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PRELIMINARY STATEMENT

For the past six years, the Internal Revenue Service has been challenging the deductibility
of premiums paid by doctors for supplemental disability insurance purchased from Doctors
Benefit Insurance Company, Ltd. ("DBIC"), and currently has under audit the returns of more than
one hundred doctors who purchased disability insurance from DBIC. In an attempt to bring
closure to the Government's claims that DBIC's supplemental disability insurance is not real
insurance, and therefore that the premiums paid by the doctors’ subchapter "C" corporations are
not tax deductible, an action was recently brought in federal district court in Wyoming by an
insured doctor to establish the legitimacy of the deductions of premium payments. Range & River
Radiology, P.C. v. U.S., No. 04cv0299 (D. Wy, filed Oct. 21, 2004) ("Pettinger") (Gaines Decl.
Exh. DD). In Pettinger, now pending before Judge Downes in the United States District Court for
the District of Wyoming, the IRS assessed a deficiency against Range & River Radiology,' and
Thomas and Laurie Pettinger for improperly de-ducting DBIC disability insurance premiums. The
plaintiffs paid the deficiency, exhausted the IRS administrative process with DBIC's assistance,
and filed their complaint in district court. Similarly, in another effort to force the IRS to litigate
and resolve the issue of deductibility, rather than wage a war of attrition against DBIC and its
insured doctors by expensive and disruptive audits, an 11 U.S.C. § 505 action challenging the
Government's claims as a creditor was filed against the IRS in Bankruptcy Court in the x¢lan
bankruptcy proceedings. Gaines Decl. § 35.

Either of these actions would have provided a neutral and expeditious forum for litigating
the appropriateness of the doctors' deductions of premiums paid to DBIC, and would have put to
rest the single issue at stake in the audits. Unwilling to wait for the resolution of these actions, and
in an apparent effort to gain a strategic advantage in this dispute, the Government has brought the
present action, casting DBIC as an illegitimate operation, describing the very doctors who the IRS

is auditing as victims of a fraud — and purporting to bring this action to protect their interests — and

' This is the only instance that DBIC is aware of where the IRS has actually assessed a
deficiency against one of its insureds. Gaines Decl. { 34.

1213614.1 28 Case No. 04-CV-2184 LAB (AIB)
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freezing DBIC's assets so that it cannot operate its business, cannot pay the claims of disabled
doctors, and cannot even pay its lawyers to defend itself.? Knowing that it could not secure under
26 U.S.C. § 7402(a) the extraordinary relief requested in its papers, the IRS claims that DBIC is a
Ponzi scheme, and that 18 U.S.C. § 1345 enables it to secure the relief requested. Rather than
produce evidence of the existence of a Ponzi scheme, as none exists, the IRS challenges certain
payments made by DBIC which it claims were inappropriate and constitute the "looting” of DBIC.
As demonstrated in this brief, and the evidentiary support filed with it, DBIC has more than $500
million in reserves, most of it in Vanguard accounts, to pay claims of its insureds as they arise, and
has more than sufficient assets to pay all current and expected claims of its insureds. Moreover,
the payments the IRS claims constitute "looting” of DBIC's pooled funds were all made for
demonstrably legitimate business purposes.

The IRS has made it clear that it does not like the tax-advantaged aspects of the
supplemental disability insurance offered doctors by DBIC. The IRS contends that the product is
not insurance, and therefore premiums paid do not qualify as deductible. But the IRS has been
provided with substantial evidence to the contrary, including: (1) five separate opinions from
respected and independent actuarial firms confirming that the disability insurance offered by
DBIC is insurance; (2) legal opinions from two prominent law firms, opining that the disability
insurance is insurance, and that the premiums may be deducted as ordinary and necessary business
expenses; and (3) A.M. Best’s rating of DBIC as an operational insurance company offering
disability insurance. While the IRS is free to challenge these opinions, its effort to do an end run
around the pending federal actions wherein these issues have been presented for adjudication, and
instead create an uneven playing field by shutting DBIC down and drying up the funds for it to

defend itself should not be condoned.?

