SECTION 6. OMB NUMBER UNDER
THE PAPERWORK REDUCTION
ACT

The information collection contained in
this notice has been approved by the Of-
fice of Management and Budget (OMB) in
accordance with the Paperwork Reduction
Act (44 U.S.C. chapter 35) under control
number 1545-2167. Under the Paperwork
Reduction Act, an agency may not conduct
or sponsor and a person is not required to
respond to a collection of information un-
less it displays a valid OMB control num-
ber.

The collection of information in this
notice is in Section 3.03(c). The infor-
mation is required in order to inform the
IRS and holders of qualified tax credit
bonds whether the credit coupons relating
to those bonds may be stripped. The col-
lections of information are required for the
issuer to enjoy the benefit of having these
bonds treated as part of a strippable issue.
The likely respondents are states or local
governments and certain other eligible is-
suers of qualified tax credit bonds.

We estimate the total number of respon-
dents to be 1,000 and the total annual re-
sponses to be 1,000. We estimate it will
take 1 hour to comply. Estimates of the an-
nualized cost to respondents for the hour
burdens shown are not available at this
time.

Books or records relating to a collection
of information must be retained as long as
their contents may become material in the
administration of any internal revenue law.
Generally, tax returns and return informa-
tion are confidential, as required by section
6103.

SECTION 7. EFFECTIVE DATE

.01 The effective date of this notice is
March 23, 2010.

.02 The interim guidance in Sections
3.02 and 3.03 of this notice applies to—

(1) Stripping transactions (as defined in
Section 3.03(b)(3) of this notice) that occur
on or after the effective date of this notice;
and

(2) Taxable years ending on or after the
effective date of this notice for holders of
qualified tax credit bonds and of cash or
credit coupons stripped from qualified tax
credit bonds.
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.03 Taxpayers may choose to apply the
interim guidance in Section 3.02 of this
notice consistently to taxable years ending
before the effective date of this notice.

.04 The IRS and the Treasury Depart-
ment anticipate that the date of applicabil-
ity of the expected regulations described in
this notice will be March 23, 2010. If, and
to the extent, the expected regulations dif-
fer from the interim guidance in this no-
tice, the different provisions of the final
regulations will be applied without adverse
retroactive effect.

SECTION 8. DRAFTING
INFORMATION

The principal authors of this notice are
Aviva Roth and Timothy Jones of the Of-
fice of Associate Chief Counsel (Finan-
cial Institutions & Products). For further
information regarding this notice, contact
Timothy Jones at (202) 622-3980 (not a
toll-free call). For questions on earnings
and profits, contact Russell P. Subin at
(202) 622-7790 (not a toll-free call).

Life Insurance Reserves —
Actuarial Guideline XLIII

Notice 2010-29
SECTION 1. PURPOSE

This notice provides interim guidance
to issuers of variable annuity contracts
on issues that arise under §§ 807 and 816
of the Internal Revenue Code (Code) as
a result of the adoption by the National
Association of Insurance Commissioners
(NAIC) of Actuarial Guideline XLIII,
Commissioners’ Annuity Reserve Valua-
tion Methodology (CARVM) for Variable
Annuities (AG 43).

SECTION 2. BACKGROUND
Overview

.01 A life insurance company is re-
quired to account for its obligations to
policyholders using reserve methods of
accounting. Statutory Accounting Prin-
ciples (SAP) govern the preparation of
the company’s annual statement, which is
filed with the relevant state insurance reg-
ulators. Generally Accepted Accounting
Principles (GAAP) govern the preparation
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of an insurer’s financial statements, which
are provided to shareholders, bondholders,
banks and rating agencies. GAAP differs
in some respects from SAP.

.02 Clear reflection of the income of a
life insurance company for federal income
tax purposes requires an appropriate mea-
surement of the company’s life insurance
reserves. Tax accounting rules used to
compute the taxable income of a life insur-
ance company differ in some respects from
SAP or GAAP, including with respect to
the computation of life insurance reserves.

.03 Although all insurance companies
are required by the respective states in
which they do business to maintain re-
serves, not all reserves that a company
maintains (or is required to maintain) qual-
ify as “life insurance reserves” for Federal
income tax purposes.

Use and Computation of Life Insurance
Reserves

.04 Under § 816(a), an insurance com-
pany is a life insurance company if the
sum of (1) its life insurance reserves, plus
(2) unearned premiums, and unpaid losses
(whether or not ascertained), on noncan-
cellable life, accident, or health policies
not included in life insurance reserves,
comprise more than 50 percent of its total
reserves.

