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TAX REFORM PROPOSALS-XXII

TUESDAY, OCTOBER 1, 1985

U.S. SENATE,
COMMIrrEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:36 a.m., in room SD-

215, Dirksen Senate Office Building, Hon. Robert Packwood (chair-
man) presiding.

Present: Senators Packwood, Chafee, Heinz, Grassley, Long,
Bentsen, Matsunaga, and Bradley.

[The press releaannouncing the hearing follows:]
nwrcu Release No. 85-068, Thursday, Aug. 9, 19851

TAX REFORM HEARINGS BEFORE THE FINANCE COMMITTEE TO CONTINUE IN SEPTEMBEI

AND OCTOBER

Further hearings before the Senate Committee on Finance on the President's tax
reform proposal will continue in September and October, Chairman Bob Packwood
(R-Oregon) announced today.

"The Committee made significant progress in its tax reform hearing schedule in
June and July," Senator Packwood stated. "Although the Committee will focus
much of its attention on deficit reduction in the month of September, tax reform
hearings will continue and will take us further toward our goal of getting a tax
reform bill to the President before the end of this session of Congress."

The hearings announced by Senator Packwood today include:
On Tuesday, September 24, the Committee will hear from public witnesses on the

impact of tax reform on tax-exempt bonds.
On Thursday, September 26, public witnesses will present their views on the

impact of the President's tax reform proposal on financial institutions and on the
mining industry.

On Tuesday, October 1, the Committee will receive testimony on the impsAt of the
tax plan on the insurance industry.

On Wednesday, October 2, witnesses representing the public will present testimo-
ny on the projected effect that tax reform will have on American business generally
and, in addition, its impact on the foreign tax provisions.

On Thursday, October 3, the Committee will consider the views of public wit-
nesses on the impact of the President's tax reform proposal on our nation's regulat-
ed industries, as well as those provisions relating to the United States' possessions
and its territories.

All of the hearings scheduled by the Committee will beg;n at 9:30 a.m. in Room
SD-215 of the Dirksen Senate Office Building.

Senator LONG. The hearing will come to order.
I was asked to start the hearing since Mr. Packwood and other

Republican members are at the White House.
We will start today's hearing with a panel consisting of Mr. Wil-

liam J. Anderson, Mr. Peter Lardner, and Mr. Andre Maisonpierre.
According to our schedule, Mr. Anderson is to go first.

(1)
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STATEMENT OF WILLIAM J. ANDERSON, DIRECTOR, GENERAL
GOVERNMENT DIVISION, U.S. GENERAL ACCOUNTING OFFICE,
WASHINGTON, DC. ACCOMPANIED BY DR. NATWAR M. GANDHI,
GROUP DIRECTOR, TAX POLICY, U.S. GENERAL ACCOUNTING
OFFICE, WASHINGTON, DC
Mr. ANDERSON. Thank you very much, Mr. Chairman.
I'd like to introduce the gentleman to my left, Dr. Natwar

Gandhi, who was really the principal on this report that we pre-
pared for this committee that was presented to it this past March
entitled "Congress Should Consider Changing Federal Income Tax-
ation of the Property Casualty Insurance Company."

I think it's important for you to recognize the credentials that
Dr. Gandhi brings to the work and the weight that you perhaps
might want to give to our analysis. With your permission, sir, I will
read a brief biography of him.

He is Group Director for Tax Policy in the General Government
Division of GAO in charge of major projects examining taxation of
financial intermediaries, including insurance companies and banks.

Dr. Gandhi regularly briefs and testifies before the tax-writing
and other committees of the Congress. A well-recognized authority
on taxation of the insurance industry, he has addressed seminars
at the Hartford Institute on insurance taxation, and other insur-
ance industry meetings on tax issues. Previously, he taught at sev-
eral universities, including the University of Pittsburgh where he
was on the faculty of the Graduate School of Business, and has
held consulting assignments with corporations such as IBM and
Jones & Laughlin Steel.

Currently, he also teaches at the University of Maryland as an
adjunct professor in the College of Business Administration and
Management, and regularly conducts executive development semi-
nars in finance and accounting for several business and industry
organizations.

Dr. Gandhi has published numerous papers and professional
journals on accounting and taxation matters. I think the important
thing is that Dr. Gandhi is recognized as an expert in these mat-
ters, I'm sure by the gentlemen on the panel here with me as well
as others in the room.

Now with your permission, sir, I would like to enter the full
statement in the record, recognizing your desire to keep things
moving. I have about a 5-minute abbreviated version, if you will let
me read that.

Senator LONG. Yes, sir; go ahead.
Mr. ANDERSON. Thank you.
We are pleased for the opportunity to assist the committee in its

deliberations on taxation of the insurance industry. We have had
an active interest in this area for the past 6 years. Earlier in 1985,
we issued the report I spoke about earlier. Today, I will focus on
the questions discussed in that report. However, we will be pleased
to answer whatever questions you may have on the taxation of the
life insurance industry as well.

We believe that the Congress should reexamine several aspects of
the Tax Code dealing with property/casualty insurance companies.
Before explaining why we believe certain parts of the Tax Code
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should be reexamined, I'd like to provide some background infor-
mation on the property and casualty insurance company pricing
strategies, a-financial overview of the industry, and the impact on
the industry of certain current tax provisions. I would also like to
comment briefly on the consolidation of property/casualty compa-
nies with parent companies that are not in the insurance business.

A property/casualty company derives its income from underwrit-
ing gains; that is, the excess of premiums over claims and ex-
penses; and investment gains. The ability to offset underwriting
and investment income can play an important role in a company's
pricing strategy. For a number of years, many companies have
been willing to charge lower premiums to compete for certain in-
surance lines, even though they will have ratios of claims and ex-
penses to premiums in excess of 100 percent. In 1984, for example,
claims and expenses ran at 117.8 percent of premiums. So it's obvi-
ous that they are operating at a loss on that part of their business.

The companies expect to make up the premium shortfall through
investment income. Through the incremental volume of premiums
resulting from this pricing approach, companies are able to gener-
ate a larger amount of net cash flow which they can then invest to
earn additional investment income. For instance, in 1988,when the
industry had a combined ratio of claims and expenses to premiums
of about 119 percent, which produced an underwriting loss of about
$11 billion, it still had a net gain of about $9 billion, and generated
a total of about $12.1 billion in net cash flow.

Let me give you a financial overview of the industry in its entire-
ty. We developed one that reflects financial data for the 10-year
period 1975 through 1984. We show on the table before you that
while property/casualty companies had about $46 billion in under-
writing losses from 1975 through 1984, they had about $121 billion
in investment gains during that period, resulting in a net gain of
about $75 billion. From 1975 through 1984, Federal income taxes
were a negative $125 million. I'm not saving there is anything nec-
essarily wrong with that. There are advantages of the code-fea-
tures of the code that the companies took advantage of

Our analysis of the foregoing financial data gives some insight
into how current tax policy affects the property/casualty insurance
company. As a result of certain tax advantages, many property/
casualty companies have not paid Federal income taxes for a
number of years, and, in fact, have qualified for refunds or the abil-
ity to carry back or carry forward losses for tax purposes.

We found from a study of the top 29 groups of companies, repre-
senting more than 60 percent of the industry's premiums, that as
of December 31, 1984, these groups had loss carryforwards of
almost $6 billion. This figure should be kept in mind in estimating
the expected future revenue that will actually be realized from the
industry under any new tax proposals. To the extent that compa-
nies would have these loss carryforwards to offset any increases in
taxable income, there would not be an effect on the Treasury.

In addition to the tax deferrals resulting from the treatment of
loss reserves, the treatment of acquisition expenses, and the protec-
tion against loss account, property/casualty companies can also use
tax provisions available to other taxpayers. These tax provisions in-
clude excluding interest income from tax-exempt securities and de-
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ducting 85 percent of the dividends received from domestic corpora-
tions. Between 1975 and 1982, about 60 percent of the gross invest-
ment income of all property/casualty companies was excluded from
taxable income because of these provisions.

Now these tax losses make these property/casualty companies at-
tractive merger partners for other industries and companies gener-
ating large profits.

In addition, the basic liquidity and constant cash flow of a prop-
erty/casualty company assures that funds will be available to a
parent corporation for various investments. Even in the. year of
record underwriting losses in 1984, the property/casualty industry
still had a net cash flow of about $11.8 billion.

Table 2 shows the 20 largest groups of property/casualty compa-
nies-broken out by those with a noninsurance parent company and
those that stand alone or have life insurance affiliates. This is on
page 4 of the full statement.

Table 2 shows that of the 20 largest property/casualty groups,
the six with noninsurance parent companies had large net losses
for tax purposes-I want to emphasize for "tax purposes"-as
shown by the negative income taxes. Of the $726 million in nega-
tive income taxes generated by the six noninsurance affiliated
property/casualty groups, nearly all, $714 million was used to
offset tax liabilities of the parent companies.

It seems clear the property/casualty companies can become im-
portant acquisitions for noninsurance corporations. I

We indicated in our report on the taxation of the industry that
the Congress should reexamine three areas of the code. First, we
concluded that the present practice of deducting in the tax year
the full undiscounted amount of future estimated settlement costs
overstates the loss reserve deduction. We suggested that the Con-
gress consider amending the Tax Code to provide that for tax pur-
poses loss reserves be discounted in calculating the loss reserve de-
duction. The administration's proposals would aim to strike at that
same problem. There is some controversy and we have our own
doubts as to whether their specific proposal is the way to address
the problem.

Second, we concluded that the present treatment of acquisition
expenses fails to match expenses and revenues. Currently, the Tax
Code permits all acquisition expenses to be deducted immediately,
even though the premiums associated with those expenses are
spread over the life of the contract. In this case, we suggested that
the Congress consider amending the Tax Code to provide that ac-
quisition costs be allocated over the life of related contracts so that
these costs are matched with premium payments generated by the
contracts.

Third, we concluded that the protection against loss account may
not protect mutual companies against catastrophic losses the pur-
pose for which they were originally established, because the money
in the account is not earmarked for that purpose. Thus, if a cata-
strophic loss were to occur, the account does not necessarily ensure
the company's ability to satisfy its contract obligations. In this
case, we recommended that the Congress consider whether or not
this special tax preference for mutual property/casualty insurance
companies should be retained in its present form. The administra-
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tion proposal also addresses this problem, and we agree with their
position on it.

In conclusion, Mr. Chairman, the financial information we have
resented indicates that the property/casualty insurance industry
as paid a relatively small share of its net income in Federal

income taxes in recent years. While we are not in a position to
comment on-what might be an appropriate Federal tax burden for
the industry, we do believe that the Congress should consider
amending the Tax Code along the lines suggested in our report.
And keep in mind the distinction between losses that are shown for
tax purposes and the real economic health of the industry as it has
evolved overtime.

Let me stop right there, sir, and give the other panelists a
chance to speak.

Senator LoNG. I want to ask you a question before we go to the
other panelists.

Mr. ANDERSON. Yes, sir.
Senator LONG. I understand something about loss reserves. I've

never represented a company in that respect, but I know lawyers
who have. My understanding is that a company will ask the lawyer
to evaluate the potential loss under a claim. The lawyer's credibil-
ity would be hurt if he said the claim could cost you $100,000 and it
actually costs you $500,000. Thus, he might evaluate the claim on
the high side. He might say $700,000 is the highest he thinks you
need to worry about where he probably would not go over $100,000
if he had to guess the actual outcome.

Of course, he has to be in a position to say that his honest opin-
ion is that the recovery conceivably could go that high Aven if it is
highly, unlikely.

The lawyer's estimate serves as a basis for the company to put
that estimate on its books as a reserve for the claim even if the
actual claim is likely to be several times less. -

How would you go about fixing some lesser figure than the law-
yer's estimate?

Mr. ANDERSON. Well, one thing to keep in mind, sir, that the sce-
nario that you described, in fact, really isn't what has been the
case in recent years. The insurance companies will point out that
in fact the reserves that they have been establishing have not
proven sufficient to pay the claims. That, in fact, they put $700,000
and it ended up to be $1 million because the courts out there in
some lines of insurance are acting in ways that they did not
anticipate.

One of the arguments against the discounting proposal that we
present is that in fact there has been discounting because they
have been underestimating those reserves.

But back to your question, there is experience on this. In other
words, to me, the best guide in what to expect down the road has to
be what the experience has been with respect to medical malprac-
tice in the past or auto liability and that sort of thing. Insurance
companies can produce tables that will show you from the year a
policy is written what part of the claims will be paid in the first
year, the second year, the third year, the fourth year, based on his-
torical experience. So it's much more of a science than, you know,
you would expect.
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They have proven correct because of all this and they are going
to have to make some adjustments. And I presume that the insur-
ance companies are hard at work trying to factor in this new unex-
pected experience in the courts as they calculate the reserves that
they actually require for medical malpractice, for example.

Senator LONG. Are you saying that reserves are on the low side
of actual payments rather than on the high side?

Mr. ANDERSON. From that standpoint, they will argue that, in
fact, yes, the reserves that have been established have proven to be
for certain product lines lower than they should have been because
of these unexpected generally court settlements-workmen's comp,
medical malpractice, and general liability.

Senator LONG. I can understand that for malpractice.
Mr. ANDERSON. Yes, sir; now medical malpractice, I ought to

point out that I spoke of that ratio of expenses to premiums. In the
medical malpractice area, they have been experiencing 160 percent.
It's costing them $1.60 to pay off on a dollar premium that they
receive so it's highly unprofitable business for them.

Senator LONG. Do you have a solution to that? Are the reserves
understated?

Mr. ANDERSON. Well, let me put it to you this way. The reserves
that currently exist are understated. I would expect that that will
be a self-correcting situation as the industry establishes improved
methods of anticipating what future claims will be. That's really
unrelated to the issue that we bring here today that points up an
improved way to establish the size of the reserve accounts.

Senator LONG. Thank you very much.
The next witness is Mr. Peter Lardner.
[The prepared written statement of Mr. William J. Anderson fol-

lows:]
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Mr. Chairman and Members of the Committee:

We are pleased for the opportunity to assist the Committee

in its deliberations on taxation of the insurance industry. We

have had an active interest in this area for the past 6 years.

In 1981 we submitted a report to the Congress on taxation of

life insurance companies. Earlier in 1985 we issued to this

Committee a report on taxation of the property/casualty

insurance industry. Today, I will focus on the latter.

However, we will be pleased to answer whatever questions you may

have on the taxation of the life insurance industry as well.

Mr. Chairman, we believe that the Congress should reexamine

several aspects of the tax code dealing with property/casualty

insurance companies. These aspects include the deduction for

loss reserves, the deduction for acquisition expenses, and the

protection against loss account. Before explaining why we

believe certain parts of the tax code should be reexamined, I

would li k e to provide some background information on property

and casualty insurance company pricing strategies, a financial

overview of the industry, and the impact on the industry of

certain current tax provisions. I would also like to comment

briefly on the consolidation of property/casualty companies with

parent companies that are not in the insurance business.

PROPERTY/CASUALTY COMPANY PRICING STRATEGIES

A property/casualty company detives its income from under-

writing gains (the excess of premiums over claims and expenses)

and investment gains. Because of investment gains, a property/

casualty company can still have net income even though its
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premiums alone are not large enough to cover claims and

expenses. Thus, even though a company has a ratio of claims and

expenses to premiums in excess of IOU percent, which normally

would indicate the company had suffered an operating loss, it

may well have a positive net income.

The ability to offset underwriting and investment income

can play an important role in a company's pricing strategy--that

is, the amount of premiums it charges for the insurance that it

offers. For a number of years, many companies have been willing

to charge lower premiums to compete for certain insurance lines,

even though they will have ratios of claims and expenses to

premiums in excess of 100 percent. (For example, in some major

lines of business, such as medical malpractice and other

liability, these ratios have been more than 160 percent.) The

companies expect to make up the premium shortfall through

investment income. Through the incremental volume of premiums

resulting from this pricing approach, companies are able to'

generate a larger amount of net cash flow which they can then

invest to earn additional investment income. For instance, in

1983 when the industry had a combined ratio of claims and

expenses to premiums of about 112 percent, which produced an

underwriting loss of about $11 billion dollars, it still had a

-net gain of about $9 billion and generated a total of about

$12.1 billion in net cash flow, as reported by Best's Management

Reports.

2
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In past years investment gains, in the aggregate, have

exceeded underwriting losses by:a fairly wide margin. However,

the gap has been narrowing in recent years and disappeared in

1984, when underwriting losses for the industry were $19.4

billion, and the investment gain was $17.9 billion. Many

companies have reacted to this situation by raising premiums.

FINANCIAL OVERVIEW OF THE PROPERTY/CASUALTY INDUSTRY

We developed a financial overview of the property/casualty

insurance industry by studying financial data for the 10-year

period 1975 through 1984. We obtained these data from Best's

Aggregates and Averages. While Bests' reports omit figures for

many small or new companies, we believe that the data are

sufficiently representative of the overall financial results of

the property/casualty industry.

In tables 1 and 2 we show sources of income, broken out by

underwriting gains, investment gains, and total gains. We also

show disposition of income, broken out by the increase in

surplus, dividends to stockholders, and the combined total.

Federal income taxes are also shown.

We show in table I that, while property/casualty companies

had about $A6 billion in underwriting losses from 1975 through

1984, they had about $121 billion in investment gains during

this period, resulting in a net gain of about $75 billion for

those years. From 1975 through 1984, federal income taxea were

a negative $125 million, a rate of - 0.2 percent of the net

gain.

3
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Table I

All P/C Companies - Consolidated Basis1975 through 1984
(in billions-of dollars)

Percentage of
Federal federal income

Underwriting Investment Net income tax to
gains (loss) gains gains tax net gains

($45.8) $121.0 $75.2 ($0.125) (0.2)

Table 2 shows that about $48 billion of property/casualty

companies' income from 1975 through 1984 went to an increase in

surplus, and $18.5 billion went to stockholders in the form of

dividends.

Table 2

All P/C Companies - Consolidated Basis
1975 through 1984

(in billions of dollars)

Increase in Dividends to
surplus stockholders Total

$47.8 $18.5 $66.3

Tables 1 and 2 have shown that from 1975 through 1984 the

industry as a whole, in spite of its underwriting losses, had

positive net gains, yet had a negative federal income tax rate

in relation to its net gains.

IMPACT OF CURRENT TAX PROVISIONS

Our analysis of the foregoing financial data gives insight

into how current tax policy affects the property/casualty

insurance industry. As a result of certain tax advantages, many

4
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property/casualty companies have not paid federal income taxes

for a number of years and, in fact, have qualified for refunds

or the ability to carry back or carry forward losses for tax

purposes. We found from a study of the top 29 groups of

property/casualty companies representing more than 60 percent of

the industry's premiums, that as of December 31, 1984 these

groups had carryforwards of almost $6 billion. This figure

hould be kept in mind in estimating the expected future revenue

that will actually be realized from the industry under any new

tax proposal.

In addition to the tax deferrals resulting from the treat-

ment of loss reserves, the treatment of acquisition expenses,

and the protection against loss account, property/casualty com-

panies can also use tax provisions available to other taxpayers.

These tax provisions include excluding interest income from

tax-exempt securities and deducting 85 percent of the dividends

received from domestic corporations. Between 1975 and 1982,

about 40 percent of the gross investment income of all property/

casualty companies was from tax-exempt investments. The

dividends received deduction during this period represented

about 20 percent of the gross investment income of the

companies.

While we presented and discussed these facts in our report,

we did not recommend any changes in the application of the

exclusion of tax-exempt interest or the dividend received

deduction to property/casualty companies. We limited our study

to those provisions of the tax code which applied only to

property/casualty companies.

5
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CONSOLIDATION WITH NON-INSURANCE PARENTS FOR TAX PURPOSES

Special provisions of the Internal Revenue Code enable

property/casualty companies to report losses for tax purposes

even when they are operating profitably. These provisions make

them attractive subsidiaries to companies seeking to reduce

their tax liability. For example, property/casualty companies

are required to calculate loss reserve deductions under state

regulated accounting rules, which reduce a company's taxable

income. Furthermore, under these same state regulated

accounting rules, companies may deduct expenses associated with

the sale and renewal of insurance policies, even though they are

not required to recognize related premium income until is

earned. This also reduces taxable income.

If a property/casualty company were independent it might

not be able to use these losses immediately for tax purposes.

However, if the property/casualty company is owned by a

non-insurance parent company all of the losses may be used to

offset taxable income of the parent company. If the

property/casualty company is owned by a life insurance company

the losses that may be used by the parent are limited to the

lesser of 35 percent of the subsidiary's losses or 35 percent of

the parent's taxable income.

In addition, the basic liquidity and constant cash flow of

a property/casualty company assures that funds will be available

to a parent corporation for various investments, such as

investment in tax-exempt securities. Even in the year of record

underwriting losses in 1984, the p/c industry had a net cash

flow of $11.8 billion.

6
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Table 3 shows the 20 largest groups of property/casualty

companies broken out by those with a non-insurance parent

company and those that stand alone or have life insurance

affiliates.
Table 3

Twenty Largest P/C Groups - 1984
(in millions of dollars)

Percentage of Federal
Number industry premiums income tax

With non-insurance
parent 6 15% ($726.5)

Others 14 38 (536.6)

Total 20 53% ($1,263.1)

Table 3 shows that, of the 20 largest property/casualty

groups, the 6 with non-insurance parent companies had large

net losses for tax purposes (as shown by negative income taxes).

Of the $726 million in negative income taxes generated by the

six non-insurance affiliated property/casualty groups, nearly

all ($714 million) was used to offset tax liabilities of the

parent companies.

It seems clear that property/casualty companies can become

important acquisitions for non-insurance corporations. However,

the studies we made were inconclusive as to what effect

consolidation with non-insurance parent companies had on the

property/casualty insurance subsidiary. For example,

consolidation with a non-insurance parent did not seem to ensure

that the consolidated property/casualty company would grow at a

faster rate nor did it seem to have a positive effect on the

company's rate of return.

7
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AREAS OF PROPERTY/CASUALTY INSURANCE TAXATION

NEEDING CONGRESSIONAL REEXAMINATION

We indicated in our report on the taxation of the property/

casualty insurance industry that the Congress should reexamine

three areas of the tax code.

These areas are

---the deduction currently allowed for loss reserves;

--the practice of currently deducting all of the expenses
associated with the sale and renewal of insurance
policies; and

--the protection against loss account, which defers a por-
tion of a mutual company's income to provide a cushion
for catastrophic loss.

Our conclusions and recommendations in each of the three

areas were as follows:

First, we concluded that the present practice of deducting

in the tax year the full (undiscounted) amount of future

estimated settlement costs overstates the loss reserve

deduction We suggested that the Congress consider amending the

tax code to provide that for tax purposes loss reserves be

discounted in calculating the loss reserve deduction. We

further stated that the discount rate should be based on a

moving average of each company's pre-tax net return on its

investment portfolio.

We estimated discounted loss reserve levels at several

discount rates for 1980-82 (holding all other factor constant)

and the additional tax liability that would have resulted. If a

hypothetical discount rate of 7 percent had been used -y all

8
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companies in 1982, the deductions taken would have been reduced

by about $1.3 billion, and tax liabilities would have been

greater by about $613 million.

Second, we concluded that the present treatment of acquisi-

tion expenses fails to match expenses and revenues. Currently,

the tax code permits all acquisition expenses to be deducted

immediately, even though the premiums associated with these

expenses are spread over the life of the contract. In this case

we suggested that the Congress consider amending the tax code to

provide that acquisition costs be allocated over the life of

related contracts so that these costs are matched with premium

payments generated by the contracts.

If acquisition expenses were allocated when revenue is

recognized, then taxable income would increase. We estimated

the additional tax liability that would have accrued for the

years 1980-82 if this change had-been made and everything else

had remained the same. Based on these assumptions, the

additional tax liabilities would have been approximately $164

million in 1982.

It is important to note that even if both of these changes

in the tax code had been effective, the Treasury would have

received only a portion of our estimated amounts of additional

taxes. Some companies were showing losses for tax purposes and

had large outstanding loss carryforwards. Furthermore,

companies might shelter more of their investment income and

thereby mitigate the tax impact of any increases in income.

9
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This could be done through increasing their holdings of

tax-exempt securities or equity securities of domestic

corporations.

Third, we concluded that the protection against loss

account may not protect mutual companies against catastrophic

losses because the money in the account is not earmarked for

that purpose. Thus, if a catastrophic loss were to occur, the

account does not necessarily ensure the company's ability to

satisfy its contract obligations. In this case, we recommended

that the Congress consider whether or not this special tax pref-

erence for mutual property/casualty insurance companies should

be retained in its present form.

CONCLUSION

In conclusion, Mr. Chairman, the financial information we

have presented indicates that the property/casualty insurance

industry has paid a relatively small share of its net income in

federal income taxes in recent years. While we are not in a

position to comment on what might be an appropriate federal tax

burden for the industry, we do believe that the Congress should

consider amending the tax code along the lines suggested in our

report. In our view, the changes would result in a better match

of the industry's revenues and expenses and represent a more

rational approach to its taxation.

This concludes my prepared remarks. We would be glad to

answer any questions you may have.

10
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STATEMENT OF PETER LARDNER, CHAIRMAN, AMERICAN INSUR-
ANCE ASSOCIATION, AND PRESIDENT AND CHIEF EXECUTIVE
OFFICER, BITUMINOUS INSURANCE CO., ROCK ISLAND, IL
Mr. LARDNER. Mr. Chairman, my name is Peter Lardner. I'm

president and chief executive officer cf Bituminous Insurance Cos.;
chairman of the American Insurance Association. I'm pleased to
have the opportunity to appear today.

Our trade association is an organization that writes almost one-
third of all proerty and casualty premiums in the United States.
My remarks will focus on the potential impact of the administra-
tion's tax proposal on the casualty insurance industry. That
impact, in a word, would be devastating.

Although my remarks will be directed at one most onerous ele-
ment of the proposal, I wish to note that our association agrees
with the other trade associations of the property/casualty insur-
ance industry that no case has been made for any of the adminis-
tration's proposed changes in our provisions of the Internal Reve-
nue Code.

The administration proposes a method of accounting which has
the effect of reducing the deductions allowed insurance companies
for our incurred losses on property and casualty risks. This propos-
al known as qualified reserve account, permits a deduction for only
part of an insurer's unpaid losses; that is, claims incurred, but not
yet paid. In contrast, the current law follows State regulatory ac-
counting and recognizes the full amount of losses as liabilities and
deductions in the year in which they occur.

The QRA proposal is seriously flawed. If enacted, it would estab-
lish unsound tax policy. It would produce adverse social and eco-
nomic impact. Among the more serious flaws in the QRA proposal
are the following: It would tax investment income twide, once when
the income is earned and again when claims are paid and the QRA
is released; it would tax income- from State and municipal invest-
ments at the full corporate rate. For sound public policy reasons,
the Congress has mandated that such income should be exempt
from Federal taxation.

It would force casualty insurers to increase their premiums. Such
increases are anticipated in the administration proposal. These are
nothing more than a hidden tax on individuals and businesses.

QRA would further disadvantage the competitive position of the
American insurance industry vis-a-vis foreign insurers, adding to
the country's already troublesome balance of trade deficits.

It's founded in part on a theoretical concept of attempting to-
equalize the tax treatment of insured and the uninsured. And it
creates the incentives for business to go without insurance and to
assume additional risks both to itself and to its claimants.

It would further deplete our industry's surplus, thereby worsen-
ing the capacity of our industry to meet insurance needs in the
coming year. It might very well increase the risk of insurer insol-
vencies by establishing lower reference points for loss reserves.

It would impose what is effectively a cash method of accounting
on the unpaid losses of insurers at a time when the administration
has launched a strong attack against the use of cash method of ac-
counting in general.
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It would add considerable additional complexity to the tax
system, requiring a literal multitude of new interpretatives, regula-
tions and placing our industry in a 'position of having to operate
years without guidance.

In a report to your committee, the General Accounting Office has
attacked the QRA and -advanced their own proposed change in the
taxation of casualty insurers. We contend the GAO proposal is
similarly flawed. In our written statement submitted for the record
today our views are more fully set forth with respect to both of
these proposals.

We feel the present tax law applicable to the property/casualty
business is fair, appropriate, and sufficient. Yet, we are told that
changes will be made. Onerous as those changes may be, the
member companies of the American Insurance Association have
joined the other four property/casualty insurance industry trade
associations in endorsing an alternative proposal that would ad-
dress some of the tax policy concerns of both the Government and
the industry while at the same time substantially increasing the
industry's taxable income. The revenue offset proposal, which will
b described in more detail by other witnesses, matches a specified
percentage of the insurer's unearned premium reserves with relat-
ed acquisition costs. It would produce the same revenue, but the
joint committee estimated it would be raised by the Treasury pro-
posal over the 5-year period.

We believe it's critical you examine and reflect on the real busi-
ness world, business and social implications, that would flow from
the proposals before you. We trust that you will consider the indus-
try's supported proposal instead of the administration's proposal.

We would be more than happy to respond to questions.
Senator LONG. Thank you.
[The prepared written statement of Mr. Lardner follows:]

WRITTEN STATEMENT BY THE AMERICAN INSURANCE AmOCIATION

The American Irsurance Association is a trade association representing 178 prop-
erty-casualty insurance companies, which are predominantly organized as stock
companies. The member companies of AIA had a total premium volume in 1984 of
$39.3 billion or 33% of the $118 billion direct premiums written in the United
States. The -member companies write all types of personal and commercial coverage.

The hearing notice stated the Committee's desire to receive testimony regarding
President Reagan's proposal for comprehensive tax reform as it would affect the in-
surance industry. Specifically, the Administration's tax proposals and other legisla-
tive recommendations have recently called the current tax treatment of property.
casualty insurance companies into question. We will focus our remarks on the
impact of these specific proposals, which would bc, in a word, devastating.

The Administration has prolnoted its tax revision proposals on the grounds that
they would simplify the tax laws and make them more equitable and efficient.
These appealing claims are extended to the proposals to change the six-decade-old
tax rules for property-casualty insurance companies. The General Accounting Office
("GAO"), even while criticizing these proposals, advanced its own plan to revise
property-casualty taxation, claiming that its proposals would better measure the
income of property-casualty insurance companies. We disagree with both sets of pro-
posals. We flatly believe that neither of them can meet the stated goals of fairness,
simplicity, and economic growth.

The most significant proposals for the property-casualty industry, those that
affect all members of ther industry, are those which would reduce companies' dedu-
cations for incurred losses. The Administration proposes a "Qualified Reserve Ac-
count" (or "QRA") approach, which in effect permits a deduction for only part of
these incurred losses. On the other hand, GAO proposes to permit the full amount
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of such losses to be deducted, but to allow the deduction initially in part and spread
the remainder over time.

We believe that both QRA and the GAO proposals would result in unfair and un-
warranted tax increases at a time when the industry cannot afford further strain on
its surplus. Further strain on the industry's surplus will make the task of providing
adequate insurance protection to families and business even more difficult. It is
these families and small or emerging businesses who must have insurance protec-
tion because they cannot afford the exposure to large losses on their own. Also, any
increased costs to the customer will disadvantage the U.S. insurance industry com-
peting in the world market, and will result in more U.S. risks being insured abroad.

In contrast, the existing rules of the Internal Revenue Code do not jeo ardize the
financial standing of the industry in the way QRA and GAO would. Rather, the
Code follows public reporting and state regulatory accounting principles in recogniz-
ing the full amount of an insurer's losses as liabilities, and deductions, in the year
they are established. Based on published financial reports, current law measures an
insurer's income by matching losses with associated premium income.

We will now proceed to discuss the QRA proposal in detail. We will follow that
with our specific comments on the GAO's proposal, and then focus on a series of
practical, economic and business concerns which counsel against adoption of either
proposal. We will then turn to a discussion of some general principles of sound tax
policy which we would recommend to the Committee as guidelines for an examina-
tion of existing law or any alternative tax proposal. A final comment will touch on
the Administration's proposal to change the tax treatment of structured settlement
annuities, a corollary initiative that we consider unwise.

The Administration Proposal advocates that property-casualty companies be re-
quired to use the complex QRA mechanism in accounting for their loss reserves.
This mechanism is nothing more than an elaborate device by which to impose cash
accounting on property-casualty companies. If adopted, it effectively would abandon
any effort to match the revenues and expenses of property-casualty companies, and
would seriously mismeasure their income for tax purposes.

The QRA proposal, unlike current law, would limit a property-casualty company
to deducting only an initial addition to its reserve for losses incurred during a tax-
able year. As a practical matter, the deductible initial addition to each year's QRA
would be the present value, at the time of the addition, of the insurer's newly inc-
curred losses, generally computed by discounting such losses at the company's after-
tax rate of return on portfolio investments. This initial addition, however, would be
limited to the company's insurance reserves as reported on its annual statement
filed with State regulators. Thereafter, the company's reserve account would be re-
quired to be augmented each year by additional amounts, also based on the compa-
ny's after-tax portfolio rate of return. In contrast with the initial addition to the
QRA, however, no deduction would be allowed for any such subsequent addition. At
the time a claim was paid, the entire reserve-including both the initial addition for
which a deduction was allowed, and any subsequent addition to the reserve for
which no deducation had been allowed-would be includible in income, and the com-
pany would be permitted to deduction for payment of the claim.

In comparing property-casualty insurance company tax treatment with that of
other business enterprises, the application of QRA is inequitable. Under the QRA
method, investment income of a property-casualty insurance company is taxed
twice. Investment income is taxed once as it is earned, and the after-tax portion is
taxed again when the claims are paid and the reserve is released. This occurs be-
cause the after-tax addition to the reserve is never allowed as a deduction.

This can be illustrated by a simple example. Assume a company receives a $100
premium (net of expenses) and pays a $100 claim out of that premium one year
later. The company earns $9 of investment income during the year. Under the Ad-
ministration's proposal, the company mayy set aside the $100 as the initial QRA and
must add the $6 of after-tax investment income to the QRA (assuming a 33% corpo-
rate tax rate); no deduction is allowed for the $6 added to the QRA; when the claim
is paid, the entire $106 (RRA must be included in income. Thus, the company has an
additional $6 of taxable income after it pays the $100 claim. The company is taxed
on $15 of income ($9 of investment income and the $6 additional amount released
from the reserve). Under the QRA method, the company is taxed os 170 percent of
its before-tax economic income (i.e., the $9 of investment income). Indeed, this shows
that under the QRA method, income is created so that over time a property-casualty
insurance company will include in taxable income an amount that is greater than
its before-tax economic income.

Additionally, the QRA method taxes effectively tax-exempt income at the statuto-
rily prescribed corporate tax rate. This can be illustrated easily by assuming that, in
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the example described above, the company invests entirely in tax exempts. Al-
though the company will a no tax as the investment income is earned, the QRA
will be $109 when the $100claim is paid. The company will be required to pay $3 in
tax at that time. Normally, the tax treatment of tax-exempt investment income
would be the same as the tax treatment of no investment income. This is not true
under the QRA method; in the above example if a company has no investment
income, no tax will be paid.

The Administration has failed to demonstrate that cash (or QRA) accounting is
the best, or even an appropriate, method of accounting for a property-casualty in-
surance company.

The simple fact of the matter is this: in operation. QRA accounting is precisely
the equivalent of cash accounting for the unpaid losses of property-casualty compa-
nies. Indeed, the Treasury Department concedes\ as much. I Thus, for this Committee
to impose QRA accounting on roperty-casualty companies would be tantamount to
denying them any deductions for their losses until actual payment of their claims.

It is ironic that QRA accounting is included in the Administration proposals,
iven the Administration's general advocacy of changing most current cash basis

businesses to accrual tax accounting. With regard to other businesses, the Adminis-
tration has said that cach accounting is improper because it frequently fails to re-
flect the economic results of a taxpayer's business over a taxable year. The uh
method simply reflects actual cash receipts and disbursements, which need not be
related to economic income. Obligations to pay and rights to receive payment are
disregarded under the cash method, even though they directly bear on whether the
business has generated an economic profit or loss. Because of its inadequacies, the
cash method of accounting is not considered to be in accord with generally accepted
accounting principles and, therefore, is not permissible for financial accounting pur-
poses.2

Given the Administration's disenchantment with cash method accounting, and its
preoccupation with matching revenues and expenses, it is difficult to understand-
except, perhaps, in terms of a result-oriented preoccupation with raising revenue-
how the Administration can seriously advocate cash-equivalent accounting for
unpaid losses of property-casualty companies.

Quite apart from these programs, we see in the QRA proposal the additional det-
riment of administrative burdens. Even if it did not produce a distorted picture of a
property-casualty company's economic income, we would oppose it for this reason
alone. Imposition of a QRA approach would require a company to organize and
report its loss data for tax purposes in a considerably different manner from the
way it now assembles such data.

For example, under the Administration's proposal, a separate reserve account
would need to be established for all claims under all policies in a particular line of
business issued in a given taxable year. But property-casualty companies will bear
the significant costs of reorganizing their information systems or, perhaps more ac-
curately, creating systems parallel to the existing ones-solely for purposes of tax
rerting.

Te QRA would also encourage tax-planning strategies, and lead to audit di&.
putes, regarding the characterization of expenses as investment-related so as to de-
press investment yield, and thus reduce the increment that must be made in the
reserve accounts each year. This is hardly desirable.

The new additional administrative requirements that adoption of the QRA would
entail would in turn necessitate the promulgation of detailed, complex regulations
explaining those requirements. The process of crafting such regulations would be
time-consuming and costly, and even so, companies would be left without needed
guidance until the process was concluded. The resulting uncertainty would be unfair
to property-casualty companies, would inevitably add to costs, and in the end would
unwisely distract companies from productive pursuits.

Thus, whatever else may be said about the QRA, it surely is not tax simplifica-
tion.3 It is a theoretical economist's model that, even if correct (which it is not), suf-

See T. Neubig and C.E. Steuerle, "The Taxation of Income Flowing Through Financial Insti-
tutions: General Framework and Summary of Tax Issues" (United States Treasury Department,
Office of Tax Analysis, OTA Paper No. 52, 1983), at 63-68. Neubig and Steuerle's paper demon.
strates that identical financial results are obtained through the use of either cash accounting, or
what they describe as a "qualified reserve method" of accounting, for future liabilities. The
latter is QRA accounting.

2See page 213 of "The President's Tax Proposals" (May, 1985).
3 In fact, the QRA is simultaneously too complex and oversimplified. Its oversimplified nature

is demonstrated by the fact that it uses a single, company-wide investment earnings rate each
Continued
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fers greatly in implementation. Existing law, by comparison, is much simpler both
in theory and in operation, and because of this (and the flaws inherent in the tax
revision proposals) we urge that existing law be maintained.

The primary justification used by the Administration for adopting the QRA
method seems to be an inappropriate comparison between insurance and self-insur-
ance (or, more accurately, noninsurance).

Under the reasons for change in the Administration's tax proposals, the current
tax treatment of property-casualty insurance reserves is said to distort the choice
between self-insurance and insurance. 4 In making this allegation it is unclear
whether the Administration's proposal is comparing the self-insured with the policy-
holder of insurance, or whether the comparison is bing made between the self-in-
sured and the property-casualty insurance company. In either case it compares
apples and oranges.

A comparison between the self-insured and the policyholder of an insurance com-
pany is inappropriate because there is no economic equivalence between the two.
The primary difference between the self-insured and the insured policyholder is that
the self-insured has not transferred it' risk of loss to someone else (putting its
money at risk for someone else's losses), while the insured policyholder has.

Normally a taxpayer that chooses to self-insure will not set money aside and so
has the use of the "premiums" it otherwise might have paid to a insurance compa-
ny. At the end of any particular year, if a loss has not occurred, the self-insured
continues to have use of the funds, together with added investment income. Histori-
cally, even if funds have been set aside, the self-insured has never been allowed a
deduction for the "premium" because the self-insured retrains ownership of the
funds and has use of such funds together with investment income thereon.

This is not true of the injured policyholder. The insured policyholder has a con-
tractual relationship with the insurance company. The policyholder pays a premium
to the insurance company and at the end of the year has nothing to show for its
payment unless the insured has suffered a loss. If an insured policyholder suffers a
loss, the insurance company has a contractual obligation to cover that loss. 'rne in-
sured policyholder is allowed a deduction for the premium paid because it has in-
curred an out-of-pocket premium expense. By the end of a year the insured policy-
holder has received and also has "consumed" everything it paid for-current insur-
ance ]protection.

Likewise, the comparison between the self-insured and the property-casualty com-
pany is inappropriate. Just as there is no economic equivalence between a self-in-
sured and insured policyholder, there is none between a self-insured and a property-
casualty insurance company. Yet the Administration seems to be making such a
comparison when it explains:

P & C companies deduct currently the full amount of the future liability for
many casualty losses that would not be deductible currently by a self-insurer. Be-
cause a current tax deduction is more valuable than a future deduction, individuals
and businesses are encouraged to insure against risks with a P & C company in
order to take advantage of this favorable tax treatment." f

The issue focused upon with respect to the self-insured is the proper timing for a
deduction of a loss; with respect to the insurance company, the issue should be the
proper measure of its profit (and therefore income). The insurance company is in
the business of providing a service and bears all the financial risks of loss that are
entailed with any business, and more. It does not accumulate funds as an escrow
agent for the insured, as a bank might hold funds for a self-insured.

The statements quoted above assumed that the property-casualty insurance com-
pany is merely a holder of policyholder funds, rather than a separate entity in busi-
ness to make a profit. The Administration's proposal ignores the fact that property-
casualty insurance companies have a contractual obligation to provide a service (i.e.,
current insurance protection against economic loss). For the premium paid, the in-
sured is entitled to that service alone, and is not entitled to any investment return
on the premium payment.

A property-casualty insurance company has two sources of income-from any
excess of premiums over losses and expenses, and from investment income. If a com-
pany uses some of its investment income and reduces the cost of the service to the

year to determine the annual increment in each reserve account, whereas the rate of return on -
the investments attributable (although not segregated) to any one line of business may well
differ from that attributable to another line. The precise theoretical matching envisioned by the
proponents of the QRA is therefore questionable.

4 See p. 267 of "The President's Tax Proposals" (May, 1985).
sSee p. 267 of "The President's Tax Proposals" (May, 1985).
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customer, because of market or regulatory pressures, there is no compelling tax
policy rationale for taxing the company on that investment income in any case. The
Administration's tax proposal for property-casualty incurance companies would tax
that investment income (by disallowing an expense deduction) when it is used to pay
claims. In this regard, property-casualty insurance companies would be treated un-
fairly as compared to other businesses that are not restricted in their use of before-
tax income from all sources.

Apart from conceptual difficulties in understanding why an insurance company
should be compared with a self-insured, there are numerous factual differences that
lead to the conclusion that they are not-similarly situated taxpayers for which a
level playing field would make sense. As we have noted, insurance companies are
subject to state r4gulation to assure solvency and to protect the interests of policy-
holders and claimants: (1) All insurance companies must file annual (statutory)
statements with the various states in which they are licensed (in addition stock com-
panies must prepare financial (GAAP) statements for shareholders; (2) States
impose mandatory reserve requirements and regulatory restrictions on investments
made by property-casualty insurers; (3) Insurance companies are subject to state
taxes on premiums and are required to pay assessments for state guaranty funds;
and (4) doing business in a particular state also may require participation in sub-
standard risk pools, which are statutory mechanisms to provide insurance coverage
to those who cannot buy the same in the open market.

All of these financial and regulatory constraints apply even if a company has a
loss for the year. On the other hand, the taxpayer who elects to self-insure generally
has no such regulatory constraints, nor the financial obligations to contribute to the
insurance needs of the general public. In attempting to subject the property-casualty
insurance company and the self-insured to equivalent tax treatment, the Adminis-
tration's tax proposal indulges in a presumption of similar economic environments,
which is contrary to the facts.

As an alternative to the QRA proposal, which would impose the equivalent of
cash accounting on property-casualty loss reserves, the GAO has recommended that
property-casualty companies be allowed to deduct their loss reserves, but would be
required to discount such reserves to present value.

Specifically, the GAO would allow a property-casualty company, in the year a loss
is incurred, to deduct the amount of the loss, discounted to present value at the
company's before-tax rate of return on portfolio investments. Thereafter, the compa-
ny would be allowed additional deductions for the annual increases in the reserve-
again computed at the before-tax rate of return-until the claim actually was re-
quired to be paid.

In reality, any effort to discount expenses to present value would be beset by very
serious problems of measurement and estimation. While we might attempt to re-
phrase the observations in our own words, we can hardly do better than to quote
former Assistant Treasury Secretary Chapoton, who pointed out, in testimony in a
hearing regarding time value of money on February 22, 1984, before this very Com-
mittee, that:

While allowing a current deduction for the present discounted values of future
expenses clearly is proper from the perspective of... financial statements, various
practical considerations preclude implementing such a rule for income tax purposes.

As an administrative matter, determining the present discounted values for all
kinds of future expenses would introduce unmanageable uncertainty and undesir-
able complexity. Discount rates could not be determined individually for each busi-
ness. Rather, certain economy-wide average discount rates would have to be em-
ployed. These discount rates would have to be applied to mere estimates of the
amount of the expenses to be incurred at estimated dates in the future. . . (Such
estimates] would be wrong in every case in which either the amount of the future
expenses or the time for economic performance was estimated incorrectly ... [and
there would have to be] a complex set of recomputation rules for recalculating over-
stated and understated deductions...

Implementation of the GAO proposal would require exceedingly precise approxi-
mations of the times and amounts of a property-casualty insurer's loss payments.
Underwriting estimations, particularly in long-tail lines, have proven so unpredict-
able (most notably as to amounts of loss payments) that they are viewed by industry
analysts as a major contributor to insurance company underreserving. Yet under
the mechanics of the GAO proposal, a company would be significantly penalized for
such underestimation. While GAO's suggestion might make sense for transactions
that do not involve measurable risk (such as simple deposits held at interest with
stated maturities), its application to risk-pooling activities is off the mark.
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The inherent uncertainty in applying any method of discounting, and its potential
for distortion of real economic earnings, has been recognized by the accounting pro-
fession in its standards for financial reporting by property-casualty insurance com-
panies. The Financial Accounting Standards Board has concluded that ". . . losses
should be recognized. . . as incurred . . ." (FASB, Statement of Position 78-6). The
Board further cautioned that companies that choose to discount loss reserves for fi-
nancial statements in contravention of full loss recognition should disclose this fact
to shareholders and investors.

Given the problems that underwriters, corporate actuaries, investment advisors
and independent financial auditors see in the application of discounting for property
and casualty loss reserves-to wit: mismatching items of income and expense, poten-
tial distortion of economic income (or loss), accounting and tax complexity, and un-
certainty in estimations-we believe that any discounting proposal will prove in-
equitable and unworkable.

To respond to the additional burden placed on surplus by the Administration's tax
proposal, property-casualty insurers would be forced to increase their premiums dra-
matically. One of the most respected insurance analysts, Robert A. Bailey, Vice
President of the Property/Casualty Division of A.M. Best Company, the independent
organization that rates insurance company solvency, has predicted that if the QRA
were enacted into law, the industry would have to increase premiums an average of
11 percent in order to make up for the lost income, as well as the additional com-
missions, State premium taxes and other overhead expenses. In certain long-tail
lines of business the industry would be forced to increase premiums from 15 percent
to 32 percent, depending on the line of business. Mr. Bailey has estimated that pre-
mium increases of 32 percent would be necessary for medical malpractice, 24 per-
cent for general liability, and 15 percent for workers' compensation and reinsur-
ance. 8

The ability of a casualty insurer to write new business ("capacity") or assume
higher limits of liability is a function of its available surplus. A general yardstick
used by insurance regulators in testing for potential insolvency of a company is that
a company's net written premium's should be no-greater than three times its statu-
tory surplus.

Property-casualty insurers recently have posted record operating (not merely un-
derwriting) losses, are having to actually strengthen their undiscounted loss re-
serves, and are scrambling to add to surplus. These events have created a signifi-
cant shortage of the property-casualty industry's ability (or "capacity") to write all
the coverage for which there is a demand.

The cbryent depletion in surplus is a direct result of the successively larger un-
derwriting losses experienced by the industry each year for the past six years. In
1984, the industry had over $21.3 billion in underwriting losses and $3.8 billion in
before-tax net operating losses. (If five major writers of personal lines of insurance-
automobile and homeowners-are eliminated, because they made a profit, losses
posted by "loss companies" were closer to $5 billion.) A.M. Best Company has esti-
mated that the industry will incur underwriting losses of $23 billion in 1985. As a
consequence of these losses, the industry's surplus has declined nearly $2 billion in
1984.

In a study by the Insurance Services Office entitled "The Coming Capacity Short-
age", the industry's rating service predicts that-due to the recent losses-available
property-casualty insurance may fall short of demand by some $62 billion over the
next three years. This prediction does not take into account the impact of the QRA
or GAO proposals on the industry's surplus. The capacity shortage facing the indus-
try is directly related to the reduction in surplus.

Unfortunately, however, at a time when the industry's ability to meet the needsof the insurance marketplace is precarious at best, the (QRA and GAO proposals
would reduce surplus even more, thereby further exacerbating the availability prob-
lem. By the Administration's own estimates, the industry's tax burden, when QRA
is fully phased in, would be increased by approximately $3 billion per year. Altering
taxation of the property-casualty industry by this magnitude will worsen an already
serious shortage of capacity and result in significant increases in the price of cover-age. - -

Shrinkage in capacity, with its accompanying decrease in availability of certain
types of insurance, will have obviously adverse consequences for potential insurance

6 These predictions for premium increases are based on Treasury's initial recommendation for
QRA and a 46% corporate rate. The use of the 46% rate is consistent with Treasury's standard
estimating procedures. Treasury's initial proposal is substantively unchanged under the Admin-
istration's final tax proposal for QRA.
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customers. The failure to find available insurance will impact adversely the great
majority of those businesses that simply cannot afford to retain risk.

Normally, increases in the price of coverage actually further exacerbate the ca-
pacity shortage because of the required relationship of surplus to premiums. Thus,
the additional tax imposed on the industry will trigger a chain of price increases
aimed both at restoring the surplus depleted by the taxes-and increasing the surplus
to support the premium increases themselves. Looked at another way, the industry
will be squeezed both from the top-down (the premiums-to-surplus ratio), as it suf-
fers surplus diminution from significant tax increases that would be imposed at a
time of record operating losses, and from the bottom-up (premium inflation), as pre-
miums are adjusted upward to stem debilitating underwriting losses and preserve
surplus. Proposals to substantially increase industry taxes, then, are a Catch-22 that
will stymie the ability of property-casualty insurers to meet marketplace demand.

Changes in the taxation of property-casualty insurance companies also will
impact adversely on the U.S. insurance industry's participation in the world market
and, in fact, favor foreign insurers of U.S. risks. A substantial portion of U.S. risks
already are insured by foreign insurance companies (from 1982 to 1983 alone, the
net premium outflow from U.S. insurance companies to foreign reinsurers increased
from $1.0 billion to $2.3 billion). Any increase in premiums charged by domestic
property-casualty insurance companies can only result in a higher market share
going to foreign competition.

Unlike other U.S. industries, the insurance industry is very portable. It does not
require the movement of physical plant, nor does it rely on natural resources within
the United States. The placement of insurance depends on capacity of the estab-
lished market places and requires only a knowledge of those markets. Generally,
there is no financial constraint on paying premiums outside the United States, since
recently negotiated tax treaties generally eliminate the excise tax on premiums paid
to foreign insurers. Marketed through independent agents or brokers, U.S. risks can
be placed as easily with a foreign insurer as with a domestic company.

The ease of placing insurance abroad was illustrated by a report in The Wall
Street Journal (Tuesday, July 2, 1985; p. 10) that fifteen industrial companies have
agreed to organize an insurance company for their own liability coverage. The com-
pany will be located in the Cayman Islands. The article noted that the organization
of the new company is a further indication of how the market for business liability
insurance has tightened during the past year. The amount of money being contrib-
uted to start the company (a total of $140 million), gives only a hint of the potential
premium outflow for this foreign company alone.

At present there is some flow of premium dollars from multinational corporations
into the U.S. insurance markets. If U.S. insurance costs increase substantially, in
response to a pass-through of increased tax costs, those foreign dollars do not have
to come to the United States. Likewise, the potential for moving money for U.S.
rhkks to foreign insurance markets and investment is virtually unlimited. Under the
increased tax burden proposed by the Administration, the problems of foreign com-
petition for U.S. insurance companies (and indirectly the US. balance of payments)
only will be compounded.

Foreija-based companies will have the attractive choice of undercutting the price
of U.S. insurers or matching prices and increasing profits. Other repercussions could
be the capture of the bulk of the reinsurance market, by foreign reinsurers, and the
relegation of U.S. insurers to mere primary insurer status. Finally, this could en-
hance the status of U.S. insurers as targets for takeover by foreign competitors.

The property-casualty industry has repeatedly underestimated its longer-term
losses, a difficulty exacerbated by economic and 'social" (i.e., jury award) inflation.
A study done by the Insurance Service Office last year, analyzing loss reserves and
rates of return for property-casualty insurers, concluded that property-casualty in-
surers were underreserved by an amount in excess of 10 percent of their reported
reserves. (See ISO, Analyses of Loss Reserves and Rates of Return, 1984.) Focusing
in particular on the general liability insurance line, this study pointed out that in-
surers had a loss reserve deficiency in excess of 20 percent. It thus appears that
property-casualty insurers (especially in respect of the long-tail lines) have already
routinely understated expenses and overstated income in their financial reporting.
And since the same amounts of loss reserves are used to determine Federal taxable
income, the same would be true for tax reporting.

In view of this, one wonders why the Administration and the GAO so strongly
perceive that property-casualty companies' loss reserves are conservative, over-suffi-
cient amounts that result in the understatement of economic income. To the con-
trary, when the facts are known, it becomes apparent that the QRA and discounting
proposals would work from already insufficent loss reserve figures to produce even
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more dramatic overstatements of income. They would, in short, tax companies on
much more than their economic income.

For all of these reasons, we believe the QRA and GAO proposals are ill-conceived
and must be rejected. At this juncture, however, we think it appropriate to step
back and ask why we find ourselves responding to tax revision proposals such as
these. At base, we believe this whole exercise is motivated by a perception on the
part of the Administration and the GAO that our industry is undertaxed. The asser-
tion is that the so-called "effective" rate of tax borne by the members of our indus-
try is low.

If the property-casualty insurance industry pays tax at a low effective rate, it is
because of investments in tax-exempts. Our industry is not a major user of acceler-
ated deductions and credits, but it is a major holder of tax-exempt bonds. Conse-
quently, its effective tax rate on economic income (which includes the tax exempt
income) is lower than the statutory ratW.

However, in addition to the direct tax paid, there is an indirect tax paid with re-
spect to interest received from tax-exempt state and municipal bonds. On state and
municipal bonds, the interest received is lower than on taxable bonds. In economic
terms, this interest reduction may be viewed as an indirect tax that is "paid" direct-
ly to the states and municipalities rather than collected by the federal government
and distributed to the states as an explicit subsidy.

Congress has accorded all taxpayers, including property-casulty companies, the
choice of investing in tax-exempts as well as taxable instruments. When a taxpayer
chooses to purchase a tax-exempt instrument, that taxpayer bears the burden of the
indirect tax implicit in the instrument's lower yield. Such a choice entails, of course,
a lower effective tax rate on that taxpayer if one excludes the impact of the implicit
tax, though it results in an appropriate overall tax burden when direct and indirect
levies are considered together and expressed as a ratio of "economic income". Many
companies in our industry have chosen this investment route for much of their port-
folios.

In considering the relative merits of current law and proposals to alter the tax-
ation of property-casualty insurers, Congressional tax policymakers should be mind-
ful of several general principles that we believe promte sound tax policy and fair-
ness.

First, and foremost, we believe that the Committee should only consider proposals
for taxing property-casualty insurers that generate tax liability when there is eco-
nomic income. While the definition of what constitutes economic income may be
open to reasonable debate, there should be no serious dispute with the notion that
where, by anyone's standards, there has been a real economic loss, there should be
no federal tax liability assessed.

Second, we urge the Committee to respect the notion that property-casualty insur-
ance companies are not unlike any other corporate taxpayer with complex account-
ing and income measurement problems. The goal of the Federal corporate income
tax is to measure income and tax it at the corporate level in an equitable manner.
Property-casualty insurance companies should be taxed according to rules that, to
the extent possible, reflect the general rules of corporate income taxation. There is
nothing inherent in the organization of or transactions by property-casualty insur-
ance companies that suggests abandonment of the general corporate income tax
rules.

Third, we believe that the Committee should assess any property-casualty insur-
ance company tax proposal on the basis of competitive neutrality within the indus-
try. The intramural playing field should be level. Every effort should be made to
ensure that revisions in the income taxation of property-casualty insurers do not
unduly advantage or disadvantage any company or group of companies because of
their lines of business.

Finally, it is the position of the member companies of the American Insurance
Association that any proposal suggesting changes in property-casualty insurance
taxation be consistent with the Administration's own stated goal of simplicity.
Overly complex and theoretical constructions lend themselves to unforeseen side-ef-
fects, opportunities for avoidance, pitfalls for the unwary and uneven application of
tax burdens across the industry. Careful consideration should be given to any seri-
ous deviations from the historic system of Annual Statement accounting. There is
an appropriate balance between simplicity and equity, and we urge the Committee
to give due deference to the competing considerations that are embodied in the cur-
rent system of property-casualty insurance company tax accounting.

Recently, certain Congressional tax policymakers have raised the question of
whether a federal premium tax should be considered as a possible alternative
system for taxing property-casualty insurance companies. Its initial appeal may be



27

that a premium tax appears to be simple and would ensure the collection of a cer-
tain minimum amount of revenue from the property-casualty insurance industry.
On closer examination, we think that the members will conclude that a federal pre-
mium tax would be inequitable and would violate every one of the sound tax policy
principles discussed above.

First, just like a sales tax, a federal premium tax would be regressive. It would
not take into account the taxable income or true economic income of the company.
As a gross receipts tax, it would be imposed whether or not a company had an eco-
nomic gain or loss during the year.

Second, a premium tax in lieu of an income tax would single out the property-
casualty insurance industry for a unique tax treatment, unshared by an other cor-
porate taxpayer. It would isolate that industry from the general corporate business
community. The propery-casualty insurance would be prohibited from using the
general corporate tax relief provisions enjoyed by other taxpayers (e.g., depreciation,
investment tax credit, NOLS, foregin tax credit, etc.). If the federal premium tax is
adopted in addition to the application of the general corporate income tax provi-
sions, it would be a unique and, thus, unfair additional tax burden for the industry
to bear.

Third, as a practical matter, a federal premium tax would not be competitively
neutral between different lines of business within the propert)y-casualty insurance
industry. A premium tax on short-tail, personal lines of business can be readily
passed on to the policyholder (which ultimately may raise the question of whether
the tax is being paid by the company or the policyholder). On the other hand, the
direct impact of a premium tax on long-tail commercial insurance or malpractice
insurance will be more adverse because those are the very lines of business current-
ly undergoing rate increases due to unpredictable increased costs of emerging liabil-
ities and court awards. Thus, that portion of the business which is undergoing ca-
pacity shortages and trends toward self-insurance would suffer further under a pre-
mium tax.

Fourth, a closer examination of a premium tax structure will reveal significant
underlying complexities. Complex issues involving the definition of "premium," the
treatment of policyholder dividends, the treatment of service charges or finance
charges, credits for reinsurance premiums paid, and similar issues, have all been
the subject of continuing controversy at the State level. What would become of ex-
isting income tax attributes? Could they, or would they, be integrated into a premi-
um tax? Even the use of a premium tax as a temporary measure would cause confu-
sion and, later, complexity because of the interruption in the natural continuation
of the income tax system applicable to the property-casualty insurance industry.

Before we conclude our remarks, we would also note that the Administration pro-
poses in the same context to reverse what Congress did just 3 years ago in legislat-
ing the tax treatment of "strucutured settlement" annuities. Just as we believe it
unsound to place insurers on cash method accounting with respect to their accrued
losses, we consider it unsound to extend such treatment to structured settlements
generally.

We acknowledge, of course, that there is an interest component to a structured
settlement annuity, and that the tax treatment this arrangement now receives is
favorable. Indeed, structured settlements have gained their popularity precisely be-
cause, for a host of reasons outweighing this favorable tax treatment, they are bene-
ficial to all the parties involved. Claimants who agree to a structured settlement
receive more in total dollars than they would from a lump sum settlement, while
defendants are able to save claim dollars. without the favorable tax treatment ac-
corded structured settlements as under current law, a major incentive to both par-
ties to agree to such arrangements would be lost.

We believe that the tax incentive currently provided to injured parties to take
structured settlements is affirmatively good and should be maintained. These settle-
ments are a socially desirable means of guaranteeing the future financial security of
unfortunate accident victims, frequently badly injured and typically from lower eco-
nomic levels. We are not dealing here with a voluntary investment option that can
be availed of by shrewd investors as a tax shelter.

Implementation of the Administration's proposal would dramatically reduce the
use of structured settlements. In so doing, it would penalize a very needy segment of
the population, would further burden the already intolerable court system backlog
as more cases go to trial, and would ultimately increase the costs of pblic assist-
ance programs. It would also arbitrarily reverse the clearly stated intent of Con-
gress, from as recently as 1982, that tax favorable treatment should be provided. We
therefore believe that the Administration's proposal in this regard should not be
adopted.
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VI. CONCLUSION

AIA suppports the goal of reforming and simplifying the Federal tax laws. Our
members would endorse a proposal that truly promotes economic growth and en-
courages balanced competition between both domestic and foreign insurers.

However, we think that the Administration's proposal to use the QRA method of
accounting would distort the income of the property-casualty insurance company.
As a result, the proposal will necessitate price increases, will threaten to strain ex-
isting capacity shortages even further will encourage unregulated risk retention,
and will present serious international trade questions. The GAO proposal would
have similar adverse consequences. Before adopting any legislative changes for
taxing the property-casualty insurance industry, Congress should keep in mind the
four general principles of sound tax policy we discussed earlier.

This statement has focused on the QRA and GAO proposals and the impact that
this adoption would have on the property-casualty insurance industry. Although we
have not addressed the Administration's other proposals affecting members of our
insurance industry, we see no need for any of the changes recommended. We do not
believe that the present tax system fosters any competitive imbalance between stock
and mutual companies. Furthermore, we believe the smaller companies which bene-
fit from certain special rules serve an important function in providing for the insur-
ance needs of this country. Accordingly, we generally endorse the comments made
by the other property-casualty trade associations on the proposals which were not
specifically addressed in this statement.

STATEMENT OF ANDRE MAISONPIERRE, PRESIDENT,
REINSURANCE ASSOCIATION OF AMERICA, WASHINGTON, DC
Senator LONG. Mr. Maisonpierre. Is that how you pronounce

your name, sir?
Mr. MAISONPIERRE. You are doing an excellent job, Mr. Chair-

man. [Laughter.]
Mr. MAISONPIERRE. It's obvious that you know how to speak

French.
Thank you, Mr. Chairman. I'm the president of the Reinsurance

Association, which is a trade association representing the U.S. pro-
fessional reinsurers. Mr. Chairman, we oppose the General Ac-
counting as well as the administration's ta* proposals dealing with
property and casualty insurance. None of them are warranted.

We would like to limit our comments today, however, to the
unique impact which QRA and to some extent discounting will
have on reinsurers. And how in turn this will adversely affect the
U.S. balance of payment.

Insurance and particularly reinsurance is a highly fungible inter-
national commodity. It is irrational to think that U.S. insurers and
reinsurers would be immune from the comparative impact of tax-
induced increases in operating costs, if these increased costs did not
likewise apply to the alien competition.

The proposals before you violate a major canon of fiscal policy.
They fail to structure a tax system which is broadly based and uni-
form in application across competing taxpayers.

Treasury preaches that consumer choice between competitors
should not be influenced by tax law, yet its plan is anything but
neutral. And it will aggravate America's balance-of-payment prob-
lems.

Treasury concedes that the tax burden to be generated on the in-
dustry will, in fact, be heavy. It anticipates that insurers will offset
this cost by substantial increases in premiums. Unfortunately, U.S.
reinsurers will fEnd it difficult to adjust their charges since compe-
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tition from alien reinsurers not subject to the U.S. Tax Code will
act as a deterrent to adequate pricing.

It is ironic that this administration is proposing legislation which
would place the U.S. domestic insurance and reinsurance industry
at a disadvantage in competing for U.S. business in the United
States when, as noted in a recent report issued by the Office of the
U.S. Trade Representative, there are at least 35 countries, includ-
ing the European Economic Market, which are restricting U.S. in-
surers' operations within their borders.

The proposals, if enacted into law, would have certain natural
consequences. For instance, alien reinsurers exempt from the effect
of the tax will substantially increase their penetration of the U.S.
insurance market to the detriment of the U.S. reinsurance indus-
try. The large alien reinsurers, with established U.S. subsidiaries
or branches, which today are, indeed, taxed as U.S. insurers, will
find it economically attractive to shift their U.S.-generated busi-
ness directly to the alien parents, thereby avoiding the tax burden.
The surplus funds supporting the business, which will be shifted
abroad, will likewise be shifted offshore.

Now the result of these changes in economic behavior will in-
crease the flow of premium dollars to foreign insurance companies
unaffected by the tax burden; will decrease the flow of foreign-gen-
erated premium to the United States; and will require the transfer
of large amounts of insurance surplus funds overseas in part to
support the increased direct U.S. activities of alien reinsurers.

We have estimated, for instance, that the administration's plan
will result in a shift of approximately $7 billion in premiums to
overseas companies, and an additional $2.8 billion in surplus fund
to support the $7 billion of transferred premiums.

It should be noted that this $9.8 billion increase in our balance-
of-payment deficit is almost two 2/2 times greater than the entire-
balance-of-payment deficit for 1983.

Mr. Chairman, we urge you and the committee to reject the ad-
ministration's and the General Accounting's proposals. And we
also urge you to support the proposals submitted to you by the in-
dustry. The enactment of the GAO and the administration's pro-
posal will seriously hinder the growth of the U.S. professional rein-
surers and their ability to meet current expanding needs of the
U.S. insurance industry. Further such programs will, as we have
noted, seriously adversely affect our foreign trade deficit.

Thank you very much, sir.
Senator LONG. Thank you.
[The prepared written statement of Mr. Maisonpierre follows:]

55-629 0-86---2
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STATEMENT

OF THE

REINSURANCE ASSOCIATION OF AMERICA

My name is Andre Maisonpierre. I am the President of

the Reinsurance Association of America, a trade association of

professional reinsurers. Our member companies are professional

reinsurers principally engaged in the business of assuming

property and casualty (p/c) reinsurance and are either domestic

U.S. companies or U.S. branches of foreign reinsurers entered

through and licensed by a state. All the companies are subject

to the regulatory jurisdictions of the various states in which

they are domiciled or licensed. Reinsurance is a secondary risk

distribution mechanism, whereby insurers themselves insure some

of the exposures Which they assume with other insurers, called

reinsurers. In other words, insurers will pay premiums to

reinsurers and %ill, in turn, be reimbursed in part, for loss

payments which they make to policyholders.

PREFACE

Property and casualty reinsurers are regulated and taxed

as property and casualty insurers. As such, they are affected by

those provisions in the President's tax proposal affecting p/c

insurance.
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Mr. Chairman, the Association opposes all sections of

the proposal which deal with property and casualty insurance.

Although a number of the suggested changes do not directly impact

on our members, we believe that none of them are warranted.

However, since the revision in the treatment of loss and unearned

premium reserves are the principal proposals which specifically

affect p/c reinsurers, we will limit our comments to those

proposals.

Enactment of the proposal to require companies to

establish Qualified Reserve Accounts (QRAs) will seriously hinder

the growth of U.S. professional reinsurers and their ability to

meet the current and expanding needs of the U.S. insurance

industry. Treasury concedes that the tax burden to be generated

by the proposal on the p/c industry will be heavy. It

anticipates that the companies will offset this cost by

substantial increases in premium.

Unfortunately, U.S. reinsurers will find it difficult to

adjust their charges since competition from alien reinsurers, not

subject to the U.S. tax code, will act as a deterrent to adequate

pricing.
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If QRA is enacteO into law, certain natural consequences

are bound to evolve:

- Alien reinsurers, exempt from the effects of the tax

will substantially increase their penetration of the

U.S. insurance market, to the detriment of the U.S.

reinsurance industry.

- The U.S. reinsurance industry will, to the extent

possible, shift to foreign subsidiaries their foreign

generated premium.

- Conversely, the large alien reinsurers with established

U.S. subsidiaries or branches will find it economically

attractive to shift their U.S. generated business

directly to the alien parent; thus, avoiding the QRA

burden.

- The surplus funds supporting the business which will be

shifted abroad will likewise be shifted offshore.

These behavioral changes in world reinsurance marketing

will have a profound impact on the U.S. Balance of Payments. We

estimate that the net effect on the Non-Merchandise Insurance
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Balance to be an additional deficit of $7 billion and an

additional deficit of $2.8 billion charged against the Balance of

Payments as capital funds are sent offshore to support the

increased foreign reinsurance activities. Thus, a total deficit

increase in the Baldnce of Payments of $9.8 billion will result

from enactment of QRAI an amount almost 2.5 times larger than the

entire Balance of Payments deficit for 1983 and almost 10% of the

1984 Current Account Balance deficit.

QRA, of course, affects insurers as well as reinsurers.

However, its impact on reinsurers can be more easily ascertained

since reinsurance is such an extremely fungible international

commodity and U.S. reinsurers must compete, toe to toe, in a very

active international market. Note that only three U.S. companies

are among the 10 largest-world reinsurers.* This does not imply,

however, that U.S. insurers will have an easy task to raise their

prices sufficiently to offset the impact of QRA on their

business. There will probably be strong resistance by state

insurance regulators to burden consumers with the quantum cost

increases which will be needed to offset the tax and many

commercial risks will carefully look at substitute insurance

outlets: the offshore market or self insurance as a way to

escape the effect of the tax.

* The Global Picture - ReActions. June 1985, p. 62.
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We will not waste the committee's time in detailing the

operation of QRA on companies, since this would be duplicative of

other statements presented to the committee. We do, however,

want to emphasize the unfairness of QRA. It does not close

loopholes in p/c insurance industry taxation, but effectively

increases the industry tax rate by subjecting its investment

income to double taxation. Further:

- It taxes 'tax exempt' investment income.

- It levies a tax on companies even though an economic

loss may have been sustained.

- It places the p/c insurance industry on a cash basis.

- It seriously undermines the reliability of the surplus

account of a company, thus making it impossible to

evaluate the financial stability of the company.

- It would create an administrative nightmare.

Our statement will concentrate on the unique impact of

QRA on reinsurers and how this, in turn, will affect the U.S.

balance of payment.
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QRA AND BALANCE OF PAYMENTS

Introduction

Property and casualty (p/c) insurance is the lubrication

which permits the economy to operate.* It allows corporations

and even governments to assume risks which are inherent to the

enterprise and to disassociate themselves from those risks about

which they know little or cannot control.

P/C insurance is, however, predicated on the ability of

the insurers to make good on their policies. Only by so doing

can they perform their unique and essential role in society.

Governments have repeatedly recognized the desirable

role played by p/c insurers by mandating the purchase of

insurance -- i.e., automobile or workers compensation insurance.

Congress is no exception. Note the enactment by Congress of

financial responsibility laws requiring insurance, or the

equivalent, for trucks, waste users and disposers, nuclear power

operators, etc. With respect to the need to fund currently for

future obligations, one must point to the basic objective of

ERISA as being a forcing mechanism to ensure a more realistic

funding of retirement plans.

* See Appendix C for a discussion of the Economic Role of
Property-Casualty Insurance, and Appendix D on the Function of
Reserves in Property-Casualty Insurance.
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In order for insurers to fulfill their social mission,

they must provide today for the payment of losses which their

clients have incurred even though the obligation to pay for those

losses might be delayed to some future date. Governments

worldwide have recognized that the method of taxation of insurers

hos a direct impact on solvency.' Any attempt to tax the

provisions made by p/c insurers for the payment of incurred

losses is regarded as self-defeating. It undermines the ability

of insurers to deliver on their promises to pay and could

ultimately require government to assume the future obligations

which were prevented from being adequately funded. Although our

international community is composed of widely different societies

-- from a varying degree of free enterprise market economies, to

tightly controlled social and economic planning -- the collective

wisdom of governments around the world has been to recognize the

unique responsibility of p/c insurers and to encourage an,

adequate level of funding for losses incurred. Also recognized

is the basic principle that the metric of taxable income must be

related to the regulatory metric of solvency income if p/c

insurers are to survive.

Many industrial countries have been considerably more

supportive of this basic concept than the United States. For

instance, a number of countries allow for the sheltering of
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investment income generated from loss reserves. The Internal

Revenue Code already requires that such investment income be

taxed in the year earned. Many countries allow p/c insurers to

set aside catastrophe reserves for losses which have not been

incurred but may reasonably be expected,- such as earthquake

related losses. Indeed, the inability to reserve for such

contingencies severely limits the insurance capacity for certain

risks in the U.S., and also exposes the U.S. p/c insurance

industry to potential economic disasters if a major catastrophe

were to occur.*

World governments have imposed strict discipline on p/c

insurers so as to regulate the reliability of their promise to

say. These disciplines have transcended the peculiarities of

nations and have been reinforced by their taxation systems.

Current U.S. tax provisions give some recognition to the

uniqueness of p/c insurance. This Administration, however,

proposes to remove itself from this common understanding. In

doing so, it endangers the solidity of the U.S. p/c insurance

business, threatens the dependence of the economy on the

reliability of the p/c insurance industry to respond to losses

and provides a major competitive advantage to foreign insurers

which will reap a major benefit from this tax proposal. The fact

is that the Administration proposal fails to address and has

overlooked the grave economic consequences of its plan as it will

affect the ability of the domestic p/c industry to compete

'- The Reinsurance Association is urging consideration-of federal
legislation to relieve this situation. The proposal is not
tax related, since we believe there are more effective ways to
handle contingencies of-this nature than through contingency
reserves.
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internationally and the resulting impact on our Balance of

Payments.

NeveLtheless, the effect of the Administration's tax

package on our international balance of payment is of obvious

concern to the members of this committee, the Federal Reserve

Board and the financial markets. It makes no sense to us, and it

obviously makes no sense to many members of this committee, that

one should create the illusion of tackling our fiscal deficit by

aggravating our international balance of payments shortfall.

Repeated questions have been addressed to Administration

witnesses requesting assurances that the plan does not and will

not adversely affect an already intolerable balance of payments

situation. Based on extensive analysis we cannot accept the

assurances which you have received. To the contrary, thi. tax

plan will dramatically worsen the existing unfavorable insurance

trade balance. Furthermore, as a result of the shift to foreign

insurance markets, the insurance related revenue estimates will

fall short of their projected goals.

We are well aware that GAO has minimized in its report

the industry's inability to compete with foreign insurers in case

of a major change in the insurance tax system. GAO states that:
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Foreign competition is a relatively small part of the

U.S. insurance market.

- Most foreign competitors have U.S. subsidiaries or

- branches which are subject to U.S. taxes.

Any improvement in the competitiveness of foreign

companies will only benefit those foreign companies that

have no U.S. operation and can write reinsurance on U.S.

risks.

We disagree with the GAO's observations. Furthermore,

we are disappointed at the superficiality of the discussion,

considering the pains which GAO has taken to rebut many of the

other comments of the industry to its report. We are entitled to

a more thoughtful explanation.

What are the facts? What are the likely effects of the

treatment of insurance taxation on international trade?

The International Insurance Market -- A Two-Way Street

First, let us make it clear that, contrary to what GAO

says, there is today a very active international insurance

market, involving billions of dollars of insurance and

reinsurance purchased by U.S. policyholders, insurers and
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reinsurers from foreign companies, as well as an extensive

although lesser amount of insurance sold by U.S. reinsurers to

foreign insurers and reinsurers.

This international insurance trade which affects U.S.

insurers, reinsurers and policyholders amounts to several

billions of dollars. It is a growing trade. It is also a trade

which has traditionally added to our foreign deficit.* That the

exact amount of the trade cannot be quantified with precision due

to the lack of any systematic data collection is immaterial.

What is important is that:

- In 1983, about $3.2 billion in premium -- approximately

29 percent of present U.S. reinsurance market -- was

ceded to alien companies;

- Direct insurance premiums paid by U.S. policyholders to

alien companies for U.S. risks in 1983 are estimated to

be substantially in excess of $800 million;

- As far back as the Department of Commerce published data

goes, the U.S. has sustained a net loss in its

reinsurance trade balance.

* For a summary of available data on U.S. international insurance
trade, see Appendix A.
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The International Insurance Market -- A Combindtion of Multiple

Components

What kinds of transactions comprise this vast

international market.

First, there is the reinsurance bought by U.S. insurance

and reinsurance companies from insurers resident abroad. We

believe that this can most readily be measured by data collected

by the U.S. Department of Commerce, Bureau of Economic Analysis.

For 1984, this amounted to _ billion.* Compared to the 1983

figure of $3.2 billion, it also represents a sizable increase for

one year

Second, is the direct insurance purchased by U.S.

companies -- manufacturers, utilities, etc., from foreign

insurers and captives. It has been estimated, for instance, that

worldwide the number of captives has grown from 165 in 1970 to

1,500 in 1982. In 1983, there were 1,203 registered insurers in

Bermuda alone, generating a gross premium of approximately $6

billion, much of which emanated from the U.S. In an August 1984

report, Conning & Company, a firm which specializes in the

analysis of insurance stocks as well as insurance operation and

management, had the following to say with respect to the captive

movement:

* Note: The figure will be inserted as soon as we receive it
from U.S. Dept. of Commerce. It is due for release
momentarily.
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*It has been estimated that over 200 firms in the Fortune 500
now have captives in place, and there are close to 1,500
captives throughout the world. As the single parent captive
market has become saturated, more group captives are being
established, possibly confronting the U.S. insurance industry
with a new challenge regarding its ability to amass
homogeneous books of preferred commercial business at
competitive rates.

"The pursuit of 'non-parent' or open market reinsurance by
offshore captives and reinsurers has been a secondary source
of growth for them. This activity has also threatened the
market shares of traditional reinsurance companies."

Based on data collected by the states on direct

insurance on risks within the states placed with unlicensed

insurers, at least 4800 million of direct premium was placed with

alien, unlicensed insurers in 1983. This is a conservative

estimate and many believe the volume of direct business placed

offshore to be far greater.*

Third, is the reinsurance sold (assumed) by U.S.

insurance and reinsurance companies to foreign insurers and

reinsurers. The published data from the U.S. Department of

*-Conning and Co. estimates the value of captive insurance premium
to be on the order of $6 billion a year, most of which is placed
with offshore companies.
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Commerce reports these assumed reinsurance premiums as slightly

in excess of $1 billion for 1983.

Fourth, are the payments of losses arising from the

insurance and reinsurance assumed by U.S. and foreign companies.

Again, referring to the Department of Commerce data for 1983,

losses recovered from abroad on ceded reinsurance amounted to

slightly in excess of $1.5 billion and the losses paid abroad on

assumed reinsurance were approximately $800 million.

We have already noted that the Department of Commerce

has reported a net reinsurance trade deficit since 1970. The

increase in the reinsurance trade deficit is due to a more rapid

growth in reinsurance placed abroad than in reinsurance

imported. The U.S. Department of Commerce attributes the rapid

growth in reinsurance placed abroad to "the increasing number of

risks transferred by U.S. companies to their foreign affiliates

... where the tax treatment and regulation of insurance companies

was more favorable than in the United States.' For 1983, the net

deficit amounted to approximately $.5 billion. The International

Monetary Fund (IMF) estimates the deficit on direct insurance to

be $43 million in 1983. However, the direct insurance deficit is

in fact likely to be in excess of this amount since the IMF
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estimate is based on old data which does not reflect the current

structure of the U.S. industry and volume of direct insurance

purchased from alien insurers.

The persistent net trade deficit in insurance has a

significant impact on the total U.S. Balance of Payments

deficit. In 1983, the net insurance deficit was 13.5 percent of

the Balance of Payments deficit and this insurance deficit

accounted for over half the Balance of Payments deficits as

recently as 1981.

In spite of the lack of precision in trade data, we are

convinced that these numbers are ample to rebut GAO's assertion

that the international insurance trade is of no great relevance.

TheLe exists today a very active international market -- a

growing market which is a direct result of a growing

sophistication of insurance buyers who are constantly on the

lookout for better coverages, at low prices, as well as active

marketing activities by international insurance brokers who are

incessantly seeking new distribution outlets. Furthermore, the

Chairman of Lloyd's of London announced at the June 1985 meeting

of the National Association of Insurance Commissioners that

Lloyd's is increasing its capacity by 15 percent and appointing

brokers in the U.S. as a new method of generating business.

Thus,, Lloyd's will be prepared to take advantage of any changes

in the U.S. tax laws that give them a competitive edge.
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Insurance -- A Highly Fungible International Commodity

Although the Treasury analysis invites one to make such

an assumption, it is irrational to think that today's

international insurance market is static and that U.S. insurers

would be immune from the competitive impact of tax-induced

increases in operating costs. Insurance is a highly fungible

international commodity. Specifically, if a limited number of

insurers (the American domestic market) must, as the Treasury

predicts, raise their prices because they are burdened by a

significant tax increase which does not reach their competitors

(alien 'companies), it stands to reason that more U.S. companies,

insurers and reinsurers will seek to buy coverage with the

foreign competition and fewer foreign companies will seek

coverage in the U.S. The result will lead to greater outflow of

dollars and a diminution of inflow of funds to the U.S.

The premium outflow will be somewhat offset by reinsured

loss recoveries, although anticipated premium outflow due to QRA

will insure that the gap will continue to widen. Additionally,

there is a time lag between the premium payment and the payment

of losses arising from such premium. This lag results in

substantial delay in the "return* flow of part of the American

insurance premium from abroad in the form of claims payments paid

to the U.S. companies. The lines of insurance primarily affected

by the Administration's proposal are the long tail lines," for

which losses continue to be paid many years after the premiums
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are collected. Thus, the delay in repayment will extend for many

years and the current balance of trade will be that much the

worse for it.*

To summarize, the insurance market is quite sensitive to

international trade. This is not surprising, in light of the

multinational expansion of U.S. businesses and the ease which

allows purely U.S. risks to insure directly with foreign

companies. This international insurance trade takes a variety of

forms:

- Reinsurance may be assumed and ceded (bought and sold)

by U.S. insurers and reinsurers from abroad;

- Direct insurance on U.S. risks may be purchased by U.S.

companies through captives or non-related alien

companies;

- U.S. companies may purchase direct insurance in the U.S.

for their overseas operations. (No one knows the extent

of this market); and

* G.M. Dickinson, Etudes et Dossiers No. 16. International
Insurance Transactions and the Balance of Payments The City
University Business School.
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Foreign policyholders may purchase direct insurance

coverage with U.S. insurers in the U.S., for business

activities transacted both in the U.S. and abroad.

(Again, no data are available on this form of insurance

trade.)

Impact of QRA on Insurance Buying Decisions

How will these transactions be affected by a substantial

tax increase on U.S. insurers?

Both U.S. and foreign policyholders buy insurance and

reinsurance from a wide variety of U.S. and foreign insurance

companies. Their purchasing decisions are extremely price

sensitive and they and their brokers regularly seek out the low

price provider of insurance services. As Treasury recognizes,

the companies subject to substantial tax increases will need to

increase their prices. In fact, Treasury tells us, this is an

important objective of its plan.

But the price increases will be uneven. They will not

be uniform across all lines of insurances and they will certainly

not be uniform across all competitors since many will be in

positions to escape the tax increase altogether. Yet the

Treasury seems to have failed to recognize that the international

nature of insurance would allow many insurance buyers to escape

the price increase.
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In fact, the Administration plan violates a major canon

of fiscal policy. It fails to structure a tax system which is

broadly based and uniform in application across competing

taxpayers. As the Treasury preaches, consumer choice as between

competitors should not be influenced by tax lIw. Yet its plan is

anything but neutral and will aggravate America's balance of

payments.

Obviously, both U.S. and foreign policyholders will seek

to escape the increased premiums-which U.S. insurers and

reinsurers will need to charge to offset the tax increases.

Foreign insurers and reinsurers will be in position to offer less

costly insurance. The present excise tax levied on insurance

placed offshore will not be an effective deterrent since it is

exempted by treaties which the U.S. has entered into with many

countries.' Additionally, the large alien reinsurers which have

established U.S. subsidiaries or branches which today are subject

to U.S. taxes will obviously severely curtail the U.S. operations

carried out of those branches and will write their U.S.

reinsurance risks directly by the alien parents or through alien

subsidiaries of those parents.

The Administration proposal wili produce less revenue in

the U.S. and an outflow of capital abroad. This will come about

in a number of ways. An insurance contract covering the
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multinational exposures of an American company currently insured

in the U.S. could just as well be written by a foreign subsidiary

of an American insurer or an alien company. Reinsurance placed

by U.S. insurers with U.S. reinsurers will be less costly if

purchased from an unlicensed alien reinsurer. Thus, U.S.

policyholders and insurers seeking reinsurance can bypass the

increased premiums which U.S. insurers would have to charge to

offset the tax increase.

Foreign insurers ceding reinsurance in the U.S. also

will have an incentive to place their business abroad. Instead

of the reinsurance premium being paid to a U.S.-domiciled

reinsurer, it will be paid to an alien insurer. Clearly, the

inflow of premium dollars in the balance of insurance trade will

dry up.

To recapitulate, a significant tax increase such as that

contained in the Administration proposal will:

- Increase the flow of premium dollars to foreign

insurance companies unaffected by the taxburden.

- Decrease the flow of foreign-generated premium to the

U.S., without necessarily decreasing the extent of U.S.

foreign business as premium earned abroad will be kept

abroad in subsidiary companies.
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As will be noted below, force a transfer of capital and

surplus from the U.S. to support the additional premium

being written by foreign insurers that currently is

written in the U.S.

The Effect of QRA on the Price of Insurance

What can we anticipate as price increases resulting from

the Administration's tax plan?

Throughout this discussion, we have referred to a

"significant price increase.0 Obviously, there is some degree of

elasticity in the price of insurance and reinsurance. Frankly,

the magnitude of the price increase necessary to force a shift in

insurance buying patterns will differ by lines of business and

will depend on market conditions. As little as a 2% state

premium tax on health insurance creates a substantial incentive

for self-insurance. Surely, no one could deny that a 10% cost

differential would have an important influence on policyholders'

buying decisions or on budgetary decisions by U.S. insurers and

reinsurers on whether to leave the foreign-generated premium

overseas or repatriate it to the U.S.

Undoubtedly, the lines of insurance most affected by the

Treasury proposal would be the *long tail" lines: medical

malpractice, general liability, and workers compensation. For
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many of the affected policyholders, the cost of insurance

represents a major (and even at times the major) cost of doing

business. Repeated testimony before diverse congressional

committees by product manufacturers, stevedoring companies and

representatives of medical specialties such as neurosurgeons,

gynecologists, anesthesiologists, leave no doubt that the present

cost of general liability, workers compensation or medical

malpractice insurance is too often forcing entrepreneurs to

either curtail planned economic activities or even, in some

instances, to go out of business altogether.

Based on a methodology developed by Robert A. Bailey,

Vice President and Actuary at A.M. Best Company, we have

calculated the rate increases necessary to offset the additional

tax for those lines to be as follows:*

Assume 33% Assume 46%
Tax Rate Tax Rate

Medical Malpractice 18% 34%
General Liability 15% - 33%
Workers Compensation 11% 21%

These numbers leave no doubt that the Administration's

tax plan would seriously impact these Olong-tailedo lines of

insurance; and, hence, that escaping these increases would become

an important strategy of insurance buyers. As noted above, an

extensive and sophisticated international insurance network and

* See appendix B for details of these calculations.
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the mobility of this international commodity would facilitate

such an escape.

No one can predict how much of the premium generated by

these lines of insurance would be transferred overseas. Note

that even a small percentage would have a dramatic effect on both

the balance of payments and the American insurance market, since

together these lines generate in excess of $24 billion in annual

premium. For example, a relatively small transfer of this

business, say 20%, would result in an increase of $4.8 billion in

the premium paid by Americans to foreign shores. This would be

equivalent to tripling the premiums paid to unlicensed foreign

reinsurers.

Furthermore, the foreign generated reinsurance assumed

by U.S. insurers would be effectively eliminated (equivalent to

$1.3 billion in net premium written in 1983).

But this is not the end of the story.

To support this shift of premium abroad, as well as the

additional foreign-source premium to be written by

foreign-domiciled subsidiaries, the U.S. insurers and reinsurers

will need to export massive surplus funds abroad.* In other

words, that portion of U.S. insurers and reinsurers surplus

presently dedicated to supporting all premTums will be

transferred overseas.

*Alternatively, surplus funds that alien insurers with U.S.
branches would have left in the U.S. will be exported to support
the shift to the alien parent/affiliate operations.
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We estimate that this will lead to a shift of surplus

funds from the U.S. to overseas in excess of $2 billion. This

will come from the loss of the presently assumed reinsurance by

U.S. companies and from the transfer of insurance premium on U.S.

risks which will go abroad.*

This massive export of U.S. insurance surplus will

reduce the capacity of the U.S. industry for U.S. business and

will also have a serious and direct impact on money markets since

it will mean a withdrawal by U.S. insurers of substantial

investment funds in the U.S.

Conclusion

In conclusion, we believe that:

- The Administration has failed to recognize -the highly

fungible nature of this international commodity.

- Enactment of the proposed tax program will seriously

aggravate an existing net outflow of insurance funds.

- It will diminish the premium income of U.S. insurers as

taxpayers and thus will decrease the additional revenue

projections.

-For a fuller explanation of the derivation of this figure, see
Appendix B.
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It will lead to the transfer of large amounts of

insurance surplus funds overseas to support the

increased activities of foreign subsidiaries of U.S.

insurers.

It will di. 'ish investment income opportunities in the

U.S.

Potentially, the Administration's plan could result in a

shift in excess of $25 billion* of premium presently written in

the U.S. to foreign markets and an additional transfer of $10.9

billion in capital and surplus. Realistically, we estimate a

- more modest loss, approximately $7 billion in premium and an

additional $2.8 billion in surplus funds needed to support the $7

billion transfer. To this large deficit will be added the effect

of the large alien reinsurers, which, as noted above, will

curtail operation through their U.S. subsidiaries or branches and

will write their U.S. business direct; thus, avoiding the effect

of QRA.

Mr. Chairman, we urge you and the committee to reject

the Administration's proposal.

* This amount exceeds the premium information on page 23 since
the latter data is restricted to the three lines of insurance
-- medical malpractice, general liability and workers
compensation.
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INSURANCE TRANSACTIONS IN THE

BALANCE OF TRADE

Insurance is an international commodity which affects the balance of

payments. The most common types of insurance traded internationally are

property-casualty reinsurance, or insurance purchased by insurance

companies, and property-casualty direct insurance, or insurance purchased

directly by insured entities.

A. REINSURANCE

Reinsurance Balance of Trade

The U.S. Department of Commerce, Bureau of Economic Analysis, surveys

professional reinsurance companies as well as direct insurers with

professional reinsurance departments.* The survey requests reinsurance

premiums paid (ceded) to foreign insurer:-, losses recovered from abroad

on ceded reinsurance, reinsurance premiums received (assumed) from

foreign insurers and losses paid abroad. The survey results for the

years 1974 to 1983 are shown in Table A-i.

Net premiums paid to foreign insurers amounted to 92.3 billion in 1983

and represent premiums written less ceding commissions and any other

expense reimbursement to the ceding company. Net payments (column 3 of

Table A-i) for reinsurance ceded abroad are equal to net premiums paid

less losses received. In 1983, the U.S. paid a net of b695.6 million to

foreign insurers.

U.S. insurance companies currently reinsure foreign insurers. However,

in 1983, the net premiums received from foreign insurers ($1.0 billion)

was less than half of the amount ceded by U.S. companies to foreign

*The survey instrument is report form BE-48 which is sent to companies
annually. In 1985, the request was mailed in February and 1984 results
will be available by the end of July.

A-1



TABLE A-I

U.S. ZI1NSURACE InMORTS AND EXPORTS 1974-1983
millionss of Dollars)

Reinsurance Imports (-)

(2)
LossesReceivedb

288.0

264.0

295.0

373.0

506.4

597.9

619.0

674.7

812.7

984.1

1.037.1

1.302.1

1,322.0

1.604.1

9.,60.1

Rinsurance Eports (+)

(3)
Net

Payments

160.0

210.0

218.0

202.0

172.7

301.6

499.0

597.0

754.3

834.5

859.6

806.5

778.4

695.6

6,299.2

(4)
met premiums

Received*

251.0

310.0

402.0

476.0

559.6

683.3

729.3

783.7

803.3

827.8

896.5

952.6

924.3

1,007.8

Tear

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1981

1982 (r)

1983(p)

1984*

TOTAL

(7)
Net

(5) (6) Balance of
Losses et PSyments
Psidb Receipts Effect

174.0 77.0 (83.0)

208.0 102.0 (108.0)
244.0 158.0 (60.0)

321.0 155.0 (47.0)

393.6 166.0 (6.7)

479.5 203.8 (97.8)

536.7 192.6 (306.4)

601.2 182.5 (414.5)

581.3 222.0 (532.3)

610.3 217.5 (617.0)

660.6 235.9 (623.7)

752.1 200.5 (606.0)

736.2 188.1 (590.3)

818.0 189.8 (505.8)

(1)
met Premiums

?side

"8.0

474.0

513.0

575.0

679.1

899.5

1.118.0

1,271.7

1,567.0

1,618.6

1,896.7

2,108.6

2,100.4

2.299.7

15.759.3 4.300.56,169.5

(r) Revised
(p) Preliminary
*1984 data will be provided as oon as it is available.
aet premiums paid or received refer to written reinsurance premiums, not earned premiums, less commissions and other expenses.
Clams paid or received represent actual payments or recovered clsims and not losses incurred.

SOURCE: 'Reinsurance Transactions of United States Insurance Companies with Insurers Resident Abroad," 1976-1983,
U.S. Department of Commerce, Bureau of Economic Analysis, July 1984; 1974-1981, July 1982.

8,168.2 1,998.7
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insurers. After reinsurance losses paid to foreign insurers of $818

million, the net reinsurance receipts by insurers in the U.S. were $189.8

million In 1983.

Net reinsurance premium received of $189.8 million less net premium paid

of $695.6 million results in a net balance of payments deficit of $505.8

million for reinsurance. This U.S. reinsurance trade deficit Increased

by almost two orders of magnitude between 1974 and 1983.

Reinsurance differs from other types of insurance in that it can be

offered for sale by companies not licensed or admitted in any state in

the United States. Reinsurers can be authorized by a state, meaning that

the reinsurance transaction will be recognized for annual statement

purposes, even if they do not have a U.S. branch or managing general

agent in the U.S. Thus, many foreign reinsurance companies are not U.S.

taxpayers.

Reinsurance premiums placed offshore are subject to an excise tax.

However, transactions with companies domiciled in the United Kingdom

(UK), Belgium, France, Italy and other countries are totally or ?artially

exempted from the excise tax due to treaties. In 1983, 40 percent of net

reinsurance premiums were paid to companies domiciled in European

Communities countries and two-thirds of that to U.K. companies.*

Share of U.S. Market

The reinsurance premiums paid in Table A-1 were net of commissions, etc.

paid or allowed to the U.S. ceding company. To gauge the significance of

the foreign reinsurance business, it must be stated on a comparable bases

to U.S. companies. In Table A-2, the t2.3 billion of premiums paid to

unlicensed foreign reinsurers becomes $3.2 billion after adjustment to

*"Reinsurance Transactions of United States lIsurance Companies with
Insurers Resident Abroad, 1976-1983," U.S. Department of Commerce, Bureau
of Economic Analysis.

A-3



TABLE A-2

TOTAL AMEICAN INSURANCE
Summary of Estimated Net Premiums

Professional
Reinsurers

Not Premium K of Total

$ 682,000,000 38.0

1,607,000,000 48.2

4,332,000,000 50.8

6,286,000,000 57.7

6,488,430,000

8511

Primary Companies with
Professional Reinsurance

Departments

Net Premi I of Total

* 442,000,000 24.6

805,000,000 24.2

1,955,000,000 22.9

1,412,000,000 13.0

1,391,456,000

2152

Unlicensed
Foreln Reinsurers

Net Premitms Z of Total

$ 670,000,000 37.4

920,000,000 27.6

2,248,000,000 26.3

3,194,000,000 29.3

Total
American
Reinsurance

Total Net Premiums

* 1,794,000,000

3,332,000,000

8,535,000,000

10,892,000,000

377Z 507%

'1984 data will be provided as soon a. it Is available.

NOTE: The data from the first two colums were Collected from a survey that includes results from 150 professional reinsurance companies,
and primary companies with professional reinsurance departments. This report represents the twenty-first Annual Analysis of the U.S.
eisurance Market conducted by the American Independent Reinsurance Company.

S RtC: 1968-1983 - John Zech, National Underwriter, Vol. 88, No. 34, August 24, 1984, p. 11; 1984 - insurance Association of
America, Reinsurance Underwriting GRaiew, 1984 Premiums and Losses, 1985.

Tear

1968

1973

1978

1983

19840

Z Increase
1968-1984
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reflect ceding company commissions. This is equivalent to about 29

percent of the total U.S. net reinsurance market, including reinsurance

assumed from foreign insurers.

The reinsurance assumed from foreign reinsurers is also net of

commissions, etc. Assuming the commissions to foreign companies ceding

to the U.S. are the same as U.S. companies ceding abroad, the U.S.

assumptions of foreign reinsurance are about $1.4 billion or 13 percent

of the Total American Reinsurance Market in Table A-2.

Direct Business

The buyers of direct insurance who purchase from foreign insurers are

most likely self-insured companies who purchase insurance for the upper

layers of financial risk or companies that have unusual risks that can't

be placed in the direct market (called excess or surplus lines).

Insurance companies can write surplus lines insurance without being

licensed or admitted to a particular state. U.S. domiciled insurers

reported surplus lines premium of $1.3 billion in 1983.* The states levy

special surplus lines premium taxes and reported 02.1 billion of surplus

lines premium on which taxes were paid. The $800 million difference

between the U.S. surplus lines company total and the state total Includes

a small amount of business written by U.S. domiciled insurers writing

some surplus line business and reporting it with their overall premium

figures, but is attributable to alien insurers writing U.S. business,

such as Underwriters at Lloyds, London and others.**

This amount is grossly understated. It is common knowledge that many

such transactions are not reported for premium tax purposes, especially

for the direct purchase of insurance from alien insurers. Furthermore,

the IRS has estimated that as much as 46 billion in premium is paid to

captive insurers each year, most of which are offshore. This number is

two times the sum of the available data for 1983 exported reinsurance and

surplus lines premium combined.

*"Surplus Lines Premiums Drop In '83 As A Result Of Steady Competition,"
National Underwriter, September 7, 1984, p. 3, 22.
**Ibid.

A-5
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The U.S. Department of Commerce does not collect data on direct insurance

purchased by insured entities from foreign insurers. The International

Monetary Fund (IMF) reports a net payment figure for direct -insurance

imports (purchases from abroad) which is shown in Table A-3. The

reported figure is net payments, or premiums paid less losses recovered.

These figures are based on information collected over 30 years ago, which

has been periodically adjusted. While not current like the reinsurance

premium data, it indicates the presence of a persistent direct insurance

trade deficit. Given the explosive growth in self-insurance and change

in liability in the U.S. market, as well as the volume of surplus lines

data placed with foreign insurers, the net figures in Table A-3 may well

be understated.

The IMF combines the reinsurance trade data from the Department of

Commerce (shown previously in Table A-l) with this estimate of direct

insurance impacts to obtain a net reinsurance and direct insurance trade

balance.* The IMF, thus, reports a net insurance trade deficit of $535

million in 1983, ten times higher than the 1974 figure of $53 million.

Relative Size of Insurance Trade Deficit

The total U.S. Current Account Balance and Balance of Payments ,have

fluctuated between positive and negative values since 1974 (Table A-4).

At the same time, the Net Merchandise Trade Balance has been consistently-

negative but the Net Balance Other Goods, Services and Income has been

positive. Nonmerchandise Insurance** is part of the "Other Goods,

Services and Income" category and is distinguished as being the only

debit item of all those shown in the category in line item detail.

*The Bureau of Economic Analysis, U.S. Department of Commerce is
constantly updating its reinsurance data. The IMF reinsurance data
differs slightly from the U.S. Department of Commerce data due to these
revisions and differences in dates of reporting.
**Nonmerchandise insurance is used in balance of payments statistics to
distinguish insurance purchases per se from the insurance on merchandise
imported and exported to and from the U.S.

A-6



TABLE A-3

OFFICIAL USUtmAn TRANSACTIONS IN THE
U.S. BALANCE OF PAETS (1974-1983

(Millions of U.S. Dollars)

0

(5) (6)
nd Direct Uon-Herchandise Insurance

Debit (-) Met Balance
Net U.S. of Trade/
Payments Payments

(220) (53)

(346) (142)

(520) (324)

(630) (455)

(801) (576)

(879) (672)

(911) (677)

(849) (649)

(828) (629)
(738) (535)

(6.722) (4.712)

SOU.tE: "Detailed Presentation: Transactona Data 1976-1983.' Balance of Payments Statistics. International Monetary Fund, Volume 35, Year
Book, Part 1, 1984, Volume 29, Year Book, 1978.

*Tbs following exchange rates were used to convert each SDR to Its dollar equivalent:

1974 1975

1.2021 1.2141

1976 1977 1978 1979 1980

1.1545 1.1675 1.2520 1.2920 1.3015

1981

1.1792

1982 1983

1.1040 1.0690

(4)
Net Reinsurance a
Credit (+)
Net U.S.
Receipts

167

204

196

175

225

207

234

200

199

203

2.010

Year

1974

1975

1976

1977

1978

1979

1980

1981

1982

1963

TOTAL

(1)
Direct lnmar-

ae Imports (-)
Net U.S.
Payments

(44)

(35)

(36)

(38)
(39)

(35)

(44)

(43)

(395)

(2)
Relnsurance
Imports (-)
met U.S.
Payments

(176)

(302)

(485)

(595)
(763)
(842)
(872)

(814)

(764)

(695)

(6.328)

(3)
Total

Imports (-)
Net Balance

of U.S. Payments

(220)
(346)

(520)
(630)

(801)
(678)

(911)
(849)

(828)

(738)

(6,721)

1,,j



TABLE A-4

THE RELATIVE SIGNIFICANCE OF NOUWERCANDISE INSURANCE
DEFICIT IN THE U.S. BALANCE OF PAYIMETS

(Millions of Dollars)

Total U.S.

(1)
Current
Account

Year Balance

(2)
Balance of
Payments
Basic

(8,770)
(4,660)

(10,520)
(35,050)
(33,480)

9,950
(9,060)
(1,250)
2,030

(3,950)
470

I

(3)
Met Balance

Other Coods,
Services A Income

14,850
14,150
19,000
21,820
24,090
32,720
34,940
42,030
36,130
28,770
17,630

Nonnerchandise Insurance 3

(4)

Net Merchandise
Trade Balance

(5,330)
(9,050)
(9,320)
(30.890)
(33,980)
(27,560)
(25,500)
(27,960)
(36,470)
(61,070)
(107,440)

(5)
Net Non-

Merchandise
Insurance2
Balance

(53)
(142)
(324)
(455)
(576)
(672)
(677)
(649)
(629)
'(535)

X/A

(6)
As Z of

Current Account
Balance

N4ml

3.2
3.7
70.7
m
WN
6.8
1.3

N/A

(7)
As 2 of

Basic Balance
of Payments

.6
3.1
3.1
1.3
1.7

7.5
51.9
INM
13.5

Hl - not Meaningful
N/A - Not Available

hlaternational Financial Statistics. International Monetary Fund. May 1985, DeceGbar 1983.2"Detafled Presentation: Transactions, .ta, 1976-1983," Balance of Payments Statistics, Internazinal Monetary Fund, Volume 35
Year Book. Part 1, 1984, Volume 29, Year Book, 1978.3
Mostly reinsurance, excluding insurance on imported and exported merchandise. Figures represent net balances of payment, meaning premiums paid

set of commlissio/expnsee and less claim payments received.

NOTE: The following exchange rates were used to convert each SDR to its dollar equivalent:

1974 1975 1976 1977 1978 1979 1980 1981 1982

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

2,100
18,320
4,370

(14,060)
(15,490)

(950)
1,860
6.620

(9,190)
(41,580)
(101,680)

>1

Total U.S.

1983
1.2021 1.21,41 1.2545. 1.1675 1.2520 1.2920 1.3015 1.1792 1.1040 f. 0690
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Since the current Account and Balance of Payments fluctuate between

positive and negative values, the insurance trade balance (always

negative) cannot be compared in each year. However, in 1983, the net

insurance deficit was 13.5 percent of the Balance of Payments deficit and

the insurance deficit accounted for over half the Balance of Payments

deficit as recently as 1981.

A-9
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EMPLOYERS REINSZFR 4ACE CCIPVMJ7CY V
&eand Paik KS

To: File

From: Joseph W. Levin

Date: July 1, 1985

Subject: Estimate of Impact of Proposed Treasury Tax Law Change on
Property and Casualty Insurance Industry

The following is an outline of my methodology in estimating the impact on,
the P/C insurance industry of proposed Treasury Tax legislation:

1. From industry aggregate Schedules 0 and P determined payout factors
for the five Schedule P parts and Schedule 0 and Total for all lines.
Where necessary extrapolated remaining payments past last data point.

2. Applied annual interest rate assumptions to payout factors by segment
to determine present value of payments in that segment. The discount
rate is 100% less the present value of the payments by segment.

3. Determined estimate expense ratios by examining IEE by-line.

4. Formula for the needed increase:

Needed increase -Lost Income due to tax + Tax rate x increase
100% - Expense Ratio

Lost income - Discount x Tax rate x (1002 - Expense ratio)

In algebraic symbols X W (l-E)(D)(T) + (X)(T)
1 - E

where X is indicated increase factor
D is discount
T is tax rate
E is expense ratio

Above values are in decimal form

X, D, E vary by segment and interest assumption

5. Sensitivity was tested by allowing interest rates to vary by ±12 and
expenLe ratios were allowed to vary by ±5% holding interest level. At
the 46% tax rate Indicated values were sensitive to expense ratio
variation.

JWL: env
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LINE (1 BUSINESS: AUTO LIABtl ITY

PAYMENT PRESENI VALUE
YEAR PERCENT S 6.O0

1 36.20 34.15
2 29.80 26.52
3 14.10 11.84
4 8.90 7.05
5 5.00 3.74
6 2.70 1.90
7 1.60 1.06
8 0.70- 0.44
9 0.50 0.31

10 0.30 0.17
11 0.20 0,11

TOTAL 100.00 87.28

*INDICATED CHANGE @46% TAX RATE= 15.13%
*INDICATED CHANGE @33X TAX RATE- 7.'30%

*INDICATED CHANGE FACTOR=(TAX RAtE*DO!;C)*(I.O-EXP. RATIO)/(1.0-EXP. RArIU-TAX RATE
EXPENSE RATIO= 25.00%

L. INt OF BUSINESS: GEN'L LIADOLiIY

PAYMENT PRESENT VALUE
YEAR PERCENT 0 6.0Z

1 12.00 11.32
Z 13,00 11,S7
3 14.00 11.75
4 13.00 10.30
5 12.00 8.97
6 8.00 5.64
7 6.00 3.99
8 5.00 3.14
9 4.00 2.37

10 4.00 2.23
11 3.00 1.58
12 3.00 1.49
13 2,00 0.94
14 1.00 0.44

TOTAL 100.00 75.73

*INDICATED CHANGE 046% TAX RAIE- 28.8%7
*INDICATED CHANGE @3.Z TAX RARE- 14,30%

INDICATEDD CHANGE FACTOk-(TAX RATE*DISC)*(i.0-EXlP. RAIIO)/(1.0-EXP. RAIliO-TAX RAIL
EXPENSE RATIO= 2S.00%
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L1NL 01 IIIJSINt SSM Hi D MALPRAITI C(

PAYMENT PREILtNT VALUI
YEAR PERCFINT Vl 6.0%

I

3
4
5
6
7
8
9

10
Iil

12
13
14
Is
16
17

4.00
7.00

t0.00
14.00
9.00

13.00
7.00
4.00
4.00
5.00
5.00
4.00
4.00
3.00
3.00

.00
2.00

3.77
23.

