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SUPPLEMENTARY | NFORMATI ON:
Backgr ound

On January 2, 1997, the IRS published in the Federal
Regi ster a notice of proposed rul emaki ng (REG 209839- 96,
1997-1 C. B. 780 [62 FR 72]) proposing anendnents to the | ncone
Tax Regul ations (26 CFR part 1) under section 832(b) of the
I nternal Revenue Code. The IRS received a nunber of witten
comments on the proposed regulations. On April 30, 1997, the IRS
hel d a public hearing on the proposed regul ations. After
consideration of all witten and oral comments regarding the
proposed regul ati ons, those regul ations are adopted as revised

by this Treasury deci sion.

Expl anati on of Revisions and Sunmary of Comments

Underwriting incone

A non-life insurance conpany's underwiting incone equals
Its prem uns earned on insurance contracts during the taxable
year less its losses incurred on insurance contracts and its
expenses incurred.' See section 832(b)(3). To conpute prem ums
earned, the conpany starts with the gross premuns witten on
I nsurance contracts during the taxable year, subtracts return

prem uns and prem uns paid for reinsurance, and nmakes an

! For this purpose, expenses incurred generally refers to

t he expenses reported on the conpany’s annual statenent approved
by the National Association of Insurance Comm ssioners (NAIC) and
filed for state insurance regul atory purposes, |ess expenses

i ncurred which are not allowed as deductions under section
832(c). See section 832(b)(6). Expenses incurred generally

I ncl ude prem um acqui sition expenses attributable to unearned
prem ums on insurance contracts.
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adjustnment to reflect the change in its unearned prem uns over
the course of the taxable year. See section 832(b)(4). This
conmputation results in premuns being recognized in underwiting
I ncome over the termof the insurance contract, rather than in
the taxable year in which the premuns are billed or received
fromthe policyhol der.

Prior to 1987, 100 percent of the change in unearned
prem uns during the taxable year was taken into account as an
I ncrease or decrease to witten premuns in conputing prenm uns
earned. This treatnent "generally reflect[ed]"” the accounting
conventions (often referred to as "statutory accounting
principles”) used to prepare a non-life insurance conpany’s
annual statenent for state insurance regulatory purposes. See
2 HR Conf. Rep. No. 841, 99th Cong., 2d Sess. |l-354 (1986),
1986-3 C.B. (Vol. 4) 354; S. Rep. No. 313, 99th Cong., 2d Sess.
495 (1986), 1986-3 C.B. (Vol. 3) 495, HR Rep. No. 426, 99th
Cong., 1st Sess. 668 (1985), 1986-3 C.B. (Vol. 2) 668. Because
unearned prem uns are conputed on the basis of the gross prem uns
for an insurance contract, the amobunt of unearned prem uns
reflects not only the portion of the gross premiumallocable to
future insurance clains but also the portion allocable to the
I nsurance conpany’s expenses and profit on the insurance
contract.

In 1986, Congress determ ned that deferring unearned prem um
I ncome and currently deducting prem um acqui sition expenses

attributable to unearned premuns resulted in a m smatch of an
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I nsurance conpany’s net incone and expense. Congress decided to
require a better nmeasurenent of net incone for Federal incone tax
pur poses. See H R Rep. No. 426, 1986-3 C.B. (Vol. 2) at 669; S.
Rep. No. 313, 1986-3 C. B. (Vol. 3) at 496. Rather than defer the
deduction for prem um acquisition expenses attributable to

unear ned prem uns, Congress reduced by 20 percent the adjustnent
for unearned prem uns. For taxable years beginning on or after
January 1, 1993, a non-life insurance conpany's prem uns earned
I's an anount equal to: (1) its gross premuns witten, |ess both
return premuns and prem uns paid for reinsurance; plus (2) 80
percent of unearned premuns at the end of the prior taxable
year, |ess 80 percent of unearned premuns at the end of the
current taxable year. Section 832(b)(4). The acceleration of

i ncome that is typically generated by the 20 percent reduction of
unearned premuns is intended to be roughly equival ent to denying
current deductibility for the portion of the insurance conpany's
prem um acqui sition expenses allocable to the unearned prem uns.
See 2 HR Conf. Rep. No. 841, 1986-3 C.B. (Vol. 4) at 354-55; S.
Rep. No. 313, 1986-3 C.B. (Vol. 3) at 495-98; H.R Rep. No. 426,
1986-3 C.B. (Vol. 2) at 668-70.

Rol e of the annual statenent

The proposed regul ati ons provide definitions of the itens
used to determ ne prem uns earned under section 832(b)(4) and
timng rules for taking these itens into account for Federal
I ncome tax purposes. The treatnent provided in the proposed

regul ati ons woul d apply regardl ess of the classification or
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met hod of reporting the itens used on an i nsurance conpany’s
annual statenent.

Several comrents questioned whether there is legal authority
to require an insurance conpany to use a nethod to calculate
prem uns earned for Federal inconme tax purposes that differs from
the nethod that the conpany is permtted to use to calculate
prem uns earned on its annual statenent. As noted in the
preanbl e to the proposed regul ati ons, the existing regul ations
under 81.832-4(a)(2) state that the annual statenent *.
insofar as it is not inconsistent with the provisions of the
Code . . ." will be recognized and used as a basis for conmputing
the net incone of a non-life insurance conpany. Also, if
statutory accounting principles permt alternative practices, one
or nore of which do not clearly reflect inconme as defined by the
Code, the conpany is required for Federal income tax purposes to
use a nmethod that clearly reflects inconme. Section 446(b) and
81.446-1(a)(2).

G 0ss premuns witten

The proposed regul ati ons generally define gross prem uns
witten as the total anounts payabl e for insurance coverage under
I nsurance or reinsurance contracts issued or renewed during the
taxabl e year. The proposed regul ati ons, however, do not address
situations where the anounts charged for insurance coverage nay
change due to increases or decreases in coverage limts,
additions or deletions in property or risks covered, changes in

| ocation or status of insureds, or other sinmlar factors.
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The final regul ations define an insurance conpany’s “gross
prem uns witten” on insurance contracts (which includes prem uns
attributable to reinsurance contracts) as anounts payable for
I nsurance coverage for the effective periods of the contracts.
The | abel placed on a paynent in a contract does not determ ne
whet her an anmount is a gross premuns witten. The effective
period of a contract is the period over which one or nore rates
for insurance coverage are guaranteed in the contract. If a new
rate for insurance coverage is guaranteed after the effective
date of an insurance contract, the making of the guarantee
generally is treated as the issuance of a new i nsurance contract
with an effective period equal to the duration of the new
guaranteed rate for insurance coverage.

