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Robert Stoddart, with whom were Thomas D. Sykes, Mildred L. Seidman, Chief, Court of
Federal Claims Section, and Loretta C. Argrett, Assistant Attorney General, Civil Division, U.S.
Department of Justice, Washington, D.C. for defendant.

OPINION
SMITH, Chief Judge

This case comes before the court on plaintiff’ smotion for partial summary judgment and on
defendant'scross-motion for partial summary judgment, both filed with respect to paragraphs 19, 33,
and 49a of the complaint. Plaintiff alleges that it has been wrongfully denied a refund of certain
federal income taxes paid on its 1984, 1985, and 1986 income tax returns. The motions have been
fully briefed and oral arguments have been heard.

Atissueiswhether plaintiff must include reservesfor excessinterest guaranteed beyond the
end of the taxable year as part of statutory reserves. Thisissue determinesthe amount of the excess
of statutory over tax reserves under |.R.C. section809(b)(4) for purposes of calculating the average
equity base of amutual lifeinsurance company under I.R.C. section809(b).! For the reasons given

! Unless otherwise indicated, all section numbers refer to the Internal Revenue Code (1.R.C.
or the Code), Title 26 U.S.C.



below, the court finds that the inclusion is required.
BACKGROUND

The relevant facts are undisputed. Plaintiff, Principal Mutual Life Insurance Company, is
an lowa-based mutual insurance corporation. Principal isengaged, and at all timesrelevant to this
action has been engaged, in the business of writing various forms of individual and group life and
health insurance policies and annuities.

There are two principal types of life insurance companies. stock companies and mutual
companies. Stock companiesreceiveequity capital fromtheir shareholdersand pay aportion of their
profitsto their shareholdersasdividends. These dividend paymentsare not tax deductible. Mutual
companies differ from stock companies in that, rather than being owned by outside shareholders,
they areowned by their policyholdersand receive equity capital fromtheir policyholders premiums.
The tax treatment of amounts paid by mutual companies to their policyholders, who are aso their
owners, is thus more complicated than the payment of dividends to shareholders.

When amutual company makes a payment to a policyholder under his insurance policy or
pension plan, the payment is part price rebate, part policyholder benefit, and part return on equity
capital (i.e., ashare of company profits).? In order to ensure balanced tax treatment of mutual and
stock companies, the portion that is return on equity capital theoretically should be nondeductible
by amutual insurer (just as return on equity capital is nondeductible when paid out as dividends by
stock companies). It is difficult, however, to precisely determine what proportion of a mutual
company's payments to policyholders fallsinto that category.

Before 1982 Congress simply allowed both stock and mutual companiesto deduct infull al
payments to policyholders, despite the fact that a portion of mutual companies payments to
policyholders were actually return on equity. In 1982 and 1983 Congress prescribed a different
approach, which is not pertinent to the issue at hand. Then, in 1984, Congress, as part of alarge-
scaleoverhaul of thelifeinsurance company incometax provisions, passed anew section 809. This
new section establishes a method of estimating the percentage of mutual company payments to
policyholders, “ policyholder dividends,” that are actually returns on equity capital and therefore not
properly tax deductible. “Policyholder dividend,” for purposes of the part of the Code dealing with
lifeinsurance companies, isdefined as“any dividend or similar distributionto policyholdersintheir
capacity assuch. Section808(a). Policyholder dividendsare deductiblefor theyear paid or accrued,
section 808(c)(1,2), except as reduced for mutual insurance companies under section 809. Section
809 was intended to determine which part of the dividend was deductible and which part was not.
The application of the new section 809 is at issuein this case.

An insurance company keeps substantial funds in reserve with which to make payments

2 See Staff of Joint Comm. on Taxation, 98th Congress, General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, at 612 (Comm. Print 1985).
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under itspolicies. lowastatelaw imposesreserverequirementson lifeinsurance companiesasit did
in this case with respect to Principal Mutual. See lowa Code section 508.36 (“ Standard Valuation
Law”). For accounting purposes, such reserves are recorded as liabilities on the insurance
company’ s balance sheet, and represent contractual claims by policyholders against the company’s
assets. A particular subset of reserves maintained by insurance companies are known as "excess
interest reserves."

Excessinterest isinterest guaranteed on an annuity or investment account which exceedsthe
prevailing State assumed interest rate. lowa calculates this rate according to its standard valuation
law which is a state enactment of the National Association of Insurance Commissioners (NAIC)
Model Standard Valuation Law. The prevailing state assumed interest rateis used to determine the
company's reserves as prescribed by the tax code under the rules contained in section 807(d).>
“Excessinterest” isdefined in section 808(d) as “any amount in the nature of interest--

(A) paid or credited to a policyholder in his capacity as such, and

(B) in excess of interest determined at the prevailing State assumed rate for such

contract.”
Policyholder dividends may include excess interest 808(b).

