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1959 1960 1961 1962 

Added by reason of 
election under 
sec. 815(d)(1) ..... 0 0 0 ............

Subtracted (distribu-
tions) ................... 0 40.00 40.00 ............

Policyholders surplus 
account— 
At beginning of year 0 0 10.00 20.00 
Added for year ........ 0 10.00 10.00 ............
Subtracted (distribu-

tions) ................... 0 0 0 ............
Subtracted (by rea-

son of election 
under sec. 
815(d)(1)) ............ 0 0 0 ............

Tax base (sec. 
802(b)(3)) ................ 0 0 0 ............

Tax (sec. 802(b)(3) 
base) ....................... 0 0 0 ............

As a result of the loss from operations for 
1962, the election under section 815(d)(1) for 
the taxable year 1959 has become inappli-
cable in its entirety since the balance in the 
policyholders surplus account at the end of 
1959, as recomputed, is zero. Thus, S would be 
entitled to a total refund of $7.50 for the tax-
able year 1959. Of this amount, $4.50 is due to 
the recomputation of the section 802(b)(1) 
and (2) tax base and $3 to the amount of tax 
paid by reason of the election under section 
815(d)(1). 

[T.D. 6535, 26 FR 545, Jan. 20, 1961] 

MISCELLANEOUS PROVISIONS 

§ 1.817–1 Taxable years affected. 
Except as otherwise provided therein, 

§§ 1.817–2 through 1.817–4 are applicable 
only to taxable years beginning after 
December 31, 1957, and all references to 
sections of part I, subchapter L, chap-
ter 1 of the Code are to the Internal 
Revenue Code of 1954, as amended by 
the Life Insurance Company Income 
Tax Act of 1959 (73 Stat. 112) and sec-
tion 3 of the Act of October 23, 1962 (76 
Stat. 1134). 

[T.D. 6886, 31 FR 8689, June 23, 1966] 

§ 1.817–2 Treatment of capital gains 
and losses. 

(a) In general. For taxable years be-
ginning after December 31, 1958, and be-
fore January 1, 1962, if the net long- 
term capital gain (as defined in section 
1222(7)) of any life insurance company 
exceeds its net short-term capital loss 
(as defined in section 1222(6)), section 
802(a)(2) prior to its amendment by sec-
tion 3 of the Act of October 23, 1962 (76 
Stat. 1134), imposes a separate tax 

equal to 25 percent of such excess. For 
taxable years beginning after Decem-
ber 31, 1961, if the net long-term capital 
gain of any life insurance company ex-
ceeds its net short-term capital loss, 
section 802(a)(2) imposes an alternative 
tax in lieu of the tax imposed by sec-
tion 802(a)(1), if and only if such alter-
native tax is less than the tax imposed 
by section 802(a)(1). Except as modified 
by section 817 (rules relating to certain 
gains and losses), the general rules of 
the Code relating to gains and losses, 
such as subchapter O (relating to gain 
or loss on disposition of property), sub-
chapter P (relating to capital gains and 
losses), etc., shall apply with respect to 
life insurance companies. 

(b) Modification of section 1221 and 
1231. (1) In the case of a life insurance 
company, section 817(a)(1) provides 
that for purposes of applying section 
1231(a) (relating to property used in the 
trade or business and involuntary con-
versions), the term property used in the 
trade or business shall be treated as in-
cluding only: 

(i) Property used in carrying on an 
insurance business, of a character sub-
ject to the allowance for depreciation 
under section 167 (even though fully de-
preciated), held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months taxable years begin-
ning in 1977), and real property used in 
carrying on an insurance business, held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months taxable years beginning in 
1977), and which is not: 

(a) Property of a kind which would 
properly be includible in the inventory 
of the taxpayer if on hand at the close 
of the taxable year; 

(b) Property held by the taxpayer pri-
marily for sale to customers in the or-
dinary course of business; or 

(c) A copyright, a literary, musical, 
or artistic composition, a letter or 
memorandum, or similar property held 
by a taxpayer described in section 
1221(3). In the case of a letter, memo-
randum, or property similar to a letter 
or memorandum, this subdivision (c) 
applies only to sales and other disposi-
tions occurring after July 25, 1969. 

(ii) The cutting or disposal of timber, 
or the disposal of coal or iron ore, to 
the extent considered arising from a 
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sale or exchange by reason of the provi-
sions of section 631 and the regulations 
thereunder. 

(2) In the case of a life insurance 
company, section 817(a)(2) provides 
that for purposes of applying section 
1221(2) (relating to the exclusion of cer-
tain property from the term capital 
asset), the reference to property used 
in trade or business shall be treated as 
including only property used in car-
rying on an insurance business. 

(3) Section 1231(a), as modified by 
section 817(a)(1) and subparagraph (1) of 
this paragraph, shall apply to recog-
nized gains and losses from the fol-
lowing: 

(i) The sale, exchange, or involuntary 
conversion of the following property, if 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months taxable years beginning in 
1977): 

(a) The home office and branch office 
buildings (including land) owned and 
occupied by the life insurance com-
pany; 

(b) Furniture and equipment owned 
by the life insurance company and used 
in the home office and branch office 
buildings occupied by the life insur-
ance company; and 

(c) Automobiles and other depre-
ciable personal property used in con-
nection with the operations conducted 
in the home office and branch office 
buildings occupied by the life insur-
ance company. 

(ii) The involuntary conversion of 
capital assets held for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months taxable years be-
ginning in 1977). 

(iii) The cutting or disposal of tim-
ber, or the disposal of coal or iron ore, 
to the extent considered arising from a 
sale or exchange by reason of the provi-
sions of section 631 and the regulations 
thereunder. 

(4) Section 1221(2), as modified by sec-
tion 817(a)(2) and subparagraph (2) of 
this paragraph, shall include only the 
following property; 

(i) The home office and branch office 
buildings (including land) owned and 
occupied by the life insurance com-
pany; 

(ii) Furniture and equipment owned 
by the life insurance company and used 

in the home office and branch office 
buildings occupied by the life insur-
ance company; and 

(iii) Automobiles and other depre-
ciable personal property used in con-
nection with the operations conducted 
in the home office and branch office 
buildings occupied by the life insur-
ance company. 

(5) If an asset described in subpara-
graph (3) (i)(a), (b), or (c) or subpara-
graph (4) of this paragraph, or any por-
tion thereof, is also an ‘‘investment 
asset’’ (an asset from which gross in-
vestment income, as defined in section 
804(b), is derived), such asset, or por-
tion thereof, shall not be treated as an 
asset used in carrying on an insurance 
business. Accordingly, the gains or 
losses from the sale or exchange (or 
considered as from the sale or ex-
change) of depreciable assets attrib-
utable to any trade or business, other 
than the insurance trade or business, 
carried on by the life insurance com-
pany, such as operating a radio station, 
housing development, or a farm, or 
renting various pieces of real estate 
shall be treated as gains or losses from 
the sale or exchange of a capital asset 
unless such asset is involuntarily con-
verted (within the meaning of para-
graph (e) of § 1.123–1). 

(c) Illustration of principles. The provi-
sions of section 817(a) and this section 
may be illustrated by the following ex-
amples: 

Example 1. L, a life insurance company, has 
recognized gains and losses for the taxable 
year 1959 from the sale or involuntary con-
version of the following items: 

Gains Losses 

Stocks, held for more than 6 
months ........................................ $100,000 ..................

Bonds, held for more than 6 
months ........................................ .................. $5,000 

Housing development, held for 
more than 6 months ................... .................. 400,000 

Branch office building owned and 
occupied by L, held for more 
than 6 months ............................ .................. 115,000 

Furniture and equipment used in 
the investment department, held 
for more than 6 months ............. 30,000 ..................

Radio station, held for more than 6 
months ........................................ 200,000 ..................

Involuntary conversion of apart-
ment building, held for more 
than 6 months ............................ 7,000 ..................

The recognized gains and losses from the sale 
of the stocks, bonds, housing development, 
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and radio station shall be treated as gains 
and losses from the sale of capital assets 
since such items are capital assets within 
the meaning of section 1221 (as modified by 
section 817(a)(2)). Accordingly, the provisions 
of section 1231 shall not apply to the sale of 
such capital assets. However, the provisions 
of section 1231 (as modified by section 
817(a)(1)) shall apply to the sale of the branch 
office building and the furniture and equip-
ment, and the apartment building involun-
tarily converted. Since the aggregate of the 
recognized losses ($115,000) exceeds the aggre-
gate of the recognized gains ($37,000), the 
gains and losses are treated as ordinary 
gains and losses. 

Example 2. Y, a life insurance company, 
owns a twenty-story home office building, 
having an adjusted basis of $15,000,000, ten 
floors of which it rents to various tenants, 
one floor of which is utilized by it in oper-
ating its investment department, and the re-
maining nine floors of which are occupied by 
it in carrying on its insurance business. If in 
1960, Y sells the building for $10,000,000, Y 
must first apportion its basis between that 
portion of the building (one-half) used in car-
rying on an insurance business, and that por-
tion of the building (one-half) classified as 
an ‘‘investment asset’’, before it can deter-
mine the character of the loss attributable 
to each portion of the building. For such pur-
pose, the one floor utilized by Y in operating 
its investment department is treated as used 
in carrying on an insurance business. Assum-
ing that each portion of the building bears 
an equal (one-half) relation to the basis of 
the entire building, Y (without regard to sec-
tion 817(b)) would have a $2,500,000 ordinary 
loss on that portion used in carrying on an 
insurance business (assuming that Y had no 
gains subject to section 1231), and a $2,500,000 
capital loss on that portion of the building 
classified as an investment asset. 

[T.D. 6558, 26 FR 2782, Apr. 4, 1961, as amend-
ed by T.D. 6841, 30 FR 9308, July 27, 1965; T.D. 
6886, 31 FR 8689, June 23, 1966; T.D. 7369, 40 FR 
29840, July 16, 1975; T.D. 7728, 45 FR 72650, 
Nov. 3, 1980] 

§ 1.817–3 Gain on property held on De-
cember 31, 1958, and certain sub-
stituted property acquired after 
1958. 

(a) Limitation on gain recognized on 
property held on December 31, 1958. (1) 
Section 817(b)(1) limits the amount of 
gain that shall be recognized on the 
sale or other disposition of property 
other than insurance and annuity con-
tracts (and contracts supplementary 
thereto) and property described in sec-
tion 1221(1) (relating to stock in trade 
or inventory-type property) if: 

(i) The property was held (or treated 
as held within the meaning of para-
graph (c)(1) of this section) by a life in-
surance company on December 31, 1958; 

(ii) The taxpayer has been a life in-
surance company at all times on and 
after December 31, 1958, including the 
date of the sale or other disposition of 
the property; and 

(iii) The fair market value of the 
property on December 31, 1958, exceeds 
the adjusted basis for determining gain 
as of such date. 

The gain on the sale or other disposi-
tion of such property shall be limited 
to an amount (but not less than zero) 
equal to the amount by which the gain 
(determined without regard to section 
817(b)(1)) exceeds the difference be-
tween fair market value of such prop-
erty on December 31, 1958, and the ad-
justed basis for determining gain as of 
such date. Accordingly, the tax im-
posed under section 802(a) shall apply 
with respect to the amount of gain so 
limited. In addition, in the case of a 
stock life insurance company, the 
amount of such gain shall be taken 
into account under section 
815(b)(2)(A)(ii) for purposes of deter-
mining the amount to be added to the 
shareholders surplus account (as de-
fined in section 815(b) and § 1.815–3) for 
the taxable year. Furthermore, the 
amount of the gain (determined with-
out regard to section 817(b)(1) and this 
paragraph) which is not taken into ac-
count under section 802(a) and under 
paragraph (f) of § 1.802–3 by reason of 
the application of section 817(b)(1) shall 
be included in other accounts (as de-
fined in § 1.815–5) by such a company for 
the taxable year. 

(2) Section 817(b)(1) and subparagraph 
(1) of this paragraph shall not apply for 
purposes of determining loss with re-
spect to property held on December 31, 
1958. 

(b) Illustration of principles. The appli-
cation of section 817(b)(1) and para-
graph (a) of this section may be illus-
trated by the following examples: 

Example 1. On December 31, 1958, J, a stock 
life insurance company, owned stock of Z 
Corporation and on such date the stock had 
an adjusted basis for determining gain of 
$5,000 and a fair market value of $6,000. On 
August 1, 1959, the company sells such stock 

VerDate Mar<15>2010 11:07 Aug 11, 2011 Jkt 223091 PO 00000 Frm 00785 Fmt 8010 Sfmt 8010 Y:\SGML\223091.XXX 223091er
ow

e 
on

 D
S

K
5C

LS
3C

1P
R

O
D

 w
ith

 C
F

R



776 

26 CFR Ch. I (4–1–11 Edition) § 1.817–3 

for $8,000. Assuming J qualifies as a life in-
surance company for the taxable year 1959, 
and applying the provisions of section 
817(b)(1) and paragraph (a) of this section, 
the gain recognized (assuming no adjustment 
to basis for the period since December 31, 
1958) on the sale shall be limited to $2,000 
(the amount by which the gain realized, 
$3,000, exceeds the difference, $1,000, between 
the fair market value, $6,000, and the ad-
justed basis, $5,000, for determining gain on 
December 31, 1958). Thus, J shall take into 
account $2,000 under section 815(b)(2)(A)(ii) 
for purposes of determining the amount to be 
added to its shareholders surplus account for 
the taxable year and shall include $1,000 in 
other accounts for the taxable year. 

Example 2. The facts are the same as in ex-
ample 1, except that the selling price is 
$5,800. In such case, no gain shall be recog-
nized even though there is a realized gain of 
$800 since such realized gain does not exceed 
the difference ($1,000) between the fair mar-
ket value ($6,000) and the adjusted basis 
($5,000) for determining gain on December 31, 
1958. Furthermore, no loss shall be realized 
or recognized as a result of this transaction. 
Thus, J shall include $800 in other accounts 
for the taxable year and shall not take into 
account any amount under section 
815(b)(2)(A)(ii). 

Example 3. The facts are the same as in ex-
ample 1, except that the adjusted basis for 
determining loss is $5,000 and the selling 
price is $4,500. In such case, since J has sus-
tained a loss, section 817(b)(1) does not apply. 

(c) Certain substituted property ac-
quired after December 31, 1958. Section 
817(b)(2) provides that if a life insur-
ance company acquires property after 
December 31, 1958, in exchange for 
property actually held by the company 
on December 31, 1958, and the property 
acquired has a substituted basis within 
the meaning of section 1016(b) and 
§ 1.1016–10, the following rules shall 
apply: 

(1) For purposes of section 817(b)(1), 
such acquired property shall be deemed 
as having been held continuously by 
the taxpayer since the beginning of the 
holding period thereof as determined 
under section 1223; 

(2) The fair market value and ad-
justed basis referred to in section 
817(b)(1) shall be that of that property 
for which the holding period taken into 
account includes December 31, 1958; 

(3) Section 817(b)(1) shall apply only 
if the property or properties, the hold-
ing periods of which are taken into ac-
count, were held only by life insurance 
companies after December 31, 1958, dur-

ing the holding periods so taken into 
account; 

(4) The difference between the fair 
market value and adjusted basis re-
ferred to in section 817(b)(1) shall be re-
duced (but not below zero) by the ex-
cess of (i) the gain that would have 
been recognized but for section 817(b) 
on all prior sales or other dispositions 
after December 31, 1958, of properties 
referred to in section 817(b)(2)(C) over 
(ii) the gain that was recognized on 
such sales or other dispositions; and 

(5) The basis of such acquired prop-
erty shall be determined as if the gain 
which would have been recognized but 
for section 817(b) were recognized gain. 
For purposes of section 817(b)(2) and 
this paragraph, the term property does 
not include insurance and annuity con-
tracts (and contracts supplementary 
thereto) and property described in sec-
tion 1221(1) (relating to stock in trade 
or inventory-type property). Further-
more, the provisions of section 817(b)(1) 
and paragraph (a)(1) of this section 
shall not apply for purposes of deter-
mining loss with respect to property 
described in section 817(b)(2) and this 
paragraph. 

