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SUBCHAPTER L: CAN YOU BELIEVE IT?
INSURANCE-IN-FORCE IS A VALUABLE ASSET

By Peter H. Winslow

It is well understood among actuaries and insurance tax pro-
fessionals that insurance-in-force is an intangible asset that 
can be purchased as part of the acquisition of an insurance 
business. In the context of reinsurance, the purchase price for 
insurance-in-force usually takes the form of a ceding commis-
sion. In many cases there is an expectation that the future net 
cash flows from in-force policies (premiums, plus investment 
earnings on future premiums, less benefits and expenses) will 
be negative, as usually would be the case for a closed block 
of single premium or paid-up life insurance contracts where 
there are no future premiums. In the real world, this block of 
contracts generating future negative cash flows would be con-
sidered a liability. Yet, in the insurance business, this block of 
business is considered a valuable asset called insurance-in-
force. Can you believe it? 

How can an economic liability be an intangible asset? As 
explained below, the answer lies in 1) insurance regulatory 
accounting conventions that require the establishment of re-
serves for future unaccrued claims, 2) the assumption that 
assets backing the reserves will be available to pay future 
claims, and 3) the fact that future net cash flows become avail-
able to the owner of an insurance business only as they become 
distributable under insurance regulatory accounting and 
capital requirements. Insurance accounting is different from 
accounting methods for other businesses because premiums 
are received before claims are paid out. Obviously, the entire 
premium charged is not earned economic income; a large 
portion must be set aside as a liability on the balance sheet to 
pay future unaccrued claims. Also, to account for the periodic 
emergence of profit or loss in gain from operations, it is neces-
sary to offset premium income by a reserve liability for future 
claims so that premiums are considered earned over the entire 
period to which they relate, i.e., the duration of the insurer’s 
risk for which the premiums are charged.

These accounting concepts are taken into account in an actu-
arial appraisal. When an actuary uses the income approach to 
value insurance-in-force, he or she typically uses distributable 
earnings based on statutory accounting and capital require-
ments for the assumed future stream of income and expenses, 
instead of actual future cash flows expected to be generated 
by the block of business.1 The reasoning behind this approach 
is that the use of actual cash flows would misstate the eco-
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nomic value to a purchaser because the cash received cannot 
be distributed to owners until profits emerge under statutory 
accounting principles and after taking into account capital re-
quirements. The starting place for the appraisal based on dis-
tributable earnings is to assume that assets equal to statutory 
reserves have been set aside and will be available to owners in 
the future only as any reserves in excess of amounts needed to 
pay claims are released. That is, an actuarial appraiser starts 
from the assumption that assets backing the statutory reserves 
will be available to a willing buyer to pay claims. The value of 
insurance-in-force is the excess of the value of assets equal to 
statutory reserves over what a hypothetical purchaser will pay 
in light of the lower present value of the expected economic 
cost (net of future cash inflows) to satisfy the claims.

