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amounts att「ibutable to contracts for which lOO% of the insu「ance risk has been

reInSured.
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CONC」USION:

An insu「ance company may not maintain a UPR for amounts a軸butabIe to cont「acts fo「

Which lOO% of the insurance 「isk has been reinsured.

FACTS:

lnsco is a subsidiary of one of Taxpaye「,s subsidiaries, insco is the issuer of certain

nonlife insu「ance cont「acts. Insco does not se旧ts contracts di「ectIy to policyhoIde「s,

Instead, Insco a=ows Agents to se旧ts contracts,

丁he「e is no set amount that a poIicyhoIder must pay fo「 one of lnsco,s contracts.

Prospective policyhoIders must negotiate the p「ice of each cont「act (Purchase

P「emium) with Agents" Agents then pay insco a set amount (Agent Cost) for each

COntraCt SOId and retain the portion ofthe Purchase Premium that exceeds the Agent

Cost (Agent Commission),

PoIicyhoiders may cancel their contract before the contract period expires・ Ag「eements

between Agents and Insco genera=y specify that in the event that a poIicyhoIder canceis

a contract, lnsco wi= refund to the policyhoIde「 the portion ofthe Purchase Premium

that has not yet been eamed. The Agents are then Iiable to indemnify Insco forthe

POrtion of 「efunded p「emium that is a=ocabIe to the Agent Commission.

1nsco 「einsu「es some of the contracts it issues with Rejnsu「er, Under the reinsu「ance

agreement, Reinsure「 is Iiable for lOO% of cIaims unde「 the 「ejnsured contracts, The

relnSuranCe Premium Insco pays to reinsurer is roughIy equaI to the Agent Cost, minus

a sma= amount retained as a ceding commission. If a po=cyhoIde「 canceis a cont「act,

Reinsurer wi‖ refund to Insco the corresponding portion ofthe 「einsu「ance premium that

has not yet been ea「ned,

For federa=ncome tax purposes, Insco includes the fu= amount of the Pu「chase

Premium paid by poIicyhoIders in its gross written premiums (GWP) and unea「ned

P「emium 「eserve (UPR). lnsco deducts the Agent Commission as a p「emium

acquisition expense" Insco aIso reduces its GWP by the reinsurance premium paid to
Reinsu「er and reduces its UPR fo「 the amount of the reinsurance premium paid to

Reinsu「er.
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LAW AND ANALYSIS:

Section 831 imposes a tax fo「 each taxable year on the taxabIe income ofa noniife

inSu「anCe COmPany" Section 831(C) states that the te「m ’’insurance company’’has the

meanIng given to such term by section 816(a).

Section 832(a) states that the taxabIe income of an insu「ance company, Subject to the

tax imposed by section 831 (a nonIife insurance company), is its g「oss income as

defined in section 832(b)(1) Iess the deductions a=owed by section 832(C).

Section 832(b)(1 )(A) p「OVides that a non-=fe insurance company’s gross income

incIudes its underwriting income,

Section 832(b)(3〉 defines undervriting income as ``premiums eamed on insu「ance

COntraCtS du「ing the taxabIe year Iess Iosses incu「red and expenses incur「ed.’’

Section 832(b)(4)defines premiums eamed as the amount of gross p「emiums w「itten on

InSuranCe COntraCtS during the taxabIe year, PIus 80% of the UPR from the previous

year, minuS retum Premiums and premiums paid for reinsurance, and 80% ofthe UPR
for the taxabIe yea「.

Section l.832-(4)(a)(8)(i) states, in part, that:

丁he unea「ned premium fo「 a contract, Othe「 than a cont「act described in

SeCtion 816(b)(1 )(B), generaIly is the portion ofthe g「OSS Premium written

that is att「ibutabIe to future insurance coverage du「ing the effective period

Of the insurance contract, However, uneamed premiums heId by an

inSuranCe COmPany With regard to the net vaIue of risks reinsured with

Other soIvent companies (Whether or not autho「ized to conduct business

under state Iaw) are subt「acted from the company-s uneamed premiums.

