(Also Part I, sectiors 807, 812 817A)
Modified Guaranteed Contracts

Notice 97-32
SUMMARY: This notice provides in-

rate to be usal in the determinations
undeg 88 807(c)(3) 807(d)(2)(B) and
812 for a “modified guaranted con-

tract,” as defined in § 817A(d). It also
describs the manne in which § 811(d)

is to be applid to thes contracts.
Sectin 817A was addael by § 1612 of

the Smal Busines Jdb Protection Act

of 1996 Puh L. 104-188 110 Stat.
1755 Sectim 817A is effective for

taxabk yeas beginnirg after December
31, 1995 Ses Smal Busines Jdb Pro-

tection Act § 1612(c)(1) This notice is

effective pendirg the publicatian of fur-

ther guidance.

BACKGROUND: Life insurane com-

panies isste modified guaranted annu-
ity ard life insurane contracts A modi-

fied guaranted contrad¢ temporariy

guaranteg a highe retum than the per-

manenty guaranted crediting ratg in

exchang for shifting additiona invest-
mert risk to the policyholde in the

form of a marke value adjustment The

temporay guarante may be afixed rate
or a rate basel on bord or equity yields,

such as a percentag of an increag in

the S&P 500 index During the tempo-
rary guarante period the amoun paid

to the policyholde upan surrende is

increasd or decrease by the market
value adjustment which is determined
by a formula in the modified guaranteed
contract The marke value adjustment
generaly is base on a publishel bond

index Modified guaranted contracts
can be issual out of a life insurance
companys generad accoum or segre-
gated account Sectim 817A provides
specia tax treatmen for certan modi-

fied guaranted contracs issuel out of a

segregatg account.

For this purpose the tem “modified
guaranteé contract (“MGC”) is de-
fined as an annuiy, life insurance or
pensim plan contra¢ (othe than a vari-
able contra¢ describe in § 817) under
which all or pat of the amouns re-
ceiva unde the contra¢ are allocated
to a segregateé account Asses in this
segregate accoun mug be valued from
time to time with referene to market
values and reserve mud be valual at
markd¢ for annua statemeh purposes.
Furthe, an MGC mud provide either
for a ne surrende value or for a
policyholde’s fund (as defined in
§ 807(e)(1)) If only a portion of a
contrac¢ is not describé in § 817, such
portion is treatel as a separat¢ contract
for purposs of applying § 817A.

The tax reserve for an MGC are

terim rules with regad to the interest computel unde eithe § 807(c)(3 or

§ 807(d) Sectim 807(c)(3 provides
tha reserve for obligatiors unde insur-

ance and annuily contracs not involving

life, accident or healh contingencies
are comput@ using an appropria¢ rate
of interest The appropria¢ rate of inter-

ed is the highes (as of the time the

obligation first did not involve life,

accident or health contingenciep of the

following rates (1) the “applicabk Fed-
erd intered raté’ (as defined in

§ 807(d)(2)(B)()y (2) the “‘prevailing

Stake assumd intere¢ raté’ (as defined
in § 807(d)(2)(B)(i)} or (3) the rate of

interes assumd by the insurane com-

pary to determire the contracts guaran-
teed benefit Section 807(¢ alo pro-

vides tha the reserve computel under
§ 807(c)(3 are neve less than the net
surrende value of the contract.*

For an MGC tha gives rise to life
insurane reserves as defined in
§ 816(b) reserve are compute under
§ 807(d) Unde § 807(d)(1) the life
insurane reservs for a contra¢ cannot
excee the statutoy reserve (as defined
in § 809(b)(4)(B) for the contract Sub-
ject to tha cap a contracts life insu-
ance reserve equa the greate of: (1)
the contracts net surrende value or (2)
the contracts Federaly prescribe re-
sene determinel unde § 807(d)(2).

Section 807(d)(9 provides tha the
Federaly prescribe reserve for a con-
trad are determind using (1) the tax
resene methal applicabé to the con-
tract (2) the greate of the applicable
Federd interes rate or the prevailing
Stak assumd intere$ rate in effect on
the dak of the issuane of the contract;
ard (3) the prevailing commissioners’
standad tables for mortality and mor-
bidity. In the cag of a life insurance
contrat¢ coveral by the Commissioners’
Resere Valuatim Methad (“CRVM™)
or an annuity contra¢ coverel by the
CommissionersAnnuities Resere Valu-
ation Methad (“CARVM™), 8 807(d)(3)
provides tha the tax reserne method
applicabé to a contrad¢ is the CRVM or
CARVM prescribé by the Nationd As-
sociatiom of Insurane Commissioners
(“NAIC™), which is in effect on the
dae of the issuane of the contract.

