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and Jobs Act of 2017 (“T'CJA”)! are resulting in signifi-

cant impacts to the taxation of reinsurance transactions
and continue to factor into business decisions with respect to
amounts, types and counterparties for reinsurance transactions.
The significant TCJA changes—such as the lowering of the
United States federal income tax rate to 21 percent, the base
broadening measures and the changes to the U.S. taxation of
foreign operations, as well as cross-border transactions—alter
the underlying economics of reinsurance transactions. This
article focuses on the T'CJA’s changes to the provisions for net
operating losses (“NOLs”) and highlights some of the challenges
surrounding the NOL provisions that insurance companies
may face when making business decisions around reinsurance
agreements.

The sweeping changes brought about by the Tax Cuts

NET OPERATING LOSSES

The TCJA made significant changes to the utilization of NOLs
generated in taxable years after Dec. 31, 2017, resulting in sev-
eral complexities, in particular, for life and nonlife insurance
companies included within a consolidated return.’ For losses
arising in taxable years beginning after Dec. 31, 2017, life insur-
ance companies are now subject to the same general section’
172 NOL rules that apply to regular non-insurance companies
(C-corporations), which provide for no carrybacks and indef-
inite carryovers. Additionally, the TCJA imposed a limitation
whereby most entities seeking to utilize an NOL will be allowed
a deduction only for an amount equal to the lesser of (1) the
aggregate of the NOL carryovers to the taxable year or (2) 80
percent of its current year taxable income computed without
regard to the deduction allowable under section 172.*

An interesting twist to these changes is that the T'CJA retained
the two-year carryback and 20-year carryover periods for non-
life (or property-casualty [“P&C”]) insurance companies and
provided an explicit exception to exclude nonlife insurance

28 | OCTOBER 2019 TAXING TIMES 3599

companies from the 80 percent taxable income limitation on use
of NOLs as described earlier.’ To make matters more compli-
cated, old law continues to apply to any NOLs generated prior
to Jan. 1, 2018, for calendar year taxpayers. Table 1 provides a
summary of the old versus new rules that apply to the various

types of NOLs.

Tablel
Old vs. New Rules That Apply to NOLs
Company Type | Old Law New Law
P&C 2 years Carryback 2 years Carryback
(Form 1120-PC) 20 years Carryover 20 years Carryover
(Not subject to
80% Tl limitation)
C-Corporation 2 years Carryback 0 years Carryback
(Form 1120) 20 years Carryover Indefinite Carryover
(+80% Tl limitation)
Life 3years Carryback 0 years Carryback

(Form 1120-L)

15 years Carryover

Indefinite Carryover

(+80% Tl limitation)

As a result of these NOL changes, taxpayers in the insurance
industry have had to come up with potential interpretations
when certain issues arise requiring additional guidance and clar-
ification that has yet to be published by the Internal Revenue
Service (“IRS”) or the Department of the Treasury (“Ireasury”).
For example, an issue has emerged regarding how to apply the
80 percent taxable income limitation when a taxpayer has both
pre-2018 NOL carryovers and post-2017 NOL carryovers.
One interpretation is that the 80 percent limit is determined
without regard to any NOL carryovers—whether pre-2018 or
post-2017. A second interpretation is that it is determined only
without regard to post-2017 carryovers—i.e., after reduction
by pre-2018 carryovers. In December 2018, the “Bluebook™
explanation of the TCJA issued by the Joint Committee on
Taxation took the latter view. However, the Bluebook is not
official guidance, and no further clarification has yet addressed
this specific issue.



Within the consolidated return framework, there are numerous
complications that arise in handling these new NOL provi-
sions, which include but are not limited to the interaction of
the utilization of pre-2018 and post-2017 NOLs; interaction
of 80 percent-limited losses with losses that are not limited,;
dealing with the ordering of the 35 percent crossover limita-
tion between life and nonlife subgroups per section 1503 and
the 80 percent limitation; and the interaction of the new NOL
rules with the new international provisions such as the Global
Intangible Low-Taxed Income (“GILTT”) tax, the section 250
deduction and the Base Erosion and Anti-Abuse Tax (“BEAT™).

