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Notice 2008-181 outlines tax issues and concerns 
of Treasury and the Internal Revenue Service 
(IRS) in the event the National Association 

of Insurance Commissioners (NAIC) adopts AG 
VACARVM and/or principle-based reserves (PBR). 
Comments on the Notice were filed by the American 
Council of Life Insurers (ACLI), the NAIC and the 
American Academy of Actuaries (AAA). One of the 
questions in Notice 2008-18 addressed by the ACLI 
relates to whether Treasury and the IRS are required by 
the Internal Revenue Code to accept AG VACARVM and 
PBR as the tax reserve methods under I.R.C. § 807(d). 
Specifically, the Notice asks:

. . . if Proposed AG VACARVM and Proposed 
Life PBR are characterized as CARVM or CRVM, 
respectively, for regulatory purposes, could the 
Treasury Department and IRS nevertheless con-
clude they do not constitute CARVM or CRVM 
as Congress envisioned those terms to apply in 
1984; alternatively, if Proposed AG VACARVM 
and Proposed Life PBR were not characterized as 
CARVM or CRVM, respectively, for purposes of 
applying section 807, could Proposed AG VAC-
ARVM and Proposed Life PBR nonetheless be 
required as the appropriate tax reserve method 
under the authority of section 807(d)(3)(A)(iv).

As to the first question, the ACLI responded that, by en-
acting I.R.C. § 807(d), Congress deferred to the NAIC to 
determine the tax reserve method and contemplated that 
the method could be changed from time to time. As to the 
second question, the ACLI pointed out that it is rhetorical 

because the Code defers to the applicable NAIC 
reserve method regardless of how it is labeled. 
Because the ACLI’s comments are somewhat 
conclusory, it may be useful to provide more de-
tailed background to demonstrate why the trade 
association correctly summarized the law.

What is the “Tax Reserve Method?”
I.R.C. § 807(d)(3)(A) provides a general rule 
that the “tax reserve method” for a life insurance 
contract is CRVM and for an annuity contract is 
CARVM. CRVM and CARVM are further de-
fined in I.R.C. § 807(d)(3)(B) to mean CRVM 
and CARVM prescribed by the NAIC which is in 
effect on the date of the issuance of the contract. 
This general rule applies only to contracts covered 
by CRVM or CARVM.2 Thus, for example, the 

general rule does not apply under current law to certain 
group contracts for which the Standard Valuation Law 
does not prescribe CRVM or CARVM. For contracts that 
are not covered by CRVM or CARVM, one of two rules 
applies under I.R.C. § 807(d)(3)(A)(iv). The reserve meth-
od prescribed by the NAIC which covers the contract at the 
date of issue is required to be used, or, if no reserve method 
has been prescribed by the NAIC, a reserve method consis-
tent with CRVM or CARVM must be used.

Under the literal language of I.R.C. § 807(d)(3), 
AG VACARVM and PBR should become the prescribed 
reserve method for tax purposes whether or not they are la-
beled “CARVM” and “CRVM,” respectively. The statutory  
language defers to the NAIC’s prescribed method in all 
cases as long as the method is designed to determine an  
appropriate level of insurance reserves held for policy  
benefits. Congress’ legislative purpose in this deference to 
the NAIC was three-fold: (1) to provide a level playing field 
to ensure that all taxpayers use a uniform reserve method 
regardless of state-by-state variations in reserve require-
ments; (2) to provide a dynamic rule that would permit 
appropriate updates and clarification of the reserve meth-
odology without the need to amend the statute; and (3) to 
provide a general rule that tax reserves would be computed 
using the reserve methodology for minimum statutory  
reserves prescribed by the Standard Valuation Law.

The questions in Notice 2008-18 may have been prompt-
ed by the suggestion of some commentators that, despite 
the literal language of the statute, PBR is so different from 
CRVM that it may not qualify as a valid tax reserve meth-
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od under I.R.C. § 807(d) regardless of how it is labeled. 
A so-called “Cambridge Doctrine” has sometimes been 
relied upon as the basis for this conclusion.