.05 Section 816(c) defines “total re-
serves” as the sum of (1) life insurance
reserves, (2) unearned premiums, and un-
paid losses (whether or not ascertained),
not included in life insurance reserves, and
(3) all other insurance reserves required
by law.

.06 Section 816(b) defines “life insur-
ance reserves” as amounts that are (1)
computed or estimated on the basis of rec-
ognized mortality or morbidity tables and
assumed rates of interest, and (2) set aside
to mature or liquidate, either by payment
or reinsurance, future unaccrued claims
arising from life insurance, annuity, and
noncancellable accident and health insur-
ance contracts (including life insurance
or annuity contracts combined with non-
cancellable accident and health insurance)
involving, at the time with respect to which
the reserve is computed, life, accident, or
health contingencies. Reserves generally
must be required by law to qualify as life
insurance reserves. See also § 1.801-4(d)
and (e) (setting forth reserves that qualify,
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and reserves that do not qualify, as life
insurance reserves for Federal income tax
purposes under the predecessor of § 816);
Rev. Rul. 67-435, 1967-2 C.B. 232
(concluding that a reserve maintained for
abnormal mortality or depreciation and
losses on assets owned by the company is
not a life insurance reserve).

.07 A life insurance company must pay
tax on its “life insurance company taxable
income,” which is defined in § 801(b) as
life insurance gross income less life insur-
ance deductions. Life insurance gross in-
come is defined in § 803(a) to mean the
sum of (i) premiums, (ii) net decreases
in certain reserves under § 807(a), and
(iii) other amounts generally included by
a taxpayer in gross income. Life insur-
ance deductions are defined in § 804 to
mean the general deductions provided un-
der § 805 and the small life insurance de-
duction (if any) determined under § 806.
Section 805(a)(2) authorizes a deduction
for the net increase in certain reserves un-
der § 807(b). The reserves taken into ac-
count under § 807(a) and (b) include life
insurance reserves (as defined in § 816(b)).
See § 807(c)(1).

.08 Section 807(d) through (f) sets forth
rules to compute the amount of the life in-
surance reserve for a contract for purposes
of determining taxable income. Section
807(d)(1) provides that the amount of the
life insurance reserve for any contract is
the greater of the net surrender value of the
contract (determined under § 807(e)(1))
or the federally prescribed reserve deter-
mined under § 807(d)(2). This amount
cannot, however, exceed the amount that
would be taken into account with respect to
the contract in determining “statutory re-
serves” (as defined in § 807(d)(6)).

.09 Section 807(e)(1) provides that the
net surrender value of any contract is deter-
mined with regard to any penalty or charge
that would be imposed on surrender but
without regard to any market value ad-
justment on surrender (except for certain
modified guaranteed contracts defined in
§ 817A(d)).

.10 Section 807(d)(2) provides that the
federally prescribed reserve for a contract
is computed using (a) the “tax reserve

method” applicable to the contract, (b) the
greater of the applicable Federal interest
rate (“AFIR”) or the prevailing State as-
sumed interest rate (“PSAIR”), and (c¢) the
prevailing commissioners’ standard tables
for mortality and morbidity, adjusted as
appropriate to reflect the risks (such as
substandard risks) incurred under the con-
tract which are not otherwise taken into
account.

.11 In the case of a contract to which
the Commissioners’ Annuities Reserve
Valuation Method (“CARVM”) ap-
plies (generally, an annuity contract),
§ 807(d)(3)(A)(ii)) and 807(d)(3)(B)(i)
provides that the tax reserve method ap-
plicable to the contract is the CARVM as
prescribed by the NAIC which is in effect
on the date the contract is issued. Other
parameters, such as the appropriate inter-
est rate and mortality tables, are likewise
generally determined with reference to the
date the contract is issued.

.12 Section 807(d)(6) provides that the
term “statutory reserves” means the aggre-
gate amount set forth in the annual state-
ment with respect to items described in
§ 807(c). See also Rev. Rul. 2008-37,
2008-28 1.R.B. 77 (statutory reserves un-
der § 807(d)(6) equal the highest aggregate
reserve amount for § 807(c) items actually
held and set forth on the annual statement
pursuant to the minimum reserve require-
ments of any state in which a taxpayer does
business). The term does not, however, in-
clude any reserve attributable to a deferred
and uncollected premium if the establish-
ment of such a reserve is not permitted un-
der § 811(c).

