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Persan to Contact:
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In Re:
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Tax Periotis) Ended:

and
EIN:
c
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This is a Final Adverse Determination a3 l¢ your exempt status under section 5D1(c)(15) of the

Intarnal Revenue Code.

Our adverse determination was made for tha following reasons;

Your organization faila ko meet the requiresnents for exemption under IRC section 501(c){15) for

the periods snded December 31,

“and Decarnber 31,

IRC section 501(c)(15)

provides for the exemption of certan Insurance companies If their gross receipts for the taxable
year do not exceed $800,000 and if more than 30 percent of such gross receipts consist of

premiums.

A racent examination of your organization's agtivities and Forms 990 determined that your
organization’s gross receipts exceeded the limits sed focth in IRC section 501{¢){15){A(i) as

described above,

Bayed on the above, we are revoking your organization's exemption from Federal income tex
under section 501{c}{(15) of the Internal Ravenue Code effoctive January 1,

You are raquired io file converted Farma 1120-PC, U.S. Comporation income Tax Return, for any
years which are still open under the statute of Hmitations beginning with the year ending

Docember 37,

You should file any retums due for the perlods anding Dacember 31,

and December 31, with the Internal Revenue Service TEGE: EQ:

These returns shoukd be filed within 60




days of the data of this letter. Forms 1120 for tax darinda beginning on and after January 1,
. should be fihed with the " &mrvice Cqnter, “in a timely

- Mannef,

You hava the right to contact the office of the Taxpayer Advocate. However, you should first
cantact the permon whose name and tslephone nurpber are shown abave since this parsen can
acecess your tax infomnation and can help you get apswers. You can call 1-877-777-4778 and
ask for Taxpayer Advocate assistance. Or you can tall the Taxpayer Advocate for the (RS office
thal issued this letter, See the enclosed Notice 1214, Helpfl Contacts for Your *Notice of
Deficiency” for Taxpayer Advocats tefephons numbers and addresses.

Taxpayer Advocate assistance cannot be used as # substilute for estatlished |RS procadures,
farmal appeals processes, eic. The Taxpayar Advocate is not abla 1o revarsa lagal or tachrically
carrect tax determinations, nor extend the lime fixed by law that you hava to fla a petiian in the
United States Tax Courl. The Taxpayer Advocate can, however, see that 2 tax matter thsi may
not have been resolved through nomal channels, gets prompt and proper handiing.

If you have any questions, please contact the persoh whosa name and telaphona numbar are
shown in the heading of this letler.

Sincearaly yours,

Couglas H. Schulman
Commisgiomear
By

2L Pl

Charies F. Fisher
Appegs Team Managsr

Enclosurs:
Notlee 1214 Helpful Contacls for your "Notice of Deficlency”




DEPARTMENT OF THE TREASURY

INTERNAL REVENUE SERVICE
110D Carmumarcs Sirast
Dallas, TX 78242
TAX EXEMPT AND
GOVERNMENT ENTITIES January 28, 2008
DIVISION
LEAEND
ORY = Organlzatlon name XX = Dake Address » mddress
QORG Taxpayer ldentification Number:
ADDRESS Form:
Tax Year{s} Ended:
Person to Contact1D Number:
Contact Mumbers:
Telephone:
Fax:
Dear

We have enclosed a copy of our raport of examination explaining why we beliave an
adjustment of your organization's axempt status is nscessary.

Wa have aisa enciosed Publication 892, Exempt Organization Appeal Procedures for
Unagreed Issues, and Publication 3488, The Exarnination Process. These publications
include informalion on yow rights as a taxpayer, Inciuding adminlsirative appeal
procedures within the Intemal Revenua Service.

If you request a conference with Appeals, we will forward your written statement of
protest 1o the Appeals Office, and they will contact you, Fer your convenience, an
anvelope is enclosed. If you and Appeals do not agres an some or all of the Issues
after your Appeals conference, the Appeals Office will advise you of its final decislon

If you elect not to request Appeals consideration but instead accept our ﬂndiruqs. plsasa
sign and retum the enclosed Form 6018-A, Conssnt lo Proposed Adverse Action. We
will then send you a final lstter modifying or revoking your exempt status under LR.C. §
501{¢)(15). |f we do not hear from you within 30 days from the date of thia latter, wa will
process your case on the basis of the recommendations shown in the repart of
examination and send a final lefter advising of our determination.

In either situation outfined in the paragraph aboye {(axecution of Form §018-A or failure
to respond within 30 days), you are requlred to file federal income tax retums for the tax
period(s) shown above, for all years still open under the statute of iimitations, and for all
later years. Filethe federal tax return for the tax period(s) shown above with this agent
within 60 days from the date of this lefter, unlese a request for an extansion of fime is
granted. File relums for later tax years with the appropriate service center Indicated in




the instructions for those returns,

You have the right to conlact the office of tha Taxpayer Advocale, Texpayer Advocate
assistance is not a substitute for established IRS procedures, such as the jormal
appeals process. The Taxpayer Advocata cannot reverse a legally correct tax
datemmination, oF extend the time fixed by law that you have to file a petition in a United
States court. The Taxpayer Advocata can, however, see that & tax matter thal may not
have been resolved through normal channels gets prampt and proper handling. You
may call toli-free and ask for Taxpayer Advocate Assistance.

