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P entered into a | everaged corporate-owned life
i nsurance (COLI) programin which it purchased life
i nsurance on approxi mately 36,000 of its enpl oyees and
systematically borrowed agai nst the cash val ue of the
policies to fund the premuns. The COLlI program was
desi gned so that annual prem uns, fees, and policy |oan
i nterest would exceed the projected annual death
benefits and net cash value of the policies. The
program was designed to generate | arge anounts of
interest on petitioner's policy |loans that petitioner
i ntended to deduct for inconme tax purposes. The inconme
tax savings fromthe deductions for interest and fees
were projected to be substantially in excess of the
proj ected net costs of maintaining the COLI program
In each year of operation, the COLI program projected a
pretax | oss and an after-tax gain.

Held: P s broad-based | everaged COLI program
| acked econom ¢ substance and busi ness purpose (other
than tax reduction) and is therefore a shamfor tax
purposes. As a result, interest on PPs COLlI policy



| oans is not deductible interest on indebtedness within
the nmeaning of sec. 163, I.R C. The admnistrative
fees associated with the COLI program are not
deducti bl e because they were incurred in furtherance of
a sham

M chael J. Henke, Tegan M Flynn, Cary D. Pugh, Thomas

Crichton 1V, Robert H Cox, and Thomas P. Marinis, Jr., for

petitioner.

Nancy B. Herbert, Jeffrey L. Bassin, Janes D. Hll, and

Mchelle A. Mssry, for respondent.

RUVE, Judge: Respondent determ ned a deficiency of
$1,599,176 in petitioner's Federal inconme tax for its tax year
endi ng June 30, 1993. After concessions, the issue is whether
deductions petitioner clainmed for policy |loan interest and
adm ni strative fees associated with certain of petitioner's
corporate-owned life insurance (COLlI) policies are deductible.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulations of facts are incorporated herein by this

reference. At the tine the petition was filed, petitioner was a
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Florida corporation with its principal office in Jacksonville,
Fl ori da.

Petitioner was founded in the 1920's, and its stock is
publicly traded on the New York Stock Exchange. Petitioner is a
maj or food retailer made up of self-service food stores which
sell groceries, neats, seafood, fresh produce, deli/bakery,
pharmaceuticals, and general nerchandise itenms. As of June 30,
1993, petitioner had 1,165 stores in 14 States and the Bahama
| sl ands.

Petitioner is an accrual basis taxpayer, which has adopted a
52-53 week fiscal year ending on the | ast Wednesday in June.
Petitioner filed a consolidated corporate Federal incone tax
return for its fiscal year ending June 30, 1993.

As of June 30, 1993, petitioner enployed approxi mately
36,000 full-tinme and 69,000 part-tine enployees. Since 1988, al
full-time enpl oyees who conpl eted 3 nonths of continuous service
have been eligible for a flexible benefits programcalled "W nn-
Fl ex". Under Wnn-Fl ex, enpl oyees were furnished certain
benefits that they received automatically and certain optional
benefits anmong which they could choose. Enployees automatically
received life insurance and acci dent and sickness coverage. The
optional benefits included a nedical plan, dental coverage,

vi sion coverage, supplenental associate life insurance, |ong-term

disability and two flexible spending accounts for health care and



dependent care. Petitioner self-insured the nedical and life
i nsurance benefits under Wnn-Flex while the remaining benefits
were insured through third parties.

The life insurance coverage provided by the conpany under
the core Wnn-Fl ex benefit programwas in effect only while a
wor ker was a full-tinme enployee. Petitioner provided no
postretirement benefits to its enployees under Wnn-Flex. Early
retirees covered by the Wnn-Flex plan had the option of
conti nued coverage under a separate insurance pool not paid for
by petitioner.

Since 1980, petitioner has also maintained a programto
provi de death, disability, and retirenent benefits to a limted
nunmber of full-time managenent | evel enployees. This program was
known as the "Managenent Security Prograni (MSP). During the
fiscal year ending in 1993, 615 of petitioner's enployees were
covered under the MSP. In order to provide funds for specific
benefits for each manager, petitioner purchased flexible prem um
adjustable life insurance policies on each manager (MSP policies)
from Anerican Heritage Life Insurance Co. (AHL). The NSP
policies are individual policies and not group contracts. The
deat h benefits under the individual MSP policies were tailored to
cover petitioner's costs for preretirenent deaths of the covered

i ndi vidual and to cover costs of postretirenent benefits.



Petitioner's practice of purchasing MSP policies on the lives of
its managers began | ong before 1993.

During 1992 and early 1993, Wedenann & Johnson (W) and The
Coventry Group (Coventry) formed a joint venture (W/ Coventry)
and approached petitioner with a proposal for the purchase by
petitioner of individual excess interest life insurance policies
on the lives of petitioner's enployees. AIGLife Insurance
Conmpany (AlG was to be the underwiter for the proposed
policies. In a letter dated January 12, 1993, M. Al an Buerger,
chai rman of Coventry, confirmed a neeting on January 14, 1993,
with M. R chard D. McCook, petitioner's financial vice
president. Included with the letter was a nenorandum from M.
Buerger and M. Bruce H avacek, chairman and chi ef executive
of ficer of WI, proposing that petitioner purchase a "broad-based
COLl pool ".

The nmenorandum provi ded an overview section which generally
descri bed a broad-based COLI pool as consisting of a group of
corporate-owned |ife insurance (COLI) policies covering a w de
cross-section of a corporation's enployees. Petitioner was the
proposed beneficiary of the COLI policies to be witten on the
lives of petitioner's enployees. W/ Coventry's proposal focused
on two issues raised by petitioner in a prior neeting. These two

i ssues were described as "(i) achieving positive earnings in
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every year; and (ii) providing an exit if the tax |laws change or
Wnn-Di xie's appetite for interest deductions declines."”
The nmenorandum summari zed the tax aspects of |everaged COLI

with the follow ng captioned di agram

| nsur ance
Carrier | RS
(1) (3)

(2)

W nn-Di xi e <

1 - Wnn-Di xi e nakes deposits and pays | oan interest
to insurance carrier.

2 - Wnn-Di xie receives wthdrawal s, | oans and death
proceeds fromthe insurance carrier.

3 - Wnn-Di xie receives a tax deduction for |oan interest
pai d.

The menmorandum next expl ained the difference between the
proposed broad-based CO.LI pool and petitioner's then existing
| everaged COLI program being used to fund the MSP. The

menor andum st at ed:

Wnn-Dixie is famliar with | everaged CO.I and
particularly with the tax arbitrage created when
deductible policy loan interest is paid to finance non-
taxable policy gains. Wnn-Di xie's existing | everaged
COLI policies provide this arbitrage and, having been
pur chased before passage of the 1986 Tax Reform Act,
provide it beyond the $50,000 cap applicable to newer
poli ci es.



A broad- based COLI Pool applies the sanme principle in
ways that are effective under current law. But, where
each of the existing policies was designed to fund a
specific executive's benefit under the MSP, the Pool
that we have illustrated woul d cover 38,000 enpl oyees
at all levels of Wnn-Di xie's workforce.

Wth respect to obtaining the enpl oyees' consent to purchase the
COLI policies on their lives, the nenorandum st ated:

We usually recommend that a conpany adopt or expand
enpl oyee death benefits when installing a CO.l Pool.
This provides an i medi ate and neani ngful benefit for
enpl oyees, and it helps to provide a | ogic and

i ncentive for obtaining enpl oyees' consent to being
insured. The benefit nmay depend on the size of the
pool and the anobunt of the insurance purchased on each
enpl oyee. A death benefit in the range of $5,000 to
$15,000 is typical for the Pools presented here. After
an enpl oyee | eaves the conpany, the benefit is normally
reduced or discontinued. Wth normal rates of
retirement and attrition, only a small proportion of
the participants will receive a benefit. As a result,
the cost of providing the benefit is insignificant.

