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Notes and Disclaimers

The American Academy of Actuaries (the Academy) has assembled this
information as a general reference tool to assist actuaries who wish to explore
the tax concept of excess interest reserves. This paper is not intended to be a
substitute for the practitioner’s thorough review of the federal and state laws,
rules, or regulations applicable to his or her actuarial services. In addition, this
document does not constitute tax advice, and any tax information contained in
this document (including any attachments, enclosures, or other accompanying
materials) is not intended or written to be used, and it cannot be used, by any
taxpayer for the purpose of avoiding penalties.

Any party seeking tax advice should consult with a tax advisor/expert.

The discussions included in this paper represent the views of the Academy’s Tax
Committee members who participated in the development of the paper. This
document is not an interpretation of actuarial standards of practice (ASOPs), nor
is it meant to be a codification of generally accepted actuarial practice. Actuaries
are not in any way bound to comply with the views expressed or to conform their
work to the practices described herein. Certain issues addressed in this paper
have no clear formal guidance, and practitioners can reasonably disagree on
answers including those provided herein. Answers to these issues may depend
on formal guidance issued by the U.S. Department of Treasury and the Internal
Revenue Service (IRS) and perhaps court interpretation.

A number of terms referred to in this paper are found in actuarial literature.
However, some of these terms may be defined differently in the Internal Revenue
Code (IRC). The IRC definitions of certain terms are provided throughout this
paper. If there are additional questions about the meanings of terms, the reader
should consult with a tax advisor.


http://actuary.org

Introduction

The purpose of this paper is to discuss the concept of excess interest reserves (as
described in IRC §811(d)) in the context of calculating tax reserves for insurance
companies under IRC §807(c)(1). The potential impact and implementation of the excess

interest concept as related to principles-based reserves (PBR) is beyond the scope of this

paper.

Excess interest reserves are unlikely to arise in a low or declining interest rate
environment. As interest rates increase, however, the actuary should consider excess
interest reserves in calculating tax reserves. This paper will discuss what constitutes
an excess interest reserve under the IRC, why excess interest reserves have increased
visibility in the current economic environment and some of the issues involved in

determining the calculation of excess interest reserves.

It is important to emphasize that “excess interest,” as defined for tax reserving, is different
from what actuaries usually think of as “excess interest”” For example, a company can be
crediting no interest in excess of what was guaranteed at issue but have excess interest

reserves as defined under the IRC, which are not deductible.

Background

IRC §811(d), which prescribes the limitation on tax basis excess interest reserves, was
meant to address concern that allowing tax deductions for reserves attributable to
interest guarantees beyond the end of the year in excess of the rate used in calculating
state law reserves would unduly accelerate tax reserve deductions. The concern was
expressed in terms of avoiding a timing mismatch: the interest earnings funding such
interest guarantees would not be brought into income until the future year or years, but
the reserve reflecting the guarantee, and hence the deduction, would arise in the current
year. The following passage from the 1982 TEFRA Blue Book relating to IRC §818(h),
which was the predecessor section to IRC § 811(d), reflects the reasoning underlying the

provision:

h Caramagno, MAAA, FSA; Ann Delaney, MAAA, ASA;
, FSA; Madhumathin Windon, MAAA, FSA;
FSA; Mery Yan, MAAA, FSA, FCIA.
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Under prior law, certain taxpayers had calculated reserves for certain deferred
annuities and similar contracts (including certain tax-qualified pension
contracts) in a manner that accelerated deductions for interest (in excess of

the rate assumed for State law purposes) guaranteed for periods subsequent

to the taxable year. In general, the reserve was computed by assuming that the
interest guaranteed for future periods would be paid at the guaranteed rate but
discounting the amount so computed to present value at the end of the company’s
taxable year at the low rate assumed for State regulatory purposes (typically at a
rate of approximately 4 percent). The effect of computing reserves in this manner
was to accelerate deductions in computing gain from operations for interest
payable in subsequent taxable years. This computation also increased the reserves
for purposes of computing the portion of investment yield excludable from

taxable investment income.!

