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AsAsAs thethethe factsfactsfacts statestatestate ininin thethethe TAM,TAM,TAM, TaxpayerTaxpayerTaxpayer representsrepresentsrepresents thatthatthat thethethe annualannualannual estimatedestimatedestimated 

premiumpremiumpremium isisis undeterminableundeterminableundeterminable atatat thethethe inceptioninceptioninception datedatedate ofofof thethethe policypolicypolicy andandand rarely,rarely,rarely, ififif atatat all,all,all, 
hashashas aaa relationshiprelationshiprelationship ofofof thethethe actualactualactual amountamountamount ofofof premiumspremiumspremiums ultimatelyultimatelyultimately collectedcollectedcollected fromfromfrom thethethe 
policyholder.policyholder.policyholder. TheTheThe premiumspremiumspremiums varyvaryvary withwithwith thethethe productionproductionproduction ofofof thethethe insured.insured.insured. TaxpayerTaxpayerTaxpayer 
representsrepresentsrepresents thatthatthat thisthisthis isisis commoncommoncommon ininin thethethe insuranceinsuranceinsurance industryindustryindustry forforfor thosethosethose insurersinsurersinsurers whowhowho 
underwriteunderwriteunderwrite thethethe contractorscontractorscontractors andandand otherotherother industriesindustriesindustries whichwhichwhich havehavehave variable,variable,variable, unpredictable,unpredictable,unpredictable, 
payrollspayrollspayrolls ororor productionproductionproduction patterns.patterns.patterns. Further,Further,Further, ititit isisis representedrepresentedrepresented thatthatthat thethethe inclusioninclusioninclusion ofofof 
annualannualannual estimatedestimatedestimated premiumpremiumpremium ononon Taxpayer'sTaxpayer'sTaxpayer's policiespoliciespolicies isisis requiredrequiredrequired bybyby thethethe NationalNationalNational 
CouncilCouncilCouncil ononon CompensationCompensationCompensation InsuranceInsuranceInsurance (NCCI)(NCCI)(NCCI) rules.rules.rules. 

AnAnAn annualannualannual estimatedestimatedestimated premiumpremiumpremium isisis preparedpreparedprepared andandand include~include~include~ Q.nQ.nQ.n t~~t~~t~~ facefaceface ofofof thethethe 
policypolicypolicy issuedissuedissued bybyby Taxpayer.Taxpayer.Taxpayer. TaxpayerTaxpayerTaxpayer doesdoesdoes ;,ot;,ot;,ot req"uirereq"uirereq"uire thethethe annualannualannual estimatedestimatedestimated 
premiumpremiumpremium tototo bebebe paidpaidpaid bybyby thethethe policyholderpolicyholderpolicyholder atatat thethethe timetimetime thethethe policypolicypolicy isisis issued.issued.issued. AtAtAt thethethe timetimetime 
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thethethe policypolicypolicy isisis issuedissuedissued (contract(contract(contract isisis writtenwrittenwritten butbutbut priorpriorprior tototo thethethe effectiveeffectiveeffective datedatedate ofofof thethethe policy),policy),policy), 
TaxpayerTaxpayerTaxpayer doesdoesdoes requirerequirerequire thethethe paymentpaymentpayment ofofof aaa premiumpremiumpremium "deposit"."deposit"."deposit". TheTheThe statedstatedstated purposepurposepurpose ofofof 
thethethe "deposit""deposit""deposit" isisis tototo securesecuresecure performanceperformanceperformance bybyby thethethe policyholderpolicyholderpolicyholder ofofof itsitsits obligationobligationobligation underunderunder thethethe 
policy.policy.policy. 

