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taxes of $24,900). Under paragraph (a) of 
§ 1.826–6, F would be required to notify its re-
ciprocal of its claim for refund and of the 
amount of the refund or credit attributable 
to taxes paid on income received from the re-
ciprocal. Since the 1963 tax paid by F attrib-
utable to its reciprocal (as recomputed) is 
less than the amount claimed in 1963 by F’s 
reciprocal as a credit, F’s reciprocal would 
be required, under section 826(g), to add the 
difference—$2,063 ($21,863 minus $19,800), to 
its tax liability for 1966. Thus, F’s reciprocal 
would first compute its tax liability for 1966 
without regard to section 826(g) and then 
would increase such liability by $2,063. 

[T.D. 6681, 28 FR 11126, Oct. 17, 1963] 

OTHER INSURANCE COMPANIES 

§ 1.831–1 Tax on insurance companies 
(other than life or mutual), mutual 
marine insurance companies, and 
mutual fire insurance companies 
issuing perpetual policies. 

(a) All insurance companies, other 
than life or mutual or foreign insur-
ance companies not carrying on an in-
surance business within the United 
States, and all mutual marine insur-
ance companies and mutual fire insur-
ance companies exclusively issuing ei-
ther perpetual policies, or policies for 
which the sole premium charged is a 
single deposit which, except for such 
deduction of underwriting costs as may 
be provided, is refundable upon can-
cellation or expiration of the policy, 
are subject to the tax imposed by sec-
tion 831. As used in this section and 
§§ 1.832–1 and 1.832–2, the term ‘‘insur-
ance companies’’ means only those 
companies which qualify as insurance 
companies under the definition pro-
vided by paragraph (b) of § 1.801–1 and 
which are subject to the tax imposed 
by section 831. 

(b) All provisions of the Code and of 
the regulations in this part not incon-
sistent with the specific provisions of 
section 831 are applicable to the assess-
ment and collection of the tax imposed 
by section 831(a), and insurance compa-
nies are subject to the same penalties 
as are provided in the case of returns 
and payment of income tax by other 
corporations. 

(c) Since section 832 provides that the 
underwriting and investment exhibit of 
the annual statement approved by the 
National Convention of Insurance Com-
missioners shall be the basis for com-

puting gross income and since the an-
nual statement is rendered on the cal-
endar year basis, the returns under sec-
tion 831 shall be made on the basis of 
the calendar year and shall be on Form 
1120. Insurance companies are entitled, 
in computing insurance company tax-
able income, to the deductions pro-
vided in part VIII (section 241 and fol-
lowing), subchapter B, chapter 1 of the 
Code. 

(d) Foreign insurance companies not 
carrying on an insurance business 
within the United States are not tax-
able under section 831 but are taxable 
as other foreign corporations. See sec-
tion 881. 

(e) Insurance companies are subject 
to both normal tax and surtax. The 
normal tax shall be computed as pro-
vided in section 11(b) and the surtax 
shall be computed as provided in sec-
tion 11(c). For the circumstances under 
which the $25,000 exemption from sur-
tax for certain taxable years may be 
disallowed in whole or in part, see sec-
tion 1551. For alternative tax where the 
net long-term capital gain for any tax-
able year exceeds the net short-term 
capital loss, see section 1201(a) and the 
regulations thereunder. 

§ 1.831–2 Taxable years affected. 

Section 1.831–1 is applicable only to 
taxable years beginning after Decem-
ber 31, 1953, but before January 1, 1963, 
and ending after August 16, 1954, and 
all references therein to sections of the 
Code and regulations are to sections of 
the Internal Revenue Code of 1954 and 
the regulations thereunder before 
amendments. Section 1.831–3 is applica-
ble only to taxable years beginning 
after December 31, 1962, and all ref-
erences therein to sections of the Code 
and regulations are to sections of the 
Internal Revenue Code of 1954 as 
amended. Section 1.831–4 is applicable 
only with respect to the companies de-
scribed therein, and only with respect 
to taxable years beginning after De-
cember 31, 1961. 

[T.D. 6681, 28 FR 11128, Oct. 17, 1963] 
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§ 1.831–3 Tax on insurance companies 
(other than life or mutual), mutual 
marine insurance companies, mu-
tual fire insurance companies 
issuing perpetual policies, and mu-
tual fire or flood insurance compa-
nies operating on the basis of pre-
mium deposits; taxable years begin-
ning after December 31, 1962. 

(a) All insurance companies, other 
than life or mutual or foreign insur-
ance companies not carrying on an in-
surance business within the United 
States, and all mutual marine insur-
ance companies and mutual fire or 
flood insurance companies exclusively 
issuing perpetual policies or whose 
principal business is the issuance of 
policies for which the premium depos-
its are the same regardless of the 
length of the term for which the poli-
cies are written, are subject to the tax 
imposed by section 831 if the 
unabsorbed portion of such premium 
deposits not required for losses, ex-
penses or reserves is returned or cred-
ited to the policyholder on cancella-
tion or expiration of the policy. For 
purposes of section 831 and this section, 
in the case of a mutual flood insurance 
company, the premium deposits will be 
considered to be the same if the pay-
ment of a premium increases the total 
insurance under the policy in an 
amount equal to the amount of such 
premium and the omission of any an-
nual premium does not result in the re-
duction or suspension of coverage 
under the policy. As used in this sec-
tion and section 832 and the regula-
tions thereunder, the term ‘‘insurance 
companies’’ means only those compa-
nies which qualify as insurance compa-
nies under the definition provided by 
paragraph (b) of § 1.801–1 and which are 
subject to the tax imposed by section 
831. 

(b) All provisions of the Code and of 
the regulations in this part not incon-
sistent with the specific provisions of 
section 831 are applicable to the assess-
ment and collection of the tax imposed 
by section 831(a), and insurance compa-
nies are subject to the same penalties 
as are provided in the case of returns 
and payment of income tax by other 
corporations. 

(c) Since section 832 provides that the 
underwriting and investment exhibit of 
the annual statement approved by the 

National Convention of Insurance Com-
missioners shall be the basis for com-
puting gross income and since the an-
nual statement is rendered on the cal-
endar year basis, the returns under sec-
tion 831 shall be made on the basis of 
the calendar year and shall be on Form 
1120. Insurance companies are entitled, 
in computing insurance company tax-
able income, to the deductions pro-
vided in part VIII (section 241 and fol-
lowing), subchapter B, chapter 1 of the 
Code. 

(d) Foreign insurance companies not 
carrying on an insurance business 
within the United States are not tax-
able under section 831 but are taxable 
as other foreign corporations. See sec-
tion 881. 

(e) Insurance companies are subject 
to both normal tax and surtax. The 
normal tax shall be computed as pro-
vided in section 11(b) and the surtax 
shall be computed as provided in sec-
tion 11(c). For the circumstances under 
which the $25,000 exemption from sur-
tax for certain taxable years may be 
disallowed in whole or in part, see sec-
tion 1551. For alternative tax where the 
net long-term capital gain for any tax-
able year exceeds the net short-term 
capital loss, see section 1201(a) and the 
regulations thereunder. 

[T.D. 6681, 28 FR 11128, Oct. 17, 1963] 

§ 1.831–4 Election of multiple line com-
panies to be taxed on total income. 

(a) In general. Section 831(c) provides 
that any mutual insurance company 
engaged in writing marine, fire, and 
casualty insurance which, for any 5- 
year period beginning after December 
31, 1941, and ending before January 1, 
1962, was subject to the tax imposed by 
section 831 (or the tax imposed by cor-
responding provisions of prior law) may 
elect, in the manner provided by para-
graph (b) of this section, to be subject 
to the tax imposed by section 831, 
whether or not marine insurance is its 
predominant source of premium in-
come. A company making an election 
under section 831(c) and this section 
will be subject to the tax imposed by 
section 831 for taxable years beginning 
after December 31, 1961, rather than 
subject to the tax imposed by section 
821. 
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(b) Time and manner of making elec-
tion. The election provided by section 
831(c) and paragraph (a) of this section 
shall be made in a statement attached 
to the taxpayer’s return for the taxable 
year 1962. The statement shall indicate 
that the taxpayer has made the elec-
tion provided by section 831(c) and this 
section; shall include the name and ad-
dress of the taxpayer, and shall be 
signed by the taxpayer or his duly au-
thorized representative. In addition, 
the statement shall list the 5 consecu-
tive taxable years prior to 1962 for 
which the taxpayer was subject to tax 
under section 831 (or the corresponding 
provisions of prior law); the types of in-
surance written by the company; and 
the percentage of marine insurance to 
total insurance written. The return 
and statement must be filed not later 
than the date prescribed by law (in-
cluding extensions thereof) for filing 
the return for the taxable year 1962. 
However, if the last date prescribed by 
law (including extensions thereof) for 
filing the income tax return for the 
taxable year 1962 falls before October 
17, 1963, the election provided by sec-
tion 831(c) and this section may be 
made for such year by filing the state-
ment and an amended return for such 
taxable year (and all subsequent tax-
able years for which returns have been 
filed) before January 16, 1964. 

(c) Scope of election. An election made 
under section 831(c) and paragraph (b) 
of this section shall be binding for all 
taxable years beginning after Decem-
ber 31, 1961, unless consent to revoke 
the election is obtained from the Com-
missioner. However, if a taxpayer made 
the election provided by section 831(c) 
and this section for taxable years be-
ginning prior to October 17, 1963, the 
taxpayer may revoke such election 
without obtaining consent from the 
Commissioner by filing, before January 
16, 1964, a statement that the taxpayer 
desires to revoke such election. Such 
statement shall be signed by the tax-
payer or its duly authorized represent-
ative. An amended return reflecting 
such revocation must accompany the 
statement for all taxable years for 
which returns have been filed with re-
spect to such election. 

(d) Limitation on certain net operating 
loss carryovers and carrybacks. In the 

case of a taxpayer making the election 
allowed under section 831(c) and this 
section, a net operating loss shall not 
be carried: 

(1) To or from any taxable year for 
which the insurance company is not 
subject to the tax imposed by section 
831(a) (or predecessor sections); or 

(2) To any taxable year if, between 
the loss year and such taxable year, 
there is an intervening taxable year for 
which the insurance company was not 
subject to the tax imposed by section 
831(a) (or predecessor sections). 

[T.D. 6681, 28 FR 11128, Oct. 17, 1963] 

§ 1.832–1 Gross income. 
(a) Gross income as defined in section 

832(b)(1) means the gross amount of in-
come earned during the taxable year 
from interest, dividends, rents, and 
premium income, computed on the 
basis of the underwriting and invest-
ment exhibit of the annual statement 
approved by the National Convention 
of Insurance Commissioners, as well as 
the gain derived from the sale or other 
disposition of property, and all other 
items constituting gross income under 
section 61, except that in the case of a 
mutual fire insurance company de-
scribed in § 1.831–1 the amount of single 
deposit premiums received, but not as-
sessments, shall be excluded from gross 
income. Gross income does not include 
increase in liabilities during the year 
on account of reinsurance treaties, re-
mittances from the home office of a 
foreign insurance company to the 
United States branch, borrowed money, 
or gross increase due to adjustments in 
book value of capital assets. The un-
derwriting and investment exhibit is 
presumed to reflect the true net in-
come of the company, and insofar as it 
is not inconsistent with the provisions 
of the Code will be recognized and used 
as a basis for that purpose. All items of 
the exhibit, however, do not reflect an 
insurance company’s income as defined 
in the Code. By reason of the definition 
of investment income, miscellaneous 
items which are intended to reflect sur-
plus but do not properly enter into the 
computation of income, such as divi-
dends declared to shareholders in their 
capacity as such, home office remit-
tances and receipts, and special depos-
its, are ignored. Gain or loss from 
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agency balances and bills receivable 
not admitted as assets on the under-
writing and investment exhibit will be 
ignored, excepting only such agency 
balances and bills receivable as have 
been allowed as deductions for worth-
less debts or, having been previously so 
allowed, are recovered during the tax-
able year. In computing ‘‘premiums 
earned on insurance contracts during 
the taxable year’’ the amount of the 
unearned premiums shall include (1) 
life insurance reserves as defined in 
section 803(b) and § 1.803–1 pertaining to 
the life, burial, or funeral insurance, or 
annuity business of an insurance com-
pany subject to the tax imposed by sec-
tion 831 and not qualifying as a life in-
surance company under section 801, 
and (2) liability for return premiums 
under a rate credit or retrospective 
rating plan based on experience, such 
as the ‘‘War Department Insurance 
Rating Plan,’’ and which return pre-
miums are therefore not earned pre-
miums. In computing ‘‘losses incurred’’ 
the determination of unpaid losses at 
the close of each year must represent 
actual unpaid losses as nearly as it is 
possible to ascertain them. 

(b) Every insurance company to 
which this section applies must be pre-
pared to establish to the satisfaction of 
the district director that the part of 
the deduction for ‘‘losses incurred’’ 
which represents unpaid losses at the 
close of the taxable year comprises 
only actual unpaid losses stated in 
amounts which, based upon the facts in 
each case and the company’s experi-
ence with similar cases, can be said to 
represent a fair and reasonable esti-
mate of the amount the company will 
be required to pay. Amounts included 
in, or added to, the estimates of such 
losses which, in the opinion of the dis-
trict director are in excess of the ac-
tual liability determined as provided in 
the preceding sentence will be dis-
allowed as a deduction. The district di-
rector may require any such insurance 
company to submit such detailed infor-
mation with respect to its actual expe-
rience as is deemed necessary to estab-
lish the reasonableness of the deduc-
tion for ‘‘losses incurred.’’ 

(c) That part of the deduction for 
‘‘losses incurred’’ which represents an 
adjustment to losses paid for salvage 

and reinsurance recoverable shall, ex-
cept as hereinafter provided, include 
all salvage in course of liquidation, and 
all reinsurance in process of collection 
not otherwise taken into account as a 
reduction of losses paid, outstanding at 
the end of the taxable year. Salvage in 
course of liquidation includes all prop-
erty (other than cash), real or personal, 
tangible or intangible, except that 
which may not be included by reason of 
express statutory provisions (or rules 
and regulations of an insurance depart-
ment) of any State or Territory or the 
District of Columbia in which the com-
pany transacts business. Such salvage 
in course of liquidation shall be taken 
into account to the extent of the value 
thereof at the end of the taxable year 
as determined from a fair and reason-
able estimate based upon either the 
facts in each case or the company’s ex-
perience with similar cases. Cash re-
ceived during the taxable year with re-
spect to items of salvage or reinsur-
ance shall be taken into account in 
computing losses paid during such tax-
able year. 

§ 1.832–2 Deductions. 
(a) The deductions allowable are 

specified in section 832(c) and by reason 
of the provisions of section 832(c)(10) 
and (12) include in addition certain de-
ductions provided in sections 161, and 
241 and following. The deductions, how-
ever, are subject to the limitation pro-
vided in section 265, relating to ex-
penses and interest in respect of tax- 
exempt income. The net operating loss 
deduction is computed under section 
172 and the regulations thereunder. For 
the purposes of section 172, relating to 
net operating loss deduction, ‘‘gross in-
come’’ shall mean gross income as de-
fined in section 832(b)(1) and the allow-
able deductions shall be those allowed 
by section 832(c) with the exceptions 
and limitations set forth in section 
172(d). In addition to the deduction for 
capital losses provided in subchapter P 
(section 1201 and following), chapter 1 
of the Code, insurance companies are 
allowed a deduction for losses from 
capital assets sold or exchanged in 
order to obtain funds to meet abnormal 
insurance losses and to provide for the 
payment of dividends and similar dis-
tributions to policyholders. A special 
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rule is provided for the application of 
the capital loss carryover provisions of 
section 1212. The deduction is the same 
as that allowed mutual insurance com-
panies subject to the tax imposed by 
section 821; see section 822(c)(6) and the 
regulations thereunder. Insurance com-
panies, other than mutual fire insur-
ance companies described in § 1.831–1, 
are also allowed a deduction for divi-
dends and similar distributions paid or 
declared to policyholders in their ca-
pacity as such. The deduction is other-
wise the same as that allowed mutual 
insurance companies subject to the tax 
imposed by section 821; see section 
823(2) and the regulations thereunder. 

(b) Among the items which may not 
be deducted are income and profits 
taxes imposed by the United States, in-
come and profits taxes imposed by any 
foreign country or possession of the 
United States (in cases where the com-
pany chooses to claim to any extent a 
credit for such taxes), taxes assessed 
against local benefits, decrease during 
the year due to adjustments in the 
book value of capital assets, decrease 
in liabilities during the year on ac-
count of reinsurance treaties, dividends 
paid to shareholders in their capacity 
as such, remittances to the home office 
of a foreign insurance company by the 
United States branch, and borrowed 
money repaid. 

(c) In computing taxable income of 
insurance companies, losses sustained 
during the taxable year from the sale 
or other disposition of property are de-
ductible subject to the limitation con-
tained in section 1211. Insurance com-
panies are entitled to the alternative 
taxes provided in section 1201. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 6867, 30 FR 15094, Dec. 12, 
1965] 

§ 1.832–3 Taxable years affected. 
Sections 1.832–1 and 1.832–2 are appli-

cable only to taxable years beginning 
after December 31, 1953, and before Jan-
uary 1, 1963, and ending after August 
16, 1954, and all references therein to 
sections of the Code and regulations 
are to sections of the Internal Revenue 
Code of 1954 and the regulations there-
under before amendments. Sections 
1.832–4, 1.832–5, and 1.832–6 are applica-
ble only to taxable years beginning 

after December 31, 1962, and all ref-
erences therein to sections of the Code 
and regulations are to sections of the 
Internal Revenue Code of 1954 as 
amended. 

[T.D. 6681, 28 FR 11129, Oct. 17, 1963] 

§ 1.832–4 Gross income. 
(a)(1) Gross income as defined in sec-

tion 832(b)(1) means the gross amount 
of income earned during the taxable 
year from interest, dividends, rents, 
and premium income, computed on the 
basis of the underwriting and invest-
ment exhibit of the annual statement 
approved by the National Convention 
of Insurance Commissioners, as well as 
the gain derived from the sale or other 
disposition of property, and all other 
items constituting gross income under 
section 61, except that in the case of a 
mutual fire insurance company de-
scribed in section 831(a)(3)(A) the 
amount of single deposit premiums re-
ceived, but not assessments, shall be 
excluded from gross income. Section 
832(b)(1)(D) provides that in the case of 
a mutual fire or flood insurance com-
pany described in section 831(a)(3)(B), 
there shall be included in gross income 
an amount equal to 2 percent of the 
premiums earned during the taxable 
year on contracts described in section 
831(a)(3)(B) after deduction of premium 
deposits returned or credited during 
such taxable year with respect to such 
contracts. Gross income does not in-
clude increase in liabilities during the 
year on account of reinsurance trea-
ties, remittances from the home office 
of a foreign insurance company to the 
United States branch, borrowed money, 
or gross increase due to adjustments in 
book value of capital assets. 

(2) The underwriting and investment 
exhibit is presumed to reflect the true 
net income of the company, and insofar 
as it is not inconsistent with the provi-
sions of the Code will be recognized and 
used as a basis for that purpose. All 
items of the exhibit, however, do not 
reflect an insurance company’s income 
as defined in the Code. By reason of the 
definition of investment income, mis-
cellaneous items which are intended to 
reflect surplus but do not properly 
enter into the computation of income, 
such as dividends declared to share-
holders in their capacity as such, home 
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office remittances and receipts, and 
special deposits, are ignored. Gain or 
loss from agency balances and bills re-
ceivable not admitted as assets on the 
underwriting and investment exhibit 
will be ignored, excepting only such 
agency balances and bills receivable as 
have been allowed as deductions for 
worthless debts or, having been pre-
viously so allowed, are recovered dur-
ing the taxable year. 

(3) Premiums earned. The determina-
tion of premiums earned on insurance 
contracts during the taxable year be-
gins with the insurance company’s 
gross premiums written on insurance 
contracts during the taxable year, re-
duced by return premiums and pre-
miums paid for reinsurance. Subject to 
the exceptions in sections 832(b)(7), 
832(b)(8), and 833(a)(3), this amount is 
increased by 80 percent of the unearned 
premiums on insurance contracts at 
the end of the preceding taxable year, 
and is decreased by 80 percent of the 
unearned premiums on insurance con-
tracts at the end of the current taxable 
year. 

(4) Gross premiums written—(i) In gen-
eral. Gross premiums written are 
amounts payable for insurance cov-
erage. The label placed on a payment 
in a contract does not determine 
whether an amount is a gross premium 
written. Gross premiums written do 
not include other items of income de-
scribed in section 832(b)(1)(C) (for ex-
ample, charges for providing loss ad-
justment or claims processing services 
under administrative services or cost- 
plus arrangements). Gross premiums 
written on an insurance contract in-
clude all amounts payable for the effec-
tive period of the insurance contract. 
To the extent that amounts paid or 
payable with respect to an arrange-
ment are not gross premiums written, 
the insurance company may not treat 
amounts payable to customers under 
the applicable portion of such arrange-
ments as losses incurred described in 
section 832(b)(5). 

(ii) Items included. Gross premiums 
written include— 

(A) Any additional premiums result-
ing from increases in risk exposure 
during the effective period of an insur-
ance contract; 

(B) Amounts subtracted from a pre-
mium stabilization reserve to pay for 
insurance coverage; and 

(C) Consideration in respect of as-
suming insurance liabilities under in-
surance contracts not issued by the 
taxpayer (such as a payment or trans-
fer of property in an assumption rein-
surance transaction). 

(5) Method of reporting gross premiums 
written—(i) In general. Except as other-
wise provided under this paragraph 
(a)(5), an insurance company reports 
gross premiums written for the earlier 
of the taxable year that includes the 
effective date of the insurance contract 
or the year in which the company re-
ceives all or a portion of the gross pre-
mium for the insurance contract. The 
effective date of the insurance contract 
is the date on which the insurance cov-
erage provided by the contract com-
mences. The effective period of an in-
surance contract is the period over 
which one or more rates for insurance 
coverage are guaranteed in the con-
tract. If a new rate for insurance cov-
erage is guaranteed after the effective 
date of an insurance contract, the 
making of such a guarantee generally 
is treated as the issuance of a new in-
surance contract with an effective pe-
riod equal to the duration of the new 
guaranteed rate for insurance cov-
erage. 

(ii) Special rule for additional premiums 
resulting from an increase in risk expo-
sure. An insurance company reports ad-
ditional premiums that result from an 
increase in risk exposure during the ef-
fective period of an insurance contract 
in gross premiums written for the tax-
able year in which the change in risk 
exposure occurs. Unless the increase in 
risk exposure is of temporary duration 
(for example, an increase in risk expo-
sure under a workers’ compensation 
policy due to seasonal variations in the 
policyholder’s payroll), the company 
reports additional premiums resulting 
from an increase in risk exposure based 
on the remainder of the effective pe-
riod of the insurance contract. 