2 In line with this strategy, the Tax Division lawyer in charge of this litigation refused to

agree to a modification of the freeze order to permit the payment of DBIC’s ordinary operating
expenses, reasonable attorneys’ fees, and even the claims of disabled doctors who have been
receiving disability payments under the DBIC insurance policies. Pollack Decl. { 2-4.

3 The same day as the lawsuit was filed, the Department of Justice issued a press release
publicly describing the disability insurance as a fraudulent tax scheme, asserting that the
Government has successfully secured injunctions against a number of “tax-scam promoters”, and
suggesting that individuals involved in the program call the receiver to learn how to make a claim.

12136141 28 -2- Case No. 04-CV-2184W(AIB)
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Reduced to its essence, the IRS' claim is that all of the money of the insurance company
should be frozen — notwithstanding that the company would go out of business — because the IRS
preliminarily believes (1) that it may be able to prevail in audits of the doctors who purchased
supplemental disability insurance {(even though it has only commenced a small percentage of those
audits, and none yet have been litigated); (2) that the doctors "probably" lack other assets with
which to pay any deficiencies which may be assessed; (3) that based on a “guesstimate” as to how
much supplemental disability insurance each doctor bought, the tax deficiency will be $420
million;* and (4) that DBIC will dissipate its funds unless they are frozen. And, in an effort to
bring the case within 18 U.S.C. § 1345 and secure injunctive relief, the Government suggests that
the defendants may be operating a Ponzi scheme, where doctors are induced to pay supplemental
disability insurance premiums to DBIC based on allegedly false representations that those
premiums are tax deductible, and where DBIC's assets are not sufficient to pay the benefits
promised to doctors already in the program.

In support of its core theory that the doctors and the IRS have been defrauded by false
representations as to DBIC’s disability insurance and the deductibility of premiums, the
Government relies on the opinion of a revenue agent, Mr. Marien, who admittedly is not an expert
on insurance. Mr. Marien opines that while he has not reached any final conclusions, the
preliminary results of his work indicate that the disability insurance offered by DBIC is not
insurance. That supposition is the central justification proffered by the Government in all its
papers for freezing the assets of the defendants, and seeking a preliminary injunction.

In fact, DBIC and its predecessor, xélan Insurance Company Ltd. (hereinafter collectively
referred to as “DBIC™) is, and has been since 1995, a legitimate insurance company providing

supplemental disability insurance to doctors; DBIC's assets have not been dissipated, and are

Gaines Decl. Exh. CC. This extrajudicial effort to put DBIC out of business, and turn DBIC’s
insured doctors against it, is consistent with the IRS’ efforts to do an end run around the system in
this proceeding. In both instances, the Government is abusing its power to achieve its ends, and
circumventing the normal channels of litigation. In so doing, it abridges the due process rights of
DBIC, the doctors, and others.

*  Even the Government’s excessive guesstimate is about $100 million less than the
reserves currently in DBIC's accounts. Gaines Decl. § 11.

1213614.1 28 -3- Case No. 04-CV-2184W(AIB)
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sufficient to meet all current and expected claims under the policies issued; and DBIC's
supplemental disability insurance is in fact insurance, and the premiums are fully deductibie. The
evidence presented by the Government establishes only that there is a dispute between the IRS on
the one hand, and DBIC and the doctors who purchased supplemental disability insurance from
DBIC on the other, as to whether the premiums paid for the supplemental insurance are
deductible. That dispute will and should be litigated in the two pending lawsuits. The IRS's effort
to turn this dispute into an alleged fraud on the very doctors it is auditing is nothing more than an
attempt to manufacture a basis for injunctive relief, and to drive a wedge between the doctors and
DBIC and destroy DBIC's ability to operate. The extraordinary relief sought by the IRS is clearly
not warranted and should be denied.
IL
DBIC IS A LEGITIMATE INSURANCE COMPANY AND THE SUPPLEMENTAL

DISABILITY INSURANCE OFFERED TO DOCTORS IS INSURANCE.

