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DEPARTMENT O'F THE TR;ASURY
Internal Revenue Service

26 CFR Parts 1 and 602
(T.0.8390] .
RIN 1545-AP37 '

Tax Treatment of Salvage and ..
Reipsumnce .

AGENCY: Internal Revenue Service.
Treasury. o
.AcTioN: Final regulations.

SUMMARY: This document provides final

-regulations relating to the treatment of
salvege and reinsurance in computing
the deduction for losses incurred of -,
insurance companies other than Jife
insurance companjes. Changes to the
applicabie law were mzde by the
Revenue Reconciliation Act of 1990. The
regulations are necessary to provide
these insurance companies with
guidance needed to comply with these
changes. .. .

EFFECTIVE DATE: The regulations apply

. to taxabie years beginning aiter

December 31. 1988.

FOR FURTHER INFORMATION CONTACT:
Katherine A. Hossofsky (202) 566336
not a toll-free call) or Michae! J.
Douglass {202) 566-3603 {not a toll-iree
call). -

SUPPLEMENTARY [NFORMATION:

‘Paperwork Reduction Act

The collection of information -
contained in this final regulation has
been reviewed and approved by the

fiice of Management and Budgetin -
acccrdance with the Paperwork * .
Recuction Act of 1980 (45 U.S.C. 250s(h))
tnder control number 1545-31227. The
estimated sverage burden per
respondent is 2 hours. -

. These estimates are an approximation

_ol:he average lime expected to be

necessary [or 8 collection of
information. They are based on such
information as is available to the
Internal Revenue Service. Individua!l
respondents may require greater or less
time depending on their particular
circumstances. .
Comments regarding the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent lo
the Internal Revenue Service, Atta: IRS
Reports Clearance Officer, T:FP,

Washington. DC 20224, and to the Office .

of Management and Budget. Attention:
Desk Officer for the Department of the
Treasury., Office of Information and
Regulatory Aflairs. Washington. DC
20503. i

Background

This document sets forth final income
tax regulations relating o the treatment
of salvage anc reinsurance under
section 832{bj[5)(A) of the Internal .
Revenue Code. Section 832[b](5)[A) was
amended by section 11305 of the .
Revenue Reconciliation Ac: of 1990. 104
Stat. 1388 (“the 1930 Act™). Proposed -
regulations under section 832/b)({5){A)
were published in the Federal Register -
on March 15, 1991 [S6 FR 11127) [FI-10+~
90]. Written comments were received -
from the public. No public hearing was
held because there were no requests for
8 hearing. After consideration of al! the

* written comments received, the -~ - -

proposed regulations-under section -
832(b)(5)(A) are edopted as modified by
this Treasury decision. - .. . -

Guidance regarding certain - -
implementation issues under section:
£32(b)(S){A) aiso is provided in Rev.
Proc. 9148, 1991-34 LR.E. 12

Explapation of Provisions’
In General

Sectian £32(b)(3) of the Code defines
the “underwriting income” of an
insurance company suojec: to tax under
sectlion €31 as premiums earned iess
losses incurred and expenses incurTed.
Under section 832{b}(5){A). "losses
incusted™ are computed by taking into
account paid losses. unpaid losses, and
salvage and reinsurance. For taxabie
years beginning before January 2. 21990,
saivage and reinsurance recoverable
was taken into account as a reduction to
paid losses. For those taxable vears, the
regulations requirec salvage recaverabie
1o pe taken into account only to the
exten: that the salvage recoverable
could be treated as an essel for siate
statutory accounting purposes.

For taxable vears beginning efter
December 31, 1989. the 1990 Act
amended section 832{b}{5}{A) to require"
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ali estimated salvage recoverable
{inciucing that which cannot be treated
as an asset for state statutory
accourting purposes) to be taken into

-~ “account in computing the deduction for

“losses incurred. Under section
832(b)(5)(A). paid losses are to be
reduced by salvoge and reinsurance
recovered during the taxable year. This
amount is adjusted lo reflect changes in
discounted unpaid losses on nonlife
insurance contracts and in unpaid losses
on life insurance ccntracts. An
adjustment is then made to reflect any .
changes in discounted estimated salvage
recoverable and in reinsurance
recoverable. - :

The amendments to the regulations
conform the regulations to the new
treaunent of estimated salvage
recoverable required by the 1990 Act.
The regulations clarify that estimated
salvage recoverable includes estimates
of salvage recoverable that may not be
treated as assets for state statutory
accounting purposes. See H.R, Conf.
Rep. No. 964. 101st Cong.. 2d Sess. 1071
(1990}. The regulations also make clear
that the lerm "salvage recoverable™
includes enticipated recoveries on
account of subrogetion claims arising
with respect to paid or unpaid losses.

