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nal Revenue Service (IRS) Chief 
Counsel’s Insurance Branch), along 
with Susan Hotine of Scribner, 
Hall & Thompson, LLP and John 
T. Adney of Davis & Harman, 
LLP. Susan, John and Peter were 
all active in the legislative pro-
cess “in the beginning”—during 
the enactment of the Tax Reform 
Act of 1984. Additionally, Brian 
King of Ernst & Young LLP joins 
the panel for Part II of the series, 
providing an important actuarial 
perspective on the issues at hand.

Readers will notice that our “In the 
Beginning...” column in this issue 
also addresses the taxation of life 
insurance products. The column 
explores the conceptual and com-
putational underpinnings of the 
tax law requirements, including 
a special discussion of the necessary 
premium test. This dialogue will 
put the topic in the context of the 
wider regulatory framework for 
insurance products in the United 
States. Our panel will also in-
corporate discussions of past and 
potential future guidance from 
Treasury and the IRS, and explore 
the treatment of other products in 
addition to life insurance. While 
“In the Beginning...” is targeted 

a couple of books, so let’s boil 
that treatment down to its es-
sence with the theme of this di-
alogue (deference to the NAIC) 
in mind, running the risk that 
the simplified explanation 
here will make seasoned prac-
titioners wince at the impreci-
sion. At this time, I will describe 
the tax treatment of life insur-
ance and annuities, and will de-
fer the discussion of long-term 
care insurance and ADBs until 
a little later.
Since the beginning of the in-
come tax in the United States, 
life insurance death benefits 
generally have been tax-free, 
and the cash value build-up 
of permanent life insurance—
sometimes called the inside 
build-up—is not taxed unless 
and until it is distributed while 
the insured is alive, and maybe 
not then. For this to be true, 
however, the contract must 
qualify as a life insurance con-
tract for federal tax purposes 
under one of two actuarially 
based tests set forth in section 
7702 of the Internal Revenue 
Code. Depending upon the test 
used, this tax definition of life 
insurance limits the cash value 
that may be available or the 
premiums that may be paid for 
a given amount of death ben-
efit. Section 7702 applies to 
whole life insurance, universal 
life insurance, variable and in-
dexed forms of life insurance, 
and even to term insurance. 
Also, for the death benefit to 
be received tax-free, it is nec-
essary that the applicant for 
the coverage have an insurable 
interest in the insured’s life un-
der state law, and the contract 
must not have been transferred 
for valuable consideration, such 
as a sale of the contract in a life 
settlement.

Note from the Editor:
Welcome back to our series of dia-
logues on the important and evolv-
ing topic of the extent to which fed-
eral tax law defers to the National 
Association of Insurance Commis-
sioners (NAIC) in taxing life in-
surance companies and products. 
This is the second of three parts 
and focuses on product taxation, 
including life insurance, annuities, 
long-term care insurance, and a 
related feature—accelerated death 
benefits (ADBs). Part I of the dia-
logue, in the previous issue of Tax-
ing Times, explored many aspects 
of tax reserves, including their de-
ductibility, classification and com-
putation. Part III of the series will 
be a catch-all of other life insurance 
tax provisions where deference to 
the NAIC may be relevant.

I’d like to thank the panel of high-
ly experienced tax professionals 
joining us for this discussion. Pe-
ter Winslow of Scribner, Hall & 
Thompson, LLP developed the 
concept for the dialogue and serves 
as moderator. Peter is joined by 
Mark Smith of Pricewaterhouse-
Coopers, LLP and Sheryl Flum 
of KPMG LLP (both of whom 
have previously headed the Inter-

for our readers with less experience 
in the technical area addressed, we 
believe the dialogue will be an in-
teresting and entertaining read for 
insurance professionals of all back-
grounds. Enjoy!

Peter Winslow: This is the 
second installment of our 
three-part dialogue on the issue 
of federal tax law’s deference 
to insurance regulation rules. 
This time we are shifting from 
tax reserves to policyholder tax 
issues. It seems to me that the 
role of state insurance regula-
tion in the context of policy-
holder taxation may involve 
a two-part analysis. First, we 
need to see whether, and to 
what extent, the tax law defers 
to the NAIC or state regula-
tors in classifying the types of 
contracts that are entitled to fa-
vorable (or unfavorable) policy-
holder tax treatment. And, sec-
ond, to the extent the Internal 
Revenue Code imposes qualifi-
cation requirements for specific 
tax treatment, to what extent do 
those tests rely on the meaning 
the NAIC or regulators give to 
the components in the tests?
John, I would like you to set the 
stage for us. Could you give us 
a short beginner’s guide to the 
general rules of policyholder 
taxation for the various types of 
products offered by life insur-
ance companies?

John Adney: Certainly, Peter. 
The products to be considered 
are life insurance, annuities and 
long-term care insurance, and a 
feature warranting special con-
sideration is the acceleration 
of death benefits. A complete 
discussion of these products’ 
federal income tax treatment in 
policyholders’ hands would fill 
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How and when such cash value 
distributions are taxed depends 
on whether the contract is clas-
sified as a modified endowment 
contract, or MEC; a MEC is 
a contract that is fully paid for 
in just a few years, as defined 
in tax law rules discussed later. 
Simplistically described, a cash 
distribution, as well as a loan, 
taken from a MEC is includ-
ed in income to the extent the 
contract’s cash value exceeds 
the policyholder’s investment 
in the contract, which gener-
ally equals the premiums paid. 
This is sometimes called in-
come-first treatment. It may 
also be subject to a 10 percent 
penalty tax. If the contract is 
not a MEC, which we artful-
ly call a non-MEC, the rule is 
reversed: a cash distribution is 
not included in income unless 
it exceeds the investment in 
the contract, and a loan is not 
taxed at all unless the contract 
terminates before the insured 
dies. Finally, premiums paid for 
life insurance generally are not 
tax deductible, with exceptions 
where life insurance is used to 
provide employee benefits; in-
terest deductions of business 
taxpayers that own life insur-
ance may be limited; and if the 
insurance covers the life of an 
employee, the death benefit 
paid to an employer will be tax-
able unless the employee is in a 
highly compensated group and 
has been notified of and con-
sented to the coverage.

