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Effective Date
The provision is effective for calendar quarters beginning more than one year after the
date of enactment.
3. Modification to alternative tax for certain small insurance companies (sec. 333 of the bill
and sec. 831(b) of the Code)
Present Law
Under present law, the taxable income of a property and casualty insurance company is
the sum of the amount earned from underwriting income and from investment income (as well as
gains and other income items), reduced by allowable deductions. For this purpose, underwriting
income and investment income are computed on the basis of the underwriting and investment
exhibit of the annual statement approved by the National Association of Insurance
Commissioners. Insurance companies are subject to tax at regular corporate income tax rates.
In lieu of the tax otherwise applicable, certain property and casualty insurance companies
may elect to be taxed only on taxable investment income under section 831(b). The election is
available to mutual and stock companies with net written premiums or direct written premiums
(whichever is greater) that do not exceed $1,200,000.
For purposes of determining whether a company meets this dollar limit, the company is
treated as receiving during the taxable year amounts of net or direct written premiums that are
received during that year by all other companies that are members of the same controlled group
as the company. A controlled group means any controlled group of corporations as defined in
section 1563(a), but applying a “more than 50 percent” threshold in lieu of the “at least 80
percent” threshold in the requirement that one of the corporations own at least 80 percent of the
total combined voting power of all classes of stock entitled to vote or at least 80 percent of the
total value of share of all classes of stock of each of the corporations; without treating insurance
companies as a separate controlled group; and without treating life insurance companies as
excluded members.654
Explanation of Provision
The provision modifies the section 831(b) eligibility rules for a property and casualty
insurance company to elect to be taxed only on taxable investment income.
Increase and indexing of dollar limits
The provision increases the amount of the limit on net written premiums or direct written
premiums (whichever is greater) from $1,200,000 to $2,200,000 and indexes this amount for
inflation starting in 2016. The base year for calculating the inflation adjustment is 2013. If the

654

Secs. 1563(a)(1), (a)(4), and (b)(2)(D), as modified by sec. 831(b)(2)(B).
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amount, as adjusted, is not a multiple of $50,000, it is rounded to the next lowest multiple of
$50,000.
Diversification requirements
The provision adds diversification requirements to the eligibility rules. A company can
meet these in one of two ways.
Risk diversification test
An insurance company meets the diversification requirement if no more than 20 percent
of the net written premiums (or, if greater, direct written premiums) of the company for the
taxable year is attributable to any one policyholder. In determining the attribution of premiums
to any policyholder, all policyholders that are related655 or are members of the same controlled
group656 are treated as one policyholder.
Relatedness test
If the company does not meet this 20-percent requirement, an alternative diversification
requirement applies for the company to be eligible to elect 831(b) treatment.657 Under this
requirement, no person who holds (directly or indirectly) an interest in the company is a
specified holder who holds (directly or indirectly) aggregate interests in the company that
constitute a percentage of the entire interests in the company that is more than a de minimis
percentage higher than the percentage of interests in the specified assets with respect to the
company held (directly or indirectly) by the specified holder. Except as otherwise provided in
regulations or other guidance, two percentage points or less is treated as de minimis. An indirect
interest for this purpose includes any interest held through a trust, estate, partnership, or
corporation.
A specified holder means, with respect to an insurance company, any individual who
holds (directly or indirectly) an interest in the insurance company and who is a spouse or lineal

655

For this purpose, persons are related within the meaning of section 267(b) or 707(b).
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Members of the same controlled group are determined as under present law for purposes determining
whether a company meets the dollar limit applicable to net written premiums (or, if greater, direct written
premiums). The provision relocates the controlled group definition, as modified for purposes of section 831, in
section 831(b)(2)(C).
657

These added eligibility rules reflect the concern expressed by the Finance Committee upon reporting
out S.905, “A Bill to Amend the Internal Revenue Code of 1986 to Increase the Limitation on Eligibility for the
Alternative Tax for Certain Small Insurance Companies,” when the Committee stated, “The Committee notes that
the provision does not include a related proposal that would narrow eligibility to elect the alternative tax in a manner
intended to address abuse potential, but that may cause problems for certain States. The Committee therefore wants
the Treasury Department to study the abuse of captive insurance companies for estate planning purposes, so
Congress can better understand the scope of this problem and whether legislation is necessary to address it.” S. Rep.
114-16, April 14, 2015, page 2.
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descendant (including by adoption) of an individual who holds an interest (directly or indirectly)
in the specified assets with respect to the insurance company.
The specified assets with respect to an insurance company mean the trades or businesses,
rights, or assets with respect to which the net written premiums (or direct written premiums) of
the company are paid.
For example, assume that in 2017, a captive insurance company does not meet the
requirement that no more than 20 percent of its net (or direct) written premiums is attributable to
any one policyholder. The captive has one policyholder, Business, certain of whose property and
liability risks the captive covers (the specified assets), and Business pays the captive $2 million
in premiums in 2017. Business is owned 70 percent by Father and 30 percent by Son. The
captive is owned 100 percent by Son (whether directly, or through a trust, estate, partnership, or
corporation). Son is Father’s lineal descendant. Son, a specified holder, has a non-de minimis
percentage greater interest in the captive (100 percent) than in the specified assets with respect to
the captive (30 percent). Therefore, the captive is not eligible to elect section 831(b) treatment.
If, by contrast, all the facts were the same except that Son owed 30 percent and Father
owned 70 percent of the captive, Son would not have a non-de minimis percentage greater
interest in the captive (30 percent) than in the specified assets with respect to the captive (30
percent). The captive would meet the diversification requirement for eligibility to elect section
831(b) treatment. The same result would occur if Son owned less than 30 percent of the captive
(and Father more than 70 percent), and the other facts remained unchanged.
Any insurance company for which an 831(b) election is in effect for a taxable year must
report information required by the Secretary relating to the diversification requirements imposed
under the provision.
The provision also makes a technical amendment striking an unnecessary redundant
parenthetical reference to interinsurers and reciprocal underwriters.
Effective Date
The provision is effective for taxable years beginning after December 31, 2016.
4. Treatment of timber gains (sec. 334 of the bill and sec. 1201 of the Code)
Present Law
Treatment of certain timber gain
Under present law, if a taxpayer cuts standing timber, the taxpayer may elect to treat the
cutting as a sale or exchange eligible for capital gains treatment (sec. 631(a)). The fair market
value of the timber on the first day of the taxable year in which the timber is cut is used to
determine the gain attributable to such cutting. Such fair market value is thereafter considered
the taxpayer’s cost of the cut timber for all purposes, such as to determine the taxpayer’s income
from later sales of the timber or timber products. Also, if a taxpayer disposes of the timber with
a retained economic interest or makes an outright sale of the timber, the gain is eligible for
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