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By Samuel A. Mitchell and John T. Adney

fice recently issued a Chief Counsel Advice (CCA) mem-

orandum regarding the Dividends Received Deduction
(DRD) in the separate account partnership fund context.! The
CCA provides guidance on a partnership structure that some
life insurance companies have adopted for separate accounts in
lieu of the more typical Registered Investment Company (RIC)
structure. Under the partnership structure, some of the funds
in which the separate accounts are invested are taxed as part-
nerships (instead of RICs) and the life insurance company is a
partner.’ A few Large Business & International division (LB&I)
examiners have raised issues regarding the mechanical applica-
tion of the company’s share/proration calculation as it applies to
the partnership structure.

The Insurance Branch in IRS Chief Counsel’s National Of-

By way of background, the term “proration” generally refers to
an allocation of a company’s net investment income between the
“company’s share” and the “policyholders’ share.” It is based on
a fraction that is applied to determine how much of the compa-
ny’s net investment income is credited to policyholders, and how
much is not. In this context, the result is applied to the separate
account DRD to disallow a portion (representing the policy-
holders’ share) in order to prevent the company from obtaining
a double benefit by funding reserve deductions with dividends
that have been deducted.

The LB&I examiners, in general, have asserted that in calcu-
lating this fraction to be applied to the separate account DRD,
the pass-through partnership taxation rules should be disre-
garded and the proration formula should be calculated as if
the partnerships were RIC-like entities. The National Office
provided the CCA to an LB&I team in response to a request
for advice on three related issues the team raised in an audit of
a life insurance company.

In particular, the National Office concluded that the taxpayer
under audit by the LB&I team

1. properly determined its gross investment income under
section 812(d) without reduction for the investment ex-
penses of the partnership in which the taxpayer invested;
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2. properly included in “amount retained” under Treas. Reg.
§ 1.801-8 the partnership investment fees it paid to an af-
filiate; and

3. was not precluded from deducting those fees by the sec-
tion 811(c)(3) prohibition on double deductions.

SEPARATE ACCOUNT DRD BACKGROUND

Some general background might help readers who are not fa-
miliar with the separate account DRD understand the CCA’s
conclusions. Internal Revenue Code section 805(a)(4)(A)* allows
a life insurance company a DRD under sections 243 and 245,
but the company must reduce the tax benefit from the deduction
under the proration formula (which also applies to tax-exempt
interest). In general, the reduction is intended to prevent the
company from receiving a double benefit by deducting a por-
tion of the dividends received and also receiving a deduction for
reserve increases funded by the dividends.* The reduction is ac-
complished by allocating, or prorating, net investment income
between certain deductible amounts, which generally consist of
investment earnings deemed to be credited to policy or contract
obligations (the policyholder’s share) and amounts not credited
(the company’s share).

Section 805(a)(4)(A)(ii) permits the DRD only for the “compa-
ny’s share” of the dividends received (other than “100 percent
dividends” described in section 805(a)(4)(C)). The company’s
share is intended to represent the portion of the company’s net



investment income on assets that is not considered to be cred-
ited to policyholders. The company’s share is determined under
the proration rules of section 812, and is defined in that section
as (1) the taxpayer’s net investment income reduced by “poli-
cy interest,” i.e., interest credited to reserves and similar items,
divided by (2) the taxpayer’s total net investment income—the
result is expressed as a percentage. For the sake of administrative
convenience, net investment income is defined for this purpose
as a set percentage of gross investment income—90 percent in
the case of a company’s general account and 95 percent in the
case of a separate account.

