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ACTION: Cosrecting amendment.

SUMMARY: This document contains a

correction to the final regulstions (T.D.
8456), which'were published Tuesday,

December 29, 1992 {57 FR 61513},
relating o the requirement that
insurance companies capitalize
specified policy acquisition expenses
for tax purposes. .
EFFECTIVE DATE: December 29, 1992.

Caisler (202) 622--3970, {not a to)l-free
call). . :

SUPPLEMENTARY IFORMATION:

 Backgrousd

The final regulations that are the

subject of this correction contains final

incoms tax regulations under seclion
848 of the Interizal Revenua Code.

‘ Need for Correction

As published, T.D. 8456 contains an

error which may prove to br misleading

and is In need of clarification.
List of Subjects in 26 CFR Part 1

In-ome taxes, Reporting end
recordkeeping requirements.

 PART 1-INCOME TAX; TAXABLE
< YEARS BEGINNING AFTER -~ . -
" DECEMBER 31,1953 - .

- 'Acs':ord.ingly. 26 CFRpart1is

. .corrected by making the following

correcting ameadment: .
- - Paragraph 1. The authority citation
- for part 1 continues to read in part as

+ follows: -

Authoritya26 U.S.C. 7805 * » *

Par. 2. In § 1B48—2()(4)i)(C), the
language “Calculate the ratio :
the results in paragraphs {i)}{4)(ii) (A}

. and {B) of this section for each

agreement;” is removed and the
languags “Calculate the ratio between
the results in paragraphs (i){4)(iii) (A)
and (B} of this section for each .
- sgreement;” is added in its place.
Jacquelyn B. Burgess, .
'Alernate Federal Regisier Linicon Officer,
Assistant Chief Counsel {Corporate).
[FR Doc. 94-309 Filed 1-5-94; 8:45 am}
BILLING COOE A30-0-U - )

-
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DEPARTMENT OF THE TREASURY amount.”; and in the fourth line, remove
“retnaining portion of a”.
internal Reavenue Service

$1.8481 [Corrected)
26 GFR Perts 1 and 602 - 2. On page 81820, in the second
[T.D. 8456} column, in §1.848-1(h}(2){vi), in the
RIN 1545-A014 third lina. “of*’ ahould md “or”.
. : ‘ — BILNG CODE Y508-01-D ’
Capitalization of Certain Policy
Acquisition Expsnses
Correction

In rule document 92-30943 beginning
on page 61813 in the issue of Tuesday,
December 23, 1992, make the following

* corrections:

1. On page 61817, in the first column,
in the second and third lines, remove
“The net negative foreign capitalization
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' DEPARTMENT OF THE TREASURY

AGB«:Y h:twmanvenuoSa-viw "5!
T “I)‘ Lo r»-*a-g, L eba -
" ACTVON: Conection to ﬁnalregu!ations.

SUMMARY: This document contalise i
‘correction to Detision34346,” e
which was pa inthe Fdon.l [
' Register for 'hmda Doumban

1992 (57 FR 61813} The. fing] sz o
regulations velate to the: o

that insurance companies mpiulinx— &2
* specified policy acquisition M, b
. [or tax purposes. " DAL R ILTD & LR
EFFECTIVE DA'I'E:Dnmmbor 29, 1992.. o
Poa FURTHER INFORMATION coomicr

<" The'tinal reguhtmns tﬁal’uﬂin """""
»ml:{;d of this oon-gfctiqn provide rulu
€7 under section 848 thehnam!:l =
f<>Revenue Code. '{“Tsfa—ﬁ'

o

b ag Pt A R
's, Aspubhshed.T.D. mntlinsln "
mxhidnmaypmvatobuWhg
mdi-inneedofckriﬁau T
g son of Publi I‘ R
tbcpnbhuﬁmofﬂml
tions (T.D. Ms&).whichmtho
0fFRDoc.92—30943 it
cornctoduhllown -
On pege §1829, mlmi 51840—
Ztk}(zj(ii). fourth line, the
: “wilhontngﬂdlotbodﬂonntho"k
oonmed-tomd"wiﬂ:outuglﬂ\othe
L datoonwhidlth." - - .
Cymthie Grigsb, : :
A:‘tunmfadadkglster O)ﬁoar
L OnszonnsﬁfCapaub).
& (PR Doc. 93-3143 Prled 2-10-83; usni-

- s ~—_——;\‘_'-'-
mmm _’--—— ORI

[}
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FOR FURTHER INFOAMATION CONTACT: Gory of net premiums with respect ta certain
Geisler, 202-622-3970 (not a toll-fres - - types of msurence mntn&? T’gm :

_number)}. cap lhlgzad amounts are called -
=+ - specified poli tion
 SUPPLEMENTARY INFORMATION: "l The mmm?mw“ expenses.”
Papnrwwk Reduction Act. . .- . E axpenses roquired to
The cotlections of information - capita ln any tnnblo yoar is -

entcontninedinmmﬂnal f; gonerally limited to the insursnce <.
tous have been reviewsd and "<~ company’s “general Mﬂdim" for that

apgmvad by the Office of Management ™~ Year.

Budget in accordanca with the =~ -
Papérwork Reduction Act of 1980 {44 C‘“‘“‘" “SP"‘”"’ Insurance

U.S.C. 3504(h}) under control numbor
- 154%5~1287. The estimated annual

Undnr soctions 848 {c) and (e]. the
ndent varies from 15 - - amounts treated es spacified policy -

bul;dm dependin - acquisition expenses dcptnd on:

. minutes to 20 hours, on”

* individusl dircumstances, w:thgm .- whether a particular contract is - _
estimatad aversge of Thour,— - - -~ -  Classifisd as an annuity contract, s

* Thess estimates are an approximiatiog’ Zroup life insurance contract, or * ‘other
ofweaverqsumguﬁlobe" . specified lnamncimm :
n to collect tlnn.'l'hcy «+ _The proposed regulatioos contain -
ere on such information ag is - - -~ definitions of the types of contracts to -
available to the Internal Revenme-+ - . Which the provisions of section 848.-

Service. Individual respondents may - apply. Thay also define & “combinstion
" require

grester of less time, depending - m(g s, 8 ?m Pmiot:ms

of - m;;ity ove and provide rules for
ot st 2% 10 oo wide ¢ combinalon 1,
diractedlotho!ntsndl‘tonum --‘-‘ ;. cootract - . e
! Service, Attention: ﬁSR:J:om ':‘,Gnmh]: tion Comtrac _?!_..

* Cloaranice Officer, T:FP, Washington: DG~ ¢ e
t20224;"and 1o the Office of Mana : hmhw?i:mh.thﬁ:l,
{ and Budget; Attention: Desk Officer for - regulations M‘?- Teetment of - -
- the Départment of the Treasury, Office --. mplemiummundu combination.. .
%of oo and Reg b -""_' . mmb&nnﬂmmhuduammm

'Wuhingtmxnczosogl..‘ o fatlon contract s & cout
;Badgmnnd.- oo L mofwhichl! npu?t:l:m
L. 'l‘hhdounnoutaonh.lmﬂmllncom would be a life contract, an
! tax regulstions under section 848 of the - Aonuity, of & noncancellsble or - -
; lnmula-mut:odou:odo).nhung mmdmmdmmd :
itothoupihlinﬁono!cutainpolicy insurence contrect. The . -
. scquisition- of insurance - Wlﬁmmﬁ!w“mﬂﬂm

™ v Foam arkr, TaEhe e P COM
scmm&mm“"“"*‘”‘”"*‘h'

axpenses
Suﬂm&lﬁwunddodto~ : mrdaﬂngmmh
by sectiont 11301(s) of the - - coversge provided

% -aide wn.mmmuaumAuonm - combination contrect are

l.nthcl“odcnllnghuron' - pnmimmmdlnthnm

y ;H.:. November 15, 1901 (56 FR 38003). ' fﬂnhlnl
;."_' Written comments were recsived from- * m m

hJaHhmdlpublicheuinaw : typodmptmdodlmdun

January 31,1992 After - - comblmtionmnmmnotupmtaly

- considerstion of al] written and oral - stated, the premium for the sntire

mmﬂmhﬁnn& & "-» RIS mmmbrmmgtb.pmpmd" ‘mhldilmbioctmthohigb-t lo

- ” © contains Baar " Tegulations, tions sre - ~  ° capitalization percentage
T.hﬂngtotb-mﬂnmf:td P by this Y w by the:
. el decision. B :
.at insurance companies caplinlize - . - T - s T Sp«:h.lmls lvinthu:u.oldo
mﬁod.policywqdﬂtimm .» Explanstioa of Provisions . ... .. .. Mmﬂ De minimiy -
X tax urg::u. Changestothe ... Secﬁmﬂlpmﬂdulh&lnmrm .. premiwms are not to be-
1plin%1o were made by the ;- companies must capitalize “specifisd :.  sopsrstely stated. If the separate -
ammhmdﬂatlon&doﬂm policy acquisition sxpenses. *in liow of - mtmhhothmﬂuuﬂsﬁodbm
mmhﬁmmmytopmdds- iden lhoutogwludw«:=- for' 3 minimis premiums; the ds .-

mmp-nhlthat - that must be capitalized, saction 848 - mlnhnhpnmlumm tnbo =

u.-.t l:am_};?ly}'rlththc uplunaﬁon : requires that & company nplnliun

™ treeted consisten

quirsmdnts s Y95 1oy Sroia L amount of otherwise deductible - characterization tbenpumiumson
-rec'mmms.pbmbum.lm~* s expemuoqulto:pod.ﬁodpmugu tbnlnan-mamnpmy’unnml -
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statament. Furthermors, in determining
the highast capitalization percaptage
applicable ta eny of the coverages
providad by the contract, the coversge
to which s de micimis premium is
allocable is disregarded. For purposes of
thess provisions, premiums allocable ta
a type of coverage considered de
minimis if the pramiwma are 2 percend,
or less of the entire premium for the
contract,

_ Definition of Group Life Insurance

" Undar section 848(c}, a lowar
capitalization percantage is applied ta
premiums received oo & group life
[nsurance contract than to premiums
recsived with respect to an individual
life insurance contract. Section 848{a)2)
definas a group life insurance contract
as ons which satisfies thres
requirements. The first requirement ix
gn affiliation equirement; that is, the
contract must cover “a group of
individuals defined by reference to
employrcant reletionship, membership
in an arganizstica, or similar factor.”

The proposed ians specify five
categories of aligibla groups ax satisfying
the affilistion requirement: an smployee
group, a debtor group, a isbor union
group, a credit unfon group, and en

: assodclhuon ng:;Ip satisfying cortair
conditions. proposed regulations
also allow multiple groupe consisting of
comhinations of groups g;:n the samer

category.

- 'I?Enm:ogmmofal_igibiagmnplin.
tha proposad regulations includa the

_specific group categories referred to (n
the Group Lile nsursnce Definidon and
Group Life Insurance Standard
Provisions Modal Act approved by the
Nalional Association of Insurance
Commissioners. Unlike the Model Act,
the proposed regulations make ne
provisian for « discretionary group that
satisfies the requirements of the
applicable state law o be treaisd as an
eligible group. The preambls .t: the.
proposed. regulations requested public
comment coocering the desirability of
expanding ths group lile insursnce
definition ta include discretionary
groups.

In respanse to comments, the Snal
regulations bist a numbex of
discretionary groups that will also be
treatad as satisfying the affilistion
requirsmant of secticn 348{eK2}{A). The
final regulstions alse authorize the -
Commissioner 1o specify other
discretionary groups as satisfying the
Zoup affilistion requirement in

. subsaquant guidance published in the
Interpal Reveoue B

Comments stalad that & contract
covering members framm different

_categories of eligible groupe should be

treated as & group conirect In gener},
these comments were not adopled
becsuse the Model Act does not
specifically authorize these cagtracts,
The final regulations, however, allow
employees to be included as members of
s p tponsared by an association, &

r unian, oc a cradit union. Tha
regulations also allow members of a
credit union \o be covered under a
single contract whathar in thair capacity
as membera or &2 borrowers of the credit

Comments were recaived asking that
the prohibition of detarmining a group
(or class within n group) on tha basis of
individuat health characteristics be
clarified such that a pre-relirament age
requirsment or active wark
would be sllowed. Comments siso
raquested clarification of the spplication
of the identical premium requirernent in
tha context of the separsis employer
units cavered by a single contract issued
to a multi-employer trust. The final
pt thesa comuments.

o second requirement for
qualification as 3 group life iosurance
contract 12 that tha premivmas for &
group lifs insurance contract must ba
determined o a group basis. The
proposed ions sot forih a two-part
test {o determine whather pramiums for
a contract are determined ont & group
basis: ap identical premium requirement

requirsment

requirement, the only permissible
differences In promibt:::‘ Wm- with
respact to any mem group ere
the member's sctual sge
(in years), the mambex's gender, or tha
member’s smoking habits. Undes the
eligibility requirament, all members of
the group generally muat be eligible for
the covarsge ided under the

contraci \_rhhoutrogndtnnidmoi

od regulations provide two
with respect to the eligibilivy
requirernent. First, in the case of group -
torm life insurance

caverage,
proposed regulatioos allow the
mnmmmmymdenyorlinﬁl
COvaraga on & member’'s responses
to a medical questionnaira (bul oot on
any olher basis, such ss & medical
examinstion). Socondly, & danlal or
limitation of coverage to any membes is
allowed oa the basis of i
information obteined with respect to
that member prior o
Public commants
the use of nr idextical preminm
as & means for determining
whether premiums jor the contract e
determined on & group bexis. The
comme~ts sugpe ted & Tumber of
changes io the identicat premivm

requiremgent to cianfy the application of
this test. The Bnal regulations adopt
most of these comments. For exampla,
the regulations provide that the
identical pramium requirament is
satished if the premium rates charged
by the mmurance cornpany for the
carresponding units of coverage (loe
examphe, per $1,000 of ésce amount, of
insurance} provided ta sach member of
the group are the aame, except for
differances attributable lq the age,
gender, ar smoking habits of Lhe
B large aumber of bjected
arge number of comments object:
ta the proposad regulations’
requiremment that all members of tha
group generally must be aligible for
coverage without regard to evidence of
insurability. It was stressed that under
state law, an insurance company may
deny ar limit coverage lo any mamber
of the group in tbe absence of
satisfactory svidence of individual
insurability, and that the accepted group
underwriting practice is to i -
evidenca of individual i ility
beyond a medical questionnaire in cases
when thars iz & high likelibood of anti-
comments stated that oibar rules in the
proposad regulaticns, such as the group _
affiliation requirement and the identical” -
premium requirement, clearl
di ferentiate Lhe coverage B froup« +.
life insurance contract from that o
individual life insurance.