Due to the cyclical nature of insurance and market forces that
cause occasional loss years, insurance companies may have to
grapple with these loss usage rules more frequently than other
industries. Further, these complexities are likely to impact
indemnity reinsurance transactions, as gains or losses are cre-
ated for the ceding company and the assuming company in the
year the reinsurance transaction occurs. For example, to the
extent a loss is generated by a life reinsurer as a result of an
indemnity reinsurance transaction and such loss exceeds the
reinsurer’s other taxable income, the reinsurer might not obtain
the same tax benefit as under prior law due to its inability to
carry back such loss and the limitation on use of carryovers only
to the extent of 80 percent of taxable income. This is illustrated
in Figure 1, a simplified Life Insurers Illustration (next page).
In order to avoid covering a myriad of other topics, we have
ignored some potential adjustments to taxable income, such as
deferred acquisition costs (“DAC”®) and the ceding and assum-
ing companies’ tax basis of life insurance reserves.” We also have
ignored the 20 percent alternative minimum tax (“AMT”) under
pre-2018 law, which would have limited the NOL carryback to
90 percent of taxable income in the carryback year.

In 2018, Assuming Company pays a ceding commission of $400,
per the terms of the agreement, resulting in a tax deduction
and an overall taxable loss for the year, to Assuming Company.
Under prior tax law, Assuming Company had the ability to carry
back $200 of the $300 loss to fully offset its prior year income
of $200 and receive a tax refund of $70 at the 35 percent tax
rate; however, under the TCJA, Assuming Company is no lon-
ger allowed to carry back the life NOL that was generated in
2018 and can only carry it indefinitely to tax years when a 21
percent tax rate applies. Assuming Company is left with a full
$300 NOL carryover to 2019, as it was not able to utilize it in a
carryback year.

In 2019, under prior tax law, Assuming Company could have
used its remaining NOL carryover in its entirety to fully offset
its taxable income in the current year. Under the TCJA, how-
ever, Assuming Company is limited to $80 of NOL utilization
in 2019, as a life insurance company is allowed a deduction only

for an amount equal to the lesser of the aggregate of the NOL
carryovers to the taxable year (total $300) or 80 percent of its
current year taxable income (total $80). Moreover, the overall
impact between the two years shows a cash tax benefit of $74
under prior tax law when compared to the T'CJA regime, due in
part to the tax rate differential and in part to deferred utilization
of the NOL. As the example demonstrates, a large reinsurance
transaction with an up-front ceding commission that results in,
or increases, a taxable loss may not result in the same imme-
diate tax benefit as could have been available under prior tax
law. Insurance companies will need to be aware of their overall
taxable income or loss position for the year when factoring
taxes into reinsurance pricing, as deductions might not result
in an immediate cash tax savings as they could have in pre-2018
tax years.

CONSOLIDATED TAXRETURNS

Significant complexity exists when trying to apply these new
NOL rules within a consolidated tax return. The new NOL
provisions that apply differently to different types of companies
must now fit within a consolidated return framework that may
include life insurance, nonlife insurance and non-insurance
companies. The existing consolidated return framework under
Treas. Reg. § 1.1502-21 for the consolidated NOL ordering
rules and Treas. Reg. § 1.1502-47 for the life/nonlife subgroup
rules does not adequately address this differential treatment of
NOL:s for the various entities within the same consolidated tax
return. Although the IRS is currently analyzing the potential
changes needed under these rules, the timing for releasing
revised regulations is still uncertain.'

Two of the primary questions when P&C insurance companies
are included in a consolidated return are how the overall NOLs
(not including NOLs of any life insurance companies) would
be allocated to P&C companies (and therefore eligible for
carryback) and how such allocated NOLs would be absorbed
by income in the carryback year. The answers to these ques-
tions may or may not involve a “P&C subgroup.” A potential
interpretation of how the nonlife TCJA NOL rules might apply
under the no-P&C subgroup approach is illustrated in Figure 2,
Nonlife Insurers Ilustration (page 31). In this example, current
year losses of members offset current year income of other
members prior to any carryforwards or carrybacks. Also, the 80
percent limitation does not apply to current year NOLs offset-
ting current year income. Each entity’s proportional share of
the nonlife consolidated NOL is then proportionally allocated
to those members with losses. To the extent that the nonlife
consolidated NOL is attributable to the nonlife insurance com-
pany members, it may be carried back to the two prior years.!!
Consistent with new section 172(b)(1)(A), a nonlife consolidated
NOL attributable solely to separate NOLs experienced by the

non-insurance company members cannot be carried back.
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Figure 1
Life Insurers Illustration

Assumptions:

Indemnity Reinsurance

Ceding Company and Assuming Company are life insurers.