Several interesting observations flow from this analysis. 
First, it can be said that, if the statutory reserve liabilities set 
aside by the company for a block of business exactly equal the 
economic value of the future net cash flows, then, in theory, 
there would be no value assigned to an intangible asset called 
insurance-in-force. This is because the transfer of the policies 
to a willing seller would not yield any future distributable 
earnings. In fact, in this scenario the block of business prob-
ably would be considered to have a negative value because a 
hypothetical purchaser would insist on receiving compensa-
tion for its capital costs in assuming the liabilities and for as-
suming the risk that the reserves will turn out to be inadequate. 
A second observation is that the value of insurance-in-force 
varies depending on the level of statutory reserves; the higher 
the statutory reserves, the higher the value of insurance-in-
force will be because the higher reserves will increase dis-
tributable earnings when they are released as claims are paid.
But, does it really make sense that the value of insurance-
in-force should depend so heavily on the level of statutory 
reserves? It certainly is possible to analyze the value of insur-
ance-in-force from a different perspective other than statutory 
accounting. For example, we could start from an estimate of 
the present economic value of actual anticipated future net 
cash flows and ask ourselves what a hypothetical willing 
buyer would demand as compensation above that amount to 
assume the block of business, which presumably would in-
clude a risk premium and a charge for the cost of capital. This 
is not a bad way to think about the value of insurance-in-force 
as a theoretical matter, and, in fact, a similar approach was 
considered by the IASB in its initial exposure draft addressing 
the measurement of the value of an insurance contract under 
proposed changes to IFRS.
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This assumption reinsurance regulation makes practical sense 
as an accounting matter, but does it make economic sense 
when the reserve liabilities assumed are not an accurate mea-
sure of the reinsurer’s liability assumed? It just so happens 
my good friend and former partner, Ted Baker, and I raised 
just this question over 30 years ago in Security Benefit Life 
Ins. Co. v. U.S.2 The case arose under pre-1984 tax law when 
tax reserves generally were based on statutory reserves. In the 
case, a ceding company transferred all of its assets (equal to 
approximately $6 million) and all of its tax-deductible statu-
tory reserves (equal to approximately $8 million) relating to a 
closed book of policies to Security Benefit by assumption re-
insurance. Security Benefit included the $6 million in income 
and claimed an increase-in-reserve deduction of $8 million, 
for an immediate $2 million tax loss. The Internal Revenue 
Service (IRS) sought to apply Treas. Reg. § 1.817-4(d) to 
deny most of the tax loss. The IRS deemed Security Benefit to 
have received assets included in taxable income equal to the 
assumed reserves and then to have paid a $2 million ceding 
commission for the transferred insurance-in-force. The IRS 
argued that the deemed ceding commission should be capital-
ized and amortized as required by Treas. Reg. § 1.817-4(d). 
We responded that a mechanical application of the regulation 
ignored the facts because there was no value of an asset for 
insurance-in-force. We proved through expert testimony that 
the ceding commission the IRS sought to impute to Security 
Benefit as the purchase price for insurance-in-force was really 
just the difference between the amount of statutory reserves 
and the amount of the true economic value of the liabilities 
assumed, i.e., the conservatism in the statutory reserves. 
In our view, the real effect of the application of Treas. Reg. 
§ 1.817-4(d) was to disallow the full deduction for Security 
Benefit’s increase in reserves. The district court and the Tenth 
Circuit Court of Appeals agreed with our argument and held 
that Treas. Reg. § 1.817-4(d) could not be applied to impute 
a ceding commission in assumption reinsurance in these cir-
cumstances. The two courts did not buy into the notion that the 
excess of statutory reserves over the value of assets transferred 
in a reinsurance transaction is always a disguised ceding com-
mission paid for an intangible asset called insurance-in-force.

In retrospect the holding in Security Benefit is somewhat 
surprising, and it is doubtful that a court would reach the same 
result today. More recent Supreme Court decisions require 
Treasury regulations to be given deference by the courts and 
there would be great reluctance to hold Treas. Reg. § 1.817-
4(d) to be invalid. Nevertheless, as shown by the Security 
Benefit case, Treas. Reg. § 1.817-4(d) reflects an artificial 

This approach, which looks to the value of an insurance con-
tract from the perspective of a hypothetical buyer, was later 
abandoned by the IASB as a proposed accounting standard, 
however, presumably because it was considered too difficult 
for the owner of a block of business to speculate on the amount 
of reinsurance premium (ceding commission) the market-
place would demand for assuming a particular contract or 
block of contracts. Current exposure drafts being considered 
by the FASB and IASB adopt a different approach and instead 
attempt to measure the value of an insurance contract by a 
building block approach with a margin designed to reflect 
the earning of premiums over time. To grossly oversimplify 
matters, the FASB/IASB proposals would value the contracts 
by amortizing the actual profit embedded in the premium over 
the period of risk and adding any unamortized profit amount 
to the present value of expected future net cash flows as of 
the valuation date. It is important to note, however, that these 
proposals derive values that are intended to be used to reflect 
the periodic earning of income for accounting purposes and 
are not intended to measure the amount a hypothetical willing 
buyer would pay for a block of contracts.

Let’s summarize where we are so far. First, although purely 
from an economic perspective, a closed block of insurance-
in-force may really be a liability, it is considered an intangible 
asset due to insurance regulatory accounting reserve require-
ments and assumptions about assets backing those reserves 
and the availability of statutory earnings as the reserves are 
released. Second, the value to be assigned to insurance-in-
force depends on the accounting and valuation methods that 
are used to determine future income and reserve liabilities. 
 
