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By nenorandum dated Request Date, the District Director of
State A and Taxpayer requested technical advice with respect to
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the federal tax treatment of interest deductions claimed under
certain corporate owned life insurance (COLI) contracts.

| ssues

The first issue is whether deductions of Amounts G in fiscal
years Year T, U and V, respectively, relating to Taxpayer's COLI
contracts should be disallowed because either (1) the anounts
claimed as deductions are not interest paid or accrued within the
taxabl e year on indebtedness as required for a deduction under
section 163 of the Internal Revenue Code (Code); or (2) the
relationship of the debt to the annual premuns due fails to
satisfy the "4 out of 7 test of section 264(c)(l) on interest
not otherwise disallowed under section 264(a) (4).' W concl ude,
for the reasons described below that these deductions should be
di sal | owed. Second, the Taxpayer has requested, under section
7805(b), that the Service limt the retroactive application of
any adverse conclusions drawn herein that |limt Taxpayer's
deductions for the taxable years T, U and V.

Facts

Taxpayer is principally engaged in manufacturing and
marketing products for the health and funeral industries, both
directly and indirectly, through domestic and forei Pn _
subsidiaries and affiliates. axpayer is an accrual basis
taxpayer with a tax year ending Date 2 and is subject to the

audit jurisdiction of the Dstrict Drector of the State A
District. The taxable years at issue in this request are Years
T, U and V. During Year T, Taxpayer enployed a total of
approxi mately Nunmber B individuals.

Al of the issues presented involve Taxpayer's purchase of
COLI contracts covering a large group of its enployees. In
general, COLI refers to life iInsurance purchased by non-natural
persons (generally corporate enployers) insuring the life of any
officer, enployee, director, or any person financially interested
in, any trade or business currently or formerly carried on by the
tax[)ayer. The advantage of broad-based COLI programs is the
ability to maxmze the after-tax benefits while attenpting to
nmeet the restrictions under the Code on borrowi ng secured by life
i nsurance contracts.

' Section 264(a)(4) disallows any interest deduction paid
or accrued on any indebtedness with respect to one or nore life
i nsurance policies owned by a taxpayer covering the life of any
i ndividual who is an officer or enployee of, or financially
interested in, any trade or business carried on by the taxpayer
to the extent that the aggregate anount of the indebtedness with
respect to policies covering such individual exceeds $50, 000.
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In Year S, the Insurance Agent and the Consultants nade
proposals to Taxpayer under which a large group of life insurance
policies would be purchased pursuant to a program under which the
premuns for the first three policy years would be paid by |oans
secured by the policies' cash surrender value. The next four
years' premuns would be Ioaid through a conbination of |arge
dividends' paid concurrently with the due date of the prem uns
together with policy surrenders. Projections of the after-tax
benefits of the proposed program were provided by the Insurance
Agent to the Taxpayer based on four different assunmed corporate
incone tax rates 'and two different |evel annual prem um charges.
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The Insurance Agent was in a position to reassure Taxpayer
as to the expectations that the performance would track the
proposals due to past correspondence with the Insurer on such
Issues as the likelihood that dividends would be paid on the
scale described in the illustrations. One nenorandum from the
Insurer to the Insurance Agent stated:

The prem um expense charges are significantly higher than
anticipated expenses. During the first 14 policy years
[when investment-related dividends would first be available
the entire dividend is based on the difference between
expense charges and expenses. Because of the source of
these dividends, they are paid at the time premuns are paid
under current practice.... [Bly law, life insurance
dividends can't be guaranteed.... However, in my opinion
adequate provision has been made for commissions,

adm nistrative expenses, and taxes under current |aws, so |
believe the dividends illustrated have a high degree of
integrity.

A letter dated Date 3 to the Taxpayer's Board of Director's
Finance Conmittee succinctly described the contenplated
advant ages of the proposed program

[M] anagement [has] recomended a financial tax-|everaged
proposzﬂ which would significantly inmprove cash flow, net

I ncone and woul d not materially conpete for other uses of
capital. The concept is a corporate-owned |ife insurance
program ("corLi*) . A corporate-owned life insurance program
I nvol ves buying life insurance policies on enployees, wth
their prior consent, namng the Taxpayer as beneficiary.
COLI prograns provide unique tax advantages to the
corporation, such as, borrow ng against cash values with the

¢ This expectation was borne out by the paynent of
dividends on the first day of each policly year, starting on the
Issue date, that have corresponded closely in amunt and timng
to the pre-sale illustrations.
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interest Dbeing tax deductible and the eventual receipt of
the life insurance proceeds tax free.

At least two presentations were made to Taxpayer before a
decision to purchase was made by Taxpayer's Board on Date 4. The
presentation outline for one of them described COLI as "an
i nvestment vehicle which provides substantial positive cash

flow... Wth the build-up of the policies' cash values,
Taxpayer will be able to offset prem um payments through non-
recourse policy loans and dividends." Another presentation's

materials descri bed the program as "an investnent in the
i nsurabl e values of Taxpayer enployees to increase cash flows
through reduced taxes."

O her than the expected tax benefits, the materialsfor the
two presentations also noted that the COLI Plan could be used to
finance future health care and other enployee benefits with any
excess benefits available for general corporate purposes. This
dual purpose -- but with an enphasis on the tax benefits -- for
the program was discussed in a letter dated Date 5 (shortly after
the 1ssuance of the policies) from Taxpayer's President and Chief
Executive Officer to the Nunber D enpl oyees® who were to be
insured under the COLI Pl an:

During the last several years, we experienced trenendous
increases in our health care costs.... VW& continuously
explore effective ways to fund this growing responsibility
to our en‘PI oyees and at the same time, assure our corrpanK's
financial future and continued success. One program we have
been evaluating is a life insurance based investment
program. .. The [COLI) program contenplated by the
Taxpayer, involves buying life insurance policies on

enpl oyees with the Taxpayer as the beneficiary....

Wiile life insurance is the vehicle for this particular
i nvestnent, the program has nothing to do with enployee
benefits as we normally view them  This is strictly an
I nvestment strategy that permts the Taxpayer to receive
very favorable tax treatnent.

Taxpayer's Board of Directors decide to purchase the COLI
Plan using Form F on Date 4. The Nunber D policies under the
COLI Plan were issued by Insurer with effective dates of Policy
Date, Year T.* The policies were governed by the State A |aws.

3 This group represents approximtely 38 percent of
Taxpayer's donmestic work force.

' The COLlI contracts were assuned by Carrier in Year V when
I nsurer became insolvent. The term "Insurer," where used for
periods after that date, refers to Carrier rather than to the
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A single application was filed for the Nunber D enployees
that had given their witten consent to Taxpayer's purchase of
insurance on their lives. No questions were asked relating to
i ndi vidual characteristics of the insureds that mght affect
their insurability such as occupation or health. Under the
"remarks, details, and special request" section of the
application, the follow ng notations appear:

Policy loan interest payable in arrears.

Policy loans should be nade in accordance with instructions
received from the client conpany or its agent fromtine to
time.

Policy loan interest rate adjustable.

Dividends should be paid in cash or credited to policy value
using the same principles and calculation fornulas used in
the preparing the attached illustration.

| ssue as Form F.

Shortly thereafter, on Date 1, Taxpayer gave Insurer the
census data on the individuals to be insured. On that date,
Taxpayer also entered into a service agreement with the Insurance
Agent under which it was to perform a nunber of tasks, including

the provision of annual plan sumaries. Insurance Agent prepares
the summaries from reports generated by its co-administrator of
the COLI Plan, Admnistrator. The two entities prepared issue

illustrations at or around the time of the purchase of the CQO.I
Plan, plus the following annual items: (a) periodic reports
summarizing the total annual activity for all of the policies,
(b) plan reviews prepared at the end of each ﬁol icca/_ year
reporting the current actual performance of the | Plan and
projecting the Plan's future performance, (c) mninum paynent
schedules (included in the plan reviews) analyzing the annual
| oan, premum and other policy transactions occurring wthin the
age and sex groups in the policy population, and (d) summaries of
amounts due item zing g_oli_cy charges, paynent offsets (such as
| oans, dividends) an illing Taxpayer for any cash paynents due.

The policy illustrations received by Taxpayer projected
positive cash flows and earnings in every policy year, predicated
on obtaining the full tax benefit from interest deductions
generated by non-recourse policy loans. Although illustrations

initial issuer. The admnistration of the contract, nost notably
the timng and amount of the |oading dividends and the continued
cl ose correspondence of the COLI program to the pre-sale
illustrations, did not change upon substitution of insurance
conmpani es.
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are not guarantees, correspondence subsequent to the purchase
makes clear the inportance of the plan operating as originally
cont enpl at ed. For instance, when the nortality costs to Insurer
ended up being lower than the nortality charges being paid by the
hol ders of Policy F, Insurer nade adjustnents and assured the
policyholders in witing of its intent to "maintain the integrity
of product performance and the profit levels of the original
pricing assunptions” and to "assure the integrity of Insurer's

I llustrations.”

In reply to these assurances, the Insurance Agent wote:

Qur clients relied on Insurer's illustrated nortality in
maki ng financial decisions to acquire Insurer's COLI
products on a broad base of their en'PI oyees. Wth actual
mortality significantly less than illustrated nortality,
many clients are experiencing a P& and cash flow |oss when
based upon the issue illustration they had expected and
budgeted for a P& and cash flow gain. As you know, the
executives who made the decisions to acquire Insurer's CQO.
product, based upon Insurer's original financial
illustrations, are concerned with and are neasured on their
company's financial results over a short period of time....

