
posed for each tax year on the taxable in-
come of every insurance company other
than a life insurance company.

Section 1.801–3(a) provides that an in-
surance company is “a company whose pri-
mary and predominant business activity is
the issuing of insurance or annuity con-
tracts or the reinsuring of risks underwrit-
ten by insurance companies.”

Neither the Code nor the regulations de-
fine the terms “insurance” or “insurance
contract.” The United States Supreme Court,
however, has explained that in order for an
arrangement to constitute insurance for fed-
eral income tax purposes, both risk shift-
ing and risk distribution must be present.
Helvering v. LeGierse, 312 U.S. 531 (1941).

Risk shifting occurs if a person facing
the possibility of an economic loss trans-
fers some or all of the financial conse-
quences of the potential loss to the insurer,
such that a loss by the insured does not af-
fect the insured because the loss is offset
by the insurance payment. Risk distribu-
tion incorporates the statistical phenom-
enon known as the law of large numbers.
Distributing risk allows the insurer to re-
duce the possibility that a single costly
claim will exceed the amount taken in as
premiums and set aside for the payment of
such a claim. By assuming numerous rela-
tively small, independent risks that occur
randomly over time, the insurer smooths out
losses to match more closely its receipt of
premiums. Clougherty Packing Co. v. Com-
missioner, 811 F.2d 1297, 1300 (9th Cir.
1987). Risk distribution necessarily en-
tails a pooling of premiums, so that a po-
tential insured is not in significant part
paying for its own risks. See Humana, Inc.
v. Commissioner, 881 F.2d 247, 257 (6th
Cir. 1989).

No court has held that a transaction be-
tween a parent and its wholly-owned sub-
sidiary satisfies the requirements of risk
shifting and risk distribution if only the risks
of the parent are “insured.” See Stearns-
Roger Corp. v. United States, 774 F.2d 414
(10th Cir. 1985); Carnation Co. v. Com-
missioner, 640 F.2d 1010 (9th Cir. 1981),
cert. denied, 454 U.S. 965 (1981). How-
ever, courts have held that an arrange-
ment between a parent and its subsidiary
can constitute insurance because the par-
ent’s premiums are pooled with those of un-
related parties if (i) insurance risk is present,
(ii) risk is shifted and distributed, and (iii)
the transaction is of the type that is insur-

ance in the commonly accepted sense. See,
e.g., Ocean Drilling & Exploration Co. v.
United States, 988 F.2d 1135 (Fed. Cir.
1993); AMERCO, Inc. v. Commissioner, 979
F.2d 162 (9th Cir. 1992).

Additional factors to be considered in de-
termining whether a captive insurance trans-
action is insurance include: whether the
parties that insured with the captive truly
face hazards; whether premiums charged by
the captive are based on commercial rates;
whether the validity of claims was estab-
lished before payments are made; and
whether the captive’s business operations
and assets are kept separate from the busi-
ness operations and assets of its sharehold-
ers. Ocean Drilling & Exploration Co. at
1151.

In Rev. Rul. 2001–31, 2001–1 C.B.1348,
the Service stated that it will not invoke the
economic family theory in Rev. Rul. 77–
316 with respect to captive insurance ar-
rangements. Rev. Rul. 2001–31 provides,
however, that the Service may continue to
challenge certain captive insurance trans-
actions based on the facts and circum-
stances of each case.

Rev. Rul. 78–338, 1978–2 C.B.107, pre-
sented a situation in which 31 unrelated cor-
porations created a group captive insurance
company to provide those corporations with
insurance that was not otherwise avail-
able. In that ruling, none of the unrelated
corporations held a controlling interest in
the group captive. In addition, no indi-
vidual corporation’s risk exceeded 5 per-
cent of the total risks insured by the group
captive. The Service concluded that be-
cause the corporations that owned, and were
insured by, the group captive were not eco-
nomically related, the economic risk of loss
could be shifted and distributed among the
shareholders that comprised the insured
group.

