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TAX REFORM PROPOSALS—XXII

TUESDAY, OCTOBER 1, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:36 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. Robert Packwood (chair-
man) presiding.

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

[The press releagesannouncing the hearing follows:]

rese Release No. 85-068, Thursday, Aug. 9, 1885)

TAx Rerorm HEARINGS BEFORE THE FINANCE CoMMITTEE TO0 CONTINUE IN SEPTEMBER
AND OCTOBER

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

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

The hearings announced by Senator Packwood today include:

On Tuesday, September 24, the Committee will hear from public witnesses on the
impact of tax reform on tax-exempt bonds.

n Thursday, September 26, public witnesses will present their views on the
impact of the President’s tax reform proposal on financial institutions and on the
minin% industry.

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

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

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

All of the hearings scheduled by the Committee will begin at 8:30 a.m. in Room
8D-215 of the Dirksen Senate Office Building.

Senator LonG. The hearing will come to order.
I was asked to start the hearing since Mr. Packwood and other
Republican members are at the White House,
e will start today’s hearing with a panel consisting of Mr. Wil-
liam J. Anderson, Mr. Peter Lardner, and Mr. Andre Maisonpierre.
According to our schedule, Mr. Anderson is to go first.

(¢))
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STATEMENT OF WILLIAM J. ANDERSON, DIRECTOR, GENERAL
GOVERNMENT DIVISION, U.S. GENERAL ACCOUNTING OFFICE,
WASHINGTON, DC, ACCCMPANIED BY DR. NATWAR M. GANDHI,
GROUP DIRECTOR, TAX POLICY, U.S. GENERAL ACCOUNTING
OFFICE, WASHINGTON, DC

Mr. ANDERSON. Thank you very much, Mr. Chairman.

I'd like to introduce the gentleman to my left, Dr. Natwar
Gandhi, who was really the principal on this report that we pre-
pared for this committee that was presented to it this past March
entitled ‘““Congress Should Consider Changing Federal Income Tax-
ation of the Property Casualty Insurance Company.”

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

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

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

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

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

Now with your permission, sir, I would like to enter the full
statement in the record, recognizing your desire to keep things
moving. I have about a 6-minute abbreviated version, if you will let -
me read that.

Senator Lonag. Yes, sir; go ahead.

Mr. ANDERSON. Thank you.

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

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

A property/casualtﬁ company derives its income from underwrit-
ing gains; that is, the excess of premiums over claims and ex-
penses; and investment gains. The ability to offset underwriting
and investment income can play an important role in a company’s
gzicing strategy. For a number of years, many companies have

en willing to char%e lower premiums to compete for certain in-
surance lines, even though they will have ratios of claims and ex-
penses to J)remiums in excess of 100 percent. In 1984, for examgle,
claims and expenses ran at 117.8 percent of premiums. So it's obvi-
ous that they are operating at a loss on that part of their business.

The companies expect to make up the premium shortfall through
investment income. Through the incremental volume of premiums
resulting from this pricing ap%roach, comganies are able to gener-
ate a larger amount of net cash flow which they can then invest to
earn additional investment income. For instance, in 1988.when the
industry had a combined ratio of claims and expenses to premiums
of about 112 percent, which produced an underwriting loss of about
$11 billion, it still had a net gain of about $9 billion, and generated
a total of about $12.1 billion in net cash flow.

Let me give you a financial overview of the industry in its entire-
ty. We developed one that reflects financial data for the 10-year
period 19756 through 1984, We show on the table before you that
while property/casual?v companies had about $46 billion in under-
writing losses from 1975 through 1984, they had about $121 billion
in investmunt gains during that period, resulting in a net gain of
about $76 billion. From 1975 through 1984, Federal income taxes
were a negative $125 million. I'm not saving there is anything nec-
essarily wrong with that. There are advantages of the code—fea-
tures of the code that the companies took advantage of.

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

We found from a study of the top 29 groups of comf»anies, repre-
- senting more than 60 percent of the industry’s premiums, that as
of December 81, 1984, these groups had loss carryforwards of
almost $6 billion. This figure should be kept in mind in estimating
the expected future revenue that will actually be realized from the
industry under any new tax proposals. To the extent that compa-
nies would have these loss carryforwards to offset any increases in
taxable income, there would not be an effect on the Treasury.

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

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

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

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

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

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

We indicated in our report on the taxation of the industry that
the Congress should reexamine three areas of the code. First, we
concluded that tht:egresent practice of deducting in the tax year
the full undiscounted amount of future estimated settlement costs
overstates the loss reserve deduction. We suggested that the Con-
gress consider amending the Tax Code to provide that for tax pur-

ses loss reserves be discounted in calculating the loss reserve de-

uction. The administration’s proposals would aim to strike at that
same problem, There is some controversy and we have our own
doubts as to whether their specific proposal is the way to address
the problem. .

Second, we ccncluded that the present treatment of acquisition
expenses fails to match expenses and revenues. Currently, the Tax
Code permits all acquisition expenses to be deducted immediately,
even though the premiums associated with those expenses are
sgread over the life of the contract. In this case, we suggested that
the Congress consider amending the Tax Code to provide that ac-

uisition costs be allocated over the life of related contracts so that
t e:e cot:ts are matched with premium payments generated by the
contracts.

Third, we concluded that the protection against loss account may _
not protect mutual companies against catastrophic losses, the pur-

for which they were originally established, because the money
in the account is not earmarked for that purpose. Thus, if a cata-
strophic loss were to occur, the account does not necessarily ensure
the company’s ability to satisfy its contract obligations. In this
case, we recommended that the Congress consider whether or not
this special tax preference for mutual property/casualty insurance
companies should be retained in its present form. The administra-



5

tion proposal also addresses this problem, and we agree with their
position on it. L
In conclusion, Mr. Chairman, the financial information we have
Eresented indicates that the property/casualty insurance industry

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

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

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

Mr. ANDERSON. Yes, sir.

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

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

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

How would ’fyou go about fixing some lesser figure than the law-
yer’s estimate

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

One of the arguments against the discounting proposal that we

resent is that in fact there has been discounting because they
ave been underestimating those reserveu.

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

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

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

Senator LoNG. I can understand that for malpractice.

Mr. AnDErsON. Yes, sir; now medical malpractice, I ought to
point out that I spoke of that ratio of expenses to premiums. In the
medical malpractice area, they have been experiencing 160 percent.
It's costing them $1.60 to pay off on a dollar premium that they
receive 8o it's highly unprofitable business for them.

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

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

Senator LoNG. Thank you very much.

The next witness is Mr. Peter Lardner.

[The prepared written statement of Mr. William J. Anderson fol-
lows:]

%
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Mr, Chairman and Members of the Committeet

We are pleased for the opportunity to assist the Committee
in its deliberatione on taxation of the insurance industry. We
have had an active interest in this area for the past 6 years.
In 1981 we submitted a report to the Congress on taxation of
life insurance companies. Earlier in 1985 we issued to this
Comnittee a report on taxation of the property/casualty
insurance industry. Today, I will focus on the latter.

However, we will be pleased to answer whatever questions you may
have on the taxation of the life insurance industry as well.

Mr. Chairman, we believe that the Congress should reoxam}ne
several aspects of the tax code dealing with property/casualty
insurance companies. These aspects include the deduction for
loss reserves, the deduction for acquisition expenses, and the
protection against loss account. Before explaining why we
believe certain partes of the tax code should be reexamined, I
would like to provide some background information on property
and casualty insurance company pricing strategies, a financial
overview of the industry, and the impact on the industry of
certain current tax p}ovlsions. I would also like to comment
briefly on the consolidation of property/casualty companies with
parent companies that are not in the insurance business.
PROPERTY/CASUALTY COMPANY PRICING STRATEGIES )

A property/casualty company derives its income from under-
writing gains (the excess of premiums over claims and expcnses)
and investment gains. Because of investment gains, a property/

casualty company can still have net income even though its

v
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premiums alone are not larée enough to cover claims and
expenses. Thus, even though a company has a ratio of claims and
expenses to premiums in excess of 10U percent, which normally
would indicate the company had suffered an cperating loss, it
may well have a positive net income.

The ability to offset undetwriting and investment income
can play an important role in a company's pricing strategy--that
is, the amount of premiums it charges for the insurance that it
offers. For a number of years, many companies have been willing
to charge lower premiums to compete for certain insurance lines,
even though they will have ratios of claims and expenses‘lo
premiums in excess of 100 percent. (For example, in some major
lines of business, such as medical malpractice and other
liability, these ratios have been more than 160 percent.) The
companies expect to make up the premium shortfall through
investment income. Through the incremental volume of pr;miums
resulting from this pricing approach, companies are¢ able to’
dgenerate a larger amount of net cash flow which they can then
invest to earn additional investment income. For instance, in
1983 when the industry had a combined ratio of claims and
expenses to premiums of about 112 percent, which produced an
underwriting loss of about $11 billion dollars, it still had a

-net gain of about $9 billion and generated a total of about
$12,.1 billion in net cash flow, as reported by Best's Management

Reports.
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In past years investment gains, in the aggregate, have
exceeded underwriting losses by:a fairly wide margin. However,
the gap has been narrowing in recent years and disappeared in
1984, when underwriting losses for the industry were $19.4
billion, and the investment gain was $17.9 billion. Many
companies have reacted to this situation by raising premiums.

FINANCIAL OVERVIEW OF THE PROPERTY/CASUALTY INDUSTRY

We developed a financial overview of the property/casualty
insurance industry by studying financial data for the 10-year
period 1975 through 1984, We obtained these data from Best's
Aggregates and Averages. While Bests' reports omit figures for
many small or new companies, we believe that the data are
sufficiently representative of the overall financial results of
the property/casualty industry. -~

In tables 1 and 2 we show sources of income, broken out by
underwriting gains, investment gains, and total gains. We also
show disposition of income, broken out by the increase in
surplus, dividends to stockholders, and the combined total.
Federal income taxes are also shown.

We show in table 1 that, while property/casualty companies
had about $46 billion in underwriting losses from 1975 through
1984, they had about $121 billion in investment gains during
this period, resulting in a net gain of about $75 billion for
those years. From 1975 through 1984, federal income taxes were
a negative $125 million, a rate of - 0.2 percent of the net

gain.
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Table 1

All P/C Companies -~ Consolidated Basis
1975 through 1484
(in billions of dollars)

Percentage of

Federal federal income
Underwriting Investment Net income tax to
gains (loss) gains gains tax net gains
($45.8) $121.0 $75.2  ($0.125) (0.2)

Table 2 shows that about $48 billion of property/casualty
companies' income from 1975 through 1984 went to an increase in

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

dividends.
Table 2
All P/C Companies - Consolidated Basis
1975 through 1984
(in billions of dollars)
o
Increase in Dividends to
surplus stockholders Total
$47.8 $18.5 $66.3

Tables 1 and 2 have shown that from 1975 through 1984 the
industry as 4 whole, in spite of its underwriting losses, had
positive net gains, yet had a negative federal income tax rate
in relation to its net gains. /

IMPACT OF CURRENT TAX PROVISIONS

Our analysis of the foregoing financial data gives insight
into how current tax policy affects the property/casualty
\

insurance industry. As a result of certain tax advantagas, many
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prbperty/caaualty companies have not paid federal income taxes
for a number of years and, in fact, have qualified for refunds
or the ability to carry back or carry forward losses for tax
purposes. We found from a study of the top 29 groups of
property/casualty companies representing more than 60 percent of
the industry's premiums, that as of December 31, 1984 these
groups had carryforwards of almost $6 billion. This figure

hould be kept in mind in estimating the expected future revenue
that will actually be realized from the industry under any new
tax proposal.

In addition to the tax deferrals resulting from the treat-
ment of loss reserves, the treatment of acquisition expenses,
and the protection against loss account, property/casualty com-
panies can also use tax provisions available to other taxpayers.
These tax provisions include excluding interest income from
tax-exempt securities and deducting 85 percent of the dividends
received from domestic corporations. Between 1975 and 1982,
about 40 percent of the gross investment income of all property/
casualty comnanies was from tax-exempt investments. The
dividends received deduction during this period represented
about 20 percent of the gross investment income of the
compaaies.

While we presented and discussed these facts in our report,
we did not recommend any changes in the application of the
exclusion of tax-exempt interest or the dividend received
deduction to property/casualty companies. We limited our study
to those provisions of the tax code which applied only to

property/casualty companies.
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CONSOLIDATION WITH NON-INSURANCE PARENTS FOR TAX PURPOSES

Special provisions of the Internal Revenue Code enable
property/casualty companies to report losses for tax purposes
even wheg>they are operating profitably. These provisions make
them attractive subsidiaries to companies seeking to reduce
their tax liability. Fo; example, property/casualty companies
are re;uired to calculate loss reserve deductions under state
regulated accounting rules, which reduce a company's taxable
income. Furihermore, under these same state regulated
accounting rules, companies may deduct expenses associated with
the sale and renewal of insurance policies, even though they are
not required to recognize related premium income until is
earned. This also reduces taxable income.

If a property/casualty company were independent it might
not be able to use these losses immediately for tax purposes.
However, if the property/casualty company is owned by a
non-insurance parent company all of the losses may be used to
offset taxable income of the parent company. If the
property/casualty company is owned by a life insurance company
the losses that may be used by the parent are limited to the
lesser of 35 percent of the subsidiary's losses or 35 percent of
the parent's taxable income.

In addition, the basic liguidity and constant cash flow of
a property/casualty company assures that funds will be available
to a parent corporation for various investments, such as
1€veatment in tax-exempt securities. Even in the year of record .
underwriting losses in 1984, the p/c industry had a net cash

flow of §11.8 billion.
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Table 3 shows the 20 largest groups of property/casualty
companies broken out by those with a non-insurance parent

company and those that stand alone or have life insurance

affiliates.
Table 3
Twenty Largest P/C Groups ~ 1984
(in millions of dollars)
Percentage of Federal
Number industry premiumg income tax

With non-insurance
parent 6 15% ($726.5)
Others 14 38 (536.6)
Total 20 53% ($1,263.,1)

Table 3 shows that, of the 20 largest property/casualty
groups, the 6 with non-insurance parent companies had la;ge
net losses for tax purposes (as shown by negative income taxes).
Of the $726 million in negative income taxes generated by the
six non-insurance affiliated property/casualty groups, nearly
all ($714 million) was used to offset tax liabilities of the
parent companies.

It seems clear that property/casualty companies can become
important acquisitions for non-insurance corporations. However,
the studies we made were inconclusive as to what effett
consolidation with non-insurance parent companies had on the
property/casualty insurance subsidiary. For example,
consolidation with a non~insurance parent did not seem to ensure
that the consolidated property/casualty company would grow at a
faster rate nor did it seem to have a positive effect on the

\
company's rate of return.
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AREAS OF PROPERTY/CASUALTY INSURANCE TAXATION
NEEDING CONGRESSIONAL REEXAMINATION

We indicated in our report on the taxation of the property/
casualty insurance industry that the éongress should reexamine
three areas of the tax code,

These areas are

~=the deduction currently allowed for loss reserves;

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

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

Our conclusions and recommendations in each of the three

areas were as follows:

First, we concluded that the present practice of deducting
in the tax year the full (undiscounted) amount of future
éstimated settlement costs overstates the loss reserve
deduction. We suggested that the Congress consider amending the
tax code to provide that for tax purposes loss reserves be
discounted in calculating the loss reserve deduction. We
further stated that the discount rate should be based on a
moving average of each company's pre-tax net return on its
investment portfolio.

We estimated discounted loss reserve }evels at geveral
discount rates for 1980-82 (holding all other factors constant)
and the additional tax liability that would have resulted. If a

hypothetical discount rate of 7 percent had been used by all
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companies in 1982, the deductions taken would have been reduced
by about $1.3 billion, and tax liabilities would have been
greater by about $613 million.

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

I1f acquisition expenses were allocated when revenue is
recognized, then taxable income would increase. We estimated
the additional tax liability that would have accrued for the
years 1980-82 if this change had been made and everything else
had remained the same. Based on these assumptions, the
additional tax liabilities would have been approximately $164
million in 1982,

It is important to note that even if both of these changes
in the tax code hgd been effective, the Treasury would have
received only a portion of our estimated amounts of additional
taxes.- Some companies were showing losses for tax purposes and
had large outstanding loss carryforwards. Furthermore,
companies might shelter more of their investment income and

thereby mitigate the tax impact of any increases in income,
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This could be done through increasing their holdings of
tax-exempt securities or equity securities of domestic
corporations.

Third, we concluded that the protection against loss
account may not protect mutual companies against catastrophic
losses because the money in the. account is not earmarked for
that purpose. Thus, if a catastrophic loss were to occur, ‘the
account does not necessarily ensure the company's ability to
satisfy its contract obligations. In this case, we recommended
that the Congress consider whether or not this special tax pref-
erence for mutual property/casualty insurance companies should
be retained in its present form.

CONCLUSION

In conclusion, Mr. Chairman, the financial information we
have presented indicates that the property/casualty insurance
industry has paid a relatively small share of its net income in
federal income taxes in recent years. While we are not in a
position to comment on what might be an appropriate federal tax
burden for the industry, we do believe that the Congress should
consider amending the tax code along the lines suggested in our
report. In our view, the changes would result in a better match‘
of the industry's revenues and expenses and represent a more
rational approach to its taxation.

This concludes my prepared remarks. We would be glad to

answer any questions you may have. \

10
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STATEMENT OF PETER LARDNER, CHAIRMAN, AMERICAN INSUR-
ANCE ASSOCIATION, AND PRESIDENT AND CHIEF EXECUTIVE
OFFICER, BITUMINOUS INSURANCE CO., ROCK ISLAND, IL

Mr. LarpNER. Mr. Chairman, my name is Peter Lardner. I'm
president and chief executive officer cf Bituminous Insurance Cos.;
chairman of the American Insurance Association. I'm pleased to
have the opportunity to appear today.

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

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

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

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

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

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

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

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

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

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

We feel the present tax law applicable to the property/casualty
business is fair, appropriate, and sufficient. Yet, we are told that
changes will be made. Onerous as those changes may be, the
member companies of the American Insurance Association have
joined the other four property/casualty insurance industry trade
associations in endorsing an alternative proposal that would ad-
dress some of the tax policy concerns of both the Government and
the industry while at the same time substantially increasing the
industry’s taxable income. The revenue offset proposal, which will

described in more detail by other witnesses, matches a specified
percentage of the insurer's unearned premium reserves with relat-
ed acquisition costs. It would produce the same revenue, but the
joint committee estimated it would be raised by the Treasury pro-
posal over the 5-year period.

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

We would be more than happy to respond to questions.

Senator LonG. Thank you.

[The prepared written statement of Mr. Lardner follows:]

WRITTEN STATEMENT BY THE AMERICAN INSURANCE ASSOCIATION

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

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

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

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

We believe that both QRA and the GAO pro 1s would result in unfair and un-
warranted tax increases at a time when the industry cannot afford further strain on
its surplus. Further strain on the industry's surplus will make the task of providing
adequate insurance protection to families and business even more difficult. It is
these families and small or emerging businesses who must have insurance protec-
tion because they cannot afford the exposure to lar%\e losses on their own. Also, any
increased costs to the customer will disadvantage the U.S. insurance industry com-
peting in the world market, and will result in more U.S. risks being insured abroad.

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

We will now proceed to discuss the QRA proposal in detail. We will follow that
with our specific comments on the GAO'’s proposal, and then focus on a series of
practical, economic and business concerns which counsel against adoption of either
proposal. We will then turn to a discussion of some general principles of sound tax
policy which we would recommend to the Committee as guidelines for an examina-

_tion of existing law or any alternative tax proposal. A final comment will touch on
the Administration’s proposal to change the tax treatment of structured settlement
annuities, a corollary initiative that we consider unwise.

The Administration Proposal advocates that property-casualty companies be re-

uired to use the comﬁlex QRA mechanism in accounting for their loss reserves.

his mechanism is nothing more than an elaborate device by which to impose cash
accounting on property-casualty companies. If adopted, it effectively would abandon
any effort to match the revenues and expenses of property-casualty companies, and
would seriously mismeasure their income for tax pur .

The QRA pro 1, unlike current law, would limit a property-casualty company
to deducting only an initial addition to its reserve for losses incurred during a tax-
able year. a practical matter, the deductible initial addition to each year's QRA
would be the present value, at the time of the addition, of the insurer’s newly inc-
curred losses, generally computed by discounting such losses at the company’s after-
tax rate of return on portfolio investments. This initial addition, however, would be
limited to the company’s insurance reserves as reported on its annual statement
filed with State regulators. Thereafter, the company’s reserve account would be re-
quired to be augmented each year by additional amounts, also based on the compa-
ny's after-tax portfolio rate of return. In contrast with the initial addition to the

RA, however, no deduction would be allowed for any such subsequent addition. At
the time a claim was paid, the entire reserve—including both the initial addition for
which a deduction was allowed, and any subsequent addition to the reserve for
which no deducation had been allowed—would be includible in income, and the com-
pany would be permitted to deduction for payment of the claim.

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

This can be illustrated by a simple examglo. Assume a company receives a $100
rremium (net of expenses) and pays a $100 claim out of that premium one year
ater. The company earns $9 of investment income durin'f the year. Under the Ad-
ministration’s rogosal. the company may set aside the $100 as the initial QRA and
must add the 3% of after-tax investment income to the QRA (assuming a 33% co
rate tax rate); no deduction is allowed for the $6 added to the QRA; when the claim
is_paid, the entire $106 QRA must be included in income. Thus, the company has an
additional $6 of taxable income after it pays the $100 claim. The company is taxed
on $15 of income ($9 of investment income and the $6 additional amount released
from the reserve). Under the QRA method, the company is taxed oa 170 percent of
its before-tax economic income (i.e., the $9 of investment income). Indeed, this shows
that under the QRA method, income is created so that over time a property-casualty
insurance company will include in taxable income an amount that is greater than
its before-tax economic income.

Additionally, the QRA method taxes effectively tax-exempt income at the statuto-
rily prescribed corporate tax rate. This can be illustrated easily by assuming that, in
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the example described above, the company invests entirely in tax exempts. Al-
thougf: the company will 6»3{ no tax as the investment income is earned, the QRA
will be $109 when the $100 claim is paid. The company will be required to pay $3 in
tax at that time. Normally, the tax treatment of tax-exempt investment income
would be the same as the tax treatment of no investment income. This is not true
under the QRA method; in the above example if a company has no invesiment
income, no tax will be paid.

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

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

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

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

8.

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

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

or example, under the Administration’s proposal, a separate reserve account
would need to be established for all claims under all policies in a particular line of
business issued in a given taxable year. But property-casualty companies will bear
the significant costs of reorganizing their information systems or, perhaps more ac-
curart‘te}y, creating systems parallel to the existing ones—solely for purposes of tax
reporting.
e Q%!A would also encourage tax-planning strategies, and lead to audit dis-.
putes, regarding the characterization of expenses as investment-related so as to de-
press investment yield, and thus reduce the increment that must be made in the
reserve accounts each year. This is hardly desirable. :

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

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

~

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

2 See page 213 of “The President’s Tax Proposals” (May, 1985).

3 In fact, the QRA is simultaneously too complex and oversimplified, Its oversimplified nature
is demonstrated by the fact that it uses a single, company-wide investment earnings rate each

Continued
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fers greatly in implementation. Existing law, by comparison, is much simpler both
in theory and in operation, and because of this (and the flaws inherent in the tax
revision proposals) we urge that existing law be maintained.

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

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

comparison between the self-insured and the policyholder of an insurance com-

any is Inappropriate because there is no economic equivalence between the two.

he primary difference betwcen the self-insured and the insured policyholder is that

the self-insured has not transferred its risk of loss to someone else (putting its
money at risk for someone else’s losses), while the insured policyholder has.

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

This is not true of the insured policyholder. The insured policyholder has a con-
tractual relationship with the insurance company. The policyholder pays a premium
to the insurance company and at the end of the year has nothing to show for its

ayment unless the insured has suffered a loss. If an insured policyholder suffers a
oss, the insurance company has a contractual obligation to cover that loss. Tie in-
sured policyholder is allowed a deduction for the premium paid because it has in-

curred an out-of-pocket premium expense. eBJ' the end of a year the insured policy-

holder has received and also has “consumed” everything it paid for-current insur-
ance protection.

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

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

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

The statements quoted above assumed that the property-casualty insurance com-
pany is merely a holder of policyholder funds, rather than a separate entity in busi-
ness to make a profit. The Administration’s pro; 1 ignores the fact that property-
casualty insurance companies have a contractual obligation to provide a service (i.e.,
current insurance protection against economic loss). For the premium paid, the in-
sured is entitled to that service alone, and is not entitled to any investment return
on the premium payment. !

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

year to determine the annual increment in each reserve account, whereas the rate of return on -

the investments attributable (although not segregated) to any one line of business maﬁ well
differ from that attributable to another line. The precise theoretical matching envisioned by the
proponents of the QRA is therefore questionable.

4 See p. 267 of “The President's Tax Proposals” (May, 1985).

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

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

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

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

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

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

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

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

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

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

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

The ability of a casualty insurer to write new business (“capacity”’) or assume
higher limits of liability is a function of its available surplus. A general yardstick
used by insurance regulators in testing for potential insolvency of a company is that
a company’s net written premium’s should be no_greater than three times its statu-
tml-)y surplus.

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

The ciicrent depletion in surplus is a direct result of the successively larger un-
derwriting: losses experienced by the industry each year for the past six g'ears. In
1984, the industry had over $21.8 billion in underwriting losses and $3.8 billion in
before-tax net operating losses. (If five major writers of personal lines of insurance—
automobile and homeowners—are eliminated, because they made a profit, losses
posted by “loss companies” were closer to $5 billion.) A.M. Best Company has esti-
mated that the indsutry will incur underwriting losses of $23 billion in 1985. As a
igrézequence of these losses, the industry's surplus has declined nearly $2 billion in

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

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

age. .
Shrinkage in capacity, with its accompanying decrease in availability of certain
types of insurance, will have obviously adverse consequences for potential insurance
S These predictions for premium increases are based on Treasury’s initial recommendation for
QRA and a 46% corporate rate. The use of the 46% rate is consistent with Treasury's standard

estimating {procedures. Treasury's initial proposal is substantively unchanged under the Admin-
istration’s final tax proposal for QRA.
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customers. The failure to find available insurance will impact adversely the great
majority of those businesses that simply cannot afford to retain risk.

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

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

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

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

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

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

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

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

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

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

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

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

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

ness.

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

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

rules.

Third, we believe that the Committee should assess any property-casualty insur-
ance company tax pro 1 on the basis of competitive neutrality within the indus-
try. The intramural playing field should be level. Every effort should be made to
ensure that revisions in the income taxation of proverty-casualty insurers do not
unduly advantage or disadvantage any company or group of companies because of
their lines of business. .

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

Recently, certain Congressional tax policymakers have rmseci’ the question of
whether a federal premium tax should be considered as a possible alternative
system for taxing property-casualty insurance companies. Its initial appeal may be
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that a premium tax appears to be simple and would ensure the collection of a cer-
tain minimum amount of revenue from the property-casualty insurance industry.
On closer examination, we think that the members will conclude that a federal pre-
mium tax would be inequitable and would violate every one of the sound tax policy
principles discussed above.

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

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

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

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

Before we conclude our remarks, we would also note that the Administration pro-

in the same context to reverse what Congress did just 3 years ago in legislat-
ing the tax treatment of “strucutured settlement” annuities. Just as we believe it
unsound to place insurers on cash method accounting with respect to their accrued
lossesalxlve congider it unsound to extend such treatment to structured settlements
generally.

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

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

Implementation of the Administration’s proposal would dramatically reduce the
use of structured settlements. In 8o doing, it would penalize a very needy segment of
the population, would further burden the already intolerable court s‘yst.em backlog
as more cases go to trial, and would ultimately increase the costs of public assist-
ance programs. It would also arbitrarily reverse the clearly stated intent of Con-
gress, from as recently as 1982, that tax favorable treatment should be provided. We
tl:leretgge belicve that the Administration’s proposal in this regard should not be
adopted.
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VI. CONCLUSION

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

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

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

STATEMENT OF ANDRE MAISONPIERRE, PRESIDENT,
REINSURANCE ASSOCIATION OF AMERICA, WASHINGTON, DC

Senator LoNG. Mr. Maisonpierre. Is that how you pronounce
your name, sir?

Mr. MaisoNPIERRE. You are doing an excellent job, Mr. Chair-
man. [Laughter.]

P Mr.hMAISONPIERRE. It’s obvious that you know how to speak
rench.

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

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

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

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

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

ems.

Treasury concedes that the tax burden to be generated on the in-
dustry will, in fact, be heavy. It anticipates that insurers will offset
this cost by substantial increases in premiums, Unfortunately, U.S.
reinsurers will find it difficult to adjust their charges since compe-

\
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tition from alien reinsurers not subject to the U.S. Tax Code will
act as a deterrent to adequate pricing.

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

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

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

We have estnmated for instance, that the admlmstratlon 8 plan
will result in a shift of approximately $7 billion in premiums to
overseas companies, and an additional $2.8 billion in surplus fund
to support the $7 billion of transferred premlums

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

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

Thank you very much, sir.

Senator Long. Thank you.

[The prepared written statement of Mr. Maisonpierre follows:]

55-629 O—B86—~—2
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STATEMENT
OF THE
REINSURANCE ASSOCIATION OF AMERICA

My name is Andre Maisonpierre. I am the President of
the Reinsurance Association of America, a trade association of
professional reinsurers. Our membet companies are professional
reinsurers principally engaged in the business of assuming
property and casualty (p/c) reinsurance and are either domestic
U.S. companies or U.S. branches of foreign reinsurers entered
through ané licensed by a state. All the companies are subject
to the regulatory jurisdictions of the various states in which
they are domiciled or licensed. Reinsurance is a secondary risk
distribution mechanism, whereby insurers themselves insure some
of the exposures which they assume with other insurers, called
reinsurers. In other words, insurers will pay premiums to
reinsurers and will, in turn, be reimbursed in part, for loss

payments which they make to policyholders.
PREFACE

Property and casualty reinsurers are regulated and taxed
as property and casualty insurers. As such, they are affected by
those provisions in the President's tax proposal affecting p/c

insurance.
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Mr. Chairman, the Association opposes all sections of
the proposal which deal with property and casualty insurance.
Although a number of the suggested changes do not directly impact
on our members, we believe that none of them are warranted.
However,-}ince the revision in the treatment of loss and unearned
premium reserves are t;e principal proposals which specifically
affect p/c reinsurers, we will limit our comments to those
proposals,

Enactment of the proposal to require companies to
establish Qualified Reserve Accounts (QRAs) will seriously hinder
the growth of U.S. professional reinsurers and their ability to
meet the current and expanding needs of the U.S,. 1nsur;nce
industry. Treasury concedes that the tax burden to be generated
by the proposal og the p/c industry will be heavy. It
anticipates that the companies will offset this cost by
substantial increases in premium.

Unfortunately, U.S., reinsurers will find it difficult to
adjust their charges since competition from alien reinsurers, not

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

pricing.
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If QRA is enacted‘into law, certain natural consequences

are bound to evolve:

- Alien reinsurers, exempt from the effects of the tax
will substantially increase their penetration of the
U.S. insurance market, to the detriment of the U,S,

reinsurance industry.

- The U.S. reinsurance industry will, to the extent
possible, shift to foreign subsidiaries their foreign

generated premium,

- Conversely, the large alien reinsurers with established
U.S. subsidiaries or branches will find it econgmically
attractive to shift their U,S., generated business
directly to the alien parent; thus, avoiding the QRA
burden.

- The surplus funds supporting the business which will be

shifted abroad will likewise be shifted offshore.

These behavioral changes in world reinsurance marketing
will have a profound impact on the U.S. Balance of Payments. We

estimate that the net effect on the Non-Merchandise Insurance
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Balance to be an additional deficit of $7 billion and an
additional deficit of $2.8 billion charged against the Balance of
Payments as capital funds are sent offshore to support the
increased foreign reinsurance activities. Thus, a total deficit
increase in the Balance of Payments of $9.8 billion will result
from enactment of QRA; an amount almost 2,5 times larger than the
entire Balance of Payments deficit for 1983 and almost 10% of the
1984 Current Account Balance deficit. X

QRA, of course, affects insurers as well as reinsurers.
However, its impact on reinsurers can be more easily ascertained
since reinsurance is such an extremely fungible international )
commodity and U.S. reinsurers must compete, toe to toe, in a very
active international market. Note that only three U.S. companies
are among the 10 largest.world reinsurers.* This does not imply,
however, that U.S. insurers will have an easy task to raise their
prices sufficiently to offset the impact of QRA on their
business. There will probably be strong resistance by state
insurance regulators to burden consumers with the quantum cost
increases which will be needed to offset the tax and many
" commercial risks will carefully look at substitute insurance
outlets: the offshore market or self insurance as a way to

escape thé effect of the tax.

* The Global Picture - ReActions., June 1985, p. 62.
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We will not waste the committee's time in detailing the
operation of QRA on companies, since this would be duplicative of
other statements presented to the committee. We do, however,
want to emphasize the unfairness of QRA. It does not close
loopholes in p/c insurance industry taxation, but effectively
increases the ihdustry tax rate by subjecting its investment

income to double taxation. Further:

It taxes "tax exempt® investment income,

- It levies a tax on companies even though an economic

loss may have been sustained.

- 1t places the p/c insurance industry on a cash basis,.

- It seriously undermines the reliability of the surplus
account of a company, thus making it impossible to

evaluate the financial stability of the company.

- It would create an administrative nightmare.
Our statement will concentrate on the unique impact of
QRA on reinsurers and how this, in turn, will asfect the U.S.

balance of payment.
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QRA AND BALANCE OF PAYMENTS

Introduction

Property and casualty (p/c) insurance is the lubrication
which permits the economy to operate.* It allows corporations
and even governments to assume risks which are inherent to the
enterprise and to disassociate themselves from those risks about
which they know little or cannot control.

P/C insurance is, however, predicated on the ability of
the insurers to make good on their poliéies. only by so doing
can they perform their unique and essential role in society.

Governments have repeatedly recognized the desirable
role played by p/c insurers by mandating the purchase of
insurance -~ i.e,, automobile or workers compensation insurance,
congress is no exception. Note the enactment by Congress of
financial responsibility laws requiring insurance, or the
equivalent, for trucks, waste users and disposers, nuclear power
operators, etc, With respect to the need to fund currently for
future obligations, one must point to the basic objective of
ERISA as being a forcing mechanism to ensure a more realistic

funding of retirement plans. N

¥ See Appendix C for a discussion of the Economic Role of

Property-Casualty Insurance, and Appendix D on the Function of
Reserves in Property-Casualty Insurance.



36

In order for insurers to fulfill their social mission,
they must provide today for the payment of losses which their
clients have incur{ed even though the obligation to pay for those
losses might be deIayed to some future date, Governments
worldwide have recognized that the method of taxation of insurers
hos a direct impact on solvency. Any attempt to tax the
provisions made by p/c insurers for the payment of incurred
losses is regarded as self-defeating, It undermines the ability
of insurers to deliver on their promises to pay and could-
ultimately require government to assume the future obligations
which were prevented from being adequately funded. Although our
international community is composed of widely different societies
-~ from a varying degree of free enterprise market economies, to
tightly controlled social and economic planning -- the collective
wisdom of governments around the world has been to recognize the
unique responsibility of p/c insurers and to encourage an,
adequate level of funding for losses incurred. Also recognized
is the basic principle that the metric of taxable income must be
related to the regulatory metric of solvency income if p/c
insurers are to survive,

Many industrial countries have been considerably more
supportive of this basic concept than the United States. For

instance, a number of countries allow for the sheltering of
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investment income generated from loss reserves. The Internal
Revenue Code already requires that such inves;ment income be
taxed in the year earned. Many countries allow p/c insurers to
set aside catastrophe reserves for losses which have not been
incurred but may reasonably be expected,. such as earthquake
related losses. Indeed, the inability to reserve for such
contingencies severely limits the insurance capacity for certain
risks in the U.S,, and also exposes the U.S, p/c insurance
industry to potential economic disasters if a major catastrophe
were to occur,*

World governments have imposed strict discipline on p/c
insurers so as to regulate the reliability of their promise to
pay. These disciplines have transcended the peculiarities of
nations and have been reinforced by their taxation systems.
Current U.,S. tax provisions give some recognition to the
uniqueness of p/c insurance. This Administration, however,
proposes to remove itself from this common understanding. 1In
doing so, it endangers the solidity of the U.S. p/c insurance
business, threatens the dependence of the economy on the
reliability of the p/c insurance industry to respond to losses
and provides a major competitive~advantage to foreign insurers
which will reap a major benefit from this tax proposal. The fact _
is that the Administration proposal fails to address and has.
overlooked the grave economic consequences of its plan as it will
affect the ability of the domestic p/c industry to compete
% "The Reinsurance Association is urging consideration-of federal

legislation to relieve this situation. The proposal is not
tax related, since we believe there are more effective ways to

handle contingencies of-this nature than through contingency
reserves.,



internationally and the resulting impact on our Balance of
Payments.

Nevertheless, the effect of the Administration's tax
package on our international balance of payment is of obvious
concern to the members of this committee, the Federal Reserve
Board and the‘financial markets, It makes no sense to us, and it
obviously makes no sense to many members of this committee, that
one should create the illusion of tackling our fiscal deficit by
aggravating our international balance of payments shortfall.

Repeated questions have been addressed to Administration
witnesses requesting assurances that the plan does not and will
not adversely affect an already intolerable balance of payments
situation, Based on extensive analysis we cannot accept the
aséurances which you have received. To the contrary, this tax
plan will dramatically worsen the existing unfavorable insurance
trade balance. Furthermore, as a result-of the shift to foreign
insurance markets, the insurance related revenue estimates will
fall short of their projected goals.

We are well aware that GAO has minimized in its report
the industry's inability to compete with foreign ihsurers in case

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

U.S. insurance market. . R

- Most foreign competitors have U.S. subsidiaries or

N branches which are subject to U.S, taxes.

- Any improvement in the competitiveness of foreign
companies will only benefit those foreign companies that
have no U.S. operation and can write reinsurance on U.S.

risks. -

We disagree with the GAO's observations., Furthermore,
we are disappointed at the superficiality of the discussion,
considering the pains which GAO has taken to rebut many of the
other comments of the industry to its report. We are entitled to
a more thoughtful explanation. 7

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

treatment of insurance taxation on international trade?

The International Insurance Market -- A Two-Way Street

First, let us make it clear that, coﬁtrary to what GAO
says, there is today a very active international insurance
market, involving billions of dollars of insurance and

reinsurance purchased by U.S. policyholders, insurers and
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reinsurers from foreign companies, as well as an extensive
although lesser amount of insurance sold by U.S. reinsurers to
foreign insurers and reiﬁsurers.

