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Reinsurance, Part 1
Proposed Regulations on
Ownership Change Present Issues
for Insurance Companies

By Samuel A. Mitchell and Arthur C. Schneider

Editor’s note: The following article is the first in a new series about tax-
ation for mergers and acquisitions and reinsurance. Look for our next
installment to learn more from a product tax perspective in a future

issue of TaxiNg TIMEs.

(Treasury) and the Internal Revenue Service (IRS) issued

proposed regulations under Internal Revenue Code (IRC)
§ 382(h) regarding items of income and deduction included in
the calculation of built-in gains and losses for the purpose of
applying IRC § 382 limitations.! The proposed regulations in
their current form present serious problems for mergers and ac-
quisitions of insurance companies that have been described to
the IRS in comment letters.” This article is intended to give a
top-level overview of IRC § 382(h) and to highlight some poten-
tial problems the proposed regulations present for acquisitions
of insurance companies with unused tax losses and deductions as

outlined by the industry to the IRS.

In September 2019, the U.S. Department of the Treasury

OVERVIEW OF IRC § 382(h)

IRC § 382 in general limits the use of a loss corporation’s pre-
change-in-ownership losses in postchange periods to an annual
amount equal to the value of the loss corporation multiplied by
the long-term tax-exempt rate (1.63 percent as of March 2020).}
The idea underlying the limitation is to prevent corporations
from trafficking in net operating losses and built-in losses by
placing a limit on the amount of postchange income that can
be offset by prechange losses. The limits are intended to ensure
that tax reductions from existing losses are not worth more for
the acquiring company than they would be for the loss corpora-
tion were it not for the ownership change.*
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A change in ownership for this purpose generally occurs when
one or more “S-percent” shareholders as of a testing date in-
creases their ownership in a loss corporation by 50 percentage
points over their lowest percentage ownership during a testing
period.’ A loss corporation generally refers to one that, immedi-
ately before the change in ownership, has carryovers of net op-
erating losses or that has a net operating loss during the year in
which the change in ownership occurs.® The term also includes
a corporation that has a built-in loss.” The limitation applies on
a permanent basis to prechange losses, and for a five-year recog-
nition period for built-in losses.?

A guiding principle for § 382 is the “neutrality” principle.” Ac-
cording to this principle, a loss corporation’s built-in gains and
losses, when recognized after an ownership change takes place,
should be treated in the same way that the gains or losses would
have been treated were it not for the ownership change. In fur-
therance of the neutrality principle, IRC § 382(h) provides rules
covering built-in gains or losses in existence immediately before
the ownership change that are recognized during the five-year
period after the ownership change, known as the “recognition
period.”!? These rules involve an alphabet soup of concepts de-
fining the status of gains and losses, including NUBIL, NUBIG,
RBIL and RBIG, as described next.

In short, if a loss corporation has net unrealized built-in loss
(NUBIL) immediately before the ownership change, its recog-
nized built-in loss (RBIL) during the recognition period is con-
sidered to be attributable to prechange periods and therefore is
subject to the IRC § 382 limitation to the extent of NUBIL as
reduced by RBIL recognized earlier during the recognition peri-
od. In other words, the losses that were determined to be built up
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as an economic matter in pre-ownership-change years are limited
if recognized in the five-year period after the ownership change.

In the case of a loss corporation that is in a net unrealized built-
in gain (NUBIG) position immediately before the ownership
change, its limitation during the recognition period is increased
by recognized built-in gain (RBIG) capped by the NUBIG as
reduced by RBIG previously recognized during the recognition
period. In this case, the neutrality principle dictates that the lim-
it is increased so that gains realized in the recognition period
that were built up before the ownership change are treated the
same as if no ownership change had occurred.

Thus, for a loss corporation in a NUBIL position, RBIL increas-
es the losses subject to the § 382 limitation, while for a loss cor-
poration in a NUBIG position, RBIG increases the amount of
the limitation. The importance of RBIL and RBIG is magnified
by the extremely low level of the § 382 interest rate that limits
post-acquisition loss utilizations.

The idea underlying the limitation
is to prevent corporations from
trafficking in net operating

losses and built-in losses by

placing a limit on the amount of
postchange income that can be
offset by prechange losses.