Assuming Company has $200 of taxable income in 2017. Old Law New Law

Ceding Assuming Ceding Assuming
Company Company Company (@131 1sE1IWA|  Difference

2018
Income/(Loss) Separate from Reinsurance 100 100 100 100
Reinsurance Premium Income/(Expense) (8,000) 8,000 (8,000) 8,000
(Increase)/Decrease in Reserves 8,000 (8,000) 8,000 (8,000)
Ceding Commission - Reinsurance Income/(Loss) 400 (400) 400 (400)
Reinsurance Transaction Income/(Loss) 400 (400) 400 (400)
2018 Taxable Income/(Loss) 500 (300) 500 (300)
2018 NOL Generated - 300 - 300
NOL Amount Carried Back to 2017* - (200) - -
Applicable Corporate Tax Rate 35% 35%
Cash Taxes (Refund) (70) - (70)
2018 NOL Carryover - 100 - 300
2019
2019 Taxable Income/(Loss) before NOL Utilization 100 100 100 100
Current Year NOL Utilization (80% limitation under - (100) - (80)
new law)
2019 Taxable Income/(Loss) after NOL Utilization 100 - 100 20

Applicable Corporate Tax Rate 35% 21%
Cash Taxes Impact - 4 (4)
2019 NOL Carryover - - - 220
Total Cash Taxes (Benefit) Between Old & New Law (70) 4 (74)

“Disregarding old law AMT for purposes of simplicity.
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In 2018, under prior tax law, the consolidated group has the abil-
ity to carry back $200 of the group’s $300 loss to fully offset its
prior year income of $200 and receive a tax refund of $70 at the
35 percent tax rate; however, in this illustration, the total 2018
nonlife consolidated NOL generated for the year of $300 is
allocated to the loss entities in proportion to the losses that were
generated for each entity, respectively. Only the P&C Company’s
proportional share of the consolidated loss is carried back to prior
years. P&C Company and C-Corp Company 1 are each allocated
$150 of the 2018 total $300 loss, as each of these two companies
was responsible for half of the 2018 total nonlife consolidated
group loss in 2018. Therefore, P&C Company may carry back
$150 of the $300 loss to offset at 35 percent $150 of the prior year
income of $200 and the group would receive a tax refund of $53.

In 2019, under prior tax law, since none of the entities are subject
to a taxable income limitation, the nonlife consolidated group
would have been able to use the 2018 NOL carryover of $100
in its entirety to fully offset its taxable income of $100 at the 21
percent tax rate in the 2019 tax year. Under the TCJA, however,
the nonlife consolidated group is limited to using only $80 of the
NOL, as a non-insurance company is allowed a deduction only for
an amount equal to the lesser of the aggregate of the NOL carry-
overs (total $150) or 80 percent of its current year taxable income
(total $80). Further, the nonlife consolidated group would have
$20 of remaining taxable income for 2019 and an NOL carryover
of $70 going into the 2020 tax year, which can be carried forward
indefinitely. The overall impact between the two years shows a
cash tax benefit of $22 under prior tax law when compared to
the TCJA regime, again due in part to the tax rate differential
and in part to deferred utilization of the NOL. Further, additional
complexities arise when dealing with a life/nonlife consolidated
return, but such discussion is beyond the scope of this article.!?

Overall, the type of loss generated affects whether it may be
carried back or whether it expires; the year the loss is generated
affects whether post-2017 or pre-2018 law impacts the ordering
rules and limitations; and the type of income being offset—e.g.,
nonlife insurance, life insurance or non-insurance—impacts
whether the loss is subject to the 80 percent of taxable income
limitation. Depending on potential guidance, the consolidated
group’s ability to use a loss generated by a nonlife insurance
company could be limited as a result of the profiles of other
companies included in the consolidated return. The examples
provided in this article illustrate just one potential interpretation
of applying the new NOL rules within the existing consolidated
return framework.

CONCLUSION

There are several potential interpretations of how to apply

the TCJAs new NOL rules, especially in the life/nonlife
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consolidated return context. Various considerations must be
analyzed when modeling reinsurance scenarios, especially where
losses are expected in the year a reinsurance transaction occurs.
As the tax law continues to evolve, it will be imperative for actu-
aries and reinsurance groups to evaluate reinsurance agreements
in light of the impact that the T'CJA may have on the profitabil-
ity and pricing of such transactions. M
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