TheTheThe premiumpremiumpremium "deposit""deposit""deposit" isisis determineddetermineddetermined bybyby TaxpayerTaxpayerTaxpayer ininin accordanceaccordanceaccordance withwithwith NCCINCCINCCI 
guidance.guidance.guidance. NCCINCCINCCI operatesoperatesoperates asasas thethethe statisticalstatisticalstatistical ratingratingrating agentagentagent forforfor thethethe majoritymajoritymajority ofofof thethethe 
statesstatesstates ininin whichwhichwhich TaxpayerTaxpayerTaxpayer operates.operates.operates. TheTheThe "deposit""deposit""deposit" isisis notnotnot requiredrequiredrequired bybyby thethethe applicableapplicableapplicable 
statestatestate insuranceinsuranceinsurance regulators.regulators.regulators. 

TheTheThe policypolicypolicy requiresrequiresrequires aaa "deposit""deposit""deposit" andandand thatthatthat thethethe carriercarriercarrier shallshallshall establishestablishestablish thethethe amountamountamount 
ofofof thethethe "deposit"."deposit"."deposit". TheTheThe amountamountamount ofofof thethethe depositdepositdeposit isisis basedbasedbased ononon thethethe insured'sinsured'sinsured's creditcreditcredit history,history,history, 
thethethe coveragecoveragecoverage riskriskrisk andandand thethethe policyholder'spolicyholder'spolicyholder's pastpastpast paymentpaymentpayment performanceperformanceperformance withwithwith Taxpayer,Taxpayer,Taxpayer, 
andandand thethethe methodmethodmethod ofofof paymentpaymentpayment ofofof thethethe insured.insured.insured. TheTheThe majoritymajoritymajority ofofof policyholderspolicyholderspolicyholders paypaypay thethethe 
"deposit"."deposit"."deposit". TheTheThe "deposit""deposit""deposit" rangesrangesranges fromfromfrom 1%1%1% tototo 15%15%15% ofofof thethethe estimatedestimatedestimated annualannualannual premiumpremiumpremium 
ororor ititit maymaymay bebebe aaa flatflatflat dollardollardollar amount.amount.amount. InInIn somesomesome instancesinstancesinstances thethethe "deposit""deposit""deposit" thatthatthat isisis paidpaidpaid isisis thethethe 
samesamesame amountamountamount asasas thethethe estimatedestimatedestimated annualannualannual premium.premium.premium. AsAsAs requiredrequiredrequired bybyby thethethe NCCI,NCCI,NCCI, thethethe 
policyholderpolicyholderpolicyholder hashashas 333 daysdaysdays afterafterafter thethethe inceptioninceptioninception datedatedate ofofof thethethe policypolicypolicy tototo cancelcancelcancel andandand receivereceivereceive 
aaa refundrefundrefund ofofof thethethe entireentireentire "deposit"."deposit"."deposit". NoNoNo restrictionsrestrictionsrestrictions areareare placedplacedplaced ononon thethethe useuseuse ofofof thethethe 
"deposit""deposit""deposit" fundsfundsfunds heldheldheld bybyby TaxpayerTaxpayerTaxpayer andandand thethethe fundsfundsfunds areareare notnotnot segregatedsegregatedsegregated ininin separateseparateseparate 
accounts.accounts.accounts. TheTheThe fundsfundsfunds maymaymay bebebe usedusedused bybyby TaxpayerTaxpayerTaxpayer forforfor investmentinvestmentinvestment and/orand/orand/or businessbusinessbusiness 
activities.activities.activities. ThereThereThere isisis nonono specificspecificspecific requirementrequirementrequirement ininin thethethe policypolicypolicy placeplaceplace ononon TaxpayerTaxpayerTaxpayer tototo returnreturnreturn 
thethethe deposit.deposit.deposit. TaxpayerTaxpayerTaxpayer represents,represents,represents, however,however,however, thatthatthat itsitsits policypolicypolicy isisis thatthatthat agentsagentsagents explainexplainexplain thethethe 
naturenaturenature ofofof thethethe "deposit""deposit""deposit" tototo allallall policyholders,policyholders,policyholders, thatthatthat thethethe "deposit""deposit""deposit" isisis refundablerefundablerefundable ororor maymaymay 
bebebe appliedappliedapplied tototo thethethe renewalrenewalrenewal policy.policy.policy. 