In response to these comments, the
final regulations do not contsin the
eligibility roquirement. Future
regulations may address company
underwriting practices for group life
insurmnce contracts if, for axampls,
changes in business practice or 8 shilt
iz premiams from the individual to the

p category indicats the need for

guidance, [f sdditicnal guidance
addressing the sligibility requiremest is
cantemplated, the guidance wouid be
first pyblished in a notice of
mw and, if :flophd. be
a rospectively.
pK ums u:mmegt for qualification

a3 a group ke insurance contract iy that
the procseds of the contract are paysble
to (or for the benefit of] personx
thart the employer of ths insured, an

u?ubumlowhichtbrmmod
balongs, or other similar person. kx

resposse to comments, the final

regulstions clarify the usage of the teem
“organization’” in (his context to taciade
only the erganization (hat Is either the

mqhddur.!lilinundodthat

ife ingurance in which the proceeds are
used similarty ta credit ke insarancs
{for example, pre-need burial insurance}
will not bs treated ae violating the
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restriction on the payment of proceeds
1o the spansoring organization or group
policyholder,

The final ragulations elso adopt new
rules to address the situation in which
tha requirements of the regulations are
not salisfied with res to e small
number of individuals covered by a
grour contract. Under the proposed
regulations, if the group lite insuranca
requirements ere not met with respect to
all membars of the group. the pramiums
for the entire contract are treated as
recaived under an individual life -
{iisurance contract. Comments indicated
that an Ineligible individual or
individuals may temporarily obtein
coverage under a group contract
{through inadvertence of the group
policyholder or otherwiss), and that one
individual or & small number of
individuals should not disqualify the
sntire premium for the contract. In
response to thesa comments, the final
regulations provide that if the premiums
allocable 1o an ineligible member (or-
members) are no more than § percent of
the total premiums charged by the
insurance company for the group as 8™
whola, then only the premiums ¢
illocable 1o ineligible member (or ~
membets) will be trested as individual
.ife insurance premiums,

Seneral Deductions

Tha final regulations clarify that the
Jetermination of general deductions
ander section B48({c)(2) is made without
egard to any amount capitalized under
action 848(2) in any taxable yoar. This
slarification eliminates any circularity
vith respect to the delermination of
eneral deductions under section
148(c}{2) and the capitalization of
pecified policy acquisition #
or the taxable year. ’ :
Jefinitioa of Net Premiums -

Section 848(d){1) provides that, with
espect 1o sach category of specified
asurence contrects, net premiums squal
a8 excess, if any, of the gross amount

f premiums and other consideration for
18 contracts, over the sum of retum
remiums and premiums incurred for
12 reinsurancs of the contracta.
ursuant lo section 848{d )3}, the groes
mount of premiums snd othes .
ansideration does not inchude cartain
olicyholder dividends and similar
nounts that, under saction 808(s), are
eated as paid 1o the policyholder and
Aurned to the insurance company as a
semium.
slicy Exchanges )
The proposed regulations provide that |
an insurance of annuity contract is
:ichanged {within the meening of

section 1001) for & spedfied insurance
contract, the insurance company must
include the fair markat valye of the
contrect issued in the exchange in its
gross amount of premmjums and other
considerstion for the issuance of a new
specified insurance contract. The
preambie to the proposed regulstions
requested comments whather this
treatment of exchanges of insurance
contracts (initiated by eithers
policyholder or the company) would
require an insurance company to
capitalize excessive amounts.

Many commenis questioned whether
under the ﬂmposod regulations many
routine policy changes, such as the
addition or deletion of s rider, might
result in ibe capitalization of existing
contract values. The comments
generally urged that only external
exchanges {that is, exchanges involving
a different insurance company) should
give rise to nst preminms under section
848,

In response.to comments, the -
treatment of exchanges of insurance or
annuity coniracts is modified in the
final regulstions. Except as otherwise
provided by tha regulations, an
exchangs (inchxding a change in the
terms of » specified insurance contract)
will not give rise to net premiums undet
section 848. The regulstions identify
specific types of exchanges that will
cause net premiums to be subject to
soction 848. These situstions are (1}
axternal exchanges (ihat is, exchanges
involving s different insurance

‘company), and (2) internal exchanges

which result in the issuance of
fundamentally different coniracts.

Under the final regulations, an
internal exchange is considered 1o result
in the issusnce of a fundamentally

. different contract if the contract issuad

in the exchange (1) belongs 1o & differsnt
category of ed insurance contract
{or is issued in exchange for &
nonspacified insurance coatract), {2}
changes the identity of the individual
Insured, or (3} changes the mortality,

morbidity, interest, or

tses with respect o nooiotioiture

iz provided in the exchanged
“r dentify

‘The final regulations identify certain

shodilications that will not be trested as
changing the mortality, morbidity,
interest, or expense guarantess and
authorize the Commissioner to identify
other modificatioas in subsequent
guidance published in the lnternal
Revenue Bulletin, The regulations also
provide an sxception for contracts that
ars restructured pursuant to e
rahabilitation, consarvatorship,
insolvency, or similar state proceeding.

A finding of lnsolvency is not necessary
to qualify for this oxveption. -

The final regulations slso clarify the
amount that !s taken into account as the
value of the new contruct issued in an
exchange that generstes net premiums
under saction 848. The value of the new
contract is generally determined by the
most recant sale by the insurance
company of a comparabls cortract, or if
this value is not readily ascertainable,
by reference 1o the interpolated terminal
reserve of the original contract. The
final reguiations permlt a lesser velue to
be usad for an sxchange of contracts
made pursuant to a policy enhancement
or update transaction. The regulations
alsa provide that in the cass of any
exchange involving a Eoup term life
insurance contract without cash value,
tha vaiue of the new contract is deemad
10 be zero.

Dirvidend Accumulations

" The proposed regulations provide that - - -

an amount deposited wilh an insurance
y is not treated as & premium

com
until it is spplied to, or irrevocably

 commitied to, the payment of premiums

on a specified insurance contract.
Amounts left on deposit with an
insursnce company in a dividend
scoumulation account are not trosted as
irrevocably commiited to the payment
of premlums.

Nurnerous comments asked that
dividend sccumulstions used to pay
premiums oan a specified losurance
coniract be treated like “other similar
amounis”™ under section 848(dX3). This
comment was not adopied because
amounts credited to & dividend
sccumulstion sccount are treated as
taxable ity held on behalf of the
policybolder and are not committed to

the payment of pramiums on & specified
insurance contract.

Rainsurance

Tha capitalization requiremeants of
section 548 apply to premiums and
other mnddm:;‘on for rsinsura;l?) "
agresments. Under section 848(d}(1), the
cading company reduces jts gross
aemount of premiums and other
considerstion by the amount that it
incurs as premiums for reinsurance.
Correspondingly, the reinsurer includes
the reinsurance premiums in its gross
amount of premiums and other
consideration.

Section 848{dX4){B) uuthodz;: the
Treasury t to prescri
regulations to esure that “pramiums
and other considerstion with respect 1o
reinsurance’’ are treated consistently by
the jes of » reinsurance dgresment in
applying the provisions of saction 848.

-l
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Pursuant to this regulatory suthority,
tl:e proposed regulations set forth rules
identifying the amounts that are to ba
taken into account in detarmining the
perties' premiums and other
consideration for reinsurance under
section 848(d)(1). Under the proposed
regulations, all items of consideration
transferred between a ceding company
and o reinsurer pursuant to a
reinsurance agreasment ara netted. The
net negative considerstion determined
by one party to e reinsurance agreement
reducas its nat premiums under section
845{d}{1}{B}. The net positive
consideration determined by the other
party increases its net premiuvms under
section 848{d){1){A). The determination
of net consideration for the reinsurance
agroament ensures consistency between
the parties. This consistency extends io
the amount and timing, as waell as the
character, of items. The net
consideration rules of the proposed
regulations apply to ail amounts
incurred undar a reinsurance agreement
for taxable years beginning aiter
December 31, 1991,

The proposed regulations also address
a second problem that may arise in
reinsurance transactions. The
capitalization requirements of section
848 could ba avoidsd if, for example, &
primary insurer reinsures its business
with s reinsurer whosa general
deductions ere disproportionately small.
To prevent this avoidance. the pro
regulations limit a party’s use of the net
negative consideration on s reinsurance
agreement to reduce its net premiums if
the other party did not capitalize the net
pasitive cansiderstion due to that
party’s general deductions limitation.
Under the proposed regulations, this
potential reduction applies to all
omoun!s arising under any reinsurance
agreement executad on or after
Novamber 15, 1991, and to all emounis
arising under eny reinsurance
agreemeni for taxable years beginning
aftar December 31. 1961, without regard
to when the reinsurence agreement was
ertered into.

Net Consideration Rules

Several comments addressed the
determination of net consideration for
reinsurance agreements. One sot of
comments urgad that claims and benefit
reimbursements be exciuded from the
detarmination of net consideration for
reinsurance. Othst comments urged the
retention of all items of consideration
- (including claims and benafit
reimbursements) in determining net
considersation for reinsurance. Finally, 8
third sat of comments urged the
adoption of separate rules for
determining premiums and other

consideration for reinsurance depending Reinsurance Agresments With Parties

on the type of reinsurance agreemant
lnvolved,
The final regulations generslly retain

tha rules relating to the determination of

net consideration for reinsurance
agreemnents that were entered into after
November 14, 1991, for taxahie years
beginning after December 31, 1991. In
response Lo commants, the regulalions
postpone the effective date of Lhe net
consideration rules for other
reinsurance agreements. The regulations
provide Lthat for reinsurance agreements
sntered into prior to November 15,
1981, the net considsration nles apply
only to amounts arising for taxable years
beginning after December 31, 1994, For
taxable years beginning before January
1. 1995, the parties must scoount for
premiums and other consideration for
the agrsement using the interim rules of
the proposaed regulations. .

The fina! regulations also contain
special rule thet epplies to a funds-
withheld reinsurance sgreement that
wes entered into alter November 14,
1991, but bafore the first day of the first
taxable year beginning after December
31, 1591, and was terminated before
January 1, 1995, Under this rule, the
parties’ net considarstion for the year of
termination must include the amount of
the original reserve for any reinsured
specified insurance contract that, in
applying the provisions of subchapter L,
is treated as promiums and other -
consideration for reinsurance in the
taxable year for which the egresment
becomas effective. o

Reduction in the Amount of Net
Negative Consideratioa To Ensure
Consisteney of Capitalization lor
Reinsurance Agreements

The comments genarally supported
the rule in the proposed regulations that
provided for a reduction in the amount
of net negative consideration thet s
party io reinsurance agreement could
teks into account to reduce its net
premiums if the other party did not
capitalize the net positive consideration
because of the other party's genersl
deductions limitation. Some comments
requested that the regulations specify
the mannser of demonstrating
consistency of capitalizetion betwesa ~
the parties of & reinsurance agreement
{such as na affidavit from ths party with
net positive consideration). Although
the regulations do not adopt this
commaent, the Internal Revenus Service
is considering whather to provide an
sdmicistrative means of demonstrsting
consistency of capitalization in
subsequent guidance published in the
Intarnal Revenus Bulletin,

Not Subject to Uniled States Taxation

Section 848{d}{4}(A) provides that
prormiums and other consideration
incurred foe reinsurance may bs taken
into account as a reduction of net
premiums oaly to the extent that the
premiums are includible in the gross
income of an insurance company which
is taxable vnder subchspter L, or whose
shareholders are subject to United States
taxalion on the reinsurancs premiums
by reason of subpart F of part I of
subchapter N. The proposed regulations
provide that & party to & reinsurancs

-agreement may not reduce its net

promiumas by the net negstive
consideration on a reinswrance
sgresment if the other party is neither
an {nsurance company subject to tax
under subchapter L nor & controlled
forsign corporstion. The proposad
regulations do not address the treatment
of net positive consideration on
reinsurance agreaments with parties not
subjoct to United States taxation.
Severs! comments urged that the
regulations exclude from net premiums
any net positive consideration from
reinsurance sgreements with parties that
are not subject to United States taxation.
The comments expressed concern that ~=~
unleas these net positive consideration
amounts are eliminated, the rules in the. .
proposed regulstions could result in &
double counting of a party’s net
premiums. T \
In response to the comments, the finai
regulations provide an election to -
separstely determine the smounts
required to be capitalized for
reinsurance agreemsonts with parties not
subject to United States taxation with
respect ta the premiums and other.
consideration under the sgresments. If
the election is madae, & capitalization
amount (either posilive or negative) is

determined for each category of
specified insurance contracts on
the net premiuins for esch category. The
capitalization emounts for all the :
catagories of contracts are then

aggregated to arrive st a “'nat foreign
reinsurance capitalization smount”
(either positive or negative) for tha
taxable year on all reinsurance
agreements with parties that sre not
subject to United States taxation.

. If the net foreign capitelization
amount for any taxsble year is negative,
the negetive amount is applied to
reduce (but not below zero} the
unamortized balances of amounts
praviously cepitalized (beginning with
the most recent taxable yesr) to the
axtent sttributable to prior years' net
positive foreign capitalization amounts
The reduction of the previously
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capltalized amounts Is sllowed as a
deduction for the taxable year. The net
negetive foreign capitalization amount,
The mmaininf portion of a net negative
foreign capitalization amount, if any,
remaining after this reduction is carried
over end used to offset a future year's
net positive foreign capitalization - -
amount. The remainlng portion of a net
negative foreign capitalization smount
may not reducs the smounts otherwise
required to be capitalized for the taxable

ear wilb respect to directly written
ﬁusiness ot reinsurence sgreements with
parties that are subject to United Stsles
taxation. :

A et tive foreign capitalization
amount {after reduction by
ver amount from ing ye- s)

is added to the-specifi pgl,idcy be
acguisition expenses to
c:gsmmd for the m:ﬁ: yoar
(determined without regard to amounts
taken into account under the elaction).
Thus, a net positive foreign
capitalization amount {3 capitalized
independently of the general deductions

limitation.

“Tha rulea in the final regulations with

respect to the detorminstion of net
I'ure:gn capitali:ﬁon nmmmt;g mera
a to taxable yeers beginn
N]::umhu 14, 1991. Under the
regulations, however, an insurance
company may make an election to apply
the rules with respuct to the
determination of Det foreign
capitatization amounts for serlier
taxable years by filing an amended
federal income tax return.

Carryover of Excess Negative
Capitalization Amouni

Section 848{f){1) authorizes an
insurance company to reduca the
srnm:}nt of the cur;:il m’s :
capitalization of 8 '
acquisition expenses and ﬂ‘q
mw balances of spog:;d

icy acquisition expenses
];oremdlng yoars if there i3 & “negative
capitalization amount” for & category of
specified insurence contracts. The
negative capitalization amount is
determined by multiplying the negative
net premiums for a cat of
insurance contracts by the applicable
perceniage set forth in sectiom 848{c)(1)
from that category of specified contracts,
As a practicai matter, » negative
cepitalization amount for a category of
specified tnsurance contracts wiil
gonerally only arise as a tesult of
reinsuranca agreements.

{nt. ;ponse to comments, the final-
regulations add rules that permit an
insurance company Lo CAITY over 10
futurs yoars the portion of ary negative
capitalization amount remaining after

the reductions fied in section
848{f}{1). This provision of the
regulations is effsctive for taxable years
ending on or after September 39, 1990.

Reinsurance Agreements Involving
Insolvent Insursnce Companies

The pro regulations authorize
the oner to grant a waiver
sxcluding from the capitalization
requirement any reinsurance
consideration relating to agreements
approved by s state court supsrvising
the rehabilitation or liquidation of sn
insolvent company. The proposed
regulations do not s]:ec.i the
conditions that would aliow an
insurance company undergoing a
rehabilitation, conservatorship,
liq;)xiedation. or similer state procoeding
to be treated as *"insolvent.”