(d) Illustration of principles. The appli-
cation of section 817(b)(2) and para-
graph (c) of this section may be illus-
trated by the following example: 

Example. Assume that W, a life insurance 
company, owns property B on December 31, 
1958, at which time its adjusted basis was 
$1,000 and its fair market value was $1,800. On 
January 31, 1960, in a transaction to which 
section 1031 (relating to exchange of property 
held for productive use or investment) ap-
plies, W receives property H having a fair 
market value of $1,700 plus $300 in cash in ex-
change for property B. The gain realized on 
the transaction, without regard to section 
817(b) is $1,000 (assuming no adjustments to 
basis for the period since December 31, 1958). 
Under the provisions of section 817(b)(1) the 
gain is limited to $200. The entire $200 shall 
be recognized since such amount is less than 
the amount of gain ($300) which would be rec-
ognized under section 1031. Applying the pro-
visions of section 817(b)(2) and paragraph (c) 
of this section, the basis of property H shall 
be determined as if the entire $300 of cash re-
ceived is recognized gain. Thus, the basis of 
property H under section 1031 is $1,000 ($1,000 
(the basis of property B) minus $300 (the 
amount of money received) plus $300 (the rec-
ognized gain of $200 plus $100 which would 
have been recognized but for section 817(b)). 
If W later sells property H for $2,200 cash, 
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and assuming no further adjustments to its 
basis of $1,000, the gain realized is $1,200, but 
due to the application of section 817(b)(2) the 
amount of gain recognized is $500, computed 
as follows: 
Selling price ......................................................... $2,200 
Less: Adjusted basis as of date of sale .............. 1,000 

Gain realized ......................................... 1,200 
Fair market value as of 12–31–58 $1,800 
Adjusted basis as of 12–31–58 ..... 1,000 

Excess of fair market value 
over adjusted basis ............. 800 

Less: Excess of gain which would 
have been recognized on all 
prior dispositions but for sec. 
817(b) over gain recognized on 
all prior dispositions ($300 
minus $200) ............................... 100 

–———— $700 
Gain recognized .............. 500 

[T.D. 6558, 26 FR 2783, Apr. 4, 1961, as amend-
ed by T.D. 6886, 31 FR 8689, June 23, 1966] 

§ 1.817–4 Special rules. 
(a) Limitation on capital loss 

carryovers. Section 817(c) provides that 
a net capital loss (as defined in section 
1222(10)) for any taxable year beginning 
before January 1, 1959, shall not be 
taken into account. For any taxable 
year beginning after December 31, 1958, 
the provisions of part II, subchapter P, 
chapter 1 of the Code (relating to the 
treatment of capital losses) shall be ap-
plicable to life insurance companies for 
purposes of determining the tax im-
posed by section 802(a) and § 1.802–3 (re-
lating to the imposition of tax in case 
of capital gains). 

(b) Gain on transactions occurring prior 
to January 1, 1959. For purposes of part 
I, subchapter L, chapter 1 of the Code, 
section 817(d) provides that: 

(1) There shall be excluded from tax 
any gain from the sale or exchange of 
a capital asset, and any gain consid-
ered as gain from sale or exchange of a 
capital asset, which results from sales 
or other dispositions of property prior 
to January 1, 1959; and 

(2) Any gain after December 31, 1958, 
resulting from the sale or other dis-
position of property prior to January 1, 
1959, which, but for this subparagraph 
would be taken into account under sec-
tion 1231, shall not be taken into ac-
count under section 1231. 
For example, if a life insurance com-
pany makes an installment sale of a 
capital asset prior to January 1, 1959, 

and payments are received after such 
date, any capital gain attributable to 
such sale shall not be taken into ac-
count for purposes of section 802(a). 
Furthermore, any gain referred to in 
subparagraphs (1) and (2) and the pre-
ceding sentence shall not be taken into 
account in determining the excess of 
the net short-term capital gain over 
the net long-term capital loss (and for 
taxable years beginning after Decem-
ber 31, 1961, the excess of the net long- 
term capital gain over the net short- 
term capital loss) for purposes of com-
puting taxable investment income 
under section 804(a)(2) or gain or loss 
from operations under section 809(b). 

(c) Certain reinsurance transactions in 
1958. For purposes of part I, section 
817(e) provides that where a life insur-
ance company reinsures (or sells) all of 
its insurance contracts of a particular 
type, such as an entire industrial de-
partment, in either a single trans-
action, or in a series of related trans-
actions, all of which occurred during 
1958, and the reinsuring (or purchasing) 
company or companies assume all li-
abilities under such contracts, such re-
insurance (or sale) shall be treated as 
the sale of a capital asset. However, 
such transaction shall be subject to the 
provisions of section 806(a) and § 1.806–3 
(relating to adjustments for certain 
changes in reserves and assets). 

(d) Certain other reinsurance trans-
actions. (1) For any taxable year begin-
ning after December 31, 1958, the rein-
surance of all or a part of the insurance 
contracts of a particular type by a life 
insurance company, in either a single 
transaction, or in a series of related 
transactions, occurring in any such 
taxable year, whereby the reinsuring 
company or companies assume all li-
abilities under such contracts, shall 
not be treated as the sale or exchange 
of a capital asset but shall be subject 
to the provisions of section 806(a) and 
809 and the regulations thereunder. 
However, if in connection with a trans-
action described in the preceding sen-
tence the reinsured or reinsurer trans-
fers an asset which is a capital asset 
within the meaning of section 1221 (as 
modified by section 817(a)(2)), such 
transfer shall be treated as the sale or 
exchange of a capital asset by the 
transferor. 
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(2)(i) The consideration paid by the 
reinsured to the reinsurer in connec-
tion with a transaction described in 
subparagraph (1) of this paragraph 
shall be treated as an item of deduction 
under section 809(d)(7). However any 
amount received by the reinsured from 
the reinsurer shall be applied against 
and reduce (but not below zero) the 
amount of such consideration, and to 
the extent that it exceeds such consid-
eration, shall be treated as an item of 
gross amount under section 809(c)(3). 

(ii) In connection with an assumption 
reinsurance (as defined in paragraph 
(a)(7)(ii) of § 1.809–5) transaction, a rein-
surer shall in any taxable year begin-
ning after December 31, 1957: 

(A) Treat the consideration received 
from the reinsured in any such taxable 
year as an item of gross amount under 
section 809(c)(1), and 

(B) Treat any amount paid to the re-
insured for the purchase of such con-
tracts, to the extent such amount 
meets the requirements of section 162, 
as a deferred expense that may be am-
ortized over the reasonably estimated 
life (as defined in paragraph (d)(2)(iv) of 
this section) of the contracts reinsured 
and treat the portion of the expense so 
amortized in each taxable year as a de-
duction under section 809(d)(12) irre-
spective of the taxable year in which 
such amount was paid to the reinsured. 

(iii) For purposes of paragraph 
(d)(2)(ii) of this section where the rein-
sured transfers to the reinsurer in con-
nection with the assumption reinsur-
ance transaction a net amount which is 
less than the increase in the reinsurer’s 
reserves resulting from the trans-
action, the reinsurer shall be treated 
as: 

(A) Having received from the rein-
sured consideration in an amount equal 
to the net amount of the increase in 
the reinsurer’s reserves resulting from 
the transaction, and 

(B) Having paid the reinsured an 
amount for the purchase of the con-
tracts equal to the excess of the 
amount of such increase in the rein-
surer’s reserves over the net amount 
received from the reinsured. 

(iv) For purposes of this subpara-
graph, the term reasonably estimated life 
means the period during which the con-
tract reinsured remains in force. Such 

period shall be based on the facts in 
each case (such as age, health, and sex 
of the insured, type of contract rein-
sured, etc.) and the assuming com-
pany’s experience (such as mortality, 
lapse rate, etc.) with similar risks. 

(3) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. On June 30, 1959, X, a life insur-
ance company, reinsured a portion of its in-
surance contracts with Y, a life insurance 
company, under an agreement whereby Y 
agreed to assume and to become solely liable 
under the contracts reinsured. The reserves 
on the contracts reinsured by X were 
$100,000. Under the reinsurance agreement X 
agreed to pay Y $100,000 for assuming such 
contracts and Y agreed to pay X $17,000 for 
the right to receive future premium pay-
ments under this block of contracts. Rather 
than exchange payments of money, X agreed 
to pay Y a net amount of $83,000 in cash. As-
suming that the reasonably estimated life of 
the contracts reinsured is 17 years, that 
there are no other insurance transactions by 
X or Y during the taxable year, and assum-
ing that X and Y compute the reserves on 
the contracts reinsured on the same basis, X 
has income of $100,000 under section 809(c)(2) 
as a result of the net decrease in its reserves. 
X has a net deduction of $83,000 
($100,000¥$17,000) under section 809(d)(7). For 
the taxable year 1959, Y has income of 
$100,000 under section 809(c)(1) as a result of 
the consideration received from X and a de-
duction of $100,000 under section 809(d)(2) for 
the net increase in reserves and $1,000 ($17,000 
divided by 17, the reasonably estimated life 
of the contracts reinsured), under section 
809(d)(12). The remaining $16,000 shall be am-
ortized over the next 16 succeeding taxable 
years (16×$1,000=$16,000) under section 
809(d)(12) at the rate of $1,000 for each such 
taxable year. 

Example 2. The facts are the same as in ex-
ample 1, except X agreed to pay Y a consider-
ation of $100,000 in cash for assuming these 
contracts and Y paid X a bonus of $17,000 in 
cash and that this bonus meets the require-
ments of section 162. Assuming that the rea-
sonably estimated life of the contracts rein-
sured is 17 years, X has income of $100,000 
under section 809(c)(2) as a result of this net 
decrease in its reserves and a deduction of 
$83,000 under section 809(d)(7) for the amount 
of the consideration ($100,000) paid to Y for 
assuming these contracts, reduced by the 
bonus ($17,000) received from Y. For the tax-
able year 1959, Y has income of $100,000 under 
section 809(c)(1) as a result of the consider-
ation received from X and deductions of 
$100,000 under section 809(d)(2) for the net in-
crease in reserves and $1,000 (the bonus of 
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$17,000 divided by 17, the reasonably esti-
mated life of the contracts reinsured), under 
section 809(d)(12). The remaining amount of 
the bonus ($16,000) shall be amortized over 
the next 16 succeeding taxable years 
(16×$1,000=$16,000) under section 809(d)(12) at 
the rate of $1,000 for each such taxable year. 

Example 3. The facts are the same as in Ex-
ample 1, except that the reinsurance agree-
ment does not specifically provide that X 
agreed to pay Y $100,000 for assuming the 
contracts reinsured and Y agreed to pay X 
$17,000 for the right to receive future pre-
mium payments under such contracts. In-
stead, X agreed to pay Y a net amount of 
$83,000 in cash for assuming such contracts. 
Nevertheless, Y is treated as having received 
from X consideration equal to $100,000, the 
amount of the increase in Y’s reserves, and 
as having paid $17,000 ($100,000 less $83,000) for 
the purchase of such contracts. Therefore, 
for the taxable year 1959, Y has income of 
$100,000 under section 809(c)(1). Y also has a 
deduction of $100,000 under section 809(d)(2) 
for the net increase in its reserves and an 
amortization deduction under section 
809(d)(12) of $1,000 ($17,000 divided by 17, the 
reasonably estimated life of the contracts re-
insured). The remaining $16,000 shall be am-
ortized by Y over the next 16 succeeding 
years at the rate of $1,000 for each such year. 
For 1959, X has income of $100,000 under sec-
tion 809(c)(2) as a result of the net decrease 
in its reserves and a deduction of $83,000 
under section 809(d)(7) for the net amount of 
consideration paid to Y for assuming the 
contracts reinsured. 

Example 4. The facts are the same as in ex-
ample 1, except that X agreed to pay Y a 
consideration of $130,000 in cash for assuming 
such contracts. Based upon these facts, X has 
income of $100,000 under section 809(c)(2) as a 
result of this net decrease in its reserves and 
a deduction of $130,000 under section 809(d)(7) 
for the amount of the consideration paid to 
Y for assuming these contracts. Y has in-
come of $130,000 under section 809(c)(1) as a 
result of the consideration received from X 
and a deduction of $100,000 under section 
809(d)(2) for the net increase in its reserves. 

Example 5. On August 1, 1960, R, a life in-
surance company, reinsured all of its insur-
ance policies with S, a life insurance com-
pany, under an agreement whereby S agreed 
to assume and become solely liable under the 
contracts reinsured. The reserves on the con-
tracts reinsured by R were $3,000,000. Under 
the reinsurance agreement, R agreed to pay 
S a consideration of $3,000,000 in stocks and 
bonds for assuming such contracts. Assum-
ing no other insurance transactions by R or 
S during the taxable year, that R and S com-
pute the reserves on the contracts reinsured 
on the same basis, and that R has a recog-
nized gain (after the application of the limi-
tation of section 817(b)(1)) of $20,000 due to 
appreciation in value of the assets trans-

ferred, the results to each company are as 
follows: 

Company R (reinsured) 
Net decrease in reserves (sec. 809(c) (2)) ....... $3,000,000 
Capital gain (as limited by sec. 817(b) (1)) to 

be taxed separately under sec. 802(a)(2) ..... 20,000 
Consideration paid by R to S in respect of S’s 

assuming liabilities under contracts issued by 
R (sec. 809(d)(7)) ........................................... $3,000,000 

INCOME 
Company S (reinsurer) 

Consideration received by S in respect of as-
suming liabilities under contracts issued by R 
(sec. 809(c)(1)) ............................................... $3,000,000 

DEDUCTIONS 
Net increase in reserves (sec.809(d)(2)) ........... $3,000,000 

[T.D. 6558, 26 FR 2783, Apr. 4, 1961, as amend-
ed by T.D. 6625, 27 FR 12543, Dec. 19, 1962; 
T.D. 6886, 31 FR 8689, June 23, 1966; T.D. 41 FR 
5100, Feb. 4, 1976] 

§ 1.817–5 Diversification requirements 
for variable annuity, endowment, 
and life insurance contracts. 

(a) Consequences of nondiversifica-
tion—(1) In general. Except as provided 
in paragraph (a)(2) of this section, for 
purposes of subchapter L, section 72, 
and section 7702(a), a variable contract 
(as defined in section 817(d)), other 
than a pension plan contract (as de-
fined in section 818(a)), which is based 
on one or more segregated asset ac-
counts shall not be treated as an annu-
ity, endowment, or life insurance con-
tract for any calendar quarter period 
for which the investments of any such 
account are not adequately diversified. 
For this purpose, a variable contract 
shall be treated as based on a seg-
regated asset account for a calendar 
quarter period if amounts received 
under the contract (or earnings there-
on) are allocated to the segregated 
asset account at any time during the 
period. In addition, a variable contract 
that is not treated as an annuity, en-
dowment, or life insurance contract for 
any period by reason of this paragraph 
(a)(1) shall not be treated as an annu-
ity, endowment, or life insurance con-
tract for any subsequent period even if 
the investments are adequately diver-
sified for such subsequent period. If a 
variable contract which is a life insur-
ance or endowment contract under 
other applicable (e.g., State or foreign) 
law is not treated as a life insurance or 
endowment contract under section 
7702(a), the income on the contract for 
any taxable year of the policyholder is 
treated as ordinary income received or 
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accrued by the policyholder during 
such year in accordance with section 
7702 (g) and (h). Likewise, if a variable 
contract is not treated as an annuity 
contract under section 72, the income 
on the contract for any taxable year of 
the policyholder shall be treated as or-
dinary income received or accrued by 
the policyholder during such year in 
the same manner as a life insurance or 
endowment contract under section 7702 
(g) and (h). 

(2) Inadvertent failure to diversify. The 
investments of a segregated asset ac-
count shall be treated as satisfying the 
requirements of paragraph (b) of this 
section for one or more periods, pro-
vided the following conditions are sat-
isfied— 

(i) The issuer or holder must show 
the Commissioner that the failure of 
the investments to satisfy the require-
ments of paragraph (b) of this section 
for such period or periods was inad-
vertent, 

(ii) The investments of the account 
must satisfy the requirements of para-
graph (b) of this section within a rea-
sonable time after the discovery of 
such failure, and 

(iii) The issuer or holder of the vari-
able contract must agree to make such 
adjustments or pay such amounts as 
may be required by the Commissioner 
with respect to the period or periods 
during which the investments of the 
account did not satisfy the require-
ments of paragraph (b) of this section. 

(b) Diversification of investments—(1) 
In general. (i) Except as otherwise pro-
vided in this paragraph and paragraph 
(c) of this section, the investments of a 
segregated asset account shall be con-
sidered adequately diversified for pur-
poses of this section and section 817(h) 
only if— 

(A) No more than 55% of the value of 
the total assets of the account is rep-
resented by any one investment; 

(B) No more than 70% of the value of 
the total assets of the account is rep-
resented by any two investments; 

(C) No more than 80% of the value of 
the total assets of the account is rep-
resented by any three investments; and 

(D) No more than 90% of the value of 
the total assets of the account is rep-
resented by any four investments. 

