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Overview of insurance industry/accounting

Insurance companies focus on three primary operating cycles: 
• Premium acquisition (product development & sales)
• Investment income (earnings from invested assets)
• Claims handling (estimating liabilities & settling claims)

Each cycle directly impacts the financial strength 
of a company! 
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Overview of insurance industry/accounting

• Insurance products involve a transfer of risk from the policyholders to the insurers. 
• In addition to risk shifting, life products have the potential for investment earnings 

(which do not involve risk)
• Insurers must be prepared to honor risk guarantees as well as manage the 

investment results. 

11



2020 Virtual Insurance Tax Conference

Overview of insurance industry/accounting

• Premium income is received up front, prior to the pay out of benefits and future 
claims

• Generally, policies are categorized as either “long duration” or “short duration” 
depending on the length of time the policy is in-force. 

Long duration Short duration
Term life insurance Auto
Whole life insurance Homeowners
Universal life Accident & Health
Annuity products Marine
Reinsurance Reinsurance
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Overview of insurance industry/accounting

• In order to manage risk for the product guarantees, insurance companies are 
required to hold reserves. 
– The total reserves required are set by state laws. 

• The requirement to hold reserves for claims/benefits to be paid in the future and 
other special accounting rules leads to special tax treatment. 
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Overview of insurance industry/accounting

All insurers are state regulated
• State regulations control financial structures, including limits on product designs and 

offerings, and reserves. 

• Prior to the 1984/1986 Tax Acts, tax law relied more on state regulatory 
requirements.

• State taxation: gross premium versus income tax
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Overview of insurance industry/accounting

National Association of Insurance Commissioners (“NAIC”)
• US standard-setting and regulatory support organization created and governed by the 

chief insurance regulators from the 50 states, DC, and 5 US territories. 

• State insurance regulates establish standards and best practices, conduct peer 
review, and coordinate regulatory oversight. 

• Established a uniform and comprehensive basis of accounting and disclosure
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Overview of insurance industry/accounting

Statutory Accounting, it’s definitely not GAAP…

Loading

Surplus
SSAPs

Modco Ceding company
Assuming 
company

IBNR
Reinsurance

N
on

ad
m

itt
ed

 a
ss

et
s

Accident year

Case reserves

16



2020 Virtual Insurance Tax Conference

Overview of insurance industry/accounting

• Solvency (liquidation) accounting model. Generally more conservative than GAAP, 
and focuses on the insurer’s ability to satisfy its obligations (future claims). 

• Surplus serves as one of the primary factors in performance and solvency metrics 
(similar to retained earnings)

• Nonadmitted assets – decreases surplus value by excluding certain assets
– Receivables greater than 90 days 
– Some or all of the deferred tax asset
– Fixed assets
– Excess concentrations or investment assets
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Source of IRC taxation and applicable tax regimes

Subchapter L, Part I
• Section 801 – Tax imposed
• Section 803 – Life insurance company gross income
• Section 804 – Life insurance company deductions
• Section 805 – General deductions
• Section 806 – Small Life Deduction (Repealed)
• Section 807 – Rules for reserves (TCJA)
• Section 808 – Policyholder dividend deduction
• Section 810 – Operations loss deduction (Repealed)
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Source of IRC taxation and applicable tax regimes

Subchapter L, Part I
• Section 811 – Accounting Methods
• Section 812 – Proration rules (TCJA)
• Section 814 – Contiguous country branches
• Section 815 – Policyholders' surplus account (TCJA)
• Section 816 – Life insurance company defined
• Section 817 – Separate accounts/variable contracts
• Section 817A – Modified guaranteed contracts
• Section 818 – Other definitions
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Source of IRC taxation and applicable tax regimes

Subchapter L, Part II

• Sections 831 – Tax on ins. cos. Other than life cos.

• Section 832 – Insurance company taxable income

• Section 833 – Treatment of BCBS organizations, etc.

• Section 834 – Determination of taxable investment income

• Section 835 – Election by reciprocal
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Source of IRC taxation and applicable tax regimes

Subchapter L, Part III
• Section 841 – Foreign tax credit
• Section 842 – U.S. branches of foreign insurers
• Section 843 – Annual accounting period
• Section 844 – NOL carryover if change in status

• Section 845 – Reinsurance anti-abuse rules
• Section 846 – Discounting of unpaid losses (TCJA)
• Section 848 – Capitalization of policy acquisition expenses (“DAC ”) (TCJA)
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Source of IRC taxation and applicable tax regimes
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Source of IRC taxation and applicable tax regimes
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life company 
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Definition of insurance company, insurance, and 
life company 
• The IRC definition of insurance company can be found in IRC Sec 816(a)(2): 

The term ‘insurance company’ means any company more than half of the business of 
which during the taxable year is the issuing of insurance or annuity contracts or the 
reinsuring of risks underwritten by insurance companies. 

Applies to ALL insurance companies.

29



2020 Virtual Insurance Tax Conference

Definition of insurance company, insurance, and 
life company 
• The IRC does not explicitly define insurance! 

