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TUESDAY, MARCH 38, 1839

UL.S. SeNaTE,
Comxirrrre oN FINANCE,
Washkington, D.C.

The committea met, pursuant. to call, at 10:20 aun, in yvomn 2221,
New Senate Oftice Building, Senator Harey Flood Byrd (chnirman)
presiding.

Pisent: Senator Bywd, Kerr, Frear, Tong, Smathers, Anderson,
Donglas, Gore, Talmadge, MceCarthy, Hartke, Williams, Carlson,
Bennett, Butler, Cotton, and Curtis,

Also present : Elizabeth B, Springer, chiof clork.

Colin F. Stam, chief of statl, Joint Committea on Internal Revenue
Taxation,

The Ciamaran, The committea will come to ovder,

The purpose of this mecting is for consideration of 1LR, 4245, the
lifo insurance tax formula bill,

T submit. for the vecord a brief analyses of the pending legislation,

('The brief analyses of LR, 4243 is as follows:)

Brixe ANALYAIR o 1LRR, 4243
QENERAL TAX STRUCTURE PROVIIED FOR LIFE INSURANCE COMPANIES BY MR, 4248

The bil fmposcs the regular 82-pereent corporate {ncome tax (80 percent on
the tirat $25,000) on what tx defined ag “lite {uzurance company taxable income."
Thia I8 composed of threo paris: Taxable vestiment income ; one-halt of the cur-
rent underwriting income; and the other half of underwriting incotne when it s
distributed to sharcholders or made available to them,  In addition a Qat 25 por-
cent tax I8 jmposed on capital gains,

Step I—Taxradle incestment income

Taxable investmont {ncome consists of interest, dividends, vents and other
forms of investment tncoe, less Investiment expensas, a spevciat deduction for
small buginess equal to 8 percent af net investment fncome (up to a maximum of
$25,000), a deduction for investment incoane carned on penaton plan reeorves and
A& deduction for {futerest patd. owever, the principal deduction ia that for ine
veatient income needed with reapect to lite insnrance resorvea.  This dedunetion
fuvelvea tho doterminatioh of an {ntereat rate to be applind to a company’a life
insurance reserves. The tnterest rate provided by this bhilt iz halfway botwoeen
thoe actual earnfugs rate of the company and the rate it assumed in computing ita
own reserves (or the industry averagoe assumoed rate for the prior year, it
higher). This deduction rate ts then applind to the company’a own reserves,
after theso reserves are adjusted to retloct the lovel they would have been at had
thia deduction rato been n=ed In prior yeara. .

Step 2—~Oneshalf of underioviting gain (or whole losa)

Thder step 2 the life inthirance company firat determinea ita overall gain or
loss from orentlons and then its atep 1 tax base {a deducted feom this figure
T Yeault fs underwriting gain or losa, The gain from operations take into e
connt both r‘:'emtnm income and inveatment income. Deductions againat this
are allowed for clatms pald to policyholders And beneficlarios, operating expenscs,

1
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investment expenses, and additlons made during the year to life insurance re-
serves.  In additlen, deduetlons are allowed for dividends paid to policyholders,
an anount equal to 10 percent of the additlions to life fnsurance reserves with
respect to nonparticipating insurance and an amount equat to 2 percent of pre-
mium income from group insurance business (subjoct to certain restrietions).

If the gain from operations less taxable investinent income result in an under-
wrlting galn, one-hrif of this amount is added to the tax base determined under
stop 1. It the result is an underweliting loss the enfire loss (but reduced for
policyholder dividends and the 10 percent and 2 pereent deductions referred to
above) reduces the tax base otherwise determined nuder step 1.

Step S—Tar on portion of underieriting income not precvivusly tared at time of
distridution or 1chen made availadle to stockholders
Under step 8 provision is made for taxing the halt of the underwritlng gatn not
taxed under step 2. 1t I8 fncluded in the company’s tax base at the time it is
distributed to stockholders, or made avallable to them, or to the extent the
amount so accumulated over a period of years exceeds 28 percent of life insur-
aunce reserves or G0 percent of the net premiums for the taxable year,

ngle text of the bill as passed by the House of Representatives

follows:
) TILR. 4245, S0th Cong,, 1st sesy.}

AN ACT Relating to the taxatlon of the lncowe of Ufe insurance companies

Re it enacted dy the Senate and House of Repreacntatives of the United States
of America in Congress aexembled,

SECTION 1. SHORT TITLE.
Th.is Act may be cited as the “Life Insurance Company Income Tax Act of

SEC. 2. REVISION OF PART 1 OF SUBCHAPTER 1.

{a) Part 1 of subchapter L of chapter 1 of the Internal Revenue Code of 1064
(relating to life insurance companies) s amended to read as follows::

“PART I-LIFE INSURANCE COMPANIES

*Subpart A, Definition ; tax lmposed.
“Subpart B, Inveatment income.

“Subpart . Galn and loas from operations,
“Subpart . Disteibutions to ahareholders.
“Subpart K. Miscellangous provislons.

“Subpart A—Definition; Tax Imposed

“See. 801, Definition of life insurance company,
“See. 802, Tax fmposed,

“SEC. 801, DEFINITION OF LIFE INSURANCE COMPANY,

(a) Lirs INSURANCE COMPANY DEFINED.—FOr purposes of this subtitle, the
term ‘life insurance company’ means an insurance company which is in
the business of issuing life insurance and annulty contracts (elther separately
or combined with health aud accident insurance), or noncaucellable contracts of
health and accident insurance, if—
“(1) its lite Insurance reserves (as defined in subsection (b)), plus
*(2) unearned premiums, and unpaid losses (whether or not ascertalned),
on noncancellable life, health, or accident policles not included in lite insur-
ANCO reserves,

ciou;nfrln more than 80 percent of its total reserves (as defined in subsection
c)).
“(b) Lire INSURANOE RESERVES DEFINED,—
“(1) IN oxNERAL~For purposes of this part, the term qife insurance
reeerves’ means amounts—
“(A) which are computed or estimated on the basis of recognised
mortallty or morbidity tables and assumed ratces of interest, and
“(B) which are set aside to mature or liquidate, either by payment
or reinsurauce, future unaccrued claime arising from life {nsurance,
annuity, and noncancellable health and accident insurance contracts
(including life insurauce or lnnnl,y contracts combined with noncan-
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cellable health and accident insurance) invoiving, at the time with re-
spect to which the reserve is computed, life, health, or accldent coun-
tingencles.

1(2) RESKERVES MUST BE REQUIRED BY LAW.—Rxcept—

“(A) In the case of poticles coverlug life, health, and accldent Insur-
ance combinted In one poliey Issned on the weekly premium payment
plan, continuing for life and not subject to cancellation, and

“(B) a8 provided tn paragraph (3),

in additlon te the requirements set forth in paragraph (1), life fusurance
reserves must be required by law,

#(8) ASSESSMENT COMPANIRA.—In the case of an assessment life insur-
ance company or assoclatlon, the term ‘life insurance reserves’ jncludes—

*(A) sums actually deposited by such company or assoclation with
State or ‘erritorial officers pursuant to law as guaranty or reserve
funds, and

“(R) any funds maintained, under the charter or articles of incor
poration or assoclation (or bylaws approved by a State insurance
commissioner) of such company or assoclatlon, exclusively for the
payment of clattis arlsing under ecrtiticates of menbership or policles
issued on the assessment plan and not subject to any other use.

“{4) DEFICIENCY RESKRVES EXCLUDED.—The term ‘life insurance rceerves'
does not fnelade dellcieney reserves. For purposes of this paragraph and
subwection (¢), the term ‘defleiency reserves' means the total present value
of the amounts by which—

“(A) he net premiums required for life lnsurance and annuity con-
tracts, excends

*(R) tho acturl preminms and other conslderation charged for s=h
contracts,

“(06) AMOUNT oF RESERVES.—Fur purposca of this subsection, subsection
(a), and subsection (¢), the amount of any reserve (or portion thereof)
for any tnxable year shall be the mean of such reserve (or portion thereof)
at the begluning and eud of the taxable year.

“(¢) TorAlL RERERVES DEFINED.—Fur purjoses of subsection (a), the term
‘total reserves’ means—

(1) llfe lnzurance reserves,

*(2) unearncd preminms, and unpald losses (whether or not ascertained),
not included in life ingurance reserves, and

*(3) allother insurance reserves required by law.,

The term ‘total reserves’ doecs not include deficiency reserves (within the
meaning of subsection (b) (4)).

“(d) ADJUSTMENTS IN RESERVES FoR PoLicy T.oaN8.—For purposcs only of de-
termining under subsection (1) whether or not an insurance company is a life
insurance compauy, the life insurance reserves, and the total reserves, shall each
be reduced by an amount equat to the mean of the aggregates, at the beginning
and end of the taxable year, of the policy loans outstanding with respect to con-
tracts for which lfoe insurance reserves are maintained.

“(0) QUARANTERD RENEWARLE CoNTRACT&.—For purposes of this part, guar
anteed renewable life, health, and aceldent insurance shall be treated in the
RAIE MANner as noncancellable lite, health, and aceldent insurance.

“(f) BURIAL AND FUNERAL BENEFIT INSURANCE COMPANIES.—A burlal or
funeral benefit insurance company engaged directly in the manufacture of
funeral supplies or the performance of funeral services shall not be taxable
under this part but shall be taxable under section 821 or section 881.

*SEC. §02. TAX IMPOSED.

“(a) Tax IMPOSED.—

“(1) IN oFENERAL.—A tax {3 hereby imposed for each taxabdble year degin.
ning atter December 81, 1057, on the lte ingurance company taxable income
of every life tusurance company. Such tax shall consist of—

“(A) a normal tax on such {ncome computed at the rate provided by
section 11(b), and

*(B) a surtax, on s0 much of euch income as exceeds $25,000, com-
guted at the rate provided by sectlon 11(c).

''(2) TAX IN CASE OF CAPITAL GAINS.—If for auy taxable year beginning
after December 81, 1008, the net long-term capital gain of any life insurance
company exceeds the net short-term capital loss, there is hereby imposed a
tax equal to 25 percent of such excees.
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(b)) Lave INSURANCE CoMpaNy 'Paxatuk INvone DeriNed—For purposes of

thia part, the term life Inauranee company taxable income' means the sum of—

(1) the taxable luvesttent tucomo (as deflned tn section 804) or the gain

feam operations (as dotined tn soction S0 a) ), whichever Ix the snaller,

LD I the galn from operationa exceeds the taxable Investment fncome, an
awmount cqual (o 8 pervent of 2iach oxvess, plus

“(R]) the amount sultracted frow the policyholders surplus account for the
taxablv year, ax dotermined winder seetion 818,

“Subpart R—Investment Incomo

“Nee. B4, Tasable investinent lncoe,
CRew, RO Plley and other contract Hadility deduetion,
YR, 804, Change of basia ln computing reserves,

CRRC, 800, TAXABLR INVERTMRNT INCOMK,

“(a) Ix QenerAL--For purposeae of this part, the nmennt of the taxable in-
voestinent income for any taxablie dear shall be an amount (not less than zevo)
aqual te the net tnvestent ncome (determined under subsection (¢) ), wminus
the polley and other contract Hability deduetion (detormlned nnder section S%).,

) Qroan INVERCMENT INCOMER, -For purposes of this part, the term ‘gross
tnvestitent income’ meana the s of the tollowing:

SO InTRRERT, BO—The gross amonnt of income from-—

“(A) luterest, dividends, rents, and royalties,

) the cutering into of any loase, wmertgage, or othor justerument or
agrecment from which the e fnsurance campany dorlves fnterest,
routy, op royaltles, and

S{O) the alteration or termination of any instrument or agreetnent
doseribed in subparageaph (1),

HER) RUARTTERM CARITAL QAIN.~1N the case of a taxable year begluning
after Decoinber 81, TR, the amount (If any) by which the net short-term
capital gain excends the net long-term capltal tosx,

LAY CTRADR OR UUSINERR AINCOME~-The giesz tneome from any trade or
busineas (other than an insurance business) carried on by the life insueance
campany, or hy a partuership of which the lite Insuranee company is a
mrtner.  Iun computing gross fncoime uider this pavagreaph, thero shall be
exelnded any ftem deseribed (n pavageaph (1),

Bxvept az provided tn paragreaph (2), {n computing grose investment tncome
under this subsection, there shall be excluded any gatn from the sale or exchange
of & capital aaut, and any gain consldered as galn from the sale or exchauge
of a capltal assed,

“(¢) Ner INVEASTMRNT IncoM® DeviNep.—For purposea of this part, the term
‘not fnveatment income' means the gross investment income less the following
deductions —

“{1) INVESTMENT BXPRN&RR--Investment exponses for the taxable year.
If any general expenses are in part assizned to or included {n the investment
oxpo:;:«\x the {otat deduction under this paragraph shalt not oxceed the
sum of-—~

“{A) ane fourth of one percent of the mean of the assets (as detined
fu section SO D) ¢6) ) dd at the beglaning and end of the taxadle year,

l“m) the amount of the wertgage servive fees for the taxabie year,
plua

1M whichover of the following is the groater:

“{1) onefourth of the amount by which the iuvestment yield
(a8 detined tn section SO3(b) (3), but computed without any Qe-
ductlon for investient expenses allowed by this paragraph) exceeds
:\5% pereeit of the mean of the assets (as defined in section 805(bh)
(8) ) held at the begtuntug and end of the taxabi» year, reduced by
the amount desertbed in subparagraph (1), or

“(11) one-fourth of one percent of the mean of the valne of
mortgages held at the bdeginning and end of the taxable year for
which there are no mortgage service fees for the taxable year.

“(2) ReAL BSTATE EXPEX8ES.—The amonnt of taxes (as provided in section
184), and other expenses, for the taxable year exclusively on or with respect
to the real estate owned by the company. No deduction shall be allowed
under thiz paragraph for any amount paid out for new buildings or for
permanent improvements or betterments made to increase the value of any

property. '
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(3) DrrrecraTioN.—The deduction allowed by section 167. The deduc-
tion nuder thiz paragraph and paragraph {2) on account of any real estate
owned and occupled for insurance purposes in whole or in part by a life
Inanrance company shall be limited to an amount which bears the same
ratio to aneh dduction (computed without regard to this sentence) as the
rental value of the apace not go occupled bears to the rental value of the
entire property.

l“t(l-t))hnt ETION—~The deduction allowed by section 611 (relating to do-
pletion

“(8) Tax-FRER INTEREST.—The amount of interest which under section
108 iz excluded from gross income.

“(0) PARTIALLY TAX-EXEMPT INTEREST~—In lleu of the deduction allowed
by section 242 (relating to deduction for partilly tax-exempt interest),
f deduetion tn an amount which bears the same ratio to the amount altow-
able under such section as—

“(A) the normal tax rate for the taxablo year prescribed by section
11, bears to

“{R) the sum of the normal tax rate and the surtax ratoe for the
taxable yoar preseribed by section 11,

“‘(Qs Drvivenpa recriver.~—The deductions atlowed by sections 243, 244,
anl

“(8) TRADR OR RUSINEKSRS DRDUOTIONS~~The deductions allowed by this
subtitle (without regawd to thia part) which arve attributable to any trade
or business (other than an insurance bualness) carried on by tho iife insur-
ance company, or by a partnership of which the life insurance company is a
partner: except that in computing the deduction uuder tbis paragraph—

*(A) There ghall bo oxcluded losreg—

"(tl) from (or considered as from) sales or exchangea of capital
Assets,
111 from erles or exchanges of property used in the trade or
business (as detined in section 1231 (1)), and
“C11) from the compulsory or involuntary conversion (as a result
of destruction, in whole or in part, theft or scizure, or an exercise
of the power of requisition or condemnation or the threat or imml-
:iwgeo ‘t)hereot) of property used in tho trado or bnslness {as s0
efined

“(B) Any i{tem, to tho oxtent attributadle to the carrying on of the
fnsurance business, shall not be taken {uto account.,

“(C) The deduction for net operating losses provided in section 172,
and the speciat deductions for corporations provided in patt VIII of
subchapter B, shall not be allowedd.

“(0) SMALL RUSINERS DEDUCTION..—AN amount equal to 8 percent of the
net investment income for the taxable year {computed without regard to
;Ll%s o&?ramaph). The deduction under this paragraph shall not exceed

“8RC. $03. POLICY AND OTHHER CONTRACT LIABILITY DEDUCTION.
“(a) IN QrNERAL—For purposes of this part, the term ‘poliey and other
contract liability deduction’ means the sum of— ’

(1) the deductlon for the investinent yleld on adjusted lite insurance
reserves

“‘(2) tho deduction for the investment yicld on pension plan reserves,
and

*(8) the deductlion for interest paiq,

reduced by the adjustment provided in subsection (e).
“{b) DEDUOTION YOR INVESTMENT YIRLD ON AWUSTED JIrg INGURANCE RE-
SERVES.~—

“(1) IN aRNERAL.—For purposes of this part, the deductlon for the invest-
ment yleld on adjusted life insurance reserves is the amount determlned by
multiplying—

“(A) the adjusted life insurance reserves, by
“(B) the deduction rate.
“(2) DrpuoTION RATR—For purposes of this part, the deduction rate for
any taxable year is the amount ascertained by dividivg by 2 the sum of—
“(A) whichever of the following percentages is the higher—
“(1) the average rate of intereat assumed by the taxpayer in
caleuh;tlnx life lusurance reserves (other than pension plan re-
serves), or
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*“(i1) a percentage for such year to be determined and proclaimed
by the Secretary or his delegate for the life Insurance Industry as
the average rate of interest assumed in calculating life insurance
reserves (other than penslon plan reserves), plus

“(B) the {nvestment yleld rate (as defined in subsectlon (e)(1)).

The percentage determined and proclaimed by the Secretary or his delegate
under subparagraph (A) (i1) shall be based on such data with respect to life
insurance companies for the preceding taxable year as the Secretary or his

.delegate considers representative. If the percentage determined under sub-
paragraph (A) exceeds the investment yield rate, the deduction rate for
the taxable year is the investment yield rate,

*(8) ADJUSTED LIFE INSURANCE RESERVES.—For purposes of this part, the
term ‘adjusted life insurance reserves’ means—

**(A) the mean of the life insurance reserves (as defined in section
801(b) ), other than pension plan reserves, at the beginning and end of
the taxable year, multiplied by

“(B) that percentage which equals 100 percent—

“(1) increased by that percentage which is 10 times the average
rate of interest assumed by the taxpayer in calculating such re-
serves, and
u "(ll)w.reduced by that percentage which is 10 times the deduc-

on ral

“(4) AVERAGE INTEREST BATE ASSUMED.—For purposes of this part, the
average rate of interest assumed in calculating reserves shall be computed—

“(A) by multiplying each assumed rate of interest by the means of
the amounts of such reserves computed at that rate at the beginning
and end of the taxable year, and

*(B) by dividing (I) the sum of the products ascertalned under
subparagraph (A), by (ii) the mean of the total of such reserves at
the beginning and end of the taxable year.

“(5) INVESTMENT YIELD.—KFor purposes of this part, the investment yield
for any taxable year is the net Investment income for such taxable year
computed without—

“(A) the deduction for tax-free interest provided by section 804(c)

8),
“{B) the deduction for partially tax-exempt interest provided by
section 804(c) (8),
) ‘)‘(((7)) tln:i deduction for dividends received provided by section 804
¢) (7), an
“(D) the small business deduction provided by section 804(c) (9).
#(6) Assers.—For purposes of this part, the term ‘assets’ means all
assets of the company (including nonadmitted assets), other than real and
personal property (excluding money) used by it in carrying on an insur-
ance trade or business. K¥or purposes of this paragraph, the amount at-

tributable to—
“(A) real property and stock shall be the fair market value thereof,
d

an

“(B) any other asset shall be the adjusted basis (determined with-
out regard to fair market value on Decembr 31, 1858) of such asset for
purposes of determining gain on sale or other disposition.

“(7) ADJUBTMENTS TO MEANS FOR CERTAIN TRANSFERS OF LIABILITIES.—For
purposes of this part, if, during the taxable year, there is a change in life
insurance recerves attributable to the transfer between the taxpayer and
another person of liabilities under contracts taken into account in comput-
ing such reserves, then, under regulations prescribed by the Secretary or his
delegate, the means of such reserves, and the mean of the assets, taken into
account {n applying paragraphs (2), (8), and (4) shall be appropriately
adjusted, on a dally basis, to reflect the amounts involved in such trausfer.
This paragraph shall not apply to reinsurance ceded to the taxpayer or to

another person.

“(c¢) DEDUCTION FOB INVESTMENT YIELD ON PENSION PLAN RESKRVZS.—

“(1) IN oENERAL.—For purposes of this part, the deduction for the invest-

ment yield on pension plan reserves is the amount determined by multiply-
T w (A) the pension plan reserves, by
“(B) theinvestment yleld rate, ,
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For purposes of this part, the investment yleld rate is the percentage obtained
by dividing (1) the taxpayer’s investment yleld for the taxable year, by (i1)
the mean of the taxpayer’s assets at the beginning and end of the taxable
year.

“(2) PENSION PLAN RESERVES DEFINED.—For purposes of this part, the term
‘pension plan reserves’ means that portion of the life insurance reserves which
is allocable to contracts—

“(A) purchased under contracts entered into with trusts which (as of
the time the contracts were entered into) were deemed to be (1) trusts
described in section 401 (a) and exempt from tax under section 501(a),
or (il) trusts exempt from tax under section 163 of the Internal Revenue
Code of 1930 or the corresponding provisions of prior revenue laws;

“(B) purchased under contracts entered into under plans which (as of
the time the contracts were entered into) were deemed to be plans meet-
ing the requirements of section 401(a) (3), (4), (8), and (8), or the
requirements of section 165(a) (3), (4), (5), and (6) of the Internal
Revenue Code of 1939 ; or

“(C) provided for employees of the life insurance company under a
plan which, for the taxable year, meets the requirements of section
401(a) (8), (4), (5),and (8).

“(3) SPECIAL TRANSITIONAL RULE—For purposes of this part, the amount
taken into account as pension plan reserves shall be—

“(A) in the case of a taxable year beginning after December 31, 1967,
and before January 1, 1959, zero ;

“(B) in the case of a taxable year beginning after December 31, 1958,
and before January 1, 1960, 3315 percent of the amount thereof (deter-
mined without regard to thia paragraph) ;

“(C) in the case of a taxable year beglnulng after December 31, 1839,
and before January 1, 1961, 66%; percent of the amount thereof (deter-
mined without regard to thls paragraph) ; and

“(D) in the case of a taxable year beginnlng after December 31, 1960,
100 percen)t of the amount thereof (determined without regard to this
paragraph).

‘“(d) DeouctioN roR INTEREST PAarp.—For purposes of this part, the deduction
for interest paild Is the sum of—

“¢(1) INTEREST ON INDEBTEDNESS.—All interest for the taxable year on
indebtedness, except on indebtedness incurred or continued to purchase or
carry obligations the interest on which is wholly exempt from taxation under
this chapter.

“(2) AMOUNTS IN THE NATURE OF INTEREST.—Al]l amounts in the nature
of interest, whether or not gnaranteed, for the taxable year on insurauce or
annuity contracts (including contracts suppletnentary thereto) which do not
involve, at the time of accrual, life, health, or accident contingencles.

*“(3) DisCOUNT ON PREPAID PREMIUMS.—ALl amounts accrued for the tax.
able year for discounts in the nature of interest, whether or not guaranteed,
on pren:lums or other consideration paid in advance on insurance or annuity
contracts.

“(e) ADJUSTMENT T0 PREVENT DousnLe DrpuctioNs.—The adjustment referred
to in subsection (a) 13 the amount determined by multiplying—

(1) the sum of the amounts deductible under paragraphs (5), (6), and
{7) of section 804(c), by

*(2) the ratlo—

“(A) the numerator of which is the sum of—

“(1) the deduction for the investment yield on adjusted life insur-
ance reserves,
"(ll) the deduction for the investment yield on pension plan

Teserv:
“(lll) the deduction for Interest pald, plus
“(lv) the small business deductlon provided by section S0¢(c) (9),

and .
“(B) the denominator of which is the investment yield for the taxable
year.
If the denominator referred to in paragraph (2) (B) is less than the numerator

referred to in paragraph (2) (A), the adjustment under this subsection shall be
the sum determined under paragraph (1).
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. #SEC. 806. CHANGE OF BASIS IN COMPUTING RESERVES,
“If the basis for determining the amount of any item referred to in section
810(c) as of the close of the taxable year differs from the basis for such deter-
mination as of the beginning of the taxable year, then for purposes of this sub-

part the amount of such item—
(1) as of the close of the taxable year shall be computed on the old basis,

and
“(2) as of the beginning of the next taxable year shall be computed on
the new basls,

“Subpart C—Gain and Loss From Operations

“Sec. 809. o general.

“S8ec. 810. Rules for certain reserves.

“‘Sec, 811. Dividends to policyholders.

“Sec. 812. Operations loss deduction.
“SEC. 809. IN GENERAL.

“(a) Gaix FroM OPERATIONS DEFINED.—For purposes of this part, the term
‘gain from operations’ means the amount by which the sum of the items referred
to in subsection (¢) exceeds the deductions provided by subsection (d).

“(b) Loss FroM OrERATIONS DEFINED—For purposes of this part, the term
‘loss from operations’ means the amount by which the sum of the deductions pro-
wt'llded( I;y subsection (d) exceeds the sum of the items referred to in subsec-

on (¢).

“{c) Gross AMOUNT.—For purposes of subsections (a) and (b), the following
{tems shall be taken into account:

“(1) PremiuMs.—The gross amount of preminms and other consideration
(including advance premiums, deposits, fees, assessments, and consideration
in respect of assuming liabilities under contracts not issued by the taxpayer)
on insurance and annuity contracts (including contracts supplementary
thereto) ; less return premiums, and premjuius and other consideration aris-
ing out of reinsurance ceded. Amounts returned where the amount is not
fixed In the contract but depcnds on the experience of the company or the
discretion of the management shall not be iucluded in return premiums.

“(2) DECREASES IN CERTAIN RESERVES.—Fach item of net decrease in re-
serves which is required by section 810 or 811(b) (2) to be taken into account
for purposes of this paragraph.

“(8) SHORTTERM CAPITAL cAIN.—In the case of a taxable year beginning
after December 81, 1938, the amount (if any) by which the net short-term
capital gain exceeds the net long-term capital loss.

*(4) OTHER AMOUNTS.—All amounts, not includible under paragraph (1),
(2), or (8), which under this subtitle are includible in gross income.

Except as provided In paragraph (3), there shall be excluded any gain from the
aanle or exchange of a capital asset, and any gain considered as gain from the sale
or exchange of a capital asset.

“(d) DepucrioNs.—For purposes of subsections (a) and (b), there shall be
allowed the following deductfons:

“¢1) DEeATH BENEFITS, ETC.—ALll claims and benefits accrued, and all losses
incurred (whether or not ascertained), during the taxable year on insur-
ance and annulty contracts (including contracts supplementary thereto).

“(2) INCREASES IN CERTAIN RESERVES.—Each item of net increase In re-
serves which is required by section 810 to be taken into account for purposes
of this paragraph. .

“(3) DivipENDS T0 POLICYHOLDERS.—The deduction for dividends to policy-
holders (determined under section 811(b)).

“(4) OPERATIONS LOS8 DEDUCTION.—The operations loss deduction (deter-
mined under section 812).

“(3) SMALL BUSINESS DEDUCTION.—A small business deduction in an
amount equal to the amnount determined under section S04(c) (9).

“(6) RESERVES FOR CERTAIN NONPARTICIPATING CONTRACTS.—AN atiount
equal to 10 percent of the fucrease in the reserves for nonparticipating con-
tracta. For purposes of this paragraph, the term ‘reserves for nonpartici-
pating contracts’ means such part of the life insurance reserves (excluding
that portion of the reserves which is allocable to annuity features) as relates
to nonparticipating contracts (other than group contracts).

*{7) GROUP LIFE, ACCIDENT, AND HEALTH INSURANCE.—AND amount equal to
2 percent of the premiums for the taxable year attributable to group life
insurance contracts and group accident and health insurance contracts.
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The deduction under this paragraph for the taxable year and all preceding
taxable years shall not exceed an amount equal to 60 percent of the pre-
miums for the taxable year attributable to such contracts. For purposes
of this paragraph, the term ‘premiums’ means the net amount of the pre-
miums and other consideration taken into account under subsectioa (c¢) (1).

**(8) ABSUMPTION BY ANOTHER PERSON OF LIABILITIES UNDER INSURANCE,
ETC., CONTRACTS.—The consideration (other tban counsideration arising out
of relnsurance ceded) in respect of the assumption by another person of
liabilities under insurance and annuity contracts (including contracts sup-
plementary thereto).

“(9) OTHER DEDUCTIONS.—Subject to the modifications provided by sub-
section (e), all other deductions allowed under this subtitle for purposes
of computing taxable income.

Except as provided in paragraph (3), no amount shall be allowed as a deduction
under this subsectlon in respect of dividends to policyholders.

“*(e) MobirroaTroNns.—The modifications referred to in subsection (d)(9)
are as follows:

“(1) INTEREST.—In applying section 163 (relating to deduction for inter-
est), no deductton shall be allowed for interest in respect of items described
in section 810(c).

“(2) lBm: pEBTS.—Section 166(c) (relating to reserve for bad debts) shall
not apply.

'"(3) CHARITABLE, ETO., CONTRIBUTIONS AND OIFTs.—In applying section

“(A) the limit on the total deductions under such section provided
by the first sentence of section 170(b) (2) shall be 5 percent of the gain
from operations computed without regard to—

“(1) thededuction allowed by section 170,

“(11) part VIII (except section 248) of subchapter B,

*“(11i) the adjustment provided by subsection (t),

*(iv) the deductions provided by paragraphs (3), (6), and (7)
of subsection (d), and - ’

“{v) any operations loss carryback to the taxable year under
section 812; and

“(B) under regulations prescribed by the Secretary or his delegate,
a rﬁle% similar to the rule contained in section 170(b) (3) shall be
applled.

“(4) AMORTIZABLE BOND PREMIUM.—Section 171 shall not apply.

*“(8) NET OPERATING LOSS DEDUCTION.—The deduction for net operating
losses provided in section 172 shall not be allowed.

*(6) PARTIALLY TAX-EXEMPT INTEREST.—The deduction allowed by section
242 shall be an amount which bears the same ratio to the amount determined
under such section without regard to this paragraph as (A) the normal
tax rate for the taxable year prescribed by section 11, bears to (B) the
sum of the normal tax rate and the surtax rate for the taxable year
prescribed by section 11. .

“(7) DEDUCTION FOR DIVIDENDS REC:IVED.—In applying section 246(b)
(relating to limitation on aggregate amount of deductions) —

*“(A) the limit on the aggregate amount of the deductions allowed
by sections 243(&), 244, and 2435 shall be 85 percent of the gain from
operations computed without regard to--

“{1) theadjustment provided by subsection (f),

“(li) the deductions provided by paragraphs (3), (6), and (7)
of subsection (d), :

“(il) the operations loss deduction, and

“(iv) the deductions allowed by sections 243(a), 244, and 245,

but .
*“(B) such limit shall not apply for any taxable year for which there
is a loss from operations.
“(f) ADJUSTMENT To PREVENT DOUBLE DEDUCTIONS.— -

“(1) AMOUNT OF ADNUSTMENT.—The total of the amounts allowable as
deductions under subsection (d) shall be reduced by the amount determined
by multiplying—

“(A) thesum of—
“(1) the amount of interest which under sectlon 103 is excluded
from gross income,

87582—59—32
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“(il) the deduction provided by section 242 (as modified by sub-
sectton (e) (6)),and
“(il1) the deductlons provided in sections 213, 244, and 245 (as
modified by subsection (e) (7)), by
“(B) the ratio—
“(1) the numerator of which is the sum of the required interest
(as defined in paragraph (2)) plus the small business deduction
provided by subsection (d) (5), and
“{i1) the denomlinator of which is the investnient yleld (as de-
fined in section 805(b) (5) ) computed without regard to the lmita-
. tion in section 804(c) (1) (relating to deduction for investment
expenses).
It the denominator referred to in subparagraph (B) (ii) is less than the
numerator referred to in subparagraph (B) (i), the adjustment under this
paragraph shall be the sum determined under subparagraph (A).

“(2) REQUIRED INTEREST.—For purposes of paragraph (1), the term ‘re-
quired Interest’ means the total of—

“(A) the sum of the products ascertalnedd under section 805(Db)
(4)(A);

*(B) the deductlon for the investment yield on pension plan reserves
(determined under section 805(c¢) ) 'and

“(C) the deduction for interest paid (as defined fn section 8053(d) ).

“(8) LIMITATION ON CERTAIN DEDUCTIONS.—

“(1) IN geNERAL~—The amount of the deductions under paragraphs (3),
(8), and (7) of subsection (d) shall not (after the application of subd-
section (£)) exceed the amount by which—

"“(A) the gain from operations for the taxable year, computed with-
out regard to such deductions, exceeds
“(B) the taxable investment income for the taxable year.

*“(2) APPLICATION or LIMITATION.—The limitation provided by paragraph
{1) shall apply first to the amount of the deduction under paragraph (7),
then to the amount of the deduction under paragraph (8), and finally to
the amount of the deductlon under paragraph (3).

“'SEC. 810. RULES FOR CERTAIN RESERVES. .

“(a) AoyusTNENT FoR DrcrEASE.—If the amount of any item described in
subsection (¢) as of the beginning of the taxable year exceeds the amount of
such item as of the close of the taxable year, the excess shall be taken into
account as an Item ot net decrease referred to in section 809(c¢) (2).

“(b) ApJusTMENT For INCREASE—If the amount of any item described in
subsection (c) as of the close of the taxable year exceeds the amount of such
item as of the beginning of the taxable year, the excess shall be taken into
account as an item of net increase referred to in section 809(d) (2).

“(¢) ITEM8 TAKEN INTO ‘Accouxt.—The items referred to in subsections (a)
and (b) are as follows:

“(1) The life insurance reserves (as defined in section 801(b)).

“(2) The unearned premiums and unpaid losses included in total re-
serves under section 801 (c) (2).

“(3) The amounts (discounted at the rates of interest assumed by the
company) necessary to satisfy the obligations under insurance or annuity
contracts (including contracts supplementary thereto), but only if such
obligations do not {nvolve (at the time with respect to which the computa-
tion is made under this paragraph) life, health, or accldent contingencles.

“(4) Dividend accumulations, and other amounts, held at interest in
connection with insurance or annuity contracts (including contracts sup-
plementary thereto).

) “ 35) Premiums recelved In advance, and liabllitles for premimn deposit
unds.
In applying this subsection, the same item shall be counted only once.

“(d) ApJUSTMENT FOR CHANGE 1IN COMPUTING RESERVES.—

(1) IN GENERAL.—If the basis for determining any item referred to in
Subsection (c) as of the close of any taxable year differs from the basls
for such determination as of the close of the preceding taxable year, then
so much of the difference between—

“(A) the amount of the item at the close of the taxable year, com-
puted on the new basis, and
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“(B) the amount of the item at the close of the taxable year, com-

puted on the old basis,
as is attributable to contracts issued before the taxable year shall be taken
into account for purposes of this subpart as follows: -

“(i) if the amount determined under subparagraph (A) exceeds
the amount determined under subparagraph (B), %o of such excess
shall be taken into account, for each of the succeeding 10 taxable years,
as & net increase to which section 809(d) (2) applies; or

“(i1) it the amount determined under subparagraph (B) exceeds
the amount determined under subparagraph (A), ¥o of such excess
shall be taken into account, for each of the 10 succeeding taxable years,
as a net decrease to which sectlon 309(c) (2) applies.

“(2) TERMINATION AS LIFE INSURANCE COMPANY.—Except as provided in
section 381(c) (22) (relating to carryovers in certain corporate readjust.
ments), it for any taxable year the taxpayer {8 not a life insurance com-
pany, the balance of any adjustments under this paragraph shall be taken
into account for the preceding taxable year.

“(3) KFFECT OF PRELIMINARY TERM ELECTION.—An election under section
818(c) shall not be treated as a change in the basis for determining an item
referred to in subsection (c¢) to which this subsection applies. If an elec-
tion under section 818(c) applies for the taxable year, the amounts of the
items referred to in subparagraphs (A) and (B) of paragraph (1) shall be
determined without regard to such election. If such an election would ap-
ply in respect of such item for the taxable year but for the new basis, the
amount of the item referred to in subparagraph (B) shall be determined on
the basls which would have been applicable under section 818(c) if the elec-
tion applied in respect of the item for the taxable year.

“SEC. 811. DIVIDENDS TO POLICYHOLDERS.

“(a) DivibENDS TO POLICYHOLDERS DEFINED.—FoOr purposes of thls part, the
term ‘dividends to policyholders’ means dividends and similar distributions to
policyholders in their capacity as such. Such term does not include interest paid
(as defined in section 805(d) ).

“(b) AMOUNT OF DEDUCTION.—

“(1) IN GENERAL.—Except as limited by section 809(g), the deduction for
dividends to policyholders for any taxable year shall be an amount equal to
the dividends to policyholders paid during the taxable year—

“(A) Increased by the excess of (i) the amounts held at the end of
the taxable year as reserves for dividends to policyholders (as defined
in subsection (a)) payable during the year following the taxable year,
over (i1) such amounts held at the end of the preceding taxable year, or

“(B) decreased by the excess of (1) such amounts held at the end of
the preceding taxable year, over (i1) such amounts held at the end of the
taxable year.

For purposes of subparagraphs (A) and (B), there shall be included as
amounts held at the end of any taxable year amounts set aside, before the
16th day of the third month of the year following such taxable year, for
payment during the year following such taxable year.

“(2) CEBTAIN AMOUNTS TO BE TREATED AS NET DECREASES.—If the amount
determined under subsection (b)(1)(B) exceeds the dividends to policy-
holders paid during the taxable year, the amount of such excess shall be
an item of net decrease referred to in section 809(c)(2). '

“SEC. 812. OPERATIONS LOSS DEDUCTION. .
“(a) DebUCTION ALLOWED.—There shall be allowed as a deduction for the tax-
able year an amount equal to the aggregate of—

“(1) the operations loss carryovers to such year, plus

“(2) the operations loss carrybacks to such year.

For purposes of this part, the term ‘operations loss deduction’ means the deduc-
tion allowed by this subsection. .
“(b) OPERATIONS 1,088 CARRYBRACKS AND CARRYOVERS,—

“(1) YEZARS TO WHIOH LOSS MAY BE CARRIED.—The loss from operations for
any taxable year (hereinafter in this section referred to as the ‘loss year’)
ending after December 31, 1957, shall be—

“(A) an operations loss carryback to each of the 3 taxable years
preceding the loss year, and
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“(B) an operations loss carryover to each of the 5 taxable years
following the loss year, ‘
A logs from operations shall not be an operatlons loss carryback to any
taxable year beginning before January 1, 1968,

“(2) AMOUNT OF CABRYBAUKS AND CARRYOVERS.—The entlro nmouut of the
loss from operutions for any loss year shall be carrlied to the earllest of
the taxable years to which (by reason of paragraph (1) such loss may be
carrled.  The portlon of such loss which shall be carried to cach of the other
taxable years shall be the excegs (i€ any) of the amount of such loss over
the sum of the offscts (us deflued in subsection (d)) for cach of the prior
taxable years to which such loss may be carried.

“(e) CoMruTaTioN oF Loss FroM OrkratioNs.—In computing tbe loss from
operations for purposes of this subsectlon—

*(1) The operationr loss deduction shall not be allowed.

“(2) The deductions allowed by sections 248 (relating to dividends
recelved by corporationr) 244 (velating to dividends recelved on certain
preferred stock of public utilitles), and 248 (relating to dividends vecelved
from certain forelgn corporations) shall Le computed without regard to
section 248 (b) as modified by section 800(e) (7).

“(d) OFFSET DEFINED.~

*“(1) IN aENERAL—For purposes of subsection (L) (2), the term ‘offset’
means, with respect to any taxable year, an amount equal to that inercase
in the operations loss deduction for the taxable year which reduces the lite
lusurance company faxable fucome (computed without regard to section
802(L) (3)) for such year to xzero.

*(2) OPERATIONS LOBS DEDUCTION.—For purposes of paragraph (1), the
operations loss deduction for any taxable year shall be computed without
regard to the loss from operations for the loss year or for any taxable
year thereafter.

“(0) APPLICATION OF SUBTITLE A AND SUBTITIE Pe-BXcept as provided in
aection 808 (e), subtitle A and subtitte F shall apply tn respect of operations
loss carrybacks, operatlons loss carryovers, and the operntionz loss deduction
under this part in the same manner amd to the sene extent as sucl subtitles
apply I respect of net operating loss carrybacks, net operating loss carryovers,
and the net operating loss deduction,

“Subpart. D—Distributions to Shareholders
“8ee. 813, Distelbutions to shareholders,

“SEC. 8)5. DISTRIBUTIONS TO SHARENUOLDERS,
“(a) GENERAL Rurk—Nor purposes of this section and sectlon $02(b) (3),
any distribution to shareholders shall be treated as made-—-

“(1) frst out of the sharcholders surplus account, to the extent thereof,

“(2) then out of the polleyholders surplus aevount, to the extent thercof,
and

*(3) finally out of other accounts.

For purposes of thix subsectlon, the term ‘distribution’ fncludes any distribu-
tion in redemption of stock or In partial or complete lquidation of the cov-
poration, but does not fnclude any distribution made by the corporatlon in its
stock or In rights to acquire its stock.

*(b) SUAREMOLDERS SURPLUS ACCOUNT.—

“(1) IN gENERAL—BEach stock life insurance company shall for purposes
of this part, establish and maintain a shareholders surplus account. The
amount in such account on January 1, 1039, shall be gero.

“(2) ADDITIONS TO ACCOUNT.~—The amount added to the sharoholders sur-
plus account for any taxable year beginning atter December 81, 1068, shall
be the amount by which—

“(A) the sum of—

“(1) the life ingurance company taxable lncome (computed with-
out regard to section 802(h) (3)),

“(ii) the amount ¢if any) by which the net long-term capital galn
oxceads the net short-term capltal loas,

“(ifl) the deduction for partially taxX-exempt interest provided
by sectlon 242 (ns modified by section 809(e) (6)), the deductions
for dividends recelvedl provided by sectlons 248, 244, and 248
(ar modifted by section S00(e) (7)), and the amount of interest
excluded from gross income undo'r sectlon 193, and
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“(Iv) the small business deduction provided by sectlon S09((1)
(5), exceeds

“(B) the taxes impoged Yor the taxable year by section 802(a),
determined without regard to section S02(h) ().

“(8) SUNTRACTIONN FROM ACCOUNT.—'There ghall be subtracted from the
sbareholders surplus account for any taxable year the amount which is
treated under this seetion as distributed out of such account,

“(¢) POLICY HOLBERS SURPLUS ACCOUNT.~-~

(1) 1IN UENERAL—Ench stock life Insurance company =hall, for purposes
of this part, establish and maintain a policyhiolders surplus account. The
amount in such account on January 1, 1954, shall he zero,

“12) ADDITIONS TO ACCOUNT.—1C the galn from operations for any taxable
year beginning after Decomber 8t, 1958, excecds the taxable investment
income, there shall be added to the polleyholders surplus necount an amount
equal to 50 percent of such exeess,

(1) RUNTRACTIONS FROM ACCOUNT.~There shall be subtracted from the
polieyhalders surplus aceount for any taxable year an amount cqual fo
the sum of---

*(A) the amount which (without regard to subparagraph (B)) is
treated under this sectton as distributed out of the policyholders surplus
necount, and

e’ the amount by which the tax imposed for the taxable year
by sectton 8S02¢a) 13 fncreased by reason of section 802(h) (3),

“(A) SPECIAL RUmes.--

“(1) ELECTION TO TRANSFER AMOUNTR FROM POLICYHOLDFRS SURPLUS
ACCOUNT TO RHAREHOLDERS BURPMUR ACCOUNT.—

“(A) IN QENERAL—~—A taxpayer may eleet for any taxable year to
subteact from {ts polleyholders surplus account any amount in such
neconut ax of the close of such taxable year. The amount =0 sub-
tracted, less the amount of the tax Imposed with respect to such
amount by reason of section S02(b) (8), shnll be ndded to the share-
holders surplus acconnt ax of the beginning of the succexding taxable
year,

“(13) MANNER AND EFFECT OF ELECTION~-"T'he clection provided by
subparngraph (A) shall be made (In such manner and in such form
as the Sceeretary or his delegate may by regulations preseribe) after
tho close of the taxable year and not later thaun the time prexcribed by
Inw for fillug the return (lncluding extenslons thereal) for the taxable
year. Such an election, onee made, may not be revoked.

“(2) TFERMINATION A8 LIFE INSURANCE cOMPANY.—Except as provided in
section 3R81(¢) (22) (relating to carryovers in certain corporate readjust-
mentx), if for any taxable year the taxpayer Is not a life lnsnrance company,
then the amount taken into account under section 802(b) (3) for the preced-
fug taxable year shall bo inereased by the amount renatuing in itz polley-
holders surplus account at the elose of such preceding taxable year.

*(3) TREATMENT OF CERTAIN INDERTEDNESS ~—1f—-

“(A) the taxpayer makes any payment in discharge of its judebted-
ness, and

“(1B) =uch indebtedness 1s attributable to a dlstribution by the tax-
payer to its sharcholders after February 9, 1849,

then the amount of such payment shall, for purpases of thiz sectlon and
section 802(D) (), be treated az a distribution fu cash to sharcholders, bhut
only to the extent that the distribution referred to in subparagraph (B)
was treated as made out of accounts other than the sharchohlers and palicy-
holders surplus accounts.

“(4) TIMITATION ON AMOUNT IN POLICYHOLDERS RURPLUS AccOUNT.—There
shall be treated as n subtraction frow the polieyhalders surplus account for
the taxable year the amount by which the policyhelders surplus account
(computed at the end of the taxable year without regard to this paragraph)
excewls the greater of— .

“({A) 25 percenut of life insurauce reserves, or

“(R) 60 percent of the net amount of the premiums and other con-
g{;},(}m)tl(tix; taken Into account for the taxable year under section

¢ .
The amount so subtracted, lers the amount of the tax fmposed with respect to
such amount by reason of section 802(b) (8), shall be added to the shareholders
surplus account as of the beglnning of the succceding taxable year.
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“(e) SprcIAL RULE "R CERTAIN MUTUALIRATIONS. —

“(1) IN oENERAL.—For purposes of this section and section §02(b) (3),
any distribution to shareholders in nequisition of stock pursuant to a plan of
mutunlization shall be treated—

“(A) first, as made out of paid-in capital and pald-in surplus, to the
extent thereof,

“(R) thereafter, as made in iwoallocablo parts-—

“1) one part of which {8 made out of the other accounts referred
to In subsectlon (a) (8), and

“(i1) the remainder of which is a distribution to which subsection
() applies.

“(2) SPECIAL RULES.—

“(A) Alro0aTION RATIO-—The part referred to fn parageaph (1)
(B) (1) Is the amount which bears the same ratio to the amouunt to
which paragraph (1) (B) applies ns—

“(1) the excess (Qetermined as of December 31, 1038) of the
assets over the total liabilities, bears to

“(i1) the sum (determined as of the beginning of the year of
the distribution) of the excess deseribed in clause (1), the amount
in the sharehiolders surplus account, plus the amount in the policy-
holders surplus account.

“(B) ANUSTMENT FOR CERTAIN DIRTRIBUTIONS.—The excess described
in subparagraph (A) (1) shall be reduced by the aggregate of the prior
distributions which have been treated under subsection (a) (3) as made
out of accounts other than the shareholders surplus account and the
policrholders surplus account.

“Subpart E—Miscellaneous Provisions

“'Sec. 817. Rulea relating to certain gains and losses.
“Sec. 818, Accounting provistons,
“Sce, 819, Forelgn llfo insurance companies.
“SEC. 817. RULES RELATING TO CRRTAIN GAINS AND LOSSKS.
“(a) TREATMENT OF CAPITAL GAINS AND LossEs, ETc.—In the case of a life
insurance company——
“(1) In appiying sectlon 1281(a), the term ‘property used in the trade
or business’ shall be treated as including only—
“(A) property used {n carrying on an Insurance business, of a charac-
ter which is subject to the altowance for depreciation provided in section
167, held for more than 8 months, and real property used in careying on
an insurance business, held for more than 6 months, which fs not de-
seribed {n section 1231(b) (1) (A), (B). or (C), and
“(B}) property deseribed fn section 1231(b) (2), and
“(2) in applyring section 1221(2), the reference to property used in trade
or business shall be treated as fncluding only property used in carrying on
an insurance business.
“(b) GAIN oN PROPERTY HELD ON DECEMBER 81, 1058.—TIn the case of property
acquired by the taxpayer before December 381, 1958, if—
“(1) the fair market value of such property on such date exceeds the
adjusted basis for determining gain as of such date, and
“(2) the taxpayer has been a life insurance company at all times on and
after December 31, 1058,
the gain on the sale or other disposition of such property shall be treated as an
amount (not less than zero) equal to the amount by which the gain (determined
without regard to this subsectlon) exceeds the difference between the falr market
vatue on December 81, 1058, and the adjusted basis for determining gain as of
such date. In the case of prope:ty having a substituted basis (within the mean-
ing of sectlon 1016(b)), the preceding sentence shall apply, but only if during
the holding periods concerned the property or properties were held only by life
{nsurance companies. For purposes of this subsection, the term ‘property’ does
not include insurance and annulty contracts (and contracts supplementary
thereto) and property descridbed in paragraph (1) of sectlon 1221,
“(c) LIMITATION ON CAPITAL L088 CARRYOVERB.—A net capital loss for any
taxable year beginning before January 1, 1959, shall not be taken into account.
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“SEC, 818. ACCOUNTING PROVISIONS.

“(a) METHOD OF ACCOUNTING.—AIll computations entering into the determina-
tion of the taxes imposed by this part shall be made—

“(1) under an acerual method of accounting, or

“(2) to the extent permitted under regulations prescribed by the Secre-
tary or his delegate, under a combination of an accrual method of account-
ing with any other wmethod permitted by this chapter (other than the cash
recelpts and disbursements method).

Ixcept as provided In the preceding sentence, all such computations shall be
made in 1 manner consistent with the manner required for purposes of the annunl
statement approved by the National Association of Insurance Commnissioners.

“(h) AMORTIZATION OF PREMIUM AND ACCRUAL OF DIRCOUNT,—

“(1) IN oERERAL—The appropriate items of tucome, deductions, and ad-
Justments under this part shall be adjusted to reflect the appropriate amorti-
zation of premium and the approprinte acerual of discount attributable to
the taxable year on bonds, notes, debentures, or other evidences of indebted-
ness held by a life tnsurance company.  Such amortization and accrual shall
be determined—

“(A) in accordaunce with the method regularly employed by such
company, if such method is reasonable, and

“(B) in all other cases, in accordance with regulations prescribed
by the Secretary or his delegate.

4(2) SerCTAL RULER~— .

“(A) AMORTIZATION OF ROND PREMIUM.—In the case of any bond (as
defined In section 171(A)) acquired after December 81, 1857, the
amount of bond premium, and the amortizable bond preminm for the
taxable year, shall be determined under section 171(b) as if the election
set forth in section 171(c) had been made.

“(R) CONVERTIRLX EVIDENCES OF INDERTEDPNKSS.—In no case shall the
amount of premium on a convertible evidence of indebtedness include
any amount attributable to the conversion features of the evidence of
indebtedness.

“(e) TarE INSURANCE RESFRVES COMPUTED ON PRELIMINARY TRRM Basta—For
purposes of this part (other than section 801), at the election of the taxpayer
the amount taken futo nccount as life fusurance reserves with respect to con-
tracts for which such reserves are computed on a preliminary term basis may be
determined on either of the following bases:

“(1) EXACT REVALUATION.—AS if the reserves for all such contracts had
been computed on & net level premium basis (using the same wortality
assumptions and interest rates for both the preliminary term basis and the
net level premium basis).

“(2) APPROXIMATE REVALUATION.—~—The amount computed without regard
to this subsection—

“(A) increased by $21 per §$1.000 of insurance in force (other than
term insurance) under such contracts, less 2.1 percent of reserves under
such contracts, and

“(B) increased by $5 per $1,000 of term {nsurance in force under
such contracts which at the time of lssuance cover a period of more
than 106 yesnrs, less 0.5 percent of reserves under such contracts,

If the taxpayer sunkes an election under either paragraph (1) or (2) for any
taxable vear, the basis adopted shall be adhered to in making the computations
under this part (other than section 801) for the taxable year and alt subsequent
taxable years unless a change in the baais of cotnputing such reserves is approved
by the Becretary or his delegate.

“(d) SHORT TAXARLE YEARR—If any return of a corporation made under this
patrt is for a period of less than the entiro calendar year (referred to in this
subsection as ‘short period'), then section 443 shall not apply In respect of
such period, but—

(1) the taxable investment Income and the gain or loss from operations
shall de deterinined, under regulations prescribed by the Secretary or his
delegate, on an annual basis by a ratable dally projection of the appropriate
figures for the short perlod,

4(2) that portion of the life insurance company taxable income described
in paragraphs (1) and (2) of section 802(b) shall be determined on an
annual basis by treating the amounts ascertained under paragraph (1)
as the taxable invostmment income and the gain or loss from operations for
the taxable year, and
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“(3) that portion of the life insurance company taxable income described
in paragraphs (1) and (2) of section S02(b) for the short period shall be
the amount which bears the same ratio to the awount ascertained under
paragraph (2) as the number of days in the short perlod bears to the nuw-
ber of days in the entire calendar year.

“(¢) TRANSITIONAL RULE FOR CHANGES 1IN METHOD OF ACCOUNTING.—

“(1) IN QENERAL—If the method of accounting reguired to be used in
computing the taxpayers' taxes under this part for the taxable year 1038
{r different from the method used in computing its taxes nnder this part for
1037, then there shall be ascertained the net amount of those adjustments
which are determined (as of the close of 1¥H7) to be necessary solely by
reason of the change to the wethod required by subiseetion (a) in order to
prevent amounts from being duplicated or owitted. The amount of the
taxpayer's tax for 1037 shall be recomputed (under the law applicable to
1057) taking into account an amount equal te Yo of the uet amount of the
adjustiients  determined under the preceding sentence. The amount of
increaase or decrease (as the case may be) referred to fo paragraph (2) or
(3) shall be the amount of the Increase or deerease ascertained utder the
preceding sentence, multiptied by 10,

(2) TREATMENT OF DECREASE.—-For purposes of subtitle F, if the recon-
putation under paragraph (1) results in a decrease, the amount thercof
shall be a decrease fn the tax imposed for 1957 ; except that for purposes of
computing the period of Hmitatlon on the making of refuuds or the allow-
ance of credits with respect to such overpayment, the amount of such de-
crease shall be treated as an overpayment of tax for 1939, No interest
shall be paid, for any period before March 16, 10, on any overpayment of
the tax fmposed for 1837 which s attributable to such decrease.

C(3) TREATMENT OF INCREASE.—

“(A) IN GENERAL—For purposes of subtitle F (other than sectlons
8010 and GUG3), it the recomputation under parvagraph (1) results in
an fncrease, the amount thereof shall be treated ax a tax lmposed by
this subsection for 1959, Such tax shall be payadle fn 10 equal aunual
fnstalhments, beginufug with March 15, 1960, .

“(R) NPRCIAL RULER—For purpoeses of subparagraph (A)—

“(1} No interest shall be paid on any installment deseribed in
subparagraph (A) for any period before the time preseribed in such
subparageaph for the paywent of such installment,

“(it) Section 6162(c) (relating to proration of deficlencles to
fustaliments) shall apply.

“({111) In applying section 8302(a) (1) (relating to collection after
assossment), the assessient of any Installment described in sub-
paragraph (A) shall be treated as made at the titme preseribed by
such subparagraph for the paywent of such installment.,

“(1v) Excopt as provided In seetlon 381(c¢) (22), if for any taxable
vear the taxpayer is not a life fusurance company, the time for pay-
ment of any remaining nstallments deseribed In subparagraph ()
shall be the date (determind without regard te any extension of
time) for filing the return for such taxabte year.

“(£) DeNIAL oF Dotwik Depuctions—Nothing in this part shall permit the
same item to be deducted more than once under subpart B and onee undor
subpart C.

“SEC. 819, FORRIGN LIFE INSURANCE CTOMPANIES,

“(a) CARRYING ON UNTTED STATES INSURANCE BusiNess.—A foreign life insur-
ance company carrying o a life insurance business within the United States, if
with respect to its United States business it would qualify as a life insurance
company nnder section 801, shall be taxable on the United States business of
such company in the same manner as & domestie life fusurance company.

“(b) ApUSTMENT WhERE SURPLUS Hetbh 1N UNiTen States 18 Lkss Traw
SPRCTFIRD MINIMUNL—

“(1) IN GENERAL-—IN the case of any company deseribed in subsection
(a), if the minimum figure determined under parageaph (2) exceeds the
surplus held in the United States, then-—

“(A) the polley and other contract liability deduction (determined
under section 803 without regard to this subsection), and

“(R) the total of the amounts allowable as deductions under section
809 (determined without regurd to this subsection),

’
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shall each be reduced by an amount determined by multiplying such excess
by the fuvestment yleld rate (as deflned in section 805(c)(1)).
*“(2) DrrINITIONS.—For purpuses of paragraph (1)—
“(A) The minimum tigure is the amount determined by multiplying
the taxpayer's total insurvance labilities on United States business by -—
*(1) In the case of a taxable year beginning before January 1,
1059, 9 percent, and
“{il) in the case of & taxable yesr beginning after December 31,
1058, a percentage for such year to be determined and proclalmed
by the Secretary or his delegate.
The percentage determined and proclaimed by the Secretary or lis
delegate under clanse (ii) shall be based on such data with respect
to domestic life insurance companiex for the preceding taxable year as
the Secretary or his delegate considers representative. Such percentage
shall be computed on the basis of a ratio the numerator of which is
the excess of the assets over the total insurance linbilitles, and the
denominator of which is the totat insurance labillties.

*(B3) The surplus held in the United States is the excess of the assvts
held in the United States over the total insurance labllities on United
States business.

For purposes of this paragraph and subsection (c¢), the termn ‘total insurance
Habilitles’ means the sum of the total reserves (as defined in section S01(c))
plus (to the extent not included in total reserves) the items referred to in
paragraplis {3), (4),and (§) of section 810(c).

“{¢) DISTRIBUTIONS TO SHAREHOLDFRS.—In applying scctions S02(b) (8) and
810 for purposes of subsection (a). the amonnt of the distributions to share-
holders shall be the amount which bears the same ratio to the total amount of
the distributlons to shareholders (within the meaning of section 815) of the
foreign life insurance company as the minimum figure for the taxable year
(determined under subgection (b) (2) (A)) bears to the excess of the assets of
the company over the total insurance liabilities,

“(d) No UNITEp STATES INSURANCE Business—Forelgn life insurance com-
panies not carrying on an insurance husiness within the United States shall not
be taxable under this part but shall be taxable as other foreign corporations.”