Iif you have any guestions, please czll the contact person at the telephone oumber
shown in the heading of this lstter. I you write, plaase provide a lelephone number and
the most convanient time to call if we need to contact you.

Thank you for your cooperation.
Sincerely, .
Marsha A, Ramirez
Director, EO Examinations
Enclosures:
FPublicatlon BB2
Publicatlon 3488
Form 6018-A .
Report of Examination

Envelopa
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Form S86A Drepartmem of the 'T'mn_lly- Tnerm) Favonue Sonict Schetule Mo, or
il Explanation of Items Exhibit
Naine of Taxpayer Year/ Peniod Ended
December 31,
CRG 20K
December 31,
200K
LEGEND
ORG = Organization name XX = Date EK¥YZ = State BMF-1 = 1* emplovas
TreAsurer = Creasures Co-1, €0-2, CO-3 & Co-4 = 1"F company, 2™ company,
3™ gompany & 4% company
ISSU

1. Does DRG qualiify for tax exempt status under Internal Revenue Code (IRC)
Section 501(¢){15), for tha years ending Decembar 31, 20XX & 20XX?

2. If ORG does not quallfy for tax exampi status for years ending Pecember, 31,
20X & 20XX, what are the tax conseguences?

3 If the tax exempt status is revoked, how will it sffect future years?

FACTS

ORG {ORG) was formed in the State of XYZ an March 9, 20XX.
The Articles of [ncorporation for ORG states the purpoge of the organization as follows:

» Purpose- to administer and operate, on a cooparative basis, the production or
fumishing of goode, services or facilities; to provide heaith and welinass and
related educational services in order to advance and promote the business
interests of the Members of the Corporation; to assist the Members of the
Corporation and the crganizations with which they may be assodiated in the
performance of health and wellness promoticnal activities; and to act as a group

insurance policyholder.

The Bylaws of the organization discuss that there would be between 3-8 directors in
charge of the organization. It also states the following regarding members:

» Section 2.1 Quallfication. Mambarship status may be bestowed in accor ™
se with Sectlon 2.2 of this Article l on any person or entity thal qualifies for
membership pursuant to the By-laws or any membership rules promulgated by
the Board of Directors pursuan to Saction 2.4 of this Article Il. Members will be
qualifiad and salectad parsons or entilies.

« Section 2.2 Membership Selection and Qranization. The Membership Chalrman

may besgiow membership status on any qualifying parson or entity In accor

ca with the Membership Rules promulgated by the Board of Directors pursuant
to Seclion 2,4 of this Article 1. Membership status may not be assigned by a
Marnber to any other parson or enfity,

Form 886~ Acgevats) - Deparaneat of the Treasury - Intemal Revepue Service
Page: -1-




Forn S8HA ﬁmmufm.rw_-hmm“nm Schedille Mo, or
Explanation of [tems Exhibit
Name of Taxpayes Yeur/Period Ended
December 31,
ORG 200X
Decernber 31,
203X

« Section 2.2. Voting. Members will have no power to vote on any matter excepl as
will be expressly graniad by resolution of the Board of Directors. If allowed to
vote, Mambers will be entitled to vote only at special meetings called by the
Prasident or Board of Directors on such matters that affect the members’
benefits 2nd that are presentad to Members for vote by the Board of Diractors,
within its sols discretion. When Mambers are entitlied to vole on spacified
mattors, the procadures goveming such voling will be as set forth in the
membarship rules established by the Board of Directors pursuant to Section 2.4
hereof. Thare will be no annual meeling of Members entitled to vote,

. Section 2.4. Membership Rules. The Board of Directors, within its sole discretion,
will sstablish membership rules to govemn gualifications for membership,
membership rights and privieges, termination of membership status and rights ot
any other matter affecting the members or membershin. The Board of Directore,
within its sole discretion, may amend or revoke such ruies or adopt new rules at
any time. Members will have only those rights and priviloges that are expressly
grantad to them In these By-laws or in the membarship rulas established by the
Board of Directors pursuanl to this Saction 2.4.

A rough draft pambership Rules was pravided by ORG for this aexamination. The draft
statad that to becorne & member, each person or entity must apply for membership on
an application form. The application must contain 8 staternant that it is the applicant’s
undarstanding that membership does not guarantse that the applicant Is arwill be
insurable by insurance companles. The Membership Chalrman may, at his or her
discretion, eccept any qualified applicant as a member.

