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Dear

This letter responds to a letter dated Date A, signed by
your representative, requesting that a waiver be granted pursuant
to section 7702(f)(8) of the Internal Revenue Code with respect
to certain failed life insurance contracts. Suppl enent al
i nformati on was submtted on Date B, Date C, Date D and Date E

Taxpayer is a life insurance conmpany that was originally
organi zed under the laws of State A and was subsequently
redonesticated in State B. Taxpayer represents that it is alife
I nsurance conpany under section 816(a) and is subject to taxation
under subchapter L of the Code. Taxpayer is under the audit
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jurisdiction of the District Director in Location A

Taxpayer issued Policy A Policy B, Policy C and Policy D,
flexi ble premumuniversal |ife insurance contracts, between Year
Wand Year X. A total of nore than Number 1 universal life
i nsurance contracts were issued by the Taxpayer during this
peri od, of which Nunber 2 inadvertently failed section 7702.
Nurmber 2 represents |ess than one-tenth of one percent (0.1% of
the total nunber of contracts issued. Taxpayer has not retested
policies that | apsed or term nated prior to Year Z. To the best
of Taxpayer’'s knowl edge, there have not been any section 7702
testing failures on any of the life insurance contracts that it
has i ssued since Year Won other policy fornms, nor have there
been section 7702 testing failures on any policies issued since
Year Y on its Policy A Policy B, Policy C and Policy D policy
fornmns.

The failures can be divided into eight groups. The first
group involves failures that are the result of personnel in the
adm ni strative departnent using incorrect tables, either when the
policy was set up or when a spousal rider was added. The second
"group” involves a single failure that resulted froma nanua
m scal cul ati on which, in turn, generated an insufficient refund
of prem uns on the contract. The third group involves failures
that are the result of overstated guideline prem um anounts for
pol i cyhol ders who changed from snoker to nonsnoker status. The
fourth group involves failures that are simlar to those in group
three, but for changes in medical rating from sub-standard to
standard. The fifth group involves failures that are the result
of mathematical errors in conputing new guideline prem unms for
contracts with face amount reductions. The sixth "group"” also
involves a clerical error by the person responsible for adjusting
the guideline premumIimtation for a contract with a reduced
face amount. The seventh group involves failures that are the
result of the use of incorrect gender factors. The eighth group
i nvol ves TEFRA contracts for which there was a face anount change
after the enactnent of DEFRA. Due to an apparent
m scommuni cati on between the actuarial and adm nistrative
departnents, the policies were not tested under DEFRA when the
face anbunt was changed. Sone of the failed policies have been
surrendered, and others were in conpliance with section 7702 as
of the latest test date, according to Taxpayer. The remaining
failed policies will all cone into conpliance i medi ately upon a
di stribution of excess premuns with interest.

I n Year Z, Taxpayer discovered that its section 7702 testing
procedures for its Policies A, B, Cand D policy fornms did not
properly take into account reductions in policy face anount,
changes in rating classification, or certain other mnisterial
changes. After it discovered the errors, Taxpayer reviewed all
of the outstanding policies to identify testing failures and to
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determ ne the cause of the testing failures. |In Mnth A of Year
Z, Taxpayer’s actuaries issued conpliance guidelines with respect
to sections 7702 and 7702A that established the current
procedures for DEFRA testing. These conpliance procedures were
further revised in Month B of Year ZZ. These revisions include
clarifications on howto adjust for coverage changes. The change
in the way Taxpayer wi || cal cul ate coverage changes was the
result of discussions with an outside consultant. Taxpayer
states that the new nethod is consistent with industry practice
on this issue.

The errors in groups one, two, five, six, and seven resulted
fromclerical errors of various sorts, ranging from mathematica
errors, to use of incorrect gender factors, to failure to follow
establ i shed procedures for retesting in each case. The failures
were due to human error in each case; according to Taxpayer, had
est abl i shed procedures been foll owed, the contracts woul d not
have fail ed.

The failures in groups three and four involved the
conputation of the guideline premumafter an adjustnent event
(changes from snoker to non-snoker, or sub-standard to standard
medi cal rating). Neither the Code nor the |legislative history of
section 7702 provi des gui dance as to the acceptabl e net hodol ogy
to be used in such situations. Taxpayer reconputed the guideline
prem um usi ng a net hodol ogy that did not conpletely take into
account the additional cash value that accunul ated for the years
bef ore the adjustment, based on the prior status. A subsequent
review of this methodol ogy resulted in a second reconputation of
the guideline premium Taxpayer attenpted to conmply with the
requi rements of section 7702 when Taxpayer made its initial
recomputation. Taxpayer’s initial recomputation, although not
correct, was based on a reasonable interpretation of section
7702()(7).