MonthlyMonthlyMonthly premiumpremiumpremium paymentspaymentspayments areareare requiredrequiredrequired fromfromfrom thethethe policyholderpolicyholderpolicyholder afterafterafter thethethe endendend 
ofofof eacheacheach monthlymonthlymonthly reportingreportingreporting periodperiodperiod ofofof thethethe annualannualannual policypolicypolicy period.period.period. TheTheThe policyholderpolicyholderpolicyholder 
calculatescalculatescalculates andandand submitssubmitssubmits thethethe paymentpaymentpayment basedbasedbased ononon actualactualactual productionproductionproduction andandand lorlorlor payrollpayrollpayroll 
figuresfiguresfigures whichwhichwhich areareare directlydirectlydirectly relatedrelatedrelated tototo thethethe priorpriorprior month.month.month. ThisThisThis informationinformationinformation asasas wellwellwell asasas thethethe 
monthlymonthlymonthly paymentpaymentpayment areareare submittedsubmittedsubmitted bybyby thethethe insuredinsuredinsured tototo thethethe insuranceinsuranceinsurance agent.agent.agent. TheTheThe agentagentagent 
thenthenthen submitssubmitssubmits thethethe informationinformationinformation tototo Taxpayer.Taxpayer.Taxpayer. IfIfIf duringduringduring thethethe policypolicypolicy periodperiodperiod thethethe insuredinsuredinsured 
doesdoesdoes notnotnot makemakemake aaa monthlymonthlymonthly payment,payment,payment, TaxpayerTaxpayerTaxpayer maymaymay cancelcancelcancel thethethe policypolicypolicy andandand utilizeutilizeutilize thethethe 
premiumpremiumpremium "deposit""deposit""deposit" towardstowardstowards thethethe missedmissedmissed monthlymonthlymonthly payment.payment.payment. 

AAA finalfinalfinal auditauditaudit isisis conductedconductedconducted bybyby TaxpayerTaxpayerTaxpayer atatat thethethe endendend ofofof thethethe annualannualannual policypolicypolicy period.period.period. 
TaxpayerTaxpayerTaxpayer isisis requiredrequiredrequired tototo performperformperform thethethe finalfinalfinal auditauditaudit withinwithinwithin 909090 daysdaysdays ofofof thethethe endendend ofofof thethethe 
annualannualannual policypolicypolicy period.period.period. TaxpayerTaxpayerTaxpayer representsrepresentsrepresents thatthatthat thethethe auditauditaudit isisis generallygenerallygenerally completedcompletedcompleted 
withinwithinwithin 30-4530-4530-45 days.days.days. IfIfIf aaa policypolicypolicy isisis canceledcanceledcanceled duringduringduring thethethe policypolicypolicy year,year,year, TaxpayerTaxpayerTaxpayer performsperformsperforms 
thethethe auditauditaudit atatat thatthatthat time.time.time. TaxpayerTaxpayerTaxpayer representsrepresentsrepresents thatthatthat thethethe "deposit""deposit""deposit" isisis alwaysalwaysalways refundedrefundedrefunded atatat 
aaa finalfinalfinal auditauditaudit ononon canceledcanceledcanceled policiespoliciespolicies whenwhenwhen thethethe policyholderpolicyholderpolicyholder fulfillsfulfillsfulfills thethethe obligationsobligationsobligations underunderunder 
thethethe policy.policy.policy. IfIfIf thethethe policyholderpolicyholderpolicyholder failsfailsfails tototo fulfillfulfillfulfill thethethe contractualcontractualcontractual obligationsobligationsobligations ofofof thethethe policy­policy­policy­
paymentpaymentpayment ofofof monthlymonthlymonthly premiums-premiums-premiums- thethethe "deposit""deposit""deposit" maymaymay bebebe utilizedutilizedutilized bybyby thethethe companycompanycompany tototo 
offsetoffsetoffset thethethe balancebalancebalance due.due.due. InInIn thethethe eventeventevent thatthatthat thethethe "deposit""deposit""deposit" isisis greatergreatergreater thanthanthan anyanyany balancebalancebalance 
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due,due,due, thenthenthen thethethe remainingremainingremaining "deposit""deposit""deposit" isisis refundedrefundedrefunded tototo thethethe policyholder.policyholder.policyholder. TheTheThe policyholderpolicyholderpolicyholder 
alsoalsoalso hashashas thethethe optionoptionoption tototo applyapplyapply thethethe refundablerefundablerefundable balancebalancebalance tototo thethethe succeedingsucceedingsucceeding year'syear'syear's policypolicypolicy 
"deposit"."deposit"."deposit". 

