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DEALER TAXWATCH OUT

If you had called me personally to ask, “What's
happening lately with IRS audits of dealers and
dealerships that | need to know about?” ... Here's
what I'd say:

#1. A “KINDER & GENTLER” IRS? ... DEALERS
WITH PORCs & OTHER INSURANCE
ARRBANGEMENTS MAY NOT THINK SO. The

IRS shocked dealers who are involved with Producer

Owned Reinsurance Companies (PORCs) when, on

October 15, 2002, it released Notice 2002-70. This

issue of the Dealer Tax Watch focuses on Notice

2002-70 and its implications for dealers and their

advisors.

In this Notice, the IRS said that there were three
possible attacks that the IRS might mount against
PORC arrangements.

Notonly that, the IRS said that these PORC-type
arrangements claiming benefits under certain Code
Sections are “listed” transactions. And that means
that they require special disclosures in all related
income tax returns.

“Direct”versus “indirect”participation ... arrange-
ments which are “similar"—or “substantially similar™—
tothose described... the datesand yearsin which the
transactions were undertaken ...even the definition
of what a “transaction”is ... all add to the complex-
ity of the Notice and the Reguiations.

The release of Notice 2002-70 created much
concern and confusion one week later at the AICPA
National Auto Dealership Conference in Orlando. It
has continued to create uncertainty since then.

We are aware of at least one industry working
group that is attempting to “educate” the IRS further
withthe aim of gaining exclusion frorm the disclosure/,
reporting requirements for the majority of dealer
PORC arrangements that are properly structured
and managed.

. in the meantime, by virtue of its edict in Notice
2002-70, the IRS will be looking for some type of
disclosure in the income tax returns of dealers, their
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corporations and other related PORC entities. But
justwhatkind of disclosure, which Regulations apply,
and how much disclosure is required are enormously
complicated questions. And, guess what? If you're
preparing the tax returns for a dealer in the next few
months, you're going to have to wrestle with these
questions as best as you can. R
LOOKING FOR ADDITIONAL
& “VALUE ADDED” SERVICES

FOR DEALER CLIENTS?

Look no further... Just use the Dealer Tax

Watch for a head start in golden consulting

opportunities and activities to help dealer
clients—and, in the process, to help yourself.

see DEALER TAX WATCH OUT, page 2
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Dealer Tax Watch Qut

It seems to boil down to two g<neral sroblems.
Firstis the problem of whether your specific dealer’s
PORC arrangement is a listed or reportable transac-
tion. Second, what disclosures, if any, need to be
made in the tax returns?

Unfortunately, the answers may not be forth-
coming before the CPA needs to complete the tax
return. Obviously, these issues need to be ad-
dressed in advance with the dealers whao also will be
signing those tax returns.

Multiple year disclosures. Not only are there
questions about the disclosure statements to be filed
with the current (i.e., year 2002) income tax returns,
but what about prior years? ... If there’s a need to
disclose something-in the 2002 tax return, there
probably was a corresponding disclosure require-
- ment for the prior years. This is just one more
problem that CPA tax return preparers have to deal
with,

Has the IRS overstepped its bounds in this
dealer-sensitive area? Remember Mountain State
Ford and the positions taken by the IRS regarding its
disallowance of the use of replacement cost for
valuing parts inventories? Remember the issues
raised by the IRS over how detailed the LIFO confor-
mity disclosures were supposed to be in year-end
statements? In both cases, the IRS ultimately soft-
ened its position dramatically.

One could be hopeful that the position initially
taken by the IRS on dealer PORCs in Notice 2002-70
will eventually be retracted or softened significantly
by virtue of more careful elaboration by the IRS of
what type of arrangement it really wants to treat as
reportable/listed transactions.

However, until these concerns are resolved, the
CPA still ends up either putting a disclosure state-
mentin a tax return (where PORCs are involved) or
leaving it out. ’

As we go to press. We have been informed by
Terri S. Harris, the IRS Motor Vehicle Technical
Advisor, that her office is working on an Automotive
Alert! that will be devoted to Notice 2002-70. Itis not
yet available. She also indicated that her office was
working with Chief Counsel’s office to obtain further
clarification and guidance on certain matters.

Also at this time, IRS Form 8886 for reporting
post-2002 transactions has not been released by the
IRS either.

Clearly, CPAs will be under the gun to prepare
tax returns in the next 75 or more days. They will
have to do something. But what?
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(Continued from page 2)

#2. HERE'S WHAT I'D DO ... 'D PUT

“SOMETHING” IN THE TAX RETURN. {'ve got
a great deal of sympathy for any CPA whose dealer
has a PORC arrangement and who's reading this
right now and wondering what to do.

Let's consider what we know: First, we can't wait
forever for the IRS to clarify things. Even if we could,
that clarification might not be favorable ... or, more
realistically, it might not cover many of the existing
PORC arrangements that really are pushing the limits.

Second, it's unlikely by the time you've got to file
atax return that Form 8886 will be available. Even if
it is, it is not likely to give you any magic answers.
Third, you're not supposed to use that Form for
reporting transactions that took place before 2003
anyway!

I've been a CPA preparing tax returns for over 40
years. For many of them, I've been involved with
auto dealers, some of whom have gotten involved in
all sorts of dicey arrangements. Usually, they are
hoping to end up with more “after taxes” as a result
of whatever arrangement they've undertaken. Every
promoter trying to sell them something tells the
dealer to “run it by your tax advisor,” and the buck is
supposed to stop somewhere. But where?

Sowhatwouldlidoif... | had no moreinformation
... and | had to file a tax return?

Unless the dealer were significantly at risk by
being involved with questionable transactions, I'd put
a statement in each tax return filed. Thiswould be a
protective statement. Therefore, if disclosure were
technically required, it would be in the return and
there would be compliance.

Now one school of thought is that it's foolish to
volunteer anything to the IRS unless you're abso-
lutely certain that you have to.

On the other hand, if it's not clear from the Regs
whether disclosure is required, what's the harm in
adding one more piece of paper to an already thick
tax return? Will the IRS ever read it anyway?

In the course of trying to cope with these techni-
calities, | dreamed that it would be nice if only there
were one simple form that could be used for all
situations. Well, folks, there isn't any. But if there
were, | have some thoughts about what it might say
and how it might disclose my dealer’s (hypothetical)
PORC arrangement. You'll find what remained after
| awoke on page 24.

#3. BY THE WAY, DON'T TAKE THE RAP

ALL BY YOURSELF. But, that's not all. if the
dealer were forcing me, as the tax return preparer, to
contend with the tax consequences of his PORC

—
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arrangement, I'd want to be as certain as possible
that all of us were singing off the same page. There-
fore, I'd prepare the disclosure statement in draft,
and if | were the staff CPA, I'd first get my manager
or partner to approve it.

Then, I'd fax the statement in draft form to the
promoter and have him sign off on it. He might even
spruce up the language to embellish the responses.
On the other hand, he might strenuously oppose any
disclosure. (If that's the case, what might this be
telling you?)

At the same time—or maybe even before faxing
the draft of the disclosure statement to the promoter—
I'd show the draft to the dealer so that he wouldn'tbe
surprised atwhatwas going on. Some dealers might
even wantto get their attorney’s opinion on what was
being said or whether or not it should even be said.

Does this seem like a lot of work, a “committee”
project or even overkill? Before you answer, read the
Regulations, including all the penalty language care-
fully. You'llnote that there’s even aplace on the draft
of the disclosure statement to record the involvement
of the cast of characters mentioned above.

Having been in situations like this before, I've
learned that you can't be too careful. Involve all of the
interested parties well in advance of the time when
you file the tax return. Sometimes the facts as you
think you understand them might be just a little
different from the real facts.

Finally, please read the caveat on the last page
of this and every otherissue of the Dealer Tax Watch.
It states clearly that the contents are intended for
general information purposes only and that readers
(you) should consult their Certified Public Accoun-
tants, attorney, and/or other competent advisors to
discuss their own situations and specific ... tax
questions. :

#4. NADA CONVENTION. Do you want to expand
your dealership practice and learn more about the
industry and what's affecting dealers and dealership
operations? If you do ... and of course you do ... you
can't afford to miss the 2003 National Automobile
Dealers Assaciation Convention and Exposition in
San Francisco on February 1-4, 2003.

One of the most effective ways you can get a
dealer's attention and establish your own credibility is
to tell your dealer clients that you've just come back

from the NADA Convention where you picked up

some great money-saving ideas that you'd like to
discuss with them.

. If you can'tsay that, you can be sure of one thing.
There are plenty of other CPAs who will gladly tell
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your client that he or she should be talking to them,
instead of to you. That's the real world.

#5. TRADE DISCOUNT & ADVERTISING

EXPENSE CAMs MAY BE THE ANSWER FOR

_ DEALERS LOOKING FOR BIG, ONE-TIME

TAX WRITE-OFFS. Another big topic discussed
atthe AICPA Dealership Conference in Orlando was
the popularity of changes in accounting methods that
dealers can now make to reduce inventory costs by
Factory incentive payments, trade discounts and
advertising charges.

The big attraction is that these method changes,
like the initial adoption of LIFO, result in the largest
part of the benefit being deductible in the year of
change. Then, like LIFQ, although continuous moni-
toring at subsequent years-end is required, the net
changes are usually not too significant. And finally,
like LIFO, it's really only a timing difference.

For the CPA or the controller trying to contend
with all the detail alone, the work can be both tedious
and overwhelming. Not only do year-end invoices for
several years have to be analyzed, but other dealer-
shipinformation including floorplan and other reports
must be reviewed in the course of making these
determinations.

‘Incentive programs vary by manufacturer and, in
some cases, by year. If the inventory is on LIFO, all
prior year LIFO layers need to be recomputed. Since
these changes cannot be made using the cut-off
method, Section 481(a) adjustments are required.

What some CPAs and dealers may notbe aware
of is that, despite the underlying technicalities, these
overall changes in accounting methods can be made
on a cost effective, turn-key basis.

