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SUMMARY

he Internal Revenue Service (IRS) recently published
Ta field attorney advice' (FAA)?, which concluded that a

change in the method for determining a company’s stat-
utory reserve should be treated as a change in reserve method
under section 807(f).? Prior to the FAA, there had been limited
guidance on whether a change in tax reserves resulting from a
change in the taxpayer’s statutory cap is a change in fact—so
the full amount of the change would be taken into income in
the year of change, or if the change should be treated under
section 807(f) and spread into income over 10 years. This arti-
cle examines the interplay of section 807(f) and the statutory
cap in section 807(d).

It is unclear whether the IRS’s
position that section 807(f)
applies to the statutory reserve

computation is an appropriate
interpretation of section 807(f).

OVERVIEW OF TAX LAW

For tax purposes, life and annuity reserves are computed under
section 807. The Code and related Treasury regulations out-
line the appropriate reserve methods and assumptions to use
for the various types of life and annuity contracts. In general,
the amount of the tax basis of life insurance reserves for any
contract shall be the greater of the net surrender value of the
contract or the reserves computed based on the tax reserving
principles outlined in the Code.* Section 807(d)(1) provides
that in no event shall the reserve determined under these
principles for a given policy (the FPR)’ be greater than the
corresponding statutory reserve, as defined in section 807(d)
(6). If the FPR is greater than the statutory reserve, the tax
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reserve is limited to the statutory reserve. This concept is
referred to as “statutory capping.”

For example, in some circumstances a company might find that
it is using more conservative assumptions in calculating tax
reserves than in calculating statutory reserves. In this circum-
stance, the FPR for those contracts will exceed the statutory
reserve, but the tax reserve would be limited to the statutory
amount. It is possible the company might then change its
method of calculating the statutory reserve for such a contract
so that the tax reserve is no longer subject to the statutory cap
or the amount of the statutory reserve used for tax purposes
increases or decreases.

The latest piece of guidance in this area was issued in Decem-
ber 2016, when the IRS released the aforementioned FAA. The
taxpayer was the parent of a life-nonlife consolidated group
that included two life insurance companies. The life insurance
company subsidiary of the parent marketed a rider to specified
annuities. In performing statutory and FPR reserve valuations
for the first three years, the company understated its reserve
liabilities. During these years, the understated statutory
reserve served as a cap on the amount of the tax reserves. The
understated statutory reserves were subsequently corrected in
Year 4. Also in Year 4, the taxpayer amended the Year 2 and
3 tax returns, claiming to have changed the FPR method in
Year 2 when it recomputed its tax reserves to correct for the
improper application of Actuarial Guideline 33 (AG 33) for
Year 2 and Year 3. However, there was no change to the taxable
income for Years 2 and 3 because the tax reserve was limited
under section 807(d)(1) to the understated statutory reserve.
The taxpayer reported an increase in statutory reserves at
the beginning of Year 4 due to the change in the understated
reserve at the end of Year 3. The corrected (and higher) statu-
tory reserves no longer capped the tax reserves. As recounted
in the FAA, the taxpayer argued that the increase to the tax
reserves as a result of the elimination of the statutory cap was
not subject to section 807(f) because there was no change in
Year 4 to the computation of the FPR under section 807(d).6
The IRS, however, concluded that the change to the statutory
reserve should be subject to section 807(f).

CHANGE IN ACCOUNTING METHODS

Under general tax accounting policies, one must request
permission from the IRS to change a method of accounting.?
This impact is then spread into income over a period of one
to four years, depending on whether the change is positive or
negative.” Certain changes in accounting methods have been
deemed by the IRS to be automatic, and in those cases the tax-
payer does not need to request permission before changing the
method.!” Whether the change is automatic or non-automatic,
the taxpayer must still file Form 3115.



In the case of reserves defined under section 807(c), neither
“changes in basis” nor “corrections of errors” are governed by
section 446 and permission to change is not required. Changes
in basis are spread into income over a ten-year period.!! These
changes are often referred to as section “807(f) adjustments.”
Conversely, errors are corrected by adjusting the reserve in
the year of the error.”? For changes in basis, the section 807(f)
adjustment is computed by taking the difference between (a)
the amount of the reserve at the close of the taxable year, com-
puted on the new basis and (b) the amount of the reserve at
the close of the taxable year, computed on the old basis, both
amounts computed with respect to contracts issued prior to
the taxable year.

The statutory language indicates that a change in “the basis
for determining any item referred to in [section 807(c)]” would
be subject to section 807(f). Changes to the methods and
assumptions underlying the FPR are fairly universally viewed
as changes in basis, at least as long as the prior method or
assumption was used for more than one taxable year; however,
it is less clear whether a change in the statutory reserve com-
putation that impacts the tax reserve would be subject to the
10-year spread. There are two ways to look at changes to the
statutory reserve; such adjustments can be viewed as changes
in fact or changes in reserve method.