These clients find some confort in your witten assurances
that the difference between actual nortality and the nortal -
ity illustrated by Insurer will be nade up with interest
through a nortality dividend.... Equally inportant is the
amount of the contingency reserve and thus the anount of the
nmortality dividend to be paid in Year V.

This exchange is yet one nore indication of the intention of all

parties -- both prior to the purchase and after -- that the COLI
Plan produce, as closely as possible, the illustrated results.
The total life insurance in force under the COLI contracts

during Year T was approximately Amount M in potential death
benefits.  Taxpayer has kept all of the COLI contracts in force
except those under which the insured has died. Through the sixth
olicy year, Insurer has paid Taxpayer aggregate gross death
enefits gf Amount C and net death benefits of approxinately
Anount N.

The COLI contracts were issued on Form F, a life insurance
contract first filed with state insurance regulatory authorities
in Year P. Form F is an increasing death benefit, fixed prem um
whole life insurance contract form subject to the terns of

° There is a ninor difference in the calculation of this
anount between the Taxpayer and the Field that is not naterial to

the analysis in this menorandum
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several endorsenents, intended for use in the COLI market. The
paragraphs bel ow describe the relevant provisions of Form F,

I ncorporating the terms of all endorsements included with the
contract.’

Premuns -- Each of the Nunber D COLI contracts provides for
either of two level annual premuns: Anount H or Anount J. | f
the premum is not paid when due, the policy automatically
becones paid up on the basis of net single premum factors
applied to the policy value (after satisfaction of any policy
| oans) although the policyholder can elect, within three nonths
of default, to receive extended term insurance instead.

Death Benefit -- The initial death benefit (also referred to
as the specified anount) for each of the Nunber D COLI contracts
I's based upon the individual insured s sex and age (,but_ no other
underwiting factors), assumng an annual premium of either
Amount H or Anount J payable until death. ® The death benefit is
contractually defined as the greater of (a) the specified anmount
shown on the specifications page, (b) the policy value on a given
date divided by the specified net single premum factors, and (c)
the anmount required for the policy to qualify as life insurance
under section 7702.° The proceeds payable to the contract's
owner upon the death of the insured are the death benefit, any
dividend additions, any anount payable under an extra benefit
rider, and a refund of unearned premum reduced by any |oan
bal ance and unpaid prem uns.

Policy Value -- The policy value under each COLI contract
is determned by accunulating the net premunms paid (gross
premunms reduced by any contractually specified |oading charges),

¢ The contract originally delivered to Taxpayer did not
include the endorsenent that applies partial withdrawals in the
manner described. This mermorandum assumes its inclusion as the
parties have consistently acted as if the endorsenents were
included from the date of issue.

? O the Number D insurance policies, Nunmber E (with an
annual premum of Amount J) covered the lives of enployees who
were "exenpt," as defined by the Fair Labor Standards Act, and
Nunber L (wWith an annual premum of Anount H) covered the |ives
of enployees who were non-exenpt.

" The illustrations assumed that the policies' benefits
woul d be "paid up" after nine years so that no further premuns
woul d be needed.

® Because of this fornula, the COLI contracts wll neet the
definition of life insurance contracts under section 7702 if the
applicable law requirement of section 7702(a) is satisfied.
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plus any dividends applied to the policy value, and less the cost
of insurance charges. The policy value is also reduced by any
partial wthdrawals. Each policy contains a Table of Values with
m ni num policy values based on the mninum guaranteed interest
rate of four percent, the nmaxi mum guaranteed cost of insurance
charges, and the policy's expense charges. This Table of Values
reflects the increase In death benefits that wll eventually
occur if the annual premuns continue to be paid when due.

- 8 -

The policy value has several effects under Form F. (1} a
olicy value above the mninmm tabular values may force a death
enefit increase to assure conpliance with the cash value
accunul ation test of section 7702 (under the formula assuring
conpliance of the contract with that section), (2) the policy
value is the cash surrender value (amount distributed to the
policyhol der when a policy is surrendered prior to death) after
reduction for outstanding loans (with accrued interest) and
unpaid premuns, and (3) the policy value is the starting point
for fixing the policy's loan limt.

Interest Credited -- Interest is credited to policy value at
one of three different interest rates: the "Current Credited
Unl oaned Interest Rate™ (the basic crediting rate) or one of two
"CQurrent Credited Loaned Interest Rates" (the two rates
associated with borrowed policy value). The rate applied depends
upon whether the policy value is in use as collateral for a [oan
from Insurer and, if so used, whether the loan carries a fixed or
adjustable loan interest rate.

The basic crediting rate applies only to the portion of the
policy value that is not used as collateral for a policy I|oan.
The basic crediting rate is defined as the greater of (i) a rate
that Insurer may declare or (ii) four percent per year. This
rate has little application if the policyholder elects to nake
tzge maxi num policy loans permssible within the limts of section

4.

- The Current Credited Loaned Interest Rate credited to the
policy value that collateralizes a policy loan carrying an
a;jjustable rate (adjustable loan crediting rate) is the greater
of :

(a) the ratio of (i) Mbody's Corporate Bond Yield
Average - Monthly Corporate Baa (the Baa rate)" for the
cal endar nmonth two nonths before the date on which the rate
is determned, and (ii) 100% less the average Baa rate
defined in (i), and

1 The use of the Baa rate in Form F was considered to be a
feature "unique" to COLI policies by the outside actuarial firm
engaged by the Admnistrator to develop COLI products.
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(b) the basic crediting rate, defined as the greater
of (i) a rate that Insurer nmay declare, or (ii) four percent
per year.

Because the Baa rate has been (and generally will be) in
excess of both four percent and the basic crediting rate declared
by Insurer, paragraph (a) effectively determnes the adjustable
loan crediting rate. This rate can be expressed in the formula:

Adjustable Baa
| oan crediting =  =-ce---
rate 1 - Baa

For exanple, if the Baa rate is 10 percent, the adjustable |oan
crediting rate would be 11.1 percent (.10/(1-.10)).

Under a Form F endorsenent attached to Taxpayer's COLI
contracts, a policyholder can elect, but only at 1ssue, to have
the adjustable loan crediting rate increased through using a "T-
factor." Using a T-factor increases the adjustable |oan
crediting rate (and thus the adjustable loan rate discussed
below) to a rate higher than the fornula detailed above. State
|, where Insurer was domciled, disapproved the use of this
endorsenment, on the grounds that:

[Ilt is inappropriate for a policyholder to determne wthin
a range what these two rates [the loan and crediting rates]
should be. The premse of the variable loan rate is to
charge a rate dependent on an outside index, and the

met hodol ogy used to determine the credited interest rate
should rely on conpany expectation, not policyholder

di scretion.

Taxpayer did not, according to the material submtted, elect to
apply a T-factor to increase the adjustable |oan rate.

If the policy value secures a fixed rate policy loan, the
interest credited to the policy value (the fixed loan crediting
rate) is the greater of (i) a rate that Insurer nay declare, or
(i1) four percent per year. Although this definition is the sane
as for the policy value not used as collateral, the two crediting
rates need not be the same. Further, although a basic crediting
rate has been applied to the policy value that is not used as
collateral from inception of the COLI contracts, no fixed |oan
crediting rate was declared by Insurer until Date K

Qher policy forns offered by Insurer at the tine that
Taxpayer purchased its COLI contracts also adjusted the crediting
rate on policy values to assure a fixed, mninmm spread between
crediting and |oan rates. In none of these other tforns, did the
crediting rate go above a common index, such as Mody's Corporate
Bond Yield Average--Mnthly Average Corporate rate (Mody's
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Average Corporate rate), when the policy value was used to
collateralize a policy |oan.

Policv Charses -- There are no specified policy fees. _
However, expense charges (the |oading charges) are inposed during
the entire duration of each COLI contract. For a 31-year-old

ferale, the loading charges, as a percentage of the Anount H or
Anount J premum are:

Policv Year Loading Charge

The |oading charges differ for each policy based upon the age and
gender of the insured but are simlar in pattern to the nunbers

listed above. In general, the loading charges are less than the
nunbers in the above table if the insured is older at issue.

Both Taxpayer and the Revenue Agent have asked us to assune that

the loading charges for a 31-year-old fenale are typical of the

COLI contracts.

Cost of Insurance Charses -- The cost of insurance charges,
L.e,, the amount paid to Insurer as consideration for its risk
that the insured mght die during the period covered by the
charge, are deducted from the policy value on each processing
date. The maxi mum monthly cost of insurance rates are the 1980
CSO(a) Mortality Table with monthly curtate functions.

Surrendhyisd’' and Withdrawalsg -- Al (or a portion) of the
policy value, including any paid-up additions, may be wthdrawn
under the base policy. A wthdrawal first reduces the |oan
bal ance to the new |oan 1rimit (conputed by reference to the new
| ower policy value after the withdrawal), while the remainder is
paid to the policyholder in cash. Each wthdrawal reduces the
death Dbenefit on a dollar for dollar basis rather than reducing
it proportionally, as would occur with a partial surrender of a
policy. No adjustments to the premum are nade upon withdrawals
acconmpani ed by reductions in death benefit.

Policv Loans -- Policy loans, on the sole security of the
|iJoIicy, are available under Form F as required by state law.  The
oans need not be repaid until the death of the insured or the
surrender of the policy.

11 There is no specific provision permtting surrenders of
part or all of the death benefit under the COLI contracts.
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The contractually defined loan 1rimit is (1) the policy value
plus the dividend value (defined as the cash value for any
dividend additions, plus any other dividend credits), both
conputed as of the next policy anniversary, less (2) all unpaid
premunms plus interest at the loan rate on each such premum to
the interest due date. Although the fornmula does not so state,
the loan limt presumably takes into account previously issued
loans." Restated, the loan limt is the year-end unborrowed
cash value, assumng premuns are tinely paid.