Tax Basis Excess Interest Reserves

Tax basis excess interest reserves in the context of an insurance company calculation of
tax reserves are reserves that result from the guarantee of interest that is to be paid or
credited after the end of the current tax year, which is in excess of the prevailing state
assumed interest rate (PSAIR). The limitation on the deduction of tax basis excess interest
reserves is described in IRC §811(d)*

“8§811(D)METHOD OF COMPUTING RESERVES ON CONTRACT WHERE INTEREST IS
GUARANTEED BEYOND END OF TAXABLE YEAR

For purposes of this part (other than section 816), amounts in the nature of interest to be

paid or credited under any contract for any period which is computed at a rate which—

(1) exceeds the interest rate in effect under section 808(g) for the contract for such

period, and

(2) is guaranteed beyond the end of the taxable year on which the reserves are being
computed, shall be taken into account in computing the reserves with respect to such

contract as if such interest were guaranteed only up to the end of the taxable year”

1 Staff of the Joint Committee on Taxation, 97th Cong., General Explanation of the Revenue Provisions of the Tax Equity and Fiscal
Responsibility Act of 1982, at 348-349 (Comm. Print 1982).
2 A general background on the calculation of tax reserves under IRC § 807(c) is included in the Appendix.
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The PSAIR is defined in the Internal Revenue Code under §808(g) as:

“8§808(g)Prevailing State assumed interest rate

For purposes of this subchapter—

(1) In general
The term “prevailing State assumed interest rate” means, with respect
to any contract, the highest assumed interest rate permitted to be used

in computing life insurance reserves for insurance contracts or annuity

contracts (as the case may be) under the insurance laws of at least 26 States.
For purposes of the preceding sentence, the effect of nonforfeiture laws of a

State on interest rates for reserves shall not be taken into account.

(2) When rate determined
The prevailing State assumed interest rate with respect to any contract
shall be determined as of the beginning of the calendar year in which the

contract was issued.”

The PSAIR is determined as of the beginning of the calendar year in which a contract

is issued. This means that even if the National Association of Insurance Commissioners
(NAIC) prescribes maximum valuation rates on a more frequent basis than annual, it is
the maximum valuation rate as of the beginning of the calendar year in which a contract

is issued that must be used to determine tax basis excess interest reserves.

Since changes in the valuation interest rate used to calculate U.S. statutory reserves
generally lag changes in crediting rates, when interest rates are low or decreasing it is
unlikely that the crediting rate will exceed the valuation rate. On the other hand, when
interest rates are rising, especially if they are rising quickly, it is much more likely that the
crediting rate will exceed the valuation rate. Frequent review of the relationship between
crediting rates and valuation rates will alert the actuary to this situation and the need for
an §811(d) adjustment.

The §811(d) adjustment may be more likely to arise on annuity contracts than on life
insurance, because annuities may be repriced more frequently in response to changing

interest rate environments.

Appendix I contains a simple example of the calculation of the tax-basis excess interest
reserves for a single premium fixed deferred annuity without market value adjustments.
Tax reserves are only filed with the IRS at the end of the tax year, which for this example
is assumed to be December 31. Although quite simplified, the intent of the example is to
show the impact of the interest guarantees on deductible and non-deductible reserves.

The example is interactive in that assumptions (highlighted in green) may be updated.
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Appendix 1

Example for Excess Interest Memo? m

Appendix 2

General Background on the Calculation of Tax Reserves Under IRC § 807(c)
The starting point for the calculation of tax reserves for insurance companies under
IRC § 807(c)(1) is the statutory reserve based on the NAIC-prescribed method as of
the date of valuation for that type of contract. For life Insurance contracts, the NAIC-
prescribed method is the Commissioners’ Reserve Valuation Method (CRVM). For
annuity contracts, the NAIC-prescribed method is the Commissioners’ Annuity Reserve
Valuation Method (CARVM).

