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aClI UPDaTE COlUmN
rEgUlaTOrY 
DEvElOPmENTs

By Mandana Parsazad, Pete Bautz and Walter Welsh

A CLI and its many members have been engaged with 
regulators on a host of issues as they have considered 
new guidance. The latter part of 2011 witnessed 

Treasury and Internal Revenue Service (IRS) release of guid-
ance on (1) partial exchanges and partial annuitization of 
non-qualified annuity contracts, (2) life insurance and annuity 
contracts with long-term care (LTC) insurance features, and 
(3) exchanges of life insurance, annuity and LTC contracts for 
LTC insurance coverage. ACLI and its members also contin-
ued discussions with Treasury and IRS about the applicability 
of the Foreign Account Tax Compliance Act1 (“FATCA”) 
to Life Insurance Companies and Products in response to 
Notices 2011-34 and 2011-53. We elaborate on these efforts 
below.

PARTIAL EXCHANGES oF NoN-qUALIFIED 
DEFERRED ANNUITy CoNTRACTS
In June 2011, Treasury and IRS released new guidance on the 
federal tax treatment of partial exchanges of non-qualified 
deferred annuity contracts. Revenue Procedure 2011-38 su-
persedes Rev. Proc. 2008-24, prior guidance on this issue, and 
modifies many aspects of it. 

Rev. Proc. 2008-24 treated the exchange of a portion of an an-
nuity contract for a new contract as a tax-free exchange under 
section 1035 provided no amounts were withdrawn from, or 
received in surrender of, either of the contracts involved in the 
exchange within 12 months from the date of the exchange. 
Taxpayers demonstrating that one of the conditions described 
in section 72(q)(2)(A)-(C), (E), (F), (G), (H) or (J) “occurred 
between” the exchange date and withdrawal or surrender were 
excepted from the 12-month waiting requirement. Any subse-
quent withdrawal or surrender that did not meet these require-
ments voided the initial section 1035 exchange and made the 
entire transaction a taxable distribution. ACLI, in conjunction 
with the Committee of Annuity Insurers, sought clarification 
on this point and urged the government to consider conditions 
that would align partial exchanges with partial annuitiza-
tions, a position that was endorsed by legislators in the Small 
Business Jobs Act of 2010. 

In Rev. Proc. 2011-38, the Treasury and IRS acknowledged 
some concerns caused by the “occurred between” require-
ment for the section 72(q)(2) exceptions, addressed the enact-
ment of the Small Business Jobs Act of 2010 (which amended 
section 72 to clarify the rules for direct partial annuitization 
transactions), and modified prior guidance. For additional de-
tails on the guidance, please see Partial Exchange Guidance 
Keeps Improving in this issue of Taxing Times.

LIFE INSURANCE AND ANNUITy CoN-
TRACTS CoMBINED WITH LoNG-TERM CARE  
INSURANCE
In response to ACLI’s continued request for guidance, in 
August 2011, Treasury and IRS released Notice 2011-682 

with interim guidance on annuity and life insurance con-
tracts with LTC riders. The Notice specifically responded to 
the industry’s request for guidance on the tax treatment of 
basic policy transactions and also provided an opportunity 
for additional comments on issues identified by ACLI. For 
further discussion on these topics, we direct readers to the 
article IRS Issues Guidance and Seeks Comments on LTC 
Insurance Product Issues in this issue of Taxing Times.
 
In November 2011, ACLI submit-
ted its comment letter in response to 
Notice 2011-68. Our comments iden-
tified issues of high priority for the 
industry and underscored the need for 
guidance on combination contracts as 
well as exchanges of life, annuity and 
LTC contracts for LTC coverage. We 
stressed the need for guidance on the 
effect of the payment of LTC insur-
ance benefits on the investment in the 
contract so companies can develop 
and market new combination prod-
ucts. We also highlighted the need for 
guidance on exchange issues so own-

that the Notice was intended as a first step toward addressing 
questions on combination products and to seek input on other 
questions that may be more difficult from a technical or tax 

policy perspective. As a result, the most interesting guidance 
in this area is likely still to come. 3Craig R. 
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* The authors would like to thank Josh landsman, an associate at Davis & harman llP, for his contributions to this article.
1  2011-36 I.r.B. 205.
2  Pub. l. No. 109-280 § 844 (2006). For a detailed discussion of the PPa amendments regarding lTC insurance products, see Craig r. springfield, Bryan W. Keene and 

