tax-advantaged basis welfare benefits to their
enpl oyees, who, generally speaking, had not received such
benefits in the past." Petitioners assert that the Prine Plan
sati sfies Congressional intent.

Petitioners also argue that the Prinme Plan |acked
"experience-rating arrangenents with respect to individual
enpl oyers”. Petitioners define the relevant phrase by reference
to a footnote in the House conmttee report; the footnote
indicates that the term"purely experience-rated" neans "the

enployer is entitled to an automatic rebate if the anmount paid
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exceeds the benefit clains and is liable if the benefit clains
exceed the anmount paid'. H Rept. 98-432 (Part 2), supra at 1280
n.18. Petitioners also ook to section 1851(a)(8)(B) of the Tax
Ref orm Act of 1986, Pub. L. 99-514, 100 Stat. 2860, which
descri bes an experience-rated insurance policy to nean "the
enpl oyer has a contractual right to a refund or dividend based
sol ely upon the experience of such enployer”. Petitioners assert
that the conferees' use of the word "often"” in their explanation
of section 419A(f)(6) neans that the Prine Plan did not have to
function as a risk-distributing insurer in order to fall within
that section. Petitioners assert that the Suspense Account
satisfied any risk shifting requirenent inherent in section
419A(f) (6) because actuarial gains were pooled to suppl enent
under funded benefits of other enpl oyers.

We disagree with petitioners' assertion that the Prinme Plan
is a single plan for purposes of subpart D. The Prine Plan is
not hi ng nore than an aggregation of individual, unique plans
formed by separate enpl oyers who have: (1) Delegated to a common
adm nistrator their (the enployers') duties and responsibilities
Wth respect to the respective plans that each enpl oyee/ owner has
tailored personally for his or her business and (2) contributed
funds to a trust overseen by a common trustee that was required
to di sburse each enployer's contributions, and earnings thereon,
primarily for the benefit of the contributing enployer's

enpl oyees. The fact that Prine structured the Prinme Plan to have
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one adm ni strator, one Trust, and a Suspense Account with sone
comonal ity anong all enpl oyers does not change the fact that
each of the enployers separately had the unbridled authority to
sel ect many of the relevant terns under which its enpl oyees woul d
coll ect benefits fromthe Prine Plan, that no Enpl oyee G oup had
a right to any contributions, or earnings thereon, which had been
made by the enpl oyer of another Enployee G oup, and that a
severed enpl oyee could end up receiving |l ess than his or her
prom sed benefit, even though the Prinme Plan, as a whole, had
enough assets to conpensate the enployee for this shortage.

W reject petitioners' claimthat the Prime Plan is a "10 or
nmore enpl oyer plan" based on the | anguage and Congressi onal
pur pose of subpart D and section 419A(f)(6). W interpret the
word "plan" to nean that there nust be a single pool of funds for
use by the group as a whole (e.g., to pay the clainms of al
participants), and we interpret the phrase "10 or nore enpl oyer
pl an" to nmean that 10 or nore enployers nust contribute to this
single pool. W do not interpret the statutory |anguage to
include a programlike the instant one where nultiple enployers
have contributed funds to an i ndependent party to hold in
separate accounts until disbursed primarily for the benefit of
the contributing enployer's enpl oyees in accordance w th uni que
ternms established by that enployer. W are unpersuaded that the
word "plan", as it appears in section 419A(f)(6), is satisfied by