We have many dealer clients who are in the
process of making these changes right now. We
have been extremely busy in assisting them in this
process. If you have any questions on this or if we
canbe of any assistance to you in this regard, please
contact us immediately.

#6. AICPA NATIONAL AUTO DEALERSHIP

CONFERENCE. This conference was held Oc-
tober 21-22, 2002 at Walt Disney’s Contemporary
Resort in Orlando. The conference included a num-
ber of sessions, some of which provided general
industry information, while others provided specific
tax and operations-related sessions.

As mentioned earlier, the two biggest tax issues
discussed ... across several sessions ... related to
whatto do about Notice 2002-70 and the implications of
making changes in accounting methods to reduce
inventory costs to pull out Factory incentive payments
and advertising charges.
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IRS BROADENS ITS ATTACK ON TAX SHELTERS
TO INCLUDE DEALER INSURANCE ACTIVITIES
... IRS NOTICE 2002-70 TREATS DEALER PORCs
AS LISTED TRANSACTIONS

On October 15, 2002, the IRS released Notice
2002-70 as part of its broader overall assault on tax
shelters. The seemingly egregious tax shelter activi-
ties and arrangements marketed by some of the
larger accounting firms have been given consider-
able publicity in the financial press and various tax
publications. In response, the Service has been
coordinating a number of efforts directed at tax shelters
that it doesn't like. (See at a Glance, page 6.)

Of more direct importance to readers of the
Dealer Tax Watch, in Notice 2002-70 the Service
stated that certain arrangements and substantially
similar transactions would be considered as listed
transactions. As a consequence, these arrange-
ments would be subject to (1) disclosure require-
ments, (2) registration requirements and (3) list main-
tenance requirements.

At the AICPA Auto Dealership Conference in
Orlando in October, discussion of Notice 2002-70
cast a pall over the proceedings. Copies of the text
of Notice 2002-70 were passed out by Terri Harris,
without comment, and Jim Smith, the speaker sched-
1led to present a regulatory update and discussion of
new products and opportunities, conveyed his ex-
treme concern over the position taken by the IRS in
this matter. It shouid be noted that Terri Harris did
state, at the Conference, that the IRS Notice really
has no legal or judicial authority standing alone. It
simply expresses the position of the IRS on this
matter.

Inthe weeks since that Conference, Notice 2002-
70 has generated significant controversy, action and
reaction.

SOME REACTIONS .

Advisor Andrew WEeill, in his article, stated that
“most automobile dealer-owned reinsurance compa-
nies do not fall within the scope of this Notice and the
position of the IRS is internally inconsistent and
ultimately cannot be sustained in enforcement pro-
ceedings.”

Another advisor, F. Roy Sedore, has said, “It
appearsthat,in Notice 2002-70, the Service may well
have reached beyond those concerns, casting a net
which may indiscriminately catch a number of legiti-
mate transactions, without focusing on the truly
egregious transactions.”
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Somewhat more subdued, Burgess J.W. Raby
and William L. Raby conclude that “Notice 2002-70
serves as a caution to practitioners that the Service’s
tax shelter phobia can extend to captive insurance
arrangements when it appears to the Service thatthe
taxpayer is overreaching.”

Last, but not least, Steve Mailho in his piece
reproduced on pages 14-17 concludes that “The
authors... obviously did not fully understand the
complete business purpose, structure, ownership,
pricing and premium flow for risks ceded to these
allied reinsurance companies. When they do, they'll
see the true face of allied reinsurance companies and
they are not abusive tax shelters.”

For citations to the articles referred to above, see
the list of selected references.

CORPORATE STRUCTURING IS IMPORTANT

As far as the specific focus of Notice 2002-70 on
dealer PORCs is concerned, it is important to note
that the Service has addressed only arrangements
where a wholly-owned parent-subsidiaryrelation-
ship exists. It appears that the majority cf dealer
PORC arrangements are set up as brother-sister
corporations owned by the dealer and/or other par-
ties. Most PORCs are not set up as parent-subsid-
iary relationships.

Butthere's a fly in the ointment. it's theinclusion,
without qualification, of similar or substantially similar
transactionsin the broad language of the regulations.

As pointed out by most commentators, there are
multiple, undisputable (except, perhaps, to the IRS),
valid business reasons for dealers to engage in the
creation of PORCs. The most obvious reasonis that
PORCs assist dealers in improving (if not maintain-
ing) higher levels of consumer satisfaction.

The following materials discuss the IRS' broader
attack on tax shelters and the more specific focus of
Notice 2002-70 on dealer PORCs. In addition, more
detailed information on the tax return reporting re-
quirements for listed transactions is included on
pages 18-23. This s followed by our one-size-fits-all
disclosure statement and by a Practice Guide {pages
26-27) with some of the factors for evaluating PORC
exposure to attack by the IRS. X
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General

IRS RECENT ACTIVITY
AGAINST (ABUSIVE) TAX SHELTERS

Most readers of the Dealer Tax Watch are zeroed in on Notice 2002-70 because it has the potential

for most directly affecting their clients. However, it helps to understand that Notice 2002-70 is

only one of several major initiatives recently undertaken by the IRS against tax shelters.

Tax shelters, of one sort or another, have been around for a long time. The Tax Reform Act of

1986 and the comprehensive revision of the Internal Revenue Code at that time bear this out.

More recently, a number of egregious practices have been publicized in the financial press which

literally make the IRS appear out-gunned and out-matched in all respects.

¢ Various articles in the New York Times

¢ Clients Sue E&Y and Three Law Firms Over Tax Shelter. Tax Notes. December 30, 2002, pg.
1649. ... claiming that they “acted in concert to form an enterprise to ‘sell phony tax strategies
for millions or billions of dollars’ in violation of RICO laws,” (at page 1652).

Taxpayer
Relief Act
of 1997

Three provisions significantly impact tax shelter activities

One provision treats corporate tax planning ideas offered in a confidential setting with “a
significant purpose” of avoiding Federal income tax as “tax shelters.” As such, these must be
registered with the IRS if the promoters receive fees in excess of $100,000.

Any individual or corporate arrangement with “a significant purpose” of avoiding Federal income
tax is treated as a “tax shelter” for purposes of the substantial underpayment penalty provisions.
This means that taxpayers have to deal with more strict rules that apply to tax shelters in order to
avoid these penalties. '

For corporations participating in multi-party financing transactions, the substantial understatement
penalty risk has been increased.

Code
Sections
Invoived

Section 6011 ... Requires taxpayers to make various disclosures on their income tax returns where
they have been involved in transactions that have characteristics ccmmon to tax shelters.

¢ Related IRS form for pre-2003 transactions ... Form 8886 - Not yet issued.

Section 6111 ... Requires the promoters of a tax shelter to register that tax shelter prior to the sale
of interests in that entity.

¢ Related IRS form ... Form 8271 - Investor Reporting of Tax Sheiter Registration Number
Section 6112 ... Requires the promoters of tax shelters to maintain lists of certain transuctions.
which include, tut are not limited to, transactions that must be registersd.

Penalties for non-compliance ... See Sections 6707, 6708, 6662, 6694, 6700 and 6701.

February 2000
Initial
IRS Reguiations

For Pre-2003
Transactions

IRS issued detailed Regulations affecting taxpayers involved in “listed transactions.” These
Regulations addressed

¢ Disclosure requirements under Section 6011

¢ Registration requirements

+ List maintenance requirements under Section 6112

These Regulations have been amended several times

Originally, the disclosure Regulations did not apply to individual taxpayers and there were no
penalties imposed for failure to disclose.

Treasury Announces
Plan to Combat
Abusive Tax
Avoidance Programs

March 20, 2002

Accompanied by statements from Treasury Secretary O'Neill, Commissioner Rossotti and Mark
Weinberger, the Office of Public Affairs in PO 2018 released the details of certain major
initiatives.

Treasury proposals to curb abusive transactions

¢ The Abusive Tax Avoidance Transaction Problem: Symptom of a Larger Problem.

¢ The Importance of Transparency and Vigorous Enforcement.

¢ New Broader Disclosure Requirements and Enhanced Penalties Needed.

Accompanied by Treasury’s legislative proposals and administrative actions.
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Glance

IRS RECENT ACTIVITY
AGAINST (ABUSIVE) TAX SHELTERS

Included among various IRS listings of suspect transactions were “transactions involving the use
of captive insurance companies designed to take advantage of preferential tax treatment accorded
to insurance companies without taking on the insurance risk.”

Notice « In Notice 2002-70 (2002-44 IRB 765, October 15, 2002), the IRS addressed certain transactions
2002-70 that usually involve a ... autornobile dealer ... that offers its customers an insurance contract in
connection with the products being sold, where the insurance covers repairs or replacement costs
October 15, 2002 if the product breaks down, is lost, stolen or damaged.
e These are the dealer PORCs, and this is the Notice that generated so much discussion at the
AICPA National Auto Dealership Conference in Orlando only a week or so after Notice 2002-70
was issued.
o See Ata Glance ... Dealer PORCs ... pages 8-9.
o These Regulations became effective January 1, 2003.
¢ Expanded list maintenance requirements that apply to anyone who is a material advisor with
- respect to a potentially abusive tax shelter.
Revised o Contain disclosure, registration and list maintenance requirements
IRS Regulations o These revised Regulations will impose a “price that all practitioners have to pay as a result of the
egregious activities of a few practitioners who have been actively marketing abusive tax shelters.”
For Post-2002 (Lipton, /. Tax, Jan. 2003, p. 5)
Transactions e It is clearly possible that the list maintenance requirements may have unexpected application,
because all fees - not just fees related to tax advice - must be taken into account in determining
October 22, 2002 whether minimum fee thresholds have been satisfied.
e Many other routine transactions could be treated as “potentially abusive tax shelters” because of
the broad scope of reportable transactions. This is particularly possible for transactions that
generate significant book-tax differences. (Lipton, J. Tax, Jan. 2003, p. 19)
e Treasury is successful in obtaining tax information exchange agreements with offshore financial
Other Related centers. These agreements allow IRS to pursue information on civil and criminal tax evaders even
. when countries have bank secrecy laws.
IRS Actions o Pass-through entity (foreign currency) straddles ... Notice 2002-65
Affecting Other o Section 351 contingent liability transactions ... Revenue Procedure 2002-67
Specific Transactions | « COLI (leveraged corporate-owned life insurance) plans ... Announcement 2002-96
»  Basis-shifting transactions ... Announcement 2002-97
Late 2002 e LILO (Lease-in/Lease-out) transactions ... Rev. Rul. 2002-69
o Tax shelters involving purported insurance companies ... Notice 2002-70 above
e Hopelessly out-manned and out-maneuvered on many of the above, the IRS is reported to be
' considering special deal settlement offers to entice participants in questionable transactions to
IRS Sertlement come forward by amending their tax returns.