(ii) For purposes of this section— 

(A) All securities of the same issuer, 
all interests in the same real property 
project, and all interests in the same 
commodity are each treated as a single 
investment; and 

(B) In the case of government securi-
ties, each government agency or in-
strumentality shall be treated as a sep-
arate issuer. 

(iii) See paragraph (f) of this section 
for circumstances in which a seg-
regated asset account is treated as the 
owner of assets held indirectly through 
certain pass-through entities and cor-
porations taxed under subchapter M, 
chapter 1 of the Code. 

(2) Safe harbor. A segregated asset ac-
count will be considered adequately di-
versified for purposes of this section 
and section 817(h) if— 

(i) The account meets the require-
ments of section 851 (b)(4) and the regu-
lations thereunder; and 

(ii) No more than 55% of the value of 
the total assets of the account is at-
tributable to cash, cash items (includ-
ing receivables), government securi-
ties, and securities of other regulated 
investment companies. 

(3) Alternative diversification require-
ments for variable life insurance con-
tracts. (i) A segregated asset account 
with respect to variable life insurance 
contracts will be considered adequately 
diversified for purposes of this section 
and section 817(h) if the requirements 
of paragraph (b)(1) or (b)(2) of this sec-
tion are satisfied or if the assets of 
such account, other than Treasury se-
curities, satisfy the percentage limita-
tions prescribed in paragraph (b)(1) of 
this section increased by the product of 
(A) .5 and (B) the percentage of the 
value of the total assets of the account 
that is represented by Treasury securi-
ties. In determining whether the assets 
of an account, other than Treasury se-
curities, satisfy the increased percent-
age limitations, such limitations are 
applied as if the Treasury securities 
were not included in the account (i.e., 
the increased percentage limitations 
are not applied to Treasury securities 
and the value of the total assets of the 
account is reduced by the value of the 
Treasury securities). 

(ii) The provisions of this paragraph 
(b)(3) may be illustrated by the fol-
lowing examples: 
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Example 1. On the last day of a quarter of 
a calendar year, a segregated asset account 
with respect to variable life insurance con-
tracts holds assets having a total value of 
$100,000. The assets of the account are rep-
resented by Treasury securities having a 
total value of $90,000 and securities of Cor-
poration A having a total value of $10,000. 
The 55% limit described in paragraph (b)(1)(i) 
of this section would be increased by 45% 
(0.5×90%) to 100%, and would then be applied 
to the assets of the account other than 
Treasury securities. Because no more than 
100% of the value of the assets other than 
Treasury securities is represented by securi-
ties of Corporation A, the investments of the 
account will be considered adequately diver-
sified. 

Example 2. On the last day of a quarter of 
a calendar year, a segregated asset account 
with respect to variable life insurance con-
tracts holds assets having a total value of 
$100,000. The assets of the account are rep-
resented by Treasury securities having a 
total value of $60,000, securities of Corpora-
tion A having a total value of $30,000, and se-
curities of Corporation B having a total 
value of $10,000. The 55% and 70% limits de-
scribed in paragraph (b)(1)(i) of this section 
would be increased by 30% (0.5×60%) to 85% 
and 100%, respectively, and would then be 
applied to the assets of the account other 
than Treasury securities. Securities of Cor-
poration A represent 75%, and securities of 
Corporation B represent 25%, of the value of 
the assets of the account other than Treas-
ury securities. Because no more than 85% of 
the value of the assets other than Treasury 
securities is represented by securities of Cor-
poration A or B and no more than 100% of 
the value of the assets other than Treasury 
securities is represented by securities of Cor-
porations A and B, the investments of the 
account will be considered adequately diver-
sified. 

(c) Periods for which an account is ade-
quately diversified—(1) In general. A seg-
regated asset account that satisfies the 
requirements of paragraph (b) of this 
section on the last day of a quarter of 
a calendar year (i.e., March 31, June 30, 
September 30, and December 31) or 
within 30 days after such last day shall 
be considered adequately diversified for 
such quarter. 

(2) Start-up period. (i) Except as pro-
vided in paragraph (c)(2)(iv) of this sec-
tion, a segregated asset account that is 
not a real property account on its first 
anniversary shall be considered ade-
quately diversified until such first an-
niversary. 

(ii) Except as provided in paragraph 
(c)(2)(iv) of this section, a segregated 

asset account that is a real property 
account on its first anniversary shall 
be considered adequately diversified 
until the earlier of its fifth anniversary 
or the anniversary on which the ac-
count ceases to be a real property ac-
count. 

(iii) For purposes of paragraph (c)(2) 
(i) and (ii) of this section, the anniver-
sary of a segregated asset account is 
the anniversary of the date on which 
any amount received under a life insur-
ance or annuity contract, other than a 
pension plan contract (as defined in 
section 818 (a)), is first allocated to the 
account. 

(iv) If more than 30 percent of the 
amount allocated to a segregated asset 
account as of the last day of a calendar 
quarter is attributable to contracts en-
tered into more than one year before 
such date, paragraph (c)(2)(i) of this 
section shall not apply to the seg-
regated asset account for any period 
after such date. Similarly, if more than 
30 percent of the amount allocated to a 
segregated asset account as of the last 
day of a calendar quarter is attrib-
utable to contracts entered into more 
than 5 years before such date, para-
graph (c)(2)(ii) of this section shall not 
apply to the segregated asset account 
for any period after such date. For pur-
poses of this paragraph (c)(2), amounts 
transferred to the account from a di-
versified account (determined without 
regard to this paragraph (c)(2)) or as a 
result of an exchange pursuant to sec-
tion 1035 in which the issuer of the con-
tract received in the exchange is not 
related in a manner specified in section 
267(b) to the issuer of the contract 
transferred in the exchange are not 
treated as— 

(A) Amounts attributable to con-
tracts entered into more than one year 
before such date, in the case of ac-
counts subject to paragraph (c)(2)(i) of 
this section, or 

(B) Amounts attributable to con-
tracts entered into more than five 
years before such date, in the case of 
accounts subject to paragraph (c)(2)(ii) 
of this section. 

(3) Liquidation period. A segregated 
asset account that satisfies the re-
quirements of paragraph (b) of this sec-
tion on the date a plan of liquidation is 
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adopted shall be considered adequately 
diversified for— 

(i) The one-year period beginning on 
the date the plan of liquidation is 
adopted if the account is not a real 
property account on such date; or 

(ii) The two-year period beginning on 
the date the plan of liquidation is 
adopted if the account is a real prop-
erty account on such date. 

(d) Market fluctuations. A segregated 
asset account that satisfies the re-
quirements of paragraph (b) of this sec-
tion at the end of any calendar quarter 
(or within 30 days after the end of such 
calendar quarter) shall not be consid-
ered nondiversified in a subsequent 
quarter because of a discrepancy be-
tween the value of its assets and the di-
versification requirements unless such 
discrepancy exists immediately after 
the acquisition of any asset and such 
discrepancy is wholly or partly the re-
sult of such acquisition. 

(e) Segregated asset account. For pur-
poses of section 817(h) and this section, 
a segregated asset account shall con-
sist of all assets the investment return 
and market value of each of which 
must be allocated in an identical man-
ner to any variable contract invested 
in any of such assets. See paragraph (g) 
for examples illustrating the applica-
tion of this paragraph (e). 

(f) Look-through rule for assets held 
through certain investment companies, 
partnerships, or trusts—(1) In general. If 
this paragraph (f) applies, a beneficial 
interest in a regulated investment 
company, a real estate investment 
trust, a partnership, or a trust that is 
treated under sections 671 through 679 
as owned by the grantor or another 
person (‘‘investment company, partner-
ship, or trust’’) shall not be treated as 
a single investment of a segregated 
asset account. Instead, a pro rata por-
tion of each asset of the investment 
company, partnership, or trust shall be 
treated, for purposes of this section, as 
an asset of the segregated asset ac-
count. For purposes of this section, the 
ratable interest of a partner in a part-
nership’s assets shall be determined in 
accordance with the partner’s capital 
interest in the partnership. 

(2) Applicability—(i) Certain investment 
companies, partnerships, and trusts. This 
paragraph (f) shall apply to an invest-

ment company, partnership, or trust 
if— 

(A) All the beneficial interests in the 
investment company, partnership, or 
trust (other than those described in 
paragraph (f)(3) of this section) are 
held by one or more segregated asset 
accounts of one or more insurance 
companies; and 

(B) Public access to such investment 
company, partnership, or trust is avail-
able exclusively (except as otherwise 
permitted in paragraph (f)(3) of this 
section) through the purchase of a vari-
able contract. Solely for this purpose, 
the status of a contract as a variable 
contract will be determined without re-
gard to section 817(h) and this section. 

(ii) Trusts holding Treasury securities. 
This paragraph (f) shall also apply to a 
trust that is treated under section 671 
through 679 as owned by the grantor or 
another person if substantially all of 
the assets of the trust are represented 
by Treasury securities. 

(3) Interests not held by segregated asset 
accounts. Satisfaction of the require-
ments of paragraph (f)(2)(i) of this sec-
tion shall not be prevented by reason of 
beneficial interests in the investment 
company, partnership, or trust that 
are— 

(i) Held by the general account of a 
life insurance company or a corpora-
tion related in a manner specified in 
section 267(b) to a life insurance com-
pany, but only if the return on such in-
terests is computed in the same man-
ner as the return on an interest held by 
a segregated asset account is computed 
(determined without regard to expenses 
attributable to variable contracts), 
there is no intent to sell such interests 
to the public, and a segregated asset 
account of such life insurance company 
also holds or will hold a beneficial in-
terest in the investment company, 
partnership, or trust; 

(ii) Held by the manager, or a cor-
poration related in a manner specified 
in section 267(b) to the manager, of the 
investment company, partnership, or 
trust, but only if the holding of the in-
terests is in connection with the cre-
ation or management of the invest-
ment company, partnership, or trust, 
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the return on such interest is com-
puted in the same manner as the re-
turn on an interest held by a seg-
regated asset account is computed (de-
termined without regard to expenses 
attributable to variable contracts), and 
there is no intent to sell such interests 
to the public; 

(iii) Held by the trustee of a qualified 
pension or retirement plan; 

(iv) Held by a qualified tuition pro-
gram as defined in section 529; 

(v) Held by the trustee of a pension 
plan established and maintained out-
side of the United States, as defined in 
section 7701(a)(9), primarily for the 
benefit of individuals substantially all 
of whom are nonresident aliens, as de-
fined in section 7701(b)(1)(B); 

(vi) Held by an account which, pursu-
ant to Puerto Rican law or regulation, 
is segregated from the general asset ac-
counts of the life insurance company 
that owns the account, provided the re-
quirements of section 817(d) and (h) are 
satisfied. Solely for purposes of this 
paragraph (f)(3)(vi), the requirement 
under section 817(d)(1) that the account 
be segregated pursuant to State law or 
regulation shall be disregarded and 
§ 1.817–5(f)(1) shall be applied without 
regard to the Puerto Rican segregated 
asset account; or 

(vii) Held by the public, or treated as 
owned by policyholders pursuant to 
Rev. Rul. 81–225, 1981–2 C.B. 12, but only 
if (A) the investment company, part-
nership, or trust was closed to the pub-
lic in accordance with Rev. Rul. 82–55, 
1982–1 C.B. 12, or (B) all the assets of 
the segregated asset account are at-
tributable to premium payments made 
by policyholders prior to September 26, 
1981, to premium payments made in 
connection with a qualified pension or 
retirement plan, or to any combination 
of such premium payments. 

(g) Examples. The provisions of para-
graphs (e) and (f) of this section may be 
illustrated by the following examples. 

Example 1. (i) The assets underlying vari-
able contracts issued by a life insurance 
company consist of two groups of assets: (a) 
a diversified portfolio of debt securities and 
(b) interests in P, a partnership. All of the 
beneficial interests in P are held by one or 
more segregated asset accounts of one or 
more insurance companies and public access 
to P is available exclusively through the pur-
chase of a variable contract. The variable 

contracts provide that policyholders may 
specify which portion of each premium is to 
be invested in the debt securities and which 
portion is to be invested in P interests. The 
portfolio of debt securities and the assets of 
P, considered separately, each satisfy the di-
versification requirements of paragraph (b) 
of this section. 

(ii) As a result of the ability of policy-
holders to allocate premiums among the two 
groups of assets, the investment return and 
market value of the interests in P and the 
debt securities may be allocated to different 
variable contracts in a non-identical man-
ner. Accordingly, under paragraph (e) of this 
section, the interests in P are treated as part 
of a single segregated asset account (‘‘Ac-
count 1’’) and the debt securities are treated 
as part of a different segregated asset ac-
count (‘‘Account 2’’). 

(iii) Since P is described in paragraph 
(f)(2)(i) of this section, interests in P will not 
be treated as a single investment of Account 
1. Rather, Account 1 is treated as owning a 
pro rata portion of the assets of P. 

(iv) Since Account 1 and Account 2 each 
satisfy the requirements of paragraph (b) of 
this section, variable contracts that are 
based on either or both accounts are treated 
as annuity, endowment, or life insurance 
contracts. 

Example 2. The facts are the same as in ex-
ample 1 except that some of the beneficial 
interests in P are held by persons not de-
scribed in paragraph (f)(3) of this section. 
Since P is not described in paragraph (f)(2) of 
this section, interests in P will be treated as 
a single investment of Account 1. As a re-
sult, Account 1 does not satisfy the require-
ments of paragraph (b) of this section. Vari-
able contracts based in whole or in part on 
Account 1 are not treated as annuity, endow-
ment, or life insurance contracts. Variable 
contracts that are not based on Account 1 at 
any time during the period in which such ac-
count fails to satisfy the requirements of 
paragraph (b) of this section (i.e., contracts 
based entirely on Account 2), are treated as 
annuity, endowment, or life insurance con-
tracts. See paragraph (a)(1). 

Example 3. The facts are the same as in ex-
ample 2 except that the variable contracts do 
not permit policyholders to allocate pre-
miums between or among the debt securities 
and interests in P. Thus, the investment re-
turn and market value of the interests in P 
and the debt securities must be allocated to 
the same variable contracts and in an iden-
tical manner. Under paragraph (e) of this 
section, the interests in P and the debt secu-
rities are treated as part of a single seg-
regated asset account. If the interests in P 
and the debt securities, considered together, 
satisfy the requirements of paragraph (b) of 
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this section, contracts based on this seg-
regated asset account will be treated as an-
nuity, endowment, or life insurance con-
tracts. 

(h) Definitions. The terms defined 
below shall, for purposes of this sec-
tion, have the meanings set forth in 
such definitions: 

(1) Government security—(i) General 
rule. The term government security shall 
mean any security issued or guaran-
teed or insured by the United States or 
an instrumentality of the United 
States; or any certificate of deposit for 
any of the foregoing. Any security or 
certificate or deposit insured or guar-
anteed only in part by the United 
States or an instrumentality thereof is 
treated as issued by the United States 
or its instrumentality only to the ex-
tent so insured or guaranteed, and as 
issued by the direct obligor to the ex-
tent not so insured or guaranteed. For 
purposes of this paragraph (h)(1), an in-
strumentality of the United States 
shall mean any person that is treated 
for purposes of 15 U.S.C. 80a–2 (16), as 
amended, as a person controlled or su-
pervised by and acting as an instru-
mentality of the Government of the 
United States pursuant to authority 
granted by the Congress of the United 
States. 

(ii) Example. A segregated asset ac-
count purchases a certificate of deposit 
in the amount of $150,000 from bank A. 
Deposits in bank A are insured by the 
Federal Deposit Insurance Corporation, 
an instrumentality of the United 
States, to the extent of $100,000 per de-
positor. The certificate of deposit is 
treated as a government security to 
the extent of the $100,000 insured 
amount and is treated as a security 
issued by bank A to the extent of the 
$50,000 excess of the value of the certifi-
cate of deposit over the insured 
amount. 

(2) Treasury security—(i) General rule. 
For purposes of paragraph (b)(3) of this 
section and section 817(h)(3), the term 
Treasury security shall mean a security 
the direct obligor of which is the 
United States Treasury. 

(ii) Example. A segregated asset ac-
count purchases put and call options 
on U.S. Treasury securities issued by 
the Options Clearing Corporation. The 
options are not Treasury securities for 

purposes of paragraph (b)(3) and section 
817(h)(3) because the direct obligor of 
the options is not the United States 
Treasury. 

(3) Real property. The term real prop-
erty shall mean any property that is 
treated as real property under 1.856–3 
(d) except that it shall not include in-
terests in real property. 