The tax reserves included in IRC §807(c) are:
(1) Life insurance reserves,* which includes life, annuity, and certain health insurance.
(2) Unearned premiums and unpaid losses.

(3) The amounts (discounted at the appropriate rate of interest) necessary to satisfy the
obligations under insurance and annuity contracts, but only if such obligations do
not involve (at the time with respect to which the computation is made under this

paragraph) life, accident, or health contingencies.

(4) Dividend accumulations, and other amounts, held at interest in connection with

insurance and annuity contracts.
(5) Premiums received in advance and liabilities for premium deposit funds.

(6) Reasonable special contingency reserves under contracts of group term life insurance
or group accident and health insurance which are established and maintained for the
provision of insurance on retired lives, for premium stabilization, or for a combination
thereof.

3 Please download this pdf document, and then you will be able to double-click the above icon to download the Example for Excess Interest
Memo.

4 Such contracts include noncancellable accident and health insurance contracts (including life insurance or annuity contracts combined with
noncancellable accident and health insurance) involving, at the time with respect to which the reserve is computed, life, accident, or health
contingencies, where the term “noncancellable” is as defined in the tax law.
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				From the Issue Brief, "Excess Interest Reserves as Defined Under Internal Revenue Code §811(d),” developed by the Tax Committee of the Life Practice Council, American Academy of Actuaries.



				About this workbook

						Two examples have been created. One is a new issue and the other is an inforce contract. Each is on a separate tab.

						These examples are only intended to show how different guarantees and credited rates could affect the deductability of reserves for tax purposes.  

						Lines 4 through 43 contain input fields which are highlighted in green. 

						Some calculations are also contained in  lines 4 through 43 to modify the input to reflect any partial year relationship between the issue date and valuation date.

						The fraction of the calendar year between the issue date and 12/31 of that year is used to produce all future year partial year values, with no adjustments to reflect leap year values. 

						Lines 45 through 58 show the final results for the example, which include the statutory reserve, the NAIC reserve, the NAIC reserve limited by the PSAIR, the tax reserve and the determination of the non-deductible excess interest amount. 

						Lines 64 through 88 show the calculation of the Statutory and NAIC reserve for tax purposes without regard to the excess interest limitation.

						Lines 92 through 117 show the calculation of the NAIC reserve including the excess interest limitation.





				Input to the model

						On both the New Issue and Inforce tabs, there are green highlighted cells.  Only the values of those cells may be changed.

						The new issue required inputs are  issue date, single premium paid at issue, valuation year, guaranteed rates by policy year, PSAIR at issue, Valuation Rate at issue, and surrender charges by policy year. 

						The Inforce tab includes an additional column of input for declared interest rates which may differ from the guaranteed rates.

						The declared rates are input from issue to produce the theoretical contract's account value as of the valuation date rather than that value being input. 





				Model Simplifications

						The product is a single premium deferred annuity. 

						The tax year for this model has been assumed to be a full calendar year.  As such, all valuations are determined as of 12/31. 

						Fractional years are assumed to be identical and do not reflect future leap years.

						Credited rates are assumed to be declared on the policy anniversary and continue for a full year until the next anniversary. No "off anniversary" changes are considered.

		This example has been simplified for educational purposes. In computing actual tax reserves, you should consider the characteristics of your own products and consult your own tax advisor.





New Issue

		EXAMPLE - This example has been simplified for educational purposes. In computing actual tax reserves, you should consider the characteristics of your own products and consult your own tax advisor.