The tax treatment of reserves maintained by life insurance companiesfor interest due onits
contracts up to the prevailing state assumed rate isnot in dispute. During the period in question,
however, Principal had several classesof accountswhoseinterest rates exceeded the prevailing state
assumed rate. Thisreflected the high interest rates of the time and the insurance industry’ s need to
compete with other bidders for the policyholder’ smoney. The guaranty periods, the length of time
for which aparticular interest rate was guaranteed on these accounts, ranged fromtwo to eight years.
Theinterest reservesfor any given account consist of the present value of the interest guaranteed on
that account for the remainder of its guaranty period. Atissueishow to classify reservesfor excess
interest guaranteed beyond the end of the taxable year for purposes of calculating statutory and tax
reserves under section 809(b)(4).

Onitsincometax returnsin 1984, 1985, and 1986, when making the cal cul ation required by
section 809(b)(4), Principal did notincludeitsreservesfor excessinterest guaranteed beyondtheend
of the taxable year in its statutory reserves or in its tax reserves. The Internal Revenue Service
contendsthat Principal should haveincluded reservesfor excessinterest guaranteed beyond theend
of the taxable year in its statutory reserves, which would have increased Principal’ s tax liability by
reducing its deduction for policyholder dividends. It would have done this because the difference
between statutory reserves and tax reservesis added to the equity base. Thisinturnyieldsalarger
amount to be subtracted from the policyholder dividend reserves, and hence asmaller tax deduction
from income, and hence, higher taxes.

3 See Staff of Joint Comm. on Taxation, 98th Congress, General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, at 611 (Comm. Print 1985).
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ANALYSIS

This court takes the determinations of the Commissioner of Internal Revenue to be prima
facie correct and looks to plaintiff to carry the burden of proving any error. Welch v. Helvering, 290
U.S. 111, 115 (1933). Furthermore, income tax deductions are “a matter of legislative grace” and
plaintiff bears the burden of clearly demonstrating that it is entitled to the deduction it claims.
INDOPCO v. Commissioner, 503 U.S. 79, 84 (1992) (citing New Colonial Ice Co. v. Helvering, 292
U.S. 435, 440 (1934); United Satesv. General Dynamics, 481 U.S. 239, 245 (1987)). Absent clear
evidence that the Commissioner’ s determination was inconsi stent with the intent of the legislature,
the court must accept that determination as correct. See United Satesv. Correll, 389 U.S. 299, 307
(1967).

Principal, as a mutual insurance company, is required by section 809 to reduce its annual
deduction for policyholder dividends by an amount referred to asthe“ differential earningsamount.”
Thedifferential earnings amount is intended to be an approximation of the portion of policyholder
dividends which are actually returns on equity capital. The differential earnings amount is the
product of the “differential earnings rate” and the company's “average equity base’ as determined
under section 809(b).

The*differential earningsrate” isdetermined on an annual basisin accordance with section
809(c) and represents the extent to which the pre-tax return on equity of stock life insurance
companies, after paying policyholder dividends, exceedsthat of mutual lifeinsurance companieson
anindustry-widebasis. “The Congressbelieved that thisdifferenceis attributabl e to distribution by
mutual companies of earnings to their owners.”* The differential earnings rate was 7.8% for 1984
(IRC section 809(c)(21)(B)), 6.157% for 1985 (Rev. Rul. 87-20, 1987-1 C.B 168), and 10.539% for
1986 (Rev. Rul. 87-92, 1987-2 C.B 165).

Section 809(b)(2) definesthe equity baseasthe surplusand capital of the company, " adjusted
asprovided in paragraphs (3), (4), (5), and (6) of thissubsection." The“average equity base” isthe
average of the equity base for the taxable year at issue and the preceding taxable year. Section
809(b)(1). The adjustment required by paragraph (4) is at issue in this case. Section 809(b)(4)
requiresthat theequity base beincreased by theamount that acompany'saggregate statutory reserves
exceed its aggregate tax reserves. Thus, amutual company’ s deduction for policyholder dividends
isreduced by, among other things, an amount equal to the differential earningsrate multiplied by the
excess of the statutory reserves over thetax reserves. The parties disagree asto how to interpret the
definitions of statutory and tax reserves.

