
Tax Court Denies Deductions for Contributions to Life Insurance-Funded 419 Plan but Rejects IRS 
Position on Constructive Receipt of Accumulated Policy Value  
May 10, 2012 
Bulletin No. 12-23 
 
Related Reports: 11-16, 11-11, 10-56, 10-43, 07-108, 07-91, 05-04, 03-72, 02-99, 00-72, 95-50 
 

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

MARKET TREND: Since the identification of certain insurance-funded “419 
plans” as listed transactions, the IRS continues to pursue corporations and 
shareholders for tax deficiencies related to their participation in these plans. 
SYNOPSIS: In a recent case, the Tax Court disallowed deductions claimed by 
a taxpayer’s wholly-owned corporation for contributions made on behalf of 
him and his family members to a 419 plan and required the taxpayer to include 
the amount of those contributions in his gross income. The Tax Court found 
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that the plan was merely a vehicle to facilitate the taxpayer’s personal 
investment in life insurance. TAKE AWAY: 419 plans are a cautionary tale for 
insurance advisors who may be presented with opportunities to work with 
popular or promoted tax planning transactions. In general, advisors should 
proceed carefully in situations involving tax deductions related to the payment 
of life insurance premiums (including, potentially, 412(i) plans or shark-fin 
CLATs), as premiums are seldom deductible. Clients with existing, insurance-
funded 419 plans should seek assistance in reviewing the plan’s design and, if 
questionable, consider unwinding the plan using the correction method 
suggested by the IRS.  

 
Overview 

Promoters of certain welfare benefit plans created under Internal Revenue Code (“Code”) 
§§419 and 419A (“419 plans”) advocated that these plans allowed employers to deduct 
plan contributions with no resulting income inclusion for a participating employee.  Many 
of these 419 plans used the contributions to acquire life insurance on participating 
employees.  As reported in previous Bulletins, however, prior IRS guidance and Tax 
Court decisions have held that these 419 plans generally do not provide the tax deduction 
benefits suggested by the promoters.  The IRS also has specifically targeted some of these 
plans as listed transactions, potentially requiring advisors and taxpayers involved in such 
plans to comply with additional reporting and disclosure requirements. 

Case Background 

Dr. White was the sole owner of Diogenes, a corporation providing advisory and 
management services to other medical businesses that were owned by Dr. White and his 
wife.  In 1999, Dr. White attended a seminar where he learned about xélan, the Economic 
Association of Health Professionals, Inc. (“xélan”), a membership organization for 
doctors that offered members access to various insurance products.  In June 1999, Dr. 
White, on behalf of Diogenes (which had not yet been formed), agreed to participate in a 
419 plan offered by xélan (“xélan Plan”).   

From 1999 to 2002, Diogenes annually contributed $200,000 (“annual 419 
contributions”) to the xélan Plan, which purchased life insurance policies (“Plan 
policies”) on each of Dr. White, his wife, and his two children (who, contrary to plan 
census information provided by Dr. White, never worked for or received wages from 
Diogenes during this time).  The xélan Plan terminated in May 2003.  Rather than buying 
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the Plan policies, Dr. White, his wife, and children opted to transfer the policies to another 
419 plan (the “Millennium Plan”). Diogenes made its annual 419 contribution to the 
Millennium Plan in 2003. 

Based on the facts, the IRS argued that (1) none of Diogenes’ annual 419 contributions 
were tax deductible; (2) Dr. and Mrs. White had to include the annual 419 contributions in 
their income for the years made; (3) Dr. and Mrs. White had to include in their 2003 
income an additional $642,220 (the value of the Plan policies) because the Plan policies 
became distributable to them upon termination of the xélan Plan; and (4) additional 
accuracy-related penalties applied. 

Mostly Pro-IRS Decision 

Contributions Not Deductible as Business Expenses. Agreeing with the IRS, the Tax 
Court held that the annual 419 contributions constituted personal payments on behalf of 
Dr. and Mrs. White, not deductible business expenses for Diogenes. The Tax Court noted 
that the Plan policies were front loaded with high surrender charges to artificially suppress 
their value in the Plan and were designed specifically as investment vehicles to build cash 
accumulations.  In addition, Dr. White, as sole owner of Diogenes, could cause 
distribution of the Plan policies out of the Plan at anytime by terminating or voiding 
Diogenes participation in the Plans.  Accordingly, the court found that the Plan policies 
were really the Whites’ personal investments in life insurance, which primarily 
accumulated cash value for their personal benefit.   

