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INTRODUCTION 
This supplement addresses issues that have arisen since the original publication of our 
textbook LIFE INSURANCE & MODIFIED ENDOWMENTS in 2004, and it also enhances and 
clarifies issues that were addressed in the text, adding additional details and discussion 
where we believe it is needed. It supersedes our 2006 supplement. 
 
Some of the material appearing in this supplement was originally presented in articles 
that the authors and their colleagues have written and published in Taxing Times, the 
newsletter of the Taxation Section of the Society of Actuaries. The presentation is 
organized in the order that the discussion would appear in the textbook. It should be 
noted that certain parts of the discussion in this supplement supplant material that 
appears in the textbook. 

BASIC PRINCIPLES OF SECTIONS 7702 AND 7702A (Chapter II, Page 15) 
By their terms, sections 7702 and 7702A1 apply to all contracts that are treated as life 
insurance under the “applicable law” (usually the law of the jurisdiction in which the 
contract was issued) regardless of whether the policyholders are U.S. taxpayers. Hence, 
if a life insurance contract is issued by an insurer outside of the United States, the two 
sections technically apply to it, although in most instances the foreign-issued contract’s 
probable non-compliance (or at most accidental compliance) with these sections would 
not matter to the policyholder, who likely would not be a U.S. taxpayer. However, in 
cases where a U.S. taxpayer purchases a contract outside of the United States, or a 
foreign policyholder becomes a U.S. resident and taxpayer, the compliance (or not) of 
the contract with sections 7702 and 7702A certainly will matter. In such cases, it will be 
important to test the contract for compliance with the two sections, and to do so from 
the inception of the contract, although that may not be an easy matter where the issuing 
insurer is not set up to perform the testing. 

Canadian Requirements (Chapter II, Page 15) 

Like the United States, Canada imposes restrictions on life insurance policies that receive 
favorable treatment of the inside buildup. The policyholder tax rules in Canada create 
two classes of insurance policies: exempt and non-exempt. Exempt policies are 
considered as providing primarily insurance protection. A life insurance policy is an 
exempt policy if it satisfies the exempt test found in section 306(1) of the Canadian 
Income Tax Regulations. The exempt test limits the amount of a policy’s cash value 
relative to its death benefit through a comparison of the cash values (the accumulating 
fund) of the actual policy to the accumulating fund of one or more standard policies 

                                                      
1 Unless otherwise indicated, references herein to “section” are to the provisions of the Internal 
Revenue Code of 1986, as amended (also referred to as “IRC” or the “Code”). Also, capitalized 
terms and acronyms used and not defined herein have the same meaning as ascribed to them in 
our textbook. 
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known as exemption test policies (ETPs). The effect of the exempt test is to limit the 
amount of income that can be accumulated in a policy on a tax-deferred basis, similar to 
the CVAT in the United States. If a policy does not satisfy the requirements to be an 
exempt policy, then it will be a non-exempt policy, and the policyholder will be subject 
to taxation on the annual income earned under the policy.  

APPLICABLE LAW REQUIREMENT 

Insurable Interest (Chapter II, Page 17) 

Footnote 13 on page 18 is revised to read: “Id. at 821. Dow was reversed on other 
grounds by the U.S. Court of Appeals for the Sixth Circuit. Dow Chem. Co. v. U.S., 435 
F.3d 594 (6th Cir. 2006), rev’g 250 F. Supp. 2d 748, cert. denied, 127 S.Ct. 1251 (2007). 

Application of the Test Plan to Term Insurance (Chapter II, Page 24) 

Under the computational rules (discussed in detail in Chapter IV), the test plan against 
which qualification is tested is still an endowment at age 95 even where the policy tested 
is a term insurance plan that expires before age 95. The definitional limitations, whether 
guideline premiums or net single premium, are computed under the assumption that 
benefits are deemed to continue to a date which is no earlier than the day on which the 
insured attains age 95 and no later than the day on which the insured attains age 100. 
The DEFRA Blue Book notes, “In applying this rule to contracts that are scheduled to 
automatically mature or terminate prior to age 95, the benefits should also be deemed to 
continue to age 95 for purposes of computing both the net single premium and the 
guideline premium limitations . . . [a] contract written with a termination date before age 
95 (e.g., term life insurance to age 65), which otherwise satisfies the requirements of 
section 7702, will qualify as a life insurance contract for tax purposes.”2 The 
computational rules apply equally to the 7702A 7-pay test. Thus, in the case of a term 
policy with a cash value (e.g., a return of premium plan), the test plan standard against 
which qualification is tested is an endowment at 95, and not a plan that continues only 
to the end of the term period. This rule also allows a partial endowment before age 95 to 
qualify as life insurance under section 7702. 

CASH VALUE ACCUMULATION TEST 

Letter Rulings Defining Cash Surrender Value (Chapter II, Page 27) 

Section 7702(f)(2)(A) defines “cash surrender value” as a contract’s “cash value 
determined without regard to any surrender charge, policy loan, or reasonable 
termination dividends.” The statute, however, does not define “cash value.” Properly 
identifying a contract’s “cash value” and “cash surrender value” within the meaning of 
section 7702(f)(2)(A) is of critical importance for purposes of complying with the cash 
value accumulation test (CVAT), since this test requires that, by a contract’s terms, the 

                                                      
2 DEFRA Blue Book at 652. 
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cash surrender value must not at any time exceed the net single premium applicable 
under the contract at that time. This term is similarly important to satisfaction of the 
cash value corridor, which requires the death benefit under a contract to be at least a 
certain percentage, varying by age, of the contract’s cash surrender value. 
 
In the past few years, the Internal Revenue Service (the Service) has issued several 
private letter rulings addressing the meaning of the term “cash surrender value” as used 
in section 7702.3 The contracts involved in these rulings provided for payment of an 
amount upon surrender in addition to the generally applicable policy value payable 
upon surrender. The Service concluded that the additional amount, labeled a 
“remittance” in the first two of the rulings (chronologically speaking), represented “cash 
surrender value” within the meaning of section 7702(f)(2)(A), and it further concluded 
that the failure of the taxpayers to reflect the remittances as cash surrender value was a 
reasonable error under section 7702(f)(8). In the third ruling, the Service held that an 
additional amount available upon surrender through a rider was part of the section 7702 
cash surrender value. 
 
Facts involved in the first two rulings: The contracts involved in one of the rulings were 
designed to comply either with the CVAT of section 7702(b) or the guideline premium 
limitation and cash value corridor tests of section 7702(c) and (d). In the other ruling, the 
contracts were designed to comply with the CVAT. The contracts provided a policy 
value that was available upon surrender—referred to in one of the rulings as the 
“Account Value” and in the other ruling as the “Accumulation Value.” The amount in 
question, styled the “remittance” in the rulings, was not part of this policy value. Rather, 
it was an additional amount payable upon the early surrender of a contract.4 In one of 
the rulings, the remittance was defined as a percentage of premiums paid for the 
contract, and the specific percentage applicable depended upon when the surrender 
occurred and how much premium had been paid relative to the target premium for the 
contract. Part of the remittance was guaranteed from issuance, but the insurance 
company also paid certain non-guaranteed remittance amounts. In the other ruling, the 
remittance was defined as a percentage of certain charges assessed and depended upon 
when the surrender occurred. In both cases, the policyholder could not borrow against 
the remittance. 
 
The Service’s analysis: The rulings began with a discussion of the common meaning of 
“cash surrender value” and “cash value” as described in certain insurance texts. One 
such text defined the term “cash surrender value” as “the amount made available 
contractually, to a withdrawing policyowner who is terminating his or her protection.”5 

                                                      
3 In chronological order, PLRs 200521009 (Feb. 22, 2005), 200528018 (Apr. 12, 2005), and 200745006 
(Aug. 9, 2007). 
4 The rulings do not explain what was meant by “early” surrenders. 
5 KENNETH BLACK, JR. & HAROLD D. SKIPPER, JR., LIFE & HEALTH INSURANCE 46 (13th ed. 2000). 
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Another cited text defined “cash value” as the “amount available to the policyholder 
upon the surrender of the life insurance contract.”6 The Service next cited the legislative 
history of section 7702, which provides that “cash surrender value” is defined in the bill 
as “the cash value of any contract (i.e., any amount to which the policyholder is entitled 
upon surrender and against which the policyholder can borrow) determined without 
regard to any surrender charge, policy loan, or a reasonable termination dividend.”7 
Finally, the Service discussed the 1992 proposed income tax regulations (never finalized) 
defining “cash value,” which provide that this term generally equals the greater of (i) the 
maximum amount payable under the contract (determined without regard to any 
surrender charge or policy loan), or (ii) the maximum amount that the policyholder can 
borrow under the contract.8 
 
Based on the above considerations, the Service concluded that the remittances 
constituted part of the cash surrender value of the contracts, thus causing contracts 
designed to comply with the CVAT to fail this test. In addressing whether the 
company’s error of not treating the remittances as cash value was a waivable error 
under section 7702(f)(8), the Service noted that, under Notice 93-37,9 the effective date of 
the proposed regulations would be no earlier than the date of publication of final 
regulations in the Federal Register (which has not yet occurred). The Service then 
observed that the proposed regulations do not contain language that is identical to the 
definition of cash surrender value in the legislative history of section 7702. For these 
reasons, the Service concluded that the error was waivable in both of the private letter 
rulings. 
 
The third ruling: The facts of the third (i.e., most recent) private letter ruling were 
somewhat sketchy, as the ruling appeared heavily redacted. What the ruling made clear, 
however, was that an amount could be available for payment upon surrender of the 
contract and rider involved, by virtue of the rider’s presence, which was over and above 
the cash value of the contract without regard to the rider. In this case, too, following the 
same analysis as described above, the Service ruled that the additional amount was 
included in the contract’s overall cash surrender value for section 7702 purposes. This 
ruling, unlike the prior two, did not involve a waiver under section 7702(f)(8). 
                                                      
6 JOHN H. MAGEE, LIFE INSURANCE 599 (3rd ed. 1958). 
7 DEFRA House Report at 1444; DEFRA Senate Report at 573. 
8 See 57 Fed. Reg. 59319 (Dec. 15, 1992) and Prop. Treas. Reg. §1.7702-2(b)(2). While not noted by 
the Service, these proposed regulations further provide that the term “cash value” does not 
include (1) the amount of any death benefit (as defined in the proposed regulations), (2) the 
amount of any qualified additional benefit, (3) the amount of certain benefits payable upon the 
occurrence of a morbidity risk, (4) an amount returned to the insured upon termination of a 
credit life insurance contract due to a full repayment of the debt covered by the contract, or (5) a 
reasonable termination dividend not in excess of $35 for each $1,000 of the face amount of the 
contract. 
9 1993-2 C.B. 331. 
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Implications of the rulings: The question remains as to how companies should construe the 
meaning of “cash surrender value” under current law. Significantly, the holdings of the 
private rulings appear not to follow the official legislative history of section 7702 (as the 
Service seems to have recognized), and instead appear more in line with the proposed 
regulations that are not yet effective. In the case of contracts designed to comply with 
the CVAT especially, given that the terms of the contract must ensure compliance with 
the test at all times, even minor errors in accurately identifying cash value can result in 
non-compliance with this test. 
 
In the rulings, the principal focus was on whether the remittances constituted part of the 
cash surrender value of the contracts. A conclusion that an amount constitutes cash 
surrender value may have an additional consequence under sections 7702 and 7702A 
that should be considered as well. Specifically, if an amount constitutes cash value and is 
provided on a guaranteed basis, does this affect the guarantees under a contract that are 
taken into account in calculating guideline premiums, net single premiums, and 7-pay 
premiums under these statutes? The presence of an additional guaranteed cash value 
arguably could be viewed as resulting in an increased interest rate guarantee in certain 
circumstances. In addition, if the additional cash value returns to the policyowner 
certain expenses that have been charged, this may imply that such expenses are so 
contingent that they should not be taken into account in calculating guideline premiums 
in the first instance. 
 
Conforming changes permitted: Notice 93-37, which as noted above announced that the 
effective date of the proposed regulations defining cash value under section 7702 would 
be no earlier than the date of publication of final regulations in the Federal Register, also 
outlined a relief provision that was anticipated for the final regulations. Specifically, the 
Notice states, “[it] is anticipated that insurance companies generally will be allowed a 
period of time after final regulations are published to bring their policy forms into 
compliance with any new rules.” It is unclear whether this reference to “policy forms” 
was intended to include in-force policies or the forms that insurers use to issue policies. 
To the extent that these regulations, if and when finalized, apply to in-force policies, the 
relief provisions should be construed to encompass both. 
 
Legislative history relating to “cash surrender value” under section 7702A: In connection with 
explaining certain amendments to section 7702A made in 2002, the Joint Committee on 
Taxation commented that the definition of “cash surrender value” under the so-called 
“rollover rule” of section 7702A(c)(3)(ii) was, by cross-reference, the same as that in 
section 7702. The Joint Committee then stated that, for purposes of applying this rule, “it 
is intended that the fair market value of the contract be used as the cash surrender value 
under this provision, if the amount of the putative cash surrender value of the contract is 
artificially depressed.”10 This legislative history seems to have little relevance for 
                                                      
10 STAFF OF THE J. COMM. ON TAX’N, 107TH CONG., TECHNICAL EXPLANATION OF THE JOB CREATION 
AND WORKER ASSISTANCE ACT OF 2002, at 45-46 (Comm. Print 2002). 
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purposes of generally defining “cash surrender value,” since it appears to function 
solely as an anti-abuse rule directed at limited situations. It is interesting to note, 
however, that the cited passage refers to a “putative cash surrender value,” and this 
reference arguably is viewing a contract’s putative amount, i.e., its policy value, as being 
the same as its “cash surrender value.” 

FAIR MARKET VALUE OF A LIFE INSURANCE CONTRACT 
The fair market value of a life insurance contract may differ from the stated cash value. 
While not directly affecting sections 7702 and 7702A, the issue of the applicable cash 
surrender value that has emerged from the proposed regulations and the recent rulings 
incorporates elements of fair market value. Further, the issue of fair market value arises 
in the context of the sale or transfer of a life insurance contract. 

Revenue Procedure 2005-25 

In April 2005, the Service published Revenue Procedure 2005-25, providing guidance on 
determining the fair market value of a life insurance contract in the context of 
distributions from qualified pension plans. Under section 402(a), amounts distributed to 
a plan participant are taxable in the year in which they are paid to the employee. 
Regulations provide that the cash value of any retirement income, endowment, or other 
life insurance contract is includible in gross income at the time of the distribution.11 
Typically, individuals who receive an insurance policy as a distribution from a qualified 
plan use the stated cash surrender value of the policy as its fair market value for 
purposes of determining the amount includible in their gross income.  
 
Regulations under section 72 indicate that the reserve accumulation in a life insurance 
contract constitutes the source of and approximates the amount of such cash value.12 
Moreover, the Service has noted that the use of the cash surrender value may not be 
appropriate where the policy reserves provide a much more accurate approximation of 
the fair market value of the policy than does the policy's stated cash surrender value. In 
recent years, the Service has become increasingly concerned that neither the reserve nor 
the cash surrender value necessarily represents the correct measure of the fair market 
value. To this end, the Revenue Procedure addresses, for section 402(a) purposes, the 
valuation of distributions from qualified retirement plans, including section 412(i) 
pension plans, under which the plan assets are life insurance or annuity contracts. 
 
While the issue of the fair market value of a life insurance contract has been the subject 
of litigation and regulation over many years, Revenue Procedure 2005-25, and Revenue 
Procedure 2004-16, which it superseded, are the first attempts by the Service to 
introduce a formulaic approach to valuation. The revenue procedure was issued in 
connection with proposed regulations under section 402(a) of the Code addressing the 

                                                      
11 Section 1.402(a)-1(a)(2). 
12 Section 1.72-16(c)(2)(ii). 
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valuation of a life insurance contract distributed from a qualified retirement plan.13 
Under section 402(a), amounts distributed to a plan participant are taxable in the year in 
which they are paid to the employee. Regulations provide that the cash value of any 
retirement income, endowment, or other life insurance contract is includible in gross 
income at the time of the distribution.14 Typically, individuals who receive an insurance 
policy as a distribution from a qualified plan use the stated cash surrender value of the 
policy as its fair market value for purposes of determining the amount includible in their 
gross income.  
 
Revenue Procedure 2005-25 introduces the concept of a PERC amount, and provides an 
anti-abuse provision, warning that “the formulas set forth in . . . this revenue procedure 
must be interpreted in a reasonable manner, consistent with the purpose of identifying 
the fair market value of a contract.” The safe harbor for non-variable contracts defines 
the fair market value of an insurance contract, retirement income contract, endowment 
contract, or other contract providing life insurance protection may be measured as the 
greater of: 

(1) the sum of the interpolated terminal reserve and any unearned premiums plus a 
pro-rata portion of a reasonable estimate of dividends expected to be paid for 
that policy year based on company experience, and 

(2) the product of the PERC amount and the applicable Average Surrender Factor. 
 
The PERC amount is the aggregate of:  

a) the premiums paid from the date of issue through the valuation date 
without reduction for dividends that offset those premiums, plus  

b) dividends applied to purchase paid-up insurance prior to the valuation 
date, plus  

c) any amounts credited (or otherwise made available) to the policyholder 
with respect to premiums, including interest and similar income items 
(whether credited or made available under the contract or to some other 
account), but not including dividends used to offset premiums and 
dividends used to purchase paid-up insurance, minus  

d) explicit or implicit reasonable mortality charges and reasonable charges 
(other than mortality charges), but only if those charges are actually 

                                                      
13 Amendments to the regulations under IRC §402 were proposed on Feb. 13, 2004 (REG-126967-
03, 2004-10 I.R.B. 566) to clarify that the fair market value standard controls when such a contract 
is distributed. While proposed regulations under IRC §§79 and 83 clarify that the amount 
includible in income under those sections is based upon the fair market value of the insurance 
contract rather than its cash surrender value, the proposed regulations do not provide any 
guidance as to what constitutes fair market value. Thus, the methodology set forth in the revenue 
procedures applies to determinations under those sections as well. 
14 Treas. Reg. § 1.402(a)-1(a)(2). 
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charged on or before the valuation date and those charges are not 
expected to be refunded, rebated, or otherwise reversed at a later date, 
minus  

e) any distributions (including distributions of dividends and dividends 
held on account), withdrawals, or partial surrenders taken prior to the 
valuation date.  

Historical Valuation Issues 

The question of whether the cash surrender value is the proper measure of the value of a 
life insurance policy is not a new one. More than 60 years ago, in a case involving the 
valuation of a gift, the United States Supreme Court said: 
 

Surrender of a policy represents only one of the rights of the insured or 
beneficiary… But the owner of a fully paid life insurance policy has more than the 
mere right to surrender it; he has the right to retain it for its investment virtues 
and to receive the face amount of the policy upon the insured’s death. That these 
latter rights are deemed by purchasers of insurance to have substantial value is 
clear from the difference between the cost of a single-premium policy and its 
immediate or early cash-surrender value…15 

 
The concept that the policy reserve may be a more appropriate value than the cash 
surrender value appears in a Tax Court case,16 as well as Revenue Ruling 59-195, which 
held: 
 

Where an employer purchases and pays the premiums on an insurance policy on 
the life of one of its employees and subsequently sells such policy, on which 
further premiums must be paid, to the employee, the value of the policy, for 
computing taxable gain to the employee in the year of purchase, is its interpolated 
terminal reserve value at the date of the sale, plus the proportionate part of any 
premium paid by the employer prior to the date of the sale which is applicable to a 
period subsequent to the date of the sale.17 

 
PLR 9433020 (Oct. 28, 1994): In a 1994 private letter ruling, the Service discussed the fair 
market value of a life insurance contract in connection with a viatical settlement. Noting 
that an assignment of a life insurance contract for consideration constitutes a sale of 
property, the Service observed that under section 1001(b), the amount realized is equal 
to the cash plus the fair market value of any property received in connection with the 
sale. In this case, the amount realized upon the sale of the life insurance contract would 
be the consideration received from the viatical settlement company. To determine the 
                                                      
15 Guggenheim v. Rasquin, 312 U.S. 254 (1941). 
16 Charles Cutler Parsons v. Comm’r, 16 T.C. 256 (1951). 
17 Rev. Ruling 59-195, 1959-1 C.B. 18. 
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gain on the sale, the amount realized was reduced by the adjusted basis of the contract. 
The adjusted basis of the contract was set equal to the premiums paid less the sum of:  

(i) the cost of insurance (COI) protection provided through the date of sale and  

(ii) any amounts (e.g., dividends) received under the contract that have not been 
included in gross income. 

