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A s the life insurance industry has
issued more and more variable
annuity and variable life insur-

ance contracts based on segregated asset
accounts, and those accounts have been
invested in securities paying intercorpo-
rate dividends eligible for the 70- and
80-percent dividends-received deduction
(DRD), the question of how a company
should determine the amount of its
DRD associated with segregated asset
accounts has increased in significance.
Because the insurance company is enti-
tled to the company’s share of the DRD
associated with the dividends it receives,
how does the company compute the
company’s share?1 Why do life insurance
companies enjoy only a share of the
DRD benefit? The simple answer to the
latter question is, because of the applica-
tion of the concept of proration. We toss
around the term, but what does prora-
tion mean?

What is proration? — “Proration” is a
descriptive term referring to the fact that, for
life insurance companies, the Internal
Revenue Code2 provides that each and every
item of investment income received by a life
insurance company be allocated pro rata

between the policyholders and the company
in accordance with certain percentage
shares—the policyholders’ share and the com-
pany’s share. Under the Life Insurance
Company Tax Act of 1959 (1959 Act), which
created a three-phase structure for taxing life
insurance companies (under which life insur-
ance company taxable income was the lesser
of taxable investment income (Phase I) or
gain from operations (Phase II), plus 50 per-
cent of the amount by which gain from oper-
ations exceeded taxable investment income,
plus amounts subtracted from the policyhold-
er surplus account (Phase III)), amounts of
investment yield allocated to policyholder lia-
bilities as the policyholders’ share were not
included in either taxable investment income
or gain from operations. Thus, the concept of
the policyholders’ share and the company’s
share was integral to the 1959 Act because it
had an impact not only on the computation
of the tax benefits enjoyed by the company
with respect to tax-exempt interest and the
DRD, but also on the computation of a com-
pany’s taxable income base (e.g., a company
(otherwise known as a Phase I company)
could be taxed only on its taxable investment
income which generally was computed as
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1 Unlike most other corporations, a life insurance company is not allowed a full DRD for the amount of div-
idends it receives. I.R.C. § 805(a)(4)(A) allows a life insurance company a deduction (i) for 100 percent
dividends received, and (ii) for the life insurance company’s share of the dividends (other than 100 percent
dividends) received. Also, I.R.C. § 807(a) and (b) provide that, for purposes of computing decreases and
increases in reserves, respectively, the closing balance of reserve items is reduced by the policyholders’ share
of both tax-exempt interest and the increase for the taxable year in policy cash values of certain life insur-
ance, annuity and endowment contracts.

2 References to “I.R.C. §” or “Code” are to the Internal Revenue Code of 1986, as amended, unless other-
wise indicated.
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investment yield, less the policyholders’ share of invest-
ment yield, less the company’s share of tax-exempt
investment income and of the deduction for dividends
received).3 While the primary reason for proration under
the 1959 Act was to determine the amount of invest-
ment income that would be taxable to the company, the
practical effect of it was to treat additions to reserves
from investment earnings as funded in part out of tax-
exempt interest and deductible intercorporate divi-
dends, limiting the tax benefit a company could enjoy
from these tax-favored items.4

With the enactment of the Deficit Reduction Act of
1984 (1984 Act), Congress concluded that the proper
measure of the income of life insurance companies
could be obtained by replacing the complex, three-
phase structure with a simpler, single-phase tax.5

Although the distinction between taxable investment
income and gain from operations was eliminated, the
Code provisions as enacted under the 1984 Act
retained the general concept that items of investment
yield should be allocated between policyholders and
the company.6 The legislative history of the 1984 Act
explains and justifies the retention of the proration for-
mula in the following way:

Because reserve increases might be viewed as being
funded proportionately out of taxable and tax-
exempt income, the net increase and net decrease in
reserves are computed by reducing the ending bal-
ance of the reserve items by the policyholders’ share

of tax-exempt interest. Similarly, a life insurance
company is allowed a dividends-received deduction
for intercorporate dividends from nonaffiliates only
in proportion to the company’s share of such divi-
dends.7

The legislative history also explains that the formula
used for purposes of determining the policyholders’
share under I.R.C. § 812 is based generally on the pro-
ration formula used under the 1959 Act in computing
gain or loss from operations.8 However, whereas a
company would want to minimize, and the IRS would
want to maximize, the company’s share under the
1959 Act in order to minimize or maximize the com-
pany’s taxable income, under the 1984 Act the goals of
the company and the IRS are reversed (the company
would want to maximize, and the IRS would want to
minimize, the company’s share of the tax benefit asso-
ciated with the DRD). Although the 1984 Act amend-
ed the Code by repealing the 1959 Act and adopting
a new Part I of subchapter L, the proration provisions
of I.R.C. § 812 are based on those of the 1959 Act.
Congress intended that the provisions of the Code
that are based on the provisions of the 1959 Act were
to be interpreted in a manner consistent with the
1959 Act; where provisions of prior law are incorpo-
rated in the current Code, that the regulations, rulings
and case law under prior law are to serve as interpreta-
tive guides to the current law provisions in the absence
of contrary guidance in the legislative history of the
1984 Act.9

3 See H.R. Rep. No. 432 (Part 2), 98th Cong., 2d Sess. 1393 (1984) (1984 House Report); S. Prt. No. 169 (Vol.I), 98th Cong., 2d
Sess. 517 (1984) (1984 Senate Report).

