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From the Chair

By Jeffrey Stabach

tis hard to believe that my term as chair has begun. It seems

like I just started as a member of the council not long ago.

The time has passed so quickly because I’ve been fortunate to
work with such a dedicated group of people who are interested
in educating others on tax matters. Time flies when you’re hav-
ing fun. I would like to thank our outgoing chair, Tim Branch,
for his outstanding leadership over the past year. I'm very fortu-
nate that Tim is only a few steps away from my office, and I'll be
sure to keep engaging him in discussion on the section. Thank
you, Tim! I’d also like to thank our outgoing council members:
Tim, Kristin Norberg and Jim Van Etten for their service and
hard work over the past three years.

I would also like to welcome our newly elected council mem-
bers: Housseine Essaheb, Michele Cramer and Jeff Harper. It
is great to see new faces becoming involved in the section, and
I look forward to working with you all. Our council members
have already been hard at work, with Don Walker accepting the
role of vice chair and Housseine stepping in as our secretary and
treasurer.

My mission for the upcoming year is to help better educate sec-
tion members on tax matters. To accomplish this, we plan to
continue sponsoring taxation sessions and boot camps at actu-
arial meetings, publishing 7uxiNe Tives and related podcasts,
and developing webinars on emerging tax issues. We also plan
to expand the scope of our activity with the following initiatives:

1. Regulatory Change Task Force Proposal—With reg-
ulatory change and potential tax reform on the horizon, we
would like to keep our members better informed on the tax
implications of these changes. With the help of the Society of
Actuaries (SOA), we will be participating in creating a Web
resource related to these changes. The Taxation Section page
of the SOA website will serve as the first stop (not necessarily
the last) for staying up-to-date on regulatory changes related
to tax.

2. Exam tax content review— The exam process provides
an educational foundation for all actuarial students. We will
be reviewing the current exam syllabus for tax content to ensure
that actuarial students are getting the appropriate tax knowl-
edge to start their actuarial careers.

3. Outreach to other sections—To educate a broader au-
dience, we will be partnering with other sections to explore
the tax impacts of various topics at upcoming seminars and
through co-sponsored articles.

In view of this ambitious agenda, we would be happy to have
additional volunteers to help make these initiatives a success.
Please feel free to reach out to me personally if you’d like to
participate in any of these initiatives. H

Note: The views expressed are those of the author and do not necessarily
reflect the views of Ernst & Young LLP.

Jeffrey Stabach is a manager in Insurance and Actuarial Advisory
Services at Ernst & Young LLP and may be reached at jeffrey.stabach@
ey.com.
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Meet Alexis Maclvor,
New Chief of the
Insurance Branch

By Mark S. Smith

sel appointed Alexis Maclvor as the chief of Branch 4 of the Office

of the Associate Chief Counsel (Financial Institutions & Products).
That branch (sometimes referred to by our readers as the “Insurance
Branch”) bas seven attorneys who work exclusively on issues concerning
the taxation of insurance companies and the products those companies
issue. Because of the importance of that branch’s work product to the
issues that life actuaries must address every day, the Taxing TiMES
Editorial Board and the Tiaxation Section Council thought our readers
would appreciate the opportunity to meet Alexis and welcome ber to
the insurance tax actuarial community." Mark Smith of our editorial
board recently met with Ms. Maclvor to talk about her background
and her new role.

I n February 2015, the Internal Revenue Service (IRS) Chief Coun-

Smith: Alexis, thank you so much for taking the time to talk
with us today. I know the first year in this position can be very
hectic. Perhaps we could start by talking a little bit about your
background. Did you always aspire to be a tax attorney?

Maclvor: When I went to college, I thought I wanted to be a
scientist. Once at college, I figured out that I liked the analy-
sis part, interpreting experimental results and comparing them
to other scientific studies, but I did not like the field and lab
work. I ultimately majored in environmental biology, a degree
that included science and also added economics, sociology and
other interdisciplinary courses. In exploring other fields that had
similar analysis, I discovered law, and went to the University of
Wiashington Law School.

While I was in my first year at law school, someone recom-
mended that I take tax courses. So, I took a basic tax course. My
professor, Sam Donaldson, was incredible. He would assign an
Internal Revenue Code ( Code) section or two for each class and
spend a lot of time teaching the class how to read those sections.
I found myself spending hours trying to figure out how the dif-
ferent Code provisions fit together. The Code was a puzzle, and
I enjoyed trying to figure out how the pieces came together and
which pieces were missing. I enjoyed tax so much that I decided
to go to the University of Florida to receive an LLM in taxation.

D

Smith: So how did you end up specializing in insurance?

Maclvor: Before I joined the Insurance Branch, I was at Step-
toe & Johnson LLP for about 9 years. At Steptoe, my practice
included tax planning but focused on tax controversy and liti-
gation. I spent significant time preparing for litigation and for
conferences with Appeals. Some of this involved insurance issues
for insurance companies and for non-insurance companies.

One of the things I enjoyed most about my practice was learn-
ing about a client’s business. Once I understood it, I could chart
a legal course taking into account the client’s normal business
operations and needs.

Drawing from these experiences, I took a step further and start-
ed teaching a course as an adjunct professor at the Georgetown
LLM program that covers real estate investment trusts (REI'TS),
regulated investment companies (RICs) and real estate mort-
gage investment conduits (REMICs); and also life insurance
companies, property and casualty (P&C) companies, products
and captives.

Smith: I understand you’ve been in the Insurance Branch for
some time and have worked with many practitioners in your role
with the government, as well as in the private sector. What has
that been like, and how has it prepared you for this new challenge?

Maclvor: In the Insurance Branch I have worked on a variety
of projects across the branch’s jurisdiction, including life insur-
ance, non-life insurance and product taxes. I prepared private
letter rulings (PLRs) and change in method of accounting let-
ter rulings, and provided support to litigation attorneys. I also
provided legal advice to Exam, Appeals, and the Issue Practice
Groups (IPGs).

I worked with attorneys within the Insurance Branch, other
branches in Financial Institutions & Products, and elsewhere

in the Office of Chief Counsel, including other Associate Chief



Counsel offices and Division counsel on the examination side.
The Chief Counsel’s office has a wealth of specialized knowl-
edge.

Smith: Could you elaborate on this a little bit?> What are some
of the circumstances where the branch works with other divi-
sions in the Office of Chief Counsel? And, can you talk a little
bit about some of the ways the branch works with the Large
Business and International (LB&I) division?

Maclvor: The Office of Chief Counsel includes the operational
side, such as LB&I and Small Business/Self-Employed (SBSE),
and the technical side. On the technical side, the groups are
divided by subject matter expertise. If the Insurance Branch is
issuing a PLR regarding an insurance issue that also involves a
provision within the jurisdiction of the Associate Chief Counsel
International, we would work with those attorneys. Similarly, if
attorneys in the Associate Chief Counsel Corporate are working
on a PLR involving Subchapter L provisions, they would reach
out to us for assistance. We also work with other attorneys with-
in Financial Institutions & Products on financial products issues.

In addition to working with other attorneys on the technical
side, we also work with attorneys on the operational side, includ-
ing LB&I, and with agents. This assistance can result in Chief
Counsel Advice (CCA), which is published. We also issue Tech-
nical Advice Memoranda (TAMs), which require the coopera-
tion of the taxpayer and exam to submit a technical issue to us.
TAMs may require assistance from attorneys in other divisions
of Chief Counsel with subject matter expertise.

Smith: How would you describe the work environment in the
branch itself, and how do you view your new role?

Maclvor: The Insurance Branch has strong attorneys who work
very hard to get to the right answer. I have enjoyed learning
from them since I started at the IRS, and I am excited to have
this opportunity to lead them.

I also enjoy the camaraderie we have developed in the Insurance
Branch. I have a tremendous amount of respect for the attorneys
and am honored to be their branch chief. The attorneys collec-
tively have a great depth of experience, and we work well togeth-
er on projects. As the new branch chief, I want to encourage our
attorneys to continue to expand the range of their experience

and knowledge.

Smith: How does an attorney in government gain an under-
standing of the business of a taxpayer, and how important is that
to figuring out how a particular issue should be treated?

Maclvor: I come from a private practice background and un-
derstand that business needs are key to companies. In my prior
position, I could ask the client about its business. In my current

position, it is more difficult to achieve the same level of un-
derstanding about business practices and needs, and therefore
more difficult to determine whether a technical response can ac-
commodate those needs. In order to find creative solutions that
best serve everyone, the Insurance Branch needs the industry to
share information and educate us about current business practic-
es. The industry changes and products change, sometimes rap-
idly. We learn about these changes from publications and from
people telling us about them. The more we know, the better we
are able to provide consistent guidance across the insurance tax
community. I would encourage your readers to reach out and
talk to me and to attorneys in the Insurance Branch so we un-
derstand your evolving business.

Smith: Funny you should mention the evolving business of in-
surance taxation. One of the most important developments in
company taxation will be the adoption of a principle-based ap-
proach to life insurance reserves. There has been a long and pro-
ductive dialogue between the branch and life insurers around tax

issues that will arise as a result of that adoption. Can you share
with our readers your thoughts on the work that has been done
to date on Life PBR?

Maclvor: As a new branch chief, I am getting up to speed on
all of the work the Insurance Branch has done on various issues,
including Life PBR. We are currently thinking about princi-
ple-based reserves and plan to coordinate closely with Treasury
Office of Tax Policy on this issue. I look forward to continuing
the productive dialogue between the branch and life insurers
around Life PBR.

Smith: You’ve talked about the importance of the insurance tax
community being open to the government and sharing infor-
mation about the evolving issues that companies face. Likewise,
the industry is always eager to learn about what’s hot from the
branch’s perspective and what is the current thinking around
particular issues. Your predecessor was very generous with her
time and opinions on a variety of issues. Do you have thoughts
on continuing that openness?

D
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Maclvor: I fully support this open dialogue to the extent it is
permitted. Since joining the branch, I have spoken on panels
at the Federal Bar Insurance Tax Seminars and the Society of
Actuaries Product Tax Seminar. I anticipate that the Insurance
Branch will continue to participate in similar conferences. These
conferences are an opportunity for the industry to ask questions
and hear directly from attorneys in the Insurance Branch. Many
times we are able to clarify the scope of recently published guid-
ance, PLRs, TAMs and CCAs.

While we want to have a productive dialogue with the industry,
we are limited on what information we can share. For example,
we cannot discuss a matter pending before another office of the
IRS or before a court, and Code section 6103 prohibits us from
sharing taxpayer and return information.

Smith: One question I hear often in practice is how long a
particular work product, such as a PLR, might take once it is
submitted. Do you have any suggestions how one might tee up
issues for the branch in a way that they can be processed effi-
ciently from your own perspective?

Maclvor: Well, for one thing I encourage pre-submission con-
ferences. For the Insurance Branch, a submission is much easier
to process if we have an opportunity to discuss with the taxpayer
the information we need. In addition, we have an opportunity to
explain potential problems and lay out coordination that may be
required. If the subject matter is not under our jurisdiction, we
may need to coordinate with another office within Chief Coun-
sel.

Smith: What about life insurance products? I know there has
historically been anxiety around guidance in the product area
because of a fear that changes in the IRS’ ruling position will
create a hardship for products that already have been issued. Do
you have any thoughts on this?

Maclvor: I understand that changes to the tax rules may impact
the taxation of those products and their pricing. I also appre-
ciate that companies cannot retroactively change the price of
products. That being said, seeking a PLR is a good way to ob-
tain some certainty. A taxpayer may ordinarily rely on a PLR it
receives, and if there is a subsequent change in ruling position
or guidance, the change ordinarily is applied prospectively. But I
also think this issue goes back to making sure we have a produc-
tive dialogue with the industry. If we know that the industry has
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taken a certain position, or that companies are taking different
positions, we can be sensitive to these issues.

Smith: That’s interesting. On the products side, many of the
existing rules (such as the definition of life insurance contract)
were new in 1984. But as to Company side, some issues have a
very much longer history. How does one approach that?

Maclvor: The majority of Subchapter L was enacted in 1984.
These provisions have significant similarities and also clear devia-
tions from prior insurance provisions. This historical background
in conjunction with major changes in the industry results in some
of our most significant challenges. In the Insurance Branch, we
have attorneys with a lot of historical and institutional knowledge.
We rely on them to help us understand this history and to deter-
mine whether it influences our interpretation of those provisions.

Smith: Is there anything else you would like to share with us
today?

Maclvor: I appreciate this opportunity to tell you a little about
myself. I encourage members to reach out and introduce them-
selves to me and the other attorneys in the Insurance Branch.
We are interested in having a dialogue with the industry and
hearing about the industry’s priorities and issues. m

The content of this article is the opinion of the writer and does not nec-
essarily represent the position of the Internal Revenue Service.

Alexis Maclvor is the chief of the Insurance Branch in the IRS Office of
Chief Counsel and may be reached at Alexis.Maclvor@irscounsel.treas.
gov.

Mark S. Smith is a managing director in the Washington National Tax
Services of PricewaterhouseCoopers, LLP, and may be reached at
mark.s.smith@us.pwc.com.

END NOTES

 Twane Tives previously interviewed William J. Wilkins, IRS Chief Counsel, 1 Taxne Times,
Vol. 6, Issue 1 (February 2010); Helen Hubbard, Associate Chief Counsel (FI&P), 1 Taxine
Tives, Vol. 10, Issue 2 (May 2014);
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In the Beginning ...
A Column Devoted
to Tax Basics

How Are Nongualified
Annuities Taxed?

By John T. Adney

he federal income tax law includes within its ambit “all

income from whatever source derived,”! so it should be no

surprise that payments insurers make from annuity con-
tracts are subjected to it. What may be surprising, however, are
the myriad rules in the Internal Revenue Code that govern how
the federal government collects, and in some instances does not
collect, that tax. This column endeavors to outline those rules as
they apply to “nonqualified” annuity contracts issued by licensed
insurance companies. A nonqualified annuity is one issued apart
from an employer pension plan or individual retirement ac-
count (IRA) or other tax-qualified retirement arrangement. A
description of the rules bearing on “qualified” annuities as well
as arrangements known as “private annuities” (which do not in-
volve insurers) will not be covered here since discussing the tax
treatment of insurer-issued nonqualified annuities will involve
enough of a journey for the reader.

Before launching into a description of the way federal law taxes
(or refrains from taxing) the values of annuity contracts, it is nec-
essary to understand what is meant by the term “annuity.” The
concept of an annuity is quite old, dating back to the Babylonian
Empire of antiquity and possibly to the Chinese before then,
and generally connotes an arrangement whereby one party, in
return for a sum of money, agrees to make payments periodically
to another party throughout the latter’s life or for a specified
term of years. Building on that principle, the modern insurer-is-
sued annuity contract comes in a number of forms, most notably
the deferred annuity and the immediate annuity. The deferred
annuity, which may be purchased with a single consideration or
multiple premium payments, contains the promise of periodic
payments but defers for some time (and sometimes for quite a
long time) the beginning of the payment stream. When the pay-
ment stream commences, the contract is said to be “annuitized.”
On the other hand, the immediate annuity, as its name suggests,
is purchased with a single premium and begins making payments
within one month to one year after its purchase. In either case,
the periodic payments (aka annuity payments) may be made over
the life or lives of a named annuitant or joint annuitants, for a

3%

specified term of years (known as a term certain), or for life with
a minimum term or amount of payments.

Beyond these principal forms of annuities, many variations ex-
ist. For example, an annuity may be “fixed,” meaning its values
are guaranteed by the issuing insurer’s general account, or “vari-
able,” meaning that its values can fluctuate with the market value
of assets held in a separate account of the insurer. The modern
deferred annuity usually offers cash surrender values, often sub-
ject to a surrender charge in a contract’s early durations, and the
modern immediate annuity or the deferred annuity that has been
annuitized may or may not provide surrender or commuted val-
ues. Deferred annuities with cash values include the indexed an-
nuity, which promises a return based on a market-based index if
the contract continues to the end of a stated term, and the “mod-
ified” guaranteed annuity, which offers greater interest earnings
over a stated term subject to a market value adjustment if the
contract is surrendered before the term expires. On the other
hand, in recent times an older form of deferred annuity has again
become popular. Known as the deferred income annuity or lon-
gevity insurance, this form simply begins making payments at a
stated age of the annuitant and offers no surrender value other
than possibly a return of premium on premature death. A vari-
ant of this is sometimes called the contingent deferred annuity,
which coordinates its promised payments with the depletion of
a specified fund external to the contract. Somewhat similarly,
the variable deferred annuity may come with guaranteed mini-
mum withdrawal benefits (GMWBs), constituting a promise—
without initially annuitizing the contract—to permit continued
withdrawals for a specified term or over the life of the contract
owner even after the contract’s cash value has been reduced to
zero, so long as the withdrawals have not exceeded a stated max-
imum. There is also a so-called temporary life annuity, with pay-
ments being made over the shorter of a specified term and the
annuitant’s life.

Tax definition of “annuity.” The federal tax law endeavors to ad-
dress all of these annuity forms, subject to its own definition of
an annuity. The tax law’s definition of an annuity is found partly
in the Code, partly in the income tax regulations, and partly in
case law (i.e., decisions by the courts). The regulations under
section 72—the principal provision of the Code governing an-
nuity taxation—largely define an annuity contract by drawing
on insurance tradition. They provide that annuity contracts
subject to the section 72 rules “include” those considered to be
“annuity contracts in accordance with the customary practice of
life insurance companies.” Thus, the treatment of a contract as
an annuity under state law, which is the law governing insur-
er-issued annuities, would appear to be an important element in
the tax definition. Further, according to the courts, to constitute
an annuity contract under the tax law the contract must provide
for periodic payments that will liquidate the premiums and any



earnings on those premiums.’ This liquidation requirement, to-
gether with the reference to life insurers’ customary practice,
suggests that a deferred annuity contract should provide for a
stated date on which annuity payments are to begin at some rea-
sonable maximum age of the annuitant,* although there is little
guidance and some debate on this point. The Code does, how-
ever, place a specific limit on the lifespan of an annuity contract,
whether deferred or in payout mode, by requiring the liquida-
tion of the contract when its owner (technically, the contract’s
“holder”) or any one of multiple owners dies. Specifically, and
importantly if the contract is to be treated as an annuity for tax
purposes, section 72(s)’ requires the contract to provide by its
terms that:

* Ifany owner dies on or after the “annuity starting date,” which
is more or less when the payment stream begins, any remain-
ing payments will be made at least as rapidly as they had been
before death (i.e., the payments cannot be slowed down), and

¢ If any owner dies before then, the entire interest in the con-
tract will be distributed within five years of death.

The statute allows two exceptions. First, an individual who is
a designated death beneficiary may elect payments over his or
her life (or a period not exceeding life expectancy) if the first
payment is made within one year of death.® Second, if that ben-
eficiary is the deceased owner’s spouse, he or she may continue
the contract as the new owner, assuming the contract so permits.

So, can the section 72(s) limitations be avoided by having an
annuity held by a trust? After all, many deferred annuities are so
held. Congress thought of that, specifying in section 72(s) that
where an owner is not an individual, the statute’s rules apply
as if the “primary annuitant” were the owner, and if the annui-
tant is changed, the change is treated as the owner’s death.” Fine,
but what about simply gifting the annuity when the individual
owner is on his or her deathbed? Congress thought of that, too.
Pursuant to section 72(e)(4)(C), the complete gift of an annuity
generally is treated as a surrender, subject to the tax consequenc-
es described below unless the donee is the transferor’s spouse or
former spouse.

Inside buildup. The good news for the annuity contract owner, if
the contract meets the tax definition just described, is that any
increments in the contract’s cash surrender value generally are
not taxable until they are distributed. This is true even though
amounts of cash values allocated to or among investment options
under a variable or indexed annuity are reallocated among such
options. This treatment is often referred to as the “inside build-
up” tax deferral. There is no provision in the Code that expressly
provides this treatment, but the courts and the Internal Revenue
Service (IRS) have agreed that this treatment exists, based on
the structure of section 72 as well as the tax law’s doctrine of

constructive receipt. Congress has examined the treatment of
the inside buildup from time to time and has sustained it as an
important part of national retirement policy, although Congress
also has taken steps to limit it, such as by enactment of the sec-
tion 72(s) rules and also by denying this treatment to contracts
that benefit corporations and other non-individuals. The latter
restriction shows up in section 72(u), which taxes the income on
such contracts to their owners as ordinary income in the year
it arises, although a number of exceptions to this are available
under the statute, most notably for immediate annuities and for
a trust or other entity that owns the contract as an agent for a
natural person. Since many annuities are trust-owned, this ex-
ception has been the object of much attention by the IRS and tax
practitioners, who at times find its application less than crystal
clear.® Still another limitation exists on a contract owner’s abil-
ity to benefit from inside buildup tax deferral, applicable in the
case of a variable contract. In such a case, the separate account
investments funding the variable benefits must be “adequately
diversified” pursuant to regulations under section 817(h), and
the contract owner must not be viewed as controlling the un-
derlying investments—the so-called investor control doctrine.’

Taxing annuity benefits. As just noted, when an annuity contract
pays benefits, the payments become subject to federal income
tax, either in whole or in part. Determining the extent of the
taxation is the work of section 72, and what it requires depends
on the nature of the payment:

* Lump-sum surrenders and death benefits. If a contract is fully
surrendered for a lump-sum payment, the proceeds are tax-
able to the owner at ordinary income tax rates to the extent
they exceed the investment in the contract. Also, the lump-
sum payment of death benefits is taxed to the beneficiary in
the same way; there is no annuity death benefit exclusion
as there is for life insurance death benefits. In this context,
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the phrase “investment in the contract” (sometimes called
tax basis) means the premiums paid for the contract less any
amounts previously received under it that were excludable
from income. These rules appear in section 72(e).

Partial surrenders or withdrawals, including loans. The amount
of a partial surrender or withdrawal taken from an annuity
contract before annuity payments begin, which the Code
calls an “amount not received as an annuity,” is taxable un-
der section 72(e) at ordinary income tax rates to the extent
the contract’s cash value immediately before the withdrawal,
unreduced by any surrender charges, exceeds the investment
in the contract at that time (using the definition above). This
creates an income-first or “LIFO” rule, which sounds sim-
ple enough but is complicated by some uncertainty on what a
“cash value” is; the IRS and the Treasury Department are just
now considering issuing guidance on this, even though the
rule has been in the law for over three decades.' This rule ap-
plies to GMWaBs to the extent they cannot qualify as annuity
payments (see below). Also, if an amount is borrowed under
or against an annuity contract, the borrowing is treated as a
partial withdrawal, as is an assignment or pledge of the con-
tract. Further, to prevent avoidance of the income-first rule
through the purchase of a series of contracts, section 72(e)
(12) “aggregates” all annuity contracts issued by the same
insurer (or its affiliates) to the same owner during the same
calendar year, i.e., they are treated as a single contract in mea-
suring the income element of the withdrawal.!!

Annuity payments. The periodic payments made under an im-
mediate annuity, or under a deferred annuity that has been
annuitized, are referred to as “amounts received as an annu-
ity.” The treatment of these amounts under section 72(b) is
a beneficial one, in that the investment in the contract is al-
lowed to be recovered (untaxed) ratably with each payment, so
that each payment is partly includible in and partly excludable
from income. To qualify for this “exclusion ratio” treatment,
the payments must pass three tests: (1) they must be made on
or after the annuity starting date; (2) they must be made in
periodic installments at regular intervals for more than one
year; and (3) either the amount to be paid must be determin-
able when the payments begin or else the period over which
the payments will be made must be determinable then but the
amount of each payment may vary based on investment per-
formance or “similar fluctuating criteria.”’? Despite the term
“withdrawals” in their name, some GMWBs may qualify for
exclusion ratio treatment, depending on their structure.