The NUBIG/NUBIL amount, in general, is measured by the
difference between the fair market value of the corporation’s as-
sets and the aggregate adjusted basis of its assets immediately
before the ownership change.! The NUBIG/NUBIL amounts
are adjusted for amounts determined as of the ownership change
date that would be considered RBIG or RBIL if such amounts
were recognized during the recognition period, regardless of
whether they are recognized in that five-year period.”” RBIG
and RBIL generally refer to any gain or loss recognized on dis-
position of an asset during the recognition period to the extent
of the difference between the fair market value of the asset and
its adjusted basis immediately before the ownership change.” In
furtherance of the neutrality principle discussed earlier, RBIG
also includes any item of income properly taken into account in
the recognition period that is “attributable to” periods before
the change in ownership, and RBIL includes any amount of de-
duction allowable during the recognition period (without regard
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to carryover) that is “attributable to” periods before the change
in ownership.!*

NOTICE 2003-65

The inclusion by IRC § 382(h)(6) of items of income and de-
duction in the recognition period that are “attributable to” pre-
change periods in RBIG and RBIL was a source of uncertainty
for taxpayers until the IRS issued Notice 2003-65." The no-
tice allows taxpayers to rely on a hypothetical sale model for
determining NUBIG and NUBIL that includes two alternative
safe harbor approaches for determining the amounts of built-in
items that are “attributable to” prechange periods. In both ap-
proaches, the loss corporation is treated as having sold all of its
assets, including goodwill, at fair market value to a third party
that assumed all of its liabilities.

The two safe harbors are based on rules developed under other
IRC sections. The first safe harbor is the IRC § 1374 approach.
The rules and regulations under IRC § 1374 generally apply
accrual accounting to determine built-in items. Under this ap-
proach, items of income and deduction that are considered to
have been accrued for tax purposes in prechange periods are
considered built-in items.

The second safe harbor is the IRC § 338 approach. IRC § 338
permits a purchasing corporation to make an election to treat a
stock purchase as a purchase of the acquired corporation’s assets
whereby the target corporation is treated as having sold its as-
sets at fair market value as of the closing of the transaction and
is treated as a new corporation that purchased the assets. The
IRC § 338 approach described in Notice 2003-65 is based on a
comparison of actual items of income, deduction, gain and loss
against the items that would have been realized if the loss corpo-
ration had made an IRC § 338 election in a hypothetical sale of
all its stock on the date of the ownership change.

The notice explains that the results may substantially differ
under the two safe harbor approaches. Specifically, the IRC
§ 338 approach allows built-in gain assets to generate RBIG
even if they are not disposed of during the recognition period.
The approach generates RBIG to the extent of the excess of a
hypothetical cost recovery deduction on a built-in gain asset if an
election had been made, over the actual allowable cost recovery
deduction. For this reason, practitioners generally have consid-
ered the IRC § 338 safe harbor to be more favorable to taxpayers
in a NUBIG position, and particularly those that have valuable
intangible assets.!® The notice also explains that the IRC § 338
approach provides that contingent liabilities that exist as of the
change date may be treated as RBIL. For this reason, the IRC
§ 1374 approach, which does not consider contingent items un-
der the notice approach, may be preferable for loss corporations
in a NUBIL position.
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THE PROPOSED REGULATIONS

"The proposed regulations would require use of the IRC § 1374 safe
harbor computation provided in Notice 2003-65, with certain mod-
ifications that generally are unfavorable to taxpayers and would alto-
gether eliminate the IRC § 338 approach. One important modifica-
tion to the IRC § 1374 approach is a requirement to value contingent
liabilities at the change date for treatment as a built-in item. As men-
tioned, contingent items were not considered under the IRC § 1374
approach under the notice. The preamble to the proposed regula-
tions explains that Treasury and the IRS concluded that, of the two
safe harbors provided in Notice 2003-65, the IRC § 1374 approach
is more consistent with the text and purpose of IRC § 382 than the
IRC § 338 approach. The preamble points out that, under the IRC
§ 338 approach, depreciation deductions on certain built-in gain
assets can create RBIG even though no actual recognition of gain
or loss occurs during the recognition period. The preamble viewed
this result as inconsistent with the language of the statute. Further-
more, the preamble explained that changes in the Tax Cuts and Jobs
Actled Treasury and the IRS to conclude that the hypothetical cost
recovery deductions under the IRC § 338 approach do not provide
a reasonable estimate of the income or deduction a built-in gain or
loss asset would produce during the recognition period.