Offers

If taxpayers voluntarily come forward, the IRS may not assert fraudpenaltes, but will obviously
collect deficiencies plus interest. The status of potential imposition of other penalties (such as
accuracy-related penalties) is presently unclear.

In order to learn the identity of participants in tax shelters promoted by large accounting firms, the
IRS has been successful in suing them for the release of their document-specific privilege logs and
other information previously thought to be privileged or confidential.

IRS Sues e U.S. vs. KPMG, LLP, No. 02-0295 (D.D.C. Dec. 20, 2002) Federal District Court for the District
Major Accounting of Columbia.
Firms o Section 7525 does not afford tax advisors any greater degree of protection or p_rivilegc fqr tax
advice. Most tax advice falls into the category of return preparation, for which there is no
privilege. +
o See No Privilege for Tax Planning by Lee A. Sheppard in Tax Notes, January 13, 2003, pg. 159.
Clients Sue e Clients of Emst & Young have sued the firm to prevent disclosure of their names to the IRS.
Majo,- Accountin 4 e Suit was dropped when IRS learned identity of taxpayers through other means.
. Firms e Will there be other suits?

A Quarterly Update of Essential Tax information for Dealers and Their CPAs

Photccapying or Reprinting Without Permission Is Prohibited

De Filipps' DEALER TAX WATCH, Vol. 9,No. 3

December 2002 7

X




/

What Are

PORCs?

Why Zre '
PORCs Around?

X ARE PORCS ABOUT TO BE SLAUGHTERED?
NOTICE 2002-70 UPSE TS DEALERS & THEIR ADVISORS

. PORC stands for Producer Owned Reinsurance Company.
e Through their normal operations, automobile dealerships sell products which have the

potential to generate substantial insurance premium income.

Dealers are constantly approached by service providers offering to set up and maintain
for them insurance/reinsurance arrangements. These arrangements vary widely
depending on the promoters’ experience, preferences and familiarity with (off-shore)
domicile regulatory climates.

The attraction in setting up a PORC is that it should allow the dealer to maximize his
income from his/her involvement with insurance activities. PORC proposals typically
show a dealer that he or she can expect greater underwriting profits, investment income
and potential tax benefits, not to mention the usual “estate planning” and/or income
shifting opportunities available through more diverse ownership of the PORC.

Different regulatory requirements result in different capitalization requirements.

Different tax benefits are available to PORCs under different Sections of the Code.

Why the
Fuss Over PORCs
Right Now?

e As far as PORCs go, some dealers may be involved with programs where less-regulated

First of all, blatant abuses of many types have been getting a lot of publicity lately.

domiciles (foreign countries) are concerned. Also, some may be claiming to be
completely exempt from tax under Sec. 501(c)(15).

It is possible that in an effort to challenge these “more daring” situations, certain
elements within the IRS were successful in lobbying for the inclusion of very broad,
language in Notice 2002-70.

What Does
Notice 2002-70
Say?

e PORC transactions are considered by the IRS to be listed or reportable transactions.

Essentially, the Notice says that the IRS is (going to be) looking at dealer PORCs, along
with a lot of other insurance/reinsurance arrangements it suspects may be abusive.

The Service has several possible attacks available, depending on the nature of the
taxpayer’s arrangement.

The Notice is very broad and lumps together all insurance/reinsurance arrangements.
No safe-harbor arrangements are identified; everything is under suspicion.

Three
Possible
IRS
Challenges
to PORCs

First, depending upon the facts and circumstances, the Service may assert that the

taxpayer is not an insurance company for federal income tax purposes.

¢ Whether the taxpayer qualifies as an insurance company for tax purposes
depends on its actual activities during the year.

¢ Factors to be considered include ... the size and activities of any staff, whether the
taxpayer engages in other trades or businesses, and its sources of income.

Second, the IRS may apply Sections 482 or 845 to reallocate income between the

related entities if that reallocation is necessary to clearly reflect the income.

Third, the Service may take the position that the arrangements are shams in fact or

shams in substance. In these scenarios, the IRS will disregard the insurance and

reinsurance arrangements, and require the taxpayer to recognize an additional

portion of premiums received from its customers as its income.

What Is a
“Notice?”

¢ A Notice has no legal standing. It has no precedential value.

A Notice simply informs taxpayers of the Service's intentions or thoughts/attitudes
about the subject.

Reporting
Requirements

Extremely complex, overlapping and broadly written to include requirements for
reporting transactions that are “substantially similar” to those specifically identified.
Different rules (i.e., Regulations) apply to

¢ Transactions on or before December 31, 2002

¢ Transactions on or after January 1, 2003

See pages 18-26 for more information.
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“If 'PORC “transactxons" are listed or reportable u'ansactxons, disclosures of that

involvement are requxred to be mcluded m Federal income tax returns filed by all
participants. » :

¢ Dealer’s personal return ... Form 1040

* Dealcrs]up (corporate) return . Forms 1120, 11208, or other entity forms

Dilemma for ¢ PORC... various corporate forms
CPAs In many mstances, the tax return for the PORC is prepared by the promoter, not by the
Preparing -dealer’s CPA.
Tax Returns o Different disclosure reqmrements app]y to pre-2003 and post-2002 transactions
- « No IRS forms have been issued yet. Form 8886 only applies to reporting post-2002
transactions.
Disclosures for partmpat:on in prior years may be requxred and may result in amended
tax returns. : -
P0551b111ty of including a protecnve disclosure statement.
The Notlce spcc1ﬁcally addresses onIy wholly-owned parent-subsidiary corporate
relatxonshlps
Factors Possibly | e The majority of PORC arrangemcnts mvolve brother-mster corporate relationships.
- Limiting the e Dealers claim that using ‘a separate entxty/PORC results in much higher levels of
Application of | Customer Sansfacnon 'in d CSI scores, etc. This would seem to be one of the
Nottce 2002-70. : dommant‘:busmess reason y for Jusnfymg the emstencc of a PORC.

e One mdustry advxsory group ‘has been formed to work: with the IRS to clarify the reach
“of Notice 2002-70 (Poss1ble retraction or modification of Notice 2002 70.)

R_eactions &
Consensus -

. Properly structurcd and properly 1mplcmcnted, PORCs should pass muster.
o The IRS has been successful in_challenging some' arrangements in the Tax Court.
‘Taxpayers need ‘to ‘be able to distinguish their facts and cxrcumstances from those

successfully chal]enged by the IRS, including
. Malone & Hyde Vs. Commzsszoner

Idea is that it is: not the dea]ets who are under attack. Realistically, it may be the
promoters who ‘are: under attack if they have set up egreglous front companies with
- “illusionary reinsurance” and/or “risk transfer.” v

See Checklzst for Evaluatmg PORC Exposure to IRS Attack . pages 26-27

Clarification

with
Recent

IRS Rulings
" Needed

' Revenue Rulmg 2001-31 In th1s Revenuc Rulmg, the IRS mdlcated that it would
- accept brother-smter» corporate family groups. In other words, the Service dropped its

(CB.1348)

' Revenue Rulmg 200 90

more usual challengeto the deductxbllxty of premiums paid where those premiums were
paid to another member of an' economw famlly to which the* payer belonged. (2001-1

o Thxs Rcvenue Ruhng outhned two sn'uahons to illustrate
X "st between a parent and a subsidiary insurance company in
ums: pald by the parent to the subsidiary to be deductible as
ection 162. (2002-52 LR.B. 1)

90 ... In. this Revenue Ruling, the Service held that insurance
pretmums pald by the 12 domesnc operating subsidiaries to another wholly-owned
insurance subsidiary’ (formed for valid non-tax business purposes) were deductible as
“insurance prermums” under Section'162. (2002-52 ILR.B. 1)

Citation

IRSNotxce 2002-70. 7002-441RB 765
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ype of transactlon descnbed' '
yorted to be insurance
taxpayers and their
aim are allowable
moters of these

'o with respect

below, that is being used by taxpayers to's
companies that are subject to little or no U.
represcntanves that these transactions often do not gen
for federal income tax purposes. This notice also aler
transactions, to certain rcportmg and record keeping obligatio
to these transactlons

paycrs to related: ,
come tax. This T
tax benefits that
their representati
ies that they may be

ce provider, automobxle dealer,
ce contract through Taxpayer in
for repair or replacement costs:
yment obligations in case

The tra.nsactlon generally. mvolves a taxpayer (“Taxpayer”) (typ:oa
lender, or retailer) that offers its ‘stomcrs the opportunity to purchase an ins
connection with the products or'se elngkso]d The insurance provides cov
if the product ‘breaks down or is lost, stole Vdamagcd or coverage for the cu:
the customer dies, or becomes disabled or un vploycd

Taxpaycr offers the insurance to its cu bywactmgv as an insurance agent for an unre]ated insurance
company (“Company X”). Taxpayer receives a sales commission from Company X equal to a percentage of the
premiums paid by Taxpaycr s customers. Taxpayer formsa wholly-owned corporatlon (“Company Y™), typically in a
foreign country, to reinsure the policies sold by Ta.xpaycr

Promoters sometimes refer to these companies as producer owned reinsurance companies or “PORCs”.

