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United States Tax Court’s Opinion: Avrahami v.
Commissioner

On August 21, 2017, the United States Tax Court released its opinion in Benyamin Avrahami and Orna Avrahami
v. Commissioner of Internal Revenue, and Feedback Insurance Company v. Commissioner of Internal Revenue.
The Court held that certain amounts paid to Feedback were not insurance premiums for federal income tax

purposes.
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United States Tax Court Opinion: Avrahami v. Commissioner

149 T.C.No. 7

UNITED STATES TAX COURT

BENYAMIN AVRAHAMI AND ORNA AVRAHAMI, Petitioners v.
COMMISSIONER OF INTERNAL REVENUE, Respondent

FEEDBACK INSURANCE COMPANY, LTD., Petitioner v.
COMMISSIONER OF INTERNAL REVENUE, Respondent

Docket Nos. 17594-13, 18274-13. Filed August 21, 2017.

Ps claimed deductions under L.R.C. section 162 on their 2009 and
2010 tax returns for amounts paid by their passthrough entities to
captive insurance company C wholly owned by PW and to off-shore
company A which reinsured a portion of its risk with C. R denied the
deductions and determined that C’s elections under I.R.C. section
831(b) to be treated as a small insurance company and under .R.C.
section 953(d) to be taxed as a domestic corporation were invalid, as
the amounts paid did not qualify as insurance premiums for federal
income tax purposes. R also determined that amounts transferred out
of C were distributions to Ps, not loans, and that Ps were liable for
accuracy-related penalties under LR.C. section 6662(a).

Held: Amounts paid to C and A are not insurance premiums for
federal income tax purposes and are not deductible under L.R.C.
section 162,
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Held, further, C’s LR.C. section 831(b) and section 953(d)
elections are invalid for 2009 and 2010.

Held, further, the amount transferred directly from C to PW is an
ordinary dividend.

Held, further, the amount transferred indirectly from C to Ps is not
taxable to the extent it is a loan repayment, but the excess is either
taxable interest or an ordinary dividend.

Held, further, Ps are not liable for accuracy-related penalties under

LR.C. section 6662(a) except in relation to the amounts determined to
be ordinary dividends or taxable interest.

Tim A. Tarter and Kacie N.C. Dillon, for petitioners.*

Brandon A. Keim, Doreen M. Susi, Steven 1. Josephy, and John W. Stevens,

for respondent.

HOLMES, Judge: Benyamin and Orna Avrahami own three shopping
centers and three thriving jewelry stores. In 2006 they spent a little more than
$150,000 insuring them. In 2009 this insurance bill soared to more than $1.1
million and it flew even higher, to more than $1.3 million, in 2010. The

Avrahamis were paying the overwhelming share of these big bills to a new

" Matthew J. Howard as attorney for the Self-Insurance Institute of America,
Inc., filed a brief as amicus curiae.
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insurance company called Feedback that was wholly owned by Mrs. Avrahami.
Yet there were no claims made on any of the Feedback policies until the IRS
began an audit of the Avrahamis’ and their various entities’ returns. With money
flooding in and none going back out to pay claims, Feedback accumulated a
surplus of more than $3.8 million by the end of 2010, $1.7 million of which ended
up back in the Avrahamis’ bank account--as loans and loan repayments, say the
Avrahamis; as distributions, says the Commissioner. Also included in Feedback’s
surplus was $720,000 that the Avrahamis’ jewelry stores sent down to a Caribbean
company for terrorism-risk insurance. The full $720,000 then flew right back to
Feedback after--the Avrahamis argue--it distributed enough risk for the whole plan
to constitute insurance as that term is commonly understood.