The determination of the company’s share in the separate account
context, where each separate account must compute its own com-
pany’s share,’ is significantly more complicated than in the gener-
al account context and draws on prior law concepts. As indicated
above, “policy interest” for purposes of the proration formula in
general is intended to represent the amount of net investment
income credited to reserves. Stated differently, policy interest is
intended to represent the amount the insurance company has de-
ducted as the interest element in an increase in reserves and it
is the share of net investment income allocable to this amount
that is intended to be eliminated from the DRD. In the prora-
tion formula, the amount credited to reserves is equal to “required
interest” plus other items not relevant here.’ “Required interest”
on reserves for this purpose is determined at the greater of the
prevailing state assumed rate (PSAR) or the applicable Federal
interest rate (AFR), as required under the reserve deduction rule
in section 807(c), or at “another appropriate rate” in a case in
which neither the PSAR nor the AFR is used for reserve purpos-
es.” In the case of separate accounts supporting variable products,
amounts credited to reserves generally are based on the market
value and investment returns of the separate account assets rather
than a prescribed interest rate (i.e., rather than the PSAR or AFR).
Therefore, in the case of separate accounts, “another appropriate
rate” under section 812(b)(2) must be used in order to determine
the amount of policyholder interest for proration purposes.

Section 812(b)(2), however, does not define “another appro-
priate rate” to be used for proration purposes; nor does section
812 provide the specific formula for computing the company’s
share for separate accounts. This leads to the legislative history
underlying section 812 and the other Subchapter L provisions
that apply to life insurance companies in the Deficit Reduction
Act of 1984 (the 1984 Act).® According to the legislative history
of the 1984 Act, the current law provisions generally follow the
proration rules for computing gain or loss from operations un-
der prior law, which was the Life Insurance Company Income
Tax Act of 1959 (the 1959 Act), and accompanying regulations.’
The proration regulations that applied to separate accounts un-
der the 1959 Act are at Treas. Reg. § 1.801-8. These regulations
relate to former section 801(g), the predecessor of the separate
account rules under section 817 today. Under the regulations,

the company’s share in the case of dividends received by a sep-
arate account is computed under a formula that is significantly
affected by the “amount retained” as defined under Treas. Reg.
§ 1.801-8(e)(1). In general, the “amount retained” is intended to
reflect the amount of net investment income that is not credited
to variable contracts, and, therefore, is the key component of the
company’s share of net investment income.

Thus, in accordance with the 1984 legislative history, the re-
quired interest in the separate account case is determined under
the prior law rules, including use of a slightly modified version
of the formula in Treas. Reg. § 1.801-8(e)(1). Under the formula,
the required interest on the separate account reserves is based
on the current earnings rates for the separate account (deter-
mined under former section 805(b)(2)) reduced by a percentage
obtained by dividing (1) “the amount retained by the taxpayer
from gross investment income” on the separate account assets
in excess of the related investment expense deductions (as de-
fined in former section 804(c)) by (2) the mean of the separate
account reserves. In very general terms, the formula effectively

eliminates all net investment income that is deemed to be cred-
ited to reserves and allocates what is left over to the company’s
share. The effect of increasing the “amount retained” by includ-
ing partnership investment expenses is to increase the propor-
tionate amount of separate account investment income that is
considered not credited to contracts and thereby increase the
company’s share percentage, allowing a larger portion of divi-
dends received to be deducted.'

One simple reason the partnership structure mathematically can
result in a larger company’s share, and hence, a larger DRD than
a typical RIC structure is that RICs are taxed as separate enti-
ties and make their distributions net of the type of investment
expenses that are passed through in the partnership structure.
Similar investment expenses in a typical RIC structure, there-
fore, do not end up being included in the “amount retained.” The
LB&I team that requested advice apparently took the position
that partnership expenses paid to an affiliate in the partnership
structure must not be included in the “amount retained,” similar
to what would happen in a RIC structure, because the company
does not “retain” the amounts in its general account.
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FACTS DESCRIBED IN CCA 201603023

As is common with CCAs, CCA 201603023 sets out the oper-
ative facts in short form. According to the CCA, the taxpayer/
life insurance company issues variable annuity contracts under
which certain charges are assessed, such as mortality and ex-
pense (M&E) charges. Such charges are paid to the company
by a transfer of funds from the separate accounts supporting the
contracts to the company’s general account, and the transferred
amount is reported as income in the general account. The sep-
arate accounts, each of which is organized as a unit investment
trust and registered as such under the Investment Company Act
of 1940, invest in various funds, some of which are organized as
partnerships and are assumed in the CCA to be taxed as part-
nerships. The CCA states that “[w]ith respect to these funds,
Taxpayer pays investment expenses to its nonlife affiliate.” The
nonlife affiliate presumably functions as an investment adviser
for the investment partnerships in return for the fees the com-
pany pays to it, although the CCA does not say so.