ForForFor purposespurposespurposes ofofof determiningdeterminingdetermining taxabletaxabletaxable incomeincomeincome forforfor companiescompaniescompanies taxabletaxabletaxable underunderunder 
sectionsectionsection 831831831 ofofof thethethe Code,Code,Code, sectionsectionsection 832(b)(1)832(b)(1)832(b)(1) definesdefinesdefines thethethe termtermterm grossgrossgross income.income.income. GrossGrossGross 
incomeincomeincome includesincludesincludes thethethe combinedcombinedcombined grossgrossgross amountamountamount earnedearnedearned duringduringduring thethethe taxabletaxabletaxable year,year,year, fromfromfrom 
investmentinvestmentinvestment incomeincomeincome andandand fromfromfrom underwritingunderwritingunderwriting incomeincomeincome computedcomputedcomputed ononon thethethe basisbasisbasis ofofof thethethe 
underwritingunderwritingunderwriting andandand investmentinvestmentinvestment exhibitexhibitexhibit ofofof thethethe NationalNationalNational AssociationAssociationAssociation ofofof InsuranceInsuranceInsurance 
CommissionersCommissionersCommissioners (NAle)(NAle)(NAle) andandand allallall otherotherother itemsitemsitems constitutingconstitutingconstituting grossgrossgross incomeincomeincome underunderunder 
SubchapterSubchapterSubchapter BBB (Computation(Computation(Computation ofofof Income)Income)Income) andandand premiumpremiumpremium deposits.deposits.deposits. SeeSeeSee alsoalsoalso sectionsectionsection 
1.832-4(a)1.832-4(a)1.832-4(a) ofofof thethethe IncomeIncomeIncome TaxTaxTax Regulations.Regulations.Regulations. 

WeWeWe continuecontinuecontinue tototo maintainmaintainmaintain thatthatthat thethethe sososo calledcalledcalled "deposit'"deposit'"deposit' isisis ananan insuranceinsuranceinsurance premium.premium.premium. 
ItItIt isisis paidpaidpaid forforfor insuranceinsuranceinsurance coverage.coverage.coverage. TaxpayerTaxpayerTaxpayer considersconsidersconsiders thethethe coveragecoveragecoverage riskriskrisk ininin 
establishingestablishingestablishing thethethe amountamountamount ofofof thethethe "deposit"."deposit"."deposit". VirtuallyVirtuallyVirtually allallall policyholderspolicyholderspolicyholders (99%)(99%)(99%) paypaypay aaa 
deposit.deposit.deposit. TheTheThe "deposit""deposit""deposit" payspayspays forforfor coveragecoveragecoverage forforfor atatat leastleastleast thethethe firstfirstfirst monthmonthmonth ofofof thethethe policypolicypolicy 
andandand possiblepossiblepossible thethethe entireentireentire policypolicypolicy ififif futurefuturefuture paymentspaymentspayments areareare notnotnot mademademade andandand thethethe policypolicypolicy isisis 
canceled.canceled.canceled. TheTheThe policypolicypolicy providesprovidesprovides thatthatthat thethethe depositdepositdeposit isisis paidpaidpaid atatat thethethe timetimetime thethethe policypolicypolicy isisis 
written.written.written. PolicyholdersPolicyholdersPolicyholders areareare billedbilledbilled monthlymonthlymonthly ininin arrearsarrearsarrears forforfor coveragecoveragecoverage thatthatthat hashashas alreadyalreadyalready 
beenbeenbeen prOVided.prOVided.prOVided. TheTheThe policyholderpolicyholderpolicyholder receivesreceivesreceives aaa refundrefundrefund onlyonlyonly becausebecausebecause thethethe contractcontractcontract isisis 
terminatedterminatedterminated andandand aaa determinationdeterminationdetermination hashashas beenbeenbeen mademademade thatthatthat allallall premiumspremiumspremiums havehavehave beenbeenbeen paid.paid.paid. 
