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capital assets sold or exchanged in
order to obtain funds to meet abnormal
insurance losses and to provide for the
payment of dividends and similar dis-
tributions to policyholders. A special
rule is provided for the application of
the capital loss carryover provisions of
section 1212. The deduction is the same
as that allowed mutual insurance com-
panies subject to the tax imposed by
section 821; see section 822(c)(6) and the
regulations thereunder. Insurance com-
panies, other than mutual fire insur-
ance companies described in §1.831-1,
are also allowed a deduction for divi-
dends and similar distributions paid or
declared to policyholders in their ca-
pacity as such. The deduction is other-
wise the same as that allowed mutual
insurance companies subject to the tax
imposed by section 821; see section
823(2) and the regulations thereunder.

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

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

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

§1.832-3 Taxable years affected.

Sections 1.832-1 and 1.832-2 are appli-
cable only to taxable years beginning
after December 31, 1953, and before Jan-
uary 1, 1963, and ending after August
16, 1954, and all references therein to
sections of the Code and regulations
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are to sections of the Internal Revenue
Code of 1954 and the regulations there-
under before amendments. Sections
1.832-4, 1.832-5, and 1.832-6 are applica-
ble only to taxable years beginning
after December 31, 1962, and all ref-
erences therein to sections of the Code
and regulations are to sections of the
Internal Revenue Code of 1954 as
amended.

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

§1.832-4 Gross income.

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

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

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

year.
(4) Gross premiums written—(i) In gen-
eral. Gross premiums written are

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

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

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

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

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

(ii) Special rule for additional premiums
resulting from an increase in risk expo-
sure. An insurance company reports ad-
ditional premiums that result from an
increase in risk exposure during the ef-
fective period of an insurance contract
in gross premiums written for the tax-
able year in which the change in risk
exposure occurs. Unless the increase in
risk exposure is of temporary duration
(for example, an increase in risk expo-
sure under a workers’ compensation
policy due to seasonal variations in the
policyholder’s payroll), the company
reports additional premiums resulting
from an increase in risk exposure based
on the remainder of the effective pe-
riod of the insurance contract.
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(iii) Exception for certain advance pre-
miums. If an insurance company re-
ceives a portion of the gross premium
for an insurance contract prior to the
first day of the taxable year that in-
cludes the effective date of the con-
tract, the company may report the ad-
vance premium (rather than the full
amount of the gross premium for the
contract) in gross premiums written
for the taxable year in which the ad-
vance premium is received. An insur-
ance company may adopt this method
of reporting advance premiums only if
the company’s deduction for premium
acquisition expenses for the taxable
year in which the company receives the
advance premium does not exceed the
limitation of paragraph (a)(5)(vii) of
this section. A company that reports
an advance premium in gross premiums
written under this paragraph (a)(5)(iii)
takes into account the remainder of
the gross premium written and pre-
mium acquisition expenses for the con-
tract in the taxable year that includes
the effective date of the contract. A
company that adopts this method of re-
porting advance premiums must use
the method for all contracts with ad-
vance premiums.

(iv) Exception for certain cancellable
accident and health insurance contracts
with installment premiums. If an insur-
ance company issues or proportionally
reinsures a cancellable accident and
health insurance contract (other than
a contract with an effective period that
exceeds 12 months) for which the gross
premium 1is payable in installments
over the effective period of the con-
tract, the company may report the in-
stallment premiums (rather than the
total gross premium for the contract)
in gross premiums written for the ear-
lier of the taxable year in which the in-
stallment premiums are due under the
terms of the contract or the year in
which the installment premiums are
received. An insurance company may
adopt this method of reporting install-
ment premiums for a cancellable acci-
dent and health insurance contract
only if the company’s deduction for
premium acquisition expenses for the
first taxable year in which an install-
ment premium is due or received under
the contract does not exceed the limi-
tation of paragraph (a)(5)(vii) of this
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section. A company that adopts this
method of reporting installment pre-
miums for a cancellable accident and
health contract must use the method
for all of its cancellable accident and
health insurance contracts with in-
stallment premiums.

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

(vi) Exception for insurance contracts
described in section 832(b)(7). If an insur-
ance company issues or reinsures the
risks related to a contract described in
section 832(b)(7), the company may re-
port gross premiums written for the
contract in the manner required by
sections 803 and 811(a) for life insurance
companies. An insurance company may
adopt this method of reporting pre-
miums on contracts described in sec-
tion 832(b)(7) only if the company also
determines the deduction for premium
acquisition costs for the contract in ac-
cordance with section 8l11(a), as ad-
justed by the amount required to be
taken into account under section 848 in
connection with the net premiums of

739



§1.832-4

the contract. A company that adopts
this method of reporting premiums for
a contract described in section 832(b)(7)
must use the method for all of its con-
tracts described in that section.

