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INSURANCE 
COMPANY BAD 
DEBT  
By Samuel A. Mitchell and Peter H. Winslow

T he large investment losses that insurance companies 
suffered during the credit crisis are adding to the 
workload of their tax departments and the Internal  

Revenue Service (IRS). Many companies are involved in tax 
controversies with the IRS, and others are dealing with tax ac-
counting issues arising from the losses. Because of the natural 
time lag involved in most tax examinations, the partial worth-
lessness deductions that companies reported in 2008 and 2009 
are just now ripening into proposed adjustments from IRS 
examiners. Many insurance companies reported large partial 
worthlessness deductions that are now under scrutiny by IRS 
examiners. The examinations have created uncertainty and 
are beginning to result in resource demands on the part of the 
industry as IRS examiners attempt to verify compliance with 
bad debt deduction requirements. For this reason, the industry 
and the IRS have agreed to try to resolve the problem through 
the IRS’s Industry Issue Resolution (“IIR”) program.1 We 
have addressed insurance company bad debts several times in 
prior Taxing Times articles,2 but did not have the benefit of the 
IRS examiners’ positions at the time those articles were writ-
ten. This article summarizes some of the key issues the IRS 
and insurance companies are grappling with in the tax compli-
ance and examination process that led to the IIR project.

INCOME ACCRUALS
There are two major tax issues to think about when invest-
ments are impaired. The first is whether to continue to accrue 
interest or discount on the instruments. The second is whether 
a principal write-down is available, and if so, when. Related to 
the second issue is whether any write-down will be ordinary 
or capital in character. The income accrual issue has not drawn 
significant attention thus far from IRS examiners, but is worth 
reviewing because of its important tax compliance implica-
tions. Treasury Regulation § 1.451-1(a) applies the accrual 
method of accounting and requires an income inclusion when 
all events have occurred that fix the right to receive the income 
and the amount can be determined with reasonable accuracy. 
For interest, this standard is met when interest is economically 
earned, payment is due or payment is received. A common law 
exception to this requirement to accrue income applies when 
there is a “reasonable doubt as to collectability” at the time 

the standard otherwise would be satisfied.3 In the banking 
context, the IRS has taken the position in a revenue ruling that 
the doubt as to collectability must be “substantial” in order for 
the accrual exception to apply.4

There are additional issues regarding how the income accrual 
exception applies in the context of Original Issue Discount 
(“OID”) and market discount, which are economic substitutes 
for stated interest.5 OID is the discount at original issue and 
is equal to the excess of the stated redemption price at matu-
rity over the issue price.6 Taxpayers other than life insurance 
companies are required to follow detailed income recognition 
rules in I.R.C. § 1272 under which they recognize OID in 
income on a constant yield basis over the term of the instru-
ment.7 The income recognition rules are intended to replicate 
accrual accounting for OID. The IRS has taken the position in 
a widely criticized Technical Advice Memorandum (“TAM”) 
that the common law exception to income accrual for doubt as 
to collectability does not apply at all to OID and that taxpay-
ers must continue to accrue OID even after they know with 
certainty that they will never collect the discount.8 The IRS 
based its conclusion primarily on the fact that the OID rules in 
I.R.C. § 1272 do not provide an explicit exception for doubt-
ful collectability. This ignores the fact that the exception to 
income accrual is a common law exception based on the basic 
principle that a taxpayer “cannot be charged to have realized 
an income unless there exists reason for believing that the 
income is likely to be paid.”9 The IRS made other technical 
arguments in support of the conclusion, but there is a general 
consensus in the tax bar that the TAM is erroneous and that the 
same common law exception that applies to interest accruals 
also applies to OID.10 