Application Form 1024 was filed with the Service on March 17, 20XX. |t purpose, as -
stated in the application form was as follows:

» The applicant organization, “ORG" was formed solely to provide for a mechanlsm
to colleet 8 monthly aggregale sum from members, and then in ons lump sum
pay a monthly health insurance premium to the insurance provider. Those are
the sole duties involved in the organization. The organization facilitates the
membars by 2} simplifying the health insurance enroliment process b)
strearmiining the administrative relationship betwean the members and the
insurance provider and c) reducing or helping to control the ever-escalating
health insurance costs by providing better pricing and services for members of
the organization. This Is the sole pasl, present and planned purpose of the
applicant organization,

Form $86- A(Revast) Departnetitof the Treasury - Laternal Revenus Service
Page: -2-




Form SB6A Tepanment of e Tnm'arr- [nema Favom Servca Schedus 9o, or
Explanation of Items Exhibx
Name of Taxpayer Year/ Period Ended
December 31,
ORG 2000(
December 31,
20X

« The anly other costs involved inchude &) some minor bank service fees, and b}
some minor administrative fees including postage, copies, stc. EMP-1 recelves
the monthly lump sum and pays the monthly premium to the insurance providar.
EMP-1 also handles legal lssuss related to the organizetion. The Treasurer and
hoard member Treasurer provides accounting services including reconcliing the
bank statements and provides tax preparation services, including preparing this
1024 document as well as the annual 990 form. EMP-2 oversees and
coordinates the Insurance sarvicas and the relationship between the members
and the applicant organézation. Each officer's duties comprise approximately
33.3% of the total time Involved in managing the organization’s affairs and
provide said services at each of their respective affices.

The application form alsc states that the organization does nol ever expect any
financlal support other than the sole source of income from the monthly membership
payment issued t0 pay the monlhly Insurance premium. As for dissolution, the
organization made the statement that there is no accumulation of assats aver expected.

In a letter dated January 8, 20XX, to the Service from the organization, ORG states the
foliowing: “in general, members are ' _who clear their through
CO-1. The rights that ORG focuses on ara the abiiity for members to obtaln health and
disability Insurance at group rates.”

After more correspondence between QRG and the Sarvice, the organization recelved a
determination lstter dated Septernber 12, 20XX, granting exemption under {IRC :
501(c}15). In the letter it states the new requirements under this code saction, for

years beginning on or after January 1, 20X,

In @ letter datad November 13, 20XX, from EMP-1, as President of ORG, in response to
the first Infarmation Document Request (IDR), and phone conversations with ORG,
ORG provided the following information:

« ‘Ag | think | explained to you on the telaphone, ORG daes not directly provide
insurance t0 anyone. Rather, it acts as a group insurance policyholder, and
assiets indlvidual members who wish to ablain both group health and disability
insurance. Accordingly, every month, ORG collects premium amounts for
individual members, and, based on the total coliected, pays the manthly
promiums for 1) the mambers' hsalth insurance, and 2) the members’ disability

insurance.”
e Insummary. ORG acts pa & group policyholdet for a2 number of involved
in the XYZ . Since ORG is not an emplayar group, the group
Foam 386~ Ao Diepartme atof the Treasucy - Intemal Reveone Service
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Form SBGA. Tepammers: of the 'T'ruu':ly- Trmeenia) Flavermua Servss Cehedule No. or
T Explanation of [tams Exhibit
Narme of Taxpayer Year/ Period Ended
December 31,
ORG 20XX
December 31,
200X

Incorporated to attract health and disability insursrs and demonstrate thet there
is unity of intenest for insurers providing graup coverage. ORG neithar salls a
product nor provides a service. It Is a seif-contained group, consisting at times of
100+ which are managed by a three-person board of directors/officers.
The board and officers are charged primarily with ensuring that monthly
premiums are paid to the referenced insurers. '

During Ihe course of the examination, this agant securad coples of insuranca policies In
effact during aud!t years. The policias were group policies, issued by the Insurance
companies. ORG was listed as the policyholder, ORG did not sell any of the insurance
to the members. Thair only activity was the collection of the premiums from the
members and submitting those premiums to tha respective ingurance companies. A

breakdown of each policy follows:

co-2
Narma of Policyholder- ORG
Type of Coverage- Group Long Term Disabllity
Policy lssued In- State of XYZ |
Effective Date- May 1, 20XX _
Policy Amendment #1 August 18, 20X
o Policy owner- CO-1
o Employer- CO-1; ORG
o Member- any Active Owner-Emgloyes or empioyee of tha Employer,
citizen or rasident of the Country or Country; regularly works 30 or more
hours per weaek '
o Benefit date- 91 day of Disability in the firsl 120 days after date you
hacome disabled
o Maximum Benafit- 50% of your predisability aamings not to excaed a
monthly amount of $.
o Minimum Beneflt- §
o Maximurn Benefit Period- determined by ags
« Notica- 4/26/20X( Added employer- CO-1,