The menorandum al so expressed an opi nion on the tax issues
rai sed by the proposed COLI pool, the legislative status of
| everaged COLI, and exit strategies available to petitioner in
the event that the tax | aws change:

What tax issues are raised by the COLI Pool ?

Deductibility of Interest. Because the COLI Pool

i nvol ves systematic borrowi ng of increases in the
policies' cash value, a deduction for interest to carry
policy loans is allowed only if at |east four of the
first seven annual premuns are paid in cash. 1In
addition, a deduction is allowed for interest on only
the first $50,000 debt to carry policies on any one
enpl oyee. The COLI Pool proposed here is designed to
satisfy the 4-out-of-7 rule, and the financi al
illustrations take into account the $50,000 cap on

| oans for which interest deductions are all owed.



VWhat is the legislative status of |everaged COLI?

In the past few years, Rep. Barbara Kennelly (D Conn.)
and Senator David Pryor (D Ark.) have introduced bills
that woul d i npose new restrictions on the deductibility
of interest paid on | oans from COLI policies. No bil
is now pending, but it is possible that one will be
introduced in the future. Kennelly/Pryor, as the |ast

such bill was generally known, was witten with the
participation and support of the National Association
of Life Underwiters, and, if a simlar bill does

becone | aw, we do not believe the financial advantages
of Wnn-Di xie's COLI Pool would be seriously
conpr om sed.

Hi story suggests that specific changes in the | aw that
woul d address | everaged COLI would al so all ow
grandf at heri ng of existing policies. Past changes, for
exanpl e, inposition of the $50,000 | oan cap, have
grandf at hered existing policies, and the |arge nunber
of major corporations that have created COLI pools is a
significant political constituency. O course,

gr andf at heri ng cannot be assuned, and we have,
therefore, kept the consequences of exit very much in
m nd in devel oping strategies for Wnn-Di xie.

VWhat exit strategies are available if the tax | aws or
Wnn-Di xi e's tax position changes?

A CCOLlI Pool can becone a financial burden if the tax
arbitrage in the programl|oses its attractiveness.

This can occur, for exanple, if Wnn-Di xie's margi nal
tax rate on interest deductions beconmes | ow and renmains
low, if Wnn-D xie becones an alternative m ni num
taxpayer, or if the intended prem um paynent strategy
becones invalid through regul ation. Likew se, Wnn-

D xie's appetite for interest expense may be satisfied
for reasons unrelated to deductibility.

* * * * * * *

If it beconmes necessary or useful to term nate the COCLI
Pool, or to discontinue further borrow ng, Wnn-Di xie
wll be able to do so without significant adverse
effect. The policies can be put on a "paid-up" basis,



either wwth the original carrier or with another
carrier via a "1035" exchange, without incurring a tax
ltability, a negative effect on earnings, or a
significant cash paynent.

The menmorandum outlined two proposed financial strategies
for structuring the purchase by petitioner of the pool of COLI
policies. The first strategy was | abel ed "cash managenent”. The
second strategy was | abel ed the "zero-cash strategy"” and was
described as foll ows:

Under Strategy 2, Wnn-Di xie would maxim ze its tax

arbitrage by borrowing the first three prem uns and

would mnimze its cash investnment by w thdraw ng

accunul ated policy values to pay the next four

prem uns. The policies used in this zero cash strategy

are specially designed to mnim ze cash outflows and to

maxi m ze the rate of return on investnent. Thus, |oads

are mnimal, the interest rate is high, and the |oan

spread is limted to 40 basis points. Because little

cash is required, a higher prem um can be used. W

have illustrated an average prem um of $3, 000 per

enpl oyee.

Petitioner elected strategy 2, the zero-cash strategy.

On January 25 and 27, 1993, M. Buerger sent revised copies!
of the 1993 COLI proposal materials to M. MCook and M.

H avacek. The revised 1993 COLI proposals outlined two scenari 0s
for the amount of interest petitioner was to be charged for

policy loans. Both interest scenarios were based upon the zero-

The above-quoted sections of the proposal renmained
substantially the same in each of the revised copies of the
pr oposal .
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cash strategy.? The two scenarios for the zero-cash strategy
were outlined as foll ows:

Scenario 1 - Constant Loan Interest Scenario. In this

scenario, it is assunmed that Wnn-Di xie's appetite for

i nterest deductions remains |large, and policy interest

is charged at 11.06%throughout the life of the COLI

Pool. This scenario results in the |argest anount of

ear ni ngs possi bl e.

Scenario 2 - Reducing Loan Interest Scenario. In this

scenario, Wnn-Dixie's appetite for interest deductions

is assuned to reduce over tine. To adjust to the

change in circunstances, the interest rate under the

COLlI Pool policies is reduced to 8% after the fifteenth

year. This scenario generates a sonewhat smaller tax

arbitrage, but the resulting earnings are neverthel ess

significant.
I ncluded in the revised proposal nenorandum dated January 27,
1993, were projections of petitioner's profit and | oss, cash-
fl ow, and bal ance sheet bal ances under scenario 1, the constant
| oan interest rate scenario, for the years 1993 through 2052.
The projections were based on the assunption that prem uns paid
by petitioner would be financed by policy loans in all years
except years 4 through 7. 1In the years 4 through 7, inclusive,
prem uns were to be paid using funds frompolicy wthdrawals.
The constant loan interest rate (scenario 1) projections included

in the January 27, 1993, nenorandum are attached as appendi x A

2The Jan. 27, 1993, revised proposal assumed a pool covering
38, 000 enpl oyees with an average prenm um of $3, 000 per enpl oyee.
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Under the constant | oan interest rate scenario, the
projections assuned that the interest rate paid by petitioner on
policy | oans remai ned constant at 11.06 percent® for the |life of
the pool. Anmpunts to be credited to petitioner on borrowed cash
val ue were set at 40 basis points below the 11.06 percent being
charged to petitioner.* Thus, the borrowed cash val ue woul d be
credited at 10.66 percent. The remaining cash value was credited
at 4 percent. The January 27, 1993, nenorandum explains that "A
COLI Pool generally works best when the interest rate on policy
| oans is highest."5 The projections under the constant |oan
interest rate scenario were al so based on the foll ow ng

assunpti ons:

Cor porate tax bracket 38%
Popul ation (nunber of insured
enpl oyees) 38, 000
Prem um $3, 000 per life
Mortal ity assunption 100% of 1983 GAM
Fee $8 per partici pant
annual |y

The nortality assunption "GAM' was not defined in the proposal.
Utimately, petitioner and Al G agreed upon using the 1980 Conmi ssi oners
Standard Ordinary Mortality Table B to estimate nortality.

3The 11.06-percent rate was based on Mody's Baa rate from
Novenber 1992, which was 8.96 percent. Coventry converted it to
an arrears rate and added 1 percent to reach 11.06 percent.

“This is referred to as "loan spread". The Jan. 27, 1993,
menor andum expl ains: "An effective CO.Ll Pool should have a snal
'spread' between the interest rate charged on policy |oans and
the amounts credited to borrowed cash val ues.™

The rate in effect for the MSP policies was 8.41 percent.
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Based upon the above assunptions, Coventry projected that
the "pretax earnings effect” of the COLI plan for the first
policy year (1993) would be a | oss of $4,605,000,° before
adjusting for the related reduction in incone taxes. This pretax
| oss was based on the follow ng projected figures for the end of
the first policy year: Cash surrender value (CSV) of the COLI
policies of $119,586,000 increased by death benefits of
$2, 016, 000 and reduced by annual prem uns of $114 nmillion,’
accrued | oan interest of $11,902,000,8 and adm ni stration fees of
$304,000.° Simlar projections for the years 1994 through 2052
produced pretax | osses in each year.

Wth respect to the estinmated 1993 premi uns of $114 nillion,
the projection indicated that petitioner would, in part, satisfy

the prem uns by borrow ng $107, 684, 000 agai nst cash surrender

6See appendi x A

This amount is arrived at using the assumed prem um per
enpl oyee of $3,000 tines the assunmed 38, 000 enpl oyees for a total
of $114 mllion.