SEC. 3. TECHNICAL AMENDMENTS AND PROVISIONS.
(*) CrEDIT AND EXCLUSION FOR DIVIDENDS RECEIVED BY INDIVIDUALS FrOM LiFe
INSURANCE COMPANIRS.—

(1) Section 34(c) of the Internal Revenue Code of 1954 (relating to
denlal of credit for dividends received by individuals) is amended by strik-
ing out paragraph (1) and redesignating paragraph (2) and (3) as (1)
aud (2), respectively.

(2) Section 118(b) of such Cude (relating to denial of exclusion for cer
tain dividends) is amended by striking out paragraph (1) and redesignatiog
paragraphs (2) and (3) as (1) and (2), respectively.

(3) The amendments made by this subsection shall apply to dividends
recelved after December 81, 1038, in taxable years ending after such date.

{(b) Crevit rok ForereN Taxrs.—Section 841 of such Code iz amended by
striking out “811,” in the first sentence, and by striking out paragraph (1) and
inserting in lleu thereof the following:

(1) in the case of the tax imposed by gection 8§02, the life insurance com-
pany taxable income (as defined in section $02(b)), and".

{c) CARRYOVERS.—

(1) Section 881(c) of such Code (relating to items of distributor or trans-
feror corporatlons taken into account) is amended by adding at the end
thereof the following new paragraph:

*(22) SUCCESSOR LIFE INSURANCE COMPANY.--If the acquiring corporation
is a life insurance company (as defined fn section S01(a)), there shall be
taken into account (to the extent proper to carry out the purposes of this
section and part I of subchapter I, and under such regulations as may be
prescribed by the Secretary or his delegate) the items required to be taken
into account for purposes of part I of subchapter I. (relating to life ipsurance
companties) in respect of the distributor or transferor corporation.”
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(2) Section 381 of such Code 1s amended by adding nt the end thereof the
following new subsection:

“(d) OPERATIONS LoNS CARRYRACKS AND CARRYOVERS OF LIFE INSURANCE CoM-
PANIFER.—

“For application of this part to operations loss carrybacks and carryovers of life
insurance companies, see section 813 (e).”

(d) AWNUSTNENTS TO Basis.—

(1) Section 1018(a) (3) of the Iuternal Revenue Cude of 1934 (relating
to adjustments to basis) Is amended by striking out “and” at the end of sub-

+ paragraph (A), by addiag “and” at the end of subparagraph (B), and by

Inserting after subparagraph (1) the followIng new subperagraplh
*\C) sluce February 28, 1813, and before January 1, 198 during
which such property was held by a person subject to tax under part I
of subchapter I, (or the corresponding provislions of prior income tax
laws), to the exteut that paragraph (2) does not apply.,”.

(2) Section 1016(a) of such Code is amended by inserting after para-
graph (18) the following new paragraph:

“(17) in the case of any evidence of indebteduness reforred to in section
S18(b) (relating to amortization of premium and aceruarl of discount in
the case of life insurance companies), to the extent of the adjustiments ve-
quired under sectlon &818(b) (or the corresponding provisions of prior in-
come tax laws) for the taxable year and all prior taxable years:".

{e) BonNps AND OTHER EVIDENCES OF INDEBTEDNESS.—Svction 1232(a) (2) (O)
of such Qode (relating to bouds and other evidences of indebtedness) is amended
to read as follows:

“(C) DOUBLE INCLUSION IN INCOME NOT REQUIRE—This section shall not
require the Inclusion of any amount previcusly includible In gross income.”

() ConrorMING CHANOES IN CROSS REFKRENCES.—

(1) Sectlons 342 and 1504 (b) (2) of such Code are each amended by strik-
Ing out *, 811,”. Section 891 of such Code i3 amended by striking out “811,”.

(2) Section 1201 ef such Code is amended by striking out “802(a),” in
subsection (a), and by adding at the end of the section the following new
subsection :

*(¢) Lare INSURANCE COMPANIES.—

“For alternative tax in case of life insurance companies, see section 803(a)(2).”

(3) Paragraph (2) of section 4371 of such Code (relating to tax on policies
tssuned by foreign insurers) is amended by striking out 816" and inserting
in lleu thereof “819™.

(g) EsTimMaTed TAx roB 1038.—In the case of any taxpayer subject to tax under
section 811 of the Internrl Revenue Code of 1954 (as such section was In effect
before the enactment of this Act), no addition to the tax shall be made under
sectlon 668565 of such Code (relating to failure by corporation to pay estimated
tax) with respect to estimated tax for a taxabdle year beginning in 1958
SKC. 4. EFFECTIVE DATE.

Bxoept as otherwise provided in this Act, the amendments made by this Act
:g;}l apply only with respect to taxable years beginning after December 31,

xtt‘i?:? the House of Representatives February 18, 1969.
) Ratei R. Rosxats, Olerk,

The Cuamryman. I submit for the record the report on this bill
received from the Bureau of the Budget.
(The report referred to is follows:
ExecutivE OFF108 OF THE PRESIDENT,

BUREAU OF THE BuUDGFT,
Washington, D.O., Maroh 11, 1959.
Hon. HArRY F. Byrp,

CAairman, Committee on Financo, U.S. Scnate, Washington, D.C.

My DeAR MR. CitairMAN : This Is in response to your request of February 23,
1859, for the views of this agency with respect to H.R. 4245, relating to the
taxation of the income of life insurance companlies.
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The Bureaun of tho Budget concurs with the view expressed by the Treasury
Departiment that H.R. 4245 provides an equitable, long-range basis for the taxa-

tion of life insurance companies.
This measure conforma to the recommendation of the President fn the 1960

budget message, and we belleve it should receive favorable consideration.

Nincerely yours,
Punir 8. Hucues,

Aassistant Dircctor for Lcgislative Reference.

The Cnagsman. It is evident by the size of the audience that there
is great interest taken in this pending legislation.  We welcome you.

The first witness will bo li))avid A. Lindsay, Assistant to the
Secrvetary of the Treasury.

STATEMENT OF DAVID A. LINDSAY, ASSISTANT T0 THE SECRE-
TARY OF THE TREASURY; ACCOMPANIED BY RICHARD E.
SLITOR, ECONOMIST, TAX ANALYSIS STAFF, TREASURY DEPART-
MENT, AND RAYMOND F. CONKLING, ATTORNEY, LEGISLATION
AND REGULATION DIVISION, CHIEF COUNSEL'S OFFICE, INTER-
NAL REVENUE SERVICE

Mr. Linosay. Thank you, Mr. Chairman.

I have on my right, Mr. Richard E. Slitor, of the tax analysis staff
of the Treasury Department,

N nOn my left, Mr. Raymond F. Conkling, of the Chief Counsel's
‘Oflice.

I welcome this opportunity to appear before your committeo and
to present tho views of the Treasury Department on ILR. 4245, the
Lifo Insurance Company Income Tax Act of 1959,

The Treasury I)oémrtment- su‘)ﬁ)orts this important measure. We
beliove that it provides an equitable, long-range basis for the taxation
of life insurance companies.

Before commenting on the proposed legislation in greater detail, I
wish to express the appreciation of the Treasury Department for the
careful and objective study which your committee and the Congress
have given to t.lllis difficult area over the years. These studies and dis-
cussions have contributed greatly to the present understanding of the
problems involved in the taxation of life insurance companies.

I would also like to say we appreciate the cooperation that we have
veceived from representatives of the industry in coping with this
difticult problem.

The formulation of a reasonable net income basis for taxing life
insurance companies has been complicated by the fact that the industry
comprises both stock and mutual sectors which represent alternative
and eompetitive ways of conducting the life insurance business.

At the end of 1953 the life insurance industry had assets of around

3107 billion. Its investment portfolios have been growing at a rate
of about 6 percent annually. "For 1958, the industry had net invest-
ment income of $3.75 billion, total income from premiums and invest-
ments of around $20 billion, and a net operating gain of some $1.2
billion. Insurance in forco was on the order of $500 billion.
. The number of life insurance companies has been increasing rapidly
In recent years, having more than doubled since 1950. Of about 1,350
lifo insurance companies in operation in 1958, less than 200 were mutual
and about 1,200 were stock companies.
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Mutual companies hold about three-fourths of the assets of the
industry, have about 63 ﬁercent of the insurance in force, and account
for some 58 percent of the net operating gain after polic¥l dividends.
There have always been certain difficulties in applying the same tax
formula to both stock and mutual companies, and it is important that
the tax law should not damage the competitive situation of either

type of companz.

léince 1921, life insurance companies, both stock and mutual, have
been taxed only on a portion of their net investment income, after
deducting an allowance designed to cover the interest required to meet
obligations to policyholders. The various tax formulas have ignored
premium receipts and the underwriting tﬁmﬁt which results when
geremiums exceed actual mortality costs, other policyholder claims or
benefits, and related expenses. Capital gains and losses of life
insurance companies have also been disregarded for tax purg;:ise.s.

In 1947 the then applicable law, adopted in 1942, resulted in no
Federal income tax on the life insurance business, In the last 10
years a series of stopgap formulas were adopted. The latest of these,
adopted in 1955, taxes each life insurance company on a fraction of its
net investment income after a reserve and other policy liability de-
" duction of 87.5 percent on the first $1 million of net investment income
and 85 percent on net investment income in excess of $1 million.

The 1955 stopgap formula was originally enacted for 1 year only
and was exten eg on a year-to-year basis. For any year in which it
is not extended, the 1942 formula autonmtically rea%plies.

The present situation, therefore, is that in the absence of further
legislation, the 1942 formula would apply to 1958 income, resulting
in revenues of about $500 million. The 1955 stopgap, if extended,
would produce $319 million. .

The latest extension-of the 1955 stopgap was adopted, as the com-
mittee will recall, in March of 1958, applicable to income for the
calendar year 1957.

While the Treasury went along with the extension of the 1955
stopgap to 1957 income, it was made clear that recommendations for
permanent legislation would be submitted by the Treasury Depart-
ment in the near future. The Department has opposed a further
extension of the 1955 stopgap. ,

In April of 1958 the Secretary of the Treasury in similar letters to
the chairman of this committee and the chairman of the House Ways
and Means Committee sbmitted suggestions for the development of a

rmanent tax formula for life insurance companies. These proposals
recame the basis of intensive study and helpful discussions within the

life insurance industry.
_ In the Adpril 1958 letter, the Treasury recommended that the Con-
gress consider alternative methods for taxing life insurance companies,
giving first consideration to a net operating gain or total income
approach which would reach underwriting profits.

n the course of subsequent consultations with industry repre-
sentatives, it was urged that a chanfe to the total income approach
would shift much of the burden of taxes to stock companies and
permit mutual companies to avoid a share of the tax, thus placing
stock companies at a competitive disadvantage.
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Stock companies typically write nonparticipating life insurance
contracts (with fixed net premiums and no dividends to policyholders)
and have relatively lower reserves and higher surpluses than mutual
companies. Mutual companies write participating life insurance con-
tracts, charging higher premiums at the outset but distributing divi-
dends to oﬁcyiol ers throughout the life of the policies. .

Since the total income approach would start from net gain from
operations after payment of dividends to policyholders, the stock
companies have contended that the mutuals, by increasing the size
of their dividends, would greatly minimize their tax burdens in &
manner not available to the stock companies. .

As a result of the conversations with industry representatives, stock
and mutual alike, the Treasury suggested a combination formula
which would combine elements of the net investment income and total
income approaches. This suggestion was outlined by Under Secretary
Scribner in his statement before the subcommittes of the Ways and
Means Committee November 17, 1958, It invoked favorable response,
some of which is reflected in the public hearings of the subcommittee.

The combination %gproach, with some constructive modifications,
was adopted by the Ways and Means Committee and is contained in
the bill now before your committee.

In brief, the bill would tax life insurance companies on an income
base consisting of three parts: (1) the taxable investment income
margin above interest needs, (2) one-half the excess of net-operating
gain over the investment income margin (this part would comprise
chiefly underwritinﬁ %ain), and (3) to the extent distributed to share-
holders, the other half of the underwriting gain on which tax was
postg)oned in step 2.

There will be a more detailed description of each of these steps later
in the prepared statement. I will continue with a short description of
the overall bill.

Capital gains of life insurance companies would be taxed separately
at a 25-percent rate, beginning in 1959. Gains would be measured
with reference to the December 31, 1958, market value or cost, which-
ever is higher.

The bill differs from the present treatment in several -important
respects.

he glro osed new formula provides an improved approach in meas-
uring the deduction for interest needs and the taxable margin of in-
vestment income.
. 'The deduction is determined with reference to the situation of the
individual company rather than on the basis of a fixed percentage
?ased 1on an industry average, as do the 1955 stopgap and 1942
ormula.

The bill recognizes that underwriting gains are part of the income
of life insurance companies. Trends in the industry toward group,
credit, and term insurance which produce underwriting profits but
relatlveli little investment income make it increasingly unrealistic to
confine the tax base to investment income.

The bill also recognizes underwriting losses. If the net o erating
gain computed in step 2 is less than the investment income Ease, the
net operating gain is the tax base. If there is a net operating loss,
there would be no tax liability, Present law imposes a tax on invest-
ment income even if the company is operating overall at a loss.
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Policy dividends would be deductible in computing net operating
ain but not to the extent this would reduce the net operating gain
low the taxable investment income. This is intended to keep the
investment income tax as a kind of stabilizer or minimum to prevent
mutual companies from deriving an undue tax or competitive advan-
tage by deducting policy dividends. . i
he proposed recognition of only half the “underwriting gain”
on a current basis takes account of the long-term nature of the in-
surance business and the resulting difficulty in making = final determi-
nation of profit in any 1 year. This approach postpones the tax on
the other ga]f of such income if it is kept in the company for the
protection of the policyholders. .

No tax is imposed on this other half until it exceeds certain limits
or is paid in cash to stockholders.

For the assistance of small companies, the bill provides a special de-
duction equal to 5 percent of investment income, up to a maximum de-
duction of $25,000. This allowance is similar to the additional 214-
percent deduction on net investment income up to $1 million under the
1955 law, but is more liberal for the smaller companies.

For future years, H.R. 4245 also provides a special deduction for
investment income on qualified pension plan reserves in computing
the investment income-tax base. This deduction, equal to the actual
earnings rate of the company on pension plan reserves, is made grad-
ually effective in three steps, becoming one-third effective in 1959 and
fully effective in 1961. This es(i)ecial treatment is in recognition of the
existing exemption of qualified pension trusts and the fact that small-
business employers frequently insure their pension plans through
insurance companies rather than set up pension trusts.

It is estimated that H.R. 4245 would produce between $540 and $560
million revenue on the 1958 income of life insurance companies. This
compares with the $500 million under the 1942 formula and $319
million under the 1955 stopgap, if extended. Some $500 million of
the total would arise from the step 1 tax on investment income. The
1958 estimate takes no account of the tax on capital gains or distribu-
tions which might arise in future years.

Of the total estimated tax,under H.R. 4245, about 72 percent would
be paid by the mutuals and 28 percent by the stock companies. This
represents a small shift of burden percentagewise to stock companies.
However, it brings the shares of tax more closely in line with the
shares of business in force.

. Basically, H.R. 4245 embodies a net operating gain or total net
income ag?roach. The following more detailed discussion indicates
how the bill provides for arriving at a tax on the net operating gain
in three steps, with features which help meet the special problems
encountered in the taxation of the income of life insurance companies.

PHASE 1! DETERMINATION OF TAXABLE MARGIN OF INVESTMENT INCOME

One of the major features of H.R. 4245 is an improved formula for
measuring the taxable gort-ion of net investment income. In general
outline, the proposed formula appears to afford the best available
approach in determining the amount of investment income subject
to tax after deducting all interest needed for solvency and competitive
requirements. ,
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Under both the 1955 stopgap and the 1942 formula, the deduction
for required interest is a specified percentage of investment income,
fixed by statute or determined on the basis of an industrywide ratio
of interest needs to earnings. This percentage deduction is 85 percent
under the 1955 stopgap, and about 7514 percent under the 1942 formula
for 1958. Under each of these formulas the percentage deduction is
the same for each company regardless of its own experience or
situation. ] .

H.R. 4245 provides a deduction for investment income required to
meet reserve and other policy contract obligations in a manner which
reflects each individual company’s surplus position and the relation-
ship between its earned and assumed rates of interest, .

Part of this deduction is for interest paid on policyholder deposits,
policy-dividend accumulations, and similar indebtedness. Past for-
mulas have subjected this deduction like the reserve interest needs
to an averaging process. . L. .

The most important part of the deduction for required interest is
for reserve interest needed to build u{) life insurance and annuity re-
serves. In this important area the bill provides that the deduction is
computed as a certain percentage, termed a “deduction rate,” of each
company’s adjusted insurance reserves. This deduction rate is the
mean of the actual rate earned by the company on its investments and
the rate of interest assumed by the company in computing its reserves
(or the industry assumed rate, if higher). In no case is the deduction
rate to be higher than the earned rate.

In applying the deduction rate, the policy reserves are adjusted to
the extent the deduction rate differs from the actnal assumed rate used
in computing reserves. This adjustment is designed to make the re-
serves consistent with the deduction rate used. If the deduction rate
is higher than the assumed rate, as would almost always be the case,
the reserves are adjusted downward.

The adjustment of reserves is carried out on the basis of a statutory
rule, the validity of which has been demonstrated by industry experi-
ence. Under this rule, for each 1 percentage point by which the de-
duction rate exceeds the assumed rate, the reserves are reduced by 10
percent.

The use of a deduction rate which combines an assumed rate and

the actual earnings rate of the company not only takes account of in-
terest needed to maintain solvency. It also recognizes that competi-
tion within the industry generally requires companies to build into
their premium structure a credit to policyholders for interest which
is somewhat greater than the more conservative rate generally assumed
in building up reserves. :
. In computing the deduction rate, the industry average assumed rate
is permitted as a possible relief measure to avoid a possible tax penalty
ona comgany that has been more conservative than the industry con-
sensus. On the other hand, in permitting a company to use its own
assumed rate, where this is higher than the industry average, the bill
provides for unusual needs of individual companies.

Since the deduction rate is a combinstion of the earned and assumed
rate, the effect of varying reserve interest assumptions on the deduc-
tion rate would appear to be minor, Consequently, this provision of
the bill serves to minimize the problem of possible reserve manipula-
tion for tax reasons,
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PHASE 2: EXCESS OF NET OPERATING GAIN OVER THE TAXABLE MARGIN OF
INVESTMENT INCOME (CHIEFLY UNDERWRITING GAINS)

The second phase of the proposed tax formula deals with a problem
presented by past formulas based on investment income only, namely,
the omission from the tax base of underwriting gains.

Important changes within the life insurance industry since 1921
have increasingly outmoded the old formulas based on the concept that
the only income of life insurance companies is their investment earn-
ings. Between 40 and 50 percent of the life insurance now in force
involves relatively little investment income. Yet it may produce sub-
stantial underwrit.in{gr1 profit or loss.

Phase 2 of the bill reaches such underwriting profits by means of
& simple and direct procedure. The company would first compute its
net operating gain from all sources. Net operating gain would repre-
sent gross receipts from all sources less all expenses and all additions
to reserves and benefit Fayments to policyholders.

From the amount of net operating gain thus determined, the com-
pany would deduct the taxable investment income computed in Phase
1, since this amount has already been included in the company’s tax
base. The excess would represent primarily underwriting profit,
plus whatever excess of investment income over interest requirements
was not reached in steg 1.

After determining the excess of the net operating gain over taxable
investment income, the company would add one-half of the excess
to its taxable investment income base to arrive at the combined tax
base under phases 1 and 2, The 50-percent reduction in the so-called
underwriting gain for purposes of current taxation takes account of
the point on which the life insurance industry has insisted that it is
difficult, if not impossible, to establish with certainty the true net
income of a life insurance company on an annual basis. This un-
certainty is said to reflect the long-term nature of the contracts and
the resulting need to retain what may temporarily appear as income
in the current year as surplus or contingency reserves.

The 50-percent reduction also has the effect of applying a reduced
rate of tax on underwriting %ains so long as they are kept in the com-
pany for the protection of policyholders. Consequently, the incentive
to alter reserves and adopt other changes in business or accounting
practice merely for tax purposes is correspondingly reduced.

If the net operating gain is less than the taxable investment income
or if there is an actual net operating loss, the bill provides for the
appropriate recognition of underwriting losses. The amount by
which the net operating gain is less than the taxable investment in-
come margin may be subtracted in full from the step 1 income base.
]Iflg,l{ere is a net operating loss for the year there would be no tax

iability,

Thisyfeature of the bill should be of particular importance to small
new companies, which characteristically have net operating losses in
the early years when the business is being established. These small
new companies have been required in the past to pay tax on their
inevstment income regardless of the fact that they may have had
an overall loss situation.

The bill also provides for a 3-year catryback and a 5-year carry-
forward of net operating losses in a2 manner comparable to that ap-
plicable to corporations generally.
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PHASE 3. TAX UPON DISTRIBUTIONS OF STOCK COMPANIES

The third step provided under the bill provides a supplement for
the partial tax on underwriting gains under step 2. One-half of
the underwriting gains are taxed currently under step 2 but tax is
postponed on the other half in view of the uncertainty as to the ulti-
mate earnings results. Tax is deferred on this portion of the under-
writing %'lain so long as it is kept in the company for the protection
of policyholders or until it is accumulated beyond stated limitations.

1'he tax on distributions would apply under any of :ue following
conditions: g(l) If the company pays cash dividen({); o; cash distribu-
tions to stockholders which are in excess of the amounts of invest-
ment income and underwriting income which have previously been
taxed, (2) if the cumulative amount on which tax is postponed ex-
ceeds 25 percent of life insurance reserves or 60 percent of the net
premium income, whichever is greater, or (3) if the company ceases
to be a life insurance company. ;

There are further provisions for equalization of stock and mutual
companies. _

One of the major considerations in the formulation of an equitable
long-range formula for the taxation of life insurance companies is
the comparative treatment of mutual and stock companies.

Throughout the development of this legislation, stock companies
have been concerned that the mutuals, by increasing the size of their
dividends, might %rma,tly minimize their tax liabilities in a manner
not available to the stock companies. To meet this objection, the
bill has provided that policy dividends may be deducted from the
step 2 tax but are not allowed to reduce the investment income base.

he portion of the tax base established in step 2 consists chiefly
of underwriting gain arising primarily from the excess of premiums
paid over mortality cost and other expenses. Consequently, it repre-
sents moneys contributed by the policyholders themselves which it
would be inappropriate to tax if returned to the policyholders. On
the other hand, the investment income base represents income received
from third parties which it would be inappropriate to exempt after
a reasonable allowance is made for the amount of interest required
to build up policy reserves and meet other interest obligations on a
sound and competitive basis.

Because of the redundant premiums charged by mutual life insur-
ance companies, they have an additional cushion besides their surplus
with which to meet possible adverse operating experience. Stock
companies, with their Jower initial premiums, do not have this cushion
and, consequently, must maintain a larger surplus. In recognition
of this situation, the bill provides a deduction of 10 percent of the
net increase in reserves on nonparticipating life insurance contracts.
This special deduction is limited to the step 2 or underwriting gain

ortion of the tax base. It would not be permitted to reduce the net
investment income base.

OTHER FEATURES OF THE BILL

In computing the net operating gain, the companies are allowed

a special deduction of 2 percent of net premiums on group life and

group accident and health insurance business. This allowance is
87632—50——8
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patterned after the reserve requirements of two States for purposes
of strengthening the financial safety of companies conducting this
kind of business.

The bill also permits companies using the preliminary term method
of computing reserves to determine their income tax as if they were
on the stronger net level premium reserve basis. This feature would
generally be of assistance to smaller companies.

In view of the more adequate taxation which the bill provides of
the entire net operating gain from all sources, it also extends the
generally applicable individual dividend-received credit and exclu-
sion to stocEKoldels of life insurance companies,

CONCLUSION

The income tax liability under ILR. 4245, as compared with the
liability under past formulas, would be more in accordance with the
true taxable capacity of life insurance companies. The bill would
remove the inequities and inadequacies of tLe past formulas which
have required some companies to pay tax although they had no true
net. earnings while imposing a disproportionately low tax based on
investment. income in the case of other companies with large profits.

The stafl of the Treasury will be ready to assist the committee at
its request. in its further consideration of the bill and related aspects
of its work on the taxation of life insurance companies.

The Cirairyan. Thank you very much, Mr. Lindsay.

As T understand it, step 1 is expected to bring in revenue of $500
million. Step 2 brings in a revenue of between $45 million and $60
million.

Mr. Tanosay. That iscorrect.

The CuratryaN. You have no estimate of the revenue from step 3%

Mr, Taxpsay, Step 3 does not come into operation for 1938, so
there would be no revenue from step 3 at all in 1958,

In future years, the amount of revenue would depend on the speed
with which certain companies reached the limitations and the divi-
dend distribution policies of companies in general. It could not at
the most exceed $50 million, and it would probably be much less
than that.

The Cuarryax. The fact, then, is that with the exception of next
year the total tax revenue will approximate $600 million.

Mr. Laxpsay. For 19597

The Craryan. Noj; for the years after the step 3 becomes operative.

Mr., Laixpsay. After step 3 becomes opeiative, it would increase
the revenue yield above $550 million. Whether it would go so far as
reaching $600 million is n matter of conjecture. I would doubt. it.

The Ciaryan. I understood vesterday when you gave us a brief-
ing. that you thought it would be approximately $50 million.

Mr. Lanpsay. That is the maximum anount from step 3.

The Criramaan, So, therefore, it is estimated at $550 million-$560
million for this year:isit not?

Mr. Linpsay. Yes.

b The Cramrman. Then it will be $600 million on a permanent
nsis. : |

Mr. Lanpsay. Iimagine in future years there would be more revenue
from step 1 and step 2 as well as from step 3.

’
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The Cuairman. That will be due to the improvement and changes
of conditions. I am speaking of the conditions as they exist today.

Mr. Linpsay. Asthey exist today—

The CralRMAN. Soitis actuallg a $600 million bill.

Mr. Linosay. That is counterbalanced, however, by the fact that
starting in 1959, the special provision for pension business comes into

lay, which would cost about $20 million in 1959, and an additional
20 million in 1960, and an additional $20 million in 1961.

The Craratan. That compares with $319 million under the stop-
gap legislation, which expired on January 1 of this year. Then the
nsurance companies were taxed 15 percent on their Invested income.
The 1942 act, which is in effect today, if not disturbed, it would bring
in $500 million.

My, Linpsay. That iscorrect, Mr. Chairman. .

The Ciratraax. And on the basis of 25 percent or approximately 25
percent of tax on investment income.

Mur, Linpsay. That is correct, .

The CrairmaN. This legislation provides for 25 percent on in-
vestment income. I want to get those facts clear.

Senator Kerr,do you have any questions?

Scnator Kerr. Why do you think $50 million will be the maximum
ultimate under step 3, Mr. Lindsay 1

Mr. LiNpsay. \?’ell, $50 million represents half the excess of gains
from operations over investment income—the $100 million would rep-
resent the whole. The first figure represents half. We receive rougth
$50 million in phase 2 and the balance not taxed represents another
$50 million. If all of that was distributed out as dividends, there
would be an additional tax of $50 million. I do not believe it would
all be distributed out.

Senntor Kerr. That is $50 million ¢

Mr. Lanpsay. $30 million.

Senator Kerr. What is the present relative situation with reference
to income of companies in that particular category as compared, say,
to 10 years ago?

Mr. Linpsay. Are you talking about the net operating gain or the
investment income?

Senator Kexr, The net operating gain,

You referred here to the vast change in the general structure and
operation of the insurance business as compared to 1921,

Mr. Lanpsay. Today, about 40 to 50 percent of the insurance in
force is term insurance of one kind or another, whereas some vears ago
that was a very small percent. :

Senator Kerr. 1f you were to chart the gain in the percentage of the
total which that character represents in the business, would 1t not be
a very sharply rising curve? .

Mr. Linpsay. Yes, it would be a very sharply rising curve,

Senator Kerr, If that angle of increase continues, would it not-in-
crease both the 50 percent or the revenue from the 50 percent that
would be currently taxed, as well as the amount which wonld be re-
ceived under step 37

Mur. Lixpsay. Yes, I think that that is correct, Senator Kerr.

Senator Kerr., So that your estimate of $50 million limit to be col-
lected under step 3 is calculated on the basis of what the 1938 busi-
less was.
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Mr. Linpsay. That is correct, yes.

Senator Kerr. And not on the basis of what, in your judgment, the
trend and the amount of business done will very likely be.

My, Linpsay. That is correct, sir. I do not assume, however, that
many companies would be distributing out dividends suflicient to trig-
ger that step 3 tax. That step 3 tax might be deferred for some
years in many cases.

Sgnutor Krrr. You have got the triggers built in, though, have you
not

Mr. Taxpsay. Yes, the triggers ave built in, but are——

Senator Kere. Are thoy not self-exccuting under this bill§
[Laughter.]

Mr. Lixosay. The bill does not require the company to distribute a
dividend in cash,

Senator Kerr, No, but what about—

Mr, Lanpsay. The ceilings?

Senator Kerr. What about these ceilings.

Mr. Linnsay. The ceilings are on the liberal side, and for an in-
surance company that has long-term risks, the chances are the ceiling
would not come into play.

Senator Kerr. Well, T agree with that. I think the ceiling of the
25 percent of life insurance reserves is either very liberal or very exten-
sive, Infact, I think it is such that it constitutes no ceiling at all, does
it, in your judgment?

Mr. Linosay. Well, it would constitute a very real ceiling for a
company dealing only in short-term business and having no reserves.

Senator Kekr. I am talking about the kind of company that you
were talking about which wrote much business in the long-term
contracts,

Mr. Lixosav. T do not think that ceiling would be an important
factor for that kind of company.

: "S}e;mtor Kerr. In your judgment, do you think that ceiling is too
high

Mr. Linpsay. I think we certainly should reconsider the ceilings.

Senator Kerr. In other words, if you are going to call it a ceiling,
you ought to make it a ceiling. ,

Niow, the 60 percent of the net premium is a very real ceiling, is it
not

Mr. Lixpsavy. Yes, that is a real ceiling, and that ceiling, of course,
would benefit a company even with short-term life insurance business
without any reserves at all. :

Senator Krgr. For how long?

Mr. Linpsay. It depends on the company. Some companies might
hit the ceiling within £ years, and others 5 years.

Senator Kesr. In your judgment, what would be the average, not
of the number of coinpanies, ﬁtt of the companies with reference to
the amount of that class of business they write?

Mr. Linosay. Three to five years, I would say, for companies that
do not have long-term business.

Senator Kerr. What about a company which writes both short-
term and lonﬁ—term, that is, policies with reference to which no re-
sorves or small reserves are required, and also policies with reference
to which substantial reserves arve required? gVould that company
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have an advantage over—would this bill discriminate against com-
anies whose business was limited primarily to term insurance or
msurance with small reserve requirements?

Mur. Linpsay. I do not know that it would discriminate against such
companies. I would think that it is fair to say that the deferral of
half of the excess of gain from operations in step 2 is mainly necessary
where you have o long-term risk.

If you ave dealing with a risk of 1 year and then the risk disappears,
the deferral is less necersary.

Senator K. T2i us say you have two companies, one of which
writes three-fourths long-term and one-fourth short-term. Another
com*mn_v writes three-fourths short-term and one-fourth long-term.
Is the 25 percent ceiling here with reference to the building up of
reserves to cover long-term obligations such as would result in a
situation where the company with three-fourths short-term and one-
fourth long-term would be discriminated against by this 60 percent
of the net premium limitation?

Mr. Taxpsay. Company No. 2, with the three-fourths short-term
and mllqe-fotu-th long-term would hit a ceiling more quickly than com-

bany No, 1. -
! Sg’nntor Kkxrn. And the other one might never hit the ceilingt

Mz, Iaxpsay. The other one might never hit the ceiling.

) Sgnut?or Kegrr. In your judgment, does that constitute a discrim-
ination

Mr. Laxpsay. It depends on the purposes of the deferral of part of
the income tax. If it is designed to taﬂe care of the problem of long-
term risks, I do not think it is a discrimination. ‘

Senator Kerr. Do you not think that the provision to take care of
the long-term risk should be limited to what is necessary to take care
of the long-term risk in the event you decide or it is decided that
this is a sound principle, and not of suflicient proportions, first, to
take care of the long-range reserve requirements and, second, to pro-
vide a ceiling which would neutralize or nullify the 60 percent of
net premium with reference to, let us say, 10 percent or 15 or 25
percent of the total business written on a short-term basis?

Mr. Lixpsay. I think of the two ceilings, that the ceiling which
makes the most sense—and I am not now speaking of the percentages
that were used in the bill—is n ceiling based on reserves rather than
a ceiling based on premiums, because it is through the reserves that
you have a measure of the long-term risk.

I am not so sure I was responsive to your question.

Senator Kerr. I am not, either. [Laughter.]

And I am not critical, because I know you have done a terrific job
on this thing, and it is moving out into unexplored territory, and
I must say that your contribution is not only very valuable, but very
necessary, because it is a situation in which, so far as I am concerned,
I could get lost mighty easily. .

In your statement, Mr. Lindsay, the deduction is determined with
reference to the situation of the individual company, rather than on
the basis of a fixed percentage based on an industry average as to
the 1955 stopgap and the 1942 formula.

That is not entirely correct, is it? Is the company permitted under
this bill in the fixing of its taxable investment income to measure the
deduction for interest needs solely on the basis of its own experience?
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Mr. Linpsay. If the industrywide experience would give it a larger
deduction, it would take that under the bill.

Sonator Kunr, I gathered, or 1 got the impression, that you told
us when we were trying to halfway cateh up with you in the matter
of understanding this bill, that there would bo some $40 or %45 million
difference in the revenue that would be produced by the bill as written,
and in the bill if it were amended to permit each company’s taxes to
be fixed on the basis of its individual experience.

. Mr. Laxnsay. You ave referring there to its individunl earnings ex-
perience alone, I take it.

Senator Kerr. That is right.

Mr. Iavpsavy. Basing the deduction rate on the actual earned rate
of the ;‘ompnny with a 5-year average: is that what you are refer-
ring to

Senator Kegrr. Yes, sir.  Well, that was the example used as n
standard of measuring the actual rather than the assumed income of
the company, what. its own experience had been.

My, Lanpsay, Yes.

That kind of a formuln, of course, gets away entively from reserve
assumptions, and assumed rates of intervest, and there is mueh to be
said for it.

It would cost revenue, and also perhaps vealistieally, if a company
was going to revalue its reserves it would not pick its earned rate,
but something between its earned rate and its assumed rate, so wo
think the formula in the bill has merit,

I might say that basing the deduction on investment income on the
company's individunl earnings was a suggestion that came from the
industry, and T think it was the first sngoestion that showed the way
to get away from these industrywide formulas which arve somewhat
arbitrary and unfair.

The modification of that in the bill that picks a mean between the
assumed rate and the enrned rate was developed in the Treasury and
accepted by the Wayvs and Means Committee. T don't think it was
overly enthusiastically veceived by the industey, however.

Senator Kerr., That is understandable, isn't it ?

T mean. if you were the taxpayer, wonldn't you feel that the ex-
perience of your own earnings base wonld be a more equitable one on
whieh to fix a tax liability than ene which would be in part determined
by the experience of others?

Mr, Linnsay. Yes, Tdo. But T don't think the bill now looks at the
experience of others except as a velief measure.

Senator Kerr., Well, then, how is it that if the bill were written so
that. the company could use its own experience it would produce §40
million less revenuef

Mr. Tanpsay. Tf T was a taxpayer T would think that the faivest
one was the formula that produced the least revenue, T wonld imagine.
[Taughter.]

Senator Kerr. Well, as a representative of the Treasury, if that
formula is the one that is nctually the experience of the taxpayer,
would vou not. think that it had an element of fairnesstoit?

Mr. Tanosay. Yes, and T do think this: that picking a fair formula
and the right formula for a permanent bill is more important than
the immediate revenue effect.
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Semtor Keer. 1 agree with that.  And this is to be in its present
form, if enacted into n permanent billd

M. Lixosay. Right.

Senator Keer, In yonr statement, you say:

This is intended to keep the investment income tax as a kind of stabllizer or
minfmum to prevent mutual companies from deriving an undue tax or compoti-
tive advantige by dedueting policy dividends,

Now, how long have the mutual companies been operating on the
basis of policy dividends?

Mr, Lannsay. For many, many years sinee their inception,

Senator Kerr., Well, how long?

Mur. Laxpsay. Sinee before 1921, 1T don’t know myself,

Senator Kerr., Was it before 1921¢

Mr. Tanpsay. A hundred years, perhaps.

Senator Keng, 1 say, wasn't it before 19217

Senator MeCawrnty, About 1740,

Senator Keak, 1 am really asking for information, and I am not a
bit proud. 1 would be glad to get it from any authoritative source,
how long have they been following that practice?

Me, Laxpsay, T have the 1958 Life Insurance Faet Book, and there
are some historical dates appeaving on page 115,

The tivst date here is 1709, '

Senator Kere. 1 thought it had been 1 matter of centuries, netther
years nor decndes, and therefore, it is a situation that is about as
deeply reoted tn our economy as any eperation we have, isn't it/

Mr, Laxpsay, Yes,

Senator Kekr. Now, am 1 vight in believing that this bill, as writ-
ten, while it is written as a tax billy would, in eilfeet, operate to make
a very great basic change in that situation that has prevailed for 200
years, and that it might by accurately deseribed, in part, as a bill to
cqualize competitive positions between structures of ditforent basie
principles, as mueh as beingr a tax bill¢

Me, Laxpsay. Lot e divide that question into {wo parts,

Senntor Kexr. Very good. That will do me a favor,

My, Laxpsay, First is a basie change made in this bill,

The 1942 formula would praduce 8500 million of revenue based on
investment. income alone, which could not be reduced at atl by any
dividend paid to polieyholders.

Senator IKerr. Well, now, 1 understand that that is true.  But we
covered that yesterday. Do youn know anybody who has ever officially
approved the 1942 formula since it was enacted ?

fr. Tanpsay. T don't know of anybady.  Maybe at the time some-
body supported it,

Senator Kere, Haven’t the Treasury and Congress both repeatedly,
on the basis that they couldn't approve it, enacted legislation year
after yoar? .

Mr. Taxosay. That is correct. The 1942 formula is not a sound
formnla. : .

Serator Kerr, So that in reforving to the 1942 net, we wonld really
bo making quite a drastie change in attitude if we did so on the basis
that it was a sound standard or formula from which to operate;
wounldn't. we?
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Mr. Linpsay. Yes. But any investment income formula since 1921
would be such as not to permit n deduction of dividends to policy-
holders to reduce the taxable margin of investment. income. That is
true under the stopgap formula, and it is true under the 1950 formula.

I would like to point this out: I believe in 1958 there were about
$1,400 million of dividends paid to policyholders. About nine-tenths
of that amount gets the full benefit of the deduction under this bill, so
that very few mutuals in effect would be paying a tax under phase 2
because those deductions reduce or eliminate phase 2.

Now, according to our latest calculations with the industry repre-
sentatives, perhaps about $140 million, or 10 percent of that total is
wasted and not utilized to reduce the step 1 measure of the tax,

Senator Kerr., You don’t mean it is wasted. You mean it is just
not signiticant in the determination of tax liability.

Mr. Lixpsay. Well, that excess amount. of dividends paid to policy-
holders does not reduce the investment income base.

Sonator Kerr. But I mean the term, the word “wasted.”

M. Lanpsay. Perhaps the wrong word was used.

Senator Kerr. Yes.

M. Laxpsay. It would probably be fair to say that a very large por-
tion of the dividends prid to policyholders is a readjustment in the
price of premiums. Although this is a point which is disputed by
some, probably part of it represents & return on the earnings of in-
vestment, maybe in the order of 10 percent. It is very hard to compute
exactly what amount of the dividends paid represents a return on
investment as opposed to a return of capital.

It is our belief that step 1 eatches that amount as reasonably as
can be done.

Senator Kerr. But on step 2, if the application of it—step 1 would
result in a greater income under step 2 than under step 1 under this
bill, you tax half of the excess immediately and the other half, if it
ever exceeds a certain limit or goes in the form of dividends.

Mvr. Linpsay. Yes.

]Senntor Kegr. Yet, if there is a deficit you give no credit against

1ase 1.

P Mr. Ianpsay. We do, except to the extent that the deficit is attrib-
utable to dividends Paid to policyholders.

Senator Kerr. Well, now, how else-would there be a deficit.?

Mr. Linnzay. Excess expenses over premiums, losses.

Senator K xrr. Well, that would be & very insignificant part of the
total, would it not ?

Mr. Lanosay. Well, for some companies it is large.

Senator Kerr. Well, I mean, but insofar as the effect of the bill
is concerned, that would be an insigniticant item, relatively {

M, Linpsay. Relatively, yes, that is correct. To the company af-
fected, however, it is a very important aspect of the hill,

Senator Kerr. Well, now, that is true with reforence to the com-
pany affected that is in that $140 million operation, too, isn't it, that
1s & very effective item so far as they aro concerned? I mean, if we
are going to judge the bill on that basis alone, there would be signifi-
cance either way, wouldn’t there{

Mr. Linpsay. Yes.
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Senator Kexr. I would like for a little more detailed explanation
of this paragraph in your statement.:

For the assistance of small companies, the LIl provides a specinl deduction
equal to 3 percent of investment income, up to a maximum deduction of
25,000,

Mur. Laixosay, The 1955 stopgap Inw contains a special deduction
designed to help the smaller companies. There is no similar pro-
vision in the 1942 formula.

Under the 1955 stopgap there is a deduction of 2.5 percent of the
net. investment income up to $1 million, which, in etfect, means that
there is a maximum deduetion of $25,000,

This is changed so that the deduction will be 5 percent of the first
#5300 million of investment income, still leaving
Senator Axpersox. FFive hundred miltion?

My, Taxnsay. Five hundred thousand—still leaving an overall ceil-
ing in the deduction of $25,000, but by increasing the percentage and
reducing the amount of investment income to which it can apply,
you spread the benelit more equitably among the smallor companies.

Senator IKkgr, Does that mean that & percent of the investment
income up to a certain amount is not taxable? Is that what that
means?

Mr, Lixpsay, Yaes, it is a deduction from investment. income.

Senator Kegr, Tt doesn’t mean that the first §25,000 of investment
income is free of taxes?

Mr. Lainpsay. No. It is a deduction from investment income up to
$25.000.

Senator Kerr, But in order for a company to get that much of a
deduction, it would have had to have made $500,000%0

Mr. Laxpsay. Yes.

Sonator Kekr. Then, T am sure they won't object to that, but isn't
it. kind of a play on words to say that that is for the assistance of
small companies

Mu. Lixpsay. Well, it is designed to assist small companies.

Senator Kerk. Suppose a company makes §5 million, they still get
that deduction?

My, Laxpsay, They still got that deduetion, but it is relatively un-
important because of the ceiﬁng of $25,000,

enator Kerr. Well, if you wanted to really make it effective,
wouldn’t you incrense the percent of deduction with reference to the
first part of the $500,000, instead of making it 5 percent only on what-
ever amount they earned up to 25000001

My, Linpsay. Well, that is the direction we moved in the bill, moving
it from 2.5 to 5 percent.

Senator Kerr. But we don't move very fast, do wei! [Laughter.]

Mr. Lixpsay. Just doubled.  {Laughter.]

Senator Kerr. Now, I wounld appreciate a little more detailed ex-
planation of cm'ninf,s on pension plan reserves.

Mr. Lannsay. Relating toqualified pension plans? -

Senator Kerr. Relating to the earnings on t'he pension plan reserves.

Mr. Lanpgay. Under the bill—

Senator Krrr. First, let me ask you this:

Are those earnings taxable to an insurance company now under
the 1942 formula?
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Mv. Tanpsay, Yes, they arve,

Senator Kerkr. What other financial institutions in the same en-
deavor ave subject to the same tax treatment ?

My Lixpsay. Banks and trust companies also deal with qualified
pension plans, but the pension trusts ave completely exempt, so I
would say no other-—

Senator Kerr, So—-

My, Laspeay. Institution is taxed—

" Senator Kerr, So, generally speaking. theve arve three kinds of
finaneial institutions handling these, what do you call them, trustee
pension plans{

Mr. Lixpsay. Trusteed pension plans.

Senator Kerr, One is insurance companies, banks, and trust com-
panies,

My, Taxvsay, Insurance companies and trust companies,

Senator Kerr. And generally speaking, that is the only group now
handling those?

Mu. Laxpsay. Generally speaking.

Senator Krrr. And only the operation of insurance companies are
taxed.

Me. Taxpsay. That iscorrect.

Senator Kegr. And in this you attempt to wecognize that discrimi-
nation and vemove it gradually !

Mr.Taxvsar. Remove it gradually. starting in 1959,

Senator Kvgr, Well, is it possible that it may have alveady pre-
vailed too long, and that we should approach it more rapidly t‘\:m
the provisions of the bill would :u‘mmphs\\ ?

Mr, Taxnsav, T think this provision in the bill probably takes care
of it pretty well. It permits a period of time !m' other insurance
companies to get into this kind of business,

Senator Kerr. Is the thought that if you are going to cut the dog's
tail off, that you wonld hurt him less by doing it an inch at a time?
[Laughter.]

Mr, Lannsay, Certainly, it would benefit the companics engaged in
this business more—-

Senator Kenr. If the prineciple is wrong, why eliminate it gradually,
Mr. Lindsay, or why be gradual in the elimination? If it is a dis-
crimination, isn't it possible that it has already prevailed too long!?

Mr. Taxnsay, We think a 3-year gradual phasing in of this provi-
ston 1s fast enough to take care of the competitive situation and with-
out losing too much revenue all at once.

Senator Kerr. Do vou think in order to make it entirely faiv, that
you ought to make whatever tax is retained after 1958 should apply
to all that are engagred in a similar business?

Mr. Laxnsay. ﬁ ou mean have it apply to 1959 in fulld

Senator Kerr. No: T mean if you are going to have it apply to in-
surance companies in 1959, why not have it apply to the trust com-
paniesin 10587

Mr. Taxnsay, Youmean tax the trust companies?

Senator Kewr. Yes,

Mr. Laxpsay. That would be another way of approaching this prob-
len. one we have not considered.
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Senator IKerr., Well, frankly, I don’t know of any justification to
apply a tax to one group engaged in a line of business and not apply
it to a competitive group engaged in that same line of business.

On the basis of sound tax principles, do you know of any reason why
youshould?

Mr. Laxpsay. Noj I think we should avoid it, and I think this bill
attemptstoavoid it.

Senator Kern. Tet's say that that is the assumption we are dealing
under, or proceeding under, and agrecing in that, then should not we
do it inmediately rather than ina phasing out process?

Mvr. Lanvsay, We could. It would be done at a cost of 260 millipn
instead of $20 million, and I think there is a balancing of the cost
and the benetits to be received.

Serator Kerr. Tet's see; you deo it in how many years?

Mrv. Laxpsay, Three,

Senator Kern. Three years.  And when it is accomplished, the re-
duction in vevenue will be $60 million?

Mpr. Lanvsay. That iscorrect.

Senator Kerr. How much do we reduce the first year?

Mr. Tanvsay, One-third, which is a reduction in revenue of $20
million.

Senator Kerr. So your net gain in revenue that year is $40 million?

My, Linoaar. Yes,

Senator Kerr. And the second year you reduce two-thirds of it {

My, Lanpsay, Two-thirds.

Senator Kerr, So your net gain that year is $20 million?

Muv. Laxvsay. That iscorrect.

Senator Kere., The third year nonef

Mvr. Linpsay. Right.

Senator Kern. 1 think your assistant is rising there to correct you
and me both,  1f heis, I want toget inon it.

Mr. Stiror. 1 was merely pointing out that the proposed exemp-
tion for pension plan business operates primarily under the phase 1
tax base,

Senator Kexr. It is not any less painful by reason of its being under
one phase or the other.  [Laughter.]

Orisit?

Mvr. Suiror. No,siv: but it doesn’t have the effect of wiping out the
net operating gain in step 2, as 1 thought you were suggesting.

Scenator Kekk, No, no. At the moment I was just exploring the
basis of the continuation of the tax which is being phased ount because
of its being discriminatory, and I was just trying to get into the record
the amount of meney that we, if we approve this bi 1, will say is suffi-
cient to justify the diserimination.

In other words, if wo approve this bill as iy, instead of eliminating
this discrimination entively. to begin with, aren’t we saying that for a
return of $60 million we are doing something that we ought to do
but we ave doing it geadually instead of immediately. ’

Mur. Lainpsay. That isa very fairstatement.

Senator Kerk. Well, we may be in shape, of course, where $60 mil-
lion is enough of a consideration to get us to do gradually what we
ought to do immediately, that is what it reduces itself to, doesn’t it?

fv. Linpsay. Yes,sir.
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tSo%nptor Kezr, I didn't find it, if it is in your statement I didn’t
catchit. :

Isn’t there something in your bill where you are taking about 8
years in which to catch up on a tax that you feel they owe on some part
of earnings already had and which you are letting them pay out over
a period of 4,5, 6 or 7 or 8 years?

Mr. Linpsay. That is the accrual. At present life insurance com-
panies are paying taxes on a hybrid basis in some cases. :

. Senabor?ﬁmn. Ona what? _

. Mr. Lixpsay. Hybrid basis, part cash basis and part accrual. This
bill puts them all on the accrual basis for tax purposes. That may
mean an adjustment in some cases where items that ordinarily
wouldn’t have been included in 1958, because of the cash basis, would
be included on the accrual basis, and if the adjustment increases the
tax over a certain amount it can be paid over a period of 10 years.

Senator Kerr, How much do you estimate that would bef

Mr. Linpsay. About $4 million a year, I am advised.

Senator Kesr. A total of $40 million$?

Mr. Linpsay. Yes.

- Senator Kerr. And you propose to collect the $4 million a year?

Mr. Linpsay. Let me say also to the extent that the accrual relates
to years prior to 1958, which it might, we a}&ply the rates effective
under the stopgap rather than the larger rates effective—

Senator Kerr. But that is in determining the liability, not in pre-
scribing the time of paﬁmenti

Mr. Linpsay. Yes, that is correct.

Senator Kerr. Now, in order to ease the pain that we may have
here by reason of losing this $60 million, if we decided to lose it,
would there be some compensation to the Treasury if we fixed it so that
that liability for the $40 million would be payable in that first and
second year, ratherthan in a 10-year period ?

Mr. Linpsay. There would be compensation as far as a_revenue is
concerned, but I think we would be really creating a hardship for a
number of companies, where some companies would be paying for the
cost of the benefit extended to another company. It is a bunching of
income problem here when you shift your methods of paying the tax.

Senator Kerr. Don’t you think that there is just as real a hardship
to a company in the business of operating a trustee pension plan that
sees itsell; over & period of years having been losing its position be-
cause it was subject to tax and somebody else wasn’t, and now t'{au
say 30“ are going to rescue him, but you are going to wait until they
go down three times, or maybe just before they go down the third
time, and pull them out and then next year you are golllxsllg‘ to let them
glo"dom thi;:e, and then after that year you won't push them in at
a ughter. s
- Mr, Linpeay. Well, each year looks better than the last to them
over this 3mphasmg in. . . .

Senator But in the meantime, that which hasn’t been removed
and results in their loss of business, it becomes more or less academic
to them, doeen't it$ -

Mr, Linvsay. It would. -

Senator BexNerr. Will the Senator yield for an observation ?

Senator Kesr. Yes. :

Senator BenNerT. This business of spreading accumulated liability
resulting from a change from the cash to the accrual basis, this pattern
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of spreading it out over the future is a standard pattern that has
applied to other forms of taxation. There have been other circum-
stances where in order to get uniformity the Treasury has said every
taxpayer must report on an accrual basis hereafter, and the Treasury
has given those taxpayers a spread forward in order to prevent bunch-
ing up of that liability in a single year. _

%o this, in this bill, is the application of a pattern that has been
existing for some time whenever this problem presents itself.

Is that fairly accurate? . .

Mr. Linpsay. Yes, both the 1954 code and again the Technical
Amendments Act of 1958, section 481, provided for such a spread.

Senator Kerr, I wanted to say to the Senator, I was not putting my-
self in the posture of favoring any action the Treasury recom-
mended—— .

Senator BENNeTT. I understand. IR

Senator Kerr. That-would ease the pain to the tax%ayer. I was
just seeking an altetnative which might be an acceptable gesture to
the Treasury to persuade them to more appropriately .ease the pain
of the taxpayepin this other situation. \

Senator BENNETT. I understand, but gince the question was dis-
cussed, I fg(t‘wthat the. Senator would-be willing—this relation of
accrual in ghis situatiofi and:the relation of acérual to other situations
might properly belong in the record.” .. ‘ ' |

nator Kerr. Thank youc /-~ N : '

In your statement you say:/#The 1958 estimate takes no account of

the ta-’:,: on capital gains or d{st-ribut.lons which might arise in future
ears.” | NN SO H

y Do you have an/éstimate f;:f ‘how much the. gain from that will be

when 1t hecomes effective after, I believe, 1959 or after 1958, which-

everone of thecasesitis? ) - PR /

Mr. Linpsay. Well, this last sentence refers to both the capital
gains tax and also tothe thirdstep. .~ ~ v

Nowon tlig capital gains tax— \ L /

Senator ?n My question is limited to the capital guins tax.

Mr, Linpsax:. On the capita] gains tax.we have no estifnate. You
will recall that the bill provided for a new March 1, 1918, basis rule
brought u(i) to date in 1958, so that a company selling property which
- it has held for many years and which has appgﬁciatecr in value prior
to 1958 would not have to pay.a tax on that prior appreciation.

- Now perhaps in the long haul, in the future some appreciable reve-
nue will come from the capital gain provision. But in the early years
we doubt that there would be much revenue involved.

Senator Kesr. Don’t you think that that will be the source of con-
siderable revenue? . .

Mr. Linpsay. Not immediately. The capital gains tax would be
based only on appreciation occurring after 1958, and even 8o, it would
not come in—— .

Senator Kerr. Well, 1958 wasn’t such a good year. I am sure that
you regard it as a measure of tax revenue or you would not have
recommended it to be in the bill.

Mr. Lovpeiy. It was put in the bill more in terms of principls
rather than in the belief that it really would produce a tremendous
amount of revenue.

Senator Kerr. Then you think that the capital gains revenue will
not be consequential ¥

/
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. Mr. Lanpsax. It ishard to predict whether it will or not. -

- Senator Kerr. Thank you very much, ‘

- The CHAIRMAN. Senator Williams? :
. Senator WiLLiams. Mr. Lindsay, in connection with that same ques-

tion on capital gains, would the capital losses likewise be deductible?

Mr. LiNpsay. As in the case of other companies they would offset
capital gains and be carried over.

enator WirLrams. I understand from ﬁour statement, these gains
would be measured in reference to the December 31, 1958, market
. value or cost, whichever is higher? . :

Mr, Linpsay. That is correct. '

Senator WiLLiams, That December 31, 1958, value was practically
at an alltime high, was it not, so far as securities are concerned?

Mr. Linpsay., Well, it was the situation that existed for the first
year in which this bill is intended to apply. Since the companies
were never taxed on capital gains before, we thought we ought to tax
them only on appreciations occurring after the date of the first year.
. Senator WirLLiams. I am not questioning that, but just pointing
out that you are freezing them at the higher of either cost or of
Decemer 31, 1958, price, which likewise was very high; is that correct

Mr. Linpsay. That is correct.

Senator WiLLiams, Now suppose company X had securities, we
will say, that cost $1,000. .

The market from the present level could conceivably drop, .and
maybe they had a valuation as of December 31, 1958, we will say, of

000,

If they sell them at $2,000, they would still have $1,000 profit, but
they would have $1,000 as a loss—a $1,000 loss for tax purposes; is
that correct? . - .

Mr. Linpsay. No. The way this operates there would be no loss
under those circumstances, It follows the March 1, 1918, rule; it
must be a real loss before there can be a loss. .

Senator Winriams. It must be a real loss, that is the question I
wanted answered. What basis do you use for the depreciation on
capital assets in determining valuation?

r. Linpsay. Adjusted cost; adjusted basis.

Senator WiLriams. If an asset is depreciated completely out, how
would that figure? o

Mr. Linpsay. Well, for depreciation, adjusted cost is used, not the
new step-up fair market values, if I'understand your-question cor-
rectly, and if it is depreciated down to nothing, its cost for deprecia-
tion purposes would be zero.

Senator WiLrLiams. In this bill—perhaps I did not catch it in your
statement here—how do you feel about the tax liability on wholly
owned insurance companies by credit unionst o

Mr. Linosay. Those companies will be dealt with under phases
1, 2, and 3; phase 1 would have very little application to them, and 2
and 3 would force them to pay a tax. '

- Senator WiLiams. How are they treated under the 1942 formula
or the stopgap formula$t S :

Mr. Lanpsay. Under 1942 or stopgap, assumn‘lg those: companies
have very little or no investmerit income, they would be tax free, in a
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Senator WiLriams. How much revenue do you figure you are pick-

%{ p in that direction?

r. Linpsay. I am not sure of the amount, We do not have a firm
revenue estimate.

Senator WiLLiams. The question is often advanced, or the proposal
has been suggested or advanced that this bill is not fair either to the
mutual companies, and then the stock companies come in and say it
is not fair to them.

Could you give us the percentage of revenue that was paid under
the stopgap formula by the mutual companies, and the percentage of
revenue that came from the stock companies, and then the same per-
centage broken down as to this bill?

Mr. Linpsay. Under the sbopgag and also the 1942 formula, the
mutual companies would pay roughly 75 percent of the tax, and the
stock companies about 25 percent of the tax.

We have calculated under this bill that the mutuals would pay
about 72 percent of the tax, and the stock companies about 28 per-
cent of the tax.

I use these percentagés with caution:-. It is possible that it would
be 70 percent an%ao"' percent rather than 72-percent and 28 percent.

Ttisa gues%vb at is our estimate.
Senato L1ams, What change do you make in the deﬁmtxon of
investment/Aincome$ T

Mr. Li¥psay. One im orbant change is that we permit the
companijés to take ¢, dends received deduction, asot{ner corpora-
tions, Ny /l?

Eig ty-ﬁve rcent of ”’dlvldQnds receivad the -companies are

educt; 50~
dend: from other corpor

Segondly, there is a a, cel for ductlons f invest-
ment; expen

agt\ 2156 it has been believed
that mpan th

est "n mp 't have higher expenses than

the present ceiling in t 8 statute lI lJow; so there is & change in_
that ciling.

I believe a_differen bet een t 19 formu] and thé proposed

vd-e only taxed o 15 percent of divi-
ns

bill is the additlonal deduction—for small busi ess Sgme sort of
formulaike that also appeared in the 1954 sto

The acerual basis of mxmg the insuran compa
change. m,w.. e

Senator WirLiams. Do you have any change in your treatment of
unlc\iiemi:'ltmg profits? d 6t s th

r. LiNpsay. underwriting profit is whole basis of hases
2 and 3. g P e P

Senator WiLLiAMS. That is what Tw was coming to.