Finally, the eighth group of failures involved adjustments
to the face amount of policies that did not result in full
recomputation of the guideline premium limitation. Most of the
policies in this group were TEFRA policies, for which changes
were made after the enactment of DEFRA. In these situations, as
explained above, the administrative department either failed to
make any adjustment or failed to make the proper adjustment, due
to an apparent miscommunication between the actuarial and
administrative department.

Section 7702 statutorily defines the requirements that a
life insurance policy must meet to be treated as a life insurance
contract for federal income tax purposes. A contract must be a
life insurance contract under applicable law and must meet either
of two alternative tests: (1) the cash value accumulation test of
section 7702(a)(1) or (2) the guideline premium and cash value
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corridor test of section 7702(a)(2)(A) and (B).

Section 7702(c) (1) provides that a contract neets the
guideline premumrequirenents if the sumof the prem uns paid
under such contract does not at any tinme exceed the guideline
premiumlimtation as of such tine.

Section 7702(c)(2) provides that the term "guideline prem um
limtation"” means, as of any date, the greater of (A) the
gui deline single premum or (B) the sumof the guideline |eve
prem uns to such date.

Section 7702(c)(3)(A) provides that the term "guideline
single prem un means the prem umat issue with respect to future
benefits under the contract. Section 7702(c)(3)(B) provides that
the determ nation of the guideline single prem um anount shall be
based on (i) reasonable nortality charges which neet the
requirements (if any) prescribed in regul ati ons and whi ch (except
as provided in regulations) do not exceed the nortality charges
specified in the conm ssioner’s standard tables (as defined in
section 807(d)(5)) as of the tinme the contract is issued, (ii)
any reasonabl e charges (other than nortality charges) which (on
the basis of the conmpany’s experience, if any, with respect to
simlar contracts) are reasonably expected to be actually paid,
and (iii) interest at the greater of an annual effective rate of
6 percent or the rate or rates guaranteed on issuance of the
contract.

Section 7702(f)(8) provides that the Secretary nay wai ve the
failure to satisfy the statutory requirements under section
7702(a) for a life insurance contract for any year if such
failure was due to reasonable error and reasonabl e steps are
taken to renmedy the error.

Taxpayer submits that the nonconpliance with the applicable
guideline imtations in section 7702 resulting in the
i nadvertent nonitoring errors was due to "reasonable error”
wi thin the neaning of section 7702(f)(8). The Policies are not
by design inconsistent wwth the applicable requirenents of
section 7702. Flexible premiumuniversal |ife insurance
contracts, such as the failed Policies, by their nature do not
contractually require a fixed anount of prem um paynents.
Rat her, they permt paynents that are flexible and are largely at
the discretion of the policyholder. The only neans of control
over the Policies’ conpliance that is available to Taxpayer is to
noni tor such prem um paynents as they are made to ensure that
they do not exceed the applicable guideline limtation under
section 7702.

Taxpayer calculated a premiumlimtation for each Policy in
accordance with the requirenents of section 7702 and nonitored
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prem um paynents in an effort to prevent any policy from
exceeding its premumlimtation. However, inadvertent hunman
errors were made in accepting excess prem uns despite Taxpayer’s
efforts to prevent this fromoccurring. Human m stakes of the
type resulting in errors are inevitable when adm nistering the

| arge nunber of policies that the Taxpayer has out st andi ng.

Taxpayer nonitored prem um paynments through a conpliance
systemin an effort to prevent any Policy fromexceeding its
premumlimtation. Taxpayer has changed its conpliance
gui delines for section 7702 testing purposes in order to prevent
i nadvertent Policy failures.

Based on the facts submtted, the errors that caused a
nunber of Policies A, B, Cand D to exceed the guideline prem um
limtation were reasonable errors. Taxpayer had attenpted to
systematically nonitor the Policies. Taxpayer is taking
reasonabl e steps to correct the errors within 30 days by
refunding the excess premuns with interest, or increasing death
benefits for each affected policyhol der.

Accordingly, based on the information submtted, it is held
that failure of Nunber 2 Policies (described in detail in the
Taxpayer’s submi ssion) to satisfy the requirenents of section
7702(a) is waived pursuant to section 7702(f)(8).

W express no opinion as to the tax treatnent of the
Pol i ci es under the provisions of other sections of the Code and
I ncome Tax Regul ations that may be applicable thereto. No
opinion is expressed as to the conpliance of these Policies with
ot her provisions of section 7702.

This ruling is addressed only to the taxpayer who requested
it. Section 6110(k)(3) provides that it may not be used or cited
as precedent.

A copy of this letter should be attached to the next federal
incone tax return to be filed by the taxpayer.

Si ncerely yours,
Assi stant Chi ef Counsel
(Financial Institutions & Products)

By: SIGNED BY MARK S. SM TH
Mark S. Smith
Chi ef, Branch 4