This international insurance trade which affects U.S.
insurers, reinsurers and policyholders amounts to several
billions of dollars. It is a growing trade. It is also a trade
which has traditionally added to our foreign deficit.* That the
exact amount of the trade cannot be quantified with precision due

to the lack of any systematic data collection is immaterial.

What is important is that:

- In 1983, about $3.2 billion in premium -- approximately
29 percent of present U.S. reinsurance market -- was

ceded to alien companies;

- Direct insurance premiums paid by U.S. policyholders to
alien companies for U.S, risks in 1983 are estimated to

be substantially in excess of sabo million;

- As far back as the Department of Commerce published data
goes, the U.S. has sustained a net loss in its
reinsurance trade balance,

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

Components

What kinds of transactions comprise this vast
international market. i

First, there is the reinsurance bought by U.S. insurance
and reinsurance companies from insurers resident abroad. We
believe that this can most readily be measured by data collected
by the U.S. Department of Commerce, Bureau of Economic Analysis.
For 1984, this amounted to billion.* Compared tc the 1983
figure of $3.2 billion, it also represents a sizable increase for
one year' -

Second, is the direct insurance purchased by U.S.
companies -- manufacturers, utilities, etc., from foreign
insurers and captives. It has been estimated, for instance, that
worldwide the number of captives has grown from 165 in 1970 to
1,500 in 1982, In 1983, there were 1,203 registered insurers in
Bermuda alone, generating a gross premium of approximately $6
billion, much of which emanated from the U.S. In an August 1984
report, Conning & Company, a firm which specializes in the
analysis of insurance stocks as well as insurance operation and

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

movement:

* Note: The figure will be inserted as soon as we receive it
from U.S. Dept. of Commerce. It is due for release
momentarily.
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"It has been estimated that over 200 firms in the Fortune 500
now have captives in place, and there are close to 1,500
captives throughout the world. As the single parent captive
market has become saturated, more group capt1ves are being
established, possibly confronting the U.S. insurance 1ndustry
with a new challenge regarding its ability to amass
homogeneous books of preferred commercial business at
competitive rates,

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

Based on data collected by the states on direct
insurance on risks within the states placed with unlicensed
insurers, at least %800 million of direct premium was placed with
alien, unlicensed insurers 1n 1983, This is a conservative
estimate and many believe the volume of direct Business placed
offshore to be far greater.*

Third, is the reinsurance sold (assumed) by U.S.
insurance and reinsurance companies to foreign insurers and
reinsurers. The published data from the U.S, Department of

~T'EBEETEE"and Co. estimates the value of captive insurance premium

to be on the order of $§6 billion a year, most of which is placed
with offshore companies.
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Commerce reports these assumed reinsurance premiums as slightly
in excess of $1 billion for 1983.

Fourth, are the payments of losses arising from the
insuradce and reinsurance assumed by U.S. and foreign companies.
Again, referring to the Department of Commerce data for 1983,
losses recovered from abroad on ceded reinsurance amounted to
slightly in excess of $1.5 billion and the losses paid abroad on
assumed reinsurance were approximately $800 million,

We have already noted that the Department of Commerce
has reported a net reinsurance trade deficit since 1970. The
increase in the reinsurance trade deficit is due to a more rapid
growth in reinsurance placed abroad than in reinsurance
imported. The U.S. Department of Commerce attributes the rapid
growth in reinsurance placed abroad to "the increasing number of
risks transferred by U.S. companies to their foreign affiliates
... where the tax treatment and regulation of insurance companies
was more favorable than in the United States." For 1983, the net
deficit amounted to approximately $.5 billion. The Internat;onal
Monetary Fund (IMF) estimates the deficit on direct insurance to
be $43 milljion in 1983. However, the direct insurance deficit is

in fact likely to be in excess of this amount since the IMF
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estimate is baséd on old data which does not reflect the current
structure of the U.S. industry and volume of direct insurance
purchased from alien insurers.

The persistent net trade deficit in insurance has a
significant impact on the total U.S. Balance of Payments
deficit. 1In 1983, the net insurance deficit was 13.5 percent of
the Balance of Payments deficit and this insurance deficit
accounted for over half the Balance of Payments deficits as
recently as 1981,

In spite of the lack of precision in trade data, we are
convinced that these numbers are ample to rebut GAO's assertion
that the international insurance trade is of no great relevance.
There exists today a very active international market -- a »
growing market which is a direct result of a growing
sophisticatioﬁ of insurance buyers who are constantly on the
lookout for better coverages, at low prices, as well as active
marketing activities by international insurance brokers who are
incessantly seeking new distribution outlets, Furthermore, the
Chairman of Lloyd's of London announced at the June 1985 meeting
of the National Association of Insurance Commissioners that
Lloyd's is increasing its capacity by 15 percent and appointing
brokers in the U.S. as a new method of generating business,
Thus,, Lloyd's will be prepared to take advantage 6% any changes

in the U.S. tax laws that give them a competitive edge.

i
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Insurance -~ A Highly Fungible International Commodity

Although the Treasury analysis invites one to make such
an assumption, it is irrational to think that today's
international insurance market is static and that U.S. insurers
would be immune from the competitive impact of tax-induced
increases in operating costs. Insurance is a highly fungible
international commodity. Specifically, if a limited number of
insurers (the American domestic market) must, as the Treasury
predicts, raise their prices because they are burdened by a
significant tax increase which does not reach their competitors
{alien companies), it stands to reason that more U.S. companies,
insurers and reinsurers will seek to buy coverage with the
foreign competition and fewer foreign companies will seek
coverage in the U.S. The result will lead to greater outflow of
dollars and a diminution of inflow of funds to the U.S.

The premium outflow will be somewhat offset by reinsured
loss recoveries, although anticipated premium outflow due to QRA
will insure that the gap will continue to widen. Additionally,
there is a time lag between the premium payment and the payment
of losses arising from such premium. This lag results in
substantial delay in the "return® flow of part of the American
insurance premium from abroad in the form of claims payments paid =
to the U.S. companies. The lines of insurance primarily affected
by the Administration's proposal are the "long tail lines,® for

which losses continue to be paid many years after the premiums

W
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are collected. Thus, the delay in repayment will extend fof many
years and the current balance of trade will be that much the
worse for it,.*

To summarize, the insurance market is quite sensitive to
international trade. This is not surprising, in light of the
multinational expansion of U.S., businesses and the ease which
allows purely U.S. risks to insure directly with foreign
companies., This international insurance trade takes a variety of

forms:

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

by U.S. insurers and reinsurers from abroad;

- Direct insurance on U.S. risks may be purchased by U.S.
compahies through captives or non-related alien

companies;

- U.S. companies may purchase direct insurance in the U.S,.
for their overseas operations. (No one knows the extent

of this market); and
) v
* G.M. Dickinson, Etudes et Dossiers No., 16. International

Insurance Transactions and the Balance of Payments The City
University Business School.

s
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. Foreign policyholders may purchase direct insurance
coverage with U.S5. insurers in the U.S., for business
activities transacted both in the U.S. and abread.
(Again, no data are available on this form of insurance

trade.)

Impact- of QRA on Insurance Buying Decisions

How will these transactions be affected by a substantial
tax increase on U.S. insurers?

Both U.S. and foreign policyholders buy insurance and
reinsurance from a wide variety of U.S. and foreign insurance
companies., Their purchasing decisions are extremely price
sensitive and they and their brokers regularly seek out the low
price provider of insurance services. As Treasury recognizes,
the companies subject to substantial tax increases will need to
increase their prices. In fact, Treasury tells us, this is an
important objective of its plan.

But the price increases will be uneven., They will not
be uniform across all lines of insurances and they will certainly
not be uniform across all competitors since many will be in
positions to escape the tax increase altogether, Yet the
Treasury seems to have failed to recognize that the international
nature of insurance would allow many insurance buyers to escape

the price increase,

RNy

A INEN
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In fact, the Administration plan violates a major canon
of fiscal policy. It fails to structure a tax system which is
broadly based and uniform in application across competing
taxpayers. As the Treasury preaches, consumer choice as between
competitors should not be influenced by tax law. Yet its plan is
anything but neutral and will aggrévate America's balance of
payments.,

Obviously, both U.S; and foreign policyholders will seek
to escape the increased premiums which U.S. insurers and
reinsurers will need to charge to offset>the tax increases,
Foreign insurers and reinsurers will be in position to offer less
éostly insurance. The present excige tax levied on insurance
placed offshore will not be an effecti;e deterrent since it is
exempted by treaties which the U.S. has entered into with many
countries.' Additionally, the large alien reinsurers which have
established U.S. subsidiaries or branches which today are subject
to U.S. taxes will obviously severely curtail the U.S. operations
carried out of those branches and will write their U.S.
reinsurance risks directly by the alien parents or through alien
subsidiaries of those patrents.

The Administration proposal will produce less revenue in
the U.S. and an outflow of capital abroad. This will come about

in a number of ways. An insurance contract covering the _
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multinational exposures of an American company currently insured
in the U.S. could just as well be written by a foreign subsidiary
of an American insurer or an alien company. Reinsurance placed
by U.S. insurers with U.S. reinsurers will be less costly if
purchased from an unlicensed alien reinsurer. Thus, U.S.
policyholders and insurers seeking reinsurance can bypass the
increased premiums which U.S. ‘insurers would have to charge to
offset the tax increase.

Foreign insurers ceding reinsurance in the U.S. also
will have an incentive to place their business abroad, Instead
of the reinsurance premium being paid to a U.S.~domiciled
reinsurer, it will be paid to an alien insurer., Clearly, the
inflow of premium dollars in the balance of insurance trade will
dry up. .

To recapitulate, a significant tax increase such as that

contained in the Administration proposal will:

- Increase the flow of premium dollars to foreign

insurance companies unaffected by the tax.burden.

- Decrease the flow of foreign-generated premium to the
U.S., without necessarily decreasing the extent of U.S.
foreign business as premium earned c¢broad will be kept

abroad in subsidiary companies.
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- As will be noted below, force a transfer of capital and
surplus from the U.S. to support the additional premium
being written by foreign insurers that currently is

written in the U.S,

The Effect of QRA on the Price of Insurance

wWhat can we anticipate as price increases rtesulting from
the Administration's tax plan?

Throughout this discussion, we have referred to a .
*significant price increase.® Obviously, there is some degree of
elasticity in the price of insurance and reinsurance. Frankly,
the magnitude of the price increase necessary to force a shift in
insurance buying patterns will differ by lines of business and
will depend on market conditions., As little as a 2% state
premium tax on health insurance creates a substantial incentive
for self-insurance. Surely, no one could deny that a 10% cost
differential ‘would have an important influence on policyholders'
buying decisions or on budgetary decisions by U.S. insurers and
reinsurers on whether to leave the foreign-generated premium
overseas or repatriate it to the U.S.

Undoubtedly, the lines of insurance most affected by the

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

malpractice, general liability, and workers compensation. For
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many of the affected policyholders, the cost of insurance
representé a major (and even at times the major) cost of doing
business. Repeated testimony before diverse congressional
committees by product manufacturers, stevedoring companies and
repregentatives of medical specialties such as neurosurgeons,
gynecologists, anesthesiologists, leave no doubt that the present -
cost of general liability, workers compensation 6; medical
malpractice insurance is too often forcing entrepreneurs to
either curtail planned economic activities or even, in some
instances, to go out of business altogether.
Based on a methodology developed by Robert A. Bailey,
Vice President and Actuary at A,M. Best Company, we have -
calculated the rate increases necessary to offset the additional

tax for those lines to be as follows:*

Assume 33% Assume 46%

Tax Rate Tax Rate
Medical Malpractice 18% 34%
General Liability 158 - 33% -
Workers Compensation 1l% 21%

These numbers leave no doubt that the Administration's
tax plan would seriously impact these "long-tailed” lines of
insurance; and, hence, that escaping these increases would become
an important strateqgy of insurance buyers. As noted above, an

extensive and sophisticated international insurance network and

* See appendix B for details of these calculat:ions.

P
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the mobility of this international commodity would facilitate
such an escape,.

No one can predict how much of the premium generated by
these lines of insurance would be transferred overseas. HNote
that even a small percentage would have a dramatic effect on both
the balance of payments and the American insurance market, since
together these lines generate in excess of $24 billion in annual
premium. For example, a relatively small transfer of this
business, say 20%, would result in an increase of $4.8 billion in
the premium paid by Americans to foreign shores. This would be
equivalent to tripling the premiums paid to unlicensed foreign
reinsurers. -

Furthermore, the foreign generated reinsurance assumed
by U.S. insurers would be effectively eliminated (equivalent to
$1.3 billion in net premium written in 1983).

But this is not the end of the story.

To support this shift of premium abroad, as well as the
additional foreign-source premium to be written by
foreign-domiciled subsidiaries, the U.S, insurers and reinsurers
will need to exporh massive surplus funds abroad.* 1In other
words, that portion of U.S, insurers and reinsurers surplus
presently dedicated to supporting all premiums will be

transferred overseas.

¥ Alternatively, surplus funds that alien insurers with U.S.
branches would have left in the U.S. will be exported to support
the shift to the alien parent/affiliate operations.
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We estimate that this will lead to a shift of surplus
funds from the U.S. to overseas in excess of $2 billion. This
will come from the loss of the presently assumed reinsurance by
U.S. companies and from the transfer of insurance premium on U.S.
risks which will go abroad.*

This massive export of U.S. insurance surplus will
reduce the capacity of the U.S. industry for U.S. business and
will also have a serious and direct impact on money markets since
it will mean a withdrawal by U.S. insurers of substantial

investment funds in the U.S.

Conclusion
In &onclusion, we believe that:

- The Administration has failed to recognize_the highly

fungible nature of this international commodity.

- Enactment of the proposed tax program will seriously

aggravate an existing net outflow of insurance funds.

- It will diminish the premium income of U.S. insurers as
taxpayers and thus will decrease the additional revenue
projections.

¥ For a fuller explanation of the derivation of this figure, see
Appendix B. -



54

- It will lead to the transfer of large amounts of
insurance surplus funds overseas to support the
increased activities of foreign subsidiaries of U,S,

insurers.

- It will di. ! *ish investment income opportunities in the

u.s.

Potentially, the Administration's plan could result in a
shift in excess of $25 billion* of premium presently written in
the U.S. to foreign markets and an additional transfer of $10.9
billion in capital and surplus. Realistically, we estimate a
more modest loss, approximately $7 billion in premium and an
additional 32.3 billion in surplus funds needed to support the §7
billion transfer. To this large deficit will be added the effect
of the large alien reinsurers, which, as noted above, will
curtail operation through their U.S. subsidiaries or branches and
will write their U.S. business direct; thus, avoiding the effect
of QRA.

Mr, Chairman, we urge you and the committee to reject
the Administration's proposal.
¥ This amount exceeds the premium information on page 23 since

the latter data is restricted to the three lines of insurance

-=- medical malpractice, general liability and workers
compensation,
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INSURANCE TRANSACTIONS IN THE
BALANCE OF TRADE

Insurance is an international commodity which affects the balance of
payments, The most common types of insurance traded internationally are
property-casualty reinsurance, or insurance purchased by 1insurance
companies, and property-casualty direct insurance, or insurance purchased

directly by insured entities,
A, REINSURANCE

Reinsurance Balance of Trade

The U.S. Department of Commerce, Bureau of Economic Analysis, surveys
professional reinsurance companies as well as direct insurers with
professional reinsurance departments.* The survey requests reinsurance
premjums paid (ceded) to foreign insurer-, losses recovered from abroad
on ceded reingsurance, reinsurance premiums received (assumed) from
foreign insurers and losses paid abroad. The survey results for the
years 1974 to 1983 are shown in Table A-l. ‘

Net premiums paid to foreign insurers amounted to $2.3 billion in 1983
and represent premiums written less ceding commissions and any other
expense reimbursement to the ceding company. Net payments (column 3 of
Table A-1) for reinsurance ceded abroad are equal to net premiums paid
less losses received. In 1983, the U.S. paid a net of $695.6 million to

foreign insurers,

U.S. insurance companies currently reinsure foreign insurers. However,
in 1983, the net premiums received from foreign insurers ($1.0 billion)
was less than half of the amount ceded by U.S. companies to foreign

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



TABLE A-1

0.S. REINSURANCE IMPORTS AND EXPORTS 1974-1983
(Mfl11lions of Dollars)

Reinsurance rts (- Reiosurance Exports (+)
S

(1) (£ 3 (O] [$)] 6) Balance of
Bet Presiums Losses Het Net Premiums Losses Net Payments
Year ratd® Received® Payments Racetved® Pasad Receipts Effect _
1970 448.0 | 288.0 160.0 251.0 174.0 7.0 (83.0)
191 474.0 264.0 210.0 310.0 208.0 102.0 (108.0)
1972 513.0 295.0 28.0 402.0 244.0 158.0 (60.0)
; 1973 575.0 .0 202.0 476.0 321.0 155.0 47.0)
1974 679.1 506.4 172.7 559.6 393.6 166.0 6.7
1975 899.5 597.9 301.6 683.3 - 479.5 203.8 97.8)
1976 1,118.0 619.0 499.0 729.3 $36.7 192.6 (306.4)
1977 1,271.7 674.7 $97.0 783.7 601.2 182.5 (414.5)
1978 1,567.0 812.7 754.3 803.3 581.3 222.0 (532.3)
1979 1,818.6 984.1 834.5 827.8 610.3 27,5 (617.0)
* 1980 1,896.7 1,037.1 859.6 896.5 660.6 235.9 (623.7)
. 1981 2,108.6 1,302.1 806.5 952.6 752.1 200.5 (606.0)
1982(%) 2,100.4 1,322.0 778.4 924.3 736.2 188.1 (590.3)
1983(P) 2,299.7 1,604.1 695.6 1,007.8 818.0 189.8 (505.8)

1984# :
TOTAL 15,759.3 9,460.1 6,299.2 8,168.2 6,169.5 1,998.7 4,300.5

(r) Bevised

(p) Preliminary

#1984 data will be provided as soon as it is availabdle.

%et premiums paid or received refer to written reinsurance premiums, not earned premiums, less commissions and other expenses.
bClatns paid or received rep actual p or recovered claims and not losses fncurred.

SOURCE: “Reiansurance tnnucum of United States Insurance Companies with Insurers Resident Abroad,” 1976-1983,
U.S. Department of G of E ic Analysis, July 1984; 1974-1981, July 1982,
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insurers. After reinsurance losses paid to foreign insurers of $818
million, the net reinsurance receipts by insurers in the U.S. were $189.8
million in 1983,

/
Net reinsurance premium received of $189.8 million less net premium paid
of $695.6 million results in a net balance of payments deficit of $505.8
million for reinsurance. This U.S. reinsurance trade deficit increased

by almost two orders of magnitude between 1974 and 1983,

Reinsurance differs from other typee of insurance in that 1t can be
offered for sale by companies not licensed or admitted in any state in
the United States. Reinsurers can be authorized by a state, meaning that
the reinsurance transaction will be recognized for annual statement
purposes, even if they do not have a U.S, branch or managing general
agent in the U.S, Thus, many foreign reinsurance companies are not U.S.

taxpayers.

Reinsurance premiums placed offshore are subject to an excise tax.
However, transactions with companies domiciled in the United Kingdom
(UK), Belgium, France, Italy and other countries are totally or partially
exempted from the excise tax due to treaties., In 1983, 40 percent of net
reinsurance premiums were paid to companies domiciled {in European
Communities countries and two-thirds of that to U.K. companies.*

Share of U,S. Market

The reinsurance premiums paid in Table A~1 were net of commissions, etc.
paid or allowed to the U.S. ceding company. To gauge the significance of
the foreign reinsurance business, it must be stated on a comparable bases
to U.S. companies. In Table A-2, the $2.3 billion of premiums paid to
unlicensed foreign reinsurers becomes $3.2 billion after adjustment to

#"Reingurance Transactions of United States Iasurance Companies with

Insurers Resident Abroad, 1976-1983," U.S. Departwent of Commerce, Bureau
of Economic Analysis.

sy
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TABLE A-2

TOTAL AMERICAN REINSURANCE
Suamsary of Estimated Net Premiuss

. Prissry Companies with Total
Professional Professionsl Reinsurance Unlicensed American
Reinsurers Departments Toreign Reinsurers Reinsurance

Year et Premiues 2 of Total 'Net Prestums % of Totsl Net Premfums X of Total Total Wet Premtums
1968 $ 682,000,000 38.0 $ 442,000,000 24.6 $ 670,000,000 37.4 $ 1,794,000,000
1973 1,607,000,000 48.2 805,000, 000 26,2 920,000, 000 27.6 3,332,000,000
1978 . 4,332,000,000 50.8 1,955,000,000 22.9 2,248,000,000 26.3 8,535,000,000
1983 6,286,000,000 s7.7 1,412,000,000 13.0 3,194,000,000 29.3 10,892, 000,000
1984+ 6,488,430,000 1,391,456,000
I Increase

1968-1984 8512 . 2152 krerd 072

*1984 data will be provided as soon as it is available.

WOTE: The data from the first two :ol_- were collected from a survey that includes results from 150 professional reinsurance companies,
snd primary fes with £ 1 dnpat:mu. m- Teport represents the twenty-first Ammual Anslysis of the U.S.
Retasurance Market conducted by the hcucnn 1odep .

SOURCK: 1968-1983 ~ Jobn Zech, Mational Bational Underwriter, Vol. 88, No. 34, August 24, 1984, p. 11; 1984 - Refnsurance Assocfation of

Americs, Reinsursnce vndemltig Reviev, 1984 Premiums and Losses, 1985,
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reflect ceding company commissions, ' This 1s equivaleat to about 29
percent of the total U.S. net reinsurance market, including reinsurance
assumed from foreign insurers. N
The reinsurance assumed from foreign reinsurers 1is also net of
commissions, etc. Assuming the commissions to foreign companies ceding
to the U.S., are the same as U.S. companies ceding _abroad, the U.S.
assumptions of foreign reinsurance are about $1.4 billion or 13 percent

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

Direct Business

The buyers of direct insurance who purchase from foreign insurers are
most likely self-insured companies who purchase insurance for the upper
layers of financial risk or companies that have unusual risks that can't
be placed in the direct market (called excess or surplus lines).

Insurance companies can write surplus lines insurance without being
licensed or admitted to a particular state. U.S. domiciled insurers
reported surplus lines premium of $1.3 billion in 1983.* The states levy
special surplus' lines premjum taxes and reported $2.1 billion of surplus
lines premium on which taxes were paid. The $800 million difference
between the U.S. surplus lines company total and the state total includes
a small amount of business written by U.S., domiciled 1insurers writing
some surplus line business and reporting it with their overall premium
figures, but {is attributable to alien insurers writing U.S. business,
such as Underwriters at Lloyds, London and others.**

This amount is grossly understated. It is common knowledge that many
such transactions are not reported for premium tax purposes, especially
for the direct purchase of 1insurance from alien insurers. Furthermore,
the IRS has estimated that as much as $6 billion in premium is paid to
captive insurers each year, most of which are offshore. This number is
two times the sum of the available data for 1983 exported reinsurance and

surplus lines premium combined.

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

A-5
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The U.S. Department of Commerce does not collect data on direct insurance
purchased by insured entities from foreign insurers. The International
Monetary Fund (IMF) reports a net payment figure for direct -insurance
imports (purchases from abroad) which 1s shown in Table A-~3. The
reported figure is net payments, or premiums paid less losses recovered,
These‘;lgures are based on information collected over 30 years ago, which
has been periodically adjusted. While not current like the reinsurance
- premium data, it indicates ‘the presence of a persistent direct insurance
trade deficit. Given the explosive growth in self-insurance and change
in liability in the U.S. market, as well as the volume of surplus lines
data placed with foreign insurers, the net figures in Table A~3 may well

be understated.

The IMF combines the reinsurance trade data from the Department of
Commerce (shown previously in Table A-1l) with this estimate of direct
insurance impacts to obtain a net reinsurance and direct insurance trade
balance.* The IMF, thus, reports a net insurance trade deficit of $535
million in 1983, ten times higher than the 1974 figure of $33 million.

Relative Size of Insurance Trade Deficit

The total U.S., Current Account Balance and Balance of Payments -have
fluctuated between positive and negative values since 1974 (Table A-~4).
At the same time, the Net Merchandise Trade Balance has been consistently.
negative but the Net Balance Other Goods, Services and Income has been
positive., Nonmerchandise Insurance** 1s part of the "Other Goods,
Services and Income” category and is distinguished as being the only
debit item of all those shown in the category in line item detail.

#*The Bureau of Economic Analysis, U.S. Department of Commerce is
constantly updating its reinsurance data. The IMF reinsurance data
differs slightly from the U.S. Department of Commerce data due to these
revisions and differeaces in dates of reporting,

#**Nonmerchandise insurance 1is used in balance of paymente statistics to
distinguish insurance purchases per se from the insurance on merchandise
imported and exported to and from the U.S.

A-6




TABLE A-3

OFFICIAL INSURANCE TRANSACTIONS IN THE
U.S. BALANCE OF PAYMENTS 3197‘-1983F
(Mf11lions of U.S. Dollars)

£——98—0 629-99

) (2) 3 “*) ) (6)
Direct Insur- Reinsurance Total Net Reinsurance and Direct Mon-Herchandise Insurance
aoce Isports (-) 'Imports (~) Isports (-) Credit (#)  Debit (=)  Wet Balance
Ket U.S. Ket U.S. Net Balance Net U.S. Net U.S. of Trade/
Year Payments Payments of U.S. Payments Receipts Payments Payments
1974 (44) (176) (220) 167 (220) (53)
1973 [44) (302) (346) 204 (346) (142)
1976 3% (485) (520) 196 (520) (324)
1977 (35) (595) (630) 175 (630) (455)
1978 (38) (763) (801) 225 (801) (576)
! 1979 (38) (842) (878) 207 (879) (672)
19080 €39) (872) (9n1) 234 ) 617)
1981 (35) (814) (849) 200 (849) (649)
1982 (44) (784) (828) 199 (828) (629)
1983 (43) (695) (738) 203 (738) (535)
. TOTAL (395) (6,328) (6,721) 2,010 ! (6,722) (3,712)
1
= SOURCE: “Detailed P fon: Tri ‘ons Deta 1976-1983,“ Balance of Paywente Statistics, International Monetary s Voluse 35, Year

Book, Part I, 1984, Volume 29, Yesr Book, 1978.
*the following exchenge rates were used to convert each SDR to its dollar equivalent:

1974 . 1815 19%6 17 1978 979 1980 18 1982 1983
1.2021 1.2141 1.1545 1.1675 1.2520 1.2920 1.3015 1.1792 1.1040 1.0690
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TABLE A-4

THE RELATIVE SICNIFICANCE OF ROWMERCHANDISE INSURANCE
DEFICIT IN THE U.S. BALANCE OF PAYMENTS
(Millions of Dollars)

Total U.5. 1 N and{se Insurance 3
(5)
) (2) [&)] ) Net Non— %) 7)
Current - Balance of Net Balance Merchandise As X of As X of
Account Payments Other Coods, Net Merchandise 1 3 Current Account Basic Balance
Year Balance Basic Services & Income Trade Bslance Balance Balance of Payments
1974 2,100 (8,770) 14,850 (5,330) (53) ™ . <6
1975 18,320 (4,660) 14,150 (9,050) (142) N 3.1
1976 4,370 (10,520) 19,000 (9,320) (324) » 3.1
1977 {14,060) (35,050) 21,820 . (30,890) (455) 3.2 1.3
1978 (15,490) (33,480) 24,090 (33,980) (576) 3.7 1.7
1979, (950) 9,950 32,720 (27,560) (672) 70.7 L
1980 1,860 {9,060) 34,940 (25, 500) 677) - 7.5
1981 6,620 (1,250) 42,030 . (27,980) (649) W 51.9
1982 (9,190) 2,030 36,130 (36,470) (629) 6.8 "
1983 (41,580) (3,950) 28,770 (61,070) (535) 1.3 13.5
1984 (101,680) 470 17,630 (107,440) K/A R/A H/’

M = BNot Meaningful
N/A = Mot Availsble

l1aternaticnal Pinancial Statistics, Internationsl Monetsry Fund, May 1985, December 1983.
Z"petailed Presentation: Transsctions Data, 1976-1963," Balance of Paywents Statistics, Internaifonal Monetary Fund, Volume 35
Year Book, Part 1, 1984, Volume 29, Year Book, 1978.
3Hoctly reinsurance, excluding insurance on fmported snd exported merchandise. Figures represcnt net balances of payment, meaning premiums paid
net of commissions/expenses and less claim paynents veceived.
NOTE: The following exchange rates were used to convert each SDR to its dollar equivalent:
1974 1975 1976 1977 1978 1979 1980 1981 1982 1983

1.2021 1.2141 1.1545 1.1675 1.2520 1.2920 1.3015 1.1792 1.1040 1.06%0
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Since the current Account and Balance of Payments fluctuate bet\;een
positive and negative values, the insurance trade balance (alwvays
negative) cannot be compared in each year, However, in 1983, the net
insurance deficit was 13,5 percent of the Balance of Payments deficit and
the insurance deficit accounted for over half the Balance of Payments
deficit as recently as 1981,

A-9
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EMPLOYERS REINSURAMCE CORPORATIONV

To:
From:
Date:
Subject:

Overiand Park, KS

File
Joseph W. Levin
July 1, 1985

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

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

1.

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

Applied annual interest rate assumptions to payout factors by segment
to determine present value of payments in that segment. The discount
rate 1s 100X less the present value of the payments by segment.

Determined estimate expense ratios by examining IEE by-line.

Formula for the needed increase:

Needed increage = 128t Income due to tax + Tax rate x increase
100X - Expense Ratio

Lost income - Discount x Tax rate x (100X - Expense ratio)

In algebraic symbols X - Sl;!l{E%S%l_i;Sﬁlﬁll

where X is indicated increase factor
D 1s discount
T is tax rate
E is expense ratio
Above values are in decimal form

X, D, E vary by segment and interest assumption

Sensitivity was tested by allowing interest rates to vary by 21X and
expenge ratios were allowed to vary by $5% holding interest level. At
the 46X tax rate indicated values were sensitive to expense ratio
variation.

JWL:env



LINE OF DUSINESS: AUTD LIARLLITY

PAYMENT PRESENT VALUE
YEAR PLRCENT ® 6.0%

1 36.20 34.14%
2 29.80 26.52
3 14.10 11.84
4 8.90 7.05
s 5.00 3.74
3 2.70 1.90
K4 1.60 1.06
8 0.70— 0.44
? 0.50 0.3¢
i0 0,30 0.17
i1 0.20 0,11

TOTAL 100.00 87.28

XINDICATED CHANGE @46X TAX RATES 1%5.132
XINDICATED CHANGE @33X TAX RATE= 7.50%

*INDICATED CHANGE FACTOR=(TAX RATEXDIUC)X(1.0-EXP. RATID)/(1.0-EXP. RATIU-TAX RATE
EXPENSE RATID= 25.00%

LING OF BUSTNLSS: GEN’L LIABILATY

PAYMENT PRESENT VALUE
YEAR PCRCENT @ 6.0

1 12.00 14.32
2 13,00 11.57
3 14.00 14.7%
4 13.00 10.30 -
s 12.00 8,97
6 8.00 5.64
7 6.00 3.99
8 5.00 3.14
? 4.00 2.37
10 4.00 2.23
11 3.00 1.58
12 3.00 1.49
13 2,00 0.94
14 1.00 0.44

TOTAL" 100,00 75.73

XINDICATED CHANGE 846X TAX RAVE= 28.87%
SINDICATED CHANGE 833X TAX RATE= 14.30%

KINDICATED CHANGE FACTOK=(TAX RATEXDISC)¥(1.0-EXF. RATI0)/(1.C0-EXP. RATIO-TAX RATL
EXPENSE RATIO= 25,00% .



LINE O BUSINLSS: MiD MALPRALTICL

PAYMENT PREGUNT VALUF

YEAR PERCENT ¥ 6.0%
/
1 4.00 3.77
2 7.00 628
3 10.00 8.40
4 14.00 i1.09
s 2.00 6.73
3 13.00 9.16
7 7.00 4.66
8 4.00 2.51
9 4.00 2.37
10 S.00 2.79
i1 5.00 2.63
12 4.00 1.99
13 4,00 1.8%
14 3.00 1,35
15 3.00 1.2%
16 .00 0.79
17 » 2.00 0.74

TOTAL 100.00 68.32

XINDICATED CHANGE 46X TAX RAIE= $1.76% i
RINDICATED CHANGE PI3XZ TAX RAIC= 17.09%

XINDICATED CHANGE FACTOR=(TAX RATEXDISC)I®(1.0-EXP. RATIO)/(1.0-EXP. RATIO- TAX RATE
EXPENSE RATI0= 15.00%

LINU OF BUSINESSt WORKLRS COMK

PAYMENT PRESENT VALUE
YEAR PERCENT € 6,02

1 27.50 25,94 o
2 25,50 22,69

3 13.00 10.92

4 .00 6.34

5 5.00 3.74 X
6 3.00 2.11

7 3.00 2.00

8 1.50 0.v4

9 1.50 0.69

10 1.50 0.04

i1 1.50 0.79
12 1.50 0.7%
13 .50 0.70 -
14 1.50 0.66
15 1,50 0.63

16 1.50 0,59

17 1.50 0.56

TOTAL 100.00 81.0%

SINDICATED CHANGE R46X TAX RATC= 18.96%
¥(NDICATED CHANGE ®33X TAX RAlE= 10.20% \

SINDICATED CHANGE FACTOR=(TAX RATEADISC)X(1.0-EXP. RATIO)/(1.0-EXP, RATIO-TAX RATE
EXPENSE RATIO= 15,00%
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LINE OF BUSINESS: SCHED P-PARY {E

PAYNENT PREGENT VALUE
YEAR PERCENT e 6.0%

1 57.00 53.77
2 25.00 22,25

3 6,00 5.04 T
4 4,00 3.17

5 3.00 2.24

6 2.00 1.41

7 1.00 0.67

8 0.50 0.34

9 0.50 0.30 B

10 0.50 0.28

t1 6.50 0.26

TOTAL 100.00 82.7¢

KINDICATED CHANGE #46X TAX RATE= 12.25%
XINDICATED CHANGL ®33X TAX RATE= 6.07%

SINDICATED CHANGE FACTOR=(TAX RATEXDISC)¥(i,0-EXP. RATID)/(1.0-EXP. RATID-TAX RATE
EXPENSE RATIO= 25,.00%

LINE OF BUSINESS: SCNHED O

PAYHENT PRESENY VALUL

YEAR  PLRCENT @ 6.0%
1 60,00  S6.60
2 29.90 25.81
3 3.50 2,94 .
4 2.50 1.94 -
5 1.50 £.12
6 “1.50 1.06
7 6.50 0.33
8 0.50 0.31
9 0.50 0.30
1o 0.50 0.28

TOTAL 4100.00 90.73

¥INDICATED CHANGE ®46% TAX RAVE= 12.44%
SINDICATED CHANGE B33X TAX RAfL= S.79%

KINDICATED CHANGE FACTOR=(TAX RAVEXDISC)K(L.0-EXP, RATI0)/Z(1.D-EXP. RATIO-TAX RAIE"
EXPENSE RATIO= 30.00%



biNE O RUSINESS: TOTAL ALL LINES

PAYMENT PREGENY VALUE
YEAR PERCENT ® 6.0%

i 45 .40 42,914
2 26,72 23.78

3 8.67 7.28

4 5.93 4.70

5 3.86 2.88

6 2.64 1.86

7 .62 1.07

8 0.98 0.62

9 0.88 6.52 -
i0 0.84 0.47

i1 0.59 0.3%

12 0.42 0.21

13 0.37 0.17
i4 0.30 0.43

15 0.24 0.10

16 0.23 0,09

17 6.23 0.08 -

TOTAL 100.00 87.18

XINDICATED CHANGE 846X TAX RAfE= 15.25%
XINDICATED CHANGLC @33X TAX RAIE= 7.55%

XINDICATED CHANGE FACTOR=(IAX RATEXDISC)X(4,0-EXP. RATIO)/(1.0-EXP. RATIO-TAX RATE
EXPENSE RATIO= 25.00%

LINT OF BUSINESS: AUTO LIABILINY

PAYNENT  PRESENT VALUE
YEAR PERCENT @ 6.0%

i 36.20 34.145
2 29,80 26.52
3 14.10 11.84
4 8.90 7.05
s 5.00 3.74
6 2.70 1.90
7 1.60 1.0
8 0.70 0.44
? 6.50 0.31
10 6.30 0.47
1 0.20 0.44 _

TOTAL 100.00 87.20

XINDICATED CHANGE RA46X% TAX RATE= 20,02%
XINDICATED CHANGCE @33X TAX RATE= 8.53%

FINDICATED CHANGE FACTOR=(TAX RATEXDISC)X(4.0-EXP. RATIO)/(4.0--KXP., RATIO-TAX RATE
* EXPENSE RATIO= 35,00

~



CINL OF BUSINLSS: GLN’I LIABILOVY

PAYMENT PREGENT VALUE

YEAR PERCLNT @ 6.02%
i 12,00 14.32
2 13.00 11.57
3 14.00 11.7%
4 13,00 10.30
s 12.00 8.97
[ 8.00 L.64
7 6.00 3.99
8 5.00 3.4
? 4,00 2.37

10 4,00 2,23
i1 3.00 1.58
1 3.00 1.49
13 2.00 0.94
14 1.00 0.44

TOTAL 100.00 75.73

XINDICATED CHANGL #46X TAX RAILC= 38.19% -
XINDICATED CTHANGE RI3X TAX RATE= 16.27%

XINDICAIED CHANGE FACTOR=(TAX RATEXDISCIXK(L . 0~EXI". RATTO) /(4. 0-EXP. RAVLO -TAX Kl
LXPENLL RATIO= 35.00% ’

LINE OF RUSINESS: MIID MALPRALTICC

PAYMENT PRLSENT VALUE
YEAR PERCENT € 6.0%

g 4.00 3.77
2 7.00 6.23

3 10.00 8. 41

4 14,00 11,09 ~
s 9.00 6.73

6 13.00 9.46

7 7.00 “.66

8 4.00 2.51

9 4.00 2.37
10 5,00 2,79
i1 5,00 2.63
12 4.00 1.99
13 4,00 .88
14 3.00 1.33

15 3.00 1.25
16 2,00 0.79

17 2.00 0.74

TOTAL 100.00 68,32

XINDICATED CHANGE Q46X TAX RATE= 37.69%
XINDICATFD CHANGE @33X% TAX RATE= 18.67X

XINDICATED CHANGE FACTOR=(TAX RATESDISC)X(i.0-EXP., RATION/(1.0-EXP. RATIO-TAX RATE
EXPENSE RATI0= 25.00%
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LINE OF BUSINESS: WORKERS COMP

