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I
n this article, we will focus briefl y on the 

US automobile fi nance and insurance 

(F&I) industry, particularly in light of the 

Tax Cuts and Jobs Act of 2017 (TCJA). We 

will look at what we have learnt from the 

TCJA and explore the possibility of extend-

ing those lessons outside of the US and into 

untapped markets. 

The impact of the TCJA was far reaching. 

It was the fi rst major overhaul of the US Tax 

Code in more than 30 years. Now that the 

dust has somewhat settled, we can assess 

the impact on offshore F&I programmes.

Finance and insurance industry
There are several F&I products available for 

automobile dealer participation including 

extended vehicle service contracts, guar-

anteed auto protection (GAP), limited 

warranty, credit life and road hazard tire 

coverage, to name a few. Dealers have his-

torically increased their revenue through 

participation in the underwriting profi ts 

on F&I products. 

Typically, there are three main types 

of F&I (re)insurance programmes which 

allow for dealer participation, all of which 

require some sort of equity or ownership 

participation from the producing dealer; 

the controlled foreign corporation (CFC), 

the non-controlled foreign corporation 

(NCFC), and the dealer-owned warranty 

company (DOWC). 

A DOWC relates mainly to an onshore 

dealer-owned structure that direct writes 

insurance. We will not focus on this pro-

gramme in keeping with the offshore 

theme. That leaves CFCs and NCFCs. 

Controlled foreign corporation
A CFC is typically an offshore entity that 

is solely owned and controlled by a US 

shareholder, whom ordinarily will be the 

producer-dealer. The CFC is usually the 

reinsurer, while a US-domiciled insur-

ance company is the direct writer of the 

contract (fronting company). The fronting 

company then reinsures the contracts to 

the dealer’s CFC. The CFC typically takes 

an IRC §953(d) election to be taxed as a 

US insurance company and may make an 

IRC §831(b) election to be taxed as a small 

insurance company, if eligible. If a dealer’s 

net written premium is expected to be less 

than $2.3m (i.e. the IRC §831(b) limit), then 

this structure has been historically attrac-

tive as only investment income will be 

subject to tax and underwriting profi ts are 

excluded. Increasingly, however, the IRS 

has targeted “abusive” 831(b) small insur-

ance companies. 

Non-controlled foreign corporation
An NCFC has an ownership structure such 

that it is not owned or controlled by US 

shareholders. Historically, the industry has 

mainly been concerned with voting rights 
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attached to shares to determine its status 

as an NCFC. Typically, this was controlled 

by ensuring the NCFC had at least 11 share-

holders. 

In the F&I world (much like CFCs), the 

NCFC tends to be the reinsurer, while a 

US-domiciled insurance company acts 

as the fronting company and is the direct 

writer of the contract. The fronting com-

pany reinsures its exposure under the var-

ious contracts with the NCFC. In an NCFC 

programme, risk is shared among unre-

lated dealer shareholders under a common 

risk management scheme, and the rein-

surance covers a third-party carrier. Issues 

of risk transfer and risk distribution are 

therefore mitigated.

Tax Cuts and Jobs Act (TCJA) of 2017 
As noted, the TCJA made changes to sig-

nificant portions of the Code. Some of 

these changes directly affected NCFCs 

by changing the CFC and Passive Foreign 

Investment Company (PFIC) rules.   

Changes to the CFC rules
A foreign insurer will be a CFC if more 

than 25% of its shares are owned directly, 

or under applicable constructive owner-

ship rules, by ‘US shareholders’. Histori-

cally, a US shareholder was any US per-

son owning directly, or under applicable 

constructive ownership rules, 10% or 

more of the voting power of the foreign 

corporation.  

The TCJA changed the historic reliance 

on voting rights in defining a US Share-

holder by adding a value component. The 

new definition of a US Shareholder is any 

US person owning at least 10% of the vote 

or value of the foreign corporation. There 

is an additional factor introduced by the 

TCJA. The CFC regime will apply if a foreign 

corporation is a CFC at any time during the 

taxable year (as opposed to only after 30 

consecutive days, as was the test before the 

amendments).