A, DBIC IS A LEGITIMATE INSURANCE COMPANY

Since forming in 1995, DBIC and its predecessor, x¢lan Insurance Company Ltd.,” have
written thousands of insurance policies, have paid claims to doctors who have become disabled,
have complied with the regulatory requirements of the Barbados Supervisor of Insurance,
including the annual submission of audited financial statements and an actuarial opinion that the
reserves are sufficient to pay current and expected claims, and have otherwise operated as an
insurance company. DBIC is in good standing with the Barbados Supervisor of Insurance. Gaines
Decl. §9 4, 6. DBIC’s stockholder, Doctors Benefit Insurance Holdings Ltd.,® has directed by

resolution that the holding company will operate like a mutual company, with all earnings in

5 DBIC was incorporated on December 18, 2001 under the Barbados Exempt Insurance
Act 1983-9 under the name xélan Insurance Company (Barbados) Ltd. ("xélan of Barbados").
Gaines Decl. 9 5. xélan of Barbados assumed the rights and liabilities of the policies issued by
xélan Insurance Company, Ltd., a British Virgin Islands insurance company (""xélan of BVI"), and
obtained the reserves held for those policies by Assumption Agreement dated March 22, 2002, as
part of the plan of xélan of BVI to liquidate and dissolve. /d. xélan of Barbados changed its name
to Doctors Benefit Insurance Company, Ltd. on December 5, 2002 Id.

¢  Doctors Benefit Insurance Holdings Ltd. is owned by thirteen doctors. It was formerly
xelan Insurance Holdings Ltd.

1213614.1 28 -4- Casc No. 04-CV-2184W(AJB)
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excess of what is needed for capital, surplus, operational expenses’ and minimal dividends to be
applied and used for present and future benefits for insureds.? /4. ] 6.

A.M. Best Company, the world's oldest and most authoritative insurance rating and

information source, gave DBIC a C+ rating, and stated that its rating outlook was "stable".’

Gaines Decl. §{ 7-8. A copy of the rating document evaluating DBIC is attached to the
Declaration of Steven A. Gaines as Exhibit C. In rating DBIC, and thereby confirming that
DBIC’s supplemental disability insurance was what it purported to be, A.M. Best analyzed
actuarial reports and interviewed one of DBIC's actuaries about the structure of DBIC's products.

Id. 9 9. Inissuing its rating, A.M. Best was well aware of the structure of the product offered:

Since its inception, the company has operated as a niche writer of
individual supplemental health coverages, primarily disability income,
targeting individual and small group practices throughout the United States.
The company presently offers its core products through a very unique
product design, allowing individuals to select a desired premium level and
then backing into a benefit amount. . . .

Doctors Benefit sells experience rated group policies, allowing
members to choose their own premium amounts, between $4,000 and 40%
of net practice income and then Doctors Benefit backs into the benefit level.
There are minimum and maximum benefits offered for "own occupation” or
"any occupation” coverage. Payout is 110% of total premiums paid on Own
Occupation and 400% on Any Occupation/ Catastrophic Benefit disability
claims. Benefits are paid out monthly.

Under Doctors Benefit's experience rated policies, participants do
not actually receive dividends, they get an experience adjusted account, and
benefit levels can be increased or reduced based on experience.
Members/policyholders who pay premiums for seven years are eligible to
receive a refund of their account, based on the total premiums paid, less
expenses, benefits payments, and the total experience of the pool.

7 DBIC’s expense ratios are low for the industry: 6.77% for the year ending
September 30, 2002, 9.45% for the year ending September 30, 2003, and 13.81% for the year
ending September 30, 2004. See Farrington Decl. § 8. These expense ratios are considerably
lower than those of other disability insurance companies, whose average expense ratios (the sum
of commissions and expenses) between 1996 and 2000 were in the neighborhood of 30%. See
Gaines Declaration Exh. I at 97 (Appendix E-2).

8 AM. Best has also acknowledged that arrangement. Gaines Decl. 7 & Exh. C at 14
("Although Doctors Benefit operates as a stock company, philosophically it is run much like a
mutual, with the majority of available assets reserved for payment of future benefits to its
members.").

®  AM. Best downgraded the rating to a D after reading about the current IRS
investigation in DBIC’s financial statements. Gaines Decl. { 10.

1213614.1 28 -5- Case No. 04-CV-2184W(AIB)
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Gaines Decl. Exh. C at 12, 14.

