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[. Introduction

A. Convergence
in the Marketplace

This paper is a preliminary in-
quiry into the comparative
taxation of financial services firms
and the products or services that
those firms offer their customers.
The paper is premised on the be-
lief that, as nominally different
financial services businesses and
the products that they offer con-
verge in the marketplace, it will
become increasingly important to
ensure that different species of fi-
nancial services firms are taxed
comparably in respect of compa-
rable financial services that they
offer, and that consumers of the
products or services offered by
those firms similarly face compa-
rable tax burdens when choosing
among economically similar prod-
ucts or services sold under
different names.

This paper is inspired in large
measure by a pioneering work
published in 1975 by Robert
Charles Clark, titled The Federal
Income Taxation of Financial Inter-
mediaries.' In that article,
Professor Clark demonstrated how
savings could be intermediated
through different forms of finan-
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cial institutions (e.g, banks, insur-
ance companies or mutual funds),
and how widely the resulting tax
burden oscillated, depending on
the form the capital intermedia-
tion took. As described below, the
present work begins with a nar-
rower definition of the financial
institutions within its scope, but
takes a broader view of the kinds
of financial intermediation that
pose challenges to the tax system.

These challenges have grown
more urgent as financial markets
and financial services firms con-
verge. The reasons for that
convergence are fourfold: the surge
in the applied mathematics of risk
measurement and modeling; the
enormous leaps in computer tech-
nology, which made much of that
applied mathematics feasible to
implement in real-time markets;
the rapid globalization of the fi-
nancial services industries (which
in turn required massive invest-
ments in  technological
infrastructure); and more flexible
regulatory environments in the
world’s major financial centers.
These fundamental reasons for
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convergence 1n the financial ser-
vices marketplace are described in
a little more detail in the remain-
der of this paper, but they are
neither novel nor controversial.?

A comprehensive comparative
functional analysis of convergence
of services in the financial services
markets would be both vast in
scope and technically complex. To
keep this preliminary effect
digestible, this paper employs as
one example of the larger theme
corporate credit intermediation
services 1n the domestic
institutional markets.?

In practice, convergence means
not only that financial products
with radically different labels (put
options and insurance, for ex-
ample) compete against one
another, but that financial risks are
exported from one, traditional
marketplace to a different market-
place. This is the conclusion
reached in a recent and thoughtful
report on “cross-sector” transfers of
risk between the banking and in-
surance industries by the U.K.
Financial Services Authority, the
U.K. independent agency charged
with regulating the banking, secu-
rities and insurance industries.’
(Indeed, one can argue that the
existence of a single regulator in
the United Kingdom—probably the
largest insurance and credit deriva-
tives marketplace in the world’—for
all three industries is itself persua-
sive evidence of the rapid pace at
which the financial services indus-
tries are converging.)

The “securitization” of insur-
ance risk is one example of
cross-sector risk transfer, where the
risk of a natural catastrophe is
moved from the property and ca-
sualty insurance market to the
capital markets through “catastro-
phe (‘cat’) bonds” issued by an
insurance company to capital
markets investors. Those bonds

pay a higher interest rate than
would straight debt instruments of
the issuer, but the principal owed
at maturity is reduced or forgiven
if certain specified catastrophic
events occur. In economic sub-
stance, capital markets investors in
such instruments function from
the perspective of the primary 1s-
suer like reinsurers of the issuer’s
catastrophe insurance coverage.®

The “insuratisation” of capital
markets risk is another example,
where what are predominantly
market-related risks—most impor-
tantly, the risk of default on
corporate debt obligations—are
absorbed by insurers. In general,
insurers in major jurisdictions like
the United States and the United
Kingdom are not permitted to deal
directly in derivatives contracts,
except as hedges of existing risk
positions or in the context of very
limited (and hedged) income gen-
erating transactions, like writing
covered call options.” As a result,
insurers generally cannot engage
in the business of selling 7on-in-
surance credit protection through
credit derivatives.

Insurers are, however, generally
permitted to invest on the asset side
of their business in synthetic struc-
tured debt obligations that are
themselves created by the use of
credit derivatives.® “Synthetic
CDO?” vehicles,” for example, are
investment vehicles that assemble
a synthetic portfolio of corporate
bonds by acquiring a portfolio of
high quality debt (such as AAA
asset-backed securities or U.S. Trea-
suries) and then “selling” credit
protection through derivative con-
tracts on a portfolio of corporate
names. By accepting the risk of
default on those corporate issuers,
together with the fees paid by the
credit protection buyer (most com-
monly, a bank looking to lay off
risk on its bank loan portfolio), the
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synthetic CDO structured vehicle
emerges in an economic position
similar to that of an institutional
investor in a portfolio of actual
corporate debt, but presumptively
at more attractive pricing and with
fewer administrative burdens. The
CDO vehicle then can “securitize”
its synthetic portfolio by selling
securities to insurers and other in-
vestors that represent participation
at different seniority levels in the
default risk and economic returns
of the total pool.

Moreover, in mi1d-2000, the U.S.
National Association of Insurance
Commissioners for the first time
permitted U.S. insurers, with the
permission of their substantive
state regulators, to engage directly
in the creation of synthetic assets,
by, for example, combining a U.S.
Treasury bond owned by the in-
surer with a credit derivative in
which the insurer “sells” to a bank
credit protection in respect of the
risk of default by a particular cor-
porate issuer to which the bank
has extended credit.® These syn-
thetic investment securities are
called “Replication (Synthetic As-
set) Transactions,” or RSATs."

So credit risks can move “cross-
sector” from banking (or securities
firms) to insurance by insurers
investing in structured assets that
contain embedded credit deriva-
tives, or creating synthetic investments
through RSATs. Moreover, an in-
surer can underwrite insurance that
itself is designed to replicate 2
credit derivatives contract by us-
ing a “transformer company.””
For example, a securities dealer
might enter into a derivatives con-
tract to protect against the risk of
default by an issuer on its debt. As
noted above, U.S. and UK. regu-
latory rules generally would
prevent an insurance company
from acting as the direct
counterparty to that contract, ab-



sent a specific “insurable risk.” To
address this issue, the counterparty
to the dealer’s contract could be
an offshore “transformer” com-
pany—a company that, in contrast
to the activities permitted an in-
surer under the U.S. regulatory
framework, 1s authorized to write
both derivatives contracts and in-
surance to customers.”® The
“transformer” company, which
now has a specific contractual risk,
in turn might hedge that risk by
acquiring credit default reinsur-
ance from an insurance company
that specializes in writing finan-
cial insurance (and reinsurance);
the reinsurance contract in turn
would perfectly mirror the eco-
nomics of the credit derivatives,
and might even be documented
using standard International
Swaps and Derivatives Associa-
tion, Inc. (ISDA) forms. As a
result, the securities dealer’s credit
risk would have migrated into an
insurance contract. Other forms
of “insuratisation” devices include
“protected cell companies,” which
are effectively special purpose ve-
hicles inside a larger insurance
company (typically in Bermuda or
the Channel Islands) or certain
special purpose vehicles."

One final, concrete example can
illustrate the extent of convergence
in the financial services market-
place today. The following i1s a
description prepared by a third-
party analyst of the principal
business of a specialist financial
services firm:

Examples of underlying busi-
ness exposures for which [the
Company] had designed cus-
tomized [credit protection]
solutions include: credit en-
hancement of subordinated
tranches of collateralized debt
obligations; credit protection
of mezzanine debt collateral-

1zed by pharmaceutical royal-
ties; residual value [protection]
for a portfolio of automobile
and motor bike operating
leases; credit protection for a
privately placed note issuance
collateralized by Japanese con-
sumer loan receivables; and
debt/equity structure, sup-
ported by residual value
[protection], to facilitate real
estate sale and lease-back ar-
rangements.

The description could describe
a commercial bank, or a specialist
investment bank, but in fact 1s a
description of an insurance com-
pany group (Centre Solutions
(Bermuda) Limited), for which I
have simply substituted the term
“protection” where “insurance”
originally stood.”

B. Credit Protection Products

A great many recent articles have
described in detail how guarantees,
letters of credit, put options, credit
default swaps and credit insurance
all can be designed to fulfill simi-
lar (or even identical) economic
agendas, while at the same time
having different tax consequences
to end users and financial services
professionals. In light of both the
number and the quality of these
detailed technical analyses, this
paper does not purport to describe
the mechanics of the credit pro-
tection marketplace or its
products, or the basic tax rules to
which those products are subject.
Very generally, however, the com-
mon theme to credit protection
contracts is that, through them,
financial services firms offer to
enter into transactions that trans-
fer from one party (the
“protection buyer”) to an unre-
lated party (the “protection seller”)
the risk of loss in respect of credit
default or nonperformance under
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designated obligations by one or
more specified obligors (each a
“reference entity”).”

Credit protection contracts have
become the financial sector’s dar-
ling, because they effectively allow
users to isolate the management
of credit risk—independent of in-
terest rate, currency and related
risks otherwise inherent in finan-
cial instrument cash flows. The
WALL STREET JOURNAL recently re-
ported that the market value of
outstanding credit derivative prod-
ucts has grown more than 10-fold
over the last five years, from $180
billion in 1997 to $1.95 trillion in
2002'; another recent report by the
British Bankers’ Association pre-
dicts that the market will grow to
$4.8 trillion by 2004.” Of the cur-
rent $1.95 trillion market, banks
are by far the largest buyers of credit
protection derivatives; in gross
terms, they are also one of the two
largest classes of gross sellers of
credit protection.”” While banks are
generally believed to be net buyers
of protection largely as hedges of
existing credit risk, other protec-
tion buyers, like hedge funds, are
thought to be using credit deriva-
tives to take “naked” short
positions in corporate credits.” On
the other side of the coin, insurers
and reinsurers are the largest net
sellers of credit derivative contracts,
although, as noted earlier, much
of this activity 1s on the investment
side of the business.?

Financial services firms today
offer credit protection contracts in
a variety of forms, involving both
single-name and basket-credit
variations. Some of those forms,
such as guarantees, have been
marketed for generations; others,
such as credit default swaps, for
less than a decade. Some credit
protection contracts are more or
less pure credit risk-shifting de-
vices, as 1n the case of a guarantee
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pursuant to which the guarantor
makes the same payments at the
same times as the obligor of the
reference credit would have done
had the obligor not defaulted.
Other credit protection contracts
can shift significant quanta of
market risk along with credit risk.

For example, an end-user might
obtain credit protection by acquir-
ing a “put” option in respect of a
specified reference credit: that put
option in turn could require physi-
cal delivery of the reference credit,
or alternatively might be cash-
settled. A traditional put option,
however, transfers market as well
as credit risks, because a holder of
the option can exercise it if the
underlying reference credit re-
mains creditworthy, but prevailing
interest rates increase, thereby re-
ducing the market value of all
fixed-income investments.

It 1s tempting to conclude from
the above that a hypothetical tax
regime for credit risk-shifting
products should exclude put op-
tions, because they are also market
risk-shifting devices, but that kind
of line-drawing is exactly what
runs afoul of modern financial
innovation. Thus, a “knock-in”
option is one that can be exercised
only after a specified contingency
has occurred”; a “knock-in” put
option where the knock-in trigger
is a credit event would operate
primarily as a credit risk-shifting
device, while still being treated for
tax purposes, in all probability, as
just another option.” The func-
tional analysis proposed in this
article is intended to address the
futility of these sorts of norma-
tive line-drawing exercises.

C. The Tax Policy Agenda

As briefly summarized above, finan-
cial services firms that are subject
to different regulatory regimes of-
fer financial products to customers

that, while different in label, per-
form very similar economic
functions. These financial services
firms are themselves taxed differ-
ently (eg, as banks, securities dealers
or insurance companies), or their
products are taxed differently in the
hands of end-users.?® These differ-
ing costs to financial services
providers and their customers in
turn impose two related challenges
to the tax system: first, whether the
tax system accurately taxes these fi-
nancial services and products when
compared to general tax norms,
and second, whether the tax system
unfarrly prefers one form of finan-
cial services business organization
(or one form of financial product)
over another. The comparative
functional analysis adopted by this
article seeks to illuminate these two
tax policy issues.

Tax policymakers rightly brood
over the possibility that systematic
over- or undertaxation of an in-
dustry or product will result in the
misallocation of capital, with ob-
vious attendant economic
inefficiencies. Thus, if life insur-
ance 1s systematically undertaxed,
tax economists would predict that
the country as a whole would be
systematically over-insured, and
that capital that in a tax-neutral
world would have gone for hous-
ing, or software start-ups, will be
misallocated to insurance prod-
ucts. As Professor Clark
demonstrated, a comparative func-
tional analysis helps to identify
economically similar functions
with different commercial labels,
which in turn makes it easier to
ensure that we tax correctly differ-
ent forms of business organization
or the products and services they
offer customers, according to our
collective general tax norms.”

A comparative functional analy-
sis also serves a goal that is both
less lofty and less abstract, but of
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much more immediate urgency:
that is to forestall regulatory (in
this case, tax) arbitrage by taxpay-
ers. As a nontax example of such
arbitrage, it has been suggested that
a principal driver behind
“insuratisation” is that current
regulatory capital adequacy re-
gimes generally require insurers to
hold less capital against contin-
gent credit claims than banks are
required to hold.?

Regulatory arbitrage works clear
immediate mischief. It means that
regulators are not able to do their
own jobs correctly (or that regu-
lated businesses flow to the least
costly environment), that regula-
tors in effect are called on to
regulate businesses that in a neu-
tral world would be regulated by
other (presumably more expert)
regulators, that competitive pres-
sures build for “level playing
fields” (which in practice means
both “level” and “less costly™), and
that external costs are visited on
regulatory systems that were not
designed to deal with the creative
solutions developed to arbitrage a
more logical primary regulator.?

We have an obligation to dis-
courage systematic tax arbitrage
through choice of the form of
business organization or nomen-
clature of a product, just as we
should discourage regulatory capr-
tal arbitrage across different classes
of financial services firms. In the
field of tax policy, this second
theme thus emphasizes comparabik-
ity of tax burdens for directly
competitive economic functions,
while the first theme of capital al-
location emphasizes the
complementary theme of the ac¢
curacy of tax burdens against
general norms that cut across all
sectors of the economy.

The comparability of tax bur-
dens in turn must be measured at
two levels: the relative tax burdens



imposed on financial services
firms themselves in respect of eco-
nomically similar intermediation
functions, and the relative tax
advantages or disadvantages to
customers of acquiring nominally
different financial products (for
example, a put option, a credit
default swap or financial insur-
ance) that can be tailored to suit
the identical economic agenda. In
light of the globalization of the
financial services industries, the
comparability of tax burdens on
financial services firms and their
products properly should be mea-
sured, not only across domestic
competitors, but also across for-
eign competitors that participate
in the same domestic marketplace.

For reasons of space constraints,
this paper focuses largely on do-
mestic U.S. tax rules and
emphasizes the comparative taxa-
tion of financial services firms
more than the better-studied com-
parative taxation of customer
products. This limited scope in turn
means that the paper necessarily 1s
incomplete in that it does not fully
consider comparative customer
taxation, and almost wholly ignores
the vitally important issue of the
tax regimes relevant to non-U.S.
financial services firms that offer
their products or services in the
United States.

D. Methodology

The Code (and every other regu-
latory scheme) has an explicit or
implicit understanding of which
economic or commercial func-
tions are unique to which species
of financial services firms, and the
resulting tax (or other regulatory)
system for each class of financial
firms assumes the predominance
of those quintessential functional
characteristics. New “cross-over”
products and organizations put
stress on these traditional criteria,

but at the same time the tradi-
tional approach is so engrained
in most relevant regulatory sys-
tems as to make a fundamental
erosion of the barriers between
different classes of financial ser-
vices firms unlikely.

This article proposes, as an ana-
lytical approach to the challenges
posed by convergence, first, a more
explicit acknowledgement of the
different functions traditionally
assumed to predominate in each
class of financial services firm, and
second, the development of tax
rules designed to tax “cross-over”
products in accordance with the
Sfunction that the products perform,
not the label that the product bears
or that defines the predominant
activity of the financial services
firm.* The article further proposes
that the classic functions of banks,
securities firms and property and
casualty (P&C) insurers can best
be approached as an inquiry into
the differing risk management
strategies of each.

The approach of this article can
be contrasted with the traditional
approach to the analysis of financial
instruments, which tends to focus
on the terms of the instrument 1tself
before assigning the instrument to
one “cubbyhole” or another.” Thus
for example, much of the technical
tax analysis to date on credit protec-
tion contracts has focused on the
detailed terms of specific types of
credit protection contracts them-
selves, in an attempt to assign credit
protection contracts to one or an-
other established tax cubbyholes for
financial instruments. For reasons
developed below, these efforts can
lead to both a factual and an in-
tellectual dead-end—where often
arcane distinctions in contract
terms lead to significantly differ-
ent tax conclusions.

By contrast, the functional
analysis suggests that the “market-
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making” model currently used for
most interest rate and currency
derivatives generally will provide
the most appropriate and eco-
nomically consistent results with
respect to credit protection con-
tracts involving “hedgeable”
reference debt obligations. The tax
regime currently applied to insur-
ance appropriately should be
limited in its application to credit
protection contracts based on a
pooling of non-marketable credit
risks of a type historically associ-
ated with the insurance function.

II. Financial
Services Firms

A. Overview

Unlike Professor Clark’s 1975 ar-
ticle, which considered a broad
range of financial intermediaries
from fire insurance companies to
mutual funds,” this paper limits
its scope to financial services firms.
These businesses share three fun-
damental themes that distinguish
them from other financial inter-
mediaries: Each firm’s core
business is with customers (and not,
for example, with the market); its
business requires at least in part
the delivery of specialized services
together with the application of
capital; and its business often (al-
though admittedly not always) is
regulated. Thus, for example, this
paper does not address the tax re-
gimes applicable to mutual funds
or hedge funds.

At the same time, the financial
services operations that this paper
addresses are not pure service op-
erations, such as investment
advisory services. These consult-
ing-type services raise no special
tax policy issues. Instead, the fi-
nancial services on which this
paper focuses are those that require
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the application of capital to provide
customer services—for example, in-
surance protection, loans of
money, or market-making in secu-
rities. As so defined, financial
services income necessarily is hy-
brid income, whose character for
tax purposes depends entirely on
the context in which it is earned.

Financial services firms almost
invariably are highly leveraged, al-
though that leverage is not always
obvious; thus, for example, a typi-
cal life insurer will show little
long-term indebtedness on its bal-
ance sheet, but it nonetheless 1s
highly leveraged—the leverage con-
sists of 1its obligations to
policyholders to fund both death
benefits and fixed investment returns
over time.® By the same token, hedge
funds also are highly leveraged, and
so leverage by itself is not a deter-
mining feature of a financial services
firm, as opposed to other types of
financial intermediaries.

It 1s important to recognize
that the financial services sector
of the economy comprises many
different industries, each with its
own dominant business model,
competitive environment, system
of regulation and customer base.
For convenience, these industries
can be divided into four um-
brella categories: banks, finance
companies, securities firms and
insurance companies. Each of
these categories in turn includes
sub-industries that are as differ-
ent as they are similar: life
insurance is a very different busi-
ness from P&C insurance, just
as consumer lending is very dif-
ferent from financing customer
purchases of an affiliate’s major
equipment sales.

For the sake of brevity, and be-
cause credit intermediation is
largely a professional’s market, this
paper restricts its scope to those fi-
nancial services firms that (1) serve

institutional (as opposed to retail)
customers and (2) are active par-
ticipants in providing credit
intermediation services. As a result,
the paper concentrates on the com-
parative taxation of commercial
banks, securities dealers and P&C
insurers, as exemplified in the credit
intermediation markets.* Many of
the larger themes that this paper
attempts to address apply with
equal or greater vigor to other fi-
nancial services firms: for example,
the competition for long-term re-
tail savings to which Professor
Clark’s paper was addressed.

It is sometimes believed that fi-
nancial services firms employ only
a relative handful of capital risk
takers (traders, credit officers or
senior actuaries, for example) and
a “back office” of administrative
staff. That model may aptly de-
scribe a hedge fund, but not the
financial services industries,
which, precisely because they op-
erate customer service businesses,
have significant fixed assets and
enormous work forces.® Thus,
Citigroup in 2000 employed ap-
proximately 242,000 people,
roughly 40 percent of whom—
nearly 100,000 employees—were
located outside the United States.*
In the securities industry, even The
Goldman Sachs Group, which gen-
erally is thought of as an
institutionally-oriented financial
services firm (although it in fact
has an important private client
services group), employed roughly
22,600 people in 2001.¥

Each financial services industry
has its own dominant business
model, which typically has signifi-
cant structural differences from
other financial services businesses.
To be effective, tax legislation needs
to be sensitive to these differences
in dominant business models
across the financial services indus-
tries. For this reason, Part III

Hei nOnline -- 81 Taxes 230 2003

develops these themes a little bit
further—recognizing, of course,
that to develop them fully would
require a book-length inquiry.