The effect on F&I NCFCs has been min-

imal as most NCFC programmes have 

many shareholders and therefore the risk 

is reduced that any one shareholder will 

have more than 10% of the vote or value. 

This, however, needs to be monitored on a 

constant basis.    

Changes to the passive foreign investment 
company rules
Becoming a PFIC can result in taxation at 

the highest ordinary income rates on a 

shareholder’s pro-rata portion of the for-

eign corporation’s income. To avoid such 

tax treatment, an NCFC carrying on insur-

ance business would rely on the “active 

conduct of an insurance business” exemp-

tion (Active Conduct Exemption) and its 

shareholders would not be subject to the 

PFIC rules. The TCJA introduced a new 

‘bright-line’ threshold test for determin-

ing PFIC status. The new test states that an 

NCFC must qualify as a qualified insurance 

corporation (QIC) to utilise the Active Con-

duct Exemption. To qualify as a QIC, the 

foreign insurer’s ‘applicable insurance lia-

bilities’ must be more than 25% of its total 

assets, as stated in its year-end ‘applicable 

financial statement’. 

Applicable insurance liabilities are 

defined as loss and loss-adjustment 

expenses and reserves, but exclude defi-

ciency, contingency, or unearned pre-

mium reserves. The applicable financial 

statement used to determine QIC status is 

based on a hierarchy. The statutory order 

requires a foreign insurer to utilise the 

first financial statement available that it 

prepares on the basis of generally accepted 

financial principles (GAAP). If there are no 

GAAP financials, international financial 

reporting standards (IFRS) apply. If there 

are no GAAP or IFRS statements, a foreign 

insurer will rely on rules promulgated by 

the applicable insurance regulatory body 

for purposes of filing its annual statement.

It seems clear that the congressional 

intent behind the new PFIC rules was to 

curb abuse of the Active Conduct Exemp-

tion by NCFCs not writing legitimate 

insurance contracts. Inadvertently, this 

has had a knock-on effect for some NCFC 

programmes that are writing legitimate 

insurance contracts with loss reserves that 

may dip below the 25% threshold, particu-

larly in the later years of a programme. 

Such programmes have to ensure that 

these threshold tests are continuously 

monitored and managed to avoid the risk 

of becoming a PFIC. 

Proposed regulations
Earlier this year, the IRS issued proposed 

regulations, contained in RIN 1545-BO59, 

Guidance on Passive Foreign Investment 

Companies (proposed regs). The proposed 

regs narrow the scope of the definition of 

applicable insurance liabilities and pro-

vide clarity on the Active Conduct Exemp-

tion, specifically the QIC definition. The 

proposed regs are still in draft and have 

received a number of formal comments 

from the industry. It is expected that we 

will see further amendments before they 

come into force. 

On a positive note, now that the goal 

posts have been set and there are more 

objective certainty in determining PFIC 

status, there is increased clarity on what 

NCFC programmes need to do to ensure 

that they are not captured by the PFIC 

rules. Whereas before certain issues may 

have been left to interpretation, there 

is now a more defined set of rules and 

requirements. All continuing, NCFC 

programmes will have implemented 

mechanisms to monitor and manage 

their status within the more robust CFC 

and PFIC rules. 

Moving forward
The changes brought by the TCJA have 

been indicative of the significant changes 

seen throughout the world as a result of the 

EU’s effort to combat profit shifting. For-

eign domiciled NCFCs have to comply with 

new economic substance requirements 

which have been enacted in their domi-

cile. This leaves NCFC programmes, and 

their service providers, with a significant 

head start when considering worldwide 

markets and the corresponding regulatory 

requirements. Bona fide (re)insurers that 

are already managing their NCFC status 

can leverage their monitoring and man-

agement skills to identify new products 

and markets which share similar economic 

substance requirements.  

Time will tell how the new economic 

substance requirements will develop and 

all industry participants will certainly be 

monitoring them closely. For now, despite 

increased monitoring of key indicators, it’s 

business as usual.   

“Time will tell how 
the new economic 

substance requirements 
will develop and all 

industry participants will 
certainly be monitoring 

them closely”
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