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Magistrate Finds “[H]aystack has no needle!”
Recommends Denial of Summary Judgment
Motions in Pre-1986 COLI Case
by Frederic J. Gelfond

This article does not constitute tax, legal or other advice
from Deloitte Tax LLP, which assumes no responsibility
with respect to assessing or advising the reader as to tax,
legal or other consequences arising from the reader’s partic-
ular situation.

Despite foreboding during the Oct. 12, 2006 hearing on
the subject motions1 that he could not weigh the credi-
bility of experts, or their conflicting opinions, “as a jury
would ultimately do,” the Chief U.S. Magistrate Judge
in the Xcel Energy leveraged COLI2 case, “thoroughly
thrashed the ‘stacks of papers ever so many more times,’”
and concluded that summary judgment in favor of
either party in this economic substance matter “would
be legally impermissible.”3 As such, the magistrate judge
recommended that the parties’ cross-motions for sum-
mary judgment regarding the taxpayer’s right to a
COLI-related interest deduction be denied.  In addition,
the magistrate recommended that portions of the gov-
ernment’s motion to strike testimony of certain taxpay-
er witnesses be granted, and that the taxpayer’s motion
to strike certain government testimony be denied.  

This was actually the second set of cross motions
for dispositive relief in this case; the first set 
having been submitted before the completion of
discovery.  In reaching his conclusion, the magis-
trate judge noted, without further asserting they
were the determinative tests, the following open
questions that the district court set forth in deny-
ing the initial summary judgment motions: (1)
whether the subject life insurance policies pre-
sented a real opportunity for a risk-based gain or
loss based upon the actual mortality of the
insured employees; and (2) whether, absent the
interest deductions, the plan could generate 
a pretax profit for the taxpayer.4

While the parties naturally sought to respond to these
open items in this second round of summary judgment
motions, the magistrate judge observed the parties’ 
vastly differing views of the transactional facts, the vary-
ing standards under which the opposing expert 
witnesses contended such facts should be interpreted,
and the diverse tests the two sides argued should 
be applied in deciding an economic substance case
involving insurance.

In 53 pages of text, the report generally describes sever-
al of the parties’ arguments and factual assertions relat-
ing to such items as the existence or meaning of positive,
unencumbered inside build-up of cash values in the
policies, positive pre-tax cash flows and profits, expected
mortality gains and the use of “out-of-pocket” cash to
pay premiums in four out of the first seven policy years.
Noting that some of these factors were deemed relevant
in other recent tax cases, the report indicated that they
were not necessarily determinative with respect to the
matter at hand.  

The one substantive recommendation the report does
make, however, involves the taxpayer’s argument that it
is entitled to summary judgment as a result of the tax-
payer’s compliance with the Internal Revenue Code 5
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1 Xcel Energy v. United States, Transcript of Hearing on Oct. 12, 2006, at page 5.

2 Corporate-owned life insurance.

3 Xcel Energy, Inc. v. United States, Report and Recommendation of Chief U.S. Magistrate (Feb. 14, 2007), note 5.

4 See Order, Docket No. 64 (Oct. 12, 2005).

5 Section references herein are to the Internal Revenue Code of 1986, as amended.



Section 264(d)(1) four-out-of-seven rule.6

That rule provides an exception to the general
policy loan interest deduction disallowance
provision contained in Section 264(a)(3).
The magistrate judge cited several cases that
relied on Knetsch7 in finding that the inappli-
cability of the Section 264 interest deduction
disallowance rule does not, by itself, entitle a
taxpayer to an interest deduction under
Section 163.  In other words, Congress did not overrule
Knetsch through its enactment of the exceptions con-
tained in Section 264.

The report does not contain a recommendation on
whether the law in the Eighth Circuit on economic sub-
stance requires a taxpayer to demonstrate both objective
economic substance and subjective business purpose for
entering into a transaction, or whether a showing of
either one or the other is sufficient.

