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1959 1960 1961 1962 

Added by reason of 
election under 
sec. 815(d)(1) ..... 0 0 0 ............

Subtracted (distribu-
tions) ................... 0 40.00 40.00 ............

Policyholders surplus 
account— 
At beginning of year 0 0 10.00 20.00 
Added for year ........ 0 10.00 10.00 ............
Subtracted (distribu-

tions) ................... 0 0 0 ............
Subtracted (by rea-

son of election 
under sec. 
815(d)(1)) ............ 0 0 0 ............

Tax base (sec. 
802(b)(3)) ................ 0 0 0 ............

Tax (sec. 802(b)(3) 
base) ....................... 0 0 0 ............

As a result of the loss from operations for 
1962, the election under section 815(d)(1) for 
the taxable year 1959 has become inappli-
cable in its entirety since the balance in the 
policyholders surplus account at the end of 
1959, as recomputed, is zero. Thus, S would be 
entitled to a total refund of $7.50 for the tax-
able year 1959. Of this amount, $4.50 is due to 
the recomputation of the section 802(b)(1) 
and (2) tax base and $3 to the amount of tax 
paid by reason of the election under section 
815(d)(1). 

[T.D. 6535, 26 FR 545, Jan. 20, 1961] 

MISCELLANEOUS PROVISIONS 

§ 1.817–1 Taxable years affected. 
Except as otherwise provided therein, 

§§ 1.817–2 through 1.817–4 are applicable 
only to taxable years beginning after 
December 31, 1957, and all references to 
sections of part I, subchapter L, chap-
ter 1 of the Code are to the Internal 
Revenue Code of 1954, as amended by 
the Life Insurance Company Income 
Tax Act of 1959 (73 Stat. 112) and sec-
tion 3 of the Act of October 23, 1962 (76 
Stat. 1134). 

[T.D. 6886, 31 FR 8689, June 23, 1966] 

§ 1.817–2 Treatment of capital gains 
and losses. 

(a) In general. For taxable years be-
ginning after December 31, 1958, and be-
fore January 1, 1962, if the net long- 
term capital gain (as defined in section 
1222(7)) of any life insurance company 
exceeds its net short-term capital loss 
(as defined in section 1222(6)), section 
802(a)(2) prior to its amendment by sec-
tion 3 of the Act of October 23, 1962 (76 
Stat. 1134), imposes a separate tax 

equal to 25 percent of such excess. For 
taxable years beginning after Decem-
ber 31, 1961, if the net long-term capital 
gain of any life insurance company ex-
ceeds its net short-term capital loss, 
section 802(a)(2) imposes an alternative 
tax in lieu of the tax imposed by sec-
tion 802(a)(1), if and only if such alter-
native tax is less than the tax imposed 
by section 802(a)(1). Except as modified 
by section 817 (rules relating to certain 
gains and losses), the general rules of 
the Code relating to gains and losses, 
such as subchapter O (relating to gain 
or loss on disposition of property), sub-
chapter P (relating to capital gains and 
losses), etc., shall apply with respect to 
life insurance companies. 

(b) Modification of section 1221 and 
1231. (1) In the case of a life insurance 
company, section 817(a)(1) provides 
that for purposes of applying section 
1231(a) (relating to property used in the 
trade or business and involuntary con-
versions), the term property used in the 
trade or business shall be treated as in-
cluding only: 

(i) Property used in carrying on an 
insurance business, of a character sub-
ject to the allowance for depreciation 
under section 167 (even though fully de-
preciated), held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months taxable years begin-
ning in 1977), and real property used in 
carrying on an insurance business, held 
for more than 1 year (6 months for tax-
able years beginning before 1977; 9 
months taxable years beginning in 
1977), and which is not: 

(a) Property of a kind which would 
properly be includible in the inventory 
of the taxpayer if on hand at the close 
of the taxable year; 

(b) Property held by the taxpayer pri-
marily for sale to customers in the or-
dinary course of business; or 

(c) A copyright, a literary, musical, 
or artistic composition, a letter or 
memorandum, or similar property held 
by a taxpayer described in section 
1221(3). In the case of a letter, memo-
randum, or property similar to a letter 
or memorandum, this subdivision (c) 
applies only to sales and other disposi-
tions occurring after July 25, 1969. 

(ii) The cutting or disposal of timber, 
or the disposal of coal or iron ore, to 
the extent considered arising from a 
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sale or exchange by reason of the provi-
sions of section 631 and the regulations 
thereunder. 

(2) In the case of a life insurance 
company, section 817(a)(2) provides 
that for purposes of applying section 
1221(2) (relating to the exclusion of cer-
tain property from the term capital 
asset), the reference to property used 
in trade or business shall be treated as 
including only property used in car-
rying on an insurance business. 

(3) Section 1231(a), as modified by 
section 817(a)(1) and subparagraph (1) of 
this paragraph, shall apply to recog-
nized gains and losses from the fol-
lowing: 

(i) The sale, exchange, or involuntary 
conversion of the following property, if 
held for more than 1 year (6 months for 
taxable years beginning before 1977; 9 
months taxable years beginning in 
1977): 

(a) The home office and branch office 
buildings (including land) owned and 
occupied by the life insurance com-
pany; 

(b) Furniture and equipment owned 
by the life insurance company and used 
in the home office and branch office 
buildings occupied by the life insur-
ance company; and 

(c) Automobiles and other depre-
ciable personal property used in con-
nection with the operations conducted 
in the home office and branch office 
buildings occupied by the life insur-
ance company. 

(ii) The involuntary conversion of 
capital assets held for more than 1 year 
(6 months for taxable years beginning 
before 1977; 9 months taxable years be-
ginning in 1977). 

(iii) The cutting or disposal of tim-
ber, or the disposal of coal or iron ore, 
to the extent considered arising from a 
sale or exchange by reason of the provi-
sions of section 631 and the regulations 
thereunder. 

(4) Section 1221(2), as modified by sec-
tion 817(a)(2) and subparagraph (2) of 
this paragraph, shall include only the 
following property; 

(i) The home office and branch office 
buildings (including land) owned and 
occupied by the life insurance com-
pany; 

(ii) Furniture and equipment owned 
by the life insurance company and used 

in the home office and branch office 
buildings occupied by the life insur-
ance company; and 

(iii) Automobiles and other depre-
ciable personal property used in con-
nection with the operations conducted 
in the home office and branch office 
buildings occupied by the life insur-
ance company. 

(5) If an asset described in subpara-
graph (3) (i)(a), (b), or (c) or subpara-
graph (4) of this paragraph, or any por-
tion thereof, is also an ‘‘investment 
asset’’ (an asset from which gross in-
vestment income, as defined in section 
804(b), is derived), such asset, or por-
tion thereof, shall not be treated as an 
asset used in carrying on an insurance 
business. Accordingly, the gains or 
losses from the sale or exchange (or 
considered as from the sale or ex-
change) of depreciable assets attrib-
utable to any trade or business, other 
than the insurance trade or business, 
carried on by the life insurance com-
pany, such as operating a radio station, 
housing development, or a farm, or 
renting various pieces of real estate 
shall be treated as gains or losses from 
the sale or exchange of a capital asset 
unless such asset is involuntarily con-
verted (within the meaning of para-
graph (e) of § 1.123–1). 