B. The Centrality
of Customer Relationships

As suggested above, a central fea-
ture of a financial services firm is
that its business 1s a customer busi-
ness.® Unlike hedge funds or
mutual funds, financial services
firms do not simply lend money
to the market, or purchase securi-
ties from the market: they lend to,
or trade with, their customer base—
which can of course include, but
only in a small number of cases 1s
composed exclusively of, other fi-
nancial services firms. The
principal exception to this obser-
vation, of course, 1s the investment
activity of an insurance company;,
which functionally is indistin-
guishable from the investment
activity of a pension fund or other
institutional 1nvestor.

It of course is true that it 1s
impossible to offer a comprehen-
sive and self-executing definition
of what constitutes a “customer,”
but that fact does not mean that
the concept is valueless. The
Code itself has required an in-
quiry into customer status for
many decades, as part of its fun-
damental mechanism for
distinguishing capital assets
from “property held ... primarily
for sale to customers in the or-
dinary course of ... [a] trade or
business.”® Similarly, virtually
every substantive regulator of
financial businesses applies spe-
cial oversight or protective rules
to “customer” activities.*

The leading tax case in the secu-
rities dealer arena summarized the
concept as follows:

In determining whether a seller
of securities sells to “custom-



ers,” the merchant analogy has
been employed. Those who sell
“to customers” are comparable
to a merchant in that they pur-
chase their stock in trade, in
this case securities, with the
expectation of reselling at a
profit, not because of a rise in
value during the interval of
time between the purchase and
resale, but merely because they
have or hope to find a market
of buyers who will purchase
from them at a price in excess
of their cost. This excess or
mark-up represents remunera-
tion for their labors as a
middleman bringing together
buyer and seller, and perform-
ing the usual services of retailer
or wholesaler of goods.®

Thus, in the context of dealing in
securities, a dealer 1s one who makes
two-way markets, by regularly and
continuously buying from custom-
ers those securities that customers
wish to sell, and selling to custom-
ers those securities that customers
wish to buy. The dealer’s mark-up is
compensation for the services the
dealer provides by applying its capi-
tal to bring liquidity to the
secondary market for securities.

Most major financial services
firms seek to differentiate them-
selves from one another, and to
enhance the customer relationship,
by providing their services—that is,
by applying their capital to cus-
tomer requirements—through direct
customer contact. Thus, if an indi-
vidual wants to borrow money
from BankAmerica, that individual
applies to BankAmerica for a loan;
if a corporation wishes to trade
bonds with Merrill Lynch, that cor-
poration must open a customer
account with Merrill Lynch, and so
on. While mortgage or Treasury
bond brokers have some limited
role, the general business model

across different financial services
industries is one of vertical inte-
gration, so that customers can be
“captured” and different financial
products and services cross-sold to
that customer base.”

The principal exception to the
centrality of customer relation-
ships seems to be some parts of
the insurance industry, where in-
dependent agents and brokers play
a major role in activities ranging
from arranging retail or institu-
tional insurance to intra-industry
reinsurance treaties and facultative
contracts. The attenuated nature
of the customer relationships in
these businesses lies at the heart
of some of the international tax
policy challenges unique to the
insurance industry, but unfortu-
nately these issues are largely
beyond the scope of this paper.

C. Regulation

Financial services firms are largely
regulated institutions. Domesti-
cally, the regulatory environment
for financial services firms was
substantially rewritten in 1999,
when Congress enacted the
Gramm-Leach-Bliley banking leg-
islation.® Because the scope of
substantive regulation of financial
services firms 1s directly relevant
to the themes of convergence to
which this paper is addressed, 1t 1s
useful to summarize briefly what
Gramm-Leach-Bliley did (and
more important, did not) do.
The major financial markets
outside the United States (with the
exception of Japan) generally have
long permitted commercial bank-
ing groups to engage in investment
banking and insurance activities
(either directly or through affili-
ates).* In the United States,
however, a complex framework of
federal and state laws that traced
its origin to the 1930s until recently
severely restricted banks and bank
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holding company groups from
participating in full-scale securities
or insurance businesses.® In the
most basic terms, Gramm-Leach-
Bliley substantially leveled the
playing field through its repeal and
preemption of selected provisions
of the former legal framework that
restricted affiliations between U.S.
commercial banks on the one
hand and investment banks and
insurance firms on the other.

As a result of Gramm-Leach-
Bliley, bank holding companies
that qualify as “financial hold-
ing companies” are permitted to
engage through subsidiaries in a
broad range of activities that are
“financial 1n nature,” “inciden-
tal” to such activities or
“complementary” to financial
activities.* For example, non-
bank subsidiaries of an eligible
financial holding company may
now engage in full securities
underwriting, dealing and mar-
ket-making activities (through a
securities affiliate), or act as a
principal, agent or broker for the
purpose of insuring against
“loss, harm, damage, illness, dis-
ability, or death” (through an
insurance affiliate). Gramm-
Leach-Bliley also authorizes
banks to establish “financial sub-
sidiaries’—operating subsidiaries
of banks that are permitted to
engage 1n most (but not all) of
the activities 1n which financial
holding companies may en-
gage.® Gramm-Leach-Bliley
retained, however, most of prior
law’s existing restrictions on ac-
tivities that may be conducted
directly by a bank.

Citigroup 1s perhaps the best-
known example of the impact of
Gramm-Leach-Bliley. Although
Citigroup was formed before the
enactment of Gramm-Leach-
Bliley (in a move some
characterized as a bet on the even-
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tual passage of financial modern-
1zation legislation),” Citigroup’s
combination under one holding
company of a major bank
(Citibank), securities firm
(Salomon Smith Barney) and in-
surance company (Travelers), was
subject to medium and long-term
regulatory uncertainties that
Gramm-Leach-Bliley intention-
ally eliminated.

While Gramm-Leach-Bliley revo-
lutionized the formation of
cross-industry financial services
groups and expanded the scope of
permissible banking activities, it
did #not alter the fundamental ar-
rangement in the United States
under which different financial
services industries—banking, secu-
rities and insurance—generally are
subject to different regulatory re-
gimes and different substantive
regulators. Gramm-Leach-Bliley
preserved the role of the Board of
Governors of the Federal Reserve
System as the “umbrella supervi-
sor” of financial holding
companies, but retains (and en-
hances) a system of “functional
regulation” designed to capitalize
on the experience of various fed-
eral and state financial
supervisors.” Thus, Gramm-
Leach-Bliley permits a financial
holding company to own both a
bank and an insurance company;
it does not expand the types of
insurance services that a bank
may offer or permit state insur-
ance regulators to review the
regulatory capital adequacy of a
sister national banking associa-
tion. Because the regulatory
framework for operating financial
services  firms  remains
fundamentally intact after
Gramm-Leach-Bliley, the United
States therefore will continue to
have separate banks, securities
firms and insurance companies
for the foreseeable future.

I1I. Traditional
Business and Risk
Management

Models

A. Financial Risk Takers
and Managers

This paper earlier defined finan-
cial services firms as institutions
that provide customer services
through the application of capi-
tal. In doing so, financial services
firms take on a wide variety of fi-
nancial risks: the identification
and effective management of these
risks, along with the nurturing of
customer relationships, are the
two pillars that support every suc-
cessful financial services firm.

As a result of the surge over the
last few decades in applied math-
ematics, quantitative research and
data processing, financial services
firms can now measure and man-
age financial risks with great
accuracy and objectivity. The evo-
lution of financial risk
management from art to science
in turn has encouraged the con-
vergence of financial products in
the marketplace, as researchers
identify points of commonality in
seemingly disparate financial prod-
ucts, and import the formal
analyses of one discipline into
managing the risks of another.

In a world where traders talk
knowingly of “convexity smiles,”
and rocket scientists are in danger
of running out of Greek letters to
call various subunits of risk, it will
seem almost childish to observe
that financial risk boils down to
interest rate risk, market risk (in-
cluding currency risk) and credit
risk, but tax policy does not re-
ally look any deeper than that.®
Moreover, even today, each indus-
try within the financial services
sector of the economy tends to
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have one dominant risk manage-
ment model (or handful of such
models) around which those busi-
nesses are still organized, and on
which their substantive regulation
and taxation are based. This effec-
tively is the conclusion reached in
an exhaustive study of the topic
recently completed by a joint task
force of the world’s banking, se-
curities and insurance regulators.?

This Part III therefore attempts
to sketch out some of the features
of these traditional business and
risk management models, in their
classic (and oversimplified) imple-
mentations, on the theory that by
understanding these implicit mod-
els better, we can predict more
accurately where tax fractures are
most likely to occur.

B. Commercial Banks

Customer Services. In their tradi-
tional roles, banks are the classic
financial intermediaries. Banks:

m act as middlemen between de-
positors seeking liquid claims
and borrowers wishing to bor-
row at longer terms using less
liquid instruments,

® use their expertise to collect
and evaluate information relat-
ing to market and credit risks
and absorb risks arising from
intermediation between bor-
rowers and depositors,

m provide risk management and
information services to meet
customer needs, and

m provide various payment
services.”

In doing so, banks, through de-
mand deposits and their
relationship with central banks,
participate directly in a country’s
monetary policy through the man-
agement of its money supply. [n
their narrowest role, as deposit-tak-
ers and money lenders, banks earn
their profits through the spread on
lending and deposit rates and



through actively managing the as-
set pool with close monitoring of
the risks involved.> Banks also se-
cure alternative sources of funding
by the 1ssuance of intermediate-
and long-term debt and commer-
cial paper.

At the same time, of course, banks
also act as dealers in a wide variety
of securities, currencies and deriva-
tives. Much of this expansion has
occurred outside the United States,
principally in London, Tokyo and
Singapore.® A substantial portion
of the assets held by foreign branches
and subsidiaries of U.S. insured
commercial banks relates to these
trading activities rather than tradi-
tional commercial lending,

U.S.-based commercial banks
compete with other domestic and
foreign banks thrift institutions,
credit unions, and mutual funds for
deposits and other sources of funds.
In addition, banks face growing
competition with respect to the di-
verse financial services and products
they offer; this competition, of
course, has increased as major
money center commercial banks
have migrated from classic financial
intermediaries into trading power-
houses. Bank competitors now
include finance companies, broker-
dealers, investment banking
companies, merchant banks, insur-
ance companies, credit card
companies, mortgage banking com-
panies, leasing companies,
e-commerce and other internet-
based companies and a variety of
other financial services and advi-
sory companies.*

Risk Management. In their clas-
sic (and oversimplified) roles as
lenders, banks are exposed prima-
rily to credit and interest rate risks.
Traditionally, banks addressed credit
risk primarily by rationing credit,
rather than through differential pric-
ing. Banks lent to good
credits—subject to a ceiling, even for

the best credits—and they refrained
from lending to bad credits, rather
than lending to both, and charging
materially higher rates to the latter.
(Of course banks lent to a range of
credits, but that range in turn repre-
sented only a narrow band of the
potential universe of borrowers.) The
relatively recent emergence of a credit
derivatives market, in which banks
are some of the largest participants,”
also reminds us that before that mar-
ketplace developed, once a loan was
booked, credit risk was more ab-
sorbed than managed, or
alternatively transferred along with
the loan by selling a participation
in the loan itself.®

Traditionally, banks managed
interest rate risk in their core
lending business through
matched funding—that is, banks
would strive to reduce interest
rate risk by managing the liabil-
ity side of their balance sheet
effectively to mirror their assets
(or, phrased conversely, they
would price their assets—their
loans—with a view to the rate at
which coterminous liabilities
could be incurred).

C. Securities Dealers

Customer Services. Putting to one
side pure service functions that are
not the subject of this paper, secu-
rities firms earn their profits by
successfully anticipating and ad-
dressing the needs of capital users
and capital suppliers. Dealers
“make markets” by buying and sell-
ing securities with their customers
on a continuous basis.
Marketmakers effectively are com-
pensated for the liquidity they
provide by buying securities that
customers wish to sell, selling se-
curities that customers wish to buy,
and earning a spread on such cus-
tomer transactions (the bid/ask
spread). Marketmakers maintain
inventories of securities out of
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which to satisfy customer require-
ments, and they hedge these
inventories to protect their capital
from most market fluctuations.
Dealers issue equity and debt secu-
rities to form their capital base, but
incur very substantial leverage by
financing their securities and other
positions on a secured basts, includ-
ing through the “repo” markets.
Dealers also stand ready to write
derivative contracts, on either side
of the market (eg, long or short
positions in options, swaps and
forward contracts).

Risk Management. As described
above, the core risk management
strategy of a bank in the traditional
model is to manage credit risk
through rationing and to manage
interest rate risk through matched
funding. By contrast, in the tradi-
tional model a dealer focuses almost
exclusively on managing market
risks, which i1t accomplishes
through hedging. Traditionally, deal-
ers dealt only in liquid financial
instruments, and funded those po-
sitions through overnight secured
loans. Even today, when dealers
carry large books of illiquid over-
the-counter derivatives positions,
the interest rate risks in those books
typically are managed by hedging,
rather than by matched funding on
the liability side of the balance sheet.
(Of course, another reason for this
fact is that interest rate derivatives
can expose dealers to interest rate
risk without requiring immediate
funding of a physical asset.)

As a result, in the traditional
model, the asset side of a dealer’s
balance sheet is dominated by lig-
uid financial assets, while the
liability side reflects substantial
overnight borrowings and contrac-
tual liabilities that are themselves
market hedges (e.g., the obligation
to return securities borrowed to ef-
fect a short sale).” By definition, a
dealer stands ready to buy from or
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to sell to customers, and therefore
has little control over its customer
positions (other than through ad-
justing its markups, or withdrawing
from a market in the most extraor-
dinary of circumstances). In most
cases, therefore, securities dealers
cannot ration market risks, or as-
sure themselves of natural hedges
(by only taking on a “long” posi-
tion when an offsetting customer
“short” position is located). The
only effective risk management
solution is active market hedging,
which has the collateral economic
advantage of increasing liquidity in
the marketplace. The growth of new
financial instrument dealer markets
over the last two decades is there-
fore in every case also the story of
the development of effective hedg-
ing analytics, and of a deep and
liquid hedging marketplace.

D. P&C Insurers

Customer Services. Like commer-
cial banking, the modern P&C
insurance industry is the result of
the continuous evolution of busi-
ness practices whose origins date
back at least to 14th century Italy.®
As used in the United States, P&C
insurance encompasses all forms of
insurance other than life and health
insurance. Obviously, this covers a
range of widely disparate risks,
from marine insurance (the birth-
place of the modern industry)
through automobile or fire insur-
ance to protection against defaults
by corporate borrowers, or even
protection against challenge by the
IRS to the tax-free status of a pur-
ported reorganization.

In many respects, then, even the
traditional model of P&C insur-
ance encompasses a range of risks
far broader than those contem-
plated by traditional contracts of
banking or securities dealing. Not-
withstanding this wide diversity of
risks, however, there are some com-

mon elements to every traditional
insurance business.

P&C insurance in its purest
form begins with an “insurable
risk”—a risk to the insured of fi-
nancial loss as a result of a
specifiable but fortuitous event,
eg., a ship sinking while carrying
the insured’s cargo. Insurance of
that risk in turn is based on two
elements: the transfer of the finan-
cial consequences of the
occurrence of that fortuitous event
from the insured to the insurer
(risk shifting) and the commin-
gling of that risk with other similar
but uncorrelated risks, eg, the risk
of different ships sinking (risk
distribution and risk pooling).*

The insurance industry entered
the business of providing finan-
cial insurance—in effect, credit
insurance—in a systematic fashion
early in the 20th century through
mortgage insurance,® and then,
beginning around 1971, by provid-
ing municipal bond insurance,
followed in the 1980s by asset-
backed securities insurance.®
These mortgage and other special-
ized financial guaranty insurers,
of which Mortgage Guaranty In-
surance Corp., MBIA, Inc.,
Ambac Assurance Corp. and Fi-
nancial Security Assurance Corp.
are among the best known, are re-
ferred to as “monoline” insurers,
because state regulators univer-
sally require that these forms of
financial insurance be conducted
in a separate insurance company
whose activities are restricted to
guaranteeing scheduled interest
and principal payments on the
debt obligations it insures.®

More recently, other, more com-
plex forms of financial insurance
and reinsurance products have ap-
peared. These products often are
referred to as “alternative risk trans-
fer” products. The alternative risk
transfer marketplace is not marked
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by pellucid transparency to outsid-
ers, but the term generally is
understood to include a range of
insurance products under which
insureds may either retain signifi-
cant amounts of pure msurance risk
(eg., through captive insurance ar-
rangements or “retrospective”
pricing) or shift significant finan-
cial risk to the insurer.®

One important instance of “al-
ternative risk transfer” products
in the insurance industry is “fi-
nite insurance,” which 1s generally
understood as an insurance prod-
uct that “represents a
combination of risk transfer and
risk financing which empbhasizes
the time value of money.”® In
other words, finite risk insurance
tends to be a smallish insurance
dog dragging a large investment
tail; for that reason, the contracts
in question tend to be unique
deals that are individually man-
aged, rather than commingled
with other similar risks, as in clas-
sic insurance company risk
distribution methodologies,” and
the participants themselves often
see themselves as insurance-invest-
ment firm hybrids.®

The finite risk business is often
described as a reinsurance, rather
than primary insurance, business.
As implied earlier in this paper,
however, in a world of “transform-
ers” and “protected cell”
companies, there is not necessarily
much significance to the difference.
Finite insurance/reinsurance re-
quires unusual regulatory flexibility
and modest taxation to flourish.
For that reason, many of the most
successful specialists in the field are
domiciled in Switzerland (Swiss Re,
Zurich Re) or Bermuda (Centre So-
lutions, XL Capital).

Risk Management. Insurers tra-
ditionally face two principal
financial risks: underwriting risk
(the risk that insurance benefits



actually paid exceed actuarially-
projected payments) and,
somewhat less intuitively, invest-
ment risk.®’ This statement is true
for both life and P&C insurers,
although there are important tech-
nical differences in the precise
nature of the risks to which each
sector 1s primarily subject.

Just as banks traditionally rely
on credit rationing and matched
funding, and securities dealers tra-
ditionally rely on market hedging,
the core underwriting risk man-
agement  technique that
distinguishes the insurance indus-
try is risk pricing, through the
underwriting process, and loss
predictability, through the pooling
and distribution of those risks in
reliance on the statistical phenom-
enon of the law of large numbers.®

The IRS has succinctly summa-
rized how risk pooling and
distribution accomplish risk man-
agement through the application
of the law of large numbers:

Distributing risk allows the
insurer to reduce the possibil-
ity that a single costly claim will
exceed the amount taken in as
premiums and set aside for the
payment of such a claim. By
assuming numerous relatively
small, independent risks that
occur randomly over time, the
insurer smoothes out losses to
match more closely its receipt
of premiums. Risk distribution
necessarily entails a pooling of
premiums, so that a potential
insured is not in significant
part paying for its own risks.”

Insurance companies engaged in
classic risk pooling and distribut-
ing rely on the law of large
numbers, not to eliminate or off-
set loss, but rather to make losses
predictable in magnitude and tim-
ing. For example, a life insurance

company’s principal mortality risk
is that its insureds will die young:
the insurance company does not
generally manage that risk by find-
ing a hedging transaction (ie.,
going “short” life expectancies),
but rather by developing a suitably
diversified and representative base
of policyholders such that its death
benefit payment obligations are
reasonably susceptible to statisti-
cal modeling.

The law of large numbers is zor
hedging by another name. In a
hedging transaction, a dealer, for
example, seeks to offset potential
losses from one risk position with
gains from a hedging position; the
two positions thus are bets in the
opposite directions, on interest
rates, currency movements, asset
prices or the like. Similarly, the law
of large numbers as applied by in-
surers 1s 7ot the same as diversified
investing. By diversification, an
investor brings the market risks of
its investment portfolio in line
with the volatility of the market
as a whole. Insurers, by contrast,
use the law of large numbers to
distill their liabilities into a pre-
dictable outflow of payments to
insureds over time.

