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Chairperson’s Corner
TAX REFORM!
By Housseine Essaheb

Tax reform, or no tax reform? That has been the question 
raised by tax professionals over the past couple of years. 
On Dec. 22, 2017, President Trump signed the Tax Cuts 

and Jobs Act into law, unleashing a new era of tax changes that 
have significant implications for corporations as well as individ-
uals. Besides having a personal and professional impact, the tax 
changes also affect the insurance industry.

In response, the Taxation Section set out to educate the Society 
of Actuaries (SOA) membership on the changes brought on by 
the tax reform. By the time this newsletter is published, we will 
have sponsored (or co- sponsored) three webinars on the topic. 
We are also dedicating this issue of TAXING TIMES to focus on 
several changes from the tax reform.

To foster better collaboration and ensure consistent messaging, 
we’ve reached out to other sections to see what items relating to 
tax reform they would like to hear more about and their plans 
for covering changes brought out by tax reform. Working with 
our colleagues from the Smaller Insurance Company Section, 
we are co- sponsoring a tax webinar on the impact of tax reform 
to small companies. Additionally, we are continuing to look for 
opportunities to partner with other sections.

All of this would not have been possible without the volunteers 
in our section and the SOA staff. Their valuable contributions 
helped our Tax Reform Webcast on March 9 set a record for 
the highest attendance—more than 5,000 participants. Bravo! ■

Housseine Essaheb, FSA, CERA, MAAA, is director and actuary for 
Prudential Annuities and may be reached at housseine.essaheb@
prudential.com.



4 | JUNE 2018 TAXING TIMES 

Overview of the Tax Cuts 
and Jobs Act: Major 
Changes in the Taxation 
of Life Insurers
By James W. Kress, Surjya Mitra and Mark S. Smith

On Dec. 22, 2017, President Trump signed into law the 
Tax Cuts and Jobs Act (P.L. 115- 97) (“TCJA,” or “Act”),1

following a flurry of legislative activity at a pace seldom 
seen on Capitol Hill. Ways and Means Committee Chairman 
Kevin Brady (R- Texas) released his original Mark of the TCJA 
on Nov. 3, launching a high stakes, seven- week scramble with 
significant financial and business consequences to life insurance 
companies. This issue of TAXING TIMES is devoted to a discussion 
of several of the major provisions that are particularly important 
to life insurers, with an emphasis on domestic provisions. Later 
issues will address international provisions, reinsurance and 
other matters. This article sets the stage for that discussion by 
providing historical context and an overview of major themes of 
the Act.

“TAX REFORM”: IT HAPPENS
Like death and taxes, “reform” of the Internal Revenue Code 
every few decades is a certainty.

1959 Act
Before the Life Insurance Company Tax Act of 1959, P.L. 86- 
69 (“the 1959 Act”), life insurance companies were taxed at the 
same rates as other corporations, but only on their net invest-
ment income.2 After this legislation, life insurers instead were 
taxed on all their income, but under a complicated three- phase 
system, remnants of which still may be seen in the Internal 
Revenue Code and regulations. Specifically, Phase I generally 
taxed a profitable life insurer’s net investment income. Phase II 
generally taxed half of a company’s underwriting income minus 
certain special deductions on a current basis; and Phase III taxed 
the special deductions and the deferred portion of a company’s 
underwriting income when the company made future distribu-
tions from what was known as a policyholders’ surplus account.3

For purposes of computing gain from operations, tax- deductible 
life insurance reserves generally were equal to statutory reserves, 

but could actually be increased above statutory reserves if a spe-
cial “section 818(c) election” was made.

Older members of the insurance tax community still invoke con-
cepts under “the 1959 Act” and with good reason. Even though 
Congress later dismantled the framework of the 1959 Act, many 
of the concepts and, in particular, definitions under the Act still 
survive. Even today, the definitions of insurance company, life 
insurance company, and life insurance reserves have their roots 
in 1959 Act authorities. Moreover, the current- law limitations 
on consolidated returns that include both life and nonlife mem-
bers were originally enacted to protect the three- phase system 
of taxation under the 1959 Act.

1984 Act
Twenty- five years after the 1959 Act, Congress again amended 
many provisions of the Internal Revenue Code, with a particular 
focus on the taxation of life insurers. The changes were moti-
vated by an unusually large increase in interest rates between 
1959 and 1984, and by a need to simplify the 1959 Act’s complex 
three- phase system of taxation.

Under the Deficit Reduction Act of 1984, P.L. 98-369 (“the 1984 
Act”), life insurance companies were taxed under a single- phase 
system, like most other corporate taxpayers. The familiar regime 
under section 807 for computing tax reserves was established, 
including computation of a Federally- Prescribed Reserve, the use 
of a reserve methodology determined based on when a contract 
was issued, reliance on prevailing interest rate and mortality tables, 
and application of a statutory reserves cap and net surrender value 
floor. The separate accounting and diversification requirements 
for assets supporting variable contracts were imposed.

To the disappointment of the industry, limitations that applied 
to consolidated returns filed by mixed life/nonlife groups were 
retained, even though the three- phase system that gave rise to 
those limitations was eliminated. Over time, new IRS guidance 
addressed many issues under the provisions of the 1984 Act, and 
authorities under the 1959 Act remained relevant as to those 
provisions that carried over.4 As a younger generation of tax 
professionals came up through the ranks, they spoke of the 1984 
Act with the same familiarity that their elders exhibited with 
respect to the 1959 Act.

Nontax insurance developments in the years that followed the 
1984 Act put pressure on some of the rules in Subchapter L. In 
particular, the adoption of Life principle- based reserving (PBR) 
put significant pressure on the rules for determining deductible 
life insurance reserves.5 Although the IRS and industry engaged 
constructively in ways to make those rules work appropriately, 
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tax policymakers were aware of the stresses that PBR placed on 
the system.

The Tax Cuts and Jobs Act
The Tax Cuts and Jobs Act represents a wholesale rewrite of 
many of the most important features of the Internal Revenue 
Code. The federal corporate income tax rate dropped signifi-
cantly. The paradigm for taxing U.S. corporations on their 
worldwide activity, and foreign corporations on U.S. activity, 
was radically altered. Most importantly for life insurers, provi-
sions that are the most impactful—reserves, deferred acquisition 
cost (DAC) and proration—were rewritten. In order to make 
sense of these changes, it is important to understand the process 
that led up to the Act.

LEGISLATIVE PROCESS
Momentum for the most recent tax code changes had been 
building for many years, driven in large part by consensus that 
the United States had become an increasingly noncompeti-
tive jurisdiction in which to do business. For example, at 38.9 
percent, the average U.S. combined federal and state statutory 
corporate tax rate was 14 percentage points above the average 
of other countries that are members of the Organisation for 
Economic Co- operation and Development (OECD). Some 
believed that this rate differential favored foreign- parented 
companies which, in turn, encouraged some U.S. companies to 
“invert,” or redomesticate offshore. For property and casualty 
insurers, some policymakers believed that the rate differential 
encouraged the use of reinsurance as a means of eroding the 
U.S. tax base. Rep. Richard Neal (D- Mass.) and the Obama 
Administration both proposed legislation to address this issue 
by limiting tax benefits for property and casualty reinsurance 
transactions with an offshore affiliate.6 The taxation of insur-
ance companies, specifically, was not otherwise in play, though 
would become important as the TCJA progressed.

Camp Bill
In 2014, then- House Ways and Means Committee Chairman 
Dave Camp (R- Mich.) introduced a bill known as the Tax 
Reform Act of 2014, or H.R. 1.7 Several months before its intro-
duction, a draft text of the bill was made available in the form 
of a “Discussion Draft,” which was the subject of an entire issue 
of TAXING TIMES.8 Many provisions of the bill would have had a 
significant effect on life insurers, and Chairman Camp talked 
with TAXING TIMES about the bill shortly after he left Congress.9

Broadly, the Camp Bill included a number of features that also 
are in the TCJA, and was intended to accomplish many of the 
same goals, such as lowering tax rates and strengthening the 
economy. Like the TCJA, the Camp Bill would have eliminated 
the corporate alternative minimum tax (AMT) and would have 
made a number of changes to conform the taxation of insurance 
companies to the general rules that apply to other corporate 
taxpayers. The Camp Bill also would have dramatically changed 
the provisions that apply to life insurance companies, such 
as DAC, proration and, in particular, life insurance reserves. 
The Camp Bill’s changes to the computation of life insurance 
reserves would have required the use of an uneconomic discount 
rate to determine tax reserves. This aspect led to a number of 
meetings with staff on Capitol Hill to discuss with staff on the 
business of life insurance generally, the capitalization of DAC 
as compared to actual capitalizable commission expenses, 
the problems with the economic assumptions underlying the 
Camp proration proposals, the importance and measurement of 
reserves, the choice of discount rates, and the emergence of new 
reserve methodologies. The provisions included in the TCJA on 
proration and reserves differ dramatically from those that were 
included in the Camp Bill.

Unlike the TCJA, the Camp Bill was projected to be revenue-   
neutral.
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House Republican Blueprint: “A Better Way”
Early in 2016, House Speaker Paul D. Ryan (R- Wis.) announced 
the creation of a new Tax Reform Task Force to develop an 
Internal Revenue Code that would “create jobs, grow the 
economy, and raise wages by reducing rates, removing special 
interest carve outs, and [make] our broken tax code simpler and 
fairer.” In June, the Task Force published its 35- page report, “A 
Better Way: Our Vision for a Confident America.”10 The report 
became known as the House Republican Blueprint.

The broad themes that had been building for Tax Reform—
lower rates, simplification (or at least improved consistency) and 
international competitiveness—formed the foundation of the 
Blueprint. A controversial Border Adjustment Tax would have 
exempted exports of products, services and intangibles from 
tax, and would have taxed products, services and intangibles 
imported into the United States regardless of where they were 
produced. Global American companies thus would have been 
taxed on a territorial basis.

The House Republican Blueprint also would have eliminated 
any deduction for net interest expense to help equalize the tax 
treatment of different kinds of financing. Only one sentence 
addressed how this would apply to financial service companies:

The Committee on Ways and Means will work to develop 
special rules with respect to interest expense for financial 
services companies, such as banks, insurance, and leasing, 
that will take into account the role of interest income and 
interest expense in their business models.11

Other than this sentence, there were no specific references to 
the taxation of insurance companies under the Blueprint.

Efforts to Repeal Obamacare Raise the Stakes
Soon after President Trump’s inauguration, Republicans in both 
the House and Senate engaged in a dedicated effort to dismantle 
the Affordable Care Act (“ACA”),12 introducing several propos-
als to first “repeal and replace” and then to simply repeal the 
ACA. Beginning in March and continuing throughout much 
of 2017, Congress considered numerous bills, including the 
American Health Care Act (“AHCA”),13 a subsequent revision 
titled the Better Care Reconciliation Act (“BCRA”),14 the 
Obamacare Repeal Reconciliation Act (“ORRA”),15 and eventu-
ally the Graham Cassidy amendment to the AHCA.16 Each of 
these legislative efforts included significant changes to the tax 
and fee structure applicable to health insurers and health care 
consumers.

During the fall of 2017, it became clear that efforts to unwind 
the ACA would not succeed. Mindful of the importance of 

achieving some measure of legislative success, Congressional 
leaders set their sights on federal income tax reform, another 
centerpiece of their agenda and the president’s campaign.

The House Chairman’s Mark
On Nov. 3, 2017, House Ways and Means Committee Chairman 
Kevin Brady (R- Texas) released draft statutory language of the 
Tax Cuts and Jobs Act in the form of a Chairman’s Amendment 
in the Nature of a Substitute to H.R. 1—the Chairman’s Mark—
reflecting his thinking and that of the majority members of the 
Committee. Directionally, the Chairman’s Mark was consistent 
with the broad themes that had long been in play—dramatically 
lower the corporate income tax rate, repeal the corporate AMT, 
and make dramatic changes to the taxation of U.S. corporations 
doing business abroad and foreign multinational groups doing 
business in the United States. Because there had been no public 
hearings or other opportunities to respond to specific propos-
als, many provisions were made public for the first time in the 
Chairman’s Mark.

The pace at which the TCJA went 
from Chairman Brady’s Mark on 
Nov. 3 to an enacted law on Dec. 
22 was nearly unprecedented for 
a bill of this magnitude.

Insurance companies were singled out with an entire subtitle in 
the Chairman’s Mark. Although some of the provisions in the 
subtitle were in the category of simplification, along the lines 
of the Camp Bill, other provisions were without precedent and 
would have resulted in a dramatic increase in taxable income 
for life insurers. Tax- deductible life insurance reserves were 
proposed to equal 76.5 percent of statutory reserves, with no 
cash surrender value floor.17 The life insurance company prora-
tion provision would fix the company’s share of net investment 
income—that is, the percentage of the otherwise- allowable tax 
benefit a company would receive for stock and tax- exempt bonds 
it owns—at 40 percent.18 The DAC capitalization percentages 
would increase from 1.75 percent, 2.05 percent and 7.7 percent 
under prior law to either 4 percent or 11 percent according 
to whether the contracts were group or individual contracts.19

This would have represented a 528 percent increase in the rate 
applied to individual annuity contracts and appeared unrelated 
to actual, economic acquisition costs that companies incur.

At $23 billion,20 the revenue estimates for these three provisions 
were widely believed to vastly understate the actual tax cost to 
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companies. The Nov. 3 release of the Chairman’s Mark thus 
marked the beginning of a frantic seven- week period of work 
for both the industry and Hill staff to better understand the 
economics of the business of life insurance, the mechanics of 
various proposals, and appropriate estimates of the revenue that 
each would raise.

The House Bill
Within a week of the release of the original Chairman’s Mark, 
a Manager’s Amendment replaced the three most controversial 
life insurance provisions—reserves, DAC and proration—with 
a single provision that would retain prior law but impose an 
8 percent surtax on Life Insurance Company Taxable Income 
(LICTI).21 An accompanying explanation explicitly referred to 
the surtax as a “placeholder,” while work on the issues contin-
ued.22 The placeholder remained in the version of H.R. 1 that 
passed the House on Nov. 16.

The Senate Bill
Aware of the continued work in the House on the life insurance 
provisions, the Senate Finance Committee included its own 
placeholder for Chairman Brady’s proposals on life insurance 
reserves, DAC and proration. Rather than impose a surtax 
on LICTI, the Senate Finance Committee’s original markup 
would have retained current law for reserves and proration, and 
modified the rules for DAC. Specifically, the Senate Finance 
Committee would have nearly doubled the capitalization rates 
and would have increased the amortization period fivefold, from 
120 months to 600 months.23 This proposal was referred to by 
some as “super- DAC,” and was scored to raise approximately the 
same amount of revenue as the original provisions in Chairman 
Brady’s Mark and the surtax in the bill that passed the House.

The version of the bill that passed the full Senate24 on Dec. 
2 included an amendment by Sen. Tim Scott (R- S.C.), which 
largely became the basis for the TCJA life insurance provisions 
as passed. Under Sen. Scott’s amendment, tax reserves were 
generally computed by applying a haircut to statutory reserves, 
DAC rates were increased, and the amortization period length-
ened, but not as dramatically as under the Senate’s “super- DAC” 
proposal, and a life insurer’s company’s share for purposes of 
proration was set at 70 percent.

Consensus Emerges in Conference
The life insurance provisions were not the only differences 
between the House and Senate bills, nor even the largest in terms 
of revenue. For example, the House bill would have repealed the 
corporate AMT, whereas the Senate bill would have made more 
modest changes to prior law. The House bill provided a special 
tax rate for personal service corporations, whereas the Senate 

bill did not. The House bill would have addressed erosion of 
the U.S. tax base by imposing an excise tax on certain deductible 
payments to foreign affiliates, whereas the Senate bill would 
have imposed a base erosion minimum tax amount equal to the 
excess of 10 percent of modified taxable income over the regular 
tax liability for the year.

The mechanism for resolving differences between a bill passed 
by the House and a bill passed by the Senate is called a “confer-
ence,” in which a committee comprising members of both houses 
reaches a comprehensive compromise on which the two Houses 
then vote. In the case of the TCJA, the conference committee 
report was released on Dec. 15, and the House and Senate both 
passed the amended package on Dec. 20. The president signed 
the bill into law on Friday, Dec. 22. With just nine days left in 
the calendar year, a new scramble began to determine what steps 
companies should take in anticipation of the new law before 
Dec. 31, and what disclosures would be necessary in calendar 
year 2017 annual statement filings and financial statements.

The pace at which the TCJA went from Chairman Brady’s Mark 
on Nov. 3 to an enacted law on Dec. 22 was nearly unprece-
dented for a bill of this magnitude. As with other tax acts, 
legislative history will play an important role in discerning the 
intent of the various provisions. In addition, the staff of the Joint 
Committee on Taxation will likely produce its own explanation 
of the provisions. That explanation is commonly referred to as 
“the Blue Book.” Although generally not considered authorita-
tive as legislative history, it will be another data point in future 
years as companies do their best to make sense of the intent of 
various provisions.
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BROAD IMPACT ON LIFE INSURERS
The nonpartisan Joint Committee on Taxation staff projected 
that, across all taxpayers, the Act would reduce federal rev-
enues by $1.456 trillion over the 2018–2027 federal budget 
window. Some taxpayers will be winners due to a dramatic cut 
in corporate income tax rates and the repeal of the unpopular 
AMT. Other taxpayers will be losers on a net basis due to other 
provisions. For example, U.S.- parented groups may benefit 
overall from lower rates and a more territorial model for taxing 
corporate earnings, whereas new provisions aimed at base ero-
sion could impose significant costs on some foreign- parented 
multinational groups and potentially cause them to restructure 
their operations. Modifications of the AMT, lower tax rates and 
a higher standard deduction will provide welcome relief to some 
individuals, whereas many individuals in high- tax states will see 
their tax bills increase due to a dramatic limitation of itemized 
deductions for state and local taxes.

For insurers, the impact is particularly acute. Like the original 
House Chairman’s Mark, the TCJA singles out insurance com-
panies in a unique way.