You are recommending that average income, averaging réserve basis
should be used.. Could you explain why you want it average on an
industrywide basis rather than on a historical record of each individ-
ual company ¢

Mr. Linpsay. You are referring to the measure of the taxable in-
come in step 1¢

Senator WiLLiams. Yes.

Mr. Linpsay. The | average of the industry is only used if that ox-
ceeds the individual company’s own assumed rate.

lés is another




40 TAX FORMULA FOR LIFE INBURANCE COMPANIES

If we looked alono at the individual company’s assumed rate, it
would be true that o conservative company with a low assued rate
would be taxed more harghly than a company that was less consorva-
tive with a high assumed rate.

Wa tried to take account of that by providing that tho company
that has an assumed rate that is less than the industry avernge may
pick the industry average.

It isin there as a relicl measure.

Senator Witrsams, That is all, My, Chaivman,

The CitairmaN, Senator Anderson i

Senator ANpersoN. 1 was just vory much interested in the answer
you Fn\'o to Senator Willinms, .

The one point of argument. that seems to bo coming into our offices
is that the use of this assumed vate is not as satisfactory as the uso of
a 8-yoar average rate that many companies have proposod.

hat is your answer as to why the ‘I'reasury likes this assumed
rate rather than a b-yenr nctual averago!

My, Lanosay, Tho b-year nctual average assumes that the com-
puny needs what it has actually carned.

Wo assume it needs something botween what they actually nssumed
thoy }\eetlml for solvency purposes and what they have actunlly
earned,

Sonntor AnversoN, Idut is it not the function of the board of dirve-
tors of un insurance company to asstuno what they neod ¢ ,

My, Lannsay, Lt is, .

Senator ANversoN. 1 am trying to find out why the Trensury pits
its judﬁmeut wgninst what the insurance companies decido they noed.

Mvr. Lannsay, Woe look at i3'e company’s own judgment and tako it
into consideration,

The company nssumes that it neods 2 percent for meeting its obli-

ations, and we take that into account in trying to compute what the
:.i eductions should be to make sure that they could meet their oblign-
ons,

Now, it i3 true that two difforont companies, with operations that
are oxnctly the snme, with different reserve assumptions, will bo taxod
differently; not as great as would be tho case if wo did not hinve this
mean botween the carned rate and the assumed rate, but novertheloss
there would be differonces, and that is one of the reasons many do
urfe vory persuasively that much is to be said for a formula that looks
only at the earned vate for the 5-yoar avera,

Senntor ANprrsoN. Does o formula which looks only at the earned
rato tond to roward the company that is conservative in its invest-
ment operntionsf '

Mr, Lanpsay. I do not know that that is true. I think thore is an
advantage in having high earnings, but I do not think it would have
zmi'tlnng to do with their reserve assumptions.

am not, sure I answored your question,

Senator Annerson. Well, obviously these companiea that are asking
for the uso of the 5-year avernge rato have somothing in mind. '

My, Linnsay, Well, Fm-t of it is the ovorall impnet of the tax bur-
den, bocause that would veduce the tax in step 1, to some extent, in
the order of, perhaps, $50 million,

The figuves are debatable.
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Sonator ANperson, In actuality that $50 million would probably be
a reward for having a very conservative method of doing business, as
agninst amore gntbling type, ) i

In lifo insuranee, which is proteetion and savings, is it. not. desivable
to dothat?

Mu, Laxpsav, Tthink the tax w should be as nentral as possible in
rogard to conservative and unconservative practices as between differ-
ent companies,

Senator AnprrsoN. Tn your statoment there is one sentenco:

On the other hnnd, In permitiing o company to use i own asaumed rato where
it 1a higher than the fndustey avornge the bl provides for umannl besds of
fudividunl compantes,

What do you mean by unusunl needs of individual companiest

Mr, Eannsav, Porhaps wo should have said individual needs of the
company. But. presunably if o company was unconservative and
had smaller reserves than many others in proportion to its business it
really does rely on n higher assumed rato to meet. its obligations, and
ought. to bo nllowed to take that inte account in the deduetion rate
instond of being tied to the industry average,

Senator AnvrrsoN. 1t doesn’t involve unything peeuline in the way
they nre doing their business, though ¢

Me. Tanopsay, No,

Nenator AnprrsoN. You have a reference to these small companies,
Much of the umil and wost of the telograms that. come in are from
smallor companies saying how badly they are being treated. 1 just
wondored if the Senator from Oklahoma’did not make n faivly gomd
suggrestion when he said if you are going to give them bonelits up to
this $25,000 why not make it take effect a littls move rapidly so theso
small companios would think they had soma help?

Do you strongly feal it ought to be $500,000 bafore they got $206,0009

My, Lanpsay, No-—--

Senator Axperson, Could it not ag well bo n hundied thousand
dollars or $200,000¢

My, Lanpsay. We support. the bill,  There are many provisions
that ave cortainly worth furthor examination and consideration, und
if the committeo wishes to apply o moro rapid rate for the assistanco
of small companies, L aan suve that it wounld \m aceoptablo to the Treas-
ury.

Senntor AnprrsoN, 1 am only trying to point out somo suggestions,
As you may veeally I had somo mild objections to thoe bill iist year,
[Tanghter Iy

Muv. Tannsay, Tknow that,

Senntor ANpersoN, And I tried to point out that it was a rotroactive
tax rebate of $124 million, $118 million of which went to the 50 Inrgy
mutunls and 25 large stock companies,

Now thero were 1,100 more companies that shared in the $8 million,
and they are rolatively small companics.  Some of thom are protty
faiv gized.  Tf these B0 Jarge mutuals and 25 large stock rompanies
bay 00 or 08 percent of all tho taxes, and you are trying to help the

ittlo ones, I like very mnch what you said in responso go & question
from Senator Kert——and I hopoe T do not misquoto you—that picking
the right formula to produce n good fair bill is more important than
n dovico to raiso rovenue. '

370082 -8t d
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If these small companies nre protesting pretty strongly and feel
they are boing hurt, would it bother the Trensury very much if you
sui({v that. thiz $28,000 could be carned out of the first $200,000 and
instead of it boing b it beeamo 12 and 16 poreent ?

Mr, Lanosav, T don’t beliove it would bother us very much but, wo
would like to consider that. further with the committee.

Sonator ANversoN. When you get down to teying to wrile the final
bill, you sometimes take into consideration tho people that sre doing
most. of the sereaming. I think wmost of them ave these relatively
smnll companies,

Is there anything sacred about $500 million?

My, Lannsay. No.

Senator Anprrson, 1 don't mean it that way, Uam sorry; this time
1 snid $500 million,  'The $H00,000- -

Sanator Kere, You ave talking about revenue,

Sonntor ANpErsoN, Yes, This bill may achiove $8510 million or $HGH
million,  Mr. Lindsay, we would all like to seo it. get $500 million,
that is from taking into consideration of the budget. DBut Senator
Korr referred to this pension situation. s thore anything sacred
about $500 million exeept the budget has used that. as an estimate of
what this bill is going to returnt

My, Lindsay, don’t. you go back to the statement yon made that wo
onght to have a good fair bill and a right fortula rather (han shoot
for the $500 million?

Muv, Lannpsav, Ustay with that statement that a fair formula is more
important. than the exact revenuo i, provides,  But T do think tha rov-
enne it produeces is an element of what is a fair formuln, | Laughter,]

Senntor ANovrrsoN, T ean only say, M. Lindsay, that all of us have
a great vespeet. for you.  Weall think you have made a line conteibu-
tion, but. 1 do think’in my mind you walked steaight around the build-
ing that time, | Laughtoe,]

['he two things are completely inconsistent and 1 judgo from the look
on your faco that you vecognize it.  But T am very happy to have you
speak frankly about.it,

I want to say to you that T was very pleased by the statements you
mado that the goal was a good fair bill.” Personally, T ana little like
Senator Kerr and T do baelieve that the pension situntion is driving
business nway from insurance companies into hanking, 1 said to one
of the members of the committee that T have had that come up in o
tittle business with which 1 formerly was quite actively connected,
Wo were ready to take out o ponsion program with an insurance com-
mny, and one of the directors said we had boetter take it ont with a
lmn y it will bo chieaper.  Of course, he happened to ba chairman of
the bonrd of directors of a bank I‘luughtur‘i; he had an intervest in it
in a way.

But you have scon figures that indicato that only in 1950 the per-
contago of trustea plans against insured plang was about 50-50.  Now
only a little bit Iater it is about 45-88, and T understand that some-
body from the Seenvities and Fxehmnge Commission has estimated by
1065 it will be 20 from insurance companies and 80 peveent trustees
through banks.  Most of the big businesses can \u'olmlnly do n pretty
Food job of their own trnstee plans,  But a small businessman, in the
vpe of community that I live in, may not have the fuecilities for
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running his own progranm. 1 hato to see that type of business, which
is 80 important to employecs, move away from insurance companios if
thoy want to take it. 1 porsonally follow the suggostion the Senator
from Oklahomun was making: 1{ it is vight oventunlly to do it, and
you are trying to get a bill that is right in its principlos, we had
Tml:or do it now even though we don’t got. the $560 million immedi-
atoly

Mr. Chairman, 1 would enjoy questioning the witness for a groat
amount. of timo but. 1 think he has made & good presentation and I
think wo had better goto other things.

The Cranman, Senntor Bennadt,

Sonntor Bennger, Noquestions,

The Cuamaan, Senntor Smathers,

Senator Saarners, Not at the moment, M, Chairman,

The Cramman. Senator Butler,

Senator Burner. Me. Lindsay, 1 want. to eall your attention to the
(nx-oxempt intorest provisions in the bill,

While in the first phase you deduet. tax-exempt. inferest, you bring
it. baek in the second phase and really tax it, do you not.¢

Me, Linnsav. We exeludo tax-exempt. interest in both phases of tho
hill, but. wa do nake an adjustment. to the deductions to nvoid a doublo
henetit or a double deduetion. _

Senutor Brerrr, When you speak of a deduetion (o avoid a doublo
henelit, you are in veality saying that yon ave chrrging n part of the
oporaling expense ngainst tax-freo intorest ¢

Mr, Tanpsav, Yes, | think that is probably n fair statemoent,

Sonator Brrrer. Do you do that. to any other taxpayer?

Mr. Lanpsay. With respeet. to (ax-oxempt. income generally, yes;
but not with respect to tax-exempt interest.

Senntor Burrrer, Why do you tax that inferest even partindly

Mr, Lanpsay, Beeause wo think i, is vight, 1 «-.iml a vory simplo
example in the fiest step, it is an exaggerated example, but supposing
there was o R100 of investment incomoe aed a TH-pereent: deduction so
that. only the balanee wonld he taxed,

L 250 of the $100 was oxempt interest and the ot her $50 was taxablo
intorest, we should not deduet ™ from d0.  Wa should reduce the 76
proportionately it seems to us, Wenre still giving henedit to the fact
there iz an exeimption there.

Sonator Burier, But you don't do that to any other taxpayer and,
of course, it has no effect. whatever on a company that does not hold
municipal bonds,  Taven't there been somo (Lwisinns of the Suprema
Court that. wounld vender sueh n provision in this bill unconstitutionaly

My, Tanosay. 1 think this question might very woll be litigated.

Soenntor Burrer, Do you feel that Congress should leave this pro-
vision in the bill with the chanee that. it will be ditigated and probably
tuken out of the hilly

Mu, Lanosav, ‘Thore is a similar type of ndjustment. in the 1955 stop-
gap and also in the 1942 formula, "Phis is done in o different way——--

Senator Brenkr. Neither one of those acts have been tested, but.
this is the type of bill that may bring a contest beeause the tax bite
iy moro seeure,

My, Lanpsay. T feel that we should determine with the hest advice
we can, as to whether or not. we today think such a provision is un-
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constitutional, and if wo holiove it is not, and if we boliove the provi-
sion is vight, we onght to inetude it in the bill,

Senafor Beerver, Well, there have heen two enses, that. you cevtainly
know about, that. would stmngl\' suggawt that the taxation of this
inferest in any respeet may violate the Constitution of the United
Statoes,

‘There is another phase of this question that. T.don’t want. to get into
at. the woment, but if you start to partially tax municipal bond interest.
in the hands of life insieance companies, why shouldn’t you take the
next step and tax it in the hinds of the individunls

M Lanesav, There ave many provisions in this bill that. we could
not and world not. want to apply to an individual or another kind of a
business,  ‘This bil]l is tailormade pretty much to the lifo insurance
business and the specinl adoption --—-—

Senator Bearer, Wall, it shonld not b tailored so as to embody

doubt ful logal provisions, 1 think wo should have a bilk which isx o
good bill and 1 think wo should have a bill that has no such provision
i,
1 fool, ax 1 have said, that the Supreme Court has been evitienal of this
Congress for logrislating in arens such us this,  In addition we cannot
raly npon the Suprenw Conrt of the United States veversing two pro-
vious h«\oisiuns on this point, und 1 feel that the Treasury sﬁuuld give
this sovious consideration,

The Cuarstan, Has the Senator concluded ¥

Senator Tavatanak. T would like to bring np two points upon which
wa have recvived inquiry in our office: 'Ona is in l\\l't\l\\nvo to now and
small companies which have boon started in the last 2, 3, or 4 yoars,
The general trend in the instirance business, duo to the high acquisition
cost. of insuranes, is for boginning companies to lose money of the first
5,6, 7,8, ov [0 years,

Some of these companies take the position that they ought to have a
groater carry-forward vatio to take advantage of the provisions of
this bill inasmuch as they can’t earry back the losses boyond 1958,

Waonld there be auy objection by the Treasuty on that point #

Mur. Lanpsay, Wel), that is a question that would bo of equal inter-
est. to any now business, any corporation.  Hero wo are attempting to
put the insuranee industry on the same basis s other corporations with
a d-year envrey back and a d-year eavey forward,

1 think that a very long period of carrvy forward raises administra-
tive problems, also probloms of acquisition of loss companies and tho
like.  Wo would cortainly consider that but I would not like to en-
dorse it now,

Senator Tarmanen. You ave proposing a new provision to tax
msuranca companies on their so-called underwriting prolits.  Some
have had underwriting losses all these yoars and pai(f taxes on invest-
wmant incomo at the same time,  1s there any reason why they should
not bo allowed, when they get into more profitable years, to carry
forward their Josses to thoso profitable years to take care of their
undoerwriting losses when they bagan #

Mr. Tanogav., Well, it depends on how far yon would want to carry
the thing, Senator 'l‘nhmu;go. I think it is fair to point out that
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theso now companies that are oporating under a loss, if they have in-
vostment income today thoy are pnyinﬁ & {ax oven though they are
delicit companies whereas under this hill they would be permitted to
have o loss nud not bo taxed and to cnrry over the loss for at least b
JONTS,

) Sonator Tararanae, But shortly they hope to be in a profitable
bracket.  What thoy would like to do is to exercisoe thoso profits that
thoy hope to make in years to come aginst the losses that have already
takon me\ and in some instances paid taxes on,

Senator Anperson, But they won’t know, will they ¢

Mur. Tanosax, But they won’t pay a tax if they have a loss under
this provision,

Senator ‘Taraanak. Under the present Jaw thore are taxes on invest-
mont incomo oven though they arelosing money.

Mu. Lanpsay. Yes; that is one reason woe want to seo a change,

Sonator Tarmavar. Their contention is, as they move into profit-
ablo years on’ their operating gain thof' ought to bo able to apply
theso prolits against losses sustained in the formative years whon thoy
had operating losses but paid taxoes on investment.

My, Lanpsay. That is right. ' .

Senator Tavaranar, Do you see any objection to that?

Mur, Tannsay. We have strong reservations on it, but we would like
tooxploreit. further,

Senator Tavmanar. You oxplore it and give us your thoughts on it.

Mr. Jannsay. Yes,

Sonator Taraanae. Fine.

There is one other thing in following up tho question that Senator
Butler asked, I linve had reporis in my oftice that very strongly con-
tond under this proposed insurance tax law that tax-exempt obliga-
tions are, in fact, taxable. They say that, if it is trug, it will be the
only phaso of busineess where tax-oxempt obligation would be taxed.
‘Thay say, for instance, that if the individual, company, corporation,
bank or any other business owns tax-exempt municipals they will not
bo taxed,

They contend that undoer this insurance bill, which we ave asked
to report to the Senate, that those obligations will be taxed. Now
as | understand it you take the position they nre not taxable,

Mur, Linosay, That is correet,

Sonator Tannmanae. Why aven't they taxable under the operating
gain, for instance?

Mr, Lanbsay, They arve excluded from income,

Senator Taraanar. In other words, no element of any tax-exempt
obligation could be considored in any of these three phnses.

Mr. Tanpsay, To the extent that there is a deduction, a reserve
deduction which is based in part upon tax-exempt intorest, that de-
duction is reduced, but the income side does not include the tax-
exempt interest, )

Senator Taramanae. One of my constituents goes so far as to make
this assertfon : Undor present market conditions, taxable utility bonds
are currently offered to yiold about 4.6, Under the proposed new tax
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bill in order to be comparatively wttractive municiEul bonds would
have to yield approximately 4.10. This excludes the great bulk of
municipal bonds currently being offered in the range of three, three.
and three-quarters. If full tax-free status is granted his company
would be interested in this type of security, on yields as low as ap-
proximately 314 percent. (

If his contention is correct, that will vastly affect the market au-
thorlity of the county bonds and others. You say he is totally in error
on that.

Mr, Linpsay. I suggest that as the revenue and tax burden in-
creases through this bill over the situation as it existed before, for
certain companies there is more of an advantage to having tax-exempt
securities than there was before.

Senator TarLmapge. You think then he is totally wrong in his as-
sertion with reference to this?

Mr. Linpsay. I would not suggest that he is totally wrong. I think
he is basing his argument on the manner in which we adjust cer-
tain deductions. It is our belief that we afford full exemption to
tax-exempt interest and at the same time we avoid a double benefit.

Senator Tarmanae. What does he have reference to when he con-
tends that these obligations would be taxable? This particular com-
pany has about 10 percent of their reserves in tax-exempt obliga-
tions which T believe is some 4 or 5 percent higher than the industry.

Mr. Linpsay. I think he has reference to the fact that there is an
adjustment downward of the reserve interest deduction.

enator Tarmance. Under what phase of the bill #
Mr, Linpsay. Both phase 1 and phase 2.
hThere is no problem in phase 3. There is no adjustment downwara
"there.

Senator Tarmapee. How would it differ with an insurance com-
pany and a bank, for instance?

r. Linpsay. The bank does not have to allocate expenses to tax-
exempt interest——

Senator Taraapee. In other words if a bank bought a hundred
thousand dollars worth of tax-exempt bonds and paid, we will say 814
percent, they would automatically get a deduction of $3,500.

Mr, Linpsay. Yes.

Senator Taraance. Is that correct?

Mr. Linpsay. They get an exclusion. There is a provision in the
tax law, section 265, which generally disallows expenses relating to
tax-exempt income. But an exception is made for interest.

Senator TaLmapee. Was my statement about that correct? They
would not pay taxes on any portion of that $3,500 interest-free money
that they received from the hundred-thousand-dollar investment,
would they

Mr. Linnsay. Yes; your statement is correct.

Senator Tarmance. How would that work with reference to an
insurance compa'rH‘?

Mr. Lanpsay. The insurance comﬁany would not——

Senator Tarmapce. Assuming they also had a hundred-thousand-
dollar investment in 314-percent tax-exempt bonds, and received an
ixi;:onlxg grom that of $3,500, how would their treatment differ from
abank’s
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Mr. Lanpsay. Let’s say all the insurance company had was tax-
exempt interest, to take a very simple example. There would be
no tax.

Senator Taryapar, None whatever?

Mr. Lanpsay. None whatever.

Senator Taryaper. Could it ever arise under any contingency
whatever?

Mur. Lanpsay. Neither would there be n loss created by the deduc-
tion related to that tux. ‘

Senator Taryavae. In other words, you can’t use interest-free
money to set up your reserves, or how did you answer that?

Mr. Tannsay, You ean use interest-free money. That would be
deducted in computing the reserves, but your deduction is adjusted
downward to the extent that it relates to tax-exempt income.

Senator Taryanae. Would that make that portion of the income
ever tuxable under any conditions?

M. Linpsay. That is the heart of the argument. We would con-
tend not. Others contend yes,

Senator Tarmaner. In other words, that is where the difference is.

Mv. Lanpsay. Yes,

Senator Tararaver. Suppose that T have other investment income
in addition to bonds. ‘

Mvr. Tanpsay. I gave the example of $50 of tax-exempt income and
$50 of taxable income. Compare that with & situation in which you
have $100 of taxable income. If you have $100 of taxable income,
the deduction under the bill might be, say, 75 percent, so that only
25 might be taxed.

Under onr bill, however, we would not subtract the §75 from the
$50 in the first example to create a loss.  We would deduct sonmething
in the order of $37 or $38 and still tax a lesser amount. The dedue-
tion is reduced proportionately to the extent that it relates to tax-
exempt interest.  Otherwise you ave giving a double benefit by not
taxing the income in the first place, and yet giving a deduction of
expenses relating to that tax exemption,

Senator Taryanar. How does he make the flatfooted assertion that
it makes the tax-exempt municipal bonds under this proposed bill fully
competitive to the utility bond that yields 4.6?2 The interest rate
would have to be as high as 3.75 on the tax-excmpt obligation, or
even 4.10.

Mr. Laxnsay, Tdon't know how he makes that assertion,

Senator Tarsanae. He takes the position that if this bill is passed
municipal tax-exempt obligations will have to bring on the order of
4.10 to be as attractive to an insurance company as a taxable utility
bond that earns 4.6 at the present time,

Do you take the position that this gentleman is misinformed, or
there is some bug in this bill? I still don’t understand. [Laughter.]

Mr. Tanosay. I think the same kind of an adjustment is made in
the 1942 and 1955 stopgap !aw. We do it in a different way, but you
achieve the same results. It is a little surprising to me that so much
is made of this peint,

Senator Tarmanar. It would be a very important thing not only to
insurance companies but to counties, States, and municipalities that
build hospitals, school buildings, and things of that type, if they sud-
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denly found their interest rate raised to the degree of maybe three-
quarters of 1 percent. This being true when trying to be competitive
in the market when selling their obligations. This is important not
only to the insurance companies and the taxpayer, but it is of vast im-
portance also to those subdivisions of State governments in States
at the present time which have tax-exempt status.

I think we ought to make it uniform if we are going to attempt it,
and I don’t think we can constitutionally, under t‘ile present law, tax
obligations of States, counties and municipalities. I certainly tili}\k
wo ought to make it uniform and operate it in the same way with
reference to an individual taxpayer, a bank, a casualty company, and
others, as we would to an insurance company.

I don’t think we ought to try to tax it in_part on one hand and
totally exempt it on the other hand. I woul appreciate it if you

would look into this matter. . ) .
Mr. Lanpsay. We will reexamine this whole subject. . )
Senator Taryapar. Give me a detailed explanation of its ramifi-

cations,
Tho Curatraman. I would suggest that that be made & part of the rec-

ord at this time. :
('The information referred to follows:)

TREATMENT OF TAX<ExXEMPT INTEREST RECEIVED ny LIFE INSURANCE COMPANIES
Unpeg PRESENT Law aNp H.R, 4245

H.R. 4245 provides for the exclusion from taxable income of interest on wholly
tax-exempt securlties. Thix exclusion or deduction applies In all phases of the
computation of the proposed tax base for life insurance companies. Like present
law and previous formulas, H.R. 4245 provides adjustments in the deduction for
required Interest to prevent n double deduction. .\ similar adjustment is pro-
vided in the case of the 85 percent intercorporate dividend deduction and parti-
ally tax-exempt interest. In the absence of such an adjustment, the same item
of income would be exempted twice, once when recelved and again when in-
cluded in the interest needed to meet reserve nnd other policy obligations. With
this adjustment, no tax is imposed at any step on tax-exempt interest but a
double benefit is not allowed.

Sectlon 265 of the Internal Revenue Code provides in general that no deduc-
tion shall be allowed for expenses and interest relating to tax-exempt incoe.
In the cnse of expenses, a specific exception to the rule is made for amounts
allocable to wholly tax-free futerest. ‘'he provistons of ILR. 4245 are consistent
with the general treatment te tii. fullest extent practicable within the framework
of the specinl tax :tuation of lise tnsurance companies. Thus, the bill provides
no disallowance of expenses :l.ocable to tax-free interest. It permits the full
deduction of investment expenses in step 1 and of general operating expenses
fn step 2, without regard to whatever portion may be attributable to tax-free
jncome.

In the case of Interest on reserves invested in tax-exempt securities, H.R.
4245, like preseat law and other recent formulas, makes adjustments to prevent
double deductions. The need for such adjustments has been recognized and
provisions to prevent a double deduction have been a traditional part of the
tax law applicable to life insurance companies, in view of their speclal circum-
stances and the special taxing formula applicable to the industry.

To make the adjustment, the bill provides a proportionate reduction in the
policy and other contract liability deduction in step 1 and in the deduction for
reserve interest and interest paid In step 2. This reduces these deductions to
the extent they relate to tax-exempt futerest which has already been deduced
or exclnded in arriving at taxable investment income and net gain from
operations. ‘

The treatment of tax-exempt Interest and the adjustiment to prevent a double
deduction under the bill may be illustrated as follows. Assume, for exaple,
that a life Insurence company has net investment of income of $100 (including
tax-exempt interest), tax-exempt interest of $10, and a reserve and other
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policy contract interest lability, computed prior to adjustment of $756 or 7H
percent of the net investment earnings. The company’s tax base for step 1
uuder H.R. 4245 would be computed as follows:*

Net investment InCome . v e cccc e me——— $100. 00
Deduct tax-exempt fnterest. oo el 10. 00
‘Faxable net investment income_ . ____ 00, 00
Reserve and other pollcy contract Hability deduction :
Deduction rate times adjusted reserves —— - $75. 00
Less proportionate adjustment for tax-exempt interest previously
deducted (75 percent times 10) 7.50
Deduction. oo ccoooo o e m e A e — e ——— 67,50
Step 1 base. - 22. 50

As shown in the example, the final deduction for reserve and other policy
coniract liability bears the same ratio ($67.50 divided by $00 or 75 percent)
to the taxable net investment income, after deducting tax-exempt interest, as
the unadjusted reserve and other policy contract lability bears to the entire
net investment income including tax-exempt interest. If all of the investiment
earnings of the company illustrated here were from taxable Investments, the
deduction for reserve and other policy contract liability would have been $75
or 70 percent of the entire Investment income, leaving $25 subject to the regular
corporate tax rate, By having 10 percent of its investments in tax-exempt
securities the company would have a tox base of 10 percent less than if its
investments were all in taxable securities.

It half of the investment earnings in the above example were from tax-
exempt bonds, the deduction would be 76 percent of the remaining $50 taxable
investment Income, or $37.50, leaving $12.50 in the step 1 tax base. Without
the adjustment, the taxpayer in this situation would have deductions totaling
$125 agalnst $100 of income, leaving a deficit for tax purposes of $25.

In effect, the adjustinent of the reserve and other policy contract labllity
under H.R. 4245 apportions the deduction for required interest between taxable
and tax-exempt investment. It eliminates the portion allocable to tax-exempt
interest which has already been deducted from the taxable investment income.

The adjustment to prevent double deductions under H.R. 4245 is virtually the
same in effect as bullt-in adjustments for the same purpose under present law
(the 1042 formula), the 1955 stopgap, the 1950 formula, and the fiat rate tax
of 6% percent (equivalent to an 87% percent deduction under the 1950 formula)
applicable in the period 1051-54. .

In connection with the adoption of the 1942 formula for the taxation of life
insurance companies, the Ways and Means Committee “Report on the Revenue
Bill of 1942" stated in part that it “substitutes for the existing reserve ang
other policy liability deductions a flat percentage of income. This percentage
represents the average of the aggregate deductions of all companies for the
preceding year, computed under a formula which has the effect of reducing the
reserve earning deduction and eliminating the double deduction of tax-exempt
fnterest.” ! The final legislation in 1942 retained the treatment described in the
Ways and Means Commlittee report.

In 1058, for example, the 1942 formula permits each life insurance company
a deduction of about 75.5 percent of its taxable net investment income. The
75.6 percent deduction figure represents the ratlo (on the basis of Industrywide
data for 1037) of the interest needs of the industry, computed under the statu-
tory formula, to the entire amount of its net investment income, including tax-
exempt interest. As the 1842 formula applies to a particular company, if the
company receives $100 of tax-exempt interest, it deducts that amount in arriv-
ing at its taxable investment earnings. In so doing, the company automatically
reduces its reServe and other policy liability deduction by $75.50, since it does

}The adjustment {llustrated here would be carried out in the same way in step 2. In
step 2, the reserve {nterest deductlion would be based entirely on the rate actnally assumed
by the company and the proportion used in making the adjustment would reflect the ratio
of the actual Interest fncrement on reserves to actual earnings.
2d. “The Rg;enue Bill of 1942, Rept. No. 2333, House of Representatives, 77th Cong.,

sess., p. 27,
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not recelve the 75.0 percent deduction with respect to the $100 tax«xempt dn-
terest which it would have been allowed if the $100 had been obtained from
ordinary taxable investments.

The 1930 formula used the same procedure as the 1942 formula. The 1951
law was in effect ldentical with the continued application of the 1950 formula
in 1951-54 with an 87% percent deduction based on 1950 conditions.

As indicated above, the adjustment to prevent a double deduction occurs auto-
matically under the present law and previous formulas. Since the deduction
for required interest under H.R. 4245 is based on reserves in accordance with
the circumstances of the individual company rather than on a flat percentage
of taxable investment income based on industry average conditions, the method
of making the adjustment under the bill differs in superficinl respects. Ilow-
ever, if desired, the same mechanical procedure for eliminating a double deduc-
tion for tax-exempt interest used under the present law (the 1942 formula)
could b» adapted to the determination of the taxable investment income margin
and the net gain from operations under steps 1 and 2, respectively, of 11LR, 4245,

Under both present law and H.R. 4245, a life insurance company which invests
its entire investment portfolio in tax-exempt securities would have no Federal
income tax liabllity whatsoever with respect to its Investment earnings. If a
company derived 25 percent of its investment earnings from tax-exempt securi-
ties, its tax liability with respect to investment earnings would be 23 percent
lower under elther formula than that of an otherwise, simitarly situated com-.
pany whose entire portfolio consisted of taxable securities. Similarly, a com-
pany with half of its investment earnings from tax-exempt sources would pay
one-half as much tax under either present law or H.R. 4245 with respect to its
investment earnings as one similarly situated except that its investments were
solely in the form of taxable sccurities.

Since the effective rate of tax under H.R. 4245 is generally higher than under
present law (with exceptions and variations depending upon the cireumstances
of individual companies) the value of the tax-exempt feature of municipal securl.
ties in the hands of life insurance companies would generally be greater under
the blll than under present law., The attractiveness of municipal securities to
life insurance companies as a whole should accordingly be enhanced and the
market for such securities to that extent should be greater.

Average prices for municipal securities have shown no sienificant variation

since the introduction and consideration of H.R. 42435 by the Congress. For
example, the yield basis of high-grade municipal bonds (Standard & Poors') was
3.86 percent as of the week ended January 3, 1959, The yield basis for such
securitles was 3.74 percent for the week ended March 7, 1959, There was no
significant fluctuation in the yield basis or prices of municlipal securities during
the intervening period.
* The proposal to eliminnte the adjustment for double deductions under H.R.
4245 would provide an extraordinary benefit for tax-exempt interest in the
hands of life insurance companies. For example, if the adjustment were elimli-
nated, a life insurance company whose required interest was about 76 pereent of
its investiwent earnings would be in position to take an initial $100 deduction
for each $100 received on tax-exempt securitlies and an additional deduction
of 375 for the same interest added to policy reserves. The suggested removal
of the adjustiment would@ make it possible for a company in this sttuation to
achieve complete exemption from Federal income tax with respect to its in-
vestment earnings by investing about 25 percent of its portfolio in munieipal
securities. Under these circumstances, the company would be enabled to deduect
the entire 70 percent of its investment earnings arising from taxable investments
in the form of required interest. :

In brlef, the proposal to eliminate the adjustment for double deductions wounld
in effect apportion taxeble investments to pollcy reserves and the tax-exempt
investments to surplus funds. The deductlion for required interest would thus
be allocated to the maximum extent to taxable earnings while the deduction for
tax-exempt interest would be allocated to the maximum extent to the taxable
surplus margin of earnings above interest requirements. Such treatment would
be unrealistic. It would result in an unusual tax advantage for life insurance
companies by virtue of their unique taxing formula.

Certain constitutionnl arguments have bheén raised with respect to the adjust-
ment, based in large part on a 1928 Supreme Court decision in National Life In-
surance Company v. United States (277 U.S. 508). This case held (Justices
Holmes, Brandeis, and Stone dissenting) that section 245(a) of the 1021 Life
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Insurance Tax Act was unconstitutional in that it indirectly imposed a tax on
income from tax-exempt securities by reducing the reserve interest deduction by
the full amount of the tax-exempt income.

The net effect of the 1921 act, unlike the present H.R. 4245, was in many cases
to impose exactly the same tax on a life insurance company whether or not it
had tax-exempt interest. While the trend of more recent decisions in the Su-
preme Court casts considerable doubt on the constitutional aspects of the
National Life case, 1t is important to note that the law there was different from
the present proposal.

In any case, the constitutionality of the method used in the 1942 formula
and other subsequent formulas to prevent a double deduction has not been
challenged. The adjustment in the bill is in substance the same as that in
the 1942 formula.

It is estimated that the removal of the adjustment to prevent a double deduc-
tion for tax-exempt interest under H.R. 4245 would reduce the revenue produced
on the 1058 income of life insurance companies by about $35-$40 million. If
the adjusiment were similarly removed with respect to the intercorporate
dividend deductfon, it would reduce the revenue at 1958 levels by another $55-
$60 million, or n total of about $90-$100 million. In future years, the resulting
revenue decreases would be substantially greater as life insurance companies
acquired additional tax-exempt or stock investments because of special tax
considerations.

The Ciramraan. Senator Curtis.

Senator Curtis. Thank you, Mr. Chairman,

Mr. Lindsay, you have given us a very well-prepared statement. I
do have a question or two. .

Would the Treasury be opposed to the company-by-company actual
earned interest rate over a period of 5 years, as against the modifica-
tion thereof in the bill, if it were not for the fact that it would produce
less revenue? ‘

Mr, Tanpsay. We support the provision in the bill. That is not to
say that we would oppose the a(!loption of the 5-year average, even
though it wounld produce less revenue.

Senator Curris. I am not asking whether you would support the
less revenne. But if your reason for preferring the language that is
in the bill because it produces more revenue, do you have objections to
the company-by-company basis of 5 years?

Mr. Linpsay. We thought that some consideration should be given
to the company’s own assumptions, which would be altogether ignored
in the 5-vear earned rate average system, and so there was some
theoretical justification in our minds for the formula used in the bill,
wholly aside from revenue.

Senator Cortis. But it does produce more revenne?

Mr. Lixpsay. It does produce more revenue. I might say that the
§-year average produces more revenue than if you looked at just the
individual years. ,

Senator Currs. I think perhaps that was the reason that the 5
year was mentioned, was because it would bring in more revenue.

- Mr. Linpsay, Yes. .

Senator Curtis. But do you have objection to a change other than
its effect on the budget, the revenue?

Mr. Linpsay. Well, one thing I think I mentioned before was the
Erincipla of‘assuming that the company needs what it actually earns.

ut we don’t have strong objections to that formula.

Senator Cortis. Pardon me, did you finish

Mr. Linpsay. Yes.

Senator Cortis. In your statement you have, “or the industry
assumed rate, if higher.”
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How do you determine the industry assumed rate? Do you take a
list of all of the 1,300 companies and add up their assumed rate and
divide it by 1,300, or do you weight according to the business done?

Mr. Linnsay. We look at the year before,

Senator Cortis. You take it the year before ?

Mvr, Linpsay. Yes, and it is a weighted a.verage.

Senator Curris. Weighted with what factors?

Mr. Linnsay, By the reserves.

. Senator Curtis. Reserves, or volume of business?

Mr. Linpsay. Reserves.

Senator Curris. I asked about this yesterday, but we were not on
the record. You would be very helpful to me if you would state
what you regard is a policy dividend. L

Mr. Linpsay. Itisa payment to the policyholder of a participating
contract. And it may

Senator Curtis. Is it an actual, is it always an actual payment in
cash by the transmission of a check ¢

Mr. Linpsay. I don’t think necessarily.

Senator Curtis. What companies pay it

Mr. Linpsay. Mutual companies almost always do, and some stock
companies have participating contracts also and pay dividends to
policyholders.

Senator Curtis. Stock companies pay participating dividends, and
practically all mutuals?

Mpr, Linnsay. Right.

Senator Curmis. Is it an adjustmient of the premium, in your
opinion ¢ )

Mr, Linpsay. In my opinion it has two elements to it: Adjustment
of the premium, return of capital, and also perhaps payout of part
of the earnings on the investment of the premium.

Senator Curris. Do you care to express an opinion as to what
portion might be an adq)ustment of cost, and what portion might be
some form of earnin

Mvr. Linpsay. I think that is a very difficult measure to——

Senator Curtis. Would it be fair to assume that the greater part
of it is an adjustment of premium{

Mr. Linpsay. I think it is fair to assume that the greater part is
adjustment to the cost.

enator Curris. In part, that is an adjustment of premium costs,
Is that based upon the long run or, say, a short term, on an annual
b}t:.sis? ? Do you know what the practice is in insurance circles on
that

Mr. Linpsay. I think they take quite o long view of the situation.
It is a longrun picture,

Senator Curtis. In other words, the insurance has a certain price,
and then the a;goly policy dividend that lowers that price, but in
arriving at that dividend, they figure it over a long period of time,
is that correct?

Mr. Linpsay. I believe so.

Senator Curtis. Yes.

. Sotigt, ends up so that policyholders pays the lesser amount, does
eno

Mr. Linpsay. Yes.
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Senator Curris. Now, if it is determined in the long run the ques-
tion of whether or not a policy dividend should be paid, then a policy
dividend might be paid In a year when there is no profit under that,
no profit toa company ; isthat not sof

Mr. Linpsay. Whether there is a profit from underwriting or not
depends on whether you are talking about net gains from operations
including underwriting before dividend to policyholders, or after divi-
dend to policyholders.

Senator Curtis. I am ussuminﬁ, and I agree with you that the
greater portion of this policy dividend is a premium adiustment, and
it is figured on the long-term basis, and that they might allow that
policgy dividend in a year that they didn’t have a profit; isn’t that
true

Mr. Linpsay. Didn’t have a net operating gain—

Senator Curtis. Yes.

Mr. Lanpsay. Atall?

Senator Corris. Yes.

Mr. Linpsay. I wouldn’t know whether a dividend would be paid
under those circumstances or not. I.would be willing to assume it for
purposes of your example, but I just dont’ know. .

Senator Curtis. If 1t were paid, and it were justified as good insur-
ance practice over the long run, then you could have a situation where
a company would pay a tax, even though they had no gain?

Mr. Linpsay. Because the dividend does not reduce the investment
income base, '

Senator Curtis. Yes. So you could have & situation in this bill as
written where you would have a tax with no gaint

Mr. Lainpsay. I think you have to make some assumptions to reach
that conclusion. And I don’t know whether or not dividends would
b}e paid to policyholders where there is no gain. I just don’t know
that.

Senator Curtis. Well, I can conceive of a small company that would
very conservatively work out what, over a long run, they can allow
as a policy dividend or, in other words, arrive at the net cost of insur-
ance, yet they want to get some new business, and it costs more money
to get this new business than they take in durinﬁ the first year. They
may wish to advertise, they may wish to do other things where they
would have legitimate expenses that would wipe out their gains, and
if they would depend upon the treatment in this bill of a policy divi-
dend as to whether or not they would pay a tax when they didn’t have
a gain; wouldn’t they ?

Mr. Linpsay, Yes,

Let me say if the first step measure of investment income were very,
very harsh, say it permitted only a 50-percent deduction, then in almost
every case you would be taxing mutual' companies on far more than
their gains from operations even where they have a loss. If it is very
light, it would be unlikely that that would occur, so we have to be
careful in.our judgment as to how we measure that first step.

But I am concerned about the possibility of, in effect, in_part de-
stroying this first step by permitting it to be reduced by dividends
to policyholders. |

enator Curris. Well, maybe it should not be reduced by the entire
amount, I don’t know. But what is the tax effect where a stock com-
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pany hng o loss in theiv operating income?  Tn what rituations does
that lessen their tax under phase 19

My, Tanoaay, "That wonld lessen the tax under phaso 1 to the extent.
of 100 pereent of the loss,

Sountor Curvis, Aned that you ave spenking of situations where
they charged in the fisst fnstance the real eost of the preminm?

Me Lanpsay, Yes,

« Senator Cownig, But the company that goes through the operation
of nsking, that ends up by eharging, sny, the same atmount would got
adifferent tax treatment

Mre, Lanosav, 1F the company that chavged the lavger premium
and then adjusts as it goes along, can do so to the extent. of weducing its
tax without limitation, it might fhad i s ina very strong position
of comptitive ndvantage as compared with a stock company.

Senator Cewrs, How could a company improve its position by sell-
ing insuranee for loss than cost ¥

Mr. Lanosav, 1 have diffienlty with the assumption that a dividend
will be paid in a losssituntion,

Senator Cunvis, But suppose by declaring a dividend what you do
in you lowar the cost af the insurance, and if you lower it below what
it tnkes to provide ity how does that improve the insuranes company’s
position

My, Lanpsay, Bowonldn't, but if the dividend-— —-

Senator Cowny, Thovefore, T eould see no incentive to do it for
tax purposes, hoeause theve woull be no way by which they could gmin,

My, Tanpsay, Well, if there was not a loss situntion there migﬁ( bo
an incentive, more of an incentive than there is taday to increase
the dividends to polieyholders, if by so doing you conld gt a tax
advantage,

Senator Cenrin, Tean’t see how there would be more of an incontive
there than it would be a ineentive for a compauy that charges the
net cost of veducing that below wlat it wonld cost to provide the
protection,

Mo Lanosay, The bulk of the dividends to pelicyholders opovate
now ns a deduction under phase 2. Theve is only a vory small mavgin
loft over,

Senator Cuorris, Tn other words, we ave talking about a rather small
situation aren't wolt

Mr Laxpsav, Theliove weave,

Senator Cewerts, Both in the practice and rvenuewise; isn’t that
corveet ¢

M Lanesay, Woll, vevenuewise we may be talking in the ovder of
what, 70 million?

Senator Currz, K70 million,

M, Lanpsay, 870 miltion,

Senator Cewrw, Isthat hight

My, Lannsay, If you gave full deduetion for dividends to poliey-
halders, T think it wonld probably boe that,

Senator Cowris, For the mest part unless they have an operat-
ing loss they ave goluge to get that anyway. They are going to got
to dedunet their poliey dividends for the tax in phase 1,

My, Lanosav, T am tatking about this small mmount that is nat now
deducted, because yon have eliminated phase @ undor the bill with
yvour deductions.  We nre talking in the order of maybe $70 million.
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But in the future perhaps the dividend payments wonld be stepped
up, not. by all companies but the fow that might be in position to do
so, because they have lnrge surpluses,

Senator Cores, s it your opinion that to give the snme negative
oftset to the mutuads and the paeticipating stuvt; companies as is given
to the other stock companies wonld eost 870 million ¢

Me, Lanosay, That is the fignee 1 gave you,

Senntor Cuaers, That isa hittle high,

‘I'hnt. is ably, Me. Chaivman,

The Criatman, Senator Frear,

Senator Frean, My, Lindsay, 1 only have two or three quesiions,
and they, 1 nm sure, ave basie to you.  But. 1 think it wonld be help-
ful, for myself and maybe othery, if you would give us, please, vory
briefly thehistory of this hill from last’ A pril,

Mr. Lanssav, Following the extension of the stopgap and the
qul»liu heavings in Maveh before the Senate Fiunnee Commitiee, the

rensury in April subaitted g letter to the chaivimnn of this commit-
teo and the chaivman of the Ways and Means Committes, outlining
pmllmsnla for taxing lifo-insurance companies on a permanent. basis,

Phe tivst proposal was a proposal that life-imsurance companies bo
taxed on n net operating gain ov total income urpm:u'h.

That. would be somewhat similar to this bill, if you dida’t have the
50-percent. deduction for the amount. in excess of phase 1, and if yon
did not have n gtep 1,

At that timw the Treasury, as it had before, consulted with vepre-
sontatives of the industry, discussed problems under the approach
suggosted, and thaally eame to the conclusion that a Eum total meote
appronch would work very harshly against the stock companies, and
doveloped this combination formula,  ‘The lasie strueture of the bill
without. its details, were discussed with industry vepresentatives anc
with the joint committee stafl, and suggested in public hearvings by
My, Sevibner in Novembor, It was based on that that. the g\’nys
and Means Conmittes went forward, and after diseussing other alter-
natives, came to the conclusion that this combination fornula, the
stracture of this bill, probably had the best chanco of success as the
faivest. way of coping with a very diflienlt. problom, not. that it is

wrfeet, but that it secined to be the best available suggestion to date,
1I‘Iu\m was loft. the problom of dotermining the details of the bill,
liow to measure the investment. income in the tivst step, and so forth,

Senator F'reaw, In this industey couneil, were small and large stock
and mutunl companies wpresentod ¥

Mu, Lannsay. Wa have seen individually, representatives of indi-
vidunl companies, including some sl companies and -specialty
companies, but. on the whoele we have dealt wit\n the representatives
of the two Inrge associntions, which represent the bulk of all insue
ance companies, .

Senator Feran, Do T take it from what you have said that in gen-
oral the gromp of insurance companies, hoth associations and theiv
maombors, are in agreement with the legislation now hefore us?

My, Tanpsav, T think I would like to hear what they say in publie
heaving tomorrow and the vest of this week bofora T pn\diot. what I
think they ave going to say.

Senator Frear. I did not mean to put you on a spot, Mr. Lindsay,
but I am rather serious about the question,
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What I am trying to find out is, in these conversations with the
Treasury Department, the joint staff, and the members of the industry,
in general, do I correctly understand that the members of the industry
recognize that the insurance companies had a fairly easy affair, as
far as taxes were concerned, and that they admit this even though tjm_y
didn’t want any more taxes extracted than were necessary, but this
was at least & plane on which most of the industry was in a%mement?

Mr. Lanpsay. I very definitely have that impression. There are
some exceptions among people in the industry who think that the bill
is too hatsh, and that we should just go along with the stopgap. But,
on the whole, I believe that many responsible elements in the industry,
people with whom we have dealt, feel that this bill in its overall struc-
ture is a reasonable approach to the taxation of life insurance com-

anies.
P I don’t think they like the first step as it now appears in the bill.
They would much prefer to see the 5-year average device, and there
may be some other detailed things that they are Ym'ticulm'ly interested
{)l}hl)ut, on the whole, I think they think the bill is an acceptable, fair
ill.

Senator Frear. Well, from these conferences then, I gather that
the insurance companies, through their associations, did give you the
iden, that is you, the ‘I'reasury, and the joint comnittee staff, that this
first step was not entirely to their liking, or they thought it might be
improved upon.

ow, in what step between then and the bill as it came before the
House did the Treasury enter this item, or make this change in phases
1, 2, and 3, or any others?

Mr. Linpsay. From the point of time, I am not sure that I recall,
but I think this provision was drafted in the subcommittee print; the
subcommittee of the Ways and Means Committes prepared a report
and the subcommittee print bill. It was then discussed by the Ways
and Means Committee as a_whole, and this particular measure of the
investment income appeared in the final bill,

It was worked out in its details in the Treasury, but we wore con-
sulting with the joint committee staff and others as we went along.
thSt;nator Frear. Who are “others”? Was the industry invited in on

is

Mr. Linpsay. At that time, no, because at that time our discussions
were confidential.

Senator Frear. Yes; Iunderstand.

Then following today’s session of the Finance Committee will be the
first opportunity that the industry will have to give its expressions
either privately or publicly.

Mr. Linosay. Publicly, the first opportunity. I think privately
thtg have already expressed themselves on it. [lZaughter.]

enator Frear. I am sure you are not referring to any members of
the industry seeing any members of this committee. [Laughter.]

Mr. Linpsey. I didn’t have particular reference to that in mind.

Senator Frear. What other, if any, gimmicks have been added to
this bill or detached from the original suggestion when you, the
Treasury that is, and the joint committee smg and the industry had
their meetings? _Are there any major changes in this lagislation as it
now appears, and if so have they been made in the last 60 days?
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Mr. Lanpsay. Well, the third step was not in the subcommittee print
and is entirely new. DBut such a step had been proposed by elements
in the industry, itself, some time ago, not as a supplement to phase 2,
but asa substitute for phase 2. Inother words, j]ust investment income,
and then the third step and that would be the bill. That is where that
idea was first suggested.

The subcommittee print, as I recall, did not include the 10 percent
deduction for increases in nonparticipating reserves, but consideration
of that was suggested in the Secretary’s letter of April 1958, and that
kind of a deduction had been discussed all along. It didn’t appear in
the first bill, but was finally adopted and accepted by the Ways and
Means Committee. ..

Also, the deduction for 2 percent premiums on group policies was
not in the subcommittee print. It was put in later, and it is some-
thing that the industry hasbeen asking for all along.

I think that isabout it.

Senator Frear. I thank Jou, Mr. Lindsay, and I want to say that
I think you gave us yesterday and again today in your report to this
committes & fair and thorough analysis. At least as a layman, I
have understood it. I know that the witnesses who are coming up in
the next few days before this committee are going to have specific ques-
tions that they will want answered, and they will pose to this com-
mittee certain problems that they are going to ask for relief on.

It is my understanding that it will be the intention of the Treasu
Department to have representatives here during that testimeny, and
expect that I will be given the privilege of asking you and your asso-
ciates in the Treasury low at least one member of this committee can
best get information to solve whatever problems may arise, sir.

Mr, Linpsay. Yes.

Senator Frear. That isall, sir. .

The CairmMaN. Mr. Lindsay, in connection with the questions asked
by Senator Frear, in these conferences with the industry, was there any
expression of approval of continuing the present law? the 1942
formulat

Mr. Linpsay. By whomt

The CralrMaN. By any of the industry that you conferred with.

Mr. Linosay. I would say no. I am sure there are some insurance
companies who would prefer to see the present law extended, but
those would be companies that have very little investment income and
therefore escape taxation.

The CramrMaN. Thers were no recommendations made to you to
continve the present law {

Mr. Linpsay. No.

_The CairMAN. Senator Hartke,

Senator HarTKE. In regard to section 815 of the act, which deals
with distribution to the shareholder, does this section impose & penalty
ontt*he surplus which was accumulated prior to the effective date of this
ac . .

Mr. Linpsay. No, but before that prior accumulated surplus can
be distributed without triggering the tax you have to pay the tax
with respect to that 50 percent of net gains from operation that had
been deducted since 1958,

In other werds there is an order of priorit{ on distribution: First,
dividends paid out of tax-paid income could be paid without any
87582—50——38
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additional tax offect on tho company. Any excess dividends would
bo assumed to como out of untaxed amounts accumulated since 1958,
Onceo those are exhausted, and prior accumulations are paid out, the
payment of those prior accumulations would not actunte any further
tux.

Sonator Tlaxrke, They wounld not actually bo further taxed thent

My, Taxnsav, No.

Senator Harrke, And there is no ponalty imposed then on surplus
accumulated priox to that timo?

Muv. Tanosay, ‘Phat'svight,

Senator Harrxe, In rogard to Senator Butler’s question, and in
which mayboe I misunderstood your answer, I think that you said
thnlt. t?lui,t was a tatlormade bill for the insurance companies, is that
rightt

%\I r. Lannsay. Yes, I probably stated it that way.

Sonator Harrie. And in vegard to theso tax exempt interest pro-
visions, I thought you sanid that they did not apply to any other indi-
vidualor corporate entity.

Mr. Tanosay, That is correct.

Senator Harrke. In othor words, you are attempting to have two
separate flelds of imposition of tax in this tax-intervest exemption field,
isthat right?

Muv, Tannsay. Yos, but let mo say this, in making an adjustment
in the reserve deductions you are dealing with the kind of a deduction
that most other taxpayers don't have anyway, :

Senator ITarrke. Would there be any—

Mr, Linnsay. That is what I hatl in mind.

Scnator ITarrke. Could there be any rcason why it could not be
applied to other corporations and other individuals on an equal basis
asnt)plied,to insurance companies{ X

Mr. Linpsay. I think it would be entirely possible to require that

oxgonses alloeated to tax-exempt interest be disallowed.
Senator Harrke. Does the Treasury contemplate such action?

Mr. Lannsay. Wo have not contemplated such action. We have
enough on hand with this bill. [Laughter.]

Senator ITarrke. Yet you would want to be fair with the insurance
compml?ies, as fair with them as you would with other taxpayers, would

ou not .
y Mr. Lanpsay. Wohope to bo.

Senator Harrke., And this leaves at least the implication that you
are not being,

Muv, Linnsay, The implication wassuggested. [Laughter.]

Senator Harrkr., Now then, has there been any consideration given
by the Treasury to the effoct upon municipal bonds and their potential
snlo ns o result of these particular provisions on tax-exempt interest?

Mr. Lanpsay, Aswe believed that the formula in the bill was correct
and fair and gave full credence to the exomption, we did not make a
study as to the effect on the maunicipal bond market.

Scnator ITartke. It iscorrect and fairasto whom?.

Mr. Janosay. Astothetaxpayer. |, ,

Senator HaArRTRE. But will it not have the effect of making less
desirable municipal securitiesf _

Mr. Lanpsay, They would be more desirable if we gave not only
full exemption but also a double deduction: or double benefit, and in
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that senso this is less dosirable than what some companies are request-
in[éthnt weodo. . .

Senator Harrie. I know you have doue a fine job of educating me,
I will sny that for you, but one other question: The President, in his
annual budget message, in order to present a balanced budget gives
an anticipated increase of 30 percent of profits for corporate entities.
Whas that factor taken into consideration for insurance companies in

our overall estimate, when you also had included in the President’s
Kudgot the adjustment of the insurance company taxation. Do you
follow what I am talkingabout?

Mr, Linvsay. I don't think there was a double inclusion there. X
do think that thoe budget did take into account about 500 million for
;he insurance companies based on what was considered to be prevailing
aw. .

Senator Harrre. As T understand the President’s budget he antic-
ipates approximately a 30-percent increaso in corporate profits for
1059 over 1058, isn't that correct

Mr. Lanpsay. I believeso. :

Senator Hartke. But was such & 'ﬁf;ure taken into consideration
for insurance companies in this overall corporate increase or wasn’t
it considered ? .

Mr. Linpsay. I really don’t believe I can answer that question.

Senator Harrke, Would you see if you could find out for moft

Mr. Linpsay, Yes, I will,

('The following information was supplied by Mr. Lindsay :)

The approximately 80 percent increase which Senator Hartke mentioned 18 a
composite figure which takes into account different rates of change in different
Industries. With respect to life insurance companies, the budget estimates as:
sumed that net investment income would show a year-to-year increase of about
814 percent. .

Senator IHarrku, That isall, thank you,

The CiramrMan. Senator McCarthy,

Senator McCagrity. Mr. Chairman, I hesitate to raise this particu-
Iar question again, but I have one insurance company in Minnesota
which holds something like 36 percont of its investments in tax-exempt
municipal securities, and the company is quite persuaded that it will
bo much worse off if this bill is passed than it would be under the 1942
act or under the 1050 act. Are they mistaken ornot?

Mur. Linpsay. We, I would like to, in connection with a memorandum
that we stated we would submit for the record, reexamine that. e
thought that we were giving substantially the same treatment as under -
the 1942 act, but doing it in a different waf, and it would be very
helpful for us if we could be ({given sore of the material these gentle-
men have to demonstrate the disndvantage of this act over the 1942 act.

Senntor McCarrny. Let me ask you this, wasn't it your theory that
you wege applying a pro rate share of costs against the tax exempt
mcome

Mr. Linpsay. Yes, ;

qunator McCarrmy. This was the theory upon which yon were pro-
ceeding.

Mr. imbsar. Yes.

Senator McCarriiy. So the first question is whether or not you have
done that or not. The second question is whether or not you should
doit, or whether we want you to doit. ;
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Mr, Linbsay, Yes.

Senator McCarrny, This is the point of our disagreement, the
difference.

Mr, Linosay. Thatisright.

Senator McCarriy. I hnve o second question that relates to the
exemption with regard to the handling of pension funds: Could you
tell me what insurance companies, principally, are handling these
pension programs now

Mr. Linnsay. By and largo the larger companies are handling them
now.

Senator McCarriy. What is the reason, is it the question of spread-
ing the risk, the uncertainty of the business, the cost factorf{ \i’hy is
it that the large companies, us I understand do now conduct or carry
on most of the pension business? They scom to be able to compete at
least in some areas with the banks and trust companies, even though
they are handling the pension programs of small businesses, what is
the explanation for that, Mr. Lindsay !

Mr, Linpsay. Well, I suppose that the explanation is in part the
same a8 the explanation for the fact that thess companies happen to be
the largest and have many, many customers, are well-known to the
corgomtions that want to set up pension plans and they tend to go to
tl}:e utli\ge companies. I don’t know that I can give you a fuller answer
than that.

Senator McCartity, It might not be an economio justification.

Mr. Linpsay. I beliove there are group policies handled by some
small insurance companies. .

Senator McCartiiy. One other general question, and I assume this
is involved in the theoretical approach to this legislation: Would it be
impossible to have a situation arise under their bill comparable to
what happened in 1947 ¢

Mr, Linpsay. Idon’tsee how that could happen.

Senator McCarrny. In terms of a balanced tax program what you
propose here is much sounder than what we had in 1947, .

r. Linpsay. That is correct.

Senator McCarruy. Thank you, My, Chairman.

The Crrairman, Just one more question, Mr. Lindsay. What is
included in the budget for this item from insurance taxation?

Mr. Janpsay. 500 million.

The Cuarryan. Mr. Lindsay, on behalf of the committee, I want to
thank you for the splendid presentation you have mado of & most diffi-
cult taxation subject, It is one of the best presentations we have had
before this committee in my 26 yenrs’ experionce. We appreciate the
frankness and your capacity to make the discussion you have.

Mr. Lanpsay. Thank you very much.

The Cvarrman. We will adjourn until 2:30 this afternocon,

(Whereupon, at 12:50 p.m., the hearing was recessed, to reconvene
at 2:55 p.m. of thesame day.)

AFTERNOON SESSION

The CrairaaN, The committee will come to order.

The first witness is Mr. Deane C. Davis, the president of the National
Life Insurance Co. of Vermont.