Annuity payments may be fixed or variable; the last of the
three tests permits either (or a combination). In the case of
fixed annuity payments, the excludable portion—i.e., the un-
taxed investment recovery—generally is the amount of the
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payment multiplied by the exclusion ratio, which in turn is
computed as the investment in the contract on the annuity
starting date, adjusted for any refund feature, divided by the
expected return under the contract as of that date. See the
sidebar for an illustration of this calculation that appears in
the section 72 regulations. For variable annuity payments, this
is done a little differently: the excludable portion of a payment
equals the investment in the contract allocated to the variable
account, again adjusted for any refund feature, divided by the
number of payments expected. This results in a fixed exclud-
able amount for each payment.” In neither case, however, will
section 72(b) allow the taxpayer to recover more than the in-
vestment in the contract tax-free.*

The regulations under section 72 spell out the rules for these
calculations, including the three tests, in great detail.” How-
ever, the reader should be aware of the fact that the regu-
lations, mostly dating from 1956, have not been updated to
reflect many of the statutory changes made to section 72 in
the 1980s and even as recently as 2010. In 2010, an amend-
ment to section 72 clarified that a contract could be partially
annuitized. To enable this, section 72(a)(2) treats the portion
of the contract being annuitized as a separate contract, pro-
vides it with its own annuity starting date, and directs a pro
rata allocation of the investment in the contract between the
annuitized portion and the non-annuitized balance.

Penalty tax. Every silver lining has a cloud, and the one that
hovers over the beneficial treatment of the inside buildup of
annuities is the section 72(q) penalty tax. To encourage the
use of deferred annuities for retirement savings and discour-
age their potential use as short-term savings vehicles, Con-
gress imposed a penalty tax equal to 10 percent of the income
portion of annuity contract distributions that are considered
premature. The exceptions to this additional tax are therefore
important. Somewhat mirroring the rules for tax-qualified re-
tirement plans, the penalty tax is not imposed on distributions
when the taxpayer is over age 59-1/2 or disabled, payments
from immediate annuities (as specially defined for tax purpos-
es), death benefits, and substantially equal periodic payments
made for life or over life expectancy, among others.



Example: Exclusion ratio for fixed annuity payments.
Taxpayer A purchased an annuity contract providing
for payments of $100 per month for a consideration of
$12,650. Assuming that the expected return under this
contract is $16,000, the exclusion ratio to be used by A
is $12,650 = 16,000, or 79.1 percent (79.06 rounded to
the nearest tenth). If 12 such monthly payments are re-
ceived by A during his taxable year, the total amount that
A may exclude from gross income in such year is $949.20
($1,200 x 79.1 percent). The balance of $250.80 ($1,200
less $949.20) is the amount to be included in gross income.
If A instead received only five such payments during the
year, A should exclude $395.50 (500 x 79.1 percent) of

the total amounts received. !¢

® Net investment income tax. Distributions from annuity con-
tracts do not escape the “net investment income tax” imposed
by the 2010 health care legislation. The tax under section
1411 applies at a 3.8 percent rate on net investment income,
subject to certain threshold amounts. Fortunately, only the
portion of an annuity distribution that is taxable is considered
net investment income, meaning in turn that the inside build-
up is (again) not taxed unless and until amounts are distribut-
ed. The application of this tax to annuity contract payments
was discussed at length in prior Ti4xiNG TiMEs articles."”

Exchanges, full and partial. Another beneficial tax treatment ac-
corded to annuities, among other insurance instruments, is that
they may be exchanged tax-free for a new annuity contract or
for a qualified long-term care insurance contract under section
1035. This treatment has been construed to extend to the ex-
change of one annuity contract for two, an exchange that con-
solidated one annuity into another existing one, the exchange of
a fixed annuity for a variable one, and very importantly, the “par-
tial exchange” of a contract, whereby a portion of the contract
is transferred into a new or existing annuity. On the other hand,
the IRS takes the position that a section 1035 exchange must be
in-kind, not in cash, and any cash received in the course of the
exchange is taxable as “boot,” basically following an income-first
rule. The IRS has published guidance on the conditions under
which a partial exchange will be treated as tax-free. '*

Concluding thoughts. The author’s hope is that the reader of this
column will gain some insight into the federal income tax treat-
ment of nonqualified annuity contracts. The foregoing is far
from a comprehensive treatise on annuity taxation. It generalizes
many points and slides over some subtleties, and does not at all
touch the taxation of annuities by the states (a few even impose

a premium tax at annuitization). Annuity taxation is a complex
subject with a rich history, but on reaching this point the reader
will have made a start on the road to understanding it. l

John T. Adney is a partner with the Washington, D.C. law firm of Davis &
Harman LLP and may be reached at jtadney@davis-harman.com.

END NOTES

! I.R.C. § 61(a). Unless otherwise indicated, references to “section” are to sections of
the Internal Revenue Code of 1986, as amended (the Code).

2 Treas. Reg. § 1.72-2(a)(1). The regulations go on to say that section 72 can apply to
annuities not issued by insurers.

3 See Igleheartv. Comm’r, 10 T.C. 766 (1948), aff'd, 174 F.2d 605 (7th Cir. 1949).

# See Northern Trust Co. v. United States, 389 F.2d 731, 733 (7th Cir. 1968); GCM 38934
(July 9, 1982).

5 Applicable to contracts issued after Jan. 18, 1985.

© A discussion of a recent IRS private letter ruling discussing this rule appears in this
issue of Tane Tives. See Mark E. Griffin and Alison R. Peak, “IRS Applies Strict Reading
of Section 72(s),” page 45.

" The section 72(s) rules do not apply to contracts used in qualified retirement plans
or section 130 structured settlements. I.R.C. § 72(s)(5)(A)-(D).

8 Current taxation of the inside buildup also applies, under the Code’s “original issue
discount” rules, in the case of a deferred annuity contract issued by an insurer (oth-
er than a tax-exempt insurer) not subject to tax by the United States with respect
to the contract. Treas. Reg. § 1.1275-1(k). This rule typically affects foreign-issued
deferred annuities.

° This doctrine encompasses an expansive and somewhat slippery subject. If the
reader is so inclined, he or she may want to see the 92-page opinion of the U.S.
Tax Court in a case called Webber v. Commissioner, 144 T.C. No. 17 (2015), which
describes how not to arrange one’s affairs to reduce taxation. An article on Webber
also appears in this issue of Tame Ties. See Ann Cammack and Frederic J. Gelfon,
“Investor Control: Will You Know it When You See it?” page 36.

9 The income-first rule, enacted in 1982, does not apply to amounts allocable to in-
vestment before Aug. 14, 1982. See Revenue Ruling 85-159, 1985-2 C.B. 29.

1 Applicable to contracts issued on or after Oct. 21, 1988.
2 Treas. Reg. § 1.72-2(b)(2)-(3).
B See Treas. Reg. §§ 1.72-2(b)(3), 1.72-4(d)(3).

¥ A deduction is available under section 72(b) for any unrecovered investment in the
contract when payments cease (such as by the annuitant’s death).

1 See the regulations under section 72 for these details, examples of the calculations,
and the actuarial tables to be used. The regulations appear at Treas. Reg. § 1.72-1
through 18.

1 Per Treas. Reg. § 1.72-4(a)(2).

I John T. Adney and Alison R. Peak, “Proposed Guidance on the New Net Investment
Income Tax on ‘Annuities’,” Taxne Timves, May 2013, Vol. 9, No. 2; John T. Adney and Ali-
son R. Peak, “Tapping a New Revenue Source—Congress Expands the Medicare Tax

Base to Include Income from ‘Annuities’” Taune Tives, September 2010, Vol. 6, No. 3.

18 See Rev. Proc. 2011-38, 2011-30 IR.B. 66 (superseding and modifying Rev. Proc.
2008-24,2008-13 I.R.B. 684).
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Accountant/Tax Attorney
Dialogue on Internal
Revenue Code Deference
to NAIC: Part Ill: Insurance
Classification Tax Issues

By Peter H. Winslow (Moderator), John T. Adney, Sheryl Flum,*
Susan Hotine and Mark Smith

Note from the Editor:

Welcome again to our series of dialogues on the important and evolving top-
ic of the extent to which federal tax law defers to the National Association
of Insurance Commissioners (NAIC) in taxing life insurance companies
and products. In the prior two issues of TaxiNe TiMEs, our distinguished
panelists explored many aspects of tax reserves including their deductibil-
ity, dassification and computation,® as well as product tax considerations
relating to life insurance, annuities, long-term care insurance and accel-
erated death benefits.? In this Part I11, the panelists will address legal and
accounting questions relating to insurance classification and qualification
under U.S. federal income tax law: examining the various characteristics
required for a company to be treated as a life insurance company, for a
transaction to be treated as insurance, for a reinsurance arrangement to be
respected as such, and for a given insurance product to be placed in one of
the several categories of contracts defined in the tax law.

We bave made two adjustments to the series for the current edition:
First, since the questions in this segment are focused on legal and ac-
counting issues, our actuarial contributors have deferred to members of
those professions, and the panel for Part 111 does not include an actuary.
Second, due ro the breadth of the topic of deference, we will expand the
dialogue to a fourth installment, to appear in the next issue of TaxiNg
"TIMES, where we will wrap up our journey with an examination of
deference to NAIC annual statement accounting in areas such as pre-
miums, investment income, hedging and expenses.

1 am eager to welcome back our panel of bighly experienced tax professionals.
Peter Winslow of Scribner; Hall & Thompson, LLP developed the concept for
the dialogue and continues to serve skillfully as moderator: Peter is joined by
Mark Smith of PricewaterhouseCoopers, LLP and Sheryl Flum of KPMG
LLP (both of whom have previously headed the Internal Revenue Service
(IRS) Chief Counsel’s Insurance Branch), along with Susan Hotine of Scrib-
ner; Hall & Thompson, LLP and Jobn T. Adney of Davis & Harman, LLP
Susan, John and Peter were all active in the legislative process “in the begin-

ning "—during the enactment of the Tiwe Reform Act of 1984.

Enjoy the conversation!

Peter Winslow: This is the third installment of our extended
dialogue on the issue of federal tax law’s deference to insurance
regulation rules. We have covered in some depth the deference
issue as it relates to tax reserves and to policyholder tax issues.
This installment will cover what I will call insurance classifica-
tion issues, including the existential question—what is insurance?
"To what extent does guidance from the NAIC or state regulators
matter in answering this question?

In the context of life company taxation, our discussion will cover
issues such as whether the company will be taxed as an insurance
company, whether an insurance company will be classified as a
life or nonlife company, and, of course, captive issues. Whether a
transaction qualifies as reinsurance or something else also comes
within this broad “what is insurance?” inquiry.

As in the past, I want to begin the discussion with our “In the
Beginning” panelists, Susan Hotine and John Adney, who were
both instrumental in the development of the 1984 Act, which
forms the basis of current law. Susan, can you please describe
for us what Congress did in the 1984 Act on the basic issues of
classification of a company as an insurance company and/or a
life insurance company?

LIFE INSURANCE COMPANY QUALIFICATION

Susan Hotine: Prior to the 1984 Act, the term “insurance com-
pany” was defined in the regulations under section 801 of the
1954 Internal Revenue Code as meaning “a company whose pri-
mary and predominant business activity during the taxable year
is the issuing of insurance or annuity contracts or the reinsuring
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of risks underwritten by insurance companies.” The regulation
goes on to say that, although the company’s name, charter pow-
ers and regulation as an insurance company under state laws are
significant, it is the character of the business activity actually
done in the taxable year that determines whether the company
is taxable as an insurance company.

While an insurance company was defined under pre-1984 law in
the regulations, the definition of a life insurance company was
set forth in the Code. The 1984 Act retained the tax definition
of a life insurance company that had been in the Code under prior
law—*“an insurance company which is engaged in the business
of issuing life insurance and annuity contracts (either separately
or combined with accident and health insurance), or noncan-
cellable contracts of health and accident insurance, if (1) its life
insurance reserves’... , plus (2) unearned premiums, and unpaid
losses (whether or not ascertained), on noncancellable life, acci-
dent, or health policies not included in life insurance reserves,
comprise more than 50 percent of its total reserves.” But the
1984 Act went further and defined in the Code itself the term
“insurance company” for purposes of determining whether a
company is a life insurance company. That Code definition is
very much like the definition of an insurance company that is in
the regulations developed under prior law except that, instead of
looking to the primary and predominant business activity, it re-
quires that more than half of the company’s business during the
taxable year be the issuing of insurance and annuity contracts
or the reinsuring of risks underwritten by insurance companies.

Peter: Do these Code and regulation definitions give any ex-
plicit deference to the NAIC or state regulators in defining an
insurance company or life insurance company?

Susan: No. Looking at both prior law regulations and the cur-
rent Code, neither gives deference to the NAIC or state insur-
ance regulators for purposes of determining whether a company
is a life insurance company for tax purposes.® Like the definition
of an insurance company under the regulations developed un-
der prior law, the Code definition seems to present an activities
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test. The 1984 Act legislative history points out that whether
more than half the business activity is related to the issuing of
insurance and annuity contracts depends on the facts and cir-
cumstances, and that the relative distribution of the number of
employees assigned to, the amount of space allocated to, and
the net income derived from the various business activities are
all factors to be considered.” Again, there does not seem to be a
deference shown to the NAIC or state insurance regulators.

Peter: How about the pre-1984 Act case law in interpreting
these provisions? John, did the courts use the regulations’ defi-
nition of a life insurance company?

John Adney: Yes they did, Peter. By way of example, in decid-
ing whether credit life insurance companies should be taxed as
life insurers under part I of Subchapter L, the courts looked to
a construction of the Code and the Treasury regulations rath-
er than simply the companies’ status under state law. In United
States v. Consumer Life Insurance Co.,* the Supreme Court focused
on the reserves and risks assumed by the taxpayer as reinsurer
of credit life coverage. The Court conducted a detailed exam-
ination of the statutory rules and the regulations, leading it to
reject the IRS contention that “reserves follow the risk” and to
uphold the taxpayer’s treatment as a part I life insurance compa-
ny.’ Part I treatment also was upheld in the oft-cited decision in
Alinco Life Insurance Co. v. United States.'® In that case, the Court
of Claims cited the regulations chapter and verse to turn aside
a broad-based government attack on Alinco’s tax treatment, a
contention premised on the point that under pre-1959 Act law,
the insurer could operate largely tax-free. Yet another credit life
decision in the taxpayer’s favor was Central National Life Insur-
ance Co. v. United States."!

Another good example would be the decision of the Court of
Appeals for the Fifth Circuit in Group Life & Health Insurance
Co. v. U.S."? At issue there was whether the taxpayer (the Blue
Cross/Blue Shield company in Texas) could claim life insurance
reserve treatment for its guaranteed renewable health insurance
contracts, and thus be taxed under part I, even though it did not
maintain an “additional reserve” as the regulations required."
The taxpayer argued that because the Texas State Board of In-
surance did not require it to post the additional reserve, that
trumped the regulation, but the court sided with the regulation
and the taxpayer lost. As regards deference to state law, the Fifth
Circuit made this quotable observation: “While Congress has
occasionally enacted Federal tax provisions which depend on
underlying state definitions and thus result in varying treatment
between taxpayers of the several states, the life insurance com-
pany provisions of the Code evidence an intent that insurance
companies are taxed uniformly.” This prompted the court to
adhere closely to the text of the regulations defining noncancel-
lable and guaranteed renewable contracts.!*



Peter: What you are saying, I think, is that the courts (and the
IRS) looked to the Code and the Treasury regulations in deter-
mining life insurance company qualification, quite apart from a
company’s treatment under state regulation and even in contra-
vention of it. But don’t the Code’s rules contain an embedded

element of deference to state regulation where they depend to
some degree on statutory reserve classifications and accounting?

John: I believe they do. Much of Subchapter L, for both part I life
companies and part I nonlife companies, is premised on state law
rules and concepts generally and on the NAIC annual statement
treatment in particular. As used in the elements of the section 816
qualification fraction carried over from prior law, life insurance
reserves, with a few exceptions, must be “required by law,” and
“total reserves” include “all other reserves required by law.”"* The
law Congress referred to is state law, showing at least some degree
of deference to state law rules in the company tax definition. In
sum, one can view the deference to state law as “necessary but not
sufficient” to define what an insurance company or a life insur-
ance company is for federal income tax purposes.

On the other hand, perhaps a striking example of non-deference
to state law in the life insurance company definition is found in
section 816(f), a provision new in the 1984 law. According to that
rule, solely for purposes of determining whether an insurance
company is to be taxed under part I, reserves for contracts not
containing permanent guarantees with respect to life, accident, or
health contingencies are excluded from both the numerator and
the denominator of the qualification fraction. This was intended
to keep state-chartered life insurers subject to taxation under part
I despite their issuance of large amounts of pension business that
lacked permanent annuity purchase rate guarantees.

Peter: I love your characterization of the deference issue for life
insurance company classification for tax as “necessary but not
sufficient.” I agree. Sheryl, is that the way the IRS National Of-
fice has viewed the deference issue in this context?

Sheryl Flum: I would say “helpful but not sufficient.” The IRS
National Office has taken the position that state qualification
as an insurance company is but one factor to be considered in
determining if an entity is an insurance company (life or non-
life) for federal tax purposes, but is not necessarily the deciding
factor. Notwithstanding that a company is regulated as an in-
surance company under state laws and regulations, the IRS has
more than once asserted that such company is not an insurance
company for tax purposes.

In R.VI. Guaranty Co. Ltd. v. Commissioner;'® the government ar-
gued that the nonlife company taxpayer was not an insurance
company for tax purposes notwithstanding that its state of domi-
cile regulated it as an insurance company. In rejecting the gov-
ernment’s argument, the Tax Court emphasized the importance
of state insurance regulation in the determination of whether
the company should be considered an insurance company for
tax purposes. The court in R.VI. found that R.V.L’s policies were
insurance within the “commonly accepted” sense, satisfying one
prong of the common law test for “insurance,” because R.V.L’s
policies were treated as insurance for nontax purposes and R.V.I.
was organized, operated and regulated as an insurance company.
Since the opinion is recent, and the IRS has not publicly re-
sponded since the opinion was issued, it is unclear whether this
decision will impact the IRS’ view.

On the “necessary” point, I don’t think the IRS views state
characterization as an insurance company as a requirement for
federal qualification if the activities of the company otherwise
meet the “insurance company” tests. For example, some obligor
companies that are not insurance companies for state regulatory
purposes may qualify as insurance companies for federal income
tax purposes.

Peter: So, for insurance company status for tax purposes, the
IRS National Office’s position is that state regulation as an in-
surance company is helpful, but, depending on the circumstanc-
es, neither necessary nor sufficient. But, my guess is that the
not-necessary conclusion generally applies to companies issuing
property/casualty-type products, like warranty insurers. I cannot
think off the top of my head of any instance where the IRS has
said that a company qualifies as an insurance company where it
issues life insurance—type products, but is not regulated as an
insurance company. On the other hand, there are many instances
where the IRS has ruled that a company regulated as a life insur-
ance company does not qualify as an insurance company for tax
purposes either because it is dormant or because its investment
or non-insurance activity is disproportionate to its insurance ac-
tivity—the not-sufficient part of the IRS’ position.

Mark Smith: I think we’re all saying the same thing, but want
to be sure. First we analyze whether a company is an insurance
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company. For this purpose, state regulation is “helpful but not
sufficient.” Second, if the company is an insurance company, we
analyze whether or not it is a life insurance company. For this
purpose, state regulation is “necessary but not sufficient,” at least
as a practical matter. This is because an insurance company is
a life insurance company if more than half its reserves are life
insurance reserves, and there are at least indirect requirements
that can only be met by a company that is regulated as an insurer.
For example, a company qualifies as a life insurance company
only if more than half its reserves are life insurance reserves. And
as John points out, only reserves “required by law” are life insur-
ance reserves. One might think of this as an indirect deference to
state law as to life insurance company characterization, but not
as to insurance company characterization more generally.

In Part IT of our dialogue we talked about limited situations in
which the IRS has treated non-state regulated life insurance
contracts as life insurance contracts.” Might there be circum-
stances where the issuer of such contracts is eligible for taxation
as an insurance company, but not as a life insurance company,
under this framework? The question is rhetorical and reserved
for another day or a real-life fact pattern.

It’s hard to talk about deference in this context without asking
whether the rules we’ve described make sense. There is a classic
tension between certainty, on the one hand, and other principles,
such as horizontal equity and clear reflection of income, on the
other. Here, a rule that automatically follows a company’s state
law characterization would provide certainty, but not necessarily
the best answer in all cases. A company chartered and regulated
as an insurance company might not conduct its business as an
insurance company. Or vice versa—a company that is not char-
tered and regulated as an insurance company might nevertheless
issue products that are so similar to insurance or life insurance
contracts that the best answer would be to use the same account-
ing methods as issuers of insurance or life insurance contracts.

The IRS’ practice of treating some corporate taxpayers as nonlife
insurance companies even if they are not regulated as insurance
companies seems correct, even obvious, in situations such as the
extended warranty situations that Sheryl mentioned. And in any
event, the IRS is understandably reluctant to cede authority to a
nontax regulator to make what are basically tax determinations.
As to life insurance company status, however, practical consid-
erations weigh in favor of the indirect deference that generally
prevents a nonregulated company from being taxed as a life in-
surer. For example, it may be difficult to apply section 807(d) to
reserves of a company that is not otherwise subject to CRVM or
CARVM, or that otherwise does not file an annual statement or
have even a starting point for applying the statutory reserve cap.

All this could get quite messy in practice. Fortunately, the issue
doesn’t come up all that often for most of us.

D

John: Peter, let me interject a comment. In saying “necessary
but not sufficient,” I was thinking of the introductory regulation
under the 1959 law, which defined the term “insurance compa-
ny.” (I was raised on the 1959 law.) That regulation intones that
“though its name, charter powers, and subjection to State insur-
ance laws are significant in determining the business which a
company is authorized and intends to carry on, it is the character
of the business actually done” that determines it tax treatment.'s
So, I will agree with you, Sheryl and Mark, by changing my an-
swer to say “significant but not sufficient.” And as Susan men-
tioned earlier, in 1984 Congress altered the standard articulated
at the beginning of that regulation, so that instead of looking
to the primary and predominant business activity of a company
to determine its status as an insurance company (or not), the
law now requires that more than half of the company’s business
during the taxable year consist of issuing or reinsuring insurance
and annuity contracts.

WHAT IS INSURANCE?

Peter: So far, our discussion has focused on the company’s tax
status as, first, an insurance company, and then a life insurance
company. I want to now touch on the more fundamental question,
“what is insurance?” to see what role deference plays in answer-
ing that question. Several things occur to me when thinking
about this issue from a state insurance regulatory standpoint.
First, there is a body of law dealing with the McCarran-Fer-
guson Act and the scope of the “business of insurance” subject
to state regulation. Also, related to this is the case law dealing
with claim priority statutes that apply when an insolvent insur-
er is liquidated. Those claim priority statutes give preference to
the claims of policyholders over other general creditors, so it
matters who is considered an insurance policyholder. There are
not many situations where this case law dealing with these in-
surance regulatory issues has had much influence on tax cases.
But, recently, the Tax Court in the R.}I. case did cite the McCa-
rran-Ferguson Act. On the other hand, I know that a significant
factor in deciding whether a captive qualifies as an insurance
company is whether the risk covered is insurance as that term is
commonly understood. Mark, can you help sort this out?

Mark: Well, that’s a good question and one worth developing.
Rather than defer to the statutory accounting characterization
as insurance, the tax law definition of insurance is generally
thought to require that three elements be satisfied: (1) the risk
involved must be an insurance risk; (2) the risk must be shifted
to the insurer and distributed along the lines of the law of large
numbers; and (3) the arrangement must constitute insurance in
the commonly accepted sense, or some variation of that phrase."
Statutory accounting has a role to play separately in each ele-
ment of this tax definition, even though there is no deference as
to the bottom-line characterization.