FINDINGS OF FACT

A. The Avrahamis and Their Businesses

Benyamin Avrahami was born in Iran but was raised in Israel where his
family fled religious persecution. He immigrated to the United States in 1974,
went to college, and obtained degrees in both business administration and
gemology as well as a real-estate license. He met and married Orna Avrahami,
who was born and raised in Israel but moved to the United States in 1980. The

couple now live near Phoenix, Arizona, and have three adult children.
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In 1980 Mr. Avrahami decided to go into business with his brother, so he
created American Findings Corporation (American Findings).' As its name
implies, American Findings started out as a supplier of findings--the components
that go into finished pieces of jewelry including clasps, split-rings, solder, and
settings for stones. A few years later, however, American Findings bought an
existing but financially troubled jewelry store named London Gold and got out of
the wholesale findings business. The Avrahamis are talented businesspeople.
They turned London Gold around, and now American Findings (d.b.a. London
Gold) operates--and operated during the years at issue in these cases--three
successful retail jewelry stores that employ 35 people in the Phoenix metropolitan
area.

In addition to their jewelry stores, the Avrahamis own several commercial

real-estate companies. There are six involved in these cases:

'If a business meets the requirements of section 1361, it may elect to be
treated as an ‘S corporation” and pay no corporate tax. Secs. 1362(a), 1363(a).
An S corporation’s income and losses, like a partnership’s, flow through to its
shareholders, who then pay income tax. See sec. 1363(b). American Findings was
originally established as a C corporation, but elected to become an S corporation--
made an “S election”--effective for 2008. It is now wholly owned by the
Avrahamis. (All section references are to the Internal Revenue Code in effect for
the years at issue, and all Rule references are to the Tax Court Rules of Practice
and Procedure, unless otherwise indicated.)
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. BYS Company, ACC (BYS),? which owns and operates a retail
shopping center in Tempe, Arizona,

. Chandler One, LLC (Chandler One),® which owns a commercial
building in Chandler, Arizona, and leases the space to three tenants--
one of the jewelry stores owned by American Findings, a vitamin
store, and a wireless carrier;

. Junction Development, LLC (Junction Development), which is in
Scottsdale, Arizona, and leases space to another of the jewelry stores
owned by American Findings;

. O & E Corporation (O&E),* which owns a shopping center in
Phoenix, Arizona,

. White Mountain Equities, L.L.C. (White Mountain),” which owns
land in Show Low, Arizona; and

*BYS was incorporated in 1992 and made an S election effective that same
year. Mr. Avrahami owns 85% of BY'S, and the remaining 15% is held equally
(5% each) by trusts for his three children.

* Chandler One was formed as a limited liability company in 2003, Tt is
treated as a partnership for tax purposes and the Avrahamis are both general
partners, each with a 50% interest,

* O&E was incorporated in 1991 and made an S election effective that same
year. Mr. Avrahami is the sole shareholder of O&E.

* White Mountain was formed as a limited liability company in 1997 and is
treated as a partnership for tax purposes. The Avrahamis each own 39.5% of
White Mountain, and each of their three children own 7%.
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. White Knight Investment, A.C.C. {White Knight),’ which owns a
large commercial strip mall in Tempe, Arizona, and leases the space
to several tenants including a charter school.
While the Avrahamis are consulted on major decisions like new tenants and costly
repairs, they hire out the responsibility for the day-to-day operations of Chandler
One, O&E, and White Knight to a management company. In 2006 American
Findings, Chandler One, O&E, and White Knight (collectively, Avrahami entities)
deducted a combined total of a little more than $150,000 in insurance expenses.
B.  The Advisers
By 2007 the Avrahami entities were flourishing and the Avrahamis were in
need of some advice. They turned to Craig McEntee, who had been their trusted
CPA for about 25 years. Upon McEntee’s recommendation, the Avrahamis
retained Neil Hiller for some estate-planning services. Hiller is a Phoenix-based
lawyer who practices in estate planning, employee benefits, and tax.
Around the same time, McEntee also suggested that a captive insurance
company might be a good fit for the Avrahamis and recommended that they

consult Celia Clark. Clark, who graduated from a well-regarded law school in the

Midwest, but who has lived and worked in New York for many years, focuses her

¢ White Knight was incorporated in 1993 and made an S election effective
that same year. Mr. Avrahami is the sole sharcholder of White Knight.
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practice on tax, trusts, and estate planning. She is the founding partner of Clark &
Gentry, PLLC, which was formerly known as the Law Offices of Celia R. Clark,
PLLC.” Clark first got interested in captive insurance companies in 2002, and her
practice grew from there. In 2006 she helped draft captive-insurance legislation
for the dual-island Caribbean nation of Saint Christopher and Nevis (St. Kitts).
Clark had more than 50 captive insurance clients in St. Kitts by 2007 and more
than 75 by 2008. Today a large part of Clark’s practice is the formation and
maintenance of such insurance companies.