(c) Illustration of principles. The provi-
sions of section 817(a) and this section 
may be illustrated by the following ex-
amples: 

Example 1. L, a life insurance company, has 
recognized gains and losses for the taxable 
year 1959 from the sale or involuntary con-
version of the following items: 

Gains Losses 

Stocks, held for more than 6 
months ........................................ $100,000 ..................

Bonds, held for more than 6 
months ........................................ .................. $5,000 

Housing development, held for 
more than 6 months ................... .................. 400,000 

Branch office building owned and 
occupied by L, held for more 
than 6 months ............................ .................. 115,000 

Furniture and equipment used in 
the investment department, held 
for more than 6 months ............. 30,000 ..................

Radio station, held for more than 6 
months ........................................ 200,000 ..................

Involuntary conversion of apart-
ment building, held for more 
than 6 months ............................ 7,000 ..................

The recognized gains and losses from the sale 
of the stocks, bonds, housing development, 
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and radio station shall be treated as gains 
and losses from the sale of capital assets 
since such items are capital assets within 
the meaning of section 1221 (as modified by 
section 817(a)(2)). Accordingly, the provisions 
of section 1231 shall not apply to the sale of 
such capital assets. However, the provisions 
of section 1231 (as modified by section 
817(a)(1)) shall apply to the sale of the branch 
office building and the furniture and equip-
ment, and the apartment building involun-
tarily converted. Since the aggregate of the 
recognized losses ($115,000) exceeds the aggre-
gate of the recognized gains ($37,000), the 
gains and losses are treated as ordinary 
gains and losses. 

Example 2. Y, a life insurance company, 
owns a twenty-story home office building, 
having an adjusted basis of $15,000,000, ten 
floors of which it rents to various tenants, 
one floor of which is utilized by it in oper-
ating its investment department, and the re-
maining nine floors of which are occupied by 
it in carrying on its insurance business. If in 
1960, Y sells the building for $10,000,000, Y 
must first apportion its basis between that 
portion of the building (one-half) used in car-
rying on an insurance business, and that por-
tion of the building (one-half) classified as 
an ‘‘investment asset’’, before it can deter-
mine the character of the loss attributable 
to each portion of the building. For such pur-
pose, the one floor utilized by Y in operating 
its investment department is treated as used 
in carrying on an insurance business. Assum-
ing that each portion of the building bears 
an equal (one-half) relation to the basis of 
the entire building, Y (without regard to sec-
tion 817(b)) would have a $2,500,000 ordinary 
loss on that portion used in carrying on an 
insurance business (assuming that Y had no 
gains subject to section 1231), and a $2,500,000 
capital loss on that portion of the building 
classified as an investment asset. 

[T.D. 6558, 26 FR 2782, Apr. 4, 1961, as amend-
ed by T.D. 6841, 30 FR 9308, July 27, 1965; T.D. 
6886, 31 FR 8689, June 23, 1966; T.D. 7369, 40 FR 
29840, July 16, 1975; T.D. 7728, 45 FR 72650, 
Nov. 3, 1980] 

§ 1.817–3 Gain on property held on De-
cember 31, 1958, and certain sub-
stituted property acquired after 
1958. 

(a) Limitation on gain recognized on 
property held on December 31, 1958. (1) 
Section 817(b)(1) limits the amount of 
gain that shall be recognized on the 
sale or other disposition of property 
other than insurance and annuity con-
tracts (and contracts supplementary 
thereto) and property described in sec-
tion 1221(1) (relating to stock in trade 
or inventory-type property) if: 

(i) The property was held (or treated 
as held within the meaning of para-
graph (c)(1) of this section) by a life in-
surance company on December 31, 1958; 

(ii) The taxpayer has been a life in-
surance company at all times on and 
after December 31, 1958, including the 
date of the sale or other disposition of 
the property; and 

(iii) The fair market value of the 
property on December 31, 1958, exceeds 
the adjusted basis for determining gain 
as of such date. 

The gain on the sale or other disposi-
tion of such property shall be limited 
to an amount (but not less than zero) 
equal to the amount by which the gain 
(determined without regard to section 
817(b)(1)) exceeds the difference be-
tween fair market value of such prop-
erty on December 31, 1958, and the ad-
justed basis for determining gain as of 
such date. Accordingly, the tax im-
posed under section 802(a) shall apply 
with respect to the amount of gain so 
limited. In addition, in the case of a 
stock life insurance company, the 
amount of such gain shall be taken 
into account under section 
815(b)(2)(A)(ii) for purposes of deter-
mining the amount to be added to the 
shareholders surplus account (as de-
fined in section 815(b) and § 1.815–3) for 
the taxable year. Furthermore, the 
amount of the gain (determined with-
out regard to section 817(b)(1) and this 
paragraph) which is not taken into ac-
count under section 802(a) and under 
paragraph (f) of § 1.802–3 by reason of 
the application of section 817(b)(1) shall 
be included in other accounts (as de-
fined in § 1.815–5) by such a company for 
the taxable year. 

(2) Section 817(b)(1) and subparagraph 
(1) of this paragraph shall not apply for 
purposes of determining loss with re-
spect to property held on December 31, 
1958. 

(b) Illustration of principles. The appli-
cation of section 817(b)(1) and para-
graph (a) of this section may be illus-
trated by the following examples: 

Example 1. On December 31, 1958, J, a stock 
life insurance company, owned stock of Z 
Corporation and on such date the stock had 
an adjusted basis for determining gain of 
$5,000 and a fair market value of $6,000. On 
August 1, 1959, the company sells such stock 
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for $8,000. Assuming J qualifies as a life in-
surance company for the taxable year 1959, 
and applying the provisions of section 
817(b)(1) and paragraph (a) of this section, 
the gain recognized (assuming no adjustment 
to basis for the period since December 31, 
1958) on the sale shall be limited to $2,000 
(the amount by which the gain realized, 
$3,000, exceeds the difference, $1,000, between 
the fair market value, $6,000, and the ad-
justed basis, $5,000, for determining gain on 
December 31, 1958). Thus, J shall take into 
account $2,000 under section 815(b)(2)(A)(ii) 
for purposes of determining the amount to be 
added to its shareholders surplus account for 
the taxable year and shall include $1,000 in 
other accounts for the taxable year. 

Example 2. The facts are the same as in ex-
ample 1, except that the selling price is 
$5,800. In such case, no gain shall be recog-
nized even though there is a realized gain of 
$800 since such realized gain does not exceed 
the difference ($1,000) between the fair mar-
ket value ($6,000) and the adjusted basis 
($5,000) for determining gain on December 31, 
1958. Furthermore, no loss shall be realized 
or recognized as a result of this transaction. 
Thus, J shall include $800 in other accounts 
for the taxable year and shall not take into 
account any amount under section 
815(b)(2)(A)(ii). 