• Court cases have largely defined what is insurance for tax purposes relying upon 
evidence of – risk shifting and risk distribution must be present

• IRS has added ‘common notions’ of insurance
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Definition of insurance company, insurance, and 
life company 
Life company versus other insurance companies -
• It’s all about the reserves

Life insurance reserves plus
UPR and unpaid losses on non-can 
A&H products not already included
------------------------------------------------
Total Reserves (includes above plus)

50%
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Definition of insurance company, insurance, and 
life company 
IRC Sec 816 (b) Life insurance reserves defined
(1) In general. For purposes of this part, the term “life insurance reserves” means 

amounts—
(A) which are computed or estimated on the basis of recognized mortality or 

morbidity tables and assumed rates of interest, and
(B) which are set aside to mature or liquidate, either by payment or reinsurance, 

future unaccrued claims 
(C) Reserves must be required by law

(2) Amount of reserves. The amount of any reserve for any taxable year is the mean of 
such reserve at the beginning and end of the taxable year.
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Definition of insurance company, insurance, and 
life company 
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Definition of insurance company, insurance, and 
life company 
Annual statement, Page 3: 
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Focus on life companies –
LICTI and Form 1120L
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Focus on life companies – LICTI and Form 1120L

Life Insurance Company Taxable Income – “LICTI”
• LICTI – equals life insurance company gross income, less life insurance company

deductions

• Definition of LICTI largely unchanged since 1959 Act 

36



2020 Virtual Insurance Tax Conference

Focus on life companies – LICTI and Form 1120L

• IRC Section 803 – Life insurance company gross income is the sum of:
– Premiums,
– Decrease in certain reserves 
– Other amounts includible under this “subtitle”

• IRC section 804 – Life insurance company deductions are
– General deductions permitted by IRC section 805
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Focus on life companies – LICTI and Form 1120L

• General deductions include 
– Death benefits -- All claims and benefits accrued and losses incurred
– Increase in certain reserves
– Policyholder dividends
– Dividends received deduction for “company’s share” of dividends
– Assets transferred under reinsurance agreements
– Other “ordinary & necessary” business expenses
– Net operating loss carryover (f.k.a. operations loss deduction)
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Focus on life companies – LICTI and Form 1120L

• Form 1120-L
– Pg1
– Pg 2
– Pg 3
– Pg 4
– Pg 5
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Polling Question #4

40

Which best applies to reinsurance?

1. The initial transfer of a risk from the insured to the 
insurer

2. Transaction whereby an insurance company spreads 
risks among other insurance companies

3. The reinstatement of insurance coverage after a 
missed policy premium

4. An agreement to pay a fixed amount upon a fixed date
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Focus on life companies – Treatment of premium 
revenue
Premium Revenue – Book

+ Collected
- Ceded 
+ Assumed
+/- Change in Advance* (Add PY, Subtract CY)
+/- Change in Deferred^ (Subtract PY, Add CY)
+/- Change in Due&Uncollected# (Subtract PY, Add CY)
= Statutory Earned Premium

* Cash, Included in collected, not yet due
^ Non-cash, Accounting fiction to offset policy liability assumption, also creates expense 
fiction, i.e., Loading
# Non-cash, Past due premium, account receivable

43



2020 Virtual Insurance Tax Conference

Focus on life companies – Treatment of premium 
revenue
A/S, Page 4 -

A/S, U/I Exhibit 1, Part 1
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Focus on life companies – Treatment of premium 
revenue
Underwriting/Investment Exhibit 1, Part 1
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Focus on life companies – Treatment of premium 
revenue
Practice Part 1
X Life collected $700,000 of first year premium revenue. Of that amount, 40% was 
ceded to other insurance companies. X Life also received $150,000 of premium assumed 
under an indemnity reinsurance agreement. Determine X Life’s first year premium?
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Focus on life companies – Treatment of premium 
revenue
Part 1 Solution:
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Focus on life companies – Treatment of premium 
revenue
Practice Part 2
X Life received premium amounts before the due date (received in December, due in 
January). For the year, advance premium increased $35,000. Determine the impact of 
this information on the solution for Part 1.
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Focus on life companies – Treatment of premium 
revenue
Part 2 Solution
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Focus on life companies – Treatment of premium 
revenue
Practice Part 3
Deferred premium recognized in response to the actuarial reserving assumption was 
$115,000 as of the end of the year. The prior year amount was $90,000. Determine the 
impact to the solution from Part 2.
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Focus on life companies – Treatment of premium 
revenue
Part 3 Solution
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Polling Question #5
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Focus on life companies – Treatment of premium 
revenue
Practice Part 4
Some X Life policyholders do not pay premiums by the due date, which become 
uncollected premium. The end of the year balance for this asset is $3,000. The prior 
year balance was $5,000. Determine the impact of this information on the solution from 
Part 3.