.13 Section 807(f) provides that if the
basis for determining any item referred
to in § 807(c) (for example, life insur-
ance reserves taken into account under
§ 807(c)(1)) as of the close of any taxable
year differs from the basis for that deter-
mination as of the close of the preceding
taxable year, then so much of the differ-
ence between the amount of the item at the
close of the taxable year computed on the
new basis, and the amount of the item at
the close of the taxable year computed on
the old basis, as is attributable to contracts
issued before the taxable year is taken into

account ratably for each of the succeeding
ten taxable years.

.14 Notice 2008-18, 2008-5 I.R.B.
363, was published on February 4, 2008,
and described two reserve methodology
projects that were then in development by
the NAIC: One would provide a princi-
ples-based approach for calculating statu-
tory reserves for life insurance contracts
(Proposed Life PBR); the other, which was
subsequently adopted as AG 43, would set
forth a new Actuarial Guideline that would
constitute CARVM for variable annu-
ities (Proposed AG VACARVM). Notice
2008-18 alerted life insurance companies
to federal income tax issues that could
arise as a result of the adoption of either
project and requested comments on those
issues. Several organizations submitted
comments in response to the notice.

Adoption of AG 43

.15 The NAIC adopted Pro-
posed AG VACARVM as AG 43
with regard to contracts issued on
or after January 1, 1981, effective
December 31, 2009. Section V of
AG 43 provides, however, that where
the application of AG 43 produces
higher reserves than a company had
otherwise established by its previously

used interpretation, the company
may request a grade-in period, not
to exceed three years, from the

domiciliary insurance commissioner upon
satisfactory demonstration of the previous
interpretation, and that such a delay of
implementation will not cause a hazardous
financial condition or potential harm to
policyholders.

.16 The purpose of AG 43 is to interpret
the standards for the valuation of reserves
for variable annuity and other contracts in-
volving certain guaranteed benefits simi-
lar to those offered with variable annuities.
Generally, AG 43 requires that the aggre-
gate reserve for contracts falling within
its scope equal the Conditional Tail Ex-
pectation Amount (the “CTE Amount”)!
but not be less than the Standard Scenario
Amount.?

I The CTE Amount is determined based on a projection of contracts falling within the scope of AG 43, and the assets supporting these contracts, over a broad range of stochastically generated
projection scenarios and using prudent estimate assumptions. Although the CTE Amount is determined on an aggregate basis for the contracts falling within the scope of AG 43, Appendix 6
of the Guideline provides a method for allocating the aggregate reserve to individual contracts based on each contract’s cash surrender value or Standard Scenario Amount, as applicable.

2 The Standard Scenario Amount is the aggregate of the reserves determined by applying the standard scenario method (as outlined in Appendix 3 of AG 43) to each of the contracts falling

within the scope of AG 43.
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.17 Based on the requirements of §§ 807
and 816, the terms of AG 43, and the data
that are available to date, the Treasury De-
partment and the Internal Revenue Service
(IRS) have reached interim conclusions as
to some of the issues identified in Notice
2008-18 and are continuing to consider
others. Accordingly, section 3 of this no-
tice provides interim guidance to taxpay-
ers on some of the issues that arise under
AG 43.

SECTION 3. INTERIM GUIDANCE

.01 Reserve Ratio Test. For purposes of
determining under § 816(a) whether an in-
surance company satisfies the 50 percent
of reserves test for qualification as a life
insurance company for taxable years end-
ing on or after December 31, 2009—

(a) the Standard Scenario Amount de-
termined under AG 43 is included in life
insurance reserves as defined in § 816(b)
and total reserves as defined in § 816(c);
and

(b) a taxpayer that delays implementa-
tion of AG 43 with permission of its domi-
ciliary insurance commissioner under sec-
tion V of AG 43 must consistently delay
implementation for purposes of determin-
ing life insurance reserves and total re-
serves under § 816(b) and (c).

.02 Statutory Reserve Cap. For pur-
poses of applying the statutory reserve cap
of § 807(d)(1) for taxable years ending on
or after December 31, 2009 —

(a) the term “statutory reserves” under
§ 807(d)(6) includes the Standard Scenario
Amount determined under AG 43. Thus, a
reserve will not be excluded from statutory
reserves under § 807(d)(6) solely because
the reserve represents the Standard Sce-
nario Amount determined under AG 43,
provided the requirements of § 807(d)(6)
are otherwise met. For example, under
§ 807(d)(6) statutory reserves do not in-
clude any amount attributable to a deferred
and uncollected premium if the establish-
ment of such reserve is not permitted under
§ 811(c); and