8This anpbunt is the interest due frompetitioner as
cal cul ated by Coventry on a projected first-year policy |oan
taken by petitioner in the anount of $107,684,000. Annual
interest of 11.06 percent on $107,684,000 is actually
$11, 909, 850.

°Using these figures the calculation is: $119,586,000 +
$2, 016, 000 + (%114, 000,000) + ($11,902,000)+ ($304,000) =
(%4, 604,000). The $1,000 variance between this cal culation and
the pretax | oss of $4,605,000 in appendi x A appears to be
attributable to rounding of the conponents of the cal cul ati on.
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val ue. For 1994, the projection indicated that petitioner would
partially satisfy its premumand interest payment'® obligation
by borrow ng $113, 929, 000 and wi t hdrawi ng $1, 649, 000 from the net
cash value of the policy. For 1995, the projection indicated
that a | oan of $110, 318,000 and a policy wthdrawal of
$14, 731, 000 woul d be used to pay a large portion of the prem uns
of $113, 852,000 and interest paynent of $24,486,000. Except for
the next 4 years, 1996 through 1999, the projection indicated
petitioner would finance a |arge portion of its prem um and
i nterest paynents with policy |oans. For years 1996 through
1999, petitioner would generally finance its prem um and interest
paynments through policy withdrawals. The policies' prem uns were
to be conpletely paid by 2007; therefore, no prem um paynents
were projected for the years 2008 through 2052. However, for
years 2008 t hrough 2052, policy |oans continued to be projected
in anobunts that were approximately between 90 percent and 95
percent of the anobunt of the annual | oan interest paynents.

The projection indicated that petitioner would sustain a
negative "pretax earnings effect” on the COLI plan for every year

the plan renmained in effect. Thus, the projection for the years

The projection indicated that petitioner would actually
pay the estimted $11, 902, 000 of interest due on the 1993 | oan of
$107,684,000 in 1994. Interest accunul ated on policy | oans was
payable in arrears.
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1993 through 2052 indicated petitioner would incur net pretax

out - of - pocket | osses as foll ows:

Pr et ax Pr et ax Pr et ax

Loss Loss Loss

Year Ef f ect Year Ef f ect Year Ef f ect
1993 $4, 605, 000 2013 $16, 390, 000 2033 $15, 238, 000
1994 8, 403, 000 2014 17, 839, 000 2034 14, 769, 000
1995 11, 282, 000 2015 18, 071, 000 2035 14, 320, 000
1996 10, 399, 000 2016 18, 285, 000 2036 13, 828, 000
1997 9, 997, 000 2017 18, 492, 000 2037 13, 281, 000
1998 9, 559, 000 2018 18, 546, 000 2038 12, 674, 000
1999 9, 381, 000 2019 18, 446, 000 2039 12,013, 000
2000 9, 756, 000 2020 18, 342, 000 2040 11, 312, 000
2001 9, 959, 000 2021 18, 228, 000 2041 10, 583, 000
2002 10, 310, 000 2022 18, 103, 000 2042 7,675,000
2003 10, 725, 000 2023 17, 968, 000 2043 5, 867, 000
2004 11, 358, 000 2024 17,817, 000 2044 8, 374, 000
2005 12,215, 000 2025 17, 645, 000 2045 7,782,000
2006 13, 151, 000 2026 17, 446, 000 2046 7,214,000
2007 14,178, 000 2027 17, 215, 000 2047 6, 650, 000
2008 10, 134, 000 2028 16, 946, 000 2048 6, 110, 000
2009 11, 269, 000 2029 16, 643, 000 2049 5, 583, 000
2010 12, 420, 000 2030 16, 193, 000 2050 5, 070, 000
2011 13, 653, 000 2031 15, 086, 000 2051 4,586, 000
2012 14, 973, 000 2032 16, 545, 000 2052 4,742,000

Total pretax |oss 755, 644, 000

The projection of profit and | oss al so included an anal ysi s
of the effect of the COLI plan on petitioner's incone tax
ltability in each of the years 1993 through 2052. Assum ng a 38-
percent corporate tax bracket,!! the projected $11, 902, 000 | oan

i nterest accrued and deducted by petitioner in the first policy

1The corporate tax rate on all projections was an esti mated
conbi ned Federal and State marginal tax rates.
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year (1993) resulted in a projected tax saving of $4,524,000. 12
A projected deduction for estimated adm nistration fees of
$304,000 resulted in a projected tax saving in 1993 of

$116, 000. ¥ Thus, the total projected tax benefits from

deducti ons generated by the proposed COLI plan during the first
policy year was $4,640,000.* The projection conpared the
estimated tax benefit of $4,640,000 to the estimated pretax | oss
ef fect of $4, 605,000 resulting in a positive "after-tax earnings
effect" of $35,000.%® The after-tax earnings effect (the excess
of tax savings over net pretax costs) was projected to increase
substantially in subsequent years. Coventry's projected after-

tax earnings effect was as foll ows:

2A deduction of $11,902,000 tines an assuned tax rate of 38
percent actually results in a tax benefit of $4,522,760. But see

supra note 8.

BFor instance, a deduction of $304,000 tinmes an assuned tax
rate of 38 percent results in a tax benefit of $115,520.

¥Thus, $4,524,000 + $116, 000 = $4, 640, 000.
For instance, a reduction in earnings due to anmounts paid

of $4, 605,000 can be offset by a reduction in taxes of $4, 640, 000
for an overall after-tax earnings increase of $35, 000.
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After-tax After-tax After-tax
Ear ni ngs Ear ni ngs Ear ni ngs

Year Ef f ect Year_ Ef f ect Year_ Ef f ect
1993 $35, 000 2013  $60, 796, 000 2033 $44, 780, 000
1994 1, 021, 000 2014 59, 009, 000 2034 43, 361, 000
1995 2,770,000 2015 58, 409, 000 2035 41, 789, 000
1996 3, 642, 000 2016 57, 797, 000 2036 40, 124, 000
1997 4, 033, 000 2017 57,161, 000 2037 38, 369, 000
1998 4, 458, 000 2018 56, 647, 000 2038 36, 529, 000
1999 4, 624, 000 2019 56, 250, 000 2039 34, 601, 000
2000 9, 997, 000 2020 55, 819, 000 2040 32,582, 000
2001 16, 143, 000 2021 55, 353, 000 2041 30, 479, 000
2002 22,799, 000 2022 54, 846, 000 2042 30, 466, 000
2003 30, 108, 000 2023 54, 291, 000 2043 29, 291, 000
2004 37, 980, 000 2024 53, 683, 000 2044 23,772,000
2005 46, 477, 000 2025 53, 017, 000 2045 21, 361, 000
2006 55, 822, 000 2026 52, 289, 000 2046 18, 971, 000
2007 64, 479, 000 2027 51, 492, 000 2047 16, 655, 000
2008 68, 339, 000 2028 50, 620, 000 2048 14, 423, 000
2009 66, 998, 000 2029 49, 664, 000 2049 12, 313, 000
2010 65, 616, 000 2030 48, 730, 000 2050 10, 347, 000
2011 64, 127, 000 2031 48, 327, 000 2051 8, 529, 000
2012 62, 524, 000 2032 45, 233, 000 2052 6, 264, 000
Total after-tax earnings 2,246, 431, 000

The projected total after-tax earnings of nore than $2.2
billion were the result of total projected inconme tax savings of
nore than $3 billion |l ess projected pretax net |osses. The
projected tax savings were attributable to the anticipated tax
deductions for policy loan interest and fees.® The effect on
Wnn-Di xie's after-tax earnings and cash-fl ow was projected to be
positive in each year only because of tax benefits frominterest

and fee deductions. Absent such tax benefits, the effect on

Proj ected interest and fees over a 60-year period totaled
$77,476, 680, 000 and $14, 326, 000, respectively.
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W nn-Di xi ' s earnings and cash-fl ow woul d be negative in every
year .’