Example 3. The facts are the same as in ex-
ample 1, except that the adjusted basis for 
determining loss is $5,000 and the selling 
price is $4,500. In such case, since J has sus-
tained a loss, section 817(b)(1) does not apply. 

(c) Certain substituted property ac-
quired after December 31, 1958. Section 
817(b)(2) provides that if a life insur-
ance company acquires property after 
December 31, 1958, in exchange for 
property actually held by the company 
on December 31, 1958, and the property 
acquired has a substituted basis within 
the meaning of section 1016(b) and 
§ 1.1016–10, the following rules shall 
apply: 

(1) For purposes of section 817(b)(1), 
such acquired property shall be deemed 
as having been held continuously by 
the taxpayer since the beginning of the 
holding period thereof as determined 
under section 1223; 

(2) The fair market value and ad-
justed basis referred to in section 
817(b)(1) shall be that of that property 
for which the holding period taken into 
account includes December 31, 1958; 

(3) Section 817(b)(1) shall apply only 
if the property or properties, the hold-
ing periods of which are taken into ac-
count, were held only by life insurance 
companies after December 31, 1958, dur-

ing the holding periods so taken into 
account; 

(4) The difference between the fair 
market value and adjusted basis re-
ferred to in section 817(b)(1) shall be re-
duced (but not below zero) by the ex-
cess of (i) the gain that would have 
been recognized but for section 817(b) 
on all prior sales or other dispositions 
after December 31, 1958, of properties 
referred to in section 817(b)(2)(C) over 
(ii) the gain that was recognized on 
such sales or other dispositions; and 

(5) The basis of such acquired prop-
erty shall be determined as if the gain 
which would have been recognized but 
for section 817(b) were recognized gain. 
For purposes of section 817(b)(2) and 
this paragraph, the term property does 
not include insurance and annuity con-
tracts (and contracts supplementary 
thereto) and property described in sec-
tion 1221(1) (relating to stock in trade 
or inventory-type property). Further-
more, the provisions of section 817(b)(1) 
and paragraph (a)(1) of this section 
shall not apply for purposes of deter-
mining loss with respect to property 
described in section 817(b)(2) and this 
paragraph. 

(d) Illustration of principles. The appli-
cation of section 817(b)(2) and para-
graph (c) of this section may be illus-
trated by the following example: 

Example. Assume that W, a life insurance 
company, owns property B on December 31, 
1958, at which time its adjusted basis was 
$1,000 and its fair market value was $1,800. On 
January 31, 1960, in a transaction to which 
section 1031 (relating to exchange of property 
held for productive use or investment) ap-
plies, W receives property H having a fair 
market value of $1,700 plus $300 in cash in ex-
change for property B. The gain realized on 
the transaction, without regard to section 
817(b) is $1,000 (assuming no adjustments to 
basis for the period since December 31, 1958). 
Under the provisions of section 817(b)(1) the 
gain is limited to $200. The entire $200 shall 
be recognized since such amount is less than 
the amount of gain ($300) which would be rec-
ognized under section 1031. Applying the pro-
visions of section 817(b)(2) and paragraph (c) 
of this section, the basis of property H shall 
be determined as if the entire $300 of cash re-
ceived is recognized gain. Thus, the basis of 
property H under section 1031 is $1,000 ($1,000 
(the basis of property B) minus $300 (the 
amount of money received) plus $300 (the rec-
ognized gain of $200 plus $100 which would 
have been recognized but for section 817(b)). 
If W later sells property H for $2,200 cash, 
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and assuming no further adjustments to its 
basis of $1,000, the gain realized is $1,200, but 
due to the application of section 817(b)(2) the 
amount of gain recognized is $500, computed 
as follows: 
Selling price ......................................................... $2,200 
Less: Adjusted basis as of date of sale .............. 1,000 

Gain realized ......................................... 1,200 
Fair market value as of 12–31–58 $1,800 
Adjusted basis as of 12–31–58 ..... 1,000 

Excess of fair market value 
over adjusted basis ............. 800 

Less: Excess of gain which would 
have been recognized on all 
prior dispositions but for sec. 
817(b) over gain recognized on 
all prior dispositions ($300 
minus $200) ............................... 100 

–———— $700 
Gain recognized .............. 500 

[T.D. 6558, 26 FR 2783, Apr. 4, 1961, as amend-
ed by T.D. 6886, 31 FR 8689, June 23, 1966] 

§ 1.817–4 Special rules. 
(a) Limitation on capital loss 

carryovers. Section 817(c) provides that 
a net capital loss (as defined in section 
1222(10)) for any taxable year beginning 
before January 1, 1959, shall not be 
taken into account. For any taxable 
year beginning after December 31, 1958, 
the provisions of part II, subchapter P, 
chapter 1 of the Code (relating to the 
treatment of capital losses) shall be ap-
plicable to life insurance companies for 
purposes of determining the tax im-
posed by section 802(a) and § 1.802–3 (re-
lating to the imposition of tax in case 
of capital gains). 

(b) Gain on transactions occurring prior 
to January 1, 1959. For purposes of part 
I, subchapter L, chapter 1 of the Code, 
section 817(d) provides that: 

(1) There shall be excluded from tax 
any gain from the sale or exchange of 
a capital asset, and any gain consid-
ered as gain from sale or exchange of a 
capital asset, which results from sales 
or other dispositions of property prior 
to January 1, 1959; and 

(2) Any gain after December 31, 1958, 
resulting from the sale or other dis-
position of property prior to January 1, 
1959, which, but for this subparagraph 
would be taken into account under sec-
tion 1231, shall not be taken into ac-
count under section 1231. 
For example, if a life insurance com-
pany makes an installment sale of a 
capital asset prior to January 1, 1959, 

and payments are received after such 
date, any capital gain attributable to 
such sale shall not be taken into ac-
count for purposes of section 802(a). 
Furthermore, any gain referred to in 
subparagraphs (1) and (2) and the pre-
ceding sentence shall not be taken into 
account in determining the excess of 
the net short-term capital gain over 
the net long-term capital loss (and for 
taxable years beginning after Decem-
ber 31, 1961, the excess of the net long- 
term capital gain over the net short- 
term capital loss) for purposes of com-
puting taxable investment income 
under section 804(a)(2) or gain or loss 
from operations under section 809(b). 

(c) Certain reinsurance transactions in 
1958. For purposes of part I, section 
817(e) provides that where a life insur-
ance company reinsures (or sells) all of 
its insurance contracts of a particular 
type, such as an entire industrial de-
partment, in either a single trans-
action, or in a series of related trans-
actions, all of which occurred during 
1958, and the reinsuring (or purchasing) 
company or companies assume all li-
abilities under such contracts, such re-
insurance (or sale) shall be treated as 
the sale of a capital asset. However, 
such transaction shall be subject to the 
provisions of section 806(a) and § 1.806–3 
(relating to adjustments for certain 
changes in reserves and assets). 