In this context, the Service cited two cases from the 1930s, dealing with the valuation of 
life insurance policies (for the purpose of deducting losses on sale).18 In London Shoe, the 
court addressed the value of a life insurance contract. After describing the (predecessor) 
to the section 72 rules, the court commented: 
 

The subdivision dealing with the computation of taxable gains somewhat favors 
the taxpayer at the expense of the government, because it allows the deduction of 
the full amount of the premiums paid from the total amount received, though the 
premiums are in excess of what would normally be required for insurance 
protection, and thus lessens the amount of the taxable gain.19 

GUIDELINE PREMIUM/CASH VALUE CORRIDOR TEST 

Section 7702(d) Cash Value Corridor (Chapter II, Page 29) 

The section 772(d) corridor factors apply based on the “attained age” of the insured. In 
September of 2006, regulations providing guidance on determining an insured’s attained 
age for this and certain other purposes under section 7702 were finalized. (See Appendix 
A—Attained Age Regulation.) The specifics of this guidance, which covers both single 
and multiple life attained age determinations, are found in Treas. Reg. section 1.7702-2 
and are discussed below under the heading “Statutory Limitations on Mortality.” 

CHOICE OF TESTS 

Use of CVAT Factors (Chapter II, Page 34) 

A 2004 private letter ruling dealt with the rounding of CVAT “corridor” factors to two 
decimal places.20 The policy provided a minimum death benefit equal to the account 
value multiplied by a cash value accumulation factor, computed as the reciprocal of the 
net single premium. Thus, when multiplied by the account value, the cash value 
accumulation factor would yield the death benefit for which the account value is equal 
to the net single premium. 
 

                                                      
18 See London Shoe v. Comm'r, 80 F.2d 230 (2d Cir. 1935), cert. denied, 298 U.S. 663 (1936); Century 
Wood Preserving Co. v. Comm'r, 69 F.2d 967 (3d Cir. 1934).  
19 London Shoe v. Comm'r, 80 F.2d 230, 232 (2d Cir. 1935). 
20 PLR 200438005 (May 14, 2004). 
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The cash value accumulation factors rounded, up or down, to the nearest two decimal 
places were set forth in a contract endorsement for each attained age and underwriting 
classification. In administering the policy, the insurer relied on its contract 
administration system, which performed calculations internally to an accuracy of eight 
decimal places. Despite administrative practices which maintained the policies in 
compliance, the rulings looked to the “terms of the contract” to determine that the 
policies failed to meet the CVAT. Under the ruling, the Service waived the potential 
failure of the policies to meet the CVAT, allowing the insurer to replace the two-decimal 
place factors with more accurate factors. 

TAXATION OF PRE-DEATH DISTRIBUTIONS 

Methods of Taxation (Chapter II, Page 37) 

Section 72 allocates any “amount received” by the policyholder under a life insurance 
(or annuity) contract between two categories: income on the contract (gain) or 
investment in the contract (basis). The sum of these two amounts equals the amount 
received. The portion allocated to gain is includible in the taxpayer’s gross income, 
while the amount allocated to basis reduces investment in the contract and is not 
taxable. In general, distributions are taxed in one of three ways: 
 

(1) The first approach is the FIFO (first in, first out) approach and is thought of as 
the friendly approach, since it defers tax. Under this approach, basis is 
distributed first, and no distributed amount is taxable until all basis is gone. 

 
(2) The second approach is LIFO (last in, first out), and it does the reverse of FIFO. 

Under LIFO, gain is distributed first, and no distributed amount is free of tax 
until all gain is gone from the contract. 

 
(3) Finally, the third (pro-rata) approach compromises between these two extremes 

and views any distribution as a mix of taxable gain and basis in the same 
proportion as existed in the contract just before the distribution. (The pro-rata 
taxation applies to distributions from contracts under qualified plans under 
section 72(e)(8).) 

 
Investment in the contract as of any date is defined by section 72(e)(6) as the total 
amount of premium or other consideration paid for the contract before that date less the 
aggregate amount received by the policyholder from the contract before that date, to the 
extent the amount received was excludable from gross income for income tax purposes. 
Income on the contract is effectively defined in section 72(e)(3) as the excess of contract 
cash value before reduction for any surrender charge over the investment in the 
contract.21 

                                                      
21 While this discussion speaks of “investment in the contract” and “basis” interchangeably, the 
concept of basis is a general one under the federal income tax law and technically applies with 
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Allocation of distributions under section 72 is done one way for modified endowment 
contracts (MECs), and another way for non-MEC life insurance contracts. For non-
MECs, section 72(e)(5) applies, and the amount received is allocated to income on the 
contract to the extent it exceeds the investment in the contract at the time of distribution. 
That is, the FIFO method of taxing applies and basis is fully recovered before any 
income amount is recognized. In addition, for a non-MEC, a policy loan is not treated as 
a distribution and does not create an amount received by the policyholder. 
 
For a MEC, section 72(e)(10) makes section 72(e)(2)(B) applicable, so that the amount 
received is allocated to income on the contract to the extent it does not exceed the 
income on the contract at the time of distribution. That is, the amount received is 
includible in income to the extent of gain, and only after all gain has been taxed is there 
any allocation to basis. This is the LIFO method of taxing distributions. However, 
section 72(e)(5)(E) provides special treatment for full surrender of a contract. That is, the 

amount received is includible in 
gross income, but only to the extent 
it exceeds investment in the 
contract—the FIFO rule. This rule 
allows full basis recovery for MECs 
in circumstances where there is a 
full surrender in the presence of a 
surrender charge. 
 

To illustrate, assume a MEC with basis of $800 and gain of $200, hence cash value of 
$1000, is surrendered and that a $100 surrender charge applies. Without this special rule, 
income on the contract of $200 would be LIFO taxed, and of the $900 amount received 
only $700 would represent basis recovery. The surrender rule prevents this. Finally, for 
MECs, policy loans are treated as distributions and create an amount received by the 
policyholder (under section 72(e)(4)(A)). This applies to loans taken to pay policy loan 
interest as well as to loans taken as cash or to pay premium. 
 
Policy dividends: A dividend or similar amount that is retained by the insurer as premium 
or other consideration for the contract is not treated as a distribution and does not create 
an amount received due to section 72(e)(4)(B). Policy dividends also do not have any 
effect on investment in the contract (basis). This favorable treatment is not extended to 
partial surrenders or policy loans applied to pay premium. Thus, partial surrenders or 
policy loans create distributions for a MEC (or an annuity), which may well be fully or 

                                                                                                                                                              
respect to life insurance contracts only in the case of sales, exchanges, or dispositions of contracts 
other than the surrenders and withdrawals addressed by section 72. Although the basis of a 
contract is often thought to follow the definition of the investment in the contract, the Service 
indicated in PLR 9443020 (Oct. 28, 1994) that a contract's basis may be reduced by cost of 
insurance charges. 

Basis 800         
Gain 200         
Cash Value 1,000      
Surrender Charge 100         
Amount Received on Surrender 900         
Taxable Gain 100         

Taxation of Full Surrender
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partly taxable. Similarly, a dividend applied to reduce a policy loan is treated as a 
distribution for both MECs and non-MECs. These distributions reduce basis only to the 
extent they are not taxable. 
 
Charges for LTC riders: Charges assessed against the cash value of a life insurance 
contract to pay for benefits additional to the basic contract benefits (other than qualified 
additional benefits) are treated as distributions from the contract even though the 
amounts involved are actually retained by the insurer rather than paid out to the 
policyholder. This is the treatment, for example, of charges imposed to pay for a long-
term-care (LTC) insurance accelerated benefits rider. Hence, if such charges are assessed 
against the cash value of a MEC, they are includible in gross income on a gain-first basis. 
However, as discussed further below under the heading ACCELERATED DEATH 
BENEFITS AND LONG-TERM CARE RIDERS, the Pension Protection Act of 200622 
enacted new section 72(e)(11), effective after 2009, to exclude from gross income the 
charges imposed to fund such riders if they provide “qualified” LTC insurance 
coverage. Instead, those charges will reduce the investment in the contract, whether or 
not the contract is a MEC. As a result, the premiums paid for the contract, as defined in 
section 7702(f)(1)(A), will be reduced by such charges. 
 
Policy loans: The taxation of policy loans from MECs requires an adjustment to basis 
accomplished by the final sentence of section 72(e)(4)(A). The policy loan does not affect 
the cash value of the contract, and neither will any repayment of the loan. Any taxed 
portion of the loan is, however, added to the investment in the contract (basis). If a 
policy loan is applied to pay premium, the basis is increased by any taxed portion of the 
loan, and further increased by the amount applied as premium (just as any premium 
payment increases basis). This is illustrated in Table II-5A. 
 

Value 
"Before" 

Withdrawal

Value 
"After" for 

MEC

Value 
"After" for 
Non-MEC

LIFO FIFO
Cash Surrender Value 10,000          
Premiums Paid 7,000            
Section 72(e) Gain 3,000            
Policy Loan 1,000            
Taxable Income 1,000        
Premiums Paid 8,000        7,000        
Section 72(e) Gain 2,000        3,000        
Premium Payment 1,000            
Cash Surrender Value 11,000          
Premiums Paid 9,000        8,000        
Section 72(e) Gain 2,000        3,000        

Table II-5A Taxation of a Policy Loan to Pay Premiums

 
                                                      
22 Pub. L. No. 109–280, § 844(a). 
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Section 7702(f)(1) premiums paid: Under section 72, the investment in the contract is not 
always the same as premiums paid. At least three differences can be observed: 
 

(1) The first occurs when a contract is issued as an exchange, in which gain is not 
recognized due to the operation of section 1035. Under section 7702, the entire 
amount of exchange money counts as premiums paid. However, section 1031(d) 
intervenes to create a carry-over basis from the old contract to the new one. The 
effect of this carry-over is to treat income on the old contract not taxed in the 
exchange as income on the new contract. For completeness we note that if the 
policyholder in a section 1035 exchange receives money (“boot”) in addition to a 
new contract, the money is taxable to the extent there is gain in the old contract, 
and any excess of the boot over the prior contract gain will reduce the carry-over 
basis of the new contract.23 

 
(2) The second way basis can differ from premiums paid is through the taxation of 

policy loans from MECs. As noted above, the taxed portion of the loan increases 
investment in the contract (basis), but there is no effect on premiums paid. 

 
(3) A third difference is created by a special rule in section 7702(f)(1)(B) allowing 

amounts taxable under the force-out rule of section 7702(f)(7)(B) and (E) to 
reduce premiums paid under section 7702. This does not mean that these 
amounts reduce section 72 investment in the contract. 

 
Section 72 imposes additional tax (“penalty tax”) on certain distributions from MECs.24 
 

Summary of Taxation of Distributions under IRC Section 72 

 Timing of Tax Policy Loans Penalty Tax 

Non-MEC Life 
Insurance FIFO Not Taxed None 

MECs LIFO Taxed with basis 
adjustment 10% with exceptions 

Aggregation Rules (Chapter II, Page 39) 

Single premium COLI contracts simultaneously purchased in large numbers received 
some relief from the aggregation rule of section 72(e)(12) by virtue of Rev. Rul. 2007-38.25 
(Section 72(e)(11) was redesignated as section 72(e)(12) by the Pension Protection Act of 
2006.) Under the facts of that ruling, a portion of a group of COLI MECs purchased at 

                                                      
23 IRC § 1031(b) and Treas. Reg. § 1031(d)-1(b). 
24 Section 72(v). 
25 2007-25 I.R.B. 1420. 
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the same time from the same carrier was exchanged under section 1035 for new COLI 
contracts issued by a different carrier (several years later). The ruling held that section 
72(e)(12) would not apply to aggregate the new contracts with the contracts that were 
not exchanged. While this ruling provided some good news for the taxpayers holding 
COLI contracts, it should be noted that the ruling does not address the situation of an 
exchange followed by a surrender of some or all of the contracts not exchanged. Such 
facts could lead to a different result under the tax law’s step transaction doctrine. 
 

INTEREST 

Changes in the Interest Rate Environment (Chapter III, Page 53) 

 
 
 
 
 
 
 
 
 
 
 
 
 
The chart below compares the section 7702 and 7702A interest limitations with 
maximum rates permitted under the Standard Nonforfeiture Law (for life insurance 
contracts of durations of 20 or more years) as well as the average of the Moody’s Aaa 
and Baa rates (which is used as a proxy for the general account earnings rate under 
Revenue Procedure 2001-42). 

Years Nonforfeiture 
Rates

GSP GLP, NSP, & 
7-Pay

1982 7.00% 6.00% 4.00%
1983-1986 7.50% 6.00% 4.00%
1987-1992 7.00% 6.00% 4.00%
1993-1994 6.25% 6.00% 4.00%
1995-2005 5.75% 6.00% 4.00%
2006-2008 5.00% 6.00% 4.00%

Table III-2 Maximum Nonforfeiture Interest Rates
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STATUTORY LIMITS ON MORTALITY 

Regulation Section 1.7702-2 (Chapter III, Page 59) 

Attained age under section 7702: An insured’s attained age is relevant in a number of 
contexts under both sections 7702 and 7702A. In general, the computation of guideline 
premiums and net single premiums under section 7702 and 7-pay premiums under 
section 7702A at any given time requires knowledge of, or an assumption as to, the 
age(s) of the insured(s) at that time. More particularly, section 7702(e)(1)(B) generally 
provides that the calculations under section 7702 must assume that a contract’s maturity 
date is no earlier than the day on which the insured attains age 95 and no later than the 
day on which the insured attains age 100. Also, under section 7702(e)(1)(C), death 
benefits are deemed to be provided until this maturity date, and under section 
7702(e)(1)(D), the amount of any endowment benefit (or sum of endowment benefits, 
including any cash surrender value on the maturity date) is deemed not to exceed the 
least amount payable as a death benefit at any time under the contract. As noted 
previously, the insured’s attained age also is pertinent to application of the “cash value 
corridor” requirement of section 7702(d), which must be satisfied by contracts intended 
to comply with the guideline premium limitation. 
 
On May 24, 2005, the Treasury Department and the Service proposed regulations 
explaining how to determine the attained age of an insured for purposes of testing 
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whether a contract satisfies the requirements of section 7702. Prior to this, the sole 
official information relating to the determination of attained age was found in the 
DEFRA legislative history’s statement that in applying the cash value corridor, the 
guideline premium limitation, and the computational rules, “the attained age of the 
insured means the insured’s age determined by reference to contract anniversaries 
(rather than the individual’s actual birthdays), so long as the age assumed under the 
contract is within 12 months of the actual age.” 26 As described below, the proposed 
regulations elaborated on this rule, and in September of 2006, subject to several changes, 
they were finalized and now appear as Treas. Reg. section 1.7702-2. 
 
The final regulations, consistent with the proposed regulations, establish a general rule 
for determining an insured’s attained age for purposes of calculating the guideline level 
premium under section 7702(c)(4), applying the cash value corridor of section 7702(d), 
and utilizing the computational rules of section 7702(e). Significantly, the preamble to 
the final regulations states that the regulations do “not, nor are they intended to, endorse 
or prohibit any methodology for determining reasonable mortality charges under 
section 7702(c).” This limitation on the scope of the new rules was reiterated, and 
emphasized, by representatives of the Treasury Department and the Service during 
discussion of the subject at the Society of Actuaries’ (SOA) Product Tax Seminar on Sept. 
13, 2006, the day after the final regulations were published. Hence, the new attained age 
rules apply for limited, specific purposes: (1) determining the level premium payment 
period under section 7702(c)(4), which refers to payments until age 95, (2) applying the 
section 7702(d) corridor factors, which are age specific, and (3) making the various 
calculations in accordance with the endowment or maturity date rules of section 7702(e), 
which reference ages 95 and 100. The computational rules apply to the section 7702(b) 
cash value accumulation test as well as the guideline premium test, and they also apply, 
derivatively, in determining the section 7702A 7-pay premiums. 
 
In addition to addressing contracts covering a single insured’s life, the regulations 
address the permissible attained age assumptions that may be used under joint life 
insurance contracts, both first-to-die contracts and last-to-die contracts. Specifically, 
Treas. Reg. section 1.7702-2(b)(1) provides that the attained age of the insured under a 
contract insuring a single life is either: 
 

(1) the insured’s age determined by reference to the individual’s actual birthday as 
of the date of determination (actual age); or 

 
(2) the insured’s age determined by reference to contract anniversary (rather than 

the insured’s actual birthday)—sometimes called the “insurance age”—so long as 
the age assumed under the contract is within 12 months of the actual age. 

 

                                                      
26 DEFRA Senate Report at 576; DEFRA Blue Book at 651. 
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Under these rules, age-last-birthday and age-nearest-birthday assumptions continue to 
be permitted. This is illustrated in Examples 1 and 2 of Treas. Reg. section 1.7702-2(e), 
summarized below. 
 

Example 1: An insured born on May 1, 1947 becomes 60 years old on May 
1, 2007. On Jan. 1, 2008, the insured purchases an insurance policy on his 
or her life. January 1 is the contract anniversary date for future years. The 
insurance company determines the insured’s premiums (or cost of 
insurance) based on an age-last-birthday method. Under this method, the 
insured has an attained age of 60 for the first contract year, 61 for the 
second contract year, and so on.  
 
Example 2: The facts are the same as under Example 1, except that the 
insurance company determines the insured’s premiums based on an age-
nearest-birthday method. Under this method, the insured’s nearest 
birthday to Jan. 1, 2008, is May 1, 2008, when the insured will be 61 years 
old. Thus, in this example, the insured has an attained age of 61 for the 
first contract year, 62 for the second contract year, and so on. 

 
This same set of requirements also applies for purposes of determining an insured’s 
attained age in the case of contracts covering multiple lives, although with significant 
exceptions. In particular, Treas. Reg. section 1.7702-2(c)(1) and (d) provide, respectively, 
that: 
 

(1) The attained age of the insured under a contract insuring multiple lives on a last-
to-die basis—joint and last survivor contracts—is the attained age of the 
youngest insured; and 

 
(2) The attained age of the insured under a contract insuring multiple lives on a first-

to-die basis is the attained age of the oldest insured. 
 
In response to a comment letter on the proposed regulations, the regulations include a 
rule specifically addressing a last-to-die contract that undergoes a change in both its 
cash value and its future mortality charges as a result of the death of an insured (i.e., the 
contract reverts to a single life structure upon the death of an insured). According to 
Treas. Reg. section 1.7702-2(c)(2), if the youngest insured under such a contract should 
die, the attained age used for testing after that death is the attained age of the “youngest 
surviving insured.” In this way, the attained age used for federal income tax purposes is 
consistent with that used under the terms of the contract. 
 
Examples 4, 5, and 6 of Treas. Reg. section 1.7702-2(e) illustrate attained age 
determinations for multiple life contracts and are summarized below. 
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Example 4: An insured born on May 1, 1947 becomes 60 years old on May 
1, 2007. In addition, a second insured covered by the contract was born 
on Sept. 1, 1942, and becomes 65 years old on Sept. 1, 2007. On Jan. 1, 
2008, the insureds purchase a last-to-die insurance policy. Because the 
insured born in 1947 is the younger insured, the attained age of 60 must 
be used for purposes of sections 7702(c)(4), 7702(d), and 7702(e), as 
applicable. 
 
Example 5: The facts are the same as under Example 4, except that the 
younger of the two insureds dies in 2012. After the death of the younger 
insured, both the cash value and mortality charges of the life insurance 
contract are adjusted to take into account only the life of the surviving 
insured. Because of this adjustment, the attained age of the only 
surviving insured is taken into account (after the younger insured’s 
death) for purposes of sections 7702(c)(4), 7702(d), and 7702(e), as 
applicable. 
  
Example 6: An insured born on May 1, 1947 becomes 60 years old on May 
1, 2007. In addition, a second insured covered by the contract was born 
on Sept. 1, 1952, and becomes 55 years old on Sept. 1, 2007. On Jan. 1, 
2008, the insureds purchase a first-to-die insurance policy. Because the 
insured born in 1947 is the older insured, the attained age of 60 must be 
used for purposes of sections 7702(c)(4), 7702(d), and 7702(e), as 
applicable. 

 
The treatment of contracts covering multiple lives is addressed further below under 
MULTIPLE-LIFE PLANS. 
 