8.41
i1,09
6.73
Y/.16
4.66
P. 51
2.37
2. 7V
2.63

1 33
i ps.
0 ,7y9
o0.74

TOTAL 100.00 60.32

*INDICATED CHANGE @46% TAX RAIE-
$INDICoTED CIIANGE @33% 'TAX RAIN=

.31.76"
17. 09X

*INDICATED CHANGE FACTOR=(TAX RATE*DIS)(.0-EXP'. RArIO)/(1.0-EXP. RAtIO-TAX RATE
EXPENSE RATIO= 15.00%

.IN l[' BUSINISSi WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT v 6.O

2
3
4
5
6
7
0
9

to

11
12
13
14
15
16
17

27.50
25.50
13.00
8.00
5.00
3.00
3.00
I.SO
1.50
1 .50

1.50
t .540

tSO
iSO1.50

1.50
1.50
1.50

TOTAL i00.00

25.94
22.69
10.92
6.34
3.74
2.11
2.00
0.94
0.0)
0. 04
0.79
0.75
0.70
0.66
0.63
0.59
0.56

81,0

*INDICATED CHANGE @46% TAX RATE-
*INDICATED CHANGE 933% TAX RAIE=

18.96%
10.20%

*INDICATED CHANGE FACTOR=(TAX RATESDISC)*(iO-EXP. RATIO)/(i.O-EXP. RAtIO.-TAX RATE
EXPENSE RATIOn 15.00%
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LINE (IF TIUSINESS: SCIIED P-PARI IE

PAYMENT PRESENT VALUE
YEAR PERCENI P 6.O0

I 57.00 53.77
2 25.00 22.12S
3 6.00 5.04
4 4.00 3.17
s 3.00 2.24
6 2.00 1.41
7 1.00 0.67
0 0.o 0.31
9 0.s0 0.30

.I0 0,SO 0.20
It 0.o 0.26

TOTAL 100.00 89.70

*INDICATED CHANGE 046% TAX RARE- i2.2SX
*INDICATED CIIANGL V33% TAX RATE- 6.07%

SINDICAFED CHANGE FACTOR=(TAX RATE*DISC)*(1.O-EXP. RATIO)/(i.0-EXP. RArIO-TAX RATE
EXPENSE RATIO- 25.00%

LINE OF BUSINESS: SCII.D 0

PAYMENT PRESENT VALUE
YEAR PLRCENt 0 6.0%

1 60.00 56.60
2 29.00 25.81,
3 3.50 2.94
4 2.SO 1.98
5 I.SO 1.12
6 1.50 1.06
7 O.so 0.33
8 O.so 0.31
9 0.so 0.30
1o 0.SO 0.23

TOTAL 100.00 90.73

*INDICArED CHANGE 046% TAX RA1E- 12.44%
*INDICATED CHANGE @33% TAX RAftL- 5.79%

*INDICArED CHANGE FACTOR-(TAX RA1E*IISC)*(i.0--EXP. RAIIO)/(t.0--EXP. RATIO-TAX RATE.
EXPENSE RATIO* 30.00
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LINE or BUSINESS: TOTAL ALL LINES

PAYMENT PRESENT VALUE
YEAR PERCENT R 6,0%

1 4S,40 42.91
2 26.72 23.78
3 8.67 7.28
4 5.93 4.70
5 3.86 2.88
6 2.64 1.86
7 1.62 1.07
8 0.98 0.62
9 0.08 0.52

10 0.84 0.47
It 0.59 0.31
12 0.42 0.21
13 0.37 0.17
14 0.30 0.13
IS 0.24 0.10
16 0.23 0.09
17 0.23 0.08

tOTAL 100.00 07.10

*INDICATED CHANGE @46% TAX RATE- is.25%
*INDICATED CHANGE @33Z TAX RAIE= 7.55%

*INDICATED CHANGE FACTOR=(lAX RATE*DISC)*(I.0-EXP. RATIO)/(IO-EXP. RAfIO- TAX RATE
EXPENSE RATIO. 25.00x

LINE O BUSINESS: AUTO LIABILIIY

PAYMENT PRESENT VALUE
YEAR PERCENT @ 6.0%

1 36.20 34.1S
2 29.80 26.S2
3 14,10 11.84
4 0.90 7.05
S 5.00 3.74
6 2.70 1.90
7 1.60 1.0
8 0.70 0.44
9 0.SO 0.34

10 0.30 0.17
I 0.20 0.11

TOTAL 100.00 87.20

*INDICATED CHANGE 046% TAX RATE- 20.02%
*INDICATED CHANCE @33% TAX RATE- 8.53%

*INDICATED CHANGE FACTOR-(TAX RATE*DISC)*(I.O-EXP. RATIO)/(i.O-EXP. RAtIO-TAX RATE
- EXPENSE RATIOw 3S.00Z
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LIN (f' 4USINLSS: GLN'I LIAIciLIlY

PAYMEN" PREoEwt VALUE
YEAR VERCLN F R 6. OX

1 12.00 1.32
2 13.00 11.57
3 14.00 11.75
4 13.00 10.30
S 12.00 8.97
6 8.00 S,64
7 6.00 3.99
a 5.00 3.14
9 4,00 2.37

10 4,00 2.23
I 3.00 1.58
1 3.00 1,49
13 2.00 0.94
14 1.O0 0.44

TOTAL 100.00 7S,73

*INDICAIED CHANGOL (46% TAX RAFE= 38.1%Z
*INDICATED CHANGE R33% TAX RAFE= 16.27Y

A(NDICAIED CHANGE FAurO1-(TAX RAIE*DISC)*( 1,0-rXI.' RAII1)/( ..0-LXI. RAI tOlFAX KH,|I
LXPEN',;L RATIO-. 3S.00%

LINE OF BUSINESS: MI:D MALPRACTICE

PAYMENT PRESENT VALUE
YEAR PERCENT V 6.OZ

£ 4.00 3.77
2 7.00 6.23
3 10.00 8.41
4 14.00 11.09
5 9.00 6.75
6 13.00 9.1b
7 7.00 di.66
8 4.00 2.51
9 4.00 2.37

to 5,00 2.79
i S,00 2.63
12 4.00 1.99
13 4.00 1.88
14 3.00 1.33
I5 3.00 1.25
16 2.00 0.79
17 2.00 0.74

TOTAL 100.00 60,32

*INDICATED CHANGE P46% TAX RAFE= 37.69%
*lNDICA'FFD CHANGE 033% TAX RAIE- 18.67%

*INDICATED CHANGE FACTOR-(TAX RATE*DISC)*(I.O-EXP. RATIO)/(t.0-EXP. RAYIO-TAX RATE
EXPENSE RATIO= 25.00%
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LINE OF BUSINESS: WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT 0 6.0%

1 27.50 25.94
2 25.50 22.69
3 t3.00 10.92
4 0.00 6.34
S S.O0 3.74
6 3.00 2.11
7 3.00 2.00
8 i.so 0.94
9 1.50 0.87

10 1.50 0.84
1t 1.50 0.79
12 l.SO 0.75
13 1.50 0.70
14 1.50 0.66
15 I.SO 0.63
16 1.so 0.S9
17 1.50 0.56

rOTAL t1O00,00 81.09

*INDICATED CHANGE 9462 TAX RATE- 22.50%
*INDICATED CHANGE @33% TAX RAlE= 11.14Z

*INDICATED CHANCE FACTOR=(TAX RATE*DISC)*(I.O-EXP, RATIO)/(i.OEXP. RArIO-TAX RATE
LXPLNSE RATIO= 25.00%

LINE Or BUSINESS: SH14ED P-PAR' iL

PAYMENT PRESENT VALUE
YEAR PLRCENI L 6.0%

1 57.00 53.77
2 25.00 22.25
3 6.00 5.04
4 4.00 3.17
5 .. 00 2724
6 2.00 1.41
7 1.00 0.67
a 0.50 0.31
9 0,50 0.30
10 0.50 0.28
11 O.SO 0.26

TOTAL 100.00 89.70

*INDICATED CHANGE W46% FAX RATEm 16.21%
*INDICATED CHANGE @33% TAX RATE- 6.90%

*INDICATED CHANGE FACTOR=(TAX RATESDISC)*(I.O-EXP. RATIO)/(i.O-EXP. RArIO-rAX RATE
EXPENSE RATIO- 35.00Z
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LINE OF BUSINESS: SCHED 0

PAYMENT PRESENT VALUE
YEAR rERCENf (4 6.0Z

£ 60.00 56.60
2 29.00 25.81
3 3.SO 2.94
4 2.50 1.90
5 1.50 1.12
6 1.50 1.06
7 0.50 0.33
a 0.5O 0.31
9 OSO 0.30
10 0.50 0.20

TOTAL 100.00 90,73

*INDICATED CHANGE L046% TAX RATE- 10.2UX
*INDICATED CHANGE @33Z TAX RATE- 6.80%

[NDICATED CHANGE FACTOR-(TAX RATE*bISC)*(I.0-EXP. RATIO)/(,O-0EXp. RAllO-TAX RAIL

EXPENSE RATIO= 40.00X

LINE OF BUSINESSi TOTAL ALL LINES

PAYMENT PRESENT VALUE
YEAR PERCENT 0 6.0%

I 45.48 42.91
2 26.72 23.70
.3 8.67 7.2$
4 5.93 4.70
S 3.86 2.98
6 2,64 1.86
7 1.62 1.07
8 0.98 0.62
9 0.8 0.52

to 0.84 0.47
11 0.59 0.31
12 0.42 0,21
13 0.37 0.17
14 0.30 0.13
Is 0.24 0.10
16 0.23 0.09
17 0.23 0.08

TOTAL 100.00 07.1

*INDICATED CHANGE 646X TAX RArE- 20.17Z
*INDICAfED CHANGE 933% TAX RAIE- 8.59X

*INDICATED CHANGE FACTOR=(fAX RATE*DISC)*(.O-EXP. RATIO)/(1.0-EXP. RAfIO-TAX RATE,
EXPENSE RATIO- 35.00X
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LINE 01 V:USINLGS3: AIJ(U LIAI'(LI'IY

PAYMF.N I PRESENT VALUE
YEAR PLRCENT V 6. OZ

1 36.20 34. iS
2 29, 10 26. 52
3 14.10 1t,84
4 1.90 7. 05
5 5.00 3.74
6 2.70 1.90
7 1.60 1.Ob
0 0.70 0.44
9 O.0 0.30

10 (.30 0,17
11 0.20 0.11

TOTAL 100.00 0/.28

*INDICAIED CHANGE L46% TAX RAN--= i7.07%
*INDICAIED CHANGE r33% [AX RAIL= 7.94%

*INDIC-IIED CHANGE FACTR=(fAX RATE*DISC)*(t.0-EXV. RArIO)/(.0-EXP. RAIIO-TAX lArE
EXPLIS£ RATIO= 30.00%

LIN7 Jf BUSINESS: GLN'L LIAUILIlY

PAYMENT PRESENT VALUE
YEAR PERCENT V 6.0%

1 12.00 11.32
2 13.00 11.57
3 14.00 1.75
4 13.00 10.30
S 12.00 8.97
6 0.00 S.64
7 6.00 3.99
8 S.0 3.14
9 4.00 2.37

10 4.00 2.23
It 3.00 IS
12 3.00 1.49
13 2.00 0.94
14 1.00 0.44

TOTAL 100.00 75.73

YTNDIVATEI3 CHANGE P46% TAX RAIC 32.56%
INDICATEDD CHANGE 033X TAX RAREn 15.15%

.*tNDICAILD CHANGE FACTOR-(TAX RAlE*13ISC)*(t.0-EXI'. RAIIO)/(.0-EXI,. RAIIU.-'IAX RAWV
EXPENSE RATIO= 30.00%
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LINE OF' liJSXINSS: MID MALPRACTICE

PAYM.IN! - PRf SE:NT VALUE
YEAR PERCENT P I. 6O0

i 4.00 -3.77
2 7.00 6.23
3 10.00 0.41
4 14.00 11.09
5 9.00 6.73
6 03.00 9.16
7 7.00 4.66
8 4.00 2.1s
y 4.00 2.37

t0 5,00 '2,79
it 5.00 2.63
i2 4.00 t.99
3 4.00 1.88

14 3.00 1.33
Is 3.00 1.25
16 ,. ooa 0.79
17 2.00 0.74

IOTAl. 100.010 61J. 3P

*INDICATED CIIANGE P46% TAX RA I t 34.9%
"INDICATED CIIANGE @,33% TAX RAISE. 17.79%

*INDICATED CHANGE FACTOR=(TAX RATL*DIS(')(i.,O-EXP. RAFIO)/(1.0-EXP, RAIIO-TAX RATE
LXPENSE RATIO= 20.00%

LINE OF BUSINESS WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT @ 6.0%

£ 27.SO 25.94
2 25.50 22.69
3 13.00 10.92
4 0.00 6.34
S 5.00 3.74
6 3.00 2,t
7 3.00 2.00
0 J.So 0.94
? i.so 0.O9

to ISO 0.84
11 I.SO 0.79
12 1.50 0.75
13 1.SO 0.70
14 1.50 0.66
Is i.so 0.63
16 tiSO 0,59
17 1.SO 0.56

TOTAL 100.,00 81.09

*INDICATED CHANGE 1446% TAX RATE- 20.47%
INDICATEDD CHANGE 933Z TAX RAISE= 10.62Z

*INDICATED CHANCE FACOR=(TAX RATE*DISC)*(t.-EXP, RATIO)/(1.0-EXP. RArIO-TAX RA TE
LXENf;L RAT IO- 20.00%
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LINE OF IUINESS: SCED P-PARI IE

PAYMENT -PREUENT VALUE
YEAR PERCENT ( 6. O

1 57.00 53.77
2 2S.00 22.25
3 6.00 5.04
4 4.00 3.17

- s 3.00 2.24
6- 2.00 1.4t
7 1.00 0.67
8 0.50 0.31
9 0.50 0.30

to 0.50 0,20
11 O.SO 0.26

TOTAL £00.00 89.70

*INDICArED CHANGE 046% TAX RArEw 13.82%
INDICATED CHANGE (433% TAX RATE- 6.43%

*INDICATED CHANGE F ACTOR-(TAX RATE*DISC)*(, 0-EXP. RATIO)/(i. O-EXP, RATfO-TAX RATE

EXPENSE RArIO- 30.00Z

LINL OF BUSJNESLI SL;lltD U

PAYMENT PRESENt VALUE
YEAR PERCENT v 6.0%

1 60.00 S6.60
2 29.00 25.81
3 3.50 2.94
4 2.50 1.98
5 1.50 1.12
6 I.So t.06
7 O.SO 0.33
8 0.so 0.31
9 0.50 0.30

to 0.SO 0.28

TOTAL 100.00 90.73

*INDICATED CHANGE @46Z TAX RAIEC 14.59Z
*INDICATED CHANGE @33% TAX RARE- 6.21%

*INDICATED CHANGE FACTOk-(AX RArE*IISC)*(1.0-EX'. RATIO)/(1.O--EXP. RATiO-lAX RAIL
EXPENSE RATIO- 3S.00%
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I, NL 01- WlISINLL2: ruIAL ALL . JNI.S

PAYMF3NT PRI ;LNr VALUF
YEAR PLR('1FNT Ir , 6.0%

3

4
5

7

11
12
13
14

16
17

45.40
26 72
10.67

3
3.06
2.64
1.62
0 .90)

0 .1340o 9

0.42
0.37

0.30
0.24
0. 23
0.23

42.91

'3.70
7.28
4.70
2.00o
1.07

0.62
0.52
(I .47
0.31
0.21
0.17

0.1to0. 1 0
(. 00
0 .0

1OTAl. 100100 O/I i I

*INDICArED CIIANCL @46Z rAX RArE-
*INDICATCD CHANGL P.;3% (AX RAIE=

17.20%
0.00%

*INDICArLD HIIANSL A'ACr0R (AX RATE*DISC)*(I.O-EXP. RATIO)/(i.O-EXP. OArIt TAX RATE
EXPLNISI RATI0= 30.00X

LINE (1 1tU 'INLS5: AUIO LIALCIT IlY

PAYMENT PRESENT VALUE
YEAR PER({rNT 4 S. 0%

1
2
3
4
5
6
7
0
9
10

36.20
29.80
14.10
B.90
5.00
2. 70
1.60
0.70
0.50
0.311
0.20

.4.48
'/. 03

12,10
7.32
3.9?
2.01
1. 14
0.47
0.32
0.10
0.12

TOTAL 100.00 09.17

*INDICATED CHANGE @46% tAX RARE.
*INDICATED CHANGE @33% TAX RAIE

14. 53%
6.,74

*INDICAIrD CHANGC FACrOR-(AX RATESDIGC)*(i.O-EXP, RATIO)/(i.0-FXP. RAYIO-TAX RATE
EXPENSE RATrium 3O.ooz
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t INI (11 141!; INI.:; : L-IN'I L IAI IL I Y

I'AYMI.Ni IL. NT VALIF
tfAR PfI.Vlt N I .0%

.1

4

6

10
11
12
13
'4

i. . 00
14.00
1A. 00

ii. 00600

.00
4.00

4.00
3.00
3.00
2.00
L .00

I11.431 1. 41;

1 .. 09

1 .70
'.40
197

426

4. 46
3 . ,79

1.67
1 06'
01;1.

IO0AL 100.00 79.05

*1NICArcD 12IIAN;I (J46Z TAX RAfrr-
*INDIt:AIED CHANGi @33% TAX RAIL= 1..00%

f4NPlCAICD CIIANL 1- ACT1R(TAX RA IE*ISI,)*( 1 . 0 -EX. RAI TO)/( 1. O'-CXC. RAI iO TAX RAI L
-Xi'F.N,;[ RATI)- 30.OOX

LINE 01 I:IiJ;INI !S: MI D MALPRACfICL:

PAYMENT PRO iSNT JALUF
YEAR PLR(,INT (a S. 0%

2
3

4
13
6
7
0
9

10to
11
12
13

14

16
17

4.00
7.00

1O.00
t4.00

.00
13.00
7.00
4.00
4.00
5, 00(
li.00
4.00
4.00
.. 00
3.00
2.00
?.00

3.81
6.3S
03.64

7.0
9.70
4.97

2.71

3.07
2.92
;.23

2.12
I.S2
i .44
0 .92
0.87

TOTAL. 100.00 72,42

*INDICAILD CIIANGE @46Z TAX RAUE-
*INDICAIED CHANGE- V.43% TAX RATE-

21.85%
15,49%

*INDICATED CHANGE FACTOR-(rAX RAtC*D1SC)*(I.0-EXP, RATIO)/(1.0 EXP, RAfTO-TAX RATE
CXI'LNGL RAIIO= 20.00%
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LINE OF BUSINLSSI WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT @ ,. Ox

1 27.50 26.19
2 25.50 23.13
3 13.00 i.23
4 8.00 6. S6
5 5.00 3.92
6 3.00 2.24
7 3.00 2.13
8 1.50 1.02
9 1.50 0.97

to i.50 0.92
11 1.50 0.80
12 1.50 0.84
13 1.50 0.80
14 1.50 0.76
15 1.50 0.72
16 i.so 0.69
17 1.50 0.6S

TOTAL 100,00 83.67

*INDICATED CHANGE @46% TAX RATE- 1'/.67%
OINIDICAIED CHANGE @33Z TAX RAIE= 9, l/X

*INDICAfED CHANGE FACTOR-(TAX RATE*DIGC)*(1.0-EXP. RATIO)/(t.O-EXP. P.AIIO-TAX RArE
EXPENSES RATIO- 20.00%

LINE OF BUSINESSi SCIlFD P-PARI IE

PAYMENT PRESENT VALUE
YEAR PERCENT P sOX

1 57.00 54.29
2 25.00 22,68
3 6.00 5.18
4 4.00 3.29
5 3.00 2.3S
6 2.00 1.49
7 1.00 0.71
a 0.50 0,34
9 0.50 0.32

10 0.50 0.31
i 0.50 0.29

TOTAL 100.00 91.25

*INDICATED CHANGE 046% TAX RATE- 11.74%
*INDICATED CHANGE @33Z TAX RArE- 5.46Z

*INDICATED CHANGE FACtOR=(TAX RATE*DISC)*(1.O-EXP. RATIO)/(I.O-EXP. RATIO lAX RATE
EXPENSE RATIO- 30.00%
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.INE (Il- BUSINESS: SCHIED 0

PAYMENT PRESENT VALUE
:AR PECCENI p 5.0%

1 60.00 57.14
291.00 26.30

. 3.50 3.02
4 2.50 2.06
S 1.50 1. 1
6 1.50 1.12
7 0.50 0.36
0 0.50 0.34
9 0.50 0.3?

10 0.50 0.31

TO]IA. 100.00 92,1S

*tNDICA'fED CHANGE P46% TAX RAIL= 12.31%
*INDICATED CHANGE L433% FAX RAIE= S,26%

11NDICAIED CHANGE FACTOR=(TAX RAIEL*IIC)*(i.0-EXP. RAIIO)/(I.0.-XP. RAIIuO-rAX RAIL
EXPENSE RATIO- 3S.00%

LINE Of BUSINESS: TOIAL ALL I-INES

PAYMENT PRESENT VALUE
YEAR PERCENT @ S.0%

1 45.48 43.31
2 26.72 24.24
3 8.67 7,49
4 5.93 4.88
5 3.06 3.02
6 2.64 1.97
7 1.62 1.1S
8 0.98 0.67
9 0.08 0.57

10 0.84 0.52
11 0.59 0.35
12 0.42 0.24
13 0.37 0.20
14 0.30 0.15
is 0.24 0;12
16 0.23 0.10
17 0.23 0.16

TOTAL 100.00 89,00

*INDICATED CHANGE @46% TAX RAFE- 14.6S%
INDICATEDD CHANGE V33% TmX RAIEF 6.U2%

*INDICATED CHANCE FACTOR=(AX RATE*DISC)*(.0-EXP. RATIO)/(t.O-EXP. RATIO-TAX NATE
EXPENSE RATIO= 30,00%
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LINE OF BUSINESS: AUTO LIAHILIlY

PAYMENT PRESENT VALUE
tEAR PERCENT 0 7.02

1 36.20 33.83
2 29.80 26.03
3 14.10 I1.si
4 8.90 6,79
5 s00 3.S6
6 2.70 1.0
7 t.60 1.00
a 0.70 0.41
9 0,50 0.27
10 0.30 0.1S
11 0.20 0.10

TOTAL. 100.00 8S.45

*INDICATED CHANGE 046% TAX RARE- 19.522
*INDICATED CHANCE 933% TAX RATE- 9.08x

*INDICATED CHANGE FACTOR-(TAX RATE*DISC)*(IO-EXP. RArIO)/(I.0-EXP. RATIO-TAX RATE

EXPENSE RATIO- 30.00%

LINE OF BUSINESS: GCN'L LIABILITY

PAYMENT PRESENT VALUE
YEAR PERCENT V 7.0X

1 12.00 11.21
2 13.00 11.35
3 14.00 11.43
4 13.00 9.92
S 12.00 8.56
6 8.00 5.33
7 6.00 3.74
3 5.00 2.91
9 4.00 2.18

10 4.00 2.1..
1t 3.00 1.43
12 3.00 1.33
13 2.00 0.83
14 1.00 0.39

TOTAL 100.00 72.64

*XNDICA1ED CHANGE 146Z TAX RATE- 36.71Z
*INDICATED CHANGE 033% TAX RAft- 17.002

*INDICATED CHANGE FACTOR-(TAX RAIE*DISC)$(t.0-EXP. RATIO)/(I.0-EXP. RAIIO-TAX RAIL
EXPENSE RATIO* 30,00%
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I. NI 01 [dISINI 5j; Mt D MAL.IRACI1 It

PAYMI NT PRi. li1-NT VALUJ
YEAR PE ICLN f (1 7. 0X

i
2
3
4
5
6
7
8
9

10
11
12
13
14
Is
16
17

4.00
V.00

10. 00
14.00
9.00

13.00
7.00

4. 00
4.00

5.00
4.00
4.00
3.00
3.00
2.00
2.00

3.74
,,11
(3. 16~

10 .601
6 , 42
0.66
4.36

.33

2.54
-2.3e
t. 7ff

I . 66
1 .16
i . 09

0.611
0.63

rOTAL t0O. O0 64.5{,

3INDICAt.D CIIANGE I46Z TAX RArF;=
-INIICAFEP CIAN(;E P.i:X TAX RARE=

3ti. 36%X
I9. 91 %

*INDJCAIED CHANGE FArCOR=-(fAX ATIoDIgSc(Oi.0-:XI'. RArIO)/ (.0 -- xP. RA,10-rAX RATE
i.XPEN;L. RATIO- 20.00

LINE (11' BUSINESS WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT V 7.0X

4
5
6
7
8
9
I0
11

13

14
Is
16
17

27.50
Vs. 50
13.00
8.00
5.00
3.00
3.00
1 .50
1 .50
i.SO
1 so
1.50
I.SO
i So
1.50
1.50
15O

1VIAL 100,00

25.70
22.27
10.61
6.10
3.56
2.00
1.17
0.87
0 .82
1.76
0.71
0.67
0 .62
0.58
0.54
0.51
0.47

70.66

INDICATEDD CHANGE 046% TAX RARE-
*INDICAID CHANGE W33Z IAX RAIE.

2310%
11 .99%

4INDICAILD CIIANGE FACYOR-(TAX RATE*DISC)*(I.O-EXP. RATIO)/(i.0-EXP. RAria-rAx RArE
EXPENK1: RATUO. 20.00%- I
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LINE Of BUS)NL'SS: SCIED P-PAR1 IL

PAYMENT PRt SENT VALUE
YEAR PrRC:ENT V 7.0Z

3
4

6
7

t3

It

57. 00
2S.O00

6.00

4.00
3.00
2.00
1.00
0 . t0

0.50

0.50

53.27
21.04
4.90
3.0O
2.14
I .33
0.62
0.29
0 .27
0.25
0.24

TOrAL. 100.00 01.20

*1NDICAItD CHANGE R46% IAX RAIE=
IINPICAIED CIANGE K133X TAX RAltE=

IS. 83X
7,372

*INDILAIOD CHANGE VACrOR=(rAX RATE*DISC)*(I.0-EXP. RATIO)/(I.0--EXP. RAIIO-TAX RAIE
LXPLNJI RATIO- 30.00%

LINE UF BUSINESS: SClED 0

PAYMENT PRESENT VALUE
YEAR PERCENt t 7.0%

.3
4
5
6
7
B
9
10

60.00
29.00

3.50
2.50
1.50
1,S0
0.50
0.50
0.50
O.SO

56.07
21.33
2.86
1.91
1.07
1.00
0.31
0.29
0.27
0.2s

TOTAL 100.00 09.36

*INDICATED CHANGE @46% TAX RATE-
$INDICATED CHANGE @33% tAX RAFE=

16.74Z
7.13%

*INDICATED CHANCE FACTtll('IAX RAlE*DISC)*(I.0-EXP. RAIIU)/(I.0-EXF, RAIkU 'AX RAIL
EXPENSE RATIO- 35.00%
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LINE OF BUSINESS: TOTAL ALL LINLV

PAYMENT PRESENT VALUE
YEAR PERCENT 0 7.02

1 45.48 42.51
2 26.72 23.34
3 0.67 7.00
4 5.93 4.53
5 3.06 2.7S
6 2.64 1.76
7 1.62 1.01
3 0.90 0.57
9 0.08 0.48

to 0.84 0.43
it 0.59 0.28
2 0.42 0.19
13 0.37 O.is
14 0.30 0.12
i5 0.24 0.09
i:, 0.23 0.08
t7 0.23 0.07

TOTAL .00.00 05.44

INDICAILO CHANGE 046Z TAX RArE- 19.53%
*iNDICAIED CHANGE @33% TAX RATE- 9.09Z

*INDICAI: D CHANGE FACTOR=(TAX RATE*DISC)*(IO-EXP. RATIO)/(I.O-EXP. RArIO-TAX RATE
.XPLNS- RATIO 30.00%

0: "ESIIMATE 01' INCREASED PREMIUM DUE TO TREASURY TAX PROPOSAL':
if dim PtI7,73,W[73E171 ,Y(73,L$(7,203,IJ(18,22
2: asgn "BESTOArAI;sPeod 1,P$]iW[*],EI*1,Y(*),L$
3: ent OINTERESr RATE",V;prt V
4: i+V/100)W;i/N)W
5: for C-1 to 7
6: Y(C])N
7: for l=t to N
8: P(I,C3)8II
9: prnd(1itI,13iI 'I-2)fl4[I,23;DI,21r23r2

10: BDI,1+rt~rI;next I
It: gsb "P"
12: next C
13: wtb 701,1q
14: stp
15: "P':
16s fmt 1,'LINE OF BUSINESS: ",c20,2/
17: wrt 701.1,L$[CI
IH: fmt 1,7x,"PAYMENT PRESENT VALUC'jwrt 701.1
19: fmt I,"YEAR PERCENt -",f4.,IX'Z,/
20: wrt 701.iV
21: for lot 1o N
22: fht I,f4.0,3x,f7.2,f9.2
23: urt 701.1iIwrIl3,I,21;nett I
24: wrt 701
25 frt i,-TOTAL",2X,f7.2,f9.2,3/jwrt 701.1,rt,r?
26: fmt i,"$INDICArED CHANGE 046% TAX RARE- *,fB.2,"X%
7T: f t 2,"*INDICAIED CHANGE @33% TAX RAlEC 

0
,f.2,2,2/

20: fmt 3,"*INDICAIED CHANGE FACTORw(TAX RATE*DIS0)*(,0-E.XV. RAI'III)",z
2Y: fmt 4,*/(.O-EXP. RATIO-TAX RATE)
30: fnt 5," EXPENSE RATIO= ',FS.2,'2'
.31: -r2/100)r3
32: EIC)*,4b6r3/(E[C1-.46))ri
33t EIC]*.33*r3/(ECG] .33))r2
34: wrt 70i.1i100r1
35: wrt 761.2,100r2
36: wrt 7013,jwrt 701.4;urt 701.5,100-IOgL(C)
37s fto Io to Nfoer 31 to 2;0)B1X,33;next J~next I
.1(1 O)rl)r2)r3
39: wtb 701,12
40: Pet
*22851
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SURPLUS OUTFLOW TO SUPPORT PREMIUM OUTFLOW

In 1984, U.S. professional reinsurers had a premium-to-surplus ratio of

1.5 to 1.* What this means is that every dollar of net premium written

was supported by $.67 in surplus. Even if one assumes that alien

insurers will write business at a premium-to-surplus ratio of 2.5 to 1 (a

ratio more like that of primary companies), $.40 in surplus is required

to write each dollar of premium.

The capital outflow associated with reinsurance premium lost to alien

companies can be calculated as follows:

Premium Outflow X .4

The minimum premium outflow (based on 1983 premium levels) consist of:

Reinsurance currently assumed

from abroad:

Additional reinsurance on U.S.

risks ceded abroad:

Premium outflow:

$1.3 billion**

4.8 billion***

97.1 billion

.4 X $7.1 billion - 2.84 billion

If all casualty business is affected (if alien reinsurers and insurers

expand capacity sufficiently), an additional $20.2 billion in premium

could flow out of the U.S.

.4 X $20.2 billion - $8.08 billion

*Reinsurance Association of America, Reinsurance Underwriting Review,
1984 Premiums and Losses, 1985, pp. 8-12.
**See Appendix A, pp. 4-7.
***See Statement, p.

B-41
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THE ECONOMIC ROLE OF PROPERTY-CASUALTY INSURANCE

What is Insurance?

In the introduction to this statement, we called property and casualty

(P/C) insurance "the lubrication which permits the economy to operate."

Why or how is that so?

A generic definition of insurance, stated by Irving Pfeffer, is as
1

follows 1

"Insurance is a device for the reduction of the uncertainty

of one party, called the insured, through the transfer of

particular risks to another party, called the insurer, who

offers a restoration, at least in part, of economic losses

suffered by the insured."

Insurable risks are what is known as "pure" as opposed to speculative

risks. In other words, "to the entity facing the exposure, the possible

outcomes are adverse (loss) or neutral (no loss), but in no case

beneficial."
2

Firms and individuals purchase insurance to avoid the costs arising from

losses that actually occur and from the fact that losses might occur.

Without insurance, the financial Impact of a loss falls directly on the

entity experiencing the lois. The degree of impact could rang from

minor inconvenience to losses so large that the entity ceases to exist.

Without insurance, "Society as a whole loses when its members suffer

lIrving Pfeffer, Insurance and Economic Theory, Richard D. Irwin, Inc.,
Homewood, Illinois, 1956, p. 53.2C. Arthur Williams, et al., Principles of Insurance and Risk

Management, Vol. 1, American Institute for Property and Liability
Underwriters, Malvern, Pennsylvania, 1981, p. 4.

C-1
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financial losses that are not offset by gains to other members of

society. Society loses directly because society is the sum of its parts,

and one or more parts are worse off than previously. Society loses

indirectly if the affected parts pay less tax because of their losses

(e.g., through interruption or shutdown of a business), if prices rise

because total production in society is lessened, if welfare or other

special assistance costs rise, or if there is social unrest because the

lives of the affected society members are disrupted."
3

For risks covered by P/C insurance, relatively few firms or families will

experience a particular type of loss. However, all entities facing the

possibility of a loss face the uncertainty as to whether they will be

among those who suffer the loss. This uncertainty leads to less than

optimum resource allocation, as well as causing stress for individuals.

The cost of this uncertainty, or from the fact that losses might occur,

alters the behavior of the firm, causing avoidance of some "risky"

activities, emphasis on the short-term, and excessive liquidity with

associated reductions in capital-investment.
4

The Difference between Insurance and "Self-Insurance"

The administrator's proposal seeks to make firms indifferent between the

purchase of insurance and "self-insurance" from a tax perspective.

However, from the viewpoint of the Internal Revenue Service (IRS) and,

consistent with economic theory and principles of risk management,

purchase of insurance and self-insurance are two entirely different

states or conditions.

Consistent with the generic definition- above, commercial

property-casualty insurance is a mechanism for transferring the financial

uncertainty arising from pure risks faced by one firm to another in

exchange for an insurance premium. Pure risks are caused by the

possibility of certain types of occurrences that only may have adverse

financial consequences.

"Op cit, p. 11.40p cit, pp. 11-12.

C-2
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The key element necessary for the existence of an insurance transaction

is the transfer of financial uncertainty. A firm that retains its risks

or places its risks in an insurance company IT owns (both forms of
.self-insurance") is not transferring or relieving itself of financial

uncertainty. In fact, "self-insurance" is equivalent to no insurance

because the firm still holds the benefits and burdens of retaining the

financial consequences of its own risks.

From the standpoint of the insured firm, the transfer of financial

uncertainty means that no matter what insured perils occur, the financial

consequences are known in advance. Thus, the insured, for the price of

the premium, is protected, within the limits of the policy, from having

to worry about and provide for the finaticial consequences of losses from

a defined hazard or risk.

A true transfer of risk requires anof.her risk-bearer to replace the

insured. A fund or reserve, established by the insured, is a mechanism

for "self-insurance." Although a firm may elect to retain or
"self-insure" certain risks, it cannot insure itself.

5

The basis of the IRS's disallowance of a deduction for insurance premium

paid by firms to their captive insurance companies (companies owned by or

within the same economic family as the insured) is that no insurance

transaction effectively occurs unless there is transfer of risk. Captive

insurance is a form of self-insurance or managing retained risk. So long

as the firm does not transfer to another the ultimate responsibility for

the financial consequences of its risks, it remains the risk bearer and

faces the uncertainty of each year's financial losses. Thus, no
6

insurance was purchased and no deduction is allowed.

5See I.H. Plotkin, On the Nature of Captive Insurance, report to the
Commissioner of Internal Revenue in the Matter of Gulf Oil Corporation v.
Commissioner, U.S. Tax Court, Docket No. 22499-82, July 13, 1984. *6 See Beech Aircraft Corp. v. United States, U.S. District Court of
Kansas, Civil No. 82-1369, and Stearns-Roger Corp. v. United States, U.S.
District Court of Colorado, Civil No. 81-C-2046.

C-3
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How Does Insurance Lubricate the Economy?

Insurance facilitates commerce and makes society as a whole better off.

The benefits accrue to individuals and society through indemnification

for losses, reduction in uncertainty and generation of funds for the

capital markets.

Individuals and firms indemnified for losses are restored in part or in

full to their economic position prior to the loss. This enhances

production, consumption and tax revenues.

The more important benefit of insurance is the reduction in uncertainty

to society as a whole. As discussed above, when the insured transfers

its risk to an insurer, its uncertainty is eliminated along with the

adverse reactions to risk. The insurer accepting the risk has less

uncertainty than the collective uncertainty of the individual insureds.

Thus, the level of uncertainty in society as a whole is reduced.
7

The reduction 'in uncertainty not only eliminates the stress to

individuals associated with the risk, but also eliminates inefficiencies

in the use of existing resources. Further, the reduction in uncertainty

fosters investment in new capital stock because the risk to investors is

reduced, planning periods for investment-are lengthened, credit is more

readily available and the need for liquidity is reduced. "Insurance,

therefore, results in more nearly optimum production, price levels and

price structures."
8

'C. Arthur Williams, Jr. and Richard M. Heins, "Benefits and Costs of
Insurance," Risk Management and Insurance, Fifth Edition, McGraw-Hill,
1985, pp. 216-218. The author notes that while the unertainty- f- the/
insurer is less than the insured, the insurer still has uncertainty as to
the difference between expected losses and actual tosses that will occur
during an exposure period and, more importantly, uncertainty about the
level of expected losses.81bid.

C-4



89

Peter F. Drucker recognized the importance of insurance to industrial
9

economies:

"One of the greatest achievements of the mercantile age was

the conversion of many of these physical risks into something

that could be predicted and provided against. -It is no

exaggeration to say that without insurance an industrial economy

would not function at all."

Insurance also enhances the credit mechanism through various financial

guaranty products, protects against deterioration in property values and

facilitates international trade. Further the presence of insurance

itb f can alter the character of the risk insured against through-loss
10

prevention activities instituted by the insurance company.

The insurance industry also is a major source of funds for capital

investment in the U.S. economy. Insurance companies have a fiduciary

responsibility to their policyholders t0Q safeguard funds held in their

behalf. The National Association of Insurance Commissions specifies the

types of investments it will consider as admitted assets (for Annual
11

Statement purposes). Admitted assets for property-casualty companies

include investment-grade bonds, preferred and common stock, cash

equivalents and limited real estate investment.

As of December 1984, cash and invested assets of property-casualty

companies was $216.9 billion, an increase of $6.1 billion over December

1983 (Table C-l). Increases in reserves and surplus increase the funds

invested by insurers in the capital markets. Insurers, collectively, can

make more funds available for the capital markets than would be the case

9Peter F. Drucker, The New Society, Harper & Row, Inc., New York, 1950,
p 57.
0Irving Pfeffer, Insurance and Economic Theory, Richard D. Irwin,

Inc., Homewood, Illinois, 1956, pp. 114-119.
11National Association of Insurance Commissioners, Valuation of
Securities.
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TABLE C-1

INVESTED ASSETS OF PROPERTY-CASUALTY COMPANIES
($ Billions)

1984 1983

Bonds

Government Securities $ 36.7 $ 29.5
States, Territories, Possessions 10.7 11.6
Political Subdivision of States 14.5 15.0
Special Revenue & Other Non-
Guaranteed Governments 58.7 60.1

Public Utilities 6.6 6.3
Industrial & Miscellaneous1  15.6 13.4
Parents, Subsidiaries, Affiliates 0.5 0.5
TOTAL BONDS 143. DO6

Preferred Stocks

Public Utilities $ 5.6 $ 6.2
Banks, Trust, Insurance Companies 0.8 0.5
Industrial & Miscellaneous 2.5 2.8
Parents, Subsidiaries, Affiliates 0.2 0.1
TOTAL PREFERRED STOCK $ 7

Common Stocks

Public Utilities $ 3.2 $ 3.2
Banks, Trust, Insurance Companies 2.9 3.6
Industrial & Miscellaneous 20.3 22.9
Parents, Subsidiaries, Affiliates 12.0 27.6
TOTAL COMMON STOCK j 38.4 $3

Real Estate $ 3.2 $ 3.2

Cash on Hand/Deposit $ 3.1 $ 2.6

Short-Term Investments $ 17.9 $ 13.7

Other $ 1.7 $ 1.6

TOTAL CASH AND INVESTMENT ASSETS 0216.9 b210.8

lIncludes railroads.
2Totals may not sum due to rounding.

- SOURCE: A. M. Best Company, Oldwick, New Jersey.
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12
for an equivalent level of risk that was self-insured. The reason

for- this is the lower uncertainty for insurers than the uncertainty

facing individuals and the associated lower levels of liquidity

(manifested by investments in cash and short-term securities).

What Are the Costs of Insurance to Society?

On balance, the benefits to society from insurance far outweigh its costs.

The costs of insurance related to the resources consumed in its

production include acquisition expense, general and administrative

expense, loss control expense, loss adjustment expense, and the cost of

capital. Other expenses levied on insurance companies include state

premium taxes, licensing and other fees, and federal income tax. In

1984, property-casualty companies had net premiums earned of $115

billion, losses incurred of $88.7 billion (77 percent), loss adjustment

expense of $12.9 billion (11 percent), other underwriting expense of

$33.2 billion (29 percent), for a net underwriting loss of $19.6 billion
13

(a negative underwriting profit margin -- 17 percent).

"C. Arthur Williams,- Jr. and Richard M. Heins, Risk Management and
Insurance, McGraw-Hill, 1985, p. 218.
1'A. M. Best Company, Oldwick, New Jersey. Investment income and
realized capital gains were not sufficient to offset underwriting losses
and other charges against income. Thus, the P/C industry had profit
before federal tax of -$1.7 billion.
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THE FUNCTION OF RESERVES IN PROPERTY-CASUALTY INSURANCE

TYPES OF RESERVES

Reserves are a major component of the capital used and needed to support

an insurer's ability to assume risks.

Reserves are established to provide for liabilities generated by

underwriting. The major categories or types of reserves established by

property-casualty (P/C) companies are the following:

" Unearned premium reserves, which provide for the potential need

to return premium to policyholders in the event of a cancellation

or to purchase reinsurance for the balance of the policy;

* Loss and loss expense reserves, which provide for potential

claims that must be paid under the policy; different reserves are

established for claims with different degrees of certainty and

knowledge.

1. Unearned Premium Reserve

In the early 19th century, a common practice in the insurance industry

was to recognize premium -as revenue fully at the time the policy was

written. Since insurance policies generally are designed to be in force

from one to many years, this was tantamount to recognizing revenue before

the insurance service had been provided. Starting in 1848, the insurance

companies operating in New York were required to establish a liability

reserve sufficient to reinsure outstanding risk and this is now the

general kule for all states and lies of business.

The unearned premium reserve is equal to the amount of premium written

that has not yet been earned or the amount that would be refunded to

policyholders if the policy were cancelled. Insurance statutes and

regulations do not allow reducing the unearned premium reserve for

D-1
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prepaid expenses, which includes agents' commission, taxes, and otK!r-

acquisition costs. Further, according to state insurance accounting

requirements, these prepaid expenses cannot be shown as an asset on the

balance sheet, although they can be shown as a prepaid expense asset

under Generally Accepted Accounting Principles (GAAP).

2. Loss and Loss Expense Reserves

The calculation of underwriting profit or loss for an insurance company's

accounting period requires that premium earned during the period be

matched against the costs incurred during the period. Insurance

accounting is on a cash basis for expenses that have been paid and on an

accrual basis for expenses that have been incurred and not paid. Thus,

an insurer is required to deduct the full amount of commission and other

acquisition cost against premium earned as well as both the loss and loss

expense incurred as of the statement date.

At the end of an accounting period, the ultimate value and timing of

losses and loss expense payments is unknown. Ultimate loss and loss

expenses must be estimated and reserves established for the portion that

has been incurred but not yet paid out in claims. For most

property-casualty lines, the two major loss-reserve categories are:

* Case reserves for future payments on claims that have been

reported and are currently outstanding that are believed to

require future payments.

* Incurred But Not Reported (IBNR) reserves or potential liability

for claims arising out of events which have already occurred but

are not yet known or reported to the insurer.
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Non-life companies use a variety of loss-reserving methods, several of

which are surveyed in a seminal paper by David Shurnick. Others have
2

developed methods of evaluating loss reserves. "No single reserving

method can possibly produce the best estimates in all situations. Every

reserving method is based on certain underlying assumptions which may or
3

may not be satisfied in a given situation. Thus, a method that is

appropriate for one line of business may not be appropriate for another.

3. The Relationship of Reserves to Premium and Risk

Reserves should be and generally are directly related to the potential

liability for which they are designed:

* The unearned premium reserve is directly related to the risk

(potential return of premium), and premium is accordingly the

calculation base;

* Loss and lose expense case reserves for reported, outstanding

claims are based upon claims reported, adjusted for potential

loss development based upon historic- claim experience and thus

directly related to risk;

0 IBNR reserves may be based upon trends in IBNR, case reserves, or

premium in force -- the former bases are directly related to risk

(losses) and independent of premium, while the third calculation

base is directly related to premium and only indirectly related

to risk; and

ID. Shurnick, "A Survey of Loss Reserving Methods," Proceedings of the
Casualty Actuarial Society, LX, 1973, pp. 16-59.
'W.H. Fisher and E.P. Lester, "Loss Reserve Testing in a Changing
Environment," Proceedings of the Casualty Actuarial Society, LXII, 1975,
pp. 154-172; R. Ferguson, "Actuarial Note on Loss Rating," Proceedings of
the Casualty Actuarial Society, LXV, 1978, pp. 50-56; R. S alzmnn, -Ho;
Adequate are Lose and Loss Expense Liabilities?" Proceedings of the
Casualty Actuarial Society, LIX, 1972, pp. 1-15; and J.R. rquist and
I.I. Sherman, "Loss Reserve Adequacy Testing: A Comprehensive,
Systematic Approach," Proceedings of the Casualty Actuarial Society,
LXIV, I-7 pp. 123-185.
31bid, p.f4.
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Another notable feature of the various reserves is the experience period

on which the reserve calculation is based. The unearned premium reserve

covers a potential risk that endures for the policy term. Loss reserves

are based upon five or more years of experience data, depending upon the

line of business and the length of the tail on the development curve.

ALTERNATIVE RESERVING PHILOSOPHIES

1. The Actuary

The actuary's philosophy toward reserves is embodied in statutory

insurance accounting and actuarial reserving procedures. Conservatism

underlies all reserve calculations and procedures established by the

actuary. Income recognition is deferred, and losses are recognized as

incu~red. To the maximum extent, reserves are calculated objectively on

the basis of statistically credible experience related to the level, of

lose exposure, not to the rate charged for the insurance.

Statutory accounting principles (SAP) are based upon liquidation values

rather than the insurance company's position as a going concern. Thus,

the* actuary attempts to establish reserves that are sufficient to

liquidate known and potential liabilities. The purpose in establishing a

reserve is to provide assurance that adequate funds will be available to

cover these potential liabilities.

Establishing reserves is far from a precise science. For scme lines of

business, the actuary and claims adjuster can develop consistent and

accurate estimates; in many other lines, however, losses vary

substantially from year to year and more uncertainty exists about the

level of expected losses. Thus, reserving is still regarded as a mixture

of art and science by actuaries.
4

4W.E. Bailey, "Establishing Reserves -- Science or Art?" National
Underwriter, July 25, 1980.
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2. The Accountant

The philosophy of the accounting profession has been synthesized in

-Generally Accepted Accounting Principles (GAAP) and in the opinions of

the Financial Accounting Standards Board (FASB) and its predecessor's

opinions. The insurance Industry's statutory accounting philosophy

evolved through the application of actuarial principles and with full

recognition of the insurer's fiduciary responsibility to its

policyholders. Insurance accounting has been a stepchild of the

accounting profession; the American Institute of Certified Public

Accountants (AICPA) did not develop guidelines for fire and casualty

companies and stock life companies until the late 1960s and 19709.5

The insurance industry "Audit Guides" provide instructions for auditing

statutory accounts as well as for transforming insurance company

financial statements from a statutory basis to a GAAP basis.

The accountant's GAAP view of the world is predicated largely upon

experience with other (non-insurance) industries. The GAAP adjustments

to reserves are of the utmost importance to an insurer, however. These

adjustments are based upon concepts developed in other industries related

to the proper matching of revenues and expenses. Thus, under GAAP the

statutory values of earnings, equity and assets are increased to reflect

the prepayment of acquisition exl enses. In addition, loss reserves are

allowed only for losses that occurred with reasonable certainty over the

exposure period covered by the policy (i.e., contingency or catastrophy

reserves cannot be charged against income), on the assumption that this

reflects costs related to premium revenue. However, GAAP does not call

for discounting of reserves (or any other item on the balance sheet) to

reflect timing of cash flows.

5Audits of Stock Life Insurance Companiea, prepared by the Committee on
Insurance Accounting and Auditing, American Institute of Certified Public
Accountants, 1972; and Audits of Fire and Casualty Insurance Companies,
prepared by the Committee on Insurance Accounting and Auditing, American
Institute of Certified Public Accountants, 1979.
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3. The Economist

The economist's view is broader than that of the actuary or the

accountant, for he is primarily concerned with the utilization of capital

within the economy for the production of goods and services to satisfy

society's requirements. The economist views insurance companies as

fulfilling a very special and necessary role in the economy. By allowing

investors to transfer risk and uncertainty from their investments to an

insurance comrony, the insurance mechanism facilitates economic

activity. However, if the insured is uncertain about the insurance

company's abiJity to pay claims when due, or if the availability of

insurance service is limited, the insurance mechanism cannot perform its

proper economic function and general welfare is thereby diminished.

To the economist, insurance reserves reflect a key portion of the capital

necessary to enable an insurance company to offer the prospect of

successfully accepting the risks and uncertainties transferred by

policyholders to it. Inadequate reserves diminish the effectiveness with

which the insurer can be viewed as relieving the insured of the risk of

loss. To the economist, an insurance company cannot function properly

unless its reserves are adequate not only to deal with day-to-day

fluctuations in loss experience but, where a catastrophic risk element is

present, to offer reasonable promise of meeting losses under those

catastrophic conditions.

In addition to functioning as the key element that supports the economic

service of an insurance company (risk transfer), reserves together with

surplus constitute the capital employed by the insurance undertaking. As

such, the economist is concerned that this capital earn a rate of return

commensurate with the business and financial risk to which it is

exposed. The calculation of the net income earned or the capital

employed is affected by the establishment of reserves of all kinds. The

levels of reserves affect the size of the capital base necessary for

conducting insurance operations. Since contributions to reserves for

future liabilities are properly regarded as charges against income, they

reduce the company's net income and rate of return.
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RELATIONSHIP OF RESERVES TO SOLVENCY AND SOLIDITY

Solvency implies the ability of an insurer to meet obligations for claim

payments and other costs when due. At a minimum, an insurer's assets

must exceed the value of its liabilities to be considered technically

solvent. Solidity is a broader concept and indicates the ability of a

company to continue normal business operations (i.e., to continue to

offer new and renewal policies) and remain solvent over some period of

time. The duration of the time period or conditions that are used to

measure solidity depend on the characteristics of the insurance product.

Insurance reserves are but one of several factors that influence the

solidity and solvency of insurance companies. Capitalization, rate

adequacy, and other factors, such as the nature and quality of

investments, are also related directly or indirectly to solvency. If

premium rates and investment income do not cover losses and other

expenses, the company must fund the latter from surplus and other

sources. Under these conditions, capital will leave the business for

lack of adequate return. If reserves are inadequate, those obligations

must be funded from surplus. If surplus is inadequate to absorb

fluctuations in losses and assets that might occur over the long term,

then the firm's solidity is in doubt.

WHY AREN'T PROPERTY-CASUALTY RESERVES DISCOUNTED?

P/C companies generally do not discodtnt loss and loss expense reserves.

However, in some lines and in some typos of insurance facilities, some

discounting of reserve takes place.

In most states, reserves for workers compensation permanent disability

claim settlements are discounted by a statutory rate. The rate specified

Is conservative (two to five percent) and Is applied to the portion of

the settlement which reflects the weekly or periodic payments to the

disabled claimant. The rationale for discounting here Is that these

claims are similar to disability income claims in that a specified sum
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will be paid for a specified period of time. The reserve amount is
established based on mortality tables and then discounted. The rate is
lower than the insured yield on investment because the reserves will be
adequate to pay these claims considering uncertainty as to life

expectancy.

Medical malpractice reserves also are discounted by some insurers.

Specifically, state joint underwriting authorities and other

state-created insurance programs operate with discounted reserves. In
several states, these facilities have negative surplus even after

discounting, meaning that the discounted reserves are greater than

assets. Commercial carriers are not allowed to operate in this fashion.
They would be insolvent under these circumstances and would be placed in
rehabilitation under the supervision of the insurance commissioner.

CASH BASIS STATE INSURANCE PROGRAMS

The state insurance programs operating on a "cash basis" or without
adequate reserves, even on a discounted basis have fallen 'into the same
trap as the Federal Social Security Program. Joint Underwriting
Associations (JUA) or other plans were established when the commercial

market would no longer write some of the population (e.g., automobile
insurance for bad drivers) or most of the population (e.g., medical
malpractice insurance) at rates allowed by the insurance department. The

JUA's are established with no capital, no state funding in guarantee,

usually with an assessment provision to make up for rate inadequacies.
They are often mandated to pay for themselves -- i.e., revenue must equal

assets.

As a practical matter, insurance commissioners have been reluctant to
raise premiums to the levels necessary to pay for incurred losses and
expenses.6 The first rationalization may be to discount reserves, such

as has been the case with medical malpractice JUAs. The second

6 See "N.J. JUA Wants $150 Surcharge; Dept. Objects," National
Underwriter, Property-Casualty Ed., July 15, 1985, p. 27.
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rationalization is to go one step further to a "cash flow" basis of

operation. Current insureds are not paying the economic cost of their

insurance coverage, but the hope is that by some magic future premiums

can be used to offset today's losses.

These "cash basis" plans are becoming less and less insurance and more

like a transfer payment financed through a tax (akin to Social

Security). "Cash basis" would, in fact, require current policyholders to

pay for the losses generated by past policyholders.

Further, the reliability of the insurance contract is in doubt.

Insurance can only reduce uncertainty if the policyholder believes the

insurer will be able to pay losses when they come due. Policyholders

will place less reliability in cash-based insurance programs. Such

programs would have no or grossly inadequate reserves and would be

insolvent (have negative capital). The ability of the insurers to pay

claims would be contingent upon theirs

* ability to raise premium rates in the future sufficient to cover

the losses; and

* ability to retain a sufficient number of policyholders willing to

pay the rates.

In Hassachusetts, the medical malpractice JUA is operating with a reserve

inadequacy of about $100 million, after discounting reserves at 11

percent. The state insurance commissioner has not allowed rates to

increase to adequate levels. Even though premium rates are below cost

and below levels in other states, one class of physicians with lower than

average risk (psychiatrists) is leaving the pool. The cost for the

unfunded losses will fall on the physicians remaining, who may not be

able to absorb such a large deferred expense, and may Vltimately fall

back on claimants unable to recover for economic loss.
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OTHER -OMPETITIVE IIMPAcTS

Medical malpractice and other liability lines, such as' environmental

impairment liability insurance, are susceptible to another adverse impact

as a consequence of the Administration tax proposal. Medical malpractice

insurance is characterized by chronic rate inadequacy, caused by the

inability of insurance companies to foresee the "social inflation" In

claim settlements due to the tendency of juries to award higher and

higher sums in malpractice settlements. The response to date to the

ever-increasing premium rates for malpractice insurance has been a shift

to claims-made policies (which has reduced the length of the long payout

tail), formation of physician-owned or sponsored companies, and, in some

states, creation of state facilities to provide malpractice insurance.

Workers compensation insurance, in some states, is only available from a

state monopoly facility.

Stats'insurance facilities have competitive advantages over commercial

insurers:

- They do not pay U.S. income tax;

- They need not maintain adequate (or any) loss reserves; and

- They may operate without any capital mandated by the state.

The Treasury is already distressed by the amount of current tax revenue

lost due to insurance placed in the existing state facilities. The

magnitude of the price increased required by commercial insurers tO cover

the new taxes imposed by the Administration's plan on these lines of

insurance favors public insurance over private insurance. The relative

size of medical malpractice insurance to the physician's cost of doing

business and the level of workers ebmpensation premium relative to a

business's expenses result in a Lgh level of concern at the state level

today about rates in these lines. The magnitude of the price increase

required by the commercial insurers for these lines under the
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Administration proposal undoubtedly will result in the fomation of

additional state facilities. This in turn viii reduce tax revenue.

Furthermore, society may be vorse off in terms of resource consumption or

total societal cost because the incentives for loss prevention (workers

compensation), efficiency, and proper pricing are reduced if not

eliminated in a public program which prices its insurance withoutv regard

to total liabilities and costs. State insurance programs tend to become

like the U.S. Social Security program, a premier example of a cash-based

"insurance" system, vhich continually postpones the recognition of the

costs associated vith current liabilities.

Senator LONG. We do not have time this morning to explore ade-
quately the problems that have been raised and discussed by the
witnesses. We will have discussions at the staff level with you and
your representatives and will try to help solve this problem.

Let me say to Mr. Lardner and Mr. Maisonpierre that I find it
incredible to be hearing this kind of testimony by witnesses with
their credentials at this stage of the game. I should think that we
will see a change of position by Treasury before the bill gets to the
Senate. To hear this kind of testimony when the bill has been out
there this long is something that I find almost unbelievable, espe-
cially in view of the fact that this administration is respected as
one that appears to be-or at least contends that it is-business
oriented. I assume that we will work this thing out.

Thank you very much for your testimony.
Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you very much. It's like old

times. [Laughter.]
Senator HEINZ. Gentlemen, I want to apologize for not being here

to hear your testimony. We had a total Republican turnout at the
White House this morning. - I

Let me ask, did any of you discuss the Ways and Means Commit-
tee staff proposal?

Mr. ANDERSON. No, sir.
Senator HEINZ. You did not. I think, as Senator Long has prob-

ably indicated, I understood his reference-he has a dim view of
the QRA proposal. I suspect he is right in, that the White House
will wake up and have a dim view of it shortly; particularly since I
don't sense that there is much support for it any place.

But I am interested in your views on the Ways and Means Com-
mittee--proposal, and I would solicit comments from Mr. Maison-
pierre.

Mr. MAISONPIERRE. Senator Heinz, our organization looks at the
Ways and Means staff proposal as perhaps even more onerous than
QRA. It's QRA plus. What it provides really is it puts us on a cash
base--

Senator HEINZ. It should be pointed out that in spite of the fact
that the administration is Republican, there is a rumor going
around that the Ways and Means Committee is Democratic.
[Laughter.]
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I just felt that we should have an even-handed approach.
Senator LONG. Right, but watch out for these bipartisan deals.

[Laughter.]
Sometimes you get the worst of both worlds.
Senator HEINZ. Senator Long has made a very good point.
Mr. MAISONPIERRE. I'm afraid, Senator Heinz, that we are getting

it from both sides, obviously. But the Ways and Means staff would
also put us on a cash base as QRA would. But, in addition, we
would be getting some additional wrinkles in the staff proposal.

What is particularly bothering to us is being placed on a cash
base. Let me give you a very specific example. I don't think that
there is a recognition out in the world and-even perhaps within the
industry that we have certain exposures that are, in fact, on a cash
base. Let me give you two examples.

If Gloria had come in about 20 miles closer to shore and had
done the damage which we feared, the industry would have sus-
tained literally billions of dollars in losses for which we have abso-
lutely no reserve set up. We are on a cash base for our entire catas-
trophe exposure. We are on a cash base with respect to earthquake
losses. Had the Mexican disaster occurred a few hundred miles
north, I would guarantee you that there would have been some se-
rious problems in the industry; that many of my members, in fact,
would have become insolvent.

In fact, Senator Heinz, just to show you how seriously we regard
being placed on a cash base, we had put together before the Mexico
City disaster-we put together a proposal to bring to Congress to
allow some form of a Federal mechanism to assist in case of the
type of catastrophe similar to what Mexico City endured.

Now let me put your mind at ease. This does not--
Senator HVINZ. Mr. Maisonpierre, let me ask you this: We need

to, for the record, identify what parts of the Ways and Means Com-
mittee proposal are bad and what are good. I gather the part that
puts you on a cash base is bad. Is there any good in the Ways and
Means Committee proposal? Is there anything that you can accept?
Nobody likes having to pay more taxes. I understand that. But are
there other parts that are tolerable?

Mr. MAISONPIERRE. Senator Heinz, there is one part of the pro-
posal which mirrors to some degree the proposal which the indus-
try has made to Ways and Means. We believe that the first part of
the proposal, dealing with revenue offset, should be expanded to
the level that is proposed by the industry, and that it should be a
complete substitute for the Ways and Means proposal. We don't
think that we can live with the Ways and Means proposal as struc-
tured. We think that the first part of the proposal, as expanded, is
quite similar to that which the industry has suggested and will
raise in dollars the same amount over the next 5 years which QRA
will raise.

Senator HEINZ. I understand that. Is there anybody else who
would care to add to that?

Mr. ANDERSON. Bill Anderson from GAO, sir. Dr. Gandhi has
been working with Ways and Means on some of their proposals and
is enlightened more on GAO's views and various aspects of it. He
will speak to it.
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Before we do that, though, I think it's important for me to ad-
dress GAO's own view that one of the reasons we put these exhibits
in our testimony and before you here today was to show that over
time the property/casualty insurance company has been relatively
profitable. In fact, the return on investment compares favorably
with that of industry generally. I noticed that over the last year,
the value of their stocks has increased about 40 percent as com-
pared, say, to an increase of 20 percent for stocks generally.

So that should not be a consideration in deciding, in our view,
what is right with respect to taxation of the industry.

So let me turn it over to Dr. Gandhi for comments on the Ways
and Means proposal.

Dr. GANDHI. As Mr. Anderson pointed out, the important thing
that we want to keep in mind is that, industry already has accumu-
lated around $7 billion in net operating loss carryovers. I think
that this huge amount has to be kept in mind in terms of how
much tax can indeed be received from the industry, no matter
what proposal is drawn up.

So at this moment we are trying to develop some estimates, reve-
nue estimates, as to whether or not the Ways and Means proposal
would indeed generate any money. We do not have any specific
comment in light of these seven elements that are put together in
the Ways and Means proposal. We are at this moment studying
that.

.Mr. ANDERSON. We will provide-we will be working with your
staff sir, and giving them our views on the provisions.

Senator HEINZ. My time has expired.
Senator LONG. There is one area that I was not planning to ask

about but I have been impressed sufficiently by what has been said
that I feel like exploring it.

I am thinking about the kind of risk for which you are liable but
for which you might not be able to pay. For example, all of our
flood control predictions on the Mississippi River are based on ex-
perience, and we think that the levees are high enough. That is a
great flood control system. It involves more than $1 billion of in-
vestment in Louisiana alone. I would think that if you had to re-
place it, it probably would cost you $5 or $6 billion.

But the system is built on the assumption that we are not going
to experience a flood that would exceed 10 percent of any flood on
record. The fact that we are looking at a record does not mean that
you cannot have more rain than in the past, even enough where
you might have 30 percent more than anything on record.

For example, along the Red River from Shreveport down to the
Chafelie River, which is about 150 miles, the water topped the
levees in all places at the same time. Such a thing is possible even
though it has not happened before.

Now I would like either of you to give your thoughts as to the
kind of risks for which you are liable which could exceed anything
you would be in a position to pay.

Mr. LARDNER. Mr. Chairman, you question is well put, and your
example is appealing to me because I live up river from you in Illi-
nois. And as.we keep squeezing the Mississippi tighter and tighter,
it keeps going higher and higher.
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The problem we have in the property/casualty business is we
rely on a general assumption that the past is predictive of the
future. And as your example points out, that's not necessarily true.
Furthermore, it's very specifically not true in the so-called civil jus-
tice system. We are seeing judgments come down which are multi-
million dollars, totally out of sync with the past, totally unantici-
pated by our rate structure, totally unanticipated by our actuaries.

I think it's for that possibility of the future being different and
more costly than the past that the statutory accounting system is
attempting to protect the solvency of the companies the public is
relying upon. And we think that certain tax proposals end up being
an attack on the solvency represented by statutory accounting.
And we think the very point that the future is different and fai'
more costly than the past in a number of instances is an important
consideration when we talk about how the industry is doing and
how it might do tomorrow.

Senator LONG. There is one situation with which I am familiar.
When the tidewater channel was built in New Orleans, no one told
us about the potential danger of a hurricane moving up that chan-
nel. If it ever occurred to the advocates of the channel, I assume
they didn't tell the Congress for fear that it would run up the cost
and kill the cost-benefit ratio.

When Hurricane Betsy hit, that's just what happened. It came
up and the channel surge of water pushed by the hurricane topped
the levees. The levees were strong enough; everything that the
State of Louisiana built held, and some of that was built under my
father. Everything the Federal Government built held. But when
the locally built levee was topped, it went.

It only takes one opening in a levee and you might as well forget
about it. Everything was under water, and We lost lives.

That to me, illustrates how the damage or the liability could be a
great deal more than any one anticipated. It was not the compa-
nies' fault, but they had to pay.

We had a similar situation when Hurricane Audrey hit Louisi-
ana in the area of Cameron. They had been through hurricanes in
that area before and everyone thought they could take a hurricane.
There was one difference. Never before had a hurricane pushed a
tidal wave in front of it. The tidal wave plus the hurricane wiped
out everybody except a few who managed to get in an old court-
house.

I want Mr. Maisonpierre to comment about risks which were not
anticipated. What happens when a combination of events makes it
such that you might not be able to pay?

Mr. MAISONPIERRE. Mr. Chairman, this is the reason that the in-
surance regulators insist that the companies have a certain rela-
tionship between the surplus which they have their equity, and the
premium, which they write. The surplus is really the cushion
which the companies have to pay these unanticipated losses.. True, we do have studies as to the probable maximum loss result-
ing from certain exposures here and there, but as you say, it is
very difficult to estimate what the losses will be. Let me give you
an example.
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Probably the worst earthquake that we had in this country oc-
curred about 1816 in the Missouri area around St. Louis. The losses
which were generated as a result of that earthquake--

Senator LONG. Did you say an earthquake?
Mr. MAISONPIERRE. About 1816. That's right.
Senator LONG. Where?
Mr. MAISONPIERRE. Around the St. Louis area in 1816.
The losses generated then were minimum because the affected

area was nothing but prairie. Now if we had the same type of
earthquake today, the Government agencies tell us, and we agree
with them, the losses probably would be about $50 billion. What
are we going to use for experience? The fact that the 1816 earth-
quake generated no loss? If that earthquake occurs-and you can
rest assured that it will occur-we know the losses will be in the
neighborhood of $50 billion, and the industry would be unable to
pay for such losses. We do need to reserve claims. This is needed to
insure the stability of the industry, very frankly, to take care of
these situations as well as situations such as the asbestos situation.
We never anticipated having to pay any losses on asbestos. We col-
lected premiums for exposures which were totally unknown to us.
And now we are paying literally billions of dollars in asbestos law
suits, and there were no reserves set aside for those losses.

Senator LONG. Thank you very much.
Dr. GANDHI. Ma I make a comment, sir?
Senator LONG. Yes, sir, Dr. Gandhi.
Dr. GANDHI. I also appreciate living on the banks of the Missis-

sippi because I lived in your lovely city of Baton Rouge for 31/2
years.

Senator LONG. Well, thank the Lord that we do have some land
in Baton Rouge that is above the flood plain.

Dr. GANDHI. Yes, sir. [Laughter.]
Senator LONG. Not all of it, but some.
Dr. GANDHI. I appreciate that, sir.
What I do want to point, out, however, are two things. One, that

the insurance industry deals in the future. That's their business.
And, second, that in spite of all the losses they may have suffered,
they still were able to generate a positive amount of cash every
year. Even in 1984, which was the worst underwriting experience
that they have suffered, they had around $12 billion of net cash
flow after meeting all the claims and expenses. So we want to keep
that in mind.

And I think a longer perspective that Mr. Anderson spoke so
well about should be kept in mind. And that is over those 10 years,
ending in 1984, industry had net gain of around $75 billion. And
the industry had negative income taxes of around $125 million over
those 10 years. So we want to keep that in mind that in general
the industry does have enough cash to meet the claims, no matter
how large the losses. And that they have been able to carry on all
these years very well.

Senator LONG. Senator Bentsen.
Senator BENTSEN. Mr. Anderson, would you address a remark

that was made by Mr. Maisonpierre? Let me ask you about his con-
cern about driving the U.S. industry business overseas, insurance
business. We get those remarks from time to time and then it's dif-
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ficult to evaluate it. Dut I would like for you to examine it. I'd like
foryou to-could I get a green light to start with? [Laughter.]

I m concerned about the trade deficit, and trying to keep some
business at home. Give me your response to this statement of the
gentleman in the reinsurance business that it's going to send the
business overseas. Tell me about the tax system that we run into in
Zurich, for example; in Germany, for example, where you have
some great reinsurance companies. Do they have a better tax break
than ours do? What happens if the administration or your proposal
is adopted?

Mr. ANDERSON. Yes. Let me back into that, if I may, sir. And I'm
going to look to Dr. Gandhi for help.

Senator BENTSEN. Not too far now. I don't have a lot of time.
Mr. ANDERSON. Not too far. I have one paragraph that was in

our original report to this committee that spoke-well, there are
several paragraphs. There is one I would like to read. It spoke to
foreign competition generally. Obviously, it is a concern. And it's a
concern-it was a concern before Ways and Means when we testi-
fied, and we had a number of questions. And it's also of concern
here today as well.

Let me read this and then I will come back to another comment
in that regard: "With respect to foreign competition, one expert"-
and we spoke to many. And I don't say that this is necessaril the
last word-"told us that it is a relatively small part of the U.K. in-
surance scheme. And most foreign competitors have U.S. subsidiar-
ies or branches and are subject to U.S. tax. Any improvement in
the competitiveness of foreign companies will only benefit those
foreign companies that have no U.S. operations and can write rein-
surance on U.S. risk." Your point. "However, the adoption of sec-
tion 845 in the 1984 Tax Reform Act, which permits the IRS to dis-
regard reinsurance transactions that reduce taxes, should effective-
ly inhibit such transactions. Also, we have been told by experts
that relatively few such companies exist. They constitute a small
portion of the market and tax is not likely to be of significant con-
sideration in pricing such reinsurance."

Now before I go over to Dr. Gandhi, there is one other point that
I feel is important to make.

Senator BENTSEN. I want to have Mr. Maisonpierre respond.
Mr. ANDERSON. All right, fine, sir. The one comment I did want

to make in addition was that I don't need to tell the members of
this committee that there is a large part of the American economy,
industrial and other parts of the economy, that are having prob-
lems with overseas competition, thanks to the free entry that we
have into this market of ours.

I just don't know where you stop and start with respect to-con-
sidering changes in the Tax Code and their ability on one industry
or another's ability to combat overseas competition. It seems like a
dangerous new direction to go in. But that's one-

Senator BENTSEN. Now let me have this gentleman address that
because I saw him shaking his head. He is obviously in disagree-
ment with you.

Mr. MAISONPIERRE. Senator Bentsen, in the first place, with re-
spect to reinsurance, reinsurance is an international trade.

Senator BENTSEN. It sure is.
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Mr. MAISONPIERRE. And it may well be that although the rein-
surance premiums generated from this country represents only 10
percent of the entire insurance premiums generated in this coun-
try, insofar as the reinsurers are concerned, it's 100 percent of
their business. So that to the extent that there are alien compa-
nies, foreign companies that can compete better than we can be-
cause of the Tax Code, it will put us out of business.

Senator BENTSEN. Thank you very much.
Now let me ask you the next question. Mr. Lardner says that in

effect the administration's proposal would tax -investment income
twice. How do you respond to that?

Mr. LARDNER. I believe that to be true under the QRA, Senator.
The investment income is taxed--

Senator BENTSEN. Mr. Lardner, I really wanted Mr. Anderson to
answer this.

Mr. LARDNER. Oh, I'm sorry.
Senator BENTSEN. I'm sorry. I didn't make it clear.
Mr. ANDERSON. You said Mr. Lardner made the point that under

the QRA that the investment income is taxed twice, and what's our
reaction to that.

Senator BENTSEN. That's right. Mr. Gandhi.
Dr. GANDHI. Senator, I think there are some cases in which it is

possible that it would be taxed twice.
Senator BENTSEN. You think what?
Dr. GANDHI. It would be taxed twice. There are some cases in

which one could see that. However, that's one reason why we be-
lieve that the GAO method would be an appropriate method of dis-
counting reserves because that is a pure and simple discounting.
All we want them to do is to recognize time value of money.

Mr. ANDERSON. You weren't here, sir, when we made the point
earlier that there are some provisions of the administration's QRA
proposal that GAO has difficulty with and has gone on record.

Senator BENTSEN. Well, I went over some of it ahead of time and
I noticed those areas.

All right, thank you very much.
The CHAIRMAN. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
I have one question for Mr. Anderson. Do you perceive a substan-

tial revenue loss as a consequence of property/casualty insurers
being included in a consolidated return with life insurers and con-
glomerates?

Mr.. ANDERSON. We point out in our statement, sir, that we
looked at the largest property/casualty companies who were part
of consolidated returns. And we found that the tax advantages that
property/casualty companies have, allowed the parents of those or-
ganizations to realize $715 million in tax advantages. In other
words, they were able to use the tax loss as opposed to the econom-
ic gain that the property/casualty subsidiary had to offset operat-i income of their own.

Senator MATSUNAGA. In a competitive business such as they are

involved in, would you say that that $715 million may be some-
thing which may have kept them in business in America?

Mr. ANDERSON. You mean the parent organiati0n, sir? See, the
property/casualties, we did an analysis of them and we couldn't
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find the performance differed significantly at all really between
those that had parents, nonproperty/casualty or a nonlife insur-
ance parent, and those that were stand-alones, so to speak. It really
didn't seem to affect their ability to compete within the industry.
In fact, surprisingly enough, we found some loss of market on the
part of the property/casualties that were subsidiaries of other par-
ents, like Sears, for example.

Senator MATSUNAGA. How many companies share the $715 mil-
lion?

Mr. ANDERSON. Six, sir.
Senator MATSUNAGA. Only six companies?
Mr. ANDERSON. Yes; but they were six of the very largest.
Senator MATSUNAGA. No further questions, Mr. Chairman.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Gentlemen, I have no questions. I apologize for

being late. I was at the White House this morning. Thank you very
much.

Mr. ANDERSON. Thank you.
Mr. LARDNER. Thank you, sir.
Mr. MAISONPIERRE. Thank you, sir.
The CHAIRMAN. Now if we could have a panel of James Osborne,

Bradford Mitchell, and Franklin Nutter.
I take personal pleasure in welcoming Jim Osborne to this panel

this morning. He's a man I have known, for what, one-quarter of a
century, Jim.

Mr. OSBORNE. Just about, Mr. Chairman.
The CHAIRMAN. Yes; he's an old, old friend, acquaintance of

mine, and 2 weeks ago was elected as the incoming president of the
National Association of Mutual Insurance Co. Congratulations.

Mr. OSBORNE. Thank you very much, Mr. Chairman.
The CHAIRMAN. Unless you gentlemen have any preference or

worked oul: something different, we will simply take you in the
order that you appear on the witness list. And your entire state-
ments will be in the record, and we would appreciate it if you could
abbreviate your comments to 5 minutes.

Senator HEINZ. Mr. Chairman, I am delighted to welcome a wit-
ness from my home State of Pennsylvania; Brad Mitchell, from
Harleysville who is the chairman of the National Association of In-
dependent Insurers.

Mr. MITCHELL. Thank you, Senator.
The CHAIRMAN. Go right ahead, Jim.

STATEMENT OF JAMES L. OSBORNE, CHAIRMAN AND CHIEF EX-
ECUTIVE OFFICER, OREGON MUTUAL INSURANCE CO., McMINN-
VILLE, OR; AND VICE CHAIRMAN, NATIONAL ASSOCIATION OF
MIJTUAL INSURANCE COMPANIES
Mr.'/OSBORNE. Thank you for those kind remarks, Mr. Chairman.

It's a pleasure to be here this morning. For the record, I am Jim
Osborne, executive officer of the Oregon Mutual Insurance Co. and
chairman-elect of the National Association of Mutual Insurance Co.

Oregon Mutual was founded in 1894 and operates in the West.
We write business in Oregon, Washington, Idaho, and California
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and are representative of the average medium-size regional mutual
insurance company.

The National Association of Mutual Insurance Co., or NAMIC,
was founded in 1895 and is the Nation's largest insurance company
trade association, with membership of 1,260 companies. The size of
these companies varies from the very large to the very small,
making our association unique.

Approximately 800 of these companies are farm mutuals that
write $1 million or less of annual fire and liability premium. They
are organized to meet specific needs of local consumers, not be-
cause of the profit motive, but rather a desire to share resources to
protect against losses. They are grassroots oriented. And their

ard of directors consists of local farmers, businessmen, and ordi-
nary citizens. In many areas of the country, they are the only
available market for farm and rural dwelling coverage. The pri-
mary coverage they write are personal lines, which is protection
for farms, homes, and automobiles. I could tell you many, many
stories that illustrate the closeness that many people feel toward
their mutual companies.

And I would just like to say that in our home State, during the
catastrophe of 1962, Mr. Chairman, if you will remember, I was
doing some loss adjusting down in the Cottage Grove area and an
86-year-old lady, a policyholder of ours for 50 years, and I adjusted
the loss on her house. And I said now let's take a look at the barn,
and she said, Mr. Osborne, you have been most generous. She says,
one thing I want you to remember, young man, this is our company
and we have to protect it.

But what I'm saying is that represents the closeness that I want
to emphasize. And it's a feeling. It is a way of life. The business of
most of these companies is conducted in local areas. They have
large exposures in small geographical areas resulting in heavy de-
pendence on reinsurance.

Our written statement covers four issues, and I will only com-
ment on two-the small company provisions and the protection
against loss or PAL account.

However, we are equally concerned about the other two issues,
but now I would like to talk about the small company provision.
Now Congress long ago recognized the unfair competition between
stock and mutual companies. To maintain fairness, small mutuals
were taxed differently. All mutuals were exempted from taxes in
1924. In 1942, the exemption was limited to companies having
$75,000 in gross receipts.

This was established primarily for the purpose of raising addi-
tional revenue during the war years. In the 1972 Revenue Act, Con-
gress increased the gross receipts limitation, determining tax-
exempt status to $150,000. Additionally, companies-with gross re-
ceipts of from $150,000 to $500,000 were taxed solely on investment
income.

These exemptions have not been increased since 1962 and, conse-
quently, have not kept pace with the rate of inflation. These provi-
sions are not an incentive, but a recognition of the need for the
availability of insurance.

Let's look at what the elimination of this deduction would do. A
survey of 466 of our member companies disclosed that the proposal
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would increase their tax burden 125.6 percent and primarily in the
farm areas.

Now I would like to talk briefly about the protection against loss
account. Congress recognized the necessity for equality between
stock and mutual companies and created the tax deferral system.
Mutual companies can defer 1 percent of losses incurred and 25
percent of underwriting gains for a period of *,ears. This resulted
in a more level playing field since mutual companies do not have
access to capital markets to cover catastrophes or requirements for
additional capital.

The CHAIRMAN. Jim, I've got to ask you to conclude.
Mr. OSBORNE. I was just getting right there.
And I would like to reeniphasize that this is a deferral. The pro-

tection against loss account helps build surplus at a very, very crit-
ical time.

And if you have any questions, Mr. Chairman, members of the
committee, I would be happy to respond.

Thank you.
The CHAIRMAN. Thank you.
[The prepared written statement of Mr. Osborne follows:]

0
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HEARINGS BEFORE THE COMMITTEE ON FINANCE,

U.S. SENATE OCTOBER 1, 1985

Statement on Behalf of the National Association of
Mutual Insurance Companies (NAMIC)

Prepared by Michael J. Cuddy,
Michael G. Heitz and

Gerald I. Lenrow
of Coopers & Lybrand

Testimony will be presented by James L. Osborne
of Oregon Mutual Insurance Company
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INTRODUCTION:

The National Association of Mutual Insurance Companies (NAMIC) is made

up of over 1,230 member companies, the vast majority of which write farm property and

casualty risks. Nearly 800 of the NAMIC members are property insurance companies

only and are designated as farm, county or township mutuals. They were organized

during the 1800's to address a market void and meet the insurance needs of rural

America.

They are spread throughout forty-one states and, being mutual in nature,

represent a forerunner to modern consumerism. Among the remaining membership, many

of the companies are large and write property and liability coverages of all types. They

range in size from the very largest to moderate sized companies.

The Association, which was founded in 1895, is headquartered in Indianapolis,

Indiana. Its President is Harold W. Walters and its Legislative Vice President is Dale D.

Skupa. Washington Counsel is David A. Hartquist of Collier, Shannon, Rill and Scott, 1055

Thomas Jefferson Street, N.W. Washington, D.C. Testimony will be presented by James

L. Osborne of Oregon Mutual Insurance Company.

In a Press Release dated August 9, 1985, the Honorable Bob Packwood,

Chairman, Committee on Finance, U.S. Finance, announced the continuation of public

hearings on President Reagan's proposal on comprehensive tax reform, and, In so doing,

scheduled hearings for the insurance industry on October, 1, 1985.

2
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Our statement discusses in detail two of the proposals that the Committee

will address and to which we will submit oral testimony at the October 1, 1985 hearings:

1. Repeal of Mutual Property and Liability

Insurance Company Protection Against Loss

Account.

2. Repeal of Special Tax Exemption, Rate

Reductions, and Deductions of Small Mutual

Property and Liability Insurance Companies.

In light of the seriousness of the other two issues that will be addressed by

other trade associations, we also feel compelled to comment briefly as to our objections

regarding the proposals concerning the Qualified Reserve Account and limitation on the

deduction for policyholder dividends.

3
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PROTECTION AGAINST LOSS ACCOUNT

Current Law

The primary difference between the taxation of stock

property and liability companies and mutual property and

liability companies is the Protection Against Loss ("PAL")

account afforded mutual companies under Code Section 824. This

provision was introduced by the Revenue Act of 1962. Prior to

1963, mutuals were taxed under a special formula which did not

take into account underwriting income or loss. As a consequence

of the 1962 amendments mutuals became subject to tax on

underwriting income. In making this change, Congress recognized

the special characteristics of mutuals and the PAL account is

evidence of this recognition.

Mutuals are owned by their policyholders rather than

stockholders. As a result of their structure mutuals lack the

ability to raise capital. For these reasons, Congress in 1962

provided a special tax deferral account for mutuals, the PAL

account.

Statements prepared by both the Senate Finance Committee

and the House Ways and Means Committee on the 1962 Revenue Act

indicate the intent behind the PAL account.

4
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Congress recognized that:

*While a stock company can pay extraordinary losses not

only out of its accumulated profits, but also out of

its paid in capital, a mutual insurance company can pay

extraordinary losses only out of retained underwriting

income. As a result, a mutual ordinarily retains a

portion of its underwriting income each year for this

purpose; the remainder is paid to its policyholders as

policy dividends. This accumulated underwriting income

constitutes its reserve out of which insurance losses

can be paid and the existence of such reserves is an

important protection to the mutual policyholders.

Under the law up to this time, no income taxes have

been paid on this retained underwriting income, except

(since 1941) to the extent the excess of the

alternative 1-percent tax over the tax on investment

income in effect taxed part (all, or more than all) of

the underwriting income. Similarly, underwriting

losses may not reduce the tax on investment income.

Under the President's proposal, underwriting gains

would have been fully taxed as realized. Under the

provisions of this bill, however, these mutual fire and

casualty companies will be permitted to set aside a

portion of each year's underwriting gains in a special

account for protection against losses. This amount

will be available to meet certain losses for 5 years,

after which most of any remaining portion will be

included in taxable income of the sixth year. A small

portion, however, will still be retained in the special

account to take care of extraordinary losses.

Eventually, these companies will 2ay tax on their total

income, but the tax deferral formula of the bill gives

5
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recognition to the mutual' lack of access to the

capital market for funds with which to pay losses..

Under the bill underwriting losses, other than losses

created by the special protection against loss

deduction, will reduce the tax on investment income."

(1962 Senate Finance Committee Report, page 55.)

Prior to 1962 mutuals were not subject to tax on their

underwriting income. while a portion of this income was paid out

as a policyholder dividend, the remainder was to provide for

capacity and extraordinary losses.

The 1962 Act imposed a tax on ordinary mutual's under-

writing profit. Thus, the remainder to provide for capacity and

underwriting losses would be reduced by the applicable federal -

tax rate. In order to assure the continuing protection of

policyholders Congress devised the PAL account. In devising the

PAL account Congress attempted to put mutuals on a somewhat equal

footing with stock companies which can Opay extraordinary losses

not only out of its accumulated profits but also out of its paid-

in-capital." Congress recognized that if mutuals did not have an

additional source out of which losses could be paid they would be

competitively disadvantaged. This is because a greater amount of

reserve would have to be retained by the mutuals, and therefore,

either higher rates would have to be charged or smaller

policyholders dividends paid.

4I
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There are three allowable additions to the PAL account

which represent deductions for the current year. These three

additions are amounts equal to: (1) one percent of'losses

incurred; (2) 25 percent of underwriting gain; (3) a further

percentage of underwriting gain, to the extent the percentage of

premiums for concentrated windstorm and similar risks during the

year exceeds 40 percent of all premiums.

At the same time, the Code sets forth five separate

provisions for making annual subtractions from the PAL account

which become inclusions in taxable income. They are:

1. The excess of the current year's PAL account

additions over the current year's underwriting

gain.

2. The current year's loss calculated as the

excess of the underwriting and investment loss

over the underwriting and investment income.

3. The amount of unused loss carryover that is

carried from another year to the current year.

4. The amounts recorded in the PAL account

reflecting additions from the fifth preceding

year that have not been absorbed by losses or

7
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otherwise taken into taxable income. However,

one-half of the fifth preceding year's

addition of 25 percent of underwriting gain

may remain deferred until absorbed by losses,

under this provision.

5. The balance in the PAL account at the end of

the year is reduced to the greater of 10

percent of the net earned premiums, less

dividends to policyholders, or the prior

year's closing balance in the PAL account.

All subtractions are computed after the company has made

its additions for the current year. Subtractions from the PAL

account will never exceed the balance in the account as there

cannot be a negative PAL account balance. Before a mutual can

have an unused loss deduction-for the-year, its entire balance in

the PAL account must be absorbed, or restored to income.-

Subtractions under (1), (2), and (3) above are computed on a

first-in, first-out basis for amounts added during the preceding

five years, and then subtracted from remaining additions of years

earlier than the five immediately preceding years.

Proposal

The President's Proposal suggests that the continuation

of the allowance of a deduction to mutual property and liability

8
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insurers of additions to PAL accounts would be unfair, since the

deduction is unnecessary and is in fact unrelated to the

measurement of economic income.

The Proposal continues by stating that the PAL account

is nothing more than a bookkeeping entry made for tax purposes

and a corresponding reserve is not required for statutory

purposes and thus it in no wayresults in assisting financial

solvency. The Proposal further states that the existence of the

PAL account allows mutual companies to have an unfair competitive

advantage as compared to stock companies, and notes that the

calculation of the PAL account requires an arbitrary distinction

between underwriting and investment income. This, the Proposal

suggests, increases the complexity of the tax code. (This

comment ignores the fact that this distinction is made for

statutory accounting purposes and was in effect long before the

PAL account was introduced.) The suggested effective date for

discontinuance of the PAL account is December 31, 1985 specifying

that any balance in the account would be included in income "no

later than over a five-year period."

Analysis

Part of the rationale for the Proposal is the need to

create a Nlevel playing* field and to eliminate competitive

advantages created solely by virtue of tax provisions. It is

suggested that this Proposal, rather than avoid unfair

9
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competition, will in fact create it. More specifically, the

reasons for the PAL account are as important today as in 1962.

The rationale at that time was that mutuals needed the ability to

defer portions o its taxable income to those years in which it

would suffer large losses so as to have sufficient capital to

meet its underwriting needs. This rationale continues to this

day.

Among the reasons cited for this Proposal is the

observation that the existence of the PAL account increases the

possibility that 'companies will undertake uneconomic

transactions solely to minimize tax liabilityO. This is specious

reasoning. It should be noted that the tax benefits of a PAL

account for a given transaction are far outweighed by the

detriment suffered on undertaking an uneconomic transaction. It

must be recognized that the PAL account deduction that would

apply to an uneconomic transaction would be solely due to the

account addition for It of losses incurred. Assuming the

uneconomic transaction resulted in a loss, the 25% of

underwriting gain, obviously, would not apply. Moreover, the

uneconomic transaction if its loss was disproportionate could

serve to reduce what otherwise had been accumulated in the PAL

account. This would result since no balance may be maintained or

added to the PAL account where there is an underwriting or unused

loss deduction for the year. Consequently, an uneconomic

transaction would have an adverse impact on the PAL account

rather than a favorable one.

10
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The PAL is of greatest importance to the small and

medium sized mutuals operating in rural and less populated areas.

These companies are often the only source of easily available

insurance coverage in rural areas since the larger companies tend

to write business in these areas on a non-recurring basis. In

addition these smaller sized companies tend to be legally

restricted to underwriting business in a small geographic area.

Thus, there is less chance to spread the risk of loss from a

catastrophic event which may occur and affect the geographic

area.

A further point which must be made is that the PAL

account allows mutual to write additional business. This is

because the account increases the company's surplus. Insurance

companies writingsxgenerally are limited to a multiple of surplus

(usually 3 to 1). Moreover, this additional capacity has the

potential of increasing surplus so that although the PAL account

is reduced during certain points in the underwriting cycle

surplus will have been increased over a period of time through

utilization of the PAL account. This additional capacity allows

these companies to grow, with the result that more taxes may be

paid over a period of time than would be the case if the

companies did not have this ability to expand their underwriting.

Due to the present underwriting cycle many companies

currently have eliminated any balance in their PAL account. In

11
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these cases the unused loss deduction available for carryback and

carryover has been reduced for tax purposes by the amount

previously accumulated in the PAL account. Thus, the Treasury

has received the taxes which it would have received had there

been no PAL account. The only difference the PAL account has

made is that it has deferred the payment of the tax to a-later

year. The PAL has in this recent period of large underwriting

losses proved to be a stabilizing influence on insurance markets

because it has enabled companies to build their surplus to pay

losses.

A joint survey conducted by three trade associations

indicates that the PAL is very important and serves the purpose

for which it was created. Approximately 75 percent of the

members responding so indicated. Specifically, very few

companies reported PAL account balances restricted by the

statutory limitations, indicating that the intended surplus

enhancement has been accomplished.

Conclusion

The need for the PAL account remains. As was the case

in 1962, mutual companies do not have access to equity capital

markets. If a mutual is deprived of the PAL account it will

ultimately increase premiums or reduce policyholder dividends. If

stocks and mutual are taxed at the same level mutuals will be at

a competitive disadvantage.

12
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Moreover, as Congress recognized in 1962 the PALaccount

is a tax deferral and does not reduce the ultimate tax.

OEventually these companies will pay tax on their total income,

but the deferral formula of the bill gives recognition to the

mutuals' lack of access to the capital market for funds with

which to pay losses." These same factors which warranted the

creation of the PAL Account in 1962 still exist today. For these

reasons, it is respectfully submitted that the PAL account should

be retained.

13
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SMALL COMPANY PROVISIONS

Current Law

The Code classifies mutuals into three categories

dependent upon the amount of gross receipts. Mutuals whose gross

receipts do -not exceed $150,000 are tax-exempt. Companies whose

gross receipts exceed $150,000 but do not exceed $500,000 are

deemed small mutuals and may be taxed solely on investment

income. A specific statutory provision excepts from this limited

tax small mutuals that elect to be taxed on total income, or

companies that have a balance in their PAL account. Companies

whose gross receipts exceed $500,000 are deemed ordinAry mutuals

and are taxed on both investment and underwriting income.

For small mutuals with gross receipts of less than

$250,000 the tax, which is on taxable investment income, will be

reduced to an amount which is proportional to the gross receipts

over $150,000 divided by $100,000. This benefit is on a sliding

scale that produces smaller reductions as gross receipts approach

$250,000.

A deduction is also provided ordinary mutuals and small

mutuals electing to be taxed as ordinary mutuals. The maximum

deduction allowed under this provision is $6,000 for companies

whose gross receipts other than capital gains do not exceed

$500,000. For companies whose gross receipts are in excess of

14
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$500,000, the deduction is one percent of the difference between

$1,100,000 and the amount over $500,000. The deduction is not

allowed to exceed the company's underwriting income for the year

before computation of PAL account provisions and the unused loss

carryover.

Proposal

This proposal recommends that the exemption of those

companies with gross receipts of less than $150,000 and the

reduced tax rate permitted certain companies with low taxable

income and the special deduction of $6,000 allowed those

companies with taxable income of less than $1,100,000 - all be

discontinued.

The rationale is that the special tax rules permitted

small mutual property and liability insurers provides a

competitive advantage to those companies as compared to stock

companies and larger mutuals. It suggests that the application

of these rules requires arbitrary distinctions between

underwriting and investment income and unnecessarily complicates

the tax rules. It, therefore, recommends the repeal of the

special tax exemptions, rate reductions and deductions of small

mutual companies effective for years beginning on or after

January 1, 1986 which would be phased in over a five-year period.

15
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Analysis

Tie reason cited for the elimination of these provisions

is that they *provide a competitive advantage to (small

companies) vis-a-vis stock companies and larger mutual

companies.* This not only ignores but aggravates the inherent

competitive disadvantage under which small companies operate

which was considered in justifying these provisions initially.

More specifically, two surveys of approximately 500 small mutual

companies indicated that a tax increase over 1983 and 1984 actual

results of about 140 and 125 percent respectively,- would result

from the repeal of these provisions. For bgth years surveyed the

average increase would amount to about a 7 percent increase in

premiums which is more than what the marketplace would bear (see

Exhibits A and B attached.) As evidenced by these Exhibits the

impact on the affected companies is significant while the overall

revenue to be raised is negligible. Thus, a change that creates

economic chaos for the sake of change cannot be justified.

Moreover, it is interesting to note that the analysis

accompanying the proposal suggests that the proposal would

'reduce tax induced distortions that favor the sale of insurance

through small firms.' It is difficult to comprehend the

objective Treasury has in mind. In addition, we fail to see how

a distortion arises from the economic delivery of a needed

product.

Although laboring under a number of competitive

disadvantages the farm mutual or small mutual insurance company

16
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serves a valuable and essential role in the insurance

marketplace. The authorized writing territory of farm mutuals is

one county or contiguous counties within a state. The premium

writing is generally less than one million. In fact, of the 800

NAMIC farm mutual members, nearly 500 are developing less than

$500,000 of gross income (premium plus investment income).

Operating with a concentrated book of business, spending higher

dollars for reinsurance, doing business without the -vailability

of economies of scale, not having the law of large numbers

available - the farm mutual has provided the major source of

insurance protection to the farming communities.

Contrary to the larger insurance company, as illustrated

in Exhibit C, tho, small mutual insurance company must maintain a

higher relationship of surplus to premium writings. The reason

is basic - the farm mutual-insurance company assess a small

number of large farm risks.

The tax statute revision of 1962 permitted a faster ..

generation of surplus capital for the small mutual insurance

company with less than $500,000 gross receipts. By 1985,

inflation has eroded the tax benefit granted by the 1962 Act.

Consequently, the qualifying b~qets for small mutual insurance

companies should be $352,530 gross receipts determine exempt

status and $1,175,100 for those companies taxes* solely on

investment income (Predicated on. 1984 C.P.I. 235.02 percent).

17
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Certain mutual property and liability companies have

been exempt from tax since 1924. The exemption is not of an

incentive nature but rather is in recognition of the need for the

availability of true mutual insurance in rural communities.

Commencing in 1924 until the Revenue Act of 1942, all

mutual property and liability companies were entirely exempt from

tax. In 1942, Congress further clarified the exemption to make

certain that only those mutuals that were of a small size and

true providers of insurance to farm and rural communities were

exempt. The .change adopted a numerical benchmark to determine

those companies that were exempt. [Only mutual property and

liability companies with gross income which did not exceed

$75,000 were exempt. Attached as Exhibit D are excerpts of the

various statutes and committee reports for the 1924, 1938, 1939

and 1942 Acts. Reference should be made to the last sentence in

the Senate Finance Committee Report under the 1942 Acts which

reads as follows:

OAccordingly, these provisions will impose no hardship

upon farmers, or other small and local mutual insurance

companies other than life or marine."

This sentence, as well as the colloquy that follows (on the

copied page) indicates the concern of Congress to make certain

that the property and liability mutual companies providing

1
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coverage in farm and rural areas continue to be able to operate

competitively.

Thus, there is a need to recognize that, rather than

providing an incentive for an otherwise economically unfeasible

company, the benefits extended these companies allow them to

continue to maintain their necessary role in their very special

economic environment. The $75,000 benchmark was retained in the

1954 Internal Revenum Code, and remained unchanged until the

Revenue Act of 1962. In that Act, the exemption benchmark was

increased from $75,000 to $150,000.

The financial condition of the farming communities

emphasizes the need for maintaining a financially strong farm

mutual insurance industry. As farmers face increased operating

costs with low commodity prices, the farm mutual can continue to

offer insurance protection at a reasonable cost. This factor is

especially critical in 1985 since a number of multi-line

companies, having previously entered the farm insurance market,

withdrew due to an inability to handle this business. Denial of

the benefit of these tax provisions will make it difficult for

this important segment of our economy to obtain needed insurance

coverage. The longstanding public policy of providing special

rules for this segment of the insurance industry should not be

disturbed especially in view of the small amount of tax revenue

that would result.

19
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This impact on the small company is illustrated in

Exhibits E and F. Note the decline in premium writings from 1981

through 1983 for 477 small NAMIC members. Since the premium base

was declining, the companies vere forced to dip into the

policyholder surplus to pay losses and expenses. If the

companies had not built a solid policyholder surplus in the good

years, they would not be able to respond to the market void.

Exhibit E also shows the additional drain on policyholder surplus

if the exemption and investment income tax provision are

eliminated. Exhibit F illustrates the same results for just one

NAMIC company.

Conclusions

The significant role served by small mutuals in our

economy is the basis for their longstanding tax status rather

than their business. Thus, a proposal to revamp the way

insurance companies ar taxed should not be an occasion to remove

a tax exemption which is as worthy as that of any other exempt

organization that furthers the common good. The problem is

compounded by the fact that for state taxation purposes these

companies enjoy a similar exemption based on existing federal tax

provisions.

20
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DIVIDENDS TO POLICYHOLDERS

Current Law

Mutual property and liability insurance companies have

never been limited as to their deductions for dividends to

policyholders. Since the advent of the current tax formula which

was provided for in the Revenue Act of 1962 applicable commencing

January 1, 1963 an unlimited deduction has been provided for

dividends to. policyholders. In point of fact, property and

liability companies have never been limited as to dividends to

policyholders - in contrast to life insurers, both stock and

mutuals, which were limited under the 1959 Life Tax Act.

Moreover, a review of the Committee Reports, Hearings and other

surrounding documents in connection with the Revenue Act of 1962

reveal no discussion whatsoever as to any consideration of

limiting dividends to policyholders of mutual property and

liability companies as was the case with the 1959 Life Act which

was before Congress only three years earlier. -It would seem

rather apparent that if Congress had intended to apply a similar

rationale to mutual property and liability companies that they

would have done so having considered the mutual property and

liability formula only three years after having considered the

life formula.

The 1984 Life Tax Act has introduced a new concept for

limiting a mutual life company's deduction for policyholder

21
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dividends. The rationale behind the 1984 Act was buttressed by

an analysis of policyholders "wearing two hats", one as an owner

and one as consumer-purchaser of insurance. It was this analysis

that was utilized to arrive at a concept referred to as a

"differential earnings rate*. In computing the differential

earnings rate, the imputed earnings rate for 1984 was established

at 16 .5, Together this concept was applied to accomplish

segment balance.

"The Congress anticipated that this 16.5 percent rate

will result in the mutual segment of the industry

bearing 55 percent of the aggregate industry tax burden

for 1984. The Congress believed that this is

appropriate in'the light of a number of factors

including the historic allocation of the industry's tax

burden, the relative percentages of assets held by the

stock and mutual segments of the industry and the

difference in treatment of mutual company policyholders

and stock company shareholders.* (P. 613 of General

Explanation of the Revenue Provisions of the Deficit

Reduction Act of 1984 - December 31, 1984)

Proposal

The Proposal would reduce the policyholder dividend

deduction allowed mutual property and liability companies. Such

22
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reduction would be effective January 1, 1986, and would be

similar to the one provided in the 1984 Life Act for mutual life

companies. This limitation, as it applies to life companies is

predicated on what stock life companies pay as dividends to

stockholders as a percentage of their surplus. A comparison is

then made to the surplus of mutuals and this is, in effect, the

determination of what should have been paid to policyholders in

their capacity as owners. For life companies it is emphasized

that this is not merely a limitation on policyholder dividends

but rather is the creation of taxable income. Thus, despite the

fact that a mutual property and liability company may not pay

policyholder dividends it would be burdened with what is

tantamount to a Osurplus" tax. The Proposal, as contrasted with

the Treasury I proposal, suggests that *additional study is

needed to determine the size of the competitive advantage that

the current treatment of policyholder dividends provide to mutual

property and casualty companies and to set the appropriate

deduction limitation.*

Analysis

Comments in the Proposal contrast mutual and stock

property and liability companies. More specifically, the

comments note that the full deduction by mutuals results in a

competitive disadvantage for stock companies and continue by

stating that this competitive disadvantage was recognized in the

1984 Life Tax Act.

23
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-The comments to the proposal imply that policyholder

dividends paid by mutuals are substantially larger than those

paid by stock companies. The attached schedule comparing

dividends paid by stock and mutual property and liability

companies indicate that stock companies pay greater dividends

than mutual. An analysis of dividends paid by mutual property

and liability companies would indicate that a preponderance of

those dividends are paid as part of workers' compensation

writings. (See Exhibit G.)

Also noteworthy, are Committee Reports to the 1984 Life

Tax Act which state that (since) *the average post-dividend, pre-

tax return on equity of mutual companies falls below that for a

comparable group of stock companies, ...Congress believed that

this difference is attributable to distribution by. mutual

companies of earnings to their owners." The attached schedule,

however, indicates that for property and liability companies, net

income before dividends and federal taxes as a percentage of

average policyholders equity is comparable for mutuals and

stocks. There is virtually little distinction between the

mutuals and stocks in this regard. This would appear to belie

the rationale for a policyholder dividend limitation for property

and liability companies. (See Exhibit G.)

Moreover, the second portion of Exhibit G, dealing with

net income as a percentage of average policyholders surplus,

24



136

indicates a comparable percentage for stock versus mutual

property and liability companies for the period 1979 through

1982. The 1983 increase in mutual return as compared to stock

return has to be viewed as an'aberration. Reinsurers suffered

during the downward cycle of 1983 and 1984 to a much greater

extent than normal. Since reinsurers are predominantly stock

companies, the return on surplus, stock versus mutual, is

distorted. This in part explains the 1983 six point, spread.

Moreover, the results of commercial coverage were the mo.t

disastrous and the earliest business that deteriorated, as

compared to personal lines. A preponderance of commercial

business is written by stock companies.

There are other reasons for such a large spread, not the

least of which is that certain mutuals adjusted their

underwriting standards at a much earlier stage than the large

stock companies who were unquestionably'looking for volume in an

attempt to show return on investment for their stockholders.

There is also a significant conceptual distinction in

the dividend distributions made to policyholders by life insurers

as compared to property and liability insurers. The property

and liability industry pays dividends as a return of premium. In

fact, some mutuals as a matter of company policy do not pay -

dividends to policyholders but reduce the price at-the-time of

entering the contract. This practice is called deviation and is

a marketing concept as is the return of premium. Dividends to
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policyholders or return of premium paid by mutual property and

liability companies is not a distribution of profit. In point of

fact, it most often is nothing more than a rating mechanism used

for competitive purposes. This point may be graphically

illustrated by the fact that dividends are not paid to all

policyholders as a group, as is the case in life insurance.

Dividends to policyholders or return of premium by mutual

property and liability companies are usually paid to individual

customers by line of business, by state, rating territory, or

rating classification and often are indistinguishable from

premium adjustments based on loss experience of specific

policyholders.

Dividends oftin are paid in years where a company

suffers an underwriting loss. On the other hand, many mutual

property and liability companies have not paid a dividend to

policyholders during the last 20 years. Thus, the analogy to the

life industry and the 1984 Revenue Act changes is not a proper

reference to determine the status of policyholders of mutual

property and liability companies.

Conclusion

The proposal to limit the deduction for policyholder

dividends paid by property and liability companies is based on

the mistaken assumption that mutual life and mutual property and

liability companies are similarly situated taxpayers. Their

business is different and their relationships with policyholders

are different. These differences have long been recognized by

prior statutory enactments.
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QUALIFIED RESERVE ACCOUNT

Current Law

Since the Revenue Act of 1921, property and liability

insurers have been permitted a deduction for estimates of unpaid

losses on those insured events that have occurred both reported

and incurred but not reported (IBNR). The rationale has been

that statutory accounting is to be followed for tax purposes.

The'IRS during the course of its examination of property and

liability company tax returns test estimates of unpaid loss

reserve to determine whether in fact they were reasonable. These

estimates may at times prove to be redundant or deficient.

Generally, no discounting element is included.

Proposal

A qualified Reserve Account (ORA) would be established

by line of business and year of policy issuance effective for

losses incurred in tax years beginning after 1985 that are

insured under policies issued after 1985. The initial increase

in reserve cannot exceed the total of the statutory unearned

premium reserve, IBNR reserve, and reported reserve.

Once established, the ORA would be increased annually by

a portion of the after-tax rate of return earned on a company's

investments. This involves the proration of taxable and tax-

exempt income among reserves and surplus.
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The proposals also provide for reserve strengthening and
I

weakening. The determination as to whether a strengthening is

appropriate would be governed by objective factors including

whether a strengthening has occurred for annual statement

purposes. The proposals allow for a voluntary release of

excessive reserves that is tantamount to a weakening.

The proposals establish a time frame for which reserves

can be maintained and also stipulate that the provisions apply to

life insurer's casualty business.

Policyholders would be allowed to disregard the prospect

of recovery and elect to deduct a loss in the year it is incurred

as if the loss were uninsured. Insurance proceeds would be

taxable when received, and a portion could be excluded to the

extent the loss did not provide a tax deduction.

The proposals provide that a third-party assignee would

include the consideration received from an assignor in its gross

income. Moreover, the payment made by the assignee for the

purchase of an annuity would either be a deductible expense at

the time of purchase or deductible at the time payment is made to

the injured party. Also, the assignee would be considered in

constructive receipt of the investment income earned under the

annuity.

29
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Analysis

The essence of the ORA approach is the requirement that

upon payment of a claim (which is deductible) the ORA is reversed

and taxable income is recognized in the amount of the ORA.

Investment income earned during the period the reserve is

outstanding would continue to be subject to current tax and, in

effect, a second tax when the reserve is reversed upon payment.

This additional taxable income (as well the tax) will be tho same

regardless of the initial reserve deduction. The following

illustrates this concept:

Assume in all instances that the reserve for a paid loss

of $100 is outstanding for three years. Further assume that the

after-tax rate return is 10%-and the applicable tax rate is 33%.

"The only variable is the amount of the initial loss reserve.

30



Year 1 -
Initial () 7sS
reserve

Taxable income
(loss)

Tax @ 33%

Tax compounded
@ 10%/Yr. for
3 years (A)

Year 3 -
QRA balance12 1

Paid loss

Taxable income
(loss)

Tax @ 33%(B)

Total Economic
Cost
(A) plus (B)

141

Company Company Company Company Company
1 2 3 4 5

$ 85.00 $100.00 $115.00 $ 75.13 $ 65.00

15.00

4.95

6.59

- (15.00) 24.87 35.00

(4.95) 8.20 11.55

- (6.59) 10.92 15.37

113.14 133.10 153.07 100.00- 86.52

i00.00 100.00 100.00 100.00 100.00

13.14 33.10 53.07

4.33 10.92 17.51

- (13.48)

- (4.45)

$ 10.92 $ 10.92 $ 10.92 $ 10.92 $ 10.92

It would appear that the additional taxable income under QRA will be

equal to the annual after-tax rate of return times the actual loss

paid for each year the loss remains unpaid.

(1)Cannot exceed the sum of the Annual Statement unearned premium
reserve, IBNR and reported claim reserve.

(2)Represents the year 1 initial loss reserve compounded @ 10%/
year for 3 years.

While this point will be fully briefed by others, we take

this opportunity to point out the fallacy of its rationale and

,danger of its application. The following is a summary of

31.



142

observations pointing out some of the reasons why QO.A does not

reflect economic income.

This highly controversial proposal would have

the effect of taxing tax exempt income and

other net after tax investmeent income as well

as requiring companies to adopt a cash basis

method of accounting. This is inconsistent

with other proposals narrowly restricting the

cash basis method of accounting to certain'

limited situations.

QRA would severely erode the profitability of

long tail commercial lines. Rather than pass

on the effects of QRA to commercial line

policyholders, competitive factors instead may

dictate having personal line policyholders

assume part of this burden. Thisjupward

pressure on premiums could result in

policyholders thab presently insure personal

liability, deciding to self insure to the

detriment of long standing-public policy

considerations.

The policyholder election to deduct losses

without regard to the prospect of a future

232
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insurance recovery is inconsistent with newly

enacted Section 461(h) governing economic

performance. This proposal coupled with the

proposal to repeal the small mutual company

credits, deductions, and rate reductions and

the repeal of the PAL account will jeopardize

the very existence of small and medium-sized

mutual companies.

Other observations include:

The Treasury in its analysis states *the ORA

would be only a bookkeeping entry.* However,

calculation of the QRA would in fact impose an

extremely heavy administrative burden.

There is presently in effect a mining reserve

system that is similar to the proposed QRA, but

the proposal would repeal the mining reserve

system on the ground that it produces

overstated deductions and is extremely

complicated. This raises a question as to the

appropriateness of applying to the insurance

industry an approach which is considered

undesirable for the mining industry.

33



144

Open questions includes:

" The proposal does not make clear what effect

QRA would have on loss adjustment expenses

(LAE). While not covered, a change in ORA -

would influence paid-to-paid LAE calculations.

" The impact of including the unearned premium

reserve in the overall limitation for the ORA

is unclear, as well as the significance of

reporting on the basis of the year a policy is

issued.

. There are many questions concerning the

calculation of the after-tax rate of return.

Conclusion

The ORA does not properly reflect economic income, is a

burden, unworkable, and should not be imposed on the property and

liability industry.
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Exhibit

na mic =e 2

3WT WODVIW TRACE uqV104 - .*tot :a#
P.O. 3ox my700

r IOCIANAPOUJS. IN 4Mh6"?) 97.400

January 30, 1985

TRESuYty PROPOSALS FOR PROPerTY 4 CASUALTY INS. CO. TAXATION

The U.S. Treasury Department has proposed major changes In property and casualty
insurance company taxation, including the repeal of special tax ezeuptions, r:e
reductions and deductions of' small mutual property and casualty insurance
Companies.

RAXIC did a survey of 477 member companies to assess the impact of this prc1psa
em small companies. The survey covered 117 RAMnC imbers vith Gross Income (G:,'
of $0 - $130,000, and 360 companies in the $150,000 - $500,000 Gross Inceoe
category. The following data compares 1983 actual results with the effects of the
Treasury proposal, which would increase taxes by 140 percent:

COMP MIS WRITING SO - $150.000 CI

10. COS. SURVEYED: 117

ACT .T RESULTS - 1963

TOTAL FEDERAL TAXES PAID IN 1983: s0

AVLRAGE FEDERAL TAXES P CO. IN 1983: s0

COMPARISON UNDER TREASURY PROPOl.

TAL RESUTING FEDERAL TAX FO COS. SURVEYED: 8478.,40

AVERAGE RESULTING FEDERAL TAX PER COMPANY: 1.,072

TOTAL RESULTUIG IWCRZASE: S478.,,0

AVERAGE RSULTnG INCREASt PER Co.: 84,072

RESULTING 2 OF NET WRITTEN PIREUh: 1.541
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Exhibit
-2- Page 2

COMPAI!S ,RITZNC S150.000 - $500.000 CI

NO. COS. SURVEYED: 360

ACTVAL RESULTS - 1983

TOTAL 'JDERAL TAXES PAID IN 1953: $2,729,000

AVERAGZ FEDERAL TAWlS P CO. IN 1953: $10,577

COMPARISON UNDER TRASVRY PROPOSAL

TOTAL RESULTING FEDERAL TAX ?OR COS. SURVEYED: $5,91.,980

AVERAGE RESULTING IFEAL TAX PER COANY: $16,525

TOTAL RESULTING INCREASE: $3,219,980

AVERAGE RESULTING IWClrASZ iM COMPANY: $5.948

USULING : OF UT WRITTEN PREIUM: 9.67%

TOTAL FEDERAL TAX FOR ROTR PRVtmL' GROUPS UNDER
TREASURY PROPOSAL: $6,4:5 .4/O

TOTAL INCREASE FOR IOTH PKREI'M GROUPS UNDER
TREASURY PROPOSAL: $3,696,420 (140t i:.-ease)
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Exhibit B
Page 1 ot 9

JULY 11, 1985

TREASURY II PROPOSALS FOR PROPERTY & CASUALTY INS. CO. TAXAT:ON

A survey of 466 NAMIC member companies was conducted to assess the
impact of Treasury II on small mutual insurance companies. The
following data compares 1984 actual results with the potential
effects of the proposal:

GWP 1984 Proposed * % of NWP
Category NWP Actual Fed. Tax 1984 Proposed

0-$150,000 5,424,000 - 0 - 740,520 13.7
(tax exempt)

$150,000-
500,000 58,600,000 2,399,217 4,649,040 4.1 7.9

64,024,000 2,399,217 5,389,560 3.7 8.4

I Increase of Proposed Tax over 1984 Actual Tax: 125.6%

* Federal corporate tax rate of 33% as proposed in Treasury II.

__j



$150,000-500,000 Gross Written Premium

State NMP

Illinois 1,052,000

Indiana 159,000

Iowa 170,000

Minnesota 620,000

Missouri 699,000

Nebraska 147,000

New York 30,000

N. Carolina

N. Dakota 223,000

Ohio 352,000

Pennsylvania 205,000

S. Dakota 374,000

Wisconsin 566,000

All Others 827,000

TOTAL 5,424,000 740,520 13.7

* Gross written premium and other income is used

58,600,000 2,389,217 4,649,040 7.9

0 =

I to determine tax struct.r.1 0

'C

Proposed
Fed. Tax

93,390

49,170

36,630

98,670

68,970

Proposed
I of
NWP

8.9

30.9

21.5

15.9

9.9

5,610 18.7

NWP

7,926,000

3,284,000

6,230,000

14,109,000

6,057,000

635,000

1,806,000

1,251,000

1,177,000

3,443,000

1,407,000

1,147,000

6,733,000

3,395,000

Actual

278,664

206,388

246,518

500,042

170,197

35,845

98,496

85,157

36,754

125,795

89,777

36,695

319,680

159,209

Proposed
Fed. Tax

482,790

289,740

424,710

853.050

549,120

87,450

221,430

66,330

104,280

145,200

156,750

168,960

609,180

490,050

Proposed
I of
NWP

6.1

8.8

6.8

6.0

9.1

13.8

12.3

5.3

8.9

4.2

11.1

14.7

9.0

14.4

22,110

14,520

76,890

40,260

47,190

187,110

9.9

4.1

37.5

10.8

8.3

22.6

I-0
0

0-$150,000 Gross Written Premium
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Exhibit B
HISTORY BY STATE Page 3 of 9

GWP # of - 1984 Proposed - %of NWP
Category -Co.. NWP Actual Fed. Tax 1984 Prop.

ILLINOIS

(gross
income)
0-$150,000 24 $1,052,000 $93,390 8.9

(gross
income)
$150,000- 52
500,000 7,926,000 278,664 482,790 3.5 6.1

8,978,000 278,664 576,180 3.1 6.4

% Increase of Proposed Tax over 1984 Actual Tox: 107%

Individual company examples

#212 $80,000 $ 358 $13,530 .4 17.0

#224 85,000 1,126 16,500 1.3 19.4

#112 328,000 9,508 25,740 2.9 7.8

#128 228,000 4,162 26,400 1.8 11.6

INDIANA

(gross
income)
0-$150,000 5 $159,000 -$49,170 30.9

$150,000- 18

500,000 3,284,000 206,388 289,740 6.3 8.8

3,443,000 206,388 338,910 6.0 9.8

I Increase of Proposed Tax over 1984 Actual Tax 64.0

Individual company examples

#134 $173,000 $6,942 $23,100 4.0 13.4

#795 144,000 5,771 35,640 4.0 24.8

1969 309,000 22,504 62,040 7.3 20.1
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GWP # of
Category Cos. NWP

Exhibit 3

1984 Proposed $ of NWP
Actual Fed. Tax 1994 Pro.

4 $170,000

36 6,230,000 246,518

6,400,000 246,518

1 Increase of Proposed Tax

Individual company examples

#325 $204,000 $ 4,800

#458 216,000 13,067

#811 169,000 6,489

$ 36,630

424,710

461,340

over 1984

$ 19,140

44,220

34,650

4.0

3.9

Actual Tax:

2.4

6.0

3.9

21.5

6.8

7.2

871

9.4

20.5

20.5

MINNESOTA

(gross
income)
0-$150,000

(gross
income)
$150,000-

14 $620,000

0 77 14,109,000 500,042

14,729,000 500,042

t Increase of Proposed Tax o

Individual company examples

#411 $100,000 $3,145

#1205 106,000 354

@1101 238,000 2,781

$ 98,670

853,050

951,720

ver 1994

$20,790

22,110

42,570

IOWA

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

500,00

15.9

6.1

6.5

90%

20.8

20.9

17.9

3.5

3.4

Actual Tax:

3.1

.3

1.2
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GWP # of N
Category Cos. _

MISSOURI

(gross
income)
0-$2$0,000

(gross
income)
$150,000-
500,000

NEBRASKA

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

Exhibit B

1984 Proposed $ of NWP
Actual Fed. Tax 1984 Prog.

12 $6 " 000

36 6 057 000 170,197

6,756,000 171,866

1 Increase of Proposed Tax

Individual company examples

1724 $252,000 $3,400

060 213,000 6,632

#61 114,000 1,194

$68,970

549,120

618,090

over 1984

$27,390

-13,860

26,730

2.8

2.5

Actual Tax:

1.3

3.1

1.0

3 $147,000

4 635,-000 -3S,845 87,450

782,000 35,845 87,450

0 Increase of Proposed Tax over 1984

Individual company examples

01160 $193,000 $3,392 $15,180

#1351 172,000 21,266 40,-260

#1462 108,000 6,310 25,080

5.6

4.6

Actual Tax:

9.9

9.1

9.1

260%

10.9

6.5

23.4

13.8

11.2

144%

1.8 7.9

12.4 23.4

5.8 23.2
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Category Cos.

Exhibit B
Page f of 9

1984 Proposed I of NW?
NWP Actual Fed. Tax 1984 Proo.

NEW YORK

2 $30,000 $ 5,610

10
1,806000 98,496 221,430

1,836,000 98,496 227,040

0 Increase of Proposed Tax over 1984

Individual company examples

0735 $145,000 $ 9,885 $12,870

9742 218,000 8,254 44,880

0849 134,000 1,500 4,290

18.7

5.5 12.3
5.4 12.4

Actual Taxes: 131%

3.8

1.1

8.9

20.6

3.2

NORTH CAROLINA

0

9
1,251,000 85,157 66,330

S Decrease of Proposed Tax over 1984

Individual company examoles

0559 $151,000 $18,953 $ 2,640

#1213 245,000 16,170

01336 161,000 64,805 34,320

6.8 5.3

Actual Taxes: 22%(decrease

12.6 1.7

6.6

40.3 21.3

(gross
income)
0-$150,000

(gross
income)
S150,000-
500,000

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000
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GWP # of 1984 Proposed $ of NWP
Category Cos. NWP Actual* Fed. Tax 1984 Prop.