(4) Real property account. A seg-
regated asset account is a real property 
account on an anniversary of the ac-
count (within the meaning of para-
graph (c)(2)(iii) of this section) or on 
the date a plan of liquidation is adopt-
ed if not less than the applicable per-
centage of the total assets of the ac-
count is represented by real property 
or interests in real property on such 
anniversary or date. For this purpose, 
the applicable percentage is 40% for the 
period ending on the first anniversary 
of the date on which premium income 
is first received, 50% for the year end-
ing on the second anniversary, 60% for 
the year ending on the third anniver-
sary, 70% for the year ending on the 
fourth anniversary, and 80% thereafter. 
A segregated asset account will also be 
treated as a real property account on 
its first anniversary if on or before 
such first anniversary the issuer has 
stated in the contract or prospectus or 
in a submission to a regulatory agency, 
an intention that the assets of the ac-
count will be primarily invested in real 
property or interests in real property, 
provided that at least 40% of the total 
assets of the account are so invested 
within six months after such first anni-
versary. 

(5) Commodity. The term commodity 
shall mean any type of personal prop-
erty other than a security. 

(6) Security. The term security shall 
include a cash item and any partner-
ship interest, whether or not registered 
under a Federal or State law regu-
lating the offering or sale of securities. 
The term shall not include any interest 
in real property, or any interest in a 
commodity. 

(7) Interest in real property. The term 
interest in real property shall include the 
ownership and co-ownership of land or 
improvements thereon and leaseholds 
of land or improvements thereon. Such 
term shall not, however, include min-
eral, oil, or gas royalty interests, such 
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as a retained economic interest in coal 
or iron ore with respect to which the 
special provisions of section 631(c) 
apply. The term ‘‘interest in real prop-
erty’’ also shall include options to ac-
quire land or improvements thereon, 
and options to acquire leaseholds of 
land or improvements thereon. 

(8) Interest in a commodity. The term 
interest in a commodity shall include the 
ownership and co-ownership of any 
type of personal property other than a 
security, and any leaseholds thereof. 
Such term shall include mineral, oil, 
and gas royalty interests, including 
any fractional undivided interest 
therein. Such term also shall include 
any put, call, straddle, option, or privi-
lege on any type of personal property 
other than a security. 

(9) Value. The term value shall mean, 
with respect to investments for which 
market quotations are readily avail-
able, the market value of such invest-
ments; and with respect to other in-
vestments, fair value as determined in 
good faith by the managers of the seg-
regated asset account. 

(10) Terms used in section 851. To the 
extent not inconsistent with this para-
graph (h) all terms used in this section 
shall have the same meaning as when 
used in section 851. 

(i) Effective date—(1) In general. This 
section is effective for taxable years 
beginning after December 31, 1983. 

(2) Exceptions. (i) If, at all times after 
December 31, 1983, an insurance com-
pany would be considered the owner of 
the assets of a segregated asset ac-
count under the principles of Rev. Rul. 
81–225, 1981–2 C.B. 12, this section will 
not apply to such account until Decem-
ber 15, 1986. 

(ii) This section will not apply to any 
variable contract to which Rev. Rul. 
77–85, 1977–1 C.B. 12, or Rev. Rul. 81–225, 
1981–2 C.B. 12, did not apply by reason 
of the limited retroactive effect of such 
rulings. 

(iii) In determining whether a seg-
regated asset account is adequately di-
versified for any calendar quarter end-
ing before July 1, 1988, debt instru-
ments that are issued, guaranteed, or 
insured by the United States or an in-
strumentality of the United States 
shall not be treated as government se-
curities if such debt instruments are 

secured by a mortgage on real property 
(other than real property owned by the 
United States or an instrumentality of 
the United States) or represent an in-
terest in a pool of debt instruments se-
cured by such mortgages. 

(iv) This section shall not apply until 
January 1, 1989, with respect to a vari-
able contract (as defined in section 
817(d)) that (1) provides for the pay-
ment of an immediate annuity (as de-
fined in section 72(u)(4)); (2) was out-
standing on September 12, 1986; and (3) 
the segregated asset account on which 
it was based was, on September 12, 1986, 
wholly invested in deposits insured by 
the Federal Deposit Insurance Corpora-
tion or the Federal Savings and Loan 
Insurance Corporation. 

(v) A segregated asset account in ex-
istence before March 1, 2005, will be 
considered to be adequately diversified 
if— 

(A) As of March 1, 2005, the account 
was adequately diversified within the 
meaning of section 817(h) and this regu-
lation as in effect prior to that date; 
and 

(B) By December 31, 2005, the account 
is adequately diversified within the 
meaning of section 817(h) and this regu-
lation. 

[T.D. 8242, 54 FR 8730, Mar. 2, 1989; T.D. 8242, 
54 FR 11866, Mar. 22, 1989; T.D. 9185, 70 FR 
9872, Mar. 1, 2005; T.D. 9385, 73 FR 12265, Mar. 
7, 2008] 

§ 1.817A–0 Table of contents. 
This section lists the captions that 

appear in section § 1.817A–1: 

§ 1.817A–1 Certain modified guaranteed 
contracts. 

(a) Definitions. 
(1) Modified guaranteed contract. 
(2) Temporary guarantee period. 
(3) Equity-indexed modified guaranteed 

contract. 
(4) Non-equity-indexed modified guaran-

teed contract. 
(5) Current market rate for non-equity-in-

dexed modified guaranteed contract. 
(6) Current market rate for equity-indexed 

modified guaranteed contract. [Reserved] 
(b) Applicable interest rates for non-eq-

uity-indexed modified guaranteed contracts. 
(1) Tax reserves during temporary guar-

antee period. 
(2) Required interest during temporary 

guarantee period. 
(3) Application of section 811(d). 
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(4) Periods after the end of the temporary 
guarantee period. 

(5) Examples. 
(c) Applicable interest rates for equity-in-

dexed modified guaranteed contracts. [Re-
served] 

(d) Effective date. 

[T.D. 9058, 68 FR 24350, May 7, 2003] 

§ 1.817A–1 Certain modified guaran-
teed contracts. 

(a) Definitions—(1) Modified guaran-
teed contract. The term modified guaran-
teed contract (MGC) is defined in sec-
tion 817A(d) as an annuity, life insur-
ance, or pension plan contract (other 
than a variable contract described in 
section 817) under which all or parts of 
the amounts received under the con-
tract are allocated to a segregated ac-
count. Assets and reserves in this seg-
regated account must be valued from 
time to time with reference to market 
values for annual statement purposes. 
Further, an MGC must provide either 
for a net surrender value or for a pol-
icyholder’s fund (as defined in section 
807(e)(1)). If only a portion of a con-
tract is not described in section 817, 
such portion is treated as a separate 
contract for purposes of applying sec-
tion 817A. 

(2) Temporary guarantee period. An 
MGC may temporarily guarantee a re-
turn other than the permanently guar-
anteed crediting rate for a period speci-
fied in the contract (the temporary 
guarantee period). During the tem-
porary guarantee period, the amount 
paid to the policyholder upon surrender 
is usually increased or decreased by a 
market value adjustment, which is de-
termined by a formula set forth under 
the terms of the MGC. 

(3) Equity-indexed modified guaranteed 
contract. An equity-indexed MGC is an 
MGC, as defined in paragraph (a)(1) of 
this section, that provides a return 
during or at the end of the temporary 
guarantee period based on the perform-
ance of stocks, other equity instru-
ments, or equity-based derivatives. 

(4) Non-equity-indexed modified guar-
anteed contract. A non-equity-indexed 
MGC is an MGC, as defined in para-
graph (a)(1) of this section, that pro-
vides a return during or at the end of 
the temporary guarantee period not 
based on the performance of stocks, 

other equity instruments, or equity- 
based derivatives. 

(5) Current market rate for non-equity- 
indexed modified guaranteed contracts. 
The current market rate for a non-eq-
uity-indexed MGC issued by an insurer 
(whether issued in that tax year or a 
previous one) is the appropriate Treas-
ury constant maturity interest rate 
published by the Board of Governors of 
the Federal Reserve System for the 
month containing the last day of the 
insurer’s taxable year. The appropriate 
rate is that rate published for Treasury 
securities with the shortest published 
maturity that is greater than (or equal 
to) the remaining duration of the cur-
rent temporary guarantee period under 
the MGC. 

(6) Current market rate for equity-in-
dexed modified guaranteed contracts. [Re-
served] 

(b) Applicable interest rates for non-eq-
uity-indexed modified guaranteed con-
tracts—(1) Tax reserves during temporary 
guarantee period. An insurance com-
pany is required to determine the tax 
reserves for an MGC under sections 
807(c)(3) or (d)(2). During a non-equity- 
indexed MGC’s temporary guarantee 
period, the applicable interest rate to 
be used under sections 807(c)(3) and 
(d)(2)(B) is the current market rate, as 
defined in paragraph (a)(5) of this sec-
tion. 

(2) Required interest during temporary 
guarantee period. During the temporary 
guarantee period of a non-equity-in-
dexed MGC, the applicable interest 
rate to be used to determine required 
interest under section 812(b)(2)(A) is 
the same current market rate, defined 
in paragraph (a)(5) of this section, that 
applies for that period for purposes of 
sections 807(c)(3) or (d)(2)(B). 

(3) Application of section 811(d). An ad-
ditional reserve computation rule ap-
plies under section 811(d) for contracts 
that guarantee certain interest pay-
ments beyond the end of the taxable 
year. Section 811(d) is waived for non- 
equity-indexed MGCs. 

(4) Periods after the end of the tem-
porary guarantee period. For periods 
after the end of the temporary guar-
antee period, sections 807(c)(3), 
807(d)(2)(B), 811(d) and 812(b)(2)(A) are 
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not modified when applied to non-eq-
uity-indexed MGCs. None of these sec-
tions are affected by the definition of 
current market rate contained in para-
graph (a)(5) of this section once the 
temporary guarantee period has ex-
pired. 

(5) Examples. The following examples 
illustrate this paragraph (b): 

Example 1. (i) IC, a life insurance company 
as defined in section 816, issues a MGC (the 
Contract) on August 1 of 1996. The Contract 
is an annuity contract that gives rise to life 
insurance reserves, as defined in section 
816(b). IC is a calendar year taxpayer. The 
Contract guarantees that interest will be 
credited at 8 percent per year for the first 8 
contract years and 4 percent per year there-
after. During the 8-year temporary guar-
antee period, the Contract provides for a 
market value adjustment based on changes 
in a published bond index and not on the per-
formance of stocks, other equity instru-
ments or equity based derivatives. IC has 
chosen to avail itself of the provisions of 
these regulations for 1996 and taxable years 
thereafter. The 10-year Treasury constant 
maturity interest rate published for Decem-
ber of 1996 was 6.30 percent. The next short-
est maturity published for Treasury con-
stant maturity interest rates is 7 years. As 
of the end of 1996, the remaining duration of 
the temporary guarantee period for the Con-
tract was 7 years and 7 months. 

(ii) To determine under section 807(d)(2) 
the end of 1996 reserves for the Contract, IC 
must use a discount interest rate of 6.30 per-
cent for the temporary guarantee period. 
The interest rate to be used in computing re-
quired interest under section 812(b)(2)(A) for 
1996 reserves is also 6.30 percent. 

(iii) The discount rate applicable to periods 
outside the 8-year temporary guarantee pe-
riod is determined under sections 807(c)(3), 
807(d)(2)(B), 811(d) and 812(b)(2)(A) without 
regard to the current market rate. 

Example 2. Assume the same facts as in Ex-
ample 1 except that it is now the last day of 
1998. The remaining duration of the tem-
porary guarantee period under the Contract 
is now 5 years and 7 months. The 7-year 
Treasury constant maturity interest rate 
published for December of 1998 was 4.65 per-
cent. The next shortest duration published 
for Treasury constant maturity interest 
rates is 5 years. A discount rate of 4.65 per-
cent is used for the remaining duration of 
the temporary guarantee period for the pur-
pose of determining a reserve under section 
807(d) and for the purpose of determining re-
quired interest under section 812(b)(2)(A). 

Example 3. Assume the same facts as in Ex-
ample 1 except that it is now the last day of 
2001. The remaining duration of the tem-
porary guarantee period under the Contract 

is now 2 years and 7 months. The 3-year 
Treasury constant maturity interest rate 
published for December of 2001 was 3.62 per-
cent. The next shortest duration published 
for Treasury constant maturity interest 
rates is 2 years. A discount rate of 3.62 per-
cent is used for the remaining duration of 
the temporary guarantee period for the pur-
pose of determining a reserve under section 
807(d) and for the purpose of determining re-
quired interest under section 812(b)(2)(A). 

(c) Applicable interest rates for equity- 
indexed modified guaranteed contracts. 
[Reserved] 

(d) Effective date. Paragraphs (a), (b) 
and (d) of this section are effective on 
May 7, 2003. However, pursuant to sec-
tion 7805(b)(7), taxpayers may elect to 
apply those paragraphs retroactively 
for all taxable years beginning after 
December 31, 1995, the effective date of 
section 817A. 

[T.D. 9058, 68 FR 24350, May 7, 2003] 

§ 1.818–1 Taxable years affected. 

Sections 1.818–2 through 1.818–8, ex-
cept as otherwise provided therein, are 
applicable only to taxable years begin-
ning after December 31, 1957, and all 
references to sections of part I, sub-
chapter L, chapter 1 of the Code are to 
the Internal Revenue Code of 1954, as 
amended by the Life Insurance Com-
pany Income Tax Act of 1959 (73 Stat. 
112). 

[T.D. 6558, 26 FR 2785, Apr. 4, 1961 as amended 
by T.D. 7469, 42 FR 12181, Mar. 3, 1977] 

§ 1.818–2 Accounting provisions. 

(a) Method of accounting. (1) Section 
818(a)(1) provides the general rule that 
all computations entering into the de-
termination of taxes imposed by part I, 
subchapter L, chapter 1 of the Code, 
shall be made under an accrual method 
of accounting. Thus, the over-all meth-
od of accounting for life insurance 
companies shall be the accrual method. 
Except as otherwise provided in part I, 
the term ‘‘accrual method’’ shall have 
the same meaning and application in 
section 818 as it does under section 446 
(relating to general rule for methods of 
accounting) and the regulations there-
under. For general rules relating to the 
taxable year for inclusion of income 
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and deduction of expenses under an ac-
crual method of accounting, see sec-
tions 451 and 461 and the regulations 
thereunder. 

(2) Section 818(a)(2) provides that, to 
the extent permitted under this sec-
tion, a life insurance company’s meth-
od of accounting may be a combination 
of the accrual method with any other 
method of accounting permitted by 
chapter 1 of the Internal Revenue Code 
of 1954, other than the cash receipts 
and disbursements method. Thus, sec-
tion 818(a)(2) specifically prohibits the 
use by a life insurance company of the 
cash receipts and disbursements meth-
od either separately or in combination 
with a permissible method of account-
ing. The term ‘‘method of accounting’’ 
includes not only the over-all method 
of accounting of the taxpayer but also 
the accounting treatment of any item. 
For purposes of section 818(a)(2), a life 
insurance company may elect to com-
pute its taxable income under an over- 
all method of accounting consisting of 
the accrual method combined with the 
special methods of accounting for par-
ticular items of income and expense 
provided under other sections of chap-
ter 1 of the Internal Revenue Code of 
1954, other than the cash receipts and 
disbursements method. These methods 
of accounting for special items include 
the accounting treatment provided for 
depreciation (section 167), research and 
experimental expenditures (section 
174), soil and water conservation ex-
penditures (section 175), organizational 
expenditures (section 248), etc. In addi-
tion, a life insurance company may, 
where applicable, use the crop method 
of accounting (as provided in the regu-
lations under sections 61 and 162), and 
the installment method of accounting 
for sales of realty and casual sales of 
personalty (as provided in section 
453(b)). To the extent not inconsistent 
with the provisions of the Internal 
Revenue Code of 1954 or the regulations 
thereunder and the method of account-
ing adopted by the taxpayer pursuant 
to this section, all computations enter-
ing into the determination of taxes im-
posed by part I shall be made in a man-
ner consistent with the manner re-
quired for purposes of the annual state-
ment approved by the National Asso-
ciation of Insurance Commissioners. 

(3)(i) An election to use any of the 
special methods of accounting referred 
to in subparagraph (2) of this para-
graph which was made pursuant to any 
provisions of the Internal Revenue 
Code of 1954 or prior revenue laws for 
purposes of determining a company’s 
tax liabilities for prior years, shall 
have the same force and effect in deter-
mining the items of gross investment 
income under section 804(b) and the 
items of deduction under section 804(c) 
of the Life Insurance Company Income 
Tax Act of 1959 (73 Stat. 112) as if such 
Act had not been enacted. 