CHANGE IN FACT

In its guidance," the IRS has stated that section 807(f) applies
to changes in reserve bases that would be changes in account-
ing methods under section 446 if section 807(f) were not
part of the Code. But a change in fact isn’t either a change
in accounting method or a section 807(f) adjustment.’* So if a
change in the method for determining the statutory reserve for
purposes of the statutory cap is a change in fact, section 807(f)
would not apply.

As summarized by Edward Robbins and Richard Bush,” a
change in fact occurs when there is a change in terms of an
existing insurance contract such as: (1) changes in the net
surrender value of a contract,'® (2) increasing benefits under a
policy,'” (3) conversion of collectively renewable accident and
health policies to guaranteed renewable policies'® and (4) the
addition of an indemnity benefit should death occur from a
non-occupational vehicular accident, at no additional premium
cost.”” There have been a number of private letter rulings in
which the IRS has addressed the tax consequences of policy
update programs where the insurance company increased
death benefits on policies at the same time as increasing the
valuation interest rate on the reserves underlying the pol-
icy. The IRS concluded that these programs resulted in an
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exchange of policies, and were not changes in basis that would
require a 10-year spread under section 807(f).*

As discussed in an article by Peter Winslow and Lori Jones,?!
“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 a change
in circumstances.... [For example, when] an insurance company
adds benefits to the contract, the reserves must be increased to
reflect additional 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.”?

Relying on the correlation between the net surrender value and
the statutory capping in computing tax reserves, an adjustment
to the method for determining the statutory reserve could be
viewed as a change in fact. As noted above, tax reserves may not
be less than the net surrender value of the contract or greater
than the statutory reserves. One could view the net surrender
value as the floor and statutory capping as the ceiling when
computing tax reserves. This view supports the position that
a change in the statutory cap arising in the normal course of
operations, similar to a change in the net surrender value floor,
does not give rise to a section 807(f) adjustment. This position
is further supported by the language in the 1984 Act Blue Book
which provides that changes in net surrender value are not
subject to section 807(f).”* Specifically, the 1984 Act Blue Book
states that changes in the net surrender value of a contract are
not subject to the 10-year spread because, apart from its use
as a minimum in determining the amount of life insurance tax
reserves, the net surrender value is not a reserve but a current
liability. The IRS considered this argument in the FAA, but
rejected it.**

Similarly, the statutory cap may be characterized as a limita-
tion on the amount of the reserve that may be deducted. Based
on Principal Mutual Life Insurance,” a limitation on the amount
of the deduction does not change the timing of the deduction.
Instead, it simply limits the amount that is deductible. The IRS
considered this argument in the FAA even though they did not
ultimately follow this reasoning.*

The taxpayer in the FAA treated the adjustment as a change in
fact, claiming that the only method of accounting involved in
the computation of tax reserves was the method of computing
the FPR under section 807(d), which changed in Year 2 but
with an ultimate effect of $0 due to the operation of the stat-
utory cap. The taxpayer most likely argued that a change in
the statutory reserve limitation, and presumably also the net
surrender value floor, was not a change in basis if the FPR did
not change.”’
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CHANGE IN BASIS

As mentioned previously, the recently published FAA con-
cluded that a change in the method for determining a
company’s statutory reserve should be treated as a change in
reserve method under section 807(f). This section outlines the
IRS’s analysis in that FAA in reaching its conclusion.

Prior Code section 810(d), as enacted by the Life Insurance
Act of 1959, had language similar to current section 807(f).
However, under the 1959 Act, there was no FPR concept.
Instead, tax reserves were based on statutory reserves. So the
“change in basis” wording in former section 810(d) could only
have applied to the basis of computing the statutory reserve.
Thus, the IRS argued, perhaps the carryover of the former
section 810(d) language to current section 807(f) indicates that
Congress intended for the change in basis concept to apply to
both the FPR and the statutory reserve.

Section 807(f) is properly viewed as a subset of accounting
method changes otherwise subject to section 446*% and the
same interpretation was adopted in Revenue Ruling 94-74.%
The IRS recently reiterated this connection between section
807(f) and section 446 in a 2015 private letter ruling,’® which
indicated that the section 807(f) change-in-basis rule was
applicable where certain life insurance contracts were treated
as being reinsured when they actually were not.

In the FAA, the IRS concluded that the adjustment to the stat-
utory reserve should be treated as a section 807(f) adjustment.