Tax cases generally do not refer to a “Cambridge Doc-
trine.” The phrase appears to have been coined by the 
IRS in rulings primarily dealing with qualification of a 
taxpayer as a tax-exempt organization, and refers to a Su-
preme Court case3 that dealt with a principle of statutory 
construction summarized by the IRS as follows:
 

It is a long-standing principle of statutory construc-
tion that, in using a combination of definitional 
and popular-name descriptions to designate the 
various exempt organizations, Congress is presumed 
to have employed those terms according to their 
legal significance at the time of the enactment of 
the particular provisions in which they are used.4

 
A strict application of this principle of statutory con-
struction could lead to the conclusion that Congress can 
be presumed to have intended that tax reserves be com-
puted using CRVM and CARVM, or a variation thereof, 
as they were understood as of the time they were added 
to the Code in the Deficit Reduction Act of 1984. The 
problem with this conclusion is that it ignores a second, 
more relevant, aspect of the Supreme Court’s decision 
in Cambridge that applies where the scope of deference 
to state law in a federal tax statute is at issue. In decid-
ing whether the taxpayer in Cambridge qualified for 
tax-exempt status as a “domestic building and loan asso-
ciation,” the Court noted that this term was commonly 
understood under state law to mean a society that raises 
funds by subscriptions of its members in order to enable 
a member to borrow on an amount of security equal to 
the member’s subscription to build or buy a house. The 
government argued that the taxpayer did not qualify for 
tax-exempt status because it lent money to non-members 
out of proportion to the borrowing needs of its members 
and to members in excess of their subscriptions. State 
law of the taxpayer’s state permitted these activities and 
other states also permitted them to varying degrees.
 
The Supreme Court first noted that in granting the tax 
exemption Congress “was speaking of existing societies 
that commonly were known as such.” Nevertheless, it 
gave considerable deference to state law because build-
ing and loan associations were a creation of the states 
and because the statute referred to “domestic” societies. 
It concluded that the taxpayer qualified for tax-exempt 
status, deferring to the state law definition “unless there 
is a gross misuse of the name.” The Court noted that a 

state’s designation of an entity as a building and loan 
association is not absolute and will not apply in “extrava-
gant cases.” But, deference nevertheless was justified be-
cause a “State is not likely to be party to a scheme to 
enable a private company to avoid federal taxation by 
giving it a false name.”
 
Because the I.R.C. § 807 reserve rule is similar to defer-
ence to state law (actually, deference is to an association 
of state representatives), it is the “gross misuse” standard 
of Cambridge that is more relevant than the broader 
“Cambridge Doctrine” applied by the IRS in its tax-ex-
emption rulings. Moreover, for reasons described below, 
even the “gross misuse” standard may not apply when 
applying I.R.C. § 807 to PBR.
 
Deference to State Law in Federal Tax Statutes
Congress’ intent in enacting the Internal Revenue Code 
was to provide a system of taxation that applies equally 
to taxpayers in all states.5 In recognition of this inten-
tion, the Supreme Court in Burnet6 held that federal tax 
legislation, “in the absence of language evidencing a dif-
ferent purpose, is to be interpreted so as to give a uni-
form application to a nationwide scheme of taxation.” 
It stated further: “state law may control only when the 
federal taxing act, by express language or necessary im-
plication, makes its own operation dependent upon state 
law.” A District Court decision7 provides a useful sum-
mary of the relationship of state law to federal tax law:
     

The guiding yardstick I extract from these cases 
is that in respect of general words of common us-
age, words which Congress would necessarily use  
to express a broad principle rather than a specific 
transaction, federal law should control without 
reference to nuances of local color. On the other  
hand, recognizing that Congress did not intend the 
tax law to establish a superseding code of primary  
relationships, the use of words of art which by their 
nature require reference to specific definitional or  
 
 

A strict application of this principle of 
statutory construction could lead to the 
conclusion that Congress can be pre-
sumed to have intended that tax reserves 
be computed using CRVM and CARVM. ... 



applicative elaboration in order to take on mean-
ing mandates reference to state law.