(iii) Exception for certain advance pre-
miums. If an insurance company re-
ceives a portion of the gross premium 
for an insurance contract prior to the 
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first day of the taxable year that in-
cludes the effective date of the con-
tract, the company may report the ad-
vance premium (rather than the full 
amount of the gross premium for the 
contract) in gross premiums written 
for the taxable year in which the ad-
vance premium is received. An insur-
ance company may adopt this method 
of reporting advance premiums only if 
the company’s deduction for premium 
acquisition expenses for the taxable 
year in which the company receives the 
advance premium does not exceed the 
limitation of paragraph (a)(5)(vii) of 
this section. A company that reports 
an advance premium in gross premiums 
written under this paragraph (a)(5)(iii) 
takes into account the remainder of 
the gross premium written and pre-
mium acquisition expenses for the con-
tract in the taxable year that includes 
the effective date of the contract. A 
company that adopts this method of re-
porting advance premiums must use 
the method for all contracts with ad-
vance premiums. 

(iv) Exception for certain cancellable 
accident and health insurance contracts 
with installment premiums. If an insur-
ance company issues or proportionally 
reinsures a cancellable accident and 
health insurance contract (other than 
a contract with an effective period that 
exceeds 12 months) for which the gross 
premium is payable in installments 
over the effective period of the con-
tract, the company may report the in-
stallment premiums (rather than the 
total gross premium for the contract) 
in gross premiums written for the ear-
lier of the taxable year in which the in-
stallment premiums are due under the 
terms of the contract or the year in 
which the installment premiums are 
received. An insurance company may 
adopt this method of reporting install-
ment premiums for a cancellable acci-
dent and health insurance contract 
only if the company’s deduction for 
premium acquisition expenses for the 
first taxable year in which an install-
ment premium is due or received under 
the contract does not exceed the limi-
tation of paragraph (a)(5)(vii) of this 
section. A company that adopts this 
method of reporting installment pre-
miums for a cancellable accident and 
health contract must use the method 

for all of its cancellable accident and 
health insurance contracts with in-
stallment premiums. 

(v) Exception for certain multi-year in-
surance contracts. If an insurance com-
pany issues or proportionally reinsures 
an insurance contract, other than a 
contract described in paragraph 
(a)(5)(vi) of this section, with an effec-
tive period that exceeds 12 months, for 
which the gross premium is payable in 
installments over the effective period 
of the contract, the company may 
treat the insurance coverage provided 
under the multi-year contract as a se-
ries of separate insurance contracts. 
The first contract in the series is treat-
ed as having been written for an effec-
tive period of twelve months. Each sub-
sequent contract in the series is treat-
ed as having been written for an effec-
tive period equal to the lesser of 12 
months or the remainder of the period 
for which the rates for insurance cov-
erage are guaranteed in the multi-year 
insurance contract. An insurance com-
pany may adopt this method of report-
ing premiums on a multi-year contract 
only if the company’s deduction for 
premium acquisition expenses for each 
year of the multi-year contract does 
not exceed the limitation of paragraph 
(a)(5)(vii) of this section. A company 
that adopts this method of reporting 
premiums for a multi-year contract 
must use the method for all multi-year 
contracts with installment premiums. 

(vi) Exception for insurance contracts 
described in section 832(b)(7). If an insur-
ance company issues or reinsures the 
risks related to a contract described in 
section 832(b)(7), the company may re-
port gross premiums written for the 
contract in the manner required by 
sections 803 and 811(a) for life insurance 
companies. An insurance company may 
adopt this method of reporting pre-
miums on contracts described in sec-
tion 832(b)(7) only if the company also 
determines the deduction for premium 
acquisition costs for the contract in ac-
cordance with section 811(a), as ad-
justed by the amount required to be 
taken into account under section 848 in 
connection with the net premiums of 
the contract. A company that adopts 
this method of reporting premiums for 
a contract described in section 832(b)(7) 
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must use the method for all of its con-
tracts described in that section. 

(vii) Limitation on deduction of pre-
mium acquisition expenses. An insurance 
company’s deduction for premium ac-
quisition expenses (for example, com-
missions, state premium taxes, over-
head reimbursements to agents or bro-
kers, and other similar amounts) re-
lated to an insurance contract is with-
in the limitation of this paragraph 
(a)(5)(vii) if— 

(A) The ratio obtained by dividing 
the sum of the company’s deduction for 
premium acquisition expenses related 
to the insurance contract for the tax-
able year and previous taxable years by 
the total premium acquisition expenses 
attributable to the insurance contract; 
does not exceed 

(B) The ratio obtained by dividing 
the sum of the amounts included in 
gross premiums written with regard to 
the insurance contract for the taxable 
year and previous taxable years by the 
total gross premium written for the in-
surance contract. 

(viii) Change in method of reporting 
gross premiums. An insurance company 
that adopts a method of accounting for 
gross premiums written and premium 
acquisition expenses described in para-
graph (a)(5)(iii), (iv), (v), or (vi) of this 
section must continue to use the meth-
od to report gross premiums written 
and premium acquisition expenses un-
less the company obtains the consent 
of the Commissioner to change to a dif-
ferent method under section 446(e) and 
§ 1.446–1(e). 

(6) Return premiums—(i) In general. An 
insurance company’s liability for re-
turn premiums includes amounts pre-
viously included in an insurance com-
pany’s gross premiums written, which 
are refundable to a policyholder or 
ceding company, provided that the 
amounts are fixed by the insurance 
contract and do not depend on the ex-
perience of the insurance company or 
the discretion of its management. 

(ii) Items included. Return premiums 
include amounts— 

(A) Which were previously paid and 
become refundable due to policy can-
cellations or decreases in risk exposure 
during the effective period of an insur-
ance contract; 

(B) Which reflect the unearned por-
tion of unpaid premiums for an insur-
ance contract that is canceled or for 
which there is a decrease in risk expo-
sure during its effective period; or 

(C) Which are either previously paid 
and refundable or which reflect the un-
earned portion of unpaid premiums for 
an insurance contract, arising from the 
redetermination of a premium due to 
correction of posting or other similar 
errors. 

(7) Method of reporting return pre-
miums. An insurance company reports 
the liability for a return premium re-
sulting from the cancellation of an in-
surance contract for the taxable year 
in which the contract is canceled. An 
insurance company reports the liabil-
ity for a return premium attributable 
to a reduction in risk exposure under 
an insurance contract for the taxable 
year in which the reduction in risk ex-
posure occurs. 

(8) Unearned premiums—(i) In general. 
The unearned premium for a contract, 
other than a contract described in sec-
tion 816(b)(1)(B), generally is the por-
tion of the gross premium written that 
is attributable to future insurance cov-
erage during the effective period of the 
insurance contract. However, unearned 
premiums held by an insurance com-
pany with regard to the net value of 
risks reinsured with other solvent com-
panies (whether or not authorized to 
conduct business under state law) are 
subtracted from the company’s un-
earned premiums. Unearned premiums 
also do not include any additional li-
ability established by the insurance 
company on its annual statement to 
cover premium deficiencies. Unearned 
premiums do not include an insurance 
company’s estimate of its liability for 
amounts to be paid or credited to a 
customer with regard to the expired 
portion of a retrospectively rated con-
tract (retro credits). An insurance com-
pany’s estimate of additional amounts 
payable by its customers with regard 
to the expired portion of a retrospec-
tively rated contract (retro debits) can-
not be subtracted from unearned pre-
miums. 

(ii) Special rules for unearned pre-
miums. For purposes of computing 
‘‘premiums earned on insurance con-
tracts during the taxable year’’ under 

VerDate Aug<31>2005 10:11 May 01, 2006 Jkt 208090 PO 00000 Frm 00804 Fmt 8010 Sfmt 8010 Y:\SGML\208090.XXX 208090



795 

Internal Revenue Service, Treasury § 1.832–4 

section 832(b)(4), the amount of un-
earned premiums includes— 

(A) Life insurance reserves (as de-
fined in section 816(b), but computed in 
accordance with section 807(d) and sec-
tions 811(c) and (d)); 

(B) In the case of a mutual flood or 
fire insurance company described in 
section 832(b)(1)(D) (with respect to 
contracts described in that section), 
the amount of unabsorbed premium de-
posits that the company would be obli-
gated to return to its policyholders at 
the close of the taxable year if all its 
insurance contracts were terminated at 
that time; 

(C) In the case of an interinsurer or 
reciprocal underwriter that reports un-
earned premiums on its annual state-
ment net of premium acquisition ex-
penses, the unearned premiums on the 
company’s annual statement increased 
by the portion of premium acquisition 
expenses allocable to those unearned 
premiums; and 

(D) In the case of a title insurance 
company, its discounted unearned pre-
miums (computed in accordance with 
section 832(b)(8)). 

(9) Method of determining unearned 
premiums. If the risk of loss under an 
insurance contract does not vary sig-
nificantly over the effective period of 
the contract, the unearned premium 
attributable to the unexpired portion 
of the effective period of the contract 
is determined on a pro rata basis. If the 
risk of loss varies significantly over 
the effective period of the contract, the 
insurance company may consider the 
pattern and incidence of the risk in de-
termining the portion of the gross pre-
mium that is attributable to the unex-
pired portion of the effective period of 
the contract. An insurance company 
that uses a method of computing un-
earned premiums other than the pro 
rata method must maintain sufficient 
information to demonstrate that its 
method of computing unearned pre-
miums accurately reflects the pattern 
and incidence of the risk for the insur-
ance contract. 

(10) Examples. The provisions of para-
graphs (a)(4) through (a)(9) of this sec-
tion are illustrated by the following ex-
amples: 

Example 1. (i) IC is a non-life insurance 
company which, pursuant to section 843, files 

its returns on a calendar year basis. IC 
writes a casualty insurance contract that 
provides insurance coverage for a one-year 
period beginning on July 1, 2000 and ending 
on June 30, 2001. IC charges a $500 premium 
for the insurance contract, which may be 
paid either in full by the effective date of the 
contract or in quarterly installments over 
the contract’s one year term. The policy-
holder selects the installment payment op-
tion. As of December 31, 2000, IC collected 
$250 of installment premiums for the con-
tract. 

(ii) The effective period of the insurance 
contract begins on July 1, 2000 and ends on 
June 30, 2001. For the taxable year ending 
December 31, 2000, IC includes the $500 gross 
premium, based on the effective period of the 
contract, in gross premiums written under 
section 832(b)(4)(A). IC’s unearned premium 
with respect to the contract was $250 as of 
December 31, 2000. Pursuant to section 
832(b)(4)(B), to determine its premiums 
earned, IC deducts $200 ($250×.8) for the insur-
ance contract at the end of the taxable year. 

Example 2. (i) The facts are the same as Ex-
ample 1, except that the insurance contract 
has a stated term of 5 years. On each con-
tract anniversary date, IC may adjust the 
rate charged for the insurance coverage for 
the succeeding 12 month period. The amount 
of the adjustment in the charge for insur-
ance coverage is not substantially limited 
under the insurance contract. 

(ii) Under paragraph (a)(5)(i) of this sec-
tion, IC is required to report gross premiums 
written for the insurance contract based on 
the effective period for the contract. The ef-
fective period of the insurance contract is 
the period for which a rate for insurance cov-
erage is guaranteed in the contract. Al-
though the insurance contract issued by IC 
has a stated term of 5 years, a rate for insur-
ance coverage is guaranteed only for a period 
of 12 months beginning with the contract’s 
effective date and each anniversary date 
thereafter. Thus, for the taxable year ending 
December 31, 2000, IC includes the $500 gross 
premium for the 12 month period beginning 
with the contract’s effective date in gross 
premiums written. IC’s unearned premium 
with respect to the contract was $250 as of 
December 31, 2000. Pursuant to section 
832(b)(4)(B), to determine its premiums 
earned, IC deducts $200 ($250×.8) for the insur-
ance contract at the end of the taxable year. 

Example 3. (i) The facts are the same as Ex-
ample 1, except that coverage under the in-
surance contract begins on January 1, 2001 
and ends on December 31, 2001. On December 
15, 2000, IC collects the first $125 premium in-
stallment on the insurance contract. For the 
taxable year ended December 31, 2000, IC de-
ducts $20 of premium acquisition expenses 
related to the insurance contract. IC’s total 
premium acquisition expenses, based on the 
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insurance contract’s $500 gross premium, are 
$80. 

(ii) Under paragraph (a)(5)(iii) of this sec-
tion, IC may elect to report only the $125 ad-
vance premium (rather than the contract’s 
$500 gross premium) in gross premiums writ-
ten for the taxable year ended December 31, 
2000, provided that IC’s deduction for the pre-
mium acquisition expenses related to the in-
surance contract does not exceed the limita-
tion in paragraph (a)(5)(vii). IC’s deduction 
for premium acquisition expenses is within 
this limitation only if the ratio of the insur-
ance contract’s premium acquisition ex-
penses deducted for the taxable year and any 
previous taxable year to the insurance con-
tract’s total premium acquisition expenses 
does not exceed the ratio of the amounts in-
cluded in gross premiums written for the 
taxable year and any previous taxable year 
for the contract to the total gross premium 
written for the contract. 

(iii) For the taxable year ended December 
31, 2000, IC deducts $20 of premium acquisi-
tion expenses related to the insurance con-
tract. This deduction represents 25% of the 
total premium acquisition expenses for the 
insurance contract ($20/$80= 25%). This ratio 
does not exceed the ratio of the $125 advance 
premium to the insurance contract’s $500 
gross premium ($125/$500= 25%). Therefore, 
under paragraph (a)(5)(iii) of this section, IC 
may elect to report only the $125 advance 
premium (rather than the $500 gross pre-
mium) in gross premiums written for the 
taxable year ending December 31, 2000. IC re-
ports the balance of the gross premium for 
the insurance contract ($375) and deducts the 
remaining premium acquisition expenses 
($60) for the insurance contract in the tax-
able year ending December 31, 2001. 

Example 4. (i) The facts are the same as Ex-
ample 3, except that for the taxable year end-
ing December 31, 2000, IC deducts $60 of pre-
mium acquisition expenses related to the in-
surance contract. 

(ii) For the taxable year ended December 
31, 2000, IC deducted 75% of total premium 
acquisition expenses for the insurance con-
tract ($60/$80= 75%). This ratio exceeds the 
ratio of the $125 advance premium to the $500 
gross premium ($125/$500= 25%). Because IC’s 
deduction for premium acquisition expenses 
allocable to the contract exceeds the limita-
tion in paragraph (a)(5)(vii) of this section, 
paragraph (a)(5)(i) of this section requires IC 
to report the $500 gross premium in gross 
premiums written for the taxable year end-
ing December 31, 2000. IC’s unearned pre-
mium with respect to the contract was $500 
as of December 31, 2000. Pursuant to section 
832(b)(4)(B), to determine its premiums 
earned, IC deducts $400 ($500 × .8) for the in-
surance contract at the end of the taxable 
year. 

Example 5. (i) IC is a non-life insurance 
company which, pursuant to section 843, files 

its returns on a calendar year basis. On Au-
gust 1, 2000, IC issues a one-year cancellable 
accident and health insurance policy to X, a 
corporation with 80 covered employees. The 
gross premium written for the insurance 
contract is $320,000. Premiums are payable in 
monthly installments. As of December 31, 
2000, IC has collected $150,000 of installment 
premiums from X. For the taxable year 
ended December 31, 2000, IC has paid or in-
curred $21,000 of premium acquisition ex-
penses related to the insurance contract. IC’s 
total premium acquisition expenses for the 
insurance contract, based on the $320,000 
gross premium, are $48,000. 

(ii) Under paragraph (a)(5)(iv) of this sec-
tion, IC may elect to report only the $150,000 
of installment premiums (rather than the 
$320,000 estimated gross premium) in gross 
premiums written for the taxable year ended 
December 31, 2000, provided that its deduc-
tion for premium acquisition expenses allo-
cable to the insurance contract does not ex-
ceed the limitation in paragraph (a)(5)(vii). 
For the taxable year ended December 31, 
2000, IC deducts $21,000 of premium acquisi-
tion expenses related to the insurance con-
tract, or 43.75% of total premium acquisition 
expenses for the insurance contract ($21,000/ 
$48,000= 43.75%). This ratio does not exceed 
the ratio of installment premiums to the 
gross premium for the contract ($150,000/ 
$320,000= 46.9%). Therefore, under paragraph 
(a)(5)(iv) of this section, IC may elect to re-
port only $150,000 of installment premiums 
for the insurance contract (rather than 
$320,000 of gross premium) in gross premiums 
written for the taxable year ending Decem-
ber 31, 2000. 

Example 6. (i) IC is a non-life insurance 
company which, pursuant to section 843, files 
its returns on a calendar year basis. On July 
1, 2000, IC issues a one-year workers’ com-
pensation policy to X, an employer. The 
gross premium for the policy is determined 
by applying a monthly rate of $25 to each of 
X’s employees. This rate is guaranteed for a 
period of 12 months, beginning with the ef-
fective date of the contract. On July 1, 2000, 
X has 1,050 employees. Based on the assump-
tion that X’s payroll would remain constant 
during the effective period of the contract, 
IC determines an estimated gross premium 
for the contract of $315,000 
(1,050 × $25 × 12= $315,000). The estimated gross 
premium is payable by X in equal monthly 
installments. At the end of each calendar 
quarter, the premiums payable under the 
contract are adjusted based on an audit of 
X’s actual payroll during the preceding three 
months of coverage. 

(ii) Due to an expansion of X’s business in 
2000, the actual number of employees covered 
under the contract during each month of the 
period between July 1, 2000 and December 31, 
2000 is 1,050 (July), 1,050 (August), 1,050 (Sep-
tember), 1,200 (October), 1,200 (November), 
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and 1,200 (December). The increase in the 
number of employees during the year is not 
attributable to a temporary or seasonal vari-
ation in X’s business activities and is ex-
pected to continue for the remainder of the 
effective period of the contract. 

(iii) Under paragraph (a)(5)(i) of this sec-
tion, IC is required to report gross premiums 
written for the insurance contract based on 
the effective period of the contract. The ef-
fective period of X’s contract is based on the 
12 month period for which IC has guaranteed 
rates for insurance coverage. Under para-
graph (a)(5)(ii), IC must also report the addi-
tional premiums resulting from the change 
in risk exposure under the contract for the 
taxable year in which the change in such ex-
posure occurs. Unless the change in risk ex-
posure is of temporary duration, the addi-
tional gross premiums are included in gross 
premiums written for the remainder of the 
effective period of the contract. Thus, for the 
taxable year ending December 31, 2000, IC re-
ports gross premiums written of $348,750 with 
respect to the workers’ compensation con-
tract issued to X, consisting of the sum of 
the initial gross premium for the contract 
($315,000) plus the additional gross premium 
attributable to the 150 employees added to 
X’s payroll who will be covered during the 
last nine months of the contract’s effective 
period (150 × $25 (monthly pre-
mium) × 9= $33,750). IC’s unearned premium 
with respect to the contract was $180,000 as 
of December 31, 2000, which consists of the 
sum of the remaining portion of the original 
gross premium ($315,000 × 6/12= $157,500), plus 
the additional premiums resulting from the 
change in risk exposure ($33,750 × 6/9= $22,500) 
that are allocable to the remaining six 
months of the contract’s effective period. 
Pursuant to section 832(b)(4)(B), to deter-
mine its premiums earned, IC deducts 
$144,000 ($180,000 × .8) for the insurance con-
tract at the end of the taxable year. 

Example 7. (i) The facts are the same as Ex-
ample 6, except that the increase in the num-
ber of X’s employees for the period ending 
December 31, 2000 is attributable to a sea-
sonal variation in X’s business activity. 

(ii) Under paragraph (a)(5)(ii) of this sec-
tion, for the taxable year ending December 
31, 2000, IC reports gross premiums written of 
$326,500, consisting of the sum of the initial 
gross premium for the contract ($315,000) 
plus the additional premium attributable to 
the temporary increase in risk exposure dur-
ing the taxable year (150 × $25 × 3= $11,250). 
The unearned premium that is allocable to 
the remaining six months of the effective pe-
riod of the contract is $157,500. Pursuant to 
section 832(b)(4)(B), to determine its pre-
miums earned, IC deducts $126,000 
($157,500 × .8) for the insurance contract at 
the end of the taxable year. 

Example 8. (i) IC, a non-life insurance com-
pany, issues a noncancellable accident and 

health insurance contract (other than a 
qualified long-term care insurance contract, 
as defined in section 7702B(b)) to A, an indi-
vidual, on July 1, 2000. The contract has an 
entry-age annual premium of $2,400, which is 
payable by A in equal monthly installments 
of $200 on the first day of each month of cov-
erage. IC incurs agents’ commissions, pre-
mium taxes, and other premium acquisition 
expenses equal to 10% of the gross premiums 
received for the contract. As of December 31, 
2000, IC has collected $1,200 of installment 
premiums for the contract. 

(ii) A noncancellable accident and health 
insurance contract is a contract described in 
section 832(b)(7). Thus, under paragraph 
(a)(5)(vi) of this section, IC may report gross 
premiums written in the manner required for 
life insurance companies under sections 803 
and 811. Accordingly, for the taxable year 
ending December 31, 2000, IC may report 
gross premiums written of $1,200, based on 
the premiums actually received on the con-
tract. Pursuant to section (a)(5)(vi) of this 
section, IC deducts a total of $28 of premium 
acquisition costs for the contract, based on 
the difference between the acquisition costs 
actually paid or incurred under section 811(a) 
($1,200 × .10= $120) and the amount required to 
be taken into account under section 848 in 
connection with the net premiums for the 
contract ($1,200 × .077= $92). 

(iii) Under paragraph (a)(8)(ii)(A) of this 
section, IC includes the amount of life insur-
ance reserves (as defined in section 816(b), 
but computed in accordance with section 
807(d) and sections 811(c) and (d)) in unearned 
premiums under section 832(b)(4)(B). Section 
807(d)(3)(A)(iii) requires IC to use a two-year 
preliminary term method to compute the 
amount of life insurance reserves for a 
noncancellable accident and health insur-
ance contract (other than a qualified long- 
term care contract). Under this tax reserve 
method, no portion of the $1,200 gross pre-
mium received by IC for A’s contract is allo-
cable to future insurance coverage. Accord-
ingly, for the taxable year ending December 
31, 2000, no life insurance reserves are in-
cluded in IC’s unearned premiums under sec-
tion 832(b)(4)(B) with respect to the contract. 