Before moving forward with Clark, the Avrahamis told Hiller they were
considering forming a captive insurance company and asked for his advice. Hiller
discussed the idea with the Avrahamis and recommended that they hire Clark,
whom he had previously worked with on another captive insurance company
matter. The Avrahamis therefore gave the green light for Clark to start reviewing
information about their various businesses--to be provided by Hiller and
McEntee--and to determine what sort of captive insurance company might work
for them. Then, in November 2007, the Ayrahamis signed a retainer agreement
with Clark in which they agreed that Clark and Hiller would act as co-counsel and

provide all legal services relating to the start-up of a captive insurance company in

7 We will use “Clark” to refer both to Ms. Clark and her firm.
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exchange for $75,000. This agreement eventually led to the formation of the
Avrahamis’ captive insurance company--Feedback Insurance Company, Ltd.
(Feedback).

C.  Feedback

Feedback was incorporated in St. Kitts in November 2007. Mrs. Avrahami
was its sole shareholder as well as its treasurer and bookkeeper, though both
Avrahamis had signature authority over Feedback’s bank account. Feedback also
hired a St. Kitts company called Heritor Management, Ltd. (Heritor), to assist with
general management, monitor compliance with Kittian regulations, apply for
licenses, and process claims. Heritor is owned by Robin Trevors. Before the end
0f 2007, Feedback applied for and received authorization from St. Kitts to
“conduct small group captive insurance business™ under the St. Kitts 2006 Captive
Insurance Companies Act. In 2008 it also made two elections. The first--filed by
Clark on Feedback’s behalf--was an election under section 953(d) to be treated as
a domestic corporation for federal income tax purposes, which was approved by
the IRS. And the second--filed with its 2007 income tax return--was an election to

be taxed as a small insurance company under section 831(b).
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L. 2007 and 2008

In its first two years of operation--2007 and 2008, which are not before us in
these cases--Feedback sold property and casualty insurance policies to various
entities owned by the Avrahamis. In 2007 these included American Findings,
BYS, Chandler One, O&E, White Mountain, and White Knight, but in 2008 only
Chandler One, O&E, and White Knight. Feedback also entered into a cross-
insurance program to reinsure terrorism insurance for other small captive insurers
through a risk-distribution pool set up by Clark exclusively for clients of her firm.

2. 2009 and 2010

In 2009 and 2010--the years at issue in these cases--Feedback continued to
sell policies to entities owned by the Avrahamis and to reinsure terrorism polices
through one of Clark’s risk distribution programs. Specifically, Feedback issued

the following direct policies:®

¥ The policy periods for all of Feedback’s direct policies during the years at
issue started December 15 of the stated year and ended one year later. (Except for
one--the 2010 Tax Indemnity Policy--that actually says December 15, 2010, to
December 15, 2070, but we assume that’s a typo.)

Insurance | Risk Management | Retirement

website: rmcgp.com




. R MC 791 10th Sc. S., Suite 202 | Naples, FL 34102
G R O U P

main: +1 239 298 8210 | toll free: +1 888 599 5553

-10 -

2009 limit | 2010 limit
2009 2010 (occurrence | (occurrence
Insured Coverage type | premium | premium | /ageregate | /aggregate)

American | Business

Findings | income $£271,000 | $213,000 | $3M/$3M $3M/$3M
Employee
fidelity 71,000 64,000 | $2M/$2M $2M/$2M
Litigation
expense 65,000 | 110,000 | $SIM/$IM | SIM/$IM
Loss of key $1.5M/
employee 86,000 72,000 $1.5M $IM/S1M