Provisions That Apply to Insurance Companies
Life insurance reserves. Under the Act, the tax- deductible life 
insurance reserve for a contract is generally equal to the greater 
of the contract’s net surrender value or 92.81 percent of the 
statutory reserve with regard to the contract, determined based 
on valuation date methods. For variable contracts, only general 
account reserves in excess of the greater of the contract’s net 
surrender value or separate account reserves with regard to the 
contract are multiplied by the 92.81 percent factor. A statutory 
reserves cap applies, as under prior law. The change is projected 
to raise $15.2 billion over the 10- year budget window, in large 
part from an eight- year transition rule relating to reserves on 
existing business, discussed later in this article. However, the 
industry generally supported it because it is simpler than current 
law and should avoid much of the uncertainty that arose under 
prior law as a result of the adoption of PBR methodologies. The 
changes to life insurance reserves are discussed at page 14 of 
this issue of TAXING TIMES (“Changes to the Computation of Tax 
Reserves Under P.L. 115- 97”).

The TCJA also made changes to unpaid loss reserves, such as 
reserves for cancellable accident and health insurance contracts. 
Much like proposals in the Camp Bill, those changes will incor-
porate a significantly higher discount rate based on a 60- month 
corporate bond yield curve and longer loss payment patterns. 
The effect of these changes will be more important for longer- 
tail than for shorter- tail lines of business. The changes to unpaid 

loss reserves are discussed at page 22 of this issue of TAXING

TIMES (“Discounted Unpaid Losses: A Rate or a Curve?”).

DAC. As under prior law, acquisition costs with regard to 
life insurance and annuity contracts are capitalized and 
amortized, based on a proxy percentage multiplied by net 
premiums received. The current- law capitalization percent-
ages are increased by 20 percent, and the amortization period 
extended from 10 years to 15 years. No recomputation of exist-
ing unamortized DAC balances is required. Instead, the new 
capitalization percentages and amortization period apply to net 
premiums received in 2018 and after. As a result, companies will 
be able to price newly issued products and reinsurance transac-
tions taking this change into account as appropriate. However, 
in- force contracts priced under the old DAC rules also will be 
subject to the higher rates and longer amortization period to 
the extent of post- 2017 premiums. At $7.2 billion, this change 
is the second- largest life insurance- specific revenue raiser in the 
Act. The changes to DAC are discussed at page 24 of this issue 
of TAXING TIMES (“Capitalization of Certain Policy Acquisition 
Expenses—Changes under the Tax Cuts and Jobs Act”).

Proration. For decades, prior law has required a life insurer to 
“prorate” net investment income between a company’s share and 
policyholders’ share in order to limit the benefits of tax- preferred 
income (such as dividends eligible for the Dividends Received 
Deduction, or DRD) on assets it owns. The computation of 
company’s share and policyholders’ share for a life insurance has 
historically been very complex. The Act replaces the prior law 
computation of the company’s share and policyholders’ share 
with fixed percentages of 70 percent and 30 percent, respec-
tively. Like the change to life insurance reserves, this approach 
represents a dramatic simplification. Together with a general 
change of the DRD from 70 percent to 50 percent, however, 
this change results in an increase in the amount of dividend 
income that is taxed to a life insurer, albeit at a lower rate. The 
provision was projected to result in an increase in federal tax 
revenue. The impact of the provision, however, is expected to 
vary from company to company, and from General Account to 
Separate Account. The changes to life insurance proration are 
discussed at page 26 of this issue of TAXING TIMES (“Dividends 
Received Deduction—The Company Share (Proration): From a 
Hard Formula to an Easy One”).

The TCJA also made changes in proration for nonlife com-
panies. Under prior law, the adjustment to discounted unpaid 
losses for 15 percent of tax- exempt interest and DRD produced 
an effective tax rate of 5.25% (15% times 35%) on tax- exempt 
income. Under the TCJA, the adjustment increases to a per-
centage that preserves the same effective tax rate on tax- exempt 
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income. Based on a corporate tax rate of 21 percent, the pro-
ration percentage for nonlife companies in 2018 is 25 percent 
(5.25% divided by 21%).

Net operating losses. Under prior law, net operating losses of 
corporate taxpayers generally were carried back two years and 
forward 20 years, according to the taxpayer’s taxable income or 
loss for those years. Life insurers carried losses from operations 
back three years and forward 15. The TCJA changed these gen-
eral rules to allow losses to be carried forward indefinitely, but 
not back under the TCJA. Losses carryovers are allowed to off-
set only 80 percent of the taxpayer’s income for a particular year. 
The loss rules for life insurers are conformed to the loss rules for 
other corporations, such that there is no longer an independent 
set of rules for losses from operations of a life insurer. Non-
life insurance companies, however, may still carry losses back 
two years and forward 20 years, and use those losses without 
regard to the new 80 percent of taxable income limitation. The 
application of different rules for losses of nonlife companies 
and other corporate taxpayers raises complex issues for those 
companies that file consolidated returns for groups that include 
both nonlife insurance companies and noninsurance companies. 
The issues will be even more difficult for consolidated return 
filers whose groups include life insurance companies, nonlife 
insurance companies, and noninsurance companies under the 
life- nonlife consolidated return regulations.

Other insurance provisions. A number of other provisions 
that are specific to insurance companies will have lesser financial 
impact:

• Repeal of a deduction that applies only to small life insur-
ance companies.

• A change to conform the treatment of changes in basis for 
computing life insurance reserves with the treatment of 
changes in accounting method of other corporations.

• Repeal of a special rule that applies to a small number of 
companies that maintain a “policyholders surplus account” 
based on pre- 1984 Act law.

• Repeal of a special rule that permits nonlife companies not 
to discount unpaid losses if they make “special estimated tax 
payments.”

The broad theme of these changes is to remove provisions that 
have become obsolete, and to conform the taxation of insurance 
companies to the taxation of other corporate taxpayers where 
possible. Several of these changes are discussed together at 
page  28 of this issue of TAXING TIMES (“Repealed: Corporate 
AMT and Three Insurance Tax Provisions”).

Effect on life insurance products. The TCJA does not change 
the treatment of inside buildup on life insurance and annuity 
contracts. The industry has long opposed any such changes out 
of concern for the effects of any changes on policyholders and 
beneficiaries and because of the important role of the products 
for retirement security. Commercially, however, other changes 
in the TCJA could have implications for the products. For 
example, changes in the estate tax for individuals may dampen 
the market for individual life insurance contracts that are pur-
chased for liquidity purposes as part of an estate plan; a general 
reduction in corporate income tax rates also may change the 
analysis in some cases for the purchase of life insurance by banks 
and other corporate taxpayers. A welcome clarification that a 
policyholder’s tax basis is not decreased by the cost of insurance 
provided removes uncertainty for some life settlement transac-
tions. However, life insurers now must consider what systems 
adaptations are appropriate to comply with new information 
reporting on life settlement transactions. Amendments to the 
transfer for value rule are intended to capture certain indirect 
transfers of a life insurance contract for value. Other changes, 
such as changes to the life insurance reserve rules that previ-
ously were cross- referenced in the section 7702 definition of 
life insurance (and now are a part of that provision) also may 
require further careful thought in the context of Life PBR. Con-
sequences of the TCJA to life insurance products are discussed 
at page 30 of this issue of TAXING TIMES (“The Life Insurance 
Product Tax Provisions of H.R. 1”).

Provisions That Apply to All Corporate Taxpayers
As discussed, the most significant broadly applicable elements of 
the TCJA are the reduction in corporate tax rates and a change 
in the paradigm for taxing offshore operations of U.S. corpora-
tions and U.S. operations of foreign- parented groups. Together, 
the reduction in tax rates and elimination of the corporate AMT 
were projected by the Joint Committee on Taxation staff to 
result in a decrease in federal income tax revenues from corpo-
rations of almost $1.4 trillion over a 10- year budget window.25

These changes dwarf all others and approximately equal the 
total amount the TCJA is projected to lose over the same period.

The TCJA does not change 
the treatment of inside 
buildup on life insurance and 
annuity contracts.
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International
By far, the next most significant changes to multinational cor-
porate taxpayers are changes to the taxation of multinational 
enterprises.

Territoriality and deemed repatriation. International taxation 
will transition from a system that taxed worldwide income of U.S. 
corporations to a territorial system. The mechanism for doing so 
is a 100 percent DRD for certain qualified foreign- source divi-
dends received by U.S. corporations from foreign subsidiaries. 
However, existing regimes that tax a U.S. corporation on earn-
ings of certain foreign affiliates—such as “Controlled Foreign 
Corporations” (CFCs) and “Passive Foreign Investment Com-
panies” (PFICs) —are retained, with modifications.

As part of the transition to a quasi- territorial system, the TCJA 
generally requires a U.S. shareholder of a specified foreign cor-
poration to include in income for 2017 its pro rata share of the 
undistributed, non- previously taxed, post- 1986 foreign earnings 
of the corporation. The TCJA permits a deduction in an amount 
necessary to result in a 15.5 percent tax on foreign earnings 
held in cash or cash equivalents, and an 8 percent tax on foreign 
earnings held in illiquid assets. Foreign taxes paid with respect 
to such foreign earnings may be treated as partly creditable. For 
insurance companies, the higher cash equivalent rate generally 
will apply, since insurance companies typically hold liquid assets.

Base erosion. To prevent erosion of the U.S. tax base that could 
result from making deductible payments to foreign affiliates, the 

TCJA imposes a “base erosion and anti- abuse” tax (“BEAT”) 
on certain “base erosion payments” paid to foreign affiliated 
companies. Companies subject to the tax must pay the excess 
of tax computed at a 10 percent rate (5 percent in 2018) on 
an expanded definition of taxable income over their regular 
tax liability. The tax would not apply to companies with “base 
erosion tax benefits” less than 3 percent of total deductions of 
the taxpayer. Both the statutory language and the conference 
report identify premiums paid for reinsurance as base erosion 
payments. Other issues arise in practice as a result of different 
forms of reinsurance transactions. This change is particularly 
important to foreign- parented groups if there are reinsurance 
treaties of which U.S. members are a part. As the BEAT applies 
to reinsurance payments paid or accrued from Jan. 1, 2018, 
companies continue to consider what changes to their existing 
reinsurance treaties are appropriate to manage their BEAT 
liability.

PFIC insurance exception. U.S. shareholders of certain “Pas-
sive Foreign Investment Companies,” or PFICs, are required to 
pay tax—or interest on tax that would be owed—on their share 
of offshore income earned by the PFIC. An exception applies 
to investment income earned in the active conduct of an insur-
ance business, and the IRS proposed regulations interpreting 
this exception as recently as 2015.26 The TCJA limits the active 
insurance exception to cases where a foreign insurance company 
has insurance liabilities that constitute more than 25 percent of 
its total assets. An alternate test is available to a company whose 
insurance liabilities constitute at least 10 percent of its assets, 
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if its reserves percentage falls below 25 percent solely due to 
run- off or rating- related circumstances. Because for this pur-
pose insurance liabilities do not include unearned premiums or 
deficiency or contingency reserves, insurers with assets materi-
ally greater than their reserves, such as companies that insure 
catastrophic risks, may find it difficult to qualify for the PFIC 
insurance exception as amended. Some bona fide offshore insur-
ance companies that have difficulty satisfying this test may have 
to consider reinsuring additional risks, such as certain types of 
life insurance business, to continue to qualify for the exception.

International tax issues under the TCJA, and their implications 
for life insurers, will be explored further in the October 2018 
issue of TAXING TIMES.

Other Non- Insurance Changes
Repeal of the Corporate AMT. The TCJA repealed the 
corporate AMT. The Tax Reform Act of 1986 established the 
corporate AMT in order to ensure that no taxpayer with sub-
stantial economic income could avoid a tax liability through the 
“excessive” use of exclusions, deductions, and credits. Beginning 
with the 2018 tax year, taxpayers no longer will be subject to 
AMT and will use credits for AMT previously paid to offset 
their regular tax liabilities and to claim refunds for the balance 
not absorbed by regular tax liabilities. The TCJA requires the 
government to refund 50 percent of the remaining balance of 
AMT credits carried forward to taxpayers in each of the tax 
years 2018–2020, with any remaining uncredited balance fully 
refunded in 2021.

Limitation on interest deduction. The TCJA generally lim-
its the deduction for business interest to the sum of business 
interest income plus 30 percent of the adjusted taxable income 
of the taxpayer for the taxable year; unused deductions can be 
carried forward indefinitely. Because insurance companies typ-
ically earn significant interest income as part of their insurance 
business, applying this limitation on a consolidated group basis27

would result in most life- life and life- nonlife consolidated 
return groups having business interest income that exceeds their 
business interest expense.

Changes in the taxable year for recognizing income. The 
TCJA imposes a new “conformity” rule on accrual- method 
taxpayers that may require them to recognize some items of 
income no later than the tax year in which that income is taken 
into account as revenue in an applicable financial statement. 
The new rule does not apply, however, where special methods 
of accounting apply. Subchapter L of the Code provides spe-
cial rules for the taxation of insurance companies, which may 
provide important exceptions to the new conformity rule. For 
example, under Subchapter L, the starting point for computing 

taxable income is the National Association of Insurance Com-
missioners (NAIC) annual statement, and explicit rules allow 
nonaccrual of market discount of life insurance companies. In 
addition, the Conference Report explains that the conformity 
rule does not revise the rules associated with when an item is 
realized for Federal income tax purposes and, accordingly, 
does not require the recognition of income in situations 
where the Federal income tax realization event has not yet  
occurred.28

Other provisions. Other important changes to the taxation 
of corporations under the TCJA include increased expensing 
(rather than capitalization and depreciation) of business assets, 
changes in rules for business tax credits, new limitations on 
excessive employee remuneration, new limitations on entertain-
ment expenses, and changes in the tax deductibility of employee 
fringe benefits. The impact of these other provisions is beyond 
the scope of what TAXING TIMES will cover, but may nevertheless 
be important to some companies.

Transition
The transition rules for the many changes made by the TCJA 
are varied. The most significant of the insurance provisions—
changes to both life insurance and unpaid loss reserves—entail 
the computation of a transition reserve adjustment that is taken 
into account over eight years. Other significant provisions, such 
as changes in rates, changes in DAC and proration, and changes 
in the utilization of losses, are generally effective for tax years 
beginning after 2017. Throughout this issue of TAXING TIMES

and the next, each article about a specific provision or change 
will include a discussion of the transition rules and issues that 
arise as they apply to life insurers.

MISSED OPPORTUNITIES
Although the changes made by the TCJA were comprehensive 
by any standard, they did not include at least two items that are 
important to life insurers and would have been appropriate as a 
matter of policy: updating of the rules that apply to consolidated 
returns that include both life and nonlife insurance companies, 
and correction of a mismatch in the character of income and 
loss recognized by insurance companies.

Life/Nonlife Consolidated Returns
Current law imposes significant limitations on the ability of 
a life insurer to join in a consolidated income tax return that 
also includes group members that are not life insurance compa-
nies. Prior to the 1984 Act, the regime for taxing life insurance 
companies differed significantly from the regime that applied 
to other corporate taxpayers. In order to protect differences 
between those regimes, the tax law restricted a life insurer’s 
ability to consolidate and share losses with nonlife affiliates.29
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The 1984 Act removed the primary differentiating three- phase 
system of life insurance company taxation, and the taxation 
of life insurers became largely consistent with the taxation of 
nonlife and non- insurance companies. Following the 1984 Act, 
life insurance company taxable income includes premium and 
investment income and allows deductions for underwriting 
losses and general business expenses. Regardless of this parity 
with other taxpayers, life insurance companies remain subject to 
complex rules that include a five- year waiting before joining a 
consolidated group and a restriction on the utilization of losses 
generated by affiliates.30 The simplification provisions of the 
TCJA did not remove these restrictions.

Character of Gain/Loss on Asset Disposals
Banks and other similar financial institutions invest in bonds 
and other debt instruments to fund deposit liabilities and 
reserve obligations undertaken in the ordinary course of busi-
ness. These financial institutions have long enjoyed the benefit 
of characterizing gains and losses on the disposal of bonds and 
other debt instruments as ordinary (not capital) in keeping with 
the ordinary nature of the obligations they support.31 For this 
reason, many such financial institutions are not burdened by 
limitation on the use of capital losses. This relief is not, however, 
afforded to insurance companies.

Much like banks and other financial institutions, insurance com-
panies invest in bonds and other debt instruments to support 
policy reserves and other underwriting obligations undertaken 
in their ordinary course of business. Insurers utilize interest 

income and maturity proceeds to fund anticipated claims. 
Although interest income from these securities is generally taxed 
as ordinary income, gains and losses on disposal are not. Insur-
ers often dispose of bond and other investment holdings prior 
to maturity to pay claims arising from unforeseen events, or to 
better match asset and liability duration. The Internal Revenue 
Code characterizes losses on the disposal of these investments 
as capital in nature, unavailable to offset taxable income from 
ordinary operations. Though these capital losses may carry 
forward to offset future capital gains, insurers face the risk that 
such carryforwards will expire before recognizing sufficient cap-
ital gains, particularly in rising interest rate environments. The 
TCJA did not address this issue.

Technical Corrections
The text of the TCJA itself was hundreds of pages long, rep-
resenting a Herculean legislative effort in a small number of 
weeks. Unsurprisingly, as companies, practitioners, and the IRS 
work through the new law, minor errors become apparent. The 
process for correcting those errors is known as “technical cor-
rections.” The term technical correction is a term of art, and 
generally refers to a drafting mistake, or an error where the 
plain language of a provision is contrary to its clear intent, and 
correcting the error will have no effect on federal tax revenue. 
At some point, Congress likely will correct those errors in what 
is known as a technical corrections bill. Where such errors have 
been identified for provisions affecting life insurers, the relevant 
articles in this issue of TAXING TIMES will discuss them.

NONTAX CONSEQUENCES OF THE TCJA
The pervasive and dramatic changes enacted in the TCJA so 
close to calendar year- end 2017 caused significant challenges 
with respect to the accounting and financial statement reporting 
of the related effects. The breadth of the changes to the taxation 
of life insurance companies resulted in additional turmoil within 
the industry, particularly for companies with both U.S. and non- 
U.S. operations.

In recognition of the TCJA’s widespread impact to U.S. tax-
payers and the related challenges to year- end 2017 financial 
reporting, the Securities and Exchange Commission (“SEC”) 
quickly published Staff Accounting Bulletin 118, allowing com-
panies to report the effects of the change in tax law as those 
effects are reasonably determined, but no later than year- end 
2018. In early February, the NAIC Statutory Accounting Prin-
ciples Working Group issued INT 18- 01, Updated Tax Estimates 
under the Tax Cuts and Jobs Act, which generally adopted the 
concepts outlined in SAB 118 and provided additional guidance 
with respect to reporting tax effects of the TCJA in the statutory 
annual statement. This guidance helped to ease the burden of 
year- end 2017 reporting. Significant questions remain as to 
the impact of future guidance from Treasury and the proper 
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financial statement reporting of the tax balances impacted by 
the base erosion provisions of the TCJA.