Under the final regulations, gross premuns witten include:
(1) additional premuns resulting fromincreases in risk exposure
during the effective period of an insurance contract; (2)
anounts subtracted froma prem um stabilization reserve that are
used to pay prem uns; and (3) consideration for assum ng
i nsurance liabilities under contracts not issued by the insurance
conpany (that is, a paynent or transfer of property in an
assunption reinsurance transaction). Goss premuns witten,
however, do not include other itens of gross incone described in
section 832(b)(1)(C. To the extent that anounts paid or payable
to an insurance conpany with respect to an arrangenent are not
gross premuns witten, the insurance conpany may not treat

anounts payable to custoners with respect to the applicable
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portion of such arrangenents as |osses incurred described in
section 832(b)(5).

Met hod of reporting gross premuns witten

The proposed regul ati ons provide that a non-life insurance
conpany reports the full anmount of gross premuns witten for an
I nsurance contract for the earlier of the taxable year which
I ncludes the effective date of the contract or the year in which
all or a portion of the premumfor the contract is received. A
variety of comrents were received with respect to the application
of this timng rule to insurance contracts with install nent
premuns. |In response to conments, the final regulations provide
a nunber of exceptions fromthe general rule with respect to when
an insurance conpany reports gross premuns witten.

Advance prem uns

Under the proposed regul ations, a non-life insurance conpany
that receives a portion of the premumfor an insurance contract
prior to the effective date of the contract includes the ful
anount of the premumin gross premiuns witten for the taxable
year during which the portion of the prem umwas received.

Several comrents addressed the treatnent of advance prem uns
in the proposed regul ati ons. One coment endorsed the proposed
treatnment of advance premuns, noting that it is proper under
statutory accounting principles to record the full anount of
gross premuns witten and expenses incurred with respect to a

casualty insurance policy for the year in which an advance
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premumis received.? Qher coments argued that since the
pol i cyhol der may demand a refund of an advance prem umprior to
the policy's effective date, the conpany should be permtted to
treat an advance prem um as a nontaxabl e deposit until such tine
as coverage begins under the contract. Alternatively, these
comments urged that the conpany be permtted to report only the
advance prem um (rather than the entire gross premumfor the
contract) in gross premuns witten for the taxable year of
receipt, and to report the renmai nder of the gross premumfor the
taxabl e year that includes the contract's effective date. These
comments al so indicated that conpani es generally do not deduct
the full ampunt of prem um acquisition expenses for the contract
in the taxable year in which they receive advance prem uns.

In response to conmments, the final regulations permt an
I nsurance conpany that receives part of the gross premumfor an
I nsurance contract prior to the effective date of the contract to
report only the advance premum (rather than the full anmount of
the gross premumwitten for the contract) in gross prem uns
witten for the taxable year of receipt. The remainder of the

gross premumfor the insurance contract is included in gross

2 Prior to 1989, advance prem uns were required to be

reported in witten prem uns and unearned premuns on a non-life
i nsurance conpany’s annual statenent. However, statutory
accounting principles were later nodified to permt advance

prem uns to be accumul ated in a suspense account and reported as
awite-in liability on the annual statenment. A conpany el ecting
to use this alternative treatnent would not report advance
premuns in either witten prem uns or unearned premuns on its
annual statenent until the effective date of the underlying

cover age.
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premuns witten for the taxable year which includes the
effective date of the contract. This nethod of reporting gross
premuns witten is available only if the conpany’ s deduction for
prem um acqui sition expenses attributable to the contract does
not exceed a limtation specified in the regulations, which is
I ntended to ensure that a conpany does not deduct prem um
acqui sition expenses attributable to an insurance contract nore
rapidly than the conpany includes prem uns for the insurance
contract in its gross premuns witten. Conpanies that adopt
this nmethod of reporting gross premuns witten nust use this
met hod for all insurance contracts with advance prem uns.

Accident and health insurance contracts

The proposed regul ati ons have no special rules for
determning gross premuns witten wth respect to accident and
heal th i nsurance contracts. Several comments indicated that the
| ongst andi ng practice of insurance conpanies that issue accident
and health insurance contracts with installnent premuns is to
I ncl ude anobunts in gross premuns witten for the taxable year in
whi ch the installnment prem uns becone due under the contracts.
These comments al so stated that conpani es generally do not deduct
prem um acqui sition expenses allocable to installnent prem uns
not yet due or received with respect to accident and health
i nsurance contracts.

In response to comments, the final regulations permt a non-
life insurance conpany that either issues or proportionally

rei nsures cancel |l abl e acci dent and health i nsurance contracts
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wWith installment premuns to report the installnment premuns in
gross premuns witten for the earlier of the taxable year in
whi ch the installnment prem uns becone due under the terns of the
contract or the taxable year in which the installnent prem uns
are received. This nmethod of reporting gross premuns witten
for cancel |l abl e accident and heal th insurance contracts with
install ment premiuns is available only if the conpany’s deduction
for prem um acquisition expenses attributable to those contracts
does not exceed the matching limtation specified in the
regul ati ons. Conpani es that adopt this nethod of reporting gross
premuns witten nmust use it for all cancellable accident and
heal th i nsurance contracts with installnment prem uns.

Mul ti-year contracts with installnent prem uns

The final regulations also provide an exception with respect
to the reporting of gross premuns witten for a multi-year
I nsurance contract for which the gross premiumis payable in
i nstall ments over the effective period of the contract. Under
the final regulations, a conpany may treat this type of nulti-
year insurance contract as a series of separate insurance
contracts. The first insurance contract in the series will be
treated as having an effective period of 12 nonths. Subsequent
I nsurance contracts in the series will be treated as having an
effective period equal to the | esser of 12 nonths or the
remai nder of the period for which the rates for insurance

coverage are guaranteed in the multi-year insurance contract.
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This nmethod of reporting gross premumwitten for a nmulti-year
I nsurance contract wth installnment premuns is available only if
t he conpany’ s deduction for prem um acqui sition expenses
attributable to the contract does not exceed the matching
limtation specified in the regulations. Conpanies that adopt
this method of reporting gross premuns witten for a nulti-year
I nsurance contract nmust use it for all multi-year contracts with
I nstal | ment prem uns.

Contracts that give rise to life insurance reserves

Some i nsurance conpani es that are taxable under Part Il of
Subchapter L issue or reinsure risks relating to guaranteed
renewabl e acci dent and health insurance contracts or other
contracts that give rise to “life insurance reserves” (as defined
In section 816(b)). For these conpanies, section 832(b)(4)
provi des that unearned prem uns includes the anpbunt of the
conpany’s |life insurance reserves, as determ ned under section
807. However, under section 832(b)(7), the unearned prem uns for
contracts giving rise to life insurance reserves are not reduced
by 20 percent. Instead, an anount of otherw se deductible
expenses equal to a percentage of the net premiuns for the
contracts nust be capitalized and anortized as specified policy
acqui sition expenses under section 848.° For purposes of
determ ning the anmount of specified policy acquisition expenses

under section 848, a non-life insurance conpany conputes net

3 Under section 848(e)(5), a contract that reinsures a
contract subject to section 848 is treated in the sane manner as
the reinsured contract.
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premuns for the contracts in accordance with section 811(a).
See section 848(d)(2). Thus, with respect to contracts descri bed
In section 832(b)(7), a non-life insurance conpany does not take
I nto account unpaid premuns attributable to i nsurance coverage
not yet provided (such as deferred and uncol |l ected prem um
install nents) in determ ning the anmount of specified policy
acqui sition expenses required to be anortized under section 848.