A traditional insurer thus has a
very different attitude towards loss
events than does the traditional
banker. The commercial banker
conceptually recognizes that some
credit losses are inevitable, but se-
cretly believes that better credit
decision-making should reduce
those losses to near zero. The clas-
sic insurer, by contrast, 1s in
business for the purpose of suffer-
ing individual losses (benefit
payments), but expects to profit by
reducing individual uncorrelated
and unpredictable events into a pre-
dictable outflow, through the law
of large numbers, which 1s more
than offset by the premiums re-
ceived and investment returns.
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Like any other insurers, the
monoline insurance companies
accept contingent risks (in their
case, credit risks) in exchange for
insurance premiums. Some corners
of the financial insurance business,
such as private mortgage insurance,
follow the general risk management
patterns of the other P&C insur-
ers.” The major municipal bond
and structured finance monoline
insurers, by contrast, appear to fol-
low a hybrid “zero-expected-loss”
risk management philosophy in
respect of their core activities:

In contrast to other types of
insurance, financial guaranty
insurance is written to a “zero-
expected-loss” standard. A life
insurance company knows
that some cars will get stolen
and some houses will burn
down. Financial guaranty in-
surers, on the other hand,
expect that the assets they in-
sure will not default. There
will, of course, be some level
of losses experienced. But the
track records of this so-called
“zero-expected-loss underwrit-
ing” supports relatively
modest loss reserves (less than
0.1 percent of total insured
debt service outstanding) and
relatively high leverage as mea-
sured by total insured debt
service as a function of re-
sources available to pay claims
(more than 75:1).”

The risk management philoso-
phy of the monoline insureres
thus has much in common with
the traditional approach of com-
mercial banking.

Attenuated Customer Relation-
ship. Unlike the securities and
banking business, many insurance
companies rely to a significant
extent on “independent agents”
and “brokers” to market and dis-
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tribute their products to custom-
ers.”* Very generally, in the
insurance industry, an “agent” rep-
resents the insurer, and a “broker”
the insured.” In the United States,
most retail-oriented insurance
policies (life and “personal lines”
P&C 1nsurance) are sold through
agents.” By contrast, “commercial
lines” (i.e., institutional) P&C in-
surance, as well as reinsurance
(intra-industry insurance) con-
tracts most commonly are placed
by independent brokers represent-
ing the insured. (Insurance
brokerage firms in turn, of course,
are enormous financial institu-
tions in their own right.””) One
industry expert, for example, has
estimated that less than 20 percent
of all “commercial lines” property
and casualty insurance is placed
through exclusive agencies.”

Insurance companies devote enor-
mous energies to developing their
retail insurance product distribution
systems through a Byzantine array
of overlapping channels that leave
even economists bewildered.” From
a tax policy perspective, however, it
1s important simply to note the ex-
tent to which the insurance industry
relies on nonemployee agents to sell
its retail products, to place commer-
cial insurance or reinsurance, to
adjudicate claims and to provide
other necessary services.*” The same
point, of course, 1s even more force-
fully made in the context of
brokerage (which, as noted above, 1s
the dominant means by which in-
stitutional  insurance and
reinsurance is placed), where the
broker in fact is the legal representa-
tive of the insured, and the insurer
has no direct customer relationship
with the insured.

Even exclusive nonemployee in-
surance agents arguably can be
“independent” agents, at least for
some tax purposes. In the U.S.
domestic context, the issue arises

most frequently as a question of
whether an “independent” insur-
ance agent should be treated as an
employee of an insurer.® In the
international context, the critical
question becomes whether a
nonemployee exclusive insurance
agent will be treated as in fact an
independent agent for purposes of
tax treaties (or internal law analo-
gies) that impute the activities of
a “dependent agent”but not an
agent of independent status—to a
principal not otherwise resident in
a host country.®?

Reinsurance and “Fronting.”
Reinsurance is insurance for insur-
ers: it 1s the device by which
insurance firms diversify their risk
beyond the geographical area in
which they operate, or reduce risk
outright.® The reinsurance market
is international in scope, and dis-
tribution channels are dominated
by brokers.* In 1997, insurance com-
panies ceded $124 billion in
insurance premiums to reinsurers.®”
In contrast to other financial ser-
vices industries, where “tax haven”
jurisdictions appear to account for
a de minimis level of business, Ber-
muda in particular has emerged as
a major professional reinsurance
(ze,, noncaptive) market. Bermuda
professional reinsurers took in
roughly 4.5 percent of reinsurance
premiums 1n 1997; one major in-
dustry partictpant has described it
as “the most important offshore
reinsurance market in the world.”®
Ace Ltd. and XL Capital Ltd. are
the two bestknown Bermuda-based
professional reinsurers (and pri-
mary insurers); both are publicly
held and traded on the New York
Stock Exchange.

“Fronting” 1s the logical ex-
treme of reinsurance, in which an
insurer systematically cedes most
of 1ts insurance exposure to a re-
insurer (typically in a different
jurisdiction).¥” (In securities deal-
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ing, the analogous concept is
“riskless principal” trading.)
Fronting serves a useful commer-
cial role in making sufficient
capital available to underwrite
local risks.® More recently, how-
ever, some sectors of the U.S.
insurance market have com-
plained to Congress that
domestically controlled competi-
tors owned by Bermuda parent
companies have in effect relied on
fronting to reduce the tax bur-
den on their insurance activities
without bringing the foreign par-
ent companies into the U.S. net
income tax system; in these cases,
the principal source of tax sav-
ings is the ability to invest
“long-tail” P&C reserves in a tax-
free environment.”

Both simple reinsurance and
fronting obviously raise tax con-
cerns of deemed agency
arrangements, but it is a rela-
tively simple matter to conduct
reinsurance business in such a
manner as to avoid doing bust-
ness in the primary insurer’s
jurisdiction.”® Moreover, a rein-
surer can in fact have a
commercial presence in the pri-
mary insurer’s jurisdiction
through the retention of an
agent of independent status,
thereby facilitating its reinsur-
ance business in respect of risks
in that jurisdiction.”

Regulation and Structure. In the
United States, the 50 states tradi-
tionally have exercised primary
regulatory authority over the insur-
ance industry,* and
Gramm-Leach-Bliley maintained
that arrangement. All 50 states have
enacted laws and established state
insurance departments to supervise
insurance activities. The states ex-
ercise broad authority in all areas
of insurance oversight, such as I
censing companies to engage in the
insurance business, licensing



agents, defining statutory surplus,
regulating premium rates, establish-
ing reserve requirements and
solvency standards. In addition, the
National Association of Insurance
Commuissioners (NAIC) (an asso-
ciation of the heads of the state
insurance departments) helps in
developing standard regulatory re-
quirements (such as risk-based
capital standards) that states are
encouraged to enact.®

IV. Tax Framework

Part III of this paper summarized
the traditional business and risk
management models employed by
commercial banks, securities deal-
ers and P&C insurers. Those
descriptions are, of course, both
simplistic and outdated, but that
does not mean that they are
pointless, because our current tax
rules effectively follow these mod-
els. This Part IV attempts to make
this point, by demonstrating how
the tax models for taxing each
category of financial services firm
correspond, more or less closely,
to the traditional business and
risk management models de-
scribed in Part IIL. Part IV then
continues by considering how
nontraditional activities are
taxed—the dealer income of a
bank, for example, or the lend-
ing activities of a securities firm.

A. Definitions
The Code defines the terms

“bank” and “securities dealer.”
Treasury regulations define the
term “insurance company,” but
only by reference to the issuance
of “insurance,” which itself is not
defined.* Many of the interpre-
tational difficulties that arise in
respect of financial insurance
stem from uncertainty as to the
scope of what constitutes an “in-
surance company.”

Banks. Code Sec. 581 defines a
“bank” as a domestically-incorpo-
rated bank,” a substantial part of
the business of which consists of
recetving deposits and making
loans, or of exercising fiduciary
powers of the sort permitted to
national banking associations, and
which 1s subject to supervision and
examination by a domestic (state
or federal) banking authority. Con-
sequently, there is no such entity
in our tax lexicon as an unregu-
lated domestic bank—regulation
and supervision as @ bank consti-
tute part of the definition.®

There are a great many lending
institutions that borrow funds and
make loans, but only regulated
banks can accept demand deposits
and offer certain fiduciary services.
In effect, then, the Code looks pri-
marily to deposit-taking and
substantive regulation to distin-
guish these banks from other forms
of lending institutions. The result
1s an unambiguous definition of
what constitutes a bank.

Securities Dealers. Code Sec.
475(c)(1) defines a “dealer in se-
curities” as any taxpayer that either
regularly purchases securities
from customers, or regularly sells
securities to customers, in each
case in the ordinary course of
business, or regularly offers to
enter into derivative contracts
(and other “positions in securi-
ties”) with customers, or regularly
offers to terminate such positions
with customers, 1n each case
again in the ordinary course of a
trade or business. Unlike the case
of a domestic bank, there is no
requirement that a domestic se-
curities dealer be taxed as a
corporation, or that it be subject
to substantive regulation. Both
distinctions accord with commer-
cial practice; until comparatively
recently, some of the country’s
best-known securities dealers were
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organized as partnerships (and
many smaller ones still are), and
some important dealer activities
(e.g., dealing in interest rate de-
rivatives) can be conducted in an
entity that is not regulated as a
broker-dealer.

Many articles have extensively
criticized the overbreadth of Code
Sec. 475(c)(1),” which arises from
the fact that the definition looks
to a taxpayer that either sells securi-
ties to customers or buys securities
from customers. The traditional
definition, by contrast, describes a
securities dealer as a “merchant” in
securities, profiting by earning a
middleman’s spread by being will-
ing to buy what customers wish to
sell, and to sell what customers wish
to buy.”® In response, the Treasury
has been forced to promulgate regu-
lations that adopt a series of
commonsense carve-outs, such as
the “negligible sales” and the “cus-
tomer paper” exceptions.”

For purposes of this article, how-
ever, the key points are that the
statute, like prior case law, empha-
sizes the centrality of the customer
relationship," and that any tax-
payer can be classified as a
securities dealer in respect of a frac-
tion of its activities. This second
observation follows from the fact
that, unlike the definition of a
“bank,” for example, dealing in
securities need not constitute a
“substantial part” of a securities
dealer’s activities.

While it might at first appear
that there is a conflict in philoso-
phy between the functional
approach reflected in the defini-
tion of a securities dealer, and the
formal approach followed by the
definition of a bank (through its
referral to regulated institutions),
in practice there is little distinc-
tion, because the function that
makes banks unique among lend-
ing institutions (taking demand
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deposits) is strictly regulated
throughout the world. As a prac-
tical matter, therefore, both
definitions operate by reference to
the unique functions of banks and
dealers, respectively.

P&C Insurers. The Code fa-
mously lacks a definition of what
constitutes a nonlife insurance
company.” The relevant Treasury
regulations help only a little, by
providing that an “insurance com-
pany” 1s a company “whose
primary and predominant busi-
ness activity during the taxable
year” is the issuance of insurance
(or reinsurance) contracts. The
regulations go on to explain that,
while state law regulation is a sig-
nificant factor in predicting the
business that a company intends
to carry on, “it is the character
of the business actually done ...
which determines whether a com-
pany is taxed as an insurance
company ... .”'% Like domestic
banks, insurers (whether domestic or
foreign) must be taxed as corpora-
tions, rather than as partnerships.®

The definition of an insurance
company is marvelously circular,
because an insurance company 1s
one that sells insurance, and in-
surance contracts in turn are
(presumably) obtainable only from
insurers—that is, I am aware of no
case that treats affirmatively as
insurance in the hands of a cus-
tomer a contract to which the
counterparty was affirmatively not
an insurance company.'” How
does one get this tax dog of a defi-
nition to stop chasing its tail?

One answer that is clear, both
from the Treasury regulation
summarized above, and from the
caselaw, is that substantive regu-
lation is not dispositive. Thus,
cases and rulings have held that
some entities that are regulated
as insurance companies nonethe-
less may not constitute insurance

companies for tax purposes, ei-
ther because of the sporadic
nature of their noninvestment
activities'™ or because the con-
tracts they wrote were not insurance
contracts.'” Similarly, rulings
have treated an entity that affir-
matively was not subject to
substantive insurance regulation
as an insurance company for tax
purposes, where the IRS con-
cluded that it performed the
functions of an insurer."”

Because insurance companies are
defined as companies predomi-
nantly engaged in writing
insurance, all of the relevant case-
law and rulings approach the
definition of an “insurance com-
pany” by looking at the economic
nature of the contracts that the
company writes. The leading case
on the definition of an insurance
contract for tax purposes 1s E. Le
Gierse,'® which inquired as to
whether (1) the contract looked like
insurance in the common commer-
cial sense, (2) the putative insured
had an “insurance” risk, the eco-
nomic consequences of which were
shifted by the contract to the puta-
tive insurer, and (3) the putative
insurer managed that risk through
risk pooling and distribution.

Very recently, the IRS issued three
related revenue rulings on the mean-
ing of the term “insurance” for tax
purposes.'” Using identical lan-
guage, those rulings distilled the
learning of Le Gierse as simply, “in
order for an arrangement to consti-
tute mnsurance for federal income tax
purposes, both risk shifting and risk
distribution must be present.”" The
rulings go on to amplify what the
IRS understands by risk shifting and
risk distribution:

Risk shifting occurs if a per-
son facing the possibility of an
economic loss transfers some
or all of the financial conse-
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quences of the potential Joss
to the insurer, such that a loss
by the insured does not affect
the insured because the loss is
offset by the insurance pay-
ment. Risk distribution
incorporates the statistical
phenomenon known as the
law of large numbers. Distrib-
uting risk allows the insurer
to reduce the possibility that
a single costly claim will ex-
ceed the amount taken in as
premiums and set aside for the
payment of such a claim. By
assuming numerous relatively
small, independent risks that
occur randomly over time, the
insurer smoothes out losses to
match more closely its receipt
of premiums. Risk distribu-
tion necessarily entails a
pooling of premiums, so that
a potential insured is not in
significant part paying for its
own risks.™

As implied by the reference in the
above quotation to the distribution
of the risk of “random” events, risk
pooling and distribution—and
therefore the tax definition of 1n-
surance itself—contemplates
fortuity: the prospect of loss-caus-
ing events that individually cannot
be predicted with any chance of
accuracy. Fortuity is the reason for
risk pooling and distribution, and
a definition of insurance that fo-
cuses on risk pooling and
distribution thereby also contem-
plates fortuity as the core trigger
of those insurance contracts.

Another corollary to the above
quotation is that, from the per-
spective of the insured, “risk
shifting” implies a true bet: that
is, the insured has not shifted risk
if the insured is certain to get back
its premiums, in the form of in-
surance benefits or retrospective
credits. This point is relevant to



the analysis of “captive” insurance
companies,”™ and also to the more
aggressive forms of “finite” insur-
ance, 1n which pure investment
returns dominate the risk shifting
functions of the contract."

As David Miller demonstrated
in a useful analysis of Le Gierse,
risk shifting looks at risk from the
perspective of the insured, and risk
pooling from the perspective of
the insurer.™ The passage quoted
above from the recent set of rev-
enue rulings makes the same
point. This distinction offers a
useful way of disentangling the
circularity of the regulatory defi-
NItION: an Insurance company is one
that offers to customers contracts by
which the customers shift the finan-
cial risk of fortuitous loss to the insurer,
which risks the insurer in turn aggre-
gates and manages through risk
distribution and pooling.™

The recent spate of revenue rul-
ings—and indeed Le Gierse
itself—emphasize the distribution
and pooling of fortuitous risk as a
core requisite of insurance in the
tax sense, but they do not appear
to care very much whether an in-
sured has an “insurable interest” in
the underlying fortuity: that is, the
rulings do not rest their analysis
on whether the insured made na-
ked or covered bets. The original
purpose of an insurable interest was
to distinguish insurance, on the
one hand, from illegal wagering, on
the other, as well as to minimize
opportunities for fraud.™ Neither
purpose is particularly relevant to
tax policy; in particular, it has long
been observed that many financial
contracts can be described as wa-
gers, but doing so accomplishes
very little, in light of the poorly
developed tax law of wagering."”

In sum, while it is certainly true
that insurance regulators typically
require prospective insureds to
have an “insurable interest” in the

underlying risk, that concept is
not inherent either in risk shift-
ing or in risk shifting and
pooling, which are the primary
criteria on which the courts and
the IRS rely in their tax analysis."®
The Le Gierse court’s reference to
Insurance in its common com-
mercial sense most logically can
be seen as embodying the themes
of fortuity, commercially-based
(ze., actuarially determined) pre-
miums, claims processing and the
like, rather than the enormous
nontax jurisprudence of the law
of insurable interests.”” Otherwise
the tax law would become hos-
tage to a large body of nontax
jurisprudence designed to address
other concerns, to no apparent
tax policy purpose.'®

B. Overview of Bank Taxation

In contrast to the tax landscape
that Professor Clark confronted in
1975, the taxation of domestic com-
mercial banks today in respect of
their traditional deposit taking and
lending activities can be quickly
summarized. All but the smallest
banks are accrual method taxpay-
ers,’® and no bank (again other
than the smallest banks) may de-
duct any reserves for future bad
debts.’? A bank may, however, de-
duct partially worthless debts as and
when that partial worthlessness
occurs, regardless of whether the
debt is evidenced by a security.’® A
bank’s gain or loss from essentially
any debt instrument, regardless of
whether that instrument constitutes
a security, is treated as ordinary
income or loss, rather than capital
gain or loss.”” Finally, a bank gen-
erally is not required to adopt a
mark-to-market method of tax ac-
counting for its core lending
activities, and I know of no bank
that has attempted to do so.'®
The last point might at first seem
surprising, since mark-to-market
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accounting appears inherently
more accurate than simple accrual
methods.'” The difficulty with
mark-to-market accounting, how-
ever, 1s that at least as a tax matter
it has always been construed as ap-
plying only to a taxpayer’s assets,
rather than its liabilities. By good
fortune, mark-to-market account-
ing introduces few significant
distortions for traditional securi-
ties dealers, because of their
extensive reliance on overnight
funding. If mark-to-market ac-
counting as currently understood
were to be applied, however, to the
core lending activities of a com-
mercial bank, the result would be
a massive distortion of income,
because the bank’s assets would be
marked to market, while 1ts natu-
ral interest rate hedge—its matched
funding—would not.’” Simple ac-
crual method accounting thus is
an appropriate response to the
fundamental risk management
techniques employed by commer-
cial banks in respect of their core
lending business.!?®

C. Overview of Dealer Taxation

The taxation of domestic securi-
ties dealers is now governed almost
entirely by Code Sec. 475, which
for this purpose adopted two fun-
damental principles. First, gain or
loss from any security held “in
connection with’ a taxpayer’s
dealer activities gives rise to ordi-
nary income or loss.”? Second,
securities dealers now report their
dealer income on a mark-to-mar-
ket basis.” The fact that there are
ongoing disputes as to how pre-
cisely to apply mark-to-market
accounting to a dealer’s book of
derivatives positions™ should not
obscure the basic tax policy point,
which is that mark-to-market ac-
counting 1s the only accounting
method that fairly measures a
taxpayer’s income from hedging
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activities, because mark-to-market
accounting 1s the only way to cap-
ture net changes in wealth both
from positions being hedged and
from hedging positions, where
those positions in turn are not
coterminous.” For that reason,
sophisticated dealers in the era
preceding the adoption of Code
Sec. 475 lobbied for more compre-
hensive mark-to-market regimes,
to address the timing whipsaws to
which they would otherwise have
been subject between their posi-
tions being hedged and their
hedging contracts.™ Hedging is
the paradigmatic dealer market
risk management strategy, and
therefore Code Sec. 475 appropri-
ately requires all dealers to use
mark-to-market accounting.

D. Overview of
P&C Insurer Taxation

The taxation of domestic P&C in-
surance firms 1s a strange
hodgepodge of rules explainable
principally as a result of a long
history of skepticism on the part
of Congress as to how accurately
statutory and financial account-
ing rules measure insurance
income. As noted earlier, insur-
ance companies (whether
domestic or foreign) all are taxed
as corporations. P&C and life
insurers are subject to two differ-
ent regimes; this article of course
summarizes only the taxation of
P&C insurers.”

A P&C insurance firm is subject
to tax at regular corporate rates on
the sum of its underwriting income
and its investment income (plus var-
ous miscellaneous income items).™
The insurer’s gross underwriting 1n-
come in turn is defined (in the
typically opaque style of the Code)
as, in effect, the insurer’s earned pre-
miums for a tax year, plus 20 percent
of its unmearned premiums—except
that, in the case of credit default in-

surance on securities described in
Code Sec. 165(g)(2) with maturities
of at least five years, the insurer must
include only 10 percent of its un-
earned premiums."*

Although Code Sec. 832(b)(1)
and (8) provide that an insurer’s
gross income and expenses are
computed on the basis of its statu-
tory accounting reports to its
insurance regulator, the Code—or
at least the IRS—does not really
mean it, and a great deal of liti-
gation and regulation-writing has
been devoted over the years to
scaling back the extent to which
deference is given to a taxpayer’s
statutory accounts.”” Nowhere is
this point more obvious than in
the calculation of earned and
unearned premiums. Although
statutory accounting contem-
plates various premium reserves,
tax accounting does zot. As recent
Treasury regulations make clear,
the concept of earned and un-
earned premiums is basically one
of the ratable inclusion of gross
premiums over the period of the
insurance contract (or 12 months,
in the case of multi-year con-
tracts)—without reduction, for
example, for any reserves for po-
tential retroactive refunds that
might be due customers with bet-
ter than expected loss experience
(“retro credits”),”® while includ-
ing in unearned premiums
estimates of future premium re-
ceivables arising from retroactive
adjustments for customers with
worse than expected loss experi-
ence (“retro debits”).