In response 10 commaents, the final
regulations sdopt specific rules for the
treatment of reinsurance sgreements
involving insolvent insurance
companies. The rules aperate In
Eﬁnium:z.ion with the prcwio!r sions

owing the carryover of an axcess -
negative capitalizstion amount under
section 848{f). Under the final
regulations, an insolvent insurance
company with an excess negative
capitalization amount as & result of a
reinsurance agreement and the
with net positive considsration
that t may make a joint
slection. The joint election the
insoivent company \0 forego
casryover of the portion of the excosa
negative capitslizstion amount
:ltlm'buubh to the sgreement and allows

s party with net positive
consideration to reduce its specified '
policy scquisition expenses for the

year by sl amount equal to the ©
portion of the insolvent company’s
axcass negative capitalizetion amount
that is not carried over. The final

rogulations also certain
conditions nocurring s :i‘ll.m
mipervised procesding RS
the insurances com; that {s the
subject of this to be
presumad to be

involving insolveat companies are
sffective for axable years ending on or
after September 30, 1990. The joint
election of an insolvent insursnce

company and a reinsurer may be made .
ameanded return. -

an an

Application of the Capitalization
Requirements in the Context of
Corporais Adjustment

The preamble to tae proposed

regulations requestod comments
concerning the applicability of section

844 to reinsurance sgreements
undertaken In the context of corpotate
adjustments, such as different non-
recognidon transactions under
subchapter C. Several comments wes
received on this issue. The comments
requestad that the regulations also
provide guidance regarding the
application of sectian 8448 o stock
acquisitions that ars treatad as asset
uisitions under section 338,
to the complexity of this area of
the tax law, thase regulations do oot
adopt rules relating to the spplication of
section 848 to reinsurance agreements
affected as part of non-recognitien
transactions and other corporats
adjustments, The spplication of section
848 in the context of different
subchapter C transactions will be the
subject of forthcoming proposed
tions. The Treasury Department
and the Internal Revonue Sarvice
continue to {nvite comments oo the
application of section 848 1o these o
transactions. .
Coordisation With Subchapier N '
. The final regulations do not address
the treatmsat of amounts required 10 be
capitalized under section 848 for
purposes of subchapter N [including - —
mies concerning source of income,
allocation and apportionment of -
expenset, and computation of the
foreign tax credit). The Treasury
Department and the Internal Revenue
Sarvics request commonts on any lssues
relating to tha coordination of section
848 and subchapter N that should be
addressed in these forthcoming
proposed regulations. :
Special Analyses
It bas boen detecrmined that thess
regulstions are not major Tules s
defined in Executive Order 12291,

Procadure Act {5 U.S.C. chapter 5) and
the Flexibility Act (3 U.S.C.
chapter 6) do not apply to these
regulations, and, tharefore, & final
Regulatory Flexibility Analysis is not
requirsd. Pursuant to section 7805(f) of
the mm:luhm qf:tdt.'h the notice of

roposed rulemaking 50
p ons was submitted to the Chief
Counsel for Advocacy of the Smell -
Business Administration for comment
on its limpact on small business.
Drafting Information

The principal suthor of these

regulations is Gary Geisler of the Office
of the Assistance Chisf Counsel
{Financial Institutions and Products),
internal Revenue Service. However,
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personnel from otbaer offices of the IRS
and Treasury Department participated
in their development.

List of Subjects

26 CFR 1.801~t Through 1.860~5

Incoms taxes, [nsurance companies,
Reporting and recordkeeplng
requirsments.

26 CFR Part 602

Reporting and recardkeoping
requiraments, -

Adaption of Amendmenis to the
Regulations

For the reasons set forth in the -
preamble, 26 CFR parts T and B02 are
amended as follows:

PAFI‘I' 1—{AIIENDED]

Paragraph 1. The authority citation
for part 1 is amendaed by adding the
following citations:

Authority: 26 US.C. 7805 * * * Section
1.840—2 slsa tssued under 26 U.S.C. B45{b)
.and 26 U.S5.C. B42(dN4}E) Section 1.548-3

alsa issyed under 26 U.5.C. s48(dX4)B)L

Par. 2. Sections 1.548-0, 1.848-1,
1.848-2, and 1.848-3 are added to read
as follows: \ )

§1.848-0 Outiine of regulations under
saction 848,

This section lists the paragraphs in
§%1.848-1 through 1,848-3.

$1.848-1 Definidons and upochl .
provisions, -
(a] Scope and efective dats.
(b) Specified insurance contract.
(1) lo gonend
{2) Exceplions.
(1) la gensrak
(i) Reinsursnce of qualified foreign
conlracts.
(¢] Life insursnce conbract.
(d) Annuity contract.
{#) Noncancelizhle sccidant and heaith .
insurance coniract.
() Guarsnised renewable accident and health
insurunce coniract.
{g) Combination contract.
{1) Definition.
(2} Trestment of pmnluma cas
combination contract,
(i) In geseml.
(ii) De minimis premiums.
(3} Exampis.
{b) Group lifs Inpurancs contract.
{1) In generat.
(2) Group »ffilistion requirement.
{1} In geneml.
(if} Employes group.
{iil) Debtor group. -
[5¥) Labor union group.
(¥) Association group.
{vi) Credit union group.
(vii) Multiple group. ;
(viil} Cortain discrelionary gruupn.
{ix) Employoes treatad as mercbers.

{x) Cless or classss of s« group determined
without regard ta individual health
characteristics.

{A) In genersl.

{B) Limitation of coverags based or certain
wotk and age requirements permissible.

(3) Preciurns determined on s g:rol.ip basis.

{i} In gsneral.

{ii) Exceplion for substandard
rates for cartein high risk lnmreds.

{iit] Flaxible promium contracts.

{iv) Detarmination of actual ags.

{4) Undarwriting practices usud by
company. {Resarved]

(5) Disqualification of group.

(i} In genoeal,

{1i) Exception for de minlmis feilures.

" {6} Supplemental 1ife insurance coverugs. .

{7) Special rules relating to tha payment of

proceeds, ,
{i} Contructs issusd to & weifars benefit
fund. : ;

(ii} Cradit life insurance contracts.
{iil) “Crganization or association” limited
to tha sponscr of the contract or the

group policybolder.
(i) Genersl deductions,

§ 15482 D-umﬂnahudupronm

(a) Net premliuma,

{1) 1o genemi.

{2) Separate determination of net
premiums for cortain reinsurance
agreements, .

b} Gross amount of pramiums and other
consideration.

{1} General ruls.

{2} terns includad,

{3) Treatment of premium dapocits.

{i} In general.

(i) Amounts brmmbly mmimd o the

1 of preminms.
{iii} Retirnd lives reserven,
(4) Deferred and uocollectsd premiums.

fundarnen different contracts.
(i) In general. -

{h)minmodiﬂcaﬂmltHMnnot
changing the mortality, morblidity,
foterest, or sxpense pusrantess, - i

(ili} Exception for contracts restruciured by
aoourlmpu-vludnhabmhﬁonnr
similar

(4) Valus ofthowmrld.

{i} In general

(i) Special rule for group term Jifs”
insurancs cootracts.

{iii) Special rule for certain policy
-nhmmﬂmdnpdﬁm

(A) o general

{B)Pohcy-nhmmmlnrupdmm
defined.

(S} Example.

[d} Aroounts excluded fom the gross amount

of promiums and other considerstion.

{1} In gomerak

IZJAmmnumlvodnrmdkona .
guarunty axsocistion

{h) Treatment of reinsursnce

(1} Exclusion not to apply to dividend
accumulations.

{e] Return premiums,
[f) Nst considerstion for & reinsurance

agrosment.

(1) la generui.

{2) Net considerution determined by &
toding company.

{1) In geosral,

{il) Net negative and net positive
consideration.

(3) Net consideration deisrmined by ths
reinsurer.

{i) In general,

{ii) Net negative and net positive
consideration.

{4) Timing consistancy requirsd,

{5) Modified coinsurance and funds-
withheld reinsurance sgrasments.

(i} In general.

(ii} Special rule for certain funds-withheld
meinsurance puis,

(6} Trestment of retrocessions.

(7} Mixad reinsurance agreemants.
{8) Treatment of policyholder loans.
[9) Examples.

{8} Reduction ia the amount of net negstive

consideration to ensure consistency of
capitalization for reinsurnnce A
agrevments.

{1} In gensral.

{2) Application to reinsurance agresmants
subject to the interim rules.

{3) Amount of mduction

{4) Capitalization shortfall

{5] Raquired capitalization amount.

(i) In genaral.

(ii} Special rula with respect to net “r
negative consideration. "

(51 General deductions sllocable to

insurance agreements.
(k4] Mloalion of aapitalization shortfnﬂ

AmMONg reinsursnce agresmsn

{8) Election to dulummo spodﬁod policy
nequisition sxpenses for an agresmant
without regard o general deductions
limitation,

(i) In goneral. o

{ii) Manner of makiog slection.

{iii} Elaction statement.

(iv) Effect of election.

(9) Examples.

Y -t

with
partiss not subject tn U.S. taxation.

(1} In general

(zlhmmtsulwhichthhpmphl’h)

appliss.
{1} [n genarsl
(il} Parties subject to U.5. taxation.
(A) In general,
(B) Effect of a closing agresment.
{3) Elaction to separately d-lmine the
required to be capitaiized for

{ii) Manner of the sleciion,
[4) Amount iaken Into scoount for
o suponaes, 8 ot policy

acqilaition expenves.
{? Nel forvign cepitalization amount.
{1} In goneral.

fii} Porwign capitalization amounts by

category.
(8) Ttoatment of net nagative forelgn
capitaliration amount.
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ti) Applies a5 & reduction to previously
capitalized amounts.

lii} Carryover of remaining net negative
foreign capitalization amount.

{7} Reduction of nat positive foreign
capitalization amount by carryover
amounts sllowed.

(8) Examples.

{ij Carryover of excess negative capitalization
amount.

{1} In genemlk.

{2} Excess negative capitalizalian amount.

{3) Treatment of excess negative
capitalization amount.

(4} Special ruin for the treatment of an
excess negative capitalization amount of
an insolvent company.

{i} When applicable.

(ii) Election lo forego carryover of excess
negative capitalization amount.

(it} Amounl of reduction to the excess
negative tapitalization amount and
specified policy acquisition expenses.

{iv) Manner of making election.

{v) Presumptions relating to the insolvency
of an insurance company undergoing a
court supervised rehabilitation or similar
stals procreding.

(vi) Example .

(j! Ceding commissions with respect to
reinsurance of contracts otber than
specified insurance contracts.

(k} Effective dates,

{1) In general. -

{2} Reduction in the smount of net negative
consideration to ensure consistency of
capitalization for reinsurance
agreements,

{3) Net consideration rules.

{4) Deternination of the date on which a
reinsurance agreement is eniered into.

{5) Special rule for certain reinsurance
agreemenis with parties aot subject to
1].5. taxation.

{6) Carryover of excess negative
capitalization amount.

§1.848-3 interim rules for certain
reingurance sgreements.
{a) Scope and sffective dates,
{b} Interim rules.
{c) Adjustments and special rules.
{1} Assumption reinsurapce.
{2) Reimbursable dividends.
(3] Ceding commissions.
{i} In general.
{ii) Amouatof ceding «  1mission.
{4) Termination payme. ..
(5) Modified coinsurance agreements,
{d} Examples,

§1.8481 Definitions and special
provislons.

fa} Scope ond effective date. The
definitions and special provisions in
this section apply solely for purposes of
determining specified policy acquisition
axpenses under section 848 of the
Internal Revenue Code, this sectian, and
§§1.848-2 and 1.848-3, Unless
otherwise specified, the rules of this
section are effective for the taxable years
of an insurancs company beginning -
after November 14, 1991.

(b} Specified insurance cortract—{1)
In general. A “specified fnsurance
contract™ is any life insurance contract,
annuity contract, noncancsilabla or
guaranteed renewable eccident and
health insurante contract, or
combination contract. A reinsurance
agreement that reinsures the risks under
a specified insurance contract is treated
in the same mannart as the reinsured
contract.

(2} Exceptions—{i) In general. A
“specified insurance contract” does not
include sny pension plan contract (as
defined in section 818(a)), Might
insurance or similar contract, or
qualified foreign contract (as defined in
saction 807(e}{4)).

fii) Reinsurance of qualified foreign
contracts. The exception for qualified
foreign contracts does not apply to
reinsurance agreements that reinsurd
qualified foreign contracts.

{c} Life insurence contraci. A “life
insurance contract” is any contract—

{1} Issued aftar December 31, 1984,
that qualifies as a life insurance contract
under section 7702(a) [including an
endowment contract as defined in
7702{h)}; or

(2) Issued prior to January 1, 1985, if
the pramiums on the contract are
reported as life insurance premiums on
the insurance company’s annual. -
statement (or could be reported as life’
insurance premiums if the company
were required to file the annual
statement for life and accident and
health companies).

{d) Annuity controct. An “annuity ~
contract’” is any contract (other than a
life insurance contract as defirfed in
paragraph {c} of this section} if amounts
teceived under the contract are subject
to the rules in section 72(b) or section
72(e) (determined without regard 1o
saction 72{u)). The term “annuity .
contract” also includes a contract that is
a qualified funding asset under section
130{d). ;

{e) Noncanceilable accident and
health insurance controct. The term
“noncancelizble actident and kealth
insurance contract” has the same
meaning for purposes of section 848 as
the termn has for purposes of section

816{b).
(f} Guaranteed renewchle accident -

and-health insurance controct. The term
“guaranteed renewabls accident and
health insurancs contraet” has the same
meaning for purposes of section 848 as
the term has for purposes of section”
a16(e). . -

(g) Combination controct—{1)
Definition. A “'combination contract” is
a contract {other than a contract
described in section 848(e){3)) that
provides two or mara types of insurance

coverage, al least one of which if offered
separataly would ba a lUfa insurance
contract, an annuity contract, ora
noncancellabla or guaranteed reneweble
sccident and health insurence contract.

(2) Treatment of premjums on a
combination controct—{i) In general. If
the premium allocable to each type of
insurance coverage is separately stated
on lhe insurance company's annusk
statement (or could be separutely stated
if the insurance company wers required
to file the annua) statement for lile and
eccidant and health companies), the
premium allocable to each type of
insurance coverage in & combinstion
comtract is subject to the capitalization
rate, if any, that would apply if thet
coverage was provided in a separate
contract. If the pramium ellocsble to
each type of insurance coversge in a
combination contract is not separately
stated, the entire premium is subject to
the highest capilalization percentage
spplicable to any of the coverages
provided.

(ii) De minimis premiums. For
pu?osas of this paragraph (g)}{2)}—

{A) A de minimis premium iz not
required to be separately stated;

) In determining the highest
capitalization percentage spplicable ta a
combination contract, the coverage to
which a de minimis proemium is '
aliocable is disregarded;

{C) If the separate statement
requirement of this paragraph {g}{2} is
satisfied, s de¢ minimis premium is
treated in accordance with its
characterization on the insurance
company’s annual statement; and

(D} Whether & premium for an
insurance coverage is de minimis is
determined hy comparing that premium
with the s te of the premiums for

" the combination contract. A premium

that is not more than 2 percent of the
premium for tha entire contract is
considered do minimés. Whether a
premium that is more than 2 percent is

-de minimis is determined based on ail

the facts and circumstances.

