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IRS FOREIGN INSURANCE EXCISE TAX – 
AUDIT TECHNIQUES GUIDE PRESENTS 
QUESTIONABLE POSITIONS
By Peter H. Winslow and Biruta P. Kelly
     

S ection 4371 imposes an excise tax on a policy of in-
surance or reinsurance issued by a foreign insurer or 
reinsurer. The tax is four percent of premiums paid 

for direct insurance of U.S. property/casualty risks or one 
percent of premiums paid for a life or accident and health 
policy or annuity with respect to a U.S. citizen or resident or 
for reinsurance of U.S. risks. The tax does not apply when 
the insurer or reinsurer is engaged in a U.S. business and is 
subject to U.S. income tax. The persons liable for the tax 
include any person who makes, signs, issues or sells the 
policy of insurance or reinsurance. Many tax treaties with 
foreign countries contain provisions that eliminate the ex-
cise tax liability under certain circumstances. 

In October 2008, the Internal Revenue Service (IRS) added 
to its Web site a guide for IRS agents to follow when audit-
ing foreign insurance excise tax liability. An introduction 
to the guide cautions that it is not an official pronounce-
ment of the law or of the IRS’s position, but it undoubtedly 
reflects input from the IRS personnel who administer the 
excise tax and audit compliance.

The guide is detailed, containing 12 chapters. Chapter 7 con-
tains an extensive discussion of the controversial cascading 
excise tax issue. In Rev. Rul. 2008-15,1  the IRS set forth its 
position that the excise tax can apply to the same risks more 
than once—once to insurance (or reinsurance from a U. S. 
insurer) of U.S. risks by a foreign insurer, and again if the for-
eign insurer reinsures the risks with another foreign reinsur-
er. According to the IRS, this conclusion applies whether or 
not the foreign reinsurance treaty has a nexus with the United 
States other than the fact that the reinsured risks found their 
origin in the United States. In Announcement 2008-18,2 the 
IRS set forth a voluntary compliance program which, when 
followed, provides excise tax audit protection for premiums 

paid before Oct. 1, 2008. Major insurance trade associations 
jointly submitted comments on Rev. Rul. 2008-15, explain-
ing several legal and practical reasons why the IRS’s cascad-
ing excise tax theory is suspect.3 Undoubtedly, the issue will 
be litigated if the IRS declines to withdraw the ruling.

The portion of the audit guide added to the IRS Web site on 
the cascading excise tax issue does not break new ground 
beyond what has been stated in prior IRS pronouncements. 
The same cannot be said for the discussion in Chapter 4 of 
the timing of “premium paid,” on which the excise tax is 
based. The audit guide says:

Cash vs. Accrual Method of Accounting
In determining when premiums are paid, and thus 
subject to the tax, the accrual method of accounting, 
not the cash-basis method of accounting applies. 
Revenue Ruling 77-453, 1977-2 C.B. 237, and 
G.C.M. 37, 201 (July 26, 1977) support an interpre-
tation of the term “amounts paid for reinsurance” 
under I.R.C. § 832(b)(4) as including amounts 
accrued as well as amounts actually paid. Ceded 
premiums are considered paid to the reinsurer when 
all events have occurred that fix the reinsurer’s right 
to the premiums and the amount of such premiums 
is reasonably ascertainable.

The guide’s position that an accrual method of accounting 
applies to the excise tax is in apparent conflict with the 
statute which refers to “premium paid”—a cash concept. 
The regulations confirm this by stating that the excise tax 
attaches “at the time the premium payment is transferred to 
the foreign insurer or reinsurer.” 4

That the excise tax attaches only to actual payments of 
premiums, rather than on accrued premiums, also is sup-
ported by the legislative history. Prior to amendment by the 
Excise Tax Reduction Act of 1965,5  section 4371 imposed 
the tax with respect to “the premiums charged on the policy 
of reinsurance.” Section 804 of the 1965 Act provided for 
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the payment of the tax by return and added a sentence to the 
statute to make it clear that the excise tax would no longer 
be based on premiums charged.