X and the other Members face true in-
surable hazards. X and the other Mem-
bers are required to maintain general
liability insurance coverage in order to con-
tinue to operate in their industry. X and the
other Members are unable to obtain afford-
able insurance from unrelated commer-
cial insurers due to the occurrence of
unusually severe loss events. Notwithstand-
ing the fact that the group of Members is
small, there is a real possibility that a Mem-
ber will sustain a loss in excess of the pre-
miums it paid. No individual Member will
be reimbursed for premiums paid in ex-

cess of losses sustained by that Member. Fi-
nally, X and the other Members are
unrelated. Therefore, the contracts issued by
GC to X and the other Members are insur-
ance contracts for federal income tax pur-
poses, and the premiums paid by the
Members are deductible under § 162.

GC is an entity separate from its own-
ers. GC is adequately capitalized. GC is-
sues insurance contracts, charges premiums,
and pays claims after investigating the va-
lidity of the claim. GC will not engage in
any business activities other than issuing and
administering insurance contracts. Premi-
ums charged by GC will be actuarially de-
termined using recognized actuarial
techniques, and will be based, in part, on
commercial rates. As GC’s only business ac-
tivity is the business of insurance, it is taxed
as an insurance company.

HOLDING

The arrangement between X and GC
constitutes insurance for federal income tax
purposes, and the amounts paid as “insur-
ance premiums” by X to GC pursuant to
that arrangement are deductible as ordi-
nary and necessary business expenses. GC
is in the business of issuing insurance and
will be treated as an insurance company tax-
able under § 831.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Melissa Luxner of the Office of the
Associate Chief Counsel (Financial Insti-
tutions & Products). For further informa-
tion regarding this revenue ruling, contact
Ms. Luxner at (202) 622–3142 (not a toll-
free call).

Section 2001.—Imposition
and Rate of Tax

26 CFR 20.2001–1: Valuation of adjusted taxable gifts

and section 2701(d) taxable events.

How does the estate of a “qualified decedent,” as
defined in section 2201(b) of the Internal Revenue
Code, compute the federal estate tax under section
2201, as amended by the Victims of Terrorism Tax Re-
lief Act of 2001, Pub. L. No. 107–134, section 103,
115 Stat. 2427 (2002)? See Rev. Rul. 2002–86, page
993.
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Section 2010.—Unified Credit
Against Estate Tax

How does the estate of a “qualified decedent,” as
defined in section 2201(b) of the Internal Revenue
Code, compute the federal estate tax under section
2201, as amended by the Victims of Terrorism Tax Re-
lief Act of 2001, Pub. L. No. 107–134, section 103,
115 Stat. 2427 (2002)? See Rev. Rul. 2002–86, on this
page.

Section 2011.—Credit for
State Death Taxes

26 CFR 20.2011–1: Credit for state death taxes.

How does the estate of a “qualified decedent,” as
defined in section 2201(b) of the Internal Revenue
Code, compute the federal estate tax under section
2201, as amended by the Victims of Terrorism Tax Re-
lief Act of 2001, Pub. L. No. 107–134, section 103,
115 Stat. 2427 (2002)? See Rev. Rul. 2002–86, on this
page.

Section 2058.—State Death
Taxes

How does the estate of a “qualified decedent,” as
defined in section 2201(b) of the Internal Revenue
Code, compute the federal estate tax under section
2201, as amended by the Victims of Terrorism Tax Re-
lief Act of 2001, Pub. L. No. 107–134, section 103,
115 Stat. 2427 (2002)? See Rev. Rul. 2002–86, on this
page.

Section 2201.—Combat
Zone-Related Deaths of
Members of the Armed
Forces and Deaths of Victims
of Certain Terrorist Attacks

26 CFR 20.2201–1: Members of the Armed Forces
dying during an induction period.
(Also §§ 692, 2001, 2010, 2011, 2058, 6018;
20.2001–1, 20.2011–1.)

Combat zone-related deaths and
deaths of victims of certain terrorist at-
tacks. This ruling provides sample estate
tax calculations, under section 2201 of the
Code, for the estates of victims of speci-
fied terrorist attacks and members of the
armed forces who died as a result of ac-
tive service in a combat zone.