The inclusion of 20 (or 10) per-
cent of umearned premiums in
gross income might fairly strike
the reader as odd: its purpose, it
turns out, 1s to do rough timing
justice.” P&C insurers are permit-
ted to deduct on a current basis
their costs of originating new in-
surance contracts (that is, there 1s
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no “Deferred Acquisition Cost”
construct for P&C 1nsurance, as
there is for life insurance)’; the
20- (or 10-) percent acceleration of
gross income is designed to create
a rough matching of future in-
come against the acquisition
expenses incurred to generate that
income. Obviously, this percent-
age will veer more or less widely
from reality, depending on the
precise nature of the insurance
being written.

Net underwriting income equals
the insurer’s earned and includible
unearned income (as described
above), less Code Sec. 162-type ex-
penses, and less ncurred insurance
payouts.” Just as the current tax
construct of earned and unearned
premiums includes no reserves of
any kind, so too an insurer cannot
deduct any reserve for future loss
events: that 1s, an “incurred” loss
1s one for which the insurance trig-
ger has taken place.” Insurers are,
however, permitted to deduct esti-
mates of “incurred but not
reported” (IBNR) losses, which ef-
fectively constitute anticipated
future claims for loss events that
have taken place. IBNR reserves in
turn must be discounted to reflect
the time value of money until their
ultimate anticipated payout."

Losses can be treated as “in-
curred” for IBNR purposes even
when the insurer has no actual
knowledge of the loss event. In
such cases (e.g., medical malprac-
tice insurance), where the loss
event itself may go unnoticed for
a time, the development of IBNR
estimates is a high art, requiring
educated actuarial guesswork as
to how many loss events have oc-
curred, as well as the magnitude
of the claims to be made in re-
spect of those loss events.* One
might think of such loss event as
“silent.” Other insurance lines
might be called “noisy”: an in-



surer that writes earthquake insur-
ance will know when a loss event
has occurred, and the develop-
ment of its IBNR deduction will
therefore focus on the estimation
of the expected magnitude of
claims to be made with respect to
that event.

In sum, and in contrast to popu-
lar perception, domestic P&C
issuers are not permitted tax deduc-
tions for reserves for future
contingencies or other loss events,
although they may establish dis-
counted reserves for their best
estimates of loss events that have
occurred but have not yet been
brought to the insurer’s attention.
Code Sec. 832(e) creates an appar-
ent exception to this rule for writers
of mortgage guaranty insurance,
tax-exempt bond insurance and
“lease guaranty” insurance, but this
exception in turn has little pract-
cal utility." The deduction for
IBNR is a quasi-reserve, but applies
only after a loss event has occurred,
and then is subject to discounting
rules intended to keep those reserves
tax-neutral. The resulting regime 1s
one that might work tolerably well
for steady-state insurers of many
relatively small potential payouts,
but obviously introduces distor-
tions in lines that are subject to
lumpier distributions (eg., earth-
quake insurance).

For better or worse, the current
system seems predicated more on
existential tax despair than on any
clear tax policy. Congress, having
felt itself abused by prior allow-
ances of various statutory reserves
(many of which in turn were mo-
tivated by regulators’ solvency
concerns, not their desire to mea-
sure periodic income precisely),
has responded with what 1s in-
tended to operate as the economic
equivalent of a pure accrual re-
gime, coupled with an arbitrary
stab at income and expense match-

ing through the unearned pre-
mium inclusion concept.

The other part of a P&C
insurer’s taxable income is its net
investment income. A P&C in-
surer in general is taxed as 1s any
other investor, notwithstanding
the fact that investment returns are
an integral part of the fundamen-
tal business model (particularly in
respect of long-tailed lines). This
means that P&C insurers in gen-
eral are subject to all the special
rules on investment income that
apply to other corporate taxpay-
ers, including the netting of
capital losses only against capital
gains, and the tax straddle rules—
which in turn leads to feverish
debates as to whether “gap hedg-
ing” is a hedge of an insurer’s
(investment) assets (and hereby
subject to the straddle rates) or
(ordinary) liabilities (and thereby
eligible for hedging treatment).”

There are two principal excep-
tions to the general parity between
domestic P&C insurers and other
corporate investors in respect of in-
vestment income. First, P&C
insurers must “prorate” the tax ben-
efits of certain tax-favored income,
such as income from tax-exempt
bonds and dividends eligible for the
dividends-received deduction.” The
apparent premise of this rule is a
recognition that insurers, like other
financial institutions, are highly le-
veraged, but that the particular
form of an insurer’s leverage (its
obligations to policyholders) is not
addressed by the standard anti-le-
verage rules applicable to other
corporate 1nvestors.

The second exceptional invest-
ment rule for P&C insurers
provides a sort of Code Sec. 1231
style recharacterization of what
otherwise would be capital losses
into ordinary loss, in circum-
stances where a P&C insurer sells
capital assets “to meet abnormal

Hei nOnline -- 81 Taxes 241 2003

Taxes/March 2003

insurance losses” or to provide
funds for policyholder divi-
dends."® This rule of course cannot
be explained away on any pur-
ported policy grounds; rather, it
seems to operate as an elective tax
contingency plan for undoing any
adverse consequences of the fun-
damental tax policy error, which
is to treat “investment” income of
an insurance company as giving
rise to capital gain or loss in the
first place.

Foreign insurers that are directly
engaged in a U.S. insurance busi-
ness through a U.S. branch are
taxed under the special rules of
Code Sec. 842. As noted earlier,
however, offshore insurance and
reinsurance companies often have
been able to leverage the more at-
tenuated customer relationships
that prevail in the institutional
insurance and reinsurance indus-
tries than in commercial banking
or corporate finance relationships
to provide insurance or reinsur-
ance of U.S. risks without directly
doing business in the United
States. Premiums paid to an off-
shore P&C insurer zof engaged 1n
a U.S. insurance business in re-
spect of the primary insurance of
U.S. risks are subject to a four per-
cent excise tax under Code Sec.
4371; reinsurance premiums by
contrast, are subject to an excise
tax of only one percent. Those
rates in turn are often reduced to
zero by tax treaties (as, for ex-
ample, in the case of the United
Kingdom or Switzerland). The
insurance excise tax has no coun-
terpart in the U.S. taxation of any
other class of foreign business with
a U.S. nexus.

E. Overlapping Tax Regimes

To this point, the discussion 1n this
Part IV has summarized the tax
rules applicable to “pure” banking,
dealing or insurance operations.
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The reality of commercial conver-
gence, however, implies precisely
the opposite: banks, for example,
conduct dealer businesses “inside”
a bank, just as many securities deal-
ers today lend money to corporate
customers pursuant to bank-like
standby loan facilities. This Part
IVE therefore considers how the dif-
ferent tax regimes summarized
above apply to a modern “mixed”
financial services firm.

The bank and securities dealer
regimes coexist remarkably well.
As pointed out above, the defini-
tion of a “bank” does not require
a specified level of lending activ-
ity, and a taxpayer can fall within
the definition of a “securities
dealer” in respect of only a frac-
tion of its activities. As a result, a
bank, for example, typically ap-
plies the general accrual principles
summarized earlier to its classic
bank lending business, while em-
ploying mark-to-market
accounting for its derivatives and
foreign currency dealer busi-
nesses.”” A bank thereby can
achieve the matching of interest
income and interest expense on its
classic lending business, while si-
multaneously matching the
timing of income or loss on its
market trading positions and their
related hedges through mark-to-
market accounting. The converse
also is true: a securities dealer can
“elect out” of Code Sec. 475’s mark-
to-market rules if it so chooses with
respect to loans made to corpo-
rate customers that the dealer does
not intend to resell.”

The P&C insurance tax rules, by
contrast, do not coexist well with
the bank or dealer regimes. First,
as described above, an entity must
be engaged predominantly in the
business of writing insurance to
be taxed as an insurance company.
This rule means, in effect, that if
a bank or dealer were to engage 1n

activities that arguably met the tax
definition of insurance (because
those activities involved the shift-
ing of risk to the financial services
firm, and the managing of that
risk through risk pooling), the
bank or dealer nonetheless could
not construct an insurance “divi-
sion” within the same corporate
entity as its predominant banking
or dealing activity.

In theory, the converse is not the
case: in particular, Treasury regula-
tions contemplate that an
insurance company can be taxed
as a securities dealer in respect of
any dealer activities that it con-
ducts.™ In practice, however, it 1s
possible for insurers to offer finan-
cial “insurance” products whose
economics largely emulate those of
capital markets instruments, but on
which the writer 1s taxed as an 1n-
surer, rather than a securities dealer.
The entire “finite” insurance (and
reinsurance) markets are predicated
on this phenomenon.™

As noted earlier, insurance
regulators generally do not per-
mit insurers to enter into pure
market-risk contracts, except as
hedges of their insurance port-
folio or the new class of
synthetic assets termed RSATs.™®
On the other hand, regulators
generally do not demand that
every contract denominated as
insurance contain predomi-
nantly pure insurance risks (ze.,
risks managed through risk pool-
ing). To the contrary, the rule of
thumb 1n the United States is
that a contract with a 10-percent
probability of a 10-percent loss
attributable to fortuitous events
has sufficient insurance risk for
an insurance company to be per-
mitted to issue it.”*

The result is that a credit-risk spe-
cialized insurer can, if it chooses,
offer contracts, each of which is
overwhelmingly a market-risk prod-
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uct, but still maintain that it is pre-
dominantly engaged in writing
“Insurance” contracts, and there-
fore be taxed under insurance rules.
Of course, there 1s little reason for
a domestic insurer to do so (be-
cause the P&C insurance company
rules are not particularly conduc-
tive to operating a hedged
market-risk business inside a do-
mestic P&C insurance company).
There are good reasons, however,
for an offshore insurance company
to do so, because such an insurer
can manage the asset side of its bal-
ance sheet through traders
physically located in the United
States, without being subject to U.S,
net income tax (in contrast to an
offshore securities dealer). It is true
of course that offshore insurance
of U.S. P&C risk is subject to a four-
percent excise tax; if the contract
1s one of reinsurance (where the in-
surance is routed, for example,
through a fronting company, as
described earlier), the excise tax
drops to one percent.™ Whether
the four- (or one-) percent excise
tax is in turn a fair substitute for
net income tax, however, will de-
pend on the profitability of the
asset side of the insurance equation,
which will vary from case to case.

The different tax rules for bank-
ing and insurance produce little
practical differences in result, with
respect to domestic “zero-expected-
loss” institutional monoline
insurance. The insurance of corpo-
rate or governmental default risk
is at the “noisy” end of the incur-
rence spectrum. As a result, even
under the view summarized earlier
that institutional monoline 1nsur-
ance (as opposed to retail mortgage
insurance) is a hybrid activity, with
many similarities to banking, the
IBNR deduction does not drive a
material wedge between an institu-
tion regulated as a bank and one
regulated as a monoline. In either



case, the institution will not create
any reserve for potential future
credit defaults, and following a
credit event (which will be known
generally), the institution will be
able to reflect the impairment of
its credit extension on a current ba-
sis (etther as a partially worthless
debt or as an IBNR deduction).

In sum, the P&C insurance tax
rules tend to create all-or-nothing
regimes. Putting aside substantive
regulatory issues, a bank or dealer
cannot treat a minority activity
conducted in the same corporate
entity as an insurance business.
From the other direction, P&C in-
surers theoretically might be taxed
as dealers in respect of some of
their market hedgeable activities,
but in practice insurers in a favor-
able substantive regulatory
environment can write “insur-
ance” contracts that themselves are
largely market-risk products, while
remaining outside the rules appli-
cable to securities dealers. As
noted, this last point has particu-
lar relevance to offshore insurers
(or reinsurers) with U.S. invest-
ment managers.

F. Summary

The tax rules applicable to domes-
tic banks and dealers appear to be
well-suited both to those entities’
respective classic business models
and to the demands of commer-
cial convergence. The simple
accrual method in fact fits well
with traditional lending activities
that rely on matched funding;
mark-to-market accounting, by
contrast, would only introduce
distortions in such cases, by mark-
ing to market a lender’s assets, but
not its matched liabilities. Con-
versely, mark-to-market accounting
fits perfectly with market-risk po-
sitions that are hedged with other
market contracts, because only
mark-to-market accounting ad-

dresses the timing of gains and
losses from open market-risk po-
sitions that hedge one another.
Moreover, taxpayers under either
regime generate exclusively ordi-
nary income or loss in respect of
core business activities. Finally,
banking and dealer activities can
coexist within one corporate en-
tity, with each being taxed under
1ts appropriate regime.

The tax rules applicable to tradi-
tional P&C insurers, by contrast,
appear suboptimal in two funda-
mental respects. First, the rules
themselves are arbitrary and not
particularly logical. In particular,
the inclusion of a fixed percentage
of unearned premiums into current
income as a surrogate for expense
deferral 1s useful only if those per-
centages accurately reflect the
business that is undertaken: as in-
surance moves 1nt0 more exotic
financial settings, there is no em-
pirical evidence of which I am
aware to justify those percentages.
In addition, the absence of any true
loss “reserves” may systematically
overstate insurance income, in the
case of some “noisier” lines (like
catastrophe risk). By contrast, the
development of an insurer’s IBNR
deduction for other lines may well
reflect considerable uncertainties.
Finally, the characterization of the
asset side of an insurer’s business
as “investment” activity is illogical,
in the sense that managing invest-
ment returns is a core part of the
ordinary business activity of insur-
ance, and enables offshore financial
insurers to compete in a tax-favored
way against domestic banks, secu-
rities firms and onshore insurers.

The second respect in which
the P&C insurance tax regime
appears deficient is that it does
not adequately address the fun-
damental theme of business
convergence. Insurance-like ac-
tivities of banks or dealers are
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not taxed as insurance. More im-
portantly, while a P&C insurer
1s taxed as an insurance company
only if it is predominantly en-
gaged in writing insurance, each
“insurance” contract in turn—at
least in practice—can represent a
bundle of market and pure in-
surance risks in which the
market risks predominate. The
result is a world in which “in-
surance” products can compete
effectively with market-risk in-
struments offered by banks or
dealers, but where the writers of
these products can opt into the
P&C insurance tax regimes—a
result of particular benefit to
offshore insurers.

V. Credit Default

Swaps As a
Case Study

A. Background

The credit default swap is the most
common form of credit derivatives
contract today.”” As noted in Part
I, the credit derivatives market 1n
total has some $1.95 trillion (by
market value) in outstanding posi-
tions, which conservatively means
that there are, at a minimum, many
hundreds of billions of dollars (by
value) in credit default swaps out-
standing in the marketplace today.
As often has been the case with
rapidly evolving financial markets,
the IRS has to date not 1ssued any
guidance on the tax characteriza-
tion of credit default swaps.

The terms of standard credit de-
fault swaps have been extensively
developed elsewhere.”® Very briefly,
a typical credit default swap is docu-
mented using standard ISDA
documentation and definitions."”
The contract runs for a fixed num-
ber of years.®® Pursuant to that
agreement, the credit protection
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buyer makes fixed periodic payments
to the credit protection seller mea-
sured by reference to a specified
notional amount; in exchange, the
credit protection seller agrees to
make a payment to the credit pro-
tection buyer if a specified credit
event occurs with respect to a desig-
nated issuer (“the Reference Entity”).

The most commonly specified credit

events for this purpose are (to use

the ISDA-defined terms):

m Failure to pay or Default under
a specified “Reference Obliga-
tion” of the Reference Entity

m Bankruptcy

m Restructuring™

The credit default swap contract

will specify whether physical settle-
ment or cash settlement is expected
if a credit event occurs.'? If physi-
cal settlement is specified, the credit
protection buyer must deliver “De-
liverable Obligations” that have an
aggregate principal amount equal
to the contract notional amount;
in exchange, the credit protection
seller must pay a cash amount equal
to the contract notional amount.
The credit protection buyer thus 1s
assured receipt of the full princr-
pal amount of the relevant
obligations (subject, of course, to
the credit-worthiness of the credit
protection seller), and the credit
protection seller assumes the risk
of a credit work-out situation as to
the Reference Entity."® If the con-
tract specifies cash settlement, the
credit protection seller pays in cash
the difference between the contract
notional amount and the post-
credit event trading value of an
equal principal amount of the des-
ignated Reference Obligation."

The Reference Obligation ordi-
narily serves as the benchmark, with
respect to its seniority ranking, le-
gal characteristics, and default
triggers, of the types of Deliverable

Obligations covered by a credit de-

fault swap.*® For example, a contract
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might specify that the term “Deliv-
erable Obligations” includes bonds
or loans that are pari passu as to the
Reference Obligation, that are not
amortizing, that mature no later
than a specified date, and that are
denominated in a specified currency.
The occurrence of a credit event trig-
gers the early termination of a credit
default swap (that is, the contract
typically does not pay twice if two
different credit events occur with
respect to the Reference Entity over
the original contact term). If no
credit event occurs prior to the
contract’s stated maturity, the con-
tract simply expires.

A credit default swap contract
written in respect of an underlying
corporate Reference Entity almost
invariably will use as a Reference
Obligation a “senior” (ie., not ex-
pressly subordinated) unsecured
debt claim of the Reference Entity,
and will define the class of “Deliv-
erable Obligations” broadly to
encompass much of the issuer’s
other senior unsecured debt. The
contract can do so and still be fair
to both parties because of the near-
universal and standardized
cross-default provisions in corpo-
rate senior debt, under which a
default on any one class of senior
unsecured debt generally triggers
the acceleration of all other classes
of the issuer’s senior unsecured
obligations. Accordingly, following
a credit event, the trading value of
all similarly situated obligations of
that issuer generally will converge
to reflect an assumed recovery value
based on principal amounts—that
is, if the recovery value disregards
prior valuations based on interest
rates or other factors. This legal and
value convergence means that, af-
ter a credit event, credit protection
buyers and sellers essentially will
treat all outstanding senior debt of
the Reference Entity as equivalent
to one another.
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The combination of relatively
“flat” capital structures among
corporate issuers and near-univer-
sal and standardized cross-default
provisions in corporate senior
unsecured debt means that an
issuer’s class of post-credit event
equivalent securities is very large.
This fact means that a credit de-
fault swap can specify many
different Deliverable Obligations,
which in turn dramatically in-
creases the utility of credit default
swaps to both buyers and sellers
of credit protection.

For example, a bank could use a
single credit default swap contract
as an effective credit hedge for a
series of outstanding loans to an
issuer under a revolving credit fa-
cility (which facility may not even
be drawn down at the time the
credit protection is acquired).
Moreover, a hedge fund or other
short seller can profit under a
credit default swap without hold-
ing any securities of the Reference
Entity; following a credit event, the
short seller can purchase any of
the Reference Entity’s debt that
qualifies as Deliverable Obliga-
tions at a discount from other
market participants and deliver it
for full face value payment to the
credit default swap seller.

As described earlier in this paper,
many credit protection sellers are
in fact synthetic investors, not finan-
cial services firms dealing with
customer-driven business. Synthetic
CDO vehicles and 1nsurance com-
panies investing in RSATs are two
examples. Following a corporate
credit event, these synthetic inves-
tors are simply sad, because they
will end up holding one Deliver-
able Obligation or another in the
inevitable bankruptcy.

Other credit protection sellers,
however, are financial institutions
acting in the capacity of financial
services firms dealing with custom-



ers. Their agenda is to manage the
risk of a Reference Entity default,
not simply to accept it. Like credit
protection buyers, these firms also
rely on a broad definition of “De-
liverable Obligations” to make
their risk management strategies
feasible. If every credit default swap
related to a single obligation with
a unique place in the reference
entity’s credit hierarchy, then a fi-
nancial services firm could
manage the credit risks that it ac-
cepts when it sells credit protection
only through application of the
law of large numbers (or credit
rationing), which would limit the
scope of the credit derivatives
markets to only the highest-grade
Reference Entities. In most real-life
cases, however, the broad range of
post-credit event equivalent obli-
gations (in turn reflected in the
definition of Deliverable Obliga-
tions) means that a professional
credit protection seller can hedge
the risks it thereby accepts by
shorting any of those post-credit
event equivalent obligations."