4 See 1984 House Report at 1430; 1984 Senate Report at 557; see also TAM 9246001 (Oct. 30, 1991) (“proration of tax-exempt inter-
est and the dividends-received deduction prevents a life insurance company from receiving a double benefit by excluding tax-exempt
interest from income or deducting a portion of dividends received and then receiving a deduction for an increases on reserves that is
partially funded by tax-exempt interest and dividends”).

5 See 1984 House Report at 1397; 1984 Senate Report at 521.

6 See 1984 House Report at 1430; 1984 Senate Report at 557.  Other corporate taxpayers entitled to the DRD are not subject to pro-
ration, even though they also make tax deductible payments to customers, suppliers and counterparties.

7 1984 House Report at 1431; 1984 Senate Report at 559.

8 1984 House Report at 1430; 1984 Senate Report at 557.  The Staff of Jt. Comm. on Tax’n, 98th Cong., 2d Sess., General Explanation
of the Revenue Provisions of the Deficit Reduction Act of 1984 623 (Comm. Print 1984) (1984 Blue Book) explains  I.R.C. § 812
as follows:

The distinction between taxable investment income and gain from operations has been eliminated. However, the general concept
that items of investment yield should be allocated between policyholders and the company has been retained. Under the Act, the
formula used for purposes of determining the policyholders’ share is based generally on the proration formula used under prior law in com-
puting gain or loss from operations (i.e., by reference to “required interest”). (Emphasis added.)

9 1984 House Report at 1401; 1984 Senate Report at 524.
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So, what is the proration formula under the 1984
Act? — I.R.C. § 812(a)(1) defines the company’s
share as the percentage obtained by dividing the
company’s share of net investment income for the
taxable year by the net investment income for the
taxable year. The company’s share of net investment
income is equal to the excess (if any) of:

(i)  net investment income for the taxable year,
over

(ii) the sum of policy interest for the taxable
year, plus the gross investment income’s
proportionate share of policyholder divi-
dends for the taxable year.10

Although the 1984 Act generally followed the pro-
ration rules for computing gain or loss from opera-
tions under the 1959 Act, to simplify the computa-
tion, I.R.C. § 812(c) statutorily defines net invest-
ment income (as 90 percent of gross investment
income; but, 95 percent of gross investment income
for gross investment income attributable to assets
held in segregated asset accounts under variable
contracts). The statutory definition of net invest-
ment income is used in lieu of determining prior-
law investment yield, thus eliminating the prior-law
necessity of identifying and allocating expenses to
investment rather than underwriting activities.11

I.R.C. § 812(b)(2) defines policy interest as the
sum of the following four amounts:

(A) required interest (at the greater of the prevail-
ing State assumed interest rate or the applica-
ble Federal interest rate) on reserves under
section 807(c) . . . ,

(B) the deductible portion of excess interest,
(C) the deductible portion of any amount

(whether or not a policyholder dividend),
and not taken into account under subpara-
graph (A) or (B), credited to – 

(i) a policyholder’s fund under a pension
plan contract for employees (other than
retired employees), or

(ii) a deferred annuity contract before the
annuity starting date, and

(D) interest on amounts left on deposit with the
company.

I.R.C. § 812(b)(2) continues with flush language
saying, “[i]n any case where neither the prevailing
State assumed interest rate nor the applicable
Federal interest rate is used, another appropriate
rate shall be used for purposes of . . . [determining
required interest on reserves].” The last three items
counted as part of policy interest are defined in the
Code (i.e., “excess interest” is defined in I.R.C. §
808(d)(1)) or are self-explanatory as actual amounts
paid or credited during the taxable year to policy-
holders or customers of the company (e.g., amounts
credited to an account value of a pension plan, or
interest on deposits). These categories of policy
interest were described in the legislative history as
expansions on the items to be taken into account
for the policyholders’ share.12 By contrast, “required
interest,” which was a term specifically used and
defined in prior law, is not defined in the current
Code, nor is it explained in the legislative history of
the 1984 Act except by inclusion in a reference to
“amounts in the nature of interest” and the state-
ment that the 1984 Act proration formula is based
on the formula used under the 1959 Act in comput-
ing gains from operations.13 Thus, we have to look
to prior law for the definition of required interest.14
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10 I.R.C. § 812(b)(1).