The trial in this case is currently slated to begin on July
24, 2007.  At that time, it is expected the district judge,
or potentially a jury, will provide a new set of eyes in
searching for that “needle in the haystack” the magistrate
judge worked so hard to find.

Supreme Court Will Not Hear Dow Chemical Co.
COLI Case
by Samuel A. Mitchell

The Supreme Court has denied Dow Chemical
Company’s petition for certiorari in its corporate-owned-
life-insurance (COLI) case.  Dow Chemical Co. v. United
States, 75 U.S.L.W. 3207 (Feb. 20, 2007).  Dow is the
only COLI litigant thus far to convince a trial court that
its COLI program had economic substance aside from
the tax benefits from interest deductions on plan bor-
rowings.  However, last year the U.S. Court of Appeals
for the Sixth Circuit Court, over a strong dissent,
reversed the trial court’s ruling.  Dow Chemical v. United
States. 435 F.3d 594 (6th Cir. 2006).  Thus, the appeals
court disallowed Dow’s interest deductions.  Litigants in
COLI cases typically try to demonstrate that a program
has economic substance aside from tax benefits by show-

ing, among other things, that the plan has positive cash
flow and unborrowed inside build-up (net equity) over
time.  Dow convinced the trial court that its plan met
both of these requirements.  However, the Sixth Circuit
held as a matter of law that Dow could not demonstrate
economic substance because it based much of its analy-
sis on speculative future cash infusions.  According to
the Sixth Circuit, in analyzing whether a transaction has
economic substance for tax purposes, a trial court can-
not consider evidence of an intent to make future cash
infusions unless the party shows that it is required by
contract to make the infusions or unless they are consis-
tent with past practice.  The tax bar in general perceived
this unworkable legal standard as a misapplication of
Supreme Court precedent in the economic substance
area.  Dow highlighted the issue in its petition for certio-
rari to the Supreme Court, and the U.S. Chamber of
Commerce, among other amici supporting Dow’s posi-
tion, argued that the holding has the potential to wreak
havoc in normal corporate tax planning, well beyond the
COLI context.  The Supreme Court, evidently
unmoved by this argument, let the lower court’s ruling
stand.  This may not be the end of the story as far as the
Supreme Court is concerned.  There are a number of
other COLI cases in the administrative process, and at
least one case, Xcel Energy v. United States, Civ. No. 04-
1449 (D. Minn.), is scheduled for trial in the near
future.  See the accompanying tidbit on the Magistrate’s
decision in Xcel.  The Supreme Court usually does not
take cases unless they create a clear conflict among the
lower courts.  The Sixth Circuit’s holding presents an
opportunity for a conflict arising from one of the other
cases to be decided in the next few years.

The tax bar in general perceived this
unworkable legal standard as a misap-
plication of Supreme Court precedent in
the economic substance area.
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6 Section 264(d)(1) provides an exception to the Section 264(a)(3) policy loan interest deduction disallowance rule if the taxpayer pays
four out of the first seven years’ annual premiums due with unborrowed funds.

7 Knetsch v. United States, 364 U.S. 361 (1960).
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IRS Updates MEC Closing Agreement Procedures in
Rev. Proc. 2007-19
by Stephen P. Dicke