(d) Certain other reinsurance trans-
actions. (1) For any taxable year begin-
ning after December 31, 1958, the rein-
surance of all or a part of the insurance 
contracts of a particular type by a life 
insurance company, in either a single 
transaction, or in a series of related 
transactions, occurring in any such 
taxable year, whereby the reinsuring 
company or companies assume all li-
abilities under such contracts, shall 
not be treated as the sale or exchange 
of a capital asset but shall be subject 
to the provisions of section 806(a) and 
809 and the regulations thereunder. 
However, if in connection with a trans-
action described in the preceding sen-
tence the reinsured or reinsurer trans-
fers an asset which is a capital asset 
within the meaning of section 1221 (as 
modified by section 817(a)(2)), such 
transfer shall be treated as the sale or 
exchange of a capital asset by the 
transferor. 
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(2)(i) The consideration paid by the 
reinsured to the reinsurer in connec-
tion with a transaction described in 
subparagraph (1) of this paragraph 
shall be treated as an item of deduction 
under section 809(d)(7). However any 
amount received by the reinsured from 
the reinsurer shall be applied against 
and reduce (but not below zero) the 
amount of such consideration, and to 
the extent that it exceeds such consid-
eration, shall be treated as an item of 
gross amount under section 809(c)(3). 

(ii) In connection with an assumption 
reinsurance (as defined in paragraph 
(a)(7)(ii) of § 1.809–5) transaction, a rein-
surer shall in any taxable year begin-
ning after December 31, 1957: 

(A) Treat the consideration received 
from the reinsured in any such taxable 
year as an item of gross amount under 
section 809(c)(1), and 

(B) Treat any amount paid to the re-
insured for the purchase of such con-
tracts, to the extent such amount 
meets the requirements of section 162, 
as a deferred expense that may be am-
ortized over the reasonably estimated 
life (as defined in paragraph (d)(2)(iv) of 
this section) of the contracts reinsured 
and treat the portion of the expense so 
amortized in each taxable year as a de-
duction under section 809(d)(12) irre-
spective of the taxable year in which 
such amount was paid to the reinsured. 

(iii) For purposes of paragraph 
(d)(2)(ii) of this section where the rein-
sured transfers to the reinsurer in con-
nection with the assumption reinsur-
ance transaction a net amount which is 
less than the increase in the reinsurer’s 
reserves resulting from the trans-
action, the reinsurer shall be treated 
as: 

(A) Having received from the rein-
sured consideration in an amount equal 
to the net amount of the increase in 
the reinsurer’s reserves resulting from 
the transaction, and 

(B) Having paid the reinsured an 
amount for the purchase of the con-
tracts equal to the excess of the 
amount of such increase in the rein-
surer’s reserves over the net amount 
received from the reinsured. 

(iv) For purposes of this subpara-
graph, the term reasonably estimated life 
means the period during which the con-
tract reinsured remains in force. Such 

period shall be based on the facts in 
each case (such as age, health, and sex 
of the insured, type of contract rein-
sured, etc.) and the assuming com-
pany’s experience (such as mortality, 
lapse rate, etc.) with similar risks. 

(3) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. On June 30, 1959, X, a life insur-
ance company, reinsured a portion of its in-
surance contracts with Y, a life insurance 
company, under an agreement whereby Y 
agreed to assume and to become solely liable 
under the contracts reinsured. The reserves 
on the contracts reinsured by X were 
$100,000. Under the reinsurance agreement X 
agreed to pay Y $100,000 for assuming such 
contracts and Y agreed to pay X $17,000 for 
the right to receive future premium pay-
ments under this block of contracts. Rather 
than exchange payments of money, X agreed 
to pay Y a net amount of $83,000 in cash. As-
suming that the reasonably estimated life of 
the contracts reinsured is 17 years, that 
there are no other insurance transactions by 
X or Y during the taxable year, and assum-
ing that X and Y compute the reserves on 
the contracts reinsured on the same basis, X 
has income of $100,000 under section 809(c)(2) 
as a result of the net decrease in its reserves. 
X has a net deduction of $83,000 
($100,000¥$17,000) under section 809(d)(7). For 
the taxable year 1959, Y has income of 
$100,000 under section 809(c)(1) as a result of 
the consideration received from X and a de-
duction of $100,000 under section 809(d)(2) for 
the net increase in reserves and $1,000 ($17,000 
divided by 17, the reasonably estimated life 
of the contracts reinsured), under section 
809(d)(12). The remaining $16,000 shall be am-
ortized over the next 16 succeeding taxable 
years (16×$1,000=$16,000) under section 
809(d)(12) at the rate of $1,000 for each such 
taxable year. 

Example 2. The facts are the same as in ex-
ample 1, except X agreed to pay Y a consider-
ation of $100,000 in cash for assuming these 
contracts and Y paid X a bonus of $17,000 in 
cash and that this bonus meets the require-
ments of section 162. Assuming that the rea-
sonably estimated life of the contracts rein-
sured is 17 years, X has income of $100,000 
under section 809(c)(2) as a result of this net 
decrease in its reserves and a deduction of 
$83,000 under section 809(d)(7) for the amount 
of the consideration ($100,000) paid to Y for 
assuming these contracts, reduced by the 
bonus ($17,000) received from Y. For the tax-
able year 1959, Y has income of $100,000 under 
section 809(c)(1) as a result of the consider-
ation received from X and deductions of 
$100,000 under section 809(d)(2) for the net in-
crease in reserves and $1,000 (the bonus of 
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$17,000 divided by 17, the reasonably esti-
mated life of the contracts reinsured), under 
section 809(d)(12). The remaining amount of 
the bonus ($16,000) shall be amortized over 
the next 16 succeeding taxable years 
(16×$1,000=$16,000) under section 809(d)(12) at 
the rate of $1,000 for each such taxable year. 

Example 3. The facts are the same as in Ex-
ample 1, except that the reinsurance agree-
ment does not specifically provide that X 
agreed to pay Y $100,000 for assuming the 
contracts reinsured and Y agreed to pay X 
$17,000 for the right to receive future pre-
mium payments under such contracts. In-
stead, X agreed to pay Y a net amount of 
$83,000 in cash for assuming such contracts. 
Nevertheless, Y is treated as having received 
from X consideration equal to $100,000, the 
amount of the increase in Y’s reserves, and 
as having paid $17,000 ($100,000 less $83,000) for 
the purchase of such contracts. Therefore, 
for the taxable year 1959, Y has income of 
$100,000 under section 809(c)(1). Y also has a 
deduction of $100,000 under section 809(d)(2) 
for the net increase in its reserves and an 
amortization deduction under section 
809(d)(12) of $1,000 ($17,000 divided by 17, the 
reasonably estimated life of the contracts re-
insured). The remaining $16,000 shall be am-
ortized by Y over the next 16 succeeding 
years at the rate of $1,000 for each such year. 
For 1959, X has income of $100,000 under sec-
tion 809(c)(2) as a result of the net decrease 
in its reserves and a deduction of $83,000 
under section 809(d)(7) for the net amount of 
consideration paid to Y for assuming the 
contracts reinsured. 