11 See 1984 Senate Report at 558.  See also Tech. Adv. Mem. 200038008 (June 13, 2000).

12 See 1984 House Report at 1431; 1984 Senate Report at 558.

13 See 1984 House Report at 1430 and 1431; 1984 Senate Report at 557 and 558.

14 Rev. Rul. 2003-120, 2003-2 C.B. 1154, considered the issue of what is the amount of reserves used to calculate “required interest”
under I.R.C. § 812(b)(2)(A).  This ruling recognizes that, although required interest plays a significant part in determining the pol-
icyholders’ share, I.R.C. § 812(b)(2) provides no guidance regarding the method for calculating required interest.  The ruling looks
to the legislative history of I.R.C.§ 812 and applies the rules of prior-law I.R.C. § 809(a)(2), concluding that required interest must
be calculated using the mean of the amount of the reserves at the beginning and end of the taxable year.  Rev. Rul. 2003-120 con-
cludes this, presumably, even though insurance companies may be capable of actuarially determining the actual amount of “interest”
credited to the reserves for the taxable year.



What is “required interest” under prior law? —
Generally, under prior-law I.R.C. § 809(a)(2), the
1959 Act defined “required interest” for any taxable
year as the sum of the amount of qualified guaranteed
interest and the amounts obtained by multiplying — 

(A) each rate of interest required, or assumed by
the taxpayer, in calculating the reserves
described in section 810(c) [the predecessor of
I.R.C. § 807(c)], by

(B) the means of the amount of such reserves com-
puted at that rate at the beginning and end of
the taxable year.

Although that general definition referenced using the rate
of interest assumed in calculating reserves, prior-law
I.R.C. § 801(g)(5) provided a special rule for determining
the rate to be used for required interest in the case of
reserves based on segregated asset accounts. Under the
special rule, the rate of interest assumed by the company
for purposes of computing required interest under prior-
law I.R.C. § 809(a)(2) was a rate equal to the current
earnings rate of the segregated assets, adjusted for
amounts withheld (or retained) from such earnings and
not credited to the policyholders’ account.15 Like the
Code provisions, the regulations under the 1959 Act,
which are to provide guidance for how current law oper-
ates, provide general rules for computing required interest
(Treas. Reg. § 1.809-2(d)), but provide special rules for
contracts with reserves based on segregated asset accounts
(Treas. Reg. § 1.801-8(e)). Thus, under both the 1959
Act and the current Code, whether or not a special rule
for determining required interest applies depends on

whether the required interest computation is with respect
to contracts based on segregated asset accounts (i.e., vari-
able contracts).

How does proration apply with respect to variable con-
tracts? — As discussed above, I.R.C. § 812 sets forth
the general proration rules for life insurance compa-
nies,16 providing rules for computing the company’s
share and the policyholders’ share of net investment
income. However, I.R.C. § 817 sets forth special rules
for the treatment of variable contracts.17 Specifically,
I.R.C. § 817(c) provides that — 

. . . a life insurance company which issues variable
contracts shall separately account for the various
income, exclusion, deduction, assets, reserve and
other liability items properly attributable to such
variable contracts.

I.R.C. § 812 and the determination of the policyhold-
ers’ and company’s shares specifically are used to deter-
mine the amount of a life insurance company’s tax-
exempt interest exclusion and dividends-received
deduction. In explaining these separate accounting
rules, the legislative history states that, “[f ]or example,
with respect to variable contracts, the company’s share
of dividends received, and the policyholders’ share of
tax-exempt interest . . . , will be determined with refer-
ence to the income and deduction items attributable to
the underlying separate account.”18 Again, where the
provisions of the Code are based on prior law, in the
absence of contrary guidance in the legislative history
of the 1984 Act, the regulations, rulings and case law
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15 The fact that prior law provided a special rule for determining required interest apart from the general rule was consistent with how the
rules for contracts with reserves based on segregated asset accounts were provided generally.  That is, the special rules for such contracts
were provided in I.R.C. § 801(g), separate and apart from the general rules for computing taxable investment income under prior-law
I.R.C. §§ 804 and 805, and from the general rules for computing gain or loss from operations under I.R.C. § 809.  Similarly, under
current law, I.R.C. § 817 provides special rules for variable contracts based on segregated asset accounts, which likewise are apart from
the general rules set forth in Part I of subchapter L.

16 There is a provision that applies to non-life insurance companies that reduces a company’s losses incurred by 15 percent of the compa-
ny’s tax-exempt interest and dividends qualifying for the DRD, which effectively reduces the tax benefit from such tax-exempt income
items by 15 percent. See I.R.C. § 832(b)(5)(B).  Although the legislative history of the provision refers to it as a “proration provision”
and gives the reason for its adoption as being that “it is not appropriate to fund loss reserves on a fully deductible basis out of income
which may be, in whole or in part, exempt from tax” (H.R. Rep. No. 426, 99th Cong., 1st Sess. 670 (1985)), the provision applicable
to non-life insurance companies is not based on a measurement of the investment earnings credited to the loss reserves (i.e., the change
in the discounted amount).  Unlike the computation of required interest, and the policyholders’ share and the company’s share under
I.R.C. § 812, Congress simply deemed 15 percent to be the appropriate reduction in tax benefits from such tax-exempt income amount
for non-life insurance companies.

