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for intangibles and intercompany financial activities. 
Moreover, the transfer pricing guidance requires that de-
tailed information on all relevant material intercompany 
transactions be included in a “local file” in each country to 
be provided to such country’s tax administration.

Although the OECD considered compliance costs to tax-
payers, the complexity and level of detail required in the 
CbC template would still create a substantial compliance 
burden on insurance companies. Moreover, as with the 
potential one-size-fits-all approaches in Action 4, the CbC 
template requires extensive information that is simply not 
relevant and could be misleading in assessing BEPS impli-
cations of a multinational insurance group. For example, 
employees, stated capital and tangible assets in a particular 
country could easily give a distorted view of the scope and 
nature of an insurance group’s activities in that country. 
Confidentiality considerations are also raised by the wide 
access various authorities and persons could have to both 
the CbC template and master file.10 

Note: The views expressed herein are those of the author and 
do not necessarily reflect the views of Ernst & Young LLP.

SUBCHAPTER L: CAN YOU BELIEVE IT?
WITHHOLDING AND REPORTING MAY NOT 
BE REQUIRED FOR INCOME ON FAILED LIFE 
INSURANCE CONTRACTS

By: Peter H. Winslow

A policyholder who owns a contract which is a life insurance 
contract under applicable law that fails the definition of a life 
insurance contract in I.R.C. § 7702 is required to treat the in-
come on the contract as ordinary income received or accrued 
during the taxable year. In general, this income on the failed 
contract is the amount by which the increase in the net surren-
der value of the contract plus the cost of insurance exceeds the 
premiums paid for the year.1 In Rev. Rul. 91-17,2 the IRS ruled 
that the issuer of a failed contract is subject to the withholding 
and reporting requirements applicable to nonperiodic distri-
butions from life insurance contracts. The ruling also noted 
that an insurer’s failure to comply with these withholding and 
reporting requirements could result in penalties. Is this ruling 
correct? Believe it or not, the ruling likely is wrong.

The exclusive support for the IRS’s legal conclusion in Rev. 
Rul. 91-17 is legislative history. The House Committee 
Report that explains the House bill’s version of what was 
enacted as I.R.C. § 7702 includes the following statement that 
assumes that withholding and reporting are required on failed 
contracts:

  Because the income on the contract is treated as received 
by the policyholder, the income would be a distribution 
subject to the recordkeeping, reporting, and withholding 
rules under present law relating to commercial annuities 
(including life insurance). It is hoped this will provide the 
policyholder with adequate notice that disqualification 
has occurred, thus giving some protection against under-
payment of estimated taxes.3

Substantially the same statement was included in the post-en-
actment Joint Committee on Taxation staff’s “Blue Book.”4 

Because it was the House’s version of I.R.C. § 7702 that was 
adopted in the Deficit Reduction Act of 1984,5 Rev. Rul. 
91-17 concludes that the issuer of a failed contract is required 
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to withhold and report with respect to the income on the con-
tract.6 However, the statement made in the legislative history 
is inconsistent with the statutory language of the relevant 
Code provisions. The relevant reporting and withholding 
provisions are found in I.R.C. § 6047(d) and I.R.C. § 3405. 
Under I.R.C. § 6047(d), the IRS is granted authority to require 
information reporting for issuers of contracts “under which 
designated distributions …may be made.” A “designated dis-
tribution” subject to withholding is defined in I.R.C. § 3405(e) 
to include distributions from a “commercial annuity,” which, 
in turn, is defined to include an annuity, endowment or life in-
surance contract issued by an insurance company licensed to 
do business under the laws of any State. So far, so good—the 
IRS can require withholding and reporting on life insurance 
contracts. 

But wait, I.R.C. § 7702(a) says that a life insurance contract 
under the applicable law is a life insurance contract “[f]or pur-
poses of this title,” but only if it satisfies the I.R.C. § 7702 cash 
value accumulation test or guideline premium requirements. 
Because the withholding and reporting requirements are in 
the same title as I.R.C. § 7702—Title 26 of the United States 
Code—a failed contract cannot be a life insurance contract 
that can produce a designated distribution that is subject to this 
kind of withholding and reporting obligation.

Thus, there is a conflict between the plain language of the 
statute and the statement in the legislative history relied 
upon in the IRS ruling. Without saying so, the IRS must have 
concluded in Rev. Rul. 91-17 that the conflict should be re-
solved by following the legislative history. This conclusion is 
problematic in light of established rules of statutory construc-
tion. The Supreme Court has held repeatedly that legislative 
history can be used as a guide to statutory construction only 
when the statute is ambiguous.7 The only exceptions to this 
rule are when there is a clearly expressed legislative intent to 
the contrary that is unequivocal,8 or when the plain language 
produces an absurd or unreasonable result.9 Even then, some 
courts have held that the plain language of the statute can be 
overridden only when the absurdity is so gross as to shock 
common sense.10 If it were up to him, Justice Scalia probably 
would not resort to legislative history to override the statute 
even in these circumstances.11

With respect to failed life contracts, the statute is clear and 
unambiguous that withholding and reporting is not required 
because these contracts do not qualify as life insurance 
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contracts for purposes of the Code and so are not commercial 
annuities as defined in I.R.C. § 3405. Although the legislative 
history assumes that withholding and reporting should be re-
quired, it appears to reflect a misunderstanding by the drafters 
of the definitional intricacies of applicable withholding and 
reporting provisions that had been enacted previously in 1982 
as part of TEFRA.12 This likely would not be the type of clear 
reflection of Congress’ intent that is necessary to override the 
plain language of the statute. In fact, the language of I.R.C. §  
7702(g)(3) itself reflects a contrary Congressional intent. 
Specifically, I.R.C. § 7702(g)(3) provides that a failed contract 
is to be treated as an insurance contract, not a life insurance 
contract, again, for purposes of the entire title.13 Thus, the state-
ment in the legislative history contradicts Congress’ express 
statutory direction to the contrary.

As a practical matter, in most cases the questionable validity 
of Rev. Rul. 91-17 would not change what an insurer does 
when it discovers that it has issued failed life insurance con-
tracts. Because of potential lawsuits from policyholders, the 
insurer usually will want to obtain the retroactive IRS pro-
tection available with a failed-contract waiver under I.R.C. § 
7702(f)(8) or an IRS closing agreement under Rev. Proc. 2008-
40,14 and request such a waiver or a closing agreement from 
the IRS National Office to reinstate a failed contract’s qualifi-
cation as a life insurance contract. The salient point is that the 
primary reason to pursue such a waiver or closing agreement is 
to minimize exposure to policyholder claims and class action 
lawsuits, not to avoid likely unenforceable IRS impositions of 
penalties for failure to withhold and report the income on the 
contract.
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