UNI TED STATES COURT OF APPEALS
For the Fifth Crcuit

No. 98-30266

PAN AMERI CAN LI FE | NSURANCE COMPANY,
Pl ai ntiff-Appellant,
VERSUS
UNI TED STATES OF AMERI CA,
Def endant - Appel | ee.

Appeal fromthe United States District Court
for the Eastern District of Louisiana

May 18, 1999
Bef ore REYNALDO G GARZA, POLITZ, and BARKSDALE, Circuit Judges.

PER CURI AM

| . FACTUAL AND PROCEDURAL BACKGROUND

Pan Anerican Life Insurance (“PALIC) filed an action
against the United States of Anerica (“USA’) seeking a refund for
federal inconme taxes, penalties, and interests assessed agai nst
it in the approximte amount of $8, 000,000 for tax years 1984,
1985, and 1986. The main issue in this case is whether PALIC is
a nutual life insurance conpany for purposes of section 809 of
the Internal Revenue Code (“IRC’). The second issue is whether
PALIC is |iable for substantial understatenent penalties pursuant

to 26 U S.C. § 6661(a) (repealed 1989).



PALI C has operated as a nutual life insurance conpany since
1952 and has declared itself to be a nutual insurer with the
Loui si ana Departnent of Insurance. It has al so represented
itself to be a mutual |ife insurance conpany to rating agencies
and to auditors, as well as in its pronotional materials. PALIC
is owned by participating policyholders and has no stockhol ders.
The participating policy holders have the right to elect the
board of directors in whomthe powers of conpany nanagenent are
vest ed.

Section 809, which taxes nutual insurers under federal |aw,
was added to the IRC and was effective in the 1984 tax year.

In 1984, PALIC filled out Schedule F' and submitted its
return as a “rmutual” insurer under section 809. In 1985 and
1986, however, it left Schedule F bl ank and checked itself off as
a “stock” insurance conpany on Form 1120L.

An audit was then conducted and the Internal Revenue Service
(“IRS") determ ned that PALIC was a mutual insurance conpany
under section 809. PALIC paid the additional taxes, interests
and penalties assessed by the IRS and subsequently petitioned the

IRS for a refund for tax years 1984, 1985 and 1986.2 The refund

Form 1120L, which is annually filed by life insurance
conpani es, includes a Schedule F for calculation of the section
809 tax owed by nutual insurers.

2Although it had originally filed its 1984 return as a
“mutual” insurer, it later requested a refund fromthe IRS for
the section 809 tax paid in 1984.
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was deni ed and PALIC filed suit.

The parties filed cross notions for sunmary judgnment on the
i ssue of whether PALIC is a nutual life insurance conpany within
t he nmeani ng of section 809 of the IRC and on the issue of
penal ti es under section 6661(a) (repealed 1989). The district
court granted both of the RS notions for summary judgnent and
deni ed both of PALIC s notions for sunmary judgnent.

Thi s appeal foll owed.

I'1. DI SCUSSI ON

PALI C argues on appeal that it is a “stock” life insurance
conpany for federal incone tax purposes and that the I RS has
wrongfully taxed it under section 809. Therefore, PALIC appeals
the district court’s decision and petitions a refund for the
taxes and interest assessed against it under section 809 for tax
years 1984, 1985 and 1986.

After reviewing the district court’s opinion, the parties
briefs, the record and hearing oral argunent, we AFFIRMthe
district court’s decision holding PALIC as a nutual life
i nsurance conpany for purposes of section 809.

This Court now addresses the second i ssue on appeal ; whet her
PALIC is |iable for substantial understatenent penalties under
section 6661(a) (repealed 1989). W reviewthe district court’s

deci sion regardi ng section 6661(a) for abuse of discretion.



Streber v. Conm ssioner, 138 F.3d 216, 222 (5th Gr. 1998);
Heasl ey v. Comm ssioner, 902 F.2d 380, 834 (5th Cr. 1990).