The interest rate on all |oans secured by the policy value,
pre-existing or new, is chosen annually by the policyhol der, who
can select either an adjustable or a fixed loan rate. The
adjustable loan rate (payable in arrears) is determned by
Insurer annually two nonths before the start of the policy year
and can be any rate that does not exceed the contractually
speci fied maxi num  The maxi nunf adjustable loan rate is the
greater of:

(a) Mody's Average Corporate rate, as published by Mody's
for the calendar nmonth two nonths before the date on which
the rate is determned, and

(b) the adjustable loan crediting rate (the interest rate
credited on that portion of the policy value which is equal
to the loan balance) plus one percent.

The adjustable loan crediting rate that is the base for the
borrowing rate described by paragraph (b) is higher than the Baa
rate which, in turn, is higher than the Mody's Average Corporate
rate. Accordingly, the adjustable loan rate determ ned under
paragraph (b) is always higher than the rate determ ned under
aragraph (a). The adjustable loan rate under paragraph (b) can
e described in a fraction that is closely related to the formula
used for the underlying adjustable loan crediting rate:

Adj ustable Loan Rate =  w-c---- to1%

2 Section 264(a)(4) disallows the interest on |oans under
any COLI contract that exceed $50,000 cunulatively, which serves
as a practical cap on borrowing that is often lower than the
contractual loan limt.

13 Al'though Form F only defines a maxi num adjustable |oan
rate, the rate declared by Insurer each year has never been |ess
than the naxi mum
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If, using the earlier example, the Baa rate is 10 percent, the
adjustable loan crediting rate is 11.1 percent, and the
adjustable loan rate under paragraph (b) is 12.1 percent

At any time, the policyholder can also elect a fixed |oan
rate option of 8.0 percent (if charged in arrears) or 1.4 percent
(if charged in advance). If the fixed loan rate is selected by
the policyholder, the amount credited to the portion of the
policy value that is collateral for the loan (the fixed |oan
crediting rate) is the greater of a rate declared by Insurer or
four percent (the mninum interest rate guarantee). As the fixed
| oan rate has never been selected by Taxpayer, the fixed |oan
crediting rate has never applied to the portion of the policy
value used as collateral for the COLI contract |oans."

Each year, the statenents provided to Taxpayer assuned that
Taxpayer would select the higher adjustable loan rate. Al though
Taxpayer could have opted for the fixed loan rate at any tine,
the statenents failed to specify the fixed loan crediting rate
that would have allowed Taxpayer to determne whether the sane
one percent spread would apply. There is also no evidence that
Taxpayer inquired about the fixed loan crediting rate. As noted

earlier, Insurer did not declare a fixed loan crediting rate
until Date K
Dividends -- Form F, as endorsed, states that Insurer 'will

credit this policy with such dividends as we nmay apportion."”
Dividends nay be paid in cash (applied against the prem um due),
applied to policy value, or used to purchase paid-up life

I nsurance or one-year term insurance, at the option of the
pol i cyhol der. Insurer credits dividends at the beginning of each
policy year under Form F, including upon the issue date of the
policy. The crediting of a dividend upon the issue date is not a
pbenefit under |ife insurance contracts generally, and is not
specified in the contract.

There are three conponents of the dividends paid under Form
F, only two of which applied during the taxable years at issue.
For exanple, the Year V Dividend Declaration provides that the
dividends credited in Year V would be the sum of three itens: (a)
an excess interest dividend, {(b) a nortality dividend, and (c} a
| oading dividend, reduced by deferred acquisition cost {(DAC)
reductions and increased by DAC anortization. The excess
interest conponent of the dividend is zero until the end of the
15th policy year and, therefore, can be ignored for purposes of
this nenmorandum

“ Since lIssuer first inforned policyholders of these rates
in Date K the sane one percent spread between borrow ng and
crediting rates has occurred under both the fixed and adjustable
| oan rate scenarios.
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The second conponent was a nortality dividend that shifted
any profit due to favorable nortality from Insurer to the
purchasers of large COLI prograns. The correspondence and
menor anda cont enporaneous to the issuance of the COLI contracts
anticipated that Insurer's profit on Taxpayer's COLI program
woul d be derived principally from the one percent interest spread
between the crediting and borrowing rates related to the policy
|oans, rather than from excess nortality charges. However, the
I nsureds covered under Form F contracts lived |onger than
anti ci pat ed. In Year V, Insurer enhanced the nortality elenent
to the dividend calculation for Form F contracts at the behest of
Form F policyhol ders, Taxpayer and others, who detailed concerns
that they would not be obtaining the benefit of the original
bargain 1f Insurer retained the full cost of insurance charges.

The third and nost significant factor in the amount of the
declared dividend was the [oading dividend, which was derived
from the excess of the loading charges specified in the contract
over the actual expenses of admnistering the program  Through
the application of seven different factors used in the
determ nation of the portion of the |oading charge to be
returned, a nmajor portion of the contractually specified |oading
charge is made available to the policyholder at the beginning of
each policy year. For exanple, 1n the fourth year of Taxpayer's
COLlI program beginning on Policy Date, Year X approximately 86
percent of the premum paid for that policy year was returned to
Taxpayer as paid, or approximtely 94 percent of the aggregate
| oadi ng charges specified in the contracts. The dividends
cal cul ated under the COLI contracts corresponded cl ose_lty_ to the
original illustrations, wth the exception of the nodification of
the nortality dividend.

Both Insurer and Taxpayer have treated the Nunber D COLI
contracts as a unified program and the Form F terms of the COLI
contracts, including all endorsenents, have been applied on an
aggregate basis. | transactions, while taking into account
variances inplicit in having age and sex groupings of insureds,
are accounted for on an aggregate basis.

The gross premuns due, in the aggregate for all outstanding
COLI contracts at the beginni n% of each policy year, beginning on
Policy Date, Year T, through the premuns due for the policy year
beginning Policy Date, Year Z, were:
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Pol i cv Year Prem unf'

The cost of insurance charges for the policy years beginning
on Policy Date of each year were:

Policv Year Cost of |Insurance

The interest rates disclosed to Taxpayer for the first six
policy years were as follows:

Policy Basic Crediting Adjustable Loan Adjustable
Year Rat e* Ceditins Rate Loan Rate

*Applies only to the unborrowed portion of policy value.

The corresponding Baa and Mody's Average Corporate rates
from Month 1 of the previous calendar year (the nonths and rates
used as the starting point for the interest rate calculations
under the OOLI contracts),!® and the adjustable loan rates for
each policy year were:

> The periodic reports on the COLI contracts are
i nconsi stent on whether gross premuns are reduced by deaths that
have occurred but which have not been reported as of the date the
premuns are due. The differences are not material and can be
resol ved between Taxpayer and the Revenue Agent.

% The use of the prior Month |I's Baa rate is not in
accordance with the terms of Form F as Month 1 is four nonths,
rather than two nonths, prior to the COLI program anniversary.
This discrepancy is unexplained.
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Mbody' s Average Adj ust abl e
Policy Year Baa Rate Corporates Loan Rate

The amount borrowed by Taxpayer during the first three
policy years, using the COLI contracts' policy values as

security, and the interest at the adjustable loan rate for those
and succeeding years, are as follows:

Policy Year New Borrowi ng Interest Accrued

D vidends nade available to Taxpayer on the first day of
each policy year were:
_ D vi dends as
Loadi ng Mrtality Per cent age of
Year Di vi dend Di vi dend G oss Premunms Due

The relationships of the l|oading charges, the loading
di vidends, and the aggregate prenmiuns are as follows: "’

7 The aggregate nunbers in this table are slightly Iess
than would occur if all insureds were the same age and sex as
under the representative policy used by Taxpayer and the Revenue
Agent. This slight decrease in |oading charges and |oading
dividends as percentages of the premuns occurs because somne
nmenbers of the group of insureds under the Taxpayer COLI program
are male and/or older than the insured under the representative

policy.
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_ Loading Charge Loading Dividend Loadi ng Divi dend
Policy as Percent as a Percent as a Percent
Year of Prem um of Loading Charge_ of Prem um Paid

Wthdrawal s of policy value began in the fourth policy year.
The withdrawal s, which Taxpayer represents were on a roughly pro
rata basis anong the COLI contracts, were in the follow ng
aggregate anounts:

Policy Year W t hdr awal

The conponents described above operated in a unified manner
as contenplated in the illustrations preﬁared b%/ the Insurance
Agent during the study period prior to the purchase of the COLI
contracts. The program also operated in accordance with the
ongoing reports of the manner in which the COLI Plan operated,
whi ch showed substantial simlarity to the illustrations.
Taxpayer notes that there were deviations from the originally
contenplated plan as to the interest rates (which were expected
to fluctuate), the manner in which the dividends were applied
under the contract, and the amounts wthdrawn from each CQOLI
contract's policy values. Nonetheless, the COLI program operated
with only inmaterial variations from the anticipated program --
Taxpayer borrowed in the first three years and used | oading
charge-derived dividends and withdrawals to mnimze its costs in
subsequent years.

Wth the assistance of the Admnistrator, the Insurance
Agent sent periodic reports to Taxpayer detailing the results of
the COLI program providing a summary of anounts due for the
upcom ng year and an annual plan review  Specifically, Taxpayer
was informed of the amount due, and (by age and gender groups)
the prior loans, loan interest due, premunms due, anount of _
premuns borrowed (if any), net amount of premums due, loans in
excess of premuns (if any), and total loans as of the paynent
due date.