NORTH DAXOTA

(gross
income)
0-$150,000 8 $223,000 $ 22,110 9.9

(gross
income)
$150,000-
500,000 7 1,177,000 36,754 104,280 3.1 8.9

1,400,000 36,754 126,390 2.6 9.0

1 Increase of Proposed Tax over 1984 Actual Tax: 244%

Individual company examples

#645 $137,000 $ 6,500 $30,030 4.7 21.9

#944 254,000 6,153 16,170 2.4 6.4

01437 260,000 1,173 30,030 .5 11.6

OHIO

(gross
income)
0-$150,000 6 $352,000 $14,520 4.1

(gross
income)
$150,000-
500,000 20 3,443,000 125,795 145,200 3.7 4.2

3,795,000 125,795 159,720 3.3 4.2

0 Increase of Proposed Tax over 1984 Actual Tax: 27%

Individual company examples

#745 $131,000 $ 1,364 - $13,530 1.0 10.3

#747 179,000 8,029 38,290 4.5 21.4

01067 161,000 2,666 7,260 1.7 4.5
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cWP # of
CategorY Cos.

1984
NWP Actual

Exhibit BPage 5 or 9

Proposed $ of NWP
Fed. Tax 1984 ProE .

PENNSYLVANIA

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

6 $205,000 $76,890

9 1,407,000 89,777 156,750

1,612,000 89,777 233,640

% Increase of Proposed Tax over 1984

Individual company examples

#1490 $57,000 $-3,130 $22,770

#1130 313,000 27,965 40,920

#1526 169,000 24,911 33,990

6.4

5.6

Actual Tax:

5.3 39.9

8.9 13.1

14.7 20.1

SOUTH DAKOTA

11 $374,000 $40,260

8 1,147,000 36.695 168,960

1,521,000 36,695 209,220

I Increase of Proposed Tax over 1984

Individual company examples

@1461 $81,000 $ 1,459 $11,220

#1220 339,000 4,198 32,010

1235 228,000 4,750 46,530

37.5

11.1

14.5

160%

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

10.9

14.7

13.8

470%

13.9

9.4

20.4

3.2

2.4

Actual Tax:

1.8

1.2

2.5
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GP # of
Category Cos.

1984W Actual

10 $566,000

37 6,733,000 319,680

7,299,000 319,680

t Increase of Proposed Tax

Individual company examples

#1131 $67,000 $ 2,912

#1044 212,000 8,719

#1272 210,000 5,802

Exhibit BPage of 9

Proposed $ of NWP
Fed. Tax 1984 Prop..

$47,190

609.180

656,370

over 1984

$ 4,950

48,510

10,890

9.3

WISCONSIN

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000 9.0. -

9.0

105%

7.4

22.9

5.2

ALL OTHER STATES

(gross
income)
0-$150,000 15

(gross
income)
$150,000-
500,000

$827,000 $187,110

24 3,395,000 159,209 490,050

4,222,000 159,209 677,160

0 Increase of Proposed Tax over 1984

Individual company examples

#1132 116,000 $ 836 $ 5,280

#759 126,000 10,550 35,640

#1385 102,000 7,397 50,490

4.7

4.4

Actual Tax:

4.3
4.1

2.8

22.6

14.4

16.0

325%

4.6

28.3

49.5

4.7

3.8

Actual Tax:

.7

8.4

7.3



1963 PRItt 0 SURPLUS RATIOS

Nut)AL IN61MKA3 CONM18S

Based upon examination
of 801 1983 Annudl
Statements.

1.32 1

.52

1.79
1.83

.59

$500,000 -$1.5m

216 194

$so

90

$10N

27

AV,-<

$156 . $25M

o 18

prem.00 A I

2.00 4 1

1.15, I1 

1.50 a I

1.25 1 I

4k 1.00 a 1

.50 1 1

u. of Coo.

.37

,150,000 $2501000

117

i!
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)9 Q 2/ - A7-V Exhibit D3Page 1 of 20
101

1 ((3) The term "cash dividends" include divid d
2 paid in interest-bearing ' rip, if subject to ta. in the hands of

3 the distributees to the same rtent as a dividend paid in cash.]

(O.DITIOK.. A.n OTHER EXEMI.ITIO.'S OF CONPOR±TJO.S.

Sitc. 231. The following organizations shafl be exempt

from station under this tWt-

7 (1) Labor, agricultural, or horticultural organizations;

8 (2) Mutual savings banks not having I capitld stok

9 represented by sharm;

10 (3) Fraterngl beneficial societies, orders, or ssoeida

11 tons, (a) operating under the lodge system or for the ax-

12 elusive benefit of the members of a fraternity iself oper-

1. sting under the lodge system; and (b) providing for the

14 payment of life, sick, accident, or other benefits to the mGM-

; bears of such society, order, or association or their dependents;

:,; (4) Domestic building and loan associations sabstan-

i7 tially all the bush.. of which is confined to making loans.to

IS members; and oop etive banks without capital stock or-

to gpmlzed and opwatd for mutual purpose and without profit;

20 (5) Cemetery cmpaies owned and operated a-

21 dusively for the benefit of their members or which are sot

22 operated for profit; and any corpoMtion chartered olely f(.

23 brial purposes as a cpmutery corporation and not pemitted

r 4 # 10 engae Wn AiY business not n~U!na

55-629 0-86-6
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1 (10) .[Farniers'] BENEVOLENT LIFE INSTR-

2 ANCE ASSOCIATIONS OF -A PVAELY LOCAL

3 CHARACTER, FARMERS' or other mutual hai, eyclone,

4 casualty. (70)[life.] or fire insumranee companies. mutual

5 ditch or irrigation companies, mutual or cooperative tee-

6 phone companies. (77)[or csiralty or fire reciprocal or in-

' terinurance emrdofl(es.] or like organizations; but only. if

8 (78)a1iwm~e . . 8.5 per centum or more of the income

9 consists of ainount. collected fron members for the sole 'ur-

10 pose of meeting losses and expenses; (79)>4s esewlemt

12 w~hine s Lea, Ivarelfe1~t 4 *4d whe11o for beee& of i
13 membem.-

14 (11) Farmers', fruit .rowe', or like associations,

15 organized and operated as ales agents for the purpose of

16 marketing the products of members and tarnig back to

17 them the proceeds of sales, less the necessary selling ex-

18 penses, on the basis of the quantity of produce furnished by

19. them; or orgarzed and operated as pu asking agents 4or

21) the purpose of purchaing supplies and equipment for the

21 me of members and umrnng over such supplies and equip-

22 :ment to mh members at actual ost plus neeemry u"

2.3 pe119es-

924 .(12) .Corporations organized for.the exclusivepr

2.5 of holding title to property, coneeting woome therefrom, and
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Exhibit D
Pa-g T --- Oi- 20o

A3N ACT
To pvId s mme squuIb t --- l mi a be a pmlpm.

r~iWd $w.. of Awwsrm in Coefvu u"Mba That " hrt
diid.iao s j and ~ hefomS.Table o

4*Wai~~~~e the A p5

PALs L £Imnum e a uns.

mra IesMaL W ums

am~ =m4 uw ta

IP& U-4bwunM o 31w turn

ftL2Lt 1

ism kc, Iasmw mo

PO W4~ of asda ms..mban
?sweumrem lm mw£sw

amm
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Exhibit n

Page 4 f20

2210

bad at the eand of the yea is rained to mat loam and Tpem or
s tumed to mbers.

The phlam "of a puwly local uctbs" epplie to bemwolmt li11
amsac eociatiom a d aot to b cthe organinaom speelied in

dm~ 101(10). It applies however, to any org'nisaiom king
mptio a Ohe nd tW t is organization similar to a be.

mwoent life iMarm Moisdon. ,A organization of'apmy lml
&aw is se. whom bumain @tivitim an coed to aparticalar
immunity, plea, or' district , irpeatve, however, of polite ab.
divimone If the adtvitle of an orgpanstim an limited mly by
dk borden of a ftt it memot be moded to be puly Im in

(SIC. sea. ZPTXnIONS iP3tO TAX ON C€0POSAtONU3f2eteilbwln ermnide be he eap b~ sam -

(11) irmm m ebl er mele! k.L -erel OMmeO, e anbow"" eempaie er meenm (wlsi Inns"marme end
eelgeesi dewhtteet t"e te at ub" in NO a bh e

A mr. 1014n od Ute a ha- f . l.es o to, or
IN u _e u w e --To be neapt uade momio

)I) the buola o h oegaiadom *UK be ptuay mutual ad ,
iftnoeM musbewd or holdmlly for the pmapmof paying '
Ium w rpeue. leitbor the CCt of the teritsry is whi" ".

pany may poperly opus Sot tae h it smp" pemium
dpoels Insad of Memma is desid t Ijb mmptum. The

rting of nomutual aan n w adm of mout Will deprive a
"splay of the ewzmptic.

t team amwWatya ua d in actio 101 (U) limtW d to tbrs
foms of Wemty Wlaa providing for payment of lom or dan.eV to pFptq y or persnal laj7u to third paro muting m/
adeam or - ndc unwidipated osatlapacy ohe tha An or the

(am Iclwa iem m b iDyu m h ow lm m imw - mLbEI" S-I $ SO

12k me i emismo (St be a p wNm at iaerP"IOW tr~wm ar m w Nom "W'm womb"me
thepee a a eere~ pei(asO 00 S oUmg at waat -a t mire lea te matmsy wwabaa mpIe
a the bMf at u-be 4"e am* or be aes aIbe Pemm
btiaew tv ch s (tbe a*e vps or pubeuag usgs.
Iffi eqiseew In IMho at nmba, or*em. jeo a S so

Am101(11>-1 • ,IZez
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Internal Revenue Code

1939

Printeddas VoL S3..Part 1. U. S Statutesas Large,

76th Congress First Session

United Suva .. i.. Priinq 0S. Vaebiqa. 199

TOe" h&tas/m ,m mdmrm .. S dP W . . hem. wobe"n"m M .- - indommm"
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Mcoma Tz 33

SUBCRAPTR C-4UPPLZKENTAL PROVISIONS
vllleant Am--Ratse e Taz

CIOL MO I WTIN 10 ?AIZO OM PW TI0NL

thschaptsr--

" tv t% iWks not having a apital suock ipresentmd
by gaza;

(a) Fraternal beneficlay mody, ode, or acadouas, (A)
r under the ld vysum a for the ezclulve bendt of= =s -M of .t mte t drU lL

systems ad (B ped for the payea i, 'ar
or other 1te the iambesi it ob msty, irder, -t
ss@Ddadj o !q th tdomlss

(4) v cliamotiaom stand sUenaltt ti~ s oa hi coutd, to -- 4 lon to mem=
and cooperate bas without capital sock orgazied nd operate.
for mufW purpom ad without proi

(3) ( WYez ompagglowm en operate exclusively for
the beeit of thir members or which an o opted for profit;
and ay vratiosa chs taWe sia for b1l prpose as a
in any usns not UMrr" incident to that yurose no pert
of the net earnings of which Inurrs to the beneft of any pritu
shareholder or idivia;

(a) do e. bee,~ ta fr u

()Cporaloas and4 sa m oey, or founda.
tion, orgaiped end oprtd luvey for rel~gous, charitable,
sqtifEc c litser. or eoduetoms pusposes, or fir thepreno
of cruelty to chilre or animals, so pant of thene a" u~ of
which inurm to the boet of anytliaU danholder o vid.
vel, and so ndoal pa erf th activitim of which Is carrying

asuoaande, or ote as ttempting, to Inn esca legislation;
C1ism hag0, chambers of oaimerea reel-eotate bZ4

or berdsof UW~e aft nd fo van o part of the set,

anrme ot of any prive shareholder
(3) ark es .o o r osm () organised for pro but

opertedezcusiyf te pomoionof socia welfare, or local
eseoados of molv., the membership of which is limited

to the .Mzo"1.6o4a auuignsed P 8 eeR or peu as.3in a particular
SWz~i~, n th earnings ofwhich ane devoted emiat

iY.Il( caItale educational recreational purpose;
()Clube or -aw" gd end oprae P acdvily for pleesere,

reaselodN, MAd other seGrCtbljeMoee Sepr IRe

(10) NO30lt lifesunce eeaimof a purey se
chareetor, mutval ditch or Wivgaius am NOWealo p
eratiwe imtloe bu ny1
85 pr oun or a""rof teoletd

oe members fOw the sole = f 09K (11) Fermer or oter b4ta el ysoe auly or ine
Inasrane cmane ~~ a Uiose(nu~ieue and

~fa~on a ;OPeret[Ie , be (a) Mo the pu;rpos of mareig

them the pumsa of mies, les the nsery meing amet
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74 OMMCATION Or DUTWAL MZ-L LAWS

In ths Paragraph an1 epena. Incurred which an no low .
deductions by subsection (c) of this section.
(c) Di, noxs A Arow.- -I computing the not income . an

Insurace company subject to the ta" mposd by this section the)
ha be allowed as deducaons: I

(1) All ordinary end nscMMOL1 eip000 Incurre, as pT0ldsd
in scUtIa 3(a /

Aint r go providedinemacticel : /b;
T Tame " proelded in section 23 (c);
4c'Lose nure iindi necin (b) (6) of this

(3) subject to the lmIwion obtained i s actionn III (d).
loe sustained during do tumble yewa the "e at other

e d no t nature ofn end bills recsr.
sz certained to be worthless are oL within the table

T7 es amount of Intes earned during the aUnble ear
which under section 22 (b) (4)is excluded from gross lntdme;

(6) A reasonable allowed fao the exhaustion, wear nd tur
of troet as provided in section 21 ,O , e.o ) ta a n ndm forh, conib. os, as provided In see.

tie0"o Ad (ti w ta t h4 s0 eudW in this subsecton)
as prvded in section 93, but nt- In aee of the amount of the

aoe mncome Included under mibeortioa (b) (10() Of this section.
TO Dneencas o saw CoLsaaamar,-. thes case of a for.

a rpo sd the deducth l owed in this section shal he
alwed to th extant provided in Spple I in the an of a

ore w oporsaa engad in trade or beeinse. within the U~nited
Sta oanga o aim of beinew therein.
(e) Domes ia =cws.-Noclnif In this sectiona shal he con.

stued to permit the sam Itam to he Twice deducted.
sMc UL t~TrM CUtt1Ii AND PosUMMON Or

Thes amcuat of incom war-prafts, and excewsproita tuns imposed
by forlg countries or posesseons of the United &tame shall be
al:weds, credt against the tax of a domestic insurance company
seb eft to the tam Impose by useo 901, 904. or 20?, to the event

prvded in tlhe am of a dostIc oe rto In section 131, and in
the case of the ta" imposed by section*7 llr& -0o neincome- asuasd
in sectio M3 man the ON income as defin Inti Supplement.
SIC. U&. CO)UTATIOS0 O h GR UICDZI

The grew income of isseaco commnise sulatothtain
501f gor %Ab mb secta di the tam a.in UNI UL

M~.~ MAL DtSIA.IC COMAKI 013 inA" LIVL
(a) Turoermow wr Tam-.

w2 xMyca&.-Thereshel h4e levied, collected~ end paid for
able year aps the special class net ino eve *ry mutual

lasirene cmpaY (Other, then a life Ion"CSn emOMecy) a tea
q-- to 1%O pa~ b"

(I) Foencir ccaOeMAiv.-Th tar Imposod by paregrapb (1)
but faiift n siecs o~ne oft ACTrring ont en wInsnc NAt

nm ito hed"betamabl as otwherfrign

,nb) Ono Iacoia-Xutual majine.Inmaan company sha
g&rIss income, the gross Premiums collected eand received

by the m s amounts paid for telnuraao
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VIC*= TAX75

(c) Dmvrcrmo-In addition to the deductios allowed, to *r.
poisum acion33 the following deductions to inuinac am.

=t alan ba allowed, clam otherwie allowed-
) Mcwuaz. wenac Coovnm ova IRAN LWa =en.

ami-k the cam of mstal inu-rans compu er than lAfe

(A the net addition requid law to be ude within the
tn. yea to umrvoafunda (inud in th cam of ama-

ma saneocmpenie the actual deoit of -a with State
e erltourit d s 'meat to law am ad n& jmuntee

ra lae)) t
( -) t t mmae than diudmd paid within the taxahl

menan war-l the OM of
m n a. ai to the deductione

alwed in Paragraph (1) of ttla umatian aes otherwise
allowed, amsomnia repad to pclheea acmt= of premium
Irpoapaid by them, dn upon pa sck emoun -

u~MIacealamen And the payment thereo;(1) Iws. memum= wm.pum an "Se Im A"n
wean'-k1 them oMf actual bnsM Compalee (lat~ing
hmsn-wi.nd reciprocal ndewlundntem, but not la lad mutual
ise a uua arn l as cmpaalee)jeqiruult sma-Im to mn - u depdte to proi" one and canes

th amount o pmWum depoelta f"mnd to their pollq-deaA " momOfpains depo"It retainedic the payment
a Zimwepeaam% ei ndmsGne n"

S .4 3-Nfarddemt Ale Indi~fiale

M131LTXO Xu.I~Um Ator vumm-DvALLt

(a) No Uxns Sr&*Bcmmva Ous-
(1) CM's:, o.(o
OAR Iano CIP :aZ.-fr e" he collected, end
at fOrach tazahleC ieu~if of the t et

enIO ngagedW i trade or wihnthe UnitedS-weant ghaf gan nceorplaceo buses thereIn, boa
ecurms within the Uh-Ita tat. sin (set nt a

depoit ithenoacary~n on bathng bumnes), dlvi-

&o eu als rumt and at of10pe aen -o
Mt- - m l m uh o r ohl h r e d u c e n th e cm

Sa otu f amyb tet wh VA(mIm ar,?
() am a
Per has to ae"mmowa an se"CWakliema O".N am ems3Lect ,

(2 A cnem 81601 tat aoe by pare-
41) abalanoatl any indvidual I the afle a mn
re~Fndu ~ Year ham thdopc ari apeflddbsas. that 0

(3) banmor co Dhtaheuveiaof panrpph (I) rvIo of pa;,rpQ Phal aplytawsoa ra eoaagcu counr M- log-tr in Men a
OWIw hhsu y(ratified prior to A 116) unde

:ntat underax action 11 (a) thmeeue, Act of
INO 0as.% 1114, O to Its amndmet by act 101 (a) of the

revenue Act of MIS, 80 Stat. was reds
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SEIDMAN'S

LEGISLATIVE HISTORY
of

FEDERAL INCOME AND
EXCESS PROFITS TAX LAWS

1953-1939

Avius or

aw~mm,,.i.r-w.,

Vol. I
Ti... C0de Sc N

NEW YORK
PRENTICE-HALL, INC.

0"4
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(ot kev tostatuw tnial SECTION 101 (I 1) 1493

LBO(0LATM IK35701? I141
let forth in Snitdat,'s Ltevalsisit Neueep of Ftderol lAcon Tee loe
IM&D.IR81, "o fgL'oe:

ACT

1024
lo16

SECTION
381(101
3111001
2I1(s)(l10t)

PAGE

751
907

6~r4C7 PL4nL4

1SXC. 101. IIIMPTIOPS nON TAX ONt CORUPOXAT2OIM.:14

(U) 441eon buiv s~p1est onenh' Wilnbde ee "Pe momeo

ooe.~~~~~eewn~o ac ammme. ~e~~dg mo~wee
uen ome. Wow *mono boew a*~ . sw wa$Q

enne"k rem do"n 004 OeOeM 64w0i fbf .in uren co mpasita
of siuoe~ugwne ofhi L4ne lif.e w s~sifl (including itfrineurWr end

rerProwol Underum') 4vtifing so inurgnw Watvorf a otAer their
mutual inistroee afractso (f Wh ron amount Pwrrde dieting thk/( -

ba,.ble waer froms in~ef "idd i"ena. SOW resmis. (Iincliuding
depts and noreennla) do"s not aeW 5?SOO;

Commsate. Rep"rt
lopers.-Wo0 ind mi Mon Cm.-o (rh Con.. s5 So.. 3. le1

301).-T. eowenee derived from
mutual isarnoetn ompnsi is neg.
hgible. The rmen bet a the bmd

of the exemoption ps-ite
W "J':?ibe isefrtri, lasguag ON thetaxin pemion. irtion 144 of the

bi on th anesio Paot" le

4.7Mod4IN. (W~ 272)
= Wi tle arm -

ether thonWe. leaas on e onD.
woeo no* tonight onempt in if
utiotion sdete l Il. 6
though that motion Won ergay
deimoid W onop ely em i ond
Istal roni nsposias. The menis.
bg sutueal oenpnien. with A kw

eneopumoR ftanul asy na
uner thee pit msehod ~f t tn
"*saped (no the tas.

Th eemtion pteovied n oserion
101 (lit has be reoioed g tha" it
wW be limited to mutual romnpeun
a assoctons oueiding isttenesurert
nod modprarl sodeWyr-nom- untsio
iOnte smtrt h wy " a mutual
bno. .1 the, men. of the edger ot.r
hed at tho beginni g &" ead of the
Unambe year doon ne eseved 6100.001

soeinU l of the tUmee &adether Ieal nod heesl mutuald mompeni

hen lotegemuet of to. then SIMON00
nd eeedi r vS ns be i41WW So tes -a. retlt e pny no.

S I s oiaitod thel
gm U eeo ofi n t n mpini l
he t ti.. Sl ietetum OneW

thlpenimln. . oit. ame whom
0edgr t oxeo 5100.000. na
o aeome m moen mom be Sled.
" le p id uedr moton s0 (At
tuat o u, tone ta in poynie stil.
th ou mten, aon not W aroe
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UCTION 101(1) Ofwm **' IB M

am wae) b few Imm 0*J
tas law amPmea ay a Iee

the pm w e 'Jmapm as bard

m fwmw a Okfp.1Ina

SOW te emI& (P6 113) e

Cma tha te w he " he4d
hiey - 9Ro be m"m -- b 40

- umui mM1) ofinigoh
co a the kagnube led tom

ham7 a in th mm ed w 40t hm'

bmn. ad 4we am d M n. o
meow at * bwsba * S dhat

mb mawla3 Olti a
lbmuw ala ah thtW

asm bas ha
Of thAme16ill1 1Uhm ad

cmeta hear"mad mpow

ad. thea We. lowg am *a mail.
wo aim a a~ftsb nemptum m

0,hAa . t "gumm mat10

"=ay iipe fa maemir mom~ ad hel mstad mawa r

2e ewp i m 
sd a fft d p a er

tee

I"e amptim p,,,l i me
1l (11) d te Oled s Nmw by
Smm .bm, i at Nm'md a
that k W be Koiad f "mWal
hamsm amPala a ammue.
eth. t efa w me (imddwa
Imutwm aw dpr -er.
oWan) veisifg " bmes mw

OWN ase mah7ea a mam u t - mued

be im is ad samamema doemet

meiud m'mm ilutade m ate.0so"" F&M a- Ommm mou t
mw fm hatma uu .ka now.Mm~

ad MfA emimd peuemil SU 4 th
fuum d abe email d hew
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M o liffit - e ila rsafet o l~ This change is to permit ,
• teia =20Vler this sedoa 1o4=6~ iYUnUMM reserves for wic
thbe compiy would reeve a policy and other liability credit under
sections and 203 if it could qalfy under section 201 as a life
Insurance company. Subsection (c) correponds to subsection (b) of
the House bill but cestains a new provision ama.dinz subsection 204
(C) (relating to deductions) by p graph s() o that com-
peaiessubject to the t impoed by taseection will be allowed the
Same deduction for apital losses voided in section 11? sad the same

Twovawith!g to losses n otal assets odd or exchanged
o.fl to lOvi€ fWd to meet abemal inumrace loses a an

allowed under setiou 207 to mutual insurance companies other than
life or matis. The api ato the capital Iossi~ vrpovddin setio 117 (e) for the purpoes at this section u]e
to the ame limitans a in section 207 relaMng to mutual insurance
companies other that lUf or matins. Subs action Wc) eliminates

p hseg (12), ad (13) o the proposed amendment to action
d ) iun f ousr bi sad Inserts a cew pmrp to provide a

deduto for the few participating Mock compares which pay
dividend and similar distirbutws to pocboldn aalogous to the
dividends id by muta oompae. s would ao allow a
deduction lor s distributions made by mutual marine Insurane

SECTION 167. MUTUAL INSURANCE COMPANIES OTHER
THAN LE OR MARINE

This action correponds to oecto 147 of the Room bill which
revised the exemption in action 101 (11) of the Code so that it would
be limited to "mutual hai, eycloc, cuWt?, liability, or An Inur-
ance companies or association& (including ,.erinsuren and reciproc

wdewrites). wrium uernce cotractes olel on a mutual basis. if
th mea of the ledger meta held a the beginning and end of the tax.
able yeu does not exced $100.000" and subjected such companies to
income tax on e sumao their investment ad underwriting income
n a-aner somewhat simla to.that used under section 04 creatingg

to insuranceompn other tan life or mutual). Tour committee
has changed the exemption an completely rteised the method of"Xf ubn o eompms,

Me,, mutual ipnies othe the n r e, wr " well
mail, a giv pas ouig exemption from taxation the emit-
bg sestio 1the s ectio w esi ..ned to
exempt only s and lcal mutul empn mn
mutual companies, with a few - orarly pay so tax uvder
werasnt etho of computing their income eves though not

from the tam
weexemptionprovided in sectionl01 (11)o the.Code.asried
by the House bill. w further revised so that it will be limited to "Mutual
srace companies or a ciations other ta life or marine (Indud.

in terinsuren and reciprocal underlies) ..iting no surWancO
onras other tha mutual insurance COntrats If the pass amount
received during the taxable year fo inse.dides.rnad

remiums (wcuding deposits and assomenta) does not exceed
,00." The poss amount received from interest. dividends, rents



170

_xhibit D
Page .4 of 20

n nUV=' - o, tCS 151,

X sa' prmiu ofpraticllyallof the farmetu n other sms andlwmutual - is _." m tn STS.0 ansoo d 8aeordpy Lb"wil
aOt be require to Le im returns or Pay & ay ime tWenI

- it is estimated that over so peent of el .pue will be mempt
from fsling istur under this provision. In addition, en where. suth
gose mount reeived exceed 7,000, and an ncome a return
must be fled, it is provided umer section 207 (a) that no income tax is
payable if the conioratio ewux net income (which my be greater

An, but an er bie Im than, the aormal-t net m*e) W
.ooo, orlot.e end the gps .ant receive fans Inten.. dividends,

mite, wW w&t prua , a thvidlmb to polhbolde Wa vemthe interet wu~wb Mader seto 29 (4) isudde ft osii,

come is 575,000 or lass. Apoodio , thiss pvmi wf imio..
so hardship upon feen' other _ N l mutual nu ce
-. mnanije other than Ofe or marine.

ot muerut ual imu e compaies oter ILta life or marin.
r-"- which are sot granted amptt andew w.tio IN1 (11). is is proposed

to subject such oepeie to income tax at theTW regule 4prt Matin
e thei Uavetmeet icoie or o a spettt tax of I piert onthe rw~ manst fewl =hm istwest.n ifivs, .a* "AM.

e rnWunw divideesd) w eli, amnu the laterea.
,.. , e is d vide rea . ,e,
ev, i e6 O ,0" , in a"m. Poe$; to .utul mine

born j ,,er bee theb tax. mpoeb s e tio. 207 andu t om,--*IN 1 e1= p0n111 e to the wa Impjosed by swum~ 204.
Section 207 (a) impoes a tw upo the income of1 wrtun) Warusnee

eeimpanife othe then life or Semane Cosapoifth Alb porate
surtax net incom of 03,000. ew Iwo, &Wd wth 1oU6s@tasreas nved

om interest. adoead uea., a d a s divids.ed s
to poiiyoldes mus wholly tax-simP i w se 7.000 it a_
lee. pay m tax under t section. Compel;. with nm-t et
income or operations surt a" net Icw;Q of bewe 52.000 and
approximatr ,000 we taxed unw seetife 27 (a) (1) at a special
notch rawe d twice the standard ratw Compenie with pm
moots revived from inese, dividends, nts, 4d nt pME
minus dividends foA calu m1SIIIus Whod tan..n
Managing from 57-, =30.1 afe or ese
ea special notch rate of tw the ordinary rate 511 PeeeA
additional notch provisneapist ekit of*h above usam

the pos aon 199SW 1 fA 4neudvidends, et. adpe
11iulml (Incuding1 =eev end m:=es 3t is bewee S7,0A
6120,000. The taxt p1e"yeteqD al heixsme
under sectio 0? (a) (1 rSVa JWlthv~i t e

T14 oSIBL fd nade estle31t) () er 26faW (A~) is
20? (ar)I e appiae tw sateanursw

aVfSac "iCa)~ W( (1), (RY. sod (S) a" Ue iuetreted
by,pI Win exesse: c~4~mtiN ep f
taxable yew 1642 has a *e04 tce ntmmoo 50
part~i, tax exemps t l e 00giin a aem"l tax so cs
Wf 52,00 and the pose a4o0nt of InS.. ben ftsw v$ 4npresaum minWY dvd

"JI
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4
0 bom Taa.-aeml Cerpo suo 51

OP.* -&* wq aw 0 sa.w

SURCHAPT4R C-SUPPLZMENTAL PROVISIONS.
SUpplemnt A-Raaes of Tea

CSupoawry to SUobap 3. Pon 11

liet. sl
SIC. ZOL ZXZI MSONS ROM TAX ON CORPORATIONS.

Tbe following orasniaasa hall be oeimpt from atus! ador this
chapter-

(1) Labor. sricultral., or hetlalral orsbaetioa;
(2) lsuma Sarip biaa oMW ha cplial Moec repreamted by

(I) FratenIal bniilary soel orde . or asocialions, (A) opea ting
uder the lodge system or for the ezeluw' ben"ed of the members of &
fraternity itself opa aties uader the lop system; ad (3) proidi g for the
paymnt of life. aol. aceidet or ether benda& So the members of Such

soelesy. ~ c oreora .slto or ebtar dopodass
(4!) Domest bioe and loiaesooatea ubtantially all the boanm.

as which is omtied to lkne loam. to members; ad cooperative hoaks
wuhos capau a*"c orgaiwsed end operated fer muwal parpo and wbot

SI Cemetery compoales- osoe and oerated wlolulvely for the boneit
of that member or we" am am operted for Wet; oad amy awm imee
ehanted solely for burm purposes a a emetery ea poewsmle ad so per.
mited by ia cbrter to empe i ay biess se asoestily eidea to
ta pupose me pen of the at oames of wcb iesm po the b sle of eny
pwivote sab lder or ledlilwal.;

(4) Corpkoa. and &y community cha. hed. or foendatlo. or n.
bed and operated exelnsiely ftor rligiou. charitable. seleaic. bleary. or
educational purposes. or far thbe preelo of e relty to children or animals.
No pare of the net earsnigs of whih imre to the b"eGt of any pesat
sharehodder or Individual, sand ma substantial pan Of the activities of which
In carrying on propowad. or ottrie oomptioll. to imouace e"Astea;

(7) Business leatS ctambers of cemmere. namlet beards or
beards of Uade. so arpga for proe and ma p of the met esUnp of
which e so the boafA of My ivate shu ede r dd ;

(8) Cvic leu s or oapaimioea st organized for pals but ora ed
eclusvely for the proe l eo of so wefthe. or ba esodtilen of eme.
piloee. the member a which is "hed to the employee of a dlowramed

pua or erons a pwdteslrmnefaly and the aoslasof whiall
e dented eaebaluely so oharlsabl edoemlionsl or M _rotes psmUs

(P) C0:02Z =auan mod opsesu moleelse for pliesre reereselo
ad ether u e al pmpeo m pe s the m osulp of wic bores
Io the WoneA of any pfm*t shreel

(M0 Ilsaos We Inserance esoodoelean ON a purely leow charaer.msdtc, or wl eale s m or compaeaed teolpe mve-
Pamieee. l l eego t ; ueolylf i Ip o eno m oe me s of the iomp
/ msls om a sabers for the wel, purpose of ming

-00) blusmal "anMueeanapole or ssoncivalena eter thee 111e or(bcldla waoiorr an~ rep uca nderwriters) If the prorn &mm"e
rett-e daring the tanable year krm 40"Kess dlid4ds ret. aw nd ml.
on (nluding depe*$ and saee met) ie am sooed 87&-.

leme ltreme oh Sml Sog. ,II )
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as. Tax-a ums Companies set

_10 Ldw-.At'as ee *me

S2C. SL TAXZS OF FORhIGN COUNTRIeS AND Po058s5o0 $ OP
UNITED STATEL

The &Mount of beam. war-prodI. sld eses*-prefta tuxe imposed by
Ofoeign coanwira or posseuaos o the Umir I States Malhle allowed as a credit

a4 ns the tas of a domestic asamse comply wbm to the ta imposed by
$etoe 201. AM. or IP. to the tctel provided is the cae of a domestic corporal.
tiva. is section 131. and ia the case of the ma impoend by section 201 or 204 "flt

Saaed . setes I31 mesas the met iceme s defied I tlhis 5111 .
flww b e. S. q- A Mee MU.

-ism. M ]
8EC. S6 COMPUTATION OP GROSS INCOME.

The ross cease of insurance companies object to the ms imposed by
ttis. 20o204 shall cot be determixed is the mamw provided is aecuoo 119.
&fsi: e.UL SvMen Am e IM

viee SI)
C. 207. MUTU AL IN ¢LJANCS COMPANIES OTHU THAN LIFE

OR MAWIL
(a) aunmo er Te.-Tbee ohafl he levied. eolletd. mid paid for eah

t Wl e yjq ea c es the beest of eereoof y m uatal lesse company (ether than a
0or a mu i bsusmse company wd wher than l tells r or reciprocal

s aad ee) Us competed sider lararaph (3) or paragraph (2) whichev
a t greater sd ape the ms f br a m a epsy (ther
than a aft or a moane inarsaee compuay (which is as strsmire or racisr
amderwrar a ma eepeed uader puserph (j):

(I) If the carperualm amu sef bme- Is ever MOM a a cemptedas fensloe
(A) Normal Ti.-A ormal us am the aermal-m met asme.

eompted ast the maies provided is ectio 13 or neties 14 (b). or 30 per
cacts of the a unt by which the neemal-ta scat icta aecs
sum0. whichever is tiw asar plea

(3) Senm.-A vartan e the coepratis artu set Items. em-
ptd bt c .f aes provided in arie IS (b). or ,0 per cactus of the
aeo by whick the coersso aras eat beam. sacods &.40.

whikh r Is the lesse.
(2) It for the umtable rw the ces wmuci beoms from iteast.

diddn w e. and sat preum e. macas divdends to paliy haldrs. am"
the fuiest w1,1 under ec-lea (b) (4) Is eluded (na geet iesme.
eaced U fS a= equl d the anee 56-.

(A) I per enuse of the wwme so espad. r I per entim of
the mem of te m ec aw ewa m atd over PSS wheevr is the

w. oew
?) ths mosw of the tan impeoed wider Sahehapesr 2 of ChapenrI1, the ? iof iserism or r0lea-l aderwriter. v do aOr

paman armes se i e i oer SIM0 a s mp0ed s Soamus:
(A) Wernad Tu-A oermsl u an t setwema ow beames

semoated et the res pevided in ,ee"IS W. sume 14 (bs). or I per
eseom of the esem by which de aevAl-t on a im e maads
SUS. wicv is the isae WN

Ieuww ReuCde ole& " see. a"
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132 Ial Roses.. Cod*-Chap i

Sm. W. MutW Iosasoms Cavam Oth. Than Life Matd- gaed
(a) Seru.-A ,s- as the tiogg vat mSet a'sm. tsm.

puted a the rt" pmided is =cti IS (b). w pat ctum of the
ummt by which the eaopoeauea uns a e e ratesai 330.000.

whichever is th beas.
(4) Cam Anuar moa on IMP00 as vUG $i12S.tW.-If the

grss ss sised datng the table yeo from ituvus. denidends. rents.
sid pvumiuMu (elelding depolits and suesumsm) is Over 73.000 bu ls
than $13SA the asm soc ,ieed a pauunder (1). Parstlh (2)
(A). nd panpph (.) shall be sousmeuat whib e ba n' prom r i e
so the amet asesaimed sader web veemuph. ampted without ruesusee
tS this psailftk So tI moss m m . as egM magit ro-ssivs
bs to 530M00.

(5) FOAM UVSWAt WM PUc ' a-PANas stem YRAI UIIa 4 u**ti-
Is he ae ~a swu mutftassmesesusay(wht temeIll f e~slasunase asaunp), thke am leeeume shltd hie tihe se Icmm fros'm oees

withia the United Suits snd the S ag u nt Of beams im lstsrtt.
divi4euds. rotet Sod met premiums Sl he the smoum d Sb lssm. Irm
stes wktsk the United State".

(6) 0me tumm m m esses's M L usO nu .ermlu mutl Inasses
esmeast (Shs, than a life or man inssrtae esapaty) e cmi'.ng on
s inmetene husisess wikhia the Unted Stes s Sat be table ud

this eetis hato shel be tanable saw Is feslg ' sates

(b) Dm p t Twas t -lu Sv-Io ths e am bw au m g a , sobjet
t the ter impsd b this as am -

(1) Cons uwliusirr tmms.-VGirs bnesmest me me*0 eaus the
poe emesnt of Ime-m- dating the tabSle yoar fosm utetiou. divide d&

gans. and Pis ftoraae I o esu Ng of capdal Soonge the Sitnt to.
sided ien seeteemt 117t

() NON wUoaM.-'liNt Preluhim ns me p t1 misms Ascl,,dhle
ds -t ma" Asessments) wirttia or received e1m irsae emItets durseg

the ta ble eat less Ier wemises sad oth mm paow ineutd for
u1meusea s. Ameuts returned whets the st InOit isl e d in she iletlr.

as eamerue be depends wpm the 4206e6es of the esmoay or the dig.
eetlsm of the mnsarmet, sel at e betied is rse poiums but
ShWl be tteuled as didelds to pshleyhelde sad. paagmaph (3)1

(3) OVNWNu In s . d to poey onde "
dldsuds ad "lst dlsttilibuelmo -d or deh if o altkey devs. The
e Opaid or dularud" ihal he sus e seardig tome the med regularly

ampleed iepl the heohese the -nous ma ;
(4) Nlre tUa-T-ls vim 's isesme was the puss n u IsmetbMe Ies-.

(A) T 41ros aetetse.-eTI smest of lmasas wuie s satlm
U (b) (4) iw sacedd Fee the mahs e (nom prs' bams:

(a) aesat RaMpswss,-INmtm eg Pamew i semeud
doting the ale yew. If sap gserl Ulpsss stl Ib pat oselhred tosobelded in the levattuese 'sass. the tusal dsduction md this
ehsrUph hel m "ad m-asanh o I pw senm A the mesa

ONthe b "do of te edoased Smts held as te beginning ad end
e tl year pla s-lesth of the emoat by which pet Isme
mpagd ssthe su dsde.iee fw bmtmnt altpsso s lws by

this Subpauruara for so .te, bu s alewd by semetta (b) (4)
(A). suee Jper eswum of the book uals of the Sees a the
invested sws he 8 the bela g8 Sod ad of the ssahe .

See. 20 Osplgk 194k Ceoamm aseg e s. wIs.

.al,
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.101

[(8) The ter, "CA dividends" ind,.s div

paid in interedt-bearing scrip, if nbject to tax in the krand of

tAl disfributees to the same eutet as a dividend paid in oash.]

(N DITIONZAL AND OTHER EXEMPTION OF VOtPOR.LTOW.S-

ftc. 231. The following organizations shall be exempt

from Wadon under this t -

(1) labor, agricultwi, or horticultural organizations;

(2) Mutua savings banks not having a capital stick

represented by shares;

(3) Fraternal beneffcliy soceti e, orders, or £oSa-L

tions, (a) operating under the lodge system or for the ex-

eluave bent of the member of a faternity self oper-

ating under the lodge system; and (b) providing for the

payment of life, idck, accident, or other bensits to the mem-

bers of such society, order, or sokdoation or their dep.mcdents;

(4) Domestic buildhig and loan anociations sabetan-

iahly all the business of 'ich is oouhned to making loans-to

members. and cooperative baks without 4Atal stock r-

ganized and operated for mutual purposes and without profit;

(5) Cemetery companies owneA and ornsed ur
elusivey for the benefit of their members or which Are not

operated for profit; and any corpomion chartered solely for

burial purpose as a eametey corporation and not permitted

by its charter to engage in any business not necessarily hal-
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103

1 (10) [Farmers'] BENEVOLENT LIFE JYSIBI-

2 ANCE ASS(MIATIONS OF -A PVIELY LOCAL

8 CHARACTER. FARMERS' or other mutual beH. 'relone.

4 casualty. (76)[1ife.] or fire insurance rompanie-. mutual

5 ditch or irrigation companies, mutual or cooperative tek,-

6 phone eomlnie. (77)[or c.tialty or fre reiprocat vr i.n-

7 erin irGee emdjanperj or like-orgenizations; but only if

8 (78) ...nisots e A 8,5 per eW'turn or more of the income

9 consists of mnountb collected from members for tbe sole puf-

10 pose of meeting losse- and eipenise; (79)aIi* leevaiem

11 ft"uel wIe A.MPRM.. feee me .em.fee 4 pf"61

12 'whoe h ms 4wo ise etl ed mhei 1As &r 4ese of i

13 mmoe

14 (11) Farmers', fruit growers',, or like associations,

15 organized and operated as sdes agents for the purpose of

16 marketing the products of members and turning back, to

17 them the proceeds of sales, less the necessary selling ex-

18 penses, on the bis of the quantity of produce furnished by

19 them; or organized and operated as prchasing agent# for

20 the purpose of purchasing supplies and equipment for the

21 se of members and turning over such supplies and equip-

22 ment to such members at actual cost, plus necessary ax-

:. pens;.

24 .(12). Corporations organized for the exclusive purpose

2.5 of holding title to property, collecting ixoorme therefrom, and
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Exhibit G

PROPERTY AND CASUALTY INSURANCE COMPANII*

POUCYBOLDER'S DMDZNMS

Stock U07,311 $720,745 $83,535 $981,342 $1,095,750

Mutual $509,512 $660,192 $669,075 $730,701 $814,321

These numbers were developed by applying the dividend ratio to the earned
premiums for each group.

wE imCOME eou U DIs VIoUN D AND Fnos TAXS

AS A PRZCENTAGZ OF AVERAGE POCTYHOLDER? SURPLUS

1971 1930 jjf IMLML U
Stock 29.1% 27j%. 16.4M 15.3% 10.4%

Mutual 27.0% 28.3% 2.4% 17.5% 16.8%

*The Net Income figure Is equivalent to Annual Statement Page 4, Une 18.

M WM WH obtained from eat's SM*eente and av'r
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STATEMENT OF BRADFORD W. MITCHELL, CHAIRMAN, NATIONAL
ASSOCIATION OF INDEPENDENT INSURERS, HARLEYSVILLE, PA

The CHAIRMAN. Mr. Mitchell.
Mr. MrrCHELL. Thank you, Mr. Chairman.
My name is Bradford Mitchell. I am chairman and CEO of Har-

leysville insurance companies located in Harleysville, PA. I am also
this year the chairman of the National Association of Independent
Insurers, which is a trade organization of some 500 insurance com-
panies; approximately 350 of them are stock companies; and ap-
proximately 150 are organized on the mutual basis.

NAII has filed a statement recording its feelings and objections
with respect to all four of the administration's proposals.

I would like in my time allotted this morning, if I may, to refer
to the QRA portion of those proposals. And, in particular, to the
effect that that type of provision would have on the solvency of in-
surance companies and on State regulation of insurance companies.

The QRA presents a very new and novel method of reserving. It
is based on the assumption that the correct reserve for an insur-
ance company is not the full reserve required, but something less
than the full reserve, This is conceptually wrong. Any method of
discounting is conceptually wrong.

It will undercut the ability of State regulatory authorities to
ensure the safety and sound financial condition of the insurance
companies that they regulate.

This is exceptionally important when dealing with property/cas-
ualty companies because it is not just the stockholders of a particu-
lar company that will suffer if an insurance company goes under.
It will be the policyholders and claimants of that company who will
suffer the most from the insolvency of an insurance company.

Our Federal tax laws since 1921 have recognized that amounts
held for the account of others in an insurance company are not the
property of the insurance company, but rather the property of the
policyholders and claimants for whom they are held. And, there-
fore, those amounts are not taxable to the insurance company.

Therefore, since the largest parts of the assets held by any insur-
ance company are for the account of policyholders and claimants,
they are the ones who will lose the most if a company becomes in-
solvent.

Gentlemen, I believe it is very important, and I believe a confu-
sion has sometimes arisen, between property/casualty insurance
companies and life insurance companies with respect to reserves.
The reserves of property/casualty companies are for occurrences,
losses that have already occurred. They have occurred. They may
not have been paid yet, but they-have occurred.

With respect to a life insurance reserve, as soon as you are in-
sured by a life insurance company, it starts to set up a reserve be-
cause it knows you will die some day, and some day it will have to
pay that amount. A property/casualty company sells its product
before it knows what it costs it and it does not establish a reserve
until the loss occurs. So we are talking about reserves for losses al-
ready in existence.

The fundamental solvency and safeguard of insurance companies
through State regulation is the maintenance of adequate reserves.
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It is easy for one to say that the Federal tax law will not affect
State regulation, and the fact that the companies are taxed on a
different basis as a result of their posted reserves required by the
tax law does not affect what State regulators must do. But that is
not as easily adhered to in the long run. If you have two different
concepts, one by the Federal Government, one by the State govern-
ment, eventually, one will arise as being the one dominant theory
in concept. Financially marginal companies will insist upon that if
it is good enough for the Federal Government, it is good enough for
the State government, and reserves will be discounted and the sol-
vency of that company will be in jeopardy.

In conclusion, the NAIl objects to all of the proposals submitted
by the administration and especially to the QRA proposal.

The CHAIRMAN. There are none of them that you like.
Mr. MITCHELL. None of them that I like, Senator. [Laughter.]
The CHAIRMAN. Not even the reduction in corporate taxation?
Mr. MITCHELL. I missed that one. [Laughter.]
[The prepared written statement of Mr. Mitchell follows:]

STATEMENT OF THE NATIONAL ASSOCIATION OF INDEPENDENT INSURERS

The National Association of Independent Insurers (NAII) is a voluntary, non-
profit trade assocation of property and casualty companies and an approved statisti-
cal-advisory organization. It was founded in 1945, following the enactment of the
McCarran-Ferguson Act, which confirmed the propriety of state regulation of insur-
ance.

NAil's founders sought enactment of state legislation permitting independence in
pricing and policy forms, in the belief that vigorous competition would provide the
insurance-buying public with the broadest protection at the lowest price. The sound-
ness of that purpose is demonstrated by the fact that NAII has grown from the 21
charter members with a premium volume of $90 million to a membership of some
500 companies with a premium volume over $26 billion in 1984. NAIl represents
companies of all types of corporate structure-including stocks, mutuals, reciprocals
and Lloyds-ranging in size from one-state writers to large multi-state companies.
This large and diverse membership provides a strong voice representing the broad-
est range of views on major issues.

The Administration proposals would make the following changes:
1. Property and casualty ("P & C") insurance companies would be taxed as if there

had discounted their reserves, using a new and novel "qualified reserve account'
procedure.

2. Taxpayers (policyholders and claimants) would be permitted to deduct other-
wise deductible losses regardless of whether they were insured.

3. Three provisions of current law providing certain deductions for mutual compa-
nies would be repealed. The stated purposes of these proposals is to "level the play-
ing field"-between stock and mutual P & C companies. In fact the proposals would
upset the competitive balance which now exists.

NAII submits that all of these proposals are conceptually wrong.
The discounting proposal is not only wrong, but dangerous, as it would, if enacted,

put the Federal government's imprimatur on concepts which, if they gain currency,
will undermine the ability of state regulatory agencies to protect policyholders and
claimants from company insolvency.

The QRA pro W would tax a P& C company on amounts substantially in excess
of the company s economic income-a result which we understand the Treasury to
concede. That would inflate the costs of P & C companies, with the greatest infla-
tion occurring on the riskiest coverage that are even now difficult for the public to
obtain. Those coverages will become even less available, and premium increases will
be necessary across the board on all major coverages. The resulting turmoil will put
further strain on solvency safeguards in an already distressed industry. In most
other industries the soundness of a company's financial condition is a concern pri-
marily of investors, but in the P & C industry it is policyholders and claimants who
suffer most when insolvency occurs.

In the case of those proposals that would increase the tax of mutual companies,
the ostensible purpose is to "level the playing field" between stock and mutual com-
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panics. However, the proposals would only undo leveling previously done. They
would reverse parts of an earlier legislative package which Congress enacted in 1962
to "level the playing field." NAII represents both stock and mutual companies-
over 350 stock companies, some 100 mutuals, and approximately 30 other types of
companies. The NAII membership believes that, as a result of the 1962 legislation,
the present playing field is relatively level, that the issue of level playing fields
need not and should not be reopened in this industry and that the existing provi-
sions with respect to mutual companies should not be repealed. The most persuasive
-proof that the provisions in-issue do not create unneutral conditions lies in the fact
that the stock companies are not complaining.

The nature of insurance and of property and casualty insurance in particular
In order to understand insurance taxation one must understand the special

nature of insurance underwriting.
Insurance is an institution to permit the pooling of funds by policyholders in

order to share risk. Over the years a variety of entity arrangements-partnerships,
stock corporations, mutual companies, reciprocals, pools, etc.-have emerged to re-
ceive, hold and administer the pool of funds. But the essential nature of the func-
tion has remained the same in each case.

Property and casualty insurance is fundamentally different from life insurance.
In property and casualty insurance policyholders pool their funds for the purpose of
paying losses sustained by a few of them. The risk shared by pooling relates to eco-
nomic loss currently sustained.

Life insurance is likewise a pooling device for risk sharing. But, unlike property
and casualty insurance the life insurance risk relates primarily to a saving purpose,
rather than to loss compensation. The holder of a life policy desires to save some
specified amount for some future event. The most common event is death, but it
may also be such events as retirement or attaining college age. The risk to be

- shared is that the policyholder will not live long enough (mortality risk) or stay well
enough (morbidity risk) to put away the desired amount.

While the purposes-loss compensation and saving-are different, the essential
concept in both cases is that the pool is held and nurtured as an asset belonging to
the policyholders who have paid into it. Assets are released from the policyholder
pool and become "income" to the administering entity, i.e., the "company", only
when it is clear that they are no longer needed to satisfy the policyholders claims.
The mechanism for determining when assets are no longer needed is "reserving",
which is carried out under explicit, well developed rules, regulated and closely scru-
tinized by state regulatory agencies. Premiums go into the pool in the first instance
and earnings on those premiums go into the pool to the extent they are determined
to be needed under the reserving mechanism.

Further, companies are required by state regulators to maintain prescribed levels
of "capital and surplus" as a cushion against inadequacies that may develop in the
pool. ff the reserving mechanism determines at any time that the pool is deficient,
the "company" is required to transfer additional amounts from its own "capital"
and "surplus', i.e., from amounts originally paid in by its owners ("capital') and
from amounts previously determined not to be needed and thus released from the
pool ("surplus").

As in the case of banks and financial institutions, public regulation for solvency is
required because the threat of insolvency is a threat to the public at large, not just
to the owners of the company. The fundamental solvency safeguard is the mainte-
nance, at all times, of adequate reserves and capital and surplus. That adequacy de-
pends upon common acceptance of standards of adequacy by the industry and the
public and upon the vigilance and ability of state regulators to enforce those stand-
ards when necessary.

Operation of the tax rules
Tax rules applicable to property and casualty Insurers follow the general concepts

described. To the extent premiums and income from investing premiums are needed
for policyholder purposes, they must be set aside in the pool for those purposes. This
is required by the insurance regulators of every state. To the extent that these
items are being held for the account of others and they have not yet inured to the
company's benefit, the company is not yet better off, and, accordingly, it has no
income-taxable or otherwise. When it is clear that they are no longer needed and
they are released to the company, they become income to it, but not before. It is' at
that point that they are taxed.

SpJcifically, premiums that relate to future periods ("unearned premiums") are
still needed and are therefore held in "reserve" and not subje'Aed to tax until
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"earned". Premiums that relate to the current or prior periods (i.e.. "earned premi-
ums") are still needed to the extent required to take care of losses that have already
occurred and, to that extent, are not included in income. That is a proper result for
two reasons: because there is no reason to tax amounts which the policyholders
have set aside to pay out on their own behalf, and because real economic losses have
already occurred. In practice, all or all but a small fraction of earned premiums are
used to pay losses that have already occurred at the time the premiums are earned,
and are, accordingly, never released to the company's own account. However, to the
extent that premiums earned at the end of any accounting period exceed the losses
that have actually occurred, the excess is income to the company and is taxable.

Investment income involves somewhat different considerations because, unlike
premiums, it is not simply a transfer from the policyholder to be used for particular
purposes, but is an amount of newly earned income. Investment income is accord-
ingly taxed currently, as earned. However, to the extent that premiums are insuffi-
cient and investment income is needed to offset losses that hive actually occurred,
the investment income is offset by the excess of these losses over earned premiums.

It is important to keep in mind always that the amounts of premium or invest-
ment income which are "needed" and must be retained in the pool are losses grow-
ing out of events that have actually already occurred, as distinguished from losses
from events which may occur at some future date. Thus the term "reserve" in this
property and casualty loss context does not include provision for future events, al-
though in other business and insurance contexts, including life insurance, the term"reserve" is often used to describe a present provision for a future event.

The proposal that would have the largest and most adverse impact on the P & C
industry involves the concept of discounting company reservers.

As explained above, reserves are the mechanisms by which a company excludes
from its receipts the amounts it is required to hold and use for the benefit of policy-
holders and claimants. As the reserve amounts are held, so to speak, "in trust" for
others and may not be used for the company's own purposes, they do not constitute
"income" to the company.7

The basic concept at issue is Whether, in computing its income, a P & C company
should reserve (i.e., exclude from its gross receipts) the full amount required to dis-
charge the obligations to others, or whether it should reserve a lesser amount, equal
to the "full reserve" reduced (i.e., "discounted") by an amount reflecting the invest-
ment income it expects to earn on the reserves in the-interim period before the
funds reserved will actually have to be paid out.

In order to discuss clearly the dicounting of P & C reserves, it is important to be
clear about terminology, as the terms "discount" and "discounting" are used differ-
ently in different contexts. They can, for example, refer to any reduction in an
amount-as in the case of a retailer who "discounts" prices. In financial computa-
tions, they usually refer to-reductions based on the income value of funds over some
future time period, i.e., reductions calculated with reference to some assumed rate
of -earnings over some assumed future time period. The rate of earnings assumed
may be an after-tax rate or a pre-tax rate, depending on the context. Perhaps the
most common use of the term in a financial context is in connction with so-called
"discounted cash flow analyses", which compute the "present value" of payments to
be made or received in the future. In that context the amount of the "discount"
changes as the "present" date moves closer in time to the date cf payment or re-
ceipt and a pre-tax rate is normally used.

For purposes of the discussion that follows, the terms "discount " and "discount-
ing" wll be used to refer to any reduction based on the income value of funds over
time, and not to any particular method of computing that value or to the points in
time at which the value is computed. It will be seen as the discussion moves forward
that the Administration proposals and, the GAO proposals involve different dis-
counting techniques, that the GAO proposals are d on the traditional methods
for computing changing present values and that the Administration proposals rest
on different discounting concepts, which are sufficiently new and novel that they

7 Note that even the Administration's proposal assumes that the bulk of a P & C company's
receipts do not constitute income at all. That is normally the case for a party whose receipts are
received, not for its own use, but for the account of others. E.g., receipts by a bank from deposi-
tom are not an item of gross income, nor are receipts by a trustee from a settlor Thus, Code
section # 882, which defines gross income of P & C companies, excludes from gross income the
amount of the taxpayer's reserves for looe and lose expense and unearned premium. Although
these reserves are technically "exclusions" from income rather than "deductions," the arithme-
tic result Is the same and the terms are commonly used interchangeably.
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are not even thought of as "discounting" by many perons accustomed to working
with conventional present value computations. 1 1

The Administration proposal would tax P & C companies "as if" they discounted
their reserves for losses, loss expense and unearned premiums. It would not actually
require reserves to be discounted, but discounting would be the standard of refer-
ence for measuring tax liability and if the company did not discount in the pre-
scribed way in the first instance, subsequent tax remittances would. be adjusted to
put it in the same position as if it had. As indicated, the method of discounting pro-
posed as the standard of reference differs from the method most commonly used (ie.,
in discounted cash flow analyses) in two major respects: (1) it uses an after-tax dis-
count rate and (2) it does not permit deductions for increases in the reserves as the
amount of discount decreases (and the present value increases) with the passage of
time, with the result that the full loss amount is never deducted.

The Comptroller General has also issued a report on the taxation of P & C compa-
nies. While it, too, recommends the discounting of loss reserves, it disagrees with
the Administration as to the method of discounting, finding the Administration pro-
posal both erroneous and too complicated. It would use the traditional discounting
procedures used for cash flow analysis, based on a pre-tax discount rate and provid-
ing additional deductions as the dwihdljng discount caused the reserve to increase,
with the result that there would be, ultimately, deduction for the entire amount of
the losses.

Both discounting methods would increase the tax liabilitiefof P & C companies.
As the GAO method provides ultimately for deduction of all actual losses and the
Administration method does not, the GAO method would increase tax liabilities in
substantially lesser amount than the Administration method.

NAII submits that discounting, under either method, is erroneous. Both the Ad-
ministration proposal and the GAO proposal rest upon-mistaken notions as to the
nature of the P & C company's function. Further, there is no conceivable way that
the Administration method can be justified as properly measuring the economic
income of a P & C company, as an entity. As will be shown later, the Administra-
tion method would double tax a substantial portion of investment income and would
impose tax even in situations where the company clearly has anpeoonpMic loss. The
Administration proposal cap be (and is) defended, only on the argumehnt that some
portion of the amount ultimately paid to injured parties represents investment
income to them which, since Congress is unwilling to tax it there, should be collect-
ed from the P & C company.

'Discountiv is erroneous, whatever the method
"Discounting" of property and casualty loss reserves -would be wrong, whatever

the discounting method used.'
AIR & company receives finds" foIr the purpose of reimbrsia o losses L" 're.serves retleckthe amount it is required by lat" .ol, oI0 the account oft 01t6r,

e • rder to 16er losses that have already occurred.' Thempresent systait-for legal and
financial purposes, as well as tax purposes-ia, and always has been, to require the
company to hold for the accoufit-of others (i.e., to "reseo the full amount of the
lsses. Tlhe public, whose funds it is that have bees W~usted to the company to
hold, is entitled to have the gadp jeld available foro' prposes they were paid
in-and not for the P & C company s own use-to thefull extent of the losses that
have occurred. If the P & G company were permitted to dip into those amsnto, on
thegrounds it wold replenish the*funds with amounts it expects to earnlater, the
risk to the public is obvious. (There is risk to the public even with full reserving, as
the estimated amounts of loss a=subect to considerable uncertainty and hard.
pressed companies may be tempted to shade the estimates downward, thus releolng
more of the receipts for their 6wn use.)

Thus the key features of the present system of full reserving are (1) t"t the corn'.
pany is not leally entitled't take, as its own .in'ome, that portion o*its receipts--,

!The Administration proposal would ah.t Apply counting cone to other P &AC .erVes.
,The'discusion here deals with loss reserVs, but thb analyst as are the same for .1l the,, .

9 It is important not to confuse this situation, here the economic loss has already occurres4
with the situation in other industries where provision oftbn called "reserves", is made for probe.
bMe future losses or expenditures. Where, as here, less has already:pocurred, it should be so-

ounted for in full in computing taxable income when it occurs. Ifit is not, taxable income in
the system ss a whole will exceed eool lnci-.
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which is equal to the full amount of the estimated loss, and (2) that investment
income will be treated as taxable income when it is actually received. 10

All methods of discounting, on the other hand, rest on the premises that (1) the
company need not be treated as holding for others the full amounts required to pay
the losses, (2) but may reduce the amounts so held by the amount of expected future
investment income. The result of any method of discounting is to reduce the amount
of loss excluded from income, and the amount of that reduction is the value of
future investment income, thus, while the result can be described as a reduction in
the amount of loss, that is simply a way of including in taxable income, in advance,
the value of projected future investment income. (The extra twist in the Administra-
tion proposal is that while the tax liability for investment income would in econom-
ic effect be incurred in advance of the income, the taxpayer can elect to remit a part
or all of the liability at a later date, provided that it augments the later remittance
by any investment income it earns as a result of delaying remittance.)

Discounting is wrong for P & C companies because the companies have no true
economic income upon receipt of funds which they are legally required to hold for
others, not for their own use, and beacuse investment income should not be treated
as taxable-to anyone-inadvance of the time it is earned.

To illustrate these principles, assume that a P & C company receives funds for the
purpose of reimbursing an accide.; that the accident occurs and that it is deter-
mined that the amount of the romic loss for which reimbursement will be re-
quired is $100. The issue is whether, in determining the amounts available to it as
income, the company should exclude from its gross receipts the full $100 11 or.
whether it should reduce (i.e., "discount") the,$100 by $x, where x reflects invest-
ment income expected to be earned on the reserve funds before they are required to
be paid out in reimbursement. Reducing the amount of receipts that are excluded in
computing income is, in effect, increasing the amount of income. Thus, the effect of
discounting the reserve by $x, where x represents the value of expected future in-
vestment income, is to tax immediately the value of that expected future income. It
wl be observed that if the value of the expected future investment income, $x, is
taxed before the investment income is actlly received, then if and when that
incom# is actually received, at least $x must somehow beexcluded from tax ia order ,
to avid taxing the same income twice. It will be seep later that the tritUon~l d!O.,:
countbo cash flow type"of discounting does at least avoid that -duble taxation, but
that the method of discount implicit in the Administration proposal does not.

In sum, the discounting of P & C loss reserves would crate major distortions in
the taxation of economic income:- liability for tax on future investment, income
would be treated as arising before the investment income arises, a result given
effect through the disallowance of a part of the true economic loss that has oc-
curred.
Discounting would seriously undermine the financial integrity of State regulation

and the operating framework of the P & C Inr gu... .

Exhibit B, attached, is a resolution of the National Association _tnurince Com-
missioners (NAIC), adopted in June of this year. It reflects the view of the regula-
tore-identical to that of NAIl and the P & C companies re ted-that the pro-
posed changes in reserving for tax purposes will utdermin6 efforts to preserve the
safety and soundness of insurers". t "rsev f

The threat which the Administration proposals pose to s J and soundness
arises from the fact that they rest on concepts and assumptions inconsistent with
those underpinning the existing accounting and regulatory rules. The concept of dis-
counting strikes at the primary objective of all operating and accounting procedures
for property and casualty insurance: financial integrity and meticulous responsibil-
ity to policyholders and claimants, whose money it really is that the companies are
receiving, reserving and disbursing.

The bW assumption underlying the longstanding system of P & C insurance ac-
counting is that when funds are paid into the company in the form of premiums,

1Olt should be noted that life insurance reflects entirely different factors. UnlikeJIoperty cal
ualty insurance, it involves no present economic lows that reduces income in economic

" system. Life insurance is a s$a device, subject to future uncertainties. Discounting there is
an arlthmat ical technique for d how much of the current payments the company
sho aon uld ,ea ly be required to hold for the account of the policyholder. $10.o

.If $100 of premium wo Paid into a formal trust for the purpow of reimbrng a $10 lo
to the grantor or other beatlarks, and the t bad no right to any of It, no one would
suggest that some pert of the $100 was income to the r . The rsultery rule. governing
P & C insurance are essentially specialized trust ruleM.

A
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those funds and the investment income on those funds must be held inviolate for
third parties, namely, the policyholders who paid the funds in as premiums and the
injured parties having claims under the policies. The hope or expectation that the
funds held in reserve will earn income tomorrow does not justify the company's re-
serving today for less than the full liability.

Discounting, as indicated, is based on a contrary concept. The discounting concept
is that a company need not hold a full reserve, but only a discounted reserve, and
that it is entitled to take as income for itself, from the monies paid in by the policy-
holders, the amount which it hopes to earn on those amounts in the future. In
short, discounting is based on the premise that the full reserving presently required
is excessive.

In the abstract, discounting for tax purposes need not dictate discounting for fi-
nancial or regulatory purposes. But, in practice, tax accounting rules create irresist-
ible pressure for other rules to follow and establish conceptual approaches that take
root in other fields where they do not belong.

Regulation to ensure solvency is presently entrusted to state regulatory agencies.
The ability of the states to regulate in a way that ensures solvency would be greatly
hampered if any discounting method should be enacted or endorsed. It is easy to say
that the regulators could continue to enforce the rules requiring full reserving, no
matter what is done for tax purposes; But reality is otherwise. State regulation does
rest, of course, upon specific regulatory rules; but the rules, in turn, rest upon
common acceptance of underlying concepts. If a concept is adopted which holds that
a larger part of the aggregate income from premiums and investments belongs to
the company as its income, the other side of the coin is that a smaller part of that
aggregate income represents the reserves against which claimants and policyholders
have rights, Financially marginal companies will press for such rules, administra-
tively and in court. Regulators will find it difficult, if not impossible, to resist
income concepts that are endorsed by the Federal Treasury, and policyholders and
claimants will have less protection. The regulators' ultimate enforcement sanction
is to take over, the company, but whether they have the right to do so will depend
upon whether the company is insolvent which, in turn, will depend upon the key
question of whether its true liabilities are to be measured on a discounted or undis-
counted basis. One need only look to recent insolvency actions, including the many
that involve savings and loans institutions, to see that litigation over the concepts
applicable to valuing liabilities is a serious and constantly recurring problem.

What really is at stake is the erosion of the principle that the company has no
right to use as its own (and has, to that extent, no income) those amounts which are
required to pay in full the claims known presently to exist.

Erosion ofthat principle will seriously undermine financial integrity and jeopard
ize the resources not only of the companies; but also of millions of policyholders and
claimants.
Discounting-The QRA proposal in particular

The fundamental premise of the QRA proposal is that the proper deduction for a
loss is a discounted amount, computed at an after-tax discount rate for the period
between the time the deduction is taken and the date the loss is actually paid, and
that no additional deduction would be allowed notwithstanding that an -amount
greater than the deduction must ultimately be paid.

The deduction described becomes the standard of reference. The company would
be permitted to deduct a different amount in the first instance-including, if it
should choose to do so, the full reserve deductible under present law. But if it de-
ducts an amount greater than the "proper" discounted amount, it would incur an
additional tax, at a later date, to putit in the same position as if it had originally
deduct#d only the discounted amount. Thus, while the company would not technical-
ly be required to use the discounted reserve in the first instace, it would in the end
be t as if it had.The QRA would tax investment income twice.-The proposal requires the taxpayer
to pay tax, either initially or later as if A reserves were discounted. As in all meth-
ods of discounting, the effect of te proposal is to impose tax liability as if invest-
ment income arose in advance of the time It is receive by the company.

Under QRA, the company's taxable income would include a part of its investment
income twice. It would include, as at present, all the investment income actually
earned at the time it is earned. In addition, it would re-include (in 'effect, in ad
vance) that portion of the investment income allocable to the W resrve, reduced
by the tax allocable to that income, (See Exhibits A-I-A-4.) Tax exempt income
(i.e., on state and local bonds) would be taxed on only the second, the "r -ndlusion" V

comobnent-i.e., it would continue to be exempt from tax when actually received,
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but an amount equal to the value of the "after-tax" portion of such exempt income
would be included (in effect, in advance) in taxable income.

The adverse effect of QRA is thus twofold: it taxes a part of investment income in
advance and it taxes the same amount again when the income is actually received.
The result is to impose a tax burden that is significantly higher for P & C compa-
nies than for other companies and is unfair to the P & C insurance industry.

Exhibit A illustrates, with several examples, how it is that the QRA taxes a por-
tion of the investment income in advance and then taxes all of it again when actual-
ly earned. The exhibit demonstrates how the ultimate liability is adjusted so that
the company always ends up with the same amount regardless of what it claims as
its original contribution to the QRA. It further demonstrates that there would be
tax owing even in many situations where there was an actual economic loss-thus
dramatically illustrating that the system would tax more income than economically
-exists.

The QRA would seriously undermine the financial integrity of state regulation and
the operating framework of the P & C industry.-Any system of discounting, as ex-
plained earlier, is based on the concept that full reserving is excessive and that
amounts received in excess of the discounted reserve are income to the company.
That is, also, the basic premise of the QRA system.

The Administration contends that QRA is not a system of discounting because the
company is free to take its initial QRA reserve deduction in an amount equal to the
full reserve. That is mere quibbling with words. The operative fact is that under
QRA a discounted reserve is the standard of reference for computing tax and the
company would be ultimately taxed as if it had discounted, no matter what deduc-
tion it originally took. It is the concepts involved-not what is initially reported in
the tax return-that poses the threat to solvency safeguards and policing proce-
dures. If the Federal government endorses the concept that the company does not
really have an economic liabilit7 for the full reserve, that concept will ultimately
prevail. State statutes that provide otherwise, or seem to provide otherwise, will be
vulnerable, as are all statutes that rest on assumptions that become inconsistent
with what the public generally perceives to be true, and the ability of regulators to
insist on full reserving will be compromised and the temptation to relax it en-
hanced.

It is important, too, to keep in mind that if, under QRA, the company reflects in
its QRA account deduction any amount greater than the discounted standard of ref-
erence amount, it may lessen the amount of tax it must remit immediately, but the
liability is nonetheless there and will be a rented by earnings imputed to it and
remitted at a later date. Notwithstanding that remittance of tax is postponed, the
liability and the periodic augmentations will reduce its capital and surplus account
immediately. The amounts of liability and augmentation must-be estimated, because
they will depend on future investment returns and future settlement events. These
new and uncertain liabilities, too, will need to be policed by state regulators as they
will substantially affect the companies' cushions against insolvency. Thus, the
system, if enacted, would impose new and uncertain burdens and complexities on
the solvency regulators.
Other adverse consequences of discounting

Disadvantage with respect to foreign insurers.-Discounting would seriously disad-
vantage the domestic P & C industry in its competition with foreign insurers. P & C
insurance is a highly portable international business. No large plant or equipment
is necessary. Marketing can be done through independent brokers and agents. A
very substantial amount of the insurance of United States risks can be and-already
is placed across national borders with insurers operating under more favorable tax
regimes. The discounting of reserves and its accelerated taxation of future income
would substantially increase the-costs of domestic insurance and disadvantage do-
mestic insurers hi their already fierce competition with foreign Insurers.

Complexity and controversy. -Discounting of loss reserves for tax purpos-what-
ever method might be adopted-would be a nightmare to administer. Conventional
discounting would require the determination of proper discount rates (which would
never be clear cut and would always be changing) and of the estimated future
payout schedule of the losses (which would necessarily be judgments, based on an
array of statistical data).

The administration claims Its QRA proposal would eliminate some of those com-
plexities, and it would-but at the expense of new and different complications. Tho
QRA method is highly theoretical and would require complex recoidkeeping and
computations. It would require, for example, "rate of return" calculations which
sound simple, but which would in fact be subject to extensive judgmental cost allo-

_ A
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cations. Similar computations in the life insurance area proved so controversial and
so erratic among companies, that devising a new system that eliminated the necessi-
ty for them was a widely advertised accomplishment of the 1984 revisions of the life
insurance taxation rules.

Either method of discounting would, in short, require judgments and estimates
that go beyond the competence of ordinary auditors to police. New layers of experts
would be required at the companies, state regulators and the IRS. Smaller compa-
nies would have to go outside for expensive and time consuming consultant and
service arrangements. Endless controversy would be the sure result.

Increased premiums and restricted availability of coverages.-QRA would impose
substantial additional tax costs on P & C companies, payable either immediately or
later. P & C companies must cover their costs, including taxes, and earn a fair
return on investment in order to stay in business. Accordingly, if QRA is enacted,
P & C companies will seek to increase premiums to cover the substantially increased
costs it would impose. If they cannot cover costs on particular coverages they will
discontinue writing them. When the increased cost is non-deductible-as in the case
of the cost of increased income tax-the premium increase must be a "Frossed-up"
amount. Under a 46% tax rate, in order to cover $1 of increased tax it would be
ne:ssf yto raise premiums by $1.85.

.If were to impose substantially different costs on the same coverages written
by different companies, the additional costs might not be passed through in the mar-
ketplace, as companies with the higher costs would be forced to meet the prices set
on the same coverage by companies with lower costs. But that is not the case here,
the increment in.cost for similar coveraes would be fairly uniform across differentcompanies. Raising premiums, however-particularly when it involves a large in-
crease-is always a difficult and disruptive, job for sellers, as they never know just
what their competitiors will do and must balance the risk of loqing market share (if
they raise prices immediately and their competitors lag behind) against the risk oflosing money (if they fail to cover increased costs with increased premiums). As a
resultthere will be. turmoil as the _marketplace moves to new equilibrium prices,
and there will be inevitable casualties.

A. M. Best Company, the highly respected insurance financial rating organizationand authority on P & C insurance, indicates that at current tax rates premiums
would have to be increased by an-average of 11 percent to cover the addedtaburden. In liability lines of insurance, the increase would be higher. It is estimated
that medical malpractice would be increased 32 percent, general liability by 24 per-
cent and workers'compensation by 16 percent. It has also been estimated that if the
tax rate is reduced to 33%, an overall premium increase of 8% would be required.

The necessity to increase premiums will exacerbate the problems the public is a-
ready hav in obtaining many kinds of coverage. Those problems are pxrsentygreautt on the riskiest, longest settling coveraes like medical m malpractice and gen-
eral liability, on whicnte needu or premium increases wil, as indica(, be great-
est. Many companies have already withdrawn from writing this business. The need
to radically increase premiums will accelerate the withdrawal process and will, in
any event, make the coverage so expensive for many small businesses that they will

rbe compelledto do without . ...
Withdrawal from the business will be further impelled by the effect of QRA on

compn anies cpitaland surplus accounts. P & C companies must maintain a reason-
able relationship between their capital and surplus and the premiums they write.
QRA would substantially increase liabilities (whether payable immediately in the
case of discounted deductions or payable on termination of the QRA account in the
case of initial deductions equal to the full reserve) and would, accordingly, reduce
capital and surplus. As a ty is already strained, further surplus reductions in
amounts so substantial will necessarily mean that for many persons and business,
any evnt mae btsnese certain coverages may become prohibitively expensive

be simplnaled-d ih.

W Difference from life insurance
None of the forgoing analysis with respect to discounting a pp lies to life insur-

anc, where entirely different factors are involved. The life policyholder typically
makes periodic premium payments, which, when compounded at some rate of inter-
est for a number of years, wilo add up o the face value. The interest compounded
for the policyholder's account (the sclled "inside buildup") is excluded entily

'omtax, although it is in fact income in the tax system asa whole, not offset by
losses of any kind. It would be possible-and easier for the layman toundetind-
siNply to compute the compounded interest element each accounting period and ex-
clude it from taxable income. However, for simplicity in dealing with policies in
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bulk and to facilitate periodic adjustments in the interest assumptions, that is not
done. Instead the insurer takes the target savings amount (face amount) and sub-
tracts from it future premiums scheduled to be paid, plus estimated future invest-
ment income to be earned on accumulated balances. That is dorqe by solving mathe-
matically for the number which, when augmented by the future premiums and in-
vestment income, will equal the face amount. Mathematically that technique is
known as "discounting" the face amount-i.e, determining the amount which is re-
quired now in order to grow to equal the face amount at some future date, assuming
some specified interest rate. Discounting in this context is a mathematical shortcut
to back out the investment income already compounded on the amounts deposited
by the policyholder, so-that the amounts can be set aside, relieved from tax, and
accumulated for the policyholder.

None of that is involved in casualty insurance, as the casualty policyholder is not
entering into a saving transaction and is not entitled to huve interest compounded
on his account. The casualty policyholder is entitled only to have his economic
losses paid, and it is the loss, not an investment computation, that determines the
amount he is entitled to have set aside. The amounts so set aside produce no tax,
not because they are specially exempt, but because they are offset by real, economic
losses.
The mutual policyholder dividend proposal

Both stock and mutual P & C companies are currently allowed to deduct divi-
dends which are returns of excess premiums to policyholders in their capacity as
such. The Administration proposes that the deduction for policyholder dividends al-
lowed mutual P & C companies be reduced in a manner similar to the way in which
the deduction for policyholder dividends allowed mutual life insurance companies is
reduced under current law. The expressed purpose of the Administration's proposal
is to eliminate a competitive advantage which mutual companies allegedly enjoy
over stock companies as a result of the full deductibility of policyholder dividends.

Policyholder dividends are amounts paid by casualty insurance companies to pol-
icyholders as returns of excess premiums. In essence, they are premium refunds.
Policyholder dividends developed as an outgrowth of requirements that premium
rates be approved by state insurance regulators. This regulatory requirement made
it difficult or P & Cinsurers to adjust the price of their products up front to reflect
their costs of doing business. By refunding excess premiums as policyholder divi-
dends, P & C insurance companies-both stock and mutual-have maintained the
flexibility necessary to price their products to reflect market conditions.

A provision similar to that proposed by the Administration was enacted in con-
nection with the recent revisions in life insurance taxation. Apparently, the concept
was carried over to the P & C insurance context without stopping to consider that
the facts and concepts underlying property and casualty insurance are entirely dif-
ferent from those present in life insurance. However appropriate the theory may be
(it was very controversial) in the life insurance context, it has no proper application
for property and casutdty insurance. In the life insurance context it was argued (pro
and con) that such a provision was required in order to eliminate a competitive edge
enjoyed by mutual companies. There is simply no such edge in the property and cas-
ualt, context. The most eloquent evidence of that fact is that the stock P & C coin
padres are not complaining. They are, in fact, united with the mutual in the posi-
tion that this proposal is wrong.

Unlike the life insurance-industry, P & C insurers typically write many different
oliny of coverge-e.p., automobile, homeowners, liabi ity, workers compensation.

Policyholder dividends are paid with respect to some of the coverages, but not with
respect to others. Some companies pay policyholder dividends in some states and not
in others, based on their experience in the various states on particular lines of in-
surance. Since some policyholders are paid policyholder dividends while others are
not, depending on which types of insurance coverage they have purchased from the
P & C company, it is evident that policyholder dividends are not used as a vehicle to
distribute earnings to policyholders in their capacity as owners of the comply.

Moreover, substantial policyholder dividends are paid by both stock and Mutual
P & C companies. For example, of the $2 079 billion in policyholder dividends are paid
in 1984 by P & C companies, stock and mutual companies each paid about 50 per-c ent.

More than 80 pe-cent of all policyholder dividends are paid with respect to com-
Smercial policies (including workers compensation). These dividends do not result in
a net revenue loss to the Treasury because, unlike most dividends on life insurance,
dividends on business related to P & C insurances are included in the policyholder's

65-629 9-86--7
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income. The remaining 20 percent are refunded premium to individuals who did not
deduct the premium for tax purposes in the first place.

In some, the proposal does not address an existing unfairness. On the contrary, if
enacted it would create an unfairness. It would impose a new tax and an extra pen-
alty on mutual companies, leaving many of the companies with higher costs and, as
a result, with a noncompetitive pricing structure.
The PAL account

Mutual property and casualty insurance companies are allowed a special deduc-
tion for amounts added to their protection against loss ("PAL") accuunts. The pur-
pose of this deduction is suggested by the name of the PAL account: to provide
mutual companies with a cush ion from which extraordinary losses can be paid.

The Administration's proposals would eliminate fo! mutual companies the "PAL
account" provision. That provision was enacted in 1962 in order to "level the play-
ingfield" for stock and mutual companies.

The purpose of the PAL account is to assist mutual companies to be better able to
handle extraordinary losses. The necessity for having such an account arises out of
the very nature of mutual insurance'companies. Unlike stock insurance companies,
mutual companie. generally lack access to outside capital infusion and must rely,
for a safety cushion, on the accumulation of funds which would otherwise be re-
turned to policyholders. This accumulation thus serves the same purpose as the cap-
ital of stock companies. The deferral of the tax on such an accumulation compen-
sates mutual companies for the lack of capital and access to capital, and it is an
important tool for eliminating or diminishing any competitive advantage which
stock companies might enjoy as a result of their capital and capital-raising poten-
tial.

The amounts involved are small from the Treasury's point of view in the aggre-
gate, but are extremely important for the individual small companies involved.
NAII surveys of its member companies show that the PAL deduction has served the
purpose for which it was intended. More importantly, the PAL deduction has al.
lowed many smaller companies which have suffered underwriting losses in recent
years to remain solvent.

Here again, the best evidence that the PAL account does serve a useful leveling
purpose lies in the fact that the stock companies have not found that the provision
places them at a competitive disadvantage vis-a-vis mutual companies. They are
agreed with the mutual companies that the provision should be retained.
Special small mutual P & Cprovisions

The Administration proposes to repeal special tax exemptions, rate reductions
and deductions which are currently provided for certain small mutuAl P & C insur-
ers. These provisions, which have been in the Code since 1963, currently exempt
mutual companies with gross income of $150,000 per year or less. Companies with
gross Income exceeding $150,000 but not exceeding $500,000 may elect to be taxed
only on investment income. Other provisions lower the tax rate on investment
income or taxable income in specified circumstances.

The rationale provided for this proposal is that current law gives these small com-
panies a competitive advantage vis-a-vis stock companies and larger mutual compa-
nies.

This proposal would impact severely on approximately one thousand extremely
small mutual P & C insurers, most of which have their origins in cooperative ven-
tures in particular localities or farm communities throughout the nation. These
companies play a significant role in providing insurance coverage in small commu-
nities and rural areas where coverage is frequently not otherwise available. The rev-
enue impact of these provisions is miniscule from Treasury's standpoint but of pro-
found significance to the individual companies involved. N either larger mutual nor
stock P &C insurers have complained that the provisions of current law give small
mutual a competitive advantage. Therefore, there is no need for change.

Economic conditions in the P & C industry in the past several years can best be
described as near catastrophic. Last year the industry as a whole had a net loss. It
was the worst year since the San Francisco fire.

Grim economic conditions are not necessarily a reason for rejecting change, but
they are a compelling reason for exercising caution and making careful inquiry
before abandoning systems that have worked well for the past century.

And they are surely a defense against the sugpestion-sometimes advanced-that
every industry should contribute substantial revenue to the "tax reform" effort, re-
gardless of the merits of the changes proposed for them.
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The fact is that income tax payments by P & C companies have been down very
recently primarily because profits have been down. They have also declined, rela-
tively, '1 cause of some special factors arising out of the volatility of inflation and
interest rates, which impact P & C operations in a social way. When all of these
factors are understood, it will become clear that P & C companies have indeed paid
their share and that allegations to the contrary arise from the failure to understand
the underlying economics of the industry.
The impact of inflation and competition

Over the last decade, rampant inflation has radically changed the property and
casualty insurance business.

As already noted, in property and casualty insurance, policyholders in effect con-
tribute premiums to a pool to pay for economic losses sustained by individual policy-
holders and for the costs of administering the pool. The premiums are invested
during the period between their receipt and their payout, and the income from
those investments is also applied to the payment of losses, if needed. The premiums
and investment income not needed for the payment of losses and expenses are re-
leased to the insuring entity as its profit, but only when it is clear that they will not
be needed. Generally, most of the premiums (in recent years, all of the premiums)
are used to pay losses and expenses, so that all but a small fraction of the total cash
flows are flows for the account of policyholders rather than for the account of the
insuring entity itself. The insuring entity thus operates under concepts very much
like those applicable to a trustee.

Under these circumstances, the amount of premiums required to be collected is
directly affected by the amount of the investment income which will be earned on
the premiums before they are required to be paid out. If there is low investment
Income, premiums must be higher; if there is high investment income, competition
will force premiums lower.

Fifteen years ago, before inflation exploded, premiums were sufficient in most
P & C companies to cover all of the losses and all of the cost of administering the
losses. In technical terms, the percentage which losses and expenses are of premi-
ums Is known as the "combined ratio". A combined ratio of 100% means that premi-
ums are sufficient to cover losses and expenses exactly. A combined ratio of less
than 100% means that the amount of premiums is somewhat greater than the
amount of losses and loss expenses, which means, in turn, that a part of the premi-
ums themselves and all of the investment income on the premiums are left to com-
pensate the insurance company for other costs, including the cost of supplying addi.
tional capital.

There is nothing magical, of course, about whether premiums alone cover all, not
quite all, or more than all of the losses and expenses. Managements set premiums
(unless constrained by state regulatory agencies or competitive conditions) at a level
such that the premiums, when added to earnings on the premiums, will cover losses
and expenses and provide a reasonable return on investment. Vigorous competition
among thousands of underwriting entities ensures that premium prices will be kept
at a level sufficient to pay expenses and provide a reasonable return, but no more.

There may be no other industry in which the results of an intensely competitive
marketplace have been so visible. NAII owes its creation and much of its subsequent
success to its crusade in the 19409 and 50's to change regulatory practices so that
individual companies could price their premiums competitively, based on their-own
costs. Our largest members today owe their market positions to the existence of a
highly competitive marketplace In which they won market share by cutting costs
and then charging the most attractive (i.e., lowest possible) premiums. And many of
our smaller members owe their ability to break into the business and become suc-
cessful to that same thing-the ability to price compete.

Virulent inflation has had two major t "ects on this competitive process and on
pricing, in particular.

The first effect has been with respect to losses, which have steadily grown larger
and less predictable with inflation. Losses have infleted significantly faster than
prices generally, which has tended to make premiums chronically Insufficient.

The second effect of inflation has been that earnings from Invested premiums
have become a radically larger portion of income. Double digit inflation brought
double digit interest rates. That may at first blush seem an advantage to the indus-
try, but it was not. The radical increase in interest rates caused a massive decrease
In the value of asset portfolios invested earlier at lower interest rates. If the entire
industry were required tomorrow to pay all of the casualty losses for which it Is now
liable, an alarmingly large number of companies would have sustained such large
losses in Investment portfolio values that they would be unable to do so.
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What happened as investment yields escalated was that price competition on pre-
miums grew much fiercer. Companies could write new business at lower premiums
when they could invest the new premium dollar at 10 or 15% rather than at 5%.
And they did. In the highly competitive marketplace the percentage of losses and
expenses covered by the premium itself was driven downward. Combined ratios rose
dramatically-from an industry average of 96.2% in 1972 to an estimated 118% in
1984. It is hard to imagine a more dramatic illustration of the competitive market-
place at work. Increases in investment yields were p#!,fd through swiftly to policy-
holders in the form of lesser premiums, even in the4hce of a weakened financial
structure caused by declines in asset values created by the same inflation which cre-
ated the higher yields.

This history is written plainly in the numbers. It illustrates a principle which is
important fbr the Congress to understand in any review of the taxation of the insur-
ance function. The principle is this: any increased costs imposed by generally appli-
cable changes in taxes will, like wnryotuer general cost changes, be translated
almost immediately into higher premium prices. If there are tax changes that
impose costs retroactively, there may be a one-time loss to the entity administering
the insurance, and ill-considered changes could cause that one-time loss to be large
and devastating. But, prospectively, increased tax costs will be passed through by
increasing premiums as swiftly and as surely as changes in investment yields have
been passed through in reduced premiums in this inflationary period. Thus, changes
in the nominal tax burden of insurance companies results in changes in the real
financial burdens of individual policyholders.

Financial status of the 1P & C insurance industry
The recent economic climate has placed the P & C insurance industry in a serious

financial posture. A recent report by A. M. Best Company, the leading analysts of
insurance company financial and operating performance, indicates that of the 1,184
companies included in its review, 183-more than 15 percent-were assigned lower
ratings in 1984 than in 1983. (Best's Insurance Management Reports, Property/Cas-
ualty, Release No. 18, Aug. 13, 1984).

And Mr. Joseph D. Sargent, managing partner of Conning & Co., a company that
analyzes the financial status of the insurance industry primarily for insurers and
investors, has stated that "as may as 100 insurers-about 5% of the 2,000 property/
casualty insurers operating in the United States-can and should be shut down by
state insurance regulations." He states further:

"We see an ei, orgence of widening losses in the business brought about by inad-
equate rates.

"The industry is making no money and a lot of companies are losing enough
money to be driven out of the business or to have large parts of their capital con-
sumed by underwriting losses." (Business Insurance, p. 34, Oct. 29,. 1984)

He also projected industry earning of $33 million in 1984, compared with $2.7 bil-
lion in 1983. Even that *Ioomy projection proved overoptimistic, Even after the infu-
sion of a record $3 billion of new capital (more than twice as much as any other
year), the industry as a whole had a loss in net worth of almost $1.5 billion in 1984.

Taxes paid by the P & C industry
In recent years, the P & C industry has paid a lesser amount of tax than previous-

ly and a small amount ot tax relative to the volume of P & C business. Some have
argued that this circumstance means that the industry is not paying its share and
that something should be done to increase its tax liabilities.

The fact is that the industry's after-tax returns are depressed. P & C companies
are clearly not profiting at the expense of the tax system. On the contrary, they
have not been prospering at all.

There are two fundamental reasons why the P & C industry's tax liabilities have
decreased. They are:

(1) Profits have been down. Premiums have been set too low; policyholders have
not been charged enough to produce healthy profits. This condition is the result of
the turmoil created by volatile economic conditions. There are some signs that situa-
tion may be improving, but it hasn't happened yet.

(2) The depressed level of profits that has been realized consists almost entirely of
investment income. This, too, is a result of volatile economic conditions, A very
large, part of the investment income of P & C companies is--and, for years, has
been-income from state and municipal obligations. That income is exempt. If there
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is a problem in this, it lies in the fact the income on those obligations is exempt, not
in the fact that the obligations are held by P & C companies.

A significant part of the insurance management function is the investment of pre-
miums during the period between their receipt and their disbursement. For decades,
a large part of those investments has been state and municipal bonds, the yield on
which is tax-exempt. The proportion of exempt bonds in the total portfolio is higher
for P & C companies than for many other taxable investors because the practicali-
ties of insurance regulation require P & C companies to keep a major portion of
their portfolios in bonds, as distinguished from other investments offering a higher
but less certain yield potential. Although no firm figures are available as to the
total amount of exempt securities outstanding or who holds them, it is generally be-
lieved that property and casualty insurance companies constitute the second largest
non-individual market for state and municipal obligations.

The taxable income of P & C insurance companies consists basically of two compo-
nents: "underwriting income" and "investment income". Underwriting income is
the excess of premiums over losses and expenses. Investment income is self-explana-
tory. As a large segment of total investment income has traditionally consisted of.
exempt income from state and municipal bonds, only a fraction of the investment
income component has been taxable. In earlier years, however, when premiums
alone were more than sufficient to cover losses and expenses, there was a significant
amount of underwriting income, all of which was taxable. As inflation has driven
premiums down and investment yields up, underwriting income has been eliminated
n most companies while investment income has grown, But, since underwriting

income was taxable while investment income was in significant degree exempt, the
total tax bill has dropped.

It is important to emphasize that a reduction in taxes remitted by a company does
not make the company wealthier or more profitable when, as here, the reduction is
passed through to policyholders in the form of lesser premium and there is, in addi-
tion, a massive loss in portfolio values. "

The drop in tax liabilities of insuring entities brought about in this way by infla-
tion would, at first blush, suggest an accompanying drop in revenue to the Treas-
ury. But there has in fact been no such drop in total revenues, On the contrary, the
extensive holdings of exempt securities by P & C insurers has probably produced a
net revenue gain to the U.S. Treasury as well as a cost savings to state and local
treasuries.

What has happened is that the lesser tax payments of P & C insurers has been
offset by greater tax payments by others, while the drop in tax payments of P & C
insurers has been passed through to policyholders in the form of lower premiums. If
P & C insurance companies had been forbidden to Jpvest in state and municipal se-
curities, their after-tax investment income would be less and the competitive mar-
ketplace would have caused premiums to be priced higher. The revenue loss to the
"Treasury from tax-exempt securities is a loss from the very existence of those secu-
rities, not from the manner in which they are held."' Whoever holds them, they
will produce a stream of income which is exempt from tax, which will substitute for
some other stream of income that would be taxable and which will, as a result,
produce a revenue loss to the Treasury. The fact that they are held by P & C insur-
ance companies rather than by wealthy individuals actually produces a revenue
gain (or more correctly, a smaller revenue loss) because P & C insurance companies
are taxed at a maximum marginal rate of 46% while top bracket individuals are
taxed at 50%. Moreover, from an equity point of view, it is better to have them held
by P & C companies as the benefits of the exemption that accrue to holders (as dis-
tinguished from those that accrue to state and local issuers) will flow through to
ordinary policyholders in the form of lower premiums, which is obviously preferable
to concentrating all those benefits on high bracket individuals.

In the case of any exempt security, a part of the investors' yield comes in the
form of cash interest payments and a part comes in the form of tax benefits, i.e,,
exemption. As a result, the cash yield on state and municipal securities is less than
the cash yield on comparable taxable securities. That results in lower borrowing

12 In the case of many bond holdings, the rise in interest rates caused total investment return
on the holding actually to be negative, ie., the resultingdrop in portfolio value was greater
than the gross coupon income,

"3Most of that revenue loss redounds to the benefit of states and municipalities in the form of
lower borrowing costs, but a part of it is siphoned off to investors who are in high marginal tax
brackets. For example, if a municipal bond yields 7% while a taxable bond yields 10%, the mu-
nicipality has a 3% saving in borrowing costs, but a 50% taxpayer would also end up with a 2%
greater after-tax yield, i.e., the difference between 71 and 5%, after tax.
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costs for state and municipal governments. But the fact that a part of the real
return consists of tax exemption (so that the cash component of the yield is less)
means that state and municipal obligations are not purchased by taxpayers who
cannot use the exemption benefit. Taxpayers who cannot use the exemption benefit
because they are already exempt or because in their hands it is not available will
simply buy fully taxable obligations which pay a higher taxable cash yield. Tax.
exempt institutions, such as colleges and pension funds, for example, do not buy
exempt securities because they must take a part of the return in the form of exemp-
tion and exemption is of no use to them.

So, too, if state and municipal bonds were taxable in the hands of P & C compa-
nies, P & C companies would simply not own them, as higher paying taxable bonds
would be a better investment.

If the government had over the last ten years discouraged the holding of state and
local securities by P & C companies in order to make P & C companies send in more
dollars of tax, other taxpayers would have sent In lees tax. The market for the sale
of such securities would have contracted and state and local governments would
have had to pay higher interest rates to sell their bonds. That would not only have
increased the cost of state and local financing but would have increased the tax ben-
efits for high bracket taxpayers holding the bonds. Meanwhile, the Treasury's reve.
nue loss on the bonds actually outstanding would increase because a higher yielding
stream of income would be exempt in the hands of other taxpayers. Only if the
higher borrowing costs had caused state and municipal governments to issue fewer
bonds or if the ownership patterns shifted so that the average marginal tax rate of
holders was lowered would there have been any offset to that larger revenue loss.

Thus, as in many other cases, first blush impressions are misleading. When the
entire process is analyzed and all of the moving parts are identified, it becomes ap-
parent that, given the fact that we have tax exemption for state and local bonds, the
drop in the taxes of P & C companies reflects an optimum (i.e., from the Treasury's
point of view, the "least bad") operation of the exemption privilege utilized by state
and local government issuers.

If Congress is genuinely concerned about reducing the revenue loss from state and
local obligations, its only real option is to restrict the amount of such obligations
that are issued, instead of permitting them to expand. Tax rules which only cause
the ownership of such obligations to be shifted will, in reality, only make matters
worse for everyone except high bracket taxpayers.

The proposals advanced by Treasury are fundamentally wrong.
They would tax a P & C company on more income than it economically has. That

is unfairness, not fairness.
They would require complex new reserving procedures and necessitate much rpore

difficult audit issues for policyholders. That is complication, not simplification.
They would impose heavy new financial liabilities on a financially depressed in-

dustry which will be an obstruction, not an aid to economic growth.
They would, in the name of leveling the playing field between stocks and mutuals,

undo the leveling tht Congress did in 1962.
The funds held by the P & C insurance industry are primarily funds held for the

account of others. The sound financial health of the industry is of major concern to
the public, whose funds it holds. This is not the time to exact revenues which are
not Justified.
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Taxable Income vs. Actual Economic Ino

Current Tax System
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Taxable Inome vs. Actual Economac Income

ORK Method: Original 0A Deduction Exactly "Correct- Under
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by After Tax Rate of Investment Return)
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Taxable Income vs. Actual Income

OW Method: Loss and Full Reserve Exceed Prewumi Origin) ORA Deduction
Exactly Correct- under Treasurys Prcposed Standard (i.e., Full Reserve
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Exhibit B

RESOLUTION OF THE NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

Whereas, the Members of the National Association of Insurance commissioners
(NAIC) are responsible for supervising and maintaining the financial solvency of
companies engaged in the business of insurance in the United States; and

Whereas, Th6 United States Treasury has proposed changes to the Internal Reve-
nue Code which would alter the way insurers are 'c xed, and

Whereas, after more than two years of study the Treasury and Congress agreed to
the 1984 Life Insurance Company Tax Act provisions which affirmed the role of
state regulatory authorities in safeguarding insurance company solvency by pre-
scribing life insurance company tax reserves to be not less than those prescribed by
the minimum standards of a majority of the states; and

Whereas, the proposal to limit life insurance company reserves to amounts solely
equalling cash values is a disincentive for maintaining adequate reserves for future
obligations under life insurance contracts; and

Whereas, proposals to tax insurers selling property and casualty, health insur-
ance, and other non-life insurance products include a qualified reserve account
method which fails to recognize minimum statutory reserves required by and estab-
lished for those products; and

Whereas, the proposed changes in the Internal Revenue Code would act as strong
disincentives for insurers to adequately reserve for losses

Now be it therefore resolved that: 1. The National Association of Insurance Com-
missioners opposes any method of taxing insurers, such as the qualified reserve ac.
count method, which would weaken the tax laws' recognition of state statutory ac-
counting rules and their traditional methods of reserving for policyholder benefits,
claims and losses, and

2. To the extent any change in the system of taxing insurers is deemed necessary,
the NAIC strongly urges Congress to pursue alternative methods of taxation which
a e consistent with the President's proposal for tax reform-simplicity and fairness,
which contain incentives for adequate and sound loss reserving, and which operate
in harmony with state statutory accounting rules designed to preserve the safety
and soundness of insurers.

STATEMENT OF FRANKLIN W. NUTTER, PRESIDENT, ALLIANCE
OF AMERICAN INSURERS, CHICAGO, IL

The CHAIRMAN. Mr. Nutter.
Mr. NUTTER. Mr. Chairman, members of the committee, I am

Franklin Nutter, president of the Alliance of American Insurers.
Pursuant to the panel's agreement, I'm going to address only one
provision of the Presidents tax reform package-the reduction in
the deduction allowed for mutual insurance companies for divi-
dends paid to policyholders.

The proposal is similar to that contained in the Deficit Reduction
Act of 1984 applicable to mutual life insurance companies. I should
say at the outset that neither stock insurers nor mutual insurers
agree with the President's proposals.

Policyholder dividends are a return of premium, the premium
which is unnecessary to pay losses in loss-sensitive lines. Under
current law, insurance companies, both stock and mutual, are per-
mitted a deduction for policyholder dividends. They bear no rela-
tionship to stockholder dividends. And, in fact, both stock and
mutual insurance companies pay policyholder dividends, as much
as $1.1 billion each in 1983. -

In the Deficit Reduction Act of 1984, the Congress adopted a pro-
vision regarding the ownership differential for mutual life insur-
ance companies. The administration seeks to expand this proposal
and extend it to property/casualty insurance. That raises as yet
unanswered questions.
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Is there a purported competitive imbalance between stock and
mutual property/casualty companies? Is there an after-tax return
on equity materially different between mutual and stock insurance
companies?

While no segment of the property/casualty industry suggests
that either is true, the administration makes this barefaced allega-
tion, suggests tax reform and calls for a study to determine the va-
lidity of its own assumptions.

The Deficit Reduction Act of 1984 dealt with the ownership dif-
ferential for mutual life insurance companies pursuant to an agree-
ment within the industry. The driving force behind the change was
a concept entitled "Segment Balance," which reflected the strong
position of mutual life insurance companies in that industry.

There is no place for this concept in the property/casualty insur-
ance industry where stock insurers write the majority of the busi-
ness. Obviously, the Treasury could not, therefore, allege a com-
petitive imbalance between stock and mutual property/casualty
companies and propose, then, an additional tax on mutual compa-
nies only.

The major difference between property/casualty and life insur-
ance is one which the administration ignores. Many life insurance
products have an essential investment element. That is not so with
property/casualty insurance. Property/casualty policyholders buy
protection; not investments. And most of the policyholder dividends
which would be subject to this additional tax are paid in one line of
insurance-workers Zompensation.

The dividend is a return of premium and not a return on equity
for the policyholder base as a whole. If calculated, as was the case
in the 1984 act, applicable to life insurance companies. The Admin-
istration's proposal is essentially a new tax on mutual insurance
companies only.

Neither the Treasury, the administration, nor the insurance in-
dustry assert a meaningful difference on return on equity for mu-
tuals versus stocks. There is no assertion that stocks pay a dispro-
portionate amount of the tax liability. And there is no alleged com-
petitive imbalance to be rectified.

We urge the committee not to accept the President's tax reform
proposal applicable to a limitation on the deduction for policyhold-
er dividends.

Thank you.
The CHAIRMAN. Thank you, sir,
[The prepared written statement of Mr. Nutter follows:]
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TESI IONY

OF THE

ALLIANCE OF AMERICAN INSURERS

I. Introduction

my name is Franklin W. Nutter. I am president of the

Alliance of American Insurers, a national trade association of

over 1.75 property/casualty insurance companies. We appreciate

the opportunity to testify before you about the potentially

catastrophic effects that the Admnistration's

property/casualty tax proposals, if enacted, would have on this

industry, American business and the public that depends upon it

for financial protection. Before we discuss the

Administration's proposal and the General Accounting Office's

("GAO") suggestions, we want to review the overall effect of

those -proposals and the reasons for the current

property/casualiy tax system.

Effects of Administration and .GAO Proposals

Advanced in the disguise of "tax reform", the

Administration's property/casualty taxc proposals will damage

this industry and the American economy in the following ways:

" Policyholders will pay significantly more for
insurance.

* Coverage in Leveral lines of insurance business will
become less available, perhaps even unavailable.

* Regulators will be less able to assure that insurance
companies remain able to pay their policyholders and
claimants.
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* The long-standing public policy promoting insurance
over non-insurance will be reversed, leaving
policyholders and claimants no place to go if those
who wrong them are unable to pay.

These effects are not the result of a tax plan that

promotes "fairness, growth and simplicity". Indeed, the

Administration's property/casualty proposals are unfair,

anti-growth and far more complex than the present system -- one

that has well served the industry, its policyholders and the

public for more than 60 years.

Public policy issues raised but unanswered

The Administration's property/casualty tax proposal also

creates several fundamental public policy conflicts which the

Treasury did not purport to address but which the Congress must

resolve. In seeking a change in the long-standing tax system,

the Administration bears the burden of demonstrating the need

for change in light of the following problems that it creates:

* The proposal encourages non-insurance over the
security and the stability of insurance through
licensed and regulated companies under current policy.

* It is in conflict with the fundamental tax policy
precept that an income tax should tax only taxpayers
with true economic gain.

* It is driven principally by the desire for tax revenue
while in direct conflict with current policy favoring
regulatory and solvency goals.
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* The proposal would inhibit capital growth and new
capital formation -- an internal conflict within the
proposal itself.

* The proposal makes the Internal Revenue Code more
complex and compliance more costly and complicated, in
contrast to its purported goals of simplification.

The Congress should not presume that the Administration

gave careful consideration to these conflicting public policy

goals.

The one business that all business needs

The property/casualty insurance industry is, truly, the one

business that all other business needs. It accepts and spreads

the risk of losses of all kinds -- automobile, fire, property

damage, legal liability, injuries to workers, many others --

and makes it possible for both large and small business to deal

with these risks in a practical, economical way. It gives them

certainty and enables them to plan for the future, thereby

promoting economic growth. If companies are unable to obtain

insurance, or if insurance is too expensive, they may have to

severely alter their methods of doing business. In some cases,

they may even be forced to close. These lamentable effects are

being seen even now in some lines of insurance where the

unpredictable expansion of legal liability has made some

businesses -- asbestos removers, many doctorsxand lawyers, some

daycare centers, some corporate directors and officers --

virtually uninsurable. Now the Administration's tax proposal

threatens to further restrict the property/casualty
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industry's financial strength at a time when, as we will show,

the industry is recovering from its worst fiscal performance in

history. Further hobbling the industry that supplies certainty

and risk protection for all American business is no way to

promote the economic growth we all need.

Current property/casualty tax and regulatory system

Our industry is taxed in virtually the same manner as is

every other American industry. Property/casualty companies,

like almost all other corporations, pay taxes upon their total

income (with the exception of income from tax-exempt securities

and 85% of stock dividends, investments that are available to

all corporations). The only significant difference in tax

treatment is that the Internal Revenue Code recognizes the

accounting system ("statutory accounting") required by the

National Association of Insurance Commissioners ("NAIC"), the

nationwide association of the state insurance regulators, for

tax accounting purposes. The primary goal of this system, as

of insurance regulation in general, is to protect the public by

making sure that insurers are able to pay their claims.

Statutory accounting recognizes that property/casualty

insurers, unlike other corporations, incur their costs after

they are paid for their services, and thus cannot know their

income until long after they are paid. Since most of an

insurer's liabilities are for claim payments and related

expenses, most of which are paid in later years, reserves

reflecting those liabilities must be established when

N



205

1
claims are reported to the company. These reserves, for an

insurer's ultimate liabilities, must be deducted from its gross

receipts in order to arrive at its true net income.

State insurance regulators require that these reserves be

established at their full values so that regulators, investors

and policyholders can-accurately determine an insurer's true

financial condition. Statutory accounting protects

policyholders and claimants by ensuring that, as of December 31

of each year, a property/casualty company has enough assets to

pay all claims against it if it were to go out of business

immediately. Reserving for losses at their full values is

essential to this process, because inadequate reserving

understates a company's loss costs and makes its

"policyholders' surplus", or net worth, and its\earnings appear

higher than they really are. Companies also base their pricing

decisions on loss reserves, and inadequate reserves contribute

to inadequate prices, the industry's major financial problem

today. Since loss reserves are a company's largest

liabilities, the-inaccuracy that underreserving brings makes it

1 Insurers also establish reserves for claims that, at the
end of a calendar year, have not been reported bi that
experience shows have been incurred during that calendar
year and will be reported later. These claims are called
incurred but not reported", and a company must be able to

reserve for them because the claims exist, are funded by
that calendar year's premiums and will have to be paid.
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much more difficult for regulators and even company managements

to assure that company financial statements are in fact

accurate and that companies will have the funds necessary to

respond to the claims they must pay. Our later discussion of

the specific Treasury and GAO proposals dealing with loss

reserve discounting will illustrate the added inaccuracies they

bring to the reserving process.

Congress recognized in 1921, and has continued to recognize

since, that statutory accounting is the proper accounting

system for tax purposes as well. If insurers are not allowed

to deduct losses when they are reported, they will be taxed on

income that does not yet exist, because that income must be

used to pay reported claims. Congress has also recognized the

wisdom in an accounting system that helps to guarantee insurer

solvency and, through it, the financial safety of personal and'

business policyholders and claimants. Therefore, Internal

Revenue Code Section 832 incorporates statutory accounting

principles into the Code for property/casualty companies,

perpetuating a system that has taxed insurers on their true

income, as other corporations are taxed, and protected

policyholders and claimants for the past 60 years.
2

2 The Treasury and the GAO argue that the property/casualty
industry is undertaxed. To the extent this may appear to
be true, it is largely because the industry is a major
institutional investor in tax-exempt state and municipal
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Current industry financial condition

Property/casualty insurers are in the throes of the worst

financial slump in the history of a very cyclical industry. In

1984, the industry suffered a pre-tax operating loss of nearly

$3.7 billion.3 Policyholders' surplus, in effect the
% 4

industry's net worth, declined by over $1.6 billion. The

results of 1984, the worst single year in the industry's

history, follow five years in which the industry has suffered

consistently increasing losses from the basic business of

insurance -- collecting premiums to pay for losses and

expenses. This period has featured extreme price competition

Footnote continued

bonds. As of 1983, property/casualty companies held
approximately 19% of all outstanding tax-exempt securities,
according to Salomon Brothers, Inc. s 1983 Prospects For
Financial Markets, p. 26. In holding and buying
tax-exempts, property/casualty companies of course accept a
lower pre-tax rate of return than they would receive if
fully invested in taxable obligations. In doing so they
are giving effect to the congressional judgment that public
policy justifies the lowering of borrowing costs for state
and local governments through the tax code. In doing so
they are also paying an implicit tax to the states and
local governments whose bonds they hold--just-as real as
the taxes paid directly to the Treasury--in the amount by
which their yield on tax-exempts is lower than their
pre-tax yield on taxable. This amount averaged $2.5
billion per year during 1979-1983, as shown in Appendix I.
Ti iimplicit tax goes directly to states and
municipalities in the form of lower borrowing costs.

3 Best's Advance Rating Reeorts, A.M. Best Company, Oldwick,
New Jersey, July 15, 1985, . .

4 Best's Advance Rating Reports, p. 1.
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among insurers, as many underpriced their business in the

search for cash that could be used %o earn investment income at

the high interest rates of the late '70s and early '80s. The

increasing and unpredictable new liabilities created by the

tort system have also accelerated the increase in losses, while

interest rates have decreased and the rise in investment income

has not kept pace with the companies' increasingly bad

underwriting results. In 1984, the industry's combined ratio

(losses plus expenses/premiums) was approximately 118 -- $1.18

incurred for losses and expenses for every $1 received in

premiums. The $21.3 billion underwriting loss this produced

overwhelmed the approximately $17.7 billion in investment

income the industry' received. 5 These massive losses drove 20

companies into insolvency last year and left many insurers,

including some large ones, in severely weakened financial

condition. Although many companies are now beginning to charge

higher premiums that are more in line with loss costs,

particularly for commercial business, the results for 1985 have

so far been little better than for 1984. The industry may not

return to profitability until 1986. Since the amount of

business companies may safely write is expressed as a ratio of

5 Best's Advance Rating Reports, p. 1
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premiums/policyholders' surplus, 1984's $1.6 billion surplus

loss has reduced the industry's ability to write new business.

1985 results are unlikely to increase that capacity, at a time

when the Insurance Services Office estimates that the demand

for insurance will exceed by, $62 billion the amount that

insurers will be able to write during the years 1985-1987.6

It is at this time that the Treasury proposes to deplete the

industry's financial capabilities with its series of

ill-advised proposals. •

With this as the background, we will now turn to a

discussion of the specific Administration and GAO proposals.

II. "Qualified Reserve Account" loss reserve discounting

The centerpiece of the Administration's property/casualty

tax proposals is the "Qualified Reserve Account" ("QRA") loss

reserve discounting concept. Indeed, it should be; for the

harm that QRA would do to the property/casualty industry and

the U.S. economy dwarfs the effects of the Administration's

other insurance proposals:

6 The Coming Capacity Shortage, Insurance Services Office,
Inc', February, 1985, p. 5.

7 Although it is not explicitly stated in either Treasury I
or the Administration's proposal, we assume that QRA would
also apply to loss adjustment expense reserves, which are
reserves for future expenses incurred in the adjustment of
losses that have already occurred.
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QRA is a technically-flawed concept that ignores the

real-world complications of loss reserving.

Anyone would agree that an income tax that

imposes tax liability when a taxpayer has no income is

an absurd and unjust tax. The QRA proposal, however,

does exactly this, while it ignores the many reasons

why property/casualty loss reserves should not be

discounted. A closer look will show why.

a. Discounting of loss reserves is unwise.

"Discounting" loss reserves is a

mechanism for recognizing the time value of money

with respect to loss reserve deductions. The

idea is that, since many claims are paid in a

later taxable year than the year in which they

are incurred, the reserve deduction in the first

taxable year should be reduced to the amount

which, when combined with the investment income

earned on the reserve until the claim is paid,
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will be enough to pay the claim. This is the

basis of the GAO's discounting proposal, which

(unlike QRA) discounts loss reserves by the

pre-tax rate of investment return on those

reserves and then (also unlike QRA) shelters the

investment income earned in the following years

so the reserve can build up to an amount

sufficient to pay the underlying claim. It is

also part of the theoretical underpinning of QRA.

There are two major problems with

applying this theoretical construct to the real

world of property/casualty insurance operations.

First, discounting makes reserves unacceptably

inaccurate because it adds two additional

variables, that cannot be estimated accurately,

to the reserving process. Loss reserving is a

process of sophisticated estimation, in which

many factors, such as magnitude of injury,

inflation, changes in the law, likelihood of

litigation and other factors must be projected

years into the future in order to arrive at the

estimated ultimate amount of the claim. Even

with the greae reserving experience and expertise
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that insurers currently possess, the Insurance

Services Office estimated thai property/casualty

reserves at the end of 1982 were over 10%

inadequate.8 Discounting adds two new variables:

1) the correct discount rate, which is the

future rate of investment return on

discounted reserves, and

2) the correct claim payment rate, the future

rate at which discounted claims will be paid.

These factors simply cannot be known at the time

discounted reserves are established. And discounting,

which by its nature involves reducing the amount of a

loss reserve, is likely to cause even greater

underreserving. Given the critical need of insurers,

regulators and the public for accurate and adequate

loss reserves (see pp. 5-6 above), a system such as

discounting that guarantees greater inaccuracy is bad

public policy.

8 Remarks of Daniel J. McNamara at the Thirteenth Annual
Meeting of the Insurance Services Office, Inc., January 10,
1984. 1
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Second, discounting results in the taxation of

anticipated income. By discounting a loss reserve,

the investment income on that reserve is taxed before

the company ever receives it. If a company incurs a

$100 loss at the end of taxable year 1 that is

discounted to $90 because it will not be paid until

the end of taxable year 2, the company is taxed upon

$10 of investment income in taxable year 1 that it

will not receive until taxable year 2. This is an

unjust result, and one that should not be enshrined in

the Code.

b. QRA goes even further than discounting -- it taxes

nonexistent income.

