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Inside the IRS: An Interview with
William J. Wilkins

By Christian DesRochers

ast spring, President Obama nominated William J. Wilkins as Chief Counsel for the

Internal Revenue Service and the Assistant General Counsel in the Department of

Treasury. Both of these entities play a role in issuing rulings and notices that impact
the work of insurance tax practitioners. With this in mind, the TAXING TIMES Editorial
Board and the Taxation Section Council thought it would be important for the Taxation
Section members to get to know William “Bill” Wilkins.

Prior to his nomination, Wilkins was a partner in the D.C. Tax Practice Group of Wilmer
Cutler Pickering Hale and Dorr LLP, since 1988. He has a broad tax practice background
that includes counseling nonprofit organizations, business entities and investment funds
on tax compliance, business transactions and government investigations. Christian
DesRochers, Taxation Section chair, caught up with the busy Wilkins who graciously
agreed to be interviewed about the Office of Chief Counsel and his perceptions and expec-
tations in his new role. Following is that interview.

DESROCHERS: Bill, congratulations on being named IRS Chief Counsel. It is not only
an exciting opportunity, but a significant management challenge in transitioning from
private practice to a government agency. The Service is a complex organization, including
the Large & Mid-Size Business (LMSB) audit group, as well as Appeals and the National
Office. Can you share with our readers your experiences in dealing with the Service from a
private practice perspective?

CONTINUED ON PAGE 6
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FROM THE EDITOR

WHO'S READING TAXING TIMES?

By Brian G. King

tis quite common for Society of Actuary sections to produce newsletters. Thus, it came

as no surprise when five years ago the new Taxation Section decided that it too would

produce one. Five years and 19 issues later (including supplements), it is somewhat sur-
prising how well received and broadly read TAXING TIMES has become.

From its inception, TAXING TIMES was well received by the Taxation Section members.
The articles were timely and well written, and underwent a rigorous peer-review process.
Readers gained education and insights on new and emerging tax matters impacting our
industry. Given the fair amount of affiliate members present in the Taxation Section, our
newsletter has had, from the very beginning, a wide readership, including actuaries as well
as law, accounting, tax and other professionals in related fields.

However, recentreferences to TAXING TIMESby government personnel and in government
publications suggest just how far its readership extends. This past May at the Federal Bar
Association’s 2 1st Annual Insurance Tax Seminar, several government people participating
in session panels acknowledged that they in fact read TAXING TIMES. IRS Notice 2009-47,
released on June 15,2009, references SOA Taxation Section Task Force findings published
inthe May 2006 issue of TAXING TIMES. On Sept. 9,2009, the Joint Committee on Taxation
of the United States Congress released a description and analysis of President Obama’s
Fiscal Year 2010 budget proposals. This document included an explanation of a proposed
modification to the Dividends Received Deduction for life insurance company separate
accounts and cites a two-part article written by Susan J. Hotine and published in TAXING
TIMES. In addition, inarecent SOA communications audit, TAXING TIMES was one of four
SOA section newsletters cited as a premium product.

We should be proud! Our section newsletter has become a strong and influential voice for
our section and our profession. It is providing timely and useful information to a broad audi-
ence on the tax issues impacting our industry. Through this valuable tool, we are making a
difference.

Iwouldlike to personally thank all of you who have contributed articles in the past. Your hard
work, expertise and willingness to write, often under tight timeframes, are the reason that we
have such a successful publication. Thank you!

I would also like to encourage new authors to come forward and share their knowledge
through publication in TAXING TIMES. With additional authors and new areas of tax exper-
tise, our newsletter will benefit greatly. We have a quality publication to showcase our tech-
nical analysis and thoughts. All of our members have the opportunity to share in this work.

Enjoy the issue! 4



NOTE FROM THE EDITOR

All of the articles that appear in TAXING TIMES are peer
reviewed by our Editorial Board and Section Council
members. These members represent a cross-functional
team of professionals from the accounting, legal and ac-
tuarial disciplines. This peer-review process is a critical
ingredient in maintaining and enhancing the quality and
credibility of our section newsletter.

While this newsletter strives to provide accurate and au-
thoritative information in the content of its articles, it does
not constitute tax, legal or other advice from the publisher.
It is recommended that professional services be retained
for such advice. The publisher assumes no responsibil-
ity with assessing or advising the reader as to tax, legal or
other consequences arising from the reader’s particular
situation.

Citations are required and found in our published articles,
and follow standard protocol. 4

—Brian G. King

Brian G. King, FSA, MAAA, is a

managing director, Life Actuarial Services with
SMART Business Advisory and Consulting, LLC
and may be reached at bking@smartgrp.com.
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FROM THE CHAIR

By Christian DesRochers

ctober 2009 marked the fifth anniversary of the
establishment of the Taxation Section. The sec-
tion hasaccomplished a great deal in our first five
years, including this newsletter, which as Brian King’s col-
umn notes, has been recognized as one of the premier sources
of information on life insurance taxation and a valuable re-
source for learning about tax issues facing the life insurance

industry today.

If Tmay add a personal note, I take a great deal of pride in the
Taxation Section, as Ed Robbins and I were the sponsors of
the Society Board resolution that was highly instrumental
in getting the section started. Several other board members
spoke up atthatboard meeting, offering supportto what some
people considered too narrow a practice area to warrant a sec-
tion. However, despite the skepticism, we were given the go
ahead to form the section. Currently, we have 8§13 members,
including 65 affiliates.

Over the last five years, we have benefitted from the active
participation of many people, including several people who
are affiliate members of the section. Kory Olsen just fin-
ished a two-year term as section chair, and the section owes
him a debt of gratitude for his hard work over his term. The
Taxation Section Council itself has been helped not only
by elected members, but “friends” of the council, who have
provided invaluable advice. As aresult, the Taxation Section
has emerged as an important part of the taxation scene as it
affects life insurance companies and products. That could not
have been done without the participation of section members

who have generously given of their time to section activities.

In the first issue of TAXING TIMES, Ed Robbins provided a

vision for the section, which remains true today:

We need to nurture an environment where taxation is a
major professional actuarial field and further an attrac-
tive career path for a young actuary. Knowledgeable
tax actuaries who can work well with attorneys and ac-
countants both inside and outside their organizations can
enjoy rewarding careers. It is one of our primary mission
objectives to encourage the development of strong lead-
ers in the field.

While this remains a key challenge, I believe that through the
efforts of the section, we have increased visibility of tax in the
actuarial profession, and while we still have much work to
do, we can see some of our younger members emerging into
positions in their companies and firms, as well as gaining vis-

ibility in the industry.

The section has provided a forum through which we have
added tax content to many SOA meetings and seminars. We
have also developed both webinars and seminars, and pro-
vided support to basic education content. In the next year, we
are planning to increase the number of Web-based programs,
as we recognize that our members like Web delivery. As a
part of the Society’s efforts to update the section Web sites,
we also have a redesigned Web site, which we hope can pro-
vide a useful resource to section members. In the fall 0f2010,
we will be sponsoring a Product Tax Seminar in Washington,
D.C. We hope that we will be able to schedule and promote
the Reserve and Company Tax Seminars, which we had to
postpone this fall.

As a section, we are doing a good job producing TAXING
TIMES, and providing content for both continuing and basic
education, and we will work to maintain that effort. We
would like to have a more active research program, which



we will also focus on in the upcoming year. This past year,
the section sponsored a monograph on deferred tax authored
through a committee headed by Ed Robbins. It is currently
available on the section Web site. Next year, we hope to make
some progress on the Tax Actuary Survey, which is an effort
to better understand and document actuarial tax responsibili-
ties within life insurance companies.

The role of sections within the Society of Actuaries is to con-
nect with members on a grassroots level. We hope that the
Taxation Section is seen by our members as fulfilling that
role relative to tax matters. If there are issues of interest that
are not being addressed, please let me know. Please also con-
sider volunteering for section activities. Content for TAXING
TIMES is always welcome, as well.

Overall, the Taxation Section has established a strong base on
which to build for the future. I am honored to be the chair for
this term, and look forward to an interesting year. <

Christian DesRochers, FSA, MAAA, is a senior
managing director, Life Actuarial Services with SMART
Business Advisory and Consulting, LLC and may be
reached at cdesrochers@smartgrp.com.



... One important
question may be
whether solvency

INSIDE THE IRS: AN INTERVIEW WITH WILLIAM J. WILKINS | FROM PAGE 1

WILKINS: Thanks Chris. I devoted most of my private prac-
tice to transactions and tax counseling, although I would from
time to time get involved in projects involving the Office of
Chief Counsel. Some involved seeking private letter rulings
and some involved possible published guidance. My limited
involvementin tax litigation involved more brief writing than
discussions with opposing counsel. I have also represented
clients in the IRS Appeals process. Finally, my work in con-
nection with the ABA Section of Taxation involved frequent
interaction with Counsel in connection with comments on
proposed regulations, CLE programs and general interaction
on tax policy and administration.

DESROCHERS: Though it may be too soon to ask, now that
you are “inside,” has your perception of the IRS and its work
changed? How?

WILKINS: The people have certainly lived up to my expec-
tations. They are highly skilled and dedicated professionals.
The workplace is very enjoyable. I think people really like
their jobs and feel they are doing important work. The nature
ofthe work is also as expected—for me, a mixture of helping
the Commissioner and other senior
executives, working on guidance
and working on issues surrounding
examinations, appeals and litigation.
The unexpected things are relatively
minor. It is the most hierarchical
organization I have ever worked in.

regulation of the
industry—which is
part of the tax
structure—will evolve
to such an extent that
another legislative
update will be
needed. ...

Ithas very clear lines of authority and
every senior person has a team he or
she can turn to in order to accomplish
goals. This has been helpful in keep-
ing more of my time free for legal and
strategy work, and in providing sup-
port for that work. The other things
are things I probably should have
expected but didn’t think about: the
emphasis on security of taxpayer in-
formation and IRS electronic equip-
ment; the unique civil service and
NTEU (National Treasury Employ

ees Union) structures around our employment practices; and
the creative ways that the organization rewards and encour-
ages outstanding performance.

DESROCHERS: Bill, with the perspective of your experi-
ence in private practice, what do you see as the similarities
and/or differences between the role of a law firm and that of
the Chief Counsel’s office?

WILKINS: The overarching similarity is found in dedication
to client service and excellence. The differences are more nu-
merous, but not as significant. As I mentioned, Chief Counsel
andthe IRS are hierarchical structures, with more similarity to
a military organization or a large business than to a law firm.
In a law firm, you would organize a project through ad hoc
team building, sort of like a movie producer. In the IRS, you
organize a project by identifying where it belongs and assign-
ing responsibilities and goals to the part of the organization
that takes the assignment. Another difference is that you are
the in-house counsel, with a single client—and the client is the
government. Another difference is that the written mission of
our office includes the words, “Serve America’s taxpayers
fairly and with integrity by providing correct and impartial
interpretation of the internal revenue laws.” This is, intention-
ally, more tempered than the private lawyer’s mandate for
zealous representation within the bounds of the law.

DESROCHERS: It sounds like management and policy are
key elements of your responsibility, and in many respects, the
Chief Counsel’s office is definitely a large firm. What are the
challenges of being in charge of a “law firm” this large? Is one
of'your goals to leave your “mark” on the Office in some way?

WILKINS: Our office has been referred to as the largest tax
law firm in the world. We have over 1,600 lawyers, divided
about 60-40 between field offices and the national headquar-
ters building. It is daunting to reflect on the intellectual fire-
power, size, diversity and influence of this organization. On
the other hand, to do most things we need to cooperate with
other parts of the government and with other parts of the IRS,
and in many cases the cooperative processes require consider-
able patience and persistence.

As to the part about being in charge, it is a life changing
experience to participate in decisions on both legal matters
and management matters of the kind that come through this
office. However, the organization would never run correctly
if the Chief Counsel could not rely on managers, both in the
national office and in the field, to make sure things go well and
that strategic plans are developed and executed. Our team of
managers is truly outstanding.

I really do not want to leave a mark in the sense that expres-
sion is usually used. For one thing, it implies my taking credit,
and in this organization it takes many people to accomplish
anything. I want to be alert to the events and opportunities that
are going to be important during my time here—to exist in the
moment, as they say. There is nothing wrong with doing a little
planning ahead, but you can’t let it distract you from spotting



a potentially powerful set of events on the horizon and using
your resources to guide them in a positive direction.

DESROCHERS: Bill, as an experienced tax lawyer, you have
a reputation for being a good tax technician in that you have
an appreciation of both the complexity of the Code provisions
and their interaction. How do you see that influencing your
new role as Chief Counsel?

WILKINS: Being more than 30 years into a tax career, and
having practice experience with many different tax specialty
areas, are proving to be extremely valuable in my new job.
Federal tax law is a code-based practice, and having a com-
fort level with the statute and its structure is essential for the
job. While you need to acknowledge the expertise of deeply
specialized practitioners, you also need to have enough
confidence in your own intellect to keep challenging the
specialists if issues are unclear or if proposed answers don’t
make sense.

DESROCHERS: The readership of TAXING TIMES consists
of actuaries and others, including attorneys and accountants
with a keen interest in the issues related to the insurance tax
arena. Do you have any experience with insurance tax in your
prior life?

WILKINS: Most of my insurance experiences are from my
1981-1988 stint as a staffer on the Senate Finance Committee.
I was the Finance Democrats’ staff participant in the Stark-
Moore discussions and processes, among other things. I did a
modestamount of Washington policy representation for some
insurance companies at the beginning of my career at Wilmer,
Cutler & Pickering, but those experiences are pretty far in the
pastnow.

DESROCHERS: We have recently passed the 25" anniver-
sary of the 1984 Act, which was the ultimate result of the
Stark-Moore efforts. In fact, our last issue of TAXING TIMES
featured a retrospective piece on this legislation. From that
retrospective, it became clear that the life insurance industry
has undergone profound changes in the last 25 years, includ-
ing the emergence of many new products as well as many chal-
lenges in risk management and capital structure. What are the
mostimportantissues that you see inadministering the current
tax law with respect to life insurance companies?

WILKINS: I do not want to get too specific here, as [ am just
getting back into these issues after being away for a long time.
However, in the big picture, one important question may be
whether solvency regulation of the industry—which is part

Department of the Treasury
2009-2010 Priority Guidance Plan

INSURANCE COMPANIES AND PRODUCTS

—

10.

November 24, 2009

Final regulations on the exchange of prop-
erty for an annuity contract. Proposed regu-
lations were published on October 18, 2006.
Guidance on the tax treatment of a partial
exchange or partial annuitization of an an-
nuity contract.

Guidance on the classification of certain cell
captive insurance arrangements. Previous
guidance was published in Not. 2008-19.
Guidance on tax issues arising under §807
as a result of the adoption by the National
Association of Insurance Commissioners
(NAIC) of an Actuarial Guideline setting
forth the Commissioners’ Annuity Reserve
Valuation Methodology for variable annui-
ties (AG 43).

Revenue ruling regarding the tax-free ex-
change of life insurance contracts subject to
§264(f).

Guidance clarifying whether deficiency re-
serves should be taken into account in com-
puting the amount of statutory reserves un-
der §807(d)(4).

Guidance on the determination of the com-
pany's share and policyholders’ share of the
net investment income of a life insurance
company under §812.

Guidance on treatment of age 100 maturity
under §7702 based on comments to Notice
2009-47.

Guidance on annuity contracts with a long-
term care insurance feature under §§72 and
7702B.

Revenue ruling providing guidance on rein-
surance arrangements entered into with a
single ceding company.

CONTINUED ON PAGE 8
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Sometimes the world
will not be convinced
that we can sustain
our position until
some judges write
some opinions—and
similarly, sometimes
it takes the same
thing to convince us
that we can lose.

of the tax structure—will evolve to
such an extent that another legisla-
tive update will be needed to give us
the ability to craft sensible tax rules.

In November, the Office of Tax
Policy and IRS announced its 2009-
2010 Priority Guidance Plan which
include a number of projects di-
rected at insurance companies and
insurance products. A number of
these initiative address topics that
I’m sure readers of TAXING TIMES
are well aware of, as they have been
addressed in past issues of your
newsletter. While I cannot comment

Christian
DesRochers,
FSA, MAAA, is a
senior managing
director, Life
Actuarial Services
with SMART
Business Advisory
and Consulting,
LLC and may

be reached at
cdesrochers@
smartgrp.com.