Example 4. The facts are the same as in ex-
ample 1, except that X agreed to pay Y a 
consideration of $130,000 in cash for assuming 
such contracts. Based upon these facts, X has 
income of $100,000 under section 809(c)(2) as a 
result of this net decrease in its reserves and 
a deduction of $130,000 under section 809(d)(7) 
for the amount of the consideration paid to 
Y for assuming these contracts. Y has in-
come of $130,000 under section 809(c)(1) as a 
result of the consideration received from X 
and a deduction of $100,000 under section 
809(d)(2) for the net increase in its reserves. 

Example 5. On August 1, 1960, R, a life in-
surance company, reinsured all of its insur-
ance policies with S, a life insurance com-
pany, under an agreement whereby S agreed 
to assume and become solely liable under the 
contracts reinsured. The reserves on the con-
tracts reinsured by R were $3,000,000. Under 
the reinsurance agreement, R agreed to pay 
S a consideration of $3,000,000 in stocks and 
bonds for assuming such contracts. Assum-
ing no other insurance transactions by R or 
S during the taxable year, that R and S com-
pute the reserves on the contracts reinsured 
on the same basis, and that R has a recog-
nized gain (after the application of the limi-
tation of section 817(b)(1)) of $20,000 due to 
appreciation in value of the assets trans-

ferred, the results to each company are as 
follows: 

Company R (reinsured) 
Net decrease in reserves (sec. 809(c) (2)) ....... $3,000,000 
Capital gain (as limited by sec. 817(b) (1)) to 

be taxed separately under sec. 802(a)(2) ..... 20,000 
Consideration paid by R to S in respect of S’s 

assuming liabilities under contracts issued by 
R (sec. 809(d)(7)) ........................................... $3,000,000 

INCOME 
Company S (reinsurer) 

Consideration received by S in respect of as-
suming liabilities under contracts issued by R 
(sec. 809(c)(1)) ............................................... $3,000,000 

DEDUCTIONS 
Net increase in reserves (sec.809(d)(2)) ........... $3,000,000 

[T.D. 6558, 26 FR 2783, Apr. 4, 1961, as amend-
ed by T.D. 6625, 27 FR 12543, Dec. 19, 1962; 
T.D. 6886, 31 FR 8689, June 23, 1966; T.D. 41 FR 
5100, Feb. 4, 1976] 

§ 1.817–5 Diversification requirements 
for variable annuity, endowment, 
and life insurance contracts. 

(a) Consequences of nondiversifica-
tion—(1) In general. Except as provided 
in paragraph (a)(2) of this section, for 
purposes of subchapter L, section 72, 
and section 7702(a), a variable contract 
(as defined in section 817(d)), other 
than a pension plan contract (as de-
fined in section 818(a)), which is based 
on one or more segregated asset ac-
counts shall not be treated as an annu-
ity, endowment, or life insurance con-
tract for any calendar quarter period 
for which the investments of any such 
account are not adequately diversified. 
For this purpose, a variable contract 
shall be treated as based on a seg-
regated asset account for a calendar 
quarter period if amounts received 
under the contract (or earnings there-
on) are allocated to the segregated 
asset account at any time during the 
period. In addition, a variable contract 
that is not treated as an annuity, en-
dowment, or life insurance contract for 
any period by reason of this paragraph 
(a)(1) shall not be treated as an annu-
ity, endowment, or life insurance con-
tract for any subsequent period even if 
the investments are adequately diver-
sified for such subsequent period. If a 
variable contract which is a life insur-
ance or endowment contract under 
other applicable (e.g., State or foreign) 
law is not treated as a life insurance or 
endowment contract under section 
7702(a), the income on the contract for 
any taxable year of the policyholder is 
treated as ordinary income received or 

VerDate Aug<31>2005 10:19 Apr 25, 2008 Jkt 214090 PO 00000 Frm 00745 Fmt 8010 Sfmt 8010 Y:\SGML\214090.XXX 214090eb
en

th
al

l o
n 

P
R

O
D

P
C

60
 w

ith
 C

F
R



736 

26 CFR Ch. I (4–1–08 Edition) § 1.817–5 

accrued by the policyholder during 
such year in accordance with section 
7702 (g) and (h). Likewise, if a variable 
contract is not treated as an annuity 
contract under section 72, the income 
on the contract for any taxable year of 
the policyholder shall be treated as or-
dinary income received or accrued by 
the policyholder during such year in 
the same manner as a life insurance or 
endowment contract under section 7702 
(g) and (h). 

(2) Inadvertent failure to diversify. The 
investments of a segregated asset ac-
count shall be treated as satisfying the 
requirements of paragraph (b) of this 
section for one or more periods, pro-
vided the following conditions are sat-
isfied— 

(i) The issuer or holder must show 
the Commissioner that the failure of 
the investments to satisfy the require-
ments of paragraph (b) of this section 
for such period or periods was inad-
vertent, 

(ii) The investments of the account 
must satisfy the requirements of para-
graph (b) of this section within a rea-
sonable time after the discovery of 
such failure, and 

(iii) The issuer or holder of the vari-
able contract must agree to make such 
adjustments or pay such amounts as 
may be required by the Commissioner 
with respect to the period or periods 
during which the investments of the 
account did not satisfy the require-
ments of paragraph (b) of this section. 

(b) Diversification of investments—(1) 
In general. (i) Except as otherwise pro-
vided in this paragraph and paragraph 
(c) of this section, the investments of a 
segregated asset account shall be con-
sidered adequately diversified for pur-
poses of this section and section 817(h) 
only if— 

(A) No more than 55% of the value of 
the total assets of the account is rep-
resented by any one investment; 

(B) No more than 70% of the value of 
the total assets of the account is rep-
resented by any two investments; 

(C) No more than 80% of the value of 
the total assets of the account is rep-
resented by any three investments; and 

(D) No more than 90% of the value of 
the total assets of the account is rep-
resented by any four investments. 

(ii) For purposes of this section— 

(A) All securities of the same issuer, 
all interests in the same real property 
project, and all interests in the same 
commodity are each treated as a single 
investment; and 

(B) In the case of government securi-
ties, each government agency or in-
strumentality shall be treated as a sep-
arate issuer. 

(iii) See paragraph (f) of this section 
for circumstances in which a seg-
regated asset account is treated as the 
owner of assets held indirectly through 
certain pass-through entities and cor-
porations taxed under subchapter M, 
chapter 1 of the Code. 

(2) Safe harbor. A segregated asset ac-
count will be considered adequately di-
versified for purposes of this section 
and section 817(h) if— 

(i) The account meets the require-
ments of section 851 (b)(4) and the regu-
lations thereunder; and 

(ii) No more than 55% of the value of 
the total assets of the account is at-
tributable to cash, cash items (includ-
ing receivables), government securi-
ties, and securities of other regulated 
investment companies. 