As for the first and third elements—presence of an insurance
risk, and insurance in the commonly accepted sense—the case
that Sheryl and you mentioned, R.VI. Guaranty Co. Ltd., is a per-
fect example of a court giving careful consideration to a regula-
tor’s treatment of an arrangement to decide whether the risks are
insurance risks, and whether the arrangement can be considered
insurance in the commonly accepted sense. Of course, the in-
terests of a regulator are sometimes different from the interests
of the IRS in this regard. A regulator’s incentive may sometimes
favor insurance characterization in order to retain jurisdiction to
regulate, whereas the IRS’ incentive may sometimes be to dis-
qualify an arrangement from the accounting that is afforded in-
surance under Subchapter L. Still, it’s hard to imagine any court,
or the IRS for that matter, disregarding the regulatory treatment
of an arrangement as insurance when deciding whether the risks
are insurance risks, or the arrangement is insurance in the com-
monly accepted sense.

Peter: What about the second element of the definition—risk
shifting and risk distribution?

Mark: That is more interesting. It would be easy to label a regu-
latory conclusion that there is risk shifting the way we earlier labeled
other issues, that is, “helpful but not sufficient” or “necessary
but not sufficient” for tax purposes. Risk shifting in particular

is different, and these labels would not do the issue justice. Let’s
unbundle that.

One reason why an arrangement might not involve risk shift-
ing is based on the rights and responsibilities under a purported
insurance contract itself. The risks at issue under the contract
might themselves be remote, such as the proverbial hurricane
insurance in Kansas, or kidnapping insurance in North Dako-
ta. Or, the risks at issue might be so certain to happen that in
substance there is no uncertainty at all, but rather, in substance,
a financing. Or, the attachment points and policy limits might
be set in a way that the expected cash flows are all but certain.
With the important assistance of the actuarial profession, statu-
tory accounting is well-equipped to analyze whether there is risk
shifting based on the insured risks and the terms of a particular
contract. Tax might or might not follow, depending on the IRS’
view of the substance of the arrangement and the application of
general tax principles in a particular case.

Another factor that might prevent risk shifting for tax purposes
might be the relationship between the parties. Despite the rule
of Moline Properties,”® which gives effect to the separate existence
of a corporation, the IRS’ long-held view was that an arrange-
ment between corporate members of the same “economic family”
could not qualify as insurance.?! The IRS wisely abandoned that
theory after the loss of several important court cases,” but still ap-
plies a so-called “balance sheet test” to disqualify direct insurance
arrangements between a parent and its wholly owned insurance

company if there is insufficient unrelated business. The theory
underlying this test is that the payment of a parent’s claim by a
wholly owned insurer reduces the value of the insurer on the par-
ent’s balance sheet, such that there is no shifting of risk from the
parent to the subsidiary. This is not to say that the relationship of
the parties is wholly irrelevant for statutory accounting purposes.
In the case of retroactive insurance, for example, the accounting
treatment may sometimes depend on whether the ceding compa-
ny and assuming company are related or unrelated.” But, for tax,
this factor has in the past taken on special importance.

Yet another reason why an arrangement might flunk risk trans-
fer may involve the capitalization of the company, or the re-
sponsibilities of other parties with regard to the same risks. For
example, the IRS sometimes analyzes whether risk has shifted
according to the insurer’s wherewithal to satisfy claims, or ac-
cording to the existence of side arrangements and guarantees.
There is not necessarily a direct correspondence between the
IRS’ approach and the rules that might apply for statutory ac-
counting purposes. Based on the Malone & Hyde case** the IRS
has historically attached more importance to the existence of a
guaranty, for example, than has statutory accounting.

Sheryl: Another factor the IRS has traditionally considered in
determining whether there is risk shifting and distribution is
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identifying the person (or entity) that has the economic risk of
loss. In its published guidance, the IRS has rejected risk distri-
bution when a large number of units are covered if all of the
units have the same owner. Under this theory, if a company
issued a policy to the owner of a fleet of vehicles, and that was
the only policy issued by the company, a state may regulate the
company as an insurance company, but the IRS would not deem
that company to be an insurance company for federal tax pur-
poses. It should be noted that the Tax Court, in Securitas and
Rent-A-Center, rejected the IRS’ position. However, the IRS has
not officially rejected this theory. Also, this risk of economic loss
theory is difficult to apply in a life insurance arrangement.

Peter: How do your observations on the IRS’ risk shifting anal-
ysis relate to the risk distribution requirement of the test?

Mark: Sometimes, the risk shifting issue may be conflated by
the IRS with the issue of risk distribution for an arrangement
to qualify as insurance. TaxiNG Tives readers are likely more
familiar than anyone with the operation of the “law of large
numbers,” which at its core explains the requirement of risk dis-
tribution. I’ve been told that an actuary would look at a large
pool of similar but statistically independent risks and conclude
quite easily whether the law of large numbers applies, without
even asking which risks belong to whom. The IRS, in contrast,
has historically been quite conservative in this area. This is be-
cause for tax purposes, tax-deductible reserves are a departure
from the all-events test and economic performance requirement
that ordinarily apply to a single accrual basis taxpayer. There are
certainly limits to deference on risk distribution under current
guidance,”® but litigation losses by the IRS could cause both the
government and companies to rethink this area.

IS 1T REINSURANCE?

Peter: Sometimes it is unclear, at least to me, on a related “what
is insurance?” issue: What role does NAIC accounting play on

D

the question of what qualifies as reinsurance for tax purposes?
For example, if a transaction has transferred enough insurance
risk to be treated as reinsurance under SSAP No. 61R, does that
mean it will qualify as reinsurance for tax purposes?

Mark: That’s a good question. Nothing is automatic. The IRS
would rightfully give close scrutiny to a reinsurance arrange-
ment that does not qualify as such under SSAP No. 61R but is
treated as reinsurance for federal income tax purposes. In 2005,
the IRS requested comments on “finite risk transactions,”*’ part-
ly in response to press reports about reinsurance arrangements
that transferred a limited amount of risk and were accounted
for as reinsurance by one party and as a financing by the oth-
er. No guidance resulted from that request for comments. At a
minimum, it illustrates that the IRS is aware of the issues that
may come up in close cases. One would ordinarily expect qual-
ification as reinsurance under SSAP No. 61R to be a prerequi-
site—"necessary but not sufficient”—to reinsurance character-
ization for tax purposes, but even that might not always be the
case. For example, if two parties to a transaction account for a
transaction inconsistently, one would expect the IRS to assert
that it could depart from annual statement accounting on at least
one side of the transaction to correct the inconsistency or to tax
the arrangement according to its substance.

Reinsurance is analyzed similarly to direct insurance for many
purposes in Subchapter L, and as with direct insurance, it is
important that reinsurance entail sufficient risk shifting to be
accounted for as such under Subchapter L. I would point out
an important distinction, though. A few minutes ago we were
talking about risk shifting in the context of direct insurance and
unbundling some of the reasons why there might not be risk
shifting in a particular case. One category of issues—the rela-
tionships of the parties—is significantly less important to rein-
surance characterization for one important reason. The IRS and
courts have both made clear that for reinsurance, the analysis of
risk shifting and risk distribution looks through to the underly-
ing policyholders.*! This is a factor that can cut either favorably
for insurance (there are few or no issues as to arrangements be-
tween a parent and subsidiary) or unfavorably (in the captive
insurance context, a direct policyholder cannot route its risks
through a fronting company in order to avoid disqualification as
direct insurance). These distinctions have their roots in tax and
may or may not even be relevant to statutory accounting in some
cases. Hence, the caution that nothing is automatic.

DEFERRED ACQUISITION COST (DAC)
CLASSIFICATION OF THE CONTRACT

Peter: Sometimes classification of the type of insurance cover-
age can make a difference in company taxation. For example,
whether an accident and health insurance contract qualifies as
guaranteed renewable or cancellable can make a difference on
which tax reserve rules apply and on whether the contract is sub-



ject to being “DACed.” John, does the tax law defer to NAIC
definitions to classify the type of insurance for purposes of life
insurance company tax?

John: There is a deference of sorts to the state law definitions
of these terms, in that the tax law contains its own definitions
of “noncancellable” and “guaranteed renewable,” but these are
modeled on the state law concepts. The regulations under for-
mer section 801, in addressing the terms used in the life insur-
ance company qualification ratio now contained in section 816,
define a noncancellable contract as one “which the insurance
company is under an obligation to renew or continue at a speci-
fied premium and with respect to which a reserve in addition to
the unearned premiums ... must be carried to cover that obliga-
tion.”*? Thus, the contract must be renewable by the policyhold-
er at a stated premium—the regulation says renewable at least to
age 60—and there must be an additional reserve related to the
renewal obligation.’* A guaranteed renewable contractis defined
similarly in the regulations, except that the renewal premiums
may be adjusted “by classes in accordance with [the insurer’s]
experience under the type of policy involved.”** Hence, to be
considered guaranteed renewable under the tax law, an addition-
al reserve must be maintained in respect of the obligation to
renew, a reserve which together with the unearned premiums is
often called the active lives reserve. The need for this addition-
al reserve was the very issue in the Group Life & Health case 1
discussed earlier. Recall that in that case, the insurer’ state reg-
ulator did not require the additional reserve, but the court fol-
lowed the former section 801 regulations and said the additional
reserve must be held in order for the contract to be considered
guaranteed renewable, to allow the insurer to claim life insur-
ance reserve treatment for its health insurance contracts.

Peter: So, to see whether we have a guaranteed renewable con-
tract, we first start with a test similar to the NAIC definition,
but then add another requirement that there be an additional
reserve to reflect a risk beyond the current contract year. I be-
lieve the IRS also issued a ruling some time ago that says that, if
the insurer retains the right to cancel all coverage in a state, the
contract is not guaranteed renewable.’® This seems a departure
from the regulatory definition of guaranteed renewable, and
may not be right.

John: This classification issue may have a big tax impact. To-
day, the qualification of a contract as guaranteed renewable is
significant not only for reserve classification (which can affect
life insurance company status) and for application of the section
848 DAC tax, but also in the case of a long-term care insurance
contract. The ability of such a contract to be “qualified” under
section 7702B depends in part on whether it is guaranteed re-
newable. So, the regulations’ definitions of noncancellable and
guaranteed renewable remain important. That said, those defi-

nitions appear to be close to the related state law concepts, with
the exception that state law varies from the regulations’ notion
that contract renewability can cease at age 60, and the possible
exception you mentioned, Peter.

Peter: I think that winds up this segment of our dialogue. As
with our first two dialogues dealing with tax reserves and policy-
holder taxation, the degree of deference to the NAIC and state
regulation on the insurance classification tax issues seemed to be
a mixed bag. It depends on the Code section we are interpreting
and on whether it is the IRS or the courts talking.

"The next, and final, installment of our dialogue will be a catch-all
discussion that will cover the deference question as it relates to
NAIC annual statement accounting. Until then, on behalf of our
TaxiNG Times readers, I want to once again thank our panelists for
their participation in this interesting dialogue.

Note: The views expressed herein are those of the authors and do not
neccesarily reflect the views of their current or former employers.
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Options for Inclusion
of Stochastic Reserves
in Federally Prescribed
Reserves

By Peter H. Winslow

vided “interim” guidance on the treatment of tax reserves for

variable annuity contracts computed under Actuarial Guide-
line (AG) 43.? The Notice announced the IRS National Office’s
interim conclusion that only the Standard Scenario Amount
portion of AG 43 reserves, and not the Conditional Tail Expec-
tation Amount (CTE Amount), should be included in federal-
ly prescribed reserves under L.R.C. § 807(d). No rationale for
this conclusion was offered. The Notice did not say whether the
CTE Amount should be included in “statutory reserves” as de-
fined in LR.C. § 807(d)(6) for purposes of capping a contract’s
deductible federally prescribed reserves by the amount of statu-
tory reserves allocable to the contract. Instead, the reserve cap-
ping issue, left unresolved by the Notice, was added to the IRS’
Priority Guidance Plan where it has remained an open project
for several years. Recently the scope of the uncompleted project
was updated and revised in the 2015-2016 Priority Guidance
Plan to refer more generally to the tax treatment of stochastic
reserves (including VM-20 principle-based reserves (PBR) for
life insurance and possibly VM-22 for fixed annuities) and to
other tax reserve matters related to stochastic reserves, and not
just the statutory reserves cap. This expansion of the issues be-
ing considered by the IRS for guidance is beneficial for several
reasons. Guidance will be needed on PBR issues when, and if,
VM-20 for life insurance policies becomes effective—common-
ly expected to be for 2017. More importantly, the interim con-
clusion of Notice 2010-29 that the CTE Amount cannot qualify
as federally prescribed reserves needs to be further examined,
especially in light of recent court decisions that call into ques-
tion the Notice’s interim guidance to the extent it departs from
National Association of Insurance Commissioners (NAIC) re-
serve requirements.’

I n Notice 2010-29,' the Internal Revenue Service (IRS) pro-

This article presents legal analysis of the issues relating to
whether the CTE Amount in AG 43 and the stochastic compo-
nent of PBR under VM-20 are included in federally prescribed
reserves and concludes that, in this author’s opinion, they are.
The article also presents options for giving effect to the tax ad-
justments required by L.R.C. § 807(d) to the extent they are rel-
evant to stochastic reserves.

BASIC TAX RESERVE RULES

The computation of life insurance reserves under L.R.C. §
807(d) involves a three-step approach. First, an actuarial re-
serve—the federally prescribed reserve—is computed on a con-
tract-by-contract basis. Then, this reserve is compared to the net
surrender value of the contract. The larger amount is the tax re-
serve, except, under the final step, the deductible tax reserve for
a contract is capped at the amount of statutory reserves. “Statu-
tory reserves” for this purpose generally refers to the aggregate
amount of reserves with respect to the contract that are set forth
in the company’s annual statement.*

The computation of the federally prescribed reserve begins with
the company’s statutory reserve and modifies that reserve to
take into account three requirements of I.R.C. § 807(d): (1) the
tax reserve method applicable to the contract; (2) the prevailing
state assumed interest rate or the applicable federal interest rate
(AFIR), whichever is larger; and (3) the prevailing commission-
ers’ standard tables for mortality or morbidity. Other related
Internal Revenue Code (“Code”) sections require further ad-
justments, eliminating from the federally prescribed reserve any
portions attributable to net deferred and uncollected premiums,
excess interest guaranteed beyond the end of the taxable year,
and deficiency reserves. Except for these prescribed adjustments
and several other miscellaneous adjustments applicable to spe-
cific types of contracts, the methods and assumptions employed
in computing tax reserves should be consistent with those used
in computing the company’s statutory reserves.’

STOCHASTIC RESERVES IN THE
TAX RESERVE METHOD®

Section 807(d)(3) defines the applicable tax reserve method for
the federally prescribed reserve of a life insurance or annuity
contract to be the Commissioners’ Reserve Valuation Method
(CRVM) or the Commissioners’ Annuity Reserve Valuation
Method (CARVM), respectively, as prescribed by the NAIC
in effect on the date of the issuance of the contract. Therefore,
by its terms, the literal language of I.R.C. § 807(d) requires the
federally prescribed reserve to include the CTE Amount of AG
43 and the stochastic component of PBR under VM-20. The
background section of AG 43 makes clear that the entire reserve
is the NAIC’s interpretation of CARVM as described in the
Standard Valuation Law (SVL). Similarly, Section 1 of VM-20
states that the entire PBR, including the stochastic component,
is the NAIC-prescribed CRVM. Even if it could be argued that
AG 43 and VM-20 are not CARVM and CRVM, respectively,
it does not matter; the tax reserve method would be the same.
That is because if a contract is not covered by CARVM or
CRVM, LR.C. § 807(d) nevertheless provides that the method
prescribed by the NAIC for that type of contract at the date of
issuance must be used. Thus, according to the statute, AG 43
in its entirety became, and PBR in its entirety will become, the
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applicable NAIC-prescribed methods for tax purposes for con-
tracts issued after the NAIC adoption date (note that AG 43 was
applied for statutory reserves retroactively to all contracts issued
on or after 1981).

If the statute is so clear that the stochastic reserve component
of AG 43 is included in CARVM as prescribed by the NAIC,
how did the IRS reach a contrary tentative conclusion in No-
tice 2010-29 that the federally prescribed reserve is limited to
the Standard Scenario Amount? The IRS has long held the view
that absolute deference to NAIC accounting and reserves re-
quirements is not how the tax law should be interpreted. From
the IRS’ perspective, the NAIC has a different goal in setting
reserve standards from Congress in enacting tax statutes. The
NAIC is concerned with solvency whereas the federal tax regime
attempts to provide a set of rules to provide a measure of annual
income that should be taxed. As a result, in litigation and rulings,
the IRS has asserted that it is entitled to place an interpretative
gloss on the provisions of Subchapter L of the Code applicable
to insurance companies and depart from deference to the NAIC
where such deference would be inconsistent with Congress’ per-
ceived goals. As the IRS stated in Notice 2008-18,” in which it
expressed concern with allowing tax deductions for stochastic
reserves:

Notwithstanding the deference accorded statutory ac-
counting under Subchapter L, the Treasury Depart-
ment and IRS do not anticipate changes to existing
guidance that requires that tax principles override stat-
utory accounting principles in appropriate cases.

In light of recent court decisions, this position of the IRS prob-
ably should be reconsidered. Perhaps the most basic rule of
statutory construction is that the plain language of the statute
must be followed; if the statute is clear, courts should not ex-
amine legislative history in an attempt to discern congressional
intent.® In order to go beyond the statutory language, it is first
necessary for the court to find that there is an ambiguity in the
statute. This fundamental principle was recently reconfirmed by
the Supreme Court in a case upholding the tax provisions of the
Affordable Care Act, although the justices could not agree on
whether that statute, in fact, is ambiguous.” For the tax reserve
method, the plain language of the statute is clear—deference
to the NAIC-prescribed method is required. This conclusion
is supported by three recent cases. In American Financial,'® the
Sixth Circuit stated definitively:

The point is that, when it comes to the federal-tax consequenc-
es of increasing or decreasing their annuity reserves, insur-
ance companies must follow the reserve-valuation method (the
CARVM) “prescribed” by the National Association in effect on

the date the company issued the annuities.
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In that case, in order to resort to legislative history in a case
involving an interpretation of AG 33, the IRS argued that the
meaning of the word “prescribed” to ascertain the NAIC-pre-
scribed tax reserve method is ambiguous. The court disagreed,
but went further to point out that even if this “glimmer of am-
biguity” permits review of the legislative history, it does not
supersede the statute. In other words, the court found that the
statute’s deference to the NAIC in the tax return method is
much clearer and more definitive than the general principles of
perceived congressional intent that could be gleaned from the
legislative history.

This same deference to the NAIC has been followed in two
other cases in analogous circumstances dealing with reserves for
property/casualty insurance companies." Like the provisions
applicable to reserves for life insurance and annuity contracts,
the comparable provisions of Subchapter L for nonlife claim re-
serves defer to NAIC annual statement accounting.'? In Stare
Farm, the Seventh Circuit held that estimates of compensatory
extracontractual obligations are required to be included in de-
ductible loss reserves because NAIC accounting requires that
treatment. The court rejected the IRS’ attempt to depart from
NAIC reserve accounting merely because extracontractual
obligations may not be unpaid losses “on” an insurance contract.
Similarly, the Tax Court in the Acuity case involving the
reasonableness of a taxpayer’s loss reserve estimates, cited the
State Farm case and quoted the case of Sears, Roebuck,” recon-
firming that deference to state regulators’ reserve requirements
“are not some intrusion on federal tax policy; using their annual
statement is federal tax law.”

Even if it were to be assumed that there is some “glimmer of
ambiguity” in LR.C. § 807(d) as to what the NAIC-prescribed
method actually is, it is unlikely that a court would limit the
federally prescribed reserve to AG 43’ or PBR’s net premi-
um portion of the reserve—which, standing alone, is not the
NAIC-prescribed method. Certainly, Notice 2010-29 is not entitled



to deference simply because the IRS has stated its position pub-
licly. For a court to grant this type of “Skidmore”'* deference to
an IRS publication of its position, the IRS must provide persua-
sive reasoned analysis for its conclusion.” This required reason-
ing is lacking in Notice 2010-29.

A court would need to rely on some clear congressional intent
revealed in the legislative history to arrive at this result. It has
been suggested that the following quote from the legislative his-
tory supports the exclusion of stochastic reserves from federally
prescribed reserves.

The prescribed rules for computing tax reserves are
intended, generally, to allow companies to recognize
at least the minimum reserve that most States would
require them to set aside, but no more unless the net
surrender value is greater. To avoid State-by-State
variations, the rules prescribed in the bill are based on
the general guidelines recommended by the National
Association of Insurance Commissioners (NAIC) and
adopted by a majority of the States.'

The inference apparently gleaned from this quote, coupled with
the statutory provisions designed to require adjustments to net
premium reserves, is that stochastic reserves are not allowable
because they permit too much discretion to companies to in-
crease reserves above the “minimum reserve that most States
would require,” and that company-specific assumptions, such as
lapse rates, are inconsistent with a perceived congressional in-
tent to avoid reserve variations so that companies do not receive
varying tax reserve deductions for similar products.

This argument is reading too much into the legislative history,
and a court would be reluctant to rely on this committee re-
port statement to override the plain language of the statute. The
quote from the legislative history says that Congress intended
to avoid state-by-state variations in minimum tax reserve stan-
dards; it does not say that the law requires company-by-compa-
ny conformity in tax reserve amounts. Moreover, there are sev-
eral instances in the statute and legislative history that actually
do permit company-specific assumptions to govern,'” as well as
other statements in the legislative history that reinforce the re-
quired deference to the NAIC-prescribed tax reserve method.'

Another rationale sometimes offered in support of this conclu-
sion is hinted at in Notice 2008-18. The possible rationale is
based on a rule of statutory construction that the IRS sometimes
has referred to as the “Cambridge Doctrine” because it is de-
rived from an early Supreme Court case that incorporates that
name.?’ Under this rule of statutory construction of tax statutes,
Congress is presumed to have used a term of art according to its
legal significance at the time the tax statute was enacted. In the
case of tax reserves for annuity contracts, the argument goes,

Congress must have intended that only reserves computed using
a deterministic net premium reserve methodology would qualify
as NAIC-prescribed tax reserves because that was the under-
standing of the meaning of CARVM under the SVLs definition
in 1984 when L.R.C. § 807 was enacted. Further support for this
interpretation of the statute is that the other adjustments to stat-
utory reserves required by L.R.C. § 807 (e.g., mortality, interest,
deficiency reserves) contemplate a 1984-era deterministic net
premium reserve methodology.

There are significant problems with application of the Cam-
bridge Doctrine to tax reserves, but the most important prob-
lem is the plain language of LR.C. § 807(d) itself. The statutory
construction principle referred to by the IRS as the Cambridge
Doctrine potentially could have application here if the statute
merely had required use of CRVM or CARVM without more,
but that is not what the statute says. Rather, L.R.C. § 807(d) ex-
plicitly defers to the method prescribed by the NAIC. Congress
understood that the NAIC could adopt new reserving method-
ologies and specifically referred to this possibility in the legisla-
tive history.”! 'To resolve what happens if the NAIC adopts a new
reserve method, the statute requires use of the NAIC-prescribed
method in effect at the time a contract is issued. Thus, I.LR.C.
§ 807(d) mandates deference to the NAIC even if the NAIC
changes its prescribed reserve method for a particular class of
contracts. Moreover, I.R.C. § 807(d)(3) requires taxpayers to use
the NAIC-prescribed method even if the NAIC specifies some-
thing other than CRVM or CARVM. Simply put, the Cambridge
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Doctrine is of little help in interpreting I.R.C. § 807(d) and de-
termining the proper tax reserve method required to be used.