PAYMENT PRESENT VALUE

YEAR  PERCENT @ 6.0%
1 27,50  25.94
2 35.50 22,69
3 13.00 10.92
4 8.00 6,34
s 5.00 3.74
6 3.00 2.11
7 3.00 2.00
8 1.50 0.94
9 1.50 0.87
10 1.50 0.84
11 1.50 0.7%
2 1.50 0.75
13 1.50 0.70
14 1.50 0.66
15 1.50 0.63

16 1.50 0.59 N
17 1.50 0.56

TOTAL. 100.00 B81.09

ZINDICATED CHANGE @46X TAX RATE= 22.50%
SINDICATED CHANGE ®33% TAX RAIE= 11.14%

RINDICATED CHANGE FACTOR=(TAX RATEXDISU)IXC(1.0-EXP. RATIO)/(1.0-EXP, RATI0-TAX RATE
LXPLNSE RATIO= 25,00%

LINE OF BUSINESH: HSCHED P~PART §L

PAYHENT PRESENT VALUE
YEAR FERCENT ¥ 6.0

1 57.00 33,77
2 25.00 22.25
3 6.00 S5.04
4 4.00 3.47
S 3.00 2724
[ 2.00 1.44
7 1.00 0,67
8 0.50 0.34
? 0.50 0.30
10 0.50 n.28
11 0.50 0.26

TOTAL 100,00 89.70

®INDICATED CHANGE 46X TAX RATE= 16.24%
XINDICATED CHANGE @33X TAX RATE= 6.90%

*INDICATED CHANGE FACTOR=(TAX KATESDISC)I®(L.0-EXP. RATIOD)/(1.0-EXP. RAMLD-TAX RATE
EXPENSE RATIO= 35.00%

Ta
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LINC OF BUSINESS: SCHED O

PAYHMENT PRESENT VALUL
YEAR PLRCENT ¥ 6.0X

1 60.00  56.60
2 29.00 25,81
3 3.50 2.94
4 2.50 1.98
. s 1.50 1.42 B
6 1.50 1.06
7 0.50 0.33
8 0.50 0.31
9 0.50 0.30
10 0.50 0.20

TOTAL 100.00 90.73

¥INDICATED CHANGE 46X TAX RATE= 18, 20%
XINDICATED CHANGE ®33X TAX RATE= 6.80%

X INDICATED CHANGE FACTOR=(TAX RATEXDISC)®(1.0-EXF. RATI0)/(1.0--£XP. RATI0-TAX RAIL
EXPENSE RATIO= 40.00% -

LINE OF BUSINESS: TOTAL ALL LINES

PAYMENT PRESENT VALUE
YEAR PERCENT e 6.0% -

i 45,48 42,94
2 26,72 23.78
3 8.67 7.28
4 5.93 4.70
S 3.86 2.88
3 2,64 1.86
? 1.62 1.07
8 0.78 0.62
? 0.88 0.5
Lo 0.84 0.47
114 0.59 0.3%
12 0.42 0.24
13 0.37 0.17
14 0.30 0.13
is 0.24 0,14
16 0.23 0.09
17 0.23 0.08

TOTAL 100.00 87.1i8

XINDICATED CHANGE Q446X TAX RATE= 20.17%
¥INDICATLD CHANGE ®33X TAX RAIE= 8.59%

SINDICATED CHANGE FACTORS(TAX RATEXDISC)%(4,0-EXP. RATLO)/(1.0-EXP. RATIO-TAX RATE.
EXPENSE RATIO= 35.00%

B
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LINE O DUSTNLSS: AUTO LTABLLIVY

PAYMENT _ PRESENT VALUE
YEAR PLRCENT ¥ 6.0%

! 36.20 34,15

2 29,40 26,52 -

3 13,10 11.84 :

4 8.90 7.05

5 5.00 3.74

6 2.70 1.90

7 1.60 1.06

8 0.70 6.44

9 0.50 0.30

10 .30 0,17

11 0.20 0.41
TOTAL  100.00 87,28
KINDICATED CHANGL B46% TAX RATE= 17.07% -
XINDICATED CHANGL 34X TAX RAIL= 7.94%

¥INDICATED CHANGE FAUTOR=(TAX RATEADISCIX(L.0-EXP. RATID)/(1.0-EXP. RAIIO~TAX RASE
EXPLPSE RATIO= 30.00%

LINE OF BUSINESS: GLN’L LIABILITY

PAYMENT PRESENT VALUE
YEAR PERCENT @ 6.0%

i 12.00 14,38

2 13.00 11.57 -
3 14.00 11.7%

4 13,00 10.30 -
S 12.00 8.97

6 8.00 S.64

? 6.00 3.99

8 S.00 3.14

9 4.00 2,37
10 4.00 2.23

11 3.00 1.58
12 3.00 1.49

13 2.00 0.94
14 1.00 0.44

TOTAL 100.00 75.73 N

¥INDICATEDL CHANGE 462 TAX RATC= 32.56%
FINDICATED CHANGE @33X YAX RATE= 15.45%

KANDICAIED CHANGL FACTOR=(TAX RATEXDISC)ORCL.0-EXP . RATIOI/Z (L, 0-EXI'. RATLO-TAX RAIC
CXPENSE RATIO= 30.00% .
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LINE OF BUSINISS: MID MALPRACIICL

PAYNENT * PRESUNT vALUE

YEAR  PERCENT  ® 6.0%
1 4.00 3.77
2 7.00 6.23
3 10.00 4.4t
4 14.00  11.09
S 9.00 6.73
6 13,00 9.16
7 7.00 4.66
8 4.00 2,51
9 4.00 2.37

16 5.00 .79
11 5.00 2,63
2 4.00 1.99
£33 4.00 1.88
14 3.00 1,33
15 3.00 .25
16 2.00 0.79
17 2.00 0.74

107AL 100.60 60,30

XINDICATED CHANGE P46X TAX RATH - 34.29%
#INDICATED CHANGL ®33% TAX RAIE= 17.79%

*INDICATED CHANGE FACTOR=(TAX RATLXDISC)X({i.0~EXP. RATIO)/(1.0-CXP. RAIID-TAX RATE
EXPONGE RAT (0= 20.00%

LINE OF "BUSINESS: WORKERS COMP

PAYMENT  PRESENT VALUE
YEAR PERCENT 8 6.0%

1 27.50  25.94
2 25.50 22,69
3 13,00  10.92
4 8.00 6.34
s 5.00 3.74
6 3.00 2.1
7 3.00 2.00
0 1.50 0.94
? 1.50 0.8%
10 1,50 0.64
11 1.50 0.79
Y 1.50 0.75
13 1.50 0.70
14 1.50 0.66
15 £.50  , 0.6%
16 1.50 0,59
17 1.50 0.5%

TOTAL 100.060 81,0y

RINDICATED CHANGE R46Y% TAX RATE= 20.477
XINDICATED CHANGL 833X TAX RAIE= 10.6%

XINDICATED CHANGE FALTOR=(TAX RATEXDISC)X(1.0-EXP, RATIO)/(1.0-EXP. RAFIO-TAX RATE
EXPENSL RATIO= 20.00%
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LINE OF BUSINESS: SCHED P-PART (E

PAYMENY  -PREGENT VALUE
YEAR PLRCLNT @ 6.0%

i 57.00 %3.77
2 25.00 22.2%
3 6.00 5.04
4 4.00 347
- 5 3.08 2.24
6- 2.00 1,44
7 1.00 0.67
8 0.50 0.31
? 0.50 0.30
10 0.%0 0,20
i1 0.50 0.26

TOTAL 100.00 89,760

SINDICATED CHANGE P46X% TAX RATE= 15.82%
XINDICATCD CHANGE P23X TAX RATE= 6.43%

XINDICATED CHANGE FACTOR=(TAX RATEXDISC)&({.0-EXP. RATIO)/(41.0-EXP, RATIUO-TAX RATE
EXPENSE RATIO= 30.,00%

LINE. OF BUSINESU: SCHED O

PAYMENT PRESENT VALUE
YEAR PLRCENT @ 6,0%

i 60.00 $6.60
2 29.00 25,04
3 3.50 2.94 h
4 2.50 i.98
S 1.50 1.42
[ 1.50 1.06
7 0.50 0,33
8 0.50 0.34
b4 0.50 0.30
10 0.50 0.2

TOTAL 1060.00 90.73

KINDICATED CHANGE 446X TAX RATEs 14,592
SINDICATED CHANGE €33% TAX RATE= 6.21%

KINDICATED CHANGE FACTOK=(TAX RATEXDISC)®(1,0-EXP. RATI0O)/(1.0-EXF. RAT10-TAX RATL
EXPENSE RATIO= 3S.00%
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LINL OF MUSINESS: FOTAL ALL LINLS

PAYHENY PRLGLNT VALUE
YEAR PLRCENT ¥ 6,0%

1 4% .48 a2, 91 -
2 26.72 23.70
3 8.67 7.28
4 $%.93 4.70
) 3,46 2.88
6 2,64 1.86
7 1.62 1.07
o 0.90 0.62
9 0.u8 0.52
11 0.84 .47
11 0.%% 0.31
12 0.42 0.21
13 0.37 0.17
14 0.30 0.43
15 0.24 0.10
16 0.23 0. 0%
17 0.23 0.08

107AL 100.00 B7.18

XINDICATED CHANGL @46% FAX RATE= 17.20%
XINDICATLD CHANGL 33X TAX RAIC= 8.00x

KINDICATED CHANGL + ACOR=( (AX RATEXDISC)®(L.0-EXP. RATIO)/(1,0-EXP. RAIIU TAX RATE
EXPUNSI. RATIO= 30.00%

LING OF HUSTNUSS: AUTD LIAkTL LYY

PAYHENT PRCGENT VALUK -

YEAR  PERCENT @ 5,0%

1 36.20 54,48

a 29.80 27,038

3 14.10 12.18

4 4,90 7.32

s 5.00 3.92

6 2,70 2.08

7 1.60 1.14 )
] 6.70 0.47

L4 0.50 0.32
10 0.30 0.48 -
11 0.20 0,12

TOTAL 100,00 89.17

KINDICATED CHANGE RA6X fAX RA(E= 14.53%
XINDICATCD CHANGE @33% TAX RATE= &.70%

SINDICATUD CHANGL FACTOR=CTAX RATEXDIGC)X({,0-EXP, RATION/(1.0-EXP. RATID-TAX RATE
EXPENGE RATIUs 30.00%
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LUNG OF BUSINLSG: GLN’L LIAKLLETY

PAYMINT PREGLNT VAL UL
YEAR PLECLNY @ 507

1 12,00 11.43 ¢ .
4 14,00 11,79
3 14.00 12.09
4 13.00 10.70
o 12.00 9.40
6 0.00 5.9
7 6.00 4,26
[t] .00 3.38
(4 4.00 2.56
10 4.00 H T
11 .00 1.79
12 3,00 1.67
13 2.00 1.06
14 1.00 0.54
10TAL 100,00 79.05

KINDICATCD CHANGI ®46X TAX RATL= 28.11%
XINDICAIED CHANGL 833% TAX RAlE= 14.08%

AINDICATED CHANGL FACTOR=(TAX RAJCXDISCOXCI.0-EXP. RATIO)/C(L.0-LXP, RAILD TAX RAIL
EXPENGE RATI- 30,00 .

LINC O BUSINI GG: ™I D MALPRACTICU

PAYMENT PRI GENT VALUF
YEAR PLRCUNT ® L0

1 4.00 3.81
2 7.00 6.35
3 10.00 8.64
a 14.00 11,52
5 9.00 7.05
6 13.00 9.70
7 7.00 4.97
8 4.00 2.71
7 4.00 2,50
10 5,00 3.07
i1 5.00 2.92
12 4.00 2,23
13 4.00 2.2

14 3.00 1.2 -
s 3,00 1.44
16 2.00 0.92
17 2.00 0.87
TOTAL.  100.00 .42

XINDICAILD CHANGE ®46X% TAX RATE= a%.85%
®XINDICATED CHANGE ®33X TAX RATE= 15.49%

KINDICATED CHANGE FACTOR=(TAX RATLXADISCIXR(L,0-EXP, RATIOX/Z(1.0 EXP. RAITO-TAX RATE
CXPLNSL RAILIO= 20.00%
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LINE OF BUSINLSS: WURKERS CUME

PAYMENT PRESENT -VALUE
YEAR PERCENT € 5.0%

i 27.50 26,19

2 2%.50 23.13 .
3 13.00 © 13.23 -
4 8.00 6.58

S 5.00 3.92 ’
6 3.00 2.24

7 3.00 2.13

8 1.50 1.02

9 1.50 0.97
10 1.50 0.92

11 1.50 0.88
12 1.50 0.84

13 1.50 0.80
14 1.50 0.76

15 1.50 ¢.72

16 1.50 0.69

17 1.50 0.65

TOTAL 100,00 83.67

XINDICATED CHANGE 44X TAX RATE= 17.672%
XINDICATED CHANGE ©33X TAX RATE= P.47%

FINDICATED CHANGE FACTOR=(TAX RATEXDISC)¥(1.0-EXP. RATIO)/(1.0-EXP. PAIL0-TAX RA(TE
EXPCNSE RATIO= 20.00%

LINE OF BUSINESG: SCHED P-PART {E

PAYMENT PRESENT VALUE
YEAR PERCENT ®S5.0X

1 57,00  G4.29
2 25,00 22,68

3 6.00 5,18

4 4.00 3.29

5 3.00 2.35

6 2,00 1.49

7 1.00 0.71 .
8 0.50 0.34

9 0.50 0.32
10 0.50 0.31

11 0.50 .29

TOTAL 100.00 71.2%

XINDICATED CHANGE 46X TAX RATE= 11.74%
KINDECATED CHANGE @23% TAX RAIC= S, 46X

XINDICATED CHANGE FACTOR=(TAX RATEXDISC)®(i.0-EXP. RATIO)/(1.0-EXP., RATIU TAX RATE
EXPENSE RATIO= 30.00%
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LINE OF BUSINESS: SCHED O

PAYMENT PRESENT VALUE
YEAR PERCENT ® S.0%

1 60,00 57.14

14 2v.00 26.30

- 3 3.50 3.02
4 2.50 2,06

S 1.50 1.18

o 1.%0 1.42

Vs 0.50 0.36

3] 0,50 0.34

? 0.50 0.37 -
10 0.%0 0.34

T01AL 100,00 ?2.1%

L INDICATED CHANGE 946X TAX RATL= 12,3%%
XINDICATED CHANGE 833X fAX RAIE= H,26%

CINDICAIED CHANGE FACTOR=(TAX RAIELADISCOX(1.0-EXP, RAIIN)I/(1.0-LXP, RAIIU-TAX RAIE
EXPENSE RATIO= 35,00%

LINE OFF BUSTINLSS: TOTAL ALL LINES

PAYMENT PRESENT VALUE -
YEAR PCRCONT ® 5.0%

1 45,48 43,31 .
2 26.72 24,24
3 8.67 ?7.49
4 5.93 4.88
s 3.86 3.02
6 2.64 1,97
7 1.62 1.15
8 0.98 0.67
9 0.88 0.57
10 0.84 0.52
11 0.59 0.35
12 0.42 0.24
13 0.37 .20 N
14 0.30 0.15
.- 15 0.24 0:42
16 0.23 0.40
17 0.23 0.1

TOTAL 100.00 89,08

XINDICATED CHANGE RA6X TAX RATE= 14.65%
RINDICATEID CHANGE ®33X TwX RATE= 6.82%

KINDICATED CHANGE FAUTOR=(TAX RATEXDISC)®¢1,0-EXP. RATIO}/(1.0-EXP. RATIO-TAX HATE
EXPCNSE RATIO= 30.00%
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LINE OF BUSINESS: AUTO LIAMILITY

PAYHENT PRESENT VALUE

YEAR  PERCENT B 7.0%

1 36.20  33.83

2 29.80 26,03

3 14,50 11.51

4 8.90 6.79

] 5,00 3.56 -
6 2.70 1.80

7 1.60 1.00 B

8 0.70 0.44

? 0.50 0.27

10 0.30 0.15

11 0.20 0.10

TOTAL 100,00 85.45

XINDICATED CHANGE 46X TAX RATE= 19.92% -
RINDICATED CHANCGE 33X TAX RATE= 9.08%

*INDICATED CHANGE FACTOR=(TAX RATESDISC)®(1i,0-EXP. RATIO)/(41.0-EXP. RATIO-TAX RATE
EXPENSE RATIO= 30.00X

LINE OF BUSINLSS: GUEN’L LIARILITY

PAYMENT PRESENT VALUE
YEAR PERCENT ¢ 7.0%

i 12.00 11.2¢
2 13.00 14.3%
3 14,00 11.43
4 13.00 9?.92
S 12,00 8.%6
b 8.00 5.33
7 6.09 3.74
8 S.00 2.91 -
b4 4.00 2.18
10 4.00 2.8
11 3.00 1.43
12 3.00 1.33
13 2.00 0.83
14 1.00 0.39

TOTAL 100.00 72.64

XINDICATED CHANGL ®46X TAX RATE= 36,742 .
SINDICATED CHANGE @33X TAX RAfr= 17.98%

XINDICATED CHANGE FACTOR=(TAX RATESDISCI®(1.0-EXP. RATIOD)/(1.0-EXP, RAT10-TAX RAIL
EXPENSE RATIOs 30,00%
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ILINE O RQUSTINE S5 MUD MALPRACI LUK

PAYMENT PRILGIENT VAL DE

YEAR PERCLNT ® 7.0
1 4.00 3.74 -

2 7.00 6,11

3 10,00 8.14

4 14.00 10,60

5 ?.00 6,42

3 13.00 8,066

7 7.00 4.364

8 4.00 2,348

9 4.00 2.43

10 5.00 2,54

R S 5.00 -2, 38

i ¥<4 4.00 1.78

13 4.00 1.6

14 3.00 1.16

15 3.00 1.09

16 2.00 0.68

17 2.00 0.63

forat 100,00 64.50

KINDICATED CHANGE R46X TAX RATE= S8.36%
SINDICATED CHANGE @43% TAX RATC= 19.91%

.

XINDICATED CHANGE FACTOR=(TAX NATEXDISC)IX(L.0-EXP, RATIOD)/ZCL.0-EXP, RAVID-TAX RATE
EXPENSE RATTO= 20.00%

LINID 0F BUSINESS: WORKERS COMP

PAYMENT PRESENT VALUE
YEAR PERCENT e 7,0%

1 27.50 25,70
2 25,50 22,27
$ £3.00 10,61 —
a 8,00 6.0
5 5.00 3.56
6 3,00 2.00
7 3.00 1.87 )
8 1.50 0.07
9 1.50 .82
o 1.50 0.76
11 1.50 0.71
12 1.50 0.67
i3 1.50 0.62 .
14 1.50 0.58
15 £.50 0.54
16 1.50 0.51
I 1.50 0.47

107AL 100,00 76.66

SINDICATED CHANGE (46X TAX RATE= 245,10
*UINDICATED CHANGE 353X TAX RAIE= 11.99%

KINDICATED CHANGE FACTOR=(TAX RATEXDISCIX({i.0~-EXP. RATIO)/(1.0-EXP. RAFIt)-TAX RATE
CXPENBEIRhT)Uv 20,00%
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LINE OF BUSINUSS: SCIED P-PARY L

PAYMENT  PRESENT UALUE
YEAR  PCRCENT B 7.0%

1 57.00 53.27

2 25.00 21.04

3 6,00 4.90

4 4.00 3.0% :
k) 3.00 2.14

6 2.00 1.33 -
7 1.00 0.62

1) 0.%0 0.29

? 0.%50 0.27

10 0.50 v.2%

11 0.50 0.24

NrAL 100,00 48.20

¥INDICAILD CHANGE ©46% IAX RAIE= 15.83%
KINDICATED CHANGL w33X TAX RATE= 7.37%

HINDICAILD CHANGE FACTOR=(TAX RATEXDISCOK(4.0~EXP. RATIO)/(L.0-EXP. RAILO-TAX RAIE
EXPLNGE RATIU= 30.00%

LINE OF BUSINCSS: SCHED O

PAYMENT PRESENT VALUE -
YEAR PERCENT ¥ 7.0

i 60.00 56.07
2 2v.00 25,33
3 3.50 2.86
4 2.50 1.91 -
S 1.50 1.07
& 1.50 1.00
7 0.50 0.31
8 0.50 0.29
9 0.50 8.27
10 0.50 0.24%

toraL 100.00 09.36

XINDICATED CHANGL R46X TAX RATE= 16.74%
FINDICATED CHANGE ®33X TAX RATE= 7.43%

XINDICATED CHANGE FACTUR=(TAX RATEXDISC)X(4,0~EXP. RATIO)/(1,0-EXP, RAILL TAX RATL
EXPENSE RATIO= 35.00%
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. -
LINE OF BUSINLSS: TOTAL ALL LINES

PAYMENT PRESENT VALUE

YEAR PERCENT e 7.0
1 45.48 42.51
2 26.72 23.34 -
3 a.67 7.08 -
4 5.93 4,53
S 3.06 2.7%
6 2.64 1.76
7 1.62 1.04
8 0,90 0.57 -
? 0.88 0.48
i0 0.84 0.43
i1 0.59 0.28
12 0.42 0.19
13 0.37 0.45 -
14 0.30 0.82
19 0.24 0.09
fo 0.23 0.08
17 0.23 0.07

107AL .00.00 05,44

KINDICATED CHANGE Q46X TAX RATE= 19.53%
KINDICATED CHANGE €33% TAX RATE= 9.09%

SINDICAT D CHANGE FACTOR=(TAX RATEXDISC)%(i,0-EXP. RATIO)/(1.0~EXP., RATIO-TAX RATE
EXPLNSL. RATIU= 30,00%

0: "ESYIMATE O INCREASED PREMIUM DUEL TO TREABURY TAX PROPOSAL *:

A7 dim PU47,7),W071,E071,Y(7),L%(7,20),1(18,2)

2: asgn ‘BLQTDAIA',i,lreud 1, P(tl u(tJ E[X),YiR],LS

3: ent "INTEREST RATE™,Viprt V¥

4: 14V/71000W54/HIW

S: for C=4 to 7

61 YICIIN

7: for 1= to N

8: PLI,C)IBII, )

P prnd(Bll ll*U‘I,'E))B[I 21;BI1,21+r2)r2

10: BII,t1+ridrijnext I

i1 gsb “p"

12: nuxt C

131 wtb 701,12

14: stp

151 "P*

{6t fmt §,"LINCL DF BUSINESS: *,c20,2/

171 wrt 70%.4,L%1C)

18: fat §,7x, “PAYHENT PRESENT VALUC®jwrt 701.4

191 fat 1,"YEAR  PURCENT  @",f4.1,%X",/

203 wet 701.4,0

24t for I=f to N -

22; fnt {,£4.0,3x,£7.2,§9.2

231 wrt 704.4,I,R01,11,B(1,2);next I

24: wrt 701

251 fmt §,°TOTALY,2%,f7.2,¢7.2,3/3urt 704.4,04,r2

261 Fmt §,"XINDICATED LNANLE 946! TAX RATE= ‘,78 a,~x-

D75 fat 2,°%INDICATED CHANGE @33X TAX RATE= *,¢8.2,°X%,2/

281 3 “XINDICAIED CHANGE FACTOR=(TAX RATEXDISUCIX(L,0-LXP. RAILND", ¢
291 fat 4,'/(1 0-EXP. RATIO-TAX RATE)*

301 fut 5," EXPENSE RATIO= *,f5.2,"X"

311 $-r2/1003r3

321 ELCYS,46%r3/(E(C] . 46) )0

43¢ ELCI8.3I34rI/Z(ELC) .33)Ir2

34: wrt 704.1,100r1 B
351 wrt 701.2,10002

36t wrt 704, J)urt 701.45urt 701.5,100-100L(C)

371 for Isg te Njfer Jsi to 2;0)B(I,J);next J;naxt I
300 03r4dr2)r3
39: wib 704,12
40 ret
22851
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SURPLUS OUTFLOW TO SUPPORT PREMIUM OUTFLOW

In 1984, U.S, professional teiusureré had a premium—to-surplus ratio of
1.5 to 1.* What this means is that every dollar of net premium written
was supported by $.67 in surplus. Even if one assumes that alien
insurers will write business at a premium-to-surplus ratio of 2.5 to 1 (a
ratio more like that of primary companies), $.40 in surplus is required

to write each dollar of premium.

The capital outflow associated with reinsurance premium lost to alien

companies can be calculated as follows:
Premium Outflow X .4
The minimum premium outflow (based on 1983 premium levels) consist of:

Reinsurance currently assumed
from abroad: - $1.3 billion**

Additional reinsurance on U.S.

risks ceded abroad: 4.8 billionk**

Premium outflow: $7.1 billion

4 X $7.1 billion = $2.84 billion

If all casualty business is affected (if alien reinsurers and insurers
expand capacity sufficiently), an additional $20.2 billion in premium
could flow out of the U.S,

.4 X $20.2 billion = $8.08 billion

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

*k*See Statement, p.

B-41
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THE ECONOMIC ROLE OF PROPERTY~CASUALTY INSURANCE

What is Insurance?

In the introduction to this statement, we called property and casualty
(P/C) insurance "the lubrication which permits the economy to operate.”

Why or how is that so?

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

followsl:

"Insurance is a device for the reduction of the uncertainty
of one party, called the insured, through the transfer of
particular risks to another party, called the insurer, who
‘offers a restoration, at least in part, of economic losses -

suffered by the insured.”

Insurable risks are what is known as "pure” as opposed to speculative
risks. In other words, “to the entity facing the exposure, the possible
outcomes are adverse (loss) or neutral (no loss), but in no case

beneficial."2

Firms and individuals purchase insurance to avoid the costs arising from
losses that actually occur and from the fact that losses might occur,
Without insurance, the financial impact of a loss falls directly on the
>ent1ty experiencing the loss., The degree of impact could range from -
minor inconvenience to losses so large that the entity ceases t6 exist,

Without {insurance, "Society as a whole loses when 1its members suffer

1Irving Pfeffer, Insurance and Economic Theory, Richard D. Irwin, Inc.,
Homewood, Illinois, 1956, p. 53.

2¢, Arthur Williams, et al., Principles of 1Insurance and Risk
Management, Vol. 1, American Institute for Property and Liability
Underwriters, Malvern, Pennsylvania, 1981, p. 4. -

—
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financial losses that are not offset by gains to other wmembers of
society. Society loses directly because society is the sum of its parts,
and one or more parti; are worse off than previously. Soclety loses
indirectly if the affected parts pay less tax because of their losses
[e.g.—, through interruption or shutdown of a business), 1f prices rtise
because total production in soclety is lessened, if welfare or other
special assistance costs rise, or if there 1is social unrest because the

1ives of the affected soclety members are- disrupted."3

For risks covered by P/C insurance, relatively few firms or fami].»i.ea will
experience a particular type of loss. However, all entities facing the
possibility of a loss face the uncertainty as to whether they will be
among those who suffer the loss. This uncertainty leads to less than
optimum resource allocation, as well as causing stress for individuals,
The cost of this uncertainty, or from the fact that losses might occur,
alters the behavior of the firm, causing avoidance of some "risky”
activities, emphasis on the short-term, and excessive 1liquidity with
associated reductlo/ns in capital~!.nveatment.4

\

The Difference between Insurance and "Self-Insurance”

The administrator's proposal seeks to make firms indifferent between the
purchase of {insurance and "self-insurdnce"” from a tax perspective.
However, from the viewpoint of the Internal Revenue Service (IRS) and,
consistent with economic theory and principles of risk management,
purchase of 1insurance and self-insurance are two entirely different

gtates or conditious.
/

Consistent with the generic definition above, commercial
property-casualty insurance is a mechanism for transferring the finaucial
uncertainty arising from pure risks faced by one firm to another in
exchange for an insurance premium. Pure risks are caused by the
possibility of certain types of occurrences that only may have adverse

financial consequences. ,

"Op cit, p. 11,
4Op cit, pp. 11-12,

Cc-2
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The key element necessary for the existence of an insurance transaction
is the transfer of financial uncertainty. A firm that retains its risks
or places its risks in an insurance company it owns (both forms of
"gel f-insurance”) is not transferring or relieving itself of financial
uncertainty. In fact, "self-insurance” is equivalent to no insurance
because the firm still holds the benefits and burdens of retaining the

financial consequences of its own risks.

From the standpoint of the insured firm, the transfer of financial
uncertainty means that no matter wﬁat insured perils occur, the financial
consequences are known in advance. _Thus, the insured, for the price of
the premium, is protected, within the limits of the policy, from having

to worry about and provide for the finauncial q 8 of 1 from
a defined hazard or risk.

A true transfer of risk requires anof.her risk-bearer to replace the
insured. A fund or reserve, established by the insured, ia a mechanism
for “"self-insurance.” Although a firm may elect to retain or

"gself-insure” certain risks, it cannot insure 1tne1f.5

The basis of the IRS's dlaailowance of a deduction for insurance premium
paid by firms to their captive insurance companies (companies owned by or
within the same economic family as the insured) is that no insurance
transaction effectively occurs unless there is transfer of risk. Captive
insurance is a form of self-insurance or managing retained risk. So long
as the firm does not transfer to another the ultimate responsibility for
the financial consequences of its risks, it remains the risk bearer and
faces the uncertainty of each year's financial losses. Thus, no

insurance was purchased and no deduction 1is allowed.6

JSee I,H, Plotkin, On the Nature of Captive Insurance, report to the
Commissioner of Internal Revenue in the Matter of Gulf 01l Corporation v.
Commissioner, U.S. Tax Court, Docket No. 22499-82, July 13, 1984, °

63ee Beech Afrcraft Corp. v. United States, U.S., District Court of
Kanaas, Civil No. 82-1369, and Stearns-Roger Corp. v, United States, U.S.
District Court of Colorado, Civil No, 81-C-2046,
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How Does Insurance Lubricate the Economy?

Insurance facilitates commerce and makes society as a whole better off.
The benefits accrue to individuals and seociety through indemnification
for losses, reduction in uncertainty and generation of funds for the

capital markets. 7

Individuals and firms indemnified for losses are restored in part or in
full to their economic position prior to the 1loss. This enhances

production, consumption and tax revenues,

The more important benefit of insurance is the reduction in uncertainty
to society as a whole, As discussed above, when the insured transfers
its risk to an insurer, its uncertainty is eliminated along with the
adverse reactions to risk. The insurer accepting the risk has less
uncertainty than the collective uncertainty of the individual insureds.

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

The reduction 1n uncertainty riot only eliminates the stress to
individuals associated with the risk, but also eliminates inefficiencies
in the use of existing resources. Further, the reduction in uncertainty
fosters investment in new capital stock because the risk to investors is
reduced, planning periods for investment- are lengthened, credit is more
readily available and the need for liquidity is reduced. "Insurance,
therefore, results in more nearly optimum production, price levels and

8
price structures.”

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

81b1d.

ﬁc-a
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Peter F. Drucker recognized the importance of 1insurance to industrial

9
economies:

"One of the greatest achievements of the mercantile age was

the conversion of many of these physical risks into something
that could be predicted and provided against. - It is no
exaggeration to say that without insurance an industrial economy

would not function at all,”

Insurance also enhances the credit mechanism through varfous financial
guaranty products, protects against deterioration in property values and
‘faci{litates international trade. Further the presence of insurance
fts. +f can alter the character of the risk insured against through-loss

prevention activities instituted by the insurance company.lo

The insurance {ndustry also 18 a major source of funds for capital
investment in the U.S. economy. Insurance companiés have a fiduciary
responsibility to their policyholders to safeguard funds held in their
behalf. The National Association of Iﬁéurane Commissions specifies the
types of investments it will consider as admitted assets (for Annual
Statement purposes).11 Admitted assets for property-casualty companies
ifnclude 1investment-grade bonds, preferred and common stock, cash
equivalents and limited real estate investment.

A8 of December 1984, cash and 1nvested assets of property~casualty
companies was $216.9 billion, an increaee of $6.1 billion over December
1983 (Table C~1), Increases in reserves and surplus increase the funds
invested by insurers in the capital marketse. Insurers, collectively, can
make more funds available for the capital markets than would be the case

JPeter F, Drucker, The New Society, Harper & Row, Inc.,, New York, 1950,
. 57.

g°Irv1ns Pfeffer, Insurance and Economic Theory, Richard D. Irwin,

Inc,, Homewood, Illinois, 1956, pp. 114-119,

llNational Association of 1Insurance Commissioners, Valuation of

Securities.

Cc-5
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TABLE C-1

INVESTED ASSETS OF PROPERTY-CASUALTY COMPANIES

($ Billions)

~ Bonds

Government Securities

States, Territories, Possessions

Political Subdivision of States

Special Revenue & Other Non-
Guaranteed Governments

Public Utilities

Industrial & Miscellaneousl

Parents, Subsidiaries, Affiliates

TOTAL BONDS

Preferred Stocks

_Public Utilities

Banks, Trust, Insurance Companies
Industrial & Miscellaneous
Parents, Subsidiaries, Affiliates
TOTAL PREFERRED STOCK

Common Stocks
_Public Utilities
Banks, Trust, Insurance Companies
Industrial & Miscellaneous
Parents, Subsidiaries, Affiliates
TOTAL COMMON STOCK

Real Estate

Cash on Hand/Deposit

Short-Term Investments

Other

TOTAL CASH AND INVESTMENT Assm's2

1Includes railroads.
2Totals may not sum due to rounding.

~ SOURCE: A. M. Best COmpany; Oldwick, New Jersey.

1984

$17.9
$ 1.7
$216.9
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for an equivalent level of risk that was celf—insured.lz The reason
for™ this 1s the lower uncertainty for insurers than the uncertainty
facing individuals and the associated lower 1levels of 1liquidity

(manifested by investments in cash and short-term securities).

What Are the Costs of Insurance to Soclety?

On balance, the benefits to society from insurance far outweigh its costs..

The costs of {nsurance related to the resources consumed in {its
production {include acquisition expense, general and administrative
expense, loss control expense, loss adjustment expense, and the cost of ,V
capital. Other expenses levied on insurance companies include state
premjium taxes, licensing and other fees, and federal income tax. In
1984, property-casualty companies had net premiums earned of $115
billion, losses incurred of $88.7 billion (77 perceant), loss adjustment
expense of $12,9 billion (11 percent), other underwriting expense of
$33.2 billion (29 percent), for a net underwriting loss of $19.6 billion
(a negative underwriting profit margin ~- 17 percent).13

14C. Arthur Williams,” Jr. and Richard M. Heins, Risk Management and
Insurance, McGraw-Hill, 1985, p. 218,

A, M. Best Company, Oldwick, New Jersey. Investment income and
realized capital gains were not sufficient to offset underwriting losses
and other charges against income. Thus, the P/C 1industry had profit
before federal tax of -$1.7 billion,

.

Cc-7
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THE FUNCTION OF RESERVES IN PROPERTY~CASUALTY INSURANCE

TYPES OF RESERVES

Reserves are a major component of the capital used and needed to support

an insurer's ability to assume risks,

Reserves are established to provide for 1liabilities generated by
underwriting. The major categories or types of reserves established by
property-casualty (P/C) companies are the following:

e Unearned premium reserves, which provide for the potentidl need
to return premium to policyholders in the event of a cancellation

or to purchase reinsurance for the balance of the policy;

e Loss and 1loss expense reserves, which provide for potential
claims that must be paid under the policy; different reserves are
established for claims with different degrees of certainty and

knowledge. B

1. Unearned Premium Reserve

In the early 19th century, a common practice in the insurance industry
was to recognize premium -as revenue fully at the time the policy was
written. Since insurance policles generally are designed to be in force
from one to many years, this was tantamount to recognizing revenue before
the insurance service had been provided., Starting in 1848, the insurance
companies operating in New York were required to establish a liability
reserve sufficient to reinsure outstanding risk and this {8 now the

general fule for all states and lines of business.

The unearned premium reserve is equal to the amount of premium written
that has not yet been earned or the amount that would be refunded to
policyholders {if the policy were cancelled. Insurance statutes and

regulations do not allow reducing the unearned premium reserve for
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prepaid expenses, which includes agents' commission, taxes, and oth:c-
acquisition costs. Further, according to sgtate {insurance accounting
requirements, these prepaid expenses cannot be shown as an asset on the
balance sheet, although they can be shown as a prepaid expense asset
under Generally Accepted Accounting Principles (GAAP),

2, Loss and Loss Expense Reserves

The calculation of underwriting profit or loss for an insurance company's
accounting period requires that premium earned during the period be
natched against the costs 1incurred during the period. Ingurance
accounting is on a cash basis for expenses that have been paid and on an
accrual basis for expenses that have been incurred and not paid. Thus,
an insurer {8 required to deduct the full amount of commission and other
acquisition cost against premium earned as well as both the loss and loss

expense incurred as of the statement date.

At the end of an accounting period, the ultimate value aud timing of
losses and loss expense payments {8 unknown, Ultimate loes and loss
expenses must be estimated and reserves established for the portion that
has been {ncurred but not yet paid out 1in claims, For most
property-casualty lines, the two major loss-reserve categories are:

e Case reserves for future payments on claims chat have been
reported and are currently outstanding that are believed to
require future payments,

e Incurred But Not Reported (IBNR) reserves or potential 1liability

for claims arising out of events which have already occurred but
are not yet kanown or reported to the insurer,

D-2
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Non-life companies use a variety of loss-reserving methods, several of
which are surveyed in a seminal paper by David Shurnlck.1 Others have
developed methods of evaluating 1loss l.‘esewea.2 "No single reserving
method can possibly produce the best estimates in all situations. Every
reserving method is based on certain underlying assumptions which may or
may not be satisfied in a given aituation.3 Thus, a method that is
appropriate for one line of business may not be appropriate for another,

3. The Relationship of Reserves to Premium and Risk

Reserves should be and generally are directly related to the potential
liability for which they are designed:

o The unearned premium reserve is directly velated to the risk
(potential return of premium), and premium is accordingly the
calculation base;

e Loss and loss expense case reserves for reported, outstanding
claims are based upon claime reported, adjusted for potential
loss development based upon historic- claim experience and thus
directly related to risk;

o IBNR reserves may be based upon trends in IBNR, case reserves, or
premium in force ~~ the former bases are directly related :to risk
(losses) and independent of premium, while the third calculation
base is directly related to premium and only {indirectly related
to risk; and

1p, Shurnick, "A Survey of Loss Reserving Methods,” Proceedings of the
Cagualty Actuarial Society, LX, 1973, pp. 16-59.