Mr. Davis, will you come forward? We are glad to have you, sir.
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STATEMENT OF DEANE C. DAVIS, PRESIDENT, NATIONAL LIFE IN-
SURANCE C0. OF VERMONT, ACCOMPANIED BY W. JAMES PREBLE,
ACTUARY

Mr. Davig. Mr. Chairman and mambers of the committee, my name
is Deane C. Davis. I am president of National Lifo Insurance Co. of
Vermont, a mutual company organized 109 years ago; a com}mny with
slightly over $2 billion of insurance in foree, upon the lives of npproxi-
mately 250,000 policyholders; a company which does no group, acei-
dent and health, or industrial business,

I havo with me here today one of my company associates, Mr. W.
James Preble, an actuary by profession, who will assist me on my
actuarial questions involved.

I want to make it clear that I am testifying today solely on behalf
of the company which I reprosent. I emphasize this because I am
currently acting as chairman of the industry Joint Conunittes on
Federal Income Taxation of Lifo Insurance Companies. That com-
mittee as such has no official position here today.

Iamin favor of the basic pattern and structuro of H.R. 4245. There
are several provisions of the bill which I believe need amendment.
The two most important amendments relate to the formula to be used
for dotermining taxable investment income in phase 1, and the provi-
sion in phase 2 of the bill which limits deductions related to partici-
pating business.

Before speaking to the two points of proposed amendment, I would
like to place on the record some facts and figures which I believe are
indispensable to a proper perspective of the problem and which have
convinced me that the combination approach represented by this bill
is logically sound, equitablo between companies, and in the public
interest.

These facts point out some profound changes which have taken place
in the life insurance industry, which require a new and different
:Kpronch than has prevailed at any time since 1020. They point out

e rapid growth of lines of business which in 1920 were more or less
incidental to the main business of most life insurance companies then
operating.

To illustrate the changes which have taken place in the constitution
of the life insurance business sinco 1020, charts I and II analyzo the
business over the period from 1920 to 1957 according to the different
types of businessin force. This could be done in any number of ways,
but I have attempted to classify the business according to those ty
which, on the one hand, represent contracts calling for the accumula-
tion of reserves and depend upon investment carnings for their main-
tenance, and those types which, on the other hand, are of relatively
short duration or present greater opportunity for underwriting gains
than for investment gains. '

Chart I shows the changes in the life insurance business in force
over this 37-year period for each of the following five classes of
business:

1. Ordinary life and endowment insurance.
2. Participating industrial insurance.

3. Nonparticipating industrial insurance.
4. Ordinary term insurance.

5. Group life insurance.
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This chart shows that whereas all life insurance business in force
has increased during this period, and has increased markedly since
1040, group insurance and ordinary term insurance have increased
at a much more rapid rate. These classes of business develop small
reserves and depend only slightly upon investment earnings for their
maintenance.

(The charts referred to follow :)
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Mr. Davis. This is seen in better perspective in chart II, where the
percentages of these various types of business are shown rather than
the absolute amounts. Again it is apparent that ordinary life and
endowment insurance, which are those types of contracts ca.]lin,ﬂir‘for
the accumulation of reserves which p duce investment income, have
decreased in relative imﬁortance over this period of time from approxi-
mately 78 percent of the total in 1920 to approximately 47 percent
of thetotal 111957. Group insurance, on the other hand, has increased
from (liess than 4 percent of the total to over 33 percent during the same
eriod.
P The charts do not include accident and health insurance and an-
nuities. The trend in these lines is shown in table 1, on page 5, where
they are listed at 5-year periods ending with 1957, and you will note
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that the annuities have only increased in that period of time there

shown, and we only had the figures for 1940, from 9.4 to 9.5 percent,

whereas accident and health has increased from 5 to 21.2 percent.
Senator Kerr. Does that mean of the total insurance in force?
Mr. Davis. Yes. - .

TABLE 1.—Premium income, annuitics and accident and health—Percentage of

total premium income
Year Annuities | Accident and
bealth

............ 9.4 8.0
e ——————————
B 1.5 12.2
1085, . 10.3 18.8
1987... 9.5 2

This tabls demonstrates the rapid growth of accident and health
coverage and the relatively slow growth of the annuity business,
This is further evidences of the trend toward specialization in the low
reserve, low investment income type of contract. It also shows the
lack of growth percentagewise of individual and group annuities.
This may well be due to the discriminatory tax levied on insured pen-
sion business and the double taxation of annuities, a subject which will
be discussed by other witnesses, I am sure, during these hearings.

In 1921, Congress abandoned the total income approach in favor of
an investment income base. In retrospect, I think it can fairly be said
that there were sound reasons for doing so. At that time the ratio of
investment income to total gains of life insurance companies was
reasonably uniform among companies. Hence, whatever may be said
of the investment income approach as a scientific yardstick for the
measuring of income, in 1921 it did at least distribute the tax burden
among life insurance companies with rough and reasonable equity.

That situation no longer prevails. All of these new kinds of busi-
ness involve types of coverage in which investment income is low in
relation to net operating gains, and hence render inappropriate the
investment income approach as a single measure of taxable income.

In some measure the tax situation as it has existed in the last decad
perhaps longer, has accounted for the large number of newly organize?i
companies,

Table 2 shows the increase since 1950 in the number of insurance
companies in the United States. This table shows, as was testified to
this morning by Mr. Lindsay, that the number of companies has dou-
bled in 714 years, from 621 to 1,314, and it may be a matter of interest
to you to show the distribution of these companies and to see in what
States that growth has been.
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(The table referred to follows:)

TABLE 2.—U.8. legal reserve life ingurance companies—Number of companies
domiciled in each State

State Dece. 81, | June 30, State Deo, 31, | June 30,
1950 1058 1850 1955
Alabama. . 1 43 || Nevada_._.... 1 1
Arizona... 3 81 [} New Hampsh 2 2
Arkansas. . .- 8 29 ! New Jersey.. - ] 8
Californig.eooeenaoo..o vee- 13 19 || New Mexleo veeannnnananan. 2 2
Col . 10 24 || New York....... . 22 23
North Carolina. 13 b4
81 (| North Dakota. 5 8
12 M o ...... 12 13
17 23 || Oklahoma.. 10 b1
17 kY] Tegon....... 1 4
6 [| Pennsylvania. 28 (%]
31 42 | Rhodo Istand. 3 ]
20 49 || South Carolina, k<4 80
15 13 {| South Dakota 7 7
1 13 || TelNesSee.ccerrceanannaiaanns 11 21
11 || Texas.... 118 33
7 112 || Utah.. 4 14
1 2 || Vermont. 1 1
1 17 |{ Virginia.. 13 10
10 11 || Washtugton... 11 16
] 11 || West Virginia. 3 3
9 13 [| Wisconsin..... 8 1n
lg g Wyoming..ao..ontuee reeanae 0 2
. 1 3 Total, United States.... 6s1 1,314
ebrasks....c.oiiiinniana. 17 a

Source: Individual State (nsurance departments. Theso companies are considered legal reserve by
their respective State {nsurance departments and may not be so considered by all other State

Mr. Davis. I would call your attention particularly to the States of
Texas and Arizona.

The very fact that life insurance companies have been taxed under
an investiment income a.pfproach has encouraged a hif,rh degree of spe-
cialization on the part of new companies formed and, to a substantial
extent, in previously organized companies. It has influenced man
of these new companies to emphasize coverages with relatively small
mvestment income.

Under the tax formulas that have been in effect since 1921, all the
tax burden has fallen on net investment income. No part of this tax
burden has been related to underwriting gains. It is clear that under
these circumstances the tax will fall with undue severity upon those
companies whose net investment income is large in proportion to their
underwriting gains. Conversely, companies with large underwritin
gains and relatively little net investment income have received pref-
erential tax treatment.
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For purposes of illusteation, table 3 shows au analysis of 1957 oporn-
tions of u amall group of specinlty compnuies that weite nhaost noth-
ing but evedit insnranes:

Tavik 8- Totul net gain and net fnvestment income, 3 eredit insirance

ConpUNivs

{0 thovsmuds)

[ & [B)]
Company ‘Votal Nel
apatating tnvestinent | Hatlo (VD
Batn olite
1oL, - e | IR $n2 AR NS
1) R A PALY 9.1
[[1SH A8 IR 1831
[\ . [t U] od RABER
[ [\ T ERUT) 4 [P A4E)
Potad mm‘ Law | WA

The tabla shows that in these d companien net gains from opera-
tions nv over 20 times their not investment inconw,  1E, as undoer the
1085 stopgap law, wo assume that 16 pervent. of their investment. in-
comin is subjeot to tax, wo find that only $104,000 ont of $20,7-HLO00
of total operating gains have boon taxed.  This is loss than 1 per-
cont. of those gaing which, in the ease of this very shovt-tovm busi-
nesy, avise nlmost. entively from wderwriting.  Although the com-
miios usad in table 3 ave “apoctalty” companies, and thevefore serve
o dramatize the inequitics imvolved in taxing investment. incomo
only, thore ave hundrads of other companies which dittor only in
degres,

heso faots dowmonstrate how complotely inappropriate is the 1042
Inw under the conditions which now prevail, 'Hm 042 law, if mado
otfootive—

(1) Would loave untaxed a substantinl veservoir of under-
writing gmins;

(2) Would continue a tax proforence to companies with lnrge
oparnting gains and littls investont. income, and penalize com-
panies with relatively high investwont income and velatively low
opevating prains;

(3) Would ve-establiah arbitvary and indefonsible factors
based on industvy avoraging;

(4) Waonld be grossly wnfair to companies with reserve in-
torest. roquirements higher than the industry average;

(5) Would provide no wlief for now companiad experiencing
oporating losses;

8) Would provida no special provision for small companies,

T understand that some companies {avor making the 1943 law ap-
plicable to 1058 eperations, aud making the new bill effective with
raapoot to 1050 operations,

The argument. advanced Por this position is that it would give an
additional year to study the new law and an opportunity to propose
amendments bofore the law actually went into offect,

I woeoguize the complexity of this bill.  No matter in what form
the bill 18 paseedd, it is probable that future amendents will be re-
quiredd te cover situations nat. now forvseen, Certainly, a bill of this
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comploxity and importance vquives that. reasonable oppertunity be
givon for ovoryone to study it mud nake their views known,

On the other hand, if mors time is desded for constderation of the
form of this bill; cortaintly provision can b wmade to accomplish
that vesult. withont in the meantime npplying the th43 formaula, which
hins hoen uumvlotuly disoveditod,

1f the 1942 formula should by made applicabls, the wsult. wounld
bo to continue the ineguitios inhevent in the 1942 law,

1t would be far botter to adopt. the procedure which thiz commit-
ten used in 1950, to extend the time of (ling returns so long s is
noadodd For such consideration. 1 foel strongly that. our business neods
to have this gquestiow sett hed,

In thoe published vecord of the House heavings, pagoe 420, there is
a siygniticant. uxauu]))lu of the kind of ineguities that would be pro-
sorved undor the 142 Taw,  The record shows a company with over
$114 million of net gains for 167 that paid under the Malls stopgap
Inw approximately $0,000 in Fedoral incomw taxes. 1 the 1942 Tuw
wore applied, the tax would still be insigniticant, not. cortainly more
than double. ‘This i an exteeme example, but theve ave many others
which ditfer only in degree,

Natioual Lifo Insuranca Co. wonld pay, under this bill, over $700,-
000 more than it would wnder the 1092 Tnw, nnder this bill, which
wo are now considoring, over $700,000 more than it would pay under
the 1942 taw, and mut\l' the amendments, in it present. form, oven
with the two amendments which 1 shinll propese, wo wounld still pay
undere TLR. 245, over $300,000 more than the 1042 Iaw,  Perlaps
you will aecopt that fact. a3 some evidones of how strongly 1 feal
that. application of the 19042 law even for 1 yoar is compistely in-
defonsible,

At this point T wold like to desovibo briefly the two proposals of
amendiment. to which 1 previously referrad,  The first. involves the
wethod proseribod for computing taxable investient. ineomn (phase

The broad outline of the combination approach embaodied in this
bill was Hirst suggrosted by Treasury statl voprosentatives who met. with
voprasontatives of the hife insurance industey on October 28, 1058,
1 should like to state it was my privilege to bo a membor of that
oup.

'I‘hlu wethod for ealenlating taxable investmont. incomw in the tivst
phase, for which the Treasury stafl oxprossd a proforence at that
time, was the adjusted vesorve method, otherwise sometimes known
as the Menge formula or sometimes the surplus intorst. formula,

The adjusted veserve method involves making & computation of
the nmount. of resorve intorest. eredit which wonld ba needed to mnin-
tain the vesorves of cnch pavticular company after rovaluing these 1e-
sorves on the basis of the compauy’s interest rate actually eavnnd
in the taxable yonr,  When this amount. has been thus determined, it
is deducted from the total net investinont. incoma and the batance
is the taxable lnvestment incomw in dollns, _

The wethoads which have beon used in provions investment. income
forinulas have diffored, but all have involved, in one way or anothaor,
the intmvst vate assumed by the company in computing resorves—
oithor using an industry average or some avbitrary faotor based on
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industry averaging. The major difficulties in upplyin¥. theso formu-
las over all thesa years have stemmed from tho invalidity, both in

theory and in practice, of using such assumed rates. L

The methar of using low, and therefore conservative, projections
of assumed interest earnings for computing reserve liabilities, lon
used by con;}mnios, has stood the test of time for the purpose for which
it was developed, namely, to assuro the solvency of the companies.
It is one thing, however, to use an actuarinl projection for the pur.
pose of computing adequate reserves to nssure solvency over n long
périod of years; it is quite another to use an actuarial projection as
one end of the measuring rod to detormine an investment income tax
base for cach soparate year.

In order to avoid the artificialities and inequities inhevent in using,
for tax purposes, assumed rates of intorest earnings, the adjusted ro-
serve method was developed, which uses the actual earned rate of
interest of the individual company. It furnishes a practical mothod
whereby the basic invalidity of using the assumed rato of intevest
is avoided and, in addition, it eliminates the inequities of industry
avera 'n%.

In the bill before you the basic principle of reserve adjusiment has
been adopted. Now, that is somot.hi{;& that is brand new in this
whole investment income formula. e have never had anything
like it bofore, and the thing I want to point out is that the drafters
of the bill now have taken the first part of this adjusted veserve
method and have repudiated the second part.

Unfortunately, during the considerations by the Ways and Means
Committee the original adjusted veserve method was modified. In-
stead of using the individual company’s actunl earned rate of interest
to make the revaluation, the bill specifies a different rate for reserve
revaluation, This rate is the mean between the individual company’s
earned rate and its assumed rate, or the industry average assumed rate
it l;(x)%her. The introduction of this modification, unfortunately, re-
introduces many of the artificialities and inequities which were avoid-
ed in the original form of the adjusted resorve method. It reintro-
duces the use of both the assumed rate of interest and industry aver-
aging, in certain cases,

ow, I have understood that ono reason, at least, why the adjusted
reserve method was modified was that the method used in tho present
bill would raise more revenue.

T should like to be on record that I believe that is & poor reason to
adopt an unsound and arbitrary formula. I would much profor to see
the adjusted reserve method in its original form adopted as the meas-
ure of taxable investment income in phaso 1, and set to rest forever
this controversy over how to construct an investment income baso for
the taxation of mutual or stock alike companies. We can do it b
a‘dogtmg the original Mende formula in which it was first submi
to the Tmasur{l, and for which preference was first oxprossed.

- If, on the other hand, it is felt that revenue considerations are such
that more revenue must be obtained than would be provided under
the ariginal adjusted reserve method, & much more satisfactory modi-
fioation exists, This modification would retain all of the advantages
of the original adjusted reeerve method and, in addition, would avoid
possible fluctuations that mxglhb conocievably ocour if oniy the earned
rate for the tax year were employed.
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'The modification to which I refer would substitute a 5-year avera
of the individual company's actual intorest rate earned on investmonts
far the rato experienced in the particular tax year.

'The other important. amendmaent. which I believe should be adopted
involves the treatment in phase 2 of oporating guins which they are
less than taxable investment income. It has come to my attention
that other witnesses intend to testify in somo detail on this point.  In
order to save time, thorefore, 1 shall limit myself to » fow goneral
observations.

The committee roport accompanying H.R. 4245 contains the fol-
lowing statemeont.: .

“Moreover, the bill provides that although, genarally, underwriting
losses can offset investment income otherwiso subjoct to tax, this is
not to bo the case to the extent that the underwriting loss is attributa-
ble to polieyholder dividends.”

‘The term “underwriting loss” as used in the committee report means
the amount by which taxable investment income excecds gain from
operations, :

This tveatment. of policyholder dividends represents an adoption of
the argument sometimes made, that mutual companies would other-
wise bo able to unreasonably reduce tax liability by paying out oxces-
sive dividends. ‘This argument ignores the basic fact that policy-
holder dividends arve merely price adjustinents and, therefore, in oom-

uting taxablo income, should be allowed as a deduction without any
imitation whatsoover,

Logically, this issue should bo sottled on the basis of a determina-
tion of tho essential character of a policyholdor dividend rather than
on tho basis of somo fear that mutual companies will elect to min-
imize their tax liability by unsound manngoment decisions.

The lifo insurance business, I would like to interpolate, is well
regulated throughout. this country by State regulations for solvency,
and so on, and it is completely unthinkable in my opinion that a
company in nny State that is proporly regulated throughout the
country would permit a mutunl company to ongage in any such enter-
prise as has been assumed as the basis of that argument,

So I want to come to the point that what is paid back by a mutual
company is nothing but a price rdjustment, pure and simple. The
Treasury this morning said that nine-tenths of the profit was price
adjustment. T say that ten-tenths are price adjustments, bocause all
that there can be in the mutual company’s dividend is savings of
expenses, sivings of mortality, both of which are related to the process
of underwriting, or some investment earnings that may bo left over
after tho reserves have been proporly added to under the nctunry’s
business.

But what I say to you, if anybody believes that any element of
tho interest that is embadded in that policyholder dividend, small
as it may be, is anything other than a price adjustmaent, I merely want
to call your gttention to the fact that exactly the same thing takes
place in the stock company in the computation of promium, itself.

So there is no difference, in my opinion, whatsoaver, hetween tho
treatment of any element of interest embedded in the dividend as
being different in sotting tho price.



70 TAX FORMULA FOR LIFE INSURANCE COMPANIES

Now if, as I contend, & policyholder dividend is only a price adjust-
ment, failure to recognize full deductibility of such dividends crcates
a tax discrimination against participating business. For example,
if a nonparticipating policy costs $50 per year, and a corresponding
pprttcnpaxtin% policr costs $60 per year, the dividend paid to the par-
ticipating policyholder will probably bo about $10 por year on the aver-
age. To the extent that the bill limits the allowable deduction for
policyholder dividends, discrimination is crented between these elasses
of business.

" In sui)pbrt further of that principle, there will be testimony, be-
cause I hnve had the privilege of reading it within the last half hour,
either this afternoon or tomorrow, by a witness, which compares the
actual costs, the net cost in the participating of n mutual company and
the whole list of stock companies on the other hand. You find price,
when you get all through, is so close that failure to permit the par-
ticipating business to use the dividend route in order to adjust the
price to mutual policyholder will throw o greater burden on the
mutual po]icyhol(;er than the man who buys from a stock company.
" Maybe thero is some public policy that mnkes senso to that; it
doosn't to me.

However, in order to avoid any controversy—and beliove mo we
have tried for the last year to sottle this controversy among ourselves
in the many different companies, and I want to say to.you thee is
building up a real solid support for the pattern and structure of this

If this committes at this time will turn its real enrnest attontion,
as it is, to the qoint of ironing out those differences and amending
this bill, we will havo this controversy seitled for the first time for
a period of time that can be called permanent, I don’t know how
lonlg that is, but that is a lot longer than in the past.

n ordor to avoid any controversy with respect to the exact nature
of policyholder dividends, I do not recommend that so-callod under-
writing losses bo fully allowed as offsets to taxable investment incomo
in mutunl companies, in spite of the fact that this full offset is al-
lowed in stock companies. Instead, I recommend that $0 percent
of such losses be allowed. This 50-percent allowance would go part
way toward eliminating the discrimination now found in phase 2
of the bill and would ¥ivo some recognition to the argument, some-
times mado, that policyholder dividends ave not entirely prico adjust-
ments, Moreover, it offers practical protection against any foars
that may prevail that mutual companies would attempt to reduce

-their tax linbility by unwise management decisions,

On that point I should like to say this morning I heard the testi-
mony concorning what it would cost to mako this allowance, and
I beliove Mr. Lindsay, the representative of the Treasury Department,
‘used the figure of $70 million, and I think that is the cost of it. If
you gave 100 porcont, that is what he was talking about this morn-
m%.l \ Fifty percent would be one-half of that, or approximately $35
million.

It is the earnest hope of the great majority of life insurance com-
panies in this country that this problem, when sottled, will be settled
on a basis of permanent legislation. T strongly urge that you adopt.
this hill with the two amendmnents which I have suggested, and with
others that will be suggested.



TAX FORMULA FOR LIFE INSURANCE COMPANIES 71

Without expressing a personal opinion upon the merits of other
modifications which will be proposed, it is my personal opinion that
the two most important modifications requived to give this legistation
the né\ccssury degree of permanence are the two which I have sug-

ested,
g Tho CuamataN. Thank you very much, My, Davis, for a vory ablo
statement.

The Chair has just been informed that the Treasury has issued a
regulation oxtending the time of filing of returns on inswranco in-
comte from March 15 to Juno 16.

Senator Kerr. Which year? [Laughter.]

The Ciamrman. Do you have any questions, Senator Kerr

Senator Kerr. Mr. Davis, how long have you been with the Na-
tionnl Life Insurance Co.? ' ‘

Mr. Davis. Woell, 1 came there in 1040; that would be 19 years ago.

Senator Kerr. Mr. Chaivian, I hope the comuiittee will indulge
me 2 porsonal refevence.

Thoe first lifo insurance T ever owned my mother bought for me
that she paid a nickel & week for to a fellow who came around every
week, representing the Prudential Life Insurance Co. Did you ever
hear of it? o

Mr. Davis. Yes, T have heard of them. [Laughtor.] .

Senator Kenr. The second insurance I ever owned was, when I was
18 years old, my father bought mo $1,000 ondinary life policy in the
National Life of Montpelier, Vt., and he told me to z\d(i to it when-
ovor I could. . :

I remember that he quoted a statement on your advertisement,
and I wondered if you still used it and, as I reeall it, it was some-
thing liko this—-you corrvect me if I am in orror, “All death claims
paid out of intorest and rent income.”

Mr. Davis, No, sir; we do not use that on our advertising any
more. [Laughter.] It certainly would not bo true if we did.

Senator KKerr. Do you remember what you did #

Mr. Davis. T have seen some of that ol literatuve, sir. |

Senator Krrr. I must say it made a very profound impression on
me, and I referred to it not at all as critical, but as something which
I regarded as very complimentary.

So I have been with the National Life Insurance Co. of Vermont,
Mr. Chairman, a good deal more than twice as long as this witness
has [laughter] and I hope that in the opinions that I might express,
or votes I may cast, will not cause anyone to feol that there has been
any conflict of interest. [In.uglxtete';il

Mr. Davis, I was quite interested in your remarks about tho 1942
formula. ,

I gathor from your statement that the Ymsont bill would cost your
company, for 1958, $700,000 more than the 1942 law would, if your
liabi it%is determined and paid under it#

Mr, Davis. That is correct, sir, in the form that the bill is now
drawn;yes, ° .

-Senator Kerr, Well, in the event the committee decides to pass this
bill now before us, or oven with the amendments that you have sug-
gested, would you still recommend that it would be made applicable
to 1058 instead of the 1942 act?
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Mr, Davis, I certainly wonld, sir.

Y believe that the 1042 law has so many, so many inequities in it
that would be created and enhanced by the fact of the changes that
have taken place while it has been in suspended animation, that it
would be n tramendous mistake,

Senntor Kere., You are aware of the fact that the 1942 law is the
one which has alveady determined the tax linbility for 1958
. Mr. Davis, Yes, indeed, sir: I am aware of that.

Scnator Kenr. And that if it weroe changed it wounld result, as did
the action last year, in the Congress changing the tax liability of a
;‘mnt industry for a specitied yoar subsequent to the termination of
that yeart

Mr. Davis, Yes,sir,

Senator Kerk. And whether the change produced more revenue or
less, on thoe one hand, it would bo a retroactive increase in taxation
and, on the other hand, n retroactive rolief from tax liability, as was
tho effect of the congressional action last year?

Mr. Davis. I think it would be retroactive in the sense that you
would not know the exact dollar of your liabiliy until after the ond
of thataxable year.,

Senator Kerr. Well, that isalready in here.

Mr. Davis. Yes. But I do not believe that it is legally retroactive,
considered retronctive to do so. ‘

Neither do I think that anybody is in the slightest bit hurt by the
whole situation, othec than the fact that they are going to pay more
taxes. [Laughter.) Butthat—what I am trying to say here is whore
aro you going to draw these inequitics? That is tho whole point.

Everybody in this industry since the middle of the summer has
known the basic outlines of what we have been working along with
hoere on thistax bill,

Sonator Kerr. But thoy also know that the year ended, and the law,
no new law, was passed.

Mr. Davis. Yes, indeed ; they did. sir,

Senator Krre. You sud to make it lo lly retronctive. If we
make it retroactive at all we had better do it legally, hadn’t wet

Mr. Daviz, I wounld think we had better; yes, sir. [Laughter.)

Senator Kerr, But you still urge this committes to make what-
ever bill we pass, whatever bill we bring out, and which may eventu-
a;})lgs vass, as amended in the Senate or in conference, retroactive to

Mr. Davia. Yes,sir. .

Senator Kerr. In yourstatement, Mr. Davis, yousay:

The very fact that life Insurance companies have been taxed under an
investment income approach has encouraged the high degree of specialisation
on the part of new companies formed, and to a substautial extent In previously
organised companlies. It has influenced many of these new companies to
emphasize coverages with relatively small investment fucome.

I want to ask you a question about the words “to a substantial
extent in provionsly organized companies.” ) . )

+ What part of this tremendous increase percentagewise of industrial
nonparticipating and group insurance has been written by the mutual
companies, and what percent by the stock companies?
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Mr. Davis, I could not ﬁive you the exact division betweon mutual
and stock. I would say the overwhelming majority ot the group is
writton by the lIarger companies. Ilow it would break down, I guess
the majority of it would be with the mutual companies.

Senator Krrr. Now, in which one of these designated kind of in-
surance, if either, would that type of business that has been referred
to here as eredit insurance be ineluded ¢

My, Davis. ‘That would be called tern,

Senator Kerr, It would not be included then in either of these
das}“irgnutod classifications appearing on your charts 1 and 2¢

r. Davis. Oh; yes indeed, sir. It would be in the second one titled
“Ordinary ‘Term.” 1am looking at chart 2.

Senator Kerr. Yes,in ordinary term.

Now, that is tho——

Mr. Davis. Incidentally, group credit, my associate calls to my
attontion—I mean that group credit is in the group part of it, and
the individual credit is in the individual term.

Senator Kerr. Isin the ordinary termt

Mr. Davis. Yes,that isright,

Senator Krks. Now, couldn’t your associate tell you and me what
part of that group isgroup credit, approximately ¢

Mr, Prente, 1 would say a very small percentage of it.

Senator Kerr. A very small percentage{

Mr. Prenie, Yes.

Senator Kerr, But of the so-called credit insurance, would you
give us an opinion as to what percent of the total of that in force
18 written by the mutual companies, and what percent by the stock
companies?

Mr. Davis. I would say practically all of it by the stock companies,
if 1 understood the question correctly.

Senator Kxrr. Does not your company write credit insurance?

Mr. Davis. No, sir.

Senator Krrr. It does not?

Mr. Davis. No, sir, .

Senator Kerk. Well, would you estimate that—you do write term
insurance?

Mr. Davis. Yes, individual, not group term.

Senator Kerr. Individual,

. Well now, the individual term, that is what you call ordinary
erm——

Mr. Davis. Yes. -

Senator Kerr (continuing). On this chart would be what, a third
or 40 percent as Im*sm an amount as the group insurance that is here?
Ono of these tables, does it give the amounts? ‘

Mr. Davis. It gives the amounts of each of the segregations as
shown on the chart, you can see that, of course, by taking the dollar
sign on the left of chart 1, and the percentage sign for the various
years covered frém 1920 to 1957 in chart 2.

. Now, I think your question relates to the breakdown between oredit
insurance, individual credit insurance, and group credit insurance.

Senator Kerr. Here is what I am trying to find out: In your state-
ment here that I referred to you say there has been a high degree of
specialization on the part of new companies formed, and to a substan-

37832—580——-6
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tinl oxtent in proviously organized companies, and I gathor that this
high degree of specialization rofors primarily to this term or crodit
insurancof L.

Mr. Davis. That is the most glaving. I do not think it covors the
groatest volume, howovor. . . .

"1 think in other fivlds like health and accident, that. is & very im-
portant one.  But any of thoso coverages that are predominantly on
the term basis would bo in that eategory.
. Sonator Keee. Here is what 1 am trying to determine for my own
benetit and for this record.  No. 1, under the provisions of this bill,
in your judgment, are the stock comwpios which writo credit insur-
ance discriminated against so far as their relative position undor this
bill isconcorned, with that. of mutual companies?

Mrv. Davis. No,sir; 1 think not

Senntor Kenn. oo is what prompts that question, and I would
liko for you to help me find tho answor.

Under phase 3, or whatever the third seetion of this bill might bo
called, tax linbility acerues either when bringing income amounts to
60 pereent. of something—what is it-—

Mr. R. M. Orast (technieal advisor, Joint Committee on Intornal
Rovenue ‘Iaxation).  Sixty percent of annual promiums; 60 percent
of 1 year's premiums,

Senntor kmm. Equals the b0 pervent. .

Senator Burner, l!.‘v.\'nn(._v Aive parvont. of the reserve.

Mr, Qran, Sixty pereont of one year's premiums.

Senator Kkrn, Does what ! '

Mr., Oram. When tho accumulated untaxed incomo reaches that
figuro—

When that 50 percont not taxed equals an amount or equals 60 per-
cent of the annual premium, anything above that. is taxed, or if any
untaxed part is doclared out as a dividend, then the company owoes that
tax, but thero is an alternate coiling here, and that is when—that lets
it bo five from taxation so long as the accumulated amount does not
equal 20 pereent. of tho reserve.

Now, a stock company has, generally speaking, no reserve ceiling
availablo to it; docs it ?

A stock company writing credit insuranco does not accumulate
resorvef

Mr. Davis. That is vight, Tt does not have vory high reserves.

Senator Kere. It docs not accumulato?

Mr, Davis, That is right.

Scnator Kere. So that ceiling isof no bonefit toit ?

Mr. Davig, That iscorrect. '

Senator Kerr. Tet us say that the National Life Insurance Co.,
generally speaking—and I am sure this is not correct, but for purposes
of illustration—-had 75 percent of its income from policies that did
require and that permit a reserve to be accumulated ; and 25 porcont
of itsincome from this torm insurance, let us say.

If tho 256-percent reserve is as clastic as I think it is that ceiling
would bo adequate to make it possible so that your company probably
nover would have any tax linbility for that additional 50 percent be-
causo if it woro regarded alone it might get to where 60 percent of the
anunal income wounld get you out of that reserve. 'This other would
fix it so it would not happen to you; is that possiblo?
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Mr. Davis. If it woro a stock company; but National Lifo is &
mutual, and phase 3 does not apply to mutuals, and is not intended
to, as [ understand it.

Sonator Kerr, Woell, would it bo if a mutual owned & wholly owned
subsidiary that was a stock company writing term insurance and filed
a consolidated refurn? [ Laughter.] I am not saying that you do; I
do not know whether youdo or not. Lo

Mr. Davis, Woll, wo cannot. Tho law prevents us from doing it.

Senator Kxnr. What law?

Mr. Davis. ‘The law of New York and the law of Vormont.

Senator Kerr, So that you could not dothat anyway ¥

Mr. Davis. Yes,

Senator Kekz. But you can write this term insurance thon as the
National Life?

Mr. Daviz. Wo can write individual term insurance, and we could
write group, too. Wao do not.  Wo could. 1 mean wo are chartered
to do it 1 mean authorized under the law to do it.

Senator Kenn. Yes,  Whatever your income might bo there, let us
say, of a highly profitable nature, could be ndded to your nssets, the
sum total of which would still not exceed 25 pereent. of the reserves
and, therefore, it would not be taxable to you in your overall picture
while, if you were angaged only in the writing of term insurance, it
would; is that possiblo¥

Mr. Davis. 1 think that is possiblos yes,

Sonator Kekw. Then, if that is possible, is this phase 3 of the bill,
which as 1 understand it would apply to a stock company writing
eredit_insuvance, could it be logically or appropriately or accurately
said that that provision constitutes discrimination against tho stoc
companics as compared to mutual companies?

Mr. Davis. I don’t think so, Senator. I think you are dealing with
a situation where you have got a measuring stick or n definition to try
to separate these companies that are doing this eredit business. There
is nothing wrong with those companies,

Senntor Kerr, Notat all, T an just tryving to ovaluate this bill from
the standpoint of whether or not--you see, we are in this situation,
The mutual companies have told us this diserimination in favor of
stock companies. The stock companics tell us it discriminates in
favor of mutual companies, And while ordinarily that would be a
pretty good recommendation for it as writton [laughter], T am just
wondering if either or maybo both are right; sco?

Mr. Davis. I think one of them is right. [Laughter.]

Senator Kerr. Wo didn’t suffor a total miss, thon, did wot

Mr. Davis. No, sir.

Mr. Kenu. I asked the representative of the Treasury this morning
how long mutual companies had been following the practice of return-
ing or making adjustments in the form of policy dividends and wo
got a littlo lit—wo found that that has been going on sinco about
1759, 1 said quite frankly that as far as T am concerned, T am not
in favor of tho tax bill as n means of equalizing compaotition hotween
two groups of free private enterprise, both of which are worthy and
both of which are in accordance with law, and it scoms to me, and I
havo so stated, rather n drastic action to take to arbitrarily limit the
amount of adjustment that can be mado if it is made accurately and
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on tho basis of experience in the record in the cost of the policy te
a policyholder in a mutusl company. But Mr. Lindsay, if I under-
stood him this morning, told us that this bill as written would not. touch
the dividend on the policy that was made possiblo by a cost adjustment,
and you referved to that in your testimony. ~

Mr. Davis. Yes,

Senator Kerr. The $140 million of the total $1,400 million approxi-
mately now being returned in the form of policy dividends actually
.reprosentod carnings on investment by the mutual companies on
resources already owned and disassocinted from the current cost of
carrying tho insurance as would be retlected in your bookkeoping if
you didu’t have these investments in which your reserves were alveady
nvested.

Will you address yourself to that spocifically as to your opinion on
that matter?

Mr. Davis. Well, 1 regrot to say that that figure that was usad by
Mr. Lindsay this morning I am unfamiliar with and naturally [ am
not going to tako issue with him as far as the amount that he is nsing.

What I do take issue with Mr. Lindsay and the Treasury Depart-
ment on is that the wholo thing of the return of a policyholder divi-
dond is a price adjustment and I think the statistics of the comparative
net cost among mutuals and stocks generally throughout the country
will support that, And one of the witnesses this afternoon will have
testimony on that point.

Seuator Kerr. Understand, I am going to listen to it, but it doesn’t
soam to me that that comparative cost wonld be a determinative factor
thore. 1t would seamn to me that if this $1,400 million that the ni*ual
companies pay out in policy dividends is savings on insurance cost,
that is one thing. 1f it 1sa sum mads up by these two compunent. parts,
No. 1, savings 1n the cost of insurance, and No. 2, the return from
investment of reserves, that would be another thing,

Mr. Davis. Well, I take it from your question that you treat tho
component parts so far as thore is any interest eloment involved in
the dividends, that that stands differently than savings from expenses
or mortality.

Senator Krrr, Well, I am not taking the position yet that they
should be trented differently. 1 am of the opinion that the origin of
the money for distribution l')(urposee is different.

Mr. Davis, Well, 1 think, of course, the actunries ditfer on this
thing, but 1 beliove the fairest approach to this whole proposition of
what is in the policyholder dividend is some element of all three of
those savings,

Now, how much it will vary from year to year even tha actuarvies
can’t tell yon. The composition of the price structure in a life insur-
ance contract so far as it relates to the pramium, the reserve, the cash
surrender value, dividends, and all those things, they are so inextri-
cably tied together. ‘

Senator Kesr. Let us not get them tied together so closely that wo
can't reserve the right to return the excess from the cost of the policy
of the insurance.

Mr. Davig. I should like todo at least that much, sir.

Senator Kegr. I would, too. But it scems to me, and I want your
reaction to this, that the money that your company or any other
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‘mutual company earns on its investmonts already made on reserves
already accumulated, aside from the degree to which you are able to
carry a policy at a figure less than the annual premium, it would
seam to ma first that there are different items of income to you, and
second, that that policyholder under that mutual policy would be in
a different. posture with reference to the right he has got to participate
in the savings you can make out of his premium on the cost of insur-
ance and his participation that he is entitled to in your carnings on
your investments.

Dovsn’t it scem to you that there would bo a difforence there?  Not
in the fuct that as a policyholder he is entitled to participate in both.
But in the first place, it is a return of excess cost that you charged
him: isn't it

Mr, Davis. Yes. I think you can more easily say that in the pre-
mium itself—that that you ean identify of the policylholder dividend
is o part of the overcharge in the premium,

Senator Kerr, Thore can’t bo any question about that.

| Mr. Davis. That is capital. I think everybody ought to ngree with
that.

Senator Kxrr, Under our system of taxation where there is a basis
and a reasonable effort to take investment return, in the hands of
whoever it may be, aside from, you know, churches or charitable insti-
tutions, the right of a policyholder or a stockholder to participate
in that earning is subject to the right of the Government to tax that
earning before either the policyholder or the stockholder can identify
the part that he is ontitlo«i to participate in in the form of a dividend.

r. Davia. I think the Government has a logal right to; yes, sir.

Senator Kerr. Woll, now, wouldn’t you say if thoy have the princi-
ple of taxing earnings that they would have to make an exception if
they didn’t tax them even in the hands of an insurance company

Mr. Davis. I wouldn’t call it an exception because it is an entirely
difforent situation. The use of those reserves which have to be set
aside in level term insurance just must involve the assumption in the
construction of the premium of this amount of money that can be
earned because it would not be good for anybody—the insured, the
coml(:gny, the country, or anybody else—if these resarves were not
-earned.

Senator Krrr. You mean if these reserves were not used to earn.

Mr. Davis. Used toearn. I'm sorry.

Senator Kerr, Sure.

Mr. Davis. Now, having used themn to earn, it is true that you can
argue that there has been newly created wealth come into the picture
by the process of using those reserves. But that is something which
temporarily is used for the support of the life insurance contract,
and if it is to be taxed, certainly in & mutual company I would think
the only point where it would reach taxation or should reach taxation
is when it finally comes into the hands of the individual policyholder,
if it is to be public policy to tax death claims. That would be the

int. . .

Senator Kerr. You know & return of capital from a corporation,
even though it is in the form of kind of a dividend, is not taxable in
the hands of the stockholder, while a dividend from earningsis. But
that retarn of capital is treated differently even in the hands of a
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corporation than an earning in the hands of a corporation beeauso on
the one land it is a onpilnf gains tax and on the other hand it is an
ordinavy incoma tax.  And it would seem to mw that there would bo a
basis for the position of the ‘Preasury that the carnings of oven a
mutual company on its investiments ave entitled to be taxed bofore the
balance of it is available to the company to pay it out to its policy-
holders. 1t has to b, it seems to me, in the form of a dividend
rather than in the form of a cost adjustment on the policy he owns.
© Now, 1 take it that you can’t seo your way to agreo with that.

Mr. Davis, 1 ean't soe it beeause it strikes, it seems to me, at tho vory
fowndation upon which the mutual life or mutual organization is based
when weapply it to life insuranee.

‘The Cramwan. Senator Butlerd

Senator Burtex. No, sir.

The Cuarrvan, Senator Frear?

Senator Frear. Nothing more,

The Cnamaan, Senator Cottond

Senator Corron. 1 have n couploof simplo questions.

1 just wanted to ask you this.  You have suggested two, as you
characterize them, important amendments to this bill. 1€ the first
amendiment based on the actual earnings of an individual company
and without the added provision of the d-yenr avernge should be writ-
ten into this bill, can you tell us how that wonld atfect the rovenue
in this bill?

Mr, Davis, I shall have to turn ta my associate for his figwures. I
think 1 can givo them but I don’t dave.

Ho tells me that he feels that it would be about $35 million more.
That ix, $35 million more than it wonld be to adopt a §-year averago.

Senator Corron. Noj 1 beg your pavdon,  Tdidn’t make my question
clear. My question is, 1f you wrote into the bill an amendirent based
on 1 year's earnings witheut the S-year provision, how would it affect
the revenueas it is in the bill in its prosont. form ¢

Mr. Daviz. Well, T think it would reduce it by about $33 million.

Senator Coruon. $85 million. Now, if that firsi amendment that
you suggested should bo written into the bill with the 5-year provi-
sion, how would that atfect the revenuat  How would that compare
with the revenue in the bill as presently written ?

Mr. Davis. Well, bet ween $45 and $50 million.

Senator Corron, Tasst .

Mr. Davis. Yes

Senator Corron. Incidentally, could you very briefly tell me wh
based on a S-year average of the actunl earnings, the figure woul{i
bo higher than if based on 1 year¥

Mr. Davis. Weil, I think the principal reason is that we are in a
high period of carnings, for one thing, and have been, and I think
the relation—what happens there is if you take the average between,
say, 1088 and the 4 years immediately preceding, you throw up &
little larger amount in the revaluation of veserves that would be
considered surplus, and therefore bo in the tax base.

Senator Corron, Well, now, proceeding on the basis of trying to
writo an insurance tax bill, disregirding the revenue but trying to
get a just and equitable working bill, would it in your opinion,
forgetting the revenue entirely, ge more just to have it based on
each year's actual earningsorona §-year period {
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Mr, Davis, Tt would be more just beeause it would eliminate every
singlo bit of avtiticial factor in the formula, which is not the case
now. You have two artiticial factors in there. Yon have this mean
between an actuary's guess on the one hand and an interest rate
earned on the other, and theu in certain cases you wonld make ap-
plicable a company average. Now, those ave artificial in my judg-
ment,

Senator Corrox. Wounld basing it on each year's income be less
artificial and more realistic than taking your suggested possible
b-yoar average ¢

fr. Davis. Yog, sir,

Senator Corwox. 1f you were writing the bill strictly to got down
to brass tacks and have it on a fair, just, and equitablo basis.

Mr, Davis. Bt cortainly would. lf) that sole consideration, leaving
the revenue ont of consideration and the construction of the basic
form.  You should not even consider the 5-year average.

Senator Corrox, Now, if this bill containg your first. amendment
lus the 5 years, the revenue would be, you said, about $50 million
]oss than as presently written ¢

Mr. Davis. Yes. '

Senator Corrox. Now, referving to your second proposed amend-
ment, namely, giving credit for the negatives in phase 2 of the
bill how much woul«f that. amendment cost. using as a yawdstick the
income derived by this bill if it shonld bo enacted as written ¥
b'lll“?r. Davis. You mean comparing the negative alone against the
i

Senator Corton. Yes.

Mr. Davis, Asit presontly ist

Senator Corron. Yes,  Suppose your first amendment is not adopt-
ed, but. the second is. How would it affoct the revenuet

Mr. Davis. With your permission I am going to ask Mr. Prebla to
answer that question because he has worked on this aspect of the thing
a lot more than T have,

Mr, Prepie. Insofar as I know, Senator, that tignire is not available.
I don’t know what it would bo. If tho first amendment were adopted,
the additional loss in revonue as a result of the second amendment
wonld bo approximately $35 million.

Senator CorroN. So that if both amendments were adopted, includ-
ing the 5-year average, the sacrifice in revenue for 1958 would be
roughly $85 million for both{

I\f . Preare. That iscorrect.

Seaator Corron. If only the first were adopted, the sacrifice would
be about $50 million.

Mr. Preswy. $45 million or $30 million. :

Senator Corron. If only the first part of it—that is, just gettin
down to 1 year’s actual earnings—were written into the bﬂ], how much
would thesacrificebe? '

Mr. Prenie. About $83 million; $85 million to $100 million. Some-
thingin thatYange. Iam notsure, :

Senator Corron. Thank you, Mr. Chairman.

The Cratryan. Senator Smathers?

Senator Sxaturrs. I didn’t hear his direct testimony, Mr. Chair-
man, so I will pass. :
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The Cuararan, Sonator Curtist

Senator Curris, Mr. Davis, 1 apgmiate yourstatement,

In reference to the second amendment that you discussed, involving
tho negatives, considering the bill as written 1s it your opinion that a
company could be liable for a tax and still have no net gain because of
the failure of the bill as written to permit that negative offset{

Mr. Davis, I thinkso; yes. A mutual company; yes.

. Senator Curtie. A mutual or a stock that has considerable par-
ticipating business,

Mr. Davis. Yes. Fnough participating business.

Senator Curmia, Isthatassumption fantastic?

Mr. Davis. Iswhat?t

Senator Curtis., Is that assumption that it might be liable for a tax
even though it had no gain fantastic or theovetica

Mr. Davis. No.

Senator Corris. Itcould happen.

Mr. Davia. Yes,sir.

Senator Curtis. That isall, Mr. Chairman,

Tho Citairman. Senntor Andorsonf

Sonator ANbersoN. I was intervested in your reply to Senator Kerr
abo(\il’t,. that advertising slogan., Was that, “All death benefits
paid”"—

Mr. Davis. I'm sorry. I can’'t remomber the exact words but I
remember it because it has boon a matter of discussion at our company
many, many times. .

Senator ANnErsoN. Would it be untrue asto the year 1957 ¢

Mr. Davis. Oh,yes.

Sonator ANDERSON. In 1057 you had $400 million loaned out. You
roceived 8 percent or 4 percent on thati

Mr. Davis. I think our earnings this year—well, for the money,
all the money, old and new, it is around 4.7, Something like that.

Senator ANDERSON. You have got at least $14 million or $15 million
from that; haven’t you ¢

Mr,. Davis. Yes.

Senator ANDERSON. And you had $50 million worth of real estate.
You had to get some gross of around $¢ million or $5 million out of
that. Your death benefits were $12 million. So your slogan still
would have been all right ; wouldn't it ¥

Mr, Davia. Well—

Senator ANpErsoN. Why did you abandon it?

My, Davis. I didn't abandon it. It was abandoned a long time
‘before I got there. . ..

ator ANDERSON. It is possible by assigning expenses——

Mr. Davis. Itispossible.

Senator ANpErsoN. To other things that you can pay death benefits
from interest or rents. At least the last investment report would indi-
cate that you are in fairly good shape that way. [Laughter.] Ididn't
want you to be too modest about the fine growth of the company.

You listed in the statement on page 8 about the formation of new
companies that the increase is from 651 to 1,314 from 1950 to date.
You called attention to two States in that. Arizona on December 81,
1980, had 8 companies and now has 81, Nev; Mexico, which lies closs
to it and his somewhat similar conditions, had two companies in
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1950 and now has two. Have you any explanation of the enormous
expansion of companies in Arizonaf .

r. Davis. I don’t think the people in New Mexico have quite as
much imagination when it comes to speculation. [Laughter.(}

Senator AnprrsoN. It is the way life goes. Just a year ago I
thought I had too much imagination. [Laughter.]

Now we go to Texas, from 118 to 323. You can see they have got
imagination. Would it be perhaps that New Mexico got its epidemic
of burning on life insurance companies earlier in the 1930’s when a
great many companies closed up? Arizona went to 81. Now, the
reason I am asking that question is that I have a telegram that came
in today. Itsays:

The First National Life Insurance Co., of Phoenix, Aris, of which I am a
director, has completed a study of H.R. 4245 as passed by the louse last week.

We feel three parts of the bill unfair.

Part 1, there is a provision for a deduction and the formula permits the large
companles, who are now reserving at a rate below the industry average, to use
the industry average. This s an advantage to them of tremendous importance,
and in effect, a tax windfall to these companies. Almost all stock companies
reserve on & 3-percent bas!s, while the large mutuals are reserving on a 2%- or
2% -percent basis,

Would you comment on that ? :

Mr. Davis. Well, it is difficult for me to comment on the First Na-
tional Life Insurance Co., of Arizona.

Senator A NpErsoN. No; I am not referring to that. I am referring
to the claim that the formula permits the large companies—he is
referring particularly to the large mutuals—to get a tax windfall by
using the industry average whereas you have just said you would
rather not uss the industry average and you have a fair-sized com-

any, and I understand that certain other companiesa particularly
arge mutuals, are also in favor of using their individual ave
on a 5-year basis—either the 1 year or the 5-year basis. Do you feel
that that is a fair way to do it for the industry generally f

Mr, Davis. You mean use the actual earnings? Yes, sir; I do.
And I wonld like to comment on the telegram. :

Senator ANprrsoN. Yes; that is what I want you to do.

. Mr. Davis. To this extent. If I gathered what they are saying, it
is that there is & windfall involved in some companies that have a very
low interest assumption basis, Therefore, a high reserve basis.

Senator ANpERSON. Yes.

Mr. Davis. I don’t think that is true at all. The minute you get
away from a figure that nobody can jockey or a figure using assun;g-
tions, you run into this question of what are you going to use, the
average of this or the average of something else? All the trouble, the:
whole history of investment income trouble as a base all these years
for life insurance companies, the reason—and this is 8 good example—
when they moved away from the actual earnings interest rate, then
they discovered doing that, here are companies that now are going:
to use the mean between an assumed rate and an actual rate; then
the assumed rate begins to have weight in the picture and a company
that has been very, very conservative under those circumstances would
be hurt under this kind of an approach, and so the company average
is put in to offset the hurt. .

y try to do that! Why not take something that is absolute
not to be tinkered with at all and represents simply the company’s:
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oarned rate ovory single year?t ‘I'he only way you can affect that
rate is not earn it,

Senator AnvrrsoN. Well, I am glad to hear you say that because
I havo thought that the proposal for n 5-yoar averagoe tended to help,
if it didn’t amend, a conservative policy. It might bo that lifo insur-
anco business was one field where a conservative policy was groatly
to be desired.

Mr. Davis. Correct.

. Senator AnbrrsoN. Thorofore, I am asking this because we are
asked questions: “Why do you do certain things?” Othor members
of this committes know what I mean. Therefore, you don'’t think
that using the industry average is an advantage of tremendous im-
portance to the big companies, and particularly the big mutual
companies?

Mr. Davis. No. I think the minute you get away from thae fixed
rate that they actually earnod, then you have to start tinkering it up
in order not to do harm to certain companies, and that is w%y the
company average is put in thero.

Senator AnpersoN [reading]:

Part 2, a taxation Is placed on gains from operations. We feel the unfairness
to this is apparent and could have dlsastrous long-range effects on the stock
life iusurance companles of the United States, We are not referring to the
capltal gaina aspcet, but to the deductibllity of polleyholders' dividends before
taxes are determined. This enablea the mutual companies to have a tremendous
competitive advantage over all stock companles.

I listened to your answers to Senator Kerr and I assume that yon
don’t with that either, do you?

Mr. Davis. That is an outworn philosophy that has been played
for so long that it ought to be forgotten.

Senator AnpersoN. Well, I agree with you, but I wanted an export
to testify on that.

The third part says [reading] :

Part 8 provides for additlonal taxation on galne from operations, and has
the snme unfalr aspect as in part 2 of the blll, hut goes further and piaces a
limit on the amount of surplus that can be accumulated. This s a barrier to
the growth of stock companies—especinlly small stock companies. -

Do you think that is truo?

Mr. Davis. No; I donot.

Senator AnprwsoN: I was just looking at some figures of stock
companies. I am looking at stock prices 10 years ago and stock prices
today. I read a m\w:%{mper advertisement yesterday saying that
$1,000 put in a cortain Washington company 10 years ago would be
$100,000 today, and those of us who are living here and had that
happen under our.noses have an unpleasant fealing about it.

o take Connecticut General, the prico per share was $90. The
stock had been split 4 to 1. I don’t guarantee the figures but I believe
them to bo right. The bid Brim on December 31 was $358, making a
$1,432 valuo as agairist $90 10 years ago. . ‘

Would that indicate that the stock companies had been badly
handled in the last fow years? '

Mr. Davis. No. I don’t think 0. I think also in fairness you
should say on all theso stcck shares, I haven’t scon one that is not
_way too high over its actual value. o
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Sonator AxpersoN. T will see you outside. 1 have got stock in one
that isn’t.

Mr. Davis. T would advise you to sell it right now. | Laughter.]

Sonntor ANpersoN. Tean hardly get my seed back.

The Travelers—-Senator Douglas asked you about Travelers a
minute ago—is 1 very large, well-organized company, a very strong
company. There the price ranges from $668 to where it is now
wort']l about $4,750. I only use those tigures to show that good, well-
managed stock companics were getting along very well. 1f you do
hit these Plncos whore people complain that the bill is vory sovere, it
may bo that they are just getting in the way and may need some
special treatment, but the insurance industry is in protty good shape,
would you say ?

Mr. Davis. Yes. I would think so.

Senator ANperson. 1 have a lettor from a Toxas company—I am
not going to read it—saying the stock companies would avbitearily
bo placed at o competitive disndvantage with mutual companios.
You testified, but merely because 1 want it agnin, you don’t believe
the purpose of this bill is primavily to discriminute against them ?

M} . Davis. Oh, indeed not,

Sonator ANpersoN. And on the point that was raised by Mr. Lind-
say whero ho said he would rather have a good bill—I am probabl
mlsquotin‘g him, but he wanted a ﬁood bill with good frinciples in it
and wasn’t so concerned abont what the yield was. I feel the same
way. T would like to see & very good bill even if the return dropped
$450 million or $476 million, or $500 million from the $560 million.

Do you believe that the switch to the 5-year actual rate on invest-
mont return, even though it cost $40 million, might be a desirable
thing to put intg the bill

Mr. Davis. Oh, I certainly think so.

Senator ANpersoN. ITow about the pension program?

Mr. Davis. The pension programn I personally happen to beliove—
and it doesn’t lmp&cn to mean very much in my company—I think
that it should have been corrected n long time ago,

Senator ANpErsoN. You therefore feel it would be all right to put
the pension change in immediately and not jump it in threo stepst

Mr. Davis. Yes, sir.

Scnator ANbDersoN. It might cost $60 million but is that as im-
portant as gotting a Eood insurance bill ¢

Mr. Davis. T think that is one of the clements of getting an insur-
ance bill, but I think if it is graded in, the principle having been
established, it isn’t so important as these other things.

Senator ANperson. I used to quote from an editorial writer who
said that no great problem is sottled until it is sottled right. That
is why Senator Gore and I got 50 much out of this last year because we
know it _wasn't settled right. This time we would liko to settle it
right. If the stop ought to be taken at dnce—I understand it nearly
was taken the other time,.

Mr. Davis.Ol, yes. The Ways and Means in 1055 enunciated
that principle, passed it unanimously, as I remember it.

Senl;a_tltl)r Anprrson. Then you subseribe to the belief that this is a
good bill,

Mr. Davis. This is a_tremendous bill, Senator. I am so pleased
after all theso years. This really is & bill,  Now, my company will
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poy. taxes—last tyear wo paid §2 million. This year we will pay
if the bill is left alone, something like $4,280,000. If you anond
it the way I ask you to, we will %\! $3,818,000, which is still more
than wo would pay under the 1942 law. But this industry has
reached a point—I am not assigning tho blame anywhere, within
the industry or without the industry—it has reached a point where
for the benefit of industry and the public at large, this question must
be settled and we never were so close to a good sound bill as we have
. in the basic framework, and I want to pay a tramendous tribute to
the staffs of the Treasury Department, of the Joint Committes on
Internal Revenue Taxation—I think that is what you call them—
Mr, Stam’s group, and the Ways and Means technicians. They have
so patient, We worked & whole year trying to iron thix thing
out. We got down to the basic form. Now let us finish it off right.

Senator ANpersoN. Now after some trimminﬁ that might bo made
along the amendments you suggested, if this bill provides $500 mil-
lion, and if the 1048 act which is going to be in offect probably if
this docsn’t pass provides $500 million, which is tho best way to raise
$500 million? As this bill is amended even if you took out somo of
these things?

Mr. Davia, Yes.

Senator AnpersoN. Or the 1043 act?

Mr. Davis. This bill beyond any question. I don’t think you will
find a student of this question nn{whem that would say the 1042 law.

Senntor AnpersoN. Of course, I don’t undorstand how we passed it.
I was in the Iouse at.that time and Senator Gore was, .

Mr. Davis. There has boen a lot of changing. What. did wo say!
A lot of water over the dam, water under the bridge, sinco the 1942
law was passed, .

Senator Annerson. That is all, Mr. Chairman.

The Crairman. Senator Gore?

Senator Gork. You have given a general, and in some respects a
moving endorsement of this bill which you describo as being a
tremendous bill,

Mr. Davis. Yes,sir.

Senator Gorr. Although gou do suggest two amendments,

Would '\;ou turn to page 2 of the bill. On page 2 of the bill you
will find the definition of a life insurance company. Is that Qefinition

rond enough to classify as life insurance automobile insurancet

Mr. Davis. To classify as life insurance an automobile insurance
wmmy a . s .

Senator Gore. Classify as a life insurance company a company
which writes antomobile insurance, :

Mr. Davis. Well, I think it would.

Senator Gore. You think it would. Is it broad enough to cover
the writing of workmen's compensation insurance!

Mr. Davis. Yea. As affec bﬁ this bill, yes.

Senator QGore. Isit broad enough to cover accident and health insur-
ance policiest

Mr. Davis. If the 80-percent factor is there, yes, .

Senator Gore. Isitbroad enough to cover so-called eredit insurance ¥

Mr. Davis. Yes.

Senator Gore. Is it broad enough to cover business by these spe-
clalty companies to which reference has been made t
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Mr, Davis, I think so.

Senator Gore. None of which is primarily life insurance.

Mr. Davis. I wouldn’t say that.

Senator Qore. You think automobile insurance is life insurancef

Mr. Davis, No. But 1 think an automobile company that sells lifo
insurance ought to bo treated as a lifo insuranco company so far as its
life insuranco business is concorned. That is all this delinition, with
the rest of the bill, does.

Senator Gore. Then you agree with this detinition.

Mr. Davis. Yes, sir.

Senator Gore. Woll, 1 don’t, :

Tsu’t this bill, which you endorse, basod on the principle that the
entire free invostinent income of both mutual and stock companies
should be subject to taxationt

Mr. Davis. Woll, yes. T think the fair answer to that is yes, al-
though it is diiferent.

Scenator Gore. But you don’t cadorse that principle!

Mr. Davis. I don’t endorse the principle that all free investment-~I
don’t endorse the free investinent theory of intorest as a tax base; no.