Contributions Were Constructive Taxable Dividends.  In line with its decision that the 
Plan policies were personal investments, the Tax Court determined that the annual 419 
contributions conferred an economic benefit on the Whites and thus constituted 
constructive distributions of cash rather than payments of ordinary and necessary business 
expenses.  Accordingly, the annual 419 contributions were taxable dividends to Dr. White.

No Constructive Receipt of Plan Policies in 2003.  In this one area, the Tax Court 
disagreed with the IRS, holding that termination of the xélan Plan in 2003 did not result in 
constructive distribution of the policies to the Whites and additional income of $642,220.  
Since the Tax Court had already found that Dr. White could require distribution of the 
Plan policies at anytime by terminating Diogenes’ participation in the xélan Plan, the 2003 
plan termination did not give the Whites any added benefit and thus did not constitute a 
taxable event. 

Accuracy-Related Penalty.  The Tax Court upheld the IRS imposition of a 20% accuracy-
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related penalty on both Diogenes’ and the Whites’ tax returns, ruling that neither acted 
with reasonable cause and in good faith because they relied primarily (or solely) upon the 
advice of the promoters and other interested parties that stood to benefit from the 
transactions. Further, there was not substantial authority supporting Diogenes’ deductions 
for the annual 419 contributions based on the case law and IRS guidance that existed prior 
to their participation in the xélan Plan (e.g., Booth v. Commissioner, 108 T.C. 524 (1997) 
and Notice 95-34).   

Why It Matters - Practical Impact 

·         Good Reminder of When to Be Wary.  While the White decision is not surprising 
given existing case law and IRS guidance, it is an important reminder that advisors should 
proceed cautiously when presented with business opportunities involving widely promoted 
plans or transactions.  Plans touting tax deductions related to the payment of life insurance 
premiums should be carefully analyzed to determine the basis and legitimacy for 
deductibility.  Life insurance premiums are rarely deductible, even if owned for business 
purposes, as Code §264(a)(1) generally prohibits such deductions if the taxpayer is 
directly or indirectly a policy beneficiary.  Advisors who become involved in plans 
subsequently identified by the IRS as reportable transactions also could find themselves 
subject to various disclosure and list maintenance requirements (see, e.g., prior Bulletin 
05-04).  

·         Existing Plans Should be Reviewed.  If a client is involved in a 419 plan, the client 
should consider seeking assistance in reviewing the design of the plan and, if questionable, 
consider unwinding the plan using a correction method suggested by the IRS, which can 
avoid penalties. The proposed correction requires the company owners to include the 
amounts paid by the company for insurance premiums under the 419 plan as additional 
income on their personal tax returns for the years the company received deductions for the 
contributions.  The welfare plan must terminate and distribute the plan assets to the 
owners.  Each owner must recognize as taxable income the amount by which the 
distribution exceeds the owner’s basis.   

In addition, as part of the correction, the IRS recommends the filing of Form 8886, 
Reportable Transaction Disclosure Statement, for the year of the plan termination and 
distribution to the owners, since the IRS considers the termination and distribution as 
participation in the listed transaction.  Because of the extensive penalties that may apply 
for failing to report participation in a listed transaction, it may be prudent to file an 
additional Form 8886, as a precautionary measure, to report participation in the listed 
transaction for the year of the plan termination and distribution of the trust assets. The IRS 
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suggests that the Form 8886 should generally contain a detailed narrative explaining that 
the Form 8886 is being filed in connection with the welfare plan’s termination.      

·         Independent Advice is Important.  Insurance advisors generally should recommend 
that clients seek their own tax advice from independent tax advisors, certified public 
accountants and/or attorneys when considering insurance and benefits transactions.  The 
Whites and Diogenes incurred significant accuracy-related penalties, in part, because they 
unreasonably relied on the opinions of interested parties of the Plans rather than seeking 
tax advice from their own counsel.  Such general or “marketed opinions” often are central 
to the issues associated with widely-promoted tax planning transactions. 

 
 

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.  
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