In effect, the existence of cross-
defaults in corporate indebtedness,
and the market practice of using a
broad definition of Deliverable
Obligations, creates a fungible uni-
verse of Reference Entity
indebtedness that can be used as
hedging instruments. Market hedg-
ing can exist only in a world of
fungible instruments that can be
borrowed and sold short®: The
credit default swap market is de-
signed to accomplish that purpose,
by enabling a credit protection
seller to use fungible securities of
the underlying Reference Entity to
hedge credit default risk, even where
the credit protection buyer may be
holding a unique loan asset of the
Reference Entity."®

Market hedging tends to be the
low-cost risk management tech-
nique, when it is available."” For that

reason, my understanding of the
credit default swap marketplace is
that the preponderance of the de-
fault risks accepted by financial
services firms in the ordinary course
of their customer-driven business are
risk-managed through market hedg-
ing, rather than simple reliance on
the law of large numbers.™

B. Comparative
End-User Taxation

It 1s intuitively obvious that the raw
cash flows of a credit default swap
fit within the tax definition of a
notional principal contract,” but
could also describe a financial in-
surance contract, or perhaps a
“knock-in” put option with install-
ment premium payments, Or some
form of guarantee arrangement
(with a single lump sum payout,
rather than the customary “step into
the reference entity’s shoes” cash
flows). This fact in turn leads to an
important question: How should we
distinguish among (at least) three or
four different types of contracts,
with different tax consequences,
when the cash flows under those
contracts are likely to be very simi-
lar, or even identical?

Happily for this article, most
participants in the credit default
swap marketplace are institutions.
Many domestic institutional par-
ticipants are tax-exempt, or on
mark-to-market accounting; in the
latter case, the mark-to-market ac-
counting method addresses not
only the timing of the costs of credit
protection, but also the character (as
ordinary rather than capital). Thus,
when viewed entirely in the domes-
tic context, neither tax exempt nor
mark-to-market institutional tax-
payers have any strong tax bias in
favor of placing credit default swaps
in one tax cubbyhole or another.

Banks that buy credit protection
in respect of loans that they have
made reach a similar result
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through a different analysis. Banks
are not tax exempt, and, as previ-
ously described, ordinarily do not
rely on mark-to-market accounting
for their core lending activity. If a
bank, as an accrual method tax-
payer, were simply to acquire a
multi-year put option that con-
templated annual premium
payments, the bank might well
worry that those payments would
be capitalized and not deducted
(or offset against proceeds) until
the maturity of the contract. By
contrast, annual net payments on
a notional principal contract are
currently deductible. On the other
side, an accrual method taxpayer
ordinarily would not accrue any
income in respect of an increase
in likelihood that it might 1n the
future exercise its put option; by
contrast, the tax law 1s unclear
today as to the timing of “contin-
gent” swap payments, but
conceivably might one day require
current accrual in respect of the
right to a future contingent pay-
out™—which of course would
accelerate income, when the off-
setting asset (a bank loan) is not
marked to market.

Banks can cut this Gordian
Knot by making a hedging elec-
tion.”” A credit default swap
unquestionably reduces the price
risk to a bank of holding a loan
covered by that swap, and the loan
itself, as previously described, gives
rise exclusively to ordinary income
or loss, by virtue of Code Sec.
582(c). As a result, a bank that ac-
quires a credit default swap to
hedge (in the colloquial sense) the
credit risk in a bank loan that it
has made (or i1s committed to
make in the future) can make a
hedging election. A hedging trans-
action in turn gives rise exclusively
to ordinary income or loss,” and
the timing of any hedging gain or
loss must itself be determined by
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reference to the item being
hedged.” The net effect is a match-
ing of both timing and character,
in this case under accrual rather
than mark-to-market principles.

To this point, a reader might
blithely assume that perhaps this
time the IRS got it right when it
chose not to make the publica-
tion of credit default swap
guidance a priority. In fact, how-
ever, domestic institutional credit
protection buyers care vitally
about the issue. In summer 2002,
for example, Capitol Tax Partners
submitted a long and thoughtful
paper to the U.S. Treasury and the
IRS urging the publication of a
ruling to the effect that credit
default swaps should be analyzed
as notional principal contracts,
and #ot, in particular, as finan-
cial insurance arrangements.”
ISDA responded with its own sub-
mission, amplifying the Capitol
Tax Partners paper in a few re-
spects and repeating the call for
a ruling.” More recently, two
knowledgeable practitioners in
the area have submitted their own
paper on the topic, reaching pre-
cisely the same conclusion, but
strenuously arguing that the char-
acterization of a credit default
swap as a notional principal con-
tract is so clear under current law
as to obviate the need for any ad-
ministrative guidance.”

What explains this urgent in-
terest in concluding that credit
protection buyers in credit default
swaps are acquiring notional prin-
cipal contracts rather than
insurance? The answer has noth-
ing to do with the income
taxation of the product itself, or
the taxation of domestic credit
protection sellers. Rather, the fun-
damental practical 1ssue,
consistent with the theme of glo-
bal convergence in the financial
services markets, is that a great

many professional sellers of credit
protection to U.S. banks and
other domestic credit protection
buyers are offshore entities (in-
cluding insurance companies and
synthetic CDO structured ve-
hicles) not doing business in the
United States.

As described earlier, the United
States imposes a four-percent ex-
cise tax on insurance written by
offshore insurers in respect of
domestic risks (one percent, in the
case of reinsurance).”” The United
States also may (or may not—no
one knows for certain)® impose
a 30-percent withholding tax on
guarantee fees paid to an offshore
guarantor. Both are reduced to
zero by many treaties (eg., our
treaty with the United King-
dom),® but our tax treaty with
Bermuda, in particular, offers no
reduction in excise or withhold-
ing tax burdens. By contrast, the
derivatives market generally oper-
ates globally without the
imposition of cross-border with-
holding or other taxes. In the
United States, that result techni-
cally 1s accomplished by sourcing
derivatives income to the residence
of the income recipient.’®

In the capital markets, cross-bor-
der withholding taxes (other than
withholding taxes on dividends)
function as on-off switches, not
revenue collection devices, particu-
larly in respect of financial
professionals, which operate on
thin margins, and which often can
locate withholding tax-free substi-
tute instruments. Similarly, there 1s
no data of which I am aware to
support the four-percent premium
excise tax on foreign insurers, when
applied to credit insurance, as in
any way commensurate with the
income tax that would have been
borne by a domestic competitor,
which was the original theory be-
hind the excise tax.®™ Indeed, since
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the four-percent rate applies to ev-
ery form of P&C insurance (and
the one-percent rate to all reinsur-
ance), and the insurance rate dates
back to 1919, it could be expected
to be a fair substitute for domestic
net income tax only by coincidence,

The institutional credit protec-
tion market 1s global in scope, as
are other institutional financial
markets. In such an environment,
it obviously is unsettling for for-
eign financial services firms to
contemplate an important range of
financial products that they offer
U.S. customers (for example, op-
tions, guarantees and financial
insurance) that are closely similar
in commercial consequences, but
that impose radically different tax
costs on those foreign firms. At the
same time, the tax costs attendant
on some of those characteriza-
tions—e.g., as 1nsurance—are
themselves completely arbitrary
amounts. Since these foreign pro-
fessionals in turn are often the
marginal providers of the products
in question, the net effect is that
these costs directly affect end user
product pricing. The result is mar-
ket instability, or at a minimum
generalized tax anxiety.

This understandable anxiety,
then, is the spawning bed of the
submissions described above. All
the submissions follow a closely
similar analysis, which is to iden-
tify the legal characteristics that
distinguish an insurance contract,
on the one hand, from a deriva-
tives instrument, on the other. In
this case, the submissions identify
as the critical distinctions the facts
that insurance provides indemnift
cation for actual loss (which 1n turn
implies an insurable interest and
proof of actual loss), while credit
derivatives, including credit default
swaps, look to objective measures
of loss (eg., in the case of cash settle
ment, a poll of securities dealers as



to the market value of the Refer-
ence Obligation or cheapest
Deliverable Obligation following a
credit event), and do not require
that the credit protection buyer in
fact have suffered that loss. (Indeed,
as previously described, a signifi-
cant minority of credit protection
buyers today use those contracts to
establish “naked” short positions.)
This analysis follows closely the rea-
soning adopted in a widely
distributed legal opinion obtained
by ISDA that concluded that writ-
ing credit derivatives contracts did
not constitute the illegal conduct
of an insurance business in the
United Kingdom. ™

The analysis also follows our
collective traditional tax approach
to deciding into which cubbyhole
to put a new financial product.
The fact is that the tax law has al-
ways had to address different
financial instruments with similar
(or even identical) cash flows, and
the usual way of distinguishing
among them has been to focus,
not on pure economics, but rather
on differences as to legal rights and
obligations. To take an obvious
example, we do not distinguish
between preferred stock and debt
for tax purposes by looking to the
absolute likelihood of repayment—
if we did, preferred stock issued
by a AAA issuer invariably would
be classified for tax purposes as
debt, and debt issued by a BB is-
suer as equity. Instead, we look
primarily to the different legal
remedies available following a fail-
ure to pay periodic cash flows:
preferred shareholders have one
cluster of standard remedies, and
debtholders another, quite differ-
ent set. One of the desirable
aspects of the tax law standards
for distinguishing debt from eg-
uity, for example, is that most of
them—whether the instrument has
a term, whether it participates in

corporate governance, whether the
instrument offers classic creditor
or shareholder remedies on a de-
fault, and so on—can be
determined simply by inspecting
the organic documents that create
the instrument.”™ The drafters of
the recent submissions to the Trea-
sury appear to have been inspired
by that example, and have worked
diligently to propose legal stan-
dards (the objective measure of loss
and absence of a requirement to
suffer that loss) that also can be
determined by direct inspection of
the instrument’s terms.

The motive is completely under-
standable, and, when applied to
“naked” credit protection buyers,
the analysis in the recent Treasury
submissions is persuasive. That
analysis, however, is not com-
pletely congruent with the tax
definition of insurance and may
not be sustainable indefinitely into
the future, as a matter of substan-
tive regulatory guidance.® In
particular, when applied to “cov-
ered credit protection buyers,” the
analysis leaves several important
issues unresolved.

First, as a factual matter, the vast
bulk of credit protection buyers in
credit default swaps do acquire ef-
fective indemnification for loss. A
bank that owns a loan to the un-
derlying Reference Entity (which
remains as we have seen the largest
segment of the market) essentially
is agnostic between acquiring pure
insurance-style indemnification
and an “objectively determined”
payoff—particularly where, as typi-
cally is the case, a credit default
swap permits the bank as credit
protection buyer to deliver its bank
loan following a credit event. (By
contrast, a bank would a/ways care
whether it made a loan or acquired
preferred stock of the same issuer.)

The proposed analysis thus ef-
fectively gives taxpayers a free
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option to choose between insur-
ance and derivatives
characterization, by referencing (or
not) the loan assets that they in
fact hold. In this respect, the pro-
posed standards seem to identify
a distinction that makes little prac-
tical difference.

Moreover, there 1s considerable
pressure in today’s credit default
swap market to move closer to
pure indemnification-style payouts
(to the extent insurance regulators
do not object), to eliminate exotic
gamesmanship in the choice of
Deliverable Obligations.®” The
proposed standards thus are in
danger of being made increasingly
irrelevant (or worse, producing the
wrong answer) as market partici-
pants refine the measure of loss
in a credit default swap.

The second major unresolved
issue in the approach recom-
mended 1n the recent submissions
to the Treasury is that those sub-
missions adopt a reading of the
tax definition of insurance that
emphasizes a minor theme
(whether the insured faced specifi-
cally identifiable hazards that were
mitigated through insurance) at
the expense of the major ones (risk
shifting and distributing). As the
IRS has stressed repeatedly in re-
cent months, the tax definition of
insurance at its core contemplates
risk shifting, on the one hand, and
risk distribution and pooling, on
the other.”™ The recent submis-
sions to the Treasury effectively
conclude that risk is not shifted
(and a contract therefore fails one
of the legs of the definition of in-
surance) by a contract that does
not require the credit protection
buyer to suffer a loss. This argu-
ment is not factually satisfying
when applied to the normal case
of a protection buyer that in fact
is obtaining practical indemnifi-
cation through that contract, and
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it also distorts the purpose of the
risk shifting test, which appears
to be aimed primarily at distin-
guishing insurance from synthetic
investment contracts, on the one
hand® (as in Le Gierse itself), or
from “self insurance” reserves, on
the other.” The recent submis-
sions effectively appear to argue
that a contract that contemplates
the possibility that the credit pro-
tection buyer might make a
“naked” bet is not a risk shifting
contract, because 1n that case the
credit buyer 1s creating risk for it-
self, rather than shifting a
pre-existing risk; this construction,
however, puts too much empha-
sis on a narrow reading of “risk”
and too little on “shifting.”

More fundamentally, the pro-
posed standards give too little
weight to risk distribution and
pooling, which are the core activi-
ties that distinguish insurance
contracts from other forms of risk
shifting contracts (like a put op-
tion). The practical difficulty, of
course, 1s that risk distribution
and pooling are attributes of the
credit protection seller’s risk man-
agement strategy, which might well
be opaque to a credit protection
buyer. This is a serious practical
concern (and one that is addressed
below), but the fact that the in-
quiry is awkward does not mean
that it can be ignored.

In other words, the very defini-
tion of insurance requires an
inquiry, not simply into what the
credit protection buyer has ac-
quired, but also into the credit
protection sellers’ risk management
strategy. Insurance 1s not like pre-
ferred stock: inspecting the terms
of the instrument is insufficient to
determine the cubbyhole into
which it fits. The core determinant
of insurance 1s that it ultimately 1s
not a market risk product—if it were,
it would be risk managed through

hedging—and the proof of that con-
clusion lies in inspecting, not the
terms of the instrument, but rather
the protection seller’s risk manage-
ment strategy.

The third major unresolved is-
sue in the approach recommended
in the recent submissions to the
Treasury is that those submissions
focus exclusively on the taxation
of the product, without indicating
what that conclusion should tell
us about the taxation of the finan-
cial services firm that sells that
product. In fact, there are power-
ful tax policy reasons to care about
the tax characterization of the ac-
tivities of the credit protection
seller, even when those activities
are putatively offshore. These rea-
sons are described in the next
section; what is important here 1s
that this issue, like the fundamen-
tal tax definition of insurance,
points towards activities of the
credit protection seller as a relevant
part of the calculus when analyz-
ing the tax cubbyhole into which
the product belongs.

C. An Alternate Approach

Rather than a normative approach
to analyzing credit default swaps as
an abstract product, as reflected in
the recent submissions to the Trea-
sury, this paper advocates a
functional approach that consid-
ers the credit protection seller’s risk
management strategy as well as the
formal terms of the contract in
question. By focusing on the finan-
cial services firm that is the credit
protection seller, we can develop
rules that are truer to the existing
tax jurisprudence, less easily gamed,
less susceptible to the evolution of
market terms, and ultimately fairer
to the fisc. This Part V.C briefly
summarizes these themes.

The functional analysis pro-
posed here, as well as tax law’s
definition of insurance, requires a
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credit protection buyer to inspect
the credit protection seller’s risk
management strategy, but the
seller’s internal operations gener-
ally are opaque to a buyer. How
can this practical conundrum be
resolved? The recent submissions
to the Treasury did so by de-em-
phasizing risk distribution and
pooling as relevant to the tax
analysis, 1n an effort to sidestep
the problem. A more satisfying
solution, however—and one that
happily reaches the same conclu-
sion when applied in the current
marketplace—is to construct a pre-
sumption that, in the world of
financial services firms, what can
be hedged at reasonable cost, is
hedged, because market hedging
generally 1s more efficient than
relying on the law of large num-
bers. As described earlier, most
credit default swaps or credit in-
surance contracts that effectively
are synthetic credit default swaps
(by virtue of a transformer com-
pany) in fact are designed to be
hedgeable by credit protection sell-
ers, by shorting fungible debt
instruments of the same underly-
ing Reference Entity. As applied
to the current market, then, the
proposed presumption would lead
to the conclusion that credit de-
fault swaps ordinarily fall outside
the tax definition of insurance.
A presumption that financial ser-
vices firms that are credit protection
sellers in fact rely on hedging to
manage their risks—and therefore
that the products they sell are not
insurance—is consistent with my
understanding of the market, and
provides a practical solution for
how to apply the legal definition
of insurance (including its empha-
sis on risk distribution) in the
absence of complete information.
As noted above, this approach
reaches the same conclusion as that
proposed in the recent submissions



to the Treasury, but is less suscep-
tible to gaming (as when an owner
of debt instruments seeking practi-
cal indemnification opts in or out
of insurance treatment by referenc-
ing, or not, the assets that it in fact
owns), and 1s less susceptible to an
inadvertent tripwire as market defi-
nitions of credit events and
measures of loss evolve.

The functional approach pro-
posed here also is a more robust
tool than is the normative ap-
proach recommended in the
recent submissions to the Trea-
sury to address other
categorization issues. For ex-
ample, why under the normative
approach 1s the purchaser of a
“cat” bond not a reinsurance
company? The insurer that issues
the cat bond certainly has an in-
surable interest, and shifts the risk
of that specific catastrophe to the
cat bond purchasers, to the ex-
tent of their investment. The
answer, of course, lies not in the
risk shifting side of the arrange-
ment, which might well be
indistinguishable from facultative
reinsurance, but i1n the risk
assignee’s perspective: The cat
bond purchaser is not engaged in
risk distribution and pooling by
virtue of that investment, and in
any event is not acting as a finan-
cial services firm, but rather as a
customer of one.

It might be objected that the
functional approach proposed
here, like the normative approach
recommended in the recent sub-
missions to the Treasury, is an
elaborate justification for offshore
financial services firms paying
lower federal taxes—in this case, by
avoiding the four (or one) percent
excise tax on insurance (or rein-
surance). This is one consequence
of the proposal, but that fact does
not mean that the fisc necessarily
would be the poorer for it.

The fundamental analysis pro-
posed in this paper first constructs
a presumption that an offshore
financial services firm that sells
standard credit protection con-
tracts to U.S. institutional
customers is not selling insurance,
because those contracts can be
hedged in the marketplace. Mar-
ket hedging is a key indicator of a
securities dealer, not an insurance
company. As a result, the func-
tional analysis proposed herein
would as a corollary create a pre-
sumption, not only that the
product sold was a derivatives con-
tract (rather than insurance), but
that the seller was a securities dealer
in respect of that activity.

It unfortunately is not possible
to set out the details of the analysis
within the constraints of the space
allotted this paper, but, in brief,
the U.S. tax system should charac-
terize as a securities dealer any
offshore financial services firm that
sells credit protection contracts to
U.S. customers and hedges its risks
in the market, regardless of the la-
bel attached to those contracts, or
to the financial services firm itself.
By doing so, the United States will
appropriately sweep into the U.S.
tax net the financial services firm’s
net income from that line of busi-
ness, whenever the financial
services firm or its agents engage
in the United States in significant
activities in connection with that
business, including hedging activi-
ties. By contrast, an offshore insurance
company that is not affirmatively
characterized as a dealer can hedge
market risks continuously and use
employees physically located in the
United States to do so, without at-
tracting U.S. net income tax, by
virtue of the securities “trading”
safe harbor of Code Sec. 864(b)(2).

The presumption contemplated
herein that contracts that can be
hedged in the securities markets in
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fact are risk managed through hedg-
ing thus is a two-edged sword. First,
the presumption forms a robust
basis for concluding that most
credit default swaps and similar
products in the marketplace today
are not insurance contracts. Sec-
ond, the presumption forms a basis
for a much more careful inquiry
than currently seems to be the prac-
tice into whether contracts offered
by offshore reinsurance companies
to “transformer” vehicles and the
like are in fact part of a securities
dealer business that properly should
lose its Code Sec. 864(b)(2) immu-
nity from U.S. net income tax.

The above proposal would not
adversely affect credit default swaps
sold by offshore CDO structured
vehicles. Entering into credit de-
fault swaps would not constitute
the conduct of an zusurance busi-
ness by a CDO structured vehicle,
because the risks remain market-
based risks, and thus outside the
scope of the definition of what
insurers do. Factually, such ve-
hicles in turn are not securities
dealers, because they do not have
customers, they are customers. The
result again is a logical one: a syn-
thetic mutual fund is no more an
insurer engaged in risk distribu-
tion than is an actual mutual
fund, because synthetic or actual
diversified investing is not the
same as the management through
the application of the law of large
numbers of a financial services
firm’s risks incurred through its
dealings with customers.