The market discount rules present other issues. These issues 
have not been addressed by the IRS in the context of statutory 
impairments, at least to our knowledge, but the answers ap-
pear to be reasonably clear. Market discount is equal to the 
excess of the stated redemption price at maturity over the 
holder’s basis in the instrument acquired at purchase in the 
secondary market.11 Taxpayers may elect not to recognize 
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market discount currently as it accrues but instead recognize 
it as ordinary income on sale or maturity.12 However, taxpay-
ers that have elected to defer current recognition that receive 
payments must recognize such payments as ordinary income 
to the extent of previously accrued market discount that has 
not been recognized.13 Because market discount, like OID, is 
simply a substitute for stated interest, the common-law excep-
tion to interest income accruals should also apply to market 
discount and a taxpayer should not be required to continue 
accruing market discount if there is no reasonable expectation 
that the taxpayer will ever collect the discount. There may be 
an issue, however, with respect to pay-downs. Take, for ex-
ample, a principal pay-down on a structured debt instrument 
that is severely distressed. Is a taxpayer required to recognize 
the previously accrued market discount when the partial pay-
down occurs even though the payment is a return of principal 
and the taxpayer has no reasonable expectation of collecting 
the previously accrued market discount? The answer to this 
question may be yes because the recognition rule in I.R.C. 
§ 1276(a)(3) requires payments to be treated as market dis-
count to the extent it has been accrued.

For life insurance companies, all of these income accrual 
matters should be considered in light of I.R.C. § 811(b). That 
provision permits life insurance companies to accrue OID and 
market discount under their statutory accounting method if 
the method clearly reflects income. Therefore, if the company 
stops recognizing either OID or market discount under its 
statutory accounting method it should not be required to do so 
for tax purposes if it is using statutory accounting for its tax-
able income recognition.14 

PRINCIPAL WRITE-DOWNS
The second set of tax issues to think about when an instrument 
is impaired concerns the rules that apply to the timing and 
character of the write-downs. A corporate taxpayer that holds 
a business debt that is not a “security” under I.R.C. § 165(g) 
has the discretion to take ordinary partial worthlessness de-
ductions as the debt becomes worthless in part or to wait until 
the debt is sold or becomes wholly worthless to take the loss.15 
The application of the rules can be significant both in terms 
of the timing of the loss and its character. The time value of 
reporting an ordinary deduction for a partial worthlessness de-
duction versus waiting for an exchange or a determination of 
complete worthlessness can be significant depending on the 
amount of the impairment and the term of the instrument. The 
character also can be important because a loss on exchange or 
sale would be capital in nature and the IRS may argue that a 
loss on termination may also be capital.16 Capital losses can be 

offset only against capital gains and are subject to a five-year 
limitation on carryover to subsequent years. 

This is the area in which most of the recent IRS activity has 
occurred and the scrutiny is intensifying as the 2008 and 2009 
tax years come under audit. Many insurance companies have 
claimed partial worthlessness deductions consistent with 
their statutory impairments on structured debt instruments 
of various types and on commercial mortgages that are not 
securities. Most of the controversy so far has centered on the 
application of the partial worthlessness rules to impairments 
of regular interests in Real Estate Mortgage Investment 
Conduits (REMIC regular interests). Under a REMIC 
structure, a pool of mortgages is securitized and divided into 
various tranches for sale to investors. The REMIC trust issues 
regular interests that represent the obligations of the REMIC 
trust and are treated as debt instruments to the investor for all 
tax purposes.17 REMIC regular interests are sold in registered 
form and generally have the characteristics of a security; how-
ever, they do not meet the definition of a security under I.R.C. 
§ 165(g) because they are issued by a trust. The definition of 
a security in I.R.C. § 165(g) covers only instruments that are 
issued by a corporation, government, or subdivision thereof. 
This is an important distinction because it opens the door for 
partial worthlessness deductions under I.R.C. § 166.

The IRS examiners for the most part appear to agree that 
REMIC regular interests are non-securities and that they qual-
ify for some level of partial worthlessness deductions under 
I.R.C. § 166 and the regulations thereunder.18 However, the 
qualification for the deduction is only the threshold question. 
The next issue is whether the actual amount claimed is worth-
less under the tax standard. The IRS and insurance company 
taxpayers have not had much success in resolving the amounts 
of the deductions largely because they are pursuing different 
avenues for substantiation of the deductions. The IRS for the 
most part is examining the details of substantiation under the 
general standard for worthlessness, whereas insurance com-
pany taxpayers for the most part are relying on the conclusive 
presumption in Treas. Reg. § 1.166-2(d) for regulated indus-
tries that the worthlessness standard has been met.
 