ANALYSIS AND CONCLUSIONS IN THE CCA

The CCA then addresses three specific issues on which it says
the LB&I team requested assistance from the National Office.
Before exploring the details, the CCA, like predecessor rulings
(both published and private (i.e., non-precedential)) relating to
the proration rules, acknowledged that the proration “between
life insurance company’s share and the policyholder’s share of
net investment income, as provided in § 812, is intended to elim-
inate the double tax benefit that would arise if the company were
allowed to fund deductible reserve increases with tax exempt or
tax preferred income.”

Issue 1. The first issue dealt with in the CCA involved whether
the section 812 proration calculation required the life insurance
company to compute the gross investment income of its separate
accounts invested in partnership funds net of investment expens-
es. While not spelled out in the CCA, the investment expenses in
question appear to be those of the investment partnerships that
were paid to the company’s nonlife affiliate.

According to the CCA, the company determined its gross in-
vestment income from the separate account’s partnership invest-
ments under section 812(d) without reducing the amounts by the
related investment expenses. On audit the LB&I team apparent-
ly contended that the partnership structure should be disregard-
ed and that such gross investment income should be determined
net of the investment expenses as it would be in the more typical
RIC structure. In a RIC structure the gross investment income
determined under subchapter M would consist of the RIC or-
dinary dividends, net of expenses. The CCA does not detail the
LB&I rationale for disregarding the partnership structure but
instead points to the general partnership taxation rules under

Subchapter K. The CCA notes that “[p]artnerships distribute
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gross investment income to their partners and the partners re-
ceive their distributive share of the corporate dividends and a
flow-through of their share of partnership investment expenses,”
citing to section 702(a)(5). Accordingly, the CCA concludes that
a “partner that is a life insurance company includes its distribu-
tive share of the partnership gross investment income in its gross
investment income under § 812(d),” unreduced by investment
expenses. The CCA’s conclusion, in other words, is that “gross”
means “gross,” based on the plain language of section 812(d)
working in combination with the partnership tax rules.

Itis important to understand that the first ruling, standing alone,
may not have resulted in a different company’s share of the DRD
if the expenses were not in turn also included in the “amount
retained,” which is the subject of issue number two discussed im-
mediately below. The important aspect of the first ruling is that
the National Office recognized and respected the flow-through
nature of the partnership structure which, ultimately, can result
in a higher company’s share by inclusion of the partnership ex-
penses in the “amount retained”—i.e., the amount of net invest-
ment income that is not credited to the variable contracts.

Issue 2. The CCA next turned to whether including the part-
nership investment fees in the “amount retained” from inter-
est credited to policyholders was consistent with Treas. Reg. §
1.801-8(e), which the LB&I team contended was not the case.
"The life insurance company had included these fees, which were
paid to its nonlife affiliate, in calculating the amount retained
within the meaning of the regulation for purposes of calculating
the required interest element of the numerator of the company’s
share fraction. The CCA concluded that the company was cor-
rect in doing so, reasoning that LB&I was incorrect in its effort
to exclude from the amount retained calculation the fees paid to
the affiliate. (LB&I was willing, according to the CCA, to accept
the inclusion of the M&E charges and like amounts transferred
from the separate account to the general account in determin-
ing the amount retained, but balked at doing so to the extent
amounts were paid to the nonlife affiliate.)