{3) Example. The principles of this
paragraph (g) are itlustrated by the
foliowing example.

Example. A lifs insurancs company (L1)
jssues a contract (o an smployee (X)L which
pr ~vides cancellable sccident and beshth
insurancs coversge snd group term lifa
insurance coverags 1o X't employess. L1
charges a premium of $1.000 for the ceniract,
$950 of which is attributable to the :
cancelable accident and health insurance
cov and $50 of which is stributable to
the group term lifs insurance caverage. On its
annual statement, L1 reports-the premiums
stiributable to the sccident end boaith
insurance coverage oly from the
premiums stiributable (o the group term life
insurance coverage. The contract issusd by

-

—

bk
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L1 is & cambination cantrect 85 defined in
par:graph (g1} of this saction. Pursuant to
paragraph {£)(2)f3) of this section, orly the
premiums attributable to the group term life
insurance ceverage {550) ars subject to the
visions of section 848. The premiums
zttributabie to the cancelisbls accident and
bealth insuranca covarage ($950) are not
subject to the provisions of section 848,

{h) Group life insurance contract—1)
in genergl. A life insurence contract {as
dufined in paragraph (c) of this section)
is group life insurence contract if—

{i) The contrect is & group lifa
insurance contract under the applicable
law; : )

{ii} The coverage s provided under a
master contract issued to the group
policyholder, which may be a trust,
trustas, or ageat;

(iil) The premiums on the contract are
reported either es group life insurance
premiums or cradit life insurance
premiums on the insurance company’s
anonal statement Jor could be reported
as group Jife insurance premiums or
credit life insurance premiums if the
company wers required to fils the
annual statement for lifs and accident
and hesalth companies); ’

{iv) The group affiliation requirsment
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 peragraph (h){3) of this
section; and

{vi) Tha proceeds of the contract are
not payable to or for the benefit of the
insured’s employer, g1 organization or
association to which the insured
belongs, or other aimilar person. (See
paragraph h}(7) of this section for .
special rules that apply in determining
if this requirement is satisfied.)

(2) Graup affiliation requirement—{i}
In general. The group affiliation
requirement of section B4B8{e}{Z}A) and
this paregraph {h}{2) is satisfied only if
all of the individuals sligible far
coverage under the contract consiitute a
group described in paragraphis (h){(2) [i)
through (viii] of this section.

(i1} Employ=e group. An amployes
group consists of all of the employees
{including statutory employees within
the meaning of section 3121(d}{3) and
individuals who are treated as
employed by a single employer under
section 414 (b), (¢}, or {m]), or any class
or classes theraof within the meaning of
paragraph {h)(2){x) of this section, of an
empioyer. For this purpose, the term
'employse’ includes—

{A) A'retired or former employes;

(B) The sole propristor, if the
employer is a sola proprietorship;

(C) A partner of the partnership, if the
employer is s partnership;

(D) A director of the corporation, if
the employeris g corporation; and

(E} An slected or appointed official of
the public body, if the amployer is a
public body.

(iii} Debtor group. A debtor group
consists of aii of the debtors, or any
class or classes thersof within the
meaning of paragraph (h}{2){x) of this
section, of a creditor. For this purposa,
the term "debtar"” includes a borrower
of money or purchaser or lessas of
goods, services, or property for which
payment is.arranged through a credit
transaction.

(iv} Labor union group. A labor union
group consisis 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
employes organization.

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

(A} ks organired end maintained for
purposes other than obtaining
insurance; :

‘{B) Has been in aclive existence for at
least two years {including, in the case of
a merged ot succassor association, the
years of active existence of any

redecessor association); and

(C) Has at least 100 members,

{vi} Credit union group. A credit
union group consists of all of the
members of borrowers, or any class or
classes thereof within the meaning of

graph {b)(2)(x} of this section, of a
credit union. :

[vii] Multipls group. A multiple group
cansists of two or more groups from any
single category described in paragraphs
(h){2) (ii) trough {vi) of this section. A
muitiple group may not include twa or
more groups from different categories
described in paragraph (b}(2)} (ii}
through [vi) of this sectioa.

{viii) Certain discretionary groups.
Provided that the contract ctherwisa
satisfies the requiremants of paragraph
{bX1} of this section, a cantract issued
to one of the following discreticnary
groups is treated as satisfying the group
affiliation requirement of this paragraph
th}2j}— :

{A) A contract issued ta & group
consisting of students of one ar mare
universilies.or other educational
institutions; .

(B} A contract issued to a group
coasisting of members or former -
members of the U_S. Armed Forces;

{C) A contract issuad to & group of
individuas for the payment of future
funeral expenses: and -

(D) A contract issued to any other
ciscretionary group s specified hy the
Commissioner in subsequent guidance
published in the Internal Revenue
Bulletin. (See §601.601(3)2){ii){b) of
this chapter.}

{ix) Empioyees trected os members. In
determining whether the group
affiliation requirement of paragraph
(hit2) of this section is satisfied, tﬁe
employees of a labor union, credit
union, o association may ba trezted as

members of & labor union group, a credit

union grm;p. of am associstion group,
respectively.

x) Classj::r classes of a group
determined without regard 12 individug!
heaith ch: ractenstics—(A) In general. A
class or classes of a group dsscribed in
paragraphs (h)(2) {ii} through {viii) cf
1his saction msy be determined using
any reasonable characteristics (for
example, amount of insurancs, location,
or bcrupation) other than individual
health characteristics. The amployees of
a sinple employer covered under a

policy issued to a multi-employer trust

are considered a class of a group
described in paragraph (h}2)(ii) of this
section.

{B} Limitation of coverage based on
certain work and pge requirements
permissible, A limitation of coverage
under a group contract ta persons who
-are actively at work or of a pre-
retirement age {for-example, age 65 or

er] is not treated as basad on
individual health charsacteristics, *

{3) Premiums determined on a group
basis—{1) In general. Premiums fora
contract are detsrmined on a group basis
for purposes of section 848(e}(2}(B) and
this paragraph (h) only if the premium
charged by the insurance company lor
esch member of the group {or any class
thersof) is determined on the basis of
tha same rates for the corresponding
amount of coverage {for example, per
$1,000 of insursnce) or on the basis of
rates which dilfer only because of the

_gender, smoking hebits, or age of the

member.

(ii) Exception for substandoerd
premium rates for certain high.risk
insureds. Any difference in premium
rates is disregarded for purposes of this

sph Th){3) if the difference is
charged for an individual who was
sccepted for coverage at @ substandard
rate prios to January 1,1993.

(i1} Fiexible premium controcts. In
the case of s groap unmiversal life
insurance contract, the identical
premium requirement is satisfisd if the
premium rates us~d by the insurance
company in determinir.g the periodic
mortality charges applied to the policy
account value of ary member insured by
the contract differ from those of nther
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members [within the sama class) only
because of tha gender, smoking hebits,
or ags of the member.

(iv) Determination of actual oge. For

urposes of this paragraph (h}{3).

determinations of actual age may be
made usinli any reasonable methad,
pravided that this method is applied
consistently for all membars of the

.
gr?&]pUndenm'ﬁng ractices used by

companry. [Reserved]
{sfgsquah'ﬁca:ion of group—{i} in
generol. Except as otherwise provided .
in this paragraph (h)(5), if the
requirements of paragraphs (b){1), (2),

- and (3) of this section are not satisfed
with respect to one or more membaors of
thtg‘;‘up. or of a class within a group
{within the meaning of parageaph
(R)(2){x} of this section), the premivms
for the entire group (or class) are treated
as individual life insurance premiums,

{ii) Exception for de minimis failures.
If the requirements of paragraphs (b} (1),
{2), or (3} of this section are not satisfied
with respect to one or more members of
the group (or class), but the sum of the
premiums charged by the insurance
company for those individuals is no
mote than 5 percent of the aggregata
premiums for the group (or class), only
the premiums charged for those
individuals are treated as preminms for
an individual Efe insurance contract.

(6) Supplemental life insuranca
covernge. For purposes of determining
whether the requirement in parsgraph
{h){3)(i) of this section is satisfied, any
supplements! life insurance coverage
(inciuding opticaal coverage for
members of the group, their spouses, or
their dependent children) is (or is
treated as) a separate contract. In
d%imining whether Lhafgroup oh
affiliation requirement of paragra
{h}{2) of this section is satisfied for the
supplemental coverage, & member’s
spouse and dependent children are
treated as mambers of the group if they

are eligible for coverage.

(7) Speciai rules n:ﬁ:fng to the
payment la)' proceeds, Tha ffnl]owing
rules apply for purposes of section
84B{e](2})md paragraph (B)}1)(vi) of this
section. b :

{i) Contracts issued-to a welfare .
benefit fund. If a contract issued to &
welfars benefit fund [as defined in
section 419) provides for payment of
procseds to the welfare benefit fund, the
proceeds-of ths contract are not
considered payable to or for the benefit
of the insured's employer, an

organization or sssociation to which the

insured belongs, or other similar person,
provided the proceeds are paid as
bensfits to the ernployes or the
employee’s beneficiary.

(ii) Credit life insurance controcts, If
a credit lifa insurance contract provides
for payment of proceeds to the insured's
creditor, the proceeds of the contract are
not treated as payable to or for the
bensfit of the insured’s employer, an
organization or association 10 which the
insured belongs, or other similar person,
provided the proceeds are applied
sgainst an outstanding indebtedness of
the insured.

{iii) “Orgonization or association”
limnited to the sponsor of the contract or
the group policyholder. The term

. "“organization or association’ means the

organization or association that is sither
the sponsor of the contract or the group -
policybolder. .

(i) General deductions. The term
‘general deductions” is defined in
section 848{c)(2}. An insurance
company détermines its general :
deductions for the taxable year without
regard to amounts capitalized or
amortized under section 848(a}. The
amount of & company’s general .
deductions is also delermined without
regard to the rules of § 1.848-2(f), which
apply only for p
net consideration for reinsurance
agreements. - : )
§1.845-2 Determinastion of net premiums.

(a) Net premiums—{1) In general. An -
insurance com must use the
accrusl method of sccounting (as
prescribed by section 811{e}{1)} to
delermins the net premiums with
respect to sach category of specified
insurance contracts. With respect to any
category of contracts, net premiums
moaDs— .

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

{ii) The sum of—
{A) The return jums {sen
paragraph (e) of this section); and -

- {B) The net negative consideration for
4 reinsurance sgreement {other than an - -
agreement described in paragraph (b)2)
of this section). See parsgraphs {/} and
{g) of this saction for rules relating to the
determination of net negative
consideration. )

{2) Seporote determination of net

-premiums for certain reinsurance - -

agreements. Net premiums with respect .
to reinsurance ments for which an -
election under paragraph {b}{3} of this
section has been made {certain
reinsurance ts with parties not
subject to United States taxation) are
treated tely and are subject ta the.
rules of paragraph (h) of this section.

{b) Gross amount of premiums and
other consideration—{1) Genercl rule.
The term "‘gross amount of premiums .

of determining ..
paragraph (c){2) or (c}(3) of this s ction,

a:;d other consideration” means the sum
0]—=

{i} All premiums and other
considetation (other than amounts an
reinsuranca agreements); and

(ii) The net positive consideration for
any teinsurance agreemaent {other than
an agresment for which an election
under paragraph (h}{3) of this section
has been mada}.

(2) Htems 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
section; :

(iii} Faes;

{iv) Assessmaents;

{v) Amounts that the insurance
cotnpany charges itself representing
premiums with respect to benefits for its
employess {including full-time life
insurance sslesmen trested as
om‘rloyaas undar section 7701(x)(20);
an

fvi} The value of & new contract
issued in an described in

(3) Treatment of preminm deposits—
{i) In general. An amount in s premivm
deposit fund or similar account is taken
into account in determining the gross
amount of preminms and other

‘consideration at the earlier of the tima

thet the emount Is applied lo, or
irrevocably committed to, the payment
of a premium on a specified inmrance
contract. If an amount is irrevocably
committed to the payment of & premivm
on a specified insuranca conirsct, then
neither that amount nor any samings °*
allocabls to that amount are included in
the gross amount of premiums sod other
considerstion when applied tothe -
payment of 8 premium on the same
contract. .

{ii) Amo ""t;r irrevocably committed to
the payment of premiums. Excopt as
provided in paragraph (b){3)iii) of this
saction, an aAmount-in 4 premium .-
deposit fund or similar sccount is
irrevocably committed to the paymsnt
of premiums on & contract only if
neither the arnount nor any sarmings
allocable to that amount may be—

(A} Returned to the policyholder or
sny other person {other than on
surrender of the contract); or

(8} Usad by the policyholder ts fund
another contract.

(iii) Retired lives reserves, Premiums
received by an insurance company
under s retired lives reserve :
arrangemant are treatad as irrevocably .
committed 1o the payment of preminms
on a specified insurance coatract.
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{4) Deferred and uncollected
premiums. The gross amount of
premiums and olher considsaration does
not includs deferred and uncollected
premiums.

(c) Policy exchanges—{1) General
rule, Except as otharwise provided iz
this parsgraph {c}, 2n exchangs of
insurance contracts (including a change
in the terms of a specified insurance
contract) 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 & specified insurance
contract issusd by another insurance
company, the company that issuas the
new contract must includs the valus of
the new contract in the gross amount of
premiums and other consideration.

(3] Internal exchanges resulting in
Jundamentally different contracts—{i} In
general. If a contract is exchanged for s
specifisd insurance contract issusd by
the same Insurance company that issued
_ the original contract, the company rmust

jnclude the value of the new contract in
the gross amount of premiums and other
consideration if the new contract—

(A} Relates o a diffarent category of
specifiad insurance contract than the
original contract:

{B) Does not cover the same insured
as the original cantract; or

{C) Changes the interest, mortality,
morbidity, or expenss guarantess with
rospect to the nopforfeihmre benefits
provided in the original contract,

(ii} Centain modifications treated as
not changing the mortality. morbidity,
interest, or expense guaranlees, For |
purposes of paregrmph (S)[A}EXC) of this
section, the following items are not
trenied as changing the-interest,
mortatity, morbidity. or expense
guarantees with respect to the
nonforfeiture benefits provided in the
contract— :

(A) A change in a temporary
guarantes with respect to the amounts to
be credited es interest to the
policyholder’s eccount, or charged as
mortality, morbidity, or expense
charges, if tha new guarantee applies for
a period of ten-years or less;

{B} The determination of benefits on
annuitization using rates which are’
more !‘nvmblal to the policyholder ‘t:l:sn
the permanently guaranteed rates;

((’5 Othar iuuzls as specified by the-
Commissioner in subsequent guidance
published In the Internal Ravenus
Bulletin.