Treasury representatives have stated adamantly

that QRA is not discounting, because there is no

requirement that a company's initial reserve be

discounted. In a sense, they are right -- the

economic result of QRA is the equivalent of denying

insurers the right to deduct loss reserves at all. In

effect, QRA puts property/casualty insurers on the

- cash basis of discounting.9 That is the intent of

its drafters.

9 It is interesting to note that Chapter 8.03 of the
President's proposal would require most large corporations
to reject the cash of accounting for the accrual gasis, in
order to more accurately measure income. Property/casua Ty
statutory accounting is in most respects similar to the
accrual basis. See The President's Tax Proposal to the
Congressl._pp. 212-21W.
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If a company is fortunate enough to establish a

perfectly-discounted reserve under QRA -- estimating

the correct (after-tax) discount rate and the correct

claim payout rate, as well as getting the amount of

the claim exactly right -- its discounted deduction

will be the only one it will ever get, because

additions to the reserve are not deductible. Thus an

insurer that sets up a correctly-discounted initial

reserve to pay a $100 claim will never get a full $100

in deductions. And since QRA is designed to produce

economically equivalent results no matter whether a

reserve is established and no matter what the amount

of the initial reserve is, the economic effect will be

that no insurer will ever get a full deduction for its

loss reserves. This unfair result is not even

theoretically correct, for QRA produces situations in

which insurers with no or negative economic income pay

tax. A recent paper by the American Academy of

Actuaries illustrates this point (Appendix III, p. 2):

"Consider a single policy written under the
following circumstances:

" A $100.00 loss will be paid after two
years.

0 There are no expenses.
" The taxable interest rate is 10%.
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Suppose the company prices the policy so that it
exactly breaks even. It charges-a premium of:
$100.00 divided by (1.10)' - $82.64

Under this policy, the company achieves no
economic ain. The full investment incoie at 10%
is required along with the premium, to discharge
the $100.00 obligation. Under such
circumstances, it is reasonable to argue that no
income tax should be paid. However, the
Administration's proposal would impose a tax in
this situation. "lv (emphasis added)

It should also be noted that the company in this example

would not be allowed by QRA to raise enough investment income

to pay the claim. Certainly, an income tax proposal that taxes

companies when they have no economic income and denies them the

ability to raise enough revenue to pay their claims is

theoretically unfair as well as unconscionable in the real

world.

10 QRA would impose a tax of $4.05 in this situation, as
shown below:

Current law QRA
Income

P emium $ 82.64 $ 82.64
Investment income 17.36 17.36
Gross income 100.00 100.00

Deductions
Actual losses 100.00 100.00
Deductible losses 100.00 87.84

Real economic income 0 0

Taxable income 0 12.16

Tax (33%) 0 '4.05

After-tax income 0 (4.05)

The initial QRA reserve deductiblee losses in the QRA column)
is $100 divided by (1.067)' - $87.84, which is the loss
discounted by the 6.7% after-tax rate of return over two years.



216

c. Property/casualty and life reserves are very

different.

Treasury again demonstrates its lack of

knowledge of our industry when it analogizes from

the discounting of life insurance reserves to

argue that property/casualty reserves should be

discounted. Although both bear the name

"insurance", they are very different businesses.

Reserves on whole life policies are set when a

policy is sold, before any claim arises.

Actuarial mortality and morbidity tables give a

very high degree of predictability to life

insurance losses, and investment income is

explicitly relied upon to build reserves.

Property/casualty companies, in contrast, do not

establish reserves until a claim is reported to

them (except for "incurred but not reported"

reserves, see p. 5, footnote 1), the correct

amounts of reserves and claim payment rates are

far less predictable and reserves are not built

up with investment iQcome. QRA shows the extent

to which Treasury has confused the two

businesses, and the GAO's analysis is subject to

the same misconceptions.
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2. QRA will greatly increase the cost of insurance. QRA

would impose a massive and unsupportable tax increase

upon the property/casualty industry. Indeed, this may

be a rare area where the Treasury's revenue estimators

undershot their mark. While Treasury I estimates 11

that QRA would raise some $14.7 billion over five

years, ranging from $1.8 billion in 1986 to $3.4

billion in 1990, the Administration's estimate 12 is

that its slightly-revised proposal would raise only

$5.6 billion over five years. The Joint Committee on

Taxation's estimate was $5.5 billion.13  It should

be noted, however, that the predicted revenue rises

steeply from $100 million in 1986 to $2.4 billion in

1990 ($0 to $2.3 billion in the Joint Committee's

estimates). It is extremely interesting that all of

the estimates of the revenue raised in the fifth year

are closed, and the trend of all of them is straight

up. A study by Robert A. Bailey, vice president of

11 Tax Reform for Fairness. Simplicity and Economic
Growth, Vo, 1, U.S. Department of the Treasury,
NoVember, 1984, p. 250.

12 The President's Tax Proposals to the Congress for
Fairness, Growth and Simplicity, May 29, 1985, p. 457.

13 Estimates of President's Tax Reform Proposal, Joint
Committee on Taxation, July 25, 1985.
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the Property/Casualty Division of the A.M. Best Company

(attached as Appendix II) concluded that QRA would have

produced $4.8 billion in increased tax liability in 1983,

even with a 33% corporate rate. The industry's net pre-tax

operating income for that year was, interestingly enough,

$2.7 billion.14 Most of the internal studies in the

property/casualty industry are predicting tax increases

caused by QRA of $3-5 billion per year. Tax increases of

this magnitude would likely, over a two-to-three year

period, overwhelm the large net operating loss

carryforwards that the industry currently has due to its

poor recent financial results. Despite these very real

losses, QRA will make its bite felt very quickly.

It is clear that tax revenue increases of this size

will require companies to increase premiums signficantly

just to compensate for the effects of QRA. The Bailey

study (using the current 46% tax rate) estimates the

following rate increases, produced solely by QRA:

All lines 11%

Medical malpractice 32%

General liability 24%

Workers compensation 15%

14 19854A Critical Year, Insurance Services Office, Inc.,
and National Association of Independent Insurers, May,
1985, p. 14.
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Joseph W. Levin, vice president and actuary at

Employers Reinsurance Corp., has made the following similar

estimates (Appendix III, p. 3):

33% . 46%

tax rate tax rate

Auto liability 7.5% 15.1%

General liability 15.2% 32.6%

Medical malpractice 17.1% 31.8%

Workers compensation 10.6% 20.5%

All lines 8.0% 17.2%

These increases would be added to the large increases

insurers are implementing in these lines just to begin to

underwrite insurance again on an economically sound basis

-- increases of 50-100% in many cases. 15  It can also be

seen that the QRA-produced increases are greatest in the

business-lines of insurance. Many of these extra costs

will surely be passed through to consumers- in price

increases of goods and services as a "hidden tax". And

they will make it much more difficqa2uIt American business

to do business.

15 Industry premium writings increased by 17.42% in the
first six months of 1985, including increases of 58%
for other liability, 42% for medical malpractice, and
31% for commercial multiple peril. Best s Insurance
Management Reports, Property/Casualty, Release No. 19,
A.M. Best Company, Oldwick, N.J., September 2, 1985.
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3. QRA will reduce the availability of insurance. The tax

increases imposed by QRA will come directly out of the

industry's capital and surplus. Regulators (and company

managements) use a company's ratio of premiums/surplus to

judge how much business a company can safely write. When a

company's premium/surplus ratio becomes as high as 3:1,

regulators generally become concerned -- indeed, that is

one of the 11 tests in the NAIC's "early warning" financial

testing system, designed to help regulators determine as

early as possible when a company may be getting into

financial trouble. With 1984's $1.6 billion surplus

decrease, the industry's premium/surplus ratio increased

from approximately 1.7:1 to approximately 1.9:1. Since

many companies are implementing large premium increases in

an attempt to return to realistic underwriting, the

industry's premium/surplus ratio may continue to increase

in 1985. Many individual companies are already near or

over the 3:1 mark now, and more are likely to be close at

the end of 1985. QRA's removal of $3-5 billion per year

from industry surplus will push premium/surplus ratios even

higher, and deprive the industry of the capacity it needs

to satisfy the public's need for property/casualty coverage.

This decrease in the industry's capacity to write

insurance would come at a time when societal changes,
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particularly the explosion of litigation, are making

insurers much less able to insure certain risks. The

unpredictable expansion of theories of legal liability, the

Judicial tendency to expand policy language to provide

coverage in situations where coverage was never intended,

and recent dramatic increases in the cost of providing

legal defenses to policyholders have imposed costs upon

insurers for which they were never able to collect

premiums. The response of many companies has been to stop

or reduce their writings in the lines most affected by

these developments. The result is that many doctors are

now unable to obtain adequate medical malpractice coverage,

many lawyers are finding legal malpractice insurance

unaffordable or unavailable, and many asbestos removers,

day care center operators and businesses that need general

liability and directors and officers coverage are

experiencing difficulty in securing coverage. The lines

that are most affected by these societal and legal

developments -- medical malpractice, general liability,

other business coverages -- are the lines that QRA will

affect the most because of the relatively long time that it

takes for these claims to develop and be paid. QRA will

simply make some difficult coverages unavailable, and deny

insurance protection to many American businesses and

professionals.

55-629 0-86--8
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4. QRA encourages non-insurance of risks. One of the explicit

principles behind QRA is that tax law ought not to favor

insurance of risks over non-insurance. This novel precept

apparently holds that there is no societal value in

encouraging individuals and businesses to pool their risks

so that they can receive certainty in place of uncertainty

and make sure that the general public will be compensated

for the losses caused by those who pool their risks. In

fact, the economic effect of QRA is, and is designed to be,

to deny insurers the ability to deduct reserves for the

losses they must pay. QRA is designed to put

property/casualty insurers, in effect, on the cash basis of

accounting for losses, just as are those who do not insure

(sometimes incorrectly called self-insurers). 16 This

does not "level the playing field" between insurers and

non-insurers; it puts insurers at a significant

disadvantage. Property/casualty insurers are very closely

regulated by the states -- non-insurers are not. Insurers

must meet stringent capital and surplus

16 So-called "self-insurers" are not that at all. It is
impossible to "self-insure", because insurance
requires the transfer and spreading of risk from a
single person or entity to several unrelated persons
or entities. See Helvering v. LeGierse, 312 U.S. 532
(1941). "Self-insurers" are really non-insurers --
persons who have chosen to bear their own losses and
to bet that they will be able to make them good.
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requirements to write business in any state -- non-insurers

generally do not. Insurers are required by state law to

establish loss reserves -- non-insurers are not. Finally,

property/casualty companies must participate in guaranty

funds that pay policyholders and claimants of insolvent

insurance companies. Non-insurers are under no obligation

to satisfy claimants of fellow non-insurers that become

bankrupt -- claimants that may be paid, if at all, under

the bankruptcy laws, at the rate of a few cents on the

dollar.

It is unsound social policy to discourage a private

system that promotes economic security and stability and

ensures that innocent claimants are paid for their injuries

and to encourage a system that leaves those claimants to

the tender mercies, delays and percentages of the

bankruptcy courts. If these costs are not met by private

industry, the Government will come under great pressure to

meet them. It is also unwise to promote non-insurance

while the great bulk of American business, especially small

business, does not have the size or expertise to manage its

own risks. Yet that is exactly what the Treasury is

proposing.

5. QRA will disadvantage American insurers in foreign

competition. Property/casualty insurance is an

international business. The price increases and
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administrative expenses QRA will generate, both in direct

insurance and reinsurance, will hurt American companies

both in competition for U.S. and foreign risks. Many

foreign companies write excess and surplus insurance on

U.S. risks without having a sufficient presence in the U.S;

to subject them to American tax law. Much reinsurance is

also ceded to foreign reinsurers by U.S. direct insurers.

Those foreign reinsurers are again not subject to U.S.

income taxes.17 Thus, many foreign insurers will not be

affected by QRA, while American companies will be. The

effect will be particularly severe in the case of

reinsurance, which is peculiarly international in nature.

Recent testimony of the Reinsurance Association of America
18 indicates that QRA would cause a net $9.8 billion

outflow from the American reinsurers into the foreign

market. With the entire

17 Insurance ofU.S. risks by foreign insurers and
reinsurance ceded by U.S. insurers to foreign
reinsurers is subject to a U.S. excise tax, 4% for
direct insurance and 1% for reinsurance. I.R.C.
Section 4371. But many tax treaties, including the
one with Great Britain, where the largest proportion
of U.S. risks are reinsured, exempt the foreign
country's insurers and reinsurers from the tax.

18 Statement of the Reinsurance Association of America
before the House Ways and Means Committee, July 19,
1985, Property & Casualty Taxation, p. 25 and AppendixD, p. B-41.
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American economy under extreme pressure from foreign

competition, with the U.S. becoming a debtor nation overall

for the first time, this is hardly the time to enact a

proposal that will further harm American business. Here,

too, American jobs are at stake.

6. QRA threatens the basis of insurer solvency and state

regulation. Since the enactment of the McCarran-Ferguson

Act in 1945, Congress has rightly recognized that the

business of insurance should be regulated primarily by the

states. The fundamental principle of state regulation has

always been to protect policyholders and claimants by

ensuring that insurers remain able to meet their ultimate

obligations. The cornerstone of this policy has been

statutory accounting, with its conservative emphasis upon

ensuring that a company can at all times pay all

outstanding claims from it s assets if it stops writing

business. The most important statutory accounting

practice, as mentioned earlier, is reserving for losses at

their full values.

Although Treasury claims that QRA will have no effect

on statutory accounting, it again ignores common sense.

QRA will uncouple statutory accounting from the Internal

Revenue Code. It will require insurers to maintain two

different sets of reserves -- one for tax purposes and one

for regulatory and corporate use. Under QRA, statutory

accounting may be forced to include a deferred tax
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account to account for the future tax liabilities of

companies that choose to establish full initial reserves

under QRA to maximize cash flow, and pay more taxes later

when claims are paid.19 The amount in the deferred tax

account will be very difficult to predict, since companies

cannot know their future after-tax rates of return on

investment or their future claim payout rates. This

uncertainty will degrade the accuracy of all insurer

financial statements and reduce regulators' abilities to

ensure company solvency. If QRA loss reserves were ever to

be adopted for statutory accounting purposes as well,

accuracy, and the concomitant effectiveness of state

regulation (or any kind of regulation), will be greatly

reduced. The National Association of Insurance

Commiss oners has noted the dangers posed by QRA and has

recently adopted a resolution opposing

"any method of taxing insurers, such as the qualified
reserve account method, which would weaken the tax
laws' recognition of state statutory accounting rules
and their traditional methods of reservin or
policyholder benefits, claims and losses.920

1

19 This occurs because deferring taxes under QRA by
taking an initial deduction larger than an
accurately-discounted reserve causes the deferred
taxes to be paid with interest when the claim is paid.

20 Resolution of the National Association of Insurance
Commissioners, June 14, 1985. This position was
reemphasized in the testimony of Bruce Foudree, Iowa
Commissioner of Insurance, representing the NAIC
before the House Ways and Means Committee on July 19,
1985.
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Finally, the massive tax increase imposed by QRA

is one that the industry simply cannot bear at this time.

A number of companies, small and large, are in very poor

financial condition due to the industry's current results.

The tax impact of QRA, which can impose an "income" tax

when companies are actually losing money, could force some

of these companies into insolvency and consign others to a

much longer and greatly troubled convalescence. For over

60 years, the Internal Revenue Code and the Congress have

shared with the states their concern for protecting the

general public by assuring the safety and soundness of

insurers. Now, after a year in which the industry lost

$3.7 billion, the Treasury argues that safety and soundness

are of no concern to the tax code.

7. QRA will be very complex to administer. The General

Accounting Office opposes the QRA concept, and a primary

21reason is its inherent complexity. QRA requires

establishment of individual QRA accounts for each line of

business for each policy year. Insurers keep records on an

accident year basis (which groups claims according to the

year in which claims are incurred), rather than a policy

y.ar basis (which groups claims according to the year in

which the underlying policies were written). The

21 Congress Should Consider Changing Federal Income
Taxation of the Property Casualty insurance Inustr,
Report to the Chairman, Committee on Finance, United

States Senate, by the Comptroller General of the
United States, March 25, 1985, pp. 28-29.
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transition will be very expensive, especially for

small companies with limited resources. The American

Academy of-Actuaries report excerpted in Appendix III

also estimates that companies would eventually be

required to keep over 100 individual QRA

accounts. 22 Again, this level of complexity will be

much more difficult for small companies, many of which

do not employ actuaries. QRA is certainly not "tax

simplification", nor do we believe it is reform.

8. ORA will be detrimental to small business. Small

businesses must be able to obtain insurance. They do

not have the size, the diversification of risks or the

expertise to go without insurance, as some larger

corporations feel they can. QRA affects most the

business coverages they need, raising their cost and

reducing their availability. It will also have a

devastating effect on small insurers, which provide

the bulk of coverage for small businesses and

agriculture in America's rural areas.

22 Analysis of Qualified Reserve Account Tax Proposal,
American Academy of Actuaries, Committee on Property
and Liability Insurance Financial Reporting
Principles, July, 1985, p.II.C.2.

I
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9. Drafting legislation, technical corrections and

regulations will be extremely difficult. The

President's QRA proposal would require a great deal of

clarification if a company would ever try to put it

into practice. It is not clear, for example, how

significant liabilities such as loss adjustment

expense reserves and the unearned premium reserve

would be affected. Much would depend on technical

corrections and regulations, and the industry is still

waiting for some regulations from TEFRA in 1983. If a

general tax reform proposal is enacted, Treasury and

IRS staff will of course be swamped with regulations

projects. The industry cannot live with the kind of

uncertainty any delay in clarification here would

produce, and delay would be inevitable.

III.General Accountink Office loss reserve discounting

The GAO has advanced its own proposal for loss reserve

discounting.23 The prime differences between GAO

discounting and QRA are the following:

1. Insurers under GAO discounting would use their pre-tax

rate of investment return, rather than their after-tax

rate, to discount their initial reserves.

23 Congress Should Consider Changing Federal Income
Taxation of the Property/Casualty Insurance Industry,
pp. 9-22.
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2. GAO discounting allows deductions for investment

income earned on and added to reserves in subsequent

taxable years, so that the company eventually gets a

delayed, but full, deduction.

GAO discounting is a milder assault on the

property/casualty industry than is QRA, but it suffers from

many of the same flaws.

1. Discounting of loss reserves is inappropriate.

This'has been fully discussed earlier,
24

yet some points should be reiterated. GAO discounting

will make loss reserves considerably less accurate

than they are now, because it requires correct

calculation both of future claim settlement rates and

the actual amounts of future claim payments. Although

the discount rate used in calculating the initial

reserve is a moving average of the last five years'

rates of return, additions to the reserve depend on

future years' rates of return, which ara fed into the

- moving average. Since these cannot be known in

advance, more inaccuracy will be added here. GAO

discounting also taxes anticipated income, because it

taxes investment income before it is received.

24 See pp. 10-13 above.
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Nowhere in the Code is income that has not yet been

either accrued or received considered to be taxable

income, and this novel notion should not be

incorporated into our tax law.

2. GAO discounting will damage solvency regulation.

As shown earlier,25 any discounting system

seriously threatens state regulation for solvency.

GAO discounting will uncouple statutory accounting

from the Code, just as QRA does, and the NAIC's

condemnation of QRA applies equally to all forms of

discounting. 26  If GAO discounting is ever adopted

for statutory accounting purposes it will have the

same detrimental effect on the regulators' ability to

preserve company solvency. It will also encourage

company underreserving, the single largest cause of

insolvency.

3. GAO discounting will be extremely complex.

There is nothing simple about this process.

Computation of loss reserves will be complicated, with

two new variables (claim settlement rate and discount

25 See pp. 25-27 above.

26 Resolution of the National Association of Insurance
Commissioners, see p. 26 above.
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rate) added. A new set of books for federal income

tax accounting will have to be kept. And the expense

to companies and the Internal Revenue Service in the

auditing of returns will increase enormously. It is

difficult enough now for companies and revenue agents

to agree on loss reserve audits when all that is being

examined is the reasonableness of a company's

estimates of actual losses. The IRS would now have

two more variables to audit, with a concomitant

increase in expense and time.

4. GAO is uncertain about how much revenue it will raise.

The GAO estimates that its proposal would have

raised $485-613 million in revenue in 1982. Yet, it

cautions that these figures "should not be viewed as a

projection of actual .Jmmediate yield to the Treasury"

because:

(1) higher premiums caused by tax increases

would give business policyholders greater

deductions;

(2) insurers would almost certainly invest in

tax-exempt investments to a greater degree;

and
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(3) much of the increase would be absorbed by

net operating loss carryforwards.
2 7

The uncertain amount of tax revenue that might be

raised is certainly not worth the practical

dislocations and costs to companies, the government

and the general public that GAO discounting would

cause.

IV. Taxation of mutual policyholder dividends

The President's proposal would reduce the deduction

for policyholder dividends allowed to mutual

property/casualty companies in a manner similar-to the way

in which the deduction for policyholder dividends allowed

mutual life insurance companies is reduced under current

law. 28 All segments of the industry, both stock and

mutual, agree that such an approach is totally

inappropriate for mutual property/casualty companies, and

demonstrates the Treasury's continuing failure to recognize

the fundamental differences between life and

property/casualty insurance. A policyholder dividend is a

27 Congress Should Consider Changing Federal Income
Taxation Of The Property/Casualty Insurance Industry,
pp. 17-19.

28 The President's Tax Proposals to the Congress, p. 278.
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return payment to a policyholder by an insurer of premiums

that are unnecessary to pay losses and expenses. Since all

the company is doing is returning unnecessary premiums, it

may deduct policyholder dividends from gross income

(generally premiums and investment income) for federal tax

purposes. Stockholder dividends, of course, are paid only

by stock companies and represent the return on a

stockholder's investment in the company. Both stock and

mutual companies pay policyholder dividends--each segment

of the industry paid about $1.1 billion in 1983.

Because mutual companies have no stockholders and

their policyholders elect the directors that run the

companies, however, the Treasury believes that a portion of

the policyholder dividends that mutual insurers pay ii a

return on investment, similar to stockholder dividends.

This is measurable, Treasury believes, by the difference in

return on equity ("ROE") between mutual and stock

companies. In the life industry, stock companies have

traditionally had a higher ROE than do mutuals. This

difference is deemed by Section 809 of the Code to

represent a return on mutual policyholders' "investments"

in their companies, and is used to reduce the deduction for

policyholder dividends. This tax, adopted in 1984, is a

new tax on all mutual life insurers, because this so-called
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"ownership differential" between stock and mutual life insurers

is deducted from reserves if a company doesn't pay enough

policyholder dividends. Despite the tremendous differences

between property/casualty insurers and life insurers, the

Administration proposal seeks to expand the 1984 law in some

unspecified way to mutual property/casualty insurers.

1. What does the Treasury want?

It is entirely unclear in the President's proposal how

Section 809 would be expanded to mutual property/casualty

companies. Treasury has not contended that after-tax ROE

is different between mutuals and stocks in the

property/casualty industry. In fact, Treasury has not

pointed to anything that would indicate any possibility of

mutual "investment return" paid to policyholders in this

industry, except for the barefaced allegation that the

problem exists. It is very difficult to respond to such a

vague allegation.
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2. Treasury has again ignored the essential differences

between the property/casualty and life industries.

Section 809 was the result of a political

decision by the Congress that mutual life insurers

ought to pay 55% of the industry's taxes. Mutual life

companies write the preponderance of the life

industry's business.29 This concern about "segment

balance", an important cause of Section 809, has no

place in the property/casualty industry, where stock

companies write the great majority of the business and

have alleged no competitive inequity. More

fundamentally, life and property/casualty policyholder

dividends are different. State law generally requires

mutual life companies to write participating

contracts, in which policyholder dividends are

required. Stock life insurers generally do not write

such contracts. In contrast, stock and mutual

property/casualty companies pay essentially the same

amount of policyholder dividends by segment, and

29 General Explanation of the Revenue Provisions of the
Deficit Reduction Act of 1984 (H.R 4170 98th
Congress; Public Law 98-369), Joint Commttee on
Taxation, December 31, 1984, pp. 612-613.
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nearly 65% of the dividends are paid in one line --

workers compensation. If all mutual policyholders are

entitled to investment return, why do only the workers

compensation policyholders get it?

3. Property/casualty insurance is protection, not an

investment.

Treasury has missed another fundamental

difference between life and property/casualty

insurance -- there is no investment aspect to a

property/casualty policy. Policyholders buy auto,

fire, homeowners, and workers compensation coverage

for protection, not as an investment. Workers

compensation policyholders, who receive 65% of

property/casualty policyholder dividends, probably

comprise less than 5% of total property/casualty

policyholders. Most dividends paid to workers

compensation policyholders are currently computed on a

"sliding scale" or "loss sensitive" basis. In other

words, the lower the losses, the greater the

dividend. Clearly, these indicators do not reflect a

distribution of earnings to owners, but rather a

return of premium to those policyholders who can

significantly reduce losses by the implementation of

sound safety procedures.



238

4. A new tax on all mutual insurers.

This proposal is a new tax on all mutual

insurers, despite the Treasury's talk about a

"limitation" of the policyholder dividend

deduction by the amount of the "ownership

differential." Section 809 goes beyond the

reduction of policyholder dividends by actually

reducing the closing balance of a company's life

reserves where the differential earnings amount

exceeds the allowable policyholder dividend

deduction. Many mutual property/casualty

companies do not now and never have paid

policyholder dividends. Treasury has alleged no

justification for forcing such an insurer to

reduce its reserves in this fashion.

There has been no demonstration that the rate of

return on net worth is meaningfully different between stock

and mutual property/casualty insurers. Nor has there been

any demonstration that stock companies pay a

disproportionate share of property/casualty taxes. Any

effort to impose a tax similar to Section 809 on this

industry should be rejected.
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V. Abolition of the "protection against loss" account.

Congress created the Protection Against Loss ("PAL")

account in 1963 when it unified the tax system for stock

and mutual property/casualty companies. It recognized that

mutual companies, unlike stock copanies, cannot sell their

own stock to raise capital needed for growth and protection

against future catastrophic losses. The PAL account-was

created to help even the balance. The account essentially

allows mutual insurers to defer federal taxes on 1% of

incurred losses and 25% of underwriting income for five

years, at which time the deferred amount (except for half

of the 25% of underwriting income) is\ returned to taxable

income. If a company suffers tax losses in intervening

years, however, the losses must.be offset with amounts

carried in the PAL account. Because of the industry's

horrible financial results in recent years, most mutual

property/casualty companies no longer have PAL accounts,

because they have been exhausted to pay losses. Most of

those that still have PAL accounts tend to be small, more

profitable and payers of large amounts of taxes. The

Treasury and the General Accounting Office, and now the

President, think the PAL account should be eliminated.

This is wrong because:
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1. PAL has helped mutual companies to build the capital

necessary to protect them against unanticipated and

catastrophic losses. These companies do not have the

advantages of diversification of risks and great

geographic spread that larger companies have, and PAL

is especially valuable to them. They also provide the

bulk of insurance protection for rural America. PAL

also aids market entry by helping small mutual

companies to increase their premium writings without

putting unsafe pressures on their policyholders'

surplus, as shown in Appendix IV. PAL has helped them

to keep their premium/surplus ratios down while

increasing their market shares.

2. Elimination of PAL would raise very little revenue.

As mentioned above, in order to have a PAL account, a

company has to have underwriting income, which few

mutuals have had in recent years. As a result, few

companies have PAL accounts. Those that do tend to be

the small companies that need it most.

3. Congress' purpose in creating the PAL account has been

served. Both mutual and stock companies are united in

supporting the PAL account. Although Treasury and GAO

claim that PAL is inequitable to stocks, the stock

industry itself, refutes that argument.
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VI. Abolition of the small mutual company deductions and

exclusions.

Congress and the Internal Revenue Code have long

recognized the importance of the small mutual

property/casualty insurance companies, primarily farm

mutuals, that provide the major source of insurance

protection for America's farming communities. The most

important provisions in the Code specifically concerning

these companies, last revised in 1963, currently exempt

mutual companies with gross income of $150,000 per year or

less from federal taxation. Companies with gross income

exceeding $150,000 but not exceeding $500,000 may elect to

be taxed only on investment income. Other provisions lower

the tax rate on investment income of taxable income under

certain circumstances. The President's proposal would

eliminate these provisions, and is wrong for the following

reasons:

1. Farm mutual companies, limited to writing in one

country or contiguous countries, are the backbone of

insurance protection for agricultural America. Large,

multi-line companies tend to move into and out of farm

markets, but the farm mutuals are always there.

2. Farm mutuals face the competitive disadvantages of a

highly-geographically concentrated book of business,
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the unavailability of economies of scale and the lack

of ability to spread risks among large numbers of

policyholders, and high reinsurance costs. They also

need a lower ratio of premiums to surplus, to protect

against catastrophic losses, than larger companies

need.

3. The small mutual exclusions and exemptions, together

with the PAL account, enable farm mutuals to raise the

capital they need to protect American agriculture.

With the agricultural and rural economy under the

massive strains to which they are currently subject,

this is hardly the time to pull the rug out from under

their insurance protection.

VII. Taxation of workers compensation benefits

Although the Administration's proposal to tax

injured workers on their workers compensation benefits

is not a direct tax on property/casualty insurers, we

would like to comment on it as well. This proposal is

as ill-advised as the others we have commented upon,

for the following reasons:
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1. It is unfair to injured workers. It is unfair to

injured workers and their families to tax their

benefits, which are at most in any state 66-2/3%

of their pre-injury wages, and out of which

attorney's fees and other expenses must be paid,

at the time that they need them more than ever.

The National Council of Compensation Insurers has

estimated that an injured worker with a spouse

and one child would lose, on the average, 14% of

his or her indemnity benefits -- approximately 9%

of total benefits--from federal taxation

alone.30 Since most states with income taxes

are linked with the Gode, the loss of indemnity

benefits caused by federal, state and local taxes

would be 19% -- a loss of 12% of total

benefits.31 Many states already take income

tax withholding into account in reducing their

benefits, and this further slash is simply

unconscionable. It is also unfair that, while

Treasury would tax compensation benefits, another

person with the same injury suffered outside work

30 Taxation of Workers Compensation Benefits, National
Council on Compensation Insurance, June, 1985, p. 3.

31 Taxation of Workers Compensation Benefits, p. 4.
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would pay no tax on any of the tort benefits

received, tort benefits for which a compensation

beneficiary cannot sue.

2. It will increase the costs of American business.

States will be strongly pressured to increase

their benefit levels. NCCI figures show that a

15% rate increase would be needed by insurers to

provide the same benefits.32 Rate increases

must be approved in most states by the insurance

commissioner. If they are not approved,

companies may leave the workers compensation

market. Since tort plaintiffs are not taxed on

personal injury recoveries, attacks on the

exclusiveness of the workers compensation system

will be exacerbated, further increasing the costs

of the system. At a time of unprecedented trade

deficits, it is hardly advisable to increase the

cost of doing business in the United States, yet

this is exactly the effect of this proposal.

32 Taxation of Workers Compensation Benefits, p. 4
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3. The states which can respond quickly to changing

local conditions, are best qualified to determine'

the appropriateness of benefit levels. The

Treasury's proposal attempts to alter them by

federal tax policy, a peculiarly inappropriate

tool. No allowance is made, for example, for

those states that calculate benefit levels on an

after-tax basis. The states, not the federal

government, are best equipped to determine what

is fair for their workers and what incentives

will induce injured employees to return to their

jobs.

IX. Conclusion

The Administration and GAO proposals bring many

intolerable consequences in their wake, and exhibit their

fundamental misunderstanding of the insurance industry.

Those who value a strong American economy and the financial

protection that the property/casualty industry provides

should reject their proposals.



APPENDIX I

IMPLICIT TAX PAID BY INVESTING IN NONTAXABLES
(DOLLARS IN MILLIONS)

YEAR

1983
1982
1981
1980
1979

NONTAXABLE
ASSETS

$86,668
$86,968
$83,917
$79,994
$72,113

NONTAXABLE
NONTAXABLE INVESTMENT

YIELD INCOME

4.9%
4.7%
4.5%
4.1%
3.7%

$4,216
$4,082
$3,763
$3,267
$2,642

TAXABLE
YIELD

7.8%
8.0%
7.9%
7.1%
7.0%

INVESTMENT
INCOME AT

TAXABLE
YIELD

$6,747
$6,982
$6,651
$5,711
$5,045

IMPLICIT
TAX PAID

(INVESTMENT
INCOME

LOST)

$2,532
$2,900
$2,887
$2,444
$2,403

Original research from Alliance of American Insurers Research Department, using data from Corporation SourceBook of Statistics of Income, U.S. Department of the Treasury, Internal Revenue Service, various years, and
Aggregates and Averages, A. M. Best Company, Oldwick, New Jersey, various years. I

Ail
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The Effect of the Treasury's Tax Reform
Proposals on the Property/Casualty Industry

A/nch has beeni unitr concerning the Treasiury Departmit's
proposals to restrict, by disco iting estitatedfuiure losses to
prejeit iale, the aitount of fiads that insurers can place in
tax fte reserves. Toted by the Treasury as a iiu) to recognize
the titne i ahie of ioney and to eliminate unfair adiuntrage over
self-insurers. th-se tax proposals have been roundly criticized
by propery/casualty industry spoiestnen as underiini both
the philosophical and financial footings of the industry.

Until now. little has been published on the eulent of the poten-
tial daiiage to insurers in dollars and cents or to outine the

full ramifications to the itidiual insurer, the insurance con-
suter, tihe insurance industry and the U.S. economy should
these tat proposals become parr of the law ofthe land. In ihis
article, Robert A. Bailey. ice-President of the Properiy/Casual-
) flii vision ofthe A.M Best Compa). follows a line of analysLi

that desctibes the negai'e.ffecs1aumch laiws tould have on a
business already reeling from a period of declining returns.

Throughout this pqpr, QRA means Qualified Reserve Account
and is defined as an insurer's esdtinated amount of loss reserves.
discounted to present iaate at the after-tax yield on the com-
pony's hilesttients.

Premise: If the Treasury's proposals for "Qualified Reserve Accounts" (QRAs) were adopted without any
other change In federal tax la%,* the increase in federal taxes on the U.S. property/casualtyinsurance In-
dustry Is estimated to be equivalent to 8% of earned premiums each year. To compensate for lost Income,
Increases In premiums, varying by line of business, sould be required. Such premium Increases are estimated
at 32% for medical malpractice, 24% for general liability 16 for workers' compensation and relsurance-
an overall average rise of 11% for the industry.

How the Proposed QRA Metlhod of Taxing Propery/Casualty
Insurers Would Work

If the Treasury's proposed lax laws were enacted, an insurer
would be required to establish a QRA for each line of business
for each policy year. receiving a deduction from taxable income
only for the discounted present value of the estimate of future
losses. Loss payments would be deducted from the QRA and
consequently would not generate a deduction from taxable in.
come unless the QRA is exhausted and could not be used to
offset the loss payment. Each QRA would be increased annually
by a percentage equal to the after-tax rate otreturn actually earn-
ed by the company on its investments during that year. These
additions to QRAs from investment income would not be deduc-
tible from taxable income.

The company would be free to use any method to estimate
and discount its loss reserves but would be limited to a max-
imum initial QRA equal to premiums earned less sales and ad.
ministrative expenses incurred and less policyholder dividends
incurred.t The Treasury would not need to be concerned if the
initial QRA was excessive, since the excess amount, together
with the annual Increases from the after-tax investment return
would be added to taxable income when the QRA is closed out.
Since any difference between the initial loss estimate and future

losses would be adjusted for interest, the present value of the
difference would not be affected. Consequently, the segrega-
tion of QRAs by line of business would be administrative only
and would have no bearing on the present value of the QRA's
effect on taxes.

To estimate the potential effect of the proposed QRA method
of tax reform, it will be assumed that every company will sea
up the maximum QRA in order to minimize dependence on cas-
ryback provisions of the tax code (due to limitations on these
eareyhucks).

Effect of Treasury's QRA Proposal
The immediate effect of the QRA method would be an in-

crease in taxable underwriting income equal to the difference
between incurred losses .on an undiscounted basis and incurred
losses discounted at each insurer's after-tax Investment yield.
This is actuarially equivalent to the difference In taxable income
figured on a paid basis versus an incurred basis. The difference
in both cases is equal to the present value of the interest on the
loss reserve for the average length of time the loss reserve i
outstanding, which Is in turn equivalent to the discount on the
loss reserve. For the industry as a vhole,

(counthued)

Ra,.-t No. I
ApOi I. 19t5 r-!F _LIA
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rot all lincs of luvness cobmed. he gr:ife 1c. gth ftne
des,.cn the dite that losc, ire inurred and the a. he .re

paid is about ivko yeirs The average aftr.tav, ire of rourt;
on in% cstmcns is bout 6" flicrefore. the cffce I of lho QPA
.ould be an in.rease in taixilc income oif about 12 o if vi or-
red losses.

For the indusir) as a Ahole. the average ritio for un.l.iriing

erpenoes and di idends to prei nurs is about 30", leav ing 70%
of premiums for ihc present value of loses and loss adjus;ntrlnt
expenses. Consequently. the increase in table income would
be 12% ot 70%, or about 8.4% of premiums. Assuming the
current tax rate of_46%. the increasee in taxes xould be 46%
of 8.4%, or approximately 4% of preiurs for all lines of
business combined (f the general corporate tax rate aere reduc-
ed to 33% the tax increase ivould be about 37, of premiums.)

If the initial QRA is too high or too low, the correction is
deferred. but with interest. If the insurer and its affiliates are
no in a taxable position and have enough lax loss carr forwards
to cover the additional taxable income, the additional tax would
be deferred vkithout interest. But the addition to taxable income
would be so substantial, especially in the case of the commer-
cial lines carriers, that reduction in the effective tax rate would
be relatively small due to deferral, at least after the new basis
has been in effect for a )ear or two.

The 12% increase in taxable income should ef.
fectisely accrue for each year regardless of nuc-
luating undervsriting results, even though It may
take several )ears until the full tax Increase ef-
fect emerges. The effects of the QRA proposal
on Industry taxation for two highly contrasting
,ears-1983 and 1979- are compared below:

In 1983, the industry aggregate incurred losses and loss ad-
justment expenses for accident year 198,3 were $88.2 billion
(S87.4 bdlion for all accidenil -ears combined). Premiums earn-
ed less underwriting expenses incurred and dividends to
policyholders incurred equaled S73.6 billion. If a QRA of $73.6
billion had replaced the undiscounted incurred losses of 588.2
billion, the increase in taxable-income %%ould have been $14.6
billion, and at a corporate tax rate of 46% the increase in tves
would have been $6.7 billion, ignoring the effect of tax loss
carryforwards. (At a tax rate of 33%. the tax increase would
be S4.8 billion.) Since $14.6 billion is more than 12% of $88.2
billion (it is 16.6% of $88.2 billion), the QRA for 1983 may
have been deficient. That deficiency, with interest, would have
emerged in subsequent years. Therefore, the present value of
the ultimate tax.raising effect of the QRA method on 1983 is
probably about $10.6 billion (12 5 of S88.2 billion) of taxable
income and $4.9 billion in taxes ($3.5 billion in taxe. at a tax
rate of 33%).

n9 I iiho ,ii, Jr, ,. , I A "i

,he un !.c,',, il.d !o , Ivc.urVC, vO t.", t t, ,, ;i lit , . iiiiu
havec been 7ero But sich a QRA vketlil Lave b cn excessive,
a'id le ccvsv, , th inicti .t iiou!d h . : entu ill I cI) n rclceas.
cd inn tax z llc income, Tctefire. hIi r."ict value of lI~e
ulh. ito QRA proposal ould ,ill b. 2 'c of cvpcoid lovc'

(n l i;wl ! h) the tax rate), .von th, .. h sc.-ral ears ao ld
elie bcrie !he full tax iro m,.,c crfcct vold Lmerge.

fthe QRA ptuopoval is in cfstcI not income tax
retfr but rather a "prt rnium" tai, lite effect
of s hlich radic-aln) differs according to tach tine
of business trith its characlsri.e",lc pattern of loss
reserves. The average premium lax rould be
equivalent to 41% of premiums for all lines-as
much as 14% ftor medical malpractice.

The scenarios that follow below show how insurers would
be liable for taxes that have little relation to actual economic
income:

i If a company operated at an economic gain of zero before
taxes using the full investment income to offset underwriting
losses based on undiscounted loss reserves, and ifall its ir,vest-
ment income were taxable interest, the effect of the QRA method
would be to subject all of the investment income to tax. This
would result in a substantial tax even though economic income
was nil and would cause a net loss after taxes. In *his case,
a tax vsould be Imposed even though no economic Incom,
evlsted.

a Ira company operated so that its economic gain was equal
to the tax on its taxable investment income, using its invest-
ment income after taxes to offset the underwriting losses based
on undiscounted loss reserves, the effect of the QRA method
would be to impose a tax equal to 100% of the truth economic
gain of the carrier, resulting in net income after taxes of zero.

.In this case the effectIse tax rate should be 100%.
- Ifa company operated with an economic gain before taxes

that exceeded the tax that would be imposed solely on its in-
vestment income, the QRA method would impose a tax equal
to normal tax rates on the true economic gain reduced by tax-
exempt investment income, plus an additional tax on the dis-
count on loss reserves figured at the after tax yield on
Ins estments.

In summary, the QRA proposal is not an income tax reform.
It is a "premium" tax that varies by line of business according
to the relative amount of loss reserves generated by each line
of business. This federal premium tax is coordinated with the
inccime rax so that any' tax loss carryforward generated by the
income tax can be applied against the premium tax, but the
premium tax is not a deduction from taxable income for
calculating the income tax. The average premium tax would be
equivalent to approximately 4% of premiums for the overall
industry. 14% for medical malpractice insurance, 9% for
general liability and 6'% for workers' compensation and rein-

Lit 'A 1, 1 '1A1 VA 1 '0 10 llfllrll
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,uaornte atim.ung no change in the totpt:tie tax rate).
Thcs prcium axes -nould not be recognized in deterutin-

ing income %ubjcct to income tax. To provide for a new premium
tax of 14% on ndical malpractice. premium rates would need
to be incrcaed about 325 to produce the .anic profit margins
as at preent The 32q increase would cover the 14% premium
tax; 6% for additional commissions, tate premium taxes and
other o.crhead expcnres, and an additional 12% to cover in-
come taxes (at a 46% rate) on the 26' addition to taxable in-
come. Similarly. worl,ers" compention rates Aould havce to
be increased about 15, to cover the esticated 6% new premium
tax: 4% for additional commissions, state preomturn taxes and
overhead, and 5 ,, for income taxes on the II '2 addition to tax-
able income. 0 0

How the QRA Proponal Would Impact tre hisurocire Indus.
try and Urinatel) the U.S. Ecorromy

Premiums charged insureds by the proper-
t)lcasu3lt3 industry i would need to be increased
approinalel) I I1 anruall% to corer the increase.
ed raves and additional expenses.

_..cause insurers would probably be unwilling or unable to
operate itiih a reduction in after-tax net income in an amount
equal to 4 % ofpremiums, competition would force an increase
in premiums sufficienr to male up the difference.The increase
in income would lead to an increase in income taxes beyond
the tax increase generated by the QRA method. At the present
corporae tax rate of 46%. the additional increase in caxes would
be almost 4%. Therefore, the full effect of the QRA method,
if there is no concurrent corporate tax reduction, would be an
increase in federal taxes equivalent to 8% of premiums each
year. half from the QRA itself and half from the increase in
taxable income necessary to provide 4% of premi-ams for the
QRA after taxes. To provide on additional 8% of premiums for
taxes -would require an increase in premiums of more than 8%
-,approximately I I %) to cover additional expenses.

This Increase In taxes and the subsequent
necessary increase In premiums charged insured
should make it impossible for the long-tailed lines
of business to compete effectively, squeezing
tV i out of the U.S. Insurance market.

The effect of these new premium taxes and associated rises
in other expenses and income taxes 6ould force most of the
long tailed lines of business out of the U.S. insurance market.
This would be especially mac of medical malpractice, commer-
cial liability, workers' compensation arid reinsurance. Such lines
would be forced to go offshore where lower tax burdens would
make it possible to keep premium rates competitive. These lines
of insurance would take with them vast amounts of financial
assets, adversely affecting the U.S. balance of payments and
the general economy, as well as the U.S. insurance industry.

The propcrty/cairil) industry's traditional,
cottursalise pattern of in,,tonicnt could be
altered.

The QRA proposal would create strong financial incitives
ftcr oucrs to p/lce their investments in non-income produc-
ing investments like growth common stocks. If an insurer's
after-rax return on its innvetmcnis were zero, it would not have
to discount Io, rescrses and would have no increase in taxes
from the QRA method. A shift into tow yield equities and out
of fired income securities would have further negative effects
on the securities markets and on the financial stability of the
insurance industry.

Stale and local gosernroents could find It more
difficult to finance needed projects if the insur-
ance industry% nnilhdrev fror .nrtstment In tax
exempt bonds.

Tax reform via the QRA methol could eliminate any incen-
tive for the propcry/casualty insure , -e industryy to invest in tx
exempt bonds, vinee the higher after-tax yield of tax exempt
bonds would produce a corresponding increase in federal taxes.
The QRA method would make the effective after-tax yield vir-
tually the same for both taxable and tax exempt bonds. Tax-
able bonds would be favored because, in addition to having the
same after-tax yield, they would provide a much greater yield
in the event that underwriting losses eliminated the tax on in-
vestment income. The disappearance of the vast assets of the
property/casualty insurance industry from the market for tax
exempt securities would have significant-effects on the cost
of financing state and local governments and on the tax exempt
yields obtainable by other investors.

Miat the Treasury's QRA Tax Reform Proposal Overlooks
About The Basic Nature of the In;urance Industry

Insurance Is a business: To disallow tax deduction for
future losses at the time of contract disregards a sound busi-
ness tenet that strives to minimize future risk by quantifying
it and preparing financially for it today. To force a business
into an uncompetitive stance by such a disallowance is to ig-
nore the fact that insurance, like any business, mqsi make money
to justify its corporate eiistence.

* Insurance provides security against risk and uncertain-
ly: To place financial penalties on the accumulation of funds
in advance to assure payment for accidents and catastrophes ig-
nores the value of the securilrthat insurance provides.

e Tre value o Insurance is In reducing the cost of risk
and uncertainty: To impose a burden on the insurance industry
in proportion to the'relatlive risk of each line of insurance and
its characteristic length of time between payment of premium
and payment of loss results in significantly higher cost of risk

irontinuidi
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to insurcds. This counicriciS one of the fundimenial purposes
of insurance, which is to reduce the cost of risk to the insured
in a fIrme enterprise society.

9 The U.S insurance industry competes In an open-ended
%itrld market: To place substantial tax burdens on U.S. in.
surfers that exceed those imposed in other countries ignores the
fact that U.S. insurers must keep a strong financial footing in
order to maintain their position in an increasingly competitive
world insurance market.
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QRAs Analyzed -
Consensus: Unfair to Insurers and Policyholders

17th Congress nualing progress
touardadoptiqt of tome fon of tax re-
form, possibly before the end df the
year. imtch attention is being focused
on the several provisions uhich sill af-
fect the business of insurate. For the
propery/casualty side of the business
the proposal getting most attention is
the QRA (Qualified Reserve Account),
ishich ould dentypic insurers thefree-
(fotl to accutuulate resenes on a fully
tax-free basis.

7he folloting are three commtetarfes
on the QRA proposals, each looking at
the raniffications fora a slightly dif-
ferent tienpoint. Each of the three con-
tributors concedes that adoption of a
QRA provision In a new inconte tax law
iould be unfair to the insurance indus-
sty and its customers, the policyholders.

"...not equivalent to dis-
counting.. .equivalent to
cash accounting."
(excerpts from a report to the American
Academy of Actuaries by its Commit-
tee on Financial Reporting Principles.
for presentation to Congress)

Highlights of the Proposal

Deductions for unpaid losses and
unearned premium (for tax purposes)
would be computed under the "Quali-
fled Reserve Account" (QRA) method.
A QRA would be established by line of
business and policy year. It Is intended
that the initial QRA. established at the
time the policy is written, be equal to
the present value of estimated claims.
discounted at the estimated after tax rate
of return. (However. there will be no
formal litnitations on the method ued
to establish QRAs beyond a limitation

that the initial QRA cannot exceed stat-
t.tory ?euerves.)

The QRA would replace the unearned
premium and loss reserves. Essential-
ly, the QRA can be viewed as a "policy
reserve," covering boh the unearned
premium and loss reserve liabilities.

Each QRA established by the com-
pany would be increased annually by
the company's actual after-tax invest-
ntent rate of return on total assets.
However. no additional deduction
would be allowed for these increases.
Companies would pay their claims

and reduce their QRA accordingly. If
the QRA were exhausted by claim pay-
ments, the excess payments would he
fully deductible when paid. If, after all
claims were paid, any funds were left
in the QRA, these funds would be re-
leased and included in taxable income
at that time.

A company would be permitted to
strengthen its QRA reserves if the com-
pany could "show by objective factors"
that its reserves were inadequate. A
deduction would be given for these
additions.

The after-tax rate of return used to
compute QRA additions is calculated
by:

ltu tneunama Wti4d TavE.m!mp tinm)
- T ts Akuiu t Om uti twnn e
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To obtain the numerator, i company
would apply the appropriate tax rate to
each category of investment (taxable in-
vestments, dividends, tax-exempts,
etc.) and deduct the total indicated tax
from total investment income. Nominal
tax rates would be used in this calcula-
tion. regardless of the actual taxes final-
ly paid by the company.

QRAs would not exist indefinitely.

Rules would be established limiting the
maximum life of the QRA. depending
on the line of business. At that point.
the QRA remaining would be released
to income. Subsequent claims, if any,
would be deductible when paid.

The QRA proposal would apply to A
& H reserves of life companies, as well
as property/casualty companies.

The QRA approach would be ap-
plied to policy years 1986 and sub-
sequent. Priorayears would ran off
(somehow) under current tax proce-
dures.

Public Policy Issues

The administration's tax proposals
are intended to promote fairness,
growth, and simplicity. It is the stated
intent of the proposals to eliminate, to
the fullest extent possible, the use of the
tax laws to promote public policy ob-
jectives.

In the context of propertylcasualcy in-
surers this premise is reflected, through
the QRA proposal, in an effort to
achieve some parity between insured
and uninsured losses. In general, non-
insurance companies are not permitted
to deduct estimated losses until those
losses properly meet the "all events"
test. This test imposes on non-insuranon
companies something'very close to cash
accounting. The QRA proposal has es-
sentially the same effect on proper-
ty/casualty insurers. It is not within the
scope of this review to discuss the ap'
propriateness of the administration's
objective either generally or specifically
as it relates to the QRA proposal for
propertylcasualty insurers; ror is it
within the scope to evaluate the objec-
tions that are being raised to the QRA

tcstinued



252

ALST S MrrsURArrCC MA.NA,LMLNI RLIORTS

proposal ||owcvcr, arguments are be-
ing made against the administration's
proposal on various grounds. For ex.
ample, it is argued that the industry
can't afford additional taxation at this
time. It has been suggested that the pro-
posal will make domestic insurance un-
competitive with foreign insurance,
thereby forcing business currently writ-
ten domestically to move offshore.

Opponents of the QRA proposal have
argued that it will create an actual
disincentive to the insuring of risk, with
accompanying adverse social and eco-
nomic consequences. Funhermore,
they argue that the QRA proposal will
not succeed in putting property/casual-
ty insurers on the same fooling as non-
insurers. They point out, for example,
that non-insurers are not required to pay
any state premium taxes, thereby giv-
ing non-insurers a built-in -cost ad.
vantage over insurers. Similarly, prop-
erry/casualty insurers will still not be
allowed to fully consolidate with life in-
surers for tax purposes.

Most of the arguments, pro and con,
address public policy issues, or the tax
and economic costs of implementation.
Since these arguments are clearly an
important part of the debate, they have
been briefly outlined.

The Key Issue

Fundamentally, the underlying tax
issue can be reduced to very simple
terms illustrated by means of an exam-
pie: consider a single policy written
under the following circumstances:

& A S100 loss will be paid after two
years.

" There are no expenses.
a The taxable interest rate is 10%.
Suppose the company prices ste pol-

icy so that it exactly breaks even. It
charges a premium of: $100.00 +
(1.10)2 - $82.64

Under this policy the company
achieves no economic gain. The full in-
vestment income at 10% is required,
along with the premium, to discharge
the $100 obligation. Under such cir-
cumstances it is reasonable to argue that
no income tax should be paid.

||owcvcr, the administration's pro-
posal would impose a tax in this shua-
lion. The argument wou:d be that an in-
ditxduol taxpayer would be required
under current tax law to pay taxes on
the interest income during the two year
holding period.

To put the property/casualty industry
on the same rooting, it also should pay
taxes on the interest income. The ad-
ministration's argument would be that
the present value of the $100 obligation
using the after-tax rate is the
economically neutral premium. In our
example, this premium is (assuming a
33% tax rate): $100.00 + (1.067)2 -
$87.84

It should be seen that, like the key
issue confronting the life insurance in-
dustry, the issue confronting the proper-
tylcasualty industry reduces to the ques-
tion of the tax treatment of the internal
build-up of lttterest income.

Comparing the $82.64 premium
computed at the pre-tax rate with the
$87.84 premium computed at the after-
tax rate, it is being argued by the Tren-
sury that the higher price represents the
"no income" alternative.

Summary of Key Observations

-Based on our analysis...we would
draw the following key conclusions:

& The QRA Method is not equivalent
to discounting. It goes much further
than previous tax reform proposals. Un-
der certain assumptions the QRA Meth-
od is equivalent to cash accounting.
While this is true in very simple cases.
when more complicated examples are
considered, the equivalence to cash ac-
counting is lost.

o The QRA proposal does not re-
quire that reserves be discounted. Un-
der the proposal, companies could con-
tinue to set reserves on an undiscounted
basis. These reserves would grow with
interest, in theory becoming redundant.
The release of this redundancy would
be a taxable event. However, the pro-
posa does encourage discounting by
imposing penalties for "over-reserv-
ing'" in some cases.

a The QRA proposal has the appear-

ancc of imposing taxes on tax-cxempt
income. This is a subtle, but logical,
corollary to the Treasury's position on
internal build-up of interest income.
The tax-certpt iticrest income is not
taxable directly uncer QRA. Ilowever,
the underei riling profit" thai results
from the present value of the insurance
cash flow discounted at the tax-exempt
rate is taxable.

0 Under current tax law the tradition-
al investment strategy is to invest in tax-
able investments itan amount sufficient
to offset underwriting losses, with the
balance of investments in tax-exempts,
(This assumes that the after-tax yield on
taxables is lower than the yield on tax-
exempts.) Under the Treasury proposal
there will no longer be large underwrit-
ing losses, as the underwriting result In
essentially calculated on a present val-
ue. rather than a nominal value, basis.
In the absenceof these underwriting
losses the industry will probably find it
desirable to shift back out of taxable in-
vestments and return to an investment
policy that concentrates on tax-exempt
investments.

"..will eliminate reserves;
is hostile to private insur-
ance ... a
(comments by Robert A. Bailey, vice
president, A.M. Best Company)

The Treasury's tax poposals for prop-
erty/casualty insurers-particularly the
QRA provision-will raise taxes on in-
surers substantially. But far more
threatening in the long run than the tax
increase will be the displacement of a
private domestic insurance market in
!commercial lines and- reinsurance.

The tax impact will be greatest on
long-tailed lines. I estimate the premi-
um increase necessary to maintain pro-
sent after-tax margins will be about
32% for medical malpractice, 24% for
general liability, and 15% for workers'
compensation and reinsurance. These
increases are based on a corporate ta&
rate of 46%. If the corporate rate is
reduced, the increases required would
also be reduced, but they would still be
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substantial. Increases of any significant
size will substantially accelerate the
trend toward reinsuring greater propor-
tions of U S. business with offshore
reinsurers.

In addition, medical malpractice and
workers' compensation will move. in
my opinion, toward monopolistic state
funds. A state with a monopolistic state
fund could provide the same benefits at
less than half thecost of neighboring
states that rely on private insurance.
The state fund would have three advan-
tages-no taxes, no reserves for unpaid
claims, and no actuaries to estimate
what the reserves and rates should be.
The state funds would operate on a cash
basis-the same basis that underlies the
Treasury tax proposals.

The aspect of the Treasury 0I propos-
al most fundamentally in opposition to
basic insurance principles is its clearly

stated objective to tax an insurer on the
same basis as if it did no carry any
reserves for unpaid claims. The result,
if enacted, will he to eliminate reserves.
And because private insurance cannot
operate without reserves, private in-
surance will be replaced with alter-
natives that either eliminate the reserves
or move them offshore where they are
recognized as necessary for the business
of insurance. Treasury U is fundamen-
tally hostile to private insurance.

... the industry would
have to Increase rates
8%..."

(Results of formulas and calculations
created and performed by Joseph W.
Levin. vice president and actuary,
Employers Reinsurance Corp. Mr.
Levin determined payout factors from

- industry Schedules O and P, applied an-
nual interest rates, determined expense
ratios and calculated percentage in-
creases in premiums needed to offset
loss of income arising from the QRA
proposal. By major line of business, the
following table shows rates of premium
increases needed to maintain present
margins, assuming an annual after-tax
investment income rate of 6% on
investment.)

at 3A3% at 46%
Line of Business tan rat* tan rate
Auto Liability 7.5% 15.1%
General Liability 15.2% 32.e%
Medical Malpractice 17.1% 31.8%
Workers'
Compensation 10.6% 20.5%
Total - all tines 8.0% 17.2%

Reproduced with permission of A. M. Best Company

55-629 0-86--9
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Alliance of American Insurers
ATr : Richard efferan
1501 Woodfield Road, Suite 400 West
Schaumburg, IL 60195-4980

Dear lr. Hefferan:

It is my understanding chat the general Accounting Office has taken the position
chat the Protection Against Loss Account. known in the industry as the PAL Account

should be removed as part of a prgram to raise additional federal income tax
revenue from the property and casualty insurance industry. In my opinion this
would be a terrible mistake, and quite detrimental to the small, growing property
and casualty Insurance companies. I'll use Church Mutual as an example. but I
believe the principle applies to most of the smaller, well managed companies in
the industry.

First of all, I have an observation which I would like to share with you. I
eleve you will find, upon studying the issue, that those companies which have

active PAL Accounts, are currently paying substantial federal income taxes. As
you can see frcm my attached chart, our relatively small company has Incurred

10.,271,675 in federal income taxes since 1971, when I became associlted with the
company. The PAL Account has allowed us to defer an additional $1,315,000
(cumulative) in taxes during this period. If it is the intent of Congress to
obtain additional tax revenues from the insurance industry, it seems to me that
its attention should be focused not on the companies who.are already paying

substantial taxes, but rather on those which are not.

The PAL Account has definitely been of great assistance to Church Mutual in the
past twelve years. Our company specializes in insuring churches and other religil,'s
properties, and we have had a good rate of growth. Attached for your information Is
an exhibit illustrating the growth of the Church Hutual PAL Account since 1971 and
through 1983. 1 have also Included columns for direct premiums written. policyholder
surplus and federal taxes incurred. Next to the PAL Account I have indicated the
amount of that account as a percentage of policyholders surplus. I recognize that
the Protection Against Loss Account is a liability and has nothing to do with surplus..
except that the chart shows that we as a company have been able to defer substantial
taxes during this period and that such deferral, each year. ranged between 4.7 and
6.8 percent of our policyholder surplus. The dollars in the PAL Account are Invested
by the company and contribute to surplus gains. 'I put'the direct premium figures
in to illustrate that there were a number of years when our surplus increase did
not track with our inirease in direct premiums written, especially in the early years
when we were growing faster. In 1973, for example, our premium grew 15.12 and our*
surplus only 6.2Z. In 1974, the premium growth was 13.62 and surplus growth onlyA
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2.5%. In 1976, premium grew 32.92 and surplus 22Z. In 1977, the figures were
34.4Z and 22.72 respectively. As you well know, an insurance company can get
itself in financial trouble rather quickly if it grows too fast. Having the
additional cushion of the PAL Account to guard against ca.tastrdphe during this
period of high growth was especially helpful.

As you know, a mutual insurance company cannot go to the equity market to
raise capital as can a ztock company. The deferral of federal income taxes
in our PAL Account helped support our rapid growth during the mid 1970's.

The Protection Against Loss Account, for us, has provided us with additional
security and allowed us additional investment income to apply towards surplus
growth during these years when -e were expanding rapidly.

Mr. Hefferan, I have one additional observation. It is my belief that the PAL
Account is especially important to the small, growing mutual insurance companies.
To eliminate the account for thea would raise little revenue, but might Jeopardize
their security, and certainly could inhibit their growth. This, I believe,
would be counter-productive to anything Congress might be trying to accomplish
in the area of revenue enhancement.

I trust that this letter will clearly explain the need for the retention of
the PAL Account, at least for small to medium sized property and casualty ""
insurance companies, but, should you have any additional questions, Mr. Hefferan,
please do not hesitate to contact me.

Sincerely yours.

Dieter R. Nickel
President

DHN/11
Attachment: PAL Exhibit
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The CHAIRMN. Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, I will address Mr. Osborne and

Mr. Mitchell primarily. Under current law, we have a small prop-
erty and casualty company provision. And under both the Presi-
dent's proposal and the Ways and Means' proposal, that would be
repealed. As I understand the history of that provision, those ex-
emptions-mutuals less than $150,000 and so forth-were put into
the law because of the relative Jack of availability to insurance in
rural areas. Is that correct so far?

Mr. OSBORNE. Yes, Senator, that's correct.
Senator HEINZ. To what extent is that still a problem? And to

what extent was that provision to be agreed upon by everybody?
Would it create a lack of insurance in rural areas?

Mr. OSBORNE. Senator Heinz, that provision went into the code
in, I think, 1962, as I referred in my previous testimony. One of the
problems in the farm community today is the availability of insur-
ance. I might speak to that in our own geographical area because
we've had quite a few of the larger companies close their Portland
offices or down staff them significantly. And I don't mean that they
pull out of the State, but for economies they centralized. But it
does and is bringing an increased pressure on the local companies,
such as ours and these small companies, who today are the only
markets available. My concern is that the elimination of them, of
this exemption, would further restrict the market.

I did say in my testimony, however, that realistically that was a
1962 figure, and when yov look at the inflation rate, of course, that
hasn't been adjusted since that time.

The answer to your question, availability is critical, and this ex-
emption is necessary if these people are going to compete. Many of
these people are in one county or contiguous counties and some op-
erate just in a township. I know companies with $175,000 of premi-
um. That's hard to imagine. But that's for their policyholders in
that area. And catastrophe is a big problem to those companies be-
cause of that concentration.

Does that answer your question, sir?
Senator HEINZ. Yes.
Mr. Mitchell.
Mr. MITCHELL. Yes, Senator, I would add that in Pennsylvania,

in the Commonwealth of Pennsylvania, there are many com anies
of that very nature that operate within a township, within a
county, that do an excellent job. They know all of their policyhold-
ers by their first name, which our company has about 500,000 pol-
icyholders and I certainly don't intend to ever try that. But those
companies do an excellent job of insuring their neighbors. And I
have not heard of any of the larger companies that for competition
reasons feel that they should be put out of business.

Senator HEINZ. But if we repealed the 1962 provision, what
would happen?

Mr. MITCHELL. They would suffer. They would suffer from a sur-
plus point of view. And they must maintain, like any insurance
company, $3 in premium to $1 in surplus. If they exceed that, if
they write more premium, or if their surplus drops as a result of
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further taxation, then their availability is going to dry up. They
are not going to be 'able to -insure as much as they do at the
present time.

Senator HEINZ. Obviously, in general, but in specific terms,
would that happen? Do they have healthy surpluses or not?

Mr. MITCHELL. Many of them have healthy surpluses, yes. But
they are not-they do not have surplus surplus. [Laughter.]

Mr. OSBORNE. That could be said of many of us. [Laughter.]
They are extremely fragile and susceptible to catastrophe losses

that could just totally wipe them out.
Senator HEINZ. Mr. Nutter, do you have anything to add?
Mr. NUTTER. Just an additional comment. The National Associa-

tion of Insurance Commissioners supervises and watches the finan-
cial statements of insurance companies. I think at this time the
NAIC a record number, over 400 companies, that are on its watch
list because of concern about solvency. An additional tax that
would come directly out of is going to certainly accelerate that con-
cern.

Senator HEINZ. Thank you.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Mr. Mitchell or Mr. Nutter, either one, can

you tell me what the effective tax rate was for the typical property
and casualty company last year?

Mr. Nu TER. I'm not sure there is a typical property/casualty in-
surance company.

Senator BENTSEN. Well, there is a median, so if you would give
me that please. The industry must have that.

Mr. NUTrER. I'm sure that we can supply that for the record.
Senator BENTSEN. Mr. Mitchell, do you have it?
Mr. MITCHELL. I think I'm getting it, Senator.
Senator BENTSEN. All right, while you are looking for that, then,

let me ask you the next question, Mr. Nutter. You mentioned in
your statement about the substantial losses in the property and
casualty companies last year. And I recognize that. On the other
hand, I'm advised that in most instances the investment income
did very well and more than covered the losses. Is that correct or
not?

Mr. NUTTER. Mr. Bentsen, generally that has been true, but in
1984 investment income did not cover the underwriting losses and
was deficient in the neighborhood of $4 billion in 1984 alone. But
generally that has been true over a long period of time.

Senator BENTSEN. Four billion. So you do have that figure.
Mr. NUTTER. My recollection is that the underwriting losses for

the industry were $21 billion and the investment income was sev-
enteen point something billion dollars.

I also notice from my notes, Mr. Bentsen, that the effective tax
rate as a percentage of economic income for the industry, including
tax-exempt income, was 15 to 22 percent over the period 1962 to
1982.

Senator BENTSEN. Fifteen to twenty-two percent.
Mr. NUTTER. That's correct.
Senator BEN:8EN. Now give me the parameters of how you iden-

tified-that again. I want to be sure.
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Mr. NUTTER. Obviously, that would include taxes paid, but it
would also include consideration for the lost income that the indus-
trj bears by its heavy investment in tax-exempt obligations. In
other words, it takes into consideration the tax implications of the
industry's investment in tax-exempt municipal and State obliga-
tions.

Senator BENTSEN. You have so many numbers thrown at us here
that I find it's important that we know what they base those num-
bers on because we can come up with very different answers.

Now when we get to this question of discounting, those people
that are promoting discounting say that the issue is simply that if
you don't have to pay the claim until sometime in the future, you
can invest those premiums and earn interest until the claim is
paid. And then they make the argument that if we impose dis-
counting on property and casualty reserves, those that are arguing
against it say the premium prices will have to go up.

Now how do you respond to the argument of the Treasury that
discounting is a more correct tax treatment; that customers would
be paying the real cost of insurance;- not some lower cost that is
subsidized by an incorrect tax treatment?

Mr. NUTTER. Mr. Bentsen, if you are addressing that to me, the
treatment of property/casualty reserves reflects a conservative ac-
counting philosophy built into the regulatory system for insurance
companies. It is a liquidating philosophy, if you will. The reserves
are set up to pay, as Mr. Mitchell said, known claims. It is done in
order to protect the policyholder and ensure that the funds are set
aside for that purpose. There is no question that the industry in-
vests the reserves to earn investment income during that period,
but it's also true that the value of claims will increase overtime
after that claim is filed.

Senator BENTSEN. Well, some of the problems we have seen in
the last year or two in financial institutions give me a great deal of
concern. And as was stated a little earlier, just trying to extrapo-
late the last few years and conclude that's the trend for the future
sometimes doesn't give you the kind of cushion that's necessary in
meeting real disasters in the country. So I have a sympathy for
trying to err on the side of conservatism when it comes to securing
the financial stability of ar. institution.

Mr. NuTTER. Mr. Bentsen, if I could add to my comment. One of
the things the property/casualty industry has seen is a dramatic
evolution of theories of liability to which its policyholders, munici-
palities and businesses and individuals are subject. The reason the
industry has had a deficiency, in its reserves over this time is its
inability to assess the emerging, rapidly emerging, tort law. We
would strongly discourage discounting, which we think would make
it even more difficult to properly assess the company's true finan-
cial position.

Senator BENTSEN. Thank you.
The CHAIRMAN. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
I can understand your deep concern. I was wondering why the

White House is b - bent upon destroying an industry which should
be encouraged in every possible way. Did the industry, by chance,
refuse to insure the California White House property?. [Laughter.]
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Or insure the risk of horseback riding? [Laughter.] -
What do you suppose they have in mind when they make propos-

als such as you oppose?
Mr. OSBORNE. I think sometimes we've met the enemy and it's

us. But I think in the time that I've spent up here, Senator, talking
to staff, interfacing with Congress, one job that we really have to
do as an industry is education. I would have to say we are probably
the least understood of all major U.S. industries. And I think that's
a challenge. And I think that people look on us with a deep-pocket
theory that we've got all the money in the world, and we've got all
the big buildings. And that philosophy, and that philosophy of deep
pocket is simply not true because hopefully it will turn around. If
it doesn't, for many of us time is running out. And it's a very inter-
esting time to be ,in the business.

Senator MATSUNAGA. As I recall, in 1984 we provided for a 3-year
study of the insurance industry. It's only 1 year since. I think there
is so much misunderstanding of the insurance industry. I say this
as an insurance agent of many, many years ago.

On the QRA, Mr. Mitchell, you testified that in your view it
would tax property and casualty companies on amounts substan-
tially in excess of their economic income. Now as you know or you
should know, the-Ways and Means Committee has come up with an
amended proposal. I m not sure as to the particulars, but would
you care to comment on the Ways and Means proposal?

Mr. MITCHELL. Certainly. The Ways and Means options are some-
what like taking the worst of all worlds. They have selected one
from each column on the agenda. The 9RA by another name
known as "cash basis method of taxation' will start January 1,
1989. Tax-exempt interest on non-GAO bonds would become tax-
able to the extent of 15 percent, as well as dividend-received credit
on stock equities. There will be a limit in a property/casualty com-
pany using its net operating loss. There will be a limit on consoli-
dation with a parent company. And, finally, the part of what the
industry has proposed, they have thrown that in also, as I guess we
are giving you that plus.

Senator MATSUNAGA. The question is: Do you oppose the options
as proposed by Ways and Means as much as you do the President's
proposal?

Mr. MITCHELL. After careful study, even more.
Senator MATSUNAGA. Even more.
Mr. Nutter.
Mr. NuTmER. We also oppose the House Ways and Means Com-

mittee staff proposals.
Senator MATSUNAGA. Mr. Osborne.

Mr. OSBORNE. Yes, we oppose them.
Senator MATSUNAGA. I see.
Senator LONG. I want to ask a question, Mr. Chairman.
The CHAIRMAN. Sure.
Senator LONG. I was here when we passed the 1959 law-that

was under President Eisenhower. We passed a law which lasted a
long time. It lasted for 22 years. In 1982, TEFRA came along. The
Government needed money because it was running a huge deficit.
Senator Dole did a courageous thing as chairman of this committee
in meeting the charge to get some money back. We had cut taxes
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more than we could afford. At that time, it was proposed to raise
taxes on the insurance industry. The industry cooperated, partly
because it was suggested that if they did not cooperate, they were
likely to get hit even worse later.

A couple of years later we were still running a huge deficit and
another effort was made to raise money. We came up this deficit
reduction package. As I understand it, this item was considered at
that time and rejected.

But, again, the industry cooperated. The argument was that you
ought to cooperate because otherwise you might get something
worse next year. This is the third time and, if this thing should
pass, you will have had four different laws to work under-the
1959 law, the 1982 law, the 1984 law and then the 1986 law. Each
one is worse than the one before. Is that correct?

Mr. NUTTER. Mr. Long, much of what you have mentioned dealt
primarily with the life insurance industry. The property/casualty
industry did have some changes in those laws. But there is no ques-
tion that being revisited every year or 2 years for any industry
makes planning almost impossible.

Mr. MITCHELL. Senator, I would say, however, that your scenario
is appropriate at this time since through the House Ways azd
Means Committee staff, despite the fact that the industry does be-
lieve it is paying its fair share of taxes, the fact that revenue ha
not flooded into the Treasury is due to the fact that it has had 4 or
5 years of exceptional losses. However, despite the fact that we feel
we are paying our equitable share, we have been told in essence
that if you do not like Treasury's poison then you should probably
name your poison. As a result, the industry, all five trade associa-
tions, have agreed on an alternative to Treasury proposal, which
would raise the same amount of revenue over the next 5 years as
Treasury's proposal would raise. It is also a matter of reform of-the
Tax Code in that it answers a matching of agent or acquisition
cost, agent commission or acquisition cost, with premium income.
At the present time, statutory accounting of insurance companies
requires premiums to be taken into income as they are earned.
That being because if a policy is canceled, you must give the money
back. So it's a liability.

This alternative proposal that the industry is putting forward to
Ways and Means would say that 20 percent of the unearned premi-
um would be taken into taxable income. That would match the ac-
quisition cost or expense that is being taken. This would be a
reform, a substantial reform, from the present method of tax ac-
counting with respect to property/casualty companies, and would
produce the same amount of revenue.

Senator LONG. Thank you.
The CHAIRMAN. Mr. Osborne, sometimes it helps to get things in

perspective when you can use specific examples. Let s take your
company. How big is it?

Mr. OSBORNE. Our company, Mr. Chairman, writes about $60 mil-
lion. It has approximately $60 million in assets. And we operate in
the four Western States.

The CHAIRMAN. And how many employees do you have?
Mr. OSBORNE. We have about 350 employees, sir.
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The CHAIRMAN. So you are very typical of a small mutual proper-
ty and casualty company?

Mr. OSBORNE. That's correct.
The CHAIRMAN. Now with a company that small, you mentioned

in your testimony about the problem of extraordinary losses. What
do you do to cover those? Do you lay most of them off ahead of
time, reinsure them ahead of time, on the better safe than sorry
theory, or what?

Mr. OSBORNE. Well, if you will recall the October 12, 1962 wind-
storm which you are familiar with, those losses were covered under
catastrophe cover. So we, in effect, as an industry and as primary
company, go out and buy catastrophe coverage to cover our expo-
sures in the case of those extraordinary events, when they should
occur.

The CHAIRMAN. You buy it before. I assume that generally you
can't buy it afterwards.

Mr. OSBORNE. Oh, yes, we buy it before. And, yes, they buy it
before. And it might be of interest that catastrophes, wherever
they occur, will also have some effect in the rate we pay in the Pa-
cific Northwest.

The CHAIRMAN. Because everybody else is laying it off and you
are all being charged part of a catastrophic premium.

Mr. OSBORNE. That's correct.
The CHAIRMAN. If you all do that, then why are catastrophes par-

ticularly harmful to your company-or any other company so situat-
ed if you have reinsured it elsewhere?

Mr. OSBORNE. Well, I think the answer is we could probably sus-
tain a windstorm damage, depending on the severity. I can't imag-
ine at this:time any one worse than the one we experienced. The
one we probably fear in the West more than anything is the earth-
quake. And it was commented on earlier. You move that Mexican
earthquake up North and it would be very, very serious to many,
many companies.

The CHAIRMAN. When you say you "lay it off," do you lay off ev-
erything over a certain amount, and, therefore, whatever the catas-
trophe is, you are going to pay the first $1 million or $5 million
and the reinsurer is going to pay the other?

Mr. OSBORNE. When we write a homeowner policy, we will keep
approximately $100,000 of it. If it's a $300,000 home, we lay off the
additional $200,000 to a reinsurer.

The CHAIRMAN. Now do you do that policy-by-policy?
Mr. OSBORNE. Yes.
The CHAIRMAN. You do. OK.
Mr. OSBORNE. Well, it's done under treaty. In other words, it

covers all classes of business within the classification, yes.
We used to lay them off individually, Mr. Chairman, but we do it

overall by treaty now.
The CHAIRMAN. All right.
Now let me ask all three of you this question. Would it be possi-

ble to provide a rule that would limit the amount of tax-exempt in-
terest that the property/casualty companies can obtain so that at
least the profitable companies pay some money?-Because you know
what we are up against. We are forever being faced with the argu-
ment about companies that make money and pay no income taxes.
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And if there is anything that the public thinks of when they think
tax reform, it is individuals and companies that make great sala-
ries or have great incomes and they pay no taxes. Is there anything
that could be drafted that in your judgment would be acceptable
and fair?

I will start with you Jim.
Mr. OSBORNE. When we look at the tax-exempt situation, I think

probably as an industry we have more of the municipal bonds than
probably any other. I think back 6 months ago, about 28 percent
held by the GNP. That was a provision by Congress. And as an in-
dustry, we are not doing anything different than any other indus-
try when they take in that income.

What we are saying at that point is that is sheltered income.
And I would have serious reservations about using any of those
moneys to create additional income.

Let me come back real quick to another point. We do put money
back into the system. For example, last year the companies paid to
the States $4 billion of premium tax which in our home State, sir,
represents about the fourth largest source of income. So we take
that and we shelter it like everybody else. But when it comes back
the other way, I think we do our share.

The CHAIRMAN. But as far as you are concerned on the tax ex-
empts right now, you don't see any way we could structure the law
that would somehow-I'm not sure how-require taxes of at least
profitable companies on that issue.

Mr. NUTTER. Mr. Chairman, if I could comment on that. The in-
dustry addressed that question in the context of the House Ways
and Means Committee hearings and discussions with staff and
members there. And the concern was that you single out one seg-
ment of the property/casualty industry for tax vis-a-vis others that
would not be taxed. Therefore, we developed a proposal that Mr.
Mitchell referred to to address the concern that we recognize the
Congress has about the need to raise revenue in the context of this
reform package. And what we have put forward does, in fact, meet
the revenue target that was set in the President's tax reform pack-
age, and does not detrimentally affect one segment of the industry
over another segment of the industry.

The CHAIRMAN. All right, now, Mr. Mitchell, tell me again how it
does that.

Mr. MITCHELL. It will take into taxable income 20 percent of the
unearned premium of any policy as it is wrtten, usually done, of
course, at the end of the year when you compile your records.

The CHAIRMAN. Say that again.
Mr. MITCHELL. Twenty percent.
The CHAIRMAN. Say the whole sentence again.
Mr. MITCHELL. It will take into taxable income 20 percent of the

unearned premium of a policy. At the present time under the
present tax law, which follows statutory accounting, only the
amount of the premium on a policy that is earned is considered to
be taxable income. The amount that is unearned, that is, for the
term that has not yet occurred, is not taxable. For example if a
policy is written for 12 months on July 1 and will expire until June
30th of the following year. In that calendar year, only 6 months of
that premium has been earned, because only 6 months has expired.
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This will take into taxable income, 20 percent of the unearned
amount.

The CHAIRMAN. Unearned premium.
Mr. MITCHELL. Which equates to what the average acquisition

cost is 20 percent for the industry. The industry has been criticized
that it takes as expenses its acquisition costs, which it pays up
front, but does not match it with all of the income coming from the
policy. And this will answer that criticism. It was obviously a
reform to the present tax law. And it will produce the tax dollars
revenue, additional revenue, that is estimated to be produced by
QRA and the other proposals of the administration. The industry
supports that in a united way.

The CHAIRMAN. Thank you.
Senator Chafee.
Senator CHAFEE. Mr. Mitchell, the suggestion that you were talk-

ing about, the 20 percent, on the unearned premium, now some-
body suggested that that will produce x dollars of revenue in the
first 5 or 6 years, but then it tapers off quite rapidly. Is that accu-
rate?

Mr. MrrCHELL. That's correct, Senator. In the first 5 years, 1986
to 1989, assuming those are the years, due to a transitional rule,
that is at the present time the unearned-well, as of December 31
of 1983, the unearned premium reserve of the insurance industry-
and I have that figure here-is some $41 billion. This has not been
touched. That's unearned premium. So it was further proposed by
the industry that this-rather than taking 20 percent of $41 billion
in 1986, that it would seem appropriate to do this in a transitional
period of a period of 5 years. And take 4 percent, in essence, per
year for 5 years, which would equate to 20 percent at the end of
the 5 years. At the end of the 5 years, having already consumed
into taxable income, all of the previous unearned premium, then 20
percent of the incremental addition would be taken into taxable
income each year.

Yes, that would then be depended upon the growth of the indus-
try 5 years hence on an annual basis. It, however, is projected to
produce from 1991 to 1995 at an 8-percent growth factor $2.2 bil-
lion, and at a 10-percent compound growth factor, $3.2 billion.

Senator CHAF E. Let me ask Mr. Nutter a question. In response
to I guess Senator Bentsen and Senator Long's question about the
tax rate, you felt that the companies were paying, didn't you say,
15 to 20 percent?

Mr. NUTrER. Over a 20-year period, 1962 to 1982.
Senator CHAFEE. But what do you say about the chart that Mr.

Anderson has and which he refers to on page 3:
We show on Table 1 that while property and casualty companies had about $46

billion in underwriting losses from 1976 to 1984, they had $121 billion in investment
gains during this period, resulting in a net gain of about $75 billion for those years.
For those years; namely, 1975 through 1984, federal income taxes were a negative
$125 million, a rate of minus 0.02 percent of the net gain.

What are we to think of that?
Mr. NUtTER. Well, obviously, the industry's tax picture reflects

other public policies. One public policy is the encouragement by the
Tax Code, not just for this industry, but all industries, of invest-
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ment in tax-exempt obligations. And, therefore, the revenue earned
by the-industry comes heavily from tax-exempt obligations.

Senator CHAFEE. Now did Mr. Osborne say that was about-what
did he say? About 27 percent of the portfolio?

Mr. OSBORNE. Somewhere in that area, Senator.
Senator CHAFEE. All right. Let's say it's 30 rcent. You were

talking not your company, but the companies that belong to your
association, Mr. Osborne, when you said that?

Mr. OSBORNE. What was the question, sir?
Senator CHAFEE. When you said the 27 percent, that wasn't for

your company?
Mr. OSBORNE. No; that was the figure I had back a year or so ago

of around 28.
Senator CHAFEE. Well, make it 30 percent. Nonetheless, that

leaves 70 percent that presumably is taxable income from invest-
ments. And when we see that there is a minus 0.02 percent of the
net gain of $121 billion-a net gain, excuse me, of $75 billion, don't
you think we are tempted to do something?

Mr. NUTrER. I don't have the chart or the figures in front of me,
Senator, but certainly the taxes paid from the industry reflect the
breadth of the industry. Much of that tax fell heavily on those com-
panies which were profitable. And the taxes were paid. A strong
percentage of the industry has not paid taxes primarily because
the code is currently written on the concept that the companies
would pay on the basis of economic gain. And my recollection is
that only 2 of the last 10 years has the industry had an underwrit-
ing profit.

Mr. MITCHELL. I believe also, Senator, that the GAO in their
charts are using information from Best. The IRS, I believe, has a
higher effective tax rate for the industry than does Best. As Mr.
Nutter also indicated, the reason that the industry has had a nega-
tive tax payment, a negative effective tax rate, is the horrendous
losses that the industry has had in the previous 3 or 4 years.

Senator CHAFEE. Underwriting losses.
Mr. MITCHELL. Underwriting losses that have more than offset

its entire investment income. It had a net operating loss-count ev-
erything you will-in 1984. Tax exempts, et cetera.

Senator CHAFEE. Yes; I know in 1984, but he took the period of
10 years from 1975 to 1984.

Well, thank you, Mr. Chairman. My time is up.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. I want to thank all the gentlemen.
The CHAIRMAN. Gentlemen, I have no other questions. Thank

you very much.
Mr. OSBORNE. Thank you very much.
Mr. MITCHELL. Thank you.
Mr. NUTTER. Thank you.
The CHAIRMAN. Next can we have Fred Deering, Edward Phil-

lips, Harry Phillips III, Alan Press, and Wayman Cox.
Gentlemen, do you have any objection to going in the order that

you are on the witness list?
[No response.]
The CHAIRMAN. If not, we will go with Mr. Deering, a man whom

I have met on a number of occasions, but whose brother I have
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known also for a quarter of a century, who is a very successful
practicing lawyer in Portland.

Senator LONG. Mr. Chairman, could I ask that Mr. Cox appear
first because I will have to leave shortly.

The CHAIRMAN. Mr. Cox, so long as you are an outstanding citi-
zen of Louisiana, you may go first.

STATEMENT OF WEYMAN H. "SKIP" COX II, CHARTERED LIFE
UNDERWRITER AND CERTIFIED FINANCIAL PLANNER,
SHREVEPORT, LA
Mr. Cox. Thank you.
Just last year, the Congress, including this committee, completed

the gargantuan task of reforming the taxation of life insurance
companies and their products. To reopen life insurance taxation
again within months of the completion of this monumental
achievement is the equivalent of rewriting the entire Internal Rev-
enue Code in 1985 and opening it all up to do it again in 1986.

One of the coauthors of last year's life insurance taxation reform
bill, Congressman Henson Moore of Louisiana, when asked what
should be done this year about reforming life insurance taxation,
.said "If it ain't broke, don't fix it! We fixed it last year."

The other coauthor of the bill, Representative F.H. "Pete" Stark,
stated this year in hearings before the Ways and Means Committee
to Secretary of the Treasury Baker, "It would be unfair to reopen
life insurance taxation again."

So why are we here? We are here because the same group that
brought us public outrage over the bank withholding and automo-
bile expense contemporaneous record laws-now repealed-at-
tached their oft-defeated prejudices attacking life insurance to the
President's tax reform proposal and launched them as an unguided
missile from'the bowels of the Treasury Department. Asking the
Treasury Department to come up with a recommendation of what
proper taxation should be is equivalent to asking Dracula to come
up with a defense plan for the blood bank. [Laughter.]

Mr. Cox. My name is Skip Cox, and I'm a chartered life under-
writer and a certified financial planner. In the interest of the mil-
lions of American individual life insurance policyowners, which in-
clude my clients, I appreciate and thank the committee for the
honor and the privilege to testify.

These new proposals that create a brand new tax on the unreal-
ized cashless appreciation of a life insurance policy, that policy-
holders have never received, actually received, constructively re-
ceived, and if they die, will never receive, doesn't make any sense.
Assistant Secretary of the Treasury Department, Ronald Pearlman
says that life insurance is the greatest tax advantage in the finan-
cial services industry. What is the tax advantage of paying a non-
deductible premium from after-tax net spendable income, which, if
surrendered during the lifetime of the policyowner, creates either
(1) fully taxable ordinary income or (2) a nondeductible loss?

The current Rostenkowski/staff option proposals introduced
before the House Ways and Means Committee are also unfair be-
cause they taint the brilliant product of life insurance which has
enjoyed 200 years of unparalleled financial success, by tainting it

f
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with the financial malignancy of taxing the proceeds of policy
loans. Even though never recommended by the President and de-
feated by this committee just last year, guess what has miraculous-
ly appeared in the markup work papers of the Ways and Means
Committee? A provision to treat policy loan proceeds as taxable
income, and policy loan interest as nondeductible insurance premi-
ums.

Countless opportunities have been taken advantage of and prob-
lems averted by American policyowners through the loan values of
their life insurance. Disneyland was finished because Walt Disney,
in a moment of financial peril, was able to borrow against his life
insurance. An agent friend of mine died and his widow received
$85,000 of death proceeds because of the automatic premium loans
that kept the policy in force while he was in the hospital and
noone paid the premiums.

It's not fair to treat life insurance loans and interest paid on life
insurance policies any different than any other loan or any other
interest. The purpose of the President's program is to create what
is simple and fair.

Marketing life insurance in the last 4 years with these repetitive
taxation changes, threats, and the tax sword of Damocles hanging
over our head, has been equivalent to selling subdivision lots in the
midst of an earthquake. [Laughter.]

Nobody can make- a long-term financial decision under continued
tax change bombardment! The latest "Taxquake" is the Ways and
Means Committee with their proposed effective September 25th
date which put 400,000 licensed life insurance agents out of busi-
ness and put in limbo needed decisions involving life insurance
purchases for millions of Americans til you in Congress completely
reject overhauling the Tax Code which will probably take 6 months
to 1 year.

The individual States premium taxes of $11/2 billion will be
eroded. In addition, the 1990 $200 million of revenue will never
happen. Nobody will buy living cash value life insurance with
these onerous new taxes on the policyowners.

In May of 1985, Representative Breaux of Louisiana stated that
165 of the Nation's largest corporations paid no income tax. Among
those were General Electric with $6.5 billion of income. GE not
only didn't pay any tax; they got a $293 million refund. Taking the
time and energy of the Congress and this committee to approach
and try to raise negligible or de minimis sources of revenue by
taxing the millions of individual life insurance policyowners while
these gargantuan alternative sources of revenue are available and
we as a nation are hemorrhaging over $200 billion in budget defi-
cits, is equivalent to having the National Guard called out to col-
lect parking meter fines while murderers, rapists, and felons run
wild in the streets! It ain't broke; don't fix it! You fixed it last year!

Thank you.
The CHAIRMAN. Thank you. Mr. Deering, do You want to follow

that?
Mr. DEERING. It's a hard act to follow. [Laughter.]
[The prepared written statement of Mr. Cox follows:]
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W. H. "SKIP- 0C, II, CLU, CFP

THE U SATES SENATE
COMMITTEE ON FINANCE

ON INDIVIDUAL LIFE INSWANCE POLICYOWE TAXATION
OF THE PRESIDENT'S TAX POPOALS 7 THE CONGRESS

FOR FAIRNESS, GRWI AND SIMPLICITY

OCTOBER 1, 1985

I.

Just last year, Congress through the conscientious and positive efforts of the

members of this Comnittee, including the finest statesman Louisiana has ever

produced, my Senator, Russell B. Long; Senator Robert Packwood, the Chairman of this

Comittee, and Senators Bentsen, Boren and Pryor, completed the gargantuan task of

co pletely reforming the taxation of life insurance companies and their products, to

the admiration and satisfaction of millions of American life insurance

policyholders, insurance agents, companies and trade organizations.

To reopen taxation of life insurance again within months of the coupletion of

the monumental achievement is the fractional equivalent of rewriting the entire

Internal Revenue Code in 1985, and reopening hearings to do it over again in 1986.

On May 18, 1985 Congressman W. Henson Moore said, "if it ain't broke, don't fix

it. It has been fixed. We just fixed it last year.*
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Congressman Fortney "Pete' Stark, the other co-author of the

legislation, stated to the Secretary of the Treasury Baker in hearings

before the House Ways and Means Committee earlier this year, "Last

year's aeficit reduction act completely overhauled the tax treatment

of life insurance companies and their products. It would therefore be

unfair to reopen life insurance issues, again this year."

As stated by Donald C. Alexander, former Commissioner of the

Internal Revenue Service, before the House Committee on Ways and Means

on June 5, 1985, "While annual model changes may be needed in the

automobile industry, they serve no purpose in the tax system."

In the interest of millions of American individual life insurance

policyowners, and on behalf of my clients in particular, I appreciate

the opportunity to comment with respect to certain aspects of the

President's proposals for reforming the tax system.

I, along with the vast majority of Ameicans support the

President's objectives of fairness, growth and simplicity of the tax

system. However, the provisions that change again the taxation of

life insurance companies and their products and create a new tax to be

paid by millions of individual life insurance policyowners are neither

fair, growth productive, nor simple.
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II.

FAIRNESS

A. THE PROPOSALS ARE UNFAIR TO MILLIONS OF AMERICAN INDIVIDUAL

LIFE INSURANCE POLICYOWNERS AND THEIR BENEFICIARIES

1. A BRAND NEW TAX ON THE "CASHLESS" UNREALIZED APPRECIA-

TION OF LIVING CASH VALUE LIFE INSURANCE POLICIES

The proposals are unfair because they would tax the

unrealized appreciation in the living cash surrender

value of a life insurance policy (inside build-up) as

current taxable income to the policyowner despite the

fact that the policyowner has not received any money.

As reported by the Wall Street Journal in an article on

June 17, 1985, a 35-year-old father purchasing a

$40,000 typical whole life policy for $535 a year,

would start paying additional taxes at age 37, when he

would be taxed on additional income of $98. That

additional taxable income would go to $584 a year at

age 45Y to $1,318 at age 55; $2,123 at age 65; and

$2,898 at age 74, when he would reach his life expect-

ancy. The policyowner in this example will be taxed on

thousands of dollars of income, and not receive a penny

in cash.
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Taxing policyowners on the unrealized appreciation in

the value of their policies is equivalent to taxing

homeowners on the unrealized appreciation in their

home. Even under current law, life insurance policy-

owners get a harsher taxation than homeowners. When a

homeowner sells his home, the profit is the capital

gain at worst, and at best there is no tax because of

rolling the proceeds into the purchase price of a new

home within a year or, the over age 55 lifetime exemp-

tion. The life insurance policyowner, on the other

hand, has to pay ordinary income tax on any profit from

the surrender of his policy and any loss is non-

deductible.

2. LIFE INSURANCE PREMIUMS ARE A NON-DEDUCTIBLE EXPENSE

PAID FROM THE POLICYOWNER'S AFTER-TAX INCOME.

The proposals are not fair because they would require

that policyowners would have to pay a tax in addition

to non-deductible premiums in order to protect their

families. Logically, who would do it? You're right.

Nobody! Can you imagine trying to- explain to the

35-year-old father the "fairness" of why his paying a

non-deductible premium of $535 a year for his $40,000

policy creates $584 of additional taxable income by the

time he's 45, and that it will get larger every year?
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The logic of this tax theory may seem crystal clear to the

tax collector, but never to a taxpayer, nor will it produce

in the minds of taxpayers an unbridled enthusiasm or an

impression of Ofairness" for the President's overall

program.

Recently, I made an insurance sales presentation to one of

my policyowners, a Cajun, down in Southwest Louisiana. When

I explained to him that if the law was changed, he was going

to have to pay income tax in addition to him premiums he

said, "Mon cher (my friend), I bet dat de fella dat thought

dis up is the same one dat wrecked my truck." I asked him

to explain. He said, "My tax man, he come to see me and he

bring a book wid him and he tell me dat I got to write down

everywhere I go, how far it is, who I see, what about, what

time, what day, or de IRS would come and git me. I was

drivin' my truck down by Bayou La Fourche (La Foosche) and I

was writin' down all dat stuff for de IRS in dat book as I

drove along. When I looked up, I done run out of road and

me and my truck went into the Bayou. I bet dat fella in

Washington dat thought up dat book and wrecked my truck is

the same one that thought up this 'fonchock', (crazy)

insurance tax deal."
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My policyowner also commented later that he had been

extremely relieved to have learned from his tax man

that the IRS had changed their mind and didn't need his

book any more because, as he said, "De alligators got

dat book."

3. IT IS UNFAIR TO TAX POLICYOWNERS ON CASH VALUES THEY

HAVE NOT ACTUALLY RECEIVED, OR CONSTRUCTIVELY RECEIVED,

AND MAY NEVER RECEIVE.

Individuals are normally taxed on "Actual Receipt" of

income, such as wages, bonuses and dividend checks, and

income for which they are in "Constructive Receipt".

Interest automatically added to savings accounts, money

market funds, and reinvested dividends from mutual

funds are examples of proper taxation due to

constructive receipt.

The tax theory is, that since the taxpayer has the

choice of either taking the income in cash or having it

automatically reinvested, he has constructively re-

ceived the income and properly, should be taxed. This

is certainly not true of the unrealized appreciation of

a life insurance policy. The living cash surrender

value of a life insurance policy can only be "actually

received" in one of two events. First, the policy-
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owner, during the insured's lifetime, can surrender the

policy back to- the issuing insurance company and in

return receive a check for the policy's cash surrender

value. Secondly, at the death of the insured, the

policy beneficiary will receive a check equal to the

death proceeds of the policy. Where did the living

cash surrender value go? It disappeared when the

insured died. What did the deceased policyowner get?

A lifetime of non-deductible premium expense from his

after-tax income and not another red cent.

Prior to the death of the insured or the cash surrender

of the policy, the policyowner can borrow from the

insurance company and pledge the policy as collateral,

but that loan requires that 1) annual interest be paid

and that 2) the principal be repaid. There is no

escape from either the payment of interest or repayment

of principal. If the policyowner refuses to pay the

interest directly, the interest is added to the prin-

cipal of the outstanding policy loan. At the point in

time when the amount of the policy loan plus the

accrued interest exceeds the cash surrender value of

the policy, the policy automatically self destructs, is

cancelled and creates a taxable event. Why? The

policyowner irrevocably disposed of his property (the

policy) in return for the cash surrender value which,
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under the terms of the collateral assignment to the

insurance company, was used to repay the legal debt of

the policyowner, the outstanding policy loan plus

accrued interest. It's the same as if the policyowner

had borrowed money from his bank; pledged the policy as

collateral defaulted on his note, and the bank as the

creditor collateral assignee had cash surrendered the

policy and used the proceeds to repay the policyowner's

debt.

The policyowner will report ordinary taxable income

equal to the gain, if any, of the difference between

the cash surrender proceeds received and the net

premiums paid.- In the event that the cash surrender

proceeds of the policy are less than the net premiums

paid, there is no corresponding ordinary or capital tax

deductible loss.

If there is an outstanding policy loan at the time of

the insured's death, that loan plus any accrued inter-

est is repaid from the death proceeds and the remaining

balance of the proceeds are paid to the policy benefi-

ciary.

The point is, that neither the policyowner nor the

beneficiary is ever in "constructive receipt" of the

-8-
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value of the policy, and is only in "actual receipt" of

any proceeds either by 1) surrender of the policy dur-

ing the insured's lifetime or 2) death of the insured.

4. THE PROPOSALS ARE UNFAIR BECAUSE THEY IMPUTE TO THE

POLICYOWNER ANNUALLY INCREASING "PHANTOM" TAXABLE

INCOME EQUAL TO ONE-YEAR RENEWABLE TERM INSURANCE

PREMIUMS.

Imputing "cashless" income to a policyowner equal to

the annual premium that would be charged for a like

amount of one year renewable term insurance is equiva-

lent to imputing taxable income to a homeowner equiva-

lent to the annual rent the homeowner would otherwise

pay.

In addition to income actually received or construc-

tively received, taxpayers are taxed on in kind compen-

sation for which they receive the "Economic Benefit".

An example would be free rent provided by an employer

to an employee. It is unfair and inaccurate to try to

apply this theory to life insurance.

The Economic Benefit doctrine of taxation-is properly

applicable for in kind benefits received either as

compensation between employer and employee or as
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proceeds from sale or disposition of property between

contracting or selling parties, etc., but not from the

ownership of one's own property. No American has ever had

to pay tax on imputed income equal to the "use" value of a

chair, house, automobile, suit, boat, or any other property

that the taxpayer owns. Congress has historically

recognized that the private ownership of property is the

foundation of a free society; the driving force in a free

economy and the "use value" of that property is not taxable

income.

5. THE PROPOSALS ARE UNFAIR BECAUSE THEY "FINANCIALLY

DISFIGURE" LIFE INSURANCE BY LIMITING THE DEDUCTIBILITY OF

POLICY LOAN AND OTHER CONSUMER LOAN INTEREST.

If the proposals pass, they will set a new precedent of the

non-deductibility of consumer loan interest. It will only

be a matter time before the $5,000 limit, or whatever limit

finally passes, will be removed by future legislation. The

goal of the tax theorist is to not allow the deduction of

any interest. The only reason that the proposals allow de-

ductibility of $5,000 of consumer loan interest and inter-

est paid on the primary residence is to avoid arousing in-

surmountable public opposition to the overall program. Once

the camel gets his head under the tent, it will only be a
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matter of time before they will be back to get the bait

they left in the trap.

Interest paid on loans of any type, including homes,

automobiles, insurance, etc. should be a deduction from

taxable income. If the only interest deductible from

taxable income is that paid on an individual's primary

residence, Americans will never own their homes!

Individuals will always need to borrow money for all

the well-known various reasons throughout their life-

time. If the interest on primary residence loans are

tax deductible and the interest on all other loans is

not, on what asset do you think Americans will borrow

money? Encouragement of individual home and life

insurance ownership has long been recognized as good

social policy. The proposals are unfair because they

discourage home and life insurance ownership.

People hate to make the long-term capital commitment

involved in purchasing permanent whole life insurance

protection, unless. they know they will have clear,

unrestricted access to their living cash surrender

values by borrowing, should it become necessary.

It's no secret to any of us here that the Treasury

Department has for years attempted to have legislation
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enacted that would deny or severely limit the deductibility

of interest paid on policy loans and/or treat policy

loan proceeds as taxable distributions. Their purpose was

not to raise aditional revenue (which by their own

calculations is too small to measure), but to put into law

their concept of "proper tax policy." Congress has just as

consistently rejected these proposals. Thank God for

representative government l

The loan value of life insurance creates many benefits,

which might not, at-first glance, be apparent. It keeps

life insurance in force if the premium is not or cannot be

paid. Life insurance normally has a thirty-day grace period

during which the coverage stays in force even if the premium

is not paid when due. With a term insurance policy, if

that premium is not paid within thirty days of its due date

the policy lapses and there is no insurance in force. Not

only is the term policy not in force should the insured die,

but the insured must provide evidence of good health in

order to get his policy back. During the course of a

lifetime, the premium on a policy may not be paid for any

number of reasons. The premium notices may be lost or

delayed. The policyowner may forget, move, get sick,

be in an accident, become mentally incompetent, run

short of funds, go bankrupt, go on vacation, get
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married, get divorced, or any number of other events. With

policies having living cash surrender/loan values, the

protection stays in force indefinitely, for years, either

through automatic premium loan or automatic extended term

insurance. Every life insurance policy that has ever been

in force on the life of a deceased insured should be

verified with the issuing company as to whether any benefits

are payable no matter how long it has been since any

premiums were paid. It is not uncommon for a policy to

silently remain in force for five, ten or fifteen years

following cessation of payment of premiums completely

unknown to either the policyowner or the beneficiary.

I began my insurance career with the Prudential

Insurance Company on a debit in 1961. We had a very

sophisticated operation. We had one telephone, two staff

managers, ten agents, no secretaries, no computers, no

typewriters or calculators. The only thing we had was a

deep and motivating desire to avoid a sustained case of the

'missed meal cramps.* One of the agents I worked with was

named Wes. Wes was in his early thirties, married, two

children, and had a crew cut as flat as a table top

and the ugliest blue Nash I had ever seen. One

day Wes and I were in the office enjoying a

temporary escape from the continued and unrelenting
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rejection we suffered at the hands of our

prospective life insurance purchasers. Wes got up to get a

drink of water, an on his way to the fountain suddenly

stopped, grimaced in pain, and fell to the floor. We rushed

him to the emergency room of the hospital, where he was

admitted with a "possible heart attack." After a fev days

in the hospital, Wes was sitting up in bed, feeling fine,

and doubting that he had had a heart attack after all. A

staff manager, Jim Cash, was visiting Wes in his hospital

room, when all of the sudden, Wes suddenly sat up in bed

wide-eyed, threw out his arms, knocked over a lamp, and

screamed, "Oh, my God, Nol" and died.

Following Wes' funeral, in which I was a pallbearer, we were

going through his desk drawer and found two life insLrance

policies for over $85,000. Upon checking with the com%%ny,

we found out that the premiums on these policies had not

been paid, but because of the automatic premium loan

resultant from the living cash surrender/loan value of the

policy, the coverage was in full force and effect.

Wes' wife and children had $85,000 instead of nothing.

Why? Because the policies Wes had purchased were permanent,

whole life policies with living cash surrender/loan values.

Had Wes purchased term insurance instead of whole life,
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his family would have been left destitute. Millions of

dollars in death claims have been paid to beneficiaries

under similar circumstances because of the lapse-proof

feature of living cash value life insurance. This

would never have resulted from term.

Countless opportunities have been taken advantage of

and problems averted by American policyowners through

the use of the loan values of their living cash value

life insurance. Businesses have been started; medical

bills paid; childbirth expenses paid; college tuition -

paid; bankruptcy averted businesses saved; taxes paid;

payrolls met; bank loans granted; SBA loans approved;

homes purchased; plants built; inventory supplied; and

all of life's other events that suddenly required the

need for cash; now! The only place an American knows

he can never be turned down for a loan, even if he is

financial destitute, is from his insurance company with

the living cash value of his life insurance policy

pledged as collateral.

Representative Sam Gibbons (Florida) said, -1 oppose

taxing the accumulated cash value of an insurance

policy; I am all for savings incentives and believe

insurance has been a savings vehicle. I personally

borrowed against my insurance when I had children in
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college. Congress examined life insurance taxation

last year and enacted legislation substantially revis-

ing it, affecting companies and policyowners. We

should give these new rules a chance to work."

Anything that puts a penalty on the ability of people

to borrow on their life insurance policies damages the

good the loan provisions create. With Americans,

ownership of their home and life insurance form the

bedrock foundation of- their personal financial secur-

ity. Interest on policy loans should be tax-deductible

-and not subject to any limit, as long an any interest

is tax deductible and not subject to a limit. It

encourages the acquisition of permanent level premium

cash value life insurance, with the resultant social

good it produces for the individual family, businesses

and the nation. The loss in tax revenue is minuscule.

This month America celebrated the thirtieth anniversary

of the opening of Disneyland. A recent television

program commemorated this event and the history of how

Disneyland came to be and the life of Walt Disney. The

bankers thought Walt Disney was crazy with his idea of

a multi-million dollar amusement park. In order to

raise the necessary nineteen (19) million dollars in

financing, Walt and his brother pledged all their
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personal and business assets, including their stock in

Disney productions, and "Walt even had to borrow money

on his life insurance". Millions of our children have,

and millions of unborn children will thrill to the

genius of Walt Disney and the Disneyland and Disney-

world that he created. The policy loans that Walt

Disney made on his life insurance not only enabled him

to complete Disneyland but provided protection to his

creditors, business and family in the event of his

death during construction. Thousands of small busi-

nesses &cross this nation have been saved, started or

grown because of the utilization of the loan values of

permanent living cash yalue life insurance on the life

of the business owner.

The Treasury Department stated in their 1983, 1984 and

1985 attempts to deny the tax deductibility of interest

paid on policy loans, that it was not a revenue issue.

The tax revenue that would be raised is so small they

could not measure it. They wanted the deduction

eliminated because they considered it to be "proper tax

policy.* How could life insurance, which has produced

so much good, for so many, for so long remain under

such continued attack? I wonder what Walt would say?
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6. THE PROPOSALS ARE UNFAIR BECAUSE THE NEW TAX CREATED IS

A "AGE INDEXED TAX" ON THE ELDERLY

One out of eight women in this nation are widows.

Almost every married woman can be expected to survive

her husband. The reasons for this are two-fold.

First, women have a life expectancy of approximately

five to seven years longer than males of the same age.

Secondly, women tend to marry men somewhat older than

they. The result is each married woman can expect a

widowhood of approximately thirteen years.

Approximately 85% of all Americans will live past age

65. Let's look at our 35-year-old father after he has

raised his children and is 65 years old. His $40,000

policy still has the same original level premium of

$535 per year. The premium will be hard enough to pay

from a reduced retirement income, but in addition to

the premium, he will have to pay tax on $2,123 of addi-

tional income for that year. He will be further

saddened and alarmed to find that the amount of taxable

income will increase to $2,898 by age 74. He will be

faced with a terrible dilemma. Either he must pay

non-deductible premiums plus ever-increasing taxes from

a limited retirement income, or cancel his insurance.

This will leave his wife unprotected, the wife he has
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raised his children with and lived with for a lifetime,

knowing she will only have Social Security to provide

for her after he's gone. The shadows of life are

lengthening and the inevitable is no longer in the

distant future. This is "fair"? This is proper tax

and social policy?

Cyril F. Br .kfield, executive director of the

18,000,000 member American Association of Retired

Persons (AARP) stated in a news release on April 12,

1985, "This proposal in the Treasury Department's tax

plan would have its most dramatic impact on older

Americans. Cash values on life insurance increase

significantly in the years after retirement, so taxes

would go up as a person grows older. Simply put, the

older the individual, the greater the tax liability."

7. THE PROPOSALS ARE UNFAIR BECAUSE THE DOMINANT PRODUCT

WILL BE TERM INSURANCE WITH OPPRESSIVE, UNBEARABLE

INCREASING PREMIUMS FOR THE ELDERLY.

If the current proposals become law, no one in their

right mind will buy a permanent living cash surrender

value life insurance policy. The "Washington Tax

Report" of the Certified Public Accounting Firm of

-19-
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Seidman and Seidman stated, *Term life insurance will be

your best bet if the proposal becomes law.*

The cost for a $40,000 equivalent term policy for our male

age 35 is as follows:

$40,000, Male, Age 35
Ann al Renmkla T=en

Annual
Pramiusm

Cumulative
Promitims Paid

Age 35
Age 45
Age 55
Age 65
Age 75
Age 85
Age 95

AftatIng t k9= t=

elderly JA lJk trying t&

$ 59 $ 159
121 810
278 2,549
690 6,812

1,999 18,278
5,352 50,896

11,494 128,326

W& Inmurncoa1 If orc frr the

A" MR a A"k in

In his statement of April 12, 1985, Mr.-Brickfield of AARP

also stated, 'The life insurance changes proposed by the

Treasury would limit the ability of older Americans to keep

their essential life insurance protection, thus undermining

the well-established social importance of life insurance

protection. The Treasury proposal would interfere with

financial self-sufficiency and would eventually result in

even greater demands being placed upon the Social Security
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system and other social programs. The adverse impact

this proposal would have on older Americans in terms of

cost and financial security makes it bad social

policy."

You can see why level premium life insurance evolved.

It was in response to public outrage! The aged were

incensed that they were forced to give up their life

insurance because of the unbearably increasing premiums

as they approached life expectancy. A method was

devised where people could pay a level, non-increasing

premium for the "whole" of their life until death. It

was called "whole life". The way it worked was:

Policyholders paid a level premium that was more than

necessary while they were young in order to subsidize

the insufficient level premium when they were older.

The level premium whole-life policy was an immediate

and continuing success and is now more popular with the

American policyholder than ever before.

Another problem developed, when policyowners would

discontinue theit level premium policies while they

were still young. Life insurance companies, then like

today paragons of business equity and virtue, refused

to refund any of the excess premiums that had been

accumulated in the "reserve fund". The unused fund was
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designed to subsidize the inadequate level -premiums as the

insured's age advanced toward life expectancy. "Non-

forfeiture value* legislation was passed by the individual

states which required insurance companies to refund a

minimum portion of the accumulated excess premium reserve

fund upon cancellation of the policy as a "non-forfeitable

cash surrender value" to the policyowner.

S. THE PROPOSALS ARE UNFAIR TO THE BENEFICIARIES OF LIFE

INSURANCE, SUCH AS FUTURE WIDOWS AND ORPHANS BCAUBE THEY

ASSURE THAT 90% OF THE INSURANCE POLICIES WILL NEVER RESULT

IN A CLAIM.

The general consensus of financial opinion is# that if the

proposals become law, term insurance will be the dominant

product. Life insurance company records show that 90% of all

term insurance policies issued are cancelled or lapse while

the insured is still living. The reasons are the same old

ones. The first time there is any living financial

diffit'ulty there is not reserve fund to pay premiums or

borrow against. The ever-increasing cost, is unpalatable.

There is no living value created. The cost is unbearable at

the advanced ages and the coverage is discontinued. Is it

"fairness" and good social policy to pass legislation
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will be creative enough to figure out some way to buy

assets on which' the tax will be delayed, minimized or

postponed indefinitely. Is it possible that raw land

in the Canary Islands; owned by a trust domiciled on

the Isle of Mani of which the trust grantor is a

Bermudan subsidiary of the Infidelity Life Insurance

Company could escape taxation on the unrealized appre-

ciation of Columbian crop options? If so, variable

life will be the only product that can be marketed in

lijeu of term insurance. Can you imagine several

hundred thousand former traditional life insurance

agents obtaining their security license through ten-dI

cram courses and being loosed, in mass, on the public

to sell variable life with investment options including

such things as diamonds, stamps, rutabaga futures, and

Boons Pickin's takeover options? What a source of

financial stability for widows and orphans and a

producer of capital for the national

A NASD licensed securities representative can normally

represent only one broker dealer. The newly-licensed

agent will no longer be able to choose from among

various insurance companies and various insurance

products,# the beat policy for his policyholder. Agents

will be forced to go to back to the early days of life

insurance when the agent sold not what was best for the
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consumer, but what was best for mother insurance company.

B. THE PROPOSALS ARE NOT FAIR TO THE UNITED STATES CONGRESS,

INCLUDING THE UNITED STATES SENATE AND THE MEMBERS OF THE

COMMITTEE ON FINANCE

1, THE PROPOSALS ARE UNFAIR BECAUSE THEY AB CONGRESS TO

RELEGISLATE WHAT HAS JUST BEEN COMPLETED, THE 1984

CONGRESSIONAL TAXATION REFORM OF LIFE INSURANCE COMPANIES

AND THEIR PRODUCTS.

The Treasury Department is like the fellow who bet ten

dollars on the outcome of a football play and wanted to bet

another twenty on the instant replay. The Congress spent

over four years on life insuranue taxation. Representative

Moore, a co-author of the legislation, in an interview with

the WaU Strasta ,Zmanal stated, NWe've spent more time

rewriting the taxation of life insurance than anything I've

done since I've been In Congress. There is no reason to

revisit it.
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Representative Portney Stark, a co-author of the

legislation, stated to Secretary of the Treasury Baker in

hearings before the House Committee on Ways and Means, "Last

year's Deficit Reduction Act completely overhauled the tax

treatment of life insurance companies and products. It

would therefore be unfair," he said, "to reopen life

insurance issues again this year.*

My son, Cory, will be 13 the first of next month. He has

unyielding convictions as to his future vocation. He says

"Dad, there's no reason for me to go to school. I'm going

to be a rock star" In addition, he repeatedly makes

impassioned pleas for the acquisition and installation of a

set of electrified drums (complete with massive amplifiers),

as an indispensable, immediate requirement for his chosen

life's work. He assurea me that unless he gets these drums,

his life will be permanently and irrevocably crushed and

will lose all meaning. Several times, in a weak moment, he

has succeeded in luring me into the establishments of the

purveyors of these vital instruments always with the same

results. I experience extreme agitation, similar to that of

a cat trapped in a microwave, along with 'Richter scale'

headaches and hyperventilation. Other than an exquisite

instant relief upon leaving the establishments, I can recall
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no positive results associated with these *outings of

togetherness." I have repeatedly expressed to Cory my

feelings on the matter as a result of these past

experiences. That is, "NO DRIUSIO Cory is undaunted as

ever. He repeatedly, consistently and unrelentingly

requests in all manner of ways and under all different types

of circumstances, "Dad, 91mAu buy me some drums." Upon one

of the more recent occasions of this event, I irritatingly

asked Cory, "Son, why do you keep asking me to buy you drum

when I've told you a hundred times, NOt" He looked up at me

with a grin from ear to ear and his blue eyes sparkling and

said, "Dad, all I need is one yesJ"

The Treasury Department on life insurance with the Congress

is like Cory with me on the drums. Congress has told the

Department "No, No," and after almost two years of pleading

last year, "No," again Well, here they are against and I'm

afraid. Why? Because I really don't think Congress is

going to pass a new tax on people's life insurance, and I

don't think the Treasury Department thinks so either. But,

I can sure see them exhuming the corpses of their oft

repeated proposals buried again by Congress last year. I am

afraid of them encouraging the Congress to reintroduce those

proposals at some stage of the legislative process. I
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can hear them now, whispering at mark-up, "Let the insurance

industry have tax-free inside build-up, but reduce the

income tax basis of the policy by the 'Economic Benefit'

value of the equivalent yearly renewable term premiums, as

we proposed in 19831 and severely limit the tax

deductibility of policy loans, as we proposed in 1983 and

'84 and '851 and treat policy loans in excess of basis as

taxable distributions, like we did to annuities in 1984.

