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MARKET TREND: As evidenced in prior guidance (e.g., Rev. Rul. 
2007-65; Notices 2007-83 and 2007-84), the IRS has shown an 
intense dislike for various forms of tax-deductible life insurance 
programs (i.e. 412(i) and 419 plans) and has classified certain 
plans as listed transactions. Following this guidance, the IRS 
continues, with success, to pursue claims related to 
contributions made to Code §419A welfare plans funded with 
cash value life insurance.  
 
SYNOPSIS: The Second Circuit affirmed the Tax Court’s decision 
in the consolidated cases of four small business owners who 
adopted a purported death benefit welfare plan funded with 
whole life insurance, marketed as a Code §419A plan, finding 
deficiencies in their income tax and assessing accuracy-related 
penalties.  
 
TAKE AWAY: Curcio is another example of the risks that 
advisors and their clients face when considering participation 
in tax planning strategies involving so-called tax deductible life 
insurance programs. Although, the Second Circuit refused to 
hold that purchasing cash value life insurance can never be an 
ordinary and necessary business expense, it stated that the 
determination is fact intensive and must be made on a case by 
case basis. Thus, purchases of cash value life insurance may be, 
in limited circumstances, deductible business expenses, 
depending on the specific facts of the businesses involved and 
the employees covered. Advisors and their clients, however, 
must proceed cautiously if presented with this type of 
arrangement and should obtain the independent opinion of their 
accountants and/or attorneys with regard to the tax treatment 
of the arrangement, rather than relying on the opinions issued 
to the arrangement’s promoters (in fact, such “marketed 
opinions” generally cannot be relied upon as authority for such 
transactions). Advisors also must understand that involvement 
in programs identified as abusive or listed transactions could 
expose them to a variety of state and federal tax reporting 
requirements and potential penalties. 
 
 

 



Overview 

 

The Benistar 419 Plan (the “Plan”), established in 1997, was designed to be a 

multiple-employer welfare benefit plan under Code §419A(f)(6) to provide 

“death benefits funded by individual life insurance policies for a select group of 

individuals chosen by the Employer to participate in the Plan” (effectively 

creating a tax deductible life insurance program). The Plan’s advantages, as 

touted by its promoters, included (1) “virtually unlimited deductions for the 

Employer,” (2) “benefits can be provided to one or more key Executives on a 

selective basis,” (3) “no need to provide benefits to rank and file employees,” (4) 

“funds inside the Benistar 419 Plan accumulate tax-free,” and (5) “tax-free 

distributions at a later date.” The Plan’s creator stated that “the beauty” of the 

plan was that the owners could put away extra money in good times and get a 

current tax deduction even when a premium was not currently due and would 

not be needed for years to come. The Plan also allowed participating businesses 

to withdraw from or terminate participation at any time. Upon termination, the 

Plan could distribute the underlying policies to the insured employees for a 

percentage of the cash value. As we have previously reported, the IRS has 

identified such insurance-funded plans as “listed transactions” and has 

aggressively pursued participating companies and their owners for tax 

deficiencies related to the contributions made to these plans (for additional 

information on how the Benistar 419 Plan worked and recent Court decisions, 

see our Washington Report 10-56). 

 

CASE BACKGROUND  

These consolidated cases involved four small business owners who enrolled 

in the Plan for a variety of reasons (e.g., to fund a buy-sell agreement; for 

“retirement planning;” to obtain life insurance for on an owner, etc.). The 

IRS disallowed the deductions taken by the companies for their Plan 

contributions, concluding that they were not ordinary and necessary business 

expenses. The disallowed deductions resulted in additional pass-through 

income to the taxpayers on which they had not paid taxes. The IRS also 

assessed a 20% accuracy-related penalty on the taxpayers. 

 

In one case, the IRS could not disallow a deduction for a contribution made 

in early 2003 to the Plan for the 2002 tax year (the “2002 Contribution”) 

because the statute of limitations on the 2002 tax year had expired. The IRS, 

however, treated that contribution as a constructive distribution that was 

made and taxable as income to the company’s sole owner in 2003. With 

regard to the company’s contribution to the Plan for the 2003 tax year (made 

in early 2004, the “2003 Contribution”), the IRS was not similarly time-

barred. Thus, it disallowed the deduction for that contribution, resulting in 

pass-through income to the owner for 2003. As a result of this varied 

treatment by the IRS, the owner had to recognize both contributions as 

income in 2003. 

The Tax Court ruled for the IRS, disallowing deductions for the companies’ 

contributions to the Plan because, as the IRS alleged, they were not “ordinary 

and necessary” business expenses within the meaning of the Code. The Tax 

Court also went out of its way to approve the IRS’s unique treatment of the 

2002 Contribution as a constructive distribution. The taxpayers appealed to 

the Second Circuit, which affirmed the Tax Court’s decision. 



