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With the hiring of Interal Revenue Service
(IRS) tax actuaries in recent years, IRS
examiners are paying closer attention to life

insurance reserves in general. In addition to technical
issues pertaining to how the reserves are computed, the
agents are raising basic legal questions sometimes casting
doubt on settled law. One area of particular attention
has been deficiency reserves. In a troubling develop-
ment, examiners are dredging up an old Field Service
Advisory (FSA) from 1993, in which a National Office
attorney incorrectly concluded that the statutory reserve
cap in Internal Revenue Code section 807(d)(1)
excludes deficiency reserves.

1
A deficiency reserve is a

reserve in addition to the basic life insurance reserve that
is equal to the present value of the excess of future net
premiums over future gross premiums to be received on
a life insurance contract. Historically, deficiency reserves
were not deductible because they were held to be an
additional reserve that is not held for future claims (i.e.,
a type of surplus reserve).

2
The prohibition on the

deduction of deficiency reserves carried over into the

current life insurance reserve taxation rules in sec-
tion 807(d), enacted as part of the Tax Reform Act
of 1984.

3
Section 807(d) provides that the

deductible reserve for a life insurance contract is
the greater of net surrender value or the Federally
Prescribed Reserve (FPR) calculated under pre-
scribed interest rate and mortality assumptions,
but in no event can the tax reserve exceed “aggre-
gate statutory reserves” (i.e., the statutory cap).
The aggregate statutory reserves cap in section
807(d) originally was defined by cross-reference to
the differential earnings amount calculations for
mutual companies in former section 809.

4
Section

807(d)(3)(C), in turn, provides that the FPR can-
not include deficiency reserves. The issue addressed in
the FSA is whether the exclusion of deficiency reserves
applies only to the FPR calculated under the assump-
tions in section 807(d), or also to the aggregate statuto-
ry reserve cap.

The most logical place to start the analysis of whether
the aggregate statutory reserves cap in section 807(d)
includes deficiency reserves is with an explanation of the
dual role statutory reserves originally played in the 1984
Act. Under the 1984 Act, aggregate statutory reserves
were used not only to cap the tax reserve deduction, but
also to measure the increase to a mutual company’s equi-
ty base in order to calculate the differential earnings
amount for the reduction of the policyholder dividend
deduction. The computation of the equity base began
with a mutual company’s surplus and capital as reflected
on its NAIC annual statement, which was then adjusted
for several items. One adjustment was to increase the
equity base by the excess of the “aggregate amount [of
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reserves] set forth in the annual statement” over the
amount of tax reserves.

5
Because this adjustment

resulted in a larger reduction of the policyholder div-
idend deduction, the Joint Committee on Taxation’s
Staff Report (1984 Bluebook) makes it clear that
Congress wanted to make sure that statutory reserves
for this purpose included deficiency reserves.

6
The

1984 Bluebook also makes it clear that the statutory
reserve cap, like the section 809 differential earnings
amount determination, includes deficiency reserves.
With regard to the cap, the 1984 Bluebook specifical-
ly states:

In no event will the amount of the tax
reserves at any time exceed the amount of
statutory reserves, which (given the general
definition thereof in new sec. 809(b)(4)
(B)(i)), include also any deficiency reserves
relating to the liabilities.

7

This quote clearly indicates that Congress intended
the statutory reserve cap, by cross-reference to the sec-
tion 809(b)(4)(B)(i) definition, to include deficiency
reserves. This conclusion reflects settled law and is
endorsed in the Internal Revenue Manual instructions
for calculating the section 807(d) tax reserve, which
provide as follows:

However, in the comparison to the statutory
reserve, any deficiency reserve included in
the contract’s statutory reserve is allowed to
be included for purposes of the maximum
FPR limitation.