Senator Gore. Just how do ﬁou endorse this bill, then, Mr. Davist

Mr. Davis. I endorse this bill on the basis that a revaluation of the
resorves of the life insurance company so that you set up a lower
amount of reserves and a higher amount of surplus and apply against
the reserves the amount of your actual carnings rato and against
your sm;flus the amount of your actual earnings that you earned on
that, and that is your base.

Senator Gore. Well, now, you have just answered affirmatively when
I asked you if the basic policy of this bill ia not a taxation of the
fres investment income, after deductions, of both mutual and stock
companies. And yot the second amendment which you propose would
violate that very principle, would it nott

.Mvr. Davis. Ithink not.

Senator Gore, Just what would your sccond amendment do?

Mr, Davis. My second amendment would do the same thing for
mutual companios with respect to offsotting the difference between
total gains and investmont gnins that it does in the bill for stock
companies.

Senator Gore, Would any part of tho loss, if a loss resulted, be
subtracted from liability under phase 11

Mr. Davis. Yes, sir.

Sonator Gorn. Then it would violate the principle.

Mr. Davis. I wouldn’t think so.

Senator Gore, Thank you, Mr, Chairman.

May I ask one other?

I believe you made a statement earlior today in reply to a question
from Senator Kerr that most of the so-called spooiality, credit or
aredit lifo insurance, howover you want to desoribe it, was written b
stock compayies. I don’t know the percentage but I gather from li
insurance reports, the “Best’s Life Insurance Reports,” that Prudential

to a rather largo axtont in torm insurance. Isn't Prudential
& mutual f

Mr. Davis, Yes. It is a mutual. Wo are speaking about credit

insurance. Term can be credit insurance or noncredit insurance,
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Senator Gore. Well, it is entirely possible for me to bo confused
on teirminology as well as on anything else. And I guess I am in
this caso,

To what extent do mutual companies engagro in automobile insur-
ance, credit insurance, health insurance, accutent insmrance, short-
torm insuvancof

My, Davis, They ongago inall those forms.

Sonator Gonk. 1 know they do. 1 am trying to find out to what

. oxtent they do.

Mp, Davis, Some companies to a largo oxtont,

Senntor (fore. Well, 1 know you didn't intend to mislead mo and
1 guess that 1 was misiod, if mislod, by my own misnnderstanding of
terminology; but 1 did misunderstand, I guess, your meaning in
answering Sonator IKovr.

Now, can you give mo the extent. to which mutual companies engngo
in theso categories of insurance which I have named

Mv. Davis, 1 think if you would take all the stock companies in one
group and all the mutual com‘mnit\% in another, you would find tho
proportion of this nonveserved business much larger in stock com-
pantes than you will find in mutuals.

Sonator Goge, A much largor percentage or—-

Mur. Davis, What 1 moean is the percentnge of their total business.
If you set tho stocks over here and the mutuals over here [demon-
strating] and thon compave the porcentage of business that dovsn’t
havo investinent reserves, reserves from which investment. income is
carned, you will find on the whole the percentage within cach stock
company and the whole stock companies in a group would be lavger,
I beliove, in rolation to the wholo of the stock companies,

Sonator Gore. But how do the totals comparef Do you know t

Mr. Daviz. My guess would be if you took the totals, becauso of the
tramendous volwme that the mutunls have, there might be more in
the mutuals.

Sonator Qork. Is there anyone here who can answer that question ?

(No response,)

Senator Gone. M, Clniriman, - Could wo ask the committee stafl
to obtain information on this point?

Tho Crawmatan, Tho stadl will obtain it and it will be insorted in

tho record. .
('The information subsequently obtained by the stail follows:)

Preminm income of U.S, lfe insurance companies, 1957

[In wititons)
Typo of bustaess ' Stoek Mutual Total
ocompanies cotupanlos

8:«11& Hfe (Indiviiual and group) ..o - - .- 118 813 $150
oup lie S .- 5% 0 LWl
Onlinary negular and docrvasing torm.... .o L eeass 75 173 IN
Amldcn{:m\l henlth (Individual and group) .. ... ce- 1,578 L3 3,000
Workmen's comnpensation, auto and other liabllity.. ......... b /L3 R b - 1
Subtotal L. 2,578 3,308 4,000

All other ondinary life, M 4L 8,00
Industelal Ms, . ) 87% 1,850
Annttities (individual and group). 323 1,078 1,40
TOtA) o i KT 9,000 14,708

Includes workmen's compensstion $3%5,000,000, auto lability $103,000,000 and other llabtlity $33,000,000,

Rource: Life Insurance Fact Book, Spectator Year Book and special tabulations of lifo cotupany reporis.
8ome breakdowns estimated. pee ool por
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Senntor Gore. Now, Mr, Davis, iz it true that to the extent te which
a mutual or a stock company may engage in theso categories of short-
torm insurance, without the establishment. of veserves, the company’s
net earnings from this typo of business are complotely untaxed by
the present. law {

My, Davis, Yes, siv,

Mv. Gone. Both mutual and stock.

Mur, Davis. Yes,

Senator QGore. You think it should bo taxed for both?

Mr. Davis. Yes, sir,

Senntor Gore. Thank you, Mr. Chairman,

The Cuamrman, Senator Talmadge?

Senator ‘T'aracavan, Mr, Davis, 1 would like to ask one or two qual-
ifying questions, some of which you have alieady touched on.

Thera has been some argument, as you know, that stock companies
allege that this bill aids mutuals, and vieo versa.  As 1 undenstand
the presont ratio of payments it is nbout 75 pereent on the mutual
companies and 25 pereent on stock companies.  Is that true of both
tho 1942 act and also the stopgap act?

Mv. Davis. Yes, 1 think so.

Senator Tarstanen, In other wonds, the same ratio would hold
undor both provisions.

My, Davis, Yes.

Senator Taramaner, Now, turn to your statement.  You stato:

I do not recommend that so-called underwriting losses be fully allowed as
offsets to taxable fnvestiuent income in mutual companies, in spite of the fact
that this full oftset Is allowed in stock companies.  Iustead, I recommend that
80 percent of such losses be allowed. This fO-pervent atlowance would ge part
way toward climinating the discrimination now found in phase 2 of the bill
and would give some recognition to the argument, sometimes made, that policy-
holder dividends are not entirely price adjustments. )

-T beliove {ou testilied that if the amoendment you recommended
ware adopted, the net effect of it would bo to reduce the revenue ap-
proximately $35 million under the tevms of this act.

Mr. Davis. Yes, sir.

Senator Tavvanar, ANl of that reduction would bw in favor of the
mutual companies, would it not.?

Mr. Davis, Well, thore would be some stocks, you see, that wounld
got benefits from it, too, on their participating business,

Senator Tataavar. Providing the stock companies wrote partici-
pating policies,

M. Davis. Yes.

%mm(or Tardanar. That is normally heavier in the mutuals, is it
not

Mr. Davis. Yes. It is much heavior, of course.

Scnator Taraancr, Now, if that amendment of your were adopted,
than this bill—if no further change ba made in it—would bring; in
slightly over $500 million in revenue, would it not.?

f[r. Daviss Yes, :

Senator Tatatanar. Now, what would bo the burden of taxation
under that apportionment between muntual companies and stock co... -
paniost  Approximately, if you have the figures at hand, or if yon
could give a good guess.
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Mr, Davis. Well, Mr. Preble says it would probably be about 67-33.

Senator TaLamavce. About 67-33.

Thank you very much.

The CuamuaN. Senator Hartke?

Senator HArTKE. Judge Davis, as I understood your answer to
Senator Kerr, there is some question as to whether or not the 1942
law would be the operative law this year for 1958. Isn’t that right?

Mr. Davis. Well, I think it is technically operative already. It
has been ever since the end of the year. i

Senator HArRTkE. And some companies evidently have anticipated
that the law would bo as the law was written rather than anticipatin
the law which the Treasury was going to possibly adopt, is that right

Mr, Davis. Well, it is true that some companies so hoped.

S;mator Harrrr. Well, as a member of the bar—you are, are you
not

Mr. Davis. Yes,sir.

Senator HartkE. Is it customary or é)l‘opel‘ for any individual or
firm to assume that the law would be umg}t:d and come before the
court with the idea that you misunderstood what the law was going to
be and ﬁueseed wron;i?

Mr. Davis. Well, I think in the application, you are giving it a
general application, of course, that would be improper.

Senator IarTkE. So the company which anticipated.that the 1942
law was going to be in effect and set up his tax reserve accordingly
is Ezﬁally in & stronger position than, those comf)anies which partici-
pated in the formation of this law to the exclusion of thoss small
companies which had no call upon them individually to express their
opinion until the law comes before either the House or Senate for
consideration, isn't that ri*hﬂ

Mr, Davis. I think legally there is no difference whatsoever in the

ition between & company such as my own, which has set up its tax
inbility on the basis of the 1942 law. any? Because that is, it
seems to me, the only Io%:cal thing to do until there is action by Con-
%mss one way or the other. But I certainly never foresaw or ever
thought and have told my directors from time to time the 1942 law in
my opinion would probably never be applied again. Believe me, I
hope it never will be,
enator Hartre. Do you have assurance from any individual, any
}mrt of the Government, any committee or any organization that the
aw would change{

Mr. Davrs. el}a,cﬂes. I had assurance from listening to the long
discussions with nicians in the Treasury Department, with the
Under Secretary of the Treasury, with thoe Secretary of the Treasury
with the technical staff of the Ways and Means Committee, several
members of the Ways and Means Committee, and putting them all
togqthg: ) | u‘sg;dd by own judgment and believed that it would never
again be applied. . . . _

Senator Hartxe. Did you at any time have any idea that the com-
position of those authorities might change?

. Mr. Davis, Oh, indeed, yes. That is'a risk that is almost like life
insurance. ]_{Laughter.]

?:nator ARTKE. And in effect did change last November, did it
no
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Mr. Davis. Yes, indeed, sir.

Senator Harrge. Well, what I am getting at, I have heard here
several times, and I hear the Treasury Department in answer to
Senator Byrd, has said that no one had suggested that _the 1942 law
should bo used. I may be wrong on that but it is what I thought the
'I‘reasury Department answered.

The CakMAN. No one recommended to the Treasury Department.

Mr. Davis. I don’t know that I understand.

Senator Harrke, As 1 understood it, the T'reasury Department said
that no one had suggested that the 1042 law be used.

Mur, Davis. Ithink that was the testimony ; yes, sir.

Senator Harree. And I understood you to say that this was formed
with all of the insurance people. This particular bill was formedel:{
consulting all of the insurance people as to the type of law they wanted.

Mr. Davis. You mean House 4245 ¢

Sentor HarTke. Yes,

Mr. Davis. 1f I gave any such impression as that, I hope it will be
corrected. ‘That is not the fact.

Senntor HARTEE. Tho reason I said that, I have a largs file here
of people who tell me they want the 1942 law to be eflective for an
insurance company. I just wondered where their representation was
when this law was born,

Mr. Davis. Well, most of them are members of various organizations
which knew of all of the steps from time to time during the formula-
tion. Whether each one knew individually I cannot say, of course,

Senator Hartke. Let me ask you, Did you at any time when the
formation of this law was being made hear anyone recommend that

the 1942 law be carried into full force and effect at the expiration
of the stopgap law?

Mr. Davis. Not until just recently.

Senator ITARTKE. Not until just recently?

How recently?

Mr. Davis. WVithin 2 weoks,

Senator Ilarrke. All right. ILet me ask you, in your statement
you refer to the Menge formula which you say should be followed, is
that right :

Mr. Davis. Yes, sir.

Senator HarTke. All right. And then you are talking about the
assumed rate and the adjusted reserve method which you say partly
has been used in this final bill, is that right ¢

Mr. Davis. I say that the principle of adjusting the reserves is
used in the bill. That portion of it has been adopteg.

Senator HarTkE. Was this a_result of compromise between the
people who we:e forming this bill, as {{)’u were adopting the policy ?

Mr. Davis. Oh, no. Definitely not. We had no part. gl‘he industry
had no part whatsoever in discussing with the Ii\fays and Means
Eomgnittae after the hearings in November, I beliecve-—the November

earings. .

Senator HARTKE. In other words, this formula was adopted as far
as you are concerned, completely separate and apart from consulta-
tion with the industry.

Mr. Davis. Oh, yes, indeed.

Senator HARTKE. Well—

87532—69~—T7
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Mr. Davis. T won't say the consultations that were had before that
didn’t have some bearing on it, but the change was not & matter of
industry discussion or compromise or anything like that. In fact,
there has been no compromise in this whole picture anywhere to my
knowledge. It has been—if the compromises have been made, they
have been made in principle or in spite of principle by the drafters
of the law, and what went on in the Ways and Means Committee.
There has been no trade, is what I am trying to say.

Sonator Hartkr. But the Menge formula is the one you want
adopted, isthat right

Mvr. Daviz, The one I say should be adopted ; yes, sir,

Senator Hartke. In one of your pro »osed amendments. Let me
get one other thing clear here, and then I will be through. You make
the statement: “This argument ignores the basic fact that policyhold-
or dividends are merely price adjustments,” Then when you come
back, as I understand it, and recognize that it may be more than
mere price adjustments. Isn’t that right? And in answer to Senator
Kerr you said that the so-called policy dividend is in fact & combina-
tion of items.

Mr. Davis, Yes. I do not recognize that thoy are anything but
prico adjustments, but that argument as to what the content or essen-
tial nature of policyholder dividends is has been made for quite a
number of years. Many stock companies tako the position that it is
not entively a price adjustment, and we aro looking for practical re-
sults and progress here. And so I personally feel that in a situation
like that, you have to face up to the realities of life and try to meet
these arguments that are made on an honest basis. That is the reason
Iam for the 50-50 deal,

Senator Tarvke. But as T understand your argument on page 14,
you say it ignores the fact that tho ;;olie.y dividends are merely
price adjustments and therefore should be allowed as a deduction
without any limitation.

Mu. Davis, That T think is the basic principle. That is my beliof,
that they should be allowed as a price adjustment in full in a matter
of principle. But T have heard so much, and I heard it in the Ways
and Means Committee, the very announcement when we started—I was
a little bit shocked actually—that the position should be taken at
that point that becauso there had been carried into some penciled cal-
culations that ultimately found theiv way into the budget at $500
million as being the amount that the 1942 law might have, that that
was a measuring stick by which you took a look and had to come out
and get at least that much, I think that is poor legislation.

Senator HArTKE. You say as a matter of principle your statement
on page 14 is correct, but you are willing to agreo you have heard so
nmuch about it, it should be changed. . ~

Mr. Davis. That is correct. I say if mutual companies arve given
at loast half of the same treatment with respect to policyholder divi-
dends that the stock companies are given with reference to their dif-
ference between the tax base under step 2 and under step 1, that I
personally believe that that would be & practical way to take care of
everybody’s position on this thing.

Senator HarTke, Tet me ask yon one other question. It doesn’t
have relation to this, but it is something that bothers me in another
related fleld with insurance compan'i(\s and this tax field.
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Do you anticipate in your company a 30-percent increase in profits
in 1959 over 19581

Mr. Davis. No. Practically none.

The CuairMan. Senator Anderson ¢

Senator Anpenson. This isn’t a final question but you suggested
somo amendments. Would you supply languege so wo can put it in
the record and thereby not only have a chance to study it but allow
other people to tako a look? Language that carries out the amend-
ments you pro| or such other modifications you have in mind.

Mr, Davis. Would you like it in the form of bill languaget

Senator ANprrsoN. Yes. Amendments to the bill, and then we can
sond that to the Treasury and ask them what they think it does, and
other people who may wish to comment on it.

Mr. Davis. I would be very ha )(‘)y to.

The Crtatryan. And wo would like to insort the languagoe in the
record as n part of your remarks.

(Tho material referred to is as follows:)

Prorosed AMENDMENT T0 ILR. 4245 RE REVALUATION RATE IN Fmst Prask

Strike out section 803 (b) (2), page 18, and substitute following:

“{2) DroucTioN RaTE~For purposes of this part, the deduction rate for
any taxable year is the amount ascertained by dividing by five the sum
of the Investment yleld rates (as defined fn subsection (c) (1)) for the tax-
able year and each of the four preceding taxable years."

PROPOSED AMENDMENT To IT. R. 4248 Witnh REsPECT To DEDUCTION FOR Drvinenps
70 POLICYHOLDERS, ETO.

Strike scctlon S09 (g) and substitute the follow!lng:
1(8) LIMITATION ON CERTAIN DRDUOTIONS.—

“(1) RESERVES FOR CKRTAIN NONPARTICIPATING CONTRAOTS.~The awmount
of the deductlon under paragraph (8) of subsection (d) shall not (after
the application of subsection (£)) exceed the amount by which~—

“(A) the gain from operations for the taxable year, computed with.
out regurd to such deduction and the deductions under paragraphs (3)
and (7) of subsection (d), exceeds

“(B) the taxable investment income for the taxable year.

“(2) DIVIDENDS 10 POLICYHOLDERS AND GROUP LIFE, ACCIDENT, AND HEALTI?
INSURANCE—If the galn from operations for the taxable Fear, computed
without regand to the deductions under paragraphs (3) and (7) of subsec-
tlon (d) but after the deductlion under paragraph (8) of subsection (d),
exceeds the taxable Investment income for the taxable year, the amouunt
of the deductions under paragraphs (3) and (7) of subsection (d) shall
not (after the npplication of subsectlon (f)) exceed—

“(A) the amouat by which—

‘(1) the gain from operatlions for the taxable year, computed with-
out regard to such deductions dbut after the deduction under para-
graph (0) of subsection (d) as limited by paragraph (1), exceeds

‘“(11) the taxable investment income for the taxable year, plus

*{B) 50 per centum of the amount by which~

“(1) the taxable investment income for the taxable year exceeds

“(i1) the gain from operations for the taxable year, computed
after the deductions under paragraphs (3) and (7) of subsectton
(d) ang the deduction under paragraph (6) of subsection (d) as

therw lht\;lltege:y é\amgratxlsh (1)
otherwise the uctions under paragraphs (8) and (7) of su tion (d
shall be reduced by 50 per centum. phs ( @ beec @

'(3) APPLICATION OF LIMITATION.—The limitation provided by paragraph
:31), s:ch:l" a;;gl)y nrgt ttl? the‘ utt;lonnt of tl:e (;egﬂxct‘lim under paragraph (7) of

on an en (o the amount of the deduction under paragra
(8) of subsection (d)." paragrarh
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The Cramaran. Any further questionst

Senator Frear. Only one parting shot, Mv, Davis,

1 suppose if you ever gave consideration to reviving your old slogan,
you would have to change it and say, “Taxes and death benelits aro
paid from intevest and vents.” LLmlghtm‘.]

t‘\[r. Davis. That is vight.  Wo have got a better slogan now, Sen-
ator.

Senator Frear. Good.

* Mr. Davis, “Solid as the granite hills of Vermont.”

The Ciiaratax. Thank you very much, Mr. Davis,

The next witness is Mr, Carrol M. Shanks, the president of the
Pradential lnsurance Co, of Ameriea,

Mr. Shauks, will you come forward. You may proceed.

STATEMENT OF CARROL M. SHANKS, PRESIDENT, PRUDENTIAL
INSURANCE C0. OF AMERICA, ACCOMPANIED BY WILLIAM
CHODORCOFF, VICE PRESIDENT AND COMPTROLLER, AND LOUIS
R. MENAGH, EXECUTIVE VICE PRESIDENT

Mvr, Snaxks, Mr, Chairman, iy name is Carrol M, Shanks. I am
prosident and chief executive ofticer of the Prudentiat Insurance Co.
of America, which is a mutual company,  We insuve the lives of 33
million lpouplo in the United States and Canada, and 1 am concorned
primavily with the effect of the present tax bill on these people,

I want to say 1 have with me Mr. William Chodoreotl, comptroller
and vice prosident, and Mr. Lounis Menagh, exceutive vice president
of Prudential,

I will limit my discussion to four situations created by the present
bill which, in my estimation, should bo remedicd not only to make the
Dill more equitable and reasonable, but in the public intevest,

The lirst situation has to do with the highly unsound basis for the
computation of taxablo investment. income called for in the bill. 1n
the present bill, this is computed on an onliroly artiticial basis, Auy
mothod which relates the policy reserve deduction to the vate of inter-
est assuthed by a company in ealeulating its poliey reserves, ov oven the
industry average, is unsound, All such methods immlizo tha con-
servative company. Greater equity could be secured if the deduction
rato as specitied in the bill is veplaced with the individual company
average carned interest rate for the most recent H years, aud by using
this same rate for adjusting the reserves.  Doing this would put all
companics on a sounder basis for the tax computation in step 1, and it
would eliminate any incentive for any company to weaken its reserve
structure in the future.

If this amendment. were made to the bill, the total tax yield for the
industry would be reduced by approxinately $43 million,

The second situation that I want to discuss is of great importance
because, in many ways, it threatens the very foundation of the mutual
lifo insurance companies. Certainly, it will bring about sigmificant
changes in the nature of our business,

Under the present bill, virtually all mmtual companies will, in
effect, pay a tax of 52 Percent on a substantial portion of their “divi-
dends to policyholders.”
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Mutual companies include in policyholders’ premiums a margin
which is, by contract, required to be returned to the policyholder if it
isn’t needed. Dividends to policyholders, therefore, are actually price
adjustments, as has been said here many times, and should be consid-
ered as such. This was so held by an appellate court, and the Supreme
Court refused to reconsider. i

A large portion of the dividends to policyholders of mutual com-

anies, sometimes a very large portion, are being taxed in this bill
Eecnuse the tax formula disallows any price adjustments paid to policy-
holders which would reduce the computation in step 2 below the
amount computed in step 1. In the case of the Prudential, our taxable
investment income in 1958 under step 1 of this new bill was $130,-
700,000,  Our gain from operations in step 2 before Federal income
tax and )olic_\#loldm'-pricmndjustments, was $388 million. In 1958
our dividends to policyholders, that is, adjustment of the price of
insurance to policyholders, were $305,700,000. This made our actual
gain from operations $82,300,000.

However, the present bill says that we cannot take full credit for
the 305,700,000 in price adjustments distributed, but can take credit
only for that amount which will make the final result of the compu-
tation in step 2 equal to the final result of the computation in step 1.
This computation is set up in the appendix to show what steps are
taken. ‘This produces a remarkable situation : The Prudential’s actual
operating gain after adjustments in 1958 was $82,300,000, but we
must. report that our operating gain was $130,700,000 in order to
make the figures como out right; and we must writeoff and forget
the disallowed $48:400,000. This means that the Prudential, along
with most other mutual companies, is right back paying an excise
tax on income from investments. Under the new bill, the Prudential
in 1958 will pay over 90 percent of its actual gains #rom operations
in Federal income tax.  That is far in excess of the 52 percent being
paid by all other corporations—including all stock life insurance
companies which never will have to pay more than 52 percent,

The reason we are paying 90 percent, rather than 52 percent, is
because weo are paying the full tax on the disallowed $48,400,000
which wo are, by contract required to return to policyholders. In
effect, the present bill acknowledged that some of the adjustments are
proper adjustments, but that the rest are something else, and that
this something else, whatever it is, is taxable.

This situation should be corrected, we believe, It is suggested that
the bill be amended to give at least 50 percent credit to any negative
in_lsigep 2. Such an amendment would reduce the revenue by $35
million.

‘The third situation has to do with pension funds.

No taxes are paid on pension funds trusteed with banks and trast
companies, and I mean no taxes, with the result that most business
currently written, with the exception of that contracted by smaller

_employers, is being trusteed. The intention of the House committee
was clear buty possibly through oversight, the 1959 bill makes no pro-
vision for the elimination of capital gains taxes on insured pension
funds, which will now be taxed and we.en't taxed before (and aren't
taxed in trusteed plans) ; and also the application of the step 2 formula
will automatically reinstate 50 percent of the pension fund taxes
which were eliminated in step 1.
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I think I should say thero could be a number of results under that
s(::[) 2 depending on the various situations involved. .

‘here 1s now no provision in stop 2 for eliminating from gains from
operations and gains attributable to ponsion funds. An company
with a positive gain in step 2 pays taxes on 50 percent of this gain,
This means that pension fund gamns included in step 2 will be taxed
to tho extent of 50 percent. Morcover, in the fourth step of tho
present bill, all capital gnins will be taxed to the oxtont of 25 percent.

The end result. of this is to again impose a substantial tax on in-
sured funds which is not imposo«f at all on trusteed funds—and which
the House committeo indicated in its report, primarily in the in-
tovests of small business, should not bo done. )

Even if these corrections are made, insured pension plans will still
pay some taxes,

hey will pay taxes, for instance, on the interest earned on what-
ever surplus is held for pension pinns. If tho corrections are not
made, it is almost certain that very few insured pension plans will
be written, and many already written will go off the books, with a
consequent loss of revenuo to the Government.

May I say within the last 3 months the Prudential has lost ap-
proximatoly $5 million per year of income in connection with pension
plans, and with respect to about $6 million more, we have been noti-
fied that they are intending to take it off in the near future, and that
situation is quite common with the pension companies,

The fourth situation involves group insurance, for which the pres-
ent bill allows a special deduction. This special deduction is designed
to compensate for the fact that in group insurance there is less than -
the usual diversification of risk.

However, this deduction in more cases than not, becomes inoperative
as & result of the tax formula. It is unlikely that any of the mutual
companies will get this deduction under the present bill, since it will
be disallowed as a result of the way step 2 will generally work out.
In many cases, the stock companies also will not get this credit. The
need for this deduction still exists even if stop 2 is negative, and there-
fore it should be permitted without limitation.

If the present bill is not altered to make it more reasonable, I am
certain that there will be several undesirable repercussions of far-
reaching social and economie significance,

The first result will be an acceleration in the trend away from
those life insurance services that involve savings features. This will
happen because the end result of excessive taxation of savings held
by life insurance companies, as contrasted with other institutions who
hold savings, is to eliminate one important incentive for individuals
to save, but will greatly curtail the usefulness of life insurance organi-
zations as important sources of investment capital. It may be that
other equally efficient sources of capital investment would develo
but there is no assurance of it. And if other sourcas developed woul
they have the efficiency and the social ress)onsibility that toda¥ char-
acterizes the major insurance companies$ The Prudential, for ex-
ample, follows an established policy of giving preferential treatment
to the smaller- and medium-sized borrowers in industry, who need
help, in the form of borrowed funds. The Prudential holds more
farin and home mortgages than any other institution in the world

t
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and this has a demonstrated importance because during the depres-
sion, the long-range nature of the life insurance business, not only
with Prudential but with all the other life insurance companies, made
it possible to arrange practical ways to avoid, and minimize the ef-
fects of, foreclosure. In the end, policyholder funds were not lost
on this, but it was possible only because of the nature of the life
insurance business.
In a mutual company, any increase in taxes must be paid by the
golicyholders. The latest estimate of the revenue produced by this
ill if unamended is $563 million. If such a tax in addition to the
State premium taxes of over $300 million be assessed, the result will,
in_my opinion, be a substantial curtailmoent in the growth and use-
fulness of lifo msurance. I doubt that this would be & desirable con-
sequonce oither from the standpoint of the Government or the people.
The Crammman. Mr. Shanks, I see you have an appendix. I as-
sume you want that inserted the record
Mr. Snanxs. Yes, if I may, sir.
The Cuammman, Without objection, that will be inserted.

(The document referred to is as follows:)

APPENDIX

In essence, the new plan is a four-step formula that produces widely differing
results in its application to stock and mutual companies.

Stated In the slmplest possible terms, these are the four steps:

The first step 18 a tax computed on investment income. Taxable investment
income in this step is arbitrarily measured and is subject to a §2-percent tax.
A8 a result of step 1, the mutual companies will provide 69.5 percent of the
expected total yleld of $545 million. The stock companles from this step will
produce 23.1 percent of the total yleld of the tax plan.

The second step i{s a tax on gains from operations in excess of the taxable
investment income from step 1. Kifty percent of such gains will be taxed cur-
rently, making the taxable income of the company, under steps 1 and 2, the
sum of taxable investment income plus one-half (gains from operations minus
taxable investment income).

If a stock company has a gain from operations that 1s less than the taxable
investnent income, it will pay a tax on this lesser amount.

Under this second step, the stock companies are expected to produce 5.1 percent
of the total tax, and the mutuals 2.2 percent. Most mutual companies, after
deductlons of dividends to policyholders (which are actually price adjustments),
will have a negative figure rather than a positive one. For this reason, only
enough dividends are allowed as a deductlon—regardless of the amount due
policyholders as a legitimate price adjustment—to inake the gain from operations
equal to the taxable investment income. As a result the mutual company’s tax
will remain an exclse tax on arbitrarily measured investment income except
that it will be at a higher rate than before. What this means is that—in spite
of the intentlon to tax both investment income and gaias from other operations—
the tax base on investment income is arbitrarlly set so high that the application
of tmé-l formula leaves little room for a taxable measure of gains from other
operations.

The third step, which applies to stock companies only, results from a pro-
vision in the bill which permits stock companies to allocate certrin untaxed
funds to a policyholder’s surplus account, and to allocate certain other taxed
funds to a stockholder’'s surplus account. The purpose of the third step is to
provide for taxation of the untaxed fund in the policyholder’s surplus account
it and when any of this fund is distributed to stockholders. This step will apply
subsequent to the tax year 1958.

The fourth step provides for taxing the net long-term capital gains of both
mutual and stock companies. Previously, capital gains have not been taxed.
After the year 1958, they will be taxed separately at 25 percent.
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CALOULATING TAXABLE INVESTMENT INCOMP—8TEP 1

In this new 1080 formula, ait Hee Insurance compantes will compute the tax.
able portion of thelr net nvestment income by applyiug a deduction rate
multiplicd by thele adjusted e lusurance reservex, The deductlon rate wilt
bo the average of thelr nctunl rato earned on assetz and a special lnterest rate.
The special intereost rato will be the higher of the assumed reserve lnterest rate
on the company’s owan books, or the lndustry avernge nssumed Interest rate.
The ndjusted reserves will bo the reserves shown on the conpany's books ro-
ducel by 10 percont for each L porcent by which the deduction rate exceeds
the company’a own roquived fntoreat rate,

This methed provided by the bill for determining the poliey and contract
Habllity deduetion 1s unzound.  Any method which relatex this deduction to the
rate of intoreat assumed by a company in calculating its reserves la unsonnd.
All such methods pennlize the conservative cotmpany, ar can be seen from the
foltowlng usteation, baswd upon the formula n the bill, whieh shows the
eftect on the taxable income of different assumed reserve interest rates by two
othorwize ldentical companies.  Each company earns 4 percent on assets of
2100 mllllnn. but company A assumes a 8-percent reserve interest rate, and com-
pany B a 28-pervent rato—each of theso ratea belng {n excess of the industry
average.

R Company A [ Company 13
(3-pereent | (3.8 porcent

[LITS)) reserves)

h [ Hegney
&) l)oduellon rate (3§ of carned rate aud reserve rate) 3.5 24
4) Reserveadjustmenteate....oooooeeeaanooo ..do... 3.0 a0
8) AUJUStOd TSBIVES. oo .. ieeviaiannaier e raia e cmnreaann _Sftall_ql}'qur _ $94,000,000
8} Inv: estment INEOMB . . eiveciae i iiitieicaaaans teremeemeeeeeeeean $4,000,000 | $4,000,000
) 3, AR, M0 3. 106, 000
®) Taxablo incotne (N6 B-1Uno (D)o cieoiiiieniaiaeeasanianrcronnas 744, 500 804, 000

While the forianla used in the bill attempts to mintmize the defect it does not
go far encugh,

This defect can be completely avolded by substituting for the so-called dedue-
tion rate used Iu the bill, the individual company average earned Interest rate
for the most recent 8 years and by using this same rate for adjusting the
reserves.

‘This substitution would climinate the incentive for any oompany to weaken
its reserve structure in the future.

CATCULATION OF THE TAX UNDER STEPFS 1 AND 8

The 1030 formula, in effect, levies a tax of 82 percent against some portlon of
the policyholder dividends as a result of disallowlng varying proportions of
them as a deduction In the tax computation in the second step.

" 'l‘{\l;gs-can be best explained by applylug the now formula to Prudentlal’s ﬂgums
or

Step 1: Undor the new formula the company's taxable investient
InCOMe WAB..owaccucmcacmacaaan - —— $130, 700, 000

Step 2:
(o) The galn from operations (lncluding investment incowme)
before Federal income tax and policyholder price adjust-
MO WaBaeccncrcnmamrncraaccacananecnavencnancnnn= 368, 000, 000
(d) Following established formulas, price adjustments were
returned to policyholders.-ooocae-- . cmccmmeenn 303, 700, 000

(0) Actual gain from operations (q) —(D)eeen cosmme—aa 82, 800, 000
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R
N

Step 1 plus step 2 formnula @ -
$130,700,000 plus 3% ($82,800,00(]ﬁ‘ $130,700,000)

or N

$130,700,000 plus 1% .{ ';$43.400.000)

As can be seen, tho $48,400,000 Is A negative tigure, and if the formula i3 com-
pleted, the $180,700,000 taxable juvestinent lucowme tigure from step 1 would be
reduced by one-half of the $48.400,000.  But the mutunl company 1s not permitted
a negative n this computation, so enough of the distributed dividends must be
disallowed to make the computation in step 2 equal te zero—in thls case by
crediting only $237.800,000 of the $303,700,000 in dividends distributed. On
this basls the step 2 computation would have to bo:

(a) Gain from operatious hyfore Federal income tax and adjust-

JLTTCTY € S e emcmcemeem e eememac—asann——mn- $388, 000, 000
(d) Maximum altowable diZldends. oo e 257, 300, 000
(6) Formula-computed gald from operatlons (6) —(d) ccoaacaae 130, 700, 000

In short, under this billethe operating results of a mutual company (in vie-
tually every case) must Se arbltrarlly adjusted so thoe tax formula can be
written to make the gabefrom operations mateh the income from investments,
viz, $180,700,000 plus opd-half ($130,700,000—-$189,700,000). When thls is done
with the company iHustrated, the tax will amount to mere than 90 percent of
actual gains from operations.

There are at least two glaring incongruities in this situation. The first 1s
that the company’s actunl operating galn in 1938 was $52,300,000 and not the
$180,700,000 which the tax formula stipulates that it must be; so the company
must writo oft and forget the disnllowed $45,400,000. In the ease of & stock
company, any negatlve figure In step 2 s simply subtracted from the tax In step 1.,

Another glaring tucongrulty lies in the fact that this tax formula arbitrarily
determines that a certain proportion of the dividends to policyholders—however
much the forinula wmay atlow—censtitutes a nontaxable price adjustment, and
:l()\\'t.‘\'(;)l‘l wuch may be left 13 assumed to be something clse, which by fudirection

8 taxable.

Actually, of course, it {8 all price adjustment, and gains from operations shonld
not be tigured on any basis but on the net incote.

1t is interesting to note that in the case of these 1938 flgures, the crediting of
the $48,100,000 negative 1n step 2 against the lucome in step 1 would produce a
tax of 52 perceut, This would put the company exactly in line with other
corporatlons.

Actually, crediting the whole of the negative figure will always produce a tax
for mutunl companies of 52 percent, since the computation in step 1, which regu-
larly exceeds the computation in step 2, is taxed at 52 pereent.

The CuairmaN. Now, Mr. Shanks, I would like to ask your position
as between the 1942 formula and the bill that is now before the com-
1nittee. .

Mv, Suanks. I wounld choose the legislation now before the com-
mittee. 1 think it is much sounder all the way through, I think we
could get into nothing except trouble with the 1942 law, )

The Criamaan. Will you elaborate why yon favor the pending bill.

My, Snanks, I favor the present bill as agminst the 1942,

Thoe Cuairmaz 1 know you do. I want to know what. your objec-
tiong arve to the 1642 law, ' :

Mr, Suanks, Well, the 1942 law is, tivst, purely u]mn investment
income and thén it is upon an industry average basis which is so set up
that during the low interest rate periods wo paid nothing, did pay
nothing in 1947 and 1948, I beliove, and at other times it swings ‘way
high, and as a consequence, it is very unstable and also takes no account
of new developments in business, and it would be in my estimation very
unsatisfactory. ) '
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Tho Cuamman, And you prefer the bill now before the committee.

Mr. Suanks. That is right.

Tho C . airMaN, Asitis,

My, Suanks, That is right.

The Cramaan. Without amondment.

Mr, Suanxa, Of course, it should bo nmended.

The Crarman. 1 undarstand that, but betwean the two, you would
chooso this bill as agninst. the 1043 formula,

* Mr. Suitanks. Definitely.

The Cuiamman, Senator Karr?

Sanator Krerr., Would there be a ditference in the amomnt of tax that
your company would have to pay for the year 1958 under the 1042 taw
and this year?

Mr, Sitanxs, Yes, Senator; wo would pay £ million lesk undor the
1042 law,

Senator Kerr., Undor the 19423 law,

Mr, Suanks. Under the 1942 law,

Senator Kxnr, Than you would under this law, Is your observa-
tion with referonce to the law based on your contemplation of ono of
the two laws as o permanent measure or doos it go to the axtent that if
tho committee wore confronted with the alternative of mwmking this
current bill either as it is writtoan or as amanded offective January 1,
1959, or January 1, 1058, but. was going to do what. it could to et it
adopted eithor Januavy 1, 1969, or January 1, 1058, at which time
would you foel it would bo wiso to make it offectivat

Mr. Suanks. T should say it should bo made offective for 1958, Jan-
uary 1, 1058, to cover tho year 1058,

Senator Krkr. Now with voforence to the illustmtion you guve us
hore on page 2, you said that the adjustment of the price of insurance
to polioyholders was $305,700,000, What. part, if any, of that repre-
sents carnings on investments which in turn ware paid in the form of
dividends to policyholders?

Mr. Sianks. Almost none, if any.

Sonator Kexr. Woll, now, you heard My, Davis' testimony.,

Mr. Sitanks. Yes. :

.. Sonator Kxim. I boliove his position was that adjustment in price,
if paid to the policyholder, should even include the amount the com-
gan has earned on investients disassocinted from the pramium paid

y_the policyholder. I wonder what your position is in that respeot.

Mr. Snanks. My position is that these roturng, oven if thors were
somno investment income in there, that they should ba still considered
a8 price adjustment because in com}mt.ing tho pramium on those
policice, wo took account, of course, of the mortality, of the axpense,
and we took account of intorest, and so this all would apply back in
lowering of that premium,

Senator Kxrr. Don’t. you think there should be a differonce in treat-
mont of adjustments in price made possible by returning to the polioy-
holder all of his pre:nium excopt the amount requived to earry his in-
surance on the one hand, and then the amount to which it might bo
augmented by roturn from investment with reference to which tho
polioyholder may or may not havoe made a contributiont

Mr. Suanxs. Waell, I think the policyholder in all ovents has mado
a contribution toit. I3ut I don't soe how you could draw u distinotion
between them. ‘
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Sonator Krxi. T wonld like for you to go into & littlo more detail
in the axplanation of the matter you reforved to, Mr. Shanks,

The application of tho step 2 ?ommlq will automatically reinstato
50 poreent. of the pension fund taxes which wera ulmnnnto@ in step 1.

Mr. Stanxs. Well, heoauso they are taken into nccount in comput-
ing the gains of operations, o

f course, in the ease of stock companies, it is difforent thare,

Sonntor Kexw, Well, so far as 1 am personally conoarned—and I
am not—what 1 feel about. this is not binding vither on the Senats
or the committes, you understand that. T think that if it ia vight to
oliminate the tax on theso trusteed pension accounts, that it is right to
do o when wo write the bill and make it offective then instead of
phasing it out. a little at & time or substantial portions of it at &
time,

Mr, Suanxa, Yes -

Senator Krre. But. in contamplation of the possibility that that
wmight be dong, this would creatoe some concern in mo that even thou h
wo did what wo thought amounted to taking action, that unless wo did
something alse, the stop 9 formula in the bill would automatioally
minstate the M porcent. of the taxes which wo thought we had
aliminated, .

Mr. Suanks. Yes, T think in order to make cortain that we don't
got sonchow snarvled up, it-should be aliminated for both stops 1 and 8
and wo would be assuted it would not bo a tax.  ‘T'hat is all wo want,
That it not b taxed,

Senator Kerw In othor words, in addition to meking & provision
that. the tax be repealed on it immediatloy, wo would have to have a
yrovision in hore that any income arising from that 20urco wonld not
rlo i:lu-ll'mlvd in the gain from operations contemplated by step 2 of
the bill,

Mr. Suanks, That is vighty and that would mako it elear that it
was ont.

Senator Kerr, Now you disowssed n mattor that T have been trying
vary hard to become familiar with and rﬂl, acquainted withy and 1 am
having trouble, and I realive in asking these questions T am exposing a

od deal of ignorancee, but T have found the only way to get rid of it
18 to axposo it. .

I would like for you to givo us a littlo batter detailed axplanation
of tho situation to which that part of tho bill is addrossed and also of
tho effect. of the langunge in the bill,

Mr, Suanka, Well, Wmt involves, of conrse, & deduetion for group
insurancn.  Qronp insurance, of course, builds up practically no re-
sorves, and there should be some provision for building up slowly;
8 poreont a year with the idea of it going to not more than 50 peroent
of the premiums for a year to tako care of the apecial situations which
ariso becanso you do not have such a diversification of the risk, For
instance, you have a good sharoe of the people undor the policy all con-
contrated in a fow plants, For instance, if you have an axplosion,
such as was had in Texas City a fow years ago, you would have a
tremondous loss becausa of the concontration oﬂilo risk there. The
necessity for the deduction is such that it should be built up and it
sh?iul;l n%t bo climinated just because of the operations between step 1
and stop 8.
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Senator Kerr. You say it should not be eliminated. Explain that,

Mr. Suanks. Well, it is eliminated because you cannot take that 2
percent if it has the effect of creating the negative undor step 2. It
is the same problem invelved with us as with dividends. We can’t
-use the dividends if it creates a negative, and also a company can’t
take this 2 percent if it creates a negative, whether it is a stock com-
pany or a mutual company.

Senator Kerr. In other words, what you are saying is that if you
have atlowed o credit—and now I wish you would explain, assuming
that I even know less than I do—which would be a violent assump-
- tiot;;—-e'ust, what is meant by the statement, the taking of the 2 percent
credit

Mr, Suanks, Well, beinp‘ able to set asido out of your earnings 2
porcent. to slowly build up the veservo for catastrophic loss in connee-
tion with group insurance,

Senator Kerr. For that class of liability

Mv. Suanks. For that elass of liability.

Senator Kerr. Does that mean 2 percent of the premium?

Mr. Suanks. Two Porcant of the premium for the year, yes.

Sonator Kerr. And that bo treated as a resorve not primarily for &
specified visk but for that class of risk either wtitten or to be written?

Mr. Suanxs. That classof risk of tho group.

Senator Kerr, By tho company.

Mr. Sutangs. That is right.

Senator Kerr., Now, to what oxtent is that permitted under tho
bill before ust

Mr. Suanks. Well, it is permitted except that if in any year that
we sot asido that 2 percent, it would have the effect of creating a nogn-
tive, and that is stop 2 again, then we couldn’t uss it.

Senator Kerr. Well, aside from that factor, what is pormitted
under the bill?

Mr. Suanks., Pardon me.

Sonator Kerr. Aside from its indirect effect by the application of
steﬁ2, what is provided in the bill, in simple terms?

r. Suanks. Well, it is provided that you may set up the 2 percent
& year until you have arrived at, I beliove it is, 50 percent of 1 year’s
remium.
P Sonator Kerr. Now, you think that if that provision were made
effectivo, and the effectivoness of it not nullified in whole or in part by
step 2, that it would be an adequate provision{

Mr.Suanks. Yes. We think it would bo adequate. .

Senator Kerr. But in order for it to bo effective in accordance with
the spirit as you interpret it and beliove it sliould be, having built up
that reserve or a part of it, then it is your position that the earnings
from it should not be affected by the negative provisions of step 21

Mr. Suanks. The earnings from the amount built up ¢

Senator Kerr. Yes. What I am trying to do is get a clear picture
~of your recommendation here,

{r. Suanks. Well, I think that—

Senator Kerr. And you have given it here and you have given
it so that you understand it, and it may be that every other member
of the committee does, but I am just frank to confess to you I don’t
quitcé understand it yet, and I am trying to get you to help me undor-
stan .

t
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Mr. Snanks. I think we should be able to deduct 2 percent each
year until it getsto 50 percent, and then itstops.

Senator Kerk. In other words, while it is building up to the 50
percent, it should not be counted as operating income under step 2
of the bill #

Mr.Suanks. Yes. That is right. )

Sonator Kerr. Now, after it gets to 50 percent, what is your posi-
tiononiti

Mur. Suanks, 1t would be held there asa reserve.

Senator Kerr. But the 2arnings above that, then, would no longer
be exempt from the applicution of phase 2¢

Mr. Snaxks. I wouldn’t think so, no.

Seaator IXkrr. In other words, then, your suggestion with reference
to that part of the bill is with reference to RWH’:IF those carnings
exempt until that 50 percent of premium is reached, and then after
that, fecling that an adequate reserve has been reached, then the
income from it would no longer be exempt from step 2 of the bill¥

Mr. Snaxks. 1 think that is vight.  1f the 50 percent is an ndequate
reserve, which I believe it is, then it should not grow any more, 1t
should be just held there,

Senator Kerk. Yes. Now, in the next part 1 was quite impressed
by what you had to say.

The first result will be an acceleration in the trend away from those life
fnsurance services that involve savings features,

Thix will happen because the end result of excessive taxation of savings held
by life insurance companies as contrasted with other institutivns who hold
savings is to climinate those life insurance savings.

I wonder if that statement is provoked in part by the fact that, for
instance, mutual savings banks pay no taxes?

Mr.Staxks. Yes. Inpart,

Senator Kusr, And that building and loan associations for ali prac-
tical purposes pay little, if any ¢

Mr, Suaxks. That isrvight,

Senator Kekr. You are taking the position that as of now, although
your industry paid $200 some million taxes for 1957 and under either
this bill or the 1942 act it would pay in the neighborhood of £500 mil-
lion in taxes for 1958, these other groups of great financinl institu-
tions that we all are very friendly to and are respectful of pay no
taxes or little taxes.  You contemplate the situation where your rela-
tive position would be worsened with reference to them, would cause
what would bo a very great shift in the saving habits of the people
in that the incentives would be in favor of the other financial institu-
tions and adverse to the life insurance companies. 1s that it

Mr. Suaxks. I feel that very strongly.

Scnator IXexr, Isthat what you meant

Mr. Suanks. That is right. I feel that very strongly. We are
already getting the swing away from policies with the saving feature
becauso of fear of inflation, and that sort of thing, and this large tax
increase added on top of it 1 am sure will accelerate it. You know it
is tough when it comes to competition with those other savings insti-
tutions. They say, why buy insurance because of the taxes? 1 mean it
certainly will bo snowballing.

Senator Kerr. Thank you very much, Mr. Shanks.
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The CaarMAN. Mr. Shanks, I would like to ask that you put your

su tions into amendment form.
r. SHANKS. Suggestions for the bill itself?

The CHARMAN, Yes.

Senator Kerr, The suggested amendments that you had made, to
put them in written form and submit them to the committee.

Mr. Snanks. We will,

The Cuamman. And give them to the clerk so they can be in-
claded in the record.

(The material referred to is as follows:)

ProPOSED AMENDMENTS TO H.R., 4245 WITH RESPECT TO PENSION PrANS

Page 6, line 19, strike the period, and imsert: *, exclusive of any portion
thereof attributable to contracts described in section 805(c) (2).”

Page 21, line 9, strike the perlod, and insert: *, such items and deductions
10 be exclusive of any portions thereof attributable to contracts doscribed in
-section 803(c) (2).”

Page 21, line 14, strike the perlod, and insert: “, such items and deductions
to be exclusive of any portions thereof attributable to contracts described in

section 805(c) (2)."

Prorosep AMENDMENTS 70 H.R. 4245 WiTaH REesrrcr 10 DEDUCTION FOR Divi-
DEND8 TO POLIOYHOLDERS, ETC.

Strike section 809.g) and substitute the following:
*(g) LIMITATION ON CERTAIN DEDUCTIONS.—

(1) RESIRVES FOR CEBTAIN NONPARTICIPATING CONTRACTS.—~The amount of
the deduction under paragraph (6) of subsection (d) shall not (after the
application of subsection (f)) exceed the amount by which—

“(A) the galn from operations for the taxable year, computed with-
out regard to such deduction and the deductions under paragraphs (3)
and (7) of subsection (d), exceeds

“(B) the taxable investment income for the taxable year.

“(2) DIVIDENDS TO POLIOY HOLDERS AND GROUP LIFE, ACCIDENT, AND HEALTH
INSURANOE—If the galn from operations for the taxable year, computed
without regard to the deductfons under paragraphs (8) and (7) of subsection
(d) but after the deduction under pararaph (6) of subsection (d), exceeds
the taxable investment income for the taxable year, the amouut of the
deductions under paragraphs (3) and (7) of subsection (d) shall not (after
the application of subsection (f)) exceed—

“{A) the amount by which—

“(i) the galn from operations for the taxable year, computed
without regard to such deductions but after the deduction under
paragraph (68) of subsection (d) as limited by paragraph (1),
exceed

3
“(11) the taxable investment income fo- the taxable year, plus
“(B) fifty per centum of the arnount by which— .
(1) the taxable investment income for the taxable year exceeds
“(i1) the gain from operations for the taxable year, computed
after the deductlons under paragraphs (3) and (7) of subsection
(d) and the deduction under paragraph (6) of subsection (d) as
limited by paragraph (1) :
otherwise the deductions under paragraphs (3) and (7) of subsectlon (d)
shall be reduced by 50 per centuro.
“(8) APPLICATION OF LIMITATION.—The limitation provided by paragraph
(2) shall apply first to the amount of the deduction under paragraph (7T)
and then to the amount of the deduction under paragraph (8).”
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Proro8zD AMENDMENT 170 H.R. 4245 Rr REVALUATION RATE IN Fiesr PHASE

Strike out section 805(b) (2), page 13, and substitute following:

“(2) DepucTioN RATE.—FOr purposes of this part, the deduction rate for
any taxable year is the amount ascertained by dividing by five the sum
of the investment yleld rates (as defined In subsec. (c¢) (I)) for the taxable
year and each of the four preceding taxable years.” .

I’RoPOSED AMENDMENT T0 H.R. 4245 WiTH RESPECT TO DEDUCTION FOR INVESTMENT
YIELD ON PENSION PLAN RESERVES

Change section 803 (C) (3), page 18, to read as follows:
(3) SPECIAL TRANSITIONAL RULE.—For purposes of this part, the amount

taken into account as pension plan reserves shall
“(A) In the case of a taxable year beginning after December 81,
1057, and before January 1, 1059, zero;
“(B) in the case of a taxable year beginning after December 381, 1958,
100 per centum of the amount thereof (deterinined without regard to

this paragraph).”

Senator WirLranms. Mr. Shauks, if the two amendments which you
are proposing are adopted by the committee, how would that change
your tax liahility for 1958¢

Mr. Sunanks. I think it adds to—43 and 35, that. would be 78.

Senator WiLLiaxs. In your particular case, if I understood you
correctly, you said that the present law, ILR. 4245, would cost you
about $9 nullion more than the 1942 act.

Mr. Suaxks, Inthecaseof Prudential,

ob;(l;m;tor Wicniams, Yes. MHow would that atfect your particular
stocks

Mr. Suanxs. If we got credit for half of those negatives, it would
bring us down to approximately 56 percent of our gains from opera-
tions—the twoitems.

Senator Wirriams, Well, if I understood iyou correctly, you said
that H.R. 4245 would cost $9 million more than it would under the
1942 formula t

Mr. Suanks. Ithink that wasright.

Senator WiLLiaxs, What would the dollar figure be if those amend-
mentsareadopted

Mr. Suanks. The dollar figure would be about $62 million that
we would have to pay with those amendments made.

hSeg:;or WirLiams, How much less than the 1942 formula would
that

Mr. Sranks. That would be about. $7 million less, I would think.

Senator WiLriams, That would bring your tax liability under the
bill if it is amended as you recommend to $7 million less than the
1942 formula ; isthat right

Mr. SHANEs. About $7 million.

Senator WirLiams. How does your tax liability compare with the
stopgap formula and the 1942 formulat

r. Suaxgs. Well, under the stopgap formula—it would be about
$41 or $42 mjllion, and it would be about $62 million under the pro-
posad bill after the amendments.

Senator WiLLiaums, Is that after your suggested amendments?

Mr. SHANES. After the suggested amendments.
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Senator Kerr. I thought the question was without the suggested
amendments,

. Senator WrLurams. I was trying to get it in the record both ways.
X think you had it in the record [v)efore.

Mr. Siranks. Yes. It would ba about $42 million under the stop-
gap law and about $62 million under the proposed law with the sug-

sted amendments.  Without the proposed amendments, it would go

rom nbout $42 million to about $78 million.

Senator WirLtaxms. Thank you.

The CnamryMan. Senator Frear?

Senater Frear. No questions.

The Cramyan. Senator Smathers?

Senator SnmaTners. No questions.

The Crarman. Senator Andersont

Senator ANpersoxN. I want to try again, I think probably Senator
Kerr got it down perfectly from his standpoint, but I am not sure he
got it down for mine,

You believe that the 2 percent ought to be allowed to aceumulate
until you get your 50 percent ¥

Mr. Suanks. Of a year's premium, yes.

Senator AxprrsoN. You believe a full 2 percent should be atlowed
every year even if that should result in a negative in your step 2¢

Mr. Suanks. Ithink that is right; for all companies, it should be.

Senator ANprERsoN. You wanted to go on——o '

Mr. Snanks. Up to 50 percent.

Senator Axperson. Yes, I notice that you have the individual
com;inny average earnings interest rate for the most recent 5 years.
Can I read you a question that wassent to me to ask you?

In your first suggestion you propose that the reserve deduction be
based solely on the actual earnings rate and to no extent on the assumed
rate of the individual company or the industry average. You suggest
that beeause of arbitrary elements in the assumed rate.

On the other hand, isn’t it also arbitrary to depend only on earnings
rate which gives the company of high investment rate of return a
larger deduction than a company with a low investment rate of re-
turn, even though their contractual obligations ave the same?

Will you comment on that, please? .

Mr. Snanks. Well, I think in the first place we have made a bi
step forward because it is the individual company, and in the secon

lnce, if they have a higher interest rate, they have actually earned
it so that they have the money. It is a more divect means of comput-
ing what you should pay taxes upon because you have earned that
money. :

Senator AnprrsoN. By the payment of dividends you might get to
the point where you have a negative in step 21

Mr. Suanks. Yes; that is right,

Senator ANDERsON. And you believe that half of that ought to be
credited when negative in case you get that ruled :

Mr. Suangs. I think in theory we are entitled to it all, but I think
wo have to be practical. As Mr. Davis says, I think half certainly
takes account of all arﬁnments that can be made against it.

Senator ANDersoN. I think I have nomore questions.

Senator Kerr. May I ask one more question here{
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If the amendment you just referred to were adopted, would that

then meet the criticism you have offered with reference to this 2
nt premium accumulation f

Mr. SHangs, Well, yes, it would, but bear in mind, as I understand
the present bill, it says the 2 percent cannot be used if it causes a
deficit in phase 2. So it would specifically have to be handled on
itsown to take care of it.

Senator Kerr. Yes,

The Cramraan. Senator Gore?

Senator Gore. Mr. Chairman, I was called away and didn’t get
to hear the statement of the distinguished gentleman. Therefore,
Idon’t feel I quite qualify to interrogate him.

I would like some clarification on the answers you gave to Senator
Williams. Did you mean that the tax liability of your own company
would be $78 million under this bill if only this latter amendment
to which Senator Anderson and Senator Kerr referred were adopted,
or did you have other amendments the effects of which are included
in that cstimate?

Mr. Suanks. There were the two other amendments. That is the
5-year average and the negative deduction at one-half.

Senator Gore. Would you fzi\'e mo the estimate under the pro-
visions of the present bill, both without your suggested amendments
and with them of your own company’s tax liability for 1958.

. Mrf. eSnm‘m&. You mean with respect to the 2 percent you are speak-
ingo

Senator Gore. No. Iam—

Mr. Snanks. The whole thing?

Senator Gore. I am talking about the deduction for possible losses
under phase 2 from your tax liability under phase 1——

Mr. Spanks. Well—

Senator Gore. If your amendments were adopted.

Mr. Smavxs, If our amendment were adopted—yon mean without
the 5-year or with the 5-year adjustment.on phase 11

Senator Gore. How did you suggest them ¢

Mr. Suanks, I will give them. I suggested both of them and it
would bring it. down from $78 million to aﬁﬁu( $62 million.

Senator Gore. In other words, it would reduce your own tax liabil-
ity by $16 million.

Mr. Snaxks. Approximately $16 million,

Senator Gore. Now, what would be, in your opinion, if you have
an estimate, the effect on the revenue to the Government of the adop-
tion of the amendments?

Mr. Sranks. I think it would bring it down about $78 million all
told for the industry.

Senator Gore. $78 million for the entire industry, of which your
company would perhaps have $16 million. :

Mr. Srnanks. About $16 million. :

Senator Gore. Thank you, Mr. Chairman,
© The CHAIRMAN. Senator Talmadge?

Senator TaLmabae. Mr. Shsmksi would like to ask you about one
matter you didn’t testify about. It is one that has been brought up
by others, and that is the provision for taxation of tax-exempt bonds.

Is it your opinion under the terms of the act which we are asking
to report to the Senate, tax-exempt obligations would be taxablef

37682598
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Mr. Suanks. It is my opinion that we would get only a proportion-
ate amount of the tax exemﬂtion. Therefore, to that extent I suppose
you might say they are taxable.

Senator TALMADGE. One constituent of mine makes the assumption
that they would be less desirable with reference to bonds issued by
utilities, for instance, unless the income ratio went up about three-
quarters of 1 percent. Can you comment on that$

Mr. Suanxs. I don’t know the rate exactly, but it would make a
Substantial differences in that rate, and I imagine three-quarters of 1
percent might beabout it. But I don’t know.

Senator TaLmApcE. Do gou think that would render an obligation
to the States, counties, and municipalities less desirable on the bond
market than they are at the present time?

Mr. Suanks. There is no question but what, if you take away part
of the tax exemption, it makes them less desirable because probably
their main appeal is their tax exemption.

Senator TaLmapge. You think, then, that that might result in in-
creased interest rates for tax-exempt obligations in municipalities,
counties, and States? .

Mr, Smangs. Well, I don’t know how much of an impact the in-
surance buying would have, but to the extent that it had an impact,
it would make the bonds harder to sell, and you would have to pay a
higher interest rate. .

enator TaLmange. It is your testimony you think the bill ought to
be amended to clarify the exem},)t. status? .

Mr. Seanks. Well, I haven'’t prepared myself to testify on it. I
don’t think it would affect our company very much, but I understand
that a number of people are going to testify on it, but certainly if they
are tax exempt with other industries and other companies, they ought
to be tax exempt with the insurance companies.