The LB&I team apparently contended that amounts paid to an
affiliate could not be amounts “retained” by the insurance com-



pany because the amounts did not end up in the general account.
"This assertion represents a misunderstanding of the purpose un-
derlying the “amount retained” that the CCA helps to clarify
although it does not directly explain. As explained above, the ob-
jective of the required interest calculation of which the “amount
retained” is a part is to determine the amount of the deduction
for separate account reserves reflecting amounts credited to
policyholders. The partnership investment fees, regardless of
whether they are paid to an affiliate or third party, are not cred-
ited to the reserves. Stated differently, the “amount retained” is
not limited to amounts transferred to the insurance company’s
general account, but includes any amount of gross investment
income that is not credited to the reserves. Otherwise, under the
regulation’s formula, the partnership expenses effectively would
be treated as credited to policyholders—clearly not establishing
“another appropriate rate” for computing required interest or
the policyholder’s share of DRD to be disallowed. Viewed differ-
ently, the partnership structure yields a result that is equivalent
to the separate account directly owning the underlying assets.
The formula recognizes that the fees associated with owning the
assets do not belong in the policyholders’ share.

The conclusion that expenses such as investment fees must be
included in the “amount retained” becomes even clearer when
examining the history of the 1959 Act. The initial 1959 Act provi-
sions with respect to variable annuities were temporary in nature.
As first enacted, prior-law section 801(g)(3) contained a special
rule for computing required interest under prior-law section
809(a)(2) for reserves based on segregated accounts. The original
language provided that the assumed rate of interest for variable
annuities was the company’s current earnings rate for variable
contracts (determined under prior-law section 805(b)(2)) reduced
by a percentage obtained by dividing the amount of the “actuar-
ial margin charge” for all variable annuities by the mean of the
reserves. Legislative history defined actuarial margin charges as
“general operating charges and other amounts retained by the is-
suing company pursuant to the terms of the contract to cover ac-
tuarial contingencies and to increase surplus.”!! In 1962, the 1959
Act provisions with respect to variable annuities were amended
and made permanent.” The assumed interest provision men-
tioned in prior-law section 801(g)(3) was replaced by prior-law
section 801(g)(5), and the term “actuarial margin charge” was re-
placed by the broader concept of “any amount retained ... from
gross investment income ... ,” to include any investment expenses
charged to the separate account in addition to an actuarial margin
charge. The regulations were promulgated after the 1962 amend-
ment and picked up this broader “any amount retained” concept.

In rejecting LB&I’s objection, the CCA did not discuss much of
the history of the “amount retained,” but focused on the post-
1962-amendment regulations that incorporate the broader con-
cept. The CCA observed that the wording of Treas. Reg. § 1.801-
8(e) as well as examples appearing in that regulation (which the

CCA summarized in simplified form) showed that inclusion of
the investment fees paid to the affiliate in the amount retained
was consistent with the regulation. Also, apparently adding sup-
port for this conclusion, the CCA’s footnote 16 observed that
“[h]istorically, amount retained was the amount the life insur-
ance company held from the gross investment income on all
segregated asset accounts to cover general expenses in excess of
the expenses provided for in the charges made against premiums
to cover actuarial contingencies and increase surplus,” citing to
the Senate report on the 1959 Act. The conclusion reached in
the CCA is consistent with TAM 200339049, in which the Na-
tional Office agreed that including a variety of variable contract
charges (M&E charges, annual contract maintenance fees, ad-
ministrative fees, and premium tax charges) in the amount re-
tained was appropriate.