Deferred annuities share some 
of the tax treatment of MECs. 
The build-up of their cash val-
ues generally is not currently 
taxed, but if a distribution or 
loan is taken before the con-
tract is annuitized, it is taxed 
on an income-first basis, and 

a penalty tax will apply unless 
the contract owner is over age 
59½ or some other exception 
to the penalty is available. On 
the other hand, unlike the case 
with life insurance, any amount 
paid as a death benefit under a 
deferred annuity is taxed to the 
beneficiary to the extent it ex-
ceeds the owner’s investment in 
the contract. Once a contract 
is annuitized, meaning that 
fixed or determinable payments 
will be made periodically, each 
payment is partly includible in 
income and partly excludable 
based on a ratio described in 
regulations. For any of this 
treatment to apply, the contract 
must be recognized as an annu-
ity within the customary prac-
tice of insurance companies, 
must provide for the systematic 
liquidation of its principal and 
interest or earnings increments, 
and must provide for its liqui-
dation after the death of the 
owner within the time frame 
and manner specified in section 
72(s) of the Code.

Three other comments about 
annuities are in order. First, 
for a variable annuity (or a 
variable life insurance) con-
tract to receive the treatment 
just described, its separate ac-
count must comply with cer-
tain investment diversification 

requirements and its policy-
holder must not be viewed as 
controlling the separate ac-
count investments. Second, if 
the owner of an annuity is a 
corporation or other non-nat-
ural person, the inside build-
up may be currently taxable. 
Third, payments from annu-
ities are subject to the invest-
ment income tax (the so-called 
Medicare tax) that took effect 
in 2013.

Peter: Now that we know the 
general policyholder tax rules, 
let’s start with life insurance and 
annuities. John, where were we 
on the deference issue before 
the 1984 Tax Act?

John: There was no compre-
hensive tax definition of life 
insurance before the 1984 Act, 
although section 101(f) of the 
Code (as enacted in 1982) pro-
vided rules for universal life in-
surance comparable to those in 
today’s comprehensive defini-
tion. Instead, the governing law 
was case law, which looked to 
state law and customary prac-
tice, with the Supreme Court’s 
caveat that insurance must in-
volve risk shifting and risk dis-
tribution. There were no MEC 
rules, so the tax treatment of 
distributions and loans during 
the insured’s lifetime followed 

the non-MEC rules I just de-
scribed. While premiums paid 
for life insurance generally were 
not tax deductible, many of the 
restrictions on the interest de-
ductions of business taxpayers 
owning life insurance had yet 
to be enacted, and no rules 
taxed the death benefit paid to 
an employer on an employee’s 
life unless the employer lacked 
an insurable interest.
The tax treatment of annui-
ty contract distributions was 
already in place for the most 
part before 1984, although the 
investment diversification rules 
for variable contracts were not 
added until the 1984 Act, and 
the tax treatment of corpo-
rate-owned annuities was the 
subject of legislation in 1986.

Peter: Susan, how did Con-
gress deal with these issues in 
the 1984 Act? What role did 
deference to the NAIC or state 
regulators play?

Susan Hotine: In 1984, Con-
gress recognized that state 
regulation of insurance differ-
entiated between life insur-
ance, endowment and annuity 
contracts based on the type of 
risk assumed for payment of 
benefits and set forth minimum 
reserve requirements for a life 
insurance company to ensure 
the company had the assets 
to pay the benefits. Although 
state regulation recognized a 
need for consumer protection 
by also requiring certain min-
imum cash surrender values 
for such contracts to provide 
the contract owner with some 
current economic value, or so-
cietal protection by requiring 
an insurable interest, the states 
did not necessarily focus on the 
varied reasons for purchasing 

Once a contract is annuitized, 
meaning that fixed or 
determinable payments will be 
made periodically, each payment 
is partly includible in income and 
partly excludable based on a ratio 
described in regulations. 
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life insurance or annuity con-
tracts. I think the development 
of flexible premium life insur-
ance, which unbundled whole 
life insurance for the consum-
er, and the crediting of excess 
interest, which served a policy 
dividend purpose in the context 
of non-participating policies, 
gave legislators and their tax 
staff a better understanding of 
the fact that whole life insur-
ance and annuities might be 
viewed and purchased some-
times as investments rather 
than merely as financial pro-
tection against early death or 
outliving retirement assets.

Whereas the tax benefits af-
forded life insurance and an-
nuity contracts may have been 
grounded in the concept of pro-
viding financial protection, the 
tax benefits applied generally 
to any life insurance or annuity 
contracts issued, irrespective of 
whether the contracts carried 
significant insurance risk for 
the issuer as compared to the 
investment elements. So a life 
insurance contract was general-
ly defined as a contract with an 
insurance company which de-
pends in part on the life expec-
tancy of the insured and which 
is not ordinarily payable in full 
during the life of the insured.1  

In 1984 (and even in 1982), 
Congress concluded that the tax 
law did not have to be restricted 
to what was considered to be life 
insurance or an annuity within 
the customary practice of insur-
ance companies. So I suppose 
one could reasonably conclude 
that in 1984 Congress did not 
think it needed to defer to state 
regulation completely regarding 
what should be taxed as life in-
surance and annuity contracts. 

Peter: What about the ref-
erence to “applicable law” in 
section 7702? Isn’t that an ele-
ment of deference to state reg-
ulation?

Susan: In 1984, Congress’ con-
cern was focused primarily on 
the investment orientation of 
the life insurance and annuity 
products being marketed by 
life insurance companies. Sec-
tion 7702 built on the model in 
section 101(f) for recognizing a 
flexible premium life insurance 
contract, but provided a defi-
nition of life insurance for tax 
purposes that had broader ap-
plication. You are right that the 
section 7702 definition starts 
with a contract that is “a life in-
surance contract under the ap-
plicable law,” so the tax defini-
tion of life insurance starts with 
an explicit deference to the 
NAIC and state regulators as 
to what contracts constitute life 
insurance. The tax definition 
then requires that the con-
tract, which otherwise would 
be life insurance, meet one of 
two tests. Both of these tests 
were designed to suppress the 
contract’s investment orienta-
tion—that is, the amount of 
the cash surrender value in 
relation to the face amount 
or the amount at risk under 
the contract. Congress want-
ed to preserve the role of life 
insurance as financial protec-
tion against early death while 
at the same time discouraging 
purchasers from using it pure-
ly as an investment.2 Note that 
the section 7702 definition of 
life insurance eliminated the 
typical investment-oriented en-
dowment contract as a contract 
entitled to life insurance tax 
benefits.3 

Peter: What about annuities? 
How did Congress approach 
those in the 1982 and 1984 re-
forms?