Both statutory and tax reserves are defined in section 809(b)(4)(B). Statutory reserves, a'so
referred to as* statement reserves,” are "the aggregate amount set forth in the annual statement with
respect toitemsdescribed in section 807(c)." Section809(b)(4)(B)(i). Thesereservesare* statutory”

4 Staff of Joint Comm. on Taxation, 98th Congress, General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, at 612 (Comm. Print 1985).
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inthat statelaw, asexplained above, imposesreserve requirementson lifeinsurance companies. Tax
reserves are“the aggregate of theitems described in section 807(c) for the purposes of section 807."
Section 809(b)(4)(B)(ii) (emphasis added). Tax reserves are a subset of statutory reserves. Tax
reserves are those statutory reserves which are treated, for tax purposes, as current liabilities.
Reserves for guaranteed interest contracts, such as those maintained by Principal Mutual, are
included in “items taken into account” in computing reserves “for the purposes of section 807.”
Sections 807(c)(3), 809(b)(4)(B)(ii). The subtle differences between these definitions must be
understood before one can arrive at the excess of statutory over tax reserves. This, in turn, is
essential tothecalculation of theequity baseand, ultimately, the cal culation of plaintiff’ sdifferential
earnings amount which serves to reduce plaintiff’s policyholder dividend deduction.

In this case, the parties dispute is one of statutory construction. The dispute focuses
primarily on sections 807(c), 809(a), (b), and (g), and 811(d). Key areas of contention include the
significance of the phrase “for purposes of thispart,” as used in section 811(d), and the significance
of the term “computing” or “computed,” as used in that same section. Plaintiff contends that,
because section 811(d) applies “for purposes of this part,” including sections 807 and 809, it must
require that reserves for excess interest guaranteed beyond the taxable year be excluded from both
statutory and tax reserves. Plaintiff arguesthat both statutory and tax reserves are “ computed” for
purposes of section 811(d).

As to “the purposes of section 807,” as used in defining “tax reserves,” that section is
entitled, “Method of Computing Reserves for Purposes of Determining Income.” It deals with
changes in the level of insurance companies’ reserves. When reserves are decreased, income is
recognized. Wherereserves are increased, incomeisreduced. Thus, “the purposes of section 807"
involve the determination of incomefor the sake of determining tax liability. See section 803(a)(2)
(income), section 805(a)(2) (deductions).

Statutory reserverequirements, ontheother hand, servevery different, non-tax, publicpolicy
purposes, including assuring that lifeinsurance compani es maintai n adequate reservesto meet their
contractual commitments to policyholders. See lowa Code section 508.36 (“ Standard Valuation
Law”); see generally 19B Appleman, Insurance Law and Practice, Ch. 369A, Reserves sections
11018-039 (1982); Dwight Bartlett, History of the development of preliminary term methods of
valuation of life insurance policies in the United Sates, 15 Journal of Insurance Regulation 382
(1997).

The code refersto the “excess’ of statutory reserves over tax reserves. Section 809(b)(4).
The very nature of these two types of reserves dictates that tax reserves will tend to be smaller than
statutory reserves. The larger the statutory reserves, the greater the probability that contractual
obligations will be met. The smaller the reserves acknowledged by the IRS for tax purposes, the
smaller the mutual insurance company’s deductions from income and, thus, the greater the tax
revenue. Plaintiff’sown tax returns bear thisout. For example, plaintiff’ s reconciliation of annual
statement reserves to tax reserves for 1985 begins with statement reserves on December 31, 1985
of $11,764,694,832.15. Tax adjustments then reduce those statement reserves to tax reserves of



$11,393,606,908.51. Thus, plaintiff’ stax reservesat that timewere smaller than statement reserves
by the sum of $371,087,923.64. Other years show the same pattern.

One of thetax adjustments made to reconcile annual statement reservesto tax reservesisthe
section 811(d) adjustment. Section 811(d) has the effect of disallowing the inclusion of certain
reserves for excess interest on guaranteed interest contracts, reserves that would otherwise be
included “for purposes of section 807.” Thus, a company may not increase its deductions by
increasing those reserves. Section 811(d) reads as follows:

Method of Computing Reserves on Contract Where Interest Is Guaranteed
Beyond End of Taxable Year --

For purposes of this part (other than section 816 [defining life insurance
companies and life insurance reserves]) 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 prevailing State assumed interest rates for the contract for

such period, and

2) isguaranteed beyond the end of the taxable year on which thereservesare

being computed,
shall be taken into account in computing the reserves with respect to such contract
asif such interest were guaranteed only up to the end of the taxable year.

Thepartiesagreethat "Part" refersto Part | of Subchapter L, whichincludesall lifeinsurance
specific sectionsof the code. The partiesdisagree, however, asto whether “ computing the reserves”
“for purposes of thispart” refersto both statutory and tax reserves or to tax reservesonly. Plaintiff
argues that reserves for excess interest guaranteed beyond the end of the taxable year are not a part
of either statutory or tax reserves. Plaintiff reasons that, because section 811(d) applies “for
purposes of thispart,” it must exclude reservesfor excessinterest guaranteed beyond the end of the
taxable year from both statutory and tax reserves since both are defined in section 809 and because
section 809 and section 811(d) are both found in part | of subchapter L. Defendant argues that a
consistent interpretation of rel ated code sections, supported by explanationsinthelegislativehistory,
dictatesthat excessinterest reservesguaranteed beyond the end of thetaxableyear areexcluded from
tax reservesonly and areincluded in statutory reserves. For the reasons given below, the court must
agree with the Commissioner.