For 1985, let's propose a 'compromise' with the Congress and

ask the insurance intestry to give up the policyowner issues

we lost last year in return for the tax-free unrealized

appreciation of life insurance policy living cash surrender

values. '

If a small nation is repeatedly attacked by a larger# more

powerful aggressor, and each time it compromises some of its

territory to that aggressor, it has a tendency to reduce the

geographic size of the country. Individual life insurance

policyowners have been in the tax change barrel for three

years, Enough is Enoughl

The Great Lady of life insurance would suffer sudden death

at the hands of a new tax on the unrealized appreciation of

all policies or the slow death of a new tax on the

unrealized appreciation of new policies or be

permanently financially disfigured by the acid of
-28-
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non-deductibility of interest (current proposals)u and/or

taxing the proceeds of policy loans; and/or reduction in the

income tax basis of the policy by the imputed equivalent

yearly renewable term insurance premiums (previous Treasury

proposals).

2. THE PROPOSALS ARE UNFAIR IN THE OPINION OF MANW MEMBERS OF

THE CONGRESS OF THE UNITED STATES.

Many members of the House and the Senate, on both sides of

the aisles, reflecting what they are hearing in groat voice

and volume from their constituents, have in turn made their

own views known on the policyowner issues and the fact that

Congress does not need to redo life insurance taxation.

Here is just a sampling of what members of Congress have

said

Representative Barbara Kennelly (Connecticut) said she would

be embarrassed to have to go back to her constituents and

tell them that life insurance will be reexamined after years

of Congressional study and last year's overhaul.

Senator Joeremiah Denton (Alabama)# to Treasury Secretary

Bakers 01 am writing you to urge that Treasury

amend its tax reform proposal to eliminate those
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provisions that would affect the taxation of life insurance

con pansies and their policyholders. I believe that enacting

those provisions would be both unfair and unwise.

Senator Alfonse D'Amato (New York): *The Treasury

Department's tax reform plan has been presented to the White

House for review. I expect many of the more onerous

provisions of the reform package to be eliminated. I assure

you that I will be watching carefully to see if the

provisions impacting life insurance are removed.'

Senator Paula Hawkins (Florida)i I A provision that I find

objectionable is the proposed taxation of the inside build-

up in life insurance policies and annuities. This cash

build-up makes adequate life insurance affordable throughout

ones lifetime. Since cash values are not realized Income

this provision would essentially be creating a tax on cash

that is not received annually and would discourage taxpayers

from purchasing permanent policies.'

Representative Philip Crane (Illinois)i '1 do not feel

that we should be taxing people on money they do not

directly receive during the year. The increased
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taxation of insurance policies, and even the taxation

of interest received from savings accounts, only

discourages the savings and investment necessary to

spur on economic growth."

Senator Don Nickles (Oklahoma)t "Taxing the 'inside

buildup' or increased cash value of a policy is not a

reform of an exibtinq taxi it is a brand new tax. The

plan would base this new tax on a benefit not received

and would be complex to report and administer. As a

result, most policyholders would surrender the policy

to pay or to avoid the tax. For life insurance policy

loans, the Treasury proposed to tax those loans as

distributions. These loans are simply that, a loan to

the policyholder from his accrued benefit in the

policy. He will repay that loan with interest or it

will be deducted from the death benefit. If the

Treasury proposal is in fact a modification of the

present income tax, then loans of any kind should not

be taxed. Another negative impact on policy loans is

the proposal to limit the deductibility of nonmortgage

interest. This would have the effect of reducing

life insurance in force thereby eliminating needed

capital to stimulate the economy.*
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Representative Howard Coble (North Carolina) i PThe

original proposal from the Department of the Treasury

calls for the taxation of the *inside buildup' of life

insurance policies. The results of this would be

catastropic. Not only would this destroy any incentive

for savings within the insurance industry, but it would

have a negative impact on the Treasury in the long run.

This change would remove the incentive to purchase

permanent life insurance protection and would therefore

generate tremendous lapses of policies, encouraging

individuals to buy term insurance. As I am sure you

are aware, term insurance becomes extremely expensive

as an individual grows older and, in all likelihood,

will be terminated before death. In other words, there

will be many widows without benefits who will be

relying on the federal government to care for them in

the future."

Senator John Heinz (Pennsylvania)t "The financial

security of many Americans who rely upon life-insurance

policies could be severely affected by this Treasury

proposal. Because of the taxing of the inside buildup,

individuals may be unwilling or unable to purchase the

life insurance they feel they need for protection,

This taxation also might cause policyholders to abandon

permanent cash value insurance in favor of term
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policies, which do not provide the dependability and

certainty of permanent life insurarce.0

Representative Michael Andrews (Texas): 'Treasury's current

proposal would treat the owners of life insurance as having

actually received the cash value which has accumulated

during the past year and, therefore, tax this value as

income even though policyholder access to 'cash value' is

generally in the form of a loan which they must repay with

interest.'

Representative Bud Schuster (Penneylvania): 'Taxing the

annual increased value of life insurance is tantamount to

taxing the Interest on oertifioates of deposit although the

interest is not received until the certificate matures.

Representative Doug Walgren (Pennsylvania)i "Taxing the

increase in cash values of life insurance policies is

especially troublesome to me, since we have always adopted

the approach that income should not be taxed until it is

realized.'

Representative Bart Gordon (Tennessee)i "I promise to

oppose legislation which unfairly singles out one segment of

our society. for this reason I am against the proposed

taxation on 'inside build-up' of permanent life insurance

policies.'
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Senator Edward Zorinsky (Nebraska): "Many have written to

me opposing the taxes that, in effect, would be imposed on

employer paid health plans and the cash buildup of life

insurance. Let me assure that I oppose these changes in the

law.'

Senator Russell Long (Louisiana): "I certainly agree that

life insurance serves important social purposes in our

society, and that we must keep those purposes in mind when

we consider tax and other legislation. In this connection,

in 1984 I opposed the addition of policyholder restrictions

to the Life Insurance Tax Act. In particular, I and my

Senate colleagues were successful in eliminating the House-

passed provision that would have singled out policy loan

interest for restrictive tax treatment.

Senator Bob Packwood (Oregon): "As you know, I have been

quite active in maintaining the incentives for employee

benefits., I am also aware of the potential problems that

taxing the buildup of cash values of life insurance and

removing the deductibility of loan interest would present to

policyholders."

-34-



300

Representative Judd Gregg (New Hampshire) "I would

not support the taxation of the inside buildup on

insurance policies."

Representative Nancy Johnson (Connecticut)t "This tax

proposal, in addition, would put insurance beyond the

reach of those who need it most. Families struggling

to make ends meet would find this added tax burden

unacceptable and would forego the valuable protection

insurance provides. As the Treasury proposal is a

radically new concept and actually taxes "phantom"

income--money that the policyholder is unable to use or

invest elsewhere--I will oppose it."

Senator Orrin Hatch (Utah) s "It is my understanding

that, under present law, policyholders benefit princi-

pally from the tax free accumulation of cash vaue

under life insurance policies and the deductibility of

interest payments for indebtedness. Cash values

accumulate under any one of several premium payment

systems for whole life insurance which result in larger

premium payments than are required to fund current

insurance protection. The buildup occurs when a level

premium payment plan applies to the policy and the

premium payments in the early policy years exceed the

current cost of interest rates. In the later years of
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the contract, the annual cost of insurance is higher,

and the nominal face amount of coverage may exceed the

annual level premium payment. Under present law, the

policyholder is not taxed on increases in the cash

value unless the contract is surrendered prior to the

death of the insured for an amount in excess_ of the

gross premiums paid. Since Congress has recently

studied this issue in depth and made extensive changes

in the Internal Revenue Code, it would not be in our

best interest to again consider further changes in

policy."

Representative Robert Smith (New Hampshire) s "I

commend the life insurance industry for its cash

solvency and I realize how detrimental the taxing of a

policy's cash or loan value would be. This is not tax

simplification but a blatant discriminatory tax against

the insurance industry and is unfair to the individuals

who have invested in these insurance programs for

personal or family security."

Representative Matthew Rinaldo (New Jersey): "The

increase in the cash value of life insurance policies

could increase the taxable income of many families and

discourage investment in essential life insurance

protection."
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Representative Mike Synar (Oklahoma): uAmericans buy

whole life insurance to protect their families and other

beneficiaries in the event of death. A tax on the annual

increase in cash value--which the insured collects qnly IL

tha ~olic JA auz-andad--would increase the cost of this

essential component of a family's financial plan. I reject

the argument that term life insurance is an alternative. It

may be while people are young and premiums are low, but the

cost of term insurance increases dramatically with age and,

in the end, most Americans will not be able to afford it."

3. THE PROPOSALS ARE UNFAIR BECAUSE THEY ARE AN AFFRONT TO THE

CONSTITUTIONAL AUTHORITY THAT ALL TAX LEGISLATION ORIGINATE

IN CONGRESS

The founding Fathers of this nation had first-hand

experience at being the recipient of tax policy conceived by

government and dictated to the people. ling George's 1775

edition of Tax Reform and Simplification proved to be

extremely unpopular, particularly in the Boston area. Our

forefathers realized that the power to tax is the power to

destroy. In recognition of that awesome power, the

constitution was drafted in order to prohibit any body of

government, other than the Congress of the United States,

from legislating taxation.,
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In recent years, ,it has been the practice of other various

branches of governments to attempt to originate tax

legislation. The greatest offender has been the Treasury

Department. In a totalitarian government the bureaucrats

decide on tax policy and dictate the taxes to the people.

In a democracy, the elected representative of the people

legislate tax policy and dictate that policy to the

bureaucrats. Do the views of the bureaucrats in the

government and the Treasury Department take precedence over

what the- people's elected representatives have legislated?

Who's running thin show anyway-the Congress or the Treasury

Department? I urge you to reassert the historical,

traditional and constitutional authority that all tax

legislation considered by the Senate be the consensus of

this Committee and not as a collection of prejudices

launched as an unguided missile from the bowels of the

Treasury Department.
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C. THE PROPOSALS ARE NOT FAIR TO THE LIFE INSURANCE COMPANIES.

1. THE PROPOSALS ARE NOT FAIR BECAUSE THEY CREATE A COMPETITIVE

*UNLEVEL PLAYING FIELD"

Life insurance is presently more severely taxed than any

other investment vehicle. If an individual buys stocks,

bonds, real estate, precious metals, diamonds, options,

etc., the unrealized appreciation is not currently taxed.

However, when those investments are sold after a holding

period of six months of more, any gain received is taxed at

the more favorable long-term capital gains rate. A

policyowner surrendering his policy back to the conpany is

taxed on any gain (cash surrender value less premiums) as

ordinary income. If there is a loss (premiums paid are more

than cash surrender value received) the policyowner gets no

tax deduction, short or long-term. With these other

investments, any losses sustained are tax deductible as

either short-term or long-term capital losses.

The proposals incorrectly and unfairly conclude the exact

opposite; they state, "Taxing the inside buildup on life

insurance policies would eliminate the largest tax

distortion in the financial services area and would
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place competing financial products in institutions on

more equal footing." Nothing could be more incorrect.

Assistant Secretary of the Treasury for Tax Policy,

Ronald A. Pearlman, stated in a letter to Mr. John J.

Creedon, President and CEO of the Metropolitan Life

Insurance Company said in February of this year,

"Today's sophisticated investors are confronted with a

broad range of choices as to where to put their savings

dollars. Given their substantial cash management and

investment expertise, life insurance companies should

be well-positioned to compete effectively in the

marketplace for these dollars. We do not believe,

however, that it is appropriate to give savings through

life insurance policies a tax advantage not available

to other forms of investment." Tax advantage! What's

the tax advantage of paying non-deductible premiums

from after-tax income for a life insurance policy

which, if surrendered during the policyholder's life-

time, creates eitheE fully taxable ordinary income or a

non-deductible loss?

The proposals also point out that the policyholder

buying cash value life insurance could escape taxation

on the tax-free buildup all through his lifetime, and,

upon payment to his beneficiary at his death, there

-40-



306

would be no tax due. That is also true of stocks, bonds,

real estate and the other investments previously mentioned.

When an American buys stocks and it appreciates in value, at

his death the stock takes on a new income tax basis-what

the stock was worth at the time of the stockholder's death.

If the heirs sell the stock by price equal to the value at

the deceased shareholder's death, there will be no income

tax due. The same tax truth is applicable to almost every

conceivable asset that is included in a deceased American's

estate. The heirs take a new tax basis on the asset

equivalent to the fair market value of the asset on the date

of death of the decedent or the alternative valuation date.

Bow many of you have received, or heard of one of

your colleagues receiving a letter, personal

visit, phone call or any other communication from a

constituent or any representative of any organization

in the - financial services and products area

complaining about the corptitive advantage of life

insurance, and how it was destroying the market for their

investments? Nobody Americans view their life insurance

premiums as an unpalatable, but necessary expense - not as

an investment. Americans buy life insurance because they

love someone and wish to protect them economcially
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following their death. Although that is an altruistic and

admirable motivation, it does not produce white hot,

uncontrollable enthusiasm for one to allocate every

available extra dollar to more life insurance premiums.

In almost twenty-five years in the life insurance business,

less than ten people have ever asked me to buy a life

insurance policy.

At a cocktail party# a stockbroker, upon revealing to a

stranger his occupation, is plied with questions such

as, "Whut do you think the market is going to do?" "What's

your opinion as to the viability of pork bellies as an

alternative investment to Ted Turner Fifth Mortgage

Bonds?" The life insurance agent, on the other hand,

is greeted with responses such as, "I'm insurance

poor"I "My brother-in-law is in the insurance business"I

I've got all the insurance I need," "I've got to go now,

it's been nice to meet you." Representative Stark

stated in an interview with the a1.1 anu l Ulp "Who do

you know who likes a life insurance agent?" Why? Not because

they view the life insurance agent as having industrial

strength herpes, but because they view life insurance as a
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negative expense for protection rather than a positive

investment for profit.

2. THE PROPOSALS ARE NOT FAIR BECAUSE THEY CONTINUE THE

MASSIVE TURMOIL AND UNSTABLE BUSINESS ENVIRONMENT

EXPERIENCED BY THE LIFE INSURANCE COMPANIES DURING THE

PAST FOUR YEARS.

The insurance industry has been in absolute turmoil

because of the monumental task of redesigning every

single one if its policies to meet the "new definition

of life insurance" required by the 1984 Congressional

reforms of the taxation of life insurance companies and

their products. Not only do the policies have to mot

the new federal law, but the existing insurance laws of

each of the fifty states. The cost of filing and

submitting each policy for approval and sale in each of

the fifty states is approximately one hundred thousand

dollars ($100,000) and requires six months to one year

to complete. Only then can the new policy be marketed

to see if 1) the agents will sell it, and 2) the public

will buy it. A life insurance company does not begin

to make a cash profit on a policy until that policy has

been in force for a period averaging between seven and

fifteen years. The life insurance companies are like

medical patients who have just completed major surgery
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and are trying to recuperate and regain their strength.

The life insurance companies desperately need time to

settle down and adjust to their new environment follow-

ing their compliance with last year's new tax law.

The rest of American Business and Industry will have to

analzye, redesign, implement and adjust their business

as required by probable revision of the entire tax

system. The life insurance companies have already done

this and should not be put through the ringer again.

D. THE PROPOSALS ARE NOT FAIR TO THE LIFE INSURANCE AGENTS.

1. LIFE INSURANCE AGENTS, MARKETS, PRODUCTS AND POLICY-

OWNERS HAVE BEEN UNDER THREE CONTINUOUS YEARS OF

NEGATIVE TAX CHANGE BOMBARDMENT.

Americans don't buy products clouded in the grey mists

of tax uncertainty. They delay, they put off, and

rightfully so. Who can buy something that requires at

least a psychological commitment of 10, 20, 30 years,

not knowing what the tax results will be? Trying to

market life insurance during the past three years of

tax bombardment is equivalent to trying to sell

subdivision lots in the midst of an earthquake.
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2. THE PROPOSALS ARE UNFAIR, NOT BECAUSE THEY DESTROY THE

MARKET FOR LIFE INSURANCE, BUT BECAUSE THEY DESTROY THE

PRODUCT OF LEVEL PREMIUM LIVING CASH VALUE LIFE

INSURANCE.

Agents have lost major markets for life insurance,

properly or improperly, due to congressional enactment

of the recommendations of the Treasury Department in

their continuing attack on life insurance. Permanent

Cash Value Section 79 Life Insurance is a thing of the

past. Permanent cash value life insurance purchased by

Voluntarily Employee Beneficiary Associations (VEBA'S)

are no longer viable. Retired Lives Reserve (RLR)

formerly provided post retirement paid-up death

benefits for retired employees, but no more. Benefits

to policyholders provided by these vehicles were

destroyed by tax legislation.

The insurance industry can always adjust to a market

for life insurance being destroyed, but it cannot ad-

lust to the product of life insurance being destroyed.

That is the MOST IMPORTANT CONCEPT that will be con-

tained in my testimony.
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3. THE PROPOSALS ARE UNFAIR BECAUSE THEY WILL DESTROY A

MAJOR SOURCE OF PRESENT AND FUTURE EMPLOYMENT FOR

AMERICANS.

There are approximately 400,000 licensed life insurance

agents, divided approximately equally between full-time

and part-time. Agents are paid sales commission equal

to approximately 50% of the first annual premium on a

policy. Agents are paid service commissions of approx-

imately 5% of the annual renewal premium for the first

ten years and 2% thereafter. In the example of the

35-year-old father purchasing the $40,000 policy for

$535 of annual premium, a typical agent's commission

would be $267.50 the first year; $26.75 for years two

through teny and $10.70 for years eleven on. Assuming

that the 35-year-old lived to age 75 (40 years), the

agent would have received $856 of commissions over the

40-year life of the policy, which represents four

percent of the total premiums paid over 40 years of

$21,400.

In order for an agent to earn first year gross commis-

sions of $25,000, the agent must have life insurance

sales with annual premiums of $50,000. It doesn't

matter whether the insurance is permanent or term,

because agents are paid on premium, not volume.
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Assuming that the average age of his new policyholders is

age 35, this will require sales of approximately $3,738,000

of permanent cash value life insurance or over $33,898,000

of increasing premium yearly renewable term. I hope what is

traumatically apparent to agents, and their eMloyees, is

now obvious to you. If the proposals pass, term insurance

will be the only viable product. An agent would have to

sell ten times as much term insurance as permanent insurance

just to break even. Life insurance agents and their

employees will be economically devastated.

Even under present law, the job of selling life insurance is

one of America's most difficult occupations. Out of ten new

life insurance agents hired# only one will survive for five

years. A successful agent generally has to make 40 calls to

see 20 people, in order to have 10 meetings, to get 5

closing sales interviews, to make 2 sales. The only way you

could get an equivalent feeling of the rejection and

obstacles agents must overcome in order to sell life

insurance would be for you to solicit contributions for the

United Jewish Appeal in Tehran. The only occupational group

that has a higher job mortality than life insurance

agents was the first platoon to hit Anzio. The

insurance companies estimate that the cost of
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hiring and training a new agent is approximately a

quarter of a million dollars, and it takes ten new

agents hired to keep one.

If the agency force of this nation is destroyed and

forced into other areas of economic endeavor, even if

Congress ultimately rectified the situation back to
current law, the damage would be enormous. Approxi-

mately 400,000 life agents, and 600,000 insurance

employees, assuming three persons per family, almost 3

million Americans would be economically crushed. As

they say in Louisiana, "From the time you plant it, it

takes a pecan tree seven years to bear no matter how

bad you want a pie."
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GROWTH

A. THE PROPOSALS ARE NOT GROWTH PRODUCTIVE BECAUSE THEY WILL

NEITHER CURRENTLY NOR ULTIMATELY PRODUCE ADDITIONAL TAX

REVENUE.

1. THE 200 MILLION OF PROJECTED REVENUE IN 1990 FROM TIAE

TAXATION OF PERMANENT CASH VALUE LIFE INSURANCE WILL

NEVER HAPPEN.

The Treasury Department always makes a fundamental

error in their assumptions in projecting tax revenue

that the economic activity of the nation is going to

stay the same. Assuming that people will continue to

buy level premium permanent living cash value life

insurance burdened by these onerous new taxes, is

equivalent to assuming that the number of people going

to the beaches will remain th.e same regardless of the

number of sharks in the water. Plain,'old fashioned,

common horse sense dictates that nobody will buy

policies which create a tax cost in addition to

non-deductible premiums. If no premiums are sold, no

new tax is created. "Where's the beef?"
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2. THE $400,000 MILLION OF PROJECTED REVENUE BY 1990 FROM

THE TAXATION OF ANNUITIES WILL NEVER HAPPEN EITHER.

Annuities are not life insurance. Most annuities are

bought as investments with capital created from some

other form of economic endeavor. The vast majority of

annuities are not paid on an annual premium basis, but

rather are Single Premium Deferred Annuities (SPDAs).

I don't think most life insurance agents would know an

annuity if it walked up and bit them on the leg. Other

than a sale for an IRA or a qualified pension or profit

sharing plan, I don't think I have ever sold anyone an

annuity in 25 years. Most annuities are sold by the

"investment" people such as stock brokers. If you tax

the unrealized appreciation of an annuity you will not

destroy' the creation of capital, but you will destroy

existing tax revenue. How? Because who's going to buy

an annuity that will produce annually increasing

taxable income when they can buy a tax-free bond fund

that will not only accumulate income tax-free, but

distribute tax-free as well? Under current law, when

the annuity owner cash surrenders his annuity he must

pay ordinary taxable income on the gain (cash surrender

value received less total premiums paid). If there has

boon a loss, as frequently occurs with an equity based

annuity, it can neither be deducted from ordinary

-50-



316

taxable income nor capital gain, either long or short-term.

I really can't see why anybody would buy an annuity now

compared to a tax-free bond fund, but who can question the

financial wisdom of the stockbroker? The point is, that if,

in addition to the other tax disadvantage currently suffered

by annuities, there is a new tax levied on the unrealized

appreciation of the annuity, the majority of the people will

buy tax-free bond funds and the government will not only

never realize the projected future revenue, they won't get

the tax they get now when an annuitant cashes in or begins

to receive payments from his annuity.

The Treasury Department estimates that the new tax on

annuities will produce "negligible' revenue in 1986, *100
million in 1987, $200 million in 1988, $300 million in 1989,

and $400 million in 1990. The only 400 million of anything

I can see accumulating by 1990 is the number of unused

bank deposit slips at the Treasury Department.
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3 THE PROPOSALS ARE COUNTER-GROWTH PRODUCTIVE BECAUSE THEY

WILL CREATE A NET TAX REVENUE LOSS IN 19861

If the conclusions of the experts both in and outside of the

insurance industry are correct, the proposals, if enacted,

will be devastating to the incomes of the insurance

companies, agents and employees. It is equally true that

the proposals, if enacted, will be devastating to the tax

revenue currently being paid by the insurance companies,

agents and their employees. This esoteric economic theory

is based on the premise that, "If we ain't got no income,

we don't pay no tax."

4. ALTERNATIVE SOURCES OF TAX REVENUE FOR THE NATION

In order to keep the president's tax proposals "revenue

neutral," any changes by Congress in the President's

proposals that result in loss of projected tax revenues has

to be made up somewhere else.

If push comes to shove, and in the final analysis

there is no other way but to wring the additional revenue

out of the life insurance industry, consider the

suggestion of Representative Stark. He asked

Secretary of the Treasury Baker, in hearings before

the House Ways and Means Committee, if the

Administration would be willing to simply adjust
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the taxable income formula that was established last year to

raise additional revenue from the insurance industry.

Secretary Baker's answer to Representative Stark was that

the Administration would listen to suggestions to adjust

last year's rates.

Representative John Breaux (Louisiana) stated on May 18,

1985, "It has been reported that the latest income tax

returns of 165 of the nation's largest corporations revealed

that they paid no income tax. Included in this number was

General Electric, which earned $6.5 billion of income and

not only paid no tax, but received a $293,000 refund.

Assuming that the proposed 200 alternative minimum tax for

corporations would be applicable to this income, the new

revenue raised would be in excess of $1.2 billion from

General Electric alone. This is $600 million more from this

corporation alone in current increased tax revenue, than

taxing every life insurance policyowner and annuityowner in

the nation is supposed to produce by 19901 Possibly there

should be a progressive alternative minimum tax increase not

only on the amount of the corporation's income, but also on

the number of previous years for which the corporation has

'paid little or no tax. Isn't it more fair to tax the "big

boys* who have paid little or no tax?
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It has also been discussed that the legitimate tax due on

the unreported income generated by the underground economy

could approach $100 billion.

Devoting the time, energy and resources of the Treasury

Department and the United States Congress to obtain

negligible or unmeasurable amounts of revenue, by taxing

individuals on their life insurance while we as a nation are

hemorrhaging over the billions in the budget deficit, is

analogous to calling out the National Guard to pursue

parking meter collections while murderers, rapists, and

felons run wild in the streets.

B. THE PROPOSALS ARE COUNTER-GROWTH PRODUCTIVE BECAUSE THEY WILL

REDUCE ECONOMIC GROWTH BY SLOWLY DESTROYING $56,000,000,000 OF

NEW CAPITAL FORMATION,

l. THE PROPOSALS ELIMINATE THE NEW CAPITAL FORMATION FROM THE

SALE OP NEW POLICIES.

The policyholder's living cash values which buildup on a

tax-deferred basis in whole life policies are a major source

of capital formation in our national economy. In 1983 alone,

the life insurance industry contributed $56.5 billion to

the U. S. capital markets
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including government securities, corporate stocks and

bonds, public utility and railroad bonds, mortgages and

real property. If nobody buys level premium living

cash value life insurance because of the new tax, there

will be no new capital created from the sale of new

policies. Like capital created from some other source

that will automatically have to be reinvested

"somewhere", loss of created capital resultant from the

lack of continuing new level premium permanent life

insurance will be almost a total loss. Why? The

reason is, again, that life insurance premiums are paid

as an expense. They are paid and viewed as a bill, not

an investment. In absence of this "forced savings"

method of paying premiums, the capital that would

otherwise be created will in all probability be spent

on increasing the individual standard of living and not

on investment. The real competition to the sale of

life insurance is not other investments, but some other

current enjoyment the individual could purchase with

his money. New capital will not be created because

amounts not saved through the discipline of regular

premium payments will be spent for consumption.
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2. THE PROPOSALS WILL NOT PRODUCE ECONOMIC GROWTH BECAUSE

THEY WILL CREATE A "UNLEVEL PLAYING FIELD" BETWEEN NEW

POLICIES PURCHASED AND EXISTING POLICIES GRANDFATHERED.

There is at present approximately 600 billion dollars

of living cash values of life insurance policies in the

capital of our national economy. Many of these poli-

cies are not consumer-oriented. The insurance com-

panies for years paid the policyowners only nominal

rates of interest and dividends. For decades, the

insurance companies extolled the virtues of guaranteed

interest rates and conservative dividend projections

to the policyholders and the agents. Fifty years of

this insurance company "mumbo jumbo" resulted in a con-

sumer return to the American policyowners of approx-

imately 2J-51 per annum. During the list decade, when

interest rates began to escalate, many of the more

aggressive insurance companies developed "interest-

sensitive" products which gave the policyowner not only

the guaranteed rate of interest, but an additional

current market rate of interest determined either by

the Board of Directors or some outside index such as

Moody's Bond index, etc. This was a great boon to the

consumer. Life insurance became cheaper and could be

paid up quicker. Not only was more life insurance

purchased, policyholders began cashing in their old
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policies with poor returns in order to buy new policies with

greater yields. This is, of course, what makes the American

economy what it is. If a business com"etitor can provide a

better product to the American consumer quicker, better, or

for less cost, he gets the business, the consumer gets a

better deal, and the whole economy benefits. Who does it not

benefit? The old purveyor of the inferior product or

service -- and that's the way it should be.

The Treasury Department realized that if they had attempted

to have Congress pass legislation that taxed the unrealized

appreciation of all policies, there was a strong

probability of creating a political firestorm for a

relatively minor amount of revenue that could seriously

damage the chances of passing the overall proposal.

Therefore, by proposing to tax only new life insurance

policies, the political risk to expected public opposition

was reduced.

By grandfathering existing life insurance policies from

taxation of the unrealized appreciation, existing

American policyowners are locked into their old

policies without the opportunity to improve their

coverage through increased benefits or lesser

costs. Many American policybwners are uninformed and still
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have old, out-of date policies that border on financial

"rip-offs." This is especially true because of today's

economic conditions and the financial attractiveness of the

new interest sensitive insurance products. No level premium

life insurance policy can survive as a viable financial

instrument with the malignancy of taxation internally

destroying the unrealized appreciation of the policy. No

policy should be taxed on the unrealized appreciation, but

if new policies are taxed, existing policies, no matter how

financially inferior, will be kept by the policyowners which

is counter-growth productive to the proper allocation of the

nation's resources

C. THE PROPOSALS ARE NOT GROWTH PRODUCTIVE TO THE 50 INDIVIDUAL

STATES BECAUSE THEY WILL ERODE EACH STATE'S LIFE INSURANCE

PREMIUM TAX

LiLa Insurannae Ean Bg (ACLI) reports that for 1983, state

governments collected $1,551,000,000 of revenue from life

insurance premium tax income. If the proposals are passed,

little or no permanent level premium cash value life insurance

will be purchased. Level premium life insurance has premiums

higherthanterm. Ifthepublicbuys just low premium term
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insurance, which they will sooner or later have to discon-

tinue, the state's revenue base from premium taxes will be

eroded.

One of the major revenue producers of the President's

proposals is eliminating payment of state and local taxes as

a deduction from taxable income. Assuming those proposals

pass, state and locaJ. governments will be hard pressed, to

increase or even retail, their revenue base. What do they

not need at the same timb is a decline in one of their major

sources of income, the state life insurance premium tax.

IV.

SIMPLICITY

A. THE PROPOSALS ARE NOT SIMPLE BECAUSE THEY INCREASE THE

COMPLEXITY OF THE CALCULATION OF LIFE INSURANCE POLICY

TAXABLE INCOME

1. THE SIMPLICITY OF CUPRENT LAW

The premiums paid by the policyowner are non-deductible

expenses paid from his after-tax income. During his

lifetime, unless and until he cash surrenders his

policy, there is no taxable income. Should the

policyholder cash surrender his policy, any gain is
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taxed to him in the year the policy is surrendered as

ordinary income. The gain is determined by subtracting

the net premiums paid by the policyowner during his

lifetime from the gross cash surrender proceeds re-

ceived, and the difference is either a gain taxable as

ordinary income or a lose which is neither deductible

as an ordinary or capital short- or long-term loss.

Simple.

2. COMPLEXITY OF THE PROPOSED LAW

The policyholder would be taxed on the unrealized

appreciation on his level premium life insurance

policy each year in which there is taxable income.

Taxable income is determined by first determining the

cash value cost, a brand new concept in tax legisla-

tion. The cash value cost is determined by subtracting

the cashless imputed phantom income of an equivalent

premium for a one-year term policy for the period of

time the policy has been in force from the total net

premiums paid by the policyowner to"date. Then you

subtract the cash value cost from the increase in the

unrealized living cash surrender value for the year and

the result equals taxable income for the year. Just

think of the beauty of it all. Millions of Americans

will be able to experience the thrill of recomputing
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these figures with their handheld calculators in order

to verify the information received from the government

and the insurance companies.*

Sixty-five percent of our current taxpayers do not

itemize their deductions. However, if the current

proposals to tax life insurance become law it should

create for them the impression of fairness due to the

fact that they will be able to spend two or three days

trying to figure this mess out with the rest of us.

Perhaps it could be expressed algebraically

V - (P - D - T) - TI. Or# cash surrender value MINUS

(cumulative premiums paid MINUS cumulative dividends

received MINUS cumulative imputed one-year taxable term

economic benefit) EQUALS taxable income, or non-

deductible loss. Eurekal Hooray for simplicity The

follow that thought up this if asked to determine a

method for determining the number of cattle in a herd

would probably reply, "Count their legs and divide by

fourt"
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B. PROPOSALS ARE NOT SIMPLE BECAUSE THEY WILL INCREASE THE COST

AND COMPLEXITY OF TAX ADMINISTRATION, COMPLIANCE, REPORTING

AND FILING.

1. THE PROPOSALS ARE NOT SIMPLE BECAUSE THEY WILL INCREASE

THE COST AND COMPLEXITY OF TAX ADMINISTRATION, CON4PLI-

ANCE, REPORTING AND FILING TO THE POLICYOWNERS

Most policyowners do not understand life insurance or

its terminology now, much less if the proposals are

passed. They will not understand what they have

received when they get a 1099 or similar tax reporting

slip from the insurance company that tells then they

must report taxable income from their insurance policy.

They will realize that they did not receive any cash,

and so the questions will starts "Was I supposed to

got this much in cash?", "Was my check sent somewhere

else?", "Am I going to get a now check?", "if I didn't

got a check,-how come I have to pay tax on this amount

of income?", "How is that determined?"# "Are you sure

they can do this?", "Who say's so?*, and on and on. If

there is no agent to run interference for the policy-

holder, his chances of getting correct and timely

information are slim and none--and Slim just left town.

The only organization that I know that approaches a
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government agency in the degree of difficulty, exas-

peration and length of time necessary to get accurate

information is a life insurance company. Just for fun,

pick out one of your life insurance poliqies, phone the

life insurance company direct and ask whoever answers

the phone the most simple question you can think of,

such as, "Who is the beneficiary on my policy number

1234?" You will be switched endlessly from one person

to another until you are either disconnected or receive

the reply, "We'll have to get back to you with that

information."

God help the policyholder if the insurance company's

computer system screws up in reporting his taxable

income. If he doesn't have a good agent, the poor

policyowner will never get it straightened out.

2. THE PROPOSALS ARE NOT SIMPLE BECAUSE THEY WILL INCREASE

THE COMPLEXITY OF TAX ADMINISTRATION, COMPLIANCE,

REPORTING, CALCULATION AND FILING FOR THE INSURANCE

COMPANIES.

Insurance companies will have to develop new computer

systems, new administration systems, and new staff

people in order to comply with what will assuredly be

the burden of reporting the taxable income on policies
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to the policyowners. The insurance company's computer will

have to store all of the information on all of the policies

for all of the previous years. It is going to be a hopeless

tax morass for all concerned.

Several years ago I was staying at the Hilton in Baton Rouge,

Louisiana. The following morning I was intent on check out

of the hotel and getting on the road as soon as possible.

Upon entering the lobby, I was surprised to find lines of

nuns stretching all the way from the cashier's window,

through the lobby, and down the hall. When I inquired as

to what had happened, it seemed that there had been a

lightning storm the previous evening. Each room is

equipped with a private bar which would dispense miniature

bottles of liquor upon pushing the right button and

electronically add the charge to the occupant's bill. The

hotel was filled with nuns attending a convention.

Apparently, during the storm of the previous evening, every

time a bolt of lightning was discharged in the area, the

hotel's computer electronically added a liquor charge to

every room in the place. The nuns didn't find out about it,

of course, until they were checking out, and boy they were

upset If you multiply the nun situation times

millions of policyholders, you have some idea of
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what it will be like during tax seasons in the insur-

ance business should these proposals pass.

3. THE ?ROPOSALS ARE NOT SIMPLE BECAUSE THEY WILL INCREASE

THE COST AND COMPLEXITY OF TAX ADMINISTRATION, COMPLI-

ANCE, REPORTING, CALCULATION AND FILING FOR THE LIFE

INSURANCE AGENT.

The agent is the "Champion" of the policyowner.

Policyowners are the source of an agent's income, not

the insurance companies. If the policyholder is not

happy with the product, the company, the government,

or anything else, the agent is going to catch the

dickens first and be required and held accountable to

get the thing straightened out. If the agent does not

get whatever problem comes out resolved to the satis-

faction of his policyowner, he runs the risk of losing

any new sales and the possibility of the policyowner

cancelling his policy and costing the agent renewal

commissions as well. Obtaining and verifying correct

information concerning my client's policies to be used

in their annual corporate and personal filing of their

tax returns requires the majority of my staff's time

during the months of January and February. Gwen

Havens, the office manager for Cox and Company and a

wonderful friend and lady, starts complaining in
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November about the impending "tax season" and doesn't stop until

it's over in March. It's going to be a mess. I would sooner

swim laps in a pool full of molassas than to go through what

we're going to have to contend with during tax season.

Many people have the mistaken impression that a life insurance

agent has no expenses. This is not correct. The life insurance

agent is involved in a personal service business and typically

spends from 25 to 50% or more of his gross first-year and

renewable commission on the expenses of running his business,

just like any other professional. These costs will increase

dramatically for the life insurance agent should the proposals

become law.

5. THE PROPOSALS ARE NOT SIMPLE BECAUSE THEY WILL INCREASE THE COST

AND COMPLEXITY OF TAX ADMINISTRATION, COMPLIANCE, REPORTING AND

FILING TO THE FEDERAL AND INDIVIDUAL STATE GOVERNMENTS.

The Treasury Department, in order to promote growth,

fairness and simplicity in the processing of America's tax

returns, installed the Internal Revenue Services' new

mammoth computer system. The result was that the

processing of our tax returns, tax deficiency notices
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and tax refund checks suffered massive delays. Appar-

ently the system caught the hiccups, or something, and

just didn't do what it was supposed to. Not only did

it not do what it was supposed to do, it was slower

than the old system. If you think that's slow, wait

until it ingests millions of additional, unfathomable

policyholder 1099s that nobody can make heads or tails

of. I can see the computer form letter from the IRS

now:

April 1, 1988

Dear Mr. Policyowner,

We have examined your return for the year 1985,
and determined that there is a discrepancy between
the amount of income you reported and that cross-
referenced by our computer. We are in receipt of
a copy of a 1099 in the amount- of $500 resultant
from your policy number 2734 issued by the Night
Life of New Orleans.

Please forward your check to the Internal Revenue
Service in the amount of $850.00, which includes
penalty and interest.

Sincerely,

Ima Auditor
Internal Revenue Service

The agent's phone rings: "I'm going to kill you. I

want you over here right now and straighten out this

mess with the IRS. This insurance policy you sold me

has screwed up my taxes and now it's going to cause me
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an IRS audit. Do you know what you can do with your policy?

(expletives deleted).u

I recently received a taxable income notice from the Internal

Revenue Service which gave no indication of what it was, where it

came from, or why they were sending it. Gwen Havens, my office

manager, has spent hours on the phone with people in the Internil

Revenue Service trying to find out why they sent it to us. They

said they didn't know. They told me that if I would write a

letter they would find out, but that it would take two years In

the meantime, I had to pay the tax, interest and penalties.

I

What in the world is it going to be like in Federal and State

Governments, processing the taxable income from millions upon

millions of individual insurance policies?

V.

CONCLUSION

"IF IT AIN'T BROKE, DON'T FIX ITIO
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APPENDIX A

$1,551,800,000

1983 STATE LIFE AND HEALTH INSURANCE PREMIUM TAXES

Alabama

Alaska

Arizona

Arkansas

California

Colorado

Connecticut

Delaware

D.C.

Florida

Georgia

Hawaii

Idaho

Illinois

Indiana

Iowa

Kansas

Kentucky

Louisiana

Maine

Maryland

Massachusetts

Michigan

Minnesota

Mississippi

35,800,000

4,000,000

19,200,000

14,800,000

171,000,000

26,200,000

22,600,000

5,000,000

9,500,000

79,700,000

47,300,000

9,600,000

7,200,000

88,900,000

35,300,000

20,600,000

15,800,000

19,700,000

29,500,000

5,600,000

24,600,000

34,600,000

52,900,000

25,900,000

22,400,000

Missouri

Montana

Nebraska

Nevada

Hew Hampshire

New Jersey

New Mexico

New York

North Carolina

North Dakota

Ohio

Oklahoma

Oregon

Pennsylvania

Rhode Island

South Carolfna

South Dakota

Tennessee

Texas

Utah

Vermont

Virginia

Washington

West Virginia

Wisconsin

Wyoming

Source: American Council of Life Insurance

23,900,000

6,700,000

12,500,000

7,400,000

5,100,000

40,400,000

10,100,000

61,700,000

47,800,000

3,600,000

92,100,000

42,800,000

15,500,000

64,900,000

4,400,000

21,700,000

6,400,000

31,400,000

98,500,000

10,000,000

2,700,000

42,100,000

24,100,000

16,400,000

27,900,000

4,000,000
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STATEMENT OF FRED A. DEERING, CHAIRi4AN OF THE BOARD,
AND CHIEF EXECUTIVE OFFICER, SECURITY LIFE OF DENVER,
DENVER CO, ON BEHALF OF THE ASSOCIATED LIFE INSUR-
ANCE GROUP NATIONAL POLICYHOLDER ADVISORY COMMIT-
TEE
Mr. DEERING. It's a hard act to follow, Mr. Chairman, and I will

forgive the discrimination between the State of Colorado and the
State of Louisiana. [Laughter.]

Mr. DEERING. My name is Fred Deering. I am chairman of the
board and chief executive officer of Security Life, a medium-size
life insurance company in Denver; and a past chairman of the Life
Office Management Association, which is comprised of some 700
companies throughout the United States.

We are beginning to feel like a pointman in the infantry platoon
because we think that the life insurance industry has led the
parade of tax reform, starting, as Senator Long said earlier, in 1982
with TEFRA; followed by 1984 with the Deficit Reduction Act. The
life insurance industry has been subject to a parade of tax reforms,
if you will.

In August 1984 when the Deficit Reduction Act was finally
signed, we breathed a long sigh of relief because we believed we
were able now to concentrate again on designing and selling our
products in the stable tax environment which is essential to any
kind of long-range financial commitment. Now as part of its gener-
al tax reform plan, the administration is proposing once again to
make drastic changes in the way cash-value life insurance is taxed
to the policyholder.

Reforming life insurance taxation for the second time in 2 years
is not only totally unnecessary; it is devastating to our industry,
which is dependent upon long-term predictability and stability in
the Tax Code. We are reformed. We are going straight. Please
leave us alone.

The President's tax reform proposal would, for the first time in
history, include increases in the value of ordinary life insurance
policies, the inside buildup, in the taxable income.of policyholders.
That would harm moderate income people and force them to aban-
don one of the pillars of their financial security; namely, perma-
nent life insurance.

There now seems to be a widespread consensus on Capitol Hill
that taxing the inside buildup would, in fact, be wrong. My pre-
pared testimony deals in depth with the consequences of taxing
inside buildup because until last Thursday, September 26, that was
the major issue facing consumers of life insurance.

But with the Ways and Means staff proposal, we have a new ball
game. So I would like to use my limited time here to point out why
the Ways and Means option is equally bad for the companies and
for the policyholders. We are all going to be the losers.

On September 26, Ways and Means staff gave us what looked
like some good news. Namely, no direct tax on the inside buildup.
But the bad news is that the changes which they have prool, m
return will have an even more crippling effect on whole life insur-
ance. Generally under the Ways and Means staff proposal, policy
loans will no longer be treated as loans. Instead, they will be treat-
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ed as ordinary income to the policyholder to the extent of the
inside buildup. This is just a backdoor way of doing what the grow-
ing consensus here opposes-taxing the inside buildup.

Second, and this is the real clincher, interest paid on the policy
loan would be completely nondeductible. This proposal is similar
to, but far worse than, the limitation on loan interest deductibility
which was rejected last year by this committee and by the confer-
ence committee. We think you were right last year. You acted in
the best interest of millions of policyholders, present and future.

One of the major reasons people purchase whole life insurance is
because they have access to their cash value without restrictions or
penalties. Take this right away or severely restrict its use and you
will effectively destroy whole life insurance. Millions of middle
income families, farmers and small business owners will simply not
purchase the product for financial security if they are unable to
reach their cash values by policy loans wit out aying severe pen-
alties to do so. This means permanent whole life insurance will
simply not be sold. Instead, term insurance will be sold. But we
know term insurance is not the answer to family or business secu-
rity. It becomes prohibitively expensive as the policyholder ages; it
creates no residual cash values to keep the policy in force if the
insured is unable to pay premiums; and it fails to meet the essen-
tial element of life insurance as a permanent solution.

This is borne out by the fact that statistics show us that 95 per-
cent of all term insurance sold lapses before the policyholder dies.

There is another severe disadvantage to the elimination of whole
life insurance. Over the years, it has been a primary accumulator
of capital, pouring $56 billion into the American economy from pol-
icyholder funds in 1983, a figure which will probably be $60 billion
in 1984.

Speaking from personal experience, I 'can say that these provi-
sions will almost surely terminate the sale of whole life insurance
policies. Although it's only been 5 or 6 days since September 25,
we've seen a striking decline in our sales of whole life insurance
since that time.

The CHAIRMAN. I will have to ask you to conclude, Mr. Deering.
Mr. DEERING. I will wind up.
When the administration set out on the road to tax reform its

avowed purpose was to reach results which were fair, simple and
would promote economic growth. Taxation of the inside buildup
and limitations on loan interest deductibility and now the insidious
alternatives offered by the Ways and Means staff do not achieve
any of these objectives. These proposals are not fair; they are not

le; and far from promoting economic growth, they are guaran-
to seriously impair, if not destroy, one of the greatest capital

accumulation mechanisms in economic history.
We urge you to continue to protect policyholders from taxation

of their life insurance.
And I appreciate the privilege of being here today, Mr. Chair-

man.
The CHAIRMAN. Thank you.
(The prepared written statement of Mr. Deering follows:]



337

STATEMENT OF

ASSOCIATED LIFE INSURANCE GROUP NATIONAL

POLICYHOLDER ADVISORY COMMITTEE

BY

FRED A. DEERING

ON

TAX REFORM PROPOSALS AFFECTING

LIFE INSURANCE

BEFORE THE

COMMITTEE ON FINANCE

OCTOBER 1, 1985



338

SUMMARY

Just last summer Congress completed a comprehensive

overhaul of litfe insurance taxation after more than two years of

careful study. These reforms, which were incorporated into the

Deficit Reduction Act of 1984, included the tax treatment of life

insurance products as well as of companies. This year, as part

of its general tax reform plan, the Administration is proposing

once again to make drastic changes in the way cash value life

insurance is taxed to the policyholder, and also in the way that

life insurance companies are taxed. "Reforming" life insurance

taxation for the second time in two years is totally unnecessary,

and would fail to achieve any of tax reform's stated goals:

fairness, growth and simplicity. In fact, if the changes now

being proposed were adopted, the results would be contrary to

these goals.

New Taxation of "Inside Build-Up"

Most of the tax reform proposals now before Congress would, for

the first time in history, either directly or indirectly, include

annual increases in the value of ordinary life insurance policies

in the taxable interest income of policyholders. In the calcula-

tion of the amount of taxable income, the policyholder's basis

(investment) in the contract would be reduced by the imputed cost

of term insurance protection. Under this formula, as policy-

holders age and the imputed cost of this theoretical term
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component escalates, their basis would be forced down, exposing

ever-increasing amounts to taxation every year.

Advocates of these proposals fail to take into account that:

taxing life insurance in this manner would be a

radical departure from long-standing tax policy which recognizes

taxable income only in the event of actual or constructive

receipt. Annual increases in the cash surrender value of whole

life insurance should not be treated as income because policjr-

holders cannot access these funds without sacrificing all or pe~rt

of the death protection provided. Unlike debt instruments,

surrendered life insurance cannot be replaced unless the

policyholder is insurable.

W whole life insurance is not an investment

vehicle. Its purpose is to provide economic protection against

the risk of death at a cost that remains level even us the

policyholder ages. This level cost feature, which is funded by

the inside build-up, distinguishes term from whole life

insurance. Whole life insurance is much more likely to remain in

force and benefit survivors than is term insurance. Because of

the rapid escalation in the cost of term insurance as people age,

more than 95% of all term policies are discontinued by insureds

and pay no death benefit.

V whole life insurance is not a tax loophole for the

wealthy. The new definition of life insurance enacted last year

eliminated the possibility of tax-sheltered investments being

disguised as life insurance. The proportion of life insurance

- 2 -
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held by the wealthy in relation to their other financial assets

is small. This profile is reversed for moderate and middle

income Americans. The income of 61% of those who own whole life

is les than $25,00, per year. These are the very people who

already pay their fair share of taxes and can least afford either

the costs which would accompany the taxation of inside build-up,

or the consequences of inadequate coverage.

taxing inside build-up would be extremely complex

and expensive to administer.

taxing inside build-up would be particularly

burdensome to the aged, because the cash value of whole life

increases most rapidly after age 60 so that premiums can stay

level. The imputed value of term coverage also escalates rapidly

after age 55, which would reduce the basis in the contract and

thereby add significantly to the taxable income of the elderly.

Q taxing inside build-up would virtually eliminate

the life insurance industry's ability to contribute to capital

formation. In 1983 alone, life insurance contributed $56.6

billion to U.S. capital markets, made possible largely by the

cash values in millions of whole life policies.* Such contri-

butions would become greatly reduced in the future under the

proposals to tax these values.

taxing inside build-up would result in long-range

hidden costs as demands would ultimately be placed on social

service and welfare programs of the federal government to provide

- 3-
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what individuals have heretofore been able to provide for

themselves.

Loan Interest Deductibility

Deductibility of interest paid on life insurance loans would be

restricted under the Administration's general consumer loan

interest deductibility provisions. These provisions limit

personal loan interest deductions to $5,000 in excess of total

investment income (in addition to interest paid on primary

residence mortgages). For instance, if an individual had $10,000

in investment income and $12,060 in total loan interest payments

from all sources (other than home mortgages), all interest pay-

ments would be deductible. If the same person had no investment

income, only $5,000 of the interest payments would be deductible.

Restrictions on the deductibility of personal borrowing should be

dropped for the following reasons:

as long as full interest deductibility is permitted

for some kinds of borrowing, (i.e., mortgages, business loans).

taxpayers will restructure their loans to take advantage of safe

harbors. The end result will simply be disintermediation,

without any net change in consumption versus savings. If the

purpose in limiting loan interest deductibility is to reduce

consumption and encourage savings, the Administration's provision

will not achieve it.

-4-
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the ability to deduct loan interest makes it

possible for people to meet financial emergencies without

surrendering their assets, including life insurance policies.

W under current law, the option to borrow against a

life insurance policy should not be confused with actual

behavior. While the ability to borrow against a whole life

policy, should it become necessary, encourages people to purchase

whole life rather than term, despite whole life's initially

greater expense, relatively few policyholders exercise this

option. Even in recent difficult economic times (and prior to

the enactment of the new restrictive definition of insurance)

loan activity nationwide has remained stable at about 28%.

- 5-
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STATEMENT OF FRED A. DEERING

ALIGNPAC (Associated Life Insurance Group National

PiOjlicyholder Advisory Committee), formed in 1982, is comprised of

thousands bf life insurance agents and financial planning

agencies from all over the United States. They, in turn, repre-

sent the interests of tens of thousands of individual policy-

holders. While our membership is in some ways diverse, we are

all engaged in helping individuals plan for their long-range

financial security. Many of our members also design and

implement employee benefits packages for businesses both large

and small.

Like millions of other policyholders, our clients own

life insurance to provide themselves with a hedge against

disaster. Life insurance guarantees a flow of income, mainte-

nance of home ownership, college educations, and sometimes simply

economic survival when a family provider dies. Many of our

clients are farmers, ranchers, and small business owners who rely

upon their life insurance to guarantee that these family enter-

prises can continue intact and not be liquidated to pay estate

taxes.

Only last summer, Congress completed a total overhaul of

life insurance taxation after more than two years of careful

study. These reforms, which were incorporated into the Deficit

Reduction Act of 1984, included the tax treatment of life

insurance products as well as of companies. This year, as part

of its general tax reform plan, the Administration is proposing

-6-
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once again to make drastic changes in the way cash value life

insurance is taxed to the policyholder, and also in the way that

life insurance companies are taxed. "Reforming" life insurance

taxation for the second time in two years is not only unneces-

sary, but would also fail to achieve any of tax reform's stated

goals: fairness, growth and simplicity. In fact, if the changes

now being proposed were adopted, we believe that the results

would be contrary to these goals.

We appreciate this opportunity to express our deep

concern over the impact that the Administration's and other tax

reform proposals would have on our clients, ourselves, our

industry, and the U.S. economy as a whole.

TAXATION OF THE "INSIDE BUILD-UP"

Most of the tax reform proposals now before Congress

would, either directly or indirectly, include annual increases in

the value of ordinary life insurance policies in the taxable

interest income of policyholders. In the calculation of the

amount of taxable income, the policyholder's basis (investment)

in the contract would be reduced by the imputed cost of term

insurance protection. Under this formula, as policyholders age

and the imputed cost of this theoretical term component

escalates, their basis would be forced down, exposing ever-

increasing mounts to taxation in each successive year.

- 7 -
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ADVOCACY OF SUCH A TAX REFLECTS A MISUNDERSTANDING OF

THE NATURE AND PURPOSE OF WHOLE LIFE INSURANCE.
Whole life insurance is not an investment vehicle,

nor is it a tax loophole for the wealthy. On the contrary, the

concept of whole life insurance as we know it today originated in

England in the 1700's as a response to the inadequacies of term-

insurance. Many people were dissatisfied with term insurance as

a means of providing economic security for their families because

it became too expensive to maintain into old age. More often

than not, insureds were forced to let their term policies lapse

because they couldn't afford the rapidly escalating premiums.

This is still true today: more than 95% of all term insurance is

allowed to lapse before any claim can be made against it.

To remedy this major shortcoming, whole life was

structured so that the premiums would remain level over the

duration of the policy. Companies accomplished this by

collecting higher premiums than needed to cover the risk of death

in the early years, and investing the difference. Earnings on

these investments ("inside build-up") funded the eventual death

benefit without raising costs to policyholders'as they aged.

This system worked so well in England that by the 1840's--some 75

years before the advent of the income tax--it had become well

established in the U.S. as well. By providing insurance that

could "go the distance", whole life met--and continues to meet--

the financial security needs of the common person. The wealthy,

-8-
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then as now, had the resources to provide for -themselves and

their families without the help of life insurance.

Industry statistics clearly demonstrate that whole life

insurance is used primarily by families with moderate to middle

incomes to provide economic protection against the risk of death

at a cost that remains level even as the policyholder ages.

According to the American Council of Life Insurance, about two-

thirds of the whole life policies purchased in 1983 were on the

lives of individuals with family income of under $25,000 per

year. Their policies, which average about $19,000, are typically

held for two to three decades. In contrast, only about one-third

of whole life policies are purchased by families with over

$25,000 in annual income. Even more significantly, as income

gets higher, the proportion of whole life insurance as a

percentage of total financial assets drops markedly. The new

definition of life insurance enacted last year eliminated the

possibility of tax-sheltered investments being disguised as life

insurance. Wealthier individuals invest their money in stocks,

mutual funds and tax-exempt bonds--not life insurance.

It is interesting to note that the need to assure that

costs do not escalate over the years beyond eventual means to pay

is also what motivates people to own rather than to rent their

homes, even if it means being cash poor to cover the initially

higher costs of ownership. The ability to deduct interest on

mortgages and other tax benefits associated with home ownership

helps to bring down these high initial costs to the point where

-9-
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the average person, not just the well-off, can afford to own.

This is why these benefits are cherished by so many Americans.

While a great deal has changed since the late 1700's and early

1800's, peoples' reasons for buying whole life insurance have

not. Historically, appreciation in the value of whole life

(inside build-up), which is merely a by-product of the level

premium concept, has never been taxed unless the policy is

surrendered, just as appreciation in the value of a home is not

taxed unless and until the home is sold (with an exclusion for

those over age 55).
W Taxing inside build-up would be a radical departure

from long-standing tax policy which recognizes taxable income

only in the event of actual or constructive receipt, Unlike the

owner of a savings account, for example, a policyholder cannot

withdraw money from the value of the policy to pay taxes owed on

the appreciation without surrendering a portion of the policy and

thereby destroying the purpose for which the policy was purchased

in the first place. Unlike debt instruments, surrendered life

insurance cannot be replaced unless the policyholder is insur-

able, and willing to pay a higher price due to older age*

TAXING INSIDE BUILD-UP WOULD BE UNSOUND SOCIAL AND

ECONOMIC POLICY.

W Far from achieving simplicity, such a tax would be

extremely complex and expensive to administer. Life insurance

companies would be burdened with the time-consuming task of

identifying, calculating and reporting to taxpayers and the IRS

- 10 -
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on the annual taxable increases in cash values of over 50 million

policies. Taxpayers, in turn, would have to take these amounts

into account when filing their returns. When the time came for

them to file, it is likely that many of these taxpayers would not

understand what causes them to have this phantom income, and why

they should pay taxes on it. Being taxed on income over which

they have no control and no constructive receipt is difficult

enough to fathom without also having to understand the concept of

imputing a value for term insurance and having that value

increase the amounts exposed to tax. It would be the equivalent

of imputing the value of rent on taxpayers' own homes as taxable

income to them, a revolutionary idea and, we suggest, a

politically unacceptable one.

During its consideration of life insurance tax reform

last year,,Congress reaffirmed the 1972 conclusion of the Joint

Economic Committee that taxing inside build-up would be admini-

stratively infeasible. The idea remains unworkable and complex

this year: there is no justification for revisiting it.

0 Taxing inside build-up would result in long-range

hidden costs as many current and prospective policyholders may be

forced to either surrender their policies, buy less insurance

than they need, or not purchase whole life insurance at all.

Increasing costs to individuals and businesses would most likely

result in cutbacks of coverage by those who have the least

financial security as it is, and could least afford the conse-

quences of inadequate protection. Demands would ultimately be

- 11 -
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placed on social service and welfare programs of the federal

government and on Social Security to provide what individuals

have heretofore been able to provide for themselves.

0 Taxing inside build-up would be particularly

burdensome to the aged because, if they maintained their whole

life policies, their taxes would increase dramatically after they

have retired even though they are earning less. This occurs

because whole life policies are structured so that their cash

value increases most rapidly after age 60 so that premiums can

stay level. The imputed value of term coverage also escalates

rapidly after age 60, which, under the Administration's proposal,

would depress the basis in the life insurance contract and add to

taxable income. Consider the following illustration. A 35 year

old male in the 35 percent bracket buys a $50,000 whole life

policy (his only insurance) with annual premiums of $502. The

inside build-up in this policy increases at the rate of 7 1/2%

per year. Ten years later, the policyholder has the option of

stopping premium payments, since the $50,000 death benefit can be

covered by the inside build-up, or continuing to pay premiums and

increasing the death benefit. Because he has had another child

since the policy was first purchased, and the value of the

original face amount has been eroded by inflation, the policy-

holder decides to increase the death benefit by an amount which

he considers prudent. In this case, the death benefit is allowed

to reach $100,000 after 45 years. Under the Administration

proposal this policyholder would have to pay more than $28,000 in

- 12 -
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taxes by age 75 in addition to premiums. This policyholder's

insurance-related taxes for the decade beginning at age 60 would

exceed $500 per year, at age 70 would exceed $800, at age 75

would exceed $1,200, and at age 80 would exceed $1,500, even

taking into account a drop to the 25 percent tax bracket at age

65. Faced with such a situation, most people, we believe, would

surrender their insurance policies.

Thus, at the very point in peoples' lives when they most

need the insurance for which they have been paying for over 30

years, the Administration proposal would effectively tax it out of

existence.

POLICY-NON-SHOKER-50. 0OO-MALE-AGE 35

Annual Premium $500.00

DURATION ATTAINED IMPUTED COST OF YEARLY CASH VALUE
AGE INSURANCE PROTECTION INSIDE BUILD-UP TAX

FOR THE YEAR

5 40 199 56

10 45 266 133

15 50 357 240

20 55 466 384

25 60 601 573

30 65 986 618

35 70 1541 889

40 75 2306 1222

45 80 3321 1503

- 13 -
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W Taxing inside build-up would virtually eliminate the

life insurance industry's ability to contribute to capital forma-

tion. Having sacrificed both equity and simplicity, enactment of

these proposals would also deter economic growth. In addition to

providing a pillar of economic security to many millions of

average American families, the assets which build up in whole life

policies are a major source of capital formation in our national

economy. In 1983, the life insurance industry had assets of over

$650 billion invested in U.S. capital markets. Of this amount,

$76.6 million is in U.S. securities. Other industry investments

are in corporate stocks and bonds, public utility and railroad

bonds, etc. The proposals to tax inside build-up, by forcing

people into term insurance, would dry up this major source of

capital.

LOAN INTEREST DEDUCTIBILITY

Deductibility of interest paid on life insurance loans

would be restricted under the Administration's general consumer

loan interest deductibility provisions. These provisions would

limit personal loan interest deductions to $5,000 in excess of

total investment income (in addition to interest paid on primary

residence mortgages). For instance, if an individual had $10,000

in investment income and $12,000 in total loan interest payments

from all sources (other than home mortgages), all interest pay-

ments would be deductible. If the same person had no investment

- 14 -
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income, but the same amount of loan interest payments, only $5,000

of the interest payments would be deductible.

WE BELIEVE THAT THE RESTRICTIONS ON THE DEDUCTIBILITY OF

PERSONAL BORROWING PROPOSED BY THE ADMINISTRATION, INCLUDING THOSE

ON LIFE INSURANCE, WOULD SERVE NO USEFUL PURPOSE AND SHOULD BE

DROPPED.

As long as full interest deductibility is permitted

for any kind of borrowing (i.e., mortgages, business loans).

taxpayers will restructure their loans to take advantage of safe

harbors. The end result will simply be disintermediation without

any net change in consumption versus savings. If the purpose in

limiting loan interest deductibility is to reduce consumption and

encourage savings, the Administration's provision will not achieve

it. Further, as a matter of sound social policy, interest paid on

loans secured by-life insurance should be deductible as long as

any interest on any kind of loan is deductible. All the tax

reform plans retain the deductibility of home mortgage interest

because there is a strong consensus among members of Congress and

the Administration that home ownership by as many people as

possible is desirable from the individual's standpoint aid s also

in the best interest of our country as a whole. We believe that

ownership of whole life insurance, to provide for survivors at the

time of the breadwinner's death is both socially and economically

an equally desirable goal, and should bj similarly encouraged.

The ability to deduct loan interest makes it

possible for people to meet financial emergencies without

- 15 -
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surrendering their assets, including life insurance policies. The

flexibility provided whole life policyholders by the borrowing

feature has proven invaluable to millions of Americans in two

ways. Firet, by relieving the anxiety that the average person

tends to have about making long-term financial commitments which

entail fixed obligations for years to come, the option to borrow

if necessary encourages people to obtain the protection they

need. Second, the ability to borrow in the event of financial

emergency enables policyholders to keep their insurance in force

rather than suxrende it to obtain badly needed cash.

Under current law, the option to borrow against a life

insurance policy should not be confused with actual behavior.

While the ability to borrow against a policy should it become

necessary encourages people to purchase whole life rather than

term despite whole life's initially greater expense, this

capability is used rarely and generally as a last resort.

Industry-wide policy loan activity figures bear this out. Even

over the past ten years, which included periods of poor economic

conditions, high interest rates, and high unemployment, the rate

of borrowing on policies in force remained stable at about 28 per

cent. Most of these loans are one-time responses to specific

situational needs for cash. Thus, once a whole life policy has

been purchased, most people do not deplete its value through

borrowing. While this policyholder option is not used

excessively, it has great utility, both as a means of encouraging

- 16 -
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people to purchase the whole life insurance they need, and as a

valuable right for those who may, in emergencies, need to use it.

CONCLUSION

In light of all these considerations, we sincerely

believe that the public interest would not be served by any of the

tax reform and simplification proposals relating to life

insurance.

When the Treasury Department's original tax reform

proposal was firstL released last November, then-Secretary Regan

noted that, under it, there would be winners and there would be

losers. This is at least as true for "Treasury II". If the

Administration's provisions affecting the taxation of life

insurance are adopted, many current owners and every prospective

owner of a whole life policy, as well as all of their

beneficiaries, would be among the losers. These are the very

people who, according to a January Washington Post/ABC News poll,

liked the idea of the Treasury's income tax simplification and

revision plan. However, the poll results also indicated that a

great deal of this support came from people who had little or no

understanding of the plan, except that it was supposed to close

the loopholes which benefit big companies and wealthy individuals

to the detriment of everybody else.

Many of them were later surprised to discover that, among

other things, their personal life insurance had been lumped into

this category. A July 4 poll. by the same organization shows that

- 17 -
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there has been a substantial erosion of support as the middle

class has correctly perceived that they will benefit the least of

any income group under the Administration plan. This is so

because most of the reasonable incentives that have encouraged

average people to provide for themselves (such as life insurance),

would be eliminated, while the wealthy would reap the major

benefits of rate cuts. This is not what tax reform should be

about, and such an approach will not achieve the broad middle

class support that is essential for its enactment.

The Administration's new tax proposals relating to life

insurance products and companies achieve none of their stated

goals: they are not fair, they are not simple, and they will

thwart economic growth. Indeed, since the announcement of the

first Treasury plan in November, 1984, the market for insurance

products has been severely damaged as many pending purchases have

fallen through, and, on others, payments have been withheld

pending final Congressional action. The long-range nature cf the

financial commitment needed to sustain whole life insurance

policies makes them extremely vulnerable to this kind of

uncertainty. Last year. after more than two years of study and

debate, Congress' enactment of major life insurance tax reform

provisions included for the first time a definition of life

insurance, thereby eliminating the potential for abuse of life

insurance by individuals looking for investments with shelter

advantages. Further changes are unnecessary and will, if enacted,

severely, if not irreparably, damage an otherwise healthy

industry, and undermine the financial security of millions of

American families.
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STATEMENT OF EDWARD E. PHILLIPS, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, NEW ENGLAND
MUTUAL LIFE INSURANCE CO., BOSTON, MA, AND CHAIRMAN
OF THE BOARD, AMERICAN COUNCIL OF LIFE INSURANCE
The CHAIRMAN. Mr. Edward Phillips.
Mr. PHILLIPS. Thank you, Mr. Chairman.
I am Edward Phillips, chairman of the board and CEO of New

England Mutual Life Insurance Co. of Boston; and also currently
chairman of the board of the American Council of Life Insurance,
ACLI, for whom I appear today.

The ACLI has 627 member life insurance companies who write
about 95 percent of the life insurance written in the United States.
We are also very concerned, Mr. Chairman, about the consequences
of the proposed tax increases on life insurance companies and on
individual policyholders.

If enacted, the life insurance industry would be impacted severe-
ly, and the financial security of millions of Americans would be
threatened.

My prepared statement discusses these issues in much greater
detail, and I would respectfully request that it be included in the
record.

The CHAIRMAN. All the statements will be in the record.
Mr. PHILLIPS. Thank you, sir.
In general, the tax treatment of life insurance companies and

policyholders, as the two previous witnesses have outlined, was
scrutinized closely by the Congress during the last 4 years, and
very extensive changes were enacted only last year in 1984. Now
only a few months later the administration has proposed still an-
other set of major tax changes for our business.

Many of these proposals were considered and rejected by the
Congress in developing the 1984 bill. Others were addressed, but in
a very different manner than now proposed. In all cases, the ad-
ministration actively participated.

Mr. Chairman, we have great trouble understanding why the ad-
ministration now would walk away from the comprehensive legisla-
tion it took part in which resolved these difficult issues just last
year.

Specifically and notably, the administration proposes to tax the
inside buildup in cash value life insurance and annuity contracts.
And without getting into any detail, because two previous wit-
nesses have covered it I think beautifully, to support the proposal
the administration compares cash value life insurance to an invest-
ment, such as a certificate of deposit where interest is not received
until maturity or an investment in a mutual fund. Such compari-
sons simply do not stand up. The purpose of growing cash values is
to enable insurance companies to provide lifetime protection at a
level premium. A policyholder does not have access to cash value
funds except by borrowing and paying interest on that loan, just as
interest will be paid on a bank loan; or by surrendering and cancel-
ing a life insurance policy and paying any taxes then due.

We are, of course, pleased that the staff of the Joint Committee
on Taxation in its recent document prepared for the Ways and
Means Committee markup has now suggested simply retaining
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present law regarding taxation of life insurance. For most of the
same reasons, the proposed new tax should also be dropped in the
case of annuities.

Now let me turn briefly, if I may, to two sets of administration
proposals that would impact directly on life insurance company
taxes. The first would severely limit reserve deductions. The second
would eliminate the special deduction and the provision for small
companies enacted just last year by the Congress. We strongly urge
that both be rejected.

The administration defends its proposal on life insurance re-
serves with the argument that current taxes are based upon mini-
mum levels of reserves which are overly conservative. The premise
is simply wrong. The life insurance reserve deduction rules were
thoroughly reviewed and significantly tightened in the 1984 legisla-
tion, and under the new rules, tax reserves are based on the mini-
mum reserve levels established in a majority of the States. It's
hard to understand why after only a few months the Treasury now
thinks these rules are outmoded.

Again, we are delighted the staff of the Joint Taxation Commit-
tee now suggests we leave the present reserve rules in tact.

The special and the small company deductions were also an inte-
gral part of the comprehensive revision enacted in 1984.- Their
repeal would do violence to the balance which was then struck.
The 20-percent special deduction for all companies, the so-called
TIA, was introduced into a complex tax formula in order to achieve
the appropriate agreed-upon level of tax revenues for life insurance
companies relative to other financial institutions and industries.
The deduction for small companies was introduced to provide
equity and encourage competition in the industry. And these provi-
sions should not be swept blindly away under the label of tax
reform.

Another issue we thought had been laid to rest last year and
then again this year as a result of the administration's review of
Treasury's proposals is the tax treatment of policyholder loans. But
the Joint Taxation Committee staff has again reopened the matter
by suggesting no deduction be allowed for interest on such loans
and that the amount of any such loans above a specified amount be
treated as taxable events. We strongly oppose such recommenda-
tions.

I will eliminate the couple of paragraphs I have in support of
that statement, Mr. Chairman, as my time is running out, and I
know that the representatives from the agent's associations as well
as the two previous witnesses will go into that in some detail.

To conclude, I would note we are very concerned with the admin-
istration's employes benefit plan proposals, and have commented
on them in detail in a statement previously filed with your commit-
tee. Since the time our statement was filed, the administration has
proposed as a revenue measure a complete repeal of the provisions
allowing for the establishment of section 401(k) retirement plans,
and the Joint Committee staff has also resurrected the Treasury's
original proposal to tax the first $50,000 of group life insurance,
which was eliminated from the administration plan. Both of these
we strongly continue to oppose.
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Thank you very much for the opportunity to present the views of
the American Council, Mr. Chairman.

The CHAIRMAN. Thank you, sir.
[The prepared written statement of Mr. Edward Phillips follows:]
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STATEMENT OF
THE AMERICAN COUNCIL OF LIFE INSURANCE

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

My name is Edward E. Phillips, I am Chairman of the Board

and Chief Executive Officer of New England Mutual Life Insurance

Company and am appearing today on behalf of the American Council

of Life Insurance ("ACLI") of which I am the current Chairman.

The ACLI has 627 member life insurance companies who have

approximately 95 percent of the life insurance in force in the

United States and hold 93 percent of the assets of all United

States life insurance companies.
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INTRODUCTION

Mr. Chairman, we are grateful that you and the members of

this Committee are holding hearings to look into the impact that

the Administration's tax proposals would have on various

industries and their customers.

We are gravely concerned about the consequences of proposed

tax increases on (1) the life and health insurance business; and

(2) individuals who purchase life insurance policies and

annuities. Our statement today will detail these concerns.

As this Committee is well aware, the tax treatment for life

insurance companies and their customers has been closely

scrutinized by Congress during the last four years, with very

extensive changes enacted last year as part of the Deficit

Reduction Act of 1984 ("DEFRA"). These changes were in addition

to those enacted a mere two years earlier as part of the Tax

Equity and Fiscal Responsibility Act ("TEFRA"). Now, within a

few months of the passage of the most recent legislation, the

Administration proposes still another set of major changes in

the treatment of life insurance compAnies and their

policyholders. Many of these proposals had been considered and

-2-
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rejected by Congress during the development of DEFRA and TEFRA.

Others were addressed, but in a different manner than now

proposed. In all cases, the Administration actively

participated in the debate of the issues. In light of this, %.e

see little justification for the Administration's proposal to

re-visit what Congress and our business had thought was

resolved.

Moreover, the tax uncertainties thus created have had, and

are having, an adverse impact on our markets because they cause

customers to defer taking action.

Individually purchased annuities and life insurance

presently provide essential financial protection and security to

many millions of individuals. In 1983, for example, $7 billion

was paid in permanent life insurance death benefits. These

products also perform the extremely important function of

facilitating the accumulation of capital, which is necessary for

a dynamic economy, higher income levels and expanding

employment. To date, permanent life insurance hab provided

about $150 billion in long-term funds for investment in the U.S.

economy.

For almost half a century, Congress has encouraged the

purchase of individual life insurance and annuities. Support

for these private sector efforts has been reflected in the tax

treatment provided by current law. The provision and expansion

-3-
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of these inherently desirable forms of protection should

be fostered and not discouraged. Yet the Administration's

proposals risk impairing the development of these essential

protections.

In support of these drastic changes, the Administration

argues that; if its recommendations were enacted, the tax laws

could be simplified and tax rates could be reduced. In fact,

the Administration proposals complicate the taxation of

insurance and increase taxes on insurance products so important

for financial security. These changes reverse long-standing

policies to encourage the growth of private risk

protection, would ultimately lead to less private insurance

coverage, and would undoubtedly result in a demand for increased

federal expenditures to take up the resultant slack of

protection against economic uncertainty.

The balance of our statement will discuss in detail each of

the Administration's proposals to increase the taxes on the life

insurance industry and its customers. We wish to stress at the

outset, however, that we are also very concerned with the many

proposals in the Administration!s program that would impact on

employee benefit plans. We have previously submitted a

-4-



363

comprehensive written statement on these proposals to your

Committee for inclusion in the record of your July 19 hearings

on employee benefits and therefore will not -- with one

exception -- address benefit issues in this statement. The only

benefit issue that will be addressed involves an Administration

proposal that was not advanced as of the Jdly 19 hearings --

that is, the proposed complete elimination of Section 401(k)

plans.

-5-
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SPECIFIC COMMENTS

I. PROPOSED TAX INCREASES ON LIFE INSURANCE COMPANIES

The Administration's proposals would increase taxes on life

insurance companies in three areas. First, the proposals would

limit the deduction companies could take for increases in

reserves (liabilities) to increases in cash values -- even for

contracts that have no cash values -- and would cut back

deductions :-or accident and health insurance reserves which do

not qualify as life reserves. Second, the proposals would

eliminate the special deduction for life insurance ccmpanies,

enacted last year as part of the revisions of the life insurance

company tax act. Finally, the Administration's proposals would

repeal the provisions for small companies enacted as part of the

same law. The ACLI is opposed to all of the Administration's

proposals.

A. PROPOSED CUTBACKS IN RESERVE DEDUCTIONS

The Administration would significantly reduce or eliminate

the deductions a life insurance company may take for (1) life

insurance reserves and (2) for accident and health insurance

reserves which do not qualify as life insurance reserves. These

-6-
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proposals are completely at odds with fundamental insurance and

accounting concepts and would produce tax increases that can

only be explained as an attempt to tax policyholders indirectly

on amounts earned on insurance company reserves.

Life Insurance Reserve Deduction

Under current law, life insurance companies are allowed a

deduction from taxable income for amounts they add during a

taxable year to life insurance reserves. The life insurance

reserve for a contract is the greater of (1) a reserve for the

contract liabilities determined under a prescribed set of

actuarial rules (based on prevailing minimum state regulatory

requirements) relating to reserve method, assumed interest rate

and assumed mortality or morbidity rate; or (2) the net cash

value of the contract. This definition of tax reserves was

adopted in 1984 and represents a substantial tightening of the

reserve deduction provisions over those previously in effect.

The Administration proposes that, for purposes of computing

the reserve tax deduction, the life insurance reserve for any

contract would be limited to the net cash surrender value of the

contract (taking into account any surrender penalty or charge).

The Administration indicates that a special rule would be

provided for immediate annuity contracts that may not be

surrendered for cash, although it gives no indication of how
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this rule would operate. The effect of the proposal would be to

reduce or eliminate reserve deductions for the early years of

ordinary life insurance contracts and to deny any reserve

deductions for most policies of term and group insurance and for

many supplemental benefits.

Why the Proposal Should be Rejected

1. The Administration's assertion that current tax reserve
levels are too high is directly at odds with the action
taken by Congress in 1984 to update the reserve
provisions.

A major premise for the Administration's proposal is

that the current levels of life insurance tax reserves are

overly conservative (too high). This is wrong. In 1984,

as part of the Deficit Reduction Act, Congress carefully

reviewed and substantially revised the tax rules governing

reserves of life insurance companies. The new rules are

far more stringent than the prior ones and assure that tax

reserves will be lean. Under the new law, to be recog-

nized for tax purposes, reserves must not exceed the

minimum levels required by the laws of a majority of the

states. In this regard, the new rules mandate the use of

the Commissioner's Reserve Valuation Method for calculat-

ing tax reserves. This method produces reserves in early

years substantially lower than the net level method which

had been permitted under prior law.

-8-
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In addition, the new rules require the use of interest

rates and mortality standards which are consistent with

contemporary conditions. The 1980 Commissioners Standard

Ordinary Table is the prevailing mortality table. The

interest rates are automatically updated each year accord-

ing to an index keyed to the Moody's Corporate Bond Yield

Averages -- Monthly Average Corporates. All of these

changes have resulted in recognition of significantly

lower reserves for tax purposes than under prior law.

They were made only after extensive consideration by

Congressional staff and the Treasury.

Treasury's assertion that present reserve levels are

overly conservative is clearly inconsistent with these

actions taken by Congress last year. In fact, the debate

within the industry now is nct about whether state reserve

minimums (on which tax reserves must be based) are too

high but rather whether or not they are sufficient. In

this regard, the National Association of Insurance Commis-

sioners, at its March 1985 meeting, authorized the estab-

lishment of a special task force to suggest an approach

that can be used by regulators of individual states to

address these concerns.

Finally, the 1984 reserve changes represented but one

of a number of related changes in the framework for taxing
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life insurance companies. A radical change in the reserve

provision would upset the balances established by these

changes in tax revenues and product costs. In view of

this very recent legislative action, it is clear that the

Administration's proposal is both ill-timed and unneces-

sary.

2. The Administration's proposal adopts a monetary measure of
life insurance reserves that has absolutely no accounting
or actuarial basis. It would tax a life insurance company
on income that is unrelated to its economic gains.

In exchange for a premium, a life insurance company

assumes an obligation to pay a specified amount to a

policyholder on the occurrence of a specified event such

as death, survival or disability. The company should

receive a tax deduction equal to the value of this obliga-

tion at the time it is assumed i.e., when the premium is

received. A life insurance reserve is the monetary

measure of such a obligation. If a deduction for this

reserve is not allowed, the result is a current tax on

gross premiums, rather than on net income (Revenue Ruling

80-222, 1980-2 CB 211).

The Administration says that it recognizes the appro-

priateness of allowing a tax deduction for life insurance

reserves. ("Thus, if gross premiums are included in the

gross income of the company, an offsetting deduction for
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the savings (reserve) component of the premium is appro-

priate.", The President's Tax Proposals, p. 261.) However,

once having acknowledged the need for a reserve deduction,

the proposal proceeds to adopt a monetary definition of

what constitutes a life insurance reserve which has

absolutely no accounting or actuarial basis, and which,

in many cases, will result in no reserve deduction whatso-

ever:

(a) For contracts with cash values, the Administration's

proposal would look to these values as the proper

measure of the tax reserves. This approach is

fundamentally flawed from an actuarial standpoint.

The cash value of a policy serves a different purpose

than the reserves. And, particularly in the early

years of a policy, is not the financial equivalent.

As Professor Dan McGill of the Wharton School states

in his textbook, Life Insurance, p. 299, "While both

of these values (reserves and cash values) arise out

of the leveling of premiums, .they have no other

connection and serve quite different purposes."

As discussed above, the reserve for a policy is the

monetary measure of all of the life insurance compa-

ny's obligations under the policy. The cash value is

the amount, if any, that will be paid to the policy-
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holder as an equitable settlement if he or she

surrenders the policy before the insured event. Some

policies contain no surrender value and the company

need reserve only for the insurance obligation.

Other policies contain a net surrender value larger

than the present value of the insurance obligation

and the company must reserve for the higher surrender

value.

The basic flaws in the Administration's proposal are

most apparent in the early years of a policy where

the proposal would produce reserve tax deductions

that are completely unrelated to the company's

obligations and which will vary from policy to

policy. Consider, for example, two policies identi-

cal in all respects except for the pattern of early

cash values. Assume the cash values are identical at

policy year five and thereafter. However, the first

policy gives no cash values until the end of the

fifth policy year, while the second provides early

cash values smoothly grading into the fifth year

value.

The Administration would require, with respect to the

first contract, that all premiums be included in

income with no deduction for reserves-until year

-12-
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five, while the second contract's surrender values

would generate at least some current reserve deduc-

tions. Such a result has no rational basis and would

seriously distort the design of life insurance

products, and hinder the free operation of the

insurance market. Moreover, in early policy years,

it could impose a prohibitive cash-penalty (in the

form of tax payments on gross receipts) on companies

entering, or growing rapidly, in a line of business.

(b) For contracts without cash values, the Administra-

tion's proposal completely ignores reserve obliga-

tions. A deduction would be allowed only for the

claim payments when made. For these contracts, life

insurance companies would be forced to a cash basis

of accounting.

Elsewhere in its program, the Administration strongly

argues that the cash method of accounting is generally

inappropriate:

The cash method of accounting frequently
fails to reflect the economic results of a
taxpayer's business over a taxable year. The
cash method simply reflects actual cash
receipts and disbursements, which need not be
related to economic income. Obligations to
pay and rights to receive payment are disre-
garded under the cash method, even though
they directly bear on whether the business
has generated an economic profit or a loss.
Because of its inadequacies, the cash method
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of accounting is not considered to be in
accord with generally accepted accounting
principles and, therefore, is not permissible
for financial accounting purposes. ("The
President's Tax Proposals", p. 213.)

This analysis is particularly true for life insurance

companies where current premiums trigger long-term liabil-

ities. Unless these liabilities may be matched against

the related preffiums, the company's taxable income will

not in any sense be a measure of its economic income.

The National Association of Insurance Commissioners,

agrees with this analysis as to the inappropriateness of

using cash value as a measure of tax reserves. In its

testimony before the House Ways and Means Committee on

July 19, 1985, it opposed the Administration's proposal to

use-cash values as a measure of tax reserves. It stated-

that "The current proposal to limit life insurers' re-

serves to cash surrender value equivalents is even less

conservative (than current law) and, as such, is a

disincentive for maintaining adequate reserves."

3. The Administration's proposal would produce harsh and
irrational results that would be extremely costly to
policyholders.

The result of disallowing any life insurance reserve

deduction, or providing a deduction that is too low, would

be irrationally harsh. In the absence of an appropriate
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reserve deduction, a life insurance company would have to

use its surplus to pay current taxes on premium and

investment income that are required tc be set aside in

reserves. Providing for a return on this equity would

raise premiums on most coverages -- in effect, a hidden

tax on policyholders. Several coverages would be diffi-

cult, if not impossible, to write at the higher premium

level.

Annuity contracts which provide for an immediate

annuity clearly illustrate the problems. These contracts

generally have no cash surrender values. Consider, for

example, such an annuity contract with a $10,000 premium,

no net surrender value, and annuity payments beginning

immediately. Without a deduction for the related reserve,

a tax under the Administration's program of 33 percent of

the premium received, or $3,300, would be currently

payable. This tax would only be recouped as deductions

were later -taken by the company for the annuity payments.

The result is that the company must use surplus to pay the

taxes. This would dramatically increase the costs of such

contracts as well as put a strain on the company's sur-

-plus. Sales of the product, even if they could be made at

the higher premium, would probably be sharply curtailed

because of the company's surplus needs. The Administra-
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tion's proposal recognizes these potentially serious

problems, and would allow a reserve deduction.

However, the proposal does not recognize similar

problems for the many other types of products that have no

cash values and, thus, would be allowed no tax reserves.

These include deferred annuities used to fund benefits

under terminated pension plans, as well as non-cancellable

and guaranteed renewable accident and health insurance

which develops significant reserves for future obligations

without surrender values. Also severely affected would be

non-cancellable group life coverages on disabled lives,

both permanent and term.

In conclusion, the Administration's proposal to limit

the life insurance reserve deduction to the increase in

cash values fails to recognize the insurer's obligation to

set aside reserves for future insurance payments. It

should be rejected.

Accident and Health Insurance Reserves--Unpaid Loss and

Unearned Premium Reserves Deduction (Qualified Reserve Account)

Under current law, a life insurance company includes

premiums on accident and health insurance in taxable income as

they are earned over the terms of the policies. In the case of /
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claim payments which are to be made after the close of the

taxable year int which the premium is earned, a deduction is

taken through a mechanism of reserving for these payments

(whether or not the losses have been reported during the year).

For long-term disability policies (which produce the bulk of the

unpaid losses of life insurance companies under accident and

health insurance policies which would be subject to the ORA

proposal), the reserves are generally computed in essentially

the same manner as life insurance reserves, that is, on the

basis of mortality and morbidity tables and discounted at

assumed rates of interest.

Under the Administration proposal, a life insurance company

apparently would have to compute the deduction with respect to

its non-life insurance reserves under the Qualified Reserve

Account ("QRA") method proposed generally for property and

casualty insurance companies. Under this method, a life

insurance company-would establish tax reserve accounts for-

claims to be paid in an amount estimated by the company to be

sufficient to fund payment of the claims, taking into account

the company's estimates of the amount of the claims, the time of

payment of the claims, and the company's actual after-tax rate

of return on its assets. Alternatively, it could establish a

QRA equal to the full Annual Statement reserve. Separate tax

reserve accounts would have to be established by line of

business and by year of policy issuance. These accounts would
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replace both the unearned premium reserve and the unpaid loss

reserve-under current law.

Each account would be required to be increased annually by

an investment income increment computed by using the company's

actual after-tax rate of return on surplus and reserves.

However, contrary to long-standing tax principles, no deduction

would be allowed for the investment income added to the QRA

account, although the full reserve (including this income) would

be released into taxable income when a claim payment is made or

after a maximum period of years.

In advancing QRA, the Administration criticizes the present

tax treatment of loss reserves of property and casualty

insurance companies. It notes that, in general, these reserves

are "not discounted" and that the "current treatment of P & C

insurance reserves distorts the choice between self insurance

and third party insurance." The President's Tax Proposals,

p. 226-227.) Then, in almost a passing reference and without any

further explanation, the Administration indicates that its

proposal would extend to reserves for unpaid losses held by life

insurance companies (The President's Tax Proposals, p. 269.)

As we will show, there are compelling reasons why ORA

should not be applied to reserves whether they are held by

property and casualty companies or life insurance companies.

Preliminarily, however, it should be noted that the reasons
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cited by the Administration for advancing QRA particularly

ignore the situation of life insurance companies.

In particular, the bulk of the accident and health

;insurance reserves at issue for life insurance companies are

held under long-term disability policies and are computed on a

discounted basis.

Additionally, and contrary to the impression given by the

Administration, self-insurance is not the usual alternative to

insurance in the case of long-term disability plans. Rather,

employers choosing not to purchase coverages from an insurance

company generally use a tax-exempt trust (i.e., a Section

501(c) (9) trust) to fund the plan. In this situation, unlike

the QRA approach, contributions, within limits, are not taxed to

the trust and there is no tax on the interest.

Finally, life insurance companies are currently allowed

only a prorated exemption for their tax-exempt interest. The

QRA proposal has its own proration mechanism. If QRA is applied

to life insurance companies, there would be a double proration.

Why the Proposal Should be Rejected

1. The QRA proposal would place a life insurance company on
an equivalent of a cash basis of accounting with respect
to its accident and health business. Cash accounting for
this business would grossly distort a company's taxbase.
Such an accounting basis has genera been rejected by
the Administration.
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The Administration agrees that its QRA proposal would

place a life insurance company on an equivalent of a cash

basis of accounting with respect to its accident and

health business. Especially in the case of long-term

liabilities of the type assumed by life insurance com-

panies, a cash accounting system grossly mismatches income

and expenses. In fact, elsewhere in its proposals, the

Administration concedes that the cash basis is generally

inappropriate for business taxpayers, other than certain

small businesses, in that it fails to reflect the economic

results of a taxpayer'sobusiness over a taxable year.

The National Association of Insurance Commissioners

expressed the same concern in different words: "The

effect of the QRA approach is to tax a portion of the

accumulated reserves that are necessary to meet contractu-

al obligations to policyholders. The ORA method is a

subtle device to tax policyholder reserves for amounts

that have not and will not inure to the insurer." (Testi-

mony before House Ways and Means Committee, July 19,

1985.)

2. The QRA proposal includes in taxable income an amount that
is greater than the company's economic gain.
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The method used in this instance to accomplish a cash

basis result (i.e., ORA) is to Allow a reserve deduction,

but then to subsequently tax more income than is actually

realized by the company.

To be more specific, consider an insurance company

which receives a $100 premium net of expenses and pays a

$100 claim out of that premium one year later. Its sole

profit arises from, say, $12 of investment income earned

on the asset over the year. Under the QRA proposal, the

company may set aside the $100 in a claim reserve in the

first year and must add $8 of after-tax investment income

to the reserve (assuming a 33 percent corporate tax rate).

No deduction is allowed for the $8 added to the reserve;

but when the $100 claim is paid, the company must bring

the entire $108 reserve into income. This triggers an

additional $8 of taxable income at the time the claim is

paid. The company is thus taxed on $20 ($12 investment

income plus $8 of reserve release income). The company's

taxable income of $20 is 1.7 times its pre-tax income of

$12.

In effect, the QRA taxes a company on more than its

economic income. This additional tax at the company level

can reasonably be viewed as a proxy tax on behalf of the

policyholders.
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3. The QRA proposal will increase the cost of insured
accident and health coverage, particularly for long-term
disability benefits. This would be a disincentive to use
insurance. A move away from insured coverage poses a
genuine threat to the security of those becoming disabled.

The additional QRA tax would increase premiums for

insured coverage. This tax would be particularly large

for coverages whose claims take a long time to run off,

such as disability income. For example, it is estimated

that the QRA proposal will increase the cost of insured

long-term disability coverage by about 10 percent. Such a

sharp increase in premiums will drive many employers to

uninsured arrangements. In this regard, it should be

noted that the differential of only 2 percent due to state

premium taxes has been a significant fa6tor causing many

major employers to adopt non-insured plans.

A non..-ifsured .a4 reduces tie financial security of

the employees and their dependents significantly. In the

event of bankruptcy, medical claims have no priority over

other claims against the employer. In contrast, insured,

claims will be paid through State Gqargnty Funds-even if

an insurer goev bankrupt.

4. Implementing the QRA proposal would be an administrative
nightmare. This is contrary to the Administration's
expressed purpose of simplifying tax calculations.
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The QRA proposal requires that separate reserve

accounts be set up based on policy issue year and type of

coverage; that these reserves include both unearned

premium reserves and unpaid losses; that "after-tax"

interest be allocated to each of these reserve accounts;

that resultant claim runoff be charged against each of

these reserve accounts; and that a "final accounting" be

done for each of these reserve accounts to close them out

for purposes of tax computation.

Some of the problems with doing all this are as

follows:

there would be an enormous number of accounts
to deal with, as companies have literally
scores of issue years, and for each issue
year there can be many claim incurral years;

- companies do not currently aggregate claim
reserves by issue year, and may not even have
issue year information that is readily
available;

- claims and expenses incurred in the early
part of a new year but covered by the previ-
ous year-end claim reserve may need to be
separately identified and charged back to the
previous year's QRA;

- aggregate reserves currently field for multi-
ple coverages under the same contract (e.g.,
unearned premium reserves) would have to be
arbitrarily split apart to be allocated to
the appropriate QRAs;

- companies would have to make fundamental
systems changes to allocate investment income
to each ORA, and to do "final accountings".
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In sum, Qualified Reserve Accounting would place a life

insurance company's accident and health business on the

equivalent of a cash basis of accounting under a mechanism that

taxes a company on more income than it realizes. Such a tax

accounting basis is clearly inappropriate. It would result in

an indirect tax on policyholders that would create a

disincentive to insurance. The QRA should be rejected.

XXXXXX

In conclusion, we believe both the Administration reserve

proposals should be rejected. As stated in a'recent report

prepared by Ernst & Whinney, "the President's tax proposals

would not appropriately match revenue and expense nor measure

economic income.... for these reasons, the proposals should not

be enacted." A copy of this report, entitled "A Review of Life

Insurance Company Reserve Proposals in the President's Tax

Proposals tO the Congress for Fairness, Growth and Simplicity"

is attached.

B. REPEAL OF THE SPECIAL LIFE INSURANCE
COMPANY DEDUCTIONS

A life insurance company is allowed a special deduction in

an amount equal to 20 percent of its adjusted taxable income.

This deduction applies only with respect to income resulting
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from a company's life insurance business, so gains and losses

arising from a non-insurance business operated by a life

insurance company will neither increase nor decrease the amount

of a company's special life insurance company deduction. In

addition, a small life insurance company is allowed a deduction

equal to 60 percent of the first $3 million of its adjusted

taxable income. This deduction phases out as that income

increases from $3 million to $15 million. The small company

deduction is allowed only to companies with gross assets of less

than $500 million.

The Administration's proposal would repeal the life

insurance company special deductions. The proposal recognizes

that the special deduction related to taxable income was

intended to reduce the competitive impact of the new life

insurance tax rules which broadened the tax base of life

insurance companies without similarly broadening the tax base

for competing financial institutions. However, according to the

Administration, its overall program eliminates any further need

for the special deduction because its proposals sufficiently

broaden the tax base of other financial institutions and reduce

the maximum marginal rate applicable to all corporations. The

Administration also argues that after comprehensive tax reform,

special rules for small life insurance companies would no longer

be appropriate.
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Why the Pr rosal Shculd be Reiected

The special taxable income deduction for life insurance
companies is an integral part of the comprehensive
revision and simplification of the system for taxing life
insurance companies enacted less than a ear ago. Repeal
of this provision alone would do viol.'ce to the delicate
balance effected by the entire comprehensive structure
developed in 1984. Significant modification of the new
law would be premature at this time before the new method
for tax ng life insurance companies is given a chance to
work and its effectiveness can be evaluated.

The special deduction for life insurance companies was

enacted in 1984 as part of thu first comprehensive revision

of the federal income tax provisions for taxation of life

iaisurance companies since 1959. The essence of the provi-

sions of the Code dealing with life insurance companies is

to define the base on which they are taxed. That base was

substantially broadened in the 1984 provisions.

Thu new life insurance company tax provisions represent

the culmination of several years of study and consideration

uf the appropriate framework for taxing life insurance

company income, and these provisions must be viewed as a

whole. This new law is an integrated package of provisions

intended to simplify the prior law's complexities while

maintaining the delicate balance between stock and mutual

life insurance companies as well as competitive parity

between all life insurers and other financial services
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institutions. Each provision of the package, including the

special deduction, is essential to the achievement of these

goals. It is therefore inappropriate to consider, in

isolation, the merits of one of these central provisions,

the special deduction, even though the high visibility and

easy comprehension of this provision may seem to invite

such individual consideration.

In this regard, there was much debate over the appro-

priate percentage for the special deduction, and Congress

included a provision requiring the Treasury to study

annually the effects of the new law on the industry's

relative tax burden beginning in July of 1985. For most

companies, the first tax returns under the new law will not

even be filed until September 1985. Accordingly, it is too

soon to determine the actual effective ta:x rates companies

will experience under the new law. Many life insurance

companies believe that even with the special deduction,

their effective tax rate will be significantly higher than

under prior law. Clearly, consideration of significant

changes in the now system, such as th4' repeal of the

special deduction, should be deferred until there has been

an opportunity to evaluate several years of experience

under the new law.

2. The special deduction replaced a number of complex
deductions life insurance companies were allowed under
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prior law which, among other things, recognized that the
ioni-term nature of the life insurance business makes it
difficult, if not impossible,-to measure the economic

icome of life insurance companies on an annual basis. It
is inappropriate to simply repeal the deduction without,
in some other way, dealing with this issue.

One reason for the special deduction for life insurance

companies was as a replacement for a number of complex

deductions life insurance companies were allowed under

prior law. For example, under prior law, a life insurance

company was allowed to defer taxation on one-half of its

underwriting gain, in recognition of the long-term nature

of life insurance contracts and the difficulty of determin-

ing income over a short accounting period. Another of the

deductions allowed to life insurers under prior law, a

deduction for nonparticipating insurance, recognized the

need for contingency deserves over the long run for this

type of contract. Also under prior law, life insurance

companies were allowed a special group insurance deduction

(two percent of group insurance premiums), the purpose of

which was to compensate for the fact-that in group insur-

ance there is more concentration ofrisk

The authors of the 1984 provisions believed that these

and other deductions under prior law added undue complexity

to the system for taxing life insurers. Accordingly, they

were repealed. However, the special deduction was enacted,

partly as a replacement for these unique deductions. There
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is nothing in the Administration's comprehensive tax reform

proposal that makes the special deduction any ;ess impor-

tant in this respect.

3. The special deduction for life insurance companies was
enacted, in part, to recognize that life insurance..
companies would be placed, if taxed on their 4ull income
as measured under the 1984 rules,. at a significant
competitive disadvantage relative to banks, Blue Cross and
Blue Shield organizations, self-insurance trusts, etc.
This need for the special deduction would still largely
exist even under 'the Administration's program.

A major impetus for inclusion of the life insurance

company special deduction was to insure that life insurance

companies could remain competitive with other tax-favored

and tax-exempt financial intermediaries (e.g., banks,

thrift institutions, self-insurance trusts, Blue Cross-Blue

Shield, etc.). Congress believed that the special deduc-

tion was necessary because the now life insurance company

tax provisions broadened the tax base for life insurers

without enacting legislation that would similarly broaden

the tax base for competing financial institutions. (See H.

Rep. No. 98-432, 98th Cong., lst Sees., Vol. 1, p. 111,

1983).

The Administration submits that its program would

affect all financial institutions and would eliminate the

justification for the special deduction for life insurance

companies.
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The Administration's proposal does not, however,

achieve competitive equality for all institutions which

sell insurance or provide financial services. Many of the

most direct competitors of life insurance companies remain

tax-exempt under the proposal. Blue Cross and Blue Shield

organizations and seli-insurance trusts, organizations

which are exempt from federal tax under current law,

compete with life insurance companies for group health

insurance business. Since the Administration's proposal

retains these tax exemptions, the repeal of the special

deduction would give these tax-exempt organizations an even

greater advantage than they now enjoy in competing for

group health insurance business.

Furthermore, although the Administration's proposal

does contain provisions which would repeal certain tax

benefits and deductions enjoyed by banks, thrift institu-

tions and similar organizations which compete with life

insurance companies in the sale of financial services, it

is by no means clear that the effect of the proposal, if

enacted, will be competitive equality. Absent a much

clearer definition of the proposed tax changes for these

institutions, as well as extensive study of the impact

these proposals would have on effective tax rates, there

can be no assurance that the proposal accomplishes its goal
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of equal tax treatment for all businesses which sell

insurance or prcvide financial services.

Finally, any study of competitive tax burdens is simply

incomplete unless state and local tax burdens are included

in the equation. Life insurers have traditionally paid a

tax on gross premiums (whether there are earnings or not)

to state and local governments. The "effective" tax rate

on income represented by these taxes has been substantially

greater than income tax rates or other taxes paid to states

by competitor organizations.

Unless and until this overall, critical analysis proves

otherwise, a special deduction for life insurers will

remain appropriate.

4. The small life insurance company deduction was enacted in
1984to prevent a dramatic increase in the tax burden of
these companies compared to prior law. That justification
still applies.

The Administration argues that after comprehensive tax

reform, special rules for small life insurance companies

would no longer be appropriate. Just last year Congress

considered this matter, and recognizing that small life

insurance companies had enjoyed tax-favored status for some

time, declared it inappropriate to "dramatically", accord-

ing to the March, 1984 report of the Ways and Means Commit-
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tee, increase che tax burden of small companies. The

Administration now proposes to more than double the effec-

tive rate of tax on the smallest life insurance companies

by removing the small company deduction. Circumstances

have not changed so much in so short a time as to call for

such a dramatic increase now.

The small company deduction was instituted in 1984 as

an important element of a complex package and it replaced

(together with the special deduction already mentioned) a

body of rules under the 1959 law. Those rules, as they

applied to a small company, permitted the small company to

compete, and to grow, within the life insurance industry.

It was to permit the small companies to continue to compete

and grow alongside the larger companies that the small life

insurance company deduction was enacted in 1984. The

Administration's proposal does not take account of this

purpose, which still remains valid.

The proposal would also disregard another fundamental

aspect of the carefully considered set of rules for life

insurers embodied in the 1984 revisions the division of

tax burdens between mutual and stock life insurance com-

panies. This aspect of Congress's tax work in 1983 and

1984 was perhaps the most difficult task faced, and the

mutual/stock "segment balance" compromise reached was both
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delicate and critical to the success of the recent legisli-

tion. While the small company deduction is available to

small mutual companies, it was recognized to principally

benefit small stock companies, and thus was a key factor in

determining that segment balance. Repeal of this deduction

would ignore that factor and change the balance so careful-

ly worked out.

In conclusion, the special deduction for life insurance

companies and the deduction for small life insurance companies,

provisions thoroughly considered and enacted by Congress just

last year, should be retained.
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Ii. PROPOSED TAX INCREASES ON INDIVIDUAL CUSTOMERS

The Ad-ministraticn's tax proposals would increase taxes on

individual customers of life insurance companies in several major

respects. A new tax would be levied or, the increase in the value

of individual life insurance policies -- often referred to as the

"inside buildup." A corresponding tax is proposed for owners of

individual annuity contracts. In both cases, we will list some

of the reasons why we object to the Administration's proposals.

A. PROPOSED TAXATION OF "INSIDE INTEREST BUILDUP"
ON LIFE INSURANCE POLICIES

Under the Administration's proposal, life insurance

policyholders would be required to include in interest income

any increase during the taxable year in the amount by which the

policy's cash surrender value exceeds the policyholder's basis

in the contract. A policyholder's basis in the contract would

be equal to the aggregate of the gross premiums paid for the

policy, reduced by the aggregate policyholder dividends and

other distributions received from the policy and by the

aggregate cost of the insurance protection provided by the
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policy. In addition, a special rule would be provided to

prevent a contractholder frocr being taxed on the unrealized

appreciation of assets underlying a variable life insurance

policy.

The proposal would be effective for all "inside buildup"

credited on or after January 1, 1986, to policies issued on or

after the date of adoption of the proposal by one of the tax-

writing Cortmittees of Congress.

The proposal would change the tax treatment of life

insurance afforded by the tax laws that have been in effect

since income taxes wore first enacted. It would treat owners of

life 4,isurance policies differently from other taxpayers who

hold property that has increased in value but who have not

realized that value. Those drastic changes from the traditional

tax treatment of life insurance are based on a faulty concept of

life insurance and would have highly undesirable and inequitable

tax administrative, social, and economic effects -- which

include the loss of an estimated 50 to 62 thousand insurance

sales force jobs. We strongly urge that the proposals to change

the current tax treatment of life insurance be rejected and

excluded from any tax legislation the Congress may consider.

Why the Proposal Should be ReJected

1. A life insurance policyholder, like a homeowner, should
not be taxed on an increase in value which has not been
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realized. It would be a departure from basic tax rules to
tax policyholders on amounts they-cannot receive without
giving up important rights and benefits.

Taxing a policyholder currently on the increase in the

cash value of a life insurance policy would be like taxing

a homeowner each year on the appreciation in value of the

home even though the home has not been sold. This would be

inconsistent with historical and fundamental concepts of

tax law and contrary to the traditional principle that the

Government should not tax people on unrealized amounts

which they cannot receive without giving up important

rights and benefits.

Taxing policyholders currently on the increase in the

value of their life insurance has no parallel justification

in the taxation of bank depositors or certificate of

deposit holders. Life insurance cannot be compared fairly

to bank accounts, certificates of deposit or other short-

term investment instruments. Life insurance is not a

short-term investment vehicle. It is a way of providing

lifetime protection for families against the risk of death

at a fixed cost.

Even when the faulty comparison is made, there are

fundamental differences between life insurance on the one

hand and bank accounts, certificates of deposit and similar

instruments on the other.
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bank depositors are entitled to receive interest

without penalty. They have irrrediate access to the funds

that are taxed without having to give up anything. In

contrast, life insurance policyholders are not entitled to

receive the increase in the value of their life insurance

policies. They can, ot course, realize the amount by

surrendering the policy, but when they do so they lose

their insurance protection. To replace this protection,

the policyholder would have to apply for new coverage and

be sub~oct to new evidence of insurability, a new contest-

able period and a higher premium rate. These penalties are

drastically greater than any associated with the reduction

in interest on premature withdrawals from certificates of

deposit. This is borne out by court decisions which have

held that the restrictions on the receipt of the cash value

of a life insurance policy are "substantial restrictions"

which preclude the cash.value from being taxed as construc-

tively received.

Taxing life insurance policyholders on an amount the

receipt of which is subject to "substantial restrictions"

does not achieve tax neutrality. Rather, it singles out

life insurance for a penalty by withdrawing from it the

protection provided in the tax law against taxation of an
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amount the receipt of which is subject to "substantial

restrictions".

2.Given the possibility that the "inside buildup" ultimatelywill be paid to a beneficiar other than the policyholder
as life insurance proceeds, a Congressional Research
Service analysis concludes that it is incorrect-to impose
a tax on the policyolder with respect to such buildup.

The Administration's proposal assumes that it is the

life insurance policyholder who, in effect, benefits from,

and therefore is deemed to constructively "receive", the

increase in the cash value of his or her life insurance. A

recent report prepared by the Congressional Research

Service I/ asserts that this assumption fails to take into

account the very real possibility that the policyholder

will never actually receive these increased amounts.

The Congressional Research Service Report concludes

that, from a legal standpoint, the reserve under a life

insurance contract prior to maturity or surrender can be

viewed as simultaneously "belonging" to the policyholder,

the insurer, and all designated beneficiaries. Upon the

death of the insured/policyholder (prior to a surrender and

l/ Robert B. Burdette, "A Legal Analysis of the Treasury
Department's Rationale for the Proposed Method of Taxing
the So-Called 'Inside Buildup' Under Certain Life
Insurance Contracts" (Congressional Research Service,
June 11, 1985).
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in the absence of policy loans) the status cf these simul-

taneous property rights is clarified and the policyholder's

interest in the accumulated reserve under the policy is

extinguished. According to the Report, of crucial analyti-

cal significance in this very common scenario is the fact

that the policyhclder will never have received any of the

increase in the value of his life insurance upon which the

Administration's proposal would impose a tax.

The Report concludes that, in effect, the Administra-

tion's proposal assumes that every policy is eventually

surrendered -- an assumption contradicted by fact each time

a policy matures. To impose a tax on the policyholder

based on this faulty assumption is, according to the

Report, inequitable and, further, may raise due process

concerns.

3. Only last year, Congress thoroughly examined life
insurance and set stringent standards to assure that life
insurance policies are not used to cloak investments and
that only those policies designed to provide insurance
protection qualify as life insurance for tax purposes.

The Administration argues that a new tax on life

insurance is warranted because insurance may be designed as

a tax-favored investment for the benefit of individuals in

high tax brackets. To prevent this, and to achieve "tax

neutrality" with other investment vehicles, the Administra--
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tion urges that life insurance policyholders should be

subject to a new tax on the increase in the value of their

permanent life insurance.

The Administration's argument ignores the major over-

haul of life insurance taxation made by Congress only last

year. In enacting DEFRA in 1984, Congress made a thorough

study of life insurance. It recognized that while all

life insurance policies provided protection in the event of

death, some policies were so heavily investment oriented

that their investment aspects outweighed the protection

element. After much study, Congress established stringent

statutory guidelines, approved by the Administration, which

restrict life insurance tax treatment at both the company

and policyholder levels to policies whose predominant-

purpose is the provision of life insurance protection.

These guidelines include a cash value accumulation test

and, in the alternative, guideline premium and cash value

corridor requirements. Policies deemed "investment orient-

ed" in the judgment of Congress now are not eligible for

tax treatment as life insurance. In making its current

proposal, the Administration is resurrecting a problem that

was considered exhaustively by Congress last year and

effectively resolved.

4. In enacting DEFRA, the Administration agreed that the
narrowing of the definition of life insurance created all
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the more reason for not taxing policyholders on the
unrealized increase in the value of their life insurance.

Only recently, the Administration agreed that, with the

tightening of the definition of life insurance &nd the

placing of narrower limits on the investment orientation of

policies, there was more reason for continuing the long-

standing policy of not taxing policyholders on the so-

called "inside buildup" in their policies. In 1983, J-ohn

E. Chapoton, then Assistant Secretary of the Treasury for

Tax Policy, testified on this point before Congress. He

stated:

... The treatment of (inside buildup bears) an
important relationship to the definition of lite
insurance; that is, to the extent the definition of
life insurance is tightened, thereby placing
narrower limits on the investment orientation of a
life insurance policy, there is more reason for
allowing favorable tax treatment to the (inside
buildup] under policies that fall under a tighter
definition.

Tax Treatment of Life Insurance; Hearings Before
the Subcommittee on Select Revenue Measures of the
House Committee on Ways and Means, May 10, 1983,
98th Cong., Ist Sess. 16 (1983).

In accordance with the Administration's position at the

time, the definition of life insurance was tightened and

narrower limits on the investment orientation of life

insurance policies were adopted in 1984.
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Permanent life insurance is a unjgue product designed to
provide individuals with fixed-cost lIfetime protection,
not as an investment vehicle. The Administration's
proposal ..;, in effect, an 'age-indexed tax" which would
penalize future generations of older Americans.

I

The value in a permanent life insurance policy is a

ty-pr.dcct of the level premru method of paying for life

insurance. Basically, level premium policies were devel-

opcd as a means Ly which policyholders spread the total

cost of their life insurance evenly over the duration of

their policies. This avoids the sharp increase in premiums

that otherwise would occur as the insured individual grows

older, to reflect the fact that tht probability of death,

and hence mortality costs, increases dramatically with

advancing age. Level premium life insurance, therefore,

makes it feasible for mature individuals to continue their

life insurance protection. This unique mechanism has made

long-term protection against the risk of death feasible and

has made permanent life insurance a staple for American

families.

It is sometimes suggested that the same benefit can be-

obtained by purchasing term insurance. This ignores the

difference in the premium structure of permanent life

insurance and term insurance. With the former, the premium

remains constant. With the latter, the premium increases

with the age of the insured. With increasing age, the cost
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of term insurance for all but the wealthiest people becomes

prohibitively high. Term insurance is not a satisfactory

alternative to permanent life insurance, especially as

individuals grow older.

The dramatic increase with age in the cost of term

insurance may be illustrated by reference to a typical.

premium for a $25,000 one-year renewable term life insur-

ance policy. At age 30, the premium is $85. By age 55,

the premium has jumped to $384. At age 60, it is $558 and

at age 65, it is p850.

This problem as applied to veterans' life insurance has

been a major concern to the Veterans Administration. In

advising veterans of the problem, the Veterans Administra-

tion has stated:

Although the initial cost of term insurance is
small... the premiums increase with age .... The
effect on our term policyholders of the steep
insurance premium increases required at older ages
has been of great concern to both the Veterans
Administration and the Congress.

...In addition to alerting our policyholders to the
increased cost of continuing the insurance on the
term plan at each renewal period, we have also made
several mass mailings of literature about the
advantages of converting to a permanent plan of
insurance. (Veterans Administration pamphlet
29-76-1, May 1976, reprinted April 1980).

Thus, term insurance is not a viable alternative for

many people. Permanent life insurance overcomes this
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problem: however, the Administration would impose a new

cost problem by imposing progressively higher taxes as

policyholders grow older. An illustration of the additional

imputed taxable income under the Administration's proposal

is shown below for selected age . he calculations are for

a typical $40,000 whole life policy ori ss-ued to a

male, age 35 for a $535 level annual premium. The cost oZ

insurance protection is based on the "P.S. 58" rates

published by the Internal Revenue Service.

Increase in the Imputed cost
Cash Surrender of insurance Total additional
Value for protection taxable income

Age the year for the year for the year

55 $ 715 $ 383 $1,098
65 734 647 1,381
75 638 1,006 1,644

The illustration does not include the imputed taxable
income from the excess of the policy dividend over the
policy premium. The dividend exceeds the policy premium
when the policyholder reaches age 49.

It cannot be denied that Americans need insurance

protection over their lifetimes. Continuing needs include

provision for spouses who outlive a breadwinner and provi-

sion for non-self-supporting children (e.g., mentally or

physically handicapped) who survive the breadwinner as well

as continuation of small businesses and family farms
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through the purchase of the decedent's interest. Lifetime

insurance protection is essential for Americans who are

marrying and starting families later. In all these situa-

tions, no other generally available insurance product can

provide the protection of permanent life insurance.

The Administration's proposal would penalize future

generations of older Americans who would use permanent life

insurance to guarantee that their dependents are protected

financially after the insured's death and who would either

not purchase life insurance or would be forced to surrender

their policies as they grew older to avoid paying increas-

ingly large amounts of tax.