The proposed regul ati ons do not provide special rules for
determning gross premuns witten with respect to contracts
described in section 832(b)(7). Under the final regulations, a
non-life insurance conpany that issues or reinsures the risks
related to a contract described in section 832(b)(7) may report
gross premuns witten for the contract in the manner required
for life insurance conpani es under sections 803 and 811. This
met hod of reporting gross premuns witten for contracts
described in section 832(b)(7) is available only if the conpany
al so determ nes its deduction for prem um acqui sition expenses
for the contracts in accordance with section 811(a), as adjusted
by the amount required to be anortized under section 848 based on
the net premuns of the contracts. Thus, the final regul ations
ensure that the rules for determ ning prem uminconme and
anortizing prem um acquisition expenses for contracts descri bed
in section 832(b)(7) operate consistently, whether the issuing

conpany is a non-life insurance conpany or a life insurance

conpany.
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Fl uctuating risk contracts

The nethod of reporting gross premuns witten for certain
I nsurance contracts covering fluctuating risks is reserved in the
proposed regul ati ons. Sonme comments requested that the final
regul ati ons not address the nmethod of reporting gross prem uns
witten for insurance contracts covering fluctuating risks,
noting that the nethod of recording gross witten prem uns for
t hese policies for annual statenent reporting purposes was being
considered by the NAIC as part of its project to codify statutory
accounting principles. Subsequently, the NAIC issued guidance
permtting an insurance conpany for annual statenment purposes to
report witten prem uns on workers’ conpensation policies (but
not on other casualty contracts involving "fluctuating risks,"
such as commercial autonobile liability and product liability
policies) either on the effective date of the insurance contract
or based on installnment billings to the policyholder. By
contrast, with respect to other types of casualty insurance
policies, the NAIC reaffirmed the general rule that gross
premuns Wth respect to these policies nust be recorded on the
annual statenent on the effective date of the insurance contract.

The final regulations do not permt a non-life insurance
conpany to report gross premuns witten for a fluctuating risk
contract based on installnment billings to the policyhol der.
Rat her, the final regulations require a conpany generally to
report the gross premuns witten for the contract for the

earlier of the taxable year which includes the effective date of
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the contract or the year in which all or a portion of the prem um
for the contract is received, with special rules for advance
prem uns, cancell able accident and health contracts, nulti-year
I nsurance contracts, and contracts described in section
832(b) (7). The conpany reports any additional prem uns resulting
froman increase in risk exposure in gross premuns witten for
the taxable year in which the change in risk exposure occurs.
Unl ess the increase in risk exposure is of tenporary duration,
the conpany determi nes the additional premumresulting froma
change in risk exposure based on the remai nder of the effective
period of the contract.

Return prem uns

The proposed regul ations define return premuns as anounts
(ot her than policyhol der dividends or clains and benefit
paynments) paid or credited to the policyholder in accordance with
the terns of an insurance contract. Under the final regul ations,
return prem uns are anounts previously included in an insurance
conpany’s gross premuns witten, which are refundable to the
pol i cyhol der (or the ceding conpany with respect of a reinsurance
agreenent) if the anmounts are fixed by the insurance contract and
do not depend on the experience of the insurance conpany or the
di scretion of its managenent. This rule incorporates a specific
definition of policyhol der dividends.

The final regulations |ist a nunber of itens which are
included in return premuns, to the extent they have previously

been included in gross premuns witten. These itens include:
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(1) amounts that are refundable due to policy cancellations or
decreases in risk exposure during the effective period of an
I nsurance contract; (2) the unearned portion of unpaid prem uns
for an insurance contract that is canceled or for which there is
a decrease in risk exposure during its effective period; and (3)
amounts that are either refundable or that reflect the unearned
portion of unpaid premuns for an insurance contract, arising
fromthe redeterm nation of the prem umdue to correction of
posting or other simlar errors.

In addition, the final regulation provides timng rules for
the deduction of return premuns. |If a contract is canceled, the
return premumarising fromthat cancellation is deducted in the
taxabl e year in which the contract is canceled. |If there is a
reduction in risk exposure under an insurance contract that gives
rise to a return premium such return premumis deductible in
t he taxable year in which the reduction in risk exposure occurs.

Retrospectively rated insurance contracts

The proposed regul ati ons provide that gross witten prem uns
I ncl ude an insurance conpany’s estinmate of additional prem uns
(retro debits) to be received with regard to the expired portion
of a retrospectively rated insurance or reinsurance contract.
The proposed regul ations al so provide that return prem uns
I ncl ude an insurance conpany’s estinmate of anobunts to be refunded
to policyholders (retro credits) with regard to the expired
portion of a retrospectively rated insurance or reinsurance

contract. The proposed regul ations, therefore, would nodify the
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treatnment of retro credits under 81.832-4(a)(3)(ii) of the
exi sting regul ations, which treat retro credits as unearned
premuns. At the option of the taxpayer, however, the proposed
regul ations permt a conpany to continue to include gross retro
credits (but not gross retro debits) in the anount of unearned
prem uns subject to the 20 percent reduction under section
832(b) (4) (B).

A variety of comments were received with respect to the
treatment of retro debits and retro credits in the proposed
regul ati ons. Mst comments approved of the proposed rule to
nodify the treatnent of retro credits in 81.832-4(a)(3)(ii) and,
Instead, to permt retro credits to be accounted for as part of
return premuns. Sonme comments contended, however, that the
met hod of netting retro debits and retro credits as an adj ust nent
to unearned prem uns was required under NAIC accounting rules,
prior case law, and the Service’s published rulings interpreting
81.832-4(a)(3)(ii). These comments argued that the enactnent of
the 20 percent reduction rule in 1986 did not authorize the
Service to change the itens included in unearned prem uns,
including the historical treatnent of retro debits and retro
credits as part of unearned premuns. O her comments contended
that retro debits (but not retro credits) should be di scounted
usi ng the applicable discount factors for unpaid | osses under
section 846. These comments argued that there is a direct
correl ati on between anounts reported by an insurance conmpany as

retro debits and the conpany’s related liabilities for unpaid
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| osses and unpaid | oss adj ustnent expenses. Therefore, the
comments urged that, to achieve proper matching of these itens, a
non-life insurance conpany should be permtted either to report
retro debits as a subtraction fromunearned prem uns or to
di scount the retro debits using the applicable discount factors
under section 846 for the related |line of business.