Although the Cambridge Doctrine should not apply here, an-
other rule of statutory construction probably does. That rule
is that all parts of a statute, if possible, should be given effect;
courts avoid statutory interpretations that would render a provi-
sion superfluous.?? On the one hand, this rule of statutory con-
struction provides further support for the conclusion that the
NAIC-prescribed method must be used. Otherwise, the require-
ment in L.R.C. § 807(d) to use the NAIC-prescribed method
is ignored. On the other hand, by applying this statutory con-
struction principle, the conclusion of Notice 2010-29 possibly
could be defended by saying that the IRS is deferring to the
NAIC-prescribed AG 43, but only to the extent of the net pre-
mium reserve portion (the Standard Scenario Amount) in order
to give meaningful effect to the other required tax reserve ad-
justments that contemplate a deterministic net premium reserve
calculation. The problem with relying on this rationale is that
the Standard Scenario Amount, standing alone, simply is not the
method prescribed by the NAIC in the SVL; in many situations
the Standard Scenario Amount is not an adequate reserve and
does not satisfy any reasonable interpretation of the SVL defi-
nition of CARVM, which is the tax reserve method required by
LR.C. § 807.

GIVING EFFECT TO THE REQUIRED
|.R.C. §807(d) ADJUSTMENTS

As indicated above, the computation of federally prescribed
reserves starts with statutory reserves and makes certain ad-
justments for the tax reserve method, interest and mortality or
morbidity. The principle of statutory construction that disfavors
interpretations that render statutory provisions to be superflu-
ous would seem to suggest that some operative effect should be
given to these tax reserve adjustments even in the context of an
NAIC-prescribed method that includes a stochastic component,
at least to the extent they are relevant and appropriate in im-
plementing the method. But, this principle only applies to the
required tax reserve adjustments. Because the Code does not
address other assumptions, such as those related to policyholder
behavior and prudent estimates, no adjustments to statutory re-
serves should be made for these assumptions in computing fed-
erally prescribed reserves.”

The difficult interpretative issues that need to be addressed in-
volve implementation of the requirements to “use” the discount
rates and mortality tables prescribed by LR.C. § 807(d). As ex-
plained below, it is questionable whether the IL.R.C. § 807(d) ad-
justment for the discount rate is required to be made for stochas-
tic reserves computed in a manner similar to the CTE Amount
or PBR. But, if it is determined an adjustment is required, there
are several ways this could be accomplished, some of which were
offered as possibilities, without elaboration, in Notice 2008-
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18. The inclusion of this issue in the IRS’ 2015-2016 Priority
Guidance Plan provides an excellent opportunity for the IRS
to work with insurance industry representatives and the actuar-
ial profession to develop an approach that is administrable and
integrates the L.R.C. § 807(d) tax reserve adjustments into the
NAIC-prescribed method in a reasonable manner. There are at
least three general approaches that could be considered, which
for simplicity are discussed below in the context of AG 43. There
are parallel concepts used in PBR and VM-20 with somewhat
different terminology (net premium reserves, deterministic re-
serves and stochastic reserves).

Option 1. One option is a simple two-step approach. The first
step would be to make all the adjustments required by L.R.C.
§ 807 to the net premium components of AG 43 and then, in
the second step, add to that reduced net premium reserve the
amount of the excess of the statutory stochastic component over
the statutory net premium component. The result would take
into account all the adjustments required by L.R.C. § 807 and
would result in an appropriate tax/statutory reserve differential.
An example of Option 1 is provided below.

The legal argument for this approach is based on the fact that
LR.C. § 807(d) provides that the federally prescribed reserve
should be computed “using” the greater of the AFIR or the
prevailing state assumed interest rate as well as the prevailing
commissioners’ standard table, but the statute does not specify
how the interest assumption is to be used. Because federally pre-
scribed reserves are determined by the NAIC-prescribed reserve
method, it follows that the interest and mortality assumptions
must be “used” under L.R.C. § 807(d) in a manner consistent
with that method. For stochastic reserves the NAIC-prescribed
method requires discount rates that are market-based and regu-
larly updated to achieve a more accurate statutory reserve level.
It is reasonable to conclude that imposition of a fixed discount
rate assumption in stochastic reserves is incompatible with the
tax reserve method and, to avoid doing violence to the method
and to avoid an inappropriate tax reserve level, should not be
substituted for the discount rates in the stochastic component of
reserves. That is, fixed assumptions for interest should be used
in the NAIC-prescribed method only in those instances where
the tax reserve method based on the NAIC-prescribed method
specifies a comparable assumption locked-in at contract issuance.

"The nature of the discount rates in stochastic reserves provides
further support for limiting the discount rate adjustment to
the net premium reserve component of AG 43. In theory, the
discount rate in life insurance reserves is “used” as an estimate of
the earnings rate on assets held to support the reserve reduced by
the spread element for corporate profits and investment expenses.
Because the discount rates in the stochastic component of AG
43 are directly tied to the actual anticipated asset-earnings rates
in each scenario and expenses are considered elsewhere in the



computation, the NAIC-prescribed method uses the proper dis-
count rate in the stochastic component of the reserve without
the need for a further L.R.C. § 807(d) adjustment.

It also is reasonable to conclude that the mortality assumptions
required by the NAIC for use in the stochastic component of
reserves are “prevailing commissioners’ standard tables” that are
acceptable for computing federally prescribed reserves. There
is nothing in the Code that requires a contract to have a single
prevailing commissioners’ standard table; to the contrary, LR.C.
§ 807(d)(5) refers to “tables” for the contract—plural. Moreover,
the statute does not preclude the use of company-specific factors
in developing mortality tables and having the resulting tables
treated as prevailing.”* It has been settled law since 1942 that
“recognized” mortality and morbidity tables for life insurance
reserve qualification under what is now LR.C. § 816(b) include
tables accepted by insurance regulators that are constructed
from a single company’s actual experience.” This rule for deter-
mining life insurance reserve qualification can reasonably apply
by analogy to determine the prevailing commissioners’ standard
tables for the contract for purposes of computing the amount of
life insurance reserves.

Even if it were to be concluded that there are no prevailing com-
missioners’ standard tables for the stochastic portion of the re-
serve, LR.C. § 807(d)(5)(C) provides in these circumstances that
tables are to be prescribed by Treasury in regulations. Treasury
could adopt the Option 1 approach by issuing regulations pre-
scribing the use of the mortality assumptions in the stochastic
reserves as the tax reserve tables. In the absence of regulations or
IRS guidance, it would seem reasonable for companies to adopt
this Option 1 approach.

It could be argued that if a discount rate and/or mortality ad-
justment is required only for the deterministic portion of an
NAIC-prescribed reserve, the AG 43 method requires that the
federally prescribed reserve be equal to the tax-adjusted Stan-
dard Scenario Amount plus the excess of the unadjusted CTE
Amount over the tax-adjusted Standard Scenario Amount—in
other words, the federally prescribed reserve ends up being
equal to the entire statutory reserve allocable to the contract.
Although this approach may follow from the legal arguments
summarized above, and could be considered to yield a reason-
able tax reserve amount consistent with Congress’ objectives in
enacting I.R.C. § 807(d), the Option 1 approach described above
also represents a reasonable way to address the IRS’ concerns
expressed in Notice 2008-18.

Option 2. A second possible approach to LR.C. § 807(d) com-
pliance would be to make the interest and mortality adjustments
to both the net premium reserve component as well as the sto-
chastic reserve component of AG 43 and then follow the re-
serve methodology taking the greatest of the tax-adjusted re-

serve components as the federally prescribed reserve. Doing
this would require a redetermination of both components, and
with respect to the stochastic component of AG 43, alternative
assumptions may need to be considered. For the mortality
assumptions, it may be appropriate to substitute the prevailing
table used in the net premium reserve in each scenario if the IRS
does not permit the mortality assumptions in stochastic reserves
to be treated as prevailing tables. A similar scenario-by-scenario
substitution of discount rate assumptions required by L.R.C. §
807(d) would be difficult to implement, however, if the AFIR and
prevailing state assumed interest rate are interpreted to require a
contract-by-contract computation as of the time of contract issu-
ance. The same problem likely would arise in this interpretation
of LR.C. § 807(d) in situations where there are multiple prevailing
mortality tables in the net premium reserve calculations.

A possible approach to address this problem could be to make
an aggregate adjustment to the stochastic portion of the reserves
for the L.R.C. § 807(d) discount rate and the mortality assump-
tions. Perhaps a discount rate adjustment could be determined
by first estimating a weighted average of the various discount
rates used in the stochastic scenarios and then comparing that
average rate to a weighted average of the discount rates used
in the net premium reserve component as recomputed for tax
purposes. If the average statutory discount rate in the stochastic
reserve component is lower than the average discount rate used
in the tax-adjusted net premium reserve component, an aggre-
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gate adjustment could be made. A similar approach could be
used for the mortality table adjustment required by LR.C. §
807(d). The goal under this approach is to develop a way to
make an aggregate adjustment for the discount rate and/or the
mortality table that is reasonably administrable and consistent
with the overall NAIC-prescribed method. If it is determined
that a discount rate adjustment is required for the stochastic
component of reserves, actuarial work is needed to implement
this option in the best way and to prevent duplicative aggre-
gate interest and mortality adjustments. A preliminary reaction
from several actuaries expressed to this author is that it may
be unduly burdensome, and not readily auditable by the IRS,
to adopt the approach in Option 2 and determine weighted
average discount rates.

Option 3. A simpler method may be preferable if it is determined
that a discount rate adjustment to the stochastic reserve compo-
nent of AG 43 is required by I.R.C. § 807(d). A less burdensome
option could be to rely directly on the NAIC-prescribed meth-
od’s contract-by-contract statutory reserve allocations. For non-
tax reasons, it is necessary for the NAIC to adopt a method by
which the aggregate statutory reserve is allocated to individual
contracts. This is because in the event of insolvency and liquida-
tion of the company, the starting place for distribution of insuffi-
cient assets to each policyholder is the statutory reserve for each
contract. For this reason, Appendix 6 of AG 43 has specific rules
for allocation of statutory reserves to the contract level.

Under this third approach, the starting place for the LR.C. §
807(d) adjustments would be the allocated contract-level statu-
tory reserve. For example, under A6.2) of AG 43, when the ag-
gregate reserve is equal to the Standard Scenario Amount, the
discount and mortality tax adjustments simply would be made
to each contract’s separately computed Standard Scenario
Amount without consideration of the CTE Amount. When the
aggregate reserve is equal to the CTE Amount, the general ap-
proach of A6.1) of AG 43 could be followed using the Standard
Scenario Amount instead of the cash surrender value as the
base. First, the contract’s Standard Scenario Amount would be
recomputed making the appropriate tax adjustments. Then, a
ratio of the tax-to-statutory Standard Scenario Amount would
be computed. Next, the amount of excess of the contract’s stat-
utory reserves over the contract’s statutory Standard Scenario
Amount would be multiplied by the tax-to-statutory ratio of
the Standard Scenario Amount. The final tax reserve would be
the contract’s tax-adjusted Standard Scenario Amount plus the
tax-adjusted excess.

The following simple example of three annuity policies shows
how Option 1 and Option 3 would operate for AG 43.

D

Aggregate Statutory Stochastic Resv

| 1100
NAIC allocation method
Policy # Allocated Stat Resv
A 545
B 325
C 230
Option 1
(€)] (b) (c) (a) + (c) - (b)
SSA After Statutory Statutory CTE | Final Tax Resv
I.R.C. § 807 SSA Amount
Adjustments
500 525 545 520
290 310 325 305
200 220 230 210
Option 3
(d) (OENCIEI()] (f) = (e) x “(a)" (a) + ()
Il(b)ll
Allocated Allocated Tax Adjusted Final Tax
Stat Resv Stat Resv less Excess Resv
SSA
545 20 19 519
325 15 14 304
230 10 9 209

As demonstrated by this example, because Option 3 would re-
quire an adjustment to the statutory reserve excess of the sto-
chastic reserve over the net premium reserve component, it gen-
erally would result in smaller tax reserves than Option 1. The
Option 2 approach could result in smaller or larger tax reserves
as compared to either Option 1 or 3 depending on the level of
discount rates used in the stochastic reserve and the amount by
which the stochastic reserve exceeds the net premium reserve
component. For example, in the case of AG 43, if the CTE
Amount exceeds the Standard Scenario Amount and the implicit
weighted average interest rate in the CTE Amount exceeds the
weighted average AFIR, any tax adjustment to statutory reserves
under Option 2 likely would be attributable to the mortality as-
sumption and may be relatively small as compared to the tax
adjustments in Options 1 and 3. For this reason, this author
hopes that the IRS will have an incentive not to adopt the more
burdensome and difficult-to-audit Option 2 as the preferred



method of implementing the tax adjustments required by I.R.C.
§ 807(d) for AG 43.

Whatever method is used to implement I.R.C. § 807(d)(2), the
final step in the tax reserve computation—the comparison of
the federally prescribed reserve to the cash surrender value and
statutory reserves on a contract-by-contract basis—should be
straightforward. The methods of allocation of the total statutory
reserve to specific contracts in AG 43 and PBR can, and should,
be applied for tax purposes.

ARE STOCHASTIC RESERVES INSURANCE RESERVES?

Notice 2008-18 expresses several issues that need to be ad-
dressed in the IRS’ consideration of the 2015-2016 Priority
Business Plan project. First, the Notice questions whether some
portion, or even all, of the stochastic components of AG 43 and
PBR are not really insurance reserves. The Notice asks wheth-
er stochastic reserves are nondeductible “solvency” or “contin-
gency” reserves because they “would not represent an expected
value of a company’s obligations with respect to the underlying
contracts.” Although not specifically in the Notice, IRS person-
nel have noted informally that consideration of an individual
company’s assets and expenses in the reserve calculation may
lend support to the view that at least a portion of the stochastic
reserves could be viewed as “asset adequacy reserves” or reserves
for expenses that are not deductible.?

Consideration of the nature of the stochastic reserve compo-
nents of AG 43 and PBR should alleviate these concerns. An
insurance reserve generally is computed as the present value of
future benefits less the present value of future funding sources
for those benefits. Historically, net premium reserves have been
the industry norm for this computation and the assumptions
used to determine the present value of future benefits and fu-
ture funding sources have been fixed at issue and based on in-
dustry-wide data. Advancements in technology and computing
capabilities have made it possible for reserves to more accurately
reflect future liabilities, by analysis of multiple scenarios in vary-
ing economic conditions and company-specific facts. Stochastic
reserves, in concept, are still determined in the same way as net
premium reserves—as the present value of future benefits less
the present value of the funding sources for those benefits. They
merely take into account many potential cash flows on an aggre-
gate basis using more available information. The computational
differences from net premium reserves, however, do not make
stochastic reserves anything other than insurance reserves. In
fact, they are intended to achieve the same purpose—an appro-
priate measurement of the company’s contractual liabilities.

"To better see why this is the correct conclusion, it is useful to
examine specific elements of stochastic reserves to compare the
treatment of these elements with their treatment in traditional
net premium reserves.

PROVISION FOR MODERATELY ADVERSE CONDITIONS

Stochastic reserves are not distinguishable from net premium
reserves simply because the former contains “prudent esti-
mates.” NAIC-prescribed net premium reserve methods gener-
ally take into account prudent estimates in several ways. The
most obvious is in the standard mortality and morbidity tables,
which typically are developed using industry-wide data and then
“loaded” by an adjustment to ensure that the resulting assump-
tions will be sufficient to cover moderately adverse mortality
and morbidity. By deferring to the commissioners’ standard ta-
bles in computing federally prescribed reserves, IL.R.C. § 807(d)
recognizes that tax reserves should contain the tables’ provisions
for possible adverse experience.

The NAIC-prescribed reserve method itself also reflects a need
to hold a prudent estimate level of reserves in an amount neces-
sary for moderately adverse conditions. For example, CARVM
requires that the greatest of the present values of the various
possible benefit scenarios be used as the prescribed reserve. It
does not permit a lower reserve equal to a weighted average of
all future scenarios or a reserve equal to the most likely scenario.
Similarly, CRVM currently does not permit a lapse assumption
even though taking lapse rates into account could lower reserves.

This author has been told by life, property/casualty and health
valuation actuaries who are responsible for a wide variety of
products that the goal is generally the same across the board for
contract and claim reserves—statutory reserves should be estab-
lished at a level such that they will be sufficient in moderate-
ly adverse conditions. To satisty this standard, a rule-of-thumb
confidence level for reserve adequacy used by many actuaries is
a confidence level in the 75 to 85 percent range. Is this conser-
vatism in the reserve method? Not really; it is recognition that
insurance reserves need to be adequate.
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Several important conclusions can be reached from these obser-
vations. First, a provision for moderately adverse conditions is
consistent with, and in fact generally required for, insurance re-
serves. Second, inclusion of “prudent estimates” in reserves does
not mean that a portion of the reserve is for something other
than the expected value of the company’s obligations. Third,
the tax law has always incorporated this insurance reserve stan-
dard in determining the amount of deductible reserves. Fourth,
it is inappropriate to suggest that an NAIC-prescribed reserve
method is not an insurance reserve, or a portion is a “surplus”
or “contingency” reserve, simply because the method unbundles
the provision for moderately adverse conditions in the interest
of greater transparency and accuracy. The objective is the same
as for net premium reserves—to hold an appropriate level of re-
serves for the contractual benefits. Finally, there is a distinction
between an insurance reserve estimated on the basis of prudent
estimates and a “surplus” reserve reflected in the balance sheet,
for example, to satisfy minimum risk-based capital objectives.

CONSIDERATION OF ASSETS AND EXPENSES

Because a company’s assets and expenses are not explicitly re-
flected in net premium reserves, questions have been raised as to
whether, by taking into account assets and expenses in stochastic
reserves, some portion of the reserves is a so-called “asset ad-
equacy reserve,” a reserve for expenses or a deficiency reserve,
which may not be a deductible insurance reserve. These ques-
tions reflect a misunderstanding of the role of the assumptions

D

relating to assets and expenses in the stochastic components of
AG 43 and PBR.

At the outset, it is useful to dispel the notion that net premium
reserves do not consider assets and expenses; they do. Net pre-
mium reserves consider assets implicitly by making two assump-
tions. The first assumption is that, once the reserve amount is
determined, assets having a book value equal to the reserves will
be available and sufficient to fund the contractual benefits when
they become due. The second assumption is that the discount
rate used to compute the reserve is a reasonable estimate of the
earnings rate on the assets backing the reserve (net of the prof-
it element and investment expenses). If the appointed actuary
determines that these assumptions, which are hard-wired into
the net premium reserve calculation, do not yield a sufficient
aggregate level of reserves for the company as a whole, it may be
necessary to hold an additional liability for the asset inadequacy.
The need for an additional reserve in these circumstances is not
because the assets themselves are inadequate in some way; it is
because the assumptions in the reserve calculation as to the suf-
ficiency of those assets and yield on those assets are imprecise.

Contract administration expense assumptions also are taken into
account in a net premium reserve method; this is what the “net”
means. As noted above, an insurance reserve is generally defined
as the present value of future benefits less the present value of
future premiums (or, more broadly, the present value of future
funding sources for the benefits). If gross premiums were con-
sidered in this reserve computation without any consideration of
administration expenses and profits, the reserve would be low-
er because the subtractive item for the present value of future
premiums would be greater. The formula adjusts for this result
by substituting only the value of future net premiums—gross
premiums less the loading element that takes into account an as-
sumed provision for expenses and profit in future considerations
that are available to fund future liabilities.

"This implicit consideration of expenses in a net premium calcu-
lation usually has the effect of increasing the level of reserves. Of
course, due to many assumptions in the net premium method, it
sometimes occurs that the assumed hypothetical future net premi-
ums exceed the future actual gross premiums, which leads to the
need for a deficiency reserve. As in the case of an asset adequacy
reserve, the need for a deficiency reserve is not usually due to the
fact that future gross premiums are actually inadequate to fund the
contractual benefits; rather, it is a result of the fact that the assump-
tions in the net premium reserve calculation are not accurate.

Now, let’s examine how assets and expenses are considered in
the stochastic components of AG 43 and PBR. Oversimplifying,
what is happening is that the reserve assumptions for assets and
expenses are based on many possible, reasonable assumptions
rather than one-size-fits-all implicit assumptions. The scenari-



os in the stochastic analysis attempt to model recoverable asset
values, net investment returns on asset and expenses using re-
al-world, company-specific assumptions. In essence, the scenari-
os are projected using assumptions taking into account expected
actual loading amounts for future expenses. Moreover, because
actual expected cash flows are considered, once the calculation
is made, a stand-alone asset adequacy reserve for the block of
business is less of a consideration—realistic returns on assets
for purposes of determining an appropriate level of statutory
reserves is considered in the calculation. That is not to say that
cash flow testing for the company as a whole does not have to
be performed or that the stochastic reserve may satisfy cash flow
testing standards; it only means that it is less likely that the AG
43 or PBR block will be the source of any asset inadequacy. Sim-
ilarly, deficiency reserves are not relevant because assumptions
are set at a level reflecting up-to-date experience, which allows
the calculation to arrive at a more accurate “net” premium. Fur-
ther, no portion of the reserve is properly viewed as a reserve for
expenses. Taking into account expenses has the effect of decreas-
ing the gross premium component of the future cash flows, just
as they do implicitly in a net premium reserve.

"To argue that a portion of the stochastic components of AG 43
and PBR reserves should be excluded from the federally pre-
scribed reserves, because they are deemed to contain disguised
asset adequacy reserves, reserves for expenses or deficiency re-
serves, is another way of saying that Congress intended that
tax reserves be forever computed using antiquated, inaccurate
assumptions regardless of the evolution of insurance products,
actuarial practice and NAIC reserve requirements. Fortunately,
this is not what Congress did when it enacted I.R.C. § 807(d)
and deferred to the NAIC to fashion, and to update when nec-
essary, the most appropriate reserve methodology for both reg-
ulatory and tax purposes.

CONCLUSION

Since Notice 2010-29 was issued, the IRS National Office has
been focusing its attention on whether the CTE Amount in AG
43 should be included in statutory reserves under I.R.C. § 807(d)
(6) for purposes of the statutory reserves cap on tax reserves. In
the aftermath of the American Financial case, and the Supreme
Court’s repeated admonition to lower courts and administra-
tive agencies to adhere to the plain language of the statute, it
is hoped that the IRS will expand its consideration to the role
of stochastic reserves in the federally prescribed reserve. Absent
guidance from the IRS, taxpayers will be forced to devise their
own approaches to implementing I.R.C. § 807(d) for stochastic
reserves, which are likely to be upheld if they are reasonable and
consistently applied. It would be far better for the IRS to work
together with the insurance industry to come up with an ap-
proach that makes sense and complies with Congress’ mandate
to use the NAIC-prescribed method for tax reserves. M

Peter H. Winslow is a partner with the Washington, D.C. law firm of Scribner,
Hall & Thompson, LLP and may be reached at pwinslow@scribnerhall.com.
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Tax Contours of
Insurance Refined:
RVIv. Commissioner

By Jean Baxley and Sheryl Flum

In September 2015, the Tax Court issued its opinion blessing
residual value insurance' contracts as “insurance” for federal
income tax purposes.” The contracts at issue in the case cover
lessors and lenders against the risk that the actual residual value
of an asset, i.e., its value when returned at the end of the lease
period, will be significantly lower than the expected residual val-
ue of the asset at the outset of the lease. The RVI decision signals
the Tax Court’s willingness to acknowledge that nontraditional
lines of coverage can pass muster as insurance for tax purposes.