		Calculation of tax basis excess interest reserves - New Issue

		Assumptions		(Green cells may be modified)

		Single Premium Fixed Deferred Annuity (without Market Value Adjustment)*

				Issue date						7/1/24

				Single premium at Issue						100,000

				Valuation Year						2024



		*For annuities with MVA, the cash value cannot include the value of the MVA (IRC Sec. 807(e)(1)(A)(ii))

						Guaranteed Interest Rates At Issue by Policy year				issue Date to 12/31		12/31 to Anniversary

		Partial Year to determine Periodic rates 								50.14%		49.86%		Percentages are based on days at issue without regard to future leap years

						Annual 

		Policy				Effective				Partial Period		Partial Period

		Year				Rate				Rate		Rate		Calendar Year						Rates for Tax Reserve

		1				4.00%				1.9859%		1.9749%		2024		101.99%				1.7397%		1.7302%		101.74%

		2				4.00%				1.9859%		1.9749%		2025		104.00%				1.7397%		1.7302%		103.50%

		3				4.00%				1.9859%		1.9749%		2026		104.00%				1.7397%		1.7302%		103.50%

		4				4.00%				1.9859%		1.9749%		2027		104.00%				1.7397%		1.7302%		103.50%

		5 & later				1.00%				0.5001%		0.4974%		2028		102.48%				0.5001%		0.4974%		102.24%

														2029		101.00%								101.00%

		PSAIR at issue (BOY)				3.50%				1.7397%		1.7302%



		Statutory Valuation rate				3.50%				 

		Surrender charge schedule

		Contract				Surrender

		Year				Charge Percentage

				From

		1		7/1/24		10%

		2		7/1/25		9%

		3		7/1/26		8%

		4		7/1/27		7%

		5		7/1/28		6%

		6		7/1/29		5%

		7		7/1/30		4%

		8		7/1/31		3%

		9		7/1/32		2%

		10		7/1/33		1%

		11 & later		7/1/34		- 0



		Summary of Statutory and Tax reserve Determination as of 2024



		Statutory Reserve																96,309

		NAIC Method on a tax basis																96,309

		NAIC Method calculated assuming interest credited is never in excess of the PSAIR																94,847



		Tax Reserve = 92.81% of the statutory reserve calculated assuming 

		interest credited is never is excess of the PSAIR																88,027



		Nondeductible excess interest reserve

				Tax reserve calculated without consideration of excess interest														89,384

				Tax reserve calculated assumed interest credited is not in excess of PSAIR														88,027



				Nondeductible excess interest reserve														1,357



		Statutory reserve as of 2024

						Year End				Year End				EOY Cash Value 		EOY Cash Value

		End of				Projection of				Projection of				discounted to Valuation  Date at the 		discounted to Valuation  Date at the

		Year				Fund value				Cash value				valuation rate		PSAR 

		2024				101,986				91,787				91,787		91,787		96,309		Stat Reserve is maximum value from valuation to end of contract

		2025				106,065				96,519				93,255		93,255		96,309		Tax Reserve basis before any adjustments

		2026				110,308				101,483				94,736		94,736

		2027				114,720				106,690				96,228		96,228

		2028				117,571				110,517				96,309		96,309

		2029				118,747				112,809				94,982		94,982

		2030				119,934				115,137				93,664		93,664

		2031				121,133				117,499				92,354		92,354

		2032				122,345				119,898				91,052		91,052

		2033				123,568				122,333				89,759		89,759

		2034				124,804				124,804				88,476		88,476

		2035				126,052				126,052				86,339		86,339

		2036				127,312				127,312				84,253		84,253

		2037				128,586				128,586				82,218		82,218

		2038				129,871				129,871				80,232		80,232

		2039				131,170				131,170				78,294		78,294

		2040				132,482				132,482				76,403		76,403

		2041				133,807				133,807				74,558		74,558

		2042				135,145				135,145				72,757		72,757

		2043				136,496				136,496				70,999		70,999







		Statutory reserve calculated assuming interest credited is never in excess of the PSAIR