VI. Conclusion and
Recommendations

The products and services offered
by different classes of financial ser-
vices firms are converging in the
marketplace. At the same time, how-
ever, the core activities of different
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sectors of the financial services in-
dustry are divided by real and
important differences in substantive
regulation and risk-management
philosophy; that is, market conver-
gence 1n some products does not
mean that there no longer are any
meaningful distinctions among
banks, securities firms and insurers.
Tax policy makers must con-
front the implications of product
convergence for a tax model that
today tends rigorously to segregate
the taxation of both different
products and different financial
services firms in reliance on largely
normative standards. A compara-
tive analysis of the taxation of
different financial products with
similar commercial or economic
roles no doubt can help to con-
form the taxation of different
normative cubbyholes to one an-
other as the products in question
converge more closely to one an-
other. (Thus, for example, one can
argue that the taxation of options
1s so fundamentally different from
the taxation of the other risk-shift-
ing products described in this
paper as to invite closer inspec-
tion.) This paper argues, however,
that in the end there are limits to
the utility of further refinements
to the tax law’s normative finan-
cial product cubbyholes.
Insurance, in particular, is a slip-
pery concept, ill-suited to a
normative product-level definition.
Colloquially, the term can be used
for any risk reduction strategy.”
Commercially, the term can apply
to any contract offered by an in-
surance company—which, as
described earlier, can include con-
tracts that are overwhelmingly
market risk contracts.
Notwithstanding the breadth of
some colloquial or commercial
references, the tax law should con-
strue the term “insurance”
narrowly in the context of finan-

cial risks. Problems arise when fi-
nancial services firms offer
nontraditional “finite” and other
predominantly market-risk prod-
ucts, and tax commentators
attempt to analyze these products
through a normative inquiry into
the terms of the product, viewed
solely from the perspective of the
protection purchaser. That ap-
proach makes tax differences turn
on formal distinctions with little
commercial relevance, and does
violence to the fundamental tax
definition of insurance, which
looks not only at what the con-
tract means to the insured, but also
how the contract is risk managed
by the insurer.

Insurance as a tax construct thus
should be limited to those cases
where the professional financial
services firm that offers the prod-
uct to customers manages its
attendant risks through risk dis-
tribution and pooling. There are
many examples of genuine finan-
cial insurance in this narrow sense:
mortgage insurance is an obvious
example. The firms that offer these
products engage in the same actu-
arial efforts, and rely to the same
extent on the law of large num-
bers, as do fire or life insurers.

This paper proposes, as an alter-
native to the normative mode of
analysis, that in some cases—in the
particular example considered here,
the case of insurance—a financial
product can more usefully be cat-
egorized for tax purposes by
considering, in addition to the for-
mal terms of the instrument, which
of the three paradigmatic risk man-
agement strategies the professional
provider of the product adopts.
Because these strategies often are
opaque to the customer, the paper
proposes the construction of a pre-
sumption that risks that caz be
managed through market hedging
are so managed, and therefore fall
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outside the relatively narrow cat-
egory of financial insurance.

As applied to the current debate
surrounding the characteristics of
credit default swaps, the proposed
presumption would operate in two
steps. As a preliminary matter, the
presumption would ask whether the
credit protection seller was a finan-
cial services firm, and the credit
protection buyer a customer of that
firm. If the answer is in the nega-
tive (as 1s the case when investment
vehicles like “synthetic CDO” struc-
tured vehicles sell credit default
protection), the contract lacks
the requisite commercial context
to be insurance.

As a second, more substantive
level, the presumption would ask
whether the risks assumed by the
credit protection seller are of a type
that can be hedged. This concept
in turn can be refined by asking
whether the contract is based on
Reference Obligations that are (or
that have cross-default provisions
with other classes of securities that
are) actively traded in an estab-
lished securities market. If the
answer is affirmative, then the
credit protection buyer should be
entitled to assume that it is deal-
ing with a professional financial
services firm that is acting in the
capacity of a securities dealer.

This approach also channels the
construct of financial insurance
into those applications where the
insurance model is the only means
of explaining how risk is managed.
In light of the limited utility of
the P&C insurance company tax
model when dealing with risks that
in fact are hedged in the markets,
this result is appropriate.

In the domestic context, mark-
to-market accounting plainly 1s
more accurate measure of that por-
tion of a financial services firm’s
net income derived from acting as
a de facto dealer in market risk posr



tions and their related hedges than
is the simple accrual regime (with
the arbitrary inclusion of 10 or 20
percent of unearned premiums) to
which  “zero-expected-loss”
monoline financial insurers effec-
tively are subject.” In the
international context, the United
States makes a bad trade when it
attempts to collect a four-percent
(more often, one-percent) excise tax
on gross “premiums” in transac-
tions that more properly might be
viewed as securities dealer activity.
That excise tax (if collected) either
will operate to forestall marginal
trades that would be feasible if a
net income tax were imposed in-

stead, or (more probably) will op-
erate to subsidize offshore
“Insurers” at the expense of the do-
mestic securities industry.

This approach reaches a result
in almost all credit default swaps
that is consistent with the result
recommended in the recent sub-
missions to the U.S. Treasury.

The other side of the presumption
proposed herein is that financial
services firms that in fact manage
customer risks through market hedg-
ing are engaged in the securities
dealer business, and should be taxed
as such. Current practice, if not cur-
rent law, appears to countenance a
small insurance company tail wag-
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substantial assistance of his colleagues
Maxim S. Kulikov and Raphaél Béra in
preparing this paper for publication.
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nature of the risk being transferred.
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writer of the option. The knock-in op-
tion, therefore, is analogous to a con-
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situation and needs. See, e.g., NASD
Rule 2310; NYSE Rule 405. Title V of
the Gramm-Leach-Bliley Act of 1999 (PL.
106-102) (hereinafter, “Gramm-Leach-
Bliley”) imposes certain requirements on
firms engaged in financial activities re-
garding the use and disclosure of
nonpublic personal information of “con-
sumers” with whom the firms have es-
tablished a “customer relationship.” See
Gramm-Leach-Bliley, Title V, 113 Stat.
1338, 1436-1445(1999); see also 12
CFR Part 216 {Federal Reserve Board
regulations implementing Gramm-
Leach-Bliley Title V and defining “cus-
tomer relationship” and “customer”).
G.R. Kemon, 16 TC 1026, 1032-33,
Dec. 18,271 (1951) (citing Schafer v.
Helvering, SCt, 36-2 ustc 19537, 299
US 171, 57 SCt 148 (1936)).
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has been described as the “holy grail”
of the financial services industry. See,
e.g., John Authers, Cross-Selling’s Elu-
sive Charm, FIN. Times (Nov. 16, 1998).
PL. 106-102, 113 Stat 1338 {Nov.
12, 1999).

See generally Charles W. Calomiris,
Universal Banking and the Financing of
Industrial Development, WoRrLD Bank
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versal Banks and the European Bank-
ing System: Prospects and Problems, Eu-
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Holding Companies: A Better Structure
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The principal legal restrictions that pre-
vented most banks from engaging in,
or affiliating with firms engaged in, se-
curities activities were contained in the
Glass-Steagall Act, 12 USC §8§24 (71h)
335, 377, 378, some (but not all) of
which was repealed by Gramm-Leach-
Bliley. Restrictions on bank holding com-
panies’ ability to engage in broad se-
curities activities, particularly securities
underwriting and dealing, stem from the
Federal Reserve Board’s historical in-
terpretation of Act Sec. 4(c)(8) of the
Bank Holding Company Act of 1956,
12 USC §1843(c)(8) (hereinafter, “the
BHCA"}. Limitations on the ability of
banks to engage in, and affiliate with
firms engaged in, broad insurance ac-
tivities, particularly insurance underwrit-
ing, stem from an interplay of federal
law {principally the McCarran Ferguson
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Act, 15 USC §§1011-15; the National
Bank Act, 12 USC §92; and the BHCA,
12 USC §1843(c)(8) (as amended by
the Garn-St. Germain Act)) and state
insurance laws. See generally ROBERT L.
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(6th ed. 2001) (hereinafter, “Securimes
ActiviTies GUIDE”).

Notwithstanding the legal restrictions
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duct securities and insurance adtivities that
existed before Gramm-Leach-Bliley,
banks and bank holding companies en-
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holding companies were authorized to
engage in full securities brokerage and
to control so-called “Section 20 Affiliates”
that engaged in securities underwriting
and dedaling odfivities, subject to impor-
tant restrictions. Banks themselves were
authorized to engage in securities bro-
kerage and in underwriting and dealing
in certain government securities. Similarly,
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in insurance agency subject fo geographi-
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insurance. See generally id.

See BHCA §4(k), 12 USC §1843(k).
See BHCA 8§4(k)(4}(B), {E), 12 USC
§1843(k)(4)(B), (E).

See, e.g., 12 USC §24a. Financial sub-
sidiaries are subject to cerlain opera-
tional safeguards and other restrictions
that distinguish them from other oper-
ating subsidiaries of banks.

See, e.g., Kenneth H. Thomas, Don’t
Underestimate the Power of Sandy Weil,
Bus. Week, at 18 (Sept. 30, 2002)
(“Citigroup was not only successful in
getting Alan Greenspan'’s Federal Reserve
to grant an unprecedented two-year
grace period in the hopes that Congress
would change the law but also was the
primary force behind the passage of the
1999 GLB that legalized this merger”).
See, e.g., Laura S. Unger, Testimony
Concerning Functional Regulation
Provisions of the Gramm-Leach-Bliley
Act, 1273 PLI/Corpr 119 (2001). The
Board of Governors of the Federal
Reserve System is permitted to exam-
ine each financial holding company
and its subsidiaries, but may exam-
ine a functionally regulated subsid-
iary only in limited circumstances
(e.g., the Board has reasonable
cause to believe that such subsidiary
is engaged in activities that pose a
material risk to an offiliated deposi-
tory institution). For an overview of
the Federal Reserve System’s role un-
der the new regulatory regime, see
William J. Sweet, Jr. and Stacie E.
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McGinn, Financial Holding Company
Regulation, 1206 PLI/Corp 465,
495-500 (2000).

Cf. Code Sec. 1221(b)(2) (defining a
hedging transaction as a transaction
designed to manage the risk of mar-
ket movements, currency risk or inter-
est rate risk, but giving the IRS the
power to list other types of appropri-
ate risks in regulations).

The Joint Forum RePorT, supra note 29, at
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the risk-management tools that are ap-
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nificant differences in the regulatory capital
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ferences in the underlying businesses and
in supervisory approaches”).

See Orcanizarion For Economic Co-
OreraTiON AND Devetopment, THE New Fi-
NANCIAL LANDSCAPE—FORCES SHAPING THE
ReVOLUTION IN BANKING, Risk MANAGEMENT
AND CAPITAL MARKETS, at 190, 235 (1995).
Seeid., at 191, 236.
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ters outside of the United States play a
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the foreign currency turnover in Lon-
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Marker Activiry IN 2001, at 10 (2002)
(hereinafter, “BIS Survey”).

Due to these competitive pressures and
other forces, the traditional role of banks
has evolved significantly in recent years
in a trend known as “disintermediation.”
See Securimies Activimies GUIDE, supra note
45, at 1-15-17.

See Sender, supra note 18. Banks par-
ticipating in the BIS survey of derivatives
market activity (i.e., large banks) ac-
counted for 31 percent of total positions
outstanding, compared to 55 percent for
other financial institutions (nonreporting
banks, hedge funds, insurance compa-
nies, efc.) and 14 percent for nonfinan-
cial users. See BIS Survey, supra note 55,
at21. See also Letter from Gregory May
and Robert Scarborough to the Depart-
ment of the Treasury (Oct. 1, 2002), 97
Tax Notes 1483 (Dec. 16, 2002) (not-
ing that banks are the “longest-standing
major parficipants in the credit deriva-
tives market”), text accompanying supra
note 19-22.

See THe JOINT FORUM REPORT, supra note
29, ot 55 (“Before the advent of credit
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largely unable to actively manage the
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credit risks embedded in their loan port-
folios. Using these products, banks can
now manage exposures per
counterparty, per sector and per geo-
graphic area on a worldwide basis ..."}.
For example, in its 2001 annual report,
the Goldman Sachs Group described its
balance sheet as “highly liquid,” and
long-term borrowings accounted for less
than 10 percent of total liabilities. See
Gotoman Sacks, 2001 AnNuAL RepoRT, at
36 and 48 (2002). See also THe JoInT
Forum RePORT, supra note 29, at 1-2 (“Se-
curities firm balance sheets primarily re-
flect securities portfolios and securities
financing ... . As a result, the primary
risks faced by securities firms are the
market and liquidity risks associated with
the price movements of their proprietary
securities positions and of the collateral
they have obtained or provided ... .
Hedging techniques and capital play
dominant roles in their strategies for the
management of these risks ...").

For a brief summary of the early devel-
opment of insurance and barking, see
PeTER SPUFFORD, POWER AND PROFIT: THE MER-
CHANT IN MeDievaL EuropE, at 3043 (2002).
For an overview of risk pooling and dis-
tribution as hallmarks of insurance, see
e.g., EMMETT J. VAUGHAN and THERESE
VAUGHAN, FUNDAMENTALS OF Risk AND INSUR-
ANCE, at Ch. 2 (1999); CHristorHer L. Cute,
THE ART OF Risk MANAGEMENT, of 312-13
(2002); Miller, Distinguishing Risk, supra
note 16, at 73-80. See also Rev. Rul.
2002-21, IRB 2002-52, 991 (holding
that an arrangement whereby a number
of companies in a highly concentrated
industry with significant liability hazards
formed a coptive insurance company to
insure them against certain risks has suf-
ficient indicia of risk shifting and risk
pooling to qualify as insurance).

For a brief history of private mortgage
insurance, see MORTGAGE INSURANCE
Companies OF America, 2002-2003 Fact
Book, ot 5-7 (available online at
www.micanews.com).

For a timeline, see the Web site of the
Association of Financial Guaranty
Insurors at www.ofgi.org/facts-tline. htm.
For examples of recent activities, see
Paul Beckett and Henry Sender, Bad
Guesses: Rocky Markets Foil Firms’ Bets
Based on Risk Models, WalL. S1. J., Sept.
30, 2002, at Al. Monoline insurers
have so far insured $155 billion of
CDOs, id., and their ability to handle
the risk in these deals is being ques-
tioned by some market participants. In
an ironic development, a large hedge
fund used another credit risk transfer
product—credit default swaps—to bet
against MBIA's ability to continue pro-
viding protection against bond defaults.
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See Henry Sender, Backing Corporate
Bonds Can Be Risky Business, WalL St
J., Nov. 5, 2002, ot C1.
See, e.g., N.Y. INSURANCE Law, gt
86902(a)(1) (2000} (restrictions on the
activities of financial guaranty insyr-
ance companies).
See, e.g., Gregory K. Myers, The Alter-
native Insurance Market: A Primer, 7-10
{ovailable online at www.captive.com/
service/munch-american/
munch_article1.html); Swiss Re, Aurerna-
TIVE Risk TRANSFER FOR CORPORATIONS: A Pass-
ING FASHION OR Risk MANAGEMENT FOR THE
21s1t CenTURY? SIGMA No. 2/1999
{available online at www.swissre.com in
the Sigma Archive).
Swiss Re, ALTERNATIVE Risk TRANSFER ViA Fi-
NITE Risk REINSURANCE: AN EFFecTivVE CON-
TRIBUTOR TO THE STABILITY OF THE INSURANCE
INDUSTRY, SIGMA No. 5/1997 (available
online at www.swissre.com in the Sigma
Archive) (emphasis added); David L.
Wasserman, Financial (Finite Risk) Re-
insurance, in ROBERT W. STRAN, ED., Rein-
SURANCE, at 280-92 (1987).
See, e.g., Kim Moore, Providing the Un-
conventional, ReacTions (June 2002)
(“Centre [ostensibly an insurance com-
pany] has a lot of contact with capital
markets. Many of its deals bear more
resemblance to capital market instru-
ments than insurance policies”}.
See, e.g., Chris Gibbons, Centre’s Ex-
ceptional Solutions, BErRMUDIAN Bus.
(Sum. 2002) ("We're as much a finance
company as we are an insurance com-
pany ... . In fact, we’ve coined the term
‘insurance-based merchant finance™).
See THe JOINT FORUM REPORT, supra note
29,at12-13,21-22.
Id., at 21.
Rev. Rul. 2002-91, supra note 61.
The (not inconsiderable) underwriting
loss experience of the private mortgage
industry is summarized in Mortgage In-
surance Companies of America, 2002-
03 Fact Book, at Exhibit 9 {ovailable
online at www.micanews.com).
SALOMON SMITH BARNEY, EQuITY RESEARCH
RePORT, THE FINANCIAL GUARANTORS: INDUS-
TRY AT A CROSSROADS, at 30 (Apr. 5, 1999).
The Report goes on to conclude that:
“In many ways, monoline insurers are
a hybrid between banks and insurance
companies. The insurance comparisons
are easy enough to draw, but like a
bank, their primary function of the in-
surers is to take calculated risks. As @
result, they have developed o credit re-
search culture and competence over
time and have been able to exploit a
niche market between the broader
banking and insurance industries. Tro-
ditional insurance companies tend to
take different types of actuarial risk and,
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thus, have not developed a credit-risk
culture. Banks, while clearly skilled at
credit research, have historically been
prohibited from participating in this
market by relevant regulatory bodies.
In oddition, banks have historically
funded short and lent long. Therefore,
o book of contingent liabilities often
stretching out more than a decade has
been generally unappealing to banks.”
Id., ot 30-31.

See Allen N. Berger, J. David Cummins
and Mary A. Weiss, The Coexistence of
Multiple Distribution Systems for Finan-
cial Services: The Case of Property-Li-
ability Insurance, 70 J. Bus. 515 (1977)
(addressing why alternative distribution
systems with significantly different costs
are able to coexist in the property-liabil-
ity insurance industry). See also Laureen
Regan and Sharon Tennyson, Agent Dis-
cretion and the Choice of Insurance
Marketing System, 39 J. Law & Econ.
637 (1996).

See HAROLD D. SKIPPER, ED., INTERNATIONAL
RISk AND INSURANCE: AN ENVIRONMENT-
MANAGERIAL APPROACH, at 86 (1998). In
the retail life insurance market in the
United States, the legal classification of
a "broker” is more complex. See Ken-
NETH Black, JR. and Harowo D. Skipper,
JR., LiFe AND HEALTH INSURANCE, at 608
(13th ed. 1999).

Agents in turn fall into two catego-
ries: “exclusive” agents, who represent
one insurer, and “independent” (or
“American system”) agents who repre-
sent multiple insurance companies. See,
e.g., J. Francors OUTREvILLE, THEORY AND
PRACTICE OF INSURANCE, at 208-11
(1998); George E. Reipa, PRINCIPLES OF
Risk MANAGEMENT AND INSURANCE, at 588
{4th ed. 1992). The Independent Insur-
ance Agents of America, for example,
claims that a typical independent retail
agent in the U.S. domestic market rep-
resents an average of eight insurance
companies. Available online at
www.independentagent.com.

Exclusive agents are most common in
distributing “personal lines” insurance,
while independent agents dominate the
retail life insurance field. See SkiPPer, su-
pra note 75, at 87, 473, 518.

Thus, Aon Corporation and Marsh &
McClennan Companies, which probably
are the world's two largest independent
insurance brokerage firms, each employ
over 50,000 individuals in well over 100
countries. See Aon CorporaTIoN 1999
AnNUAL ReporT, at 12 (2000). See also
MarsH & McCrennaN Companies, INc., 10-
K (2000). (The brokerage service pro-
vider employs a 57,000 employee
workforce, of which 35,500 are devoted
to providing broker, agent or consulting
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services for insurers.) In 1999, Aon re-
corded approximately $4.2 billion in in-
surance brokerage commissions and fee
revenues. In 2000, Marsh & McClennan
earned approximately $4.7 billion in bro-
kerage revenue.

Regan and Tennyson, supra note 74, at
625. (Insurers that use the exclusive
agency system capture 19.84 percent of
the commercial multiperil insurance mar-
ket share, and 18.74 percent of the gen-
eral liobility market share; the residual is
captured by insurers employing the Ameri-
can agency system of distribution model.)
See also Online is Your Customer’s Parlor
24/7, The Internet v. The Independent
Agent—Interview with George Nordhaus,
Chairman of insurance Marketing & Man-
agement Systems (IMMS), INSURANCE Ap-
VOCATE {Sept. 16, 2000).

See generally, Black & Skipper, supra note
75, at ch. 24 (life insurance); Berger et
al., supra note 75 (addressing why ai-
ternative distribution systems with sig-
nificantly different costs are able to co-
exist in the properiy-liability insurance
industry). See also Regan and Tennyson,
supra note 74.