Given the effective date for many of the TCJA provisions, life 
insurers are working expeditiously to consider what changes in 
their business are appropriate in response to the new legislation. 
Insurance contracts are being reevaluated for compliance with 
the new provisions; systems and processes are being reconsid-
ered; income tax accounting frameworks are being reconsidered; 
processes to monitor tax law and accounting changes are being 
strengthened; and the response of the various states are being 
monitored to be sure that companies and their products are in 
compliance and transactions are reconsidered to avoid traps for 
the unwary.

Many of these activities bear directly on the work of actuaries, 
company tax professionals, outside consultants, and tax and 
nontax regulators. Whatever your role, we hope you find this 
issue of TAXING TIMES helpful. ■
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Changes to the 
Computation of Tax 
Reserves under P.L. 115- 97
By Kristin Norberg and Jeªrey Stabach

One of the more groundbreaking changes in the insurance 
provisions of Public Law No. 115- 971 (the Act) was the 
introduction of a modified framework for computing 

tax- basis life insurance reserves. The previous proposal for 
comprehensive tax reform, in 2014,2 would have maintained 
the general prior- law structure requiring a distinct tax reserve 
based on a specified method, mortality or morbidity table, and 
interest rates, changing only the approach for determining the 
interest rates. The Act took a very different approach, gener-
ally defining tax reserves as a percentage of statutory reserves  
with a net surrender value floor. This has the benefit of  
improving conformity with statutory accounting, especially as 
the National Association of Insurance Commissioners (NAIC) 
continues implementation of principle- based reserve (PBR) 
approaches. There are, however, several important nuances, 
potential pitfalls and unanswered questions, which we will 
explore in this article.

The Act changed not only life insurance reserves held under 
Internal Revenue Code (I.R.C.)3 §807(c)(1), but also reserves 
held under I.R.C. §807(c)(3) for insurance and annuity con-
tracts not involving life contingencies, and discounted unpaid 
losses computed under I.R.C. §846 relating to property/casu-
alty (P&C) insurance contracts and some types of accident and 
health (A&H) insurance. The new requirements are briefly 
summarized in the sidebar and discussed in more detail below.

This article will focus on reserves held under I.R.C. §§807(c)
(1) and (3). A separate article in this issue of TAXING TIMES will 
address changes made to discounted unpaid losses under I.R.C. 
§§807(c)(2) and 805(a)(1). The Act also made significant revi-
sions to I.R.C. §807(f) relating to treatment of changes in the 
basis for determining reserves; because the industry and IRS are 
currently engaged in discussions on the guidance that may be 

A SHORTHAND GUIDE TO INSURANCE RESERVES 
UNDER THE ACT
Life insurance reserves (non-variable contracts)—The 
tax reserve is generally the greater of:

1. The contract’s net surrender value, or

2. 92.81 percent of the reserve computed using the “tax 
reserve method,” which generally is the CRVM/CARVM4 
reserve.

Life insurance reserves (variable contracts)—The tax 
reserve is generally:

1. The greater of:

a. The entire contract’s net surrender value, or

b. 100 percent of the portion of the CRVM/CARVM reserve 
that is separately accounted for under I.R.C. §817,

plus

2. 92.81 percent of any excess of the entire contract’s CRVM/
CARVM reserve over the amount in paragraph 1.

Insurance and annuity contracts not involving life 
or A&H contingencies—The tax reserve is generally the 
greater of:

1. The contract’s net surrender value, or

2. 100 percent of the discounted value of the obligations, 
using the highest discount rate or rates permitted by the 
NAIC as of the date the reserve is determined.

Other considerations

• Life insurance reserves continue to be subject to a 
contract- level statutory cap.

• Items that were not previously deductible (e.g., 
deficiency reserves, reserves attributable to deferred and 
uncollected premiums if the premiums are not included 
in taxable income, and excess interest reserves) remain 
nondeductible and are excluded prior to applying the 
percentage factor.

• CRVM/CARVM (or other NAIC method if the contract is not 
subject to CRVM or CARVM) is as prescribed by the NAIC 
and in effect as of the date the reserve is determined.
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necessary for implementing the changes to I.R.C. §807(f), we 
have deferred that topic to a later issue of TAXING TIMES. Reserves 
held under I.R.C. §§807(c)(4), (5) and (6) were unchanged by 
the Act.

LIFE INSURANCE RESERVES FOR 
NON- VARIABLE CONTRACTS
Prior to the Act, life insurance reserves were computed using 
prescribed methods and assumptions that were generally deter-
mined when a contract was issued and not changed thereafter. 
The federally prescribed reserve was determined using the 
tax reserve method, the prevailing commissioners’ standard 
mortality or morbidity tables, and the greater of the applica-
ble federal interest rate (AFIR) or the prevailing state assumed 
interest rate (PSAIR). The tax reserve method was generally the 
commissioners’ reserve valuation method (CRVM) for contracts 
subject to CRVM, the commissioners’ annuity reserve valuation 
method (CARVM) for contracts subject to CARVM, and one-  
or two- year preliminary term methods for noncancellable A&H 
insurance contracts. The prevailing tables and PSAIR were 
determined based on the rates that at least 26 states permitted 
to be used for valuation. The federally prescribed reserve was 
subject to a net surrender value floor and a statutory reserve cap, 
both applied at the contract level.

This highly prescribed framework, and particularly the “lock-
ing in” of methods and assumptions at issue, had not kept pace 
with the direction taken by the NAIC. Through PBR initiatives 
including Actuarial Guideline 43 (AG 43, now incorporated 
in Valuation Manual section 21 (VM- 21)) for variable annu-
ities and Valuation Manual section 20 (VM- 20) for individual 
life insurance, the NAIC had moved toward a more dynamic, 
economically responsive framework that better recognized 
company- specific and product- specific risk characteristics. 
Fitting the square peg of PBR into the round hole of the pre- 
2018 Code had been a challenge, leading to a Priority Guidance 
Plan project, an IRS Large Business and International Division 
campaign, and an ongoing industry issue resolution project.5

The Congressional tax- writing committees were aware of these 
challenges and were interested in a solution that would simplify 
the process of determining tax reserves.6

The solution Congress ultimately adopted was to use a per-
centage of reserves computed under CRVM, CARVM or other 
NAIC- prescribed reserve methods. The methods are those “in 
effect as of the date the reserve is determined,” significantly 
improving the alignment with NAIC approaches and apparently 

eliminating the issues (for tax years after 2017) raised by the 
American Financial case decided in 2012.7 The new definition 
appears to contemplate changes in methodology after issue, 
whether the change is specifically prescribed by the NAIC or a 
company changes between two alternative permissible methods 
within CRVM/CARVM. Companies will still need to determine 
whether a particular change in method should be considered an 
I.R.C. §807(f) change in basis.

The Act did not change several tax- specific adjustments that 
existed prior to 2018:

• Deferred and uncollected premiums. Reserves attributable to 
deferred and uncollected premiums, when the premiums are 
not properly included in taxable income, cannot be deducted. 
See I.R.C. §§811(c)(1) and 807(d)(4).

• Deficiency reserves. Reserves held “because the net premium 
(computed on the basis of assumptions required under 
[I.R.C. §807(d)]) exceeds the actual premiums or other con-
sideration charged for the benefit,” i.e., deficiency reserves, 
cannot be deducted. See I.R.C. §807(d)(3)(C).8

• Excess interest reserves. Reserves held for contracts that 
guarantee interest at a rate that exceeds the PSAIR must be 
modified to take into account such excess interest guarantee 
only up to the end of the taxable year. See I.R.C. §811(d).9

The new law does not contain any provisions relating to the 
treatment of asset adequacy testing reserves, which may be 
required for an actuary to issue the actuarial opinion required 
under section 3 of the Standard Valuation Law. Accordingly, the 



16 | JUNE 2018 TAXING TIMES 

Changes to the Computation of Tax Reserves under P.L. 115-97

treatment of such reserves would appear to be unchanged from 
the treatment under prior law; the Committee Reports to the 
Act indicate that asset adequacy reserves are not deductible.10

Also, it appears that life insurance companies may still be chal-
lenged on their deductions of unpaid loss adjustment expenses 
that do not meet the all- events test under I.R.C. §461, as Con-
gress indicated in the Committee Reports to the Tax Reform Act 
of 1986.11 The current Congress did not identify any changes to 
this intention in the 2017 Act or its legislative history.

Permitted or Prescribed Practices
States sometimes permit or require reserve methodologies that 
differ from the NAIC- prescribed methods. For example, New 
York generally requires the use of “continuous” CARVM for 
deferred annuities, requiring consideration of available values at 
any time within a contract year and not just “at the end of each 
respective contract year” as stated in the Standard Valuation 
Law.12 The IRS determined in a 1994 technical advice memoran-
dum13 that CARVM as defined in the Standard Valuation Law 
was based only on end- of- year values; continuous CARVM was 
not the NAIC- prescribed method, so it could not be used under 
the then- current Code. It is foreseeable that the IRS would apply 
similar reasoning with regard to a state- specific variation under 
the new law; i.e., it is the method prescribed by the NAIC that is 
relevant for tax reserves, not state- specific deviations from that 
method. This will, in turn, likely lead to further scrutiny around 
what it means to be prescribed by the NAIC.

Similarly, not all states have yet enacted the 2009 version of 
the Standard Valuation Law that enables use of the Valuation 
Manual, so VM- 20 is not available for valuation of individual 
life insurance contracts in those states. If a state has not enacted 

the enabling legislation by 2020 (when the three- year transition 
to VM- 20 expires), it is possible that a company that computes 
reserves under such state’s laws for contracts issued after 2019 
that are otherwise in the scope of VM- 20 could be required to 
recompute its reserves for such contracts using VM- 20, before 
applying the 92.81 percent factor under new I.R.C. §807(d)(1)
(A)(ii).

Also, U.S. taxpaying companies not subject to NAIC report-
ing (e.g., non- NAIC captives in certain U.S. jurisdictions, or 
non- U.S. insurance companies electing under I.R.C. §953(d) 
to be treated as U.S. taxpayers) may be required to recompute 
reserves using the NAIC- prescribed methods prior to applying 
the 92.81 percent factor.

Assumptions
Mortality, morbidity and interest rate assumptions are no longer 
explicitly prescribed in the law; only the method is prescribed. 
The removal of a specific prescription for assumptions sug-
gests that, so long as assumptions selected for statutory reserve 
purposes are consistent with CRVM/CARVM and actuarial 
standards, they should carry over for tax purposes. In any event, 
companies may find it beneficial to develop documentation in 
support of their interpretations. If the intent of Congress was 
to simplify reserve computations by basing them on statutory 
reserves, the simplest way to do this would be to use the statu-
tory reserves as determined for the annual statement, so long as 
they are consistent with CRVM/CARVM and the tax- specific 
exclusions mentioned above have been applied.

It appears the IRS may hold this view, based on Rev. Rul. 2018- 
1314 released April 26, 2018. In Schedule A of the ruling, which 
would normally provide the PSAIRs for life insurance contracts 
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issued in 2018, the rates are marked “N/A” with a footnote that 
reads, in part (emphasis added):

Section 807(d), as amended, requires use of the rate used 
for statutory reserving, as life insurance reserves for taxable 
years beginning after December 31, 2017, are deter-
mined, in part, based on the reserve computed as required 
by the National Association of Insurance Commissioners 
(NAIC) at the time the reserve is determined.

Where an interest or mortality assumption is specifically pre-
scribed within the NAIC’s definition of the method,15 taxpayers 
may need to consider whether their tax reserve computation can 
be based on a reported statutory reserve developed using a more 
conservative assumption.

To the extent a company changes reserve assumptions after 
a contract is issued, it may need to consider whether I.R.C. 
§807(f) applies.

Other Aspects of Life Insurance Reserves
A few other brief remarks can be made on life insurance reserves 
for non- variable contracts:

• Supplemental benefits. The supplemental benefits listed in 
I.R.C. §807(e)(2)(C) (whether qualified or not) are now sub-
ject to the 92.81 percent factor, rather than held equal to the 
statutory reserve as under prior law. Similar rules apply for 
aggregation as under prior law; i.e., a qualified supplemental 
benefit (QSB) is treated as a separate contract, so the net sur-
render value and statutory cap comparisons would be done 
separately for the base contract and the QSB.

• Qualified substandard risks. Prior I.R.C. §807(e)(5), provid-
ing rules for reserves on qualified substandard risks, was 
repealed. It appears that these would now be subject to the 
92.81 percent factor, to the extent the reserve is determined 
under the method prescribed by the NAIC.

• Modified guaranteed contracts. I.R.C. §817A was amended 
to remove a cross- reference to the calculation of required 
interest for proration purposes,16 but it was otherwise 
unchanged by the Act despite the modified framework for 
tax reserves. As a result, I.R.C. §817A(e)(2) continues to 
provide authority to Treasury to prescribe regulations for 
determining “interest rates applicable under sections 807(c)
(3) and 807(d)(2)(B) with respect to a modified guaranteed 
contract.”17 However, I.R.C. §807(d)(2)(B) no longer exists. 
In the absence of technical corrections or other authoritative 
clarification, it may be reasonable to apply the 92.81 percent 
factor to the NAIC- basis reserve for life- contingent mod-
ified guaranteed contracts with reserves held under I.R.C. 

§807(c)(1), while continuing to apply Treas. Reg. §1.817A- 1 
to modified guaranteed contracts for which reserves are held 
under I.R.C. §807(c)(3).

LIFE INSURANCE RESERVES FOR 
VARIABLE CONTRACTS
There is perhaps no greater example under prior law of the tax 
issues resulting from the implementation of PBR than when AG 
43 was adopted for variable annuities. AG 43 was effective Dec. 
31, 2009, but it applied by its terms to variable annuity con-
tracts issued on or after Jan. 1, 1981. However, there has been 
some uncertainty with regard to the tax treatment of AG 43. 
The Treasury Department and the IRS issued Notice 2010- 29,18

which provided a “safe harbor” for contracts issued on or after 
Dec. 31, 2009. This ultimately created non- parallel tax treat-
ment for variable annuities valued under AG 43 depending on 
the year of issue. The fact that the safe harbor did not extend to 
contracts issued prior to Dec. 31, 2009, resulted in companies 
using a variety of approaches for calculating tax reserves for 
these contracts (e.g., AG 33/43 hybrid approaches or AG 39). 
The Act would seem to simplify this non- parallel treatment for 
variable annuity contracts by using the method that is “appli-
cable to the contract and in effect as of the date the reserve is 
determined.” It would appear that for contracts subject to AG 43 
or VM- 21 on a statutory basis, reserves for tax purposes should 
now be determined under AG 43/VM- 21.

Further complicating the calculation of tax reserves under prior 
law was the fact that Notice 2010- 29 allowed some provisions 
of AG 43 (i.e., the Standard Scenario Amount (SSA)) to be 
taken into account, but excluded others (i.e., the Conditional 
Tail Expectation (CTE) Amount) from the federally prescribed 
reserve under the safe harbor. Among the IRS’s stated concerns 
with the inclusion of the CTE Amount were: (1) the nature of 
an aggregate calculation rather than one on a policy- by- policy 
basis, (2) the fact that assumptions were based on company 
experience and subject to change on an annual basis, and (3) 
difficulty in auditing.19 Despite these concerns, it appears 
Congress’s intent in the Act was to include the entire NAIC- 
prescribed reserve method (see endnote 6). The CTE Amount is 
not a “solvency” or “contingency” reserve as the IRS suggested 

This highly prescribed 
framework, and particularly the 
“locking-in” of methods and 
assumptions at issue, had not 
kept pace with the direction 
taken by the NAIC.
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in Notice 2008- 18, but rather a core part of the method devel-
oped by the NAIC that is necessary in order to recognize the 
risks inherent in contracts subject to AG 43.

Treatment of General and Separate Accounts
For a contract meeting the definition of a variable contract in 
I.R.C. §817(d), the Act first requires a company to determine the 
greater of the contract’s net surrender value (both general and 
separate accounts) or the portion of the reserve that is separately 
accounted for under I.R.C. §817. The 92.81 percent factor is 
then applied to the excess, if any, of the CRVM/CARVM reserve 
(for the entire contract) over this amount.

What is “the portion of the reserve that is separately accounted 
for under I.R.C. §817”? I.R.C. §817(c) requires that a company 
separately account for items attributable to variable contracts 
using “the method regularly employed by such company, if such 
method is reasonable.” As a general rule, reserves supporting 
guaranteed benefits on a variable contract (such as a guaranteed 
minimum death benefit) must be held in the company’s general 
account.20 There is some flexibility in the allocation method 
beyond that rule,21 but as long as a company’s allocation method 
for statutory reporting purposes is reasonable, it appears that 
“the portion of the reserve that is separately accounted for 
under I.R.C. §817” would generally be the amount in Exhibit 3 
of the company’s separate account annual statement.

An example may be helpful to clarify the process and terminol-
ogy. Assume that a company issues a variable annuity contract 
that has an account value of 1,000, a surrender charge of 8 per-
cent, a Basic Reserve (as defined in AG 43) of 940, and a total 
CARVM reserve of 970. The contract holder has allocated 80 
percent of his funds to the separate account, and the company 
uses a proportional approach to allocate the Basic Reserve 
between the general and separate accounts. Table 1 illustrates 
the application of I.R.C. §807(d)(1)(B) to this contract:

Table 1

General 
(GA)

Separate 
(SA) Total

Account Value (AV) 200 800 1,000

Net Surrender Value (NSV)
(8% Surrender Charge)

184 736 920

Basic Reserve (BR)
(Proportional to AV)

188 752 940

Statutory CARVM Reserve
(GA = Excess over SA BR)

218 752 970

Max (NSV, SA Reserve) Max (920, 752) 920

Excess CARVM Reserve (970 – 920) 50

Excess * 92.81% (50 * 0.9281) 46.41

Tax Reserve Min (920 + 46.41, 970) 966.41

This special reserve definition for variable contracts can possi-
bly produce different results, depending on the contract holders’ 
distribution of the fund value and the allocation method for the 
CARVM reserve. In addition, the definition of the product (i.e., 
as variable or non- variable) may create other differences. For 
example, a living benefit rider attached to a fixed indexed annu-
ity (which is not a “variable contract” under I.R.C. §817(d)) may 
generate a lower tax reserve than a similar rider attached to a 
variable annuity.