«+ {ii{] Exception for controcts
restructured by a conrt supervised
rehabilitation or similar proceeding. No
amount is inchuded in the groas smount
of premiums and cther consideration
with respect to any change made to the

intorast, mortality, mosbidity. or
expanse guarantses with respect 1o the
nonforfeiture benefits of contracts of en
insurance company that is the subject of
a rehabilitation, conservatorship,
insolvency, or similar state proceeding.
This treatment applies only if the
change— '

{A} Ocours as part of the
rehabilitation, consarvatorship,
insolvency, or similar state proceeding:

snd

(B) Is appraved by the stats court, the
state insurance department, or other
state official with authority to act in the
rehabilitation, conservatarship,
insolvency, or similar state p

(4) Value of the contract—{i} In
generq). For purpuses of paregraph (c){2)
or {c}(3) of this section, thevalue-ofthe
new contract is sstahlished through the
most recent sale by the company of &
comperable contract. If the value of the
new contract is not readily
ascertainable, the value may be
approximated by using the interpclated
terminel reserve of the criginel contract
as of the date of the exchange.

(ii) Special rule for group term life
insurance controcts. 1n the cass of sny
exchange involving & group tarm life
insurance contmet without cash valua,
ths vaiue.of the new contrect is deemed
to be zero.

{iii) Special rule for certain policy
enhancement and update programs—
{A) In general, If the interest, mortality,
morbidity, or axpense guarantees with
respect to the nonforfeiture benefits of 2
specified insurance contract are .
changed pursuant to & policy
enhancement u: update program, the
valua of the contract included in the
gross amount of premiums snd other
considerstion equals 30 percant of the
value delermined under parsgraph {c)(3)
Of(tgii mdjo:.nhamm ipdate

icy ent or U
program defined. For purposas
paragraph (c){4}iii}(A) of this section. &
policy anhancemant or update program
means eny affer or commitment by the
insurance cowpany 1o all of the
policyholdars holding a particular
policy form to chaoge the interest,
mortality, mocbidity, or expanse
guarantess used to detennines the
contract’s nonforfeiture benefits,

{5) Example. The principles of this

aragreph {c) are llustrated by the
‘ollowing example.

Example. (i} An indivichial (A} owoe a life
insurance policy issued by a Life insurance
company (L1). On January 1, 1993, A

edditdonsl term insurancs for
$250, which is sdded as a rider 1o A's life
iesursncs policy. The purchase of the
additional tersn insursnce does not change
the intersst roortality, morbldity, or sxpanse

guarantess with rospect to the nonforfeiture
benafits provided by A's life insurance
policy.

{1i) A's purchase of the term tosumnce
ridar is not considersd to result in «
fundamaexntaily differsnt contract undar
paragraph (c)(3) of this saction becausa tha
addition of the rider did not change the
Interest, mortality. morbidity, or expense
guaraatees with to the nonforfeiture
valuss of A's origine) tife lnsurance pelicy.
Therefors, Lt inciudes only the 5250
received from A In the gross amount of
premiums and other consideration.

{d) Amounts excluded from the gross
amount of premiums and other
considergtion—{1) In general. The
following items are not included in the
gross amount of premiuma and other
consideration—

(i) ltems treated by section B0S(s) as
policyholder dividends that are paid to
the policyholder and immediately
returned to the insurance company as 8
premium on the same contract thet
genvursted the dividends, including— . |

(A) A policyhoider dividend applied” ™
to pay a premium under the contract
that generated the dividend;

(B} Excess intorest accumulatad
within tha contract:

{C) A policyholder dividend applied
for additi covarage (for example, a
paid-up addition, extension of the
pariod for which insuranca protection is

provided, or reduction of the period for ™

which premiums are paid) on the
contract that generated the dividend:

{D) A policyholdsr dividend applisd
to reduce premiums otherwise ‘anable
on the contract that generated the
dividend:

{E) An experience-rated refund
applied to pay a premiur on the grou
contracy that generated the refund; an

(F] An experionce-ratad refund
epphedton inm stabilization
resarve held with respect to the gzoup
contract that generated the refung;

(ii) Premiums waived as a rasult of the
disability of an insured or the disability

_or death of & premium peyor;

{iii} Premiums considered to be paid
on a contract &5 the result of a partial
surrender or withdrawal from the
contract, or as a result of the surrender
or withdrawal of a paid-up addition
praviously issned with respect to the
sarne contract; and

[iv) Amounts treated as inms
upoa the selection by a policyholder or
by a beneficiary of & settlement option
provided in a life insurance contract,

(2) Amounts received or accrued from
a guaranty association. Amounts
received or sgcrued from a guaranty
association relating to an insarance
company that is subject to 2n
insolvency, delinquency,
conservatorship, rehsbilitation, or
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similar procesding are not included in
the gross amount of promiums and other
consideration.

(3) Exclusion not o apply to dividend
accumulations. For purposes of section
848(d)(3) and pmgrarh {d}1) of this
section, amounts applied from a
dividend sccumulation account to pay
premiunis on e specified Insurance
copiract are not amounts treated as paid
to, and Jmmediately returned by, the
policyholder,

(e) Return premiums. For purposes of
section 848(d)(1}{B) and this section,
return premiums do not include
policyholder dividends {as defined in -
saction 808), claims or banefits
payments, or amounts retumed to
another insurance company under &
reinsurance agreement. For the
treatment of amounts returned to
another insurance company under a
reinsurance sgreemant, see paragraph (f)
af this section.

() Net consideration for a reinsurance
agreement—{1) In general. For purposes
»f section 848, the ceding company and
“he reinsurer must treat amounts arising
rom the reinsurance of a specified -
:nsurance contrsct consistently in
4atormining their ned premiums. Seas
saragraph (g) of this section for
-estrictions on the emount of the net
1egative consideration for any
‘einsurance sgreement that may be
aken into sccount. See paragraph (b) of
his section for special rules a&pliubh
0 reinsurance sgreements with parties
10t subject to United States taxstion.,

(2) Net consideration determined by ¢
-eding company—{i) In general. The net
:onsideration determined by a ceding
:ompany for a rsinsursnce agreement

quals—

{(A) Tha gross amount incurred by the .
einsurer with respect to the reinsurance
greement, includ.l.n% any ceding
:ommissions, annual allowances,
oimbursesments of claims and benefits,
nodified coinsurancs rosnrvl:(m Jof
" djustmentis under peragrap: S
his section, experience-rated -

consideration determlned by a reinsurer
for a reinsurance ment equaly—
(A) Th; ?H:o;:[n)lg)w:fngd in l
2)(t of this section; less
P The :

amount described in
para {D(2MiXA) of this section.
{ii?‘et negative and net positive

consideration. If the net consideration is
loss than zero, the reinsurer has net .
negative consideration for the
reinsurance agreement. If the net
considerstjon is greater than zero, the
reinsurer has net positive consideration
for the reinsurance sgreement.

{4} Timing consistency required. For
purposes of determining the nst
considerstion of & party l‘t:tri 2
reinsurance sgreemént, an incoms or

ttem is taken into account for
the first taxable yeat for which the item
is roquired to be taken into account by
sither party. Thus, the ceding company
and the reinsurer must take the item
into.account for the samae taxable year
(or for the same pariod if the parties
have differsnt taxsble years).

(5} Modified coinsurance and funds-
withheld reinsurance agreemenis—{i) In
general. In the case of a modified
coinsurancs or funds-withheld
reinsurance sgreement, thenet ..

- consideration for the 1

includes the amount of ay payments or
reserve sdjustments, as wall as any
relatad loan transactions betwean the

ceding company and the reinsurer. The -

amount of any investment Incoma
transferred between the parties es the
result of a reserve adjustment or loan
trangaction s treated as an item of
consideration under the reinsurance

L
AL | o for coiin funds-
withheld reinsurance agreements. In the

t that is suteved into after
November 14, 1991, but before the first
day of the first taxable yser beginning
after Decamber 31, 1991, and is i
terminated before January 1, 1995, the
partiss’ net consideration in the year of
termination must include the amount of

contracts {or specified insurance
contracts and contracts that are not
specifiad insurance contracts), the
portion of the agreement relating to each
category of reinsured specified
insurance coniracts is treated as s
separato agreement. The portion of the
agrosment relating to reinsured
contracts that are pot specified
insurance contracts {s similarly treated
as a separsts agreement.

(8) Treatment of policyholder loans.
For purposes of datermining the net
conkideraticn under & reinsurance
agreemant, the transfer of a policyholder
loan receivable is treated as an item of
considerstion under this sgreement, The
Interest credited with respect to a
policyholder loan receivabla is treate-

as investment income sarned directly vy

"the party holding the receivable. The .

amounts taken into sccount as claims
and benefit reimbursements under the
sgreament must be determined without
reduction for the policyholdar loan.

9 xxm%m The principles of this
paregra are illustrated by the
following examples. by

Example 1. On July 1, 1992, & lile )
insurance company (L1) tansiers & block of
individual lifs lasurance conbracts to wm
unrelated tife insurance company {L2) under
an agresment whareby L2 bhecomes solsly
liabla ko the policybolders under the
contracts reinsured. Lt and L2 are calandar
yoar taxpayers. Hnder the assumption -
reinsursnce agroomant, L1 agrees to pay L2
$100,000 for sssuming the life inrarance
contracts, and LI sgrees to pay L.1 2 $17,000
cading commission. Under parsgraph {f}{2) of
this section, L1 hasroet negative

considerstion of ($82,000) ($17,000 ceding
commission incurred by L2-—$100,000

incurred by L1 for einpurance). Under '
patugraph (N3] of this sectiom, L2 has oet
positive considerstion of $82,000. Undee

mh(bm}m}ol&hncﬁu.u

. thcn:l{puilinoo;s‘ild-l&onhlu
gross amount of premiums other
considerstion.

Exampie 2. (i) Ont July 1, 1992, o life
insurence company (1.1} tansfers & block of
individual lijfe inserance contracts to an

iy

djustments, and terminstion payments;

any
ess specified insurance contract that, in
(B) The gross amount of premiums

applying the provisions of subchapter L,

nd other consideration incurred by the  was treatsd as premiums and other coatracty. L1 and L2 are calendar yoar
eding company with respect to the considerstion incurred for reinsurance taxpeyers. Under Lhe Indemnity reinsurance
einsurance agreement. for the taxable year in which the agrement, L1 agrees to pay L2 $100,000 for
(1i} Net negative and net positive ont became effoctive. reinsuring the life insurance coatracts, and
onsideration. I the net consideration is (6) Treotment of retrocessions. Fox- L2 agrees to pay L1 2 §17,000 ceding
:ss than zero, the ceding company has *~ purposes of this parsgraph (), a commission. L1 agrees to pay L2 an amount
ot pegative consideration for the retrocession agreement s ested as & equal 1o the future ey ":"“
sinsuranca agreement. If the net separate reinsurance sgreement. The Ll"lmiur 'dl Ryt wlrrparis IMI i
onsideration is greater than zero, the party that is relieved of liability under oxpensss incurred by L1 while the
etjing company has net positive & reocession sgreement is treated as reinsurance agreemaent s in effect
onsiderstion for the reinsurance the ceding company. (i4) Por \he period beginning July 1, 1992,
greement. {7) Mixed reinsurence g nt. 18 and ending December 31, 1992, th: ‘ollgwing
{3) Net consideration determined by reinsurances agresment includes more income and wpemse items are dets: mined

e reinsurer—{i} In genercl. Thenet  than cne category of specified insurance - with respect 1o the reinsured contructs:
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(iii) Under parsgraph (fK2) of this section,
L1's net negative consideration equals
{588.000), which is daterminad by
subtracting the $125,000 ($100.000 +
$25.000} incurred by L1 from the $37,000
incurred by L2 under the reinsurance
agrsement ($17,000 + $10,000 + $8.000 +
$2,000). L2's net positive consideration ls
$38.000. Under paragraph (b}{1Xii} of this
section, 1.2 includes the 588,000 net positive
consideration in {te gross amount of

.premit:ns and other coasiderstion.

Example 3. (1) Assume that the reinsurance
agreement refarred to in Example 2 is
terminated op Doceriber 31, 1993. During the
petiod from jenuary 1, 1993 through
December 31, 1993, the following income
and expensa items are determined with

respsct to the reinsured contracts:
flom Income Expents
LT R — -8;45.000 it
Death beneiits $18,000
Surender benes ... | —eren—n 6.000

Fromium axes and othes

axp 8,000
Toust 32.000

(ii) On the termination of the minsurance
agreement, L1 roceives & payment of $70,000
from L2 as consideration for roleasing L2
from liability with respect to the reinsured
conlracts, T

fiii) L1°s aet positive consideration equals
$57,000, which isthe excess of the 3102,000
incurred by L2 for the yeer ($13,000 + $6,000
+ 58,000 + 570,000) over the 545,000
incurred by L1. L2's net negative
consideration is ($57,000). L1 Includes the
net positive consideration in itz gross amount
of premiums and other considerstion.

Exompie 4. (i) On January 1, 1993, an
insurance company (L1} snters into a
modified colnsurance sgroem- ot with
anather insurance campany [L2), covering »
block of individual lifs insurance contracts.
Both L1 und L2 are calendar yoas taxpeyers.
Urder the agreement, L2 is credited with an
inittal reinsurance premlum squal o L1's
teserves on the reinsured contracts at the
inceplion of the agreement, eny new
premiums received with respect io the
reinsured contracts, any docrease in L1's
reserves on the reinsured contracts, and an
amount of investment income determioed by’
refsrence to L1's reserves on the reinsured
contracts. L2 i3 charged for el claims and
expenses incurred with respect to the
reinsursed contracts plus an amount reflecting
aay increess in L1's resarves. The agreement
further provides that cash settlements
betweoen the parties are mads at the inception
and termination of the ont, as well as
at the end of ench yoor while the
agreement is in effect. Tho cash settlement is
determined by netting the sum of the

amounts credited to L2 against the sum of the
amounts charged to L2 wilh respect to the
reinsured policies. L1's feserves an the
reinsured policies at the Loception of the
reinsurance agresment are 3375,004.

{ii} Under the cash settlement formulas, L2
is credited with an [nitial reinsurence
premium squal to L1 reserves on the
reinsured policies ($375,000), but is charged
an amount reflecting L1°s policy reserve
requiremants [$375,000).

{iii) For the period ending December 31,
1993, L2 is also credited and charged tha -
following amounts with respect to the
reinsursd contracis.

[tome KM Expanss
Promivms ........ e |- $100,000 | e
NrvesUmert NCome ... 38,000 | e, T

Caath benelks
NCTenss i TESHIVES

crrrprermmn | caddare————

{(iv] Under paragraph (f}{5) of this section,
L.2's net negative consideration for the 1993
taxable ysar equals ($1.000) which is
determined by subtracting the sum of tha
amounts charged to L2 ($375,000 + $65.000°
+ $75,000 = $515,000} from the sum of the
amounts credited to L2 ($175.000 + $100,000
+ $19,000 = $514,000). L1's ost positive
consideration for calendar ysar 1993 squals
$1,000. Under pb {bX1}ii) of this
section, L1 includes the $1,000 net positlve
consideration in its gross emount

smiums snd other considerntion.