8

In the 1993 FSA, however, the National Office
attorney relied on a wrinkle in legislative history of
the 1986 Technical Corrections to the 1984 Act that
affected section 816 and former section 809 to con-
clude that Congress intended to exclude deficiency
reserves from the statutory cap. A brief explanation
of the technical corrections is necessary to under-
stand the FSA’s position, and why it is incorrect.
Contrary to the FSA’s conclusion, the technical cor-
rections actually reconfirm Congress’ intent to
include deficiency reserves in the cap. In the 1986
Act, Congress made technical corrections to the
1984 Act to ensure that deficiency reserves would be
excluded from the life insurance company 

qualification test under section 816 and to clarify
that deficiency reserves should not be double count-
ed in determining the equity base under former sec-
tion 809. The change to section 816 added subsec-
tion (h), which specifically provides that deficiency
reserves are excluded from life insurance reserves
“for purposes of this section [the life insurance com-
pany qualification test] and section 842(b)(2)(B)(i)
[the definition of United States surplus of a foreign
company insurance doing business in the United
States].” The obvious negative inference from sec-
tion 816(h)’s limited application to the life insur-
ance qualification and foreign company surplus pro-
visions is that deficiency reserves are included for
other purposes, such as the statutory reserve cap
under section 807(d) and the calculations underly-
ing the policyholder dividend deduction offset for
mutual companies under former section 809.

The negative inference from the limited scope of sec-
tion 816(h) becomes more obvious on consideration of
the changes to former section 809. The original version
of section 809 created a potential problem of double
counting. Deficiency reserves were included in the
adjustment to a mutual company’s equity base for
aggregate statutory reserves in former section
809(b)(4)(A)(i) and then added a second time by for-
mer section 809(b)(5). To correct this problem,
Congress amended former section 809(b)(2) to provide
that no item shall be taken into account more than
once in adjusting the equity base. The Joint Committee
on Taxation’s Staff Report on the technical changes
explains that this change was designed to avoid the
double counting of deficiency reserves, which, the
report specifically notes, are included in aggregate
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5 Former section 809(b)(4)(B)(i).

6 Staff of the Jt. Comm. on Tax’n, 98th Cong., 2d Sess., General Explanation of the Revenue Provision of the Deficit Reduction Act of
1984, 615-616 (Comm. Print 1985) (1984 Bluebook).

7 1984 Bluebook at 598.

8 IRM sec. 4.42.4.6.3(6)(d)(Revised May 2002).

... the Joint Committee on Taxation’s
Staff Report (1984 Bluebook) makes it
clear that Congress wanted to make sure
that statutory reserves for this purpose
included deficiency reserves.



statutory reserves in section 809(b)(4)(A)(i).
9
Because the

statutory reserve cap in section 807(d) originally was
defined by cross reference to the definition of “statutory
reserves” in former section 809(b)(4)(A)(i), the unmis-
takable conclusion from the double-counting correction
is that deficiency reserves are included for purposes not
only of section 809, but also for the statutory reserve cap
in section 807(d). The technical correction adding sec-
tion 816(h), which is specifically limited to the life insur-
ance qualification and foreign company United States
surplus determinations, should not be read to cast doubt
on this conclusion.

The FSA, however, relied on a deletion in the Senate
Finance Committee report regarding the new subsection
816(h), to conclude that the subsection, in spite of its
self-limiting language, also applied to the statutory
reserve cap in section 807. The House Committee
Report underlying the technical correction that added
section 816(h) contains a definitive statement that defi-
ciency reserves are included in statutory reserves for pur-
poses of the statutory reserve cap comparison.

Likewise, this change does not affect the fact that
deficiency reserves are included in statutory
reserves for purposes of comparing the tax reserve
to statutory reserves in determining the amount of
any increase or decrease in life insurance reserves.

10

The Senate Finance Committee report discussion of the
new section 816(h), however, omits the “likewise” 

sentence regarding the statutory reserve cap in sec-
tion 807(d).

11
The 1993 FSA noted that a Joint

Committee Staff Report pertaining to section
807(d) also contained the sentence quoted above
that deficiency reserves are to be included in the
statutory cap. Nevertheless, the FSA discounted
the Joint Committee Staff report and concluded
that the omission in the Senate Finance
Committee Report created a negative inference
that Congress changed its mind and intended to
omit deficiency reserves from the statutory cap. 