53



2020 Virtual Insurance Tax Conference

Focus on life companies – Treatment of premium 
revenue
Part 4 Solution
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Focus on life companies – Treatment of premium 
revenue
Premium Revenue – Book

+ Collected
- Ceded 
+ Assumed
+/- Change in Advance* (Add PY, Subtract CY)

+/- Change in Deferred^ (Subtract PY, Add CY)

+/- Change in Due&Uncollected# (Subtract PY, Add CY)

= Statutory Earned Premium

$700,000
(280,000)
$150,000 ST $570,000

(35,000)

ST$535,000
$ 25,000

ST $560,000
(2,000)

GT$558,000
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Focus on life companies – Treatment of premium 
revenue
IRC accounting treatment
Tax follows cash receipts, as demonstrated by the following excerpt from the 1984 JCT
Blue Book, page 585:
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Focus on life companies – Treatment of premium 
revenue
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IRC accounting treatment
• IRC section 803(a)(1). Premiums. – (A) The gross amount of premiums and other 

considerations on insurance and annuity contracts
• “premiums and other considerations” include:

– Advance premiums, deposits, fees, assessments, consideration in respect of 
assuming liabilities under contracts not issued by the taxpayer, and the amount of 
policyholder dividends reimbursable to the taxpayer by a reinsurer in respect of 
reinsured policies
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Focus on life companies – Treatment of premium 
revenue
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+ Collected Book Premium Revenue
- Ceded 
+ Assumed OR

Include Cash Items Reverse book Adv. Prem. Change
Exclude Non-cash items Reverse book non-cash adjustments

= Taxable Premium Revenue Taxable Premium Revenue

Premium Revenue Tax
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Focus on life companies – Treatment of premium 
revenue
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Form 1120-L, Page 1

Form 1120PC, Schedule E
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Focus on life companies – Treatment of premium 
revenue
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Practice Part 5
Considering IRC section 803 and the JCT Blue Book guidance, determine taxable 
premium for X Life using the information developed in Parts 1-4.
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Focus on life companies – Treatment of premium 
revenue
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Solution Part 5
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Focus on life companies – Treatment of premium 
revenue
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Part 5 Solution

Book Premium Revenue# $558,000
Reverse book Adv. Prem. Change* +25,000
Reverse book non-cash adjustments* (25,000)
Taxable Premium Revenue +2,000

$570,000

# This amount is net of reinsurance
* Sch M, book – tax differences
Not taxable income, no related deduction, i.e., loading
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Focus on life companies –
Treatment of premium 
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Focus on life companies – Treatment of premium 
acquisition costs
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Focus on life companies – Treatment of premium 
acquisition costs
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Focus on life companies – Treatment of premium 
acquisition costs

66

• IRC section 848 enacted in 1990
• Sometimes referred to as the “DAC Tax”
• Modified a Supreme Court decision regarding capitalization of certain policy 

acquisition expenses and settled the age old question - “to capitalize or not to 
capitalize”
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Focus on life companies – Treatment of premium 
acquisition costs
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Focus on life companies – Treatment of premium 
acquisition costs

68

• Set percentages of “net premiums” for specified insurance contracts
– Life Insurance and other contracts – 9.2% of net premiums
– Annuity contracts – 2.09%
– Group contracts – 2.45%

• Same rates apply to reinsurance thereof
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Focus on life companies – Treatment of premium 
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Focus on life companies – Treatment of premium 
acquisition costs
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Practice Part 1
At what amount of capitalized specified non-reinsurance related premium is all 
capitalized premium amortized over a 120 month period?
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Focus on life companies – Treatment of premium 
acquisition costs
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Focus on life companies – Treatment of premium 
acquisition costs
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Practice Part 2
Looking back at the Schedule G, what flaw is apparent in determining the capitalized 
expenses eligible for the 60-month amortization?
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Focus on life companies – Treatment of premium 
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Focus on life companies – Treatment of premium 
acquisition costs
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Focus on life companies – Treatment of premium 
acquisition costs
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Capitalization based upon 60-month, small company exception, not the default 180 
month amortization period.
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Polling Question #6

78

The federal income tax definition of insurance comes 
from which of the following?

1. IRC Section 7702
2. Treasury Regulation 1.816
3. Judicial Interpretation
4. Black’s Law Dictionary
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Session II
Welcome back!

79



2020 Virtual Insurance Tax Conference

Focus on life companies –
Treatment of policy 
liabilities
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Focus on life companies – Treatment of policy 
liabilities
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Annual Statement, Page 3: 

Annual Statement, Exhibit 5: 

Focus on life companies – Treatment of policy 
liabilities
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Focus on life companies – Treatment of policy 
liabilities
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IRC requirements of a deductible policyholder reserve. 
• “Computed or estimated on the basis of recognized mortality or morbidity tables and 

assumed rates of interest”

• Set aside to mature or liquidate future unaccrued claims arising from life insurance, 
annuity, and noncancellable accident and health contracts involving life, accident, or 
health contingencies.

• Required by law
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Focus on life companies – Treatment of policy 
liabilities

84

The reserve generally fit into one of the categories of IRC Sec 807(c): 
• Life Insurance Reserves
• Unearned Premium and unpaid loss reserves
• Amount necessary to satisfy obligations under insurance contracts that don’t involve 

life contingencies
• Dividend accumulations and other amounts held at interest
• Advance Premiums (offsets earned premium Schedule M)
• Special group life reserves
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Internal Revenue Code Section 807
(d) METHOD OF COMPUTING RESERVES FOR PURPOSES OF DETERMINING INCOME
(1) DETERMINATION OF RESERVE

Focus on life companies – Treatment of policy 
liabilities

85

A. In general For purposes of this part (other than section 816), the amount of the life insurance 
reserves for any contract (other than a contract to which subparagraph (B) applies) shall be the 
greater of—
i. the net surrender value of such contract, or
ii. 92.81 percent of the reserve determined under paragraph (2).