Frederic J. gelfond, New Rules and Opportunities for Long-Term Care Insurance Combination Products, Taxing Times, may 2007, at 20.
3  See section 7702B(e) (referring to lTC insurance coverage “provided by a rider on or as part of a life insurance contract or annuity contract”). Unless otherwise indicated, 

each reference herein to a “section” is to a section of the Internal revenue Code of 1986, as amended.
4  See section 844(c) of the PPa (amending Code section 7702B(e) to refer to annuity contracts).
5 See section 72(e)(11). QlTCI rider charges cannot reduce the investment in the contract below zero. Id.
6  The Notice cites Estate of Wong Wing Non v. Commissioner, 18 T.C. 205 (1952), for the proposition that waived premiums are not treated as constructively received 

as disability benefits, and thus are not included as part of the premiums paid for an endowment life insurance contract. Compare rev. rul. 55-349, 1955-1 C.B. 232.
7  See rev. Proc. 2011-38, 2011-30 I.r.B. 66; rev. rul. 2003-76, 2003-2 C.B. 355; Conway v. Comm’r, 111 T.C. 350 (1998), acq., 1992-2 C.B. xvi. For a discussion of rev. Proc. 

2011-38 and the treatment of partial exchanges of annuities more generally, see Bryan W. Keene and John T. adney, Partial Exchange Guidance Keeps Improving, 
Taxing Times, Feb. 2012, at 1. http://www.soa.org/news-and-publications/newsletters/taxation/tax-detail.aspx.

8  See section 7702B(b)(1)(D) (prohibiting cash values under QlTCI contracts); section 7702B(b)(1)(E) and (2)(C) (regarding refunds of premiums under QlTCI contracts).
9  See, e.g., Plr 201105001 (Oct. 22, 2010); Plr 200919011 (Feb. 2, 2009).
10  Plr 200919011 (Feb. 2, 2009). 
11  See, e.g., Craig r. springfield and mark E. griffin, IRS Private Letter Rulings on “Combination” Insurance Products, Taxing Times, sept. 2009, at 56.
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distinguished from other standard insurance products 
where assets are pooled with other assets of the insurer or 
assets of policyholders owning similar policies are com-
mingled in separate or segregated accounts held for their 
benefit by the insurer); 

•	  Allow policyholders to contribute assets other than cash 
to the segregated accounts; and

•	    Are not offered to the general public, i.e., are sold only 
through private offerings.  

We recommended a one-time electronic search of such poli-
cies for U.S. indicia meeting the criteria outlined above. We 
requested that all other pre-existing accounts that do not 
meet the criteria outlined above be exempted from chapter 4.  
 
Our letter also included some preliminary observations in 
response to the timeline for implementation set forth in Notice 
2011-53. In Notice 2011-53, Treasury and IRS acknowledged 
the legal and practical difficulties in implementing chapter 4. 
We requested that the timeline for life insurers be extended to 
allow for an opportunity to review and comment on detailed 
guidance specific to life insurance companies and products 
similar to those provided to financial institutions in Notices 
2010-60, 2011-34 and 2011-53. We have also communicated 
general concerns that life insurers share with other corpora-
tions as payors and potential withholding agents, especially 
as parties to financial instruments and arrangements where 
the identity of the counterparty is unknown or changing. 
 
Treasury and IRS have listed guidance and regulations to 
implement chapter 4 as an item on their 2011–2012 Priority 
Guidance Plan.  3 

ers of life insurance and annuity contracts would be able to 
understand the tax consequences of exchanging life, annuity 
or LTC contracts for LTC insurance protection. Treasury and 
IRS have listed guidance on annuity/LTC combination con-
tracts and exchanges of annuity contracts for LTC contracts 
on their 2011–2012 Priority Guidance Plan.

NoTICE 2011-34—APPLICABILITy oF FoR-
EIGN ACCoUNTS TAX CoMPLIANCE ACT 
(“FATCA”) To LIFE INSURANCE CoMPANIES 
AND PRoDUCTS
FATCA, which requires increased disclosure of offshore ac-
counts in order to improve tax compliance, was enacted as 
part of the Hiring Incentives to Restore Employment Act 
(“HIRE” Act) in March 2010. The provisions of FATCA 
impose a 30 percent withholding tax on payments to “for-
eign financial institutions” that do not comply with infor-
mation reporting requirements with respect to financial ac-
counts maintained by U.S. taxpayers in their institutions. 
FATCA is effective for payments made after Dec. 31, 2012. 