Section 811(d) imposes an additional
resene computatio restriction for con-
tracs tha guarante beyord the end of

For contracs othe than MGCs § 807(e)(3 pro-
vides tha net surrende value is determine taking
into accoun ary penaly or chage which would
be imposal upon surrende but ignoring any
marke value adjustmentThe net surrende values
of MGCs howeve, take into accoum market
value adjustments§ 817A(a).
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the taxable year payment or crediting ofegulations that are necessary or appr&aXAMPLE 1
amounts in the nature of interest_.inpriate to carry out the purposes of IC, a life insurance company as de-
excess of the greater of the prevallmgﬁ 817A. fined in § 816, issued an MGC on July
state assumed interest rate or the appll— The |egis|ative history of § 817A in- 1, 1996. The MGC is an annuity con-
cable Federal interest rate. In thosglicates that an appropriate interest ratgact that gives rise to life insurance
circumstances, § 811(d) requires thajs a current market rate. H.R. Conf. Represerves, as defined in § 816(b). IC is a
the contract's future guaranteed benefitfo, 737, at 313. The interest rate mayalendar year taxpayer. The MGC guar-
be determined as though the interest iBe determined, for example, using eitheantees that interest will be credited at
excess of the greater of the prevailing rate that is appropriate for the obliga8% per year for the first 5 contract
state assumed interest rate or the applions under the contract to which theyears and 4% per year thereafter. During
cable Federal rate were guaranteed onkgserve relates or the yield on the assetbe 5 year temporary guarantee period,
to the end of the taxable year. underlying the MGCsld. thg MGC provides for a markgt value
Section 812 prorates the dividends adjustment based on changes in a pub-
received deduction and the exclusion fofNTERIM RULES FOR MGCs: Pend- lished bond index and not on the perfor-
tax exempt interest between a life insuring the publication of further guidance,mance of stocks, other equity instru-
ance company and its policyholders t@n insurance company is required to dements or equity based derivatives. The
prevent the company from receiving a€rmine under §§ 807(c)(3) or 807(d)(2Moody’s rate for December 1996 is

double tax benefit for amounts added tdhe reserves for a MGC using, with7-5%. The applicable Federal interest

reserves.See also§§ 805(a)(4), 807(a) regard to the contract's temporary guarfaté and the prevailing State assumed

and 807(b). The proration is based orntee period, an annual interest rat%‘ t%oe/St rate ft(.) ' |1996 are 6.63% and
the company’s share of “net investmengqual to the greater of— (070, TESPECUIVELY.

; » ) . . To determine under 8§ 807(d)(2) the
income” (as defined in § 812(c)) for the (a) the interest rate assumed by th%nd of year 1996 reserves for the MGC,
taxable year. The company's share ofnsurance company to determine futurge ot se a discount interest rate of
net investment income equals the exguaranteed benefits under the applige, (the interest rate assumed by the
cess, if any, of the net investmentcable tax reserve method for the CONy g ance company to determine future
income over the sum of the “policy fract or, for reserves computed undep,ranteed benefits during the 5 year
interest” (as defined in § 812(b)(2)) and8 807(c)(3), the interest rate assumed b ,6rary guarantee period) with regard
“gross investment income’s proportion-the company to d'etermlne the contract’sy the unexpired portion of the tempo-
ate share of policyholder dividends” (asguaranteed benefit; or rary guarantee period. The discount rate
defined in § 812(b)(3)) for the taxable (b) the Moody’s Corporate Bond gpplicable to periods outside the 5 year
year. Policy interest includes “required Yield Aveirage-Mlontth" Average Cor- temporary guarantee period is 6.63%.
interest” (at the greater of the prevailingPorates (“Moody’s rate”) as published The interest rate to be used in comput-
State assumed rate or the applicabl®y Moody's Investors Service, Inc., Oring required interest under § 812(b)(2)-
Federal interest rate) on reserves und&y Successor thereto, for the month thaj) for 1996 is 8%.