(b) to the extent that a taxpayer delays
implementation of AG 43 with permission
of its domiciliary insurance commissioner
under section V of AG 43, it must consis-
tently delay implementation for purposes
of determining the amount of statutory re-
serves under § 807(d)(6).
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.03 Federally-Prescribed Reserve. For
purposes of determining the amount of
the reserve under § 807(d)(2) with respect
to a contract falling within the scope of
AG 43 and issued on or after December
31, 2009, the provisions for determining
the Standard Scenario Amount are taken
into account, and the provisions for
determining the CTE Amount are not
taken into account. Accordingly—

(a) for a contract issued before Decem-
ber 31, 2009, the tax reserve method under
§ 807(d)(2)(A) and (d)(3) is the method
applicable to such contract when issued,
as prescribed under relevant actuarial
guidance in effect before the adoption of
AG 43; and

(b) for a contract falling within the
scope of AG 43 and issued on or after De-
cember 31, 2009, the tax reserve method
with respect to such a contract under
§ 807(d)(2)(A) and (d)(3) is the method
prescribed in AG 43 for determining the
Standard Scenario Amount, applied using
the appropriate valuation interest rate un-
der § 807(d)(2)(B) and other adjustments
to the method described below. See, e.g.,
AG 43, Appendix 3;

(c) the PSAIR under § 807(d)(2)(B)(ii)
and (d)(4)(B) with respect to such a con-
tract is the highest assumed interest rate
permitted to be used in computing the
Standard Scenario Amount for annu-
ity contracts falling within the scope of
AG 43 under the insurance laws of at
least 26 states, as of the beginning of the
calendar year in which the contract was
issued;

(d) the prevailing commissioners’ stan-
dard tables with respect to such a contract
under § 807(d)(2)(C) and (d)(5) means the
most recent commissioners’ standard ta-
bles prescribed by the NAIC that are per-
mitted to be used in computing the Stan-
dard Scenario Amount for such a contract
under AG 43 under the insurance laws of
at least 26 states when the contract was is-
sued; and

(e) whether a taxpayer delays imple-
mentation of AG 43 with permission of its
domiciliary insurance commissioner under
section V of that guideline has no effect on
the determination of the amount of the re-
serve under § 807(d)(2).

.04 Ten-year spread. If the amount de-
termined under § 807(d)(1) as of the last
day of the first taxable year ending on or
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after the date of a taxpayer’s implemen-
tation of AG 43 (generally, December 31,
2009) differs from the amount that would
have been determined as of that date had
AG 43 not been implemented—

(a) the difference between the amount
determined with regard to AG 43 and
the amount determined without regard
to AG 43 (i.e., under prior actuarial
guidelines) must be spread over 10 taxable
years, using the method prescribed by
§ 807(f)(1)(B); and

(b) to the extent that a taxpayer delays
implementation of AG 43 with permission
of its domiciliary insurance commissioner
under section V of that guideline, it must
consistently delay implementation of the
ten-year spread under this section 3.04.

.05 Standard Scenario Amount. The
Standard Scenario Amount determined un-
der AG 43 will be treated as a life insur-
ance reserve for Federal income tax pur-
poses if the requirements of that guideline,
including the account value return assump-
tions, are met.

.06 Reliance on interim guidance. Tax-
payers may rely upon the interim guidance
provided in this notice pending further
published guidance by the Treasury De-
partment and the IRS. If, and to the extent,
future published guidance differs from the
interim guidance in this notice, the dif-
ferent provisions of that future guidance
will be applied without adverse retroactive
effect.

.07 No Inference on prior actuarial
guidelines or Life PBR, or on other tax
issues. No inference should be drawn
from this notice regarding any federal tax
issues that arise under any actuarial guide-
line other than AG 43 or that could arise
under Life PBR. In addition, this notice is
not intended to address any other federal
tax issues implicated in the adoption of
AG 43 by the NAIC.

SECTION 4. EFFECTIVE DATE
This notice is effective March 25, 2010.

SECTION 5. PROCEDURAL
INFORMATION

This notice serves as an “administra-
tive pronouncement” as that term is used
in § 1.6662—4(d)(3)(iii) of the regulations
and may be relied upon to the same extent
as a revenue ruling or revenue procedure.
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DRAFTING INFORMATION Chief Counsel (Financial Institutions &

Products). For further information regard-

The principal author of this notice is ing this notice, contact Mr. Lieu at (202)
Chris Lieu of the Office of the Associate 622-3970 (not a toll-free call).
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