Example 5. {1} On Jasuary 1, 1993, a0
insurance company (L1) saters into a
colnsurance sgresment with another
insurance company {L2) covering a block of
individual lifs insurance contracts. Both L1

and L2 are calendar yoar yers. Under
the agreement, L2 is credited with an initial
reinsurance premium equal to L1°s reserves

on the effective date of the agreemenl, any
new premiums received on the reinsured
contracty, but must indemmify L1 of all
claims and expanses incurred with respect to
the contracts. As past of the agroement, L2
makes s loan to L1 squel to the amount of
the reserves on the reinsured contracts. L1's
resarves on the reinrured contracts on the.
sifective date of the agrsement we 3375,.000.
Thus, on the inception date of the

rein ® agr t. L1 transfers to L2 ite
nots for $375,000 as consideralion for

reinsurance.

{1i) The reinsurance sgreement between L1

and L2 is a funds-withheld rsinsurance

. Undsr paragraph (f)5) of this
section, the amount of any loan transaction
is taken into sccount i determining the
partiss’ net consideration. At the ipception of
the reinsurance agreement, L2 is crodited
with § reinsursnce premium equal to Lt's
resarves on the reinsured contracts
($375,000}. L2's 5375.000 loanto L1 is
treated 48 an amoust returned Lo L1 undese
the ent.

{iii) For the period snding December 31,
1943, L2 is credited and charged the
following amounts with respect to the
mlthml. contracts and the loan transaction
wi 1.

] neome

Prambwmg ... 3100,000

Item Inoome Exporess

M#moﬂ niorest .. ... 39000 | e -
$45,000

increass in loanto L1 e | e, 75,000

{iv} Under paregraph (){5) of this section,
L2’z not negative consideration for the 1991
taxabls year equals ($1,000), which 1s
determinad by subtrscting the sum of
amounts incurmd by L2 with respect to desth
benelits and the loan Tansaction ($375,000 «
565,000 + $75,000 = $515,000) from the sum
of the amounts credited to L7 ay reinsurance
premiums and Interest on the loan
transaction {$375,000 + $100,000 + 35,000 =
$514,000). L1’s pet poaitive consideration for
calendar year 1993 squals $1,000. Under
pamagraph (b)13(ii) of this section, Lt
includes the $1,000 net positive
consideration in its groas amount of
premiums and other consideration.

Example 6. (i} Ca December 11, 1983, an
insurance company {L1) snters into a
reinsumnce agroement with another
insurance company [L2) covering a block of
individusl life insurance contracts. Both Lt
und L2 ere calondar yoar taxpaysrs. Uinder
the agreement, L2 i aoditafr:vi:h Lis .
resarves on the reinsured contracts on the -~
sffective dale of the agresment, plus any new
premiums teceived on the minsured '
contracts, but must indemnify L1 for eil
claims snd expenses incurred with respect to
the contracts, Undee the egresment, L1
transfors cash of $325.000 io L2 plus tights -
to its policyholder loan receivables on the
reinsured contracts ($50,000) L2 reports the
reinsurance egrestsent by including the
transferred policyholder loan receivabloes as
an assat oa its books.

(if) For the period beginning January t,
1994 and ending Decomber 31, 1994, the
following income and exponse items are
incurrsd with respect to the reinsured
contracts. .

-—

LN

Income

Expenss

.

et ———

325,000
5,000

8,000
36,000

$100,000

Toted

(iii} Thess amounts are net of the
outstanding policyholder loans beld by L2 of
$20,000 with respect to desth benefits and
$15.000 with respect to surmender benefits.

{i¥) Under paragraph [f}(8) of this saction,
the policyholder loan receivables
are treated a3 an item of consideration under
the reinsurance agreemeot. In determining
the parties' net considacation for the
sgreemsnt, the transferred policybolder loan
receivables {$50.000} are treated as an item
of consideration incurred by L1 uvader
paregraph (N[ 2){i)}(B} of this section.
Therefors, for the 1993 taxabie year, L1 kas
ot negative considerstion of ($375,000). L2
has net positive consideration of $375.000.
Ueder paragraph (b}{1)(ii} of this sectios, L2
includes the $375,000 net positive
considerstion in its gross amount of

jumns and other consideration.

(v} For the 1994 taxable vear. L2 has net

positive consideration for the rsinsurance



Federal ‘I-legisttr / Vol 57, No. 250 / Tuesday, December 29, 1992 / Rulss and Regulaticns 81825

agroement of $62,000 before adfustment for
the transferred palicyholder loans. Under
paragreph (1){8) of tbls section. the smounts
L e
ts must
r:y transferred polk:yholdu{nn recaiveblos
which are netted against the reinsurer’s clatm
and benefil relmbursements, Therofore, L2
lakes Lato scount $45,000
($25.000+$20,000=345,000) as
reimbureements far death bacefits, and
$20,000 ($5.000+$15,000=520,000} as
ralmbursements foc surrender banefits, After
adjustmment for thess items, L2 hag not .
puositive considerstion of $27,000, which is
defarmined by ﬂlﬂrlcti-ng the sum of the
arnounts charged to L3
{$45,000+520,000+58,000=573,000) from the
sum of thé smounts credited to 1.2
{$100,000). L1 has net negative coasiderstion
of ($27,000) under the agreement. Undar
paragraph {bY1)(ii) of ihis secticn, L2 -
includes the $27.000 net positive -
consideration in its gross smount of
premiums and other consideration. The
amount of aay intarest sarned on tho
policyholder loan receivables after their
transior to L2 ks restod as investment incame
carned directiy by L2, and is not taken Into
account as an Hemof mmidonﬂon under the
egreement.

() Reduction in the omount of net
negative consideration to ensure
consistency of capitalization for
reinsuronce o ts—{1) In general.
Paragrapb (g{(3) of this section provides
for a reductian in the amount of net
negative considerstion that a partyto s
reinsurence agreement {other than a
reinsurance agreement described in
paragraph (h)2} of this section) may
take into account in determi net
premiums under paragraph (a}2){ti) of
this section if the party with net positive
consideration has a capitalization
shortfall (es defined in pnngnph (3}(4)
of this section). Unless the party wi
net negative considerstion dmom;tniu
that the party with net m&n ,
consideration does not
capitalization shortfall or domonunt-
the samount of the othes -
capitalizatico shortfall l.l
allocable to the reinsursnce agresment,
the net negative considerstion that may
be taken into account
{ho roduction of pervgraph () of s

o reductiom of paragrs 3
section does not apply to & relneurancs

ment If the parties make & joint’

F“on under ig8) of this
section. Under the slection, the party
with net poitive consideration
capitalizes specified poli tz:apuntion
expanses with respect to m
witheut regard to {be general
linsitatian of section 848(ci1).

T 2} Application to reinsurance
agrae;;enu subject to the interim rules.
In sppiying this paregraph (g to s

reinsurance sgreement lﬁnl is subject to

. reinsurance

Jorth in section 848(

the lnterim rules of § 1.848-3, the term
*'premiumas and other considerstion
incurred for reinsurance under section
848{d)}{(1XB)" is substituted for "net -

negative considerstion,” and the term
“gross amount of ums and other
considerstion under section

" 848{d}1)(A)" 1z substituted for “not

positive considerstion.” If an insurance
company has “premiums and other
consideration incwrred for reinsuranca
under saction 848(d)}{1{B)"* and a “groes
amount of premiums and other -
consideration under section- ~ .
848(d)X1{A)" for the same agreement,
the net of these smounts fa taken into
account for purposes of this parsgraph

{3) Amount of md‘uction 'I‘hn
reduction required
{g)3) equals the mount obulned
dividin

{t) Ths:ﬁ ion of the capitnlintlon
shostfall (ss defined in parsgraph (g){4)
of this sodion] allocated to the

agreement under parsgraph
(®)7) of this section; by - -
(ii) The a sat
1) for the

category of specified insurance contracts-
reinsured by the o

{4} Capitalizotion A
“capi tian shortfall” equals the
(i) Tha sum of the i

pamgnph[g)(s]ohhisuwon)hall
mmmrmw( than
reinsyrance for which an
slection has been made under paragraph
(h){3) of this section); over

(ii)'l‘hcgmerddoduc:mnldlomlad
tothoutdmnmwu.
detumlnodundnputgnph(g)(ﬂ)o{
th}s]ucdoq. . i

5) Reguired capitalization amouni—
(i) In . The “recuiired
capi ; mm;m:‘fwlmmm
egreement (other s reinsurence

for which an election has

been mede under ph (b)3) of .
this section) the amount (sither
podﬁngrnmﬁw)obhinedhy

(A)?l!z:not ve or negative
considerstion not
described In (h}{2} of this
section, and the nat positive -

consideration for an -

describe | in {bX2) of this

section, but for an slection under
ph (h)3) of this section has not

(B) The applicable

a

forth in section 848(c)(1) for that
category of specified insurance

contracts, -
{ii) Special rule with respect to net
negative consideration. Solely for

wot

purposes of computing a party's
required cap;tahzatlan amount under

this {gH5—

i I[eithar party 1o the relnsurance
agreement is the direct issusr of the
reinsured contracts, the party
compuﬂailu required capitalization
amount takes fnto sccount the full
amount of any net negative .
consideration without regard to any

tential reduction under pamgmph
@3} of this saction; and

{B) If nelther party to the reinsurance
ggreement is the direct issuer of the
reinsured contracts, any net negative
consideration is deemed to equal zaro in
computing a party’s required
capitalization amount except to the
extent that the with the net
negative consideration estah!:ghes that
the other party to thet relnsurance
sgreemant capitalizes the appropriate
amount.

(6) Genera! deductions allocable to
reinsurance & hits, An insurance
company’s general deductions allocable ™ -
to its reinsurence agreaments aquals the
axcess, if any, of—

{{} The mmpany s general dodm:tm
— oral datlud.iom der v M;i
as gen under parsgm
[3](&] of this sectiont); over

(ii} The amount determined undaer
section 848{c}(1) om specified insurance
contracts that the insurance company
has {ssued directly (detarmined without

to any reinsurance sgreements),

7) Aflocwon of capitalization
shortfall among minsurance
agreements. The capitalization shoctfall
is nllomtodﬁ:: “&:h rdt:::.n'm
agreement for w requimed
capitalization arount (as determined in
parsgreph {g)(5) of this section} isa
puaitive mmtmm of the
capitalization allocable hzh each
agreament squals the amount w
bears the same ratio to the capitalization
sbortfall & the required capitalizstion
amount {or the reinsurancs sgresment
bears 10 the surn of the positive required

AR,
e AT ine ifiod

pelicy acquisition expenses for an
agreement without regard to general
deductions limitation—{i} In gmam!.
The reduction specified by

3) of this section does not apply if

partise L0 & reinsurance nsrummt
maks an slection under gngnph
(gli8). The slection requires
et Pol;letti.‘.i"ﬂd policy ac;.;::::ﬁ
capitalize on
expenses with respect to the reinsurance
agreement without regard to the general
deductions limitation of section
848(c)(1}). That party must reduce its
deductions under section BOS or saction
832{c) by the amount, if rny, of the
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party's capitalization chortfal] allocable
to the reinsurance agreement. The
additional capitalized smounts are
ureated as specified policy acquisition
axpanses gttributable to premiums and
other consideration on the reinsurance
agreement, and are deductible in
accardanca with section 848(a)(2).

(i) Manner of making election. To
make an alection under paragraph (g}{(8)
of this section, the ceding company and
the reinsurer must include an election
statemnent in the reinsurance sgreamant,
eithar as part of the original terms of the
agreement or by ap addendum to the
agreemont, The parties must sach attach
a schedule to their federal income tax
retumns which jdentifies the reinsurance
agreement for which the joint elsction
under this pnragr:rh (g}{(8) has been
made. The schedule must be attached to
each of the parties’ federe! income tax
returns filed for the later of—

(A) The first taxable year snding after
the election becpmes effective; or

(B) The Hrst taxable year ending on or
after December 29, 1932.

{iii) Election statement. The election
statemnent in the reinsurance agreement
must—

(A) Provide that the party with net
positive considerstion for the
reinsurance agreement for each taxable
year will eapitaliza specified policy
acquisition expenses with respect to the
reinsurance agreement without regerd to
the general deductions limitation of
section B4B{e}(1);

(B} Set forth the sgreement of the
parties to exchange information
pertaining to the amount of net
consideration under the reinsurance
agreement sach year to ensure
consistency;

(C} Specify the first taxable year for
ul{lbc.h the eieecéig; li;:{fedive; and

} Be si ios,

(iv) .'i‘j;Ter.:.t‘n of election. mluﬁon
under this ph (g)(8) is offective
for the first taxabls year specified in the
election statement and for all
subsequent taxable yoars for which the
reinsurance agreement remains in effect.
The slsction may not be revoked
without the consent of the
Commissioner.

(9} Example. The principles of this
paragraph (g) are illustratad by the
following examples, .

Example 1. (i} Oo December 31, 1992, 3 life
insursnce company (L1} transfers & block of
individual Jife insurance contracts to an
uarelated Life insumacae company (L2) under
an agreement in which L2 becoses solely -
lable to the policyholdars on the relasured

. contracts. L1 trsnsfers $105,000 to L2 as
consideration for the reinsurance of the
contracts.

(ii} L1 and L2 do not make an slection
under paragraph (g}{a) of thia vection

capitalize spacified policy rcquisition
expenses with respect to tha reiusurancs
ent without regard ta the general
deductinas limitation. L2 has no other
insurance business, and its general -
deductions for the taxable year are $3,500.

(ili) Under parsgraph (f}{2) of this section,
L1's net negative consideration s {$105,000).
Under paragraph (f)(3) of this section, L2's
nst positive consideration is $105,000.
Pursuant to paragraph (b)(1}ii) of this
section, L2 Includes the net positive
consideration in its gross amount of
premiums and other consideration.

(iv} The required capitalization amount
under paragraph {gi{5) of this section for tha
reinsurance agreernant is $8,085 ($105,000 x
.077). L2’s general deductions, all of which
are aflocable to the reinsursnce ent
with L1, are $3.500. The $4.585 differance
between the required capitalization amount
($8,085) and the general deductions sllocuble
to the reinsurance at ($3.500}
represents L2's copitalization shortfall undes
paragraph (g){4) of this secticn.

(v} Since L2 has a capitalization shortfall
allocable to the agreemsnt, the rules of
paragraph (g)1) of this section apply for
purposes of determining the amount by
which L1 may reduce its nat premivms.
tinder paragraph (g)3) of this section, L1
must reduce the amount of net negative N
consideration that it takes into account under
paragraph (a)(2)Kii) of this section by $59,545
{$4.585/.077), Thusy, of tha $105,000 net
negative consideration under the reinsutance
agreement, L1 may take into sccount only -
545,455 us 0 reduction of its net premiums.

Exampis 2. The facts wre the samas as
Example 1, except that L1 and L2 make the
slection under paragraph (g8 of this section
to capitalize specifiad policy scquisition
expenses with respect to the reinsurance
agreement without regard to the general
deductions limitation. Pursuant to this
election, 1.2 must capltalize as spocified
policy tion an amount equal
to 58,085 ($105,000 % .077). L1 may reduce
its net premiues by the $105,000 of net
pegative considertion.

Example 3. {1} A lile insurancs company
{L1) is both a direct issuer and a reinsurer of
life insurance and snnuity contrects. Por
1993, L1's net under section B48
(d)¥1)} for directly issusd individual life

. insurance and snnuity contracts ae a3

follows:

Caagoey Net prombams
Lie Wisur conractS $17.000.000
Annuity commacks 4,000,000

{ii) L1’s genersl deductions for 1993 are
£1,500.000.