"This article provides a brief backdrop to the “what is insurance”
issue, summarizes the Tax Court’s opinion in RV, and offers ob-
servations regarding some of the potential implications of the
decision.

THE “DEFINITION” OF INSURANCE

In the tax context, the Internal Revenue Code (“Code”) and
Treasury regulations don’t define insurance. This lack of a
tax-tailored definition of “insurance” may be appropriate given
that insurance products are constantly evolving and are gener-
ally subject to state (and sometimes federal, e.g., Securities and
Exchange Commission (SEC)) regulatory oversight.” Whether
a contract constitutes insurance affects, among other things,
whether the insurance company can carry insurance reserves,
whether the insured can deduct the premium paid for coverage
(e.g., for business property-casualty covers), and whether inside
buildup (e.g., life insurance cash values) can grow free of current
taxation.

In the life context, Code section 7702 provides a detailed test
for qualification as a life insurance contract. There are no such
tax-specific guidelines for non-life insurance products.

There are plenty of litigated cases and numerous Internal Reve-
nue Service (IRS) revenue rulings, technical advice memoranda
(TAMs), and other guidance that address the topic of what con-
stitutes insurance. But as product offerings change, it is difficult
for insurance companies and the IRS to keep up with a working
definition of “insurance.” Ultimately, the question of whether
a certain product or contract constitutes insurance for tax pur-
poses is a fact-intensive inquiry that does not easily lend itself to
bright-line tests and precise definitions. Over time, the contours
of a common law tax “test” for what constitutes insurance have
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emerged, which broadly speaking involves one form or another
of these factors: presence of insurance risk; risk shifting or risk
transfer from insured to insurer; risk distribution (insurer pools
and spreads many independent risks); and insurance in its “com-
monly accepted” sense.

THE FACTS IN RVI

During 2006, the tax year at issue, R.V.I. Guaranty Co. Ltd
(“RVIG”) was a Bermuda-domiciled insurance company that
had in effect an election under section 953(d) to be taxed as a
U.S. insurance company for federal income tax purposes. RVIG
was regulated as an insurance company. RVIG’s subsidiary, RVI
Insurance Company of America (“RVIA”) was a U.S. proper-
ty-casualty insurance company. RVIA was licensed and regulat-
ed in, and sold policies in, seven states. RVIA and RVIG file a
consolidated federal income tax return on Form 1120-PC, with
RVIG as the parent company.*

RVIAs business consisted solely of issuing residual value in-
surance policies (the “RVI Policies”) to customers. RVIA’s cus-
tomers were property leasing companies, manufacturers and
financial institutions that financed leases of the covered real
and personal property. RVIA was not the only insurance carrier
issuing this type of coverage; other major carriers also issued
residual value coverage. But unlike these other major carriers,
RVIA was a monoline issuer. RVIA ceded to RVIG most of its
risk on the RVI Policies.’

The RVI Policies protect the insured from a greater than ex-
pected decline in the value of the covered leased assets, i.e., the
risk that a covered leased asset’s value when returned at the end
of the lease period will be significantly lower than the expected
residual value that was determined at the outset of the lease. The
amount insured under an RVI Policy is the difference between
the actual value of the insured asset at the end of the lease and
the insured value. The insured value is set below the expected
residual value, i.e., the insured retains some of the risk on the
difference between the actual and expected residual value. The
expected residual values for covered assets were determined tak-
ing into account regular wear and tear.

At lease termination, RVIA determines whether a loss has oc-
curred with respect to the covered leased property and, if so, the
amount of the covered loss.

RVIA wrote three types of policies: (1) FASB policies, which
were designed with insured value levels just high enough to
allow the lessor to apply direct financing lease accounting un-
der SFAS 13; (2) primary policies, for which the insured value
is not tied to lease accounting; and (3) hybrid policies, under
which each asset is covered by both FASB and primary coverage.
Pricing for coverage under an RVI Policy ranged from 50 cents
per $100 to $4 per $100 of insurance protection. The customer



typically paid a single upfront premium for coverage. Some, but
not all, of the RVI Policies involved a deductible to be paid by
the insured.

The properties covered by the RVI Policies represented three
business segments: (1) commercial real estate (including 15
types of properties, e.g., retail stores, warehouses, motels), (2)
passenger vehicles (including 20 types of automobiles, e.g., pick-
up trucks, sedans, SUVs), and (3) commercial equipment (in-
cluding aircraft, industrial equipment and rail cars). Each seg-
ment represented approximately one-third of RVIAs business, as
measured by relative unearned premium at 2006 year-end. Lease
terms of the covered properties ranged from one to five years
(for vehicles) to up to 28 years (for real estate).®

RVIA treated the RVI Policies as insurance for statutory ac-
counting purposes under Statement of Statutory Accounting
Principles 62R (“SSAP 62R”), which requires that the insurer
assumes significant risk and has a reasonable possibility of a sig-
nificant loss from the insurance that it issues.’

RVIA’s annual loss ratio (paid losses (including loss adjustment
expenses) to earned premium) for 2006 was 33.2 percent; its cu-
mulative loss ratio from 2000 through 2006 was 27.7 percent; its
cumulative loss ratio from 2000 through 2013 was 34 percent.

The IRS challenged the insurance status of the RVI Policies for
tax purposes based principally on the assertion that the insured
lessors and lenders who purchased the RVI Policies were pur-
chasing protection against an “investment” risk rather than an
insurance risk—although during briefing and the trial the IRS
also argued that the RVI Policies failed other prongs of the com-
mon law test for insurance.® Based on its investment risk theo-
ry, the IRS concluded that RVIA and RVIG were not insurance
companies for tax purposes and assessed an income tax deficien-
cy of approximately $55 million for the 2006 tax year.

THE TAX COURT’S ANALYSIS

The Tax Court, in its opinion, identifies the characteristics of
insurance as (1) risk shifting, (2) risk distribution, (3) commonly
accepted notions of insurance, and (4) the presence of insurance
risk; discusses each characteristic; and concludes that the RVI
Policies constitute “insurance” for federal income tax purposes.
These four characteristics are discussed in the order in which
they are set forth in the opinion.

(1) Risk Shifting

The risk shifting prong of the insurance test is handled in fairly
short order, with the court observing that “insurance must be ex-
amined from the perspective of both the insurer and the insured.”

Tax Court’s risk shifting standard (paraphrased): The court

concludes essentially that an arrangement involves risk transfer

from the insured’s perspective if the insured externalizes its risk of
financial loss by paying the insurer a premium. From the insurer’s
perspective, risk transfer has occurred if SSAP 62R is satistied.

Outcome of Tax Court’s analysis: Viewing the arrangement
from both perspectives, the court has “no difficulty concluding”
that a meaningful risk of loss was transferred from the lessors and
finance companies that purchased the RVI Policies to RVIA.!
The court finds that the RVI Policies satisfy risk shifting be-
cause the lessors and lenders that purchased the RVI Policies
transferred to RVIA (and, consequently, RVIG through reinsur-
ance) a meaningful risk of loss. The court notes that without the
residual value coverage provided by RVIA, the lessors and lend-
ers would bear the entire risk of a substantial drop in a covered
leased asset’s value at the end of the lease term when the asset
was returned to the lessor or lender.

Support for Tax Court’s conclusion: The court notes that
RVIA was “indisputably” well-capitalized and in a position to
absorb risks and pay claims.!! Emphasis is also placed on the fact
that the RVI Policies were reported as insurance for statutory ac-
counting purposes under SSAP 62R, which requires the insurer
to assume a significant risk under the contract and face a reason-
able possibility of incurring a significant loss. Furthermore, the
court points out that the IRS” expert committed a methodolog-
ical error by limiting his analysis of losses to years prior to and
including 2006. Many of the RVI Policies had experienced no
losses as of 2006—and could not have experienced such losses—
solely because the applicable lease terms for the insured prop-
erties had not yet expired, i.e., it was too early to know whether
there would be losses on these policies. In de-bunking the IRS
expert’s testimony, the court emphasizes that RVI’s cumulative
loss ratio through 2006 was 28 percent, and in subsequent years
it increased to 34 percent, which indicated that RVIA had taken
on significant risk of loss.

(2) Risk Distribution

The risk distribution prong of the insurance test is not discussed
extensively in the opinion, and was not the crux of the disagree-
ment between the IRS and RVIA. Indeed, one of the IRS’ ex-
perts acknowledged that RVIA achieved pooling, diversification,
and distribution of risk.

Tax Court’s risk distribution standard (paraphrased): The
court concludes that meaningful risk distribution is sufficient,
stating that “perfect independence of risks is not required.”!?
Noting that all insurers face systemic risk—e.g., economic
downturns, high interest rates—the court concludes these sys-
temic risks do not negate risk distribution.

Outcome of Tax Court’s analysis: The court concludes that
risk distribution is satisfied as RVIA took on a “vast array” of risk
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exposures and distributed risk on the RVI Policies temporally,
geographically, and across asset classes.!?

Support for Tax Court’s conclusion: The court notes that
during 2006, RVIA had issued 951 policies to 714 insureds
covering 754,532 vehicles, 2,097 real estate properties and
1,387,281 commercial equipment assets. The RVI Policies were
distributed across three major business segments (i.e., passenger
vehicle, commercial equipment, real estate), and further distrib-
uted across asset types within each segment, across geographic
locations (for real estate), and across lease duration (“temporal
distribution”).!*

The court emphasizes that systemic risk, such as major reces-
sion, is mitigated to some extent by the temporal distribution of
RVIA’s risks over varied lease terms.

(3) Insurance in Its “Commonly Accepted” Sense

The commonly accepted notions of insurance prong of the in-
surance test is discussed more extensively than either the risk
shifting or risk distribution prong.

Tax Court’s “commonly accepted sense” standard (verba-
tim): The court sets forth factors to consider to include “(1)
whether the insurer is organized, operated, and regulated as an
insurance company by the States in which it does business; (2)
whether the insurer is adequately capitalized; (3) whether the
insurance policies are valid and binding; (4) whether the premi-
ums are reasonable in relation to the risk of loss; and (5) whether
premiums are duly paid and loss claims are duly satistied” (citing
Harper Group v. Commissioner and Securitas Holdings)."

Outcome of Tax Court’s analysis: The court finds that the
RVI Policies constitute insurance within the commonly accept-
ed sense because RVIA was organized, operated and regulated as
an insurance company and the RVI Policies are treated as insur-
ance for nontax purposes.

D

Support for Tax Court’s conclusion: The court emphasizes
that RVIA and RVIG were organized, operated and regulated
as insurance companies in their respective domiciles. RVIA and
RVIG met the minimum capital requirements of their respective
regulators, and were adequately capitalized. State regulation is
highly significant to the determination of insurance in its com-
monly accepted sense.

The RVI Policies were valid and binding. Insureds filed claims,
and RVIA paid claims. Premiums charged were negotiated at
arm’s length. The RVI Policies were insurance in form and con-
tained “standard provisions typical of insurance policies.”!¢

The court characterizes the IRS’ argument as amounting to an
argument that the RVI Policies do not qualify as insurance be-
cause they “differ in certain respects from insurance policies with
which most people are familiar.”’” Whether a loss has occurred
cannot be known until the associated lease ends, but the fact that
loss determination and payment occurs at lease end “does not
impugn [the RVI Policies’] status as ‘insurance.””!8

Losses on the RVI Policies are caused by fortuitous events be-
yond the insured’s control. The fact that there is a set date, i.e.,
the end of the lease term, for determining whether a loss has
occurred doesn’t change this. The characteristics and business
needs of the underlying leasing transactions drive this timing.
The court concludes that nonrefundable premiums do not
change this result, as the lack of availability of a premium refund
is designed to prevent an insured whose asset has very likely ap-
preciated in value from opportunistically discontinuing cover-
age halfway through the term of the lease.

The RVI Policies are analogous to municipal bond insurance
with respect to the timing of loss determinations, i.e., where
bond interest due dates and maturity dates are known in ad-
vance, but this does not mean the loss-causing event occurs in a
non-fortuitous way.

(4) Insurance Risk

Whether the RVI Policies cover insurance risk, as juxtaposed
against investment risk, is at the heart of whether the RVI Poli-
cies constitute “insurance,” and must be examined from the per-
spective of both the insurer and the insured. -

Tax Court’s insurance risk standard (paraphrased): Re-
garding insurance risk, the crux of the court’s analysis is that if
a product has been treated as involving insurance risk by state
insurance regulators and by an insurer’s independent auditors,
it can involve insurance risk even if it resembles an investment
product in some respects.

Outcome of Tax Court’s analysis: From RVIAs perspective,
it was exposed to risk for significant underwriting losses; RVIA’s



possible loss under an RVI Policy could vary from zero to the
full insured value. Pricing risk does come into play, as premiums
are rarely more than 4 percent of the insured value—but this is
“the same pricing risk assumed by insurance companies gener-
ally.”" From the insured’s perspective, the loss insured against is
not an investment loss, but a business-related loss as the insured
is in the business of leasing or financing assets.

The court was unpersuaded by the IRS’ argument that the RVI
Policies are akin to put options on stock and, thus, are invest-
ment related rather than insurance related.

Support for Tax Court’s conclusion: RVIA is an insurance
company licensed to conduct the business of insurance; it pays
state premium taxes, and meets minimum solvency requirements.

For more than 80 years, states have regulated products that pro-
vide coverage against the decline in market values of particular
assets as “insurance.” Certain states, e.g., New York and Con-
necticut, have by statute defined residual value policies as “in-
surance” for almost 30 years.

RVIA’s insurance regulators and independent auditors conclud-
ed that the RVI Policies involve insurance risk. State insurance
regulators have “uniformly” concluded that the RVI Policies
involve insurance risk.?’ RVIA’s independent auditors, along
with the Connecticut Insurance Department, approved RVIA%s
statutory financial statements, which treat the RVI Policies as
transferring sufficient insurance risk to be treated as “insurance”

under SSAP 62R.

The IRS expert’s argument that insurance must entail “pure
risk,” i.e., a binary situation must exist whereby the only possible
outcomes are “loss” or “no loss,” lacks practical and theoretical
support. Certain other coverages, such as mortgage guaranty
insurance and municipal bond insurance, do not involve such
binary outcomes but still are (and have been, historically) re-
spected as involving “insurance” risk. In asserting its “pure risk”
theory, the IRS is “confusing the events that may trigger a pay-
ment obligation with the events that actually cause the loss.”!
So, for example, a homeowner’s default on a mortgage payment
may or may not result in a loss, depending on whether the out-
standing mortgage amount is greater than or less than the value

of the mortgaged property.

The court was unpersuaded by the IRS’ argument that the RVI
Policies entail mere investment risk and are akin to put options
on stock. First, the court noted that “the insureds are not inves-
tors and the policies are not derivative products.”” Indeed, the
IRS agrees that the RVI Policies are not and cannot be taxable
as derivative products; the policies were priced, sold and regulat-
ed as insurance products. Second, the court describes the assets
that are covered by the RVI Policies as “ordinary business assets

in the nature of inventory or equipment.” The insureds don’t
acquire the assets to sell them and generate gain; indeed, the
lessors’ business model takes into account the fact that the value
of the assets likely will decrease over the duration of the lease.
Third, put options are “typically settled for cash rather than by
actual transfer of the underlying shares.””*

RVI’'S CONTRIBUTIONS TO THE TAX
DEFINITION OF “INSURANCE”

The decision in RV provides substantial taxpayer-friendly lan-
guage that can be relied upon in discussions with the IRS re-
garding non-“plain vanilla” insurance products, both in the life
and nonlife context. The opinion doesn’t cover new ground in
the risk shifting and risk distribution context, but significantly
expands upon previous courts’ discussions of “insurance risk”
and “commonly accepted” notions of insurance.

The main issue in the case was how to differentiate “insurance
risk” from “investment risk.” The IRS has a history of challeng-
ing nontraditional forms of insurance coverage, especially when
the product appears to be non-casualty-related, e.g., when there
is a contract end date on which it is determined whether a loss
has occurred and the extent of such loss, rather than a sudden
casualty-type loss. RVI strongly rejects the IRS’ attempt to pi-
geonhole an unconventional, risk-based product, such as resid-
ual value insurance, into a “non-insurance” category and signals
the Tax Court’s willingness to analyze the insurance features of
each product individually.”

The Tax Court relies heavily on the state regulatory treatment
of the RVI Policies—especially since that treatment is long-
standing. Form matters. One might even say the decision in RV
makes treatment as “insurance” versus an investment or finan-
cial product elective. For example, opportunities may exist to
choose insurance characterization by issuing products in an in-
surance company that is regulated by the state, using insurance
contractual terms rather than derivatives contractual terms, and
characterizing a particular product as insurance under statutory
accounting rules. The Tax Court’s reliance on state regulatory
treatment and statutory accounting may provide support for
such reliance in other contexts and for other types of products
or product innovations.

In rejecting the IRS’ “pure risk” theory, the Tax Court implicitly
acknowledged there can be gradations of insurance coverage and
varying levels of losses and self-insurance. The court’s refusal
to endorse a binary model of risk continues the facts-and-cir-
cumstances-based flavor of the “insurance” inquiry for federal
income tax purposes—which provides opportunities as well as
introduces potential pitfalls. In light of the Tax Court’s sound
rejection of this theory in RV, it would be a bit surprising if the
IRS were to re-assert the theory in other cases.
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In rejecting the IRS’ analogy to put options on stock, the Tax
Court introduced a newly relevant concept: insurance protects
against losses on regular business assets. As pointed out in the
opinion, the lessors that purchased the RVI Policies did not ex-
pect the covered assets to appreciate; they expected the assets
to decline in value and purchased the RVI Policies to protect
themselves from large business losses. Lack of potential upside
in an arrangement may tend to support insurance characteriza-
tion over investment characterization.

Overall, RV refines the contours of the insurance risk and
“commonly accepted” prongs of the “insurance” test for federal
income tax purposes. It is unlikely, however, that a bright-line
test defining “insurance” will emerge—and perhaps that works
out best in the long run both for taxpayers and the IRS: Tax-
payers can continue product innovation and take positions re-
garding insurance versus non-insurance status, and the IRS can
challenge arrangements it views as abusive. M
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The use of the term “insurance” does not automatically mean the product qualifies as
insurance for federal income tax purposes.

RV.I. Guaranty Co. Ltd. v. Commissioner, 145 T.C. No. 9 (Sept. 21, 2015).

Having tax treatment as insurance conform to state regulatory treatment as insurance
would be a simple, bright-line rule, but could at times be both under- and over-in-
clusive.

Accordingly the tax litigation was conducted in RVIG's name.

RVIG also reinsured a small amount of business written by third-party carriers; this
third-party reinsurance represented less than one percent of RVIG’s business in 2006.

Some of the RVI Policies used a pooling methodology under which multiple assets
with lease termination dates within a specified period were covered under a single
policy, and the determination of a loss on the policy was made on an aggregate basis,
i.e., aloss on a pooled policy occurred if the aggregate value of the pooled assets at
lease-end was less than the aggregate insured value of the pooled assets.

For GAAP purposes, RVIA treated the RVI Policies as derivatives under FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities (June 1998) and
EITF No. 01-12, The Impact of the Requirements of FASB Statement No. 133 on Residual
Value Guarantees in Connection with a Lease (2002) when the residual value was de-
termined based on the higher of the actual sales price of the property or the value set
forth in a specified guidebook (e.g., the “Blue Book” value for automobiles).

This challenge was not unexpected, as the IRS Office of Chief Counsel had issued
TAM 201149021 (Dec. 9, 2011), taking the position that residual value insurance con-
tracts were not “insurance” for federal income tax purposes. See Baxley, Juran, Chen,
Pichette, Residual Value Contracts Fall Outside the (Fuzzy) Line,21 BNADTR 1, J-1 (Feb.
2,2012).

Slip Op. 27.
Slip Op. 28.
Slip Op. 28.
Slip Op. 35.
Slip Op. 32.
Slip Op. 35.
Slip Op. 36-37.
Slip Op. 38.
Slip Op. 38.
Slip Op. 39.
Slip Op. 45.
Slip Op. 48.
Slip Op. 56.
Slip Op. 57.
Slip Op. 57.
Slip Op. 58.

° Note that the Tax Court declined to express a view regarding coverage for loss of earn-

ings attributable to foreign currency fluctuations, which was found to not qualify as
“insurance” in CCA 201511021 (March 13, 2015).
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Know It When You See
t71

By Ann Cammack and Frederic J. Gelfond?

ince the 1970s taxpayers purchasing and selling variable

life insurance and annuity contracts have been wary of the

“Investor Control Doctrine.” With the 1984 passage of
the diversification requirements in section 817(h) of the Internal
Revenue Code (the “Code”),’ and the issuance of the accompa-
nying regulations in 1986, some have taken the position that the
Investor Control Doctrine was subsumed by the diversification
requirements. Others have suggested that the doctrine is unclear
and would be difficult to sustain other than in extreme circum-
stances that would otherwise violate more established and judi-
cially tested form-over-substance principles. The Internal Rev-
enue Service (IRS), however, has continued to put taxpayers on
notice that the Investor Control Doctrine retains its vitality even
after enactment of the diversification requirements and contin-
ued judicial development of form-over-substance standards. For
example, it has continued to issue guidance in the form of reve-
nue rulings and to provide taxpayers private letter rulings.

On June 30, 2015, the U.S. Tax Court reaffirmed the viability of
the Investor Control Doctrine in Webber v. Commissioner:* The
case serves as a valuable example of what not to do with regard
to the investment of assets supporting a variable life insurance
contract purchased through a private placement transaction.
In the end, however, the Webber court leaves a lot of questions
unanswered—most significantly, the elusive answer to how to
define investor control. The case leaves taxpayers with a little
less gray area but significant uncertainty about how to address
arrangements that are, for example, not squarely within the facts
of the safe harbor established in Rev. Rul. 2003-91,° in which all
investment decisions were made in the sole and absolute discre-
tion of the company and its investment manager, but that are not
clearly as egregious as the transaction at issue in Webber. While
it does not provide all the answers to what type of behavior will
be respected, through its analysis, the decision provides a clarion
call to those seeking to structure or enter into private placement
variable contracts as to the facts that a court could consider to
be relevant to analyzing the presence of inappropriate investor
control.

This article examines the Investor Control Doctrine, as ex-
plained and applied by the U.S. Tax Court in Webber; and considers

D

some of the open questions that remain after June 30, 2015. In
doing so, it points out the factors the court indicated taxpayers
will continue to need to consider.

INVESTOR CONTROL DOCTRINE

From the standpoint of the contract holder, earnings on assets
supporting life insurance and annuity contracts accrue on a
tax-deferred basis. Simply stated, there is no tax to the contract
holder until there is an actual or deemed distribution of those
earnings. In the case of a life insurance contract, those earnings
can effectively be fully excluded from taxable income if the only
distribution under the contract is in the form of a death benefit.
This deferral treatment is consistent with the concept of con-
structive receipt. The insurance company, and not the contract
holder, owns the assets supporting the life insurance company’s
obligations under the contract. A contract holder has to give
up valuable rights, including control over the assets supporting
the contract, through premiums paid to purchase the contract.
Similarly, the contract holder forfeits valuable assets when it
receives distributions of the earnings under the contract, e.g.,
diminution of benefits under the contract or surrendering the
rights to remain insured.

Looked at another way, a policyholder’s only right under an in-
surance contract is to get paid under the terms of the contract.
The insurance company can invest the premium dollars it re-
ceives in any manner it chooses, as long as it pays the policy-
holder in accordance with such terms. In the case of a variable
contract, the fund or investment that serves as the basis upon
which the policyholder is to be paid is merely an index. The
insurance company is not obligated to actually make the subject
investment. Thus, if a policyholder is able to direct the insur-
ance company how to invest its premium dollars, it is exercis-
ing the dominion and control over the investing activity that is
arguably the exclusive province of the insurance company.