As indicated, the IRC § 1374 approach adopted in the proposed
regulations identifies RBIG and RBIL at the time of the disposi-
tion of a loss corporation’s assets during the recognition period.
"To implement this approach, the proposed regulations generally
provide that NUBIG (positive) or NUBIL (negative) is:

* the amount equal to the amount realized if, immediately
before the ownership change, the loss corporation sold all
of its assets, including goodwill and other intangibles, at fair
market value' to an unrelated third party with the hypo-
thetical buyer assuming no liabilities (after satisfaction of any
inadequately secured nonrecourse liabilities);

* reduced by the loss corporation’s aggregate adjusted basis of
the § 382 assets, the amount of any noncontingent liability
that could be deducted on payment of the liability, and the
estimated value of any contingent liability immediately be-
fore the ownership change that could be deducted on pay-
ment or accrual upon the removal of the contingency;

* increased or decreased by any IRC § 481 adjustments (i.e.,
timing adjustments for changes in method of accounting)
taken into account on the sale; and

* increased by the amount of potential RBIG if all amounts
were properly taken into account during the five-year rec-
ognition period and decreased by the amount of potential
RBIL using the same assumption.

RBIL can occur as a result of certain cost recovery (e.g., depre-
ciation or amortization) deductions and deductions for noncon-
tingent liabilities deductible on payment of the liability or for
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contingent liabilities deductible on removal of the contingency
during the five-year recognition period, but not for accrued lia-
bilities that are deductible when accrued.

Under the notice safe harbor, contingent liabilities were consid-
ered under the IRC § 338 approach only. As for the valuation
of contingent liabilities, the proposed regulations provide that
the value is the amount reflected on the most current applica-
ble financial statement as of the change date if the liability is
reflected on the face of the statement, and it is not adjusted to
reflect the actual amount of liability established on removal of
the contingency.'®

Taxpayers may continue to rely on either safe harbor approach
laid out in Notice 2003-65 until final regulations are issued, but
Notice 2003-65 is intended to be withdrawn as of the date the
proposed regulations are finalized.

TRANSITION RELIEF

On Jan. 10, 2019, Treasury and the IRS issued transition relief
under the proposed regulations. Taxpayers and practitioners had
expressed concern that the applicability date of the proposed
regulations would impose a significant burden on taxpayers
evaluating and negotiating business transactions. With respect
to insurance company acquisitions, additional concerns had
been expressed relating to (1) regulatory approvals, which add
requirements to closing to which unregulated businesses are not
subject, and (2) additional complications that could arise in the
acquisition of a distressed insurer, depending on the level of con-
trol being exercised by state insurance regulatory authorities un-
der laws based on the National Association of Insurance Com-
missioners Risk-Based Capital (RBC) for Insurers Model Act.
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In response, Treasury and the IRS revised a portion of the pro-
posed regulations to delay the applicability date of the final reg-
ulations to apply to certain ownership changes that occur after
the date that is 30 days after the date the final regulations are
published in the Federal Register, and added transition relief
provisions for certain types of transactions.

Under the transition relief provisions, final regulations would not
apply to certain ownership changes that occur after the delayed ap-
plicability date, including those pursuant to a binding agreement
in effect on or before the delayed applicability date and at all times
thereafter, and those pursuant to a specific transaction described in
a public announcement made on or before the delayed applicabil-
ity date or described in a filing with the Securities and Exchange
Commission submitted on or before the delayed applicability date.

Taxpayers may continue to rely on Notice 2003-65, including the
IRC § 338 approach, with respect to any ownership change qualify-
ing for transition relief, even though the Notice will be made obso-
lete on the delayed applicability date. However, taxpayers also may
choose to apply the final regulations to such an ownership change.

POTENTIAL ISSUES FOR INSURANCE COMPANIES
The proposed regulations do not specifically address how changes
in ownership in the insurance company context are to be treat-
ed, and there is considerable uncertainty on how the regulations
might apply. The potential issues, as well as comments that were
made in response by the ACLI and by the property and casualty
insurance industry, are summarized in the following paragraphs.