This determination by an established, independent and respected rating agency, made after
reviewing DBIC’s disability premium and benefit structure and the actuarial opinions with respect
to the product, stands in stark contrast to the declaration of Mr. Marien, who admittedly is not an
expert on insurance companies, is not an actuary, and has not yet reached a final opinion on
whether the disability insurance is in fact insurance. Marien Decl. 99 17-18.

As further evidence that DBIC has operated as a legitimate insurance company, it has
submitted, each year, to the Barbados Supervisor of Insurance, audited financial statements and an
actuarial opinion regarding the sufficiency of its reserves. A copy of the most recent audited
financials, for the year ending September 30, 2003, is attached to the Declaration of Steve Gaines
as Exhibit F. That audit shows assets of $457,740,161. Id. Exh. F at 40. The actuarial opinion
filed with the Supervisor of Insurance shows that DBIC's reserves were more than adequate to
meet present and future expected benefits under all of the insurance policies. Gaines Decl. § 13.
The unaudited financial statements for the year ending September 30, 2004 indicate assets of
$532,885,103. Id 9 11 & Exh. G at 53. While preparations had begun to conduct the audit, it will
be necessary to pay the auditors and actuaries to continue this process, which is not possible
because of the freeze order. Jd. § 11. According to the actuarial calculation for the year
ending September 30, 2003, if DBIC were to cease business at the time of the audit and all
current and expected claims were paid, a reserve balance of in excess of $47 million would
have remained. /d. § 13.

Finally, even the U.S. Treasury has treated DBIC as an insurance company. While the IRS
and the Justice Department are arguing that DBIC is not an insurance company, the U.S. Treasury
has accepted millions of dollars in excise taxes from DBIC. DBIC pays those taxes based on its
activities as an off-shore insurance company. For the past two years, DBIC has paid to the United
States Treasury $8,092,613 in excise taxes and interest on account of its operations as an insurance

company. Farrington Decl. ¥ 7.

1213614.1 28 -6- Case No. 04-CV-2184W(AJB)
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B. THE SUPPLEMENTAL DISABILITY INSURANCE OFFERED BY DBIC IS

INSURANCE, AND WAS DESIGNED TO MEET A NEED OF DOCTORS TO

PROTECT THEMSELVES AGAINST THE RISK OF DISABILITY

DBIC has been writing supplemental disability insurance to doctors since the mid 1990's.
At that time, major insurers had cut back dramatically on writing disability insurance to doctors, as
a result of suffering devastating losses incurred by gross miscalculations as to the benefits and
premium structure for disability insurance to doctors. Gaines Decl. § 15. In response to the
reduction in the amount of disability insurance that could be purchased, the supplemental
disability insurance offered by DBIC was developed, and doctors were offered the opportunity to
purchase supplemental insurance up to a total of 40% of their annual practice income. Thus,
doctors could protect their investment in medical school and training against the prospects of
disability, sometimes for a large percentage of their income. Id. § 16.

The structure of the disability coverage offered by DBIC was designed to guard against the
catastrophic losses suffered by the major insurance companies who had been writing disability
coverage, while at the same time providing doctors meaningful coverage against the risk of
disability. Under the disability policies written by DBIC, a doctor would receive, if disabled in his
own occupation (as a doctor), a minimum of 110% of the premiums paid by him; if disabled for
any occupation, he would receive 400% of the premiums paid. The policy also had a premium
refund feature, similar to that provided by other insurance companies. Generally, if a doctor paid
all of the premiums due for at least seven years, and had no claims under the policy, he could
request an "Experience Adjusted Refund Benefit", and would be entitled to receive a sum equal to
a percentage of the premiums paid, adjuéted for gains or losses in the investment of the pooled
funds, and adjusted for claims made by, and forfeitures, surrenders, settlements and mortality of
others who were in the pool. Id. §17.

The Government asserts in its memorandum that the "so-called insurance products do not
possess the risk shifting and risk distribution characteristics that are necessary to any program of

insurance. Instead, the premiums operate primarily as savings and investment vehicles, payments

1213614.1 28 -7- Case No. 04-CV-2184W(AIB)
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for which are not deductible in calculating taxable income."'"® Government's Memo at 9. This is
the heart of the Government's case—that the product offered by DBIC is not insurance, and
that DBIC has defrauded the doctors by representing that premiums to pay for the
insurance are tax deductible, and has defrauded the United States by providing the doctors
with a vehicle that allows them to avoid paying taxes on income.