Prime's attenpt to aggregate nultiple plans as a single plan.
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In arguing that the Prime Plan is a unitary "plan" for 10 or
nmore enployers within the scope of section 419A(f) (6),
petitioners rely on the followng features: (1) The Prinme Pl an
had a comon adm nistrator, and the Trust had a single trustee,
nei t her of whom was accountable to or controlled by any one
participating enployer; (2) participating enployers irrevocably
del egated to Prinme the responsibility for a variety of
adm ni strative and other functions; (3) Prinme exercised
unrevi ewabl e authority over the cal cul ati on of enpl oyer
contributions, as well as the determ nation of benefit
distributions and forfeitures to the Suspense Account; (4) Prine
was responsi ble for determ ning the anount of all disbursenents
fromthe Suspense Account in accordance wth an objective fornula
set forth in the Trust Agreenent; and (5) the Suspense Account
served a limted common interest of all participating enployers.
We concl ude, however, that the foregoing features are outwei ghed
by the following features that point to the result that we reach
today: (1) Prinme was required to maintain separate accounts and
a separate accounting for each Enpl oyee G oup; (2) the Trust
Agreenent Iimted an enployee's right to benefits under the Prine
Plan to the assets of his or her Enployee Goup; (3) an annual
val uati on was perfornmed for each Enpl oyee Goup's account, and an
annual val uation has never been perforned for the Trust as a
whol e; (4) the summary plan description required by section 102

of ERI SA was prepared separately for each Enpl oyee G oup; (5) the
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arrangenent and the adoption agreenent signed by each enpl oyer
were very simlar to an arrangenent and adopti on agreenent used
by separate enpl oyers' establishing a separate plan under the
terms of a master plan; (6) each enployer selected its enpl oyees
| evel of benefits, vesting schedule, and m nimum partici pation
requi renents, separate and apart fromthe sel ections nade by the
ot her enpl oyers; (7) each enployer's contribution benefited
primarily its enpl oyees, and not the enpl oyees of other

enpl oyers; (8) the Trust Agreenent provided rul es under which an
enpl oyee' s benefits would be reduced in the event of a shortfall,
and wi thout subsidy fromthe Trust as a whole; and (9) the Prine
Plan did not pool all claimrisks within the Trust.

Petitioners' argument focuses mainly on the fact that a
single trust serviced nultiple enployers. Their argunent ignores
the fact that the account of each participating enployer was kept
separate fromthat of every other enployer, and, nobst
inportantly, that an enployer's contributions benefited primarily
its own Enployee G oup. The applicability of section 419A(f)(6)
does not rest on whether nore than nine enployers contribute to a
single trust. Section 419A(f)(6) requires a single plan, the
exi stence of which is not established by Prine's sponsorship of a
program under which nultiple enployers contribute to a single
trust. But for the fact that a single pronoter fornmed a conmon
trust and offered many enployers the ability to enroll in a

programthat was adm nistered by a cormmon overseer, we find
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little meani ngful commonal ity anong each participating enployer's
participation in the Prinme Pl an.

Contrary to petitioners' assertion, our interpretation of
the term"10 or nore enployer plan"” does not make surpl usage of
t he phrase "experience-rating arrangenents with respect to
i ndi vi dual enpl oyers”. The phrase has neani ng, for exanple, when
a multiple enployer trust maintains a single pool of assets from
which all clains could be paid and charges each group of
participants a different premum |If one were to | ook solely at
physi ci ans and construction workers, two of the vocations of
enpl oyees covered by the Prinme Plan, and assune that the turnover
rate of these two groups is different, the Prime Plan, if
structured with a single pool of assets, would alnost certainly
have to charge different premuns to the different groups based
on each group's turnover rate in order to lure theminto and
retain themin the plan. 1In the context of the Prine Plan,
however, a single pool was sinply not desirable because
prospective participating enployers did not want to accept the
risk that their contributions would be used to pay the severance
clains of other enployers' enployee groups that possessed
different |evels of severance ri sk.

We find additional support for our interpretation in the
testimony of Charles C. DeWese, F.S.A., MA A A, an expert on
mul ti pl e enpl oyer plans, who concluded that each Enpl oyee G oup

was a separate plan. M. DeWese testified that the typica
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mul tiple enployer trust allows a participant to collect benefits
from 100 percent of the trust's assets, and petitioners' expert,
E. Paul Barnhart, F.S.A., MA A A, did not disagree.* M.
Barnhart testified that the attributes described by M. DeWese
were found typically in a multiple enployer trust, and that,
except for the Trust, he (M. Barnhart) had never seen a nmultiple
enpl oyer trust that did not possess those attributes. M.
DeWese and M. Barnhart both testified that the Prime Plan was
dissimlar to a traditional nmultiple enployer plan, mainly
because of its lack of these attributes.

