
isfying the statutory requirements of
§ 355, satisfy certain requirements in the
regulations, including the business pur-
pose requirement. Section 1.355–2(b)(1)
provides that a distribution must be moti-
vated, in whole or substantial part, by one
or more corporate business purposes. A cor-
porate business purpose is a real and sub-
stantial non-federal tax purpose germane to
the business of the distributing corpora-
tion, the controlled corporation, or the af-
filiated group to which the distributing
corporation belongs. Section 1.355–2(b)(2).
The principal reason for the business pur-
pose requirement is to provide nonrecog-
nition treatment only to distributions that
are incident to readjustments of corporate
structures required by business exigen-
cies and that effect only readjustments of
continuing interests in property under modi-
fied corporate forms. Section 1.355–2(b)(1).

ANALYSIS

To satisfy the business purpose require-
ment of § 1.355–2(b)(1), a distribution of
controlled corporation stock must be mo-
tivated, in whole or substantial part, by a
corporate business purpose. A corporate
business purpose is a real and substantial
non-federal tax purpose germane to the
business of the distributing corporation, the
controlled corporation, or the affiliated
group to which the distributing corpora-
tion belongs. The regulations do not re-
quire that the corporation in fact succeed
in meeting its corporate business purpose,
as long as, at the time of the distribution,
such a purpose exists and motivates, in
whole or substantial part, the distribution.
An unexpected change in market or busi-
ness conditions following a distribution that
prevents achievement of the business pur-
pose will not prevent satisfaction of the
business purpose requirement. Hence, not-
withstanding the fact that, as a result of the
unexpected deterioration in market condi-
tions, C does not complete the stock of-
fering that motivated its separation from D,
the business purpose requirement of
§ 1.355–2(b)(1) is satisfied.

HOLDING

The business purpose requirement of
§ 1.355–2(b) is satisfied if the distribu-
tion of the stock of a controlled corpora-
tion is, at the time of the distribution,
motivated, in whole or substantial part, by

Section 817A.—Special Rules
for Modified Guaranteed
Contracts

26 CFR 1.817A–1: Certain modified guaranteed
contracts.

T.D. 9058

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Part 1

Guidance Under Section 817A
Regarding Modified
Guaranteed Contracts
AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations affecting insurance compa-
nies that define the interest rate to be used
with respect to certain insurance contracts
that guarantee higher returns for an ini-
tial, temporary period. Specifically, the fi-
nal regulations define the appropriate
interest rate to be used in the determina-
tion of tax reserves and required interest for
certain modified guaranteed contracts. The
final regulations also address how tempo-
rary guarantee periods that extend past the
end of a taxable year are to be taken into
account.

DATES: Effective Date: These regulations
are effective as of May 7, 2003.

Applicability Date: For dates of appli-
cability, see §1.817A–1(d).

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations, Ann H.
Logan, 202–622–3970 (not a toll-free num-
ber).

SUPPLEMENTARY INFORMATION:

Background

On June 3, 2002, the Treasury Depart-
ment and the IRS published a notice of pro-
posed rulemaking (REG–248110–96,
2002–26 I.R.B. 19 [67 FR 38214]) under
section 817A of the Internal Revenue Code
(Code) in the Federal Register. The no-
tice was corrected in the Federal Regis-
ter (67 FR 41653) on June 19, 2002. The
proposed regulations were designed, in part,
to reflect the addition of section 817A to
the Code by section 1612 of the Small
Business Job Protection Act of 1996, Pub-
lic Law 104–188 (110 Stat. 1755). No one
requested to speak at the public hearing
scheduled for August 27, 2002. Accord-
ingly, the public hearing was canceled on
August 15, 2002 (67 FR 53327). Com-
ments in response to the notice of pro-
posed rulemaking were received and are
addressed in the following Explanation and
Summary of Comments. After consider-
ation of all the comments, this document
adopts the proposed regulations as revised
by this Treasury decision. In addition, pre-
vious guidance under section 817A is re-
voked.

Explanation and Summary of Com-
ments

Two comments were filed with the Of-
fice of the Chief Counsel of the Internal
Revenue Service. Both commentators gen-
erally agreed with the decisions incorpo-
rated in the proposed regulations. However,
both commentators raised concern as to the
interaction of the interest rates to be used
for the reserve computations for modified
guaranteed contracts (MGCs) with the re-
serve computation rules of section 811(d).
That provision imposes an additional re-
serve computation rule for contracts that
guarantee beyond the end of the taxable
year payment or crediting of amounts in the
nature of interest in excess of the greater
of the prevailing state assumed interest rate
or the applicable federal interest rate. In
those circumstances, section 811(d) re-
quires that the contract’s future guaran-
teed benefits be determined as though the
interest in excess of the greater of the pre-
vailing state assumed interest rate or the ap-
plicable federal rate were guaranteed only
to the end of the taxable year.

