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in the result, and six dissenting. Any appeal would be heard 
by the 5th Circuit Court of Appeals. Assuming the facts cited 
are uncontested, to reverse the decision the Court of Appeals 
would need to find the Tax Court’s legal determination 
“clearly erroneous.” 
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recognized mortality or morbidity tables and assumed rates of 
interest. Thus, on its face the Code could be read to condition 
the deduction for reserves with respect to the designated types 
of contracts on satisfaction of computational requirements 
for statutory reserves. As explained below, this is not what 
the cross-reference to I.R.C. § 816(b) in the list of deductible 
reserves really means. Instead, Congress intended that statu-
tory reserves for future unaccrued claims under the types of 
contracts specified in I.R.C. § 816(b) should be deducted as 
life insurance reserves subject to I.R.C. § 807(d) whether or 
not they flunk the computational requirements for life insur-
ance reserves in I.R.C. § 816(b).

This apparent inconsistency in the treatment of life insurance 
reserves is a result of the addition of I.R.C. § 807(d) in the 
Deficit Reduction Act of 1984 (the “1984 Act”). Under I.R.C. 
§ 807(d), for purposes of determining the deduction or income 
from changes in tax reserves, “life insurance reserves” are 
required to be recomputed using the National Association 
of Insurance Commissioners (NAIC) prescribed method 
applicable for the type of contract and specified interest and 
mortality or morbidity assumptions. The drafters of I.R.C. 
§ 807(d) understood that the cross-reference to the I.R.C. § 
816(b) definition of life insurance reserves in the listing of 
deductible reserves created an ambiguity as to the treatment 
of non-qualifying statutory reserves. Can the company argue 
that the statutory reserves are deductible in full as another 
I.R.C. § 807(c) item and avoid the I.R.C. § 807(d) rules by 
intentionally establishing statutory reserves that do not sat-
isfy the I.R.C. § 816(b) computational requirements? Can the 
Internal Revenue Service (IRS) argue in these circumstances 
that no reserve deduction at all is available? The legislative 
history to the 1984 Act answers these questions as follows:

The statutory listing of items to be taken into ac-
count in computing the net increase or net decrease 
in reserves refers to life insurance reserves “as 
defined in section 816(a).” Section 816(a) requires 
a proper computation of reserves under State law 
for purposes of qualifying as a life insurance com-
pany. This cross reference is intended merely to 
identify the type of reserve for which increases and 
decreases should be taken into account and is not 
intended to superimpose the requirement of proper 
computation of State law reserves for purposes of 
allowing increases in such reserves to be recog-
nized. Conceivably, a similar reference in present 
law required proper computation under State law in 
order for deductions to be allowed, because present 
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SUBCHAPTER L: CAN YOU BELIEVE IT?
LIFE INSURANCE RESERVES NEED NOT  
ALWAYS BE “LIFE INSURANCE RESERVES”

By Peter H. Winslow

T he Internal Revenue Code (the “Code”) permits life 
insurance companies to deduct on a reserve basis six 
categories of “items” listed in I.R.C. § 807(c). The 

first item is “life insurance reserves (as defined in section 
816(b)).” In general, I.R.C. § 816(b) limits the definition of 
“life insurance reserves” to amounts that are set aside on the 
annual statement for future unaccrued claims under life insur-
ance, annuity, and noncancellable accident and health insur-
ance contracts, and are computed or estimated on the basis of 



law used the statutory reserves as the basis for mea-
suring deductions and income for tax purposes. The 
bill, however, takes a new approach by prescribing 
specific rules for computing life insurance reserves 
for tax purposes, and as a consequence, the amount 
of the deduction allowable or income includible in 
any tax year is prescribed regardless of the method 
employed in computing State statutory reserves.1 

This legislative history resolves the ambiguity in the statute 
created by the cross-reference to I.R.C. § 816(b) by clarify-
ing that statutory reserves that could have been computed to 
qualify as life insurance reserves are required (not merely per-
mitted) to be recomputed in accordance with I.R.C. § 807(d).