Example 9. (i) IC, a non-life insurance com-
pany, issues an insurance contract with a 
twelve month effective period for $1,200 on 
December 1, 2000. Immediately thereafter, IC 
reinsures 90% of its liability under the insur-
ance contract for $900 with IC–2, an unre-
lated and solvent insurance company. On De-
cember 31, 2000, IC–2 has an $825 unearned 
premium with respect to the reinsurance 
contract it issued to IC. In computing its 
earned premiums, pursuant to section 
832(b)(4)(B), IC–2 deducts $660 of unearned 
premiums ($825 × .8) with respect to the rein-
surance contract. 
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(ii) Under paragraph (a)(8)(i) of this sec-
tion, unearned premiums held by an insur-
ance company with regard to the net value 
of the risks reinsured in other solvent com-
panies are deducted from the ceding com-
pany’s unearned premiums taken into ac-
count for purposes of section 832(b)(4)(B). If 
IC had not reinsured 90% of its risks, IC’s un-
earned premium for the insurance contract 
would have been $1,100 ($1,200 × 11/12) and IC 
would have deducted $880 ($1,100 × .8) of un-
earned premiums with respect to such con-
tract. However, because IC reinsured 90% of 
its risks under the contract with IC–2, as of 
December 31, 2000, the net value of the risks 
retained by IC for the remaining 11 months 
of the effective period of the contract is $110 
($1,100—$990). For the taxable year ending 
December 31, 2000, IC includes the $1,200 gross 
premium in its gross premiums written and 
deducts the $900 reinsurance premium paid 
to IC–2 under section 832(b)(4)(A). Pursuant 
to section 832(b)(4)(B), to determine its pre-
miums earned, IC deducts $88 ($110 × .8) for 
the insurance contract at the end of the tax-
able year. 

(11) Change in method of accounting— 
(i) In general. A change in the method 
of determining premiums earned to 
comply with the provisions of para-
graphs (a)(3) through (a)(10) of this sec-
tion is a change in method of account-
ing for which the consent of the Com-
missioner is required under section 
446(e) and § 1.446–1(e). 

(ii) Application. For the first taxable 
year beginning after December 31, 1999, 
a taxpayer is granted consent of the 
Commissioner to change its method of 
accounting for determining premiums 
earned to comply with the provisions 
of paragraphs (a)(3) through (a)(10) of 
this section. A taxpayer changing its 
method of accounting in accordance 
with this section must follow the auto-
matic change in accounting provisions 
of Rev. Proc. 99–49, 1999–52 I.R.B. 725 
(see § 601.601(d)(2) of this chapter), ex-
cept that— 

(A) The scope limitations in section 
4.02 of Rev. Proc. 99–49 shall not apply; 

(B) The timely duplicate filing re-
quirement in section 6.02(2) of Rev. 
Proc. 99–49 shall not apply; and 

(C) If the method of accounting for 
determining premiums earned is an 
issue under consideration within the 
meaning of section 3.09 of Rev. Proc. 
99–49 as of January 5, 2000, then section 
7.01 of Rev. Proc. 99–49 shall not apply. 

(12) Effective date. Paragraphs (a)(3) 
through (a)(11) of this section are appli-

cable with respect to the determina-
tion of premiums earned for taxable 
years beginning after December 31, 
1999. 

(13) In computing the amount of 
unabsorbed premium deposits which a 
mutual fire or flood insurance company 
described in section 831(a)(3)(B) would 
be obligated to return to its policy-
holders at the close of its taxable year, 
the company must use its own schedule 
of unabsorbed premium deposit returns 
then in effect. A copy of the applicable 
schedule must be filed with the com-
pany’s income tax return for each tax-
able year for which a computation 
based upon such schedule is made. In 
addition, a taxpayer making such a 
computation must provide the fol-
lowing information for each taxable 
year for which the computation is 
made: 

(i) The amount of gross premiums re-
ceived during the taxable year, and the 
amount of premiums paid for reinsur-
ance during the taxable year, on the 
policies described in section 831(a)(3)(B) 
and on other policies; 

(ii) The amount of insurance written 
during the taxable year under the poli-
cies described in section 831(a)(3)(B) 
and under other policies, and the 
amount of such insurance written 
which was reinsured during the taxable 
year. The information required under 
this subdivision shall only be sub-
mitted upon the specific request of the 
district director for a statement set-
ting forth such information, and, if re-
quired, such statement shall be filed in 
the manner provided by this subpara-
graph or in such other manner as is 
satisfactory to the district director; 

(iii) The amount of premiums earned 
during the taxable year on the policies 
described in section 831(a)(3)(B) and on 
other policies and the computations by 
which such amounts were determined, 
including sufficient information to 
support the taxpayer’s determination 
of the amount of unearned premiums 
on premium deposit plan and other 
policies at the beginning and end of the 
taxable year, and the amount of 
unabsorbed premium deposits at the 
beginning and end of the taxable year 
on policies described in section 
831(a)(3)(B). 
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The information required by this sub-
paragraph shall be set forth in a state-
ment attached to the taxpayer’s in-
come tax return for the taxable year 
for which such information is being 
provided. Such statement shall include 
the name and address of the taxpayer, 
and shall be filed not later than the 
date prescribed by law (including ex-
tensions thereof) for filing the income 
tax return for the taxable year. 

(14) In computing ‘‘losses incurred’’ 
the determination of unpaid losses at 
the close of each year must represent 
actual unpaid losses as nearly as it is 
possible to ascertain them. 

(b) Losses incurred. Every insurance 
company to which this section applies 
must be prepared to establish to the 
satisfaction of the district director 
that the part of the deduction for 
‘‘losses incurred’’ which represents un-
paid losses at the close of the taxable 
year comprises only actual unpaid 
losses. See section 846 for rules relating 
to the determination of discounted un-
paid losses. These losses must be stated 
in amounts which, based upon the facts 
in each case and the company’s experi-
ence with similar cases, represent a 
fair and reasonable estimate of the 
amount the company will be required 
to pay. Amounts included in, or added 
to, the estimates of unpaid losses 
which, in the opinion of the district di-
rector, are in excess of a fair and rea-
sonable estimate will be disallowed as 
a deduction. The district director may 
require any insurance company to sub-
mit such detailed information with re-
spect to its actual experience as is 
deemed necessary to establish the rea-
sonableness of the deduction for 
‘‘losses incurred.’’ 

(c) Losses incurred are reduced by sal-
vage. Under section 832(b)(5)(A), losses 
incurred are computed by taking into 
account losses paid reduced by salvage 
and reinsurance recovered, the change 
in discounted unpaid losses, and the 
change in estimated salvage and rein-
surance recoverable. For purposes of 
section 832(b)(5)(A)(iii), estimated sal-
vage recoverable includes all antici-
pated recoveries on account of salvage, 
whether or not the salvage is treated, 
or may be treated, as an asset for state 
statutory accounting purposes. Esti-
mates of salvage recoverable must be 

based on the facts of each case and the 
company’s experience with similar 
cases. Except as otherwise provided in 
guidance published by the Commis-
sioner in the Internal Revenue Bul-
letin, estimated salvage recoverable 
must be discounted either— 

(1) By using the applicable discount 
factors published by the Commissioner 
for estimated salvage recoverable; or 

(2) By using the loss payment pattern 
for a line of business as the salvage re-
covery pattern for that line of business 
and by using the applicable interest 
rate for calculating unpaid losses under 
section 846(c). For purposes of section 
832(b)(5)(A) and the regulations there-
under, the term ‘‘salvage recoverable’’ 
includes anticipated recoveries on ac-
count of subrogation claims arising 
with respect to paid or unpaid losses. 

(d) Increase in unpaid losses shown on 
annual statement in certain cir-
cumstances—(1) In general. An insurance 
company that takes estimated salvage 
recoverable into account in deter-
mining the amount of its unpaid losses 
shown on its annual statement is al-
lowed to increase its unpaid losses by 
the amount of estimated salvage recov-
erable taken into account if the com-
pany complies with the disclosure re-
quirement of paragraph (d)(2) of this 
section. This adjustment shall not be 
used in determining under section 
846(d) the loss payment pattern for a 
line of business. 

(2) Disclosure requirement. (i) In gen-
eral. A company described in paragraph 
(d)(1) of this section is allowed to in-
crease the unpaid losses shown on its 
annual statement only if the company 
either— 

(A) Discloses on its annual state-
ment, by line of business and accident 
year, the extent to which estimated 
salvage recoverable is taken into ac-
count in computing the unpaid losses 
shown on the annual statement filed by 
the company for the calendar year end-
ing with or within the taxable year of 
the company; or 

(B) Files a statement on or before the 
due date of its Federal income tax re-
turn (determined without regard to ex-
tensions) with the appropriate state 
regulatory authority of each state to 
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which the company is required to sub-
mit an annual statement. The state-
ment must be contained in a separate 
document captioned ‘‘DISCLOSURE 
CONCERNING LOSS RESERVES’’ and 
must disclose, by line of business and 
accident year, the extent to which esti-
mated salvage recoverable is taken 
into account in computing the unpaid 
losses shown on the annual statement 
filed by the company for the calendar 
year ending with or within the taxable 
year of the company. 

(ii) Transitional rule. For a taxable 
year ending before December 31, 1991, a 
taxpayer is deemed to satisfy the dis-
closure requirement of paragraph 
(d)(2)(i)(B) of this section if the tax-
payer files the statement described in 
paragraph (d)(2)(i)(B) of this section be-
fore March 17, 1992. 

(3) Failure to disclose in a subsequent 
year. If a company that claims the in-
crease permitted by paragraph (d)(1) of 
this section fails in a subsequent tax-
able year to make the disclosure de-
scribed in paragraph (d)(2) of this sec-
tion, the company cannot claim an in-
crease under paragraph (d)(1) of this 
section in any subsequent taxable year 
without the consent of the Commis-
sioner. 

(e) Treatment of estimated salvage re-
coverable—(1) In general. An insurance 
company is required to take estimated 
salvage recoverable (including that 
which cannot be treated as an asset for 
state statutory accounting purposes) 
into account in computing the deduc-
tion for losses incurred. Except as pro-
vided in paragraph (e)(2)(iii) of this sec-
tion, an insurance company must apply 
this method of accounting to estimated 
salvage recoverable for all lines of 
business and for all accident years. 

(2) Change in method of accounting—(i) 
If an insurance company did not take 
estimated salvage recoverable into ac-
count as required by paragraph (c) of 
this section for its last taxable year be-
ginning before January 1, 1990, taking 
estimated salvage recoverable into ac-
count as required by paragraph (c) of 
this section is a change in method of 
accounting. 

(ii) If a company does not claim the 
deduction under section 11305(c)(3) of 
the 1990 Act, the company must take 
into account 13 percent of the adjust-

ment that would otherwise be required 
under section 481 for pre-1990 accident 
years as a result of the change in ac-
counting method. This paragraph 
(e)(2)(ii) applies only to an insurance 
company subject to tax under section 
831. 

(iii) If a company claims the deduc-
tion under section 11305(c)(3) of the 1990 
Act and paragraph (f) of this section, 
the company must implement the 
change in method of accounting for es-
timated salvage recoverable for post- 
1989 taxable years pursuant to a ‘‘cut- 
off’’ method. 

(3) Rule for overestimates. An insur-
ance company is required under section 
11305(c)(4) of the 1990 Act to include in 
gross income 87 percent of any amount 
(adjusted for discounting) by which the 
section 481 adjustment is overesti-
mated. The rule is applied by com-
paring the amount of the section 481 
adjustment (determined without regard 
to paragraph (e)(2)(ii) of this section 
and any discounting) to the sum of the 
actual salvage recoveries and remain-
ing undiscounted estimated salvage re-
coverable that are attributable to 
losses incurred in accident years begin-
ning before 1990. For any taxable year 
beginning after December 31, 1989, any 
excess of the section 481 adjustment 
over this sum (reduced by amounts 
treated as overestimates in prior tax-
able years pursuant to this paragraph 
(e)(3)) is an overestimate. To determine 
the amount to be included in income, it 
is necessary to discount this excess and 
multiply the resulting amount by 87 
percent. 

(f) Special deduction—(1) In general. 
Under section 11305(c)(3) of the 1990 
Act, an insurance company may deduct 
an amount equal to 87 percent of the 
discounted amount of estimated sal-
vage recoverable that the company 
took into account in determining the 
deduction for losses incurred under sec-
tion 832(b)(5) in the last taxable year 
beginning before January 1, 1990. A 
company that claims the special deduc-
tion must establish to the satisfaction 
of the district director that the deduc-
tion represents only the discounted 
amount of estimated salvage recover-
able that was actually taken into ac-
count by the company in computing 
losses incurred for that taxable year. 
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(2) Safe harbor. The requirements of 
paragraph (f)(1) of this section are 
deemed satisfied and the amount that 
the company reports as bona fide esti-
mated salvage recoverable is not sub-
ject to adjustment by the district di-
rector, if— 

(i) The company files with the insur-
ance regulatory authority of the com-
pany’s state of domicile, on or before 
September 16, 1991, a statement dis-
closing the extent to which losses in-
curred for each line of business re-
ported on its 1989 annual statement 
were reduced by estimated salvage re-
coverable, 

(ii) The company attaches a state-
ment to its Federal income tax return 
filed for the first taxable year begin-
ning after December 31, 1989, agreeing 
to apply the special rule for overesti-
mates under section 11305(c)(4) of the 
1990 Act to the amount of estimated 
salvage recoverable for which it has 
taken the special deduction, and 

(iii) In the case of a company that is 
a member of a consolidated group, each 
insurance company subject to tax 
under section 831 that is included in 
the consolidated group complies with 
paragraph (f)(2)(ii) of this section with 
respect to its special deduction, if any. 

(3) Limitations on special deduction—(i) 
The special deduction under section 
11305(c)(3) of the 1990 Act is available 
only to an insurance company subject 
to tax under section 831. 

(ii) An insurance company that 
claimed the benefit of the ‘‘fresh start’’ 
with respect to estimated salvage re-
coverable under section 1023(e) of the 
Tax Reform Act of 1986 may not claim 
the special deduction allowed by sec-
tion 11305(c)(3) of the 1990 Act to the 
extent of the estimated salvage recov-
erable for which a fresh start benefit 
was previously claimed. 

(iii) A company that claims the spe-
cial deduction is precluded from also 
claiming the section 481 adjustment 
provided in paragraph (e)(2)(ii) of this 
section for pre-1990 accident years. 

(g) Effective date. Paragraphs (b) 
through (f) of this section are effective 

for taxable years beginning after De-
cember 31, 1989. 

[T.D. 6681, 28 FR 11129, Oct. 17, 1963, as 
amended by T.D. 8171, 53 FR 118, Jan. 5, 1988; 
T.D. 8293, 55 FR 9425, Mar. 14, 1990. Redesig-
nated and amended by T.D. 8390, 57 FR 3132, 
Jan. 28, 1992; 57 FR 6353, Feb. 24, 1992; T.D. 
8857, 65 FR 706, Jan. 6, 2000] 

§ 1.832–5 Deductions. 

(a) The deductions allowable are 
specified in section 832(c) and by reason 
of the provisions of section 832(c)(10) 
and (12) include in addition certain de-
ductions provided in sections 161, and 
241 and following. The deductions, how-
ever, are subject to the limitation pro-
vided in section 265, relating to ex-
penses and interest in respect of tax- 
exempt income. The net operating loss 
deduction is computed under section 
172 and the regulations thereunder. For 
the purposes of section 172, relating to 
net operating loss deduction, ‘‘gross in-
come’’ shall mean gross income as de-
fined in section 832(b)(1) and the allow-
able deductions shall be those allowed 
by section 832(c) with the exceptions 
and limitations set forth in section 
172(d). In addition to the deduction for 
capital losses provided in subchapter P 
(section 1201 and following), chapter 1 
of the Code, insurance companies are 
allowed a deduction for losses from 
capital assets sold or exchanged in 
order to obtain funds to meet abnormal 
insurance losses and to provide for the 
payment of dividends and similar dis-
tributions to policyholders. A special 
rule is provided for the application of 
the capital loss carryover provisions of 
section 1212. The deduction is the same 
as that allowed mutual insurance com-
panies subject to the tax imposed by 
section 821; see section 822(c)(6) and the 
regulation thereunder. Insurance com-
panies, other than mutual fire insur-
ance companies described in section 
831(a)(3)(A) and the regulations there-
under, are also allowed a deduction for 
dividends and similar distributions 
paid or declared to policyholders in 
their capacity as such. Similar dis-
tributions include such payments as 
the so-called unabsorbed premium de-
posits returned to policyholders by fac-
tory mutual insurance companies. The 
deduction is otherwise the same as 
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that allowed mutual insurance compa-
nies subject to the tax imposed by sec-
tion 821; see section 822(f)(2) and the 
regulations thereunder. 

(b) Among the items which may not 
be deducted are income and profits 
taxes imposed by the United States, in-
come and profits taxes imposed by any 
foreign country or possession of the 
United States (in cases where the com-
pany chooses to claim to any extent a 
credit for such taxes), taxes assessed 
against local benefits, decrease during 
the year due to adjustments in the 
book value of capital assets, decrease 
in liabilities during the year on ac-
count of reinsurance treaties, dividends 
paid to shareholders in their capacity 
as such, remittances to the home office 
of a foreign insurance company by the 
United States branch, and borrowed 
money repaid. 

(c) In computing taxable income of 
insurance companies, losses sustained 
during the taxable year from the sale 
or other disposition of property are de-
ductible subject to the limitation con-
tained in section 1211. Insurance com-
panies are entitled to the alternative 
taxes provided in section 1201. 

[T.D. 6681, 28 FR 11130, Oct. 17, 1963, as 
amended by T.D. 6867, 30 FR 15094, Dec. 7, 
1965] 

§ 1.832–6 Policyholders of mutual fire 
or flood insurance companies oper-
ating on the basis of premium de-
posits. 

For purposes of determining his tax-
able income for any taxable year, a 
taxpayer insured by a mutual fire or 
flood insurance company under a pol-
icy for which the premium deposit is 
the same regardless of the length of the 
term for which the policy is written, 
and who is entitled to have returned or 
credited to his on the cancellation or 
expiration of such policy the 
unabsorbed portion of the premium de-
posit not required for losses, expenses, 
or establishment of reserves, may, if 
such amount is otherwise deductible 
under this chapter, deduct so much of 
his premium deposit as was absorbed 
by the company during the taxpayer’s 
taxable year. The amount of the pre-
mium deposit absorbed during the tax-
payer’s taxable year shall be deter-
mined in accordance with the schedule 

of unabsorbed premium deposit returns 
in effect for the company during such 
taxable year. If the taxpayer is unable 
to determine the applicable rate of ab-
sorption in effect during his taxable 
year, he shall compute his deduction 
on the basis of the rate of absorption in 
effect at the end of the company’s tax-
able year which next preceded the end 
of the taxpayer’s taxable year. In such 
a case, an appropriate adjustment will 
be made upon the final determination 
of the rate of absorption applicable to 
the taxable year. 

[T.D. 6681, 28 FR 11130, Oct. 17, 1963] 

§ 1.832–7T Treatment of salvage and 
reinsurance in computing ‘‘losses 
incurred’’ deduction, taxable years 
beginning before January 1, 1990 
(temporary). 

(a) In computing ‘‘losses incurred’’ 
the determination of unpaid losses at 
the close of each year must represent 
actual unpaid losses as nearly as it is 
possible to ascertain them. 

(b) Every insurance company to 
which this section applies must be pre-
pared to establish to the satisfaction of 
the district director that the part of 
the deduction for ‘‘losses incurred’’ 
which represents unpaid losses at the 
close of the taxable year comprises 
only actual unpaid losses stated in 
amounts which, based upon the facts in 
each case and the company’s experi-
ence with similar cases, can be said to 
represent a fair and reasonable esti-
mate of the amount the company will 
be required to pay. Amounts included 
in, or added to, the estimates of such 
losses which in the opinion of the dis-
trict director are in excess of the ac-
tual liability determined as provided in 
the preceding sentence will be dis-
allowed as a deduction. The district di-
rector may require any such insurance 
company to submit such detailed infor-
mation with respect to its actual expe-
rience as is deemed necessary to estab-
lish the reasonableness of the deduc-
tion for ‘‘losses incurred’’. 

(c) That part of the deduction for 
‘‘losses incurred’’ which represents an 
adjustment to losses paid for salvage 
and reinsurance recoverable shall, ex-
cept as hereinafter provided, include 
all salvage in course of liquidation, and 
all reinsurance in process of collection 
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not otherwise taken into account as a 
reduction of losses paid, outstanding at 
the end of the taxable year. Salvage in 
course of liquidation includes all prop-
erty (other than cash), real or personal, 
tangible or intangible, except that 
which may not be included by reason of 
express statutory provisions (or rules 
and regulations of an insurance depart-
ment) of any State or Territory or the 
District of Columbia in which the com-
pany transacts business. Such salvage 
in course of liquidation shall be taken 
into account to the extent of the value 
thereof at the end of the taxable year 
as determined from a fair and reason-
able estimate based upon either the 
facts in each case or the company’s ex-
perience with similar cases. Cash re-
ceived during the taxable year with re-
spect to items of salvage or reinsur-
ance shall be taken into account in 
computing losses paid during such tax-
able year. 

(d) This section is effective for tax-
able years beginning before January 1, 
1990. 

[T.D. 8266, 54 FR 38970, Sept. 22, 1989; T.D. 
8293, 55 FR 9425, Mar. 14, 1990] 

§ 1.846–0 Outline of provisions. 

The following is a list of the headings 
in §§ 1.846–1 through 1.846–4. 

§ 1.846–1 Application of discount factors. 

(a) In general. 
(1) Rules. 
(2) Examples. 
(3) Increase in discounted unpaid losses 

shown on the annual statement. 
(4) Increase in unpaid losses which take 

into account estimated salvage recoverable. 
(b) Applicable discount factors. 
(1) In general. 
(i) Discount factors published by the Serv-

ice. 
(ii) Composite discount factors. 
(iii) Annual statement changes. 
(2) Title insurance company reserves. 
(3) Reinsurance business. 
(i) Proportional reinsurance for accident 

years after 1987. 
(ii) Non-proportional reinsurance. 
(A) Accident years after 1991. 
(B) Accident years 1988 through 1991. 
(iii) Reinsurance for accident years before 

1988. 
(iv) 90 percent exception. 
(4) International business. 
(5) Composite discount factors. 

§ 1.846–2 Election by taxpayer to use its own 
historical loss payment pattern. 

(a) In general. 
(b) Eligible line of business. 
(1) In general. 
(2) Other published guidance. 
(3) Special rule for 1987 determination 

year. 
(c) Anti-abuse rule. 

§ 1.846–3 Fresh start and reserve strengthening. 

(a) In general. 
(b) Applicable discount factors. 
(1) Calculation of beginning balance. 
(2) Example. 
(c) Rules for determining the amount of re-

serve strengthening. 
(1) In general. 
(2) Accident years after 1985. 
(i) In general. 
(ii) Hypothetical unpaid loss reserve. 
(3) Accident years before 1986. 
(i) In general. 
(ii) Exceptions. 
(iii) Certain transactions deemed to be re-

insurance assumed (ceded) in 1986. 
(d) Section 845. 
(e) Treatment of reserve strengthening. 
(f) Examples. 

§ 1.846–4 Effective date. 

[T.D. 8433, 57 FR 40843, Sept. 8, 1992; 57 FR 
48563, Oct. 27, 1992] 

§ 1.846–1 Application of discount fac-
tors. 