Currently, 24 million people aged 55 and over own cash

valup policies to protect their dependents; they represent

35 percent of the cash value policyholders. Enactment of

the Administration's proposal would interfere with the

financial self-sufficiency of future generations of older

Americans and would, eventually, result in greater demands

being placed upon the Social Security system. Older

Americans will face a serious loss of financial protection

if permanent life insurance is taxed and becomes too

expensive to own. Many survivors depend on life insurance

proceeds to provide income during their remaining years.

For example, a member company study showed that approxi-
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lately one-third of all wiaows rely on life insurance

proceeds and Social Security to live. One-fourth of these

widows have only their life insurance proceeds to pay for

the last illnesses and funeral expenses of their husbands.

The adverse impact which taxing permanent life insur-

ance would have on future generations of older Americans in

terms of cost and financial security makes-the proposal

unacceptable.

6. The proposed new tax would confuse and upset millions of
taxpayers. Most-Americans believe taxing life insurance
is unfair.

A dimension of any tax proposal, including the Adminis-

tration's base broadening proposal, is the matter of

taxpayer perception. In order for a change to be widely

accepted, it must be understood by the average taxpayer.

If the Administration's proposal is adopted, policyholders

will not understand how and why they have additional income

when they purchase life insurance.

Theoretically, broadening the tax base could include

imputing rent on owner-occupied homes as taxable income.

Most taxpayers, however, understandably do not grasp the

subtle arguments behind this concept. Therefore, only a

few theoreticians would recommend taxing imputed rent in

order to broaden the tax base. The increase in the value
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of a life insurance policy presents the same situation.

The idea that one receives taxable "income" from the

increase in the value of a permanent life insurance policy

and that this income should be taxed annually is a sugges-

tion that few people would view as logical or acceptable.

One of the arguments given by the Administration to

support its tax reform proposals in general is that taxpay-

er morale is undermined by the perception of tax loopholes

enjoyed by others. While this may be true, morale is

affected more adversely when taxpayers are told that their

taxable income includes something they do not understand to

be income.

According to a recent survey by Yankelovich, Skelly and

White, commissioned by the ACLI, four out of five Americans

oppose the Administration's plan to tax individual life

insurance policies. Seventy-five percent agree that the

tax would penalize people who are trying to protect the

financial security of their dependents and that it would

tax people on money they do not actually receive. Signifi-

cantly, ninety-one percent said purchasing permanent life

insurance would be less desirable than it is now.

7. Since 1913, Congress has recognized the enormous social
odprovided moderate- and middle-income American

families by permanent life insurance.
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The enormous social good provided by permanent life

insurance protection should not be ignored in considering

whether a new tax is appropriate. In 1983, $7.0 billion

was paid in death benefits with 63% going to wives and

children. Of the remaining amount, portions went to

preserve existing small businesses, family farms and for

other purposes. Two out of three death benefit payments

were for less than $25,000. In 1983, 66% of the permanent

life insurance policies were purchased on the lives of

individuals with an income under $25,000 a year. These

numbers clearly demonstrate that the benefits associated

with life insurance go primarily to moderate- and middle-

income families.

The Administration's proposal includes a chart showing

the distribution of the ownership of cash value life

insurance by levels of income. The chart indicates that on

the average, higher-income families have more cash value

insurance than lower-income families. The Administration

uses this chart to buttress its argument that permanent

life insurance is a vehicle used by the wealthy to shelter

investments. This argument, however, is contrary to the

evidence.

- First, it is not surprising that wealthier families

have more cash value insurance than families of lesser

-48-



407

means. It is to be expected that the wealthier families as

a group would own a greater percentage of all financial

assets than persons of lesser means as a group. Wealthier

families are likely to have more assets, more expensive

homes, larger home mortgages and larger home mortgage

interest deductions. This, however, hardly justifies an

across-the-boarQ elimination of the deduction for home

mortgage interest. Neither should it support eliminating

the present tax treatment of life insurance.

Whdt is more relevant, as well as contrary to the

impression the Administration would create, is that.wealth-

ier taxpayers have relatively little cash value life

insurance compared to their other financial assets. The

concentration of cash value life insurance among wealthier

Ameticans is much less than the concentration of other

financial assets. This conclusion is demonstrated by a

recent index of concentration study prepared by a member

company. Holdings in selected financial assets of taxpay-

ers with family income in excess of $100,000 were compared

with the holdings in those assets of taxpayers with family

incomes of $15,000-$40,000. Under this analysis, an index

value of one would mean that relative to income, ownership

in a particular financial asset is equally concentrated at

both the higher- and lower-bracket levels. An index of

five would mean that the top income bracket owns five times

-49-



408

as much in relation to their iLcome as does the lower-in-

come bracket.

The results for the high-bracket group showed a low

index of concentration in passbook savings accounts (.9)

and only a modest concentration for cash value life insur-

ance (1.8). On the other hand, the concentration index for

the high-bracket group was 3.2 for money market funds, 4.2

for mutual funds, 16.2 for publicly traded stock and 40.8

for tax-exempt bonds. Overwhelmingly, the concentration in

financial assets of the top-bracket group was in financial

assets other than life insurance. Put simply, the great

variance in holdings between higher- and lower-bracket

taxpayers is not in life insurance. It is in money market

funds, mutual funds, other securities, publicly traded

stocks and tax-exempts. If life insurance were bought for

its tax-favored income, those in high brackets would flock

to it a-s they do to state and local bonds and other invest-

ments. They do not. Rather, investments like bonds and

stocks are far more concentrated among wealthier Americans

than is life insurance.

In contrast, more than three-quarters of those insured

under permanent life insurance policies are heads of

households having a total family income of lees than

$25,000. The average amount of life insurance protection
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per insured family is a little more than twice the family's

disposable personal income. This is clearly the portrait

of a moderate- or middle-income individual who purchases

permanent insurance to protect dependent family members

from economic loss in the event of his or her death. It is

not the portrait of a wealthy individual using life insur-

ance as an investment tax shelter.

The Administration's argument that life insurance

should be taxed because it is a tax-shielded investment

utilized by the wealthy is not substantiated by the facts.

Rather than achieving equity, the Administration's proposal

would simply impose a new burden on average Americans.

8. Permanent life insurance has provided about $150 billion
in l ong-term funds for investment in the U. economy. The
industry's capacity to provide future investments would be
diminished by the reduction in sales of permanent life
insurance covered by the tax.

Taxing policyholders on the increase in the value of

their life insurance would make permanent life insurance

more costly and less attractive. The reduction in the sale

of permanent life insurance stemming from this tax would

impair private capital formation and economic growth. Life

insurance company funds are invested until they are paid in

the form of benefits. Life insurance companies have long

been a major source of long-term investment capital.
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Through the end of 1983, permanent life insurance has

provided over $150 billion in all forms of investments.

Life companies ranked fourth emong domestic institutional

sources of capital, supplying 8% of the total funds flowing

into financial markets.

Adoption of the Administration's tax proposal would

reduce this important source of capital. By discouraging

the purchase of permanent life insurance, the proposal

would reduce a major source of premium funds available for

investment. Term insurance is a negligible source of

long-term investment funds.

It cannot be said that funds which would have been

placed in permanent life insurance policies but for the tax

would simply become available to the economy through other

\ financial intermediaries. This is not an acceptable answer

to the loss of capital flowing from life insurance. First,

there is no evidence that funds diverted from permanent

life insurance will be saved. It is more likely that the

amount will simply be spent rather than accumulated as a

contribution to the nation's supply of investment capital.

Second, life insurance companies, because of the nature of

their contractual undertakings, are a unique source of

long-term investment capital. Even if funds lost to

insurance companies are placed in other financial institu-
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tions, these institutions may not be able to place a

similar emphasis on the lcng-term segment of the market for

investment capital.

Given the future shortage of capital funds predicted by

many economists, it makes rio sense to limit the role of

life insurance companies in providing the long-term invest-

ment capital that is essential for higher standards of

living and the creation of new job opportunities.

9. A new tax on permanent life insurance cuts a ainst the
grain of Administration and Congressional policy
encourage in Americans to be responsible for the financial
security of their families.

The policy of the United States tax law has been to

encourage American families to protect themselves through

the private insurance system. The necessary effect of

increasing the tax burden associated with life insurance

would be to increase its cost and discourage its utiliza-

tion by those least able to assure their financial security

by other means. This leaves a gap in family protection

which inevitably must be filled by public programs which

will be more costly and cumbersome than the present private

insurance system.

This Administration and Congress should continue their

rational policy of permitting individuals to arrange
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financial protection for their dependents through encour-

agement of the private system instead of discouraging these

efforts through new taxes.

1Q Rather than achieving simplicity, the Administration's
proposal introduces new, complex and costly burdens on
life insurance companies and their policyholders in
identifying and reporting amounts subject to the new tax.

The Administration's proposal has three major stated

purposes: fairness, simplicity and economic growth.

Taxing Americans on the increase in the value of their life

insurance will not achieve fairness and certainly will

deter economic growth. Instead of simplicity, the new tax

law would produce the opposite. The administrative burden

imposed on insurance companies to identify, segregate and

report the annual increase In value of permanent life

insurance policies would be awesome. The reporting re-

quirement on policyholders would add one more factor to the

complexities of reporting taxes. It is hard to imagine a

process that would do more to thwart the goal of simplifi-

cation than taxing policyholders on their life insurance.

Significantly, a study was made in 1972 of whether the

increase in the cash value of permanent life insurance

should be measured and taxed annually to policyholders.

The study concluded that the administrative burdens and

complexities which would arise if such a tax were imposed
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would outweigh any benefit derived from such a tax.

Charles E. McLure, Jr., Economics of Federa'l'Subsidy

Programs, Joint Economic Committee, July 15, 1-972, Part 3,

Tax Subsidies.

11. The Administration's proposal would produce insignificant
revenue through 1990 and very likely would not produce
significant revenue in the 1990's.

The Administration estimates that as a result of the

repeal of the exclusion of theinside interest buildup no

revenue will be raised for the period 1986-1989. Only $200

million is estimated to be raised in 1990.

We believe that the Administration's projection is

based on the assumption that life insurance sales would not

substantially decline as a result of the new tax. It is in

fact highly likely that there would be a major decline in

sales of permanent life insurance so that revenues in 1990

would be much less than projected by the Administration and

little or no revenue would be generated in future years.

12. The prospective application of the Administration's
proposal is not an acceptable alternative to current law.

The Administration's proposal would apply to amounts

credited on or after January 1, 1986, to policies issued on

or after the date of the adoption of the proposal by one of
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the tax writing Committees of Congress. Existing contracts

may be affected to the extent the future death benefit

under the policy exceeds the death benefit on the date of

Committee action.

To the extent the current millions of existing policy-

holders are exempt from the complex calculations and

incomprehensible additional tax of the Administration's

proposal, there would be some encouragement for them to

retain their existing insurance protection.

However, the grandfather rule poses much confusion for

existing policyholders. Many policies contain provisions

and mechanisms that can result in increased death benefits.

To what extent are these policies safe under the proposed

exemption? Will the normal operation of policy provisions

in these instances result at some future time in the loss

of the policy exemption? These and other questions pose

great uncertainty for existing policyholders.

Applying the Administration's proposal on a prospective

basis makes it no less onerous for millions of families

that will need permanent life insurance in the future. As

to them, all of the reasons given herein for rejecting the

proposal remain as valid as ever. The undesirable and

inequitable social, economic, and administrative effects

would still be inherent in the proposal, even if
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grandfathering were included. Taxing people on the in-

crease in the value of a contract they own when they cannot

receive anY cash income without giving up important rights

and benefits is wrong, regardless of whether it is a

contract they own now or a contract they will buy in the

future. Imposing an incomprehensible age-indexed tax on

level premium life insurance so that people cannot afford

to buy and keep lifetime protection is also wrong.

For all these reasons, the Administration's proposal to tax

policyholders-on the increase in the value of their permanent

life insurance should be rejected and the current tax rules which

were thoroughly reviewed by Congress just last year should be

retained.

B. PROPOSED TAXATION OF DEFERRED ANNUITIES

Under current law, an owner of a deferred annuity is not

taxed on the increase in the cash value of his or her contract

until he or she receives it. This has been the tax rule with

respect to deferred annuities since the inception of the income

tax. The Administration proposes that the owner of a deferred

annuity be taxed each year on the annual increase in the cash

value of the annuity after taking into account any surrender

charge or penalty. In addition, a special rule would be provided
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to prevent a contractholder from being taxed on the unrealized

appreciation of assets underlying a variable annuity policy.. The

proposal would be effective for all investment income credited on

or after January 1, 1986, to contracts issued on or after the

date of adoption of the proposal by one of the tax-writing

Committees of Congress.

In essence, under the Administration's proposal, the cash

value in an annuity is equated to a savings fund with the

earnings on the fund being subject to tax on the same basis as

interest earned on a bank account. Thus, the owner would include

in interest income for any year any increase in the amount by

which the annuity's cash value exceeds the owner's investment in

the contract.

For the following reasons, we are strongly opposed to any

change in the current tax treatment of annuities.

Why the Proposal Should be Rejected

1. Congress examined the tax treatment of deferred annuities
twice in the last three years. It added penalties under
the tax law on premature withdrawals to assure that
deferred annuities are used to provide long-term
retirement protection and not as short-term investment
vehicles. After making these changes, it concluded that
it "believed that the use of deferred annuity contracts to
meet long-term investment and retirement goals was still
a worthy ideal."
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The issue of how individual deferred annuities should

be taxed was given consideration by Ccngress under TEFRA in

1982 and again under DEFRA in 1984. Congress addressed the

concern that deferred annuities might be used to shield

short-term investments from tax. It resolved this problem

by requiring that if a policyholder makes a premature

withdrawal from an annuity, the amount withdrawn will come

first from currently taxable income and by enacting strict

rules which penalize annuity owners for premature withdraw-

als of funds. These restrictions assure that deferred

annuities are used as long-term retirement vehicles. With

these changes, it was concluded that "the use of deferred

annuity contracts to meet long-term investment and retire-

ment goals was still a worthy ideal." (Joint Committee on

Taxation, General Explanation of the Revenue Provisions of

the Tax Equity and Fiscal Responsibility Act of 1982 (H.R.

4961, 97th Congress; Public Law 97-248), p. 361). In sum,

the fundamental tax argument raised by the Administration

to support its proposal -- that deferred annuities are

comparable to other savings instruments with other finan-

cial institutions -- has already been addressed by Con-

gress.

2. Current law does not allow deferred annuities to escape
tax;it only penits a deferral of tax. All income is
eventua ly taxed.
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The present rules for the taxation of annuities provide

an equitable means of taxing these contracts. These rules

do not provide for forgiveness of ta:. They only provide

for a deferral of tax.

The premiums for non-.qualified annuities are paid with

after-tax dollars. The annuitant is treated as being in

receipt of annuity income when annuity payments commence.

Generally, each payment is considered to consist of a

ratable portion of the owner's investment in the contract

(premiums) and investment income. The investment income

portion is taxed at ordinary income rates.

3. A deferred annuity is a unique vehicle for assuring
financial security in retirement because unlike any other
form of retirement savings, it guarantees a stream of
retirement income WElch cannot be outlived.

A deferred annuity contract is a unique vehicle for

assuring financial security and independence after retire-

ment. Unlike any other means of providing for retirement,

deferred annuities provide protection against the possibil-

ity of outliving one's financial resources. Traditional

deferred annuities provide guaranteed retirement income of

a predetermined amount for life -- an individual can never

outlive an annuity. Variable annuities contain the same

mortality guarantees but the income produced by the con-

tract may not be determined until income payments are made.
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Millions of Americans use one or the other of these con-

tracts as an important element in their planning for

retirement.

To provide for financial security in their later years,

Americans must combine formal retirement plans with person-

al savings. By discouraging the purchase of deferred

annuities, the proposal deters Americans from using a

particularly effective and important means of accumulating

personal savings to assure a reasonable quality of life

after retirement Government policy should continue to

permit individuals to make adequate provision for their

retirement instead of discouraging self-reliance through

proposals such as the present one to change the taxation of

deferred annuities.

4. Ado tion of the proposal would mean a departure from the
a -ctax rule that an individual should not be taxed on

amounts the receipt of which Is subject to substantial
restrictions. An annuity owner cannot obtain the amounts
which would be taxed without giving up valuable rights and
guarantees.

The Administration's proposal would tax owners of

annuities each year on increases in the value of these

contracts although they have not received these amounts and

their rights to receive these amounts are subject to

substantial restrictions, as described below. Taxing

annuity owners on this basis would be contrary to the
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long-standing tax law rule that income, the receipt of

which is subject to substantial restrictions, is not

constructively received.

Taxing annuity owners currently on what the Administra-

tion's proposal terms the "investment income" is not

justified by the way bank depositors are taxed. Bank

depositors are entitled to receive, without any limitation

or constraint, the savings account interest on which they

are taxed. They have ready access to the funds on which

tax is paid. In contrast, an annuitant can generally

obtain the cash value of the contract only by surrendering

the annuity and losing the important guarantees which it

provides. To replace these guarantees, the annuitant would

have to apply for a new deferred annuity contract, pay new

acquisition costs and, to maintain the same level of

annuity, pay a higher premium rate. These restrictions

preclude a determination of the constructive receipt of

values in an annuity by the annuitant.

5. Prospective application of the Administration's proposal
is not an acceptable alternative. The proposal is
fundamentally inconsistent with encouraging individuals to
provide for their own retirement, which is a reasonable
objective of a national retirement policy.

The Administration's proposal would apply to amounts

credited on or after January 1, 1986, to policies issued on
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or after the date of the adoption of the proposal by one of

the tax-%;riting Committees of Congress. Existing contracts

would continue to be untaxed until withdrawal or distribu-

tion of funds from the policy.

Despite the prospective application of the Administra-

tion's proposal, all of the reasons given herein for

rejecting the proposal remain valid. The undesirable and

inequitable social effects would still be inherent in the

proposal, even if grandfathering were included. Taxing

people on the increase in the value of a contract they own

when they cannot receive any cash income without giving up

important rights and benefits is wrong, regardless of

whether it is a contract they-own now or a contract they

will buy in the future.

Policy loan interest deductibility. One additional

Administration proposal that will adversely affect'life insurance

company policyholders relates to the deductibility of

non-business interest, including interest on policyholder loans.

This Administration proposal would limit the deductibility of all

non-business interest (other than mortgage interest on the

taxpayer's principal residence) to $5,000, plus the amount of the
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taxpayer's net investment income. We believe this proposal

should be eliminated.

As a preliminary matter, the Administration's interest

proposal favors one type of borrowing (i.e., borrowing for home

mortgages) over all others. We can see no principled basis for

such a discriminatory rule-. Its likely result will be to skew

consumer borrowing toward residential mortgages when other

assets, such as a permanent life insurance policy, may be a

better credit source for any number of reasons, including

interest rates, terms, etc.

There are additional sound reasons for not imposing

statutory limits on non-business borrowing. A valuable attribute

of property is its ability to be used as collateral. The limits

under the Administration's proposal impair the viability of

property as collateral, and thus deprive individuals of an

important property right upon which they may have relied.

Finally, with respect to life insurance, the loan feature of

the life insurance policy enables the policyholder to borrow on

his policy for matters such as financial emergencies or education

of children without the necessity of giving up his guaranteed

insurance protection.
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C. PROPOSED ELIMINATION OF SECTION 401(k) PLANS

Although we have previously filed a comprehensive statement

on the Administration's proposals affecting employee benefits,

we would like to comment on one new Administration proposal in

the employee benefit area -- that is, the proposed total

elimination of Section 401(k) of the Internal Revenue Code. Our

prior statement commented on the then proposed modification of

the Section 401(k) rules. We now understand that, in the stated

interest of achieving revenue neutrality, Treasury Secretary

Baker is proposing outright repeal of Section 401(k). We would

therefore like to take the opportunity to present our views on

this new proposal in today's statement.

Section 401(k) plans, also called "CODA's" (cash-or-deferred

arrangements), were first permitted by the Revenue Act of 1978.

Since 1982, these plans have rapidly become an important element

in providing retirement security for American workers. The

Employee Benefit Research Institute (EBRI) reports that 4.8

million private-sector employees were offered 401(k) plans in

1983. EBRI estimates further that approximately 19 million

employees are currently eligible to participate in 401(k) plans.

A 1985 survey sponsored by the Employers Council for Flexible

Compensation suggested that 401(k) plans may now cover 28 percent

of the private-sector work force.
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Section 401(k) plans are employer-sponsored programs that

permit employees to defer current ccnpensation to meet future

financial needs. In many cases, employers make discretionary

contributions to match those made by employees. Under present

law rules, amounts contributed to the plan are not includible in

the employee's gross income at the time of contribution, provided

that both normal qualification rules and a special set of

requirements are met.

As detailed, below, we strongly oppose the Administration's

proposal to repeal Section 401(k). We also wish to note our

continued opposition to the limitations on Section 401(k) --

including the very restrictive non-discrimination rules --

contained in the Administration's earlier proposal.

Why the Proposal Should be Rejected

1. Section 401(k) plans provide employees with an attractive

savings alternative for retirement.

In proposing to eliminate 401(k) plans, the Adminis-

tration is implicitly selecting IRA's as the appropriate

vehicle for the receipt of deductible retirement plan

contributions by individuals to the exclusion of their

existing plans. This would be a serious mistake and short

sighted tax policy. The use of effective group arrange-

ments, such as Section 401(k) plans, for the provision of
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retirement benefits should also be encouraged. They 4ach

clearly coexist with IRA's.

Employer-sponsored plans are a sound and cost effective

way to provide for retirement. For example, the "Final

Report by the President's Commission on Pension Policy,"

1981, recognized that "a major objective of retirement

income policy should be to insure that today's retirees and

tomorrow's elderly are able to maintain a reasonable stan-

dard of living in their later years." In view of this, the

President's Conission recommended the expansion of the role

of employer-provided deferred compensation plans.

To the extent the retirement needs of employees can be

met by employer-sponsored qualified plans, it will not be

necessary for the government to provide additional aid to

retirees.

Section 401(k) plans have proven to be a very effective

vehicle for expanding retirement income protection at

middle- to low-income ranges. A 1983 study by Hewitt

Associates demonstrated that IRA's, by contrast, are not

an effective vehicle in this regard. According to that

study, only 16.9 percent of the work force had established

IRA's and that usage was highest among the higher paid

employees. Only 11 percent of workers earning less than

$20,000 established IRA's compared with 58 percent of those
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earning more than $50,000. Contrasting these participation

rates with 401(k) plan usage, two recent surveys, one by

Hewitt Associates and a second by Towers, Perrin, Forster &

Crosby, report that 60 and 63 percent, respectively, of

eligible employees were participating in 401(k) plans at the

end of 1984. As to distribution of 401(k) plan usage by

income level, Census Bureau data tabulated for 1982-3

indicate that low-income workers, earning between $5,000 and

$10,000, were three times more likely to participate in a

401(.k) plan than in an IRA. Middle-income workers, earning

up to $29,999, preferred 401(k) plans over IRA's two to one.

2. Section 401(k) plans distribute pension benefits across

income classes and must meet very strict non-discrimination

requirements. These plans are subject to audit to assure

that all requirements are observed.

Section 401(k) plans must satisfy special and rigorous

non-discriminatory requirements. The special 401(k) rules

prohibit discrimination in favor of "highly compensated

employees" with regard to deferred amounts. Highly compen-

sated employees may not contribute more than an allowable

percentage of their compensation to a 401(k) plan. This

percentage is directly influenced by the extent of partici-

pation in the plan by rank and file employees. Unlike

IRA's,-these plans are subject to audit to assure that all
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requirements are observed. It is, therefore, in the inter-

est of the highly compensated employees for the employer to

encourage and to sustain broad and meaningful plan partici-

pation on the part of rank and file employees.

3. Eliminating Section 401(k) plans would significantly
disadvantage employees in businesses which cannot
otherwise afford a retirement plan.

In 1981, the President's Commission on Pension Policy

identified coverage as one of the key problems of private

sector plans. It was concerned that only half of the work

force was covered under retirement plans. In many

instances, CODAs are established by employers who could not

otherwise afford to sponsor a qualified retirement plan for

their work forces. A nationwide survey, commissioned by the

Employers Council for Flexible Compensation, indicated that

almost a half-million small businesses offer 401(k) plans to

their employees. For 37% of those businesses, the 401(k)

plan is the only retirement program.

The popularity of CODAs is due, in part, to their value

as a lower-cost employer-sponsored retirement plan.

Through salary reduction, employees are able to maximize

the amount of their retirement savings beyond the amount,

which the employer can afford to contribute on their behalf
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under a more traditional arrangement. The Administration

proposal to eliminate Section 401(k) plans would, in

practice, discriminate against employees of those employers

unable to afford conventional retirement plans.

4. The amounts involved under Section 401(k) plans do not
escape tax. Taxes are simply deferred until the employee
retires and receives the income.

The key feature of a 401(k) plan is that participants

can defer taxes during their working years on income set

aside for retirement and they pay taxes on that income as

they receive it after retirement. There is no escape from

paying taxes.

5. Employer-sponsored retirement plans encourage capital
formation.

It is widely agreed that private savings and capital

formation should be encouraged. One way this goal can be

achieved by Congress is through encouragement of broad-based

retirement plans maintained by employers to provide income

security for great numbers of employees. Section 401(k)

plans clearly fall within this category. Capital formation

achieved through employer-sponsored plans will benefit the

economy while at the same time employees will obtain the

benefit of participation in employee benefit of retirement

income security.
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XXXXXXX

CONCLUSION

To conclude, the ACLI is strongly opposed to the

Administration's proposed tax increases on life insurance

companies and their policyholders. Moreover, we strongly object

to both the new Administration proposal to repeal Section 401(k),

as well as the Administration's prior proposal to limit Section

401(k). These proposals are not grounded on sound tax policy.

Moreover, they would have a serious negative impact on capital

formation, job creation and the financial security of millions of

Americans.

As we mentioned at the outset, Congress has just completed a

thorough review and revision of the taxation of life insurance

companies and their policyholders. The Administration was an

active participant in this process, which addressed most of the

issues now being raised. It is difficult to understand why the

Administration is asking to re-open this matter.

I appreciate this opportunity to present the view of the

ACLI, and would be glad to attempt to answer any questions or to

provide any further information that would assist you in your

deliberations.
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STATEMENT OF HARRY PHILLIPS III, PRESIDENT, ASSOCIATION
FOR ADVANCED LIFE UNDERWRITING, WASHINGTON, DC

The CHAIRMAN. Mr. Harry Phillips. And, Mr. Phillips, I have a
note from Senator Moynihan expressing his regrets. He says he's
in an all-day negotiating session and can't be here, but he sends his
regards.

Mr. PHILPs. Thank you, Mr. Chairman, and Senator Moynihan.
I am the president of the Association for Advanced Life Under-

writing. We have 1,250 members who place in excess of $20 billion
of face value of life insurance annually. In my private capacity, I
am CEO for an organization selling and servicing life insurance.

Our members ask the buyers of life insurance to forego enjoy-
ment of current expenditures or possible speculative gain in order
to provide family protection or retirement income. This essentially
selfless task by the buyer would be made prohibitively difficult by
the tax on the inside buildup. Such a tax would create a product
much like term insurance in that the policy will get prohibitively
expensive as one gets older . Our figures show that it is an age-re-
lated, and therefore discriminatory, tax.

Life insurance has worked because it exists not only when pur-
chased, but also at time of death. If it were not for life insurance,
the Government would be providing welfare for many more fami-
lies than it now does. The inside buildup tax appears to have been
abandoned (at least by the House Ways & Means Committee) for
the moment, except for annuities. However, a new loan tax option
has been suggested to that committee-an option that may, on the
surface, appeal to sense of sympathy because it equates loans on
life insurance with loans on qualified pension plans. But there is a
vast difference between those types of loans and their tax treat-
ment.

The pension plan assets to be borrowed are themselves created
with tax deductible employer contributions. The life insurance cash
values are created with dollars paid into premiums after taxes
have been paid. That's a substantial, and our purpose here, a difini-
tive difference.

The proposal to place a tax burden on loans has a number of as-
pects. It not only forbids deduction of interest, but it also requires
that any existing loan on policies issued after September 25 be
taxed as income. It's unclear to me in the Ways and Means propos-
als whether the partial distributions should be taxed in the same
way. But they certainly would be under some of the earlier propos-
als.

The nondiscrimination rules for qualified pension plan and other
fringe benefit plans, which have been proposed, are intended to
rovide fairness. But there is inherent discrimination against small
usiness in these proposals. If you follow through the complex

twists and turns of the new proposed rules large businesses would
be able to provide different kinds of benefits and levels of benefits,
where small business would not.

Even if substantial revenues were involved, the proposals to
place addtional taxes on life insurance would be ill-advised. Since
little revenue is involved, we are at a loss to understand why this
is being considered.
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Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared written statement of Harry Phillips follows:]

STATEMENT OF HARRY PHILLIPS III, PRESIDENT OF THE ASSOCIATION FOR ADVANCED
LIFE UNDERWRITING

My name is Harry Phillips and I appear before you today as president of the As-
sociation for Advanced Life Underwriting (AALU). In my private capacity, I am
president of Management Compensation Group New York, Inc., a life insurance bro-
kerage firm specializing in executive benefits. I reside in Hartsdale, New York, and
maintain my business offices in New York City. I am accompanied by counsel,
Gerald H. Sherman and Stuart M. Lewis of the Washington, D.C. law firm of Silver-
stein and Mullens.

AALU is a nationwide organization whose membership consists of approximately
1,200 life insurance agents and others engaged primarily in various aspects of life
insurance marketing. Our members specialize in advanced life underwriting and,
collectively, are responsible for annual sales of life insurance in excess of
$2,000,000,000, mostly in circumstances involving complex factual situations. Much
of the work performed by our members relates to small businesses and deals often
with qualified retirement plans and other employee compensation techniques. We
take great pride in the life insurance industry we represent and in our knowledge of
that industry and of the death benefit arrangements it offers to the American
public.

We appreciate the opportunity to testify before you today and to offer our insights
on the life insurance and related portions of the President's tax proposals to the
Congress (sometimes here referred to as the Administration's proposals or Treasury
II).I

AALU opposes the President's recommendations (1) to tax the annual increases in
life insurance and annuity cash values, (2) to increase the tax on life insurance com-
panies through cutbacks in reserve and other company deductions, (3) to impose lim-
itations on the deduction of consumer interest, and (4) to revise the approaches
under which various forms of welfare benefits and qualified retirement plans, such
as section 401(k) plans, are subject to tax.

We urge the Congress to reject the President's initiatives in these regards.
Our testimony will focus primarily on the proposals to tax life insurance cash

value increases and to add to the tax burden of employee benefit plans. We empha-
size these subjects partially in the interests of conserving the time of the readers
and auditors of this statement, but more importantly because our expertise runs
heavily to the life insurance policy and employee benefit subjects. It is in these
areas that our views can be of more help to the Committee. We do not mean to
imply that our stated opposition to the other aspects of the Administration's recom-
mendations are any less strong or that the subjects are any less important to the
health of the American economy and tax system.

With respect to the President's proposal to increase the tax on life insurance com-
panies, we defer to the American Council of Life Insurance (ACLI), the organization
representing most of the life insurance companies in this country. In its testimony,
it will develop in detail the reasons why the President's proposals in this regard are
inadvisable.The President's proposal to limit the consumer interest deduction (by combining

consumer interest with investment interest and limiting deductions annually to
$5,000 in excess of investment income) will have a generally chilling effect on con-
sumer purchases, including purchases of life insurance policies. The country would
be ill-served by any proposal that thus impedes a freer flow of commerce. The in-
creased after-tax cost of borrowing against the collateral of cash value life insurance
will tend to discourage people from purchasing such policies and, for reasons ex-
plained more fully hereafter, will cause a reduction in the country's total stock of
after-death protection-an unfortunate result that certainly should not be advanced
by our tax laws.

1 Published by the Treasury in May 1985.
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The purchase of after-death protection, no less than of a primary residence,
should be encouraged through full availability of the consumer interest deduction.
We, therefore, oppose a limitation on the deductibility of that interest.

Many of the reasons we put forward in later portions of this statement for why
the Administration is ill-advised in proposing a current tax on life insurance cash
value increases apply to the proposal to impose a tax on deferred annuity cash
value increases. While deferred annuities do not typically offer life insurance pro-
tection, they do provide a form of privately financed retirement benefits, the avail-
ability of which should be encouraged. Furthermore, such annuities do not offer an
escape from taxation. All earnings thereon are subject to tax on a deferred basis at
the point of payout.

Through deferred annuities an individual can arrange and pay for his retirement
on a basis which guarantees him payments for the remainder of his life. In addition,
this benefit is in place without the federally funded assistance which is available
through deductible contributions to the qualified retirement plan system about
which we will later speak. In brief, the premium payments for private annuities-as
contrasted to contributions to qualified retirement plans-are not deductible.

The Administration should not be supported in its recommendation to do away
with one of the least costly and most efficacious approaches to the provision of re-
tirement income.

The Treasury II proposals are specifically premised on fairness, economic growth
and simplicity-each a most laudable basis on which to structure tax reform. Unfor-
tunately, not one of those aims is served by the proposal to subject to tax the excess
of each year's increase in a life insurance policy's cash value over the annual cost to
the policyholder of generating that increase. Furthermore, this proposal, which
cannot find a grounding in the professed philosophical base of the President's tax
program, likewise cannot find a pragmatic refuge in the contention that it is a fund-
ing source for income tax rate reduction. By the Administration's own figures, the
projected increase in federal revenues to be derived over the next five years from
burdening life insurance cash values with tax is at best inconsequential.

1. Life insurance cash values are not analogous to bank accounts, may not be
reached except at the cost of relinquishing life insurance protection, and should be
treated for tax purposes in the same manner as increases in the value of a residence.

The President's proposal misconceives the basic nature of life insurance and its
cash value component. Treasury II equates cash value with bank accounts, observes
that bank account interest is taxed each year as it accumulates, and concludes that
the increase in cash values should likewise be taxed each year. In fact, fife insur-
ance cash values are not bank accounts, are not utilized for the same purpose as
bank accounts, are, unlike bank accounts, not available on an unrestricted basis to
the reach of the policy owner, and should not be subject to the same tax rules as
bank accounts.

The owner of a typical bank account can be at his whim take down any interest
that has accumulated in his account (to be used for any purpose he wishes), while
continuing to maintain that account for its intended purpose, i.e., the earning of in-
terest thereon. Since life insurance cash value is an integral part of life insurance
protection and the policy in which that protection is embodied, it is not possible to
reach that cash value or any portion of its earnings without either relinquishing the
right to life insurance protection or paying an interest charge for the temporary ac-
quisition, through loan, of that cash value. Thus, without the relinquishment of val-
uable rights the cash value is unreachable by the policy owner.

A much more accurate analogue to cash value taxation would be the tax principle
which the Revenue Code applies to the increase in value of personal residences.
Over the past 20 years inflation and other factors have caused substantial increases
in real estate price levels. As a consequence, most personal residences today have
values well in excess of original cost. However, not one penny of that increase is
subjected to tax until it is realized by sale and conversion to sales proceeds. It is
clearly recognized that, although the homeowner may borrow against his increased
equity, he is not then taxed on that increase. Only when he sells his residence and
thereby relinquishes the use of its shelter function is he burdened with tax on the
increase in the residence value.

Virtually the identical situation prevails in the case of cash value life insurance.
Indeed the owner of the policy may convert that cash value to cash. However, he
can do so only at the cost of relinquishing the policy and the life insurance protec-
tion inherent in it. That protection, no less than the shelter offered by residences,
deserves cognizance as a determinative limitation on the timing of the tax burden to
be applied.
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In more standard and technical tax terms, neither the owner of the life insurance
policy nor the owner of the residence has been in receipt (constructive or otherwise)
of the amount to be realized on disposition, in one case, of the cash value and, in the
other case, of the residence.

2. The imposition of a tax on cash value increased will insure a discriminatory
reduction in death benefit protection at the older ages.

The cash value component of a life insurance policy constitutes a technique
whereby an insured, in return for the payment by him of equal annual premiums
for the remainder of his life, can purchase a contract which commits the issuing
company to provide a death benefit at the insured's death, no matter how long he
lives. Without cash values, viable after-death protection would not be economically
realistic beyond ages 65 to 70. Thus, our older citizens, the segment of the popula-
tion which needs it most, would lack life insurance.

By the very nature of our increasing mortality, the cost of life insurance increases
with each passing year. By the relatively simple expedient, in the early years of a
policy's life, of paying premiums in excess of mortality costs, amounts are accumu-
lated to be available for the payment of mortality costs in the later years in excess
of the premium payment made in those years. By a careful mathematical construct
encompassing the use of cash values, we can develop lifetime, annual premium poli-
cies which guaranteed affordable protection indefinitely.

There are two simple lessons to be learned from this basic analysis of the struc-
ture of cash value life insurance.

First, such life insurance cannot possibly compete-as an alternative invest-
ment-with standard forms of investment, since, unlike those forms, cash value life
insurance is burdened with the cost of providing life insurance protection. If there is
not some existing need for that protection, the purchase of cash value life insurance
would be grossly ill-advised. The investor is better served by putting what would
otherwise be the pure life insurance premium cost into a basic form of investment
that would provide him with a financial return irrespective of the event of death.
We here hearken back to the false analogy to standard bank accounts, as put for-
ward in the Administration's proposal.

Second, the form of life insurance which is available on a short-term basis and
does not offer a guarantee of lifetime protection (i.e., term insurance), while it has
many legitimate uses, is not a substitute for cash value life insurance. As a conse-
quence, it is totally unrealistic to expect that when, as a natural result of the Presi-
dent's proposal, people stop buying cash value life insurance, they will simply sub-
stitute equal amounts of term insurance. That substitution may to some extent
occur at younger ages when term insurance on an annual basis is cheaper than cash
value insurance. At the older ages, the premium cost becomes prohibitive and the
policy is cancelled-precisely at the time when the likelihood of death is increased
and life insurance is most needed.

It is in recognition of this fact that the Veteran's Administration has historically
urged its veteran/insureds, particularly as they approach age 50, to convert their
term protection to permanent cash value insurance.

It is unrealistic to anticipate that term insurance will even be offered at older
ages at anything less than very high premium rates, since insurance companies
must protect themselves against the risk of adverse selection, i.e., the probability
that the only persons who will pay for term insurance are those who know that ill
health makes their death more probable than the assumed likelihood of death em-
bedded in the term insurance premium.

We reject categorically that this country is well served by any proposition that
virtually mandates an absence of life insurance protection precisely when it is most
needed. It is difficult to conceive of a proposal that is more grounded in age discrim-
ination.

3. Economic growth and capital formation will be retarded by a tax on cash
values.

The life insurance industry has added approximately $150 billion to this country's
inventory of capital, almost all of that through cash value life insurance. If the issu-
ance of such insurance is reduced to insignificance this capital formation function
will no longer be operative.

One can state with an air of authority, as does the Administration, that the dol-
lars that otherwise would go into cash value life insurance will naturally flow into
other forms of investment. That statement, however, is premised in pure conjecture.
In fact, it is not unreasonable to expect that large portions of the investment that
would otherwise be made in cash value life insurance will simply be dissipated and
will find their way into consumer purchases. While we do not denigrate consump-
tion expenditures as a necessary component of a healthy economy, their generation
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at the direct cost of depleting sorely needed capital formation, which is almost cer-
tain otherwise to have taken place, is a proposition that neither we nor, for that
matter, economists of most philosophical and political stripes would find acceptable.
The Administration's professed aim of encouraging economic growth is here simply
honored in the breach.

Even if one steps down for a moment from the heights of macroeconomic overview
and examines the effect of the proposal on merely one industry, the life insurance
industry, a rather catastrophic degree of dislocation can be expected. While it is
likely that most of the people who will no longer find employment in the life insur-
ance industry (probably numbering in the thousands) will ultimately be employed in
other endeavors, the dislocation effects and turmoil from unemployment in the in-
dustry cannot be thought to be among the benefits of this proposal.

The predictions of a general economic downturn in the near future are pervasive
enough. We needn't add a stumbling life insurance industry to the recessionary
cauldron.

4. Simplification and cost containment are best served by a continuation of the cur-
rent approach to the income taxation of life insurance.

The Administration has said that its recommendations will substantially simplify
our tax system. If one believes, as we do, that implementation of the cash value life
insurance proposal will virtually eliminate cash value life insurance, we would
agree that such implementation will produce a much simpler tax system, unless of
course one has to factor in the' tax complexities resulting from the bankruptcy of a
major American industry.

On the other hand, if the Administration is right and cash value life insurance
will survive in a meaningful vibrant and healthy way, the degree of complexity en-
gendered by the Administration's proposal can hardly be surpassed. Complex com-
putations involving assumed term insurance costs will have to be undertaken by
every life insurance company for every policyholder. That information will then
have to be processed and submitted to each individual policyholder so that he may
include in his taxable income the amount so reported to him. Thus, we will have a
whole new stratum of computation and reporting which did not exist prior to the
proposal.

The addition of undesirable complexity is apparent. Perhaps more importantly,
this complexity will carry with it a burdensome administrative cost and will add yet
another level of bureaucracy in the private sector (the insurance industry) and in
the government (the IRS). To contend that this country does not need the complex-
ity, the cost or the bureaucracy is to belabor the obvious.

In 1983 and 1984 the Congress, in a gargantuan effort, reviewed and restructured
the entire overall pattern of taxation of the life insurance industry. During the
course of that examination it considered and rejected the imposition of a tax on
cash value increases. The 'appropriate level and manner of taxation was reached
after two years of constant, intensive, virtually daily effort.

Now, before tax returns are due for the first full year of operation under the new
statute, we have a proposal to reject that effort and impose an entirely new system
of taxation on the industry at the policyholder level. This year the Congress with its
overcrowded calendar, in bright-line comparison with the conditions of 1983 and
1984, can devote only a small portion of its time to this su*)ject. It is inconceivable to
us that the Congress' endeavors in those prior years are not worthy of at least the
opportunity to succeed. The President's proposal thus (and, giving it the benefit of
the doubt, with probable inadvertence) makes a mockery of those prior Congression-
al efforts.

5. At excess public cost a new federal funded life insurance system will inevitably
be developed to replace ,the benefits now supplied by privately generated cash value
life insurance.

If the Administration succeeds in its efforts to undermine the life insurance in-
dustry, a huge gap in death benefit protection will quickly and inexorably develop.
It is one thing to state, as does the Administration, that the life insurance industry
will have to stand on its own without any assistance from the federal tax system. It
is quite another to stand by and do nothing while our death benefit structure cor-
rodes.

It is inevitable that the Federal Government will be required to take up the slack,
perhaps through the social security system, perhaps through a design not yet envi-
sioned. One thing is certain, however. The country will not accept an edifice of
after-death protection that is decidedly weaker that its retirement system. A more
costly, less efficient and more bureaucratic public structure will, doubtless, be put in
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place to patch over the damage that will be done if life insurance cash value in-
creases are subjected to tax.

We submit that no legitimate purpose would be served by permitting this scenario
to play itself out. There is no need to burden the Government with a function which
is now being discharged with great dispatch and effect by the private life insurance
system.

6. The proposed taxation of cash value life insurance raises no meaningful revenue
by the administration's own reckoning.

The Administration predicts that during the first three years of cash value life
insurance taxation there will be no increase in Federal revenues. In the fourth year
the increase will be negligible and in the fifth year there will be a revenue increase
of $200 million.

In light of this comparatively insignificant collection of revenues which will in no
way enhance income tax rate reduction, is the game worth-the candle? Is it worth it
to put in jeopardy an entire industry and undermine an effective death benefit
system on technical and conceputal grounds which, at a minimum, are subject to
substantial doubt? The question answers itself. The Administration's proposal to tax
life insurance cash value increases should be quietly laid to rest.

The President's proposals would make numerous, extensive modifications in the
rules applicable to retirement and welfare plans. Treasury II would change the non-
discrimination rules applicable to pension and welfare plans, it would impose nu-
merous new excise taxes on plan distributions and benefits, would virtually elimi-
nate the availability of the most successful employer-sponsored savings and retire-
ment program yet developed (section 401(k) plans) and would change, without ade-
quate grandfather protection, taxation rules that have existed for well over 30
years. These changes would, in effect, .constitute a sweeping revision of the long-es-
tablished employee benefit plan structure under the Internal Revenue Code.

1. In general the administration proposals require further study, are not necessary
for tax reform, overburden the statute with complexity and excessive change, and are
generally harmful to the public.

a. Proposals need further study.-AALU strongly recommends that these propos-
als not be adopted at the present time. Instead, the proposals should be separated
from Treasury II and studied in greater detail at a later time for possible enactment
as part of a more carefully evaluated study of the long-term goals of the employer-
sponsored retirement plan system. Congress has recently, through hearings and
other efforts by both the tax and the labor committees begun to develop long-term
retirement goals for the nation. Until these goals are fully developed and adequate-
ly studied, it would be premature to make the types of sweeping changes being pro-
posed as part of Treasury II.

The need to remove these provisions from Treasury II is further reinforced by the
fact that Treasury II constitutes a major revision of the overall Internal Revenue
Code. As a consequence, Congress and employers have necessarily not had adequate
time to study the employee benefit provisions. Many of these proposals are new.
Some were not even contained in Treasury I. Without adequate study, it would be a
mistake to move forwardon legislation affecting employee benefits.

b. Proposals not necessary for tax reform.-The employee benefits provisions in
Treasury II are not necessary to the President's proposals. Treasury II is designed to
accomplish the objectives of "fairness, growth and simplicity." The employee benefit
proposals do not promote simplicity, rather, they create greater complexity. The
proposals do not promote the growth of employee benefits, but may well have the
effect of reducing the benefits available to employees. Whether the new proposals
are more fair is debatable, but clearly from many employers' points of view, they
are substantially less fair since they will lead to benefit reductions and reductions
in employee savings. Thus, the employee benefit proposals in Treasury II are not
consistent with the overall objectives of Treasury IL ,

The revenue raised from the employee benefit provisions is not critical to the en-
actment of the rate reductions in the President's proposals. Almost all of the em-
ployee benefit changes proposed raise insignificant amounts of revenue. Of the 16
employee benefit proposals in Treasury II, only four raise significant revenue. The
proposals to tax health insurance is the most significant among these and second is
the proposal to change the three-year basis recovery in section 72(e). The provisions
of section -72(e) primarily affect distributions from governmental plans although
they are used by private plans as well. Thus, of the remaining two revenue-raising
provisions, the only one that produces revenue that is substantial in relation to the
overall revenue aspects of Treasury II is the changes dealing with section 401(k)
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cash or deferred plans which, over a five-year period, is estimated to raise approxi-
mately $10 billion in revenue. 2 This revenue gain, however, may be insignificant
when the cost of lost retirement savings and the increased burden on the Social Se-
curity system is considered.

Wlkile there is revenue gain from the employee benefit provisions, the revenue is
well 'within the parameters of the amount that would be considered insignificant in
terms of the rates being established under Treasury II. Since the proposals do not
promote the primary goals of fairness, growth and simplicity and do not raise a crit-
ical amount of revenue insofar as the proposed tax rate structure is concerned,
these proposals are not necessary to this tax effort.

c. Legislation has been too frequent.-The employee benefit provisions in Treasury
II should also not be enacted at this time because the benefit community needs time
to recover from the overwhelming burden of legislation and regulations that has de-
veloped in the last 10 years. Congress has frequently enacted major legislation af-
fecting employee benefits. This has created an enormous backlog of regulation
projects by the Internal Revenue Service, the Pension Benefit Guaranty Corpora-
tion, and the Labor Department. Employers and plan administrators are frequently
acting in the absence of clear rules, often in areas of major importance. The Treas-
ury Department and the Internal Revenue Service are overburdened in their efforts
to keep up-to-date with just the minimal necessary plan guidance. Frequent change
is not compatible to programs that are designed for long-term retirement security.

Just since 1979 there have been seven major bills affecting employee benefits gen-
erally and many more in the fire years before 1980. The legislation since 1979 in-
cludes the following:

1984.-Retirement Equity Act and Tax Reform Act of 1984 /Deficit Reduction Act.
1983.-Social Security Amendment Act of 1983.
1982.-Tax Equity and Fiscal Responsibility Act of 1982 and subchapter s revision

act of 1982.
1981.-Economic Recovery Tax Act of 1981.
1980.-Multiemployer Pension Plan Amendment Act of 1980.
In addition, the Internal Revenue Service, the Labor Department and the Pension

Benefit Guaranty Corporation have a backlog of well over 100 regulation projects
affecting emplo ee benefits. Some of these regulation projects go back over 10 years
to the dawn o7 ERISA. The Internal Revenue Service has not yet, for example,
issued regulations on how employees who receive lump-sum distributions are to be
taxed on those distributions.

The frequency of these changes will have long-term adverse affects for the retire-
ment security of employees. Congress should allow the retirement community a
breather in which to digest current rules while Congress develops long-term goals
that are to be established and followed in its legislative efforts. This would bring
greater cohesiveness and consistency to employee benefits.

d. Harm to employees, employers and society.-Enactment of the employee benefit
proposals in Treasury II will harm employees, employers and society generally.
Harm to employees will result from cutbacks and loss of coverage in employees ben-
efits as well ap from lot savings. One of the major thrusts of the employee benefit
proposals is to restrict and virtually eliminate the more popular employer-sponsored
retirement savings vehciles available to employees. This will cut down the opportu-
nity and willingness of employees to save for retirement, thereby diminishing the
retirement income available to those employees. Addition of new non-discrimination
rules and limits will cause employers to cut back on available pension and welfare
benefits to employees leaving employees with less benefit coverage. Some of these
cutbacks will occur through employers simply dropping programs that are difficult
to maintain under the proposed new rules and others will result because employers
will be more restrictive in the amount of benefits provided under existing programs.

Employers will be harmed because they will once again have to incur major costs
for updating their retirement programs. These costs, which will run into many mil-
lions of dollars, will effect the long-range willingness of employers to maintain bene-
fits generally. This is especially true of smaller employers for whom these costs are
substantially more significant.

Society will be harmed through an increase in the burden on the Social Security
system which has in recent years undergone substantial strain. Benefit cutbacks
and loss of savings will mean that employees reach their retirement years with less
income available. They will increasingly look to the government, through the Social

'The Treasury has also suggested that another $11 billion in revenue could be raised if
§401(k) plans were eliminated entirely.
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Security system and other welfare programs, to assist them in maintaining an ade-
quate standard of living in their retirement years. Given the demographic shifts in
population that are occurring, this burden will be difficult and expensive to main-
tain. The government should be increasing the reliance on the private pension and
welfare system, rather than diminishing the incentives for that system.

Further, capital formation will be undermined. Private welfare plans constitute
the largest source of private capital in the United States. Private, state and local
governmental plans have assets exceeding $1 trillion. Private employer savings
plans alone have assets in excess of $200 billion and the private employer system
has assets of $700-$800 billion. This provides an important source of capital for the
economy. Undermining the growth of this capital source could produce long-term
adverse economic consequences to the country through a loss of adequate capital

-- upplies in the future.
In summary, it is not necessary or appropriate for Congress to include in Treas-

ury 11 the employee benefit proposals outlined above. Employers, employees and soci-
ety generally would be harmed through further major employee benefit legislation
at this time, especially proposals such as this that have not adequately been evalu-
ated and that will not adequately be evaluated if included as part of a major tax
reform proposal.

AALU would like to focus more specific comments on two employee benefit pro-
posals in Treasury II that are particularly objectionable: the proposals restricting
(and eliminating, in many cases) section 401(k) cash or deferred plans (CODAs), the
proposals imposing penalty excise taxes on retirement distributions in excess of
specified amounts, and the proposals relating to the imposition of new discrimina-
tion standards for employee welfare plans.

2. Section 401(k) cash or deferred proposals should be rejected.
a. Proposed limits.-Treasury II proposes an $8,000 limit on elective contributions

to a CODA. That $8,000 would be reduced by any IRA contribution (and possibly
spousal IRA contributions as well) made by the individual so that the $8,000 limit is,
for many individuals, in effect a $6,000 limit. In addition, in calculating the elective
contribution limits for the prohibited group (as redefined), the limits would be calcu-
lated on an individual, rather than an aggregate basis. Thus, one prohibited group
member would not be allowed to make up for elective contributions not made by
another prohibited group member (as under current law), even though on an overall
basis the plan clearly would be non-discriminatory. Other CODA changes are also
proposed that would have a restrictive effect on these plans.

Treasury II offers two justifications for these proposals. First, it suggests that
CODAs are unfair because not all employees are covered by CODAs. Second, Treas-
ury II suggests that an "excessive disparity" is permitted between the elective con-
tributions of highly compensated employees and the elective contributions of other
employees. More fundamentally, however, Treasury II evidences a preference for
IRAs over CODAS. While CODAS are being restricted as a form of savings retire-

- ment vehicle, IRAs are being expanded. This choice is unfortunate.
b. CODA's superior to retirement plans.-Treasury II suggests that there is dispari-

ty in the availability of CODAs on a non-discriminatory basis and that there is lack
of uniformity of coverage. Yet, at the same time, it proposes to expand IRAs, which
are not even subject to non-discrimination requirements and which discriminate
more than CODAs. Clearly, Treasury II would be improved if the emphasis were
placed on improving CODAs rather than expanding IRAs.

While employer plans cover between 60% and 80% of the workforce, IRAs cover
only 17%. CODAs are subject to rules that make them available on a non-discrimi-
natory basis, whereas IRAs are disproportionately used by higher income individ-
uals.

While precise figures are not available, it is known that over 40 of the 50 largest
companies in the country have adopted CODAS. Therefore, their availability to em-
ployees will be wide-spread. Treasury II appears to overlook the fact that CODAs
are qualified plans subject to all of the non-discrimination and coverage rules that
have been developed by the Internal Revenue Service over an extensive period of
time. This is a major difference and one that should not be dismissed. IRAs have
none of these special rules and, consequently, any proposal emphasizing IRAs over
CODAs is inherently defective.

c. Premature to change rules.-Much of the attack on CODAs seems to be based on
the fact that withdrawal is permitted under limited circumstances during employ-
ment, i.e., that the plans can be used as savings (as contrasted to retirement) vehi-
cles. Yet, at the same time, there is no data available on how much is actually with-
drawn during service. As a consequence, it is premature even to consider revising
the rules on CODAs for this reason. Many employers, in fact, have experience indi-
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cating that very few in-service withdrawals are made. Employees, while they are
psychologically very concerned about the ability to make withdrawals, do not, in
fact, often make them. Younger employees especially are concerned about accessibil-
ity of their savings. If they feel that they can reach the money when necessary, then
they are much more likely to increase their savings. The emergencies that concern
them often never arise. The net result, then, is that they have, in fact, saved for
retirement through CODAs when they might otherwise not have done so.

d. Contributions will be cut back.-Both the proposed $8,000 CODA elective contri-
bution limit and the redefinition of the ADP test and the recalculation of the limits
for highly compensated employees are objectionable because they in effect will
reduce CODA contributions. While arguably the limits will more directly affect the
more highly compensated employees, there can be little doubt that the overall effect
will be a reduction for all employees, including middle and lower income employees
as well. Since higher paid employees would only generally be allowed to make a
$6,000 elective contribution to the CODA and would not be allowed to make up for
other contributions not made by other prohibited group members, the employer con-
tribution formula (e.g., a matching formula) may well be adjusted downward to re-
flect the reduced savings incentive available. This ratchet-down effect would be di-
rectly detrimental to the retirement savings of lower and middle income individ-
uals.

In addition, the loss of incentive provided by these plans will cause employers to
stop offering them because the benefits do not outweigh the administrative cost of
their maintenance. CODAs are often more expensive to maintain than other quali-
fied plans and employers will only be willing to absorb this cost if the incentives
available justify the administrative cost. Employers may well decide that with sub-
stantially reduced incentives, the complexity and administrative cost outweigh the
benefits. This will, of course, remove a major savings opportunity for lower and
middle income employees.

e. IRA offset difficult to administer.-As proposed, the $8,000 limit would be re-
duced by the IRA contribution made by any individual. The mechanical problems
created by this IRA offset are numerous and unjustified. Employers do not have any
direct knowledge of whether or when an individual makes an IRA contribution. Em-
ployees can make IRA contributions after the close of a taxable year up to April 15
of the following year. Thus, an employer whose plan meets the necessary ADP test
may not even be aware that an employee has made a contribution. The employee
may not even understand the effect of making an IRA contribution. IRAs should
continue to be available in a manner that is unrelated to the retirement plan contri-
bution made through employer sponsored plans. Any such tie-in creates enormous
complexity.

f. Adequate limits already exist.-Since CODAs are qualified plans subject to the
rules for qualified plans generally, they are subject to the contribution limits under
section 415 of the Code and the deduction limits under section 4040 of the Internal
Revenue Code. The plans are also subject to the same non-discrimination rules to
which pension and profit sharing plans are generally subject.

These rules provide adequate limits for CODAs since they ensure non-discriminai-
ton and that contributions will be within the range allowed by Congress for employ-
ees generally. Establishing different limits will only create more complexity without
serving the goals of uniformity, simplicity and consistent overall retirement savy-

nC slicy. Existing limits are adequate and should not be made more complex for

g. Discrimination against tax-exempt employers.-The employee benefits proposals
in Treasury II would eliminate the availability of CODAs to tax-exempt employers.
Tax-exempt employers should be able to offer the same types of retirement pro-
grams that taxable employers offer. Otherwise, they are put at a competitive disad-
vantage in attracting and holding employees. Treasury II proposes to permit tax-
exempt employers to provide an unfunded arrangement for employees comparable
to that available for state and local associations (under section 457 of the Internal
Revenue Code). This type of program is simply not an adequate substitute.

If the concern is the provision of qualified retirement plans by governmental enti-
ties, Treasury II can clearly make a distinction between governmental entities and
private employers.-To make that distinction between taxable and non-taxable em-
ployer is unjustified. Taxable and non-taxable employers have to compete in the
same employee market and generally are allowed to offer the same types of quali-
fied plans. If Congress feels that it is appropriate to establish different rules for gov-
ernmental entities because of the different nature of those entities, then it can do so
without mixing all tax-.exempt employers into the same category as governmental
entities.
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h. Change in eligibility rules.-The CODA proposals include a provision that
wou)d require employees to be eligible after one year of service. CODAs are current-
ly subject to the same eligibility rules as all other qualified plans, that is, they can
either use a one-year or a three-year eligibility period, depending upon the vesting
schedule.

It is inappropriate to change the eligibility rules for CODAs. If profit sharing
plans generally are permitted to have 100 percent vesting and exclude employees
from participating for three years, then the same rules should be applicable to
profit sharing plans which are CODAs. There is no rational justification for permit-
ting one type of profit sharing plan to have a three-year waiting period for eligibil-
ity and another to only have one-year eligibility.

Y. There is no viable justification for an excise tax on distributions above $112,500.
The President's Proposals would impose a 10 percent excise tax on annual distri-

butions that exceed 1.25 times the defined benefit dollar limit in effect for the year
under section 415(b) of the Internal Revenue Code. Currently that dollar limit is
$90,000 so that the 10 percent excise tax would apply to annual distributions in
excess of $112,500 ($90,000 x 1.25). The tax would apply to all tax-favored plans, in-
cluding qualified plans, IRAs and tax-sheltered annuities. As part of this proposal,
Treasury II would eliminate the overall contribution and benefit limitations in sec-
tion 415(e) of the Code, except for loans that are top-heavy.

Treasury II offers two principal justifications for this proposal. The first is that by
eliminating section 415(e) for all plans other than top-heavy plans, there is a reduc-
tion in complexity. Second, the Treasury notes (and this is really not a justification)
that under current law there is no effective limitation on benefits from defined con-
tribution plans.

a. Treasury H justifications are faulty.-The excise tax on distributions over
$112,500 is justified under the Treasury II rationale in large part because there are
no benefit limitations *on defined contribution plans. This ignores the fact that there
are specific contribution limitations on defined contribution plans while there are
specific benefit limitations on defined benefit plans. These limitations were devel-
oped and modified by Congress over the last 11 years and presumably represent-a
statement of the amount of contributions and benefits permitted in a tax-favored
qualified plan. It is inappropriate to impose special limitations on distributions from
plans to which the contribution was limited.

Treasury II also indicates that a reduction in complexity will result from these
proposals. This ignores two critical facts. First, the elimination of section 415(e) is
more superficial than real. Because the limitations are maintained for top-heavy
plans, most plans in the country will continue Lo be subject to or concerned about
the overall limitations of section 415(e). Seventy to eighty percent of plans in the
United States are maintained by small employers, many of which are top-heavy. As
a result, the partial removal of section 415(e)by Treasury II will not produce a sub-
stantial reduction in complexity. Second, additional complexity is introduced
through the excise tax since individuals will have to plan for and compute the
excise tax and further complexities result if multiple beneficiaries are receiving
death benefits from a plan.

b. The excise tax is a form of age discrimination. -Under IRS rules, if an individ-
ual works past normal retirement age, the number of years over which his retire-
ment benefits can be paid out is shortened. The determining factor is the individ-
ual's life expectancy under mortality tables. As a result, the annual amount of the
distribution increases with each year that the individual continues to work, not only
as a result of continued contributions but also as a result of having a shorter period
of time over which to receive the benefits.

The result of these rules is that an individual may, in- effect, trigger the excise tax
simply by working longer. Since most plans do not permit distributions until an in-
dividual actually terminates employment (consistent with IRS requirements) the in-
dividual may, in order to avoid this excise tax, be forced to terminate employment
and begin receiving benefits. This is contrary to the policy of the Age Discrimina-
tion and Employment Act of permitting older employees to work without penalizing
them for doing so.

c. The excise tax eliminates neutrality as to the form of benefit pyout.-Payment
of retirement benefits in annuity form is desirable for many individuals. Other indi-
viduals, however, may have more specific uses for their retirement income and
might prefer a shot-ter payout such as an installment or a lump-sum. Because indi-
vidual situations vary, the tax system should not unduly favor one form of distribu-
tion over another, but leave that decision to the individual.

The Treasury II excise tax departs from the neutrality principal and strongly en-
courages annuity distributions. An individual who takes a lump-sum distribution
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will be penalized even though, had that individual taken that distribution in annu-
ity form, no excise tax would have been paid. This not only loses sight of the neu-
trality that should be observed by the tax code, it also overlooks situations in which
individuals may, through hardship, disaster, medical emergency or otherwise, have
an immediate need for money.

d. The excise tax is unfair.-Over the last 11 years, Congress has crafted detailed
rules limiting the contributions to defined contribution plans and the benefits that
may be paid out from defined benefit plans. These rules were designed to achieve
parity between the two types of plans. In establishing the limits on contributions to
defined contribution plans, Congress recognized that there is a tax-deferral element
contained in defined contribution plans.

The Treasury II excise tax would depart from that parity and penalize defined
contribution plans that have had successful investment performance. There is no
justification for limiting both the contribution and the benefits from defined contri-
bution plans and for penalizing employees in plans that have achieved successful
investment performance and not penalizing employees in those plans that have had
subpar investment performance.

e. The excise tax affects middle income taxpayers. -Because the excise tax does not
apply to annual distributions below $112,500, an initial reaction may be that the
penalty tax only applies to high income individuals. That is not the case. Many
middle income individuals over their working lives accumulate benefits in excess of
$112,500. If such individuals were to take their benefits in a lumpsum or over a
relatively short period of years, the proposed excise tax would apply. If those indi-
viduals work past normal retirement, they may not, in fact, be able to avoid the
excise tax.

In addition, if current practices are continued, the $112,500 amount will continue
to shrink relative to the value of the dollar. The formula used in Treasury II is tied
to a dollar amount in the Internal Revenue Code that has not been increased for
inflation for many years. While the amount is scheduled to be adjusted for cost-of-
living increases starting in 1988, in the past Congress has deferred allowing any
such increases. If this pattern is continued, the excise tax will affect an even greater
spectrum of taxpayers.

f. The excise tax may cause a reduction in plan contributions.-Often plan contri-
butions by an employer are geared to the benefits available to the higher income
employees. Becasue of the non-discrimination rules, lower income individuals gener-
ally receive the same percentage of contribution as a higher income individual. If,
however, higher income individuals become subject to this excise tax, employers
may reduce contribution levels because the net effective tax rate on plan contribu-
tions may be higher than the effective tax rate of paying the high income individual
the amounts directly as compensation (or as unfunded deferred compensation).

For example, an extra $10,000 of contribution for an individual into a profit shar-
ing plan might, under Treasury II be subject to tax at a 45% rate on distribution. If,
however, the same individual were to receive the $10,000 directly as compensation
then the maximum rate would only be 35%. Thus, a disincentive to make further
contributions for high income individuals results.

This disincentive to make further contributions for the high income individuals
may produce a "ratchet down" effect that will reduce the contribution for lower
income individuals as well. The employer may simply reduce the overall contribu-
tion rate to the plan to adjust to the contribution rate that maximizes the tax bene-
fit for the high income individuals. Thus, by imposing an excise tax on these distri-
butions, the employer may reduce the contribution level for the plan in its entirety,
thereby reducing the retirement benefits of middle and lower income individuals.

g. The excise tax is complex.-The excise tax creates a set of complexities that are
contrary to the goal of tax simplification. Initially the individual must be aware of,
plan for and compute the excise tax. Merely having to plan to avoid the excise tax
will create substantial complexity for many individuals. Further, in the case of ben-
efits paid to multiple beneficiaries after a participant's death, there will be signifi-
cant coordination problems. One beneficiary -may take a different payment form
than does another beneficiary. Questions will arise whether the acceleration of pay-
ment by one beneficiary could cause the imposition of an excise tax on another ben-
eficiary. For example, if Child A takes death benefits in a lump-sum and Child B
takes death benefits over five years, can Child A's election impose an excise tax on
Child B?

h. The excise tax should be deferred and studied further.-From the foregoing it is
clear that the excise tax is much more complicated than it appears. It may have far-
reaching effects in plan design and retirement security that have not been fully ex-
plored or appreciated. Further, Congress will, in the enactment of this major tax
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reform proposal, be concerned with broader issues and will simply not have time
adequately to study the full effects of this proposal. The excise tax should not be
enacted as part of the tax reform proposal, especially since it does not achieve sim-
plification or contribute to the revenue necessary to achieve simplification.

Treasury II proposes the addition of uniform non-discrimination rules for insured
and uninsured welfare plans. Many of these programs are already subject to non-
discrimination rules currently. The purpose of the proposal is largely to make the
rules the same for each type of benefit even though the benefits themselves may
already be subject to specific non-discrimination rules. Health benefits and disability
benefits are, however, not currently subject to non-discrimination rules.

The Treasury II proposals would accomplish this uniformity through a number of
specific changes:

1. A new, uniform definition of the prohibited group members would be provided.
2. Uniform coverage rules would be added that would not allow coverage of the

prohibited group to an extent greater than 125% of the coverage of the non-prohib-
ited group.

3. A concentration test would be applied that would limit the amount of benefits
available to the top 20 prohibited group members.

4. A new non-discriminatory availability test would be added.
5. A new non-discriminatory benefits test would be added.
Treasury II indicates two essential reasons for this proposal. First, it states a

desire for uniformity of non-discrimination rules. This basically is intended to bring
together the different sets of non-discrimination rules applicable to plans. Second,
Treasury II indicates a strong desire to impose non-discrimination standards on all
types of tax-favored welfare benefits as the "price" for the tax-favored benefits.

1. These requirements are unnecessary.
The uniformity proposals in Treasury II may have superficial appeal but as a fac-

tual matter they are not necessary. Non-discrimination rules already exist for sub-
stantially all of the welfare benefits that would be covered under this uniformity
rule. For health insurance, the major welfare benefit not covered by non-discrimina-
tion rules. Labor Department statistics indicate that approximately 96% of all full-
time employees of medium and large companies already have coverage. Disability
coverage is also generally wide-spread in medium and large companies.

Thus, non-discrimination rules already apply to most of the benefits that would be
covered by this proposal and those benefits not currently-covered by non-discrimina-
tion rules are generally available to a very broad segment of the working popula-
tion. As a result, there does not appear to be an substantial abuse of non-discrimina-
tion rules that would be corrected by the adoption of this uniformity proposal in
Treasury II.

2. Welfare benefit coverage would not be expanded by this proposal.
Existing data indicates that companies that do not provide health and disability

benefits do so for non-tax reasons. Many small companies, for example, simply do
not have the financial resources to provide these types of benefits. In other cases,
employers are unwilling to make long-term commitments to these types of benefits.
In other cases, employers are unwilling to make long-term commitments to these
types of benefits, recognizing that they may not be able to afford them in the future.
In medium and large companies, the benefits are, as previously noted, already wide-
spread. Thus, the adoption of uniform non-discrimination rules will not expand the
provision of those benefits and therefore will not enhance the welfare of the work-
ing population.

. Uniformity rules will reduce benefit coverage.
The net effect of the adoption of these uniformity standards will be counterpro-

ductive. Welfare benefit coverage of employees will decline, rather thar. increase, as
a result of these rules and that decline will be felt most severely by lower and
middle income employees. Implementation of these proposals will increase employer
cost. This increased "ost, especially for smaller employers, will provide a further dis-
incentive to the proVision of benefits or a desire to recoup these added costs through
a reduction in the benefits provided.

The uniformity proposals also are unnecessarily mechanical and rigid. A number
of business transactions, such as mergers and sales, will encounter substantial com-
plications in complying with these new rules and will be unable to obtain IRS clear-
ance in time to carry out the merger. In many cases, the net result will be a loss or
reduction of benefit coverage. Plans will be reduced to the lowest common denomi-
nator rather than allowed to remain at higher levels, for fear of violating these
rules.
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4. The uniformity proposals discriminate against small employers.
Smaller employers will be discriminated against by these uniformity proposals.

First, the added cost of these proposals will be a greater burden for smaller employ-
ers and the complication will be more difficult for the smaller employers to defil
with. As a result many smaller employers will, as they have done in other analo-
gous situations, reduce or cease providing these types of benefits.

Second, the proposed concentration test would severely discriminate against
smaller employers. Many, if not most, of the employees of small employers may be
in the 20-employee prohibited group under the proposed concentration test. As a
result, it may be difficult or impossible for a small employer to comply with the con-
centration test. The ndt result is that small employers will not be able to provide
the same tax favored benefit that large employers can provide. This will put smaller
employers at a competitive disadvantage in hiring and retaining employees.

5. Uniformity proposals are too mechanical and inflexible.
Larger employers operate on a nation-wide-or international basis. Benefits are

generally tailored to fit geographic, demographic and occupational differences
among the employees. These differences, in effect, reflect the governing market
forces. Benefits are provided in accordance with the benefits available in the com-
petitive geographical region. Small rural areas are not comparable to major urban
areas in the types of benefit provided. Further, many companies continue to provide
benefits on an historical basis. That is, subsidiaries are acquired from previous inde-
pendent businesses and those subsidiaries continued to provide the types of benefits
previously offered.

- Forcing all employers into uniformity standards would not recognize these justifi-
able reasons for disparity. The rules would substitute a mechanical test in situations
where such a test will lead to unfair and inappropriate results. More flexibility is
needed in any type of non-discrimination standard that is applied so that companies
can more realistically adjust for geographic, demographic, historic and other differ-
ences. Treasury II itself recognizes that there are mechanical problems inherent in
these proposals and suggests that relief will be provided for certain specific types of
transactions such as sales. However, experience has shown that it may be many
years before sudh relief is provided and the relief may be totally insufficient when it
finally made available.

The net result will be chaos in the provisions of welfare benefits. Because the non-
discrimination rule essentially accomplishes nothing it should not be substituted in
lieu of the more flexible rules that currently exist and that currently provide suffi-
cient coverage.

6. Uniformity rule does not contribute to revenue gain and requires further study.
Treasury II indicates that the uniformity proposal does not raise any significant

amount of evenue. Further, it is clear that there are enormous complications and
problems with this proposal. Since the proposal is not necessary to the enactment of
Treasury II and clearly requires more detailed examinaiton of its effects, it should
not be included as part of Treasury II. More time is needed to develop consistent,
harmonious retirement and welfare goals that are not driven purely b6tax revenue.
Enactment of these proposals would be premature and inadvisable.

I thank the members of the Committee for their attention and will be happy to
answer any questions you may have.

STATEMENT OF ALAN PRESS, TRUSTEE, NATIONAL ASSOCIATION
OF LIFE UNDERWRITERS, WASHINGTON, DC

The CHAIRMAN. Mr. Press.
Mr. PRESS. Mr. Chairman, and members of the committee, my

name is Alan Press, and I am a trustee for the National Associa-
tion of Life Underwriters. Thank you for this opportunity to ex-
press our concern over the Reagan tax reform proposal and the
modifications to it recommended by the staff of the Joint Commit-
tee on Taxation.

We have submitted a detailed statement on the Reagan plan. We
request that you include it in the record.

Here I will focus only on some of the modifications proposed by
the Joint Committee on Taxation staff.

Our primary concern continues to be the proposed tax on annual
increases in life insurance cash values. We appreciate the joint
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committee staff recommendation against a current tax on cash
values, and hope that the Ways and Means Committee will accept
that recommendation. We also urge you to support it.

The importance of retaining current tax law on life insurance
product taxation cannot be overstated. Cash values are not income,
as defined under accepted tax principles. They are a function of the
level premium structure of permanent life insurance, and accumu-
late to become the death benefit. If a policy is surrendered, its cash
values are transformed into investment income. At that point, that
income is already taxable under current law. Until and unless the
policy is surrendered, however, its cash values are not income actu-
ally or constructively received.

Further, a current tax on cash values would be discriminatory
against older people. The older the policy and the policy owner, the
greater the taxable income. In fact, for many 55 and older people,
life insurance taxable income would exceed annual premiums. This
defeats the purpose of the whole life structure, that is, making life
insurance affordable even at older ages.

Current tax liability on cash values would seriously dampen the
public's ability and willingness to buy adequate amounts of perma-
nent insurance protection. It would result in an underinsured pop-
ulation. Could the Federal Government pick up the tab for caring
for the resulting increase in unprotected families and retired
people?

Of just as much concern to us is the joint committee staff attack
on policy loans. The JCT staff proposal would disallow the deduct-
ibility of all interest paid on policy loans. It would also severely re-
strict policy borrowing by causing loan proceeds to be includable in
taxable income on a LIFO basis unless total loan balances were
$50,000 or less and repayment occurs within 5 years.

First, it is unconscionable that loans against life insurance poli-
cies are singled out for draconian tax treatment. It is also inappro-
priate, given the time, energy, and other resources expended be-
tween 1982 and 1984 when this issue was debated during the proc-
ess of enacting the Stark-Moore life insurance tax law. Borrowing
from life insurance on a tax-neutral basis relative to other assets is
critical to a policyholder's ability to commit to an adequate long-
term insurance program. The JCT staff proposal must be rejected.

We urge you to reject all proposals to impose new income tax li-
ability on employer-provided plans, including section 401(k) plans.
Such new taxes proposed to pay for rate reduction only transform
visible tax liability into a hidden tax.

In conclusion, the provisions we are concerned about deal with
some of life's greatest problems-death, illness or injury, retire-
ment, and financial emergency. The Reagan tax proposal elimi-
nates none of these problems, yet it makes all of them harder to
solve. Reform implies improve. This proposal changes visible taxes
to hidden taxes. It fails the test of fairness, simplicity and economic
growth. In short, the Reagan plan does not meet the definition of
true tax reform. Thus, if this plan is what the reformers mean
when they call for tax reform, we oppose it.

Thank you. We will be happy to respond to any questions.
[The prepared written statement of Mr. Press follows:]
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Mr. Chairman, members of the Committee, I am Alan Press,

a Trustee of The National Association of Life Underwriters. NALU-

represents 133,000 career life and health insurance salespeople

who have daily personal contact with the literally millions of

taxpayers who make up the life insurance-buying public. In our

opinion, our millions of clients as well as the 133,000 life and

health insurance agents we represent would be severely disadvan-

taged by the Reagan Administration's tax proposal in its present

form.

We are concerned about several features of the Reagan

proposal. In addition to one of the most destructive of the

proposal's features, the plan to tax as income the increasing

cash value buildup within life insurance policies, we oppose

the Reagan plan's proposals to include some portion of employer-

provided insurance in employees' income; to limit the deduc-

tibility of consumer interest; to eliminate or limit S401(k)

plans; to change qualified pension plan rules; to impose a harsh

uniform discrimination rule; and to change the tax law governing

life insurance companies.

First, let me comment on the proposal to subject to

current tax liability the annual increases in life insurance

policy cash values.

-1
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1. Cash Value Tax.

As we understand the President's plan, a policyholder

would include in interest income for a taxable year any increase

during the taxable year in-the amount by which the policy's cash

surrender value exceeds the policyholder's investment in the

contract. A policyholder's investment in the contract would be

equal to the aggregate of his or her gross premiums, reduced by

the aggregate policyholder dividends and other distributions

under the policy and by the aggregrate cost of renewable term

insurance under the policy. This would mean that for the first

time owners of life insurance policies would be treated as being

in constructive receipt of the cash value of their policies.

I think, Mr. Chairman, that the history and development

of cash value life insurance needs to be reviewed and understood

in considering whether an income tax on cash value is justified.

Function of Cash Value. Cash value life insurance

developed out of the desirability if not the necessity of pro-

viding a level premium for the duration of a life insurance

contract. The vitality of the level premium has been described

as follows:

"The chief significance of the level pre-
mium concept lies in the fact that the redundant
premiums in the early years of cash value contracts
create a fund which is held by the insurer for the
benefit and to the credit of the policyowners.
Earnings (principally interest) are produced by
investing the fund. The accumulated fund, improved
by earnings, is used to pay out the benefit amounts
provided for under the contract. Thus, the level

- 2 -
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premium is the only arrangement under which it is
possible to provide insurance protection to the
uppermost limits of the human life-span without the
premium per unit of face amount increasing as age
advances and eventually becoming prohibitive for
most individuals." (Life and Health Insurance
Handbook, 19731

The cash value of a policy therefore has its origin in the excess

premiums charged in the early years of the contract to keep the

premium level over the life of the policy.

In fact, it used to be that policies contained no provi-

sion at all for the payment of amounts representing an insured's

equity on termination prior to the maturity of the policy. The

law did not generally require policies to have a cash value until

after the turn of the century. Cash values are not 'savings' or

'investment' in concept, but rather they grew out of public

policy against full forfeiture upon lapse and the desire to

establish a basis whereby the purchaser, on early termination,

could recover some of the payments already made. However, unless

and until surrender occurs, the policy's cash values represent a

continuing accumulation of death benefit.

On this point, we draw to your attention the legal ana-

lysis of the Treasury's proposal to tax currently cash value

accumulations. This Congressional Research Service study, pre-

pared by Robert B. Burdette and released June 11, 1985, points

out that the Treasury proposal raises important legal due process

questions. As Mr. Burdette indicates, cash values are an accumu-

- 3 -
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lation of death benefits, at least until the policyholder trans-

forms them into investment by surrendering all or part of the

future death benefit and concurrently receiving the cash value

attributable to that amount of foregone death benefit. As you

know, under existing law this action -- the withdrawal that

transforms cash values from death benefit to investment --

triggers a taxable event governed by laws and regulations which

were studied in depth during the writing and enactment of the

1984 life insurance tax act.

As Mr. Burdette phrases it,

"In the situation where the proposal
results in an over-inclusive measure of taxable
income (i.e., where it requires "too much" to be
included in a policyholder's gross income by
requiring that policyholder to include amounts never
actually received), the over-inclusiveness derives
from the application of a fiction of law.
According to that fiction, every year the policy--
holder is presumed to receive the net increase in
inside buildup for that year regardless of whether
or not the policyholder actually ever receives it.
In effect, the proposal presumes that every policy
is eventually surrendered. Obviously, everytime a
policy matured, that presumption would be contra-
dicted by fact. The factual wrongness of the pre-
sumption in such instances and the consequently
perceived legal "wrongness" of (i.e., "injury"
worked by) imposing a tax burden on the basis of
such a faulty presumption raise fundamental due
process concerns." ("A Legal Analysis of the
Treasury Department's'Rationale for Its Proposed
Method of Taxing the So-Called 'Inside Buildup'
under Certain Life Insurance Contracts,"
Congressional Research Service, Library of
Congress, Robert B. Burdette, Legislative Attorney,
American Law Division, June 11, 1985, pp CRS-34,35)

- 4 -



449

Nonetheless, in an ancillary sense, and because some

policies are terminated prior to death (most often at retirement),

the cash value buildup of a permanent life insurance policy has

long since been recognized as serving a socially-desirable

savings and investment function. Thus, in addition to providing

a means whereby level annual premium products can stay in force

at the upper ages, and a mechanism for the orderly accumulation

of death benefit, cash values sometimes are transformed into a

form of savings.

It is true that the savings aspect of permanent life

insurance engenders benefits in addition to the primary benefit

of life insurance -- the preservation of the economic human life

value of the insured for his or her beneficiaries. The cash

value element of life insurance also affords purchasers addi-

tional valuable features like policy loans, automatic premium

loans, and extended term insurance to prevent lapse, as well as

the right to purchase annuities in accordance with policy settle-

ment options. Such settlements are, of course, taxed as received

under current law. In addition to providing a guaranteed face

amount, the cash value life insurance policy has thus evolved

into a contract embodying a significant bundle of complementary

policyholder options, none of which can really be said to predo-

minate in importance over others, but all serving important needs

at various times.

- 5 -
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This World Be An Age-Indexed Tax. The operation of the

cash value tax would work harshly against older policyholders.

AS the years pass, annual cash value increases become larger. As

policyholders age, the cost of term insurance protection (which

decreases the "investment" that offsets taxable increases in cash

values) increases dramatically. The end result would be much

greater tax liability during a policy's later years. Thus, the

very purpose of "whole life" insurance -- viz., the employment of

a level premium structure to keep life insurance affordable at

older ages -- would be be undone by the imposition of a tax that

would have the effect of making the policy more expensive every

year.

The tax obligation imposed on a policy under the Reagan

plan could indeed exceed the premium as the policyholder nears

retirement agel For example, a $40,000 whole life policy, with a

level annual premium of $535, issued to a 35-year old male, would

generate taxable income of $1,098 at the policyholder's age 55.

By age 75, the same policy would generate taxable income of

$1,644. In fact, industry actuaries have estimated that the

average policyholder would pay some $10,900 in additional taxes

over the policyholder's lifetime if the Reagan proposal to tax

cash values were to be enacted.

- Cash Values Hedge Against Social Security Overexpansion.

Life insurance, both temporary and permanent, plays a most vital

- 6 -
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role in meeting the income security needs of people, and by doing

so reduces the pressure oo the Social Security system to provide

ever higher and broader levels of benefits. Both permanent and

term insurance provide benefits for survivors of breadwinners.

Only permanent forms of insurance, however, provide survivor

benefits at more advanced ages, as well as retirement benefits

for breadwinners at retirement.

In view of the troubled financial state of Social

Security during the last decade, this is not the time, in our

judgment, to do anything to discourage people from acquiring per-

manent insurance. The decisions that might be made today which

would have that effect won't show up as adverse results for many

years. And the Congress knows only too well the difficulty of

projecting the future financial position of Social Security, try

as it might. If, as some Social Security experts suggest, long-

range projections are off by only a small percentage, huge short-

falls in revenue may result.

Private funds may then be the only bulwark against

future Social Security benefit increases. It would be

catastrophic if tax policy-induced cutbacks in the retirement

benefits of permanent insurance began showing up at the same

time.

Cash Values Are A Source of Capital. Taxation of the

increasing cash values of life insurance would also depress a
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proven source of needed investment capital. In 1984, life

insurance companies provided more than $64 billion for investment

in the economy of the country.

To walk through a life insurance company's investment

department is to walk down the Main Street of most cities and

towns in America. The telephone wires reflect investment in uti-

lities; the shopping mall with its dozens or hundreds of jobs

well might be financed at least in part by mortgages held by life

insurance companies; housing construction is made possible

through resources held by life companies. Life insurance company

assets at work are reflected in corporate bond investments of

well over $200 billion; mortgages of almost $150 billion; and

corporate stocks in excess of $40 billion.

These primarily long-term investments are made possible

because millions of policyholders are willing to commit them-

selves for long periods of time to cash value life insurance.

According to the Life Insurance Fact Book of the American Council

of Life Insurance, life insurance ranks in the top five among pri-

vate domestic institutional sources of funds, supplying close to

8% of the total funds flowing into financial markets.

Taxation of funds attributable to policyholders would

surely dilute this pool of capital to the extent that the tax

would discourage the purchase of cash value insurance because, as

compared with term insurance, substantially all of the investment
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capital derived from premiums comes from cash value life

insurance premiums. The American Council of Life Insurance

(ACLI) -- made up of 572 life insurance companies -- has said

that, "Term insurance premium availability for investment is

negligible." [ACLI Submission to the Secretary of the Treasury,

W. Michael Blumenthal on a tentative Carter Administration

Proposal to Tax Policyholders on the Interest Element of Life

Insurance Contracts, Aug. 25, 1977, at p. 5]

If you don't think taxing cash values represents a real

threat to capital formation, let me point to the experience of

our neighbors to the north. Loss of the deferral of taxation on

annuity investment yields -- which the Reagan plan also proposes

to tax -- would probably decrease the use of annuities drasti-

cally. Certainly this occurred in Canada when, in 1982, the

Canadian tax law was changed to allow tax-deferred annuity income

1iuildup only to the extent annuities are "registered accounts"

(roughly the same thing as our IRAs). Sales dropped by 50% from

1981 to 1982, and are still dropping. The full impact of the

loss of this important retirement planning tool will be felt in

years ahead as capital for investment is thus depleted and more

and more-inadequately-protected working people retire on insuf-

ficient retirement savings.

There Is No Constructive Receipt Of Cash Values. Under

present law, amounts credited to the cash value of a life
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insurance contract are taxed only when withdrawn, and only to the

extent the withdrawals exceed the aggregate premiums paid by the

policyholder for the contract.

Thus, cash values are not current income. Rather, they

are merely a measure of an accumulation that the policyholder may

in fact never realize. Cash values are an accumulation that in

most cases will remain only a beneficial interest. They are, in

fact, part of the death benefit. Cash values become income only

when all or part of the death benefit is foregone. It is a long-

standing principle of tax law that income is not taxable until it

is realized, either actually or constructively.

In the case of life insurance, the Tax Court held in

Theodore H. Cohen, 39 T.C. 1055 (1963), that the taxpayer's

right, prior to the maturity, surrender or sale of life insurance

contracts, to receive the cash surrender value of those

contracts, including periodic increments thereof, was subject to

such 'substantial restrictions' as to make inapplicable the

doctrine of constructive receipt. As you well know, this

doctrine generally holds that income is taxable if there is no

limitation or condition on the taxpayer's right to bring the

income within his control, even if he does not actually do so.

The court followed precedent to the effect that there is no

constructive receipt of income -- hence no taxable income --

where one must surrender a valuable right in orde! to realize it.
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Tax liability on the interest earned on cash values would thus

run counter -to the doctrine of constructive receipt, creating the

inequity, in countless cases -- most of them involving millions

of middle class taxpayers -- of imposing a tax on money never to

be-received. Most people would say that is is bad enough to have

to pay taxes to the Government on income; but it would be

unconscionable to have to pay tax on money you never geti

As noted in one prominent 1972-study examining the

current tax treatment of the so-called "inside buildup" (which,

incidentally, conceded that this treatment can be justified on

social, legal and administrative grounds), the bulk of the advan-

tage of the present tax treatment accrues to middle income fami-

lies. [McClure, The Income Tax Tredtment of Interest Earned on

Savings in Life Insurance, Joint Economic Committee Print, 92

Cong., 2d Sess., May 8, 1972, at 370]. It should not go unstated

that the middle income wage earner presently bears an

increasingly heavy share of the federal tax load and to impose

additional taxes on a means of protecting his or her family

against premature death would be unjust in the extreme from both

a social and economic standpoint.

Analogous Purchases Are Not Taxed. On the question of

whether various types of permanent life insurance products should

continue to enjoy historical tax-free treatment, your Committee

might consider the analogy that exists between cash value life

insurance, and say, a diamond engagement ring, or a home.
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Each has a "savings" or "investment" element or aspect

to it, which usually shows considerable enhancement in value.

But does this mean that the "inside buildup" in the value of the

diamond ring should be taxed? Should the growing equity in the

home be taxed?

We think that your answer in those instances would and

should be "No". We think so because in each case there is no

receipt of the enhanced accumulation by the purchaser; and we

think so because of the presumed motivation for the purchase.

Even though the ring and the home both have a well-recognized

growing "inside" value, neither item was bought for that purpose,

or perhaps even with that in mind. The ring was bought for

marriage, the home for shelter. Likewise, a life insurance

policy is bought for protection and security.

In our opinion, Congress would have to weigh carefully

whether it is reasonable and socially desirable to tax the appre-

ciation in one of these kinds of property without logically

taxing the others; or whether, instead, each serves a suf-

ficiently worthy social and economic purpose that its historical

tax treatment should be left unabridged.

Revenue Impact Is Negligible. Deletion of the proposal

to tax the inside buildup would have almost no revenue impact.

According to Treasury Department figures, the proposal has no

revenue effect at all until 1990, and then only $200 million.
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Even Secretary Baker has testified that this proposal is driven

by policy and has little or no revenue considerations attached to

it. To the extent that the purchase of cash value life insurance

policies is discouraged, then even in the out years when the

liability on the policyholder is highest, the revenue collected

by the government is likely to ,be very low.

The historical and social justifications for the tax

treatment of the cash value in a permanent insurance policy

remain persuasive. To the extent that a permanent life insurance

policy is purchased to provide long-term protection, and so long

as it can be characterized as property whose investment features,

if any, are merely a byproduct, it should continue to receive the

tax treatment presently accorded it.

The taxation of life insurance cash values, like all

other life insurance issues, was thoroughly and thoughtfully

debated during the complete rewrite of life insurance tax law

that took place over the last three years. The newly-enacted

"definition of life insurance," found in S7702 which was added to

the Internal Revenue Code July 19, 1984, represents consensus

among the Congress, Administration and industry as the most

appropriate mechanism to avoid investment-oriented abuse of life

insurance policies. It is unfair, inefficient and foolish to

reopen this question when the agreed-upon solution -- in effect

for just 9 months -- has not yet been tested.
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Il. Deductibility of Interest.

The Reagan tax reform plan proposes an annual limit on

interest paid on debt not incurred in connection with a trade or

business. The limit proposed is $5,000 ($2-,500 for a married

person filing a separate return), plus an amount equal to the

taxpayer's net investment income. The interest paid on a

mortgage on the taxpayer's principal place of residence would be

exempted from this annual limit. Generally, the limit would be

effective for interest expenses paid or incurred on or after

January 1, 1986. Two transition rules allow a phase-in of fully

limited interest deductibility.

Life underwriters oppose the idea of limiting the deduc-

tibility of interest on consumer loans. A limit on the deduc-

tibility of consumer interest would set up a tax-tilted

competition among forms of debt. The limit would conflict with

the major thrust of the Reagan tax reform plan, i.e., to elimi-

nate tax-motivated transactions. We believe life insurance to be

a necessity, like housing, and we believe it is perceived as such

by the general public. It would be unfair to put home ownership

at a tax advantage over other essentials, such as insurance, food

and clothing.

This limitation would also encourage the restructuring

of debt, so that the bulk of indebtedness would wind up connected

with home mortgages. Restructuring of debt to take advantage of
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the principal residence *loophole" would clearly brand this part

of the tax plan as consisting of form, not substance. Debt

restructuring could be perilous to the country to the extent that

it could lead'to an over-abundance of over-mortgaged principal

residences, which, in an economic downturn, would be widely sub-

ject to foreclosure.

Despite two transition rules, the interest limit will

have a retroactive effect on existing debt and interest obliga-

tions. It is always unfair and could be harmful to change the

rules on anyone in midstream. People who are relying on finan-

cial planning done in good faith under existing law could find

themselves suffering heavy economic losses if this rule were

allowed to be imposed retroactively. This is of particular con-

cern to those who have financed life insurance plans.

With reference to life insurance, policy loans are often

the only way people can keep needed protection in force during

temporary economic hard times. It is during those same hard

times that the limit on interest deductibility will be hardest to

bear. Thus, the limit could result in loss of coverage and

protection.

The right to borrow on a life insurance policy is often

a major persuasive factor in the decision to purchase an adequate

amount of permanent insurance. The basic appeal of life
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insurance is its long-term promise of financial security at

retirement or in the event of premature death. In return, a

sound life insurance program calls for a long-term financial com-

mitment from the policyholder. Many -- in fact, most -- pro.pec-

tive policyholders can with comfort determine that the annual

premium for the amount of insurance they need is affordable at

the time of applying and in the foreseeable future. But they

worry about the possibility of the times of financial hardship

that can befall many of us. The ability to borrow from their

policies in the event of those hard times becomes a key factor in

their decision to make the long-term financial commitment that is

necessary to the success of the program. And it is important to

note that in many cases the sale is made because of the option to

borrow, but actual borrowing may never in fact occur.

Any life underwriter could cite numerous examples of the

near-daily working of the importance of the policy loan feature.

For now, let one illustration suffice: consider a 35-year-old

man who has agreed that he needs a $200,000 permanent life

insurance policy. He believes he can afford it at present.

However, he's less than certain that the premiums required will

continue to be affordable for the 30 years or so that premiums

will have to be paid before the major planned-for event, retire-

ment, occurs. He is inclined to purchase only $100,000 of

insurance at present, so that he can be more certain of the

financial ability to keep the policy in force. But, armed with
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the knowledge that should those financial hard times occur he

will be able to borrow from his policy, deduct the interest on

the loan, and thus keep the policy in force, he is convinced to

go ahead with the purchase of the entire amount of coverage he

really needs.

In actual fact, this policyholder, like most policy-

holders, will borrow only minimally or not at all from his

policy. And he will repay the loan. But the policy loan feature

has motivated a decision that could not as safely have been made

in the absence of that feature. Limiting the right to deduct

interest would take away one sound reason for buying adequate

permanent insurance.

Because the policy loan feature motivates the purchase

of permanent insurance vastly more often than actual borrowing

results, its limitation would act to depress much more than tax-

leveraged borrowing. In the aggregate, such a limit would result

in even more underinsurance in the population, creating greater

potential for expensive government programs to fill the gap.

This would also substantially reduce the inflow of capital to the

nation's economy. With our national savings rate at only 6.1%,

America can ill-afford any substantial reduction in capital-

developing capacity. And the deficit-ridden federal budget can-

not bear the cost of more social programs, or greater levels of

benefits under Social Security. Yet, to the extent that this
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provision -- or any new tax law -- would act to inhibit the pri-

vate sector's ability to provide financial security and capital

formation, it would create the potential for just such pressure

on the federal government.

The Reagan interest deduction limit would have other

harmful effects. We believe it would stimulate lapsation of

coverage among current policyholders who purchased life insurance

contracts on the basis of the option to finance them. For these

people, enactment of the proposal may present a choice between

maintaining a policy they may not be able to afford without the

deductibility of interest on policy loans, or surrendering their

policies. This would be harsh indeed. For some, it would mean

replacing existing contracts with lesser, perhaps inadequate

amounts of permanent coverage. For others who may by then be

uninsurable the result would be even worse. Those people would

not have the option of buying less new coverage. Their choice

would be limited to surrendering their financed insurance and

living with an unmet insurance need, or somehow finding a way to

pay the extra cost from other sources.

III. Taxin Employee Benefits.

The Reagan tax reform proposal suggests subjecting the

first $120 or $300 of employer-provided health insurance to

income tax. Administration officials -- including Treasury

Secretary Baker -- concede that this "floor approach" has
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problems and say they would prefer a "cap approach;" i.e., a

ceiling above which the value of one or more now tax-free

employer-provided benefits would become subject to income tax.

Life underwriters question the wisdom of taxing

employer-provided benefits either way. Whether a floor or a cap,

or something in between; whether imposed on health insurance

alone or on all basic employee benefit plans, there are many

reasons why taxing employee benefits would be bad tax policy and

bad social policy.

First, employer-provided benefits constitute a financial

safety net that, in basic form, is vitally important to most

working Americans. Second, few if any of the calls for increased

tax fairness and/or simplicity contemplate imposing tax liability

on working class Americans who already feel overburdened by the

tax load. Third, employee benefit packages are an important ele-

ment of overall compensation. Compensation that consists of

salary-plus-benefits can usually be counted on to be superior to

compensation that consists only of salary. Fourth, benefit

packages provide flexibility in compensation plan design. Fifth,

the imposition of tax liability -- partial-or total -- on the

value of employer-provided benefits would decrease -- and pro-

bably dramatically -- the level of protection in force, and thus "

also tend to increase the pressure to expand government and other

assistance programs.
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Taxing health insurance to employees would be a threat

to what is now an effective and efficient health insurance

system. To tax all or part of an employer-provided health care

benefit would be to ignore that in well over half of today's

families both spouses work, and both spouses are covered by

employer-provided health insurance. This "double coverage" could

generate a discriminatory tax liability, especially if the floor

approach is enacted. One thinks of situations wherd tax would be

paid by both spouses, but coverage for claims may only be

available under one or the other plan.

Further, to the extent that employees -- especially

younger, less well-paid employees -- incur taxable income, they

may, given the choice, choose to reject health insurance

coverage. This would pose a significant danger. Like the two-

employee family, the comparatively young, healthy worker who opts

out could upset the discrimination rule calculations. He or she

could also contribute to adverse selection, the process that

occurs when people who are unlikely to need the protection drop

out of a plan, leaving those more likely to present claims.

Higher expenses would then drive up costs, perhaps to a prohibi-

tive level.

In this connection, one reason advanced by the Treasury

for taxing employee benefits is that people with them are getting

what the Treasury Department believes is a "free ride", vis-a-vis
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people without these benefits. But to tax those benefits would,

as we have said, only cause people to drop out, and thus add to

t-he rollof people without benefits, only exacerbating the

social problems associated with lack of coverage.

Each formulation of taxable health insurance has its own

problems. A cap would discriminate against high-cost economic

areas (e.g., New York, California) and certain groups of people

(e.g., older work forces; predominantly female work forces; work

forces in high risk occupations). A cap would discourage cost-

effective coverages like preventive care, second opinions, and

dental or vision care. A floor would add yet more tax weight on

the backs of the working class, while serving public policy very

little if at all.

Finally, the truth is, because 96% of all employees of

medium-and large size employers have employer-provided group

health insurance protection, tax-free health insurance cannot in

any justifiable sense be considered a "tax loophole serving a

special interest." Nor can any threat to its continued viability

be tolerated without real fear for the adverse consequences. As

a practical matter, given the universality of health insurance

protection, the Reagan proposal can be viewed only as a thinly-

disguised tax increase, especially for middle income Americans. -
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IV. Section 401(k) Plans.

These retirement savings plans are growing increasingly

popular among all sizes of employers, primarily because of

employer matching contributions (only about 12% of the eligible

people, by contrast, have IRA's). Section 401(k) plans are a

form of defined contribution pension plan, and thus subject to

the defined contribution plan annual contribution limit of

$30,000 or 25% of compensation. Many organizations -- including

NALU, itself a small employer -- exempt from tax under IRC

SS501(a) and 501(c) maintain S401(k) plans for their employees.

These plans are subject to strict nondiscrimination rules and

early withdrawal restrictions.

The Reagan plan proposes to eliminate S401(k) or limit

annual contributions to S401(k) plans to $8,000, minus the amount

contributed to an IRA. This singles out the most popular of all

defined contribution plans for repeal or for new, severe limita-

tions. If the limit rather than repeal is considered, it would

discriminate against those who have spousal IRAs, because their

IRA contributions could limit their permissible level of con-

tribution to S401(k) plans to half the amount that could be

contributed by those without spousal IRAs. Also, coupling limits

on S401(k) and IRA contributions -- the only such coupling in the

pension planning area -- creates unnecessary complexity for no

apparent justification, especially given the fact that only 12%
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of the population have IRAs. Further, the proposal as drafted

could create an adminrstrat-ive nightmare because S401(k) plan

contributions are elected at the beginning of a tax year while

IRA contributions can he made as much as 15f months later. This

timing disparity could cause monumental problems. In addition,

the Reagan proposal would apparently prohibit S501(c)(6) trade

associations like NALU from even having S401(k) plans. To the

extent that many such organizations do not qualify for the other

tax-favored retirement savings plans available to governmental and

educational employers 1S501(c)(3) entities], the proposal is

discriminatory.

V. Qualified Plan Rules.

The Reagan proposal would "simplify" pension law by

totally rewriting the technical distribution and contribution

rules. Whether the proposed changes would in actual fact be

simpler than current law is debatable. But Any change as complex

as these proposals is bound to add complexity, at least in the

short run.

Generally, the Reagan plan would impose penalty taxes on

early and late distributions, on plan terminations, and on

"excess" payments received by a plan's retired participants.

Setting aside the question whether these changes represent sound

public policy, they would be the fourth set of major law revi-

sions since 1982, and would represent yet another obligation on

the part of employers to amend existing plans.
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We believe patience with the unending stream of changes

in technical rules governing qualified plans has virtually run

out. Complexity that is in place and understood is preferable to

changes that may or may not be simpler, but must be analyzed and

implemented -- at substantial cost. There is a frightening and

growing feeling among the clients of our members that the admi-

nistrative cost of maintaining-pension plans which have to be

changed in a major way on a nearly annual basis outweighs many of

the benefits these plans provide. This is particularly true in the

case of small employers who must pay outside administrators for

each of these changes, and for whom the cost per employee is much

higher. And higher administrative costs limit the resources

available for retirement benefits. Increasing resources used for

administrative purposes is not a worthy social or economic goal.

The promulgation of further changes in these rules --

before we have had a chance to see if the current rules work --

will surely have a chilling effect on the establishment of new

plans and the maintenance of existing ones.

VI. Discrimination Rule.

The proposed uniform discrimination rule is an attempt

to apply one rule to all employers and all tax-free employer-

provided benefits. However, this attempt at simplicity has

sacrificed fairness. The proposal's suggestion that key

employees never be allowed to receive more than 125% of the bene-
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fits provided other plan participants would make it impossible

for a very small employer to provide benefits at all. An indivi-

dual employee's decision to reject any given benefit -- an

inescapable possibility if benefits become totally or partially

subject to tax --could destroy a plan's ability to satisfy the

discrimination requirements.

The carrot held out in the proposal that authority might

be given to the IRS to grant waivers and impose alternative

discrimination rules of its own design is anything but reassuring.

From our perspective, the IRS has not been known for its timely,

even-handed implementation of Congressional intent.

In short, if a uniform discrimination rule is desirable,

such a rule needs to be more definitive and at the same time more

flexible and thus responsive, particularly to small employer

needs, than the one described in the Reagan plan. To accept a

rule such as this one would create the danger that employers with

fewer than 25 or so employees may find themselves'l-e iiTated out

of the field of offering tax-free benefits to their employees.

VII. Company Taxation.

Finally, in addition to expressing our concern about the

policyholder issues, we want to add our support to our companies'

position on the provisions governing life insurance company taxa-

tion. While we, as representatives of agents, are not spe-
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cialists in corporate tax law, we are responsible for evaluating

corporate tax law's impact on the saleability of life insurance.

To the extent the tax law influences the price of the life

insurance product, it does affect sale-ability. Thus, we support

our companies' evaluation of the life insurance reserve and spe-

cial deductions proposals.

Conclusion

For the reasons I have outlined, life underwriters cannot

support the Reagan tax plan. The proposal's adverse effects on

our business and on the security of our clients would make the

price for lower tax rates just too high to pay. From a fife

insurance perspective, the Reagan tax reform plan appears more

complicated, more unfair, and would fall short of its goal of sti-

mulating economic growth. Worse, it would severely damage our

industry and the people it serves.

We do not believe this pla is truly "reform". "Reform"

means to improve by change. This plan would not improve anything;

it would, however, bring change which we feel would not be in the

best interest of the insuring public.

In summary of ouz sentiment with respect to the-Reagan

plan, let me just say, Mr' Chairman, that if this is tax reform,

we're against it.

Thank you. I will be happy to answer any questions you

might have.
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The CHAIRMAN. What is tax reform? Not what is it not, but what
is it?

Mr. PRESS. Tax reform is making the Tax Code equitable for all
taxpayers.

The CHAIRMAN. Is anybody here opposed to that?
Mr. PREss. No.
The CHAIRMAN. No, I don't think so.
Mr. PRESS. I said if this is tax reform.
The-CHAIRMAN. I understand that. I often have difficulty getting

people to tell me what tax reform is. Very clearly what we are
about to do to them, it isn't. I understand that. But I'm sure we all
want to make it equitable. Let everybody raise their hands who
want inequitable tax reform. [Laughter.]

I saw a hand go up back there. [Laughter.]
That's a facetious question. I apologize. -

Mr. Deering, let me ask you this. Let's assume that the Congress
were to go along with the administration's interest limitation, the
$5,000 limitation, exempting, of course, the home mortgages. Tell
me the justification in the investment income. Tell me the justifica-
tion for exempting insurance loans from the limit, if we are going
to include all other loans but homes.

Mr. DEERING. I think the justification, Mr. Chairman, is twofold.
One, if we recognize life insurance as a socially desirable transac-
tion because of all the reasons that have been stated here this
morning, then I believe we are in a position where we should say
let us give this a favorable tax treatment. Second, we are already,
of course, under the proposal exempting residential loan interest.
And the similarity between the purchase and ownership of a resi-
dence for the physical security of a family and the purchase and
ownership of a life insurance policy for their financial security, is
marked.

The CHAIRMAN. In the purchase of whole life insurance, I believe
you were emphasizing.

Mr. DEERING. The purchase of whole life insurance because
whole life insurance is the only product that guarantees the perma-
nent solution. Term insurance has all of the problems I mentioned
earlier. It becomes prohibitively expensive at the later ages. It does
not create a fund under which premiums can be paid during the
illness or inability of the policy holder to pay.

The CHAIRMAN. So in a nutshell you believe that life insurance
loans ought to be exempt because as a matter of social policy the
overriding good that they do by encouraging people to purchase
whole life is infinitely better than the alternative of some kind of
Government reinsurance or Government insurance to take up the
slack.-

Mr. DEERING. Correct.
The CHAIRMAN. Now you also mentioned in your statement that

there is a great inducement to saving, the overall aggregate saving.
You say, whole life is an incentive to capital formation. And you
wouldn't have that saving element as much in term.

Mr. DEERING. You would have almost no savings element for the
elementary reason that the term policy does not accumulate any
cash values. And what we are talking about is the investment of
those cash values into the American economy.



472

The CHAIRMAN. I understand that. But what I am curious about
is this: Congress, over the years, has tried a variety of devices to
increase the savings rate in this country. We tried the all-savers
certificates and we tried the IRA's. And everything we tried doesn't
seem to work very much. The level of savings never got over 84
percent in-the early 1970's. It was the mid-7th percent during the
1950's and 1960's. So everything we have tried to encourage hasn't
worked very much. What would happen if people went to whole life
and you didn't have the accumulated savings? What would happen
to the money that otherwise would have gone into the pool of in-
surance savings? Wouldn't it go into some other form of saving?

Mr. DEERING. I don't think so.
The CHAIRMAN. Why?
Mr. DEERING. I think it would go into consumer expenditures be-

cause I think people tend to take off the top of their incomes that
amount of money which they put into their whole life insurance.
And if they are relieved of that devotion, let's say, I think the
money which is left over will tend to -go into the stream of con-
sumer buying as opposed to consumer saving.

The CHAIRMAN. Why if the incentives we have tried to get people
to save in the aggregate haven't worked all that well, if incentives
don't work, why would this disincentive work to reduce savings? I
heard what you said, but I don't see why the incentives don't work
but the disincentives, in essence, would work.

Mr. DEERING. I think we are dealing now with a social phenome-
non we don't know about. We know the incentives don't work be-
cause the percentage hasn't gone up. But are we prepared to lay a
disincentive because what we may find is that while incentives
don't work, disincentives do.

A good example might be that most of the personnel consultants
will tell you that salaries do not motivate people, high salaries do
not motivate -people, but low salaries demotivate people. And I
would suggest the same may be true here. Incentives may not
work. I'm afraid disincentives will.

The CHAIRMAN. You may be right. And the frustration is nobody
knows. You can have all of the Nobel Prize winning economists in
this country come and testify and my hunch is they would not
agree as to whether it worked or not, and we would not know as
we went into it whether it was going to work or not.

Mr. DEERING. And is it a chance that we are willing to take.
The CHAIRMAN. Mr. Edward Phillips, let me ask you this: Assum-

ing that you got rid of whole life, we changed the tax system and it
wasn't any longer worthwhile. In addition to term insurance,
which you would have to shift to, what other changes would you
see in the terms of the kinds of products you sell?

Mr. PHILLIPS. Well, if you took away whole life, Mr. Chairman,
which is certainly the cornerstone of our business-in the company
that I work at, it's about 50-50 between whole life and term.

The CHAIRMAN. You mean you have 50-term now. You have that
much term?

Mr. PHILLIPS. Yes. In terms of sales.
The CHAIRMAN. What about in terms of volume?
Mr. PHILLIPS. Yes. Sales volume. We've had that ratio for a long

time.
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The question is what products would life insurance companies
come up with?

The CHAIRMAN. I'm intrigued. I didn't realize that you had 50-50
term now even with the savings incentive that's there for whole
life.

LIFE INSURANCE IN FORCE IN U.S. LIFE INSURANCE COMPANIES
1000,000 omitted]

Year Amount Year Number of AmountPolices* AonYerpolicies*

1900 .............................................. 14 $8,562 1968 ............................................... 389 $1,266,151
1905 ............................................... 22 13,364 1969 ............................................... 399 1,381,101
1910 ............................................... 30 16,404 1970 ............................................... 402 1,506,472
1915 ............................................... 43 22,777 1971 ............................................... 405 1,620,343
1920 ............................................... 68 42,281 1972 ............................................... 413 1,760,350
1925 ............................................... 101 71,690 1973 ..................- 417 1,922,311
1930 ............................................... 128 107,948 1974 ............................................... 426 2,144,580
1935 ............................................... 124 100,730 1975 ............................................... 428 2,312,283
1940 ............................................... 137 117,794 1976 ............................................... 429 2,530,767
1945 ............................................. 161 155,723 1977 .................... 448 2,788,679
1950 ............................................... 210 242,018 1978 ............................................... 449 3,107,513
1955 .............................................. 266 389,081 1979 ............................................... 458 3,507,495
1960 ................................ I ............. 308 618,189 1980 ............................................... 516 4,055,933
1965 ................... . . . ... 359 958,623 1981 ............................................... 614 4,977,804
1966 .................... 31......................... 372 1,051,701 1982 ............................................... 612 5,459,975
1967 ............................................... 378 1,155,619 1983 .. . ....................................... 615 6,025,540

Note: Totals represent all life insurance in force with U.S. life companies (including both direct business and reinsuance acquired, and without
deducting reinsurance ceded, which amounted to $1.170 billion in 1983), whether the policyholders are residents of the United States or of some
other country. Figures include credit life insurance.

* Includes group certificates.
Sources: Spectator Year Book and American Council of Life Insurance.
Source: Life Insurance Fact Book 1984.

Mr. PHILLIs. Approximately.
The CHAIRMAN. It's interesting.
Mr. PHILLIPS. I don't think any products would--
The CHAIRMAN. You don't see any new ones that you would

imaginatively come up with?
Mr. PHILLIPS. Well, there are a lot of new products on the

market-universal life, variable life, universal-variable. And I sup-
pose that the minds of the life insurance actuaries and inventive
geniuses would be put to-work, and it's possible we could come up
with something new. I'm not prepared to respond to you as to what
that might be.

I would like to, however, if I could, tack on an addition to the
answer to your previous question. I would submit that there is an
incentive that is working in this country. It's 401(k). And it's work-
ing beautifully. The numbers that I have seen suggest that way
over three-quarters of those eligible to participate in a 401(k) plan
do so.

The CHAIRMAN. Senator Heinz.
Senator HEINZ. Thank you, Mr. Chairman.
One of the issues that you were discussing with Senator Pack-

wood-and I guess I'm going to aim this at Alan Press and Ted
Phillips-is what the effects might be if either the President's or
the Ways and Means' proposal was adopted. One aspect we would
do well to consider; is how much do we gain versus how big a risk
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is there? So I guess my first question is: How much revenue would
be generated by the President's proposals to tax the inside buildup
on whole life? Mr. Press, do you have an answer to that.

Mr. PRESS. Sure. It is our understanding that the potential reve-
nue for 5 years is $200 million if you tax the increase in cash value
buildup on an annual basis. That is potential revenue, assuming
that the same amount of insurance is sold. However, it is my belief
that you will see almost no sale of whole life insurance. Therefore,
I don't know where the $200 million of income will come from.

Senator HEINZ. Mr. Phillips or Mr. Deering, do you have any dif-
ferent numbers?

Mr. PHILLIPS. No; I would subscribe to that answer. It's interest-
ing to note that the first 4 years is zero and the 5th year is an esti-
mated $200 million. And I would agree with the answer given by
Mr. Press.

Senator HEINZ. Mr. Deering, we really don't know that even the
$200 million is an accurate figure. I certainly subscribe to the state-
ment that's been made that this all assumes that whole life insur-
ance will be sold, and in my opinion it will not.

What is the annual volume of the sale of whole life insurance
currently?

Mr. PHILups. Nationwide?
Senator HEINZ. Yes.
Mr. PHILLIPS. Well, when you speak of volume in terms of premium

volume, our company is 1985 will sell about $80 million of new
premium. I would imagine in terms of premium dollars-and this is a
guess-it's probably in the range of $4 to $5 billion of new premium
annually, whole life insurance.

Do you have a better number on that?
Mr. PRESS. No. I'm afraid not. One number we should have had

and we do not have with us.
Senator HEINZ. Over the next 5 years were we not to tax the

inside buildup or adopt the staff proposal of Ways and Means?
What do you estimate the industry would write for the face value
of policies in whole life?

Mr. Cox. Well, I don't know if we have that figure, but we do
have that the life insurance industry is creating $56 billion of new,
additional capital into the market each year. And that has to come
from living cash equity of life insurance policies.

Senator HEINZ. I understand that, but that is an apples and or-
anges comparison because we are talking about something that
would apply only prospectively. As I understand the Treasury's
proposal, it wouldn't apply to existing policies. But what I am
trying to understand concerns the revenue gain of $200 million;
with what does that match within the terms of new policy face
amounts committed?