In February 1993, M. MCook decided to have petitioner
engage in the proposed broad-based COLI plan. On March 25, 1993,
M. H avacek sent M. MCook anot her projection under the
constant loan interest rate scenario estimating the effect of the
proposed COLI plan. The projection estinmated, anong ot her
things, the effect over 60 years beginning in 1993 of the
proposed COLI purchase on petitioner's effective tax rate. The
projection assuned an effective tax rate of 40 percent and
predi cted that the proposed COLI purchase woul d reduce
petitioner's effective tax rate each year, reaching its | owest
poi nt of 26.54 percent in 2007.

Al G participated in the devel opnment of information for
projections regarding petitioner's proposed COLI plan. A
prelimnary census reflecting the ages of the approxi mately
36, 000 enpl oyees to be insured was prepared on May 28, 1993.18
M. Buerger sent two nore sets of revised projections to M.

McCook. The first set of revised projections was sent on May 28,

YSimlarly, the proposal nmenorandum projected the effect of
the COLI purchase on petitioner's after-tax retai ned earnings
bal ance on its bal ance sheet over 60 years. The proposal
predicted that petitioner's retained earnings bal ance woul d
i ncrease by $2, 241, 491, 000 over the 60 years.

8Bef ore the prelimnary census, the projections were based
on estimates of the nunber of enpl oyees and their ages.
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1993, and the second was sent on June 4, 1993. Both projections
wer e based on issuance of the proposed policies effective as of
March 1993. The first set of revised projections assuned that
petitioner's taxes were paid at a rate of 40 percent?® for

pur poses of predicting the tax effect of the COLI purchase on
petitioner's financial ratios. The second set of revised
projections used a tax rate of 39 percent?® and assuned just
over 36,000 of petitioner's enployees would be insured. This
projection al so assuned that maxi mum | oans woul d be made i n nost
years but that cash withdrawals woul d be made in policy years 4
through 7 and policy years 16 through 21. The June 4, 1993,
projections are attached as appendi x B.

Usi ng the sanme basic analysis that had been used in the
January projections, the June 4, 1993, projections again
indicated that petitioner would sustain a pretax |oss and a
posttax profit on the COLI policies for every year the plan
remained in effect. See appendix B. Thus, for the years 1993
t hrough 2052, the June 4, 1993, projections indicated the broad-
based COLI plan would affect petitioner's profit and | oss as

foll ows:

19See supra note 11.
20See supra note 11.



Pol i cy
Year !

1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052

Pr et ax
Ear ni ngs
Ef f ect

2($4, 188, 000)
(7,885, 000)
(10, 869, 000)
(9,972, 000)
(9, 669, 000)
(9, 366, 000)
(9, 063, 000)
(9, 243, 000)
(9, 736, 000)
(10, 013, 000)
(10, 345, 000)
(10, 879, 000)
(11, 619, 000)
(12, 428, 000)
(13, 208, 000)
(9, 182, 000)
(9, 409, 000)
(9, 651, 000)
(9, 888, 000)
(10, 104, 000)
(10, 056, 000)
(11, 085, 000)
(11, 875, 000)
(12, 704, 000)
(13, 584, 000)
(14, 384, 000)
(15, 112, 000)
(15, 905, 000)
(16, 447, 000)
(16, 336, 000)
(16, 124, 000)
(15, 898, 000)
(15, 662, 000)
(15, 417, 000)
(15, 163, 000)
(14, 901, 000)
(14, 632, 000)
(14, 352, 000)
(14, 063, 000)
(13, 765, 000)
(13, 457, 000)
(13, 141, 000)
(12, 816, 000)
(12, 483, 000)
(12, 139, 000)
(11, 784, 000)
(11, 417, 000)
(11, 035, 000)
(10, 638, 000)
(10, 223, 000)
(9, 794, 000)
(9, 344, 000)
(8,902, 000)
(8, 455, 000)
(8,006, 000)
(7,563, 000)
(7,153, 000)
(6, 739, 000)
(6, 407, 000)
(6, 244, 000)
(681, 922, 000)

Policy years are from Mar.
2Based on the underlying figures fromwhich this amunt was conputed, the figure should be $4, 189, 000.

%In sone instances the figures in this colum vary fromthe sumof their conponents by $1, 000.

to be due to rounding off, and any variances appear to be insignificant.

Tax Benefit
From | nterest

Deduction

$4, 368, 000
8, 988, 000
13, 887, 000
13, 856, 000
13, 823, 000
13, 788, 000
13, 750, 000
19, 159, 000
25, 088, 000
31, 595, 000
38, 733, 000
46, 551, 000
55, 104, 000
64, 456, 000
73, 436, 000
73, 039, 000
72,612,000
72,153, 000
71, 661, 000
71, 134, 000
70, 569, 000
70, 497, 000
69, 905, 000
69, 181, 000
68, 405, 000
67,581, 000
66, 710, 000
65, 789, 000
64, 818, 000
63, 797, 000
62, 724, 000
61, 599, 000
60, 421, 000
59, 191, 000
57, 908, 000
56, 573, 000
55, 187, 000
53, 750, 000
52, 264, 000
50, 732, 000
49, 155, 000
47,535, 000
45, 873, 000
44,172, 000
42, 435, 000
40, 665, 000
38, 865, 000
37, 040, 000
35, 194, 000
33, 332, 000
31, 460, 000
29, 583, 000
27,707,000
25, 840, 000
23,990, 000
22,167,000
20, 378, 000
18, 630, 000
16, 932, 000

15, 292, 000

??

1 to the end of February.

Tax Benefit
From Admi n Fee
Deduction

$113, 000
113, 000
113, 000
112, 000
112, 000
112, 000
111, 000
111, 000
111, 000
110, 000
110, 000
110, 000
109, 000
109, 000
108, 000
107, 000
107, 000
106, 000
105, 000
105, 000
104, 000
103, 000
102, 000
101, 000
100, 000

99, 000
98, 000
96, 000
95, 000
94, 000
92, 000
91, 000
89, 000
87,000
85, 000
84, 000
82, 000
80, 000
78, 000
75, 000
73, 000
71, 000
69, 000
66, 000
64, 000
61, 000
59, 000
56, 000
53, 000
51, 000
48, 000
45, 000
43, 000
40, 000
37, 000
34, 000
32, 000
29, 000
27,000
24, 000

??

After-tax
Ear ni ngs
Effect®

$292, 000
1,217,000
3,130, 000
3,996, 000
4, 266, 000
4,533, 000
4,799, 000

10, 027, 000
15, 462, 000
21, 692, 000
28, 498, 000
35, 782, 000
43, 595, 000
52,136, 000
60, 336, 000
63, 965, 000
63, 310, 000
62, 608, 000
61, 878, 000
61, 134, 000
60, 616, 000
59, 515, 000
58, 132, 000
56, 579, 000
54, 921, 000
53, 296, 000
51, 696, 000
49, 980, 000
48, 467, 000
47, 554, 000
46, 692, 000
45, 791, 000
44, 848, 000
43, 862, 000
42,831, 000
41, 756, 000
40, 637, 000
39, 478, 000
38, 279, 000
37,043, 000
35, 771, 000
34, 465, 000
33, 126, 000
31, 755, 000
30, 360, 000
28,942, 000
27,507, 000
26, 060, 000
24,609, 000
23,160, 000
21,714, 000
20, 284, 000
18, 847, 000
17, 425, 000
16, 022, 000
14, 638, 000
13, 256, 000
11, 921, 000
10, 552, 000
9, 072, 000

??

Thi s appears
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The June 4 projections indicate that w thout tax savings
frompolicy loan interest and adm ni stration fee deductions, the
earni ngs effect over 60 years woul d have been a negative
$681, 922, 000. The tax savings over 60 years for interest and fee
deductions were projected to be $2,696,038,000. After these tax
benefits are taken into consideration, the projection indicated
that petitioner would realize an after-tax profit of
$2, 014, 115, 000. These after-tax financial benefits were
dependent on the tax savings flowng fromthe interest and fee
deducti ons bei ng generated by the broad-based COLI pl an.