4 &% » 8 =

« Policyholdar- Trustee of Emplayers Health Insurance Benefits Trust

+ Parlcipatng Employer- ORG
« Effectiva Date- 7/1/2000

Formn 886~ Ahevst ) Departmaent of the Treasury - Iotnmal Bevenus Sordce
Page: -4




Daparmmens of 1he Treanury - Imarmal Baveous Serce Schedule N
Forn 8B6A Explanation of Items Eahibic
Nanie of Taxpayer Year/Period Ended
December 31,
CORG 2030
December 31,
2033

+ Group Heaith Insurance Contract
« Through B/30120XX

CO-4
Policyholder- ORG

Effective Date, July 1, 20XX

Group Health insurance Contract
Payment of premiums- monthly

Premium Rider- Core Plan & Buy-iUp Plan

Form 990 was filed for the 26XX & 20XX tax years. The following is a breakdewn of the
Gross Receipts received by ORG for the years ending December 31, 200X & 20XX,
and tha percentape of Gross Premlums to Gross Receipts for the same years, -

ORG 20XX 20XX

Premiums Earned
Other Investment Income

Total Gross Recaipls

F’arcentég& Groos Premium/Relnsurance Income o Gross

Receipts

LAW AND ANALYSIS

1. Does . - quallfy for tax exempt status under
Internal Revenue Code (IRC) Sectlon 501(c){15) for the years ending
December 31, & ?

Internal Revenue Code section 501{cK 15XA) exempts from Federal income tax
insurance compenies {as defined In section 816(a)) other than life {including
interinsurers and reciprocal underwriters} if- '

{i.} {1} the gross recaipts for the taxable year do not excesd $800,000, and
(1) mere than 50 perceni of such gross recelpts consist of premiume, or

(ii.) in the case of a mulual insurance company-

Form 886 Amovsit) Departinent of the Treasiy - Internal Reveans Savvice
Papge: -5-




Diepact oot of the | rexpory - Linzmel Rarvenm Senice ctiadule M. or
Fom 8864 Explanation of Items Exhibir
Name of Taxpayer Yeac/Period Ended
: : December 31,
ORG 20X
December 31,
20X

{I) the gross receipts of u.hu:h for the taxable year do not exceed $150,000

and,
(1} more than 35 percent of such gross receipls consist of premiums.

Clause {ii) shall not apply 10 & company if any employee of the company, or a member
of the employee's family (8s defined In section 2032{A)(2)(2). is an employee of another
company exampt from taxation by reason of this paragraph (or would ba sa axampt but

for this sentence).

Sec. 208, Clarification of Examption from Tax for Small Praperty and Casualty
Insurance Companies, of the Pension Funding Equity Act of 2004, P.L. 108-218,
amended section S01{cK15)A) to change the definition of small property and casualty
Insurance companies {insurance companies other than [ife insurance companies)
exempt from income taxes 10: {1} a company whose gross receipts for the taxable year
do not exceed $600,000, and over half such grass racelpts consist of premlums
{curently, whose net written premiums {or, i§ greater, direct written premiums) for the
taxable year do rot exceed $350,000); or {2) a mutiial ineurance company (a) whozse
gross receipts for the taxable year do not excesd $150,000 and more than 35 percent
of which consist of premiums and {b) nohe of whose employees {or member of the
amployge's famlly) is an employes of another company exempt from tax under sestion
501(c)}15). Thess changes were applicable after Dacembar 31, 2003,

Notice 2006-42, IRB, 2008-18 provides guidance as to the meaning of "gross receipts”
for purposes of section 501(¢)15)(A} of the Internal Revenue Code. This notice advises
taxpayers that the Service will inciude amounts received from the following sources
during the taxable year in “gross receipts” for purposes of § G0H(cK15XAY
A, Premiurmns {in¢luding deposits and assesaments), without reduction for retum
pramiums oF prémiums paid for reinsurance;

8. lterna descrived in § B34(b) (gross invastment income of a non-life insurance
company), and

C. Oiher items that are properly included in the taxpayer's gross income under
subchapter B of chapter 1, subtitie A, of the Code.

Thue, gross receipts include both tax-free intarast and the gain {but not the entire
amount reallzed) from the sale or exchange of capital assets, because those items ara
described in § 834(b). Gross receipts do not, howevar, include amounts other than
premium income of gross investment incame unless those amounts are ctharwise
includad in gross income. Accordingly, tha tarm grass recelpis does not include
contrihutions o capital excluded from groas income under § 118, or salvage or

Form 886- HM.I-m Departrasne of the Treasury - Iniemal Revenne Service
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8R6A Drpamns: of the Treastry  Imemdl Revecue Service Schedule No. or
Fam Explanation of Items Exhibic
Name of Taxpayer Your/ Penod Ended
December 31,
ORG 20XX
December 31,
.. 8.4

reinsurance recovered accounted for as offsats to losses incurrad under

§ 832(bXSH(AXi)-

Section 834(b)(1)(D} of the Intemal Revenue Code includes under gross recelpls the
gaing from the saie or exchanges of capital assets to the exient provided In subchapter

P (section 1201 and following, relating to capital gains and losses).