Susan: Congress wanted to 
preserve the use of annuity con-
tracts for additional retirement 
savings while limiting their use 
as pure investment. The in-
come-out-first rule, a penalty 
for withdrawals before age 59½ 
and the distribution-at-death 
rules, which brought annui-
ty contracts more in line with 
the rules for qualified pension 
contracts, were all aimed at that 
point.

The Code does not contain a 
comprehensive tax definition 
of an annuity contract (like 
section 7702 does for life in-
surance), but section 72(s) does 
provide that a contract shall not 
be treated as an annuity con-
tract for tax purposes unless it 
provides for certain required 
distributions if the contract 
holder dies before the entire in-
terest in the contract is distrib-
uted.4 Likewise, section 817(h) 
provides that, for purposes of 
subchapter L and section 72, a 
variable annuity based on a seg-
regated asset account shall not 
be treated as an annuity unless 
the investments in the account 
are adequately diversified. But, 
as John indicated earlier, for tax 
treatment as an annuity to ap-
ply generally, the contract must 
be recognized as an annuity 
within the customary practice 
of insurance companies, and 
must provide for the system-
atic liquidation of its principal 
and interest or earnings incre-
ments.5 Although the Code 
does not provide an explicit 
statutory reference, based on 

general rules of statutory con-
struction, I would say that the 
Code gives implicit deference 
to the NAIC and state regula-
tory authorities regarding when 
a contract constitutes an annu-
ity contract for tax purposes 
and then adds a tax twist with 
the distribution-at-death rules 
and the diversification rules for 
variable contracts.

Mark Smith: Susan, I agree 
with that, and would add there’s 
almost nowhere else to turn as 
a starting point for defining 
an annuity contract. Section 
1275(a)(1)(B) makes it clear 
that an insurance company sub-
ject to tax under subchapter L 
may issue a term annuity that is 
still an annuity contract for tax 
purposes. A bank, for example, 
that issues the same contract 
would be treated as issuing a 
debt instrument. So at least as 
a starting point, the differentia-
tor for tax purposes almost has 
to be the NAIC and state regu-
latory rules that apply to insur-
ance companies and define an 
annuity contract.

Peter: John and Susan have 
focused on the classification of 
the types of contracts that qual-
ify as life insurance and annu-
ities for the policyholder. Bri-
an, let’s go to the second part 
of the analysis—in the case of 
life insurance, what is the role 
of deference to the NAIC and 
state regulation in the elements 
of the guideline premium and 
cash value accumulation tests?

Brian King: As John and Susan 
alluded to, section 7702 impos-
es qualification requirements 
on life insurance in order for 
the contract to be eligible for 
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the tax treatment provided 
under the Internal Revenue 
Code—generally the tax-free 
receipt of death benefits and 
the tax deferral of the inside 
build-up. For a tax qualifying 
life insurance contract, section 
7702 requires—in addition 
to the applicable law require-
ment—that the contract satisfy 
one of two actuarial tests: the 
guideline premium and cash 
value corridor test (GPT) or 
the cash value accumulation 
test (CVAT). Each test works to 
restrict the investment orienta-
tion of a life insurance contract 
by limiting either the allowable 
premium and/or cash value for 
a given death benefit. The GPT 
largely applies in practice to 
flexible premium products like 
universal and variable univer-
sal life insurance and imposes 
a limitation on the cumulative 
premiums paid to the greater of 
a guideline single premium or 
the cumulative guideline level 
premium. The CVAT gener-
ally applies to fixed premium 
products like nonparticipating 
and participating whole life 
insurance, and limits the cash 
surrender value to that of a net 
single premium necessary to 
fund future benefits. 
It is worth noting that section 
7702 does not define an explicit 
funding limit under either the 
GPT or the CVAT. There are 
no prescribed tables that de-
fine a dollar amount for either 
guideline premiums or net sin-
gle premium. Instead, section 
7702 defines the allowable 
benefits, expenses, interest and 
mortality assumptions that can 
be used in calculating the lim-
it and leaves it up to the actu-
aries to determine what they 
are for a particular contract. 

While contractual benefits and 
guarantees serve as the starting 
point for these assumptions, 
section 7702 also imposes lim-
itations on what is allowed in 
calculating the guideline and 
net single premiums. For ex-
ample, the guideline single 
premium requires the use of an 
interest rate that is not less than 
6 percent, while the guideline 
level premium and net single 
premium require a rate not 
less than 4 percent. These re-
strictions are not intended to 
limit or impose constraints on 
contractual terms, but were in-
stead put in place as a safeguard 
to control the magnitude of 
the actuarial limitations and to 
prevent potential manipulation 
of assumptions or benefits that 
may potentially overstate the 
limitations. That being said, 
there is not a direct reliance on 
the NAIC or state regulators in 
defining the section 7702 lim-
itations nor is there a require-
ment by regulators that a con-
tract qualify as life insurance 
for tax purposes. 

That is not to say the NAIC 
does not play a role with how 
contracts qualify under section 
7702. Because section 7702 de-
fines the actuarial limitations 
by reference to policy guar-
antees, the NAIC has indirect 
influence on how guideline and 
net single premiums are cal-
culated to the extent of their 
control over policy guarantees. 
The role of the NAIC is of par-
ticular importance in determin-
ing the mortality standards for 
calculating guideline and 7-pay 
premiums, particularly with 
the advent of the reasonable 
mortality standards introduced 
in 1988. For contracts issued 
after Oct. 20, 1988, guideline 

and net single premiums must 
be calculated using “reasonable 
mortality.” While the statute 
does not provide a definition 
of reasonable mortality, it does 
provide for a limit on charges 
that would be considered rea-
sonable. The limit is based on 
the prevailing commissioners’ 
standard tables in effect at the 
time a policy is issued. Since 
the prevailing tables are those 
approved for use by the NAIC 
for purposes of both valuation 
and nonforfeiture purposes, 
Congress is effectively defer-
ring to the NAIC for defining 
reasonable mortality under sec-
tion 7702. 