The government faced these questions: What happens if the
purchaser of the contract doesn’t give up total control over the
assets or is exercising extra-contractual dominion and control?
Should the logic of constructive receipt continue to shield the
earnings credited to the contract from tax before a distribution
if the contract holder is exercising the rights of the owner of the
assets, including making all the investment decisions concerning
the assets? Moreover, what actions may a policyholder take be-
fore it will be deemed to be the owner of the assets? If the con-
tract holder directs the purchase of particular assets, who truly
maintains the valuable rights of asset ownership? The Investor
Control Doctrine was developed by the government to address
just these types of situations.

The “Investor Control” Doctrine has its roots in Supreme Court
jurisprudence. In Helvering v. Clifford,® the taxpayer contributed



securities to a trust and named himself as the trustee. The trust
directed him, as trustee, to pay the income to his wife for five
years. At the end of five years, the trust was to terminate and
the corpus would revert to the taxpayer. The trust instrument
authorized the taxpayer to vote the shares held by the trust and
to decide what securities would be bought or sold. The trust
instrument also afforded him “absolute discretion” to determine
whether income should be reinvested rather than paid out. Ac-
cording to the Court, the taxpayer’s control over the securities
remained essentially the same before and after the trust was cre-
ated. As for the taxpayer’s “dominion and control” over the asset,
the Court stated that “it seems clear that the trust did not effect
any substantial change.”” In the end, the Court concluded that,
based on “all considerations and circumstances,” the taxpayer re-
tained the attributes of an owner, and should be treated as the
owner of the trust assets for federal tax purposes.®

In the 1970s, the IRS began facing situations in which contract
holders were exercising significant control over the manage-
ment and investment of assets supporting variable insurance
contracts. Beginning in 1977, the IRS began issuing guidance on
when a contract holder taxpayer exercises sufficient control over
variable product assets that it would be appropriate to treat the
contract holder, and not the insurance company, as the owner
of the assets supporting the contract for federal tax purposes.
The result of such treatment is that any earnings on such assets
would be taxed currently—the benefit of deferral would be lost.

The first formal guidance setting forth the Investor Control
Doctrine is Revenue Ruling 77-85. Rev. Rul. 77-85? deals with
an investment annuity contract issued by an insurance compa-
ny and purchased by a taxpayer. The premium was deposited
into a separate account held by a custodian. The policyholder
had a power to sell, purchase, or exchange securities; to invest
and reinvest principal and income; to vote the shares; to exercise
option relating to assets; and to surrender the policy. The IRS,
looking to the Supreme Court’s guidance in Clifford, concluded
the taxpayer, not the insurance company, should be considered
the owner of the assets, as he possessed significant incidents of
ownership. Thus, any interest, dividends, and other income de-
rived from securities held in the separate account should be in-
cludable in the gross income of the taxpayer.'’

The IRS also addressed situations when separate accounts sup-
porting variable contracts invest, not in securities selected di-
rectly by the policyholder, but in shares of mutual funds with
their own investment manager. In Rev. Rul. 81-225,'" the IRS
concluded that the policyholder had sufficient investor control
when the mutual fund shares were available for purchase by
the general public wholly apart from the annuity arrangement.
When investments in the mutual fund shares were controlled by
the insurance company and the fund only functioned as an in-
vestment vehicle, however, the IRS concluded that the insurance

company was the owner of the assets because the shares were not
available to the general public. Similarly, in Rev. Rul. 82-54, the
IRS stated that the control over individual investment decisions
must not be in the hands of the policyholders in order for the

insurance company to be considered the owner of the mutual
funds.”

Taxpayers challenged the Investor Control Doctrine and two
courts considered whether the doctrine was valid and wheth-
er it had been properly applied by the IRS. In both cases, the
IRS prevailed and the Investor Control Doctrine was sustained.
In Christoffersen v. United States,'* a unanimous Eighth Circuit
concluded that the owners of a variable annuity contract were
the beneficial owners of the assets that supported the contract
because the contract holders had “surrendered few of the rights
of ownership or control over the assets in the sub-account.””
According to the court, the fact that the assets were formally
owned by the insurance company was not dispositive; rather, the
court looked to “actual command” over the assets.!® The second
case to address the validity of the investor control rules, Inv. An-
nuity, Inc. v. Blumenthal,'” was dismissed by the appellate court
due to lack of jurisdiction. The trial court had concluded that
Rev. Rul. 77-85 was invalid.

Congress entered the picture in 1984 with enactment of the in-
vestment diversification rules of Code section 817(h). That sec-
tion establishes the minimum number of assets that may be held
and percentage of ownership of those that must be satisfied for
a variable life or annuity contract to be treated as such for feder-
al income tax purposes. Regulations promulgated under section
817(h) provide guidance on how to meet these requirements
and set forth look-through rules permitting taxpayers to look
through a fund to the individual assets held by the account, if
certain ownership limitations are met. Some practitioners have
argued that section 817(h) supplants the Investor Control Doc-
trine but most disagree with this approach, and the IRS has con-
tinued to apply the Investor Control Doctrine, including issuing
private letter rulings and other guidance to assist taxpayers as
they review the application of these rules to their fact pattern.'®

The IRS and Treasury continue to publish formal guidance on
investor control. In Rev. Proc. 99-44, the government pro-
vided relief to certain annuities purchased in connection with
sections 403 (a), 403(b) or 408(b), stating that arrangements will
not be disqualified merely because they are invested in publicly
available funds. This ruling resolved some long-standing ambi-
guity about how the Investor Control Doctrine applies to cer-
tain qualified plans. Rev. Ruls. 2003-91 and 2003-92 provide
detailed guidance on the application of the Investor Control
Doctrine, setting out a safe harbor for taxpayers in Rev. Rul.
2003-91 and providing clarification on the application of the
doctrine to certain partnerships in Rev. Rul. 2003-92.2° Finally,
in 2008, Treasury and the IRS issued Notice 2008-92,”! which
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announced, among other things, that the IRS would not assert a
violation of investor control against insurance-dedicated money
market funds participating in Treasury’s temporary guarantee
program for money market funds.

In Rev. Rul. 2003-91, which was at issue in Webber, the IRS pro-
vided a “safe harbor” for taxpayers. The IRS concluded that the
insurance company would be treated as the owner of the assets
in the separate account provided the insurance company and its
investment manager made all investment decisions regarding
those assets. The policyholder could not select or recommend
particular investments for the subaccounts; the policyholder
could not communicate directly or indirectly with any invest-
ment officer; there could be no arrangement, plan, contract or
agreement between the policyholder and the insurance compa-
ny or investment manager regarding the investment strategy.”
Drawing on the Clifford decision, Rev. Rul. 2003-91 makes it
clear that the determination of whether an arrangement involves
investor control depends on all the facts and circumstances.

THE WEBBER CASE
A: The Entities

It is against the backdrop of this 40-year history that the Webber
case arose. Jeffrey T. Webber was a venture-capital investor and
private-equity fund manager. He founded and managed a series
of private-equity partnerships that provided “seed capital” to
startup companies. Separately, he provided consulting services
to startup ventures through his own firm, which was usually
the managing director or the general partner of venture-capital
partnerships. Mr. Webber retained the authority to make invest-
ment decisions for the partnerships. He invested in and served
on the boards of 24 companies at various times prior to Dec. 31,

2007.

Mr. Webber hired a personal accountant and an attorney for his
estate planning. In 1999, the attorney suggested a tax-minimi-
zation strategy through the purchase of private placement life
insurance policies from Lighthouse, a Cayman Islands life insur-
ance company. The policies would be held in a grantor trust and
the attorney and the Alaska Trust Co. would act as co-trustees,
although Mr. Webber could remove or replace the trustees at
any time. The trust beneficiaries included Mr. Webber’s family,
and Mr. Webber was named as a discretionary beneficiary. The
trust purchased two flexible premium variable life insurance pol-
icies from Lighthouse.

At the request of Mr. Webber, the first trust was dissolved and all
the assets were moved to a Bahamian grantor trust in 2003. The
Bahamian grantor trust was listed as the nominal owner of the
two policies until Mr. Webber decided to move the trust assets
back to a domestic grantor trust. Thus, the Bahamian trust was
the nominal owner of the policies in 2006 and 2007, the tax years

D

atissue. Mr. Webber was the grantor and treated as the owner of
the Bahamian Trust for federal income tax purposes.

B: The Policies

The policies insured the lives of two of Mr. Webber’s rela-
tives: the stepgrandmother of Mr. Webber’s then wife and his
aunt. Each policy had a minimum guaranteed death benefit of
$2,720,000, which was payable in all events so long as the policy
remained in force. Each policy required Lighthouse to establish
a separate account pursuant to the Cayman Islands Insurance
Law. Lighthouse transferred most of the mortality risk premium
to Hannover Re. The parties agreed that the policies met the
requirements of section 7702 and were modified endowment
contracts (MECs) within the meaning of section 7702A.2

The premium, less annual administrative and mortality charges,
was allocated to separate accounts. If the assets in the separate
account were insufficient to defray each year’s mortality and ad-
ministrative charges, the policyholder had to make an additional
premium payment; otherwise, the policy would lapse. Upon the
insured’s death, the beneficiary would receive the greater of the
minimum guaranteed death benefit or the value of the separate
account. Also, the policies permitted the policyholder to add ad-
ditional premiums if necessary, and the Alaska Trust made an
additional premium payment of $35,046 in 2000, making the
total premiums paid on the policies $735,046.

Prior to the deaths of the insureds, the policyholders had the
right to assign the policy; to use it as collateral for a loan; to
borrow against it; and to surrender it. The policies reserved the
company’s right to reject the policyholder’s request to assign it
or use it as collateral for a loan. The policies’ terms also signifi-
cantly restricted the amount of cash that the policyholder could
extract from the policies by surrender or policy loan.

C: Investment of Policy Assets

The policies stated that no one but the investment manager may
direct investments and deny the policyholder any “right to re-
quire Lighthouse to acquire a particular investment” for a sepa-
rate account. The policyholder was allowed to transmit “general
investment objectives and guidelines” and to offer specific in-
vestment recommendations to the investment manager. In 2006
and 2007, Butterfield Private Bank and Experta Trust Co. served
as the investment managers (“Investment Manager”) of the
separate account. Lighthouse was required to perform “know-
your-client” due diligence, to avoid violating certain laws and
to ensure that the investments met the diversification require-
ments of section 817(h). No records existed showing Lighthouse
or the Investment Manager performed independent research or
meaningful due diligence with respect to any of Mr. Webber’s
investment directives.



Lighthouse established several companies to hold the invest-
ments in the separate accounts, including Boiler Riffle Invest-
ments, Ltd. (“Boiler Riffle”), a Bahamian company. These in-
vestment funds were owned by Lighthouse but not available to
the general public or to any other Lighthouse policyholder.

Mr. Webber’s attorney explained to Mr. Webber that it was im-
portant for tax reasons that Mr. Webber not appear to exercise
any control over the investments by Lighthouse, and he instruct-
ed Mr. Webber not to communicate directly with Lighthouse or
the Investment Manager. Instead, Mr. Webber communicated
with Lighthouse or the Investment Manager through his attor-
ney or his accountant. There were more than 70,000 emails doc-
umenting this communication.

During the years at issue, most of Mr. Webber’s investment ob-
jectives for the policies were effectuated through a special-pur-
pose entity (SPE). Mr. Webber offered, via his attorney or ac-
countant, “recommendations” about assets in which the SPE
should invest. According to the facts presented in the case, every
investment the SPE made was an investment that Mr. Webber
had recommended and virtually every security the SPE held was
issued by a company in which Mr. Webber had a personal finan-
cial interest.

Mr. Webber’s attorney was aware of the Investor Control Doc-
trine, but concluded that it would not apply because Mr. Webber
would not be in “constructive receipt” of the assets held in the
separate accounts.

D: The IRS Challenge

The IRS examined Mr. Webber’s 2006 and 2007 federal income
tax returns. The IRS requested to interview Mr. Webber’s ac-
countant and issued a summons, but Mr. Webber’s attorneys
moved to quash the summons. The IRS eventually interviewed
the accountant and concluded that the Lighthouse structure was
a “sham”; that the SPE was a Controlled Foreign Corporation
(CFC) whose income was taxable to Mr. Webber under section
951 through the Bahamian trust; and that Mr. Webber was sub-
ject to tax on the income that the SPE derived from the invest-
ments it held for the policies’ separate accounts, because Mr.
Webber was deemed to own the assets in the separate accounts
under the Investor Control Doctrine. The IRS issued Mr. Web-
ber a notice of deficiency, and he sought review in the Tax Court.

TAX COURT’S OPINION

The Tax Court, in a lengthy and detailed opinion, agreed with
the IRS that the arrangement among Mr. Webber, the Bahami-
an trust, Lighthouse and the Investment Manager violated the
Investor Control Doctrine. In so doing, the Court considered
a number of challenges from Mr. Webber, each of which may
factor into subsequent application of, and challenges to, the
Investor Control Doctrine.

A: Burden of Proof

When contesting the determinations set forth in a notice of
deficiency, a taxpayer bears the initial burden of proof. If the
taxpayer produces “credible evidence with respect to any factu-
al issue,” the burden of proof will shift to the Commissioner if
certain conditions are met. According to Higbee v. Commissioner,
“credible evidence is the quality of evidence which, after critical
analysis, the court would find sufficient upon which to base a
decision on the issue if no contrary evidence were submitted.”
The Court stated that the taxpayer must have “cooperated with
reasonable requests by the Secretary for witnesses, information,
documents, meetings, and interviews” to qualify for a shift in the
burden of proof.

The Tax Court held the burden of proof remained on Mr. Web-
ber because he failed to “cooperate with reasonable requests by
the Secretary for witnesses, * * *, meetings, and interviews.””
The court found Mr. Webber did not introduce “credible evi-
dence” on the central factual issues in this case because he did
not fully cooperate with the IRS’ discovery requests by rejecting
the request to interview his accountant. The IRS had to issue the
summons, and Mr. Webber’s attorneys moved to quash it. Thus,
the Court held that Mr. Webber failed to cooperate with reason-

able requests by the Secretary and burden of proof remained on
Mr. Webber.

While this may appear to be a mere procedural matter in this
case, it does present an interesting question. As a result of this
ruling, Mr. Webber is put in the position of having to prove a
negative—that he exerted no control over the investments made
to support the life insurance policies. The Court goes to great
lengths in this case to provide evidence of the control that Mr.
Webber did, in fact, exert over the Investment Manager and oth-
er parties to the transaction. It is interesting to ask, however,
whether the IRS would have had an easy time proving the exis-
tence of investor control if the burden had been with the IRS.

In this case, the Tax Court believed the facts demonstrated fairly
conclusively that Mr. Webber was calling the shots when it came
to the investments supporting the variable policies. We are left
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to wonder how the Court might have ruled in a less clear-cut case.
What if there is less overwhelming evidence? What if the Invest-
ment Manager did exercise some independence? If the taxpayer
has the burden of proof, it may still be challenging to demonstrate
the negative—that no investor control exists. But if the burden
is on the government instead—because the taxpayer was coop-
erative and succeeded in shifting the burden to the government
—what facts are required to demonstrate that the policyholder
was exerting control? Are a few emails enough? In this case, this
procedural matter may not have altered the outcome, but who
bears the burden of proof in a future case may be a much more
important matter and could affect the outcome of the case.

B: The Investor Control Doctrine

Having determined that Mr. Webber bore the burden of proof
in this case, the Court then turned its attention to the core is-
sue—whether, under application of the Investor Control Doc-
trine, Mr. Webber, and not Lighthouse, would be treated as the
owner of the assets supporting the life insurance policies for
federal income tax purposes. The Court looked to the history
of the doctrine and laid out those facts that, in the Court’s view,
demonstrated the presence of investor control. According to
the Court, the power to direct what specific investments will
be held in the separate account would be the core “incidents of
ownership” in determining the true owner of the assets in those
accounts for federal tax purposes. For policyholders not to be
treated as owners, control over individual investment decisions
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must not be in the hands of the policyholders. Other factors of
“incidents of ownership” include the powers to vote securities in
the separate account; to exercise other rights or options relative
to the investments; to extract money from the account; and to
derive “effective benefit” from the underlying assets.

Mr. Webber challenged the Court’s deference to the published
guidance of the IRS and Treasury Department, in particular Rev.
Rul. 2003-91. While it is not customary for a court to defer to a
revenue ruling, the Tax Court held that deference in this case was
appropriate because the investor control rulings reflected a con-
sistent and well-grounded process of development of the doctrine
over more than 40 years and was based in judicial precedent.?’ In
rejecting Mr. Webber’s challenge, the Court relied on Skidmore v.
Swift & Co.,”® which found that deference was appropriate when
the length of time an agency held specific views suggested that
the position had been given careful consideration. The Court also
relied on Christoffersen v. United States® to justify its deference
to Skidmore. In Christoffersen, the taxpayers purchased a variable
annuity supported by a separate account from a life insurance
company. The Court of Appeals for the Eighth Circuit held that,
although the taxpayers had surrendered a few ownership rights,
the taxpayers were still the beneficial owners of the investment
funds. From the Court’s view, the payment of annuity premiums,
management fees and the limitation of withdrawals to cash, rather
than shares, did not reflect a lack of ownership or control. The
Court made clear that Inv. Annuity, Inc. v. Blumenthal,*® which held
Revenue Ruling 77-85 invalid, could not apply here, because it
was reversed due to the District Court’s lack of jurisdiction.

Again, a different ruling on a procedural matter, in this case def-
erence to IRS published guidance, might have produced a differ-
ent outcome. 'To be sure, the Court goes to great lengths to lay
out all the evidence that Mr. Webber was controlling the invest-
ment decisions affecting the policies. Furthermore, even without
deferring to Rev. Rul. 2003-91, the Court could have construct-
ed similar reasoning from judicial precedent; the Court’s job was
made easier by the IRS and Treasury’s continued application and
development of the Investor Control Doctrine. If the IRS had
issued Rev. Rul. 77-85 and never revisited the Investor Control
Doctrine, the outcome might have been different. But the In-
vestor Control Doctrine was not a dusty relic of a 40-year-old
revenue ruling; the IRS had continued to apply the doctrine,
courts had considered its application, and even Mr. Webber and
his legal team thought the doctrine viable enough that they de-
termined that communication directly between Mr. Webber and
the Investment Manager would violate the doctrine.

C: Ownership of the Separate Account Assets

The Court agreed with the IRS that Mr. Webber, under the In-
vestor Control Doctrine, should be treated as the owner of the



investments in the separate accounts for federal income tax pur-
poses. In reaching this conclusion, the Court considered wheth-
er he retained significant incidents of ownership and the actual
level of control over investment that Mr. Webber exercised. The
Court held Mr. Webber enjoyed significant incidents of ownership
and all dividends, interest, capital gains, and other income re-
ceived by the separate accounts during tax years were includible
in his gross income under section 61.

Mr. Webber had the power to direct investments for the separate
accounts by instructing the Investment Manager to buy, sell and
exchange securities and other assets in which Mr. Webber wished
to invest. All the facts presented in the opinion demonstrated
that the Investment Manager merely followed Mr. Webber’ rec-
ommendations. Virtually every security Boiler Riffle’s separate
account held (apart from certain brokerage funds) was issued by
a startup company in which Mr. Webber had a personal financial
interest. Mr. Webber recommended every investment the In-
vestment Manager made. According to the Court, Mr. Webber
produced no evidence establishing that either Lighthouse or the
investment manager engaged in independent research or mean-
ingful due diligence. Mr. Webber often negotiated a deal directly
with a third party, and then recommended the Investment Man-
ager implement the deal. In sum, Mr. Webber actively managed
the assets in the separate accounts by directing the Investment
Manager to buy, sell and exchange securities and other property
as he wished.

Mr. Webber also had the power to vote shares and exercise oth-
er options by dictating what actions the Investment Manager
would take with respect to its ongoing investments. The Court
found that he repeatedly directed what actions the separate ac-
count should take in its capacity as a shareholder of the startup
companies in which he was interested.

In addition, Mr. Webber had numerous ways to extract cash
from the separate accounts. The terms of each policy permit-
ted the policyholder to assign it; to use it as collateral for a
loan; to borrow against it; and to surrender it. Mr. Webber
contended that this case should be distinguished from Christ-
offersen, since there was a restriction on the amount he could
extract. The Court held the restriction was trivial, however,
and found Mr. Webber could, and did, extract cash from the
separate accounts by various ways—for example, by selling
assets to the separate accounts. According to the Court, he
could extract cash at will.

Mr. Webber also had the power to derive other benefits. He used
the separate accounts to finance investments that may have been
a source of personal pleasure. He regularly used the separate
accounts synergistically to bolster his other positions, by using
the accounts as a source of investment funds.

My. Webber’s Counterclaims

Mr. Webber contended that he should not be taxed on the
income realized by the separate account during 2006-2007
because he was not in “constructive receipt” of this income.
According to Mr. Webber, he faced a substantial limitation or
restriction on access to the income because he could enjoy ac-
tual receipt of that income only by surrendering the policies
for their cash surrender value. The Court found, however, that
the constructive receipt doctrine could not apply in this case,
because that doctrine addressed a different problem from the
Investor Control Doctrine. Also, if Mr. Webber were treated as
the real owner, he would be treated as having actually received
what the separate accounts actually received, so “constructive
receipt” was not necessary. Stated another way, application of
the Investor Control Doctrine trumps, or reverses, the con-
structive receipt analysis.

Mr. Webber also argued that the Investor Control Doctrine
should not apply to life insurance contracts, because revenue
rulings regarding this doctrine addressed variable annuity con-
tracts. Although Rev. Ruls. 2003-91 and 2003-92 applied the
doctrine to segregated asset accounts supporting variable life
insurance contracts, Mr. Webber contended those rulings were
not thoroughly considered as to the application of investor con-
trol to life insurance. The Court disagreed. The Court held that
the statutory language in section 817(d)(2) fully supported the
IRS’ position that variable life insurance and variable annuities
should be treated similarly.

Mr. Webber also contended the Investor Control Doctrine
should not apply in this case because the risk was shifted by pur-
chasing the insurance products from Lighthouse. In his view,
the doctrine should apply only when the policyholder occupied
essentially the same position that he would have occupied if he
had purchased the assets in the separate account directly. The
Court concluded that the existence of insurance risk alone did
not make Lighthouse the owner of the assets. Moreover, Light-
house was reinsured by Hannover Re and the remaining risk
was actually quite small. The Court also emphasized that, when
the existing mortality risk was fully compensated by mortality
risk charges paid by the policyholder, the insurer’s obligation to
pay a minimum death benefit does not determine who owns the
separate account assets.

Mr. Webber argued that the Investor Control Doctrine could not
apply to an insurance policy that satisfies the statutory definition
under section 7702. The Court again rejected this contention, as
the fact the policies constitute “life insurance contracts” under
section 7702(a) did not determine the owner of the separate ac-
count assets for tax purposes. Alternatively, Mr. Webber argued
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that, if the Investor Control Doctrine applied to treat him as the
owner of the separate account assets, the tax results should be
dictated by section 7702(g), which defined the “income of the
contract” as “the increase in the net surrender value,” plus “the
cost of life insurance protection provided,” minus “the premi-
ums paid.” The Court disagreed with this counterargument, as
section 7702(g) only applied when the life insurance contract
failed to meet the requirements under section 7702(a).

Finally, Mr. Webber contended section 817(h) would supersede
the Investor Control Doctrine. The Court again disagreed. The
Court pointed out that Congress expressed no intention to dis-
place the Investor Control Doctrine. In section 817(h), Congress
directed the Commissioner to promulgate standards for deter-
mining when investments in a segregated account, though actu-
ally selected by an insurance company, are made at the direction
of the investor. According to the Court, it would be contrary
to congressional intent if section 817(h) disabled the Investor
Control Doctrine. The Court made clear that the enactment of
section 817(h) did not displace the investor doctrine principles.