Some background discussion of the two approaches will help 
explain this problem. The IRS has the discretion to allow a 
partial worthlessness deduction (1) to the extent the taxpayer 
charges the amount off on its financial books and records in 
the same year it seeks the partial write-down,19 and (2) to the 
extent the taxpayer can prove that the portion it wrote down 
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on its books actually was worthless under the tax standard.20 
Under the general tax standard for determining worthlessness, 
a debt is worthless to the extent collection appears to the rea-
sonable business person exercising sound business judgment 
to be hopeless.21 Although the Commissioner is limited in his 
or her authority to challenge the reasonable exercise of sound 
business judgment,22 the examination of whether the standard 
has been met requires a detailed evaluation of the underlying 
facts. The conclusive presumption in Treas. Reg. § 1.166-
2(d), on the other hand, does not require a detailed examination 
of the facts underlying the deduction. Under that provision, a 
regulated company’s book charge-off is presumed to be cor-
rect in the year of the charge-off if it is made under established 
policies and procedures of the regulator and if the regulator 
confirms this fact upon its first examination of the company’s 
books and records for the year of the charge-off. 

IRS EXAMINATION APPROACH
In examining REMIC regular interests under the general 
standard in the regulations, the IRS has attempted to dig deep 
into the background of each regular interest and the taxpayers’ 
investment and accounting determinations of worthlessness 
under statutory accounting standards. The investment and 
accounting evaluations are complex and difficult to pres-
ent to IRS examiners in auditable form. Moreover, many 
insurance company taxpayers have been reluctant to devote 
the resources to provide detailed explanations because the 
conclusive presumption obviates the need to do so. IRS ex-
aminers generally have taken the position that charge-offs 
based on estimates of future cash flows do not satisfy the tax 
standard of worthlessness because they consider anticipated 
future defaults that have not yet occurred and because non-
credit-related factors, such as prepayment assumptions, are 
considered. Insurance companies disagree with the IRS audit 
position and have been unwilling to recalculate future cash 
flow projections based on the IRS’s more restrictive view 
of worthlessness in the REMIC context. As a result, the IRS 
examiners appear to have focused their efforts on remittance 
advices received from REMIC trustees to propose deduction 
disallowances. The monthly remittance advices typically 
present delinquency and default information for the various 
tranches and show allocations of the loss of principal for each 
tranche. REMICs, like other structured securities, typically 
have a capital structure in which higher-ranked tranches are 
protected by credit support in the form of subordination of 
lower-ranking tranches. The lower-ranking tranches typically 
absorb losses on the underlying mortgages first. Another typi-
cal form of credit support is excess collateral.23 The remittance 

advices show allocations of principal 
losses to particular tranches when 
enough mortgages have defaulted and 
the collateral has been liquidated to 
exhaust the credit support underly-
ing the tranche. The losses typically 
are not allocated and reported in the 
remittance advice until the collateral 
has been liquidated. Therefore, the 
remittance advice approach that many 
IRS examiners have taken is, in es-
sence, a liquidation approach to valu-
ation of the partial worthlessness. This 
approach in most cases has resulted 
in only a few current-year deductions 
in the years under examination so far, 
even though it is abundantly clear that the companies have had 
large losses charged against book earnings under statutory 
accounting standards. 