 

CONTRIBUTIONS NOT DEDUCTIBLE AS BUSINESS EXPENSES 

The Second Circuit affirmed the Tax Court’s ruling, noting that 

contributions to a welfare benefit plan must qualify for deduction under a 

provision of the Code other than Code §419 and confirming the IRS view that 

a contribution to an employee trust to purchase life insurance to provide 

death benefits must be deductible under Code §162(a). For deduction under 

Code §162(a), expenses must be ordinary and necessary expenses paid or 

incurred in carrying on a trade or business, meaning that the expense is one 

that is normal, usual, or customary in the type of business involved and 

appropriate or helpful for the development of the business. Thus, the Second 

Circuit stated simply that expenditures can be deducted under Code §162 if 

the facts and circumstances indicate that the taxpayer made them primarily 

in furtherance of a bona fide profit objective independent of tax 

consequences (e.g., purchasing life insurance for employees might fall into 

this category if it incentivizes employees to remain loyal to the company). 

The Second Circuit found that the record supported the Tax Court’s 

conclusion that the companies’ Plan contributions were not ordinary and 

necessary business expenses because they were not made in furtherance of a 

profit objective or for any viable business purpose. Rather, the companies 

made the contributions solely for the personal benefit of the owners, which 

allowed the owners to “divert company profits, tax-free, to themselves under 

the guise of cash-laden insurance policies that were purportedly for the 

benefit of the businesses.” Indeed, the court cited the Plan creator’s 

testimony that the Plan was designed to benefit only owners and their 

families and not businesses generally. 

The Second Circuit, however, specifically noted that it was not holding that 

purchasing life insurance with a cash component can never be an ordinary 

and necessary business expense, but that such a determination is fact 

intensive and must be made on a case by case basis. 

CONTRIBUTION MAY BE TREATED AS A CONSTRUCTIVE 

DISTRIBUTION 

The Second Circuit also affirmed the Tax Court’s finding that the 2002 

Contribution was taxable as a constructive distribution to the business owner 

in 2003, rather than in 2002. The taxpayers objected to the Tax Court’s 

decision to uphold the IRS disparate treatment of the 2002 Contribution as a 

taxable distribution and the 2003 Contribution as a disallowed deduction. 

The taxpayers complained that this inconsistent treatment resulted in double 

taxation and further argued that the 2002 Contribution accrued to business 

owner in the 2002 tax year and, thus, should not have been counted as 

income for 2003. 

The Second Circuit disagreed with the taxpayers, noting that: 

• The treatment of the 2002 Contribution as a constructive 

distribution to the owner in 2003 (1) was taxable to the owner in 

2003 because that is when the funds were actually disbursed to the 

Plan and made unqualifiedly subject to the owner’s demands and (2) 



did not result in double taxation because the company claimed a 

deduction in 2002 for the contribution, which was not disallowed. 

• The 2003 Contribution, which was disallowed as a deduction and 

resulted in additional pass-through income to the owner for that tax 

year, was not double taxed because it had not been taxed at any 

other time. 

• The taxpayers did not point to any authority that would prohibit the 

IRS from recognizing the two contributions as income under 

separate Code sections. 

ACCURACY-RELATED PENALTIES AFFIRMED 

The Second Circuit affirmed the imposition of a 20% accuracy-related 

penalty by the IRS, finding that the taxpayers were negligent and 

acted in disregard of the tax rules and regulations. The court did 

not agree with the taxpayers’ arguments that they relied in “good faith” on 

the advice of their accountants, noting that reliance on professional 

advice is not, by itself, an absolute defense to negligence. The court 

found that the taxpayers had little reason to believe their accountants were 

authorities on the tax treatment of welfare benefit plan contributions or that 

they had sufficiently researched the issue. The accountants told the 

taxpayers that they had relied solely on a legal opinion letter 

issued to the Plan’s promoter. The court found that, had the taxpayers 

reviewed this opinion letter, they would have learned that the promoter’s 

opinion letter made no guarantees about the deductibility of the 

Plan contributions and that the letter specifically warned that the IRS 

could disallow the deductions based on a finding that the contributions were 

not ordinary and necessary business expenses. 

 

SUMMARY AND NEXT STEPS 

• Curcio is another example of the risks that advisors and 
their clients may face when considering participation in 
tax planning strategies involving so-called tax deductible 
life insurance programs.  
  

• While the Second Circuit in this case refused to hold that 
purchasing cash value life insurance can never be an 
ordinary and necessary business expense, it stated that the 
determination is fact intensive and must be made on a 
case by case basis. Thus, purchases of cash value life 
insurance may be, in limited circumstances, deductible 
business expenses, depending on the specific facts of the 
businesses involved and the employees covered. 
  

• Advisors and their clients, however, must proceed 
cautiously if presented with this type of arrangement and 
should obtain the independent opinion of their 
accountants and/or attorneys with regard to the tax 
treatment of the arrangement, rather than relying on the 
opinions issued to the arrangement’s promoters (in fact, 
such “marketed opinions” generally cannot be relied upon 
as authority for such transactions). 
  



• Advisors also should understand that involvement in 
programs identified as abusive or listed transactions could 
expose them to a variety of state and federal tax reporting 
requirements and potential penalties. 

For more information about the topic discussed in this 
Washington Report, please contact Albert Gibbons at 
algibbons@algibbons.com

 

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.   
 

 

 