Under section 848(b)(1). the starting
point for determining discounted unpaid
losses for Federal income tax purposes
is the arnount of unpaid losses.reported
10 state regulatosy authosizies on the
annual staternent. This conformity of tax
and annual statement amounts
discousages companies from overstating
unpaid losses for Federal tax purposes
because the claiming of excess unpaid. -
losses may have adverse consequences
for state regulatory purposes.

Commentators noted that certain
companies had taken estimated salvage

“ recoverable into account in determining
the uzpaid losses on their annual -
statexments. For these companies, the
requirernent in the proposed regulations
that estimated salvage recoverable oe
taker; into account separately in
computing losses incurred may result in

a doubie counting of salvege. In
response to these comments. the final
regulations permit a limited exception to
the corformity requirement if there is
adequate disclosure 10 state regulatory
authorities to assure that the purposes
of conformity are achieved. Under the
final regulations. a company that has
taken estimated salvage recoverable -
into aczount in determining the emount
of unpaid losses reported on'the annual

- statertent may increase its unpaid
Icsses for tax purposes by the amount of
estimated salvage recoverable taken
into account in determining those

el

unpaid losses provided this amount is
disclosed lo the state regulatory
authorities.

The final regulations provide rules for ...

. making the disciosure. Under the final
regulations, a company is allowed. for
any taxable vear, to adjust the amount
of unpaid losses shown on its annual
statement by estimatecd salvage
recoverable only if the company either
(i] discloses on its annual statement. by
line of business and accident yeer. the
extent to which estimated salvage
recoverable was taken into account in
determining the amount of ur.paid losses
shown on the annual statement, or (i) .
files a statement with the state
regulalory authority of each state to
which the.company is required to submit
an annual statement. The statement
must disclose. by line of business and
accident vear, the extent to which

. estimated salvage recoverable was

taken into account in computing the
unpaid losses shown on the annual _
statement. Rules also are provided
concerning the form of the statement
and the time it must be filed.

Tronsitiona! Rules

By requiring insurance companies to
take estimated salvage recoverable into
account in computing losses incurred.
the 1990 Act changed the method by
which companies compute losses
incurred. Section 11305(c)(2)(A} of the -
1990 Act treats this change as a change
in method of accounting. Section
11305(c)(2)(B) of the 1990 Act provides
that an insurance company must iake -

" into account only 13 percent of the

section 481 adjustment that would
otherwise have been required as a result
of the change in method of accounting.
Section 11305(c)(4) of the 1990 Act
provides a rule for overestimates of the
section 381 adjustment. Under this rule,
an insirance company subject to tax
under section 831 is required to inciude
in gross income 87 percent of any
amount (adjusted for discounting) by
which the section 481 adjustment is
overestimated. The rule is applied by
comparing the 2mqunt of the section 83
adjustment {detesmined without regard

“to section 11305(c)(2) of the 1990 Act and

any discounting) to the sum of the acrual
salvage recovenes and the remaining
undiscounted estimaled salvage '
recoverable that are attributabie to
losses incurred in accident years
‘beginning before 1990. For any taxable
vear beginning after December 31, 1989,
any excess of the section 481 adjustment
over this sum is an overestimate for
purposes of section 11305(c)(4) of the
1990 Act. To determine the amouni to be
included in income, it is necessary to

-

ciscount this excess and multiply the’
resulting amount by 87 percent.

.——-Inthe case of ar insurance company

subjecllo tax under section 831, seciion

11305(cH3) of the 1990 Act allows the

insurance company to deduct B7 percent
of the discounted amount of estimalted
salvage recaverable that the company
took into account under its method of
accounting for the last taxable year

beginning belore January 1, 2990

(“special-deduction”). In response to

comments requesting clarification of the

- proposed regulations. the final .
regulations make clear that a company
thet claims the special deduction may
not also claim the benefit of section
11305(cj(2)(B) of the 1990 Act.