William J. Wilkins
is Chief Counsel
for the Internal
Revenue Service
and the Assistant
General Counsel
in the Department
of Treasury and
may be reached at
William.Wilkins@
irscounsel.treas.
gov.

on the specifics of items included in

the business plan, there are a number
of insurance related projects that we will be focusing on in
2010 (See page 7).

DESROCHERS: Looking forward, as the new Chief Counsel
for the IRS, what areas do you intend to focus on?

WILKINS: I think my areas of concentration will not be so
much tax specialty areas as they will be areas of responsi-
bility. I would say at this point that my expected areas will
include helping the Commissioner execute important IRS
priorities; attending to processes for published guidance,
including helping resolve deadlocks or other uncertainties
that may be slowing projects down; litigation strategy; and
sustaining the office as a great place to practice tax law.

DESROCHERS: Following up on the last question, do you
plan any reorganizations of the Chief Counsel’s office? Any
change in philosophy in litigation, rulings, etc.?

WILKINS: The short answer is no. I am pretty skeptical of
reorganizations. However, I plan to be alert to situations
where something could work better, and I will be open to
making changes if the prospects for improvement are worth
the problems that always come with organizational change.
On guidance, [ am encouraging people inside and outside the
organization to identify areas where problems exist, or are
threatened, because no one knows the official position of the
IRS. Inmany of these areas, it will be worthwhile to make the
effort to develop an official position. On litigation, my sense

is that the organization understands that sometimes litigation
is essential to defending agency positions and to develop-
ment of the law. Sometimes the world will not be convinced
that we can sustain our position until some judges write some
opinions—and similarly, sometimes it takes the same thing to
convince us that we can lose.

DESROCHERS: Bill, thank you for taking time out of your
busy schedule for this interview. I think it provides our read-
ers with the opportunity to get to know you a little better and
introduces you to the insurance tax community. I look forward
to seeing your progress in your efforts as Chief Counsel. On
behalf of the entire SOA Taxation Section, I wish you good
luck in your new position. 4



CHANGE IN BASIS
OF COMPUTING
RESERVES—IS IT OR
ISNT IT?

By Peter H. Winslow and Lori J. Jones

by tax professionals working for life insurance com-

panies is whether a change in reserving methodology
orassumptions will be subjectto the “10-year spread” require-
ments of section 807(f) of the Internal Revenue Code. Section
807(f) applies where there is a change in basis of computing
certain reserves of a life insurance company. When appli-
cable, it requires that the difference between the deductible
insurance reserves listed in section 807(c) computed under
the new method and the reserves computed under the old
method as of the end of the year of the change be reflected
ratably over 10 years. Usually the question is posed as, “Is
the reserve change reflected all at once or is it spread over 10
years?” Understanding when the 10-year spread rule applies
is important because it is a favorite topic for Internal Revenue
Service (IRS) agents and is included as a disclosure item in
the standard tax reserve questionnaire presented by the IRS
to life insurance companies at the beginning of audits. And,
it is a coordinated issue at IRS Appeals, which means that an
individual Appeals Officer cannot settle a section 807(f) issue
that has been raised in an IRS audit without first coordinating
the proposed settlement with the Appeals Insurance Industry
Specialist.!

I I igh on the list of the most frequently asked questions

OVERVIEW OF GENERAL ACCOUNTING

METHOD RULES VERSUS SECTION 807(f)

The starting place for any analysis of the tax consequences
of a reserving change is to determine whether there would
be a change in method of accounting for tax purposes in the
absence of section 807(f). It is well-settled that section 807(f)
is merely a special change-in-method-of-accounting rule for
tax reserves and is intended to apply only when an account-
ing method change otherwise has occurred.?> Although the
application of section 807(f) is triggered by the same factors
that give rise to a change in method of accounting, there are
four differences in tax treatment. First and perhaps most im-
portant—unlike a change in method of accounting—IRS con-
sent is not a prerequisite for recognizing a change in basis of
computing reserves for tax purposes.® A second difference is
thatan accounting method change is implemented in full in the

year of change with both opening and closing items for the tax-
able year computed on the new method. Under section 807(f),
by contrast, only reserves for contracts issued in the year of
change are determined under the new method and reserves
for contracts issued prior to the year of change stay on the old
method until the change for these contracts is implemented in
the succeeding year when the opening and closing balances
are computed using the new method. The third difference is
the year of change in situations where the method from which
the change is being made was erroneous. A taxpayer changing
its method of accounting from an erroneous method cannot go
back and correct the tax return for the first year in which the
erroneous method was adopted unless the IRS agrees to the
change on audit.* Under section 807(f) and, specifically under
Rev. Rul. 94-74, the taxpayer is permitted, but apparently not
required, to correct an erroneous basis of computing reserves
in the earliest year open under the statute of limitations. The
fourth way accounting method changes differ from section
807(f) reserve changes is the treatment of the transition ad-
justment for the amount by which the opening balance of the
reserve computed on the old basis is greater or less than the
opening balance computed on the new basis. In the case of a
change in method of accounting, the Code generally requires
that the difference between the old and new method’s opening
balances be reflected in taxable income all at once as a “481
adjustment,” although the IRS may provide for a spread of
a net positive 481 adjustment as a condition of granting its
consent to the change.® In the case of section 807(f), the dif-
ference in opening reserves on the old and new methods for the
taxable year succeeding the year of change is spread ratably
over 10 years.

IS SECTION 807(f) APPLICABLE TO A NONLIFE
INSURANCE COMPANY?

Before getting into specifics of when a reserve change is
subject to section 807(f), it is useful to discuss two additional
interrelated preliminary questions: what tax reserves are cov-
ered and what taxpayers are subject to section 807(f)? By its
terms, section 807(f) applies to all tax reserve items for which
life insurers are entitled to deductions on a reserve basis de-

CONTINUED ON PAGE 10
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CHANGE IN BASIS OF COMPUTING RESERVES—IS IT OR ISN'T IT? | FROM PAGE 9

scribed insection 807(c). This includes not only life insurance
reserves, but also reserves for other items including unearned
premiums and unpaid losses, amounts held on deposit, ad-
vance premiums and premium stabilization reserves. Section
807(f) does not apply to reserve items other than those insur-
ance reserves listed in section 807(c). For example, suppose a
life insurance company deducted policyholder dividends ona
reserve basis. This would be an erroneous accounting method
for a life company because section 808(c) requires an accrual
method for this item. To change to the correct accrual method,
the life company would be required to obtain the consent of
the IRS under section 446(e). The adverse 481 adjustment
for the opening reserve balance would not be spread over 10
years under section 807(f), but would come into income all at
once if the error is corrected by the IRS on audit or spread over
four years if the life insurer identified the error on its own and
alerted the IRS to the need for a change by filinga Form 3115,
Application for Change in Accounting Method.’

The factthatsection 807(c)isa Code provision thatrelates only
to life insurance companies suggests that the 10-year spread
rule only applies to life insurers. Other statutory provisions
support this conclusion. For example, section 807(f) refers to
partone of subchapter L which applies only to life insurers and
section 807(f)(2) includes an acceleration rule for remaining
section 807(f) adjustments if a company ceases to qualify as a
life insurance company, with no reference to nonlife insurers.
But, the IRS has long taken the position that the 10-year spread
rule applies to changes in life insurance reserves by nonlife
companies.® This ruling position perhaps is in recognition
that the tax policy of not requiring IRS permission to change
reserve methodology and assumptions for life insurance re-
serves should apply equally to nonlife companies. Although
when the IRS adopted this position under the 1959 Act it had
dubious technical merit, it finds some statutory support under
current law because life insurance reserves are now included
in “losses incurred” of nonlife companies under section 832 by
cross-reference to the life insurance company tax reserve pro-
visions in section 807. This cross-reference arguably includes
section 807(f). In any event, regardless of the technical merits,
as a practical matter, section 807(f) invariably applies to life
insurance reserves of nonlife companies. For reserve weaken-
ing, nonlife companies would prefer the 10-year spread. For
reserve strengthening, IRS consent for a change would be
required if section 807(f) did not apply. However, if a request
for a change in method were submitted, the IRS likely would
follow its ruling position and conclude that section 807(f) ap-
plies, thus imposing a 10-year spread of the reserve increases.

To summarize, section 807(f) applies: 1) only where a change
in method of accounting otherwise would occur; 2) for life
companies for all insurance reserves described in section
807(c); and 3) for nonlife companies only for life insurance
reserves described in section 807(c)(1).

WHAT IS A CHANGE IN ACCOUNTING METH-
OD TO WHICH SECTION 807(f) APPLIES?

Once we have determined that we are dealing with a reserve
item to which section 807(f) could potentially apply, we now
are ready to apply the general principles to determine whether
we have what otherwise would be a change in method of ac-
counting. Guidance on whether a change in tax treatment of an
itemrises to the status ofa change in method of accounting can
be found inregulations under section 446. A change inmethod
ofaccounting includes a change in the overall plan ofaccount-
ing for gross income or deduction or a change in the treatment
ofany material item used in such overall plan.” A material item
is any item that involves the proper time for the inclusion of
the item in income or the taking of a deduction. However, a
change inmethod ofaccounting does notinclude correction of
mathematical or posting errors, or errors in the computation of
tax liability. A change in method of accounting also does not
include adjustments that do not involve the proper time for the
inclusion of the item of income or the taking of a deduction.
Further, a change in method of accounting does not include
a change in treatment resulting from a change in underlying
facts.'® In general, a change in basis of computing reserves
occurs under these rules when there has been a systematic
calculation ofareserve thathas been changed, and both the old
and new methods would yield the same total reserve amount
at maturity of the contract. There are three general categories
of adjustments to methods or assumptions that do not cause
a change in method of accounting where reserve items are in
question. These are: 1) correction of reserve mathematical
or posting errors; 2) changes in the underlying facts; and 3)
routine changes in estimates which are an integral part of the
accounting method.

Correction of Error

Perhaps the most frequent issue that arises in dealing with
section 807(f) is whether a reserve change is a correction of
an error or a change from an erroneous method of accounting.
The IRS takes the position that very few situations fall into
the category of correction of an error. The IRS has stated that
corrections of an error are limited to situations where there are
pure mathematical mistakes, such as a defect in the computer



program for computing reserves.!! For example, omitting
certain contracts in computing reserves could be considered
an error.'?

Itis a widely-held misconception that it is beneficial to clas-
sify reserve strengthening as a correction of an error so that
a 10-year spread for the increase in reserves can be avoided
and the entire increase deducted in the year of change. What
frequently is overlooked is that typically there also is a cor-
responding reserve error in the opening reserves for the
year—and this error in the opening reserve balance also must
be corrected. When this is done, the difference between the
opening reserves on the old basis and the new basis will be
lost forever as a potential deduction if the change is classi-
fied as a correction of an error. It is a more favorable result
either for the reserve error to be corrected in the first year the
error was made (if it is still open under the statute of limita-
tions) or for the change to be subject to section 807(f) with a
10-year spread equal to the amount of the strengthening. Of
course, it would be beneficial for a decrease in reserves to
be classified as a correction of an error, rather than reserve
weakening subject to section 807(f), because there would
be a permanent forgiveness of any opening balance of the
reserve to the extent of the error. But, this result usually is
too good to be true. Ordinarily, where both the opening and
closing reserve balances for a year need to be corrected,
a multi-year systematic error has been made—a situation
that ordinarily should be characterized as a change from an
erroneous method of accounting, not the mere correction of
an error. As a general rule of thumb, it can be assumed that
where there would be a positive or negative 10-year spread
amount under section 807(f) as a result of a reserve change,
the 10-year spread cannot be avoided by either the IRS or
the taxpayer by asserting that a mere correction of an error
isinvolved.

Change in Underlying Facts

An important exception to the application of section 807(f)
is reserve increases (or decreases) that occur because the
facts have changed. A change in method of accounting
does not occur even if large one-year reserve adjustments
are made if all that is happening is that the old accounting
method is being applied to changes in circumstances. A
good example where this has occurred is contract enhance-
ments. When an insurance company adds benefits to the
contract, the reserves must be increased to reflect the ad-

ditional benefits guaranteed in the contract. These reserve
increases are not subject to section 807(f) because the
basis of computing the reserve has not changed—the only
change is in the underlying facts.'

One unresolved issue is whether a change in Annual
Statement reporting of reserves is a change in facts. Under
section 807(d), the amount of federally prescribed reserves
in section 807(d) taken into account for deduction pur-
poses is limited by the statutory reserves for the contract.'*
What is the result where a company subject to the statutory
reserves cap changes its statutory reserves for a contract,
but the amount of the federally prescribed reserves for the
contract does not change? Is this a change in basis of com-
puting reserves subject to the 10-year spread? Legislative
history suggests that a change to the net surrender value
ordinarily will not be subject to section 807(f) presumably
because the change is a mere change in facts relating to
contract benefits.!> Many, probably
most, tax practitioners believe that
this legislative history applies by
analogy to the change in statutory
reserves cap situation.!® But, it is
at least arguable that the computa-
tion of statutory reserves standing
alone is an accounting method and
a change in that method gives rise
to the application of section 807(f).
An interesting result would occur if
section 807(f) were to apply in this
situation. In such case, statutory reserves would have to stay
on the old method for the year of change for contracts issued
prior to the year of change with the result that the statutory
reserves cap would apply to hypothetical statutory reserves
that may not actually be held by the company.

This issue may become important in the context of Actuarial
Guideline XLIIT (AG 43). Now that AG 43 is effective,
it applies for statutory purposes to all contracts issued on
or after Jan. 1, 1981. However, tax reserves for contracts
issued prior to the National Association of Insurance
Commissioners’ (NAIC) adoption of AG 43 are still subject
to the NAIC-prescribed reserve method in effect on the date
the contract was originally issued.!” When AG 43 results in
areduction of statutory reserves as compared to prior NAIC
methodology, the statutory reserves cap could come into

CONTINUED ON PAGE 12
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play. The ACLIhas taken the position that this should not be
considered a change in basis of computing reserves subject
to section 807(f).'®

Change in Reserve Estimates

Another source of confusion in the application of section
807(f) involves situations when the basic accounting method
itself contemplates periodic changes in assumptions and
methodologies. The classic situation in the insurance con-
text is changes in loss reserve estimates. In adopting the loss
reserve accounting method, it is understood from the outset
that estimates will be adjusted constantly to reflect new data
as it becomes available and that assumptions—and even the
reserving methods—may change to provide a more accurate
updated estimate. These periodic adjustments to a reserve
estimate do not result in a change in method of accounting.
This conclusion is supported by Treas. Reg. § 1.446-1(e)(2)
(i1)(b) which provides that a change in method of accounting
does not include an adjustment with respect to a reserve for a
bad debt.

In a 2001 technical advice memorandum,' the IRS ruled
that a change from a nonactuarial method to an actuarial
method to estimate environmental claims was not a change
in method of accounting.?® Similarly, a 1992 private letter
ruling involved a change in Annual Statement reporting by
an insurance company dealing with the way it reported the
value of foreclosed real estate from its mortgage activities.?!
Prior to 1990, the company valued foreclosed real estate at
the uncollected mortgage balance, despite the fact that NAIC
rules required that the value be reduced to the extent that the
estimated realizable value of the property was less than the un-
collected mortgage balance. Beginning with its 1990 Annual
Statement, the taxpayer modified its valuation procedures to
take into account the actual fair market value of the foreclosed
real estate (determined by appraisal), where that value was
less than the mortgage balance. Application of this revised
valuation approach for tax purposes affected the taxpayer’s
calculation of gains and losses on mortgage foreclosures. The
IRS concluded that the use of a different method to determine
the fair market value of an asset does not rise to the level of an
accounting method because the estimation method only goes
to the amount rather than the timing of income. Thus, the IRS
ruled that the taxpayer’s change in estimation method on its
Annual Statement to determine the fair market value of fore-
closedreal estate did not constitute a change of accounting for
tax purposes.