Insurance-in-Force

Perhaps the most critical issue for insurance companies is the
treatment of an insurer’ intangible asset stemming from its exist-
ing contractual relationships—often referred to as value of insur-
ance-in-force (VIF)." In determining NUBIG/NUBIL, the pro-
posed regulations depart from the approach in Notice 2003-65 by
assuming a hypothetical sale of assets in which the buyer assumes
no liabilities. But that approach is unworkable in the context of the
sale of insurance business, where the value of existing insurance
contracts derives from the assumption of contractual liabilities. One
solution to this problem would be for the regulations to carve out
an exception for ownership changes involving insurance companies
to allow the hypothetical sale of insurance contracts to involve an
assumption of liabilities. Alternatively, the regulations could return
to the model set forth in Notice 2003-65 where the hypothetical
sale did involve assumption of all of the liabilities of the loss corpo-
ration. Without one of these changes, the regulations simply would
be impossible to apply to an insurance business.

Policy Reserves

The comment letters described two aspects of insurance reserves rel-
evant to the determinations required by the proposed regulations.
First, reserves are an element of VIE which generally is determined
as the present value of future distributable earnings determined on a
regulatory basis. In other Treasury regulations involving sales or ac-
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Treasury and the IRS revised
a portion of the proposed
regulations to delay the

applicability date of the final
regulations to apply to certain
ownership changes.

quisitions of insurance contracts, Treasury and the IRS have already
made it clear that tax reserves are the proper measure of the liability.
For example, tax reserves are used in determining the purchase price
in the deemed asset acquisition that results when a purchase of stock
is treated as a purchase of assets pursuant to an election under IRC
§ 338.2 The same is true for determining taxable income in a re-
insurance transaction.?! Similarly, under IRC §§ 197 and 1060, the
amount paid for insurance-in-force is determined by reference to tax
reserves.”> Accordingly, the comment letters conclude, tax reserves
should likewise be treated as the proper measure for the calculations
required under § 382(h) and the proposed regulations.

"The second aspect of tax reserves addressed in the comment letters is
that reserves reflect prechange economic activity and should not be
treated as built-in items. As noted previously, the proposed regula-
tons provide that NUBIG/NUBIL is reduced by the amount of any
noncontingent liability of the loss corporation that could be deducted
on payment of the liability, and by the estimated value of any contin-
gent liability immediately before the ownership change that could
be deducted on payment or accrual upon the removal of the contin-
gency. Accordingly, RBIL can occur as a result of deductions for such
noncontingent or contingent liabilities during the five-year recog-
nition period. However, for insurance companies, the tax law allows
reserves to be deducted and specifies how deductible reserves are to
be computed. In that sense, reserves are treated for insurance compa-
nies as accrued liabilities are for other taxpayers, even though they are
amounts set aside to pay future unaccrued claims. Accordingly, the
comment letters request that the regulations clarify that insurance
tax reserves should not be treated either as a noncontingent liability
that could be deducted on payment of the liability or as a contingent
liability that could be deducted on the removal of the contingency.

The Neutrality Principle

Another area of concern with the proposed regulations expressed
in insurance industry comment letters is the apparent disregard
of the neutrality principle resulting from the regulations’ elimi-
nation of Notice 2003-65’ allowance of hypothetical cost recov-
ery deductions under the IRC § 338 approach as an estimate of
the income a built-in gain asset would produce during the rec-
ognition period. This change in the proposed regulations would
adversely impact loss corporations with NUBIG attributable in
part to valuable intangible assets, like VIF. Many comment letters
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objecting to this change were submitted by companies and indus-
try trade groups across the broad spectrum of corporate America.

In the absence of an acquisition, a “wasting” intangible asset, like
VIE would produce income that could absorb the loss attributes of
a loss corporation. The IRC § 338 approach under Notice 2003-65
had recognized this prechange aspect of a valuable intangible and
allowed cost recovery deductions as an estimate of the postchange
recognition period income produced by the intangible, which, ad-
mittedly, would be difficult or impossible to measure directly. As
noted, the IRS and Treasury have concerns that using cost recov-
ery deductions may produce an unreasonable estimate of income
during the recognition period, but by eliminating this approach,
the proposed regulations have gone to the other extreme of not
permitting RBIG treatment when built-in gain is recognized by the
loss corporation without an actual disposition of the asset.