(3) Alternative diversification require-
ments for variable life insurance con-
tracts. (i) A segregated asset account 
with respect to variable life insurance 
contracts will be considered adequately 
diversified for purposes of this section 
and section 817(h) if the requirements 
of paragraph (b)(1) or (b)(2) of this sec-
tion are satisfied or if the assets of 
such account, other than Treasury se-
curities, satisfy the percentage limita-
tions prescribed in paragraph (b)(1) of 
this section increased by the product of 
(A) .5 and (B) the percentage of the 
value of the total assets of the account 
that is represented by Treasury securi-
ties. In determining whether the assets 
of an account, other than Treasury se-
curities, satisfy the increased percent-
age limitations, such limitations are 
applied as if the Treasury securities 
were not included in the account (i.e., 
the increased percentage limitations 
are not applied to Treasury securities 
and the value of the total assets of the 
account is reduced by the value of the 
Treasury securities). 

(ii) The provisions of this paragraph 
(b)(3) may be illustrated by the fol-
lowing examples: 
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Example 1. On the last day of a quarter of 
a calendar year, a segregated asset account 
with respect to variable life insurance con-
tracts holds assets having a total value of 
$100,000. The assets of the account are rep-
resented by Treasury securities having a 
total value of $90,000 and securities of Cor-
poration A having a total value of $10,000. 
The 55% limit described in paragraph (b)(1)(i) 
of this section would be increased by 45% 
(0.5×90%) to 100%, and would then be applied 
to the assets of the account other than 
Treasury securities. Because no more than 
100% of the value of the assets other than 
Treasury securities is represented by securi-
ties of Corporation A, the investments of the 
account will be considered adequately diver-
sified. 

Example 2. On the last day of a quarter of 
a calendar year, a segregated asset account 
with respect to variable life insurance con-
tracts holds assets having a total value of 
$100,000. The assets of the account are rep-
resented by Treasury securities having a 
total value of $60,000, securities of Corpora-
tion A having a total value of $30,000, and se-
curities of Corporation B having a total 
value of $10,000. The 55% and 70% limits de-
scribed in paragraph (b)(1)(i) of this section 
would be increased by 30% (0.5×60%) to 85% 
and 100%, respectively, and would then be 
applied to the assets of the account other 
than Treasury securities. Securities of Cor-
poration A represent 75%, and securities of 
Corporation B represent 25%, of the value of 
the assets of the account other than Treas-
ury securities. Because no more than 85% of 
the value of the assets other than Treasury 
securities is represented by securities of Cor-
poration A or B and no more than 100% of 
the value of the assets other than Treasury 
securities is represented by securities of Cor-
porations A and B, the investments of the 
account will be considered adequately diver-
sified. 

(c) Periods for which an account is ade-
quately diversified—(1) In general. A seg-
regated asset account that satisfies the 
requirements of paragraph (b) of this 
section on the last day of a quarter of 
a calendar year (i.e., March 31, June 30, 
September 30, and December 31) or 
within 30 days after such last day shall 
be considered adequately diversified for 
such quarter. 

(2) Start-up period. (i) Except as pro-
vided in paragraph (c)(2)(iv) of this sec-
tion, a segregated asset account that is 
not a real property account on its first 
anniversary shall be considered ade-
quately diversified until such first an-
niversary. 

(ii) Except as provided in paragraph 
(c)(2)(iv) of this section, a segregated 

asset account that is a real property 
account on its first anniversary shall 
be considered adequately diversified 
until the earlier of its fifth anniversary 
or the anniversary on which the ac-
count ceases to be a real property ac-
count. 

(iii) For purposes of paragraph (c)(2) 
(i) and (ii) of this section, the anniver-
sary of a segregated asset account is 
the anniversary of the date on which 
any amount received under a life insur-
ance or annuity contract, other than a 
pension plan contract (as defined in 
section 818 (a)), is first allocated to the 
account. 

(iv) If more than 30 percent of the 
amount allocated to a segregated asset 
account as of the last day of a calendar 
quarter is attributable to contracts en-
tered into more than one year before 
such date, paragraph (c)(2)(i) of this 
section shall not apply to the seg-
regated asset account for any period 
after such date. Similarly, if more than 
30 percent of the amount allocated to a 
segregated asset account as of the last 
day of a calendar quarter is attrib-
utable to contracts entered into more 
than 5 years before such date, para-
graph (c)(2)(ii) of this section shall not 
apply to the segregated asset account 
for any period after such date. For pur-
poses of this paragraph (c)(2), amounts 
transferred to the account from a di-
versified account (determined without 
regard to this paragraph (c)(2)) or as a 
result of an exchange pursuant to sec-
tion 1035 in which the issuer of the con-
tract received in the exchange is not 
related in a manner specified in section 
267(b) to the issuer of the contract 
transferred in the exchange are not 
treated as— 

(A) Amounts attributable to con-
tracts entered into more than one year 
before such date, in the case of ac-
counts subject to paragraph (c)(2)(i) of 
this section, or 

(B) Amounts attributable to con-
tracts entered into more than five 
years before such date, in the case of 
accounts subject to paragraph (c)(2)(ii) 
of this section. 

(3) Liquidation period. A segregated 
asset account that satisfies the re-
quirements of paragraph (b) of this sec-
tion on the date a plan of liquidation is 
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adopted shall be considered adequately 
diversified for— 

(i) The one-year period beginning on 
the date the plan of liquidation is 
adopted if the account is not a real 
property account on such date; or 

(ii) The two-year period beginning on 
the date the plan of liquidation is 
adopted if the account is a real prop-
erty account on such date. 

(d) Market fluctuations. A segregated 
asset account that satisfies the re-
quirements of paragraph (b) of this sec-
tion at the end of any calendar quarter 
(or within 30 days after the end of such 
calendar quarter) shall not be consid-
ered nondiversified in a subsequent 
quarter because of a discrepancy be-
tween the value of its assets and the di-
versification requirements unless such 
discrepancy exists immediately after 
the acquisition of any asset and such 
discrepancy is wholly or partly the re-
sult of such acquisition. 

(e) Segregated asset account. For pur-
poses of section 817(h) and this section, 
a segregated asset account shall con-
sist of all assets the investment return 
and market value of each of which 
must be allocated in an identical man-
ner to any variable contract invested 
in any of such assets. See paragraph (g) 
for examples illustrating the applica-
tion of this paragraph (e). 

(f) Look-through rule for assets held 
through certain investment companies, 
partnerships, or trusts—(1) In general. If 
this paragraph (f) applies, a beneficial 
interest in a regulated investment 
company, a real estate investment 
trust, a partnership, or a trust that is 
treated under sections 671 through 679 
as owned by the grantor or another 
person (‘‘investment company, partner-
ship, or trust’’) shall not be treated as 
a single investment of a segregated 
asset account. Instead, a pro rata por-
tion of each asset of the investment 
company, partnership, or trust shall be 
treated, for purposes of this section, as 
an asset of the segregated asset ac-
count. For purposes of this section, the 
ratable interest of a partner in a part-
nership’s assets shall be determined in 
accordance with the partner’s capital 
interest in the partnership. 

