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Editor’s note: The following article is the first in a new series about tax-
ation for mergers and acquisitions and reinsurance. Look for our next 
installment to learn more from a product tax perspective in a future 
issue of Taxing Times.

In September 2019, the U.S. Department of the Treasury 
(Treasury) and the Internal Revenue Service (IRS) issued 
proposed regulations under Internal Revenue Code (IRC)  

§ 382(h) regarding items of income and deduction included in 
the calculation of built-in gains and losses for the purpose of 
applying IRC § 382 limitations.1 The proposed regulations in 
their current form present serious problems for mergers and ac-
quisitions of insurance companies that have been described to 
the IRS in comment letters.2 This article is intended to give a 
top-level overview of IRC § 382(h) and to highlight some poten-
tial problems the proposed regulations present for acquisitions 
of insurance companies with unused tax losses and deductions as 
outlined by the industry to the IRS.

OVERVIEW OF IRC § 382(h) 
IRC § 382 in general limits the use of a loss corporation’s pre-
change-in-ownership losses in postchange periods to an annual 
amount equal to the value of the loss corporation multiplied by 
the long-term tax-exempt rate (1.63 percent as of March 2020).3 
The idea underlying the limitation is to prevent corporations 
from trafficking in net operating losses and built-in losses by 
placing a limit on the amount of postchange income that can 
be offset by prechange losses. The limits are intended to ensure 
that tax reductions from existing losses are not worth more for 
the acquiring company than they would be for the loss corpora-
tion were it not for the ownership change.4 

A change in ownership for this purpose generally occurs when 
one or more “5-percent” shareholders as of a testing date in-
creases their ownership in a loss corporation by 50 percentage 
points over their lowest percentage ownership during a testing 
period.5 A loss corporation generally refers to one that, immedi-
ately before the change in ownership, has carryovers of net op-
erating losses or that has a net operating loss during the year in 
which the change in ownership occurs.6 The term also includes 
a corporation that has a built-in loss.7 The limitation applies on 
a permanent basis to prechange losses, and for a five-year recog-
nition period for built-in losses.8

A guiding principle for § 382 is the “neutrality” principle.9 Ac-
cording to this principle, a loss corporation’s built-in gains and 
losses, when recognized after an ownership change takes place, 
should be treated in the same way that the gains or losses would 
have been treated were it not for the ownership change. In fur-
therance of the neutrality principle, IRC § 382(h) provides rules 
covering built-in gains or losses in existence immediately before 
the ownership change that are recognized during the five-year 
period after the ownership change, known as the “recognition 
period.”10 These rules involve an alphabet soup of concepts de-
fining the status of gains and losses, including NUBIL, NUBIG, 
RBIL and RBIG, as described next. 

In short, if a loss corporation has net unrealized built-in loss  
(NUBIL) immediately before the ownership change, its recog-
nized built-in loss (RBIL) during the recognition period is con-
sidered to be attributable to prechange periods and therefore is 
subject to the IRC § 382 limitation to the extent of NUBIL as 
reduced by RBIL recognized earlier during the recognition peri-
od. In other words, the losses that were determined to be built up 
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to carryover) that is “attributable to” periods before the change 
in ownership.14 

NOTICE 2003-65
The inclusion by IRC § 382(h)(6) of items of income and de-
duction in the recognition period that are “attributable to” pre-
change periods in RBIG and RBIL was a source of uncertainty 
for taxpayers until the IRS issued Notice 2003-65.15 The no-
tice allows taxpayers to rely on a hypothetical sale model for 
determining NUBIG and NUBIL that includes two alternative 
safe harbor approaches for determining the amounts of built-in 
items that are “attributable to” prechange periods. In both ap-
proaches, the loss corporation is treated as having sold all of its 
assets, including goodwill, at fair market value to a third party 
that assumed all of its liabilities.

The two safe harbors are based on rules developed under other 
IRC sections. The first safe harbor is the IRC § 1374 approach. 
The rules and regulations under IRC § 1374 generally apply 
accrual accounting to determine built-in items. Under this ap-
proach, items of income and deduction that are considered to 
have been accrued for tax purposes in prechange periods are 
considered built-in items.

The second safe harbor is the IRC § 338 approach. IRC § 338 
permits a purchasing corporation to make an election to treat a 
stock purchase as a purchase of the acquired corporation’s assets 
whereby the target corporation is treated as having sold its as-
sets at fair market value as of the closing of the transaction and 
is treated as a new corporation that purchased the assets. The 
IRC § 338 approach described in Notice 2003-65 is based on a 
comparison of actual items of income, deduction, gain and loss 
against the items that would have been realized if the loss corpo-
ration had made an IRC § 338 election in a hypothetical sale of 
all its stock on the date of the ownership change.