Material was submitted as to the pos-
sible distortion of taxable income with re-
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spect to MGCs in declining interest rate
environments. Notably, in cases where the
interest rate required to be used under the
regulations as proposed falls below the con-
tract crediting rate during the guarantee pe-
riod, section 811(d) will operate in a manner
that does not match taxable income to ac-
tual income. As section 811(d) precludes
taking future guaranteed interest amounts
into account, examples showed that in-
come distortion could occur under this fact
pattern.

After review of the comments, the pro-
posed regulations have been amended to
waive section 811(d) throughout the guar-
antee period of non-equity-indexed MGCs.

Effect on Other Documents

Notice 97–32, 1997–1 C.B. 420, is re-
voked as of May 7, 2003. Accordingly, the
notice may continue to be used by taxpay-
ers if they wish through the effective date
of these final regulations.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because the
regulations do not impose a collection of
information on small entities, the Regula-
tory Flexibility Act (5 U.S.C. chapter 6)
does not apply. Pursuant to section 7805(f)
of the Code, the notice of proposed rule-
making were submitted to the Small Busi-
ness Administration for comment on the
regulations’ impact on small business.

Drafting Information

The principal author of these proposed
regulations is Ann H. Logan, Office of the
Associate Chief Counsel (Financial Insti-
tutions and Products), Office of Chief Coun-
sel, Internal Revenue Service. However,
personnel from other offices of the IRS and
the Treasury Department participated in their
development.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAX

Paragraph 1. The authority citation for
part 1 is amended by adding entries in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.807–2 also issued under 26

U.S.C. 817A(e) * * *
Section 1.811–3 also issued under 26

U.S.C. 817A(e) * * *
Section 1.812–9 also issued under 26

U.S.C. 817A(e) * * *
Section 1.817A–1 also issued under 26

U.S.C. 817A(e) * * *
Par. 2. Section 1.807–2 is added to read

as follows:

§1.807–2 Cross-Reference.

For special rules regarding the treat-
ment of modified guaranteed contracts (as
defined in section 817A and §1.817A–
1(a)(1)), see §1.817A–1.

Par. 3. Section 1.811–3 is added to read
as follows:

§1.811–3 Cross-Reference.

For special rules regarding the treat-
ment of modified guaranteed contracts (as
defined in section 817A and §1.817A–
1(a)(1)), see §1.817A–1.

Par. 4. Section §1.812–9 is added to read
as follows:

§1.812–9 Cross-Reference.

For special rules regarding the treat-
ment of modified guaranteed contracts (as
defined in section 817A and §1.817A–
1(a)(1)), see §1.817A–1.

Par. 5. Sections §1.817A–0 and
§1.817A–1 are added to read as follows:

§1.817A–0 Table of contents.

This section lists the captions that ap-
pear 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 guaran-

teed contract.
(4) Non-equity-indexed modified guar-

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

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

indexed modified guaranteed contract. [Re-
served.]

(b) Applicable interest rates for non-
equity-indexed modified guaranteed con-
tracts.

(1) Tax reserves during temporary guar-
antee period.

(2) Required interest during temporary
guarantee period.

(3) Application of section 811(d).
(4) Periods after the end of the tempo-

rary guarantee period.
(5) Examples.
(c) Applicable interest rates for equity-

indexed modified guaranteed contracts. [Re-
served.]

(d) Effective date.

§1.817A–1 Certain modified guaranteed
contracts.

(a) Definitions—(1) Modified guaran-
teed contract. The term modified guaran-
teed contract (MGC) is defined in section
817A(d) as an annuity, life insurance, or
pension plan contract (other than a vari-
able contract described in section 817) un-
der which all or parts of the amounts
received under the contract are allocated to
a segregated account. Assets and reserves
in this segregated account must be valued
from time to time with reference to mar-
ket values for annual statement purposes.
Further, an MGC must provide either for
a net surrender value or for a policyhold-
er’s fund (as defined in section 807(e)(1)).
If only a portion of a contract is not de-
scribed in section 817, such portion is
treated as a separate contract for purposes
of applying section 817A.

(2) Temporary guarantee period. An
MGC may temporarily guarantee a return
other than the permanently guaranteed cred-
iting rate for a period specified in the con-
tract (the temporary guarantee period).
During the temporary guarantee period, the
amount paid to the policyholder upon sur-
render is usually increased or decreased by
a market value adjustment, which is deter-
mined by a formula set forth under the
terms of the MGC.

(3) Equity-indexed modified guaran-
teed 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 pe-
riod based on the performance of stocks,
other equity instruments, or equity-based de-
rivatives.