Maybe someone could supply that for the record, either Mr.
Press or Mr. Deering.

Mr. PRESS. That will be provided.
[The information from Mr. Press follows:]
In 1983 (last year for which figures are available), $971,866,000,000 of ordinary life

insurance was sold. Of that, 47% was universal variable or traditional whole life,
and 53% was term insurance. (Source: Life Insurance Fact Book, 1984, American
Council of Life Insurance. pp 12-13.)
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Senator HEINZ. One last question. How much revenue would be
gained by the Ways and Means staff alternative? That is to treat
the loans the way we treat some other distributions.

Mr. PRESS. We have not seen any estimates; nor have we made
any on the potential revenue.

Senator HEINZ. Mr. Deering, do you have any estimates on that?
Mr. DEERING. No, I do not.
Senator HEINZ. Mr. Harry Phillips or Mr. Cox?
Mr. DEERING. Excuse me, Mr. Senator, I do have a figure here. A

5-year total of $100 million and the first 3 years zero.
Senator HEINZ. So it would realize about half of what the Treas-

uryestimates; if you believe the Treasury estimates.
Mr. DEERING. Think that this is the amount which is estimated

to be in addition to the amount that would have been raised under
the administration proposal.

Senator HEINZ. OK.
Mr. DEERING. Now I'm told no. That this is the total amount.

This is the total amount of revenue that is estimated by the Ways
and Means Committee that would be raised by their proposal.

Senator HEINZ. One last brief question, Mr. Chairman.
Is that a joint tax estimate? Do we know where that estimate

comes from?
Mr. DEERING. This estimate comes from the Joint Tax Committee

staff.
Senator HINZ. All right.
Mr. Chairman, thank you. Witnesses, thank you very much.
The CHAIRMAN. Mr. Edward Phillips, one more question. You

brought up the 401(k)'s right at the end of your last answer to my
question. Now I was giving you the theory that as yet I hadn't seen
much evidence that savings incentives actually work, and you said
the 401(k)'s. We've only had them since 1981, when the regs went
in. Many of the companies have only started putting them in the
last year or two. I'm finding much the same thing you are. They
are having broad acceptance in companies that have them. What
evidence do you have to date that we are getting new savings out
of the savings that would not otherwise be savings in some other
form?

Mr. PHILLIPS. I wish I had such evidence. I have none. I suspect,
however, seriously that if you look at the volume and the increas-
ing level of savings that are represented, savings for retirement by
401(k)'s, that common sense and logic will lead you to the conclu-
sion that some substantial portion of that money would not have
been set aside for retirement purposes.

The CHAIRMAN. Or some other savings purpose even, because the
pool of savings in this country isn't just retirement. It's all the sav-

Jr. PHILLIPS. Yes, sir.

The CHAIRMAN. And that's the key. When we went with the
IRA's, we found that we shifted from one form of savings to an-
other, but we didn't get any net increase in the savings.

Mr. PHILLIPS. Well, I suppose that a net increase could be calcu-
lated. And I do not have those numbers. But I strongly suspect and
am going on record as being of the opinion that as the results come
in, we Will conclude there has been 6 net increase.
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The CHAIRMAN. Your intuitive hunch is the same as mine. When
I look at how many people are using these, from the president to
the janitor in the companies that have them, and how much they
are putting aside, it could be a great deal. Or to put it another way,
if enough companies continue to add these, it is going to be so
much it has got to be more than a shift, I think.

Now next question. I was talking with a company yesterday that
has it and I asked-there is a 6-percent employee,)3-percent compa-
ny-and I asked what is your average contribution. He said about
$1,000 to $1,200 for the employees. And I said what difference
would it make, then, if the amount were to be brought down, top
rate, to $8,000 in terms of the quantity of savings that your em-
ployees have. And he said, well, assuming that with that kind of a
lower limit we had still decided to go into it, none. The question is
with that lower limit would there be a fair number of companies
with higher paid executives who would choose not to go into it at
all. What's your judgment on it?

Mr. PHIuPs. Yes, sir, I would agree with that. Particularly those
kinds of small corporations in which compensation is not level, in
which it varies.

The CHAIRMAN. What about a big company? This fellow kind of
smiled and said I'm not sure I would go into it with those limits,
but now that we are in it, there is no way we can get out of it with
our employees, no matter where you set the limit within reason.

Would a large company with 4,000, 5,000, 6,000 employee$ go into
it knowing that it would benefit 95 percent of the employees if the
limits were down at $7,000, $8,000?

Mr. PHILLIPS. I really can't answer that question, Senator. I
think to the extent you make any sort of savings incentive plan
less attractive to the higher salaried people at the top who typical-
ly make the decision, you are going to make the plan less attrac-
tive. The exact degree of the impact, I could not predict.

The CHAIRMAN. If anybody has the evidence on the 401(k)'s in
terms of the increase in net savings, I would appreciate it because
my intuitive hunch is the same as Mr. Phillips. I have nothing to
prove it. I just cannot believe these many plans can be going into
effect with this quantity of savings and have it just be a shift from
savings accounts or a shift from something else and no increase.

I have no other questions. Gentlemen, thank you very much.
Mr. DEERING. Thank you, Mr. Chairman.
Mr. PHILLIPS. Thank you, Senator.
The CHAIRMAN. Now we will conclude with a panel of Robert

Beck, Hartzel Lebed, Thomas Anderson, and John Mascotte.
Mr. Beck, why don't you start.

STATEMENT OF ROBERT A. BECK, CHAIRMAN AND CHIEF EXECU-
TIVE OFFICER, PRUDENTIAL INSURANCE CO. OF AMERICA,
NEWARK, NJ

Sr. BECK. Thank you very nauchM-.armn.

y name is Robert Beck. I'm testifying today in my ca acity as
chairman and chief executive officer of Prudential Insurance Co. of
America. And I do appreciate the opportunity to appear here to ex-
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press my concerns and my company's concerns about the Presi-
dent's tax revision plan.

Many of us in this room today are upset because we have just
spent 4 years examining every aspect of life insurance taxation and
setting up a completely new tax system for the industry. And now
we are being told the results of that exhaustive effort should be
thrown out.

The manner in which we are taxed Was completely revised in the
Deficit Reduction Act of 1984, as others have testified. The insur-
ance provisions of that legislation were the product of thousands of
hours of study, discussion, and negotiation, as the members and
staff of this committee well know.

For 4 years, Congress devoted a disproportionate amount of time
and effort determining how a taxable income of a life insurance
company should be measured, and how much tax revenue the in-
surance industry should generate. The purpose of that effort was to
get rid of outdated legislation that wasn't working-and replace it
with a simpler, more rational system, a system that would tax life
insurance companies on their true economic income.

The 1984 act does just that. It expanded our tax base. It eliminat-
ed the special deductions and preferences that do not generally
apply to other corporations. It defined life insurance in a way that
taxes products that are heavily investment-oriented and imposed a
greater tax burden on our industry. We are convinced the 1984 leg-
islation is working and will produce substantially higher revenues,
as was intended.

That legislation is sound and should be given a chance-not scut-
tled before the ink is dry.

I'm especially upset by two of the Treasury Department's propos-
als. One, the proposal to tax individuals on increases in the- cash
surrender value of their permanent life insurance. And, two, the
proposal to limit the deductions our companies are allowed to take
for the reserves we set aside.

The first proposal would subject people who buy permanent life
insurance to taxes on income they haven't received and in fact may
never receive. If that is ever done, it would discourage people from
providing for their own financial security. The Treasury Depart-
ment has revived this proposal because they want to treat perma-
nent life insurance as an investment or savings account. What
their theorists don't understand is that most people buy insurance
for protection. My company has a securities brokerage subsidiary,
and I can tell you that our stockbrokers don't want to and don't
sell life insurance. They don't want to sell it because they don't
consider it as an investment, just as most consumers don't consider
it as an investment.

Treasury also seems to believe people ought to buy term insur-
ance instead of permanent insurance. But the trouble with term in-
surance is that it becomes too expensive for most people to keep as
they get older. That's why the Veterans' Administration recom-
mends that veterans convert their GI term insurance to permanent
insurance if they want lifelong protection. The VA knows -irsthand
how many World War II veterans kept their insurance as term in-
surance and became upset and disturbed when they found they
couldn't afford to hang onto it.

55-629 O-86--16
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So here we have two major departments of the Federal Govern-
ment pushing in opposite directions. Treasury is applying armchair
theory; the VA is applying real-life experience. And for all of this,
the net revenue gain for Treasury would be negligible because our
sales of permanent life insurance wouldn't be anywhere near cur-
rent or past levels.

The second proposal regarding insurance reserves has to do with
the funds we set aside to pay the benefits we guarantee when poli-
cyowners die or become disabled. Please don't be confused by the
term "reserves." We are not talking here about the sort of funds
many other corporations put aside to meet expenses that may or
may not be run into down the road. Life insurance reserves are to-
tally different. We are required by State insurance commissioners
to set aside funds to make certain we can meet explicit contractual
obligations that may span decades. The amounts we set aside are
mandated. Those funds represent our liabilities. And they are the
single largest expense we have in delivering our product. To deny
us deductions for those funds would be the same as denying a man-
ufacturer deductions for the cost of the goods that have been sold.

During the past 4 years, Mr. Chairman, the life insurance indus-
try has had to operate under three different sets of laws. We say,
enough is enough. We have been through the mill already. Our
taxation provisions have already been reformed. We've already
spent an enormous amount of money to comply with changes in
our tax laws.

We urge you to reject the Treasury Department's proposals and
exclude them from whatever tax reform legislation you may ap-
prove.

Thank you, sir.
The CHAIRMAN. Thank you, sir.
[The prepared written statement of Mr. Beck follows:]
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STATEMENT OF

ROBERT A. BECK, CHAIRMAN

THE PRUDENTIAL INSURANCE COMPANY OF AMERICA

BEFORE THE SENATE COMMITTEE ON FINANCE

UNITED STATES -SENATE

OCTOBER 1, 1985
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MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

I'M ROBERT BECK, CHAIRMAN AND CHIEF EXECUTIVE OFFICER OF

THE PRUDENTIAL INSURANCE COMPANY OF AMERICA, AND I

APPRECIATE THE OPPORTUNITY TO APPEAR HERE TODAY TO EXPRESS

MY CONCERNS ABOUT THE PRESIDENT'S TAX REVISION PLAN. MY

COMPANY PROVIDES INDIVIDUAL INSURANCE PROTECTION FOR SOME

25 MILLION PEOPLE, AND HAS MORE THAN 60,000 EMPLOYEES,

INCLUDING 22,000 INSURANCE AGENTS.
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MANY OF US IN THIS ROOM TODAY ARE UPSET BY THE INSURANCE

PROVISIONS OF THE ADMINISTRATION TAX PLAN. WE'RE UPSET

BECAUSE WE'VE JUST SPENT FOUR YEARS EXAMINING EVERY ASPECT

OF LIFE INSURANCE TAXATION AND SETTING UP A COMPLETELY

NEW TAX SYSTEM FOR THE INDUSTRY -- AND NOW WE'RE BEING

TOLD THE RESULTS OF THAT EXHAUSTIVE EFFORT SHOULD BE THROWN

OUT.

THE MANNER IN WHICH WE ARE TAXED WAS COMPLETELY REVISED

IN THE DEFICIT REDUCTION ACT OF 1984. THOSE FINAL PROVISIONS

HAD BEEN DESCRIBED BY THEN CHAIRMAN DOLE AS A "COMPREHENSIVE

REVISION" OF INSURANCE COMPANY TAX LAWS.
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LAST YEAR'S LEGISLATION WAS THE PRODUCT OF THOUSANDS OF

HOURS OF STUDY, DISCUSSION, AND NEGOTIATION INVOLVING -

-- MEMBERS AND STAFF OF THIS COMMITTEE

THE HOUSE WAYS AND MEANS COMMITTEE

-- THE JOINT COMMITTEE ON TAXATION

-- THE TREASURY DEPARTMENT

-- THE GAO

-- REPRESENTATIVES OF THE INSURANCE INDUSTRY

-- AND LEADING EXPERTS FROM OUTSIDE GOVERNMENT AND OUR

INDUSTRY

FOR FOUR YEARS CONGRESS DEVOTED A TREMENDOUS AMOUNT OF

TIME AND EFFORT DETERMINING 'HOW THE TAXABLE INCOME OF A

LIFE INSURANCE COMPANY SHOULD BE MEASURED AND HOW MUCH

TAX REVENUE THE INSURANCE INDUSTRY SHOULD GENERATE.



483

THE PURPOSE OF THAI' ENTIRE EFFORT WAS TO GET RID OF

OUTDATED TAX LEGISLATION THAT WASN'T WORKING AND TO

REPLACE IT WITH A SIMPLER, MORE RATIONAL SYSTEM THAT WOULD

TAX LIFE INSURANCE COMPANIES ON THEIR TRUE ECONOMIC

INCOME. IN EFFECT, WE REPRESENTED THE FIRST WAVE OF TAX

REFORM.

THE 1984 ACT EXPANDED OUR TAX BASE. IT ELIMINATED THE

SPECIAL DEDUCTIONS AND PREFERENCES THAT DO NOT GENERALLY

APPLY TO OTHER CORPORATIONS. IT DEFINED LIFE INSURANCE IN

A WAY THAT TAXES PRODUCTS THAT ARE HEAVILY INVESTMENT-

ORIENTED. IT IMPOSED A GREATER TAX BURDEN ON OUR INDUSTRY

BECAUSE IT DOES TAX US ON OUR TRUE ECONOMIC INCOME.

AND LET ME ADD -- BECAUSE WE ARE NOW TAXED ON OUR REAL

ECONOMIC INCOME, THE GENERAL PROVISIONS OF THE CURRENT TAX

REFORM EFFORT WILL AFFECT US JUST AS THEY AFFECT OTHER

CORPORATIONS.
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WE'RE CONVINCED THE 1984 LEGISLATION IS WORKING. THE

EVIDENCE AVAILABLE INDICATES THE 1984 ACT WILL PRODUCE

SUBSTANTIALLY HIGHER REVENUES -- AS INTENDED.

WE BELIEVE THE

CHANCE TO WORK

THIS COMMITTEE

NEED TO REVIEW

PERIOD. LET'S

YEARS OF WORK.

LEGISLATION IS SOUND AND SHOULD BE GIVEN A

-- NOT SCUTTLED BEFORE THE INK IS DRY.

AND THE REST OF CONGRESS ANTICIPATED THE

THE 1984 ACT AND MANDATED A THREE-YEAR STUDY

WAIT FOR THE FACTS BEFORE WE THROW OUT FOUR

I'M ESPECIALLY UPSET BY TWO OF THE TREASURY DEPARTMENT'S

PROPOSALS -- THE PROPOSAL TO TAX INDIVIDUALS ON INCREASES

IN THE CASH SURRENDER VALUE OF THEIR PERMANENT LIFE

INSURANCE, AND THE PROPOSAL TO LIMIT THE DEDUCTIONS

INSURANCE COMPANIES-ARE ALLOWED TO TAKE FOR THE RESERVES

WE SET ASIDE TO MEET OUR LONG-TERM OBLIGATIONS TO

POLICYOWNERS.
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INSIDE BUILDUP

TREASURY WANTS TO SUBJECT PEOPLE WHO BUY PERMANENT LIFE

INSURANCE TO TAXES ON INCOME THEY HAVEN'T RECEIVED -- AND,

IN FACT, MAY NEVER RECEIVE. IF THAT'S EVER DONE, IT WOULD

DISCOURAGE PEOPLE FROM PROVIDING FOR THEIR OWN FINANCIAL

SECURITY.

THE TREASURY DEPARTMENT HAS REVIVED THIS PROPOSAL BECAUSE

THEY WANT TO TREAT PERMANENT LIFE INSURANCE AS AN

INVESTMENT OR SAVINGS ACCOUNT. WHAT THEIR THEORISTS DON'T

UNDERSTAND IS THAT MOST PEOPLE BUY INSURANCE FOR

PROTECTION. MY COMPANY IS IN THE BROKERAGE BUSINESS AS

WELL AS INSURANCE -- AND I CAN TELL YOU THAT STOCKBROKERS

DON'T WANT TO SELL LIFE INSURANCE. THEY DON'T WANT TO

SELL IT BECAUSE THEY DON'T CONSIDER IT AN INVESTMENT.
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THE AVERAGE PERMANENT LIFE POLICY HAS A DEATH BENEFIT OF

ONLY $18,000. TWO-THIRDS OF ALL PERMANENT LIFE POLICIES

COVER PEOPLE EARNING LESS THAN $25,000 A YEAR. THAT

CERTAINLY IS NO HIGH-POWERED INVESTMENT.

TREASURY'S THEORISTS ALSO SEEM TO BELIEVE PEOPLE OUGHT TO

BUY TERM INSURANCE INSTEAD OF PERMANENT INSURANCE. BUT

THE TROUBLE WITH TERM INSURANCE IS THAT IT BECOMES TOO

EXPENSIVE FOR MOST PEOPLE TO KEEP AS THEY GET OLDER.

THAT'S WHY THE VETERANS ADMINISTRATION RECOMMENDS THAT

VETERANS CONVERT THEIR GI TERM INSURANCE TO PERMANENT

INSURANCE IF THEY WANT LIFELONG PROTECTION. THE VA KNOWS

FIRSTHAND HOW MANY WORLD WAR II VETERANS KEPT THEIR TERM

COVERAGES AND BECAME UPSET WHEN THEY FOUND THEY COULDN'T

AFFORD TO HANG ONTO THEM.

SO HERE WE HAVE TWO MAJOR DEPARTMENTS OF THE FEDERAL

GOVERNMENT PUSHING IN OPPOSITE DIRECTIONS. THE DIFFERENCE

IS BETWEEN ARMCHAIR THEORY AND REAL-LIFE EXPERIENCE IN

ADMINISTERING MASSIVE INSURANCE PROGRAMS.
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IF YOU FOLLOW THE SOUND ADVICE OF THE VA AND BUY PERMANENT

INSURANCE, YOU WOULD GET-TAXED UNDER THE TREASURY

PROPOSAL. IN FACT, THE OLDER YOU GET THE GREATER THE

TAX -- ALL ON AMOUNTS YOU HAVEN'T RECEIVED. BUT IF YOU

FOLLOW THE TREASURY'S LINE AND BUY TERM INSURANCE, YOU

WOULDN'T BE ABLE TO AFFORD TO KEEP IT AS YOU GET OLDER.

SO THE TREASURY PROPOSAL WOULD REALLY PUT PEOPLE IN A

NO-WIN POSITION.

AND THE NET REVENUE GAIN FOR TREASURY FROM A TAX ON

PERMANENT LIFE INSURANCE WOULD BE NEGLIGIBLE. IT WOULD BE

A PITTANCE BECAUSE OUR SALES OF PERMANENT LIFE INSURANCE

WOULDN'T BE ANYWHERE NEAR CURRENT OR PAST LEVELS.

WE ESTIMATE THAT WITHIN THREE YEARS A TAX OF THAT SORT

WOULD REDUCE PRUDENTIAL'S PREMIUMS ON SALES OF PERMANENT

LIFE POLICIES FROM $440 MILLION A YEAR TO ABOUT

$18 MILLION. ONLY 5,000 OR 6,006 OF OUR 22,000 AGENTS

WOULD BE ABLE TO SURVIVE. OUR SUPPORT STAFF OF 14,000

WOULD PROBABLY HAVE TO BE CUT ALMOST IN HALF.
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THOSE ARE OUR BEST ESTIMATES FOR THE PRUDENTIAL. THE

TREASURY'S PROPOSAL WOULD PROBABLY COST MORE THAN A

QUARTER MILLION JOBS IN THE INSURANCE INDUSTRY AS A WHOLE.

RESERVES

THE TREASURY PROPOSAL REGARDING INSURANCE RESERVES HAS TO

DO WITH THE FUNDS WE SET ASIDE TO PAY THE BENEFITS WE

GUARANTEE WHEN POLICYOWNERS DIE OR BECOME DISABLED. DON'T

BE CONFUSED BY THE WORD "RESERVES." WE'RE NOT TALKING

HERE ABOUT THE SORT OF FUNDS MOST CORPORATIONS PUT ASIDE

TO MEET EXPENSES THEY MAY RUN INTO DOWN THE PIKE. MOST

CORPORATIONS HOLD THOSE TYPES OF FUNDS AT THEIR OWN

DISCRETION -- AND THE EXPENSES THEY ANTICIPATE MAY NEVER

MATERIALIZE.

e6,
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BUT LIFE INSURANCE RESERVES ARE TOTALLY DIFFERENT. WE'RE

REQUIRED BY STATE INSURANCE COMMISSIONERS TO SET ASIDE

FUNDS TO MAKE CERTAIN WE CAN MEET EXPLICIT CONTRACTUAL

OBLIGATIONS THAT MAY SPAN SEVERAL DECADES. THE AMOUNTS WE

SET ASIDE ARE MANDATED AND BASED ON ACTUARIAL STANDARDS.

THOSE FUNDS REPRESENT OUR LIABILITIES, AND THEY ARE THE

SINGLE LARGEST EXPENSE WE HAVE IN DELIVERING OUR PRODUCT.

TO DENY US DEDUCTIONS FOR THOSE FUNDS WOULD BE THE SAME AS

DENYING A MANUFACTURER DEDUCTIONS FOR HIS COST OF GOODS

SOLD.

FOR MORE THAN 70 YEARS OUR FEDERAL TAX LAWS HAVE

RECOGNIZED THE PURPOSE SERVED BY OUR RESERVE DEDUCTIONS IN

MATCHING INCOME AND RELATED EXPENSES WITHIN THE SAME TAX

PERIOD. UNDER THE TREASURY PROPOSAL, SMALL AND GROWING

COMPANIES WOULD BE CAUGHT IN THE SQUEEZE BETWEEN RESERVE

REQUIREMENTS AT THE STATE LEVEL AND THE DENIAL OF RESERVE

DEDUCTIONS AT THE FEDERAL LEVEL -- WHICH, IN EFFECT,

REQUIRES THE PREPAYMENT OF TAXES.
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THE TAX TREATMENT 01 INSURANCE RESERVES IS A DIFFICULT

TECHNICAL ISSUE. BUT I CAN ASSURE YOU THERE IS ABSOLUTELY

NOTHING NEW ABOUT THE TREASURY PROPOSAL. THIS VERY SAME

PROPOSAL WAS THOROUGHLY CONSIDERED -- AND REJECTED ON ITS

MERITS -- WHEN THE 1984 ACT WAS DEVELOPED.

I BELIEVE THE TREASURY DEPARTMENT HAS RESURRECTED THESE

TWO PROPOSALS BECAUSE THEIR THEORISTS ARE BOUND AND

DETERMINED TO FIT LIFE INSURANCE INTO THE SAME MOLD AS

FINANCIAL SERVICES THAT SERVE ALTOGETHER DIFFERENT

PURPOSES. TO DO THAT THEY IGNORE THE UNIQUE

CHARACTERISTICS OF INSURANCE -- AND THEY TOTALLY DISREGARD

CONGRESS' EXHAUSTIVE FOUR-YEAR STUDY OF LIFE INSURANCE

TAXES AND YOUR THOROUGH REVISION OF THOSE TAX PROVISIONS.
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CONCLUSION

DURING THE PAST FOUR YEARS THE LIFE INSURANCE INDUSTRY HAS

HAD TO OPERATE UNDER THREE DIFFERENT SETS OF LAWS -- THE

1959 ACT, THE 1982 STOPGAP LEGISLATION, AND THE 1984 ACT.

WE SAY, "ENOUGH!"

WE'VE BEEN THROUGH THE MILL ALREADY. OUR TAXATION

PROVISIONS HAVE ALREADY BEEN REFORMED. WE'VE ALREADY

SPENT AN ENORMOUS AMOUNT OF MONEY TO COMPLY WITH CHANGES

IN OUR TAX LAWS.

I URGE YOU TO REJECT THE TREASURY DEPARTMENT'S PROPOSALS

AND EXCLUDE THEM FROM WHATEVER TAX REFORM LEGISLATION YOU

MAY APPROVE.
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STATEMENT OF HARTZEL LEBED, PRESIDENT, CIGNA -CORP.,

PHILADELPHIA, PA
The CHAIRMAN. Mr. Lebed.
Mr. LEBED. Thank you, Mr. Chairman. I'm Hartzel Lebed. I'm

president of CIGNA Corp., a major provider of all forms of insur-
ance, employee benefits, and asset management services.

CIGNA fully supports the testimony given earlier today by the
American Council of Life Insurance and the American Insurance
Association. We are members of both organizations.

Mr. Chairman, like many other Americans, we believe the most
important issue facing Congress is deficit reduction. But we very
much appreciate the opportunity to express views on the adminis-
tration's tax proposals, and I think I can do that in about 5 min-
utes..

To get right to the point, CIGNA believes that a number of the
administration's recommendations would impose inappropriate,
new taxes on our customers, our many thousands of employees and
agents, and on our companies. There are literally dozens of issues
that concern us.

I will limit my comments to two broad areas. First, the taxation
of life insurance companies, and, second, congressional policy with
respect to the taxation of consumers of insurance and related
products.

First, regarding life insurance company taxes, certain of the ad-
ministration's proposals would reopen issues acted upon by this
committee, the Congress and the administration only last year.
Fairness and practicality would seem to dictate that these issues
should not be readdressed, certainly not until considerably more
experience has been gained with the 1984 legislation. The 1984 life
company tax rules were carefully crafted to accomplish five things.
First, to recognize the very long-term nature of the life insurance
business. Second, to impose a reasonable tax burden on the indus-
try. Third, to apportion that tax fairly between segments of the in-
dustry. Fourth, to avoid undue damage to small life insurance com-
panies. And, fifth, to adjust the industry tax to a fair level relative
to other industries.

These considerations resulted in several special life company tax-
ation rules, which is quite natural given the unique long-term
nature of the life insurance business. These rules and the delicate
balance they have successfully created should not be disturbed
without much more experience.

And that brings me to my second point. If company taxes are
further increased, this will inevitably result in increased costs to
our consumers. In addition, other administration proposals would
directly modify the tax treatment of our products; thereby, further
increasing the cost to consumers of many essential types of
coverage.

Mr. Chairman, in my opinion, an appropriate and important way
to view what has evolved in our country over many decades is, in
effect, two systems of Social Security: One is the publicly financed
and administered system, the combination of the two programs
generally referred to as Social Security and Medicare. This public
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system deals primarily with the country's senior citizens. The other
is the privately financed and administered system that deals pri-
marily with our workers and their families. This consists of thou-
sands of private sector companies providing products and services
to millions of individuals, and thousands of employers, unions, and

rofessional associations sponsoring for their employees and mem-
ers various programs of protection against the many hazards that

can disrupt an individual's or family's economic security.
Both systems are essential to the economic well-being of virtually

all Americans. Now here is what I'm getting at. Social policy devel-
oped by you and your predecessors over many decades provides tax
incentives for individuals and businesses to protect themselves and-
employees against financial distress caused by death, disability, old
age, loss of property and so forth. Accordingly, through operation
of the tax laws, Congress is an active partner in what I have called
the "private Social Security system."

This system should not be reversed or put at risk in favor of a
theoretical concept of.'tax neutrality. The Congress should recog-
nize that insurers and many other private organizations capitalize
and administer this system. In its absence, the public would
demand the Government devise funds and administer replacement
programs.

Through this system life insurance, retirement income, disability
income, medical insurance, automobile and homeowners' insurance
is provided to over 160 million Americans. Not all services are used
bI all Americans. Not all possible benefits are provided by all em-
3oyers. Identical treatment for all simply is not possible. But for
all its imperfections, the present systems works very, very well.
They encourage self reliance. Congress should continue to encour-
age self reliance.

The proposed changes to present tax laws taken in the aggregate
would have a profound effect on the private system of Social Secu-
rity and inevitably would diminish the success of the private sector
in providing needed services and the ability of the American people
to afford them.

Senator BENTSEN. Thank you very much.
[The prepared written statement of Mr. Lebed follows:]

PREPARED STATEMENT OF HARTZEL Z. LEBED

Mr. Chairman and Members of the Committee: My name is Hartzel Z. Lebed. I
am President of the CIGNA Corporation, a major multi-line insurance carrier em-
ploying 47,000 people. We provide life, health, welfare and retirement benefit plans
to individuals and employers of all sizes, throughout the United States. Also, we are
a major property and casualty insurer with beth domestic and international oper-
ations. We write both personal lines and commercial liability coverage. I want to
thank the Committee for allowing me to testify today.

CIGNA is an active member of both the American Council of Life Insurance and
the American Insurance Association, both of whom are testifying today before this
Committee. We have worked closely with each of them on the development of their
testimony and fully support the views they express,

Mr. Chairman, we support careful Congressional assessment of the federal income
tax to insure that individuals and corporations pay their fair share of taxes. We un-
derstand that many Senators and Representatives wish to address both tax reform
and deficit reduction, but are uncertain which to address first. In CIGNA's view,
deficit reduction ought to be the government's number one ecomonic priority, with
tax reform an important, but secondary focus.
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The President, nevertheless, has sent to Congress his proposals for tax reform. Webelieve it is unfortunate that a number of these proposals would impose inappropri-

ate new taxes on insurance companies and their products. Generally, the proposalsfail to consider that the Internal Revenue Code is, and ought to be, must more thanan expression of tax policy. The Code reflects and implements important social
policy decisions made by Congress.

Further, certain of the Administration's proposals would re-open issues actedupon only last year by this Committee. Fairness dictates that these issues shouldnot be readdressed, certainly not until some experience has been gained with theexisting structur.. Other, newer proposals would modify the taxation of insurancecompanies and their products. This would increase the cost to consumers of manyessential types of insurance coverage which, in the aggregate, provide much of thenation's privately funded support systems. These systems enable the private sectorto furnish economic protection against current and future hardships.
CIGNA believes the present private sector system is working quite well. In theabsence of a showing that abuses exist, the present system should not be cast asidein favor of a theoretical goal of an absolutely investment-neutral tax code. CIGNAbelieves the tax policy shaped by this Committee should continue to consider social

as well as economic goals.
Proposals that would impact our companies and products fall into two groups: theones that Congress considered and acted upon last year, and new proposals ad-vanced by the Treasury and others during the present tax reform debate.
During the 98th Congress, this Committee, and the Ways and Means Committeein the House of Representatives, gave careful consideration to taxation of life insur-ance companies and to the tax treatment of inside buildup on permanent life insur-ance and annuities. That consideration was the culmination of five years of review,a process that began in 1979 with a request for a study by the General AccountingOffice. That study made recommendations for changes, many of which were adopted

by the Congress.
The process was not a simply one. In 1982 Congress enacted "stop-gap" legislationwhich carried the industry through the next two years. This was a temporary solu-tion to genuinely difficult technical and policy issues. The result, however, was aperiod of great uncertainty for the life insurance industry. The industry was unableto know what the law would be, how the revisions would impact its products, orwhether it could market existing or planned products. Ultimately in 1984, Congresspassed a new life insurance tax law as part of the Deficit Reduction Act of 1984.As part of that legislation, the Congress firmly rejected a tax on the inside build-up on life insurance policies. Similar considerations applied to annuities. The lifecompany tax rules were carefully crafted to impose a reasonable tax burden on theindustry, a reasonable split between segments of the industry, to provide appropri-ate protection for small, young, growing insurance carriers, and to adjust the tax to

a fair level relative to other industries.
The ink on this legislation is not yet dry. We believe it inappropriate for theTreasury now to propose yet a new modification to the tax laws that were consid-ered only last year. This is especially so becaue many of Treasury's proposals areprecisely the ones Congress declined to accept last year. I must stress that Treasurywas a party to the legislative product of 1984, and, indeed, gave its endorsement

before this Committee. Now let me turn my attention to some specifics:
1. PROPOSED TAX ON "INSIDE BUILDUP" IN PERMANENT LIFE INSURANCE AND ANNUITIES

Under the Administration's proposal, life insurance and annuity policyholderswould be taxed each year on the so-called "inside buildup" in the policy to the
extent it exceeds the taxpayer's basis in the contract.

The proposal to tax inside buildup was an early proposal in the legislative processthat ultimately resulted in the revised insurance tax rules enacted in 1984. Congressrejected this proposal for many good reasons. Those reasons are just as vilid in 1985
as they were in 1984:

The owner of a permanent life insurance police would not be treated as if he hasrealized a gain merely because earnings have beon credited to the policy. This wouldbe the same as suggesting that homeowners be taxed on the increase in value oftheir homes before the home is sold. To do so would be a remarkable change in Con-
gressional policy.

Permanent life insurance is a security vehicle, not an investment instrument.Americans buy life insurance to provide for their families in the event of theirdeath. The level-premium nature of permanent life policies enables policyholders tospread the total cost of their life insurance evenly over the life of the policy. Policy-
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holders choose this type of policy in order to avoid the sharp increase in term-life
premiums that corresponds with advancing age.

The proposed tax will confuse and anger millions of Americans. Why should a pol-
icyholder pay a tax to the federal government for the privilege of purchasing protec-
tion and security in the form of permanent life insurance?

The present tax treatment of inside buildup is consistent with the sound policy
judgment that individual Americans-not the Federal government-should be en-
couraged to be responsible for the financial security of their families.

In enacting DEFRA, Congress, with Administration concurrence, narrowed the
definition of life insurance, restricting the investment orientation of some policies
being sold at the time.

Permanent life insurance is purchased predominantly by moderate- or middle-
income individuals. Three quarters of those insured under'permanent life policies
are heads of households having a total family income of less than $25,000. They buy
the policies for protection-not as a tax shelter.

Similarly, the Administration has proposed to tax the inside buildup in a deferred
annuity contract to the extent that it exceeds the owner's basis in the contract. We
urge this Committee to reject this proposal.

Like taxation of inside buildup on life policies, the issue was considered in 1984,
as it had been in 1982.

Specific limitations were added that assure that deferred annuities are used for
long-term retirement protection and not as short-term investment vehicles.

All earnings in a deferred annuity eventually will be taxed.
The annuitant benefits principally from the financial security that comes from

the guaranteed stream of retirement income. This is wholly consistent with long-
standing national retirement policy. Congress should not place barriers before
Americans who seek ways of protecting themselves from hardship in later life.

The Administration has proposed three changes that would increase life insur-
ance company taxes: It would establish a new method of computing company re-
serve deductions; it would eliminate the special deduction for life insurance compa-
nies (the "TIA"); and it would repeal the provisions for small companies.

Again, Treasury has walked away from the compromise legislation enacted last
year. Each of these company tax provisions was an integral part of that compro-
mise. We cannot accept the Treasury's proposals, and, indeed, we are more than a
little surprised at their introduction.

Under current law, life insurance companies are allowed a deduction from taxable
income for any net increase in life insurance reserves. DEFRA significantly reduced
this deduction. It limits the life insurance reserve deduction for any contract to the
greater of the net cash value of the contract or the reserve for policy claims general-
ly equal to the minimum reserve required to be held under state law.

The Administration proposes, in computing the reserve deduction, that the life in-
surance reserve for any contract be limited to the net cash surrender value of the
contract. A special rule would be provided for current annuity contracts that may
not be surrendered for cash. The effect of the proposal would be to reduce early year
reserve deductions for ordinary life insurance contracts to an amount less than re-
quired to be held under state law. It would deny any reserve deductions for most
policies of term and group insurance and for many supplemental benefits which do
not have any cash value.

The Administration asserts that the current levels of tax reserves are too high.
but this is not so. The new rules enacted in 1984 are far more stringent than the
prior ones. Tax reserves must conform to the statutory requirements of at least 26
states or to the cash surrender values of each contract, if greater.

Under the administration's proposal, for contracts without cash values, a deduc-
tion will be allowed only for the claim payments when made. For contracts with
cash values, deductions will be available only for the net surrender value when
available tQ the policyholder in cash. This totally ignores the obligation of a compa-
ny in the life insurance business to set aside reserves each year for its obligations to
pay insurance claims as they arise in the future.

A life insurance company has an obligation to pay a specified amount to a policy-
holder on the occurrence of a specified event such as death, survival or disability.
The cost of the services provided by a life insurance company for which it must re-
ceive a tax deduction when the related income is received is the value of this insur-
ance obligation (net of premiums to be received in the future). The company has this
obligation whether or not a particular policy contains a net surrender value. If a
reserve deduction is not allowed for this insurance obligation, the resulting tax is
equivalent to a tax not on income but on premium deposits. In this situation a com-
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pany is essentially required to make an interest free loan to the'government equal
to the tax on its entire reserve obligation.

Furthermore, the provision of DEFRA dealing with increases in reserves is part of
the total life insurance company tax provisions that were carefully crafted to main-
tain balance in tax revenues paid and in product co-ts-among all segments of the
life insurance industry. A change in one of these provisions could lead to a collapse
of the compromise so recently achieved.

As a result of the 1984 legislation, a life insurance company is allowed a special
deduction in an amount equal to 20% of its adjsuted taxable income. This deduction
applies only with respect to income resulting frinma- 66inpany's insurhnce business.

The Administration's proposal would repeal the life insurance company special
deduction. Again, Treasury seeks to walk away from the compromise struck last
year.

There are substantial reasons to retain the special life company deduction:
The special deduction is an integral part of the overall tax scheme that replaced

the 1959 Act. It cannot be abandoned without collapsing the rest of the 1984 compa-
ny tax structure.

The 1984 law changes broadened the industry tax base. Without the special deduc-
tion the level playing field vis-a-vis other financial institutions would be destroyed.

The special deduction replaced many complex deductions allowed under prior law.
These deductions reflected the long-term nature of the life insurance business and
the difficulty of measuring economic income on an annual bassis.

Under present law, a small life insurance company is allowed a deduction equal
to 60% of the first $3 million of its adjusted taxable income. This deduction phases
out as that income increases from $3 million to $15 million. The small company de-
duction is allowed only to companies with gross assets of less than $500 million.

As with the other components of the 1984 compromise, there is a sound basis for
continuing the small life insurance company deductions.

The small company deduction replaced a part of the complex rules under the 1959
Act.

The small company, deduction permits small companies to grow within the life in-
surance industry. Congress has frequently given favorable tax treatment to small
business and to new, entrepreneurial ventures.

The small company deduction is an important element in the overall "segment
balance" that made the 1984 comprimise possible.

In summary, permanent insurance, annuities, and life insurance companies have
been the subject of recent Congressional scrutiny and, indeed, the subject of sub-
stantial tax reform. The legislative product of-that-massive effort ought not to be
abandoned. Revisiting those issues now as Treasury suggests is not only unneces-
sary, it would be a breach of faith.

The original decision of Congress to giant a tax favored status to employee bene-
fits was based on sound social policy which is no less meaningful toda.y. Tax policy
has fostered employee benefits economically and efficiently in the workplace so that
the majority of Americans have health and income protection. Unfortunately, tax
expenditures associated with employee benefits have been overstated and ignore the
social value of these benefits as a valid goal of tax policy.

We at CIGNA are concerned that provisions occasioned by tax reform that affect
employee benefits could significantly damage a benefit delivery system that is gen-
erally operating well and is benefitting millions of American workers and their fam-
ilies. We are particularly concerned that tax reform proposals would have the unin-
tended effect of drastically reducing socially desirable and necessary benefits for the
low- and middle-paid. Within this general framework, I will discuss specific benefit
proposals-helth cap/floor, uniform non-discrimination coverage rules for pension
and welfare benefit plans, and 401(k) retirement savings plans.

The present tax treatment of employer-provided group health insurance has con-
tributed significantly to a sound health care system for American workers. Univer-
sal private health coverage for all employees and their dependents is a worthy na-
tional social goal. Cutting back on these tax incentives would postpone, possibly per-
manently, the realization 'of universal coverage. Thus, taxing employer-provided
health insurance is inappropriate whether the tax is in the form of a floor or a cap.

Health insurance is the most widespread employee benefit. Sixty percent of all
civilian workers have primary health insurance coverage and another 20 percent
have secondary coverage. Eighty percent or more of covered workers earn less than
$25,000. The addition of dependents to the 63 million workers covered results in
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over 162 million Americans under age 65 being covered by group health insurance.
The original Treasury proposal would have limited the amount an employer could

contribute to an employee health care benefit plan without a tax to the employee.
That cap was $70 per month for an individual and $175 per month for a family.

The burden of a tax cap would fall unequally on workers depending upon where
they work, their ages and their occupations, Taxing group health insurance this
way would discriminate against workers in high health care cost areas. A tax cap
would also have its heaviest impact on groups composed primarily of older workers
whose health care costs are more than those for the younger workers. A cap would
discriminate against workers employed in high-risk or hazardous occupations since
higher health premiums must be paid to cover the risks.

A cap would place essential preventive health care in jeopardy since employers
would be discouraged by the cap from making contributions for other than cata-
strophic coverage.

Finally, a cap would involve difficult and costly problems of admiristration and
reporting.

The Administration now proposes a monthly "floor" of $10 for indiviuduals and
$25 for families instead of a cap. Approximately 63 million workers would have new
income to declare if initial health insurance premium dollars are taxed.

The floor at $10 and $25 is unlikely to cause a drop in benefits provided; however,
that would clearly not be the case if the floor "rises." EBRI research indicates that
as more and more of the health benefit is taxable, more and more workers will not
want it, preferring cash compensation instead. Adverse selection -will be most in-
tense among younger workers. As a result, the cost of insurance for all others will
increase. Over time, this could have dire consequences especially when the Congress
is already concerned about those without health insurance.

The floor concept avoids some of the worst inequities and problems posed by the
cap, i.e., the burdens imposed on the elderly, the handicapped, high risk employees,
and workers in areas of high health costs. But there are other serious flaws with the
floor. Because the bulk of health benefits go to lower - and middle-income workers,
any tax on these benefits will hit hardest on lower- and middle-income families.

This problem is accentuated under the floor concept. The floor would not only
mean increased income taxes but increased Social Security taxes for most lower-and
middle-income workers. While many of these workers would have increased taxable-
income and Social Security taxes under the cap, most would be faced with this prob-
lem under the floor. Under the President's proposal, however, there would be the
offset of lower income tax rates.

Finally, under the floor concept people who receive different health care benefits
would be liable for the same tax. Those whose coverage was limited to a contribu-
tory hospital benefit plan could pay the same tax as those in the same tax bracket
in a non-contributory comprehensive health plan.

Regardless of how tax on health benefits is structured, it will introduce a disin-
centive, for employees to continue their health insurance coverage. This should be
the overriding concern since the dismantling of plans that will follow will move the
burden of providing health care to the government. Thus, we are opposed to tax-
ation of employer contributions to health benefit plans. We strongly urge you to
reject these proposals.

An appropriate goal of employee benefits tax policy is, and should continue to be,
the broad distribution of benefits throughout the workforce on a non-discriminatory
basis. This goal is being achieved, EBRI research indicates that the distribution of
present cove-age under tax favored employee benefit programs almost exactly
matches the wage and salary structure of the workforce. We support reasonable and
workable endeavors to seek broader coverage; however, the proposed uniform non-
discrimination rules will not promote that goal.

The President's proposal introduced "uniform" non-discrimination rules with re-
spect to employee coverage for pension plans and all welfare benefit plans. Al-
though captioned as a uniform rule, they are in reality separate- rules for pension
and welfare benefit plans. These proposed rules will seriously impact existing plans
that are operating free from discrimination under current law. In fact, large num-
bers of sponsors of established plans have found that their plans could not qualify
under the proposed scheme.

Current law requires that all qualified employer-sponsored retirement plans meet
specific non-discriminatory coverage requirements. Failure to meet the coverage test
triggers disqualification of the entire plan. A plan must meet either one of two nu-
merical percentage tests or a subjective test known as "the non-discriminatory clas-
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sification" test. This test permits needed employer flexibility in installing qualified
plans that realistically reflect the needs of the work environment.

The proposed test would require aggregation of all corporate operating entities
within a controlled group and then compliance with a mechanical and arbitrary
percentage test. The new test deprives any business with a variety of operations the
flexibility necessary to fashion benefit programs to best meet the needs of a diverse
employee group.

Pension plans are part of an employer's compensation package. Just as an em-
ployer pays the prevailing wage rate in a locale, so does it also offer benefit pack-
ages that are the most desirable to attract employees in that region and particular
line of business. Pensions and other employee benefits reflect the wage market. So,
if an employer is competing for wage earners in a particular locale, it must give the
mix of benefits wage earners in that locale need, be it a particular type of retire-
ment benefit, health and disability benefits, or life benefit.

It is unlikely that coverage will be increased under the Proposal's new coverage
rules. It is more likely that if the qualified plan is continued and benefits must be
uniform across all divisions of a business, benefits will be made uniform at relative-
ly low levels.

It would be difficult to overemphasize the harm imposed by this mechanical test.
The policy decision which this proposal represents will have far reaching effects on
the strength of the private retirement system and retirement security of American
workers for years to come.

Under current law, art employee may exclude from income certain employer-pro-
vided welfare benefits. Except for insured medical benefits and disability income,
each welfare benefits has its own non-discrimination rule.

The uniform coverage test for welfare benefits would require that all welfare ben-
efit plans meet a coverage test based on utilization as well as meeting three addi-
tional tests on beneft availability, non-discriminatory benefits, and concentration.
In addition, the rules would require that each type and level of benefit be tested as
a separate plan. A p'.an's failure to satisfy any one of the anti-discrimination tests
would result in the prohibited group being taxed on such benefits.

Such requirements unduly restrict the employer's ability to offer flexibility in
benefits which enables an employer to match benefits to employee needs. For cost
containment and ether reasons many employers have established various levels of
welfare benefits, e.g., medical benefits, which may be elected by an employee. Em-
ployee needs may vary for many reasons, including geographical location or cover-
age under a spouse's plan. Testing each option on the basis of actual participation
continually raises the prospect of a program's disqualification as participation in the
plan can vary from year to year.

The rules create especially difficult problems for small employers. The concentra-
tion test requires that employer contributions for benefits on behalf of the highest
paid twenty employees in the prohibited group cannot exceed 25% of the company's
total contributions for that benefit. This concentration requirement will make provi-
sion of group life and health coverage by small employers virtually impossible to
maintain.

It is especially troublesome to base the discrimination tests on all employees of a
controlled group. In today's environment, corporations frequently operate several
businesses with different practices, profit margins and compensation packages deter-
mined by prevailing market conditions in each of the individual industries. To re!
quire essentially equal welfare benefits for disparate groups of employees merely be-
cause they are employed by employers related for tax purposes, is as unreasonable
as requiring identical wage packages. Different companies within an affiliated group
of' companies should be allowed to design their own balanced benefit program,
taking ibto consideration the needs and desires of, heir own employees and benefits
given by competitors in that industry and in that geographical area.

These tests imposed on flexible benefit plans are even more difficult to meet. The
complete inability of plan sponsors to predict whether flexible benefit coverages will
satisfy the proposed non-discrimination requirements will probably eliminate or cur-
tail most existing programs and preclude the establishment of any new such pro-
grams. Thus, cafeteria plans that have been so successful in allowing employees to
choose the benefit package that makes the most sense at a particular age and salary
level could disappear.

The proposed uniform non-discrimination rules pose serious problems for plan
sponsors and employees. They substantially add to administrative complexity and
would reverse the current pattern of designing employee benefits to meet individual
needs. We believe these proposed rules would have a negative effect on what has
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been an extremely beneficial system for the American worker. We believe the pro-
posed rules would not meet the Administration's-objective of broader coverage.

Small employers are likely to respond by dropping coverage and large employers
are likely to offer less comprehensive and less flexible coverage.

More importantly, current law rules for maintaining non-discriminatory coverage
and broad distribution throughout the workforce are working.

An ACLI study shown that coverage and benefit receipt under private pension
plans is widespread and will increase significantly in the future as the system ma-
tures. Additionally, EBRI's research findings indicate that benefits are widely dis-
tributed across all income levels throughout the workforce. In 1983, 76% percent of
all workers covered by an employer pension plan under ERISA standards, and 78%
percent of all workers covered by an employer group health plan with their employ-
er, earned less than $25,000.

To be sure, the current system of employer-provided benefits can be improved.
But we believe that the privately provided employee benefits system is generally
working well, and as Congress intended. Where gaps in coverage or specific prob-
lems are identified, we believe the better approach is to target specific solutions to
those specific problems.

Cash or deferred arrangements, also referred to as Section 401(k) plans, have
become an increasingly popular retirement savings plan. Since 1981, when the In-
ternal Revenue Service published preliminary regulations governing 401(k) these
plans have spread rapidly. 401(k) plans are sponsored by a large and growing
number of employers and participation in them is not limited to the highly compen-
sated. The Employers Council On Flexible Compensation (ECFC) 1985 survey sug-
gests that 401(k) plans may now cover 28% of the private sector work force. Accord-
inf to the EBRI/HHS May, 1983 Current Population Survey Pension Supplement, of
2 million surveyed employees covered by 401(k) plans, 54.6% of them earned less
than $25,000.

The ability to save on a pre-tax basis, accessibility to funds through loan or with-
drawal provisions when special needs arise and employer matching contributions
make these plans attractive to young and lower paid employees. Without these in-
centives given 401(k) plans by the tax law, it is doubtful employers would establish
or continue to maintain these plans or that employees would sufficiently utilize
them.

Arguing that section 401(k) plans act to circumvent the contribution limitations
on IRAs, the Treasury Department tax reform proposal recommended that section
401(k) plans be repealed. The May 1985 Reagan proposal proposed instead that the
plans be capped below levels available in other qualified retirement plans, that IRA
contributions be offset against the contribution limit on section 401(k) plans, and
that stricter non-discrimination requirements be made applicable to these plans
than to other qualified plans. In addition, 10 year forward income averaging would
no longer be available for lump-sum distributions from any qualified retirement
plan and pre-retirement plan distributions would be subject to an excise tax.

We believe this proposal creates a number of disincentives to participation in
these plans by all employees, but particularly by low and middle income employees.

Section 401(k) plans are the contributory retirement plan vehicles that are most
broadly used. Restrictions on contributions to and withdrawals from section 401(k)
plans would reduce their attractiveness as retirement/savings programs.

There has been a long-standing national commitment to providing incentives for
private pensions and capital accumulation plans. They are critical components in
the three legged stool of retirement income security-Social Security, private pen-
sions and individual savings. While increasing savings is not a necessary part of tax
reform, the Administration's tax reform proposal contains initiatives aimed at in-
creasing savings. Restrictions on loans and hardship distributions would work
against these initiatives by reducing savings incentives.

The new proposed average deferral percentage test (ADP test), would allow a
much more narrow differential between the prohibited group and the rest of the
employees. The test would also require that the deferral percentage of each individ-
ual in the prohibited group be measured against the average deferral for other par-
ticipants.

The combined effect of these elements of the proposed new test is that the elective
deferral allowed each member of the prohibited group would be much smaller than
under the present deferral test; and, this is without regard to the $8,000 limitation.
This greatly diminishes the relative value for many employees.

The rules would also greatly complicate administering a 401(k) Plan. In combina-
tion, these factors will cause many employers to feel that it is not worth the added
expense of maintaining the plan.
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We believe that the 401(k) should remain as it is under current law. It is a highly
effective retirement/savings program for employees. It offers especially good covert
age for young and lower income employees.

As an employer-sponsored plan, it is a more effective savings-retirement mnecha-
nism than an IRA-offering more employee protection because it is under ERISA.
Furthermore, a 401(k) encourages savings on a disciplined basis through pay-roll de-
duction. Additionally, studies show that the IRA's are utilized mainly but higher
income and older individuals; thus, where employer-sponsored 401(k) plans exist,
broader coverage is achieved.

Section 401(k) plans can help meet the need for retirement income security among
mobile workers and workers with intermittent labor-force participation. Employee
elective contributions to 401(k) plans are, by law, fully and immediately vested. Fur-
thermore, if an employer provides a matching contribution, the vesting period for it
is generally shorter than under other employer-sponsored plans.

Thus, 401(k) plans fill an extremely valuable social need and national economic
purpose by encouraging retirement savings and capital accumulation for lower- and
middle-paid as well as high paid employees. We need greater encouragement for re-
tirement savings not less. The tremendous administrative complexities and severe
restrictions from current law in the original President's proposal will work against
retirement savings by jeopardizing 401(k) plans and creating disincentives for con-
tinued employee participation and employer maintenance of such plans. The enor-
mous retirement and savings benefit of Section 401(k) plans could be virtually lost.

Under current law, an insurance company includes premiums received on proper-
ty and casualty policies (including accident and health insurance) in taxable income
as they are earned over the terms of the policies. Policy losses are deducted when
incurred through a mechanism of reserving for incurred but unpaid losses whether
or not the losses have been reported during the year.

Several proposals have been advanced which would reduce the deductions allowed
to insurance companies for their incurred losses on these coverages. The Adminis-
tration has proposed a "Qualified Reserve Account" (or "QRA") approach, which
would permit a deduction for only part of an insurer's unpaid losses (i.e., claims not
yet paid). The General Accounting Office ("GAO"), on the other hand, has proposed
to allow the full amount of such losses to be deducted, but to spread the deduction
over a period of time. In simple contrast, current law follows State regulatory ac-
counting by recognizing the full amount of the losses as liabilities, and deductions,
in the year they are established. Neither the QRA nor GAO proposal should be
adopted.

The QRA proposal would impose what is effectively cash method accounting on
the unpaid losses of accrual basis insurers. It would do this by requiring any
amount deducted as an unpaid loss to be accumulated with interest (at the insurer s
after-tax rate of return on its portfolio investments) and then to be brought back
into income at the time the related claims are paid. The same economic result is
produced by flatly denying the unpaid loss deduction and granting a deduction only
when the claims are paid.

Cash method accounting would mismeasure the economic income of insurers. It
would fail to recognize that expenses (claims) paid in later years arise from, and
should be matched with, premium income received in an earlier year.

QRA accounting may encouragt- businesses to go without insurance coverage (the
t pical status of the so-called "self-insured" party) rather than purchase insurance.
This follows from the fact that, in present value terms, it is cheaper to "fund" for a
loss by means of capital retained in a business (which earns a higher, equity-type
return) than to pay an insurer the greater amount it would need (based on a lower,
portfolio-type return) to cover the loss.

Insurance is naturally more efficient (and more realistic) than "self-insurance,"
and the tax system should not discourage its purchase by making it relatively more
costly to insure.

The QRA proposal will increase the cost of insured A&H coverage, particularly
for long-term disability benefits. A move away from insured coverage poses a genu-
ine threat to the security of those becoming disabled after the QRA proposal would
take effect.

Implementing the QRA proposal would be an administrative nightmare. This flies
in the face of the Administration's expressed purpose of simplifying tax calcula-
tions.

The GAO proposes to delay the unpaid loss deduction by permitting the insurer to
deduct, in the year it sets up a loss, only the present value of that loss. The GAO
would compute that present value by discounting the full amount of the loss over
the insurer's projected time-to-payment. The discount rate would be based on a 5-
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ear moving average of each company's pre-tax net return on its investment portfo-
Oi .

Unlike the QRA, the GAO proposal would allow subsequent deductions for the ad-
ditions to the liability as it built up from its discounted value to the full amount.

Since the GAO proposal employs discounting, its implementation requires ad-
vance knowledge (or at least good approximations) of the times an insurer's losses
will be paid. However, because the timing of estimated payments fluctuates consid-
erably, it cannot be known with accuracy. Yet, under the mechanics of the proposal,
a company would be penalized for overestimating the length of time until payment
of a claim.

The GAO proposal also would produce disparate tax results for otherwise similar
insurers that incurred the same losses but experienced different rates of return.

The insurance industry has repeatedly underestimated its longer-term losses, a
problem exacerbated by economic and "social" (jury award) inflation. However,
under the mechanics of the proposal, a company would be penalized for such under-
estimation. While the GAO proposal may be sensible for transactions that do not
involve risk (such as simple deposits held at interest), its application to risk-pooling
activities is off the mark.

The GAO proposal would introduce considerable additional complexity into the
tax system. All of these defects led the Treasury Department to reject such dis-
counting in public testimony in early 1984.

Enactment of either the QRA or the GAO proposal would exacerbate the existing"capacity" problem, impede economic recovery, and aid foreign competition.
Recent operating losses have heavily drained the property and casualty insurance

industry surplus. Since an insurer's ability to write coverages is limited by a ratio of
premiums to surplus, insurance "capacity" is falling short-by an estimated $62 bil-
lion in coverage over the next three years.

The availability of economically priced insurance coverage is vital to the oper-
ation of American businesses. Where such coverage is not available from the private
sector, the government must enter the insurance market to provide the needed pro-
tection.

Adoption o the QRA or GAO proposal would add to the surplus drain, worsening
the capacity problem and threatening the availability of coverage for a large seg-
ment of American business.

Adoption of either proposal could also entice foreign competitors to step up their
efforts to make inroads on American companies' share of the international insur-
ance market. And it could encourage insureds in the U.S. to place their coverage
overseas, adding to balance-of-trade difficulties.

Mr. Chairman, CIGNA believes that there is room for improvement of our tax
laws. Congress properly should review the Internal Revenue Code from time to
time. This does not mean it should revise the life insurance tax reform it passed last
year.

Congress regularly should seek to improve tax fairness, increase simplicity, and
encourage economic growth. However, certain of the insurance proposals advanced
by the Administration would not contribute to these goals, and indeed, would have
undesirable effects. The proponents of these changes have ignored sound social
policy judgments woven into the Internal Revenue Code by Congress.

The Congress should recognize that insurers-life, health, property and casualty-
are the institutions that privately capitalize and administer the American system
for furnishing economic protection against current and future hardships. Congress
is a partner in the system through the tax laws. In its absence, the public would
demand that government devise, fund, and administer replacement programs.

Consider the insurance services suggested for "tax reform" treatment and the
social purposes they serve:

Permanent life insurance provides survivor protection at affordable prices.
Retirement benefit plans and deferred annuities provide old-age security.
Employer-provided health insurance provides health care to 162 million Ameri-

cans.
Property and casualty insurance companies provide economic protection to indi-

viduals and businesses that could be wiped out financially, should they fflJ victim to
injury or loss.

Each of these insurance services is important and meets valid social and economic
goals.

To reduce or eliminate existing tax incentives may ultimately reduce the ability
of Americans to remain free of government dependence. Equity does not demand
that we level a system that provides incentives for self-reliance. Rather than view-
ing equity as demanding that all be reduced to the lowest common denominator,
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Congress should seek equity by creating new and innovative incentives to promote
greater self-sufficiency.

Changes to existing tax rules inevitably will alter the ability of the industry to
provide services as it does now. This is a substantial risk for the federal, state and
local governments.
. Insurers, needless to say, try to consider all risks in devising policies. We urge
Congress to do the same.

STATEMENT OF THOMAS R. ANDERSON, CHIEF EXECUTIVE OFFI-
CER, KEMPER INVESTORS LIFE INSURANCE CO., CHICAGO, IL
Senator BENTSEN. Mr. Anderson, would you proceed, please.
Mr. THOMAS ANDERSON. My name is Thomas R. Anderson, and I

am chief executive officer of Kemper Investors Life Insurance Co.
Today I appear before you on behalf of the Committee of Annu-

ity Insurers, which is a coalition of 27 of the Nation's leading annu-
ity underwriters. While I deeply appreciate the opportunity to
present the comments of the annuity group, in all candor I am sur-
prised that the need for my appearance here today has followed so
closely on the heels of my last appearance before this committee
less than 2 years ago on the same subject. Namely, the taxation of
life insurance products and policyholders.

That hearing was an integral part of the long process during
which the 98th Congress fashioned a wholesale reform of the tax
treatment of life insurance companies and their products. Now
fewer than 6 months after fiiany of the annuity reform provisions
in the 1984 act became effective, and just 2 years after the TEFRA
changes were enacted, the administration is proposing even further
changes.

Under the administration's proposal, an annuity policyholder
would be taxed currently on the interest credited to his contract,
even though he has not received these amounts. The policyholder
would be put in the position of paying a tax on income he cannot
effectively receive, assuming he wants to retain the basic benefit
he acquired when he purchased the annuity.
- The policyholder would incur ongoing negative cash flow for the
privilege of purchasing the annuity. Not only does this represent a
fundamental change in the taxation of insurance products, it is
contrary to both sound tax policy and sound social policy.

If enacted, it would very likely tax out of existence one of the
best retirement products that is presently available to the Ameri-
can consumer. And as a result, in no way would this proposal raise
anywhere close to the $11/2 billion figure quoted by the Joint Coir-
mittee on Taxation.

In 1982 and 1984, Congress made substantial changes to the tax
treatment of annuities in order to ensure that such contracts are
used primarily for long-term savings and retirement purposes. We
believe that those changes have achieved their desired result.

If consumers don't buy annuities, it is unlikely that they will
shift that money into other taxable savings vehicles on a long-term
basis. In other savings vehicles, funds are easily assessible to con-
sumers and are likely to be short term as compared to annuities.
The diversion of savings to such instruments is unlikely to gener-
ate substantial tax revenue, and almost assuredly will not create
the long-term savings pool that is created by annuities.
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I must reiterate that the ahnuity contract is not a tax avoidance
device. The premiums for a nonqualified annuity are paid for in
after-tax dollars. Furthermore, current law does not allow interest
on annuities to escape tax. It only permits the deferral of tax. All
income credited to the contract is eventually taxed at ordinary
income tax rates when money is actually received by the policy-
holder.

The administration has argued that taxing the inside build up on
annuities and life insurance contracts is necessary in order to
ensure that such contracts are not accorded more favorable tax
treatment than savings instruments with other financial interme-
diaries. The premise of the administration's line of reasoning, that
annuities are essentially no different from bank savings accounts,
is entirely faulty. In contrast with savings deposited in a bank, the
purchase of an annuity confers on the policyholder the guarantee
that at retirement these savings will be returned in the form of a
stream of payments that will continue for the balance of his life.

In addition, the administration has totally ignored the role that
deferred annuities play in individual retirement planning. There is
no doubt that annuities serve a valuable social function in ensur-
ing that individuals have adequate income during their retirement
years. While IRA's and qualified pension plans are an important
vehicle for saving for retirement, they do not nor can they, meet
every individual's needs. And as I have already pointed out, be-
cause annuities are purchased with tax-paid rather than tax-de-
ductible dollars, existing tax treatment of annuities is far less fa-
vorable than that accorded IRA's or 401(k)s. Indeed, it is a very
modest incentive to individuals who are genuinely concerned about
the adequacy of their retirement income.

It bears repeating that unlike other retirement products, only
the annuity can provide an individual with income for life, income
that an annuitant cannot outlive. It is beyond comprehension why
this administration should seek to discourage this kind of financial
independence. I sincerely hope you gentlemen will not permit that
to happen.

Thank you.
Senator BENTSEN. Thank you very much, Mr. Anderson.
[The prepared written statement of Mr. Thomas Anderson follows:]
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STATEMENT OF

THOMAS R. ANDERSON

ON BEHALF OF

THE COMMITTEE OF ANNUITY INSURERS

Mr. Chairman a~d other distinguished members of the

Committee, my name is Thomas R. Anderson, and I am Chief

Executive Officer of Kemper Investors Life Insurance Company.

Our home office is in Chicago, Illinois. I appreciate this

opportunity to appear before you today to present the views of

the Committee of Annuity Insurers on the President's "Tax

Proposals to the Congress for Fairness, Growth, and Simplicity"

(the "Administration Proposals") and, in particular, on the

Administration's Proposal to alter the tax treatment of

nonqualified deferred annuity contracts.

The Committee of Annuity Insurers, a coalition of 28 of

the leading annuity writers in the country, was formed in 1981

for the purpose of monitoring legislative and regulatory issues

at the Federal level that affect annuity policyholders and

annuity writers In 1984, member companies of the group

accounted for almost 1/3 of the total annuity premium volume in

the United States. A list of the member companies of our

coalition is attached.
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Mr. Chairman, while I deeply appreciate the opportunity

to present to you the comments of the Annuity Group, in all

candor, I am surprised that the need for my appearance here today

has followed so closely on the heels of my last appearance before

this Committee less than two years ago on the same subject -- the

taxation of life insurance products and policyholders. That

hearing in January of 1984, was part of the long, complex and

arduous process, during which the 98th Congress fashioned

a wholesale reform -- and I must emphasize the word reform, for

it was genuinely that -- of the provisions of the Internal

Revenue Code relating to the taxation of insurance companies and

life insurance products, including nonqualified annuities. As

respects deferred annuities, a combination of the 1984 Deficit

Reduction Act and related provisions of the Tax Equity and Fiscal

Responsibility Act of 1982 significantly altered the applicable

tax rules, in ways that ensure that nonqualilied annuity

contracts in fact are used to provide retirement income.

Now, less than a year after many of the annuity reform

provisions included in the Deficit Reduction Act became

effective, the Administration is proposing further changes in the

taxation of annuity products and annuity companies. Many of

these changes were specifically considered, and rejected, by the

Congress just last year. While we support the Administration's

overall goal of tax reform and tax simplification, we believe

that, even in the context of overall tax reform, additional

changes in the taxation of insurance companies and insurance

products are not needed. In general, we share the concerns

- 2 -
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expressed in the statement of the American Council on Life

Insurance on the insurance provisions in the Administration

Proposals. However, we wish to limit our comments to ore aspect

of the Administration Proposals -- the proposal to tax the

so-called "inside build-up" on deferred annuity contracts.

Under the-Administration Proposals, an annuity

policyholder would be taxed currently on the interest credited to

his or her annuity contract (the so-called "inside build-ap")

even though the policyholder has not received these amounts

either directly or constructively. Thus, under the Proposal, the

policyholder would be put in the position of paying a tax on

income he cannot effectively receive -- assuming he wants to

retain the basic benefits he acquired with the purchase of his

annuity. The policyholder would incur ongoing negative cash flow

(because of the tax he would pay) for the privilege of purchasing

the annuity. Not only does this Proposal represent a fundamental

change in the taxation of insurance products, it is contrary to

both sound tax policy and sound social policy. If enacted, it

would very likely tax out of existence one of the best retirement

products that is presently- available to the American public. The

reasons advanced by the Administration in support of its Proposal

are neither compelling nor convincing. In 1978, and again in

1983-1984, Congress had before it similar proposals to tax the

inside buildUp on annuity contracts. Both times these proposals

were rejected. This Congress should do likewise.

To comprehend fully the Proposal currently being

advanced by the Administration, it is essential that we clearly

- 3 -
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understand the present state of the tax law regarding

nonqualified annuity contracts and how we arrived at the current

tax treatment. First of all, the annuity contract is not a tax

avoidance device. The premiums for a-nonqualified annuity are

paid in after-tax dollars, that is, such premiums are not

deductible from gross income. Furthermore, current law does not

allow interest on annuities to escape tax -- it only permits a

deferral of tax. All income credited to the contract is

eventually taxed at ordinary income tax rates when money is

actually received by the policyholder. Ordinary income tax rates

apply even though, in the case of variable annuities, a portion

of that income may have been generated from long-term capital

gains.

In 1982 and 1984, Congress, after exhaustive review,

made substantial changes to the tax treatment of annuities in

order to ensure that such contracts are utilized for long-term

investment and retirement purposes. As a result of these

changes, if a policyholder makes a premature withdrawal from an

annuity contract, the amount-withdrawn is considered to come

first from gain that has accrued under the contract, until all

such gain has been taxed. In addition, with limited exceptions,

a penalty tax of five percent is imposed on withdrawals from a

deferred annuity that occurs before the holder has reached age

59-1/2. For these purposes, a loan against, or pledge of, the

annuity contract is treated as a taxable distribution.

Furthermore, to curb any potential for continuing deferral of tax

after the death of the annuity policyholder, a provision was

- 4 -
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added in 1984 requiring (except in the case of a transfer to a

surviving spouse) that distributions under the contract, which

operate to terminate any tax deferral, be commenced at the time

of the policyholder's death. In addition, the Technical

Corrections Act of 1985, which is currently pending before this

Committee, would expand these "forced distribution" rules to

include transfers by gift as well as by reason of death.

Our experience has shown that the changes enacted in

1982 and 1984 ensure, as the Congress intended, that annuities

will be used for their basic purpose -- to provide fov the

long-term retirement needs of the American people. Hence, the

fundamental objection to deferred annuities raised by the

Administration in its tax reform proposal -- that they can be

used like a bank savings account to shelter short-term savings -.

has already been addressed by Congress. The Administration,

which supported the 1982 and 1984 revisions, has presented no

evidence that additional changes are needed at this time.

In support of its Proposal, the Administration does

argue that such taxation is necessary to ensure that annuity

contracts are not accorded more favorable tax treatment than

"savings" instruments with other financial intermediaries.

Otherwise, according to this line of argument, the flow of

"savings" dollars will be directed to life insurance companies

and away from other financial intermediaries.

Mr. Chairman, the premise of the Administration's line

of reasoning -- that annuity contracts are essentially no

different from bank savings accounts -- is entirely faulty. In

- 5 -
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contrast with savings deposited in financial institutions, the

purchase of a deferred annuity also confers on the policyholder a

guarantee that, at retirement, these savings, plus interest, will

be returned to the policyholder in the form of a stream of

payments that will continue for the balance of his or her life.

The decision by Congress to impose a penalty tax on

pre-retirement withdrawals from a deferred annuity operates to

ensure that annuity contracts will in fact be held until the time

of retirement. These considerations operate as a detecrent to

the purchase of annuities for purposes other than retirement, and

significantly undermine the Administration's unsupported

apprehension that preservation of the existing tax treatment of

annuities will divert non-retirement savings to annuity companies

from other financial intermediaries. Indeed, the Administration

has offered no convincing argument to the contrary and has not

presented any evidence demonstrating that other financial

intermediaries have experienced a decline in deposits due to

annuity sales.

In its Proposal, the Administration has also argued

that the current tax treatment of annuities favors wealthy

individuals, since such individuals have more disposable income

available for savings. Such "reasoning", however, totally

ignores the fact that wealthy individuals can achieve much

greater rates of return and tax preferences from other

"investments", such as, for example, municipal bonds.

Finally, the Administration has totally failed to

anaylze the role that deferred annuities play in individual

- 6 -
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retirement planning. In this connection, the Proposal is

especially noteworthy for what it fails to say. There is no

doubt that annuities serve a valuable social function in ensuring

that individuals have adequate income during their retirement

years. Mr. Chairman, one of the greatest fears expressed by our

customers -- both old and young alike -- is the real or

anticipated inability of social security (1) to keep pace with

inflation for those already retired, and (2) to provide any

benefits at all for those whose current contributions are being

counted on to carry the system. As recent events- have shown, a

financially sound social security system alone cannot ensure that

an individual's retirement years will be free from financial

worry. It is critical, then, to support savings programs which

bridge the gap between social security benefits and an adequate

retirement income.

while Individual Retirement Accounts ("IRAs") offer an

important supplement to personal savings for retirement, they do

not, nor can they, meet every individual's needs. For example,

during their early working years and their family-rearing years,

many middle income individuals are just not financially able to

set aside $2,000 each year in an IRA. As a result, the funds

they ultimately contribute to an IRA, beginning at age 45 or 50,

will not provide sufficient retirement income. That same

individual could, however, purchase an annuity contract at age 50

and still be assured that he or she will have adequate retirement

income. With an annuity, an individual is guaranteed that he or

she can receive periodic payments for life, thereby offering a

- 7 -



511

way of eliminating the risk, and the fear, of out-living one's

resources. The reason that only with an annuity can an individual

be guaranteed lifetime income is that such a guarantee involves

the assumption by the insurance company of substantial mortality

risks for years into the future. While banks may guarantee

specified interest rates, they cannot make lifetime guarantees.

Because of this, the annuity has been characterized as the most

certain, convenient, and complete protection against dependency

available to an individual today. And, as we already have

pointed out, because annuities are purchased with tax-paid,

rather than tax-deductible, dollars, existing tax treatment of

annuities is far less favorable than that accorded IRAs. Indeed,

the tax deferral present in a deferred annuity is a very modest

incentive to individuals who are genuinely concerned about the

adequacy of their retirement income.

Rather than discouraging savings through annuity

contracts by adopting the Administration's Proposal, Congress

should act to preserve the incentive to retirement saving through

such socially desirable arrangements. This is especially

appropriate since, like other life insurance products, annuities

play an important role in our nation's economy as a source of

investment capital. Through the end of 1983, for example, life

insurance companies had invested over $150 billion in all forms

of investment, thereby placing life insurance companies fourth

among all private domestic institutional sources of funds.

Taxing the inside build-up on-annuity contracts would curtail the

- 8 -
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availability of such funds for long-term investment and would

significantly impede capital formation.

CONCLUSION

The Committee of Annuity Insurers urges this Committee

to reject the Administration's Proposal to tax the inside

build-up on annuity contracts. The current basic tax treatment

of deferred annuity contracts -- which has prevailed since 1913

-- is grounded in sound tax and social policy. A policyholder

should not be taxed currently on.income he or she has-not

received, either directly or constructively. As a matter of

social policy, the reasons for the traditional taxation of

annuities have not diminished with time. In fact, today more

than ever we as a Nation need to encourage individuals to provide

for their own security in their retirement years. For many, the

annuity provides an essential supplement to public and private

pension plans. For others, it provides the only source of

retirement income outside of social security. The annuity

contract must be allowed to survive.

October 1, 1985

- 9 -
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COMMITTEE OF ANNUITY INSURERS

Aetna Life & Casualty Insurance Company

Allstate Life Insurance Company

American General Life Insurance

American National Life

Anchor National Life Insurance

Capital Life Insurance Company

Capitol Holding Corporation

Charter Insurance Group, Inc.

Church Life Insurance Corporation

CIGNA Insurance Companies

Equitable Life Assurance Society of the United States

Family Life Insurance Company

Fireman's Fund Insurance Company

Guardian Life Insurance Company of America

Hartford Life Insurance Company

IDS Life Insurance Company

Integrated Resources Life Companies

Kemper Life Insurance Companies
Keystone Provideit Life Insurance Company

Life Insurance Company of the Southwest

National Benefit Life Insurance Company

Nationwide Life Insurance Companies

New England Mutual Life Insurance Company
New York Life Insurance Company

Northwestern National Life Insurance Company

Sun Life of Canada
The Manufacturers Life Insurance Company

The Travelers Insurance Companies

September, 1985
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STATEMENT OF JOHN P. MASCOTTE, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, CONTINENTAL CORP., NEW
YORK, NY, ACCOMPANIED BY DEAN O'HARE, EXECUTIVE VICE
PRESIDENT, THE CHUBB CORP.
Senator BENTSEN. Mr. Mascotte.
Mr. MASCOrrE. Senator Bentsen, I'm John Mascotte, chairman of

the board and chief executive officer of the Continental Corp. Join-
ing me here today is Dean O'Hare, executive vice president of the
Chubb Corp. The Chubb Corp. and Continental are jointly submit-
ting my oral remarks as well as a submitted written statement,
which I will give you at the end of my comments.

I would like to return, Senator, if you don't mind, to a subject
discussed rather extensively this morning in the first panel. And
that is the issue of the consolidation of property and casualty com-
panies. And rather than simply read my statement and that of Mr.
O'Hare's into the record, I would like to simply submit that to you
and respond to a couple of the objections that earlier testimony has
elicited.

Senator BENTSEN. We will be happy to have it for the record.
Mr. MAscorrE. Thank you very much.
There are really two questions that appear to surface as the ob-

jections, the principal objections, to eliminating the consolidation of
property/casualty companies with both nonlife companies and life
companies. The first of those is that somehow property/casualty
companies should not be singled out for exclusion from the benefits
of consolidation since other entities are allowed to consolidate.

I would like to point out to the members of the committee what
the whole principle of tax consolidation is based on the premise
that entities which otherwise could be branches of a single organi-
zation but which might choose to be separately incorporated to
create limited liability or to meet the needs of an individual State's
jurisdictional limitations operate-those principles of consolidation
operate to allow for tax purposes the aggregate of similar entities.

By definition, property and casualty companies aren't such enti-
ties. They are required by State law to be separately incorporated
and separately regulated. And, indeed, they are equipped, as you
have already heard this morning, with a very conservative account-
ing system that focuses on balance sheet strength in order to
assure policyholder solvency. Since those entities are different, we
believe they, by definition, should not, therefore, be seen as just
like other companies, and therefore made eligible for consolidation
with other non-PC entities.

The second significant objection that we have heard to the pro-
posal we have made to eliminate consolidation of property/casualty
companies goes something like this: "Gee, yours is a cyclical busi-
ness. The only reasom that you have generated all these losses that
are now being used by non-PC companies is that you are at the end
of the cycle. And since that's a pretty predictable pattern that prof-
its will improve and you will move into a taxable position again
anyway, why, in essence, create a long-term solution to a short-
term problem."

The answer to that question is really an interesting one because
it tends to lie in a shift that has occurred in our industry since con-
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solidation was allowed. The truth of the matter is that as interest
rates rise and the conservative concept of accounting that the stat-
utory accounting that we use in our system-what has happened is
that the property/casualty industry, in essence, has become a tax
shelter. The nature of the accounting conservancy, in effect, makes
it possible for us to constantly gin up, as many members of the
committee have already asked of earlier participants today-con-
stantly makes it possible for us to gin up tax losses.

We think the necessary conservancy needed in order to maintain
shareholder surplus and solvency in the industry makes the ac-
counting system an attractive one and a fair one for the industry.
But we would like to point out that that does not mean that those
tax advantages then ought to be drained off from the property/cas-
ualty industry and made available to the life insurance industry or
any other industry.

In our view, it is frankly rather unlikely unless we see a dramat-
ic decline in interest rates that, in fact, property/casualty compa-
nies will fall back into a taxable position, if you continue to allow
us to use the regulatory-the statutory accounting rules. That
being the case, if, in fact, this industry is going to tend to generate
substantial tax losses, those ought to be contained in this industry
to make sure that those benefits are not drained off to affect others
that you all did not intend to benefit in that manner.

Let me summarize very quickly by saying that we are-both the
Chubb and Continental are-for paying our fair share. And we
would be more than happy to work with the committee in estab-
lishing a fair system of taxation for the property/casualty industry.
But in doing so, please, let's start from a level playing field. And
we think that if you eliminate consolidation, you, in fact, will
create a level playing field and at the same time generate substan-
tial additional revenues. We estimate as much as $1 billion in 1986
could be achieved by the elimination of consolidation.

I would like to note in passing that both the Chubb and the Con-
tinental would be affected negatively in that sense by the proposal
we are making because we are both in the life insurance business
as well as the property/casualty business, and, indeed, we would
pay more taxes if you accept our proposal than we would if you
don't accept this change.

Thank you very much.
Senator BENTSEN. Thank you very much.
I have a hunch that Mr. Lebed would enjoy that kind of a debate

with you. I wish we had more time for it.
Mr. LEBED. I would very much.
Senator BENrSEN. What concerns me, and the statement has

been made here, that the life insurance industry has had, I guess,
over the last 3 or 4 years three different tax laws and now they are
talking about a fourth. There is one thing that business has to
have and that is some continuity as to the type of taxes that they
are being subjected to.

And we went a long way last year, as I recall, in trying to cut
out some of the differences, different ways, that life insurance com-
panies are treated from regular corporations, other types of corpo-
rations, as far as some of their deductions and that type of thing.
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And then we concentrated very heavily on those kinds of policies
that were structured as truly investment vehicles, and zeroed in
very much on economic income.

So I must say I have some concern. I share the feeling that we
have a real problem on long-term capital in this country, and it is
becoming more and more scarce. And that's true as we deregulate
banks, and we are doing a great deal of that to the S&L's. You
have got a lot more hot money involved.

And so where do you go for the long-term money? You go to a
life insurance company. And I don't want to see that source dry up.
And that's what concerns me about the inside buildup. Not just
looking after .you folks, but looking after the country as a whole.
That's what concerns me much more, in all candor.

One of the Ways and Means options-Mr. Anderson, I think you
addressed it-concerns deferred annuities and the inside buildup
there. Now, as I recall, individuals have a $100,000 safe harbor in
that situation. But they are apparently talking about treating cor-
porate deferred annuities different from individuals. How many of
them are bought by corporations, and how can they justify treating
one different from the other.

Mr. THOMAS ANDERSON. I do not have any specific statistics with
regard to the corporate clients buying annuities, but I've got to be-
lieve it's a very, very small percentage of those annuities that are
sold. The $100,000 dollar limit, of course, that you were referring to
is the Ways and Means proposal. I, frankly, think it is quite arbi-
trary. No. 1, if somebody should buy an annuity late in life and use
up his $100,000, and I would point out that most annuities are
bought by people in their. 50's, you can go through the mathematics
and determine whether you think you can live on what that
$100,000 might yield. Now maybe the $100,000 will work for a 22
year old if he has enough money to buy a $100,000 annuity. With a
compounding interest, it would probably work. But it's an arbitrary
number that has to be thought out a lot more than that. Plus, it is
still, in a limited way, taxing the inside buildup. And beyond that,
also, it is not even fair compared to some of the rules with regard
to limitations on corporate retirement plans where really you can
accumulate much more than that.

That aspect of the, Ways and Means Committee proposal, I think,
takes a lot more discussion. Our group has not had time yet to dis-
cuss that, although we will very shortly. But I think that is a real
trap that has to be looked at very carefully.

Senator BENTSEN. Thank you.
Mr. Beck, we heard Mr. Phillips in the last group talking about

401(k)'s and the repeal by the administration, requested by the ad-
ministration, on employer-sponsored savings plans. They would em-
phasize instead IRA's and spousal IRA's. Do you think-how do
you evaluate the IRA as compared to the 401(k)? And would you
give me your feelings about the proposed repeal of 401(k) and why?

Mr. BECK. Yes, Senator, I would be glad to. I have been a part for
several years, as I think you may know, of several other studies
dealing with the whole concept of pension policy in the United
States. And I think that the IRA program is going to continue to
build. It may happen a little slowly now. I think that the 401(k)'s,
absent legislation that would tear the heart out of it, will continue
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to grow. I would suggest that as some evidence of this in my own
company going back 15 years now we have had a thrift plan, and
that thrift plan permits an employee to get a contribution of 3 per-
cent from us, if he puts in 3 percent. And the employee can put in
an additional 10 percent.

For the last several years, our employees have averaged savings
of slightly over 10 percent, including the company 3, in every cate-
gory of salary except people, a small number of people, making less
than $10,000 a year. And their savings rate has been 9.7 percent.
Now I believe these savings are not transfers from other savings
programs. I believe they are totally new savings. And a great deal
of it comes about because of the concept of, first, the payroll deduc-
tion, and they don't pay taxes on the investment earnings of those
moneys until such time as they draw it down.

But it's regarded by our own employees as even more popular
than our retirement plan. So I suggest, sir, just to make this one
observation-that's 15 years. It takes a long time to change behav-
ior. It takes a long time for people to change basic attitudes. And I
believe that the IRA's and the 401(k)'s are going to continue to
grow in future years doing a lot more for savings than has been
done thus far.

Senator BENTSEN. I see my time has expired. Thank you verymuch.Senator MATSUNAGA. I believe Senator Bradley has come in.

Senator BRADLEY. Thank you, Mr. Chairman. I will just ask one
brief question.

I'd like to ask the panel-most of the testimony dealt with the
Treasury proposal, and I was curious as to what you thought of the
Ways and Means proposal as it relates to insurance. I mean from
the standpoint of inside buildup. That problem was resolved. And I
think some of the other problems. So I would be curious if you
would comment on the Ways and Means proposal as it affects the
insurance industry. And you might, since I have a sense of what
you might say-also give special attention to the question of policy-
holder loans and partial withdrawals.

Mr. LEBED. Would you like me to start?
Senator BRADLEY. Yes, if you would.
Mr. LEBED. I would make a comment in three different catego-

ries. In the area of life insurance, obviously, we welcome the aban-
donment of the idea of taxing the inside buildup and the abandon-
ment of the idea of changing the way life insurance reserves are
taxed. I agree with testimony given here earlier that the proposed
taxation of policy loans as if they were income is just as onerous as
taxing the inside buildup, if not more so. It would have all the
same negative impacts. It would be very, very distasteful to us.

In the property and casualty area, we are pleased to see the QRA
concept abandoned. But as many others here have testified, we
think the aggregate of alternate proposals would be at least as bad
if not worse than what was in the administration's proposal. And
that has been discussed in great detail.

The last point I would like to comment on is the new proposal to
repeal the special deduction for life insurance companies. Here's
what that is. After all other income calculations are made, taxable
income is reduced by 20 percent before the corporate tax rate is ap-
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plied. Now if you repeal that, in effect, it would be increasing life
insurance company taxes by 25 percent, which is obviously a very,
very major increase. When that special deduction was created last
year, I think there were two very important issues. One was to rec-
ognize the long-term nature of the life insurance industry. You
might think you know what profits you made this year, but actual-
ly it will be many years before you really know. And I think a good
case in point is what the future holds for the life insurance indus-
try losses related to this new disease, AIDS, that has everybody so
concerned. I think that's a good example of the unpredictable
nature of our business.

Second, the special deduction was intended to create interin-
dustry balance between the taxes paid by us and by other financial
institutions. And I believe it was perceived that this was accom-
plished. Now if taxes are changed for other competing industries in
a way that disturbs that balance, then it's not unreasonable to take
another look at our taxes and our special deduction. But in the ab-
sence of that, we feel very strongly that the special deduction
should be preserved exactly the way it was enacted a year ago.

Senator BRADLEY. Mr. Anderson.
Mr. THOMAS ANDERSON. I would second most of what Mr. Lebed

just said, and I will not repeat all the same things.
Senator BRADLEY. OK. Thank you.
Mr. THOMAS ANDERSON. I spoke a moment ago about the $100,000

cap that the Ways and Means Committee has introduced. Although
we are very thankful that they are throwing out the administra-
tion's proposal on inside buildup, again, that $100,000 limitation is
one that has to be carefully examined. And one further point that I
did not make previously on that is again that the deferred annuity,
the nonqualified annuity that we underwrite, is paid for with after-
tax dollars. That is a distinction that exists that should not be ig-
nored when it is compared to any other type of retirement vehicle.

Senator BRADLEY. Do you agree with Mr. Lebed that the loan
provision is as damaging as inside buildup?

Mr. THOMAS ANDERSON. I think it's damaging. I would not say it
is as damaging because the inside buildup issue essentially elimi-
nates whole life insurance and deferred annuities, and that is the
most serious thing within any of the proposals.

Mr. MASCOIrE. Senator Bradley, I would join both Mr. Lebed and
Mr. Anderson in overwhelmingly expressing the Continental and
the Chubb's pleasure in the elimination ofthe inside buildup. And
I think I probably stand fairly close to Mr. Anderson's analysis of a
comparison of that with the taxation, the proposed taxation, of
policy loans. Not perhaps as damaging as the inside buildup or as
fatal, but certainly not a very attractive way of raising revenue
and building these kinds of adjustments.

Those would be my only comments with respect to the life side.
On the property/casualty side, we note with some interest that the
Ways and Means Committee includes an elimination on the issue,
oaain, of consolidtion that I spoke to. And elimination of 65 percent

the capacity of offsetting P-C losses in non-P-C company affili-
ates. We think that's only a partial solution, frankly. That if some-
thing ought to be eliminated, you don't eliminate 65 percent of it;
you go all the way and create a real level playing field by eliminat-
ing 100 percent of the loss carryover potential.
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Those would be my only comments on the PC side.
Mr. BECK. Senator Bradley, I would share the reactions of the

others on the inside buildup and the reserve treatment. I think
that was the very appropriate conclusion to reach.

I find it very hard to understand the recommendation about
policy loan interest. I do not put that in the same magnitude as the
inside buildup. I find it hard to understand why this should be
treated differently than other interest and put in a special catego-
ry. I am concerned about preliminarily too soon dismissing the TIA
20-percent "hair cut." That was designed to be sure we were paying
as an industry the appropriate level of taxes. I think at the very
least we should wait until we see what the whole package is to try
and determine if anything further is needed as a contribution from
the industry rather than just eliminating this 20 percent.

Senator BRADLEY. Thank you very much.
Senator BENTSEN. Senator Matsunaga.
Senator MATSUNAGA. Thank you, Mr. Chairman.
Mr. Mascotte, in your opposing the existing consolidated return,

is it fair to conclude that you are saying that the present system is
forcing PC insurance companies into mergers with life insurance
and other noninsurance companies?

Mr. MASCOTTE. I don't think there is much question about that,
Senator. If you take a look at the largest property/casualty compa-
nies in the last 10 years, you will notice that over half of them
have now wound up either affiliated with a life insurance company
or being acquired by a noninsurance parent. And the reason for
that, again, as I mentioned in my earlier testimony, now that our
industry is capable of producing substantial tax shelters, assuming
you allow consolidation to continue, those shelters are going to find
an outlet in some nonproperty/casualty entity. And, clearly, the
most effective way of achieving that is to create either mergers or
acquisitions, which will have, I think, the effect of the elimination
of independent PC companies.

Senator MATSUNAGA. Is your company involved in PC as well as
life?

Mr. MAsco-r. Oh, yes. As a matter of fact, we are more in-
volved in property/casualty. We are, frankly starting life oper-
ations because as a defensive measure under the theory that if we
can't beat them, we've got to join them. We are, in effect, going to
have to build our own non-PC income.

Senator MATSUNAGA. But with your experience in both, is it not
evident to you that PC's and life are different, especially in projec-
tion of what your liabilities are going to be?

Mr. MAscoarr. I think a number of witnesses here today have
provided ample testimony to the fact that predictability is very dif-
ficult to assure in the property/casualty business. Not just because
of catastrophes, but because of shifts in judicial awards, et cetera. I
think predictability in terms of acturial predictability is now much
easier to achieve on the life insurance side. So there is not in effect
a similar predictability.

Senator MATSUNAGA. Well, my concern, of course, as with other
members of the committee, I am sure, is how much more will the
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insured be paying if we do away with consolidated return for PC
insurance.

Mr. MASCOTTE. Well, Senator, I'm not so sure that you could
draw any inference on pricing either lower or higher. I suppose you
could make an argument either way. I think pricing in the proper-
ty/casualty industry tends to flow more from overall competitive
factors. When there is a segment of the industry that has a tax ad-
vantage through consolidation over its competitors, that may lead
either to an attempt to enlarge market share by crowding out
others or keeping prices artificially low for a period of years in
order to disadvantage those that don't have an ability to offset
those prices, those tax losses.

What you clearly see, I think, is a real attempt in the last 10
years to prolong cycles by using tax losses in consolidating transac-
tions. And I think that's one of the reasons you are seeing a rather
violent swing today in both pricing and in capacity. We are being
accused as an industry today, ironically, by statutory regulators of
not having enough surplus. Perhaps by some here ii Washington,
assuming we have too much surplus, and therefore' we ought to
have some of the tax, and at the same time not providing adequate
markets. And it is awfully difficult to rationalize capacity in our
industry,. And I think one of the reasons for that is that tax loss
utilization by only a portion of the industry is exacerbating the cy-
clical swing.

Senator MATSUNAGA. Industrywise, your views would be minority
or majority?

Mr. MAscorrE. Well, that's an interesting point. I think if you
took the total number of companies in the industry, you would find
us rather substantially in the majority. If you take the number of
entities that are already doing a substantial amount of non-PC
business, either life or nonlife, there is no question we are a decid-
ed minority.

Senator MATSUNAGA. Thank you, Mr. Mascotte.
I have a question for Mr. Beck. As you know, the administration

proposed the elimination of the 401(k), deferred compensation plan,
in Treasury I, and reinstituted a modified 401(k) program in Treas-
ury II, and has proposed, again, elimination obstensibly for revenue
purposes. In your view, what is the key advantage of 401(k) plans
over the administration's chosen vehicle for retirement savings;
that is, IRA? And does it effectively encourage new savings?

Mr. BECK. Sir, I do believe, Senator, that it does produce new sav-
ings. And I think it will do more and more so over time as more
companies implement plans, provided they begin to see a tax at-
mosphere around that suggests that they don't introduce a plan
and immediately find that it no longer has the tax advantages
originally perceived.

People do put more and more money into plans like this, espe-
cially with payroll deduction systems. We do need that kind of cap-
ital. As Senator Bentsen suggested in some of his earlier comments
where he was so concerned about capital being available, this is a
major way of accumulating capital where people believe they do it
on a painless, gradual way and they will make those contributions.

Senator MATSUNAGA. Thank you very much.
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Mr. Lebed, I'm going to let you extend your remarks in response
to Mr. Mascotte stating he represents a majority viewpoint. But we
do have to close these hearings.

Mr. LEBED. I have probably shown my discomfort, so I appreciate
this very much. Let me just say briefly that my company, the
CIGNA Corp., which is a multiple line company, would want to be
on record as stating that the proposal to completely eliminate prop-
erty and casualty consolidation would be grossly unfair discrimina-
tion against property and casualty companies. In fact, the present
restriction on consolidation with life companies is unfair discrimi-
nation.

To support my position let me just tell you the experience of my
own company in 1984. On gross revenues of roughly $4 billion in
our property and casualty operations, we had underwriting losses
of roughly $1 billion. We had investment income of roughly $600
million, for a net bottom-line loss of $400 million. And if that were
the loss of a free-standing company, we would have been in serious
trouble. Fortunately, because of the combined company, we infused
into the property and casualty operation over half a billion dollars
of new capital to keep that operation very strong, vibrant and
healthy, which is certainly in the best interest of our policyholders
and the public generally. Clearly, we were and we behaved as a
single economic unit, which is the foundation for the principle of
consolidation. \

When all of that settled down and we figured out our consolidat-
-ed results, we had a small gain on our bottom line. But our income

taxes were $71 million on income of $142 million, for an effective
tax rate of 50 percent, which is in excess of the maximum corpo-
rate rate of 46 percent.

I believe several other multiple-line companies had effective tax
rates in the 70-percent range.

Senator MATSUNAGA. Thank you very much.
Both of us have a meeting we are supposed to be attending. And

I might say, gentlemen, that the one thing you probably ought to
work on is an actuarial table on tax laws to see how long they are
going to stay on the books. [Laughter.]

Thank you very much.
[Whereupon, at 12:45 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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AMERICAN ACADEMY OF ACTUARIES
i633 K STRUET. N.W. 0 SUITE 31S WASHINGTON. D.C. 20006 . (202) 223-81%

September 30, 1985

The Honorable Bob Packwood
Chairman
Committee on Finance
219 Dirkuen Senate Office Building
Washington, D.C. 20510

Dear Senator Packwood:

The American Academy of Actuaries Committee on Life Insurance
has been asked to furnish the Committee with comments on the
portion of the Administration's proposal (The President'sTax
Proposals to the Congress for Fairness, Growth, and Simplicity)
dealing with the life insurance company reserve deduction.-

The American Academy of Actuaries is a professional
association of actuaries involved in all aspects of actuarial
work. It is not an. industry association. Its purpose in making
these comments is to address solely the actuarial aspects, of the
life insurance company reserve provision, and the premises which
underlie it. It does not intend to deal with questions of tax
policy, leaving those instead for debate among the Congress, the
companies affected, and other interested parties.

The Proposal

The Administration proposes that, for purposes of computing
taxable income, the life insurance reserve for any contract be
limited to the cash surrender value of that contract, adjusted for
any surrender charge or penalty.

The Premises

The proposal appears, based on Chapter 10.08 of the General
Explanation, to rest on the following premises:

1. The premium for any non-term life insurance policy can
be divided into a loading component, a term insurance
component, and a *savings' component. This last
component serves (together with investment income
earned on it) to help cover higher term costs in later
years, and it is also available to the policyholder as
cash surrender value.
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2. The cash surrender value is an objective measure of
the policy reserve because it is the amount the
company will pay the policyholder to give up his
rights to future benefits under the policy.

3. The provision of current law which provides for
reserve deductions based on the greater of cash
surrender value or policy reserve overstates the
reserve deduction (especially in early years) because
the policy reserve is calculated on "conservative*
state regulatory requirements.

Discussion

There are several misconceptions underlying the premises on
which the proposal is based. The most serious -- and the most
obviously incorrect -- is the equating of cash surrender values
with the reserves for policy claims and benefits. Reserves and
cash values serve entirely different purposes, and failure to
recognize this fact has contributed to an illogical proposal.

Policy reserves are funds set aside from current income to
reflect a life insurance company's future obligations under its
policies. They are amounts the company estimates it needs, along
with future premium income, in order to meet those obligations.
Cash surrender values, on the other hand, are policy benefits
required by the insurance laws of the various states. These
benefits are provided to policyholders who terminate their
policies before they mature, and are set at a level designed to
maintain equity between the terminating policyholders and those
who continue their policies.

The fundamental distinction between reserves and cash values
is clearly demonstrated by examining the legal minimum
requirements for them, and by considering examples of types of
insurance policies and benefits. State requirements are distinctly
different for minimum reserves as compared with minimum cash
values. To begin with, the interest rates and certain other
factors used to calculate the two items aredifferent. In
addition, cash values are required only for certain types of
policies and benefits, whereas reserves are required for all
policies and benefits involving future obligations. Some examples
of where cash values are not required but reserves need to be
established are: most types of term insurance many whole life
insurance policies that have been in force only a year or twol and
various additional benefits provided under life insurance policies
such as accidental death, disability waiver of premium, and
guaranteed insurability benefits. Other examples among policies
and contracts issued by life insurance companies are health
insurance policies and certain annuity contracts. In one instance
of this type, current annuity contracts that may not be
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surrendered for cash, the Administration's proposal indicates that
a special rule will be provided. However, in all other situations
where reserves are required but cash values are not provided, the
proposal would prohibit a company from properly reflecting its
future contractual obligations in determining taxable income.

Another significant misconception underlying the proposal is
that the legally required reserves are excessively conservative
and therefore are not appropriate for measuring the "true"
liability of a company for its future benefit obligations. This
premise fails to recognize that in recent years the individual
states have amended their reserve requirements in order to reflect
contemporary circumstances. A new mortality table, the 1980 CSO
Table, has been adopted. This table includes refinements to
reflect various elements of risk classification such as the
effects of underwriting applicants for insurance and the
differences between smoker and nonsmoker mortality. Even more
significant from a financial standpoint is a provision now in the
valuation laws under which the interest rates used to calculate
minimum statutory reserves are redetermined annually to reflect
changes in the level of market interest rates.

It is clear to most actuaries that, rather than being overly
conservative, current statutory reserve requirements are not
sufficient to assure adequate provision for the future obligations
of all companies in all situations. For example, statutory
requirements may not be adequate where a company can expect higher
than average mortality because of its underwriting practices. Nor
do these requirements consider the potential losses resulting from
investments whose maturity dates and income schedules are not well
matched with benefit cash flows.

These and other potentially adverse deviations are dealt with
by state requirements that a life insurer's actuary certify that
"good and sufficient provision" has been made for all future
obligations. The present tax law denies companies credit for
necessary reserve amounts in excess of minimum statutory
requirements, and further reduction of such credit would
exacerbate an already troublesome situation.

Life insurance companies generally hold reserve amounts
substantially in excess of the minimum statutory requirements.
Furthermore, life insurers, like other companies, require capital
to operate. Because of the substantial cost of writing new
business, there is a continual need for additional capital to
finance growth. For that reason, and because no tax credits are
received, the establishment of reserves in excess of the minimum
statutory requirements represents a meaningful recognition that
more, not less, than the minimum is often required.

State insurance regulators are concerned that, in some
instances, insurers adhering fully_tolegal requirements may still
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not be providing adequately for their benefit obligations in the
reserves they are establishing. At it March 1985 meeting, the
National Association of Insurance Commissioners authorized the
establishment of a special task force to suggest an approach that
can be used by regulators of individual states to address these
concerns.

Conclusion

It is clear that the Administration's proposal to limit life
insurance reserve deductions to the increase in cash values cannot
be supported either by actuarial theory or by current day
circumstances and practices. The proposal fails to give credit
for the charges against current income that are necessary to
reflect properly an insurer's future contractual obligations.
We strongly urge that the proposal not be adopted.

Very truly yours,

AMERICAN ACADEMY OF ACTUARIES
COMMITTEE ON LIFE INSURANCE

Gary E. Dahlman, Chairperson
Peter F. Chapman
Douglas Doll
Stephen H. Frankel
William L. Hezzelwood
J. Alan Lauer
John J. Palmer
Jan L. Pollnow
William G. Poortvliet
Anthony T. Spano
John E. Tiller, Jr.
David M. Welsh
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STATEMENT BY
ANCHOR NATIONAL LIFE INSURANCE COMPANY

IN OPPOSITION TO
THE ADMINISTRATION PROPOSAL TO TAX

CURRENTLY THE YEAR-BY-YEAR INCREASE IN THE CASH VALUE OF
NONQUALIFIED DEFERRED ANNUITIES AND LIFE INSURANCE

Anchor National Life Insurance Company ("Anchor

National") is a life insurance company organized under the laws

of the state of California and admitted to conduct an insurance

business in the District of Columbia and all states except

New York. Anchor National has over $5 billion of life-insur-

ance in force and has approximately 17,500 insurance agents

appointed and licensed to sell life insurance policies and

annuity contracts.

At the end of 1984, Anchor National had written

almost 125,000 deferred annuity contracts. As of July 1, 1985,

the average cash value of the Company's policies was under

$11,500, and the average cumulative premium received for each

policy was approximately $8100.! The average age of annuity

purchasers was 51.7 years.

Anchor National opposes the Administration proposal

to tax the year-by-year increase in the cash value (internal

build-up) of nonqualified, deferred annuities and cash value

life insurance. Because many other interested parties have

addressed the issues concerning the taxation of life insurance,

1/ Unlike IRA contributions, annuity premiums are not
deductil...e by the policyholder.
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this statement will concentrate on the issues relating to

annuities.

In summary, Anchor National submits that the Adminis-

tration Proposal is ill-conceived for the following reasons:

-- Taxation of inside build-up would thwart the

desirable goal of encouraging individuals to

save for retirement. Te burden of this change

would fall not on the wealthy but on the middle

class: as noted above, the average cash value

of an Anchor annuity is less than $11,500, while

the average policyholder investment is only

about $8100.

-- Contrary to its stated purpose, the Proposal

would not insure a "level playing field" among

comparable financial institutions and products,

due to the fundamental differences in function

and product design, and the disparate federal

and state regulation of the various types of

financial institutions and products.

-- Congress has examined the taxation of annuities

twice in the last three years, and hAs changed

the tax treatment to discourage the use of

annuities as short-term investment vehicles.

Further changes at this time are unwarranted and

unnecessary.
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-- Taxation of inside build-up is contrary to the

principle that tax is not imposed on amounts

that cannot be received without sacrificing sub-

stantial rights and benefits.

-- Taxation of inside build-up would inhibit eco-

nomic growth.

Historically, deferred annuities have-served a valu-

able and meritorious purpose. That purpose -- to encourage

thrift and independent planning for a financially adequate

retirement income -- deserves the continued encouragement

afforded by present law. The Administration tax reform pro-

posals would reverse the historical tax deferral treatment

accorded to the internal build-up in annuities since 1913.1/

If enacted, the proposals regarding the internal build-up in

deferred annuities will not promote fairness, will restrict

growth, and will destroy the simplicity of tax result that is a

cornerstone of the President's Proposal.

A brief review of the purpose, features and current

tax treatment of deferred annuities is in order. Unlike life

insurance, which protects against the risk of early death, the

annuity contract protects against the risk of outliving one's

life expectancy and thereby exhausting one's means of support

in retirement. Due to their unique function of providing a

1/ The formulae for taxing annuity payments had changed
periodically, but the bedrock of tax policy respecting deferred
annuities has remained throughout -- no taxation while the
value is accumulating in the annuity.
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guaranteed lifetime income, deferred annuities join with social

security, employer provided pension programs and IRAs to

provide a safety net of retirement income. If continued and

adequate encouragement is provided, deferred annuities will

serve to lessen dependence upon and the ultimate pressure for

ever-increasing levels of social security benefits.

The deferred annuity permits the contractholder, on

the basis of premiums paid during his working years, to accumu-

late a fund to provide income after retirement. An annuity

contract can be purchased for a single premium or on a periodic

premium basis. A death benefit equal to the accumulated value

of the contract is typically payable to a named beneficiary in

the event of the death of the annuitant prior to the commence-

ment of the contract benefit. A loan provision is usually

available. Aside from any loan provision, funds may be with-

drawn from the contract only by a surrender of the contract

benefits. Surrenders are subject, in many instances, to the

imposition of a surrender charge.

Interest is guaranteed on the accumulated contract

value at a rate specified in the contract. Additional interest

amounts are guaranteed in advance on a yearly or other periodic

basis. Those additional interest guarantees are possible due

to the generally higher yields currently available in the money

markets, efficiencies in the conduct of the life insurance

business, and a willingness on the part of those insurers to

accrue to their contractholders a greater portion of the
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interest earnings on their premiums.-/ Presently Anchor's

periodic guaranteed interest rates range from 8.25% to 9.25%.

Periodic income is guaranteed for the life of the

annuitant commencing on the retirement date (usually age 65 or

70). The insurer assumes the risk that the annuitant may out-

live his or her life expectancy. The insurer is thus obligated

to provide the guaranteed income in a periodic amount fixed at

retirement for however long the annuitant lives. Often the

policy permits the holder to specify a period certain, during

which the Company will guarantee to pay benefits for a fixed

number of years, in addition to the life annuity. In this way

the purchaser can protect against the early death of the

annuitant by the selection of a beneficiary to receive the

balance of the period certain payments.

Under present law, premiums on nonqualified deferred

annuities are paid with after-tax income. That is, unlike

IRAs, no deduction of the purchase price is allowed to the

individual. The interest portion of the annuity value is taxed

as payments are made to the annuitant. Thus, taxation of the

internal build-up is merely deferred, not eliminated: when the

accumulated value is paid out in the form of annuity payments,

the recipient is subject to tax on the deferred income. Death

1/ The insurance industry generally has been criticized in
recent years for its low rates of return on the cash value of
life insurance policies. Staff Report to the Federal Trade
Commissioner. Life Insurance Cost Disclosure (July, 1979).
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benefits payable by reason of the death of the annuitant during

the deferral period are taxable to the extent of deferred

income. In short, in no instance does any income from a

deferred annuity contract escape taxation.

Changes made by Congress in 1982 and 1984 refine the

taxation of annuities, with a view toward ensuring that the

deferred annuity will be used pnly aA a long-term retirement

income vehicle. In the Tax Equity and Fiscal Responsibility

Act of 1982 (TEFRA), Congress sought to "level the playing

field" to ensure that deferred annuities were not used as

short-term vehicles in substitution for bank deposits and CDs.

TEFRA reversed the ordering rules relating to partial contract

surrenders, requiring that income withdrawn be treated first as

taxable income to the extent of such income in the contract.

Loans were effectively eliminated by treating them as taxable

withdrawals. Additionally, a penalty tax of 5% was assessed

against taxable interest income withdrawn or borrowed prior to

age 59-1/2 or 10 years from the date of the contract, whichever

occurred earlier.

The Tax Reform Act of 1984 further restricted the

owner's ability to borrow against or surrender the contract by

imposing a penalty tax on such activity at any time prior to

age 59-1/2 regardless of how long the premiums were invested in

the contract. Additionally, new definitional language requires

a distribution of contract values within a specified period

upon the transfer of the contract by reason of the death of the

a
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owner. The Technical Corrections Act to the 1984 Tax Reform

Act, now pending as H.R. 1800, would expand these forced

distribution rules to include transfers by gift as well as by

reason of death.

It is submitted that the re-examination of the annuity

issues within the broader context of the 1985 tax reform pro-

posals is untimely and seeks to correct alleged abuses in a

product that has been examined in great depth by Congress no

less than three times in the last eight years and twice in the

last three years. In these past considerations, Congress has

examined arguments that tax deferred annuities are tax shelters,

that they unduly benefit the rich, and that they create an

"uneven playing field," unfair to other financial institutions.

In 1978, the concept of tax deferral of internal build-up was

found to have merit and the "tax shelter" and "benefit the rich

theories" were rejected. In 1982, legislation eliminated

unduly favorable elements of the program and "leveled the play-

ing field" with changes that made the use of the deferred

annuity as a possible replacement for CDs and other short-term

instruments undesirable. Indeed, the Joint Committee concluded

its discussion of the changes enacted by TEFRA with the state-

ment that "the use of deferred annuity contracts to meet long-

term investment and retirement goals [is) still a worthy ideal."

Joint Committee of Taxation, General Explanation of the Revenue

Provisions of thQ Tax Equity and Fiscal Responsibility Act of

1982, 361 (1982).
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In addition to further restricting the use of dnnui-

ties as short-term investment vehicles, the 184 Act specifi-

cally requires the Treasury (in consultation with the Joint

Committee on Taxation, the Ways and Means Committee and the

Senate Finance Committee) to conduct "a full and complete

study" of the taxation of life insurance. Section 231 of the

Act provides that the study "shall also include an analysis of

life insurance products and the taxation thereof." Treasury is

to submit interim reports to the Ways and Means Committee and

the Senate Finance Committee on July 1, 1986, 1987 and 1988. A

final report is to be submitted on January 1, 1989.

Congress mandated these studies to determine whether

the 1984 Act changes to annuity taxation were effective and

appropriate in light of subsequent industry experience. Yet

the ink was scarcely dry on the 1984 Act -- with even the first

of the interim reports almost two years away -- when the

Treasury, in November 1984, proposed to change the taxation of

annuity contracts once again. Viewed against this legislative

background, reconsideration of the annuity issues at this time

is simply premature.

A brief analysis of the Administration proposals to

tax internal build-up in deferred annuities and life insurance

reveals their devastating effect on the contractholder, on the

life insurance industry and on the thousands of small business-

men and women who make up the professional insurance sales

force in the United States. The loss of tax-deferred internal



534

build-up would require that the industry find a public accep-

tance for cash value policies that in the deferral period pro-

duce taxable income without any corresponding cash that can be

used to pay taxes. The willingness of the public to accept and

to purchase a vehicle generating current taxable income without

corresponding cash flows is untested and highly questionable.

Alternatively, the industry will be confined to the

sale of term insurance and cash value qualified plan products.

As one of the leading companies in the movement to provide

greater rates of return to the consuming public, it is Anchor

National's experience that a viable agency force cannot be

maintained on commissions generated solely from the qualified

plan and term insurance markets. Thus, the predictable result

of the Proposal is a massive contraction in the size of the

industry and a reconcentration on qualified plan and term

insurance markets.

Tax reform In itself is a laudable goal. Abuses and

special preferences could be eliminated in the pursuit of such

reform, however, without the wholesale destruction of any

industry.

Appendix C to the Administration proposal projects

income to the Government from the repeal of deferral of inside

build-up on annuities at approximately $1 billion over five

years through fiscal year 1990. While this amount appears

de minimis in connection with a $600 billion proposal, we do

not believe that this amount or any significant amount of
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revenue at all will be collected if the proposals are adopted.

The more likely scenario is that the elimination of tax

deferral of internal build-up will result in the elimination of

the product line entirely, producing no net tax effect.

One argument advanced by the Administration is that

the tax deferral of annuities favors wealthy individuals.

Contrary to this assertion, however, the experience of Anchor

National demonstrates that the primary appeal of the deferred

annuity is to the middle class. This is demonstrated by the

company's average current policy cash value as of July 1, 1985,

of approximately $11,500 (considered on the basis of accumu-

lated premiums plus interest), and the average cumulative

premium received per policy of approximately $8100. Further,

the average age of purchasers of 51.7 years (determined in a

special study of annuity production during June of 1985) demon-

strates that the funds are being invested for retirement

purposes and remain in the policy until the retirement years.

The 1982 and 1984 Tax Act changes effectively have eliminated

the use of annuities by younger individuals as short-term

investment vehicles.

The middle class marketing orientation is evident in

the current range of minimum annual premiums which will be

accepted by the company for an annuity. That range is between

$240 (payable at $20 per month) and $1500. Thus, a purchaser

of relatively modest means is able to afford an annuity. It is

precisely this group that should be encouraged to plan for
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long-term retirement savings, and it is this group that, if

forced by the adoption of the Administration's proposals to pay

a tax on funds that will not be withdrawn for many years, would

be most inclined to stop purchasing annuity contracts. The

wealthy, who are capable of affording greater risks, can

achieve much better rates of return and tax benefits through

more elaborate means, such as the purchase of municipal bonds

or tax shelter programs. The reform proposals cannot be said

to promote fairness when they will result in the elimination of

a valuable savings vehicle of particular use to those of

limited financial opportunities.

Further, the life insurance industry has uniquely

provided a massive source of capital for growth in this country.

In 1983, for example, net investments in U.S. capital markets

by life insurance companies totaled $56.6 billion, placing life

insurance companies third among all private domestic institu-

tions as a source of funds. Taxation of the internal interest

build-up on annuity contracts and life insurance would signifi-

cantly curtail the availability of such funds for long-term

investment and therefore would impede capital formation.

The life insurance industry in the past has been an

especially efficient collector of small amounts of premiums.

Its performance of this role has enabled the average working

class American over the years to create an estate by the

concentration of those premiums and cash values into retirement

and death benefits. The loss of the tax deferral of the cash
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value of annuity and life insurance products will mean the

destruction, both on an individual basis and on a macro-

economic basis, of an important engine for economic growth in

America.

Finally, the proposal to eliminate tax deferral of

internal build-up violates the fundamental principle of'the

Internal Revenue Code that income is recognized and therefore

taxable only at the time of its receipt or accrual to the

taxpayer. The Administration proposals would be inconsistent

with the doctrine of constructive receipt, which is inappli-

cable where a taxpayer can receive funds only by giving up

valuable rights. In essence, the proposal would require the

taxation of the unrealized appreciation in annuity and life

insurance contracts. This result is the same as taxing the

appreciation in the value of a home, even though the owner will

not receive the proceeds of such appreciation until the house

is sold.

The Administration proposal indicates that the reason

for the elimination of the tax deferral of internal build-up is

that such deferral results in a major distortion of savings

flows from other financial institutions to the life insurance

industry. This allegation is not supported by any significant

studies of which the Company is aware. Further Congress

examined and rejected this argument in the proceedings on the

Revenue Act of 1978.
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Perhaps most important, the "level playing field"

argument is an attempt to compare apples and oranges. Bank

deposits and certificates of deposit are essentially different

than deferred annuities, both in nature and ultimate purpose.

Bank deposits and certificates of deposit provide short-term

liquidity and a degree of flexibility not present in annuities.

A deferred annuity represents a long-term vehicle for the

accumulation and payment of retirement income.