17 The I.R.C. § 817(d) definition of “variable contract” mimics the prior-law I.R.C. § 801(g)(1) definition of “a variable annuity contract”
and “a contract with reserves based on a segregated asset account,” but generalizes the specific requirements of prior law to include vari-
able life insurance as well.

18 1984 House Report at 1420; 1984 Senate Report at 546.
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under prior law were intended to serve as
interpretative guides to the current law pro-
visions.19

Keeping in mind the separate accounting
requirement for items attributable to vari-
able contracts, under I.R.C. § 812(a) and
(b), the company’s share with respect to a
segregated asset account is the percentage obtained by
dividing the company’s share of the net investment
income of the account by the net investment income
(NII) of such account.20 The company’s share of the
net investment income is equal to the excess (if any)
of (i) net investment income, over (ii) the sum of pol-
icy interest plus the gross investment income’s pro-
portionate share of policyholder dividends for the
year.21 Although I.R.C. § 812(b)(2) defines policy
interest as the sum of four amounts — required inter-
est, the deductible portion of excess interest, the
deductible portion of any amount credited to a poli-
cyholder’s fund under a pension plan contract for
employees (other than retired employees) or a
deferred annuity contract before the annuity starting
date that is not covered by one of the first two
amounts, and interest on amounts left on deposit
with the company — for variable contracts based on
segregated asset accounts, required interest is general-
ly the only amount taken into account in determin-
ing the company’s share.22 Thus, the company’s share
of net investment income attributable to assets held
in segregated accounts for variable contracts would be
determined simply by subtracting the required inter-
est for such contracts from the statutorily defined net
investment income for the accounts.

How is required interest computed for variable con-
tracts under current law? — As discussed earlier, the
current-law provisions for both proration and for vari-
able contracts are drawn directly from prior law. The
proration rules are intended to operate like those for
determining gain or loss from operations under prior
law with a significant simplification of defining net
investment as a percentage of gross investment income
in lieu of the prior-law investment yield computation.
By the same token, the provisions applicable for vari-
able contracts are intended to operate as they had
under prior law with two significant changes: (1) the
basis adjustment provisions previously applicable only
with respect to pension plan contracts were extended
to all variable contracts; and (2) diversification require-
ments for variable contracts were adopted.23 Consistent
with the conclusion that I.R.C. § 812(b)(2) is to be
applied as it was under prior law,24 prior-law I.R.C. §
801(g)(5)(A), which provided a specific rule for deter-
mining the “interest rate assumed” (for purposes of
prior-law I.R.C. § 809(a)(2)) for contracts with
reserves based on segregated asset accounts, should
apply for variable contracts accounted for under I.R.C.
§ 817(c).

… the current-law provisions for both

proration and for variable contracts are

drawn directly from prior law.

19 See 1984 House Report at 1401; 1984 Senate Report at 524.  Note that the separate accounting language of I.R.C. § 817(c) is drawn
directly from prior-law I.R.C. § 801(g)(3).  Also, I.R.C. § 817(f)(1), like prior-law I.R.C. § 801(g)(2), further provides that, for purpos-
es of defining life insurance reserves, “the reflection of investment return and the market value of the segregated assets account shall be
considered an assumed rate of interest.”  Even though not repeated statutorily under current law, prior-law I.R.C. § 801(g)(5) sets forth
a rule for determining, “with respect to life insurance reserves based on segregated asset accounts, . . . the rate of interest assumed by the
taxpayer” to be used for computing required interest.

20 See I.R.C. § 812(a).  For a segregated asset account, NII is 95 percent of gross investment income (GII) (I.R.C. § 812(c)(2)).

21 I.R.C. § 812(b)(1).

22 Variable contracts generally provide that, after certain amounts are withheld by the company for payment to the general account or to
third parties (e.g., charges relating to contract guarantees, administration and investment management), all other investment earnings of
the segregated asset account are credited to the separate account fo r the policyholder.  Generally, the segregated asset account is not avail-
able to general account creditors, and vice versa.  Variable contracts generally do not receive policyholder dividends or excess interest from
the general account (except for any portion of the contract that may be invested in the general account).

23 See 1984 House Report at 1419; 1984 Senate Report at 545.

24 See Rev. Rul 2003-120, supra.
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The IRS correctly applied this conclusion in technical
advice memoranda addressing how required interest
should be computed for variable contracts.25 Those mem-
oranda recognize that the statutory reference to “another
appropriate rate” in I.R.C. § 812(b)(2) is an indication
that the greater of the prevailing State assumed rate
(PSAR) or the applicable Federal interest rate (AFIR)
might not always be the appropriate rate to account for the
required interest credited on reserves (i.e., the amount,
adjusting for premiums added and withdrawals under the
contract, that must be credited to opening reserves to
result in the closing reserve amount).26 One of the techni-
cal advice memoranda explains the nature of the required
interest computation for variable contracts, as follows:

[W]e believe that § 812(b)(2)(A)’s reference to
“required interest … on reserves under § 807(c)”
indicates that a separate account’s required interest
should reflect the amount of the separate account's
net investment income that is deducted by the life
insurance company under §§ 805(a)(2) and 807(b)
through an increase in reserves. (Emphasis added) In
other words, the amount of required interest under §
812(b)(2)(A) should reflect the amount of a separate
account's net investment income which, when added
to the opening balance of Taxpayer’s variable annuity
reserves under § 807(c) will produce a sum equal to
the closing balance of Taxpayer’s closing balance of
[sic] variable annuity reserves under § 807(c), after
making adjustments for premium contributions and
benefit payments during the year, as well as any
appreciation or depreciation in the value of the sepa-
rate account assets.27

This explanation recognizes that proration allocates each
and every type of investment income for the taxable year
(whether fully taxable or tax-favored) between the poli-
cyholders and the company and that, conceptually, the
policyholders’ share attempts to measure the actual
investment earnings credited to the contracts and
reflected in the reserves for the taxable year. By defini-
tion, variable contracts reflect the investment return and
market value of the segregated asset accounts in which
contract funds are invested. Thus, to the extent variable
contract reserves reflect such investment return and
market value, the amount of required interest credited to
variable contract reserves must be based on a retrospec-
tive computation (i.e., that the year-end reserve is the
opening balance, plus any added premiums and earnings
credited, less any expense charges or amounts paid out
from the contract).28

The prior-law rules for determining “the rate of interest
assumed” for variable contracts and the computation of
“required interest” are designed to measure the net invest-
ment income actually credited to the variable contract
during the taxable year, to the extent that the contract val-
ues reflect the investment return and market value of a
segregated asset account. Specifically, prior-law directs
that the rate of interest assumed for purposes of comput-
ing required interest for variable contracts should be — 

. . . the current earnings rate. . . reduced by the per-
centage obtained by dividing – 

(i)  any amount retained with respect to all of
the reserves based on a segregated asset
account by the life insurance company

25 Both Tech. Adv. Mem. 200038008, supra, and Tech. Adv. Mem. 200339049 (Aug. 20, 2003) considered aspects of the calculation of
required interest for variable contracts (i.e., contracts with reserves based on segregated asset accounts), and indicate that it must be deter-
mined consistent with prior-law rules as they applied to such contracts, but taking into account changes made to simplify the calcula-
tion. Consistent with the rules under prior-law,  both look to the return on the separate account assets underlying the variable contracts
to determine the rate for calculating required interest.

26 Specifically, Tech. Adv. Mem. 200339049 quotes the legislative history of I.R.C. § 817’s separate accounting requirement (see 1984
House Report at 1420; 1984 Senate Report at 546, supra) and states: 

[t]he general definition of required interest under § 812(b)(2)(A) does not apply to a life insurance company’s reserves for variable
contracts because these reserves are based on the market value and investment returns of the assets in the separate account, rather than
a prescribed interest rate under § 807(c) or § 807(d).  Therefore, in accordance with the flush language at the end of § 812(b)(2), the
required interest under § 812(b)(2) for a life insurance Company’s variable contracts must be determined using “another appropriate
rate.”

27 Tech. Adv. Mem. 200339049, supra.

28 This is unlike the situation for fixed contracts with benefit guarantees, which do not provide that a portion of actual investment earn-
ings will be credited to the contract values. For fixed contracts, the reserves held by the company are a theoretical estimate of the com-
pany’s future liabilities under the contract, discounted at an assumed rate of interest. Because the opening and closing reserves for fixed
contracts are both prospectively computed theoretical estimates, using the same assumed interest rate (and other computational
assumptions), the amount of “interest” deemed credited to such reserves can be measured retrospectively by that same assumed inter-
est rate.  However, the reserves for such contracts do not reflect actual investment earnings of any designated assets.



from gross investment income . . . on seg-
regated assets, to the extent such retained
amount exceeds the deductions allowable
under section 804(c) [deductible invest-
ment expenses] which are attributable to
such reserves, by

(ii) the means of such reserves;29

Whether used for computing a taxable income base30

or for prorating tax-exempt income items, the provi-
sion quoted above provides guidance for determining
the rate at which investment earnings in the separate
account has been credited to the policyholders and
the amount of such earnings credited (i.e., required
interest). In fact, it actually measures the earnings rate
required to be credited to the variable contract per the
terms of the contract.

Under prior-law I.R.C. § 805(b)(2), the current earn-
ings rate was equal to the company’s investment yield
for the taxable year divided by the mean of the com-
pany’s assets at the beginning and end of the taxable
year. Thus, beginning with the current earnings rate,
the instructions for determining the interest rate
assumed for contracts with reserves based on segregat-
ed asset accounts can be expressed by the following
algebraic formula:

Assuming that the mean of the assets equals the mean of
the reserves,32 this formula can be expressed further as:

Which is the same as:

Or, more simply stated, the interest rate assumed for
required interest for contracts based on a segregated
asset account was determined by the following 
formula:

Variable contracts by their terms require the company to
credit all investment earnings in excess of the charges
and expenses that the company subtracts from the segre-

SEPTEMBER 2007  311

4412continued 

29 Prior-law I.R.C. § 801(g)(5)(A); Treas. Reg. § 1.801-8(e)(1).

30 That is, either the Phase I taxable investment income base or the Phase II gain or loss from operations under the 1959 Act.