Senator TaLaapce. Thank you, sir. :

The CrammaN. Thank you very much, Mr. Shanks.

The committee will now adjourn until 10 o'clock tomorrow morning.
Mr. Guest will be the first witness. . L

(135 c)iirection of the chairman, the following is made a part of the
record

STATEMENT OF RoBERT L. HOGG, VICE CHAIRMAN OF THE BOARD, THE EQUITABLE
L1FE ASSURANCE SOCIETY OF THE UNTITED STATES

SBUMMARY

(1) Life insurance companies are subject to Federal income taxes on thelr
pension fund business while investment income from such business conducted by
trustees, such as banks and trust companies, is tax exempt.

(2) Aside from creating a disadvantage in a competitive business, the present
law increases the pension costs for small business.

(8) H.R. 4245 recognises the inequities in (1) and (2) and embodies a large
measure of correction.

(4) H.R. 4245, however, requires further amendments to establish Federal
income tax equality between insured pension operations of life insurance
companies and the trusteed pension operations of banks and trust companies.

My name is Robert L. Hogg. I am vice chairman of the board of the Equitable
Life Assurance Soclety of the United States, 303 Seventh Avenue, New York City.
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Our company as well as many other life insurance companies—large and small—
has long been engaged in furnishing pension services. (See list of companles
attached as appendix I.) In the preparation of this statement I have had the
assistance of several of my assoclates, particularly Mr. Walter Klem, our senior
vice president and chief actuary, and Mr. Ray M. Peterson, our vice president and
associate actuary, who now accompany me. In the event further information is
sought as to certain aspects of my statement, I shall ask your permission to
counsel with them.

Previous witnesses have indicated their support of the general form of the bill
under consideration and their concern as to its heavy taxation of the business.
We share their views on these two points but I shall not elaborate upon them.

The basic purpose of my appearance is to register our support of an underlying
principle of the bill which seeks to correct the discriminatory tax upon the pension
business?® of life insurance companies in the face of complete exemption for the
same operations of banks and trust companies. The bil! goes a long way in the
direction of correcting this discrimination. It falls short, however, of establish.
fog adequate tax equality. It is reasonable to assume that to some extent this
:‘alllufre to give equality is an unforeseen result of the complexities of the bill

tself.

It is a common occurrence for this committee to hear complaints about dis-
criminatory tax treatment. In many cases the existence of discrimination may
rest upon conclusions of the witness himself. The conclusions may be ones upon
which reasonable people may differ. This {8 not true as to the discrimination
which H.R. 4245 would correct. A life Insurance company pays a tax on the
income from funds which it holds for pension plans. Trustees, banks, and trust
companies holding pension funds pay no such tax. Discrimination is clear. No
one seeks to deny it.

Not only do banks and trust companies not deny it, they boast about it. For
vears our competitors have advertised their tax advantage. An example of the
publicity given to this tax discrimination is an item which appeared in the Wall
Street Journal as recently as October 14, 1858, under a San Francisco dateline:

“A pension fund for all practical purposes is & ‘cost-plus’ operation which favors
use of bank trusteed plans over those offered by insurance companies due prin-
cipally to tax advantages,” Paul A, Warner, president of Warner-Watson, Inc.,
asserted here. * * ¢ “The primary expense advantage of a trust over all types
of insured plans is that the insurance company must pay a Federal income tax
from which the trust is practically exempt,” he said. *“The amount of this cost
will vary with the yield of the insurance company but will doubtless average 0.33
percent of yield which, in turn, will average about 8 percent of total premium
cost,” Mr. Warner asserted.

The significant thing is that the unfortunate sitnation has not arisen as part
of congressional policy. 1In fact, it has arisen in the face of a congressional policy
to the contrary. Muny years ago Congress eancouraged the establishment of
employee pension plans by employers through the device of permitting as a
business deduction the employer's contributions to such a plan. Certainly it
was not intended partially to neutralize this encouragement by creation of a dis-
criminatory tax burden upon these plans when administered by life insurance
companies. The present situation, however, far from belng from design is really
an evolution from the tax treatment of life insurance companies and the tax
treatment of trusts. Pension business became important long after Congress
established net investment income as a basis for the taxation of life insurance
companies.

GROWTH OF TRUSTEED PENSION PLANS?

In 1950 insured and trusteed plans shared the fleld on roughly a 50-50 basis in
terms of total funds held. At the end of 1938, just 8 years later, the ratio stood
at: about 40-60 against the pension plans of life insurance companies,

311In all references to pension business as well as pension plans, I mean pension plans

meﬁt'%:g‘ thleu :'t'and-.rds of eec. 401 of the Internal Revenue Code and, for convenience, called
u

A Pensl‘o’n plans where funds are invested by a trustee,
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Insured reserves and trust funds of private pensgion plans

{Dollar amounts in millions)
Proportion (percent)
End of year Insured Trust funds | Total (1) +(2)
reserves -
Insured Trusteed
() ()] Q) W (%)
$3, 575 $5, 750 $11,325 49.23 50.77
6, 7,300 13. 47.29 52,71
7,615 , 000 16,675 46.03 53.97
877 10,675 19, 450 45.12 5¢.88
9, 2, 900 22, 43.5¢ 56. 48
11,250 15,125 26,375 42.63 57.38
12, 450 17,625 30.075 4. 40 58.60
14,025 800 34,825 40.27 50.73

Sources: Insured reserves, Institute of Life Insurance (includes both group annulity and individual
policy); trust funds, Sccuritics and Exchange Commission and Social Sccurity Admiuotstration (includes
multicmployer plans and plans of exempt organizations).

In terms of current annual contributions only 85 percent is going to insured
plans and the proportion is decreasing rapldly. Mr. Vito Nairella of the Se-
curities and Exchange Commission in 1957 estimnated this proportion will be
down to 20 percent by 1965. This spectacular shift to trusteed pension plans
does not arlse solely because of the establishment of new pension plans. The
life insurance companies are losing a substantial part of their existing business
to trusteed operations of banks and trust companlies. Unless a fair competitive
position is established, the losses may be expected to continue more rapidly.

Losses of pension business take two forms: plans which change fully to a
trusteed basis and plans which change partially to such a basis. Not counting
these partial changes, 6 life insurance companies accounting for 7¢ percent of
total gronp annuity preminmns reported 199 cases of complete change to trusteed
plans from Jannary 1954 to July 1958. Thes cases represented an annual
premium loss of $110 million. This figure does not include the substantial losses
arising from contracts discontinued in part, business lost by life insurance com-
panies other than these six, and business lost by all companlies prior to 1954.

The following tabulation graphically shows the experience of the Equitable
since 1931, Note particularly the accelerated rate of termination since 1954
when, instead of relief, greater discrimlnation arose under the Mills-Curtis bill
as passed by the Senate. In its original form as passed by the House, substantial

relief was provided. .
Equitable business completely lost to trustced plans
Number of
employees
Year of termination Number cf Annual at date of
coutracts premliums | termination
inclnding
retired)
7] $2,705.000 4,818
11 4,354,000 11,339
10 1, 82¢, 000 10, 962
17 9, 038, 000 19, 537
25|  80.707,000 124,180
21 9, 624, 000 29, 085
15 3,677,000 15,426
i 6, 977,000 15, 594
TOtAl...ceeicarncncaccccanacnan 117 | 68,996,000 230,919

An employer, particularly a large employer, has a cholce of methods for pen-
sion funding. He may select a life insurance company or he may use the trust
services of a bank or trust company. While there are other reasons to use
insurance company facilities, it is quite clear that cost is the predominant factor
in choosing trust facilities of a bank or trust company.
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FEDERAL INCOME TAXES A8 A COST FAOTOR IN INSURED PLANS

It is generally recognized that, for a typical pension plan, a variation of one-
fourth of 1 percent in the rate of Interest (i.e, 0.25 percent) will produce a
differential of 6 or 7 percent in the long-run cost of the plan. Based on an
average investment period of 25 years involving the accumulation of contribu-
tions and distribution of pensison benefits, the additional contributions required
to offset the reduction in earnings due to taxes at the rate In the last stopgap

act are as follows:
Additional contributions, as percentage

Net earnings before taw (percent) required to offsct tax under 1957 stopgap act
3.23 6.2
3.50 6.7
3.75 7.2
4.00 .7

The current rate of earnings before tax of most insurance companies is 8.75
percent to 4 percent. Hence, the effect of the last stopgap act, compared with
a tax-exempt trust enjoying the same rate of earnings before tax, was to increase
the cost of insured plans by 7.2 percent to 7.7 percent. Again the situation
becomes infinitely worse under H.R. 4245 without provision for tax equality.
At this stage with 1958 figures not avallable for the business as a whole, &
reasonable estimate is that the present bill without the tax equality would mean
that the cost of insured pension plans would be about 12 percent more than the
cost of trusteed tax-exempt plans. .

The greatest single item of expense in an insured plan is the Federal income
tax, a cost not borne by a trusteed plan. Let’s look at the situation as it would
be if insurance companies were given the same tax treatment as banks and
trust compantes with respect to pension funds.

The following table shows that in recent years the difference in earnings
between insured pension funds and trusteed pension funds is almost entirely
accounted for by the Federal income tax.

Percentage rate of investment income

Life insurance companies
Tax-exempt
Year corporate
pension Delore Reduction Alter
funds Federal by reason Federal
income tax of tax income tax

3.09 3.18 0.20 2.98
3.2 3.28 .21 3.07
3.4 3.36 .21 3.15
3.0 3.46 .22 324
3.58 3.81 .8 33
3.68 3.63 .30 3.33
3.84 3.7 .31 34

of

Source: Corporate funds; Securities and Exchange Commission Life Insurance Companies; Institute
Life Insurance Fact Book.

From the foregoing tabulations it is obvious a life insurance company in its
pension operations cannot compete on a cost basis with the tax-exempt operations
of a bank or trust company. Life insurance companies have lost ground to
their tax-exempt competitors.

This shift of business to trusts has created a maladjustment for smaller
employers. This shift of business to tax-exempt trusts has been more extensively
used by a large employer with a decrease in pension cost, leaving his smaller
competitor with a higher cost for his pension service.

In its Survey of Corporate Pension Funds, 1951-54, the Securities and Ex-
change Commission found from sampie data that “smaller-sized businesses have
proportionately more plans of the insured type than do the larger companies.”

As to existing plans, the average number of employees covered by group annuity
contracts was 707 in 1955 (645 in 1957) (according to the 1958 Life Insurance
Fact Book) which contrasts with an average number of 4,075 for 643 plans
handled by corporate trustees (as reported in 1955 by the New York State Bank-
ing Department). As to new plans, the average number of employees under
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group annuity contracta {saned tn the &-year perlod 100867 waa 81, (ncconding
to tho reports of tho Lifo 1usurance Assoctation of Amerlea). In a study made
by tho Bankers Trust Co. of new plans adopted In the perlod 1903 88 coverlug
68 plans with at least 200 Mivew, the average alse of the group annnily CA¥8 Was
000 employecs and for the trusteed plana was $,400.  Finally, here iz a ateiking
comparison : Durlng the period from January 1, 1084, to July 1, 103, the aver-
age number of employecs coverad by Kguitable discontinued pension ptans which
chauged completely to trusteod funding was 2,088 and the average number of
employcea for nowly tssucd contracta during (ho =me pericd wan 204,

The foregoing facts demonstrato clearly that the amaile or moderate-sisesd
'elllllllts‘yer flnds it desirable to use the services which an insuranuce company
provides,

Small bualuess needa the services of tho e insurance company,  Under
trusteed plan, the employer ia solely respouaible for the suceessful operation of
the plan.  Although he cugages the speclatised sorvices of the consulting actu-
ary, tho bank as truatee, and the tax nwyor, notio of those speclatiatg iz or can
be responsible for the adequacy of funds to aupport the benefita promised
by the plan.  Tho succegaful operation of a trustead plan generally deponds upon
the continued exlatence of the employer. An Inadequacy of contributions may
not be properly recognised for many, many years. Rvon though coutritmitions
may bo soundly determined by actuarial principlee, a aufticiont number of lives
and a sufficlently long perlod of operation are necesaary to pormit the law of
averagea to operate—a law on which the actuarial determinations depend.  The
offfcers of a small business are least lkely to have the thme and talent regquined
to fulfill the employer'a reaponsibilitica of a trusteed plan. A amall penzion
fund handled soparately aa a trust will entalt velatively high fnvestwient ox-
penses and niay not provide adequato attitude for proper diversifieation of
investmouts.

Life insurance companica provide a unigue and necessary sorvice by which
tho small employer can gecure—

(a) guarantees of the adequacy of funding with no visk as to fallure of
the law of averagea to operate;
(d) the bonetit of an Inveatmont activity with opportunities for wide
diveraiflcation and low Investment expenso;
(0) an assurance that benefits accrued to date are adequately tunded
oven though the cployer gshould go out of bustness; and
(d) an arsurance that pald-up penstonz vested {n ex-employees (portable
penstons) will bo secure and wlil not depend upon the employer always
belug In existence n order to adminlater and provide sueh benetits,
In view of the virtual neceseity of the amall eraptoyer ustng the servlees of the
life Inaurance company, the Fedoral inconn tax diserimination as to “qualified*
pension plana falts with apectal force upon the suntl etployer, s only alteron-
tive 18 A rixky venture for which he {s ungualified.  Thiz altuntion cannot be
sald to be consirtent with zound pubtic potiey,

1t Is alzo fmportant to recoguize that the burden of the tax can ultimatoly tall
on the cmployee by his recelving a lester pensfon from the futds whleh the
cmployer has avallable for n penslon plan,  Thix s pavticularly teue where
the employor contributes utder a “contspoer-hour” type of negotiated plan.

The tax equallty now sought affect2 only a cluss of bustuess of a life lnsue
ance company. While it would correct the fnequitiea and diserlmluatlon cast
upon the penalon operation of life Insurance compantex & wonld ot crvate
any advantage for one life fusurance company ovor another, MThe suggested
tax equality would benefit only the pehalon contract holdors, 1o one olse.  Kach
penalon contract, whether with a stock or a mutual company, {8 under conatant
serutiny by tho contract holder. Taxca are charged to each penalon contemet,
without any connection whatever with any other line of busineas,  Ponaton fund
equality now sought wonld have no eftect whatover upon competition with other
companies operating solely in the ordinary life flold, but it would vqualise the
position of Insurance companies and banka (n the pousion Geld and troat penston
burinees tho same without regnrd to the entity furnishing the serviee,

The roport of the Ways and Meana Commitioe (p. 8) commenting on the
treatment of pension Income saya: “The more favorable teeatment of gualitet
penalon and profit ahariung buaineea Ia boltaved necesrary tn viow of the fact that
the net Investment earnings of n qualiled penaton or profit sharlng trost are
completely exenipt from tax whilo they are accumulated tn the truat” 1t seema
clear that it was Intended to try to dbring about tax equality for the two methods
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of oparntion. Howover, to attain such objoctive the following amondimeuts of
tha bill now under conatdeartion are roguined,

1. Tho LI provides for axemption of fncome arladng in connectton with pon-
aslon rosorvet I income from penzlon surplua I3 (0 b taxed st the rogular
corporate rate. Whilte relle? based on resorvos Ix subiatantial, it falla short of
complote tax oquality,  In tho cano of truat operatlons, the whole fund {a axoam.
In Insurad operationa the fund ia the total of potiaion reesrvea tncluding othar
panaion futat Habflitios and penalon surplus,  Consequently, to ignore carnings
on snlrplns aud othor penston fund Habllitios falla short of oetablizshing tax
oguallly.

2 Alony the aawe ling, the samoe tax exempt treatient of capltal gaina and
lossns ahionld be given to fnsured funda as {2 acconted truated fuanda,

3 Tho Ml cloarty providea in atep 1 oxemption for incotne attributatite to
panston roservey  However, & part of thix mny bo taken away in step 11, ro-
lating to the tax on not galn fram operntiona i which ne account ia takon of
pansion operationa,  Todal tax ® {3 based on net Investment income in atep 1,
plua {0 porvoiit of the excvas of et gain from oporations in atep It over net
Investaent incoton - Reductlon of net investment incote tn atop L to the axtent
that pension feome I8 deducted tieroasee the probabillty of croating tax -
abllity under atop 1T In which pousdon operntions are ncluded,

Thia fa ovidently unintended and cadlly corpected. 1t conld be provided that
the Inclasion of panaton oporations fn step 1E will not creato a tax Hability
utidor stop 11 whilch wonld not otherwise exist.

(NoT~ “The followlng tochuical amendmont would revieo the definttion of
“ponnton plan resaevea” now in the bill to inelude cotiteadta baaed to tax exompt
argantsations and to amployers with qualitded plans in Canada,)

Roction 8ON¢e) (3) to Lo replaced with foltowing:

“For purposs of (da part, (ho term "penston plan roeorvoe” moans that
portion of the e insuratve roeervee Which iz allocable to conteacts--

A ontared Into with truata whiteh (aa of the thue the contracta were
ontord {uto) wore deotmed to be (1) trusta deacribed In section 401(a)
and oxeanpt feom tax utdor acction ML) or (I trusta exetapt from tax
utder soction 100 of the Wternal Revenne Codoe of 1030 of the correapond.
Ing provisious of prior rovente lawa,

R) ontored Into with cuployers undor plana which (aa of the thwe the
contracts worn etfornd into) (1) wore devmad to e planae weoting the
roquirementa of seetion 401(a) (1), (4), (H), aud (8), or the requircimenta
of zoction W) (@), ¢, (d), and (B) of the Tuternal Revenne Code of
1: or (H) woere plank for whiteh under the provisiona of prior revenue
laws the cployar contributions wore deductible;

SN entored info with smployers oxempt from (ax undor acction HoOL(¢)
or (1) or section HIdER) or exempt from tax under the corrosponding pro-
vizlonx of prior rovenue awa,

(D) previding beneita for employoea or apenta of the life Insurance
company uuder a plan which for the taxable yoar teets the requirementa
of soetlon 408 (a), (B), (4), (D), and (),

(R entored nto under approved superatnnnation fandas oe ptana as de
fued by soction 127, subsection (1), parageaph (¢) of the Income Tax Act
of Canada,

ArreNmx I

INSRURANCOR COMPANIRS WaIeH TAsUR (GROUE ANNUTYY CONTRACTS

Aotna Lifo Bhlelity Mutuat Lite
Amorlean Life, Dolaware Qoeneral Awerlcan Life
Amerlean United Life troat Anerican Rosorve
Bankers Life, Towa Qroat-\Woeat Life, Canada
Qanada Life Johm Hancock Matual Life
Qonfoderatlon Life Life aud Cazualty
Connectleut Qeneral Lito Lite Inanrance (o, of Virginda
Continental Aszsurance Lluesin National Lite
Crown Life Manutacturers Lite
Dominlon Lite Mazzachusetta Mutuasl Lite
Rquitable Lifo, New York Motropalitan Lite

81t cawe of & stock company atep 11T 1a alao lnvolved
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INSURANCE COMPANIES WHICR ISS8UE GroUP ANNUITY CONTRACTS—Continued

Minnesota Mutual Life
Monumental Life, Maryland
Mutual Beuetit Life

Mutual Life, Canuda
Mutual Life, New York
Nationwide Lite

Nuew England Mutual Lite
New York Life

North American Life, Canada
Nourthwestern National Life
Qccldental Life, California
Pacitte Mutuoal Life

Pacitte National Life

Paul Revere Life

Pledmwont Lifo

Protective Lifo of Alabama
Provident Life and Accldent
rovident Mutual Life
Prudential lusurance Co,
Republic National Life
Securlty Benelit Life
Southwestern Lifo
Staudard Lite of Indiana
State Mutual Lite

Sun Life, Canada
Travelers Insurance Co.
Unlon Central Life

Union Mutual Life

United States Life

INSURANCE CoMPANIES Wition IsSUE INDIVIDUAL I’eNsSION I'RusT 1’OLICIES

Acacla Mutual Life

Aetna Life

Awmerican Life, Delaware
Amerlean Nattonn!
Awerlean United Life
Bankers Life, Town
Hankers Life, Nebraska
Bankers Natlonal Life
Berkshire Lite

Business Men's Assurance
California-Western States Lifo
Cauada Life

Capitol Life, Colorado
Central Life, lowa

Central Standard Lite
Colonial Lite

Columbian Natlonal Lite
Columbus Mutual Lite
Commonwealth Life, Kentucky
Companion Lite
Connecticut General Life
Connecticut Mutaal Life
Continental American
Continental Assurance
Crown Life

Domiunlon Life, Canada
Eastern Lite

Equitable Life, New York
Equitable Lite, Iowa
Farmers & Traders Lite
Fidelity Mutual Life
Frauklin Life

General Anerican Lite
Great American Reserve
Great Southern Life
Great-West Life, Canada
Guarantee Mutual Life
Guardian Life, New York
Gulf Lite, Florlda

Home Lite, New York
Indianapelis Life
Jefterson Standard Life
John Hancock Mutual Life
Lite Insurance Co. of Georgia
Life of North Amerlca
Life Insurance Co. of Virginla
Lincoln Natlonal Life

The Maceabees

Manhattan Life
Manufacturers Life
Massachusetts Mutual Life
Metropolitan Life

Midland Mutual Life
Midlnud National Life
Miunesota Mutual Life
Monumental Life

Mutual Benetit Lite

Mutual life, Nevr York
Niutional Life, Vermont
Natlonwide Life

New England Mutual Life
New York Lite

North Anterican Life, Canada
North Amerlean Life, linols
North American Life & Casualty
Northeastern Life, New York
Northern Life, Washington
Northwestern Mutual Life
Nerthwestern National Life
Occldental Lite, Calitornia
(hio National Life

Ohio State Life

Pacitic Mutual Life
'an-Awmerlcan Life

I’'nul Revere Life

Lenn Mutual Life
hiladelphin Lite

I'hoenix Mutual Life
Piedmont Life

Uilot Life, North Carolina
Postal Life, New York
Protective Life of Alabama
Provident Life & Aceldent
Provident Mutual Lifo
P'rudential

Republie National Life
Reserve Life
Security-Connecticut Iife
Security Benetlt Lite
Security Mutual Life, New York
Southwestern Life

Standard Life, Indiana

State Mutual Life

Sun Life, Canada
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INSURANCE COMPANIES WIICH IssUE INDIVIDUAL PENSION TRUST PoLiciESs—Con.

Sun Life of America, Maryland United States Life
Travelers Insurance Yolunteer State Life
tnlon Central Life Washington National
Unlon Labor Life West Coast Life
Union Mutual Life Western Life

United Benetit Life

SaN ANTONIO, TEX., February 25, 1959.

Senator Hagrry F. Byrp,
U.S. Nenate, Washington, D.C.:

More than 85 percent of U.S. families have life Insurance coverage. Most
Hfe insurance companies are mutuals or are owned by policyholders. Even
a casual examination of the life insurance company tax bill pending before
Senate Finance Committee shows it will increase taxes on life companies and
on policyholders thercof by about 83 percent, and that mutual compantes will
be paying in such taxes about $7.50 out of every $100 of premlums received.
This will affect annuities of elderly people already payable in a deflated dollar.
Lifo insurance values represent life savings of millions of Americans but under
this bill such savings will be taxed at least three times as heavily as other forms
of savings in mutual savings baunks, saving and loan associations, etc. This
tax blll will drastically impair effectivencss of life insurance ns n force for
economic stabllity and will deplete the amounts available for investment by
life insurance compantes in American industry business and home loans. It ls
hoped you will use every effort to oppose the passage of this proposed bill.

A. H. CADWALLADER, Jr.

VARIABLE ANNUITY LIFE INSURANCE CO. OF AMERICA,
Washington, D.C., February 26, 1959,
Senator Harry F. Rvrp,
Chairman, Finance Commitlee,
U.8. 8enate, Washington, D.C.

Drar SeNaTorR Byrp: ILR. 4245, relating to the taxation of the income of life
{nsurance companles, which 1- before your committee, contalns certain provi-
slons which, by an apparent ov. sight, impose an unfair tax burden on companies
such as ours, which issue variable annuity policies, The eftect of these provi-
sions is to impose upon our company a tax on certain portions of policyholders’
reserves, a result which was not intended by the draftsmen of the legistation.

Variable annuity policies provide that policyholders® reserves are ercated by
net premiums acemnulated at a rate which retlects the actunl investment experi-
ence of the company. The rate is determined on the busis of investment income
plus capital gains and losses, realized or unrealized, less an amount representing
an expense factor. These reserves are based not upon a predetermined or
assumed rate of interest, but upon the actual investment experience of the
company.

H.R. 4245 in the whole imposes no unfair burden upon our company, but under
the bill, the company would be linble for a capital gains tax on all of its capital
gaing, even though a portion of all capital gains is allocated to policyholders’
reserves. Thus, it would be a tax on a liability created by terms of the policy
contract, an effect not intended.

The matter has been discussed with the technlclans of the Treasury, Internal
Revenue Service, and of the Senate. They are aware that this efteet is an over-
sight and should be corrected if the Senate Finance Committee so directs.

It is respectfully requested), therefore, that 1LR. 4245 be amended so as te
remove this deflciency. .

Without suggesting specific language, but for the purpose of detining the specific
problem, the following language should be considered :

‘“That portion of capital gaius credited by contract to the reserves of a potley
will be deemed to be additions to life insurance reserves and will be part of
Investment Income.”

Your earnest consideration of this request will be greatly appreciated. I
request that this letter be made & part of the officlal record of the hearings on
this bill, and am taking the liherty of sending & copy of this letter to Mrs,
Elizabeth B3, Springer, clerk of the committee, for that purpose.

Very truly v ‘nrs,
RoBERT A, CRICHTON,
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- Lare INSURANCE Co. oFr NORTH ANERICA,
Philadelphia, Pa., February 2§, 1959.
Hon. HARrY Froob BYrb,
Senate Ofice Building, Washington, D.C.

DEAR SENATOR Byrp: H.R, 4245, an outrageous and punitive bill which will
increase the taxes patd by life insurance companies by more than 80 percent and
do irreparable harm to a vital industry and millions of policyholders has aiready
passed the House., It will pass the Senate, too, untess stern and forceful action
Is taken immediately prior to hearlngs before the Senate Finance Committee
which begin on March 8.

Estlinated tax revenue from life insurance companies for 1938 to the Federal
Governinent woutd be about §43 millions under IL.R. 4245; nbout 500 milllons
utder the 1042 law; and about 310 mfillions under the Mills-Curtis stopgap
formuta. All this revenue would be in addition to thie 300 millions life insurance
companles pay in State premium taxes,

The 543 million figure, a 80-percent incrense, was arrived at in a manner in the
words of Representative Curtls as “devold of proper morals and ethices.”
Because the 1042 formula, which everyone agrees is unsound happens to take 500
mititons from the fudustry in 1058, the Treasury, the sponsor of ILR. 4245, told
the House to get 600 mitllons out of the industry without any attempt to evaluate
the effects of this tax upon the industry.

We belleve H.R. 4245 will raise the cost of life insurance to tens of millions of
g:llcyholdors: discourage its purchase; grossly favor mutual finds, savings

nks, and other forms of investment ;: and will serfously impalr the effectiveness
of life Insurance companies as a vehicle for capital formation.

We respectfully request that the Mills-Curtis formula be continued for another
year, perhaps amended to include a provision which can be taken from the
present biil to tax creditors life insurance and other forms of short-term life
inlsl}limnee. This would produce 383 millions in revenue, or an increase of 68
willions.

It s positively immoral and completely tontrary to every principle vor which
this Nation and its people have always stood to pass ILR. 4245. Life insurance
iz a vital bulwark in inducing people to provide for the security of their families
and for their own retirement. IR 4245 discourages this form of thrift,

That in itself iz bad enough but, in addition; the Federal Governnent is already
providing stift competition for life insurance through tax-exempt social securlty
benefits, which seem fated for contnual hroadening in the future as they have
been graatly broadened in the past. ’

The so-called free interest, already taxed, exists for a sound business reason,
The reason is simple: it would be unwise and unsound for life insurance com-
panies to set their reserves on other than a conservation basis. Reserves must
be maintained over a great number of yrd~s during which interest rates are
known to fluctuate widely.

In the name of everything that ia fair and decent, and because {t i{s just good
hardheaded American commonsense, pleas: defeat this monstrous proposal and
help to preserve life insurance ag & healthy and important factor in the growth
of our Natlon. Encourage life insurance companies to buy Government bonds
if you must—tax them fairly because the cost of Government must be borne by
all—but don't make life insurance bear an unfair competitive disadvantage
through conflscatory taxation. Inflation, which attacks the very heart of fixed-
dollar investinents, has already made life insurance less attractive and will niake
it even more 8o in the future. .

Resy ectively submitted.

EoMUND 1. ZALINSKE,
Frrruary 19, 1959,

MEeEMORANDUM FroM T. A. BRADSRAW, PRESIDENT, PROVIDENT MUTUAL TA¥E INSUR-
ANCE CO. OF PHILADELPRIA

To Osr Dircctors, Oficers, and Picld Representatives:
FLUERAL INCOME TAXATAON OF LIFE INSURANCE COMPANIES

A new proposal for Federal income taxation of life {nsurance companfes (H.R.
4245) was passed by the House of Representatives on February 18, and will
shortly be brought to the Senate Finance Committee for consideration.
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Briefly, H.R. 4245 provides for a determination of the company’'s net taxable
investinent income (phase I) and its net gain from insurance operations after
policyholders’ dividends (phase 1I), and for combining phase I and 50 percent of
any excess of phase II over phase I to arrive at the tax base. However, where
the payment of policyholders’ dividends causes phase 1I.to be less than phase I,
the net taxable investment income constitutes the tax base. Thus the tax on
mutual companies will in most instances be based entirely on phase I.

There are additional provisions for a tax on profits when distributed to stock-

holders, and for a tax on capital gains,
We believe it advisable to give you this statement about the tax situation and

the company’s position with respect to it. v

1. The bill will scverely increase the taz burden on policyholders .
H.R. 4245 is designed to replace a law enacted in 1942, which was never repealed

but which has been suspended in its operation since 1930 by a serles of stopgap

laws, the last of which was enacted in the spring of 1958 to apply to 1957 opera-

tions. If not now repealed or suspended, the 1042 law will automatically apply

to operations for 1958 and subsequent years. Lt .
While the 1042-iaw itself would impose a severely increased tax over that im-

posed by the stopgap laws, the new proposal (H.R. 4243) would lmgose increases
almost-as severe, as shown by the following tabulation (figures for Provident
Mutual) : - C ’
Adtual tax 'ax undee
Tax Year under stopgap | Taxi11942law | H.R. 448 as
R law spplied introduced in
'Bou.so
A}
1, 904,
ik
zm%

1 Estimated. o L o i

We are told that In mdny,’niuftual companies the tax under H.R. 4245, as now
diafted, would result in increases ranging between 60 and 105 pércent over the
tax based on the 1957 law. /o T ;

2. The 1942 la10 should do repealed . !

This law has lghg been regarded as unstable, discriminatory, and unsound.
As recently as the spring of 1958 it was condemned by the House Ways and
Means Committee, when it gaid: “It would be unreasonable to return to a funda.
mentally unsound tax formula simply because under the changed conditions of
1957 1t would produce a large2 amount of re\'enuf."

It is highly important, therefore, that the 1942 law be repealed. But it is
equally important that the new bill, H.R. 4245, be modified, because, as orig-
inally introduced, it, too, will produce an unduly severe increase In taxes, resuit-
Ing in an unfalrly high burden on life instirance policyholders.

3. Magnitude of taz under H.R. 4245

When H.R. 4245 was being formulated, we were told that the law should be
80 designed as to produce some $500 miilion of revenue from the life insurance
industry on 1958 operations. Apparently the rationale was that the long-dis-
credited 1942 law would have produced about $500 million if allowed to operate,
and thus it should be the criterion for establishing the fair amount of tax.

As actually introduced in the House, it is now estimated that H.R. 4245 will
produce more than $548 million of revenue for 1958 operations.

In order to accomplish this result, varlous provisions were inciuded in the
bill which we sincerely believe will produce inequities, no matter what the aggre-
gate tax take from the industry may be.

Moreover, it'is a demonstrable fact that even under the stopgap laws in effect
in recent years the total tax burden on life insurance savings has been heavier
than that imposed on any other foim of thrift. We recognize that under present
circumstances Cougress may real obliged to insist on some appreciable increase
in tax over the levels produced under the recent stopgap laws. But the $500
million criterlon is unduly high.
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Whilte (t 18 of paramount importance that the 142 law be repeated and IILR.
4248 scenir to be the only present means to accomplish this, H.R. 4245 needs
maodification 1n onder to produce equitable results. R

4. Effect of State promium taxcs

State premium taxes are actually taxes on capital deposits, a form of tax
unknown to any other form of thrift. (In the Provident Mutual the State
premfum taxes for 1088 amount to $776,000; tur the entire industry they are
more than $370 mililon.)

A very large portion of these premium taxes presumably would be unconstitu-
tlonal were it not for the fact that Congress, through the McCarran Act, spe-
cliieally reserved to the States the power to impose thewm. In so doing Congress
fmpliedly gave priority to the States in taxing the Insurance business.

In the interests of falrness to life insurance policyholders, 11L.R, 4245 should
recognize the bunden of these State taxes by allowing a reduction in the Foderal
tax ¢quivalent to all or part of the State premium taxes.

S, Imdividual annuitics and sctticment options

The lucome from individual annuitles and settlement options is taxed divectly
to the reciplents. 71herefore, the income from reserves hetd for these purposes
should be eliminated from the corporate tax base so as to eliminate double taxa-
tion. It deemed necessary, this deduction could be graded over a 3-year perind
in & manner similar to that provided in H.R. 4248 for reserves held on account
of qualified pension plans,

6. Adjusted lifo insurance reserves

The method of determining adjusted life insurance reserves employed in see-
tion S05¢b) (2) of ILR. 4243 produces o deseriminatory result agaiust conserva-
tively managed companiex by introducing tuto the caleutatlop the company's
average rate of interest assumed in its premium calculatlons instead of basing
the cateulation solely on its actual earned interest rate. In a mutual company
the interest rate assumaed should have no bearing on its tax lavility. 1If you
take two mutual compantes, {dentical in all respects except that one assumes a
lower fnterest requirvement than the other, it simply means that the one with the
lower assumplon will have a higher gross premium rate than the other, but will
return a higher dividend. the dividend belug a vetarn of the unneedaed premium,
It a higher tax {s assessed because of the lower assumption (as is the case in
thix bitl), then a competitive disadvantage 18 created.

Section 8 (2) should be changed so ns to base this caleulation on the
individual company's actual earned Interest rate—or alternatively, on the aver-
age of its actunl carned rate over, say, the preceding 3 or § years,

7. Discrimination against participating insyrance—Effect of “Dividends”

As applied to companles Issulng participating policles, HL.IR, 4245 provides (n
effect, that it the net investment income taxable under so-called phase I is larger
than the net gain from operations (1.e, net gain from insurance operations after
dividends to policy holders) under so-called phase 11, thew the tax will be based
entirely on phase I, This means that many mutual compantes—and also many
stock companies issuing participating polivies—would be deprived of credit for
a large portion of thelr policyholders' dividends, which actually are a return
of premium overcharges and are not corporate earnings. ‘The result is that a
substantial portlon of the dividends is in effect added to the tax base. Obviously
this adds to the net cost of participating insurauce.

The return of premium overcharges (dividends) is what keeps participating
policies in both stock and mutual companies in a competitive net-cost position
with nouparticipating policies, because the gross premium for nonparticipating
life insurance is lower. 1f, as s now provided in H.R. 4245, a substautial part
of the ability to return premium overcharges is taxed away, then participating
pollcies suffer a competitive disndvautage.

To correct this fnequity, the law shoutd allow as a deduction from the tax
base {n phase 1 some portion-—-say M percent— of the amount whereby the net
fnvestinent fpcome in phase I eaceeds the uet gain from operations in phase I

If such an allowance i3 not made, then consider the dilenima of a mutual com-
pany in considering, for instance, whether or not it should make a charitable
contribution, Any such contribution by a typical mutuat company would be made
in 100 percent dollars with no tax credit whatsoever. In contrast, such a con-
tribution by a stock company issuing only nonparticipating policies would constt-
tute a deduction {n phase 11 and the net cost of the contribution, after tax deduc-
tion, would be reduced by about 28 perceut.
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8. Other fcaturcs

There nre other features of ELR. 4245 which seem to indicate the need for
careful conslderation and possible modiflcation. They are of such techuical na-
ture that they cannot feasibly be discussed in this memorandum. Awmong other
things, (a) the LU seems to remove partially the tax exemption normally
granted to incoule from tax-exempt securities; (d) the hmposition of a fint tax
of 25 percent on long-teri capital gaiu differs from the treatment accorded other
types of taxpayers, and may deserve some moditication; and (e) the deduction
of 2 pereent of proup insurance premiums and 10 percent of the Increase in
reserves for nonparticipnting contracts, granted in phase 1I of the bill, would
seem to create a competitive disadvantage for companies whose tax in effect
will be based entirely on net investent income under phase I.

9. Economic cffects

Finally, the severe tax increase contemplated by H.R. 4225 raises serious
questions as to whether a tax burden of this magultude may uot tend to dis-
courage savings through the purchase of life insurance, to the detriment of the
Natton's economy. Life fnsurauce is too lmportant frowm a soclal and ecounomic
standpoint to be taxed in any but the soundest and falrest way.

This concern is well expressed fn “Supplemental Views on H.R. 4245 filed
with the Ways and Means Committee report by 10 of its members. We attach
a copy of this supplemental report and commend it to you for your cousideration.

VI Svertemestan Views oN LR, 4245

The nudersigned members of the Committee on Ways and Meaus have jolned
in expressitg these supplemental views beenuse of one priucipal concern that
wo share with respect to your committee’s bitl,

We are concerncd that insutlicient counstderation has been given to the eco-
nomice impact of the revenue implications of the bill LR, 4245. We dv not
make the point that teo tittle, just enough, or too much revenue is extracted
from the insuranee industey and its policybolders; we do make the point that
the ecovomie aspaeets ot this Issue must be further studied and evaluated before
the Cougress can have contidetice that the tax burden fmmposed under your
comittee’s bill is appropriate in magnitude and equitable in distribution,

The bIll produces aggregate revemte for axable year 1038 of $345 million
This iy $45 million more than the 142 formula would produce if applied to
AN income.  ‘The tivst step in the bitl, which deals with the taxation of iuvest-
ment fncome (earnings on policyholder saviogs), results in a tax ioerease of
approximately §3 million more than the 1942 act which like step 1 of the bill
applies only (o fnvestment income.  Buth the Treasury Departinent and the
Congress have recogiized that the 12 act was based on an artiticlal formula
which produced little or no revenue in WHT through 149 aud now 11 years later
wotlld impwose an inequitabile tax buvden on policyholder savings,

With respect to the 1942 formula the Seuate Committee on Finance made the
following statement in its committee Report No, 1071 of the Sth Congress at
the time of tuvorably veporting the legislation (LR, 7201) embodying the
Mills-Curtis stopgap to the Senate: “Your commitiee did not feel able to give
adequate cotsideration to the problems involved in the short time before ad-
Jourmwent.  This left Hie insuratice companies apparently subject to tax on
1950 income under the teems of the 142 formula, which would fuvolve a higher
tax than was tmposed under the llouse bill. Since your committee did not
intend that this formula should come into operation ¢ ¢ ' Iowever, it is
clear that the new formula imposes a still greates total burden on poticyholder
savings than would resuit from tho 1142 formula.

Compared with the Mitls-Curtis stopgap law the bill iucrcases the aggregate
tax on life insurance companies for 1938 by approximately $226 milllon. Thus,
the tax tor 1038 will be more than 70 pereent higher than that paid fn 1957.
Of this fucrease, $186 million is levied on the earnings on policyholder savings
and $40 wlliton will be derived from so-called underwriting gains. With re-
spect to the Mills-Curtiz formula it Is signiticant to note that the revenue
experience under that method of taxing insurance companies resulted in in-
creasing tax collections each year it was in effect retlecting the growth experi-
enced by the industry.
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Testimony before the Ways and Means Committee disclosal that over halt
of the life Insurance in force today does not {nvolve savings features. Inflation
and taxation have influenced this result. The trend towanl pure protection and
away from savings features is of great economic concern. Healthy expansion of
our economy depends in a large measure on the rate of capital accumutation
made available through private saviugs institutions such as life Insurance com-
panics. Taxes on investment incomo tend to reduce the iuterest credited to
policyholder savings and such a tax burden further discourages saving through
the purchase of life insurance.

In couslderiny the revenue aspects of the bitt it should also be recognized that
ife insurance companies are already heavily taxed by the States, possibly more
heavily taxed than any other industry. These State taxes are unlque and have
no counterpart in the case of other thrift Institutiona, In enacting the McCarran
Act Congresa recognlzed the traditional and exclusive regulatory role of the
States and implicdly evidenced a congressional intent to give priority to the
States In taxing the lnsurauce business, The State taxes on Hfe insurance pre-
miums will exceed £300 mililon for tax year 1038 When these State taxes are
added to the rovenue antielpated under the bitl the aggregate exaction will ex-
cced $S43 mitllion. Five years ago the combined Fwderal and State taxes were
less than 80 percent of thls figure. This treud in lee Insurance taxes is likoly
to increase the cost of insurance and to reduce the return on fusurance savings
tf the mlnt where the savings features of life lusurance will be less attractive to
the public.

Individual economlie security {8 now belng provided the public by life {nsur-
ance companles, other thrift institutions, and through the social security system,
It is sound public policy to encourage everyvone to provide for his own security
on & voluntary basis and our tax laws should encourage, not deter, such efforts.
This bill, however, makes voluntary provision for one’s own ecotomte security
relatively lesa attractive sluce it increases the tax on life insurance while invest-
ment earnings under the soclal security system are free from oither Federal or
Stato tax. This increases the advantage of the soclal security system over vol-
untary individual protection offered by life insurance companiez, particularcly
if the latter must absorb taxes of the magnitude provided in the bill. Publie
awarenees of this differential in cost will most certainly tead to increased dee
wand for larger social securlty benefits and less incentive to build security on a
voluntary basis

The economlic considerations set forth in these supplemental views must be
evaluated objectively and thoroughly if wo are to avotd possible impatrment of
the natlonal economy and of the Federal tax base.

Daniel A. Reed, Richard M. Simpson, Noah M. Mason, John W.
Byrnes, Howard H. Baker, Thomas B. Curtis, Victor A. Knox,
James B. Utt, Jackson E. Betts, Bruce Alger.

Tue PENN MUTUAL LIFR INSURANCE Co,,
DPhiladclphia, Pa., February 19, 1959,

Re H.R. 4245, Life Insurance Income Tax Act of 1050.

Hon. Joerrr 8. CLARK,
Senate Oftice Building,
Washington, D.O.

DEAR SENATOR CrarX: Our company is, of course, very much concerrned with
this bill, which 18 intended as the permanent substitute for the stopgap leglsla-
tlon which has becn enacted from year to year for the tax on life insuranco
companies, pending review of the suspended 1942 formula.

Tt i3 cur conclusion thai there ghould be new legislation this year so that the
1042 formula will not be revived, but that this bill, as passed in the House, needs
amendment. The bill introduces a new concept in its revaluation of a company's
reserves in determining taxable investment income. We belteve that this, for
example, should be modified so as to be based on a company's earned Interest
rate and not upon rates which have been assumed in determining a company's
preminm rates, alnce assumed rates of intercet are not a proper measure of a
company's taxable income.

Provision also should be made for extending to income derived from reserves
on individual annuities and annuity options which have been elected under
Insurance Jolleles the same treatment as has been made in H.R. 4245 with respect

to qualified pension plans, ,
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[ think you wmay be Interested in the attached memorandum, which outlines
in a little more detall these and other points in an effort to explain our feeling
that this bl needs amendment.

We understand that the intent was to write a bill which would provide the
$500 million which would havo resuited under the 142 formula, and that this
bill overshoots this mark constderably. We feel, of course, that it should not be
permitted to exceed the original target, but we feel also that such a target is an
Jmproper measure of any new tax, since that formula was discredited many
years ago as a proper basls for taxing life insurance companics. We feel, there-
fore, that the polnts mentioned in the memo should be considered without
prejudice by comparison with a predetermined revenue goal.

Sincerely yours,
WitL1s H, SATTERTHWALTE,

Vice President and Counsel

STATEMENT ON DBEnALF oF THE PENN Mutvan JaFrk INsURANCE Co. ox H.R, 4245,
THE LIFE INSURANCE INCOME TAX Act oF 1039

ILR. 42453, which Is about to be considered by the Senate Finance Committee
after passage in the House, would provide a new basis for determining the
Federal income tax to e paid by life fnsurance compaunics. The purpose of
this statement iz to make available to members of the Penan Mutual orginisation
information on the effeet this bill would have and the company’s position with
respect to it—particularly for the Lenetit of those who have expressed an
Interest in participating in the conshderation of this vital subject through
contact and discussion with their legislative representatives.

TIE BILL PROVIDES FOR A GREATLY INCREASED TAX BURDEN

The bill s estimated to inveease the amount of tax Imposed on the industry
aproximately from $300 milllon (on the basis applicable to 1937 Income) to
$550 mlllion. Appreciation of the magnitude of this increase s confused by
tho fact that failure to caact a new bill does not mean that a tax at the 300
milllon rate will coutinue, but rather the revival of a formula adopted in 1842,
abandoned in 1950 as unsatisfactory, and held in suspension ever since pending
developmient of a satisfactory formuly, ready to become operative automatically

if & new law is not adopted.
THE BILL WAS DESIGNED TO MEET A PREDETERMINED REVENUE GOAL

ILR. 4243 is designed teo replace the 12 formula, and to provide a perma-
nent basis for taxing lfe tusurance companies, The bill is probably unique
tn being designed primarily to assure tax revende in a predetermined amount—
namely, the amount which, under the discredited 104 formula, could be ex-
peeted to result € no bill at all were enacted.  The establishment of this goal
has had the unforunate result that emphasis has had to be placed on the tax
take to the cxclusion of conslderation of the tax burden which millions of
policyholedrs might properly be called upon to pay.

THERE SHOULD RE A NEW LAW

It is casential that the practice of repeated stopgap suspensions of the 1942
formula be terminated, and that a new basis of taxation be adopted which
can be expected to have some degree of permanency. It is recognizd, further-
more, that despite the valldity of reasons why policyhalders of life insurance
companies should not be called upon for an increased tax burden, Congress,
under the clrcumstances of the current situation, may determine that the
company, aircady a substantial taxpayer, will have to accept a greatly fncreased
tax. We belleve that the bill properly recognizes that, while the interests
of policyholders of both stock and mutual life insurance companies require
similar treatment of both types of companies in most respeets, additional pro-
vislon needs to be made with respect to the proprietary futerest of stockohtders.

CONSIDERATIONS WIICH S8HOULD BE TAKEN INTO ACCOUNT BY CONGRESS IX
DETERMINING THE FINAL FORM OF THE NEW TAX

1. The 1942 formula shoxid not apply by dcfoult.—The 1942 formula {s not a
proper basis for a tax on life Insruauce compantes, It should not be permitted
to come Into operation for 1058 or auy other year by default in adoption of a
satiafactory new act before March 15, 1839,
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2. The 1942 formula i3 not a proper mcasure for the 1939 act.—The 1942
formula s not a fair and proper formula for the tax, and this has been recog-
nized by the Treasury Department. The amount of revenue which could be
expected under that formula should not be set as an arbitrary target which
any new law must achieve, to the detriment of other factors which should be
considered in determining what is a proper tax for life Insurance companies.

3. Life insurance companics pay hecavy tares {o the States.—Life insurance
companies are rlready substantial income taxpayers and, in addition, are very
substantial taxpayers to the States through premiui taxes to a greater degree
than other types of corporations.

4. The tax should be considered in the light of its éimpact on individual policy-
holders.—The increases of the tax on mutual life insurance companies must
fnevitably fall on individual polleyholders, increasing the cost of their insurance
and thereby decreasing their ability to save through the medinm of life {nsur-
auce,

While it is impracticable to tax the members of a mutual life insurance com-
pany directly for all income accruing to the common enterprise which they have
set up to provide their Insurance needs, the aggregate individual tax burden
which would be imposed upon them if this could be done shiould be taken into
account in determining the tax which is to be imposed on their corporation,

8. The deduction for qualified pension planx should be ertended fo all annwi-
ties and settlement options.—H. R, 4245 does take into account the fact that a
deduction should be permitted with respeet to investment income carned on re-
serves for qualified pension plans which are exempt from tax, and also for
interest paid on policy contracts which will be taxable income to the payees
A simtlar provision should be made with respect to annutties geuerally and te
proceeds of insuratce held under annuity options, since the benetleinries of
such contracts or proceeds are currently subject to tax directly with respect to
the interest elewent in mymenta to them,

6. A mutual company's taradic income comes from its invcstments—In the
case of mutual companies, the only true source of taxable income is income from
investments. Approaches may he devised for determining taxable incowe of a
life fusurance company on a so-called total income basls, provided necessary safe-
guards are taken to adapt them for the protection of policyholders. A mutual
compauy, because of the nature of its operation, develops no income in the
form of gain from operations in addition to its Investment income. The
dividends which it distributes to its policyholders represent not a gain from
the company’s operations, but a refund of a portion of the premium paid
which has been found to be in excvess of requirements, It {s because of this
refund that mutual compantes are able to compete with companies which charge
a lower initial premium but on a nonparticipating basis. ‘The policyhelder
dividend is a means of equalizing the cost in comparison with a nonpar rate.

7. Change ghould bc made in the formula for tarable invegtment incone.—
HLR. 4243 provides for a determination of the tax in two steps, first on the basis
of investment income and, second on the basis of gains from operations. This
is done in such a way that the chief impact upon mutual companies is under
step 1. This appears projer since step 1 relates to investment income. However,
to the extent that the second step, in addition to the tax on investment income,
imposes any tax on & mutual life insurance company's gain from operation, it
goes beyond what we consider to be the proper basis of tax as stated above,

In devising the first step, provision has been made for a revaluation of resorves
for tax purposes. To the extent that this makes it possible to consider a com-
pany’s reserve interest requirements on its own récord and not by the use of
fndustry averages, we believe this is an improvement over prior formulas.

In the effort to reach the fixed revenue goal, use has been made of industry
average and of assumed rates in determining the interest rate to be used in
determining the portion of investment income which should be taxable. The re-
sult of this has been to provide a formula which will in fact greatly exceed the
revenue goal of the draftsmen.

We believe the provhlon for revaluation of reserves should be lmeed od the
individual company's earned rate for the preceding year. If it is concluded that
some averaging of rates be used, it should be an average of the individunl
company’s earned rates.

WiLLis H. SATTERTHWAILTE,

Vice President and Counsel,
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STATEMENT OF AUSTIN J. ToBIN, CHAIRMAN oF vHE CONFERENCE oN Strare De-
FENSE AND EAECUTIVE DIRECTOR oF THE PORT OF NEW YORK AUTHORITY, ON THE
AspeEcts OF H.R. 4245 RelATING TO THE TAN I'REATMENT OF THE INCOME OF
LiFE INSURANCE CoMPANIES FRoM STATE AND MuNIcipAL BoNp INTERFST

This statement s restricted solely to the tax treatment in the proposed Lite
Insurance Company Income Tax Act of 1959 of life insurance cowmpany income
from the interest on State and municipal bonds,

This statement is submitted for the 'ort of New York Authority, an lssuer
of such bonds, and for the Conference on State Defeuse, an organization of State
and municipal ofticers and their associations, dedicated to the preservation of the
constitutional immunity of State and municipal bond interest from Federal in-
come taxation.

At the outset T must state that in our oplnion the bitl is unobjectionable from
the constitutional viewpoint in its treatment of the interest on State and munici-
pat bonds. We are gratitied that Chairman Mills and the Ways and Means
Committee bave so carefully respected the requirements of the Constitution by
avolding any taxation of life insurance company incote from this class of obliga-
tion. We appreciate the complexities of devising formulas which would aecom-
plish the objective of taxing life jnsurance companies to the extent desired and
at the sawe time scrupulously avold any contlict with the constitutional require-
wents that Congress refrain from income taxation of State and municipal bond
Interest.

We do submit, however, for your consideration, a possible enlargement in the
bill of the exemption for life {usurance income from State awnd nuunicipal bonds.
This enlargement, from what the bill now provides, while admittedly going
beyond what the Constitution requires, would go far to meeting a serious prob-
lem confronted by the States and municipalities at this time in accomplishing
a eritically necessary broadening of the warket for thelr securities.

The mechanism which would accomplish this purpaese, it it conunends itself
to the Congress, Iz quite shnple. The pattern of H.R. 4213 pertinent to munieipal
hond interest is this: From the gross investment fncome which includes State
and municipal bond interest (sec. S ¢1) (\), deduction is permitted for
the interest on State and municipal bonds (see. S04¢e) (8)) fo arrciving at net
investinent income.  From this net there is then deducted under soction NMMa)
a vpoliey and other contract lHability deduction™ which is computed under sec-
tton N0, This deduction includes deductions for investment yield on certain
reserves,  For our purposes, it is important to note that section S&(h) (3 per-
nmits the investment yield deduction te include the amount of the net investment
tneome on adjusted reserves which is derived in the form of interest from
munieipal bonds, even though the full amount of such interest on total invest-
ments would atready have been allowed under section NM4e)3).  In other
words, the interplay of the full deduction of State and municipal bond interest
from gross jnvestment income under section S04(eY (Y and the deduction of
Juvestment yield as computed under section 03(b) (5) would resuit in duplicat-
ing deductions for State and munieipil bond interest to the extent that the
investinent yield included State and municipal bond interest. The bill in its
present form would then avold the dupiieation in section 80%G(e) which requires
the insurance company to add back to the taxable investment income otherwise
computed a proportion of the municipal bond interest deducted under section
S04 e) (8) which represents the duplicated deduction which forms a part of the
deductions for investment yield under prior subdivisions,

In our view, it is perfectly constitutional to add back this duplicated portion
to avoid duplicate deductions,

However, we subwilt that there is merit in not doing so, not beeguse of any
benefits life insurance companies might incidentally derive but because of sub-
stantial benefits which would acerue to State and municipal issuers of public
securities in accomplishing a necessary broadening of a market for their bonds.

Most life insurance companies have not up till now invested in municipal
bonds to the extent that a balanced portfelio program would lead us to expect.
and for a very simple reazon. The interest rates paid on these bonds are lower
than they would otherwise be on the basis of their investment quality because
of the fact of tax immuaity. In effect, the investor in municipal bonds pars
for his exemption by accepting a lower rate, and the States and municipalities
are the beneficiaries and can provide more public services to the extent of their
interest savings. Howerver, the interest differential is barsed upon the value of
the exemption to the average investor who pays tax on all of his net fncome.

37382— 390
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Life lisurauce companles, en the other hand, by reason of the necessary de-
ductions for earnfngs on reserves pay fncome (axes on only a relatively minor
portion of thelr net investnent fncome,. The value of the exemption of munleipal
bond Interest to a life nserance company which would pay tax on only 30
pereent of its net investient lneome {8 much less than to a bank paying on
100 pereent of the equivalent income,  Therefore, the interest differentinl which
the wmarket has established for State and municipal bonds under what they
would yield without tax exemption has been judged by many life fnsurance
compantes ax (oo great a price to pay for the relatively smaller benetlt of the
exemption to them,

. Inorder to wipe out this lessened attractiveness of State and municipal bouds
to Hee tusurance companfes ax compared with ether corporations which are tax-
able in greater degree on thelr investment lnecome, it would be necessary to
ellminate the addition back of the stated proportions of municipat bond interest
which is provided by seciion 8O3 (e) and the corvespotiding provision In subpart
Towhlel appears I seetfon SOO¢O) (1 (A). In sectton 8OH(e) (1) 1t would
mersly e necessarey to detete the * (5" which involves the reference back to
tax-oxempt interext ; nnd in seetion SON(EY (1) (A) it would merely be necessary
to delete subdivislon () and renumbier the succecding subdivisions,

T'he need of the muntelpalitles to tind additionat markets for their obligations
1s well known to the members of the committee,.  Highway needs, school re-
habilitation and expansion, airport construction, the numerous pubtle needs
urisiug out of expanding suburbnn nreas, hospitals, water supply, and all the
other publie purposex to whilch State and munielpal activities are divected, have
created and will continue to create an inexorable pressaure on the need for bor-
rowlig at the local tevel. New bond offerluga of State and local governments
increased from $1.2 bBillion (n 1MB to $7 bitlfon in 1054, After & drop 1o $5.4 bil-
Hon in 1938 the curve resitmed (s upward course and {t i estiimated that in the
INO's the total volume of such new offerings will execed $10 Mllion o year.

Thiz process has tnken place along with a steadily rvising avernge futerest
rate belng pald on this State and loeal debt with ne prospect for decline in
the foresceable future. '

One effeet of these pressures on State and local tinancex hax bheen to generate
more and more requests for tnereased Federal ald and al=o a greater willing-
nes: on the part of Congreas to give such ald, as witnessed by the highway-
ald and alrport-ald programs,

We submit that 1€ the Congreas assists in expanding the market for State
amnd munieipal bondx In the way we have suggested, much will have been dene
to reduce the pressure for increasing Federal ald.  Accordingly, whatever
revenne loss our suggestion might cost the Federal Government, in the way of
reduclng antlelpated revenne inereases from the bill in question, it may well
be that these costa will hoe offset fn the long run by reduced need for Federal add.

A study of {uterest-rnte differentiala on'the impact of the present bilt on
Hfe Insurance companies convinees ua that most of the advantage of our sug-
gestion would acerue to the State and local governments. Ilowever, any re-
matning advantage to the lfe inanrance companies wounld net be soclally ob-
jectlonable. The ownerzhip of life inzurance companies {8 not in the main
lodged in extremely wealthy fndividuals whe would receive a dizproportionate
advantage from the enlarged tax exemption which we propose. In many in-
stances, lite insurance is a vehicle for savinga of persons with lower incomea.

——m——

MrMORANDUM, Manvcu 2, 10460

To: The Flnance Committee, The U8, Senate, Washington, D.C.

From: Joseph F. Clark, executive director, Municipal Finance Officers Associa-
tlon of the United States and Canada, Chicago, 111,

Subject ; LR, 4245, relating to the taxation of the income of life fusurance

colpaniea.

T have read the statement of Austin J. Tobin, chalrman of the Conference on
State Defense, and executive divector of the I'ort of New York Authority, to
the Finance Cominittee of the U8, Seaate on the aspecta of ILR, 4245 relating

~“to the tax treatment of the income of life nrurance companies from State and
municipal banad intevest,

Nince the objects of the Municipal Finance Oftficers Associatlon are to improve
methods of public finance, it Ix deemed approprinto and reasonable to offer some

-
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observations with reference to the Tobln statement which may be useful to the
conunittee.