If Company Y is a foreign corporation, it typically clccts to be trcatcd as a domestic insurance company under
Section 953(d) of the Internal Revenue Code. Company Y takes the posmon that it is entxtled to the benefits of
Section 501(c)(15) (provi dmg that non-life insurance companies are tax exempt if premiums written for the taxable.
year do not exceed $350,000), Section'806 (providing a deduction for certain life. insurance companies with life
insurance- company taxable income not in cxccss of '$15,000 000), or Section 831(b) (allowing qualifying non-life
- insurance companies whose net written premiums arc betwcen 50 000 and $1 200 000 to elect to be taxed solely on
investment income). L

9,

Taxpayer receives premiums from its customers and remits those premiums (typically net of its sales
commission) to Company X. Company X pays any claims and state premium taxes due and retains an amount from
the premiums recewcd from Taxpayer. Under Company Y’s reinsurance agreement with Company X, Company Y
reinsures all insurance policies that Taxpayer sells to its customers. Company X transfers the remainder of the
premiums to Company Y as reinsurance premiums. » :

Many of the transactions described in this Notice have been designed to use a reinsurance arrangement to divert
income properly attributable to Taxpayer to Company Y, Taxpayer’s wholly- owned reinsurance company that is
subject to little or no federal income tax. The Service intends to challenge the purported tax benefits from these
transactions on a number of grounds.

. FIRST IRS ATTACK

_ First, depending upon the facts and circumstances, the Service may assert that Company Y is not an
insurance company for federal income tax purposes. For federal income tax purposes, an insurance company is a
company whose primary and predornmant business activity during the taxable year is the issuing of insurance or
annuity contracts or the reinsuring of risks underwritten by insurance companies. Section 1.801-3(a) of the Income
Tax Regulations; Section 816(a) (which provides that a company will be treated as an insurance company for federal
income tax purposes only if “more than half of the business” of that company is the issuing of insurance or annuity
contracts or the reinsuring of risks underwritten by insurance companies).
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CERTAIN REINS URANCE ARRANGEMENTS
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While a taxpayer’s name, charter powers, and state reguldtion help to indicate the activities in which it may
properly engage, whether the taxpayer qualifies as an insurance company for tax purposes depends on its actual
activities during the year. Inter-American Life Ins. Co. v. Commissioner, 56 T.C. 497, 506-08 (1971), aff’d per
curiam, 469 F.2d 697 (9® Cir. 1972) (taxpayer whose predominant source of income was from investments did not |’
qualify as an insurance company); see also Bowers v. Lawyers Mortgage Co., 285 U.S. 182, 188 (1932).

To qualify as an insurance company, a taxpaycr ‘must use its capital and efforts primarily in earning income
from the issuance of contracts of insurance.” Indus. Life Ins. Co. v. United States, 344 F. Supp. 870, 877 (D.S.C.
1972), aff’d per curiam, 481 F.2d 609 (4" Cir. 1973). To determine whether Company Y qualifies as an insurance
company, all of the relevant facts will be considered, mcludmg but not limited to, the size and activities of any staff,
whether Company Y engages in other trades or businesses, and its sources of income. See generally Lawyers
Mortgage Co. at 188-90; Indus. Life Ins. Co., at 875-77; Cardinal Life Ins. Co. v. United States, 300 F. Supp. 387,
391-92 (N.D. Tex. 1969), rev’d on other. g_r_ounds, 425 F. 2d 1328 (5" Cir. 1970); Serv. Life Ins. Co. v. United States,
189 F. Supp. 282, 285-86 (D. Neb. 1960), g_t'_f_’_d_ol_gth;ermgg_ 293 F.2d 72 (8" Cir. 1961); Inter- Am. Life Ins.
Co., at 506-08; Nat'l. Capital Ins. Co. of the Dist. of Columbia v. Commzsszoner 28 B.T.A. 1079, 1085-86 (1933).

(The Service may argue that) if the taxpayer (i Company Y) is not an insurance company, it is not entitled to
the benefits of Sections 501(c)(15), 806, or 831(b). Further, if Company Yisa foreign corporation and is not an
insurance company, any election Company Y made under Section 953(d) is not valid and Company Y will be treated
as a controlled foreign corporation as defined in Section 957. In such a case, Taxpayer will be treated as a U.S.
shareholder of Company Y and generally will include in its gross income on a current basis any subpart F income of
Company Y. See Section 951(a) and (b). In addition, Company Y will not qualify for the exceptions from subpart F
income under Sections 953(a)(2) and 954(i) for certain insurance income because those exceptions are only available
to a foreign corporation that, among other rcquxrements is engaged in the insurance business and would be subject to
tax under subchapter L'if such corporatxon were a domestic corporation. See Section 953(e)(3)(C).

SECOND IRS ATTACK ... .REALLO‘CATION OF INCOME

Second, .the Service may apply Sections 482 or 845 to alIocate income. from Companv Y to Toxpayer if
necessary clearly to reﬂect the income of Taxpayer and Company Y. Section 482 provides the Secretary with
authority to allocate gross income, deductions, credlts or allowances among persons owned or controlled directly or
indirectly by the same interests, if such allocation is necessary to prevent evasion of taxes or clearly to reflect income.
The Section 482 regulations, prowde that in determining the taxable income of a controlled person, the standard to be
applied is that of a person dealing at arm’s length with an uncontrolled person. Section 1.482- 1(b)(1). Section 482
may apply to a transaction between two or more controlled persons notwithstanding that an uncontrolled person
participates in the transaction as an intermediary. Se¢ GAC Produce Co. v. Commissioner, T"C.M. 1999-134. If, as a
‘result of the reinsurance transaction, Taxpayer’s income is riot consistent with the arm’s length standard, then Section
482 authorizes the Secretary to allocate income from Company Y to Taxpayer. Section 845(a) allows the Service to
reallocate income, deductions, assets, reserves, credits, and other items between two or more related parties who are
parties to a reinsurance agreement. Thus, such items may be reallocated from Company Y to Taxpayer under the
authority of Section 845(a).

THIRD IRS ATTACK ... SHAMS “IN FACT” OR “IN SUBSTANCE”

Third, in appropriate cases, the Service may dzsregard the insurance and reinsurance arrangements, and
thereby require Taxpayer to recognize an additional, portwn of premiums received from its customers as its income,
if the arrangements are shams in fact or sham' ubstance. See Kirchman v. Commissioner, 862 F.2d 1486, 1492 |
(11" Cir. 1989). Courts have dlstmgmshed between “shams in fact” where the reported transactions never occurred
and “shams in substance” which actually occurred but lack the substance their form represents. ACM Partnership v.
Commissioner, 157 F.3d 231, 247 n. 30 (3¢ Cir. 1998), cert. denied, 526 U.S. 1017 (2002) (citations ommed)
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In determining whether a transaction constitutes a sham in substance, both a. majority of the Courts of Appeals
and the Tax Court consider two related. factors, economic substance apart. from tax consequences, and business
purpose. See ACM Partnersth, Karr v. Commtssxoner, 924 F.2d 1018, 1023 (11* Cir. 1991), cert. denied, 502 U.S.
1082 (1992), James v. Commxs:zoner 899 F.2d 905, 908-09 (10"‘ Cir. 1990); Shriver v. Commzss;oner 899 F.2d 724,
727 (8™ Cll’ 1990) Rose v. Cammzsszoner, 868 F. 2d 851, 853 (6" Cir. 1989), Kirchman.

Although a taxpayer has the right to arrange its affairs to reduce its tax habxhty, the substance of a transaction
_must govern its tax consequences rega.rdless of the form in ‘which the transaction is cast. See Gregory v. Helvering,
293 U.S. 465, 469 (1935) -If the transactions mvolvmg Taxpayer, Company X, and Company Y are disregarded, the
income of Company Y is income of Taxpayer See Wrzght v. Commzsszoner T.C.M. 1993-328.

CONSEQUENCES OF ENGAGING IN QUESTIONABLE ARRANGEMENTS
: “LISTED TRANSACTION” STATUS =~

T ransactwns that are the same as, or substa zally sz dar to, the transactron descnbed in this Notice that

""" ‘of Sectwns 501 (c)(15), 806 or 831(b) are identified as “listed

transacnons for purposes of Sectlon 1 601 14T(b)(2) of the temporary Income Tax Regulations and Section
301.6111-2T(b)(2) of the: temporary Procedure and Admxmstranon Regulatlons See also Section 301.6112-1T, A-4.

Independent of therr cIa.ss:f cauon as “lzsted transactxons” for purposes of Sections 1.6011-4T(b)(2) and
301.6111-2T(b)(2), transactions that are the same as, or substantially similar to, the transactions described in this
notice may already be subject to the drsclosure requirements. of Section 6011, the tax shelter registration
‘requirements of Section 6111, or the list. mazntenance requzrements of Section 6112 ‘(Sections 1.60114T, 301.6111-
lT 301.6111-2T and 301: 6112 lT A-3 and A4). ‘

PENALTIES NO LESS THAN b} SEPARATE PENALTIES COULD APPLY

} Persons who are. requrted to satrsfy the regrstrat]on requlrement of Secnonﬁl‘l 1 wrth respect to the transactions
descnbcd in this Notice and who fail to do 50 may be. sub_pect to the penalty un ,Sectron 6707(a). Persons who are
| requxred to satisfy the -hst-keepmg requlrement of Sectron 6112 with respect to the transactions described in this notice
and who fail to do so may be subJect to'the penalty under Section 6708(a)

In addition, the Servi
transactions mvolvmg taxpay
| applicable, on persons who p v
related penalty under Section 6662, the ret s v
Section 6700 and the a1dmg and abettmg penalty under Sectlon 6701

se penalnes on partrcrpants m these transactlons or substantlally similar

ncludmg the accuracy-
_ 6694 the promoter penalty under |

AUTHORS OF NOTICE

A€ The principal authors of thls Notlce are John Glover of the: Office of Associate Chief Counsel (Financial
| Institutions and Products) and Theodore. Setzer and Sheila Ramaswamy of the Office of Associate Chief Counsel

(International). - For further information regardmg this notice contact Mr. Glover at (202) 622 -3 970 or Mr. Setzer or
Ms. Ramaswamy (202) 622-3870 (not a toll- free call) :

Citation:  Notice 2002-70; 2002-44 IRB (October 15, 2002)
Note: Captions and emphasrs added. ’ r
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Producer Owned Remsurance
. Companies

"« Notice 2002-70 Issued October 15 zooz

« Transactions designed to use a reirisurance
arrangement to divert income to oompanis
Subject to little Or no-tax."