The purpose of section 811(d) is to prevent life insurance companies from obtaining an
accelerated deduction for excess interest guaranteed for periods beyond the current taxable year in
determining lifeinsurance company taxableincome.” Inits Supplemental Report onthe Tax Reform

® See Staff of the Joint Committee on Taxation, General Explanation of the Revenue
Provisions of the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), H.R. 4961, 97"
Cong., 2d Sess. 348-349. Thistemporary TEFRA rule, now section 811(d), was later enacted as
part of the Deficit Reduction Act of 1984, Pub. L. No. 98-369, 98 Stat. 494 (1984); see S. Print
No. 98-169, 98" Cong., 2d Sess., Vol. | at 555, 556 (1984).
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Act of 1984, the House Ways and M eans Committee explained permanent and temporary provisions
of the 1982 Act (TEFRA) that addressed “ certain tax avoidancetechniquesavailabletolifeinsurance
companies.” H.R. Rep. No. 432, 98" Cong., 2d Sess. 1394, 1984 U.S.C.C.A.N. at 1039. Among
these provisionsto addresstax avoidancetechniqueswasthetemporary TEFRA ruleon reservesfor
excessinterest guaranteed beyond the current taxable year. 1d. at 1395. That provision reflectsthe
committee’s concern “that deductions which do not reflect economic expenses generally are
inappropriate. ...” Id. at 1398. The only reserves which survive the restriction of section 811(d)
are those held with respect to interest guaranteed up to the end of the taxable year at issue, and 50%
of reservesheld aspart of a“ provision for policyholder dividends (or similar liability) payableinthe
followingyear.” Section 809(b)(6). Because of section 811(d), reservesheld with respect to interest
guaranteed beyond the end of the taxable year may not be included in the items listed at section
807(c) for the purposes of section 807, that is, “tax reserves.” Accordingly, insurance companies
may not claim atax deduction by increasing those reserves.

Section 811(d) reflects Congress' genera concern that deductions be allowed only in the
period during which all events have occurred that are necessary to establish the fact of the liability.
Seel.R.C. section461; 26 C.FR. section 1.461-1(a)(2) (1999) (the“all eventstest”); seealso United
Sates v. General Dynamics, 481 U.S. 239, 246, 247 (1987) (discussing the “all events test” with
respect to insurance reserves). Those events include economic performance and the ability to
determine the amount of the liability with reasonable accuracy. Short-term reserves correspond to
awell established and certain liability. Thus, short-term interest reserves qualify as tax reserves.
Long-term interest reserves correspond to aliability that is fixed with a lesser degree of certainty,
and are thus statutory reserves, but not tax reserves.

Statutory Construction

Section 809 lays out a step-by-step cal cul ation culminating with areduction in theinsurance
company’s deduction for policyholder dividends.® One begins with the company's surplus and
capital as shown in the annual statement.” The annual statement sets out information according to
state regulations and requirements, not federal income tax requirements. One then addsin various
other itemsin order to get afull picture of what section 809(b)(2) refersto asthe company’s*“equity

® See Joint Comm. on Taxation, 98th Congress, 2d Sess., General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, 612-19 (Jt. Comm. Print 1984) (discussing each
step in the section 809 calculation).

" See section 809(b)(4)(B)(i), (9)(3)2 (determinations based on NAIC approved annual
statement); Staff of Joint Comm. on Taxation, 98th Congress, General Explanation of the
Revenue Provisions of the Deficit Reduction Act of 1984, at 617 (Comm. Print 1985) (equity
amounts are as shown on annual statement); H.R. Rep. 432, Part |1, 98" Cong., 2d Sess. at 1414,
asreprinted in 1984 U.S.C.C.A.N. 697, 1058, 1059 (reserves computed under state law per
section 816(a), rules based on NAIC guidelines adopted by most states).
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base.” The equity base is then multiplied by the differential earnings rate (an annually published
percentage) to get thedifferential earningsamount. Thedifferential earningsamount istheestimated
value of payments to policyholders that are actually dividends on equity capital and, thus, not
deductible.