- The proposed regulations provide that
en insurance company claiming the
special deduction must be able 1o
establish to the satisfaction of the
district director that it took estimated
salvage recoverabie into account for the
last taxable year bejore January 1. 1990.
Under the proposed regulations. a
company may not salisfy this
requirement merely by stating that
estimated salvage recoverabie is
refiected in the company's Joss reserves.
but may satisiy this requirement by
disclosing to the relevant state
regulatory authority the extent to which
the company took into account - '
estimated salvage recoverable in.
computing paid or unpaid losses
{whichever is applicable) on its 1989

... annual statement. .. . :

In response to comments concerning
the scope of this disclosure provision,
the final regulations clarify the
circumstances under which disclosure to
state regulatory authorities will satisiy
this requirement. The iinal regulations
provide that the amount of a special
ceduction will be deemed to have been
established lo the satisfaciion of the
district director if (i) by September 16.
1991, the company filed with its state
regulatory authority a statement
disclosing the extent to which iosses
incurred for each line of business shown
on the 19689 annual statemen: were
reduced by estimated salvage
recoverable. and (ii) the company
agreed. on a statement atiached to its
return [or its first taxable year beginning
after December 31, 1989. to apply the
special rule [or overestimates to the
amount of estimated salvage
recoverabie for which it has taken the
special deduction. If the company is a -

° member of a consolidated group. each"
property and casualty insurance
company that is a member of the
consolidated group must join in the
agreement 1o appiy the special rule far
overestimates.
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The special deduction was designed
10 creale parity between those
‘taxpayers that took estimated salvage
recoverable into sccount for the last

taxable year beginning before fanuary 1.

1990, and those texpaye:s that did not
take estimated selvage recovereble into
account, If the inclusion of estimated
salvage recoverable did notincrease a
company’s taxable income. no special
deduction is needed. Accordingly, the
"final regulations provide that an
insurance company that claimed a
“fresh start” benefit with respect to
_ eslimated salvege recoverable under
section 1023(e} of the Tax Reform Act of
1986 may not claim the special
deduction under section 11305(c](3) of
the 1990 Act to the extent the company
has previously claimed the benelit of a
fresh start
Special Analyses
It has been determined that Lhese
rules are not major rules &s delined in
Executive Order 12291. Therefore, a
Regulatory Impact Analysis is not
reouired. It has also.been determined
" that section 553(b) of the Administrative

Procedure Act {5 U.S.C. chapter 5) and *

theé Regulatory Flexibility Act (5 U.S.C.
chapter 8) do not apply to these

. regulations, and. therefore, a final
Regulatory Flexibility Analysis is not ™
required. Pursuant to section 7805(f) of
the Internal Revenue Code, & copy of the
rules was submitted to the Chief
Counsel for Advocacy of the Small

Business Administration for commenton.

their impact on small business.
Drafting lnformation _ -

The principa) authors of these
proposed regulations are Katherine A.
Hossolsky and Michael ]. Douglass of
the Office of the Assistant Chief
Counsel (Finarcial Institutions and
Products). Internal Revenue Service.
However, other personnel from the
Internal Reveaue Service and Treasury
Department pasticipated in their
development.

List of Subjects
25 CFR 1.63i~1 Throvgh 1.852-5T
-Income taxes. Insurance compenies.

26 CER Fart 602

Reporting and recordkeeping
requirements. .
Adoption of Amendments to the
Regulations

For the reasons se! out in the

preamble, 28 CFR pars 1 and 602 are
emended as follows:

o —

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER
DECEMBER 31, 1953

Parseraph 1. The authorily for part 1
is amended by removing the citation for
§ 1.8324T and by adding the lollowing
citation:

Aulhority: Sec. 7805, 68A Stat. 917; 26
U.S.C 7805 * ° * Seclion 1.832—4 alsa issued
urider 28 U.S.C. 832(b}{S}(A).

§ 1.832~4T [Recesignated as § 1.£324]

Par. 2. Section 1.832~4T is
redesignated as § 1.832-4.

Par. 3. Newly redesigndted § 1.832 is
asmended as follows:

1. The section heading is revised.

2. The last sentence of paragraph
(a)][5) is removed.*

3. Paragraphs (b} through (e) are
revised.

4. Paragraphs () and (g) are added.

5. The revised end added provisions
read as follows: Co

-~

§ 1.832-4 Gross income.

{b) Losses incurred. Every insurance
company to which this section applies
must be prepared to establish to the
satisfaction of the district director that
the part of the deduction for “losses
incurred" which represents unpaid - -
losses at the ciose of the taxable year
comprises only actual unpaid losses. See
section 846 for rules relating to the
determipation of discounted unpaid
losses. These losses must be stated in
amounts which. based upon the facts in
each case dand the company's experience
with similar cases, represent a fair and
reasonable estimate of the amount the
company will be required to pay.
Amounis incluged in. or added to. the
estimates of unpaid losses whick, in the
opinion of the cistrict cirector. are in
excess of a fair and reesonable estirnate
will be diszllowed as & deduction. The
district directar may reguire eny
insurance company to stbmit such
detailed inicrmation with respect o ils
actual experience as is deemed
necessary to establish the
reasonableness of the deduction for
“losses incurred.”

