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Creative Insurance
For Creative Tax Plans

With the Internal Revenue Service cracking down on opinion letters,

some say insuring for tax liability is the answer

By Anne Field, freelance journalist, Pelham, N.Y.

e difficult times for practitioners of creative tax strategies.
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'E;r:‘ Durmg the past two years, Congress and the Internal Revenue Service

I?.': have cracked the whip on accounting firms for abusive tax shelters.

e

51 # Earlier this year, the IRS issued a ruling that curbs the opinion letters

i l lawyers use to bless a tax plan’s legitimacy. It's all added up to an atmos-
4 phere in which many clients are too nervous to attempt even the most
:‘ {4 | - mildly inventive tax strategies.
> ‘I What to do? The answer, according to some lawyers, brokers, insur-
~ | ance carriers and maybe even the IRS itself, is to buy tax insurance. A fair-
ly new type of coverage provides taxpayers with seven years’ worth of
protection for strategies that involve large potential tax savings. It also car-
ries an added dividend: the commendation of a generally conservative
s underwriter willing to put its money behind the legitimacy of
Tax iNSUranCe  ataxmove. And the cost is just 5 percent to 12 percent of the

allows “an cdient’s potential liability in taxes and/or penalities.

inhere ntly an aggressive position,” says Carlyn McCaffrey, a New York-
conservative based partner and co-head of the trusts and estates depart-

person to insure ment in the law firm of Weil, Gotshal & Manges LLP.
] Few brokers offer tax insurance to individuals. Risk
an aggressive Capital Partners, a three-year old New York City new-

position " comer, is probably the only firm to focus solely in this area.
Marsh Inc., the world’s largest insurance brokerage, also

“It's a way for an inherently conservative person to insure

based in New York, has been offering individual tax insurance policies
for six years, but has sold under 10 policies in the past six years, accord-
ing to a company spokesperson.
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REASON TO BE NERVOUS

The IRS crackdown started with investiga-
tions of highly unorthodox tax shelters that
had been heavily marketed in the late 19gos
by a number of the Big Four accounting firms,
as well as some smaller firms. “They were
being sold like commodities,” says Jay
Gordon, chair of the tax department at the
New York office of Greenberg Traurig, LLP. In
2003, after a Congressional hearing, Ernst &
Young and PriceWaterhouseCoopers both
settled with the government; another firm,
KPMG, is still being investigated.

At the same time, there was an epidemic of
opinion letters written by lawyers who were
earning commissions on aggressive transac-
tions or getting paid exorbitant fees, as much
as $1 million, to produce the opinions. On Dec.
30 of last year, the IRS came out with a ruling
meant to “quash the lucrative trade in opinion
letters,” in the words of Commissioner Mark
Everson. A lawyer's opinion letter used to auto-
matically mitigate the penalties a taxpayer had
to pay if the strategy was later found flawed by
the IRS. The ruling suddenly made it impracti-
cal for advisors with a financial interest in a
particular tax strategy to write a letter in sup-
port of a client pursuing that strategy. And it
forbade what Gordon called “cookie cutter”
opinions, mandating that letters analyze each
client’s situation to see whether the strategy is
appropriate. What's more, if the IRS found an
opinion letter unacceptable because an advisor
was making money from the transaction, the
taxpayer would not be able to escape paying
penalties on taxes owed.

That's where tax insurance comes in. It's
been around since the late 199os, but those
recent IRS and Congressional actions may
make it particularly appealing now. “It will be
more expensive and difficult to get opinion
letters and that makes tax insurance all the
more appropriate,” says David De Berry, a
vice president at The Hartford Financial
Services Group, which underwrites tax insur-
ance for both corporations and individuals.
What's more, as the IRS has grown increas-
ingly aggressive in its tactics, taxpayers are
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becoming ever more wary of trying anything
unusual, according to tax lawyers. “They're
scaring people from doing what [ would call
plain vanilla tax planning,” says Gordon. In
this uncertain environment, tax insurance
looks to be just what the doctor ordered.

At the same time, experts agree that the
standards for obtaining tax insurance coverage
are considerably more stringent than for opin-
ion letters. “If the tax law is unclear, you're not
going to get covered,” says Jared Kaplan, a
partner in the law firm of McDermott, Will &
Emery. In fact, the abusive tax shelters under
investigation, Kaplan and other lawyers point
out, would never have received coverage from
insurers, anyway. Tax insurance brokers also
say they won't touch anything the IRS deems a
reportable transaction.

But it's just that higher level of security
that makes tax insurance a likely purchase for
many people. "It's like a house,” says Lou
Steinberg, a tax partner in the New York office
of Cravath, Swaine & Moore LLP. “You can
make it as fireproof as possible. But if you're
concerned about what might happen, you still
buy fire insurance.” That's particularly impor-
tant for estate-planning purposes, where a
wrong move can have disastrous results and
multi-million dollar tax consequences down
the line. “If an entire strategy is based on a
particular tax advantage and three years later,
it blows up, then your estate plan will com-
pletely unwind,” says Jonathan Legge, manag-
ing director of Marsh,

What kind of strategies are covered?
Consider these examples: A client interested
in retirement planning recently entered into a
transaction in which a significant amount of
income was placed in a non-qualified
deferred compensation plan. The question
remained: Did that money, with a tax liability
of about $15 million, have to be included in
the person's taxable income? To protect
against the risk that the IRS might not allow
that exclusion, the person bought a policy
through Risk Capital Partners. In anoth-
er case, an individual created a personal
investment corporation for conducting trades
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In estate
planning, a
wrong move
can have
disastrous
results and
multi-million
dollar tax
consequences.
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