Even if one were to accept that banks and insurance

companies are in direct competition for the same type of con-

sumer savings, a proposition withwlich the Company disagrees,

it does not follow that the elimination of tax deferral of the

internal build-up on annuities is-either desirable as an end in

itself, or would create the desired "level playing field". The

regulatory climate outside the tax law is much more favorable

to banks and other savings institutions. For instance, banks

are exempt from SEC regulation on certificates of deposit and

other evidences of indebtedness that if issued by an insurance

company would require registration of both the salesperson and

the product itself. Federal deposit insurance for banks and

savings and loans has no real counterpart in the life insurance

area. Further, seventy percent of the average dollar expended

by the insurance industry in the annuity line of business goes

to reserves. American Council of Life Insurance, 1984 Life

Insurance Fact Book 62 (1984). In contrast, banks must hold in

-j
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reserve a maximum of only about twelve percent of their trans-

action accounts (checking accounts, demand deposits), and some

small banks may set aside a little as three percent. 12

C.F.R. 204.9(a) (1) (1985). Moreover, banks need not set aside

any reserves on late-muturing institutional time deposits

(long-term CDs sold to institutions rather than individuals).

Id. In view of these differences, the passage of these pro-

posals would not promote a level playing field; to the

contrary, it would leave the insurance industry structurally

uncompetitive.

In conclusion we believe that the deferred annuity

policy, with deferral of taxation on the interest accumulation

until such time as benefit payments result, is a valid and

necessary component of the larger national retirement income

policy. It is demonstrable that this product is purchased

largely by persons of middle income and modest means, generally

at later ages, for the primary purpose of providing an addi-

tional income source during requirement. The social and

economic benefits supporting the present tax policy are

-increasingly compelling due to the need to provide supplemental

benefits in addition to the basic minimum benefits provided by

social security. The proposals if adopted will not demonstrably

add even, the de minimis amounts assigned to it as future tax

revenues and is likely to result in greater expense to the

government than revenues gained due to the anticipated economic

dislocations. In short, the elimination of the tax deferred

internal build-up on deferred annuities does not fulfill any of

the tax reform objectives of fairness, simplicity or the promo-

tion of economic growth.
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Mr. Chairman, other distinguished Committee members, my name is John P.

!Mascotte, and I am Chairman and Chief Executive of The Continental Corporation.

Seated next to me is Dean O'Hare, Executive Vice President of The Chubb Corporation.

This statement is made jointly on behalf of both ccmpanies--we are two of the largest

independent underwriters of property-casualty (p-c) insurance in the United States.

The various trade associations have already testified to the

appropriateness of the regulatory accounting rules that for so many years have

provided the basis for the present method of income taxation. We firmly support the

positions set forth by them.

Without any intent to contradict or detract from these positions, I would

like to bring to your attention certain provisions of the Internal Revenue Code that

permit the tax accounting system of a p-c company to be used to shelter the income of

other companies-the consolidated return provisions of the Code.

The p-c business is a cyclical business. In the downturn of the cycle, a

p-c company generates large tax losses under its tax accounting rules which are

generally the same as the state regulatory accounting rules. Under state regulatory

accounting a p-c company tpreads its premium income over the term of the insurance

policy and deducts immediately acquisition expenses incurred; in addition, a p-c

company deducts currently its estimate of losses incurred and its estimate of

settlement expenses.

The accounting rules for p-c companies have as their underlying purpose the

preservation of company solvency to protect the interest of the policyholder. These

accounting rules cannot be availed of directly by any other type of business; only a

company chartered under State law to conduct a p-c business can use this accounting

system. Moreover, Treasury's revenue is protected as long as other companies cannot

avail themselves of the p-c statutory accounting rules to utilize otherwise

unutilized tax losses.

55-629 0-86--18



542

The delicate balance between protecting policyholders and the Treasury's

revenue is destroyed when others can avail themselves of the tax accounting rules

applicable to p-c companies. This can occur when a non p-c company files

consolidated returns with a p-c canpany to utilize its tax losses. %ben consolidated

returns are filed, the p-c tax accounting system is utilized by the non p-c corany

even though the non p-c company could not directly conduct the p-c business. This is

a unique phenomenon under the tax law in that most other tax accounting rules

available through consolidation can be availed of directly by all types of taxpayers.

Examples include depreciation, depletion, research and development expenses, etc.

The magnitude of the p-c tax losses used by non p-c companies through

consolidation can be gleaned frm the fact that over one half of the twenty-five

largest p-c companies are owned by non p-c companies, and from the fact that for the

year 1984 the United States p-c industry suffered gross underwriting losses of $21.3

billion which, after reduction by investment incane totaling $17.5 billion,

translated into a real economic loss for the industry of $3.8 billion. Although the

actual tax benefits obtained fram p-c/non p-c consolidation cannot be exactly

determined from the public record, Continental, from a review of annual reports and

annual -statements of 10 large conglomerates with p-c affiliates, estimates that the

loss to the Treasury with respect to these 10 companies alone may have been as high

as $1 billion in 1984.

Before enacting any new tax on p-c insurers, we urge you to create a level

playing field by repealing the existing Code provisions permitting p-c insurers to be

included on a consolidated return with non p-c companies.

I shall be happy to answer any questions.

Thank you.

-2-

4



543

October 15, 1985

STATEMENT OF THE MUTUAL LIFE
INSURANCE COMPANY COMMITTEE

This statement is submitted on behalf of the Mutual

Life Insurance Company Committee, a group of 40 mutual life

insurance companies interested in the development and imple-

mentation of the life insurance tax provisions adopted in

the Deficit Reduction Act of 1984 ("DEFRA"). The Mutual Life

Insurance Company Committee fully supports the statement and

testimony of the American Council of Life Insurance with

respect to the life insurance tax legislation now under

consideration by this Committee. This brief statement is

directed to two of the Administration's proposals which, if

enacted into law, would have a singular impact on mutual life

insurance companies.

The first of these is the proposal to permit ordinary

corporations to deduct 10% of their dividends to stockholders.

As this Committee is aware, under the life insurance tax pro-

visions contained in DEFRA, mutual companies are subject to a

special "add-on" provision that does not apply to any other

corporation. The theory underlying the "add-on" is that a

portion of the dividends paid to mutual company policyholders

is similar to the nondeductible dividends paid to stockholders

of ordinary corporations, and that the "add-on" is needed to

offset the tax advantage that mutual companies would otherwise

enjoy if they could deduct their dividends in full. While

mutual companies do not agree with this theory, they accepted
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the "add-on" as part of the overall compromise that led to the

enactment of the life insurance tax provisions of DEFRA. How-

ever, since the fundamental premise of the "add-on" is that the

dividends of ordinary corporations are not deductible, adoption

of the pending proposal to permit deduction of 10% of corporate

dividends would require a corresponding adjustment in the "add-

on." If the 10% dividend deduction proposal were adopted, we

would be happy to work with the Committee in developing the

statutory language needed to effectuate this adjustment.

The second of the proposals of special concern to

mutual life insurance companies is the proposal to permit life

insurance companies to hold only cash value reserves. With

regard to this proposal, we wish to reemphasize at the outset

our support for the position of the American Council of Life

Insurance in opposition to any change in the reserve rules so

recently adopted as part of DEFRA. Mutual companies, in

particular, are opposed to any such change since new reserve

rules would have a double adverse impact on mutual companies.

First, the new rules, by reducing reserves, would increase the

taxable income of mutual life insurance companies (as well as

the taxable income of other life insurance companies). Second,

because of the way the "add-on" is calculated, the taxable

income of mutual life insurance companies -- and only mutuals

-- would be further increased as a result of the reduction

in reserves. One of the components taken into account in

computing the "add-on" is the equity of a mutual company. If

reserves are reduced as has been proposed, this will, in turn,
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increase mutual company equity and thereby increase the "add-

on." In short, whereas stock companies would be impacted only

once by the new reserve proposal, mutual companies would be

impacted twice. We strongly urge that the new reserve proposal

not be adopted, but if it were, we ask that this unfairness be

corrected.

We wish to express our appreciation to the Committee

for considering our views on these two points which have unique

implications for mutual life insurance companies.
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Mr. Chairman:

Thank you for the opportunity to meet with this

committee to express he collective concerns of the National

Association of Insurance Commissioners (NAIC) regarding the

President's tax reform proposal in so far as it relates to the

accounting for reserves for policyholder benefits, claims and

losses for both life insurers and property and casualty

insurers.

The business of insurance is regulated exclusively at

the state level. State insurance departments (which are

members of the National Association of Insurance Commissioners)

are responsible for supervising and maintaining the financial

solvency and the stability of insurance companies and

protecting the interests of the insuring public.

The Administration in its May, 1985, recommendations

to Congress for Federal tax reform, has proposed changes to the

Internal Revenue Code which would dramatically alter the way

insurers are taxed. The NAXC is greatly concerned with the

anticipated effect of the following two tax proposals:

o The proposal to limit life insurance company

reserves to amounts equalling the cash surrender

values of life insurance policies, and
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o The proposal to impose a Qualified Reserve

Account (QRA) tax method on insurers selling

property and casualty, health insurance, and

other non-life insurance products.

The NAIC appreciates the desire of Congress to raise

additional revenues. However, we oppose any method of taxing

insurers that would weaken or radically change the tax law's

recognition of traditional methods of reserving for

policyholder benefits. Current state regulatory requirements

for policyholder reserves are designed to preserve the safety

and soundness of the insurance industry and, more importantly,

to protect the ultimate beneficiaries, the insuring public.

After more than two years of study, the Treasury and

Congress agreed to the 1984 Life Insurance Company Tax Act

provisions which, in principle, affirmed the role of state

regulatory authorities in safeguarding insurance company

solvency by prescribing life insurance company tax reserves to

be not less than those prescribed by the minimum standards of a

majority of the states. This change did abandon net level

reserving in favor of the less conservative, although

acceptable, CRVM method, which now requires the least

conservative mortality, morbidity and interest assumptions.
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The current proposal to limit life insurers' reserves

to cash surrender value equivalents is even less conservative

and, as such, is'a disincentive for maintaining adequate

reserves. -he tax proposal erroneously assumes that a life

insurance product cannot have a savings component in its

actuarially determined gross premium that is not, in essence, a

cash surrender value that is payable on demand. Many life

insurance products that have an offer value to the insuring

public, such as single premium group deferred annuities, level

premium term policies (of 5, 10 and 15 years), waiver of

premium and accidental death and dismemberment coverages do not

have cash surre~ider values but, nevertheless, would be

actuarially unsound without some pre-funded savings component

inherent in the gross premium. Further, this tax proposal in

its current form may create unreasonable disincentives to

offering any life products other than one year renewable term

insurance coverages or those with contractually stated cash

values that are substantially equivalent to the CRVM reserve.

In regard to the taxation of property and casualty

companies, a stated objective of the QRA method is to achieve

parity of tax treatment between self insurance and traditional

insurance. The tax proposal seemingly ignores the social value

of traditional insurance. The purpose of traditional insurance

is to transfer risk to the third party insurer. This
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underwriting mechanism affords the spread of risk, guarantees

benefits and claims, maintains assets to fund policyholder

obligations, and is subject to stringent state regulation.

Self insurance is a misnomer as it is actually non-insurance

which affords none of the attributes of an indemnification

insurance contract. Thus, the comparison of traditional

insurance to non-insurance concepts is an inappropriate analogy

(unless'it becomes public policy to severely limit the business

activities of the insurance industry as we know it).

The QRA method requires insurers to anticipate actual

future investment income related to policyholder reserves and,

to the extent miscalculation of such income occurs, either

intentionally or unintentionally, the QRA method will recapture

in taxable income any actual difference. The effect of the QRA

approach is to tax a portion of the accumulated reserves that

are necessary to meet contractual obligations to

policyholders. The QRA method is a subtle device to tax

policyholder reserves for amounts that have not and will not

inure to the insurer.

The QRA method will significantly diminish insurer

capital and surplus (net worth) to the extent of the taxes

related to anticipated, unrealized investment income. For

insurers to offset the application of the QRA method, insurers

will have to increase the cost of insurance to the public.
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Because the QRA approach will effectively tax future

investment income on an actual after tax yield basis, the

investment function of the insurance industry will be

critically affected. The actual after tax yield effect of the

QRA method penalizes those insurers who have the more efficient

investment operations. This kind of disincentive does not

serve the public interest as it negatively affects the

influence of investment income in the rate making process in

ope rating states and, thus, the competitive pricing of

insurance products for the insuring public.

The QRA method fails to recognize that reserves for

unpaid losses of policyholders are for claims already occurred

(both reported and unreported) and are in effect demand

liabilities. These unpaid loss liabilities are not akin to the

future benefit reserves of life insurance companies that are

set aside at appropriate discounted values to pay benefits and

claims that will occur in the future.

The QRA will further promote novel self-insurance

arrangements and foreign-based insurance arrangements designed

solely to circumvent Federal taxes and state regulation. It

will not serve the public interest if policyholder reserves and

related asset funds are transferred to locations outside the

supervision-or control of state regulation.
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The statutory accounting for reserves, as currently

sanctioned by the Treasury, has worked well for over sixty

years achieving its ultimate goal of assuring that the

insurance industry can perform its promises and obligations to

the insuring public.

Under the state statutory scheme of accounting, as

well as generally accepted accounting principles, the current

methods of reserving and premium recognition are appropriately

matched. It is not the current reserving-practices of the

insurance industry that results in the reduction of insurer

taxable income, but other taxation alternatives such as tax

exempt income. The ORA approach is not an appropriate measure

of true economic income.

To the extent any change in the system of taxing

insurers is deemed necessary, the NAIC strongly urges Congress

to pursue alternative methods of taxation which are consistent

with the President's stated tax reform goal of simplicity and

fairness. It is the collective desire of the state insurance

departments that any method of taxation should contain

incentives for adequate and sound loss reserving that will

operate in harmony with state statutory accounting rules which

are designed to preserve the safety and soundness of insurers.

Attached to our written testimony is a copy of a

resolution on this subject adopted at the June NAIC meeting.

Thank you for the opportunity to testify.
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RESOLUTION

of the

NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

June 14, 1985

W'IEREAS, the Members of the National Association of Insurance

Commissioners (NAIC) are responsible for supervising and

maintaining the finance l solvency of companies engaged in the

business of insurance i the United States; and

WHEREAS, the Untted States Treasury has proposed changes to

the Internal Revenue Code which would alter the way insurers

are taxed; and

WHEREAS, after more than two years of study the Treasury and

Congress agreed to the 1984 Life Insurance Company Tax Act

provisions which affirmed the role of state regulatory

authorities in safeguarding insurance company solvency by

prescribing life insurance company tax reserves to be not less

than those prescribed by the minimum standards of a majority of

the states; and

WHEREAS, the proposal to limit life insurance company

reserves to amounts solely equalling cash values is a

disincentive for maintaining adequate reserves for future

obligations under life insurance contracts; and
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WHEREAS, proposals to tax insurers selling property and

casualty, health insurance, and other non-life insurance

products include a qualified reserve account method which fails

to recognize minimum statutory reserves required by an

established for those products; and

WHEREAS, the proposed changes in the Internal Revenue Code

would act as strong disincentives for insurers to adequately

reserve foi losses.

NOW BE IT THEREFORE RESOLVED that:

1. The National Association of Insurance Commissioners opposes

any method of taxing insurers, such as the qualified

reserve account method, which would weaken the tax laws'

recognition of state statutory accounting roles and their

traditional methods of reserving for policyholder benefits,

claims and losses; and

2. To the extent any change in the system of taxing insurers

is deemed necessary, the NAIC strongly urges Congress to

pursue alternative methods of taxation which are consistent

with the President's proposal for tax reform - simplicity

and fairness, which contain incentives for adequate and-

sound loss reserving, and which operate in harmony with

state statutory accounting rules designed to preserve the

safety and soundness of insurers.
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The National Association of Professional Insurance Agents (PIA)

is a national trade association representing more than 40,000

independent property and casualty insurance agents in all 50

States, the District of Columbia7 Puerto Rico and the U.S.

Virgin Islands.

PIA has closely followed the evolution of the tax reform

proposal that is now before the Finance Committee. The provisions

amending the tax treatment of property and casualty (P&C) insurance

companies and employee benefits are of special interest.

We welcome this opportunity to express PIA's opposition to

the insurance provisions contained in President Reagan's plan for

a comprehensive revision of the Internal Revenue Code of 1954, as

amended. Since this hearing will consider the impact of tax re-

form on the insurance industry, PIA's comments will be limited to

the plan's tax treatment of P&C companies and how this would impact

adversely on insurers, insurance agents and ultimately the insurance

consuming public.

The controversy surrounding the tax treatment of P&C insurers

centers around the following proposed changes:

1. The establishment of discounted loss reserves

using the "qualified reserve account" (ORA)

approach.- This method would cover both stock

and mutual P&C insurance companies.

2. The changes in tax benefits for mutual P&C

companies.
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(a) The repeal of the protection against loss

(PAL) account.

(b) The re eal of tax provisions aiding small

mutual insurers.

(c) The limiting of insurer deductions for

dividends paid to policyholders.

PIA believes that the amendments outlined above should be

rejected by the Committee.

Under current law, the taxable income of P&C insurers is

taxed at the same rates that generally apply to other for-profit

corporations. The computations used to determine taxable income

for P&C insurers are obtained from the statutory annual state-

ment that an insurance company must prepare and file to comply

with the regulatory requirements of state insurance departments.

This statement is based on the statutory accounting system

developed by the National Association of Insurance Commissioners.

Under statutory accounting, there is no discounting of reserves

and acquistion costs are expensed immediately. The use of this

accounting system, that is unique to the insurance industry, is

mandated by state insurance regulations to help ensure that

insurers will have adequate reserves available to finance loss

payments on all claims that become due. Statutory accounting-is

an integral part of the regulatory programs that are designed to

protect the public as consumers of insurance products. The

current federal tax treatment of P&C insurers recognizes and

reflects the statutory accounting rules that are essential to

the financial soundness and stability of our industry and that

4k
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have been the accounting basis for determining an insurance

company's taxable income since 1921.

The Administration wants to change the current methodology

for determining insurer taxable income because their entire re-

form package is based on the premise that there will be an

expanded tax base. Obtaining that broader base has become a

priority goal for the Administration. Their other priority goal

is aggregate tax revenue neutrality. This apparently will be

achieved by raising the real tax burden imposed on domestic

corporations to offset the revenue loss from rate reductions

proposed for individual taxpayers.

THE QUALIFIED RESERVE ACCOUNT

The QRA method of discounting loss reserves is the most

harmful provision in the Administration's P&C tax package.

Under current tax treatment, P&C insurers can deduct, as

present expenses, the funds they reserve for payments of losses

in the future. P&C loss reserves are for insurable losses that

have already occurred and they are totally expensed. Insurer

acquisition costs are also expensed immediately.

QRA would change the current tax approach by requiring that

only a discounted value of the reserve amount could be expensed.

Discounting is based on the concept of a time lag (what the Ad-

ministration refers to as "the time value of money") that exists

between the occurrence of an insurable event and the date of

payment. Under QRA, only an amount currently reserved which would

grow by investment income to the amount needed in the future to

fund the loss payment could be expensed for current tax purposes.
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It is discounted by an investment income rate.

According to the company side of the P&C insurance industry,

QRA poses a number of serious problems. It may impose a tax where

there is no economic gain. It could push certain P&C companies

experiencing temporary market difficulties into insolvency if the

new tax burden caused them to lower reserves. It would reduce

the reserve safety factor built into statutory accounting and be-

an incentive for companies to under-reserve. It may require

state insurance regulators to require higher reserves to compen-

sate for the capital reductions experienced by insurers hit with

the increased federal taxes that QRA would impose.

Administratively, QRA would create substantial new bookkeeping

burdens on P&C insurers. Joseph M. Jordan, a tax expert at-Peat,

Marwick & Mitchell, reports that a separate set of books would be

required for each line of insurance that a company writes. In-

surers may be required to keep three sets of books: a statutory

accounting set for state insurance regulators, a general accounting

standards set for stock companies reporting to the Securities and

Exchange Commission, and a set(s) for the Internal Revenue Service

for federal tax purposes. PIA would like to suggest that all of

the additional accounting and bookkeeping needed to comply with

QRA somehow does not seem to logically fit into a tax reform

scheme that is being sold to the public as one of simplification

and fairness.

QRA would have a significant impact on the cost of insurance

premiums. A recent analysis by the A.M. Best Company, a recog-

nized insurance research organization, indicates that QRA would
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cause premiums for P&C coverages to increase by an average of 11%.

Certain lines of insurance would be much higher: 32% for medical

malpractice, 15% for workers' compensation, and 24% for general

liability. These QRA induced increases would be added on top of

major premium increases already taking place in a hardening in-

surance marketplace. The costs of QRA will become an added cost

of doing business and will inevitably be passed on to the insur-

ance consumer as higher premiums. PIA believes that this price

inflation would not be beneficial to the insurance consumer.

QRA is opposed by the entire P&C insurance industry.

Companies and producers, representing both the stock and mutual

sides of the business are united in their opposition to this

ill-advised proposal. The trade associations representing the

P&C insurers that will appear before the Committee today have

analyzed the serious shortcomings of the QRA proposal in detail.

PIA strongly urges the Committee to carefully consider the ob-

jections that they have raised.

PIA believes the QRA is a very bad idea that is being pro-

posed at the worst possible time in the current underwriting

cycle. P&C companies are now in the process of recovering from

large underwriting losses experienced in recent years. This

soft market situation is beginning to turn around and harden.

At this stage of the underwriting cycle, a major new tax increase

would be a significant and unwarranted new burden on the industry's

financial position and impair its financial stability.

It is indeed unfortunate that the Administration appears to

be unmoved by the petitions and analysis of the insurance industry

regarding QRA and continues to press for the taxation of invest-
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ment income generated by loss reserves. PIA trusts that the

Finance Committee will consider this issue with a more open and

objective frame of mind.

MUTUAL INSURANCE PROVISIONS

Mutual P&C insurance companies are owned by the policy-

holders they insure. Under current law, mutual P&C insurers

benefit from certain tax provisions that recognize the special

nature of the mutual organization. The Administration wants to

change this situation in a manner that would have a serious

impact on mutual P&C insurers. They propose a repeal of the

PAL account provision which applies only to mutual P&C companies.

PAL allows mutual insurers to defer a portion of their taxable

income for up to five years as a cushion against future years

when major or extraordinary losses may be incurred. PAL provides

capital for mutual company underwriting needs throughout the

underwriting cycle. It provides them with the ability to in-

crease their capital to meet unexpected losses. Unlike stock

insurance companies, mutuals do not have access to capital markets

to raise funds. As a practical matter, mutuals can generate

capital only through retained earnings.

Without PAL, a mutual can raise capital only by selling

additional policies or inducing existing policyholders to

contribute needed capital. Under current market conditions,

neither of these approaches are practical in terms of covering

a major loss situation.

- PAL is therefore essential to the economic wellbeing of

mutual P&C insurers throughout the underwriting cycle and has
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been part of the Internal Revenue Code since 1962. Mutual

companies continue to have special need in raising capital to

handle extraordinary losses. There is nothing to suggest that

those needs have changed. PIA believes that the current PAL

provision should be retained.

The Administration would also repeal certain tax advantages

designed to help small mutual insurers. A recent survey con-

ducted by the National Association of Mutual Insurance Companies

shows that the repeal of these small company provisions would

amount to a tax increase of 140%. This, when added to the

increased tax burden of ORA, may well force a number of small

mutual P&C insurers out of business. PIA urges the Committee to

retain these small mutual company tax benefits.

Last, but not least, the Administration's tax package

proposes to limit the deductions of mutual insurers for policy-

holder dividends. Under current tax treatment, such "dividends"

are a proper deduction because they are, in fact, a return to

the policyholder of excess premiums that are not needed to finance

the insurer's insurance fuctions. The Administration's approach

would amount to a new tax on equity because policyholder dividends

flow to the mutual policyholder both as an owner of the company

afmd-s a policyholder. PIA believes that the deductions in

current law for policyholder dividends provide a consumer benefit

and should be retained.

When the Administration's tax proposals pertaining to mutual

companies are added on top of a mutual's QRA tax burden, it amounts

to a heavy new tax increase on the mutual side of the P&C industry.

Now this approach may purport to broaden the tax base, but will it
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really? If a number of mutuals are forced out of the business

by this tax package, that would certainly not expand anybody's

tax base. Mutuals may not be able to pass these tax increases

along to their policyholders as premium increases. The insurance

consumers tolerance of price increases in many lines of coverage

does indeed have certain limits.

The Administration's new tax plan for the P&C industry does

not serve the public interest. It proposes a basic fundamental

change in the longstanding public policy of supporting insurance

in the Internal Revenue Code as a means of providing needed pro-

tection to the public. The essential public protections provided

by the insurance industry would be reduced to achieve revenue en-

hancement should the provision discussed in this statement become

law. PIA urges the Committee to prevent this from happening.

This tax plan could not be proposed at a worse possible time

in terms of its potential adverse impact on the property and

casualty industry. 1984 was one of the most difficult years that

the industry has ever experienced. The underwriting cycle and

soft market had bottomed out. Many insurers had their worst

business year ever and many are till having financial difficulties..

State insurance regulators are expressing serious concerns about

their solvency. Early this year, the business started to slowly

recover as the soft market reached its ebb and insurers began in-

creasing premiums on almost all lines of insurance. The return

to underwriting profitability appears to be getting underway but

this is always a rocky road and there is still a long way to go.

Now comes the Administration seeking to impose major new
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tax increases on top of the already difficult financial condition

P&C insurers are still experiencing. If these tax changes become

law, this situation will only be exacerbated. Premium rates would

have to be increased to finance the new tax burden over and above

the major rate increases that are already taking place as the

market and underwriting cycle continues to harden.

The QRA method of discounting loss reserves would cause large

price increases in long-tail liability lines of insurance such as

medical malpractice, workers' compensation, latent occupational

diseases, traumatic injuries, and environmental pollution. This

is a segment of our market that is already in serious trouble in

terms of price, capacity and availability. QRA would only make

things much worse.

Pricing problems will not be the only result of the P&C

tax package should it become law. A serious capacity problem

would also occur. Capacity is the total amount of a line(s) of

insurance that a company can safely underwrite. Capacity is

based on an insurer's reserves. With QRA changing the way re-

serves are calculated, the industry believes that capacity will

decline with resulting reductions in capital. Prudent insurers

seeing their capital decline will reduce the writing of certain

lines of insurance. If a company cannot reserve at a level they

are comfortable with, a decision may be made to withdraw completely

from selected lines. The lines that will be the first to go in a

tax induced capacity crunch should be the long-tail lines pre-

viously discussed. Certain high risk long-tail coverages may

become unavailable at any price. These are lines that insure
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against risks for which the public, and in some instances the law,

expects coverage to be available. It is important to stress that

it is QRA that will reduce insurer capacity and this would occur

no matter what conditions happened to exist in the insurance

marketplace.

The serious problem that the Administration's tax package

would impbse on the domestic insurance industry and the political

process thereinvolved are being carefully monitored by foreign

insurers that are always exploring new opportunities to write

business in the United States. The tax plan's resulting sub-

stantial cost increases and availability problems will put

domestic insurers in a precarious competitive position, by

giving their offshore competition a major price advantage because

offshore insurers can circumvent both federal taxes, and state

regulatory and statutory accounting requirements. The business

placed with foreign insurers will be harmful to the stability

of the domestic insurance industry and further aggrevate our

balance of payments deficit.

Independent insurance agents are compensated by receiving

a percentage of the premium dollar they produce. Anything that

causes reduced insurer capacity and an availability problem for

certain lines of coverage, directly and adversely impacts upon

our ability to serve our clients and earn a living. The re-

duced insurance capacity that should result from the Administra-

tion's tax package will mean that less insurance coverage will

be available for the consuming public and the agent's book of

business will decline. As you can see, PIA's membership has
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very valid reasons for opposing the proposed P&C tax-plan.

It is important to note that independent agents are already

listening to vocal complaints from their clients who object to

rising premium rates and protest availability problems caused by

the hardening insurance market. PIA can assure you that if the

proposed new P&C tax burden causes additional significant premium

increases and capacity problems, those complaints will become

howls of outrage. We must never forget that these citizens will

also want to know what is responsible for the price and avail-

ability problems that they are experiencing and their agents

have an obligation to inform them.

PIA urges the Members of the Finance Committee to look very

carefully at all of the tax changes the Administration is advo-

cating. We strongly urge you to preserve the provisions in the

current tax code that are beneficial to the insurance industry

and that support its fiduciary responsibility to provide

essential economic security and socially accepted benefits to

the public.
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The New York Life Insurance Company appreciates this opportunity to

submit a Titten statement in connection with the hearings being conducted

by the Senate Finance Committee on the insurance-related aspects of tax

reform.

New York Life is a mutual life insurance company, incorporated in 1845

and domiciled in New York State. We employ approximately 10,000

individuals, about half of whom work in our Home Office in New York City.

In addition, we have about 10,000 full-time life insurance agents. At

this time, New York Life and its subsidiaries have over $30 billion in

total assets, $200 billion of insurance in force and over six million

policyowners.

New York Life supports the principles of developing a fairer, more

simplified, and more growth-oriented tax system. We must, however,

register our serious concern with the proposals to alter the taxation of

the life insurance industry, both policyowners and companies. We

wholeheartedly support the statements opposing any of the proposed changes

in life insurance, annuity .ind employee benefit taxation made by the life

insurance company and agency trade associations which were delivered

during the hearings held on October 1, 1985.
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-n this statement, we woo]td Ik- to Oc four hings:

First, exp2ain± t he intents and parooses of jermnent

insu-'ance, deferred annuities, and employer-provided grou I

life, F nd .show how '>ey fulf:W] those purposes.

Second, point out the misconceptions Inherent in the

Administration's May, 1985 !-av proposal and the House Ways and

Me ns Comiittee Staff Optio s, regarding the taxation of:

-- The .ash value increase in permanent

contracts and policy holder loans,

life insurance

-- The increase in the cash value of deferred annuities, and

- Employer-provided group term life i.rurance.

Third, explain how existing laws -- specifically TFFRA (1982) and

DEPRA (1984) -- recently reformed the tax treatment of insurance

prochicts, and should be given the opportunity to work.

Fourth, point out the havoc these proposals could wreak, both

socially and economically, should they become law.



570

The Purpose of Permanent Life Insurance

Permanent life insurance was developed to enable individuals to afford

lifetime family protection: They don't have to give up protection in

later years when the cost of term insurance becomes prohibitive. The

concept which makes this possible is the level premium -- a sum which Is

greater than the risk calls for in the early years, but considerably less

than the risk calls for in the later years.

Life Insurance, along with home ownership and retirement savings, is

one of the cornerstones -of family protection. Contrary to sane

assertions, the vast majority of permanent insurance Is bought by middle

income taxpayers for death protection. It assures them that In the event

of their death their children can still be educated, their homes will not

be lost to their families, and the standard of living they have enabled

for their loved ones won't be drastically reduced. For many, life

insurance provides the difference between economic freedom and dependency

on social welfare programs.

Permanent insurance is the only vehicle that assures the lifetime

affordability of life insurance protection.
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Deferred :nnuities are essentially vehicles for retirement planning.

They were designed to provide a way of accum=2atirg .tzds over a certain -

period, and then distriJbt log those funds over an uncertain one: the

lifetime of the anmuitant. h,"-ey are an almost ideal solution to the

"problem" of living longer than one's ability or desire to earn weges. As

such, they lighten the burden of the elderly on government resources.

Unlike qualified retirement .'ns, deferred annuities are purchased

with after-tax dollars. There is no tax deduction to compensate for, as

is the case with qualified retirement : , -tns.

Employer-provided group term life insurance is an efficient and low

cost form of family financial protection against premature death.

Currently, 96 percent of all full-time employees of large and

medium-sized' firms are receiving this coverage. For many, it is the only

life insurance they have -- either because they cannot afford individual

coverage, or cannot qualify for it. The average face amount of group term

life for all employees Is only $26,000, a small, and in some cases

desperately needed, sum in the event of a wage earners death.

4
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None of these products should fall prey to the tax collector, except

insofar as they are already taxed.. The new taxes being proposed for them

stem from some underlying misconceptions about the nature of the products

or their intended purpose, by the insurer or purchaser.

Underlyl - Misconceptions

Permanent Life Insurance .ind Policy Holder Loans. Permanent life

insurance Is not an alternative short-term investment medium. It is

financial protection against the risk of dying too soon. It involves

long-term ccmitments on the part of both life insurance policyowners and

life insurance companies and should not be treated or taxed like something

it is not and never was intended to be.

Unlike short-term investments, the cash values of permanent life

insurance cannot be obtained by policyowners without giving up important

rights. Taxing the inside buildup of permanent life insurance would be

like taxing the appreciation in one's home before it is sold.

A Legislative Attorney with the Congressional Research Service of the

Library of Congress, Robert B. Burdette, makes a further point in a paper

released on June 11, 1985, orl the subject of the proposed tax
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on life insurance. He notes that the insured policycwner has only one of

several interests in a life insurance policy, the beneficiary and the

insurer having the other interests. Thus, it would be unfair to tax the

policyowner currently when he or she may never realize any of the interest

being taxed.

The shift of emphasis contained in the Ways and Means Staff Options is

equally misguided. The staff proposal would foregoe the tax on the inside

cash build-up of life insurance, but tax a policy loan as income, and

eliminate the deductibility of the interest paid on it.

Basic tax rules governing loans provide that borrowing does not create

increased ordinary income or gain on the disposition of a capital asset.

Loans made against a life insurance policy represent indebtedness like any

other kind of loans. They should receive the same tax treatment as loans

made against the collateral of any other type of property.

If there is a philosophical intent by the Congress to preserve the

tax-free status of the unrealized increase In cash value life insurance,

then no ,tax restrictions should be imposed on borrowing against those cash

values. To impose such a tax would merely transform the taxation of

increased cash value from an annual event to one triggered by the use of

the policy as collateral for a loan.

55-629 0-86---19
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Applying uniform tax treatment to life insurance policy loans and

loans on qualified retirement plans is improper, because contributions to

qualified plans are .tax deferred, unlike premiums for life insurance

policies which are paid with after-tax dollars.

Deferred Annuities. Deferred annuities were never intended as vehicles

for short-term savings or investment. They have never been marketed that

way. Any possibility that they could be put to such a use was effectively

dealt with by prior legislation.

The dollars paid into a deferred annuity are after-tax dollars taken

from dfispos:able income. To equate those dollars with the pre-tax dollars

paid into a qualified pl.-In and apply the same early withdrawal penalty, as

the Ways and Means staff proposal has done, is simply unfair. The higher

premature distribution-, penalty tax on qualified plans is, in part,

designed to compensate Treasury for the revenue foregone in prior years as

a consequence of the initial deduction. Obviously, no such co ipensation

for lost revenues is required for nonqualifed annuity contracts.

In addition, the Ways and Means proposal which requires taxpayers to

include in current income the increase in an annuity contract's cash value

-abve -thje eggregate premium investment of $100,000 would result in the

"ncorsistent tax treatment of contract holders. - The proposal would

discriminate -against older Americans who later Jn life seek to provide

themselves with retirement income, because the maximum tax deferral
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benefit accrues to those who pay the greatest amount of premium into an

annuity contract as early in life as possible. For example, a 30-year-old

individual would reap seven times the retirement income for a $100,000

deposit than would a 50-year-old.

Ehployer-Provided Group Term Life. The rationale for repealing the

$50,000 exclusion on employer-provided group term life is that it will

achieve horizontal equity. The fact is, however, that with nearly

universal coverage (96%) among full time workers in large and medium-sized

firms, horizonal equity has already been established

Group term life is an equitable method of providing life insurance

protection, and is already governed by nondiscrimination rules which

prohibit preferential treatment for higher paid employees. Furthermore,

group term Life insurance Is not abused or "overconsumed." With

employer-provided group term insurance averaging $26,000 per employee,

coverage is equivalent to less than two times the average worker's annual

salary. Rather than a "windfall," this offers a modicum of financial

assistance to the worker's spouse and children.

Recent Ccarehensive Reform of Life Insurance Taxation

Taxation of the Insurance industry has undergone extensive review and

reform in- the last four years. The taxation of life insurance

policywners and companies was addressed in both the Tax Equity and
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Fiscal Responsibility Act of 1982 (T " .uid the Deficit Reduction Act of

1984 (DFPRA). The new proposals do not address new concerns: rather they

reopen issues that vere raised and dealt with in these two major pieces of

legislation. Life insurance p)olicycwners and companies need some tax

certainty in their planning and operatior-s, a. the existing tax reforms

need time to work.

TEFRA ant' -FFA satisfactorily address the following issues:

Life Insurance Policy Tax. By defining life insurance, in

connection with flexible premium policies under TEFRA, and with all

policies under DEFRA,' Congress has already dealt effectively with

the concern that some lIfe insurance policies stressed investment

rather than protection. As part of its testimony In developing

DEFRA, the Administration indicated that if its definition of life

Insurrce which precluded excessive investment In Insurance

contracts -- were adopted, yearly taxation of cash value increases

wotl]d be L.nn7-ces.,&ary. DEFRA accomplished this by restricting the

amount of premium that a policyowner can pay into a contract In

relation to that contract's death benefit.

T;_ al .ion of Policy Holder Loans. In 1984, Congress examined

thoroughly the taxation of policy holder loans, and decided that

the limit4tions imposed by the new definition of life insurance

wre sufficiently rigorous to eliminate the investment-orientation

of certain contracts and perceived abuses.
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Deferred Annuity Tax. By imposing recapture penalties and other

restrictions in TEFRA and DEFRA on early distributions from annuity

policies, Congress has assured that those policies will continue to

serve their basic function, providing ways Americans can save for

retirement, rather than become short-term -Investments. The Congress

adopted this approach on the belief it would be effective, and it

should be given the opportunity to work. The taxation or partial

taxation of the increase in an annuity's value, as proposed by the

Administration last May and the Ways and Means staff last

September, would not further the retirement income goal or foster

development of equitable tax treatment; it could, however, destroy

the product.

Employer-Provided Group Term Life Insurance Taxation. Like other

life insurance taxation provisions, Congress thoroughly and

specifically examined the tax status of employer-provided group

term life insurance in 1982 and as recently as last year. It

concluded that the $50,000 excliuion was appropriate and should be

preserved. There has been no recent evidence of abuse that would

warrant re-examination of that issue rw.
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Life Insurance Reserve. In er;actir g DEFRA, Congress provided a new

w.ty of ralci a..tinc tho tax deduction for policy reserves that life

insur,-ncc@ conipanies were compelled to adopt. As a result of

extensive effort and cooperat.ion on the part of the Congressional

ta.-x-w;'tJrKj cOanittees ,u-x the lifeIn i urance industty, Congress

reduced the reserve deduction perni tted to insurance companies to

the minimum reserves permitted by prevailing state law. This

reduction was part of the DFRA process, and, although many

companies had reservation about the approach, It was accepted.

The method considered In the President's proposal -- allowing reserve

deductions only for inCreates In cash value -- does not recognize the

higher li]b. t.4t ts !nsurance companies must hold under state law, and

represents a flawed application of cash basis tax principles In an

Inappropriate context. This is not a partisan analysis; at its June, 1985

meeting, and again in testimony before 11this committee, the National

Association of Insurance Commissioner. <pressed these an-). other concerns,

and publicly opposed this method.

Social and Economic Effects of Pro__.ed Lealslation

The proposed life insurance policy tax would undermine the public

policy served by permanent life insurance, deferred annuities and

group-term life Insurance by causing undesirable social and economIce

affects.
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As noted previously, the vast majority of permanent insurance is

purchwaed by middle-income taxpayers for death protection. That

protection answers a critical social need that would go unmet if permanent

insurance becane uv.Affurdable. In addition, the Administration's May

proposal wOuld work a particular hardship on older people, because cash

vaUues and, therefore, the tax bite, would increase as time goes by.

Since tern insurance cannot fill the insurance needs of the elderly, and

permanent insurance purchased late in life would cost too much,

responsibility for providing family financial security would switch from

the private sector to the government. And without the capital that cash

values represent, the Insurance industry's major role in capital formation

(as a supplier of long term capital) would be severely reduced or

eliminated.

The Ways and Means staff policy loan proposal would most adversely

affect middle- and low-income policy holders, because that group owns the

vast majority of life insurance policies with loan values (e.g., 66

percent of permanent life insurance policies purchased in 1985 were on the

lives of individuals earning less than $25,000 annually). That group

would be among those least able to afford an additional tax burden when it

became necessary to borrow funds. Policyowners may find it necessary to

surrender needed life Insurance protection at a particularly critical time

so that funds would be available to pay the tax.
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The deferred annuity provisions proposed by the Ways and Means staff

fail to achieve equitable tax treatment of qualified and nonqualified

retirement plans, and would result in vastly inconsistent tax treatment of

contract holders. They would be impossible to administer, as well,

because an issuing insurer has no way of knowing whether an applicant for

a contract owns any other annuity contracts issued by other companies. In

addition, the reporting and compliance costs, which represent the third

modification in compliance procedures in four years, would be expensive

and burdensome, with little or no revenue to be gained under the provision

by Treasury.

The worst effect of both the Administration's and Ways and Means

Committee Staff's proposals would be the discouragement of retirement

savings. And that would represent a cost that government must eventually

bear. At a time when every effort should be made to shift the generation

of retirement Income to the private sector, legislative proposals like

this are hrd to fathom.

Repealing the current tax exclusion for group term life insurance, as

the Staff Options suggest, could discourage many workers from continuing

this coverage and weaken employer-provided plans. This could produce an

Increase in demands on Social Security and other government Income support

programs.
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Conclusion

The proposals to tax permanent individu1 and group term life

insurance aid deferred annuity poJlcyowzv,,rs anyI to limit the reserve

deduction to cash value increases, as well as the other life insurance

proposals, is a case of reinventing the Asheel. Congress effectively dealt

with the issue in its 19A2 and 1984 t!x reform legislation. These laws

should be given time to qork, and tacpayei.s should be allowed tax'

certainty. The proposal to tax life iMrIVrVnce policycwners hinges on a

faulty concept of life iiwurance as an investment. It violates the

principles of never taxing unreal4zed appreciation in value. More

important, the proposal would have a devastating social and economic

impact that cannot be Justified. The new wheel, in short, would no lo,'¢c

be round.

Nev York Life strongly urgi that the proposals to change life

Insurance taation be --ejected by Congress.

10/11/85
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21) itson .Sinati' Iirlin,
Wishitngton, Ii. C. 1151(

lar ha i rlllar,
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valui in an individual lift intsuranice contract, ii what this will to to the
life insurance companion, Poolinp, ot small amounts of capital itt thi' lile
insurance compalioj hat been o0 of the beat ways for the United States to
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koopinp, the country strong, through many different economic timvs and
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Lot's SUppoSt' that thrtu tax r',form thte life irtitttnce csntra(t ownts
cannot enjoy tih tax dferr'd growth that th'y have lit rho past. M1hiv
citzos will decide to stop depositing monies with rn urtacr, c' tpani,;
this could have an immediate bnofit tor rollttng ri/nut-, however tht.
liong view cannot be positive Iotr the continued stability of lite
Insurance coanpattes and outr country.

A policyowner who owned a life itiurance contract with a muttlt lit!
insturane company Itis paid and continues to pay currort income tax or the
interi'st his dividend earned, if lie sO elected to earn intt re st oil that
dividend. Thin has always been so and I teltieve should continue,
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WRITTEN STATEMENTOF

ROGER JOSLIN
VICE PRESIDENT AND TREASURER

OF
STATE FARM MUTUAL AUTOMOBILE INSURANCE COMPANY

FOR THE
SENATE COMMITTEE ON FINANCE

October 15, 1985

State Farm Mutual has been a national leader

in the property and casualty insurance industry for

many years, and we wish to offer our cooperation and

assistance to the Committee in your consideration of

the impact of current tax reform proposals on our

industry.

While State Farm Mutual acknowledges its early

roots by continued membership in the National Association

of Mutual Insurance Companies, we traditionally develop

an independent position on major legislative proposals.

We share many of the same concerns expressed by the

industry trade associations.

We do not underestimate the complexity and

difficulty of the task confronting this Committee and

our industry. The property and casualty insurance

industry is in many ways unique: the marketplace is

highly competitive, closely regulated and very diverse

in its structure. Further, property and casualty
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insurance plays a significant economic and social role

in the life of the nation. We sincerely hope we can

all work together so as to achieve a fair, sound and

lasting resolution in response to the proposals now

being considered by this Committee.

In the body of my statement, I will briefly review

the nature of the property and casualty insurance industry

and State Farm Mutual's place in it; suggest important

factual and policy considerations relevant to the

Committee's work; and address the specific proposals

which have been put forth by the President and others,

including the recent options offered by the staff of

the House Ways and Means Committee.

The State Farm Mutual Group of Companies

State Farm Mutual Automobile Insurance Company,

the parent company of our group, is a "mutual" property

and casualty insurance company. The other major insurance

companies in our group, while organized as stock

companies, are wholly owned subsidiaries of the parent

company.

The State Farm Mutual group of companies is

essentially a "pure" insurance group, i.e., we have

no significant business operations other than insurance.
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The State Farm Mutual Group primarily writes personal

lines of insurance and insurance for small businesses.

These lines include automobile, homeowners, commercial

multi-peril, accident and health, and life insurance.

The Property and Casualty Insurance
Industry Generally

It is important to understand the diversity of

the property and casualty insurance industry. It is

comprised of stock, mutual and reciprocal insurance

companies. Stock insurance companies, like other

businesses conducted in the corporate form, are owned

by shareholders who commit their capital to the enterprise

and expect a dividend return on their equity investment.

Mutual companies are owned by the policyholders who

purchase insurance from the company. Reciprocals are

a unique form of business organization managed by an

"attorney-in-fact" which usually is a corporation

organized for profit.

Although it is difficult to determine exactly,

we estimate that there are now more than 3,600 property

and casualty insurance companies operating in the United

States. Approximately 1,700 are mutual companies.

The mutual companies range in size from very small

township and county companies, normally excluded from
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industry statistics, to large national organizations

ii1 e State Farm Mutual. Stock and reciprocal companies

also vary greatly in their size and characteristics.

The amount of property and casualty insurance

premiums paid each year by the American public is quite

large. In 1983 about $110 billion in premiums were

paid to the 2,200 insurance organizations (excluding

approximately 1,400 small mutual companies) covered

by A.M. Best Company's Insurance Reports and Aggegates

and Averages. Stock companies comprise approximately

69% of these aggregates, mutuals about 25%, and

reciprocals slightly more than 6%.

In recent years, the industry as a whole has

experienced substantial losses from its underwriting

activities. Until last year, investment income has

offset losses from underwriting.

Important Factual and Policy Considerations
in Review of Property and Casualty Insurance
Taxation

We approach these hearings with the premise that

an essential element of tax policy must be to distribute

the necessary Federal income tax burden fairly and

equitably within the business conunity and the nation

at large. State Farm Mutual accepts its responsibility
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to pay a reasonable level of taxes, but we consider

it crucial that all property and casualty insurers share

fairly in the Federal tax burden on our industry. Our

taxation system must not distort the competitive structure

of the industry.

No major tax legislation directly affecting our

industry has been enacted since the Revenue Act of 1962.

Since 1962, the total amount of premiums written has

increased dramatically, and the size and character of

insurers have changed as well. The nature and amount

of insured property and casualty risks in America have

also changed significantly in 20 years, as obviously

have investment conditions and practices. As this

Committee knows all too well, the size, significance

and complexity of the Federal tax system have also

increased; and the pressures on that system to collect

huge amounts of revenue have never been greater. In

short, the facts and circumstances and the policy

considerations relevant to this area have changed

dramatically.

In light of these changed conditions, we believe

the Congress and the President should adhere to a common

base of factual understanding and a common set of policy

principles in evaluating property and casualty taxation
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and making judgments as to possible changes. With the

purpose of aiding this endeavor, we suggest that these

considerations should at a minimum include the following:

1. Property and casualty insurance is a unique

business from a tax perspective. Unlike manufacturing,

the price of our product is set well before our most

significant costs (i.e., claims) can be known. Unlike

life insurance, where future claims can be predicted

accurately based on life expectancy, our loss experience

is highly variable and is very difficult to predict.

The tax law now recognizes our uniqueness and includes

rules to reflect appropriately our characteristics.

2. Property and casualty insurance serves

essential economic and social purposes in our society.

Tax changes which affect our industry could possibly

have a significant adverse impact on society as a whole.

Accordingly, insurers and the insurance they offer are

subject to intense public pressures and demands. For

example, we believe the public as well as state insurance

regulators demand that insurance be widely available

at reasonable costs.

3- The property and casualty insurance industry

has historically been regulated at the state level.

55-629 0-86---20
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This responsibility rests in a Commissioner of Insurance

in each of the 50 states and the District of Columbia.

These Commissioners pool their expertise through the

National Association of Insurance Commissioners (-"NAIC").

The major responsibility of the state Commissioners

Is to insure the financial solvency of insurers: they

seek to safeguard policyholders and assure that claims

are paid. Federal tax changes must not do violence

to state regulatory objectives.

4. The property and casualty insurance industry

is by far the major source of investment funds for tax-

exempt bonds issued by state and local governments.

Tax changes which affect the industry's investment posture

could affect its role as a major support of the financial

structure of state and local governments.

S. The property and casualty industry is highly

competitive. Any tax regime must strive to be neutral

in its impact on the various segments of the industry.

This principle is particularly important in our industry

because of the desirability of encouraging a competitive

climate. Competition produces economic and social

benefits for the public. Efficiency and profitability

must not be penalized; neither large companies operating

nationally nor small companies serving local communities
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should be unduly burdened. Competition within the United

States from foreign-based insurers has grown in recent

years and could become even more significant.

6. Mutual companies are significantly different

from stock companies: mutuals do not have shareholders'

equity and cannot easily gain access to capital markets.

By virtue of their form of organization, mutuals provide

an important barometer of the health of the industry

from a pure insurance standpoint. Congress has

traditionally recognized and taken account of these

important distinctions, and it must continue to do so.

7. Tax equity and fairness should be guarded

carefully in this industry, as in others. Similarly

situated taxpayers-should pay the same tax, and both

taxpayers and the Internal Revenue Service should be

capable of making tax determinations with certainty

and predictability. Unintended benefits and manipulation

of the system should be prevented. Any tax changes

should be grounded in tax and social policy principles.

History of Federal Taxation of Property
and Casualty Insurance Companies

My testimony before this Committee on June 13,

1983 and my testimony before the House Committee on
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Ways and Means on July 19, 1985, outlined the history

of the Federal taxation of property and casualty insurance

companies, and I refer you to the record in those

hearings. At this time I would merely note that the

c-urrent system of taxing stock companies has not been

substantially changed since 1921. Income and expenses

for tax purposes are accounted for on the basis of the

annual accounting statement appoved by the state

regulatory Commissioners, working through the NAIC.

The taxation of mutual companies has undergone a greater

evolution, but since 1962 mutual companies have been

subject to essentially the same tax regime as stock

companies, with the exception of the protection against

loss ("PAL") account provided to mutual companies.

As I will discuss later, the PAL account was enacted

in order to take account of the fundamental difference

in the organizational characteristics of stock and mutual

- companies.

Current Proposals

The remainder of this statement will examine,

in light of the foregoing factual and policy

considerations, the major components of (1) the

President's proposals, (2) the Ways and Means Committee

staff option, and (3) the premium tax which some have

suggested as a possibility.
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The President's Tax Proposals

1. Proposed "Qualified Reserve
Account" (QRA)

State Farm Mutual believeLs-that the unprecedented

QRA proposal is completely unsound from every relevant

viewpoint: it does not reflect valid economic

considerations; it would produce adverse social

consequences; it would be administratively impractical

for both the Internal Revenue Service and taxpayers.

In the words of California Insurance Commissioner

Mr. Aruce Bunner, Chairman of the\NAIC\ Property and

Casualty Taxation Task FQrce: "It is neither fair nor

simple, nor will it prove to be a catalyst to economic

growth."

Others have presented in detail the many reasons

why QRA is fatally flawed. We will not repeat them

all here, but would like to emphasize the foll-owing:

QRA is designed to impose an indirect tax

on the unearned future investment income of property

and casualty insurers. It would violate the fundamental

principle that the Federal income tax should be imposed

only on economically realized income.
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Not only would QRA tax future, taxable

investment income, it would also tax future tax-exempt

income from state and local municipal bonds held by

property and casualty insurers. State Farm Mutual has

no objection to the President's proposal to repeal the

exemption for nongovernmental bonds, such as industrial

development bonds and mortgage subsidy bonds. But since

the proposal would retain the historic tax exemption

for public purpose governmental obligations, we believe

that all taxpayers -- including property and casualty

insurers -- should be allowed to benefit from such

investment opportunities without differential treatment.

As undesirable as QRA is for all property

and casualty insurance claims, it is particularly

inappropriate for short tail claims, because such claims

do not present the "time value of money" issue at which

QRA is directed. In the majority of cases that arise

in State Farm Mutual's lines of insurance, a policyholder

will incur a loss, make a claim and receive payment

of that claim, all within a few months. The bulk of

our losses are incurred and paid within two taxable

years.
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It is significant that the accounting profession

has not adopted discounting for unpaid property and

casualty insurance claims. The discounting issue has

been under study for several years by NAIC, the Financial

Accounting Standards Board, and the American Institute

of Certified Public Accountants. None of these

organizations has taken the position that reserves for

unpaid losses must be discounted.

* Finally, we are extremely perplexed by the

proposal to allow insured taxpayers to deduct their

losses "as if the loss were uninsured." This

unprecedented idea is apparently intended as a logical

extension of the QRA concept to the insured; yet, if

there is any logic here (which we doubt), we do not

believe this aspect of QRA is sound policy. This

suggestion will cost the Treasury important revenues

and will create an administrative nightmare for the

Internal Revenue Service as it attempts to value each

and every claim asserted against an insured business.

In summary, we feel strongly that QRA is quite

simply unacceptable.
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2. Proposal To Repeal the "PAL"
Account and Other Small Mutual
Company Provisions

In each of the several different structures for

taxing property and casualty insurers adopted in the

past, Congress has given recognition in one fashion

or another to the different characteristics of stocks

and mutuals. In 1962, the protection against loss,

or "PAL," account was introduced for just this reason.

The PAL account is not a tax exemption: rather,

it is a limited deferral mechanism. It is designed

to compensate for the mutual company's lack of access

to the capital market for funds with which to pay losses.

In 1962, this Committee described the need for the PAL

account as follows:

"While a stock insurance company
can pay extraordinary losses not only
out of its accumulated profits but out
of'its paid-in capital, a mutual insurance
company can pay extraordinary losses
only out of retained underwriting income.
As a result, a mutual ordinarily retains
a portion of its underwriting income
each year for this purpose: the remainder
is paid to its policyholders as policy
dividends. This accumulated underwriting
income constitutes its reserve out of
which insurance losses can be paid and
the existence of such reserves is an
important protection to the mutual
policyholders."

"Under the law up to this time,
no income taxes have been paid on this
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retained underwriting income, except
(since 1941) to the extent the excess
of the alternative 1-percent tax over
the tax on investment income in effect
taxed part (all, or more than all) of
the underwriting income. Similarly,
underwriting losses may not reduce the
tax on investment income. Under the
President's proposal, underwriting gains
would have been fully.taxed as realized.
Under the provisions of this bill, however,
these mutual fire and casualty companies
will be permitted to set aside a portion
of each year's underwriting gain in a
special account for protection against
losses. This amount will be available
to meet certain losses for 5 years, after
which most of any remaining portion will
be included in taxable income of the
sixth year." S. Rep. No. 1881, 87th
Cong., 2d Sess. (1962), at page 55.

The PAL account addresses significant needs of

mutual organizations, and any proposals for change must

be carefully constructed to take account of these needs.

State Farm Mutual concedes that the PAL account could,

and perhaps should, be more appropriately limited.

Our company of course does not benefit from the

various special tax provisions now targeted to small

mutual companies. Nevertheless, we support the retention

of these provisions.
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3. Proposed Limitation on Deduction of
Mutual Company Policyholder Dividends

State Farm Mutual opposes the proposed application

to mutual property and casualty .insurers of the unique

life insurance policyholder dividend disallowance rules.

These complex and extraordinary provisions were enacted,

as this Committee clearly recalls, in 1984, following

several years of intense debate and struggle within

the life insurance industry. These provisions were

intended to "balance" the tax burden of the stock life

companies and the mutual life companies, within parameters

deemed necessary. None of this history, and none of

the policy rationales agreed upon last year, can have

any sound application to property and casualty insurance

companies.

As noted above, property and casualty reserves

are fundamentally different from life reserves. Property

and casualty insurance policies are also not comparable

to the various types of financial planning vehicles

sold by life insurers.

Stock property and casualty insurers compete

very successfully against mutuals. By no stretch of

the imagination can it be said that stock companies

are disadvantaged in the marketplace because of an unfair
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relative Federal tax burden. In fact, a strong case

can be made to the contrary. As mentioned above, the

relative market shares are three-quarters for stocks

and reciprocals and one-quarter for mutuals. Yet, over

the ten years ending in 1983, according to public

information from the A.M. Best Company, it would appear

that the mutuals' Federal income tax was in excess of

four times the Federal income tax of the stocks. It

would also appear that State Farm Mutual's Federal income

tax alone was more than twice the amount of all stock

companies combined. Also, in 1983, policyholder dividends

paid by the 325 mutual insurers in A.M. Best's data

base totaled $805 million. In that same year policyholder

dividends paid by comparable stock and reciprocal

companies totaled $1.4 billion.

Notwithstanding these facts, it is proposed to

disallow only the deduction for mutual company

policyholder dividends. Far worse, if the life insurance

model is blindly followed, a variable and uneven excise

tax on the net worth of mutual companies would be imposed,

beyond the denial of deduction of policyholder dividends.

This would further aggravate the disproportionate tax

burden now being paid by mutual companies. The net

result of such a proposal, if ultimately adopted into
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law, can only lead to substantially higher insurance

costs for mutual policyholders. We and our more than

25 million policyholders cannot accept this concept.

In sum, we do not wish to see the recent life

insurance taxation debate repeated in the property and

casualty industry, nor should the resolution of that

prior debate be erroneously imposed on our industry.

There is no policy or revenue need for such provisions-

to be applied to our industry. We believe all segments

of the industry are in agreement on this conclusion,

and we sincerely hope this Committee will concur.

The Ways and Means Committee Staff Option

The option package proposed by the staff of the

House Committee on Ways and Means presents problems

at least as significant as those of the President's

proposals. At the outset, we question the wisdom of

any interim approach to tax reform. It would be far

better, from the perspectives of Congress, the Treasury

and the industry, to establish a coherent, permanent

solution.

Moreover, this particular interim approach has

little to recommend it. It is a potpourri of many

taxation ideas, each one presenting complex and difficult
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problems of application in practice. On a broad level,

the package has little theoretical consistency. On

a more pragmatic level, each component of the package

could have unexpected and unintended results. If such

a package were enacted as an interim measure, taxpayers

and the Treasury would be required to devote an inordinate

amount of time and resources to working out the

intricacies of the option's numerous and complex

components. This, it seems to us, would be wasteful.

1. Inclusion of a Portion
of Unearned Premiums in Income

As we understand the proposal, property and

casualty companies would be required to include a portion

of unearned premiums in income. This component of the

staff option resembles a proposal put forth by the.

property and casualty industry, the so-called "revenue

offset" proposal. "Revenue offset" would appear to

raise revenue without requiring numerous complex

definitions and judgments. We believe this system could

be workable as a permanent solution. However, we have

reservations about including it as only one element

of an interim package containing less appropriate

provisions.
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2. Limit Investment in Tax-Exempt Securities

The proposal to reduce loss reserve deductions

in relation to a property and casualty insurance company's

investments in tax-exempt securities is clearly wrong

as a matter of fundamental principle. The fact that

Federal revenues are reduced because of tax-exempt

securities is a result of the existence of the exemption

itself, and not as a result of investments in such

securities by certain insurance companies or by any

other particular group of taxpayers. So long as Congress

deems that there is a need for a tax exemption for certain

securities, insurers should not be singled out and

penalized in comparison with other investors for investing

in such securities.

We do concede t1at there may be a problem if

a taxpayer and its affiliated entities directly or

indirectly borrow to buy or carry tax-exempt securities.

State Farm Mutual, however, does not engage in such

practices.

Insurance companies play a vital, positive role

in society through their investments in exempt securities.

Investments in such securities provide the capital

required for state and local governments to function.
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The property and casualty insurance industry is the

largest purchaser of state and local bonds. Any

substantial change in the tax treatment of such

investments for this industry could impair the ability

of state and local governments to raise necessary

revenues.

3. Limit on Consolidation with Non-
Property and Casualty Entities

The proposed limitation on deductions of property

and casualty losses against income of non-property and

casualty consolidated affiliates would parallel existing

limitations on consolidation of life copani~s with

non-life companies. The revenueattributed to this

particular provision by the staff appears to us to be

substantially understated.

4. Limit on Net Operating Losses

Assuming that a net operating loss has been created

by adherence to existing law, what principled

justification can there be for in effect deferring or

stretching out the use of NOLs by one industry? Further,

the suggested annual limitations on use of NOLs appears

defective as a technical matter.
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5. Cash Method of Accounting

The Ways and Means Committee staff option states

that the cash method is to be phased in with reference

to the President's revenue projections for QRA. The

operation of this provision is entirely unclear. There

appears to be no justification for this proposal other

than raising revenue, and we believe it cannot be

justified solely on that basis. If taken literally,

it is far worse than QRA, and far beyond any approach

suggested by anyone appearing before Congress. Drafting

clear legislation for partial cash method accounting

keyed to a revenue projection several years in the future

appears impossible; and there are far too many critical

policy and competitive implications justifiably to

delegate implementation to writers of regulations.

We strongly oppose passage of legislation which purports

to put into effect at a future date a completely

unjustifiable measure.

In summary, we believe that the Ways and Means

Committee staff option package, as drafted, does not

present a viable approach to taxing the industry. We

urge this Committee to commit itself to developing a

full and permanent solution to- the problems of our current

system, rather than to implement such a haphazard,

explicitly "stop-gap" measure.
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Premium Tax

Another approach that has been suggested in various

quarters is to impose a premium tax on the industry,

we assume as an alternative minimum tax.

Many companies are opposed to any proposal which

would establish a separate tax and tax rate for insurers,

particularly if the tax bears no relationship to economic

income. Such a system could impose a tax on a company

in a year in which it has actual economic losses. A

premium tax is more theoretically consistent with

consumption taxes, such as the value added tax, than

with the current corporate income tax. It is clear

that any form of premium tax proposal will face staunch

opposition from the industry.

Conclusion

We recognize that many people believe that there

are problems with the current taxation of-the insurance

industry. We are prepared to work towards sound

solutions, and we urge the Committee to think in terms

of more appropriate permanent solutions than have been

proposed thus far. We are confident that there are

viable and fair ways to solve the perceived problems



606

- 23 -

of the tax treatment of the industry, without unduly

burdening any segment of the industry and without adverse

effects on competition or consumers.

We pledge our cooperation as the Committee proceeds

with its task of designing a workable taxation system

for our industry and stand ready to provide you with

any information and assistance that you may require

in this endeavor.
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October 11, 1985

WRITTEN SUBMISSION OF
THE STOCK COMPANY INFORMATION GROUP
TO THE COMMITTEE ON FINANCE OF THE

UNITED STATES SENATE
CONCERNING THE PRESIDENT'S TAX REFORM PROPOSALS

This statement on the life insurance provisions of the

President's Tax Proposals (the "Administration Proposals") is

submitted by the Stock Company Information Group ("SIG"). We

ask that it be included in the record of the Committee's October

1, 1985 hearing on the Administration Proposals.

The Stock Company Information Group, a coalition of 24

investor-owned life insurance companies, was organized in 1981

to monitor tax legislative developments and to convey the views

of its membership on life insurance tax issues to the various

insurance trade associations and the GoVernment. Taking into

account its members' affiliated companies, the SIG encompasses a

majority of the 50 largest stock life insurance companies in the

United States. Representatives of the SIG were privileged to

work with members and staff of the Committee on Finance, as well

as with their counterparts in the House of Representatives and

with officials of the Treasury Department, in the development of

the life insurance tax provisions of both the Tax Equity and

Fiscal Responsibility Act of 1982 ("TEFRA") and the Deficit

Reduction Act of 1984 (the "1984 Act"). A list of SIG member

companies is appended.
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The Administration Proposals contain a number of sug-

gestions for altering the taxation of life insurance companies

and their policyholders. If adopted, these proposals would

bring about radical and disruptive changes in tax rules that

have prevailed virtually since the inception of the modern

income tax. For reasons that we will explore below, we believe

these proposals should not be adopted. But, before turning to

the merits of the proposals, we regard it as essential to review

the recent history of legislation affecting the taxation of life

insurance products and life insurance companies. That review

will highlight how much has been done in this area in just the

past three years.

I. RECENT TAX LEGISLATION AFFECTING LIFE INSURANCE

As part of TEFRA and the 1984 Act, this Committee and

the Congress very substantially tightened the rules governing

the taxation of life insurance and annuity contracts, and

comprehensively revised the rules governing the taxation of life

insurance companies.

A. Changes in the Taxation of

Life Insurance and Annuity Contracts

With respect to life insurance contracts, Congress

added new section 7702 to the Code, defining a life insurance

contract for tax purposes, and thereby providing a framework

calculated to ensure that the favorable tax treatment

historically accorded life insurance would be confined to

-2-
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contracts that furnish a substantial measure of insurance

protection, and would not extend to those that might operate as

investment vehicles. With respect to annuity contracts,

Congress altered the applicable tax rules, and imposed new

penalty taxes, all in a manner intended to assure that the

treatment historically accorded annuities would be confined to

contracts used to provide retirement income, the purpose for

which annuities historically have been used and which they are

uniquely suited to fulfill.

These changes, collectively, have operated to preserve

the tax treatment which, for sound reasons of national policy,

the Congress has always seen fit to extend to these contracts.

At the same time, they have established a framework which, we

believe, will ensure that this favorable tax treatment is

available only to those insurance products that fulfill their

historical purposes.

B. Changes in the Taxation of Life Insurers

Of equal importance, the 1984 Act completely revised

the taxation of life insurance companies. It substituted for

the multi-phase scheme that had prevailed since 1959 a simpler,

more easily understood structure whose principal objectives were

to achieve a reasonable measure of the taxable income of life

insurers; to tax life insurance companies in a fashion that

created neither an advantage nor a disadvantage for those

enterprises vis-a-vis other financial institutions; and to tax
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both stock and mutual life insurers in a way that did not create

any advantage for one group vis-a-vis the other.

As part of this legislation, Congress concluded that

among the fundamental objectives of the legislation would be to

collect an aggregate of $3.1 billion in tax from the life in-

surance industry in 1984. And, given the very considerable

difficulties inherent in taxing mutual life insurers, Congress

reached an equally fundamental decision that, of the $3.1 bil-

lion to be paid by the life insurance industry in 1984, 55

percent -- or $1.7 billion -- was to be paid by mutual life

insurance companies, which dominate the industry. The remaining

45 percent -- $1.4 billion -- was to be paid by the stock seg-

ment of the industry.

To achieve these objectives, the 1984 legislation

contained three pivotal provisions. Two of these were the 20

percent "special life insurance company deduction," and the

additional "small life insurance company deduction," which

together were generally designed to fix the tax to be collected

from the industry at $3.1 billion. The third fundamental

provision was new section 809 of the Code. This provision

imposed a limitation on the deductibility of policyholder

dividends by mutual life insurance companies, and was designed

to assure that the mutual segment of the industry would in 1984

pay the intended 55 percent of the industry's total tax burden.
1

See S. Prt. No. 169 (vol. I), 98th Cong., 2d

(Footnote continued)
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II. THE ADMINISTRATION PROPOSALS

Now for the third time in just four years, and despite

the level of recent activity, we are faced with an initiative

which again would introduce major changes in the tax treatment

of life insurance companies and their policyholders. The

Administration Proposals would undo most of the major tax rules

affecting life insurers that Congress adopted just last year.

To support its recommendations for altering the taxation of

policyholders and insurance companies, the Administration argues

that, if enacted, the tax laws could be simplified and tax rates

lowered. In fact, the proposals relating to insurance and

annuities will not contribute to simplifying existing law, and

will lead to increased taxes on products that provide important

financial security. In addition, these changes would reverse

long-standing policies to encourage the growth of private

retirement and life insurance protection.

The SIG is concerned with the adverse impact of the

Administration Proposals on the insurance industry and its,

customers. Our concerns in this regard are addressed in detail

in the October 1, 1985 testimony presented by the American Coun-

cil of Life Insurance (the "Council"). We agree with and en-

dorse the Council's statement. We also endorse the joint state-

1
(continued)

Sess. 549-550 (1984).
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ment of the Life Insurers Conference, the National Association

of Life Compan~ies, and the National Insuranp Association which

was filed for the recordof the October 1 he ring.

In what follows, we simply wish to emphasize the

criticisms of these proposals that we consider most telling. We

will direct our comments, first, to the Administration Proposals

to impose a new tax on life insurance and annuity holders. We

will then address those aspects of the proposals that would

change the taxation of life insurance companies.

A. Proposals to Tax Policyholders

Chapters 10.06 and 10.07 of the Administration

Proposals recommend the imposition of a new tax on life

insurance and annuity policyholders. Under this proposal, the

owner of a life insurance or annuity contract would be treated

'as being in constructive receipt of the contract's cash

surrender value -- and thus be taxed on the so-called "inside

build-up."

Under existing law, which dates back to 1913, the

owner of a life insurance or annuity contract is taxed only when

certain contract distributions occur, not simply on the

crediting of amounts to contract cash values. This follows from

application of the time-honored doctrine of "constructive

receipt," which holds in part that potentially taxable gains

that are "locked up" in property, and are therefore not

reducible to cash without the surrender of valuable rights in

-6-
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that property, do not properly constitute income currently

subject to tax. Thus, in the case of a life insurance contract,

only the proceeds distributed on surrender of the contract, less

the premiums paid for it, are includible in the owner's gross

income (i.e., the "gain" built up in the contract is

includible). Moreover, as a matter of legislative grace,

effectuating national social policy dating back to 1913, and

reaffirmed by Congress as recently as last year, the death

benefit paid under a life insurance contract is not income in

the hands of the beneficiary. For any of the foregoing rules to

apply, however, such a contract must satisfy the tax definition

of "life insurance contract," which Congress added (as section

7702) to the Code in 1984. As we already noted, that definition

was enacted, in lieu of taxing the inside build-up, to confine

the application of these rules to contracts that provide a

substantial measure of insurance protection and to distinguish

from such contracts those instruments that might operate as

investment vehicles.

In the case of an annuity contract, under rules

substantially revised in 1982 and again in 1984, undistributed

amounts likewise do not athtact tax, though amounts distributed

prior to annuitization are includible in gross income to the

extent the contract's cash value before the distribution exceeds

the premiums paid (i.e., to the extent that any "gain" has

accumulated under the contract). Any such income may also be

subject to a five percent penalty tax. For this purpose, loans

-7-
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taken against the security of an annuity contract are treated as

distributions. Again, these rules were enacted, in lieu of

taxing the inside build-up, to assure that the deferral of tax

historically accorded to annuity contracts would be confined to

contracts used to provide retirement income. Furthermore, to

curb any potential for continuing deferral of tax after the

death of an annuity contract owner, the 1984 Act also added a

provision requiring distributions to be commenced at the time of

the owner's death.

Since the Administration Proposals, if adopted, would

override the doctrine of constructive receipt in the case of

life insurance and annuity contracts, they would materially

reduce the availability of life insurance and annuity products,

with attendant social and economic consequences that would be

substantial. These proposals also would depart from well-

settled tax principles that they otherwise generally continue to

accept, such as the long-standing and understandable hesitation

to levy a tax on "income" that only theoretically exists in a

taxpayer's hands (since the tax must be paid with cash rather

than with theories). The need to pay tax currently on gains

locked up inside an insurance or annuity contract would present

a very real problem here. Further, and perhaps most important-

ly, the tax policy concerns that the proposals apparently seek

to address have already been satisfied by the actions that

Congress took in 1982 and 1984. For these and other reasons

more fully developed in the statement of the Council, we believe

-8-
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these proposals should not be adopted.

B. Proposals to Change Life Company Tax Rules

The Administration Proposals also would alter in a

radical way the rules for taxing life insurance companies that

the Congress, led by this Committee, comprehensively revised

last year. The Administration apparently contends that the 1984

revision was defective. It seems to be saying that this

Committee (and, for that matter, the Treasury itself) endorsed,

and the Congress adopted, a set of provisions for life insurers

that have caused their income to be understated for tax

purposes. It would therefore have this Committee: (1) discard

much of the deduction for life insurance reserves, a deduction

which dates back over 70 years and which this Committee spent

considerable time refining during the 1983-1984 revision; (2)

apply a "qualified reserve account" approach to life insurers'

unpaid losses; (3) repeal the new 20-percent "special life

insurance company deduction"; and (4) repeal the equally new

"small life insurance company deduction." The Administration

seems to forget that it, too, played a major role in the

crafting of these provisions and publicly endorsed them at the

time this Committee considered them. )

We think that adhering to the Administration's lead in

these respects would be a mistake, and we strongly urge you not

to do so. As a supplement to the Council's statement, and to

the joint statement of the Life Insurers Conference, the

-9-
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National Association of Life Companies, and the National

Insurance Association, we offer the following observations on

these four proposals.

1. Deduction for Life Insurance Reserves

Under current law dating back to 1909 and as

revised last year, life insurance companies are allowed a

deduction from taxable income for any net increase in life

insurance reserves, and must include in income any net decrease

in those reserves. Under the 1984 revision, the deductible life

insurance reserve for a life insurance, annuity, or noncan-

cellable or guaranteed renewable accident and health insurance

contract is the greater of (1) the net cash surrender value of

the contract (net, that is, of any surrender penalty or charge),

or (2) the reserve for unaccrued policy benefits determined

under a prescribed set of rules (based on prevailing State

regulatory requirements) relating to reserve method, assumed

interest rate, and assumed mortality or morbidity rate.

Chapter 10.08 of the Administration Proposals would

generally limit the deductible life insurance reserve for any

contract to the net cash surrender-value of the contract (though

there would be an exception for annuity contracts in pay-out

status). Thus, under the Administration Proposals, a portion of

the reserves held for some, though not all, life insurance and

annuity contracts would currently be deductible, and none of the

reserves for unaccrued benefits under accident and health

insurance contracts would be deductible.

-10-
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We think it important for this Committee to consider

the proposal in the context in which it arises. First of all,

the very same suggestion was made by the Treasury Department

during the formative stages of what became the life company

rules of the 1984 Act. It was then and there rejected by the

Congress (though apparently, in the Administration's view, not

forcefully enough).

Secondly, this suggestion is of a piece with the

Administration's recommendation to tax the inside build-up, as

discussed above, and its proposal to deal with insurers' unpaid

losses under a "qualified reserve account" approach, discussed

under heading (2) below.--The latter proposal, as others have

pointed out (including the Treasury's own economists, who

originated the concept), constitutes an effort to place insurers

on cash basis accounting for their unpaid losses. The life

insurance reserve proposal of Chapter 10.08 essentially amounts

to the same thing, particularly in the case of liabilities for

life insurance policies that lack cash values and for accident

and health contracts. The insurer would receive no life

insurance reserve deduction at all for these contracts; would

report all premiums and investment earnings as income when

received, without regard to the liabilities the premiums

generate, and would deduct the liquidation of those liabilities

(the claims) only as and when they are paid; and would therefore

operate on a cash method of accounting with respect to such

contracts for tax purposes.

-11-
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The sole "complication" introduced in the Chapter

10.08 proposal relates to the allowance of a deduction for any

net increase in cash values. This arises, as best we can tell,

from a desire to be consistent with the proposal to tax the

in-side build-up on the theory that insurance contract cash

values are tantamount to bank accounts. Since banking insti-

tutions do not have taxable income to the extent of receipts

applied to liabilities to customers, insurers, according to the

Administration, would receive comparable treatment. Were it not

for this, Chapter 10.08 would be proposing the total abolition

of the deduction for life insurance reserves.

It is unclear to us, in the first instance, why this

Committee would wish to re-open the life insurance reserve

deduction now, when the ink on the 1984 enactment is barely dry,

simply because the Administration is not satisfied with what it

agreed to last year and wants another opportunity to secure what

it already has proposed and lost. We think the rules enacted

last year, limiting the life insurance reserve deduction to the

minimum reserve amount required by State regulators, are appro-

priately strict and provide for a fair statement of an insurer's

economic income with respect to the liabilities it has taken on.

Life insurance companies have already expended considerable

resources on the implementation of these rules. It would be

wrong to abandon them now.

As the Council has also pointed out, the proposal to

limit the life insurance reserve deduction to cash surrender

-12-
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values is contrary to over 70 years of tax policy and practice.

This history reflects the need to recognize the long-term nature

of life insurance, annuity, and noncancellable and guaranteed

renewable accident and health insurance contracts. It likewise

reflects the need to provide tax rules to ensure that income and

deductions are properly matched. Existing law appropriately

recognizes that insurers must set aside funds to provide for

various forms of liabilities under long-term contracts which

provide no cash values. If deductions are not allowed for these

liabilities, life insurance companies will pay tax on premiums,

when-received, but will be limited to deductions for related

claims when such amounts are paid many years later. Substantial

mismatching of income and deductions would result. The same

would be true of reserves held for contracts that have cash

values where those reserves exceed the cash values.

Curiously, while the Administration Proposals would

place a life insurance company on a cash basis of accounting

with respect to many of the products that it sells, elsewhere

the Administration rejects cash method accounting for its

failure to reflect the economic results of a taxpayer's business

over a taxable year. -We will say more about this momentarily.

For now, we can simply state our agreement that cash method

accounting, at least where life insurance companies are

concerned, would incorrectly measure economic income. We

therefore urge you to reject the proposal of Chapter 10.08.

2. Deduction for Unpaid Losses

-13-
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Under current law which (like the provision for

deductibility of life insurance reserves) dates back to 1909,

insurers are allowed to deduct their unpaid losses, that is, the

amounts they set aside for the future payment of accrued claims.

For life insurance companies, these relate principally to

accrued claims under accident and health insurance contracts.

These contracts provide protection against such contingencies as

medical expenses and disability. Individual policies of this

sort typically provide long-term protection so long as the

policyholder continues to pay premiums. The vast majority of

Americans are protected by some form of health insurance whether

it be provided under a group contract, or under individual poli-

cies covering, among others, employees of small businesses, the

elderly supplementing Medicare, professionals, the unemployed,

and dependents not covered by group insurance. Such coverages

are designed to protect against loss of income or large medical

expenses, just as life insurance benefits protect against the

death of an income provider.

The tax treatment of many of the reserves held under

accident and health insurance contracts was changed just last

year as part of the overall revision of the tax rules for life

insurers. As a result, individual accident and health insurance

reserves aLd now determined, for tax purposes, in accordance

with the State minimum reserve requirements. Additionally, for

tax as well as State regulatory purposes, -roup claim reserves

typically are determined on an actuarial basis, using an assumed

-14-
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interest rate, and are of very short duration.

The Administration Proposals would now change this,

too, and effectively would abolish such reserve deductions.

Chapter 10.10 would apply a "qualified reserve account" (or

"QRA") approach to life insurers' unpaid losses, to the extent

such amounts are "not included in life insurance reserves."

While we endorse the testimony of the Council on this subject,

we would like to offer a few observations of our own.

The rather complex QRA mechanism of accounting for

unpaid loss reserves is nothing more than an-el-aborate device by

which to impose cash accounting on these reserves. Consistently

with the Administration's proposed treatment of life insurance

reserves, it effectively would abandon any effort to match the

revenues and expenses of life insurance companies, and would

seriously mismeasure their income for tax purposes.

In operation, the QRA proposal would limit a life

insurance company to deducting only an initial addition to its

reserves for unpaid losses incurred during a taxable year.

Thereafter, the company's QRA would be required to be augmented

each year by additional amounts based on the company's after-tax

rate of return on portfolio investments. In contrast with the

initial addition to the QRA, however, no deduction would be

allowed for such subsequent additions. At the time a claim was

paid, the entire reserve -- including both the initial addition

for which a deduction was allowed, and subsequent additions to

the reserve for which no deduction had been allowed -- would be

55-629 0-86--21
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includible in income, and the company would be permitted a

deduction for payment of the claim.

The simple fact of the matter is this: in operation,

QRA accounting is precisely the equivalent of cash accounting

for the unpaid losses. Indeed, the Treasury Department concedes

as much.2 Thus, for this Committee to impose QRA accounting on

unpaid losses would be tantamount to denying them any deduction

for their unpaid losses until actual payment of the underlying

claims.

As respects insurance companies, the Administration

Proposals appear to be quite enamored with the "cash-equivalent"

system that would be imposed through QRA accounting. They have

proposed its wholesale application to the loss reserves of

property-casualty insurers as well as to those of life insurers.

But the Administration has advanced no persuasive reason why

cash (or QRA) accounting is an appropriate method of accounting

for the unpaid losses of insurance companies.

Indeed, it is quite ironic that the Administration has

even proposed the application of QRA accounting to the activi-

ties of life insurers, much less to those of property-casualty

2 See T. Neubig and C.E. Steuerle, "The Taxation

of Income Flowing Through Financial Institutions: General
Framework and Summary of Tax Issues" (United States Treasury
Department, Office of Tax Analysis, OTA Paper No. 52, 1983),
at 63-68. Neubig and Steuerle's paper demonstrates that
identical financial results are obtained through the use of
either cash accounting, or what they describe as a "qualified
reserve method" of accounting, for future liabilities. The
latter is QRA accounting.
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insurers. These organizations, more so than any others, are

engaged in activities that involve the collection of income in

advance, giving rise to obligations to pay losses in the future.

Subjecting such organizations to cash-equivalent accounting

would lead to very serious mismatching of their revenues and

expenses, and would seriously mismeasure their income.

The irony is that the Administration, in other

respects, Is quite skeptical about the propriety of cash

accounting, which, according to the Administration's Proposals:

"frequently fails to reflect the economic
results of a taxpayer's business over a
taxable year. The cash method simply reflects
actual cash receipts and disbursements which
need not be related to economic income.
Obligations to pay and rights to receive
payment will be disregarded under the cash
method, even though they directly bear upon
whether the business has generated an economic
profit or loss. Because of its inadequacies,
the cash method of accounting is not
considered to be in accord with generally
accepted accounting principles and, therefore,
is not permissable for financial accounting
purposes."

in response to these concerns, the Administration

Proposals would seriously restrict the availability of cash

accounting~for other businesses. Presumably they have done so

to ensure that, through more widely mandated use of accrual

accounting, taxpayers will be-more likely to report something

akin to "economic income" for tax purposes.

Given the Administration's disenchantment with cash

method accounting, and its preoccupation with matching revenues
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and expenses, it is difficult to understand -- except, perhaps,

in terms of a result-oriented preoccupation with raising revenue

-- how the Administration can seriously advocate cash-equivalent

accounting for unpaid losses of life insurance companies. The

existing treatment of life insurers' loss reserves does operate

to match revenue and expenses and therefore is decidedly

superior to QRA accounting. Departing from this treatment in

favor of a QRA approach is all the more questionable with

respect to accident and health reserves, which are determined

employing rates of interest and morbidity and/or mortality.

We would add one final comment about application of

the QRA methodology to life insurance companies. Life companies

are, aad since 1959 have been, taxed under a regime that

expressly-"prorates" taxable and tax-exempt income between the

companies and their policyholders. The QRA would achieve the

same end, though indirectly (as specifically noted on page 268

of the Administration Proposals). Applying QRA to life insurers

would thus result in a doubling-up of proration. Clearly this

would be wrong. Unfortunately, the Administration Proposals

neither acknowledge this'result nor attempt to defend it.

3. Special Life Insurance Company Deduction

Under a provision of the tax law introduced last

year, a life insurance company is allowed a "special" deduction

in an amount equal to 20 percent of its otherwise taxable

income. Since the deduction applies only with respect to income

resulting from the company's life insurance business, gains and
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losses arising from a noninsurance business operated by a life

insurance company neither increase nor decrease the amount of

this deduction.

As we noted at the outset of this statement, the

special life insurance company deduction was designed to limit

the total tax revenues from the life insurance industry in 1984

to approximately $3.1 billion. The deduction thus serves, in

effect, to lower the effective corporate tax rates in the case

of life insurers -- reducing the top rate from 46 percent to

36.8 percent on life insurance business income. In so doing,

the deduction was intended in part to place life insurance

companies on a somewhat more equal footing (a "level playing

field") with competing financial intermediaries which enjoy

effective tax rates lower (in some cases, substantially lower)

than the nominal rates.

Chapter 10.09 of the Administration Proposals would

repeal this new deduction, arguing that changes the Proposals

recommend in the tax treatment of other financial institutions

would produce a level playing field without the special

deduction, thereby rendering it unnecessary. We strongly

disagree. The Administration Proposals do not achieve equality

of tax treatment among all institutions which sell insurance or

provide financial services. Under the Proposals, many direct

competitors of life insurance companies would retain their

tax-favored or tax-exempt status, and will be able to operate at

a very significant competitive advantage over life insurance
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companies.

Indeed, some of the most dominant organizations

operating in these fields would, under the Administration

Proposals, remain tax-exempt. The Blue Cross-Blue Shield

organizations, for example, collectively represent perhaps the

nation's largest single private purveyor of accident and health

insurance. Although under the original Treasury Department

proposals the existing tax exemption of Blue Cross-Blue Shield

(under section 501(c)(4) of the Code) would have been repealed,

the actual Administration Proposals abandoned this proposed

change. As a result, the single largest competitor in the

accident and health field will remain tax-exempt, and will be

able to operate at a competitive advantage vis-a-vis life

insurers even if the special life insurance company deduction is

retained. If this deduction were to be repealed, the competi-

tive disadvantage would seriously be exacerbated. As the

Committee on Ways and Means observed in its report on this

aspect of the 1984 legislation, the special deduction "insures

that life insurance companies remain competitive with other

tax-favored and tax-exempt financial intermediaries (e.g.,

banks, thrift institutions, self-insurance trusts, Blue Cross-

Blue Shield, etc.)." 3  Although the Administration

proposes to repeal certain tax benefits and deductions enjoyed

See H.R. Rep. No. 432 (pt. 2), 98th Cong., 2d
Sess. 1407 (1984).
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by some financial institutions that compete with life insurance

companies, it is by no means certain that the Proposals, even if

enacted in their entirety, would eliminate the tax-induced

competitive imbalance. Without a much clearer definition of the

proposed tax changes for these institutions, as well as a

thorough study of the impact that these proposals would have on

effective tax rates, there can be no assurance that the

Proposals would accomplish their theoretical goal of equal

treatment for all businesses which sell insurance or provide

financial services.

Having said this, let us make clear our belief that

the proposal to eliminate the life insurance company special

deduction should be reviewed in the context of the actual effect

that any changes made in the tax law would have on the treatment

of other financial intermediaries. If the overall changes do,

in fact, increase the taxes paid by other financial inter-

mediaries and place their effective tax burdens on a par with

those of life insurance companies generally, it would follow

that the need for the special deduction might be re-examined.

However, the proposed repeal of that deduction should not be

accepted without recalling its origins, namely, that it is

needed to place life insurers on a "level playing field" with

other financial intermediaries and with competitors in our own

business that are expressly exempted from tax. Unless and until

these biases are corrected -- and the Administration Proposals

stop far short of doing so -- the special deduction should be
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allowed to stand.

As a final point on this topic, we wish to note that

some have suggested adding in the amount of the special

deduction as a so-called "preference" item for purposes of an

alternative minimum tax applicable to corporations. Since, as

we have just explained, the special deduction serves to reduce

the effective corporate tax rates in the case of life insurers,

and does so specifically to adjust their tax burdens in relation

to those of competing entities, we consider this suggestion

misguided. It would be inappropriate to treat companies

eligible for this rate adjustment as having such a preference

item just as it would be inappropriate to treat a corporate

taxpayer in the 15 or 30 percent tax bracket (as compared with

one in the 46 percent bracket) as having a preference.

4. Small Life Insurance Company Deduction

The law as revised in 1984 permits a small life

insurance company a deduction equal to 60 percent of the first

$3 million of its otherwise taxable income. This deduction,

which is phased out as that income increases from $3 million to

$15 million, is allowed only to companies with gross assets of

less than $500 million. The Administration Proposals (also in

Chapter 10.09) argue that after comprehensive tax reform,

special rules for small life insurance companies will no longer

be appropriate, and that this deduction, too, should be

repealed.

We must afso disagree with this conclusion. The small
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life insurance company deduction was instituted last year as one

of the principal elements of the thoroughly studied, carefully

balanced set of rules designed to govern the taxation of life

insurance companies for years to come. It replaced (together

with the 20 percent special deduction) rules under the 1959 law

that were vitally important to small life insurance companies in

that they permitted small businesses to compete, and to grow,

within the life insurance industry. In this regard, it must be

remembered that our's is an industry dominated by large firms

that control multi-billion dollar asset portfolios, and yet in

which numerous small companies play a vital role in maintaining

competition and providing innovation. It was to permit the

latter to compete and grow in the context of the former that- the

small life insurance company deduction was enacted. This

approach was acceptable to small life insurers even though it

was not as favorable as the 1959 law which it replaced.

The Administration's recommended reduction of the tax

rates applicable to corporations from 46 percent to 33 percent

simply would not be adequate to accomplish for small life

insurance businesses what existing law now achieves. By

repealing the small company deduction, the Administration

Proposals would more than double the effective rate of tax

imposed on the small life insurer. The suggested repeal thus

fails to take into account the history and purpose of the

provision to be repealed.

The proposal to eliminate the small company deduction

-23-
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would also upset yet another fundamental aspect of the

intricately woven set of rules for life insurers embodied in the

1984 revision: the division of tax burdens between mutual and

stock life insurance companies. This aspect of the work that

the Congress performed in 1983 and 1984 was. perhaps the most

difficult task faced, and the mutual/stock "segment balance"

compromise reached was both delicate and critical to the success

of the recent legislation. While the small company deduction is

available to small mutual companies, it was recognized to inure

principally to the benefit of small stock companies. Thus, this

provision was a crucial factor in determining that segment

balance. Unfortunately, repeal of this deduction would

obliterate that factor, change the balance so carefully worked

out, and generally undo what the Congress did only last year.

The joint statement of the Life Insurers Conference,

the National Association of Life Companies, and the National

Insurance Association more fully develops these and other

reasons why it would be wrong to repeal the small company

deduction. We commend that statement to this Committee and urge

you not to agree with this aspect of the Administration

Proposals.4

4 The jbint statement also notes that, because (as
is the case with the special deduction) the small company
deduction adjusts the effective corporate tax rates for the
eligible companies, taking competitive conditions into
account, it would be inappropriate to include the amount of
the deduction as a preference item for purposes of any
corporate minimum tax.

-24-
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III. CONCLUSION

The member companies of the SIG wish to thank the

Committee on Finance for this opportunity to express our

concerns with the Administration Proposals as they relate to

life insurance companies and policyholders. We commend the

Committee not only on the work accomplished in 1984 with respect

to the life insurance industry, but also on the difficult labors

it now faces in attempting to extend such work to all other

sectors of economic activity, we wish to emphasize that it is

not our intention here to ask for exemption from tax reform

efforts, but rather to point out that the Congress, led by this

Committee and with (at the time) the Administration's agreement,

already completed such efforts for our industry just last year.

-25-
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STOCK COMPANY INFORMATION GROUP

AETNA LIFE INSURANCE COMPANY
ALLSTATE LIFE INSURANCE CO.

AMERICAN GENERAL LIFE
INSURANCE COMPANY

BUSINESS MEN'S ASSURANCE
COMPANY OF AMERICA

CAPITAL HOLDING CORPORATION

CNA INSURANCE

CONNECTICUT GENERAL LIFE
INSURANCE COMPANY (CIGNA)

FEDERAL KEMPER LIFE
ASSURANCE COMPANY

FRANKLIN LIFE INSURANCE
COMPANY

HARTFORD LIFE INSURANCE
COMPANY

E.F. HUTTON LIFE INSURANCE
COMPANY

IDS LIFE INSURANCE COMPANY
INSURANCE COMPANY

INTEGON LIFE INSURANCE
CORPORATION

JEFFERSON STANDARD LIFE
INSURANCE COMPANY

LIBERTY LIFE INSURANCE CO

LIBERTY NATIONAL LIFE
INSURANCE COMPANY

LIFE INSURANCE COMPANY
OF VIRGINIA

LINCOLN NATIONAL LIFE
INSURANCE COMPANY

PAUL REVERE LIFE
INSURANCE COMPANY

PROVIDENT LIFE AND
ACCIDENT INSURANCE CO.

SOUTHWESTERN LIFE INSURANCE
COMPANY

TRANSAMERICA OCCIDENTAL
LIFE INSURANCE COMPANY

TRAVELERS INSURANCE COMPANY

WASHINGTON NATIONAL
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October 15, 1985

STATEMENT OF
SUN LIFE ASSURANCE COMPANY OF CANADA (U.S.)

AND
MASSACHUSETTS FINANCIAL SERVICES

IN OPPOSITION TO
THE PRESIDENT'S PROPOSAL TO TAX

THE "INSIDE BUILD-UP" ON
DEFERRED ANNUITY CONTRACTS

TO
COMMITTEE ON FINANCE
UNITED STATES SENATE

OCTOBER 1, 1985

This statement'is submitted by Sun Life Assurance

Company of Canada (U.S.) ("Sun Life (U.S.)"), a wholly-owned

subsidiary of Sun Life Assurance Company of Canada, and by

Massachusetts Financial Services ("MFS"), a wholly-owned

subsidiary of Sun Life (U.S.).-.' Sun Life (U.S.) is currently

the leading issuer of individual variable annuity contracts

in the United States and a significant issuer of fixed

annuity contracts. MFS is the wholesale distributor of

Sun Life (U.S.)'s annuity policies to stock brokerage firms

and insurance broker-dealers. This statement addresses a

portion of the President's tax reform proposal of deep concern

to Sun Life (U.S.) and MFS: the proposal to tax annuity

contractholders currently on the "inside build-up" credited

under deferred annuity policies.-/ The statement also

1/ Sun Life (U.S.) and MFS are referred to collectively
herein as "Sun Life (U.S.)."

2/ The President's proposal would not affect the tax treat-
ment of inside build-up credited under qualified annuity
contracts, i.e., annuities hbld by qualified pension plans and
IRAs. This statement therefore addresses the proposal insofar
as it relates to nonqualified annuities.
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addresses the House Ways and Means Committee proposal to place

a cap on annuity investments and to raise and extend the

penalty on early withdrawals.

Under Federal income tax law for over seventy years,

income credited to a deferred annuity contract ("inside

build-up") is not taxed to the contractholder prior to distri-

bution. The President would reverse this long-standing policy

by taxing the holder of a fixed annuity contract currently on

the excess of the yearly increase in contract cash value over

premiums paid. Similarly, the holder of a variable annuity

contract would be taxed on his pro rata share of the income of

the separate account underlying the contract.

The proposal states that the taxation of inside

build-up on deferred annuity contracts would help to ensure a

"level playing field" among various financial institutions,

providing equivalent tax treatment for deferred annuities and

short-term investment vehicles. It adds that annuities are

purchased primarily by wealthy individuals, and that current

taxation thereby would eliminate a bias in favor of high-

income taxpayers.

Sun Life (U.S.) feels that this proposal is ill-

conceived and unwise for a variety of reasons:

-- Taxation of inside build-up would discourage

individuals from purchasing annuities and thereby

from providing for their own retirement security.

Contrary to the President's suggestion, this burden
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would fall not on wealthy individuals but on the

middle class: the average cash value of a

Sun Life (U.S.) annuity contract -- including

earnings as well as premiums invested -- is under

$20,000. Middle-income taxpayers are the very

individuals who should be encouraged to provide for

their own retirement.

-- Congress has revised the taxation of annuity con-

tracts twice in the last three years to ensure that

they are in fact used as long-term retirement

planning vehicles. The more recent amendments --

enacted just last year -- were accompanied by

instructions to Treasury to conduct a five-year

study to determine the effectiveness of the changes.

Further changes to the taxation of annuities at this

time are certainly premature and, we believe,

unnecessary. -Constant change -- and the threat of

additional change -- inhibits annuity sales and

places an unnecessary administrative burden on the

issuing company-.

-- Taxation of inside build-up would not in fact result

in a "level playing field." Deferred annuities

differ from short-term investment vehicles in both

function and design: short-term investments are

used to provide temporary investment income, while

annuities -- with their guarantee of a life-long
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income stream -- are an ideal vehicle for long-range

retirement planning.

Equalizing the tax treatment of various investment

products cannot alone level the field: disparate

government regulation of life insurance companies

and other financial institutions would continue to

tilt the "playing field."

Life insurance companies are a major long-term

source of investment capital. Elimination of

tax-deferred inside build-up would discourage

investment in annuities and thereby would reduce

significantly this important capital pool.

1. Deferred taxation of inside build-up encourages

individual saving for retirement.

Individual saving for post-retirement years is

crucial to the welfare of our society. The Social Security

system provides a floor of retirement income, but cannot

adequately provide for all post-retirement needs. Pension

plans are a source of additional help, but often are not alone

sufficient and are not available to all individuals. IRAs

provide meaningful support only if the individual can make a

contribution each working year, an impossible task for many

middle class families that seek to purchase a home and raise

and educate their children.

A deferred annuity is ideally suited for retirement

planning because it is a flexible instrument that permits an
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individual in later years -- after he has met his family's

heaviest financial obligations -- to set aside an amount that

will provide guaranteed retirement income. Yet the Presi-

dent's proposal would discourage annuity purchases -- and

thereby thwart effective retirement planning -- by taxing an

annuity contractholder before he has received the funds to pay

the tax.

Sun Life (U.S.)'s experience suggests that the

adverse impact of such a tax would fall not on the wealthy --

as the President's proposal suggests -- but on the middle

class. Annuity policies are not retirement vehicles of the

rich: the average cash value of a Sun Life (U.S.) annuity is

under $20,000. Wealthy individuals are less likely to be

concerned about providing for their retirement and are more

likely to invest their money in other tax-favored investments,

such as tax-exempt bonds.

The government should encourage those who are able

to provide for their retirement. The proposed taxation of

inside build-up threatens to shift that cost back to the

government or otherwise leave retirement needs unmet. The tax

cost of the existing incentive to provide for one's retirement

is minimal when compared to the potential cost of asking the

government to expand Social Security benefits or otherwise to
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provide retirement security to private individuals through
1/

public means.-

In fact, the tax benefit now afforded to deferred

annuities has been overstated. Unlike IRA contributions,

premiums paid to purchase annuities are not deductible.

Moreover, not one dollar of earnings credited under an annuity

contract escapes taxation: in all cases earnings are taxed

when distributed to the contractholder or his beneficiary.

Indeed, annuity contracts actually operate to transform equity

portfolio earnings that would be taxed at capital gains rates

into ordinary income when distributed to the annuity contract-

holder.

Moreover, the President's proposal is irreconcilable-

with the fundamental principle of income taxation that tax is

not levied until income is actually or constructively received,

i.e., until such time as the income can be received without

giving up substantial rights and benefits. Inside build-up is

not constructively received because an annuity contractholder

would have to surrender the contract and thereby forfeit

substantial rights and benefits, such as his right to a

!/ The President's proposal suggests that taxation of inside
build-up on annuities would raise $1 billion through 1990.
This revenue estimate assumes -- contrary to reason -- that
individuals will continue to purchase annuities if the build-
up were taxed. In fact, of course, the sale of annuities
would decline drastically if the proposal were enacted, and
hence any increase in revenue would be negligible at best.
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guaranteed future income stream, in order to receive the

contract earnings.

Ironically, the President's proposal recognizes in

other circumstances the principle that no tax is levied until

funds-are constructively received. For example, no tax is

levied on the appreciation in the value of a home until the

home is sold. Like a home -- and unlike a bank certificate of

deposit -- an annuity contract is more than a mere investment

from which the taxpayer periodically extracts the accumulated

income: as a home provides needed shelter, an annuity con-

tract provides security for the future. Like a homeowner --

and unlik. the owner of a short-term investment vehicle -- the

annuity contractholder has locked up his assets to provide for

his essential needs.

2. Congress has addressed the taxation of annuities
twice in the last three years. Further consider-
ation at this time is unwarranted and unnecessary.

The above discussion demonstrates that annuities

serve an important function as effective retirement planning

vehicles. Recent Congressional action ensures that annuity

contracts will be so used, and will not be purchased merely

for short-term investment. In the Tax Equity and Fiscal

Responsibility Act of 1982, Congress imposed a five percent

penalty on most early withdrawals from an annuity contract,

and provided that partial surrenders or cash withdrawals prior

to the annuity starting date are deemed to come first from
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taxable income accumulated under the contract. Further, loans

against the contract are treated as withdrawals, subject to

the income-first rule and the five percent penalty. In the

Tax Reform Act of 1984, as part of a comprehensive reform of

life insurance company and product taxation, Congress expanded

the scope of the five percent penalty and required an annuity

contract to provide for distribution within a specified period

after the contractholder's death. The pending 1984 Technical

Corrections Act would expand this distribution rule to cover

transfers by gift as well as by reason of death.

In making these changes, Congressional committees,

in the hearings leading up to the 1984 Act, considered and

rejected a proposal to tax inside build-up, finding this

inconsistent with the need to foster effective retirement

planning. This conclusion followed a similar rejection of

President Carter's inside build-up proposal in 1978. Yet,

less than a year after the passage of the 1984 Act, the

President has resurrected this proposal for yet a third time.

Such constant change, uncertainty and reconsideration under-

mine policyholder confidence, inhibit serious consideration of

the annuity as a necessary retirement planning vehicle, and

hence discourage retirement savings in much the same way as

would the proposed tax itself. Repeated revision of the tax

laws also places a significant burden on the issuing company,

which must inform policyholders of the changes and then

administer the contracts in accordance with the new rules.
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Certainly consideration of this proposal at this

time is premature. In addition to further limiting any

possible use of annuities as short-term investment vehicles,

the 1984 Act specifically requires the Treasury (in consulta-

tion with the Joint Committee on Taxation, the Ways and Means

Committee and the Senate Finance Committee) to conduct "a full

and complete study" of the taxation of life insurance. Act

S 231. The Act provides that the study "shall also include an

analysis of life insurance products and the taxation thereof."

Id. Treasury is to submit interim reports to the Ways and

Means Committee and the Senate Finance Committee on July 1,

1986, 1987 and 1988. A final report is to be submitted on

January 1, 1989.

Congress mandated these studies to determine whether,

in light of subsequent industry experience, the 1984 Act

changes to annuity taxation were effective to restrict the use

of annuities as short-term investments and to encourage their

use for retirement planning. Yet the ink was scarcely dry on

the 1984 Act -- with even the first of the interim reports

almost two years away -- when the Treasury, in November 1984,

proposed to change the taxation of annuity contracts once

again. Viewed against this legislative background, recon-

sideration of the annuity issues at this time is simply

inappropriate.
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3. The proposal would not ensure a "level playing field"

among comparable financial institutions and products.

The concept of a "level playing field" is meaning-

less in view of the differences in function and design of the

various investment products. Deferred annuities permit an

individual to accumulate retirement savings and to pool the

risks of extended life, guaranteeing a retirement income

stream that the individual (or the individual and spouse)

cannot outlive. In this manner, annuities differ from short-

term savings instruments, which provide temporary cash flow.

It is ironic that Treasury, which, in two of the last three

years, sought and received effective statutory changes to

assure that annuities are used as long-term planning vehicles,

now seeks to compare annuities to short-term investments, such

as CDs.

As noted above, by taxing the annuity contractholder

on income when he would not have the funds to pay the tax, the

President's proposal would render annuities an unattractive

and unuseable concept. Thus, by attempting to create a "level

playing field" among unlike products, the President's proposal,

if enacted, instead would remove deferred annuities from the

game altogether.

Even if deferred annuity contracts were comparable

to short-term investment vehicles, a change in the applicable

income tax laws, without massive revision of other government

regulations applicable to financial institutions, would not
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alone produce a "level playing field." The issuers of Other

investment products are not subject to the extensive regula-

tory restrictions imposed on life insurance companies. Unlike

life insurance companies, mutual funds and security issuers

are not subject to state regulation of their financial

solvency. Further, unlike variable annuity issuers, issuers

of debt and equity securities are not subject to the substan-

tive restrictions of the Investment Company Act of 1940.

In the case of banks, state financial regulation

does not restrict the entity's ability to grow and compete to

the same extent that it does insurance companies. A bank's

surplus is not reduced when it sells a certificate of deposit.

In contrast, under state reserving laws, an insurance company

selling an annuity policy actually must set up reserves

greater than the net premiums received. Thus, each annuity

sale reduces surplus. As a result, unlike a bank, an insur-

ance company must, at some point, curtail sales in order to

comply with state regulation.

Further, banks do not face the comprehensive product

and market-regulation that confront insurance companies.

Federal securities laws are inapplicable to bank products. In

addition, banks receive government assistance, such as FDIC

insurance and low interest loans at the Federal Reserve

discount window, that has no parallel in the insurance

industry. Banks -- with their storefront offices and exten-

sive branching system -- also enjoy superior customer access.
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In short, insurance companies face a complex and

comprehensive regulatory scheme that places them at a competi-

tive disadvantage relative to other financial institutions.

Even under current law, the insurance industry's share of

savings dollars is declining. Unless Congress is prepared to

reform and conform the laws regulating financial institutions,

it will not be possible to achieve a "level playing field."

The President's proposal to tax the inside build-up on deferred

annuity contracts, if enacted apart from such reform, wi'.l

only further tilt the playing field away from an industry

already suffering under severe regulatory disabilities.

4. Taxation of the inside build-up on deferred
annuities would inhibit necessary capital growth.

Life insurance companies are a major long-term

source of investment capital that is. vital to economic growth.-

Deferred annuity contracts represent a long-term commitment of

funds to the insurance company by the contractholder. This

commitment assures that the funds will be available as a

capital source for many years. Taxation of the "inside

build-up" on deferred annuity contracts, by discouraging, and

perhaps eliminating, investment in these contracts, will have

I/ In 1983, life insurance ranked third among private
domestic institutional sources of funds, supplying eight
percent of the total funds flowing into financial markets.
American Council of Life Insurance, 1984 Life Insurance Fact
Book 67.
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a deleterious effect on the long-term availability of invest-

ment funds. Funds channeled away from deferred annuity

contracts will either be spent, in which case they will be

completely unavailable for economic growth, or, in the best

case, invested in short-term instruments, in which case they

may not be available to support future capital needs.

5. The Joint Committee Proposal for Annuity Taxation.

On September 26, the Staff of the Joint Committee on

Taxation released an "option paper", to serve as the basis for

the House Ways and Means Committee markup of a tax reform bill.

Joint Committee on Taxation, Summary of Tax Reform Option for

Consideration by the Committee on Ways and Means (September 26,

1985) ("JCT Proposal"). The JCT Proposal suggests three

changes to the taxation of ahnuity policyholders: (1) the

inside build-up on annuity policies would be subject to

immediate taxation to the extent that the build-up relates to

an aggregate annuity investment by an individual policyholder

in excess to $100,000; (2) the penalty on early withdrawals

would be increased from 5% to 15%Z and (3) the penalty excep-

tion for withdrawals made over a five-year period would be

eliminated. JCT Proposal at 33.

For the reasons set out below, Sun Life and MFS

oppose these changes.
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a. 15% Withdrawal Penalty and Repeal of -

the Five-Year Exception.

Under current law, withdrawals from an annuity con-

tract prior to age 59 (not attributable to death or disability)

are subject to a penalty tax equal to 5% of the portion of the

withdrawal includible in income. There is an exception from

this penalty for a withdrawal that is one of a series of

substantially equal periodic payments made over a five-year

period. The JCT Proposal would increase the withdrawal

penalty to 15% and eliminate the five-year withdrawal

exception.

As noted above, further revision to the tax treat-

ment of annuity policies now is unwarranted. The Treasury has

not yet had time to fulfill last year's Congressional charge to

determine whether the extensive legislative changes in this

area over the past three years are inadequate to insure that

annuities will be used as retirement savings vehicles. Without

any evidence that further changes are warranted, the JCT

Proposal would once again impose on annuity issuers, including

Sun Life, the considerable expense and dislocation of redesign-

ing their products, reeducating their sales forces and repro-

graming their accounting procedures to conform with the new

law.

The proposed changes are especially unfair since the

available evidence suggests that annuity policyholders cur-

rently do not incur the 5% penalty or avail themselves of the
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five-year payout exception. The existing penalty provisions

thus effectively discourage short-term investment in annuity

contracts without necessarily discouraging their purchase due

to the policyholder's ability to meet later financial emergen-

cies or other unanticipated needs. Further increases in

penalties certainly would discourage annuity investment, a

result inconsistent with the recognized need to encourage

individuals -- especially young individuals -- to provide for

their own retirement.

The elimination of the five-year withdrawal exception

is especially unjustifiable. That exception does not encourage

the use of annuities as short-term investment vehicles. It is

a contradiction in terms to suggest that a short-term investor

would commit his funds to the vagaries of the financial markets

for a five-year period. The five-year exception provides

assurance to the policyholder who is investing for retirement

that the annuity can provide some support prior to age 59 in

the event of an unforeseen emergency. The exception is thus

meaningful only to the investor who is not seeking a temporary

parking place for his funds. Elimination of the five-year

exception would remove this comfort and hence would discourage

the initial contract purchase. Ironically, this proposal,

which purports to encourage the use of annuities for retire-

ment purposes, would have exactly the opposite effect.

The proposed increase in the penalty rate to 15% is

intended to create parity with qualified plans. This analysis
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ignores the fact that, in addition to the tax penalty, pre-

mature withdrawals from annuity contracts are normally subject

to a surrender charge imposed by the issuing company. Thus,

the true "penalty" on premature withdrawal under current law is

often in excess of 10%. The JCT Proposal would increase this

to more than 20% in many cases.

Moreover, the analogy to qualified plans is inappo-

site. Contributions to qualified plans are currently deduc-

tible. This deductibility enhances the deferrAl benefit, as

more dollars build up tax deferred. This increased benefit

more than compensates for the fact that withdrawals are fully

taxable. Such is not the case for nonqualified annuities.

In addition, withdrawals are subject to immediate tax

to the extent of income in the contract. The "bunching" of

several year's earnings often results in taxation at a higher

marginal rate than that applicable to each year's income alone.

This further discourages premature withdrawals. An additional

15% penalty thus would place an unreasonable and unnecessary

burden upon a policyholder who, because of an unforeseen event,

needs access to his funds.

In sum, the Joint Committee Proposal would further

discourage annuity purchases at a time when the attractiveness

of annuity contracts has been undercut by a plethora of recent

legislative and administrative changes in tax treatment. These

recent changes adequately assure that annuities will be used
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for legitimate retirement planning purposes and not as short-

term investment vehicles. In these circumstances the purchase

of annuities should be encouraged, not further discouraged.

-b. $100,000 Cap on Annuity Purchases.

The Joint Committee has proposed that inside build-up

on annuity policies be subject to immediate taxation to the

extent that the earnings relate to an aggregate annuity

investment by an individual taxpayer in excess of $100,000.

A $100,000 limitation on annuity investment is far

too low to permit an individual to provide more than minimal

support for his retirement. For example, in a twenty-year

savings program an individual would be limited to an average

investment of no more than $5,000 a year. Even in a rela-

tively stable economic environment, such a small sum is

insufficient to provide retirement security. It would be

wholly inadequate in a more inflationary climate. A limita-

tion that hampers effective retirement planning is anti-

thetical to the very purpose of an annuity policy.

The proposed cap would also impose an unnecessary

penalty upon individuals who rely upon annuities as a means of

support. For instance, a widow might well choose to invest a

$200,000 life insurance benefit in an annuity to provide life-

time payments. Taxation of half of the build-up in such a case

would be inappropriate.
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Further, a cap presents severe administrative diffi-

culties. The cap could be administered in either of two ways.

The first would require each taxpayer to monitor his own

annuity purchases, computing the tax due when his aggregate

investment exceeds $100,000. The complexity of this determina-

tion and calculation would significantly undercut the enforce-

ability of the provision.

Alternatively, each issuing insurance company would

be required to provide information to its policyholders and the

IRS, reflecting the policyholder's investment in the contract

and the earnings credited thereunder. This would impose a

significant administrative burden not only on the companies,

but on the IRS, which must process thj forms received. Indeed,

the administrative effort conceivably could cost more than the

meager revenue to be generated by the Proposal.

Other administrative problems are readily apparent.

For instance, it is uncertain how the taxable build-up is to be

computed where an individual exceeds the limitation. Is the

taxpayer taxed on the earnings generated by the most recent

dollars invested (to the extent these dollars raise the aggre-

gate investment above $100,000)? Or will the tax be levied on

a pro rata portion of all annuity build-up?

The application of the cap where the policyholder

withdraws from or borrows against the policy is also unclear.

The possibility of withdrawals followed by additional invest-

ments, or of borrowings (which are treated as withdrawals)
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followed by repayments, raises the prospect of a policyholder

crossing over the $100,000 threshold and then falling back

several times throughout the year. It is unclear how the

investment in the policy is to be measured in such a case.

Moreover, if in this case the taxpayer is deemed to have

exceeded the limitation by some amount, it is unclear how the

taxable earnings on the portion of the investment in excess of

$100,000 for part of the year can be measured.

The cap poses technical problems as well. For

instance, it is unclear how the cap would apply where a husband

and wife purchase a joint and survivor annuity.

Finally, the Proposal's effective date is defective.

The Proposal would count annuity investments- made prior to the

effective date against the $100,000 limitation. Thus, a policy-

holder that had purchased a $50,000 annuity last year could

invest only another $50,000 in an annuity policy after ena~x-

ment. Such retroactive application is even more onerous than

the Administration proposal that the inside build-up provi-

sions not apply prior to the date of Committee action, and,

more important, contravenes the joint statement of Representa-

tive Rostenkowski and the Chairman of this Committee that the

inside build-up provisions will not be applied retroactively.

Joint Statement by House Ways and Means Committee Chairman Dan

Rostenkowski and Senate Finance Committee Chairman Bob Packwood

on Effective Dates of Potential Tax Reform Legislation

(March 15, 1985). Accordingly, if adopted, the $100,000 cap

should be measured only by reference to investments made after

the effective date.

0