(a) In general—(1) Rules. A separate 
series of discount factors are computed 
for, and applied, to undiscounted un-
paid losses attributable to each acci-
dent year of each line of business 
shown on the annual statement (as de-
fined by section 846(f)(3)) filed by that 
taxpayer for the calendar year ending 
with or within the taxable year of the 
taxpayer. See § 1.832–4(b) relating to the 
determination of unpaid losses. Para-
graph (b) of this section provides rules 
relating to applicable discount factors 
and § 1.846–3(b) contains guidance relat-
ing to discount factors applicable to 
accident years prior to the 1987 acci-
dent year. Once a taxpayer applies a se-
ries of discount factors to unpaid losses 
attributable to an accident year of a 
line of business, that series of discount 
factors must be applied to discount the 
unpaid losses for that accident year for 
that line of business for all future tax-
able years. The discount factors cannot 
be changed to reflect a change in the 
taxpayer’s loss payment pattern during 
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a subsequent year or to reflect a dif-
ferent interest rate assumption. How-
ever, discount factors may be changed 
for taxpayers who elect to use their 
own historical loss payment pattern, if 
information upon which the pattern is 
based is adjusted upon examination by 
the district director. 

(2) Examples. The following examples 
illustrate the principles of paragraph 
(a)(1) of this section: 

Example 1. A taxpayer discounts unpaid 
losses attributable to all accident years prior 
to 1992 using discount factors published by 
the Service. In 1992, the taxpayer elects, 
under § 1.846–2, to compute discount factors 
using its own historical loss payment pat-
tern. The taxpayer must continue to dis-
count unpaid losses attributable to pre-1992 
accident years using the discount factors 
published for those accident years by the 
Service. 

Example 2. On its annual statements 
through 1987, a taxpayer did not allocate un-
paid losses attributable to proportional rein-
surance to the line of business associated 
with the risks being reinsured. Beginning 
with the 1988 annual statement, the taxpayer 
allocated those losses for all accident years 
to the line of business being reinsured. The 
taxpayer must continue to discount the un-
paid losses attributable to proportional rein-
surance from pre-1988 accident years using 
the discount factors that were used in deter-
mining tax reserves for the 1987 tax year. 
(See paragraph (b)(3) of this section for rules 
relating to the application of discount fac-
tors to reinsurance unpaid losses.) 

(3) Increase in discounted unpaid losses 
shown on the annual statement. If the 
amount of unpaid losses shown on the 
annual statement is determined on a 
discounted basis, and the extent to 
which the unpaid losses were dis-
counted can be determined on the basis 
of information disclosed on or with the 
annual statement, the amount of the 
unpaid losses to which the discount 
factors are applied shall be determined 
without regard to any reduction attrib-
utable to the discounting reflected on 
the annual statement. 

(4) Increase in unpaid losses which take 
into account estimated salvage recover-
able. If the amount of unpaid losses 
shown on the annual statement reflects 
a reduction for estimated salvage re-
coverable and the extent to which the 
unpaid losses were reduced by esti-
mated salvage recoverable is appro-
priately disclosed as required by § 1.832– 

4(d)(2), the amount of unpaid losses 
shall be determined without regard to 
the reduction for salvage recoverable. 

(b) Applicable discount factors—(1) In 
general. Except as otherwise provided 
in section 846(f)(6) (relating to certain 
accident and health lines of business), 
in § 1.846–2 (relating to a taxpayer’s 
election to use its own historical loss 
payment pattern), in this paragraph 
(b), or in other guidance published in 
the Internal Revenue Bulletin, the fol-
lowing factors must be used— 

(i) Discount factors published by the 
Service. If the Service has published dis-
count factors for a line of business, a 
taxpayer must discount unpaid losses 
attributable to that line by applying 
those discount factors; and 

(ii) Composite discount factors. If the 
Service has not published discount fac-
tors for a line of business, a taxpayer 
must discount unpaid losses attrib-
utable to that line by applying com-
posite discount factors. 

(iii) Annual statement changes. If the 
groupings of individual lines of busi-
ness on the annual statement changes, 
taxpayers must discount the unpaid 
losses on the resulting lines of business 
with the discounting patterns that 
would have applied to those unpaid 
losses based on their annual statement 
classification prior to the change. 

(2) Title insurance company reserves. A 
title insurance company may only take 
into account case reserves (relating to 
claims which have been reported to the 
insurance company). Unless the Serv-
ice publishes other guidance, the re-
serves must be discounted using the 
‘‘Miscellaneous Casualty’’ discount fac-
tors published by the Service. Section 
832(b)(8) provides rules for determining 
the discounted unearned premiums of a 
title insurance company. 

(3) Reinsurance business—(i) Propor-
tional reinsurance for accident years after 
1987. For the 1988 accident year and 
subsequent accident years, unpaid 
losses for proportional reinsurance 
must be discounted using discount fac-
tors applicable to the line of business 
to which those unpaid losses are allo-
cated as required on the annual state-
ment. 

(ii) Non-proportional reinsurance—(A) 
Accident years after 1991. For the 1992 
accident year and subsequent accident 
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years, unpaid losses for non-propor-
tional reinsurance must be discounted 
using the applicable discount factors 
published by the Service for the appro-
priate reinsurance line of business. 

(B) Accident years 1988 through 1991. 
For the 1988, 1989, 1990, and 1991 acci-
dent years unpaid losses for non-pro-
portional reinsurance must be dis-
counted using composite discount fac-
tors. 

(iii) Reinsurance for accident years be-
fore 1988. If on its annual statement a 
taxpayer does not allocate unpaid 
losses to the applicable line of business 
for proportional or nonproportional re-
insurance attributable to the 1987 acci-
dent year or a prior accident year, 
those losses must be discounted using 
composite discount factors. If on its 
annual statement a taxpayer allocates 
to the underlying line of business rein-
surance unpaid losses that are attrib-
utable to the 1987 accident year or a 
prior accident year, those losses must 
be discounted using discount factors 
applicable to the underlying line of 
business. 

(iv) 90 percent exception. For purposes 
of § 1.846–1(b)(3) (ii) and (iii), if more 
than 90 percent of all the unallocated 
losses of a taxpayer for an accident 
year relate to one underlying line of 
business, the taxpayer must discount 
all unallocable reinsurance unpaid 
losses attributable to that accident 
year using the discount factors pub-
lished by the Service for the under-
lying line of business. 

(4) International business. For any ac-
cident year, unpaid losses which are at-
tributable to international business 
must be discounted using composite 
discount factors unless more than 90 
percent of all losses for that accident 
year relate to one underlying line of 
business. If more than 90 percent of all 
losses for an accident year relate to 
one underlying line of business, the 
taxpayer must discount the losses at-
tributable to that accident year using 
discount factors published by the Serv-
ice for the underlying line of business. 

(5) Composite discount factors. For pur-
poses of the regulations under section 
846, ‘‘composite discount factors’’ 
means the series of discount factors 
published annually by the Service de-

termined on the basis of the appro-
priate composite loss payment pattern. 

[T.D. 8433, 57 FR 40844, Sept. 8, 1992] 

§ 1.846–2 Election by taxpayer to use 
its own historical loss payment pat-
tern. 

(a) In general. If a taxpayer has one 
or more eligible lines of business in a 
determination year, the taxpayer may 
elect on the taxpayer’s timely filed 
Federal income tax return for the de-
termination year to discount unpaid 
losses using its own historical loss pay-
ment pattern instead of the industry- 
wide pattern determined by the Sec-
retary. A taxpayer making the election 
must use its own historical loss pay-
ment pattern in discounting unpaid 
losses for each line of business that is 
an eligible line of business in that de-
termination year. The election applies 
to accident years ending with the de-
termination year and to each of the 
four succeeding accident years. If a 
taxpayer makes the election for the 
1987 determination year, the taxpayer 
must use its 1987 loss payment pattern 
(determined by reference to its 1985 an-
nual statement) to discount unpaid 
losses attributable to all accident 
years prior to 1988. 

(b) Eligible line of business—(1) In gen-
eral. A line of business is an eligible 
line of business in a determination 
year if, on the most recent annual 
statement filed by the taxpayer before 
the beginning of that determination 
year, the taxpayer reports losses and 
loss expenses incurred (in Schedule P, 
part 1, column 24 of the 1990 annual 
statement or comparable location in an 
earlier or subsequently revised blank) 
for at least the number of accident 
years for which losses and loss ex-
penses incurred for that line of busi-
ness are required to be separately re-
ported on that annual statement. For 
example, for the 1987 determination 
year, the 1985 annual statement is 
used. The annual statement to be used 
to determine eligibility in subsequent 
determination years is the annual 
statement for each fifth year after 1985 
(e.g., 1990, 1995, etc.). 

(2) Other published guidance. A line of 
business is also an eligible line of busi-
ness for purposes of the election if the 
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line is an eligible line under require-
ments published for this purpose in the 
Internal Revenue Bulletin. 

(3) Special rule for 1987 determination 
year. A line of business is an eligible 
line of business in the 1987 determina-
tion year if it is eligible under para-
graph (b) (1) or (2) of this section, or if 
on the most recent annual statement 
filed by the taxpayer before the begin-
ning of the 1987 determination year, 
the taxpayer reports written premiums 
for the line of business for at least the 
number of accident years that unpaid 
losses for that line of business are re-
quired to be separately reported on 
that annual statement. 

(c) Anti-abuse rule. To prevent avoid-
ance of the requirement that the elec-
tion to use historical loss payment pat-
terns apply to all eligible lines of busi-
ness of a taxpayer, the district director 
may— 

(1) Nullify a taxpayer’s election to 
compute discounted unpaid losses 
based on its historical loss payment 
pattern; 

(2) Adjust a taxpayer’s historical loss 
payment pattern; or 

(3) Make other proper adjustments. 

[T.D. 8433, 57 FR 40845, Sept. 8, 1992] 

§ 1.846–3 Fresh start and reserve 
strengthening. 

(a) In general. Section 1023(e) of the 
Tax Reform Act of 1986 (‘‘the 1986 Act’’) 
provides rules relating to fresh start 
and reserve strengthening. For pur-
poses of section 1023(e) of the 1986 Act, 
a taxpayer must discount its unpaid 
losses as of the end of the last taxable 
year beginning before January 1, 1987. 
The excess of undiscounted unpaid 
losses over discounted unpaid losses as 
of that time is not required to be in-
cluded in income, except (as provided 
in paragraph (e) of this section) to the 
extent of any ‘‘reserve strengthening’’ 
in a taxable year beginning in 1986. The 
exclusion from income of this excess is 
known as ‘‘fresh start.’’ The amount of 
fresh start is, however, included in 
earnings and profits for the first tax-
able year beginning after December 31, 
1986. 

(b) Applicable discount factors—(1) Cal-
culation of beginning balance. For pur-
poses of section 1023(e) of the 1986 Act, 
a taxpayer discounts unpaid losses as 

of the end of the last taxable year be-
ginning before January 1, 1987— 

(i) By using the same discount fac-
tors that are used in the succeeding 
taxable year to discount unpaid losses 
attributable to the 1987 accident year 
and prior accident years (see section 
1023(e)(2) of the 1986 Act); and 

(ii) By applying those discount fac-
tors as if the 1986 accident year were 
the 1987 accident year. 

(2) Example. The following example il-
lustrates the principles of this para-
graph (b): 

Example. X, a calendar year taxpayer, does 
not make an election in 1987 to use its own 
historical loss payment pattern. When X 
computes discounted unpaid losses for its 
last taxable year beginning before January 1, 
1987, the discount factor for AY+0 published 
in Rev. Rul. 87–34, 1987–1 C.B. 168, must be ap-
plied to unpaid losses attributable to the 1986 
accident year; the discount factor for AY+1 
is applied to unpaid losses attributable to 
the 1985 accident year; etc. 

(c) Rules for determining the amount of 
reserve strengthening (weakening)—(1) In 
general. The amount of reserve 
strengthening (weakening) is the 
amount that is determined under para-
graph (c)(2) or (3) to have been added to 
(subtracted from) an unpaid loss re-
serve in a taxable year beginning in 
1986. For purposes of section 
1023(e)(3)(B) of the 1986 Act, the amount 
of reserve strengthening (weakening) 
must be determined separately for each 
unpaid loss reserve by applying the 
rules of this paragraph (c). This deter-
mination is made without regard to the 
reasonableness of the amount of the 
unpaid loss reserve and without regard 
to the taxpayer’s discretion, or lack 
thereof, in establishing the amount of 
the unpaid loss reserve. The amount of 
reserve strengthening for an unpaid 
loss reserve may not exceed the 
amount of the reserve, including any 
undiscounted strengthening amount, as 
of the end of the last taxable year be-
ginning before January 1, 1987. For pur-
poses of this section, an ‘‘unpaid loss 
reserve’’ is the aggregate of the unpaid 
loss estimate for losses (whether or not 
reported) incurred in an accident year 
of a line of business. 

(2) Accident years after 1985—(i) In gen-
eral. The amount of reserve strength-
ening (weakening) for an unpaid loss 
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reserve for an accident year after 1985 
is the amount by which that reserve at 
the end of the last taxable year begin-
ning in 1986 exceeds (is less than) a hy-
pothetical unpaid loss reserve. 

(ii) Hypothetical unpaid loss reserve. 
For purposes of this paragraph (c)(2), 
the term ‘‘hypothetical unpaid loss re-
serve’’ means a reserve computed for 
losses the estimates of which were in-
cluded, at the end of the last taxable 
year beginning in 1986, in the unpaid 
loss reserve for which reserve strength-
ening (weakening) is being determined. 
The hypothetical unpaid loss reserve 
must be computed using the same as-
sumptions, other than the assumed in-
terest rates in the case of reserves de-
termined on a discounted basis for an-
nual statement reporting purposes, 
that were used to determine the 1985 
accident year reserve, if any, for the 
line of business for which the hypo-
thetical reserve is being computed. If 
there was no 1985 accident year reserve 
for that line of business, the hypo-
thetical unpaid loss reserve is the re-
serve, at the end of the last taxable 
year beginning in 1986, for which re-
serve strengthening (weakening) is 
being determined (and thus there is no 
reserve strengthening or weakening). 

(3) Accident years before 1986—(i) In 
general. For each taxable year begin-
ning in 1986, the amount of reserve 
strengthening (weakening) for an un-
paid loss reserve for an accident year 
before 1986 is the amount by which the 
reserve at the end of that taxable year 
exceeds (is less than)— 

(A) The reserve at the end of the im-
mediately preceding taxable year; re-
duced by 

(B) Claims paid and loss adjustment 
expenses paid (‘‘loss payments’’) in the 
taxable year beginning in 1986 with re-
spect to losses that are attributable to 
the reserve. The amount by which a re-
serve is reduced as a result of reinsur-
ance ceded during a taxable year begin-
ning in 1986 is treated as a loss pay-
ment made in that taxable year. 

(ii) Exceptions. Notwithstanding para-
graph (c)(3)(i) of this section, the 
amount of reserve strengthening 
(weakening) for an unpaid loss reserve 
for an accident year before 1986 does 
not include— 

(A) An amount added to the reserve 
in a taxable year beginning in 1986 as a 
result of a loss reported to the tax-
payer from a mandatory state or fed-
eral assigned risk pool if the amount of 
the loss reported is not discretionary 
with the taxpayer; or 

(B) Payments made with respect to 
reinsurance assumed during a taxable 
year beginning in 1986 or amounts 
added to the reserve to take into ac-
count reinsurance assumed for a line of 
business during a taxable year begin-
ning in 1986, but only to the extent 
that the amount does not exceed the 
amount of a hypothetical reserve for 
the reinsurance assumed. The amount 
of the hypothetical reserve is deter-
mined using the same assumptions 
(other than the assumed interest rates) 
that were used to determine a reserve 
for reinsurance assumed for the line of 
business in a taxable year beginning in 
1985. 

(iii) Certain transactions deemed to be 
reinsurance assumed (ceded) in 1986. For 
purposes of this paragraph (c)(3), rein-
surance assumed (ceded) in a taxable 
year beginning in 1985 is treated as as-
sumed (ceded) during the succeeding 
taxable year if the appropriate unpaid 
loss reserve is not adjusted to take into 
account the reinsurance transaction 
until that succeeding taxable year. 

(d) Section 845. Any reinsurance 
transaction that has as one of its pur-
poses the avoidance of the reserve 
strengthening limitation is subject to 
section 845. 

(e) Treatment of reserve strengthening. 
The fresh start provision of section 
1023(e)(3)(A) of the 1986 Act does not 
apply to the portion of the taxpayer’s 
unpaid losses attributable to reserve 
strengthening. Thus, the difference be-
tween the undiscounted unpaid losses 
attributable to reserve strengthening 
and the discounted unpaid losses at-
tributable to reserve strengthening 
must be included in income and, there-
fore, included in earnings and profits 
for the first taxable year beginning 
after December 31, 1986. The amount 
that a taxpayer must include in income 
for its first taxable year beginning 
after December 31, 1986, as a result of 
reserve strengthening is equal to the 
excess (if any) of— 
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(1) The sum of each amount of re-
serve strengthening multiplied by the 
difference between 100 percent and the 
discount factor that, under paragraph 
(b) of this section, is applicable to the 
unpaid loss reserve which was 
strengthened; over 

(2) The sum of each reserve weak-
ening multiplied by the difference be-
tween 100 percent and the discount fac-
tor that, under paragraph (b) of this 
section, is applicable to the unpaid loss 
reserve which was weakened. 

(f) Examples. The following examples 
illustrate the principles of this section. 
For purposes of these examples, it is 
assumed that the taxpayers are prop-
erty and casualty insurance companies 
that in 1987 did not elect to use their 
own historical loss payment patterns. 

Example 1. (i) As of the end of 1985, X, a cal-
endar year taxpayer, had undiscounted un-
paid losses of $1,000,000 in the workers’ com-
pensation line of business for the 1984 acci-
dent year. The same reserve had 
undiscounted unpaid losses of $900,000 at the 
end of 1986. During 1986, X’s loss payments 
for this reserve were $300,000. Accordingly, 
under paragraph (c)(3)(i) of this section, X 
has a reserve strengthening of $200,000 
($900,000–($1,000,000–$300,000)). 

(ii) This was X’s only reserve strength-
ening or weakening. Thus, under paragraph 
(e) of this section, for 1987 X must include in 
income $54,361.40 ($200,000×(100%¥72.8193%)). 
The factor of 72.8193% is the AY+2 factor 
from the workers’ compensation series of 
discount factors published in Rev. Rul. 87–34, 
1987–1 C.B. 168. 

Example 2. The facts are the same as in Ex-
ample 1, except that X’s 1986 loss payments 
for the reserve were $1,100,000. If only para-
graph (c)(3)(i) of this section were applied, X 
would have a $1,000,000 reserve strengthening 
($900,000–($1,000,000–$1,100,000)). Under para-
graph (c)(1) of this section, however, the 
amount of reserve strengthening for the re-
serve is limited to the amount of the reserve 
at the end of 1986. Accordingly, X has a re-
serve strengthening of $900,000 and for 1987 
must include in income $244,626.30 
($900,000×(100%¥72.1893%)). 

Example 3. (i) As of the end of 1985, Y, a cal-
endar year taxpayer, had undiscounted un-
paid losses of $1,000,000 in the auto physical 
damage line of business for the 1985 accident 
year. The same reserve included 
undiscounted unpaid losses of $600,000 at the 
end of 1986. During 1986, Y had loss payments 
of $300,000 for this line of business. Under 
paragraph (c)(3)(i) of this section Y has a 
$100,000 reserve weakening $600,000– 
($1,000,000–$300,000)). 

(ii) Under paragraph (e) of this section, the 
only effect of the reserve weakening is to re-
duce the amount that Y is required to in-
clude in income as a result of any strength-
ening of another reserve. 

Example 4. The facts are the same as in Ex-
ample 1 except that X also has a $100,000 re-
serve weakening for the 1985 accident year in 
its auto physical damage line of business. 
Under paragraph (b) of this section, the re-
serve discount factor for the reserve is 
93.3400, the AY+1 factor from the auto phys-
ical damage series of discount factors pub-
lished in Rev. Rul. 87–34. Thus, under para-
graph (e) of this section, the amount that X 
is required to include in income in 1987 is re-
duced by $6,660 ($100,000×(100%¥93.3400%)), 
resulting in an amount of $47,761.40 
($54,361.40¥$6,660). 

Example 5. (i) At the end of 1985, Z, a cal-
endar year taxpayer, had undiscounted un-
paid losses of $1,000,000 in the workers’ com-
pensation line of business for the 1984 acci-
dent year. On May 1, 1986, Z ceded $130,000 of 
the reserve to an unrelated reinsurer. Z 
added $250,000 to the 1985 year end reserve to 
take into account workers’ compensation 
risks for the 1984 accident year that Z as-
sumed in a reinsurance transaction on Sep-
tember 1, 1986. Z had $230,000 of 1986 loss pay-
ments related to the 1984 accident year of its 
workers’ compensation line, $60,000 of which 
was attributable to the reinsurance assumed 
by Z. At the end of 1986, Z’s reserve for the 
workers’ compensation line for the 1984 acci-
dent year was $1,100,000. 

(ii) If only paragraph (c)(3)(i) of this sec-
tion were applied, Z would have a $460,000 re-
serve strengthening 
($1,100,000¥($1,000,000¥$230,000¥$130,000)). 
Under paragraph (c)(3)(ii)(B) of this section, 
however, reserve strengthening does not in-
clude the $250,000 that Z added to the reserve 
to take into account the reinsurance as-
sumed. Also, none of the $60,000 of loss pay-
ments attributable to the reinsurance as-
sumed in 1986 are taken into account. Ac-
cordingly, Z has $150,000 of reserve strength-
ening ($460,000–$250,000–$60,000). If this is Z’s 
only reserve strengthening or weakening, 
then the amount that Z must include in in-
come for 1987 under paragraph (e) of this sec-
tion is $40,771.05 ($150,000×(100%¥72.8193%)). 
The factor of 72.8193% is the AY+2 factor 
from the workers’ compensation series of 
discount factors published in Rev. Rul. 87–34. 

Example 6. (i) X was a calendar year tax-
payer before July 1, 1986, the date on which 
X became a member of an affiliated group of 
corporations that files a consolidated return 
with a June 30 year end. Thus, X had two 
taxable years beginning in 1986: a short tax-
able year ending June 30, 1986, and a fiscal 
taxable year ending June 30, 1987. 

(ii) As of the end of 1985, X had 
undiscounted unpaid losses of $800,000 in the 
automobile liability line of business for the 
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1983 accident year. At the end of the short 
taxable year, X had reserves of $700,000 of 
undiscounted unpaid losses, and on June 30, 
1987, had reserves of $600,000 of undiscounted 
unpaid losses. During the short taxable year, 
ending June 30, 1986, X’s loss payments for 
this reserve were $120,000. During the taxable 
year ending June 30, 1987, X’s loss payments 
for this reserve were $180,000. Under para-
graph (c)(3)(i) of this section, X has a $100,000 
reserve strengthening: of which $20,000 
($700,000¥($800,000¥$120,000)) is attributable 
to the short taxable year ending June 30, 1986 
and $80,000 ($600,000¥($700,000¥$180,000)) is 
attributable to the taxable year ending June 
30, 1987. 

(iii) The amount of reserve strengthening 
for this line of business is determined pursu-
ant to the principles of paragraph (c)(2) of 
this section. 