(1) 1t s notedd that the Wayg and Means Commibttee aud its chalrian have
sought to comply with the vequiremients of the Constitution by refratning from
taxing the income on State and municipnl bonds held ax Investients of lite
fusurance companies; that it therveby avelds any conflict with the constitutional
Interdict that Cougress refratn from enacting leglsintion taxing the income of
State and municipal bond interest.  ‘I'his efVort on the part of the Ways and
Means Committee amd its chateman s not only laadable, but comforting,

(2) Thig assoclation is nonpolitical and educational in chnracter, It does
not Indulge In etorts to influence ennctiient of legisiation proposed fn the
Cougress, or In the legislative bodies of States, provinees and their polltical
subdivisions, inclhwding loeat governments,  Within the framework of its ob-
Jeetives, Including to develop principlex of economy in State and local govern-
ments, it haz traditionatly opposed the tmpoxition of any taxatlon of fnterest
on Stato and municipal secuvities since it believes the effects of such a tax
would undoubtedly be reflected In a vise In interest rutes on sueh sceurities,
therehy adding to hurdensome costs of State and local government debt.,

(3) 'The heavy volune of cuvreent offerfiys of State and munleipal long-term
bonds (which amounted te §7-4 billion in 1958 and which probably will not
lessen at least in the forescealle future) which must be issued to tlnnee the
acquisition of the billions of dollars of essential capital improvements needed
by States and local governments ineldent to the needs of expanding popuintfons,
Impies the desteabllity to preserve the nvestent warket for munlefpal bomds
In every respect.

(1) ‘The formula set forth n H.R. 245 devised to accomplish the objective of
taxing life insurance companiex to the extent desired s, indeed, complex,  Evl-
dently it will accomplish the objective of the Congress ax the bill now is written.

(Y The Tobin submission offers for constderation of the Congress an enlarge-
ment of exemption of incotiie from fuvestments in State and municipal domds
for life nsurance companies, it suguests that i€ the Federal Government hns
a losx of revenue in the way of a reduction ln anticipated revenue under H.R.
4245, it may well be that such loss witl, In the long rur, be reduced xince it
would serve to lessen Federal inancial aids to the State and locnt entities. This
viewpoint commends ftself to the Congress and I8 pertinent for study by it
during its constderation of the merits of the bill,

(8) The point made In the 'Tobin statement (p. 8) with reference to the in-
vestinents by life insurance companies in munieipal bonds and the reason why
a halanced portfollo program has been less than the extent hoped for, is sound.

(7) This memeorandum 18 prepared with the intentlon of being helpful and
fuformative to the Congress in its deliberatlons of ILR. 4245,

Trico Propucts Corp.,
Buffalo, N.Y., March 2, 1959.
Re taxatlon of group life insurance and pension funds (H.R. 4245).

Hon, 1IfarrY F. BRyro,
CAairman, Renate Finance Committoe,
Washington, D.O.

Dxar SENaTOR BYRD: As employers of more than 3,200 persons in Buffalo, we
were one of the firat compantes in this area to cstablizh plantwide group life
insurance and pension plans, on an insured basls, These plans have operated
satisfactorily to the company and our employees during all these years. We are
now disturbed, however, by the apparently discriminatory taxes applicable to
theee plans as compared with trusteed plans,

The difficultier, as we understand them, have arlsen more from techuieal
problems tn drafting the proposed law than from any real intent to diseriminate.
After all the work that has been done on this bill, ns passed by tho House and
now before your comnmittee, ft scema a shame ndt to get it right.  We respectfully
urge that suticlent time be allowed to ge into this matter very carefully. More
particularly, we belleve that in all fairucss the bill as passed by the House
ghould be changed, (1) go as to exelude from the tax base all investinent income,
including caplital gnins and losses, attributable to the operation of ];onslon nans,
aud (2) sv as to make the deductlon for contingency additions, {n relation to
grmlip Insurance operation, applicable uniformly to both mutual and atock com-
panles,

Sincerely yours,
RUPERT WARREN, Vice President.
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NATIORAL AgS0CIATION OF H{oME BUinbens,
Wasghtngton, D.C., March 8, 1959.
Hon. HagrY F. Bygp,
Chairman, Senate Finance Committee,
Renate Ofice Building, Washington, D.C.

DEAR SENXATOR Byrn: Of prime concern to the homebuilding industry is an
adequate and continuing source of mortgage-investment funds. Naturally we
ffn-o ;nlorosled in any Federal legislation which would bave an effect upon these

unds.

The Senate Finance Committee {s now holding hearings on 11.R. 4245, the Life-
Insurance Company Income Tax Act of 1959, which has already passed the
House of Representatives.  We understand that the effects of this biil, if enncted
into law, are not fully know and, because of its technical nature, we are not in
a position to predict any general cconomic effect it might have. However, we
do urge the Senate Finance Comittee to consider carefully any mensure which
;w!“ldl result in a lessening or disruption of private mortgage credit for our

ndnstry.,

Since World War II, U.8. life insurance companies have made avallable some
£33 billion in home-mortgage loans, half of which have gone into the FHA or VA
programs.  Nince the life insurance Industry {s a prime source of home-mortgage
credit, we nsk careful deliberation of any tax measure which might cause any
shift in these investment funds.,

Sincerely,
CArL T, MrTNICK, Pregident.

LAIFE INSBURANCE ABSOCIATION OF AMERICA,
New York, N.Y., Mare 2, 1959,
Subject : 11.R. 4245, taxation of life insurance companies.
HHon, HARRY Froop Bygp,
U.N. Senate, Washington, D. C,

DEAR SEXATOR BYRp: 1 am writing in behalf of the Life Insurance Associntion
of America whose membership is composed of 118 stock and mutual comparnsies.
In the aggregate, these companies have in force over 80 percent of the life
insurance in the United States.

Our assoclation has cooperated with the Treasury and committee staffs in an
effort to bring about a sound and equitable tax law for life insurance companies.
Recently our governing bodies adopted a resolution on the pending bill, a copy of
which is attached. This resolution expresses the poliey of the assoeiation to ac-
cept the general pattern of the bill. The resolntion also recommends medifiea-
tions which will be presented by company .witnesses at the learings before
your committce,

1t has come to our attention that some companies ave advoeating that the 1942
act be permitted to apply to tax year 1038 so as to provide morve tlme for the
consideration of the pending bill.  We realize that this legislation is quite con.
plicated and have never advocated hasty consideration. 1f, in the Judgment of
your committee the time intervening between the hearings and March 1i5th Is
insufficient to afford ample opportunity to corsider this subject, a rearonablo
delay to provide time for more thorough conslideration can be granted aud, in
our opinion, shuld not preclude enacting legislation for tax year 1058. Certainly
such & delay should not justify applying the 1042 act to tax year 1038,

Our assoctation, together with other associntions,” has opposed the 18942 lnw
as unsound and inequitable on every appearaiice before your committee since
1050. The Treasury has taken the same position. We opposed the 1142 law
when it produced no revenue and also when the revenue thereunder would have
been substantially less than that produced under some of the stopgap laws cn-
acted during the past 8 years. The fact that the 1042 law wounld produce
roughly $500 millton in revenue for tax year 19538 does not in any way overcome
the incquities that are inherent in its basic formula. To the contrary this high
level of taxation under this abandoned formuta compounds its many discrimina-
tons.

Those who advocate the 1842 law for tax year 1038 seem to feel that such a
solution would be proper because the revenue prodiced would roughly equal the
revenue that would be generated by the pending bill. This reasoning, however,
completely dlsregards the tax consequences insofar as individual compantes are
concerned. A return to the 1042 act would produce the following inequitable
consequences : :
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1. It wonld leave uncorrected for another year the tax inequities which the
Ways and Means Committee sought to overcome through the pendiug bitl,

2. Many companie’ would be required to pay an excessive tax on thelr in-
vestient earnings, Other companies with large operating gains as compared
with their taxable investnient income would be undertaxed.

3. The Inequitalle induastry-averaging formula for the computation of the
reserve interest deduction would be reintroduced, thus making it necessary for
companles to pay a tax according to Industry average interest requirements
instead of on the basls of thelr own requirements.

4. New companties in business for more than 10 years, but operating with
losses ar only modest gains would pay an excessive tax.

6. The special relief provisions for small companies contained in the stopgap
legislation enacted since 1955 and the more generous provistons for such com-
panies in the pending bitl would not be avaitable,

6. 'The tax treatment of accident and health business in the 1942 law, which
was enacted at a time health business was In its infaney, is unrealistic and would
result in a considerable reduction in the burden of the tax in the case of some
compaities and an excessive tax in the ease of others.

In this connection, a time problem similar to the current aituation developed
In 1950 when Congress enacted a life lnsurance company tax lnw applicable to
tax yvear 149, The legislative record was as follows: On October 10, 1949, a
bill was introduced applicable to the taxation of life insurance compantes for tax
years 1047, 14K, and 1949, The Ways and Means Committee took ne action on
this bill, however, until January 24, 1950, when it fav -~ably reported it. After
passage [n the House, hearings were helil before the Senate Finance Committee
on March 18 and 29, 1950,  'The Finance Committee reported the bill applicable to
tax years 1M9 and 1950 on April 10, 1950, The Sennte passed the hill on April 13,
1050,  As a matter of procedure the tax returns were postponed under provisions
of the Internal Revemte Code.

After eareful aml adequate consideration of H.R. 42475 and any modifications
proposed at the hearings, we hope that permanent legislation will be enacted on
this subject applicable to tax year 1058 and thereafter. In view of all the circum-
stances taxing the life insurance companios under the 1042 act for 1938 is obvl-
ously unnecessary and woitld create many inequities.

Sincerely yours,
EvgeNE M. THorf.
Viee Pregident and General Counscl.

RESOIL.UTION ADOPTED AT THE Boarp oF DIRECTORS MEETING ON FEBRUARY 20, 1959

That this associntion's policy is to accept the general pattern of the new three-
phase approach to the Federal income tax, to oppose strongly the high level of
tax burden on the business as a whole, and to urge strongly that the burden be
made substantlally less onerous by at least changing the definition of the deduc-
tion rate for deteriining the polley and other contract deduction from the mean
rate provided in the bill to the individual company average earned rate of inter-
est for the tax year and the 4 immediately preceding years and by providing for
the revaluation of life insurance reserves on the basis of such average earned
rate.

(See also pp. 125, 524, and 624.)

———

AMERICAN LIFE CONVENTION,
Washington, D.C., March 2, 1959.
Hon. IARrY F. Byrp,
Chairman, Senate Finance Comntilice,
U.S. Senate, Washington, D.C. .

DrAr Mgr. Bywo: For almost 10 years, life insurance companies have paid
their Federal income taxes under a series of stopgap laws which expired at the
end of each calendar year. Thiz has been a matter of great concern to a
business which must guarautee the cost of itz product over a long period of
time—as much as b0 years or even more.

Therefore we are very desirous that a permanent law may be enacted this
year which will be practical In it operation and equitadle in it effeet both
upon competing life insurnance companies and their policyholders. Otherwise
the archaic 1942 law will be reactivated. Our organization has gone on record
agalnst such law many times on the ground that it is outmoded. arbitrary,
artificial, and inequitable,
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Naturally we hope that a new and presumably permauent tax law may be
passed ns expeditionsly as possivle. However, in view of the necessarily com-
plicated character of any bill dealing with this highly techoieal sublect, we
hope alse that necessary time witl be taken for careful study, due deliberation,
and the reaching of mature conclusions,

We firmly belleve that TLR 215, now before you for consideration, can be
fmproved in important particulars aud that in the aggregate it levies an
oppresfve tax on an institution of great socinl benetit to the Nation.

. The view of the Indastry on the details of this bl will be preseated at the

fortheoming hwearings by well-qualificd witnesses.  The purpose of this com-
munication ix to make ctear that our organization does not intend to pursue
an obstructive course on the one hand ner to press for hurried or ill-constdered
action on the other.

Although it would be very desivable to have 1 new law by March 15, the
final corporate theome taxpaying date for 1O38 taxes, it s even wmore fmpor-
tant that the law cnacted shalt be sound legislation.  We believe that i€ it shonld
become necessary to provide a reasomtble extenstor of the tinal taxpayment
date (for which there is precedent), sueh means may be employed legally to
provide sufficient time to perfeet a law satisfactory to the Congress,

Yours sincerely,
CLARIS AnaMs,

Erccutive Vice President and General Counsel.,

Nore- The Amerlean Life Convention is a trade assoclation composed of
280 lezal veserve life insurance companies, the combined membership of which
has more than 95 perceut of all Hfe insurance in foree in the United States,

(See also pp. 524, 625.) .

SNEED & VINE,
© o Austin, Tex,, February 23, 1959.
Re HL.R. 4245, 88th Congress, 1st sessfon,
Hon. Hagky F. Bygp,
U.8. Senate, Committee on Finance,
Senate Ofice Building, Washington, D.C.

DEAR SENATOR BYRp: Pursuant to the directions of Mr. Russell M, Oram, of
your committee staff, please find enclosed a statement presented upon behalf of
the Texas Mutual Axsessment Ludustry, composed of approximately 700 sueh con-
cerns.  We rospectfully request that this statement be read into the record of
thie hearings on the above-captionad bill.

The problem of these concerns under ILR, 4245 occurs {n that investment in.
come s taxed without eradit given for such ifnvestment income credited to the
policyholders under policy contracts,  Frror ocvurs by reason of the detinition
contained in section StH(a) of the bill: the defluition iz phirazed {n language appii-
cable to legal reserve type compantes and thus amits any eredit or deduction to
those converns operating on the sutunl assessment plan. The result is an in-
equlity to mutual assessment cotapanies and thelr policyholders.

This ldentical problem arose with ILR. 7201, S4th Congress, nnd was corvectedd
by the amendment to the act carricd forward therein as section SOH(b) (1) ().

The sugpested amendment contained in the enclosed statement dees not alter
or impair the principles involved in the bill bt merely correets what appears to
be a technical error.  Preferentinl treatment is not sought but eather merely an
error corrected.

The constderation of this error by your committee will be sincerely apprecinted.

Respectfully submitted.
RoBERT C. SNEFD,

STATEMENT OF ROBERT (L SNEED, Aus1iN, ‘TrX,

My name iz Robert . Sneed, an attorney of Austin, Tex,, amd 1 represent the
Texas Assoclation of Mutunl Life Insurance Ofliclals, 1 trade organization com-
posed of mannging oficers of mutual assessient life insurance companies rexu-
lated by the commisslioner of fusurance and the State Board of Insurance of the
State of 'Texas.  Approximately 4 million persons are insured by Texas mutual
assessment companles, =

The particular problew of these companies with regnrd to HLR. 4245 s Hmited
to the one question of whether or not the investment incowme from the reserve
funds (called wortuary or rellef funds under the Texas law) I3 such as to be

.
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within the definition of Interest required to be patd under polley contracts defined
in section 8- (a) .

In connectlon with the above query, the following statements are made a8 to
such companies:

(1) At least 80 percent of all assessments or premium fncome, exclusive of
mewbership fees, of such companies st be placed in the mortuary or relief
fund of the compnny and rrow which fund elatms ave padd.

(2) The other portion of the assessment or premium Is ptaced in a fund ealted
expense fund and from which all expenses arve paid.

) The mertuary or relief fund belongs exelusively to the poliey holders, and
fn the event of dissolution of the company, alt assets therein would be disteibuted
solely to the policyholders, based upon their interest in the fund by reason of
the amounts thereto paid.

(1) Under ‘Texas law, the mortuary or relief funds of such companles may
only be favested in such securities as ave legal investinents for reserve fuuds of
atock life Insurance companies.

) Under Texas Inw, mutual assesstent copanies issue life policies only
without eash surrender or toan value.

(@) The mortuary or relHef funds of these compantes comply with the mutual
assessient Ulife insurance reserve” definition contained in HLR, 8240

(7)) Palicies of mutual assessment compaunies do not speelfleally provide for an
assutied interest rate, but most concerns, in setting rates or froqueney of assess-
menuts, rely upon an assuiied interest factor so as to lower rates aid reduce fre-
quency of assessments. Al investment  income of mortuary or relief funds
must be placed in such fund for the exclusive beaetit of the policyholders. There-
fore the resulting premium charge of the policyholder is thus computed {u a man.
ner almost ldentieal to the principal of the legal reserve plan,

(R) Texaxr mutual assessment compaties have no capital or surplus funds,

By reason of the foregoing it appears that the definitton in section Sg4(n)
wourld not include the investment income of the mortuary or relief funds of these
companies, and thereby thix investiient income from funds designated else-
where in the blll as life insuranee reserves would be taxed as ordinary corporate
income fn the entirety.

It would thus seem that fnadvertently a tax would be levied upon all the in-
vestment fnceme of tha policyholders’ reserves of mutual assessment  come
panfes. Such would not appear to be intended from an overall reading of the
bitl, as this tax does not so apply to any other type of life insurance company.

The tdentieal problem arose with 1R, 7201, 84h Congress, 18t session, and
was cured by ameudment adopted by the Senate Finanee Comittee and incor-
porated into such act ns section SGH) (D (),

Based upon such problets, the following awendnent to ILR. 4243 s res
spectfully siggrested, by fusorting the followiug wordizgg after section St4(c) (D),
at page 12, Hoe 14:

“(10) ASKESSMENT COMPANIFR.-—A mutual assessment life insurahee con-
pauny or asseclation Is atso entitled to deduet from ‘gross investment fn-
come’ {e deteriniug its ‘uet investment income’ an amount cqual to 3 por
centum of {ts life Insurance reserves.”

Your conslderation of the werits of thiz problem is stncerely requested.

ARrizoNA WATER (o,
PRoenir, Ariv, Fedrdary 28, (959,
Re House bill 4245,
Hon, Cart Havoes,
U.8. Senate, Washington, D.C.

Drar SENATOR HavoeN: It has come to our attention that House hill 4245 has
been passed by the House of Reprosentatives and is now receiving the consid-
eration of the Senate Finance Committee,  We nre concerned with this legistation
bhecause inctuded in tts provisions ts a relief from a tax which we feel has been
discriminatory., We nre referring here to the relief from tax on insured penston
plan reserves,

When our company adopted & pension plan & few years ago we were most
interested In obtalning the maximum guarantees possible.  For this reason we
selected o group annuity plan insured by & large {nsurance company.  Under
present tax laws our penston plan reserves have been subject to a tax assessed
against tue fusurance company. This tax does hot apply to uninsured plaus
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and we feel, therefore, that we have been penalized because we wianted to adopt
the soundest puarantees possiblo.

We feel that any meesure which revises the tax situation for life insurance
companies should pro. e rellef from this diseriminatory provision of present
Inw. We, therefore, feel that at least the provisions as outlined in House bilt
4245 should be carried forward into the tinal legislation,  We will appreeate
your consideration of this matter, and atso would appreciate it i€ you would con-
tact a Nenator on the Senate Finanee Comittee in conuection with this matter,

Kincerely yours,
CARt J. Rcumior,
Vice President and General Manager,

Tur I B, X, IaFE 'NsuraANcE Co.,
Phoenir, Aviz., February 23, 1959,

Hon. CARL HAYDEN, :

U.8. Scnator from Arvirona, Washington, D.C.

DEAR SENATOR HAYDEN: I am writing regarding HL.R. 4245 which last week
was passed by the House of Representatives and T understand a hearing will
be held by the Senate Finance Comumittee on Mareh 3. This is the bill relating
1o the taxation of life fusurance companies,

I question the merits of this MIL on two bases, One, that it has been intro-
duced and rushed so quickly that few people have had a chance to understand {t.
Two, that the bill will be nnfair in the following three provisions to smaller or
newer life insurance companies which are nearly all stock companies. This
ix particularly true of the many companics here in Arizona, )

1. “Section 804, taxable vestment income (¢ (9) small-business deduction.
An amount equal to § pereent of the investment incone for the taxable year.
1'he deduction under this parageaph shall not exceed $25,000.”

The above provision {x the only point or suggestion of rellef to the smaller
company. We consider oursetves a small company with assets of §1 mitlion.
This so-called relief for smaller company based on our 1958 experience would
save us the tax on approximately $800 to 2000 of income.  Yet, the same para-
graph for a compauny with about $10 million of asscts would save them the
tax on $25,000. This does not particularly scem to be relief to the smaller
company as would be indicated by the wording in the paragraph,

2. Probably 80 to 90 percent of your larger companies are mutuals and most,
if not all of these companivs, set their policies on a reserve basis of 2 to 24
percent.  Stock companies such ax oursclves, guarantee 3 percent. This same
law allows this company to use the industrywide average rather than their own
actual tigures in dedueting required interest from investment income, This will
glve far greater tax relief to the lnrger company than the so-called small business
deduction.

3. I also note that under section 803, subsectton (c) that this provides a
transition perlod of 3 years, at the end of which insurance companies will not
be taxed on their reserves for pensiou plans.  Up until this time life insurance
companies have been taxed on the reserves for pension plans the same ag any
other life insurance reserves. Only larger companies are interested in writing
pension plans and undoubtedly to the Inrger compantes receiving at the end of 3
years total exemptions of pension ptans more than offsets iucreased tax rates
that ace to be charged by this bill,

It is generally conceded that the industry, as a whole, under the present bill
will pay much higher taxes than under the Mills bitl which was in effect for 1857.
However, it would appear that the larger companies in a period of 3 years will
be paring less and that the smaller companies are golng to have to assume the
additional tax burden. Undoubtedly, the larger companies prefer this to going
back to the 1042 law which would properly place the burden of taxation on the
larger companies,

I hope that we will eventually have permuanent legislation for the taxation of
lite insurance companies. I understand the House held hearings for 2 hours,
In addition, I have been informed that the hearings to be held by the Senate
Finance Committe, that the schedule is 8lled 30 that some of the smaller com-
panies that have requested to appear have been refused.

1 have only had a copy of this bill during the present week and our statf has
spent a great deal of time trying to understand and study the bill. To express

¢
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it mildly, it seems terrificly complicated and I am sure there are many provi.
slons that we still do not understand that might be even more unfair to the
smaller companies. The larger companies have the advantage in quickly under-
standing through a large staft of people, such proposed new legislation and
protecting themselves accordingly.

Yery truly yours,
GEeo. E. RICHARDSON, President.

(See also p. 433.)

STATEMENT OF JARVIS FARLEY

My name is Jarvis Farley. I am secretary, treasurer, and actuary of Massa-
chusetts Indemnity and Life Insurance Co., a sm2ll stock company having its
ntome oftice at 654 Beacon Street, in Boston. My purpuse today is to suggest
means for meeting more fully the expressed objectives of ILR. 4243, with small
loss of tax revenue.

I believe thnt Your committee, like the Ways and Means Committee, has placed
considerable importance on avoiding a tax advantage to any type of company by
comparison with its competitors. Stock companies, which typieally are rela-
tively small, can hold their place in competition with the giaut mutuals only if
the ‘conditlons of competition are fair and nondiseriminatory. The Ways and
Means Committee recognized the need of stock companies to accumulate, before
tax, a reasonable safety margin in order to offset the cushion which mutual com-
panies have in thelr ability to cut policyholder dividends on their redundant
premiwng,  (See bottem of p. 12 and top of p. 13 of the committee’s report.)
For that purpose section 809(d) (6) of ILR. 4245 provides a deduction for non-
participating insurance equal to 10 percent of the increase in life fnsurance re-
serve attributable to nonparticipating policies. My request to you is that the
present deduction be retalned but that provision be made for an alternative de-
duction which, at a small price in terms of tax revenue, would much moere
neml-l,v nmeet the objective of fair competitive conditions for the smaller com-
panies.

The need for a safety margin deduction is directly related to the long-term
risk which is assoclated with life insurance and noncancellable disability in-
surance.

The reserves which characterize such {nsurance are a necessary result of ex-
posure to a long-term risk which increases as the policyholder grows older, but
the reserve itself is not a rellable measure of the degree of long-term risk. Al
tong-term policles provide protection against the insured risk, and whole life and
endowinent policles fuvolve a substantial investment element in addition to the
protection clement. The reserve on such investment polictes can be regarded as
arising in part because of the investment element and in part because of the
protection element, but no investment element is involved in the reserve on those
policles which provide pure protection. As a result, the total reserve on invest-
ment polleies Is materially larger than the reserve on pure protection policies,
but the degree of risk is materfally higher on the protection policies. Thus a
safety margin deduction based on reserves gives the smallest deduction to the
protection types of policies that have the greatest need of a safety cushion.

A nenpar deductlon based solely on reserves might apply equitably among
companles if all companies wrote the same relative proportions of protection
policles and investment policies. In actual fact, however, some companies write
a much targer proportion of the pure protection type of long-term policies. Such
companies are exposed to & greater degree of long-term risk and therefore have
& proportionately greater need for the safety cushion which the nonpar deduc-
tion is designed to provide. If the safety cushlon is based solely on reserves, as
i3 now provided by section 800(d) (6) of 1LR. 4245, those companies with the
greatest need actually get the smallest deduction, so that in this respect the bill
falls short of itz objective of equalizing competition between stock and mutual
companies. The companies which suffer most from this discrepancy are typically
the smaller and newer companies.

A practieal solution can be found by retaining the present nonpar deduction
based on increase in reserves and by providing an alternative deduction based on
premiums received un ier nonparticipating contracts. For most stock companies,
including the large established companies, the alternative deduction based on
premiums would be either less than or little greater than the deduction based
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on increase in reserves. That fact, combined with the further fact ithat mutual
compantes would not be affected at all, weans that there would be little or no
reduction in the taxes of the compaunles that provide the bulk of the tox revenue.
Adding the nlternative deduction based on premiums would provide relief where
it is most needed, with little loss of tax revenue.

Specifically, it is recommended that section S00(d) (6) of ILR. 4243, contain-
ing the deduction for certain nonparticipating contracts, provide that the dedue-
tion be an awount agual to the targer of (i) 10 percent of the fnerease in the re-
serves for nonparticipating contracts (as provided in the 1louse bill) or (ii) &
percent of the net premivms for the taxable year attributable to certain non-
mrticipating contracts.  The bill should contain an appropriate definition of the
“certain nonparticipating contracts” for which preminms wonld be included. 1t
might be constdered desirable to exclude policles which are not characterized by
long-term risk, such as very short-term policies, for example, but all types of
palicies which are characterized by a long-term risk should be included.

A company should not be required to make o permanent election between the
two methods of computing the nonpar deduction. A small and growing company
would normally, in time, grow {nto a typiceal establiskd life insuranse company.
Such a company in its early years would probably use the deduetion hased upon
premiuns, but there would probably come a time when it should use the deduc-
tion based upon increase in reserve. The change from one miethod to the other
should be allowed, but such chianges would be Infrequent. The lnw should por-
mit each company to use for any year the method which develops the larger
deduction for that year.

Attached to this statement Is an appendix which deseribes the statistical basis
for suggesting that the alternative nonpar deduction should be based on b percent
of premiums. The appendix also includes a demonstration that the loss of tax
revenue would be relatively small,  For that small price, the desirable objeetive
of preventing a tax loss from creating unequal and unfair competitive advantage
would be materiatly fmproved from the viewpoint of the small stock companies

I would like to call your attention to a difterent problem which is purely
techuical and @oes not involve any toss of revenue.

Section §18(c) of H.R. 4245 provides that where a company actually computes
its life insurance reserves on one of the recognized preliminary terin bases,
it may elect to convert them to a net level premium basis in the computation
of life insurance reserves for tax purposes. The conversion may be made by
either of two prescribed methods. One s an exact revaluation, the other is
a computation according to a prescribed formula. The prescribed formula is
expressed in units of $1,000 of insurauce, adjusted by a pereentage of life insur-
ance reserves. That formula can be readily applied to reserves on the life fnsur-
ance benefit jtself, which is expressed in units of &L,000, but Is not applicable to
reserves held agalnst any benefit which {s hot expressed in units of 1,000 of
insurance. The forntula scems to be inapplicable or inapproprinte for use with
reserves on accidental death benefits, on disability income or disability waiver
benefity, or on noncancellable accident and health benefits, all of which are
properly and necessarily included in “life Insurance reserves”. Thus a company
with a substantial amount of any such reserve would be unable to use the ap-
proximate revaluation method, £nd would be required to use the exact revalua-
tion method.

Any revaluation method should be such as to avoid an undue burden upon
the administrative staff of the Internal Revenue Service, while at the same time
gliving every life insurance company taxpayer a reasonable cholce between the
exact revaluation method and an approximate revaluation method. Such a
choice could be provided either by spelling out in the statute an alternative
approximate revaluation method which is not keyed to units of £1,000 of insur-
ance (107 percent of preliminary term reserves, for example) or by a provision
permitting the Secretary to define by regulation one or more alternative meth-
ods which can be readily applied without requiring the Internal Revenue Serv-
ice to test each and every alternative suggested by any individual life insurance
company taxpayer.

APPENDIX

This appendix describes a statistical study made for the purpose of determin-
ing the proper percentage to use in computing a nonpar deduction based on
preminms, as an alternative to the deduction based on increase in reserves. The
appendix also suggests a method of estimating the effect of the alternative deduc-
tion on tax revenue. ,
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HL.R. 4240 excludes group insurance and aunuties from the nonpar deduction,
and it is probable that accident and health insurance (other than noneaucellable
and guaranteed renewable contracts) would Je excluded. Separate duata for the
various types of fnsurance were not avatlable, so the study was based on com-
panies having little or no volume of the excluded types of insurance. The data
was mkel,l from “Best's 1958 Life Insurance Reports,” aud only stock compaunies
with $10 witilion or more of assets were included. A study based on more detalled
fuformation might retine the conclusions of this study.

The study computed for each company the percentage of premium which would
produce a deduction exactly egual to 10 percent of that company's lnerease in
reserve.  For one-half of the companies that percentage was 5 percelit or more.
(The actual median percentage based on published data was 4.5 percent, but
adjustment from preliminary terin reserves to net level pretmfium reserves, and
other appropriate adjustments, would produce a median of about 5 percent.)
Thus b percent was the average of most typienl figures. A deduction of 4.4 per-
cent of premfums would be greater than the reserve deduetion for only one-
quarter of the companies studied, and a deduction of 3%, percent would be
greater than the reserve deduetion for only one-tenth of the compauies studled.

By analyzing those figures it is possible to estimate the amount of tax loss
which weuld result from allowing the alternative deduction at 5 pereent of non-
par prenmiums, as follows:

1. There would be no tax loss from the 50 percent of stock companies for whom
the deduction at 5 percent of premfums would be less than the deduction at 10
percent of increase in reserves.

2. For the 25 percent of stock companies for which the equivalent deduction
waould lie between 1.4 percent and 5 percent of premimus, the use of a deduction
based on § percent of premiums would increase the deduction on the average by
about 5 pereent.  The total jucreaze in the deduction for that 23 percent of stock
companies would, therefore, be equal to 1Y percent of the total nenpar deduc-
tion of all stock companies. (25 percent of § percent 18 114 percent.)

3. For the 15 percent of stock compantes for which the equivalent deduction
would lie between 3% percent and 4.4 percent, the use of a deduction based on
5 percent of premiums would Inerease the deduction on the average by about 13
percent. The total {nerease in the deduction for that 15 percent of stock com-
panies would, therefore, be equal to 214 percent of the total nonpar deduction of
all stock companles. (15 percent of 15 percent is 21 percent.)

4. For the 10 percent of stock companies for which the equivalent deduction
would be less than 3% percent, n deduction based on § percent of premiums
might average about 30 percent higher than the deduction based on reserves.
The total increase in the deduction for that 10 percent of stock companies
would. therefore, be abont 3 percent of the total nonpar deduction of all stock
companies. (10 percent of 30 percent is 8 percent.)

5. Adding the three figures computed in steps 2, 8, and 4, it appears that pro-
vision for an alternative deduction based on § percent of premiums would in-
crease the agegregate nonpar deduction for all stock companties by about 614
percent of the aggregate deduction based on 10 percent of increase in reserves.

STATEMENT OF JOHN T. ACREER, JR., PRESIDENT, LINCOLN INCOME LIFE INSURANCE
Co., LouisviLLE, KY., AND FIRST VICE PRESIDENT, LIFE INSURERS CONFERENCE

My name I8 John T. Acree, Jr. I am president of the Lincoln Income Life In-
surance Co. of Louisville, Ky. This year I also happen to be first vice president
of the Life Insurers Conference, which is a trade assoclation with 9 member
companies located principally in the South, Southwest, and Midwest. I have
not had an opportunity, because of the rush, to have this statement approved
by the Life Insurers Conference. For this reason I want to make it clear that
what I say {2 on behalf of my own company. However, our company {8 quite
typleal of conference membership and I am sure that most conference members
will agree with what I have to say.

We belleve that the tax take under IHLR. 4243, in {ts present form, is too high
and that it should be modified in the Senate to grant relief in certain areas. We
are realistlc and appreciate the revenue needs of the Government. We are not
contending that the $319 million, which would have been produced had the 1935
stopgap law been continued and applied to 1938 business, is the right figure;
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however, we certainly do not believe there is any justification for a jump in one
step to §550 milllon, to use round figures. This is considerably more than even
the 1942 iaw would produce.

As life insurance companies go, the members of the conference, including my
own company, are small companies. We have a vital interest in securing more
adequate relief for small companies and also for newly organized companies,
which usually are small. The relief in the bill, as it now stands seems to be
geared to the small company relief for corporations generally. We do not be-
lieve that this is adequate in the life insurance tteld because of our special prob-
lems. Specifically, we think that the relief in sectlons 804(C) (9) and 809(d)
(5) should be 25 percent instead of 5 percent.

We also belleve that this bill should recognize the fact that the typical life
insurance company loses money for quite & number of years after it is first or
ganized. Because of this fact, section 812 should be changed so that the operating
losses in the early years may be carried forward for say 15 years rather than
for only 5 years.

I do not know just how much these relief provisions for small and new com-
panies will cost the Government in revenue. I am sure, however, that any
loss would be relatively insignificant. I am also sure that no large company
would object to this rellef. Anyone at all familiar with the life insurance
business knows that a new life insurance company has a hard time getting
started and competing with estadblished companles. There is a need to build
up surplus funds to provide security as the business increases and this need
comes just at the time the companies are losing money. These new companies
mu;t compete with well-established large companies which do not have this
problem.

There is another point which 1 should mention here, and that is the reserves
of the small companies, generally speaking, are not quite so strong as the reserves
of the large companies. The net result is that apparent earnings (which are
subject to tax) on exactly the same loss experlence and with exactly the same
expenses will be more than with the large companies. The rellef I have suggested
will compensate, at least in part, for this fact.

We believe there should be some transition period to be applied where there
is a substantial increase in tax. Secretary Anderson suggested this in his let-
ter of Aprit 10, 1958, and it has been discussed from time to time since. How-
ever, in the present bill, it seems to have been lost sight of. This in spite of
the fact that the tax level contemplated last April was certainly no greater
than the level of H.R. 4245 as it now stands.

It takes time for a company to adjust to an extra tax burden such as is now
contemplated. All but 5 of the 94 member companies of the Life Insurers Con-
ference are stock companies, and we issue policies at fixed rates which we can't
increase. Consequently, it {s particularly hard for us to adjust to a substantially
higher tax. A mutual company, theoretically at least, may cut dividends. A
transition period would be of material aid in permitting us to adjust to a tax
level which on the average seems to be almost twice what we have been paying
and for many companies, far more,

Since our companies are largely stock companie ,, the phase IT deductions are
of extreme importance to us. I refer particularly to the credit of 10 percent
based on the increase in monparticipating reserves and also to the 2 percent
allowance on account of group premiums. We are not quite 8o much interested
in this group credit as we are in the nonparticipating allowances becange many
of our companies do not do group insurance, Generally speaking, the 10 percent
allowance based on the increase in nonparticipating reserves is probabdly
acceptable.

It does not adequately provide for certain of our companies which need more
security because of thelr types of business which produces relatively smalt
reserves. This is a problem quite important to our small companies. We have
many contracts of a hazardous and long-term nature and where the reserve is
on average small in comparison with the hazards which we run. We are not
asking protection against short-terwm: contracts. We are speaking rather of con-
tracts where we cannot get off the risk by our own election and which run for
8 years and more,

It iz my suggestion that as an alternate to the allowance of 10 percent of the
fucrease in nonparticipating reserves we be allowed instead 3 percent premiums
on nonparticipating contracts of & duration of 5 years and more. This alter
nate allowance will better enable some of our companies to meet the competitive

'
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situation which we face with mutual companies and to provide a fund to be
used in case we suffer bad losses which we are bound to suffer from tinme to
time.

This suggested change involves an amendment to section S09(d) (6). We
have no exact tigures, but the revenue loss invelved in granting the alternate
deduction would not seem to be great and at the sune time it would be quite
helpful to our compauies.

Qur compaties are very much concerned with comipetition. It is our hope that
neutriality in taxation, as between stocks and mutuals., which we have had for
mauy years, will be maintained to the fullest extent possible. I need not tell
you that wy company and the other stock companies do not object to paying their
fair share of any tax. However, we are in a high competitive market with the
mutuals which have about 75 percent of the assets amd by far the bulk of the
business. We would be very much concerued if there {s any appreciable shift
in the tax burden from the mutual companies to the stock companies. It is diffi-
cult enough right now for a young and small life insurance compauny to compete
with the giants where there Is equality in taxation. If we do not have this
equality in taxation with the wmutuals, the situation becomes well-nigh unbear-
able for us.

This bilt seems to put us on just about a full corporate net income basis with,
however, part of the net gains deferred until it is certain that they are actual
gains. In view of this fact, we think we should receive the regular deductions
which are allowed to other corporations, particularly tax-free interest and the
& percent intercorporate dividend credit. There is some confusion about how
these deductions work out under the present bill. The way it seems to work out
for us is that our companies get only about 30 percent credit instead of futl
credit for tax-free interest and for dividends receivedd. There is certainly no
reason why we shonld not receive full credit. We do not object to a Hwmit
being placed on this deduction so that we may not receive tax free that part of
futerest required to maintain reserves. However, we think we should receive
full credit just like others do if we choose to invest our surplus funds in stocks
and in tax-free securities.  Qur reserve iuterest is, in fact, a debt and some-
what like interest due on a bond. If a regular corporation has bonded indebted-
ness and also has some tax-free interest, that corporation receives full credit
for its tax-free interest and does not have to allocate some of this interest to
its indebtedness.  We think there is diserimination against us in this respect
in the bill. We are referring particularly to phase 11, but there is also merit in
our opinion in a phase 1 deduction for tax-free iunterest and for dividends re-
ceived. I understand that the cost of the phase IT credit based on 1938 business
is abont 8614 million.

I want to thank you for the opportuunity of appearing before you today to
make this short statement.  We are sure that your committee will recognize the
special problemss of our small and young compantes.

Hoxe Lire INsuraNce Co.,
New York, N.XY., February 27, 1959.
Hon. Harry Froop BYrp,
Chairmun, U.8. Scnate Finance Commiittee,
Washington, D.C.

DrAR SENATOR BYrp: On behalf of our policyowners, I should like to register
with the Finance Committee a strong protest against the enactment of a bill
(HLR. 4245) dealing with Federal income taxes on life insurance companies.

Home Life Insurance Co. is a mutual company aud, like other mutual com-
pantes, has no stockholders and is not operated for profit.  We are pleading on
behalf of our policyowners since no other individuals connected with our com-
fnn,v will benefit financially trom any reduction in the proposed large increase
n (ax.

The enactment of the House bill would mean an increase of 70 percent or
even more in Federal income tax applicable to mutual life insurance companies
compared to the tax rate applicable for the preceding year, 1857, This would
clearly be an uuprecedented increase aund in our opinion is entirely unjustitied.

In the tirst place, any tax on mutual life insurance is a tax on millions of
small savers, those thirfty individuals who, through thelr own efforts, are at-
tempting to make provision for their own retirement as well as provision for
their widows and children {u event of premature death.
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The average life insurance policy in force in all companes provides less than
$4,000 in death benefits and less than 10 percent of the adult population has
coverage in excess of $10,000. In fact, life insurance is the most popular form
of thrift for small savers and yet it is more heavily taxed than any other form
of savings.

Any snglbstantlal increase in tax, although collected from the companies, must
be borne by these policyowners through reduced policy dividends or higher
premium rates. : .

It should be kept in mind that life insurance is also heavily taxed by means
of State premmium taxes. If H.R. 4245 becomes law, the combined Federal and
State taxes applicable to life insurance companies would be a big burden, more
than double the burden of such taxes 5 years ago.

Even the authors of the proposed law, H.R. 4245, apparently recognized the
desirability of granting some relief to pension plan funds placed with life In-
surance companies in order to minimize the discrimination against such pension
plan funds compared with pension plan funds placed with trust companies or
administered by other trustees. Yet, at the same time this proposed law would
greatly Increase the tax which will have to be passed on to the individual policy-
owners—the small savers who are attempting to make provision for their own
retirement and for their own families.

Another important point 1s that a recent study indicates that mutual com-
panies have 63 percent of the total life insurance in force and only 58 percent
of the gain from operations, but under the proposed bill they would pay 72
percent of the Federal taxes which would be levied on the life insurance busi-
ness. This we feel is an inequitable distribution of taxes to the millions of
mutual policyowners.

In this connection, we should like to point out that there Is a big difference
between dividends paid to policyowners and dividends pafd to stockholders. The
object of a mutual life insurance company is to furnish insurance protection at
cost and dividends to policyowners are merely premium refunds. Furthermore,
it i3 necessary to take such policy dividends or premium refunds into account in
order to make net cost in mutual companies compareble with nonparticipating
premium rates of stock companles. Therefore, all such premium refunds should
be taken into account in determining a company’s operating gain for tax pur-
poses. Furthermore, we feel it must be obvious that a company’s taxable in-
come should be no greater than its operating gain. .

The proposed bill would also give an advantage to life insurance companies
which use the highest interest assumptions in computing policy reserves. How-
ever, those higher interest assumptions produce lower reserves and are, there-
fore, less conservative. We feel that an income tax law should not encourage
a less conservative basls of operation for an industry so vital to the future of
millions of our citizens.

We, therefore, feel strongly that H.R. 4245 should be amended at least with
respect to the following:

1. In determining the investment income subject to tax, we feel the “adjusted
reserve” and the investment income deduction related thereto should be de-
termined on the company’s own earited interest rate either for the current year
or the average of the last b years, whenever that rate exceeds the required
reserve interest rate.

This will result in a tax which is more equitable between the various com-
panies and will also eliminate the incentive to make a nonconservative interest
assumption in the reserve basis. . '

2. For reasons already explained, the “Galn from operations” should be com-
puted without any arbitrary limitation on dividends to policyowners and if the
gain from operatiolis i$ less than the taxable investment income, the company’s
taxable income should be reduced by at least 50 percent of the difference.

We earnestly hope you will concur that amendments to this proposed law are
highly desirable and that you will lend your support to amendments which will,
at least, somewhat reduce the large proposed increase in taxes and also make
the law more equitable between various companies.

Sincerely yours, .
T. A. STEMMERMANN,
Vice President and Actdary.
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MEeMpPHIS, TENN., February 26, 1959.

Hon. Hagrry F. BYRp,
Chairman, Senate Finance Committee,
Senate Ofice Building, Washington, D.C.
With reference to H.R. 4245, relating to the taxation of the income of life in-

surance companies, this is to apprise you as chairman of the Senate Finance

Committee, just how the bill affects my small company. We understood the
Treasury desires approximately 60 percent increase in tax revennes from the
life insurance industry. We are not opposed to paying our proportionate part
of this 60 percent increase, but this bill goes far beyond this percentage as far
as my company is concerned, as the following figures show: (1) 1958 Federal
fncome tax under 1942 revenue law (current law of the land) would be $88,000;
(2) 1958 Federal income tax under H.R. 4245 as proposed by the House Ways and
Means Comniittee, $212,000; as you can.see this is an increase of approximately
242 percent. This we are definitely against. We ére of the opinion that this
situation should be reviewed very carefully during the 1959 year to see the
full impact this bill will have on the entire life Insurance indugtry and since the
current 1942 law will"produce the desired 60 percent increade the Treasury
Department desires, ‘we, therefore, ask that you vote against H.R, 4245 at this
time. - . : .
Vi : ALVIN. WUNDERLICH,\]J®.,
o President, National Burial Insurance Co.

—_—r— . \

f Hoax Livs INsURANCE CO., OF NEW Yonx.‘.

: Ry : Richmond, Va., March 3, 1359.
Hon HAgryY F. BYro, . R . ,
U.8. Senate,Washingtoh, D.C. - . - . )

DEAR SENATOR BYRD ¢ I am Wwriting you regarding the proposed new law (H.R.
4245) which' increases the incomé tax on life insprance coinpanies to an amount
which I feel {s exorbitant and unfair. ciro .

I respectfally call your attention to the:fact that.li’e insurance has,; been
called the pobr man’s bank. There are many milljons more policyholdery than
there are income taxpayers which shows the -popularity of lite insurange-as a
form of thrift'for small savers. This means, of course, that life insurgnce re-
serves represent the savings of individual policyholders apd are greafer tha.
all individual sdvings accounts in all banks and more than the totgl of ind -
vidunl savings In‘e¢aviogs and loan assoclations. Yet, life Insurance taxes are
three times greater than average faxes on other formsof thrift. e

A recent study shows that while mutual companies have only 63 percent of the
total life insurance in force and only 58 percent of the gain_from operations;
under the proposed bill they will pay 72 percent of the Federal taxes which will
be levied on the life insurance business. I feel certain thit you will agree with
me that this is an inequitable distribution of taxes to a host of small mutual
policyowners and citizens of our country.

You, sir, have the honor and responsibility of serving on the Senate Finance
Comniittee and I earnestly hope that you will urge your associates on this com-
mittee to consider amendments on the proposed bill which will eliminate this
inequitable treatment. Naturally, we must raise the necessary income for our
country. My plea is, have a tax law which is nondiscriminatory and is not a
70 percent increase tn taxes in a single year.

Sincerely yours
. LAwgreNCE C. REEVES, Manager.

KETCHIKAN, ALABKA, February 27, 1959.
Re H.R. 4245,
Hon, E. L. BARILETT,
U.S. Senate, Washingion, D.C.

DEAR SENATOR BARTIETT: H.R. 4245, in general, raises the level of taxes on
life insurance companies. The bill, from what I know of it, appears to be sound
and from information that I have been able to obtain I do not believe that the
insurance industry is serlously objecting to it. My hope is that the bill will
pass the Senate in the same form as it passed the House. It contains a provi-
sion relieving a discriminatory tax on investment income for pension reserves.
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I belleve that the tax on investment income as it applies to insured penslon
reserves ls discriminatory and ought to be removed because it adds to the cost
of an insured pension plan,

An employer, for example, may select an insured pension plan in order to
provide a sound;guarantee basis for pensions for his employees but if he selected
a bank-trusteed plan which has no guarantees, there would be no tax on invest-
ment income applying to the penston reserves. Therefore, the very nature of
the discriminatory tax can put an insurance counselor in the position of not
being able to recommend what he considers to be the best vehicle for funding
a retirement plan, N

I belleve that this discriminatory tax should be removed aud respectfully sug-
gest that you support the legislation on the basis of retaining the proviso for
removing the tax inequity gradually as provided for in H.R. 4245.

It is my understanding that hearings on the bill are scheduled before the
Benate Finance Committee, or a subcommitiee thereof, on March 8 and would
appreciate your entering a supporting statement endorsing ILR. 4245 without
further amendment,

Yours very truly, : W.K.B
. K. BOARDMAN,

STATEMENT oF GUILFORD DUDLEY, JR., ON BEHALF or Lirk & CASUALTY INSUR-
ANOE Co, OF TENNESSEE

Lite & Casualty Insurance Co. of Tennesseo I8 a medium-sized stock life
insurance company with home office at Nashville, Tenn., with 9,270 stockholders
scattered over the United States. We do business {n 18 States and the District
of Columbia, and rank 52d in size, with $1,051,167,000 life Insurance in force as
of December 31, 1958. .

Firat, this company remains firm in its conviction that the most equitable for-
mula yet devised for the income taxation of life insurance companies {s that
embraced in the law in effect for the years 1953 through 1057. Furthermore, If
that law were amended to change the credit for reserves from 83 percent to a
percentage for each company based upon its actual individual company require-
ments, it would Lring the total revenues to the Government to miore than the
$500 million sum which we understand to be sought by the Treasury Department
for the year 1958, : .

I understand that other witnesses already have presented or will present this .
viewpoint more fully, but there is one major overrlding consideration which I
would like to outline.

There does not inhere in the net investment income approach discrimination
within the Industry. - Net investment income i3 a common denominator of stock
and mutual companies, of large and small companies. N

Phase 2 of H.R, 4245 brings into being an obvious discrimination betwéen -
stock and mutual companies. This is readily apparent from examination of
table I on page 8 In the report of the Committee on Ways and Means accom-
panying the bill, Whereas the proportionate amount of total assets held by
mutual companies as contrasted with stock companie, is 75 percent to 25 per-
cent, which proportion compares with the percentage: of the estimated revenues
to be derived under the 1942 formula, the 1955 formula, and phase I of H.R.
4248, yet the estimated $40 mlllion to be derived under phase 2 s divide!

.80 percent from the mutual companies and 70 percent from the stock com-
panies—almost completely the reverse of the revenues derived under the net
investment income approach.

‘Further, if this bill should be enacted in its present form, we submit that
within a year or two the revenues derived from mutual companies under phase
2 would substantlally diminish and even approach gzero, thereby accentuating
the discrepancy In the comparative revenues derived from stock and mutuals
which will exist for the year 1958. In fact, a mutual company would be con-
sidered as failing in its duty to its policyholders if it did not increase dividends
within the limits of conservative practice 8o as to drastically reduce or eliminate
the tax under phase 2 of the bill. The estimated amounts in table I of that
report are based on the dividend practices of mutual companies under an en-
‘tively different tax law, and it ts submitted that these practices will change
with the change in the law. .
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We urge that there is manifest and serlous discrimination agalnst stock com-
panles herent n phase 2, and that for the sake of the amount of revenue
to be derlved from phase 2—7.3 percent of the whole for 1938 and in all
probabillty a lesser percent in future yecars—the Government shoutd not serlous-
ly alter the competitive batance between stock and mutual companies.

I would emphasize thut we have the highest regard for the mutual life in-
surauce companies, large and small, of this country. Yet this high respect does
not diminish our opposition to thelr being granted a substantlal competitive
advantage by the operation of the Federal income tax law. We oppose any
segumient of the life Insurance Industry being granted such a competitive ad-
vuntage over any other segment, and feel that you would share this opposition.

At this point I would llke to set out the taxes which would be paid by this
company on 1958 operations under H.R. 4245 and the 1042 and 1935 formulas:

1955 £ormulA e e e memc e ——— - $715, 000
1942 formula ——— e e e Siree. 1, 200, 000
HR. 4246 e - .——eD 128, 000

¢ o

These figures, of course, do not tuké’ into account any possible effect of phase
8, which would apply only to yegré subsequent to 1058,

The increase to this company’is 175 percent over tlie 1955 formula and ?’L\
percent over the 1842 formula.” By comparison the taxes for thé entire industry \

under H.R. 4245 as appears, from the re) “of the Committee on Ways and

Means represent a 71 percenit increase gvér the ]} 55 toymuta apd a 9 percent
increuse over the 1043 formula. It j: apparent,; then, that the effect Qn our
eol;n{)auy is substantially /more severe than thg}e ect-ofthe Indugt’ry\as a
whole, { e s J i
While the figures are jnot avallable to our ﬁah‘g. but ‘doubtless cdn be
easily made avnllable t¢ this committes, we nate that t perlence of
bur company will be found to be the experien stpc% compa l%s as a group,
and that the impact of the proposed bil, if enal )DF?J,&W. i1}.be found to
fall most severely on stdck comparies and:les on'jnujual companies.

If the committee condludes that }n; must etct t‘!lxe rg;po 1141 nb‘that :ggd ne:
ejt an mog equtable me o

fnvestinent fncome apprdach nlone fs the falc%

taxing life insurance conipanies, and to the ¢on lud

principles embodied in ph8§s 1 and 2 of H.R. 4 d
€]

then there are several specific am lents which~we ufge
(1) The formula in phase 1 as now written discriminates bedween st

mutual companles. The deduction rate for interest deduceted under th

and Other Contract Llahllltfxpedncuon" is-an average (1)

vestment yleld, and (il) the nl%l;er of the rate it assuméd on

rate the whole industry assumdd on reserved, The use’of the industry ra
by a company whose own assum ate Is less than that of the industry resyt
in a greater amount of deductible integest than such a company would %t.l'lftglso
be allowed. This beneflt will acerue pringipally to the larger mutunl companies
for reasons which I will briefly state. — o

The facts of the life Insurance busluess are that-the mutualg fo general have
lower Interest assumptions than do stock companies. They do this deliberately,
not only for reasons of safety, but because a large part of the dividends they
pay Is based on interest earnings in excess of their assumed rate, and because
their gross preinlums have enough excess margin so that they are not affected
by a lower interest assnmption on reserves.

A stock company must set its gross premium rate as low as possible for com-
petitive reasons, and this results in their Interest assumptions being higher, or as
close as possible to what the company actually expects to earn, within the
limits of its ability to make such estimate over many years In the future. In
any event, it is a fact that the Interest assumed in the reserves of stock com-
panies {8 higher on the average than that assumed by the mutuals, ‘

We urge therefore that each company use {ts own assumed rato of interest
in arriving at the deduction rate in phase 1. In additton, we suggest that this
should not be the rate for only 1 year, but rather an average of the interest
required on its reserves for a perlod of several years—we refer here to interest
assumed on reserves, not to an average of interest that the company actually
earns. We believe these two changes would have the following advantages:

(1) It would avold the use of an industry average for interest assumed on
reserves, which at best is an arbitrary figure when applied to any one company.

(il) It would avold a discrimination between companies, which in the main
benefits mutual companles. . .- . : ) ‘ .

37532—089——10

o

ves, or the
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(D 'The ure of the company’s own assued avorage for n perlod of xeveral
yours wonlit sdimtonate nny wndue penalty (s weattonsd on e boltom of page
10 und the top of page 11 of (he veport of the Commlttee on Ways il Mennx)
o jocompany whose assumed average wis betow the industey avernge for
tomporary perlod of thne,

¢ Plinee 2 of the DI provides oo 10 peveent deduetion for thie nmount of
e Inereaxe I eoverves on nonpartielpating e nistness, Weoaege thint §
wauld beoore rensxonnble and cquitable to nake thin deduaction 8 pereent of
nonparticipating prembinne veceolvead,

Ve voport of the Compdttes on Ways st Means statox on page 7@

Thin 10 pereent deducetion I desfignnted to compensate sfock fnsueanee com-
pantex for the fact that sinee they ddo et hinve e ‘eushifon® of redandnnt
pronduma (whieh 16 the business does not o well o mulual company enn use
to offeet losses bl otherwixe are pald ek ax polieyholder dividends) they
muat have lneger capital amd surplus”

The roport apeciliently mentions the ek of excess mnegln in noapartleipating
protbumy an (he renson for the deduetton. "Thils cepsoning s, I oure Judgient,
ennetly shght, Howover, wo guestion emplintleally the fact that the dedaetion
tn bared upen (e ncroase In reserve rather than en the promiums themselves,
ux the aekuowledged parpose of the doeduaction 18 to compensate for the tnck of
exeess nneghn s nenparticipating prominms,

The exeens mavghn, which mutual companies linve and stock compantes do not
have, can e ealled upon by mutual companles to pay cladma n tines of erisiy,
such anowars, ophidemdes and pevlode of heavy thinneinl losses,. A matual
company has thin exeoss wargin at s disposat ot any Hoe 1t s needed by simply
reddicing or oliminatiug  dividemds (o polleyholders,  For exmmple, dividends
wore reduced by most matunl compantos i the deprossion yearn of the carly
1N atd shorlly  theraafter, when serfous fosses were ineanreed by many
compaiios, hoth atoek angd mutunl, on thele disabiiity income business, dividonds
wore Rharply veduesd by the mutual compantes on policlos contatidug suech
covernge,  Inastmuech as stock compantos iave no excess winegin to staet with,
thoey must compensate for this by ballding up corvespondingly lnrger surplus
amonnts to mecet xuch contingencies,

1¢ atock companios are to wmeet future contingenclea on the same baxls ns
mutual compantex, thete additional sueplus Kept for this purpose shonld he based
ol the companiex’ total exposure to clabims rather than on whatover Ierenses
i voxerves they may have, The Inerease Iy pesorve (sl vartes more with the
ae of tho company al the type of businesa 10 has than 1t does with the
company’s oxposure (o elatma,

For fnstanes, o company might collect promiums of $1 mtitlon por year at the
prosent thine, and have an inerease o reserve of $T00,000,  ‘'wenty years from
now the same company might atiil colleet 81 militlon in premtums and hnve an
Ineraase I reserves of only SR00,000 beeanse of the greator age of I business
and the correspondingly prwater reservex released through deaths and waturl-
s, Yer this same company would have more Insurainee in foree, and more
enprosure (o nievpected eatastrophe fn 20 yoars than it doos at the presont thne.

In ancther situation, constder the example of a company that coases to grow.
T wmay not have any inerease o reserves at all, ved it would stlil be collecting
premiums and be oxposed to contingeney visks for many yoara to come,  Such
noeompany wonld have no further deduction for ts nonpartietpattngg hastuess,
Bt mutual company that kewise had ceased to grow wonld still have the
excesx nrrin In fts premtums avatlable, .