Rev. Rul. 2002–86

ISSUE

How does the estate of a “qualified de-
cedent,” as defined in § 2201(b) of the In-
ternal Revenue Code, compute the federal
estate tax under § 2201, as amended by the
Victims of Terrorism Tax Relief Act of
2001, Pub. L. No. 107–134, § 103, 115 Stat.
2427 (2002)?

FACTS

D, a resident of state X, is a qualified de-
cedent. During D’s lifetime, D did not make
any adjusted taxable gifts (defined in
§ 2001(b)). In filing Form 706, the United
States Estate (and Generation-Skipping
Transfer) Tax Return, D’s executor does not
elect out of the application of § 2201(a). D’s
estate pays the applicable state death tax im-
posed by state X.

Situation 1. D died in 2001, a year in
which state X imposed a state death tax
equal to the state death tax credit allow-
able under § 2011(a). The amount of D’s
taxable estate is $2,936,818.

Situation 2. The facts are the same as in
Situation 1, except that the amount of D’s
taxable estate is $8,762,500.

Situation 3. D dies in 2005, a year in
which state X imposes a state death tax
equal to the state death tax credit that would
have been allowable under § 2011(a) as it
existed prior to the passage of the Eco-
nomic Growth and Tax Relief Reconcilia-
tion Act of 2001 (EGTRRA), Pub. L. No.
107–16, 115 Stat. 38 (2001). The amount
of D’s taxable estate before the deduction
for state death taxes is $5,953,939.

LAW AND ANALYSIS

Section 2001(a) imposes an estate tax on
the transfer of the taxable estate of every
decedent who is a U.S. citizen or resi-
dent. The estate tax is computed using the
rate schedule contained in § 2001(c).

Section 2201(a) provides that for pur-
poses of computing the federal estate tax
of the estate of a qualified decedent, the rate
schedule set forth in § 2201(c) shall be used
instead of the rate schedule contained in
§ 2001(c), unless the executor of the es-
tate elects not to have § 2201 apply.

Under § 2201(b), a qualified decedent is:
(1) any citizen or resident of the United
States dying while in active service of the

Armed Forces of the United States, if the
decedent (a) was killed in action while serv-
ing in a combat zone, or (b) died as a re-
sult of wounds, disease, or injury suffered,
while serving in a combat zone, and while
in the line of duty, by reason of a hazard
to which the decedent was subjected as an
incident of the service; and (2) any speci-
fied terrorist victim, as defined by
§ 692(d)(4).

Under § 692(d)(4), a “specified terror-
ist victim” is any decedent who dies as a
result of wounds or injury incurred as a re-
sult of the terrorist attacks against the United
States on April 19, 1995, or September 11,
2001, or who dies as a result of illness in-
curred as a result of an attack involving an-
thrax occurring on or after September 11,
2001, and before January 1, 2002. Any in-
dividual identified by the Attorney Gen-
eral to have been a participant or conspirator
in any such attack or a representative of ei-
ther is not a specified terrorist victim.

If § 2201 applies, the estate tax (includ-
ing the aggregate amount of gift tax pay-
able on any adjusted taxable gifts under
§ 2001(b)(2)) is computed in the same man-
ner as provided in § 2001(b), except that the
rate schedule provided in § 2201(c) is used
to compute the tax instead of the rate sched-
ule in § 2001(c). The rate schedule con-
tained in § 2001(c) continues to be used to
determine the applicable credit amount (the
unified credit) available to the estate un-
der § 2010(c).

Section 2011(f), added by EGTRRA
§ 532(a) as § 2011(g) and redesignated as
§ 2011(f) by the Victims of Terrorism Tax
Relief Act of 2001 § 103(b)(1), provides that
the state death tax credit under § 2011 will
not be allowable to the estates of dece-
dents dying after December 31, 2004. In-
stead, the estates of decedents dying after
that date will be allowed a deduction un-
der § 2058(a) for estate and inheritance
taxes actually paid to any state or the Dis-
trict of Columbia in respect of any prop-
erty included in the gross estate. Thus,
beginning in 2005, no state death taxes will
be owed by a decedent’s estate to a juris-
diction that imposes a death tax only equal
to the allowable federal credit for state death
taxes.