‘a Notice alem taxpnyers that transactions
often do not generate the tax benefits that
taxpayers belleve are aliowable

» Alerts taxpayers, reprmntauvec, and
promoters of certain reporting and record-
keeping requirements

. Companies

Producer Owned Reinsurance

= Notice applies to:
= Service providers
» Automobile Dealers
« Lenders
= Retalters
« That offer customers the opportunity to

purchase an insurance contract In connection
with products being sold

. Producer Owned Reinsurance
ﬂ@Compames

' = For example: Insurance pl’ovides coverage for
= Repair or replacement upon breakdown, loss,
theft, or damage
=« Coverage for’ customer’s payment obllgaﬁons
upon death, disability, unempioyment
= Reiated company reinsuring the risk (PORC)
= Elects 953(d) treatment
« Insurance company benefits
« Tax exempt status — 501(c)(15)

Producer Owned Reinsurance
Compames

= How does this affect an auto dealership?
- « Dealers that sell products, insure certain
risks and reinsure the risk with a PORC
» Extended Service Contracts
= Dealer Obligor
» Administrator or Other Obligor e T
« Credit Life and Disability Insurance

Producer Owned Reinsurance
. Companies

« PORC is not an insurance company
« §§ 501(c)(15). (tax exempt status), 006 (fe Insurance
compeny), 631(b) (ron-life companias) G0 not agoiy
« Company is a 'oreion corporation and’ 5953(4)
election Is invalid
» §5 84S or 482 may be appiied to alilocate Income to the
taxpayer that earned It
« Insurance and remwm agreements will be.
disregarded 3nd. fequire recog of
by the taxpayer

« Conclusions depend on facts and circumstances

&

-& Companies
"= Mechanics of Notice 2002-70

Producer Owned Reinsurance

= §6011 — Taxpayers must disclose
participation in reportable transactions
« Corporations, Partnerships, Trusts, S
Corporations, Individuals .
-~ Attach a written statement to each
tax return affected
= First Year — provide copy to Office of
Tax Shelter Analysis

Producer Owned Reinsurance
Companies

= Mechanics of Notice 2002-70
» §6011 — Taxpayers must disclose
participation in reportable transactions
« Corporations, Partnerships, Trusts, S
Corporations, Individuals
« Direct or Indirect participation

» Attach a written statemernt to each
tax return affected’

Producer Owned Reinsurance
.Companies

« No specific form — Regulation 1.6011-4T
provides information to include
= Brief Description of Transaction
« Including taxpayer’s manner of participation
« Identification of each tAxable year
« Including prior years
« An estimate of the amount by which the
transaction is expected to reduce tax
liability

Producer Owned Remsurance
Companies

= § 6111 ~ Promoter, organlzers, sellers

= § 6112 - Requires organizers and sellers to:
maintain lists of investors

« Provide to IRS upon request

managers must register transactions with IRS

A Quarterly Update of Essential Tax Information for Dealers and Their CPAs

Producer Owned Reinsurance
Companies

= Notice not intended to cover all possible situations
= Transactions that a
or simitar to the notlce identified as “listed
transactions”
= §1.6011-4T and §301:6111-2T(b)(2)
= May already be subject to disclosure and tax
?eker registration requirements. of §§6011 and
111
- Additional guidance may follow
for. Our C and

. 9 Q
Further Guidance
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BACKGROUND, UPDATE & CONCLUSIONS
ABOUT ABUSIVE TAX SHELTERS

BACKGROUND

The IRS gives three alternative theories that dealcrshlp allied reinsurance companies are not insurance compames at all but

instead, abusive tax shelters:

1. - The reinsurance company’s pnmary and predommant business is not that of i insurance; the business is self insurance
and the result is that the company is'of a “captive” variety not worthy of insurance:company tax treatment

2. The reinsurance company is an investment fund masqueradingas an insurance company

3

Insurance premiums are priced: arbitranly in collusnon with the parent automobile dealership, designed to shift income
m(o preferential tax environments

Based on these IRS perceived facts, they conclude that these reinsurance companies are abusive tax shelters.

IRS Myth #1 ;

Attempting to justify their position, the Notice WhE 1 ‘ mi] m

outlines. ‘ownership . -of - ‘the: " ‘reinsurance Q. 5 ..?}..S-I.]-'I.P & Pre FIOW
company and premium flow to the reinsurance : E
company.

Dulenhlp Corponhon

In concluding that this is not insurance, the
IRS makes two broad assumptions: (1) the
insurance company is:.a_subsidiary’ to ‘the
dealership making it related ‘as ‘‘parent-child”
and, (2) the nisk is;self-insurance

Their conclusion is that this is not insurance at . Deemed NOT N
all, not deserving to be treated as an insurance el R
company for tax purposes.:And since it is not Insurance
insurance it can only be an abusive tax shcltcr

Correct Facts

1. - In many cases, an individual owns both the
dealership. and. the: insurance company. Thus "
these ‘two  corporations -are  considered
siblings or, “brother-sister”. There: are: also
business reasons when mdlvxduals with no
ownershxp interest in “the: dcalershlp, own .
these reinsurance companies. . . :

2. Therisk'is not that of the dealership’ but that
of the consumer, Therefore 100% of the risk
is-third party and unrelated to 'the dealership.
The dealership acts as a fiduciary for the
insurance company: and collects premium
(including it"s-v“bwn..commi,,ssion) from the
consumier,. This is ‘much :the same as Debit
Insurance Agents ‘collecting’ premlum ;
directly from the insureds.

‘Unrelsted Premium

Unrelated Consumer

Page 1 of 4
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A Quaneﬂy Updale of Essemaal Tax lnformauon for Dea!ers and Their.CPAs, ..

IRS Myvth #2
The Announcement concludes that the remsurance company is an investment fund masquerading as an insurance vehicle

and receiving preferennal tax treatment. The IRS took great ] pains to' outhne several tax cases where investment income
was far above the- prermum generated for the: rexnsurance oompany ‘

The. genesis of their reasonmg was_the cover page and feature article in Forbes Magazme (5"’ of March 2001) where
hundreds of millions of dollars in' investment earnings were' ‘being ; sheltered from tax in a tiny insurance company. The
author spoke of this as a “tax. goodre" from - the code. This transacnon showed $3,300 in Premium and one hundred

seventy-nine. Lnjj_;gg ($179,000,000) dollars of earmngs on: mvestmeuts a whoppmg 54,000% differential! The article went
on to slap the IRS’ face for not catchmg this obvious abuse

Searching around for a handy target, the IRS found that most small insurance companies are somehow allied with
automobile dealershxp acnvmes, thus the bias toward what they consider an easy target - automobile dealers.

Correct Fact
This chart shows data from thousands of tax: returns prepared for automobile dealer allied reinsurance companies. On
nearly gg_e_h;ﬂmnjgjm of premlum, the i mves  income: generated isa mere eight (8%) percent differential.

I lt is obvnous, even to the most cynical observer, that IRS
g ‘targenng of dealer allied reinsurance companies is truly a
¥ my(h 1f these companies. are masquemdmg as investment
‘ vehxcles they are not doinig a very good job!

121671174 10,805,105
146839774,:11273948 7.7%
163320278 .

‘IRS Mﬁh #3 e

The premiums. charged to the dealershlp by the insurance company are arbxtranly priced. These “transfer pricing”
distortions cause income;. normally that of ‘the- dealershxp, to be shifted to the insurance company in a preferential tax
environment. Therefore it is'an abustve tax shelter

Correct Facts
This last myth compounds the fxrst‘myth It assumes that the nsk is that of: the dealerslnp —it 1s not. Rather the risk i is that

Thxs premiuni is co!lect

Furthermore the premiums for the nsk are not a.rbxtranly estabhshed by the dealershxp but rather by
1. The Department of Insurance, and . .
2.  The third-party unrelated direct writing msurance company

The Department of Insurance exarmnes premxum ch&ges and-on many products require pre-approval of the rates. Some
product lines have guxdehnes estabhshed by the Department of 1nsurance where a‘'set-premium is estabhshed statewide.
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UPDATE

A major development occurred giving bright line guidance to IRS positioning. This new development clearly shows that
these reinsurance companies are not in the classification of abusive tax shelters. We must presume the IRS is speaking with
one voice.

Two months after the IRS abusive tax shelter position was announced, two companion Revenue Rulings were published.
Both concerned self-insurance (a/k/a captive) risks, and while “captive” is not the case with dealer allied reinsurance

companies, they give guidance to the structure of arrangements. We will call these P arent-Child and Brother-Sister
structures.

Parent-Child -

In Rev.Rul. 2002-89 the IRS provided guidance on whether arrangements between a parent corporation and its insurance
subsidiary qualified as insurance for tax purposes. There were two fact scenarios resulting in two different conclusions for
tax purposes.