Section 834{c)(E) of the Internal Revenue Code allows a deduction for Capital Losses
to the extent provided In subchapter P (seclion 1201 and following) plus losses from
capltal assets sold or exchanged in order to obtain funds to mest abnormal Insurance
losses and to provide for the payment of dividends and similar distributions to

policyholders.

Basad on the changes in the limitations under Intemal Revenue Code {IRC) Section

504(c){15)(A), and the aperation of . during &

“chart above, that did not qualify for tax exempt status during

» itwas determinad by the

and 3

was able io meset the 50% requirement of Gross Premiums to Gross Receipts (
); however, rwas not able 1o maet the $800,00D gross

receipts fimitation ( ).

As a nor-stock company, (mutual), . did meet the requlrement of over 35%
prermlums to grosa recaipts, but could noi meet the limitations of undar $150,000

in gross receipts.

‘To be qualiffed wnder IRC 5D1{E}l15]. had to meat all requirements, eithar under
IRC 501(c){ 15){AXi) or (a)ii). did not meet the requirements under elther section

of tha code.

Section 206{e) of the Pension Funding Act of 2004, P.L. 118-218 provides the effective
dale of the new requirements far exemption under IRC 501{c)(15). It states:

EFFECTIVE DATE-

(1} IN GENERAL.- Except as provided in paragraph (2), the amendments
made by this section shall apply fo taxable years beginning after

December 31, 2003.

{2} TRANSITION RULE FOR COMPANIES IN RECEIVERSHIP OR
LIQUIDATION- In the case of a company or assoclation which--
(A} for tha taxable year which includes April 1, 2004, mests the
requirements of section 501{c){15){(A) of the Intemal Revenue

Form 886- ARevast) Departmeat of the Treagury - Tamimal Revenue Service
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A Dﬂpumﬂuflh:'rm:q- Trizmal Revenue Senvics _gﬁhtduh NG, or
For 886 Explanation of Items Exhibit
Name of Taxpayer Year/Period Ended
December 31,
ORG 203X
December 31,
203X

Code of 1986, as in effect for the last taxabla year beginning before
January 1, 2004, and
(B) on April 1, 2004, is in a recelvership, liquidation, or aimliar
proceeding under the supservision of a State court,
the amendments made by this section shall apply to taxable years
beggg‘}g after the earlier of the date such proceeding ends or December
31, .

was not involved in a courl orderad liquidation durng and . Tharefare,
Section 206{a) does not apply.to ihis crganization.

2. ¥ does nof qualify for tax exempt status for
years ending December, 31, & , what are the tax consequences?

Since 4ld not qualifv for tax exampt status under IRC Section S01{¢){(15) forthe
T iard yoars, was required to fila Form 1120/1120-PG for both years,

IRC 831 discusses tax an insurance companies other than life insurance companies,

IRC 831(a) states as a general rulg, “Taxes computed as provided in section 11 shall
be imposed for each taxable year on the taxable income of every insurance company

other than a life insuranca company.”

IRC B31{b) provides an altemative tax for certain gmall companiss. It states in IRC
831(b)(1) that, In general, "In lieu of the tax otherwise applicable under subsection {a),
there Is hereby imposed far aach taxable year an the income of @very Insurance
company to which this subsection applies a tax computad by multiptying the taxable
investmant income of such company for such taxable year by the rateg provided in

saction 11(b)."
IRC 831(b)(2) discusses lhe companies to which this subsection applies.

{A) In general. This subsection shall apply to every insurance company other
than life {including interinsurers and reciprocal underwriters} if-
(1} the net written premiums {or, if greater, direct written premiums) for
the taxable year do not exceed $1,200,000, and
{ii}y  such company elacts the application of this subsection for such
taxable year.

Form 886~ A(raves Departmen: of ths Treasury - Internal Revegut Service
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Form SS&A Paparmem of tha Tr:m..l.ly- Intcamal Bovrmue Service Scheduls No. or
Explanation of Items Exhilie
Name of Taxpayer Year/Pericd Ended
Deacember 31,
QRG 20X
Pecember 31,
20K

The election under clause (i) shall apply to the taxable year for which made and
for all subsequent taxable years for which the requirements of clause (1) are
met. Such eiection, once made, may be revoked only with the consent of the

Secratary.

Regulations (Regs.) 301.9100-8(a)(2) discusses the time for making alections. Under
{1} it states in general that except as otherwise provided in this section, the elections
described in paragraph {a){1) of this section, must be made by the later of-

(A} The due date (taldng into account any extensions of time & file obtained by
the taxpayer) of the fax retum for the first taxable year for which the election
is effective, or

{B) January 22, 1880 {in which case tha alection generaly must be made by
amendad ratum)

Regs. 301.9100-8(a)(1) mantioned above Includes IRC 8314{b}(2)(A}.