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

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

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

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

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

(i) Items included. Return premiums
include amounts—

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

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

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

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

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

(ii) Special
miums. For

rules for unearned pre-
purposes of computing
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“premiums earned on insurance con-
tracts during the taxable year’ under
section 832(b)(4), the amount of un-
earned premiums includes—

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

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

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

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

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

(10) Examples. The provisions of para-
graphs (a)(4) through (a)(9) of this sec-
tion are illustrated by the following ex-
amples:
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Example 1. (i) IC is a non-life insurance
company which, pursuant to section 843, files
its returns on a calendar year basis. IC
writes a casualty insurance contract that
provides insurance coverage for a one-year
period beginning on July 1, 2000 and ending
on June 30, 2001. IC charges a $500 premium
for the insurance contract, which may be
paid either in full by the effective date of the
contract or in quarterly installments over
the contract’s one year term. The policy-
holder selects the installment payment op-
tion. As of December 31, 2000, IC collected
$250 of installment premiums for the con-
tract.

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

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

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

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

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

(ii1) For the taxable year ended December
31, 2000, IC deducts $20 of premium acquisi-
tion expenses related to the insurance con-
tract. This deduction represents 25% of the
total premium acquisition expenses for the
insurance contract ($20/$80=25%). This ratio
does not exceed the ratio of the $125 advance
premium to the insurance contract’s $500
gross premium ($125/$500=25%). Therefore,
under paragraph (a)(5)(iii) of this section, IC
may elect to report only the $125 advance
premium (rather than the $500 gross pre-
mium) in gross premiums written for the
taxable year ending December 31, 2000. IC re-
ports the balance of the gross premium for
the insurance contract ($375) and deducts the
remaining premium acquisition expenses
($60) for the insurance contract in the tax-
able year ending December 31, 2001.

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

(ii) For the taxable year ended December
31, 2000, IC deducted 75% of total premium
acquisition expenses for the insurance con-
tract ($60/$80=75%). This ratio exceeds the
ratio of the $125 advance premium to the $500
gross premium ($125/$500 =25%). Because IC’s
deduction for premium acquisition expenses
allocable to the contract exceeds the limita-
tion in paragraph (a)(5)(vii) of this section,
paragraph (a)(5)(i) of this section requires IC
to report the $500 gross premium in gross
premiums written for the taxable year end-
ing December 31, 2000. IC’s unearned pre-
mium with respect to the contract was $500
as of December 31, 2000. Pursuant to section
832(b)(4)(B), to determine its premiums
earned, IC deducts $400 ($500x.8) for the in-
surance contract at the end of the taxable
year.
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Example 5. (i) IC is a non-life insurance
company which, pursuant to section 843, files
its returns on a calendar year basis. On Au-
gust 1, 2000, IC issues a one-year cancellable
accident and health insurance policy to X, a
corporation with 80 covered employees. The
gross premium written for the insurance
contract is $320,000. Premiums are payable in
monthly installments. As of December 31,
2000, IC has collected $150,000 of installment
premiums from X. For the taxable year
ended December 31, 2000, IC has paid or in-
curred $21,000 of premium acquisition ex-
penses related to the insurance contract. IC’s
total premium acquisition expenses for the
insurance contract, based on the $320,000
gross premium, are $48,000.

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

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

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

(iii) Under paragraph (a)(5)(i) of this sec-
tion, IC is required to report gross premiums
written for the insurance contract based on
the effective period of the contract. The ef-
fective period of X’s contract is based on the
12 month period for which IC has guaranteed
rates for insurance coverage. Under para-
graph (a)(5)(ii), IC must also report the addi-
tional premiums resulting from the change
in risk exposure under the contract for the
taxable year in which the change in such ex-
posure occurs. Unless the change in risk ex-
posure is of temporary duration, the addi-
tional gross premiums are included in gross
premiums written for the remainder of the
effective period of the contract. Thus, for the
taxable year ending December 31, 2000, IC re-
ports gross premiums written of $348,750 with
respect to the workers’ compensation con-
tract issued to X, consisting of the sum of
the initial gross premium for the contract
($315,000) plus the additional gross premium
attributable to the 150 employees added to
X’s payroll who will be covered during the
last nine months of the contract’s effective
period (150 x $25 (monthly pre-
mium)x9=%$33,750). IC’s unearned premium
with respect to the contract was $180,000 as
of December 31, 2000, which consists of the
sum of the remaining portion of the original
gross premium ($315,000x6/12=$157,500), plus
the additional premiums resulting from the
change in risk exposure ($33,750x 6/9 =$22,500)
that are allocable to the remaining six
months of the contract’s effective period.
Pursuant to section 832(b)(4)(B), to deter-
mine its premiums earned, IC deducts
$144,000 ($180,000%.8) for the insurance con-
tract at the end of the taxable year.