INSURANCE COMPANY RELIANCE ON THE 
CONCLUSIVE PRESUMPTION
In contrast to the liquidation approach of IRS examiners, 
taxpayers’ conclusive presumption approach conforms the 
tax partial worthlessness deductions to the statutory account-
ing impairments the companies are required to record under 
Statements of Statutory Accounting Principles. Application 
of the statutory accounting standards has resulted in impair-
ments that are made in advance of the loss allocations flowing 
through the remittance advices the IRS has examined. For 
REMIC regular interests and other structured securities, the 
statutory accounting rules require an analysis of whether a 
decline in fair value is attributable to an other-than-temporary 
impairment. This is done in part through the projection of 
cash flows. In projecting the cash flows, the companies are 
required to consider a variety of credit-related factors such 
as the payment terms, the financial condition of the issuer, 
expected defaults, the value of the collateral, industry analyst 
reports, sector credit ratings and other market data pertaining 
to collectability and the ability of subordinated interests to 
absorb losses.24 If the company does not intend to sell the in-
strument and has the ability to hold it to recovery, it is required 
to write the instrument down to the present value of the pro-
jected cash flows discounted at the pricing yield.25 This type 
of write-down is intended to capture the credit-related portion 
of a decline in fair value.26 If the company has the intent to 
sell the instrument or if it does not have the ability to hold it 
to recovery, the company is required to write the instrument 

Application of the 
statutory accounting 
standards has resulted 
in impairments that are 
made in advance of the 
loss allocations flowing 
through the remittance 
advices the IRS has 
examined. 
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There is one court decision regarding whether the conclusive 
presumption applies to insurance companies as “other regu-
lated corporations” and whether the standards of regulation 
are “substantially similar.” The Court of Claims in Credit Life 
Insurance Company v. United States held that the insurance 
supervisory authority in the state of Ohio was substantially 
similar to the authority of Federal banking regulators and that 
the conclusive presumption applied to a life insurer domiciled 
in that State.30 The court considered the general supervisory 
authority of the state regulators as compared to the underly-
ing policy of the banking regulators under the Office of the 
Comptroller of the Currency (“OCC”). In comparing the two 
regulatory regimes, the court considered Rev. Rul. 79-214, 
1979-2 C.B. 90, which identifies the critical criteria for cov-
erage under the regulations as whether the regulator has an 
established authority to compel the charge-off on the financial 
statements of the company. The court also considered the 
underlying policy rationale for the conclusive presumption, 
which is to ensure that taxpayers subject to banking and simi-
lar supervisory regulation receive fair and consistent treat-
ment as between the taxing authorities and their supervisory 
regulators.31 These considerations led the court to a holding 
that the insurance company taxpayer was in a substantially 
similar position to a bank, that the underlying policy rationale 
for the presumption applied equally to the insurance company 
and that the conclusive presumption applied.

ADDITIONAL ISSUES ARISING UNDER THE 
CONCLUSIVE PRESUMPTION
In addition to questions over the threshold issues of whether 
insurance regulations are “substantially similar” to banks, 
IRS examiners have raised several other questions and issues 
concerning the write-downs under the statutory standards, 
particularly with respect to REMIC regular interests. First, 
several IRS examiners have been reluctant to accept the statu-
tory write-downs on REMIC regular interests even if the con-
clusive presumption were to apply, based on a conclusion that 
the cash flow projections under the OTTI standard result in 
deductions for “future anticipated worthlessness.” This con-
cern stems from a mistaken view of the instruments. The ex-
aminers appear to be looking through the REMIC trust to the 
underlying mortgagors as the debtors for tax purposes. In their 
view, it is inappropriate to take a worthlessness deduction for 
future defaults (i.e., “future anticipated worthlessness”) on 
underlying mortgages. In reality, however, the REMIC trust 
is the debtor and the cash flows from underlying mortgages 
are the collateral supporting the trust’s obligation. The regu-
lations under the general worthlessness regulations provide 
that it is appropriate to consider the condition of the debtor 