Petitioner prepared a list of "Conpany Expense Reduction
Qpportunities” for fiscal year 1993 that listed 23 itens of
savi ngs that total ed $329,093,000. The largest item of expense
reduction on the list is "Proposed Corporate Life |Insurance
(Cal)". The list shows that this item (COLl) was estimated to
be i nplenmented on June 30, 1993, and that petitioner's estimted
savings from COLlI was $300 million. M. MCook testified that he
t hought this figure was derived fromthe "After-Tax Earnings
Effect” shown in colum J of appendix A #

AlGis a major underwiter of COLI policies. Al G had been

working with WI/ Coventry in preparing the COLlI plan. M. Quresh

2Three hundred mllion dollars is the approxi mte total of
the annual "After-Tax Earni ngs" projected for the policy years
1993 through 2007. The total projected After-Tax Earnings for
the years 1993 through 2052 is $2, 246, 431, 000. See appendi x A
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of Al G was the actuary who designed and priced the CO.LI policies
purchased by petitioner. On June 4, 1993, M. Larry Walters of
AlG sent a Letter of Understanding regarding the COLI policies
to M. MCook. The Letter of Understandi ng provided that
petitioner would remt, as consideration for the policies, a net
payment of $7,245,000, the difference between a total prem um of
$108, 573,000 and an estimted first year policy |oan of
$101, 328,000. In the Letter of Understanding, Al G agreed to
provide life insurance coverage in accordance with the Policy
Ternms Overview. The Letter of Understanding required that the
foll ow ng conditions be net:
1. * * *[Petitioner] reviews and verifies the
accuracy of the information contained on the
Client Master Information Form attached as
Exhibit A 122 * * x
2. * * *[Petitioner] conpletes and certifies the

i nformati on contai ned on the Certification of
Enpl oyee Census form attached as Exhibit B,[?

2Exhibit A, dient Master Information Form 1listed
petitioner's nanme as the nanme to appear on the policy and as the
owner of the policy. Petitioner's main address was |listed as the
billing address, and M. MCook was naned as the contact. The
policy nane was |isted as "Excess Interest Life Ins."”, and the
effective date was listed as Mar. 1, 1993.

ZExhibit B, Certification of Enployee Census, generally
required that petitioner, as part of the application for coverage
under the policies, certify that enployee information on the
census was correct. Anmong other things, petitioner certified
t hat each individual on the census was a full-tinme (m ni num 30
hours per week) enployee, at |east 18 years of age, no ol der than
age 75, not absent fromwork for nore than 10 consecutive
busi ness days within the 90 days precedi ng the date of



* * *[Petitioner] conpletes at |east one
I ndi vidual Life Insurance Application for each
defined class of covered enpl oyees.

The aggregate nunber of enpl oyees within each
defined class of covered enpl oyees, on the
effective date of coverage, totals at |east 2,000
l'ives.

The m ni num annual prem um for each covered
enpl oyee is $3,000 and the nmaxi mrum annual prem um
for each covered enpl oyee is $16, 667.

AlG Life determ nes that each defined cl ass of
covered enpl oyees identified on the attached
Client Master Information Form and each enpl oyee
identified on the Certification of Enployee Census
are acceptable for underwiting purposes and that
t he anobunts of coverage applied for are
accept abl e.

In addition, the Letter of Understanding required that petitioner

acknowl edge and agree with the foll ow ng:

1

This Letter of Understanding and attached Exhibits
A and B contain the entire agreenent between the
parti es and supersedes all previous agreenents
entered into between Cient and AIG Life, or

prom ses made with regard to the subject matter of
this letter.

* * * [Petitioner] has reviewed with its own | egal
and tax advisors all present and future
inplications of its ownership of the Policies,
including, but not limted to, the tax
consequences of |oans and/or withdrawals fromthe
Policies and the deductibility thereof, and that
it has not relied upon any representations of AIG

certification, and that petitioner notify and obtain consent from
each enpl oyee on the census that insurance is to be issued on his

or her

life.
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Life or any enpl oyee, broker, or agent of AIG Life
in that regard.
3. The prem uns specified in the Policies are
intended to neet the requirenents of Section 7702
and Section 7702A of the Internal Revenue Code as
in effect on the date of this letter so that the
Policies will qualify as life insurance and w ||
not be treated as nodified endowrent contracts.
Al G Life does not warrant or represent that the
Policies will not be treated as nodified endownrent
contracts.
4. The statenents contained in the attached Exhibits
A and B shall be considered as binding
representations by the * * * [petitioner] and that
such Exhibits shall be deened attached to and nade
a part of the Policies.
The Letter of Understanding provided that if, within 90 days of
June 4, 1993, all the above conditions had been net and Al G
received the total first-year premum then AIG woul d agree to
issue to petitioner, in the State of Florida, the life insurance
policies effective as of March 1, 1993.
By invoice dated June 9, 1993, Coventry requested paynent of
a bal ance due on the 1993 COLI policies of $7,245,000 from
petitioner. The invoice reflected a total prem um of
$108, 573, 000, covering 36,191 total lives at $3,000 of prem um
each, less a policy |l oan of $101, 328,000 to arrive at the net
anount due.
On June 15, 1993, in accordance with the Letter of
Under st andi ng, Al G sent the "Policy Terns Overview' (PTO to

petitioner. The PTO provided for an effective date of March 1
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1993, and required that AIG and petitioner agree to several

provi sions under the insurance policies relating to the
followng: CaimStabilization Reserve, Cost of I|nsurance Rates,
Expense Caps, Surrender Fee, Interest Rate on Unborrowed Funds,
and the Loan Interest Spread.

The PTO generally provided that Al G woul d establish on
behal f of petitioner a clains stabilization reserve (CSR) for the
policies. Petitioner could not w thdraw or borrow agai nst the
anmounts credited to the CSR.  The maxi mum | evel of the CSR at the
end of each year was generally determ ned to be the higher of the
annual i zed "cost of insurance"? (CO) charges actually collected
in any one of 3 preceding policy years or the highest anmount of
death benefits actually incurred in any one of 3 policy years.

CAO charges were deducted fromthe premumthat was paid and used
to fund the CSR The CSR was generally held available by AIGto

pay death clainms under the COLI policies.

24" Cost of Insurance" was defined in the policy docunent.
The CO was cal cul ated on each nonthly processing date.
CGenerally, the CO was cal cul ated under the follow ng fornmula:

CAO = (Proceeds - Account Value) x (Value from Tabl e of
1, 000 Maxi mum | nsur ance Rates)

Proceeds were defined as the benefits due to petitioner as
the beneficiary. Account Value on the policy date was defined as
the initial net premumless an annual expense charge.
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On each policy anniversary, the PTOrequired AIGto conpute
an "Experience Cost", defined as CO charges collected from
petitioner during the preceding year, less a 2-percent AG
retention fee, less the net anount for which AIG was at risk for
clainms during the preceding policy year. The negotiated 2-
percent retention fee [imted AIGs nortality related profit. If
t he experience cost as of a policy anniversary was positive, it
was added to the CSR s value as of the policy anniversary. If
t he experience cost was negative, it was subtracted fromthe
CSR s value. AlGcredited interest to the CSR at an annual rate
of 4 percent. If, on a policy anniversary, the CSR bal ance
exceeded its maxi mum perm ssible |level, the excess was credited
to the unrestricted policy account value. The PTO provided that
the CSR woul d be held by AIG on behalf of petitioner for as |ong
as the policies remained in force plus 1 year. At the end of the
1 year, a final accounting would be nade by Al G and the bal ance
of any remaining reserve would be refunded to petitioner.