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

(ii) Under paragraph (a)(5)(ii) of this sec-
tion, for the taxable year ending December
31, 2000, IC reports gross premiums written of
$326,500, consisting of the sum of the initial
gross premium for the contract ($315,000)
plus the additional premium attributable to
the temporary increase in risk exposure dur-
ing the taxable year (150x$25x3=$11,250).
The unearned premium that is allocable to
the remaining six months of the effective pe-
riod of the contract is $157,500. Pursuant to
section 832(b)(4)(B), to determine its pre-
miums earned, IC deducts $126,000
($157,500%.8) for the insurance contract at
the end of the taxable year.
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Example 8. (i) IC, a non-life insurance com-
pany, issues a noncancellable accident and
health insurance contract (other than a
qualified long-term care insurance contract,
as defined in section 7702B(b)) to A, an indi-
vidual, on July 1, 2000. The contract has an
entry-age annual premium of $2,400, which is
payable by A in equal monthly installments
of $200 on the first day of each month of cov-
erage. IC incurs agents’ commissions, pre-
mium taxes, and other premium acquisition
expenses equal to 10% of the gross premiums
received for the contract. As of December 31,
2000, IC has collected $1,200 of installment
premiums for the contract.

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

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

Example 9. (i) IC, a non-life insurance com-
pany, issues an insurance contract with a
twelve month effective period for $1,200 on
December 1, 2000. Immediately thereafter, IC
reinsures 90% of its liability under the insur-
ance contract for $300 with 1C-2, an unre-
lated and solvent insurance company. On De-
cember 31, 2000, IC-2 has an $825 unearned
premium with respect to the reinsurance
contract it issued to IC. In computing its
earned premiums, pursuant to section
832(b)(4)(B), 1C-2 deducts $660 of unearned
premiums ($825x.8) with respect to the rein-
surance contract.
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(ii) Under paragraph (a)(8)(i) of this sec-
tion, unearned premiums held by an insur-
ance company with regard to the net value
of the risks reinsured in other solvent com-
panies are deducted from the ceding com-
pany’s unearned premiums taken into ac-
count for purposes of section 832(b)(4)(B). If
IC had not reinsured 90% of its risks, IC’s un-
earned premium for the insurance contract
would have been $1,100 ($1,200x11/12) and IC
would have deducted $880 ($1,100x.8) of un-
earned premiums with respect to such con-
tract. However, because IC reinsured 90% of
its risks under the contract with I1C-2, as of
December 31, 2000, the net value of the risks
retained by IC for the remaining 11 months
of the effective period of the contract is $110
($1,100—$990). For the taxable year ending
December 31, 2000, IC includes the $1,200 gross
premium in its gross premiums written and
deducts the $900 reinsurance premium paid
to IC-2 under section 832(b)(4)(A). Pursuant
to section 832(b)(4)(B), to determine its pre-
miums earned, IC deducts $88 ($110x.8) for
the insurance contract at the end of the tax-
able year.

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

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

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

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

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

(12) Effective date. Paragraphs (a)(3)
through (a)(11) of this section are appli-
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cable with respect to the determina-
tion of premiums earned for taxable
years beginning after December 31,
1999.

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

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

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

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

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

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

(c) Losses incurred are reduced by sal-
vage. Under section 832(b)(5)(A), losses
incurred are computed by taking into
account losses paid reduced by salvage
and reinsurance recovered, the change
in discounted unpaid losses, and the
change in estimated salvage and rein-
surance recoverable. For purposes of
section 832(b)(5)(A)(iii), estimated sal-
vage recoverable includes all antici-
pated recoveries on account of salvage,
whether or not the salvage is treated,
or may be treated, as an asset for state
statutory accounting purposes. Esti-
mates of salvage recoverable must be
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based on the facts of each case and the
company’s experience with similar
cases. Except as otherwise provided in
guidance published by the Commis-
sioner in the Internal Revenue Bul-
letin, estimated salvage recoverable
must be discounted either—

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

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

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

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

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

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

(if) Transitional rule. For a taxable
year ending before December 31, 1991, a
taxpayer is deemed to satisfy the dis-
closure requirement of paragraph
d)(2)(1)(B) of this section if the tax-
payer files the statement described in
paragraph (d)(2)(i)(B) of this section be-
fore March 17, 1992.

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

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

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

(i) If a company does not claim the
deduction under section 11305(c)(3) of
the 1990 Act, the company must take
into account 13 percent of the adjust-
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ment that would otherwise be required
under section 481 for pre-1990 accident
years as a result of the change in ac-
counting method. This paragraph
(e)(2)(ii) applies only to an insurance
company subject to tax under section
831.

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

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

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

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

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

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

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

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

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

(g) Effective date. Paragraphs (b)
through (f) of this section are effective
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for taxable years beginning after De-
cember 31, 1989.

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

§1.832-5 Deductions.

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