(2) Applicability—(i) Certain investment 
companies, partnerships, and trusts. This 
paragraph (f) shall apply to an invest-

ment company, partnership, or trust 
if— 

(A) All the beneficial interests in the 
investment company, partnership, or 
trust (other than those described in 
paragraph (f)(3) of this section) are 
held by one or more segregated asset 
accounts of one or more insurance 
companies; and 

(B) Public access to such investment 
company, partnership, or trust is avail-
able exclusively (except as otherwise 
permitted in paragraph (f)(3) of this 
section) through the purchase of a vari-
able contract. Solely for this purpose, 
the status of a contract as a variable 
contract will be determined without re-
gard to section 817(h) and this section. 

(ii) Trusts holding Treasury securities. 
This paragraph (f) shall also apply to a 
trust that is treated under section 671 
through 679 as owned by the grantor or 
another person if substantially all of 
the assets of the trust are represented 
by Treasury securities. 

(3) Interests not held by segregated asset 
accounts. Satisfaction of the require-
ments of paragraph (f)(2)(i) of this sec-
tion shall not be prevented by reason of 
beneficial interests in the investment 
company, partnership, or trust that 
are— 

(i) Held by the general account of a 
life insurance company or a corpora-
tion related in a manner specified in 
section 267(b) to a life insurance com-
pany, but only if the return on such in-
terests is computed in the same man-
ner as the return on an interest held by 
a segregated asset account is computed 
(determined without regard to expenses 
attributable to variable contracts), 
there is no intent to sell such interests 
to the public, and a segregated asset 
account of such life insurance company 
also holds or will hold a beneficial in-
terest in the investment company, 
partnership, or trust; 

(ii) Held by the manager, or a cor-
poration related in a manner specified 
in section 267(b) to the manager, of the 
investment company, partnership, or 
trust, but only if the holding of the in-
terests is in connection with the cre-
ation or management of the invest-
ment company, partnership, or trust, 
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the return on such interest is com-
puted in the same manner as the re-
turn on an interest held by a seg-
regated asset account is computed (de-
termined without regard to expenses 
attributable to variable contracts), and 
there is no intent to sell such interests 
to the public; 

(iii) Held by the trustee of a qualified 
pension or retirement plan; 

(iv) Held by a qualified tuition pro-
gram as defined in section 529; 

(v) Held by the trustee of a pension 
plan established and maintained out-
side of the United States, as defined in 
section 7701(a)(9), primarily for the 
benefit of individuals substantially all 
of whom are nonresident aliens, as de-
fined in section 7701(b)(1)(B); 

(vi) Held by an account which, pursu-
ant to Puerto Rican law or regulation, 
is segregated from the general asset ac-
counts of the life insurance company 
that owns the account, provided the re-
quirements of section 817(d) and (h) are 
satisfied. Solely for purposes of this 
paragraph (f)(3)(vi), the requirement 
under section 817(d)(1) that the account 
be segregated pursuant to State law or 
regulation shall be disregarded and 
§ 1.817–5(f)(1) shall be applied without 
regard to the Puerto Rican segregated 
asset account; or 

(vii) Held by the public, or treated as 
owned by policyholders pursuant to 
Rev. Rul. 81–225, 1981–2 C.B. 12, but only 
if (A) the investment company, part-
nership, or trust was closed to the pub-
lic in accordance with Rev. Rul. 82–55, 
1982–1 C.B. 12, or (B) all the assets of 
the segregated asset account are at-
tributable to premium payments made 
by policyholders prior to September 26, 
1981, to premium payments made in 
connection with a qualified pension or 
retirement plan, or to any combination 
of such premium payments. 

(g) Examples. The provisions of para-
graphs (e) and (f) of this section may be 
illustrated by the following examples. 

Example 1. (i) The assets underlying vari-
able contracts issued by a life insurance 
company consist of two groups of assets: (a) 
a diversified portfolio of debt securities and 
(b) interests in P, a partnership. All of the 
beneficial interests in P are held by one or 
more segregated asset accounts of one or 
more insurance companies and public access 
to P is available exclusively through the pur-
chase of a variable contract. The variable 

contracts provide that policyholders may 
specify which portion of each premium is to 
be invested in the debt securities and which 
portion is to be invested in P interests. The 
portfolio of debt securities and the assets of 
P, considered separately, each satisfy the di-
versification requirements of paragraph (b) 
of this section. 

(ii) As a result of the ability of policy-
holders to allocate premiums among the two 
groups of assets, the investment return and 
market value of the interests in P and the 
debt securities may be allocated to different 
variable contracts in a non-identical man-
ner. Accordingly, under paragraph (e) of this 
section, the interests in P are treated as part 
of a single segregated asset account (‘‘Ac-
count 1’’) and the debt securities are treated 
as part of a different segregated asset ac-
count (‘‘Account 2’’). 

(iii) Since P is described in paragraph 
(f)(2)(i) of this section, interests in P will not 
be treated as a single investment of Account 
1. Rather, Account 1 is treated as owning a 
pro rata portion of the assets of P. 

(iv) Since Account 1 and Account 2 each 
satisfy the requirements of paragraph (b) of 
this section, variable contracts that are 
based on either or both accounts are treated 
as annuity, endowment, or life insurance 
contracts. 

Example 2. The facts are the same as in ex-
ample 1 except that some of the beneficial 
interests in P are held by persons not de-
scribed in paragraph (f)(3) of this section. 
Since P is not described in paragraph (f)(2) of 
this section, interests in P will be treated as 
a single investment of Account 1. As a re-
sult, Account 1 does not satisfy the require-
ments of paragraph (b) of this section. Vari-
able contracts based in whole or in part on 
Account 1 are not treated as annuity, endow-
ment, or life insurance contracts. Variable 
contracts that are not based on Account 1 at 
any time during the period in which such ac-
count fails to satisfy the requirements of 
paragraph (b) of this section (i.e., contracts 
based entirely on Account 2), are treated as 
annuity, endowment, or life insurance con-
tracts. See paragraph (a)(1). 

Example 3. The facts are the same as in ex-
ample 2 except that the variable contracts do 
not permit policyholders to allocate pre-
miums between or among the debt securities 
and interests in P. Thus, the investment re-
turn and market value of the interests in P 
and the debt securities must be allocated to 
the same variable contracts and in an iden-
tical manner. Under paragraph (e) of this 
section, the interests in P and the debt secu-
rities are treated as part of a single seg-
regated asset account. If the interests in P 
and the debt securities, considered together, 
satisfy the requirements of paragraph (b) of 
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this section, contracts based on this seg-
regated asset account will be treated as an-
nuity, endowment, or life insurance con-
tracts. 