[T.D. 8433, 57 FR 40845, Sept. 8, 1992; 57 FR 
48563, Oct. 27, 1992; 57 FR 57531, Dec. 4, 1992] 

§ 1.846–4 Effective date. 
Sections 1.846–1 through Sections 

1.846–3 apply to taxable years beginning 
after December 31, 1986. 

[T.D. 8433, 57 FR 40847, Sept. 8, 1992] 

§ 1.848–0 Outline of regulations under 
section 848. 

This section lists the paragraphs in 
§§ 1.848–1 through 1.848–3. 

§ 1.848–1 Definitions and special provisions. 

(a) Scope and effective date. 
(b) Specified insurance contract. 
(1) In general. 
(2) Exceptions. 
(i) In general. 
(ii) Reinsurance of qualified foreign con-

tracts. 
(c) Life insurance contract. 
(d) Annuity contract. 
(e) Noncancellable accident and health in-

surance contract. 
(f) Guaranteed renewable accident and 

health insurance contract. 
(g) Combination contract. 
(1) Definition. 
(2) Treatment of premiums on a combina-

tion contract. 
(i) In general. 
(ii) De minimis premiums. 
(3) Example. 
(h) Group life insurance contract. 
(1) In general. 
(2) Group affiliation requirement. 
(i) In general. 
(ii) Employee group. 
(iii) Debtor group. 
(iv) Labor union group. 
(v) Association group. 
(vi) Credit union group. 

(vii) Multiple group. 
(viii) Certain discretionary groups. 
(ix) Employees treated as members. 
(x) Class or classes of a group determined 

without regard to individual health charac-
teristics. 

(A) In general. 
(B) Limitation of coverage based on cer-

tain work and age requirements permissible. 
(3) Premiums determined on a group basis. 
(i) In general. 
(ii) Exception for substandard premium 

rates for certain high risk insureds. 
(iii) Flexible premium contracts. 
(iv) Determination of actual age. 
(4) Underwriting practices used by com-

pany. [Reserved] 
(5) Disqualification of group. 
(i) In general. 
(ii) Exception for de minimis failures. 
(6) Supplemental life insurance coverage. 
(7) Special rules relating to the payment of 

proceeds. 
(i) Contracts issued to a welfare benefit 

fund. 
(ii) Credit life insurance contracts. 
(iii) ‘‘Organization or association’’ limited 

to the sponsor of the contract or the group 
policyholder. 

(i) General deductions. 

§ 1.848–2 Determination of net premiums. 

(a) Net premiums. 
(1) In general. 
(2) Separate determination of net pre-

miums for certain reinsurance agreements. 
(b) Gross amount of premiums and other 

consideration. 
(1) General rule. 
(2) Items included. 
(3) Treatment of premium deposits. 
(i) In general. 
(ii) Amounts irrevocably committed to the 

payment of premiums. 
(iii) Retired lives reserves. 
(4) Deferred and uncollected premiums. 
(c) Policy exchanges. 
(1) General rule. 
(2) External exchanges. 
(3) Internal exchanges resulting in fun-

damentally different contracts. 
(i) In general. 
(ii) Certain modifications treated as not 

changing the mortality, morbidity, interest, 
or expense guarantees. 

(iii) Exception for contracts restructured 
by a court supervised rehabilitation or simi-
lar proceeding. 

(4) Value of the contract. 
(i) In general. 
(ii) Special rule for group term life insur-

ance contracts. 
(iii) Special rule for certain policy en-

hancement and update programs. 
(A) In general. 
(B) Policy enhancement or update program 

defined. 

VerDate Aug<31>2005 10:11 May 01, 2006 Jkt 208090 PO 00000 Frm 00819 Fmt 8010 Sfmt 8010 Y:\SGML\208090.XXX 208090



810 

26 CFR Ch. I (4–1–06 Edition) § 1.848–0 

(5) Example. 
(d) Amounts excluded from the gross 

amount of premiums and other consider-
ation. 

(1) In general. 
(2) Amounts received or accrued from a 

guaranty association. 
(3) Exclusion not to apply to dividend accu-

mulations. 
(e) Return premiums. 
(f) Net consideration for a reinsurance 

agreement. 
(1) In general. 
(2) Net consideration determined by a 

ceding company. 
(i) In general. 
(ii) Net negative and net positive consider-

ation. 
(3) Net consideration determined by the re-

insurer. 
(i) In general. 
(ii) Net negative and net positive consider-

ation. 
(4) Timing consistency required. 
(5) Modified coinsurance and funds-with-

held reinsurance agreements. 
(i) In general. 
(ii) Special rule for certain funds-withheld 

reinsurance agreements. 
(6) Treatment of retrocessions. 
(7) Mixed reinsurance agreements. 
(8) Treatment of policyholder loans. 
(9) Examples. 
(g) Reduction in the amount of net nega-

tive consideration to ensure consistency of 
capitalization for reinsurance agreements. 

(1) In general. 
(2) Application to reinsurance agreements 

subject to the interim rules. 
(3) Amount of reduction. 
(4) Capitalization shortfall. 
(5) Required capitalization amount. 
(i) In general. 
(ii) Special rule with respect to net nega-

tive consideration. 
(6) General deductions allocable to reinsur-

ance agreements. 
(7) Allocation of capitalization shortfall 

among reinsurance agreements. 
(8) Election to determine specified policy 

acquisition expenses for an agreement with-
out regard to general deductions limitation. 

(i) In general. 
(ii) Manner of making election. 
(iii) Election statement. 
(iv) Effect of election. 
(9) Examples. 
(h) Treatment of reinsurance agreements 

with parties not subject to U.S. taxation. 
(1) In general. 
(2) Agreements to which this paragraph (h) 

applies. 
(i) In general. 
(ii) Parties subject to U.S. taxation. 
(A) In general. 
(B) Effect of a closing agreement. 

(3) Election to separately determine the 
amounts required to be capitalized for rein-
surance agreements with parties not subject 
to U.S. taxation. 

(i) In general. 
(ii) Manner of making the election. 
(4) Amount taken into account for pur-

poses of determining specified policy acquisi-
tion expenses. 

(5) Net foreign capitalization amount. 
(i) In general. 
(ii) Foreign capitalization amounts by cat-

egory. 
(6) Treatment of net negative foreign cap-

italization amount. 
(i) Applies as a reduction to previously 

capitalized amounts. 
(ii) Carryover of remaining net negative 

foreign capitalization amount. 
(7) Reduction of net positive foreign cap-

italization amount by carryover amounts al-
lowed. 

(8) Examples. 
(i) Carryover of excess negative capitaliza-

tion amount. 
(1) In general. 
(2) Excess negative capitalization amount. 
(3) Treatment of excess negative capital-

ization amount. 
(4) Special rule for the treatment of an ex-

cess negative capitalization amount of an in-
solvent company. 

(i) When applicable. 
(ii) Election to forego carryover of excess 

negative capitalization amount. 
(iii) Amount of reduction to the excess 

negative capitalization amount and specified 
policy acquisition expenses. 

(iv) Manner of making election. 
(v) Presumptions relating to the insol-

vency of an insurance company undergoing a 
court supervised rehabilitation or similar 
state proceeding. 

(vi) Example. 
(j) Ceding commissions with respect to re-

insurance of contracts other than specified 
insurance contracts. 

(k) Effective dates. 
(1) In general. 
(2) Reduction in the amount of net nega-

tive consideration to ensure consistency of 
capitalization for reinsurance agreements. 

(3) Net consideration rules. 
(4) Determination of the date on which a 

reinsurance agreement is entered into. 
(5) Special rule for certain reinsurance 

agreements with parties not subject to U.S. 
taxation. 

(6) Carryover of excess negative capitaliza-
tion amount. 

§ 1.848–3 Interim rules for certain reinsurance 
agreements. 

(a) Scope and effective dates. 
(b) Interim rules. 
(c) Adjustments and special rules. 
(1) Assumption reinsurance. 
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(2) Reimbursable dividends. 
(3) Ceding commissions. 
(i) In general. 
(ii) Amount of ceding commission. 
(4) Termination payments. 
(5) Modified coinsurance agreements. 
(d) Examples. 

[T.D. 8456, 57 FR 61818, Dec. 29, 1992] 

§ 1.848–1 Definitions and special provi-
sions. 

(a) Scope and effective date. The defi-
nitions and special provisions in this 
section apply solely for purposes of de-
termining specified policy acquisition 
expenses under section 848 of the Inter-
nal Revenue Code, this section, and 
§§ 1.848–2 and 1.848–3. Unless otherwise 
specified, the rules of this section are 
effective for the taxable years of an in-
surance company beginning after No-
vember 14, 1991. 

(b) Specified insurance contract—(1) In 
general. A ‘‘specified insurance con-
tract’’ is any life insurance contract, 
annuity contract, noncancellable or 
guaranteed renewable accident and 
health insurance contract, or combina-
tion contract. A reinsurance agreement 
that reinsures the risks under a speci-
fied insurance contract is treated in 
the same manner as the reinsured con-
tract. 

(2) Exceptions—(i) In general. A ‘‘spec-
ified insurance contract’’ does not in-
clude any pension plan contract (as de-
fined in section 818(a)), flight insurance 
or similar contract, or qualified foreign 
contract (as defined in section 
807(e)(4)). 

(ii) Reinsurance of qualified foreign 
contracts. The exception for qualified 
foreign contracts does not apply to re-
insurance agreements that reinsure 
qualified foreign contracts. 

(c) Life insurance contract. A ‘‘life in-
surance contract’’ is any contract— 

(1) Issued after December 31, 1984, 
that qualifies as a life insurance con-
tract under section 7702(a) (including 
an endowment contract as defined in 
7702(h)); or 

(2) Issued prior to January 1, 1985, if 
the premiums on the contract are re-
ported as life insurance premiums on 
the insurance company’s annual state-
ment (or could be reported as life in-
surance premiums if the company were 
required to file the annual statement 

for life and accident and health compa-
nies). 

(d) Annuity contract. An ‘‘annuity 
contract’’ is any contract (other than a 
life insurance contract as defined in 
paragraph (c) of this section) if 
amounts received under the contract 
are subject to the rules in section 72(b) 
or section 72(e) (determined without re-
gard to section 72(u)). The term ‘‘an-
nuity contract’’ also includes a con-
tract that is a qualified funding asset 
under section 130(d). 

(e) Noncancellable accident and health 
insurance contract. The term 
‘‘noncancellable accident and health 
insurance contract’’ has the same 
meaning for purposes of section 848 as 
the term has for purposes of section 
816(b). 

(f) Guaranteed renewable accident and 
health insurance contract. The term 
‘‘guaranteed renewable accident and 
health insurance contract’’ has the 
same meaning for purposes of section 
848 as the term has for purposes of sec-
tion 816(e). 

(g) Combination contract—(1) Defini-
tion. A ‘‘combination contract’’ is a 
contract (other than a contract de-
scribed in section 848(e)(3)) that pro-
vides two or more types of insurance 
coverage, at least one of which if of-
fered separately would be a life insur-
ance contract, an annuity contract, or 
a noncancellable or guaranteed renew-
able accident and health insurance con-
tract. 

(2) Treatment of premiums on a com-
bination contract—(i) In general. If the 
premium allocable to each type of in-
surance coverage is separately stated 
on the insurance company’s annual 
statement (or could be separately stat-
ed if the insurance company were re-
quired to file the annual statement for 
life and accident and health compa-
nies), the premium allocable to each 
type of insurance coverage in a com-
bination contract is subject to the cap-
italization rate, if any, that would 
apply if that coverage was provided in 
a separate contract. If the premium al-
locable to each type of insurance cov-
erage in a combination contract is not 
separately stated, the entire premium 
is subject to the highest capitalization 
percentage applicable to any of the 
coverages provided. 
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(ii) De minimis premiums. For purposes 
of this paragraph (g)(2)— 

(A) A de minimis premium is not re-
quired to be separately stated; 

(B) In determining the highest cap-
italization percentage applicable to a 
combination contract, the coverage to 
which a de minimis premium is allo-
cable is disregarded; 

(C) If the separate statement require-
ment of this paragraph (g)(2) is satis-
fied, a de minimis premium is treated 
in accordance with its characterization 
on the insurance company’s annual 
statement; and 

(D) Whether a premium for an insur-
ance coverage is de minimis is deter-
mined by comparing that premium 
with the aggregate of the premiums for 
the combination contract. A premium 
that is not more than 2 percent of the 
premium for the entire contract is con-
sidered de minimis. Whether a pre-
mium that is more than 2 percent is de 
minimis is determined based on all the 
facts and circumstances. 

(3) Example. The principles of this 
paragraph (g) are illustrated by the fol-
lowing example. 

Example. A life insurance company (L1) 
issues a contract to an employer (X) which 
provides cancellable accident and health in-
surance coverage and group term life insur-
ance coverage to X’s employees. L1 charges a 
premium of $1,000 for the contract, $950 of 
which is attributable to the cancellable acci-
dent and health insurance coverage and $50 
of which is attributable to the group term 
life insurance coverage. On its annual state-
ment, L1 reports the premiums attributable 
to the accident and health insurance cov-
erage separately from the premiums attrib-
utable to the group term life insurance cov-
erage. The contract issued by L1 is a com-
bination contract as defined in paragraph 
(g)(1) of this section. Pursuant to paragraph 
(g)(2)(i) of this section, only the premiums 
attributable to the group term life insurance 
coverage ($50) are subject to the provisions of 
section 848. The premiums attributable to 
the cancellable accident and health insur-
ance coverage ($950) are not subject to the 
provisions of section 848. 

(h) Group life insurance contract—(1) 
In general. A life insurance contract (as 
defined in paragraph (c) of this section) 
is group life insurance contract if— 

(i) The contract is a group life insur-
ance contract under the applicable law; 

(ii) The coverage is provided under a 
master contract issued to the group 

policyholder, which may be a trust, 
trustee, or agent; 

(iii) The premiums on the contract 
are reported either as group life insur-
ance premiums or credit life insurance 
premiums on the insurance company’s 
annual statement (or could be reported 
as group life insurance premiums or 
credit life insurance premiums if the 
company were required to file the an-
nual statement for life and accident 
and health companies); 

(iv) The group affiliation require-
ment of paragraph (h)(2) of this section 
is satisfied; 

(v) The premiums on the contract are 
determined on a group basis within the 
meaning of paragraph (h)(3) of this sec-
tion; and 

(vi) The proceeds of the contract are 
not payable to or for the benefit of the 
insured’s employer, an organization or 
association to which the insured be-
longs, or other similar person. (See 
paragraph (h)(7) of this section for spe-
cial rules that apply in determining if 
this requirement is satisfied.) 

(2) Group affiliation requirement—(i) In 
general. The group affiliation require-
ment of section 848(e)(2)(A) and this 
paragraph (h)(2) is satisfied only if all 
of the individuals eligible for coverage 
under the contract constitute a group 
described in paragraphs (h)(2) (ii) 
through (viii) of this section. 

(ii) Employee group. An employee 
group consists of all of the employees 
(including statutory employees within 
the meaning of section 3121(d)(3) and 
individuals who are treated as em-
ployed by a single employer under sec-
tion 414 (b), (c), or (m)), or any class or 
classes thereof within the meaning of 
paragraph (h)(2)(x) of this section, of an 
employer. For this purpose, the term 
‘‘employee’’ includes— 

(A) A retired or former employee; 
(B) The sole proprietor, if the em-

ployer is a sole proprietorship; 
(C) A partner of the partnership, if 

the employer is a partnership; 
(D) A director of the corporation, if 

the employer is a corporation; and 
(E) An elected or appointed official of 

the public body, if the employer is a 
public body. 

(iii) Debtor group. A debtor group con-
sists of all of the debtors, or any class 
or classes thereof within the meaning 
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of paragraph (h)(2)(x) of this section, of 
a creditor. For this purpose, the term 
‘‘debtor’’ includes a borrower of money 
or purchaser or lessee of goods, serv-
ices, or property for which payment is 
arranged through a credit transaction. 

(iv) Labor union group. A labor union 
group consists of all of the members, or 
any class or classes thereof within the 
meaning of paragraph (h)(2)(x) of this 
section, of a labor union or similar em-
ployee organization. 

(v) Association group. An association 
group consists of all of the members, or 
any class or classes thereof within the 
meaning of paragraph (h)(2)(x) of this 
section, of an association that, at the 
time the master contract is issued— 

(A) Is organized and maintained for 
purposes other than obtaining insur-
ance; 

(B) Has been in active existence for 
at least two years (including, in the 
case of a merged or successor associa-
tion, the years of active existence of 
any predecessor association); and 

(C) Has at least 100 members. 
(vi) Credit union group. A credit union 

group consists of all of the members or 
borrowers, or any class or classes 
thereof within the meaning of para-
graph (h)(2)(x) of this section, of a cred-
it union. 

(vii) Multiple group. A multiple group 
consists of two or more groups from 
any single category described in para-
graphs (h)(2) (ii) through (vi) of this 
section. A multiple group may not in-
clude two or more groups from dif-
ferent categories described in para-
graph (h)(2) (ii) through (vi) of this sec-
tion. 

(viii) Certain discretionary groups. 
Provided that the contract otherwise 
satisfies the requirements of paragraph 
(h)(1) of this section, a contract issued 
to one of the following discretionary 
groups is treated as satisfying the 
group affiliation requirement of this 
paragraph (h)(2)— 

(A) A contract issued to a group con-
sisting of students of one or more uni-
versities or other educational institu-
tions; 

(B) A contract issued to a group con-
sisting of members or former members 
of the U.S. Armed Forces; 

(C) A contract issued to a group of in-
dividuals for the payment of future fu-
neral expenses; and 

(D) A contract issued to any other 
discretionary group as specified by the 
Commissioner in subsequent guidance 
published in the Internal Revenue Bul-
letin. (See § 601.601(d)(2)(ii)(b) of this 
chapter.) 

(ix) Employees treated as members. In 
determining whether the group affili-
ation requirement of paragraph (h)(2) 
of this section is satisfied, the employ-
ees of a labor union, credit union, or 
association may be treated as members 
of a labor union group, a credit union 
group, or an association group, respec-
tively. 

(x) Class or classes of a group deter-
mined without regard to individual health 
characteristics—(A) In general. A class 
or classes of a group described in para-
graphs (h)(2) (ii) through (viii) of this 
section may be determined using any 
reasonable characteristics (for exam-
ple, amount of insurance, location, or 
occupation) other than individual 
health characteristics. The employees 
of a single employer covered under a 
policy issued to a multi-employer trust 
are considered a class of a group de-
scribed in paragraph (h)(2)(ii) of this 
section. 

(B) Limitation of coverage based on cer-
tain work and age requirements permis-
sible. A limitation of coverage under a 
group contract to persons who are ac-
tively at work or of a pre-retirement 
age (for example, age 65 or younger) is 
not treated as based on individual 
health characteristics. 

(3) Premiums determined on a group 
basis—(i) In general. Premiums for a 
contract are determined on a group 
basis for purposes of section 848(e)(2)(B) 
and this paragraph (h) only if the pre-
mium charged by the insurance com-
pany for each member of the group (or 
any class thereof) is determined on the 
basis of the same rates for the cor-
responding amount of coverage (for ex-
ample, per $1,000 of insurance) or on 
the basis of rates which differ only be-
cause of the gender, smoking habits, or 
age of the member. 

(ii) Exception for substandard premium 
rates for certain high risk insureds. Any 
difference in premium rates is dis-
regarded for purposes of this paragraph 
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(h)(3) if the difference is charged for an 
individual who was accepted for cov-
erage at a substandard rate prior to 
January 1, 1993. 

(iii) Flexible premium contracts. In the 
case of a group universal life insurance 
contract, the identical premium re-
quirement is satisfied if the premium 
rates used by the insurance company in 
determining the periodic mortality 
charges applied to the policy account 
value of any member insured by the 
contract differ from those of other 
members (within the same class) only 
because of the gender, smoking habits, 
or age of the member. 

(iv) Determination of actual age. For 
purposes of this paragraph (h)(3), deter-
minations of actual age may be made 
using any reasonable method, provided 
that this method is applied consist-
ently for all members of the group. 

(4) Underwriting practices used by com-
pany. [Reserved] 

(5) Disqualification of group—(i) In 
general. Except as otherwise provided 
in this paragraph (h)(5), if the require-
ments of paragraphs (h)(1), (2), and (3) 
of this section are not satisfied with re-
spect to one or more members of the 
group, or of a class within a group 
(within the meaning of paragraph 
(h)(2)(x) of this section), the premiums 
for the entire group (or class) are treat-
ed as individual life insurance pre-
miums. 

(ii) Exception for de minimis failures. If 
the requirements of paragraphs (h) (1), 
(2), or (3) of this section are not satis-
fied with respect to one or more mem-
bers of the group (or class), but the 
sum of the premiums charged by the 
insurance company for those individ-
uals is no more than 5 percent of the 
aggregate premiums for the group (or 
class), only the premiums charged for 
those individuals are treated as pre-
miums for an individual life insurance 
contract. 

(6) Supplemental life insurance cov-
erage. For purposes of determining 
whether the requirement in paragraph 
(h)(3)(i) of this section is satisfied, any 
supplemental life insurance coverage 
(including optional coverage for mem-
bers of the group, their spouses, or 
their dependent children) is (or is 
treated as) a separate contract. In de-
termining whether the group affili-

ation requirement of paragraph (h)(2) 
of this section is satisfied for the sup-
plemental coverage, a member’s spouse 
and dependent children are treated as 
members of the group if they are eligi-
ble for coverage. 

(7) Special rules relating to the payment 
of proceeds. The following rules apply 
for purposes of section 848(e)(2) and 
paragraph (h)(1)(vi) of this section. 

(i) Contracts issued to a welfare benefit 
fund. If a contract issued to a welfare 
benefit fund (as defined in section 419) 
provides for payment of proceeds to the 
welfare benefit fund, the proceeds of 
the contract are not considered pay-
able to or for the benefit of the in-
sured’s employer, an organization or 
association to which the insured be-
longs, or other similar person, provided 
the proceeds are paid as benefits to the 
employee or the employee’s bene-
ficiary. 

(ii) Credit life insurance contracts. If a 
credit life insurance contract provides 
for payment of proceeds to the in-
sured’s creditor, the proceeds of the 
contract are not treated as payable to 
or for the benefit of the insured’s em-
ployer, an organization or association 
to which the insured belongs, or other 
similar person, provided the proceeds 
are applied against an outstanding in-
debtedness of the insured. 

(iii) ‘‘Organization or association’’ lim-
ited to the sponsor of the contract or the 
group policyholder. The term ‘‘organi-
zation or association’’ means the orga-
nization or association that is either 
the sponsor of the contract or the 
group policyholder. 

(i) General deductions. The term 
‘‘general deductions’’ is defined in sec-
tion 848(c)(2). An insurance company 
determines its general deductions for 
the taxable year without regard to 
amounts capitalized or amortized 
under section 848(a). The amount of a 
company’s general deductions is also 
determined without regard to the rules 
of § 1.848–2(f), which apply only for pur-
poses of determining net consideration 
for reinsurance agreements. 