Many states, however, impose state death
taxes based on the state death tax credit
computed under § 2011 as it existed prior
to the passage of EGTRRA or on some
other basis unrelated to the amount of any
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federal credit. Beginning in 2005, state death
taxes paid to these jurisdictions will be de-
ductible in computing a decedent’s tax-

able estate, provided all the requirements
of § 2058 are satisfied. These state death
taxes will reduce an estate’s federal es-

tate tax liability but will increase the to-
tal death tax liability.

In Situation 1 and Situation 2, D died in 2001, a year in which a state death tax credit was allowable under § 2011 and state X
imposed a state death tax equal to the allowable § 2011 credit. Accordingly, in Situation 1, D’s estate will have no federal estate
tax liability and no state death tax liability, as follows:

Taxable Estate $ 2,936,818

Tentative Estate Tax Computed under Rate Schedule in § 2201(c) $ 220,550

Less: Allowable Unified Credit under § 2010(a) and (c) $ (220,550)

Subtotal $ 0

Less: State Death Tax Credit under § 2011 in Excess of Subtotal $ (0)

Federal Estate Tax $ 0

In Situation 2, D’s estate will have no federal estate tax liability but will have a state death tax liability of $882,200, as follows:

Taxable Estate $ 8,762,500

Tentative Estate Tax Computed under Rate Schedule in § 2201(c) $ 1,102,750

Less: Allowable Unified Credit under § 2010(a) and (c) $ (220,550)

Subtotal $ 882,200

Less: State Death Tax Credit under § 2011 $ (882,200)

Federal Estate Tax $ 0

In Situation 3, D dies in 2005, a year in which state death taxes qualify for a deduction under § 2058, rather than a credit under
§ 2011. State X imposes a state death tax equal to the credit that would have been allowable under § 2011 prior to amendments by
EGTRRA. Accordingly, D’s estate will have no federal estate tax liability but will pay a state death tax of $505,273, as follows:

Taxable Estate Before Application of the § 2058 Deduction $ 5,953,939

Deduction for State Death Taxes Paid under § 2058 $ (505,273)

Taxable Estate $ 5,448,666

Tentative Estate Tax Computed under Rate Schedule in § 2201(c) $ 555,800

Less: Allowable Unified Credit under § 2010(a) and (c) $ (555,800)

Federal Estate Tax $ 0
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Under § 6018(a)(1), a Form 706 must be
filed for the estate of a decedent who is a
U.S. citizen or resident who dies in 2001
if the gross estate exceeds $675,000 (the ap-
plicable credit amount). This amount in-
creases to $1,000,000 in years 2002–2003,
$1,500,000 in years 2004–2005, $2,000,000
in years 2006–2008, and $3,500,000 in year
2009. (The applicable credit amount for
non-resident non-citizens is lower than these
amounts.) Accordingly, in Situations 1, 2,
and 3, D’s estate must file a Form 706 not-
withstanding that no federal estate tax is
due.

HOLDINGS

In Situations 1 and 2, no federal estate
tax is due for a qualifying decedent who
died in the year 2001 if the taxable estate
is not more than $8,762,500 and the state
imposes a death tax that is at least equal to
the state death tax credit under § 2011. If
the taxable estate exceeds $2,936,818, how-
ever, a state death tax will be due.

In Situation 3, under current law, no fed-
eral estate tax will be due for a qualify-
ing decedent who dies in the year 2005 if
the taxable estate before the deduction for
state death taxes does not exceed
$5,953,939 and the state imposes a state
death tax equal to the state death tax credit
under § 2011 as it existed prior to
EGTRRA. However, the state death tax will
be due.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 78–361, 1978–2 C.B. 246, is
modified and superseded.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Mayer Samuels of the Office of the
Associate Chief Counsel (Passthroughs and
Special Industries). For further informa-
tion regarding this revenue ruling, con-
tact Mr. Samuels at (202) 622–3090 (not a
toll-free call).