In the first three years, the statenments set forth the total
stated premuns for all COLI contracts still in force: (1)
reduced by loans made against the policy values, (2) reduced by
the loading dividends that were treated as paid to Taxpayer
rather than credited to policy values), and (3) increased
beginning at the end of the first policy year) by one year's
accrued loan interest. The final net figure was the amount to be
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remtted to Insurer. During the first two policy years, all of
the loading dividend was credited to policy value which naxim zed
the amount that could be borrowed under the COLI contracts'

terms. Beginning in the third policy year, the |oading dividend
credited at the beginning of the policy year was divided between
aﬁplicati_on to the policy value and payment of the prem um due.
The remaining loading dividend and the revised nortality
dividend" credited at the beginning of the third policy year
were applied to pay the premum

In the fourth through sixth policy years, Taxpayer w thdrew
| arge sums from the COLI contracts' policy values, and all
dividends (loading and nortality) were credited against premuns
due rather than applied to policy value. Accordingly, the
statements detailed the gross premum due, increased by the
accrued loan interest due, and reduced by dividends and partial
wi thdrawal s from the COLI contracts.

~ The following sunmarizes the anounts (with three zeros
omtted) that were taken into account to determne the net amount
to be remtted from Taxpayer to Insurer:

Policy Goss+  Dividends Pol i cy | nt er est Parti al Net Amount
Year Prem um Applied* Loans Due Wthdrawals Remtted

+ The nunber of COLI contracts dropped each year because of
contracts that termnated when the individual insured died.

+ These amounts are only the dividends treated as paid in cash
to Taxpayer and do not include dividends credited to policy

val ues.

After taking into account the dividends, the |oan interest
accrued, the policy values, and the partial wthdrawals, the
aggregate net cash surrender values renmaining in the contracts
were, at all times throughout the taxable years at issue, |ess
than one percent of year end policy value, as shown below:"’

1 The enhancenent of the mortality conmponent of the
dividend in response to the favorable experience is one of the

few differences between the contracts as admnistered and as
illustrated before issuance.

¥ Although the policy values (and death benefits) would
have increased over time had Taxpayer continued to pay prem uns
beyond the first seven to ten years of the policy, the
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Accr ued Net
Unpai d Year End
Year End Pol i cy | nt er est Pol i cy
Pol i cy Pol i cy Loan On Policy Sur r ender
Year Val ue Bal ance* Loans* Val ue*

*Al'l values are actual dollar values; no zeros are omtted.

Taxpayer expected the COLI program to inprove Taxpayer's
profit and loss for financial reporting purposes, taking into
account the tax effects of the borrowing. A though the results
have not been exactly as anticipated, Taxpayer represents that
the effects were generally as predicted by the illustrations.
Taxpayer clainms that the COLlI program had a positive effect on
its financial statenent because the death benefits received and
interest and dividends credited are treated as profit and policy
values (net of policy loans) are treated as an asset, although
interest on the policy loans and premuns paid largely offset
these benefits. The policy loans are not listed as liabilities
on Taxpayer's financial statenents.

For federal tax purposes, the annual increases in the policy
val ues under the policies that are reported as incone in the
financial statements are elimnated from taxable incone on
Schedul e M of Taxpayer's income tax return. Death benefits are
also elimnated from taxable income on Schedule M  Simlarly,
premunms charged on the policies were recorded as expenses on
Taxpayer's financial statenents but reversed on Schedule M and
not clained as deductions from taxable income. Finally, the
interest anmounts charged to Taxpayer on policy loans were treated
as expenses for financial statement purposes and clained as
deductions against taxable incone on Taxpayer's return.

Applicable lLaw and Rational e

(1) Wiether the anounts claimed by Taxpayer as deductions are
interest paid or accrued during the taxable year on indebtedness
within the nmeaning of section 163.

illustrations anticipated that Taxpayer would elect paid-up
status and stop paying premuns before the policy values grew to
any appreciable extent.
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Section 163 allows as a deduction all interest paid or
accrued within the taxable year on indebtedness. However, a
prerequisite to the allowance of any interest deduction is that
the underlying transaction nust have econom c substance apart
fromits tax benefits. In Knetsch v. United States, 364 U S 361
(1960), the Supreme Court applied the econom c substance doctrine
to disallow an interest deduction where it found that "there was
not hing of substance to be realized . . . from [the] transaction
beyond a tax deduction." 364 U S at 366. The Court held that,
because the taxpayer's financing arrangenent wth an insurance
conpany |acked non-tax substance, the transaction did not create
a valid indebtedness for purposes of Federal tax |aw

(a) Wether Taxpayer, in substance, incurred an "indebtedness"
for Federal tax purposes.

The Field contends that Taxpayer's financing transaction
with Insurer is not valid "indebtedness" for tax purposes because
Taxpayer did not, in substance, acquire the use of funds it
otherwise would not have had, and Insurer did not part with the
use of funds from which it otherw se would have derived a
benefit. See Golsen v. Commssioner, 54 T.C 742 (1970}, aff'd,
445 F.2d 985 (10th Gr. 1971), cert. denied, 404 U S 940 (19571)
(collectively Golsen I). See also Goldman v. United States, 403
F.24 776 gloth Gr. 1968). Athough Taxpayer, in form obtained
the use of nmoney from Insurer to pay premuns on the COLI
policies, the totality of the facts and circunstances indicate
that Insurer did not Part with any funds through |loans and did
not acquire the use of any funds through receipt of prem uns.
Wi | e Taxpayer and Insurer arranged for an appearance of cash
transfers that flowed in both directions, a substantial portion
of the amounts paid were returned concurrently with their
payment, creating a circular cash flow

The Field further contends that the circular cash flow was
facilitated and enhanced by the COLI policies' high prem uns.
According to the Field, an analysis of the premuns paid for the
policies, and the insurance benefits and cash surrender values
produced thereby, denonstrates that the premunms were intended to
pay neither for current insurance coverage nor future benefits.
Rather, a substantial portion of the premuns were paid for the
purpose of either being borrowed or funding simltaneous
dividends and partial withdrawals.

During the first three years of the CO.LI policies, purported
policy loans were the primary nechanism used to produce the
circular cash flow After policy year three, the |oading charges
stipulated in the COLI policies increased substantially, thereby
providing a source from which Insurer could "pay" |oading
dividends that effectively offset a major part of the prem uns
ndgue" under the COLI contracts. This relationship is
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demonstrated in the earlier table showing the relationship each
year between contractually specified |oading charge, [ oading
dividend, and prem unms due.

~Insurer informed Taxpayer each year of the amount of the
| oadi ng dividend payable at the beginning of that year when the
premum also was due. The loading dividend had the effect of
returning to Taxpayer a substantial portion of the prem um
simul taneously with its payment. For exanple, in the fifth
policy year, 92 percent of the |oading charge (which was 94
percent of the premum for that year) was returned to TaxPayer as
a loading dividend that "paid" approximately 86 percent of the
premum  In addition, beginning in policy year four, anounts
previously credited to Taxpayer's policy value account were
wi thdrawn by Taxpayer from policy value and credited against
premuns and interest paynents due.

~ The Field contends that the |oading dividends were not true
di vi dends because they were dependent neither upon the experience
of the Insurer nor upon the Insurer's discretion. The Field
argues that the guaranteed aspect of the loading dividends is
denmonstrated by the total inprobability of their not being

decl ar ed. If substantial dividends were not declared in advance
of the policies' anniversary date when the premuns becanme due,
Taxpayer sinply could refuse to pay the premum and elect to have
the policy lapse or convert to reduced paid-up status (in either
event the outstanding debt could be paid off without further cash
outlay by Taxpayer).

The Field also points to correspondence and nenoranda in the
possession of Taxpayer and the Insurance Agent neking clear that
the loading dividend was an inportant part of the CCOLI program
Wth the assurances previously given by Insurer, the Insurance
Agent would be in a position to reassure Taxpayer as to any
concerns about this issue.,

Wth regard to the partial withdrawals from the CQOLI
policies, the ability to make partial wthdrawals of policy value
Is not usual on a fixed premum |life insurance contract.
Odinarily, a withdrawal would be treated as a partial surrender
that would reduce the death benefit proportionally. Further, a
wi t hdrawal of cash value that does not affect the future prem uns
due is also unusual with a fixed annual prem um contract.

Taxpayer contests the contention that the premums for its
COLI policies were artificially high. Taxpayer argues that any
inguiry into the size and structure of the premuns mnust begin
and end with the testing of the contracts under sections 7702
(defining »l1ife insurance contract" for federal tax purposes) and
7702A (establishing a specific limtation on the level of life
insurance premuns in relation to death benefits). Taxpayer
contends that, since the COLI policies are life insurance
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contracts under section 7702 and the premuns for the policies do
not exceed the limts inposed by section 7702A, the premuns on
its COLI policies cannot, by definition, be artificially high
under the standards established by Congress for Ilife insurance.

Taxpayer states that Insurer designed the COLI policy form
secured regulatory approval by multiple states, and offered it on
a non-negotiable basis to Taxpayer as well as to other
prospective corporate purchasers. Taxpayer contends that the
COLl policies' |oading charges provided Insurer with a cushion
agai nst expenses of admnistration. In addition, Taxpayer argues
that using a loading dividend has certain unspecified advantages
over using net premuns for State premum tax purposes.  Taxpayer
al so does not agree that the |oading dividends were contractually
guaranteed or virtually assured. Rather, Taxpayer contends that
Insurer's Board of Directors independently determned each year
whether to pay dividends after taking into account the
characteristics of the COLI prograns, including the large
premuns being paid in the aggregate by the purchasers of the
COLI policies and the inequity to those policyhol ders of holding
| arge surplus generated by those premuns for a full year before
distributing it.