down to fair value and charge the write-down against current 
earnings.27 

APPLICATION OF THE CONCLUSIVE PRE-
SUMPTION TO INSURANCE COMPANIES
The threshold issue the IRS has had to consider in examin-
ing taxpayers’ partial impairment write-downs based on the 
statutory accounting standards is whether the conclusive 
presumption in Treas. Reg. § 1.166-2(d) applies to the in-
surance industry. The regulation subsection, which is titled 
“Banks and other regulated corporations,” applies to “a bank 
or other corporation which is subject to supervision by Federal 
authorities, or by State authorities maintaining substantially 
equivalent standards.”28 IRS examiners generally have ac-
cepted that insurance companies are an “other regulated 
corporation” within the meaning of the regulation because 
of the strict regulatory environment in which they operate. 
However, IRS examiners have questioned whether the State 
insurance regulatory standards are “substantially equivalent” 
to Federal bank standards as the regulation requires. Some 
examiners have taken the position that in order for the pre-
sumption to apply, the actual statutory accounting standards 
for the insurance company write-downs must be substantially 
the same as the standards for bank write-downs of bad loans. 
This interpretation of the regulation is inconsistent with the 
historical background of the presumption. The conclusive 
presumption entered the regulations in 1922,29 at a time when 
there were no specific controlling standards for bank write-
downs. Thus, it is reasonable to conclude that the reference 
to “substantially similar” standards refers to the standards of 
“supervision” of the industry in general, and not to specific 
standards for write-downs.
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the regulator’s standards are the same standards as would be 
applied under the general worthlessness standard discussed 
above. The IRS National Office, however, has conceded 
in a technical advice that banking standards are binding in 
the context of the conclusive presumption and that it is not 
necessary for those standards strictly to adhere to the general 
standard of worthlessness that would otherwise apply in the 
context of I.R.C. § 166 and its regulations.40 This is consistent 
with case law holding that write-down orders pursuant to 
regulator orders that are not consistent with general I.R.C. 
§ 166 standards are nevertheless conclusive. For example, in 
Citizens National Bank of Orange v. Commissioner, the court 
held that a bank order requiring a bank to write down a bond 
based on a market fluctuation was conclusive.41 This holding 
is inconsistent with Rev. Rul. 84-95 and casts doubt on the 
validity of that ruling. Putting that aside, however, the case 
at least makes it clear that the bank standards under the con-
clusive presumption do not have to be the same as the general 
worthlessness standard. 

These issues are complex and ripe for resolution on a global 
basis under the IIR process. If all goes well, by the time this 
article is published, the IRS and the insurance industry should 
be well down the path of resolving these issues so that they do 
not result in an expensive prolonged dispute.  3

and the value of the collateral in determining worthlessness.32 
Considering future defaults on underlying mortgages in this 
context simply involves an analysis of the condition of the 
debtor and its ability to pay based on the collateral support-
ing the debt. Additionally, even if it were appropriate to look 
through the REMIC trust and consider the mortgagors as the 
debtors for worthlessness purposes, the regulations provide 
that it is not necessary to wait until there is a default before 
taking a worthlessness deduction.33

Examiners have also raised issues under Rev. Rul. 84-95, 
1984-2 C.B. 53. In that ruling, the IRS held that the conclusive 
presumption did not apply to a write-down under rules pro-
mulgated by the OCC that required a bank to account for Other 
Real Estate Owned at the lesser of net book value or fair value. 
The process described in the ruling was “based solely on a 
mechanical comparison of net book value of real estate with 
its current appraised value.”34 In the ruling the IRS compared 
the “mechanical” process to other OCC rules covering bad 
debts, which required the bank to evaluate the write-down in 
the context of credit-related factors such as “the delinquency 
or default of a debtor.”35 It concluded that the conclusive pre-
sumption did not apply to the fair value write-down because 
the process did not involve consideration of traditional bad-
debt credit-related factors.36 Rev. Rul. 84-95 should not be an 
obstacle to the application of the conclusive presumption in 
the case of REMIC regular interests. The revenue ruling mere-
ly holds that the conclusive presumption does not apply unless 
the regulator treats the write-down as a bad debt (as opposed to 
a reduction in value of real estate as in the ruling). Moreover, 
as described above, the current statutory standards result in 
a write-down that is based on a number of credit-related fac-
tors such as the financial condition of the issuer, expected 
defaults, the value of collateral, industry analyst reports, 
sector ratings and other factors that bear on the likelihood of 
collectability.37 In limited situations involving cases in which 
the insurance company either intends to sell the instrument or 
does not have the ability to hold it until recovery, the current 
statutory accounting standard requires that the instrument be 
written down to fair value.38 However, the process for writing 
down to fair value in these limited circumstances takes place 
in the context of an OTTI determination. It is not the same 
type of mechanical mark-to-market approach that applied to 
the real estate at issue in Rev. Rul. 84-95. In any event, life 
insurance companies are required to bifurcate the write-down 
between credit component and non-credit components.39  