§ 807(c) (other than § 807(c)(2)Bee includes the last day of the taxable year., \vpLE 2

§ 812(b)(2)(A). If neither the prevailing Multirlied by: _ _
State assumed rate nor the applicable () 1.1 if the MGC provides for a The facts are the same as in Example

Federal interest rate is used, anothdparket value adjustment ora guaranteetl, except that the MGC guarantees that
appropriate rate is used to calculatd€turn based in whole or in part on t_heinterest Wi|| be credited at 7% per year
required interest. Thus, for a contracPerformance of stocks, other equity infor the first 5 contract years. To deter-
described in § 807(c)(3), if the rate ofStruments or equity-based derivativesmine under § 807(d)(2) the end of year
rT5r_1c!ud|ng but not limited to a contract 1996 reserves for the MGC, IC must use
pany in determining the contract's guar-Wh'Ch guarantees a return based on the discount intergs'g rate of 7.5%
anteed benefit exceeds the applicablgf&P 500 index; and (Moody’s rate multiplied by 1.0) with
Federal interest rate and the State as- (i) 1.0 for all other MGCs. regard to the unexpired portion of the 5
sumed rate, required interest is com- With respect to an MGC’s temporaryY€& temporary guarantee period. The
puted using the assumed interest ratguarantee period, section 811(d) shall bgiscount rate applicable to periods out-
Under § 817A(e)(2), the Service isapplied by substituting the rate of inter-Side the 5 yoear temporary guarantee
authorized to determine annually witheést applicable to the contract’s tempoPeriod is 6.63%. The interest rate to be
regard to MGCs the interest rates applifary guarantee period under this notic&iSed in fgrgpl;tlr:ag\] r;eqwrl%%ént_ere?th/n-
cable under 8§ 807(c)(3), 807(d)(2)(B)for the applicable Federal interest ratéler 8 812(b)(2)(A) for IS 7.9%0
and 812. The Service is authorized t@nd the prevailing State assumed intere§Moody’s rate multiplied by 1.0).
exercise this authority by issuing a perifate. During the temporary guarante€e OMMENTS REQUESTED: The Inter-
odic announcement of the appropriat®eriod, the interest rate to be used t@al Revenue Service invites comments
market interest rates or formula fordetermine required interest undekgoncerning the application of new
determining such rates. H.R. Conf. Rept8 812(b)(2)(A) is the rate that appliesg 817A and the application of this no-
No. 737, 104th Cong. 2d Sess. 313vith regard to that period for purposesice to various types of MGCs, including
(1996). Section 817A(e) also authorize®f 88 807(c)(3) or 807(d)(2)(B). equity indexed annuities and life insur-
the Service to modify or waive the For periods outside the temporaryance contracts. Specifically, comments
application of § 811(d) (relating to in- guarantee period, 88 807(c)(3), 807(d)are requested regarding whether differ-
terest guaranteed beyond the end of th@), 811(d) and 812(b)(2)(A) continue toent interest rates should apply to equity
taxable year), and to prescribe otheapply without modification. indexed contracts based upon the differ-
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ent participation rates, guarantees, ma
ket value adjustments, or other pertiner
factors under the contracts. Written com
ments should be sent to Internal Rev
enue Service, P.O. Box 7604, Bel
Franklin Station, Washington, DC
20044. Alternatively, submissions may
be hand delivered between the hours ¢
8 a.m. and 5 p.m. to: CC:DOM:CORP:R
(Notice 97-32), Courier's Desk, Inter-
nal Revenue Service, 1111 Consti
tution Avenue, NW, Washington, DC.
Finally, taxpayers may submit com-
ments electronically via the Internal
Revenue Service INTERNET site al
http://www.irs.ustreas.gov/prod/tax_regs
comments.html. All submitted comment:
will be available for public inspection
and copying.

FURTHER INFORMATION: For further
information regarding this notice, con-
tact Ms. Katherine A. Hossofsky at
(202) 622-3970 (not a toll-free call).

PROCEDURAL INFORMATION: This
document serves as an “administrativ
pronouncement” as that term is definec
in 8§ 1.6661-3(b)(2) of the Income Tax
Regulations and may be relied upon t
the same extent as a revenue ruling «
revenue procedure.