Cf. Orrice oF Tax Poticy, DEPARTMENT OF
TReasury, THE DEeFeRRAL OF INCOME EARNED
TrroucH U.S. ControLLeD ForetaN Cor-
PORATIONS, at 72 (2000) {“[Tlhe insur-
ance industry relies upon, independent
third parties to perform many key tasks
for it”). Thus, for example, independent
agents “own” their customer lists: the
insurer is not permitted to contact the
customer directly in respect of renew-
als, and the agent is free to place re-
newal contracts with other insurers.
See A. Ware, DC Mich., 94-1 ustc
950,126, 850 FSupp 602. See also Jo-
seph B. Treatster, Allstate Agents File Suit
Seeking Pay for Overtime, N.Y. Tives,
Dec. 20, 2000, ot C2 {reporting on law-
suits brought for overtime pay stemming
from Allstate’s decision to transform its
14,500 employee salespeople into in-
dependent coniractors).

See Taisei Fire & Marine Ins. Co., 104
TC 535, Dec. 50,620 (1995) {analyz-
ing the legal and economic indepen-
dence of a re-insurer claimed to be an
agent of foreign insurers).

See also Inverworld, 71 TCM 3231,
Dec. 51,428(M), TC Memo. 1996-301
(wholly owned U.S. subsidiary of a Cay-
man corporation was not an indepen-
dent agent based on a facts-and-cir-
cumstances analysis in which the court
considered the exclusive nature of the
agent/principal relationship); Robert S.
Schwartz, Taisei: U.S. Agent Did Not
Create Permanent Establishment, 6 J.
INT'L TaX'N 292 (1995); Joel Nitikman,
The Meaning of “Permanent Establish-
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ment” in the 1981 U.S. Model Income
Tax Treaty: Part 1, 15 INT'L Tax J. 159
(1989); Joel Nitikman, The Meaning of
“Permanent Establishment” in the 1981
U.S. Model Income Tax Treaty: Part 2,
15 INT'L Tax J. 257 (1989} (containing
a thorough discussion of the agency
concept in the U.S. Model Income Tax
Treaty); Ewing W. Madole, Agents as
Permanents Establishments under U.S.
Income Tax Treaties, 23 Tax MoMmT. INT'L
J. 281 (1994).

For a very good summary of the rein-
surance industry, see Larry D. Gaunt,
The Role, Importance and Functioning
of Reinsurance, in Harowb D. Skierer, Ep.,
INTERNATIONAL Risk AND INSURANCE: AN EN-
VIRONMENTAL-MANAGERIAL APPROACH, at
580-605 (1998).

Id., at 587.

Swiss Re, THE GLOBAL REINSURANCE MARKET
IN THE MIDST OF CONSOLIDATION, SIGMA RE-
SEARCH RePORT No. 9/1998, at 3 (avail-
able online at www.swissre.com).

Id., at 16, 19 ($5.6 billion in 1997
reinsurance out of $124 billion world-
wide volume).

See Gaunt, supra note 83, at 599.
See id.; Swiss Re, supra note 85, at 6.
For excellent discussions of the so-
called “Bermuda loophole” debate,
see John Almeras and Ryan J.
Donmoyer, Insurers Approach Con-
gress to Fix “Bermuda Loophole, 86 Tax
Notes 1660 (Mar. 20, 2000); Lee A.
Sheppard, Would Imputed Income Pre-
vent Escape to Bermuda? 86 Tax NOTES
1663 (Mar. 20, 2000); George
Guttman, Is the United States Picking
on Bermuda? 86 Tax Notes 1669 (Mar.
20, 2000); Robert A. Marzocchi and
H. David Rosenbloom, Insurance Taxa-
tion—The Problem With an Elective
System, 2000 TNT 189-34 (June 23,
2000} (making the case for aggrieved
U.S. P&C insurers); Robert A.
Marzocchi and H. David Rosenbloom,
Insurance Taxation—Can Regulations
Solve the Problem2 2000 TNT 189-35
(June 28, 2000).

The current legislative proposal to
address the issue is the Reinsurance
Tox Equity Bill of 2001, H.R. 1755 (in-
troduced May 8, 2001). For a descrip-
tion, see 2001 TNT 106-31 {May 8,
2001) (remarks of Hon. Richard E.
Neal of Massachusetts); for the text
of the bill, see 2001 TNT 106-46
(May 8, 2001).

See Sheppard, supra note 89 (“Rein-
surance in Bermuda, which involves few
contracts that cover huge risks ... , is
usually written on a facultative basis.
That means the contracts are individu-
ally negotiated. All negotiations are
carried on in Bermuda, and the con-
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tracts are signed in Bermuda”};
Marzocchi and Rosenbloom, supra note
89 (“We do not contend that reinsur-
ance, per se, constitutes an agency ar-
rangement ... . Even if in a particular
case agency could be established, it
would be relatively simple for a [rein-
surer] ... to adjust its arrangement with
its ... [primary insurer] affiliate to avoid
the characterization”).

See Taisei Fire & Marine Ins. Co., supra
note 82 (activities of an independent
reinsurer that accepted reinsurance pre-
miums on behalf of foreign insurance
companies did not constitute a perma-
nent establishment).

For a brief history, see Mark S. DORFMAN,
INTRODUCTION TO Risk MANAGEMENT AND IN-
SURANCE, at 137-41 (7th ed. 2002).
See EcoNomics AND StaTisTics OFFICE OF
Poucy DeveLopmenT, U.S. DEPARTMENT OF
Commerce, THE U.S. INSURANCE INDUSTRY:
STRUCTURE, PERFORMANCE, AND PROSPECTS
(Feb. 199¢).

See, e.g., Rev. Rul. 2002-91, supra note
61 (“Neither the Code nor the regula-
tions define the terms ‘insurance’ or ‘in-
surance contract’”).

Domestic banks generally must be taxed
as C corporations. Reg. §1.581-1(a).
A bank may, however, elect to be taxed
under subchapter S if it satisfies the rel-
evant stock ownership requirements and
(assuming that it is o small bank) if it
foregoes the benefits of bad debt re-
serve accounting otherwise available to
small banks. Code Sec. 1361(b}(2).
Less than two percent of the country’s
banking assets are held by S corpora-
tions. STANLEY |. LANGBEIN, FEDERAL INCOME
TaxanioN OF Banks aND FINANCIAL INSTITU-
mons, 115.01, at 15-3 (7th ed.).

Rev. Rul. 58-605, 1958-2 CB 358, held
that a corporation engaged in the in-
surance business with fiduciary powers
similar to those permitted to national
banks did not qualify as a bank for
purposes of Code Sec. 581 if it was
not subject to the supervision of state
banking authorities. Conversely, LTR
8814053 (Jan. 13, 1988) treated a
trust company subject by law to super-
vision and examination by state bank-
ing authorities as a bank under Code
Sec. 581.

See, e.g., Edward D. Kleinbard and Tho-
mas L. Evans, The Role of Mark-to-Mar-
ket Accounting in a Realization-Based Tox
System, 75 Taxes 788, 809-10 (1997),
Lee A. Sheppard, Who's Marking What
to Market? 76 Tax Nores 12 (1997).
See Reg. §1.471-5; Kemon, supra note
41. See generally Kleinbard and Evans,
supra note 97. David Miller argues that
a company entering only into the
“short” side of a credit derivative would
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not be treated as a dealer under Reg.
§1.475(c)-1(a)(2), which treats as a
dealer in securities any taxpayer that in
the ordinary course of the taxpayer’s
trade or business “regularly holds itself
out as being willing to enter into either
side of a transaction enumerated in Sec-
tion 475(c)(1}(B).” See Miller, Distin-
guishing Risk, supra note 16, at 552,
note 270. Miller thus inferprets the term
“either side” in the conjunctive—to be
treated as a dealer, a taxpayer must be
willing to accommodate customers’
needs regardless of whether these cus-
tomers want to take a long or short po-
sition in an instrument. See, e.g., Reg.
81.475(c)-1{0)(2)(ii), Example 1 ("B is
willing 1o enter into interest rate swaps
under which it either pays a fixed inter-
est rate and receives a floating rate or
pays a floating rate and receives a fixed
rate”). The statutory definition, however,
is very broad, encompassing taxpayers
that “regularly purchase securities from
or sell securities to customers.” Code
Sec. 475(c)(1) (emphasis added).
Moreover, Reg. §1.475(c)-1{(a)(2) de-
scribes its rule as a nonexclusive illus-
tration, not a comprehensive definition.
As a result, and consistent with the ad-
mittedly inappropriate overbreadth of
the statute generally, the rule in Reg.
§1.475(c)-1{a)(2) probably should be
interpreted in the disjunctive—a tax-
pavyer is a dealer if it regularly holds
itself out to customer as willing to enter
into at least one, but not necessarily
both, sides of a derivatives contract.
See, e.g., Reg. §1.475(c)-1(c} (negli-
gible sales); Reg. §1.475(c)-1(b) (cus-
tomer paper).

See Code Sec. 475(c)(1).

Rev. Rul. 2002-91, supra note 61, states
that “neither the Code nor the regula-
tions define the terms ‘insurance’ or ‘in-
surance contract.”” Notice 2002-70,
2002-44 IRB 765, which sets forth the
intention of the IRS to challenge certain
reinsurance arrangements on the ground
that they do not involve genuine insur-
ance companies, does not provide any
definition of nonlife insurance compa-
nies either. See generally Humphreys,
Gambling on Uncertainty, supra note 16,
at 40-43 (discussing what constitutes an
insurance company).

Reg. §1.801-3(a)(1).

Reg. §301.7701-2(b){4).

Cases cited in note 105, infra, did not
specifically address the question of how
insurance-like products underwritten by
noninsurance companies were freated
in the hands of their customers. A re-
cent case has, however, suggested in
passing that the same instrument may
be insurance from the perspective of the
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customer and not insurance from the
perspective of the company selling .
See R.A. Johnson, 108 TC 448, 472,
at note 7, Dec. 52,090 (1997), off'd
in part ond rev’d in part, CA-8, 99.2
ustc 150,699, 184 F3d 786. See also
Miller, Distinguishing Risk, supra note
16, at 78-79.

See, e.g., Bowers v. Lawyers Mortgage
Co., SCt, 3 ustc 1905, 285 US 182,
189, 52 SCt 350 (1932) (a company
was not an insurance company because
less than one-third of its income was
derived from insurance-related activi-
ties); Indus. Life Ins. Co., DC S.C., 72-
1 ustc 19381, 344 FSupp 870, 877,
aff’d per curiam, CA-4, 73-2 ustc
19533, 481 F2d 609 (same holding
where less than 20 percent of income
was derived from insurance-related
activities); Inter-American Life Ins. Co.,
56 TC 497, 506-08, Dec. 30,823,
aff’d per curiam, CA-9, 73-1 ustc
19127, 469 F2d 697 (same holding
where the taxpayer’s “investment in-
come far exceeded its earned premi-
ums and the amounts of earned pre-
miums were de minimis”). See also
Notice 2002-70, supra note 101 (“an
insurance company is a company
whose primary and predominant busi-
ness activity during the taxable year is
the issuing of insurance or annuity con-
tracts or the reinsuring of risks under-
written by insurance companies”). See
generally Humphreys, Gambling on
Uncertainty, supra note 16, at 40-43.
in Allied Fidelity Corp., CA-7,78-1 usic
19325, 572 F2d 1190, 1193, surely
bail contracts written by the taxpayer
company (subject to state insurance
laws) were held to resemble “more a
contract to perform services than a con-
tract of insurance”; thus the taxpayer
was not entitled to be taxed as an in-
surance company. Notice 2002-70,
supra note 101, also allows the IRS to
disregard insurance and reinsurance ar-
rangements if they are “shams in fact”
or “shams in substance.”

See Rev. Rul. 83-172, 1983-2 CB 107
(a group providing self-insured
workmen's compensation was held tax-
able as an insurance company even
though it was not recognized as an in-
surance company under state law); LTR
200138010 (June 20, 2001) {a com-
pany providing coverage for motor ve-
hicles against mechanical breakdown
beyond the coverage offorded by the
manufacturer’s warranties was held tax
able as an insurance company even
though it was not recognized as on in-
surance company under state law).

108 £ [e Gierse, SCt, 41-1 ustc 110,029,

312 US 531. See also Sears, Roebuck
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& Co., 96 TC 61, Dec. 47,132 (1991),
aff'd, CA-7, 92-2 ustc 150,426, 972
F2d 858 (applying a three-prong test
to define insurance: (1) presence of in-
surance risk, (2) risk shifting and risk-
distributing and (3) characterization as
insurance for essentially all nontax pur-
poses). For a thoughtful overview of Le
Gierse, see, e.g., Miller, Distinguishing
Risk, supra note 16, at 57-61.

Rev. Rul. 2002-89, IRB 2002-52, 984;
Rev. Rul. 2002-90, 2002-52 IRB 985;
Rev. Rul. 2002-91, supra note 61.

id.

id.

See Rev. Rul. 2002-91, supra note 61.
See text accompanying notes 66-68,
supra. An early example of a failed fi-
nite insurance product was examined in
Rev. Rul. 89-96, 1989-2 CB 114. The
ruling held that a retroactive agreement
enfered info by a casualty insurance
company {whereby it purchased addi-
tional “liability insurance” coverage af-
ter the occurrence of a catastrophe) was
not an insurance contract for federal in-
come tax purposes, because “the present
arrangement does not involve the reg-
visite risk shifting necessary for insurance.
The catastrophe has already occurred,
and the economic terms of the contract
demonstrate the absence of any trans-
fer of risk apart from an investment risk.”
But see Miller, Distinguishing Risk, supra
note 16, at 55-56 (arguing thot the ar-
rangement described in Rev. Rul. 89-96
involved insurance risk).

See Miller, Distinguishing Risk, supra
note 16, at 73 (“As previously dis-
cussed, Cecile Le Gierse was properly
denied an estate tax exemption be-
cause she failed to transfer or dimin-
ish the economic risk of her early de-
mise. However, in the course of its
opinion, the Le Gierse court also ob-
served that insurance companies typi-
cally manage the insurance risk trans-
ferred to them by pooling and distrib-
uting it. The court then suggested that,
in addition to the failure by Cecile to
transfer any ‘insurance risk’ to the in-
surance company, the policy also did
not qualify as insurance because the
company hedged the risk of Cecile’s
early death through the annuity and
did not ‘pool and distribute’ the risk”).
The text picks up this theme below, in the
context of whether an “insurable interest”
and other formal indicia of insurance are
properly part of the tax definition.

“The specific concerns [addressed by
the doctrine of insurable interest] in-
clude avoiding inducements to wager-
ing, preventing inducements to the de-
struction of life or property and avoid-
ing economic waste.” RoBEerT E. KeeTon
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and Aan |. Wipiss, INSURANCE Law, at 136,
note 1 (1988).
See Humphreys, Gambling on Uncer-
fainty, supra note 16, at 34. It is true
that Rev. Rul. 2002-91, supra note 61
(one of the recent triumvirate of revenue
rulings discussing the meaning of “in-
surance”), for example, inquired
whether the insureds in that case “truly
face hazards,” but the context of the
inquiry seems to simply have been on
demonstrating the fortuitous nature of
the risks and the related fact that each
insured might receive more insurance
benefits than its premium payments (or
conversely might pay more premiums
than it received in benefits). Thus, the
ruling contains no reference to any for-
mal “insurable risk” analysis under sub-
stantive insurance regulation, and poses
the question of whether the putative
insureds “face hazards” in a paragraph
describing other indicia of normal in-
surance company behavior, such as
whether the premiums are based on
commercial rates as determined using
recognized actuarial principles, and
whether the insurance company inves-
tigates claims before paying on them.
Cf. FSA FEEDBACK STATEMENT, supra note
4, at 11.3.4, summarizing the core de-
scription of insurance as “[A]ny enforce-
able contract under which a ‘provider’
undertakes:

(1) in consideration of one or more
payments;

(2) to pay money or provide a cor-
responding benefit ... to a ‘recipient’;

(3) in response to a defined event;

(4) the occurrence of which is uncer-
tain (either as to when it will occur or
as to whether it will occur at all); and

(5) adverse to the interests of the re-
cipient.”
This description emphasizes fortuity;
“insurable interest” concepts arise
only indirectly through the last clause,
in distinguishing {presumptively)
speculative fortuities from those the
occurrence of which is “adverse” to
the interests of the recipient.
Cf. Rev. Rul. 2002-91, supra note 61
(stating that “courts have held that an
arrangement between a parent and its
subsidiary can constitute insurance be-
cause the parent’s premiums are pooled
with those of unrelated parties if (i) in-
surance risk is present, (i) risk is shifted
and distributed, and (iii) the fransaction
is of the type that is insurance in the com-
monly accepted sense.”}
f, of course, the tax law had chosen to
follow the nontax definition of insurance
more closely in deciding which entities
would be taxed as insurers, the importa-
tion of these nontax objectives would be-
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come more defensible, but once the de-
cision was made that insurance in the tax
sense did not necessarily follow precisely
the footsteps of substantive insurance law,
it seems odd to elevate some relatively
narrow substantive insurance law requi-
sites fo talismanic tax significance.
Code Sec. 448(c) precludes a bank
from using a cash method of account-
ing if it is a C corporation and has av-
erage annual gross receipts of at least
$5 million.

Code Sec. 585(c).

Code Sec. 582(a), Code Sec. 166.
Code Sec. 582(c).

As discussed above, the mandatory
mark-to-market rules of Code Sec. 475
are tremendously overbroad, and in
theory apply to any bank that makes
loans and regularly resells more than a
negligible number of those loans. Banks
that do not wish to adopt a mark-to-
market method of accounting in respect
of their core lending activities therefore
typically identify their loans as held for
investment or not held for sale, as con-
templated by Reg. §1.475(b)-1(a).
This issue has been hotly debated in
the financial accounting arena, where
it hos been argued that many bonks
have entered into below-market loan
commitments that eventually will drag
down recorded profits and which (it is
argued) properly should be reflected on
current income statements through a
mark-to-market mechanism, which
would have the effect of recording a
loss each time a below-market com-
mitment was entered into.

Kleinbard & Evans, supra note 97, at
811 (“"Mark-to-market accounting can-
not successfully be applied to the lend-
ing activities of a commercial bank, be-
cause of the significant long-term liabili-
ties which are used to fund its loans.
Phrased differently, those matching li-
abilities function as natural hedges for
the interest rate risk inherent in the
bank’s loan portfolio. To mark cne leg
of a hedged transaction to market,
while leaving the other leg valued at
cost, is a fundamental error that is in-
herently distortive”).

One could, of course, come to a dif-
ferent conclusion in respect of unfunded
commitments, on the theory that they
are properly viewed as in the nature of
derivatives, but this controversy is not
relevant to the themes of this article.
Code Sec. 475(d)(3).

Code Sec. 475(a).

See, e.g., Bank One Corp., Tox Ct. Dkt.
Nos. 5759-95 and 5969-97. Foran over-
view of the case, see, e.g., Lee A. Sheppard,
Bank One: The Battle of the Expert Wit-
nesses, 91 TaxNores 720 (Apr. 30, 2001).
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32 Kleinbard & Evans, supra note 97, at
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810 (“a compelling rationale for the use
of mark-to-market is that taxpayers run-
ning a business that by necessity con-
sists of hedged positions need a mark-
to-market system to avoid distortions
and whipsaws created by timing differ-
ences between their long and short
positions or between their long-dated
and short-dated positions”).

Id., ot 797 {"Mark-to-market account-
ing ... was born, not as an anti-abuse
measure introduced by Treasury or Con-
gress, but rather in response fo a tax-
payer initiative. The themes advanced
by the cotton dealers—in particular, their
emphasis on mark-to-market account-
ing for open contractual positions as a
cure for the timing mismatches that oth-
erwise would result from reporting the
income of a hedged trading business on
a nonrealization basis for inventory and
a realization basis for everything else—
remains one essential touchstone in
identifying the proper scope of mark-to-
market accounting today”).

The text ignores all rules applicable
to small insurance firms, or to
mutuals, as well as all transition rules
from prior regimes.
Code Sec. 831{a);
832(b)(1).

Code Sec. 832(b)(4), Code Sec.
832(b)(7)(B) (special credit insurance
rule).