Zy.H, Fisher and E.P., Lester, "Loss Reserve Testing in a Changing
Environment,” Proceedings of the Casualty Actuarial Society, LXII, 1975,
pp. 154-172; R. Ferguson, “"Actuarial Note on Loss Rating,” Proceedings of
the Casualty Actuarial Society, LXV, 1978, pp. 50-56; R. Salzmann, "How
Adequate are Loss and Loss Expense Liabilities?” Proceedings of the
Cnualt% Actuarial Society, LIX, 1972, pp. 1~15; and J.R. Berquist and
R.E. S8herman, Loss Reserve Adequacy Teating: A Comprehensive,
Systomatic Approach,” Proceedings of the Casualty Actuarial Society,
LX1V, 1927; pp. 123-185,

I1bid, p. 124,
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Another notable feature of the various reserves is the experience period
on which the reserve calculation is based., The unearned premium reserve
covers a potential risk that endures for the policy term. Loss reserves
are based upon five or more years of experience data, depending upon the
line of business and the length of the tail on the development curve.

ALTERNATIVE RESERVING PHILOSOPHIES

1, The Actuary

The actuary's philosophy toward reserves is embodied in statutory
insurance accounting and actuarial reserving procedures. Conservatism
underlies all reserve calculations and procedures established by the
actuary., Income recognition 1is deferred, and losses are recognized as
inculred. To the maximum extent, reserves are calculated objectively on
the basis of statistically credible experience related to the level of

loss exposure, not to the rate charged for the insurance.
\

Statutory accounting principles (SAP) are based upon liquidation values
rather than the insurance company's position as a going concern. Thus,
ther actuary attempts to establish reserves that are sufficient to
liquidate known and potential liabilities, The purpose in establishing a
reserve 1is to provide assurance that adequate funds will be available to
cover these potential liabilities,

Establishing reserves is far from a precise science. For scme lines of
business, the actuary and claimé adjuster can develop consistent and
accurate estimates; in many other 1lines, however, losses vary
substantially from year to year and more uncertsinty exists about the
level of expected losses. Thus, reserving is still regarded as a mixture
of art and ecience by actuaries.,

44.E. Bailey, "Establishing Reserves -~ Science or Art?" National

Underwriter, July 25, 1980,

—————————



96 .

2. The Accountant

The philosophy of the accounting profession “has been synthesized in
-Generally Accepted Accounting Principles (GAAP) and in the opinions of
the Financial Accounting Séandards Board (FASB) -and {ts predecessor's
opinions. The {nsurance {ndustry's statutory accounting philosophy
evolved through the appivicatlon of actuarial principles and with full
recognition of the 1insurer's fiduclary responsibility to 1its
policyholders, Ingurance accounting has been a stepchild of the
accounting profession; the American Institute  of Certified Public
Accountants (AICPA) did not develop guidelines for fire and casualty
companies and stock life companies until the late 1960s and 19709.5
The {nsurance industry "Audit Guides" provide instructions for auditing
statutory accounts as well as for transforming {insurance company
financial statements from a statutory basis to a GAAP basis,

The accountant's GAAP view of the world 1is predicated largely upon
expgrisnce with other (non~insurance) industries. The GAAP adjustments
to reserves are of the utmost importance to an insurer, however., These
adjustments are based upon concepts developed in other industries related
to the proper matching of revenues and expenses, Thus, under GAAP the
statutory values of earnings, equity and assets are increased to reflect
the prepayment of acguieition expenses. In addition, loss reserves are
allowed only for losses that occurred with reasonable certainty over the
exposure period covered by the policy (i.e., contingency or catastrophy
reserves cannot be charged against income), on the assumption that this
reflects costs related to premium revenue, However, GAAP does not call
for discounting of reserves (or any other item on the balance sheet) to

reflect timing of cash flows. N

SAudits of Stock Life Insurance Couwpaniea, prepared by the Committee on
Insurance Accounting and Auditing, American Institute of Certified Public
Accountants, 1972; and Audits of Fire and Casualty Insurance Companies,
prepared by the Committee on Insurance Accounting and Auditing, American
Institute of Certified Public Accountants, 1979,
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3, The Hconomist S

The economist's view {8 broader than that of the actuary or the
accountant, for he is primarily concerned with the utilization of capital
within the economy for the production of‘goods and services to satisfy
society's requirements. The ecconomist views {Insurance companies as
fulfilling a very special and necessary role 1n'the economy, By allowing
investors to trensfer risk and uncertainty from their investments to an
insurance comj.iny, the insurance mechanism facilitates economic
activity, Howaver, 1f the 1insured 1is uncertain about the 1insurance
company's abi)ity to pay claims when due, or 1if the availability of
insurance service is limited, the insurance mechaniem cannot perform {ts
proper economic function and general welfare is thereby diminished.

To the economiet, insurance reserves reflect a key portion of the capital
necessary to enable an {nsurance company to offer the prospect of
successfully accepting the risks and uncertainties transferred by
policyholders to it. Inadequate regserves diminish the effectiveness with
which the insurer can be viewed as relieving the insured of the risk of
loss. To the economist, an insurance company cannot function properly
unless {ts reserves are adequate not only to deal with day-to-day
fluctuations in loss experience but, where a catastrophic risk element is
present, to offer reasonable promise of meeting losses under those

catastrophic conditions,

In addition to functioning as the key element that supports the economic
service of an insurance company (risk transfer), reserves together with
surplus constitute the capital employed by the insurance undertaking. As
such, the economist 18 concerned that this capital earn a rate of return
commengurate with the business and financial risk to which it {e
exposed., The calculation of the net income earned or. the capital
employed is affected by the establishment of reserves of all kinds, The
levels of reserves affect the size of the capital basé necessary for
conducting insurance operations. Since contributions to reserves for
future liabilities are properly regarded as charges against income, they
reduce the company's net income and fate of return,

D-6
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RELATIONSHIP OF RESERVES TO SOLVENCY AND SOLIDITY

Solvency implies the ability of an insurer to meet obligations for claim
payments and other costs when due. At a minimum, an insurer's assets
must exceed the value of 1its liabilities to be considered technically
solvent, Solidity 1is a broader concept and indicates the ability of a
company to continue normal business operations (i.e., to continue to
offer new and renewal policies) and remain solvent over gome period of
time, The duration of the time period or conditions that are used to
measure solidity depend on the characteristice of the insurance product.

Insurancd reserves are but one of several factors that influence the
solidity and solvency of {nsurance companies., Capitalization, rate
adequacy, and other factors, such as the nature and quality of
investments, are also related directly or indirectly to solvency, If
premjium rates and investment income do not cover losses and other
expenses, the company must fund the latter from surplus and other
sources., Under these conditions, capital will leave the business for
lack of adequate return, If reserves are inadequate, those obligations
nust be funded from surplus. If surplus 1is. inadequate to absord
fluctuations i{n losses and assets that might occur over the long ters,
then the firm's solidity is in doubt.

WHY AREN'T PROPERTY~CASUALTY RESERVES DISCOUNTED?

P/C companies generally do not discount loss and loss expense reserves,
However, in sowe lines and in some types of insurance facilities, some
discounting of reserves takes place,

In most states, reserves for vo!‘:k;tl compensation permanent disability
claim settlements are ducount'ed‘ l;y s statutory rate. The rate specified
is conservative (two to five percent) and is epplied to the portion of
the settlement which reflects the weekly or periodic payments to the
disabled claimant. The rationale for discounting here is that these
claims are similar to disability income claims in that a specified sua
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will be paid for a specified period of time. The reserve amount is
established based on mortality tables and then discounted. The rate is
lower than the insured yield on investment because the reserves will be
adequate to pay these claims coneidering wuncertainty as to life

expectancy.,

Medical malpractice reserves also are discounted by some {insurers.
Specifically, state joint undervriting authorities and other
state~created {insurance programs operate with discounted reserves, In
several sgtates, these facilities have negative surplus even after
discounting, meaning that the discounted reserves are greater than
assets., Commercial carriers are not allowed to operate in this fashion.,
They would be insolvent under these circumstances and would be placed in
rehabilitation under the supervision of the insurance commissioner,

CASH BASIS STATE INSURANCE PROGRAMS

The state {insurance programs operating on a "cash basis" or without
adequate reserves, even on a discounted basis have fallen into the same
trap as the Pederal Social Security Program, Joint Underwriting
Associations (JUA) or other plans were established when the commercial
market would no longer write some of the population (e.g., automobile
insurance for bad drivers) or most of the population (e.g., medical
malpractice insurance) at rates allowed by the insurance department. The
JUA's are eutablished with no capital, no etate funding in guarantee,
usually with an assessment provision to make up for rate inadequacies.
They are often mandated to pay for themselves -- {.,e,, revenue must equal

asgets,

As a practical matter, insurance commissioners have been reluctant to
raise premiums to the levels necessary to pay for incurred losses and
axpenaes.6 The firet rationalization may be to discount reserves, such
as has been the case with medical wmalpractice JUAs. The second

6gee "N.J. JUA Wants $150 Surcharge; Dept, Objects,” National
Underwriter, Property-Casualty Ed,, July 15, 1985, p. 27,
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rationalization is to go one step further to a “"cash flow” basis of
operation., Current insureds are not paying the economic cost of their
insurance coverage, but the hope is that by some magic future premiums

can be used to offset today's losses.

These “cash basis" plans are becoming less and less {insurance and more
like a transfer payment financed through a tax (akin to Social
Security). "Cash basis” would, in fact, require current policyholders to
pay for the losses generated by past policyholders.

Further, the reliability of the i{nsurance contract 41ieé in doubt,
Insurance can only reduce uncertainty {f the policyholder believes the
ineurer will be able to pay losses when they come due, Policyholders
will place less reliability in cash-based insurance programs., Such
progrems would have no or grossly inadequate reserves and would be
ineolvent (have negative capital). The ability of the insurers to pay
claims would be contingent upon their:

o ability to raise premium rates in the future sufficient to cover
the losses; and

o ability to retain a sufficient number of policyholders éllling to
pay the rates.,

In Massachusetts, the medical malpractice JUA is operating with a reserve
inadequacy of about $100 million, after discounting reserves at 11
percent. The state insurance commissioner has not allowed ratee to
increase to adequate levels., Even though premium rates are below cost
and below levels in other states, one class of physicians with lower than
average risk (peychiatrists) 1is leaving the pool, The cost for the
unfunded losses wil) fall on the physicians remaining, who may not be
able to absorb such a large deferred expense, and nay q}tluncoly fall

back on claimants unable to recover for economic losse.
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OTHER TOMPETITIVE IMPACTS ‘5‘59

s

Medical malpractice and other 1liability 1lines, such as. envir’ﬁﬁe’n‘tal
{mpairment liability insurance, are susceptible to another adverse fimpact
as a congequence of the Administration tax proposal, Medical malpractice
insurance 18 characterized by chronic rate inadequacy, %aused by the
fnability of insurance companies to foresee the "social {inflation” {n
claim settlements due to the tendericy ;)f juries to award higher and
higher sums {n malpractice settlements. The response to date to the
ever-increasing premium rates for malpractice insurance has been a shift
to claims-made policies (which has reduced the length of the long payout
tail), formation of physician-owned or sponsored companies, and, in some
states, creation of state facilities to provide malpractice {insurance.
Workers compensation insurance, in some states, is only available from a

state monopoly facility,

State " insurance facilities have competitive advantages over commercial

insurers:
= They do not pay U.S. income tax;
= They need not maintain adequate (or any) .loss reserves; and

~ They may operate without any capital mandated by the state.
. [
The Treasury 1is already distressed by the amount of current tax revenue
lost due to {insurance placed in the existing state facilitiea. The
magnitude of the price increased required by commercial insurers to cover
the new taxes imposed by the Administration's plan on these lines of
insurance favors public insurance over private insurance. The relative
size of medical malpractice insurance to6 the physician's cost of doing
business and the level of w;rkerp eb;peuu:ion premium relative to a
business's expenses result in a high l;vel of concern at the state level
a today about rates in these lines., The magnitude of the price increase
required by the commercial insurers for these lineg under the

3
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Administration proposal undoubtedly will result tn the formation of
additional state facilities. This im turn will reduce tax revenue.
Furthermore, society may be worse off in terms of resourcd consumption or
total societal cost because the incentives for loss prevention (workers
compensation), efficiency, and proper pricing are reduced {f not
eliminated in a public program which prices fts insurance withoutr regard
to total liabilities and costs, State insurance programs tend to become
1ike the U.S. Socisl Security program, a premier example of s cash-based
"insursnce” system, which continually postpones the recognition of the

costs associated with current lisbilities.
P

Senator LonGg. We do not have time this morning to explore ade-
quately the problems that have been raised and discussed by the
witnesses. We will have discussions at the staff level with you and
your representatives and will try to help solve this problem.

Let me say to Mr. Lardner and Mr. Maisonpierre that I find it
incredible to be hearing this kind of testimony by withesses with
their credentials at this stage of the game. I should think that we
will see a change of position by Treagury before the bill gets to the
Senate. To hear this kind of testimony when the bill has been out
there this long is something that I find almost unbelievable, espe-
cially in view of the fact that this administration is respected as
one that appears to be—or at least contends that it is—business
oriented. ] assume that we will work this thing out.

Thank you very much for your testimony.

Senator Heinz.

Senator HEINZ, Mr. Chairman, thank you very much. It’s like old
times. [Laughter.]

Senator HEINZ: Gentlemen, I want to apologize for not being here
to hear your testimony. We had a total Republican turnout at the
White House this morning. - !

Let me ask, did any of you discuss the Ways and Means Commit-
tee staff proposal? ' :

Mr. ANDERSON. No, sir.

Senator HriNz. You did not. I think, as Senator Long has prob-
ably indicated, I understood his reference—he has a dim view of
the QRA proposal. I suspect he is right in, that the White House
will wake up and have a dim view of it shortly; particularly since I
don’t sense that there is much support for it any place.

But I am interested in your views on the Ways and Means Com-
mitteeproposal, and I would solicit comments from Mr. Maison-
pierre,

Mr. Ma1soNPIERRE. Senator Heinz, our organization looks at the
Ways and Means staff proposal as perhaps even more onerous than
8RA' It’s QRA plus. What it provides really is it puts us on a cash

ase——

Senator Heinz. It should be pointed out that in spite of the fact
that the administration is Regixblican, there is a rumor going
around that the Ways and Means Committee is Democratic.
(Laughter.]

.
Py
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I just felt that we should have an even-handed approach.

Senator LonG. Right, but watch out for these bipartisan deals.
[Laughter.]

Sometimes you get the worst of both worlds.

Senator HEINzZ. Senator Long has made a very good point.

Mr. Ma1soNPIERRE. I'm afraid, Senator Heinz, that we are gettin
it from both sides, obviously. But the Ways and Means staff woul
also sut us on a cash base as QRA would. But, in addition, we
would be getting some additional wrinkles in the staff proposal.

What is particularly bothering to us is being placed on a cash
base. Let me give you a very specific example. I don’t think that
there is a recognition out in the world and-even perhaps within the
industry that we have certain exposures that are, in fact, on a cash
base. Let me give you two examples.

If Gloria had come in about 20 miles closer to shore and had
done the damage which we feared, the industry would have sus-
tained literally billions of dollars in losses for which we have abso-
lutely no reserve set up. We are on a cash base for our entire catas-
trophe exposure. We are on a cash base with respect to earthquake
losses. Had the Mexican disaster occurred a few hundred miles
north, I would guarantee you that there would have been some se-
rious problems in the industry; that many of my members, in fact,
would have become insolvent. )

In fact, Senator Heinz, just to show you how seriously we regard
being placed on a cash base, we had put together before the Mexico
City disaster—we put together a proposal to bring to Congress to
allow some form of a Federal mechanism to assist in case of the
tyg;a of catastrophe similar to what Mexico City endured.

ow let me put your mind at ease. This does not——

Senator HeiNz. Mr. Maisonpierre, let me ask you this: We need
to, for the record, identify what parts of the Ways and Means Com-
mittee proposal are bad and what are good. I gather the part that
mlts you on a cash base is bad. Is there any good in the Ways and

eans Committee proposal? Is there anything that you can accept?
Nobody likes having to pay more taxes. I understand that. But are
there other parts that are tolerable?

Mr. MA1soNPIERRE. Senator Heinz, there is one part of the pro-
posal which mirrors to some degree the proposal which the indus-
try has made to Ways and Means. We believe that the first part of
the iproposal, dealing with revenue offset, should be expanded to
the level that is proposed by the industry, and that it should be a
complete substitute for the Wa&s and Means proposal. We don’t
think that we can live with the Ways and Means proposal as struc-
tured. We think that the first part of the pro , a8 expanded, is
quite similar to that which the industry has suggested and will
rv;i‘lﬁe in dollars the same amount over the next 5 years which QRA

raise.

Senator HEINz. I understand that. Is there anybody else who
would care to add to that?

Mr. AnDERsON. Bill Anderson from GAO, sir. Dr. Gandhi has
been working with Ways and Means on some of their proposals and
is enlightened more on GAQ’s views and various aspects of it. He
will speak to it.
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_ Before we do that, though, I think it's important for me to ad-
dress GAO’s own view that one of the reasons we put these exhibits
.in our testimony and before you here today was to show that ever
time the property/casualty insurance company has been relatively
profitable. In fact, the return on investment compares favorably
with that of industry generally. I noticed that over the last year,
the value of their stocks has increased about 40 percent as com-
pared, say, to an increase of 20 percent for stocks generally.

So that should not be a consideration in deciding, in our view,
what is right with respect to taxation of the industry.

So let me turn it over to Dr. Gandhi for comments on the Ways
and Means proposal.

Dr. GANDHI. As Mr. Anderson pointed out, the important thing
that we want to keep in mind is that, industry already has accumu-
lated around 37 billion in net operating loss carryovers. I think
that this huge amount has to be kept in mind in terms of how
much tax can indeed be received from the industry, no matter
what proposal is drawn up.

So at this moment we are trying to develop some estimates, reve-
nue estimates, as to whether or not the Ways and Means proposal
would indeed generate any money. We do not have any specific
comment in light of these seven elements that are put together in
tlﬁe Ways and Means proposal. We are at this moment studying
that.

-Mr. ANDERSON. We will provide—we will be working with your
staff sir, and giving them our views on the provisions.

Senator Heinz, My time has expired.

Senator LoNG. There is one area that I was not planning to ask
about but I have been impressed sufficiently by what has been said
that I feel like exploring it.

I am thinking about the kind of risk for which you are liable but
for which you might not be able to pay. For example, all of our
flood control predictions on the Mississippi River are based on ex-
perience, and we think that the levees are hi%h enough. That is a
great flood control system. It involves more than $1 billion of in-
vestment in Louisiana alone. I would think that if you had to re-
place it, it probably would cost you $5 or $6 billion.

But the system is built on the assumption that we are not going
to experience a flood that would exceed 10 percent of any flood on
record. The fact that we are looking at a record does not mean that
you cannot have more rain than in the past, even enough where
you might have 80 percent more than anything on record.

For example, along the Red River from Shreveport down to the
Chafelie River, which is about 150 miles, the water topped the
levees in all places at the same time. Such a thing is possible even
though it has not happened before.

Now I would like either of you to give gour thoughts as to the
kind of risks for which you are liable which could exceed anything
you would be in eM)osition to pay. .

Mr. LARDNER. Mr. Chairman, you question is well put, and your
example is appealing to me because I live up river from you in Illi-
nois. And as. we keep squeezing the Mississippi tighter and tighter,
it keeps going higher and higher.
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. The problem we have in the property/casualty business is we
rely on a general assumption that the past is predictive of the
future. And as your example points out, that’s not necessarily true.
Furthermore, it’s very specifically not true in the so-called civil jus-
tice system. We are seeing judgments come down which are multi-
million dollars, totally out of sync with the past, totally unantici-
pated by our rate structure, totally unanticipated by our actuaries.

I think it's for that possibility of the future being different and
more costly than the past that the statutory accounting system is
attempting to protect the solvency of the companies the public is
relying upon. And we think that certain tax proposals end up being
an attack on the solvency represented by statutory accounting.
And we think the very point that the future is different and far
more costly than the past in a number of instances is an important
consideration when we talk about how the industry is doing and
how it might do tomorrow.

Senator LoNG. There is one situation with which I am familiar.
When the tidewater channel was built in New Orleans, no one told
us about the potential danger of a hurricane moving up that chan-
nel. If it ever occurred to the advocates of the channel, I assume
they didn’t tell the Congress for fear that it would run up the cost
and kill the cost-benefit ratio.

When Hurricane Betsy hit, that's just what happened. It came
up and the channel surge of water pushed by the hurricane topped
the levees. The levees were strong enough; everything that the
State of Louisiana built held, and some of that was built under my
father. Everything the Federal Government built held. But when
the locally built levee was topped, it went.

It only takes one opening in a levee and you might as well forget
about it. Everything was under water, and we lost lives.

That to me, illustrates how the damage or the liability could be a
great deal more than any one anticipated. It was rot the compa-
nies’ fault, but they had to pay.

We had a similar situation when Hurricane Audrey hit Louisi-
ana in the area of Cameron. They had been through hurricanes in
that area before and everyone thought they could take a hurricane.
There was one difference. Never before had a hurricane pushed a
tidal wave in front of it. The tidal wave plus the hurricane wiped
gut everybody except a few who managed to get in an old court-

ouse.

I want Mr. Maisonpierre to comment about risks which were not
anticipated. What happens when a combination of events makes it
such that you might not be able to pay?

Mr. MA1soNPIERRE. Mr. Chairman, this is the reason that the in-

surance regulators insist that the companies have a certain rela-
tionship between the surplus which they have their equity, and the
premium, which they write. The surplus is really the cushion
which the companies have to pay these unanticipated losses.
" True, we do have studies as to the probable maximum loss result-
ing from certain exposures here and there, but as you say, it is
very difficult to estimate what the losses will be. Let me give you
an example.
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Probably the worst earthquake that we had in this country oc-
curred about 1816 in the Missouri area around St. Louis. The losses
which were generated as a result of that earthquake——

Senator Long. Did you s$ay an earthquake?

Mr. MaisoNPIERRE. About 1816. That's right.

Senator LoNG. Where?

Mr. Ma1soNPIERRE. Around the St. Louis area in 1816.

The losses generated then were minimum because the affected
area was nothing but é)rairie. Now if we had the same type of
earthquake today, the Government agencies tell us, and we ee
with them, the losses probably would be about $50 billion. at
are we going to use for experience? The fact that the 1816 earth-
quake generated no loss? If that earthquake occurs—and you can
rest assured that it will occur—we know the losses will be in the
neighborhood of $50 billion, and the industry would be unable to

ay for such losses. We do need to reserve claims. This is needed to
insure the stability of the industry, very frankly, to take care of
these situations as well as situations such as the asbestos situation.
We never anticipated having to pay any losses on asbestos. We col-
lected premiums for exposures which were totally unknown to us.
And now we are paying literally billions of dollars in asbestos law
suits, and there were no reserves set aside for those losses.

Senator LoNG. Thank you very much.

Dr. GaAnpHI. May I make a comment, sir?

\ Senator LoNG. Yes, sir, Dr. Gandhi.

Dr. GanpHI. I also appreciate living on the banks of the Missis-
sippi because I lived in your lovely city of Baton Rouge for 3%
years.

Senator LoNG. Well, thank the Lord that we do have some land
in Baton Rouge that is above the flood plain.

Dr. GanpHI. Yes, sir. [Laughter.]

Senator LonG. Not all of it, but some.

Dr. Ganbpsi. 1 appreciate that, sir. /

What I do want to point out, however, are two things. One, that
the insurance industry deals in the future. That’s their business.
And, second, that in spite of all the losses they may have suffered,
they still were able to generate a positive amount of cash every
year. Even in 1984, which was the worst underwriting experience
that they have suffered, they had around $12 billion of net cash
flow after meeting all the claims and expenses. So we want to keep
that in mind.

And I think a lonﬁer perspective th%t Mr. Anderson spoke so
well about should be kept in mind.‘And that is over those 10 years,
ending in 1984, industry had net gain of around $75 billion. And
the industry had negative income taxes of around $125 million over
those 10 years. So we want to keep that in mind that in general
the industry does have enough cash to meet the claims, no matter
how large the losses. And that they have been able to carry on all
these years very well.

Senator LoNG. Senator Bentsen.

Senator BENTSEN. Mr. Anderson, would you address a remark
that was made by Mr. Maisonpierre? Let me ask you about his con-
cern about drivini the U.S. industry business overseas, insurance
business. We get those remarks from time to time and then it’s dif-
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ficult to evaluate it. But I would like for you to examine it. I'd like
for you to—could I get a green light to start with? [Laughter.]

I'm concerned about the trade deficit, and trying to keep some
business at home. Give me your response to this statement of the
-gentleman in the reinsurance business that it’s going to send the
business overseas. Tell me about the tax system that we run into in
Zurich, for example; in Germany, for example, where you have
some great reinsurance companies. Do they have a better tax break
than ours do? What happens if the administration or your proposal
is adopted?

Mr. ANDERSON. Yes. Let me back into that, if I may, sir. And I'm
going to look to Dr. Gandhi for help.

Senator BENTSEN. Not too far now. I don’t have a lot of time.

Mr. ANDERSON. Not too far. I have one paragraph that was in
our original report to this committee that spoke—well, there are
geveral paragraphs. There is one I would like to read. It spoke to
foreign competition generally. Obviously, it is a concern. And it's a
concern—it was a concern before Ways and Means when we testi-
fied, and we had a number of questions. And it’s also of concern
here today as well.

Let me read this and then I will come back to another comment
in that regard: “With respect to foreign competition, one expert’—
and we spoke to many. And I don’t say that this is necessarily the
last word—‘told us that it is a relatively small part of the U.S. in-
surance scheme. And most foreign competitors have U.S. subsidiar-
ies or branches and are subject to U.S. tax. Any im%x‘;ovement in
the competitiveness of foreign companies will only benefit those
foreign companies that have no U.S. operations and can write rein-
surance on U.S. risk.” Your point. “However, the adoption of sec-
tion 845 in the 1984 Tax Reform Act, which permits the IRS to dis-
regard reinsurance transactions that reduce taxes, should effective-
1{1 inhibit such transactions. Also, we have been told by experts
that relatively few such companies exist. They constitute a small
portion of the market and tax is not likely to be of significant con-
sideration in pricing such reinsurance.”

Now before I go over to Dr. Gandhi, there is one other point that
I feel is important to make.

Senator BenTseN. I want to have Mr. Maisonpierre respond.

Mr. ANDersON. All right, fine, sir. The one comment I did want
to make in addition was that I don’t need to tell the members of
this committee that there is a large part of the American economy,
industrial and other parts of the economy, that are having pro
lems with overseas competition, thanks to the free entry that we
have into this market of ours.

I just don’t know where you stop and start with respect to—con-
sidering changes in the Tax Code and their ability on one industry
or another’s ability to combat overseas competition. It seems like a
dangerous new direction to go in. But that's one——

Senator BENTSEN. Now let me have this gentleman address that
because I saw him shaking his head. He is obviously in disagree-
ment with you.

. Mr. MA1sONPIERRE. Senator Bentsen, in the first place, with re-
spect to reinsurance, reinsurance is an international trade.
Senator BENTSEN. It sure is.
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Mr. MaisoNpPIERRE. And it may well be that although the rein-
surance premiums generated from this country represents only 10
percent of the entire insurance premiums generated in this coun-
try, insofar as the reinsurers are concerned, it's 100 percent of
their business. So that to the extent that there are alien compa-
nies, foreign companies that can compete better than we can
" cause of the Tax Code, it will put us out of business.

Senator BeNTSEN. Thank you very much.

Now let me ask you the next question. Mr. Lardner says that in
effect the administration’s proposal would tax -investment income
twice. How do you respond to that?

Mr. LARDNER. I believe that to be true under the QRA, Senator.
The investment income is taxed—— -

Senator BENTSEN. Mr. Lardner, I really wanted Mr. Anderson to
answer this.

Mr. LARDNER. Oh, I'm sorry.

Senator BENTSEN. I’'m sorry. I didn't make it clear.

Mr. ANDERSON. You said Mr. Lardner made the point that under
the QRA that the investment income is taxed twice, and what’s our
reaction to that. \

Senator BENTSEN. That’s right. Mr. Gandhi.

Dr. GanpHI, Senator, I think there are some cases in which it is
possible that it would be taxed twice,

Senator BENTSEN. You think what?

Dr. GAnDHI. It would be taxed twice. There are some cases in
which one could see that. However, that’s one reason why we be-
lieve that the GAO method would be an appropriate method of dis-
counting reserves because that is a pure and simple discounting.
All we want them to do is to recognize time value of money.

Mr. ANDErsoN. You weren’t here, sir, when we made the point
earlier that there are some provisions of the administration’s QRA
proposal that GAO has difficulty with and has gone on record.

Senator BENTSEN. Well, I went over some of it ahead of time and
I noticed those areas.

All right, thank you very much.

The CHAIRMAN. ator Matsunaga.

Senator MATSUNAGA. Thank you, Mr. Chairman.

I have one question for Mr. Anderson. Do you perceive a substan-
tial revenue loss as a consequence of property/casualty insurers
being included in a consolidated return with life insurers and con-
glomerates?

Mr.. ANDERSON. We point out in our statement, sir, that we
looked at the largest property/casualty companies who were part
of consolidated returns. And we found that the tax advantages that
property/casualty companies have, allowed the parents of those or-
ganizations to realize $715 million in tax advantages. In other
words, they were able to use the tax loss as opﬁosed to the econom-
ic gain that the property/casualty subsidiary had to offset operat-
inggncome of their own. ,

nator MATSUNAGA. In a competitive business such as they are
involved in, would you say that that $715 million may be some-
thing which may have kept them in business in America?

Mr. ANDERSON. You mean the parent organization, sir? See, the
property/casualties, we did an analysis of them and we couldr’t

A
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find the performance differed significantly at all really between
those that had parents, nonproperty/casualty or a nonlife insur-
ance parent, and those that were stand-alones, so to speak. It really
didn’t seem to affect their ability to compete within the industry.
In fact, surprisingly enough, we found some loss of market on the
part of the property/casualties that were submdlanes of other par-
ents, like Sears, for example.

i Se?nator MaTtsuNaga. How many companies share the $715 mil-
ion?

Mr. ANDERSON. Six, sir.

Senator MATSUNAGA. Only six companies?

Mr. ANDERSON. Yes; but they were six of the very largest.

Senator MATSUNAGA. No further questions, Mr. Chairman.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Gentlemen, I have no questions. I apologize for
beinlg1 late. I was at the White House this morning. Thank you very
much.

Mr. ANDERSON. Thank you.

Mr. LARDNER. Thank you, sir.

Mr. MaisonPIERRE. Thank you, sir.

The CHAIRMAN. Now if we could have a panel of James Osborne,
Bradford Mitchell, and Franklin Nutter.

I take personal pleasure in welcoming Jim Osborne to thxs panel
this morning. He’s a man I have known, for what, one-quarter of a

- century, Jim.

Mr. OsBORNE. Just about, Mr. Chairman.

The CHAIRMAN. Yes; he’s an old, old friend, acquaintance of
mine, and 2 weeks ago was elected as the incoming president of the
National Association of Mutual Insurance Co. Congratulations.

Mr. OsBorNE. Thank you very much, Mr. Chairman.

The CHAIRMAN. Unless you gentlemen have any preference or
worked ou‘ something different, we will simply take you in the

“order that you appear on the witness list. And your entire state-
ments will be in the record, and we would appreciate it if you could
abbreviate your comments to 5 minutes.

Senator HEiNz. Mr. Chairman, I am delighted to welcome a w1t-
ness from my home State of Pennsylvania; Brad Mitchell, from
Harleysville who is the chairman of t{e National Association of In-
dependent Insurers.

Mr. MrrcHELL. Thank you, Senator.

The CHAIRMAN. Go right ahead, Jim.

STATEMENT OF JAMES L. OSBORNE, CHAIRMAN AND CHIEF EX-
ECUTIVE OFFICER, OREGON MUTUAL INSURANCE CO., McMINN-
VILLE, OR; AND VICE CHAIRMAN, NATIONAL ASSOCIATION OF
MUTUAL INSURANCE COMPANIES

. ~"Mr.OsBoRNE. Thank you for those kind remarks, Mr. Chairman.
It's a pleasure to be here this morning. For the record I am Jim
Osborne, executive officer of the Oregon lutual Insurance Co. and
chairman-elect of the National Association of Mutual Insurance Co.

Oregon Mutual was founded in 1894 and operates in the West.
We write business in Oregon, Washington, Idaho, and California
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and are representative of the average medium-size regional mutual
insurance company.

The National Association of Mutual Insurance Co., or NAMIC,
was founded in 1895 and is the Nation’s largest insurance company
trade association, with membership of 1,260 companies. The size of
these companies varies from the very large to the very small,
making our association unique. :

Approximately 800 of these companies are farm mutuals that
write $1 million or less of annual fire and liability premium, They
are organized to meet specific needs of local consumers, not be-
cause of the profit motive, but rather a desire to share resources to

rotect against losses. They are grassroots oriented. And their

ard of directors consists of local farmers, businessmen, and ordi-
nary citizens. In many areas of the country, they are the only
available market for farm and rural dwelling coverage. The pri-
marg coverage they write are personal lines, which is protection
for farms, homes, and automobiles. I could tell you many, many
stories that illustrate the closeness that many people feel toward
their mutual companies.

And I would just like to say that in our home State, during the
catastrophe of 1962, Mr. Chairman, if you will remember, 1 was
doing some loss adjusting down in the gottage Grove area and an
86-year-old lady, a policyholder of ours for 50 years, and I adjusted
the loss on her house. And I said now let’s take a look at the barn,
and she said, Mr. Osborne, you have been most generous. She says,
one thing I want you to remember, young man, this is our company
and we have to protect it. .

But what I’'m saying is that represents the closeness that I want
to emphasize. And it’s a feeling. ?t is a way of life. The business of
most of these companies is conducted in local areas. They have
large exposures in small geographical areas resulting in heavy de-
pendence on reinsurance.

Our written statement covers four issues, and I will only com-
ment on two—the small company provisions and the protection
against loss or PAL account.

However, we are equally concerned about the other two issues,
but now I would like to talk about the small company provision.
Now Congress long ago recognized the unfair competition between
stock and mutual companies. To maintain fairness, small mutuals
were taxed differently. All mutuals were exempted from taxes in
1924. In 1942, the exemption was limited to companies having
$75,000 in gross receipts.

This was established primarily for the pux?ose of raising addi-
tional revenue during the war years. In the 1972 Revenue Act, Con-
gress increased the gross receipts limitation, determining tax-
exempt status to $150,000. Additionally, companies with gross re-
ceipts of from $150,000 to $500,000 were taxed sclely on investment
income.

These exemptions have not been increased since 1962 and, conse-
quently, have not kept pace with the rate of inflation. These provi-
gions are not an incentive, but a recognition of the need for the
availability of insurance.

Let’s look at what the elimination of this deduction would do. A
survey of 466 of our member companies disclosed that the proposal



111

would increase their tax burden 125.6 percent and primarily in the
farm areas.

Now I would like to talk briefly about the protection against loss
account. Congress recognized the necessity for equality between
stock and mutual companies and created the tax deferral system.
Mutual companies can defer 1 percent of 1 incurred and 25
percent of underwriting gains for a period of #@&years. This resulted
in a more level playing field since mutual companies do not have
access to capital markets to cover catastrophes or requirements for
additional capital.

The CHAIRMAN. Jim, I've got to ask you to conclude.

Mr. OsBORNE. I was just getting right there.

And I would like to reeniphasize that this is a deferral. The pro-
tection against loss account helps build surplus at a very, very crit-
ical time. ,

And if you have any questions, Mr. Chairman, members of the
committee, I would be happy to respond.

Thank you.

The CHAIRMAN. Thank you. *

[The prepared written statement of Mr. Osborne follows:]
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HEARINGS BEFORE THE COMMITTEE ON FINANCE,

U.S. SENATE OCTOBER 1, 1985

Statement on Behalf of the National Association of
Mutual Insurance Companies (NAMIC)

Prepared by Michael J. Cuddy,
Michael G. Heitz and
Gerald 1. Lenrow
of Coopers & Lybrand

Testimony will be presented by James L. Osborne
of Oregon Mutual Insurance Company
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INTRODUCTION:

The National Association of Mutual Insurance Companies (NAMIC) is made
up of over 1,230 member companies, the vast majority of which write farm property and
casualty risks. Nearly 800 of the NAMIC members are property insurance companies
only and are designated as farm, county or township mutuals, They were organized
during the 1800's to address a market void and meet the insurance needs of rural

'

America,

They are spread throughout forty-one states and, being mutual in nature,
represent a forerunner to modern consumerism, Among the remaining membership, many
of the companies are large and write property and liability coverages of all types, They

range in size from the very largest to moderate sized companies.

\
The Association, which was founded in 1895, is headquartered in Indianapolis,

Indiana. Its President is Harold W. Walters and its Legislative Vice President is Dale D.
Skupa. Washington Counsel is David A. Hartquist of Collier, Shannon, Rill and Scott, 1055
Thomas Jefferson Street, N.W. Washington, D.C. Testimony will be presented by James

L. Osborne of Oregon Mutual Insurance Company.

In a Press Release dated August 9, 1985, the Honorable Bob Packwood,
Chairman, Committee on Finance, U.S. Finance, announced the continuation of public
hearings on President Reagan's proposal on comprehensive tax reform, and, in so doing,

scheduled hearings for the insurance industry on October, 1, 1985,
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-

Our statement discusses in detail two of the pg.c)posals that the Committee

will address and to which we will submit oral testimony at the October 1, 1985 hearings:

1. Repeal of Mutual Property and Liability
Insurance Company Protection Against Loss

Account.
) K

2. Repeal of Special Tax Exemption, Rate
Reductions, and Deductions of Small Mutual
Property and Llabllify Insurance Companies.

FEEN

In light of the seriousness of the other two issues that will be addressed by
other trade associations, we also feel compelled to comment briefly as to our objections
regarding the proposals concerning the Qualified Reserve Account and limitation on the

27

deduction for policyholder dividends.
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PROTECTION AGAINST LOSS ACCOUNT

Current Law

The primary difference between the taxation of stock
property and liability companies and mutual property and
liability companies is the Protection Against Loss ("PAL")
account afforded mutual companies under Code Section 854. This
provision was introduced by the Revenue Act of 1962. Prior to
1963, mutuals were taxed under a special formula which d}d not
take into account underwriting income or loss. As a consequence
of the 1962 amendments mutuals became ;ubjoct to tax on

uriderwriting income. 1In making this change, Congress recognized

.the special characteristics of mutuals and the PAL account is

evidence of this recognition.

