Closing Agreements Concerning
Variable Annuity Contracts

Notice 2000-9

PURPOSE

This notice reminds issuers of variable
annuity contracts that the special rules of &
817(h)(3) of the Internal Revenue Code anc
§ 1.817-5(h)(3) of the Income Tax Regula-
tions do not apply in determining whether
the investments of a segregated asset a
count with respect to those contracts are ad
equately diversified for purposes of §
817(h). For a limited period of time, this
notice also permits issuers of failed variable
annuity contracts based on one or more ac
counts that would have satisfied the specia
rules for accounts with respect to variable
life insurance contracts to obtain the relief
described in § 1.817-5(a)(2) through a re-
duced payment amount.

BACKGROUND

Section 817(h) of the Code provides
that a variable contract (other than a pen:
sion plan contract) based on a segregate
asset account shall not be treated as a
annuity, endowment, or life insurance
contract if the investments made by the
account are not adequately diversified in
accordance with regulations prescribed
by the Secretary. Section 1.817-5(a)(1)
of the regulations provides generally that
a variable contract is not treated as ar
annuity, endowment, or life insurance
contract for any calendar quarter period
in which the investments of an account
on which the contract is based are not
adequately diversified. Thus, any in-
come on the contract within the meaning
of § 7702(qg) is treated as ordinary in-
come received or accrued by the contrac
holder during that period and any subse-
quent period.

Under § 1.817-5(b)(1), the investments
of a segregated asset account are consi
ered adequately diversified for purposes
of § 817(h) only if—

(1) No more than 55%
of the value of the total assets of
the account is represented by
any one investment;

(2) No more than 70%
of the value of the total assets of
the account is represented by



any two investments; account were not diversified. The amount

(3) No more than 80% required to be paid by the Commissioner
of the value of the total assets okhall be based upon the tax that would
the account is represented by have been owed by the contract holders if

payments by the contract hold-
ers for their tax year(s) contain-
ing the period(s) of nondiversi-

fication.

any three investments; and they were treated as receiving the incomghe amount due from the issuer of a vari-
(4) No more than 90% on the contract for the periods duringble life insurance or endowment contract
of the value of the total assets ofwhich one or more accounts were not adés the sum of—
the account is represented by quately diversified. Section
any four investments. 1.817-5(a)(2)(iii).
In addition, & 817(h)(2) and & Rev. Rul. 91-17, 1991-1 C.B. 190,
1.817-5(b)(2) provide a safe harbor undgsrovides that if a variable contract does
which the investments of a segregatedot satisfy the diversification require-
asset account are considered adequatehents set forth in regulations under §
diversified if the account meets the re817(h), then the income on such contract
quirements of § 851(b)(3), and no morés a nonperiodic distribution under what is for their tax year(s) containing
than 55% of the value of the total assets afow § 3405(e)(3). Thus, the insurance the period(s) of nondiversifica-
the account is attributable to cash, castompany is subject to certain recordkeep- tion.
items, government securities, and securng, reporting, withholding and deposit The Service has continued to exercise
ties of other regulated investment compasbligations under 88 3402, 3403, 3405ts authority under § 7121 and §
nies. For purposes of testing diversifica6047, 6302 and 7501. In addition, if thel.817-5(a)(2) to enter into closing agree-
tion, all securities of the same issuer areompany'’s failure to meet those obligaments using these rates, even though the
treated as a single investment, and eadlons is not due to reasonable cause, tiéghest rate specified in § 1 now is greater
government agency or instrumentality icompany could be subject to the penaltighan 31 percent. Except as provided
treated as a separate issueBee8§ described in 88 6651, 6652(e), 6652(hhelow, it will do so until further notice.
1.817-5(b)(2)(ii). 6656(a) and 6704. The Service has become aware of situa-
Under 8§ 817(h)(3), the investments Section 7121 authorizes the Secretayons in which segregated asset accounts
made by a segregated asset account with enter into closing agreements relatingiith respect to variable annuity contracts
respect to a variable life insurance conto the internal revenue tax liability of asatisfied the special rules of § 817(h)(3)
tract are treated as adequately diversifiggerson. Rev. Proc. 92-25, 1992-1 C.E&and § 1.817-5(b)(3) that apply to ac-
to the extent the account is invested in s&41, provides the procedure by which theounts underlying variable life insurance
curities issued by the United States Treassuer of a variable contract that fails t@ontracts, but did not satisfy the general
sury. Section 1.817-5(b)(3) provides alsatisfy the requirements of § 817(h) magiversification requirements of §
ternative diversification requirements forequest the relief described in 8§1..817-5(b)(1) or (2).
a segregated asset account invested 1r817-5(a)(2) of the regulations. That re-
United States Treasury securities. Both Bef is in the form of a closing agreementSCOPE
817(h)(3) and § 1.817-5(b)(3) apply onlypursuant to which the Internal Revenue This notice applies to any issuer of a
to segregated asset accounts with respeervice and the issuer agree to treat tRe, iaple annuity contract seeking relief
to variable life insurance contracts; neiassets of the nondiversified account as agl, yer § 1.817-5(a)(2) of the regulations,
ther applies to such accounts with respeeqjuately diversified for purposes of §¢ that contract failed to satisfy the diver-
to variable annuity contracts. 817(h) for the period or periods of nondi;fication requirements of § 817(h) solely
Und_er § 1.817—5(a_)(2), _the |nvestments_er5|f|cat|on. Fo_r_ pe_rlods in which the_by reason of one or more inadequately di-
of an inadequately diversified segregatetlighest rate specified in § 1 of the Code igsified segregated asset accounts tha
asset account are nevertheless treatedras greater than 31 percent, the amoup},,id have satisfied the requirements of
diversified if three requirements are satisdue from the issuer of a variable annuitg 817(h)(3) and § 1.817-5(b)(3) if the
fied. First, the issuer or holder of a varicontract under the closing agreement isyntract been a variable life insurance
able contract based on the account muste sum of-
show that the failure to satisfy the diversi-
fication requirements was inadvertent.
Section 1.817-5(a)(2)(i). Second, the ac-
count must satisfy the diversification re-
quirements within a reasonable time after
discovery of such failure. Section
1.817-5(a)(2)(ii). Third, the issuer or
holder of the variable contract must agree
to make such adjustments or pay such
amounts as may be required by the Com-
missioner with respect to the period or pe-
riods during which the investments of the