ExampIe 9 of section l.832-4(a)(10) iliustrates the 「eduction of uneamed premiums by

the net vaiue ofthe risks 「einsured:

(i) IC, a nOn-iife insu「ance company, issues an insurance contract with a

twelve month e什ective pe「iod for $ 1,200 on December l, 2000.

lmmediateIy thereafter, IC reinsures 90% ofits 〃ab〃ty under the hsurance

COntraCtfor $ 900 with IC-2, an unreiated and soIvent insu「ance company,

On Decembe「31, 2000, lC-2 has an $ 825 uneamed premium with

respect to the reinsurance contract it issued to IC, ln computing its eamed

P「emiums, PurSuant tO SeCtion 832(b)(4)(B), lC-2 deducts $ 660 of

uneamed p「emiums ($ 825x,8) with respect to the reinsu「ance contract.
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(ii) Under pa「agraph (a)(8)(i) of this section, uneamed p「emiums held by

an lnSu「anCe COmPany With 「ega「d to the net value ofthe risks reinsu「ed

in othe「 soIvent companies a「e deducted from the ceding company-s

uneamed p「emiums taken into account for purposes of section

832(b)(4)(B). if IC had not 「einsu「ed 90% ofits hsks, iC-s uneamed

P「emium forthe insurance contractwouId have been $ 1,100 ($

1,200x=/12) and iC wouId have deducted $ 880 ($ 1,1OOx.8) of uneamed

Premiums with respect to such contract. However, because /C reinsuIed
90% of/ts hsks underthe cont愉CtWith iC-2, aS Of December 31 , 2000,

the net value ofthe risks retained by lC fo「the 「emaining = months ofthe

e什ective pe「iod ofthe contract is $ 110 ($ 1,100一$ 990), Forthe taxabIe

year ending December 31, 2000, iC incIudes the $ 1,200 gross p「emium

in its gross premiums written and deducts the $ 900 reinsurance p「emium

Paid to IC-2 under section 832(b)(4)(A). Pursuant to section 832(b)(4)(B),
to dete「mine its p「emiums ea「ned, IC deducts $ 88 ($ 1 10x.8) forthe

lnSuranCe COntraCt at the end ofthe taxabIe yea「. [Emphasis added]

Section 832(C)(1 ) provides that expenses incu「「ed incIude ordinary and necessary

business expenses under section 162・ P「emium acquisition expenses, SuCh as agent

COmmissions, a「e COnSide「ed o「dinary and necessary business expenses for purposes

Ofsection 832(C)(1). See House Conference Report No. 99-841, 99th Cong., 2d Sess,,

at 354, Tax Reform Act of 1986, PL 99-514 (The House Conference Report).

An insurance company may not maintain a UPR fo「 amounts a軸butabIe to cont「acts for

Which lOO% ofthe risk has been reinsu「ed, ExampIe 9 ciea「Iy states thatthe UPR is

reduced by the percentage ofthe risk reinsured. 1n Insco’s case, 100% ofthe risk has

been reinsured and the uneamed premium shouid be reduced by lOO%.

看nsco contends that the ``risks under the contract’’and the “Iiab冊y unde「 the insurance

COntraCt” in Example 9 refer not on看y to the risk of ciaims under contracts poIicyhoIde「s

insured with lnsco, but aiso Insco’s risk of having to refund premiums if a poIicyhoIder

CanCeIs its cont「act・ Insco’s assertion camot be cor「ect because it is cont「adictory with

the pIain Ianguage ofthe example. The risk of having to refund premiums because ofa

CanCe看ied saie is a business risk and is not insu「abIe or 「einsu「able. See Helve「inq v,

Le Gierse, 312 U"S. 531, 542 (1941); Rev. RuI. 89-96, 1989-2 C,B. 114. Additiona=y, the

risk of having to refund any premium to a poiicyhoider is not a risk thatwas insured

under the originaI cont「act and, thus, CamOt be reinsu「ed,

丁o interp「et the “risk’’and “liab冊y’’in ExampIe 9 as referring to the risk of 「efunding

uneamed p「emium wouid be contra「y to the legisiative histo「y of section 832(b)(4)(B).