The treatnment of retro debits and retro credits in the
proposed regul ati ons was prem sed on the assunptions that
retrospectively rated arrangenents could qualify as insurance
contracts for tax purposes, and that all anmounts payabl e under
such arrangenents could be considered to have been paid for
I nsurance coverage. The final regul ations provide that gross
prem uns are anounts paid for insurance coverage. Simlarly,
unearned premuns and return prem uns only include anounts
included in gross witten premuns. The final regul ations al so
provide that retro credits are not included in unearned prem uns,
and retro debits cannot be subtracted from unearned prem uns.

The final regulations do not permt anounts includable in gross
premuns witten to be discounted, regardl ess of when such
anmounts are paid to the insurance conpany.

The final regulations do not provide any inference as to
whet her some or all of a retrospective arrangenent can qualify as
an insurance contract, or as to whether or the extent to which
anounts paid or payable to an insurance conpany with respect to a

retrospective arrangenent are for insurance coverage.
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Prem um stabilization reserves

Several comments asked for clarification of the treatnent of
prem um stabilization reserves.® As noted bel ow, the final
regul ations provide that retro credits are not unearned prem uns
for Federal income tax purposes. Thus, retro credits added to
prem um stabilization reserves are not unearned prem uns for
Federal incone tax purposes. The final regulations also provide
that anounts withdrawn froma prem um stabilization reserve to
pay premuns are included in gross premuns witten for the
taxabl e year in which these anounts are withdrawn fromthe
stabilization reserve for that purpose.

Unear ned prem uns

The proposed regul ati ons define unearned prem uns as the
portion of the gross premuns witten that is attributable to
future insurance coverage to be provided under an insurance or
rei nsurance contract. The final regulations generally retain the
rules relating to unearned premuns. Consistent with the
exi sting regul ations under 81.801-4(a), the final regul ations
provi de that an insurance conpany nust exclude from unearned
prem uns anounts attributable to the net value of risks reinsured
with, or retroceded to, another insurance conpany. The final

regul ati ons al so provide that unearned prem unms do not include a

¢ In Rev. Rul. 97-5, 1997-1 C.B. 136, the Service revoked
Rev. Rul. 70-480, 1970-2 C.B. 142, which had held that anounts
held by a non-life insurance conpany in a prem um stabilization
reserve funded by retro credits are not unearned prem uns under
section 832(b)(4). Rev. Rul. 97-5 reasoned that the assunption
in Rev. Rul. 70-480 that stabilization reserves are part of the
i nsurance conpany’ s surplus was erroneous.
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liability established by an i nsurance conpany on its annual
statenent to cover prem um deficiencies.

The proposed regul ati ons provi de that an insurance conpany
may consi der the incidence or pattern of the insured risks in
determning the portion of the gross premumwitten that is
attributable to the unexpired portion of the insurance coverage.
The final regulations clarify that, if the risk of |oss under an
I nsurance contract does not vary significantly over the effective
period of the contract, the unearned premiumattributable to the
unexpired portion of the effective period of the contract is
determned on a pro rata basis. However, if the risk of |oss
under an insurance contract varies significantly over the
effective period of the contract, the insurance conpany nmay
consider the pattern and incidence of the risk in determ ning the
portion of gross prem umwhich are attributable to the unexpired
portion of the effective period of the contract, provided that
t he conmpany maintains sufficient information to denonstrate that
its method of conputing unearned prem uns accurately reflects the
pattern and incidence of the risk for the insurance contract.

Effective date and transition rules

Under the proposed regul ations, the new rules apply
to the determ nation of prem uns earned for insurance contracts
I ssued or renewed during taxable years beginning after the date
on which final regulations are published in the Federal Register.
Several comrents requested that the regulations permt an

I nsurance conpany to adopt the new rules for determning prem uns
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earned as a change in method of accounting deenmed made with the
Conmi ssioners’ consent, wth audit protection for prior years.
These comments al so urged that the insurance conpany be given the
option of either inplenmenting the change in nmethod of accounting
on a cut-off basis or spreading the section 481(a) adjustnents
resulting fromthe change over a nunber of years consistent with
the Conm ssioner’s general admnistrative procedures when a
taxpayer files a request to change a nethod of accounting
under section 446(e).

In response to these comments, the final regul ations
permt taxpayers to change their nethod of accounting for
determ ning premuns earned to conply with the final regulations
under the automatic change in nethod of accounting provisions of
Rev. Proc. 99-49, 1999-52 |I.R B. 725, subject to certain
limtations. A taxpayer makes the automatic change in nethod of
accounting on its Federal incone tax return for the first taxable
year beginning after Decenber 31, 1999. The scope limtations in
section 4.02 of Rev. Proc. 99-49 do not apply to a taxpayer’s
automati c change in nmethod of accounting pursuant to this
regul ation. The tinely duplicate filing requirenment in section
6.02 of Rev. Proc. 99-49 also does not apply to this change. |If
t he taxpayer’s nethod of conputing earned prem uns was an issue
under consideration (within the neaning of section 3.09 of Rev.
Proc. 99-49) on January 5, 2000, however, then the audit
protection rule in section 7.01 of Rev. Proc. 99-49 does not

apply to the taxpayer’s change in nethod of accounti ng.
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Speci al Anal yses

It has been determned that this Treasury Decision is not
a significant regulatory action as defined in Executive O der
12866. Therefore, a regulatory assessnent is not required. It
al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and, because these regul ati ons do not
I npose on small entities a collection of information requirenent,
the Regulatory Flexibility Act (5 U S.C. chapter 6) does not
apply. Therefore, a Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of the Internal Revenue
Code, the notice of proposed rul emaki ng precedi ng these
regul ati ons was submtted to the Chief Counsel for Advocacy of
the Smal | Business Adm nistration for comment on its inpact on
smal | busi ness.

Drafting I nformation

The principal author of these regulations is Gary Ceisler,
Ofice of the Assistant Chief Counsel (Financial Institutions and
Products), IRS. However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnent.

Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *
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Par. 2. Section 1.832-4 is anended as foll ows:
1. Paragraph (a)(3) is revised.
2. Paragraphs (a)(4) and (a)(5) are redesignated as
par agraphs (a)(13) and (a)(14).
3. New paragraphs (a)(4) through (a)(12) are added.
The additions and revisions read as foll ows:

81.832-4 G 0SS incone.

(a) * * %

(3) Premuns earned. The determ nation of prem uns earned

on insurance contracts during the taxable year begins wth the

I Nnsurance conpany's gross premuns witten on insurance contracts
during the taxable year, reduced by return prem uns and prem uns
paid for reinsurance. Subject to the exceptions in sections
832(b)(7), 832(b)(8), and 833(a)(3), this anmpbunt is increased by
80 percent of the unearned prem uns on insurance contracts at the
end of the preceding taxable year, and is decreased by 80 percent
of the unearned prem uns on insurance contracts at the end of the
current taxable year.