It is also worth noting the NAIC 
gave deference to the Internal 
Revenue Code recently with 
regard to setting a 4 percent 
floor on the Standard Nonfor-
feiture Law (SNFL) maximum 
interest rate. This change was 
put in place as a safeguard to 
ensure that minimum cash val-
ues required for state law pur-
poses don’t exceed the section 
7702 net single premium under 
the CVAT. Since the nonforfei-
ture maximum interest rate is 
defined by a formula, it is the-
oretically possible the formula 
could produce an interest rate 
less than 4 percent under an 
extended period of low interest 
rates. This change was effected 
through amendments to the 
SNFL for policies issued pri-
or to the operative date of the 
Valuation Manual, and to VM-
02, which defines mortality and 
interest standards for nonfor-
feiture values on policies issued 
once the Valuation Manual be-
comes operative, which appears 
likely to occur in 2017. 

Peter: That’s interesting. The 
deference issue now seems to 

be a two-way street with the 
Internal Revenue Code some-
times deferring to NAIC stan-
dards and the NAIC some-
times deferring to the Internal 
Revenue Code’s requirements 
to avoid tax problems. Is there 
some deference to the NAIC 
or state regulation in deciding 
what qualifies as, for example, 
a premium paid under the con-
tract, or, say, the cash surrender 
value of the contract in apply-
ing these 7702 tests? Where 
do we look for defining these 
terms?

Brian: As I just mentioned, 
section 7702 defines actuarial 
limitations on the permissible 
funding for a life insurance con-
tract in the form of guideline 
and net single premiums. The 
GPT places a limit on the pre-
miums paid for a qualifying life 
insurance contract, while the 
CVAT limits the cash surren-
der value. Thus, both premiums 
paid and cash surrender values 
serve as the measuring stick for 
investment orientation under 
section 7702. These terms have 
very specific meaning in section 
7702 and also play an import-
ant role in defining the gain 
or income on the contract for 
purposes of taxing distributions 
paid to policy owners under 
section 72(e). 

What’s interesting and maybe 
somewhat confusing to some 
with the section 7702 definition 
of premiums paid is the circular 
nature of its definition, which 
uses the term “premiums paid” 
to define premiums paid. While 
there isn’t a technical definition 
of what constitutes premiums 
paid, it tends to follow what is 
commonly characterized as the 
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cumulative amount of the gross 
premium payments for a life 
insurance contract. Also, with-
drawals of cash value or distri-
butions from a life insurance 
contract will generally reduce 
the premiums paid to the ex-
tent of the nontaxable portion 
of the distribution. As John 
mentioned earlier, a contract’s 
characterization as a MEC will 
be important, as it will deter-
mine the income ordering rules 
for identifying the taxable por-
tion of the distribution. Since 
only the nontaxable amount of 
a distribution reduces premi-
ums paid, identifying whether a 
contract is a MEC is necessary 
for properly adjusting premi-
ums paid.

Mark: Great point. It’s also in-
teresting that deferring to the 
NAIC in defining “premiums” 
would provide only limited 
guidance as to some issues. Sec-
tions 72 and 101 refer to pre-
miums and “other amounts” or 
“other consideration paid.” So, 
even if an item isn’t part of pre-
miums for regulatory purposes, 
the policyholder might nev-
ertheless get credit for invest-
ment in the contract or under 
the transfer-for-value rule if the 
item is “other consideration.” 
In this sense, even full defer-
ence would be only half an an-
swer for these provisions.

Peter: What about the cash 
surrender value? How is that 
defined?

Brian: Like premiums paid, 
section 7702 also provides for 
a somewhat circular definition 
of cash surrender value, defin-
ing it as the contract’s cash val-
ue without regard to surrender 
charges, policy loans or rea-

sonable termination dividends. 
However, the statute does not 
define the fundamental term 
cash value. Because of its impor-
tance in qualifying a contract 
under the CVAT or meeting 
the cash value corridor require-
ment for the GPT, insurance 
companies need to be able to 
properly determine a contract’s 
cash surrender value. For most 
contract designs, determining 
the contract’s cash surrender 
value is a relatively straight-
forward exercise and generally 
aligns with what is commonly 
referred to as the contract’s pol-
icy or account value. However, 
for more complex product de-
signs that provide for payments 
to policy owners in excess of or 
in addition to what would oth-
erwise be available as a policy 
value, it becomes more chal-
lenging to precisely define the 
contract’s cash surrender value, 
particularly given the currently 
available guidance. 
The section 7702 definition of 
cash surrender value or, more 
broadly, the definition of cash 
value, has had a rather contro-
versial past, having been the 
subject of several private letter 
rulings (PLRs) and a 1992 pro-
posed regulation that attempt-
ed to provide a definition for 
the term cash value. The IRS 
is aware of the need for fur-
ther guidance on defining cash 
surrender value and has been 
working on this initiative for 
some time now, having first ap-
peared on their Priority Guid-
ance Plan back in 2010. There 
was some expectation last year 
that guidance would be forth-
coming, but with the recent 
turnover at the IRS and De-
partment of Treasury, it seems 
to have delayed things for the 
time being.

To circle back to your first 
question, Peter, the Code does 
not explicitly refer back to the 
NAIC in determining premi-
ums paid or cash surrender val-
ue as they relate to qualification 
under section 7702.