Taxpa%er argues its situation is distinguishable from the
facts of Knetsch, which involved borrowing nearly all the cash
value of an annuity contract. Borrowing an annuity contract's
entire cash value defeats the purpose of the contract -- that is,
the eventual production of annuity paynents. Knet sch' s
transaction with the insurance conpany, therefore, did not
appreciably affect his beneficial 1nterest except to reduce his
tax; that is, Knetsch realized nothing from the transaction
beyond a tax deduction. See 364 U S at 366. In contrast,
Taxpayer clamsthat its CCOLI policies always provide a
substantial anount of death benefit protection in excess of
policy loans. Taxpayer argues that Knetsch does not apply to its
| everaged COLI policies because the substantial |ife insurance
protection provided by those policies ensures that the policies
have econom c substance appreciably affecting Taxpayer's
beneficial interest beyond the realization of a tax deduction.

Taxpayer also contends that the "four out of seven" test in
section 264(c) (1) explicitly permts the first three premuns of
a life insurance contract to be paid by means of policy |oans,
provided the next four premuns for the contract are paid by
other neans (for exanple, policyholder dividends or partial
wi t hdr awal s) . Taxpayer argues that the Field' s circular cash
flow argument is not consistent with either the statute or
published Service position. See Rev. Rul. 71-309, 1971-2 C B.
168 (section 264(c) satisfied where corporate purchaser and
transferee trust cumulatively borrowed in no nore than three of
first seven years); Rev. Rul. 72-609, 1972-2 C. B. 199 (borrow ng
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as to nore than three of first seven years violates section
264 (a}) (3)) .

Wth regard to the CGolsen | case, Wwhich disallowed a
deduction for interest on indebtedness incurred to purchase a
life insurance contract, Taxpayer points out that in Woodson-
Tenent Laboratories, Inc. v. United States, 454 F.2d 637 (6th
Gr. 1972). the Court of Appeals rejected the CGovernnent's
contention that Woodson-Tenent's |leveraged |ife insurance program
on key enployees |acked econom c substance, expressed its
di sagreenment with the Golsen | decision, and allowed a deduction
for Interest on policy loans used to purchase the life insurance
coverage. See also Campbell v. Cen-Tex. Inc., 377 F2d 688 (5th
Gr. 1967) (hereafter Cen-Tex) and Priester Machinery Co. V.
United States, 296 F. Supp. 604 (WD. Tenn. 1969).

Taxpayer also contends that its situation is factually
di stinguishable from Golsen | and other cases that have
di sal | owed deductions for interest on life insurance policy |oans
used to pay premuns. Those cases involved borrowing to prepay
prem ums. In contrast, Taxpayer limted its borrowing to the
amount needed to pay each of the first three |evel annual
premuns as each prenium becane due.? gee CGolsen v United
States, 1980-2 U S. T.C. para. 9741 (C. d. 1980) (upholding
deduction for interest on indebtedness incurred to pay currently
due premuns) (referred to hereafter as Golsen II).<!

Taxpayer notes that both Treasury testinony and Treasury
Reports have discussed broad-based |everaged COLI programs and
acknow edged the tax benefit flowing from the interest deductions
under those prograns. Statenent of Dennis E. Ross, Deputy
Assistant Secretary (Tax Policy), Departnent of the Treasury,
Hearings Before the Subcommittee on Select Revenue Measures,
Committee on Ways and Means, U.S. House of Representatives 32-33
(Mar. 15, 1988); Statement of Kenneth W G deon, Assistant
Secretary (Tax Policy), Departnent of the Treasury, Hearings
Before the Subcommttee on Select Revenue Masures, Commttee on
Ways and Means, U S. House of Representatives 42-43 (Feb. 21,
1990); Departnment of Treasury, Reportto The Consress on the
Taxation of Life Insurance Products (Mar. 1990).

% See discussion below of the definition of "annual
prem unms due™ in conparison to the stated prem uns.

21 This case involved the same taxpayer and life insurance
policies as Golsen I, but different tax years. The Cains Court
In Golsen Il did not view the earlier decision as controlling
with respect to interest on loans nade after Golsen had
limnated the prepaid premum fund.
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Taxpayer also points out that section 264(a) (3) was anended
in 1996 b?/ section 501 of the Health Insurance Portability and
Accountability Act of 1996 (HIPAA), 1996-43 |I.RB. 7, 60, to deny
interest deductions generated by broad-based |everaged COLI
progr ans. In enacting the 1996 changes to section 264, however,
Congress granted transition relief whereby the deduction for
otherwi se allowable interest incurred under then existing COLI
programs is phased out over several years. Taxpayer argues that
the transition relief manifests Congressional recognition that
the broad-based |everaged COLI programs involved valid
i ndebt edness for tax purposes for years prior to 1996 (including
the years at issue), and further contends that its |everaged COLI
program is eligible for the transition relief.

W agree with the Field. Even if Taxpayer's COLI policies
are life insurance contracts other than nodified endowrent
contracts under sections 7702 and 7702a, such qualification does
not preclude a finding that the premuns are artificially high in
the context of determning whether Taxpayer's financing
arrangement has econonmic substance. Taxpayer clainms that it
borrowed from Insurer to finance the paynent of insurance
rem ums. Contrary to Taxpayer's stated purpose for borrow ng,
owever, a substantial portion of the premuns paid for these
contracts did not pay for insurance benefits; instead, they were
paid for the OIpurpose of either being borrowed or funding
simul taneous dividends or partial wthdrawals. The policies'
high loading charges and |oading dividends were specifically
designed for the large enployer COLI market where the | oading
costs were de minimis. Thus, the high premum structure together
with loading dividend and partial wthdrawal mechanisns served no
econonmi ¢ purpose other than to provide the circular flow of cash
necessary to produce the expected tax benefits with a mninmm
cash outlay by Taxpayer.

Furthernore, conpliance with the literal requirenents of
section 264 does not preclude the Service from |ooking bel ow the
surface to examne whether there is real indebtedness for federal
tax purposes. Settled |law nakes clear that section 264 only
concerns actual interest on real indebtedness, L.e., interest on
policy loans that have econom c substance for tax purposes. In
Knet sch, sgupra, the Supreme Court rejected the taxpayer's
argunent that Congress, by anending section 264 effective for
transactions occurring after the taxpayer's, inplicitly apﬁoroved
the taxpayer's claimed interest deductions. The Court held that
the 1954 anendment was intended to further Congress' policy to
disallow interest incurred to produce partially exenpt income and
was not intended to address sham transactions. The Court held
that the taxpayer's problem was caused by his nonconpliance wth
section 163 and not section 264, which is directed at
transactions involving interest payments on actual indebtedness.
In Golsen I, suora, the Tax Court rejected an argunent similar to
that nade by Taxpayer here, stating that "[section 2641 sinply
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denies, or disallows, or prohibits deductions that m ght
otherwse be allowable . . [and] does not confer the right to any
deduction ...." 54 T.C at 755-756. The Tenth Crcuit affirned

the Tax Court in Golsen |, finding "[tlhe fact that Congress
considered it expedient to remedy an avoi dance device which had
at least sone court recognition does not bind us in dealing with
a specific fact situation." 445 F.2d at 990.

W do not interpret the cases and rulings cited by Taxpayer
to hold that all purported policy |oans used to pay currently due
premuns are per_ se Indebtedness for purposes of section 163 or
that interest on such policy loans is deductible so long as
section 264 parameters are satisfied. The legislative history
for the nost recent nodification to section 264 in 1996 nakes
clear that the opposite is true:

Provided the transaction gives rise to debt for Federal
incone tax purposes, and provided the 4-out-of-7 rule is
met,?? a company nay borrow up to $50,000 per enployee,
officer, or financially interested person, and is not

precl uded under section 264 from deducting the interest on
the debt, even though the earnings inside the life insurance
contract (inside buildup) are tax-free, and in fact the
taxpayer has full use of the borrowed funds.

H R Conf. Rep. 736, 104th Cong., 2d Sess. 319-320 (1996) (1996
Conference Report). In addition, Congress stated that no
inference was intended as to the treatment of interest paid or
accrued under prior law Id. at 322. The transaction nust give
rise to indebtedness under general tax law principles, taking
into account the facts and circunstances.

The effect of the transition rule provided in connection
with the 1996 amendment to section 264 is that interest under
some broad-based |everaged COLI prograns, if previously
deductible under general tax |aw principles, continues to be
partially deductible during the phaseout of the deduction.
However, there is no statement, direct or indirect, that suggests
that all broad-based |everaged COLI prograns involved genuine
I ndebt edness.

In this case, the |oading dividend mechanism_ parti al
withdrawal s, and artificial premum structure of Taxpayer's COLI

2 [footnote 23 in Conference Report] Interest deductions
are disallowed if any of the disallowance rules of section
264 (a) (2)-(4) apply. The disallowance rule of section 264(a) (3)
I's not appllcabloe if one of the exceptions of section 264(c),
such as the 4-out-of-7 rule (sec. 264(c) (1)) is satisfied. In
addition to the specific disallowance rules of section 264,
general ly applicable principles of tax law apply.
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policies served no econom c purpose other than to provide the
circular flow of cash necessary to produce the expected tax
benefits with a mnimm cash outlay by Taxpayer. These features
di stingui sh Taxpayer's |everaged COLI from cases and rulings
cited by Taxpayer. Accordingly, those cases and rulings are not
di spositive of the issue of whether Taxpayer's transaction
produced genuine indebtedness.

