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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 wundivided 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
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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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[T.D. 9058, 68 FR 24350, May 7, 2003]

§1.817A-1 Certain modified guaran-
teed contracts.

(a) Definitions—(1) Modified guaran-
teed contract. The term modified guaran-
teed contract (MGC) is defined in sec-
tion 817A(d) as an annuity, life insur-
ance, or pension plan contract (other
than a variable contract described in
section 817) under which all or parts of
the amounts received under the con-
tract are allocated to a segregated ac-
count. Assets and reserves in this seg-
regated account must be valued from
time to time with reference to market
values for annual statement purposes.
Further, an MGC must provide either
for a net surrender value or for a pol-
icyholder’s fund (as defined in section
807(e)(1)). If only a portion of a con-
tract is not described in section 817,
such portion is treated as a separate
contract for purposes of applying sec-
tion 817A.

(2) Temporary guarantee period. An
MGC may temporarily guarantee a re-
turn other than the permanently guar-
anteed crediting rate for a period speci-
fied in the contract (the temporary
guarantee period). During the tem-
porary guarantee period, the amount
paid to the policyholder upon surrender
is usually increased or decreased by a
market value adjustment, which is de-
termined by a formula set forth under
the terms of the MGC.

(3) Equity-indexed modified guaranteed
contract. An equity-indexed MGC is an
MGC, as defined in paragraph (a)(1) of
this section, that provides a return
during or at the end of the temporary
guarantee period based on the perform-
ance of stocks, other equity instru-
ments, or equity-based derivatives.

(4) Non-equity-indexed modified guar-
anteed contract. A non-equity-indexed
MGC is an MGC, as defined in para-
graph (a)(1) of this section, that pro-
vides a return during or at the end of
the temporary guarantee period not
based on the performance of stocks,
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other equity instruments, or equity-
based derivatives.

(5) Current market rate for non-equity-
indexed modified guaranteed contracts.
The current market rate for a non-eqg-
uity-indexed MGC issued by an insurer
(whether issued in that tax year or a
previous one) is the appropriate Treas-
ury constant maturity interest rate
published by the Board of Governors of
the Federal Reserve System for the
month containing the last day of the
insurer’s taxable year. The appropriate
rate is that rate published for Treasury
securities with the shortest published
maturity that is greater than (or equal
to) the remaining duration of the cur-
rent temporary guarantee period under
the MGC.

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

(b) Applicable interest rates for non-eg-
uity-indexed modified guaranteed con-
tracts—(1) Tax reserves during temporary
guarantee period. An insurance com-
pany is required to determine the tax
reserves for an MGC under sections
807(c)(3) or (d)(2). During a non-equity-
indexed MGC’s temporary guarantee
period, the applicable interest rate to
be used under sections 807(c)(3) and
(d)(2)(B) is the current market rate, as
defined in paragraph (a)(5) of this sec-
tion.

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

(3) Application of section 811(d). An ad-
ditional reserve computation rule ap-
plies under section 811(d) for contracts
that guarantee certain interest pay-
ments beyond the end of the taxable
year. Section 811(d) is waived for non-
equity-indexed MGCs.

(4) Periods after the end of the tem-
porary guarantee period. For periods
after the end of the temporary guar-
antee period, sections 807(c)(3),
807(d)(2)(B), 811(d) and 812(b)(2)(A) are
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not modified when applied to non-eg-
uity-indexed MGCs. None of these sec-
tions are affected by the definition of
current market rate contained in para-
graph (a)(5) of this section once the
temporary guarantee period has ex-
pired.