Caselaw also supportsthe conclusion thatachange in estimate
is not a change in accounting. In Cincinnati, New Orleans &
Texas Pacific Ry. Co. v. United States,” a railway company
followed the method prescribed by the Interstate Commerce
Commission (ICC) for expensing or capitalizing purchases of
property. In accordance with the minimum capitalization rule
of the ICC, the taxpayer changed from expensing items cost-
ing less than $100 to expensing items costing under $500. The
Court of Claims held that, while the minimum capitalization
rule is an accounting method, the change from $100 to $500 is
not a change in that method. Also, in Baltimore & Ohio R.R.
Co. v. United States,” the taxpayer changed from the use of
one formula for computing fair market value of certain prop-
erty to another valuation formula for computing fair market
value. The court held that the taxpayer was entitled to change
the valuation formula without seeking the IRS’s consent,
because the change was merely a change in the fair market
value estimate.

The general rule that changes in loss reserve estimates does
not result in a change in accounting method usually does not
apply to changes in life insurance reserves because formulaic
periodic updating of reserve estimates is not an integral part of
the accounting method. This is not a hard-and-fast rule, how-
ever. For example, IBNR reserves for disability claims may
qualify as life insurance reserves, and in some circumstances,
may be computed using company experience. Where the
company adopts a method for IBNR claims that incorporates
periodic updates to its experience, a change in basis of com-
puting reserves should not occur when the anticipated adjust-
ments are made. This is a mere change in estimate similar to
an adjustment to loss reserves and is not a change in basis of
computing reserves. By contrast, a change in the interest rate
assumption for the same reserves probably would be a change
in basis of computing reserves subject to section 807(f).

This change-in-estimate exception to the application of sec-
tion 807(f) and the change-in-method-of-accounting rules
could become important when, and if, principle-based re-
serves (PBR) are adopted. An important aspect of PBR will
be the unlocking of assumptions so that they are periodically
updated to reflect the company’s most recent experience. In
Notice 2008-18,> the IRS questioned whether the unlocking
could trigger the application of the 10-year spread rule of
section 807(f) when reserve assumptions are changed. This
would be the wrong answer, however. The unlocking in PBR
is part of the accounting method itself and should not cause
section 807(f) to come into play.



CONCLUSION 2.
Resolution of virtually all reserve change issues can be re-
solved by correctly addressing the following basic questions 3.
outlined in this article:

1.

(for nonlife companies) involved?

anticipated periodic update in an estimate involved?
Has a change in accounting occurred under general tax
principles?

are “yes” and the answer to Question 3 is “no.” 4

Isasection 807(c) reserve item or a life insurance reserve

Is a mere correction of an error, a change in facts or an

Section 807(f) will apply if the answers to Questions 1 and 2
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released a private letter ruling (PLR 200939018 (June 18,

In September 2009, the Internal Revenue Service (IRS)

2009)) addressing a contract in which the right to receive
annuity payments and otherwise access a contract’s cash value
is contingent upon the annuitant living to a specified age. The
ruling holds that the contractis an annuity contract for purposes
of section 72 of the Internal Revenue Code (the “tax code”).
While the conclusion of PLR 200939018 is not surprising to
the authors, the release of the PLR should put an end to ques-
tions that were being asked in some quarters about the status of
such contracts under the tax law. Before reviewing the specif-
ics of the recent ruling, some background may be helpful.

The duration of the

Deferral Period, subject
to certain constraints,
is chosen by the owner

when the contractis

issued and cannotbe

changed thereafter.

In the early to mid-1900s, a num-
ber of life insurance companies
offered a form of deferred annuity
contract that began payment of a
life annuity if the annuitant was
aliveonaspecified date, e.g., hisor
her 75" birthday. These contracts
provided no cash surrender value
and if the annuitant died before the
specified time, there was no death
benefit. Such contracts provided
pure longevity protection to indi-
viduals, i.e., they were the annu-
ity analog of term life insurance.

Under such a contract, the purchaser obviously assumes the
risk of losing his or her premium in the event of a premature
death. Thelack ofa cash value and death benefit, however, al-
lows the insurer to provide significant amounts of retirement
income cheaply in comparison to the purchase, for example,
of an immediate annuity. Over time, these “pure” deferred
annuities gradually all but disappeared from the retirement
market place, perhaps because of the growth of the defined
benefit plan system, followed by the focus in the last 20 to
30 years on asset accumulation rather than longevity protec-
tion.! In recent years, however, a few companies have once
again begun to offer these types of contracts, often using the
label of “longevity insurance” to describe the contracts.>

14 | TAXING TIMES FEBRUARY 2010

IRS RULES
LONGEVITY
CONTRACT IS
ANNUITY UNDER
SECTION 72

By Joseph F. McKeever, Ill and Michelle A. Garcia

Historically, pure deferred annuity contracts have been
viewed by the insurance industry as atype ofannuity contract.?
As aresult, there has been a presumption in the industry that
the contracts were also annuities for federal tax purposes.
Somewhat surprisingly, however, in the last couple of years
some IRS officials raised the question of whether a contract
that lacked a cash value should be treated as an annuity con-
tract for tax purposes. The question arose both in the context
of longevity insurance as well as with respect to other forms
of “contingent” annuity contracts that have been introduced
by a few insurers.* While most observers did not give much
credence to the idea that a contract’s status as an annuity
could be affected by whether or not it possessed a cash value,’
there was a paucity of guidance on the issue. As a result, PLR
200939018 provides a useful statement from the IRS confirm-
ing the treatment of longevity insurance as a form of annuity
for tax purposes.

The Facts. The key feature of the contract considered in PLR
200939018 is that no cash value or death benefit is available
foraperiod of time afterissue, whichisreferred toin the ruling
as the “Deferral Period.” The duration of the Deferral Period,
subject to certain constraints, is chosen by the owner when
the contract is issued and cannot be changed thereafter. One
such constraint is that the Deferral Period must always end on
or before the “Maturity Date,” on which date the annuity pay-
ments must commence if the contract has not been annuitized
prior to such date.

The contract is issued after the payment of an initial premium
and the owner may pay additional premiums thereafter sub-
ject to certain restrictions, including a prohibition on paying
premiums for a specified period of time at the end of the
Deferral Period. All premium payments, net of taxes and
charges, are credited to a “contingent account value.” The
ruling—due to deletions presumably requested by the taxpay-
er—is vague on the specifics of how the contingent account
value is determined, but it appears that certain amounts are
credited to the contingent account value and certain charges
are deducted from it. During the Deferral Period, the owner



cannot surrender the contract, take any withdrawals, or an-
nuitize the contract. Further, no death benefit will be paid if
the annuitant dies during the Deferral Period. If the annuitant
dies or the contingent account value is reduced to zero during
the Deferral Period, the contract will terminate without value.

If the annuitant is living and the contract is still in force at the
end of the Deferral Period, the contingent account value will
become the contract’s cash value which thereafter functions
like a conventional cash value, i.e., the owner has the right to
take partial withdrawals from the cash value, surrender the
contract forits cash value, and apply the cash value to an annu-
ity payment option. Inaddition, following the Deferral Period,
the contract provides a death benefit equal to the cash value
on the death of the annuitant. After the Deferral Period, the
contract will terminate if the cash value is reduced to zero, the
owner surrenders the contract, or the contract is annuitized,
which must occur on or before the contract’s Maturity Date.

Lastly, the contract is an annuity contract under the laws of the
states in which it will be issued.

The IRS Analysis. The need for guidance on this type of prod-
uct stems from the fact that neither the tax code nor its regula-
tions define an annuity contract for tax purposes. As noted
in the ruling, the tax code and regulations provide certain
definitional rules and limitations on what types of products
can be treated as an annuity, but there is no all encompassing
definition of an “annuity contract.” The ruling sets forth this
background and then discusses Treasury regulation section
1.72-2(a)(1), which states that the contracts to which section
72 applies include those that are considered to be life insur-
ance, endowment, and annuity contracts “in accordance with
the customary practice of life insurance companies.”

Citing to a number of authorities, including law review
articles, treatises, and a 1947 government report, the ruling
observes that during the first half of the 20th century insur-
ance companies issued deferred annuities that did not provide
for any cash value or death benefit during the accumulation
phase. Further, the IRS notes that nothing in the tax code, the
income tax regulations or any other authority indicates that a
cash value or death benefit is a predicate for annuity treatment
under section 72 of the tax code. Thus, the IRS concludes that,
“[i]nlight ofthe factthat the contracts are substantially similar
to typical deferred annuities,” the lack of a cash value or death
benefit during the Deferral Period is not inconsistent with the
“customary practice” of life insurance companies.

Therulingalso cites toanumber of cases in which courts have
described an annuity as a contract under which the issuer, in
exchange for consideration, promises to pay a stated sum of
money periodically over a term of years or for life. The IRS
states in the ruling that periodic payments of interest under a
contract, which donotliquidate principal, are distinguishable
from periodic payments under an annuity, which liquidate a
principal sum over the payment term. In addition, the ruling
cites to IRS guidance which provides that if a contract lacks
guaranteed annuity purchase rates it should not be treated as
an annuity contract. The ruling concludes that, under each
of these criteria, the contract should be treated as an annuity
contract for federal tax purposes.

The Ruling’s Reach. PLR 200939018 does not speak
directly to the use of the contract in various types of quali-
fied arrangements, such as IRAs, but the use of longevity
contracts with IRAs presents some interesting challenges.
There are two basic ways in which deferred annuity contracts
are used with IRAs. In some cases, annuities are issued as a
stand-alone “individual retirement annuity” under the rules
of section 408(b) of the tax code. In other cases, an annuity
is held as an investment of an IRA account under the rules
of section 408(a) of the tax code. One obstacle to the use of
longevity contracts in connection with IRAs is the need for
the IRA to comply with the required minimum distribution
(RMD) rules under section 401(a)(9). In general terms, the
RMD rules require that beginning at age 70%2 the account
balance of an individual’s IRA must be distributed over the
individual’s life or life expectancy.® For purposes of deter-
mining the RMD from an IRA account for a year, the account
balance ofan IRA accountis typically the fair market value of
the account as of December 31 of the prior year.’

The RMD regulations applicable to IRA annuities provide
that prior to the time the contract is “annuitized,” the “en-
tire interest” of the owner in the annuity contract is treated
as the “account balance.”® The regulations explain that
the “entire interest” under an annuity contract consists of
1) the dollar amount credited to the owner under the con-
tract, plus 2) “the actuarial present value of any additional
benefits” provided under the contract.” As a result, if an
individual wished to use a longevity contract with, e.g., a
maturity date of age 85, as an IRA annuity, he or she would
need to take anannual RMD starting atage 70%2 equal to the
actuarial present value of the contract divided by the appli-
cable factor from the Uniform Lifetime Table. However,
since the contract has no cash value prior to age 85, a

CONTINUED ON PAGE 16
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prospective purchaser would not
be able to pay RMDs prior to age
85. It is unclear whether such a
contract could qualify as an IRA
annuity under section 408(b),
even if the individual possessed
other IRA assets from which the
RMD attributable to the IRA an-
nuity could be taken.!’

What about holding the longev-
ity contract as an investment in
an IRA account? In that circum-
stance, the fair market value of the
contract would need to be taken
into account along with the fair
market value of any other assets in
the account in computing RMDs.
In that regard— even though the
longevity contract has no cash value—the contingent
obligations of the insurer under the contract would have
value, which would be used to determine the amount of
the RMD attributable to the annuity. To illustrate, assume
Ann Jones is 72 and has an IRA account, the sole asset of
which is a longevity contract which will commence a life
annuity onJones’s 85, birthday. Also assume the contract
has a fair market value of $50,000 on Dec.31,2011. Under
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the RMD regulations, Jones would be required to take an
RMD in 2012 of $1,953.13, but the contract has no cash
value from which to take the RMD.!! The obvious way to
address this problem is for Jones to hold liquid assets in the
IRA account along with the longevity contract and to make
the RMD payments from the liquid assets.

Such an approach, however, would require careful plan-
ning. First, the value of the longevity contract will increase
as Jones approaches her 85" birthday, the date on which
payments will begin under the contract.'”> Second, the
RMD distribution period decreases as an individual ages,
which, combined with the increase in the value of the lon-
gevity contract, means that the RMD attributable to the
longevity contract will increase each year as the maturity
date ofthe longevity contract approaches. This will require
a corresponding increase in the amount of liquid assets
available in the IRA to fund the RMD. Finally, the IRA
will also need to hold sufficient assets to pay the annual
RMD attributable to the value of the liquid assets because
the RMD for the IRA account is based on the value of a// of
the assets in the account. In Jones’s case, let’s assume she
has lived a healthy lifestyle and, on Dec. 31, 2024, the eve
of the year in which she will turn 85, the fair market value
of'the contractis $100,000. The RMD for 2024 attributable
to the longevity contract will be $6,756.76.'* However, at
that time the IRA account will need to hold sufficient assets
to pay not only the $6,756.76, but the RMD on the asset
generating the $6,756.76, i.e., the IRA will need to hold at
least $7,246.38.1°

In view of the RMD barriers to the use of longevity insur-
anceinanIRA, legislation has been introduced in Congress
to facilitatetheuse oflongevity insuranceinan IRA account
or a qualified plan. A bill introduced by Representatives
Earl Pomeroy (D-ND) and Ginny Brown-Waite (R-FL),
for example, would disregard the value of longevity in-
surance held in a plan or an IRA account in applying the
applicable RMD rules until the date that annuity payments
begin, subject to certain limitations, e.g., payments could
not commence under the longevity contract later than 12
months following the date the employee attains age 85.'
The prospects for this legislation to be enacted in the next
few years are uncertain, but given the societal needs for this
type of product, the longer term prospects are better.

Conclusion. While the holding of PLR 200939018 that a
pure deferred annuity is an annuity for federal tax purposes
is not surprising, it is welcome, and it should lay to rest the
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e.g., IRC § 72(u)(@). associate with the
IRC §§ 401(a)(9)(A)(ii) and 401(a)(9)(C); see also Treas. Reg. § 1.401(a)(9)-2. For most taxpayers, life expectancy is determined using the Uniform Lifetime Table set forth Washington, D.C.
in Treas. Reg. § 1.401(a)(9)-2, Q&A-2. law firm of Davis &
Treas. Reg. § 1.401(a)(9)-5, Q&A-3; T.D. 9130, 2004-1 C.B. 1082 (June 14, 2004) (stating that the “IRS and Treasury believe that it is generally appropriate to reflect

the value of additional benefits under an annuity contract, just as the fair market value of all assets generally must be reflected in valuing an account balance under Harman LLP and

a defined contribution plan.”); Instructions for Forms 1099-R and 5498, at 15 (stating that the fair market value of the account on December 31 should be entered in may be reached at
Box 5 on Form 5498). .

Treas. Reg. § 1.401(a)(9)-6, Q&A-12. magarC’a@

Id.; Joseph F. McKeever, Il & Mark E. Griffin, How to Value an “Additional” Annuity Benefit (Whatever That Is), Vol. 1, Issue 2, Taxing Times, September 2005, at 1. davis-harman.

Treas. Reg. § 1.408-8, Q&A-9, allows the annual RMDs for one IRA of an owner to be made from a different IRA of the owner. com.

$50,000 divided by 25.6 (the distribution period for a 72-year-old per the Uniform Lifetime Table in Treas. Reg. § 1.401(a)(9)-9, Q&A 2).

As Ms. Jones ages and the time the longevity contract will begin payments approaches, the present value of the annuity benefits due under the longevity contract
(and thus the contract's value) is steadily increasing.

The distribution period for a 70-year-old is 27.4 years, but that for an 85-year-old is only 14.8 years. Treas. Reg. § 1.401(a)(9)-9, Q&A 2).

$100,000 divided by 14.8 (the distribution period for an 85-year-old. Treas. Reg. § 1.401(a)(9)-9, Q&A 2).)

The amount of liquid assets required in the IRA, represented by the variable ‘X, can be solved by using the following equation: X = ($100,000 + X) divided by
14.8. In this example, X = $7,246.38.