"I ndebt edness"” has been defined as "an unconditional and
l egal |y enforceable obligation for the paynent of noney."
Autenreith v. Comm ssioner, 115 F.2d 856, 858 (3d CGr. 1940). In
order to be deductible, interest nust be paid on genuine
i ndebt edness, that is, indebtedness in substance and not merely
in form Knetsch, 364 US. at 365. For an indebtedness to exi st
in substance, the borrower nust obtain the use of funds which he
woul d not otherwi se have enjoyed, and the lender nust part wth
the use of funds from which it would have otherwi se derived a
benefit. See Golsen |; see also Rev. Rul 54-94, 1954-1 C B. 53.
Enforceability of a debt under state |aw does not necessarily
mean that it is an "indebtedness" for Federal tax purposes.
Peerless Industries v. United States, 94-1 U S T.C § 50,043
(E.D. Pa. 1994), aff'd in an unpublished ooinion. 37 F.3d 1488
(3@ Gr. 1994).

As Taxpayer did not acquire, and Insurer did not forgo, the
use of any funds as a result of the loans, the Field correctly
determned that the purported policy loans in this case did not
produce "indebtedness" for tax purposes.

(b) Wiet her Taxpayer, in substance, paid or accrued "interest" for
Federal tax purposes.

The Field also contends that the amounts paid by Taxpayer
and denom nated as "interest" by the parties do not, in
substance, represent conpensation for the use or forbearance of
money. A nunber of argunents are nmade to support this
concl usi on.

The first is that, as discussed above, Taxpayer did not
obtain and Insurer did not forgo the use of funds so that there
IS no "indebtedness."

In addition, the Field contends that the parties'
characterization of certain anounts as "interest" disregards both
the manner in which the anounts are determned and the person
with the power to determne the rate to be paid. The anounts do
not represent a charge determned by Insurer (as |ender), based
upon its judgnent about overall nmarket interest rates and the
particular characteristics of a policy |loan secured by policy
val ue. Instead, the "interest" rate is effectively controlled by
Taxpayer and unrelated to the underlying risk.
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To support its contention, the Field points out that the
formula used to derive the adjustable |oan rate under Form F,
designed for l|arge corporate purchasers, produces a rate
substantially higher than the interest rates under other life
insurance policies available to less creditworthy purchasers.
Further, unlike a typical insurance policy loan, the policy |oan
rate is changeable annually at the option of the policyhol der.

Al though the borrowing rate on a policy loan and the
crediting rate for policy value securing that |oan are often
linked {a process called "direct reflection"), the rate chosen as
the base generally bears some relationship to the insurance
company's investment practices by being keyed to a general
comercial rate -- in nost cases, the Mody's Average Corporate
rate. Because the structure of Form F's borrowing and crediting
rates produced a one percent profit spread regardless of the rate
chosen, Insurer was indifferent to the level of the adjustable
loan interest rate charged, a factor not present in nost |ending
transactions, although comon with policy |oans.

The Field contends that the lack of an "interest" character
is further denonstrated by Taxpayer's choice of the higher of the
two available loan interest rates for each year of the program
Taxpayer had the option, exercisable annually, to borrow at a
fixed or adjustable loan interest rate that would apply to all
outstanding loans, as well as to that year's loans, for all
future policy years until changed by Taxpayer. Taxpayer knew
both the fixed and adjustable borrowing rates before naking its
annual decision about which interest rate would apply. For each
year of the program the adjustable loan rate was substantially
reater than the fixed |loan rate. Al though choosing the fixed
oan rate would allow Taxpayer to borrow at a significantly
reduced cost, Taxpayer nonetheless always chose the higher
adjustable loan rate.

Taxpayer contends that choosing the higher adjustable |oan
rate nmade econom c sense because this choice guaranteed that its
borrowing costs were capped at the one percent spread between the
adj ustable loan and crediting rates. Taxpayer also clains that
the interest rates on its CO.I policy loans were well wthin the
range of conmercial market rates for |oans and that the policy
loan rates correlate reasonably well to its average interest
exP_ense for short-term borrowi ng. Taxpayer points out that the
policy loan interest rate, in some years, is less than the
Interest rate applicable to large taxpayers' tax underpaynents
under section 6621(c). Taxpayer further claims that the policy
| oan interest rates were in the range of the short-term rate
under section 482 for respecting |oans between related parties.

In rebuttal, the Field argues that both Taxpayer and |nsurer
understood that the fixed loan rate would not be elected
regardl ess of net cost. There is no evidence that Taxpayer
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inquired about the fixed loan crediting rate in any year. In

| ater years, when Insurer did declare a crediting rate applicable
to policies with fixed rate loans, the spread between the
crediting rate and the interest rate for fixed rate loans was the
same one percent charged on adjustable rate |oans. Nevertheless,
Taxpayer chose the higher rate because it inproved the after-tax
returns on the program by increasing the clained interest
deduction and the anount credited to the COLI policies' tax
deferred inside buildup.

"Interest” is conpensation paid for the use or forbearance
of noney. See, e.g., Qd Colonv RR Co. v. Conmissioner, 284

U S 552 (1932); Deputvyv. DuPont, 308 US. 488 (1940). I nterest
is the charge per unit of time for the use of borrowed noney.
Thomoson v. Commissioner, 73 T.C 878, 887 (1980). In short,

interest is the equivalent of "rent™ for the use of funds.
Dickman V. Conmi ssioner, 465 U S, 330, 337 (1984). This is a
defining feature of interest."”

No deduction for interest is allowed where a taxpayer does

not, in substance, pay an anount for the use of borrowed noney.
Knet sch, suora, 364 U S. at 365; Golsen I, 54 T.C. at 753; Rev.
Rul . 54-94, supra. |In determning whether a paynment constitutes

interest on indebtedness, economc realities govern over the form
in which a transaction is cast; |labels are not determ native.
Anmounts that are conpensation for the use or forbearance of noney
are treated as interest regardless of how the parties designate
the amounts. See, e.q., Rev. Rul. 69-188, 1969-1 C B. 54 (loan
processing fee (poi nts-i); Rev. Rul. 69-290, 1969-1 C. B. 55
(amount paid for privilege of being granted a loan); L-R Heat
Treating Co. v. Conm ssioner, 28 T.C 894, 897 (1957) (bonus or
premum paid by borrower to obtain loan). Conversely, anounts
that are not conpensation for the use or forbearance of noney are
not treated as interest even if the amounts are designated as
"interest" by the parties. See, g.g9., LaCroix V. Conm Ssioner,
61 T.C. 471 (1974) (purported interest paynent treated as a
deposit or down payment on principal due); Rev. Rul. 69-189,
1969-1 C. B. 55 (statenment by lender that entire |oan charge is
interest not sufficient if facts indicate that a portion of the
charge is attributable to services perforned in connection wth
the borrower's account).

W conclude that, based on the facts and circunstances
described, the anounts denominated as "interest" by Taxpayer and
Insurer did not, in substance, represent conpensation for the use
or forbearance of noney. Instead, the anounts denom nated as

23 A second defining feature of interest, i.e., the need to
conpensate the creditor for the risk of nonpaynent associated
with the debtor, is generally not present in an insurance policy

| oan context because the loan is fully secured by policy value.
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"interest" were paid to support an interdependent and circular
structure of charges and credits, the purpose of which was to
I ncrease Taxpayer's tax deductions (while sinultaneously
increasing the anmounts credited to the COLI policies' tax
deferred 1nside buildup).

(c) Wether Taxpayer possessed a non-tax, business purpose fox
the financing transaction wused to acquire the COLI contracts.

Taxpayer contends that it had several non-tax business
reasons for engaging in the COLI program  First, Taxpayer
contends that the economcs of the COLI policies per se inbues
the purchaser with a legitimate business justification for their
urchase. That s, Taxpayer clains that it is inherently a
egitimate transaction for a business to purchase |ife insurance
olicies that provide appreciable net death benefits or that can
e reasonably expected to produce a pre-tax gain over the
duration of the insurance program  Taxpayer clains that its COLI
policies have these characteristics.

In addition, Taxpayer clains that it entered into the COLI
program to finance unfunded enployee benefit obligations.
Taxpayer argues that in Cen-Tex, 377 F.2d at 692, the Fifth
Grcurt explicitly endorsed the |everaged purchase of life
insurance to finance deferred conpensation, and that the Sixth
Grcuit in Wodson-Tenent Laboratories adopted that conclusion.

The Field contends that Taxpayer's COLI financing
arrangement did not have a non-tax purpose but rather was
motivated by the tax benefits to be derived from deductions for
interest paired with tax-deferred inside buildup under the COLI
pol i ci es. Several arguments are made to support this contention

The Field contends that documents prepared contenporaneously
with Taxpayer's COLI transaction, and correspondence between the
I nsurance Agent and Insurer as to policies issued on Form F
generally, denonstrate that Taxpayer's overriding notivation in
entering into the financing arrangement was its desire to obtain
the maximum tax benefit from the deductibility of interest and
acconpanyi ng tax-deferred inside buildup, and hence the highest
possible after-tax return. The documents fail to link Taxpayer's
stated purpose for purchasing the plan (that is, to finance
enpl oyee benefits) and the benefits anticipated from the COLI
program Al though Taxpayer was aware of its large liabilities
for enployee benefits, no specific health care commtnents are
identified nor is any explanation made as to how any health care
commitnents would be "funded" by the program

The Field also argues that no rational relationship exists
between the financing of unfunded enployee benefits and
Taxpayer's COLI program Absent tax benefits due to interest
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deductions, the "additional profits" that Taxpayer claims its
COLlI program produced are illusory. The "profitg" exist only if
the costs associated with producing those anounts, prinarily the
COLlI loans, are disregarded. Taxpayer's contenporaneous

financial projections indicate that Taxpayer would transfer nore
cash to Insurer yearly than it would receive from Insurer.
Taxpayer also knew that if it chose to cancel the COLI Plan, the
\oollcy val ue payable to Taxpayer after repaynent of its CQLI
oans would always be significantly less than the actual cash
paid to Insurer. Accordingly, the Field contends that Taxpayer
could not have reasonably expected the cash flowing to it, even
including death benefits, to correspond to enployee benefits
costs incurred at the time of the enployee's death. Nor coul d
Taxpayer have reasonably expected the polic%/ val ues (including
dividends and interest credited thereto), after taking into
account the loans and the cost of the policy loans, to produce
positive financial results.