RESERVES FOR INSURANCE AND ANNUITY 
CONTRACTS WITHOUT LIFE CONTINGENCIES
While the interest rate assumptions are no longer explicitly 
prescribed in the law for calculating life insurance reserves, 
that is not the case for insurance and annuity contracts without 
life, accident or health contingencies that are subject to I.R.C. 
§807(c)(3). The amounts are to be held, discounted using the 
highest rate or rates permitted to be used by the NAIC as of the 
date the reserve is determined. The determination of interest 
rates is a departure from prior law, where the assumed discount 
rate was generally based on the greatest of the PSAIR, AFIR 
and the contract guaranteed rate, all determined at issuance of 
the contract (or when the obligation first did not involve life, 
accident or health contingencies). Unlike prior law, the Act will 
generally require a separate tax- specific calculation of amounts 
under I.R.C. §807(c)(3) only where maximum interest rates 
permitted by the NAIC differ from those being used in the stat-
utory valuation of contracts (e.g., when using more conservative 
interest rates or rates that differ based on the state of domicile).

Similar to issues mentioned previously with states yet to adopt 
VM- 20, the treatment of I.R.C. §807(c)(3) amounts for term- 
certain income annuities subject to Valuation Manual section 
22 (VM- 22) raises additional considerations. If a company is 
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domiciled in a state that has not yet adopted VM- 22, it is pos-
sible a company may be required to compute I.R.C. §807(c)
(3) amounts for contracts issued after 2017 using the highest 
discount rate or rates specified under VM- 22, which may differ 
from the rates under such state’s laws.

TRANSITION RULES FOR I.R.C. §807
The Act provides for certain “transition relief” to account for 
differences in reserves calculated under the prior- law definition 
vs. those calculated under the Act. The amount of reserve differ-
ence is determined as of Dec. 31, 2017 and spread equally over 
the following eight taxable years (i.e., one- eighth of the amount 
in each year from 2018 through 2025). As the Act refers to the 
transition amount as the difference in the amount of reserves 
determined under the prior- law vs. new- law definitions of 
I.R.C. §807(d), which only defines the computation of life insur-
ance reserves, it is unclear if I.R.C. §807(c)(3) amounts would 
be included in the amount spreadable under the Act’s transition 
rules. This may have been an inadvertent oversight, but in the 
absence of explicit inclusion in the transition rule, the change 
in basis of computation of I.R.C. §807(c)(3) amounts might be 
viewed as a change in method of accounting requiring an adjust-
ment under I.R.C. §481(a) pursuant to the new provisions of 
I.R.C. §807(f).

Once calculated, there is generally no difference in treatment 
whether the amount is an increase or a decrease in reserve (with 
the possible exception of I.R.C. §807(c)(3) amounts if viewed 
as a change in accounting method).22 Increases in reserves are 
deducted under I.R.C. §§805(a)(2) or 832(c)(4), while decreases 
in reserves are included in income under I.R.C. §§803(a)(2) 
or 832(b)(1)(C). It is interesting to note that Congress did not 
permit a “fresh start” as in 1984 when the federally prescribed 
reserve framework was first enacted, nor a grandfathering of 
existing contracts as in 1988 when the AFIR was introduced. 
The redetermination of tax reserves on in- force contracts and 
the so- called transition relief in the Act were necessary in order 
to produce Congress’s desired amount of revenue from the 
life insurance industry to offset part of the cost of the broader 
tax cuts.

LIFE INSURANCE COMPANY RESERVES—
HOW DID WE GET HERE?
Before closing, it is worth taking a step back to consider how 
we ended up at the final rules in the Act. The original H.R. 1, 
introduced Nov. 2, 2017, had a very different approach. It would 
have repealed all of prior I.R.C. §§807(c), (d) and (e), replacing 
them with a single method for determining “reserves for future 
unaccrued claims.” The tax reserve was generally defined as 76.5 
percent of the annual statement reserve, with no net surrender 
value floor. “Reserves for future unaccrued claims” had only 
three components:

• Life insurance reserves.

• Unpaid losses (which were discounted under I.R.C. §846 
prior to applying 76.5 percent).

• The amount (not included in the first two bullets) of 
“reserves solely for claims with respect to insurance risks.”

The original H.R. 1 explicitly excluded “any amount of asset 
adequacy reserves, contingency reserves, unearned premium 
reserves, or any other amount not constituting reserves for 
future unaccrued claims as provided in guidance by the Sec-
retary.”23 As in the version ultimately enacted, the rules would 
have applied to all in- force reserves, with an eight- year spread 
of the impact.

Had H.R. 1 been enacted as originally introduced, it would 
have been devastating to the life insurance industry. A factor 
of 76.5 percent without a net surrender value floor would 
have created reserves that were significantly lower than the 
aggregate level of tax reserves under prior law. Income and 
deductions would not have been matched at all: Unearned 
premiums, premiums paid in advance, and amounts applied 
to premium deposit funds would still have been included in 
income under I.R.C. §803(b), but the corresponding reserve 
deductions would all have been repealed. Similarly, consider-
ations paid for insurance or annuity contracts not involving life 
contingencies (i.e., deposit- type contracts under NAIC classi-
fications) would have been included in gross income, but it is 
not clear whether the corresponding reserves would have been 
considered “reserves solely for claims with respect to insurance 
risks.” After all, the first sentence of the NAIC’s definition of 
such contracts is: “Deposit- type contracts do not incorporate 
insurance risk.”24 Further, with no net surrender value floor, the 
reserve rule in the original H.R. 1 was akin to taxing banks on 
23.5 percent of their deposits (but even worse, because a sig-
nificant portion would have been taxed at 100 percent, as just  
described).

The Joint Committee on Taxation estimated that the original 
insurance reserves provision would have raised $14.9 billion of 
tax revenue over 10 years. The industry, led by the American 
Council of Life Insurers (ACLI), gathered data suggesting 
that the actual impact of the proposed changes would have 
been many times that amount. In light of this, the industry and 
ACLI engaged in a significant undertaking during November 
and December with members of Congress and their staff, tax- 
writing committees, and revenue estimators on these issues. 
The result of this effort was an approach that (1) maintained 
the reserve categories and net surrender value floor of prior law, 
(2) retained and refined Congress’s original attempt to define 
tax reserves as a percentage of statutory reserves in order to 
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accommodate PBR methods, and (3) was reasonably in line with 
Congress’s revenue target of $15 billion25 from the provision. 
Although the life insurance industry was still targeted with base 
broadeners in a way few other industries were and will incur 
significant tax costs especially during the eight- year spread, the 
reserve provisions in the final version of the Act provide a com-
promise that is far better than the catastrophic alternative in the 
original H.R. 1. ■

Note: The views expressed are those of the authors and do not neces-
sarily reflect those of Ernst & Young LLP or Symetra Life Insurance 
Company.
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allocating the rest of the reserve to the general account. Other companies may 
apply the approach mentioned in the answer to Question 3.9.a. of the AG 43/C- 3 
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23 H.R. 1 as introduced Nov. 2, 2017, §3703(a).
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ance or Managed Care Contracts (as of March 2018), paragraph 43.

25 Hence the oddly specific factor of 92.81 percent, determined by the sta«  of the Joint 
Committee on Taxation in order to meet the identified revenue target.
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Discounted Unpaid 
Losses: A Rate or a Curve?
By Kristin Norberg

For a company taxed as a life insurance company, Internal 
Revenue Code (I.R.C.)1 §846 is primarily relevant for the 
discounting of claim liabilities on cancellable accident and 

health (A&H) insurance contracts other than disability income. 
The claim liabilities on such contracts are known as “unpaid 
losses” for tax purposes, and they may be considered either 
accrued (part of “Death benefits, etc.” deducted under I.R.C. 
§805(a)(1)) or unaccrued (part of “unpaid losses” deducted under 
I.R.C. §§805(a)(2) and 807(c)(2)). In either case, the unpaid 
losses are required to be discounted based on a specified interest 
rate and loss payment pattern, which are defined in I.R.C. §846.

Public Law No. 115- 972 (the Act) left the structure of I.R.C. 
§846 largely unchanged but revised the discount rate and, in 
some cases, the loss payment patterns. This article will briefly 
describe the changes and identify some areas of remaining 
uncertainty as we await clarifying guidance from the Internal 
Revenue Service (IRS). At the date of this writing, such guidance 
had not yet been published.

THE NEW REQUIREMENTS
With respect to unpaid losses, the Act largely followed the 
approach used in proposals for comprehensive tax reform in 
2014, spearheaded by then- Chairman of the House Ways and 
Means Committee Dave Camp (R- Mich.) (the Camp bill).3 This 
included three primary components:

• Changing the discount rate from a rate based on U.S. gov-
ernment debt yields to one based on the corporate bond 
yield curve.

• Extending loss payment patterns, particularly for long- tailed 
property/casualty insurance lines such as medical malprac-
tice and workers’ compensation.

• Repealing the election for a company to use its own historical 
loss payment patterns in lieu of the industry- wide patterns 
published by the IRS.

The latter two items generally do not affect life insurance com-
panies. For cancellable A&H insurance other than disability 

income, both before and after the Act, the loss payment pattern 
is replaced by an assumption that unpaid losses are paid in the 
middle of the year following the accident year, i.e., a half- year of 
discounting.4 For cancellable disability income insurance (other 
than credit disability), both the loss payment patterns and the 
I.R.C. §846 discount rate are disregarded, and the unpaid losses 
follow the general principles of I.R.C. §807(d). As discussed at 
page 14 of this issue of TAXING TIMES (“Changes to the Com-
putation of Tax Reserves under P.L. 115- 97”), tax reserves for 
such contracts under the Act will generally be equal to 92.81 
percent of the statutory reserve, excluding items such as defi-
ciency reserves.

For life insurance companies, this leaves us with the discount 
rate as the key new item in I.R.C. §846. Under prior law, the dis-
count rate was the applicable federal interest rate (AFIR), which 
was a 60- month average of the applicable federal mid- term 
rates, i.e., rates on outstanding marketable obligations of the 
U.S. government with over three years but not over nine years 
remaining to maturity.5 Under both the Camp bill and the Act, 
I.R.C. §846(c)(2) was changed to use “a rate determined on the 
basis of the corporate bond yield curve.” The corporate bond 
yield curve is defined in I.R.C. §430(h), which governs actuarial 
assumptions permitted to be used in computations relating to 
single- employer pension plans, as follows:

The term “corporate bond yield curve” means, with 
respect to any month, a yield curve which is prescribed 
by the Secretary for such month and which reflects the 
average, for the 24- month period ending with the month 
preceding such month, of monthly yields on investment 
grade corporate bonds with varying maturities and that 
are in the top 3 quality levels available.6

The Act follows the calculation above except with a 60- month 
averaging period, consistent with the averaging period for the 
AFIR under prior law.

Open Questions
Again, as of this writing, the IRS had not yet published the dis-
count factors to be used under new I.R.C. §846(c). Thus, the 
biggest open questions are how the rate (or rates) will be devel-
oped and what the rate(s) will be, especially for purposes of the 
eight- year spread transition provision.7 Unlike the applicable 

It is unclear how Congress 
intended the IRS to translate 
the corporate bond yield curve 
into “a rate.”
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federal mid- term rate, where one average rate was defined by 
the Code for each month for a relatively narrow range of matur-
ities, the corporate bond yield curve is what it says: a yield curve 
representing a broad range of maturities. It is unclear how Con-
gress intended the IRS to translate this into “a rate.”

For example, the corporate bond yield curve for the month of 
December 2017 published in Notice 2018- 11 includes the fol-
lowing rates:8

Maturity (Years) Yield (%)
0.5 1.83

1 1.98

2 2.23

5 2.71

10 3.42

20 3.93

50 4.17

100 4.25

For comparison, based on Rev. Rul. 2017- 24,9 the applicable 
federal mid- term rate for the month of December 2017 was 
2.11 percent, and the 60- month average applicable federal mid- 
term rate through December 2017 (i.e., the AFIR that would 
have applied for accident year 2018) was 1.66 percent.10

A loss payment pattern is an assumption that claims incurred 
but unpaid as of the valuation date will be paid in specified 
proportions at particular dates in the future. Discounting gen-
erally accounts for the time value of money until such assumed 
payment dates. Thus, it would be economically reasonable—and 
would not be significantly more difficult to compute—if the Act 
were read as allowing the use of multiple points on the yield 
curve when determining the discount factors. It is unclear if the 
reference to “a rate” in the statute would support this reading, 
however. At a minimum, it seems that no maturities longer 
than 24 years should be considered in the determination of the 
rate(s), as this is the longest period the loss payment patterns for 
any line of business can extend under I.R.C. §846(d) as amended 
by the Act. It remains to be seen how the IRS will address these 
considerations.

One other potential question relates to language remaining in 
the Code for disability income insurance under what is now 
I.R.C. §846(e)(6). As mentioned above, cancellable disability 
income (other than credit disability) does not use the same 
discount rate and loss payment patterns as other unpaid losses. 
I.R.C. §846(e)(6)(A) indicates that discounted unpaid losses are 
to be computed for such business “by using the general rules 
prescribed under section 807(d) applicable to noncancellable 

accident and health insurance contracts and using a mortality 
or morbidity table reflecting the taxpayer’s experience” (emphasis 
added).11 Now that the concept of a prevailing commissioners’ 
standard mortality or morbidity table has been removed from 
I.R.C. §807(d), it is unclear whether this clause has specific 
meaning and overrides the general deference to the methods 
prescribed by the National Association of Insurance Commis-
sioners, or whether the drafters simply overlooked a conforming 
amendment. Given the extremely compressed legislative time-
frame, the latter seems more likely.

The industry eagerly awaits the publication of the new dis-
count rate(s) so some of these questions can be resolved and 
tax provisions and estimated tax payments can be accurately 
prepared. ■

Note: The views expressed are the author’s and do not necessarily 
reflect those of Symetra Life Insurance Company.

Kristin Norberg, FSA, MAAA, is director of actuarial tax at Symetra Life 
Insurance Company and may be reached at kristin.norberg@symetra.com.
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 6 I.R.C. §430(h)(2)(D)(i).
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Dec. 31, 2017 must be recomputed at the beginning of 2018 using the new rules 
defined by the Act, and the impact of the change is spread into taxable income 
ratably (1/8 per year) over tax years 2018–2025. See Act §13523(e).
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selecting the interest rate to apply under I.R.C. §807(d) and the level of aggrega-
tion for applying the statutory cap. A½ er the Act, there is no longer a prevailing 
state assumed interest rate under I.R.C. §807(d), so the first modification was 
removed without substantively changing anything else from prior I.R.C. §846(f)
(6)(A). The author has found no indication in the legislative history that the ref-
erence to mortality or morbidity tables was kept intentionally when the interest 
rate reference was removed.
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Capitalization of Certain 
Policy Acquisition 
Expenses—Changes 
under the Tax Cuts 
and Jobs Act
By Daniel Stringham

In an article at page 25 of the October, 2014 TAXING TIMES

Supplement (“Section 3512: Capitalization of Certain 
Policy Acquisition Expenses”), we reviewed in the context 

of the 2014 Camp Tax Reform Discussion Draft the require-
ment of I.R.C. § 848 of the Internal Revenue Code of 1986, as 
amended (the “Code”) that issuers of certain insurance products 
amortize, rather than immediately deduct, so- called specified 
policy acquisition expenses.1 As we highlighted in the prior 
article, while specified policy acquisition expenses are ultimately 
deducted, amortizing these expenses creates a timing mismatch 
that increases the taxable income of the issuing company. This 
tax cost to the insurance company is generally referred to in 
the life insurance industry as the “DAC Tax.” In this article we 
review the recent changes made to § 848 by the Tax Cuts and 
Jobs Act (the “Act”).

By way of background, rather than requiring the issuing com-
pany to actually determine the amount of policy acquisition 
expenses attributable to each particular sale, for administrative 
convenience § 848 deems “specified policy acquisition expenses” 
to be a specified percentage of net premiums, depending upon 
the type of insurance product in question.2 These percentages 
serve as a proxy for actual acquisition costs. For example, as the 
law existed prior to the Act, on an annual basis specified policy 
acquisition expenses were deemed to be 1.75 percent of net 
premiums from nonqualified annuity products, 2.05 percent of 
net premiums from group life insurance products (excluding 
group corporate- owned life insurance (COLI) contracts)3 and 
7.7 percent of net premiums for all other specified insurance 
products, e.g., individual life insurance contracts, COLI con-
tracts, noncancellable accident and health insurance contracts 
(including long- term care contracts) and long- term care 

combination contracts, such as life insurance or annuity contacts 
with a long- term care rider.4 Certain types of products, such 
as pension plan contracts and flight insurance, are not subject 
to DAC Tax.5 Therefore, prior to the Act, if an insurance com-
pany received net premiums of $50 million during year 1 from 
individual life insurance contracts, the issuer was required to 
amortize $3,850,000 (7.7 percent of $50 million) over a 120- 
month period, commencing in July of year 1.6 An insurance 
company with multiple product lines would go through similar 
calculations for the other insurance products.

Under the Act, the percentage of net premiums subject to DAC 
Tax increased, as did the amortization period. Specified policy 
acquisition expenses on nonqualified annuity products increased 
from 1.75 percent to 2.09 percent of net premiums, specified 
policy acquisition expenses on group life insurance products 
increased from 2.05 percent to 2.45 percent of net premiums 
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and specified policy acquisition expenses on net premiums from 
all other specified insurance products increased from 7.7 per-
cent to 9.20 percent of net premiums. Further, the amortization 
period on these products increased from 120 months to 180 
months. In the example above, where the insurance company 
received net premiums of $50 million during year 1 from indi-
vidual life insurance contracts, the issuer would now be required 
to amortize $4,600,000 (9.20 percent of $50 million) over a 180-  
(rather than 120- ) month period, commencing in July of year 
1.7 Reinsurance arrangements of specified insurance contracts 
were subject to § 848 prior to the Act, and the changes apply to 
reinsurance as well.