31 Note that, because deductible investment expenses were part of the amount retained and the amount retained also included the prof-
it margin charged by the company, the amount retained would always be in excess of the deductible investment expenses.

32 Under prior-law, the mean of the assets equaled the mean of the reserves if the segregated asset account contained no seed money (i.e.,
money unrelated to any contract invested in the account). However, whereas prior-law I.R.C. § 801(g)(3) provided that the compa-
ny should separately account for various income, exclusion, deduction, asset, reserve and other liability items properly attributable to
“such segregated asset accounts,” I.R.C. § 817(c) provides such separate accounting for those same items properly attributable to “such
variable contracts.” If this change is read as indicating that a company should separately account for those items attributable to assets
of a segregated asset account that are properly attributable to contract reserves, under current law the mean of reserves in the above
formula always will equal the mean of the assets. 

Amt. Retained in 
Invest. Yield less excess of Invest. Exp.31

Mean of Assets Mean of Reserves

(GII, less (Amt. Retained,
Invest. Exp) less less Invest. Exp.)

Mean of Assets

GII, less Invest. Exp, less Amt. Retained, plus Invest. Exp.

Mean of Assets

GII, less Amt. Retained

Mean of Assets
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gated assets account. Thus, the guidance provided under
prior-law accurately determines the rate at which “inter-
est” is actually credited to a variable contract.33 This guid-
ance easily can be implemented to reflect current-law sim-
plifications. Given the statutory definition of NII, for
purposes of applying current law, the current earnings rate
would be NII divided by the mean of the assets in the seg-
regated asset account at the beginning and end of the tax-
able year. Also, given the definition of NII for segregated
asset accounts is 95 percent of GII, then deductible
investment expenses would be 5 percent of GII.34

What is the reserve taken into account in computing
required interest with respect to variable contracts? — As
previously discussed, the provisions of both I.R.C. § 812
and I.R.C. § 817 are like their respective predecessors in
many ways; Congress intended that these provisions be
interpreted consistent with prior law, except to the extent
they differed from prior law. The current proration com-
putation is like that used for the computation of gains and
losses under the 1959 Act, which provided that required
interest was computed based on the interest rate assumed
in computing reserves, but I.R.C. § 812(b)(2)(A) specifi-
cally says that required interest should be computed at the
higher of the PSAR or the AFIR, which are the rates pre-
scribed for life insurance reserves computed under I.R.C.
§ 807(d)(2). Given that the tax reserve computation rules
under I.R.C. § 807(d) do not differentiate between fixed
and variable contracts, should a company conclude that it
is supposed to compute required interest for variable con-
tracts based on the AFIR (or PSAR) if the company com-
putes CARVM or CRVM tax reserves for such contracts?
The short answer is “no.”

Although I.R.C. § 807(d) does not differentiate between
fixed and variable contracts, I.R.C. § 817 does differen-
tiate variable contracts from fixed contracts by providing
special rules. Specifically, the flush language of the defi-

nition of “variable contract” contains the following
direction — 

Paragraph (3) [the requirement that variable con-
tracts reflect the investment return and market
value of the segregated asset account] shall be
applied without regard to whether there is a guaran-
tee, and obligations under such guarantee which
exceed obligations under the contract without regard to
such guarantee shall be accounted for as part of the
company’s general account. (Emphasis added.)

This sentence was added as a technical correction to the 1984
Act. It was adopted as part of the conference report for the
Tax Reform Act of 1986 with the following statement — 

i. Variable contracts with guarantees. — Certain vari-
able life insurance contracts with guarantees are
treated as variable contracts under section 817
with a special effective date.35

A more expanded explanation was provided by the staff
of the Joint Committee on Taxation, as follows — 

The Act clarifies the definition of a variable contract
to provide that variable life insurance or variable
annuity contracts with guarantees are treated as vari-
able contracts. In the case of such contracts with guar-
antees, the requirements relating to investment return
and market value of the segregated asset account are
applied without regard to whether there is a guaran-
tee. The Act further provides that obligations under such
a guarantee that exceed the obligations under the con-
tract without regard to the guarantee are accounted for as
part of the company’s general account (i.e., not as part of
the segregated account). (Emphasis added.)36

Whereas the conference report contains only a cryptic

33 The total return for the taxable year for the assets in a segregated asset account will take into account both the investment income
return (i.e., dividends and interest) and the market value (i.e., appreciation/depreciation) of assets in the segregated asset account.
I.R.C. § 817(a) requires that the company adjust closing reserves for all such appreciation or depreciation for purposes of determin-
ing increases and decreases in reserves for the taxable year.  This effectively allocates all gains and losses in the value of the assets to
the policyholder.  The policyholders’ share of the actual NII on the assets in the segregated asset account makes up the difference to
account for what was credited to the contract reserves to the extent such reserves can be said to reflect investment return and mar-
ket value of the account.