John: Brian, I agree with most 
of your comments, although I 
may have a different philosoph-
ical viewpoint about Congress’ 
deference. When I think of 
the deference we are discuss-
ing, I view it as referring to 
congressional reliance on state 
law and state regulatory prac-
tices in the application of the 
tax statutes, and I believe those 
practices subsume a good deal 
of insurance tradition and the 
actuarial role in that tradition. 
Congress built section 7702, 
and section 101(f) before it, on 
this structure. You mentioned 
the applicable law rule in sec-
tion 7702(a)—the requirement 
that a contract be treated as 
life insurance under the law 
of the jurisdiction in which it 
is issued—which Susan dis-
cussed earlier. The legislative 
history of section 7702 deems 
the applicable law to be state 
or foreign law, which as Susan 
indicated represents deference 
to the NAIC and the system of 
state insurance regulation for 
U.S.-issued contracts. Also, as 
you explained in detail, the stat-
ute uses the concept of a pre-
mium, both a net premium and 
a gross premium, to define the 
limits of a contract’s permitted 
investment orientation. While 
Congress could have imposed 
a limit based on a present val-
ue concept as such, it reached 
instead into insurance tradi-
tion and concepts defined in 
and regulated under state law. 
For that matter, Congress de-

fined the CVAT specifically to 
enable whole life insurance, as 
it had developed in insurance 
tradition and consistently with 
state regulation, to continue to 
qualify as life insurance for tax 
purposes. In doing so, Congress 
was acquainted with the mean-
ing of “cash value” based on 
industry practice as of the early 
1980s.

Peter: Brian mentioned several 
PLRs that provide guidance on 
the definition of cash surren-
der value. To me, that is a term 
of art in insurance lexicon and 
ought to be given some defer-
ence as John suggests, yet Bri-
an notes that deference to the 
NAIC may be limited, at least 
according to the IRS. What was 
the IRS National Office’s view 
on this issue in its rulings? Ac-
cording to the IRS, where do 
we look for a definition?

Mark: That’s a good question, 
as deference may arise for dif-
ferent reasons in different cir-
cumstances. In Part I of this 
dialogue, we talked about re-
serves and we talked about ex-
amples where the Internal Rev-
enue Code specifically instructs 
taxpayers and the IRS to use 
statutory concepts for federal 
income tax purposes. For ex-
ample, section 807 incorporates 
CARVM (the Commissioners’ 
Annuity Reserve Valuation 
Method) or CRVM (the Com-
missioners’ Reserve Valuation 
Method) in the federally pre-
scribed reserve, and the statu-
tory reserve cap specifically re-
fers to amounts set forth in the 
company’s annual statement. 
(The same is true for property 
and casualty insurance reserves, 
by the way.)
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John points out that as a prac-
tical matter, Congress is ac-
quainted with insurance tradi-
tion and regulation and those 
sources therefore have a role 
even absent a congressional in-
struction to defer. In fact, there 
is case law to the effect that 
where Congress uses terms that 
are terms of art in the insurance 
industry, the terms should be 
applied consistent with their 
usage in the industry. I’m think-
ing, for example, of cases like 
Best Life6 and Central Reserve 
Life.7  Those cases don’t nec-
essarily address product issues, 
but do provide a framework, or 
approach to interpreting the 
Code. I think of this framework 
as more than just a theoreti-
cal rule that courts or the IRS 
uses to interpret the statute, 
or even a rule that by design 
may provide the best evidence 
of what Congress means when 
it uses particular terms. For 
some non-tax technical product 
issues, the IRS would do well 
to benefit from the experience 
and work of non-tax regulators, 
or for that matter the actuarial 
profession. It is common sense 
that the tax system would look 
to the work of these professions 
as a starting point for defining 
product terms like annuity, or 
premium, or cash value.

In my experience, most compa-
nies take conservative positions 
in the product area so as not to 
create tax problems for their 
policyholders, and the IRS is 
less active in examining techni-
cal compliance in the area than 
in addressing broader issues like 
corporate-owned life insurance 
(COLI) and investor control. 
As a result, there’s less guidance 
on life insurance product qual-
ification, and the guidance that 
exists—the cash value proposed 
regulation, revenue rulings, no-
tices, PLRs—is largely driven 
by the IRS. This, in turn, means 
that existing guidance may 
demonstrate more indepen-
dence from non-tax concepts 
than a court would show.

Peter: Sheryl, was that your 
experience when you were the 
head of Chief Counsel’s Insur-
ance Branch? Did the IRS feel 
it could show independence 
from state regulatory rules in 
the product tax area?

Sheryl Flum: The starting 
point for a deference analysis 
differs significantly for com-
pany and product taxation 
purposes. In the company tax 
area, the Code refers directly 
to amounts, such as reserves, 
that are reported and visible on 

a company’s annual statement. 
Products aren’t specifically 
“reported on” in the same way 
for statutory purposes. But for 
the definition of cash surren-
der value, it’s appropriate (and 
maybe even necessary) for the 
government to supply a defini-
tion for federal tax purposes be-
cause no regulator has crafted a 
workable definition, not even 
one that stems from industry 
tradition and common usage.
When we attempt to classify 
life insurance products into the 
various categories for federal 
tax purposes (i.e., life insurance, 
annuity, fixed or variable con-
tract, etc.), there are instances 
where it is helpful to look to 
the statutory classification and 
there are also times where the 
regulator’s classification is not 
appropriate for tax purposes. 
While I was the Branch Chief 
of the Insurance Branch, there 
were several instances where 
life insurance companies came 
in for PLRs and requested that 
the IRS treat the product for 
tax purposes differently than 
the product would be treated 
for regulatory purposes. One 
product that sticks out in my 
mind was an annuity that was 
treated as variable by the state, 
but was more appropriate-
ly classified as fixed under the 
Code. This is part of the reason 
why it is so difficult to come 
up with definitional guidance 
for life insurance products, and 
why deference to the NAIC 
should not be absolute.

Mark: Fair point. Peter and 
Susan talked earlier about the 
“applicable law” requirement 
in section 7702, that is, the re-
quirement that for a contract to 
qualify as life insurance for tax 
purposes, it must be a life in-

surance contract under “the ap-
plicable law.” They both rightly 
identified this requirement as 
an example of congressional 
deference to state regulators, 
because it basically looks to 
what is a life insurance contract 
under state law as a prerequisite 
to federal tax qualification.
I also think this is an issue 
where the National Office has 
shown a surprising degree of 
independence from non-tax 
regulation. The 1984 legis-
lative history explains that to 
satisfy the applicable law re-
quirement, a contract must be 
a life insurance contract “under 
the applicable State or foreign 
law.”8 Recall, federal law gener-
ally pre-empts the application 
of state law in situations where 
ERISA (the Employee Retire-
ment Income Security Act of 
1974) applies. And, under the 
McCarran-Ferguson Act, regu-
lation of insurance is a matter 
left to the states, not the feder-
al government. Nevertheless, 
a series of PLRs9 in the late 
1990s and early 2000s applies 
federal tax case law to conclude 
the applicable law requirement 
was met and death benefits 
paid under employee welfare 
benefit plans were excludable 
from gross income as they were 
paid under “life insurance con-
tracts.”