Section 807 is invoked by section 809 but has a primary purpose aside from section 809.
That primary purposeisto describe the effect of adecrease or increasein reserveson Life Insurance
Company Taxable Income. A decrease in reserves results in taxable income while an increase in
reservesresultsin atax deduction. That decrease or increase is entered on Form 1120L, Schedule
A, line 2 (decrease) or line 9 (increase). Principal could increase its long-term excess interest
reservesto generate atax deduction except that the Code, at section 811(d), prohibitsthat treatment
of long-term reserves. Section 811(d) allows reservesfor excessinterest to beincluded only to the
end of the taxable year. Longer-term excess interest reserves are not to be considered reserves for
purposes of determining taxableincome of the insurance company. Asexplained above, the effect
of section 811(d) isto make tax reserves smaller, that is, to effect asmaller “aggregate of the items
described in the list at section 807(c) as determined for the purposes of section 807.” Section
809(b)(4)(B)(ii). Here, however, we are more concerned with the secondary purpose of section 807,
which is to give meaning to the terminology of section809(b)(4), a provision that impacts the
computation of a different deduction, the policyholder dividend deduction.

Statutory reservesinclude categories, or amounts that tax reserves are not meant to include,
amounts that are properly characterized as equity for tax purposes. These categories, which are not
included in tax reserves, are enumerated specifically in section 809(b)(2) for inclusion in the
company's equity base on Form 1120L, ScheduleF. Section 809(b)(2) definesequity base assurplus
and capital increased by (3) nonadmitted financial assets, (4) the excess of statutory over tax
reserves, (5) certain other reserves, and by (6) 50% of next year’s policyholder dividends. Atissue
here is the impact of paragraph (4).

Both statutory and tax reserves are “ aggregates’ according to section 809(b)(4)(B)(i and ii).
Arguably, an aggregate is a sum achieved through “computation” and, thus, one might conclude,
both statutory and tax reserves are “computed.” The statutory reserves, however, as defined in
section 809(b)(4)(B)(i), consist of numberslifted directly from the plaintiff’ sannual statement, not
“determined” or “computed” in the same way as is required for tax reserves. Tax reserves are
“determined for purposes of section 807" by subtracting reserves for excess interest guaranteed
beyond the end of the taxable year according to the requirements of section 811(d). Section
809(b)(4)(B)(ii). Section 811(d) refersto thisadjustment as* computing the reserves’ “for purposes
of thispart [subchapter L, part I, Life Insurance Companies].” In contrast, statutory reserves are as
“set forth in the annual statement with respect to items described in section 807(c),” not as
“determined for purposes of section 807.” Tax reservesarethe only reserveswhich arereally being
computed in, and for the purposes of, the lifeinsurance part (Subchapter L Part I) of the Code. Any
“computation” of statutory reserves was done for purposes established under state law and by the
NAIC, not for federal income tax purposes.



Furthermore, the phrasing of the definition of statutory reserves at section 809(b)(4)(B)(i)
suggests that Congress would have so stated if it meant for section 811(d) to apply there. The
definition includes an adjustment to avoid double counting pursuant to section 811(c) but does not
include any adjustment to exclude reserves for excess interest guaranteed beyond the end of the
taxable year pursuant to section 811(d). The definition of statutory reserves mentions this section
811(c) adjustment specifically but does not mention section 811(d) at all.

Plaintiff suggeststhat this specific reference to section 811(c) “ may be seen as nothing more
than legidlative underscoring” of Congress’ reversal of Commissioner v. Sandard Life and Accident
Ins. Co., 433 U.S. 148 (1977), through the enactment of section 811(c). Thecourt, however, attaches
greater significance to that specific reference when considered in light of Congress' failure to
mention section 811(d) in the definition of statutory reserves. Accordingly, the court must conclude
that if Congress had intended not to include reserves for excess interest guaranteed beyond the end
of the taxable year as part of statutory reserves, it would have said so in the definition, just asit did
with respect to reserves attributable to deferred and uncollected premiums which are not permitted
under section 811(c).

A further reason for not reading a section 811(d) exclusion into 809(b)(4)(B)(i) is that it
defeats the purpose of 811(d) and is thus not alogical inference. Section 811(d) was designed to
disallow the excess interest reserves as tax deductions for the reason previously discussed.
Excluding them from tax reserves serves this purpose. Excluding them from statutory reserves
defeats the purpose.

Calculation of Principal’s Policyholder Dividend Deduction

All state-law liabilities, including statutory reserves, are subtracted from assets to obtain
surplus and capital, the beginning of the equity base calculation. “Surplus and capital” does not
include statutory reserves. Whereas statutory reserves represent policyholders contractual claims
against themutual insurer’ sassets, surplusand capital represent the policyholders' proprietary claims
(as owners) against such assets.

The parties agreethat the equity base cal cul ation beginswith “ surplus and capital” as shown
on plaintiff’s NAIC annual statement. Plaintiff’s “surplus and capital” entry, for each of the tax
yearsin dispute, asstated above, was obtai ned by subtracting state-law liabilitiesfrom assets.? Those
state-law liabilities include statutory reserves, which in turn include excess interest reserves. The
Code, section 809(b)(3-6), then requires plaintiff to add back to surplus and capital some of the

8 See Form 1120L, Sch. F, line 1, “Annual Statement Surplus and Capital” and NAIC annual
statement p. 3, In. 30, where the same amounts as those on Form 1120C are shown, for any of the
tax years at issue. The court notes a discrepancy between plaintiff’s amended return Schedules F
and its annual statements. The court assumes that the differences, for “errorsin ceded claim
liability,” are not significant to its findings and were simply not explained in the briefs.