D: Accuracy-Related Penalty

Interestingly, after a lengthy opinion demonstrating all the dif-
ferent ways that Mr. Webber, with the aid of his attorney and
accountant, exercised control over the assets supporting his vari-
able life insurance policies, the Court declined to uphold the ac-
curacy-related penalty the IRS imposed on Mr. Webber. Section
6662 imposes a 20 percent accuracy-related penalty upon the
portion of any underpayment of tax that is attributable (among
other things) to a substantial understatement of income tax. For
the section 6662 penalty, the Commissioner bears the burden
of production. If the Commissioner satisfies this burden, the
taxpayer then bears the ultimate burden of production. If it is
shown that the taxpayer acted in good faith, the penalty will not
be imposed. A taxpayer can demonstrate reasonable cause and
good faith by showing reliance on professional tax advice.

In this case, the Court held that Mr. Webber’s reliance on his at-
torney’s advice was reasonable, so he was not liable for the accu-
racy-related penalty. According to the court, the attorney was a
competent tax adviser. He reviewed several opinion letters con-
cerning the Investor Control Doctrine, which concluded that
the Lighthouse policies would comply with U.S. tax laws and
avoid application of the doctrine. By informing Mr. Webber that
he concurred in these opinions, the attorney provided profes-
sional tax service to Mr. Webber and Mr. Webber relied on this
advice in good faith. In addition, the fact that Mr. Webber did
not attempt to hide his estate plan from the IRS also supported
his testimony that he believed the strategy would successfully
withstand the IRS scrutiny.

D

DISCUSSION

The Tax Court’s analysis in Webber is detailed and thorough, and
few could argue that it reaches the wrong conclusion. Practi-
tioners, including Mr. Webber’s attorney, have continued to
consider the Investor Control Doctrine a viable and important
consideration when establishing and maintaining variable life
insurance or annuity arrangements, especially in the private
placement market. Adding the reasoning of Webber to the IRS
guidance, especially the most recent statement in Rev. Ruls.
2003-91 and 2003-92, offers taxpayers some valuable guidance
of what to do, and perhaps more importantly, what not to do.

Significant questions remain, however, and if Webber provides
any lasting assistance to taxpayers considering purchasing a vari-
able product, it is that it strongly reinforces the intensely factual
nature of the investor control analysis. The timing of the Web-
ber decision is important because private placement life insur-
ance and annuity contracts are increasingly being purchased by
high net worth individuals and arrangements are being used in a
number of tax-planning arrangements. Similarly, private equity
and other alternative investment firms are establishing insur-
ance-dedicated funds that mirror publicly available investments
they manage—commonly referred to as clone funds. Anyone
contemplating entering into such an arrangement should care-
fully consider the Investor Control Doctrine and its application
to the particular arrangement under consideration.

The Investor Control Doctrine applies at the time an arrange-
ment is established as well as throughout the life span of the
arrangement. There is no such thing as a “foot fault” or a cor-
rection option as there is in the diversification rules of section
817(h). Once a transaction fails investor control, it is essentially
“game over.” But given the factual nature of the analysis, there
is little certainty for taxpayers, except that transactions fitting
within the IRS guidance are probably sound and transactions
resembling Webber are probably in trouble.

There are some clues to the facts that tend to demonstrate in-
vestor control and facts that tend to demonstrate a lack of con-
trol. For example, the relationships of the various parties to the
transaction are important. If the policyholder is in a position to
exert control over the insurance company, the investment advis-
er or any other party to the transaction in such a way that a party
is likely to act at the policyholder’s behest and not independent-
ly, there may be an investor control problem.

As the IRS guidance points out, communications between the
policyholder and any of the parties involved in making invest-
ment decisions should be viewed carefully for influence or
control. But left unaddressed is what type of communication,
if any, is not a problem. What about sharing the name of the in-
vestment manager, past performance of a fund, and information
on significant holdings of a fund? Does this rise to the level of



establishing the type of pre-arranged plan to invest in specific
investments that Rev. Rul. 2003-91 was concerned with? How
general must the description of the investment strategy of a fund
or investment option be to satisfy investor control? What about
proprietary investment formulas?

The relationship between the purchaser of a policy and the in-
surance company or investment manager must also be monitored.
It is increasingly common that investment managers establish
an insurance-dedicated fund that is a clone of a popular invest-
ment vehicle. The IRS has indicated that clone funds are suf-
ficiently different from the publicly available fund, because of
different cash flows and the need to comply with the diversifica-
tion requirements, that these funds will not generally be viewed
as publicly available?! But how should we view a transaction
in which an existing customer of the fund manager decides to
switch part of the investment from the public option to the in-
surance-dedicated fund through the purchase of a variable con-
tract? Is it possible to construct sufficient communication walls
between the client’s general investments and the activities of the
insurance-dedicated fund to avoid the appearance of investor
control? Does the size of the organization matter? Can a house-
hold name investment management company succeed in creating
the appropriate safeguards where boutique firms cannot?

Clearly, Webber is not the last word in the Investor Control Doctrine.
It provides additional guideposts for taxpayers. In many ways,
it, along with Rev. Rul. 2003-91, helps focus the discussion and
analysis on the facts that are likely to be most heavily weighed;
e.g., the relationships between the parties and the communica-
tions between them. At the end of the day, however, taxpayers
entering into variable contract private placement arrangements
and organizations looking to establish insurance-dedicated
funds could need more guidance from the IRS to be certain that
their transaction will survive an investor control challenge. Until
then, we are left with the tax version of Justice Stewart’s famous
standard—we know it when we see it. H
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IRS Applies Strict Reading
of Section 72(s)

By Mark E. Griffin and Alison R. Peak

PLR 201532026 (April 23, 2015) (or the “Ruling”) applying

the after-death distribution rules for nonqualified annuity
contracts under section 72(s)" to a non-spouse beneficiary (“Tax-
payer”) under two nonqualified deferred annuity contracts.’
Even though Taxpayer requested to receive her interest in the
contracts over her life expectancy, the requested distributions
did not actually begin within one year after the holder’s death as
required by the “life expectancy rule” under section 72(s)(2) (de-
scribed below) because of delays related to another individual’s
competing claim to the proceeds of the contracts. Accordingly,
the IRS concluded that Taxpayer’ interests in the contracts must
be distributed within five years of the contract holder’s death
under section 72(s)(1)(B) (the “five-year rule”). This Ruling
appears to be the first private letter ruling addressing the con-
sequences of failing to begin distributions from a nonqualified
annuity contract under the life expectancy rule within one year
after the holder’ death.

I n August 2015, the Internal Revenue Service (IRS) released

Set forth below is a discussion of the rules and background of
section 72(s), followed by a discussion of the Ruling. In addition,
this article considers whether the IRS might have reached a dif-
ferent conclusion in the Ruling if (1) the requested distributions
actually commenced within one year of the contract holder’s
death, e.g., the distributions were paid into an escrow account,
(2) the required minimum distribution (RMD) rules that apply
to individual retirement arrangements (IRAs), section 403(b)
plans, and qualified retirement plans (collectively, “qualified ar-
rangements”) could be applied, or (3) the facts and circumstanc-
es could cause a taxpayer to be in constructive receipt of the
missed payments under the life expectancy rule.

SECTION 72(s) IN GENERAL

Section 72(s) provides that, with certain exceptions, a nonqual-
ified annuity contract will not be treated as an annuity contract
for federal income tax purposes unless it provides certain distri-
bution requirements that apply after the death of any “holder” of
the contract. These requirements differ depending on whether
a holder dies before the “annuity starting date” or dies on or
after that date.
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Specifically, if a holder dies on or after the annuity starting date,
any remaining interest must be distributed at least as rapidly as
under the method of distributions being used as of the date of
his death.* If a holder dies before the annuity starting date (as
under the facts in the Ruling), the entire interest in the contract
must be distributed within five years after the death of the hold-
er (i.e., under the five-year rule). However, section 72(s)(2) sets
forth an exception (the life expectancy rule) under which any
portion of the holder’ interest may be distributed over the life
of the “designated beneficiary,” or over a period not extending
beyond the designated beneficiary’s life expectancy, if “such dis-
tributions begin not later than 1 year after the date of the hold-
er’s death or such later date as the Secretary may by regulations
prescribe.” The regulations under section 72 do not address the
after-death distribution rules in section 72(s).

Section 72(s) also includes several special rules and exceptions
not relevant to the Ruling. In particular, section 72(s)(3) pro-
vides generally that if the designated beneficiary is the holder’s
surviving spouse, the surviving spouse is treated as the holder of
the contract, thereby allowing the surviving spouse to continue
the contract as his or her own contract. This spousal continua-
tion delays the application of the after-death distribution rules
until after the death of the surviving spouse.® In addition, section
72(s)(6) and (7) provide that if the contract holder is not an in-
dividual, the “primary annuitant” is treated as the holder of the
contract, and the death or change of the primary annuitant is
treated as the death of the holder that triggers the after-death
distribution requirements. Also, section 72(s)(5) provides gen-
erally that the after-death distribution rules do not apply to
an annuity contract that (1) is issued as or in connection with
a qualified arrangement, which is subject to the RMD rules in
section 401(a)(9), or (2) is a “qualified funding asset” under rules
for structured settlements in section 130(d).

THE LEGISLATIVE HISTORY OF SECTION 72(s)

Section 72(s) was added to the Code as part of the Deficit Re-
duction Act of 1984 to prevent continued deferral of the “inside
build-up” under annuity contracts after the death of a contract
holder.® Prior to enactment of section 72(s), no income was rec-
ognized to the recipient of an annuity by reason of the death
of the contract owner. Rather, the income accumulated in the
contract was includible in gross income only when the bene-
ficiary chose to take distributions from the contract. Congress
concluded that the continued deferral of tax on the income in
an annuity contract should not be allowed when the annuity
contract is passed to another generation (other than a spouse).
Congress enacted section 72(s) as a means to address this post-
death tax deferral.

Under the initial version of section 72(s) that was passed by the
House of Representatives in 1984, the entire amount of the gain



in the contract as of the contract holder’s death would have been

includible in the holder’s gross income, and the investment in
the contract would have been increased by that amount. This
approach effectively would have reversed the income in respect
of a decedent rule that applied at that time (under which a tax-
payer who inherited the right to income stood in the shoes of the
decedent and included the amount in income when received) by
shifting the tax on the income accumulated in a deferred annuity
from the surviving beneficiary to the decedent contract holder.’

The House approach was rejected by the Senate,'”and Congress
ultimately adopted the approach reflected in the current statute.
It appears Congress did not want to shift the income tax burden
to the estate of the deceased owner and to overturn the rules
applicable at that time to beneficiaries of annuity contracts.!!
Congress instead modified the rules to generally conform them
to those applicable to qualified arrangements.”” In this regard,
Congress had indicated that deferral of tax on the investment
income of annuities is justified by the retirement savings pur-
pose of annuities.

THE FACTS OF PLR 201532026

The deceased individual in PLR 201532026 owned two non-
qualified deferred annuity contracts, each issued by a different
insurance company. The individual died prior to the annuity
starting date for each contract. Taxpayer was named a partial,
non-spouse beneficiary under each of the contracts. Taxpayer
received forms from each company setting forth distribution
options, and she elected a ten-year payout option of her benefi-
ciary share of each contract. The Ruling indicates that Taxpayer
provided the election forms to each company within one year of
the owner’s death. Hence, if the requested distributions under
the ten-year payout option had timely commenced, they would
have been made in accordance with the life expectancy rule.

Unfortunately for Taxpayer, Individual B asserted a competing
claim to the proceeds of the contracts. Individual B’s counsel
wrote letters to the two companies requesting that they defer
distributions pending the conclusion of the legal dispute regard-
ing the beneficiaries. As a result of these letters, the companies
froze the distributions from the contracts before any distribu-
tions were made to Taxpayer.

Individual B eventually released any claim to the proceeds of the
contracts. However, this release occurred more than a year af-
ter the contract owner’s death. The companies took the position
that since distributions under the contracts had not begun with-
in one year of the contract holder’s death, as required under the
life expectancy rule, Taxpayer’s interests in the contracts could
not be distributed under that rule, and thus could not be distrib-
uted as Taxpayer requested under the ten-year payout option.
Rather, the companies reasoned, section 72 requires that the
entire proceeds payable to Taxpayer must be distributed within
five years after the owner’s death.

The IRS agreed with the companies’ determination that the
proceeds payable to Taxpayer must be distributed under the
five-year rule, notwithstanding Taxpayer’s timely election to be-
gin receiving distributions under the ten-year payout option in
accordance with the life expectancy rule. The IRS noted that
section 72(s)(2)(C) fixes the time by which distributions under
the life expectancy rule must begin to a date that is “not later
than 1 year after the date of the holder’s death or such later date
as the Secretary may by regulations prescribe.” Based on a strict
reading of this section, the IRS reasoned that since this distri-
bution commencement date under the life expectancy rule has
not been extended under regulations, and the companies did not
actually begin making distributions to Taxpayer until more than
a year after the contract owner’s death, the entire proceeds of
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the contracts had to be paid out within five years of the owner’s
death, i.e., under the five-year rule.

THOUGHTS AND OBSERVATIONS

Query whether there might be facts or theories not expressed
in the Ruling on which the IRS could have reached a different
conclusion.

Actual commencement of payments. For instance, it is possible that
the IRS would have permitted distributions to be made to Tax-
payer under the ten-year payout option, in accordance with the
life expectancy rule, if the companies actually began making the
requested distributions within one year of the contract holder’s
death. In light of the uncertainty about who was entitled to the
proceeds of the contracts, it is understandable that the companies
would not want to make any distributions to Taxpayer. This ex-

plains why the companies did not honor Taxpayer’s election of the
ten-year payout option and froze distributions from the contracts.

However, Taxpayer and Individual B could have directed the
companies to pay the requested distributions into an escrow ac-
count pending the resolution of Individual B’s competing claim.
If so, perhaps the actual payment of such amounts from the con-
tracts (albeit into the escrow account rather than to Taxpayer)
could have been sufficient to satisfy the requirement under the
life expectancy rule that distributions commence within one
year of the holder’s death. Even so, this approach might not have
presented a clean resolution of the matter because the use of
an escrow account would have raised other issues. For exam-
ple, there would be questions about the proper tax treatment of
the distributions transferred to the escrow account, including
whether such amounts need to be tax reported in order for the
distributions to satisfy the life expectancy rule and to whom they
should be reported. In addition, the tax treatment of the amounts
held in the escrow account pending the resolution of Individual
B’s competing claim would be uncertain, including how to tax
report the interest that would be paid on such account.
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Contrasting the RMD rules. As noted above, the Treasury Depart-
ment and the IRS have not published regulations interpreting the
life expectancy rule under section 72(s). This is in contrast to the
after-death distribution rules applicable to qualified arrangements,
where the IRS and Treasury have published extensive regulations
interpreting these requirements. In this regard, the five-year rule
and life expectancy rule that apply under section 72(s) have their
counterparts in section 401(a)(9)(B)(ii) and (iii), respectively.

In particular, section 401(a)(9)(B)(ii) (i.e., the RMD counterpart
to the five-year rule) provides that if an employee dies before the
required beginning date, any remaining interest must be distrib-
uted within five years after the employee’s death. Section 401(a)
(9)(B)(iii) (i.e., the RMD counterpart to the life expectancy rule)
provides an exception to this five-year rule for qualified arrange-
ments under which a portion of the employee’s interest may be
distributed over the life of a “designated beneficiary,”'*
period not extending beyond the designated beneficiary’s life ex-
pectancy, if “such distributions begin not later than 1 year after
the date of the holder’s death or such later date as the Secretary
may by regulations prescribe.” For ease of discussion, we will
also refer to the RMD counterparts of these rules simply as the
five-year rule and life expectancy rule.”

or over a

The RMD regulations have fairly comprehensive rules inter-
preting the after-death distribution requirements in section
401(a)(9), including rules relating to elections that may be made
and default rules that apply in the absence of an election. For
example, under Treas. Reg. section 1.401(2)(9)-3, Q&A-4, a
qualified arrangement may permit the employee (or beneficiary)
to elect whether the five-year rule or the life expectancy rule
applies to distributions after the death of an employee who has a
designated beneficiary. The regulations provide that the election
must be made no later than the earlier of the end of the calendar
year in which distribution would be required to commence in
order to satisfy the requirements for the life expectancy rule or
the end of the calendar year that contains the fifth anniversary of
the date of death of the employee. As of the last date the election
may be made, the election must be irrevocable with respect to
the beneficiary (and all subsequent beneficiaries) and must apply
to all subsequent calendar years. In addition, the plan may also
specify a default method of distribution that applies if neither
the employee nor the beneficiary makes the election. If neither
the employee nor the beneficiary elects a method and the plan
does not specify which method applies, distribution must be
made in accordance with the life expectancy rule if there is a
designated beneficiary and the five-year rule if there is no des-

ignated beneficiary.

The following discusses several private letter rulings in which
the IRS considered whether the five-year rule or life expectan-



cy rule applies when distributions of a designated beneficiary’s
interest in a qualified arrangement do not actually commence
within the year following the employee’s death as required un-
der the life expectancy rule for qualified arrangements. In mak-
ing this determination, the IRS generally looked to see whether
an election had been made or whether the terms of the qualified
arrangement defaulted to the five-year rule or life expectancy
rule. Where the life expectancy rule was the default distribution
method, the IRS permitted distributions to be made under that
rule, notwithstanding that such distributions did not actually be-
gin within the one-year period required under that rule.

e In PLR 201417027 (Jan. 30, 2014) the IRS addressed the
failure of distributions to commence within one year of an
employee’s death. The case involved two daughters of a de-
ceased participant of a profit sharing plan (Plan D) where the
participant died prior to the required beginning date.'® As
permitted under the RMD regulations, the terms of Plan D
provide that the life expectancy rule applies as the default rule
if no election is made between the life expectancy rule and the
five-year rule.”” Due to circumstances beyond the daughters’
control, the executor of the deceased participant’s estate failed
to notify them that they were beneficiaries under the plan by
the end of the calendar year following the year of the employ-
ee’s death. Accordingly, the daughters did not timely elect a
distribution method, and thus the life expectancy rule applied
by default. As a result, the deceased parent’s interest in Plan D
will be distributed to the daughters in accordance with the life
expectancy rule over the life expectancy of the older daugh-
ter.”® In addition, the IRS concluded that the daughters were
liable for the 50 percent excise tax under section 4974 on the
missed distributions under the life expectancy rule, subject to
a possible waiver of the excise tax under section 4974(d).

e Similarly, PLR 200811028 (Dec. 21, 2007) involved an indi-
vidual (Taxpayer A) who was the sole beneficiary under two
IRAs held by Decedent B who died in 2002 prior to his re-
quired beginning date. Under the terms of the IRAs, the life
expectancy rule was the default rule, subject to the designated
beneficiary’s ability to elect to receive distributions under the
five-year rule. Taxpayer A made no election for the five-year
rule to apply with respect to either IRA. For reasons not ex-
plained in the ruling, Taxpayer A failed to take distributions
under the life expectancy rule for 2003 and 2004. The RMDs
for 2003, 2004 and 2005 were taken in the aggregate in 2005.
Taxpayer A later paid the 50 percent excise tax under section
4974 for failing to timely receive the RMDs determined un-
der the life expectancy rule for 2003 and 2004. The IRS con-
cluded that the life expectancy rule applied to distributions
from both IRAs.

¢ In contrast, PLR 9812034 (Dec. 22, 1997) involved an IRA
owner who died prior to her required beginning date. For
almost four years after her death, her brother (Taxpayer A)
was unaware that he was the designated beneficiary of the
IRA. Taxpayer A requested relief to receive his interest in
the IRA under the life expectancy rule in section 401(a)(9).
The IRS reasoned that the time a non-spouse beneficiary, like
Taxpayer A, must begin to receive a distribution “is expressly
fixed by the terms of the IRA.” Under the IRA in this case,
distributions would be made under the five-year rule unless
the designated beneficiary elected, by Dec. 31 of the year fol-
lowing the year of the owner’s death, to apply the life expec-
tancy rule. The IRS concluded that since Taxpayer A failed
to timely elect the life expectancy rule, the entire remaining
interest in the IRA was required to be distributed under the
five-year rule.

It is interesting to note that in PLR 201417027 and PLR
9812034, discussed above, the IRS refused to extend the time
by which distributions must begin under the life expectancy rule
beyond the one-year period expressed in the rule. The taxpayers
requested that the IRS extend this one-year period under the
IRS’ authority in Treas. Reg. section 301.9100-1 to grant a tax-
payer a reasonable extension of the time fixed by a regulation,
revenue ruling, revenue procedure, notice or announcement
published in the Internal Revenue Bulletin for the making of
certain elections or applications for relief. The IRS explained
that although a designated beneficiary may elect to determine
whether to apply the five-year rule or life expectancy rule, the
date by which distributions must commence under the life ex-
pectancy rule is fixed by the Code and may not be extended by
operation of Treas. Reg. section 301.9100-1. Hence, even where
the IRS concluded in PLR 201417027 that the life expectancy
rule applied, the distributions were required to begin within one
year of the employee’s death and thus the 50 percent excise tax
(unless waived) applied to the missed payments.
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As noted above, the after-death distribution rules set forth in
section 72(s) are intended to conform to the similar after-death
distribution requirements set forth in the RMD rules for quali-
fied arrangements. However, because Treasury and IRS have not
published regulations interpreting section 72(s), it is not clear
whether a taxpayer could rely on the regulations under section
401(a)(9) when interpreting how section 72(s) should apply to
distributions to beneficiaries from annuity contracts. In order
for Taxpayer to get a different result under the Ruling, the IRS
would have had to respect Taxpayer’s request as a valid elec-
tion notwithstanding the fact that distributions did not timely
begin.

Constructive receipt. Another potential argument that could be
made is that, based on the facts and circumstances, a beneficia-
ry is in constructive receipt of the missed payments under the
life expectancy rule and thus distributions could continue to be
made under that rule. For example, assume the designated ben-
eficiary elects to receive distributions under the life expectancy
rule and the issuer accepts the election but inadvertently fails
to commence making those distributions within one year of the
contract holder’s death. The issuer’s acceptance of the election
arguably gives rise to a right of the designated beneficiary under
the terms of the contract, including the terms of the election, to
receive the elected distributions in accordance with the life ex-
pectancy rule. If under the facts and circumstances the designat-
ed beneficiary is treated for federal income tax purposes as being
in constructive receipt of the elected distributions, this treat-
ment could support the view that distributions were deemed to
have begun within one year of the holder’s death, and thus that
the life expectancy rule applies even though the distributions did
not actually begin within that time."”

It appears that the IRS has applied the constructive receipt doc-
trine in the context of section 72(s) in another set of identical
rulings, i.e., PLRs 201302015 and 201302016 (July 13, 2012).%°
Those rulings addressed whether an after-death distribution
option (the “new distribution option”) to be offered to bene-
ficiaries under nonqualified annuity contracts with guaranteed
withdrawal benefit riders will satisfy section 72(s). The new
distribution option would allow a beneficiary who is not the
spouse of a deceased owner of the annuity (i.e., a “non-spouse
beneficiary”) to continue the annuity contract and the guaran-
teed withdrawal benefit rider after the owner’s death without
any withdrawals from the contract. However, the insurance
company will notify the non-spouse beneficiary who wishes to
elect the option that she will be required to include in gross
income the amount that would be includible in gross income
if she instead chose to immediately receive the death benefit
proceeds in a lump sum. In addition, the insurance company
will send the non-spouse beneficiary a Form 1099-R reporting
the amount she will be treated as receiving for tax purposes

D

and the amount that will be taxable. The rulings conclude that
the option will satisfy the requirements of section 72(s) based
on the premise that the purpose of section 72(s) is to prevent
additional tax deferral once the owner of an annuity contract

has died.