The notice explains that the results may substantially differ 
under the two safe harbor approaches. Specifically, the IRC  
§ 338 approach allows built-in gain assets to generate RBIG 
even if they are not disposed of during the recognition period. 
The approach generates RBIG to the extent of the excess of a 
hypothetical cost recovery deduction on a built-in gain asset if an 
election had been made, over the actual allowable cost recovery 
deduction. For this reason, practitioners generally have consid-
ered the IRC § 338 safe harbor to be more favorable to taxpayers 
in a NUBIG position, and particularly those that have valuable 
intangible assets.16 The notice also explains that the IRC § 338 
approach provides that contingent liabilities that exist as of the 
change date may be treated as RBIL. For this reason, the IRC  
§ 1374 approach, which does not consider contingent items un-
der the notice approach, may be preferable for loss corporations 
in a NUBIL position.

as an economic matter in pre-ownership-change years are limited 
if recognized in the five-year period after the ownership change.

In the case of a loss corporation that is in a net unrealized built-
in gain (NUBIG) position immediately before the ownership 
change, its limitation during the recognition period is increased 
by recognized built-in gain (RBIG) capped by the NUBIG as 
reduced by RBIG previously recognized during the recognition 
period. In this case, the neutrality principle dictates that the lim-
it is increased so that gains realized in the recognition period 
that were built up before the ownership change are treated the 
same as if no ownership change had occurred.

Thus, for a loss corporation in a NUBIL position, RBIL increas-
es the losses subject to the § 382 limitation, while for a loss cor-
poration in a NUBIG position, RBIG increases the amount of 
the limitation. The importance of RBIL and RBIG is magnified 
by the extremely low level of the § 382 interest rate that limits 
post-acquisition loss utilizations.

The NUBIG/NUBIL amount, in general, is measured by the 
difference between the fair market value of the corporation’s as-
sets and the aggregate adjusted basis of its assets immediately 
before the ownership change.11 The NUBIG/NUBIL amounts 
are adjusted for amounts determined as of the ownership change 
date that would be considered RBIG or RBIL if such amounts 
were recognized during the recognition period, regardless of 
whether they are recognized in that five-year period.12 RBIG 
and RBIL generally refer to any gain or loss recognized on dis-
position of an asset during the recognition period to the extent 
of the difference between the fair market value of the asset and 
its adjusted basis immediately before the ownership change.13 In 
furtherance of the neutrality principle discussed earlier, RBIG 
also includes any item of income properly taken into account in 
the recognition period that is “attributable to” periods before 
the change in ownership, and RBIL includes any amount of de-
duction allowable during the recognition period (without regard 

The idea underlying the limitation 
is to prevent corporations from 
trafficking in net operating 
losses and built-in losses by 
placing a limit on the amount of 
postchange income that can be 
offset by prechange losses.
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THE PROPOSED REGULATIONS
The proposed regulations would require use of the IRC § 1374 safe 
harbor computation provided in Notice 2003-65, with certain mod-
ifications that generally are unfavorable to taxpayers and would alto-
gether eliminate the IRC § 338 approach. One important modifica-
tion to the IRC § 1374 approach is a requirement to value contingent 
liabilities at the change date for treatment as a built-in item. As men-
tioned, contingent items were not considered under the IRC § 1374 
approach under the notice. The preamble to the proposed regula-
tions explains that Treasury and the IRS concluded that, of the two 
safe harbors provided in Notice 2003-65, the IRC § 1374 approach 
is more consistent with the text and purpose of IRC § 382 than the 
IRC § 338 approach. The preamble points out that, under the IRC  
§ 338 approach, depreciation deductions on certain built-in gain 
assets can create RBIG even though no actual recognition of gain 
or loss occurs during the recognition period. The preamble viewed 
this result as inconsistent with the language of the statute. Further-
more, the preamble explained that changes in the Tax Cuts and Jobs 
Act led Treasury and the IRS to conclude that the hypothetical cost 
recovery deductions under the IRC § 338 approach do not provide 
a reasonable estimate of the income or deduction a built-in gain or 
loss asset would produce during the recognition period.