Mutuals are owned by their policyholders rather than
stockholders. As a result of their structure mutuals lack the
ability to raise capital. For these reasons, Congress in 1962
provided a special tax deferral account for mutuals, the PAL

account.

Statements prepared by both the Senate Finance Committee
and the House Ways and Means Committee on the 1962 Revenue Act

indicate the intent behind the PAL account.
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Congress recognized that:

*Wwhile a stock company can pay extraordinary losses not
only out of its accumulated profits, but also out of
its paid in capital, a mutual insurance company can pay
extraordinary losses only out of retained underwriting
income. As a result, a mutual ordinarily retains a
portion of its underwriting income each year for this
purpose; the remainder is paid to its policyholders as
policy dividends. This accumulated underwriting income
constitutes its reserve out of which insurance losses
can be paid and the existence of such reserves is an
important protection to the mutual policyholders.

Under the law up to this time, no income taxes have
been paid on this retained underwriting income, except
(since 1941) to the extent the excess of the
alternative l-percent tax over the tax on investment
income in effect taxed part (all, or more than all) of
the underwriting income. Similarly, underwriting
losses may not reduce the tax on investment income.
Under the President's proposal, underwriting gains
would have been fully taxed as realized. Under the
provisions of this bill, however, these mutual fire and
casualty companies will be permitted to set aside a
portion of each year's underwriting gains in a special
account for protection against losses. This amount
will be available to meet certain losses for 5 years,
after which most of any remaining portion will be
included in taxable income of the sixth year. A small
portion, however, will still be retained in the special
account to take care of extraordinary losses.
Eventually, these companies will pay tax on their total
income, but the tax deferral formula of the bill gives
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recognition to the mutuals' lack of access to the
capital market for funds with which to pay losses.
Under the bill underwriting losses, other than losses
created by the special protection against loss
deduction, will reduce the tax on investment income."
(1962 Senate Finance Committee Report, page 55.)

Prior to 1962 mutuals were not subject to tax on their
underwriting incomo, while a portion of this income was paid out
as a policyholder dividend, the remainder was to provide for

capacity and extraordinary losses. ‘ .

The 1962 Act imposed a tax on ordinary mutual's under-
writing profit. Thus, the remainder to provide for capacity and
underwriting losses would be reduced by tho applicable federal -
tax rate. 1In order to assure the continuing protection of
policyholders Con;roas devised the PAL account. In devising the
PAL account Congress attempted to put mutuals on a somewhat equal
footing with stock companies which can "pay extraordinary losses
not only out of its accumulated profits but also out of its paid-
in-capital.” Congress recognized that if mutuals did not have an
additional source out of which losses could be paid they would be
competitively disadvantaged. This is because a greater amount of
reserve would have to be retained by the mutuals, and therefore,
either higher rates would have to be charged or smaller

policyholders dividends paid.
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There are three allowable additions to the PAL account
which represent deductions for the current year. These ;hree
additions are amounts equal to: (1) one percent of losses
incurred; (2) 25 percent of underwriting gain; (3) a further
percentage of underwriting gain, to the extent the percentage of
premiums for concentrated windstorm and similar risks during the
year exceeds 40 percent of all premiums.

- At the same time, the Code sets forth five separate
provisions for making annual subtractions from the PAL aécount

vhich become inclusions in taxable income. They are:

1. The sxcess of the current year's PAL account
additions over the current year's underwriting

gain.

2. The current year's loss calculated as the
excess of the underwriting and investment loss

over the dhdorwricing and investment income.

3. The amount of unused loss carryover that is

carried from another year tco the current year.

4. The amounts recorded in the PAL account
reflecting additions from the fitth preceding

year that have not been absorbed by losses or
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otherwise taken into taxable income. However,
one-half of the fifth preceding year's
addition of 25 percent of underwriting gain
may remain deferred until absorbed by losses,

under this provision.

5. The balance in the PAL account at the end of

the year is reduced to the greater of 10

percent of the net earned premiums, less

dividends to policyholders, or the prior

year's closinq_balance in the PAL account.

All subtractions are computed after the company has made
its additions for the current year. Subtractions from the PAL
account will never exceed the balance in the account ;l there
cannot be a negative PAL accohnt balance. Before a mutual can
have an unused loss deduction for the year, its entire balance in
the PAL account must be absorbed, or restored to income..
Subtractions under (1), (2), and (3) above are computed on a
first-ié. first-out basis for amounts added during the preceding
!;vc years, and then subtracted from remaining additions of years

earlier than the five immediately preceding years.

Proposal -~

The President’'s Proposal suggests that the continuation

of the allowance of a deduction to mutual property and liability
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insurers of additions to PAL accounts would be unfair, since the
deduction is unnecessary and is in fact unrelated to the

measurement of economic income.

The Proposal continues by stating that the PAL account
is nothing more than a bookkeeping entry made for tax purposes
and a corresponding reserve is not required for statucdry
purposes and thus it in no way results in assisting financial
solvency. The Proposal further states that the existence of the
PAL account allows mutual companies to have an unfai;_co;petitive
advantage as compared to stock companio;, and notes that the
calculation of the PAL account requires an arbitrary distinction
between underwriting and investment income. This, the Ptopé:al
suggests, increases the complexity of the tax code. (This
commoit ignores the fact that this distinction is made for
statutory accounting purposes and was in effect long before the
PAL account was introduced.) The suggested effective date for
discontinuance of the PAL account is December 31, 1985 specifying
that any balance in the account would be included in income "no

)

later than over a five-year period."

Analysis

Part of the rationale for the Proposal is the need to
create a "level playing” field and to eliminate competitive
advaritages created solely bQ virtue of tax provisions. It is

suggested that this Proposal, rather than avoid unfair
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competition, will in fact create it. More specifically, the
reasons for the PAL account are as important today as in'1962.
The rationale at that time was that mutuals needed the ability to
defer portions of its taxable income to those years in which it
would suffer large losses so as to have sufficient capital to
meet its underwriting needs. This rationale continues to this
day.
- Among the reasons cited for this Proposal is the
obsarvation that the existence of the PAL account 1ncrea;es the
possibility that "companies will undertake uneconomic
transactions solely to minimize tax liability®". This {s specious
reasoning. It should be noted that the tax benefits of a PAL
account for a given transaction are far outweighed by the
detriment suffered on undertaking an uneconomic transaction. ft
must be recognized that the PAL account deduction that would
apply.to an uneconomic transaction would be solely due to the
account addition for 1% of losses incurred. Assuming the
uneconomic transaction resulted in a loss, the 25% of
underwriting gain, obviously, would not apply. Moreover, the
uneconomic transaction if its loss was disproportionate could
serve to reduce what otherwise had been accumulated in the PAL
account. This would result since no balance may be maintained or
added to the PAL account where there is an underwriting or unused
loss deduction for the year. Consequently, an unoconoﬁic
transaction would have an adverse impact on the PAL account

rather than a favorable one.

10
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The PAL is of greatest importance to the small and
medium sized mutuals operating in rural and less populat;d areas,
These companies are often the only source of easily available
insurance coverage in rural areas since the larger companies tend
to write business in these areas on a non-recurring basis. 1In
addition these smaller sized companies tend to be legally
restricted to underwriting business in a small googtaphic area.
Thus, there is less chance to spread the risk of loss from a.
catastrophic event which may occur and affect the qoograghic

area.

A further point which must be made is that the PAL
account allows mutuals to write additional business. This is
because the acéounc increases the company‘s surplus. Insurance
companies writings.generally are limited to a multiple of surplus
(usually 3 to 1). ﬁoroovor. this additional capacity has the
potential of increasing surplus so that althoubh thi'éAL aécount
is reduced during certain points in the underwriting cycle
surplus will have been increased over a period of time through
utilization of the PAL account. This additional capaéiﬁyvallé;;
these companies to grow, with the result that more taxes may be
paid over a period of time than would be the case if the

companies did not have this ability to expand their underwriting.

Due to the present underwriting cycle many companies

currently have eliminated any balance in their PAL account. In
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these cases the unused loss deduction available for carr?back and
carryover has been redﬁced for tax purposes by the amount
previously accumulated in the PAL account. Thus, the Treasury
has received the taxes which it would have received had there
been no PAL account. The only difference the PAL account has
made is that it has deferred the payment of the tax‘to a_later
year. The PAL has in this recent period of large underwriting
losses proved to be a stabilizing influence on insurance markets
because it has enabled companies to build their surplus to pay

losses.

A joint survey conducted by three trade associations
indicates that the PAL is very important and serves the purpose
for which it was created. Approximately 75 poréont of the
members responding so indicated. Specifically, very few
coppani.s reported PAL account balances restricted by the
statutory limitations, indicating that the intended surplus

enhancement has been accomplished.

Conclusion

The need for the PAL account remains. As was the case
in 1962, mutual companies do not have access to equity capital
markets. If a mutual is deprived of the PAL account it will
ultimately increase premiums or roducg policyholder dividends. If
stocks and mutuals are taxed at the same level mutuals will be at

a competitive disadvantage.

12
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Moreover, as Congress recognized in 1962 the PAPLaccount
is a tax deferral and does not reduce the ultimate tax.
"Eventually these companies will pay tax on their total income,
but the deferral formula of the bill gives recognition to the
mutuals’ lack of access to the capital market for funds with
which to pay losses.” TheQe same factors which warranted the

"creation of the PAL Account in 1962 still exist today.‘ For these
reasons, it is respectfully submitted that the PAL account should

be retained. .

13
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SMALL COMPANY PROVISIONS

Current Law

’ The Code classifies mutuals into three c,tegori?s
dependent upon the amount of gross receipts., Mutuals whose‘gross
receipts do not exceed $150,000 are tax-exempt. Companies whose
gross receipts exceed $150,000 but do not exceed $500,000 a;e
dcomod'small mutuals and may be taxed solely on investment
income. A specific statutory provision excepts from this limited
tax small mutuals that elect to be taxed on total 1ncome: or
companies that have a balance in their PAL accoynt. Companies
whose gross receipts exceed $500,000 are deemed ordinary mutuals

and are taxed on both investment and underwriting income.

For small mutuals with gross receipts of less than
$250,000 the tax, which is on taxable investment income, will be
reduced to an amount which is proportional to the gross receipts
over §$150,000 divided by $100,000. This benefit is on a sliding
scale that produces smaller reductions as gross receipts approach
$250,000.

-

A deduction is also provided ordinary mutuals and small
mutuals electing to be taxed as ordinary mutuals. The maximum
deduction allowed under this provision is $6,000 for companies
whose gross rocoipc; other than capital gains do not exceed

$500,000. For companies whose gross receipts are in excess of

14
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$500,000, the deduction is one percent of the_ditference between
$1,100,000 and the amount over $500,000. The deduction ;s not

allowed to exceed the company’s underwriting income for the year
before computation of PAL account provisions and the unused loss

carryover.

Proposal

This proposal recommends that the exemption of those
;ompanios with gross receipts of less than $150,000 and the
reduced tax rate permitted certain companies with low ta;ablo
income and the special deduction of $6,000 allowed those
companies with taxable income of less than $1,100,000 - all be

discontinued.

The rationale is that the special tax rules permitted
small mutual property and liability insurers provides a
competitive advantage to those companies as compared to stock
companies and larger mutuals. It suggests that the application’
of these rules requires arbitrary distinctions between
underwriting and investment income and unnecessarily complicates
the tax rules. 1It, therefore, recommends the repeal of the
special tax exemptions, rate reductions and deductions of small
mutual companies effective for years beginning on or after

January 1, 1986 which would be phased in over a five-year period.

15
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Analysis

The reason cited for the elimination of these grovisions
is that they "provide a competitive advantage to (small
companies) vis-a-vis stock companies and larger mutual A
companies.” This not only 1gno£es but aggravates the inherent
competitive disadvantage under which small companies operate
which Gas considered in justifying these ﬁrovisions initially.
More specifically, two surveys of approximately S00 small mutual
companies indicated that a tax increase over 1983 and 1984 actual
results of about 140 and 125 percent respectively, would‘rosult
from the repeal of these provigions. For both years surveyed the
average increase would amount to about a 7 percent increase in
premiums which is more than what the marketplace would bear (see
Exhibits A and B attached.) As evidenced by'thole Exhibits the
impact on the affected companies is significant while the overall
revenue to be raised is ncgliqibl,. fhua, a change that creates

economic chaos for the sake of change cannot be justified.

Moreover, it is interesiing to note that the analysis
accompanying the proposal suggests that the proposal would
“"reduce tax induced distortions that favor the sale of insurance
through small firme.” It is difficult to comprehend the
objective Treasury has in mind. 1In addition, we fall to see how
a distortion arises from the economic delivery of a needed

product.

Although laboring under a number of competitive
disadvantages the farm mutual or small mutual insurance company

16
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serves a valuable and essential role in the insurance

marketplace. The authorized writing territory of farm mutuals is

one county or contiguous counties within a state. The premium
writing is generally less than one million. In fact, of the 800
NAMIC farm mutual members, nearly 500 are developing less than
$500,000 of gross income (premium plus investment income).
Operating with a coacentrated book of business, spending higher
dollars for reinsurance, doing business without the availability
of economies of scale, not having the law of large numbers

available - the farm mutual has provided the major source of

insurance protection to the tgrminq communities.

Contrary to the larger insurance company, as illustrated
in Exhibit C, }pq,lnnll mutual insurance company must maintain a
higher relationship of surplus to premium writings. The reason
is basic - the farm mutual <insurance company assGhes a small

number of large farm risks.

The tax statute revision of 1962 permitted a faster '
generation of surplus capital for the small mutual insurance
company with Jess than $500,000 gross receipts. By 1988,
inflation has eroded the tax benefit granted by the 1962 Act.
Consequently, the qualifying ba.gkots for cual;:nutual lnsurané&
companies should be $352,530 gross receipts Q& deternine exempt
status and $1,175,100 for those comgnniol taxfg solely on .
investment income (Predicated 09,195% C.P.I. % 235.02 percent).

cy o
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Certain mutual property and liability companies have
been exempt from tax since 1924. The exemption is not of an
incentive nature but rather is in recognition of the need for the

availability of true mutual insurance in rural communities.

Commencing in 1924 until the Revenue Act of 1942, all
mutual property and 11&b£1ity companies were entirely exempt ftoh
tax. In 1942, Congress further clarified the exemption to make
~ certain that only those mutuals that were of a small size and
s true providers of insurance to farm and rural communi:ic; were
exempt. The change adopted a numerical bgnphmatk to determine
those companict‘that were exempt. E&lj"ﬁui&gl property and
liability companies with gross income which did not exceed
$75,000 were exempt. Attached as Exhibit D are excerpts of the
various statutes and committee reports for the 1924, 1938, 1939
and 1942 Acts. Reference should be made to the last sentence in
the Senats Finance Committee Report under the 1942 Act, which

reads as follows:

®"Accordingly, these provisions will impose no hlrdtﬁip
upon farmers' or other small and local mutual insurance

companies other than life or marine."
This sentence, as well as the colloquy that follows (on the

copied paqo)‘indicacol the concern of Congress to make certain

mthat the property and liability mutual companies providing

. . 18
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coverage in farm and rural areas continue to be able to operate

competitively. - '

Thus, there is a need to recognize that, rather than
providing an incentive for an otherwise economically unfeasible
company, the benefits extended these companies allow them to
continue to maintain their necessary role in their very special
economic environment. The $75,000 benchmark was retained in the
1954 Internal Revenue Code, and remained unchanged until the
Revenue Act of 1962. 1In that Act, the exemption bunchmark was

increased from $75,000 to $150,000.

The financial condition of the farming communities
emphasizes the need for maintaining a financially strong farm
mutual insurance industry. As farmers face increased opgratinq
costs with low commodity prices, the farm mutual can continue to
offer insurance protection at a reasonable cost. This factor is
especially critical in 1985 since a number of multi-line
companies, having previously entered the farm insurance markotf
withdrew due to an inability to handle this business. Denial of
the benefit of these tax provisions will make it difficult for
this important segment of our economy to obtain needed insurance
coverage. The longstanding public policy of providing special
rules for this segment of the insurance industry should not be
disturbed especially in view of the small amount of tax revenue

that would result.
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This impact on the small company is illustrated in__
Exhibits E and F. Note the decline in prémium wriclngs‘from 1981
through 1983 for 477 small NAMIC members. $Since the premium base
was declining, the companies were forced to dip into the .
policyholder surplus to pay losses and expenses. If the
companies had not built a solid policyholder surplus in the good
yaars,'thoy would not be able to respond to the market void.
Exhibit E also shows the additional drain on policyholder surplus
if the exemption and investment income tax provisioA arn_
eliminated. Exhibit F illustrates the same results for just one

NAMIC company.

Conclusions

h The significant role served by small mutuals in our
economy is the basis for their longstanding tax status rather
than their business. Thus, a proposal to revamp the way
insurance companies are taxed should not be an occasion to remove
a tax exemption which is as worthy as that of any other exempt
organization that furthers the common good. The problem is
compounded by the fact that for state taxation purposes these
companies enjoy a similar exemption based on existing federal tax

provisions.

20
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DIVIDENDS TO POLICYHOLDERS

Current Law

Mutual property and liability insurance companies have
never been limited as to their déductions for dividends to
policyholders. Since the advent of the current tax formula which
was provided for in the Revenue Act of 1965 applicable'commencing
January 1, 1963 an unlimited deduction has been provided for
dividends to. policyholders. In point of fact, property 9nd
liability companies have never been limited as to dividends to
policyholders - in contrast to life insurers, both stock and
mutuals, which were limited under the 1959 Life Tax Act.
Moreover, a review of the Committee Reports, Hearings and other
nurrounding documents in connection with the Rovonuo Act of 1962
reveal no dlscu:sion vhacsaovor as to nnv consideration of
limiting dividends to policyholders of mutual property and
liability companies as was the case with the 1959 Life Act which
was before Congress only three years earlier. It would :oo@
rather apparent that if Congress had intended £o apply a similar
rationale to mutual property and liability companies that they
would have done so having considered the mutual property and
liability formula only three years after having considered the

life formula.

e The 1984 Life Tax Act has introduced a new concept for
limiting a mutual life company's deduction for policyholder

21
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dividends. The rationale behind the 1984 Act was buttressed by
an analysis of policyholders "wearing two hats®, one as ;n owner
and one as consumer-purchaser of insurance. It was this analysis
that was utilized to arrive at a concept referred to as a
*differential earninqévrace'. In computing the differential
earnings rate, the imputed earnings rate for 1984 was established
at 16,5%, Tbgcthir this concept was applied to accompiish B
segment balance.

*"The Congress anticipated that this 16.5 percent rate

will result in the mutual segment of the industry

bearing %5 percent of the aggregate industry tax burden

for 1984. The Congress believed that this is

appropriate in the light of a number of factors .

including the historic allocation of the industry's tax

burden, the relative percentages of assets held by the

stock and mutual segments of the industry and the

difference in treatment of mutual company policyholders

and stock company shareholders.” (P. 613 of General

Explanation ;t the Revenue Provisions of the Deficit

Reduction Act of 1984 - December 31, 1984)

Proposal
The Proposal would reduce the policyholder dividend

deduction allowed mutual pzoperty and liability companies. Such

22
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reduction would be effective January 1, 1986, and would Pe
similar to the one provided in the 1984 Life Act for mutual life
companies. This limitation, as it applies to life companies is
predicated on what stock life companies pay as dividends to
stockholders as‘a percentage of their surplus. A comparison is
then made to the surplus of mutuals and this is, in effect, the -
detsrmination of what sh&uld have been paid to policyh&ldors in
their capacity as owners. For life companies it is cmpgasized
that this is not merely a limitation on policyholder dividends
but rather is cﬁe creation of taxable income. Thus, despite the
fact that a mytual property and liability company may not pay
policyholder dividends it would be burdened with what is
tantamount to a "surplus® tax. The Proposal, is contrasted with
the Treasury I proposal, suggests that "additional study is
needed to determine the size of the competitive advantage that
the current treatment of policyholder dividends provide to mutual
propettg and casualty companies and to set the appropriate

deduction limitation."

Analysis
Comments in the Proposal contrast mutual and stock

property and liability companies. More specifically, the
comments note that the full deduction by mutuals results in a
con;otitivo disadvantage for stock companies and continue by
stating that this competitive disadvantage was recognized in the

1984 Life Tax Act.
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-The comments to the proposal imply that policyholder
dividends paid by mutuals are substantially larger than Ehose
paid by stock companies. The attached schedule comparing
dividends paid by stock and mutual property and liability
companies indicate that stock companies pay greater dividends
than mutuals. An analysis of dividends paid by mutual property
and liability companies would indicate that a propondeiance of
those dividends are paid as part of workers' compensation

writings, (See Exhibit G.)

Also noeovortiy. are Committee Reports to the 1984 Life
Téx Act which state that (since) °the average post-dividend, pre-
tax return on equity of mutual companies falls below that for a
comparable group of stock companies, ...Congress believed that
this difference is attributable to distribution by mutual
companies of earnings to their owners." The attached schedule,
however, indicates that for property and liability companies, net
income before dividends and federal taxes as a percentage of
average policyholders equity is comparable for mutuals and
stocks. There is virtually little distinctioq botwo;n the
mutuals and stocks in this regard. This vpuld appear to belie
the rationale for a policyholder dividend limitation for property
and liability conponiol, (See Exhibit G.)

Moreover, the gsecond portion of Exhibit G, dealing with

net income as a percentage of average policyholders surplus,

24
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indicates a comparable perconcaqé for stock versus nutuel
property and liability companies for the period 1979 through
1982. The 1983 increase in mutual return as compared to stock
return has to be viewed as an ‘aberration. Reinsurers suffered
during the downward cycle of 1983 and 1984 to a much greater
extent Fhan—normal. Since reinsurers are predominantly stock
companies, the return on surplus, stock versus mutual, is 7
distorted. This in part explains the 1983 six point. spread.
Moreover, the results of commercial coverage were the most
disastrous and the earliest business that deteriorated, aé
compared to personal lines. A preponderance of commercial

business is written by stock companies.

There are other reasons tbt such a large spread,'not the
least of which is that certain mutuals adjusted their
underwriting standards at a much earlier stage than the large -
stock companies who were unqunstionably‘looking for volume in an

attempt to show return on investment for their stockholders.

There is also a significant conceptual distinction in
the dividend distributions made to policyholders by life insurers
as compared to property and liability insurers. The property
and liability industry pays dividends as a return of premium. In
fact, some mutuals as a matter of company policy do nat.pay . _
dividends to policyholders but reduce the price at the- time of
entering the contract. This practice is called deviation and is

a marketing concept as is the resturn of premium. Dividends to
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policyholders or return of premium paid by mutual propor}y and
liability companies is not a distribution of profit. 1In point of
fact, it most often is nothing more than a rating mechanism used
for competitive purposes. This point may be graphically
illustrated by the fact that dividends are not paid to all
policyholders as a group, as is the case in life insurance.

Dividends to policyholders or return of premium by mutual

_property and liability companies are usually paid to individual

customers by line of business, by state, rating ierritorg, or
rating classification and often are indistinguishable from
premium adjustments based on loss experience of specific
policyholders.

\

Dividends often are paid in years where a cd&pany
suffers an underwriting loss. On the other hand, many mutual
property and liability companies have not paid a dividend to
policyholders during the last 20 years. Thus, the analogy to the
iifn industry and the 1984 Revenue Agt changes is not a proper
reference to determine the status o!fpolicyholders of mutual

property and liability companies.

Conclusion
_The proposal to limit the deduction for policyholder
dividends paid by property and liability companies is based on

the mistaken assumption that mutual life and mutual property and

liability companies are similarly situated taxpayers. Their
business is different and their relationships with policyholders
are different. These differences have long been recognized by .

prior statutory enactments.
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QUALIFIED RESERVE ACCOUNT

Current Law

Since the Revenue Act of 1921, property and liability
insurers have been permitted a deduction for estimates of unpaid
losses on those insured events that have occurred both reported
and incurred but not reported (IBNR). The rationale his been
that statutory accounting is to be followed for tax purposes.
The 'IRS during the course of iis examination of property and
liability company tax returns test estimates of unpaid loss
reserve to determine whether in fact they were reasonable. These
estimates may at times prove to be redundant or deficient.

Generally, no discounting element is included.

Proposal
A qualified Reserve Account (QRA) would be established

by line of business and year of policy issuance effective for
losses incurred in tax years beginning after 1985 that are
insured under policies issued after 1985. The initial increase
in reserve cannot exceed the total of the statutory unsatncd
premium reserve, IBNR reserve, and reported reserve.

Once established, the QRA would be increased annually by
a portion of the after-tax rate of return earned on a company's
investments. This involves the proration of taxable and tax-

exempt income among reserves and surplus.
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The prcposals also provide for reserve sttengthﬁning and
weakening. The determination as to whether a strengthening is
appropriate would be governid by objective factors including
whether a strengthening has occurred for annual statement
purposes. The proposals allow for a voluntary release of

excessive reserves that is tantamount to a weakening.

The proppsals establish a time frame for which reserves
can be maintained and also stipulate that the provisions'apply to

life insurer’'s casualty business,

Policyholders would be allowed to disregard the prospect
of recovery and elect to deduct a loss in the year it is incurred
as if the loss were uninsured. Insurance proceeds would be
taxable when received, nné a portion could be excluded to the

extent the loss did not provide a tax deduction.

The proposals provide that a third-party assignee would
include the consideration received from an assignor in its gross
income. Moreover, the payment made by the assignee for the
purchase of an annuity would either be a deductible expense at
the time of purchase or deductible at the time payment is made to
the injured party. Also, the assignee would be considered in
constructive receipt o} the investment income earned under the

annuity.
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Analysis

A\l
The essence of the QRA approach is the requirement that

upon payment of a claim (which is éeductible) the QRA is reversed
and taxable income is recognized in the amount of the QRA.
Investment income earned during the period the reserve is
outstanding would continue to be subject to current tax and, in
effect, a second tax when the reserve is reversed upon.payment.
This additional taxable income (as well the tax) will be the same
regardless of the initial reserve deduction. The following

illustrates this concept:

Assume in all instances that the reserve for a paid loss
of $100 is outstanding for three years. Further assume that the
after-tax rate return is 10t -and the applicable tax rate is 33%.

" The only variable is the amount of the initial loss reserve.
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. Company Company Company Company Company
1 2 3 4 S

Year 1 -
Initial(}?ss
reserve $ 85.00 $100.00 $115.00 $ 75.13 $ 65.00
Taxable income ’
(loss) 15.00 - (15.00) 24.87 35.00

Tax @ 33% 4.95 (4.95) 8.20 11.55

Tax compounded
@ 108/Yr. for

. 3 years (A) 6.59 - (6.59) 10.92 15.37
Year 3 ~ (2) o .
QRA balance 113.14 133.10 153.07 100.00- 86.52
Paid loss ’ 100.00 100.00 100.00 100.00 100.00
- Taxable income
(loss) 13.14 33.10 53.07 - (13.48)
Tax @ 33%(B) 4.33 10.92 17.51 - (4.45)

Total Economic
Cost
(A) plus (B) $ 10.92 §$ 10.92 $ 10.92 § 10.92 $ 10.92

It would appear that the additional taxable income under QRA will be
equal to the annual after-tax rate of return times the actual loss

paid for each year the loss remains unpaid.

(1)C|nnot exceed the sum of the Annual Statement unearned premium
reserve, IBNR and reported claim reserve.

(Z)Roptoscnts the year 1 initial loss reserve compounded @ 10%/
year for 3 years.

While this point will be fully briefed by others, we take
this opportunity to point out the fallacy of its rationale and

.danger of its application. The following is a summary of
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observations pointing out some of the reasons why oﬁa does not

reflect economic income.

1Y

P

. This highly controversial proposal would have
the effect of taxing tax exempt income and

other net after tax investment income as well

©w

as requiring companies to adopt a cash basis
method of accounting. This is inconsistent
with other proposals narrowly restricting the
cash basis method of accounting to certain”’

limited situations.

. QRA would severely erode the profitability of
long tail commercial lines. Rather than pass .
on the effects of QRA to commercial line ' *
policyholders, competitive factors instead may
dictate having personal line policyholders
assume part of this burden. This upward
pressure on premiums could result in
policyhoiders that presently insure personal
liability, deciding to self insure to the
detriment of long standing public policy

considerations.

.« The policyholder election to deduct losses

without regard to the prospect of a future
2
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insurance recovery is inconsistent with newly
enacted Section 461(h) governing economic
performance. This proposal coupled with the
proposal to repeal the small mutual company
credits, deductionﬁ, and rate reductions and
the repeal of the PAL account will jeopardize
the very existence of small and medjum-sized .

mutual companies.

Other observations include:

The Treasury in its analysis states "the QRA
would be only a bookkeeping entry.® However,
calculation of the QRA would in fact impose an

extremely heavy administrative burden.

There is presently in effect a mining reserve
system that is similar to the proposed QRA, but
the proposal would repeal the mining reserve
system on the ground that it produces
overstated deductions and is extremely
complicated. This raises a question as to the
appropriateness of applying to the insurance
industry an approach which i{s considered

undesirable for the mining industry.
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open questions includes:

. The proposal does not make clear what effect
QRA would have on loss adjustment expenses
(LAE). While not covered, a change in QRA -

would influence paid-to-paid LAE calculations.

. The impact of including the unearned premium
‘ reserve in the overall limitation for the QRA
is unclear, as well as the significance of
reporting on the basis of the year a policy is

issued.

. There are many questions concerning the

calculation of the after-tax rate of return.

Conclusion
- The QRA does not properly reflect economic income, is a
burden, unworkable, and should not be imposed on the property and

liability industry.
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Exhibis -
Fage I o?
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January 30, 1985

TREASURY PROPOSALS FOR PROPERTY & CASUALTY INS. CO. TAXATION

The U.S. Treasury Department has proposed major changes in property and casual:y
{nsurance company taxstion, including the repesl of special tax exemptions, race
reductions and deductions of smmall wmutusl property and casualty insuranze
companiaes. -

. RAMIC did & survey of 477 member companies to assess the impact of this prepcsal
on small companies. The survey coversd 117 RAMIC members vith Gross Income (CI)
of $0 « $150,000, and )60 companies in the $150,000 - $500,000 Gross lncome
category. The folloving data compares 1982 asctual results vith the effects of the
Tressury proposal, vhich would increase taxes by 140 percent:

COMPANIES WRITING $0 - $1350.000 C1

NO. COS. SURVEYED: 117

ACTUAL RESULTS - 1983

TOTAL FEDERAL TAXEIS PAID 1IN 1983: $0
AVERAGE YEDERAL TAXES FIR CO. IN 1983: $0

COMPARISON UNDER TREASURY PROPOSAL
TOTAL RESULTING FEDERAL TAX FOR COS. SURVEYED: $476,660

AVERAGE RESULTING FEDERAL TAX PER COMPANY: $6,072
TOTAL RESULTING INCREASE: $676 640
AVERAGE RESULTING INCREASE PER CO.: $46,072

RESULTING 2 OF NEY WRITTEN PREMIUA: 8.565

2
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COMPANIES WRITING $150,000 - $500.000 G1
N0. COS. SURVEYID:

ACTUAL RESULTS ~ 1983
TOTAL FEDERAL TAXES PAID IN 1983:
AVERAGE FEDIRAL TAXES PEIR CO. IN 1983:

COMPARISON UNDER TREASURY PROPOSAL

TOTAL RESULTING FEDERAL TAX FOR COS. SURVEYED:

AVERAGE RESULTING FEDERAL TAX FER COMPANY:
TOTAL RESULTING INCREASE:

AVERACE RESULTING INCREASE m COMPANY:
RESULYING 2 OF NET WRITTEN PREMIUM:

TOTAL FEDERAL TAX FOR BOTH PREMIUM GROUPS UNDER
TREASURY PROPOSAL:

TOTAL INCREASE FOR BOTH PRIMIUM GROUPS UNDER
TREASURY PROPOSAL: °

Exhibit ,
Fage 7 o1 .

$2,729,000
$10,577

$35,948,980
$16,525
$3,219,980
$3,968
9.672

$6,623,640

.

$3,696,620 (1405 inzrease)
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Exhibit B

age

JULY 11, 1985

of 9

" TREASURY II PROPOSALS FOR PROPERTY & CASUALTY INS. CO. TAXATION

A survey of 4566 NAMIC member companies was conducted to assess the

impact of Treasury II on small mutual insurance companies. The
following data compares 1984 actual results with the potantial
effects of the proposal:

GWP 1984 Proposed * % of NWpP
Category NWP Actual Fed. Tax 1984
N
0-5150,000 5,424,000 -0 - 740,520
{tax exempt)
$150,000~ -
300,000 58,600,000 2,389,217 4,649,040 4.1
64,024,000 2,389,217 5,389,560 3.7

8% Increase of Proposed Tax over 1984 Actual Tax: 125.6%

* Federal corporate tax rate of 33% as proposed in Treasury II.



0-$150,000 Gross Written Premium $150,000-500,000 Gross Written Premium

Proposed l:rzlf:osed Proposed l;rggosed

State NWP Fed. Tax NWP NWP ! Actual Fed. Tax NWP
Illinois 1,052,000 93,390 8.9 7,926,000 278,664 482,790 6.1
Indiana 159,000 49,170 30.9 3,284,000 206',399 289,740 8.8
Iowa 170,000 36,630 21.5 6,230,000 246,518 424,710 6.8
Minnesota 620,000 98,670 15.9 14,109,000 500,042 853,050 6.0
Missouri 699,000 68,970 9.9 6,057,000 170,197 549,120 9.1
Nebraska 147,000 635,000 35,845 87,450 '13.8
New York 30,000 5,610 18.7 1,806,000 98,496 221,430 12.3
N. Carolina ‘ ' l.,251,000 85,157 66,330 5.3
K. Dakota 223,000 22,110 9.9 1,177,000 36,754 104,280 8.9
Ohio 352,000 14,520 ) 4.1 3,443,000 125,795 145,200 4.2
Pennsylvania 205,000 76,890 37.5 1,407,000 89,777 156,750 11.1
S. Dakota 374,000 40,260 10.8 1,147,000 36,695 168,960 14.7
Wisconsin 566,000 47,190 8.3 6,733,000 319,680 . 609,180 9.0
All Others 827,000 187,110 22.6 3,395,000 159,2.09 490,050 14.4
TOTAL 5,424,000 740,520 13.7 58,609,000 2,389,217 4,649,040 7.9

* Gross written premium and other income is used to dctermine tax structurce.

8¥1
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Exhibit B
HISTORY BY STATE Page J of 9
GWP 4 of - 1984 Proposed -~ % of NwWp

Category ' Cos. Nwp Actual  Fed. Tax 1984  Prop.

ILLINOIS

(grcss

income)

0-$150,000 24 $1,052,000 $93,390 8.9

(gross

income)

$150,000~- 52 .

500,000 7,926,000 278,664 482,790 3.5 6.1

. 8,978,000 278,664 576,180 3.1 6.4

$ Increase of Proposed Tax over 1984 Actual Tax: 107%
Individual companv examples V
#212 $80,000 $ 3s8 $13,530 .4 17.0
4224 85,000 1,126 16,500 1.3 19.4
$112 328,000 9,508 25,740 - 2.9 7.8
#128 228,000 4,162 26,400 - 1.8 11.6 -

INDIANA

(gross

income)

0-$150,000 5 $159,000 ~$49,170 30.9

$150,000- 18
$00,000 3,284,000 206,188 289,740

3,443,000 206,388 338,910

Lal
W
e
4

o
o
-
.

8
s Increase of Proposed Tax over 1984 Actual Tax 64;0
Individual company examples
#134 $173,000 $6,942 $23,100 4.0 13.4
4795 144,000 5,1 35,640 4.0 24.8
4969 309,000 22,504 62,040 7.3 20.1




GWP
Category

IoWA

(gross
income)
0-$150,000

(gross
incone)
$150,000~
500,000

MINNESOTA

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

150

Exhibit B
= Page T of 9
4 ot 1984 Proposed $ of NWp
Cos. . NWP Actual Fed. Tax 1984 Proo.
4 $170,000 $ 36,630 21.5
36 6,230,000 246,518 424,710 4.0 6.8
6,400,000 246,518 461,340 3.9 7.2
$ Increase of Proposed Tax over 1984 Actual Tax: 87%
Individual company examples ’
$#325 $204,000 $ 4,800 S 19,140 2.4 9.4
#458 216,000 13,067 44,220 6.0 20.5
#811 169,000 6,489 34,650 3.8 20.5
14 $620,000 " $ 98,670 15.9
77 14,109,000 $00,042 853,080 3.5 6.1
14,729,000 500,042 951,720 3.4 6.5
$ Increase of Proposed Tax over 1984 Actual Tax: 90%
Individual company sxamples
#411 $100,000 $3,1458 $20,790 3.1 20.8
#1205 106,000 354 22,110 <3 20.9
/
#1101 238,000 2,781 42,570 1.2 17.9
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Exhibit B
. Page S of 9
GWP 4 of — 1984 Proposed S of NWp
Category Cos. NWP Actual Fed. Tax 1984 Proo.
MISSOURI
(groas
income)
0-$150,000 12 $6 ° 200 $68,970 9.9
(gross
income)
$150,000~-
500,000 36 _6_,;57,01:0 170,197 549,120 2.8 9.1
6,756,000 171,866 618,090 2.5 9.1
§ Increase of Proposad Tax over 1984 Actual Tax: 260%
Individual company examples .
#724 $252,000 $3,400 $27,390 1.3 10.9
#60 213,000 6,632 13,860 3 6.5
f61 114,000 1,194 26,730 1.0 23.4
NEBRASKA _
(gross
income)
0-$150,000 3 $147,000 -
(gross
income)
$150,000~- . .
500,000 3 635,000 38,845 87,450 S.6 13.8
782,000 35,845 87,450 4.¢ 11.2

§ Increase of Proposed Tax over 1984 Actual Tax: 144%
Individual company examples .