9



liabilitiesthat statelaw permitsinsurersto subtract on the annual statement.® The parties agree that:

By adding to the “equity base” (consisting of the capital and surplus as shown on
Plaintiff’sNAIC Annual Statement, as per Section 809(g)(3) and (4)), the excess of
statutory reserves over tax reserves, which iswhat Section 809(b)(4) really does, the
Code is saying that, under Section 809, the excess of what appears as a liability on
the annual statement over the amount of that liability which is allowed for tax
purposes really represents equity for the further purpose of determining the
“differential earningsamount” (the amount by which amutual company’ sdeduction
for policyholder dividends should be reduced).
(M. sOpp'nat 2-3; D."sReply at 15).

Statutory reserves, defined in section 809(b)(4)(B)(i) astheitemslisted at section 807(c), are
taken directly from plaintiff’ sSNAIC annual statement. Included inthat list, at section 807(c)(3), are
acategory of reserves deemed, “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.” Thiscategory at section 807(c)(3) includesreservessuch asthose
held by plaintiff to guarantee interest on annuity or investment accounts. Those reserves include
reserves for excess interest guaranteed beyond the end of the taxable year. Thus, section
809(b)(4)(B)(i), in concert with section 807(c)(3), dictates that reserves for excess interest
guaranteed beyond the end of the taxable year be included, at least initially, in statutory reserves.
Section 811(d) requires, however, that reservesfor excessinterest guaranteed beyond the end of the
taxable year be excluded when determining tax reserves. Accordingly, pursuant to section 811(d),
with respect to tax reserves*” determined for purposes of section 807,” all that remains under section
807(c)(3) are interest reserves for current year obligations. Plaintiff argues that section 811(d)
operates to exclude excess interest guaranteed beyond the end of the taxable year from statutory
reserves aswell. For the reasons explained below, the court does not agree.

Plaintiff’s NAIC annual statements for 1984, 1985, and 1986 included excess interest
reserves of $42,486,349, $43,120,549, and $41,073,104 respectively. (See Affidavitsof William R.
Claypool and Robert G. Henderson accompanying plaintiff’ smotionfor partial summary judgment.)
These were among the liabilities subtracted from assets to determine surplus and capital. For
example, line 11.7 on page 3 of plaintiff’s 1985 annual statement is labeled “ Reserve for interest
guaranty -- annuity and fund deposits,” and is part of thelist of liabilities discussed above. For 1985
that figure was $43,120,549. These include the reserves for excess interest guaranteed beyond the
end of thetaxableyear which are the subject of section 811(d). These excessinterest reserves, along
with other liabilities, were subtracted from assets to leave surplus and capital of $552,287,240.

Next, on ScheduleF, plaintiff wasrequired to add back to surplusand capital certain of these

® This computation is made on Form 1120L, Schedule F, Differential Earnings Amount, line
8.
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liabilities which are considered equity for tax purposes. Among the items added back isthe excess
of statutory over tax reserves. Here, in the government’s view, plaintiff calculated too small an
excess by improperly reducing statutory reserves by the amount of reserves for excess interest
guaranteed beyond the end of the taxable year. This reduced plaintiff’s tax liability by creating a
smaller differential earning amount which, in turn, allowed plaintiff to deduct more of its
policyholder dividends. By subtracting the guaranteed interest reserves beyond a year from both
statutory and tax reserves they cancel out and do not get added to the equity base. This is
inconsistent with the purpose of the statute.

Plaintiff first included the $43,120,549 excess interest reserves in what are listed as
“statement reserves’ of $11,764,694,832 for 1985. Plaintiff then deducted the same $43,120,549
asa“tax adjustment,” based on itsinterpretation of section 811(d), to arrive at “ statutory reserves’
of $11,642,720,802. Some “tax adjustments’ to statement reserves are appropriate at this stage,
such asthe exclusion of “Net Due and Deferred Unaccrued Premiums.”  The court findsthat it was
not correct, however, for plaintiff to deduct its entire $43,120,549 excess interest reserves from
statement reserves as a“tax adjustment” nor to make a comparable adjustment for the other years
at issue.

Plaintiff’ s statutory reserves for 1985 should have been larger. Accordingly, the excess of
statutory over tax reserves should also have been larger and should havefurther increased plaintiff’s
equity base. Thus, plaintiff’s differential earnings amount, computed at Schedule F, should have
been greater, plaintiff’s deduction for policyholder dividends should, therefore, have been reduced,
and plaintiff’s taxable income for 1985 should be greater than that shown on its amended return.
The effect for 1984 and 1986 is similar.