(4) Goss premuns witten--(i) In general. G oss

premuns witten are anounts payable for insurance coverage. The
| abel placed on a paynent in a contract does not determ ne

whet her an anount is a gross premumwitten. G o0ss prem uns
witten do not include other itens of incone described in section
832(b)(1)(C (for exanple, charges for providing | oss adjustnent
or clainms processing services under adm nistrative services or

cost-plus arrangenents). G o0ss premuns witten on an insurance
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contract include all anmounts payable for the effective period of
the insurance contract. To the extent that anmounts paid or
payable wth respect to an arrangenent are not gross prem umnms
witten, the insurance conpany may not treat anounts payable to
custonmers under the applicable portion of such arrangenents as

| osses incurred described in section 832(b)(5).

(ii) lLtems included. Goss premuns witten include--

(A) Any additional premuns resulting fromincreases in risk
exposure during the effective’ period of an insurance contract;

(B) Ampbunts subtracted froma prem um stabilization reserve
to pay for insurance coverage; and

(C© Consideration in respect of assum ng insurance
liabilities under insurance contracts not issued by the taxpayer
(such as a paynent or transfer of property in an assunption

rei nsurance transaction).

(5) Method of reporting gross premuns witten--(i) In
general. Except as otherw se provided under this paragraph
(a)(5), an insurance conpany reports gross premuns witten for
the earlier of the taxable year that includes the effective date
of the insurance contract or the year in which the conpany
receives all or a portion of the gross premiumfor the insurance
contract. The effective date of the insurance contract is the
date on which the insurance coverage provided by the contract
commences. The effective period of an insurance contract is the
peri od over which one or nore rates for insurance coverage are

guaranteed in the contract. |If a newrate for insurance coverage
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I's guaranteed after the effective date of an insurance contract,
the maki ng of such a guarantee generally is treated as the
I ssuance of a new insurance contract with an effective period
equal to the duration of the new guaranteed rate for insurance
cover age.

(ii1) Special rule for additional premuns resulting froman

i ncrease in risk exposure. An insurance conmpany reports

additional premuns that result froman increase in risk exposure
during the effective period of an insurance contract in gross
premuns witten for the taxable year in which the change in risk
exposure occurs. Unless the increase in risk exposure is of
tenporary duration (for exanple, an increase in risk exposure
under a workers’ conpensation policy due to seasonal variations
in the policyholder’s payroll), the conpany reports additiona
prem uns resulting froman increase in risk exposure based on the
remai nder of the effective period of the insurance contract.

(ii1) Exception for certain advance premuns. |f an

I nsurance conpany receives a portion of the gross premumfor an
I nsurance contract prior to the first day of the taxable year
that includes the effective date of the contract, the conpany may
report the advance premum (rather than the full anmount of the
gross premumfor the contract) in gross premuns witten for the
taxabl e year in which the advance premumis received. An

I nsurance conpany may adopt this nethod of reporting advance
premuns only if the conpany's deduction for prem um acquisition

expenses for the taxable year in which the conpany receives the
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advance prem um does not exceed the |imtation of paragraph
(a)(5)(vii) of this section. A conpany that reports an advance
premumin gross premuns witten under this paragraph
(a)(5)(iii) takes into account the renai nder of the gross prem um
written and prem um acqui sition expenses for the contract in the
taxabl e year that includes the effective date of the contract. A
conpany that adopts this nethod of reporting advance prem uns
must use the nethod for all contracts with advance prem uns.

(iv) Exception for certain cancellable accident and health

I nsurance contracts with installnent premuns. |If an insurance

conpany issues or proportionally reinsures a cancell abl e accident
and health insurance contract (other than a contract with an
effective period that exceeds 12 nonths) for which the gross
premumis payable in installments over the effective period of
the contract, the conpany may report the installnment prem uns
(rather than the total gross premumfor the contract) in gross
premuns witten for the earlier of the taxable year in which the
install ment prem uns are due under the terns of the contract or
the year in which the installnment premuns are received. An

I nsurance conpany may adopt this nethod of reporting install nent
prem uns for a cancell abl e accident and heal th i nsurance contract
only if the conmpany’s deduction for prem um acquisition expenses
for the first taxable year in which an installnment premumis due
or received under the contract does not exceed the Iimtation of
par agraph (a)(5)(vii) of this section. A conpany that adopts

this nmethod of reporting installnment premuns for a cancellable
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accident and health contract nmust use the nethod for all of its
cancel | abl e accident and health insurance contracts with
I nstal | ment prem uns.

(v) Exception for certain nmulti-year insurance contracts.

I f an insurance conpany issues or proportionally reinsures an

I nsurance contract, other than a contract described in paragraph
(a)(5)(vi) of this section, with an effective period that exceeds
12 nonths, for which the gross premumis payable in installnents
over the effective period of the contract, the conpany may treat
the i nsurance coverage provided under the nulti-year contract as
a series of separate insurance contracts. The first contract in
the series is treated as having been witten for an effective
period of twelve nonths. Each subsequent contract in the series
Is treated as having been witten for an effective period equal
to the lesser of 12 nonths or the remainder of the period for
which the rates for insurance coverage are guaranteed in the

mul ti-year insurance contract. An insurance conpany nmay adopt
this method of reporting premuns on a nulti-year contract only

I f the conpany’ s deduction for prem um acquisition expenses for
each year of the nulti-year contract does not exceed the
limtation of paragraph (a)(5)(vii) of this section. A conpany
that adopts this nethod of reporting premuns for a nulti-year
contract nust use the nethod for all nulti-year contracts with

I nstal |l ment prem uns.

(vi) Exception for insurance contracts described in
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section 832(b)(7). |If an insurance conpany issues or reinsures

the risks related to a contract described in section 832(b)(7),
the conpany may report gross premuns witten for the contract in
the manner required by sections 803 and 811(a) for life insurance
conpani es. An insurance conpany nmay adopt this nethod of
reporting premuns on contracts described in section 832(b)(7)
only if the conpany al so determ nes the deduction for prem um
acquisition costs for the contract in accordance with section
811(a), as adjusted by the anmount required to be taken into
account under section 848 in connection wth the net prem uns of
the contract. A conpany that adopts this nmethod of reporting
premuns for a contract described in section 832(b)(7) nust use
the method for all of its contracts described in that section.

(vii) Limtation on deduction of prem um acquisition

expenses. An insurance conpany’s deduction for prem um
acqui sition expenses (for exanple, comm ssions, state prem um
t axes, overhead rei nbursenents to agents or brokers, and other
simlar amounts) related to an insurance contract is within the
limtation of this paragraph (a)(5)(vii) if-

(A) The ratio obtained by dividing the sumof the conpany’s
deduction for prem um acquisition expenses related to the
I nsurance contract for the taxable year and previous taxable
years by the total prem um acquisition expenses attributable to
t he i nsurance contract; does not exceed

(B) The ratio obtained by dividing the sumof the anounts

included in gross premuns witten with regard to the insurance
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contract for the taxable year and previous taxable years by the
total gross premumwitten for the insurance contract.