Regs. 301.9100-8(a){3} describes the manner of making elections. i states, * Except
otherwise provided in this section, the elections described n paragraph {a)(1} of this
saction must be made by attaching a statement to the tax retum for the first taxable
year for which the election is lo be effective.”

Based on the Code and Regulation sections shove, is not entitled to the relief
under 831(b}, for & , becausa it did not meet the requiraments of Regs
301.9100-8(a)(2), ana therefore wolld be required tc report all income and expenses
an Farm 1120/1120-PC for each yvear. The election was not flled when reguired.

3 If the tax exempt status is revoked, how will it affect future years?
The tax exempt status is being revoked for the years ending December 31, &
Farm 1120/1120-PC is required for each year. If meels the requirements

under [RC 501{cX15) in future years, It may be allowed to file the Form 9980 for each
year thay qualify, as a self-dectared enfity. Otherwise, Form 1120¢1120-PC would be

required.
YER'S PO N

Unknown at the time of this writing.

SUMMARY

Formn 886 ARevas) Department of the Trasury - Interal Revenue Service
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Form S86A Deparzers of the Treasisy - Ioeemmal Revewne Sere Schedulk No. or
Explapation of Ftems Exhibit
Narme of 1 axpayer . Year/Feriod Ended
Decembar 31,
ORG 20
December31,
200K

It is the Governmenis position, based on the above facts, law and analysis, that the tax
exemption status of ORG for the years ending December 31, 20XX & 20XX should be
revoked basad ¢n not meeting the qualifications for exemplion under IRC 501(c)(156).
Forms 1120/1 120-PC would he required to be fied for years ending December 31,
20X & 2000 without the redief under IRC 831{b} being applied.

TER POSITION

if for some reason OREG meets the new requirementsdlimitations under IRC 501(c)X15),
then there is an aliernative position that ORG does not qualify undsr IRC 501{c){15),
because it i not an insurance company. -

As stated above, CRG does not provide any insurance to the members, ORG acls as &
mechanism to collect & monthly aggregate sum from members, and then in one lump
sum pay a monthly health Insurance premium to the insurance provider, Thase are the
sole dutles involved In the organization. The organization facilitates the members by a)
simplifying the health insurance enroliment process b} streamlining the administrative
relationship between the mambers and the insurenca provider and o) reducing or
helping to control the ever-escalating health insurance costs by praviding better pricing
and servicee far members of the organization. This Is the sole past, present and
plannad purpose of the applicant organization. :

Neither [.R.C. 50%{c)15) nor its coirespanding regulations define an “insurance
company.” Subchapter L of tha 'Code (1.R.C. sactions 801-848), however, addresses
the texation of insurance companies. The term “insurance company” hasa the same
meaning under saction 501{c)(15) as It does in Subchapter L. See H. Canf, Rep. No.
0D-841, oo™ Cong.. 2™ Sess. {Vol. It) 370-71, reprintad In 1986-3 (Vol. 4} CB. 370-71.

L.R.C. section 816 {(formally L.R.C. section 801) defines a life insurance company. As
part of thig definition, L.R.C. section 818 provides, “the term ‘insurance company’ means
any company more than half of the business of which during the texable year Is the
isaulng of insurance or annuity contracts or the reinsuring of riska undenwritten by

insurance companies.”

Treas, Rag. section 1.801-3(a){1) defines an insurance company as,

A company whose primary and predominani business activity, during the taxable year,
Is the issuing of insurance or annuity contracts or the reinsuring of risks underwritten by

Insurance companies, Thus, though its name, charter powers, and subjection to State
insurance laws are significant in determining the business which a company is
authorizad and intends to carry on, it is the character of the business actuaily done in
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tha taxable yearwhich determines whether a company is taxable as an insurance
company under the Intemal Revenue Coda.

In this case, OFRG's pimary and predominant busingss aclivity is not the issuing of

insurance or annuity contracls or the meinguring of Hsks underwritien by insurance
companies. ORG does not do either or these twa activities. s sole purpose Is to
assist in the cotlection of premiums and paymant of those premiums 1o the insurance

companies on @ monthly basgis,

Another aspect 10 congider in this case is that there is no insurance contract that
provides both risk shifting and risk distribution, In AMERCO & Subsidiaries, 96 T.C, 18
{1991), a case affimmed by the 8" Circuit, the Tax Court adopted a three-part tesi. The
three parts consist of, (1) is the risk an insurance risk?; {2) Is ihere risk shifting and risk
distribution?; and {3) Is thera insurance in its ganerally accepted sensa?