In making this determination, the IRS relied on case law in
Huffman v. Commissioner’' and American Mutual Life Ins. Co.
v. United States.’’ In the former case, the court determined
that a change in method of accounting is an adjustment to the
consistent treatment of an item that affects the timing for rec-
ognition of the item and does not permanently change lifetime
income. In the latter, the court concluded that the computation
of life insurance reserves does not have a permanent effect on
the taxpayer’ lifetime taxable income, as any deduction for the
increase in reserves will ultimately be offset by the release of
the reserve and the recognition of this amount of income. The
IRS further asserted that, under section 807(d), the required
tax reserve is generally the FPR unless the statutory reserve
is lower. Thus, the IRS stated in the FAA that both the tax
reserve computation and the statutory reserve limitation are
components of the method of accounting for reserves, to the
extent that the respective components are consistently applied,
and determine the final tax reserve in any particular year.”
Therefore, the IRS argued, a change in the reserve method
under section 807(d) is subject to section 807(f) regardless of
whether it arises from a change to the FPR or a change in the
application of statutory capping.

APPLICABILITY OF SECTION 807(f)

It is unclear whether the IRS’s position that section 807(f)
applies to the statutory reserve computation is an appropriate
interpretation of section 807(f). As summarized by Edward
Robbins and Richard Bush, “the legislative history for sec-
tion 807 supports the conclusion that the statutory cap is not
a “method” of computing reserves. The 1984 Act Blue Book
provides that, generally, section 807(f) applies “only if there
is a change in basis in computing the [FPR] (as distinguished
from the net surrender value).” This language suggests that
only changes in the computation of the FPR are subject to the
10-year spread rules.”**

In Notice 2010-29,% the IRS detailed the impact of Actuarial
Guideline 43 (AG 43) on the calculation of tax reserves. For
many taxpayers, the adoption of AG 43 resulted in lower statu-
tory reserves for accounting purposes, which in turn decreased
tax reserves due to statutory capping in section 807(d)(1). This
notice provided interim guidance, including a rule that the
effect of statutory capping as a result of the adoption of AG 43
must be spread over ten years. The notice was careful not to
reference the change as being governed by section 807(f), and
in fact explicitly stated that no inference can be drawn from
the notice regarding any federal tax issues that arise under any
actuarial guideline other than AG 43.

In addition, Rev. Rul. 94-74 provided an example where the
IRS interpreted the scope of section 807(f) broadly. This
ruling addressed the applicability of section 807(f) to four sit-
uations in which a life insurance company made changes to its

However, the FAA only constitutes field
advice, which is relevant, but does

not represent substantial authority on
which a taxpayer can indisputably rely.

reserves. The first situation involved a change in the mortal-
ity table used to compute the reserves; the second involved a
change in the interest rate used; the third involved a changed
assumption from a curtate to continuous function; and the
fourth involved a computer program error which caused cer-
tain policies to be omitted from the computation altogether. In
each of the first three situations, the revenue ruling concluded
that the change was a change in basis subject to section 807(f)
and, thus, the 10-year spread rule applied. Situation four pos-
tulates a fact pattern where a reserve is properly computed,
but because of a computer error, is not included in the sum of
total reserves for the year in question. The ruling concluded
the change is the correction of an error and not subject to the
10-year spread rule. The revenue ruling was significant in that
it concluded that even changes in the computation of reserves
for items which are mandated by statute, such as interest rates
or mortality tables, are changes in basis rather than corrections
of errors.

In the 2015 private letter ruling mentioned above,*® the IRS
concluded that the section 807(f) change-in-basis rule applied
where certain life insurance contracts were treated as being
reinsured when they actually were not, which resulted in
the life insurance reserves for the contracts being recorded
in the wrong legal entity. Perhaps the most important point
from that PLR was that by treating the mislabeling of the life
insurance reserves as 7ot being a mere posting error, the IRS
maintained its position that most changes to the calculations of
a life insurance reserve are not errors.

None of the previous guidance, however, directly supports a
conclusion that section 807(f) applies to the statutory reserve
computation. The calculation of the statutory reserve is not
governed by the Code, which merely references the statutory
reserve as a ceiling for the reserve amount included in the
determination of life insurance company taxable income.

CONCLUSION

There continues to be uncertainty as to whether a change to
the statutory reserve could be subject to section 807(f). The
recent FAA explicitly addresses the statutory capping issue
and concluded that a change to the statutory reserve should
be considered a change in the reserve method under section
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807(d) and subject to section 807(f). However, the FAA only
constitutes field advice, which is relevant, but does not repre-
sent substantial authority on which a taxpayer can indisputably
rely.’’ To announce this position officially, the IRS should
propose guidance and allow potentially affected taxpayers
to comment on such proposal. And, any new rule developed
should be applied on a prospective basis. B

The information contained herein is of a general nature and based on
authorities that are subject to change. Applicability of the informa-
tion to specific situations should be determined through consultation
with your tax adviser. This article represents the views of the authors
only, and does not mecessarily represent the views or professional
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