(ili}) Por 1993, L1 is a reinsurer under four
separste indemnity relnsurance agreements
with unrelated inyurance companies (L2, L,
L4. und L5). The ts with 1.2, L3, and
L4 cover lifs insurance contracis issued by
thoss companiss. The agreement with LS
covers annuity conttects issusd by LS, The
parties 10 the reinsurance ts have
oot made the slaction under paragraph [gX8)
of this section to capitalizs specified g)lncy
acquisition expensss with respect to these

agreements without regard to the general
daductions limitation.

(iv] L1's net consideration for 1993 with
respect {0 its reitsUADCS agreaments is as
follows:

Nat conakder-

Agresment ation

$1,200,000
{350,000}

300,600

800,000

{v} To determins whathar & reduction
under paragraph (g)(3) of this section spplies
with respect to these reinsurance agresments,
L3 must dstermine the required
capitalization emounts for lts reinsurance
agreements and the amount of its general
deductions allocable to these agreements.

{vi) Pursuant to paragraph (g}{5) of this
saction, the required capltalization nmount
for #ach reinsurance egreement is determined
ns follows:

cmrmrnnerrennen-$ 1,200,000 077 =592 ,400

84
L
L4
LS

12..
L. verrene-{$350,0001¢.077={$26,950)

7 SO 5300,000%.07 7=$23.100,
LS.... eremnrmenaness -, $500,000.0175=510,500"

[vii) Thus, the sum of L1"s required
capitalization arnounts on its reinsurance
agresments squals $93,050.

{viii} Pursuant to paragraph (g)(5} of this
saction, L1 determines its genersl deductions

allocable to its reinsurance ts, THE—
unount determined under section 848(c)1}
on its directly Izsued contracts is: v e
Cangory:
Armulty oM
racts ... $8,000.000.0175 = $140,000
Lite insuvancs
conracts ... $17,000,000077 = 1,309,000
51,349,000

{ix) L1’s general deductions sllothble to ita
reinsurance agreemients are $51,000
($1,500,000--$1,449,000).

(x} Pursuant to paragraph {gi4) of this
soction. L1's capitalization shortfall equals
$48.050, reflecting the excess of L1's mequired
capitalization amounts for its reinsumnce
sgroemants {$99,050} over the genwral
daductions allocable to its reinsurance
agreements ($51.000).

[xi) Pursuant to paragraph (gH7) of this
soction, the capitalization shoctlall of 542,050
must be allocatad between sach of L1's
reinsurance agreéments with nat positive
considerstion in proportion 1o their -
respective required capitalization amounts,
Tha allocation of the shortfall betwosa L1's
cainsurance agreemagts is determined ns
Follows: .

L2=835.237 {$48,050x92,400/126,000)
La=$8,800 {$43,050x23,100/126,000)
L5=34.004 (548,050%10,500/128,000}

{xdi) Accordingly, the reduction uader
parsgraph (i3] of this saction that applies to
the amount of net negative considerstion that
may be haken into sccount by L2, La nd LS
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under paragraph {a)(1)(ii){B) of this section is
determined as fallows:

L2=5457.622 [$35,237/.077}
L4=$114,403 (58,809/.077)
£5=5228,800 (54,004/.0175)

Example 4. The facts are the same as
Example 3, except that L1 and L4 make »
joint election under paragraph (g}{8) of this
section to capitalize specified palicy
acquisition expenes with respect to the
reinsurance agreement without regard to the

aneral deductions limitation. Pursuant to
this election, L1 must reducs its deductions
under ssction 805 by rn smount squ ! tg the
capitalizalion shostfa: sllocable te ti.a
msinsurence sgreemen: with L4 {$8,809). L1
treats the additional capitalized emounts as -
specified policy acquisition expenses
allocabla to premiums and othar
consideration under tha agreement. L4 msy
reduce its net pramiums by the $300.000 oot
negative consideration. The election by L1
and L4 does not change the amouat of the
capitalization shortfall aflocable under
paragraph {gh{7) of this section lo tha
reinsurance agreements with L2 and LS.
Thus, the reduction required by para'fuph
(g}{2) of this section with respect to the
amount of tha net negalive consideration that
L2 and LS may recognize under paragraph
(aM2Xii) of this section is 3457,623 and
$228,800, respectively.

(h) Treatment of reinsurance
agreements with parties not subject to
U8, taxation—{1} In general. Unless an
election under paragraph {h){3) of this
section is made, en insurance company
may not reduce its net premiums by the
net negative consideration for the
taxable year (or, with respectto s
reinsurance agreement that is subject to
the interim rules of § 1.848-3, by the
premiums and other consideration
incurred for reinsurance) under a
reinsurance agreement to which this

ra h (h) applies.
pa[z]g’.:greemen%, to which this
paragraph (h) applies—{i) In general.
This paragraph (h) appliestoa -~ -
reinsurance agreement if, with respect
to the premiums and other .
consideration under the sgreement, one
party to that agreement is subject to
Unitad States taxation and the other
party’is not.

{ii) Parties subject to [].5. laxation--
{A) In general. A party is subject to
United States taxation for .. s purposs
if the party is subject 1o Unitad States
taxation either directly under the
provisions of subchapter L 'of chapter-i
of the Internal Revenus Code
{subchapter L), or indirectly under the
provisions of sub F of part I of
subchapter N of chaptar 1 of the Internal
Revenue Code {subpart F). -

. (B} Effect of o closing agreement. l{ a

reinsurer agress in & closing agreement

wilh tha Intemnasl Revenue. Service tobe
subject to tax under rules equivalent to
the provisions of subchapter L on its

premiums and other consideration from
teinsurence agreements with parties
subject to United States taxation, the
reinsurer is treated as an insurance
company subject to tax under
subchapter L.

{3) Efection to separately determine
the amounts required to be capitalized
Jor reinsurance agreements with parties
not subject to U.5. taxation—{i} In
general. This paregraph (h}{3)
authorizes an insurance company to
make an election to separstely
determine the emounts requirsd to be
capitslized for the taxable year with
respect o reinsurance agreements with
parties that are not subject to United
States taxation. If this slection is mada,
an insurance compeny separately
determines a net loreign capitalization
amount for the taxable year for all
reinsurm;lc& a)gmamanls ta which this

aragra applies.
P {ii?h}:mner o??nuking the election. An
insurance company mekes the slection
authorizad by this paragraph (h}(3) by
attaching an election statement to the
federal income tax return {including an -
smended return) for the taxable ysar for
which the election becomes effective,
The eloction applies to that taxable
and all subsequent taxsble years unlass
permission to revoke the election is
obtained from tha Commissioner.

{4) Amount taken into aceount for
purposes of determining specifi

o
acquisition expenses, If for a taxeb

year an insurance company has s net
itive foreign capitalizstion amount
as defined in paragraph (h}{5)(i) of this
section), any portion of that amount
remsining after the reduction described
in paragraph (b){7) of this section is
treated as additional specified policy
acquisition expenses for the taxable year
{determined without regard to amounts
taken into account under this paragraph
{h)). A net positive capitalization
amoupt is trested as an amount
otherwiss required Lo be capitalized for,
the taxable yeer for of the
reduction under section B4B([{1){(A)-

{5) Net foreign capitalization
amount—{i) In general. An insurence
company's net forsign capitalization
amount equals the sum of the foreign
capitalization amounts {netting positive
and negative smounts) determined
under ph (h}{{5){ii) of this section
for category of specifisd insurance
centracts minsured by agroements
described in paragraph {b}(2) of this
section, If the amount is less than zero,
the company has & net negative foreign
capitalization amount. If the amount is

" greater than zero, the compaay has & net

positive foreign capitalization smount.
(ii) Foreign capitalization amounts by
category. The foreign capiialization

amount for & category of specified
insurance contracts is determined by—

{A) Combining the net positive
consideration and the net negative
consideration for the taxable year (or,
with respect to & reinsurance agresment
that is subject to the interim rules of
§ 1.848-3, by combining the gross
amount of premiums and other
caonsideration and the premiums and
other consideration incurred for
reinsurance} for all agresments
described in paragraph (h)(2) of this
section which reinsure specified
insurance contracts in that category: and

{B) Multiplying the resuit (eithar
paositive 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 laxable yesr an
insurance company has a pet negative
forsign capitalizetion amount, the
negative amount reduces (but not belaw
zero) the unamortized balancea of the
amounts previously capitalized
{beginning with ths amount capitalized’
for the most recent taxable year) to the
extent atiributable to prior years" net

positiva foreign capitalization amounts. ™™

The amount by which previously
capitalized amounts is reduced is
allowed as s deduction for the taxable
yoar.
(ii) Carryover of remaining net
negalive foreign capitalizotion emount.
The net negative foreign capitalization
amount, if any, remaining after the
reduction described in paragraph
(h}{6}{i) of this section is carried overto
reduce a future net positive )
capitalizetion emount. The remaining
net negative foreign capltalization
amount may only offset a net positive
foreign capitalization amount in & future
year, and may nol be used to reducs tha
amounts otherwise ired ta be
capitalized under on B48(a) for the
taxable year, or to reduce the
unamortized balances of specified
policy acquisition expenses from
preceding taxable years, with respect to
dirsctly written business or reinsurance
agresments other than agrsements for
which the election under paragraph
{h)(3) of this section has been made.
(7l_“ﬂjeducﬁon of net ;t:’os'n’ve Joreign
capitalization amount by
cnfaunrs allowed. I fora w:aglc ysar an
insurance company bas a pet positive
foreign capitalization amount, that
amount is reduced (but not below zerc)
by any carryover of net negative forsign
capitalization amounts from preceding
taxable years. Any remaining net
positive foreign capitalization amount is
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tgken into eccount as provided in
parsgraph (h)(4} of this section,

{8) Exampies. Tha principles of this
paragraph [k} are illusirated by the
following examples.

Exomple 1. (i) On Jeouary 1, 1993, a life
insurance tompany (L1) enters into &
reinsumnco agreoment with a forelgn
corporation {X) covering ¢ block of anpuity
contracts issued ta sidents of the Unitad
Statet. X s not subject 1o taxation sither
directly under subchapter L or indlrectly
undsr subpart F oo the premiums for the
reinsurance agreemant with L1, L1 makes the
slection under paregraph (h)(3) of this
soction o separstely determine the amousnts
requlrad o be capitalizad for the taxshla year
with respect to parties pot subject to United
States laxation.

(i) For the taxable year anded December
31, 1962, L1 has net negative consideration
of [$25.000) under lis reinsuranca agreement
with X. L1 has no other reinsurance
agreements with perties not subject to United
States taxation

(iii) Under paragraph (b)(5) of this section,
L1's net negative forsign capitali
amount for the 1983 taxable year squals
{$437.50), which is determined by
multiplying L1’s oot negutive consideration
on tha sgreemant with X {$25.000) by tha
percentage in section p48{c)1) fex the
retnsured specified lasurance contracks
(1.75%). Undar paragraph (b}(6Xii) of this
soction, Lt carrios over 1be Dot negative
foreign capltalization amount of 3437.50) ko
future laxable ysars. Tha net negative foreign
capitalization amount may not be nsed to
reduce the emounts which L1 is required to
capitalize oz directly wrilten business or
reinsurncs sgresments other than those
agreements described in paragraph {(h¥2) ol
this section,

Exampie 2. {i) The facts are ihe same x3
Example 1 sxcopt that L1 terminates its
reinsurance sgresment with X and receives
$15,000 on Decernber 31. 1994. For the 1994
taxable ysar, L1 has net positive
consideration of $35,000 under its sgmement
with X L1 bhas po other reinsurance
agreaments with parties not subject ta United
States tnaation.

{#) Under paragraph {h)(5} of this section,
L1's net positive Det foreign capitelization
amount for the 1984 taxable yeer squals
$812.50, which Is determined by multiplying
the net positive considerstion on the
agreement with X (535.000) by the perceniags
in sactioa 848{c){1) foc the reinured
specified insurance contracts {1.75%) Under
parageaph {k}{4) of this section, L1 reduces -
the oet positive forsign capitalization amount
for the taxsble yeer by the net negative
foreign capitalization amount carried over
from preceding tazable years {$437.50) After
this reduction, L1 Incindes $175 (3612.50-
$437.50) as specified policy scquisition
exponses for the 1004 taxable year. .

. (i) Carryover of excess negotive
capltalization amount—(1) In general,
This parsgraph (i) authorizes » carryover

of an excess negative capitalization
amount (at defined in paragraph (i}2) of
this saction} to reduce amounts

otherwise required to be capitalized
under section B48. Paragr
provides speciel rules for
of excess negative capitalization
emounis of insolvent insurance

(2} Excess negative capitalization
amount. The excess negative
Capitalization amount with respect to a
category of specified insurance contracts
for a taxable yeer is equal to the extess

f—
{A) The negative capitalization
amount with respect to that category;

(B} The amount that can be utilized
under section 848(0(1).

(3} Treatment of excess negalive
capitalization amount. The excess
negative capitelization amount fora
taxable ysar reduces the amounts that
ars otberwise 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—{

icoble. This paragraph (i)(4) applies
y for the taxable year in which an
insoivent insurance company hasan
axcess negative capitalization amount
and has net nagative consideration
undet a reinsurance

ph GH4NY) of

definition of “insalvent.”

(i5) Election to forego carryover of
excess pegative capilalization amount.
At the joint election of tha insolvent
insurance company and the other party
to the reinsurance

(A) The insolvent insurance company
reduces the excess negative
capitalization amount which would
otherwise be carried over under
paragraph (i}{(1) of this section by the
smount determined under
(i¥4)(ii) of this section; an

(B) The other party reduces the
amount of its speci

scquisition
by the amount determinsd under
ph (i}{a)iii) of this section.
iil) Amount of reduction
negative capitalizotion amount and
specified policy ocquisition expenses.
To determine the reduction to the
carryover of an insolvent insurance
company's excess nogati
capitalization amount
icy scquisition expenses of
party with respact to e reinsurance
greeme .
(A) Multiply the net negstive
considerstion for sach retasurance
agreement of the insolvent insure: for
which there is net negstive
considerstion Jor the taxable

P
section 848{

s saction for the

licy
for tha taxable yser

jon to the excess

specified insurance contructs reinsured
by the agreement;

{B} Sum the results for each
agreement;

(C) Calculate the ratio between the
results in paragraphs (i}(4)(ii) (A} and
(B) of this saction for each agresment;

and

(D) Multiply that result by the
increase in the excess nagative
capilalization amount of the insolvent
insurer for the taxable year.