Ownership & Premium Flow

Fact Scenario #] — one hundred (100%) percent of the
. insurance subsidiary’s risk was derived from the parent
Dealership Corporation corporation. This was deemed NOT to be insurance

et

Fact Scenario #2 - fifty (50%) percent of the insurance

100% Premivm 50% Premium subsidiary’s  risk was derived from the parent
\ : cor'poration. The remaining was unrelated to the parent.
” Deemed to be This was ‘deemed to ‘be insurance. Tax Case law
Deemed NOT Ins ce Supports this percentage to be as low as 30% unrelated
Insurance _ uran in order to make the transaction insurance for tax
\ purposes.
50% Unrelated '
Brother-Sister

In Rev.Rul. 2002-90 the IRS ruled that premiums paid by operating subsidiaries to a captive insurance company owned by
a common parent corporation are deductible as insurance premiums.

Ownership & Premium Flow

Holding Corporation The fact scenario of an allied reinsurance company
?1 i[HH more closely resembles this Brother-Sister structure
Rl than the parent-child structure in its companion

o T ¥ Revenue Ruling.

.
» A,

~ 100% Related /

Premium )
Deemed to be Insurance

Page 3 of 4
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Self Insurance

It is not self-insurance therefore the negative. tax !mphcanons of “captives” will not apply. In arguendo (as our friends from
the lcgal profession would say), if somehow this is deemed to be self-insurance - ‘tax cases, IRS authored Field Service
Advices; Private Letter Rulmgs and Revenue Rulmgs sho that the allied remsurance company structure (Brothcr-
stter) is msurance for tax purposes. B

A fact further dworcmg alhed remsurance compames from the strict brother-sxster mtcrpretatlon approved by the IRS is
that individuals, not corporations, own the insurance company Thxs falls in direct pamllcl to the case of Umtcd Parcel
Service of America: Inc;;etal.v. Commxssmner. '

One more fact divorces these even. further ~ there is often dnspmt ownership in the dealership corporation and the allied
reinsurance company. That is to say, a remsura.nce company owner may only own a portion, if any part, of the dealership.

Disguised investment mechamsm :
As evidenced by ha.rd facts (nea.r!y 1 Bxlhon dollaxs in prcxmum recorded in thousands of tax returns), thxs could hardly be
called an mvestmcnt mechamsm or scheme. : .

Self- Deahng

Insinuating that less than arms length pncmg exists between the dealerships and the insurance entity is off- target. First, the
risk is not that of the dealership it is that of the consumer. Second, third parties (Dcpa.mnents of Insurance and Direct
Wntmg Insurance compameé) atabhsh rates they deem appropnate for the protectxon of thc consumer.

These most recent bnght line Revenue Ruhngs gmde and gwe comfort that t.hese remsurance compames are not abusive
tax shelter schemes.

Page 4 of 4
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Francachas Efniefe;lfi;im Before Jdrzliary 1, 2003

T ransactmns Entered Into On or Aﬁer Jﬁn»umy 1, 2003

Application (i.e,, Dec. 31, 2002 and Prior) (i.e., After Dec. 31, 2002)
‘ G General oullme of Reguiauons appcars below ¢ . Regulations are extremely complex.

+_ Reguiations are extremely complex profuse ‘with exceptions and effective | ¢ Outline of Regulations appears below, with certain general comments
date limits. -~ .. Somewhat simplifies overall structure.

¢ The reqmrements for mcludmtr statements in tax -retums disclosing | ¢ Coordinates the.rules for disclosure and list maintenance by apolymg such
pamapanon in certain transactions are found in Reg. Sec. 6011-4T. rules to the same transactions. In other words, a transaction that is subject

¢ There are separate requirements related to to disclosure will also:be subject to the list. maintenance requirements if the
o _Registration of tax shelters ... Section 6111 and Regulations thereunder. material advisor receives fees over a stated. threshold.
o The maintenarice of lists by promoters of investors in their tax shelters ... | ¢ Disclosure and list maintenance.is required only with respect to six types of

Section 6112 “Organizers and Seilers of Potentially Abusive Tax Shelters transactions (see below).

Overview Must Keep‘Lxsts of Investors ¢ Al of the exceptions that previously applied  to disclosure and list
maintenance have been eliminated. Now, if a transaction satisfies any one
of the six tests; then disclosure and list maintenance are both required.

¢. The definition of promater" has been- changed by. applying the
'requirement for list maintenance to any person who provides any tax advice
in- connection- with a’transaction and who receives-a fee above certain
specified thresholds.
+ Fora comprehensive analysls, sec New Tax Sheiter Disclosure and meg
Regulations Promise Headaches for Everyone by Richard Lipton. The
Journal of Taxation. Jan. 2003, pgs. 5-21..
¢ (1) In general. ¢ Every taxpayer that has participated, directly ‘or indirectly, in a reportable
¢ (2) Example of indirect participation. transaction ... must attach to its tax return for the taxable year, described in

Disclosure ¢ (3) Definition of taxpayer. _paragraph (e) [Time of Providing Disclosure], a disclosure statement in the

Re quirement form prescribed by paragraph:(d) of this Section. -
) ¢ The term taxpayer includes mdmdual taxpayers.

6011 -4T(a) ¢ The fact that a transaction is a reportable transaction shall not affect the
legal determination of whether the taxpayer’s treatment of the transaction is
proper. :

¢ (1) In general. 4 In general, there are six categories of reportable transactions

¢ (2) Listed transactions. 1. Listed transactions ... Any transaction that is the same as or
¢ (3) Other reportable transactions. substantially similar to tax avoidance transactions identified by the IRS.
¢ (4) Projected tax effect. 2. Confidential transactions ...  Any transaction offered under conditions
¢ (5) Examples. of confidentiality. '

'Reporlable 3. - Transactions with contractual pra!ectwn . Any transaction for which

Transactions the corporation has contractual protection -against dlsallowance of the
tax benefits.

6011-41(b) 4. Loss trapsactions ... Any transaction resulting in a Ioss of at least $10

5. Transactions with a significant book-tax difference ..

million i ‘'any single year or $20 million in any combination of years.

. Any transaction
resulting in a book-tax difference of more than $10 million on a gross
basis.

(Continued)
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Reportable
Transactions

6011-4T(b)

(Continued)

~expected tax treatment of any investment, entity, plan or ammgemcnt and

6. Transactions involv jig-a bri ef ma leding perlod any lrmsacuon
resulting in-a tax credit o more | than $250,000, if the corporauon held
the asset generating’ the ‘credit for less than 45 days.. -

The term “transaction” ‘includes all of the factual elements relcvanl to the

includes any series of steps carried out as part of a plan, and any series of
substantially similar transactions entered-into in the same taxable year.
Definition of listed transaction ... (ls)vany transaction that is the same as,
or substantially similar to, a listed transaction is a reportable transaction. A
substamially similar” transaction™. is any' transaction that is expected to
obtain the same or similar types of tax consequences and that is either
factually similar or based on the same or sm'ular tax strategy.” (Temp Reg
Sec. 1.6011-4T(b)(2)) ’
Each of the other five categones of leponable transacuons is deﬁned at |
length in the Regulations.
Exceptions: A transactior. will not be considered a reportable transaction,
or wnll be excluded from any individual category of reportable t transaction
«ry if the Commissioner makes a determination, by published guidance,
individual rulmg under paragraph (f) of this Section, or otherwise, that the
transaction is not subject to. ‘the reporting requirements of. the: Sectlon.

Form & Content of
Disclosure Statement

There are 6 elements to be included in the dlsclosure statement for each
teportable transaction.

See detail of 6 required elements below.

Disclosure statement ... “shall be presented in a format (preferably no longer
than one page) similar to that shown-in the Example” ... or “on such formas
may be prescribed for use under this Section.”

6011-4T(c) See Example included in Regulations reproduced below.
IRS has not released an OfﬁClal Form t‘or :eporung uansactlons subjcct to thxs
Regulallon -
Definitions
_6011-4T(c)
. : g ¢ For each taxable year. The disclosure statement. fora reportable transaction
Time of Provldmg must be attached to. the taxpayer’s Federal income tax return for each taxable I
Disclosure year for which the taxpayer's Federal income tax llablllty is affected by the.
6011-4T, ( d) taxpayer’s participation in the transaction.

(Continued)

@ Subslantmlly Sumlar “’l‘he term substanually sumlar mcludcs any

: Corpdrauon i
() Indirect. Pamapauon e

consequenm and hat is enher factually sumlar or based on the same
or similar ‘tax sn'ategy Recelpt of ‘an -opinion regarding the -tax
consequences of the transaction is not relevant-.... Further, ¢ the term
substamially slmllar' musc ln broadly construed in favor af




REQUIREMENTS FOR INCLUDING STATEMENTS IN INCOME TAX RETURNS
DISCLOSING PARTICIPATION IN CERTAIN TRANSACTIONS
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¢ Form 8886 to be used to report transactions under this Regulation

¢ The IRS will release Form 8886, Reportable Transaction Disclosure
Statement (or-a successor form for-use by taxpayers).

¢ The form must be completed in accordance wnth the instructions and
attached to the appropriate tax return.

¢ An address is provided to which a copy of | the disclosure statement should
be sent.

Form & Content of
Disclosure Statement

6011-4T(d)

. Su’bétanﬁélly the same wording as that prescribed for pre-2003 transactions

Time of Providin
f s in Reg. Sec. described above.