On Jan. 26, 2007 the IRS released Rev. Proc. 2007-19,
which basically updates the procedures for obtaining an
IRS closing agreement to correct I.R.C. § 7702A fail-
ures (creating a “MEC” or modified endowment con-
tract) under Rev. Proc. 2001-42.  More specifically, Rev.
Proc. 2007-19 updated Rev. Proc. 2001-42 by (1)
updating and revising the indices used to compute the
“toll charge” for the MEC closing agreement, in part to
make these indices more accessible to taxpayers; (2) con-
firming that exhibits for closing agreement requests may
be submitted in PDF, CD-ROM or other acceptable
electronic formats; and (3) updating the address for sub-
mitting the executed closing agreements with the “toll
charge” payments.  In addition, Rev. Proc. 2007-19 rec-
ognized that further changes to Rev. Proc. 2001-42 may
be warranted, and referred specifically to the companion
IRS Notice 2007-15 (released on the same date and dis-
cussed in another article in this Taxing Times), which
requested comments by June 12, 2007 on a variety of
issues affecting closing agreements for life policies under
I.R.C. § 7702A, § 7702 and § 817(h).  Notice 2007-
15 also published the latest IRS model closing agree-
ments for such issues.  However, neither Rev Proc.
2007-19 nor Notice 2007-15 discussed the IRS proce-
dures for allowing “companion” closing agreements that
correct both I.R.C. § 7702 and § 7702A failures
simultaneously in the same policies (for a reduced over-
all “toll charge”). 

IRS Uses Reserve Questionnaire on Audit
by Peter H. Winslow

For several years, IRS auditing agents have used a stan-
dard “IRS Section 807 Reserve Questionnaire” in their
audits of life insurance companies.  The questionnaire
usually is given to the company in an Information
Document Request (IDR) at an early stage of the audit.
The answers to the questionnaire typically are used by
the auditor to examine general tax reserve compliance
and to identify particular areas for follow-up IDRs and
examination.  A former version of the questionnaire can
be found in the Internal Revenue Manual at 4.42.4.6.5.
In 2005, the questionnaire was revised with relatively
minor changes.

Other than ensuring that all aspects of I.R.C. § 807(d)
generally have been complied with, the reserve question-

naire focuses its attention in three broad areas.  First, the
questionnaire asks for a comparison of statutory reserves
to tax reserves broken down by both the type of insur-
ance coverage and the reserve category under I.R.C. §
807(c).  The Internal Revenue Manual at 4.42.4.6.4
instructs agents to compare stat/tax reserve differences to
guideline ratios that were developed by the IRS Life
Insurance Industry Specialist from Forms 8390 filed
before the repeal of Section 809.  The objective is to
identify tax reserve amounts that fall outside the 
industry norm when compared to statutory reserves so
that the audit can be focused on the most likely 
problem areas.

In our experience this reserve ratio analysis usually will
not result in many reserve issues where the stat/tax ratios
fall outside the industry norms.  Differences are usually
explained by such factors as the introduction of new
products, reinsurance or maturing business in run-off
mode.  Most of the audit adjustments that result from
the ratio analysis arise where tax reserves equal statutory
reserves.  Agents want to know why this is the case.  Is it
because the statutory cap on tax reserves applies?  If so,
IRS agents may ask why tax reserves otherwise would
exceed statutory reserves, but for the cap.  If statutory
reserves capping is not the reason why statutory reserves
equal tax reserves, than other potential Section 807(d)
compliance issues naturally arise.

The second general focus of the reserve questionnaire is
to identify instances where approximations have been
used to compute tax reserves.  The questionnaire asks
whether contract-by-contract comparisons have been
made with net surrender values and statutory reserves, or
whether approximations have been used.  It also asks
whether approximations have been used in calculating
net surrender values, the reserve methods, interest rates
and mortality or morbidity tables.  The Internal
Revenue Manual does not tell agents what to do when
they discover that approximations have been made.
Some agents are satisfied with a demonstration by the
company actuary that the approximation is reasonable
and does not yield a tax reserve deduction in excess of
the amount that would result from a precise Section
807(d) calculation.  Other agents have insisted on an
exact calculation, and if it is not forthcoming, have 
proposed to disallow reserves that exceed the amounts of
the net surrender values.  As I described more fully in
the December 2005 issue of Taxing Times, page 8, these
proposed adjustments arising from tax reserve approxi-
mations usually are resolved at Exam and Appeals by 
a reasonable compromise.