. . [€} Losses incurred are recuced by

salvoge. Ucder section £32(b)(5)(A).

‘losses incwred are cormpuled by taking

into account losses paid reduced by
salvage and reinsurance recovered. the
change in discounted unpaid losses. &nd
the change in estimated saivage and |
reinsurance recoverabie. For purposes of
section 832(b)(5)(A)(iii). estisated
saivage recoverable includes all
anticipated recoveries on account of
salvage, whether or not the saivage is
treated, or may be treated. as en asset

for state siatutory accounting purposes. |
Estimates of salvage recoversble must
be based on the facts of each case and
the company's experience with simila:
cases. Except as otherwise provided in
ruidance published by the
Commissioner in the Internal Revenue
Bullelin, estimated salvage recoverabie
must be discounted either—

{1} By using the applicable discounl
factors published by the Commissioner
for estimated saivage recoverable: or

{2) By using the loss pavment pattemn
for 8 line of business &s the salvage
recovery pattern for that line of business
end by using the applicable interest rate -
for calculating unpaid losses under

" section 846(c). For purposes of section

822{b){5}(A) end the regulations
thereunder, the term “salvage
recoverable” includes anticipated
recoveries on account of suDrogation -

_ daims arising with respect 1o paid or

unpaid losses.

{d) Increase in unpoid losses shown
on cnnual statement in certoin
circumstonces—41) In general. An
insurance company that takes estimated
salvage recoverable into accountin
determining the amount of its unpaid
losses shown on its annual steterent is
‘allowed 10 increase its unpsid losses by
the amount of estimaled saivage
recoverable taken into account if the
company complies with the disclosure’
requirernent of paragraph (d)(2) of this
section. This acjustment shall not be
used in determining under section 846(d)
the loss peyment pattern for a line of
business. .

{2} Disclosure requirement. (i) In
general. A company described in
paragraph (d){1) of this section is
aliowed 10 increase the unpaid Josses
shown on its annual statement onliy if
the coropany either—

{a) Discloses on its annual statement
by line of business and accident year,
the extent tc which estimated salvage
recoverable is taken inte accoun! in
computing the unpaid losses shown on
the annual statement filed by the
company [or the calendar vear ending
with or within the 1exable year of the
compary; or

(B] Files a statemaent on or beiore the
due date of its Federal income tax return
{determined without rezard to
exlensions) with the appropriate state
reguiatory authority of euch state to
which the company is reguired 1o submit
an ancual statement. The stalement
must be contained in 8 seperate
document captoned “DISCLOSURE
CONCERNING LOSS RESERVES™ &nd
st disclose, by line of business and
accident year, the extent ta which

estimaled saivage recoverabie is taken -: -
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in:o account in computing the urpaid

losses shown on the annual statement
filed by the company forthe calendar
‘ear ending with or within the taxable
year of the company.

{iij Trensitional rule. For a taxable
year ending before December 31,1991, a
taxpayer is deemed to satisly the
disclosure requirement of paragraph
(d){2)(i)(B) of this section if the taxpayer
files the statement describgd in
paragraph (d)(2)(i)(B) of this section
before March 17, 1992,

(3) Failure to disclose in a subsequent
year. U a company that claims the
increase permitted by paragraph (d)(1)
of this section fails in a subsequent
taxable year to make the disclosure
described in paragraph (d)(2] of this -
section. the company cannot claim an
increase under paragraph (d){1) of this
section in any subsequent taxable year
without the consent of the :
Commissioner.

{e) Treatment of estimated solvage
recoverable—{1) In general. An
insurance company is required to take
estimated selvage recoverable
(including that which cannot be treated
as an asset for state statutory
accounting purposes) into account in
computing the deduction for losses
- incwrred. Except as provided in
paragraph (e)(2)(iii) of this section, an
insurance company must apply this
method of accounting to estimated
salvage recaverable for all lines of
business and for ell accident years.