#1160 $193,000 $3,392 $15,180 1.8 7.9
#1351 172,000 21,266 40,260 12.4 23.4
#1462 108,000 6,310 25,080 5.8 23.2




GWP
Category

NEW_YORK

(gross
income)
0-$150,000

(gross
income)
$150,000-
500,000

152

4 of 1984
Cos. NWP  Actual
2 $30,000
10
1,806,000 98,496
1,836,000 98,496

Proposed

Fed. Tax

$ 5,610

221,430

227,940

Exhibit B

Page 6§ of 9

t of NWP
1984

2284 Prop.

18.7

w
(V]

12.3

w
'S

12.4

% Increase of Proposed Tax over 1984 Actual Taxes: 131%

Individual company examples

NORTH CAROLINA

(gross
income)
0-8150,000

(gross
income)
$150,000~-
300,000

735 $145,000 $ 9,885
#742 218,000 8,254
849 134,000 1,500
]
8

1,251,000 85,157

§ Decrease of Proposed Tax over 1984 Actual Taxes:

Individual company examolas

#559 §151,000 §18,952
#1213 245,000
#1336 161,000 64,805

$12,870
44,880
4,290

66,330

$ 2,640
16,170
34,320

6.8 8.9
3.8 20.6
1.1 3.2
6.8 5.3 -

22% (decrease

12.6 1.7
6.6
40.3 21.3
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- Exhibit B
. Pace 7 of 9
GWP ¢ of 1984 Proposed $ of NWP
Category Cos. Nwp Actual’ Fed. Tax 1984 Prop.
" NORTH DAXOTA -
(gross
income)
0-$150,000 8 §223,000 $ 22,110 9.9
(gross
income)
$150,000-
500,000 7 1,177,000 36,754 104,280 3.1 8.9
1,400,000 36,754 126,390 2.6 9.0
$ Increase of Proposed Tax over 1984 Actual Tax: 244%
Individual company examplas
4645 $137,000 $ 6,500 $30,030 4.7 21.9
#944 254,000 6,153 16,170 2.4 6.4
#1437 260,000 1,173 30,030 .5 11.6
OHIO
(gross
income)
0-$150,000 6 $352,000 $14,520 4.1
(gross - .
income)
$150,000~
500,000 20 3,443,000 125,795 145,200 3.2 4.2
3,795,000 125,795 189,720 - 3.3 4.2

§ Increase of Proposed Tax over 1984 Actual Tax: 27%

Individual company examples

$#745 $131,000 $ 1,364 . 313,530 1.0 10.3

1747 179,000 8,029 38,280 4.5 21.4
[ #1067 161,000 2,566 7,260 1.7 4.5
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. Exhibit B
B age o 9
GWP 4 of 1984 Proposed $ of Nwp

Category Cos. NWP Actual Fed. Tax 1984 Proo.
PENNSYLVANIA
{gross
income)
0-$150,000 6 $205,000 $76,890 37.5
(gross
income)
$150,000-
500,000 9 1,407,000 89,777 156,750 6.4 11.1

= 1,612,000 89,777 233,640 5.6 14.5

$ Increase of Proposed Tax over 1984 Actual Tax: 160%
Individual company examples

#1490 $57,000 $ 3,130 $22,770 5.5 39.9
#1130 313,000 27,965 40,920 8.9 13.1
#1526 169,000 24,911 33,990 14.7 20.1

SOUTH DAKOTA

(gross

income)

0-$150,000 11 $374,000 $40,260 10.8

- (gross

income)

$150,000~-

500,000 8 1,147,000 36.695 168,960 3.2 14.7

1,521,000 36,695 209,220 2.4
% Increase of P:opoud"rax ovar 1984 Actual Tax: 470%
Individual company oxmgl;g
#1461 $81,000 $ 1,459 $11,220 1.8 13.9
#1220 339,000 4,198 32,010 1.2 9.4
#1235 228,000 4,750 46,530 2.5 20.4
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GWP ¢ of 1984 Proposed
Category Cos. ~ NWP  Actual  Fed. Tax
WISCONSIN
(gross
income)
0-$150,000 10 $566,000 $47,190
(gross
income)
$150,000~-

500,000 37 6,733,000 319,680 609,180
7,299,000 319,680 656,370

$ Increase of Proposed Tax over 1984 Actual Tax:

Individual company examples

#1131 $67,000
#1044 212,000
#1272 210,000

ALL OTHER STATES

(gross

income)

0-$150,000 1S $827,000

(gross

income)

$150,000~

500,000 24 3,395,000
4,222,000

$ 2,912 $ 4,950
8,719 . 48,510
5,802 10,890

$187,110

159,209 490,080

159,209 677,160

Exhibit B
Page ¥ of 9
$ of

4

[}
NWP
1984  prop. .

8.3
4.7 9.0 7% =
4.4 9.0
105% K
4.3 7.4
4.1 22.9
2.8 5.2
22.6
4. 14.4
3.8 16.0

§ Increase of Proposed Tax over 1984 Actual Tax: 325%

Individual company examples

#1132 116,000
4759 126,000
#1385 102,000

$§ 836 $ 5,280
10,5580 35,640
7,397 50,490

7 4.6
8.4 28.3
7.3 49.5




19683 PRENIUM 70 SURPLUS RATIOS
of
" MUTUAL INSURANCE COMPANIES

Bnod\upon examination
- of 801 1983 Annual
Statements.
Prem. /Surpius
2.00 s } )
- L1501 1.79 1.8
€ {(r " 1.50 2 1 vl
b 50 2 1 |
i \
1.2 § f ‘
Y l".oo 1 3
X -
N ..75 [ § ] ' ¢
.50 31 1) 4 '
4
<25 s 1)
Prem; Income  $150,000 $250,000 §500,000 -$1.58  §5M slon s1sm . $25m
~ W0, Of Cos. . , W17 iy . 28 | 19 % n 0 e
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%7- Exhibit D
)S—Ei\ Page I of 20

. 101
[(3) The term * cash dividends™ includes dividends
2 paid in inferest-bearing scrip, if subject to tax in the hands of

[

the distributees to the same extent as a dividend paid in cash.}

CONDITIONAL AND OTHER EXEMPTIONS OF CORPORATIONS.

5 SEec. 281. The following organizations shall be exempt
6 from taxation under this title— ‘
7 (1) Labor, agricultural, or horticultural organizations;
8 (2) Mutual savings banks not having & capital stock
9 represented by shares; _

10 (3) Fraternal beneficiary societfes, orders, or associa-

11 tions, (a) operating under the lodge system or for the ex-
12 clusive bénefit of the members of a fraternity iteelf oper-
13 ating under the lodge system; and (b) providing for the
14 payment of life, sick, aocident, or other benefits to the mem-
1% bers of such society, order, or association or their dependents;
' (4) mmoﬁc building and Joan associations substan-
17 tially all the business of which is confined to making loans.to
/8 members; and cooperative banks without capital stock ar-
10 ganized and operated for matual purposes and without profis;
20 (5) Cemetery companies owned and operated e&x-
21 dclusively for the benefit of their members or which are »ot
99 operated for profit; and any corporation chartered solely for
burial pnrpous ass m‘ttery corporation and not penmtud
24 bymdlmrﬁonpgommbmmwtn y inci-

[0}
e

" 55-629 O—86——6
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103
(10) .[Farmers’] BENEVOLENT LIFE INSUR-
ANCE ASSOCIATIONS OF -A PURELY LOCAL
CHARACTER, FARMERS' or other mutual bail, eyclone,

casualty. (76)[/ife.] or fire insurance compunies. mutual

phorie companies. (7)[or caxnalty or fire reciprocal or in-
terinsurance exchanges.] or like ofgonizations: but only . if
T8)substantiely el &5 per centum or more of the income

conrists of amounts collected from menibers for the sole pur-

10 pose of meeting losses and expenses; (79)elve bemevalent

11 mutuel life insnrance assncintions not opemied for profic:

12 whore businesn is parely locel and whelly for benefit of i

13  memberss . .. )

14 (11) Farmery’, fruit growers’, or Iike associations,

1
2
8
4
5 ditch or irrig;niun companies, mutual or cooperative tele-
6
1
8
9

15 organized and operated as sales agents for the purpose of
18 marketing the products of members and turning back to
17 them the proceeds of sales, less the neocessary selling ex-
18 penses, on the basis of the quantity of produce farnished by
19 . them; or organized and operated as purchasing agents for
20 the purpose of purchasing supplies and equipment for the
21 wse of members and turning over such supplies and equip-
22 ‘'ment-to such members at ectual cost, plus necessary ex-

23 penses; . . )
e (12) .Corporations organized for the exclusive purpose

25  of holding title to property, collecting income therefrom, 'aud




169

Exhibit D
Pige T oz 20

- Y

D\:ne—ﬂo.“u—#&n;Cchu-q
ICaarrxa 2893 Saasion] "~ .
mReey . .
AR aCT ’
t.pwammmummm.
Be it enacted by the Senate end Howse of B¢ ioss of the
United Siates of America in Congress T@n.&u4ha
b following Tabls o

divided into titles
Conten ~ T .
%——'

Clamification of T T T e

REREREER FFEE  FERTERRE RRERY
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Exhibit D

Page 1 of 20

21 .
hand at the end of the year is retained to mest Jomes and sxpenss or
s returned to members.

Tbe phrase “of & purely local charactar™ spplies to bensvolent life
issgrance asociations, and pot to the other oeganisations specified
setion 101(10). It appliss, bowever, to any organisation sssking
asnption on the ground that it is an organization gimilar to 8 be- -
sevolent life insrance amsociation. As organisation of s puraly local
Mhmwhwhmwdﬁ-uzm“bs i ar
community, place, or district, irrspective, bowevez, of politioal sl
divisions. If the activities of an orgunisstion are limited caly by’
the bordars of & State it cannot be considered to be purely local in

~

(83C. 101. EXZEMPTIONS PROM TAX ON CORPORATIONS.] *
[The follewiag erganisations shall he czempt from mzatien wnder \

oy
writing of nonmutual insurance regardles of amount will deprive o
company of the exemption.

The tarm “casualty” as used in section 101(11) is limited to
ird ’pcmndi:j”” th'::d" m
ige to proparty or ury to third parsons
accident or some such unantici other than

Pated contingency
pot include indemnity from loss through
rerlting in bodily of, the insured. -
{35C. L BXEMPTIONS FROM T, ]
' )
rand

=
!
|
i
5
i
:
F
!
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Internal Revenue Code |

1939

Printed as Vol. 83,-Part 1, U. S. Statutes at Large,

76¢h Congress, Firss Session

United States Coverdment Pristing OfSce, Washington, 1939

T aols by tho 5 of D \C B.C - Prim Popwr covem $1.090 © Dusivsns cvvan 0175
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03 L=

¢ CODIFICATION OF INTERANAL REVENUE LAWS

(e¢) Drpucrions A:.go::noa ?:pudng tbl: n&’ income of an
cot [ [ m paction there
eball be allowed 83 dedactions: pomd by s
ina and pecesary expenses incurred, as provided
Aninunungmﬁddin-eﬁna(b);
Tazes a5 provided in section 28 (c); ’ .
Losses incurred as dafined in sibesction/ (b) (8) of this
5) Subject to the limitation coutained iy section 117 (d),
Joas mwm’: Juring e tasible year frod (e wais-or otbat
ZO)MMWW and bills receiv.
ascertained 10 be worthless - off within the tazable
’mmwdhtmm«l the tazsble year
w under smction 22 (b) (4) is exciuded from gross income;
(8) A resscnable sllowance the exhausion, wear and tear
of property, as provided in section 98 (1) ;
&.&)“Chﬁub& r..udnfonh,een, a8 provided in sec.
93
10 uctions mmm‘.wm&h besction
u‘m\;ﬂdodlpudgn htm'humo!thmo':motmz

inoome included besetion (b) (3 of this section.
fdrbm 'g rm’amun&ﬂ(&a&l:fum

:
i
E
]

SIC M Wmes COUNTRIES AND POSSESSIONS OF

The amount of income, war- and excess-profits posed
toninmtﬁuwmo{&cvnm‘&xzn be

i
Egce
HH
sl
i
H
oix
i

ix
I
g §

B
¥
|
R
%

R
X
5
§
i
]
:
q

S
¢
]
!
1
t
B
|
E

o cantum
!!) Foamaw conrosations.~The tax imposmd by parsgraph (1)
Nlﬂybhﬁpwpmﬁmunﬂudmm;
s i tlnlhit:? unxnhuua‘:-mluu‘p

o T reastu, sy, ol $1)
by them ln":.mah paid MW )
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INCOME TAX 75
(c) Deorcrions.—In sddition to the deductions allowsd to cor- B
porations by sction 33 the following daductions to insuranoe com- - =

also be allowed, unless otherwise allowed.-

197)

! the Re f

1636, 49 Stat. lﬂl.rh'w to ite smendment gynﬂiﬂ MT(‘:)?&
A
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SEIDMAN'S
LEGISLATIVE HISTORY

of
FEDERAL INCOME AND
EXCESS PROFITS TAX LAWS

1953-1939 -
. NRAcT
Y el

Sodman & Sedwman, Cortifies Pubive 4csrunionte
Membor, the Now York Bar -

IN TWO VOLUMES
Vol. I
Through Code Séc. 106

NEW YORK
PRENTICE-HALL, INC.
1954
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Exhibit D
Page 10 of 20
for key to statute type] BECTION an 1493
LEGISLATIVE EISTORY 1988-1061
Set forth 10 Sndmen's Legialaine Nisory of Federal Income Tax Lavs
{1938-1881) as [ollows:
acT szcTION PAST
. 1920 $/an [
1924 2M1(10) b3
1916 11(0)(20th) ”e
m EXTLACT Flord
- Comsds Hew, &*A-r.s
1942 AC:
[$2C. 103. EXEMPTIONS FROM TAT ON CORPORATIONS.: iaﬂ
(11) Murel beih evelone; towr liobiiey; ov fire inourenee U *
J,' o ametieti "“'_Mn‘wk‘_g.
» ] '] soleiv on o mntuel besier R e

L3
¥
:
LS
4
i
!

beld ot the beginning end end of she
tanedic year does not eneved $19010001 X uinal insurance companies
or edsocigtions other than life ér marine (inciuding taterineurers end
reciprocal wndereriters) uriling ne insurance centracts ether than -
mulual insurance contractsd if the gross amownt receired during the /= oire o o=

iazadle year from interest. diridends, vents, and premiwms (including <

depenits and sssesaments} does not exceed §73.000; -

Committes Reports

Report=Ways anéd Mesas Com. The exemprion provided 1n section
mittes (T7th Cong., 34 Sess., I Rept. 101 (11 has heen revised 20 that 1t
$330).=The reveawe derived from  will be limnted 10 mutual companies

:""""::"""F‘“‘ 101 (1), o hn-a :'l:”oubnlogn:ll,
bough metion wes erigaally  over 90 pereent ompanies v
deugned 6 cxempt only swall sad be emmpt frem fling retwns wnder

i
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SECTION
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1488

SECTION 10:(11)

huyumum-l

e .mwﬁt
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Committes Noarings

Ways sad Means Com- OBriea—Tress. Dept.—p. 98-100)

[
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|

@ r
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l_l.lltn.' 2033-34)
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CNENACTED ASLATED PROVINIONS

(Sec. 107 (6) of Seaate Wl

It provided, Weongh
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041-42). R, 1280

-
thas
. Yal.
Coul

", p.
rense

>

siriekes by the Osnfarence Committan, bad to do with

and beslth In

1d

This
ok




169

Wﬁo‘w%/ﬂ/r‘

ntq_ulilyiuu.l!hhmtmeoﬁ?uy ‘This change is to permit
. f reserves for which
e company would receive & and other liability credit under
muon- And 203 \l it could qt;ahfy uud:;. section 201 as & life

(e)(rdau ud.dmm) that com-
ubu 3 %l section will bo a.llo' coa.
vl:‘:m\:gmelm e.pi uﬂ“‘m

a0 or
qum vide funds t0 meet aboormal insursnes losses as are
allowed under section 207 t0 mutual insurance companies other than
life or marine. The uﬂmdhu&':\huem-w«pn-

in section 117 (e) for the of .

o the same hmunon - \n saction 207 relating to mutual issurance
companies other then or marine. Subsection (¢) diminates
wyh 11), (12), »d (13) d the proposed amendment to section
) ﬁmhﬂnﬁdiuuunmmhu vide &
Mmon for the few participating stock companies w pay
dcndo and similar distributions to pahevboldm analogous to the
rum mutual compani Thhwulddnnllws
uem distributions nuh by mutual marine imum«

SECTIOV 167. MUTUAL INSURANCE COMPANIES OTHER
THAN LIFE OR MARINE

mmmumx 7 of the House bill which
revised the exemption in section 101 (11) of the Code 30 that it would
be limited to “ﬂmtulhul cyclone, casualty, liability, otlu insur-
Meonpmotmt&nu (including i~ “erinsurers

underwriters) writing insurance mnhyonumutudbuud
the mean oﬂ.hahdmmnhldu and end of the tax-
Mywdo-maundlloo.w"ndm such compsaies to
Wuummdmig‘-:mutsndmzmm

insurence companies or associstions, other than lifs or m:
interinsurers add reciprocal underwriters) writing no insurance

contracts other t ] ing if the
ved during the taxable yesr from (ntersst, dividends, mu, and
jums %nm deposits s0d sssessmients) does ot exceed
8,000." gross amount received from interest, d.mdml-. rents,

2 (b) of ™

.

Exhibit D
Page IT of 20
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(94 V/,A'“ s Tt e w

SUBCHAPTER C—=SUPPLEMENTAL PROVISIONS »
Supplement A~-Rates of Tax
[s: 5 Sabeh B, Panl)
[Bes. 201)
- SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.

m‘hc following erganisations shall be exempt from taxation wader this
{0
(1) Labor, agri i, or b isath

(llnu-ﬂuﬂlph-hmmhcnwuﬂmtdby
’- . & Rel 0

(A) i
uader the lodge sysiem or m me udum Mcﬁx ol the members of &
fraternity itself opersting under the lodge sysiem; and (I) proniding for the

peyment of life. sick. accident, or other benelits 15 the members of such N
seciety, arder, or or Uheir ¢
) D ic building and Joan < lally all the b

o whith is conbaed to -.m. luu t» -tnbm -md mfw halu
wthowt capial siock and withos!

- (l) Cemetery companies ewned and cpernted exelusively for the benefit
of their -nhna-mmmmdl-.nlrn‘nymlm
chartered solely for berial o s y u‘-ﬂ’n

amitted by its tharier to engage in any Dusiness not ecesssrily incident 10
Mm--nd&mmndnumgommmany
private sharcholder or individual;
(6) Cmm udmemky:bm.hd.uhu‘niu organ-
d and foe seientific, hterary, or .
mcawwmwhmmlhduulqu:hﬂhmnnmm.
umdmm-mud'hu:hhlmn benefis of any prvate
and oo part of the d'high
ﬁwmuuumpnunuhmn ing, to infly legralati

) B lagues, chamb o, real beards, or
Soards of trade, not crqavised for Mndumdtﬁmwnu
mm»mm,«ummuw«-uw

(8) Civie leagues or -pmnucu organized for Ithtnmud
T R S Al St o

ves, the Mem wi to a lﬂl
mwm m.. -Hulhv.um 20t esarnings of

-‘MW u:\dﬂcm pdm

nmmﬂdmmc

(10) B istions of & purely lecal character,
wereel ditch or leri) mw telephons com:
panies, of like mmﬂﬂmcmumdmm
consists of smonnts bers for the sole purpose of meeting

m ﬂnul' other than fife &
¢ interinserers and mml il the gross amewn
n«h‘dmuhunbk from dividends, rents. snd premi-

s (incheding Mza‘mn!mmmm
Internal Revenne Code Sarvies
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- L]
[ ] })
lasems Tty Compeni
{Sec. 208)
SEC. 205. TAXXS OF FOREIGN COUNTRIES AND POSSISSIONS OF
UNITED STATES.

The amount of income, war-profits, and excess-profits mxes imposed by
foreign countries or possasssons of the Unite § States shall be aliowed a3 a credit
asgunst the tax of 3 domestic insurance company subject 19 the tax imposed dy
section 201, 204, or 307, to Lhe extent ymm in the case of 3 domestic corpora-
tion. in saction 131, and in the case of the tax imposed Dy section 201 or 204 “net
income™ as usad in saction 131 means the net income as defined in this

,:-w fon. 305, Rovesws Ast of 100
{See. 296}
6XC. 298 COMPUTATION OF GROSS INCOME.
The gross income of insurance companies subject to the ux imposed by
section 201 or 204 shall mot be determined in the mananer provided in secucn 119,

Sowree: Se¢. 204, Ravenwe Am o 1908
)lo.-'.

(Ses. 207}
'N uc 207, MUTUAL INSURANCE COMPANIRS OTHER TMAN LIFE
OR MARINE. . .
(Ses. 297 (2)
4

(s) lurentrion @ Tax—=Thers shali be levied collected, and paid for each

(A) Normal Tax—=A normal tax en the mormal-tax net incoms,
8t the rates previded in section 13 or section 14 (b), or JO per
mdhmcmhnhmm-mmmm

(D) Sertax.—A suriaz oa the COTPOrIion suriax met iacome, esemn-
puted ot Ve mm‘hmll(ﬂ.wawmmdm
ameutt by which the corperation smrtan et excoeds

Exhibit D
Fage 17 of 20
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92 Iatermal Revense Code—Chaptar §
. e Lavdiaps up 0 000

See. 207. Matual laserunce Conpanias Othar Than Lils or Marine—Contineed
(D) Sersz~=A surtax 08 the corporstion suftas aet income, tom-

—— puted at the rates provided in section 1S (D), er 32 per centum of the
amownt by which the corporatioa ssrax set income eicesds 330,000,
whichever is the lesser.

(4) Gaoss ameuwy mctvee ovin $75.000 30T Laas THAR $125.000.1f the
m amount nednd Mu the uuilc year from mm dwndends, rents,
is over $75,000 but less

0 the amesnt sscertained under such parsaraph, computed without reference

$) FoMcy MUTEAL TIURANCE SVMPANTES STRER YRAW LIFY 08 [rpran.

i lumu
this section but shall be tanable as other
(Sen. 387 (V)
Inanee, Eve—=ln the case of an iasurasnce compasy smbject

- HUE.="Cross lnvestment income™ mesns the
mmdbmc‘vhgtkuuﬂc from interest, dividends,
rents,

st
3%

vided in
n TN ="Net premivms” -um #T088 premivms (including
deposits snd assessments) written or during
munhhmmnmmhu:mmm ineurred for
3 A ﬂtmlb.ﬂhﬁhlhtnur-
but d ds wpon |M of the or the 4::'-

A) Tan-free Interest.—=The ameunt of interest which under section
a()).gﬂhﬂbidhmwhmtmmm:

aid 4
during the taxsbie year. If any general cxpenses sre in part agsinned to
o0 inclod e total deduction under this
subparagraph shall ast excoed of § per aenrom Af the mean
dt{:bﬁmdhh«udmhﬂdum snd end
. of ¢ Mw“ﬁmgshmhvn.m% -
mu-m:nu ree i Howed beection (b) (4)
(A), exsends 336 per contum of the book value of the mean of the
inves u‘mhl‘umhﬁuﬂnu‘u‘dmm»hm.

See. 207 WHQMMRMM -
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4 101 .
[(3) The term “ cash dividends” includes dividends
paid in interest-bearing scrip, if subject to tax in the hands of
the distributees to the same extent as a dividend paid in cash.]
CONDITIONAL AXD OTRER EXEMPTIONS OF ORPORATIONS.
8zc. 231. The following organizations sball be exempt
from tazation under this title— -
(1) Labor, agricultural, or horticultural orginiations;
(2) Mutaal savings banks not having a capital stock

vrepmentcd by shares;

(3) Fraternal beneficiary societfes, orders, or associa-
tions, (a) openfing under the lodge tymm*or for the ex-
clusive benefit of the members of & fratemity itself oper-
ating under the lodge system; and (b) providing for the
payment of life, sick, accident, or other benefits to the mem-
bers of sich society, order, or zssociation or their depradents;

(4) Domestic builditg and Joan associations substan-
tially all the business of wﬁicb is confined to making loans.to
members; and cooperative banks without capital stock ar-
ganized and operated for matual purposes and without profit;

(5) Cemetery companies owned and op-nted\ -
clusively for the benefit of their members or which are not
operated for profit; and any corporation chartered solely for
hﬁdpntpomuamourywrpouﬁoindmw
by its charter to engage in any business not necessarily inci-
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103

(10) [Farmers’] BENEVOLENT LIFE INSUR-
ANCE ASSOCIATIONS OF -A PURELY LOCAL
CHARACTER. FARMERS' or other mutual bail, eyelone,
casualty. (78)[!ife.] or fire insurance .comp:miec. mutual
ditch or irrigation companies, mutual or cooperative tele-
plhone companies. (77)[or caxualty or fire reciprocal or in-
terinsurance exrchanges,} or like organizations: but only if
(T8)-tthtunstialy ol &3 per centum or more of the income
consists of amounts collected fromi members for the sole pui-
pose of meeting losses and expenses; (F)lo benevolent
whose businesn is purely: Jocal and whells for beaefit of it
memberss .

(11) Farmers’, fruit growers’, or like amcintions,‘
organized and operated as sales d}ehts for the purpose of
marketing the products of members and turning back:to
them the proceeds of mles, less the necessary selling es-
penses, on the basis of the quantity of produce furnished by
them; or organized and operated as purchasing agents for
the purpose of purchasing sapplies and equipment for the
wse of members and turning over such supplies and eqnip-
‘ment to such members at actual ocost, plus necessary ex-
penses; .

{(12) . Corporations organized for the exclusive purpose
of holding title to property, collecting income therefrom, and

*
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Exhibit G
PROPERTY AND CASUALTY INSURANCE COMPANIES
POLICYHOLDER'S DIVIDENDS
m 1980 b1} 1082 198
Stock . $607,311 $720,748 $883,538 $980,342 $1,095,750
Mutnal $509,512 $660,192 $669,075 $730,701 $814,821 <

These numbers were developed by applying the dividend ratio to the earned
premiums for each group.

S

INCOM RE 2 T. -
A PRECENTAGE OF AVE )4 ) 4 U
197 0 g e 1983
Stoek 29.1% 27.3% 10.4% 15.8% 10.4%
Mutual 237.0% 28.3% 12.4% 17.8% 16.8%

*The Net Income figure h equivalent to Annual Statement Page 4, Line 18.
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STATEMENT OF BRADFORD W. MITCHELL, CHAIRMAN, NATIONAL
ASSOCIATION OF INDEPENDENT INSURERS, HARLEYSVILLE, PA

The CHAalRMAN. Mr. Mitchell. .

Mr. MrrcHELL. Thank you, Mr. Chairman. :

My name is Bradford Mitchell. I am chairman and CEO of Har-
leysville insurance companies located in Harleysville, PA. I am also
this year the chairman of the National Association of Independent
Insurers, which is a trade organijzation of some 500 insurance com-
panies; approximately 350 of them are stock companies; and ap-
proximately 150 are organized on the mutual basis.

NAII has filed a statement recording its feelings and objections
with respect to all four of the administration’s proposals.

I would like in my time allotted this morning, if I may, to refer
to the QRA portion of those proposals. And, in ﬁarticular, to the
effect that that type of provision would have on the solvency of in-
surance companies and on State regulation of insurance companies.

The QRA presents a very new and novel method of reserving. It
is based on the assumption that the correct reserve for an insur-
ance company is not the full reserve required, but something less
‘than the full reserve. This is conceptually wrong. Any method of
discounting is conceptually wrong. }

It will undercut the ability of State regulatory authorities to
ensure the safety and sound financial condition of the insurance
companies that they regulate. )

This is exceptionally important when dealing with property/cas-
ualty companies because it is not just the stockholders of a particu-
lar company that will suffer if an insurance company goes under.
It will be the policyholders and claimants of that company who will
suffer the most from the insolvency of an insurance company.

Our Federal tax laws since 1921 have recognized that amounts
held for the account of others in an insurance company are not the
property of the insurance company, but rather the fropert‘{ of the

licyholders and claimants for whom they are held. And, there-

ore, those amounts are not taxable to the insurance company.

Therefore, since the largest parts of the assets held by any insur-
ance company are for the account of policyholders and claimants,
thley a:-e the ones who will lose the most if a compeny becomes in-
solvent.

Gentlemen, I believe it is very important, and I believe a confu-
sion has sometimes arisen, between property/casualty insurance
companies and life insurance companies with respect to reserves. -
The reserves of property/casualty companies are for occurrences,
losses that have alread, occurrec{ They have occurred. They may
not have been paid yet, but they have occurred.

With respect to a life insurance reserve, as soon as you are in-
sured by a life insurence company, it starts to set up a reserve be-
cause it knows you will die some day, and some day it will have to
E:%l that amount. A property/casualty company sells its product

ore it knows what it costs it and it does not establish a reserve
until the loss occurs. So we are talking about reserves for losses al-
ready in existence. =

The fundamental solvency and safeguard of insurance companies
through State regulation is the maintenance of adequate reserves.
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It is easy for one to say that the Federal tax law will not affect
State regulation, and the fact that the companies are taxed on a
different basis as a result of their posted reserves required by the
tax law does not affect what Stateé regulators must do. But that is
not as easily adhered to in the long run. If you have two different
concepts, one by the Federal Government, one by the State govern-
ment, eventually, one will arise as being the one dominant theory
in concept. Financially marginal companies will insist upon that if
it is good enough for the Federal Government, it is good enough for
the State government, and reserves will be discounted and the sol-
vency of that company will be in jeopardy. .

In conclusion, the NAII objects to all of the proposals submitted
by the administration and especially to the QRA proposal.

The CHAIRMAN. There are none of them that you like.

Mr. MircHELL. None of them that I like, Senator. [Laughter.)

The CHAIRMAN. Not even the reduction in corporate taxation?

Mr. MrrcHELL. I missed that one. [Laughter.]

[The prepared written statement of Mr. Mitchell follows:]

STATEMENT OF THE NATIONAL ASSOCIATION OF INDEPENDENT INSURERS

The National Association of Independent Insurers (NAID) is a voluntary, non-
profit trade assocation of property and casualty com?anies and an approved statisti-
cal-advisory organization. It was founded in 1945, following the enactment of the
McCarran-Ferguson Act, which confirmed the propriety of state regulation of insur-

ance.
NAIl's founders sought enactment of state legislation permitting independence in
ricing and policy forms, in the belief that vigorous competition would provide the
insurance-buying public with the broadest protection at the lowest price. The sound-
ness of that purpose is demonstrated by the fact that NAII has grown from the 21
charter members with a premium volume of $90 million to a membership of some
500 companies with a premium volume over $26 billion in 1984. NAII represents
companies of all types of corporate structure—including stocks, mutuals, reciprocals
and Lloyds—ranging in size from one-state writers to large multi-state companies.
This large and diverse membership provides a strong voice rerresenting the broad-
est range of views on major issues. )

The Administration proposals would make the following changes:

1. Property and casualty (“P & C”) insurance companies would be taxed as if the
had discounted their reserves, using a new and novel “qualified reserve account”
procedure.

2. Taxpayers (policyholders and claimants) would be permitted to deduct other-
wise deductible losses regardless of whether they were insured.

3. Three provisions of ¢yrrent law providing certain deductions for mutual compa-
nies would be repealed. The stated purposes of these prorosals is to “level the pl:r
ing field”-between stock and mutual P & C companies. In fact the proposals would
upset the competitive balance which now exists.

NAII submits that all of these pro are conceptually wrong.

The discounting proposal is not only wrong, but dangerous, as it would, if enacted,
put the Federal ggwemment’s imprimatur on concepts which, if they gain currency,
will undermine the ability of state regulatory agencies to protect policyholders an
claimants from com msolven%y. o

“The QRA pro would tax a P & C company on amounts substantially in excess
of the cor{_xgany s economic income—a result which we understand the 'l";easury to
concede. That would inflate the costs of P & C companies, with the greatest infla-
tion occurring on the riskiest coverage that are even now difficult for the public to
obtain. Those cover will become even less available, and premium increases will
be necessary across the board on all major coverages. The resulting turmoil will put
further strain on solvencx;‘safeguards in an already distressed industry. In most
other industries the soundness of a company's financial condition is a concern pri-
marily of investors, but in the P & C industry it is policyholders and claimants who
suffer most when insolvency occurs.

In the of those proposals that would increase the tax of mutual companies,
_ the ostensible purpose is to “level the playing field” between stock and mutual com-
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panies. However, the proposals would only undo leveling previously done. They
would reverse parts of an earlier legislative package which Congress enacted in 1962
to “level the playing field.” NAII represents both stock and mutual companies—
over 350 stock com;;anies, some 100 mutuals, and approxima,teli; 30 other types of
companies. The NAII membership believes that, as a result of the 1962 legislation,
the present cf)layilnf field is relatively level, that the issue of level playing fields
need not and should not be reopened in this industry and that the existing provi-
sions with respect to mutual companies should not be repealed. The most persuasive
_proof that the provisions in_issue do not create unneutral conditions lies in the fact
that the stock companies are not complaining.

The nature of insurance and of property and casualty insurance in particular

In order to understand insurance taxation one must understand the special
nature of insurance underwriting.

Insurance is an institution to permit the pooling of funds by policyholders in
order to share risk. Over the years a variety of entity arrangements—partnerships,
stock corporations, mutual companies, reciprocals, Is, etc.—have emerged to re-
ceive, hold and administer the pool of funds. But the essential nature of the func-
tion has remained the same in each case.

Property and casualty insurance is fundamentally different from life insurance.
In property and casualty insurance policyholders pool their funds for the purpose of
paying losses sustained by a few of them. The risk shared by pooling relates to eco-
nomic loss currently sustained.

Life insurance is likewise a pooling device for risk sharing. But, unlike property
and casualty insurance the life insurance risk relates primarily to a saving purpose,
rather than to loss compensation. The holder of a life policy desires to save some
specified amount for some future event. The most common event is death, but it
may also be such events as retirement or attaining college age. The risk to be

- shared is that the policyholder will not live long enough (mortality risk) or stay well
enough (morbidity risk) to put away the desired amount.

While the purposes—Iloss compensation and saving—are different, the essential
concept in both cases is that the pool is held and nurtured as an asset belonginf to
the policyholders who have paid into it. Assets are released from the policyholder
pool and become “income” to the administering entity, i.e., the “com‘fany”, only
when it is clear that they are no longer needed to satisfy the policyholders’ claims.
The mechanism for determining when assets are no longer needed is “reserving”,
which is carried out under explicit, well developed rules, regulated and closely scru-
tinized by state regulatory agencies. Premiums go into the pool in the first instance
and earnings on those premiums go into the pool to the extent they are determined
to be needed under the reserving mechanism.

Further, companies are required by state lators to maintain prescribed levels
of “capital and surplus” as a cushion against inadequacies that may develop in the
pool. If the reserving mechanism determines at any time that the pool is deficien
the “company" is required to transfer additional amounts from its own “capital
and “surplus’, ie., from amounts originally paid in by its owners (“capital”) and
froT(amoulnts )previously determined not to be needed and thus released from the
xm “Burp us” , .

As in the case of banks and financial institutions, public regulation for solvency is
required because the threat of insolvency is a threat to the public at large, not just
to the owners of the company. The fundamental solvency safeguard is the mainte-
nance, at all times, of adequate reserves and capital and surplus. That adequa? de-
pends upon common acceptance of standards of adequacy by the industry and the
public and upon the vigilance and ability of state regulators to enforce those stand-
ards when necessary. ,

Operation of the tax rules

Tax rules apﬁlicable to property and casualty insurers follow the general conec:‘rts
described. To the extent premiums and income from investing premiums are needed
for policyholder gu , they must be set aside in the pool for those purposes. This
is required by the insurance regulators of every state. To the extent that these
items are being held for the account of others and they have not yet inured to the
company’s benefit, the compan&his not yet better off, and, accordingly, it has no
income—taxable or otherwise. When it is clear that they are no longer needed and
they are released to the company, they become income to it, but not before. It is at
that point that they are taxed.

SFecifieally, premiums that relate to future periods (“unearned premiums”) are
still needed and are therefore held in “reserve” and not subjected to tax until

3
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“earned”. Premiums that relate to the current or prior périods (i.e., “earned premi-
ums"”) are still needed to the extent required to take care of losses that have already
occurred and, to that extent, are not included in income. That is a groper result for
two reasons: because there is no reason to tax amounts which the policyholders
have set aside to pay out on their own behalf, and because real economic losses have
already occurred. In practice, all or all but a small fraction of earned premiums are
used to pay losses that have already occurred at the time the premiums are earned,
and are, accordingly, never rel to the company’s own account. However, to the
extent that premiums earned at the end of any accounting period exceed the losses
that have actually occurred, the excess is income to the company and is taxable.

Investment income involves somewhat different considerations because, unlike
premiums, it i8 not simply a transfer from the policyholder to be used for particular
purposes, but is an amount of newly earned income. Investment income is accord-
ingly taxed currently, as earned. However, to the extent that premiums are insuffi-
cient and investment income is needed to offset losses that have actually occurred,
the investment income is offset by the excess of these losses over earned premiums.

It is important to keeP in mind always that the amounts of premium or invest-
ment income which are “needed” and must be retained in the pool are losses grow-
ing out of events that have actually already occurred, as distinguished from losses
from events which may occur at some future date. Thus the term “reserve” in this
property and casualty loss context does not include provision for future events, al-
though in other business and insurance contexts, including life insurance, the term
“reserve” is often used to describe a present provision for a future event.

The proposal that would have the largest and most adverse impact on the P & C
industry involves the concept of discounting company reservers.

As explained above, reserves are the mechanisms by which a company excludes
from its mceths the amounts it is required to hold and use for the benefit of policy-
holders and claimants. As the reserve amounts are held, so to speak, “in trust” for
others and may not be used for the company’s own purposes, they do not constitute
“income” to the company.?
. The basic concept at issue is whether, in computing its income, a P & C company

should reserve (i.e., exclude from its receipts) the full amount required to dis-
charge the obligations to others, or whether it should reserve a lesser amount, equal
to the “full reserve” reduced (i.e., “discounted”) by an amount reflecting the invest-
- ment income it expects to earn on the reserves in the interim period before the
funds reserved will actually have to be paid out.