Petitioner was to be charged 11.06 percent interest on
anounts that it borrowed against the cash val ue of the policies.
Pursuant to the PTO, the portion of the policy account value that
was borrowed would earn interest at a rate not to exceed 40 basis

poi nts?® or four-tenths of 1 percent bel ow the anpbunt charged on

ZEach basis point equals one one-hundredth of a percent
(0.01 percent). Thus, 40 basis points is equivalent to 0.40
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policy loans. Thus, the interest rate credited on the portion of
t he account value that had been borrowed was 10. 66 percent. 2t

The bal ance of the policy account values would earn interest at a
rate guaranteed to be no | ess than 4 percent.

The policies provided for expense charges which woul d not
exceed 23 percent of the premuns paid. The expense charges were
conprised of prem um expense charges of 17.8 percent and annua
expense charges of 5.2 percent. The negotiated PTO reduced
maxi mum expense charges from 23 percent to 8.934 percent of
prem uns pai d.

M. MCook approved the purchase of the 1993 COLI policies,
and on June 17, 1993, M. MCook, on behalf of petitioner,
executed the June 4, 1993, Letter of Understanding. On the sane
day, petitioner remtted the net anount of $7,245,000 to Al G as
paynment for the policies.

The 1993 COLI policy fornms were regi stered and approved in
formand for sale by the insurance comm ssioner of the State of
Florida. Initially, the total nunber of lives included, subject
to eligibility, under the 1993 COLI policies was 36,191 as of

June 17, 1993.

per cent .

26The 10.66 percent figure is arrived at by reducing the
| oan interest rate of 11.06 percent by 0.40 percent.
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On June 17, 1993, petitioner paid W/ Coventry $300, 000
pursuant to an invoice dated June 11, 1993. The paynent was for
services to be perfornmed in year 1 of an adm nistration agreenent
for the 1993 COLlI policies. Also on June 17, 1993, M. MCook
signed a Notification Certificate as a condition precedent to the
sale of the COLI policies in which petitioner certified that it
woul d notify the enpl oyees of the purchase of the COLlI policies
and give them an opportunity to refuse the coverage.

On July 19, 1993, M. MCook executed the PTO 2" Also on
July 19, 1993, M. MCook accepted receipt of the COLI policy
contract docunments from Al G and aut hori zed Coventry to retain
possession of the policies on petitioner's behalf.?®  The type
of coverage provided was |isted as "excess interest |ife". The
person whose |ife was insured under each policy was one of
petitioner's enployees. Petitioner was |isted as the owner and
beneficiary of each policy.

The rights and liabilities of AIG and petitioner were
governed by insurance policy forns (Policy Forn), riders to the
policies, the Letter of Understanding, and the PTO  The Letter

of Understanding and the PTO set forth essential elenents of the

2IM. Walters of AIG signed the PTO on July 15, 1993.

2The contracts were listed on the delivery receipt as being
policy Nos. 5003000001 through 5003035983.



- 28 -

agreenent between petitioner and Al G and anended and tailored the
COLI policies to petitioner.

Policy face anbunts varied with the age of each insured.
Cenerally, petitioner's death benefits were governed by policy
Option A, which provided for benefits based on the larger of the
face amount plus the account value on the date of death, or the
account value on the date of death nmultiplied by a specified
percent age based on the age of the insured.?® The applicable
nortality table was the 1980 Conm ssioners Standard Ordinary
Mortality Table B, Age Last Birthday, referred to as the CSO B
tabl e. Under the terns of the policies, death benefits froma
policy would first be used to reduce any outstandi ng | oan.

Under the terns of the policies, petitioner could wthdraw
part of the cash value of each COLI policy. However, a
wi t hdrawal coul d not exceed the "net cash val ue"3® of the policy.

The policies also permtted petitioner to borrow an anount

that, with interest to the next policy anniversary, would not

2Some of the death benefits were paid under Option B, which
was cal cul ated to include the account value in the face anount,
and the insurance proceeds were determned to be the |arger of
the face anmount on the date of death, or the account val ue on the
date of death nultiplied by a specified percentage.

3°The net cash value of the policy was defined as the cash
val ue less any prior withdrawals and any policy debt. The cash
val ue was defined as the greater of the Guaranteed Cash Val ue, or
t he Account Value |l ess the surrender charge that applies. The
Guar anteed Cash Val ue was determ ned by a Tabl e of CGuaranteed
Val ues provided with the policy.
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exceed the net cash value of the policy. The policies provided
that at the insured's death, any policy debt will be deducted
fromthe proceeds of that policy. The policies were the sole
security for any loans. |Interest on petitioner's |oans was due
on each policy anniversary date. The policies provided for both
a fixed and variable |oan interest rate.

The policies were nodified by a Renewabl e Level Term
| nsurance Rider. The rider provided death benefits equal to the
anount of death benefits lost as a result of a withdrawal from
t he account value. Under the provisions of the rider, petitioner
had the option on any policy anniversary date to el ect to change
fromthe 11. 06-percent policy loan interest rate to a fixed rate
of 10 percent in arrears or 9.1 percent in advance whi ch woul d
apply to both old and new policy loans. For the 1993 COLI policy
year March 1, 1993 to 1994, petitioner elected the variable |oan
interest rate of 11.06 percent.

The final provisions governing the COLI policies purchased
by petitioner in June 1993 were devised to produce results in
accord with those set forth in the June 4, 1993, projections
cont ai ned in appendi x B.

On July 19, 1993, petitioner entered into an Admnistrative
Services Agreenent with Coventry in which petitioner appointed

Coventry as the adm nistrator of the COLI pool. Under the
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agreenent, petitioner was to pay $300,000% in each of the first

2 years and $200, 000 annually in all subsequent policy years, and
Coventry was to performthe follow ng services in connection with
the COLI policies:

(a) On the basis of census information supplied by
petitioner

(1) Identify which of the petitioner's enpl oyees
may becone insured;

(2) Calculate the face anobunts of the policies
and the first year premuns for the covered
enpl oyees;

(3) Determ ne and process new i nsureds and process
any change in the status of any insured;

(4) WMake the necessary calculations with respect
to premuns, |loans, wthdrawals, |oan interest,
death clai ns and/or any other periodic paynents;

(b) Provide consolidated invoice and item zation to
petitioner and Al G

(c) Receive and inspect the insurance policies fromAIG
and forward themto petitioner;

(d) Search governnent databases and ot her sources for
covered deceased enpl oyees and obtain death
certificates for deceased insureds;

(e) Provide petitioner with ongoing advice with respect
to financial options and strategies related to 1993
COLl polices; and

(f) Provide petitioner with various reports including
i nsurance val ue reports, year-end sunmari es,
accounting reports and custom desi gned deci si on-
support reports.

31petiti oner deducted $100, 000 of the $300,000 on its incone
tax return for the fiscal period ending June 30, 1993.
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For enpl oyees who died while in petitioner's enpl oy,
petitioner filed an Enployer's Statenent through its plan
adm ni strator, Coventry, who would then present the claimto A G
Coventry, as plan adm nistrator, was responsible for ascertaining
enpl oyee deaths for those enployees that died while no | onger in
petitioner's enploy.

West port Managenent, an organi zation that perforns
adm nistrative services for |ife insurance conpanies, was engaged
by Al G and W/ Coventry to adm nister petitioner's COLI policies.
In order to ascertain deaths of fornmer enployees, Coventry would
ask Westport to perform "Social Security sweeps", by checking
data base files to determ ne whether any covered forner enployee
had died. After the purchase of the policies and input of the
COLlI policy data on its conputer system Wstport began its
admnistrative duties, regularly preparing performance and
accounting reports, which were provided to Coventry and AIG (On
every policy anniversary, Westport calculated all values on a
monthly basis for all policies for the comng year. On
petitioner's behalf, Coventry adm nistered the COLI plan, acted
as an internediary with AIG and checked reports and ot her
information provided by AIG and Westport to ensure correctness.
Every nonth and on request, Coventry received reports from
West port on past and expected performance of the policies and

policy |loans. Fromthese reports, Coventry generated annual and
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periodic policy value and other reports and journal entries
showi ng aggregate policy activity. The Coventry reports included
i nformati on about the CSR, experience rating, cash val ue
cal cul ations, clainms, refunds and recisions. The Coventry
reports also included information about the anmpbunt of tax savings
the COLI program was generating for petitioner.