Naither the Internal Revenuse Cade nar the Regulations specifically define the iarm
“insurance contract.” The courts have gensrally requirsd that a transaction invoive both
risk shifting (froim the insured's perspactive) and risk disinbution (from the Insurer's

perspective) in order to be characterized as insuranca. ﬂey_glﬂgv_.b_ﬁigﬁg, 312 U8,
531, 539 (1941); Qulf Qil Corp. v. Commissloner, 814 F.2d 396, 411 (3" Cir, 1080),
Risk shifting occurs when & person facing the possibllity of e loss fransfers some or all
of the financial consequences of the loss to the insurer. Rev. Rul, §8-72, 1988-2 C.B.
31, clarified by Rev. Rul. 89-61, 1983-1 C.8, 75. The risk transferred pursuant to an
insurance contract must be a risk of economic loss. Allied Fidelity Corp. v,

r, 68 T.C. 1068 {1978), affd., 572 F.2d 1190 (7" Cir. 1978), cent. denied,
438 U.S, 835 (1978).

It is exam’s posiion that risk distribution requires both a distribution of exposura units
and a distributian of a podl of premiums. [n addressing distribution courts have focused
on one or the othes, but no case has address both.

Risk distribution of exposura units refers to the operation of the statistical phenomenon
known as the “the law of large numbers.” When additionai statistically independant risk
axpasure units are Insured, although the potential total lnsses increass, thare is also an
increasa in the predictabllity of average loss. This increase in the prediclabiity of the
averaga loss decreases the amount of the capital that an insurance company needa per
risk unil to remaln at a given soivency level. See Rev. Rul. B9-61, 10891 C.B. 75,

The Caurts have not apent a great deal of time explaining what they mean by risk
distribution. No court has squarely held that theres can be no Hsk distribution if there Is
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enly one, or & few, insweds. A fair reading of the court opinions addressing the issue,

however, supports the.lRS’s posilion. See Bames v. United States, BO1 F.2d 984, B85
(7" Cir. 1986) (“Risk distributing is the spreading of the risk of loss among the

participants in an insurance program.”), See also, Commisgioner v. Treganowan, 183
F.2d 288, 291 (2 Cir. 1850). Such spreading Is effectuatad by pooling ameng
unrelated insureds. " [R]isk distribution means that the party assuming the rigk
distribules his potential liability, in part, among others.” Beach

States, 797 F.2d 920, 922 (10" Ck. 1986). Risk disiribution is accomplished where the
risk Is distributed among insureds other than the enfity that Incurred the loas. Ses Ross
v. Odem, 401 F.2d 484 (5% Cir, 1968).

The Sixth Circuit touched on the issue of risk distribution in Humana, Ine. v.
Commissiongr, 881 F.2d 247, 257 (6™ Cir. 1688), nofing that thers was adequate risk
distributlon, “whera the captive insures several separate corporations within an affiliated
group and losses can be spread among the several distingt corporate entities,” The
Ninth Circuit has also measuned risk disinbution by explaining, “fJnsuring many
independent risks in retum for numerous premiums serves to distribute risk. By
assuming numerous refatively small, indepandent risks that occur randomiy over time,
the insurer smoothes out losses to match more closely ils receipt of premiums .

lou Pa . v. Commissloner, 811 F.2d 1297, 1200 (8" Cir. 1987}

ORG does not is3ue any policias. They act merely as @ mechanism o collact
pramiums due the insurance companles from the actuai policyholders and submitling
those pramiums 1o the insurance companies. Any risk shiffing and risk distribution
oceurs between the insurance companies and the actuat policyholders, the insurers.
There is no rsk shifting and risk distribution with ORG because ORG has no Insurance

policies.

Also, fo show that ORG is not an insurance company is the lack of reserves to pay
claims, and the payment of claims themselves. DRG is not liable to pay any claims.
Any claims that are required o be paid are paid by the insurance companies to the
policyholders. Thefefore, ORG is not required to carry any rosarves. The only assets
maintained by ORG Is the diffarence between what is collected in premiums and the
amount submifted la the Insurance companies. This amount is 10 pay for administrative

fees that ORG incurs.

Therefore, as an alternative posltion, it is the Service's position that ORG does not
quallfy under IRC 531{cK15), because it is not providing insurance and is not
conducting itseif 95 an Insurance company.

IRC 7805(h
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If it is determinad. that ORG does not qualify for exemption based on the atternative
position above, then the question arises whether they qualify for IRC 7806(b) relief.