These changes apply to taxable years beginning after Dec. 31, 
2017. Additionally, the legislation provides transitional relief 
for previously capitalized amounts. Under the transition rule, 
specified policy acquisition expenses first required to be capital-
ized before Jan. 1, 2018, continue to follow prior law, i.e., issuers 
continue to use the 120- month amortization period.8

Finally, a technical glitch in the statute has raised a question 
as to whether or how these new rules apply. The statute points 
to the appropriate paragraph of § 848(c) when increasing the 
nonqualified annuity rate from 1.75 percent to 2.09 percent,9

but the cross references are wrong for the provisions increas-
ing the group life insurance products rate from 2.05 percent 
to 2.45 percent10 and the all other specified insurance products 
rate from 7.7 percent to 9.2 percent.11 The only reasonable 
interpretation is that this small drafting error is of no conse-
quence—otherwise the percentages have no meaning at all in 
the statute. Further, the Conference Report to the legislation 
shows the clear intent of Congress to simply increase the rele-
vant amortization expense percentages on all three categories of 
specified insurance contracts.12 ■

Daniel Stringham, J.D., LL.M., is a vice president and corporate counsel 
of Prudential Financial and may be reached at daniel.stringham@
prudential.com.
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1 See TAXING TIMES Supplement, October 2014 at page 25 and Section 848(a)(1) of the 
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5 See Section 848(e)(1)(B) of the Code.
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capitalization for the taxable year exceeds $15 million.

7 The Act retains the 60- month amortization rule (including phase- out) for the first 
$5 million of capitalized DAC Tax in a taxable year.

8 The transition rule specifically says that pre- 2018 capitalized DAC Tax “will con-
tinue to be allowed as a deduction over the 120- month period,” and does not 
mention 60- month amortization. Presumably, a company amortizing pre- 2018 
DAC Tax over 60 months would continue that amortization in post- 2017 taxable 
years.

9 Note that § 13519(a)(2) of the Act references § 848(c)(1) of the Code, which sets 
forth the capitalization rates for all DAC- able contracts, but not specifically to 
subparagraph (A) of § 848(c)(1), which sets out the rate for nonqualified annuities.

10 Note that § 13519(a)(3) of the Act references § 848(c)(2) rather than § 848(c)(1)(B) 
of the Code.

11 Note that § 13519(a)(4) of the Act references § 848(c)(3) rather than § 848(c)(1)(C) 
of the Code.

12 See Conference Report on H.R. 1, Tax Cuts and Jobs Act (H. Rept. 115- 466) at page 
337.
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Dividends Received 
Deduction—The Company 
Share (Proration):  
From a Hard Formula 
to an Easy One
By Stephen Baker

Internal Revenue Code (I.R.C.) §§243–2461 provide that a 
corporation is allowed a percentage deduction for dividends 
received from other corporations (the DRD). In addition to 

the general corporate rules regarding the DRD, if the recipient 
of a corporate dividend is a life insurance company, I.R.C. §812(a) 
further allocates the benefit of the DRD between the company’s 
share and the policyholders’ share. This allocation methodol-
ogy is often referred to as proration. Proration has historically 
involved a complex and at times contentious2 formulaic process.

Beginning with the present, Section 13518 of Public Law No. 
115- 973 (the Act) simplified proration. The Act amended I.R.C. 
§812(a), which now states that for tax years beginning after Dec. 
31, 2017, the company’s share of the DRD is 70 percent and the 
policyholders’ share is 30 percent for both general and separate 
account dividend income.4

PRIOR TO TAX REFORM
Prior to the Act (and thus still applicable to tax years beginning 
prior to Jan. 1, 2018), proration was a mired process that greatly 
proliferated long spreadsheets.

The company’s share was the percentage equal to the (company’s 
share of net investment income) divided by (total net investment 
income).5 The company’s share of net investment income was 
formulaically determined as the excess, if any, of net investment 
income over the sum of policy interest and the gross investment 
income’s proportional share of policyholder dividends.6 All three 
terms in the preceding sentence required further explanation.

• Net investment income was simply 95 percent of gross invest-
ment income attributable to assets held in segregated asset 
accounts under variable products and 90 percent of gross 
investment income attributable to general account assets.7

• Policy interest was defined as the sum of the required inter-
est on I.R.C. §807(c) reserves at the greater of the prevailing 
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state assumed interest rate (PSAIR) or applicable federal 
interest rate (AFIR), plus the deductible portion of:

1. excess interest.

2. amounts credited to a deferred annuity contract before 
the annuity starting date.

3. interest on amounts left on deposit with the company.

4. amounts credited to a policyholder’s fund under a pen-
sion plan contract for non- retired employees.8

• The gross investment income’s proportional share of policy-
holder dividends was also a windy formula.9 Simply stated . . . 
it was the sum of the deductions for policyholder dividends, 
excluding the deductible portions of:

1. excess interest.

2. amounts credited to a deferred annuity contract before 
the annuity starting date.

3. amounts credited to a policyholder’s fund under a pen-
sion plan contract for non- retired employees, multiplied 
by a simple fraction.

This fraction was gross investment income (reduced by pol-
icy interest), divided by life insurance gross income (reduced 
by the increase, if any, in I.R.C. §807(c) reserves).

As noted above, proration has been controversial at times. In 
2007, the Internal Revenue Service issued Revenue Ruling 
2007- 5410 requiring a computational method of required inter-
est that virtually assured a zero company share with respect to 
variable contracts. After quick and intense industry action the 
Service issued Revenue Ruling 2007- 6111 suspending Reve-
nue Ruling 2007- 54.12 The proper application of short- term 
capital gains in computing net investment income percent-
ages has been widely discussed (but arguably not settled in 
writing).

AFTER TAX REFORM
Even a brief review of the prior paragraphs highlights the 
complexity involved in computing the DRD by life insurance 
companies prior to the Act. Following the Act, the company’s 
share is now 70 percent for both the general and separate 
accounts. The impact of this simplification will vary by company 
and even between the general and separate accounts.

At least the spreadsheets are shorter. ■

Stephen Baker is vice president—Tax at Symetra Life Insurance Company 
and may be reached at stephen.baker@symetra.com.
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 9 See prior law I.R.C. §812(b)(3).

10 Revenue Ruling 2007- 54, 2007- 38 IRB 604.

11 Revenue Ruling 2007- 61, 2007- 42 IRB 799. The less controversial portions of Rev-
enue Ruling 2007- 54 were restated in Revenue Ruling 2014- 7, 2014- 9 IRB 539.

12 See, for more detail, Gregory L. Stephenson and Stephen Baker, “Separate 
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Repealed: Corporate 
AMT and Three Insurance 
Tax Provisions
By Jean Baxley and Catherine Moore

The so- called Tax Cuts and Jobs Act (“TCJA”)1 fully 
repealed the corporate alternative minimum tax (“AMT”), 
which affects insurance companies as well as regular 

corporations. The TCJA also repealed three insurance- related 
Internal Revenue Code (“Code”) sections including: (i) section 
806 (small life insurance company deduction); (ii) section 815 
(distributions from policyholders surplus accounts); and (iii) 
section 847 (special estimated tax payments). A brief summary of 
these repealed provisions and associated transition rules follows.

Repeal of corporate AMT. The TCJA (section 12001) repealed 
the corporate alternative minimum tax (“AMT”) for tax years 
beginning after Dec. 31, 2017, i.e., generally for tax year 2018 
and thereafter for calendar year taxpayers. Corporations, includ-
ing life and nonlife insurance companies, which had been subject 
to the minimum income tax are no longer required to compute 
a tentative minimum tax and pay an “add- on” income tax to the 
extent that the corporation’s tentative minimum tax exceeds its 
regular tax liability for the current year. At an estimated negative 
$40.3 billion,2 AMT repeal is the most impactful, revenue- wise, 
of the four provisions discussed in this article.

Taxpayers that have accumulated alternative minimum tax 
credits (“AMT Credits”) can receive refunds of these credits 
beginning in tax year 2018 in an amount equal to 50 percent of 
their excess AMT credits as defined in the TCJA for each year 
through 2020. As an example, if a taxpayer has AMT Credits 
of $101 as of Dec. 31, 2017 and taxable income of $100 for the 
2018 tax year and uses $21 of the credits to eliminate tax on the 
$100 income (at the 2018 tax rate of 21 percent), this leaves $80 
of unused AMT Credits for 2018, which are considered “excess” 
AMT Credits under the TCJA. For 2018, 50 percent of these 
“excess” AMT Credits, i.e., $40, is refunded to the taxpayer—
leaving $40 in AMT Credits to be applied in 2019 through 2021.

As of the 2021 tax year, any remaining AMT Credits will be 
refunded in full. Thus, the full amount of a taxpayer’s AMT 
Credits as of Dec. 31, 2017 will be allowed as refunds in taxable 
years from and including 2018 through 2021.

The AMT credit’s status as a refundable credit may give rise 
to some unexpected, or even unintended, consequences. A tax-
payer’s ability to obtain a full refund of its AMT Credits, for 
example, may be limited in situations where there has been an 
ownership change such that certain limitations under section 
383 apply. Additionally, there is a question whether refunds 
of excess AMT Credits would be subject to a “sequestration” 
haircut (typically between 6 and 7 percent) under federal  
budget rules.

INSURANCE COMPANY PROVISIONS
Repeal of small insurance company deduction. Section 806 
previously provided a deduction for life insurance companies 
with assets of less than $500 million after application of certain 
controlled group rules (“small” companies). The deduction for 
any taxable year was 60 percent of so much of the tentative small 
life insurance company’s taxable income (“LICTI”) for such 
year as did not exceed $3 million, reduced by 15 percent of the 
excess of LICTI over $3 million. The maximum deduction per-
mitted was $1.8 million. With the phase- out, any life insurance 
company with a tentative LICTI of $15 million or greater was 
not entitled to this special deduction.

The TCJA (section 13512) repealed the small life company 
deduction effective for tax years beginning after Dec. 31, 2017, 
i.e., generally for tax year 2018 and thereafter for calendar year 
taxpayers. No transition rule was provided. The TCJA did not 
reform the preferential treatment afforded to small nonlife 
insurance companies under section 831(b).
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Many life insurance companies failed to qualify for this deduc-
tion prior to its repeal; accordingly, the revenue estimate 
associated with this repeal is relatively minimal, i.e., $200 mil-
lion from 2018 to 2027.3

Repeal of special rule for distributions to shareholder from 
pre- 1984 policyholders surplus account. Section 815 is a 
holdover from the pre- 1984 Act “phased” tax system. Section 
815(a) imposed a tax on any distribution determined to be 
from the life insurance company’s pre- 1984 Act policyholders 
surplus account (“PSA”). Section 815(b) provided a three- tiered 
ordering rule for characterization of distributions from a stock 
life insurance company with a PSA balance: a distribution was 
treated first out of the shareholders surplus account (“SSA”), 
second out of the policyholders surplus account (“PSA”), and 
third out of other accounts.

Corporations ... are no longer 
required to compute a tentative 
minimum tax and pay an “add-
on” income tax to the extent 
that the ... minimum tax exceeds 
its regular tax liability for the 
current year.

The TCJA (section 13514) repealed section 815 effective for tax 
years beginning after Dec. 31, 2017, i.e., generally for 2018 and 
thereafter for calendar year taxpayers. A transition rule provides 
that any life insurance company with an existing PSA balance as 
of Dec. 31, 2017, is required to take 1/8 of this balance into tax-
able income for each of the eight years starting with the first tax 
year beginning after Dec. 31, 2017 (i.e., 2018–2025 for calendar 
year taxpayers). For purposes of this statutory transition rule, a 
life insurance company’s taxable income prior to this inclusion 
shall not be treated as less than zero, i.e., the PSA inclusion 
attracts income tax even if the life insurance company otherwise 
incurs a loss for the tax year.

Repeal of section 815 is expected to have minimal revenue 
impact, i.e., less than $50 million per year from and including 
2018–2027.4 This minimal impact is due to the fact that few 
stock life insurance companies had a PSA balance as of 2017.

Repeal of elective deduction and related special estimated 
tax payment rules for property and casualty (P&C) insur-
ance companies. Section 847 previously allowed an insurance 
company that was required to discount its reserves under section 

846 an additional, optional deduction that did not exceed the 
excess of (i) the amount of undiscounted unpaid losses over (ii) 
the amount of the related discounted unpaid losses, to the extent 
the amount was not deducted in a preceding taxable year. In 
order to take this additional deduction, a special loss discount 
account had to be established and maintained for the taxpayer, 
and the taxpayer was required to make special estimated tax 
payments (“SETP”) to cover the tax benefit of this additional 
deduction. Any unused SETP amounts were treated as section 
6655 estimated tax payments for the 16th year after the year for 
which the SETP was made.

The TCJA (section 13516) repealed section 847 effective for tax 
years beginning after Dec. 31, 2017. Under the transition rule 
provided in the conference report for the TCJA,5 a taxpayer that 
has an existing section 847 special loss discount account should 
include the balance of such account in income for the first tax-
able year beginning after Dec. 31, 2017, i.e., generally for tax 
year 2018 and thereafter for calendar year taxpayers. The entire 
amount of existing (pre- repeal) SETPs is applied against the 
amount of additional tax attributable to the income inclusion 
from the release of the special loss discount account. Any excess 
estimated tax payments after the SETPs are used to offset this 
income inclusion are treated as regular estimated tax payments.

Repeal of section 847 is expected to have minimal revenue 
impact, i.e., less than $50 million per year from and including 
2018–2027.6 ■

Jean Baxley is a managing director in the Washington National Tax o« ice 
of Deloitte Tax LLP and may be reached at jebaxley@deloitte.com.

Catherine Moore is a senior consultant in the Washington National Tax 
o« ice of Deloitte Tax LLP and may be reached at catmoore@deloitte.com.
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The Life Insurance 
Product Tax Provisions 
of H.R. 1
By John T. Adney, Brian G. King and Craig R. Springfield

An Introductory Note. On April 26, 2018, the day that the follow-
ing article was to be sent to Society of Actuaries editorial staff for final 
review and formatting for publication in Taxing Times, the Treasury 
Department and the IRS issued Notice 2018- 41, 2018- 20 I.R.B. 
584, regarding the reporting requirements for life settlements, which 
is one of the two principal subjects discussed in the article. The Notice 
states that Treasury and the IRS intend to propose regulations regard-
ing these requirements, describes in general terms the expected content 
of these regulations, and asks for comments on the proposed rules so 
described. See the sidebar for a summary of the proposals described in 
the Notice.

The legislation enacted last December as H.R. 1, known just 
prior to its passage as the Tax Cuts and Jobs Act (the Act),1

made several changes to the Internal Revenue Code affect-
ing life insurance product (or policyholder) taxation. The first 
change, in the order of the Act’s section numbering, altered sec-
tion 7702,2 the federal tax definition of “life insurance contract,” 
to account for changes the Act made to the subchapter L rules 
governing the deductibility of life insurance reserves. The second 
change, implemented by three subsequent sections of the Act, was 
directed at life insurance contract sales, generally known as life 
settlement transactions. Enacting rules widely supported within 
both the life insurance industry and the life settlement industry, 
and endorsed (or acquiesced in) by the Treasury Department for 
a number of years,3 these three sections, in order of appearance, 
added a complex reporting regime for life settlements, reversed 
a revenue ruling that had reduced the tax basis of a selling life 
insurance policyholder, and closed a perceived loophole in an 
exception to the section 101(a)(2) transfer- for- value rule.

This article will describe these provisions in detail and, where 
appropriate, comment on the significance of the changes made. 
It may be noted that these provisions were not in H.R. 1 as orig-
inally passed by the House of Representatives. Rather, they were 
added by an amendment to that bill as it was being considered 
by the Senate, and the amendment was accepted by the Confer-
ence Committee.4

SECTION 7702
As discussed elsewhere in this issue of TAXING TIMES, section 
13517 of the Act rewrote the deductible life insurance reserve 
amount described in section 807(d). In doing so, it jettisoned 
much of the mechanism for calculating such amount that was 
brought into the Code by the Deficit Reduction Act of 1984. In 
its place, the Act brought in new rules that base the deduction (in 
part) on a percentage- based “haircut” of the reserve determined 
under the tax reserve method applicable to the contract. Among 
the items discarded from section 807(d) was the definition of the 
“prevailing commissioners’ standard tables” in section 807(d)
(5), which has no place in determining the deductible amount 
of life insurance reserves after 2017. Pursuant to that definition, 
the “prevailing commissioners’ standard tables” associated with 
a life insurance (or other type of) contract generally were “the 
most recent commissioners’ standard tables prescribed by the 
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National Association of Insurance Commissioners which are 
permitted to be used in computing reserves for that type of 
contract under the insurance laws of at least 26 States when the 
contract was issued.”

While the Act eliminated the “prevailing commissioners’ stan-
dard tables” term from section 807(d), it recognized that the 
term had played a prominent role in section 7702—and by 

cross- reference, in the “modified endowment contract” defini-
tion in section 7702A as well—since the amendment of section 
7702 and the enactment of section 7702A by the Technical and 
Miscellaneous Revenue Act of 1988 (TAMRA).5 Under these two 
statutes, and specifically by virtue of the “reasonable mortality” 
rule of section 7702(c)(3)(B)(i), the applicable computations of 
the net single premiums that limit the permissible cash values of 
life insurance contracts and the guideline premiums and 7- pay 

IRS Notice 2018- 41 states that proposed regulations to 
implement the information reporting requirements for life 
settlements under new Internal Revenue Code section 6050Y 
will:

• Clarify which parties are subject to the reporting 
requirements, including parties to a viatical settlement, 
and identify the extent to which the requirements apply to 
sales or acquisitions effected by transferors and transferees 
outside the U.S. and to sellers and issuers that are foreign 
persons for purposes of reporting by life insurers.

• Define “acquirer”—the purchaser of the life insurance policy 
interest—potentially to encompass any person, including a 
life settlement or viatical settlement provider or financing 
entity, that takes title or possession for state law purposes or 
acquires a beneficial interest in the life insurance contract, 
and potentially to refine what it means for the acquisition to 
be done “indirectly.”

• Clarify that a reportable payment may include payments 
to persons other than the seller, such as brokers 
and, potentially, life settlement providers acting as 
intermediaries, and that the amount of the payment to be 
reported to the seller is the seller’s net proceeds, i.e., the 
gross proceeds minus any selling expenses (such as brokers’ 
fees and commissions).

• Limit the reporting obligations imposed on life insurance 
companies to the company that is responsible for 
administering the contract being sold, so that the 
obligations would not apply to an indemnity reinsurer not 
responsible for contract administration.