B. Variable contracts For purposes of this part (other than section 816), the amount of the life 
insurance reserves for a variable contract shall be equal to the sum of—
i. the greater of—

I. the net surrender value of such contract, or
II. the portion of the reserve that is separately accounted for under section 817, plus

ii. 92.81 percent of the excess (if any) of the reserve determined under paragraph (2) over 
the amount in clause (i).
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Focus on life companies – Treatment of policy 
liabilities

86



2020 Virtual Insurance Tax Conference

Focus on life companies – Treatment of policy 
liabilities
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• IRC 807 Reserve Methods
– For Life = CRVM = Commissioners’ Reserve Valuation Method prescribed by NAIC in 

effect on the date of the issuance of the contract.

– For Annuity = CARVM = Commissioners’ Annuities Reserve Valuation Method
• CRVM and CARVM including “Actuarial Guidelines”. 

– For other contracts, if no NAIC method, then use a method that is consistent with 
CARVM and CRVM.
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Focus on life companies – Treatment of policy 
liabilities
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• NSV is contractual cash value (if any) reduced by surrender charges but disregarding 
market value adjustment on surrender (exception for “modified guaranteed 
contracts” under IRC section 817A)
– Beware issues in cash value definition
– For pension plan contracts, NSV is based on “policyholder’s fund”

• Deficiency reserves are additional reserves held because net premium exceeds 
gross premium
– Deficiency reserves are included in statutory cap
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Focus on life companies – Treatment of policy 
liabilities
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Tax return application
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Focus on life companies – Treatment of policy 
liabilities
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Change in reserves: Impact to LICTI*
• The net increase (decrease) in reserves that is reflected on Page 1 is calculated on 

Schedule F (Page 3)

• We will follow the structure of Schedule F to calculate our net increase (decrease) 
in reserves

*Please note that as we are discussing life insurance reserves, they are a liability and depending on 
whether the reserves (liability) are increasing or decreasing will determine whether there is an impact to 
income or deductions. This being said, let’s discuss how this “increase” or “decrease” is calculated. 
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Focus on life companies – Treatment of policy 
liabilities
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Focus on life companies – Treatment of policy 
liabilities
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Practice Part 1
X Life reported $8,500,000 of life insurance reserves as of 12/31/2018. Determine X 
Life’s tax basis policyholder reserve?

Policy NAIC statutory reserve NSV
Policy 1 2,500,000 1,000,000
Policy 2 5,000,000 4,500,000
Policy 3 1,000,000 1,250,000
Total: 8,500,000 6,750,000
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Focus on life companies – Treatment of policy 
liabilities
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Part 1 Solution
X Life reported $8,500,000 of life insurance reserves as of 12/31/2018. Determine X Life’s 
tax basis policyholder reserve?

Policy NAIC statutory reserve (a) NSV Tax basis @ 92.81% of (a)
Policy 1 2,500,000 1,000,000 2,320,250
Policy 2 5,000,000 4,500,000 4,640,500
Policy 3 1,000,000 1,250,000 928,100
Total: 8,500,000 8,145,000 7,888,850
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Focus on life companies – Treatment of policy 
liabilities
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• IRC Sec. 807(f): Change in reserve “basis”
– Rule, similar to change of accounting method rule but automatic, addresses 

reserve strengthening and weakening, abbreviated Form 3115

– Post TCJA a change in reserve basis is treated as an automatic Sec 481(a) 
adjustment
• Increase in reserves is taken in year 1
• Decrease in reserves is spread over 4 years

• Net changes by section 807(c) classifications

– See Rev. Proc. 2019-10 and Rev. Rul. 2020-19
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Polling Question #7
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Focus on non-life 
companies – Taxable 
income and form 1120PC
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Focus on non-life companies – Taxable income 
and form 1120PC

97

Any “insurance” company that does not qualify as a “life” insurance company under 
IRC Sec 816, includes:
• Property & Casualty
• Title 
• Professional Liability
• Mortgage and Financial Guaranty
• Blue Cross/Blue Shield
• Warranty
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Focus on non-life companies – Taxable income 
and form 1120PC

98

Taxable income determined under Part II of Subchapter L
• Primary benefit is the ability to claim deductions today for unpaid loss reserves that 

otherwise lack “economic performance” 

• Primary detriment is a reduction of tax benefits related to otherwise tax favored 
investment income. 
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Focus on non-life companies – Taxable income 
and form 1120PC

99

• IRC Sec 832 – Insurance company taxable income is the sum of: 
– Investment income
– Underwriting income

• Premiums earned, less
• Losses and expenses incurred

• Expenses incurred include: 
– All expenses shows on the Annual Statement, with the exception of unpaid losses 