How does this analysis affect the value of insurance-in-force 
for tax purposes? A regulation dealing with assumption 
reinsurance has long taken a simplistic view of the value of in-
surance-in-force. Treas. Reg. § 1.817-4(d) basically provides 
that the value of insurance-in-force in an assumption reinsur-
ance transaction is equal to a ceding commission measured by 
the difference between the reserve liabilities assumed and the 
fair market value of the assets transferred. The regulation also 
has been applied to indemnity reinsurance. Under this regula-
tion, the ceding company is deemed to have transferred to 
the reinsurer assets with a value equal to the reserves, and the 
reinsurer to have paid a ceding commission for the insurance-
in-force equal to the difference between the reserves assumed 
and the value of the assets (net of the deemed ceding commis-
sion) actually received in the transaction. 
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As this article indicates, determining the value of insurance-
in-force, particularly for tax purposes, is not easy. The 
problem is that the intangible asset we are valuing is really a 
net amount that compares the value of liabilities to the assets 
available to satisfy the liabilities. To determine the intangible 
value, we first need to decide what accounting method we 
are using to measure the assets and liabilities before we can 
make a judgment about the net value. The value may differ 
depending on whether the liabilities are measured by statutory 
accounting, by tax accounting or on some other basis, such as 
GAAP or IFRS. 

approach to determining the value of insurance-in-force. The 
regulation creates an irrebuttable presumption that the differ-
ence between the fair market value of assets equal to reserves 
for a block of policies less the fair market value of assets actu-
ally received by the reinsurer is an amount paid for acquired 
insurance-in-force. It does not matter that this difference may 
be attributable to other factors, such as the conservatism inher-
ent in reserves.

Aside from this diversion into fond memories of my first trial, 
how do we determine the value of insurance-in-force now that 
tax reserves are no longer equal to statutory reserves, and are 
adjusted by I.R.C. § 807(d)? That is, how do we account for 
the fact that an actuarial appraisal typically starts from the as-
sumption that assets equal to statutory reserves are available to 
satisfy future claims, but tax reserves are computed on a differ-
ent basis? In a typical reinsurance transaction, when the only 
intangible asset transferred is insurance-in-force, application 
of Treas. Reg. § 1.817-4(d) would govern and is relatively 
straightforward. The acquired value of insurance-in-force 
should be equal to a deemed ceding commission measured by 
the difference between the tax reserves on the acquired block 
of policies less the fair market value of the transferred assets. 
But, matters become more complicated in an I.R.C. § 1060 
acquisition of a business or an I.R.C. § 338 deemed asset sale 
where no specific value has to be assigned in arm’s-length ne-
gotiations to insurance-in-force on a stand-alone basis. Treas. 
Reg. § 1.338-11(b)(2) gives some guidance, however. That 
regulation, specifically applicable to I.R.C. § 338 deemed 
asset sales, provides that the fair market value of insurance 
contracts “is the amount of the ceding commission a willing 
reinsurer would pay a willing ceding company in an arm’s 
length transaction for the reinsurance of the contracts if the 
gross reinsurance premium for the contracts were equal to 
the [ceding company’s] tax reserves for the contracts.” This 
regulation is simple in concept, but difficult in application. 
Unless someone does an estimate of the present value of future 
net cash flows, and then conducts a market analysis of what a 
hypothetical buyer would charge as compensation for assum-
ing the liabilities, it is difficult to estimate what a willing buyer 
actually would pay. This exercise typically is not done in these 
types of transactions, and its difficulty absent arm’s-length 
negotiations for the acquisition of a stand-alone block of poli-
cies is probably one of the reasons why the IASB abandoned 
as unworkable a similar hypothetical willing buyer standard 
in its current value-of-insurance-contract project.

ENDNOTES

1  Actuarial Standard of Practice No. 19, par. 3.2. 

2  517 F. Supp. 740 (D. Kan. 1981), aff’d, 726 F. 2d 1491 
(10th Cir. 1984).
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