Consistency rule: The regulations contain a consistency requirement. Specifically, Treas. 
Reg. section 1.7702-2(b)(2) states: “ Once determined …, the attained age with respect to 
an individual insured under a contract changes annually. Moreover, the same attained 
age must be used for purposes of applying sections 7702(c)(4), 7702(d), and 7702(e), as 
applicable.” While the promulgation of such an anti-whipsaw requirement is 
understandable, its scope is unclear in a number of respects. 
 
Changes in benefits between policy anniversaries: The consistency requirement of the 
regulations just quoted provides that the attained age of an insured, “once determined” 
for purposes of the regulations, “changes annually.” Example 3 of Treas. Reg. section 
1.7702-2(e), summarized below, details and clarifies the intent of the regulations in 
dealing with benefit changes off-anniversary. 
 

Example 3: An insured born on May 1, 1947 purchases a contract on Jan. 1, 
2008. January 1 is the contract anniversary date for future years. The face 
amount of the contract is increased on May 15, 2011. During the contract 
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year beginning Jan. 1, 2011, the age assumed under the contract on an 
age-last-birthday basis is 63 years. However, at the time of the face 
amount increase, the insured’s actual age is 64. Treas. Reg. section 1.7702-
2(b)(2) provides that, once the attained age is determined, it remains that 
age until the next policy anniversary. Thus, the insured continues to be 63 
years old throughout the contract year beginning Jan. 1, 2011 for 
purposes of sections 7702(c)(4), 7702(d), and 7702(e), as applicable, even 
though the insured is age 64 at the time of the increase based on an age-
last-birthday determination. 

 
It is important to note that this approach runs contrary to a common insurance industry 
practice with regard to off-anniversary death benefit increases. Many administrative 
systems apply a “segment approach” to death benefit increases, where each segment, or 
layer, of additional death benefit is administered independently from the base contract. 
Each segment is assigned its own issue date, coverage amount, issue age, etc., and the 
system calculates, e.g., guideline premiums according to the characteristics assigned to 
each segment. Under a segment approach, the system would aggregate guideline 
premiums for each segment to determine the guideline premiums applicable to the 
contract. A common practice under this approach is to determine issue age for the 
segment as if the segment were viewed as a newly issued contract. Therefore, if the 
contract defines age on an age-last-birthday basis, the segment issue age would be 
determined on an age-last-birthday basis as of the segment issue date; under the facts of 
Example 3 above, the insured would have a segment issue age of 64 years. Thus, the 
segment issue age under an age-last-birthday determination would be greater than the 
attained age permitted under the final regulations, resulting in a potential overstatement 
of guideline premiums. 
 
This result was deliberate on the part of the Treasury Department and the Service. A 
comment letter submitted on the proposed regulations characterized the regulations’ 
language as unclear with respect to the attained age that should be used for a death 
benefit change occurring between policy anniversary dates. The letter requested 
flexibility in determining which attained age to use in this instance. The final regulations 
granted the clarification, but in a manner contrary to the request made, determining that 
the attained age of the insured, once determined, remains constant until the next policy 
anniversary. Again, however, the new attained age rules apply for the limited purposes 
of section 7702(c)(4), (d), and (e)—but they do not govern “reasonable” mortality 
charges, according to the preamble. Off-anniversary changes, then, cannot alter the 
insured’s attained age for purposes of determining the level premium payment period, 
applying the corridor factors, and making calculations in accordance with the section 
7702(e) maturity date rules. 
 
One question that has arisen concerns the application of the final regulations when there 
is a material change under section 7702A(c)(3)(A)(i). Upon a material change in benefits 
under a contract which was not reflected in any previous determination under section 
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7702A, section 7702A(c)(3)(A)(i) requires the contract to be treated as "a new contract 
entered into on the day on which such material change takes effect." In Example 3, 
above, if the contract is considered newly entered into on the date of the face amount 
increase (May 15, 2011), is it then appropriate to determine age as if the contract were 
newly entered into on that date for purposes of section 7702A(c)(3)(A)? It would seem 
so, in which case the attained age for the 7-pay premium calculation in the example is 
64. While calculations of 7-pay premiums under section 7702A are made, in part, using 
the computational rules of section 7702(e), section 7702A(c)(3)(A)(i) appears to be the 
more specific statutory rule governing the date when calculations are made and an 
insured's age is identified. It would be helpful for this to be clarified in future guidance. 
 
Contractual assumptions: A further question is whether the age assumptions contained 
within a contract (used, for example, for purposes of determining guaranteed mortality 
charges) must be used under section 7702, e.g., if a contract sets forth mortality 
guarantees based on an age-last-birthday assumption, is it permissible to calculate 
guideline premiums using an age-nearest-birthday assumption? Generally speaking, 
where section 7702 does not prescribe a particular treatment for an aspect of the 
calculations, it is appropriate to follow the mechanics of a contract, since such a practice 
usually will be actuarially reasonable in the circumstance. The statute does not, 
however, expressly require this, and thus the extent to which variations in practice are 
permitted is unclear in some respects. We observe that the second example of section 
1.7702-2(e) of the proposed regulations describes use of an age-nearest-birthday 
assumption and notes that “under the contract” premiums were determined on this 
basis. In addition, the third of the safe harbors with respect to the reasonable mortality 
charge rule set forth in Notice 2006-95 limits the charges that can be reflected under 
section 7702 to those guaranteed under the contract, and thus insurers intending to 
utilize this safe harbor generally will need to reflect contractual age assumptions in their 
guideline premium calculations. The exact scope of any required consistency between 
section 7702 and a contract’s age assumptions is unclear at present, and there may well 
be other common practices that could raise questions in this respect. 
 
Effective date: The final regulations are effective Sept. 13, 2006 and apply to policies either 
(a) issued after Dec. 31, 2008, or (b) issued on or after Oct. 1, 2007 and based on the 2001 
CSO tables (discussed below). A taxpayer may choose, however, to apply the final 
regulations to policies issued prior to Oct. 1, 2007, provided that the taxpayer does not 
later determine the policies’ qualification in a manner that conflicts with the regulations.  
 
Given the prospective application of the regulations’ guidance, questions have been 
asked about the appropriateness of practices, such as joint equal age assumptions and 
age rate-ups, which insurers have used and continue to use with respect to contracts 
issued before the above-described effective date. Technically, the regulations do not in 
any way address such contracts or the appropriateness of any particular practices 
applied to determine their compliance (apart from the effective date rule permitting a 
taxpayer to apply the guidance retroactively to such contracts). Thus, the 
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appropriateness of any particular interpretation of section 7702 and associated practice 
must be determined based on the requirements as set forth in the statute and other 
authorities such as legislative histories pertinent to such requirements. They must be 
judged, in other words, based on the law as it existed without regard to the regulations. 
 
While the regulations thus do not provide any comfort with respect to prior and existing 
practices (unlike, for example, the relief provided in Rev. Rul. 2005-6 with respect to the 
treatment of qualified additional benefits), it can fairly be said that the government has 
been aware of the use of various practices, such as joint equal age assumptions. The 
preamble to the proposed regulations states that the regulations are “consistent with the 
existing practice of many (but not all) issuers of both contracts insuring a single life and 
contracts insuring multiple lives.” Thus, the choice of a prospective effective date for the 
proposed new rules provides some indication that the government is not interested in 
challenging such practices, as long as they were actuarially reasonable. 

THE 2001 CSO MORTALITY TABLE 

Notices 2004-61 and 2006-95 (Chapter III, Page 62) 

In the fall of 2004 and again in the fall of 2006, the Treasury Department and the Service 
issued notices in response to the life insurance industry’s request for guidance on the 
transition to the 2001 CSO tables. First, Notice 2004-6127 provided a set of safe harbor 
rules intended to enable an orderly transition to the new table. The safe harbors under 
the Notice addressed both 1980 CSO contracts and 2001 CSO contracts, and it applied to 
both the definitional limitations under section 7702 and the modified endowment rules 
under section 7702A. Then, reacting to industry comments concerning certain perceived 
new restrictions imposed by the 2004 Notice, the government issued Notice 2006-95, 28 
(see Appendix B) reiterating the prior Notice’s safe harbors but removing the 
troublesome wording. According to its terms, Notice 2006-95 “supplements” Notice 88-
128 and “modifies and supersedes” Notice 2004-61. 
 
Safe harbors: Notice 2006-95, like its predecessor, provides three safe harbors with respect 
to the reasonable mortality charge requirement of section 7702(c)(3)(B)(i), although these 
are not identical to those of Notice 2004-61. 
 
● The first safe harbor, set forth in section 4.01 of Notice 2006-95, provides that the 

interim rules described in Notice 88-128 remain in effect “except as otherwise 
modified by the notice.” Notice 88-128 included an “interim” rule allowing use of 
mortality charges that do not exceed 100% of the applicable mortality charges set 
forth in the 1980 CSO tables. One modification to the interim rules of the 1988 
Notice made by Notice 2006-95 (and previously by Notice 2004-61) results from 

                                                      
27 2004-2 C.B. 596. 
28 2006-45 I.R.B. 848. 
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the change in the prevailing mortality table to 2001 CSO in 2004.29 Reflecting this 
change, and taking account of the transition rules of the National Association of 
Insurance Commissioners (NAIC) model regulation implementing the new 
tables, section 2 of Notice 2006-95 observes: “The 1980 CSO tables may still be 
used in all states for contracts issued in calendar years through 2008. For 
contracts issued after 2008, use of the 2001 CSO tables will be mandatory.” 
Notice 2004-61 contained a similar statement applicable for contracts issued in 
states that had adopted the 2001 CSO tables; Notice 2006-95 observes that all 
states have now adopted the 2001 CSO tables. 

 
● The second safe harbor, set forth in section 4.02 of Notice 2006-95, provides that a 

mortality charge with respect to a life insurance contract will satisfy the 
requirements of section 7702(c)(3)(B)(i) so long as (1) the mortality charge does 
not exceed 100% of the applicable mortality charge set forth in the 1980 CSO 
tables; (2) the contract is issued in a state that permits or requires the use of the 
1980 CSO tables at the time the contract is issued; and (3) the contract is issued 
before Jan. 1, 2009. It is unclear what situations might satisfy this second safe 
harbor which would not satisfy the first safe harbor. It may be that this safe 
harbor simply represents a restatement of the second safe harbor of Notice 2004-
61 with a modification—an important one—that removes a requirement added 
by Notice 2004-61 that the mortality charges assumed in the section 7702 
calculations could not exceed the mortality charges specified in the contract at 
issuance. Section 3 of Notice 2006-95 expressly states that this change was made 
to ensure that it does not subject 1980 CSO contracts to more stringent standards, 
retroactively, than applied under Notice 88–128. It may also be that this second 
safe harbor was intended to implement the “sunset” statement, made in section 2 
of Notice 2006-95, that for contracts issued after 2008, use of the 1980 CSO tables 
will no longer be allowed. 

 
● The third safe harbor, set forth in section 4.03 of Notice 2006-95, provides that a 

mortality charge with respect to a life insurance contract will satisfy the 
requirements of section 7702(c)(3)(B)(i) so long as (1) the mortality charge does 
not exceed 100% of the applicable mortality charge set forth in the 2001 CSO 
tables; (2) the mortality charge does not exceed the mortality charge specified in 
the contract at issuance; and (3) either (a) the contract is issued after Dec. 31, 
2008, or (b) the contract is issued before Jan. 1, 2009, in a state that permits or 
requires the use of the 2001 CSO tables at the time the contract is issued. In this 
manner, the Notice (like its predecessor) follows the adoption dates provided by 
the NAIC in its Model Regulation adopting the 2001 CSO.30 The Model 

                                                      
29 For the special case of burial or pre-need life insurance contracts issued beginning in 2009, see 
the discussion below under the heading SPECIAL PRODUCTS. 
30 Recognition of the 2001 CSO Mortality Table for Use in Determining Minimum Reserve Liabilities and 
Nonforfeiture Benefits Model Regulation (NAIC, December 2002). 
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Regulation provides that the 2001 CSO table can be applied at the option of a 
company until Jan. 1, 2009, by which time all products offered for sale must be 
2001 CSO compliant. In following the NAIC Model, the Notices, in effect, 
adopted the same transition rules for compliance with the definitional limits as 
the states have provided for contract nonforfeiture values, thus removing any 
potential conflict between state law and federal tax law requirements. 

 
The importance of meeting one of the safe harbors: The reasonable mortality charge 
requirement, apart from guidance such as Notice 2006-95 and its predecessors, is tied to 
the prevailing commissioners’ standard tables as defined in section 807(d)(5). Since, as 
noted above, the 2001 CSO tables became “prevailing” during 2004, the mortality tables’ 
“year of change” within the meaning of the section 807(d)(5)(B) transition rule was 2005, 
so that under that rule—barring other guidance—the 1980 CSO tables would continue to 
be permitted to be used as the prevailing tables for “the 3-year period beginning with 
the first day of the year of change,” i.e., only through Dec. 31, 2007. Thus, looking solely 
at the statutory rules, use of the 2001 CSO tables would be required for contracts 
covering standard risk insureds issued after Dec. 31, 2007. It is therefore critical that 1980 
CSO contracts meet a safe harbor if they are issued during 2008, since it may not 
otherwise be possible for such designs to comply with the statute. 
 
New role for contract guarantees: As insurers design products with the intention of 
complying with the third safe harbor of Notice 2006-95, special care should be paid to 
ensuring that the contract does not in some way guarantee mortality charges less than 
charges based on 100% of 2001 CSO, such as through a secondary guarantee contained 
in the contract. If there were a more liberal mortality rate guarantee, it would be 
necessary to reflect it in the calculations under section 7702 (and 7702A) in order to come 
within the ambit of this safe harbor. 
 
Rules for smoker-distinct and gender-blended tables: Notice 2004-61 had expressly permitted 
the use of smoker-distinct and gender-blended mortality tables, but only if a consistency 
requirement (foreshadowed in the 1991 proposed regulations on reasonable mortality) 
was met. In particular, if a state permitted the use of 1980 CSO or 2001 CSO unisex tables 
in determining minimum nonforfeiture values, Notice 2004-61 allowed such tables to be 
used for female insureds provided the same tables were used for male insureds. 
Similarly, if a state permitted the use of 1980 CSO or 2001 CSO smoker and non-smoker 
tables in determining minimum nonforfeiture values, Notice 2004-61 allowed such tables 
to be used for smoker insureds provided nonsmoker tables were used for nonsmokers. 
Notice 2006-95 retains these rules, but on its face does so only for purposes of the 2001 
CSO tables under the notice’s third safe harbor. 
 
Section 3 of Notice 2006-95 describes this change as intended to help ensure that Notice 
2006-95 does not subject 1980 CSO contracts to more stringent standards, retroactively, 
than applied under Notice 88-128. Apparently, the express consistency requirement 
applicable under Notice 2004-61 for the use of smoker-distinct and gender-blended 
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tables was considered to be a restriction potentially being applied retroactively. Thus, 
Notice 2006-95 clarifies that mortality charges deemed reasonable under the safe harbors 
of Notice 88-128 continue to be considered reasonable without regard to the consistency 
rule of Notice 2004-61. This particular change made by Notice 2006-95 does not appear 
intended to broaden the scope of the Notice 88-128 safe harbors, but rather to ensure that 
they are not curtailed. 
 
One question that has arisen from the changes made by Notice 2006-95 relates to the 
Notice 88-128 safe harbor rule permitting use of 1980 CSO unisex tables under section 
7702 if the state requires use of such tables. Prior to Notice 2004-61, the use of unisex 
tables in states that permitted, but did not require, the use of such tables seemingly was 
not encompassed by the Notice 88-128 safe harbor. (This did not mean that this practice 
ran afoul of the statutory reasonable mortality charge requirement, but rather simply 
that the safe harbor was unavailable to confirm compliance with the requirement.) One 
beneficial consequence of Notice 2004-61 was that it confirmed that such permissive uses 
of unisex 1980 CSO tables were proper in circumstances where unisex tables were 
consistently used. While the modification of Notice 2004-61 by Notice 2006-95 gives the 
appearance that such safe harbor treatment is now being withdrawn, such a result seems 
unintended in view of the rationale for the change set forth in Notice 2006-95. Similar 
considerations may apply as well with respect to the change relating to the use of 
smoker-distinct 1980 CSO tables. 
 
Substandard risks: Notice 2006-95 states that neither it nor Notices 88-128 and 2004-61 
address the reasonable mortality charge requirement in the case of substandard risks. 
Thus, reasonable mortality charges for contracts with substandard mortality rate 
guarantees generally will continue to be governed by the interim rule of section 
5011(c)(2) of TAMRA. Under that rule, a contract issued before the effective date of 
temporary or final regulations will be deemed to satisfy the reasonable mortality charge 
requirement of section 7702(c)(3)(B)(i) if the mortality charges assumed in the 
calculations “do not differ materially from the charges actually expected to be imposed 
by the company (taking into account any relevant characteristic of the insured of which 
the company is aware).” 
 
Contract changes: The effective date language in section 5.01 of Notice 2006-95 (as well as 
of Notice 2004-61) uses a contract’s issue date to determine whether the 1980 CSO or the 
2001 CSO applies where changes are made to a contract after the mandatory Jan. 1, 2009 
effective date of the 2001 CSO. In describing the “date on which a contract was issued,” 
Notice 2006-95 refers to the “standards that applied for purposes of the original effective 
date of section 7702.”31 As described in the legislative history of section 7702, the original 

                                                      
31 The Notice provided the following citation: “See H.R. Conf. Rep. No. 861, 98th Cong., 2d Sess. 
1076 (1984), 1984-3 (Vol. 2) C.B. 330; see also 1 Staff of Senate Comm. on Finance, 98th Cong., 2d 
Sess., Deficit Reduction Act of 1984, Explanation of Provisions Approved by the Committee on 
March 21, 1984, at 579 (Comm. Print 1984).” 
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transition rules followed the principle that “contracts received in exchange for existing 
contracts are to be considered new contracts issued on the date of the exchange.” 
 
While this language would clearly apply to a new 2001 CSO contract that replaces a 1980 
CSO contract, it may also sweep in changes made to existing contracts, depending on the 
nature and the extent of the change. In this regard, both the legislative history and 
Notice 2006-95 recite that “for these purposes, a change in an existing contract is not 
considered to result in an exchange if the terms of the resulting contract (that is, the 
amount and pattern of death benefit, the premium pattern, the rate or rates guaranteed 
on issuance of the contract, and mortality and expense charges) are the same as the 
terms of the contract prior to the change.” 
 
Notice 2006-95 goes on to provide guidance regarding changes that, even though 
material, also will not cause a contract to be newly issued for purposes of applying the 
reasonable mortality charge requirement. In particular, section 5.02 of Notice 2006-95 
states that if a life insurance contract satisfied the 1980 CSO safe harbor when originally 
issued, a change from previous tables to the 2001 CSO tables is not required if: 
 

(1) the change, modification, or exercise of a right to modify, add, or delete benefits 
is pursuant to the terms of the contract; 

 
(2) the state in which the contract is issued does not require use of the 2001 CSO 

tables for that contract under its standard valuation and minimum nonforfeiture 
laws; and 

 
(3) the contract continues upon the same policy form or blank. 

 
Notice 2006-95 further states, in section 5.03, that: 
 

The changes, modifications, or exercises of contractual provisions 
referred to in section 5.02 include (1) the addition or removal of a 
rider; (2) the addition or removal of a qualified additional benefit 
(QAB); (3) an increase or decrease in death benefit (whether or not 
the change is underwritten); (4) a change in death benefit option 
(such as a change from an option 1 to option 2 contract or vice 
versa); (5) reinstatement of a policy within 90 days after its lapse; 
and (6) reconsideration of ratings based on rated condition, lifestyle 
or activity (such as a change from smoker to nonsmoker status). 

 
In describing the changes being made to the rules of Notice 2004-61 with respect to the 
identification of the issue date of a contract, Notice 2006-95 provided three comments 
which should be noted. 
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• First, referring to the change made to an earlier reference to underwriting in the 
third example (formerly the second example) of section 5.03, Notice 2006-95 
observes that “the rule for determining the issue date of a contract that 
undergoes an increase or decrease in death benefit is simplified by eliminating 
the concept of ‘underwriting.’ This change broadens the grandfather rule of 
Notice 2004-61 to encompass many routine transactions, but does not wholly 
defer to an issuer’s administrative practices and procedures.”  