• Require the contract issuer to report the amount that would 
have been received by the policyholder upon surrender of 
the contract, to determine the amount of the seller’s gain 
that is ordinary income.

• Define “seller” for purposes of the life insurer’s reporting 
obligations to include any person who transfers an interest 
in a life insurance contract to an acquirer in a reportable 
policy sale or to a foreign person.

• Limit the contract issuer’s obligation to report the 
“investment in the contract” with respect to a seller other 
than the original policyholder to the information that is 
known to the issuer, and, similarly, limit the “estimate of the 
investment in the contract” that is required to be reported 
by the payor of a death benefit to include only the amount 
of premiums paid by the buyer under the contract, less the 
aggregate amount received by the buyer under the contract.

• With respect to the life insurer’s reporting obligations, 
define “notice” of a transfer of a life insurance contract to 
a foreign person as any notice received by the contract 
issuer, including information provided for nontax purposes 
such as change of address notices or information relating 
to loans, premiums, or death benefits with respect to the 
contract, and in this connection, require every person (e.g., 
life insurer) making payments of reportable death benefits 
to undertake the reporting obligations regardless of whether 
such person received a statement from the acquirer in the 
reportable policy sale.

• Require an acquirer to furnish the written statements 
required to be sent to the contract issuer by the later of 20 
days after the reportable policy sale or five days after the end 
of any applicable state law rescission period, but in no event 
later than Jan. 15 of the year following the calendar year in 
which the reportable policy sale occurs. The deadlines for 
other required reporting will be the same as the deadlines 
for filing Form 1099- R, i.e., Jan. 31 for written statements to 
sellers, Feb. 28 for paper information returns to the IRS, and 
March 31 for electronic information returns to the IRS.

• Not require reporting under new section 6050Y until final 
regulations are issued, and for reportable policy sales and 
payments of reportable death benefits occurring after Dec. 
31, 2017 and before the issuance of final regulations, allow 
additional time after the date final regulations are published 
to file the returns and furnish the written statements 
required.

In addition, the Notice stated that amendments would 
be proposed to the section 101 regulations to reflect new 
section 101(a)(3) (the definition of reportable policy sale).
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premiums that constrain the premiums that may be paid for the 
contracts generally were required to use mortality assumptions 
not more conservative than those in the prevailing standard 
tables defined in section 807(d)(5).

To preclude a vacuum potentially created by the demise of the 
prevailing standard tables definition in section 807(d), section 
13517(a)(4) of the Act (1) revised the section 7702(c)(3)(B)(i) 
reasonable mortality rule and (2) imported the definition into a 
new paragraph 10 of section 7702(f).

Revised reasonable mortality rule. As changed, the reasonable 
mortality rule now requires the premium computations to be 
based on:

(i) reasonable mortality charges which meet the require-
ments prescribed in regulations to be promulgated by 
the Secretary or that do not exceed the mortality charges 
specified in the prevailing commissioners’ standard tables 
as defined in subsection (f)(10) [of section 7702]

Significantly, prior to this change, the reasonable mortality rule 
had read differently. Below is the wording of the former rule 
with deletions made by the Act shown by strike- outs and the 
Act’s additions shown in italics:

(i) reasonable mortality charges which meet the require-
ments (if any) prescribed in regulations to be promulgated 
by the Secretary and which (except as provided in regu-
lations) or that do not exceed the mortality charges 
specified in the prevailing commissioners’ standard tables 
(as defined in section 807(d)(5)) as of the time the con-
tract is issued subsection (f)(10).

As originally enacted, section 7702(c)(3)(B)(i) expressly gave 
the Treasury Department regulatory authority (a) to prescribe 
requirements that mortality charges would need to meet, in 
addition to not exceeding the charges specified in the prevailing 
standard tables, in order to be considered reasonable mortality 
charges, and (b) to expand the scope of reasonable mortality 
charges to encompass charges exceeding those of the prevail-
ing standard tables. With the wording additions noted above, 
and more specifically the replacement of “and which” with “or 
that,” the revised rule removes the prior express authority of 
the Treasury Department to limit the mortality assumptions 
used in the premium computations to amounts less than those 
in the prevailing standard tables. That authority, contemplated 
for use in regulations proposed in July of 1991, ultimately was 
never exercised, particularly in light of objections that any such 
requirement would have made the section 7702 compliance of 
whole life insurance difficult if not impossible. The elimination 

of that authority quells a concern that more or less haunted the 
life insurance industry for nearly three decades.

The revised rule leaves in place the Treasury’s express authority 
to define the circumstances in which mortality assumptions 
that exceed those in the prevailing standard tables are “rea-
sonable” and thus may be used in the section 7702 and 7702A 
premium computations. These circumstances would occur, for 
example, under contracts insuring lives that are rated as sub-
standard risks, and they could also arise under contracts issued 
in guaranteed- issue or simplified- issue cases. Substandard- risk 
and guaranteed- issue (common for group) contracts typically 
experience worse mortality than those that are fully underwrit-
ten, and efforts to streamline the underwriting and issuance of 
contracts in the individual market through the use of simplified 
underwriting techniques could result in some deterioration of 
mortality experience. In such cases, where mortality experience 
for these types of contracts exceeds the mortality in the prevail-
ing tables, there is justification for Treasury guidance permitting 
the use of higher mortality assumptions in establishing compli-
ance with sections 7702 and 7702A. Such guidance also would 
be appropriate in view of the historic role of the interim rule for 
mortality charges of TAMRA section 5011(c)(2), which remains 
in effect in the absence of regulations. The exercise of the Trea-
sury’s authority also could be called upon, as has been the case 
in the past, to align the requirements of the reasonable mortality 
rule with the advent of new tables in circumstances where the 
three- year transition rule of new section 7702(f)(10) (discussed 
below) is inadequate to do so.

Changes to section 7702(c)(3)
(B)(i) and 7702(f)(10) … “apply 
to taxable years beginning a½er 
December 31, 2017.”

New section 7702(f)(10). While the wording of the reasonable 
mortality rule itself no longer references the use of the pre-
vailing standard tables in effect “as of the time the contract is 
issued,” the latter wording still applies to determine the tables to 
be used in the section 7702 and 7702A premium computations. 
This is brought about by the wording imported into new section 
7702(f)(10) from former section 807(d)(5)(A), which recites that 
the prevailing standard tables are “the most recent commission-
ers’ standard tables prescribed by the National Association of 
Insurance Commissioners which are permitted to be used in 
computing reserves for that type of contract under the insurance 
laws of at least 26 States when the contract was issued.” Section 
7702(f)(10) then goes on to incorporate into the new section 
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7702- based definition of prevailing standard tables the three- 
year transition rule that previously appeared in section 807(d)
(5)(B). The latter rule had enabled the former reserve deduction 
limit to be computed using a pre- existing mortality table for 
three years after a new table had met the requirements to be 
considered “prevailing.” To preserve this rule for the section 
7702 and 7702A premium computations, the second sentence of 
new section 7702(f)(10) reads:

If the prevailing commissioners’ standard tables as of the 
beginning of any calendar year (hereinafter in this para-
graph referred to as the “year of change”) are different 
from the prevailing commissioners’ standard tables as of 
the beginning of the preceding calendar year, the issuer 
may use the prevailing commissioners’ standard tables 
as of the beginning of the preceding calendar year with 
respect to any contract issued after the change and before 
the close of the 3- year period beginning on the first day 
of the year of change.

While section 13517(a)(4) of the Act thus rescued and brought 
over to section 7702 the basic definition needed to allow a por-
tion of the reasonable mortality rule to operate, it apparently 
chose not to resuscitate the “lowest reserves” rule of former 
section 807(d)(5)(E). That provision, one of the odder mandates 
of the Code, required insurers to take an extra step in computing 
the limit on deductible reserves where more than one mortal-
ity table (or options under a table) met the prevailing standard 
tables definition. In such a case, insurers were instructed by 
section 807(d)(5)(E) to use the table (and option) that “generally 
yields the lowest reserves. . . .” The additional requirement set 
forth in section 807(d)(5)(E), coupled with the prior instruction 
in section 7702 to use the prevailing standard tables in the pre-
mium computations, caused some speculation about whether the 
version of the prevailing standard tables that yielded the lowest 
reserves needed to be used for satisfying the reasonable mortal-
ity requirements of section 7702(c)(3)(B)(i). The Code is not a 
frequent user of terms like “generally,” leaving one to suspect 
that the section 807(d)(5)(E) rule had more to do with revenue- 
raising than with principle. It also simply could have reflected 
congressional uncertainty, and perhaps lack of comfort, regard-
ing future mortality tables that might arise. The Act may wisely 
have chosen to consign this rule to the realm of archaeology.

In choosing to retain the concept of “prevailing commissioners’ 
standard tables” in the operation of the reasonable mortality 
rule, the Act seemingly took notice of the continuing use of such 
tables in the net premium reserve component of the annual state-
ment “reported reserve” computed in accordance with chapter 
20 of the new NAIC Valuation Manual, i.e., VM- 20. Under VM- 
20, life insurance companies are generally required to calculate 

a net premium reserve for all life insurance contracts as part of 
the process for determining the reported reserve. Therefore, as 
long as the net premium reserve remains as a component of the 
calculation of the reported reserve for a life insurance contract 
under VM- 20, and as long as the prevailing standard tables as 
defined in new section 7702(f)(10) are used in computing that 
component, the reasonable mortality rule should continue to 
function as it has over the past three decades.

Effective date. The changes to section 7702(c)(3)(B)(i) and 
7702(f)(10) just described “apply to taxable years beginning 
after December 31, 2017.”6 Hence, these changes are now in 
effect. There could be questions about how this rule interacts 
with the original effective date of TAMRA’s reasonable mor-
tality rule. Interestingly, the changes made to section 7702 
modify the tax law governing the definition of “life insurance 
contract” and “modified endowment contract” without one 
iota of guidance or even comment in the congressional com-
mittee reports, i.e., the Act’s legislative history. Much of what 
is known about sections 7702 and 7702A derives from the 
legislative history of past enactments, and so it is curious that 
the congressional tax- writing committees chose to be silent on 
this subject, even though the legislative history of the Act com-
mented at length on the tax reserve changes wrought by section 
135177 and did likewise for the life settlement- related changes  
next discussed.

LIFE SETTLEMENTS
From its inception, the federal income tax law has provided an 
exclusion from gross income for amounts paid under a life insur-
ance contract by reason of the death of the insured.8 Almost as 
long, this exclusion has been limited by a provision known as the 
transfer- for- value rule. Under this rule, found in section 101(a)
(2), if a life insurance contract is sold (or otherwise transferred 
for valuable consideration) by its owner, the excludable amount 
of the death benefit generally is limited to the sale price plus 
premiums and other amounts subsequently paid by the pur-
chaser, thereby subjecting to tax the amount of the death benefit 
in excess of the transferee’s basis in the contract.9 On the other 
hand, the statute contains several exceptions to this rule, under 
one of which the death benefit remains income tax- free where 
the transferee’s tax basis in the contract is determined in whole 
or in part by reference to the transferor’s basis.10 Thus, where a 
contract is transferred by gift and the donor’s basis carries over 
to the donee, this exception usually allows the gift to avoid the 
transfer- for- value rule, even in a part- gift and part- sale transfer.

In many instances, the federal income tax rules rely on wide-
spread tax reporting regimes to enable their enforcement 
by requiring those who make potentially taxable payments 
to report those payments to both the payee and the IRS. To 
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achieve this result for life settlements, life insurance companies 
need to be aware of the characteristics of the underlying change 
in ownership, i.e., to know whether the transaction involves a 
sale or, more specifically, whether one of the exceptions to the 
transfer- for- value rules in section 101(a)(2) applies. While life 
insurance companies generally have not been enthused about 
having contracts they’ve issued sold to third parties and have not 
been averse to reporting death benefits in such cases as taxable 
pursuant to the transfer- for- value rule, they often lack informa-
tion necessary to such reporting. At best, there has been limited 
reporting by life insurance companies when the death benefits 
of those contracts are paid to the third- party purchasers (or 
their assignees). Further, companies should not report a death 
benefit as taxable when one of the exceptions to the transfer- for- 
value rules applies (as where a contract is transferred by gift), 
and reporting a specific taxable amount when the section 101(a)
(2) exceptions do not apply requires knowledge of tax basis that 
professional purchasers of contracts usually do not share with 
insurance companies.

In an effort to preclude avoidance of section 101(a)(2)’s transfer- 
for- value rule, section 13520 of the Act imposes tax reporting 

requirements where an existing life insurance contract is pur-
chased in what new section 6050Y denominates a “reportable 
policy sale,” and also imposes reporting requirements on the 
payor (i.e., the life insurance company) where “reportable death 
benefits” are paid. In addition, as part and parcel of this effort 
(as discussed further below), section 13521 of the Act sets forth 
rules for determining the basis of a life insurance (or annuity) 
contract, and section 13522 of the Act narrows the exceptions in 
the transfer- for- value rules so that they do not apply where an 
interest in a life insurance contract is transferred in a reportable 
policy sale. Each of these sections of the Act is explored further 
in the discussion that follows.

Reporting requirements—acquisition of a life insurance contract—the 
buyer’s turn. To facilitate the information flow among purchas-
ers, life insurance companies and the IRS for life settlement 
transactions, the Act imposes a new reporting regime at the time 
of a reportable policy sale. The reporting requirement under 
new section 6050Y applies to “every person who acquires a life 
insurance contract, or any interest in a life insurance contract, 
in a reportable policy sale during the taxable year.”11 Hence, 
the new reporting requirement captures within its net every life 
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settlement company (or individual) that obtains, in a transfer 
for value, any interest in a life insurance contract where “the 
acquirer has no substantial family, business, or financial relation-
ship with the insured (apart from the acquirer’s interest in the 
life insurance contract),” which is the definition of a reportable 
policy sale that appears in new section 101(a)(3)(B) as added by 
the Act.12 The reportable acquisition, moreover, may be direct 
or indirect; the latter is described in the statute as including 
the acquisition of an interest in a partnership, trust or other 
entity that holds an interest in the life insurance contract.13 And 
this reporting requirement does not cease with the initial sale 
of the contract, since it is not uncommon for contracts sold in 
life settlements to have subsequent purchasers (as reflected in 
Revenue Ruling 2009- 14).14 Subsequent acquirers of interests in 
contracts also are subject to the required reporting.

Pursuant to the new reporting requirement, the buyer is to file 
an information return with the IRS reporting certain informa-
tion about the life insurance contract purchase, and also is to 
provide an information statement to the seller of the contract 
and to the life insurance company that issued it containing 
(almost) the same information. On the information return filed 
with the IRS15 and the information statement to the seller,16 the 
buyer reports:

• The buyer’s name, address and taxpayer identification num-
ber (TIN).

• The name, address and TIN of each recipient of a “pay-
ment” in the reportable policy sale, with this payment being 
defined as the amount of cash and the fair market value of 
any consideration transferred in the sale.17

• The date of the sale.

• The name of the “issuer” and policy number of the contract 
acquired.

• The amount of each payment.

Where a contract is owned by multiple parties, so that each of 
them is a “seller,” the information statement presumably must be 
provided to each of them. The same details are to be provided 
in the information statement to the contract’s issuer, with the 
exception that the amount(s) of the purchase payment(s) need 
not be reported to the issuer.18

In this connection, it is noteworthy that section 6050Y uses, 
in a number of places, the term “issuer” rather than “insurance 
company.” The reason for this terminology is that the statute 
employs a special definition for this purpose: The issuer is 
“any life insurance company that bears the risk with respect to 

a life insurance contract on the date any return or statement 
is required to be made under this section.”19 Hence, while the 
issuer in a specific case may be the insurer that originally issued 
the contract, it is possible, such as where an intervening assump-
tion reinsurance transaction changes the obligor on the contract 
to a new carrier, that the assuming insurer is the party that is to 
receive the information statement just described or to file the 
returns and information statements discussed below.

At this point, one may stop to ask a few questions. First, why 
does the statute exclude the purchase payment’s amount from 
the information required to be shared with the life insurer? 
Without this information, the insurer lacks the necessary 
information for determining the taxable amount of the death 
benefit, limiting its ability to tax report income and withhold 
on the proceeds. The answer is that the legislation embodies a 
compromise, a well- orchestrated dance of sorts, between the life 
insurance industry and the life settlement industry. The profes-
sional buyers of contracts, while willing to disclose the amounts 
of the purchase payments to the IRS (which by law generally 
may not disclose the information), were not willing to disclose 
them to the insurers. This arrangement, together with the insur-
er’s information- reporting requirements described next, should 
provide the IRS with the data needed to enforce compliance with 
the transfer- for- value rule, assuming the agency’s information 
collection system is up to the task of matching the information 
provided by the buyer and the insurer, and further assuming 
that the buyer in question actually must file the return. The 
latter assumption prompts the next question: What if the buyer 
is an offshore entity, existing beyond the taxing jurisdiction of 
the United States? Many purchasers of interests in previously 
issued life insurance contracts are foreign parties. As discussed 
below, this may require withholding on the taxable portion of 
death benefits paid. However, if the insurance company does 
not know the amount of the purchase price, withholding may 
need to be based upon the full death benefit. Both new section 
6050Y and its legislative history20 take notice of the possibility of 
foreign contract owners, turning to the contract issuer for help 
in ensuring the sufficiency of information reporting as described 
below. The IRS may also rely on FATCA- required reporting 
to produce the needed data in such a circumstance (more on 
this later). And perhaps a further question is in order: Might 
contract acquisitions in transfers- not- for- value, such as gifts, 
also be caught within the new reporting net? Looking solely at 
the definition of a reportable policy sale in new section 101(a)
(3), the answer arguably is yes, but the reporting requirements 
themselves as spelled out in section 6050Y(a) suggest otherwise. 
Those requirements, as noted above, include disclosure of 
the amount of a payment for a contract and the “date of the 
sale,” thereby positioning the reporting requirements squarely 
within the transfer- for- value context. The IRS presumably 
will agree with this view when it publishes guidance on these 
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requirements, as the agency’s updated Priority Guidance Plan 
said would be done,21 as well as when the agency frames the new 
reporting forms.

Reporting requirements—seller’s basis in the life insurance con-
tract—the insurer’s turn. On receipt of the buyer’s information 
statement, or on receipt of any “notice” that the contract is being 
transferred to a “foreign person,” the issuer is required to file an 
information return with the IRS22 and to send an information 
statement to the seller of the contract,23 containing:

• The name, address, and TIN of the seller (including, accord-
ing to the legislative history, that of the transferor to a 
foreign person).