The Government acknowledges, as it must, that premiums for disability coverage are
deductible. The nub is whether the disability insurance offered by DBIC is insurance, and the
Government says it is not because it lacks risk shifting and risk distribution attributes. What is
remarkable is that the only evidence proffered by the Government to support this central assertion
is the declaration of John L. Marien. Mr. Marien is neither an expert on insurance, nor an
actuary—he assists agents in matters dealing with employee welfare benefit plans. Marien Decl.
9 2. Mr. Marien does not opine that the supplemental disai)ility insurance is not insurance.
Rather, he states that he has not reviewed all of the relevant information with which to render an
opinion, and then asserts that the "preliminary results of [his] work indicate" that the supplemental
disability insurance is not insurance, because it lacks the attributes of risk shifting and risk
distribution. Then, based on these "preliminary" indications, he asserts that Guess's statements to
the contrary "are false and misleading." Marien Decl. § 18.

That is the essence of the Government's case for injunctive relief. Based on the
preliminary indications of the work of a non-expert, predicated on admittedly incomplete
information, the representations made to the doctors and the IRS that the disability insurance is
insurance are false and misleading. From that preliminary indication, the Government concludes
that the premiums operate in reality as savings and investment vehicles, even though, as it
inconsistently acknowledges, the premiums are pooled and not kept separate from the general
liabilities of the company (risk distribution), are not subject to the control of the participants (risk

shifting), and are utilized to pay benefits, expenses and costs of defense, expenditures that would

% The widely accepted test for determining whether insurance qualifies as such for
federal tax purposes is whether there is risk-shifting and risk-distributing. Helvering v. Le Gierse,
312 U.S. 531, 539 (1941).

1213614.1 28 -8- Case No. 04-CV-2184W(AIB)
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be made by any insurance company.

In and of itself, Mr. Marien's declaration is not sufficient to warrant the issuance of
injunctive relief. In addition, however, DBIC has presented substantial evidence that the disability
insurance is in fact insurance. Thus, in contrast to Mr. Marien's unsupported "preliminary
indications," five actuarial reports prepared by respected, independent actuarial firms confirm that
DBIC's program meets the risk-shifting and distribution requirements of insurance. Attached as
Exhibits K through O to the Declaration of Steve Gaines are copies of the reports of each of the
five actuarial firms. For example, Ralph J. Sayre, who certified that he had no economic interest
in the outcome of his analysis, concluded in his detaiied actuarial opinion rendered on April 23,
2003 that DBIC's policy "transfers the insured's risk of loss of earnings resulting from a reduced
capacity to work to the insurance company" and that "the [DBIC] policies provide pooling of
risk." Gaines Decl. Exh. K at 111, 112, David Wilson of Niis/Apex prepared an actuarial model
for DBIC's product on September 4, 2001, and concluded that "there is adequate risk transfer in
the Policy to constitute legitimate insurance.” Id. Exh. L at 146.

Additionally, the tax implications of DBIC’s policies were analyzed by two reputable law
firms, Eckert Seamans Cherin & Mellott, and Williams Coulson.!" The lawyers at these firms
principally responsible for the opinions, Tom Roberts and Michael E. Lloyd, each opined that
DBIC's disability insurance constitutes insurance and that the premiums are deductible by DBIC's
insureds. Examples of recent opinion letters issued by Williams Coulson and Eckert Seamans and
signed by Messrs. Roberts and Lloyd confirm that DBIC's disability insurance program constitutes
insurance for tax purposes. Gaines Decl. §20. Finally, as previously noted, A.M. Best reviewed
DBIC’s supplemental disability insurance and rated it as insurance. /d. § 10.

Perhaps sensing that the supplemental disability insurance offered by DBIC will be
determined to be insurance, Mr. Marien hedges his bet and states that even if DBIC's policies are
insurance, some undetermined portion of the doctors' premiums are not deductible, because 26

U.S.C. § 419 renders deductible only the "qualified cost" of an insurance plan. Marien Decl. § 16.

1" Copies of the descriptions of each of these law firms from their web sites are attached

to the Gaines declaration as Exhibit P.
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