.(2) Change in method of accounting—

(i) If an insurance compaeny did not take .

estimated salvage recoverable into
. account as required by paragraph (c) of
this section for its last taxable year
beginning before January 1. 1990. taking
estimated sajvage recoverabie into
account as required by paragraph (c) of
this section is a change in method of
accounting.
(iij If @ company does not claim the
decduction under section 13305(c)(3) of
the 1993 Act. the company must take
into account 13 percent of the.
adjustment that would otherwise be
required unde: section 481 for pre-1990
accicent years as a result of the change
in aczounting method. This paragraph
(e}i=)ii) epphies only to an insurance
company sugject to tax under section
831.
(ii) If a company claims the deduction
under section 11305(c)(3] of the 1990 Act
and paragraph (f) of this section. the
company must implement the change in
metzod of accounting [or estimated
saivage recoveraple for post-1989
taxzbie years pursuant to @ “cut-off”
metrod.

(3) Aule for averestimates. .‘f.n -
insurance company is required under

section 11305(c](4) of the 1990 Ac: to
inciude in zross income 87 percent of
asy amount (acjusted for discounting)
by which the section 481 adjustment is
overestimeated. The rule is appiied by
comparing the amount of the section 481
adjustment (determined without regard
1o paragraph (e](2](ii] of this section anc
amy.discounting] to the sum of the actual
salvage recoveries and remaining
undiscounted estimatec salvage
recoverable that are attributable to
losses incurred in accident years _
beginning before 1990. For any taxable
vear beginning after December 31, 1989,
any excess of the section 481 adjustment.
over this sum (reduced by gmounts
treated as overestimates in prior taxable
years pursuant to this paragraph (e)(3))

is an overestimate. To determine the
amount to be included in income. it is
necessary to discount this excess and
multiply the resulting amouni by 67
percent.

() Speciol deduction—{1) In generc!.
Under section 11305{c)(3] of the 1990
Act, an insurance company may deduct
er amount equal 1o 87 percent of the
discounted smount of estimated salvage
recoverable that the company took into
account in'determining the deduction for
losses incurred under section 832(b](5)
in the last taxable year beginning beiore
January 1. 1990. A company that claims
the special deduction must establish to
the satisfaction of the district director
that the deduction represents only the
discounted amount of estimated salvage -
recoverable that was actually taken inta
account by the company in computing
losses incurred for that taxable year.

{2) Scfe harbor. The requirements of
paragraph [f){1) of this section are
deemed satisfied and the amount that
the company reports as bona fide
estimated salvage recoverable is not
subject?d adjustment by the district
director. il— )

(i) The company fiies with the
insurance regulatory authority of the
company's state of domicile. on or
before September 16, 1991. 8 statement
disclosing the exiez: to which losses
incurred for each line of business
reported on its 1989 annual statement
were reduced by estimated salvage
recovesable,

(ii) The company attaches a statement
to its Federal income tax retumn filed for
the first taxable year beginning after
December 31. 1989, agreeing to apply the
special rule for overestimates under.-
section 11305({c)(4) of the 1990 Act to the
amcunt of estimated salvage
recoverable for which it has taken the
special deduction. and

{iii} In the case of a company thatis a
member of 8 consolidated group. esch
insurance company subject to tax under

-

.follows:

- Michasel ). Murphy,

section 831 thal is included in the

—tonsohidaled group compiies with
© paragrepn (N{2)(i1) of this section with

respect to its special decuction, if any.
(3) Limitctions or. special deduciion—
{i) The special deduction under section
11305(c)(3) of the 1990 Aci is avaiiaple
only to an insurance company suDject to
tax under section 831.
(ii) An insurance company tha!

" claimed the bencfit of the “fresh star:”

with respect to estimated salvage
recoverable under section 1023(e) of the
Tax Reform .Act of 1986 may not claim’
the special deduction allowed by section
11305(c)(3) of the 1990 %.2! to the extent
of the estimated salvage recoverabie for
which a fresh start benefit was
previously claimed.

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

{g) Effective dcte. Paragraphs (b)
through () of this section are effective
for taxable years beginning after
December 31, 1988.

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPER REDUCTION ACT.

§602.101 [Amended] A .
Par. 4. The table of OMB Control. -
Numbers in § 602.101 is amended by
revising the entry for § 1.632— as
~§1.832-4 . | ., 18451200, o
December 24,1991, - .
‘ L .
Acting Commissioner of Internol FRevenue. .
Approved: December 24, 1991.
Kenneth W. Gideon,
Assisian: Secretary of :he Trecsury.
[FR Doc. 92-1942 Filed 1-27-92: £:45 am)
BILLING COOE 4830-01-M .