(no double counting). 
– Unpaid loss adjustment expenses are included in unpaid losses (IRC Sec 832(b)(6). 
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Focus on non-life companies – Taxable income 
and form 1120PC
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Form 1120-PC
• Pg 1
• Pg 2
• Pg 3
• Pg 4
• Pg 5
• Pg 6
• Pg 7
• Pg 8
• Pg 9
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Focus on non-life 
companies – Treatment of 
premium revenue
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Focus on non-life companies – Treatment of 
premium revenue
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Focus on non-life companies – Treatment of 
premium revenue
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Premium Revenue – Book

+ Net Written Premium*
- Ceded 
+ Assumed
+ PY Unearned Premium Reserve #
- CY Unearned Premium Reserve #
= Statutory Earned Premium

* Net of return premiums
# Unearned premium is after impact of reinsurance
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Focus on non-life companies – Treatment of 
premium revenue
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Polling Question #8

105

Which of the following results in a GAAP-Stat difference?

1. Accretion of market discount
2. Recognition of unrealized gains on bonds
3. Value of equity securities
4. Depreciation of fixed assets
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Focus on non-life companies – Treatment of 
premium revenue

106

Practice, Part 1
Ins Co. collected gross direct premium of $30 million. Of this amount, 30% was ceded to 
an foreign affiliate. Ins Co. assumed $4 million of business from other companies. None 
of the collected premium was returned to policyholders. Determine the net written 
premium.
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Focus on non-life companies – Treatment of 
premium revenue
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Part 1, Solution
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Practice, Part 2
At the end of the calendar year, Ins Co’s unearned premium liability was $2.5 million. 
The prior year unearned premium liability was $1.6 million. Determine the impact this 
information has on the solution to Part 1.

Focus on non-life companies – Treatment of 
premium revenue
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Focus on non-life companies – Treatment of 
premium revenue
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Part 2, Solution
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Focus on non-life companies – Treatment of 
premium revenue
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Practice, Part 3
Ins Co. received $2 million from insured in December. The effective date of the contract 
is January 1. The prior year balance of advance premium was zero.
Present the statutory accounting entry to reflect this receipt of cash.
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Focus on non-life companies – Treatment of 
premium revenue
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Part 3, Solution
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Focus on life companies – Treatment of premium 
revenue
Premium Revenue – Book

+ Gross Written Premium* $30,000,000
- Ceded (9,000,000)
+ Assumed 4,000,000
+ PY Unearned Premium Reserve # 1,600,000
- CY Unearned Premium Reserve # (2,500,000)
= Statutory Earned Premium $24,100,000

* No return premiums to consider
# Unearned premium is after impact of reinsurance
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Focus on non-life companies – Treatment of 
premium revenue

113

• Tax basis Earned premiums defined as gross premiums written during year, net of 
return premiums & amounts paid for reinsurance, plus or minus change in unearned 
premiums/UPR (IRC section 832(b)(4))

• CAUTION: Treas. Reg. 1.832-4 provides tax definitions for the components noted 
above

• Tax basis earned premium includes any reserves for life insurance contracts (IRC 
section 832(b)(4)
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Focus on non-life companies – Treatment of 
premium revenue
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• Treas. Reg. 1.832-4: 
– Only amounts received on insurance contracts considered

– Gross premiums written includes accrual for amounts under retrospectively rated 
contracts and “earned but unbilled” amounts, a.k.a. ‘EBUB’

– Advance premium receipts treated as gross written premium and included with 
unearned premiums for tax
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Focus on non-life companies – Treatment of 
premium revenue
• Treas. Reg. 1.832-4: 

– Premium received in installments may result in acceleration the entire contract 
premium if:

Premium counted as GWP
Total Contract Premium

Expenses deducted 
Total Contract Expenses

See Rev. Proc. 2002-46, which provides a safe harbor for policy acquisition expenses

“Expense Ratio Limitation” 
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Focus on non-life companies – Treatment of 
premium revenue
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Polling Question #9
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Focus on non-life 
companies – Treatment 
premium acquisition costs
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Focus on non-life companies – Treatment of 
premium acquisition costs
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Focus on non-life companies – Treatment of 
premium acquisition costs
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Focus on non-life companies – Treatment 
premium acquisition costs

121

• IRC section 832(b)(4) – Reduce statutory UPR to 80-percent of statutory value

• Generally, 20-percent of any increase in UPR increases tax basis earned premium, 20-
percent of decrease in UPR decreases tax basis earned premium

• Recall – Advance premium treated as UPR

• Form 1120PC, Schedule E
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Practice, Part 1
Using the information from the previous section that discussed the Treatment of 
Premium Revenue, compute the tax basis earned premium as adjusted for the tax 
treatment of premium acquisition costs.

Focus on non-life companies – Treatment 
premium acquisition costs
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Focus on non-life companies – Treatment of 
premium acquisition costs
Premium Revenue – Tax

+ Gross Written Premium* $30,000,000
- Ceded (9,000,000)
+ Assumed 4,000,000
+ PY UPR (Stat @ 80%) 1,280,000
- CY UPR (Stat @ 80%) (2,00,000)
= Statutory Earned Premium $24,280,000

* No return premiums to consider.
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Practice, Part 2
Ins Co. received $2 million from insured in December. The effective date of the contract 
is January 1. The prior year balance was zero.
Recall - The Earned Premium Treas. Regs treat advance premium as gross written 
premium. 
Determine the impact of this information on the calculation of taxable earned premium. 
Recall that advance premiums are 100% unearned.