Reg. §1.832-4(c)(2) provides that “the
underwriting and investment exhibit is pre-
sumed to reflect the true net income of the
company, and insofar as it is not inconsis-
tent with the provisions of the Code will be
recognized and used as @ base for that
purpose. All items of the exhibit, however,
do not reflect an insurance company’s in-
come as defined by the Code.” See, e.g.,
TAM 200132006 (May 1, 2001) ("Sec-
tion 832(b)(3) indicates that, in part, the
income of a property and casualty insur-
ance company is computed on the basis
of the NAIC Annual Statement. The Sec-
tion does not, however, indicate that the
income is taken from the NAIC annual
statement nor does it state that income is
computed as on the same methods ap-
proved by NAIC Annual Statement. The
statute also does not mandate the use of
the Annual Statement”).

By contrast, the Court of Appeals for
the Seventh Circuit hos held that the
tax treatment of loss reserves should
follow the NAIC's statement computa-
tion. Sears, Roebuck and Co., supra
note 108, 972 F2d 858: "Although it
is not impossible—almost nothing is
impossible in tax law—divorcing Sec-
tion 832(b)(5) losses from the annual
statement computations would make no

Code Sec.
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sense in ferms of the structure of the
statute or its genesis.”

See Reg. §1.832-4(a)(8){i) (“retro
credits”).

See STaFF OF THE JOINT COMMITTEE ON Taxa-
TION, GENERAL EXPLANATION OF THE Tax Re-
FORM ACT OF 1986, at 595 (1985): “Prior
law permitted a deferral of unearned pre-
mium income while the expenses of earn-
ing the deferred income {e.g., premium
acquisition expenses) were deducted cur-
rently. Permitting o deferral of an
undiscounted portion of unearned pre-
mium income while allowing o current
deduction for associated costs of earn-
ing the deferred income produced a mis-
matching of income and expenses and a
resulting mismeasurement of income.”
The “Deferred Acquisition Cost” rules
prescribe how insurance companies
must capitalize and amortize certain
specified policy acquisition expenses,
but these rules apply only to “specified
insurance contracts,” i.e., life insurance,
annuity or noncancellable accident and
health insurance contracts. Code Sec.
848{e)(1)(a).

Code Sec. 832(b)(3) and (c).

Code Sec. 832(b)(5).

Code Sec. 846.

SEAN MOONEY ET. AL., Basic CoNcePTS
OF ACCOUNTING AND TAXATION OF PrOP-
ERTY/CASUALTY INSURANCE COMPANIES, at
33-37 (1995).

Code Sec. 832(e){1) and (e)(6) allow
the deduction of amounts set aside in
a reserve to cover losses resulting from
adverse economic cycles in respect of
mortgage guaranty insurance, tax-ex-
empt bond insurance and “lease guar-
anty insurance.” This deduction, how-
ever, is only allowed to the extent that
the company claiming it purchases “Tax
and Loss Bonds” {U.S. Treasury obliga-
tions issued specifically to companies
writing mortgage guaranty insurance)
in an amount equal to the tax benefit
aftributable to the deduction. Because
of the requirement that an amount
equal to the tax benefits be invested in
low-yielding and illiquid obligations, in-
surance companies have limited incen-
tive to use the deductions allowed by
Code Sec. 832(e). For an overview of
the “Tax and Loss Bond” rules, see, e.g.,
LTR 834008 (May 17, 1983).

The purpose of gap hedging for an in-
surance company is to balance the
composition of its investment assets with
its insurance liabilities. Currently, the tax
hedging transaction rules of Reg.
§81.1221-2 and 1.446-4 do not per-
mit tax hedging for gap hedging, if such
hedging is characterized as hedges of
copital assets. Preamble to the new
Code Sec. 1221 regulations (as
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amended by T.D. 8985, IRB 2002-14,
707) merely states that “whether a gap
hedge qualifies as a liability hedge is a
question of fact and depends on
whether it is more closely associated
with the liabilities than with the assets.”
Code Sec. 832(b)(5)(B). Technically, the
proration works, not directly on the in-
vestment income, but rather by disal-
lowing as a deduction insurance losses
equal to 15 percent of the tax-favored
income. See, e.g., FSA 200234013
{discussing the mechanics and rationale
of Code Sec. 832(b)(5)(B)).

Code Sec. 832(c)(5).

A taxpoyer may use different account-
ing methods for different lines of busi-
ness. See Reg. §1.446-1(d){1). The
Code Sec. 475 regulations also contem-
plate this result. See Reg. §1.475(b)-
{1)(a) summarized in the text distinguish-
ing between securities held for sale and
securities held for investment. Technically,
the result is reached by “electing out” of
Code Sec. 475 for all classic bank-lend-
ing business. See note 125, supra.
Code Sec. 475(b){1)(B}; Reg.
§1.475(b)(2).

See Reg. §1.475(c)-(4)(iii}) and {c)(5); Rev.
Rul. 97-39, 1997-2 CB 62. The example
proffered by the regulations (the origina-
tion and sale by a life insurance com-
pany of policyholder loans) is, however,
commercially unrealistic, as policyholder
loans in reality are a form of tax-favored
distributions of cash surrender value, not
financial assets that conveniently can be
severed from the life insurance contract
ond sold to third parties.

See Swiss Re, supra note 85, at 4.
See text accompanying notes 7-11,
supra.

Jonathan Miles and Diana Owen,
Accounting Developments in Respect
of Finite Risk Insurance in Europe, ot
13 (on file with Cleary, Gottlieb,
Steen & Hamilton).

Code Sec. 4371(1); Code Sec.
4371(3).

That is not to suggest that the two tax
regimes are identical. The banking sec-
tor has no rule directly analogous to
the premium income acceleration rule
applicable to insurers (other than gen-
eral expense capitalization principles),
and banks may well be slower to write
down loans than are insurers to estab-
lish IBNR reserves.

BBA Creoit DerivATIVES REPORT, supra note
5, at 3 (single-name credit default
swaps represented 45 percent of the
credit derivatives market in 2001).
See GoocH & Kiem, supra note 3, of
642-49; Antulio N. Bomfim, Under-
standing Credit Derivatives and Their
Potential to Synthesize Riskless Assets, 5~
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8 (2001) (on file with Cleary, Gottlieb,
Steen & Hamilton); JonatHan Davies, ET
AL., PRICEWATERHOUSECOOPERS, THE FiNAN-
caL JUNGLE—A GuiDE TO CReDIT DERIVATIVES,
at 36 (2001); Donald Bendernagel,
James Hill and Brian Rance, Credit De-
rivatives: Usage, Practice and Issues,
1280 PLI/Core 755 (2001); Letter from
Jonathan Talisman and Joseph Mikrut of
Capitol Tax Partners to the Department
of the Treasury, 2002 TNT 148-34 (July
2, 2002); Letter from Thomas Prevost
(ISDA) to the IRS, 2002 TNT 232-21
(Oct. 24, 2002).

See ISDA 1999 Creoir Derivatives Deri-
NITIONS (1999).

The most common term for a credit
default swap is five years, which corre-
sponds to the exposure period under
five-year revolving credit facilities typi-
cally offered by banks. See lan W.
Marsh, What Central Banks Can Learn
About Default Risk From Credit Markets,
BIS Paper No. 12, at 336 (2002) (avail-
oble online at www.bis.org).

For precise definitions of these credit
events, see ISDA 1999 CrepiT DERIVATIVES
DeriNmions, supra note 159, at 16-18.
For an excellent discussion of various
payment triggers, see GooCH & KIEN,
supra note 3, at 662-68. Recently, the
use of restructuring as a credit event
under credit default swap contracts and
its appropriate definitional scope has
been called into question because of the
practical difficulty of identifying objec-
tively when preliminary discussions by a
troubled company with its creditors have
progressed to become a formal credit
restructuring event. The potential for a
dispute among market participants as
to whether a triggering credit event has
occurred can disrupt the intended risk
management mechanics for both buy-
ers and sellers of credit protection. See,
e.g., Henry Sender, Banking “Firewalls”
May Have Some Cracks, WaLL ST. J., Dec.
26, 2002, at C1; Protection Sellers Win
Credit Documentation Dog Fight, Derva-
mves WEek, Dec. 23, 2002, at 1.
Reflecting the market's costs as a means
for credit hedging of loans held by
banks, physical setlement of client de-
fault swaps currently is the market norm,
and credit protection buyers may have
to pay an additional cost if cash settle-
ment is desired.

In that sense, “[a] credit default swap,
despite its name, is more analogous to
a guarantee or letter of credit thanto a
swap.” Kayle, Will the Real Lender
Please Stand Up, supra note 16, at 573.
The contract typically will provide for
an agreed valuation process for the Ref-
erence Obligation in such cases,
through dealer quotations or otherwise.
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See GoocH & KN, supra note 3, ot
642-43.

Often, the credit event triggers may be
set more broadly to apply in cose of
Default or Failure to Pay Under any
Obligation of the Reference Entity—not
just the Reference Obligation itself. This
distinction can be important for credit
default swaps relating to Sovereign debt
or cross-border situations, for ex-
ample—where significant differences
can arise between the terms of distinct
debt issues. For contracts relating to
U.S. corporate debt, however, the near-
universal system of standardized cross-
default provisions in most senior bonds
and loans reduces the sensitivity to iden-
titying a particular Reference Obliga-
tion as the benchmark for triggering
credit default events.

The convergence in trading value of o
company’s different debt obligations fol-
lowing a credit event effectively eliminates
basis risk for the credit protection seller in
its hedging transactions. “'Basis risk’ is
defined as the risk that the value of @
hedge will not move exactly inversely o
the value of the asset or liability being
hedged. It arises from the imperfect match
between the characteristics of the hedge
vehicle and the item being hedged.” Fed-
eral National Mortgage Association, 100
TC 541, Dec. 49,102 (1993). Because
the market value of different debt classes
will be approximately the same, the pro-
tection seller bears little risk that the in-
strument delivered will differ materially in
its liquidation value from another secu-
rity of that issuer sold short as a hedge.

“The fungible nature of publicly traded
securities forms the economic basis for
oll securities hedging and arbitrage, for
stock loans and sellers. One can only
sell short what one con cover (acquire)
through later purchases, which by defi-
nition is possible only with fungible se-
curities.” Edward D. Kleinbard, Risky
and Riskless Positions in Securities, 71
Taxes 783, 787 (1993).

Note that a protection buyer may have
“basis risk” if it uses a standard credit
default swap to hedge a credit contract
that does not have market standard de-
fault and payment terms. In fact, this
type of “basis risk” is one important fac-
tor that constrains the use of credit de-
fault swaps by nonfinancial corpora-
tions seeking to manage existing credit
exposure to suppliers and other
counterparties.

For example, the law of large numbers
by definition requires many small and
uncorrelated risks: the credit default
market presumably could not have ab-
sorbed the concentrated and correlated
credit risks associated with, say, the fele-
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communications industry by relying
solely on the law of large numbers.
For a good discussion of a framework
for pricing credit derivatives, see Steven
Allen, Credit Risk, 11-16 (2002) {un-
published manuscript, on file with Cleary,
Gottlieb, Steen & Hamilton). A more
accessible introduction is DAVIES, ET AL.,
supra note 158, at 157-68. There are
currently two approaches in the market-
ploce to pricing ond hedging credit de-
rivatives. In the first class of models, a
credit derivative is viewed as a deep out-
of-the-money put option on the assets
of the firm and valued/hedged based
on the option pricing theory. The sec-
ond approach (so-called “intensity”
models) looks at historical transition
matrices (showing the probability that a
credit rated in one category at the start
of a period will default or will transition
to another rafing category by the end of
the period} to estimate the likelihood of
default. See id. Although the credit de-
rivatives market is still young and ap-
proaches to managing credit risk con-
tinue to evolve, the ultimate objective of
investment banks is to develop risk man-
agement techniques for credit derivatives
that are similar to fechniques for other
instruments. As one prominent practitio-
ner put it, “[t}heir approach could be
telescoped into the motto “What credit
risk? All | see is market risk.” In other
words, once you obtain liquid daily prices
for credit exposure, you can just view this
as another asset class, like foreign ex-
change, interest rates, equities, and com-
modities, o be managed using market
risk techniques.” Allen, supra, at 1.
See, e.g., Nirenberg and Kopp, Credit
Derivatives: Tax Treatment of Total Re-
turn Swaps, Default Swaps, and Credit-
Linked Notes, supra note 16, at 90: “A
default swap nectly fits the definition of
notional principal contract in that it is a
financial instrument in which payments
by one party {the protection buyer) are
paid af specified intervals based on a
specified index applied to a notional
amount.” Cf. Kayle, Will the Real Lender
Please Stand Up¢ supra note 16, at
591-92 (arguing that “the credit de-
fault swap should qualify as a notional
principal contract” but that “this con-
clusion is not as clear as in the case of
a total return swap”).

See NYSBA, RerorT ResPONDING TO NoTICE
2001-44 oNTHE TIMING OF INCOME AND LOSS
FROM SwaPS PROVIDING FOR CONTINGENT PaY-
MENTS, NYSBA Tax SecTion Report No 1001
“[Tlhe appropriate method of accounting
for Contingent Nonperiodic Swaps gen-
erally should result in the inclusion and
deduction of that portion of gain or loss
that has, in fact, been realized through the




Competitive Convergence in the Financial Services Markets

173
174
175
176

17

~

178

179
18

=]

18

18
183

N

exchange of periodic payments, as op-
posed to more or less of such gain or loss
(i.e., as opposed to all of the gain or loss,
whether redlized or not; or none of the
gain or loss until the swap is disposed of;
or the entire amount of a periodic pay-
ment, whatever that amount may be.” See
also Charles Morgan, Rev. Rul. 2002-30/
Notice 2002-35—Contingent Payment
Swaps Revisited, THe Tax Cius (Sept. 23,
2002) (discussing recent IRS guidance in
this area and different possible tax treat-
ments of confingent payment swaps con-
sidered by the IRS (“noncontingent swap
method,” “full allocation method,” “modi-
fied full allocation method” and mark-to-
market method). Viva Hammer, attomey-
adviser in Treasury’s Office of Tox Legisla-
tive Counsel, has suggested that “the most
promising method for accounting for con-
tingent swaps would be the importation of
the noncontingent bond method of the
contingent payment debt rules.” See 97
Tax Nores 1267, 2002 TNT 238-6 (Dec.
9,2002).

Reg. §1.1221-2.

Reg. §1.1221-1(a)(2).

Reg. §1.446-4.

Letter from Jonathan Talisman and Jo-
seph Mikrut of Capitol Tox Partners to
the Department of the Treasury, 2002
TNT 148-34 (July 2, 2002).

Letter from Thomas Prevost (ISDA) to the
IRS, 2002 TNT 232-21 (Oct. 24,2002).
Letter from Gregory May and Robert
Scarborough to the Department of the
Treasury (Oct. 1, 2002). Reproduced
as “Credit Derivatives—A Letter to the
Treasury,” J. Tax'N GLOBAL TRANSACTIONS,
Win. 2003, at 72.

Code Sec. 4371.

Miller, Distinguishing Risk, supra note
16, at 18. See also David S. Miller, Fed-
eral Income Tax Consequences of Guar-
antees: A Comprehensive Framework
for Analysis, 48 Tax Law. 103 (1994).
For a comparison of credit default
swaps and guarantees, see, e.g., Kayle,
Will the Real Lender Please Stand Up?
supra note 16, at 598.

Article 6A of the U.K.-U.S. treaty provides
that “the United States tax on insurance
premiums paid to foreign insurers shall
not be imposed on insurance on reinsur-
ance premiums which are the receipts of
a business of insurance carried on by an
enterprise of the United Kingdom whether
or not that business is carried on through
a permanent establishment in the United
States,” while article 11 reduces to zero
the withholding tax rate on interest.

Reg. §1.863-7(b).

For an overview and history of the ex-
cise fax, see Michael A. Heimos, Re-
cent Developments Regarding the Fed-
eral Excise Tax on Foreign Insurance,
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31 Tax MNG'T INT'L J. 339, 340-41
(2002).

See FSA DiscussioN PAPER, supra note 4,
Annex B.

See also NEw YORKk STATE INS. DEPART-
MENT LEGaL OPINION RE: WEATHER FINAN-
CIAL INSTRUMENTS (DERIVATIVES, HEDGES, ETC.),
ovailable online at www.ins.state.ny.us/
rg000205. htm:

“Wegther derivatives do not constitute
insurance contracts under Section 1101 {a)
of the New York Insurance Law because
the terms of the instrument do not provide
that, in addition to or as part of the trig-
gering event, payment fo the purchaser is
dependent upon that parly suffering a loss.
Under such instruments, the issuer is obli-
gated to pay the purchaser whether or not
that purchaser suffers a loss. Neither the
amount of the payment nor the trigger it-
self in the weather derivative bears a rela-
tionship fo the purchaser’s loss. Absent
such obligations, the instrument is not an
insurance contract.”

That is not true, of course, for some
other indicia, such as whether the in-
strument is held in the same propor-
tions as the issuer’s equity interests. For
a modern overview of equity versus debt
criteria, see, e.g., David Hariton, Es-
say: Distinguishing Between Equity and
Debt in the New Financial Environment,
49 Tax. L. Rev. 499 (1994).

See FSA DiscussioN Paper, supra note 4,
at 93.107 and at Annex B, p. 4: “Char-
acterization of a contract as a deriva-
tive ... or as an insurance contract, is
seemingly becoming a fenuous distinc-
tion in practice.”

FSA Discussion Parer, supra note 4, at An-
nex B, p. 4: “Recent market developments,
in particular the fact that some credit de-
rivatives contracts are apparently being
linked to loss, is also shedding doubt about
legal opinions relying on this difference to
set the boundary between a credit deriva-
tive and an insurance contract.” From the
other direction, insurance regulators have
countenanced insurance contracts where
the indemnity for loss is determined by ref-
erence fo an objective market-derived fig-
ure. See, e.g., New YOrk STATE INs. Depart-
MENT LEGAL OpNION Re: MOTOR VEHICLE RE-
POSSESSION INSURANCE (available online ot
www.ins.state.ny.us./rg008101.htm) {auto-
mobile “repossession insurance” remains
insurance even though loss indemnifica-
fion is set in some circumstances at Na-
tional Auto Dealer Association “Blue Book”
value, less $1,500).

See Notice 2002-70, supra note 101;
Rev. Rul. 2002-89, supra note 109; Rev.
Rul 2002-90, supra note 109; Rev. Rul
2002-91, supra note 61.

In le Gierse, “any risk that the prepay-
ment would earn less than the amount
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paid ... as an annuity was an investment
risk similar to the risk assumed by a bank;
it was not an insurance risk.” Le Gierse,
supra nofe 108, 312 US, at 539, 542
See also Rev. Rul. 89-96, supra note 113;
Rev. Rul. 2002-91, supra note 61 (ad-
dressing the case of a “group captive”
formed by a relatively small group of un-
related businesses and stating that “not-
withstanding the fact that the group of
members is small, there is a real possibil-
ity that @ Member will sustain a loss in
excess of the premiums it paid. No indi-
vidual Member will be reimbursed for
premiums paid in excess of losses sus-
tained by that Member”).

This point has been developed in the area
of captive insurance cases: see Kidde In-
dustries, Inc., FedCl, 98-1 ustc 150,162,
40 FedCl 42 {dealing with a captfive in-
surer arrangement in which the insured
corporation made payments fo the insurer
which were ceded to a subsidiary of the
insured. Such payments were treated as
nondeductible reserve funds to pay future
claims rather than deductible insurance
premiums). See also Humana Inc., CA-6,
89-2 ustc 19453, 881 F2d 247 {sums
paid by parent fo its wholly owned capfive
insurance subsidiary did not constitute in-
surance premiums but were nondeduct-
ible reserves for losses); Clougherty Pack-
ing Co., CA-9,87-1 usic 19204, 811 F2d
1297 (worker’s compensation insurance
purchased from an unrelated insurer which
then reinsured with wholly owned subsid-
iary of the corporation purchasing the “in-
surance” did not constitute insurance). See
also Rev. Rul 2002-89, supra note 109
(@amounts paid by a domestic parent cor-
poration to ifs wholly owned insurance
subsidiary may be deductible as “insur-
ance premiums” depending on the im-
portance of the premiums paid by the par-
ent in the total premiums received by the
subsidiary); and Notice 2002-70, supra
note 101 (dealing with subsidiaries rein-
suring insurance policies sold by a tax-
payer {“producer owned reinsurance
companies” or PORCs)).

In Corn Products Refining Co., SCt, 55-2
ustc 19746, 350 US 46, 50, 76 SCi 20,
the Supreme Court held that purchases
and sales of corn futures by a manufac-
turer of products made from grain corn
were “vitally important to the company’s
business as a form of insurance against
increases in the price of raw corn.”

To be clear, the paper does not advo-
cate that domestic monoline insurers
generally should be required to adopt
mark-to-market accounting. The point
in the text is simply that mark-to-mar-
ket accounting is superior for those lines
of business that involve active markef
hedging of financial risks.