														EOY Cash Value 

		End of												discounted to Valuation  Date at the 

		Year				Fund value				Cash value				valuation rate				Maximum value

		2024				101,986				91,787				91,787				94,847

		2025				105,555				96,055				92,807

		2026				109,250				100,510				93,827

		2027				113,074				105,158				94,847

		2028				115,605				108,669				94,699

		2029				116,761				110,923				93,394				 

		2030				117,929				113,212				92,098

		2031				119,108				115,535				90,809

		2032				120,299				117,893				89,529

		2033				121,502				120,287				88,258

		2034				122,717				122,717				86,997

		2035				123,944				123,944				84,895

		2036				125,184				125,184				82,845

		2037				126,436				126,436				80,844

		2038				127,700				127,700				78,891

		2039				128,977				128,977				76,985

		2040				130,267				130,267				75,126

		2041				131,570				131,570				73,311

		2042				132,885				132,885				71,540

		2043				134,214				134,214				69,812

		 





Inforce

		EXAMPLE - This example has been simplified for educational purposes. In computing actual tax reserves, you should consider the characteristics of your own products and consult your own tax advisor.

		Calculation of tax basis excess interest reserves - INFORCE POLICY

		Assumptions		(Green cells may be modified)

		Single Premium Fixed Deferred Annuity (without Market Value Adjustment)*

				Issue date						7/1/24

				Single premium at Issue						100,000

				Valuation Year						2026



		*For annuities with MVA, the cash value cannot include the value of the MVA (IRC Sec. 807(e)(1)(A)(ii))

								Enter Declared Rates through Policy Year 3

						Guaranteed Interest Rates At Issue by Policy year		Declared Rates by Policy Year		issue Date to 12/31		12/31 to Anniversary

		Partial Year to determine Periodic rates 								50.14%		49.86%		Percentages are based on days at issue without regard to future leap years



		Policy				Guaranteed		Declared		Partial Period		Partial Period				Calendar Year								Calendar Year

		Year				Rate*		Rate*		Rate		Rate		Calendar Year		(1+i)				Rates for Tax Reserve				(1+i)

		1				4.00%		4.00%		1.9859%		1.9749%		2024		101.99%				1.7397%		1.7302%		101.74%

		2				4.00%		4.00%		1.9859%		1.9749%		2025		104.00%				1.7397%		1.7302%		103.50%

		3				4.00%		5.00%		2.4764%		2.4627%		2026		104.50%				1.7397%		1.7302%		103.50%

		4				4.00%				1.9859%		1.9749%		2027		104.50%				1.7397%		1.7302%		103.50%

		5 & later				1.00%				0.5001%		0.4974%		2028		102.48%				0.5001%		0.4974%		102.24%

		*Annual effective rate as of policy anniversary												2029		101.00%								101.00%

		PSAIR at issue (BOY)				3.50%				1.7397%		1.7302%



		Statutory Valuation rate				3.50%				 

		Surrender charge schedule

		Contract				Surrender

		Year				Charge Percentage

				From

		1		7/1/24		10%

		2		7/1/25		9%

		3		7/1/26		8%

		4		7/1/27		7%

		5		7/1/28		6%

		6		7/1/29		5%

		7		7/1/30		4%

		8		7/1/31		3%

		9		7/1/32		2%

		10		7/1/33		1%

		11 & later		7/1/34		- 0



		Summary of Statutory and Tax reserve Determination as of 2026



		Statutory Reserve																101,971

		NAIC Method on a tax basis																101,971

		NAIC Method calculated assuming interest credited is never in excess of the PSAIR																101,971



		Tax Reserve = 92.81% of the statutory reserve calculated assuming 

		interest credited is never is excess of the PSAIR																94,640



		Nondeductible excess interest reserve

				Tax reserve calculated without consideration of excess interest														94,640

				Tax reserve calculated assumed interest credited is not in excess of PSAIR														94,640



				Nondeductible excess interest reserve														- 0



		Statutory reserve as of 2026

						Year End				Year End				EOY Cash Value 		EOY Cash Value

		End of				Projection of				Projection of				discounted to Valuation  Date at the 		discounted to Valuation  Date at the

		Year				Fund value				Cash value				valuation rate		PSAIR 

		2024				101,986				91,787				 				101,971		Stat Reserve is maximum value from valuation to end of contract