How the Transitional Rule at Section 809 (g)(6) Comports with Section 811(d)

The rule at section 809 (g)(6) exempts a mutual life insurance company subsidiary from
section 811(d) (dealing with current vsfuture reserves) for purposes of section 809(b)(4) (requiring
that plaintiff add theexcessof statutory over tax reservesto equity) for policiesissued before January
1, 1985. This exemption allows the subsidiary to include, in its tax reserves, reserves held with
respect to excessinterest guaranteed beyond the current taxableyear. Section 809(g)(6) protectsthe
subsidiary from having its average equity base increased by what would otherwise be all or part of
an excess of statutory reserves over tax reserves. Because of the transitional rule at section 809
(9)(6), the subsidiaries need not include excess interest reserves for future years in their average
equity base. Thus, the subsidiaries, unlike their parents, get a break from the new rule at section
811(d). Section 811(d) does not operate to reduce the subsidiaries’ deduction for policyholder
dividends asit does for their parents.

Thetransitional rule, section 809 (g)(6), specifically saysthat section 811(d) shall not apply
in determining tax reserves. It does not say that section 811(d) shall not apply in determining
statutory reserves, according to defendant, because section 811(d) never appliedto statutory reserves
inthefirst place. Thisspecific referenceto tax reserves meansthat section 811(d) would otherwise
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apply when calculating tax reserves. That isto say, and the parties agree, that but for the specific
reference to it in section 809 (g)(6), section 811(d) would require that reserves for excess interest
guaranteed beyond the end of the taxable year be excluded from tax reserves.

In discussion of the section 809 (g)(6) exception, the Joint Committee on Taxation wrote
that, "[f]or purposes of determining the excess of statutory policy reserves over tax reserves, [the
subsidiary company’ 5] tax reserves may be computed without regard to the accounting rule[section
811(d)] that prohibits acompany from taking into account amountsin the nature of interest that are
in excess of the prevailing State assumed rate and guaranteed beyond the end of the taxable year .
.."19 Congress expressly exempted these subsidiary companies from the requirement that they
subtract reservesfor excessinterest guaranteed beyond the end of the taxable year from tax reserves.
If, asplaintiff argues, section 811(d) otherwise operatesto exclude excessinterest guaranteed beyond
the end of the taxable year from both tax reserves and statutory reserves, then the permissive
language used by the Joint Committee on Taxation is meaningless. This the court will not lightly
infer.

Plaintiff arguesthat “therule of section 809(g)(6) doesnot mean that therewill beno [excess
of statutory over tax reserves| for subsidiariesof mutual companies, nor doesit assumethat statutory
reserves'‘ aready include excessinterest reserves.”” (Pl.’sRep. Br. at 14.) Plaintiff seemsto suggest
that other factors, besides the section 811(d) adjustment, could create a disparity between statutory
and tax reserves. Thismay betrue, but isirrelevant to the issue of the 811(d) adjustment. The court
finds, based onitsconstruction herein of interrel ated statutory provisions, that section 809(g)(6) does
logically dictate that statutory reserves must include excess interest reserves athough tax reserves
do not. The resulting disparity produces, at least in part, the excess of statutory over tax reserves
fromwhich section 809 (g)(6) provides transitional relief. Therefore, thetransitional rule undercuts
plaintiff’s statutory interpretation.

How the Adjustment Required by Section 809(b)(6) Comports with Section 811 (d)

Section 809(b)(6) requiresthat the equity base shall be increased by 50% of the amount, " of
any provision for policyholder dividends (or other similar liability) payablein the following taxable
year." Reservesfor excessinterest guaranteed to be paid in the following taxable year areincluded
in this category. Section 808(b)(2). According to the legislative history of this provision:

Only 50 percent of this amount is added to the average equity base because it was
believed that, on average, only 50 percent of thetotal annual statement provision for
policyholder dividends to be paid in the following year (whether accrued or
unaccrued for tax purposes at the end of the taxable year) is fairly allocable as a

10 Joint Comm. on Taxation, 98th Congress, 2d Sess., General Explanation of the Revenue
Provisions of the Deficit Reduction Act of 1984, 615-16 n. 31 (J. Comm. Print 1984).
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liability for the current year. Although a policyholder dividend may be paid at the
end of apolicy year, and not accrue for tax purposes until payment, recognition of
part of that dividend as a current liability to determine the equity of the company
recognizes that a dividend that is paid, in theory, accrued to the policyholder in a
financial sense over the entire policy year. ... [A]lny amounts set aside for
policyholder dividendsto be paid beyond the close of the following taxable year are
not “payable in the following taxable year” and are included in the equity base in
their entirety.