It warrants mention that both LB&I, in stating its objection
to the company’s approach, and the National Office in CCA
201603023 accepted the role played by Treas. Reg. § 1.801-8(e)
in determining the required interest element of the proration
calculation. The use of the modified formula in that regulation,
however, has been the subject of considerable controversy in
IRS audits of life insurance companies and in published rulings
and non-precedential advice issued by the National Office dat-
ing at least as far back as TAM 200038008. In 2007, the IRS
caused a huge stir in the industry when it issued Rev. Rul. 2007-
54,2007-2 C.B. 604, backing off the holding in TAM 200038008
by concluding in holding number two that life insurance com-
panies must use the applicable federal interest rate rather than
“another appropriate rate” in calculating separate account re-
serves. This holding had a dramatically negative effect on the
separate account DRD and surprised the industry. The IRS then
issued Rev. Rul. 2007-61, 2007-2 I.R.B. 799, which suspended
Rev. Rul. 2007-54 for further study of the issue. After some in-
tense audit controversy over the next three years, LB&I relented
in the form of an Industry Directive instructing examiners not
to challenge taxpayers who calculated required interest consis-
tently with the TAM." Then, in 2014, the Nadonal Office re-
published Rev. Rul. 2007-54 in the form of Rev. Rul. 2014-7,
2014-9 .R.B. 539 (Feb. 4, 2014), in which it officially eliminated
holding number two regarding required interest.'* In footnote
15, the CCA states that it does not express an opinion about the
“another appropriate rate” issue, but its analysis and conclusions

effectively reject the holding in Rev. Rul. 2007-54.

Issue 3. The rules of part I of Subchapter L (the life insurance
company tax provisions) are complex, even apart from the sec-
tion 812 proration rules described in the first two rulings of the
CCA. Reflecting this is the presence of a series of “no double
counting” rules in section 811(c). In particular, section 811(c)(3)
states that nothing in part I of Subchapter L may be construed to
permit “any item to be deducted (either directly or as an increase
in reserves) more than once.” LB&I teams have asserted that a
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life insurance company taxpayer, by deducting its distributable
share of partnership expenses while at the same time including
those expenses in the retained amount in the proration formula,
is taking a double deduction in violation of section 811(c). The
LB&I team that asked for advice made the same assertion.

The CCA rejected the LB&I team’s assertion that the double
counting rule applied in the partnership fund context. The CCA
explained that while section 811(c)(3) disallows a double de-
duction for the same item, the dividend for which the company
received a DRD is an income item whereas the investment ex-
penses it deducted constitute a general deduction under section
805(a)(8)—hence the two are not the same item. The CCA also
noted that LB&I’s contention was inconsistent with proration,
since once a life insurance company determined the company’s
share of the DRD, “it can use the resulting dividend income to
pay deductible expenses or fund its reserves just as it could with
any other income.”

CONCLUDING OBSERVATIONS

The conclusions reached in CCA 201603023 constituted a vic-
tory of some significance for the taxpayer involved. While these
conclusions do not constitute precedent on which other taxpay-
ers can rely, the CCA set out the National Office’s reasons for
rejecting the LB&I contentions in a clear and straightforward,
albeit succinct, manner. The explanations thus provided for the
conclusions should benefit other life insurance companies in
comparable situations.

As explained above, the conclusion the CCA reached on issue 1
(inclusion of the gross partnership income in the section 812(d)
gross investment income unreduced by the partnership invest-
ment expenses) is an important ruling because it respects the
flow-through nature of partnership expenses for purposes of the
separate account DRD calculation.

The conclusion the CCA reached on issue 2 (inclusion of the
partnership investment fees in the amount retained) is the key
holding in the CCA for the taxpayer involved, and it makes per-
fect sense in the context of proration and the supporting back-
ground in the 1959 Act and its regulations. The partnership fees
were in fact not credited to the policyholders under the variable
contracts. Even though they were paid to an affiliate of the com-
pany, they clearly did not belong to the policyholders or their
share of the earnings. The CCA’s conclusion also was consis-
tent with the view previously taken by the National Office in
TAM 200339049, as noted above. As to the conclusion on issue
3 (involving the section 811(c)(3) ban on double deductions),
the reasoning of the CCA speaks for itself. Had the theory of
LB&I prevailed, the very purpose of the dividends received de-
duction—mitigation of double taxation of corporate earnings—
would have been thwarted.
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