Tax indemnity 75,000 75,000 | $2M/$2M | $2M/$2M
Total American Findings | 568,000 | 534,000
Chandler | Administrative

One actions 30,000 33,000 | SIM/$2M | S1M/$2M
Business risk
indemnity 61,000 97,000 | $4M/$4M | $3M/$3M
Total Chandler One 91,000 | 130,000
O&E Administrative
actions 33,000 33,000 | SIM/$2M | S1IM/$2M
Business risk
indemnity 38,000 39,000 | $4M/$4M | $4M/$4AM
Total O&E 71,000 72,000
White Administrative
Knight actions --- 34,000 - $1M/$2M
Business risk
indemnity --- 40,000 --- $4M/$4AM
Total White Knight - 74,000
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Despite the formation of Feedback, each of the entities owned by the

Avrahamis continued to buy insurance from third-party commercial carriers and

made no change to its coverage under those policies after contracting with

Feedback. The following charts summarize each entity’s commercial coverage for

2009 and 2010:
American Findings
Coverage Limit (occurrence/
term Insurer Coverage type Premium aggregate)
11/10/09- | Jewelers Business owners & Various/
11/10/10 Mutual jewelers block $58,303 $2,000,000
11/10/10- | Jewelers Business owners & Various/
11/10/11 Mutual jewelers block 61,352 2,000,000
Chandler One
Coverage Limit (occurrence/
term Insurer Coverage type Premium aggregate)
11/16/09- | Travelers Commercial $1,000,000/
11/16/10 general liability $3,294 2,000,000
11/16/09- | Travelers Umbrella 815 2,000,000/
11/16/10 2,000,000
11/16/10- | Travelers Commercial 1,000,000/
11/16/11 general liability 3,451 2,000,000
11/16/10- | Travelers Umbrella 815 2,000,000/
11/16/11 2,000,000
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O&E
Coverage Limit (occurrence/
term Insurer Coverage type Premium aggregate)
05/01/09- | Travelers Commercial $1,000,000/
05/01/10 general liability $7.,477 2,000,000
05/01/10- | Allied Business owners 7,014 1,000,000/
05/01/11 2,000,000
05/01/10- | AMCO Umbrella 500 2,000,000/
05/01/11 2,000,000
White Knight
Coverage Limit (occurrence/
term Insurer Coverage type Premium aggregate)
04/10/09- | Travelers Commercial $1,000,000/
04/10/10 general liability $17,227 2,000,000
04/10/09- | AMCO Umbrella 900 2,000,000/
04/10/10 2,000,000
04/10/10- | Nationwide | Commercial 1,000,000/
04/10/11 general liability 1,572 2,000,000
04/10/10- | Nationwide | Commercial
04/10/11 property/building 11,147 5,493,338
Commercial
property/business
income 800,001

The Avrahami entities deducted a total of more than $1.1 million for 2009,

and more than $1.3 million for 2010, in insurance expenses. The IRS is not

challenging the validity of the Avrahami entities’ commercial policies or the
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deductibility of those premiums. The premiums paid to Feedback are another
matter. The IRS is taking the position that what Feedback sold was not insurance,
meaning the premiums are not deductible as ordinary and necessary business
expenses.

3. Insurance Policy Pricing

As the Avrahami’s expert witness explained, underwriting “is the process of
determining the price, terms and conditions, [and] acceptability of a risk by an
insurance company.” In a competitive market, an insurer’s goal is to price policies
in such a way that the premiums brought in cover losses and the insurer’s business
expenses with enough profit left over to keep investors happy. To accomplish this
goal insurance companies typically use both actuaries and underwriters.