 
• Second, referring to the addition of the third, fifth, and sixth examples to the list 

in section 5.03, Notice 2006-95 states that “additional examples are provided of 
changes, modifications, or exercises of contractual provisions that will not 
require a change from previous tables to the 2001 CSO tables.” Interestingly, 
while seemingly intended as a liberalization, the inclusion of the fifth example—
relating to reinstatement of a policy within 90 days after its lapse, apparently 
modeled on the rule of section 7702A(c)(2)(B)—could be read as an indirect form 
of restriction. Since a right to reinstate typically applies under a contract for a 
period considerably longer than 90 days, should reinstatements beyond 90 days 
result in a loss of grandfathered status? In such a case, it would seem that the 
general rule of section 5.02 would apply, and the fact that a reinstatement is not 
specifically identified in the list of examples in section 5.03 should not alter this 
result. 

 
• Third, Notice 2006-95 provides the reminder that “[e]xcept as described above, 

this notice does not modify the definition of ‘issue date’ that was provided in 
Notice 2004-61.” 

 
Effective date: Notice 2006-95 is effective Oct. 12, 2006. The Notice states, however, that its 
provisions will not be applied adversely to taxpayers who issued, changed, or modified 
contracts in compliance with Notice 2004-61 (without regard to the modifications to 
Notice 2004-61 made by Notice 2006-95). 

Mortality Rates beyond Age 100 (Chapter III, Page 62) 

None of the guidance issued to date by the Treasury Department and the Service on the 
2001 CSO transition has commented on one aspect of the 2001 CSO tables—the 
relationship between (1) the requirement of section 7702(e)(1)(B) that a deemed maturity 
date between age 95 and 100 must be used in the section 7702 calculations and (2) the 
fact that the new tables extend to age 121. The “maturity problem” is created by the 
interaction of §7702(e)(1)(B) (deeming the contract to mature no later than the insured’s 
attaining age 100 for computational purposes) and the new 2001 CSO Mortality Tables 
(which continue through age 120, with no survivors at age 121). 
 
As a point of clarification, it should be noted that the net single premium (and guideline 
premiums) for an endowment at age 100 are generally greater than the corresponding 
values for a whole life plan to age 121 (the exception is the guideline level premium for 
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an option 2 death benefit). Thus, from a computational viewpoint, the use of whole life 
to age 121 values should not present any particular problems. The “maturity problem” 
arises because precisely what happens under section 7702 after age 100 remains unclear. 
One view is that the requirements cease after age 100, and that no minimum net amount 
at risk is required. In effect, this is the position of the SOA task force discussed below. 
This practice follows the Canadian approach, which permits the death benefit and cash 
value of an “exempt” life insurance policy to be equal after age 85. Another view is that 
the Congressional intent, as reflected in the legislative history, is that the statutory 
limitation of age 100 should be interpreted as referring to the end of the mortality table, 
which, in the case of the 2001 CSO, is age 121. The two interpretations are discussed in 
more detail below. However, until the Service provides guidance clarifying the 
“maturity problem,” it will remain unresolved.  
 
The SOA task force report: As noted in the report of the 2001 CSO Maturity Age Task 
Force of the Taxation Section of the Society of Actuaries, “[t]he insurance industry has 
requested guidance from the Treasury Department and the Internal Revenue Service on 
the proper application of the current computational rules [of section 7702] to the 2001 
CSO Mortality Table but, to date, such guidance has not been provided.”32 Accordingly, 
the SOA’s Taxation Section established the task force “to propose methodologies that 
would be actuarially acceptable under sections 7702 and 7702A of the Code for 
calculations under contracts that do not provide for actual maturity before age 100.” The 
report of the task force made the following recommendations:  

• Calculations [under sections 7702 and 7702A] will assume that all contracts will 
pay out in some form by age 100, as presently required by the Code, rather than 
by age 121 as would occur “naturally” under the 2001 CSO. 

• The net single premium used in the cash value accumulation test corridor factors, 
of section 7702(b) of the Code, and the necessary premium calculations, of 
section 7702A(c)(3)(B)(i) of the Code, will be for an endowment at age 100.  

• The guideline level premium present value of future premium calculations, of 
section 7702(c)(4) of the Code, will assume premium payments through attained 
age 99. 

• The sum of guideline level premiums, of section 7702(c)(2)(B) of the Code, will 
continue to increase through attained age 99. Thereafter, premium payments will 
be allowed and will be tested against this limit, but the sum of guideline level 
premiums will not increase. If the guideline level premium is negative, the sum 
of guideline level premiums will also not decrease after age 99. 

• In the case of contracts issued or materially changed near to the insured’s age 
100, the MEC present value of future premium calculations will assume 
premium payments for the lesser of seven years or through age 99. This is the 

                                                      
32 2001 CSO Implementation Under IRC Sections 7702 and 7702A, published in the February 2006 
issue of Taxing Times. 
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case because the computational rules of section 7702A(c)(1) provide: “Except as 
provided in this subsection, the determination under subsection (b) of the 7 level 
annual premiums shall be made … by applying the rules … of section 7702(e)”, 
suggesting a need for a new 7-pay premium. However, since section 
7702(e)(1)(B) requires a maturity date of no later than the insured’s attained age 
100, it arguably overrides the computational rules of section 7702A(c)(1) and thus 
the calculations would end at age 100. Given the lack of guidance, reasonable 
alternative interpretations may also be available on this point. 

• If the MEC present value of future premium calculations assumes premium 
payments through age 99 because this is less than seven years, the sum of the 
MEC premiums will continue to increase through attained age 99. Thereafter, 
premium payments will be allowed and will be tested against this limit for the 
remainder of the 7-year period, but the sum of MEC premiums will not increase 
after age 99.  

• In the case of contracts issued or materially changed near to the insured’s age 
100, followed by a reduction in benefits, the MEC reduction rule, of section 
7702A(c)(2), will apply for seven years from the date of issue or the date of the 
material change for a single life contract. For contracts insuring more than one 
life, the MEC reduction rule, of section 7702A(c)(6), will apply until the youngest 
insured attains age 121. 

• Adjustments that occur on or after attained age 100 will not necessitate a material 
change for MEC testing purposes or an adjustment event for guideline premium 
purposes. 

• Necessary premium/deemed cash value testing, of section 7702A(c)(3)(B)(i) of 
the Code, will cease at attained age 100. 

• Policies can remain in force after age 100 with a death benefit greater than or 
equal to the cash value. 

 

The “adjusted maturity date” approach: The legislative history accompanying section 7702 
addressed the choice of a maturity date, noting: “ . . . the maturity date (including the 
date on which any endowment benefit is payable) shall be deemed to be no earlier than 
the day on which the insured attains age 95 and no later than the day on which the 
insured attains age 100. Thus, the deemed maturity date is generally the termination 
date set forth in the contract or the end of the mortality table.”33 The House Report had 
no such comment on an upper limit on maturity date for computational purposes, 
probably because the House Bill had the lower limit at age 95, but no upper limit. In 
discussing the lower limit, however, the House Report says, “For these purposes, the 

                                                      
33 Senate Report at page 576. 
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term maturity date generally means the termination date set forth in the contract or the 
end of the mortality table.”34 
 
The DEFRA Blue Book similarly states, “irrespective of the maturity date actually set 
forth in the contract, the maturity date (including the date on which any endowment 
benefit is payable) is deemed to be no earlier than the day on which the insured attains 
age 95 and no later than the day on which the insured attains age 100. Thus, the deemed 
maturity date generally is the termination date set forth in the contract or the end of the 
mortality table.”35 At the end of the paragraph, the DEFRA Blue Book returns to the 
subject saying, “an actual contract maturity date later than age 100 (e.g., in the case of a 
contract issued on a mortality basis that employs an age setback for females insureds) 
will qualify with application of this computational rule.”36  
 
Under the adjusted maturity date approach, the statutory requirements would be 
interpreted as ending at age 121 for the 2001 CSO. Thus, rather than eliminating the 
requirements at age 100, this interpretation would extend them to age 121. In general, 
this does not change the values materially, with the notable exception of Option 2, which 
would see a significant increase in permissible values of the guideline level premium.  

SECTION 7702(e)(2)(A) and (B) ALTERNATIVE DEATH BENEFIT RULES 

Application of the Net Level Reserve Test (Chapter IV, Page 78) 

Section 7702(e)(2)(B) allows for death benefit increases that do not increase the net 
amount at risk to be reflected under the requirements of the cash value accumulation 
test (CVAT) if the contract satisfies the test using a net level premium reserve (rather 
than an NSP) as the basis for qualification. Specifically, section 7702(e)(2)(B) permits the 
increase described in section 7702(e)(2)(A) (i.e., an increase in the death benefit which is 
provided in the contract may be taken into account, but only to the extent necessary to 
prevent a decrease in the excess of the death benefit over the cash surrender value of the 
contract) to be recognized “assuming that the net level reserve (determined as if level 

                                                      
34 House Report at page 1447. 
35 DEFRA Blue Book at page 652. 
36 A bit of context may help here. In the early 1980s the 1958 CSO Table was the industry standard 
for life insurance contracts. Female mortality was allowed for by the use of an “age setback”; that 
is, by acting as if the insured were three or five years younger than her actual age. This is the age 
setback referred to in the Blue Book. (NAIC allowed a three-year setback for some issue years and 
then liberalized the rule to five years as it became more evident that female mortality was 
substantially better than male.) Where such a setback was used, the actual age of the insured at 
the end of the table was three or five years higher than the age at the end of the 1958 CSO Table, 
i.e., 103 or 105.  
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annual premiums were paid for the contract over a period not ending before the insured 
attains age 95) is substituted for the net single premium.” 
 
In his article on section 7702, Professor Andrew D. Pike, who served in the Office of Tax 
Legislative Counsel of the Treasury Department during the development of section 7702, 
points out that the term “net level reserve” is not defined in section 7702, nor does the 
legislative history discuss how the net level premium is to be computed. He also notes 
that it is possible to take advantage of this rule [the NLR test] even if the contract 
provides for a pattern of death benefit increases that differs from that produced in the 
return of cash value policy design. In that case, only the increase that occurs in the 
return of cash value contract is reflected in the net level reserve.37 
 
The NLR test appears to have been intended to permit certain increasing face amount 
policies to continue to qualify under section 7702, recognizing that they often would be 
financed by policy loans. It can be argued that section 7702(e)(2)(B) realistically applies 
only to fixed premium contracts, as the concept of a net level premium reserve makes 
little sense for flexible premium forms, and a level net premium is needed in order to 
compute a net level premium reserve. 
 
The DEFRA Blue Book notes that the special rules of section 7702(e)(2) allow contracts 
“using the guideline premium/cash value corridor test to have a higher internal rate of 
return than would otherwise be allowed…”38 It further notes that the relief provided in 
section 7702(e)(2)(B) for cash-value-accumulation-tested contracts does not provide a 
comparable expansion. Footnote 55 discusses this discrepancy between the treatment of 
flexible premium contracts (presumed to be tested under the guideline premium test) 
and traditional life insurance products (presumed to be tested under the CVAT), 
essentially rationalizing the harsher treatment accorded fixed premium products: 

The discrepancy between the tax treatment of flexible premium contracts and that 
of the more traditional life insurance products (which is embodied in the 
differences between the cash value corridor and the cash value accumulation test) 
reflect the general concern over the investment orientation of certain life insurance 
contracts and recognition of the fact that for an investment oriented purchase of 
traditional life insurance products, the after-tax rate of return can be boosted 
through the use of the policy loan provisions. Whereas, flexible premium contracts 
might have slightly more generous limitations under the new definitional 
provisions, it is generally understood that the owner of such a contract is not able 

                                                      
37 Andrew D. Pike, Reflections on the Meaning of Life: An Analysis of Section 7702 and the Taxation of 
Cash Value Life Insurance, 43 TAX L. REV. 491, 547 (1989). 
38 DEFRA Blue Book at 653. 
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to leverage his investment in the contract, and boost his after-tax rate of return, 
through the use of policyholder loans.39 

The point being made is that, just as the implicit corridor of the CVAT is more stringent 
than the cash value corridor under the guideline premium test, the NLR test in section 
7702(e)(2)(B) allows less investment orientation than the test in section 7702(e)(2)(A). The 
introduction of the MEC rules, which treat policy loans as distributions, as well as the 
expanded limitations on interest deductions on individual and corporate borrowing that 
arose after the enactment of section 7702, largely eliminated the concern expressed about 
leveraging in footnote 55, but the constraints placed on traditional contracts persist. 
 
The NLR test was the subject of a series of private letter rulings in 1988.40 Under the 
contract form involved in the rulings, the scheduled death benefit for the first contract 
year was $1,000 per unit of insurance, increasing each contract year by 6% of the prior 
year's death benefit. Using actuarial calculations submitted by the taxpayer 
demonstrating that cash values were based on the standard nonforfeiture method 
(assuming the 1980 CSO and 7% interest), the Service held that the contract qualified as a 
life insurance contract under section 7702, ruling that since it provided for increasing 
death benefits the provisions of section 7702(e)(2)(B) governed the application of the 
CVAT to the contract. Accordingly, the increasing net death benefit was taken into 
account and the net level reserve substituted for the net single premium. In its ruling the 
Service applied a two-part test: (1) the amount of the increase may be used only to the 
extent that it is provided in the contract, and (2) the amount to be recognized is limited 
to the amount necessary to prevent a decrease in the excess of the death benefit over the 
cash surrender value.  

APPLICATION OF REASONABLE MORTALITY AND EXPENSE 
LIMITATIONS TO QABs 

Revenue Ruling 2005-6 (Chapter IV, Page 88) 

On Jan. 19, 2005, the Service provided guidance on the treatment of qualified additional 
benefits (QABs) under sections 7702 and 7702A through the release of Revenue Ruling 
2005-6.41 (See Appendix C for Revenue Ruling 2005-6.) The ruling provides two 
important pieces of guidance: 
 

(1) First, it confirms the position that the Service had taken in private letter rulings 
that charges for QABs are subject to the “reasonable expense charge rule” of 
section 7702(c)(3)(B)(ii), and not the “reasonable mortality charge rule” of section 

                                                      
39 Id. n. 55. 
40 See PLRs 8839021 (June 29, 1988), 8839022 (June 29, 1988), 8839028 (June 29, 1988), 8839030 (June 
29, 1988), 8839032 (June 29, 1988), and 8839033 (June 29, 1988). 
41 2005-6 I.R.B. 471. 
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7702(c)(3)(B)(i), for purposes of determining whether a contract qualifies as a life 
insurance contract under section 7702 or constitutes a modified endowment 
contract under section 7702A (MEC). 

 
(2) Second, in response to the concerns that companies had expressed to the 

Treasury Department and the Service, the ruling provides special transition 
relief—both generous and without precedent under the statutes affected—for 
issuers whose compliance systems have not properly accounted for QABs. 

 
The filing procedures under the ruling are discussed in detail below under the heading 
“REVENUE RULING 2005-6.” 

ADJUSTMENT EVENTS DEFINED  

Section 7702 (Chapter V, Page 93) 

Under a guideline-premium-tested contract, a change in the expenses being charged 
should not be treated in itself as an adjustment event. Rather, it is recognized if and 
when an actual adjustment event occurs. 

ADJUSTMENTS UNDER THE CASH VALUE ACCUMULATION TEST 

Application of the Basic CVAT (Chapter V, Page 94) 

The legislative history of the 1984 Act42 discusses the adjustments to be made to a 
contract’s definitional limits if the contract’s benefits change in a way not reflected in 
any previous determination of those limits. The Senate Report notes: 
 

In the event of an increase in current or future benefits, the limitations under the 
cash value accumulation test must be computed treating the date of change, in 
effect, as a new date of issue for determining whether the changed contract 
continues to qualify as life insurance under the definition prescribed in the bill. 
Thus, if a future benefit is increased because of a scheduled change in death 
benefit or because of the purchase of a paid-up addition (or its equivalent), such a 
change will require an adjustment and new computation of the net single 
premium definitional limitation.43 

 
In advice to the field, attorneys for the Service addressed the treatment of adjustments 
under the CVAT, and specifically the application of the “least endowment rule” under 
section 7702(e)(1)(D).44 In addition, the field service advice also considered whether the 

                                                      
42 DEFRA House Report at 1448; DEFRA Senate Report at 577. 
43 DEFRA Senate Report at 577. 
44 1991 IRS NSAR 9594, 1991 WL 11239482 (IRS NSAR), 1991 IRS NSAR 9594 Non-Docketed 
Service Advice Review Issue: Nov. 27, 1991. 
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computational assumption in section 7702(e)(1)(A) continued to apply without change 
unless the death benefit increase results from one of the occurrences specifically listed in 
the legislative history. If so, a scheduled increase in death benefit or the purchase of 
paid-up additions would constitute an adjustment event under section 7702(f)(7), but 
other types of increases would not. Accordingly, the reason for the increase would 
determine whether the death benefit limit on endowment benefits under section 
7702(e)(1)(D) would relate back to the initial death benefit or to the newly increased 
death benefit instead. 
 
The analysis concluded that section 7702(f)(7)(A), by its terms, as supported by the 
legislative history, applies to all changes in terms or benefits that affect computations 
under section 7702. According to the analysis, the broad reach of this provision includes 
all increases in death benefits without regard to the mechanism causing the increase: 
 

The plain meaning of the statute, as supported by the legislative history, indicates 
that an increase in death benefit is an adjustment event, however caused. All 
increases in death benefits, even those that are scheduled or anticipated, are 
disregarded in the initial computations of allowable values under section 7702 of 
the Code, by reason of the computational rule of section 7702(e)(1)(A). 
Accordingly, any increase in death benefits is a change in benefits that was not 
reflected in any previous determination or adjustment and is an adjustment event 
under section 7702(f)(7)(A). If the contract is subject to the cash value 
accumulation test of section 7702(b), the entire contract is treated as newly issued 
at the time of the change, and the computational rules of section 7702(e)(1) are 
applied using the death benefit then in effect as the assumed level death benefit. 
Accordingly, if the trigger in the contract causes an increase in death benefits, the 
increase causes a deemed reissuance of the entire contract and a determination of 
compliance with section 7702 using the new death benefit as the assumed future 
death benefit under section 7702(e)(1)(A). 

ADJUSTMENTS UNDER SECTION 7702A 

Material Changes (Chapter V, Page 104) 

Where a non-MEC life insurance contract has gone into lapse status for non-payment of 
premiums during the term of a 7-pay test, and is reinstated at a time more than 90 days 
after the lapse, there is no guidance specifically addressing the section 7702A status of 
the reinstated contract. As a practical matter, companies often seem to apply one of two 
rules. Some take the view that the reinstated contract is a MEC, applying the reduction 
rule. Others, apparently believing that a complete lack of funding in a contract is no 
reason to make it a MEC, treat the reinstatement as a material change and start a new 7-
pay test at the time of reinstatement. While the latter view appeals to common sense, the 
former reading appears to be more faithful to the words of the statute. 
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NECESSARY PREMIUMS 

Alternate Treatment of Material Changes (Chapter V, Page 108) 

The operation of the necessary premium rule implies that an insurer has a choice of 
treating benefit increases (including the purchase of paid-up additions with dividends) 
as material changes at the time they occur or deferring the recognition of such increases 
until such time as unnecessary premiums are paid into the contract. The choice of 
methods may create different results for similarly situated policyholders and may result 
in a contract becoming a MEC under one method and not another. The necessary 
premium rule is administratively complex, and may be costly to implement. Notably, 
the application of the necessary premium rule with respect to a sequence of policy 
changes is subject to interpretation.45 At the same time, however, continuous application 
of the material change rule may result in a reduction of the 7-pay limit over time as a 
result of the application of the rollover rule, or the reduction in benefits rule, which 
would continue to apply past the initial seven-year period (i.e., it would apply for seven 
years since the last material change), potentially causing a contract to become a MEC in 
circumstances where the use of the necessary premium rule would prevent it. 
 

GRANDFATHERING, EXCHANGES, AND CONTRACT MODIFICATIONS 

Effective Dates and "Grandfathering” (Chapter V, Page 122) 

For detailed discussions of the federal tax law’s handling of statutory effective dates and 
material changes generally, and of the Service’s interpretation of the section 7702 
grandfather rules in particular, see the discussions in the textbook and below, 
respectively, under the headings “Cottage Savings and ‘Materially Different’” and “The 
Service’s Reading of the Section 7702 Grandfather Rules.” 