The “applicable law” PLRs 
were very controversial, and the 
competing tax policies could be 
the subject of their own dia-
logue. But for purposes of this 
discussion, I think it is fascinat-
ing that the IRS by PLR looked 
to law that neither technically 
governed the arrangements nor 
was state or foreign. One could 
quarrel over what it means for 
law to be “applicable.” For ex-
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ample, does it really need to ap-
ply and govern, or does it mere-
ly need to be relevant? But, the 
approach taken by the IRS in 
reverting to federal tax case law, 
which arguably was superseded 
by section 7702 itself, at least 
shows tremendous indepen-
dence on the IRS’ part and is a 
departure from what one usual-
ly thinks of as “deference.”

Although the issue is not on 
the Priority Guidance Plan, for 
several years it has been iden-
tified as an issue that is “under 
study,”10 meaning no further 
PLRs will be issued. 

Sheryl: Given the contentious 
nature of the “applicable law” 
issue, I don’t expect to see guid-
ance in this area anytime soon. 
Nor do I expect to see the issue 
removed from the “no-rule” 
list. There are some open ques-
tions that are best answered by 
Congress.

Peter: So, the IRS has shown 
independent thinking as to the 
applicable law requirement. Is 
this also the case for the defi-
nition of cash surrender value?

Mark: For the cash surrender 
value definition, unlike the refer-
ences to CARVM, or the annual 
statement, or even “applicable 
law,” the Code itself does not 
specifically instruct the IRS and 
taxpayers to defer to state law 
or regulation. But, that doesn’t 
mean they shouldn’t do so.

Existing regulations under sec-
tion 7702 were proposed in 
1992 and define cash surren-
der value so broadly as even to 
require an exception for death 
benefits paid under the con-

tract. This has been a matter 
of some controversy over the 
years and, as Brian points out, 
has been on the Priority Guid-
ance Plan since 2010 without 
publication. One might reason-
ably ask: Why not define cash 
surrender value as the term 
is applied for state regulatory 
purposes? Wouldn’t a court, for 
example, look to non-tax au-
thorities to define such a term 
of art within the insurance in-
dustry?

I think on one level this lays 
bare an administrative conun-
drum that perhaps can’t be 
avoided. That is, the breadth 
of the definition of cash sur-
render value under the existing 
proposed regulations would 
require companies to approach 
the IRS and ask for exceptions 
as issues emerge under new 
product designs. From an ad-
ministrative perspective, it is 
better for the IRS if there is 
dialogue upfront around new 
product features. Merely defer-
ring to state law or regulatory 
definitions of cash value could 
in some cases leave the IRS in 
the position of needing to add 
to the definition of cash value 
to accommodate product fea-

tures that frustrate tax policy 
as the IRS interprets it. One 
might not necessarily expect 
companies to come in and dis-
cuss such circumstances.

With or without deference, 
and whether a broad definition 
of cash value or a narrow one, 
administration of this area and 
adaptation to new products are 
hampered by the difficulties in 
producing timely guidance that 
responds to new products.

Sheryl: It’s true that product 
innovation stays ahead of tax 
rule changes, and that like-
ly will always be true. I don’t 
think this means the IRS should 
give up on its efforts to provide 
guidance, though, as taxpayers 
generally appreciate having 
more rather than less informa-
tion from the IRS regarding its 
position on product issues. The 
process for publishing guidance 
is very time-consuming due to 
the level of review afforded. 
However, the IRS has issued 
timely private guidance on new 
products as they are being de-
veloped. It is important for in-
surance companies to consider 
requesting a PLR as part of 
the product development pro-
cess if the tax treatment for the 

product is not clear. Since the 
amount of published guidance 
is limited, it is also imperative 
that the insurance industry 
continue to communicate with 
the IRS and Treasury on which 
issues should be prioritized. 

With regard to the definition 
of cash surrender value, having 
the proposed regulation remain 
on the books, so to speak, has 
caused problems for the IRS to 
issue PLRs on certain life in-
surance features. Even though 
the proposed regulation has 
never been finalized and tax-
payers and courts are not obli-
gated to rely on it, unless and 
until the proposed regulation 
is finalized or withdrawn, it re-
flects the IRS’ position and the 
IRS must follow it. Thus, the 
IRS could not issue rulings on 
contract designs that have, for 
example, critical illness riders. 
Because the best way to get 
timely guidance on a product 
design is by PLR, and the pro-
posed regulation is hampering 
the issuance of the private guid-
ance, it is important for the IRS 
and Treasury to act. 

Peter: John, at this stage I 
think it would be a good idea 
to proceed with the discus-
sion of long-term care (LTC) 
insurance and ADBs that you 
deferred earlier. As before, can 
you give us a short overview of 
the policyholder tax rules for 
the LTC product and the rules 
governing ADBs?

John: Sure. LTC insurance first 
was developed, I believe, in the 
1980s, but the tax treatment 
of LTC insurance benefits was 
unclear. It seemed possible that 
the benefits would be tax-free as 
accident and health insurance 
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benefits under section 104, but 
the deductibility of the premi-
ums was in doubt since the cov-
erage went beyond the scope of 
insurance for medical expenses, 
and the treatment of employ-
er-provided coverage was quite 
uncertain. In the Health Insur-
ance Portability and Account-
ability Act of 1996—HIPAA—
Congress stepped in to clarify 
the tax treatment of LTC in-
surance coverage, provided that 
the coverage met a then-new 
definition of “qualified” LTC 
insurance enacted as section 
7702B. According to that stat-
ute, if the coverage is qualified, 
then the benefits that reim-
burse LTC expenses are exclud-
able from income under section 
104, an employer plan provid-
ing the coverage is treated as an 
accident and health plan, bene-
fits paid on a per diem basis are 
excludable subject to specified 
dollar limits, and the premiums 
are deductible as medical insur-
ance within limits.
Under section 7702B, in very 
general terms, an LTC insur-
ance contract is qualified if it 
is guaranteed renewable and 
provides coverage only of a 
statutorily specified list of ser-
vices needed by a chronically 
ill individual, whom the statute 
defines as a person certified as 
needing prescribed assistance 
in performing two of the six 
activities of daily living or due 
to severe cognitive impairment. 
Also, the contract may not pro-
vide a cash surrender or loan 
value, although in limited cir-
cumstances it can pay a refund 
of premiums, and the issuing 
insurer must offer a nonforfei-
ture benefit. In terms of defer-
ence to the NAIC, subsection 
(g) contains a formidable list of 
consumer protection require-