		2025				106,065				96,519				 				101,971		Tax Reserve basis before any adjustments

		2026				110,838				101,971				101,971		101,971

		2027				115,823				107,716				97,153		97,153

		2028				118,701				111,579				97,235		97,235

		2029				119,888				113,894				95,896		95,896

		2030				121,087				116,244				94,564		94,564

		2031				122,298				118,629				93,242		93,242

		2032				123,521				121,051				91,927		91,927

		2033				124,756				123,509				90,622		90,622

		2034				126,004				126,004				89,327		89,327

		2035				127,264				127,264				87,169		87,169

		2036				128,537				128,537				85,063		85,063

		2037				129,822				129,822				83,009		83,009

		2038				131,120				131,120				81,004		81,004

		2039				132,431				132,431				79,047		79,047

		2040				133,756				133,756				77,138		77,138

		2041				135,093				135,093				75,274		75,274

		2042				136,444				136,444				73,456		73,456

		2043				137,809				137,809				71,682		71,682







		Statutory reserve calculated assuming interest credited is never in excess of the PSAIR

														EOY Cash Value 

		End of												discounted to Valuation  Date at the 

		Year				Fund value				Cash value				valuation rate				Maximum value

		2024				 				 				 				101,971

		2025				 				 				 

		2026				110,838				101,971				101,971

		2027				114,718				106,688				96,226

		2028				117,286				110,249				96,076

		2029				118,459				112,536				94,752				 

		2030				119,644				114,858				93,437

		2031				120,840				117,215				92,130

		2032				122,049				119,608				90,831

		2033				123,269				122,036				89,542

		2034				124,502				124,502				88,262

		2035				125,747				125,747				86,130

		2036				127,004				127,004				84,049

		2037				128,274				128,274				82,019

		2038				129,557				129,557				80,038

		2039				130,853				130,853				78,105

		2040				132,161				132,161				76,218

		2041				133,483				133,483				74,377

		2042				134,817				134,817				72,581

		2043				136,166				136,166				70,827
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Example for excess interest memo_072224.xlsx


The Tax Code also provides that the tax reserve with respect to any contract is not to be
less than the net surrender value of the contract, and the amount of the tax reserve for
any contract (the annual change in which affects taxable income) may not exceed the
statutory reserve for that contract (appropriately adjusted), a concept known as

“the stat cap”

Tax reserves for contracts included in §807(c)(1) are based on statutory reserves
multiplied by a percentage specified in the law. As of the date of this paper, that
percentage is 92.81%.

There are two important things to be aware of in discussing such statutory reserves. First,
the statutory reserve must be based on the NAIC-prescribed method as of the date of
valuation for that type of contract. Second, certain statutory reserves, even if required

under that NAIC-prescribed method, are excluded from that calculation.

These excluded reserves include:

 life deficiency reserves,

o reserves attributable to deferred and uncollected premiums and unpaid premiums,
» asset adequacy reserves,’

« voluntary reserves, and

e excess interest reserves.

5 Regulation §1.807-1(a) defines asset adequacy reserves as “(i) Any reserve that is established as an additional reserve based upon an analysis
of the adequacy of reserves that would otherwise be established in accordance with the requirements set forth in the NAIC Valuation
Manual, such as the CRVM or CARVM as applicable, or (ii) Any similar reserve.

In determining whether a reserve is a life insurance reserve, the label placed on such reserve is not determinative, provided, however, any
reserve or portion of a reserve that would have been established pursuant to an asset adequacy analysis required by the NAIC’s Valuation
Manual as it existed on December 22, 2017, the date of enactment of Public Law 115-97, is an asset adequacy reserve.”

The American Academy of Actuaries is a 20,000-member professional association whose mission is to serve the public and
the U.S. actuarial profession. For 60 years, the Academy has assisted public policymakers on all levels by providing leadership,
objective expertise, and actuarial advice on risk and financial security issues. The Academy also sets qualification, practice,
and professionalism standards for actuaries in the United States.
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