Retirement Security Needs Lifetime Pay Act of 2009, H.R. 2748, 111" Cong. § 3 (2009).
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Marriott New York Marquis
New York, NY
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director of the financial services industry portion of

the Large and Mid-Size Business (“LMSB”) Division
of the Internal Revenue Service (“Service”) to announce an
increased focus during audit on the reporting by members of
the financial services industry of losses attributable to bad
debts or to worthless securities issued by subsidiaries.! The
specific issues that might arise in an audit of claimed losses
for worthless securities were not identified, but it is probably
safe to assume that they would relate to whether the securities
became worthless during the taxable year for which the losses
were claimed? and, if so, whether the losses may be reported
as ordinary losses under section 165(g)(3).?

The financial crisis of the recent past has prompted the

Under section 165(g), losses from a subsidiary’s worthless
securities must be reported as capital losses, unless less than
10 percent of the subsidiary’s total gross receipts have been
from sources usually considered passive in nature, i.e., roy-
alties, rents, dividends, interest, annuities and capital gains
(collectively, “passive source gross receipts”).* In Rev. Rul.
88-65, however, the Treasury Department (“Treasury”) and
the Service concluded that rental receipts of a subsidiary
earned in connection with the operation of its active vehicle
leasing business would not be counted as passive source gross
receipts when determining whether the subsidiary had passive
source grossreceipts in excess of the maximum allowed under
section 165(g)(3) for ordinary loss treatment.’ For several
years thereafter, the Service agreed that under the published
guidance the statute permitted parents of worthless financial
service companies, such as thrifts and insurance companies,
to exclude their subsidiaries’ passive source gross receipts
earned in connection with the conduct of their banking or in-
surance businesses from being treated as passive source gross
receipts in the determination of whether the subsidiaries had
excessive passive source gross receipts.®

More recently, however, the Service has denied that the
published guidance allows for excluding an insurer’s passive
source gross receipts earned in connection with its conduct
of an insurance business from the determination of whether
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By Maureen Nelson

its passive source gross receipts have exceeded the maximum
allowed for ordinary losses.” Audit challenges to the character
of the losses reported under section 165(g)(3) by members of
the financial service industry are therefore likely to engender
significant controversy because, as explained below, both tax-
payers and revenue agents will be able to point to prior Service
rulings, albeitunpublished, in support of the argument that Rev.
Rul. 88-65’s interpretation of section 165(g)(3) does or does
not support the allowance of ordinary losses. In light of these
contradictory interpretations of Rev. Rul. 88-65 by the Service
and the current audit attention of the LMSB Division on losses
claimed under section 165(g) by parents of insolvent financial
services company, it would be helpful if Treasury were to issue
guidance that reiterates the interpretation of section 165(g)(3)
set forthin Rev. Rul. 88-65 and clarifies that it applies to passive
source gross receipts of insurance companies (and other simi-
larly situated taxpayers) earned in connection with their active
trades or business.

THE STATUTE

Section 165(g)(3) departs from the usual rule of section 165(g),
which mandates capital loss treatment for a worthless security,’
by allowing a corporate taxpayer holding securities issued by
an “affiliated corporation” that have become worthless during
the year to report the losses as ordinary. A corporation whose
securities have become worthless (the “issuer”) is “affiliated”
with a corporate taxpayer only if both an “ownership” testand a
“passive source grossreceipts’” testare satisfied. The ownership
test, found in section 165(g)(3)(A), requires the taxpayer alone,
oralong with members of'its consolidated group, to own at least
80 percent of the vote and value of the stock of the issuer; the
gross receipts test, found in section 165(g)(3)(B), requires that
“more than 90 percent of the aggregate of the corporation’s
gross receipts for all tax years has been from sources other
than royalties, rents ..., dividends, interest ..., annuities, and
gains from sales or exchanges of stocks and securities.” The
measure of gross receipts taken to satisfy the gross receipts
test is the subsidiary’s aggregate total gross receipts for its
entire period of existence and not its gross receipts for any
particular tax year.'”



If section 165(g)(3)(B) were to be interpreted literally, no
corporation engaged in the insurance or banking or property
rental business or software licensing business, for example,
would ever qualify as an “affiliated corporation” inasmuch
as the very nature of such a business requires the subsidiary
to have passive source gross receipts well in excess of the
maximum allowed under the language of section 165(g)(3)
(B)."" Yetin Rev. Rul. 88-65, Treasury and the Service ruled
that a corporation with gross receipts consisting exclusively
of passive source gross receipts nonetheless qualified as an
“affiliated corporation,” with the result that its parent was al-
lowedtoreportits losses from the issuer’s worthless securities
as ordinary losses.

THE REVENUE RULING, ITS UNDERLYING
GENERAL COUNSEL MEMORANDUM, AND
THE LEGISLATIVE HISTORY

Revenue Ruling 88-65 involves the parent of a corporation in
the vehicle leasing business. In connection with conducting
that business, the corporation maintained the vehicles and
paid all applicable taxes and insurance costs. In 1988, the
issuing corporation’s shares became worthless. Despite the
factthatthe issuer had derived 100 percent of its gross receipts
from rents, a type of passive source gross receipts identified
in section 165(g)(3)(B), the ruling concludes that the issuer’s
parent was entitled to report as ordinary the losses it incurred
when the issuer’s securities became worthless.

Citing the legislative history underlying section 165(g)(3)
(and its predecessor under the 1939 Code) to elucidate the
purpose of the gross receipts test as a guide to interpreting
section 165(g)(3)(B), Treasury and the Service observed
that “Congress intended that an ordinary loss deduction for
worthless securities be allowable only when the subsidiary is
an operating company as opposed to an investment or hold-
ing company.”!? Treasury and the Service therefore found it
proper to look to other Code sections where Congress sought
to make the same distinction and did so by measuring the
amount of a taxpayer’s proceeds from royalties, rents, divi-
dends, interest, annuities and sales or exchanges of stock or
securities, such as section 1244(c)(1)(C) and former section
1372(e)(5)(C). Guidance issued under those other Code sec-
tions provides that the term “rents” when used in the statute
does not include rents received by a taxpayer who provides
significant services in connection with earning the rents be-
cause the provision of such services reveals that the taxpayer
is actively conducting a trade or business. As explained in
Rev. Rul 88-65, in order to further the congressional purpose
in enacting section 165(g)(3), it is “appropriate to distinguish

between active and passive rental income in the same man-
ner” as in regulations issued under section 1244 and former
section 1372, and therefore “rents” received by a taxpayer
providing significant services would not be treated as “rents”
in determining the issuer’s satisfaction of the gross receipts

test of section 165(g)(3)(B).

A more in-depth exploration of the relevant legislative his-
tory of section 165(g)(3) and the purpose of its particular

definition of “affiliated corporation”
is set forth in the general counsel
memorandum (“GCM?”) underlying
Rev. Rul. 88-65." As explained in
the GCM, prior to 1942, the Code
required all loss due to the worth-
lessness of securities held as capital
assets be treated as loss arising from
the sale or exchange of a capital
asset, i.e., as capital loss. In the
Revenue Act of 1942,'* Congress
created the exception to the capital
loss rule now found in section 165(g)
(3) that, when applicable, eliminates
capital asset treatment for such secu-

The committee billwould
permitsuch lossesto be
takeninfull as ordinary
losses by the parentiifit
owns directly 95 percent
of each class of the stock
of the subsidiary.

rities and therefore allows for ordinary loss when and if such
securities become worthless. The Senate Finance Committee

explained the purpose of this exception:

Under present law, losses by a parent corporation on the
stock or securities of a subsidiary corporation becoming
worthless are treated as capital losses in the same man-
ner as in the case of other stock or securities held by the
taxpayer. The committee bill would permit such losses to
be taken in full as ordinary losses by the parent if it owns
directly 95 percent of each class of the stock of the sub-
sidiary. Such parent and subsidiary may file consolidated
returns and to this extent the corporate entity is ignored.
Thus the losses of one may be offset against the income of
the other. It is deemed desirable and equitable, therefore,
to allow the parent corporation to take in full the losses
attributable to the complete worthlessness of the invest-

ment in the subsidiary."

The Service explains in the GCM that Congress permitted
ordinary loss treatment when the taxpayer and the issuer
were closely enough related to file consolidated returns, even
if they did not in fact so file (the ownership test),'® to ensure

CONTINUED ON PAGE 20



In each instance, the
conclusion the parent
was entitled to report
ordinary loss was based
on the determination
that the passive source
gross receipts of the
subsidiary were earned
as part of the operation
of its active trade or
business. ...

GUIDANCE NEEDED TO CLARIFY ALLOWANCE ... | FROM PAGE 19

that if and when the securities of the subsidiary become
worthless the loss would be regarded as a business loss of the
parent corporation rather than as a loss on an investment."”
“In the case of consolidated return treatment, the losses of
one may be offset against the income of the other. In the case
where the securities of the subsidiary company becomes [sic]
worthless, following the same concept, the loss, in effect, is
regarded as aloss of part of the business of the parent corpora-
tion rather than as a loss on an investment.”'® And in keeping
with this notion of allowing ordinary loss for the operation of
a business but not for an investment, Congress included the
gross receipts test “to permit the loss as an ordinary loss only
when the subsidiary was an operating company as opposed
to an investment or holding company.”® As the GCM notes,
the statute’s prohibition on excessive passive source income
effects the “distinction between active and passive business
operations” discussed in its legislative history.?

THE COURT CASE

Although neither the revenue ruling nor the general coun-
sel memorandum mentions it, years earlier the Service
had convinced two courts that the statute’s prohibition
on excessive passive source gross receipts should be
interpreted literally. Under such an interpretation, the
taxpayer, a retail store that owned a bank that provided
banking services to the store’s customers, was not en-
titled to report ordinary losses when the bank’s securities
became worthless because the bank had interest receipts
that exceeded the maximum
allowed under the predeces-
sor to section 165(g)(3)(B).
The taxpayer pointed to the
active business operations of
the bank subsidiary and cited
the same legislative history
relied upon by Treasury and
the Servicein Rev. Rul. 88-65
in support of its argument that
it should be allowed ordinary
loss treatment. In rejecting
the taxpayer’s request that it
reject an “over-literal read-
ing” of the statute and instead
adopt an alternative reading
consistent with the intent of
Congress to permit ordinary
losses when the issuing sub-

sidiaries were active operating companies, the Court of
Appeals for the Second Circuit warned:

[TThe proposed alternative reading applying to “all op-
erating companies” would open the door to insurance
companies, finance companies, real estate operating
companies, etc., without suggestion of any workable
limitation. Congress has enunciated a clear and simple
rule which ...is not to be set aside.?!

THE UNPUBLISHED RULINGS

With the publication of Rev. Rul. 88-65, Treasury and the
Service opened the door to ordinary loss claims with their
rejection of the literal interpretation of the gross receipts
test of section 165(g)(3)(B) approved by the courts in Adam,
Meldrum and their adoption of an analytical approach to
the interpretation of section 165(g)(3)(B), necessary to ef-
fect congressional intent to permit ordinary losses when the
worthless securities were issued by an active operating sub-
sidiary. But did Treasury intend to open the door to parents of
some types of active businesses that necessarily earn signifi-
cant amounts of passive source gross receipts in the conduct
of'their businesses, only to deny entry to parents of insurance
companies??? Nothing in Rev. Rul. 88-65 orin the legislative
history of section 165(g)(3) justifies such a narrow opening
and, indeed, at first the Service acknowledged the applica-
bility of the analytical approach of Rev. Rul. 88-65 to all
active businesses generating significant amounts of passive
source gross receipts in the conduct of their trades or busi-
nesses. Under the guidance of Rev. Rul. 88-65, the Service
issued taxpayer-favorable rulings to the parents of insolvent
insurance companies,? finance companies® and rental busi-
nesses,” all with excessive passive source gross receipts. In
each instance, the conclusion the parent was entitled to report
ordinary loss was based on the determination that the passive
source gross receipts of the subsidiary were earned as part
of the operation of its active trade or business and therefore
should not be treated as passive source gross receipts for pur-
poses of the gross receipts test of section 165(g)(3)(B).

For example, in PLR 9218038 (Jan. 29, 1992), the Service
ruled that the nonbank parent of a thrift savings bank could
report its losses on the thrift’s worthless stock as ordinary
losses, despite the subsidiary’s failure to satisfy the literal
language of section 165(g)(3)(B).?* In response to the tax-
payer’s request that the Service determine that the “interest”
income referred to in section 165(g)(3)(B) did not include



interest “actively earned” by the subsidiary, the Service ac-
knowledged the favorable precedent of Adam, Meldrum that
would permitittorejectthis interpretation. The Service noted,
however, that such interest was similar to the types of passive
source income included in the Code sections identified in
Rev. Rul 88-65, viz., sections 1244(c)(1) and 1372(e)(5)(C),
and under those Code sections “a distinction is made between
amounts received from the active conduct of a business and
passive orinvestmentincome.” Inaddition, noted the Service,
section 543 includes in personal holding company income the
same types of passive source gross receipts identified in sec-
tion 165(g)(3)(B),butsection 542 excludes from the definition
ofa personal holding company a lending or finance business,
even though such businesses earn significant amounts of
interest income. Finally, the Service also identified section
469, concerning the limitations on passive activity losses, as
another place in the Code where interest income earned in the
ordinary course of a trade or business should be distinguished
frominterest on investments. The Service concluded that, as it
was forrentsinRev. Rul. 88-65, the distinction between active
and passive income should be applied to interest earned as part
of'the active conduct of a trade or business for purposes of the
gross receipts test of section 165(g)(3)(B).”’

In field service advice issued two years later,?® the Service
noted that “[i]nsurance companies are required to accumulate
and invest reserves to pay out on losses of the insured” and
by doing so generate large amounts of passive source gross
receipts. Nonetheless, the Service ruled that the parent of an
insurance company, the shares of which had become worth-
less, could report the losses as ordinary. In extending the
application of Rev. Rul. 88-65 to parents of insurance compa-
nies, the Service stated:

Despite Adam, Meldrum & Anderson, we will no lon-
ger follow a literal interpretation test of section 165(g)
(3). Instead, we will look to whether the income was
“active” or “passive.” In Rev. Rul. 88-65, the income
was clearly from rents; however, the business was
beingactively managed. We believe that the distinction
between active and passive income should be applied
to other types of income. For example, a savings bank
would be considered an actively managed business,
notwithstanding the fact that its income was “interest”
and a loss arising from the worthlessness of its securi-
ties would be an ordinary one to its parent. See PLR

9218038 (1/29/92). Accordingly, we would restrict
the application of section 165(g)(3) to those situations
in which the activities of the subsidiary are [not] (sic)
passive in nature. In your case, an insurance business
is an actively managed business and its income from
interest and dividends are part of that business.

The Service next “opened the door” to the parent of another
insolvent insurance company in a technical advice memo-
randum issued shortly after the field service advice.” In this
ruling, the taxpayer acquired an insurance company in 1987
that shortly after acquisition experienced significant under-
writing losses. During the period 1982-1990, 43 percent of
the insurance company’s gross receipts were passive source
gross receipts. By 1990, the insurance company’s reserve
liabilities exceeded its assets and it was declared insolvent
and placed in rehabilitation by the state insurance regulator.
The taxpayer reported its loss from the worthless securities as
ordinary loss and this treatment was challenged during audit.
Inthetechnical advice memorandum issued to the audit team,
the Service agreed that the insurance subsidiary would not
satisfy the gross receipts test of section 165(g)(3)(B) were the
statute to be interpreted literally. While noting that the court
in Adam, Meldrum had refused to consider the legislative his-
tory of section 165(g)(3) in denying ordinary loss treatment,
the Service explained that “in contrast to this literal approach
in defining the scope of section 165(g)(3) of the Code, Rev.
Rul. 88-65 [citation omitted] employs a more analytical ap-

CONTINUED ON PAGE 22
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proach ... and relies for its rationale, in part, on the congres-
sional purpose underlying section 165(g)(3).”