In April 2011, Treasury and IRS issued a second Notice on 
FATCA: Notice 2011-34, a Supplemental Notice to Notice 
2010-60,3 that provided further guidance and requested addi-
tional comments on certain issues under chapter 4 subtitle A of 
the Code. Additional commentary on Notice 2011-34 is pro-
vided in Notice 2011-53 Provides FATCA Transitional Relief, 
included in this issue of Taxing Times. This Notice specifically 
asked whether insurance companies should undertake proce-
dures similar to those outlined for private banking accounts 
with respect to holders of pre-existing individual accounts, 
including private placement life insurance (“PPLI”). ACLI 
submitted comments in response to Notice 2011-34 in July 
2011, which addressed procedures outlined in the Notice for 
identification of U.S. accounts among pre-existing accounts. 
In particular, the letter suggested that any identification and 
reporting required for pre-existing accounts in Step 5 of the 
Notice be limited for life insurance products to so-called 
“PPLI products,” with all of the following characteristics:  

•	 Cash values exceeding $1,000,000;
•	  Enable policyholders to direct how the assets will be in-

vested, and such direction is not limited to choosing from 
predefined funds offered to the public; 

•	  Initial investment is through lump-sum premiums (later 
top-up premiums may be possible) of at least $1,000,000;

•	 Assets belonging to the policy are managed in a bank or 
custodial segregated account for each separate policy (as 
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FAvoRABLE TAX TREATMENT oF ADvANCE 
INTEREST oN PoLICy LoANS CoNFIRMED IN 
IRS PUBLISHED GUIDANCE

By Peter H. Winslow

M any life insurance contracts provide for advance 
payment of interest on policy loans. Typically, the 
principal amount of the policy loan is increased 

by interest for the period from the date of the loan to the an-
niversary date of the policy, or the loan proceeds distributed 
to the policyholder are reduced for the interest due in advance. 
Thereafter, interest is due in advance on each policy anni-
versary date until the loan is repaid and any unpaid interest is 
added to the principal amount of the policy loan.

Under paragraph 7 of Statement of Statutory Accounting 
Principle 49 (SSAP 49), interest income on policy loans is 
reported for statutory accounting purposes as earned, con-
sistent with Statement of Statutory Accounting Principle 34 
(SSAP 34) Investment Income Due and Accrued. Advance 
interest received before it is earned is recorded as a liability in 
accordance with Statement of Statutory Accounting Principle 
5R (SSAP 5R) Liabilities, Contingencies and Impairment of 
Assets.

Historically, advance interest on policy loans created a tax 
problem for life insurance companies. The Internal Revenue 
Service (IRS) adopted the position that advance interest was 
properly accrued into income even though it had not yet been 
earned.1 The Tax Court disagreed with the IRS’s ruling in 
circumstances where the interest was added to the policy loan 
balance and not actually prepaid.2 The court reasoned that the 
interest should be includible when earned because, absent 
an actual interest payment, interest does not accrue until it is 
earned. The Tax Court’s conclusion, however, was rejected 
by several circuit courts.3

Regulations relating to original issue discount (OID) issued 
in 1994 changed all this. Several life insurance companies 

submitted change-in-method-of-accounting requests to the 
IRS which made the following argument. 

(1)   Treas. Reg. § 1.446-2(c) provides that the amount of inter-
est (other than qualified stated interest) that accrues for 
any accrual period is determined under rules similar to the 
regulations under I.R.C. §§ 1272 and 1275 for the accrual 
of original issue discount.

(2)    Under Treas. Reg. § 1.1273-1(a), OID exists to the extent 
the stated redemption price at maturity on a debt instru-
ment exceeds the issue price of the instrument. That is, 
OID is the excess of what a borrower is obligated to repay 
when the loan becomes due over the amount borrowed.

(3)  Under regulations issued in 1994, a payment from the 
borrower to the lender at the outset of a debt is treated as 
a reduction of the issue price.4 Therefore, a policy loan 
providing for interest in advance creates OID.

(4)  While I.R.C. § 1272(c)(2) exempts life insurance com-
panies from I.R.C. § 1272 OID accrual, I.R.C. § 811(b) 
provides that life insurance gross income shall be adjusted 
to reflect the appropriate accrual of discount attributable 
to the taxable year on evidences of indebtedness held by a 
life insurance company.

(5)  Therefore, the companies argued, despite Rev. Rul. 58-
225 and the adverse case law, the 1994 OID regulations 
and I.R.C. § 811(b) require that life insurance companies 
account for advance interest on policy loans in a manner 
similar to the accrual of OID.

(6)  Under I.R.C. § 811(b), the method of accrual of OID can be 
in accordance with the statutory method—as it is earned.

The IRS granted the companies’ requests for changes in 
method of accounting following this reasoning. Now, almost 
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1  hiring Incentives to restore Employment act of 2010, P.l. 111-147 (the 
“hIrE”) act.

2 I.r.B. 2011-36 (sept. 6, 2011).
3  See also Frederic J. gelfond and mary m. gillmarten, FaTCa and 

Insurance: Fundamental Questions remain Unanswered as Compliance 
Deadline approaches, Taxing Times, vol. 7 Issue 3 (sept. 2011). 
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