CONCLUSION

The proposed regulations have attracted many comment letters
from companies in a wide variety of industries. The IRS and Trea-
sury are required to give careful consideration to all comments
filed before the November 2019 comment deadline. Some of the
insurance industry’s concerns are truly unique to the insurance
business, and it is hoped that the IRS and Treasury adopt changes
to address those concerns when final regulations are published. M

This article is intended to summarize issues and problems in the regu-
lation and is not intended as a comprebensive discussion of IRC' § 382
or its application to insurance companies.

Samuel A. Mitchell is a partner with the Washington, DC, law firm
of Scribner, Hall & Thompson LLP and may be reached at
smitchell@scribnerhall.com.

Arthur C. Schneider is a consultant for the American Council of Life
Insurers and may be reached at artschneider7661@gmail.com.
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ENDNOTES

1 REG-125710-18.

2 Among the many comment letters filed in response to the proposed regulations,
the ACLI filed a letter dated Nov. 11, 2019, on behalf of the life insurance industry;
three property and casualty insurance trade groups (American Property Casualty
Insurance Association, National Association of Mutual Insurance Companies, and
Reinsurance Association of America) filed a letter dated Nov. 12, 2019; and Scrib-
ner, Hall & Thompson attorneys filed a letter dated Nov. 8, 2019, on behalf of a
group of property and casualty insurance companies.

3 IRC § 382(b)(1). There are very detailed rules in IRC § 382 and the regulations
defining an ownership change and defining the limitations and exceptions to the
limitations with respect to loss corporations that undergo an ownership change. A
full discussion of these rules is beyond the scope of this article.

4 See S. Rep. No. 99-313, at 235 (1986); H.R. Rep. No. 99-426 (1986). See also Com-
ment Letter from the American Bar Association Section of Taxation regarding the
Proposed Regulations under Section 382(h) (Nov. 12, 2019), for a full discussion of
the policy underlying the section.

IRC §382(g).
IRC §382(K).

Id.

IRC § 382(a), (h).

© o ~N o u,

Notice of Proposed Rulemaking, 84 Fed. Reg. 47455, 47459 (Sept. 10, 2019).
10 IRC § 382(h)(7).

11 1RC §382(h)(3). Note that NUBIG and NUBIL are subject to a threshold amount that
generally is equal to the lesser of 15 percent of the fair market value of the corpora-
tion’s assets or $10 million. If the net built-in gain or loss is not above the threshold,
the NUBIG/NUBIL amount is zero. IRC § 382(h)(3)(B).

12 IRC § 382()(6)(C).

131RC §382(h)(2)(A) and (B).

14 IRC § 382(h)(6).

15 Notice 2003-65, 2003-2 C.B. 747.

16 This point was explained in a comprehensive comment letter filed by the American
Bar Association Section of Taxation (Nov. 12, 2019) in response to the proposed
regulations. (See letter, page 19.)

17 The proposed regulations take the position that the fair market value that is
accounted for in the calculation can be capped by IRC § 382(h)(8).

18 Prop. Reg. § 1.382-7(c)(3)(iii).

19 VIF is also sometimes referred to as value of business acquired (VOBA). For short-
term accident and health and property and casualty lines of business, VIF can
include the expectation of contract renewals. Other valuable insurance intan-
gibles may include the assets that make up an insurance company’s marketing
infrastructure.

20 Treas. Reg. § 1.338-11(b).
21 Treas. Reg. § 1.817-4(d).
22 Treas. Reg. §§ 1.197-2(g)(5), 1.1060-1(c)(5).

TAXING TIMES | §




Y

SOCIETY OF
ACTUARIES

TAXATION
SECTION

ACLI Update

By Howard Bard, Mandana Parsazad,
Regina Rose and Jim Szostek

HOUSE PASSES BILL THAT WOULD MODIFY
INTERNAL REVENUE CODE SECTION 7702

On May 12, 2020, Democrats in the U.S. House of Represen-
tatives released the Health and Economic Recovery Omnibus
Emergency Solutions Act (HEROES Act; H.R. 6800), which
was passed by the House on May 15, 2020. Section 40308 of the
Heroes Act, titled the Minimum Rate of Interest for Certain Deter-
minations Related to Life Insurance Contracts, modifies the fixed 4
percent and 6 percent minimum annual effective interest rates in Sec-
tion 7702 of the Internal Revenue Code to refer to a market-based
rate called the Insurance Interest Rate. The rates in Section 7702 are
used to apply the cash value accumulation test and guideline premi-
um test for purposes of determining whether a contract is a life insur-
ance contract for tax purposes. The provision retains the current law
requirement to use the rate or rates guaranteed under the contract if
higher than the rates prescribed in Section 7702. Additionally, the 4
percent and 6 percent rates currently prescribed in Section 7702 are
retained as a cap on the Insurance Interest Rate. The Insurance In-
terest Rate that applies to a contract is the rate in effect as of the time
the contract is originally issued.! The proposal does not affect when a
contract is treated as issued or entered into.

