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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  
THE CONCLUSION OF THIS WASHINGTON REPORT. 

The U.S. District Court for the Southern District of Alabama granted, with one 
exception, AIG's motion for summary judgment relating to (and dismissal of) claims of 
fraud and negligence based upon statements and representations allegedly made during 
the marketing of a VEBA which held AIG life insurance policies.  In contrast, the Court 
also ruled, with respect to the one exception, against the granting of the motion and held 
that claims of negligence and fraudulent concealment relating to the failure to provide the 
plaintiffs with certain information, including the Treasury Regulations issued under 
Revenue Code section 419 in July 2003, could go forward. 

In J&M Associates, Inc. v. Callahan, __F. Supp. 2d.__, Civil Action No. 07-0883-CG-C (S.D. 
Ala. 11/12/2010), a VEBA product designed to be used with life insurance policies issued by AIG was sold 
in 2004 to the plaintiff, J&M Associates ("J&M"), a Mississippi corporation engaged in the business of 
leasing employees and providing services to industrial and marine clients.  Sometime after 2006, the 
Internal Revenue Service found that the VEBA adopted by the plaintiffs was similar to the transaction set 
forth in Notice 95-34 (i.e., a trust arrangement that purported to qualify as a multiple employer welfare 
benefit fund exempt from the limits of sections 419 and 419A) and, as a result, was a reportable listed 
transaction pursuant to Notice 2001-51.  (For more information regarding listed transactions, see our 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref10-122.pdf
http://www.aaluwr.org/majorrefs/Ref10-122.pdf
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Bulletins Nos. 09-83 and 95-50.)  The IRS then assessed penalties of approximately $400,000 under 
§ 6707A for the failure of J&M to disclose its participation in a listed transaction.  (See our Bulletin No. 
09-77 regarding the IRS' assessment of penalties under § 6707A.)  Following this assessment, plaintiff filed 
suit against AIG, among others, alleging breach of contract, negligence, wantonness, fraud, fraudulent 
concealment and civil conspiracy relating to J&M's enrollment in the VEBA.  AIG filed a motion for 
summary judgment against J&M relating to these claims. 

 
The Court found that an agency relationship may have existed between AIG and one of the 

promoters selling the VEBA to J&M and, as a result, reviewed each of J&M's claims against AIG based 
upon the statements and representations made by that promoter. 

 
According to the complaint and subsequent pleadings made by plaintiff, Lalat Pattanik (the person 

with whom AIG may have had an agency relationship) was part of a group of individuals who allegedly 
represented to the plaintiff that the VEBA was a flexible plan under which J&M would be entitled to tax 
deductions for the contributions used to pay premiums on life insurance policies on the participants' lives; 
the VEBA would provide the participants with lifetime tax benefits; and tax-free money would be paid to 
the beneficiaries at the end of a period of time.  Additionally, the plaintiff was allegedly told that it had to 
make contributions to the VEBA for only five years, and that, after ten years, the participants could start 
drawing their retirement by borrowing from the insurance policies purchased by the VEBA.  Furthermore, 
Mr. Pattanik represented that, in the event J&M could not make contributions according the schedule, the 
plan was flexible enough to allow J&M to reduce or temporarily cease its contributions. 

 
Included in a due diligence package prepared with the marketing materials presented to J&M were 

a number of documents addressing the legality and tax effects of the adoption of the VEBA product.  The 
due diligence package, however, allegedly omitted two items: (1) a copy of a letter from the Reish law 
firm, which was engaged by the VEBA's third party administrator to review the plan, in which it expressed 
concerns about the VEBA plan in light of the § 419 regulations issued in 2003; and (2) a copy of the final 
regulations issued in 2003.  (See our Bulletin No. 03-72 for a discussion of these regulations.)  A 
disclaimer was included in the due diligence package indicating that the package should not serve as legal 
or accounting advice and encouraging J&M to consult its own tax advisers.  

 
Despite the representations made to J&M, the plan and trust documents signed by J&M when 

adopting the VEBA did not include many of the features discussed by Mr. Pattanik.  In 2005, following 
Hurricane Katrina, J&M had difficulties making contributions to the VEBA according to the payment 
schedule and attempted to reduce or temporarily cease making such contributions. In response, J&M was 
informed by Mr. Pattanik that, if J&M did not make the required payments to the VEBA, it would be 
subject to a 100% penalty tax.  Sometime thereafter, the IRS assessed the § 6707A penalties against J&M. 

 
The Court found that, notwithstanding the representations made by the promoters, the plan and trust 

documents signed by J&M clearly delineated J&M's and the participants' rights and responsibilities under 
the VEBA plan.  As a result, all fraud and negligence claims based upon the representations made by Mr. 
Pattanik regarding (1) purpose of the plan, (2) the tax attributes of the plan, and (3) the flexibility of the 
plan were dismissed because J&M could not have reasonably relied upon such statements.  Through 
ordinary prudence (i.e., reading the plan documents), J&M should have discovered that Mr. Pattanik's 
alleged misrepresentations contradicted the plan documents.  As a result, AIG was granted summary 
judgment regarding J&M's allegations of fraud and negligence based upon such statements by Mr. 
Pattanik. 

 
However, the Court allowed the case to proceed with regard to claims of negligence and fraudulent 

concealment, among others, with regard to the failure to include in the due diligence package the 419 
regulations issued in 2003 and the January 27, 2004 letter by Reish raising questions regarding the VEBA. 
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This case is another in a line of cases which hold that allegations of negligence and fraud 

generally will not be sustained when justifiable or reasonable reliance cannot be proven.  Previous 
Washington Reports have addressed allegations of fraud and negligence in the context of 412(i) plans.  
(See our Bulletins Nos. 10-116, 10-95, 09-95, 09-69, and 06-42.) 

 
Of note in J&M Associates, however, is the fact that the Court did not find as a matter of law that 

the plaintiff itself should have or could have obtained a copy of the 2003 regulations by exercising ordinary 
prudence. 

 
Any AALU member who wishes to obtain a copy of J&M Associates, Inc. v. Callahan may do so 

through the following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU 
website at www.aalu.org and enter the Member Portal with your last name and birth date and select Current 
Washington Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and 
include a reference to this Washington Report. 

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

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

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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