The backdrop of this clarification in the legislative history 
is the many disputes that arose under pre-1984 Act law on 
the consequences of failure of a reserve to qualify as a life 
insurance reserve. In prior law’s three-phase system of tax, 
treatment of a reserve as a life insurance reserve could make 
a significant difference to so-called “Phase I companies” 
subject to tax on only their taxable investment income. The 
portion of net investment income considered added to life 
insurance reserves reduced the company’s taxable investment 
income. Qualification as life insurance reserves was not de-
terminative as to whether the reserves were deductible in gain 
from operations (Phase II). For this reason, IRS rulings deal-
ing with life insurance reserves under pre-1984 Act law gener-
ally dealt solely with the life insurance reserve classification 
issue and not with the question of whether the non-qualifying 
reserves were deductible.

In audits, IRS agents who proposed to disallow reserves as 
life insurance reserves did not always disallow a deduction 
in Phase II gain from operations for the increase in reserves. 
And, if Exam did propose a deduction disallowance based 
solely on computational issues, Appeals Officers usually per-
mitted the non-qualifying reserves to be deducted as unearned 
premium reserves (now classified as deductible reserves in 
I.R.C. § 807(c)(2)).

Several examples can illustrate the disputes that occurred 
under prior law that the 1984 Act legislative history sought 
to resolve. In Rev. Rul. 69-302,2  the IRS ruled that gross 
unearned premium reserves for decreasing term credit life 
insurance policies computed using a sum-of-the-year-digits 
method did not qualify as life insurance reserves because they 
were not actuarially computed or estimated on the basis of 
recognized mortality tables and assumed rates of interest. The 

IRS’ position was rejected in Central National Life Insurance 
Co. of Omaha v. United States,3  because the court concluded 
that the gross unearned premium reserves were a reasonable 
estimate of tabular discounted reserves. This question of when 
a gross premium reserve was a proper estimate of a tabular 
discounted reserve was unresolved at the time the 1984 Act 
was being considered.

Congress resolved this issue in the 1984 Act, and the credit life 
reserve deduction dispute would not occur under current law. 
The gross unearned premium reserves would be recomputed 
under I.R.C. § 807(d) as the higher of net premium reserves 
using CRVM or the net surrender value, which in the case 
of credit life insurance would be the refundable portion of 
the gross premium in the event of termination of the policy.4  
Thus, the conclusion in Rev. Rul. 69-302 no longer is relevant 
for purposes of determining whether the reserve is deductible, 
and in what amount. It is notable that in this situation I.R.C. § 
807(d), in effect, permits a deduction for gross unearned pre-
mium reserves as life insurance reserves if they qualify as net 
surrender values and exceed net premium CRVM reserves.

Although Congress decided to resolve the pre-1984 Act dis-
putes as to the deductibility of reserves, it did not eliminate 
the disputes as they relate to the classification of the company 
as a life or nonlife insurance company. To be taxed as a life 
insurance company, more than 50 percent of the total statu-
tory reserves still must be life insurance reserves that satisfy 
the I.R.C. § 816(b) definition (including the computational 
requirements) or unearned premiums and unpaid losses on 
noncancellable life, accident or health policies not included in 
life insurance reserves. The unexpressed, behind-the-scenes 
reason Congress did not clarify the definition of life insurance 
reserves for purposes of life company qualification was a desire 
to avoid causing companies to have their tax classification as 
a life or nonlife company shifted by reason of the adoption of 
the 1984 Act. It is evident that the IRS and Treasury sometimes 
wish that Congress had adopted a different approach and 
clarified that life insurance reserves do not need to satisfy the 
outdated computational requirements of I.R.C. § 816(b) to be 
included in the numerator under the 50 percent reserve ratio 
test. For example, if adopted, Proposed Treasury Regulations § 
1.801-4(g) would override many pre-1984 Act IRS rulings and 
case law to provide that, if an insurance company does not com-
pute or estimate statutory reserves using mortality or morbidity 
tables and assumed rates of interest, then either the taxpayer or 
the Commissioner may recompute the reserves to satisfy the 
requirements of I.R.C. § 816(b). Similarly, in Notice 2008-18, 
section 3.01,5 the IRS stated that it may publish guidance to pre-
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vent the adoption of principle-based reserves and what became 
Actuarial Guideline 43 from causing a company to be reclassi-
fied as a nonlife insurance company subject to tax under Part II 
of Subchapter L, instead of Part I applicable to life companies. 
These proposed regulations and notice further underscore that 
the computational requirements of I.R.C. § 816(b) should not 
be considered a prerequisite to a tax reserve deduction.