The fact that the relationship of prembus to {nerease in resorve varles so
mueh hetween diferent companiesg, and even within the samae company tn die-
forent stages of s dovelopmoent, indleatoes strongly that premfums are a much
nmore appropreiate basis for this deduction. We tiemly belleve that a deducetion
tor nonpartiefpating business bazed on premiumz rather than on increasgo in
roservos v much fatrer tor all types of companies tn difforent stages of growth,
aid urge that HLRL AMS be amended to make the deduetion 8§ poreent of non-
participating preminms recelvidl,

() As psently deafted, LR, 4243 bhecomes offective for tho year 1088,
exaept that phase 3 and the provisiona for capital gaing and losses take effect
for the yoar 1IN, For the industry az a whole thiz R a T1 poreent inerease
over the tax that, wonld have been pald under the 10585 formula, and for our
own company this ta a 178 percent incrcase,  We atrongly urgo that if this hill
2 onacted into law aabsatantially in its present form, provision should he made
for a teanaition period before the fuil imp,aot of the tax comes tuto befng.
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While probably there are severat good methuds of accomplishing such transi.
ton, wo wonlil propose o H-year transition peclotd somowhat as followas: Durihg
the d year perlod each company would compute its tax ander the 1942 fortnula
and under the 1950w, BF Che result uider the TO50 fnw s greater than under
the HHL formula, then for HGR, the company would pay the amount computed
under the 1942 formla plus one-titth of the ditference between the result under
the 1012 formata and ander the 1G9 Inw,

Far 10950, I the amount of tax under the 1008 Inw were greater than under
the 12 formudn, the company would pay the amount computed under the 1042
formutn plus two Afthe of the diforence, ote, unthl for the Yeur 1HH2 the com-
iy would pay the whole atonut computed under the 1980 law,

Whiley we nre not weddd to the partiealar method outlined above, we strongly
teel thut there xhould bo some ovderly and equltable teansitlon from the tax
padd by the compauy {n BT to the tnx pald in 1008 aud the sycceeding yonrs,
where there s o substantind dittorence (n the nmount of tax to be paid under
the new low without w corvesponding lnerease in net lavestient fncome,

Suehe a deastle hwerenso I so rge o factor Ina company’s operations ns
the Fodern? fneome tax cun cause Nevere dislocation tn the compuny’'s opern-
tions,  We serfousdy doubt that any hudustey hns proviogsly been subjocted in
one teX year (o the Inerease an great as wouldd vesult i 1LR. 4245 becomes law
in dta present form,  The reanlt for our company Iy substantially more severe
that the veaults for the industey as o whole, and doubtless thore ave numerous
other companles, on which the result i even more severe than ours,

GO In ol previous congresstonnl heavings on the sabject. of the Incowme
taxation of Hfe Insarnnee compnndes, there s been emphasized the fact of
the very substautind Ntate taxes lovied on the busis of preminns recelved,  'We
strongly urge that ILR GBS be amoended to glve more adogquate welght to this
tremoendons factor i the total pleture of Heo lusurance taxation,  Speeltically,
wo RknERest that xome (ype of credit, on o falr ad rensonable basiy, e granted
agulust the Bederal income tax for the prembon taxes patd,

In ndditlon to SSU5,000 I State and loeal taxen incurred In the novinal course
of bhusiness and whlvh. In the main, are not anigue to Hee Insurance companies,
our compiny ncurred premlute taxes of $OM000 during tho year 1058, These
prombmn taxes equanl 0.7 pereent. of our esthinated tax under the M2 tormuln
and 4D percont of our eatimated tax wder LR, L2445, atnd obvlously constitute o
highly tmportant consideration In our total tax pleture. I am sure that the
oxperienes of other companies approximates our own,

Under the above-smggiested amendment, o eredit equal to 23 percent of the
nmount. of prembum taxes pald might be allowed agaiust the tax levied under
the Federat lnw, o making this suggestlon we ave fully aware, of comrse,
thut premjum taxex ave atlowed an deduetible oxpenses under the blll. Suech
eduetlon dees not, howover, take into account the anlgue charaeter of these
toxes and thele exelusive applleation to the Hee fusuranee industry,  There-
fore, wo feel that o eredit along the e wo have suggested should be neor-
porated into the proposed b,

‘Turning astde, now, from sanggested mmendiments to plinses § and 2, we urge
that phase 3 of the proposed b be deleted entlrely,  In this connection it seems
worthwhitle to peint out that the principle embodied In phinse 3, that ks, a tax
baxed upon cash disteibution to stockholders, has been studled and rejected
ety thnes in provious years,  As vecently ax Decomber 81, 1038, the principle
was not lncluded In the deaft bill prolmrﬂl by the Treasury Departient in
cooperation with the congresslional sta@fs, which bill accompanied the veport
on the taxation of life fnsurance companies by the Subcommittee on Internal
Revenue "Taxation, Committeo on Ways utd Means, submittod on that date,
1t only came nto betng for the test thine as Weglsiantion n R, 4245 We urge
that phase 3, and the principle embodied theretn, should ot be enacted into
nw for the following reasons:

(1) A tax based upon the concept of eash distributions to stockholders Iy
completely withont logle and without connterparvt in the fncome tax laws of thin
conntry,  Congress, the Treasnry, and the industey tself are seeking an equita.
ble and permancut formula for the taxation of the het profita of Hfe lnsurance
companies, and yet it 18 obvious that eash dividends paid by a stock life in-
surance company, or by any other businesa corporation, {in no way measure the
profits of that company, 'P'wo lnsurance companies may have alinost tdentieal
statements, identical net luvestment incoe aned fdentieal net galns from opera-
tiony, and yet the nmonnt of eash dividonda paid to atockholders ench year may
diffter snlmhmtlultv. depending upon many factors that ave within the diseretion
af the hoard of divectors of the company.
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It cannot be said under this situation that the company which pald the larger
dividends had the larger profit, and thevefore shonld pay the larger tax.

(2) All concerned are secking within the best of their abilities n tax law
for life insurance companies upon n principle and formuln that will be por-
manent within the foreseeable future and not subject to review from year
to yenr.

We belleve, however, that if a prineiple so completely withont logle ns a tnx
based upon eash distributlion to stockholders Is enacted into Inw, it cannot stand
the test of time nnd its deficlencles will gradunlly come into being for com-
panies not affected nt the outset, It is purely an expedient, and without any
attempt nt morallzing, we feel that expediency in the long run doees npt bear
fruit in government or in business, |

(3) Az n corotlary to the tax bnsed on cash distribution to stockholders there
I8 fucluded a provision regnlating surplus.  Thix, of course, Is stmply section
102 of the Internal Revemite Code earrled over into the law taxing life Insur-
ance companies,

Whereas such principle may be nppropriate In the tax laws apply to an
ordinary business corporation, yet with respeet to a stock Insurnnce company,
any provision penalizing the accumulation of surplus is, in our Judgment, din-
metrically opposed to the publle interest.

. Life insurance ix a long range business, projecting guaranteed payments by

contract far into the future. It i hnpossible for anyone to state at any given
time a limit on the amount of surplus which a stock life insurance company
should nccumulnte in the Interest of meeting its future contractual payinents
to its policyholders. In fact, I think it would be almost Iinpossible for a stock
life insurance company to aceumulate too mueh surplus (n econsideration of
the interest of its policyholders.  Inflatlon is with us today, and the mortality
contingencles In an atomic age are a possibility that none of us like to con-
template.

There {8 a vast difference between placing a limit on the surplus which may
bo accnmulated by a mutual company and' ptacing a limit on the surplus to
be accumulated by a stock company. This point needs no development as it s
a known principle of mutuat life nsurance that the net premium of a8 mutual
company can ho and i adjusted by the amount of dividends returned, whereas
the nonparticipating premium of a stock life Insurance company Is fixed and
cannot be {nereared.

Therefore we recognize that a penalty agninsts surplus accumulated beyond
n certain point must necessarily be a part of a tax based on cash distribhutions
to stockholders to prevent clrcumventton of such a tax levy, but we lusist that
such vestriction on surplus Is agalnst the interests of polleyholders of stock
life lnsurnnee compantes, and that to the contrary the acetmulation of surplus
ghould he enconraged, *

(4) To the extent that phase 8 results tu additionnl tax. it accentnates the
diserimination between stock: companies and mutual companies. The only way
to prevent such o diserimiation would be to levy a stmilar tax on dividends to
polleyholders, nnd of course such a levy s likewlse without logie, I am sure
that the mutual companies do not seek such competltive advantage, but this
advantage must neeessarlly result for ever tax dollar that {s pald under phnse
3, or there would have to be a corresponding tax agafnst the mutual company.

With phase 3 included tn the law a stock company and & mutual company with
identical statements woitld necessarlly be taxed differently, the mutual com-
pany paying the lesser tax, elther in the beginning years of the proposed new
law, or In future years when the penalty agalnst accumulation of surplus
comes into play.  We ennnot belleve that Congress tntends to enact into law a
prineipte which wounld hring ahont this result. S

RUMMARY

(1) We urge the historieal approach to the taxation of life Insurance com-
paniex, the investment income approach, as belng the most equitable yet de-
vised after years of study by government and industry. Admittedly this
approsch has shortcomings but we feel they are outwelghed by fts advantages.

(2) However, if this committeo cannot accgpt the investment income approach
as tho gole basls for taxation, then we urge your attentton to the specific amend-
menta which we have proposed.

(8) In all events, we urge thiz committee to reject the principle, completely
new and without counterpart in our tax !n'ws, of a tax based upon cash distri-
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bution to stockholders. Although this principle would not affect the taxes our
compuny would pay for 1958, and although we cannot accurately cstimate how
it would affect the nmount of taxes our company will pay in the future, we are
certain that this principle cannot yield a fair and equitable result over the years
to stock life insurance companies as a group, or from one company to another
within the gorup, it cannot meet the fundamental test of equality of taxation,
and 1s diametrically opposed to the public interest.

STATEMENT OF CLARENCE J. MYERS, PRESIDENT OF NEW YORK LIFE INSURANCE Co.

Speaking for the New York Life Insurance Co. and myself, we ask that par-
ticular attention be given by the Senate Finance Committee to the points covered
in this brief statement.

1. WE APPROVE TIIE GENERAL STRUOTURE OF H.R. 4246 BUT CONSIDER XT8 TAX
BUBDEN EXCESSIVE

et me amplify my position. In general, this blll applies corporate rates of
taxation to the income of life Insurance companles as measured on three com-
ponent bases: Investment income, underwriting galns, and capital gains,

Since 1921, the tax laws have been based only on income earned upon the
sums held for policyholders’ protectlon. We approve the proposed broadening
of the tax base because it affords a more cquitable pattern for taxing the various
classes of insurance and the various kinds of companles. It contemplates taxing
investment income and gains derived from underwriting, and an apportionment
of the impact of these two sources upon the diverse companies affected.

Unfortunately, the impact of taxation under this bill is so heavy as to con-
tinue, in an aggravated degree, a serlous discrlmination agalust life insurance
as a thrift medium for millions of policyholders. More specifically, it would—

(a) Continue the arbitrary handicap that has long been suffered by our
business as a thrift institution competing with other such institutions. This
handicap has arlsen partly from Federal taxation of our investment in-
comne at an effective rate higher than that impesed on other savings institu-
:lolns and partly from the burden of State taxation uniquely borne by our
ndustry.

(b) Accentuate the dampening effect of taxation on the public's induce-
ment to save and thus increase infiationary pressures. It would alzo curtail
the &ipply of capital funds which nourishes the Nation's henlthy economie
growth,

(¢) Discourage the public's natural incentive to build personal security
on a voluntary basis, and thus would augment demands for additional
social security.

While we believe that the general structure of M. R. 4245 Is satisfactory tn
principle, we hope that the soclal and economic consequences of the tax burden
will lend the committee to adopt amendments to this bill which will alleviate
the discriminations cited above,

There are two defects which we regard of particular fmportance. One con-
cerns the “deduction rate” of interest. The other concerns the statutory lhmlta-
tion upon the deductibility of policy dividends on participating tnsurance, in de-
termining taxable income, Both defects ean now be remedied with stinple nmend-
nments. These are described in sections 8 and 4 of thls statement.

2. WE CONBIDER H, R. 42408 TO BE A BOUNDER BASIS OF TAXATION THAN THE 1048
FORMULA WIHICIHT WOULD BRCOME THE TAX BASE IN THE ARSENCE OF NEW
LEGISLATION

In previous hearings on this subject, it has been emphasized repeatedly that
perpetuation of the 1042 formula would be a serlous mistake, The Under
Secretary of the Treasury made it clear last fall that this was the view of the
Treasury Department. The Honse Ways and Means Committee has assoclated
itself with that view., The Senate Finance Committee, in approving the stop-
gap tax bills that have been enacted In recent years, has repeatedly expressed
dissatisfaction with the 1042 formula.
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Henee, it would not 1 cem necessary te . gue at length the defoets of the 1942
formula. In brief, it s unsatisfactory in two prinelpal respects.

{(a) It apportions the tax among companies and among classes of insur-
ance solely on the basis of investnicnt income. Such a tax tends to dis-
courage the types of Insurance which combine protection and saviugs in
favor of temporary term insurance upon which little or no tax is levied., It
seeins clear that n proper tax basls should take account of other gnins and
losses,

(b) It taxes investment incomeo at an effective rate which is subject to
substantial vaviations, because of the arbitrary and fuflexible fnterest rate

* which the statutory formula provides ns one of the elements to be uzed In
determining cach company's deduction for “required” interest. ‘I'his artl-
fivial tax formula actually produced negligible revenue for the Treasury
in the years MMT7T through 1040, It could produce an unhearably heavy
burden of taxation under other elrcumstances. It falls far short of meet-
Ing the Trensury’s need for a stable, dependable source of revenue.

3. FORMULA FOR DEDUCTION RATE UNDER SECTION 205 (b) (2) IS8 DISCRIMINATORY

1L R, 4245 embodles a new coneept for determining taxable investment incomo
by establishing a deduction rate of interest for each company. ‘This deduction
rate ix to be used In two ways, as a basis for revaluntion of policy reserves und
as the rate deemad required on such revalued reserves for tax deduction pae-
pores. Such a deduction rate, if properly deflued, would represent a signiticant
:,mptxinvomvnt over previous methods of determining the reserve Interest de-

uction,

Howoever, the deduction rate as defined in sectlon 806(b) (2) s based partly
upon the average Interest rate assumed for reserves by the individual com-
pany (or the corresponding industry average, if greater) and partly upon the
compnny's own investment yleld rate.

Basing the deduction rate, even partlally, on the rate arbitrarily assumed by
each lndividual company for reserve purposes Is unreasonuble because—

(a) It discriminates against companies which have chosen a conservative
interest basis, as compared with the many companies with less conservative
reservo Interest assumptions than the industry average.

(b) 1t permits tax results to influence management decislons with re-
spect to reserve interest assumptions. This §8 an undesirable pressure in
an Industry so heavily relied upon by the small savers.

(0) It taxces 8 considerable portion of investment income which (i) in
the case of nonparticipating insurance (polleles on which no dividends are
pald or promised) is required under the interest assumptions made in tixing
premium levels (not rexerves), to maintain safety and meet policy obliga-
tlons as they mature, and (i) in the caso of participating insurance is
required to provide net costs to policyholders which are competitive with
those available through nonparticipating fnsurance.

We belleve that these defects in section SO5(b) (2) eould be largely overcome
by defining the deduction rate to be simply each company’s investment yleld,
earned on the average during the 8 years ending with the current tax year.

The use of the &-year average earned rate, in brief, would produce the
following Improvements:

(a) More equitable and less onerous burden on policyholder savings,

(b) Each company's tax based solely on Its own experience.

(0) Intluence of management declsions or assumptions minimized.

(2) Greater smoothness, stability, and predictability of the deduction
rate attained.

4. THE LIMITATION ON THE DEDUCTION OF DIVIDENDA TG POLICYIHOLDERS IN COM-
PUTTING TAXARLE INCOME CONSTITUTES UNFAIR DISCRIMINATION AQAINAT
PARTICIPATING POLICYHOLDFRAR

H.R. 4245 provides that all insurance companies are to be taxed on the “galn
from operations” whenever that is smaller than investment income. However,
under section 809(g), the taxable gain from operatious for a particlpating
company would not be less than the company’s taxable investment income.
Such a tax floor results from aun arbitrary and unfair disallowance of a deduc-

'
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tion for policy dividends to the extent that such dividends would reduce gain
from operations below taxable investment incowme,

Thus, for all practieal purposes, only a nonparticlpating company can have a
tax that Is less than 52 percent of fts taxable investment income while par-
ticipating companies must pay a tax at least equal to 62 percent of their taxable
investment income,

Similarily, no nonparticipating company wlll pay a tax in excess of 52 percent
of its gain from operations. On the other haud, many participating companies
would pay taxes cousiderably In excess of 52 percent of their gain from opera-
tions (after full deduction of policy dividends).

These results defeit the proper operation of the basic priuciples that (a)
premivms charged for participating pollcles, less dividends pald to the policy-
holders, represent the net charge for participating insurance, just as the
premium charged for nonparticipating policles represents the net charge for
nonparticipating insurance and (&) a participating company’s true net income
doex not exceed {ts galn from all operations after full deduction of policy
dlividends,

The illustration on the following three pages shows the unfair diserimination
against & compnny issuing only partleipating insurance as compared with a
compnny issuing only nonpartieipating insurance,

Taxr consequences of LR, 4245 for tico competing life insuranece eompanicg—
participating and nonparticipaling-——which provide identical insurance at
identical net cogls to policyholders

I. BASIC ASSUMUITTONS

Financtal position of yvar for yoar

Beginning | End of ymr‘ Avernge

Capital and surplus.. Jeaeviesanane

RATE OF INTEREST

Percent

Actually earncd on mean nssctr durlng year..o..... o 3

Assumed for valuation of reserve Hablitlesac c e accmn o ncecmiicicicacans [RPR—. 2

PREMIUM AND DIVIDEND RATES
Particlpating company e cccccaaaaana. 24 lxromium per $1,000 in force.
4 dividend to polleyholders per $1,000 in force,
20 net cost to pollczholders per $1,000 in force.
Nonparticlpating company. cccuevauan 20 premium per $1,000 in force,
II. COMPARATIVE SUMMARIES OF OPERATIONS
Calculation of gain from operations beforo Federsl tax Participating | Nonpartlcipat-

(from annual statement) company ing company
1, Preminm inoome $1, 200, 000 $1, 000, 000
2. Net investment inoomeo. 383, 000 335, 000
8. TOLAl INOOMO . e iiiitie i eiiaettiaicanancramscneanaaans 1, 588, 000 1, 388, 000
4. Benefit payments (death, maturity, surrender) ..couececccnnnennnan. 730, 000 730, 000
8, INCTOAse 1N FOMIVE . oo ieiieniiitiraniecmiirnraaacce s apanannn 400, 000 400, 000
6. Commissions and other insuranoco expenss, including looal taxes, etc. . 183,000 183, 000
7. Total chargos agalnst income. 1,315,000 1,315,000
8. Qaln from operatlons............... 210,000 | - 0, 000
9. Dividonds t0 polleyhoiders. -nooomoroiiliiils el ORI 200,000 |.eeueeennnnns
10. Net pretax gain from operatiors (from annual stutement)............ 70, 000 70, 000
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Tar conscquences of H.R. 4245 for tico competing life inaturance companies—
participating and nonparticipating—-1wohich provide tdentical {nsurance at
{dentical net costs to policyholders—Continued

I CALCULATION OF ALTERNATE TAX DASES AND FEDERAL TAXES OF THE 3
COMPANIES

Participating [NonpnrticIpats
company | Ing compnny

Investment income basis:
Adjusted reserve (based on “deduction rate' of 3.125 porcent) . .. .. $9, 375,000 $9, 375,000
Deduction allowed for interest (at 3,125 pereent) on the adjusted reserve. 202,908 202, 009

Taxable investment fncome (TI1) (tho excess of item 2 above, over

R 22K N I 22, p:u 2,031

Operating gain basis: - o

(nin from operations (item 8 nhm'o} ..................................... 270, 000 70, 000
Taxable gain from operations (TQO) ... aiciaeaaaan 92,031 70, 000
Maximum deduction allowed by see, 800(r) for mutual dividends and

for nonparticipat NG reserve MEreAse .. ... oo iiiiieaiiicaianaan 177,900 0
Taxable income (TAO whenidessthan T .. ..o iiiiaiaaa, »0'.1. 031 I ’.’0_, 00(_)

Net pretax gain from operations ((tem 10}
Tax at 52 pereent of taxable income

Not gain from operations after tax 2,
Tax as peroontago of net pretax gain from operations...a..oooeao.ot [ 7]

Thus, the tax on the participating company is 68 percent of the net pretax
gain from operations, whercas the tax on the nonparticlpating company is 52
percent of such gains. The participating company must pay $11,4568 more than
the nonparticipating company even though both companies have the same pre-
tax gain from operations, 1. e., $70,000.

Such a tax discrimination would adversely affect the competitive position
of the participating companies and their accumulation of surplus generally con-
sldered appropriate, whatever the kind of company, for the protection of contract
obligations,

Accordingly, we believe that H.R. 4240 should be amended by deleting entirely
the limitation on the deductibility of dividends to policyholders in computing tax-
able income, Naturally, any partial relaxation of that Hmitation would reduce
the extent of the diserimination. In our opinlon, an excellent way of achieving
this relation would be to allow a deduction for 0 percent of any negative dif-
ference between net galn from operations (computed after a full deduction for
policyholders' dividends) and net investment income.

5. WE APPROVE TIIE DEDUOTION FOR INVESTMENT YIELD ON PENSION PLAN RESERVES

When this deductton is fully effective in 1001, it will largely remove the existing
unfair discrimination against insured pension plans, as compared with trusteed
pension plans, whose investiment {ncome Is tax free,

Although we should like to have this fully effectlve for 1058, it represents an
important improvement over exlsting tax laws. More specifically, this deduc-
tion should be granted because—

(a) Life insurance companies are belng unfafrly excluded by existing tax
law from the pension field which is aessentially ab insv ance operation and
in which they ploneered.

(b) Small- and medium-sized businesses and their employees are particu-
larly penalized by the existing discrimination.

(o) The proposed tax abatement will be passed along through premium
adjustments and dividends for the benefit of insured pension owners and
beneficiaries.

(d) None of this tax abatement will be reflected in lower premiums or
bigher dividends to the owners of regular individual insurance policies.
Consequently, the relative competitive position of life insurance companies
in the market for regular individual insurance policies will remnin undls-
turbed by this feature of H.R. 4245.
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6. EXCEBSIVE TAXATION

The tax revenwe on 1958 operations under H.R. 4245 hins been estimated at
about $550 million, In addition, life insurance compantes must pay over $00
million in specinl State and local taxes on 1958 operations, Together these
total $850 mitlion. This is close to G percent of the total net premium (le.,
premiuns less dividends) received in 1058. In other words, about §6 out of
cvery $100 in net premiums paid by the policyholders Is taxed away by the
Federal and State Governments,

We betieve this Is an unreasonably high tax en thrift. It tends to discourage
self-reliance. It can only serve to discourage people from protecting themselves
and thelr families through the ownership of life insurance.

Tur, CoNNFoTIcUT MUTUATL LIFE INSURANCE Co,,
Hartford, February 27, 1959,
Hon, Tuosmas J. Do,
Scnate Ofice Building,
Washington, D.C.

Dear Toa: As you know, the serious matter of Federal income tax on life in-
surance companies Is schieduled for hearings before the Senate Finance Com-
mittee starting March 3. Because this tax measure has serious Implleations for
all life lnsurance policyowners and beneflelaries and, more specitieally, beeause
of the unique position of leadership of Connectieut and Hartford as the recog-
nized insurance enpital of the world, your interest in this proposed legisiation is,
L know, particularly keen.

It may, therefore, be of fnterest and help to you to have the viewpoint of the
Connecticut Mutual.

To start with, the House Ways and Means Committee has brought out a biit
which, overall, Is sound from a technieal standpoint. Admittedly, this is an ex-
tremely difienlt subject beeause of the complexities of life insurance company
operations.  These, in turn, are due to tho long-range contractual cemmitments
wihitch we have with policyowners and beneficiarles, many of these contractunl
guarantees potentinlly running Cor a perlod of as much as 100 years.

There cun be ho quarrel either with the fact that there have heen sone com-
panieg, primarlly small specinlity companies in which the stock is closely held,
which have been enjoying a very advantagecus tax advantage as compared to
compnnies which are more orthodox In thelr operations and which write the
usual lines of life Insurance and annuity coverage. To this oxtent, the House
Ways and Megns Committee has done an excellent job. .

However, what has proved shocking to the business is the terrifically fncreased
rate of taxation which is being proposed.  Estimates are that for the entire busi-
ness the tax will inerease from the $315 million yleld had the present Curtis-
Mills bill been renewed for 1959 to $645 milllon under the proposed legistation,
This is an increase of over 70 percent. It is doubtful whether any important
business or industry has ever before been asked to assumie an inereased tax bur-
den of this proportion in any 1-year perlod. When such an increased tax burden
{s proposed for an institutlon which is the most poular form of savings in the
United States and which {8 already the most heavily taxed form of savings, the
proposed increase In taxes becomes even more unconsclionable.

About 120 million Americans are owners of life insurance. Obvlously, the
overwhelming majority of these people are of modest income. Furtherwore,
these are people who are endeavoring to provide financial security for themselves
and thetr families through their own efforts, thereby relieving other individuals
and the taxpayers generally from the need of supporting them.

I know that you are further aware of the great need of our economy for long-
term savings and capital funds for investment. The small accumulations of
milllons of life lnsurance policyowners form the greatest pool of savings available
for long-term investments existent in this Natlon, It is these long-term invest-
ments which help to build schools, hospitals, roads, and Industrial plants.
These long-term investments help industry to buy cquipment and machinery,
resulting in greater efficiency of operation and in greater productivity. Such
greater productivity, in return, results in more real earnings for the working-
man and in a higher standard of living.

You also are undoubtedly aware of the fact that more than 60 percent of the
life insurance sold and in force in the United States is entrusted to the mutual
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companies. Therefore, taxes imposed on companies such as ours are direct taxes

on polieyowners and benefleiaries. This company, as such, does not pay 1 cent
in taxes. Every dollar of our assets belongs to the pollcyowners and bene-

fictarles.  Consequently, every dollar of ndditional tax which this company pays

rl]ai In ldollar less than would otherwlse be patd to our polleyowners and bene-
claries.

From this point on, T should ke to discuss primarily the tax problem as it
affects our company. It would be inappropriate for me to speak for any other
company. [ must sny, however, that this unfair proposed hnerease in taxes falls
with approximately cqual force on the policyowners and beneficlaries of all life
Insurance companies, lavge or small, stock or mutual.  And I need not add that
thir company has the highest regard for the other fine life insurance companies,
stock or mutual, operating {n Connecticnt.

The question nnturally arises as to what is a fale tax on life insurance policy-
owners and benetlelartes.  First of all, it Is necesary to consider just who these
policyowners and beneficiaries are upon whoems this tax fs being levied. The
Connecticut Mutual has somewhat over 500,000 policyowuers, The company also
has slightly over $4 billion of life insurange in force. On the average, then, each
policyowner has §8,000 of {nsurance in force in this company. For this insur-
ance, they pay on the average a premium of about $170 per year.  This modest
amount of Insurance represents less than one and oue-half times the average in-
conte of all families in the United States,

It need not be stated that the Connectient Mutnal, along with all other life
insurance companies, sees it ns its responsibility and daty to pay a fair share of
Federal taxes for the support of the necessary business of Government,  Addi-
tionally, our companies expect to pay a fair share of State taxes for the support
of the necessary business of our State governments and for the costs of the State
supervisory programs of life insurance operations, *

Ilistorieally, both by Supreme Court deeision and by congressional legislation,
the various States were conceded by the Federal Government to have the major
right to impose taxes on life insurance operations. Accordingly, for many yeurs,
taxes paid to the various States far exceeded the taxes pald to the Federal Gov-
ernment.  In more recent years, however, the tax take of the Federal Govrnment
has increased at an even faster pace than that of the State governments, until
today taxes pald to the Federal Government are greater than those pald to the
various States,

For example, in 1938 the Connecticut Mutual pald taxes, exclusive of real
eostate and speclal taxes, to the various States in the amount of $2,154000. In
the same year, the Connecticut Mutual pald $3,537,000 in Federal income taxes.
This rep.vesents a 50 percent greater tax paid to the Federal Government than
to the various States. .

Although the tax increase for all compantes under the proposed legislation
wonld be over 70 percent, the tax impact on the Connecticut Mutual wonld be
even heavier. Under the previous law, we would pay on 1958 operations
$3,850,000. Under the proposed law, our Federal tax would be $7,103,000, an
increase of 86 percent,

What, then, is a fair tax on these pollcyewners? There can be no definitive
measure of a fair tax, but there are at least two yardsticks which ean be used to
measure the fairness of such taxes,

The first of these yardsticks {3 to compare taxes on life insurance savings
with taxes on all other forms of savings. [t has already been pointed out that
life insurance is the most popular form of thrift, with'some 120 milllon Americans
owning one or more policles of life lnsurance. Iife insurance reserves, repre-
senting the savings of these individual policyowners, are greater than the total
individual savings accounts in all banks and more than the total of savings in
savings and loan assoclations.

Life insurance is alrendy more heavily taxed than any other form of thrift.
Indeed, the income from life insurance funds is already taxed three times as
heavily as the average income from 19 other forms of thrift aud savings. On this
basis of comparison, it Is clear that life insurance is already paying more than
its fair share of the tax burden which It s now proposed to inerease by an
additionnl 70 percent. ,

There 18 one other comparison which would seem to be very valid. In a
mutual company such as this, divldends have been paid to our policyowners for
each of the 113 years since the company was founded. These dividends are pald
from the savings resulting from careful selection of risks, from efiiciencies and
economies in operation of the company, and from interest earnings beyond those
required for the fulfillment of our long-time contracts with policyowners and
beneficiaries. In large measure, these qtvldends are a refund of premiums paid
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by the policyowner. llowever, there is an element of income to the policyrown-
ors, specifically that resulting from the excess of Interest enrned on policyowners’
funds over and beyond the rate of interest required to meet the company’s con-
tractual obligations to its policyowners and beneficlaries. It it were practlcal
to o so, the Federal income tax cculd be imposed oun each policyowner and bene-
fleiary individually on that amount of real income which he receives from his
life insurance dividends and interest payments. If such taxes were paid by the
individual polteyowners and beneflciarifes, we have estimated that these taxes
would amount te, roughly, a little less than $2,600,000 for Connecticut Mutual
policyowners aud beneficiaries. This compares with the $3,850,000 which the
company normally would be paying in Federal income taxes in 1959, and with
the §7,163,000 which the company would pay if the proposed tax revislon becomes
law.,
On this Iatter basis, then, the policyowners and beneficiaries of the company
would be paying over 180 percent more in taxes through the tax fmposed on their
company than they would pay through a tax imposed on them individually.
1How van relief be nttained, while at the same time still inereasing the tax yield
to the Government nnd maintaining equity between all types of companies?

HLR. 4245 should be amended. This could be done by using a §-year individual
company average for computing the reserve interest deduction so as to treat each
company individually and avoid basing the tax on industrywide averages which
favor some companies and penalize others.

It should also be amended by allowing mutual companles proper deductions of
any defleit that may avise if operating gains fall short of investment incoine.

Such amendments would still leave the Treasury with about the same tax take
as they would receive If the 1942 law became effective.  Such a tax take would, in
itself, increase the tax burden on life insurance companies by a far greater extent
than would seem reasonable,

I apologize for having written in such detail.  On the other hand, I know of no
briefer way of dealing with what is admittedly a very complex and a very impor-
tant problem. It is, of course, my hope that you will agree with the viewpoints
expressed above and that you will work toward a falr mitigation of the proposed
tax burden.

My very best regards to you.

Most sincerely,
CHARLES J. ZIMMERMAN, President.

NATIONAL ASBOCIATION OF MotorR Bus OPERATORS,
Wagshington, March 5, 1959.
Re LR, 4245, .
Hon. 1ArRY Froon BYRD,
Chatrman, Committee on Finance,
Scnate Ofice Building, Washington, D.C.

DreAr SENATOR BYRb: The Natlonal Association of Motor Bus Operators is the
national trade associntion for the intercity motorbus industry. It serves as
spokesman for nearly 1,000 companies which account for about three-fourths of
the intercity motorbus transportation in the United States.

On behalf of these companies, especially the smaller companies of this group,
we should like to call your attention and endorse the provisions of section 805(c)
of the Life Insurance Company Income Tax Act of 1050 (H.R. 4245), relating to
a deduction for investinent yield of pensicn plan reserves,

This association is in complete agreement with the following statement which
n&:’onrs in the report of the Committee on Ways and Means accompanying H.R,

(M

“The more favorable treatment of qualified pension and profit-sharing business
Is belleved necessary in view of the fact that the net investment earnings of a
qualified pension or profit-sharing trust are completely exempt from tax while
they are accumulated in the trust. Generally speaking, it s the smaller etuploy-
ers who forced to set up insured pension plans rather than trusted pension plans
becase of the higher risk and higher expenses connected with the operation of a
small trust. A higher tax on these earnings in the hands of insurance companies
than in the hands of trustees would generally be discriminatory against small
businesses.”

We followed with interest the testlmony presented on this bill before your
comniittee on March 3. This testimony concerned two additional facets of sec-
tion 805(c¢) on which we would like to comment. We urge that the deduction for
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investment income on qualifie@ pension plan reserves be made cffective immedi-
ately rather than in successive steps between now and 1961, This aspect was
discussed by Senator Kerr and Mr. Lindsay.

We also endorse the statement of Mr. Carrol M. Shanks, president of the Pru-
dential Insurance Co. of America, which urged that the provision be modifled to
insure that capital gains derived from qualified pension funds also be exempt
from tax.

It is our feeling that the enactment of section S05(c) will be of substantial
assistance to the smaller companies in our industry and that such enactment will
remove a substantial number of the inequities between funded pension plans and
trusted pension plans.

Cordially yours,
A. W. KoeEHLER, Secretary-Manager.

MORTGAGE BANKERS ASSOCIATION OF AMERICA,
Washington, D.C., March §, 1959.
Re ILR, 4245,

Hon. HaARrrY Fr.oop ByRp,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEeAR SENATOR BYRDp: The Mortgage Bankers Association is an assoclation
of over 2,000 members drawn from life insurance companies, savings and com-
mercial banks, fire and casualty companles, abstract and title companles, trust
companles nnd private investment funds investing a substantial portion of their
assets in first liens on real estate, and mortgage companies whose principal
business is the originating, financing, closing, selling, and servicing of mortgage
loans on real estate,

The association is concerned about the proposal to increase by a substantial
amount the Federal income taxes to be paid by life insurance companles.

The association’s concern arises from its intimate knowledge of the vital
part played by life insurance companies in providing funds for the financing
of the Nation's homes and from its fear that a substantial increase in Federal
taxation will adversely affect the avallabllity of funds for this purpose. Its
reasons for apprehension are the following:

1. A substantial tax increase may raise the cost of life insurance and hence
diminish the popularity of life insurance as a medium for savings and the total
amount of funds available for investment from this source.

2, An increase in the amount of tax paild by life insurance companies wlill be
certain to force the pension accounts of these companies into the tax-sheltered
greaﬂof trusteed operation, from which the mortgage market receives little

enefit.

3. An increase in taxes will divert a significant volume of life insurance
tnves}nlnent from taxable obligations, including mortgages, to tax-exempt
securities,

The members of this assoclation have themselves experfenced the depressing
effect on {nsurance company investments in mortgages when other forms of
long-term obligations are available, the yield on which is equal to, or greater
than, that which can be obtained from mortgages. If in additfon to these normatl
competitive forces, 2ut insurance company is faced with a substantial increase
in taxes if it invests In mortgages, and the ability to avold such tax increases
entirely if it invests in tax-exempt obligations, we are certain that the amount
of money flowing into mortgages will be immediately curtalled in a very sub-
stantial manner. '

In view of these conslderations, the association believes that the question
may be serlously raised as to the probability that the Increase in revenue to be
obtained from this source may in the end be much less than expected and that,
instead, the final result may be to the detriment of the economic expansion of
thetcountry. which life insurance companies have so effectively served in the

Sincerely yours,
SAMUEL B, NEEL,

(Whereupon, at 5:25 p.m., the committee took a recess, to reconvene
Wednesday, March 4, 1959,at 10:10 a.m.)
!
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WEDNESDAY, MARCH 4, 1959

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10:10 a.m., in room
2221, New Senate Oftice Building, Senator Harry Flood Byrd (chair-
man) presiding.

Present: Senators Byrd, Kerr, Frear, Long, Douglas, Gore, Tal-
madge, Williams, Carlson, Bennett, Butler, and Curtis.

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam,
chief of staff, Joint Committee on Internal Revenue Taxation.

The Crzairaan. The commitee will come to order.

The first witness is Mr. Richard C. Guest, Massachusetts Mutual
Life Insurance Co. '

Mr. Guest, will you come forward. You may proceed, sir.

STATEMENT OF RICHARD C. GUEST, VICE PRESIDENT, MASSA-
CHUSETTS MUTUAL LIFE INSURANCE CO.,, SPRINGFIELD, MASS.;
ACCOMPANIED BY CHARLES BRIERLEY, SECOND VICE PRESI-
DENT, MASSACHUSETTS MUTUAL LIFE INSURANCE CO.

Mr. Guest. I am Richard C. Guesi, vice president and a director
of the Massachusetts Mutual Lite Insurance Co., of Springfield, Mass.,
I am a fellow and a past president of the Society of Actuaries. I
served as a representative on the five-man team made up of two asso-
ciation staff men and three company nien who worked with vour staftf
and the staff of the Treasury at the request of Secretary Humphrey.

I have with me Mr. Charles Brierley, second vice president of the
Massachusetts Mutual, to help me answer any questions which you
may wish to ask.

My company favors the enactment of FL.R. 4245 with but little
change largely in detail. On the whole it is a fine approach to a ver
difticult problem in design and draftsmanship. My testimony will
(fleal with two or three requirements involving no general change in

orm,

(1) Deduct rate: We believe that, in making changes in the orig-
inal revaluation approach discussed at the hearings in November, to
produce more revenue, the deduct rate has unfortunately emerged
In a defective form. In writing a life insurance tax bill de novo,
we think it would be regrettable to continue the use of interest rates
(¢) depending upon discretionary actuarial assumptions sometimes
made many years ago the use of which introduce discrimination, and

149
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(b) an industry average rate introduced merely to alleviate the dis-
crimination caused by the use of (@) both of which are subject to dis-
cretionary manipulation to save taxes. )

(2) Burden on savings: Moreover the resulting burden, we believe,
is altogether too heavy on the savings of millions of policyholders.

(3) Five-year average recommended: We recommend the use of
an individual company 5-year averaége deduct rate in place of the
deduct rate now in the bill for the follewing reasons:

* (a) The tax on savings would be more equitable and less onerous.
§b) The deduct rate could not be manipulated.

¢) The deduct rate would relate to each individual company. No
industry average would be involved. .

d) The use of a 5-year average would avoid fluctuations.

4) Insured pensions: We are indeed pleased to see that this well-
designed bill includes provisions to reduce the discrimination against
insured pension plans,  Just for the record, we are stating briefly four
important considerations in relation thereto: -

a) Ecxisting large plans are rapidly going on the tax-exempt trus-
teed unguaranteed basis.

(5) The extra cost to small industries who cannot take the chances
involved in uninsured plans is over 7 percent in discriminatory tax
cost under the 1955-57 stopgap law. It would have been much larger
in the new law if these provisions had not been included. -

(¢) Continuance of this discrimination in a new tax law would
be self-defeating since the proportion of trusteed plans is increasing
so fast that the tax on the remaining small plans would soon have be-
come inconsequential.

(d) The extraordinarily keen competition between insurance com-
panies and trust companies as well as the insurance intercompan
competition usually involving in all cases, large cases, multiple bids
will guarantee that any tax savings will quickly reach the buyers of
such plans and cannot possibly affect the costs of other insurance cov-
erage.

(5). Deductibility of lic{holder dividends: In the bill, dividends
to policyholders are deductible so long as the gain from operations
exceeds the taxable investment income. On the other hand when the
total gains are less than the taxable investment income they are not
deductible. It is difticult to see why dividends should be fully de-
ductible in the first instance and nondeductible in the second. This
nondeductibility in the second instance has an undesirable and un-
fair result. It virtually prevents the deductibility of operating losses
however heavy from the taxable income of mutuals or stock com-
gp.mes who have a substantial amount of participating business. This

iscrimination against mutuals should be eliminated.

Here I wish to make a comment having to do with the report of the
Treasury Department. In the Treasury testimony, it is stated that—

If the net operating gain is less than the taxable investment income or if
there is an actual net operating loss, the bill provides for the appropriate recog-
nition of underwriting losses.

The paragraph means that dividends are deductible to arrive at an
additional tax provided “taxable investment income” exceeds the gain
from operations but they are completely nondeductible in case the
gains fall short of the “taxable investment income.”

4
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In 1958 our normal addition to surplus was $6 million. We would
have had to suffer $23 million of extraordinary losses——

Senator Kerr. May I ask if you are still reading from the Treasury
report ?

{r. Guest. I am commenting on the Treasury report.

Senator Kerr, I was a little confused, '

Mr. Guest. Yes; I am still commenting on the Treasury report.

We would have had to suffer $23 million of extraordinary losses in
the year 1958 before beginning to get our first dollar of tax relief un-
der the bill as now written. This peculiar characteristic of the meth-
od of arriving at the “actual net operating loss” would be practically
disastrous to small mutual companies,

That is the end of my comment.

This discrimination ageinst mutuals should be eliminated.

That the full implication that dividends should be fully nondeducti-
ble in any phase of the bill was not intended by the Ways and Means
Committee is indicated by the statements of Chairman Wilbur Mills:

I would like to observe that this deduction of policyholder dividends is from
the company’s standpoint merely a matter of price reduction—

and—

part of it [the dividend] is & return to the policyholder of an excess premium
that the same policyholder was required to contribute when he joined the mutual
organization, .

This situation can be overcome by a simple amendment like that in
appendix (A).

The amendment in the a:lpgendix is merely illustrative, it has not
Yet been carefullgv examined by angv outsianding drafting iawyers.

The bill provides for taxation of 50 percent of the excess of operat-
ing gains over taxable investment income. The amendment would
provide a correspondin% deduction of 50 percent of any amount by
which operating gains fall short of the taxable investment income.
In either case dividends would be fully deductible,

I have a suggestion on a small company allowance.

It is also suggested that there be included in the amendment a
special small company allowance of an extra 50 percent of an{ amount
by which the gains from operations fall short of the taxable invest-
ment income up to an amount not exceeding $50,000 of taxable in-
come. Stated another way, there would be allowed a deduction for
l(f)O percent of the first $100,000 of shortages and 50 percent there-
after. ’

In judging the desirability of the amendment we might consider two
requirements: . . )

1. Again quoting Chairman Wilbur Mills:

* * ¢ (o lay to rest the argument that this bill gives mutual companies an un-
warranted tax advantage over stock companies in allowing a deductior for policy
dividends. > _

2. To restore a reasonable tax deduction of extraordinarily heavy -
losses in both stocks with participating business and mutuals,

I believe we can all agree with Mr. Mills that dividends to policy-
holders are essentially price adjustments. That policyholder divi-
dends represent a return of premium overpayments, and not ]proﬁts,
has been recognized many times by the courts, the State legislatures,
and even by Congress.
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Thus in the woll known ease of Wutwal Benefit Life Insuranee Co,
v. Herold (198 Fed, 100 ('l).(". Nl 1912), alliemed 201 Fod, 118 (LA,
3, 1013), cortiorari denied 231 U.S, 7558), the Court said :

This oxcens payment represents not profits or recelpts but an overpayment- -
an overpayment because, belng ontitled to hia lnsnvance at cost and having
pitd more than {t cost, he (the polleyholdor) is equitably entitled to have such
oxceas applied fop his benefit,

o b Lenn Mutval Life Insurvance Co. v, Lederer (252 US. b3
(1920) ), the Supreme Conrt.said

It 13 of the exsence of mutual nanrance that the excess In the premium over
tho actual cost as later nscertained shall be retarned to the polieyholder,

Moreaver, in 35 States policyholder dividends arve allowed as n
doduction from gross prominms in computing premium taxes, recog-
nition of the fact that such dividends ave a veturn of premium over-
paymonts,  Congress itsolf has made this samo recognition by ox-
pressly providing in the District of Columbia premium tax statute
that 01t dividends ave to b dedueted in determining the premiums to
bo subjeoted to tax,

In the following short, simple table No. 1, there is a demonstra-
tion that nonparticipating preminms diffes very little from the aver-
ago nel cost of participatmg insurance after dividends have beon
dedueted,  Tlonee, ns a matter of experience, we see that dividends arve
in effect price adjustments to mako it possible for mutunl companies
to use adjusted prices which will peemit thom to compets with non-
participating yn\mimns.

Appendix B demonstrates that oven in acompany with the highest
lovel of vosorves, and the highest lovel of surplus In the business, if
sieh n company should elect to pay ont l\‘h'll year in the form of
policyholder dividonds all of its envrent earnings uxcul)t enongh to
pny”lts Iodoral taxes the tax adyvantagoe gnined thereby wounld be
small,

Thix amendment. should now ba.examined as to the two eritorin sot
up earlior in this testimony in the light of the foregoing demonstra-
tions nud eitations,

By the way, tho table covers histovieal data. T also examined the
illustrative seales relating to business issued in 1058, and I found a
similar situation oxists on the basis of illustrations purporting to
show what the costs might be in the future as compared with non.
participating prominms,

“ "The result is quite parallel to the table,
Thoe Cuatrman, The table will be inserted in the record.
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('The table referred to follows:)

Pani s V-—Polioyholder dividends are prive adjusimenta
1(A), AGHK 85, ISRUKD IN 103

Whole life A-pay life W-year sndowment
Promlum | Average | el | Averngo | Drotium | Average
oont oot cost
Mutualy, 2-your nvernge .. N N4 3.7 PN A% 4 4248
b 1Y (T . P TR U PR Y "

1(1), AQK 38, ISNUKD IN 1048¢

T e

Mutualg, 20 yeur average . ... N 2, 63 37.03 £, 64 AR 4418
Nompur. oo e P11 2 B (SR, M veer a8

[eu——

), AGE 33, INSUKD IN 1482

Mutualy, 1)-year avorage ... Hn PIRE 39.08 31,80 8.0 (1Y
Nop-par.aoe-oenas pevnneaantn creeaenee e F 2 X 1 PP E 10 7 1 PR 47.00

ey o

b Flgures, where possible, based upon 10 typleal mutuals ineluding the mutual which has been particularly
noted far 1L low net codls,

¥ Plgires, whove possibla, based upon 12 stoek compaiioa lllt‘lllt"l\f the 3 largast stook contpatites,

3 Nan-par figured ndjasted for (itference i valuation statidards where nocassary,

My, Guewr, Roquivement. No. L: 1t has beon domonstrated that over
suy substantial peviod of years the partivipating price-adjusted costs
are vory close to the nonparticipating promiums of the same poriod,
It hax also been demonstrated that the temporary tax saving which a
company might make by paying out. nll euvrent enrnings oxeept enough
to pay the Foderal tax’is small.  No competont trustworthy manago-
mont of & mutual life insurance company wonld impair the financial
strength of its company by foolishly paying out $4 in order to save
$1 in tax.  Morcover surplus could not be veestablished in the future
oxcopt. after heavy corporate taxation,

Requiremont: No, 2: The amendment. wouli veduce by 50 poreont.
although it wonld not vemove the diserimination ngainst participating
insurance,

Appondix B shows the amount by which in the calendar year 1958
the taxable investmont income exceeds the gain from operations in a
number of specitic small companies distinguished by Hottms rathor
than by corporate names, 1t is to be expected that small mutuals
and small stocks oporating wholly or in part on a participating basis
must. puy policyholder dividonds veasonably compotitive with non.
participating costs and participating prico-adjusted costs in ovdor to
stay in business and })wguw. Bocause of their size, it will not be
unusual for such xmall companios to have velatively lnrgo losses which
should be deductible bofore taxes through an amendment liko that in
appendix A, ’

37832 40-——--11
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Appendix C is a corresponding table including lavrger companies.
Becauso the larger companies have a greator spread of risk, and are
moro stabilized in organization and development, it is to bo expected
that an amendmont such as in appendix A will have a very moderate
pormanent impact and ouly occasionally a significant imapet in the
event of groat catastrophes such as the ‘Lexas City chemical explosion,
a sudden and unexpected large change in morbidity rates ns was ex-
110}'(i{0nc§d in 1957, or suddonly severe mortality sach as in the influenza
opidemic.

pNow somo remarks on the deduction of the 2 percent of group
premiums within the specified limit. .

Since this 2 percent deduction is required by New York State and
Missouri so that. it is applicable quite generally to the industry, al-
though it is not included in the definition of resorves in this ll, it
is novertheless quite similar in character, ITence, it should be treated
within the bill as closely ns possible as if it wore u veserve.  The bill
provides for taxation of 50 percent of the excess of operation gains
over taxable investment income. The amendment would provide a
corresponding deduction of 50 porcent of any amount by which op-
erating gains fall short of the taxable investment income. In cither
caso there would be a full deduction of the 2 percent of group
premiums, .

As to proposed extension of the loss enrryover for newly organized
companios. It is our recommendation, as I believe it is the recom-
mendation of all companies, that in ‘the case of recontly organized
companies or newly organized companies the loss carryover feature
bo extended to 15 years from the date of organization, as it wonld
apply to the taxable years intervening botween the effective date of
I[.h. 4215 and the expiration of the 15 years from the date of the
organization of the new company.

ow somo remarks on my own company's proportion of the total
proposed taxload.

It seems to us that the taxload of gn individual company should
bo closely related to what we eall adjusted gross receipts.  We do-
fine adjusted gross receipts as the premiums less the policyholder
dividends, if any, plus the investment. income.

U')on examination we find that based upon H.R. 4245 our tax
would be 1.60 J)ercout of the total tax burden of abont $560 million
wherens our adjusted gross receipts amount to only 1.36 percent of
tho industry total adjusted gross receipts.

The introduction of a 5-yoar moving average as a deduction rate
as recommended in this testimony would rdsult in our proportion
of the total taxlond being 1.52 percent. In other words, applyin
this measure to either the original bill, or the bill as we recommen
that it be amended as to the deduction rate, calls for a taxload on
my company larger than our proportionate share.

At this point, I would like to put in another comment having to
do with this same question.

The Cuamraran. Without objection.

Mr. Guest. On this question of our proportionate taxload, I have
the following statement: To judgo the discrimination in any of these
tax laws, I will use a rough illustration based upon my own company.
Our tax under the 1942 law is just about $1.50 per thousand of in-
surance in force, including group insurance.

14
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At this rate the total tax on the industry would be $750 million on
the total $500 billion of insurance in force.

1f wo used a rate of a dollar and a quarter per thousand, much
lower than our rate, to take a count of the high proportion of group
insurance and term insurance in the industry figures, the total tax
would bo 625 million. IHence, we believe the 1042 Jaw should never
be permitted to be used. There is need for a new law to avoid this
tax discrimination, and the new law should become effective imme-
diately.

N0\'¥ T have a comment nbout capital losses.

The life insurance business has an almost unique problem in con-
noection with the tax treatment of capital losses. Perhaps this could
be better illustrated by an example. I.et us assume that a life in-
surance company is paying Federal incomo taxes at the rate of $10
million a year. Iet us also assume that, in an extreme period of
economic crisis, the company experiences capital losses at the rate
of $10 million per year for a period of § years, and this could readily
happen. Obviously, thers is no possibility whatsoever that the com-
pany could experienco capital gains during the variois 5-year carry-
over periods sufliciently large to off'set these staggering capital losses.

Tho time is too short for you to give this very important question
adequate consideration. We respectfully suggest that you put this
nattor on your agenda for early consideration,

I am sure that the stafls of our associations and of our companies
will be most happy to cooperate with you in that connection.

(The material previously referred to follows:)

APPENDIX ()
DRAFT AMENDMENT

LiMITATION ON CERTAIN DenuoTiONS.—If the gain frum operations computed
without any deductions under paragraphs (3), (6}, and (7) of subsectlon (d)
exceeds the taxable Investment income, nnd such deductions taken without
regard to this paragraph would reduce the gain from operations below the tax-
able investment income, then the gain from operations shall be an amount
equal to the amount of the taxable investment income reduced by 50 percent
of any excess of such taxable Investinent income over the gain frem operations
which would result if the deductlon under paragraph (G) of subsection (&)
were limited to $100,000.

If the gain from operations computed without any deductions under para-
graphs (3), (6), and (7) of subsection (Q) Is less than the taxable investment
income, each of the sald deductions shall be allowed only to the extent of 50
percent of the amount allowable without regard to this paragraph, and the
deduction under paragraph (6) of subsection (d) shall be further limited so
a8 never to exceed $50,000.

In computations under this paragraph, a loss from operations shall be con-
sldered as a negative gain from operations.
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ArpENDIX (A)
ALTERNATE DRAYT AMENDMENT

g) LIMITATION ON CERTAIN DEDUOTIONS,—

) In aENErAL—The amount of the deductions under paragraphs (8),
» and (7) of subsection (d) shall not (after the application of subsection
) oxceed tho greater of the following amounts:

A) $100,000; or
B) the sum of—

(1) the excoas, If any, of (a) the gatn from operations for the taxnble
year computed without regard to such deductlons, over (b) the taxabdlo in-
vestment income for the taxable year, and

(11) the lesser of (a) B0 percent of such deductlons computed without
regard to this paragraph; or

(d) B0 percent of the excess, If nny, of such taxable investment income
over the gain from operations for the taxable year, computed wlithout
regard to this paragraph,

In computations under this paragraph (1) a loss from operations shall be
treated as a negative galu from operations,

R AvPENDIX (B)
Fedoral inoomo tao dasca and dividends to policyholdera, mutual companios, 1058

Taxahle Qaln from Divilend

Investinent | operations (V- to policy- N+
Cotpany {noome holdors
()] @ ® @ ®
A. S ~$1, 450 41,070 $1.408 $136
R. L7 1,3 N .1
0. W8 163 30 o ]
D. 1,308 -0 2,127 2,502 8
K. 80 18 153 12
F. 3,110 1,872 1,838 8, 200 10
Q. 4,021 3,7 /84 7,88 12
. 8, 787 3, 0 3us 123,884 i
I.. 184 a7 300 1,008 b
J.. nm 8, 2,003 10,44 0
K. 7] 01 481 3,07 18
) PR 6,707 8‘.167 1,8% 1,162 L}
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AprenpIX (O)
Federal incomo tar bascs and dividends to policyholders, mutual compandes, 1958
{Thousands of dollars)

Taxablo Galn from Dividends
Investmiont | oporstiony [ORX¢)] to potloy- O+
Company Incotno holders
m @) @) w [O)

A.. U3 $1, 161
H.. 34 it 007
Q 9,342 7.1l $3, 181
n. A -1, 4% 1,00 458
E.. 1,7 , B3 P2 3,008 n
F.. p2e 1w k) [0 8
QG 308 -0 217 2,603 83
H 18,788 10, 788 0 235 1n
i [ R 188 12
J. &3, T 64, 000 18, 20 160, 600 1
K.. 198 &Ny 0 L1 1T 3 PO,
.. 3,10 1,5 1,088 ] 0 !?
M., , 621 3,787 83¢ 7,433 12
N &3, 4 ®, N, 332 92, 507 22
0 7,000 7.610 9, 300 38, 900 1)
1§ 138, 843 18,309 8,03 310, W0 7
li R 1,588 1,7 0 8807 |..... aresauens
|} 2N s 87 6, 100 29, 000 0
. 2 19, 800 & 600 44,085 19
T X, 70 13,952 6,748 43,326 0
u 50, 878 13, M3 7.1%0 110, 105 []
v 3R, 000 32, 800 8, 800 &3, 000 7
Ww.. 18, 843 19, 1,92 0,13 []
X.. 6,802 8,088 €30 0,07 10
Y.. 8, 787 3, 600 3,18 12,883 N
4... , 700 74,000 8, 700 303, 400 19
AA. 970 o 0 1, 003
BH 03 1% 0 493
Q. 084 673 00 1,008
D 7,07 4704 2,008 10, 424
KE. 3, 181 4 147 0 [ Liiceiinnnnanss
KR, o Ol 461 3,007
aaG.. 6, 7 5,187 1, 880 14,162 14
it 281 € 0 b T

Totaliaccorannenriiananens 671,003 480, 007 183, 089 1,372,983 14

APPENDIX (D)

Demonstrates the small tomporary tax saving the strongest mutual could
mnke by paying out all current earnings except enough to pay Federal income
taxes based upon a large mutual which has an average valuation rato of 2%
percent and a surplus of over O porcent of liabilities. All figures were prorated
down 80 that the taxable Investment income tu this tablo is $1,000.

1, Dividends to pollcyholders....- - -- $§2, 000
2. 2 porcont of group lifo and A & H promiums. . 100
3. 10 percent of increasoe In nopar reserves

4. Totalaaeoaao —————— cmmcmcma——— cecmmecamcsnncanccaansannae 3 100
8. Phase I taxable investment income - mesemana ‘1‘000
0. Operating galn before tAX caeceeraccnnna- S 833

7. Bxcess of phase I over phase II comput;ﬂ"‘;l-ﬁfout limitation on

ftom el e emesEsmRNteNee e —a e ————————

emme————— 667
8. Deduction (lesser of 14 0f (7) or 1 0f (4) ) uvncacacecoccaccnaaeaa Y383
0. Adjusted taX bDASO-macoeccnccmarccwecaation - S 607
10. Tax (n (8)ae--. —- memmeemmen—- 338
11, Savings in tax ——— - cmm—— . am——— 107

1 Bared upon ILR, 4343 uaim‘ B-yoar nveras‘o earned rate for tho “deduct rato” and uslog
80 percent {natead of 82 percent for easy arithmetle.
38438 or ony-halt itom 7 Is the lowest operation guln before tax that the company can
sg;::;l“t‘ner:s'fltltll'hm'o tho $338 necessary to pay the $333 tax on $607 Iu item 9 from current
3 Arsuiing all of ltem 4 {a deductiblo to determine the “galn from operations™ In ftem 8
and a deduction allowed amounting to one-halt tho excess of the “taxablo tnvestment
Income” over the “galn from operations,’ ttem 8,
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The Cuamyan, Thank you very much, Mr. Guest.  Avo there any
questions?

Senator Canrson. Thave a question,

As 1 looked over your table, T noticed you have whole life policies,
you have 20-year pay life policivs, and 20-year endowment, and you
have broken that. down on premiums and rates aund costs.

1 am interested in finding out. whether the dividends that ave paid
to policyliolders of a mutual company contain any interest or other
.investment. income.

Lot us assume this situation:

. Policies with preminms payable for 20 years, and then the pelicy
is paid up for life with no more preminms payable aftor the end of
the 20th year. Now, dividends are paid every year, and suppose wo
are in the 30th year, dividends have been paid for 10 years after the
last. premium was paid.  Now, during the last 10-year period, will
not the dividends be paid out of interest or other investment incomof

Mr. Guest, In my company, and in most companies, there is con-
sidoration given in the premiums themselves for the fact that theve
will bo a prico adjustment_in that poriod following the time when
the policies ave paid up. So that there is income which appears as
taxable income there. But it is offset in another year by a compen-
sating prico adjustment.

There wore soveral questions yestorday having to do with price
adjustment, and with your permission, 1 would like to anticipate

uestions of this type by reading this short statement, which is bettor
than I could give extemporancously. ’

Senator Cartson. I would certainly appreciato any help I can geot
on it, because to me it is a problem. . :

My, Guesr, Statisticn]l{v, dividends aro rovealed to be simple price
adjustments. In my company, whon the actuaries caleulate nonpar
rates for viders, they test (‘hoso rates as do the steck companieg by tho
uso of projected ecarned rates. When they calculate participating
rates other executives nsk that the proposed rates be revealed in two
parts for a fow typical ages: One, the minimum cost involved which
1s essentially a nonparticipating cost promium; two, the price adjust-
ment. for participating operation,

This price adjustment for participating operation is set by joint
discretichary action outside o} the province of the actuary, himself,
considoring the actuary's minimum and corresponding competitive
nonpar rates,

Our president is an actuary who spent many years of his lifo in a
stock company issting predominantly nonparticipating business.

Senator Cartson. Mr. Guest, 1 can casily nndm'stmufztlmt premium
adjustments can be made during the years when you pay premiums,
but the question T was asking is wheve you ge