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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] 

§ 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 
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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 

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 
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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 
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; 
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(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— 

(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, 
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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. 

(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 
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$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). 

(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 
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Item Income Expense 

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. 

(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 
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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) 
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 
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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— 

(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 
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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 
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 
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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. 

(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 
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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 
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 
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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.’’ 

(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 
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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 
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. 
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(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 
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 
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