An organization may ordinasily rely on a favorable determination letter recelived from the
Internal Reveniue Service. Ragulations 1.501{a)-1{a)(2); Rev. Proc. 20XX-4, 14.02
{cross~efarencing 13.01 ot seq.) 20XX-4 C.B. 128. An arganization may not reiy on a
favorable determingtion letter, however, If the organization omitied or misstaled a
inaterjal fact, in its application or in supporting documents. |n additlon, an organlzation
may not rely on a favorable determination if there is & matenal change, inconsistent with
gxemption, in the organi2ation’s character, purposes, o methods of cperation after the
determination letter is issued. Regulations 801.201(n)(3)(i}}; Rev. Proc. 80-27, 13.02,
1800-1 C.B. 514. Any such changes rmust be reported to the Secrvice sa that continuing
racognition of exémpt stalus ¢an be evaluated. :

The Commissloner may revoke g favorable determination letter for good cause.
Regulations 1,50%(2)}-1{a)2). Atfavorable dstermination letter may be revoked by
written notice ta the organizatian to whom the determination originally was iasued.
Regulations 601 .201{m} {croas-referencing Reg. 601.201(l)) Rev. Prac. 90-27, 14,
1390-1 C.B. 514, 518.

if the Commiasioner ravokes the tax exempt status of an organization, the ramaining
question Is whether the revocation should ba applied progpectively or relroactivaly.
Generally, revocation of a delermination lefter is prospective. Rev. Proc. 20XX-4, 14.02
{cross-raferencing 13.01 ot s8q.). Revocalion of & detarmination letlar may, however,
he refroactive if the organization omlited or misstated a malarial fact or operated in a
manner materially different from that originally represented, Regulations
601.201(n)(6){i); Rev. Proc. 80-27, 14.01; Rev. Proc. 20XX-4 14.02 (cross-referancing

13.01 et seq.).

In cases where the organization omltted or misstated a material fact, revocation may be
retroactive to all open years under the statute. Regulations 601.201(1X1). In cases
where revocation is due to a malerial change, inconsistent with exempt stalus, in the
character, the purpese, or the method of operation, revacation will ordinarily take effect
as of the date of the material change. Regulations §01.201(nXB)(i}; Rev. Prog, BC-27.
tn any event, revocation will ordinarily take effect no latar than the time at which the
organization recelved written notice that its exemption ruling or detenmination stier
might be revoked. Regulations 601.201(nKBX).
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Under certain circumstances, however, the Commisslorer may, in his discretion grant
relief from retroactive revocation under | R.C. 7805(b) of the Code. Section 7805(b){8)
of tha Intemal Revenue Code provides:

APPLICATON TO RULINGS. The Secretary may prescribe the axtent, if any, to
which any riling {including any judictal decision or any adminisirative
determination other than by regulation) relating o the intemal revenue laws, shall
be applied without retroactive effect. Seciion 301.7805-1{b) of the regulations
delegates authority grated by 1.R.C. 7805(b) to the Commissionar (or the
Commissioner's delegate).

To request |.R.C. 7805(b) relief, the organization must subrmit & statement in support of
this application of LR.C. 7B05(b), as described in Rev. Proc., 20XX-4, 14.02. Ses algo
Rev. Proc. 2000(-5, 19, The organization's statement must expressly assert that the
request is belng made pursuan to L.R.C. 7805(b). The organization's statement must
also indicate tha relief requested and give reasons and argumants In suppert of the
relief requested. ft must also be accompanied by any documents bearing on the
request, The organization's explanation and arguments should discuas the five factors
hearing on retroactivity listed in Rev. Proc. 20XX-4, 14.02{1) (cross-referencing 13,08},
as they relate to the situatlon at lssue. These fiva items are, in effect, the same as the
factors pravided In Raguiations B01.201{I{5) and 601.201{m), Statement of ProcedLral

Rulss, which states:

Except in Fare or unusual circumstances, the revocation or modification of a
niling will NGt be applied retroactively with respect o the taxpayer to whom the
ruling was originally issued or to a taxpayer whose tax liability was directly
involvad In such a ruling if:

thers has been no misstatement or omission of material facts;

the facts at the {ime of the transaction are not materially different from the
facts on which the [delermination lettar] was based;

there has bean no change in applicable law;

the [determination ietter] was originally issued for a proposad transaction;
and

the taxpayer directly involved in the [determinalion lefter] acted in good
faith in reliance Lpon the [determinatian letter] and reveking or modifying
the [determination letter] refreactively would be {0 the taxpayer’s
detarminant.

L o

m

If relief is granted under |.R.C. 7805(b}, the eifective date of revocation of a
determination lefter s no later than the date on which the crganization first recaived
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writen notice that its exemption rmght be revoked, Regulatlans 801.201{n)(&Xi);

Viminig Educati v, I 85 T.C. 743, 7522-3 (1985), afi'd 790 F.2d
903 (4" Cir. 1986). This does not prec:lud& the sffective date of revocation being earlier
than the date on which the organization first recelved written natice thal its examption

might be revaked. ¥irginia Education Fund v. Commissioner, 85 T.C. af 753,

The Supreme Court has held that tha Commisgioner has broad discretion under IL.R.C.
?EGE(IJ) (2nd #s predanessnr} in deciding whether to revoke a ruling retroactively.

missionar, 353 U.S. 180, 184 (1957). See algo
Mﬁﬁtﬂ+ 381 .S, 68, 74-75 (1985). The Commissioners determination
is reviewable by the courts oaly for abuse of that discretlan Virginia Education Fund v,
Commissionar, 85 T.C. 743, 752 (1985).
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