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

Example 1. (i) IC, a life insurance company
as defined in section 816, issues a MGC (the
Contract) on August 1 of 1996. The Contract
is an annuity contract that gives rise to life
insurance reserves, as defined in section
816(b). IC is a calendar year taxpayer. The
Contract guarantees that interest will be
credited at 8 percent per year for the first 8
contract years and 4 percent per year there-
after. During the 8-year temporary guar-
antee period, the Contract provides for a
market value adjustment based on changes
in a published bond index and not on the per-
formance of stocks, other equity instru-
ments or equity based derivatives. IC has
chosen to avail itself of the provisions of
these regulations for 1996 and taxable years
thereafter. The 10-year Treasury constant
maturity interest rate published for Decem-
ber of 1996 was 6.30 percent. The next short-
est maturity published for Treasury con-
stant maturity interest rates is 7 years. As
of the end of 1996, the remaining duration of
the temporary guarantee period for the Con-
tract was 7 years and 7 months.

(ii) To determine under section 807(d)(2)
the end of 1996 reserves for the Contract, IC
must use a discount interest rate of 6.30 per-
cent for the temporary guarantee period.
The interest rate to be used in computing re-
quired interest under section 812(b)(2)(A) for
1996 reserves is also 6.30 percent.

(iit1) The discount rate applicable to periods
outside the 8-year temporary guarantee pe-
riod is determined under sections 807(c)(3),
807(d)(2)(B), 811(d) and 812(b)(2)(A) without
regard to the current market rate.

Example 2. Assume the same facts as in Ex-
ample 1 except that it is now the last day of
1998. The remaining duration of the tem-
porary guarantee period under the Contract
is now 5 years and 7 months. The 7-year
Treasury constant maturity interest rate
published for December of 1998 was 4.65 per-
cent. The next shortest duration published
for Treasury constant maturity interest
rates is 5 years. A discount rate of 4.65 per-
cent is used for the remaining duration of
the temporary guarantee period for the pur-
pose of determining a reserve under section
807(d) and for the purpose of determining re-
quired interest under section 812(b)(2)(A).

Example 3. Assume the same facts as in Ex-
ample 1 except that it is now the last day of
2001. The remaining duration of the tem-
porary guarantee period under the Contract
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is now 2 years and 7 months. The 3-year
Treasury constant maturity interest rate
published for December of 2001 was 3.62 per-
cent. The next shortest duration published
for Treasury constant maturity interest
rates is 2 years. A discount rate of 3.62 per-
cent is used for the remaining duration of
the temporary guarantee period for the pur-
pose of determining a reserve under section
807(d) and for the purpose of determining re-
quired interest under section 812(b)(2)(A).

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

(d) Effective date. Paragraphs (a), (b)
and (d) of this section are effective on
May 7, 2003. However, pursuant to sec-
tion 7805(b)(7), taxpayers may elect to
apply those paragraphs retroactively
for all taxable years beginning after
December 31, 1995, the effective date of
section 817A.

[T.D. 9058, 68 FR 24350, May 7, 2003]

§1.818-1 Taxable years affected.

Sections 1.818-2 through 1.818-8, ex-
cept as otherwise provided therein, are
applicable only to taxable years begin-
ning after December 31, 1957, and all
references to sections of part I, sub-
chapter L, chapter 1 of the Code are to
the Internal Revenue Code of 1954, as
amended by the Life Insurance Com-
pany Income Tax Act of 1959 (73 Stat.
112).

[T.D. 6558, 26 FR 2785, Apr. 4, 1961 as amended
by T.D. 7469, 42 FR 12181, Mar. 3, 1977]

§1.818-2 Accounting provisions.

(a) Method of accounting. (1) Section
818(a)(1) provides the general rule that
all computations entering into the de-
termination of taxes imposed by part I,
subchapter L, chapter 1 of the Code,
shall be made under an accrual method
of accounting. Thus, the over-all meth-
od of accounting for life insurance
companies shall be the accrual method.
Except as otherwise provided in part I,
the term ‘‘accrual method’ shall have
the same meaning and application in
section 818 as it does under section 446
(relating to general rule for methods of
accounting) and the regulations there-
under. For general rules relating to the
taxable year for inclusion of income
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