(viii) Change in nethod of reporting gross premuns. An

I nsurance conpany that adopts a nmethod of accounting for gross
prem uns witten and prem um acqui sition expenses described in
paragraph (a)(5)(iii), (iv), (v), or (vi) of this section nust
continue to use the nmethod to report gross premuns witten and
prem um acqui sition expenses unless the conpany obtains the
consent of the Comm ssioner to change to a different method under
section 446(e) and 81.446-1(e).

(6) Return premuns--(i) In general. An insurance

conpany's liability for return prem uns includes anounts
previously included in an insurance conpany's gross preni uns
witten, which are refundable to a policyhol der or ceding
conpany, provided that the ambunts are fixed by the insurance
contract and do not depend on the experience of the insurance
conpany or the discretion of its nmanagenent.

(i1) lLtenms included. Return prem uns include anmounts-

(A) Wich were previously paid and becone refundable due to
policy cancellations or decreases in risk exposure during the
effective period of an insurance contract;

(B) Which reflect the unearned portion of unpaid prem uns
for an insurance contract that is canceled or for which there is
a decrease in risk exposure during its effective period; or

(C© Which are either previously paid and refundabl e or which

reflect the unearned portion of unpaid premiuns for an insurance
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contract, arising fromthe redeterm nation of a prem umdue to
correction of posting or other simlar errors.

(7) Method of reporting return premuns. An insurance

conpany reports the liability for a return premumresulting from
t he cancel |l ation of an insurance contract for the taxable year in
which the contract is canceled. An insurance conpany reports the
liability for a return premumattributable to a reduction in

ri sk exposure under an insurance contract for the taxable year in
whi ch the reduction in risk exposure occurs.

(8) Unearned premuns--(i) In general. The unearned

premum for a contract, other than a contract described in
section 816(b)(1)(B), generally is the portion of the gross
premumwitten that is attributable to future insurance coverage
during the effective period of the insurance contract. However,
unearned prem uns held by an insurance conpany with regard to the
net value of risks reinsured with other solvent conpanies

(whet her or not authorized to conduct business under state |aw)
are subtracted fromthe conpany’s unearned prem uns. Unearned
prem uns al so do not include any additional liability established
by the insurance conpany on its annual statenent to cover prem um
deficiencies. Unearned prem uns do not include an insurance
conpany’s estimate of its liability for anbunts to be paid or
credited to a custonmer with regard to the expired portion of a
retrospectively rated contract (retro credits). An insurance
conpany’s estimate of additional anobunts payable by its custoners

wWith regard to the expired portion of a retrospectively rated
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contract (retro debits) cannot be subtracted from unearned
prem uns.

(ii) Special rules for unearned prem uns. For purposes of

conmputing “prem uns earned on insurance contracts during the
t axabl e year” under section 832(b)(4), the anount of unearned
prem uns incl udes--

(A) Life insurance reserves (as defined in section 816(b),
but conmputed in accordance with section 807(d) and sections
811(c) and (d));

(B) In the case of a nutual flood or fire insurance conpany
described in section 832(b)(1)(D) (wth respect to contracts
described in that section), the anmount of unabsorbed prem um
deposits that the conpany would be obligated to return to its
pol i cyhol ders at the close of the taxable year if all its
I nsurance contracts were term nated at that tine;

(C© In the case of an interinsurer or reciproca
underwriter that reports unearned prem uns on its annual
statenent net of prem um acquisition expenses, the unearned
prem uns on the conpany’ s annual statenent increased by the
portion of prem um acquisition expenses allocable to those
unear ned prem uns; and

(D) In the case of a title insurance conpany, its
di scount ed unearned prem uns (conputed in accordance with
section 832(b)(8)).

(9) Method of determ ning unearned premuns. |If the risk

of loss under an insurance contract does not vary significantly
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over the effective period of the contract, the unearned prem um
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 conpany nay consider the pattern and
i ncidence of the risk in determning the portion of the gross
premumthat is attributable to the unexpired portion of the
effective period of the contract. An insurance conpany that uses
a nmet hod of conputing unearned prem uns other than the pro rata
met hod nust maintain sufficient information to denonstrate that
its method of conputing unearned prem uns accurately reflects the
pattern and incidence of the risk for the insurance contract.

(10) Exanples. The provisions of paragraphs (a)(4)
through (a)(9) of this section are illustrated by the foll ow ng
exanpl es:

Exanple 1. (i) 1Cis a non-life insurance conpany which
pursuant to section 843, files its returns on a cal endar year
basis. 1Cwites a casualty insurance contract that provides
I nsurance coverage for a one-year period beginning on July 1,
2000 and endi ng on June 30, 2001. |1C charges a $500 prem um for
the i nsurance contract, which nmay be paid either in full by the
effective date of the contract or in quarterly installnments over
the contract’s one year term The policyhol der selects the
I nstal | ment paynment option. As of Decenber 31, 2000, IC
coll ected $250 of installnent premuns for the contract.

(ii) The effective period of the insurance contract begins
on July 1, 2000 and ends on June 30, 2001. For the taxable year
endi ng Decenber 31, 2000, |IC includes the $500 gross prem um
based on the effective period of the contract, in gross prem uns
written under section 832(b)(4)(A). 1C s unearned premumwth
respect to the contract was $250 as of Decenber 31, 2000.
Pursuant to section 832(b)(4)(B), to determne its prem uns

earned, |C deducts $200 ($250 x .8) for the insurance contract at
the end of the taxable year.
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Exanple 2. (i) The facts are the sane as Exanple 1, except
that the insurance contract has a stated termof 5 years. On
each contract anniversary date, |IC may adjust the rate charged
for the insurance coverage for the succeeding 12 nonth peri od.
The anmount of the adjustnent in the charge for insurance coverage
I's not substantially limted under the insurance contract.

(ii1) Under paragraph (a)(5)(i) of this section, ICis
required to report gross premuns witten for the insurance
contract based on the effective period for the contract. The
effective period of the insurance contract is the period for
which a rate for insurance coverage is guaranteed in the
contract. Although the insurance contract issued by IC has a
stated termof 5 years, a rate for insurance coverage is
guaranteed only for a period of 12 nonths beginning with the
contract’s effective date and each anni versary date thereafter
Thus, for the taxable year endi ng Decenber 31, 2000, I|C includes
the $500 gross premiumfor the 12 nonth period beginning with the
contract’s effective date in gross premuns witten. ICs
unearned premiumw th respect to the contract was $250 as of
Decenber 31, 2000. Pursuant to section 832(b)(4)(B), to
determine its prem uns earned, |C deducts $200 ($250 x .8) for
t he i nsurance contract at the end of the taxable year.