In order to discuss clearly the dicounting of P & C reserves, it is important to be
clear about terminology, as the terms “discount” and “discounting” are used differ-
ently in different contexts. They can, for example, refer to any reduction in an
amount—as in the case of a retailer who “discounts” prices. In financial computa-
tions, they usually refer to reductions based on the income value of funds over some
future time period, i.e., reductions calculated with reference to some assumed rate
of ‘earnings over some assumed future time period. The rate of earnings assumed
may be an aftertax rate or a pre-tax rate, depending on the context. Perhaps the
most common use of the term in a financial context is in connection with so-called
“discounted cash flow analyses”, which compute the “present value” of payments to
be made or received in the future. In that context the amount of the “discount”
changes as the “present” date moves closer in time to the date df payment or re-
ceipt and a pre-tax rate is normally used.

ox;vﬁlllrposes of the discussion that follows, the terms “discount” and “discount-
ing” be used to refer to any reduction based on the income value of funds over
time, and not to any particular method of computing that value or to the points in
time at which the value is computed. It will be seen as the discussion moves forward
that the .Admihistration proposals and the GAO pro involve different dis-
counting techniques, that the GAO proposals are on the traditional methods
for computing changing present values and that the Administration proposals rest
on différent discounting concepts, which are sufficiently new and novel that they

7 Note that even the Administration’s proposal assumes that the bulk of a P & C company's
receipts do not constitute income at all. t is normally the case for a party whose receipts are
received, not for its own use, but for the account of others. E.g., receipts by a bank from deposi-
tors-are not an item of. groes income, nor are receipis by a trustee from a settlor. Thus, e
section § 882, which defines groes income of P & C companies, excludes from gross income the
amount of the taxpayer’'s reserves for losses and loss expense and unearned premium. Although
these reserves are technically “exclusions” from inconie rather than “‘deductions,” the arithme>
tic result is the same and the terms are commonly used interchangeably.
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.ed from the P & C company.

. serves reflect the amount it is required by hwaty.ho |
- arder to'cover losses that have already occurred.? The, present 8 —for legal and
" "financial purposes, as well as tax purposés—is; and always has been, to require the

 loeses. The. public, whose funds it is that have beeti. e to the company to 7
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are not even thought of as ‘‘discounting’” by many pe;‘t{ons accustomed to working
with conventional present value computations. A -

The Administration proposal would tax P & C companies “as if’ they discounted
their reserves for losses, loss expense and unearned premjums. It would not actually
require reserves to be discounted, but discounting would be the standard of refer-
ence for measuring tax liability and if the company did not discount in the pre-
scribed way in the first instance, subsequent tax remittances would. be adjusted to
put it in the same position as if it had. As indicated, the method of discounting pro-
posed as the standard of reference differs from the method most commonly used (ie.,
in discounted cash flow analyses) in two major respects: (1) it uses an after-tax dis-
count rate and (2) it does not permit deductions for increases in the reserves as the
amount of discount decreases (and the present value increases) with. the passage of
time, with the result that the full loss amount is never deducted. |

The Comptroller General has also issued a report on the taxation of P & C compa-
nies. While it, too, recommends the discounting of loes reserves, it disagrees with
the Administration as to the method of discounting, finding the Administration pro-
posal both erroneous and too complicated. It would use the traditional discounting
procedures used for cash flow analysis, based on a pre-tax discount rate and provid-
ing additional deductions as the dwindling discount caused the reserve to increase,
tgxithl the result that there would be, ultimately, deduction for, the entire amount of

e losses. . : D .

Both discounting methods would increase the tax liabilitie#” of P & C companies.
As the GAO method provides ultimately for deduction of all actual losses and the
Administration method does not, the GAO method would increase tax liabilities in
substantially lesser amount than the Administration method.

NAII submits that discounting, under either method, is erroneous. Both the Ad-
ministration proposal and the GAO proposal rest upon-mistaken notions as to the
nature of the P & C company’s function. Further, there is no conceivable way that .
the Administration method can be justified as properly measuring the economie
income of a P & C company, as an entity. As will be shown later, the Administra- ’

tion method would double tax a substantial portion of investment income and would =~ -
impose tax even in situations where the company clearly has an_econgmic loss. The ° ;

Administration proposal can be (and is) defended. only on the a;gumeﬁtr that some - ‘ i
portion of the amount ultimately paid to injured parties represents investment
income to them which, since Congress is unwilling to. tax it there, should be collect-

o Ji . ‘ L
‘Discounting is erroneous, whatever the method i , e
. “Discoutiting” of ﬁroperty‘and casualty loss reserves ® would be wrong, whatever
the déacounting method used. ., . ’ B
AP & C-company receives funds for the purpose of reimbursing 1

osses, . Logs, re-
oid, for the acco tofotltﬁ?;. in

company to hold for the accouflt of others (i.e., to “reservel) the full amount of the

hold, is entitled to have the })mdg:k‘éld available for-thé purposes they were paid
in—and not for the P & C company's own use—to the full extent of the logses that

.have occurred. If the P & C company were permitted to dip into those amounts, on .. .

the grounds it wold replenish theifunds with amounts it expects to earn’ldter, the
risk to the public is obvious. (There is risk to the public even with full reserving, as
the estimated amounts of loss subject to considerable uncertainty and hard-
pressed companies may be tempted & shade the estimates downward, thus releesing
more of the receipts for their 6wn use.) SRR IR e
Thus the key features of the present system of full reserving are (1) that the com. -
pany is not legtilly entitled' t5 take, as its own .income, that portion oPits receipts.:

Gt ; L R ‘
" 8The Administration proposal would .diacounting concepts 10 othar P &C reerves. , .,
'IhédhcAugwn here d m lmm%?ﬁ?%y&l )juuu are the same for all the, r-'f'*'

rves. - e :
® It is important not to con! this situation, where the economic loss has dlready wcurn‘m
with the situation in other industries where provision oftbn called “reserves”, is made for g:obo-
ble future losses or expenditures. Where, as here, loss has al y-gceurred, it should be ac- .
counted for in full in eomputl:& taxable income when it occurs. If it is not, taxable income in
the system as a whole will econtttnic income. ) : ; -

o )
e
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which is equal to the full amount of the estimated loss, and (2) that investment
income will be treated as taxable income when it is actually received.!®

All methods of discounting, on the other hand, rest on the premises that (1) the
comrany need not be treated as holding for others the full amounts required to pay

osses, (2) but m%reduce the amounts so held by the amount of expected future
investment income. The result of any method of discounting is to reduce the amount
of loss excluded from income, and the amount of that reduction is the value of
future investment income. thus, while the result can be described as a reduction in
the amount of loss, that is simply a way of including in taxable income, in advance,
the value of projected future investment income. (The extra twist in the Administra-
tion proj is that while the tax liability for investment income would in econom-
ic effect be incurred in advance of the income, the taxpayer can elect to remit a part
or all of the liability at a later date, provided that it augments the later remittance
by any investment income it earns as a result of delaying remittance.)

Discounting is wrong for P & C companies because the companies have no true
economic income upon receipt of funds which they are legally required to hold for
others, not for their own use, and beacuse investment income should not be treated
as taxable-—to anyone—inadvance of the time it is earned.

To illustrate these principles, assume that a P & C company receives funds for the
purpose of reimbursing an aeci%:; that the accident occurs and that it is deter-
mined that the amount of the omic loes for which reimbursement will be re-
quired is $100. The issue is whether, in determining the amounts available to it as
income, the com‘fany should exclude from its receipts the full $1001! or.
whether it should reduce (i.e., “discount”) the -$100 by $x, where x reflects invest-
ment income expected to be earned on the reserve funds before they are required to
be paid out in reimbursement. Reducing the amount of receipts that are excluded in
computing income is, in effect, increasing the amount of income. Thus, the effect of
discounting the reserve by $x, where x represents the value of exmcted future in-
vestment income, is to tax immediately the value of that expected future income. It
will be observed that if the value of the expected future investment income, $x, is
taxed before the®investment income is actually received, then if and when that
incomg is actually. received, at least $x must sumehow be-excluded from tax in order:
to avpid taxinﬁ the same income twicerIt will be seen later that the traditiongl dis-- -
. countbd cash flow tx‘:‘;of discounting does at least avoid that double taxation, but
" . that the method of di untingpimplimt in the Administration proposal doee not.

. In sum, the discounting of P & C loes' reserves would crate major distortions in

the taxation of economic income: liability for tax on future investment, income
would be treated as arising before the investment income arises, a result given
eﬂ‘::ted through the disallowance of a part of the true economic loss that has oc-
curred. . :

Discounting would sertously undermine the 'mancial integrity of State (eguiation
. and the operating framework o[;he rP&C Imft?stry . T
Exhibit B, attached, is a resolution of the National Association gt:iinduggcé Com-
missioners (NAIC), adopted in June of this year. It reflects the view of regula-
e

tors—identical to that of NAIl and the P & C com jated--that the pro-
posed changes in reserving for tax purposes will undermine efforts to “preserve the
safety and soundness of insurers”. .. g

The threat which the Administration proposals pose to saféty and soundness
arises from the fact that they rest on concepts and dssumptions inconsistent with
those nndelxinning the existing accounting and regulatory rules. The concept of dis-
counting strikes at tl‘a‘:lprimary objective of all operating and accounting procedures
for property and casualty insurance: financial integrlg and meticulous responsibil-
ity tio v&ﬁcyholders ang gli:imanta, whoee money it ly is that the companies are
rece) , reserving an u .

The basic assumption underlying the longstanding system of P & C insurance ac-
counting is that when funds are paid into the company in the form of premiums,

10]¢ should be noted that life insurance reflects entirely different factors. Unlike ‘moperty cas-
ualty insurance, it involves no present economic losa that reduces income in economic
system. Life insurance is a sa: device, subject to future uncertainties. Discounting there is

¢ _~_an arithmateical technique fovrhﬁeminlu how mucn of the current payments the company

be required to hold for the account of the policyholder.
"lf:lOOofpnmiumanomﬂtmﬁfmthepnmmofnimbnrdmnslwlou
to the grantor or other and the trustee had no t to any of it, no one would
wfmmatmepmdthetloommmmwthetmﬁw. regulatory rules governing
P & C insurance are essentially specialised trust rules, . .
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those funds and the investment income on those funds must be held inviolate for
third parties, namely, the policyholders who paid the funds in as premiums and the
injured parties having claims under the policies. The hope or expectation that the
funds held in reserve will earn income tomorrow does not justify the company’s re-
serving today for less than the full liability. -

Discounting, as indicated, is based on a contrary concept. The discounting concept
is that a company need not hold a full reserve, but only a discounted reserve, and
that it is entitled to take as income for itself, from the monies paid in by the policy-
holders, the amount which it hopes to earn on those amounts in the future. In
short, discounting is based on the premise that the full reserving presently required
is excessive.

In the abstract, discounting for tax purposes need not dictete discounting for fi-
nancial or regulatory p:ﬂ)osee. But, in practice, tax accounting rules create irresist-
ible pressure for other rules to follow and establish conceptual approaches that take
root in other fields where they do not belong. )

Regulation to ensure solvency is presently entrusted to state regulatory agencies.”” "~
The ability of the states to regulate in a way that ensures solvency would be greatly
hampered if any discounting method should be enacted or endorsed. It is easy to say
that the regulators could continue to enforce the rules requiring full reserving, no
matter what is done for tax purposes. But reality is otherwise. State regulation does
rest, of course, upon specific regulatory rules; but the rules, in turn, rest upon
common acceptance of underlying oonce})ts. If a concept is adopted which holds that
a larger part of the aggregate income from premiums and investments belongs to
the company as its income, the other side of the coin is that a smaller part of that
aggregate income represents the reserves against which claimants and policyholders
have rights, Financially marginal companies will press for such rules, administra-
tively and in court. lators will find it difficult, if not impossible, to resist
income concepts that are endorsed by the Federal Treasury, and policyholders and
claimants will have less protection. The lators’ ultimate enforcement sanction
is to take over the company, but whether they have the gﬂht to do so will depend
upon whether the company is insolvent which, in turn, will depend upon the key
question of whether its true liabilities are to be measured on a discounted or undis-
counted basis. One need only look to recent insolvency actions, including the many
that involve savings and loans institutions, to see that litigation over the concepts
applicable to valuing liabilities is a serious and constantly recurring problem.

t really is at stake is the erosion of the principle that the company has no
right to use as its own (and has, to that extent, no income) those amounts which are
uired to Fad\)rain full the claims known presently to exist.

Srosion of t prin(:iifle will seriously undermine financial integrity and jeopard-
ize the resources not only of the companies; but also of millions of policyholders and
claimants.

Discounting—The QRA proposal in particular .

The fundamental premise of the QRA proposal is that the proper deduction for a
loss is a discounted amount, computed at an after-tax discount rate for the period
between the time the deduction is taken and the date the loss is actually paid, and
that no additional deduction would be allowed notwithstanding that an -amount
greater than the deduction must ultimately be paid.

The deduction described becomes the standard of reference. The company would
be permitted to deduct a different amount in the first instance—including, if it
should choose to do so, the full reserve deductible under present law. But if it de-
ducts an amount greater than the “proper” discounted amount, it would incur an
additional tax, at a later date, to put it in the same position as if it had o caf'
deducted only the discounted amount. Thus, while the company would not -
lyberﬁuiredwusethodincountedresorveintheﬁmt ance, it would in the end
e .

as if it had. ‘

: ‘ would tax investment income twice.—The proposal requires the taxpayer

v to pay tax, either initially or later, as if ifh reserves wgre dipeoul:?ad As in all meth-
ods of discounting, the effect of the proposal is to im tax liability as if invest-

ment income arose in advance of the time it is received by the com A

. Under QRA, the com s taxable income would include a part of its investment

income twice. It would include, as a:&reoent, all the investment income a

earned at the time it is earned. In addition, it would re-include (in effect, in ad...

vance) that portion of the investment income allocable to the QRA reserve, redu

by the tax allocable to that income, (See Exhibits A~1—A-4.) Tax exempt income

(i.e., on state and local bonds) would be taxed on only the second, the “re-inclusion”

compbnent—i.e., it would continue to be exempt from tax when actually received, .
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but an amount equal to the value of the “after-tax’ portion of such exempt income
would be included (in effect, in advance) in taxable income.

The adverse effect of QRA is thus twofold: it taxes a part of investment income in
advance and it taxes the same amount again when the income is actually received.
The result is to impose a tax burden that is siﬁ'niﬁcantly higher for P & C compa-
nies than for other companies and is unfair to the P & C insurance industry.

Exhibit A illustrates, with several examples, how it is that the QRA taxes a por-
tion of the investment income in advance and then taxes all of it again when actual-
ly earned. The exhibit demonstrates how the ultimate liability is adjusted so that
the company always ends up with the same amount regardless of what it claims as
its original contribution to the QRA. It further demonstrates that there would be
tax owing even in many situations where there was an actual economic logs—thus
dramatically illustrating that the system would tax more income than economically

. exists. .

The QRA would seriously undermine the financial integrity of state regulation and
the, opemtinig framework of the P & C industry.—Any system of discounting, as ex-
plained earlier, is based on the concept that full reserving is excessive and that
amounts received in excess of the discounted reserve are income to the company.
That is, also, the basic premise of the QRA system. )

The Administration contends that is not a system of discounting because the
company is free to take its initial QRA reserve deduction in an amount equal to the
full reserve. That is mere quibbling with words. The operative fact is that under
QRA a discounted reserve is the standard of reference for computing tax and the
company would be ultimately taxed as if it had discounted, no matter what deduc-
tion it originally took. It is the concepts involved—not what is initially reported in
the tax return—that poses the threat to solvency safeguards and policing proce-
dures. If the Federal government endorses the concept that the company does not
really have an economic liability for the full reserve, that concept will ultimately
prevail. State statutes that provide otherwise, or seem to provide otherwise, will be
vulnerable, as are all statutes that rest on assumptions that become inconsistent
with what the public generallieperceives to be true, and the ability of regulators to
mctéd on full reserving will compromised and the temptation to relax it en-

1t is 'important, too, to keep in mind that if, under QRA, the company reflects in

its QRA account deduction any amount greater than the discounted standard of ref-
erence amount, it may lessen the amount of tax it must remit immediately, but the
liability is nonetheless there and will be augmented by earnings imputed te it and
remitted at a later date. Notwithstanding :gat remittance of tax is postponed, the
liability and the periodic a entations will reduce its capital and surplus account
immediately. The amounts of liability and augmentation must be estimated, because
they will depend on future investment returns and future settlement events, These
new and uncertain liabilities, too, will need to be policed by state regulators as they
will substantially affect the companies’ cushions against insolvency. Thus, the
s{smn, if enacted, would impose new and uncertain burdens and complexities on
the solvency regulators. )

Other adverse consequences of discounting

Disadvan with respect to foreign insurers.-—Discounting would seriously disad-
vantage the domestic P & C industry in its competition with foreign insurers. P & C
insurance i8 a highly portable international business. No large E t or equipment
is necessary. Marketing can be done thro independent brokers and ts. A
very substantial amount of the insurance of United States risks can be and already
is placed across national borders with insurers opera under more favorable tax
regimes. The discounting of reserves and its accelerated taxation of future income
would substantially increase the costs of domestic insurance and disadvantage do-
mestic insurers in their already fierce competition with foreign insurers. ‘
Complexity and controversy.—Discounting of loss reserves for tax pu what-
ever method might be adopted—would be a nightmare to administer. Conventional
discounting would require the determination of proper discount rates (which would
never be clear cut and would always be changing) and of the estimated future
payout schedule of the losses (which would necessarily bé judgments, based on an
array of statistical data).
* 'The administration claims its QRA proposal would eliminate some of those com-

lexities, and it would—but at the expense of new and different complications. The
aRA method is highly theoretical and would require complex recordkeeping and
computations, It would require, for example, “rate of return” calculations which
sound simple, but which would in fact-be subject to extensive judgmental cost allo-

P
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cations. Similar computations in the life insurance area proved so controversial and
80 erratic among companies, that devising a new system that eliminated the necessi-
ty for them was a widely advertised accomplishment of the 1984 revisions of the life
insurance taxation rules.

Either method of discounting would, in short, require .jud%nenta and estimates
that go beyond the competence of ordinary auditors to police. New l%yers of experts
would be required at the companies, state regulators and the IRS. Smaller compa-
nies would have to go outside for expensive and time consuming consultant and
service arrangements. Endless controversy would be the sure result.

Increased premiums and restricted availability of coverages.—QRA would impose
substantial additional tax costs on P & C companies, able either immediately or
later. P & C companies must cover their costs, including taxes, and earn a fair
return on investment in order to stay in business. Accordingly, if QRA is enacted,
P & C companies will seek to increase premiums to cover the substantially increased
costs it would impose. If they cannot cover costs on particular coverages they will
discontinue writing them. When the increased cost is non-deductible—as in the case
of the cost of increased income tax—the premium increase must be a “ -up”
amount. Under a 46% tax rate, in order to cover $1 of increased tax it would
neoemagr to raise premiums by $1.85. -

If QRA were to impose substantially different costs on the same coverages written
by different companies, the additional costs might not be passed through in the mar-
ketplace, as companies with the higher costs would be forced to meet the prices set
on the same coverage by companies with lower costs. But that is not the case here,
the increment in.cost for sim coverages would be fairly uniform across different
companies. Raiging premiums, however—particularly when it involves a large in-
crease—is always a difficult and disruptive, job for sellers, as they never know just
what their competitiors will do and must bai’ance the risk of loging market share (if
they raise prices immediately and their competitors lag behind) against the risk of
losing money (if they fail to cover increased costs with increased premiums). As a
result,, there will be_turmoil as the marketplace moves to new equilibrium prices,
and there will be inevitable casualties. ) C

A. M. Best Company, the highly respected insurance financial rating organization
and authority on P & C insurance, indicates that at current tax rates premiums
would have to be increased by an average of 11 percent to cover the added tax
burden. In liability lines of insurance, the increase would be higher. It is estimated
that medical malyractice would be increased 32 percent, general liability by 24 per-
cent and workers' compensation by 15 percent. It has also been estimated that if the
tax rate is reduced to 33%, an overall premium increase of 8% would be required.

The necessity to increase premiums will exacerbate the problems the public is al-
ready having in obtaining many kinds of coverage. Those problems are presently
greatest on the riskiest, longest settling coverages like medical malpractice and gen-
eral liability, on which the need for premium increases will, as indicated, be great-
est. Maexg companies have already withdrawn from writing this business. The need
to radically increase premiums will accelerate the withdrawal process and will, in
any event, make the coverage 80 expensive for many small businesses that they will

- be compelled-to do without. - .

Withdrawal from the business will be further impelled by the effect of QRA on
companies’ capital and surplus accounts. P & C companies must maintain a reason-
able relationship between their capital and surglue and the premiums they write.
QRA would substantially increase liabilities (whether payable immediately in the
case of discounted deductions or pa{hable on termination of the QRA account in the
case of initial deductions equal to the full reserve) and would, accordingly, reduce
capits!l and surplus. As :ﬂaf)acity is already strained, further surplus réductions in
amounts so substantial will necessarily mean that for many persons and busineeses,
particularly small businesses, certain coverages may hecome prohibitively expensive
or simply unavailable. ‘

Difference from life insurance

None of the fomfo analysis with respect to discounting applies to life insur-
ance, where entirely different factors are involved. The life policyholder typically
makes periodic premium payments, which, when compounded at some rate of inter-
et for a number of years, will add up to the face value. The interest compounded

for the policibolders account (the so-called “inside buildup”) is excluded entirely
" from tax, alt

it is in fact income in the tax m as a whole, not offset by
losses of any kind. It would be possible—and easier for the layman tounderstand—

m,v to compute the compounded interest element each accounting period and ex-

it from taxable income. However, for simplicity in dealing with policies in

.




189 -

bulk and to facilitate periodic adjustments in the interest assumptions, that is not
done. Instead the insurer takes the target savings amount (face amount) and sub-
tracts from it future premiums scheduled to be paid, plus estimated future invest-
ment income to be earned on accumulated balances. That is done by solving mathe-
matically for the number which, when augmented by the future premiums and in-
vestment income, will equal the face amount. Mathematically that technique is
known as “discounting” the face amount—i.e, determining the- amount which is re-
quired now in order to grow to equal the face amount at some future date, assuming
some specified interest rate. Discounting in this context is a mathematical shortcut
to back out the investment income already compounded on. the amounts deposited
by the roﬁcyholder, so_that the amounts can be set aside, relieved from tax, and
accumulated for the policyholder.

None of that is involved in casualty insurance, as the casua'ty policyholder is not
entering into a saving transaction and is not entitled to have interest compounded
on his account. The casualty policyholder is entitied only to have his economic
losses paid, and it is the loss, not an investment computation, that determines the
amount he is entitled to have set aside. The amounts 8o set aside produce no tax,
?ot because they are specially exempt, but because they are offset by real, economic
osses.

The mutual policyholder dividend propoesal

Both stock and mutual P & C companies are currently allowed to deduct divi-
dends which are returns of excess premiums to policyholders in their capacity as
such. The Administration proposes that the deduction for policyholder dividends al-
lowed mutual P & C companies be reduced in a manner similar to the way in which
the deduction for policyholder dividends allowed mutual life insurance companies is
reduced under current law. The expressed pu of the Administration’s proposal
is to eliminate a competitive advantage which mutual companies allegedly enjoy
over stock companies as a result of the full deductibility of policyholder dividends.

Policyholder dividends are amounts paid by casualty insurance companies to pol-
icyholders as returns of excess premiums. In essence, they are premium refunds.
Policyholder dividends developed as an outgrowth of requirements that premium
rates be apfproved léy state insurance lators, This regulatory requirement made
it difficult for P & C insurers to adjust tﬂe price of their products up front to reflect

~ their costs of doing business. By refunding excess premiums as policyholder divi-
dends, P & C insurance com%anies—-both stock and mutual—have maintained the
flexibility necessary to price their products to reflect market conditions.

A provision similar to that proposed by the Administration was enacted in con-
nection with the recent revisions in life insurance taxation. Apparently, the concept

.. was carried over to the P & C insurance context without stopping to consider that
the facts and concepts underlying property and casualty insurance are entirely dif-

- ferent from those present in life insurance. However appropriate the theory may be
.. (it was very controversial) in the life insurance context, it has no proper application
. for property and casualty insurance. In the life insurance context it was argued (pro
- and con) that such a provision was required in order to eliminate a competitive edge
. :ﬂoyed by mutual companies. There is simply no such edge in the property and cas-
= ualty context. The most eloquent evidence of that fact is that the stock P & C com-
.. panies are not complaining. They are, in fact, united with the mutuals in the posi-

tion that this ﬁfmposal is mn% -

. Unlike the life insurance-industry, P & C insurers typically write many different

© lines of coverage—e.g., automobile, homeowners, liability, workers compensation.
Policyholder dividends are paid with respect to some of the coverages, but not with
: yesipect to others. Some companies pay policyholder dividends in some states and not
"in others, based on their experience in the various states on particular lines of in-
'surance. Since some policyholders are paid policyholder dividends while others are
“ not, depending on which types of insurance coverage they have purchased from the
. P & C company, it is evident that policyholder dividends are not used as a vehicle to

distribute to policyholders in their capacity as owners of the company.

"+ Moreover, substantial policyholder dividends are paid by both stock and miutual
:. P & C companies, For example, of the $2,079 billion in policyholder dividends are paid
in 1984 by P & C companies, stock and mutual companies each paid about 50 per-

cent.
More than 80 pe-cent of all policyholder dividends are paid with respect to com-

LN
&

~ mercial policies (includi worlf:rs compensation). These (fi%lidends do not result in

.--a net revenue loss to the ury be.ause, unlike most dividends on life insurance,
. dividends on business related to P & C insurances are included in the policyholder's
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income. The remaining 20 percent are refunded premium to individuals who did not
deduct the premium for tax purposes in the first place.

In some, the proposal does not address an existing unfairness. On the contrary, if
enacted it would create an unfairness. It would impose a new tax and an extra pen-
alty on mutual companies, leaving many of the companies with higher costs and, as
a result, with a noncompetitive pricing structure.

The PAL account

Mutual property and casualty insurance companies are allowed a special deduc-
tion for amounts added to their protection against loss (“PAL’) accounts. The pur-
pose of this deduction is suggested by the name of the PAL account: to provide
mutual companies with a cushion from which extraordinary losses can be paid.

The Administration's proposals would eliminate for mutual companies the “PAL
account” provision. That provision was enacted in 1962 in order to “level the play-
in%ﬁeld” for stock and mutual companies.

he purpose of the PAL account is to assist mutual companies to be better able to
handle extraordinary losses. The necessity for having such an account arises out of
the very nature of mutual insurance-companies. Unlike stock insurance companies,
mutual companieg generally lack access to outside capital infusion and must rely,
for a safety cushion, on the accumulation of funds which would otherwise be re-
turned to policyholders. This accumulation thus serves the same purpose as the cap-
ital of stock companies. The deferral of the tax on such an accumulation compen.
sates mutual companies for the lack of capital and access to capital, and it is an
important tool for eliminating or diminishing any competitive advantage which
sitolck companies might enjoy as a result of their capital and capital-raising poten-
tial.

The amounts involved are small from the Treasury’s point of view in the aggre-

ate, but are extremely important for the individual small companies involved.

All surveys of its member companies show that the PAL deduction has served the

urpose for which it was intended. More importantly, the PAL deduction has al-
owed many smaller companies which have suffered underwriting losses in recent
years to remain solvent.

Here a?ain. the best evidence that the PAL account does serve a useful leveling
purpose lies in the fact that the stock companies have not found that the provision
places them at a competitive disadvantage vis-a-vis mutual companies. They are
agreed with the mutual companies that the provision should be retained.

Special small mutual P & C provisions

The Administration proposes to repeal special tax exemptions, rate reductions
and deductions which are currently provided for certain small mutual P & C insur-
ers. These provisions, which have been in the Code since 1963, currently exempt
mutual companies with gross income of $160,000 per year or less. Companies with
gross income exceeding $150,000 but not exceeding $600,000 may elect to be taxed
only on investment income. Other provisions lower the tax rate on investment
income or taxable income in specified circumstances.

The rationale provided for this proposal is that current law gives these small com-
panies a competitive advantage vis-a-vis stock companies and larger mutual compa-
nies,

This proposal would impact severely on approximately one thousand extremely
small mutual P & C insurers, most of which have their origins in cooperative ven-
tures in particular localities or farm communities throughout the nation. These
companies play a significant role in providing insurance coverage in small commu-
nities und rural areas where coverage is frequently not otherwise available. The rev-
enue impact of these provisions is miniscule from Treasury’s standpoint but of pro-
found significance to the individual companies involved. Neither larger mutual nor
stock P & C insurers have complained that the provisions of current law give small
mutuals a competitive advantage. Therefore, there is no need for change.

Economic conditions in the P & C industry in the past several years can best be
described as near catastrophic. Last year the industry as a whole had a net loss. It
was the worst year since the San Francisco fire.

Grim economic conditions are not necessarily a reason for re{ecting change, but
they are a compelling reason for exercising caution and making careful inquiry
before abandoning systems that have worked well for the past century.

And they are surely a defense against the sugeestion—sometimes advanced—that
ever¥ industry should contribute substantial revenue to the ‘‘tax reform” effort, re-
gardless of the merits of the changes proposed for them.
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The fact is that income tax payments by P & C companies have been down very
recentl{ primarily because profits have been down. They have also declined, rela-
tively, i ‘cause of some special factors arising out of the volatility of inflation and
interest rates, which impact P & C operations in a special way. When all of these
factors are understood, it will become clear that P & C companies have indeed paid
their share and that allegations to the contrary arise from the failure to understand
the underlying economics of the industry. -«

The impact of inflation and competition

Over the last decade, rampant inflation has radically changed the property and
casualty insurance business.

As already noted, in property and casualty insurance, policyholders in effect con-
tribute premiums to a pool to pay for economic losses sustained by individual policy-
holders and for the coste of administering the pool. The premiums are invested
during the period between their receipt and their payout, and the income from
those investments is also applied to the payment of losses, if needed. The premiums
and investment income not needed for the payment of losses and expenses are re-
leased to the insuring entity as its profit, but only when it is clear that they will not
be needed. Generally, most of the premiums (in recent years, all of the premiums)
are used to pay losses and expenses, 8o that all but a small fraction of the total cash
flows are flows for the account of policyholders rather than for the account of the
insuring entity itself. The insuring entity thus operates under concepts very much
like those applicable to a trustee.

Under these circumstances, the amount of premiums required to be collected is
directly affected by the amount of the investment income which will be earned on
the premiums before they are required to be paid out. If there is low investment
income, premiumns must be higher; if there is high investment income, competition
will force premiums lower.

Fifteen years ago, before inflation exploded, premiums were sufficient in most
P & C companies to cover all of the losses and all of the cost of administering the
losses. In technical terms, the percenwxe which losses and expenses are of premi-
ums is known as the ‘“‘combined ratio”. A combined ratio of 100% means that premi-
ums are sufficient to cover losses and expenses exactly. A combined ratio of less
than 100% means that the amount of premiums is somewhat greater than the
amount of losses and loss expenses, which means, in turn, that a part of the premi-
ums themselves and all of the investment income on the premiums are left to com-
{)iemu}te t}}:a llnsurance company for other costs, including the cost of supplying addi-

onal ca .

There is nothing magical, of course, about whether premiums alone cover all, not
quite all, or more than all of the losses and expenses. Managements set premiums
(unless constrained by state regulatory agencies or competitive conditions) at a level
such that the premiums, when added to earnings on the premiums, wiil cover losses
and expenses and provide a reasonable return on investment. Vigorous competition
among thousands of underwriting entities ensures that premium prices will be kept
at a level sufficient to pay expenses and provide a reasonable return, but no more.

There may be no other industry in which the results of an intensely competitive
marketplace have been so visible. NAII owes its creation and muck of its subsequent
success to its crusade in the 19408 and 50's to change regulatoxg' practices so that
individual companies could price their premiums competitively, based on their-own
costs. Our larseat members today owe their market positions to the existence of a
highly competitive marketplace in which they won market share by cutting costs
and then charging the most attractive (i.e., lowest possible) premiums. And many of
our smaller members owe their ability to break into the business and become suc-
cessful to that same thing—the ability to price compete.

Virulent inflation has had two major ¢ ¥ects on this competitive process and on
pricing, in particular.

The first effect has been with respect to losses, which have steadily grown larger
and less predictable with inflation. Losses have infleted significantly faster than
prices generally, which has tended to make premiums chronically insufficient.

The second effect of inflation has been that earnings from invested premiums
have become a radically larger portion of income. Double digit inflation brolaght
double digit interest rates. That may at first blush seem an advantage to the indus-
try, but it was not. The radjcal increase in interest rates caused a massive decrease
in the value of asset portfolios invested earlier at lower interest rates. If the entire
industry were required tomorrow to pay all of the casualty losses for which it is now
liable, an alarmingly large number of companies would have sustained such large
losses in investment portfolio values that they would be unable to do so.
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What happened as investment yields escalated was that price competition on pre-
miums grew much fiercer. Companies could write new business at lower premiums
when they could invest the new premium dollar at 10 or 15% rather than at 5%.
And they did. In the highly competitive marketplace the percentage of losses and
expenses covered by the premium itself was driven downward. Combined ratios rose
dramatically—from an industry average of 96.2% in 1972 to an estimated 118% in
1984, It is hard to imagine a more dramatic illustration of the competitive market-
Elace at work. Increases in investment yields were gaszd through swiftly to policy-

olders in the form of lesser premiums, even in the #ace of a weakened financial
structure caused by declines in asset values created by the same inflation which cre-
ated the higher yields.

This history is written plainly in the numbers. It illustrates a principle which is
important for the Congress to understand in any review of the taxation of the insur-
ance function. The principle is this: any increased costs imposed by generally appli-
cable changes in taxes will, like =tfyy=otMer general cost changes, be translated
almost immediately into higher premium prices. If there are tax changes that
impose costs retroactively, there may be a one-time loss to the entity administering
the insurance, and ill-considered changes could cause that one-time loss to be large
and devastating. But, prospectively, increased tax costs will be passed through by
increasing J)rcmiums as swiftly and as surely as changes in investment yields have
been passed through in reduced premiums in this inflationary period. Thus, changes
in the nominal tax burden of insurance companies results in changes in the real
financial burdens of individual policyholders.

Financial status of the P & C insurance industry

The recent economic climate has placed the P & C insurance industry in a serious
financial posture. A recent report by A. M. Best Company, the leading analysts of
insurance comlpuny financial and operating performance, indicates that of the 1,184
companies included in its review, 188—more than 15 percent—were assigned lower
rutings in 1984 than in 1983. (Best's Insurance Management Reports, Property/Cas-
ualty, Release No. 18, Aug. 13, 1984).

And Mr. Joseph D. Sargent, managing partner of Conning & Co., a company that
analyzes the financial status of the insurance industry primarily for insurers and
investors, has stated that “as may as 100 insurers—about 5% of the 2,000 property/
casualty insurers operating in the United States—can and should be shut down by
state insurance regulations.” He states further:

“We see an el crgence of widening losses in the business brought about by inad-
equate rates.

“The industry is making no money and a lot of companies are losing enough
money to be driven out of the business or to have lar%e parts of their capital con-
sumed by underwriting losses.” (Business Insurance, p. 34, Oct. 29,. 1984)

He algo Pr(&ected industry earning of $33 million in 1984, compared with $2.7 bil-
lion in 1983. Even that gloomy projection Froved overoptimistic. Even after the infu-
gion of a record $3 billion of new capital (more than twice as much as any other
year), the industry as a whole had a loss in net worth of almost $1.5 billion in 1984,

Taxes paid by the P & C industry

In recent years, the P & C industry has paid a lesser amount of tax than previous-
ly and a small amount ot tax relative to the volume of P & C business. Some have
argued that this circumstance means that the industry is not paying its share and
that something should be done to increase its tax liabilities.

The fact is that the industry’s after-tax returns ure depressed. P & C companies
are clearly not profiting at the expense of the tax system. On the contrary, they
have not besn prospering at all.

There are two fundamental reasons why the P & C industry's tax liabilities have
decreased. They are:

(1) Profits have been down. Premiums have been set too low; policyholders have
not been charged enough to produce healthy profits, This condition is the result of
the turmoil created by volatile economic conditions. There are some signs that situa-
tion may be improving, but it hasn't happened yet.

(2) The depressed level of profits that has been realized consists almost entirely of
investment income. This, too, i8 a result of volatile economic conditions. A very
large' part of the investment income of P & C companies is--and, for years, has
been—income from state and municipal obligations. That income is exempt. If there
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is a problem in this, it lies in the fact the income on those obligations is exempt, not
in the fact that the obligations are held by P & C companies.

A significant gart of the insurance management function is the investment of pre-
miums during the period between their receipt and their disbursement. For decades,
a large part of those investments has been state and municipal bonds, the yield on
which is tax-exempt. The proportion of exempt bonds in the total portfolio is higher
for P & C companies than for many other taxable investors because the practicali-
ties of insurance regulation require P & C companies to keep a major portion of
their portfolios in bonds, as distinguished from other investments offering a higher
but less certain yield potential. Although no firm figures are available as to the
total amount of exempt securities outstanding or who holds them, it is generally be-
lieved that property and casualty insurance companies constitute the second largest
non-individual market for state and municipal obligations.

The taxable income of P & C insurance companies consists basically of two compo-
nents: “underwriting income” and “investment income”. Underwriting income is
the excess of premiums over losses and expenses. Investment income is self-explana-
tory. As a large segment of total investment income has traditionally consisted of.
exempt income from state and municipal bonds, only a fraction of the investment
income component has been taxable. In earlier years, however, when premiums
alone were more than sufficient to cover losses and expenses, there was a significant
amount of underwriting income, all of which was taxable. As inflation has driven

remiums down and investment yields up, underwriting income has been eliminated
n most companies while investment income has grown. But, since underwriting
income was taxable while investment income was in significant degree exempt, the
total tax bill has dropped.

It is important to emphasize that a reduction in taxes remitted by a company does
not make the company wealthier or more profitable when, as here, the reduction is
passed through to policyholders in the form of lesser premium and there is, in addi
tion, a massive loss in portfolio values.!?

The drop in tax liabilities of insuring entities brought about in this way by infla-
tion would, at first blush, suggest an accompanying drop in revenue to the Treas-
ury. But there has in fact been no such drop in total revenues. On the contrary, the
extensive holdings of exempt securities by P & C insurers has probably produced a
net revenue gain to the U.S. Treasury as well as a cost savings to state and local
treasuries.