• The investment in the contract within the meaning of sec-
tion 72(e)(6) at the time of sale (i.e., usually the sum of the 
premiums paid for the contract less any untaxed distributions 
from it).

• “The policy number” of the contract.24

The legislative history proceeds to elaborate on these require-
ments of the new statute, apparently to prompt action from 
Treasury and the IRS.25 First, it clarifies that the initial element 
above (identification of the seller) includes the transferor of the 
contract to a foreign person. Second, regarding such a transfer, 
the history observes that the “notice” of the transfer of a contract 
to a foreign person “is intended to include any sort of notice, 
including information provided for nontax purposes such as 
change of address notices for purposes of sending statements or 
for other purposes, or information relating to loans, premiums, 
or death benefits with respect to the contract.” And, perhaps 

foreshadowing the clarification that the legislation makes in sec-
tion 13521 of the Act (described below), the same history refers 
to the second item above—the section 72(e)(6) investment in 
the contract—as the “basis of the contract.” That phrasing is 
music to the ears of life insurers and life settlement purchasers 
alike, as will be discussed subsequently. The requirement of 
reporting the investment in the contract to the seller (and the 
IRS) presumably is to enable the seller’s filing of a proper tax 
return (e.g., IRS Form 1040) and to enhance the tax collector’s 
ability to verify its propriety.

Effective date for the contract sale reporting requirements. The 
reporting requirements for “reportable policy sales” just 
described are effective for both contract buyers and contract 
issuers with respect to sales occurring after Dec. 31, 2017,26 and 
are subject to the same penalties for failure to comply with the 
requirements as are other mandated information returns and 
statements.27

Reporting requirements—reportable death benefits. When a “report-
able death benefit” is paid under a life insurance contract, section 
6050Y requires the payor insurance company—described in the 
statute as “a person who makes a payment of reportable death 
benefits”—to file an information return with the IRS about 
the payment and to provide an information statement to the 
payee as well. Not surprisingly, such a reportable death benefit 
is defined in the statute as “an amount paid by reason of the 
death of the insured under a life insurance contract that has 
been transferred in a reportable policy sale.” Pursuant to this 
requirement, the payor’s information return28 (to the IRS) and 
information statement29 (to the purchaser) reports:

• The name, address and TIN of the person making the death 
benefit payment(s) (presumably the insurer).

• The name, address and TIN of each recipient of such 
payment.

• The date of each such payment.30

• The gross amount of such payment.

• The payor’s estimate of the buyer’s section 72(e)(6) invest-
ment in the contract.

The last item on this list also is worthy of comment. The stat-
ute’s use of the term “estimate” suggests that the payor/insurer 
may not know, or perhaps that it is not expected to know, the 
precise amount of the buyer’s investment in the contract within 
the meaning of section 72(e)(6). This presumably follows from 
the omission of any required reporting to the insurer of the 
purchase price the buyer paid to the seller, an amount that 
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should constitute the buyer’s section 72(e)(6) investment in 
the contract at the point of sale. That an amount equal to the 
buyer’s purchase payment is its initial investment in the contract 
is mandated by section 72(g), which equates that amount with 
the “aggregate amount of the premiums or other consideration 
paid” component of the investment in the contract. Of course, 
it is possible that the buyer would voluntarily disclose the pur-
chase payment amount to the insurer. Alternatively, the insurer 
could simply report what it knows to be the case, i.e., the buyer’s 
investment in the contract (the premiums it pays to the insurer 
less the untaxed distributions it receives) after the sale. It would 
seem appropriate for the section 6050Y guidance promised by 
the Priority Guidance Plan to address the nature of the estimate 
the insurer is to report.

In any event, while the amount so reported as investment in the 
contract may be pertinent to determining the taxable amount 
of gain in the contract under section 72(e)—should the buyer 
decide to surrender the contract or take withdrawals from it—
the section 72(e)(6) investment in the contract technically has 
little to do with determining the taxable amount of the death 
benefit under section 101(a)(2), in that the latter provision does 
not reference section 72(e)(6). One would think that determin-
ing the taxable portion of the death benefit is the whole point of 
this branch of the reporting exercise. Pursuant to section 101(a)
(2) itself, the excludable amount of the death benefit is defined 
similarly to the section 72(g) “aggregate amount of the premi-
ums or other consideration paid,” without making any reference 
to section 72(g) let alone to section 72(e)(6). Given the change 
made by section 13521 of the Act, perhaps Congress was equat-
ing the section 72(e)(6) investment in the contract with tax basis 
and, in turn, with the section 101(a)(2) excludable amount. If so, 
it may be that the insurer’s estimate of the buyer’s investment 
serves all of these purposes. Again, the promised IRS guidance 
may shed some light on this.

Where a life insurance policyholder sells his or her contract 
to a foreign purchaser, the withholding tax rules of sections 
1441- 1442 and 1471 (i.e., FATCA) may come into play when 
amounts are distributed from the contract. A death benefit paid 
by a U.S.- based insurance company under a life insurance con-
tract originally issued in the United States may well give rise 
to U.S. source fixed, determinable, annual or periodical (FDAP) 
income, which is subject to the 30 percent withholding tax 
imposed under both of those sections. The FATCA- required 
withholding can be avoided, of course, with the appropriate 
registration of, or reporting by, an entity that is the purchasing 
foreign party, as well as the proper documentation provided 
by the recipient to the payor. Where section 1441 or 1442 is 
concerned, in some places a treaty may be invoked to avoid or 
reduce the withholding tax (based on a valid claim of benefits 
on a Form W- 8BEN or W- 8BEN- E). But the insurer must 

make a judgment about whether to withhold tax and, if so, how 
much to withhold. Under the applicable regulations, where the 
tax basis of a payment of U.S. source FDAP income to a for-
eign person is unknown, rendering the amount of the taxable 
income unknown, withholding is based on the gross amount of 
the payment.31 This would seem to be incentive enough for a 
foreign life settlement company to disclose the amount of the 
purchase payment to the insurer, absent a claim of treaty- based 
exemption.

These reporting requirements apply to death benefits paid after 
Dec. 31, 2017,32 and like the requirements applicable to report-
able policy sales, are subject to penalties for failure to comply 
with the requirements.33

Clarification of a seller’s basis in a life insurance contract. Prior to a 
decade ago, a policyholder’s tax basis in his or her life insurance 
contract at the time it is sold in a life settlement transaction 
was widely understood to be the investment in the contract 
as defined in section 72(e)(6) (again, the sum of the premiums 
paid for the contract less any untaxed distributions from it). 
That changed with the publication of Revenue Ruling 2009- 
13,34 in which the IRS ruled (in “situation 2”) that where a cash 
value life insurance contract is sold by the original owner, the 
seller’s basis is reduced by prior cost of insurance, a view that 
contrasted starkly with both the previous understanding and 
with the treatment of a contract surrender under section 72(e) 
(also discussed in the ruling). The reasoning underlying the 
ruling appeared to be that the reduction for cost of insurance 
charges was necessary to account for the insurance protection 
the policyholder received before the sale. The ruling cited Cen-
tury Wood Preserving Co. v. Commissioner35 and characterized the 
court as concluding that a taxpayer who sold a life insurance 
contract could not include in basis amounts that were used to 
provide annual insurance protection.36 Situation 2 of this ruling 
was controversial, to say the least, and perhaps adding to the 
controversy, in a companion ruling, Revenue Ruling 2009- 14,37

the IRS held that such a reduction in basis did not apply to the 
buyer of the contract upon its subsequent sale of the contract. 
The distinction between the original sale case and subsequent 
sale case, as explained in the latter ruling, was that the pur-
chaser from the original owner did not purchase the contract 
for protection against economic loss upon the insured’s death 
but rather acquired and held the contract solely with a view to 
making a profit.

There were many problems with the IRS’s position in situation 
2 of Revenue Ruling 2009- 13, as detailed in a prior TAXING TIMES

article.38 For example, in the case of personal property unrelated 
to business or investment, federal tax law generally makes no 
provision for adjusting the basis of the property to account for 
personal use or consumption. In determining gain on the sale of 
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such property, the property’s basis equals its cost, unadjusted for 
personal use or consumption. The IRS position, it was pointed 
out, ran completely counter to this treatment. The authorities 
the ruling cited in support of its position, moreover, dealt with 
the treatment of basis in cases of losses incurred when businesses 
sold or surrendered life insurance contracts they had purchased, 
a situation distinguishable at a variety of levels. The IRS posi-
tion, many said, lacked a sound basis.

Into this fray stepped section 13521 of the Act, with rousing 
support from both the life insurance industry and the life set-
tlement industry, and with Treasury Department acquiescence 
if not endorsement. That provision rewrites section 1016(a)(1), 
governing adjustments to tax basis, to provide in new subpara-
graph (B) that “no adjustment [to basis] shall be made . . . for 
mortality, expense, or other reasonable charges incurred under 
an annuity or life insurance contract.” The legislative history 
briefly elaborates on the meaning of this revision of the statute, 
saying the mortality, expense and other reasonable charges just 
referred to are “known as ‘cost of insurance’ ” and observing 
that the addition of the new rule “reverses the position of the 
IRS in Revenue Ruling 2009- 13 that on sale of a cash value life 
insurance contract, the insured’s (seller’s) basis is reduced by the 
cost of insurance.”39

New section 101(a)(3) applies  
to transfers occurring a½er  
Dec. 31, 2017.

This amendment of the tax basis rules for life insurance (and 
annuity) contract sales is effective for transactions entered into 
after Aug. 25, 2009.40 Thus, the amendment dates back to the 
effective date of Revenue Ruling 2009- 13, supporting the view 
that the revisions to section 1016 merely clarify the law rather 
than alter it (a view also supported by the legislative history).41

One might also observe that the revised section 1016(a)(1)
(B) rule clarifies the policyholder’s basis in the case of taxable 
exchanges as well, a point not covered in the IRS’s ruling. The 
legislation does not appear, or purport, to change what the IRS 
said in Revenue Ruling 2009- 14.

Narrowing the transfer- for- value exceptions. As previously noted, 
exceptions exist to the section 101(a)(2) transfer- for- value rule. 
Prior to the Act, an exception applied where the transferee’s 
basis in the contract was determined in whole or in part by 
reference to the transferor’s basis in the contract.42 Hence, the 
death benefit remained income- tax- free in cases where the orig-
inal policyholder’s basis “carried over” in the transfer, such as 
a transfer by gift (generally including a part- gift and part- sale 
transaction) or in connection with a corporate reorganization. 

Exceptions also applied in the case of a transfer of a contract 
to the individual insured under the contract, to a partner of the 
insured, to a partnership in which the insured is a partner, or to 
a corporation in which the insured is a shareholder or officer.43

These exceptions to the transfer- for- value rule, dating back to 
the 1940s, have generally stood the test of time, but of late, with 
the advent of life settlements and some practices of the promot-
ers thereof, an abuse of the exceptions was perceived to arise. By 
way of example, some life settlement transactions were struc-
tured as partnerships between a buyer and a seller who was also 
the insured under the contract, ostensibly enabling the buyer 
to benefit from the exception for a transfer to a partnership in 
which the insured is a partner and thereby retain the income- 
tax- free status of the death benefit, despite the obvious transfer 
of the contract for value. The seller/insured/partner may be 
accorded a very minor interest in the partnership and thereafter 
may exit the partnership.

To preclude any such abuse, section 13522(a) of the Act, while 
leaving intact the historic exceptions in section 101(a)(2), added 
a new section 101(a)(3) to limit the exceptions’ scope. According 
to the new provision, the exceptions to the transfer- for- value 
rule do not apply where the transfer of a life insurance contract, 
or any interest therein, constitutes a “reportable policy sale.” 
This reportable policy sale, as defined in new section 101(a)(3)
(B), is the same one that triggers the reporting requirements 
discussed earlier. Thus, some portion of the death benefit ulti-
mately payable under such a contract—the excess of the death 
benefit over the buyer’s purchase price plus any premiums sub-
sequently paid (adjusted for any untaxed distributions from the 
contract)—will be includable in the buyer’s gross income for tax 
purposes. New section 101(a)(3) applies to transfers occurring 
after Dec. 31, 2017.44

While legislation enacted to preclude tax abuse is laudable, 
anyone conversant with the history of federal income tax law 
knows that anti- abuse legislation often throws off flack that hits 
innocent parties. This legislation may well have done so, in that 
the sweep of the new section 101(a)(3) rule could be construed, 
for example, to include some contract transfers in connection 
with corporate reorganizations. Yet it was to enable contract 
transfers in such cases, among others, that the section 101(a)
(2) exceptions were written as they are. The authors understand 
that further work is being done to refine the anti- abuse rule so 
that it can operate without detracting from the tax treatment of 
legitimate life insurance contract transfers. This could also be a 
fit subject for the promised administrative guidance.

CONCLUSION
On balance, the changes the Act made to the Internal Revenue 
Code in the realm of life insurance product (or policyholder) 
taxation appear to be beneficial. Section 7702 was altered to 
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preserve the role played by the prevailing commissioners’ 
standard tables in determining “reasonable” mortality charges 
while deleting the express authorization of regulations that 
might require the use of lesser charges in the section 7702 and 
7702A computations. Life settlement transactions, in the past 
somewhat shrouded in darkness, were brought into the light by 
means of a web of reporting requirements, and the basis of sell-
ing policyholders was clarified to align with the tax treatment 
of non- business property sales generally. And the transfer- for- 
value rules were modified in an effort to preclude abuse. As with 
all tax legislation, these changes prompt questions and concerns, 
most if not all of which may be susceptible to resolution through 
IRS guidance. ■
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ACLI Update 
By Pete Bautz, Paul Graham, Mandana Parsazad and 
Regina Rose

ACCOUNTING ISSUES FOLLOWING TAX REFORM
Tax reform created a multitude of accounting issues for life 
insurance companies. With a lower corporate rate enacted on 
Dec. 22, 2017 and effective on Jan. 1, 2018, little time was avail-
able for companies to determine the effects of all aspects of the 
new tax law on 2017 financial statements.

All U.S. accounting regimes require accounting for the effect of 
a rate change on the date of enactment. As a result, all deferred 
tax assets (DTAs) and liabilities (DTLs) had to be reassessed and 
restated for purposes of filing Dec. 31, 2017 GAAP and statu-
tory financial statements. In addition, the tax effects of amounts 
held in Accumulated Other Comprehensive Income (AOCI) 
were also required to be restated. All changes resulting from tax 
reform had effects on either continuing operations, capital and 
surplus, or both for insurers.

The U.S. accounting standards setters immediately recognized 
the need to act quickly to provide necessary guidance for compa-
nies where accounting questions arose as a result of new tax law 
provisions. On the day President Trump signed H.R. 1 into law 
(the enactment date), the SEC issued Staff Accounting Bulletin 
(SAB) 118, allowing registrants to record provisional amounts 
during a “measurement period,” similar to the measurement 
period used when accounting for business combinations. 
During the measurement period, adjustments for the effects of 
the law must be recorded to the extent a reasonable estimate 
for all or a portion of the effects of the law can be made. To the 
extent that all information necessary (including computations) 
is not available, prepared or analyzed, companies may recognize 
provisional amounts. Companies are to adjust their provisional 
amounts when they obtain, prepare or analyze additional 
information about facts and circumstances that existed at the 
enactment date that, if known, would have affected the amounts 
that were initially reported as provisional amounts. Disclosures 
are required detailing the description and effects of estimates as 
well as the subsequent finalization of those estimates during the 
measurement period.

On Dec. 21, 2017, ACLI wrote to the Financial Accounting 
Standards Board (FASB) to request that it consider a more 

accurate reflection of the impact of the tax rate change on bal-
ances in AOCI due to the large amount of investments carried at 
fair value in AOCI by our member companies. ACLI requested 
that FASB allow companies to reclassify amounts from AOCI to 
retained earnings to correct the mismatch between historical tax 
rates recorded in AOCI and the newly enacted tax rate. ACLI 
subsequently met with the FASB about this issue, and in early 
January, the FASB held a board meeting at the request of the 
banking and insurance industries to consider this item. At the 
same board meeting, FASB considered other tax reform imple-
mentation issues, including whether SAB 118 should be adopted 
for private companies and not- for- profit entities, whether to 
discount tax liabilities for repatriation and alternative minimum 
tax (AMT) credits that become refundable, and how to account 
for the new base erosion anti- abuse tax (BEAT) and global 
intangible low- taxed income (GILTI) provision.

During the FASB meeting, the members decided to permit, but 
not require, reclassification of stranded tax effects related to the 
newly enacted reduction in the corporate tax rate as well as other 
issues created by tax reform from AOCI to retained earnings. 
They also considered opening a broader project in the coming 
year to look further at allowing backwards tracing for account-
ing for the release of all past and future stranded tax effects in 
AOCI. They determined that neither the repatriation tax liabil-
ity nor the AMT credit refund receivable should be discounted. 
The FASB determined the BEAT should be accounted for as a 
period cost and GILTI could be accounted for through a policy 
election as deferred taxes or as a period cost. Finally, the FASB 
determined that private companies and not- for- profit entities 
should have the option to apply SAB 118. After the meeting, 
the FASB staff issued an exposure draft on the reclassification of 
certain tax effects from AOCI, on which ACLI commented, and 
subsequently decided to proceed with drafting a final standard. 
They also released guidance in the form of staff Q&As on the 
repatriation, AMT, GILTI and BEAT tax accounting issues. The 
FASB Emerging Issues Task Force (EITF) briefly considered 
the staff Q&As on those issues, and there was general agree-
ment among the members that the answers presented do not 
represent new guidance, but interpret what is already applicable 
in codification. The FASB has developed a webpage within the 
“STANDARDS—Implementing New Standards” site to house 
tax reform materials.

While the ACLI was working with the FASB to secure needed 
guidance for GAAP companies, the industry also recognized 
the need for immediate guidance from the National Association 
of Insurance Commissioners (NAIC) on statutory accounting 
matters post- tax reform. The Statutory Accounting Principles 
Working Group (SAPWG) exposed (via e- vote) agenda item 
2018- 01 to consider the impact of the Tax Cuts and Jobs Act 
(TCJA) on SSAP No. 101—Income Taxes. However, the ACLI was 
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more immediately concerned with a few other pressing matters 
affecting 2017 financial statements resulting from tax reform.