Going beyond Rev. Rul. 84-95, some examiners have ques-
tioned whether the conclusive presumption applies only when 
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1979).
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IRS RULES LIFECYCLE 
FUNDS COMPLY 
WITH INVESTOR 
CONTROL 
DOCTRINE
By Bryan W. Keene

I n PLR 201105012 (Oct. 14, 2010), the IRS addressed 
the application of the investor control doctrine to certain 
“Lifecycle Insurance Funds.” The Lifecycle Insurance 

Funds are insurance-dedicated mutual funds, meaning they 
generally are available only in support of variable contracts.1 
Each fund follows a “target date” investment strategy, where 
the underlying investments gradually become more con-
servative as a targeted retirement date approaches. Prior to 
the transaction that the taxpayer life insurer proposed, each 
Lifecycle Insurance Fund invested exclusively in shares of 
other insurance-dedicated mutual funds. The taxpayer pro-
posed allowing the Lifecycle Insurance Funds to invest some 
or all of their assets in certain mutual funds and investment 
partnerships that are not insurance-dedicated, but rather are 
available directly or indirectly for investment by members of 
the general public. The IRS concluded that the proposed in-
vestments would not violate the investor control doctrine. As a 
result, for federal income tax purposes, the insurer (rather than 
the variable contract holders) is treated as owning the separate 
account assets underlying the contracts.

BACKGROUND ON THE INVESTOR CONTROL 
DOCTRINE
For federal income tax purposes, a life insurance company 
normally is treated as the owner of the separate account as-
sets it holds in support of variable annuity and life insurance 
contracts it issues. The IRS established a limited exception to 
this treatment, however, in a series of revenue rulings collo-
quially known as the “investor control” rulings.2 Under those 
rulings, the policyholder, rather than the insurance company, 
is treated as the owner of the separate account assets if he or 
she has sufficient incidents of ownership in them. The result is 
that the tax benefits of the insurance contract are lost, and the 
policyholder is currently taxable on income generated by the 
separate account assets. 

The investor control rulings were predicated on the view that 
an investor should not be able to choose between purchasing 
a security directly, thereby subjecting the earnings to current 

taxation, or “wrapping” the investment in a variable contract, 
thereby deferring current taxation on those earnings. To this 
end, the rulings reflect the view that the party who directs the 
selection, management and disposition of the separate ac-
count assets typically will be considered the owner of those 
assets for federal income tax purposes.3 In applying this prin-
ciple, the investor control rulings often focus on the “public 
availability” of the investments supporting the contract. If 
the same investment is available without regard to the con-
tract, i.e., if it is publicly available, and the policyholder can 
either directly or indirectly instruct the insurance company to 
purchase that investment, then the policyholder has sufficient 
incidents of ownership in the investment to be viewed as its 
owner for tax purposes.4 

Of course, almost every individual asset held in support of a 
variable contract (stocks, bonds, etc.) is “publicly available” 
at some level. As a result, the doctrine cannot reasonably be 
viewed as focusing only on whether any particular invest-
ment is publicly available—if this was the standard, virtually 
no variable contract would pass muster under the doctrine. 
Rather, the investor control analysis must focus on whether, 
in the aggregate, the assets supporting the contract represent a 
pool of investments that is available only through the purchase 
of a variable insurance product.

THE PROPOSED INVESTMENT STRUCTURE IN 
PLR 201105012
The Lifecycle Insurance Funds in PLR 201105012 are funds-
of-funds in which a top-tier, insurance-dedicated mutual fund 
invests in certain lower-tier funds. Prior to the proposed trans-
action, the lower-tier funds were other insurance-dedicated 
mutual funds. The taxpayer proposed modifying the compo-
sition of the lower-tier funds to include certain mutual funds 
and investment partnerships that are not insurance-dedicated. 
In particular, the taxpayer proposed allowing the Lifecycle 
Insurance Funds to invest some or all of their assets in “Public 
Funds” and “Central Funds.” 
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