If,If,If, however,however,however, thethethe finalfinalfinal premiumpremiumpremium exceedsexceedsexceeds thosethosethose paidpaidpaid bybyby thethethe policyholder,policyholder,policyholder, additionaladditionaladditional 
premiumpremiumpremium isisis dueduedue tototo Taxpayer.Taxpayer.Taxpayer. 

Accordingly,Accordingly,Accordingly, whenwhenwhen thethethe policypolicypolicy isisis writtenwrittenwritten andandand thethethe "deposit""deposit""deposit" isisis paid,paid,paid, TaxpayerTaxpayerTaxpayer willwillwill 
recognizerecognizerecognize asasas grossgrossgross premiumspremiumspremiums writtenwrittenwritten bothbothboth thethethe estimatedestimatedestimated annualannualannual premiumpremiumpremium andandand thethethe 
"deposit""deposit""deposit" paid.paid.paid. TaxpayerTaxpayerTaxpayer willwillwill alsoalsoalso setsetset asideasideaside aaa majormajormajor portionportionportion ofofof thethethe annualannualannual premiumpremiumpremium 
andandand "deposit""deposit""deposit" asasas thethethe unearnedunearnedunearned premiumpremiumpremium becausebecausebecause ititit hashashas notnotnot beenbeenbeen earned.earned.earned. TaxpayerTaxpayerTaxpayer 
willwillwill taketaketake intointointo accountaccountaccount ininin computingcomputingcomputing grossgrossgross incomeincomeincome thethethe 80%80%80% changechangechange ininin thethethe unearnedunearnedunearned 
premiumspremiumspremiums forforfor thethethe taxabletaxabletaxable year.year.year. WhenWhenWhen andandand ififif thethethe policypolicypolicy isisis canceledcanceledcanceled ororor thethethe policypolicypolicy isisis 
terminatedterminatedterminated andandand thethethe auditauditaudit completecompletecomplete andandand ififif thethethe premiumpremiumpremium isisis returned,returned,returned, thenthenthen thatthatthat 
premiumpremiumpremium amountamountamount willwillwill reducereducereduce thethethe grossgrossgross writtenwrittenwritten premium.premium.premium. AAA returnreturnreturn premiumpremiumpremium cancancan 
includeincludeinclude refundsrefundsrefunds ororor creditscreditscredits dueduedue tototo policypolicypolicy cancellations,cancellations,cancellations, errorserrorserrors ininin premiumpremiumpremium billings,billings,billings, 
changeschangeschanges ininin coveragecoveragecoverage ororor ratesratesrates andandand repaymentrepaymentrepayment ofofof aaa portionportionportion ofofof thethethe premiumpremiumpremium basedbasedbased ononon 
ananan insured'sinsured'sinsured's actualactualactual losslossloss experienceexperienceexperience (retrospective(retrospective(retrospective rateraterate credit).credit).credit). KPMGKPMGKPMG FederalFederalFederal 
TaxationTaxationTaxation ofofof InsuranceInsuranceInsurance CompaniesCompaniesCompanies atatat 402440244024 (1984).(1984).(1984). 

TheTheThe treatmenttreatmenttreatment ofofof TaxpayerTaxpayerTaxpayer whowhowho chargeschargescharges aaa "deposit""deposit""deposit" tototo covercovercover insuranceinsuranceinsurance 
providedprovidedprovided andandand alsoalsoalso billsbillsbills ininin arrears,arrears,arrears, andandand aaa taxpayertaxpayertaxpayer whowhowho billsbillsbills thethethe firstfirstfirst ofofof thethethe monthmonthmonth areareare 
consistent.consistent.consistent. BothBothBoth havehavehave chargedchargedcharged aaa premiumpremiumpremium forforfor insuranceinsuranceinsurance coveragecoveragecoverage tototo bebebe provided.provided.provided. 