(h) Definitions. The terms defined 
below shall, for purposes of this sec-
tion, have the meanings set forth in 
such definitions: 

(1) Government security—(i) General 
rule. The term government security shall 
mean any security issued or guaran-
teed or insured by the United States or 
an instrumentality of the United 
States; or any certificate of deposit for 
any of the foregoing. Any security or 
certificate or deposit insured or guar-
anteed only in part by the United 
States or an instrumentality thereof is 
treated as issued by the United States 
or its instrumentality only to the ex-
tent so insured or guaranteed, and as 
issued by the direct obligor to the ex-
tent not so insured or guaranteed. For 
purposes of this paragraph (h)(1), an in-
strumentality of the United States 
shall mean any person that is treated 
for purposes of 15 U.S.C. 80a–2 (16), as 
amended, as a person controlled or su-
pervised by and acting as an instru-
mentality of the Government of the 
United States pursuant to authority 
granted by the Congress of the United 
States. 

(ii) Example. A segregated asset ac-
count purchases a certificate of deposit 
in the amount of $150,000 from bank A. 
Deposits in bank A are insured by the 
Federal Deposit Insurance Corporation, 
an instrumentality of the United 
States, to the extent of $100,000 per de-
positor. The certificate of deposit is 
treated as a government security to 
the extent of the $100,000 insured 
amount and is treated as a security 
issued by bank A to the extent of the 
$50,000 excess of the value of the certifi-
cate of deposit over the insured 
amount. 

(2) Treasury security—(i) General rule. 
For purposes of paragraph (b)(3) of this 
section and section 817(h)(3), the term 
Treasury security shall mean a security 
the direct obligor of which is the 
United States Treasury. 

(ii) Example. A segregated asset ac-
count purchases put and call options 
on U.S. Treasury securities issued by 
the Options Clearing Corporation. The 
options are not Treasury securities for 

purposes of paragraph (b)(3) and section 
817(h)(3) because the direct obligor of 
the options is not the United States 
Treasury. 

(3) Real property. The term real prop-
erty shall mean any property that is 
treated as real property under 1.856–3 
(d) except that it shall not include in-
terests in real property. 

(4) Real property account. A seg-
regated asset account is a real property 
account on an anniversary of the ac-
count (within the meaning of para-
graph (c)(2)(iii) of this section) or on 
the date a plan of liquidation is adopt-
ed if not less than the applicable per-
centage of the total assets of the ac-
count is represented by real property 
or interests in real property on such 
anniversary or date. For this purpose, 
the applicable percentage is 40% for the 
period ending on the first anniversary 
of the date on which premium income 
is first received, 50% for the year end-
ing on the second anniversary, 60% for 
the year ending on the third anniver-
sary, 70% for the year ending on the 
fourth anniversary, and 80% thereafter. 
A segregated asset account will also be 
treated as a real property account on 
its first anniversary if on or before 
such first anniversary the issuer has 
stated in the contract or prospectus or 
in a submission to a regulatory agency, 
an intention that the assets of the ac-
count will be primarily invested in real 
property or interests in real property, 
provided that at least 40% of the total 
assets of the account are so invested 
within six months after such first anni-
versary. 

(5) Commodity. The term commodity 
shall mean any type of personal prop-
erty other than a security. 

(6) Security. The term security shall 
include a cash item and any partner-
ship interest, whether or not registered 
under a Federal or State law regu-
lating the offering or sale of securities. 
The term shall not include any interest 
in real property, or any interest in a 
commodity. 

(7) Interest in real property. The term 
interest in real property shall include the 
ownership and co-ownership of land or 
improvements thereon and leaseholds 
of land or improvements thereon. Such 
term shall not, however, include min-
eral, oil, or gas royalty interests, such 
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as a retained economic interest in coal 
or iron ore with respect to which the 
special provisions of section 631(c) 
apply. The term ‘‘interest in real prop-
erty’’ also shall include options to ac-
quire land or improvements thereon, 
and options to acquire leaseholds of 
land or improvements thereon. 

(8) Interest in a commodity. The term 
interest in a commodity shall include the 
ownership and co-ownership of any 
type of personal property other than a 
security, and any leaseholds thereof. 
Such term shall include mineral, oil, 
and gas royalty interests, including 
any fractional undivided interest 
therein. Such term also shall include 
any put, call, straddle, option, or privi-
lege on any type of personal property 
other than a security. 

(9) Value. The term value shall mean, 
with respect to investments for which 
market quotations are readily avail-
able, the market value of such invest-
ments; and with respect to other in-
vestments, fair value as determined in 
good faith by the managers of the seg-
regated asset account. 

(10) Terms used in section 851. To the 
extent not inconsistent with this para-
graph (h) all terms used in this section 
shall have the same meaning as when 
used in section 851. 

(i) Effective date—(1) In general. This 
section is effective for taxable years 
beginning after December 31, 1983. 

(2) Exceptions. (i) If, at all times after 
December 31, 1983, an insurance com-
pany would be considered the owner of 
the assets of a segregated asset ac-
count under the principles of Rev. Rul. 
81–225, 1981–2 C.B. 12, this section will 
not apply to such account until Decem-
ber 15, 1986. 

(ii) This section will not apply to any 
variable contract to which Rev. Rul. 
77–85, 1977–1 C.B. 12, or Rev. Rul. 81–225, 
1981–2 C.B. 12, did not apply by reason 
of the limited retroactive effect of such 
rulings. 

(iii) In determining whether a seg-
regated asset account is adequately di-
versified for any calendar quarter end-
ing before July 1, 1988, debt instru-
ments that are issued, guaranteed, or 
insured by the United States or an in-
strumentality of the United States 
shall not be treated as government se-
curities if such debt instruments are 

secured by a mortgage on real property 
(other than real property owned by the 
United States or an instrumentality of 
the United States) or represent an in-
terest in a pool of debt instruments se-
cured by such mortgages. 

(iv) This section shall not apply until 
January 1, 1989, with respect to a vari-
able contract (as defined in section 
817(d)) that (1) provides for the pay-
ment of an immediate annuity (as de-
fined in section 72(u)(4)); (2) was out-
standing on September 12, 1986; and (3) 
the segregated asset account on which 
it was based was, on September 12, 1986, 
wholly invested in deposits insured by 
the Federal Deposit Insurance Corpora-
tion or the Federal Savings and Loan 
Insurance Corporation. 

(v) A segregated asset account in ex-
istence before March 1, 2005, will be 
considered to be adequately diversified 
if— 

(A) As of March 1, 2005, the account 
was adequately diversified within the 
meaning of section 817(h) and this regu-
lation as in effect prior to that date; 
and 

(B) By December 31, 2005, the account 
is adequately diversified within the 
meaning of section 817(h) and this regu-
lation. 

[T.D. 8242, 54 FR 8730, Mar. 2, 1989; T.D. 8242, 
54 FR 11866, Mar. 22, 1989; T.D. 9185, 70 FR 
9872, Mar. 1, 2005; T.D. 9385, 73 FR 12265, Mar. 
7, 2008] 
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