From 1993 t hrough 1996, petitioner kept the enpl oyee COLI
policies in force. AIGbilled petitioner for prem uns and
interest annually on a net basis, as set forth bel ow

June 1993, Policy year beginning March 1, 1993:

Prem um $108, 573, 000
Loan (101, 328, 000)
Net prem um 17, 245, 000

A revised invoice was sent on Sept. 21, 1993, which reflected a
reduction in insureds from 36,191 to 35,983 due to a recision of 208
policies. Thus, the calculation was as foll ows:

Prem um $107, 949, 000. 00
Loan (100, 770, 140. 06)
Net prem um 7,178, 859. 94
Less anount paid (7,245, 000. 00)
Bal ance owed petitioner 66, 140. 06

Policy year beginning March 1, 1994:

Prem um $107, 862, 000. 00
Loan (108, 877, 159. 95)
| nt er est 11,136, 375. 63

Bal ance due 10, 121, 215. 68



Policy year

Prem um

Loan

W t hdr awal

Net prem um due
| nt er est

Bal ance due

Pol i cy year beginning Mar
The final revision resulted int

Prem um

Loan

W t hdr awal

Net prem um due
| nt er est

Bal ance

Amount pai d

Net refund due

Policy year

Prem um

W t hdr awal

Net prem um due
| nt er est

Bal ance due

CAO and policy expense charges (DAC tax,

begi nni ng March 1,

begi nni ng March 1,

33 -

1995:

$107, 685, 000. 00
(112, 165, 202. 89)
(4, 080, 660. 74)
(8, 560, 863. 63)
23, 140, 858. 57
114, 579, 994. 94

he fol |l owi ng:

$107,
(112,
(4,
(8,
23,
14,
14,

000.
913.
020.
933.
858.
925.
994.
069.

00
04)

685,
112,
134,
561,
140,
578,
579,

1,

1996:

$107, 553, 000. 00
(129, 934, 414. 41)
(22,381, 414. 41)
35, 497, 690. 97
13, 116, 276. 56

conmmi ssi on and | oadi ng charges) under petitioner's COLI
were as foll ows:
Pol i cy Cost of Expense
Year | nsur ance Char ges Tot al
1993 $3, 354, 561 $3, 412, 447 $6, 767, 008
1994 4,641, 249 4,721, 130 9, 362, 379
1995 4,890, 649 8,516, 817 13, 407, 466
1996 5,173, 414 8, 990, 642 14, 164, 056
The annual anobunts of cash paid by petitioner to AIG for the
COLlI policies, conpared with the total

charges for correspondi ng years,

were as foll ows:

1, 1995, was revised at |east tw ce.

State prem umt ax,

policies

of CO and policy expense



CA Pl us

Pol i cy Cash Pai d By Expense

Year Petitioner Char ges
1993 $7, 178, 860 $6, 767, 008
1994 10, 121, 216 9, 362, 379
1995 14, 578, 925 13, 407, 466
1996 13,116,277 14,164, 056
Tot al 44,995, 278 43, 700, 909

For the first 4 COLI policy years, beginning March 1, 1993, AIG
billed petitioner $431, 049,000 in gross prem uns and $69, 774, 925
in interest charges. Goss premuns and interest charges total ed
$500, 823,925. O this total amount, petitioner remtted the
above-cal cul ated $44, 995, 278% in cash.

Fol |l owi ng the enactnment of tax |aw changes in 1996,
petitioner commenced discussions with AIG Coventry, and W
concerni ng the phaseout or discontinuance (unwi nd) of the COLI
policies. These discussions concerned the approxi mately 36,000
policies purchased by petitioner in 1993 plus approxi mately
11,000 and 9,000 COLI policies purchased in 1994 and 1995,
respectively. On October 22, 1996, M. MCook sent a letter to
M. Qureshi, vice president of AIG which stated:

W nn-Di xi e has used Al G policies on three corporate

owned life insurance (COLI) prograns over the | ast

several years. Because of the recent tax |aw changes,

we have been working with Al an Buerger of the Coventry

G oup and Bruce H avacek of Wedemann and Johnson, to

try to mnimze the financial inpact on Wnn-Di xie for

t he phase out of COLI
M. Qureshi responded to M. MCook's Cctober 22, 1996, letter

32See preceding table for cash total.
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and acknow edged the recent change in the law with respect to the
COLI policies. M. Qreshi also indicated that Al G would be
pl eased to discuss various options available to petitioner.

Coventry prepared a draft bookl et dated October 30, 1996,
whi ch cont ai ned, anong ot her things, an overview of the current
status of petitioner's COLI pool, an opinion of the financial
effect of the 1996 tax | aw change, and expl anations of several
exit and unw nd strategies. The draft bookl et indicated that
petitioner had three separate enrol |l ments covering approximtely
55,740 lives. The first enrollnent "WD1" was in relation to the
policies witten in 1993 covering 35,810 enpl oyees. The second
enrol Il ment "WD2" was in relation to the policies witten on
Novenber 30, 1994, covering 10, 704 enpl oyees. The third
enrol l ment "WD3" was witten on June 30, 1995, and covered 9, 226
enpl oyees. Wth respect to the effect of the 1996 tax | aw
changes on petitioner's COLI policies, the booklet stated in
pertinent part:

I n August of 1996, Congress anended the I nternal

Revenue Code was [sic] to deny deductions for any

interest on policy loans on the lives of enployees,

officers, and persons financially interested in a trade

or business maintained by the taxpayer. The

di sal l owance was retroactive to January 1, 1996, except

t hat deductions may be continued through 1998 on up to

20,000 policies. The deduction on those policies,

however, nust be based on an interest rate no higher
t han Moody's average corporate bond rate, and only 90%
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of such interest is deductible in 1997 and 80% t her eof
is deductible in 1998.

* * * * * * *

In the aggregate, the three enroll ments cover 55, 740
lives with aggregate outstanding | oans of about $500
mllion at interest rates averaging 11% At a 39%tax
bracket, these policies would produce tax deductions
worth $21, 450, 000 per year.

Under the anmended | aw, assunmi ng aggregate indebtedness
of $195 million on the "best" 20,000 policies and a
Moody's rate of 8% per annum the follow ng savings
w Il be avail abl e:

Cal endar 1996 $6, 084, 000
Cal endar 1997 5, 475, 600
Cal endar 1998 4,867, 200

The bookl et next identified three basic exit strategies for
petitioner. The three strategies were listed as the policy
surrender, policy unwi nd, and aggressive tax strategy. The
policy surrender strategy generally entailed the cancellation or
surrender of the policy and the receipt by petitioner of the net
cash value of the policy. The bookl et reconmmended under this
strategy that petitioner maintain the policies on 20,000 lives in
fiscal years 1996 and 1997

Wth respect to the policy unwind strategy, in |lieu of
surrendering the policies, petitioner was inforned that it could
keep the policies in force and allow the unrealized gains rel ated
to the policies to be paid out eventually as tax-free death
benefits. The booklet further stated that in order to unwind a

policy, petitioner "would withdraw a portion of the cash val ue
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equal to premuns paid (i.e., Wnn-Dixie's tax basis) and apply
the withdrawal to repay an equal amount of l[oan." The bookl et
indicated that the result of such a withdrawal and repaynent is a
policy with a greatly reduced cash val ue, substantially all of it
bor r owed.

The third strategy, the aggressive tax strategy, suggested
that under the revised statute, deductions were disallowed only
wWith respect to policies on the life of an individual who was an
of ficer or enployee or was financially interested in petitioner's
trade or business. The booklet further indicated that counsel
for Coventry believed that a strong argunent could be made that
t he disal |l owance described by the statute did not apply where the
insured was a fornmer officer or enployee or was not financially
interested. Based on this argunent, the booklet gave an exanple
whi ch assuned an additional $200 million of aggregate
i ndebt edness could be attributed to petitioner's former enpl oyees
upon whom policies were still maintained. As a result of the
addi tional $200 mllion of aggregate indebtedness, the bookl et
concluded that the tax savings in each year woul d be equal to 39
percent of 11 percent of $200 million or $8,580,000, for as |ong
as the loans remained in force.