As indicated, the IRC § 1374 approach adopted in the proposed 
regulations identifies RBIG and RBIL at the time of the disposi-
tion of a loss corporation’s assets during the recognition period. 
To implement this approach, the proposed regulations generally 
provide that NUBIG (positive) or NUBIL (negative) is: 

• the amount equal to the amount realized if, immediately 
before the ownership change, the loss corporation sold all 
of its assets, including goodwill and other intangibles, at fair 
market value17 to an unrelated third party with the hypo-
thetical buyer assuming no liabilities (after satisfaction of any 
inadequately secured nonrecourse liabilities);

• reduced by the loss corporation’s aggregate adjusted basis of 
the § 382 assets, the amount of any noncontingent liability 
that could be deducted on payment of the liability, and the 
estimated value of any contingent liability immediately be-
fore the ownership change that could be deducted on pay-
ment or accrual upon the removal of the contingency;

• increased or decreased by any IRC § 481 adjustments (i.e., 
timing adjustments for changes in method of accounting) 
taken into account on the sale; and

• increased by the amount of potential RBIG if all amounts 
were properly taken into account during the five-year rec-
ognition period and decreased by the amount of potential 
RBIL using the same assumption.

RBIL can occur as a result of certain cost recovery (e.g., depre-
ciation or amortization) deductions and deductions for noncon-
tingent liabilities deductible on payment of the liability or for 

contingent liabilities deductible on removal of the contingency 
during the five-year recognition period, but not for accrued lia-
bilities that are deductible when accrued. 

Under the notice safe harbor, contingent liabilities were consid-
ered under the IRC § 338 approach only. As for the valuation 
of contingent liabilities, the proposed regulations provide that 
the value is the amount reflected on the most current applica-
ble financial statement as of the change date if the liability is 
reflected on the face of the statement, and it is not adjusted to 
reflect the actual amount of liability established on removal of 
the contingency.18 

Taxpayers may continue to rely on either safe harbor approach 
laid out in Notice 2003-65 until final regulations are issued, but 
Notice 2003-65 is intended to be withdrawn as of the date the 
proposed regulations are finalized.

TRANSITION RELIEF
On Jan. 10, 2019, Treasury and the IRS issued transition relief 
under the proposed regulations. Taxpayers and practitioners had 
expressed concern that the applicability date of the proposed 
regulations would impose a significant burden on taxpayers 
evaluating and negotiating business transactions. With respect 
to insurance company acquisitions, additional concerns had 
been expressed relating to (1) regulatory approvals, which add 
requirements to closing to which unregulated businesses are not 
subject, and (2) additional complications that could arise in the 
acquisition of a distressed insurer, depending on the level of con-
trol being exercised by state insurance regulatory authorities un-
der laws based on the National Association of Insurance Com-
missioners Risk-Based Capital (RBC) for Insurers Model Act.
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In response, Treasury and the IRS revised a portion of the pro-
posed regulations to delay the applicability date of the final reg-
ulations to apply to certain ownership changes that occur after 
the date that is 30 days after the date the final regulations are 
published in the Federal Register, and added transition relief 
provisions for certain types of transactions. 

Under the transition relief provisions, final regulations would not 
apply to certain ownership changes that occur after the delayed ap-
plicability date, including those pursuant to a binding agreement 
in effect on or before the delayed applicability date and at all times 
thereafter, and those pursuant to a specific transaction described in 
a public announcement made on or before the delayed applicabil-
ity date or described in a filing with the Securities and Exchange 
Commission submitted on or before the delayed applicability date.

Taxpayers may continue to rely on Notice 2003-65, including the 
IRC § 338 approach, with respect to any ownership change qualify-
ing for transition relief, even though the Notice will be made obso-
lete on the delayed applicability date. However, taxpayers also may 
choose to apply the final regulations to such an ownership change. 

POTENTIAL ISSUES FOR INSURANCE COMPANIES
The proposed regulations do not specifically address how changes 
in ownership in the insurance company context are to be treat-
ed, and there is considerable uncertainty on how the regulations 
might apply. The potential issues, as well as comments that were 
made in response by the ACLI and by the property and casualty 
insurance industry, are summarized in the following paragraphs.

Insurance-in-Force
Perhaps the most critical issue for insurance companies is the 
treatment of an insurer’s intangible asset stemming from its exist-
ing contractual relationships—often referred to as value of insur-
ance-in-force (VIF).19 In determining NUBIG/NUBIL, the pro-
posed regulations depart from the approach in Notice 2003-65 by 
assuming a hypothetical sale of assets in which the buyer assumes 
no liabilities. But that approach is unworkable in the context of the 
sale of insurance business, where the value of existing insurance 
contracts derives from the assumption of contractual liabilities. One 
solution to this problem would be for the regulations to carve out 
an exception for ownership changes involving insurance companies 
to allow the hypothetical sale of insurance contracts to involve an 
assumption of liabilities. Alternatively, the regulations could return 
to the model set forth in Notice 2003-65 where the hypothetical 
sale did involve assumption of all of the liabilities of the loss corpo-
ration. Without one of these changes, the regulations simply would 
be impossible to apply to an insurance business. 