InTAM 9538005, the Service acknowledged that the subsid-
iary described in Rev. Rul. 88-65 was a vehicle rental com-
pany, not an insurance company. The Service noted that in
their need to earn passive income, insurance companies are
similar to banks, although they do not have the special rules
thatbanks have under Treas. reg. §§ 1.165-5(h) and 1.582-1,
which provide thatifa bank subsidiary of a bank satisfies the
ownership test, its securities will not be treated as capital as-
sets in the hands of its bank parent. But this lack of a special
rule for insurance companies did not deter the Service from
concluding that the insurance subsidiary’s passive source
income should not be treated as passive source gross receipts
in ascertaining the subsidiary’s satisfaction of the gross re-
ceipts test. Just as in other situations—such as in the passive
activity loss rules of section 469 and the personal holding
company rules of section 542— where the receipt of exces-
sive income from passive sources mandates or excludes spe-
cific tax treatment, the tax law treats the receipt of interest
by insurance companies the same as the receipt of interest by
banks because both earn interest as anecessary part of the ac-
tive conduct of their businesses. Indeed, noted the Service, in
the personal holding company legislation, “Congress sought
to place insurance companies on the same field as banks,
both of ‘whose active businesses involve the investment of
funds and the earning of interest and dividends.””*°

In concluding that the insolvent insurance company sub-
sidiary should be treated as an “affiliated corporation” of
the taxpayer, the Service in TAM 9538005 again referred to
the legislative history underlying section 165(g)(3) and its
predecessor as demonstrating congressional intent to permit
ordinary loss when the subsidiary is an operating company
and denying it when the subsidiary is an investment or hold-
ing company. The receipt of large amounts of income from
passive sources, explained the Service, does not contradict
the conclusion that an insurance company is an active busi-
ness; rather, earning investment-type income is an integral
part of its provision of insurance to customers.’' Thus, ex-
cluding the interest and other passive source gross receipts
of an insurance company from the meaning of royalties,
rents, interest, etc, as those terms are used in section 165(g)
(3)(B), is appropriate.

The similar treatment of interest from banks and insurance
companies in the context of passive and active income

has been viewed as justified by practical reality. As with
banks, investments are an integral part of an insurance
company’s business and are a principal source of its
income. [Citation omitted.] Although life insurance com-
panies are taxed differently than other types of insurance
companies, life insurance companies maintain reserves
that are expected to earn investment income. The invest-
ments that earn this income are an essential component
of insurance companies’ businesses. In addition, the
activity necessary to earn interest in the situations of both
banks and insurance companies is similar. Both involve
similar types and amounts of effort to attract borrowers/
insurers, to process their applications and premiums, to
administer, account for, and report appropriate infor-
mation, and actively to oversee and supervise invested
funds.

In this case, Insurance Company was an active insurance
company, which actively sold credit life, accident and
health insurance policies and earned significant premi-
ums in connection therewith, which it invested as an inte-
gral part of its business and source of income. [Footnote
omitted.] This is not the type of passive holding company
that was intended to be excluded from the special ordi-
nary loss treatment of section 165(g)(3) of the Code.*

Although this ruling is well-reasoned, entirely consistent
with prior unpublished rulings, and amply supported by
the analysis and rationale of Rev. Rul. 88-65, the Service
signaled its desire to follow a different path two years later
when it announced, in response to a letter ruling request, its
withdrawal and reconsideration of TAM 9538005.33 The
Service revoked the 1995 TAM with the issuance of TAM
9817002,3* in which it offered a more narrow interpretation
of the scope of Rev. Rul. 88-65 than prior unpublished rul-
ings, articulated a new explanation for the purpose of section
165(g)(3), and adopted a test different than that used in Rev.
Rul. 88-65 for ascertaining when certain passive source gross
receipts should not be included in the passive source gross
receipts described in section 165(g)(3)(B).

At first, the “law and analysis” portion of TAM 9817002
reads much like those of the rulings described above, with
a summary of the statute, a short discussion of its legislative
history, and an explanation of the “analytical approach” of
Rev. Rul. 88-65. In the 1998 TAM, however, the Service of-
fersanew and slightly different congressional purpose forthe
ordinary loss rule found in section 165(g)(3) and suggests it



was enacted to permit the parent to obtain the effect of filing
a consolidated return with its subsidiary and thereby report
directly the ordinary (or capital) losses the subsidiary would
have recognized and contributed to consolidated taxable in-
come had the subsidiary sold the assets producing the passive
source gross receipts.

The legislative history further indicates that its purpose
was to provide the parent corporation with an ordinary
loss in order to correspond more closely to the treatment
allowed ifthe parentand subsidiary were able to ignore the
separate corporate entities by filing consolidated returns.
It also provides that, in such circumstances, the losses
of one corporation may be offset against the income of
the other, thus providing an indication that those losses
should be treated as ordinary losses. Therefore, itis appro-
priate to treat the claimed loss arising from the worthless-
ness of the subsidiary stock in a manner consistent with
the treatment the parent would have been afforded if the
parent disposed of the underlying assets of the subsidiary
directly.*

This recasting of the congressional purpose for section 165(g)
(3)leads the Service in effect to adopt a new standard for when
passive source gross receipts will not be treated as royal-
ties, rents, interest, etc., under section 165(g)(3)(B). Rather
than employing the test of Rev. Rul. 88-65, i.e., ascertaining
whether the subsidiary was actively engaged in a trade or busi-
ness, the losses from which resulted in its securities becoming
worthless, the Service in TAM 9817002 employs a look-
through test—itrequires the parent to adopt as the character of
its worthless securities the character of losses the subsidiary
would have reported had it engaged in a hypothetical sale
of the assets generating the passive source gross receipts.
(The ruling also suggests the Service would impose as a pre-
requisite to the allowance of ordinary losses under this new
look-through approach that the hypothetical sale of the assets
generating the passive source income generate net loss.)

There is no indication in the record that the assets generat-
ing the interest, dividends and capital gains of Insurance
Company did not constitute capital assets in the hands of
Insurance Company. Treating income from these assets
as not being from interest, dividends and capital gains
within the meaning of section 165(g)(3)(B) would be
inappropriate when the disposition of the underlying
assets generating that income would give rise to capital

rather than ordinary treatment. To do so would have the
unacceptable effect of converting what would have been
a capital loss to Insurance Company into an ordinary loss
to taxpayer.3

Because the assets producing passive source gross receipts
were capital assets, the insurance company describedin TAM
9817002 would have reported any
gain or loss on their sale as capital
gains or losses. Accordingly, ordi-
nary loss on the worthless securi-
ties was denied to the parent.

Nothing in the statute, its legisla-
tive history or Rev. Rul. 88-65
supports this “hypothetical sale,
look-through” interpretation of
section 165(g)(3), however. And
nothing in either the 1995 TAM or
the 1998 TAM indicates that the
insurance company had built-in
losses in its investment portfolio.
The underlying facts, set forth in
greater detail in TAM 9538005, do
indicate, however, that the subsidiary’s losses were due to its
unfavorable underwriting activities. Had the results of this
underwriting activity been reported directly by the parent, it
would have produced ordinary loss to the parent and had this
book of business been reinsured, it would have produced anet
deduction, due to the likely negative ceding commission rein-
suring such abook of business would require.”’ This is exactly
the situation section 165(g)(3) was enacted to address.

Contrary to the description of congressional purpose in enact-
ing section 165(g)(3) set forth in TAM 9817002, the legisla-
tive history of section 165(g)(3) demonstrates (and the GCM
underlying Rev. Rul. 88-65 explains) that Congress enacted
the ordinary loss rule of section 165(g)(3) because when two
companies are closely enough related to file consolidated
returns (even when they do not), it is appropriate to treat them
as in effect consisting of one operating business. When the
subsidiary is merely a passive investment company, its losses
are investment losses and the parent’s costs of capitalizing the
subsidiary should also be treated as investment losses.

When the subsidiary’s losses from the active conduct of a
trade or business render its securities worthless, the parent’s
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costs of capitalizing the insolvent subsidiary should be treated
as the parent’s own losses from a trade or business rather than
as investment losses of the parent from the sale or exchange
of its subsidiary’s securities, a result not otherwise provided
for under the Code, even for consolidated taxpayers. To dis-
tinguish between passive investment subsidiaries and active
operating subsidiaries, Congress incorporated into section
165(g)(3) the gross receipts test of section 165(g)(3)(B). But
congressional purpose in enacting the predecessor of section
165(g)(3) is only given effect if the gross receipts test is con-
strued as excluding rents, royalties, interest, dividends and
capital gains earned as part of the active conduct of a trade or
business. This is the foundation on which Rev. Rul. 88-65 is
based, not that the income-generating assets themselves are
not capital assets.*®

CONCLUSION

Other recent unpublished guidance applying section 165(g)(3)
that could be read as contradicting or being inconsistent with
prior unpublished guidance suggests it is time for additional
published guidance. For example, in rejecting a taxpayer’s ar-
gument that the fact that its worthless subsidiary had zero gross
receipts and therefore did not have excessive gross receipts
from passive sources, the Service has said that “where, as here,
Congress has imposed a test for eligibility for a particular tax
benefit that ‘more than 90 percent of the aggregate of gross re-
ceipts...” mustcome from sources other than those enumerated,
ithas also imposed arequirement that there be gross receipts.”
Butin TAM 200914021 (April 3,2009), the Service concluded
that a corporation that became worthless in its first year of exis-
tence and never had any gross receipts nonetheless satisfied the
gross receipts test of section 165(g)(3)(B). While it is true that
in the earlier ruling, the worthless subsidiary was described as
a holding company, whereas in the later ruling, the subsidiary
was described as an operating company, the Service chose to
base its disregard of the subsidiary’s failure to satisfy the literal

requirements of the statute on congressional intent as reflected
inthe legislative history of section 165(g)(3):

We think that the legislative history supports a broader
reading of the operating company exception to capital
loss treatment.

The gross receipts test was apparently designed to de-
termine whether a subsidiary is an operating company
(for which an ordinary loss is allowed) or a holding or
investment company (for which an ordinary loss is not
allowed). ... We conclude that the legislative history
supports Taxpayer’s argument that Congress intended to
permit ordinary loss treatment where the subsidiary is an
operating company rather than an investment or holding
company.

Thenew focus of LMSB on financial institutions claiming or-
dinary losses under section 165(g)(3) for worthless securities
issued by subsidiaries and the current state of the Service’s
rulings, which seem to permit owners of rental companies,
thrift savings banks and software licensing companies to
disregard the passive source gross receipts of their subsidiar-
ies when the subsidiaries were active operating companies
but deny such treatment to owners of active insurance com-
panies, presents a situation ripe for controversy and best re-
solved by published guidance. New guidance from Treasury
should be consistent with Rev. Rul. 88-65 and treat passive
source gross receipts of an insurance company earned as part
of'its active insurance business as not constituting royalties,
rents, interest, dividends or capital gains as described in sec-
tion 165(g)(3)(B). ¢

Copyright Maureen Nelson

END NOTES
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See "IRS Official Previews Exam Issues Raised by Financial Crisis,” Tax Notes Today, May 11, 2009 (“An IRS official on May 8 flagged areas in which the Service
expects to see an increase in issues raised during examinations of financial services companies as a result of the economic crisis. ... Walter Harris, director of the
financial services industry at the IRS Large and Midsize Business Division, spoke at the Banking and Savings Institutions session of the American Bar Association
Section of Taxation meeting in Washington. He said the IRS is watching developments and anticipating what issues will come up in exams conducted against the
background of the economic downturn and resulting moves by financial institutions. The IRS is gearing up to see more issues involving treatment of bad debts
under section 166 and worthless stock under section 165(g), Harris said.”) This article concerns worthless stock losses under section 165(g).

A discussion of the legal standard for ascertaining when securities are considered to have become worthless and a loss may be recognized by the owner of such
securities is beyond the scope of this article. See, however, Treas. reg. § § 1.165-1(b) and (d) and Treas. reg. § 1.165-5()).

All section references are to the Internal Revenue Code (“Code”) of 1986, as amended, unless otherwise specifically stated.

See section 165(g)(3).

See Rev. Rul. 88-65, 1988-2 C.B. 32.

See PLR 9218038 (Jan. 29, 1992), FSA 1159 (Jan. 25, 1994), and TAM 9538005 (Sept. 22, 1995), discussed infra.

See TAM 9817002 (Jan. 5, 1998), discussed infra.
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8 When a security that is a capital asset becomes worthless, the resulting loss must be treated as arising from the sale or exchange of the security. Section 165(g)(1).

?  Excluded from “rents” are rents derived from properties leased to employees in the ordinary course of business and excluded from “interest” is interest received
on the deferred purchase price of assets sold. See section 165(g)(3(B).

10 Rev. Rul. 75-186, 1975-1 C.B. 72. The regulation under section 165(g)(3)(B), which merely repeats the statutory language describing the gross receipts test, adds

nothing to the understanding of the application of the ordinary loss rule of section 165(g)(3). See Treas. reg. § 1.165-5(d)(2)(iii).

Section 582 allows a bank, as defined in section 581, to report worthless stock of a bank subsidiary as ordinary losses, notwithstanding section 165(g)(3), and to claim

a bad debt deduction for worthless debt securities, notwithstanding section 166(e). But when the taxpayer is not a bank, the treatment of worthless securities issued

by a bank subsidiary is subject to section 165(g)(3). See, e.g., PLR 9218038 (Jan. 1, 1992).

2 The ruling cites S. Rep. No. 91-1530, 91st Cong., 2d Sess. 2 (1970), 1971-1 C.B. 617, 618; S. Rep. No. 77-1631, 77th Cong., 2d Sess. 46 (1942), 1942-2 C.B. 504, 543.

¥ See GCM 39746 (Aug. 8, 1988).

W Pub. L. No. 753, section 123(a)(1), 56 Stat. 798, 820 (1942).

s S.Rep. No. 77-1631, 77" Cong., 2d Sess. 46 (1942), 1942-2 C.B. 504, 543.

6 “The legislative history indicates the purpose of section 23(g)(4) [of the Internal Revenue Code of 1939] was to allow a parent corporation to claim an ordinary loss
deduction for the stock of its subsidiary if it becomes worthless, regardless of whether the parent and subsidiary file a consolidated return or not.” PLR 200924040
(June 12, 2009), citing S. Rep. No. 77-1631, 77 Cong., 2d Sess. 46 (1942), 1942-2 C.B. 504, 543. In keeping with the idea of treating closely related corporations as
one, the initial ownership test, which required at least a 95 percent ownership, was relaxed in 1971 to permit a subsidiary to qualify as an “affiliated corporation”
when the ownership test of section 1504(a)(2) (ownership of at least 80 percent of vote and value) for filing consolidated returns is satisfied.

7 GCM 39746, quoting S. Rep. No. 1530, 91¢ Cong., 2d Sess 2 (1970), part of the legislative history underlying a 1971 amendment to section 165(g)(3).

® S, Rep. No. 1530, 91*t Cong., 2d Sess. 2 (1970).

¥ Id., quoting the comments of Senator Davis made in connection with 1944 amendments, sponsored by him, to the predecessor of section 165(g)(3), which added
the language still in section 165(g)(3)(B) that excludes from prohibited gross receipts rents from rentals to employees in the corporation’s ordinary course of busi-
ness and interest earned on deferred purchase price of operating assets sold.

2 As originally enacted in 1942, the gross receipts test was expressed as requiring more than 90 percent of the issuer’s gross incomes from all taxable years to be
other than income from passive sources. When it was enacted as section 165(g)(3)(B) as part of the 1954 Code, “incomes” was changed to “receipts.”

21 Commissioner v. Adam, Meldrum & Anderson Co., 215 F.2d 163, 166 (2d Cir. 1954), aff'g 19 T.C. 1130 (1953).

2 |t may be more accurate to say parents of insurance subsidiaries with worthless securities were admitted to the world of ordinary losses, only to be tossed out a few
years later. See FSA 1159, Vaughn #1159 (Jan. 25, 1994) and TAM 9538005 (Sept. 22, 1995). But see TAM 9723011 (June 6, 1997) in which the Service announced its
reconsideration of TAM 9538005 and TAM 9817002 (Jan. 5, 1998) in which the Service revoked TAM 9538005.

z o d.

% See PLR 9218038 (Jan. 29, 1992).

% See PLR 200003039 (Jan. 24, 2000).

% As the PLR notes, banks that own worthless securities of bank subsidiaries may rely on section 582 to support claiming ordinary losses but nonbank owners must
resort to section 165(g)(3).