We disagree with petitioners' reading of the |legislative
history to indicate that the Congress enacted section 419A(f)(6)
to encourage plans such as the Prinme Plan. W read this history
to point to a legislative intent that is contrary to the intent
espoused by petitioners. The House commttee articulated its
concern about the tax-shelter potential of welfare benefit plans
and about the ability of small business owners to achieve the
effect of a qualified pension plan, but with fewer Iimtations.
H Rept. 98-432 (Part 2), supra at 1275. The conmttee al so

noted that "substantial advance funding of welfare benefits wll

14 We were not inpressed with the testinony of petitioners
ot her expert, Kenneth D. Klingler, F.S.A. W find his testinony
at trial unpersuasive and unhel pful, and we do not rely on it.
Sammons v. Conmi ssioner, 838 F.2d 330, 334 (9th Gr. 1988), affg.
in part and revg. in part on another issue T.C Meno. 1986-318;
Christ's Estate v. Comm ssioner, 480 F.2d 171, 174 (9th G
1973), affg. 54 T.C. 493 (1970); Trans City Life Ins. Co. v.

Conmm ssioner, 106 T.C 274, 301-302 (1996).
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ultimately lead [inappropriately] to an unacceptabl e tax burden
for many taxpayers who do not participate in these prograns.”
Id. at 1276. Bearing these expressions of legislative intent in
m nd, we are unable to agree with petitioners that the Congress
was encouraging the type of tax planning techni ques pronoted in
the Prinme Pl an.

We al so disagree with petitioners' assertion that the Prine
Pl an | acked "experience-rating arrangenents with respect to
i ndi vi dual enpl oyees”. The |egislative history of subpart D sets
forth the House commttee's intent to disallow the tax benefits
whi ch petitioners claimflow fromthe Prime Plan, and the
exanpl es of abuse that the House committee cited in its report
describe precisely what Prine is attenpting to acconplish through
the Prime Plan. The legislative history states that section
419A(f) (6) was enacted because the relationship of a
participating enployer to a 10 or nore enployer plan typically
resenbles the relationship of an insured to an insurer. H Conf.
Rept. 98-861, supra at 1159; 1984-3 C.B. (Vol. 2) at 413. The
| egi sl ative history states further that a 10 or nore enpl oyer
plan is outside the scope of section 419A(f)(6) if "the liability
of any enployer who nmaintains the plan is determ ned on the basis
of experience rating because the enployer's interest with respect
to such a plan is nore simlar to the relationship of an enpl oyer
to a fund than an insured to an insurer.”™ H Conf. Rept. 98-861

supra at 1159; 1984-3 C.B. (Vol. 2) at 413.
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The term "experience-rated" neans generally that prem uns
(contributions) are adjusted to reflect experience. See also

United States v. Anerican Bar Endownrent, 477 U.S. 105, 107 (1986)

("experience rated * * * neans that the cost of insurance to the
group is based on that group's clains experience, rather than
general actuarial tables"). The Congress knew this, as evidenced
by the fact that the House conmttee defined the term"purely
experience-rated"” in its report. Yet, the Congress declined to
inscribe the term"experience-rated” in section 419A(f)(6),
choosing, instead, to use the term "experience-rating
arrangenments”. W believe that the scope of the term
"experience-rating arrangenents" is wder than that of
"experience-rated". The conferees stated that a plan is outside
the scope of section 419A(f)(6) if any enployer's liability "is
determ ned on the basis of experience rating”. |If the conferees
had neant to equate the term "experience-rating arrangenents”
with the term "experience rated", they could (and we believe
woul d) have said that a plan is outside the scope of section
419A(f)(6) if any enployer's liability "is experience rated".
The conferees did not. Nor did the Congress provide in section
419A(f) (6) (A) that the first sentence therein "shall not apply to
any plan * * * [that is experience rated] wth respect to
i ndi vi dual enpl oyers. ™