(ii) For purposes of determining gain 
or loss from operations under section 
809(b), in computing the life insurance 
company’s share of investment yield 
under section 809(b) (1)(A) and (2)(A), 
an election with respect to any of the 
special methods of accounting referred 
to in subparagraph (2) of this para-
graph which was made pursuant to any 
provision of the Internal Revenue Code 
of 1954 or prior revenue laws, shall not 
be affected in any way by the enact-
ment of the Life Insurance Company 
Income Tax Act of 1959 (73 Stat. 112). 

(iii) For purposes of determining gain 
or loss from operations under section 
809(b), in computing the items of gross 
amount under section 809(c) and the de-
duction items under section 809(d), an 
election to use any of the special meth-
ods of accounting referred to in sub-
paragraph (2) of this paragraph must be 
made in accordance with the specific 
statutory provisions of the sections 
containing such elections and the regu-
lations thereunder. However, where a 
particular election may be made only 
with the consent of the Commissioner 
(either because the time for making 
the election without the consent of the 
Commissioner has expired or because 
the particular section contained no 
provision for making an election with-
out consent), and the time prescribed 
by the applicable regulations for sub-
mitting a request for permission to 
make such an election for the taxable 
year 1958 has expired, a life insurance 
company may make such an election 
for the year 1958 at the time of filing 
its return for that year (including ex-
tensions thereof). For example, a life 
insurance company may elect any of 
the methods of depreciation prescribed 
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in section 167 (to the extent permitted 
under that section and the regulations 
thereunder) with respect to those as-
sets, or any portion thereof, for which 
no depreciation was allowable under 
prior revenue laws, for example, fur-
niture and fixtures used in the under-
writing department. Similarly, a life 
insurance company shall be permitted 
to make an election under section 
461(c) (relating to the accrual of real 
property taxes) with respect to real 
property for which no deduction was 
allowable under prior revenue laws. 
Any such election shall be made in the 
manner and form prescribed in the ap-
plicable regulations. 

(iv) For purposes of subdivision (ii) of 
this subparagraph, the method used 
under section 1016(a)(3)(C) (relating to 
adjustments to basis) in determining 
the amount of exhaustion, wear and 
tear, obsolescence, and amortization 
actually sustained shall not preclude a 
taxpayer from electing any of the 
methods prescribed in section 167 in ac-
cordance with the provisions of that 
section and the regulations thereunder 
for determining the amount of such ex-
haustion, wear and tear, obsolescence, 
and amortization for the year 1958. For 
example, if the amount of depreciation 
actually sustained, under section 
1016(a)(3)(C), on a life insurance com-
pany’s home office building (other than 
that portion for which depreciation 
was allowable under prior revenue 
laws) is determined on the straight line 
method, the life insurance company 
may elect for the year 1958 to use any 
of the methods prescribed in section 167 
for determining its depreciation allow-
ance for 1958. However, such election 
shall be binding for 1958, and for all 
subsequent taxable years, unless con-
sent to change such election, if re-
quired, is obtained from the Commis-
sioner in accordance with the provi-
sions of section 167 and the regulations 
thereunder. 

(4)(i) For purposes of section 
805(b)(3)(B)(i) (relating to the deter-
mination of the current earnings rate 
for any taxable year beginning before 
January 1, 1958), the determination for 
any year of the investment yield and 
the assets shall be made as though the 
taxpayer had been on the accrual 
method prescribed in subparagraph (1) 

of this paragraph for such year, or the 
accrual method in combination with 
the other methods of accounting pre-
scribed in subparagraph (2) of this 
paragraph, if these other methods of 
accounting are used by the taxpayer in 
determining the investment yield and 
assets for the taxable year 1958. How-
ever, where the method used for deter-
mining the deduction under section 167 
for the year 1958 differs from the meth-
od used in prior years, the amount of 
the deduction actually allowed or al-
lowable for such prior years for pur-
poses of section 1016(a)(2) (relating to 
adjustments to basis) shall be the 
amount to be taken into account in de-
termining the current earnings rate 
under section 805(b)(3)(B)(i). 

(ii) For purposes of section 
812(b)(1)(C) (relating to operations loss 
carrybacks and carryovers for years 
prior to 1958), the determination for 
those years of the gain or loss from op-
erations shall be made as though the 
taxpayer had been on the accrual 
method of accounting prescribed in 
subparagraph (1) of this paragraph for 
such year, or the accrual method in 
combination with the other methods of 
accounting prescribed in subparagraph 
(2) of this paragraph, if these other 
methods of accounting are used by the 
taxpayer in the determination of gain 
or loss from operations for the taxable 
year 1958. However, where any adjust-
ment to basis is required under section 
1016(a)(3)(C) on account of exhaustion, 
wear and tear, obsolescence, amortiza-
tion, and depletion sustained, the 
amount actually sustained as deter-
mined under section 1016(a)(3)(C) for 
each of the years involved shall be the 
amount allowed in the determination 
of gain or loss from operations for pur-
poses of section 812(b)(1)(C). 

(b) Adjustments required if accrual 
method of accounting was not used in 
1957. The items of gross amount taken 
into account under section 809(c) and 
the items of deductions allowed under 
section 809(d) for the taxable year 1958 
shall be determined as though the tax-
payer had been on the accrual method 
of accounting prescribed in paragraph 
(a) of this section for all prior years. 
Thus, life insurance companies not on 
the accrual method for the year 1957 
shall accrue, as of December 31, 1957, 
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those items of gross amount which 
would have been properly taken into 
account for the year 1957 if the com-
pany had been on the accrual method 
described in section 818(a). Likewise, 
life insurance companies not on the ac-
crual method for the year 1957 shall ac-
crue, as of December 31, 1957, those 
items of deductions which would have 
been properly allowed for the year 1957 
if the company had been on the accrual 
method described in section 818(a). For 
example, if certain premium amounts 
were received during the year 1958 but 
such amounts would have been prop-
erly taken into account for the year 
1957 if the taxpayer had been on the ac-
crual method for the year 1957, then 
the taxpayer will not be required to 
take such premium amounts into ac-
count for the year 1958. If, for example, 
certain claims, benefits, and losses 
were paid during the year 1958 but such 
items would have been properly taken 
into account for the year 1957 if the 
taxpayer had been on the accrual 
method for the year 1957, then the tax-
payer will not be permitted to deduct 
such expense items for the year 1958. 
For a special transitional rule applica-
ble with respect to changes in method 
of accounting required by section 818(a) 
and paragraph (a) of this section, see 
section 818(e) and § 1.818–6. 

(c) Change of basis in computing re-
serves. (1) Section 806(b) provides that if 
the basis for determining the amount 
of any item referred to in section 810(c) 
as of the close of the taxable year dif-
fers from the basis for such determina-
tion as of the beginning of the taxable 
year, then for purposes of subpart B, 
part I, subchapter L, chapter 1 of the 
Code (relating to the determination of 
taxable investment income), the 
amount of such item shall be the 
amount computed on the old basis as of 
the close of the taxable year and the 
amount computed on the new basis as 
of the beginning of the next taxable 
year. Similarly, section 810(d)(1) pro-
vides rules for determining the amount 
of the adjustment to be made for pur-
poses of subpart C, part I, subchapter 
L, chapter 1 of the Code (relating to 
the determination of gain or loss from 
operations), if the basis for deter-
mining any item referred to in section 
810(c) as of the close of any taxable 

year differs from the basis for such de-
termination as of the close of the pre-
ceding taxable year. Under an accrual 
method of accounting, a change in the 
basis or method of computing the 
amount of liability of any item re-
ferred to in section 810(c) occurs in the 
taxable year in which all the events 
have occurred which determine the 
change in the basis or method of com-
puting the amount of such liability 
and, in which, the amount thereof 
(whether increased or decreased) can be 
determined with reasonable accuracy. 

(2) The application of subparagraph 
(1) of this paragraph may be illustrated 
by the following examples: 

Example 1. Assume that during the taxable 
year 1960, M, a life insurance company, de-
termines that the amount of its life insur-
ance reserves held with respect to a par-
ticular block of contracts is understated on 
the present basis being used in valuing such 
liability and that such liability can be more 
accurately reflected by changing from the 
present basis to a particular new basis. As-
sume that M uses such new basis in com-
puting its reserves under such contracts at 
the end of the taxable year 1960. Under the 
provisions of section 818(a) and subparagraph 
(1) of this paragraph, the change in basis for 
purposes of sections 806(b) and 810(d) occurs 
during the taxable year 1960, the year in 
which all the events have occurred which de-
termine the change in basis and the amount 
of any increase (or decrease) attributable to 
such change can be determined with reason-
able accuracy. Such change shall be treated 
as having occurred during the taxable year 
1960 whether M determines that its liability 
under such contracts was understated for the 
first time during 1960, or that its liability 
under such contracts has, in fact, been un-
derstated for a number of prior years. 

Example 2. Assume the facts are the same 
as in example 1, except that during the tax-
able year 1960 the insurance department of 
State X issues a ruling, pursuant to author-
ity conferred by statute, requiring M to use 
the particular new basis which more accu-
rately reflects its liability with respect to 
such contracts and that as a result of such 
ruling, M uses the new basis in computing its 
reserves under such contracts for the taxable 
years 1958, 1959, and 1960. Under the provi-
sions of section 818(a) and subparagraph (1) 
of this paragraph, the change in basis for 
purposes of sections 806(b) and 810(d) occurs 
during the taxable year 1960, the year in 
which all the events have occurred which de-
termine that a change in basis should be 
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made and the amount of any increase (or de-
crease) attributable to such change can be 
determined with reasonable accuracy. 

[T.D. 6558, 26 FR 2785, Apr. 4, 1961] 

§ 1.818–3 Amortization of premium and 
accrual of discount. 

(a) In general. Section 818(b) provides 
that the appropriate items of income, 
deductions, and adjustments under 
part I, subchapter L, chapter 1 of the 
Code, shall be adjusted to reflect the 
appropriate amortization of premium 
and the appropriate accrual of discount 
on bonds, notes, debentures, or other 
evidences of indebtedness held by a life 
insurance company. Such adjustments 
are limited to the amount of appro-
priate amortization or accrual attrib-
utable to the taxable year with respect 
to such securities which are not in de-
fault as to principal or interest and 
which are amply secured. The question 
of ample security will be resolved ac-
cording to the rules laid down from 
time to time by the National Associa-
tion of Insurance Commissioners. The 
adjustment for amortization of pre-
mium decreases the gross investment 
income, the exclusion and reduction for 
wholly tax-exempt interest, the exclu-
sion and deduction for partially tax-ex-
empt interest, and the basis or ad-
justed basis of such securities. The ad-
justment for accrual of discount in-
creases the gross investment income, 
the exclusion and reduction for wholly 
tax-exempt interest, the exclusion and 
deduction for partially tax-exempt in-
terest, and the basis or adjusted basis 
of such securities. However, for taxable 
years beginning after May 31, 1960, only 
the accrual of discount relating to 
issue discount will increase the exclu-
sion and reduction for wholly tax-ex-
empt interest. See section 103. 

(b) Acquisitions before January 1, 1958. 
(1) In the case of any such security ac-
quired before January 1, 1958, the pre-
mium is the excess of its acquisition 
value over its maturity value and the 
discount is the excess of its maturity 
value over its acquisition value. The 
acquisition value of any such security 
is its cost (including buying commis-
sions or brokerage but excluding any 
amounts paid for accrued interest) if 
purchased for cash, or if not purchased 
for cash, its then fair market value. 

The maturity value of any such secu-
rity is the amount payable thereunder 
either at the maturity date or an ear-
lier call date. The earlier call date of 
any such security may be the earliest 
interest payment date if it is callable 
or payable at such date, the earliest 
date at which it is callable at par, or 
such other call or payment date, prior 
to maturity, specified in the security 
as may be selected by the life insur-
ance company. A life insurance com-
pany which adjusts amortization of 
premium or accrual of discount with 
reference to a particular call or pay-
ment date must make the adjustments 
with reference to the value on such 
date and may not, after selecting such 
date, use a different call or payment 
date, or value, in the calculation of 
such amortization or discount with re-
spect to such security unless the secu-
rity was not in fact called or paid on 
such selected date. 

(2) The adjustments for amortization 
of premium and accrual of discount 
will be determined: 

(i) According to the method regularly 
employed by the company, if such 
method is reasonable, or 

(ii) According to the method pre-
scribed by this section. 
A method of amortization of premium 
or accrual of discount will be deemed 
‘‘regularly employed’’ by a life insur-
ance company if the method was con-
sistently followed in prior taxable 
years, or if, in the case of a company 
which has never before made such ad-
justments, the company initiates in 
the first taxable year for which the ad-
justments are made a reasonable meth-
od of amortization of premium or ac-
crual of discount and consistently fol-
lows such method thereafter. Ordi-
narily, a company regularly employs a 
method in accordance with the statute 
of some State, Territory, or the Dis-
trict of Columbia, in which it operates. 

(3) The method of amortization and 
accrual prescribed by this section is as 
follows: 

(i) The premium (or discount) shall 
be determined in accordance with this 
section; and 

(ii) The appropriate amortization of 
premium (or accrual of discount) at-
tributable to the taxable year shall be 
an amount which bears the same ratio 
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to the premium (or discount) as the 
number of months in the taxable year 
during which the security was owned 
by the life insurance company bears to 
the number of months between the 
date of acquisition of the security and 
its maturity or earlier call date, deter-
mined in accordance with this section. 
For purposes of this section, a frac-
tional part of a month shall be dis-
regarded unless it amounts to more 
than half a month, in which case it 
shall be considered a month. 

(c) Acquisitions after December 31, 1957. 
(1) In the case of: 

(i) Any bond, as defined in section 
171(d), acquired after December 31, 1957, 
the amount of the premium and the 
amortizable premium for the taxable 
year, shall be determined under section 
171(b) and the regulations thereunder, 
as if the election set forth in section 
171(c) had been made, and 

(ii) Any bond, note, debenture, or 
other evidence of indebtedness not de-
scribed in subdivision (i) of this sub-
paragraph and acquired after December 
31, 1957, the amount of the premium 
and the amortizable premium for the 
taxable year, shall be determined under 
paragraph (b) of this section. 

(2) In the case of any bond, note, de-
benture, or other evidence of indebted-
ness acquired after December 31, 1957, 
the amount of the discount and the ac-
crual of discount attributable to the 
taxable year shall be determined under 
paragraph (b) of this section. 

(d) Convertible evidences of indebted-
ness. Section 818(b)(2)(B) provides that 
in no case shall the amount of pre-
mium on a convertible evidence of in-
debtedness (including any bond, note, 
or debenture) include any amount at-
tributable to the conversion features of 
the evidence of indebtedness. This pro-
vision is the same as the one contained 
in section 171(b), and the rules pre-
scribed in paragraph (c) of § 1.171–2 
shall be applicable for purposes of sec-
tion 818(b)(2)(B). This provision is to be 
applied without regard to the date 
upon which the evidence of indebted-
ness was acquired. Thus, where a con-
vertible evidence of indebtedness was 
acquired before January 1, 1958, and a 
portion or all of the premium attrib-
utable to the conversion features of the 
evidence of indebtedness has been am-

ortized for taxable years beginning be-
fore January 1, 1958, no adjustment for 
such amortization will be required by 
reason of section 818(b)(2)(B). Such am-
ortization will, however, require an ad-
justment to the basis of the evidence of 
indebtedness under section 1016(a)(17). 
For taxable years beginning after De-
cember 31, 1957, no further amortiza-
tion of the premium attributable to the 
conversion features of such an evidence 
of indebtedness will be taken into ac-
count. 

(e) Adjustments to basis. Section 
1016(a)(17) (relating to adjustments to 
basis) provides that in the case of any 
evidence of indebtedness referred to in 
section 818(b) and this section, the 
basis shall be adjusted to the extent of 
the adjustments required under section 
818(b) (or the corresponding provisions 
of prior income tax laws) for the tax-
able year and all prior taxable years. 
The basis of any evidence of indebted-
ness shall be reduced by the amount of 
the adjustment required under section 
818(b) (or the corresponding provision 
of prior income tax laws) on account of 
amortizable premium and shall be in-
creased by the amount of the adjust-
ment required under section 818(b) on 
account of accruable discounts. 