Exanple 3. (i) The facts are the sane as Exanple 1, except
t hat coverage under the insurance contract begins on January 1,
2001 and ends on Decenber 31, 2001. On Decenber 15, 2000, IC
collects the first $125 premiuminstallnent on the insurance
contract. For the taxable year ended Decenber 31, 2000, IC
deducts $20 of prem um acquisition expenses related to the
I nsurance contract. |1C s total prem um acquisition expenses,
based on the insurance contract's $500 gross prem um are $80.

(ii1) Under paragraph (a)(5)(iii) of this section, IC
may elect to report only the $125 advance prem um (rather than
the contract’s $500 gross premum) in gross premuns witten for
the taxabl e year ended Decenber 31, 2000, provided that I1C s
deduction for the prem um acqui sition expenses related to the
I nsurance contract does not exceed the limtation in paragraph
(a)(5)(vii). [1C s deduction for prem um acqui sition expenses is
within this imtation only if the ratio of the insurance
contract’s prem um acqui sition expenses deducted for the taxable
year and any previous taxable year to the insurance contract’s
total prem um acquisition expenses does not exceed the ratio of
the amounts included in gross premuns witten for the taxable
year and any previous taxable year for the contract to the total
gross premumwitten for the contract.

(i) For the taxable year ended Decenber 31, 2000, IC
deducts $20 of prem um acquisition expenses related to the
I nsurance contract. This deduction represents 25% of the total
prem um acqui si tion expenses for the insurance contract ($20/$80
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= 25% . This ratio does not exceed the ratio of the $125 advance
premumto the insurance contract’s $500 gross prem um ($125/ $500
= 25% . Therefore, under paragraph (a)(5)(iii) of this section,
IC may elect to report only the $125 advance prem um (rather than
the $500 gross premium in gross premuns witten for the taxable
year endi ng Decenber 31, 2000. 1C reports the bal ance of the
gross premumfor the insurance contract ($375) and deducts the
remai ni ng prem um acqui sition expenses ($60) for the insurance
contract in the taxable year endi ng Decenber 31, 2001

Exanple 4. (i) The facts are the sane as Exanple 3, except
that for the taxable year endi ng Decenber 31, 2000, |IC deducts
$60 of prem um acqui sition expenses related to the insurance
contract.

(ii1) For the taxable year ended Decenber 31, 2000, IC
deducted 75% of total prem um acquisition expenses for the
i nsurance contract ($60/$80 = 75% . This ratio exceeds the ratio
of the $125 advance premiumto the $500 gross prem um ($125/ $500
= 259 . Because |IC s deduction for prem um acqui sition expenses
all ocable to the contract exceeds the limtation in paragraph
(a)(5)(vii) of this section, paragraph (a)(5)(i) of this section
requires IC to report the $500 gross prem umin gross prem ums
witten for the taxable year ending Decenber 31, 2000. IC s
unearned premiumw th respect to the contract was $500 as of
Decenber 31, 2000. Pursuant to section 832(b)(4)(B), to
determine its prem uns earned, |C deducts $400 ($500 x .8) for
the insurance contract at the end of the taxable year.

Exanple 5. (i) 1Cis a non-life insurance conpany which
pursuant to section 843, files its returns on a cal endar year
basis. On August 1, 2000, IC issues a one-year cancellable
accident and health insurance policy to X, a corporation with 80
covered enpl oyees. The gross premumwitten for the insurance
contract is $320,000. Premnmiuns are payable in nonthly
install ments. As of Decenber 31, 2000, |IC has collected $150, 000
of installnment premuns fromX  For the taxable year ended
Decenber 31, 2000, IC has paid or incurred $21,000 of prem um
acqui sition expenses related to the insurance contract. ICs
total prem um acquisition expenses for the insurance contract,
based on the $320, 000 gross prem um are $48, 000.

(ii1) Under paragraph (a)(5)(iv) of this section, IC
may elect to report only the $150,000 of installnment prem uns
(rather than the $320,000 estinated gross premum in gross
premuns witten for the taxable year ended Decenber 31, 2000,
provided that its deduction for prem um acquisition expenses
al l ocabl e to the insurance contract does not exceed the
limtation in paragraph (a)(5)(vii). For the taxable year ended
Decenber 31, 2000, |C deducts $21,000 of prem um acquisition
expenses related to the insurance contract, or 43.75% of total
prem um acqui sition expenses for the insurance contract
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(%21, 000/ $48,000 = 43.75% . This ratio does not exceed the ratio
of installnment premuns to the gross premiumfor the contract
(%150, 000/ $320, 000 = 46.9% . Therefore, under paragraph
(a)(5)(iv) of this section, IC may elect to report only $150, 000
of installnment premuns for the insurance contract (rather than
$320, 000 of gross premun) in gross premunms witten for the

t axabl e year endi ng Decenber 31, 2000.

Exanple 6. (i) [ICis a non-life insurance conpany which,
pursuant to section 843, files its returns on a cal endar year
basis. On July 1, 2000, IC issues a one-year workers’
conpensation policy to X, an enployer. The gross premumfor the
policy is determ ned by applying a nonthly rate of $25 to each of
X' s enployees. This rate is guaranteed for a period of 12
nont hs, beginning with the effective date of the contract. On
July 1, 2000, X has 1,050 enpl oyees. Based on the assunption
that X' s payroll would remain constant during the effective
period of the contract, 1C determ nes an estinmated gross prem um
for the contract of $315,000 (1,050 x $25 x 12 = $315,000). The
estimated gross premumis payable by X in equal nonthly
install nents. At the end of each cal endar quarter, the prem uns
payabl e under the contract are adjusted based on an audit of X's
actual payroll during the preceding three nonths of coverage.

(ii1) Due to an expansion of X s business in 2000, the actual
nunber of enpl oyees covered under the contract during each nonth
of the period between July 1, 2000 and Decenber 31, 2000 is 1,050
(July), 1,050 (August), 1,050 (Septenber), 1,200 (Cctober), 1,200
(Novenber), and 1,200 (Decenber). The increase in the nunber of
enpl oyees during the year is not attributable to a tenporary or
seasonal variation in X s business activities and is expected to
continue for the remai nder of the effective period of the
contract.

(iii1) Under paragraph(a)(5)(i) of this section, ICis
required to report gross premuns witten for the insurance
contract based the effective period of the contract. The
effective period of X's contract is based on the 12 nonth period
for which IC has guaranteed rates for insurance coverage. Under
paragraph (a)(5)(ii), 1C nust also report the additional prem uns
resulting fromthe change in risk exposure under the contract for
the taxable year in which the change in such exposure occurs.