In addition, the Field points out that the proceeds from the
COLl program were not earmarked in any way for the provision of
enpl oyee benefits. There is also nothing to indicate how the
apparently arbitrary Amwunt H or Amount J premum used for each
i nsured enployee relates to, or was established to account for,
Taxpayer's purported need to secure death benefits sufficient to
finance enployee benefits. Qher features, such as large early
year policy values, are discussed as desirable for their
| mprovenment on CCOLI policies' rates of return, but wthout
explanation as to how these values would better match the COLI
program gains to the costs of anticipated enployee benefits.
I nstead, Taxpayer's Assistant Treasurer sunmed up the operation
of the program as follows: "The economcs of the program are
essentially generated by the fact that we get tax relief on the
i nterest expense associated with borrow ng against the cash value
of the policies, while the investnent return built up within the
policies and paid out to [Taxpayer] as death benefits are
received as tax-free income."

The Field also contends that Taxpayer did not need to borrow
from Insurer to acconplish the purchase of insurance benefits.
For the first five years of the plan, Insurer charged Taxpayer
total premuns of $143 nillion, which anount was approximately 25
times Insurer's cost of providing insurance Cgthe nortality
charge). Despite the magnitude of the stated prem unms due,

I nsurer required Taxpayer to pay only slightly less than $18
mllion in cash annually in the first five years towards these
charges; the balance of the premuns due was satisfied by the
circular flows related to l|loans, dividends, and wthdrawals.
similarly, although Insurer charged Taxpayer $150 mllion in
interest during the first five years of the program Taxpayer
paid only $77 mllion in cash toward these charges. The Field
contends that the parties anticipated from the beginning that
Taxpayer would never be required to pay the bulk of the purported



199901005

premum and interest charges other than by neans of the circular
cash flow devices. As Insurer was never going to require any
more cash to support the insurance benefits than the net anounts
from Taxpayer as originally illustrated, Taxpa¥er's borrow ng
served no nhon-tax purpose. In fact, the cash Taxpayer paid to
| nsur er aﬁproxi mated Insurer's cost of insurance, expenses, and
profit; this is indicative of the true substance of the
transaction, L.e., the payment of nondeductible premuns. See
Golsen |, sunra, 54 T.C. at 753 (holding that the net cash that
the insured paid to the insurance conpany was the true cost of
the insurance purchased).

w 30 =

The Field also points to Taxpayer's indifference to the
rogramis projected pre-tax losses. The lInsurance Agent provided
axpayer wth several projections of the anticipated performance
of the COLI program Taxpayer was considering for purchase. All
of the projections showed that the COLI program would generate
pre-tax losses and after-tax gains for at least the first forty
years of the program There iIs no indication in Taxpayer's
correspondence with Insurance Agent, nor in Taxpayer's internal
nenoranda, that Taxpayer was concerned about the pre-tax |oss
aspect of the projections.

In rebuttal, Taxpayer argues that the Field s approach
effectively requires the purchase of term insurance rather than
whole life insurance coverage. Taxpayer argues that its
borrowing made possible the nmany benefits associated with whole
life coverage.

Additional |y, Taxpayer contends that the Field s focus on
the tax effects of the borrowi ng conponent of the overall
transaction is msguided. Specifically, Taxpayer believes that a
| everaged purchaser should be in the same econonmic position after
tax as a purchaser who uses working capital. A taxpayer who
purchases a life insurance contract using working capital reduces
its taxable incone by the incone that would otherw se have been
earned on the assets consumed in the purchase. In contrast, a
taxpayer that uses borrowed funds to purchase a life insurance
contract continues to receive the incomne %enerated by its working
capital but incurs an interest expense with regard to the
borrowed funds. Taxpayer argues that, absent a statutory
di sal l owance provision, a leveraged purchaser of a life ‘insurance
contract should receive a tax benefit from the reduction of its
taxable income by the amount of interest paid. Qherwise, the
taxpayer who borrows is taxed nore heavily than the taxpayer that
uses Its working capital.

W agree with the Field that the interest is not deductible
under section 163. A transaction is recognized for tax purposes
only if there is sonme non-tax purpose for the entire transaction.
See Sheldon v. Commissioner, 94 T.C 738, 759 (1990). The key to
this determnation i1s ascertaining whether the transaction is
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rationaII?/ related to a substantial non-tax purpose, considered
objectively in light of the taxpayer's economc situation and

i ntentions. Both the purpose and the neans chosen to effectuate
It must be evaluated in accordance with conmercial practices in
the relevant industry. Cherin v. Commssioner, 89 T.C 986, 993-
994 (1987). This required relationship between purpose and neans
ordinarily will not be found unless there was a reasonable
expectation that the non-tax benefits would be at |east
commensurate with the transaction costs. See Yosha v.

Conmi ssioner, 861 F.2d 494, 498 (7th Gr. 1988).

In Goldstein v. Commssioner, 364 F.2d 734 (24 Cr. 1966},
cert. denied, 385 U S 1005 (1967}, the transactions were real
and conducted at armis length, the taxpayer's indebtedness was
enforceable with full recourse, and her ‘investnents were exposed
to market risk. Nonetheless, the court held that the taxpayer's
| oan arrangement did not reflect a non-tax purpose when the
t axpayer borrowed at four percent in order to purchase property
that returned less than two percent and held no prospect of
appreciation sufficient to counter the interest rate
ditferential. Because the transaction had no non-tax substance,
purpose, or utility, the court disallowed the claimed interest
deducti ons. Accord, Rev. Rul. 81-149, 1981-1 C.B. 77 (no
interest deduction allowed for |oan arrangenent where taxpayer
was required to deposit funds with |ender to obtain Ioan,

I ndi cating that taxFa?/er had no need to borrow funds but entered
into transaction solely for the tax benefits).

Simlarly, in Sheldon, gupra, the Tax Court stated that the
potential for gain was not the sole standard by which it would
judge the econom c substance of the transaction, particularly
where the potential for gain is "infinitesinally nomnal and
vastly insignificant when considered in conparison wth the
claimed deductions."” Sheldon at 768.

Recently, in ACM Partnership V. Comm ssioner, T.C. Meno.
1997-115, the Tax Court disallowed a capital loss clained by
Colgate, a partner in ACM based on its finding that the
transaction |acked econom c substance. The transaction involved
an investnment strategy notivated by tax considerations, but which
Col gate asserted was inmbued with non-tax considerations. Colgate
claimed that the transaction had two non-tax purposes: to provide
an investnent return and to operate as a hedge. As to the
i nvestment aspect, Colgate clainmed that certain notes purchased
by ACM offered the partners a reasonable return on investmnment
pendi ng the occurrence of other steps of the transaction.

However, the court found that there was no profit potential
because of the large transaction costs. The court also dismssed
Colgate's claim that the hedging aspect of the transaction was
rationally related to any non-tax purpose because neither Colgate
nor the other partners needed a hedge inside the partnership as
they were all effectively hedged outside the partnership. The
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court held that Colgate's actions were not consistent wth
rational econom c behavior but were based on the tax |osses
generated by the investment strategy. The court disallowed the
claimed |osses because the transaction served no non-tax purpose
and therefore |acked substance.

In Golsen I, the Tenth Grcuit held that insurance policy
| oans that l|ack econom c substance will not be recognized for tax
purposes notw thstanding the taxpayer's actual purchase of
val uabl e insurance benefits. The court found that the |oan
transactions "superimposed" on the insurance transaction |acked
substance and therefore did not produce interest deductible under
section 163. 445 F.2d at 989. Accord, Estate of Franklin v.
Conmi ssioner, 544 F.2d 1045 (9th Cr. 1976) (no part of
nonrecourse financing is treated as genuine indebtedness if, at
the time of the acquisition of real property, the principal
amount of the debt greatly exceeds the tair market value of the
property securing the debt).

The nenoranda and other docunents prepared prior to,
contenporaneously wth, and after Taxpayer purchased the CQO.I
Plan focus heavily on the tax benefits associated with the |oan
arrangenent . By conparison, they contain relatively little
di scussion of how Taxpayer's COLI Plan was going to facilitate
the financing of enployee benefits. There is not a single
cont enpor aneously prepared docunent drawing a connection, on an
aggregate,. average, or individual basis, between the death
benefits expected to be received from the COLI program and
Taxpayer's stated enployee benefit objectives. Finally, Taxpayer
entered into the transaction despite the substantial pre-tax
| osses shown in the projections it relied upon in entering into
the transaction.

Accordingly, based on all the facts and circunstances, we
agree with the Field s determnation that Taxpayer did not have a
sufficient non-tax business purpose for the financing transaction
used to acquire the COLI policies.

(2) Wiether the relationship of the debt to the annual prem uns
due fails to satisfy the "4 out of 7% test of section 264(c) (1)
and the interest on the debt is disallowed under section

264 (a) (3).