(1) 28% of the income
on the contracts; plus

(2) any interest com-
puted under § 6621(a)(2) of the
Code as if the amounts comput-
ed under (1) were underpay-
ments by the contract holders

) contract.
(1) 20% of income on

annuity contracts from which

payments have not been made

as of the end of the period; plus
(2) 15% of income on

PROCEDURE

An issuer requesting relief under this
notice shall request a closing agreement
annuity contracts from which under the terms and conditions of Rev.
payments have been made as ofroc. 92-25. In cqmputing the amount
the end of the period; plus due under the plosmg agreement, hovy-

(3) any interest com- €Ver the following rates shall be supstl—
puted under § 6621(a)(2) of the tuted for the 20% and 15% rates provided
in 8§ 4.02(1)(A) and (B) of that procedure:

(1) 3.5%, if not more
than 75% of the value of the

Code as if the amounts comput-
ed under (1) and (2) were under-



total assets of the account is repen or before August 1, 2000. Requests reomments both to briefly describe the
resented by Treasury securities ceived after that date must meet all of thitem that is recommended for inclusion on
for the period or periods of non- requirements, including the paymenthe GPL and to explain why there is a
diversification; amounts, set forth in Rev. Proc. 92—-25. need for guidance. In addition, comments
(2) 2.5%, if more than may present an analysis of how the issue
75% but not more than 90% of DRAFTING INFORMATION should be resolved.
the value of the total assets of The principal author of this notice is Please submit all comments by Febru-
the account is represented by Gary Geisler of the Office of the Assistanf"Y 14, 2000. Written comments should
Treasury securities for the peri- chief Counsel (Financial Institutions and®® Sent to: _
od or periods of nondiversifica- Products). For further information re- Internal Revenue Service
tion; and _ garding this notice, contact Mr. Geisler Attn: CC:DOM:CORPR
(3) 1.5%, if more than o (202) 622-3970 (not a toll-free call).  (Notice 2000-10)

90% of the value of the total Room 5228

assets of the account is repre- P.O. Box 7604

sented by Treasury securities folcomments on Items for Year Ben Franklin Station

the period or periods of nondi- 5000 published Guidance Washington, D.C. 20044

versification. Priority List or hand delivered between the hours of &

If a contract is based on more than one am. and 5 b.m. to:
nondiversified segregated asset account, .C.ourier’spbeék '
the rate shall be determined based on théotice 2000-10

account with the lowest percentage in- Internal Revenue Service
: perc ge The Department of Treasury and Inter- Attn: CC:DOM:CORP:R
vestment in Treasury securities. Like-

wise, if the segregated asset account(rs] I Revenug Service request puplic com- (Notice 2000-10)
failecll the requirements of § 1 817—5(|o)(1?fent abqut items t_ha_t shguld be included Room 522$ .
or (2) for more than one cale.ndar quartern the Guidance Priority Ll_st for 2000. 1111C_Zonst|tut|0n Avenue, N.W.
the rate for all quarters shall be deter.-, IRS and Tref_isury’s Ofnc_e of_Tax Pol- Wash_lngton, D.C. .
mined based on the quarter in which {hicy use the G_wda_nce Prlorl_ty_l__|st (GPL)AIternatlver, comments may be submit-
account had the lowest percentage invesefgch year to identify and prioritize the ta>_ted electronically via e-mail to the follow-
ment in Treasury securities Issues that should be addressed throughg address:
' regulations, rulings, and other published Sharon.Y.Horn@M1.IRSCOUNSEL.TR
EFFECTIVE DATE administrative guidance. Public input iEAS.GOV
invited as part of the process of formulatAll comments will be available for public
This notice is effective January 13jng the GPL to ensure that the agencymspection and copying in their entirety.
2000, the date this notice was made availesources focus on the guidance items thatFor further information regarding this
able to the public. are most important to taxpayers and tamotice, contact David Schneider of the
administration. Office of Assistant Chief Counsel (In-
EXPIRATION DATE No particular format is required forcome Tax and Accounting) at (202) 622-
This notice applies only to requests foEomments submitted in response to thi4890 (not a toll-free call).

closing agreement relief that are receivetjotice. However, it will be helpful for