Section 1035 Exchanges (Chapter V, Page 123) 

The general rule that an exchange of an existing contract for a new contract gives rise to 
a new issue date for section 7702 and 7702A purposes does not apply, it appears, where 
the new contract is issued in connection with a partition or division of the existing 
contract. In a 2006 private letter ruling, 46 the Service addressed a proposal to partition a 
group COLI contract and the certificates issued thereunder in a circumstance involving 
the reorganization of a bank holding company following certain acquisitions and 
mergers and then the spin-off of one of the banks to the parent organization’s public 
shareholders. Since the spun-off bank held ownership interests in the group contract and 
certificates along with the other banks in the organization with which it was no longer 
affiliated, it was proposed to partition the group contract and certificates between the 
spun-off bank and the others in a pro-rata manner, so that after the partition the former 

                                                      
45 See the discussion in the textbook on pages 108–111. 
46 PLR 200651023 (Sept. 21, 2006). 
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would own a newly issued group contract and new certificates based on its 
proportionate interest in the prior contract and certificates, while the latter would own a 
new contract and certificates reflecting the remaining interest in the prior arrangement. 
The Service held on these facts that for purposes of sections 7702 and 7702A, the new 
contracts and certificates would succeed to the original issue dates of the contract and 
certificates that they replaced. The Service further held that the partition would not give 
rise to an adjustment event or a material change within the meaning of, respectively, 
section 7702(f)(7)(A) and section 7702A(c)(3). 

The Service’s Reading of the Section 7702 Grandfather Rules (Chapter V, Page 127) 

As mentioned a number of times before, section 101(f) was added to the tax code in 1982 
by TEFRA to require “flexible premium life insurance contracts”—universal life 
insurance and certain other contracts—to satisfy one of two alternative tests in order to 
be afforded the favorable tax treatment that accompanies life insurance characterization. 
Section 101(f) applies only to flexible premium life insurance contracts “issued” before 
Jan. 1, 1985.47 Then, in sequence, section 7702 was added to the Code in 1984 by DEFRA, 
imposing its definition of a “life insurance contract” for all purposes of the Code 
effective for contracts “issued” after Dec. 31, 1984; the statute was amended in 1988 by 
TAMRA to limit the mortality and expense charges that could be taken into account in 
applying the definitional tests (the “Reasonable M&E Rules”), effective for contracts 
“entered into” after Oct. 20, 1988; and TAMRA also introduced the MEC rules, effective 
for contracts “entered into” after June 20, 1988 as well as contracts undergoing certain 
changes specifically defined in section 5012 (e) of TAMRA. 
 
While these effective date and grandfathering rules may appear straightforward, the 
deemed exchange concept under the Cottage Savings case discussed in the textbook, 
renders their application anything but simple. Perhaps adding to the uncertainty, the 
courts have not ventured into the territory of these rules, and the Service has issued little 
guidance,48 leaving taxpayers largely on their own since 1982 to make sense of them in 

                                                      
47 Originally, section 101(f) applied to flexible premium life insurance contracts entered into 
before Jan. 1, 1984. Section 221(b)(2), the Deficit Reduction Act of 1984, Pub. L. No. 98-369 (1984), 
amended section 101(f) to make it applicable to contracts issued before Jan. 1, 1985. 
48 As noted elsewhere, some guidance has been issued with respect to the transition from one 
prevailing mortality table to another under the reasonable mortality and expense charge rules of 
section 7702(c)(3)(B)(i). See, e.g., Notice 2006-95, 2006-45 I.R.B. 848. Other guidance from the 
Service has appeared in the form of private letter rulings that address only a handful of 
situations: (1) modifications to a life insurance contract to provide that policy loan interest is 
payable in arrears, rather than in advance (see, e.g., PLR 9737007 (June 11, 1997)); (2) contract 
changes resulting from an assumption reinsurance transaction, reorganization, and/or 
demutualization (see, e.g., PLR 200002010 (Sept. 30, 1999)); (3) the assignment of a life insurance 
contract to a trust and subsequent return of the contract to the taxpayer (PLR 9033023 (May 18, 
1990)); (4) an amendment to a contract to allow additional investment options (PLR 8648018 
(Aug. 27, 1986)); and (5) the addition of a rider to a life insurance contract that offered an option 2 
death benefit that was not available, under the express terms of the contract, as originally issued 
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specific instances. Recently, however, a “chief counsel advice” memorandum was 
released to the public that provided insight into the Service’s thinking on certain aspects 
of the grandfather rules.49 In CCA 200805022 (Aug. 17, 2007) (CCA), the Service 
essentially concluded that a common occurrence under a universal life insurance 
contract—the addition of a QAB rider that was not pursuant to the exercise of an option 
or right granted under the contract—will cause a loss of grandfathering under the 
DEFRA effective date provisions governing the applicability of section 7702 to a pre-
1985 contract and under the TAMRA effective date provisions relating to the Reasonable 
M&E Rules. The CCA came to the same conclusion where a death benefit pattern was 
changed in the absence of a right granted under the contract; such a change is not typical 
of universal life, but is not unprecedented, either. 50 
 
As discussed in the CCA, a life insurance company had requested rulings that a change 
from an increasing pattern of death benefit to a level pattern or the addition of a QAB 
rider would not cause a loss of grandfathering under the DEFRA and TAMRA effective 
date rules. The CCA recorded that the contracts as originally issued provided only for 
an increasing death benefit pattern, with no ability for the policyholders to obtain a level 
death benefit, and also that the express terms of the contracts did not address QAB 
riders, although the taxpayer had a practice of allowing policyholders to add such riders 
with evidence of insurability. 
 

                                                                                                                                                              
(PLR 9853033 (Sept. 30, 1998)). See also Rev. Proc. 92-57, 1992-2 C.B. 410, providing that certain 
modifications and restructurings of life insurance contracts issued by a financially troubled 
insurance company do not upset grandfathers under section 7702. 
49 “Chief Counsel Advice” is written advice or instruction, under whatever name or designation, 
prepared by any National Office component of the Service’s Office of Chief Counsel that is issued 
to field or service center employees of the Service (or regional or district employees of the Office 
of Chief Counsel) and conveys (1) any legal interpretation of a revenue provision, (2) any position 
or policy of the Service or of the Office of Chief Counsel concerning a revenue provision, or (3) 
any legal interpretation of federal, state, or foreign law relating to the assessment or collection of 
any liability under a revenue provision. Section 6110(i). Chief Counsel Advice generally may not 
be used or cited as precedent. See section 6110(k) and section 6110(b)(1)(A). 
50 See PLR 9853033, summarized supra. 
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In rejecting the company’s arguments supporting its requested rulings, 51 the Service 
pointed to the deemed exchange rule in the DEFRA effective date’s legislative history, 
i.e., the double-negative statement that a change to a pre-1985 contract would not be 
treated as an exchange (and hence as a newly issued contract for purposes of the 
effective date) if it did not alter the amount or pattern of death benefit, the premium 
payment pattern, the interest rate(s) guaranteed on issuance of the contract, or the 
mortality and expense charges. The Service reasoned that this history established, by 
“negative inference,” that a death benefit pattern change or the addition of a QAB rider, 
with no option or right under the contract for the policyholder to obtain it, would cause 
a loss of grandfathering under DEFRA. With regard to the TAMRA effective date, the 
Service cited to a statement in the House Ways and Means Committee report that 
referred to contracts “issued” or “materially changed” on or after July 13, 1988 (the then 
proposed effective date), concluding that this “material change” language “will cause a 
life insurance contract to be entered into anew (for purposes of [the Reasonable M&E 
Rules]) if there is an increase in future benefits.” Demonstrating the motivation behind 
these conclusions, the Service said that to conclude otherwise “would virtually eliminate 
the ability to lose grandfathered status except in the clearest of circumstances (new 
contracts actually issued after the effective date or tax avoidance) and does not follow 
the intent of Congress.” 

The CCA’s conclusion and reasoning are questionable. The CCA’s analysis is elliptical, 
omitting several key points supporting the contrary conclusion, and it fails to address 
either (1) the interaction between the relevant effective date provisions and the 
adjustment rules of sections 101(f) and 7702 or (2) the absence of a material change rule 
in the context of the TAMRA effective date. Thus, for example, the DEFRA legislative 
history says that “section 7702 will not become applicable to a contract that was issued 
before January 1, 1985 [e.g., a section 101(f) contract], because a reduction of the contracts 
[sic] future benefits resulted in the application of [the] adjustment provision.”52 The 
                                                      
51 The revenue procedure governing private letter ruling requests states that “[i]f a taxpayer 
withdraws a letter ruling request …, the Associate office generally will notify, by memorandum, 
the appropriate Service official in the operating division that has examination jurisdiction of the 
taxpayer’s tax return and may give its views on the issues in the request to the Service official to 
consider in any later examination of the return…. If the memorandum to the Service official … 
provides more than the fact that the request was withdrawn and the Associate office was 
tentatively adverse, or that the Associate office declines to issue a letter ruling, the memorandum 
may constitute Chief Counsel Advice, as defined in § 6110(i)(1), and may be subject to disclosure 
under § 6110.” Section 7.07 of Rev. Proc. 2007-1, 2007-1 I.R.B. 1 (which applied at the time the 
CCA was issued). See also Rev. Proc. 2008-1, 2008-1 I.R.B. 1 (which includes an identical provision 
with respect to ruling requests filed in 2008). 
52 DEFRA Blue Book at 654. See also STAFF OF THE J. COMM. ON TAX’N, 99TH CONG., EXPLANATION OF 
THE TECHNICAL CORRECTIONS TO THE TAX REFORM ACT OF 1984 AND OTHER RECENT TAX 
LEGISLATION, at 107 (Comm. Print 1987) (commenting on the 1986 technical correction mentioned 
in the following footnote, the legislative history of that correction noted that “[t]he provision that 
certain changes in future benefits be treated as exchanges … only applies with respect to such 
changes in contracts issued after December 31, 1984.” 
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DEFRA grandfather rule, in other words, coordinated with the adjustment rule, and 
since the adjustment rule was available to address the change in the CCA case, there was 
no reason to forfeit grandfathering. Moreover, the adjustment rules, which represent a 
more specific form of deemed exchange rule (such as the effective date rule), 53 should be 
used in such a case, for under principles of statutory construction the specific rule 
usually is considered to control over the more general one.54 Further, the TAMRA 
legislative history relating the Reasonable M&E Rules shows that Congress rejected a 
previously proposed “material change” rule as part of the TAMRA effective date. Under 
the House version of TAMRA, the Reasonable M&E Rules were to be effective for 
contracts “issued” on or after July 13, 1988, and a contract that was materially changed 
(within the meaning of then new section 7702A(c)(3)) on or after that date was to be 
treated as newly issued. However, under TAMRA as enacted, the effective date rule was 
changed simply to “contracts entered into” on or after Oct. 21, 1988; the rule that 
“material changes” would trigger a loss of grandfathering was dropped.55 
 
At minimum, these deficiencies in the CCA’s analysis call into question the soundness of 
its conclusions, leaving open the possibility that other reasonable conclusions may be 
drawn. Unless the Service issues guidance in a form that is more definitive than a chief 
counsel advice memorandum, which carries no precedential weight, the grandfathering 
issues likely will continue to be the subject of debate. 

MULTIPLE-LIFE PLANS 

Determining Age under Regulation Section 1.7702-2 (Chapter VI, Page 133) 

As previously noted, the regulations concerning attained age under sections 7702 and 
7702A (i.e., Treas. Reg. section 1.7702-2(c)(1) and (d)) provide that: 
 

                                                      
53 See DEFRA Blue Book at 654, noting that the event triggering the application of the adjustment 
rule (the benefit reduction) was treated as an exchange for federal income tax purposes generally, 
thereby invoking the section 1031(d) “boot” rule with respect to amounts distributed in 
connection with the deemed exchange. (The boot treatment subsequently was altered by the 1986 
technical corrections of section 7702, creating the provisions now appearing in section 
7702(f)(7)(B)–(E).) 
54 See Morales v. Trans World Airlines, Inc., 504 U.S. 374, 384-85 (1992) (“it is a commonplace of 
statutory construction that the specific governs the general”) (citing Crawford Fitting Co. v. J. T. 
Gibbons, Inc., 482 U.S. 437, 445 (1987)); NORMAN J. SINGER, STATUTES AND STATUTORY 
CONSTRUCTION, Vol. 3A § 66.03, at 17 (5th ed. 1992) (“[w]here there is a conflict in taxing statutes, 
the specific controls the general”) (citing State v. Franco Novelty Co., Inc., 299 So. 2d 737 (Ala. 
1974)). 
55 Here again, under principles of statutory construction, where Congress includes limiting 
language in an earlier version of a bill but deletes it prior to enactment, it may be presumed that 
the limitation was not intended. Russello v. United States, 464 U.S. 16, 23-24 (1983). 
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(1) The attained age of the insured under a contract insuring multiple lives on a last-
to-die basis—joint and last survivor contracts—is the attained age of the 
youngest insured; and 
 

(2) The attained age of the insured under a contract insuring multiple lives on a first-
to-die basis is the attained age of the oldest insured. 

 
These rules for joint life contracts, as recognized by the government in the preamble to 
the regulations, are without legal precedent and may well run counter to the practices 
adopted by many insurers. In the case of last-to-die contracts, some insurers have been 
following rule (i) for a considerable period of time, while others have made use of a joint 
equal age methodology (discussed below). In the case of first-to-die contracts, it is 
doubtful that any insurer has followed rule (ii), although application of the rule may not 
present a problem as a practical matter. If the guideline published by the NAIC 
(Actuarial Guideline XX) for determining the joint equal age for such contracts is 
adhered to, it appears that only a very limited group of contracts (depending upon the 
gender and age relationship of the insureds) would fall on the wrong side of rule (ii). 
These rules apply regardless of the gender of the insureds or the presence of any smoker 
or substandard rating applicable to one of them. 
 
Interestingly, as previously noted, the preamble to the regulations disclaims any 
relationship between the new rules for multiple life contracts and the so-called 
“reasonable mortality charge” requirement of section 7702(c)(3)(B)(i) introduced by 
TAMRA in 1988. Hence, while the regulations preclude the use of joint equal age 
assumptions with respect to deemed maturity dates for purposes of section 7702(e), the 
government seemingly indicates a desire not to address in these rules the 
appropriateness of mortality charges based on joint equal age assumptions under 
section 7702(c)(3)(B)(i). 
 
What is unclear, however, is whether the practical effect of the regulations will be to 
preclude the use of joint equal age mortality for contracts to which the regulations 
apply. Consider, for example, a second-to-die life insurance contract under which the 
joint equal age of the insureds at issue is 60, but the age of the younger insured at that 
time is 53. In this case, the regulations require use of a deemed maturity date (assuming 
the younger insured’s age 100 is used) in the 47th policy year. In contrast, the use of 
mortality based on a joint equal age assumption would place the contract’s deemed 
maturity date—when the joint equal age is 100 years—on the 40th policy anniversary, 
when the younger insured in the example is only 93 years of age. Thus, the use of joint 
equal age mortality would seem to have the effect of assuming a maturity date prior to 
the time permitted by the regulations. It also is unclear what adjustments to a joint-
equal-age-based mortality assumption might be appropriate to eliminate this apparent 
problem. As a result of the regulations, insurers may find it difficult, or even impossible, 
to apply a joint equal age mortality assumption (at least for certain combinations of 
insureds) for contracts which the regulations govern. 



Life Insurance and Modified Endowments 
2008 Supplement 
Page 42   
 
 
INTEREST SENSITIVE WHOLE LIFE AND FIXED PREMIUM UNIVERSAL 
LIFE 

Application of DEFRA Blue Book Footnote 53 (Chapter VI, Page 139) 

Over the past few years, the Service has issued two private letter rulings waiving the 
failure of certain “fixed-premium universal life insurance” (FPUL) contracts to satisfy 
the guideline premium test.56 More specifically, the Service concluded that the errors 
that caused such contracts to fail were reasonable errors, which is part of the standard 
that must be satisfied in order for errors to be waivable under section 7702(f)(8). The 
complexity of the cash value structure under FPUL contracts, particularly as it relates to 
the determination of the interest and expenses that must be reflected in guideline 
premiums, appears to have been the root of the problem that resulted in the inadvertent 
failure of the FPUL contracts in the rulings. 
 
FPUL contracts, sometimes called interest sensitive whole life contracts, are hybrid 
contracts, combining features of both universal life insurance and whole life insurance. 
Similar to whole life insurance, FPUL contracts require the payment of fixed premiums 
and provide guaranteed minimum cash values (or “tabular cash values”) based on 
Standard Nonforfeiture Law (SNFL) requirements. In addition, these types of contracts 
provide for a universal life insurance type accumulation account, which reflects current 
assumptions for interest, mortality, and expenses. The cash value structure of this type 
of contract design creates what has been referred to as a dual or secondary cash value 
guarantee, whereby the contract cash value is based on the greater of the accumulation 
account value or the tabular cash value. On a guaranteed basis, the accumulation 
account value and the tabular cash value of FPUL contracts are generally derived using 
different assumptions for interest, mortality, and expense. 
 
Treatment of secondary guarantees in calculating guideline premiums: As FPUL plans 
generally have fixed annual premiums, it is important that the guideline level premium 
(GLP) for a given policy be no less than the corresponding gross annual premium. To 
calculate the GLP, a determination first must be made as to the rate or rates guaranteed 
on issuance of the contract with respect to interest, mortality, and expenses. Because of 
the dual cash value guarantees, should one look to the accumulation account 
guarantees, the tabular cash value guarantees, or some combination of the two? The 
DEFRA Blue Book provides guidance, saying in particular that so-called secondary 
guarantees must be taken into account in calculating guideline premiums (and net single 
premiums): 
 

Also, if the contract’s nonforfeiture values for any duration are determined by a 
formula that uses the highest value produced by alternative combinations of 
guaranteed interest rate or rates and specified mortality (and other) charges, the 
combination of such factors used, on a guaranteed basis, in the highest cash 

                                                      
56 See PLR 200328027 (Apr. 10, 2003) and PLR 200230037 (Apr. 30, 2002). 
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surrender value for such duration should be used for such duration in 
determining either the net single premium or the guideline premium limitation. 57 

 
Significantly, the DEFRA Blue Book then expands upon this comment in footnote 53 (FN 
53), which is appended to the text just quoted, and states: 
 

For example, under a so-called fixed premium universal life contract, if the cash 
surrender value on a guaranteed basis (ignoring nonguaranteed factors such as 
excess interest) is not determined by the guaranteed interest rate and the specified 
mortality and expense charges used to determine the policy value for some 
duration, but is instead determined by a secondary guarantee using the 
guaranteed interest rate and specified mortality and expense charges associated 
with an alternate State law minimum nonforfeiture value for such duration, the 
guaranteed interest rate and the mortality and expense charges for the secondary 
guarantee are to be used with respect to such duration in determining either the 
net single premium or the guideline premium limitation.58 

 
By following the FN 53 approach, it appears possible to design a FPUL contract so that, 
by its terms, it complies with the guideline premium test. In this regard, such a contract 
is able to comply with section 7702 in a manner similar to that of life insurance contracts 
that are designed to comply with the CVAT. In reality, even under this FN 53 approach, 
it still is generally necessary to monitor premiums because of the possibility that 
premiums received and credited to the accumulation account value before an 
anniversary may cause “premiums paid” to exceed the sum of guideline level premiums 
then applicable. The fact that such premium would be permitted if paid on the 
upcoming anniversary does not prevent the early premium from causing the contract to 
fail under the GPT. 
 
In order to apply the FN 53 logic to the calculation of a guideline premium, the 
guaranteed accumulation account value resulting from the payment of the gross 
premium must be projected using the guarantees applicable to such accumulation 
account value. Such guaranteed accumulation account values then must be compared 
with the contract’s guaranteed tabular values on a duration-by-duration basis. Typically, 
based on this comparison at the issuance of a contract, the accumulation account values 
will be prevailing for some initial period of time, and the tabular values will become the 
prevailing cash value at some point (the “cross-over point”) and thereafter until the 
contract’s maturity date. In this circumstance, the contract guarantees relating to 
interest, mortality and expenses pertinent to the prevailing cash value form the basis for 
determining the appropriate actuarial assumptions to use in the determination of 
guideline premiums under the FN 53 methodology. Thus, in calculating the guideline 
premiums at issue, in the typical case it is necessary to take into account guarantees 
                                                      
57 DEFRA Blue Book at 649. 
58 Id. 
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applicable to the accumulation account value for those durations when the accumulation 
account value is prevailing on the guarantees, and it is necessary to take into account the 
guarantees applicable to the tabular value for those durations after the cross-over point 
when the tabular value is prevailing on the guarantees. (If, on the other hand, the 
contract premiums were set at a level that matured the contract and provided a 
guaranteed accumulation account value that was the prevailing cash value for all 
durations, the tabular values would be irrelevant to the calculation of guideline 
premiums.) 
 
