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

This is the third case (Zarrella III”) involving Plaintiffs, Zarrella Construction 
and Larry Zarrella, and Defendant, Pacific Life Insurance Co. (“Pacific 
Life”), on which we have reported. (See our Bulletins Nos. 10-116 and 11-35. 
For cases with a similar fact pattern see Berry v. Indianapolis Life Insurance 
Company and Patel v. Pacific Life Insurance Co., discussed in our Bulletins 
Nos. 09-95 and 11-28.) In Zarrella I and Zarrella II, a U.S. District Court in 
Florida dismissed the original and amended complaints alleging fraud and 
negligence against Pacific Life with regard to the sale of life insurance policies 
used to fund a Revenue Code section 412(i) plan. Since those complaints were 
dismissed without prejudice, however, the Plaintiffs were free to continue the 
litigation, and they apparently filed a “Second Amended Complaint” on April 
12, 2011. In a fourth decision in this case (“Zarrella IV”) the court dismissed 
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some of the causes of action in the Second Amended Complaint, while 
allowing others to proceed. In Zarrella III (see our Bulletin No. 11-55), the 
Plaintiffs moved to compel the production of additional, allegedly privileged, 
documents from Pacific Life, which motion was granted in part. The court 
denied some of these motions and granted others. In this apparently endless 
litigation, Plaintiffs, on the same day that the Zarrella IV decision was 
published, filed an additional motion “In Reply to Defendant Pacific Life 
Insurance Company’s Response in Opposition to Plaintiffs’ Motion to Permit 
the Deposition of Third Party Charles Epstein to Proceed.” No decision has 
been rendered on this motion thus far.  

 
Under the facts as alleged in the original and amended complaints, plaintiff Zarrella 
Construction, Inc. purchased nine individual policies from Pacific Life in 2003 for use in 
funding the company's 412(i) plan. [Note: Section 412(i) was renumbered as section 412
(e)(3) as part of the Pension Protection Act of 2006, effective for plan years beginning 
after 2007.  For the years at issue in the Zarrella litigation, however, the relevant section 
was 412(i).]   

A section 412(i) plan is one that is funded exclusively through the purchase from a life 
insurance company of individual annuity or life insurance contracts, or a combination 
thereof.  A plan that meets the six requirements of section 412(i) for the plan year is 
exempt from section 412 minimum funding requirements for the year.   

As has been discussed in previous Washington Reports, in 2004 the Revenue Service 
issued two revenue rulings declaring that 412(i) plans containing certain design features 
will be considered illegal and abusive tax shelters.  (See our Bulletins Nos. 10-95, 09-69, 
06-42, 06-38, 04-29 and 04-28.)  In 2007, after completing its audit of the plaintiff's 412(i) 
plan, the IRS informed the plaintiffs, Zarrella Construction and its sole officer and 
shareholder, that the plan failed to satisfy the requirement under section 412(i)(3).  
Pursuant to that section, the benefits provided by the plan should be equal to the benefits 
provided under each insurance contract at normal retirement age. 

Alleging that the audit resulted in substantial and ongoing fees and expenses, plaintiffs 
filed a class action against Pacific Life asserting breach of contract, various fraud and 
negligence-based claims, and violations of Florida law.  In ruling on Pacific Life's motion 
to dismiss, the court in Zarrella I dismissed all but the plaintiffs' breach of contract claim.  
In dismissing the fraud-based claims, the court noted that the plaintiffs' did not allege with 
particularity why any statements made by Pacific Life were false when made.   
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In Zarrella II, the court dismissed, without prejudice, the Plaintiffs’ amended complaints 
based on the following claims: Breach of Contract (Count I); Equitable Fraud (Count II); 
Negligence (III); and Unlawful Business Acts and Practices in Violation of California 
Business and Professions Code § 17200 et seq. ("California UCL") (Count IV).  Since the 
amended complaint was dismissed “without prejudice,” the Plaintiffs were free to amend 
and file a “Second Amended Complaint,” which they did in April of 2011. 

The Second Amended Complaint asserted claims based on: Breach of Contract (Count I); 
Equitable Fraud (Count II); Deceit (Count III); Fraud (Count IV); Negligence (Count V); 
Unlawful Business Acts and Practices in Violation of California Business and Professions 
Code § 17200 et seq. (“California UCL”) (Count VI); and, in the alternative, a civil action 
based on ERISA (Count VII).   

In Zarrella IV, the court dismissed all claims except those based on Breach of Contract 
(Count I) and the California UCL (Count VI).   

Breach of Contract.  The Breach of Contract claim was allowed to proceed because 
Plaintiffs’ contract with Pacific Life stated that the policies sold to fund the 412(i) plans 
were “intended to qualify as part of a tax-qualified retirement plan or arrangement that 
meets the requirements of Code Sec. 401(a) and 412(i) and any regulations relating to it 
that apply.”  The court stated that “[t]he allegation that Pacific Life never intended such 
compliance alleges a breach of this agreement.  Additionally, the statement that the 
Policies could not satisfy 412(i) alleges a breach of any express representation that the 
Policies could be used to fund 412(i) plans.” 

California UCL.  The court found - in this iteration of the case - that the Plaintiffs alleged 
sufficient facts in its most recent complaint to sustain a claim based on California law 
against “false advertising.”  “In essence, if Pacific Life’s advertisements disseminated 
information that was untrue or misleading in light of the tax laws as they existed at the 
time of the alleged advertisement, then such an allegation supports the [false advertising] 
predicate violation for a California UCL claim.” 

The ERISA claim, which was added in the Second Amended Complaint, was dismissed 
because it was not raised in a timely manner and would prejudice Pacific Life in its trial 
preparation.  However, the court granted leave to file this claim in a separate action.  In 
contrast, Plaintiffs’ fraud-based claims were dismissed “with prejudice” this time.  Since 
there are, as noted above, pending discovery motions in addition to the substantive claims, 
there will no doubt be subsequent developments to report on in this case. 
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As noted in our Bulletin No. 10-116, this case is one of a number which are winding their 
way through the courts and are addressing statements and/or representations regarding 412
(i) plans made prior to 2004.  In many of the cases, claims have been dismissed because 
the plans were promoted and sold prior to the issuance of the 2004 rulings and subsequent 
guidance.  (See our Bulletins Nos. 11-28, 09-95, 06-38 and 06-42). 

Any AALU member who wishes to obtain a copy of Zarrella v. Pacific Life Insurance 
Company (“Zarrella IV”) or the Plaintiffs’ latest discovery motion may do so through the 
following means: (1) use hyperlink above next to “Major References,” (2) log onto the 
AALU website at http://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. 
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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.  
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