ments drawn from the 1993 
Long-Term Care Insurance 
Model Act and Model Regula-
tion that a contract must meet 
in order to be qualified, and be-
yond this, penalty taxes are im-
posed on the issuing insurer un-
less it complies with additional 
NAIC-prescribed require-
ments in the Model Act and 
Model Regulation. Further, a 
section 7702B regulation final-
ized in 1998 treats compliance 
with state law as compliance 
with such requirements where a 
state enacts requirements com-
parable to those of the Model 
Act and Model Regulation.

The definition of a qualified 
LTC insurance contract acts as 
a safe harbor, in that the Code 
does not expressly specify the 
tax treatment of LTC insurance 
coverage that is not qualified.

Peter: And what about ADBs?

John: The acceleration of death 
benefits—the payment of all or 
a portion of a life insurance 
contract’s death benefit while 
the insured is still alive—also 
dates from the 1980s, when 
insurers began offering ADB 
payments for terminally ill in-
sureds. Since nothing in the tax 
law classified ADBs as death 
benefits excludable from in-
come under section 101(a), 
the Treasury Department took 
the step of deeming them to 
be excludable under certain 
conditions in regulations pro-
posed in 1992. The regulations 
also addressed ADBs that were 
then being offered if the in-
sured became chronically ill. 
Those regulations were never 
finalized, but Congress took up 
the matter in HIPAA, enacting 

section 101(g) to treat ADBs 
as equivalent to death benefits 
where the insured was certified 
by a physician as having an ill-
ness or condition likely to re-
sult in death within two years. 
HIPAA also extended death 
benefit treatment to ADBs 
under both section 101(g) and 
section 7702B for insureds cer-
tified as chronically ill, subject 
to the limits imposed by section 
7702B on per diem payments. 
For an ADB that constitutes 
qualified LTC insurance under 
section 7702B, compliance with 
the consumer protection rules 
of the NAIC’s 1993 Model Act 
and Model Regulation refer-
enced in the statute is required. 
For other ADBs, section 101(g) 
mandates compliance with 
NAIC rules, if any, applicable to 
the ADBs, or to more stringent 
rules under state law in order 
for the benefits to be tax-free.
In the mid-2000s, interest also 
arose in combining qualified 
LTC insurance with a non-
qualified annuity contract, 
so that the annuity’s benefits 
could be paid out when an in-
dividual became chronically ill. 
Since qualified LTC insurance 
cannot provide a cash surren-
der value and can only cover 
qualified LTC services, it was 
unclear whether such a com-
bination was permissible under 
section 7702B, but again Con-
gress stepped in to clarify mat-
ters. In the Pension Protection 
Act of 2006, section 7702B was 
amended to enable the annui-
ty-LTC combination product 
to move forward.

Peter: Susan, has the IRS 
shown deference to the NAIC 
and state regulators in its ad-
ministrative guidance on LTC 
insurance?

Susan: As John says, the statu-
tory language of section 7702B 
and the regulations issued un-
der that section rely heavily on 
the requirements of NAIC’s 
1993 Model Act and Model 
Regulation and give explic-
it deference generally to state 
regulators that have compa-
rable requirements. In this re-
gard, I think that the industry 
has been lucky that the defer-
ence is built into the statute 
because the IRS has not been 
particularly forthcoming with 
additional tax guidance for 
LTC insurance products. For 
example, there has been an item 
in the Insurance Companies 
and Products portion of Trea-
sury’s Priority Guidance Plan 
for “Guidance on annuity con-
tracts with a long-term care in-
surance feature under §§72 and 
7702B” since the 2009–2010 
Plan. The 2011–2012 Plan an-
nounced the publication of No-
tice 2011-68 under this LTC 
item and, although that Notice 
requested comments by Nov. 9, 
2011, there has been no further 
action taken and no additional 
general guidance. The Priority 
Guidance Plans since the 2012–
2013 Plan have continued to 
include the same item referring 
to LTC insurance, with a slight 
modification in the descrip-
tion—that is, “Guidance on 
annuity contracts with a long-
term care insurance rider under 
§§72 and 7702B.” In addition, 
the Priority Guidance Plans 
since the 2012–2013 Plan have 
included a second LTC insur-
ance item, which is “Guidance 
on exchanges under §1035 of 
annuities for long-term care in-
surance contracts.” Other than 
recognizing that additional 
guidance on LTC insurance tax 
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issues may be important, I don’t 
think that the issue of deference 
to the NAIC and state regula-
tors (or not) has really come 
into play for the IRS from an 
administrative perspective.

Mark: That’s certainly true in 
recent years, though I think 
the regulations you refer to on 
the consumer protection pro-
visions of section 7702B are 
themselves an interesting case 
study in deference. First, as to 
those provisions, deference was 
arguably a foregone conclusion 
because the Code itself refers to 
the NAIC Model Act and Reg-
ulations. Second, deference was 
entirely appropriate as a matter 
of policy because the NAIC and 
state regulators are in a much 
better position to prescribe 
rules to protect consumers than 
are the IRS and Treasury. Other 
areas arguably fall in the same 
category. For example, section 
7702B defines “chronically ill 
individuals” by reference to 
the ability to perform activities 
of daily living—ADLs—and 
requires the Secretary of the 
Treasury to prescribe regula-
tions in “consultation” with the 
Secretary of Health and Hu-
man Services. Section 101(g) 
defines “terminally ill insureds” 
and “chronically ill insureds” 
by reference to NAIC guidance 
on viatical settlements. Wisely, 
Congress recognized that the 
IRS and Treasury alone lack 
the expertise to prescribe rules 
in these areas without at least 
consulting non-tax regulation.
The guidance projects that Su-
san has listed from the Priori-
ty Guidance Plans since 2009 
relate primarily to the Pension 
Protection Act provisions ad-
dressing combination contracts 

and exchanges for LTC con-
tracts. I totally agree one would 
think of those projects as not 
implicating deference direct-
ly, though hopefully whatev-
er guidance the IRS has been 
working on since the 2011 no-
tice would take into account the 
common terms of those con-
tracts and whatever regulatory 
requirements apply to them.