According to Feedback’s actuary, “the actuaries define the rating scheme and the
underwriters make * * * the individual selections and adjustments for the given
risks.” An actuary typically starts with published rates and large datasets for
particular risks and makes adjustments for policy limits, estimates of the frequency
and severity of loss, deductibles, the claims history of a particular customer, and
perhaps a dozen or so other factors that can be combined into equations that he
uses to set a premium for a particular policy. Actuaries are also supposed to

ensure their work is appropriate for its intended use, consider whether their work
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includes large enough risk classes “to allow credible statistical inferences
regarding expected outcomes,” and check the reasonableness of their results. See
Actuarial Standard of Practice No. 12: Risk Classification (for All Practice
Areas), sec. 3.3 (Actuarial Standards Bd. 2005).” No one thinks this process lacks
all subjectivity, but the work of an actuary must be reproducible and explainable to
other actuaries. See Actuarial Standard of Practice No. 41: Actuarial
Communications, sec. 3.2 (Actuarial Standards Bd. 2010).

The actuarial services that Feedback obtained were somewhat different.

4. Feedback Policy Pricing

During 2009 and 2010 Clark hired Allen Rosenbach, an actuary, to price the
Feedback policies." Rosenbach first reviewed the work of Feedback’s previous
actuary and then began developing his own pricing model for the products
Feedback might wish to offer. To assist Rosenbach in his calculations, Clark

provided various documents--including Feedback’s business plan, which she

? “The Actuarial Standards Board (ASB) is vested by the professional
actuarial societies with the responsibility for promulgating Actuarial Standards of
Practice (ASOPs) for actuaries providing professional services in the United
States. Actuaries are required to follow the ASOPs by their actuarial societies.”
Acuity, A Mut. Ins. Co., & Subs. v. Commissioner, T.C. Memo. 2013-209, at *13.

Y Rosenbach was something of a captive underwriter. He testified that in
2009 and 2010 he prepared premium estimates for more than 50 but fewer than 80
captives. Most, if not all, were Clark’s clients.
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drafted, and which detailed the types of coverage Feedback planned to issue, as
well as the insurance policy applications from the various Avrahami entities.”’ At
a very high level, Rosenbach’s pricing process was to determine a base premium
for each policy and then to adjust that base by various factors.” Because the
premium for each policy was determined using slightly different base rates and
factors, we will provide a more detailed explanation policy by policy.

a. Administrative Actions

The Administrative Actions policies covered any legal expenses arising
from an administrative action or disciplinary proceeding instituted against the
policyholder--Chandler One, O&E, or White Knight. The parties agree that this is
an insurable risk and Rosenbach testified that this sort of coverage is available on
the commercial insurance market, though it is often part of another policy.

Rosenbach analogized the coverage provided by the Administrative Actions

policies to commercial miscellaneous-professional-liability insurance. He

' Rosenbach was also given “a summary of the terms and conditions of the
standard policies™ to aid in his pricing calculations, but he never reviewed the
actual policies.

"> The simplified version of Rosenbach’s model that was admitted into
evidence in these cases did not identify any of the commercial filings that he relied
on in creating his premium determinations. Rosenbach testified that supplemental
documentation would have to be provided for another actuary to review the model.
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therefore started his premium calculations with information found in the public
filings of large insurance companies--specifically a January 2005 Chubb filing--
because Chubb is a very large commercial writer of insurance. The Chubb filing
indicates that the base rate should be calculated using the insured’s gross revenue
and its classification into one of four hazard groups according to the level of risk it
poses. For example, Rosenbach stated that Chandler One would be considered a
“property manager,” which according to a June 2005 Chubb filing falls under
hazard group 4. According to the January 2005 Chubb filing, the base rate for an
insured in hazard group 4 is a flat $10,400 for its first $250,000 of gross revenue
and then $6.70 per thousand of gross revenue for the next $250,000. Rosenbach
followed this methodology and calculated a base premium for Chandler One--
which for 2009 had expected gross revenue of $470,000--of $11,874.

Once the base premium for Chandler One was set, Rosenbach adjusted it by
five factors. The first was a claims-made factor of 1.3. Claims-made policies are

“la]n agreement to indemnify against all claims made during a specified period,

" The January 2005 Chubb filing--from which Rosenbach’s pricing model
got its base rate calculation and adjustment factors--actually classified “property
managers” into hazard group 2, not 4.

“ The $11,874 is calculated as $10,400 + (($470,000 — $250,000) / 1,000 x
6.70).
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