Unl ess the change in risk exposure is of tenporary duration, the
additional gross premuns are included in gross premuns witten
for the remai nder of the effective period of the contract. Thus,
for the taxabl e year endi ng Decenber 31, 2000, |IC reports gross
prem uns witten of $348,750 with respect to the workers’
conpensation contract issued to X, consisting of the sumof the
initial gross premiumfor the contract ($315,000) plus the
additional gross premumattributable to the 150 enpl oyees added
to X' s payroll who will be covered during the |ast nine nonths of
the contract’s effective period (150 x $25 (nonthly premiun) x 9
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= $33,750). IC s unearned premiumw th respect to the contract
was $180, 000 as of Decenber 31, 2000, which consists of the sum
of the remaining portion of the original gross prem um ($315, 000
X 6/12 = $157,500), plus the additional prem uns resulting from
the change in risk exposure ($33,750 x 6/9 = $22,500) that are
all ocable to the remaining six nonths of the contract’s effective
period. Pursuant to section 832(b)(4)(B), to determne its

prem uns earned, |C deducts $144, 000 ($180,000 x .8) for the

I nsurance contract at the end of the taxable year.

Exanple 7. (i) The facts are the sane as Exanple 6, except
that the increase in the nunber of X s enployees for the period
endi ng Decenber 31, 2000 is attributable to a seasonal variation
In X's business activity.

(i1) Under paragraph (a)(5)(ii) of this section, for the
t axabl e year endi ng Decenber 31, 2000, IC reports gross prem uns
witten of $326,500, consisting of the sumof the initial gross
prem um for the contract ($315,000) plus the additional prenium
attributable to the tenporary increase in risk exposure during
t he taxabl e year (150 x $25 x 3 = $11, 250). The unearned prem um
that is allocable to the remaining six nonths of the effective
period of the contract is $157,500. Pursuant to section
832(b)(4)(B), to determne its premuns earned, |C deducts
$126, 000 ($157,500 x .8) for the insurance contract at the end of
t he taxabl e year

Exanple 8. (i) IC, a non-life insurance conpany, issues a
noncancel | abl e acci dent and heal th insurance contract (other than
a qualified |long-termcare insurance contract, as defined in
section 7702B(b)) to A, an individual, on July 1, 2000. The
contract has an entry-age annual prem um of $2,400, which is
payable by A in equal nmonthly installnments of $200 on the first
day of each nonth of coverage. |[C incurs agents’ comm Ssions,
prem um taxes, and other prem um acquisition expenses equal to
10% of the gross prem uns received for the contract. As of
Decenber 31, 2000, IC has collected $1,200 of install nment
prem uns for the contract.

(i1) A noncancel | abl e acci dent and heal th i nsurance contract
Is a contract described in section 832(b)(7). Thus, under
paragraph (a)(5)(vi) of this section, IC may report gross
premuns witten in the manner required for |life insurance
conpani es under sections 803 and 811. Accordingly, for the
t axabl e year endi ng Decenber 31, 2000, IC may report gross
premuns witten of $1,200, based on the premuns actually
received on the contract. Pursuant to section (a)(5)(vi) of this
section, |IC deducts a total of $28 of prem um acquisition costs
for the contract, based on the difference between the acquisition
costs actually paid or incurred under section 811(a) (%$1,200 x
.10 = $120) and the ampbunt required to taken into account under
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section 848 in connection with the net premuns for the contract
($1,200 x .077 = $92).

(iii) Under paragraph (a)(8)(ii)(A) of this section, IC
I ncl udes the anount of l|ife insurance reserves (as defined in
section 816(b), but conputed in accordance with section 807(d)
and sections 811(c) and (d)) in unearned prem uns under section
832(b)(4)(B). Section 807(d)(3)(A)(iii) requires ICto use a
two-year prelimnary termnethod to conpute the amount of life
I nsurance reserves for a noncancel |l abl e accident and health
I nsurance contract (other than a qualified |long-termcare
contract). Under this tax reserve nethod, no portion of the
$1, 200 gross premiumreceived by IC for A's contract is allocable
to future insurance coverage. Accordingly, for the taxable year
endi ng Decenber 31, 2000, no life insurance reserves are included
in 1C s unearned prem uns under section 832(b)(4)(B) with respect
to the contract.

Exanple 9. (i) IC a non-life insurance conpany, issues an
I nsurance contract with a twelve nonth effective period for
$1, 200 on Decenber 1, 2000. Imediately thereafter, 1C reinsures
90% of its liability under the insurance contract for $900 with
G2, an unrel ated and sol vent insurance conpany. On Decenber
31, 2000, ICG2 has an $825 unearned premiumw th respect to the
rei nsurance contract it issued to IC. In conputing its earned
prem unms, pursuant to section 832(b)(4)(B), |IC2 deducts $660 of
unearned prem uns ($825 x .8) with respect to the reinsurance
contract.

(ii) Under paragraph (a)(8)(i) of this section, unearned
prem uns held by an insurance conpany with regard to the net
val ue of the risks reinsured in other solvent conpanies are
deducted fromthe ceding conpany’ s unearned prem uns taken into
account for purposes of section 832(b)(4)(B). |If IC had not
rei nsured 90% of its risks, IC s unearned prem umfor the
i nsurance contract woul d have been $1,100 ($1,200 x 11/12) and IC
woul d have deducted $880 ($1,100 x .8) of unearned prem uns wth
respect to such contract. However, because |IC reinsured 90% of
Its risks under the contract wwth 1C 2, as of Decenber 31, 2000,
the net value of the risks retained by I1C for the remaining 11
nont hs of the effective period of the contract is $110 ($1, 100 -
$990). For the taxable year endi ng Decenber 31, 2000, IC
i ncl udes the $1,200 gross premiumin its gross premunms witten
and deducts the $900 reinsurance premumpaid to | C2 under
section 832(b)(4)(A). Pursuant to section 832(b)(4)(B), to
determine its prem uns earned, |C deducts $88 ($110 x .8) for the
I nsurance contract at the end of the taxable year.

(11) Change in nethod of accounting--(i) In general. A

change in the nethod of determ ning prem uns earned to conply
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with the provisions of paragraphs (a)(3) through (a)(10) of this
section is a change in nmethod of accounting for which the consent
of the Comm ssioner is required under section 446(e) and
§1.446-1(e).

(ii) Application. For the first taxable year begi nning

after Decenber 31, 1999, a taxpayer is granted consent of the
Conmi ssioner to change its nethod of determ ning prem uns earned
to conply 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 nust follow the
automati c change in accounting provisions of Rev. Proc. 99-49,
1999-52 I. R B. 725 (see 8601.601(d)(2) of this chapter), except
t hat -

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

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

(© If the nethod of accounting for determ ning prem uns
earned is an issue under consideration within the neani ng 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.
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(12) Effective date. Paragraphs (a)(3) through (a)(11) of

this section are applicable with respect to the determ nation of

prem uns earned for taxable years beginning after Decenber 31
1999.

Robert E. Wenzel,
Deputy Conm ssi oner of
I nternal Revenue

Approved Decenber 23, 1999

Jonat han Tal i sman
Acting Assistant Secretary of the Treasury