[T.D. 8456, 57 FR 61819, Dec. 29, 1992; 58 FR 
9245, Feb. 19, 1993] 
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§ 1.848–2 Determination of net pre-
miums. 

(a) Net premiums—(1) In general. An 
insurance company must use the ac-
crual method of accounting (as pre-
scribed by section 811(a)(1)) to deter-
mine the net premiums with respect to 
each category of specified insurance 
contracts. With respect to any cat-
egory of contracts, net premiums 
means— 

(i) The gross amount of premiums 
and other consideration (see paragraph 
(b) of this section); reduced by 

(ii) The sum of— 
(A) The return premiums (see para-

graph (e) of this section); and 
(B) The net negative consideration 

for a reinsurance agreement (other 
than an agreement described in para-
graph (h)(2) of this section). See para-
graphs (f) and (g) of this section for 
rules relating to the determination of 
net negative consideration. 

(2) Separate determination of net pre-
miums for certain reinsurance agreements. 
Net premiums with respect to reinsur-
ance agreements for which an election 
under paragraph (h)(3) of this section 
has been made (certain reinsurance 
agreements with parties not subject to 
United States taxation) are treated 
separately and are subject to the rules 
of paragraph (h) of this section. 

(b) Gross amount of premiums and other 
consideration—(1) General rule. The term 
‘‘gross amount of premiums and other 
consideration’’ means the sum of— 

(i) All premiums and other consider-
ation (other than amounts on reinsur-
ance agreements); and 

(ii) The net positive consideration for 
any reinsurance agreement (other than 
an agreement for which an election 
under paragraph (h)(3) of this section 
has been made). 

(2) Items included. The gross amount 
of premiums and other consideration 
includes— 

(i) Advance premiums; 
(ii) Amounts in a premium deposit 

fund or similar account, to the extent 
provided in paragraph (b)(3) of this sec-
tion; 

(iii) Fees; 
(iv) Assessments; 
(v) Amounts that the insurance com-

pany charges itself representing pre-
miums with respect to benefits for its 

employees (including full-time life in-
surance salesmen treated as employees 
under section 7701(a)(20)); and 

(vi) The value of a new contract 
issued in an exchange described in 
paragraph (c)(2) or (c)(3) of this section. 

(3) Treatment of premium deposits—(i) 
In general. An amount in a premium de-
posit fund or similar account is taken 
into account in determining the gross 
amount of premiums and other consid-
eration at the earlier of the time that 
the amount is applied to, or irrev-
ocably committed to, the payment of a 
premium on a specified insurance con-
tract. If an amount is irrevocably com-
mitted to the payment of a premium 
on a specified insurance contract, then 
neither that amount nor any earnings 
allocable to that amount are included 
in the gross amount of premiums and 
other consideration when applied to 
the payment of a premium on the same 
contract. 

(ii) Amounts irrevocably committed to 
the payment of premiums. Except as pro-
vided in paragraph (b)(3)(iii) of this sec-
tion, an amount in a premium deposit 
fund or similar account is irrevocably 
committed to the payment of pre-
miums on a contract only if neither 
the amount nor any earnings allocable 
to that amount may be— 

(A) Returned to the policyholder or 
any other person (other than on sur-
render of the contract); or 

(B) Used by the policyholder to fund 
another contract. 

(iii) Retired lives reserves. Premiums 
received by an insurance company 
under a retired lives reserve arrange-
ment are treated as irrevocably com-
mitted to the payment of premiums on 
a specified insurance contract. 

(4) Deferred and uncollected premiums. 
The gross amount of premiums and 
other consideration does not include 
deferred and uncollected premiums. 

(c) Policy exchanges—(1) General rule. 
Except as otherwise provided in this 
paragraph (c), an exchange of insurance 
contracts (including a change in the 
terms of a specified insurance con-
tract) does not result in any amount 
being included in the gross amount of 
premiums and other consideration. 

(2) External exchanges. If a contract is 
exchanged for a specified insurance 
contract issued by another insurance 
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company, the company that issues the 
new contract must include the value of 
the new contract in the gross amount 
of premiums and other consideration. 

(3) Internal exchanges resulting in fun-
damentally different contracts—(i) In 
general. If a contract is exchanged for a 
specified insurance contract issued by 
the same insurance company that 
issued the original contract, the com-
pany must include the value of the new 
contract in the gross amount of pre-
miums and other consideration if the 
new contract— 

(A) Relates to a different category of 
specified insurance contract than the 
original contract; 

(B) Does not cover the same insured 
as the original contract; or 

(C) Changes the interest, mortality, 
morbidity, or expense guarantees with 
respect to the nonforfeiture benefits 
provided in the original contract. 

(ii) Certain modifications treated as not 
changing the mortality, morbidity, inter-
est, or expense guarantees. For purposes 
of paragraph (c)(3)(i)(C) of this section, 
the following items are not treated as 
changing the interest, mortality, mor-
bidity, or expense guarantees with re-
spect to the nonforfeiture benefits pro-
vided in the contract— 

(A) A change in a temporary guar-
antee with respect to the amounts to 
be credited as interest to the policy-
holder’s account, or charged as mor-
tality, morbidity, or expense charges, 
if the new guarantee applies for a pe-
riod of ten years or less; 

(B) The determination of benefits on 
annuitization using rates which are 
more favorable to the policyholder 
than the permanently guaranteed 
rates; and 

(C) Other items as specified by the 
Commissioner in subsequent guidance 
published in the Internal Revenue Bul-
letin. 

(iii) Exception for contracts restruc-
tured by a court supervised rehabilitation 
or similar proceeding. No amount is in-
cluded in the gross amount of pre-
miums and other consideration with 
respect to any change made to the in-
terest, mortality, morbidity, or ex-
pense guarantees with respect to the 
nonforfeiture benefits of contracts of 
an insurance company that is the sub-
ject of a rehabilitation, conservator-

ship, insolvency, or similar state pro-
ceeding. This treatment applies only if 
the change— 

(A) Occurs as part of the rehabilita-
tion, conservatorship, insolvency, or 
similar state proceeding; and 

(B) Is approved by the state court, 
the state insurance department, or 
other state official with authority to 
act in the rehabilitation, conservator-
ship, insolvency, or similar state pro-
ceeding. 

(4) Value of the contract—(i) In gen-
eral. For purposes of paragraph (c)(2) or 
(c)(3) of this section, the value of the 
new contract is established through 
the most recent sale by the company of 
a comparable contract. If the value of 
the new contract is not readily ascer-
tainable, the value may be approxi-
mated by using the interpolated ter-
minal reserve of the original contract 
as of the date of the exchange. 

(ii) Special rule for group term life in-
surance contracts. In the case of any ex-
change involving a group term life in-
surance contract without cash value, 
the value of the new contract is 
deemed to be zero. 

(iii) Special rule for certain policy en-
hancement and update programs—(A) In 
general. If the interest, mortality, mor-
bidity, or expense guarantees with re-
spect to the nonforfeiture benefits of a 
specified insurance contract are 
changed pursuant to a policy enhance-
ment or update program, the value of 
the contract included in the gross 
amount of premiums and other consid-
eration equals 30 percent of the value 
determined under paragraph (c)(4) of 
this section. 

(B) Policy enhancement or update pro-
gram defined. For purposes of paragraph 
(c)(4)(iii)(A) of this section, a policy en-
hancement or update program means 
any offer or commitment by the insur-
ance company to all of the policy-
holders holding a particular policy 
form to change the interest, mortality, 
morbidity, or expense guarantees used 
to determine the contract’s nonfor-
feiture benefits. 

(5) Example. The principles of this 
paragraph (c) are illustrated by the fol-
lowing example. 

Example. (i) An individual (A) owns a life 
insurance policy issued by a life insurance 
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company (L1). On January 1, 1993, A pur-
chases additional term insurance for $250, 
which is added as a rider to A’s life insurance 
policy. The purchase of the additional term 
insurance does not change the interest mor-
tality, morbidity, or expense guarantees 
with respect to the nonforfeiture benefits 
provided by A’s life insurance policy. 

(ii) A’s purchase of the term insurance 
rider is not considered to result in a fun-
damentally different contract under para-
graph (c)(3) of this section because the addi-
tion of the rider did not change the interest, 
mortality, morbidity, or expense guarantees 
with respect to the nonforfeiture values of 
A’s original life insurance policy. Therefore, 
L1 includes only the $250 received from A in 
the gross amount of premiums and other 
consideration. 

(d) Amounts excluded from the gross 
amount of premiums and other consider-
ation—(1) In general. The following 
items are not included in the gross 
amount of premiums and other consid-
eration— 

(i) Items treated by section 808(e) as 
policyholder dividends that are paid to 
the policyholder and immediately re-
turned to the insurance company as a 
premium on the same contract that 
generated the dividends, including— 

(A) A policyholder dividend applied 
to pay a premium under the contract 
that generated the dividend; 

(B) Excess interest accumulated 
within the contract; 

(C) A policyholder dividend applied 
for additional coverage (for example, a 
paid-up addition, extension of the pe-
riod for which insurance protection is 
provided, or reduction of the period for 
which premiums are paid) on the con-
tract that generated the dividend; 

(D) A policyholder dividend applied 
to reduce premiums otherwise payable 
on the contract that generated the div-
idend; 

(E) An experience-rated refund ap-
plied to pay a premium on the group 
contract that generated the refund; 
and 

(F) An experience-rated refund ap-
plied to a premium stabilization re-
serve held with respect to the group 
contract that generated the refund; 

(ii) Premiums waived as a result of 
the disability of an insured or the dis-
ability or death of a premium payor; 

(iii) Premiums considered to be paid 
on a contract as the result of a partial 
surrender or withdrawal from the con-

tract, or as a result of the surrender or 
withdrawal of a paid-up addition pre-
viously issued with respect to the same 
contract; and 

(iv) Amounts treated as premiums 
upon the selection by a policyholder or 
by a beneficiary of a settlement option 
provided in a life insurance contract. 

(2) Amounts received or accrued from a 
guaranty association. Amounts received 
or accrued from a guaranty association 
relating to an insurance company that 
is subject to an insolvency, delin-
quency, conservatorship, rehabilita-
tion, or similar proceeding are not in-
cluded in the gross amount of pre-
miums and other consideration. 

(3) Exclusion not to apply to dividend 
accumulations. For purposes of section 
848(d)(3) and paragraph (d)(1) of this 
section, amounts applied from a divi-
dend accumulation account to pay pre-
miums on a specified insurance con-
tract are not amounts treated as paid 
to, and immediately returned by, the 
policyholder. 

(e) Return premiums. For purposes of 
section 848(d)(1)(B) and this section, re-
turn premiums do not include policy-
holder dividends (as defined in section 
808), claims or benefits payments, or 
amounts returned to another insurance 
company under a reinsurance agree-
ment. For the treatment of amounts 
returned to another insurance com-
pany under a reinsurance agreement, 
see paragraph (f) of this section. 

(f) Net consideration for a reinsurance 
agreement—(1) In general. For purposes 
of section 848, the ceding company and 
the reinsurer must treat amounts aris-
ing from the reinsurance of a specified 
insurance contract consistently in de-
termining their net premiums. See 
paragraph (g) of this section for re-
strictions on the amount of the net 
negative consideration for any reinsur-
ance agreement that may be taken into 
account. See paragraph (h) of this sec-
tion for special rules applicable to rein-
surance agreements with parties not 
subject to United States taxation. 

(2) Net consideration determined by a 
ceding company—(i) In general. The net 
consideration determined by a ceding 
company for a reinsurance agreement 
equals— 
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(A) The gross amount incurred by the 
reinsurer with respect to the reinsur-
ance agreement, including any ceding 
commissions, annual allowances, reim-
bursements of claims and benefits, 
modified coinsurance reserve adjust-
ments under paragraph (f)(5) of this 
section, experience-rated adjustments, 
and termination payments; less 

(B) The gross amount of premiums 
and other consideration incurred by 
the ceding company with respect to the 
reinsurance agreement. 

(ii) Net negative and net positive con-
sideration. If the net consideration is 
less than zero, the ceding company has 
net negative consideration for the rein-
surance agreement. If the net consider-
ation is greater than zero, the ceding 
company has net positive consideration 
for the reinsurance agreement. 

(3) Net consideration determined by the 
reinsurer—(i) In general. The net consid-
eration determined by a reinsurer for a 
reinsurance agreement equals— 

(A) The amount described in para-
graph (f)(2)(i)(B) of this section; less 

(B) The amount described in para-
graph (f)(2)(i)(A) of this section. 

(ii) Net negative and net positive con-
sideration. If the net consideration is 
less than zero, the reinsurer has net 
negative consideration for the reinsur-
ance agreement. If the net consider-
ation is greater than zero, the rein-
surer has net positive consideration for 
the reinsurance agreement. 

(4) Timing consistency required. For 
purposes of determining the net consid-
eration of a party for a reinsurance 
agreement, an income or expense item 
is taken into account for the first tax-
able year for which the item is required 
to be taken into account by either 
party. Thus, the ceding company and 
the reinsurer must take the item into 
account for the same taxable year (or 
for the same period if the parties have 
different taxable years). 

(5) Modified coinsurance and funds- 
withheld reinsurance agreements—(i) In 
general. In the case of a modified coin-
surance or funds-withheld reinsurance 
agreement, the net consideration for 
the agreement includes the amount of 
any payments or reserve adjustments, 
as well as any related loan trans-
actions between the ceding company 
and the reinsurer. The amount of any 

investment income transferred be-
tween the parties as the result of a re-
serve adjustment or loan transaction is 
treated as an item of consideration 
under the reinsurance agreement. 

(ii) Special rule for certain funds-with-
held reinsurance agreements. In the case 
of a funds-withheld reinsurance agree-
ment that is entered into after Novem-
ber 14, 1991, but before the first day of 
the first taxable year beginning after 
December 31, 1991, and is terminated 
before January 1, 1995, the parties’ net 
consideration in the year of termi-
nation must include the amount of the 
original reserve for any reinsured spec-
ified insurance contract that, in apply-
ing the provisions of subchapter L, was 
treated as premiums and other consid-
eration incurred for reinsurance for the 
taxable year in which the agreement 
became effective. 

(6) Treatment of retrocessions. For pur-
poses of this paragraph (f), a retroces-
sion agreement is treated as a separate 
reinsurance agreement. The party that 
is relieved of liability under a retroces-
sion agreement is treated as the ceding 
company. 

(7) Mixed reinsurance agreement. If a 
reinsurance agreement includes more 
than one category of specified insur-
ance contracts (or specified insurance 
contracts and contracts that are not 
specified insurance contracts), the por-
tion of the agreement relating to each 
category of reinsured specified insur-
ance contracts is treated as a separate 
agreement. The portion of the agree-
ment relating to reinsured contracts 
that are not specified insurance con-
tracts is similarly treated as a separate 
agreement. 

(8) Treatment of policyholder loans. For 
purposes of determining the net consid-
eration under a reinsurance agreement, 
the transfer of a policyholder loan re-
ceivable is treated as an item of con-
sideration under the agreement. The 
interest credited with respect to a pol-
icyholder loan receivable is treated as 
investment income earned directly by 
the party holding the receivable. The 
amounts taken into account as claims 
and benefit reimbursements under the 
agreement must be determined without 
reduction for the policyholder loan. 

VerDate Aug<31>2005 10:11 May 01, 2006 Jkt 208090 PO 00000 Frm 00828 Fmt 8010 Sfmt 8010 Y:\SGML\208090.XXX 208090



819 

Internal Revenue Service, Treasury § 1.848–2 

(9) Examples. The principles of this 
paragraph (f) are illustrated by the fol-
lowing examples. 

Example 1. On July 1, 1992, a life insurance 
company (L1) transfers a block of individual 
life insurance contracts to an unrelated life 
insurance company (L2) under an agreement 
whereby L2 becomes solely liable to the pol-
icyholders under the contracts reinsured. L1 
and L2 are calendar year taxpayers. Under 
the assumption reinsurance agreement, L1 
agrees to pay L2 $100,000 for assuming the 
life insurance contracts, and L2 agrees to 
pay L1 a $17,000 ceding commission. Under 
paragraph (f)(2) of this section, L1 has net 
negative consideration of ($83,000) ($17,000 
ceding commission incurred by L2—$100,000 
incurred by L1 for reinsurance). Under para-
graph (f)(3) of this section, L2 has net posi-
tive consideration of $83,000. Under para-
graph (b)(1)(ii) of this section, L2 includes 
the net positive consideration in its gross 
amount of premiums and other consider-
ation. 

Example 2. (i) On July 1, 1992, a life insur-
ance company (L1) transfers a block of indi-
vidual life insurance contracts to an unre-
lated life insurance company (L2) under an 
agreement whereby L1 remains liable to the 
policyholders under the reinsured contracts. 
L1 and L2 are calendar year taxpayers. 
Under the indemnity reinsurance agreement, 
L1 agrees to pay L2 $100,000 for reinsuring 
the life insurance contracts, and L2 agrees to 
pay L1 a $17,000 ceding commission. L1 
agrees to pay L2 an amount equal to the fu-
ture premiums on the reinsured contracts. 
L2 agrees to indemnify L1 for claims and 
benefits and administrative expenses in-
curred by L1 while the reinsurance agree-
ment is in effect. 

(ii) For the period beginning July 1, 1992, 
and ending December 31, 1992, the following 
income and expense items are determined 
with respect to the reinsured contracts: 

Item Income Expense 

Premiums .......................................... $25,000 ................
Death benefits ................................... ................ $10,000 
Surrender benefits ............................. ................ 8,000 
Premium taxes and other expenses ................ 2,000 

Total ............................. ................ 20,000 

(iii) Under paragraph (f)(2) of this section, 
L1’s net negative consideration equals 
($88,000), which is determined by subtracting 
the $125,000 ($100,000 + $25,000) incurred by L1 
from the $37,000 incurred by L2 under the re-
insurance agreement ($17,000 + $10,000 + $8,000 
+ $2,000). L2’s net positive consideration is 
$88,000. Under paragraph (b)(1)(ii) of this sec-
tion, L2 includes the $88,000 net positive con-
sideration in its gross amount of premiums 
and other consideration. 

Example 3. (i) Assume that the reinsurance 
agreement referred to in Example 2 is termi-
nated on December 31, 1993. During the pe-
riod from January 1, 1993 through December 
31, 1993, the following income and expense 
items are determined with respect to the re-
insured contracts: 

Item Income Expense 

Premiums .......................................... $45,000 ................
Death benefits ................................... ................ $18,000 
Surrender benefits ............................. ................ 6,000 
Premium taxes and other expenses ................ 8,000 

Total ............................. ................ 32,000 

(ii) On the termination of the reinsurance 
agreement, L1 receives a payment of $70,000 
from L2 as consideration for releasing L2 
from liability with respect to the reinsured 
contracts. 

(iii) L1’s net positive consideration equals 
$57,000, which is the excess of the $102,000 in-
curred by L2 for the year ($18,000 + $6,000 + 
$8,000 + $70,000) over the $45,000 incurred by 
L1. L2’s net negative consideration is 
($57,000). L1 includes the net positive consid-
eration in its gross amount of premiums and 
other consideration. 

Example 4. (i) On January 1, 1993, an insur-
ance company (L1) enters into a modified co-
insurance agreement with another insurance 
company (L2), covering a block of individual 
life insurance contracts. Both L1 and L2 are 
calendar year taxpayers. Under the agree-
ment, L2 is credited with an initial reinsur-
ance premium equal to L1’s reserves on the 
reinsured contracts at the inception of the 
agreement, any new premiums received with 
respect to the reinsured contracts, any de-
crease in L1’s reserves on the reinsured con-
tracts, and an amount of investment income 
determined by reference to L1’s reserves on 
the reinsured contracts. L2 is charged for all 
claims and expenses incurred with respect to 
the reinsured contracts plus an amount re-
flecting any increase in L1’s reserves. The 
agreement further provides that cash settle-
ments between the parties are made at the 
inception and termination of the agreement, 
as well as at the end of each calendar year 
while the agreement is in effect. The cash 
settlement is determined by netting the sum 
of the amounts credited to L2 against the 
sum of the amounts charged to L2 with re-
spect to the reinsured policies. L1’s reserves 
on the reinsured policies at the inception of 
the reinsurance agreement are $375,000. 

(ii) Under the cash settlement formula, L2 
is credited with an initial reinsurance pre-
mium equal to L1’s reserves on the reinsured 
policies ($375,000), but is charged an amount 
reflecting L1’s policy reserve requirements 
($375,000). 
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(iii) For the period ending December 31, 
1993, L2 is also credited and charged the fol-
lowing amounts with respect to the rein-
sured contracts. 

Item Income Expense 

Premiums .......................................... $100,000 ................
Investment income ............................ 39,000 ................
Death benefits ................................... ................ $65,000 
Increase in reserves .......................... ................ 75,000 

(iv) Under paragraph (f)(5) of this section, 
L2’s net negative consideration for the 1993 
taxable year equals ($1,000) which is deter-
mined by subtracting the sum of the 
amounts charged to L2 ($375,000 + $65,000 + 
$75,000 = $515,000) from the sum of the 
amounts credited to L2 ($375,000 + $100,000 + 
$39,000 = $514,000). L1’s net positive consider-
ation for calendar year 1993 equals $1,000. 
Under paragraph (b)(1)(ii) of this section, L1 
includes the $1,000 net positive consideration 
in its gross amount of premiums and other 
consideration. 

Example 5. (i) On January 1, 1993, an insur-
ance company (L1) enters into a coinsurance 
agreement with another insurance company 
(L2) covering a block of individual life insur-
ance contracts. Both L1 and L2 are calendar 
year taxpayers. Under the agreement, L2 is 
credited with an initial reinsurance premium 
equal to L1’s reserves on the effective date of 
the agreement, any new premiums received 
on the reinsured contracts, but must indem-
nify L1 of all claims and expenses incurred 
with respect to the contracts. As part of the 
agreement, L2 makes a loan to L1 equal to 
the amount of the reserves on the reinsured 
contracts. L1’s reserves on the reinsured con-
tracts on the effective date of the agreement 
are $375,000. Thus, on the inception date of 
the reinsurance agreement, L1 transfers to 
L2 its note for $375,000 as consideration for 
reinsurance. 

(ii) The reinsurance agreement between L1 
and L2 is a funds-withheld reinsurance agree-
ment. Under paragraph (f)(5) of this section, 
the amount of any loan transaction is taken 
into account in determining the parties’ net 
consideration. At the inception of the rein-
surance agreement, L2 is credited with a re-
insurance premium equal to L1’s reserves on 
the reinsured contracts ($375,000). L2’s 
$375,000 loan to L1 is treated as an amount 
returned to L1 under the agreement. 

(iii) For the period ending December 31, 
1993, L2 is credited and charged the following 
amounts with respect to the reinsured con-
tracts and the loan transaction with L1. 