(f) Denial of double inclusion. Any 
amount which is includible in gross in-
vestment income by reason of section 
818(b) and paragraph (a) of this section 
shall not be includible in gross income 
under section 1232(a) (relating to the 
taxation of bonds and other evidences 
of indebtedness). See section 
1232(a)(2)(C) and the regulations there-
under. 

[T.D. 6558, 26 FR 2786, Apr. 4, 1961] 

§ 1.818–4 Election with respect to life 
insurance reserves computed on 
preliminary term basis. 

(a) In general. Section 818(c) permits 
a life insurance company issuing con-
tracts with respect to which the life in-
surance reserves are computed on one 
of the recognized preliminary term 
bases to elect to revalue such reserves 
on a net level premium basis for the 
purpose of determining the amount 
which may be taken into account as 
life insurance reserves for purposes of 
part I, subchapter L, chapter 1 of the 
Code, other than section 801 (relating 
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to the definition of a life insurance 
company). If such an election is made, 
the method to be used in making this 
revaluation of reserves shall be either 
the exact revaluation method (as de-
scribed in section 818(c)(1) and para-
graph (b)(1) of this section) or the ap-
proximate revaluation method (as de-
scribed in section 818(c)(2) and para-
graph (b)(2) of this section). 

(b) Revaluation of reserves computed on 
preliminary term basis. If a life insurance 
company makes an election under sec-
tion 818(c) in the manner provided in 
paragraph (e) of this section, the 
amount to be taken into account as life 
insurance reserves with respect to con-
tracts for which such reserves are com-
puted on a preliminary term basis may 
be determined on either of the fol-
lowing bases: 

(1) Exact revaluation method. As if the 
reserves for all such contracts had been 
computed on a net level premium basis 
(using the same mortality or morbidity 
assumptions and interest rates for both 
the preliminary term basis and the net 
level premium basis). 

(2) Approximate revaluation method. 
The amount computed without regard 
to section 818(c): 

(i) Increased by $21 per $1,000 of insur-
ance in force (other than term insur-
ance) under such contracts, less 2.1 per-
cent of reserves under such contracts, 
and 

(ii) Increased by $5 per $1,000 of term 
insurance in force under such contracts 
which at the time of issuance cover a 
period of more than 15 years, less 0.5 
percent of reserves under such con-
tracts. 

(c) Exception. If a life insurance com-
pany which makes an election under 
section 818(c)(2) and paragraph (b)(2) of 
this section has life insurance reserves 
with respect to both life insurance and 
noncancellable accident and health 
contracts for which such reserves are 
computed on a preliminary term basis, 
it shall use the approximate revalu-
ation method for all its life insurance 
reserves other than that portion of 
such reserves held with respect to its 
noncancellable accident and health 
contracts, and shall use the exact re-
valuation method for all its life insur-
ance reserves held with respect to such 

noncancellable accident and health 
contracts. 

(d) Reserves subject to recomputation. 
(1) For the first taxable year for which 
the election under section 818(c) and 
paragraph (b) of this section applies, a 
company making such election must 
revalue all its life insurance reserves 
held with respect to contracts for 
which such reserves are computed on a 
preliminary term basis at the end of 
such taxable year on the basis elected 
under section 818(c) and paragraph (b) 
of this section. However, for purposes 
of the preceding sentence, an election 
under section 818(c) shall not apply 
with respect to such reserves which 
would not be treated as being com-
puted on the preliminary term basis at 
the end of such taxable year except for 
the provisions of section 810 (a) or (b). 
See paragraph (c)(2) of § 1.810–2. For ex-
ample, if S, a life insurance company 
which computes its life insurance re-
serves on a recognized preliminary 
term basis at the beginning of the tax-
able year 1958, strengthens a portion of 
such reserves during the taxable year 
by actually changing to a net level pre-
mium basis in computing such re-
serves, and then makes the election 
under section 818(c) and paragraph (b) 
of this section for 1958, such election 
shall not apply with respect to the 
strengthened contracts. 

(2) For any taxable year other than 
the first taxable year for which the 
election under section 818(c) and para-
graph (b) of this section applies, a com-
pany making such election must re-
value all its life insurance reserves 
held with respect to contracts for 
which such reserves are computed on a 
preliminary term basis at the begin-
ning or end of the taxable year on the 
basis elected under section 818(c) and 
paragraph (b) of this section. For ex-
ample, if M, a life insurance company 
which made a valid outstanding elec-
tion under section 818(c) in the manner 
provided in paragraph (e) of this sec-
tion for the taxable year 1959, sells a 
block of contracts subject to such elec-
tion on September 1, 1960, M would 
value such contracts on the basis elect-
ed under section 818(c) and paragraph 
(b) of this section on January 1, 1960, 
for purposes of determining the net de-
crease or increase in the sum of the 
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items described in section 810(c) for the 
taxable year under section 810 (a) or 
(b). 

(3) For the effect of an election under 
section 818(c) and paragraph (b) of this 
section in determining gain or loss 
from operations for the taxable year, 
see paragraph (c)(3) of § 1.810–2 and 
paragraph (e) of § 1.810–3. 

(e) Time and manner of making elec-
tion. The election provided by section 
818(c) shall be made in a statement at-
tached to the life insurance company’s 
income tax return for the first taxable 
year for which the company desires the 
election to apply. The return and state-
ment must be filed not later than the 
date prescribed by law (including ex-
tensions thereof) for filing the return 
for such taxable year. However, if the 
last day prescribed by law (including 
extensions thereof) for filing a return 
for the first taxable year for which the 
company desires the election to apply 
falls before April 4, 1961, the election 
provided by section 818(c) may be made 
for such year by filing the statement 
and an amended return for such tax-
able year (and all subsequent taxable 
years for which returns have been filed) 
before July 4, 1961. The statement shall 
indicate whether the exact or the ap-
proximate method of revaluation has 
been adopted. The statement shall also 
set forth sufficient information as to 
mortality and morbidity asumptions; 
interest rates; the valuation method 
used; the amount of the reserves and 
the amount and type of insurance in 
force under all contracts for which re-
serves are computed on a preliminary 
term basis; and such other pertinent 
data as will enable the Commissioner 
to determine the correctness of the ap-
plication of the revaluation method 
adopted and the accuracy of the com-
putations involved in revaluing the re-
serves. The election to use either the 
exact revaluation method or the ap-
proximate revaluation method shall, 
except for the purposes of section 801, 
be adhered to in making the computa-
tions under part I for the taxable year 
for which such election is made and for 
all subsequent taxable years. 

(f) Scope of election. An election made 
under section 818(c) and paragraph (b) 
of this section to use either the exact 
or the approximate method of reval-

uing the company’s life insurance re-
serves shall be binding for the taxable 
year for which made, and, except as 
provided in paragraph (g) of this sec-
tion, shall be binding for all succeeding 
taxable years, unless consent to revoke 
the election is obtained from the Com-
missioner. However, for taxable years 
beginning prior to April 4, 1961, a com-
pany may revoke the election provided 
by section 818(c) without obtaining 
consent from the Commissioner by fil-
ing, before July 4, 1961, a statement 
that the company desires to revoke 
such election. An amended return re-
flecting such revocation must accom-
pany the statement for all taxable 
years for which returns have been filed 
with respect to such election. 

(g) Special rule for 1958. If an election 
is made for a taxable year beginning in 
1958 to use the approximate revalu-
ation method described in section 
818(c)(2) and paragraph (b)(2) of this 
section the company may, for its first 
taxable year beginning after 1958, elect 
to change to the exact revaluation 
method described in section 818(c)(1) 
and paragraph (b)(1) of this section 
without obtaining the consent of the 
Commissioner. In such case, the elec-
tion to change shall be made in a state-
ment attached to the company’s in-
come tax return for such taxable year 
and filed not later than the date pre-
scribed by law (including extensions 
thereof) for filing the return for such 
year. The statement shall indicate that 
the company has elected to change 
from the approximate to the exact re-
valuation method for such taxable year 
and shall include such information and 
data referred to in paragraph (e) of this 
section as will enable the Commis-
sioner to determine the correctness 
and accuracy of the computations in-
volved. 

[T.D. 6558, 26 FR 2787, Apr. 4, 1961; 26 FR 3276, 
Apr. 18, 1961] 

§ 1.818–5 Short taxable years. 
(a) In general. Section 818(d) provides 

that if any return of a corporation 
made under part I, subchapter L, chap-
ter 1 of the Code, is for a period of less 
than the entire calendar year, then sec-
tion 443 (relating to returns for a pe-
riod of less than 12 months) shall not 
apply. This section further provides 
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certain rules to be used in determining 
the life insurance company taxable in-
come for a period of less than the en-
tire calendar year. 

(b) Returns for periods of less than the 
entire calendar year. A return for a 
short period, that is, for a taxable year 
consisting of a period of less than the 
entire calendar year, shall be made 
only under the following cir-
cumstances: 

(1) If a company which qualifies as a 
life insurance company is not in exist-
ence for the entire taxable year, a re-
turn is required for the short period 
during which the taxpayer was in exist-
ence. For example, a life insurance 
company organized on August 1, is re-
quired to file a return for the short pe-
riod from August 1 to December 31, and 
returns for each calendar year there-
after. Similarly, if a company which 
qualifies as a life insurance company 
completely dissolves during the tax-
able year it is required to file a return 
for the short period from January 1 to 
the date it goes out of existence. All 
items entering into the computation of 
taxable investment income and gain or 
loss from operations for the short pe-
riod shall be determined on a con-
sistent basis and in the manner pro-
vided in paragraph (c) of this section. 

(2) A return must be filed for a short 
period resulting from the termination 
by the district director of a taxpayer’s 
taxable year for jeopardy. See section 
6851 and the regulations thereunder. 
A company which was an insurance 
company for the preceding taxable year 
(but not a life insurance company as 
defined in section 801(a) and paragraph 
(b) of § 1.801–3) and which for the cur-
rent taxable year qualifies as a life in-
surance company shall not file a return 
for the short period from the time dur-
ing the taxable year that it first quali-
fies as a life insurance company to the 
end of the taxable year. Similarly, an 
insurance company which was a life in-
surance company for the preceding tax-
able year but which for the current 
taxable year does not qualify as a life 
insurance company shall not file a re-
turn for the short period from the be-
ginning of the taxable year to the time 
during the taxable year that it no 
longer qualifies as a life insurance 
company. 

(c) Computation of life insurance com-
pany taxable income for short period. (1) 
If a return is made for a short period, 
section 818(d)(1) provides that the tax-
able investment income and the gain or 
loss from operations shall be deter-
mined on an annual basis by a ratable 
daily projection of the appropriate fig-
ures for the short period. The appro-
priate figures for the short period shall 
be determined on an annual basis by 
multiplying such figures by a fraction, 
the numerator of which is the number 
of days in the calendar year in which 
the short period occurs and the denom-
inator of which is the number of days 
in the short period. 

(2)(i) In computing taxable invest-
ment income for a short period, the in-
vestment yield, the policy and other 
contract liability requirements, the 
policyholders’ share of each and every 
item of investment yield, and the com-
pany’s share of any item of investment 
yield shall be determined on an annual 
basis. 

(ii) For purposes of determining the 
investment yield on an annual basis, 
each item of gross investment income 
under section 804(b) and each item of 
deduction under section 804(c) shall be 
annualized in the manner provided in 
subparagraph (1) of this paragraph. In 
any case in which a limitation is 
placed on the amount of a deduction 
provided under section 804(c), the limi-
tation shall apply to the item of deduc-
tion computed on an annual basis. 

(iii) The policy and other contract li-
ability requirements shall be deter-
mined on an annual basis in the fol-
lowing manner: 

(a) The interest paid (as defined in 
section 805(e) and § 1.805–8) for the short 
period shall be annualized in the man-
ner prescribed in subparagraph (1) of 
this paragraph. 

(b) The current earnings rate for the 
taxable year in which the short period 
occurs shall be determined by dividing 
the taxpayer’s investment yield, as de-
termined on an annual basis under sub-
division (ii) of this subparagraph, by 
the mean of the taxpayer’s assets at 
the beginning and end of the short pe-
riod. For purposes of section 805, any 
reference to the current earnings rate 
for the taxable year in which the short 
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period occurs means the current earn-
ings rate as determined under this sub-
division. 

(c) The adjusted life insurance re-
serves shall be determined as provided 
in section 805(c), and the pension plan 
reserves shall be determined as pro-
vided in section 805(d). 

(iv) The policyholders’ share of each 
and every item of investment yield (as 
defined in section 804(a)) shall be that 
percentage obtained by dividing the 
policy and other contract liability re-
quirements, determined under subdivi-
sion (iii) of this subparagraph, by the 
investment yield, determined under 
subdivision (ii) of this subparagraph. 

(v) The taxable investment income 
for the short period shall be an amount 
(not less than zero) equal to the life in-
surance company’s share of each and 
every item of investment yield, as de-
termined under subdivision (ii) of this 
subparagraph, reduced by the items de-
scribed in section 804(a)(2) (A) and (B). 
In determining these reductions under 
section 804(a)(2)(A) the amount of the 
respective items shall be the amount 
that is determined on an annual basis 
under subdivision (ii) of this subpara-
graph. The small business deduction, 
under section 804(a)(2)(B) shall be an 
amount (not to exceed $25,000) equal to 
10 percent of the investment yield, de-
termined under subdivision (ii) of this 
subparagraph, for the short period. 

(vi) Except as provided in this para-
graph, the determination of taxable in-
vestment income under subpart B, part 
I, subchapter L, chapter 1 of the Code, 
shall be made in accordance with all 
the provisions of that subpart. 

(3)(i) In computing gain or loss from 
operations for a short period, the share 
of each and every item of investment 
yield set aside for policyholders, the 
life insurance company’s share of each 
and every item of investment yield, the 
items of gross amount, and the items 
of deduction shall, except as modified 
by this subparagraph, be determined on 
an annual basis in the manner provided 
in subparagraph (1) of this paragraph. 
In any case in which a limitation is 
placed on the amount of a deduction 
provided under section 809, the limita-
tion shall apply to the item of deduc-
tion computed on an annualized basis. 

(ii) For purposes of sections 809 and 
810, the investment yield shall be de-
termined in the manner provided in 
subparagraph (2)(ii) of this paragraph. 
The share of any item of investment 
yield set aside for policyholders shall 
be that percentage obtained by divid-
ing the required interest as determined 
under section 809(a)(2), by the invest-
ment yield, as determined in this sub-
paragraph, except that if the required 
interest exceeds the investment yield 
then the share of any item of invest-
ment yield set aside for policyholders 
shall be 100 percent. 

(iii) The items of gross amount and 
the items of deduction, other than the 
operations loss deduction under section 
809(d)(4), shall be determined on an an-
nual basis. See subdivision (iv) of this 
subparagraph for the manner in which 
the net decrease or net increase in re-
serves under section 810 shall be 
annualized. 

(iv) For purposes of determining ei-
ther a net decrease in reserves under 
section 810(a) or a net increase in re-
serves under section 810(b), the sum of 
the items described in section 810(c) as 
of the end of the short period shall be 
reduced by the amount of the invest-
ment yield not included in gain or loss 
from operations for the short period by 
reason of section 809(a)(1). The amount 
of investment yield excluded under sec-
tion 809(a)(1) has been determined upon 
an annualized basis while the sum of 
the items described in section 180(c) at 
the end of the short period has been de-
termined on an actual basis. In order 
to place these on the same basis, the 
amount of investment yield not in-
cluded in gain or loss from operations 
by reason of section 809(a)(1), deter-
mined under subdivision (ii) shall, for 
purposes of section 810(a) and section 
810(b), be reduced to an amount which 
bears the same ratio to the full amount 
as the number of days in the short pe-
riod bears to the number of days in the 
entire calendar year. The net decrease 
or the net increase of the items re-
ferred to in section 810(c) for the short 
period shall then be determined, as pro-
vided in section 810(a) and section 
810(b), respectively, and the result 
annualized. 

(4) The portion of the life insurance 
company taxable income described in 
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section 802(b) (1) and (2) (relating to 
taxable investment income and gain or 
loss from operations) shall be deter-
mined on an annual basis by treating 
the amounts ascertained under sub-
paragraph (2) of this paragraph as the 
taxable investment income, and the 
amount ascertained under subpara-
graph (3) of this paragraph as the gain 
or loss from operations, for the taxable 
year. 

(5) The portion of the life insurance 
company taxable income described in 
section 802(b) (1) and (2) for the short 
period shall be the amount which bears 
the same ratio to the amount 
ascertained under section 818(d) (2) and 
subparagraph (4) of this paragraph as 
the number of days in the short period 
bears to the number of days in the en-
tire year. 