Section 6661(a) provides for a penalty tax equal to twenty-
five percent of the anpbunt of any underpaynent to the |IRS.
Section 6661(b)(2)(B) states that a taxpayer shall have the
penalty reduced by the portion of the understatenent which is
attributed to:

(i) the tax treatnent of any item by the taxpayer if

there is or was substantial authority for such

treatnent, or

(ii) any itemwith respect to which the relevant facts

affecting the itenis tax treatnent are adequately

disclosed in the return or in a statenent attached to

t he return.

Under section 6661(b)(2)(B)(ii), an adequate disclosure on the
form*“or” an attached statenent to the return is sufficient to
merit a reduction in the penalty fee.

Rel i ef can al so be sought by a taxpayer under section
6661(c). This section authorizes the Secretary to waive all or
any part of the additional taxes provided by section 6661(a) on a
show ng by the taxpayer that there was a reasonabl e cause for the
under statenent and that the taxpayer acted in good faith.

Al t hough this Court finds that PALIC | acked substanti al
authority in support of its section 809 argunent, the record,
briefs and oral argunent reveal that PALIC did adequately and

sufficiently disclose the relevant facts affecting its tax

returns. 26 C F.R section 1.6661-4(a) states that a “disclosure



is adequate with respect to the tax treatnent of an itemon a
return only if it is made on such return or in a statenent
attached thereto.” (enphasis added).

The district court upheld the penalty inposed agai nst PALIC,
stating that PALIC s return was insufficient because it did not
alert the IRSto the “nature of the controversy.” The district
court held that PALIC should have disclosed in an attached
witten statenent the reasons explaining why it had checked
itself off as a “stock” insurer rather than a “nutual” insurer on
its 1985 and 1986 tax returns.

Simlarly, the IRS nmai ntains that PALIC shoul d have attached
a witten statenent to its tax returns because the returns al one
were insufficient to alert the IRS of the potential problens
involved. |In supporting the district court’s decision, the IRS
clains that PALIC did not provide the IRS wwth even a hint of
what it was doing on its 1985 and 1986 tax returns.

The evidence shows that PALIC is audited every year and that
it is closely nonitored by the IRS.® The inconsistency in the
1985 and 1986 tax returns arose when PALIC |l abeled itself as a
“stock” insurer on its returns and sinultaneously |abeled itself
a “mutual” insurer under Louisiana |law on the attached annual

statenents. The district court and the I RS assert that PALIC

3PALI C has been audited in two to three year cycles since
1953.



shoul d have provided an explanation for the inconsistency. A
review of the record illustrates, however, that the inconsistency
had been acknow edged by both PALIC and the IRS and that a
witten statement was not needed. Mreover, the record shows

t hat the Comm ssioner had been alerted to the nature of the
potential controversy and that both the IRS and PALIC were fully
aware that a problemmght arise with PALIC s tax returns.

We note, that in prior instances this Court has inplenented
the use of section 6661(a) to punish taxpayers who have tried to
defraud the IRS. Sandvall v. Conm ssioner, 898 F.2d 455 (5th
Cir. 1990). This Court has waived the punishnment, however, when
t he taxpayer has been able to show that the understatenent was
for good cause and in good faith. Heasley, 902 F.2d at 385;
Stanford v. Conmm ssioner, 152 F.3d 450 (5th Gr. 1998). The
|atter case is simlar to the one at hand, therefore, we find

that the tax penalty was inproperly inposed agai nst PALIC.

CONCLUSI ON

We find that the evidence denonstrates that PALIC adequately
di scl osed the relevant facts affecting its tax returns under
section (b)(2)(B)(ii). Thus, we conclude that the I RS was
properly alerted to the nature of the controversy on the tax
returns. Accordingly, we find that the district court abused its

di scretion by upholding a section 6661(a) penalty charge.



Therefore, we AFFIRM the district court’s judgnent regarding the
first issue and REVERSE AND VACATE the tax penalty inposed

agai nst PALI C.