Item Income Expense 

Premiums .......................................... $100,000 ................
Accrued interest ................................ 39,000 ................
Death benefits ................................... ................ $65,000 
Increase in loan to L1 ....................... ................ 75,000 

(iv) Under paragraph (f)(5) of this section, 
L2’s net negative consideration for the 1993 
taxable year equals ($1,000), which is deter-
mined by subtracting the sum of amounts in-
curred by L2 with respect to death benefits 
and the loan transaction ($375,000 + $65,000 + 
$75,000 = $515,000) from the sum of the 
amounts credited to L2 as reinsurance pre-
miums and interest on the loan transaction 
($375,000 + $100,000 + 39,000 = $514,000). L1’s net 
positive consideration for calendar year 1993 
equals $1,000. Under paragraph (b)(1)(ii) of 
this section, L1 includes the $1,000 net posi-
tive consideration in its gross amount of pre-
miums and other consideration. 

Example 6. (i) On December 31, 1993, an in-
surance company (L1) enters into a reinsur-
ance agreement with another insurance com-
pany (L2) covering a block of individual life 
insurance contracts. Both L1 and L2 are cal-
endar year taxpayers. Under the agreement, 
L2 is credited with L1’s reserves on the rein-
sured contracts on the effective date of the 
agreement, plus any new premiums received 
on the reinsured contracts, but must indem-
nify L1 for all claims and expenses incurred 
with respect to the contracts. Under the 
agreement, L1 transfers cash of $325,000 to L2 
plus rights to its policyholder loan receiv-
ables on the reinsured contracts ($50,000). L2 
reports the reinsurance agreement by includ-
ing the transferred policyholder loan receiv-
ables as an asset on its books. 

(ii) For the period beginning January 1, 
1994 and ending December 31, 1994, the fol-
lowing income and expense items are in-
curred with respect to the reinsured con-
tracts. 

Item Income Expense 

Premiums .......................................... $100,000 ................
Death benefits ................................... ................ $25,000 
Surrender benefits ............................. ................ 5,000 
Premium taxes and other expenses ................ 8,000 

Total ............................. ................ 38,000 

(iii) These amounts are net of the out-
standing policyholder loans held by L2 of 
$20,000 with respect to death benefits and 
$15,000 with respect to surrender benefits. 

(iv) Under paragraph (f)(8) of this section, 
the transferred policyholder loan receivables 
are treated as an item of consideration under 
the reinsurance agreement. In determining 
the parties’ net consideration for the agree-
ment, the transferred policyholder loan re-
ceivables ($50,000) are treated as an item of 
consideration incurred by L1 under para-
graph (f)(2)(i)(B) of this section. Therefore, 
for the 1993 taxable year, L1 has net negative 
consideration of ($375,000). L2 has net posi-
tive consideration of $375,000. Under para-
graph (b)(1)(ii) of this section, L2 includes 
the $375,000 net positive consideration in its 
gross amount of premiums and other consid-
eration. 
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(v) For the 1994 taxable year, L2 has net 
positive consideration for the reinsurance 
agreement of $62,000 before adjustment for 
the transferred policyholder loans. Under 
paragraph (f)(8) of this section, the amounts 
taken into account as claim and benefit pay-
ments must be adjusted by the amount of 
any transferred policyholder loan receivables 
which are netted against the reinsurer’s 
claim and benefit reimbursements. There-
fore, L2 takes into account $45,000 
($25,000+$20,000=$45,000) as reimbursements 
for death benefits, and $20,000 
($5,000+$15,000=$20,000) as reimbursements for 
surrender benefits. After adjustment for 
these items, L2 has net positive consider-
ation of $27,000, which is determined by sub-
tracting the sum of the amounts charged to 
L2 ($45,000+$20,000+$8,000=$73,000) from the 
sum of the amounts credited to L2 ($100,000). 
L1 has net negative consideration of ($27,000) 
under the agreement. Under paragraph 
(b)(1)(ii) of this section, L2 includes the 
$27,000 net positive consideration in its gross 
amount of premiums and other consider-
ation. The amount of any interest earned on 
the policyholder loan receivables after their 
transfer to L2 is treated as investment in-
come earned directly by L2, and is not taken 
into account as an item of consideration 
under the agreement. 

(g) Reduction in the amount of net neg-
ative consideration to ensure consistency 
of capitalization for reinsurance agree-
ments—(1) In general. Paragraph (g)(3) 
of this section provides for a reduction 
in the amount of net negative consider-
ation that a party to a reinsurance 
agreement (other than a reinsurance 
agreement described in paragraph 
(h)(2) of this section) may take into ac-
count in determining net premiums 
under paragraph (a)(2)(ii) of this sec-
tion if the party with net positive con-
sideration has a capitalization short-
fall (as defined in paragraph (g)(4) of 
this section). Unless the party with net 
negative consideration demonstrates 
that the party with net positive consid-
eration does not have a capitalization 
shortfall or demonstrates the amount 
of the other party’s capitalization 
shortfall which is allocable to the rein-
surance agreement, the net negative 
consideration that may be taken into 
account under paragraph (a)(2)(ii) of 
this section is zero. However, the re-
duction of paragraph (g)(3) of this sec-
tion does not apply to a reinsurance 
agreement if the parties make a joint 
election under paragraph (g)(8) of this 
section. Under the election, the party 

with net positive consideration capital-
izes specified policy acquisition ex-
penses with respect to the agreement 
without regard to the general deduc-
tions limitation of section 848(c)(1). 

(2) Application to reinsurance agree-
ments subject to the interim rules. In ap-
plying this paragraph (g) to a reinsur-
ance agreement that is subject to the 
interim rules of § 1.848–3, the term 
‘‘premiums and other consideration in-
curred for reinsurance under section 
848(d)(1)(B)’’ is substituted for ‘‘net 
negative consideration,’’ and the term 
‘‘gross amount of premiums and other 
consideration under section 
848(d)(1)(A)’’ is substituted for ‘‘net 
positive consideration.’’ If an insurance 
company has ‘‘premiums and other 
consideration incurred for reinsurance 
under section 848(d)(1)(B)’’ and a ‘‘gross 
amount of premiums and other consid-
eration under section 848(d)(1)(A)’’ for 
the same agreement, the net of these 
amounts is taken into account for pur-
poses of this paragraph (g). 

(3) Amount of reduction. The reduction 
required by this paragraph (g)(3) equals 
the amount obtained by dividing— 

(i) The portion of the capitalization 
shortfall (as defined in paragraph (g)(4) 
of this section) allocated to the rein-
surance agreement under paragraph 
(g)(7) of this section; by 

(ii) The applicable percentage set 
forth in section 848(c)(1) for the cat-
egory of specified insurance contracts 
reinsured by the agreement. 

(4) Capitalization shortfall. A ‘‘cap-
italization shortfall’’ equals the excess 
of— 

(i) The sum of the required capital-
ization amounts (as defined in para-
graph (g)(5) of this section) for all rein-
surance agreements (other than rein-
surance agreements for which an elec-
tion has been made under paragraph 
(h)(3) of this section); over 

(ii) The general deductions allocated 
to those reinsurance agreements, as de-
termined under paragraph (g)(6) of this 
section. 

(5) Required capitalization amount—(i) 
In general. The ‘‘required capitalization 
amount’’ for a reinsurance agreement 
(other than a reinsurance agreement 
for which an election has been made 
under paragraph (h)(3) of this section) 
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equals the amount (either positive or 
negative) obtained by multiplying— 

(A) The net positive or negative con-
sideration for an agreement not de-
scribed in paragraph (h)(2) of this sec-
tion, and the net positive consideration 
for an agreement described in para-
graph (h)(2) of this section, but for 
which an election under paragraph 
(h)(3) of this section has not been 
made; by 

(B) The applicable percentage set 
forth in section 848(c)(1) for that cat-
egory of specified insurance contracts. 

(ii) Special rule with respect to net neg-
ative consideration. Solely for purposes 
of computing a party’s required cap-
italization amount under this para-
graph (g)(5)— 

(A) If either party to the reinsurance 
agreement is the direct issuer of the re-
insured contracts, the party computing 
its required capitalization amount 
takes into account the full amount of 
any net negative consideration without 
regard to any potential reduction 
under paragraph (g)(3) of this section; 
and 

(B) If neither party to the reinsur-
ance agreement is the direct issuer of 
the reinsured contracts, any net nega-
tive consideration is deemed to equal 
zero in computing a party’s required 
capitalization amount except to the ex-
tent that the party with the net nega-
tive consideration establishes that the 
other party to that reinsurance agree-
ment capitalizes the appropriate 
amount. 

(6) General deductions allocable to rein-
surance agreements. An insurance com-
pany’s general deductions allocable to 
its reinsurance agreements equals the 
excess, if any, of— 

(i) The company’s general deductions 
(excluding additional amounts treated 
as general deductions under paragraph 
(g)(8) of this section); over 

(ii) The amount determined under 
section 848(c)(1) on specified insurance 
contracts that the insurance company 
has issued directly (determined with-
out regard to any reinsurance agree-
ments). 

(7) Allocation of capitalization shortfall 
among reinsurance agreements. The cap-
italization shortfall is allocated to 
each reinsurance agreement for which 
the required capitalization amount (as 

determined in paragraph (g)(5) of this 
section) is a positive amount. The por-
tion of the capitalization shortfall allo-
cable to each agreement equals the 
amount which bears the same ratio to 
the capitalization shortfall as the re-
quired capitalization amount for the 
reinsurance agreement bears to the 
sum of the positive required capitaliza-
tion amounts. 

(8) Election to determine specified policy 
acquisition expenses for an agreement 
without regard to general deductions limi-
tation—(i) In general. The reduction 
specified by paragraph (g)(3) of this 
section does not apply if the parties to 
a reinsurance agreement make an elec-
tion under this paragraph (g)(8). The 
election requires the party with net 
positive consideration to capitalize 
specified policy acquisition expenses 
with respect to the reinsurance agree-
ment without regard to the general de-
ductions limitation of section 848(c)(1). 
That party must reduce its deductions 
under section 805 or section 832(c) by 
the amount, if any, of the party’s cap-
italization shortfall allocable to the re-
insurance agreement. The additional 
capitalized amounts are treated as 
specified policy acquisition expenses 
attributable to premiums and other 
consideration on the reinsurance agree-
ment, and are deductible in accordance 
with section 848(a)(2). 

(ii) Manner of making election. To 
make an election under paragraph 
(g)(8) of this section, the ceding com-
pany and the reinsurer must include an 
election statement in the reinsurance 
agreement, either as part of the origi-
nal terms of the agreement or by an 
addendum to the agreement. The par-
ties must each attach a schedule to 
their federal income tax returns which 
identifies the reinsurance agreement 
for which the joint election under this 
paragraph (g)(8) has been made. The 
schedule must be attached to each of 
the parties’ federal income tax returns 
filed for the later of— 

(A) The first taxable year ending 
after the election becomes effective; or 

(B) The first taxable year ending on 
or after December 29, 1992. 

(iii) Election statement. The election 
statement in the reinsurance agree-
ment must— 
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(A) Provide that the party with net 
positive consideration for the reinsur-
ance agreement for each taxable year 
will capitalize specified policy acquisi-
tion expenses with respect to the rein-
surance agreement without regard to 
the general deductions limitation of 
section 848(a)(1); 

(B) Set forth the agreement of the 
parties to exchange information per-
taining to the amount of net consider-
ation under the reinsurance agreement 
each year to ensure consistency; 

(C) Specify the first taxable year for 
which the election is effective; and 

(D) Be signed by both parties. 
(iv) Effect of election. An election 

under this paragraph (g)(8) is effective 
for the first taxable year specified in 
the election statement and for all sub-
sequent taxable years for which the re-
insurance agreement remains in effect. 
The election may not be revoked with-
out the consent of the Commissioner. 

(9) Example. The principles of this 
paragraph (g) are illustrated by the fol-
lowing examples. 

Example 1. (i) On December 31, 1992, a life 
insurance company (L1) transfers a block of 
individual life insurance contracts to an un-
related life insurance company (L2) under an 
agreement in which L2 becomes solely liable 
to the policyholders on the reinsured con-
tracts. L1 transfers $105,000 to L2 as consider-
ation for the reinsurance of the contracts. 

(ii) L1 and L2 do not make an election 
under paragraph (g)(8) of this section to cap-
italize specified policy acquisition expenses 
with respect to the reinsurance agreement 
without regard to the general deductions 
limitation. L2 has no other insurance busi-
ness, and its general deductions for the tax-
able year are $3,500. 

(iii) Under paragraph (f)(2) of this section, 
L1’s net negative consideration is ($105,000). 
Under paragraph (f)(3) of this section, L2’s 
net positive consideration is $105,000. Pursu-
ant to paragraph (b)(1)(ii) of this section, L2 
includes the net positive consideration in its 
gross amount of premiums and other consid-
eration. 

(iv) The required capitalization amount 
under paragraph (g)(5) of this section for the 
reinsurance agreement is $8,085 
($105,000×.077). L2’s general deductions, all of 
which are allocable to the reinsurance agree-
ment with L1, are $3,500. The $4,585 difference 
between the required capitalization amount 
($8,085) and the general deductions allocable 
to the reinsurance agreement ($3,500) rep-
resents L2’s capitalization shortfall under 
paragraph (g)(4) of this section. 

(v) Since L2 has a capitalization shortfall 
allocable to the agreement, the rules of para-
graph (g)(1) of this section apply for purposes 
of determining the amount by which L1 may 
reduce its net premiums. Under paragraph 
(g)(3) of this section, L1 must reduce the 
amount of net negative consideration that it 
takes into account under paragraph (a)(2)(ii) 
of this section by $59,545 ($4,585/.077). Thus, of 
the $105,000 net negative consideration under 
the reinsurance agreement, L1 may take into 
account only $45,455 as a reduction of its net 
premiums. 

Example 2. The facts are the same as Exam-
ple 1, except that L1 and L2 make the elec-
tion under paragraph (g)(8) of this section to 
capitalize specified policy acquisition ex-
penses with respect to the reinsurance agree-
ment without regard to the general deduc-
tions limitation. Pursuant to this election, 
L2 must capitalize as specified policy acqui-
sition expenses an amount equal to $8,085 
($105,000×.077). L1 may reduce its net pre-
miums by the $105,000 of net negative consid-
eration. 

Example 3. (i) A life insurance company 
(L1) is both a direct issuer and a reinsurer of 
life insurance and annuity contracts. For 
1993, L1’s net premiums under section 848 
(d)(1) for directly issued individual life insur-
ance and annuity contracts are as follows: 

Category Net premiums 

Life insurance contracts ................................ $17,000,000 
Annuity contracts ........................................... 8,000,000 

(ii) L1’s general deductions for 1993 are 
$1,500,000. 

(iii) For 1993, L1 is a reinsurer under four 
separate indemnity reinsurance agreements 
with unrelated insurance companies (L2, L3, 
L4, and L5). The agreements with L2, L3, and 
L4 cover life insurance contracts issued by 
those companies. The agreement with L5 
covers annuity contracts issued by L5, The 
parties to the reinsurance agreements have 
not made the election under paragraph (g)(8) 
of this section to capitalize specified policy 
acquisition expenses with respect to these 
agreements without regard to the general de-
ductions limitation. 

(iv) L1’s net consideration for 1993 with re-
spect to its reinsurance agreements is as fol-
lows: 

Agreement Net consider-
ation 

L2 ..................................................................... $1,200,000 
L3 ..................................................................... (350,000 ) 
L4 ..................................................................... 300,000 
L5 ..................................................................... 600,000 

(v) To determine whether a reduction 
under paragraph (g)(3) of this section applies 
with respect to these reinsurance agree-
ments, L1 must determine the required cap-
italization amounts for its reinsurance 
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agreements and the amount of its general de-
ductions allocable to these agreements. 

(vi) Pursuant to paragraph (g)(5) of this 
section, the required capitalization amount 
for each reinsurance agreement is deter-
mined as follows: 
L2...................................$1,200,000×.077=$92,400 
L3 ................................($350,000)×.077=($26,950) 
L4 .....................................$300,000×.077=$23,100 
L5....................................$600,000×.0175=$10,500 

(vii) Thus, the sum of L1’s required capital-
ization amounts on its reinsurance agree-
ments equals $99,050. 

(viii) Pursuant to paragraph (g)(6) of this 
section, L1 determines its general deductions 
allocable to its reinsurance agreements. The 
amount determined under section 848(c)(1) on 
its directly issued contracts is: 

REQUIRED CAPITALIZATION AMOUNT 
Category: 

Annuity contracts ...... $8,000,000×.0175 = $140,000 
Life insurance con-

tracts ..................... $17,000,000×.077 = 1,309,000 

$1,449,000 

(ix) L1’s general deductions allocable to its 
reinsurance agreements are $51,000 
($1,500,000¥$1,449,000). 

(x) Pursuant to paragraph (g)(4) of this sec-
tion, L1’s capitalization shortfall equals 
$48,050, reflecting the excess of L1’s required 
capitalization amounts for its reinsurance 
agreements ($99,050) over the general deduc-
tions allocable to its reinsurance agreements 
($51,000). 

(xi) Pursuant to paragraph (g)(7) of this 
section, the capitalization shortfall of $48,050 
must be allocated between each of L1’s rein-
surance agreements with net positive consid-
eration in proportion to their respective re-
quired capitalization amounts. The alloca-
tion of the shortfall between L1’s reinsur-
ance agreements is determined as follows: 
L2=$35,237 ($48,050×92,400/126,000) 
L4=$8,809 ($48,050×23,100/126,000) 
L5=$4,004 ($48,050×10,500/126,000) 

(xii) Accordingly, the reduction under 
paragraph (g)(3) of this section that applies 
to the amount of net negative consideration 
that may be taken into account by L2, L4, 
and L5 under paragraph (a)(1)(ii)(B) of this 
section is determined as follows: 
L2=$457,623 ($35,237/.077) 
L4=$114,403 ($8,809/.077) 
L5=$228,800 ($4,004/.0175) 

Example 4. The facts are the same as Exam-
ple 3, except that L1 and L4 make a joint 
election under paragraph (g)(8) of this sec-
tion to capitalize specified policy acquisition 
expenses with respect to the reinsurance 
agreement without regard to the general de-
ductions limitation. Pursuant to this elec-
tion, L1 must reduce its deductions under 
section 805 by an amount equal to the cap-
italization shortfall allocable to the reinsur-

ance agreement with L4 ($8,809). L1 treats 
the additional capitalized amounts as speci-
fied policy acquisition expenses allocable to 
premiums and other consideration under the 
agreement. L4 may reduce its net premiums 
by the $300,000 net negative consideration. 
The election by L1 and L4 does not change 
the amount of the capitalization shortfall al-
locable under paragraph (g)(7) of this section 
to the reinsurance agreements with L2 and 
L5. Thus, the reduction required by para-
graph (g)(3) of this section with respect to 
the amount of the net negative consideration 
that L2 and L5 may recognize under para-
graph (a)(2)(ii) of this section is $457,623 and 
$228,800, respectively. 

(h) Treatment of reinsurance agree-
ments with parties not subject to U.S. tax-
ation—(1) In general. Unless an election 
under paragraph (h)(3) of this section is 
made, an insurance company may not 
reduce its net premiums by the net 
negative consideration for the taxable 
year (or, with respect to a reinsurance 
agreement that is subject to the in-
terim rules of § 1.848–3, by the pre-
miums and other consideration in-
curred for reinsurance) under a reinsur-
ance agreement to which this para-
graph (h) applies. 

(2) Agreements to which this paragraph 
(h) applies—(i) In general. This para-
graph (h) applies to a reinsurance 
agreement if, with respect to the pre-
miums and other consideration under 
the agreement, one party to that 
agreement is subject to United States 
taxation and the other party is not. 

(ii) Parties subject to U.S. taxation—(A) 
In general. A party is subject to United 
States taxation for this purpose if the 
party is subject to United States tax-
ation either directly under the provi-
sions of subchapter L of chapter 1 of 
the Internal Revenue Code (subchapter 
L), or indirectly under the provisions 
of subpart F of part III of subchapter N 
of chapter 1 of the Internal Revenue 
Code (subpart F). 

(B) Effect of a closing agreement. If a 
reinsurer agrees in a closing agreement 
with the Internal Revenue Service to 
be subject to tax under rules equiva-
lent to the provisions of subchapter L 
on its premiums and other consider-
ation from reinsurance agreements 
with parties subject to United States 
taxation, the reinsurer is treated as an 
insurance company subject to tax 
under subchapter L. 
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(3) Election to separately determine the 
amounts required to be capitalized for re-
insurance agreements with parties not 
subject to U.S. taxation—(i) In general. 
This paragraph (h)(3) authorizes an in-
surance company to make an election 
to separately determine the amounts 
required to be capitalized for the tax-
able year with respect to reinsurance 
agreements with parties that are not 
subject to United States taxation. If 
this election is made, an insurance 
company separately determines a net 
foreign capitalization amount for the 
taxable year for all reinsurance agree-
ments to which this paragraph (h) ap-
plies. 

(ii) Manner of making the election. An 
insurance company makes the election 
authorized by this paragraph (h)(3) by 
attaching an election statement to the 
federal income tax return (including an 
amended return) for the taxable year 
for which the election becomes effec-
tive. The election applies to that tax-
able year and all subsequent taxable 
years unless permission to revoke the 
election is obtained from the Commis-
sioner. 

(4) Amount taken into account for pur-
poses of determining specified policy ac-
quisition expenses. If for a taxable year 
an insurance company has a net posi-
tive foreign capitalization amount (as 
defined in paragraph (h)(5)(i) of this 
section), any portion of that amount 
remaining after the reduction de-
scribed in paragraph (h)(7) of this sec-
tion is treated as additional specified 
policy acquisition expenses for the tax-
able year (determined without regard 
to amounts taken into account under 
this paragraph (h)). A net positive cap-
italization amount is treated as an 
amount otherwise required to be cap-
italized for the taxable year for pur-
poses of the reduction under section 
848(f)(1)(A). 

(5) Net foreign capitalization amount— 
(i) In general. An insurance company’s 
net foreign capitalization amount 
equals the sum of the foreign capital-
ization amounts (netting positive and 
negative amounts) determined under 
paragraph (h)(5)(ii) of this section for 
each category of specified insurance 
contracts reinsured by agreements de-
scribed in paragraph (h)(2) of this sec-
tion. If the amount is less than zero, 

the company has a net negative foreign 
capitalization amount. If the amount is 
greater than zero, the company has a 
net positive foreign capitalization 
amount. 

(ii) Foreign capitalization amounts by 
category. The foreign capitalization 
amount for a category of specified in-
surance contracts is determined by— 

(A) Combining the net positive con-
sideration and the net negative consid-
eration for the taxable year (or, with 
respect to a reinsurance agreement 
that is subject to the interim rules of 
§ 1.848–3, by combining the gross 
amount of premiums and other consid-
eration and the premiums and other 
consideration incurred for reinsurance) 
for all agreements described in para-
graph (h)(2) of this section which rein-
sure specified insurance contracts in 
that category; and 

(B) Multiplying the result (either 
positive or negative) by the percentage 
for that category specified in section 
848(c)(1). 