Identification of the appropriate guarantees is at the heart of the FN 53 process. This 
process can best be illustrated by way of examples. 
 
Example 1: Universal life contract design. The first example focuses on the derivation of the 
GLP for a universal life (UL) insurance contract. The sample contract underlying 
Example 1 is later modified in Examples 2 and 3, changing the form of the contract to a 
FPUL design, i.e., with a fixed annual premium and a secondary cash value guarantee in 
the form of tabular cash values. 
 

Insured:  35-year-old female  
Face Amount:  $100,000 
DBO:   Level 

 
Accumulation Account Value Guarantees: 
 
  Mortality:  1980 CSO ALB Female  
  Interest:  4% all years 
  Expense:  $60 annual administrative fee 
 
Using basic actuarial principles, the GLP for a UL contract can be determined by 
dividing the sum of the present value of future benefits and expenses (PVFB and PVFE) 
by a life annuity, where all calculations are based on the accumulation account value 
guarantees. This results in a GLP of $1,110.04. A similar result could be obtained by 
solving for the level annual premium that would endow the contract for its Face 
Amount, assuming successive cash values were projected using a 4% interest rate, 1980 
CSO mortality, and the assessment of a $60 expense charge each year. The resulting cash 
value scale under the projection-based approach is illustrated in Chart 1. 
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Chart 1: UL Contract: GLP = $1,110.04
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As expected, the calculation of the GLP under both the projection method and the basic 
actuarial principles approach produces the same result. 
 
Example 2: FPUL contract (fixed annual premium = $1,000). If the form of the contract 
changes from UL to FPUL, there are several changes that must be reflected in the 
calculation guideline premiums to account for the fact that the contract requires the 
payment of a fixed annual premium and provides a secondary cash value guarantee in 
the form of tabular cash values, as required by the SNFL for fixed premium contracts. In 
this example, the fixed annual premium is $1,000 per year and the tabular cash values 
are based on the following assumptions: 
 
Tabular Cash Value Assumptions 
 

SNFL Mortality:  1980 CSO ALB Female  
SNFL Interest:   6% all years 
SNFL Adj. Premium:  $860.31  
SNFL Ann. Expense:  $139.69 (excess of $1,000 over SNFL  

   Adjusted Premium)59 
 

                                                      
59 Tabular cash values are typically defined on the basis of a net premium, adjusted premium, or 
nonforfeiture factor. Recognition of the nonforfeiture expense charge, identifiable from the fixed 
premium and tabular cash values (or nonforfeiture factor) stated on the contract specifications 
page, as an expense charge in the development of guideline premiums is necessary in order to 
establish the intended equivalence between the GLP and the gross premium. 
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As discussed above, where contracts have both an accumulation account value and a 
secondary guarantee in the form of tabular cash values, FN 53 requires that secondary 
guarantees be considered in selecting the appropriate policy guarantees of interest, 
mortality, and expense that are recognized in the determination of values under section 
7702. This process requires a projection of both the guaranteed accumulation account 
value and the tabular cash values. The assumptions with respect to interest, mortality, 
and expense charges (applying the restrictions of section 7702 applicable to these 
assumptions, such as the reasonable expense charge rule of section 7702(c)(3)(B)(ii)) 
pertaining to the prevailing cash value as determined for each duration then need to be 
reflected in the calculation of guideline premiums under section 7702. Chart 2 illustrates 
the projection of both the guaranteed accumulation account value and the tabular cash 
values. 
 
Chart 2 typifies the result of most FPUL designs in that the accumulation account 
dominates at the start, but, by design, cannot mature the contract on its guarantees. The 
tabular cash values eventually prevail and mature the contract on a guaranteed basis. 
Since the contract guarantees continuation of coverage as long as the fixed premiums are 
paid, the reduction of the fixed premium below the amount necessary to mature the 
contract under the accumulation account guarantees (e.g., the premium of $1,110.04 in 
Example 1) effectively increases the economic value of the life insurance coverage 
provided by the contract to the policyholder, i.e., it is reflective of interest, mortality and 
expense guarantees provided by the tabular value that are more favorable in at least 
some durations. Defining these guarantees, as well as those relating to the accumulation 
account when its value is prevailing, is at the heart of the FN 53 process. 
 

Chart 2 : $1,000 Fixed Annual Premium
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In this example, the accumulation account value prevails for the first 33 years, with the 
tabular cash values prevailing thereafter. Table 1 details the applicable guarantees for 
this contract. 
 
 

Table 1 Example 2 Guaranteed Assumptions under FN 53 
Prevailing CV Accumulation Account Tabular Cash Values 
Durations 1-33 34-65 
Mortality 1980 CSO ALB Female 1980 CSO ALB Female 
Interest  4% 6% 
Expense  $60 annually $139.69 annually 

 
FN 53 provides the means for determining policy guarantees for an FPUL contract. Once 
determined, the same principles would apply to the determination of the GLP as 
illustrated in Example 1. Put differently, if a UL contract were designed with the 
guarantees outlined in Table 1, the resulting GLP would be identical to the GLP for the 
ISWL contract defined in this Example 2. Not surprisingly, the determination of the GLP 
using basic actuarial principles and the assumptions defined in Table 1 is $1,000.00. 
 
In applying the projection-based approach for determining the GLP, the process 
involves solving for the premium that will endow the contract for the original specified 
amount using the assumptions set forth in Table 1. For the first 33 contract years, the 
projection will be based on the accumulation account guarantees. For the remaining 
durations, the projection will be based on the tabular value assumptions. Under this 
assumption set, the projected cash value will exactly mirror the set of prevailing cash 
values on the guarantees, and thus the GLP under the projection-based approach is also 
$1,000. 
 
Example 3: FPUL contract (fixed annual premium = $1,100). Example 3 follows the contract 
design in Example 2, except the gross premium is set at $1,100. Changing the premium 
will result in certain changes to the contract guarantees, as both the crossover duration 
and the “expense charges associated with an alternate State law minimum nonforfeiture 
value” will be different. 
 
The applicable guarantees in the determination of the GLP for Example 3 are provided 
in Table 2. 
 

Table 2 Example 3 Guaranteed Assumptions under FN 53 
Prevailing CV Accumulation Account Tabular Cash Values 
Durations 1-51 52-65 
Mortality  1980 CSO ALB Female 1980 CSO ALB Female 
Interest  4% 6% 
Expense  $60 annually $239.69 annually 
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Chart 3 illustrates the projection of both the accumulation account value and the tabular 
cash values for this example. Because of the higher fixed premium in this example, the 
accumulation account will prevail for a longer period of time (51 years v. 33 years). In 
addition, the higher fixed premium will necessarily result in higher expense charges 
associated with the SNFL, effectively serving as a balancing item in the process. 
 

Chart 3 $1,100 Fixed Annual Premium
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As described above, applying basic actuarial principles to the determination of the GLP 
using the assumptions defined in Table 2 will return a GLP equal to $1,100 (the fixed 
premium for the contract). Similarly, under a projection-based approach, the 
accumulation of $1,100 annually using the Table 2 assumptions will exactly endow the 
contract for its original specified amount, resulting in a set of cash values equal to the 
prevailing cash values illustrated in Chart 3. 
 
Comment on statutory requirements: As illustrated in Examples 2 and 3, the FN 53 process 
generally results in the equivalence between the gross premium and the GLP. This 
equivalence will hold true, however, only if the policy guarantees of interest, mortality, 
and expenses, as determined by the FN 53 process, are not in conflict with the statutory 
requirements that restrict the allowable assumptions for computing guideline 
premiums. Assuming this to be the case, the upper limit on the allowable premium 
under the guideline premium test for a level premium ISWL design is the GLP based on 
accumulation account guarantees ($1,110.04 in Example 1). With such a premium, the 
accumulation account would constitute the prevailing cash value for all durations in the 
above examples, and the tabular value thus would be irrelevant under FN 53. Any 
higher level gross premium would over-endow the contract on a guaranteed basis. Any 
gross premium below this amount arguably results in the equivalence between the GLP 
and the gross premium, the intended result of FN 53. 



Life Insurance and Modified Endowments 
2008 Supplement 
Page 49   
 
 
 
This equivalence between the gross premium and the GLP does not necessarily 
guarantee compliance under the guideline premium test, a common misconception 
regarding ISWL contracts. The process of monitoring the relationship between 
premiums paid and the guideline premium limitation is still necessary, particularly for 
those product designs that apply premiums to the accumulation account when received. 
The early payment of premiums, particularly those received (and applied) in one 
contract year, that are otherwise due in the following contract year, can result in 
premiums exceeding the guideline premium limitation, albeit for a short period of time. 
Nonetheless, these early premium payments can create contract failures under the 
guideline premium test if the prevailing guideline premium limitation is based on the 
sum of GLPs (i.e., where the cumulative GLP exceeds the guideline single premium). 

GROUP UNIVERSAL LIFE 

Change of Insurer (Chapter VI, Page 141) 

A 2004 waiver ruling discussed the characterization of the transfer of group universal 
life certificates from one carrier to another. The insurer erroneously treated the transfer 
as assumption reinsurance, which would have carried over the issue date related to the 
original carrier (as well as the original guideline premium limitation), rather than 
treating the transfer as an exchange of contracts.60 Noting that several terms of the 
original coverage, including the guaranteed and current COI charges and the maturity 
date for the coverage, were altered when the change in underwriters occurred, the 
Service concluded that the change in the contract's terms resulted in an exchange (i.e., 
the issuance of a new contract) rather than an assumption reinsurance arrangement for 
federal income tax purposes. 

ACCELERATED DEATH BENEFITS AND LONG-TERM CARE RIDERS 

Long-Term Care Riders (LTC) and Critical Illness Riders (Chapter VI, Page 144) 

Pension Protection Act changes in LTC combination product rules: The Pension Protection 
Act of 200661 (PPA), enacted in August of 2006, included new federal income tax rules 
for “combination” long-term care (LTC) insurance products, albeit with a significantly 
delayed effective date, i.e., beginning in 2010. The PPA amended rules governing the 
federal income tax treatment of LTC insurance that were enacted in 1996 by the Health 
Insurance Portability and Accountability Act (HIPAA).62 HIPAA added section 7702B to 
the Code, subsection (b) of which defines a “qualified” LTC insurance contract (QLTCI 

                                                      
60 PLR 200446001 (Nov. 12, 2004). 
61 Pub. L. No. 109-280 (2006). 
62 Pub. L. No. 104-191 (1996). HIPAA’s provisions regarding LTC insurance contracts generally 
were effective for contracts issued after Dec. 31, 1996, with special transition rules for contracts 
issued on or before that date. 
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contract). A contract meeting that definition is treated as an accident and health 
insurance contract for federal income tax purposes, and insurance benefits paid under it 
generally are excludable from the recipient’s gross income. Subsection (e) of section 
7702B as enacted by HIPAA included rules addressing the combination of LTC 
insurance coverage with life insurance.  
 
Definition of “portion” enabling tax-free benefits: Section 7702B(e) specifies that the 
“portion” of a life insurance contract that provides LTC coverage (whether “qualified” 
or not) through a rider on or as part of the contract is treated as a separate contract for 
purposes of section 7702B. For this purpose, the LTC “portion” was defined in section 
7702B(e)(4) as originally enacted by HIPAA as “only the terms and benefits under a life 
insurance contract that are in addition to the terms and benefits under the contract 
without regard to long-term care insurance coverage.” This deemed “separate contract” 
treatment is critical to the ability to have a life insurance-LTC combination product that 
provided QLTCI, since to meet the section 7702B definition of a QLTCI contract, the 
contract can neither provide a cash surrender value nor provide for insurance coverage 
of other than “qualified long-term care services,” whereas the combination product 
(taken as a whole) did both by virtue of its life insurance features. The deemed separate 
contract means, in turn, that the QLTCI portion of the product can provide tax-free 
benefits. In particular, the legislative history of HIPAA clarified that both the cash 
surrender value and the net amount at risk under the life insurance portion of the 
combination product could be paid out as a tax-free QLTCI benefit pursuant to the 
QLTCI portion of the product after onset of the insured’s chronic illness.63 
 
While the most significant change that the PPA made to the federal income tax treatment 
of LTC insurance was to bring annuity-LTC combination products within the ambit of 
the “separate contract” rule of section 7702B(e), it retained this treatment for life 
insurance-LTC combinations.. More specifically, section 7702B(e)(1) as amended by the 
PPA provides that “in the case of any long-term care insurance coverage (whether or not 
qualified) provided by a rider on or as part of a life insurance contract or an annuity 
contract … [t]his title shall apply as if the portion of the contract providing such 
coverage is a separate contract.” Thus, the QLTCI portion of an annuity-LTC 
combination product can provide tax-free benefits in the same manner as a life 
insurance-LTC combination product has been able to do since the enactment of HIPAA. 
 
Treatment of QLTCI rider charges and guideline premiums: HIPAA’s rules for life insurance-
LTC combination products also addressed how the imposition of charges against the life 
insurance contract’s cash value to fund the QLTCI portion would affect the application 
                                                      
63 STAFF OF THE J. COMM. ON TAX’N, GENERAL EXPLANATION OF TAX LEGISLATION ENACTED IN THE 
104TH CONGRESS, at 341 (J. Comm. Print 1996) (stating that “if the applicable requirements are 
met by the long-term care portion of the contract, amounts received under the contract as 
provided by the rider are treated in the same manner as long-term care insurance benefits, 
whether or not the payment of such amounts causes a reduction in the contract’s death benefit or cash 
surrender value”) (emphasis added).  
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of section 7702. The rules adopted a “pay as you go” approach under which the 
guideline premium limitation of section 7702(c)(2) was increased by the sum of the 
charges imposed for QLTCI coverage to the extent that such charges did not reduce the 
“premiums paid” for the life insurance contract under section 7702(f)(1).64 Generally 
speaking, once premiums are actually paid for a life insurance contract, the total of the 
premiums paid is adjusted only for certain subsequent distributions from the contract. 
More specifically, distributions that are taxable under section 72(e) generally do not 
affect the premiums paid total, while distributions that are not taxable under section 
72(e) reduce the total of premiums paid. Thus, by imposing a rule under which QLTCI 
charges assessed against a life insurance contract affect its guideline premium limitation 
only if they do not reduce premiums paid, HIPAA implied that such charges were 
deemed to be distributed from the contract. 
 
The PPA enacted new rules under section 72(e) to provide a more beneficial tax 
treatment of charges assessed against the cash value of a life insurance contract (or an 
annuity contract) to fund the QLTCI portion of the contract. Under the new rules, such 
charges continue to be treated as deemed distributions, but they are excludable from 
gross income in all cases, even if a distribution from the contract at the time the charges 
are imposed otherwise would be includible in gross income. Consistently with this 
treatment, the charges reduce the contract’s after-tax “investment in the contract” (but 
not below zero), and they cannot be deducted under section 213(a). 
 
The PPA also modified the manner in which section 7702 applies to the life insurance 
portion of a life/LTC combination product. Specifically, the PPA repealed (after 2009) 
the rule providing for an increase in the guideline premium limitation under section 
7702(c) with respect to the charges imposed to fund LTC coverage. Such a rule is not 
necessary (after 2009) due to the PPA’s treatment of QLTCI charges as non-taxable 
distributions in all instances. Because of that treatment, the charges for QLTCI coverage 
under a life insurance contract will always reduce the “premiums paid” for the contract 
(after 2009). 
 
Tax-free exchanges: The PPA, in addition, amended the federal income tax rules 
governing tax-free exchanges of insurance contracts. Specifically, the PPA allows a life 
insurance contract, endowment contract, annuity contract, or QLTCI contract to be 
exchanged for a QLTCI contract tax-free under section 1035. In addition, tax-free 
exchanges among life insurance and annuity contracts that were allowed under prior 
law will not be prevented by reason of a life insurance contract or annuity contract 
including a QLTCI rider or feature. 
 

                                                      
64 Section 7702B(e)(2), as in effect prior to the PPA. No similar rule expressly applied for purposes 
of the cash value accumulation test of section 7702(b) because funding on a “pay as you go” basis 
could be accomplished under contracts subject to this test without the need for any special rule. 
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Delayed effective date: The effective date provision of the PPA states that the new rules 
generally apply to “contracts issued after December 31, 1996, but only with respect to 
taxable years beginning after December 31, 2009.” 

VARIABLE LIFE 

No Lapse Guarantees (Chapter VI, Page 131) 

A number of variable life insurance policies provide a “no lapse” guarantee which 
provides that the policy will not go into default even if the account value is exhausted 
(or a policy loan plus accrued interest exceeds the cash surrender value), provided the 
“no lapse” requirements are met. These are generally one of two types: 
 

1. Minimum premium—the no lapse guarantee is met by meeting a cumulative 
premium paid requirement over a specified policy period, often adjusted for 
partial withdrawals and policy loans. Longer no lapse guarantee periods may 
require higher minimum premiums. 

2. Shadow account—the no lapse guarantee is measured by the balance of an 
accumulation-type account, which may reflect different interest, expense and 
cost of insurance assumptions than the underlying policy. The no lapse provision 
is based on maintaining a positive shadow account value. 

At issue, a no lapse guarantee does not affect the calculation of the guideline premium, 
7-pay, or the net single premium, as the test plan would by definition not lapse under 
the calculation assumptions. However, where a specific charge is made for the no lapse 
guarantee, an issue can arise as to whether the charge can be reflected in the guideline 
premium. The answer would appear to be that a specific no lapse charge should be 
ignored, and therefore treated much the same way as a non-qualified additional benefit.  
 
Even under the broad definition of cash value in Chapter II, a shadow account would 
not seem to be a cash value, so the shadow account would have no effect on the corridor, 
either under the guideline premium limitation or the CVAT. Similarly, payments to 
maintain a policy in force would not seem to create an issue under the guideline test. 
Where the cash surrender value is zero, section 7702(f)(6) provides that “the payment of 
a premium which would result in the sum of the premiums paid exceeding the 
guideline premium limitation shall be disregarded for purposes of subsection (a)(2) if 
the amount of such premium does not exceed the amount necessary to prevent the 
termination of the contract on or before the end of the contract year (but only if the 
contract will have no cash surrender value at the end of such extension period). 
However, an issue may arise where there is a policy loan outstanding and payments 
which exceed the guideline limitation are made to maintain the policy in force. 
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SPECIAL PRODUCTS 

Burial or Pre-Need Contracts (Chapter VI, Page 145) 

The NAIC recently (as of the time of this writing) adopted a model regulation 
establishing new minimum mortality standards for reserves and non-forfeiture values 
for burial or pre-need life insurance (Pre-Need Model). The Pre-Need Model provides 
that “for preneed insurance contracts … and similar policies and contracts, the 
minimum mortality standard for determining reserve liabilities and non-forfeiture 
values for both male and female insureds shall be the Ultimate 1980 CSO.” The Ultimate 
1980 CSO, in turn, means the Commissioners’ 1980 Standard Ordinary Life Valuation 
Mortality Tables without 10-year selection factors, as incorporated into the 1980 
amendments to the NAIC Standard Valuation Law approved in December 1983. While 
the Pre-Need Model is generally effective for “policies and certificates” issued on or 
after Jan. 1, 2009, it contains transition rules permitting continued use of the 2001 CSO 
tables for pre-need policies and certificates issued before Jan. 1, 2012. 
 
As previously noted in the discussion of the 2001 CSO, the determination of guideline 
premiums, net single premiums, and 7-pay premiums under sections 7702 and 7702A is 
in part made on the basis of the “reasonable mortality” rule in section 7702(c)(3)(B)(i), 
which states that the calculations must be based on “reasonable mortality charges which 
meet the requirements (if any) prescribed in regulations and which (except as provided 
in regulations) do not exceed the mortality charges specified in the prevailing 
commissioners’ standard tables (as defined in section 807(d)(5)) as of the time the 
contract is issued.” By cross-referencing section 807(d)(5), section 7702 generally permits 
use of the same mortality assumption as permitted to be reflected in calculating the 
“federally prescribed reserves” with which section 807(d) is concerned. Thus, if the Pre-
Need Model is adopted by at least 26 states in accordance with section 807(d)(5), the 
1980 CSO would appear to constitute the “prevailing commissioners’ standard tables” 
for purposes of sections 7702 and 7702A, subject to the discussion below regarding 
certain transition rules. At present, the 2001 CSO tables are the prevailing 
commissioners’ standard tables under section 807(d), and hence sections 7702 and 
7702A, for pre-need contracts. The adoption of the Model by the NAIC and 26 states 
would undo the effect of the adoption of the 2001 CSO for such contracts—an 
unprecedented step as far as the federal tax law is concerned.  
 