In a letter to M. Qureshi dated Septenber 8, 1997, M.
McCook indicated that in light of the passage of the |egislation

pertaining to | everaged COLI, petitioner was working toward a
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nmore conpl ete understandi ng of the COLI policies it purchased
fromAIG Finally, inletters dated Decenber 4, 1997, M. MCook
notified M. Qureshi and M. Buerger of petitioner's intent to
cancel all three blocks of |everaged COLI policies. M. MCook
indicated in his notice to M. Qureshi that petitioner w shed to
surrender COLI blocks I, Il, and IIl as of Novenber 1, Cctober
30, and June 30, 1997, respectively.

OPI NI ON

On its return for the fiscal year ending June 30, 1993,

petitioner claimd a deduction of $3, 735,544 for accrued interest
on loans from COLI policies that petitioner purchased in 1993. 33
Petitioner also clained a $100, 000 deduction for admnistrative
fees related to these COLlI policies.** Respondent disallowed the
deductions after determning that the 1993 COLI Plan was tax

not i vat ed, unsupported by any i ndependent business purpose, and

33Thi s was approxi mately one-third of the total policy |oan
interest that would accrue during the first policy year that
began Mar. 1, 1993, and ended Feb. 28, 1994. The $3, 735, 544 was
interest attributable to the period Mar. 1 through June 30, 1993.
We note that petitioner deducted interest on these "l oans" for
the period Mar. 1 through June 30, 1993, even though the COLI
policies and policy |oans were not finalized until md-June 1993.
Respondent argues that interest cannot accrue for a period prior
to the time the | oan was actually nmade. Because of our
di sposition, we need not address this issue.

%4This was one-third of the $300, 000 adninistrative fee for
the first policy year that began Mar. 1, 1993, and ended Feb. 28,
1994.
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| acked econom ¢ substance. Respondent argues that the
arrangerment was a sham

The starting point for determ ning whether the formof a
particul ar transaction will be recogni zed for tax purposes is the

Suprene Court's decision in Gregory v. Helvering, 293 U S. 465,

469 (1935), wherein the Court stated:

The |l egal right of a taxpayer to decrease the anmount of

what ot herwi se woul d be his taxes, or altogether avoid

them by nmeans which the aw permts, cannot be

doubted. * * * But the question for determnation is

whet her what was done, apart fromthe tax notive, was

the thing which the statute intended.
In Gregory, the Court denied reorganization treatnment with
respect to a stock distribution even though the taxpayers had
foll owed each step required by the Code for a reorgani zation. In
deciding that the distribution was taxable as a dividend, the
Court held that the structure of the transaction was a "nere
device" for the "consummation of a preconceived plan" and not a
reorgani zation within the intent of the Code as it then existed.
Id. Because the transaction |acked econom c substance, as

opposed to formal reality, it was not "the thing which the

statute intended." 1d.; see Kirchman v. Commi ssi oner, 862 F.2d

1486, 1490-1491 (11th Gr. 1989), affg. dass v. Conm ssioner, 87
T.C. 1087 (1986).
A transaction that |acks substance is not recogni zed for

Federal tax purposes. See ACM Partnership v. Conm ssioner, 157
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F.3d 231, 247 (3d Gr. 1998), affg. in part and revg. in part

T.C. Meno. 1997-115; United States v. Wexler, 31 F.3d 117, 122

(3d Cir. 1994). Denial of recognition nmeans that such a
transacti on cannot be the basis for a deductible expense. See

United States v. Wexler, supra at 122. Cting the Suprene

Court's decision in Gegory, the Court of Appeals for the

El eventh Circuit in Kirchman v. Conm ssioner, supra, stated the

doctrine as foll ows:

The sham transaction doctrine requires courts and
t he Comm ssioner to | ook beyond the formof a
transaction and to determ ne whether its substance is
of such a nature that expenses or losses incurred in
connection with it are deductible under an applicable
section of the Internal Revenue Code. If a
transaction's formconplies wth the Code's
requirenents for deductibility, but the transaction
| acks the factual or econom c substance that form
represents, then expenses or losses incurred in
connection with the transaction are not deducti bl e.
[1d. at 1490.]

Because the transactional events at issue in this case actually
occurred, we |imt our inquiry to the question of whether the

substance of the COLI transaction corresponds with its form3

¥ln Kirchman v. Conmi ssioner, 862 F.2d 1486, 1492 (11lth
Cr. 1989), affg. dass v. Conm ssioner, 87 T.C. 1087 (1986), the
court observed:

Courts have recogni zed two basic types of sham
transactions. Shans in fact are transactions that
never occur. In such shans, taxpayers cl ai mdeductions
for transactions that have been created on paper but
whi ch never took place. Shans in substance are
transactions that actually occurred but which |ack the
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Section 163(a) provides that "There shall be allowed as a
deduction all interest paid or accrued within the taxable year on
i ndebt edness. "™ Court opinions have clearly established that a
| ack of econom c substance may operate to bar interest deductions

ari sing under section 163. See Knetsch v. United States, 364

U S. 361 (1960);%6 United States v. Wexler, supra; Goldstein v.

Conm ssioner, 364 F.2d 734 (2d Cr. 1966), affg. 44 T.C. 284
(1965). Interest paynents are not deductible if they arise from
transactions "that can not with reason be said to have purpose,
substance, or utility apart fromtheir anticipated tax

consequences."” (oldstein v. Conm ssioner, supra at 740; see also

Shel don v. Conmi ssioner, 94 T.C. 738 (1990). "Such transactions

are said to | ack 'econonic substance.'" Lee v. Conmmi ssioner, 155

F.3d 584, 586 (2d Cr. 1998) (quoting Jacobson v. Conm ssioner,

915 F.2d 832, 837 (2d G r. 1990), affg. in part and revg. in part
T.C. Meno. 1988-341), affg. in part and remanding in part on

anot her ground T.C. Menp. 1997-172.

The fact that an enforceabl e debt exi sts between the

substance their formrepresents. * * *

%l n Knetsch v. United States, 364 U.S. 361 (1960), the
Court applied sec. 163(a) of the 1954 Code. The | anguage of sec.
163(a) of the 1954 Code renmai ned unchanged in the 1986 Code. See
sec. 163(a); see also United States v. Wexler, 31 F.3d 117, 123
(3d Gr. 1994).
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borrower and | ender is not dispositive of whether interest

arising fromthat debt is deductible under section 163. Rather,
the overall transaction, of which the debt is a part, nmust have
econom ¢ substance before interest can be deducted. See Lee v.

Conmi ssi oner, supra at 587; United States v. Wexler, supra at

125. If this were not the rule, every tax shelter, no matter how
transparently sham could qualify for an interest expense
deduction as long as there was a real creditor in the transaction
t hat demanded repaynent. Such a result would be "contrary to the
| ongst andi ng jurisprudence of sham shelters from Knetsch on

down." Lee v. Conmm ssioner, supra at 587.

In determ ning whether a transaction or series of related
transactions constitute a substantive sham both this Court and a
majority of the Courts of Appeals have utilized a flexible
anal ysis that focuses on two related factors, econom c substance
apart fromtax consequences, and busi ness purpose. See ACM

Partnership v. Conmnm ssioner, supra; Karr v. Commi ssioner, 924

F.2d 1018, 1023 (11th Gr. 1991); accord Casebeer v.

Comm ssi oner, 909 F.2d 1360 (9th Cr. 1990), affg. in part and

revg. in part on another ground Larsen v. Conm ssioner, 89 T.C

1229 (1987); Janes v. Conm ssioner, 899 F.2d 905, 908-909 (10th

Cr. 1990),