34 See Tech. Adv. Mem. 200038008, supra. This articles does not address whether GII includes/excludes short-term capital gains (see
Tech. Adv. Mem. 200330002 (Dec. 12, 2002)) or whether the “amount retained” includes certain charges/expenses or should be
adjusted if the separate account has no investment expenses (see Tech. Adv. Mem. 200339049, supra).

35 H.R. Conf. Rep. No. 841 (Vol. II), 99th Cong., 2d Sess. 848 (1986).

36 Staff of Jt. Comm. on Tax’n, 99th Cong., 2d Sess., Explanation of the Technical Corrections to the Tax Reform Act of 1984 and
Other Recent Tax Legislation 98 (Comm. Print 1987) (1986 Blue Book for Technical Corrections).



reference to variable life insurance contracts, the expla-
nation of the 1986 Blue Book for Technical Corrections
more accurately describes the actual statutory language
added to I.R.C. § 817(d). If there was a question of
whether a variable contract with guarantees might fail
the statutory definition of variable contract when the
guaranteed benefits are applicable due to poor invest-
ment performance or a drop in market value of the seg-
regated asset account,37 the first portion of the flush
statutory provision addresses this issue. However, the
statute goes further and directs the company on how to
account, for tax purposes, for the reserves for benefits
under the contract that are guaranteed versus not guar-
anteed.38 To the extent that the required reserves for a
variable contract exceed the benefit amounts not guar-
anteed in the contract (i.e., the account value or the cash
surrender value during the period that surrender charges
are applicable), for tax purposes, such amounts are
accounted for as part of the general account, leaving
only the amount not guaranteed to be accounted for as
part of the segregated asset account. Thus, I.R.C. §
817(d) prescribes the reserve amount for which there
should be separate accounting under I.R.C. § 817(c) —
that is, the reserve amount based on the segregated asset
account and not guaranteed under the contract.

As previously discussed, CRVM and CARVM reserve
computations are both prospective, theoretical estimates
of future liabilities for guaranteed benefits under the
contracts, discounted at some assumed rate of interest.

For tax purposes, that interest rate is the greater of the
PSAR or the AFIR. When the federally prescribed
reserve computed under I.R.C. § 807(d)(2) exceeds the
net surrender value of a variable contract, it is because
the guarantees under the contract are requiring a reserve
in excess of that net surrender value (the benefit not
guaranteed under the contract). I.R.C. § 817(d) directs
the company to split the reserve for the contract so that
only the net surrender value (derived from the non-guar-
anteed account value) is accounted for as part of the seg-
regated account. The required interest for the excess of
the CRVM or CARVM tax reserve over the net surren-
der value, which is accounted for as part of the compa-
ny’s general account, may be determined properly by
using the AFIR (or PSAR).39 For the net surrender value,
which is accounted for as part of the segregated asset
account, and which reflects the investment return and
market value of the segregated asset account (because it
is not guaranteed), one has to conclude that required
interest properly is computed by reference to the actual
investment earnings of the account under the guidance
provided by prior law.

Did the NAIC’s adoption of Actuarial Guideline 34
(AG 34) change how proration applies for segregated
asset accounts? — Prior to 1998, practices varied as to
how CARVM reserves were computed for variable annu-
ity contracts that provided guaranteed minimum death
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37 A classic example of when this could occur would be when a variable life insurance contract has a guaranteed minimum death benefit
equal to premiums paid into the contract and the variable account value decreases below that death benefit amount because of a severe
down-turn in the market value of the segregated account assets.

38 There is no reference in the legislative history of the flush language of  I.R.C. § 817(d) to statutory accounting principles.  Thus, this
tax rule might be viewed as operating independently of how the company accounts for variable contract obligations on its annual state-
ments (the Blue Book and the Green Book).