The ACLI contacted the NAIC, asking them to adopt SAB 118 
immediately for statutory accounting purposes. SAPWG Chair 
Dale Bruggeman quickly issued a letter to all state insurance 
commissioners on Jan. 8, addressing the impacts of tax reform 
on statutory financial statements. Mr. Bruggeman advised states 
that DTAs and DTLs (i) should be computed using the newly 
enacted tax rate of 21 percent for year- end 2017 financial state-
ments, and (ii) the change in DTAs and DTLs to reflect the 
new tax rate should be recognized in the designated reporting 
line as a separate component of gains and losses in unassigned 
funds (surplus). He further noted that guidance for admittance 
calculations for the year- end 2017 statutory financial statements 
would not change, but companies might have to take into 
account the elimination of the net operating loss carryback pro-
visions as they assessed reversals of DTAs and DTLs.

Subsequent to Mr. Bruggeman’s letter to state insurance com-
missioners, the ACLI worked through the NAIC Interested 
Parties on a letter to the SAPWG and spoke with the NAIC 
staff to request formal, authoritative guidance on the adoption 
of guidance consistent with SAB 118 and clarification regard-
ing how and when to record the effects of changes in tax rates. 
Subsequently, the NAIC staff issued interpretive guidance (INT 
18- 01) to provide a limited- time, limited- scope exception to 
the Type I subsequent event guidance in SSAP No. 9 and to 
specify the reporting lines for reporting changes related to tax 
rate changes. The ACLI commented on the items in the INT 

though the NAIC Interested Parties and the SAPWG voted to 
adopt the INT with the changes suggested by the ACLI and 
Interested Parties.

As noted above, SAPWG exposed an agenda item to consider 
the impact to SSAP 101 of changes made in TCJA. On Feb. 
6, SAPWG modified the exposure to include updated NAIC 
staff recommendations in response to FASB exposed accounting 
guidance and FASB staff interpretations pertaining to federal 
tax reform that were released by the FASB after the original 
exposure of agenda item 2018- 01. ACLI and member compa-
nies joined with NAIC Interested Parties on a Feb. 20 comment 
letter that addressed the SSAP 101 proposed changes as well 
as the NAIC response to FASB guidance on accounting for 
repatriation, AMT credit refunds, BEAT and GILTI. The com-
ment letter generally agreed with NAIC that because, as noted 
in the exposure draft, SSAP No. 101 already makes references 
to enacted tax rates and tax law loss carryback provisions, the 
necessary revisions to SSAP No. 101 for the tax law changes 
are minor and non- substantive in nature. On March 24, ACLI 
presented its comments and answered questions from SAPWG 
at its hearing on SSAP 101 during the March NAIC meeting. At 
that hearing, SAPWG decided to re- expose, for a 30- day period, 
revisions to SSAP No. 101 that largely incorporate Interested 
Parties’ comments. However, two items—treatment of AMT 
credit carryovers and accounting for GILTI tax—were deferred 
for consideration as separate agenda items.

ACLI and NAIC Interested Parties reviewed the March 24 re- 
exposure and in their April 23 comment letter, reiterated the 
positions set forth in previous comment letters, and responded 
to a request for comments by SAPWG on the assessment by 
companies of reversal patterns of deferred tax items as a result 
of TCJA.

ACLI looks forward to continuing to work collaboratively with 
SAPWG regarding accounting changes that are needed or 
would be helpful as a result of the TCJA.

UPDATE ON CAPITAL/RBC ISSUES POST- TAX REFORM
The new tax law has a significant impact on risk- based capital 
(RBC) requirements at companies. The impact of the law on 
RBC results from both the drop in the federal corporate income 
tax rate from 35 percent to 21 percent and the reduction in the 
value of DTAs (also attributed to the tax rate drop as well as the 
elimination of net operating loss carrybacks).

The ACLI spent several months working with a group of mem-
ber company actuarial, tax and accounting personnel regarding 
the changes required to adjust RBC ratios to reflect the newly 
enacted 21 percent corporate tax rate.
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The 35 percent tax rate is currently hard- coded into many 
aspects of the RBC ratio calculations. Therefore, the NAIC 
must make some changes to restate RBC requirements using a 
21 percent enacted tax rate. While in many cases the new tax 
rate will simply flow through the calculations, there are a few 
instances where a significant modeling effort is likely needed 
to accurately reflect the new tax rate. The changes are required 
because of the tax rate reduction interaction with the C- 1 (asset 
default risk) and C- 2 (mortality and morbidity risk) RBC factors 
that are modeled using tax cash flows and after- tax discount 
rates. For example, ACLI has determined that the move from a 
35 percent to 21 percent maximum federal tax rate could reduce 
the C- 1 bond factors recently proposed by the AAA by as much 
as 3.2 percent, partially offsetting the impact to RBC ratios that 
would occur from the corporate income tax rate drop alone. 
For the purposes of expediency, it appears that the NAIC will 
estimate these impacts by reducing certain pre- tax factors by 3 
percent, with the knowledge that the more accurate impact will 
be incorporated in upcoming NAIC projects to update RBC 
factors for bonds, real estate and mortality risk.

Additionally, ACLI determined that the C- 3 (interest rate dis-
intermediation risk—non- modeled) and C- 4a factors (general 
business risk) were not originally developed with tax cash flows, 
but were point estimates of post- tax factors based on judgment. 
Therefore, ACLI recommended that these factors themselves 
be reduced by the same amount as the reduction in tax offset 
from the new tax rate. These recommendations might reduce 
by about half the increase (which otherwise could be as much 
as 20 percent at companies) in capital requirements required by 
tax reform.

On Feb. 12, ACLI sent a letter to the NAIC addressing the 
impact of federal tax reform legislation on RBC. The letter 
concluded that overall, the impact of tax reform on the RBC cal-
culation is significant, noting that there are factor changes that 
would increase RBC and factor changes that partially offset the 
increase. ACLI recommended that the impact of the increases 
and the offsets be implemented at the same time, and due to the 
complexity of some of the changes, that the target date for com-
pletion be 2019. Also, the letter noted that one particular use of 
RBC that will need recalibrating is the minimum 450 percent 
RBC ratio requirement for the small company exemption within 

the principle- based reserve (PBR) requirements. ACLI recom-
mended that the 450 percent RBC requirement be decreased to 
360 percent (with the final number subject to review after other 
RBC changes are completed).

The impact of federal tax reform on RBC was addressed at the 
recent NAIC meeting, where regulators were not willing to rule 
out getting all items changed for 2018 filings. They did com-
mit, however, to not implementing the changes in a piecemeal 
fashion. While they also acknowledged that it would be difficult 
to complete everything for this year’s deadlines of exposure by 
April 30 and adoption by June 30, significant work effort has 
been undertaken by the NAIC to meet those deadlines, and it 
has become more likely than not that the changes to RBC will go 
into effect for 2018 RBC calculations. The RBC work through 
the NAIC is fast- moving and this article only represents the 
status as of the end of April 2018. ■
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T3: TAXING TIMES Tidbits
IRS Updates Post- Age- 
100 Guidance
By John T. Adney

Eight years ago, in Revenue Procedure 2010- 28, 2010- 34 
I.R.B. 270, the Internal Revenue Service established “safe 
harbor” rules for calculations of net single premiums and 

guideline premiums under section 77021 and 7- pay premiums 
and necessary premiums under section 7702A in the case of life 
insurance contracts that (1) have mortality guarantees based on 
the 2001 Commissioners’ Standard Ordinary Mortality Tables 
(2001 CSO tables) and (2) may continue in force after the day 
on which the insured attains age 100. Last February, the Internal 
Revenue Service issued Revenue Procedure 2018- 20, 2018- 11 
I.R.B. 427, extending these safe harbor rules to “life insurance 
contracts that have mortality guarantees based upon not only 
the 2001 CSO tables, but also upon the 2017 CSO tables and 
any other prevailing commissioners’ standard tables that extend 
beyond age 100.”

By way of background, in order for a contract that is a life 
insurance contract under applicable law to be treated as a life 
insurance contract for federal tax purposes, section 7702 requires 
that the contract’s cash surrender value must not (by the con-
tract’s terms) exceed the net single premium for its death benefit 
at any time. If that is not the case, then at minimum the gross 
premiums paid for the contract cannot exceed the guideline pre-
mium limitation as defined in section 7702. Also, assuming the 
contract meets one of these rules, the premiums paid for it as of 
any time cannot exceed the cumulation of the 7- pay premiums 
as defined for the contract under section 7702A if the contract is 
not to be classified as a “modified endowment contract,” which 
would result in a more adverse tax treatment of distributions 
from the contract while the insured is living. And to avoid treat-
ing a benefit increase under the contract as a “material change” 
within the meaning of section 7702A, re- subjecting the contract 
to the 7- pay premiums’ limit, the premiums paid cannot exceed 
the “necessary premium” referenced in the statute’s material 

change rule. All of these calculated limits—the net single pre-
miums, guideline premiums, 7- pay premiums and necessary 
premiums—have in common the “maturity date” requirement 
of section 7702(e)(1)(B). Pursuant to that requirement, these 
premiums must be computed assuming that the contract 
matures no earlier than when the insured attains age 95 and no 
later than the insured’s 100th birthday. When section 7702 was 
enacted (in 1984), the assumption that the contract would be at 
an end by the time the insured reached age 100 aligned with the 
assumption in the official mortality tables then in use, i.e., the 
1958 and 1980 CSO tables.
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But along came the 2001 CSO tables in the first decade of the 
21st century, with all lives no longer assumed to end by age 
100. Those tables contained a limiting age, but a much higher 
one—age 121. As a result of this change, companies that issue 
life insurance contracts with maturity dates now typically use 
age 121 as their terminal dates (and, as was previously the case, 
other contracts do not specify a maturity date). These changes 
in contract design prompted questions regarding how contracts 
with age 121 maturity dates should be administered under sec-
tions 7702 and 7702A in light of the maturity date requirement 
of section 7702(e)(1)(B). Some wondered whether it was per-
missible to use a contract’s actual maturity date in the statutes’ 
calculations, even though that date exceeded the maximum 
deemed maturity date specified in section 7702(e)(1)(B), while 
others were concerned with how the tests should be applied 
technically assuming the maximum age of 100 controlled. How, 
it was asked, should a 7- pay premium be calculated in circum-
stances where a contract was materially changed less than 7 
years before the insured reached age 100?

In 2005, the Taxation Section of the Society of Actuaries formed 
the 2001 CSO Maturity Age Task Force (SOA Task Force) to 
study the effect section 7702’s requirement of a deemed matu-
rity date not later than the insured’s age 100 would have on a 
contract providing coverage through the end of the 2001 CSO 
tables. The SOA Task Force proposed methodologies, published 
in the May 2006 issue of TAXING TIMES, that would be actuarially 
acceptable under sections 7702 and 7702A for calculations under 
contracts that do not provide for actual maturity by or before 
age 100. Others in the life insurance industry requested such 
guidance from the government, and there followed the issuance 
of Notice 2009- 472 by the Treasury Department and the IRS, 
setting forth safe harbor rules—denominated the “Age 100 Safe 
Harbor Testing Methodologies”—modeled on the SOA Task 
Force recommendations. The Notice also requested comments 
on certain tax issues that could arise where a life insurance con-
tract continues beyond the insured’s age 100. The virtues of, and 
problems in, this Notice were explored in an article published in 
TAXING TIMES in September 2009.3

Following considerable back and forth between life insurance 
industry representatives and the government, the IRS pub-
lished Revenue Procedure 2010- 28 in August 2010,4 in most 
key respects adopting the safe harbor rules described in Notice 
2009- 47. In doing so, Revenue Procedure 2010- 28 specifically 
referenced the role of the SOA Task Force and the publication 
of its recommendations in TAXING TIMES. By its terms, the reve-
nue procedure applied—and provided a safe harbor—only with 

respect to sections 7702 and 7702A and only for contracts based 
on the 2001 CSO tables that may continue in force after the 
insured attains age 100. More specifically, Revenue Procedure 
2010- 28 stated that the IRS “will not challenge the qualification 
of a contract as a life insurance contract under section 7702, or 
assert that a contract is a [modified endowment contract] under 
section 7702A, if the contract satisfies the requirements of those 
provisions using all of the ‘Age 100 Safe Harbor Testing Meth-
odologies.’ ” In this connection, the 2010 revenue procedure 
made it clear that to take advantage of its safe harbor, all calcula-
tions under sections 7702 and 7702A (other than the cash value 
corridor) must assume the contract’s maturity by the insured’s 
age 100, notwithstanding a later contractual maturity date; the 
remainder of the safe harbor methodologies were keyed to this 
assumption. Thus, pursuant to the revenue procedure, the date 
the insured attains age 100 must be used as the maturity date for 
calculating net single and guideline premiums as well as nec-
essary premiums; to determine the guideline level premiums, 
premium payments must be assumed to be made through the 
day the insured attains age 99; and under section 7702A, in the 
case of a contract issued or materially changed within fewer 
than seven years of the day the insured attains age 100, the 7- pay 
premiums must be computed assuming level annual premium 
payments over the number of years between the date the con-
tract is issued or materially changed and the date the insured 
attains age 100. In addition, the cumulation of the guideline 
level premiums and the 7- pay premiums must stop by the time 
the insured reaches age 100, although premiums may continue 
to be paid and, if so, must be tested against those “frozen” limits.

Revenue Procedure 2010- 28 thus clarified many section 7702 
and 7702A computational issues presented by contracts based 
on the 2001 CSO tables. It also provided guidance for adminis-
tering the statutes’ rules for contracts that undergo changes in 
their benefits. And while the 2010 revenue procedure provided 
its safe harbor only if all of its age 100 testing methodolo-
gies were followed, it made crystal clear, as the life insurance 
industry urged, that it was indeed a safe harbor. In the revenue 
procedure’s own words, “[n]o adverse inference should be drawn 
with respect to the qualification of a contract as a life insurance 
contract under § 7702, or its status as not a MEC under § 7702A, 
merely by reason of a failure to satisfy all of the requirements” 
of the testing methodologies. Additional detail on Revenue Pro-
cedure 2010- 28, including illustrations of the effects of its rules, 
may be found in an article published in TAXING TIMES in 2011.5

The issuance of Revenue Procedure 2010- 28 seemingly settled 
the questions regarding section 7702’s age 100 maturity date 
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requirement for a number of years, but then the 2017 CSO 
tables arrived when new VM- 20 became effective on Jan. 1, 
2017. Since the 2010 revenue procedure by its terms addressed 
only contracts based on the 2001 CSO tables, the prior ques-
tions theoretically became pertinent once again.

And this development brings us to Revenue Procedure 2018- 20. 
The new revenue procedure recites the history of and rationale 
for the issuance of the 2010 revenue procedure, acknowledging 
(as did its predecessor) the role played by the SOA Task Force 
in formulating the Age 100 Safe Harbor Testing Methodologies. 
Revenue Procedure 2018- 20 also sets out all of those method-
ologies in full, as it now (effective Feb. 23, 2018) replaces its 
predecessor as the official statement of the age 100 testing 
methodologies; it “modifies and supersedes” Revenue Proce-
dure 2010- 28. Additionally, mirroring its predecessor, the new 
revenue procedure repeats verbatim the “no inference” language 
quoted above.

Most importantly, as noted at the outset, Revenue Procedure 
2018- 20 extends all of this to the 2017 CSO tables and to all 
future CSO tables that provide mortality rates beyond age 100. 
To quote from the operative wording of the new procedure, the 
safe harbor provided under its predecessor is made available 
“to life insurance contracts that (1) have mortality guarantees 
based upon prevailing commissioners’ standard tables that 
extend beyond age 100, such as the 2001 CSO tables and the 
2017 CSO tables, and (2) may continue in force after the day 
on which the insured individual attains age 100.” In so stating, 
Revenue Procedure 2018- 20 cites to the meaning of “prevailing 
commissioners’ standard tables” as defined in section 7702(f)
(10) as added by section 13517 of Public Law 115- 97, becoming 
the first official IRS pronouncement to reference section 7702 
as amended by the 2017 tax legislation.

The IRS is to be commended for issuing Revenue Procedure 
2018- 20, which represents a good step forward. The new reve-
nue procedure is helpful to life insurers and others charged with 
assuring the section 7702 and 7702A compliance of life insur-
ance contracts, who otherwise would be concerned with the 
same questions that spawned the drafting of the age 100 test-
ing methodologies in the first place. It also represents a sound 
approach to tax administration by looking beyond the newest 
CSO tables and making the safe harbor available to all contracts 
based on prevailing commissioners’ standard tables that extend 
beyond age 100. Insofar as mortality tables are anticipated to 
change in the future and perhaps to do so more frequently, the 
approach taken by the IRS in Revenue Procedure 2018- 20 pro-
vides greater certainty going forward while reducing the need 
for further official guidance on this topic. ■

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.
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Synopsis of Frequently 
Asked Questions Paper 
on Tax Reserve Methods 
and Assumptions
By the Tax Work Group of the Life Practice Council of the 
American Academy of Actuaries, Barbara Gold, Chairperson

The Tax Work Group of the Life Practice Council of the 
American Academy of Actuaries has received questions 
about how changes to actuarial assumptions as part of 

reserving methods prescribed by the NAIC may impact the 
determination of deductible amounts for tax reporting. As a 
result, the Tax Work Group has prepared a frequently asked 
questions (FAQ) paper that discusses Tax Reserve Methods and 
Assumptions.

The FAQ paper describes various questions concerning changes 
in methods, factors and assumptions used in the calculation of 
statutory reserves, and what the impact of such changes might 
be on the methods, factors and assumptions used in the deter-
mination of tax- deductible reserves. The FAQ paper is focused 
on the Internal Revenue Code effective during 2017. The Tax 

Work Group identifies a number of open issues that do not have 
clear IRS guidance, and offers commentary based on tax reserve 
principles of general applicability.

The FAQ paper may be accessed at http://www.actuary.org/files 
/publications/Academy_Tax_FAQ_on_Life_Insurance_Tax_Reserve 
_Methods_and_Assumptions.pdf. ■

Barbara Gold, FSA, MAAA, is chairperson of the Tax Work Group of the 
Life Practice Council of the American Academy of Actuaries, and may be 
reached at brg10@optonline.net.

The FAQ Paper describes 
various questions concerning 
changes in methods, factors, 
and assumptions used in the 
calculation of statutory reserves.
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