Section 832(b)(4)(B) was added to the Code in the Tax Reform Act of 1986, PL 99-514,

丁he House Confe「ence Report at 354-355, eXPiains that the subsection was added to

PreVent insurance companies from receiVIng a doubIe deduction for p「emium acquisition
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expenses・ A portion of gross w皿en p「emiums is a軸butable to premium acquisition

expenses. AccordingIy’a POrtion ofthe uneamed premium 「eserve, Which 「edu∞S an

inSuranCe COmPany’s taxabIe income, is a軸butable to premium acquisition expenses,

Because premium acquisition expenses are deducted as o「dinary and ne∞SSary

expenses under section 832(C)(1), incIuding premium acquisition expenses in the UPR

WOuId c「eate a double deduction,

In orde「 to prevent this doubIe deduction, Congress 「educed the amount of the UPR

deducted fo「 tax purposes by 20%・ The House Confe「ence Report at 355, StateS that a

20% haircut would be easier to administer than requiring the computation ofthe po軸on

Of premium acquisition expenses in the UPR. It aIso states that the 20% haircut should

be su冊cient to prevent an ex∞SSive amount a軸butabIe to p「emjum acquisition

expenses f「om being inciuded in the UPR,

Ac∞rdingiy’eVen though the gross UPR inciudes premium acquisition expenses, the

deductibIe portion ofthe UPR is not intended to incIude amounts a軸butabIe to

Premium acquisition expenses. Commissions are p「emium acquisition expenses. As a

「esuIt, the vaIue of the 「isks reinsu「ed described in section l.8324(a)(8)(i) cannot refer

to the risk of having to refund the DeaIer Commissions.

insco argues that Example 9 is inconsistent with Insco’s facts, the 「esuIt of appIying the

…詳言.t豊豊富器諾鵠黒部請豊詔書器品
1986). Insco claims that in ExampIe 9, the portion ofthe risks reinsured includes

Premlum aCquisition expenses, but that in Insco’s case, Premium acquisition expenses

are a∞Ounted for separateIy f「om the insurance risk・ There is nothing in ExampIe 9 to

indicate that it is in∞nSistent with the facts in the case at hand" Additiona=y, the risks

relnSured in Exampie 9 cannot include the risk of refunding the uneamed premiums

because that risk is not an insurance risk that can be reinsured. See HeIverinq v, Le

唾, at542; Rev・ Rui" 89-96, 1989-2 C,B. 114, The 「esultofappIying ExampIe 9 to

Insco’s facts is not un「easonabIe,

insco aIso argues that it shouid not be required to include the portion of the premiums

a軸butable to Agent Commissions in in∞me because those premiums have not yet

been eamed under the e∞nOmic performance ruIes of section 461(h). lnsco is

inCOrreCt. Under section 461 (h)(5), reServeS SuCh as UPR are not subject to the

economic performance ruies,

AdditionaIIy, Insco suggests that the Reinsure「 ∞uId set up an UPR equivalent to the

remaInlng amOunt Of insco’s UPR,丁his suggestion is at odds with ExampIe 9, Which

expIains how a reinsu「er dete「mines its UPR.

insco aIso cites Rev・ Rui・ 55-693 , Rev・ Rul" 61-167 , United States v・ Consume「 Life

lns" Co,, 430 U,S. 725 (1977) , Rev. Rul, 67-43 , Mahe「v, Commissioner, 469 F.2d 225,
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(8th Cir置1972), SeCtion l"338-11, and section l.8174(d) as supporting its asse軸On that

the amount by which the UPR is redu∞d is equa- to the amount ofthe reinsuran∞

P「emium Paid" However’Rev" Ru上55-693 ’Rev" RuI" 61-167 ’Consumer Life -ns・ Co.,

Rev" RuI" 67-43 ua±釘and l"817-4(d), Were issued befo「e section l ,8324(a)(8) was

PrOmulgated and do not directIy support lns∞,s arguments,

Section l.338-1 1 aIso does not directiy suppo…ns∞)s arguments" Section l ,338-1 1

applies to ∞rPO「ate aCquisitions" There is no commission or premium acqujsition

expense invoIved.

Accordingiy, the risks referred to in section l.8324(a)(8)(i) inciude onIy insu「an∞ risks.

lnsco has ceded lOO% of its risks under the contracts Subsidiary 「einsu「es, lnsco must,

therefore, redu∞ its UPR a軸butable to ceded contracts by lOO%・

CAVEAT(S):

A copy of this technicaI advice memorandum is to be given to the taxpaye「(S), Section

6110(k)(3) ofthe Code p「ovides that it may not be used or cited as precedent.