The audit guide cites authorities which, it says, hold that 
“premiums paid on reinsurance” in the context of deter-
mining underwriting income under section 832(b)(4) for 
property/casualty insurers is based on an accrual method 
of accounting.6 However, this analogy to the income tax 
accounting rules under section 832 is no more relevant 
than the many other tax provisions where the term “paid” or 
“payment” refers to a cash method of accounting.7 

This cash vs. accrual accounting issue has arisen in IRS 
audits most frequently in the context of funds withheld re-
insurance. In this type of indemnity reinsurance, instead of 
paying a portion of the gross premium to the reinsurer, the 
ceding company withholds the funds and makes a promise to 
pay the reinsurer’s share of profits in the future. If experience 
is adverse, the reinsurer reimburses the ceding company. 
If the experience is favorable, the ceding company pays 
a fee to the reinsurer to compensate for its assumption of 
risk. Taxpayers have taken the position that the excise tax 
attaches only when actual payments are made to the rein-
surer in funds withheld reinsurance, pointing out the basic 
tax principle that a mere promise to pay does not constitute 
a payment, even if such promise is evidenced by a written 
agreement.8 In support of its position, the IRS relies on rul-
ings and case law that suggest that the term “premium paid” 
is measured by gross amounts due to the reinsurer and is not 
reduced by obligations to the ceding company that are net-
ted against the premiums otherwise due the reinsurer.9  But, 
under the tax law, when an actual netting occurs a payment 
has been constructively made. Thus, the netting principle 
does not depart from a cash concept for implementing the 
excise tax and does not support an accrual accounting for 
determining the timing of premiums paid.

The problem with the audit guide analysis is that it fails to 
appreciate the fundamental difference between an excise 

tax that is imposed on the manufacture, use or sale of a com-
modity (in this case an insurance policy) and an income tax. 
An excise tax typically is imposed on an event or a thing. 
The proper inquiry is to determine when the excise tax at-
taches and the measurement of the tax at that point in time. 
Methods of accounting for determining taxable income 
over a multi-year period have little relevance. 

This brings us back to the cascading excise tax. Here again, 
the IRS may be overreaching perhaps because it interprets 
Code provisions that impose an excise tax using income tax 
notions. With respect to the income tax, the United States 
taxes its citizens on worldwide income and the applicable 
Code provisions presume that all income from whatever 
source is taxable. By contrast, an excise tax, by definition, 
is imposed on a transaction within the jurisdiction of the 
taxing authority. In Rev. Rul. 2008-15 the IRS seems to be 
forgetting this basic principle in its attempt to impose an 
excise tax on a foreign transaction.  

APPEALS COURT AFFIRMS TEXTRON (OR 
NOT)
By Samuel A. Mitchell and Peter H. Winslow

I n what some characterized as a significant taxpayer 
victory, the First Circuit Court of Appeals initially up-
held a lower court ruling that Textron Inc.’s tax accrual 

workpapers are subject to protection under the work product 
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END NOTES
 1 2008-12 I.R.B. 633. 
 2 2008-12 I.R.B. 667.
 3 Letter of Brenda Viehe-Naess, Washington Advocates Group, dated July 9, 
  2008.
 4 Treas. Reg. § 46.4374-1(b).
 5 Pub. L. 89-44, 89th Cong., 1st Sess. (1965).
 6 It is questionable whether the IRS would continue to contend that the 
  accrual method of accounting always applies under section 832 for premiums 
  paid on reinsurance in light of its departure from the accrual method for at 
  least some gross premiums written in Treas. Reg. § 1.832-4.
 7 E.g., Treas. Reg. § 1.461-4(g)(1)(ii)(A); Treas. Reg. § 1.404(a)-1(c); Treas. Reg. 
  § 31.3402(a)-1(b).
 8 See, e.g., Helvering v. Price, 309 U.S. 409 (1940); Foley v. Commissioner, 
  T.C. Memo. 1976-60; Rev. Rul. 76-135, 1976-1 C.B. 114.
 9 Rev. Rul. 79-138, 1979-1 C.B. 359.
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