Section 4980B.—Continuation
Coverage Requirements of
Group Health Plans

26 CFR 54.4980B–7: Duration of COBRA continu-

ation coverage.

Duration of COBRA continuation cov-
erage and divorce. This ruling provides
guidance on when COBRA continuation
coverage must commence if, in anticipa-
tion of divorce, an employee drops the cov-
erage of a spouse under a group health plan
of the employee’s employer.

Rev. Rul. 2002–88

ISSUE

If an employee eliminates the cover-
age of the employee’s spouse under a group
health plan in anticipation of their divorce,
when must a plan that is required to make
COBRA continuation coverage available to
the spouse begin to make that coverage
available?

FACTS

A group health plan subject to COBRA
allows eligible employees to elect cover-
age for themselves and their spouses. An
employee who has elected coverage for the
employee’s spouse can notify the plan to
eliminate the spouse’s coverage, and the
spouse’s coverage will be terminated as of
the end of the month in which the notice
is provided. Under the terms of the plan,
a spouse loses eligibility for coverage on
the date of divorce from an eligible em-
ployee.

Employee E is enrolled in the group
health plan and elected coverage for E’s
spouse. A decree of divorce is issued dis-
solving the marriage of E and E’s spouse.
In anticipation of their divorce, E noti-
fied the plan administrator to eliminate the
coverage for E’s spouse, and coverage for
E’s spouse was terminated as of the last day
of the month. There are no facts to indi-
cate that E’s spouse would have other-
wise lost coverage under the plan before the
divorce. The plan administrator is pro-
vided notice of the divorce within 60 days
after the issuance of the divorce decree.

LAW AND ANALYSIS

Section 4980B of the Internal Revenue
Code requires certain group health plans to
make continuation coverage available to cer-
tain individuals who would otherwise lose
their coverage under the plan as a result of

certain occurrences (the “COBRA continu-
ation coverage requirements”). Section
4980B imposes an excise tax if a plan sub-
ject to the COBRA continuation coverage
requirements fails to comply with those re-
quirements.

Under section 4980B, the obligation of
a plan to make COBRA continuation cov-
erage available arises in connection with a
qualifying event. The individuals to whom
the COBRA continuation coverage must be
made available are qualified beneficia-
ries.

Under Q&A–1 of § 54.4980B–3 of the
Miscellaneous Excise Tax Regulations, an
individual generally is a qualified benefi-
ciary if the individual is covered under a
group health plan on the day before a quali-
fying event by virtue of being on that day
the spouse of a covered employee.

Under Q&A–1 of § 54.4980B–4, a di-
vorce or legal separation of a covered em-
ployee from the covered employee’s spouse
is a qualifying event if, under the terms of
the plan, the divorce or legal separation
causes the spouse (or a dependent child of
the covered employee) to lose coverage un-
der the plan. Paragraph (c) in Q&A–1 of
§ 54.4980B–4 states that if coverage is
eliminated in anticipation of a qualifying
event, such as an employee’s eliminating the
coverage of the employee’s spouse in an-
ticipation of a divorce or legal separa-
tion, the elimination is disregarded in
determining whether the qualifying event
causes a loss of coverage.

Q&A–1 of § 54.4980B–7 states that
COBRA continuation coverage must be pro-
vided for a period that begins on the date
of the qualifying event. Under Q&A–1 and
Q&A–4 of § 54.4980B–7, a plan gener-
ally has the obligation to make COBRA
continuation coverage available to a quali-
fied beneficiary in the case of a divorce or
legal separation for 36 months after the date
of the divorce or legal separation. This ob-
ligation can end earlier for a variety of rea-
sons, such as failure to make timely
payment to the plan for the qualified ben-
eficiary’s coverage.

Q&A–2 of § 54.4980B–6 provides that
a group health plan is not required to of-
fer a qualified beneficiary the opportu-
nity to elect COBRA continuation coverage
in the case of a divorce or legal separa-
tion if notice of the divorce or legal sepa-
ration is not provided to the plan
administrator within 60 days after the later
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