Focus on non-life companies – Treatment 
premium acquisition costs
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Focus on non-life companies – Treatment of 
premium acquisition costs
Premium Revenue – Tax

+ Gross Written Premium $30,000,000
+/- Change in Advance Premium 2,000,000
- Ceded (9,000,000)
+ Assumed 4,000,000
+ PY ADV UPR @ 80% None
- CY ADV UPR @ 80% (1,600,000)
+ PY UPR (Stat @ 80%) 1,280,000
- CY UPR (Stat @ 80%) (2,00,000)
= Statutory Earned Premium $24,680,000
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Focus on non-life companies – Treatment of 
premium acquisition costs
Premium Revenue – Tax
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Polling Question #10
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Which super power would you choose?

1. Fly
2. Super fast
3. Strong
4. Unbreakable
5. Read Minds
6. Eyesight and hearing
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Focus on non-life 
companies – Treatment of 
policy liabilities
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Focus on non-life companies – Treatment of 
policy liabilities

129

Nonlife operating cycle --
• Accidents and weather happen. Insured submits claim documentation. Company 

records liability (case basis reserve) – immediately recognizes expense. 
– If estimated liability is the amount paid results in balance sheet only impact.
– Payment of the liability impacts the income statement only to the extent the 

payment varies from the liability

• Companies also record a reserve liability for claims that the company suspects have 
occurred but are yet to be reported (IBNR)
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Focus on non-life companies – Treatment of 
policy liabilities

130

What are Loss reserves?
• A company’s estimate of its liability for the unpaid costs of insured events that 

have occurred.

• Because these amounts are an estimate, they are adjusted regularly and these 
adjustments affect a company’s income statement, as well as its balance sheet. 

• Any changes in reserve estimates will directly change incurred losses (an expense 
account), thereby adding to the volatility of a company’s financial statements.

• Loss reserves are typically one of the most significant estimates made by 
management when preparing financial statements.
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Focus on non-life companies – Treatment of 
policy liabilities

131

Losses Incurred and Loss Adjustment Expenses Incurred (LAE)
Statutory Accounting permits recognition of an expense. Expense is calculated as the 
sum of the amount paid during the year plus the end of the year balance of unpaid 
liability (case basis and IBNR) less the beginning of the year balance of unpaid liability 
(Amount paid plus/minus change in the liability.)
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Focus on non-life companies – Treatment of 
policy liabilities

132

Annual Statement (Yellow Book), page 4, lines 2 (losses) and 3 (LAE):

* For tax purposes, “Losses incurred” includes the change in unpaid LAE. 
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• Tracked by accident year (AY) and line of business 
(LOB)
– Auto
– Workers’ comp
– Homeowners
– Commercial

• Schedule P, of the Annual Statement provides detail
• Liability may be net of salvage and subrogation 

recoverable

Unpaid Losses

Focus on non-life companies – Treatment of 
policy liabilities

133
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Focus on non-life companies – Treatment of 
policy liabilities
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Focus on non-life companies – Treatment of 
policy liabilities

135

How do you calculate tax basis? 
Tax follows the statutory formula: paid plus or minus the change in the unpaid liability,
discounted for the time value of money (TVM). 
• Unpaid losses and LAE are discounted for the TVM
• Salvage and subrogation must be accrued and discounted for TVM
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Focus on non-life companies – Treatment of 
policy liabilities
IRC Sec 846: “The amount of the discounted unpaid losses as of the end of any taxable 
year shall be the sum of the discounted unpaid losses (as of such time) separately 
computed under this section with respect to unpaid losses in each line of business 
attributable to each accident year.” 

• Tax basis (discounted) unpaid loss reserves:
– Interest rate and loss payment pattern used to compute discount factor, and
– Undiscounted unpaid loss reserves

• Any statutory discount is reversed before applying IRS discount factor

136
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Placeholder for banner
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• Application of Loss reserves discounting
– Use IRS provided discount factors by LOB and AY
– Identify the undiscounted unpaid loss reserve amounts by using information in the 

annual statement (Sch P)
– Do the math (undiscounted reserve value multiplied by the applicable discount 

factor), or let the tax return software do the work.

• Similar treatment for accrued Salvage & Subrogation, which acts like a contra 
liability account

Focus on non-life companies – Treatment of 
policy liabilities

138
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Focus on non-life companies – Treatment of 
policy liabilities
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Focus on non-life companies – Treatment of 
policy liabilities
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Polling Question #11

141

Reinsurance ceded has the effect of increasing the 
amount of earned premium?