(4) Non-equity-indexed modified guar-
anteed contract. A non-equity-indexed MGC
is an MGC, as defined in paragraph (a)(1)
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of this section, that provides a return dur-
ing or at the end of the temporary guaran-
tee 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-equity-indexed
MGC issued by an insurer (whether is-
sued in that tax year or a previous one) is
the appropriate Treasury constant matu-
rity 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 securi-
ties with the shortest published maturity that
is greater than (or equal to) the remain-
ing duration of the current temporary guar-
antee period under the MGC.

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

(b) Applicable interest rates for non-
equity-indexed modified guaranteed
contracts—(1) Tax reserves during tempo-
rary 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 pe-
riod, the applicable interest rate to be used
under sections 807(c)(3) and (d)(2)(B) is the
current market rate, as defined in para-
graph (a)(5) of this section.

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

(3) Application of section 811(d). An ad-
ditional reserve computation rule applies un-
der section 811(d) for contracts that
guarantee certain interest payments be-
yond the end of the taxable year. Section
811(d) is waived for non-equity-indexed
MGCs.

(4) Periods after the end of the tempo-
rary guarantee period. For periods after the
end of the temporary guarantee period, sec-
tions 807(c)(3), 807(d)(2)(B), 811(d), and
812(b)(2)(A) are not modified when ap-
plied to non-equity-indexed MGCs. None
of these sections are affected by the defi-

nition of current market rate contained in
paragraph (a)(5) of this section once the
temporary guarantee period has expired.

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

Example 1. (i) IC, a life insurance company as de-
fined in section 816, issues a MGC (the Contract) on
August 1 of 1996. The Contract is an annuity con-
tract that gives rise to life insurance reserves, as de-
fined in section 816(b). IC is a calendar year taxpayer.
The Contract guarantees that interest will be cred-
ited at 8 percent per year for the first 8 contract years
and 4 percent per year thereafter. During the 8-year
temporary guarantee period, the Contract provides for
a market value adjustment based on changes in a pub-
lished bond index and not on the performance of
stocks, other equity instruments or equity based de-
rivatives. IC has chosen to avail itself of the provi-
sions of these regulations for 1996 and taxable years
thereafter. The 10-year Treasury constant maturity in-
terest rate published for December of 1996 was 6.30
percent. The next shortest maturity published for Trea-
sury constant maturity interest rates is 7 years. As of
the end of 1996, the remaining duration of the tem-
porary guarantee period for the Contract 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 dis-
count interest rate of 6.30 percent for the temporary
guarantee period. The interest rate to be used in com-
puting required interest under section 812(b)(2)(A) for
1996 reserves is also 6.30 percent.

(iii) The discount rate applicable to periods out-
side the 8-year temporary guarantee period is deter-
mined under sections 807(c)(3), 807(d)(2)(B), 811(d),
and 812(b)(2)(A) without regard to the current mar-
ket rate.

Example 2. Assume the same facts as in Example
1 except that it is now the last day of 1998. The re-
maining duration of the temporary guarantee period
under the Contract is now 5 years and 7 months. The
7-year Treasury constant maturity interest rate pub-
lished for December of 1998 was 4.65 percent. The
next shortest duration published for Treasury con-
stant maturity interest rates is 5 years. A discount rate
of 4.65 percent is used for the remaining duration of
the temporary guarantee period for the purpose of de-
termining a reserve under section 807(d) and for the
purpose of determining required interest under sec-
tion 812(b)(2)(A).

Example 3. Assume the same facts as in Example
1 except that it is now the last day of 2001. The re-
maining duration of the temporary guarantee period
under the Contract is now 2 years and 7 months. The
3-year Treasury constant maturity interest rate pub-
lished for December of 2001 was 3.62 percent. The
next shortest duration published for Treasury con-
stant maturity interest rates is 2 years. A discount rate
of 3.62 percent is used for the remaining duration of
the temporary guarantee period for the purpose of de-
termining a reserve under section 807(d) and for the
purpose of determining required interest under sec-
tion 812(b)(2)(A).

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

(d) Effective date. Paragraphs (a), (b),
and (d) of this section are effective on May

7, 2003. However, pursuant to section
7805(b)(7), taxpayers may elect to apply
those paragraphs retroactively for all tax-
able years beginning after December 31,
1995, the effective date of section 817A.

David A. Mader,
Assistant Deputy Commissioner

of Internal Revenue.

Approved April 25, 2003.

Pamela F. Olson,
Assistant Secretary of the Treasury.

(Filed by the Office of the Federal Register on May 6, 2003,
8:45 a.m., and published in the issue of the Federal Regis-
ter for May 7, 2003, 68 F.R. 24349)
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