2 Another example of where the Code treats income normally considered passive in nature as not passive when earned by an insurance company as part of the
conduct of its insurance business is found in section 1297, which addresses passive foreign investment companies (“PFICs"). Although a foreign corporation that
derives at least 75 percent of its gross income in any taxable year from passive sources such as interest and dividends is subject to the PFIC regime, which generally
taxes to the PFIC's shareholders the foreign corporation’s undistributed taxable income, passive income “derived in the active conduct of an insurance business by
a corporation which is predominately engaged in an insurance business and which would be subject to tax under subchapter L if it were a domestic corporation”
is not counted as passive source income for purposes of determining if the foreign corporation has derived at least 75 percent of its gross income from passive
sources.

% See FSA 1159 (Jan. 25, 1994).

2 TAM 9538005 (Sept. 22, 1995).

* Id., quoting S. Rep. No. 93-1061, 93d Cong., 2d Sess. 3 (1974).

31 As acknowledged by the Service in TAM 9538005, it is certainly possible that a company claiming to be an insurance company under the Code will be determined
to have as its primary and predominant activity the making of investments and not the issuance or reinsurance of insurance contracts. See, e.g., Inter-American Life
Ins. Co. v. Commissioner, 56 T.C. 497 (1971), aff'd, 469 F.2d 697 (9" Cir. 1972). See also TAM 200824029 (June 13, 2008). In such a situation, it would be appropriate
to treat the receipts from passive sources as excessive passive source gross receipts under section 165(g)(3)(B).

2 TAM 9538005, infra.

3 See TAM 9723011 (June 6, 1997).

3 TAM 9817002 (April 24, 1998).

s d.

*d.

3 See Treas. reg. § 1.817-4(d).

Compare PLR 200924040 (June 12, 2009), in which the Service concluded that, because the purpose of the gross receipts test is to separate operating companies

from investment companies, the royalties earned by a software development company for the use of its proprietary software would not be treated as passive source

gross receipts for the purpose of the gross receipts test of section 165(g)(3)(B) because the company was engaged in the active conduct of a trade or business of
developing, manufacturing, or producing computer software. The “look-through” test of TAM 9817002 was not mentioned or applied.

3 See TAM 8939001 (June 9, 1989).




recently released Technical Advice Memorandum

200939019 (“the TAM”). The TAM initially caused a
stiramong some in the insurance tax industry because it disal-
lows a tax deduction that was permitted on the NAIC' Annual
Statement (hereinafter “NAIC statement”). Specifically, the
TAM states thatunpaid loss adjustment expenses (“LAE”) for
retiree medical benefits may only be deducted in the tax year
in which the benefits are included in income by the employee
who earned the benefits, despite the fact the amounts were
properly included on the NAIC statement and regardless of
deductibility of the unpaid LAE under the Internal Revenue
Code (“the Code”).?

The Internal Revenue Service (“the Service” or “IRS”)

The Taxpayer in the TAM was an affiliated group of nonlife
insurance companies that provided retiree medical benefits
to its claims personnel. The TAM states that the retiree medi-
cal benefits qualified as deferred compensation and were,
therefore, subject to the deductibility limitations of section
404(a)(5) of the Code. However, the TAM is most notable
for what it does not discuss, rather than what it does discuss.
While some taxpayers might claim that the brightness of the
line the TAM presents for broadly applying section 404(a)(5)
is not actually as vivid, or as straight, as the TAM appears to
reflect,’ the TAM illustrates the risk that the IRS can and will
assert Code provisions that it believes are inconsistent with
the NAIC statement.

A SUMMARY OF THE TAM

The facts in the TAM are straightforward. The Taxpayer is
a U.S. parent company. Together with certain of its affili-
ates—all of which are property and casualty insurers—it files
aconsolidated federal income tax return (collectively referred
to hereinafter as “the Taxpayer”). The Taxpayer provides
retiree medical benefits to its claims personnel. For the two
yearsatissueinthe TAM, the Taxpayerincluded inits calcula-
tion of unpaid LAE, the discounted amount of the actuarially
determined future retiree medical benefits to be provided to
claims personnel. The right to these benefits had been earned
by the employees through the performance of services in2005
and 2006. Benefits will be paid as medical benefits are needed
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in retirement. The Taxpayer represented that the unpaid LAE
amounts were not contributed to a welfare benefit fund as
defined in section419(e).

The IRS identified the issue in the TAM as whether the
Taxpayer was entitled to deduct “anticipated future retiree
medical benefits” for claims personnel as unpaid LAE in de-
termining its losses under section 832(b)(5), or whether sec-
tion 404(a)(5) precludes deductibility of such amounts until
the year in which retiree medical benefits are includable in
gross income of the employee receiving the benefits. The
TAM concludes that section 404(a)(5) “trumps” the provi-
sions of subchapter L (sections 801- 848) and, therefore, the
amounts were not currently deductible as losses incurred.

The IRS then set forth the statutory and regulatory provisions
it considers relevant to a determination as to which deduc-
tion timing rules apply in this case: the rules of subchapter L
specifically applicable to insurance expenses or the rules of
subchapter D that are generally applicable to deferred com-
pensation and benefits.

SUBCHAPTER L AND THE TAXPAYER

Basically, the statutory scheme for taxing insurance compa-
nies has evolved since the adoption of the income tax in 1913
as a creature unto itself,* with special provision upon special
provision that frequently create irritation when they come into

contact with noninsurance provisions of the Internal Revenue
Code.?

Since 1921, insurance companies have been subject to
special tax provisions of great complexity, which can be
understood only in the context of the industry’s financial
practices and are not susceptible to examination in a work
intended for general consumption.®

This is one case that demonstrates the importance of a holistic
view of the U.S. tax system and presents one circumstance in
which tax professionals are forced to consider which set of
rules prevails over another when more than one arguably ap-
plies to a specific set of facts.



Part IT of Subchapter L of the Code provides the tax rules ap-
plicable to property and casualty insurance companies; it de-
fines taxable income for such companies as gross income’ less
deductions allowed by section 832(c). Section 832(b) pro-
vides that gross income of a property and casualty insurance
company includes the combined gross amount earned from
investment income and underwriting income, “computed on
the basis of the annual statement approved by the National
Association of Insurance Commissioners.” [Emphasis
added.] Treasury Regulation section 1.832-4(a)(2) provides:

Theunderwriting and investment exhibit [ofthe NAIC an-
nual statement] is presumed to reflect the true net income
of the company, and insofar as it is not inconsistent with
the provisions of the Code will be recognized and used as
abasis for that purpose.

Thus, taxpayers computing their taxable income under section
832(b) must first compute the sum of investment income?® and
underwriting income,’ and then deduct allowable expenses as
provided in section 832(c) using the methodology approved
by the NAIC. Section 832(b)(3) provides thatunderwriting in-
come consists of the premiums earned on insurance contracts
during the taxable year, less losses incurred and expenses
incurred. [Emphasis added.] Accordingly, earned premiums
reduced by losses incurred and expenses incurred equals
underwriting income. A property and casualty insurance
company computes gross income by adding the underwriting
income thus obtained to investment income. It then reduces
this gross income amount by deductions permitted to reach
net taxable income.

Section 832(b)(5) defines “losses incurred” inrelevant part as
anamount equal to the losses paid during the taxable year, plus
allunpaid losses on life insurance contracts and all discounted
unpaid losses (as defined in section 846), outstanding at the
end of the taxable year. [Emphasis added.] Section 832(b)
(6) provides that “expenses incurred” do not include any un-
paid LAE shown on the annual statement—that unpaid LAE
shown on the annual statement are to be included in unpaid
losses. Section 846(f) states that the term “unpaid losses” in-
cludes any unpaid LAE shown on the annual statement.

The Taxpayer in this TAM appropriately included expenses
associated with the unpaid retiree medical expenses for its
claims personnel in unpaid losses on its annual statement
filed with the NAIC. As a result, in compliance with sections

846(f) and 832(b)(6), the Taxpayer included these amounts
inunpaid losses on its federal income tax return for the years
atissue. In accordance with section 832(b)(3), this inclusion
reduced underwriting income and therefore gross income
of the Taxpayer. The IRS conceded in the TAM that the
Taxpayer’s inclusion of estimates of its liabilities for retiree
health benefits in unpaid LAE (and thus in unpaid losses) on
the NAIC statement was appropriate. LAE are not defined
in the Code or the regulations for tax purposes; therefore,
taxpayers generally must rely on the guidance provided by
the NAIC for purposes of the annual statement. Furthermore,
because neither the Code nor the treasury regulations specifi-
cally define LAE, there is, arguably, no opportunity for the
NAIC statement to be “inconsistent with the provisions of
the Code” on this point. As noted above, the Taxpayer in the
TAM included the discounted amounts for retiree medical
benefits as unpaid losses on the NAIC statement and, follow-
ing sections 832(b)(6) and 846(f), used the amount of unpaid
losses on its NAIC statement to reduce underwriting income
in computing taxable income under section 832(b).

Thus, looking at those provisions inisolation, it would appear
that the Taxpayer had no choice but to include these amounts
in LAE in the computation of its taxable income. So why,
then, did the IRS disallow the Taxpayer’s inclusion of unpaid
LAE attributable to the retiree medical benefits of its claims
personnel?

SECTION 404 AND CURRENT DEDUCTIONS
FOR DEFERRED BENEFITS

An Overview of Section 404 of the Code

Section 404(a) provides that if compensation is paid or ac-
crued on account of any employee under a plan deferring the
receipt of compensation, the compensation is not deductible
under chapter 1 of subtitle A of the Code; but ifthe compensa-
tion would “otherwise be deductible,” it is deductible under
section 404 subject to the limitations imposed thereunder as
to the amounts deductible in any year. Section 404(a)(5) pro-
vides that compensation paid under a “nonqualified plan of
deferred compensation”'? is deductible in the taxable year in
which the employees participating in the plan include in gross
income an amount attributable to the contribution.!

Future Retiree Medical Benefits
Section 404(b) generally disallows a deduction by an em-
ployer for a contribution paid under a “nonqualified plan of

CONTINUED ON PAGE 28
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deferred compensation” until the employee includes the value
of'the compensation in taxable income. These rules generally
follow the “usual requirements of the tax law for deductibility
(for example, the item must be an ordinary and necessary
business expense or an expense with respect to property held
for the production of income).”'? In 1984, Congress had two
fundamental concerns regarding deferred compensation. One
was that an employer might “promise” to pay an employee
or independent contractor with future compensation and
claim a current deduction under the “usual requirements of
the tax law for deductibility” without a matching inclusion in
income by the employee. The second was that an employer
might promise an employee a deferred benefit (such as retiree
medical benefits) and claim a current deduction. Congress ad-
dressed both concerns by amending section 404(b) to include
future benefits in the definition of deferred compensation for
purposes of limiting deductibility under section 404(a)(5).

Treasury promulgated temporary regulations in 1986 (modi-
fied in 1992) establishing a presumptive period after which
a payment is deemed to be deferred compensation for pur-
poses of chapter 1 of the Code. Treasury Temp. Reg. section
1.404(b)-1T, Q&A-2(b)(1) provides that if compensation
or benefits are received more than 2 %> months after the end
of the employer’s taxable year in which the services giving
rise to the right to receive such compensation or benefits
are performed, then such plan, method, or arrangement is
presumed to be a deferred compensation or deferred benefits
program.'® Thus, the IRS concluded that the retiree medical
benefits earned by the Taxpayer’s claims personnel qualified
as deferred benefits, regardless of any other characterization
asunpaid LAE under subchapter L.

Congress also expanded the application of section 404(a)(5)
to apply in the absence of'a formal plan of deferred compensa-
tion to a “method or arrangement of compensation which has
the effect of a plan deferring receipt of compensation.”'

The Act [DEFRA 1984] provides generally that whether
or not the deferral of compensation takes place under
a benefit plan, rather than a compensation plan, is im-
material for the purpose of determining whether the
deduction-timing rules of section 404 apply to the plan.
Under the Act, any plan, method, arrangement providing
for deferred benefits for employees, their spouses, or their
dependents is to be treated as a plan deferring the receipt
of compensation. The test is to be applied by determining

whether a benefit would, if considered to be compen-
sation, be considered to be deferred compensation. A
benefit that would be considered deferred compensation
under this test is a deferred benefit.

Congress wished to emphasize that the special rules govern-
ing employer deductions with respect to deferred compensa-
tion are provided in lieu of the general deduction timing rules
of the Code relating to compensation and that their applica-
bility should be carefully considered in all cases involving
the timing of deductions with respect to compensation for
services. '

Still concerned about potential abuses in the deduction-tim-
ing rules for deferred compensation and benefits,'” Congress
enacted a clarifying amendment to section 404 in the Tax
Reform Act of 1986,'® which eliminated references to sec-
tions 162 and 212" in section 404(a) and replaced them with
“under this chapter; but if they would otherwise be deduct-
ible...,” thereby broadening the limitations on deductibility
of section 404 to the entire chapter of the Code. The Senate
Report stated with respect to this “clarifying amendment:”

The bill clarifies that the deduction-timing rules for
deferred compensation arrangements apply to any plan
or method of deferring compensation regardless of the
section under which the amounts might otherwise be
deductible and that the amounts shall be deductible under
section 404(a)(5) and shall not otherwise be deductible
under any other section. This clarification is necessary
to prevent taxpayers from asserting that deferred com-
pensation is attributable to capitalizable compensation
expenses and, thereby accelerate the timing of the deduc-
tion for such compensation.?’

Section 832 had not been referenced in prior versions of sec-
tion 404(a); therefore, Congress had no reason to specifically
mention it when broadening section 404. How did the IRS
conclude that unpaid LAE constituted deferred benefits such
that the inclusion of said amount on its tax return would be
subject to section 404(a)(5)?

This is one area where the TAM is silent. The facts do not
provide a detailed description of the transaction giving rise
to the tax issue. The TAM states only that actuarially deter-
mined and discounted amounts associated with future retiree
medical benefits earned by claims personnel were included in



unpaid LAE. There is no mention of a policy being issued or a
premium being paid to cover the employer’s liability for these
benefits. Rather, this arrangement is an unfunded, unsecured
promise to pay benefits in the future, i.e., deferred compensa-
tion. Thisis distinguished from Rev. Rul. 92-93 where the IRS
concluded thatalife insurance company couldissue life insur-
ance contracts on its own employees and increase reserves to
reflect the assumption of those life risks.

Had the benefits been insured, the IRS would have followed
the conclusions itreached in two private letter rulings—PLRs
9245006 and 9752061—that an insurer’s risk of uncertainty
as to its funding obligation for retiree health benefits qualifies
as a noncancellable accident and health (“A&H”) contract
risk.

In PLR 9245006, a life insurance company marketed a policy
that indemnified an employer-policyholder for retiree health
benefit liabilities incurred under the policyholder’s health
plan. The policy specified either a single premium or multiple
premium payments to be made by the employer-policyholder
on the date or dates specified in the policy. The insurer re-
ported the policy as a group A&H insurance contract on its
annual statement filed with the state insurance commissioner.
The Service concluded that the policy was a noncancellable
A&H insurance contract for federal tax purposes and that the
reserves required in addition to the unearned premium reserve
qualified as life insurance reserves under section 816(b). The
IRS reached the same conclusion in PLR 9752061.

Ifthe TAM had presented an insured arrangement, the analy-
sis could have been different. Instead, the TAM concludes that
unpaid LAE associated with unfunded promises to employees
are deferred benefits under Treas. Temp. Reg. section 1.404-
1T, Q&A-2(b)(1).

THE CLASH OF THE TITANS

The Taxpayer’s situation presented a “perfect storm” for the
clash of section 404 and its general policy of matching deduc-
tions for deferred compensation and benefits with the specific
tax accounting rules applicable to the insurance industry. The
Taxpayer argued first that because the future retiree medi-
cal benefits were includible in unpaid LAE under the NAIC
statement, the tax treatment of those costs was controlled by
subchapter L. Second, the Taxpayer argued that under section
832(b) of subchapter L, unpaid LAE are a component of gross
income rather than a deduction and that section 404(a)(5) gov-

erns the timing of deductions and is therefore inapplicable to
the calculation of taxable income under section 832.