The Insurance Interest Rate is equal to the lesser of two alterna-
tive rates.” The first rate is the Section 7702 Valuation Interest
Rate, which is the prescribed maximum valuation interest rate
used for computing statutory reserves for life insurance contracts
with a guarantee duration of more than 20 years, as defined in
the National Association of Insurance Commissioners’ Stan-
dard Valuation Law.* The rate is partially based on composite
yields on seasoned corporate bonds. The second rate is the Sec-
tion 7702 Applicable Federal Interest Rate, which is the average
of the applicable federal midterm rates (as defined in Section
1274(d) but based on annual compounding) over a 60-month
period, rounded to the nearest whole percentage. This rate is
based on market yields on outstanding marketable obligations
of the United States. Thus, the Insurance Interest Rate reflects
yields on both government and corporate debt.
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Under the provision, in determining the net single premium and
guideline level premium under Section 7702, and the seven-pay
premium under Section 7702A, the computation reflects inter-
est at the lesser of the Insurance Interest Rate in effect as of the
time the contract is issued, or an annual effective rate of 4 per-
cent, but not less than the rate or rates guaranteed on issuance of
the contract. Similarly, in determining the guideline single pre-
mium, the computation reflects interest at the lesser of 2 percent
plus the Insurance Interest Rate in effect at the time the contract
is issued, or an annual effective rate of 6 percent, but not less
than the rate or rates guaranteed on issuance of the contract.

CHANGES IN INSURANCE INTEREST RATE

For contracts issued in 2021, the Insurance Interest Rate is de-
fined as 2 percent, which is the Section 7702 Applicable Federal
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Interest Rate based on the 60-month period ending in Decem-
ber 2018. This rate is lower than the Section 7702 Valuation
Interest Rate in effect for 2020.

After 2021, the Insurance Interest Rate is redetermined only in an
Adjustment Year and only with respect to contracts issued during
or after such adjustment year. An Adjustment Year is the year fol-
lowing the year that includes the effective date of a change in the
statutory valuation interest rate used to determine the Section
7702 Valuation Interest Rate. The Section 7702 Valuation Inter-
est Rate is determined with respect to the calendar year prior to
the Adjustment Year, whereas the Section 7702 Applicable Federal
Interest Rate is determined with respect to the 60-month period
ending in the month immediately before the start of the second
calendar year prior to the Adjustment Year. The requirements for
determining whether a year is an Adjustment Year, and the periods
for determining rates applicable in a particular Adjustment Year,
are intended to allow issuers sufficient time to carry out necessary
pricing and design activities, to obtain state regulators’ approval
for product revisions, and to implement necessary administrative
system changes upon a change in rates.

If enacted, the provision would apply to life insurance contracts
issued after Dec. 31, 2020.

TREASURY AND IRS PROPOSE UPDATING LIFE
EXPECTANCY AND DISTRIBUTION PERIOD TABLES

On Aug. 31, 2018, President Trump issued Executive Order
13847, which, among other things, directed the Department of
the Treasury (Treasury) to examine the life expectancy and dis-
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tribution period tables in the regulations on required minimum
distributions from retirement plans and determine whether they
should be updated to reflect current mortality data and wheth-
er such updates should be made annually or on another periodic
basis. In a press release, the president described that the goal of
the review was to “help workers better prepare for their financial
futures,” to “see if retirees could keep more money in 401(k)s and
Individual Retirement Accounts for longer,” and to “allow retirees
to spread retirement savings over a longer period of time.”