In considering the effect of the Pre-Need Model on calculations under sections 7702 and 
7702A, it is necessary to take account of the effect, if any, of the various notices and other 
guidance that the Treasury Department and the Service has issued on the reasonable 
mortality rule, e.g., Notice 2006-95 (discussed above). These notices establish safe 
harbors, i.e., if the conditions for application of a safe harbor are satisfied, the 
assumption made with respect to mortality will be deemed to meet the requirements of 
section 7702(c)(3)(B)(i). Significantly, none of the safe harbors described in the notices 
will apply to allow use of the 1980 CSO for a contract issued after Dec. 31, 2008. Thus, if 
the 1980 CSO is desired to be used for such a contract’s section 7702 and 7702A 
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calculations, it generally will be necessary to rely on the statutory rule in section 
7702(c)(3)(B)(i) as the sole governing authority. In light of that rule’s reference to 
“reasonable” mortality and the life insurance industry’s repeated requests for guidance 
as to what that reference connotes, there is necessarily some uncertainty regarding the 
scope of that rule. 
 
In defining the “prevailing commissioners’ standard tables,” section 807(d)(5)(B) 
provides for transitional relief, allowing insurance companies to continue to treat a table 
as prevailing during the three-year period following the year during which a new table 
is approved by the 26th state. Thus, for example, if the Pre-Need Model, as prescribed by 
the NAIC, was adopted by the 26th state during 2009, it would be permissible to continue 
to use the 2001 CSO for contracts issued during 2010–2012. On closer analysis, there may 
be some question about the interrelationship between the three-year transition rule of 
section 807(d)(5)(A) and that provision’s basic rule, which states that “the term 
‘prevailing commissioners’ standard tables’ means, with respect to any contract, the most 
recent commissioners’ standard tables prescribed by the [NAIC] which are permitted to 
be used in computing reserves for that type of contract under the insurance laws of at 
least 26 States when the contract was issued” (emphasis added). On the one hand, the 
three-year transition rule is permissive, since section 807(d)(5)(B) states that an insurance 
company “may” apply it and, conversely, seemingly could choose not to do so (i.e., an 
insurance company could choose to apply the Pre-Need Model and the 1980 CSO for 
pre-need contracts issued on and after the date of the approval of the Model by the 26th 
state, assuming this is after the effective date of the Model). On the other hand, one 
question that would need to be addressed is whether the transition rule set forth in the 
Pre-Need Model affects the identification of the “most recent” commissioners’ standard 
mortality tables “permitted to be used in computing reserves for that type of contract” 
for purposes of section 807(d)(5)(A). If it does, then the 2001 CSO (being more recent 
than the 1980 CSO) may constitute the prevailing commissioners’ standard tables during 
such transition period, and it therefore would not be permissible to use 1980 CSO during 
the Model’s transition period. This question has not arisen before, as there has not been a 
reversion to a prior mortality table during the nearly quarter-century history of sections 
807(d) and 7702. 

Intentionally Failed Contracts (Chapter VI, Page 147) 

There have been instances where a company may wish to market, and a buyer is willing 
to purchase, a contract that intentionally fails to meet the definition of life insurance 
under section 7702. Once a contract fails (as discussed in detail in Chapter VII), taxable 
income, equal to the income on the contract under section 7702(g), must be reported 
annually to the policyholder. A failed contract is treated as term insurance for the net 
amount at risk and a taxable fund.  
 
Even though a policy by its terms may be designed to fail the CVAT (e.g., an endowment 
for the full face amount prior to age 95), a policy will not factually fail the section 7702 
definition until the premiums paid exceed the guideline premium limitation. Thus, a 
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policy designed to intentionally fail may nevertheless be life insurance under section 
7702 for some period before it becomes disqualified. All the accrued income on the 
contract will be taxable at the point the contract factually fails the guideline premium 
limitation. Put differently, there is no provision in the Code for a policyholder or an 
issuer to choose to treat a contract as taxable by simply declaring that as their intention. 

Return of Premium Plans (Chapter VI, Page 148) 

As noted above, the Service has adopted a broad rulings position that would seem to 
sweep a return of premium (ROP) under a term insurance plan into the definition of 
cash value. Giving additional support to the Service’s view, the NAIC has proposed 
Actuarial Guideline CCC—The Application of the Standard Nonforfeiture Law for Life 
Insurance to Certain Policies Having Intermediate Cash Benefits. It applies to individual life 
insurance policies, other than variable and non-variable adjustable life policies and 
current assumption whole life policies, that “provide for an endowment benefit, 
materially less than the policy face amount, at a specified intermediate duration during a 
longer period of life insurance protection.” Policies that offer a return of premium 
benefit are considered a special case of the policies subject to the Guideline. The 
Guideline is effective for all policy forms filed on or after Jan. 1, 2009, and affects all 
contracts issued on or after Jan. 1, 2010. It provides a methodology for computing 
minimum cash values for return of premium products that is based on the period over 
which premiums are returned, even if the policy could continue in force for a longer 
period. This will raise the minimum cash values to be provided. By bringing return of 
premium plans under the scope of the state nonforfeiture requirements, if there were 
any remaining question whether return of premium benefits were not considered to be 
“cash value” under section 7702, the NAIC seems to have settled the matter. 
 
Non-formulaic cash values: Where cash values are equal to a return of premium (or other 
non-formulaic pattern), the interest assumption that must be used to compute the test 
plan values (either guideline premiums or net single premium) may be the rate implied 
by the scale of cash values. The DEFRA Blue Book is the source of the method for 
imputing an interest rate to contracts that do not expressly guarantee an interest rate. It 
says, “The rate or rates guaranteed on issuance of the contract may be explicitly stated in 
the contract or may be implicitly stated by a guarantee of particular cash surrender 
values.”65 In the context of a return of premium plan, this can be taken to mean that by 
knowing the beginning and ending of the year cash values and the mortality table, the 
interest rate is the balancing item.  
 
For an ROP product, where the beginning and ending of year n-cash value are equal to 
(n × GP), where GP is the contract gross premium (which may include rider premiums 
that are returned), then the implied interest rate in year n of the ROP accumulation 
period is: 
 
                                                      
65 Revenue Provisions of the Deficit Reduction Act of 1984, 649. 
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qx+n-1 × (Face–(n x GP))/(n x GP). 
 
In this case, the interest amount for the year is equal to the mortality charge for the year, 
qx+n-1 × (Face - (n × GP)). Following the Blue Book method, guideline or net single 
premiums would be computed for an ROP product using these implied rates, which, 
especially in the early years, can be rather high, particularly where a graded percentage 
of the premiums is returned at intermediate policy durations.  
 
For a guideline product, the interest rate shown above for year n makes it clear that an 
increase in GP will lower the implied interest rates. (An increase in GP both lowers the 
amount at risk in the numerator and increases the denominator.) As the statutory 
minimum interest rates used for the guideline level premium cannot be lower than 4%, 
this may affect the calculation. If the 4% minimum rate is never actually imposed, then 
GLP will be the contract premium. However, if the input premium is too high, the 4% 
minimum will become effective at some duration or durations, and the resulting 
guideline premium will be less than the input gross premium, thus disqualifying the 
plan when the sum of the premiums exceeds the guideline single premium.  
 
It is possible to compute the largest gross premium that does not call the 4% minimum 
into the calculation. That amount is as high as the contract premium can get and still 
qualify as the guideline level premium for the contract. (To clarify what’s happening, if 
the minimum 4% is never imposed, the interest rate for each duration is just the rate that 
connects a cash value of n times the input premium in year n to a value of (n+1) times 
the input premium in year n+1. In that case, a premium computation for the contract 
using those interest rates gives back the input premium.) Thus, as long as the premium 
being returned is within the amount that will not generate an implied rate greater than 
4%, the guideline limitation is met.  
 
Note that the difficulty of applying the CVAT to these products is that the implied 
interest rate will vary with the gross premium being returned. In effect, the CVAT will 
impose the same premium limitation as the guideline test. 

United States and Canada Dual Compliant Policy (Chapter VI, Page 150) 

In some instances, a policyholder may have a need for a policy that meets both the U.S. 
and Canadian requirements. In some cases (for example an Option 2 universal life where 
the death benefit is the face amount plus the cash value and therefore the net amount at 
risk (NAR) is constant), the same policy can meet the dual limitations without 
modifications. For policies where the NAR varies, policy modifications may be 
necessary. However, because the Canadian test does not require a NAR after age 85, 
while the U.S. test requires a NAR until age 95 (and perhaps later), a U.S.-compliant 
policy may have higher mortality costs, particularly in the later durations. Because of the 
higher insurance costs, a U.S.-compliant policy may also require larger premiums to 
maintain the policy in force. However, unless a policy is specifically written to 
incorporate both the U.S. and Canadian limits, dual compliance remains a facts-and-
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circumstances exercise. As of this writing, the authors are not aware of an insurer that 
offers such a dual compliant policy. 
 

The Canadian limitation 
is determined by the so-
called “MTAR line” 
(Maximum Tax 
Actuarial Reserve). The 
test policy is based on 
the cash surrender value 
of a 20-pay endowment 
at age 85. The limit is 
expressed as a linear 
reserve interpolation in 
the first 20 years and the 
calculated reserve 

thereafter to age 85. The MTAR of the policy is the greater of the cash surrender value, 
and the one-and-one-half-year preliminary term reserve. In practice, it appears that the 
accumulating fund used to compare to the ETP is based on the policy account value less 
surrender charge, where the surrender charges are often designed to maintain the policy 
in compliance with the ETP limitation. 
 
The Canadian exempt test in its entirety is comprised of three different components: the 
pre-test, the annual test and the 250% test. In the pre-test, the projected operation of the 
policy is compared to the MTAR limitation. In applying the pre-test, the insurer is to 
assume that the terms and conditions of the policy do not change from those in effect on 
the last policy anniversary. For example, this includes assumptions that the dividend 
option elected will not change and that future premiums will be paid. The insurer must 
also make reasonable assumptions about all other factors, including the assumption that 
the amounts of dividends paid will follow the current dividend scale. In order to negate 
the need for pre-testing, many companies include contract wording committing to take 
action to ensure that the policy will retain its exempt status (i.e., fail-safe language). 
Where there is no contractual wording, this pre-test must be performed at each 
anniversary along with the annual test.  
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The Act states that the actual policy must be tested by the life insurance carrier on every 
policy anniversary. For the annual test, the policy's death benefit is compared to the 
policy's death benefit at the previous anniversary. If the death benefit of the policy has 
grown by more than 8%, the excess must be treated like a brand new policy with a new 
ETP. A new and separate ETP is created for the excess with an issue date of that policy 
anniversary. In addition to the standard anniversary exempt test, another test is 
performed on the tenth and subsequent anniversaries of the policy. This test commonly 

referred to as the “anti-
dump in rule” or 
“250% test” prevents 
large lump-sum 
deposits to a policy 
after the seventh 
anniversary date. The 
250% test applies 
beginning at the 10th 
policy anniversary, 
and every policy year 
thereafter with a three-
year look back. Under 
the rule, the MTAR of 

the policy cannot exceed 250% of the value that existed at the seventh policy 
anniversary. If the policy fails the test, excess funds must be placed in an external 
account with possible tax implications. The implication of the 250% test is that if a 
policy has been minimum funded through the seventh policy anniversary, the 
allowable funding in the 10th year and later years will be significantly lower. 
 
The dual limitation is based on the minimum of the Canadian ETP and the U.S. CVAT. 
However, one of the key differences in the Canadian and U.S. requirements is that the 
U.S. requirements apply to the cash value before the imposition of surrender charges, 
while the Canadian requirements, by virtue of the application of the MTAR, are 
generally after surrender charges. As a result, it seems easier to graft the U.S. 
requirements to a Canadian policy than to start with a U.S. policy. That being said, 
however, some way must still be found to meet the CVAT “by the terms of the contract” 
if it is not inherent in the design of the policy. 

WAIVER AND CLOSING AGREEMENT PROCESSES (Chapter VII, Page 154) 
A statutory precondition to the granting of a waiver under section 7702(f)(8) with 
respect to any failed contract requires the Service to determine not only that the error 
giving rise to the failure is “reasonable” but also that “reasonable steps are being taken 
to remedy the error.” In making this determination, the Service considers, inter alia, 
whether the error was brought to the Service’s attention via the waiver proceeding 
within a reasonable period of time after the error was discovered. If there is evidence 
that the personnel of an insurer discovered the existence of the error but chose not to 
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apply for a waiver (or a closing agreement), and thereafter, following the lapse of some 
time, the insurer initiated a proceeding seeking the waiver, the Service likely will deny 
the waiver on the ground that reasonable steps were not taken in a timely manner, 
sometimes referred to as “laches.” It is unclear what extent of a time lapse would trigger 
such a conclusion. The Service should recognize that, because the waiver process is very 
fact-intensive, requiring considerable investigation of the source of the error (and often, 
multiple errors leading to multiple failures are involved in a waiver proceeding), it 
typically will take many months to delineate the failures and the errors causing them 
and assemble the facts for a filing with the Service, a speedy turnaround typically is not 
possible. At the same time, insurers should recognize that the failure to pursue a section 
7702 compliance problem in a prompt manner seriously jeopardizes the opportunity to 
obtain a waiver for what may otherwise be a perfectly reasonable error. 
 
See also THE REMEDIATION REVOLUTION below. 

CORRECTION OF UNINTENTIONAL MECS 

Derivation of the Earnings Rates (Chapter VII, Page 162) 

 
See also THE REMEDIATION REVOLUTION below. 
 
Revenue Procedures 2008-39 (the revenue procedure for correcting inadvertent MECs) 
and 2008-40 (the revenue procedure for correcting failed life insurance contracts) both 
provide for alternative toll charge calculations that are based in whole or in part on the 
“earnings” that accrue on amounts in excess of the respective premium limitation. As 
was the case under Revenue Procedures 99-2766 and 2001-42,67 Revenue Procedure 2008-
39 continues to provide a toll charge calculation based on “overage earnings” (i.e., the 
earnings that accrue on a contract’s “overage”) while Revenue Procedure 2008-40 
provides a new toll charge alternative based on “excess earnings” (i.e., the earnings that 
accrue on “excess premiums”). 
 
While both revenue procedures define “earnings” using different terminology (overage 
earnings v. excess earnings), both are determined based on the same set of earnings 
rates. In defining the earnings that underlie the development of the toll charge, the 
revenue procedures do not look to the actual earnings accruing inside the life insurance 
contract, but instead base the earnings calculation on proxy earnings rates. These 
earnings rates are defined in section 3.07 of Revenue Procedure 2008-39, vary based on 
whether the contract qualifies as a variable contract under section 817(d), and apply on a 
contract year basis according to the calendar year in which the contract year begins.  

                                                      
66 1999-1 C.B. 1186, superseded by Rev. Proc. 2001-42. 
67 2001-2 C.B. 212, modified and amplified by Rev. Proc. 2007-19, 2007-7 I.R.B. 515. 
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Methodology for Computing Earnings Rates: For contract years beginning in calendar 
years 1988 through 2007, the earnings rates are specified in section 3.07(2)(a) and (3)(a) 
of Revenue Procedure 2008-39. Section 3.07(2)(b) and (3)(b) provides the formulas to be 
used to determine the earnings rates for contract years after 2007.68 The general account 
total return rate defines the earnings rate applicable to contracts other than variable life 
insurance contracts, while the variable contract earnings rate defines the rates 
applicable to variable life insurance contracts. 
 
The general account total return equals:  

(i)  50% of the Moody’s Seasoned Corporate Aaa Bond Yield,69 frequency annual, 
or any successor thereto; plus  

(ii) 50% of the Moody’s Seasoned Corporate Baa Bond Yield, frequency annual, 
or any successor thereto.  

 
The variable contract earnings rate is equal to the sum of— 

(i) 10% of the general account total return, and  
(ii) 90% of the separate account total return for the calendar year in which the 

contract year begins. 
 

Separate account total return: The separate account total return equals— 
  (a)  75% of the equity fund total return, plus 
  (b)  25% of the bond fund total return, less  
  (c)  1.1 percentage point. 
 
Equity fund total return: The equity fund total return equals— 
    (a)  the calendar year percentage return70 represented by the end-of-year 

values of the Standard and Poor’s (S&P) 500 Total Return Index, with 
daily dividend reinvestment, or any successor thereto, less  

                                                      
68 Section 3.07(2)(a) and (3)(a) of Revenue Procedure 2008-39 only provides earnings rates back to 
1988 because section 7702A was enacted in that year. However, sections 101(f) and 7702 were 
enacted earlier, and, as a result, earnings rates prior to 1988 will be needed to calculate excess 
earnings for contracts failing to comply with those sections prior to 1988. In this regard, section 
4.03(5)(b)(ii) of Revenue Procedure 2008-40 provides that the applicable earnings rate for contract 
years beginning prior to 1988 is determined using the formulas set forth in section 3.07 of 
Revenue Procedure 2008-39 for contract years after 2007.  
69 Moody’s Seasoned Corporate Aaa and Baa Bond Yields are publicly available at 
www.federalreserve.gov.  
70 The calendar year percentage return is calculated by:  

(a) dividing the end-of-year value of the index for the calendar year by the end-of-year 
value of the index for the immediately preceding calendar year, and  

(b) subtracting one from the result.  
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    (b)  1.5 percentage point. 
 
Bond fund total return: The bond fund total return equals—  
    (a)  the calendar year percentage return represented by the end-of-year 

values of the Merrill Lynch U.S. Corporate Master Index (C0A0),71 or any 
successor thereto, less 

    (b)  1.0 percentage point.  
 
Incomplete calendar year: In order to compute the earnings rate for calendar year 2008 
and later, the calendar year-end values for the various indices must be available. If the 
general account total return or the separate account total return for a calendar year 
cannot be determined because the calendar year in which the contract year begins has 
not ended, then the earnings rate for the contract year (or portion thereof) is determined 
by taking the average of the rates (general account total return or variable contract 
earnings rates) for the prior three years. For example, the general account total return for 
2008 (assuming the year-end indices are not available) would be based on the average of 
the general account total return rates for 2005, 2006, and 2007 ((5.6% + 6.0% + 6.0%) / 3 = 
5.8666% or 5.9%). 
 
 
Table CCC contains the earnings rates for years 1982 to 2008. The earnings rates for 
years 1982 through 1987 are based on the application of the formulas contained in 
section 3.07(2)(b) and (3)(b) of Revenue Procedure 2008-39, while the earnings rates for 
2008 are based on the arithmetic average of the earnings rates for 2005, 2006, and 2007.  
 
 

Table CCC 
Earnings Rates to be used to calculate 

either “excess earnings” or “overage earnings” 
 

 
Year 

Contracts other 
than Variable 

Contracts 

 
Variable 

Contracts 

Source 

1982 15.0% 21.8% Application of Rev. Proc. 
2008-39 Section 3.07 

Formulas 
1983 12.8% 16.4% Application of Rev. Proc. 

2008-39 Section 3.07 
Formulas 

1984 13.5% 7.0% Application of Rev. Proc. 
2008-39 Section 3.07 

                                                      
71 The Merrill Lynch U.S. Corporate Master Index (C0A0) is publicly available at 
www.mlindex.ml.com. 
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Formulas 
1985 12.0% 26.1% Application of Rev. Proc. 

2008-39 Section 3.07 
Formulas 

1986 9.7% 15.0% Application of Rev. Proc. 
2008-39 Section 3.07 

Formulas 
1987 10.0% 2.7% Application of Rev. Proc. 

2008-39 Section 3.07 
Formulas 

1988 10.2% 13.5% Rev. Proc. 2008-39 
1989 9.7% 17.4% Rev. Proc. 2008-39 
1990 9.8% 1.4% Rev. Proc. 2008-39 
1991 9.2% 25.4% Rev. Proc. 2008-39 
1992 8.6% 5.9% Rev. Proc. 2008-39 
1993 7.5% 13.9% Rev. Proc. 2008-39 
1994 8.3% -1.0% Rev. Proc. 2008-39 
1995 7.8% 23.0% Rev. Proc. 2008-39 
1996 7.7% 14.3% Rev. Proc. 2008-39 
1997 7.6% 17.8% Rev. Proc. 2008-39 
1998 6.9% 19.7% Rev. Proc. 2008-39 
1999 7.4% 12.8% Rev. Proc. 2008-39 
2000 8.0% -5.5% Rev. Proc. 2008-39 
2001 7.5% -7.1% Rev. Proc. 2008-39 
2002 7.2% -14.1% Rev. Proc. 2008-39 
2003 6.2% 19.6% Rev. Proc. 2008-39 
2004 6.1% 6.9% Rev. Proc. 2008-39 
2005 5.6% 2.1% Rev. Proc. 2008-39 
2006 6.0% 10.0% Rev. Proc. 2008-39 
2007 6.0% 3.6% Rev. Proc. 2008-39 
2008 5.9% 5.2% Average of Prior 3 Years 

 

 

REVENUE RULING 2005-6 (Chapter VII, Page 165) 
See also THE REMEDIATION REVOLUTION below. 
 