In its analysis, the IRS addressed the Taxpayer’s first argu-
ment by conceding that the annual statement required by the
NAIC is the starting point for determining taxable income
of insurance companies, including
the amount of discounted unpaid
losses on insurance contracts; and

In PLR 9245006, a life

that the term “unpaid losses” in-
cludes unpaid LAE as shown in the
annual statement. However, the IRS
emphasized the “broad scope of the
deduction timing rules of section
404” and concluded that “even if
Taxpayer is correct in its assertion
that the unpaid loss adjustment
expenses would ordinarily be taken
into account as part of its losses
incurred under section 832(b)(5),

insurance company
marketed a policy that
indemnified an
employer-policyholder
forretiree health benefit
liabilities incurred under
the policyholder’s health

the deduction timing rules in section
404(a)(5) take precedence.” p | an.

The IRS rejected the Taxpayer’s second argument as “not
persuasive” and “inconsistent with the manner in which
‘losses incurred’ are generally characterized.” The IRS
bolstered its “generally characterized” statement by citing
section 832(c)(4), which refers to losses incurred as one of
the “deductions allowed” in computing the taxable income of
an insurance company, and Treas. Reg. section 1.832-4(b),
which specifically states that every insurance company tax-
able under section 831 must be prepared to establish that the
part of the “deduction for ‘losses incurred” which represents
unpaid losses at the close of the taxable year comprises only
actual unpaid losses.” The IRS then cited court cases wherein
losses incurred were at issue and the court characterized
losses incurred as a deduction for tax purposes.?!

AN INTERESTING EXCEPTION FOR HEALTH
CARE PROVIDERS

In TAM 9723005 (Feb. 6, 1997), the IRS addresses the same
issue involved in the subject TAM—whether the deduction
timing rules of section 404 took precedence over the rules of
subchapter L—but the facts were different. The taxpayers in
the 1997 TAM were an affiliated group of health maintenance
organizations (“HMOs”) that were taxed as nonlife insur-
ance companies. The payments at issue were certain “risk

CONTINUED ON PAGE 30
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withholds” and “surplus distributions,” amounts prescribed
in the HMO’s individual provider agreements with various
physicians and other health care providers. The taxpayers in-
cluded the amounts in incurred but unpaid claims reserves and
reported the amounts as deductions on the taxpayers’ NAIC
statements. The IRS went through the same analysis presented
in the subject TAM and reached the same conclusions—that
the amounts in question qualified as deferred compensation
under section 404 and, therefore, the deductibility-timing
rules of section 404(a)(5) took precedence over the rules of
subchapter L with respect to the timing of reserve deductions.

Inthe 1997 TAM, the IRS raised the possibility ofthe taxpayer
rebutting the presumption that the “risk withholds” and “sur-
plus distributions” were deferred for at least 2 /2 months after
the close of the HMQO’s taxable year in which the amounts
were earned.?? The IRS stated that the taxpayer did not provide
any information to rebut the presumption of deferred status:

The taxpayer may rebut the presumption established
under the previous subparagraph with respect to an
amount of compensation or benefits only by setting forth
facts and circumstances the preponderance of which dem-
onstrate that it was impracticable, either administratively
or economically, to avoid the deferral of the receipt by
an employee of the amount of compensation or benefits
beyond the applicable 2 /2 month period and that, as of the
end of the employer’s taxable such impracticability was
unforeseeable.?

The subject TAM did not discuss or even cite Rev. Proc.
2004-41,2004-2 C.B. 90. That revenue procedure sets out the
circumstances under which an insurance company that makes
incentive payments to health care providers will be permitted
to include those payments in discounted unpaid losses without
regard to the deductibility-timing rules of section 404.%* In the
revenue procedure, the IRS acknowledged the following:

Applying section 404 and the regulations thereunder to
incentive payments made by the taxpayers would create
a substantial administrative burden for the taxpayers and
the Service, since the liabilities for incentive payments
shown on the annual statements filed by the health in-
surance companies and HMOs generally are not broken
down into amounts that will be owed to specific health
care providers.

Rev. Proc. 2004-41 addressed an extremely narrow set of
facts, a very specific administrative difficulty with limited
application to other taxpayers. Although it is not clear from
the revenue procedure or the two TAMs (the subject TAM
and the 1997 TAM) what constitutes an administrative
burden significant enough to warrant an exception to the ap-
plication of section 404, it is clear the IRS will consider such
situations.

CONCLUSION

Thetaxation of insurance companies is complex, specialized,
and generally self-contained in subchapter L of the Code.
There are instances, however, when it becomes necessary to
determine how the provisions of subchapter L and tax rules
of more general applicability work in conjunction with each
other. TAM 200939019 presents one such circumstance. The
IRS has taken the position that the deduction-timing rules ap-
plicable to deferred compensation and benefits consider and
negate the deduction-timing rules contained in subchapter
L with respect to the LAE that were the subject of the TAM.

Copyright © 2009 Deloitte Development LLC. All rights
reserved.

This publication contains general information only and
Deloitte is not, by means of this publication, rendering ac-
counting, business, financial, investment, legal, tax, or other
professional advice or services. This publication is not a sub-
stitute for such professional advice or services, nor should it
be used as a basis for any decision or action that may affect
your business. Before making any decision or taking any ac-
tion thatmay affect your business, you should consult a quali-
fied professional advisor. Deloitte, its affiliates and related
entities, shall not be responsible for any loss sustained by any
person who relies on this publication. 4



END NOTES
" National Association of Insurance Commissioners.

Unless otherwise indicated, all references to section are to the Internal Revenue Code of 1986, as amended (“the Code").

See TAM 9723005 (February 6, 1997) and Rev. Proc. 2004-41, discussed infra.

The first insurance company specific rules entered the Code in 1921.

“While there are many who complain that the Internal Revenue Code is incomprehensible, there are some few who revel in the intricacies of its labyrinthine compo-
sition. But those who take delight in such pursuits and who also understand the mystic processes of establishing reserves in the life insurance industry are an even
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2 S. Rep. No. 313, 99" Cong., 2d Sess., 1013, May 29, 1986.

21 See e.g., Western National Mutual Insurance Company v. Commissioner, 102 T.C. 338. 343-44 (1994), aff'd, 65 F.3d 90 (7t Cir. 1995); Maryland Deposit Insurance
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NOTICE 2009-47: SECTION 7702 AND AGE 100
INSURED

In May 2009, Treasury and the Internal Revenue Service
(IRS) issued Notice 2009-47 (“Notice”) with proposed
safe harbors regarding the application of the computational

rules of sections 7702 and 7702A to a contract with mortal-
ity guarantees based on the 2001 CSO Mortality Tables. In
October 2009, ACLI submitted a letter in response to the
request for comments in the Notice. ACLI and its members
appreciate that the notice provided proposed rules and an op-
portunity for comment. The intersection of the rules of section
7702 and a new mortality table is an area where actuaries and
tax professionals must come together and the issuance of rules
in proposed form provides an opportunity to develop the most
workable rules.

ACLI endorsed the use of the recommendations of the 2001
CSO Maturity Age Task Force of the Society of Actuaries’
Taxation Section in the Proposed Safe Harbor. In particular
ACLI urged Treasury and IRS to finalize and publish the list
of age 100 testing methodologies in section 3.02(a)-(h) of
the Proposed Safe Harbor, subject to some technical sugges-
tions offered. In this connection, ACLI recommended that the
Proposed Safe Harbor be limited to life insurance contracts that
a) containmortality rate guarantees which are based onthe 2001
CSO Tables (or any successor prevailing mortality tables) and
b) may continue in force beyond the insured’s age 100.

ACLI’s letter contrasted these useful computational rules
with the proposed rule in section 3.02 (i) of the Notice, that
a contract be required to provide at all times a death benefit
equal to or greater than 105 percent of the cash value. ACLI’s
letter questioned whether basing the 105 percent corridor
requirement on case law requiring an insurance contract to
exhibit risk shifting and risk distribution was correct. The
Helvering v. Le Gierse' case should not apply to a contract
that complies with section 7702, provides material insurance
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ACLI UPDATE
COLUMN

By Walter Welsh and Mandana Parsazad

coverage during an insured’s life, and ceases to have a net
amount at risk in the rare circumstance in which the insured
survives to a very late age. The letter also pointed out that the
rules of section 7702 and section 72 should govern the taxa-
tion of distributions from life insurance contracts rather than
the general constructive receipt doctrine (see Treas. Reg. §
1.451-2(a)).

NEED FOR GUIDANCE ON COMBINED
ANNUITY AND LONG-TERM CARE
CONTRACTS

Even though Congress permitted life insurance companies
to issue annuity contracts that include qualified long-term
care insurance coverage as part of the Pension Protection Act
0f2006,> companies, Treasury and IRS are just now getting
around to discussing the fine points of how the federal tax
rules should apply to premiums, application of insurance
charges, payment of benefits and surrender of the contract.
Although the legislative history provides assistance with
a number of questions regarding the tax consequences to
policyholders who purchase combination annuity/long-term
care insurance contracts, there are other issues for which
there is currently no guidance available.

ACLI and its member companies have been identifying
a number of issues in need for guidance on the federal tax
treatment for annuity/long-term care combination contracts.
ACLIplans to ask for guidance to confirm that:

* All premiums paid into an annuity/long-term care insurance
contract will be included in the investment in the contract
consistent with §72(e)(11).

* The investment in the contract will be reduced by the long-
term care insurance charges that are imposed.

* Amounts received as qualified long-term care benefits will
be excluded from gross income under §104(a)(3).

* The payment of long-term care benefits under a combina-



tion contract does not cause a reduction in the investment in ACLI has met with Treasury and IRS to begin the discussion,
the contract, without regard to whether the payment causes a and believes that Treasury and IRS will issue guidance on

reduction in the contract’s cash value. a number of these questions. ACLI also believes that guid-
* Taxpayers may engage in a partial exchange of an annuity ~ ance on some of the more novel issues may be published in
contract for qualified LTC insurance. proposed form. 4
END NOTES
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LIFE INSURANCE SURRENDER LOSS RULED
DEDUCTIBLE
By John T. Adney and Bryan W. Keene

a loss incurred on the surrender of a life insurance

contract was not deductible for federal income tax
purposes. That wisdom has now been supplemented by a
further thought from the Internal Revenue Service (“IRS”):
in some circumstances a surrender loss is indeed deductible.

U ntil recently, the prevailing wisdom had been that

In a private letter ruling issued on July 17, 2009, and released
to the public on November 6— PLR 200945032—the IRS
concluded that, subject to certain conditions, two affiliated
banks were entitled to a deduction under section 165" for the
loss each incurred upon the surrender of a group variable life
insurance contract that each owned in connection with its
trade or business. The bank-owned life insurance (or “BOLI™)
contracts had been purchased, according to the IRS’s ruling
letter, to offset the projected costs of the banks’ future em-
ployee benefits. The losses arose because the market value of
the assets supporting the BOLI contracts had deteriorated to
amounts significantly below the premiums that the banks had
paid for the contracts, and a so-called stable value feature as-
sociated with the funds did not protect the banks from the full
amount of the losses. The conditions imposed by the ruling for
allowance of the deduction related both to the ascertainment
of the timing of the loss and the measurement of the loss.

The first condition that the IRS imposed on the allowance
of the loss deduction was one of general application under
the section 165 regulations, i.e., that no portion of a loss
for which there is a “reasonable prospect of recovery” on a
claim for reimbursement of the loss is deductible until after
the taxpayer ascertains “with reasonable certainty whether
or not such reimbursement will be received.” The ruling
recounts that the affiliated banks had filed a lawsuit against
the insurer that had issued the contracts and the BOLI broker
that had placed them with the banks, asserting that the insurer
and broker had a duty to monitor and manage the investments
supporting the contracts but failed to do so. This lawsuit con-
stituted a pending claim for reimbursement of all or some of
the losses incurred on the contracts’ surrender, and thus the
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ruling held that the banks must wait to take the deduction for
those portions of the losses as to which they had asserted a
claim for reimbursementuntil after they have ascertained with
reasonable certainty whether or not the pending claim will be
successful. Presumably this condition requires each of the
taxpayers to defer some or all of the otherwise allowable loss
deduction until the outcome of the lawsuit (or its settlement)
isreasonably clear.

The ruling’s second condition addressed the calculation of
the amount of the loss for which the section 165 deduction
is allowed. According to the ruling, the amount of the loss
with respect to each contract is determined by subtracting the
contract’s “tax basis” from the surrender proceeds, and for this
purpose the surrender proceeds include any amounts received
under a stable value feature and from any claim for reimburse-
ment. Importantly, the ruling next concludes that the tax basis
of each contract equals 1) the sum of the premiums paid for
that contract and any “mortality credits” applied to it pursuant
to an experience rating feature, minus 2) all cost of insurance
(“COI”) charges and net mortality and expense (“M&E”)
charges previously imposed under the contract. On the other
hand, intheruling the IRS did notrequire the tax basis of either
contract to be reduced by fees charged for investment man-
agement and for the stable value feature, observing that those
amounts would reduce only the surrender proceeds.

With regard to its determination of a contract’s tax basis, the
ruling acknowledged that section 72(e) generally governs
the determination of taxable gain upon the surrender of a life
insurance contract and does so without reduction for COI
or other charges imposed under the contract.® The ruling
reasoned, however, that section 165(a), not section 72(e),
governs the determination of losses, and that section 165(b)
provides that the basis for determining the amount of the loss
is the adjusted basis provided in section 1011 for determin-
ing the loss from the sale or disposition of property. Citing to
Century Wood Preserving Co. v. Commissioner* among other
time-honored authorities requiring basis to be reduced for
the cost of insurance protection in calculating the deductible
amount of a loss, the ruling then concluded that the determi-
nation of each contract’s adjusted basis under section 1011



requires a reduction for COl and M&E charges. While the rul-
ing is not surprising in its requirement that COI charges must
be subtracted from premiums paid in determining the adjusted
basis for loss purposes—the old case law had so ruled, and
the IRS had required the same subtraction in calculating the
original contract owner’s sale gainin Rev. Rul. 2009-13° —its
extension of this treatment to M&E charges was new. The IRS
offered no explanation for this extension. Likewise, no theory
was offered to distinguish the fees charged for investment
management and the stable value feature, by which the IRS
did not require the contract’s tax basis to be reduced.

Interestingly, the ruling also discusses the stable value feature
under the BOLI contracts in some detail—the first ruling to
do so. The ruling recites that the stable value feature had been
amended three times in the past, with each amendment being
accomplished by the insurer’s creation of a new investment
option under each contract together with the contract owner’s
reallocation of the contract values to the new investment
option. The stable value feature was intended to protect the
contract owner from some or all of any potential decline in
the values of the underlying funds, which consisted of “bank
eligible” investments that were managed with leverage and
short selling to enhance the funds’ returns. The ruling does
not discuss or otherwise address the tax treatment of the stable
value feature, including how that feature is treated under sec-
tion 817(h).

In sum, PLR 200945032 stands for the proposition that a
market-driven loss in a business-owned, variable life insur-
ance contract is deductible by the contract owner-taxpayer.
That conclusion had been hypothesized by a number of tax
advisors, but until the ruling was issued, it was unclear that the
IRS would agree with it. As generally required under section
165, of course, the deduction is premised on the ascertainment
of the amount of the loss, particularly when a recovery on a
reimbursement claimis possible. And the determination ofthe
amount deductible must be made by adjusting basis to remove
the expenditure for insurance protection, equated in the ruling
to the COI and M&E charges.

END NOTES

T Unless otherwise indicated, all references to “section” are to sections of the
Internal Revenue Code of 1986, as amended.

Treas. Reg. sec. 1.165-1(d)(2)(i).

See Rev. Rul. 2009-13, 2009-21 I.R.B. 1029 (Situation 1).

69 F.2d 967 (3¢ Cir. 1934).

Supra note 3. This aspect of the ruling was not without controversy. See
Gelfond and Fujimoto, “Recent Guidance Involving the Taxation of Life
Settlement transactions,” 5 TAXING TIMES 27 (Sept. 2009).