On Nov. 8, 2019, Treasury and the Internal Revenue Service
(IRS) proposed revising the life expectancy tables used to cal-
culate minimum required distributions under Internal Revenue
Code Section 401(2)(9). The proposal would replace the exist-
ing life tables with the 2012 Individual Annuity Mortality tables
adjusted for mortality improvements projected through 2021.*

ACLI filed a comment letter expressing strong support and
alignment with the views and recommendations expressed by
the Committee of Annuity Insurers in its comment letter to
the IRS and Treasury. In that letter, the committee noted that
the proposal would not meet the president’s goal for individu-
als at later ages, those age 92 through 103. Individuals at those
ages would be required to exhaust their retirement savings even
faster than under the current life tables. The committee recom-
mended the IRS and Treasury instead adopt the 2012 Individual
Annuity Reserving Table. Use of this table would provide longer
life expectancy assumptions and meet the president’s goal to al-
low retirees to “spread retirement savings over a longer period
of time.” The 2012 Individual Annuity Reserving Table is pub-
lished by the Society of Actuaries (SOA). It reflects the longest
life expectancies and is used principally in determining required
reserves for life insurance companies under state law.

The committee also recommended IRS and Treasury take the
opportunity to correct the minimum income threshold test un-
der the regulations. Under this test, it is becoming increasingly
difficult for retirees to protect their retirement savings through
annuities that provide inflation protection or certain death bene-
fits. The test is designed to prevent the backloading of payments.
However, the test was developed without consideration of what
are now historically low interest rates. Low interest rates, coupled
with the regulation’s older life expectancy tables, leads to odd re-
sults in which an annuity will fail to meet the test, but only at cer-
tain ages. What might pass the test at age 72 may fail at 73 but pass
at 74. To mitigate this effect, the committee urged the use of the
Uniform Lifetime Table in applying the rules in the regulations
governing “increasing” annuity payments, subject to a fixed per-
centage cap of 5 percent on the amount of any scheduled payment
increases to prevent backloading payments to later ages. Pension
payments from defined benefit plans are permitted to increase up
to 5 percent each year under the current regulations without the
need to apply the minimum income threshold test.’

TAXING TIMES | 7



ACLI Update

The Treasury and IRS proposed changes will take effect for

distribution calendar years beginning on or after Jan. 1, 2021.

There is no indication yet whether the effective date will be ex- Jim Szostek is vice president and deputy, Retirement Security,
ded d . d . d for the American Council of Life Insurers and may be reached at

tended to provide more time to taxpayers and service providers ey

challenged by the COVID-19 pandemic to implement the final

rule or whether changes will be made to the proposed revision

of the life expectancy tables as a result of comments from the

Committee Of Annuity Insurers and ACLIL = ENDNOTES

1 Similar to the effective date provisions for the original enactment of Section 7702
by the Deficit Reduction Act of 1984, the issue date of a contract for this purpose is
generally the date on the policy assigned by the insurance company, which is on or
after the date the application was signed, as long as the period between the date
of application and the date on which the policy is actually placed in force is not
substantially longer than under the company’s usual business practice. See Staff of
the Joint Committee on Taxation, General Explanation of the Revenue Provisions of
the Deficit Reduction Act of 1984, JCS-41-84 (Dec. 31, 1984), at 655.

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

2 Both rates were historically used for determining life insurance reserves for tax pur-
poses for taxable years beginning before Jan. 1,2018.

Mandana Parsazad is vice president, Taxes & Retirement Security, 3 The Standard Valuation Law defines the minimum statutory (annual statement)
for the American Council of Life Insurers and may be reached at reserving requirements for various types of insurance contracts issued by life insur-
mandanaparsazad@acli.com. ance companies. The Section 7702 Valuation Interest Rate is determined on the

basis of a guarantee duration of more than 20 years regardless of the guarantee
duration of the particular life insurance contract as determined under the Standard
Valuation Law.

4 The experience tables and the 2012 Individual Annuity Mortality tables can be

found at https;/www.actuary.org/sites/default/files/files/publications/Payout_Annuity
Regina Rose is senior vice president, Taxes & Retirement Security, Report_09-28-11.pdf. The Mortality Improvement Scale MP-2018 can be found at https;//
for the American Council of Life Insurers and may be reached at www.soa.org/experience-studies/2018/mortality-improvement-scale-mp-2018/.

reginarose@acli.com. 5 See Treas. Reg. § 1.401(a)(9)-6, Q&A-14(d)
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