The essence of experience rating is the charging back of

enpl oyee clains to the enployer's account. The Prinme Plan
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acconpl i shed the sane result by adjusting the enpl oyees' benefits
to equal its enployer's contributions. The Prime Plan charged
back the enployees' clains to their enployers' accounts by
carrying the accounts' yearend bal ances over to future years and
[imting an enpl oyee's benefits to the anount in his or her

enpl oyer's account. This was an experience-rating arrangenent.
M . DeWese concl uded that experience-rating may occur by

adj usting benefits, rather than premuns, and M. Barnhart
agreed. M. Barnhart al so acknow edged that the term
"experience-rating" neans that, over tinme, the premuns |ess
expenses equal the benefits. This credible expert testinony
supports our view that the Prinme Pl an had experience-rating
arrangenents with respect to all participating enployers.

We al so conclude that the Prinme Plan had experience-rating
arrangenent s because each enployer's relationship to the Trust
was nore akin to the relationship of an enployer to a fund, than
of an insurer to an insured. In the typical setting of a self-
funded wel fare benefit plan, an enployer contributes to a fund
fromwhich all of its enployees' clains are paid; another
enpl oyer's enpl oyees may not recover anounts fromthe first
enployer's fund. An insurer in the typical insurer/insured
rel ati onship, on the other hand, usually collects premuns from
many enpl oyers and pays the clainms of each of the enployer's

enpl oyees. The insurer typically spreads the risk of clains
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anong all enployers by chargi ng each enpl oyer a prem um
commensurate with its covered risk

The rel ationship of the Trust to each participating enployer
nmore closely mrrored self-funding than insurance. As a matter
of fact, the Trust Agreenent provided that each enpl oyee's claim
could be funded only fromthe account of the enployee's enployer,
and that an enpl oyee did not have recourse agai nst the enpl oyer,
the Trust, or any other person, to the extent of any shortfall.
It also is relevant that: (1) Prinme accounted for each
enpl oyer's account separately; (2) the Trust Agreenent provided
rul es under which an enpl oyee's benefits would be reduced in the
event of a shortfall; (3) the Trust held and invested an
enpl oyer's contributions until benefits had to be paid to its
enpl oyees; (4) the Prinme Plan did not pool all claimrisk within
the Trust; and (5) an enployer's contributions to the Trust could
pay its enployees' clains after the year's end, while an insurer
Wi ll not return an insured's premuns to it at the end of the
policy.

Petitioners argue that the Suspense Account provided the
risk shifting necessary for the Prime Plan to qualify under
section 419A(f)(6). W do not agree. Notw thstanding the
reasons asserted by petitioners for the Suspense Account, the
record shows clearly that the Suspense Account's primary purpose
was to pay fees and expenses, and that only a de m nims anount

of funds was actually disbursed fromthe Suspense Account to
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satisfy enployee clains. The record al so denonstrates that
anobunts were not transferred into the Suspense Account based on
exposure to risk, and that the Suspense Account did not serve to
spread anong the participating enployers the risk of incurring
DWB' s.

Even if one were to assune arguendo that the Suspense
Account did serve to shift sonme risk, our view would not change.
We are unable to find that any such shift woul d have been
meani ngful. As a point of fact, the risk of severance never
shifted fromthe enployers to the Trust.' The Trust never
assuned any risk of loss for any anount placed therein.
Contributions never provided a neaningful benefit to persons
other than the contributing enpl oyer's enployees. Although it is
true that actuarial gains were pooled in the Suspense Account to
suppl enent under funded benefits of other enployers, we do not
believe that this pooling technique shifted risk significantly.
As a point of fact, less than 0.1 percent of the benefits cane
fromthe Suspense Account.

Accordingly, we hold that the Prine Plan is not within the

requi renents of section 419A(f)(6). Thus, the participating

% 1n this regard, we disagree with M. Barnhart, who
testified that he believed the Suspense Account operated to share
the risk of severance anong enpl oyers. Relying on this belief,
M. Barnhart concluded that the Suspense Account operated to make
the Prime Plan a single plan. M. Barnhart agreed, however,
that, absent the shift of severance through the Suspense Account,
the Prime Pl an woul d be an aggregati on of separate plans.
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enpl oyers are subject to subpart D. Under section 419, each

enpl oyer's deduction for its contribution to its separate plan is
limted to the plan's "qualified cost" for the year, |ess the
plan's after-tax inconme. Sec. 419(a), (b), and (c); see al so

National Presto Indus., Inc. v. Conm ssioner, 104 T.C 559,

566-567 (1995). An enployer's qualified cost equals the
qualified direct cost for the taxable year, plus an addition to a
qualified asset account. Sec. 419(c)(1).