Disclosure
6011-4T(e)
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i OR ) 0
“6011-4T. - ) 0
¢ The taxpayer must retain a copy of all documents and other records related to
a transaction subject to disclosure that are material to an understanding of the
facts of the transaction, the expected tax treatment of the transaction, or the
taxpayer’s decision to participate in the transaction.
¢ Such documents must be retained until the expiration of the statute of
Retention limitations applicable to the first taxable year for which disclosure of the
transaction was made in accordance with the requirements of this Section.
of ¢ Such documents generally include, but are not limited to the following:
Documents o Written analyses used in decision-making related to the transaction.
* Correspondence and agreements between the taxpayer and any promoter,
6011-4T(e) advisor, lender or other party to the reportable transaction that relate to the
transaction.
e Documents discussing, referring to or demonstrating the tax benefits
arising from the reportable transaction, and
. e Documents, if any, referring to the business purposes for the reportable
transaction. ) :
Treatment Df ¢ An affiliated group of corporations that joins in the filing of a tax retum under
Affiliated Groups Section 1501 shall be considered a single taxpayer for purposes of this
Section.
6011-4T¢) , CLi
Requests for Ruling... (1) If a taxpayer is uncertain whether a transaction
must be disclosed, the taxpayer may submit a request to the IRS for a ruling
Rulings as to whether the transaction is subject to the disclosure requirements of this
& Protective Section. Various other conditions and restrictions apply. )
Protective Disclosures... (1) If a taxpayer is uncertain whether a transaction
Disclosures must be disclosed under this Section, the taxpayer may disclose the
transaction in accordance with the requirements of this Section and indicate
6011-4T(f) on the disclosure statement that the taxpayer is uncertain as to whether the
transaction is required to be disclosed under this Section and that the
disclosure statement is being filed on a protective basis.
Substantially the same as text in corresponding Regulation for pre-2003
Retention transactions. However,
of o Documents must be retained until the expiration of the statute of
limitations applicable to the final taxable year for which disclosure of
Documents the transaction is made. Note: in previous Regulation, reference was to
the first taxable year, rather than to the final taxable year.
6011-4T(g) o The Regulation specifically includes “marketing materials related to the
R s h : : transaction,” in addition to all the other documents to.be retained.
Effective Dates ¢ WARNING ... the effective date rules arc unbelievably complex.” You must ...-4T(h) applies to Federal income tax retumns filed after Feb. 28, 2000.
read these provisions for yourself. However, paragraphs (a) through (g) of this Section apply to transactions
6011-4T(g)...0Old Regs ¢ Generally, despite numerous interim cutjoff date references in this Sgction, it entered into on or after :lanuary 1, 2003.
6011-4T(h)...New Regs appears.(hat the IRS .mtends that these disclosure rules are to be applied to all The rules that apply wn}h respect to transactions gntered into on or before
oo transactions entered into before January 1, 2003. Dec. 31, 2002 are contained in ... -4T(g) old Regs in left-hand column.
Citation 4 Temp. Regs as last amended June 14, 2002 by T.D. 9000 Temp. Regs as last amended October 17, 2002 by T.D. 9017
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DISCLOSURE STATE_{ENT FOR REPORTABLE TRANSACTIONS

FOR TRANSACTIONS ENTERED INTO ON OR BEFORE DECEMBER 31, 2002

FORM & CONTENT OF STATEMENT
SIX ELEMENTS REQUIRED*

EXAMPLE OF FORM OF STATEMENT
TEMP. REG. SEC. 6011-4T(c)(2)

1. Identification of Transaction. The name, if any, by which the

transaction is known or commonly referred to by tie taxpayer. If no
name exists, provide a short-hand designation of this transaction ...

2. Registration Information.

A statement indicating whether, to the
best knowledge of the taxpayer, the transaction has been 1egistered as
a tax shelter under Section 6111.

If the transaction has been registered under Section 5! i1, indicate
whether Form 8271 Investor Reporting of a Tax Sheiter Registration
Number, has been filed with the taxpayer’s return and previde the
registration number, if any, that has been assigned to the tax shalter.

3. A brief description of the principal elements of ihe transaction that
give rise to the expected tax benefits, including the manner of the
taxpayer’s direct or indirect participation in the transaciion.

4. A brief description of the expected tax benefits of the transaction
(e.g., loss deductions, interest deductions, rental deductions, toreign
tax credits, etc.)

5. An identification of each taxable year (including prior taxable
years) for which the transaction is expected to have the effect of
reducing the Federal income tax liability of the taxpayer, or any
partner or shareholder of the taxpayer, and an estimate of the amount
by which the transaction is expected to reducs the Federal income tax
liability of the taxpayer or of any partner or sharcholder of the
taxpayer, for each such taxable year.

6. Promoter Identification. The names and addresses of any parties
who promoted, solicited or recommended the taxpayer’s participation
in the transaction and who had a financial interest, including the
receipt of fees, in the taxpayer’s decision to participate.

*Source: Temp. Reg. Sec. 1.6011-4T(c)(1)(i) to (vi)

Corp. Name El#

‘Address

DISCLOSURE STATEMENT FOR REPORTABLE TRANSACTION

1. Identification of Transaction: LILO-Country W
2. Registration Status Under Section 6111: Not registered

3. Description of Transaction: We leased a building from a municipality in
W. We made an advance payment of rent of $89 million. The lease term is 34
years. The foreign municipality subleased the asset back from us for a term of
20 years. The foreign municipality has the opticn, at the end of the sublease
term, to buy out our interest for $50 millicn. Our advance lease payment has
been financed with a bank loan of $60 million. The foreign municipality placed
$75 million of the advance rental payment in special accounts to satisfy the
sublease and buyout obligations.

4. Principal Tax Benefits: Deductions for rental and interest payments in
excess of income from leaseback rental payments.

5. Estimates of Expected Reduction of Federal Income and Tax Liadility
JSor Affected Taxable Years:

o Years 1999-2002 ... $5 million per year,
¢ Years 2003-2013 ... $4 million per year, and
¢ Years 2014-2017 ... $3 million per year
6. Promoters: Financial Institution Y
(Address)
(Telephone Number) _

Professional Service Firm Z
(Address)
(Telephone Number)




TAX RETURN INSTRUCTIONS
FOR TAX SHELTER DISCLOSURE STATEMENTS

“X|

g

According to the Regulations, the IRS is supposed to issue Form 8886 whicﬁ is to be used for disclosin
post-2002 reportable transactions.

Form 8886 is not yet available. However, in searching the Forms section of the IRS website, using the
keywords “tax shelter disclosure statement” and “8886” resulted in hits on the instruction portions for
various tax returns ... Forms 1120, 1120-S, 1065, etc.

The information is the same in the instructions, subject to minor wording changes. Below is the
information from the instructions for Form 1120.

Reportable Transactions Reportable Transactions
Entered Into Prior To January 1, 2003 Entered Into After December 31, 2002
(Pre-2003) (Post-2002)

r distigstiré statement. For
each reportable tax shelter tmqsaction
entered into prior to January 1, 2003, in . .
which the corporation participated, directly aﬁ:r%;?‘::g::_e;:a;ﬁ?‘%ls‘ee;‘;en':dsggg
or indirectly, the corporation must attach a e 3 £0U& "
Reportable Transaction Disclosure
disclosure statement to Its rsturn for each Statement, to disclose information for each
tax year that its Federal income tax liability reportable transaction in which the
is affected by its participation in the cieo ration participated, directly or
transaction. In addtion, for the first tax year corpo Fp 88p S must b r’; S for each
a disclosure statement is attached to its indirectly. Form 8886 must be filed for eac
return, the corporation must send a copy of tax year that the ngeral income tax liability
: of the corporation is affected by its

the disclosure statement to the Internal St A .
: : X .AT participation in the transaction. The following
Revenue Service, LM:PFTG:OTSA, Large & are reportable transactions.

Mid-Size Business Divisicn, 1111 : .
tuti i ® Any transaction that is the same as of
Constiution Ave., MW, Washingion. DC substantially similar to tax avoidance

20224. If 2 transaction becomes a : : c
ian af . ; transactions identified by the IRS.
reportable transaction after the corporation « Any transaction offered under conditions

flies its returr;, it must attach a statement to .

o vear : : : cf corfidentiality.
the following vear's return {(whether or not its 2 - .
tax liability is affected for that year). The ; Any u;anstact;or: f:’erczgfg u;iengtorporauon
corporation is considered to have indirectly diassa l‘fgx a‘?\g:gf fhg tox bengﬁts
participated if it participated as a partner in a e Anyt tion resulting in a.loss of at
partnership or if k knows or has reason to y transaction resulting
know that the tax benefits claimed were least $10 million in any single year or $20

million in any combination of years.

derived from a reportable transaction. e Any transaction resulting in a book-tax

Disclosure is required for a reportable difference_ of more than $10 million on a
transaction that is a listed transaction. A gross basis. . ]
transaction is a listed transaction if it is the * Any transaction resulting in a tax credit of
same as or substantially similar to 2 more than $250,D.00. if the corporation held
transaction that the IRS has determined to the asset generating the credit for less than
be a tax avoidance transaction and has 45 days. .
identified as a listed transaction by notice, See the Instructions for Form 8886 for
regulation, or other published guidance. See more details.

Notice 2001-51, 2001-34 I.R.B. 180, for
transactions identified by the IRS as listed
transactions. The listed transactions
identified in this notice will be updated in
future published guidance.

See Temporary Regulations section
1.6011-4T for details, including:

1. Definitions of reportable transaction,
listed transaction, and substantially similar.

2. Form and content of the disclosure
statement.

3. Filing requirements for the disclosure
statement.

A Quanterly Update of Essential Tax Information for Dealers and Their CPAs Photocopying or Reprinting Without Permission Is Prohibited
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DISCLOSURE STATEMENT
FOR REPORTABLE TRANSACTIONS
As Required By Temp. Reg. Sec. 6011-4T and/or In Lieu Of Form 8886

! Corp. Name EI#
Address

Page ]l of 2
(J Reportable Transactions Entered Into Prior to January 1, 2003 (Pre-2003)

(O Reportable Transactions Entered Into after December 31, 2002 (Post-2002)

In Notice 2002-70, the IRS indicated that it has become aware of certain types of transactions that are being
used by taxpayers to shift income from taxpayers to related companies purported to be insurance companies that
are subject to little or no U.S. Federal income tax.

Notice 2002-70 indicated that these transactions generally involve a “taxpayer ... typically a(n) automobile
dealer ... that offers its customers the opportunity to purchase an insurance contract through the taxpayer in
connection with the products or services being sold. The insurance provides coverage for repair or replacement
costs if the product breaks down or is lost, stolen, or damaged, or coverage for the customer’s payment
obligations in case the customer dies, or becomes disabled or unemployed.