 
As a factor in determining whether state or federal law 
should apply, the label used in the Code can point to state 
law where the label is a reliable indicator of specific legal 
and economic consequences under state law. For instance, 
in order to determine the attributes of a “corporation” or 
a “partnership” for federal tax purposes, it is necessary to 
go behind the labels and look to state law to determine 
the underlying legal relationships of the parties.8

  
Because of a desire for uniform taxation, it is relatively 
rare for Congress to defer expressly to state law to deter-
mine taxation. Therefore, as in Cambridge, the dispute 
usually is whether Congress has deferred to state law  
implicitly in its adoption of a state law definition. In 
these cases, courts have sometimes relied on the “gross 
misuse” standard of Cambridge when Congress used 
a term of art having a well-recognized meaning under 
state law. For example, the gross misuse standard was 
used in one case9  to conclude that the taxpayer qualified 
as an insurance company for tax purposes.10 The “gross 
misuse” standard of Cambridge does not apply where a 
familiar state law term is used in the Code, but the Code 
also contains a clarifying definition.11

 
To summarize, some basic principles can be gleaned 
from these cases:
 
•	Congress	desired	to	have	a	nationwide	uniform	system	 
 of taxation; therefore, although state law governs legal  
 rights, federal law determines how they are taxed.
•	Terms	of	art	used	in	a	statute	generally	will	be	inter- 
 preted according to their common usages; Congress  
 will be presumed to have intended that the common  
 usage of a statutory term will be interpreted in a  
 manner consistent with Congress’ intent at the time  
 the statutory language was enacted.
•	Where	Congress	has	adopted	a	state	law	definition	in	 
 the Code, and otherwise by clear implication has  

 demonstrated an intent for the state law definition to  
 apply, changes in state law will govern, and state-by-state  
 variations will be respected, unless there is “gross misuse.” 
•	When	the	Code	has	an	express	statement	that	state	law	 
 controls, state law, in fact, does control.
  
Application of Principles to AG VACARVM and 
PBR Under I.R.C. § 807(d)
Under the case law, it appears that AG VACARVM and 
PBR should qualify as the tax reserve methods under 
I.R.C. § 807(d) once they are prescribed by the NAIC 
regardless of how they are labeled, as long as the NAIC 
has made clear that the reserves are intended to provide 
for future insurance benefits under the contracts. The 
following factors support this conclusion.
 
•	I.R.C.	 § 807(d) contains an express deference to the  
 NAIC method and the wording of the statute indicates  
 an intent that the NAIC method will continue to gov- 
 ern in the event the NAIC-prescribed reserve method  
 is changed.
•	Congress’	 concern	 of	 state-by-state	 variances	 if	 state	 
 law governed the federal tax law outcome is not present  
 for PBR because deference to the NAIC provides a  
 uniform rule.
•	Because	of	the	high	degree	of	state	regulation	of	insur- 
 ance companies, and of reserves in particular, the risk  
 of “gross misuse” is minimal. 
•	AG	 VACARVM	 and	 PBR	 are	 consistent	 with	 one	 
 of Congress’ legislative purposes in enacting and later  
 amending I.R.C. § 807(d) – to achieve more economic  
 tax reserves.

Of course, a conclusion that AG VACARM and PBR 
will become the tax reserve methods does not mean 
that the resulting reserve amounts will be adopted for 
tax purposes without adjustments. As with CRVM and 
CARVM, any new tax reserve method adopted by the 
NAIC will have to run the gamut of I.R.C. § 807(d) and 
§ 811 to arrive at the appropriate level of tax reserves.3
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