As previously noted, Revenue Ruling 2005-672 (the Ruling) holds that the reasonable 
expense charge rule of section 7702(c)(3)(B)(ii) applies to charges for QABs. The Ruling 
                                                      
72 2005-1 C.B. 471.  
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provides relief to life insurance companies that previously concluded that the reasonable 
mortality charge rule, rather than the reasonable expense charge rule, governed the 
treatment of QABs. This relief comes in the form of special rules and procedures for 
entering into a closing agreement with the Service. 
 
The Ruling’s grant of relief for those that previously applied the rules incorrectly (in the 
Service’s view) recognizes that the normally applicable procedures for addressing errors 
under sections 7702 and 7702A would not produce an equitable result in the present 
circumstances.73 The Ruling’s special rules and procedures deviate from the normal 
procedures in two significant respects. First, they do not require a life insurance 
company to take corrective actions with respect to QABs that have been accounted for 
using the reasonable mortality charge rule if the issuer requests relief through a closing 
agreement before Feb. 7, 2006. Second, a special toll charge structure is adopted which 
generally involves much reduced costs compared with those otherwise applicable. 
Under the special toll charge structure, the charge is determined under a sliding scale 
based upon the aggregate number of contracts for which relief is requested. The same 
special toll charge structure applies regardless of whether the failure is under section 
7702, section 7702A, or both. 
 
The Ruling’s relief provisions are set forth in the “Application” part of the Ruling, which 
is divided into three separate alternatives—A, B, and C. 

Alternative “A” 

The first alternative of the Application part of the Ruling states that, where an issuer’s 
compliance system improperly accounts for QAB charges but no contracts have failed 
under section 7702, the issuer may correct its system to account for charges using the 
reasonable expense charge rule without any need to contact the Service. It appears that 
this alternative is simply a restatement of actions that issuers may take under existing 
law. Thus, the alternative serves as a reminder to life insurance companies that they do 
not need to involve the Service in the circumstance where no contracts have failed to 
meet the definitional tests of sections 7702 and 7702A. At the same time, this alternative 
does not provide any relief, in and of itself, since the determination that no contracts fail 

                                                      
73 Under the Service’s generally applicable procedures, life insurance contracts failing to comply 
with section 7702 or section 7702A can only be brought into compliance through a proceeding 
with the Service, i.e., receipt of a waiver under section 7702(f)(8) or execution of a closing 
agreement covering failures to comply with section 7702, and execution of a closing agreement 
covering inadvertent MECs. Under each of these procedures, it is generally necessary to correct 
systems and contracts so that the error causing the failures is corrected. For example, for a 
contract failing under the guideline premium test, correction often takes the form of returning 
premiums (with interest) in excess of the properly determined guideline premium limitation. 
Also, in the case of closing agreements, it is often necessary to pay a “toll charge.” Deficiency 
interest also is payable as part of the toll charge. 
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must be made using the reasonable expense charge rule for QABs, and thus this 
alternative contemplates correction of compliance systems. 

Alternative “B”  

The second alternative of the Application part of the Ruling states that, where an issuer’s 
compliance system improperly accounts for QAB charges and, as a result, some 
contracts do not meet the definition of life insurance contract under section 7702(a), the 
issuer may request a closing agreement on or before Feb. 7, 2006 on the basis described 
below. While this alternative’s introductory language refers only to contracts that do not 
meet the definition of life insurance under section 7702(a), the Service has confirmed that 
the intent was for the relief provided also to be available for inadvertent MECs under 
section 7702A, even though such contracts are in compliance with section 7702. In 
addition, the relief provided is not, on the face of the Ruling, limited to any particular 
types of QABs or to particular determinations under sections 7702 or 7702A (i.e., errors 
under the GP test, the CVA test, and the 7-pay test are all encompassed). 
 
Under a closing agreement entered into pursuant to this Alternative B: 
  

(1) The issuer must identify all contracts administered under the compliance system, 
but need not identify whether they fail under section 7702 or section 7702A. The 
Ruling does not state the precise manner in which such identification must be 
made. Under closing agreements addressing section 7702 failures in other 
contexts, policy numbers are used to identify contracts. 

 
(2) The identified contracts will not be treated as failing under section 7702 or as 

inadvertent MECs under section 7702A by reason of improperly accounting for 
charges for existing QABs. This relief will extend to future charges resulting from 
an increase in an existing QAB or the addition of a new QAB pursuant to the 
exercise of a right that existed in the contract before April 8, 2005. However, the 
relief under the closing agreement will not extend to improper accounting for 
charges for an increase in an existing QAB or the addition of a new QAB that are 
not pursuant to the exercise of a right that existed in the contract before that date. 

 
(3) No corrective action need be taken with respect to the compliance system or with 

respect to contracts identified in the closing agreement. To the extent the 
compliance system will be used to administer newly issued contracts, such 
system will of course need to apply the reasonable expense charge rule. At the 
latest, contracts issued on and after Feb. 7, 2006 would need to be administered 
in accordance with the reasonable expense charge rule. 

 
(4) In lieu of the amount of tax and interest that would be owed by the policyholders 

under a normal section 7702 or section 7702A closing agreement, the amount due 
under a closing agreement under this Alternative B will be based on a schedule 
contained in the Ruling that sets forth a sliding scale of charges keyed to the 
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“number of contracts for which relief is requested.” This scale ranges from $1,500 
for 20 contracts or fewer, to $50,000 for over 10,000 contracts. 

 
When the Ruling states that the sliding scale charge will be based on the “number of 
contracts for which relief is requested,” its statement seemingly is intended to 
correspond to the requirement of paragraph (1) above, which states that “the issuer must 
identify all contracts administered under the compliance system.” Thus, the number so 
identified would be the same number for which relief is requested. The request for a 
closing agreement must be submitted with the user fee required by applicable 
procedures governing requests for private letter rulings (generally $10,000 for 2006). 

Alternative “C” 

The third and final alternative of the Application part of the Ruling states that after Feb. 
7, 2006, an issuer with a compliance system that improperly accounts for QAB charges 
may request a closing agreement under the same terms and conditions as described 
under Alternative B above, except that (1) the closing agreement must identify the 
contracts that fail to satisfy the requirements of section 7702 or are inadvertent MECs 
under section 7702A, and (2) the closing agreement must require the issuer to correct its 
compliance system and to bring the identified contracts into compliance with section 
7702 or section 7702A, as applicable. 
  
The Ruling is silent regarding the effect of the Ruling on the existing waiver request 
process under section 7702(f)(8), but the Service has construed it to mean that waivers 
are no longer available. This construction is buttressed by the presence of Alternative C, 
given its requirement of correcting failed contracts and the need to pay the sliding scale 
toll charge. 
 
It appears that the number of contracts actually failing the statutory tests, rather than the 
number administered on the compliance system, is intended to be used to determine the 
sliding scale toll charge under Alternative C. As discussed above, some issuers may 
want to apply the reasonable expense charge rule retroactively and seek relief under the 
Ruling (and calculation of the sliding scale toll charge) only for failed contracts. 
Alternative C seemingly permits this, provided that the requests are made after 
February 7, 2006. It seems reasonable that the Service would allow the identification of, 
and the payment of the toll charge with regard to, only the failed contracts under this 
alternative in circumstances where the issuer is not seeking any relief for any other 
contracts. Such an interpretation not only would reconcile Alternatives B and C, but also 
would be consistent with the principles underlying Alternative A, i.e., that there is no 
need to involve the Service for contracts that comply (based on retroactive application of 
the reasonable expense charge rule) and will be administered in accordance with the 
correct rule on an ongoing basis. 
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Notice 2005-35 

Notice 2005-35 provides procedures under which a list identifying the contracts subject 
to a closing agreement under Revenue Ruling 2005-6 may be submitted to the Service in 
electronic format. Under Alternatives B and C of the ruling, an issuer may request relief 
in the form of a closing agreement under which contracts will not be treated as having 
failed the requirements of section 7702(a) or as MECs under section 7702A by reason of 
improperly accounting for charges for existing QABs. The issuer’s request for a closing 
agreement must include a list identifying the contracts for which relief is requested. 
Accordingly, an issuer may submit the list electronically, in read-only format, on either a 
CD-ROM or diskette.74 The issuer must provide a total of three CD-ROMs or diskettes, 
one for each of the three copies of the closing agreement. 

THE REMEDIATION REVOLUTION (Chapter VII, Page 171) 
In Notice 2007-15,75 the Treasury Department and the Service requested comments on 
how to improve the procedures that were then available to correct (1) life insurance 
contracts that failed to satisfy the requirements of section 101(f) or 7702, as applicable 
(“failed contracts”), (2) contracts that inadvertently failed the “7-pay test” of section 
7702A(b) and became modified endowment contracts (“inadvertent MECs”), and (3) 
diversification failures under section 817(h). In response to comments received, and as 
part of an effort to streamline tax compliance procedures from the standpoint of both 
taxpayers and the government, five new revenue procedures were issued in June of 2008 
(see Appendix D): 76 
 

• Revenue Procedure 2008-38, elaborating on the Alternative C QAB error 
correction procedure under Rev. Rul. 2005-6. 

• Revenue Procedure 2008-39, revising the MEC correction revenue procedure. 

• Revenue Procedure 2008-40, addressing closing agreements for contracts failing 
to comply with section 101(f) or 7702. 

• Revenue Procedure 2008-41, revising the closing agreement procedure for section 
817(h) diversification failures. 

• Revenue Procedure 2008-42, providing an automatic procedure for obtaining a 
waiver of clerical-type errors under sections 101(f)(3)(H) and 7702(f)(8). 

 

                                                      
74 Adobe Portable Document (PDF) format is a suitable format. According to the Notice, other 
formats may be arranged on a case-by-case basis. 
75 2007-1 C.B. 503. 
76 Rev. Proc. 2008-38, 2008-29 I.R.B. 139; Rev. Proc. 2008-39, 2008-29 I.R.B. 143; Rev. Proc. 2008-40, 
2008-29 I.R.B. 151; Rev. Proc. 2008-41, 2008-29 I.R.B. 155; Rev. Proc. 2008-42, 2008-29 I.R.B. 160. 
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The publication of these revenue procedures represents a virtual revolution in the 
government’s approach to the correction of contract (and separate account) errors, 
emphasizing simplification, cost reduction, and, more generally, a pro-compliance 
attitude. The new procedures also entail a shifting of audit-type responsibility from the 
Service’s National Office to its field auditors (namely, in most cases, the Large and Mid-
Size Business Division (LMSB) of the Service). Each of the four new procedures dealing 
with compliance problems under sections 101(f), 7702, and 7702A is summarized below. 
Note: Revenue Procedure 2008-41 deals with the diversification requirements for 
separate account assets, not qualification of life insurance, and is therefore not included 
in the discussion below. 
 
It should be noted that each of the revenue procedures applies by its terms not only for 
an original issuer but also to a “company that insures a contract holder under a contract 
originally issued by another company.” In this manner, the procedures allow their use 
by a reinsurer of failed contracts or inadvertent MECs, whether via assumption 
reinsurance or coinsurance, as well as by the issuer of such contracts. Hence, in the 
summaries below references to “issuer” include a reinsurer. 

Revenue Procedure 2008-38  

This procedure amplifies Rev. Rul. 2005-6, discussed above, by specifically addressing 
the corrective action an issuer must take in order to bring the failed contracts, 
inadvertent MECs, and the systems on which they are administered into compliance 
with section 7702 or 7702A, as applicable, under Alternative C of Rev. Rul. 2005-6. To 
bring contracts into compliance, the issuer may increase the contract’s death benefit or 
return the contract’s excess premiums and earnings thereon to the contract holder. The 
issuer also must correct its compliance system to account properly for charges for QABs 
as provided in Rev. Rul. 2005-6, and to do so within 90 days of the execution of the 
closing agreement by the Service. Additionally, Rev. Proc. 2008-38 provides a model 
closing agreement to be used under Alternative C of Rev. Rul. 2005-6. 

Revenue Procedure 2008-39 

This procedure allows the issuer of an inadvertent MEC to calculate the toll charge to 
correct the contract using either of two alternative methodologies— 

• Alternative 1 (traditional)—The issuer may continue to calculate the toll charge in 
the same manner as previously required under section 5.03 of Rev. Proc. 2001-42, 
although the de minimis overage earnings amount set forth in section 5.03(2) of 
Rev. Proc. 2001-40 is increased from $75 to $100.  

 
• Alternative 2 (100% of overage)—The toll charge under this alternative equals 

100% of the “overage” under an inadvertent MEC. Section 3.05 of Rev. Proc. 
2008-39 defines “overage” as “the excess, if any, of— (1) the sum of amounts paid 
under the contract during the testing period for the contract year and all prior 
contract years, over (2) the sum of the 7-pay premiums for the contract year and 
all prior contract years of the testing period.” In the case of a contract that is 
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“outside” of a 7-pay testing period, it appears that the overage for purposes of 
this alternative is determined as of the last contract year of the 7-pay period. (See 
the examples set forth in section 5.03(3)(a) and (b) of Revenue Procedure 2008-
39.) 

 
Rev. Proc. 2008-39 requires an issuer to represent that the MEC closing agreement toll 
charge calculations are correct and to retain documentation supporting the calculations; 
although, in a significant change from the predecessor revenue procedures, it does not 
require submission of the detail as part of the filing. In addition, Rev. Proc. 2008-39 
eliminates most other information previously required to be submitted in the filing with 
respect to each contract to be covered by a MEC closing agreement. Specifically, an 
issuer seeking to correct inadvertent MECs under Rev. Proc. 2008-39 need only submit 
the policy numbers of the inadvertent MECs, a description of the errors causing the 
inadvertent MECs, and a description of the compliance procedures adopted to prevent 
further inadvertent MECs. The revenue procedure includes a revised model closing 
agreement that must be used to obtain relief under the revenue procedure. 

Revenue Procedure 2008-40 

This procedure allows an issuer to calculate the toll charge required to be paid in 
connection with a closing agreement to correct a section 101(f) or 7702 compliance 
failure (for which a waiver is not sought or could not be obtained) using, for a given 
contract, one of three alternative methodologies— 

• Alternative 1 (traditional)—The issuer may continue to calculate the toll charge 
in accordance with Rev. Rul. 91-17 as supplemented by Notice 99-48.  

 
• Alternative 2 (“excess earnings”)—The issuer may calculate the toll charge by 

reference to the “excess earnings” that accrue under the failed contract, provided 
that the excess earnings do not exceed $5,000. Generally, “excess earnings” are 
equal to the product of “(i) the sum of a contract’s excess premiums for a contract 
year and its cumulative excess earnings for all prior contract years,” and “(ii) the 
applicable earnings rate as set forth in section 3.07 of Rev. Proc. 2008-39.” (For 
contract years prior to 1988, the earnings rate is to be determined in a manner 
consistent with the formulas in section 3.07 of Rev. Proc. 2008-39 for calculating 
earnings rates for contract years after 2007.) The toll charge under this alternative 
equals the tax on the excess earnings and the deficiency interest on that amount, 
with the tax rates set forth in section 3.11 of Rev. Proc. 2008-39, which are the 
same as the rates prescribed in Notice 99-48. 

 
• Alternative 3 (100% of error)—Under this alternative, the toll charge is equal to 

100% of the “excess premiums,” (i.e., “the highest amount by which the total 
premiums paid under the contract exceed the guideline premium limitations 
under section 7702(c) at any time the contract is in force”). This effectively 
amounts to a toll charge equal to 100% of the error. 
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Rev. Proc. 2008-40 is written so that the issuer of any given failed contract may choose 
which of the eligible alternative methodologies its filing will use for calculating the toll 
charge for that contract. As in the case of Rev. Proc. 2008-39, an issuer is not required to 
submit the details of the Rev. Proc. 2008-40 toll charge calculations to the Service, 
although it is required to represent that the calculations are correct and to retain 
documentation supporting them.  
 
The revenue procedure addresses in detail failures to comply with the guideline 
premium test. In the case of failures to comply with the CVAT, section 4.02 of Rev. Proc. 
2008-40 allows an issuer to address these failures by proposing (1) modifications to the 
closing agreement set forth in section 5 of that revenue procedure, and (2) alternative 
amounts to be paid under such closing agreement. It should be noted that since a 
contract that was designed to comply with the CVAT but failed to do so must also fail 
the guideline premium test in order to fail section 7702’s requirements, such a contract 
necessarily has “excess earnings” within the definition of the revenue procedure because 
it also fails the guideline test. 
 
As do the other revenue procedures (apart from the one described next), Rev. Proc. 2008-
40 includes, in section 5, a model closing agreement that must be used to obtain relief 
under this revenue procedure. 

Revenue Procedure 2008-42 

In a dramatic change from the Service’s prior practice, this procedure permits certain 
errors leading to section 101(f) or 7702 compliance failures to be waived under IRC 
section 101(f)(3)(H) or 7702(f)(8), as applicable, on an automatic basis. Specifically, an 
issuer seeking relief under Rev. Proc. 2008-42 for “automatic waivers” is required to file 
an “Automatic Waiver Request under Rev. Proc. 2008-42” statement (Statement) with 
the Service’s National Office and to attach a statement to its federal income tax return 
(Return Attachment); this is in lieu of filing a ruling request with the National Office. 
The Statement must provide a description of the error, the steps taken to remedy the 
error, the policy numbers of the affected failed contracts, and the representations set 
forth in section 4.04 of the revenue procedure. Unlike other submissions filed with the 
National Office, the Statement is not governed by Rev. Proc. 2008-1 (or any successor 
revenue procedure relating to private letter ruling requests) and, therefore, no user fee is 
required to be paid to the Service. The Return Attachment must provide as follows: 
“Issuer has submitted an Automatic Waiver Request under section 4.02 of Rev. Proc. 
2008-42 for certain errors that caused one or more life insurance contracts it issued to fail 
to comply with §7702(f)(8) or §101(f) of the Internal Revenue Code.” 

 
Rev. Proc. 2008-42 provides that an issuer is eligible for an “automatic waiver” if it can 
represent that (1) it had compliance procedures in place with specific, clearly articulated 
provisions that, if followed, would have prevented the contract involved from failing to 
satisfy the requirements of section 101(f) or 7702, as applicable; (2) an employee or 
independent contractor of the issuer acted, or failed to act, in accordance with those 
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compliance procedures; and (3) the act or failure to act was inadvertent and was the sole 
reason that the contract failed to satisfy the requirements of section 101(f) or 7702, as 
applicable. The revenue procedure goes on to identify examples of the types of errors 
that are eligible for an automatic waiver under the procedure, such as the input of an 
incorrect age or sex for an insured and the input of incorrect information regarding the 
amount or time of a premium payment. On the other hand, the revenue procedure 
excludes from its purview computer programming errors and defective legal 
interpretation errors (e.g., with respect to the interpretation of the requirements of 
section 101(f) or 7702). 
 
To be eligible for an automatic waiver under Rev. Proc. 2008-42, the taxpayer must take 
reasonable steps to remedy the failed contracts. Specifically, the issuer must refund 
excess premium with interest and/or increase the death benefit under the contract no 
later than the date on which the issuer files the federal income tax return to which the 
Return Attachment is affixed. The revenue procedure points out that a reasonable step 
to remedy the error does not include changes to the issuer’s compliance procedures. 
This is because, as the issuer must have represented in order to be eligible for the 
automatic waiver, the issuer must already have specific, clearly articulated procedures 
that if followed would have prevented the error.  
 
Rev. Proc. 2008-42 states that if errors are reasonable, the taxpayer may still request a 
waiver by filing a private letter ruling request. This would include the types of errors 
that are excluded from the revenue procedure’s purview. For errors that are not 
reasonable, taxpayers may request a closing agreement under Rev. Proc. 2008-40. 
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Appendix A—Attained Age Regulation 
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Appendix B—Notice 2006-95 
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Appendix C—Revenue Ruling 2005-6 
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Appendix D—Remediation Revenue Procedures 
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