
forth in the company’s annual 
statement.3

To compute the actuarial re-
serve—the “federally prescribed 
reserve”—a company begins 
with its statutory reserve and 
modifies that reserve to take into 
account six adjustments: (1) the 
tax reserve method applicable to 
such contract; (2) the prevailing 
state assumed interest rate or the 
applicable federal interest rate 
(AFIR), whichever is larger; (3) 
the prevailing Commissioners 
standard tables for mortality or 
morbidity; (4) the elimination 
of any portion of the reserve at-
tributable to net deferred and 
uncollected premiums; (5) the 
elimination of any portion of 
the reserve attributable to ex-
cess interest guaranteed beyond 
the end of the taxable year; and 
(6) the elimination of any defi-
ciency reserves. Except for the 
federally prescribed adjustments, 
the methods and assumptions 
employed in computing the tax 
reserve should be consistent with 
those employed in computing 
the company’s statutory reserve.4
These adjustments to federally 
prescribed reserves, particularly 
the requirement to use the AFIR 
discount rate, frequently result 
in the amount of deductible tax 
reserves being less than statutory 
reserves.

What happens when the con-
tract fails to qualify under I.R.C. 
§ 7702? The starting place in the
analysis is that the tax reserve 
computation rules of I.R.C. § 
807(d) do not apply. By its terms, 

is only to the reserve for the in-
vestment portion of the failed 
contract; it is silent with respect 
to the reserve for the net amount 
at risk—the insurance element. 
It seems that the portion of stat-
utory reserves allocable to the 
insurance portion of the contract 
(i.e., not the investment portion) 
should be treated just like any 
other pre-claim incidence non-
life insurance reserves and be 
classified as an unearned premi-
um reserve taken into account 
under I.R.C. § 807(c)(2) and sub-
ject to a 20 percent “haircut” re-
duction under I.R.C. § 807(e)(7).

This being the case, deductible 
tax reserves for failed life con-
tracts might exceed what I.R.C. 
§ 807(d) would otherwise permit
for life insurance reserves. This 
would be so if the sum of the 
reserve for the investment por-
tion of the contract (the I.R.C. 
§ 807(c)(4) reserve) plus 80 per-
cent of the statutory reserve for 
the net amount at risk (the I.R.C. 
§ 807(c)(2) reserve) exceeds the
amount of the statutory reserves 
adjusted for the six federally pre-
scribed items described above 
that otherwise would apply. n

In my column in the last issue 
of TAXING TIMES, I pointed out 
that, despite contrary author-

ity in Rev. Rul. 91-17,1  the Inter-
nal Revenue Code2  imposes no 
withholding and reporting obli-
gations on the issuer of a failed 
contract that does not satisfy the 
definition of a life insurance con-
tract under I.R.C. § 7702 even 
though the inside build-up on 
the contract in an amount spec-
ified in I.R.C. § 7702(g) is cur-
rently taxable to the policyhold-
er. This column will now turn to 
the taxation of the issuer with re-
spect to a failed contract. It may 
seem counterintuitive, but it is 
possible for a life insurance com-
pany to have a more favorable tax 
result if a contract flunks I.R.C. 
§ 7702, i.e., it may get a higher
tax reserve deduction than if the 
contract qualified.

Statutory reserves for life in-
surance contracts generally are 
required to be recomputed for 
tax purposes. The recomputa-
tion of life insurance reserves 
under I.R.C. § 807(d) involves a 
three-step approach. An actuari-
al reserve is first computed on a 
contract-by-contract basis, and 
second, this reserve is compared 
to the net surrender value of the 
contract. The larger amount 
is the tax reserve, except—the 
third step—in no event can the 
amount of the tax reserve exceed 
the amount of the statutory re-
serves. “Statutory reserves” for 
this purpose generally refers to 
the aggregate amount of reserves 
for the contract which are set 

I.R.C. § 807(d) only applies to 
life insurance reserves, which, in 
turn, only are held with respect 
to life insurance, annuity or non-
cancellable accident and health 
insurance contracts.5 Because 
I.R.C. § 7702(a) provides that 
a life insurance contract under 
applicable law is a life insurance 
contract “[f]or purposes of this ti-
tle” only if it satisfies the cash val-
ue accumulation test or guideline 
premium requirements, reserves 
held for failed contracts cannot 
be life insurance reserves subject 
to recomputation under I.R.C. § 
807(d); I.R.C. § 807(d) is in the 
same title as I.R.C. § 7702—Ti-
tle 26 of the United States Code.

If I.R.C. § 807(d) does not ap-
ply, what does? Section 7702, 
together with the legislative his-
tory, offer some guidance. Sec-
tion 7702(g)(3) provides that if 
a failed life insurance contract 
is a life insurance contract un-
der “applicable law,” i.e., state or 
foreign insurance law, then the 
contract is nevertheless treated 
as an insurance contract—again, 
“for purposes of this title.” This 
means that the premiums are 
included in gross income under 
I.R.C. § 803(a)(1) and reserve 
items listed in I.R.C. § 807(c) are 
deductible. The legislative histo-
ry explains that “[t]he investment 
portion of any life insurance con-
tract which fails to meet the defi-
nition of a life insurance contract 
under section 7702 is treated as a 
reserve under section 807(c)(4).”6

This reserve category includes 
amounts held at interest in con-
nection with insurance contracts. 
Presumably, this means that a 
reserve equal to the contractual 
account value to which interest 
is added would be the reserve 
for the investment portion, i.e., 
the cash value or account value 
whichever is applicable.

The legislative history is incom-
plete, however. The reference 
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