: T3: Taxing Times Tidbits

from pg. 31

32 4TAXING TIMES

Stephen P. Dicke is a partner 

with the Washington, DC law

firm of Scribner, Hall &

Thompson, LLP and may be

reached at sdicke@

scribnerhall.com.

Peter H. Winslow is a partner

with the Washington, DC law

firm of Scribner, Hall &

Thompson, LLP and may be

reached at pwinslow@
scribnerhall.com.



The third focus of the reserve questionnaire is
the one that results in the most proposed
adjustments.  The questionnaire asks whether
there were any changes made in reserve meth-
ods or assumptions from one year to the next,
and, if so, to provide the affected reserves, a
description of the old and new methods and
the amount of the increase or decrease in the
reserves as a result of the change.  The Internal
Revenue Manual instructs agents to examine
whether the company complied with Section
807(f ) and Rev. Rul. 94-74, 1994-2 C.B. 157, with
respect to these changes.  Many, if not most, reserve dis-
putes recently raised by IRS agents involve changes in
basis of computing reserves, particularly with respect to
the retroactive application of Actuarial Guidelines 33
through 39.  If the I.R.C. § 807(f ) issues cannot be
resolved at the Exam level and go to IRS Appeals, any
settlement must by coordinated through the Appeals
Life Insurance Industry Coordinator.  This coordination
usually has not been an impediment to settlement,
except in cases dealing with the retroactivity of actuarial
guidelines.

IRS officials have informally said that they are working
on another reserve questionnaire to replace the one cur-
rently in use.  We will have to wait to see whether a new
questionnaire will result in a change in the IRS’
approach in auditing tax reserves and cause new reserve
issues to be raised.

IRS Auditing Agents for I.R.C. § 412(i) Plans Are
Making Many Inappropriate Challenges
by Stephen P. Dicke

As IRS agents continue their extensive audits of I.R.C. 
§ 412(i) qualified retirement plans and the insurance
policies required to fund them, the agents’ audit reports
are reflecting a variety of novel, and in some cases 
highly questionable, grounds for challenging the favor-
able tax treatment of such plans and policies.  Among
such novel grounds for challenging such tax treatment
are the following:  

(1) the safe harbor valuation of a life policy under Rev.
Proc. 2005-25, which is to be used upon a “rollout”
or distribution of such a policy from the I.R.C. §
412(i) plan, also should be used for valuing the pol-
icy while held in the plan for various other purposes
(e.g., for computing the employer’s contribution
deduction or for determining overfunding); 

(2) a plan is disqualified under I.R.C. § 412(i) because
the policy was a “springing cash value policy”; 

(3) the I.R.C. § 412(i) plan is disqualified because the
annuity policy either (a) allows flexible premiums,
(b) lacks provisions dealing with excess funding or
(c) does not have benefit options that match those
under the plan (e.g., joint and survivor options); 

(4) the I.R.C. § 412(i) plan is automatically disqualified
because the life policy contains loan provisions; 

(5) an I.R.C. § 412(i) plan with a “springing cash value”
policy is a “listed transaction”; 

(6) a policy’s relatively high early surrender charges or
exchange right provisions make the policy an “abu-
sive” product when sold into an I.R.C. § 412(i)
plan; and 

(7) if the plan administrator buys one or more policies
where the total illustrated values at relevant times
exceed the plan benefit amounts for a participant,
this is the fault (or responsibility) of the insurer (not
the plan administrator).  

These various grounds for challenge suggest that many
IRS auditing agents are using a “shotgun” approach to
attack these plans.  They also reflect a general failure to
distinguish between terms of the life insurance policy
and the administration of the plan.  For instance, in
some cases the agents are inappropriately suggesting that
a life insurance policy that otherwise qualifies under
I.R.C. § 7702 is “abusive” when, in fact, the basic prob-
lem may be with the administration of the plan. 3

We will have to wait to see whether a
new questionnaire will result in a
change in the IRS’ approach in auditing
tax reserves and cause new reserve
issues to be raised.
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