Sheryl: Unfortunately, the 
IRS’ limited resources are to 
blame for the lack of guidance 
for qualified LTC riders on 
annuities and exchanges under 
section 1035 of annuities for 
LTC insurance contracts. Even 
though earnings that are distrib-
uted from an annuity are gener-
ally taxable, Congress appears 
to have specifically over-ridden 
that treatment when the annuity 
is used to fund LTC coverage. 
This issue, though, is not really 
a question of deference to the 
NAIC or state regulators, but 
is more of a tax administration 
concern. The IRS and Treasury 
need to establish rules to carry 
out congressional intent and 
that is what the much-anticipat-
ed guidance should provide. 

Peter: But, do you expect guid-
ance actually to be issued?

Sheryl: Guidance is needed, 
but with the IRS budget con-

straints, I do not expect to see 
anything soon.

Brian: Sheryl, carrying forward 
your thoughts on tax admin-
istration concerns, ADB rid-
ers also create administrative 
challenges under sections 7702 
and 7702A. When a triggering 
event occurs that accelerates 
the payment of a death benefit, 
contracts still need to satisfy 
the section 7702 requirement 
and companies will still need 
to monitor for compliance with 
the 7-pay test to determine 
whether contracts are MECs. 
Like exchanges under section 
1035 of annuities for LTC in-
surance, there are a number of 
administrative questions that 
surface when trying to figure 
out how the adjustment rules in 
sections 7702 and 7702A apply 
to the payment of an ADB. 

First, let’s talk about the sec-
tion 7702 requirements. While 
there are different product de-
signs, a common feature of an 
ADB rider is to reduce both the 
death benefit and the cash value 
of the contract proportionately 
when there is an acceleration 
of death benefit. The CVAT is 
much better equipped to ac-
commodate this type of design, 
while still allowing the contract 

to qualify with section 7702. 
The CVAT is prospective in its 
application and is a proportion-
al-based test that manages the 
relationship between cash value 
and death benefit. Proportion-
al changes to both the death 
benefit and cash value resulting 
from the payment of an ADB 
reconcile well with the CVAT 
requirements, as the same re-
lationship between cash value 
and death benefit is maintained 
both before and after an ADB 
is paid. 

Determining how to deal with 
the payment of an ADB under 
the GPT is a bit more challeng-
ing. While it is clear that death 
benefits are reduced as a result 
of an ADB payment, there are 
a host of questions that come 
up with how to account for the 
payment of an ADB under both 
the guideline premium and the 
7-pay test. Some have ques-
tioned whether the traditional 
attained age adjustment meth-
odology under section 7702 
results in a “proper adjust-
ment” to guideline premiums 
for the payment of an ADB. 
Similarly, which of the two ad-
justment rules under section 
7702A, if any, should apply: the 
material change rules of sec-
tion 7702A(c)(3) or the reduc-
tion in benefit rules of section 
7702A(c)(2)? Further, to the ex-
tent the contract’s cash value is 
reduced as a result of an ADB, 
should there be corresponding 
adjustment to premium paid? 
I think it’s fair to say that the 
drafters of sections 7702 and 
7702A did not have ADBs in 
mind when developing the stat-
utory requirements for life in-
surance contract qualification.
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To date, no regulations or other 
guidance have been issued re-
garding the effect of ADBs on 
premiums paid and how to ac-
count for ADBs under the ad-
justment rules of sections 7702 
and 7702A. We can add these 
administrative items to those 
mentioned by Sheryl and Susan 
where additional guidance from 
the IRS and Treasury would be 
helpful.

Mark: Perhaps this discussion 
comes full circle. We talked 
earlier about the existing pro-
posed regulations on the defi-
nition of cash value, and the 
Priority Guidance Plan project 
that may one day take a fresh 
look at that issue. The existing 
proposed regulations were pub-
lished before Congress added 
section 101(g) to the Code. At 
least part of the impetus for in-
cluding the definition of cash 
surrender value on the Priority 
Guidance Plan was a sense that 
updating those regulations to 
acknowledge the enactment of 
section 101(g) would simply be 
a matter of good housekeeping. 
The existing proposed regula-
tions are a lesser priority to the 
industry than other guidance, 
but if the IRS reaches the point 
of considering them, it would 
indeed be helpful if they used 
the opportunity not only to ad-
dress cash value but to address 
other ADB issues you mention, 
Brian, like application of the 
adjustment rules, or the effect 
on premiums paid. It’s hard to 
imagine them doing so without 

thoroughly weighing the non-
tax treatment of ADBs by the 
NAIC and by state regulators. 
In the product space, there is 
much to be said for a starting 
point that is cognizant of non-
tax regulation, whether or not 
there is a statutory instruction 
to defer.

Peter: This has been an inter-
esting dialogue and I think it 
is fair to say that our conclu-
sions have not been as certain 
as in our first dialogue on tax 
reserves. Whereas there was 
general consensus in Part I of 
our dialogue that deference to 
the NAIC’s tax reserve method 
is required regardless of argu-
ments by the IRS to the con-
trary, we do not have a similar 
consensus that deference to 
the NAIC or state regulation 
is required on many important 
product tax issues. Perhaps, that 
is because, as we mentioned, 
companies need to be sure that 
their products will not fail and, 
therefore, as a practical matter 
must avoid controversy and de-
fer to IRS guidance, whether or 
not it conflicts with NAIC or 
state regulatory rules.

I want to thank the panelists 
again and look forward to the 
upcoming third, and final, in-
stallment of our dialogue. n
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