Al t hough we have concluded that the interest deductions
should be disallowed as |acking economc substance, the Field
al so asked whether Taxpayer's transaction neets the "4 out of 7w
exception of section 264(c) (1) to the general disallowance rule
of section 264(a) (3). For purposes of this discussion only, we
shal | assume arquendo that Taxpayer's COLI program gave rise to
genui ne indebtedness and interest for federal tax purposes as
section 264 would not apply otherw se.
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Section 264(a) (3) provides that, except as provided in
section 264(c), no deduction shall be allowed for any anmount paid
or accrued on indebtedness incurred or continued to purchase or
carry a life insurance contract (other than a single premum
contract) pursuant to a plan of purchase which contenplates the
systematic direct or indirect borrowing of part or all of the
increases in the cash value of the contract. Section 264(c) (1)
states that section 264(a) (3) shall not apply "if no part of 4 of
the annual premuns due during the ?-year period (beginning wth
the date the first premum on the contract to which such plan
relates was paid) is paid under such plan by means of
i ndebt edness. "

In this case, the annual premum specified for each of
Taxpayer's COLI policies was either Anount H or Amount J. If the
"annual premuns due" for section 264(c) (1) purposes during each
of the first seven years refers to each policy's specified Anount
H or Anount J annual premum then Taxpayer's borrowi ng woul d
fall within the exception provided by section 264(c) (1).
Accordingly, the question to be resolved is whether the "annual
premunms due" in section 264(c) (1) refers to the gross, annual
prem uns specified in each COLI policy.

~The issue presented by the Field is whether the "annual
premuns due" for purposes of section 264(c) (1) are the Amunt H
or Amount J annual premuns on the specifications page of each
Fol|cy or whether the apparent premuns are to be reduced by the
oading dividends that were intended to be, and were, taken into
account as offsets on the billing statenment at the beginning of
each policy year. That is, do the annual prem uns on Taxpayer's
COLI policies exclude the loading dividends. A high percentage
of each premum is allocable under Form F to "loading charges" in
policy years four through seven -- an anount known to be in
excess of the anticipated costs. The loading charge ensured that
I nsurer always had funds dedicated to the payment of the | oading
dividends. Beginning in policy year four, Taxpayer on the first
day of the policy year was credited with dividends sufficient to
offset the COLI policies' gross prem uns amostin their
entirety. The Field contends that Taxpayer never expected to
pay, and Insurer never expected to receive, the premum nomnally
stated in the policy. Rather, Taxpayer expected to pay
essentially only the cost of insurance charges and the one
percent differential between the borrowing and crediting rates.

Taxpayer contends that, as a matter of law, the "4 out of 7v
rul e under section 264(c) (1) is applied using the r4 annual
premuns due during the [initial] ?-year period." Taxpayer
points out that the regulation inplenmenting the 4 out of 7 rule,
section 1.264-4(d) (1) (i) of the Income Tax Regulations, is franed
in terns of "annual premuns due . . beginning with the first
premium on the contract," that subsection (ii) of these
regulations refers to "the stated annual prem uns due," and that



199901005

- 34 -

subsection {iv) refers to an "annual gross premum" Taxpayer
claimst hat Congress was aware that policyhol der dividends coul d
affect the economcs of leveraged life insurance purchases but
did not intend for such dividends be taken into account when
applying the "4 out of 7w rule. As supgort for this claim
Taxpayer cites an exanple in the 1963 Bl uebook describing then
current bank loan insurance or mninum deposit insurance plans.
See Joint Conmittee on Taxation Staff, Staff bpescriptionof HR
8363. The Revenue Act of 1963. as Passed bv the U S. House of
Repregentatives, 88th Cong., 1st Sess. 61 (1963 Bl uebook).

W do not find Taxpayer's arguments to be persuasive in view
of the particular facts and circunstances of this case. The
| oading dividends received by Taxpayer are materially different
from the dividends in the exanple in the legislative history of
section 264. The facts of this case provide anple basis to
conclude that these |oading dividends would be determ ned b¥1
reference to the contractually stipulated |oading charges that
were ostensibly being inposed at the sametine -- rather than
being based on Insurer's experience, or the discretion of
managenment, or any usual source of dividend payment. Neither
Taxpayer nor Insurer intended that the gross annual premum
specified in each COLI policy actually be paid during each of the
first seven contract years. Rather, it was contenplated from the
outset that these contractually pre-arranged |oading dividends
woul d reduce the premuns actually required to be paid in years
in which no borrowing occurred. This contrasts with the nornal
dividend structure of life insurance contracts generally, both as
to the virtual certainty of its payment and as to the dividend
bﬁi ng funded directly from a premum allocation to an overstated
char ge.

We conclude that, for purposes of section 264(c) (1), the
"annual prem uns due" under each COLI policy equals the Amount  H
or Amount J annual premum on the specifications page of the
policy reduced by the loading dividends. Accordingly, Taxpayer
has failed to satisfy the "4 out of 7" exception under section
264 (c) (1) .

[nsurable Interest 1ssue

For purposes of discussing the issues raised by the Field
and the Taxpayer, this menmorandum has assuned arquendo the
exi stence of an insurable interest to support the COLI contracts.
| f Tax(fager did not have an insurable interest in the enpl oyees
covered by the COLI program when the contracts were issued under
the law of State A, the contracts insuring those |ives would not
be life insurance under applicable law and would fail to qualify
as life insurance under section 7702. Since the Field has not
questioned whether Taxpayer had an insurable interest in its
enpl oyees when the COLI contracts were issued, we have not
addressed the issue in this menorandum  No conclusions on our
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part should be inferred from the failure of this nenmorandum to
address the point.

Reauest for Relief Under Section 7805 (b)

Taxpayer has requested relief, under section 7805(b), from
the retroactive application of the holdings of this nenmorandum to
taxable years ending before its issuance. Section 7805(b)
provides that "[tlhe Secretary may prescribe the extent, if any,
to which any ruling or regulation, relating to the internal
revenue laws, shall be applied without retroactive effect."”

- Section 301.7805-1(b) of the Inconme Tax Regulations
provi des:

Retroactivity. The Commi ssioner, with the approval of the
Secretary, may prescribe the extent, if any, to which any
regulation or Treasury decision relating to the internal
revenue |aws shall be applied without retroactive effect.
The Comm ssioner may prescribe the extent, if any, to which
any ruling relating to the internal revenue |aws, issued by
or pursuant to authorization from him shall be applied

wi thout retroactive effect.

Taxpayer requests section 7805(b) relief asserting that (1)
it relied on existing statutory rules, regulations, rulings, and
on public statenents and reports of Treasury Department
officials; and (2) the Service is adopting new standards to deny
its interest deductions. Taxpayer also asserts that section
7805(b) relief would be consistent with Congress's decision in
1996 to tailor a phase-out nechanism for existing COLI plans when
it passed legislation elimnating the interest deduction for
br oad- based COLI prograns.

There is no regulation, revenue ruling, notice, or revenue
procedure of the Service explicitly addressing whether a taxpayer
Is entitled to interest deductions under the facts presented in
this case. Thus, this is not a situation where section 7805(b)
relief mght be appropriate because a taxpayer relied on an
official pronouncenent of the Service. Nor was Taxpayer issued a
prior private letter ruling or technical advice menorandum
covering the issue which mght forma basis for section 7805 (b)
relief. See section 17.01 of Rev. Proc. 98-2, 1998-1 |.R B. 74.

Taxpayer points to the 1988 and 1990 Treasury testinmony and
a 1990 Treasury report, all of which are cited in the |egal
anal ysis above, as support for its position that COLI |oan policy
interest deductions are allowable. Both the Treasury testinony
and the report describe only in general terns the tax.
consequences of certain insurance products. Nothing in the
testinony or the report indicates that Treasury thought the
Service was precluded from (1) examning a particular CQO.
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program undertaken by a taxpayer, and (2) determining that the
transaction does not give rise to an interest deduction under the
Code. Nor is there any indication in the report that Treasury
examned all aspects of a particular insurance product and
intended to provide guidance to taxpayers on the tax consequences
of that product. After carefully reviewing in their entireties
the Treasury testinony and report cited by Taxpayer, we do not
beli eve that these docunents would form a basis for section
7805(b) relief under the facts presented here.

Nor do we find Taxpayer's arguments wth respect to the 1996
COLlI legislation conpelling. As discussed earlier, in the
legislative history for the 1996 |egislation, Congress epr|C|tIy
noted that an interest deduction is permssible "provided the
transaction gives rise to debt for Federal income tax purposes.
1996 Conference Report at 319. The legislative history also
states that, "In addition to the specific disallowance rules of
section 264, general |y appllcabIeJorlnci ples of tax law apply."
I14. at 320, fn. 23. in anending section 264, Congress noted
that no inference is |ntended as to the treatnent of interest
paid or accrued under present law." Id. at 322.

W do not agree with Taxpayer's assertion that we are
applying new standards to deny its interest deduction. W are
applying existing law to determne (1) whether Taxpayer, in
ubstance, incurred an indebtedness for Federal tax purposes; (2)
whet her Taxpayer, in substance, paid or accrued interest for
Federal tax purposes; (3) whether Taxpayer possessed a non-tax,
busi ness purpose for the financing transaction used to acquire
the COLI contracts; and (4) whether Taxpayer satisfied the "4 out
of 7w test of section 264. W do not believe that the absence of
authority applying existing principles of law to Taxpayer's facts
is a sufficient basis for granting section 7805(b) rellef.

In sum for the reasons discussed above, Taxpayer's request
for section 7805(b) relief is denied.