In these rulings, the IRS seems to reason that as long as the
deferral ends (within the time frame required by section 72(s)),
the requirements of section 72(s) are met irrespective of whether
any amount is actually distributed from the contract. The rulings
view tax deferral as ending because the death benefit will be in-
cluded in the non-spouse beneficiary’s income. The rulings seem
to say that the reason the death benefit is includible in the non-
spouse beneficiary’s income is because, based on the facts and
circumstances involving the election of the distribution option,
the non-spouse beneficiary is in constructive receipt of the death
benefit proceeds. Thus, treating the amounts as distributed and
reportable on a Form 1099-R would be appropriate.

Without knowing the additional facts in the Ruling, it does not
seem likely that Taxpayer would have been in constructive re-
ceipt of the payments simply by requesting the life expectancy
rule because the companies did not honor the request in light of
Individual B’s competing claim. In this regard, a mere election to
include an amount in income would not be consistent with the
constructive receipt requirements in section 451(a) and the reg-
ulations thereunder.?! However, if other facts and circumstances
are present that would cause a taxpayer to be viewed in construc-
tive receipt of the missed distribution payments, arguably the
life expectancy rule could still apply. In this regard, constructive
receipt would require the taxpayer to include the missed distri-
bution amounts in income and, thus, would end the tax deferral
associated with those payments.

CONCLUSION

The IRS strictly applied the requirement in section 72(s) that
distributions must begin within one year of the holder’s death
for the life expectancy rule to apply. Based on the limited facts
described in the Ruling, it is hard to disagree with that result.
However, there could be additional facts or theories that could
be considered, which might produce a different result. It is un-
clear whether the IRS would be receptive to these theories be-
cause no regulations or other published guidance exists inter-
preting these issues under section 72(s). In fact, as noted above,
the Ruling appears to be the first pronouncement of any kind
from the IRS addressing the consequences of failing to begin
distributions from a nonqualified deferred annuity contract un-
der the life expectancy rule within one year after the holder’s
death. W

The views expressed herein are those of the authors and do not neces-

sarily reflect the view of Davis & Harman LLP.



Mark E. Griffin is a partner with the Washington, D.C. law firm of Davis &
Harman LLP and may be reached at megriffin@davis-harman.com.

Alison R. Peak is a partner with the Washington, D.C. law firm of Davis &
Harman LLP and may be reached at arpeak@davis-harman.com.

END NOTES

I Unless otherwise indicated, the term “section” refers to a section of the Internal
Revenue Code of 1986, as amended (“Code”).

~

While private letter rulings neither constitute precedent, see section 6110(k)(3), nor
may be relied upon by taxpayers other than the taxpayer receiving the ruling, they
are widely accepted as indicating the views of the IRS National Office at the time
of issuance.

® The “annuity starting date” is defined generally as the later of (1) the date the an-
nuity obligations under the contract become fixed, and (2) the first day of the first
annuity payment interval which ends on the date of the first annuity payment. Sec-
tion 72(c)(4); Treas. Reg. section 1.72-4(b)(1).

# Section 72(s)(1)(A).

° For purposes of section 72(s), the term “designated beneficiary” is defined to mean
“any individual designated a beneficiary by the holder of the contract.” Section
72(s)(4).

o

Section 72(s)(3). A similar spousal continuation rule applies to IRAs (see section
408(d)(3) and Treas. Reg. section 1.408-8, Q&A-5) but not to other types of qualified
arrangements.

" The term “primary annuitant” is defined in section 72(s)(6)(B) to mean “the individ-
ual, the events in the life of whom are of primary importance in affecting the timing
or amount of the payout under the contract.”

8 Pub. L. No. 98-369 § 222(b) (1984) (“DEFRA"). A discussion regarding the “inside
buildup” of nonqualified annuity contracts appears in this issue of Taane Times. See
John T. Adney, “In the Beginning... How Are Nonqualified Annuities Taxed?” page 8.

¢ STAFF OF THE J. COMM. ON TAX’N, DESCRIPTION OF PROVISIONS OF S. 1992 RE-
LATING TO LIFE INSURANCE PRODUCTS AND POLICYHOLDERS, at 19 (Comm. Print
1984).

0 See H.R. 4170, 98th Cong. § 222 (as passed by Senate, May 17, 1984); S. COMM.
ON FINANCE, EXPLANATION OF PROVISIONS APPROVED BY THE COMMITTEE ON
MARCH 21, 1984, at 580-81 (Comm. Print 1984).

1 Testimony at the Senate hearings held on the version of section 72(s) included in
the House bill indicate that the life insurance industry urged the Senate to reject
the House approach because of objections to shifting the tax on the deferred gain
in the decedent’s annuity from the beneficiary to the decedent. See, e.g., Tax Treat-
ment of Life Insurance Products and Policyholders: Hearing Before S. Comm. on Fin.
on S. 1992, 98th Cong. 162.

H.R. REP.NO. 98-861, at 1077 (1984) (Conf. Rep.).

STAFF OF THE J. COMM. ON TAX'N, GENERAL EXPLANATION OF THE REVENUE PRO-
VISIONS OF THE DEFICIT REDUCTION ACT OF 1984, at 659 (Comm. Print 1984).

=

®

The term “designated beneficiary” is defined for purposes of section 401(a)(9) in the
same manner as that term is defined for purposes of section 72(s), i.e., to mean “any
individual designated a beneficiary by the holder of the contract.” Section 401(a)(9)
(E). The regulations under section 401(a)(9) expand on who is considered a desig-
nated beneficiary for purposes of that section. See Treas. Reg. section 1.401(a)(9)-4.

G

Treas. Reg. section 1.401(a)(9)-3, Q&A-3. It should be noted that unlike distribu-
tions under the life expectancy rule in section 72(s)(2), distributions under the RMD
counterpart of the life expectancy rule are permitted under the section 401(a)(9)
regulations to commence by the end of the calendar year following the calendar
year in which the employee died.

5

PLR 201417027 also involved the deceased parent’s interest in a money purchase
pension plan (Plan E). Because the document provided with respect to this plan
would require a factual determination concerning plan qualification matters under
section 401, the IRS declined to rule with respect to the daughters’ interest in Plan
E.

5

See Treas. Reg. section 1.401(a)(9)-3, Q&A-4.
See Treas. Reg. section 1.401(a)(9)-5, Q&A-T(a).

3

5}

See Treas. Reg. section 1.451-2(a) (income not actually received generally is con-
structively received by a taxpayer if it's credited to his account, set apart for him, or
otherwise made available and the taxpayer’s control of its receipt is not subject to
substantial limitations or restrictions).

3

These rulings were discussed in more detail in a prior Taune Times article. See Alison
R. Peak, Bryan W. Keene, and Joseph F. McKeever, “Applying Section 72(s) to Joint-
Life GLWBs Covering Non-Spouses,” Taxine Tives, May 2013, Vol. 9, No. 2.

2 See Treas. Reg. section 1.451-1(a).
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ACLI Update

By Pete Bautz, Mandana Parsazad and Regina Rose

BLANKS

In July, ACLI submitted comments to the National Associa-
tion of Insurance Commissioners (NAIC) PBR Review Work-
ing Group (“Working Group”) on the exposed changes to the
Annual Statement Blanks to accommodate principle-based re-
serves. The comments were focused on Exhibit 5, the Aggregate
Reserve for Life Contracts. ACLI requested the entire VM-20
reserve be reported in the Life Insurance section rather than
have the Excess of the VM-20 Deterministic/Stochastic Reserve
over the Net Premium Reserve be reported in the Miscellaneous
Reserves section. ACLI agreed that reporting of the Net Premi-
um Reserve portion should continue as a separate line in order
to allow for a clear connection between that reserve as reported
in the Life Insurance section and the “Analysis of Increase in
Reserves During the Year.”

At its November meeting, the Working Group made the chang-
es to Exhibit 5 we requested and exposed until Dec. 18 the re-
vised recommended changes. It is anticipated that if there are no
substantive changes to the exposure, the Working Group will
adopt the draft and send it to the Blanks Working Group for
implementation. This change does not need to be formally ad-
opted by the NAIC for annual statement purposes until 2017
blanks are finalized.

PBR GUIDANCE

On July 31, the 2015-2016 Internal Revenue Service (IRS) Pri-
ority Guidance Plan was updated to include life PBR. On Sept.
23, ACLI submitted a letter that thanked the IRS and Treasury
for including life PBR on the Priority Guidance Plan, welcomed
the inclusion of the treatment of stochastic reserves under sec-
tion 807 of the Internal Revenue Code, and noted it was essen-

tial that the government take a fresh look at the interim guid-
ance on Actuarial Guideline (AG) 43 in Notice 2010-29.

The letter identified three categories of issues for guidance: (1)
substantive reserve guidance, (2) product qualification guidance,
and (3) reserve transition guidance. These categories were de-
scribed briefly, and the industry requested detailed discussion
with the IRS on all guidance issues. Product qualification guid-
ance was singled out as the most time-sensitive set of issues due

to the lead time needed to design products, secure state approv-
als and design systems.

UPDATE ON TAX REFORM

ACLI staff and member company representatives met on June
5 with Ways & Means (W&M) and Joint Tax Committee (JCT)
staffs, and on July 24 with Senate Finance Committee (SFC) and
JCT staffs regarding life insurance company taxation and tax re-
form. ACLI has been pursuing ongoing dialogue with W&M,
SFC and JCT staffs on areas of interest that were identified in
the June 5 and July 24 briefings, including reserves vs. capital,
tax reserve discount rates, and a Milliman report on the tax cap-
italization of commissions.

While it remains unlikely that broad-based reform will be en-
acted before 2017, Speaker Paul Ryan and the incoming W&M
chair may pursue business and/or international tax reform before
that time, perhaps to address the growing problem of corporate
inversions. ACLI will continue to closely monitor any congres-
sional activity to best address member company interests.

VARIABLE ANNUITIES FRAMEWORK FOR CHANGE

At the 2015 NAIC Spring National Meeting, the Variable Annu-
ities Issues (E) Working Group (VAIWG) was formed and given
the charge to “oversee the NAIC’s efforts to study and address,
as appropriate, regulatory issues resulting in variable annuity
captive reinsurance transactions.”

Oliver Wyman was engaged by the NAIC to serve as a consul-
tant to assist the VAIWG in meeting their charge and, in September,
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delivered a report of observations and recommendations. The
Oliver Wyman report made five sets of recommendations for
improvement, which include: 1) Align economically focused
hedge assets with liability valuations;

2) Reform Standard Scenarios (AG43 and C3P2);
3) Align Total Asset Requirement (TAR) and reserves;

4) Revise asset admissibility for derivatives and deferred tax
assets (D'TAs); and

5) Standardize capital markets assumptions.

VAIWG adopted, by exposing a variable annuity framework,
the numerous changes proposed by Oliver Wyman in order to
encourage strong risk management within the insurance com-
panies and to remove the need to reinsure variable annuity
business to captive reinsurers. The ACLI submitted a comment
letter to VAIWG in response to the exposed framework making
recommendations for improvement.

The determination of the exact changes to the statutory ac-
counting requirements for variable annuities will be based in
large part upon a quantitative impact study (QIS) performed by
Oliver Wyman in cooperation with the companies who write
variable annuity business. The QIS will be conducted from Feb-
ruary through July 2016. The initial recommendations made by
Oliver Wyman are intended to be used as a guide in the likely
direction of the changes to the statutory requirements and in the
design of the changes that will be tested in the QIS. It is possible
that other solutions may be identified during and after the QIS
that could ultimately be incorporated into the final changes to
statutory requirements.

Tax implications will likely result from any changes to the stan-
dard scenario, hedge accounting treatment in the reserves, or
admissibility of DTAs that may emerge from the QIS and ulti-
mately be incorporated into statutory accounting requirements

by the NAIC.
PENSION DE-RISKING—ERISA ADVISORY COUNCIL

One of the ERISA Advisory Council’s (EAC) 2015 study topics
was Model Notices and Disclosures for Pension Risk Transfers.
In 2013, the EAC conducted a comprehensive study of the risk

D

transfer process, and its report included recommendations re-
garding the information needed by participants involved in risk
transfers. The 2015 EAC focused specifically on the information
that participants need to make informed decisions when faced
with lump sum risk transfers and annuity risk transfers, and best
practices for plan sponsors in communicating that information.
In August 2015, the EAC made available two “draft” model no-
tices, one for lump sum payments and one for annuity transfers.
ACLI provided comments on the annuity transfer notice, which
is intended to be provided to plan participants and beneficiaries
prior to the transfer of pension plan payment liabilities to an
insurance company. The comment letter expressed concern that
the notice will both confuse participants and cause unnecessary
anxiety about whether plan benefit payments will continue from
the insurance company selected by the employer sponsoring the
plan. Additionally, the letter questions the utility of such a no-
tice—either where there is no action that may be taken by the
participant subsequent to the transfer, or where the participant
is offered a lump sum option.

In November 2015, the EAC concluded its work and presented
the Department of Labor (DOL) with its recommendations and
proposed notices (“Lump Sum,” “Risk Transfer”). ACLI plans
to engage the DOL on our concerns with the de-risking notice
when the EAC’s report is officially submitted to the DOL.

Pete Bautz is senior vice president, Taxes & Retirement Security for the
American Council of Life Insurers and may be reached at petebautz@acli.
com.

Mandana Parsazad is vice president, Taxes & Retirement Security
for the American Council of Life Insurers and may be reached at
mandanaparsazad@acli.com.

Regina Rose is vice president, Taxes & Retirement Security and may be
reached at reginarose@acli.com.
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SUBCHAPTER L: CAN YOU BELIEVE IT?
CHANGE IN TAX STATUS OF AN INSURANCE COMPANY—IRS
ELIMINATES CATCH-22 SITUATION

By Peter H. Winslow

An insurance company is taxed as a life insurance company un-
der Part I of Subchapter L of the Internal Revenue Code (the
“Code”) only if it satisfies a reserve ratio test found in I.R.C. §
816(a). Under this test, an insurance company is taxed as a life
insurance company for its entire taxable year if the company’s
life insurance reserves plus unearned premiums and unpaid loss-
es on noncancellable life, accident or health policies exceed 50
percent of its total insurance reserves. This test is performed on
the basis of the mean of the opening and closing reserves for
the taxable year. Because of this bright-line 50 percent reserve
ratio test, insurance companies may sometimes shift tax status
from nonlife to life company status and vice versa. This most
frequently occurs for companies that issue a significant amount
of both group cancellable and individual noncancellable acci-
dent and health insurance policies.

There can be material differences in the tax treatment of several
items depending on whether the company is taxed as a nonlife
company under Part II of Subchapter L or as a life company
under Part I. To the extent the varying tax treatments result in
timing differences, it is the Internal Revenue Service’s (IRS’) po-
sition that a change in tax status will result in changes in meth-
ods of accounting for these timing differences. Why does this
matter? Before a taxpayer can implement a change in method of
accounting, I.R.C. § 446(e) requires the taxpayer to secure the
consent of the IRS. The IRS has detailed procedures for taxpay-
ers to follow to secure the IRS’ consent for a change in account-
ing, but until recently these procedures did not permit an insur-
ance company that changed its tax status to secure the necessary
IRS consent in time to file a correct tax return. This created a
classic Catch-22 situation. The Code requires the taxpayer to
change to different accounting methods when it changes insur-
ance company status, yet also precludes compliance until IRS
consent is granted, which under former IRS procedures could
be difficult to obtain in a timely manner.

Let’s take a typical example. Suppose an insurer issues both group
cancellable disability insurance and individual noncancellable disability
insurance policies. For many years, the company’s group business
was dominant, but the individual market gradually expanded to
such an extent that it became likely, but not certain, that the 50 per-
cent reserve ratio test for life company qualification would be satis-
fied for the first time. If this were to occur, the company would shift
its tax status from nonlife to life company treatment for the entire
taxable year, even though it could not make an accurate calculation
of mean reserves until after the year of the shift.”

Among other tax consequences, this situation could result in
several timing differences. The most likely would be for expe-
rience-rated refunds on the group products, loss adjustment
expenses (LAEs) and guaranty fund assessments. For life com-
panies, experience-rated refunds are treated as policyholder div-
idends and deductible when accrued under the general accrual
provisions of LR.C. § 811(a). IL.R.C. § 808(b)(1) specifically in-
cludes experience-rated refunds as policyholder dividends which
are deductible when paid or accrued during the taxable year un-
der LR.C. § 808(c). For nonlife companies, experience-rated re-
funds may be deductible before they accrue as return premiums
or policyholder dividends on a reserve basis.’

LAEs are costs that are incurred in connection with the adjust-
ment or recording of losses.* These expenses include legal ex-
penses, salaries and expenses of the claims department as well
as all other claims-related expenses whether or not specifically
allocable to particular claims. For a life company, it is the IRS’
position that these expenses are deductible when accrued under
LR.C. § 811(a). Thus, according to the IRS, life companies may
not deduct reserves for LAEs that do not meet the “all-events”
testunder LR.C. § 461.° For nonlife companies, different treat-
ment applies for LAEs. Unpaid LAEs reported on the Annual
Statement are included in the calculation of a company’s undis-
counted unpaid losses under LR.C. § 846(f)(2) and, therefore,
are deductible on a reserve basis as part of discounted unpaid
losses. Similarly, for guaranty fund assessments, life companies
generally are required to deduct these amounts on an accrual
basis.* However, nonlife companies are entitled to deduct the
unaccrued liability for guaranty fund assessments on a reserve
basis as premium-acquisition expenses.’

For each of these items, the shift from nonlife to life compa-
ny status would have the effect of deferring the deduction from
an estimated reserve basis (nonlife treatment) to an accrual ba-
sis under the tax “all-events” test (life treatment)—a change in
method of accounting according to the IRS.# This has significant
consequences. First, under L.R.C. § 446(e), the company would
need to file a Form 3115, Application for Change in Accounting
Method, with the IRS to make the required accounting method
change for each item. A failure to request the change and con-
tinuation of the now-erroneous reserve method of accounting
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could result in an IRS audit adjustment and the imposition of an
accuracy-related penalty.” Second, if the changes in accounting are
implemented, they would result in adverse LR.C. § 481 adjust-
ments'’ to the extent the current and future deductions for the
experience-rated refunds, LAEs and guaranty fund assessments
on an accrual basis duplicate the deductions for these items
claimed in prior years on a reserve basis.

The general rule for securing the IRS’ consent to a change in
method of accounting is that a Form 3115 must be filed with the
IRS before the close of the year of the change. For taxpayers
under audit by the IRS, under prior IRS procedures, a Form
3115 was required to be filed within one of two window peri-
ods—either during the first 90 days of the change year or within
the 120-day period after the IRS’ audit ended."

Here’s what the problem was. At the time the Form 3115 request
for change in accounting was required to be filed, the company
may not have known whether it would satisty the 50 percent
reserve ratio test. This was particularly the case for a company
under audit by the IRS that had to file the Form 3115 in the first
90 days of the year. To repeat, it is a test that depends on the
amount of year-end reserves that may not be determined with
accuracy until after year-end. In these circumstances, the com-
pany had several options to comply with the Code.

The first option was to file a Form 3115 requesting the change
within the specified window periods explaining that the request
for changes in accounting would be withdrawn if it turned out
the 50 percent reserve ratio test was not satisfied. The problem
with this approach was that the IRS National Office would not
process Form 3115 because it has a policy not to accept account-
ing change requirements that have contingencies or are based
on hypothetical future events.

A second option was to ignore the due date of the Form 3115
and file the form after the mean reserves had been calculated af-
ter year-end. The problem with this approach was that the year
of change technically was shifted to the year after the status shift,
creating the need to file a tax return using the prior now-errone-
ous methods for the shift year.

A third possible approach was to ignore the requirement to file
a Form 3115 and unilaterally implement the change in account-
ing methods without the IRS’ consent. While the IRS on audit
was unlikely to insist that the company go back to the more fa-
vorable nonlife accounting methods, the problem with this ap-
proach was that the company would not be able to obtain the
advantageous four-year spread of the adverse L.R.C. § 481 ad-
justment permitted under prior (and current) IRS guidance.!

None of these options provided a good solution to the compa-
ny’s dilemma. Fortunately, the IRS has recently alleviated this
problem. In February 2015, the IRS published comprehensive
changes to the procedures for securing IRS consent for account-
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ing method changes."* In doing so, the IRS added to its list of
automatic changes in accounting any changes that result from
an insurance company’s shift in tax status.”” Because the IRS
has now designated these changes in accounting as automatic,
they can be initiated by the taxpayer without the IRS’ prior con-
sent by filing the Form 3115 with the tax return for the year of
change and following the procedures in Section 6.03(1) of Rev.
Proc. 2015-13. Using this approach, a taxpayer can achieve the
desired four-year spread of any adverse L.R.C. § 481 adjustment.
In other words, the company can wait to see what the outcome
of the 50 percent reserve ratio test is after year-end, file the
shift-year tax return correctly, and achieve all the benefits of a
taxpayer-initiated change. So, the IRS fixed this taxpayer dilem-
ma on its own initiative—a nice surprise. M

END NOTES

Rev. Proc 2015-14, 2015-5 |.R.B. 450, Section 25.03.

This situation creates problems with determining the appropriate quarterly esti-
mated tax deposits if tax differences between nonlife and life status are material.

See Bituminous Casualty Corp. v. Commissioner, 57 T.C. 58 (1971), acq. 1973-2 C.B. 1.
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Statement of Statutory Accounting Principles No. 55, Unpaid Claims, Losses and
Loss Adjustment Expenses.

See H.R. Rep. No. 99-841, at 11-361 (1986); (Conf. Rep.); Staff of the J. Comm. on Tax’n,
99th Cong., General Explanation of the Tax Reform Act of 1986, at 614; but see Peter
H. Winslow, Loss Adjustment Expenses for Life Insurance Companies, Taxing Times, Vol.
7, Issue 3, at 40 (Sept. 2011).

See |.R.C. § 811(a); Principal Life Ins. Co. v. United States, 97 A.FT.R. 2d 2006-1542
(Fed. Cl. 2006).

" See Rev. Proc. 2002-46, 2002-2 C.B. 105; Peter H. Winslow and Lori J. Jones, When
are Guaranty Association Assessments Deductible? Taxine Times, Vol. 2, Issue 2, at 24
(Sept. 2006).

Arguably, the shiftin tax statusis a change resulting from a change in the underlying
facts and does not result in a change in method of accounting under Treas. Reg. §
1.446-1(e)(2)(ii)(b). This is not the IRS’ position.

I.R.C. § 446(f).

When there is a change in accounting method, post-change taxable income is
computed as if the taxpayer had always been on the new method for prior years.
As a result, a change in accounting that defers deductions results in a duplica-
tion of deductions to the extent the items were deducted in prior years under the
old method and will be deducted again under the new method. This is fixed by
a one-time adjustment required by I.R.C. § 481 to reverse the tax effects of the
duplication. Although the statute provides that the entire adjustment is made in
the year of the accounting change, the IRS has the discretion to permit or require
a spread of the adjustment over several years as a condition to its consent to the
accounting change.

Treas. Reg. § 1.446-1(e)(3)(i).

2 Rev. Proc. 97-27, 1997-1 C.B. 680, Section 6.

Rev. Proc. 97-27, 1997-1 C.B. 680, Section 5.02.
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Rev. Proc. 2015-13,2015-5 |.R.B. 419.

Rev. Proc. 2015-14, 2015-5 |.R.B. 450, Section 25.03.

Peter H. Winslow is a partner with the Washington, D.C. law firm of
Scribner, Hall & Thompson, LLP and may be reached at pwinslow@
scribnerhall.com.
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