1. True
2. False
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Tax favored investment 
income and the concept of 
“double benefit”
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Tax favored investment income and the concept 
of “double benefit”
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Tax favored investment income and the concept 
of “double benefit”
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Tax favored investment income and the concept 
of “double benefit”
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Tax favored investment income and the concept 
of “double benefit”
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Tax favored investment income and the concept 
of “double benefit”
Non-life companies – Form 1120PC
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Tax favored investment income and the concept 
of “double benefit”
Life companies – Form1120L
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Tax favored investment income and the concept 
of “double benefit”
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Polling Question #12

150

Which schedule of the Form 1120-PC is a graphic 
depiction of IRC section 832(b)(4)?

1. Schedule A
2. Schedule B
3. Schedule D
4. Schedule E
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Topics not addressed

151
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Just a sampling... 
• NOL Rules Differ

• Affiliated groups/consolidated return issues

• Life policy product qualification

• Reinsurance agreements

• Impact of the IRC section 338(h)(10) election

• Pre-TCJA versions of rules discussed (applicable with amended returns and 
carrybacks)

Topics not addressed

152
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A wise Learner once said....

Focus on what you learned, 
not what you didn’t!
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Polling Question #13

154

This has been the BEST ITC course I have ever attended.

1. True
2. Definitely True
3. True –not even close!
4. Best?  Best is a gross understatement!!!
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Form 1120L Form 1120-PC

Appendix A, IRS forms
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Comparison of Sub L pre and post TCJA
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Appendix B
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Life premium revenue

Tax basis premium revenue (life and annuity 
consideration) is determined on a cash method of 
accounting. Accordingly, certain accrual basis 
adjustment made in the statutory calculation of 
earned premium are reversed. 

For example, adjustments for advance premiums and 
deferred and uncollected premiums are reversed in 
arriving at taxable income. (Note – Although there is 
an adjustment in arriving at earned premium, 
adjustments to the determination of tax basis 
liabilities offset an increase in taxable income.)

No change.

Pre-2018 Post 2017
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IRC section 848 provides rules for the calculation of a 
proxy deferred acquisition cost (Tax DAC).

Percentage of specified policy premiums used as a 
proxy for capitalization of general expenses. 

Life = 7.7%; Annuity 1.75%; Group Life 2.05%

Capitalized amount amortized, generally over 120 
months. 

Special rules for reinsurance and the first $5 million of 
capitalized expenses. 

Concept retained with modifications.

Percentage of specified policy premiums increased.

Life=9.2%; Annuity 2.09%; Group Life 2.45%

Amortization period extended to 180 months.

Special rules for reinsurance and the first $5 million of 
capitalized expenses retained.

Effective for tax year beginning after December 31, 
2017.

Transition rule – Pre-2018 capitalized amounts run-
off using old law rules 

Acquisition cost – Tax DAC

Pre-2018 Post 2017
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Tax favored investment income – Proration 
adjustment

Because of a perceived double counting of the 
benefit related to tax-favored investment income 
(municipal interest or equity dividends), life 
companies are required to annually calculate 
company share and policyholder share percentages. 
Only the company share produces a benefit for the 
company. Generally, for general account purposes, 
the company share is not sufficient to support 
attractive after tax yields on tax favored investment 
income.

Separate accounts generally produced higher 
company shares.

Formula in section 812 is repealed/replaced.

As changed, the company share is fixed at 70%. 
Accordingly, only 30% of the tax benefit for tax 
favored investment income is lost to the policyholder 
share.

Effective for tax years beginning after December 31, 
2017.

Transition rule – None.

Pre-2018 Post 2017
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Tax basis of life contract liabilities

Pre-2018 Post 2017

Generally, the tax basis of life contract liabilities is the 
greater of the contract’s net surrender value or the 
federally prescribed reserve, but no greater than the 
liability reported in the annual statement.

The federally prescribed reserve required the use of a 
methodology, mortality/morbidity table, and interest 
per the Internal Revenue Code, which are determined 
as of the date of issuance.

Calculations performed at a contract level.

Concept of net surrender value as a floor and the 
annual statement value as cap retained.

Federally prescribed reserve concept repealed; 
however, tax basis calculation still required. 
Generally, the tax basis of a life contract is now tied 
more closely to the permitted NAIC liability value 
determined as of the balance sheet date times 92.81 
percent.

Effective for tax years beginning after December 31, 
2017.

Transition Rule – Tax basis liabilities determined 
under prior law as of December 31, 2017 shall be 
recalculated using the modifications applicable to 
calendar year 2018, any adjustment shall be spread 
over an 8 year period beginning in 2018.
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Change in tax basis of life contract liabilities

Generally, most changes, including some that were 
errors, in the determination of the tax basis in life 
contract liabilities are spread into taxable income 
over a 10 year period, beginning in the year after the 
year of change. IRC section 807(f).

10 year spread provision repealed.

Replaced with treatment as normal IRC section 481 
accounting method change. Automatic approval.

Effective for tax years beginning after December 31, 
2017.

Transition Rule – Any 807(f) adjustment continues to 
be spread under the provisions of prior law.

Pre-2018 Post 2017
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Small life company deduction

IRC section 806 allows a deduction equal to 60% of 
life insurance company taxable income, but not to 
exceed $1.8 million. 

Deduction phased out for life insurance taxable 
income greater than $3 million. No deduction allowed 
if life insurance taxable income exceeds $15 million.