(6) Treatment of net negative foreign 
capitalization amount—(i) Applied as a 
reduction to previously capitalized 
amounts. If for a taxable year an insur-
ance company has a net negative for-
eign capitalization amount, the nega-
tive amount reduces (but not below 
zero) the unamortized balances of the 
amounts previously capitalized (begin-
ning with the amount capitalized for 
the most recent taxable year) to the 
extent attributable to prior years’ net 
positive foreign capitalization 
amounts. The amount by which pre-
viously capitalized amounts is reduced 
is allowed as a deduction for the tax-
able year. 

(ii) Carryover of remaining net negative 
foreign capitalization amount. The net 
negative foreign capitalization 
amount, if any, remaining after the re-
duction described in paragraph (h)(6)(i) 
of this section is carried over to reduce 
a future net positive capitalization 
amount. The remaining net negative 
foreign capitalization amount may 
only offset a net positive foreign cap-
italization amount in a future year, 
and may not be used to reduce the 
amounts otherwise required to be cap-
italized under section 848(a) for the 
taxable year, or to reduce the 
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unamortized balances of specified pol-
icy acquisition expenses from pre-
ceding taxable years, with respect to 
directly written business or reinsur-
ance agreements other than agree-
ments for which the election under 
paragraph (h)(3) of this section has 
been made. 

(7) Reduction of net positive foreign 
capitalization amount by carryover 
amounts allowed. If for a taxable year 
an insurance company has a net posi-
tive foreign capitalization amount, 
that amount is reduced (but not below 
zero) by any carryover of net negative 
foreign capitalization amounts from 
preceding taxable years. Any remain-
ing net positive foreign capitalization 
amount is taken into account as pro-
vided in paragraph (h)(4) of this sec-
tion. 

(8) Examples. The principles of this 
paragraph (h) are illustrated by the fol-
lowing examples. 

Example 1. (i) On January 1, 1993, a life in-
surance company (L1) enters into a reinsur-
ance agreement with a foreign corporation 
(X) covering a block of annuity contracts 
issued to residents of the United States. X is 
not subject to taxation either directly under 
subchapter L or indirectly under subpart F 
on the premiums for the reinsurance agree-
ment with L1. L1 makes the election under 
paragraph (h)(3) of this section to separately 
determine the amounts required to be cap-
italized for the taxable year with respect to 
parties not subject to United States tax-
ation. 

(ii) For the taxable year ended December 
31, 1993, L1 has net negative consideration of 
($25,000) under its reinsurance agreement 
with X. L1 has no other reinsurance agree-
ments with parties not subject to United 
States taxation. 

(iii) Under paragraph (h)(5) of this section, 
L1’s net negative foreign capitalization 
amount for the 1993 taxable year equals 
($437.50), which is determined by multiplying 
L1’s net negative consideration on the agree-
ment with X ($25,000) by the percentage in 
section 848(c)(1) for the reinsured specified 
insurance contracts (1.75%). Under paragraph 
(h)(6)(ii) of this section, L1 carries over the 
net negative foreign capitalization amount 
of $437.50) to future taxable years. The net 
negative foreign capitalization amount may 
not be used to reduce the amounts which L1 
is required to capitalize on directly written 
business or reinsurance agreements other 
than those agreements described in para-
graph (h)(2) of this section. 

Example 2. (i) The facts are the same as Ex-
ample 1 except that L1 terminates its rein-

surance agreement with X and receives 
$35,000 on December 31, 1994. For the 1994 tax-
able year, L1 has net positive consideration 
of $35,000 under its agreement with X. L1 has 
no other reinsurance agreements with par-
ties not subject to United States taxation. 

(ii) Under paragraph (h)(5) of this section, 
L1’s net positive net foreign capitalization 
amount for the 1984 taxable year equals 
$612.50, which is determined by multiplying 
the net positive consideration on the agree-
ment with X ($35,000) by the percentage in 
section 848(c)(1) for the reinsured specified 
insurance contracts (1.75%). Under paragraph 
(h)(4) of this section, L1 reduces the net posi-
tive foreign capitalization amount for the 
taxable year by the net negative foreign cap-
italization amount carried over from pre-
ceding taxable years ($437.50). After this re-
duction, L1 includes $175 ($612.50–$437.50) as 
specified policy acquisition expenses for the 
1994 taxable year. 

(i) Carryover of excess negative capital-
ization amount—(1) In general. This 
paragraph (i) authorizes a carryover of 
an excess negative capitalization 
amount (as defined in paragraph (i)(2) 
of this section) to reduce amounts oth-
erwise required to be capitalized under 
section 848. Paragraph (i)(4) provides 
special rules for the treatment of ex-
cess negative capitalization amounts of 
insolvent insurance companies. 

(2) Excess negative capitalization 
amount. The excess negative capitaliza-
tion amount with respect to a category 
of specified insurance contracts for a 
taxable year is equal to the excess of— 

(A) The negative capitalization 
amount with respect to that category; 
over 

(B) The amount that can be utilized 
under section 848(f)(1). 

(3) Treatment of excess negative capital-
ization amount. The excess negative 
capitalization amount for a taxable 
year reduces the amounts that are oth-
erwise required to be capitalized by an 
insurance company under section 
848(c)(1) for future years. 

(4) Special rule for the treatment of an 
excess negative capitalization amount of 
an insolvent company—(i) When applica-
ble. This paragraph (i)(4) applies only 
for the taxable year in which an insol-
vent insurance company has an excess 
negative capitalization amount and has 
net negative consideration under a re-
insurance agreement. See paragraph 
(i)(4)(v) of this section for the defini-
tion of ‘‘insolvent.’’ 
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(ii) Election to forego carryover of ex-
cess negative capitalization amount. At 
the joint election of the insolvent in-
surance company and the other party 
to the reinsurance agreement— 

(A) The insolvent insurance company 
reduces the excess negative capitaliza-
tion amount which would otherwise be 
carried over under paragraph (i)(1) of 
this section by the amount determined 
under paragraph (i)(4)(iii) of this sec-
tion; and 

(B) The other party reduces the 
amount of its specified policy acquisi-
tion expenses for the taxable year by 
the amount determined under para-
graph (i)(4)(iii) of this section. 

(iii) Amount of reduction to the excess 
negative capitalization amount and speci-
fied policy acquisition expenses. To deter-
mine the reduction to the carryover of 
an insolvent insurance company’s ex-
cess negative capitalization amount 
and the specified policy acquisition ex-
penses of the other party with respect 
to a reinsurance agreement— 

(A) Multiply the net negative consid-
eration for each reinsurance agreement 
of the insolvent insurer for which there 
is net negative consideration for the 
taxable year by the appropriate per-
centage specified in section 848(c)(1) for 
the category of specified insurance 
contracts reinsured by the agreement; 

(B) Sum the results for each agree-
ment; 

(C) Calculate the ratio between the 
results in paragraphs (i)(4)(iii) (A) and 
(B) of this section for each agreement; 
and 

(D) Multiply that result by the in-
crease in the excess negative capital-
ization amount of the insolvent insurer 
for the taxable year. 

(iv) Manner of making election. To 
make an election under paragraph (i)(4) 
of this section, each party to the rein-
surance agreement must attach an 
election statement to its federal in-
come tax return (including an amended 
return) for the taxable year for which 
the election is effective. The election 
statement must identify the reinsur-
ance agreement for which the joint 
election under this paragraph (i)(4) has 
been made, state the amount of the re-
duction to the insolvent insurance 
company’s excess negative capitaliza-
tion amount that is attributable to the 

agreement, and be signed by both par-
ties. An election under this paragraph 
(i)(4) is effective for the taxable year 
specified in the election statement, and 
may not be revoked without the con-
sent of the Commissioner. 

(v) Presumptions relating to the insol-
vency of an insurance company under-
going a court supervised rehabilitation or 
similar state proceeding. For purposes of 
this paragraph (i)(4), an insurance com-
pany which is undergoing a rehabilita-
tion, conservatorship, or similar state 
proceeding shall be presumed to be in-
solvent if the state proceeding results 
in— 

(A) An order of the state court find-
ing that the fair market value of the 
insurance company’s assets is less than 
its liabilities; 

(B) The use of funds, guarantees, or 
reinsurance from a guaranty associa-
tion; 

(C) A reduction of the policyholders’ 
available account balances; or 

(D) A substantial limitation on ac-
cess to funds (for example, a partial or 
total moratorium on policyholder 
withdrawals or surrenders that applies 
for a period of 5 years). 

(vi) Example. The principles of this 
paragraph (i)(4) are illustrated by the 
following example. 

Example. (i) An insurance company (L1) is 
the subject of a rehabilitation proceeding 
under the supervision of a state court. The 
state court has made a finding that the fair 
market value of L1’s assets is less than its li-
abilities. On December 31, 1993, L1 transfers 
a block of individual life insurance contracts 
to an unrelated insurance company (L2) 
under an assumption reinsurance agreement 
whereby L2 becomes solely liable to the pol-
icyholders under the contracts reinsured. 
Under the agreement, L1 agrees to pay L2 
$2,000,000 for assuming the life insurance con-
tracts. This negative net consideration 
causes L1 to incur an excess negative cap-
italization amount of $138,600 for the 1993 
taxable year. L1 has no other reinsurance 
agreements for the taxable year. 

(ii) As part of the reinsurance agreement, 
L1 and L2 agree to make an election under 
paragraph (i)(4) of this section. Under the 
election, L1 agrees to forgo the carryover of 
the $138,600 excess negative capitalization 
amount for future taxable years. L2 must in-
clude the $2,000,000 net positive consideration 
for the reinsurance agreement in its gross 
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amount of premiums and other consider-
ation. L2 reduces its specified policy acquisi-
tion expenses for the 1993 taxable year by 
$138,600. 

(j) Ceding commissions with respect to 
reinsurance of contracts other than speci-
fied insurance contracts. A ceding com-
mission incurred with respect to the 
reinsurance of an insurance contract 
that is not a specified insurance con-
tract is not subject to the provisions of 
section 848(g). 

(k) Effective dates—(1) In general. Un-
less otherwise specified in this para-
graph, the rules of this section are ef-
fective for the taxable years of an in-
surance company beginning after No-
vember 14, 1991. 

(2) Reduction in the amount of net neg-
ative consideration to ensure consistency 
of capitalization for reinsurance agree-
ments. Section 1.848–2(g) (which pro-
vides for an adjustment to ensure con-
sistency) is effective for— 

(i) All amounts arising under any re-
insurance agreement entered into after 
November 14, 1991; and 

(ii) All amounts arising under any re-
insurance agreement for taxable years 
beginning after December 31, 1991, 
without regard to the date on which 
the reinsurance agreement was entered 
into. 

(3) Net consideration rules. Section 
1.848–2(f) (which provides rules for de-
termining the net consideration for a 
reinsurance agreement) applies to— 

(i) Amounts arising in taxable years 
beginning after December 31, 1991, 
under a reinsurance agreement entered 
into after November 14, 1991; and 

(ii) Amounts arising in taxable years 
beginning after December 31, 1994, 
under a reinsurance agreement entered 
into before November 15, 1991. 

(4) Determination of the date on which 
a reinsurance agreement is entered into. A 
reinsurance agreement is considered 
entered into at the earlier of— 

(i) The date of the reinsurance agree-
ment; or 

(ii) The date of a binding written 
agreement to enter into a reinsurance 
transaction if the written agreement 
evidences the parties’ agreement on 
substantially all material items relat-
ing to the reinsurance transaction. 

(5) Special rule for certain reinsurance 
agreements with parties not subject to 

U.S. taxation. The election and special 
rules in paragraph (h) of this section 
relating to the determination of 
amounts required to be capitalized on 
reinsurance agreements with parties 
not subject to United States taxation 
apply to taxable years ending on or 
after September 30, 1990. 

(6) Carryover of excess negative capital-
ization amount. The provisions of para-
graph (i) of this section, including the 
special rule for the treatment of excess 
negative capitalization amounts of in-
solvent insurance companies, are af-
fected with respect to amounts arising 
in taxable years ending on or after Sep-
tember 30, 1990. 

[T.D. 8456, 57 FR 61821, Dec. 29, 1992; 58 FR 
7987, Feb. 11, 1993; 59 FR 947, Jan. 7, 1994] 

§ 1.848–3 Interim rules for certain rein-
surance agreements. 

(a) Scope and effective dates. The rules 
of this section apply in determining 
net premiums for a reinsurance agree-
ment with respect to— 

(1) Amounts arising in taxable years 
beginning before January 1, 1992, under 
a reinsurance agreement entered into 
after November 14, 1991; and 

(2) Amounts arising in taxable years 
beginning before January 1, 1995, under 
a reinsurance agreement entered into 
before November 15, 1991. 

(b) Interim rules. In determining a 
company’s gross amount of premiums 
and other consideration under section 
848(d)(1)(A) and premiums and other 
consideration incurred for reinsurance 
under section 848(d)(1)(B), the general 
rules of subchapter L of the Internal 
Revenue Code apply with the adjust-
ments and special rules set forth in 
paragraph (c) of this section. Except as 
provided in paragraph (c)(5) of this sec-
tion (which applies to modified coin-
surance transactions), the gross 
amount of premiums and other consid-
eration is determined without any re-
duction for ceding commissions, annual 
allowances, reimbursements of claims 
and benefits, or other amounts in-
curred by a reinsurer with respect to 
reinsured contracts. 

(c) Adjustment and special rules. This 
paragraph sets forth certain adjust-
ments and special rules that apply for 
reinsurance agreements in determining 
the gross amount of premiums and 
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other consideration under section 
848(d)(1)(A) and premiums and other 
considerations incurred for reinsurance 
under section 848(d)(1)(B). 

(1) Assumption reinsurance. The ceding 
company must treat the gross amount 
of consideration incurred with respect 
to an assumption reinsurance agree-
ment as premiums and other consider-
ation incurred for reinsurance under 
section 848(d)(1)(B). The reinsurance 
must include the same amount in the 
gross amount of premiums and other 
consideration under section 
848(d)(1)(A). For rules relating to the 
determination and treatment of ceding 
commissions, see paragraph (c)(3) of 
this section. 

(2) Reimbursable dividends. The rein-
surer must treat the amount of policy-
holder dividends reimbursable to the 
ceding company (other than under a 
modified coinsurance agreement cov-
ered by paragraph (c)(5) of this section) 
as a return premium under section 
848(d)(1)(B). The ceding company must 
include the same amount in the gross 
amount of premiums and other consid-
eration under section 848(d)(1)(A). The 
amount of any experience-related re-
fund due the ceding company is treated 
as a policyholder dividend reimburs-
able to the ceding company. 

(3) Ceding commissions—(i) In general. 
The reinsurer must treat ceding com-
missions as a general deduction. The 
ceding company must treat ceding 
commissions as non-premium related 
income under section 803(a)(3). The 
ceding company may not reduce its 
general deductions by the amount of 
the ceding commission. 

(ii) Amount of ceding commission. For 
purposes of this section, the amount of 
a ceding commission equals the excess, 
if any, of— 

(A) The increase in the reinsurer’s 
tax reserves resulting from the reinsur-
ance agreement (computed in accord-
ance with section 807(d)); over 

(B) The gross consideration incurred 
by the ceding company for the reinsur-
ance agreement, less any amount in-
curred by the reinsurer as part of the 
reinsurance agreement. 

(4) Termination payments. The rein-
surer must treat the gross amount of 
premiums and other consideration pay-
able as a termination payment to the 

ceding company (including the tax re-
serves on the reinsured contracts) as 
premiums and other consideration in-
curred for reinsurance under section 
848(d)(1)(B). The ceding company must 
include the same amount in the gross 
amount of premiums and other consid-
eration under section 848(d)(1)(A). This 
paragraph does not apply to modified 
coinsurance agreements. 

(5) Modified coinsurance agreements. In 
the case of a modified coinsurance 
agreement, the parties must determine 
their net premiums on a net consider-
ation basis as described in § 1.848–2(f)(5). 

(D) Examples. The principles of this 
section are illustrated by the following 
examples. 

Example 1. On July 1, 1991, an insurance 
company (L1) transfers a block of individual 
life insurance contracts to an unrelated in-
surance company (L2) under an arrangement 
whereby L2 becomes solely liable to the pol-
icy holder under the contracts reinsured. 
The tax reserves on the reinsured contracts 
are $100,000. Under the assumption reinsur-
ance agreement, L1 pays L2 $83,000 for as-
suming the life insurance contracts. Under 
paragraph (c)(3) of this section, since the in-
crease in L2’s tax reserves ($100,000) exceeds 
the net consideration transferred by L1 
($83,000), the reinsurance agreement provides 
for a ceding commission. The ceding com-
mission equals $17,000 ($100,000-$83,000). Under 
paragraph (c)(3) of this section, L1 reduces 
its gross amount of premiums and other con-
sideration for the 1991 taxable year under 
section 848(d)(1)(B) by the $100,000 premium 
incurred for reinsurance, and L2 includes the 
$100,000 premium for reinsurance in its gross 
amount of premiums and other consideration 
under section 848(d)(1)(A). L1 treats the 
$17,000 ceding commission as non-premium 
related income and section 803 (a)(3). 

Example 2. On July 1, 1991, a life insurance 
company (L1) transfers a block of individual 
life insurance contracts to an unrelated in-
surance company (L2) under an arrangement 
whereby L2 becomes solely liable to the pol-
icyholder under the contracts reinsured. The 
tax reserves on the reinsured contracts are 
$100,000. Under the assumption reinsurance 
agreement, L1 pays L2 $100,000 for assuming 
the contracts, and L2 pays L1 a $17,000 ceding 
commission. Under paragraph (c)(1) of this 
section, L1 reduces its gross amount of pre-
miums and other consideration under section 
848(d)(1)(B) by $100,000. L2 includes $100,000 in 
its gross amount of premiums and other con-
sideration under section 848(d)(1)(A). Under 
paragraph (c)(3) of this section, since the in-
crease in L2’s tax reserves ($100,000) exceeds 
the net consideration transferred by L1, the 
reinsurance agreement provides for a ceding 
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commission. The ceding commission equals 
$17,000 ($100,000 increase in L2’s tax reserves 
less $83,000 net consideration transferred by 
L1). L1 treats the $17,000 ceding commission 
as non-premium related income under sec-
tion 803(a)(3). 

Example 3. On July 1, 1991, a life insurance 
company (L1) transfers a block of individual 
life insurance contracts to an unrelated in-
surance company (L2) under an arrangement 
whereby L2 becomes solely liable to the pol-
icyholder under the contracts reinsured. 
Under the assumption reinsurance agree-
ment, L1 transfers assets of $105,000 to L2. 
The tax reserves on the reinsured contracts 
are $100,000. Under paragraph (c)(1) of this 
section, L1 reduces its gross amount of pre-
miums and other consideration under section 
848(d)(1)(B) by $105,000, and L2 increases its 
gross amount of premiums and other consid-
eration under section 848(d)(1)(A) by $105,000. 
Since the net consideration transferred by 
L1 exceeds the increase in L2’s tax reserves, 
there is no ceding commission under para-
graph (c)(3) of this section. 

Example 4. (i) On June 30, 1991, a life insur-
ance company (L1) reinsures 40% of certain 
individual life insurance contracts to be 
issued after that date with an unrelated in-
surance company (L2) under an agreement 
whereby L1 remains directly liable to the 
policyholders with respect to the contracts 
reinsured. The agreement provides that L2 is 
credited with 40% of any premiums received 
with respect to the reinsured contracts, but 
must indemnify L1 for 40% of any claims, ex-
penses, and policyholder dividends. During 
the period from July 1 through December 31, 
1991, L1 has the following income and ex-
pense items with respect to the reinsured 
policies: 

Item Income Expense 

Premiums ................................................ $8,000 ..............
Benefits paid ............................................ ............ $1,000 
Commissions ........................................... ............ 6,000 
Policyholder dividends ............................. ............ 500 

Total ................................... ............ 7,500 

(ii) Under paragraphs (b) and (c)(2) of this 
section, L1 includes $8,200 in its gross 
amount of premiums and other consideration 
under section 848(d)(1)(A) ($8,000 gross pre-
miums on the reinsured contracts plus $200 
of policyholder dividends reimbursed by L2 
($500×40%). L1 reduces its gross amount of 
premiums and other consideration by $3,200 
(40%×$8,000) as premiums and other consider-
ation incurred for reinsurance under section 
848(d)(1)(B). The benefits and commissions 
incurred by L1 with respect to the reinsured 
contracts do not reduce L1’s gross amount of 

premiums and other consideration under sec-
tion 848(d)(1)(B). L2 includes $3,200 in its 
gross amount of premiums and other consid-
eration (40%×$8,000) and is treated as having 
paid return premiums of $200 (the amount of 
reimbursable dividends paid to L1). L2 is also 
treated as having incurred the following ex-
penses with respect to the reinsured con-
tracts: $400 as benefits paid (40%×$1,000) and 
$2,400 as commissions expense (40%×$6,000). 
Under paragraph (b) of this section, these ex-
penses do not reduce L2’s gross amount of 
premiums and other consideration under sec-
tion 848(d)(1)(A). 

Example 5. On December 31, 1991, an insur-
ance company (L1) terminates a reinsurance 
agreement with an unrelated insurance com-
pany (L2). The termination applies to a rein-
surance agreement under which L1 had ceded 
40% of its liability on a block of individual 
life insurance contracts to L2. Upon termi-
nation of the reinsurance agreement, L2 
makes a final payment of $116,000 to L1 for 
assuming full liability under the contracts. 
The tax reserves attributable to L2’s portion 
of the reinsured contracts are $120,000. Under 
paragraph (c)(4) of this section, L2 reduces 
its gross amount of premiums and other con-
sideration under section 848(d)(1)(B) by 
$120,000. L1 includes $120,000 in its gross 
amount of premiums and other consideration 
under section 848(d)(1)(A). 

Example 6. (i) On June 30, 1991, an insurance 
company (L1) reinsures 40% of its existing 
life insurance contracts with an unrelated 
life insurance company (L2) under a modified 
coinsurance agreement. For the period July 
1, 1991 through December 31, 1991, L1 reports 
the following income and expense items with 
respect to L2’s 40% share of the reinsured 
contracts: 

Item Income Expense 

Premiums .............................................. $10,000 
Benefits paid .......................................... .............. $4,000 
Policyholder dividends ........................... .............. 500 
Reserve adjustment ............................... .............. 1,500 

Total ................................. .............. 6,000 

(ii) Pursuant to paragraph (c)(5) of this sec-
tion, L1 reduces its gross amount of pre-
miums and other consideration under section 
848(d)(1)(B) by the $4,000 net consideration 
for the modified coinsurance agreement 
($10,000–$6,000). L2 includes the $4,000 net con-
sideration in its gross amount of premiums 
and other consideration under section 
848(d)(1)(A). 

[T.D. 8456, 57 FR 61829, Dec. 29, 1992] 

§§ 1.849–1.850 [Reserved] 

VerDate Aug<31>2005 10:11 May 01, 2006 Jkt 208090 PO 00000 Frm 00840 Fmt 8010 Sfmt 8010 Y:\SGML\208090.XXX 208090


		Superintendent of Documents
	2014-10-28T08:13:22-0400
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