Joint Comm. on Taxation, 98th Congress, 2d Sess., General Explanation of the Revenue Provisions
of the Deficit Reduction Act of 1984, 616-17 (Jt. Comm. Print 1984).

It would beillogical for Congressto carefully provide that no more than 50% of next year's
policyholder dividends (including next year's portion of excess interest reserves) were "fairly
allocableasaliability for the current year," id., but then continue to exclude from the equity baseall
of the excess interest reserves for all of the years following the next year. Thisiswhat would be
doneif reservesfor excessinterest guaranteed beyond the end of the taxable year are excluded from
the statutory reserves. Anything included in statutory reserves that is not included in tax reserves
gets added to the equity base and resultsin ahigher tax bill. If the excessinterest reservesfor years
two through eight are excluded from statutory reserves, as plaintiff wishesto do, they would not be
added to the equity base, as is required according to the explanation quoted above. Meanwhile,
incongruously, half of the reserves for excess interest from year one would be added to the equity
base under section 809(b)(6). If anitem isrequired to be added to the equity base, it is because
Congressfeelsthat it isnot “fairly allocable” asaliability for the current year. 1f only half of next
year’ sreservesfor excessinterest are considered “fairly allocable” asaliability in the current year,
itdoesnot logically follow that Congresswould consider all of subsequent year’ sreservesfor excess
interest to be “fairly alocable” asaliability in the current year. The evidence shows that Congress
did not intend excessinterest reservesfor the yearsbeyond the current year to be counted asacurrent
year liability, with the exception of the 50% reduction for policyholder dividends, which include
excess interest, to be paid out in the calendar year immediately following the current tax year, as
provided in section 809 (b)(6).

Double Counting

Section 809 (b)(2)(B) states that "no item shall be taken into account more than once in
determining equity base." Plaintiff arguesthat “if 50% of excessinterest payable in the following
calendar year isincludable in the equity base by virtue of Section 809(b)(6), it cannot be added to
the equity base again by being included in statutory reserves under Section 809(b)(4).” (Pl.’sBr. at
21.) Plaintiff’ sargument missesthe point that only 50% of excessinterest payablein the following
calendar year isincludable in the equity base by virtue of Section 809(b)(6). Plaintiff’s argument
isapparently based on its earlier characterization of the section 809 (b)(6) provision asa“50% add-
on [to surplus and capital]” (Pl."sBr. at 21), when, in fact, section 809 (b)(6) is more in the nature
of a’50% reduction in what would otherwise be a 100% “add-on” of the provision for next year’s
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policyholder dividends--the sameasfor all subsequent years. Plaintiff statesthat, under section 809
(b)(6), “a mutual company’s deduction for policyholder dividends is reduced, inter alia, by an
amount equal to the differential earnings rate multiplied by 50% of any reserve for excess interest
payableinthefollowingyear.” (Pl.’sBr. at 21.) Plaintiff’s characterization, in all fairness, should
continue, “. . . and by an amount equal to the differential earnings rate multiplied by 100% of any
reserve for excess interest payable in al subsequent years.” Section 811(d) as applied through
section 809(b)(4) acts to exclude reserves for excess interest guaranteed beyond the end of the
taxable year from tax reserves, which leads to a reduction in mutual life insurance companies
deduction for policyholder dividends. Section 809 (b)(6) gives the mutual companies some relief
from the combined impact of 811(d) and 809(b)(4). It merely gives back, with respect to the
following year, half of reserves for excess interest that had been taken away. The court concludes
that sections 809 (b)(4) and 809 (b)(6), as applied in this case by the government, do not result in
recounting as prohibited by 809 (b)(2)(B).

CONCLUSION

The Commissioner has determined that plaintiff is required to include reserves for excess
interest guaranteed beyond the end of the taxable year in statutory reserves for the purpose of
reducing its deduction for policyholder dividends by the differential earningsamount. Specifically,
according to the Commissioner, section 811(d) does not apply to excludereservesfor excessinterest
guaranteed beyond the end of the taxable year from statutory reserves. The Commissioner’sruling
enjoys the presumption of correctness. Welch v. Helvering, 290 U.S. 111, 115 (1933). Income tax
deductions are “a matter of legislative grace and . . . the burden of clearly showing the right to the
claimed deduction ison thetaxpayer.” INDOPCO v. Commissioner, 503 U.S. 79, 84 (1992) (citing
New Colonial Ice Co. v. Helvering, 292 U.S. 435, 440 (1934). Here plaintiff hasfailed to carry its
burden of proving that the Commissioner’s ruling was inconsistent with the intent of the statute.
Accordingly, plaintiff’s motion for summary judgment is DENIED and defendant’s motion for
summary judgment is GRANTED. The Clerk of the Court is directed to DISMISS the complaint.

IT ISSO ORDERED

Loren A. Smith
Senior Judge
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