Let’s take another example of an issue that arose under prior 
law. In a series of unpublished private rulings, the IRS adopted 
the position that substandard extra reserves on life insurance 
policies did not qualify as life insurance reserves unless they 
were actuarially computed. According to the IRS, a substan-
dard extra reserve computed as a percentage of the extra gross 
premium charged the policyholder did not qualify, but an extra 
reserve computed by factors that grouped the substandard 
policies by age groups, policy duration, and plan of insurance, 
and used ratios that approximated the greater mortality by 
rating class did qualify. Under current law, it does not matter 
whether the substandard extra statutory reserves qualify as life 
insurance reserves. Under I.R.C. § 807(d)(5), the reserves are 
required to be calculated using the specified standard mortality 
table “adjusted as appropriate” for the non-standard risks. The 
deduction issues under current law are limited to whether the 
risks are non-standard and, if so, what adjustment to the stan-
dard table is appropriate.

Another example helps illustrate how the statute works. 
Under pre-1984 Act law, many disputes arose as to whether 
disability disabled-lives reserves qualified as life insurance 
reserves. One type of disability disabled-lives reserves arose 
under group life insurance policies as a waiver-of-premium 
benefit in the event of an insured’s disablement. Many com-
panies held disability waiver-of-premium reserves using 
a rule-of-thumb equal to 75 percent of the face amount of 
insurance in force. This again raised the issue as to whether 
reserves were properly estimated. In Group Life & Health 
Insurance Co. v. United States,6  a district court held that 
these reserves qualified as life insurance reserves because 
they were based on a Society of Actuaries (SOA) study 
that considered mortality and interest rates. On appeal, the 
Fifth Circuit reversed, finding that the company itself had 
not made its own actuarial estimates in adopting the SOA’s 
rule-of-thumb reserve method. Under current law, this 
dispute would be relevant only for life insurance company 
qualification under I.R.C. § 816(b), not for reserve deduc-
tion purposes. As reserves for supplemental benefits under 
I.R.C. § 807(e)(3), the statutory reserves would be deduct-
ible in full whether or not they are considered to be computed 

or estimated using recognized mortality or morbidity tables 
and assumed rates of interest under I.R.C. § 816(b).

The legislative history explaining how the statute was intended 
to work has important implications as to the deductibility of re-
serves in the event the NAIC-adopted principle-based reserves 
standard becomes operative. Two observations are critical. 
First, Congress intended the I.R.C. § 807(d) tax reserve com-
putation rules to apply to all reserves held for future unaccrued 
claims under life insurance, annuity, and noncancellable acci-
dent and health insurance contracts regardless of how statutory 
reserves are computed. Second, in adopting I.R.C. § 807(d), 
Congress did not have a conceptual problem with allowing a 
deduction for at least some types of reserves that are computed 
in a way that fails to satisfy the technical requirements of I.R.C. 
§ 816(b). For example, Congress understood that gross un-
earned premium reserves and statutory rule-of-thumb reserves 
for supplemental benefits would be deductible as life insurance 
reserves under I.R.C. § 807(d) regardless of the cross-reference 
to I.R.C. § 816(b).

What this means, to this commentator at least, is that, if the 
NAIC prescribes new methods of computing minimum re-
serves that become operative, I.R.C. § 807(d)’s deference to 
the NAIC method for tax reserves would require that method 
to be used for deduction purposes for newly issued contracts 
regardless of whether the resulting reserves would be con-
sidered to qualify as life insurance reserves under I.R.C. § 
816(b).7  In other words, under Subchapter L, as amended 
by the 1984 Act, it may not matter for deduction purposes 
whether life insurance reserves are life insurance reserves.  
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