“Taxpayer offers the insurance to its customers by acting as an insurance agent for an unrelated insurance
company (Company X). Taxpayer receives a sales commission from Company X equal to a percentage of the
premiums paid by Taxpayer’s customers. Taxpayer forms a wholly-owned corporation (Company Y), typically

in a foreign country, to reinsure the policies sold by Taxpayer. Promoters sometimes refer to these companies as

(11}

producer owned reinsurance companies or ‘PORCs.

Other arrangement specifics are discussed in Notice 2002-70, which states that ... “Many of the transactions
described in this Notice have been designed to use a reinsurance arrangement to divert income properly
attributable to Taxpayer to Company Y, Taxpayer’s wholly-owned reinsurance company that is subject to little or
no federal income tax. The Service intends to challenge the purported tax benefits from these transactions on a
number of grounds.”

Finally, Notice 2002-70 states that ... “Transactions that are the same as, or substantially similar to, the
transaction described in this Notice that involve taxpayers claiming entitlement to the benefits of Sections
501(c)(15), 806, or 831(b) are identified as ‘listed transactions’ for purposes of Reg. Sec. 1.6011-4T(b)(2) and
Reg. Sec. 301.6111-2T(b)(2). ... Independent of their classification as ‘listed transactions,’ ... transactions that
are the same as, or substantially similar to, the transaction described in this notice may already be subject to the
disclosure requirements of Section 6011, the tax shelter registration requirements of Section 6111, or the list
maintenance requirements of Section 6112 ....”

The Service has provided no further clarification as to what is meant by its reference in Notice 2002-70 to
“Transactions that are the same as, or substantially similar to, the transaction described in this Notice.” Neither
has the IRS clarified whether or not its concern is with enly taxpayer arrangements involving either (1) parent-
subsidiary or wholly-owned corporate subsidiary arrangements or (2) arrangements in whxch the taxpayers are
claiming entitlement to the benefits of Sections 501(c)(15), 806 or 831(b).

Because of (1) this lack of ¢larification by the Internal Revenue Service and (2) the all-inclusive language in
Temp. Regs. Section 1.6011-4T as applied to transactions entered into before or after January 1, 2003, the
taxpayer is not certain whether or not its activities as they relate to its producer owned reinsurance corporation are
subject to the disclosure statement reporting requirements.

This statement is included on a protective basis

in the event such reporting is deemed to be required.

(Continued)

24 December 2002
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DISCLOSURE STATEMENT
FOR REPORTABLE TRANSACTIONS
As Required By Temp. Reg. Sec. 6011-4T and/or In Lieu Of Form 8886

Page 2 of 2 |

1. Identification of Transaction:

PORC (Producer Owned Reinsurance Company). Country of incorporation
This PORC is not a wholly-owned subsidiary.

This PORC is a member of a brother-sister controlled group of corporations.
This PORC is not claiming any tax benefits provided by Sections 501(c)(15), 806 or 831(b).
Identification of other members of the brother-sister controlled group of corporations.

2. Registration Status Under Section 6111: Not registered

3. Description of Transaction:
» For valid business reasons, the brother-sister corporate structure arrangement has been set up.
¢ The PORC receives income in the form of reinsurance premiums

o (If Applicable) The PORC also receives other insurance premiums in connection with accident and
credit life insurance policies.

4. Principal Tax Benefits:
o None, since all income is being reported by the appropriate recipient entities.
L]

l 5. Estimates of Expected Reduction of Federal Income and Tax Liability for Affected Taxable Years:

| | ¢ PORC entity was incorporated: (Date entity created)
|

il

o List all years from date of incorporation through date of tax return here

« No estimated expected reduction of tax liabilities, since zil income is being reported by the appropriate
recipient entities.
L]

6. Promoters: Financial Institution Y Professional Service Firm Z
(Address) (Address)
(Telephone Number) (Telephone Number)

1

i

i
WARNING: The responses above are suggested generalizations. They may or may not be appropriate to l
summarizing the PORC reinsurance arrangement. Since these arrangements vary significantly in practice, careful .
consideration should be given to the specific disclosures provided.

!

To assure accuracy and ugreement on the form and extent of these disclosures, the review and approval
checklist below may be useful. This information could be retained on a “working” internal copy of the statement,
but deleted from the statement included in the tax return filed with the Internal Revenue Service.

The disclosures above have been carefully prepared and reviewed and approved by the following:

) (CPA Firm Partner) (Date)
0 (PORC Prorgoter) (Date)
I} (Dealer/Principal) (Date)
0 (Attorney, if appropriate) (Date)

SIMPLIFIED, ONE-SIZE-FITS-ALL (?) DISCLOSURE STATEMENT

A Quanerly Update of Essential Tax Information for Dealers and Their CPAs $ Photocopying or Reprinting Without Permission Is Prchibited
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PRACTICE CHECKLIST FOR EVALUATING EXPOSURE TO
GUIDE IRS ATTACK ON PORC:s

Participant(s) __Dealer __ Spouse ___ Child or Children __ Others
Corporation: ___CCorp. ___S Corp. __Holding Company __ Other
Entity / Entities Other: ____LLC _:___Partnershlp __LLP __ Other
Involved Year of Formation:
Shareholders:
Officers:
e Is the PORC entity adequately funded?
Cap ztallzaflon If this activity has been operating at a loss, how have the funds to cover its costs & expenses
& Funding :
been provided?
Documentation Is there adequate documentation in the Minutes? __ Yes __ No
Are the books & records adequate? ___Yes __ No. Is there a business plan? __ Yes __ No

Total Receipts Total Expenses Net Income (Loss)

Fifth prior year

Fourth prior year

Third prior year

Second prior year

First prior year

Current year (projected)

Next year - pfojected
Ng:x;vtwo years - projected

Average for three prior years “
Average for five prior years

SHAREHOLDER LOAN ISSUES*

1. Do loan documents exist? ___Yes __ No.
2. Does the loan documentation appear to be adequate? ___Yes __ No.
3. Isthe receivable balance collateralized or otherwise secured? ___ Yes __ No.
4. Does the security or collateral appear to be adequate? ___Yes ___ No.
5. Has interest been regularly charged and paid? ___Yes __ No. If not, why not?
6. Is there a fixed repayment schedule? __Yes __ No. If not, why not?
7. Realistically, what limits exist in connection with what goes in and out of this account?
8. Has the total loan balance each year, net of repayments, been steadily increasing? ___Yes __ No.
9. What is the average loan balance amount for the
Mid-year Year-End

e Past3 years 5 $

e Past5 years S $

e Past 10 years 5 $

10. Are loan repayments made substantially through bookkeeping entries and salary adjustments? ___Yes __ No.

* For other issues, see Dealer Tax Watch, June 2001, Checklist For Identifving Possible Loan-Consiructive Dividend Problem Areas.

Photocepying or Reprinting Without Permission Is Prohibited $ A Quarterly Update of Essential Tax Information tor Dealers and Their CPAs
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CHECKLIST FOR EVALUATING EXPOSURE TO
IRS ATTACK ON PORCs

Factors to Consider

1. Is the PORC a member of a brother-sister group of controlled corporations?

2. Is the PORC a wholly-owned subsidiary of a parent corporation?

3. Has the reinsurance company made an election under Section 953(d) to be taxed
as a U.S. corporation for Federal income tax purposes?
o Ifyes, has IRS acknowledged acceptance of the election?
¢ What country is the domicile of the reinsurance company? ?

4. Does the arrangement involve a foreign corporation?

5. Is the PORC claiming the benefit of Sec. 501(c)(15) ... non-life insurance
companies are tax exempt if premiums written for the year do not exceed $350,000?
o If yes, has tax exemption been confirmed by the IRS?

6. Is the PORC claiming the benefit of Section 806 ... phased-out deduction for
certain life insurance company taxable income not in excess of $15 million?

7. Is the PORC claiming the benefit of Section 831(b) ... qualifying non-life
insurance companies whose net written premiums are bctwcen $350,000 and
$1,200,000 can elect to be taxed solely on their investment income?

8. Does the PORC receive income (in addition to extended service contract) from
assuming other third-party unrelated risks, such as from credit, life, accident &
health, GAP insurance, insured finance reserve and/or after-market product car
protection (i.e., paint protection, fabric protection etch/theft protection coverage)?
¢ If yes, which additional products are involved?
e Provide relative percentages of income from each? %

9. “Exotic” Arrangements. As an alternative to an individually-owned PORC, does
the reinsurance arrangement involve the dealer as a non-controlling (less than
10%) shareholder in a controlled foreign corporation (CFC)?
o Are there multiple classes of stock outstanding? Describe
e If yes, is the dealer protected (or insulated) from being adversely affected by

losses experienced by other dealers participating in the same entity?
¢ Are you familiar with the provisions of Section 9547

10.Listed Transaction Status. Has the reinsurance arrangement been reported to the
IRS as a listed transaction?
o If yes, which years returns have included disclosure statements?

11.8hareholder Loans. Has the dealer borrowed money from the PORC in the past?
o If yes, to what extent is there exposure to recharacterization of the loans as
constructive dividends by the IRS? See Shareholder Loun Issues (facing page).
e Have you reviewed the William L. McCurley (T.C. Memo 1997-371) case to
see if there is similar exposure to attack by the IRS?

12.Capitalization. Is the PORC adequately capitalized?

13.Questionable Investments. Does the balance sheet reflect investments in personal
use assets such as condominiums, boats, etc.? Describe

14.Commissions. Were insurance commissions reduced after the formation of the
PORC? If so, what were the business reasons for that dhange? Describe
e Has the dealer directed that premiums be paid to other entities or elsewhere?

15.Is there anything unusual about the reinsurance arrangement?

16.0versubmits & Other Issues. Have you reviewed the William Wright (T.C.M.
1993-328) case? Does similar exposure exists to “sham transaction” arguments?
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