Respondent has proffered to the Court cal cul ati ons of each
corporation's qualified cost and al |l owabl e deduction with respect
toits plan. These cal cul ations show that Young & Young is
entitled to deduct $11 for 1989, and that no other corporation is
al l oned a deduction with respect to its plan. Petitioners do not
di spute the nechanics of respondent's cal cul ations, and
petitioners have not supplied the Court with alternative
cal cul ations of qualified cost. Petitioners' position, which we
have rejected, is that the corporations can deduct their
contributions in full.

We have reviewed respondent's cal cul ations, and we are
satisfied that they are correct. Accordingly, we sustain
respondent’'s determ nation that the corporations are not all owed

any deduction for the subject years with respect to their
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contributions to the Prinme Plan, except for Young & Young which
may deduct $11 for 1989.1°

3. Penal ti es

Respondent determ ned that each corporate petitioner was
liable for a penalty under section 6662(a) because it
substantially understated its Federal incone tax. See sec.
6662(b)(2). As relevant herein, section 6662(a) inposes an
accuracy-rel ated penalty equal to 20 percent of an under paynment
that is due to a substantial understatenent of incone tax. In
the case of a corporation, a substantial understatenent exists if
its income tax was understated by the greater of 10 percent of
the tax required to be shown on the return or $10,000. Sec.
6662(d) (1) (A). For this purpose, tax is not understated to the
extent that the treatnent of an itemis based on substanti al
authority or is adequately disclosed in the return or in a
statenent attached to the return. Sec. 6662(d)(2)(B)

Substantial authority exists when the weight of authority
supporting the treatnent of an itemis substantial when conpared
to the weight of authority supporting contrary treatnent. Sec.
1.6662-4(d)(3) (i), Income Tax Regs. To determ ne whet her

substantial authority is present, all authorities which are

16 Respondent determ ned, and petitioners do not dispute,
t hat Young & Young was a qualified personal service corporation
taxable at a single rate of 34 percent. See sec. 11(b)(2).
Accordi ngly, Young & Young's $11 deduction reduces its deficiency
by $4.
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relevant to the tax treatnent of an item including those
authorities pointing to a contrary result, are taken into
account. 1d. Exanples of authority include statutory and
regul atory provisions, legislative history, and adm nistrative
interpretations of the Comnm ssioner. Sec. 1.6662-4(d)(3)(iii),
I ncone Tax Regs. Legal opinions are not authority. The
authorities underlying a | egal opinion, however, nay give rise to
substantial authority for the tax treatnment of an item 1d.

We conclude that the corporate petitioners are not liable
for the penalties in dispute. W have agreed with petitioners
that the Prime Plan is not a plan of deferred conpensation and
whet her the Prine Plan is within the scope of section 419A(f)(6)
is a novel question. Although we decide the latter question in
favor of respondent, we are persuaded that petitioners' position
i's supported by a well-reasoned construction of the rel evant
statutory provisions. Sec. 1.6662-4(d)(3)(iii), Income Tax Regs.
We decline to uphold respondent’'s determ nation of the penalties

agai nst the corporate petitioners in the circunstances herein.



We have considered all argunments nade by the parties for
contrary hol dings and, to the extent not discussed above, find
themto be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered for

petitioners in docket Nos. 2544-94,

2546-94, 5755-94, 5893-94, and

9229-94: decision will be entered

for respondent with respect to the

deficiencies and for petitioners

with respect to the penalties in

docket Nos. 2545-94 and 9230-94: an

appropri ate decision for respondent

will be entered in docket No.

5754-94 as to the deficiency and

the addition to tax under section

6651(a) (1) and for petitioner with

respect to the penalty.