IRS CHALLENGES ASSET DROP
ASSUMPTION IN ACTUARIAL GUIDELINE 34

The February 2010 TAXING TIMES supplement has an
excellent comprehensive article by Edward Robbins and
Richard Bush on the many actuarial and tax issues involved
with Actuarial Guideline XLIII (AG 43). One tax issue the
authors discuss is the potential tax impact of the asset drop as-
sumption in the Standard Scenario. This matter merits further
consideration because the issue the authors have raised also
applies to prior tax years in the context of a similar asset drop
assumption in Actuarial Guideline XXXIV (AG 34), which
provides guidance on the computation of CARVM reserves
for variable annuities with guaranteed minimum death ben-
efits (GMDB). AG 34 has been superceded by AG 43, but pre-
sumably will continue to apply for tax purposes for variable
annuities with GMDB issued prior to 2010.!

AG 34, like the Standard Scenario in AG 43, projects fu-
ture guaranteed benefits by assuming an immediate drop
in the value of the assets supporting the variable annuity
contract, followed by a subsequent recovery at an assumed
rate of return until the maturity of the contract. In a Notice of
Deficiency?issued to CIGNA on March 12, 2009, the Internal
Revenue Service (IRS) contended that AG 34 reserves do not
qualify as life insurance reserves, at least to the extent they
are attributable to the asset drop assumption, and, therefore,
are not deductible as tax reserves. The IRS’s inclusion of this
issue in CIGNA’s Notice of Deficiency was a surprise to the

CONTINUED ON PAGE 36
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company because the issue had not been raised by IRS agents
in the audit of CIGNA’s tax returns. It also was a surprise to
life insurance companies generally because the IRS National
Office had been actively engaged in discussions with industry
representatives on AG 43 tax matters and had not raised the
asset drop assumption as a potential issue. In fact, Notice
2008-18° identified several tax issues of concern to the IRS
for VACARVM (which became AG 43) and Principle-Based
Reserves and did not mention this issue. The IRS also had is-
sued a technical advice memorandum dealing with reserves
computed using an asset drop assumption and never raised
this as a problem.*

The IRS’s legal theories behind its position in the CIGNA
case are not well articulated in the Notice of Deficiency, but
have been summarized in subsequent court filings. The IRS’s
argument seems to be that the portion of the AG 34 reserve
attributable to the asset drop assumption is not held for future
unaccrued claims under the contract, a requirement for life
insurance reserve qualification under section 816(b) of the
Internal Revenue Code. IRS contends that, because the assets
in the variable annuity separate account are sufficient to fund
the death benefit level if the annuitant were to die immedi-
ately, any reserves attributable to the asset drop assumption
cannot be held for the current guaranteed death benefits. The
IRS made this argument in a technical advice memorandum
issued before the adoption of AG 34 and before the enactment
of section 807(d) which requires tax reserves to be computed
using CARVM as prescribed by the National Association of
Insurance Commissioners (NAIC).’ The IRS further contends
that the reserve is being held for potential losses on assets
owned by the company (i.e., for an investment risk), relying
on a 1967 revenue ruling.® The ruling states that a potential
loss on assets is speculative and merely a solvency concern,
and characterizes a reserve held for an investment risk as a
contingency reserve, not a life insurance reserve.

In their article, Bush and Robbins set forth several reasons
why the IRS would be wrong if it were to make similar argu-
ments in an attempt to disallow a deduction for a portion of the
Standard Scenario reserve under AG 43. The authors point
out that: 1) the asset drop assumption is merely one of several
assumptions used in the Standard Scenario to project separate
account assets, and such a projection is necessary to estimate
future benefits; 2) pre-1984 Act case law permitted a reserve
deduction in analogous circumstances for risks inherent in
guaranteed future settlement options that had not yet been
elected; and 3) in any event, current section 807(d) requires

the use of CARVM prescribed by the NAIC and does not au-
thorize the IRS to second-guess the NAIC’s judgment that an
asset drop assumption is appropriate to compute the minimum
reserve to be held for guaranteed benefits.

In the case of AG 34, there are additional important consider-
ations that underscore the weakness of the position asserted
by the IRS in the CIGNA case. One consideration is that the
nonelective GMDB death benefits are guaranteed and can ex-
ceed the separate account assets. The Standard Valuation Law
(SVL)isnotvery helpful in specifying how reserves should be
computed for annuity contracts with GMDB, merely noting
that reserves for benefits provided under a variable annuity
contract must be appropriate in relation to the benefits and the
pattern of premiums for the plan. The Model Variable Annuity
Regulation is not much more help, simply providing that
reserves for variable annuities must recognize the variable
nature of the benefits provided and any mortality guarantees.
One approach to compute the GMDB reserve for a variable
annuity could have been to treat the guaranteed death benefit
as a separate contract. How this approach would be imple-
mented is unclear, however. For example, would Actuarial
Guideline XXX VIl principles for variable life contracts apply
and, if so, how? Another approach could have been to com-
pute a CRVM-type reserve for the net amount at risk (i.e., the
excess of the death benefit over the separate account assets).
Such an approach necessarily would require the insurer to as-
sume a particular set of rates of return such that net amounts at
risk are projected. The asset drop assumption is just one option
in selecting a rate-of-return assumption.

The NAIC declined to treat the death benefit as a separate
contractand in Actuarial Guideline XXXIII (AG 33) clarified
thatan integrated reserve under CARVM should be computed
taking into account all benefits under the contract, including
death benefits. The problem faced by the NAIC was how to
compute an integrated CARVM reserve. CARVM requires
reserves equal to the greatest present value of the various
guaranteed benefit options. Under this requirement, the as-
sumptions made for guaranteed future death benefits, both in
amountand in the probability of death occurring, are critical to
determine whether they are part of the greatest present benefit
value. The asset drop assumption in the integrated reserve in
AG 34 was adopted to reflect the insurance risk inherent in the
contract. Itis inappropriate to view the asset drop assumption
in AG 34 as resulting in a solvency reserve held for the risk
that the insurer’s assets will drop in value. Instead, the as-
sumption serves to measure the future net amount at risk for



the guaranteed death benefit which must be considered in the
overall context of the integrated CARVM reserve. In arguing
that the asset drop assumption is really a reserve for an invest-
mentrisk, the IRS is missing the point that it is the assets in the
general account that fund the GMDB, not the separate account
assets. Even more fundamental, the IRS may be confused by
the reference to “assets” in AG 34. Perhaps a more accurate
way to refer to the rate-of-return assumptions in AG 34 would
have been to describe an immediate drop in “account values”
followed by subsequent account value increases.

The IRS cannot be insisting that traditional life insurance
reserve CRVM principles derived from the SVL be used
because CRVM does not apply to annuities. But, it is unclear
from the CIGNA Notice of Deficiency and court filings how
the IRS believes CARVM reserves should be recomputed
and how any such recomputation would comply with section
807(d)’s mandate that the NAIC-prescribed method be used
for tax reserves. The IRS not only has asserted that the asset
drop assumption is improper, but also has argued that AG 34
cannot apply at all to contracts issued prior to the adoption of
that actuarial guideline. Perhaps the IRS is contending that
AG 33 should apply to contracts issued before the effective
date of AG 34, buthow or why the IRS believes areserve com-
puted under AG 33 must differ from an AG 34 reserve has not
been explained. In fact, since the adoption of the Variable Life
Insurance Model Regulation in 1974, an asset drop assump-
tion has been standard practice in determining reserves for
variable products. Moreover, AG 33 and AG 34 are consistent
inprinciple and both require an assumption as to future rates of
return on assets. So, the IRS must be arguing something like:
“AG 33 shouldbe applied inamanner thatavoids an asset drop

END NOTES

T Although AG 43 has retroactive statutory effect for contracts issued before
its effective date, section 807(d) of the Internal Revenue Code requires the
use of the NAIC's prescribed method in effect at the time the contract was
issued, i.e., AG 34 in the case of annuities with GMDB.

The IRS is required to issue a Notice of Deficiency proposing additional tax
liability prior to assessment of tax to give the taxpayer an opportunity to
file a petition in the U.S. Tax Court to challenge the IRS's position prior to
payment. CIGNA exercised its right to file a Tax Court petition and its case
is currently pending in that court. CIGNA Corp. and Consolidated Subs. v.
Commissioner, No. 013645-09 (Tax Court petition filed June 4, 2009).

3 2008-5 I.R.B. 363.

4 TAM 200448046 (Aug. 30, 2004).

> TAM 8111079 (Dec. 17, 1980).

¢ Rev. Rul. 67-435, 1967-2 C.B. 232.

assumption.” But, how this can be done while still reflecting
the risks inherent in all future guaranteed death benefits in the
CARVM integrated reserve required by AG 33 is a mystery.
Expert witnesses undoubtedly will have some difficulty sup-
porting the IRS’s position in the C/GNA case because both the
logic and the result of the IRS’s position seem obscure. 4

IRS FINDS RISK DISTRIBUTION
REINSURANCE ARRANGEMENTS

IN TWO

recent Internal Revenue Service (IRS) revenue

ruling confirms, for the first time in formal guid-

ance, assumptions long-held by taxpayers about the
proper analysis of risk distribution in the context of reinsur-
ance. Revenue Ruling 2009-26 (2009 38 I.R.B. 366) analyzes
risk shifting and risk distribution in the context of property
casualty reinsurance, but its principles would apply equally
to other types of arrangements, such as reinsurance of XXX
life reserves, where a special purpose reinsurance company is
used to assume risks from a single direct writer.

Revenue Ruling 2009-26 considers two fact patterns involv-
ing Insurance Company Y (“Insurance Co.”) and Reinsurer
Z and whether Reinsurer should be treated as an insurance
company under [.LR.C. § 831(c). In Situation 1, Insurance Co.
entered into a 90 percent quota share reinsurance contract
with the Reinsurer that covered 10,000 insurance policies
issued by Insurance Co. in the commercial multiple peril line
of business. This was the Reinsurer’s only business during the
year. The ruling found that the policies issued by Insurance
Co. involved insurance risks, transferred those risks from
10,000 unrelated policyholders to Insurance Co., distributed
those risks (in that a loss by one policyholder was not borne
in substantial part by that policyholder’s premiums), and
were insurance in the commonly accepted sense. The ruling
also found that the reinsurance contract between Insurance
Co. and Reinsurer likewise transferred the risks to Reinsurer
and constituted reinsurance in the commonly accepted sense.
With respect to risk distribution, the ruling concluded that the
reinsurance contract did nothing to disturb the distribution of
therisks ofthe 10,000 policyholders thathad been achieved by
their policies with Insurance Co. Accordingly, the Reinsurer
qualified as an insurance company for tax purposes. This
analysis likewise suggests that reinsurance of the XXX life
reserves of a single ceding company would meet the risk dis-
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tribution requirement for tax purposes even ifthat reinsurance
constituted the entirety of the reinsurer’s business.

In Situation 2 of the ruling, the facts were the same, except
that the reinsurance contract with Insurance Co. covered the
risks of only one policyholder (X, unrelated to Reinsurer),
and Reinsurer also entered into reinsurance contracts with
other insurance companies to assume additional policies in
the same line of business. In this situation, although the risks
of the single policyholder (X) assumed from Insurance Co.
may not have been “distributed” when viewed in isolation,
risk distribution was achieved by Reinsurer’s assumption of
similar risks of unrelated policyholders from other insurance
companies, so that the risks of each original policyholder (in-
cluding X) were distributed in that a loss by one policyholder
was not borne in substantial part by that policyholder’s premi-
ums. Therefore, the ruling concluded, Reinsurer was treated
as an insurance company under I.R.C. § 831(c) in Situation 2
aswell. <

LIFE NOL CARRYBACK

n Nov. 6, 2009, President Obama signed H.R.

3548, the Worker, Homeownership, and Business

Assistance Act of 2009 (the Act) into law. Among
other changes, Code sections 172 and 810 were amended to
provide an extended carryback period for net operating losses
and the loss from operations of a life insurance company,
respectively.

Section 810 contains rules similar to the net operating loss
(NOL) rules found in section 172, and is specifically appli-
cable to the loss from operations of a life insurance company.
Prior to amendment, the rules permitted such losses to be
carried back three years and forward 15 years from the year in
which the loss was incurred. The section 172 rules, in contrast,
generally permit taxpayers to carry NOLs back two years and
forward 20 years.

Section 13(c) of the Act adds new paragraph (b)(4), entitled
“Carryback for 2008 or 2009 Losses,” to section 810. New
section 810(b)(4) provides an elective five-year carryback for
the loss from operations of a life insurance company for tax
years ending after Dec. 31,2007, and beginning before Jan. 1,
2010 (i.e., tax years 2008 and 2009).

A taxpayer may elect to use the entire five-year carryback pe-
riod or may instead elect a four-year carryback. The election
may only be made with respect to one tax year. An election
must be made by the due date ofthe taxpayer’s 2009 tax return,
including extensions, and is irrevocable once made.

A special rule applies to losses carried back to the fifth tax year
preceding the year in which the loss was incurred. The rule
limits the amount of loss that may be carried back to such year
to 50 percent of the taxpayer’s life insurance company taxable
income for such year. Life insurance company taxable income
is computed without regard to the loss from operations for the
loss year or any tax year thereafter. Appropriate adjustments
are to be made in calculating the carryover to a future year
from the fifth preceding year to take the 50 percent limitation
into account.

The Act also suspends the 90 percent limitation on the use of
any alternative minimum tax (AMT) NOL deduction attribut-
able to carrybacks of the applicable NOL for which an ex-
tended carryback period is elected. Although not specifically
mentioned, presumably this suspension would apply to AMT
operations loss deductions as well.

The Act indicates that the manner in which the election
must be made will be prescribed by the Secretary. Revenue
Procedure 2009-52 was issued shortly after enactment of the
Act and provides guidance on making the election. Under the
Revenue Procedure, a corporate taxpayer (including a life
insurance company) may make an election on their federal
income tax return for the year of the applicable NOL by attach-
ing a statement to their return. A taxpayer that has previously
filed its income tax return for the taxable year of the NOL may
attach an election to an amended income tax return, Form
1120X. The election must be made by the due date, including
extensions, for the filing the taxpayer’s 2009 tax return.

Corporate taxpayers may also make the election on Form
1139 by attaching a statement thereto. The due date for filing
Form 1139 to make an election is extended to the due date
of their 2009 return, including extensions. Taxpayers who
previously filed a Form 1139 or an amended return must state
on their election that the current election amends a previous
application or claim. The election statement must indicate
that they are making the election under section 810(b)(4), as
provided for in Revenue Procedure 2009-52, the number of
years that they wish to carry the loss back, and that they are



nota Troubled Asset Relief Program (TARP) recipient nor an
affiliate of a TARP recipient. In addition, taxpayers that have
previously waived their carryback period and wish to avail
themselves of the extended carryback must include a state-
ment revoking their previous waiver.

Inevaluating this election, a life insurance company should be
cognizant of the impact that carrying back a loss could have
on permitting the Internal Revenue Service to assert offsets
with respect to taxable years for which the statute of limita-
tions might otherwise have expired. Companies that make the
election will also need to assess the impact on contingency
reserves established for GAAP or statutory purposes.

The Actprovides a special transitional rule with respect to any
loss from operations of a life insurance company for tax years
ending before the date of enactment. Under the transitional
rule, any election made under section 810(b)(3) to waive the
current law three-year carryback may be revoked before the
due date, including extensions, of the taxpayer’s 2009 tax
return.

Lastly, taxpayers who are recipients under TARP prior to the
Act’s enactment, or receive such funds following its enact-
ment, may not avail themselves of the five-year carryback if
the federal governmentreceived an equity interest or warrants
in the taxpayer in return for such funds. Freddie Mac and
Fannie Mae are barred from applying the extended carryback.
Taxpayers who at anytime in 2008 or 2009 were members of
the same affiliated group as any of the aforementioned tax-
payers are also ineligible for the extended carryback. The Act
defines “affiliated group” by cross-reference to section 1504
but without regard to the exclusions of certain corporations
(including life insurance companies) in section 1504(b).

The information contained in this article is general in na-
ture and based on authorities that are subject to change.
Applicability to specific situations is to be determined through
consultation with your tax adviser. This article represents the
views of the authors only, and does not necessarily represent
the views or professional advice of KPMG LLP. 4
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