(d) Special rules. (1) For purposes of 
determining the average earnings rate 
(as defined in section 805(b)(3)) for sub-
sequent taxable years, the current 
earnings rate for the taxable year in 
which the short period occurs shall be 
the rate determined under paragraph 
(c)(2) of this section. 

(2) For purposes of determining an 
operations loss deduction under section 
812, the loss from operations for the 
short period shall be the loss from op-
erations determined under paragraph 
(c)(5) of this section. 

[T.D. 6558, 26 FR 2788, Apr. 4, 1961] 

§ 1.818–6 Transitional rule for change 
in method of accounting. 

(a) In general. Section 818(e) pre-
scribes the rules to be followed in re-
computing the taxes of a life insurance 
company for the taxable year 1957 in 
cases where the method of accounting 
required to be used in computing the 
company’s taxes for 1958 under section 
818(a) and paragraph (a) of § 1.818–2 is 
different from the method used in 1957. 

(b) Recomputation of 1957 taxes. (1) For 
purposes of recomputing its taxes for 
1957, a life insurance company must as-
certain the net amount of those adjust-
ments which are determined (as of the 
close of 1957) to be necessary solely by 
reason of the change to the method of 
accounting required by section 818(a) 
and paragraph (a) of § 1.818–2 in order to 
prevent amounts from being duplicated 
or omitted. Thus, for example, life in-

surance companies not on the accrual 
method of accounting for the year 1957 
shall accrue, as of December 31, 1957, 
those items of gross investment income 
under section 803(b) and those items of 
deduction under section 803(c), as in ef-
fect for 1957, which would have been 
properly accruable for the year 1957 if 
the company had been on the accrual 
method of accounting. 

(2) In the case of a change in the 
over-all method of accounting, the 
term ‘‘net amount of those adjust-
ments’’ means the consolidation of ad-
justments (whether the amounts there-
of represent increases or decreases in 
items of income or deductions) arising 
with respect to balances in the various 
accounts on December 31, 1957. In the 
case of a change in the treatment of a 
single material item, the amount of 
the adjustment shall be determined 
with reference only to the net dollar 
balances in that particular account. 

(3)(i) The amount of the taxpayer’s 
tax for 1957 shall be recomputed (under 
the law applicable to 1957, modified as 
provided in section 818(e) (4) and para-
graph (e) of this section) by taking into 
account an amount equal to one-tenth 
of the net amount of the adjustments 
determined under subparagraph (1) of 
this paragraph. The increase or de-
crease in tax attributable to the ad-
justments for such year is the dif-
ference between the tax for such year 
computed with the allocation of one- 
tenth of the net amount of the adjust-
ments to such taxable year over the 
tax computed without the allocation of 
any part of the adjustments to such 
year. 

(ii) The amount of increase or de-
crease (as the case may be) referred to 
in section 818(e) (2) or (3) and para-
graphs (c) or (d) of this section, shall be 
the amount of the increase or decrease 
in tax ascertained in the manner de-
scribed in subdivision (i) of this sub-
paragraph, multiplied by 10. 

(c) Treatment of decrease. Section 
818(e) (2) provides that for purposes of 
subtitle F of the Code, if the recompu-
tation under paragraph (b) (3) (ii) of 
this section results in a decrease, the 
amount of such decrease shall be treat-
ed as a decrease in the tax imposed for 
1957; except that for purposes of com-
puting the period of limitation on the 
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making of refunds or the allowance of 
credits with respect to such overpay-
ments, the amount of such decrease 
shall be treated as an overpayment of 
tax for 1959. No interest shall be paid, 
for any period before March 16, 1960, on 
any overpayment of the tax imposed 
for 1957 which is attributable to such 
decrease. 

(d) Treatment of increase—(1) In gen-
eral. Section 818(e) (3) (A) provides that 
for purposes of subtitle F of the Code, 
other than section 6016 (relating to dec-
larations of estimated income tax by 
corporations) and section 6655 (relating 
to failure by corporations to pay esti-
mated income tax), if the recomputa-
tion under paragraph (b) (3) (ii) of this 
section results in an increase, the 
amount of such increase shall be treat-
ed as a tax imposed for 1959. Such tax 
shall be payable in 10 equal annual in-
stallments, beginning with March 15, 
1960. 

(2) Special rules. Section 818(e) (3) (B) 
provides that for purposes of section 
818(e) (3) (A) and subparagraph (1) of 
this paragraph: 

(i) No interest shall be paid on any 
installment described in section 818(e) 
(3) (A) and subparagraph (1) of this 
paragraph before the time prescribed 
therein for the payment of such install-
ment. 

(ii) Section 6152(c) (relating to prora-
tion of deficiencies to installments) 
and the regulations thereunder shall 
apply. However, section 6152(a) (relat-
ing to the election to make install-
ment payments) and the regulations 
thereunder shall not apply. 

(iii) In applying section 6502(a) (1) 
(relating to collection after assess-
ment) and the regulations thereunder, 
the assessment of any installment de-
scribed in section 818(e) (3) (A) and sub-
paragraph (1) of this paragraph shall be 
treated as made at the time prescribed 
therein for the payment of such install-
ment. 

(iv) If for any taxable year the tax-
payer is not a life insurance company, 
the amount of the increase in tax (as 
determined under paragraph (b) (3) (ii) 
of this section), to the extent not 
taken into account for prior taxable 
years, shall be payable on the date the 
return for such taxable year is due (de-
termined without regard to any exten-

sions of time for filing such return), 
unless such amount is required to be 
taken into account by the acquiring 
corporation under section 381(c) (22) 
and the regulations thereunder. 

(e) Modifications of 1957 tax computa-
tion. Section 818(e) (4) provides that in 
recomputing the taxpayer’s tax for 1957 
for purposes of section 818(e) (1) and 
paragraph (b) of this section: 

(1) Section 804(b), as in effect for 1957 
(relating to the maximum reserve and 
other policy liability deduction), shall 
not apply with respect to any amount 
required to be taken into account by 
reason of section 818(e) (1) and para-
graph (b) of this section; and 

(2) The amount of the deduction al-
lowed by section 805, as in effect for 
1957 (relating to the special interest de-
duction), shall not be reduced by rea-
son of any amount required to be taken 
into account under section 818(e) (1) 
and paragraph (b) of this section. 

(f) Illustration of principles. The appli-
cation of section 818(e) and this section 
may be illustrated by the following ex-
amples: 

Example 1. For the taxable year 1957, the 
life insurance taxable income of M, a life in-
surance company, is $200,000 computed on 
the cash receipts and disbursements method 
of accounting. The net amount of the adjust-
ments required under section 818(e)(1) by rea-
son of the change to the accrual method of 
accounting for 1958, increases M’s life insur-
ance taxable income for 1957 by $50,000. The 
increase in tax attributable to the change in 
method of accounting required by section 
818(a) is $26,000, computed as follows: 
(1) Life insurance taxable income before adjust-

ments ................................................................ $200,000 
(2) Adjustments required by sec. 818(e) (1) (1/ 

10×$50,000) ..................................................... 5,000 
(3) Life insurance taxable income after adjust-

ments (item (1) plus item (2)) .......................... 205,000 
(4) Tax liability after adjustments 

(52%×$205,000, minus $5,500) ....................... 101,100 
(5) Tax liability before adjustments 

(52%×$200,000, minus $5,500) ....................... 98,500 
(6) Excess of item (4) over item (5) .................... 2,600 
(7) Increase in tax for purposes of sec. 818(e) 

(3) (item (6) multiplied by 10) .......................... 26,000 

Under the provisions of section 818(e)(3), one- 
tenth of the increase in tax for 1957 attrib-
utable to the change in method of account-
ing required by section 818(a), $2,600 (1/ 
10×$26,000), was due and payable on March 15, 
1960, and the balance, $23,400 (9/10×$26,000), is 
due and payable in equal installments on 
March 15th of the nine succeeding taxable 
years. However, if for the taxable year 1965, 
M is no longer a life insurance company, and 
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section 381(c)(22) does not apply, the balance 
of the installments not paid in prior taxable 
years, $10,400 (4/10×$26,000), shall be due and 
payable on March 15, 1966. 

Example 2. Assume the facts are the same 
as in example 1, except that the net amount 
of the adjustments required by section 
818(e)(1) decreases M’s life insurance taxable 
income for 1957 by $25,000. The decrease in 
tax attributable to the change in method of 
accounting required by section 818(a) is 
$13,000, computed as follows: 
(1) Life insurance taxable income before adjust-

ments ................................................................ $200,000 
(2) Adjustments required by sec. 818(e) (1) (1/ 

10×$25,000) ..................................................... 2,500 
(3) Life insurance taxable income after adjust-

ments (item (1) minus item (2)) ....................... 197,500 
(4) Tax liability after adjustments 

(52%×$197,500, minus $5,500) ....................... 97,200 
(5) Tax liability before adjustments 

(52%×$200,000, minus $5,500) ....................... 98,500 
(6) Excess of item (5) over item (4) .................... 1,300 
(7) Decrease in tax for purposes of sec. 

818(e)(2) (item (6) multiplied by 10) ................ 13,000 

Under the provisions of section 818(e)(2), the 
entire $13,000 decrease in tax for 1957 attrib-
utable to the change in method of account-
ing required by section 818(a) shall be treated 
as an overpayment of tax for the taxable 
year 1959. 

[T.D. 6558, 26 FR 2789, Apr. 4, 1961] 

§ 1.818–7 Denial of double deductions. 
Section 818(f) provides that the same 

item may not be deducted more than 
once under subpart B, part I, sub-
chapter L, chapter 1 of the Code (relat-
ing to the determination of taxable in-
vestment income), and more than once 
under subpart C, part I, subchapter L, 
chapter 1 of the Code (relating to the 
determination of gain or loss from op-
erations). 

[T.D. 6558, 26 FR 2790, Apr. 4, 1961] 

§ 1.818–8 Special rules relating to con-
solidated returns and certain cap-
ital losses. 

Section 818(g) provides that, in the 
case of a life insurance company filing 
or required to file a consolidated re-
turn under section 1501 for a taxable 
year, the computations of the policy-
holders’ share of investment yield 
under subparts B and C, part I, sub-
chapter L, chapter 1 of the Code (in-
cluding all determinations and com-
putations incident thereto) shall be 
made as if such company were not fil-
ing a consolidated return. Thus, for ex-
ample, if X and Y are life insurance 
companies which are entitled to file a 

consolidated return for 1975 and X has 
paid dividends to Y during such taxable 
year, Y must include such dividends in 
the computation of gross investment 
income under section 804(b). For other 
rules relating to the filing of consoli-
dated returns, see sections 1501 through 
1504 and the regulations thereunder. 

[T.D. 7469, 42 FR 12181, Mar. 3, 1977] 

§ 1.819–1 Taxable years affected. 

Section 1.819–2 is applicable only to 
taxable years beginning after Decem-
ber 31, 1957, and all references to sec-
tions of part I, subchapter L, chapter 1 
of the Code, are to the Internal Rev-
enue Code of 1954, as amended by the 
Life Insurance Company Income Tax 
Act of 1959 (73 Stat. 112). 

[T.D. 6558, 26 FR 2791, Apr. 4, 1961] 

§ 1.819–2 Foreign life insurance com-
panies. 

(a) Carrying on United States insurance 
business. Section 819(a) provides that a 
foreign life insurance company car-
rying on a life insurance business with-
in the United States, if with respect to 
its United States business it would 
qualify as a life insurance company 
under section 801, shall be taxable on 
its United States business under sec-
tion 802 in the same manner as a do-
mestic life insurance company. Thus, 
the life insurance company taxable in-
come of such a foreign life insurance 
company shall not be determined in 
the manner provided by part I, sub-
chapter N, chapter 1 of the Code (relat-
ing to determination of sources of in-
come), but shall be determined in the 
manner provided by part I, subchapter 
L, chapter 1 of the Code (relating to 
life insurance companies). See section 
842. Accordingly, in determining its life 
insurance company taxable income 
from its United States business, such a 
foreign life insurance company shall 
take into account the appropriate 
items of income irrespective of wheth-
er such items of income are from 
sources within or without the United 
States. A foreign life insurance com-
pany shall take into account the appro-
priate items of expenses, losses, and 
other deductions properly allocable to 
such items of income from its United 
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States business. To the extent not in-
consistent with the provisions of this 
paragraph, section 818(a), and section 
819(b), all computations entering into 
the determination of taxes imposed by 
part I shall be made in a manner con-
sistent with the manner required for 
purposes of the annual statement ap-
proved by the National Association of 
Insurance Commissioners. 

(b) Adjustment where surplus held in 
the United States is less than specified 
minimum—(1) In general. Section 
819(b)(1) provides that if the minimum 
figure for the taxable year determined 
under section 819(b)(2) and subpara-
graph (2)(i) of this paragraph exceeds 
the surplus held in the United States 
as of the end of the taxable year (as de-
fined in section 819(b)(2)(B) and sub-
paragraph (2)(ii) of this paragraph) by a 
foreign life insurance company car-
rying on a life insurance business with-
in the United States and taxable under 
section 802, then: 

(i) The amount of the policy and 
other contract liability requirements 
(determined under section 805 and 
§ 1.805–4 without regard to this subpara-
graph), and 

(ii) The amount of the required inter-
est (determined under section 809(a)(2) 
and paragraph (d) of § 1.809–2 without 
regard to this subparagraph), 

shall each be reduced by an amount de-
termined by multiplying such excess 
by the current earnings rate (as defined 
in section 805(b)(2) and paragraph (a)(2) 
of § 1.805–5) of such company. Such cur-
rent earnings rate shall be determined 
by reference to the assets held by the 
company in the United States. 

(2) Definitions. For purposes of sec-
tion 819(b)(1) and subparagraph (1) of 
this paragraph: 

(i) The term minimum figure, in the 
case of a taxable year beginning after 
December 31, 1957, but before January 
1, 1959, means the amount obtained by 
multiplying the company’s total insur-
ance liabilities on United States busi-
ness by 9 percent. In the case of any 
taxable year beginning after December 
31, 1958, such term means the amount 
obtained by multiplying the company’s 
total insurance liabilities on United 
States business by the percentage de-
termined and proclaimed by the Sec-

retary as being applicable for such 
year. 

(ii) The term surplus held in the 
United States means the excess of the 
assets held in the United States (as of 
the end of the taxable year) over the 
total insurance liabilities on United 
States business (as of the end of the 
taxable year). 

(iii) The term total insurance liabilities 
means the sum of the total reserves (as 
defined in section 801(c) and paragraph 
(a) of § 1.801–5) as of the end of the tax-
able year plus (to the extent not in-
cluded in total reserves) the items re-
ferred to in section 810(c) (3), (4), and 
(5) of paragraph (b) (3), (4), and (5) of 
§ 1.810–2 as of the end of the taxable 
year; and 

(iv) The term assets shall have the 
same meaning as that contained in sec-
tion 805(b)(4) and paragraph (a)(4) of 
§ 1.805–5. 

(3) Illustration of principles. The provi-
sions of section 819(b) and this para-
graph may be illustrated by the fol-
lowing example: 

Example. For the taxable year 1958, P, a for-
eign life insurance company carrying on a 
life insurance business within the United 
States and taxable under section 802, has 
total insurance liabilities on United States 
business (as of the end of the taxable year) of 
$940,000, assets held in the United States of 
$1,000,000 (as of the end of the taxable year), 
policy and other contract liability require-
ments in the amount of $30,000 required in-
terest in the amount of $20,000, and a current 
earnings rate of 4 percent. In order to deter-
mine whether section 819(b) applies for the 
taxable year 1958, P must first compute its 
minimum figure, for if the minimum figure 
is less than the surplus held in the United 
States (as of the end of the taxable year), no 
section 819(b) adjustments need be made. 
Since the minimum figure, $84,600 ($940,000, 
the total insurance liabilities on United 
States business multiplied by 9 percent, the 
percentage applicable for 1958), exceeds the 
surplus held in the United States, $60,000 (the 
excess of the assets held in the United 
States, $1,000,000, over the total insurance li-
abilities on United States business, $940,000), 
by $24,600, section 819(b) applies for the tax-
able year 1958. Thus, the amount of the pol-
icy and other contract liability require-
ments, $30,000, and the amount of the re-
quired interest, $20,000, shall each be reduced 
by $984 ($24,600, the amount of such excess, 
multiplied by 4 percent, the current earnings 
rate). 
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(4) Segregated asset accounts. For tax-
able years beginning after December 31, 
1967, pursuant to the provisions of sec-
tion 801(g): 

(i) A foreign corporation carrying on 
a life insurance business which issues 
contracts based on segregated asset ac-
counts shall separately compute in a 
manner consistent with this subpara-
graph the adjustment (if any) under 
section 819 to the amount of policy and 
other contract liability requirements 
and the amount of required interest 
properly attributable to each of such 
segregated asset accounts. The ‘‘min-
imum figure’’ used in section 819 in 
making the adjustment with respect to 
each of the segregated asset accounts 
shall be computed as provided in sub-
division (ii) of this subparagraph in 
lieu of the manner provided in subpara-
graphs (1), (2), and (3) of this para-
graph. 