There are a number of reasons why the 1993 FSA
is incorrect, in addition to the fact that it contra-

dicts the current IRS position as stated in the Internal
Revenue Manual. Most fundamentally, as mentioned
above, statutory reserves for purposes of the cap in sec-
tion 807(d)(1) were originally defined in former section
809. The 1984 Act legislative history directly on point is
unequivocal that statutory reserves include deficiency
reserves for this purpose. The 1986 Act technical correc-
tions to section 816 did nothing to change the treatment
of deficiency reserves in sections 807 and 809 (other
than to reconfirm that deficiency reserves are included in
statutory reserves under section 809). Instead, the plain
language of section 816(h), added by the technical cor-
rection in the 1986 Act, is that the new exclusion of defi-
ciency reserves is solely for purposes of sections 816 and
842. There is no ambiguity in the statute that would give
rise to the need to look at legislative history in the first
place. The FSA improperly relied on a perceived ambi-
guity in the legislative history pertaining to section
816(h) to contradict not only the plain language of sec-
tion 816(h), but also a clear statement in earlier legisla-
tive history of section 807(d).

The second problem with the FSA’s analysis is just as
fundamental—the FSA’s survey of legislative history is
incomplete. As noted above, the House Committee
Report for the technical correction contains a clear state-
ment the “this change does not affect the fact that defi-
ciency reserves are included in statutory reserves for pur-
poses of comparing the tax reserve to statutory reserves
in determining the amount of any increase or decrease in
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life insurance reserves.”
12

The Conference Report
regarding the technical corrections specifically states
that the enacted law follows the House bill and the
Senate amendment with respect to common provi-
sions, of which this is one.

13
Thus, the inference the

FSA draws from the Senate Finance Committee report
was erroneous. Congress adopted the House bill, and
its committee report, not the Senate Report.

The FSA’s conclusion is wrong for a third reason—it is
inconsistent with the related technical correction to
section 809. It is precisely because Congress under-
stood the meaning of statutory reserves under section
809 (and section 807) to include deficiency reserves
that it became necessary to include the correction to
prohibit double counting in the equity base determi-
nation under section 809, and both the House Report
and the Senate Report on which the FSA relies specif-
ically acknowledge this point.

14

The FSA also reflected a misunderstanding of why
the technical correction adding section 816(h) was
necessary. Congress recognized that changes in the
NAIC Standard Valuation Law in 1976 made it
clear that deficiency reserves are part of life insur-
ance reserves defined in section 816(b). The 1976
amendment to the Standard Valuation Law incorpo-
rated deficiency reserves within the prescribed
CRVM method. Thus, the case law that had held
that deficiency reserves were additional reserves not
held for future claims was no longer controlling.
This is why section 807(d)(3)(C) was added to the
Code to exclude deficiency reserves from the FPR
and why a technical correction was needed to
exclude deficiency reserves in section 816(h). Thus,
Congress correctly understood that deficiency
reserves are included in the statutory cap because,
without a statutory exclusion, they satisfy the gener-
al definition of life insurance reserves as in section
816(b). Thus, the enactment of the technical cor-
rection to section 816(h) in 1986 Act served to
reconfirm conclusively that deficiency reserves are
included in the statutory cap.

Perhaps the Senate Finance Report deleted the refer-
ence in the section 816(h) explanation to the section
807(d) statutory cap simply because the existing law
was not ambiguous and the sentence was not germane
to the technical correction, which did not relate to sec-
tion 807. The deletion, however, cannot reasonably
lead to a conclusion that deficiency reserves are exclud-
ed from the statutory cap.

This is one instance where a conclusion in an FSA is
simply wrong and does not represent current IRS posi-
tion. Hopefully, it will no longer be relied upon by IRS
examiners to propose adjustments on audit. 3
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