Taxpayer,Taxpayer,Taxpayer, however,however,however, hashashas receivedreceivedreceived aaa paymentpaymentpayment ofofof additionaladditionaladditional premiumpremiumpremium forforfor insuranceinsuranceinsurance 
coveragecoveragecoverage tototo bebebe providedprovidedprovided forforfor aaa minimumminimumminimum ofofof 111 monthmonthmonth andandand whichwhichwhich isisis notnotnot requiredrequiredrequired bybyby 
contractcontractcontract tototo bebebe returnedreturnedreturned tototo thethethe policyholder.policyholder.policyholder. InInIn youryouryour example,example,example, forforfor instance,instance,instance, twotwotwo 
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insuranceinsuranceinsurance companiescompaniescompanies (X(X(X andandand Y)Y)Y) eacheacheach issueissueissue aaa policypolicypolicy forforfor thethethe periodperiodperiod 10/1/98-9/30/99.10/1/98-9/30/99.10/1/98-9/30/99. 
CompanyCompanyCompany XXX requiresrequiresrequires aaa premiumpremiumpremium paymentpaymentpayment ofofof $1,$1,$1,000000000 ononon 10/1/9810/1/9810/1/98 atatat thethethe inceptioninceptioninception ofofof 
thethethe policypolicypolicy andandand ononon thethethe firstfirstfirst daydayday ofofof thethethe succeedingsucceedingsucceeding monthmonthmonth ofofof coverage.coverage.coverage. Thus.Thus.Thus. thethethe 
contractcontractcontract pricepriceprice forforfor thethethe periodperiodperiod 10/1/98-9/30/9910/1/98-9/30/9910/1/98-9/30/99 isisis $12,000.$12,000.$12,000. ThisThisThis isisis thethethe grossgrossgross writtenwrittenwritten 
premium.premium.premium. CompanyCompanyCompany YYY requiresrequiresrequires aaa "deposit-"deposit-"deposit- premiumpremiumpremium ofofof $1.000$1.000$1.000 ononon 10/1/9810/1/9810/1/98 atatat thethethe 
inceptioninceptioninception ofofof thethethe policypolicypolicy andandand thenthenthen requiresrequiresrequires aaa premiumpremiumpremium paymentpaymentpayment oneoneone monthmonthmonth ininin arrearsarrearsarrears 
forforfor thethethe insuranceinsuranceinsurance coveragecoveragecoverage provided.provided.provided. TheTheThe "deposit""deposit""deposit" isisis ininin additionadditionaddition tototo thethethe estimatedestimatedestimated 
annualannualannual insuranceinsuranceinsurance premiumpremiumpremium ofofof $12,000.$12,000.$12,000. TheTheThe grossgrossgross writtenwrittenwritten premiumpremiumpremium ininin thisthisthis instanceinstanceinstance 
isisis $13,000.$13,000.$13,000. TheTheThe grossgrossgross writtenwrittenwritten premiumpremiumpremium isisis notnotnot identicalidenticalidentical forforfor bothbothboth companiescompaniescompanies becausebecausebecause 
$1,000$1,000$1,000 "deposit""deposit""deposit" chargedchargedcharged bybyby CompanyCompanyCompany YYY isisis aaa premiumpremiumpremium paymentpaymentpayment forforfor coveragecoveragecoverage thatthatthat isisis 
providedprovidedprovided bybyby CompanyCompanyCompany YYY ininin thethethe firstfirstfirst monthmonthmonth ofofof thethethe policy.policy.policy. Accordingly,Accordingly,Accordingly, thethethe taxtaxtax 
liabilitiesliabilitiesliabilities willwillwill notnotnot bebebe thethethe samesamesame forforfor bothbothboth CompanyCompanyCompany XXX andandand CompanyCompanyCompany Y.Y.Y. 