(ii) The minimum figure applicable 
to a segregated asset account referred 
to in subdivision (i) of this subpara-
graph is the amount determined by 
multiplying the total insurance liabil-
ities on U.S. business attributable to 
such a segregated asset account, by 1 
percent. 

(iii) The minimum figure as com-
puted under subdivision (ii) of this sub-
paragraph shall be compared only with 
the surplus held in the United States 
attributable to each segregated asset 
account referred to in subdivision (i) of 
this subparagraph. Such surplus is the 
excess of assets held in the United 
States properly attributable to such 
segregated asset account over the total 
insurance liabilities on U.S. business 
properly attributable to such account. 

(iv) If the minimum figure applicable 
to accounts other than segregated 
asset accounts exceeds the surplus held 
in the United States attributable to 
such other accounts, for purposes of 
section 819 and this paragraph, the 
amount of such excess shall not exceed 
the company’s overall excess, as de-
fined in this subdivision. No adjust-
ment under section 819 or this para-
graph shall be made with respect to 
any account if there is no such overall 
excess. For purposes of this subdivision 
and of subdivision (v) of this subpara-
graph, the term ‘‘overall excess’’ means 
the amount, if any, by which the aggre-

gate minimum figures applicable to 
segregated asset accounts plus the 
minimum figure applicable to accounts 
other than segregated asset accounts 
exceeds the surplus held in the United 
States with respect to the company’s 
entire U.S. life insurance business, in-
cluding segregated asset accounts as 
well as other accounts. 

(v) In the case of a company which 
issues contracts based on one or more 
than one segregated asset account, if 
the minimum figure applicable to a 
segregated asset account exceeds the 
surplus held in the United States at-
tributable to such account, then for 
purposes of section 819 and this para-
graph, the amount of such excess shall 
not exceed the account limitation fig-
ure, as defined in this subdivision. 
Therefore, no adjustment under section 
819 or under this subparagraph shall be 
made with respect to any segregated 
asset account if the aggregate of the 
account limitation figures is zero, but 
nothing in this subdivision shall pre-
clude an adjustment under section 819 
with respect to accounts other than 
segregated asset accounts. For pur-
poses of this subdivision, the term 
‘‘account limitation figure’’ is a seg-
regated assets account’s proportionate 
share of the aggregate of the account 
limitation figures. Such aggregate of 
the account limitation figures is equal 
to the lesser of either the company’s 
overall excess as defined in subdivision 
(iv) of this subparagraph, or the 
amount, if any, by which the aggregate 
of the minimum figures applicable to 
segregated asset accounts exceeds the 
surplus held in the United States with 
respect to all such segregated asset ac-
counts. For purposes of this subdivi-
sion, a segregated asset account’s pro-
portionate share of the aggregate of 
the account limitation figures is deter-
mined by multiplying the amount of 
such aggregate of account limitation 
figures by a percentage, the numerator 
of which is the amount by which the 
minimum figure applicable to such ac-
count exceeds the surplus held in the 
United States attributable to such ac-
count, and the denominator of which is 
the aggregate of the amounts by which 
the minimum figure applicable to each 
segregated asset account exceeds the 
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surplus held in the United States at-
tributable to such account. 

(vi) Subdivisions (i), (ii), (iii), (iv), 
and (v) of this subparagraph may be il-
lustrated by the following examples: 

Example 1. (a) For the taxable year 1968, T, 
a foreign life insurance company carrying on 
a life insurance business within the United 
States and taxable under section 802, has the 
following assets and total insurance liabil-
ities with respect to such U.S. business: 

Regular ac-
count 

Separate 
account A 

Separate 
account B 

Assets ................ $9,300,000 $1,810,000 $515,000 
Total insurance 

liabilities ......... 8,000,000 1,800,000 500,000 

It is further assumed that the percentage de-
termined and proclaimed by the Secretary 
under section 819(a)(2)(A) for the taxable 
year 1968 is 15 percent. 

(b) In order to determine whether any ad-
justment under section 819 must be made, T 
must compute the minimum figure applica-
ble to its Regular Account as well as each of 
its Separate Accounts. The minimum figure 
for the Regular Account is $1,200,000 (15 per-
cent of $8,000,000). The minimum figure appli-
cable to Separate Account A is $18,000 (1 per-
cent of $1,800,000). The minimum figure appli-
cable to Separate Account B is $5,000 (1 per-
cent of $500,000). The aggregate of the min-
imum figures is $1,223,000 
($1,200,000+$18,000+$5,000). The surplus held in 
the United States with respect to the Reg-
ular Account is $1,300,000 
($9,300,000¥$8,000,000), with respect to Sepa-
rate Account A is $10,000 
($1,810,000¥$1,800,000) and with respect to 
Separate Account B is $15,000 
($515,000¥$500,000). The surplus held in the 
United States with respect to T’s entire U.S. 
life insurance business is $1,325,000 
($1,300,000+$10,000+$15,000). 

(c) Since the aggregate of the minimum 
figures ($1,223,000) does not exceed the sur-
plus held in the United States attributable 
to T’s entire U.S. life insurance business 
($1,325,000), under subdivision (iv) of this sub-
paragraph no adjustment under section 819 
shall be made with respect to the Regular 
Account or either of the Separate Accounts. 

Example 2. (a) The facts are the same as in 
example 1 except that the assets held in the 
United States with respect to the Regular 
Account is $8,300,000 instead of $9,300,000. 
Thus, the surplus held in the United States 
with respect to the Regular Account is 
$300,000 ($8,300,000¥$8,000,000), and the sur-
plus held in the United States with respect 
to T’s entire U.S. life insurance business is 
$325,000 ($300,000+$10,000 +$15,000). 

(b) Since the aggregate of the minimum 
figures with respect to the Separate Ac-

counts, $23,000 ($18,000+$5,000), does not ex-
ceed the surplus held in the United States 
with respect to both of such Separate Ac-
counts, $25,000 ($10,000+$15,000), under sub-
division (v) of this subparagraph, no adjust-
ment under section 819 must be made with 
respect to either of the Separate Accounts. 

(c) The excess of the minimum figure for 
the Regular Account ($1,200,000) over the sur-
plus held in the United States with respect 
to the Regular Account ($300,000) is equal to 
$900,000 ($1,200,000¥$300,000). However, the 
company’s overall excess as defined in sub-
division (iv) of this subparagraph, is $898,000 
($1,223,000¥$325,000). Under subdivision (iv) of 
this subparagraph the excess with respect to 
the Regular Account ($900,000) is limited to 
the amount of overall excess ($898,000). Thus, 
the amount of policy and other contract li-
ability requirements with respect to T’s Reg-
ular Account and the amount of required in-
terest with respect to T’s Regular Account 
(both computed without regard to section 
819) shall each be reduced by an amount 
equal to the product of $898,000 and the cur-
rent earnings rate computed only with re-
spect to T’s Regular Account. 

(c) Distributions to shareholders—(1) In 
general. In the case of a foreign life in-
surance company carrying on a life in-
surance business within the United 
States and taxable under section 802, 
section 819(c)(1) provides alternative 
methods for determining the amount of 
distributions to shareholders for pur-
poses of section 815 (relating to dis-
tributions to shareholders) and section 
802(b)(3) (relating to life insurance 
company taxable income). Such a for-
eign life insurance company may elect 
(in the manner provided by subpara-
graph (4) of this paragraph) for each 
taxable year whichever of the alter-
native methods provided by section 
819(c)(1) and this subparagraph it de-
sires, and the method elected for any 
one taxable year shall be effective only 
with respect to the taxable year for 
which the election is made. Such alter-
native methods are: 

(i) The amount of the distributions to 
shareholders shall be the amount de-
termined by multiplying the total 
amount of distributions to share-
holders by the percentage which the 
minimum figure for the taxable year is 
of the excess of the assets of the com-
pany over the total insurance liabil-
ities; or 

(ii) The amount of the distributions 
for shareholders shall be the amount 
determined by multiplying the total 
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amount of distributions for share-
holders by the percentage which the 
total insurance liabilities on United 
States business for the taxable year is 
of the total insurance liabilities of the 
company. 

(2) Definitions. For purposes of sec-
tion 819(c)(1) and subparagraph (1) of 
this paragraph: 

(i) The term total amount of the dis-
tributions to shareholders means all dis-
tributions (within the meaning of sec-
tion 815 and § 1.815–2) by a foreign life 
insurance company to all of its share-
holders whether or not in the United 
States; 

(ii) The term minimum figure for the 
taxable year means the amount deter-
mined under section 819(b)(2)(A) and 
paragraph (b)(2) of this section; 

(iii) The term assets of the company 
means all of the assets (as defined in 
section 805(b) (4) and paragraph (a) (4) 
of § 1.805–5) of the foreign life insurance 
company whether or not in the United 
States (as of the end of the taxable 
year); and 

(iv) The term total insurance liabilities 
of the company means the total insur-
ance liabilities (as defined in section 
819(b)(2) and paragraph (b)(2) of this 
section) on all of its business whether 
or not in the United States (as of the 
end of the taxable year). 

(3) Illustration of principles. The provi-
sions of section 819(c)(1) and subpara-
graphs (1) and (2) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. For the taxable year 1958, T, a 
foreign life insurance company carrying on a 
life insurance business within the United 
States and taxable under section 802, has a 
minimum figure of $40,000, total amount of 
distributions to all shareholders (within the 
meaning of section 815) of $5,000, assets (as of 
the end of the year) of $500,000, total insur-
ance liabilities (as of the end of the year) of 
$450,000, and total insurance liabilities on 
United States business (as of the end of the 
year) of $180,000. Based upon these facts, if T 
elects the method provided in section 
819(c)(1)(A) and subparagraph (1)(i) of this 
paragraph, the amount of T’s distributions 
to shareholders for the taxable year 1958 is 
$4,000, that is, $5,000 (the total amount of dis-
tributions to shareholders) multiplied by 80 
percent (the percentage which the minimum 
figure for the taxable year, $40,000, is of 
$50,000, the excess of the assets of the com-

pany ($500,000) over the total insurance li-
abilities ($450,000)). 

Example 2. The facts are the same as in ex-
ample 1, except that for the taxable year 
1958, T elects the method provided in section 
819(c)(1)(B) and subparagraph (1)(ii) of this 
paragraph. Based upon these facts, the 
amount of T’s distributions to shareholders 
for the taxable year 1958 is $2,000, that is, 
$5,000 (the total amount of distributions to 
shareholders) multiplied by 40 percent (the 
percentage which the total insurance liabil-
ities on United States business ($180,000) is of 
the total insurance liabilities of the com-
pany ($450,000)). 

(4) Manner and effect of election. (i) 
The election provided by section 
819(c)(1) shall be made in a statement 
attached to the foreign life insurance 
company’s income tax return for any 
taxable year for which the company de-
sires the election to apply. The return 
and statement must be filed not later 
than the date prescribed by law (in-
cluding extensions thereof) for filing 
the return for such taxable year. The 
statement shall indicate the method 
elected, the name and address of the 
taxpayer, and shall be signed by the 
taxpayer (or his duly authorized rep-
resentative). 

(ii) An election made under section 
819(c)(1) and this paragraph shall be ef-
fective only with respect to the taxable 
year for which the election is made. 
Thus, the company must make a new 
election for each taxable year for 
which it desires the election to apply. 
Once such election has been made for 
any taxable year it may not be re-
voked. However, for taxable years be-
ginning prior to April 4, 1961, a com-
pany may revoke the election provided 
by section 819(c)(1) without obtaining 
consent from the Commissioner by fil-
ing, before July 4, 1961, a statement 
that the company desires to revoke 
such election. An amended return re-
flecting such revocation and the selec-
tion of the other percentage must ac-
company the statement for all taxable 
years for which returns have been filed 
with respect to such election. 

(5) Application of section 815. Once the 
amount of distributions to share-
holders is determined under the provi-
sions of section 819(c)(1) and this para-
graph, the rules of section 815 (relating 
to distributions to shareholders) shall 
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apply to the shareholders surplus ac-
count and the policyholders surplus ac-
count of a foreign stock life insurance 
company in the same manner as they 
would apply to a domestic stock life in-
surance company. 

(d) Distributions pursuant to certain 
mutualizations. Section 819(c)(2) pro-
vides that for purposes of applying sec-
tion 815(e) and paragraph (e) of § 1.815– 
6 (relating to a special rule for certain 
mutualizations) in the case of a foreign 
life insurance company subject to tax 
under section 802: 

(1) The paid-in capital and paid-in 
surplus referred to in section 
815(e)(1)(A) of a foreign life insurance 
company is the portion of such capital 
and surplus determined by multiplying 
such amounts by the percentage se-
lected for the taxable year under sec-
tion 819(c)(1) and paragraph (c)(1) of 
this section; and 

(2) The excess referred to in section 
815(e)(2)(A)(i) (without the adjustment 
provided by section 815(e)(2)(B)), is 
whichever of the following is the great-
er: 

(i) The minimum figure for 1958 de-
termined under section 819(b)(2)(A); or 

(ii) The surplus held in the United 
States (as defined in section 
819(b)(2)(B)) determined as of December 
31, 1958. 

(e) No United States insurance business. 
Foreign life insurance companies not 
carrying on an insurance business 
within the United States shall not be 
taxable under part I, subchapter L, 
chapter 1 of the Code, but shall be tax-
able as other foreign corporations. See 
section 881 and the regulations there-
under. 

[T.D. 6558, 26 FR 2791, Apr. 4, 1961; 26 FR 3276, 
Apr. 18, 1961, as amended by T.D. 6970, 33 FR 
12044, Aug. 24, 1968] 

EDITORIAL NOTE: For a determination with 
respect to the percentage to be used by for-
eign life insurance companies in computing 
income tax for the taxable year 1984 and the 
estimated tax for taxable year 1985, see 51 FR 
883, Jan. 9, 1986. 

MUTUAL INSURANCE COMPANIES (OTHER 
THAN LIFE AND CERTAIN MARINE IN-
SURANCE COMPANIES AND OTHER THAN 
FIRE OR FLOOD INSURANCE COMPANIES 
WHICH OPERATE ON BASIS OF PER-
PETUAL POLICIES OR PREMIUM DEPOS-
ITS) 

§ 1.821–1 Tax on mutual insurance 
companies other than life or marine 
or fire insurance companies subject 
to the tax imposed by section 831. 

(a) In general. (1) For taxable years 
beginning after December 31, 1953, but 
before January 1, 1955, and ending after 
August 16, 1954, all mutual insurance 
companies, including foreign insurance 
companies carrying on an insurance 
business within the United States, not 
taxable under section 801 or 831 and not 
specifically exempt under the provi-
sions of section 501(c)(15), are subject 
to the tax imposed by section 821 on 
their investment income or on their 
gross income, whichever tax is the 
greater, except interinsurers and recip-
rocal underwriters which are taxed 
only on their investment income. For 
the alternative tax, in lieu of the tax 
imposed by section 821 (a) or (b), where 
the net long-term capital gain for any 
taxable year exceeds the net short- 
term capital loss, see section 1201(a) 
and the regulations thereunder. 

(2) The taxable income of mutual in-
surance companies subject to the tax 
imposed by section 821 differs from the 
taxable income of other corporations. 
See section 821(a)(2) and section 822. 
Such companies are entitled, in com-
puting mutual insurance company tax-
able income, to the deductions pro-
vided in part VIII (section 241 and fol-
lowing, except section 248), subchapter 
B, chapter 1 of the Code. The gross 
amount of income during the taxable 
year from interest, the deduction under 
section 822(c)(1) for wholly tax-exempt 
interest, and the deduction under sec-
tion 242 for partially tax-exempt inter-
est, are decreased by the appropriate 
amortization of premium and increased 
by the appropriate accrual of discount 
attributable to the taxable year on 
bonds, notes, debentures or other evi-
dences of indebtedness held by a mu-
tual insurance company subject to the 
tax imposed by section 821. See section 
822(d)(2) and § 1.822–3. 
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