Policy Reserves
The comment letters described two aspects of insurance reserves rel-
evant to the determinations required by the proposed regulations. 
First, reserves are an element of VIF, which generally is determined 
as the present value of future distributable earnings determined on a 
regulatory basis. In other Treasury regulations involving sales or ac-

quisitions of insurance contracts, Treasury and the IRS have already 
made it clear that tax reserves are the proper measure of the liability. 
For example, tax reserves are used in determining the purchase price 
in the deemed asset acquisition that results when a purchase of stock 
is treated as a purchase of assets pursuant to an election under IRC 
§ 338.20 The same is true for determining taxable income in a re-
insurance transaction.21 Similarly, under IRC §§ 197 and 1060, the 
amount paid for insurance-in-force is determined by reference to tax 
reserves.22 Accordingly, the comment letters conclude, tax reserves 
should likewise be treated as the proper measure for the calculations 
required under § 382(h) and the proposed regulations.

The second aspect of tax reserves addressed in the comment letters is 
that reserves reflect prechange economic activity and should not be 
treated as built-in items. As noted previously, the proposed regula-
tions provide that NUBIG/NUBIL is reduced by the amount of any 
noncontingent liability of the loss corporation that could be deducted 
on payment of the liability, and by the estimated value of any contin-
gent liability immediately before the ownership change that could 
be deducted on payment or accrual upon the removal of the contin-
gency. Accordingly, RBIL can occur as a result of deductions for such 
noncontingent or contingent liabilities during the five-year recog-
nition period. However, for insurance companies, the tax law allows 
reserves to be deducted and specifies how deductible reserves are to 
be computed. In that sense, reserves are treated for insurance compa-
nies as accrued liabilities are for other taxpayers, even though they are 
amounts set aside to pay future unaccrued claims. Accordingly, the 
comment letters request that the regulations clarify that insurance 
tax reserves should not be treated either as a noncontingent liability 
that could be deducted on payment of the liability or as a contingent 
liability that could be deducted on the removal of the contingency.

The Neutrality Principle
Another area of concern with the proposed regulations expressed 
in insurance industry comment letters is the apparent disregard 
of the neutrality principle resulting from the regulations’ elimi-
nation of Notice 2003-65’s allowance of hypothetical cost recov-
ery deductions under the IRC § 338 approach as an estimate of 
the income a built-in gain asset would produce during the rec-
ognition period. This change in the proposed regulations would 
adversely impact loss corporations with NUBIG attributable in 
part to valuable intangible assets, like VIF. Many comment letters 

Treasury and the IRS revised 
a portion of the proposed 
regulations to delay the 
applicability date of the final 
regulations to apply to certain 
ownership changes.
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objecting to this change were submitted by companies and indus-
try trade groups across the broad spectrum of corporate America.

In the absence of an acquisition, a “wasting” intangible asset, like 
VIF, would produce income that could absorb the loss attributes of 
a loss corporation. The IRC § 338 approach under Notice 2003-65 
had recognized this prechange aspect of a valuable intangible and 
allowed cost recovery deductions as an estimate of the postchange 
recognition period income produced by the intangible, which, ad-
mittedly, would be difficult or impossible to measure directly. As 
noted, the IRS and Treasury have concerns that using cost recov-
ery deductions may produce an unreasonable estimate of income 
during the recognition period, but by eliminating this approach, 
the proposed regulations have gone to the other extreme of not 
permitting RBIG treatment when built-in gain is recognized by the 
loss corporation without an actual disposition of the asset. 

CONCLUSION
The proposed regulations have attracted many comment letters 
from companies in a wide variety of industries. The IRS and Trea-
sury are required to give careful consideration to all comments 
filed before the November 2019 comment deadline. Some of the 
insurance industry’s concerns are truly unique to the insurance 
business, and it is hoped that the IRS and Treasury adopt changes 
to address those concerns when final regulations are published. n

This article is intended to summarize issues and problems in the regu-
lation and is not intended as a comprehensive discussion of IRC § 382 
or its application to insurance companies.

Samuel A. Mitchell is a partner with the Washington, DC, law firm  
of Scribner, Hall & Thompson LLP and may be reached at  
smitchell@scribnerhall.com.

Arthur C. Schneider is a consultant for the American Council of Life 
Insurers and may be reached at artschneider7661@gmail.com.
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