(iv) Manner of making election, To
make an slection under peragreph (i)}{4)
of this section, each party to the
reinsurance sgreement must attach an
election statemeat to its federal income
tax return [ihcludin% an amerded
return) for the taxable year for which the
election is affective. The elsction
statament must identify the reinsurance
agreement for which the joint election
under this paragraph {i}{4) has been
made, state the amount of tha reduction
to the insolvent insurance company’s | .
oXCESS ve capitalization amount  ~
that is attributable 1o the agreement, and
ba signed by both parties. An elsction

‘under this ph (i)(4) is effective
for the la:ﬁng:r spacified in the

election statement, and may notbe -~
revoked without tha consent of the -~
(v) Presumptions relating to the .
insolvency of an insurance company
undergoing a court supervised

" rehabilitation or similar state

ing. For purposes of this
paragraph (i}{4), an insurance company
which is undergoing a rehebilitation,
conservatorship, or similar stats
p ing shall be presumed to.be
insolvent if the state proceeding resuits

m—

(A) An order of the siate court finding
that the falr market value of the
insurance company's assets is less than
its Habilities: :

(B} The use of funds. guarsntees, of
reinsurance from a anty associstion:

{C} A reduction of ths policyholders’
available account balances; or

{D) A substantial limitation on access
to funds (for example, & partiai or 1otal
morstorium oo policybolder
withdrawals oc surmenders that applies
for a period of 5 years),

(vi) Example. The principles of this.
pamgraph {i 7(4) are illustrated by the
following sxample.

Exaomple. (I} An [asurance company (L1} Is
ths subject of a rehabilitation i
under the superrision of a state conrt The
stats court has made a Ending that the fir
market valise of L1's aseats is less than its
liabilities. On December 31, 1993, L1
transfers a block of lndividual lifs insurancs
contracts to an unrelated insurence compaty
{L2) onder ¥n assumption reinsurance
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agreement whereby L2 becomes solaly liable
to the policyholders under the contracts
reinsured. Under the agreemant, L1 agroes to
pay L2 52,000,000 lor assuming the life
insurance contracts, This pagative net
consideration causes L1 to incur ap axcess
negative capitalization smount of $138.600
for the 1997 taxable ysar. Lt bas no other
reinsuraacs agreements for the taxeble year.

liil As part of the reinsurance sgresment,
L1 and L2 agree o make an election under

ph (i){4} of this section. Under the
alection, L1 agrees to forgo the carryover of
the $138,600 axcess negative capitalization
amount for futuce taxable years. L2 must
include the $2,006,000 net positive
considerstion for the reinsurance agreement
fn its gross amouant of premiwms and other
cousideration. L2 reduces its specifisd policy
~ acquisition axpenses for the 1991 taxable
year by 518,600,

{j) Ceding commissions with respect to
reinsurance of contracts other than
specified insurance contracts. A ceding
commission incurred with respect to tha
reinsurancs of an insurance contract
that is not 2 specified insurence contract
is not subject o the provisicns of
section 848(g).

(k) Effective dates—(1) In general.
Unless otherwise specified in this
paragraph, the rules of thic section are
effective for the taxable years of en -
insurance company beginning after
November 14. 1591,

(2) Reduction in the amount of net
negative consideration ta ensure
consistency of capitalization for
reinsurance agreements. Section 1,848~
2(g} [which provides for an adjustment
1o ensure consistency) is effective for—

{i} All amounts arising under any
reinsurance sgresment sntered into after
Navember 14, 1991; and

{ii} All amounts arising under sny
reinsurance sgreement for taxable years
beginning sfter Decomber 31, 1991,
without regard to the date on the
reinsurance sgreement was entered into.

{(3) Net consideration rules. Section
1.848-2(f) (which provides rules for
determining the net considaration for a.
reinsurance ment) applies to—

{i) Amounis arising tn taxable years-
beginning after Decernber 31, 1991,
under a reinsurance agresment sntared
into after November 14, 1983; and

{ii) Amounts arising in texable ysars
beginning after Decomber 31, 1994,
under a reinsurance sgreement entered
into before Noversber 15, 1991,

(4) Determingation of the date on
which a reinsurance agresment is
entered jnto. A reinsurince agresment is
considered entered into at the earlier

{i) The date of the reinsurance
agresment; or

{ii) The date of a binding written
agreement ta enter into & reinsurance

transaction if tha written agreement
evidences the parties’ agresment on
substantially all materia itemns relating
to the reinsurance transaction.

(5} Special rule for certoin
reinsurance agreements with parties not
subject to U.S. taxation, The election
and special niles in paragraph (h} of this
section relating ta the determinaticn of
amounts required to be capitalized on
reinsurance agreements with partiss not
subject to United States taxation apply
ta taxable years ending an or after *
September 30, 1990, .

(6) Carryover of excess negative
capitalization amount. The provisions
of paragraph {i) of this section,
including the special rule for the
treatment of excess negative
capitalization amounts of insolvent
insurance companies, are affected with

to amounts grising in taxable
years ending on or aRer Septembar 30,
19599, . -

§1.840-2. Intarim rules for certain
reinsurance sgreemenis. .

(s} Scope and effective dates. The
nules of this section apply in
determining net premiums for u
reinsurance agreement with respect to—

(1} Amounts arising in taxable ywars
beginning before January 1, 1992, under
& reinsurance t emtered into
after November 14, 1091; and -

(2) Amounts arising in taxable years
beginning before January 1, 1995, under
& reinsurance entered into

- before November 15, 1991.

{b) Interim rules. In determining o
company'’s gross smount of iums
and other considerstion under section
848(d}INA) and premiums and othee
considerstion incurred for reinsurance
under section 848{d){1)B), the general
rules of subchapter L of the Internal
Revenue Code apply wilh the
adjustments g rulog sot forth
in paragraph {c sectian. Excopt
as provided in {c)i5) of this
section {which applies to modified
et of psis sod ober

claims and benefits, or other amounts

- incurred by a reinsurer with respect o

reinsured contracts.

{c) Adjustment and special rules. This
parsgraph sets forth cestain edjustments
and special rules that apply for
reinsurance ts in determining
the gross amount of premiums and other-
consideration under soction
848{d}(1XA) and premiums and other
considerstions for reinsurance
under section 848{d){1){B).

(1) Assumption reinsuronce. The
cading company must treat the gross
amount of considerstion incurred with
respect ta an essumption reinsurance -
agreemont as premfums and other
consideration incurred for reinsurance
under section 848{d}{1XB). The
reinsurance musct include the sama
amount in tha gross ameunt of
premiums and other considerstjon
under section 848(d){1)}{A). For rules
relating to the determinstion end
treatment of ceding commissions, sea
paregraph (c}{3) of this section.

{2} Reimbursable dividends. The
reinsurer must treat the amount of
policybolider dividends reimbursable to
tha ceding company (other than under
& modified coinsurance agreement
covered by paragraph (cX5) of this -
section} as & return premium under
section 848{d)(1)}B). The ceding
company must include the sama amount
in the gross amount of premiums and
other considerastion under section . v
848(d)}{1){A). The amount of sny-
experience-rolated refund due the
ceding company is treated as a
policyholder dividend reimbursable to

the ceding company. -
tatlmg:ﬁ:gng comuissions—i) In - e

general. Tha reinsurer must trest coding” - -

commissions as s genaral deduction.

~The ceding company must trest ceding

commissions as non-premivm refated
income under section 803{a}(3}). The
cading 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 axount
of a ceding commission equals the |
oxcess, if eny, of— - .

{A) The increass in the reinsurer’s tax
reserves resuling fom the minnirance
agreement (computed in accordance
with section 807(d)); over

(B} The gross considerstion incured
by the ceding compeny for the
reinsurance sgroemnent, lees any amount
incurred by the reinsurer as part of the
reinsurance agresment,

(4) Termination plgl.mnts. The
reinsurer must trest the gross smount of
premiums and other considerstion’ -
payable as a lermination payment ta tha
ceding company (including the tax
teserves on the reinsured contracts) as
pramiums and other considerstion

848(d){1){B). The ceding com
include the sama amount in
amount of premiums and other
considerstion under saction
848{d){1}{A). This paragraph doea not
spply to modified colnsurance
ments,

{5) Modified coinsurnnce agreements.

In the case of & modifisd coinsurance

y must
gross
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agreement, the parties must determine
thair net premiums on a nat
consideration basis as described in
§ 1.848-2(f{5). _

(D} Examples. The principles of this
soction ara illustrated by the following

examples.

Exumple 1. On July 1, 1991, an insuranes
company {L1]) transfars & biock of individual
Yife insurance contracts to ao unrelated
insurance y (L.2) under an
arrangement whereby L2 becames solely
liable to the policy boider under the
contracts reinsured. The tax ressrves on the
teinsumd contracts are $100,000. Under the
assumption reinsurance sgreement, L1 pays
L2 $83,000 for assuming the life insurance
coatracts. Under parsgraph (c}3) of this
section, since the increase in L2's tax
reserves ($100,000) excoeds the net
considertion transferred by L1 (383,000). the
reinsumnce t provides for s ceding
commission. The ceding commission eguals
517,200 ($100,000-583,000}. Under pamagraph
{c)(3) of this section, L1 reduces its gross
smount of premiums and other consideration
for the 1991 taxable ywar under section
848{dX1}{B) by tha $100,000 premiwm '
incurred for reinsursnce, and L2 includes the
$100,000 premiums for reinsuranc: in its
gross amount of premiums and other
consideration under saction 848{d)}{1)A). L1
truats the $17,000 ceding commission as non-
{.)l;ﬂ(m,.-ium relzted income and section 203
a)(3 .

Example 2. On July 1, 1991, & life
jnsursnce company {L1) transfers a. block of
individual Jife insarance contructs to an
unrelated insurance company (L2) under an
sirangement whersby L2 becomes solely
liable ko the policyholder under tha contracts
reinsured. The tax reserves on the re
contracts are $100,000. Under the
assumpticn reinsutance agreemeat, L1 pays
L2 5100.000 for assuning the contracts, and
L2 pays L1 a $17,000 coding commission.
Under paragraph {cX1) of this section, L1
reduces it gross amoynt of premiums and
other coasiderstion under section
848(d)(1XB) by $100.000, L2 includes
5100,000 in its gross amount of premiwmns
and other consideration under section
848(dX1XA). Under paragraph {c}{3) of this
section, since the incresse in L3's tax
reserves {$100,000) axcosds the nst
considerstion transferted by L1, the

insurance agroement provides for a ceding
r2in B B, ¥ N ]

517,000 ($100.000 increase in L2's tax
reserves less $83,000 nat constdsration
transforred by L1} L1 treats the $17.000
ceding commission ss Gon-premium relsted
income under section B03{s}3)-

Example 3. On huly 1, 1991, 1 life
insurants company (L1) transfers a block of *
tndividual lifs insuresce contiacis to an
unrelsted insurance company (L2) under sn
arrangsment wheesby L2 becomes solely
liabla 1o the policybolder under the contracts
reinsurgd. Undor tha assumption reinsurance
agreement, L1 unsfers assets of $105,000 o
LZ. The tax resarves on the reinsured
conirscts are $100,000. Under paragraph
[c}1) of this section, L1 reducas its gross
amount of premiums and other consideration

under section B48{d)(1}{B) bry 5105000, and
L2 lacreascs its groas amount of premiumns
and other considaration under section
848{dX1}A} by $105,000. Sioce the net
consideration transferred by L1 excesds the
increase in L2's tax reserves, there is no
ceding commission under paregraph {c}{3} of

" this section.

Exampie 4. (i} On June 30, 1991, a lifs
insurance corapeny (L1} reinsurss 40% of
certain individual life insurance contracts to
be issued after that date with an unrelated
insurance company (L2) undsr an agreament
whereby L1 remains directly llable to the
policyhalders with respect to the contracts
reinsured. The agreement provides that L2 is
credited with 40% of any premiums received
with res) to the reinsured contracts, but
must indemnify L1 for 40% of any claims,
expenses, and policyholder dividends.
During the period fram fuly 1 through
December 21, 1991, L1 has the following
income end expense items with respect to the
reinsured policies:

Rem ncoma | Expanse

Promiumes ..o soae e rrssrnnres $8.000 | .
Bantfits pakd $1,000
Commissions 8,000
Pokcyholded VIS ... wuev | coece 500
Totad 7,500

(i1) Under paragraphs (b) and (c)2) of this
sectior, L1 includes 58,200 in its gross
amount of ums and other considemtion
under section 848{d}{1XA) (35,000 gross
presoiums on the reinsured contracts plus
$200af dec dividends reimbursed
by L2 ($500 x 40%). L1 reduces its gross
amount of ums snd otbher consideration
by $3.200 (40% x $5,000) a3 premiums and
other considerstion incurred for reinsurance
under section B48(d){1)XB). The beoefity and
commissions incurred by L1 with respect to
the reinsured rontracts do oot reduce L1's
gross amount of preminms and othes
oonsideration under section 348{d)1XB) L2
includes $3,200C in ity gross amount of

premiurns and other consideration (40% x
$8.000) and is treated as haviog paid return
of $200 {the smount

reimburssble dividends paid 1o L1). L2 is

sxpenses with to the reénmurnd
contracts: $400 a8 paid (40% x
$1,000) and 32400 s

commissions sxpense
(40% x $8.000). Under paragraph (b) of this

grass amount of premiums and other
considerstion under saction 848(d)}1X(A).
On December 31, 1991, 1

reinsurance agtenment with ao unrelated
insurance company (L2}). The tenmination
plies to a reinsurance agresment nnder
which L1 had ceded 40% of its lisbliity on
& block of individual life insurance contracts
to L2. Upon termination of the relnsurance
sgreement, L7 makes a final payment of
$116,000 to L1 for nssuming full lisbility
undar the contrscts. The tax reserves
attributable to L2's portion of the reinsured
contracts are $120,000, Under paragraph
{cX4} of this section, 1.2 reduces its gross
amount of preminms and other consideration

undsr section B48{d}{1}{B} by 3120,000. Lt

" ircludes $120.000 in its gross amount of

premiums and other consideration under

" section 848{dX1{A)

Example 8. (i) On June 30, 1991, an
insurance company {L1) reiosures 40% of its
existing life insurence vontracts with an
unrelsted life insursnce company (L2) under
s modifisd coinsurance agreement. For the
period July 1. 1891 through December 21,
1591, L1 reports the following incoms and
expenss itams with rospect to L2's £0% share
of tha reinsured contracte:

e Incoms | Exparss

ProOmiume ........correvremsees s | $V0,000
Banefita paid $L000
Policyhoider QIVIGSOMN ..o | raneeeeecns 500
Roserve adjustment .. ... | eicen 1,500
Toty 6,000

(ii) Pursuant to paragraph {c){5) of this
section. L1 reduces its gross amount of
premiums and other consideration under
section 843(d)(1){B) by the 54,000 net
vonsideratic. * for the medified coinsurance, -
agresmment [510,000-58,000). 1.2 includes the
$4,000 net consideration in its gross emount
of premiums and other constderation vnder
section 848{dX1)(A)

PART 602—OMB CONTROL NOMBERS
UNDER THE PAPERWORK
REDVU :TION ACT

L

Par. 38. The authority citation for part
502 continues 1o read as follows:

Authority: 26 US.C. 7803,
Par. 39, Section 602.101 {c} is

amended by adding the following
entries in the table to read as follows:

. §602.101 OB Control Numbers.

L] L] L ] - -
{C} LI
CFR pant of section whers kdenied o, SaTore
raamber

104820000 . . 15481267
1.848- 200D oo 15451267
1.848-20044) 1548-1267
Michael P, Delan,

Acting Commissioner of Internal Asvenue.
Approved: Noveraber 16, 1992,

Fred T. Goldbery, Jr.. )

Assistant Secretary of the Treasory. .
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