Must have fair value of assets less than $500 million 
on controlled group basis.

Repealed.

Effective for tax years beginning after December 31, 
2017.

Pre-2018 Post 2017
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Policyholder surplus account

Pre-1984 law permitted taxable income deferrals into 
the policyholder surplus account of stock life 
insurance companies. Provisions repealed in 1984. No 
increases in the policyholder surplus accounts 
permitted after 1984.

Certain corporate actions triggered taxation of some 
or all of any balance in the policyholder surplus 
account. Absent such actions, any balance in the 
account maintained tax deferred status indefinitely.

Repealed.

Effective for tax years beginning after December 31, 
2017.

Transition Rule – Any balance in the policyholder 
surplus account is brought into income 1/8th per year 
beginning in 2018. No deductions allowed. Tax on 
1/8th amount in addition to any other tax liability for 
the year.

Pre-2018 Post 2017
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Other provisions – Net Operating Losses (“NOL 
deduction”)

IRC section 172 - 2-year carryback and 20-year 
carryover.

Generally, NOL deduction allowed to fully offset 
regular taxable income.

No change for non-life insurance companies.

For all other companies: Carryback eliminated, 
carryforward indefinite. Deduction limited to 80% of 
taxable income before NOL deduction.

Effective for tax years beginning after December 31, 
2017.

Note – CARES Act temporary revisions allow 5-yr 
carryback and suspend 80% limitation for tax years 
2018 – 2020.

Pre-2018 Post-2017
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Non-life earned premiums

Tax basis earned premium equals net written 
premium plus/minus 80% of the change in the 
unearned premium reserve. Treasury Regulations 
1.832-4 defines the elements of earned premium, 
which generally negatively impact the treatment of 
advance premium and installment premium.

Revenue Procedure 2002-46 provides a safe harbor 
for the deduction related to premium acquisition 
expenses. This safe harbor includes the acceleration 
of premium acquisition expenses (“pro form PAE”) 
related to advance premium and installment 
premium that are treated as net written premium. 

No change.

Pre-2018 Post 2017
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Tax favored investment income – Proration 
adjustment

Because of a perceived double counting of the 
benefit related to tax-favored investment income, 15 
percent of the benefit otherwise afforded to 
municipal interests and the dividends received 
deduction is added back via a reduction in the 
amount otherwise allowable as a deduction for losses 
incurred.

As changed, proration percentage increases from 15 
percent to 25 percent. 
Percentage now based upon a formula tied to the 
highest corporate tax rate. 
Effective for tax years beginning after December 31, 
2017.
Transition rule – None.

Pre-2018 Post 2017
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Losses incurred – Tax basis of unpaid losses

Tax basis losses incurred are determined by applying 
a discount factor, which is generally determined by 
applying a federally prescribed interest rate to an 
industry based loss payment pattern. Payment 
patterns determined in “determination” years – 5 
year intervals (2017). 

Taxpayers permitted to make an election to use 
company based payment patterns in place of industry 
payment patterns. Payment patterns determined 
annually.

Interest Rate - Determined on the basis of the 
“corporate bond yield curve as defined in section 
430(h)(2)(D)(i)). 60-month average, similar to prior 
law.

Payment patterns - Short-term pattern unchanged. 
Long-term pattern is lengthened from 15 years to a 
maximum of 24 years.

Company Election. Repealed

Effective for tax years beginning after December 31, 
2017.

Transition Rule – Tax basis reserves determined 
under prior law as of December 31, 2017 shall be 
recalculated using the discount factors applicable to 
calendar year 2018, any adjustment shall be spread 
over an 8 year period beginning in 2018.

Pre-2018 Post 2017
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Special loss deduction – Section 847

Taxpayers are permitted to claim an additional tax 
deduction that is equal to the impact of discounting 
under IRC section 846 provided special estimated tax 
payment are made. This provision results in a 
reduction in federal taxable income, but no decrease 
in cash tax payments to the government.

Section 847 is repealed.

Effective for tax years beginning after December 31, 
2017.

Transition Rule (House Bill)– Full reversal of the 
special deduction and application of special 
estimated tax payments. Any excess special 
estimated tax payments are treated as normal 
estimated tax payments under IRC section 6655.

Pre-2018 Post 2017
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Salvage and subrogation

Taxpayers are required to accrual the value of 
anticipated salvage and subrogation. This amount is 
then subject to discount, applying discount factors 
computed separate from those applied to unpaid loss 
reserves.

No provision.

Note changes to IRC section 846 impact discounting 
of Salvage and Subrogation

Pre-2018 Post 2017
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Net Operating Losses (“NOL deduction”)

IRC section 172 - 2-year carryback and 20-year 
carryover.

Generally, NOL deduction allowed to fully offset 
regular taxable income.

No change for non-life insurance companies.

For all other companies: Carryback eliminated, 
carryforward indefinite. Deduction limited to 80% of 
taxable income before NOL deduction.

Note – CARES Act temporary revisions allow 5-yr 
carryback and suspend 80% limitation for tax years 
2018 – 2020.

Pre-2018 Post 2017
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