39 Under the original 1984 Act provision, I.R.C. § 812(b)(2)(A) referred to using the PSAR for required interest.  This was changed to
“the greater of the PSAR or the AFIR” when similar language was adopted for computing tax reserves under I.R.C. § 807(d)(2) as part
of the Tax Reform Act of 1987 (P.L. 100-203, § 10241(a) and (b)(2)(B)(i)-(ii)).  As originally drafted, the prescription to use the PSAR
for required interest might have been viewed as a necessary complement to the inclusion of the deductible portion of excess interest
under I.R.C. § 812(b)(2)(B) because “excess interest” was (and still is) defined as an amount in the nature of interest credited to policy-
holders “in excess of the interest determined at the prevailing State assumed rate for such contract.”  I.R.C. § 808(d)(1)(B).  For statu-
tory reserves, it might be assumed that a company would use an assumed interest rate that was lower than the PSAR for tax reserves so
that the interest amount deemed to be credited to tax reserves would be greater than that determined at the interest rate for statutory
reserves.  Because statutory excess interest was interest credited to the contract in excess of that deemed credited to the reserves at the
assumed rate of interest, excess interest for tax purposes was defined in terms of the interest deemed credited to the tax reserves at the
rate assumed for computing tax reserves (i.e., the PSAR).  Given the general guidance that the company’s share under I.R.C. § 812
should be determined as it was under prior law for the computation of gains or losses from operations, but for the reference to the PSAR
in I.R.C. § 812(b)(2)(A), a company may have concluded that required interest for fixed contracts could be computed using the inter-
est rate assumed in determining statutory reserves (i.e., the reserves used under prior-law I.R.C. § 809), potentially resulting in an under-
statement of the amount of policy interest because the amount of deductible excess interest would have been determined based on using
the PSAR.  When Congress changed the reference to the PSAR to the greater of the PSAR or the AFIR, it failed to change the defini-
tion of excess interest.
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benefits. After AG 34 clarified how the aggregate
CARVM reserves for these contracts are to be comput-
ed, a life insurance company might hold CARVM
reserves for these contracts in its annual statement for its
separate accounts (Green Book). Does the fact that a
company reports CARVM reserves in the Green Book
require the company to report CARVM tax reserves for
the segregated asset account and to compute required
interest using the AFIR (or the PSAR) instead of anoth-
er appropriate rate determined under the 1959 Act
approach? Again, the short answer is “no.” Regardless of
how a company reports reserves on its Green Book, the
last sentence of I.R.C. § 817(d) directs the company to
account for any obligations under a guarantee that
exceed the contract obligations that are not guaranteed
as part of the company’s general account (and not as part
of the segregated asset account) for tax purposes.
Accordingly, any Green Book CARVM tax reserve in
excess of a variable annuity contract’s net surrender value
should be accounted for as part of the company’s gener-
al account and not as part of the segregated asset
account. In addition to being contrary to the plain lan-
guage of the Code, the use of the AFIR (or PSAR) to
compute required interest for reserves based on segregat-
ed asset accounts would be inconsistent with the basic
concept of proration and required interest,40 and with
Congress’ intent that proration operate generally as it
had under prior-law.41

Conclusion
Although proration of the DRD for segregated asset
accounts has created confusion among tax practitioners
and resulted in several technical advice memoranda, the
operation of I.R.C. § 812 is really relatively straightfor-
ward. Under I.R.C. § 812, another appropriate rate is
used to determine required interest for a segregated asset
account because neither the AFIR nor the PSAR repre-
sents the rate of earnings that is actually credited to the
policyholders’ account for the taxable year.  This is so
even if CRVM or CARVM reserves are reflected in the
Green Book or used for tax purposes in the general
account.  Application of the 1959 Act principles pro-

vides a formula for determining the interest to be used
for required interest for a segregated asset account that
allocates investment income to the company to the
extent of the retained amount and the remaining invest-
ment income to the policyholders.  Accordingly, use of
the 1959 Act principles, adjusted to reflect the 1984
Act’s simplifications for computing NII, appropriately
determines the rate at which investment earnings are
credited to the policyholders’ accounts during the tax-
able year.

40 That is, to measure the amount that, when added to opening reserves, results in the closing reserve amount.  This position also would be
inconsistent with the justification that disallowance of the policyholders’ share prevents the company from enjoying a double benefit
caused by deductible dividends received amounts being used to fund increases in reserves because the position ignores the fact that the
closing reserve amount might be based in part on appreciation in the assets of the segregated asset account and the company receives no
increase in reserve deduction for such appreciation in assets.  See I.R.C. § 817(a)(1).

41 It would be an unlikely position to have been upheld under prior-law because such a position would arbitrarily maximize the policyhold-
ers’ share and minimize the company’s share.  It could have significantly diminished the taxable income base for the company under prior
law.
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Author’s Note — After this article was written, the
IRS issued Rev. Rul. 2007-54, 2007-38 I.R.B. __
(Aug. 16, 2007), which concludes that, if the Federally
prescribed reserves for the aggregate benefits of a vari-
able contract exceed the net surrender value of the
contract, required interest for that contract must be
computed using the interest rate prescribed for the
reserve computation under I.R.C. § 807(d)(2)(B) (i.e.,
the higher of the AFIR or PSAR). The ruling acknowl-
edges that certain variable contract reserves are to be
accounted for as part of the general account and oth-
ers as part of the segregated asset account under I.R.C.
§ 817(d), but concludes that general account and seg-
regated asset account reserves for variable contracts are
combined for the life insurance reserve taken into
account under I.R.C. § 807(c)(1). Concluding that
there is only a single reserve under I.R.C. § 807(c)(1)
for a variable contract, the ruling further concludes
that there is no separate proration calculation for seg-
regated asset account reserves. As authority for how
required interest is computed, the ruling cites Rev.
Rul. 2003-120 but not the legislative history of the
1984 Act and the rules for required interest under the
1959 Act that are cited therein. Because Rev. Rul.
2007-54 seems to ignore the separate accounting
requirement of I.R.C. § 817(c) for reserves and deduc-
tions, and because its application will result in a dis-
torted required interest amount for variable contract
reserves, the life insurance industry can be expected to
challenge the ruling’s conclusions vigorously.3