What has happened is that the lesser tax payments of P & C insurers has been
offset by greater tax payments by others, while the drop in tax payments of P & C
insurers has been passed throuﬁh to policyholders in the form of lower premijums. If
P & C insurance companies had heen forbidden to invest in state and municipal se-
curities, their after-tax investment income would be less and the competitive mar-

_ketplace would have caused premiums to be priced higher. The revenue loss to the
Treasury from tax-exempt securities is a loss from the very existence of those secu-
rities, not from the manner in which they are held.!> Whoever holds them, they
will produce a stream of income which is exempt from tax, which will substitute for
gsome other stream of income that would be taxable and which will, as a result,
produce a revenue loss to the Treasury. The fact that they are held by P & C insur-
ance companies rather than by wealthy individuals actuallé' produces a revenue
gain (or more correctly, a smaller revenue loss) because P & C insurance companies
are taxed at a maximum marginal rate of 46% while top bracket individuals are
taxed at 50%. Moreover, from an equity point of view, it is better to have them held
by P & C companies as the benefits of the exemption that accrue to holders (as dis-
tinguished from those that accrue to state and local issuers) will flow through to
ordinary policyholders in the form of lower premiums, which is obviously preferable
to concentrating all those benefits on high bracket individuals. \

In the case of any exempt security, a part of the investors’ yield comes in the
form of cash interest pa{ments and a part comes in the form of tax benefits, i.e.,
exemption. As a result, the cash yield on state and municipal securities is less than
the cash yield on comparable taxable securities. That results in lower borrowing

121n the case of many bond holdings, the rise in interest rates caused total investment roturn
on the holding actually to be negatlve, i.e., the resulting-drop in portfolio value was greater
than the gross coupon income.

13Most of that revenue loss redounds to the benefit of states and municipalities in the form of
lower borrowing costs, but a part of it is siphoned off to investors who are in high marginal tax
brackets. For example, if a municipal hond yields 7% while a taxable bond yields 10%, the mu-
nicipality has a 3% saving in borrowing costs, but a 50% tm(;payer would also end up with a 2%
greater after-tax yield, i.c., the difference between 7% and 5%, after tax.
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costs for state and municipal governments. But the fact that a part of the real
return consists of tax exemption (so that the cash component of the yield is less)
means that state and municipal obligations are not purschased by taxpayers who
cannot use the exemption benefit. Taxpayers who cannot use the exemption benefit
because they are already exempt or because in their hands it is not available will
simply buy full{ taxable obligations which pay a higher taxable cash yield. Tax-
exempt institutions, such as colleges and pension funds, for example, do not buy
exempt securities because they must take a part of the return in the form of exemp-
tion and exemption is of no use to them.

So, too, if state and municipal bonds were taxable in the hands of P & C compa-
nies, P & C companies would simply not own them, as higher paying taxable bonds
would be a better investment.

If the government had over the last ten years discouraged the holding of state and
local securities by P & C companies in order to make P & C companies send in more
dollars of tax, other taxpayers would have sent in less tax. The market for the sale
of such socurities would have contracted and state and local governments would
have had to pay higher interest rates to sell their bonds. That would not only have
increased the cost of state and local financing but would have increased the tax ben-
efits for high bracket taxpayers holding the bonds. Meanwhile, the Treasury's reve-
nue loss on the bonds actually outstanding would increase because a higher yielding
stream of income would be exempt in the hands of other taxpayers. Only if the
higher borrowing costs had caused state and municipal governments to issue fewer
bonds or if the ownership Jmtterns shifted so that the average marginal tax rate of
holders was lowered would there have been any offset to that larger revenue loss.

Thus, as in many other cases, first blush impressions are misleading. When the
entire process is analyzed and all of the moving parts are identifled, it becomes ap-
parent that, given the fact that we have tax exemption for state and local bonds, the
drop in the taxes of P & C companies reflects an optimum (l.e., from the Treasury's
point of view, the “least bad") operation of the exemption privilege utilized by state
and local government Issuers.

If Congress is genuincly concerned about reducing the revenue loss from state and
local obllfations. its only real option is to restrict the amount of such obligations
that are issued, instead of permitting them to expand. Tax rules which only cause
the ownership of such obligations to be shifted will, in reality, only make matters
worse for everyone except high bracket taxpayers.

The proposals advanced by Treasury are fundamentally wrong. .

They would tax a P & C company on more income than it economically has. That
is unfairness, not fairness.

They would require com;l)lex new reservin? procedures and necessitate much more
difficult audit issues for policyholders. That is complication, not simplfication.

They would impose heavy new financial liabilities on a financially depressed in-
dustry which will be an obstruction, not an aid to economic growth.

They would, in the name of leveling the playing field between stocks and mutuals,
undo the leveling tht Congress did in 1962.

The funds hel l?' the P & C insurance industry are primarily funds held for the
account of others. The sound financial health of the industry is of major concern to
the ubil‘i‘cédwhose funds it holds. This is not the time to exact revenues which are
not justified.



Exhibit A-1

Taxable Income vs. Actual Economic Income

Qucrent Tax System
Taxable Income Actual Cash Income
1966 1987 2-years 2-years
1. Premium $1,000.00 $ -0 $1,000.00
2. Investment Income 120.00 129.65 249.65
3. Receipts T120.00 TT125.65 1.249.6% $1,249.65 Receipts
4. Reserve Increase 1.000.00 -0
5. Reserve Release -0- {1,000.00)
6. Loss Payout —0- 1,000.00 1,000.00 1,000.00 Payments
7. Asounts held or paid for
others (exclusions from
income § 832) 1, 000.00 -0- 1,000.00
—
©
8. Txabdle Income 120.00 129.65 249.65 24965 Cash income before tax =
9. Tx 39.60 Q.78 82.38 82.38 Tax
10. Taxable Income, Minue Txx  §__80.80 § 8687 $ 167.27 $167.27 Actual economic incowe,
after tax
1l. Nominal Tax Rate n N
Assumpticns

© 338 marginal tax rate © 128 taxable interest rate (8.04% after tax)
o $1,000.00 premium received 1/1/86 is fully earned 12/31/66 © 98 tax exespt interest rate
o $1,000.00 loss incxred on 12/31/86 is paid on 12/31/87

Comment.

© Taxable i 1 e 3

o Investment is income taxed when earned "




. Exhibit A-2
Taxable Income vs. Actual Zconomic Income
QORA Method: Original QRA Deduction Exactly “Correct™ Under

Treasury's Proposed Standard {(i.e., Full Reserwve Discounted
by After Tax Rate of Investment Return)

Taxable Income Actual Cash Income
1986 1967 2-years 2-years
1. Premium $1,000.00 $ o
2. Investment Income 120.00 126.70
3. Receipts 1,120.00 126.70 $1,246.70 $1,246.7C Receipts
4. Reserve Increase 925.58 -0-
5. Reserve Release -0- (1.000.09)
6. Loss Payout -0 1,000.00 1,000.00 1,000.00 Payments
7. Amounts held or paid for
others (exclusions from
income § 832) 925.58 -0- 925.58
8. Taxable Income 194.42 126.70 321.12 246.70 Cash income before tax
9. Tax .64.16 41.81 105.97 105.97 Tax
10. Taxable Income, Minus Tax  §_130,26 $_ 9489 $§A5 T8 $ T140.73 Actual econcmic income,
after tax
11. Tax Rate 3N 4N
Assmptions
© 33t marginal tax rate
o $1,000.00 premium received 1/1/86 is fully earned 12/31/96
o $1,000.00 loss incurred 12/31/86 is paid 12/31/87
© 12 taxable interest rate (8.04% after tax)
© 9 tax exempt interest rate
Tr Y proposal-ta;able i $321.12 Full reserve $1,000.00 Investment earmings,
Actual cash income before tax 246.72 Discounted reserve 925.58 after-tax,
. i on QRA zeserve $ 74.42
Excess of tazable income Difference £ Ta

over actual income $ 72,52

961



Exhibit A-3
Taxable Income vs. Actual Income
QRA Method: Loss and Full Reserve Exceed Premium: Original Qm.De&uctim

Exactly “Correct™ Under Treasury's Proposed Standard (i.e., Full Reserve
Discounted by After Tax Rate of Investment Return)

Taxable Income Actual Cash Income
1966 1967 2-years 2-years

1. Premium $1.000.00 $ 0
2. Investment Income 120.00 134.40
3. Receipts 1,120.00 134.40 $1,254.40 $1,254.40 Receipts
4. Reserve Increase 1,203.26 ~0-
5. Reserve Release -0 {1, 300.00)
6. Loss Payout -0 1,300.00 1, 300.00 1,300.00 Payments
7. Amounts held or paid for

others {exclusions from

income § 832) 1,203.26 -0~ 1,203.26
8. Taxable Income (83.26) 13440 51.14 {45.60) Cash income before tax
9. Tax ~0— 16.88 * 16.68 16.88 Tax
10. Taxable Income, Minus Tax  $_(83.26) [ IS TYAS) § 1.2% $(62.48) Actual economic income,

after tax

11. Tax Rate xn infinity

* After giving effect to $83.26 NOL from 1986.

Assusptions

© 333 mamyinal tax rate

o $1,000.00 premium received 1/1/86 is fully earned 12/31/66

o $2,300.00 loes incwrred 12/31/86 is paid 12/31/87

© 123 taxable interest rate (8.043 after tax)

O M tax exempt interest rate .

Y PICP ble i $ 51.14 Full resecrve $1, 300.00 Investwent earnings,

Actual cash income (loss) before tax (45.60) Discounted reserve 1.203.26 after-tax,

on ORA reserve § 96.74
Difference $§ 96.74

Wa@lﬁm $96.74

L6l



Taxable Income vs. Actual Exonomic Income

Exhibit A4

(WA rethod: Original QFA Deduction is Equal to Full Reserve
(and is, Therefore, “Excessive™ and Subject to Recapture)

Taxable Income

19686 19687 2-years
1. Premium £1,000.00 $ o
2. Investment Income 120.00 129.65
3. Receipts 1.120.00 X $1,249.65
4. Reserve Increase 1, 000.00 -0
5. Reserve Release -0- {1,080.40)
6. Loss Payout -0- 1,000.00 1,000.00
7. Amounts held oc for
othess (exclusions from
income § 632) 1,000.00 {80.40) 919.60
8. Taxable Income 120.00 210.05 330.05
9. Tax 39.60 69.32 108.92
10. Taxable Income, Minus Txx  §__80.40 $ -
11. Tx Rate xn
Asmmptions ’

33% marginal tax rate

$1,000.00 presium received on 1/1/86 is fully earned on 12/31/86

1A taxable irterest rate (8.048 after tax)

o
3 $1,000.00 loss incucred on 12/31/86 is paid on 12/31/87
o
o

9% tax exesmpt interest rate
ble income $ 330.05

> 4 -
Actual cash income before tax 249.65
Excess of taxable income
over actual income $ 80.40

Investaent earninge.
after tax,
on ORA resecve

Actual Cash Income

2-years

$1,249.65 Receipts

1,000.00 Payments '

861

243.65 Cash income before tax
108.92 Tax
140.73 Actual econcmic income,
after tax

“a

Moxnt of of recapture $80.40

$ 80.40
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Exhibit B

RESOLUTION OF THE NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

Whereas, the Members of the National Association of Insurance Commissioners
(NAIC) are responsible for supervising and maintaining the financial solvency of
companies engaged in the business of insurance in the United States; and

hereas, Thé United States Treasury has proposed changes to the Internal Reve-
nue Code which would alter the way insurers are % 1xed, an

Whereas, after more than two years of study the Treasury and Congress agreed to
the 1984 Life Insurance Company Tax Act provisions which affirmed the role of
state regulatory authorities in safeguarding insurance company solvency by J)re-
scribing life insurance company tax reserves to be not less than those prescribed by
the minimum standards of a majority of the states; and '

Whereas, the proposal to limit life insurance company reserves to amounts solely
equalling cash values is a disincentive for maintaining adequate reserves for future
obligations under life insurance contracts; and

hereas, proposals to tax insurers selling property and casualty, health insur-
ance, and other non.life insurance products include a qualified reserve account
method which fails to recognize minimum statutory reserves required by and estab-
lished for those products; and

Whereas, the proposed changes in the Internal Revenue Code would act as strong
disincentives for insurers to adequately reserve for losses

Now be it therefore resolved that: 1. The National Association of Insurance Com-
missioners opposes any method of taxing insurers, such as the qualified rcserve ac-
count method, which would weaken the tax laws' recognition of state statutory ac-
counting rules and their traditional methods of reserving for policyholder benefits,
claims and losses, and

2. To the extent any change in the system of taxing insurers is deemed necessary,
the NAIC strongly urges Congress to pursue alternative methods of taxation which
are consistent with the President's proposal for tax reform—simplicity and fairness,
which contain incentives for adequate and sound loss reserving, and which operate
in harmony with state statutory accounting rules designed to preserve the safety
and soundness of insurers.

STATEMENT OF FRANKLIN W. NUTTER, PRESIDENT, ALLIANCE
OF AMERICAN INSURERS, CHICAGO, IL

The CHAIRMAN. Mr. Nutter. ,

Mr. Nurrer. Mr. Chairman, members of the committee, I am
Franklin Nutter, president of the Alliance of American Insurers.
Pursuant to the Banel's agreement, I'm going to address only one
provision of the President’s tax reform package—the reduction in
the deduction allowed for mutual insurance companies for divi-
dends paid to policyholders.

The proposal is similar to that contained in the Deficit Reduction
Act of 1984 applicable to mutual life insurance companies. I should
say at the outset that neither stock insurers nor mutual insurers
agree with the President’s proposals.

Policyholder dividends are a return of premium, the premium
which is unnecessary to pay losses in loss-sensitive lines. Under
current law, insurance companies, both stock and mutual, are per-
mitted a deduction for policyholder dividends. They bear no rela-
tionship to stockholder dividends. And, in fact, both stock and
mutual insurance companies pay policyholder dividends, as much
as $1.1 billion each in 1983,

In the Deficit Reduction Act of 1984, the Congress adopted a pro-
vision regarding the ownership differential for mutual life insur-
ance companies. The administration seeks to exgand this proposal
and extend it to property/casualty insurance. That raises as yet
unanswered questions.
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Is there a purported competitive imbalance between stock and
mutual property/casualty companies? Is there an after-tax return
on equity materially different between mutual and stock insurance
companies? }

While no segment of the property/casualty industry suggests
that either is true, the administration makes this barefaced allega-
tion, suggests tax reform and calls for a study to determine the va-
lidity of its own assumptions,

The Deficit Reduction Act of 1984 dealt with the ownership dif-
ferential for mutual life insurance companies pursuant to an agree-
ment within the industry. The driving force behind the change was
a concept entitled “Segment Balance,” which reflected the strong
position of mutual life insurance companies in that industry.

There is no place for this concept in the property/casualty insur-
ance industry where stock insurers write the majority of the busi-
ness. Obviously, the Treasury could not, therefore, allege a com-
petitive imbalance between’stock and mutual property/casualty
companies and propose, then, an additional tax on mutual compa-
nies only.

The major difference between property/casualty and life insur-
ance is one which the administration ignores. Many life insurance
products have an essential investment element. That is not so with
property/casualty insurance. Property/casualty policyholders buy
protection; not investments. And most of the policyholder dividends
which would be subject to this additional tax are paid in one line of
insurance—workers compensation,

The dividend is a return of premium and not a return on equity
for the policyholder base as a whole. If calculated, as was the case
in the 1984 act, ap{ylicable to life insurance companies. The Admin-
istration’s proposal is essentially a new tax on mutual insurance
companies only.

Neither the Treasury, the administration, nor the insurance in-
dustry assert a meaningful difference on return on equity for mu-
tuals versus stocks. There is no assertion that stocks pay a dispro-
portionate amount of the tax liability. And there is no alleged com-
petitive imbalance to be rectified.

We urge the committee not to accept the President’s tax reform
proposal applicable to a limitation on the deduction for policyhold-
er dividends.

Thank you.

The CHAIRMAN. Thank you, sir, .

[The prepared written statement of Mr. Nutter follows:]
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TESTIMONY
OF THE

ALLTANCE OF AMERICAN INSURERS

1. Introduction

My name is Franklin W, Nutter. I am president of the
Alliance of American Insurers, a national trade association of
over 175 property/casualty insurance companies. We appreciate
the opportunity to testify before you about the potentially
catastrophic effects that the Administration's
property/casualty tax proposals, {f enacted, would have on this
industry, American business and the public that depends upon it
for financial protection. Before we discuss the
Administration's proposal and the General Accounting Office's
("'GA0"') suggestions, we want to review the overall effecu of
those proposals and the reasons for the current

property/casualty tax system.

Effects of Administration and GAO Proposals

Advanced in the disguise of 'tax reform', the
Administration's property/casualty tax proposals will damage
this industry and the American economy in the following ways:

. Policyholders will pay significantly more for
insurance.

] Coverage in teveral lines of insurance business will
become less asailable, perhaps even unavailable.

. Regulators will be less able to assure that lnsurance
compariies remaln able to pay their policyholders and
claimants.
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The long-standing public policy promoting insurance
over non-insurance will be reversed, leavinf
policyholders and claimants no place to go 1f those
who wrong them are unable to pay. ;

These effects are not the result of a tax plan that

promotes ''fairness, growth and simplicity". Indeed, the

Administration's property/casualty proposals are unfair,

anti-growth and far more complex than the present system =-- one

that has well served the industry, its policyholders and the

public for more than 60 years.

Public policy issues raised but unanswered

The Administration's property/casualty tax proposal also

creates several fundamental public policy conflicts which the

Treasury did not purport to address but which the Congress must

resolve.

In seeking a change in the long-standing tax system,

the Administration bears the burden of demonstrating the need

for change in light of the following problems that it creates:

The proposal encourages non-insurance over the
security and the stability of insurance through
licensed and regulated companias under current policy.

It {8 in conflict with the fundamental tax policy
precept that an income tax should tax only taxpayers
with true economic gain.

It is driven principally by the desire for tax revenue
while in direct conflict with current policy favoring
regulatory and solvency goals.
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° The proposal would inhibit capital growth and new
capital formation -- an internal conflict within the
proposal 1itself,

[ The proposal makes the Internal Revenue Code more
complex and compliance more costly and complicated, in
contrast to its purported goals of simplification.

The Congress should not presume that the Administration

gave careful consideration to these conflicting public policy

goals.

The one business that all business needs

The property/casualty insurance industry is, truly, the one
business that all other business needs. It accepts and spreads
the risk of losses of all kinds -- automobile, fire, property
damage, legal liability, injuries to workers, many others =--
and makes it possible for both large and small business to deal
with these risks in a practical, economical way. It gives them
certainty and enables them to plan for the future, thereby
promoting economic growth. If companies are unable to obtain
insurance, or if insurance is too expensive, they may have to
severely alter their methods of doing business. 1In some cases,
they may even be forced to close. These lamentable effects are
being seen even now in some lines of insurance where the
unpredictable expansion of legal liability has made some
businesses -- agbestos removers, many doctorsiand lawyers, some
daycare centers, some corporate directors and officers --
virtually uninsurable. Now the Administration's tax proposal

threatens to further restrict the property/casualty
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industry's financial strength at a time when, as we will show,
the industry is recovering from iﬁs worst fiscal performance in
history. Further hobbling the industry that supplies certainty
and risk protection for all American business 1s no way to

promote the economic growth we all need.

Current property/casualty tax and regulatory system

Our industry is taxed in virtually the same manner as is
every other American industry. Property/casualty companies,
like almost all other corporations, pay taxes upon their total
income (with the exception of income from tax-exempt securities
and 85% of stock dividends, investments that are available to
all corporations). The only significant difference in tax
treatment is that the Internal Revenue Code recognizes the
accounting system (''statutory accquncing") required by the
National Assoclation of Insurance Commissioners ("NAIC"), the
nationwide association of the state insurance regulators, for .
tax accounting purposes. The primary goal of this system, as
of insurance regulation in general, is to protect the public by
making sure that insurers are able to pay their claims.
Statutory accounting recognizes that property/casualty
insurers, unlike other corporations, incur their costs after
they are paild for their services, and thus cannot know their
income until long after they are paid. Since most of an
thurer‘s liabilities are for claim payments and related

expenses, most of which are paid in later years, reserves

reflecting those liabilities must be established when
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claims are reported to the company.1 These reserves, for an
insurer's ultimate liabilities, must be deducted from its gross
receipts in order to arrive at its true net income.

State insurance regulators require that-theéé ;eserves be
established at their full values so that regulators, investors
and policyholders can-accurately determine an insurer's true
financlial condition. Statutory accounting protects
policyholders and claimants by ensuring thaty—as—ef-December 31
of each year, a property/casualty company has enough assets to
pay all claims against it Lif it were to go out of business
immediately. Reserving for losses at their full values is
essential to this process, because inadequate reserving
understates a company's loss costs and makes its
"policyholders' surplus', or net worth, and its, earnings appear
higher than they really are. Companies also base their pricing
decisions on loss reserves, and inadequate reserves contribute
to inadequate prices, the industry's major financial problem
today. Since loss reserves are a company's largest

liabilities, theinaccuracy that underreserving brings makes it

1 Insurers also establish reserves for claims that, at the
end of a calendar year, have not been reported but that
experience shows have been incurred durin§ that calendar
Year and will be reported later. These claims are called
'incurred but not reported", and a company must be able to
reserve for them because the claims exist, are funded by
that calendar year's premiums and will have to be paid.
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much more difficult for regulators and even company managements
to assure that company financial statements are in fact
accurate and that companies will have the funds necessary to
respond to the claims they must pay. Our later discussion of
the specific Treasury and GAO proposals dealing with loss
reserve discounting will illustrate the added inaccuracies they
bring to the reserving process.

Congress recognized in 1921, and has continued to recognize
since, that statutory accounting 1s the proper accounting
system for tax purposes as well. If insurers are not allowed
to deduct losses when they are reported, they will be taxed on

income that does not yet exist, because that income must be

used to pay reported claims. Congress has also recognized the
wisdom in an acco;ncing system that helps to guarantee insurer
solvency and, through it, the financial safety of personal and
business policyholders and claimants. Therefore, Internal
Revenue Code Section 832 incorporates statutory accounting
principles into the Code for property/casualty companies,
perpetuating a systeﬁ that has taxed insurers on their true
income, as other corporations are taxed, and protected

policyholders and claimants for the past 60 years.2

2 The Treasury and the GAO argue that the property/casualty
industry is undertaxed. To the extent this may appear to
be true, it is largely because the industry is a major
institutional investor in tax-exempt state and municipal
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Current industry financial condition

Property/casualty insurers are in the throes of the worst
financial slump in the history of a very cyclical industry. 1In
1984, the industry suffered a pre-tax operating loss of nearly
$3.7 billion.3 Policyholde?s' surplus, in gffecc the
industry's net worth, declined by over $1.6 biliion.a The
results of 1984, the worst single year in the industry's
history, follow five years in which the industry has suffered
congistently increasing losses from the basic business of
insurance -~ collecting premiums to pay for losses and

expenses. This period has featured extreme price competition

Footnote continued

bonds. As of 1983, property/casualty companies held
approximately 192 of all outstanding tax-exempt securities,
according to Salomon Brothers, Inc.'s 1983 Prospects For
Financial Markets, p. 26. In holding and buying
tax-exempts, property/casualty companies of course accept a
lower pre-tax rate of return than they would receive if
fully invested in taxable obligations. , In doing so they
are giving effect to the congressional judgment that public
policy justifies the lowering of borrowing costs for state
and local %ovetnments throu ﬁ the tax code. 1In doing so
they are also paying an implicit tax to the states and
local governments whose bonds they hold--just -as real as
the taxes paid directly to the Treasury--in the amount by
which their yield on tax=-exempts is lower than their
re-tax yield on taxables. is amount averaged $2.5
illion ger year during 1979-1983, as shown in Appendix I.
This Implicit tax goes directly to states and
municipalities in the form of lower borrowing costs.

3 Best's Advance Rating Reports, A.M. Best Company, Oldwick,
New Jersey, July 15, Igﬂg,'p. 1. :

4 Best's Advance Rating Reports, p. 1.
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among insurers, as many underpriced their business in the
search for cash that could be used vo earn investment income at
the high interest rates of the late '70s and early '80s. The
increasing and unpredictable new liabilities created by the
tort system have also accelerated the increase in losses, while
interest rates have decreased and the rise in investment income
has not kept pace with the companies' increasingly bad |
underwriting results. In 1984, the industry's combined ratio
(losses plus expenses/premiums) waas approximately 118 -- $1.18
incurred for losses and expenses for every $1 received in
premiums. The $21.3 billion underwriting loss this produced
overwhelmed the approximately $17.7 billion in investment
income the indust:ry‘received.5 These massive losses drove 20
companies into insolvency last year and'left many insurers,
including some large ones, in severely weakened financial
condition. Although many companies are now beginning to charge
higher premiume that are more in line with loss costs,
particularly for commercial business, the results for 1985 have
so far been little better than for 1984. The industry may not
return to profitability until 1986. Since the amount of

business companies may safely write is expressed as a ratio of

5  Best's Advance Rating Reports, p. 1
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premidms/policyholders' surplus, 1984's $1.6 billion surplus
loss has reduced the industry's ability to write new business.
1985 results are unlikely to increase that capaéity, at a time
when the Insurance Services Office estimates that the demand
for insurance will exceed by $62 billion the amount that
insurers will be able to write during the years 1985-1987.6
It is at this time that the Treasury proposes to deplete the
industry's financial capabilities with its series of
ill-advised proposals.

With this as the background, we will now turn to a

discussion of the specific Administration and GAO proposals.

II. "Qualified Regerve Account' loss reserve discounting

The centerpiece of the Administration's property/casualty
tax proposals 1s the "Qualified Reserve Account' ("QRA") loss
reserve discounting concept. Indeed, it should be; for the
harm that QRA would do to the property/casualty industry and
the U.S. economy dwarfs the effects of the Administration's

other insurance proposals7:

6 The Coming Capacity Shortage, Insurance Services Office,
Inc., February, 1985, p. 5.

7 Although it is not ex?licicly stated in either Treasury 1
or the Administration's proposal, we assume that QRA would
also apply to loss adjustment expense reserves, which are
reserves for future expenses incurred in the adjustment of
losses that have already occurred.
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QRA 1s a technically-flawed concept that ignores the

real -world complications of loss reserving.

Anyone would agree that an income tax that
imposes tax liability when a taxpayer has no income is
an absurd and unjust tax. The QRA proposal, however,
does exactly this, while it ignores the many reasons
why property/casualty loss reserves should not be

discounted. A closer look will show why.

a. Discounting of loss reserves is unwige.

"Discounting' loss reserves is a
mechanism for recognizing the time value of money
with respect to loss reserve deductions. The
idea is that, since many claims are paid in a
later taxable year than the year in which they
are incurred, the reserve deduction in the first
taxable year should be reduced to the amount
which, when combined with the investment income

earned on the reserve until the claim is paid,
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will be enough to pay the claim. This is the
basis of the GAO's discounting proposal, which
(unlike QRA) discounts loss reserves by the
pre-tax rate of investment return on those
reserves and then (also unlike QRA) shelters the
investment income earned in the following years
8o the reserve can build up to an amount
sufficient to pay the underlying claim. It is
also part of the theoretical underpinning of QRA.
There are two major problems with
applying this theoretical construct to the real
world of property/casualty insétance operations.
First, discounting makes reserves unacceptably
inaccurate because it adds two additional
variables, that cannot be estimated accurately,
to the reserving process. Loss reserving is a
process of sophisticated estimation, in which
many factors, such as magnitude of injury,
inflation, changes in the law, likelihood of
litigation and other factors must be projected
years into the future in order to arrive at the
estimated ultimate amount of the claim. Even

with the great- reserving experience and expertise
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that insurers currently possess, the Insurance
Services Office estimated thaf property/casualty
regerves at the end of 1982 were over 107

£padeguate.8 Discounting adds two new variables:
1) the correct discount rate, which is the
future rate of investment return on

discounted reserves, and

2) the correct claim payment rate, the future

rate at which discounted claims will be paid.

These factors simply cannot be known at the time
discounted reserves are established. And discounting,
which by its nature involves reducing the amount of a
loss reserve, is likely to cause even greater
underregerving. Given the critical need of insurers,
regulators and the public for accurate and adequate
loss reserves (see pp. 5-6 above), a system such as
discounting that guarantees greater inaccuracy is bad

public policy.

Remarks of Daniel J. McNamara at the Thirteenth Annual
Meeting of the Insurance Services Office, Inc., January 10,

1984.

1
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Second, discounting results in the taxation of

anticipated income. By discounting a loss reserve,

the investment income on that reserve is taxed before
the company ever receives it. If a company incurs a
$100 loss at the end of taxable year 1 that is
discounted to $90 because it will not be paid until
the end of taxable year 2, the company is taxed upon
$10 of investment income in taxable year 1 that it
will not receilve until taxable year 2. This is an
unjust result, and one that should not be enshrined in

éﬁe Code.

b. QRA goes even further than discounting =-- it taxes

nonexistent income.

Treasury representatives have stated adamantly
that QRA is not discounting, because there is no _
requirement that a company's initial reserve be
discounted. In a sense, they are right -- the

economic result of QRA is the equivalent of denying

insurers the right to deduct loss reserves at all. 1In

effect, QRA puts property/casualty insurers on the
- cash basis of discounting.9 That is the intent of

its drafters. .
.
y

It is interesting to note that Chhpter 8.03 of the
President's proposal would require most large corporations
to reject the cash of accounting for the accrual basis, in

order to more accurately measure income. Property/casualty
statutory accounting Is In most respects similar to the
accrual basis. See The President's Tax Proposal to the
Congress, pp. 212-214,
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If a company is fortunate enough to establish a
perfectly-discounted reserve under QRA -- estimating
the correct (after-tax) discount rate and the correct
claim payout rate, as well as getting the amount of
the claim exactly right -- its discounted deduction
will be the only one it will ever get, because

additions to the reserve are not deductible. Thus an

insurer that sets up a correctly-discounted initial

reserve to pay a $100 claim will never get a full $100

in deductions. And since QRA is designed to produce
economically equivalent results no matter whether a
reserve is established and no matter what the amount
of the initial reserve is, the economic effect will be

that no insurer will ever get a full deduction for its

loss reserves. This unfair result is not even
theoretically correct, for QRA groducas gituations in

which insurers with no or negative economic income pay

tax. A recent paper by the American Academy of
Actuaries illustrates this point (Appendix III, p. 2):

"Consider a single policy written under the
following circumstances:

° A $100.00 loss will be paid after two
years.

] There are no expenses.

° The taxable interest rate is 10%.
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Suppose the company prices the policy so that {t
exactly breaks even. It Shar es ‘a premium of:
$100.00 divided by (1.10)% = 582.64

Under this policy, the company achieves no
economic gain. The full investment income at 10%
s required, along with the premium, to discharge
the $100.00 obligation. Under such
circumstances, it is reasonable to argue that no
income tax should be paid. However, the
AdoInIstration's Broposal would impose a tax in
this situation."lV (emphasis added
It should also be noted that the company in this example
would not be allowed by QRA to raise enough investment income
to pay the claim. Certainly, an income tax proposal that taxes
companies when they have no economic income and denies them the
ability to raise enough revenue to pay thelr claims is

theoretically unfair as well as unconscionable in the real

world.
10 QRA would impose a tax of $4.05 in this bituation; as
shown below:
Current law QRA

Income

Premium $ 82.64 $ 82.64

Investment income 17.36 17.36

Grogs income 100.00 100.00
Deductions .

Actual losses 100.00 100.00

Deductible losses 100.00 87.84
Real economic income 0 0
Taxable income 0 12.16
Tax (33%) 0 '4.05
After-tax income 0 (4.05)

The initial QRA reserve (diductible losses in the QRA column)
is $100 divided by (1.067)¢ = $87.84, which is the loss
discounted by the 6.7% after-tax rate of return over two years.
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\}
Property/casualty and life reserves are very

different.
Treasury again demonstrates its lack of
knowledge of our industry when it analogizes from
the discounting of life insurance reserves to
argue that property/casualty reserves should be
discounted. Although both bear the name
"insurance', they are very different businesses.
Reserves on whole life policies are set when a
policy is sold, before any claim arises.
Actuarial mortality and morbidity tables give a
very high degree of predictability to life
insurance ldsses, and investment income is
explicitly relied upon to build reserves.
Property/casualty companies, in contrast, do not
establish reserves until a claim is reported to
them (except for "incurred but not reported"
reserves, see p., 5, footnote 1), the correct
amounts of reserves and claim payment rates are
far less predictable and reserves are not built
up with investment igcome. QRA shows the extent
to which Treasury has confused the two
buéinessea, and the GAO's analysis is subject to

the same misconceptions.



11

12

13

217

QRA will greatly increase the cost of insurance. QRA

would impose a massive and unsupportable tax increase
upon the property/casualty industry. Indeed, this may
be a rare area where the Treasury's revenue estimators
undershot their mark. While Treasury I estimates 1
that QRA would raise some $14.7 billion over five
years, ranging from $1.8 billion in 1986 to $3.4
billion in 1990, the Administration's estimate'? is
that its slightly-revised proposal would raise only
$5.6 billion over five years. The Joint Committee on

13 It should

Taxation's estimate was $5.5 billion,
be noted, however, that the predicted revenue rises
steeply from $100 million in 1986 to $2.4 billion in
1990 ($0 to $2.3 billion in the Joint Committee's
egtimates). It 18 extremely interesting that all of
the estimates of the revenue raised in the fifth year
are closed, and the trend of all of them is straight

up. A study by Robert A. Balley, vice president of

Tax Reform for Fairness, Simplicity and Economic
rowth, epartment of the lreasury,
Noveﬁser, 1984, p. 250.

The President's Tax Proposals to the Congress for
Faltness, Growth and Slmplicity, May 29, {?BS, p. 457.
Estimates of President's Tax Reform Proposal, Joint
CommIttee on Taxation, July 25, 1985.
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the Property/Casualty Division o§ the A.M. Best Company
(attached as Appendix II) concluded that QRA would have
produced $4.8 billion in increased tax liability in 1983,
even with a 33% corporate rate. The {industry's net pre-tax
operating income for that year was, interestingly enough,
$2.7 billion.l4 Most of the internal studies in the
property/casualty }ndustty are predicting tax increases
caused by QRA of $3-5 billion per year. Tax increases of
this magnitude would likely, over a two-to-three year
period, overwhelm the large net operating loss
carryforwards that the industry currently has due to its
poor recent financial results. Despite these very real
losses, QRA will make its bite felt very quickly.

It i8 clear that tax revenue increases of thié size
will require companies to increase premiums signficantly
just to compensate for the effects of QRA. The Bailey
study (using the current 46% tax rate) estimstes the

following rate increases, produced solely by QRA:

All lines 11%
Medical malpractice 32%
General liability 247
Workers compensation 15%

1985‘A Critical Year, Insurance Setvicés Office, Inc.,
and Nationa soclation of Independent Insurers, May,
1985, p. 1l4.
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Joseph W. Levin, vice president and actuary at
Employers Reinsurance Corp., has made the following similar
estimates (Appendix III, p. 3):

- 33% . 46%
tax rate gax rate
Auto liability 7.5% . “1s.11
General liability 15.2% 32.6%
Medical malpractice 17.1% 31.8%
Workers compensation 10.6% 20.5%
All lines 8.0% . 17.2%

These increases would be added to the large increases
insurers are implementing in these lines just to begin to
underwrite insurance again on an economically sound basis
-~ increases of 50-100% in many ca;es.ls It can also be
seen that the QRA-produced increases are greatest in the
business-lines of insurance. Many of these extra costs
will surely be passed through to consumers- in price
increases of goods and services as a 'hidden tax". And
they will make it much more §1f£iqn1;_£gx American business

to do business.

Industry premium writings increased by 17.42% in the
first six months of 1985, including increases of 58%
for other liability, 42% for medical mal?ractice, and
31% for commercial multiple peril. Best's Insurance
Management Reports, Property/Casualty, Release No. 19,
KX M. Beat Company, Oldwick, N.J., September 2, 1985.
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QRA will reduce the availability of insurance. The tax

increasés imposed by QRA will come directly out of the
industry's capital and surplus. Regulators (and company
managements) use a company's ratio of premiums/surplus to
Judge how much business a company can safely write. When a
company's premlum/surplus ratio becomes as high as 3:1,
regulators generally become concerned -- indeed, that is
one of the 11 tests in the NAIC's '"early warning' financial
testing system, designed to help regulators determine as
early as possible when a company may be getting into
financial trouble. With 1984's $1.6 billion shrplue
decrease, the industry's premium/surplus ratio increased
from approximately 1.7:1 to approximately 1.9:1. Since
many companies are implementing lafge premium increases in
an attempt to return to realistic underwriting, the
industry'é premium/surplus ratio may continue to increase
in 1985, Many individual companies are already near or
over the 3:1 mark now, and more are likely to be close at
the end of 1985. QRA's removal of $3-5 billion per year
from industry surplus will pdsh premium/surplus ratios even
higher, and deprive the industry of the capacity it needs _
to satisfy the public's need for property/casualty coverage.
This decrease in the industry's capacity to write

insurance would come at a time when societal changes,
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particularly the explosion of litigation, are making
_insurers much less able to insure certain risks. The
unpredictable expahsion of theories of legal liability, the
judicial tendency to expand policy language to provide
coverage in situations where coverage was never intended,
and recent dramatic increases in the cost of providing
legal defenses to policyholders have imposed costs upon
insurers for which they were never able to collect
premiums. The response of many companies has been to stop
or reduce their writings in the lines most affected by
these developments. The result is that many doctors are
now unable to obtain adequate medical malpractice coverage,
many lawyers are finding legal malpractice insurance
unaffordable or unavailable, and many asbestos removers,
day care center operators and businesses that need general
liability and directors and officers coverage are
experiencing difficulty in securing coverage. The lines
that are most affected by these societal and legal
developm/nts -~ medical malpractice, general liability,
other business coverages -- are the lines that QRA will
affect the most because of the relatively long time that it
takes for these claims to develop and be paid. QRA will
simply make some difficult coverages unavailable, and deny
insurance protection to many American businesses and

professionals.

55-629 O—86——8



16

222

\
QRA encourages non-insurance of risks. One of the explicit

principles behind QRA is that tax law ought not to favor
insurance of risks over non-insurance. This novel precept
apparently holds that there is no societal value in
encouraging individuals and businesses to pool their risks
so that they can recelve certainty in place of uncertainty
and make sure that the general public will be compensated
for the losses caused by those who pool their risks. In

fact, the economic effect of QRA is, and is designed to be,

to deny insurers the ability to deduct reserves for the

losses they must pay. QRA is designed to put

property/casualty insurers, in effect, on the cash basis of
accounting for losses, just as are those who do not insure
(sometimes incorrectly called self-insurars).16 This

does not "level the playing field'" between insurers and
non-insurers; it puts insurers at a significant
disadvantage. Property/casualty insurers are very closely
regulated by the states -~ non-insurers are not. Insurers

must meet stringent capital and surplus

So-called "self-insurers' are not that at all. It is
impossible to ''self-insure', because insurance
requires the transfer and spreading of risk from a
single person or entity to several unrelated persons
or entities. See Helvering v. LeGlerse, 312 U.S. 532
(1941)., "Self-insurers" are really non-insurers =~-
persons who have chosen to bear theif own losses and
to bet that they will be able to make them good.
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requirements to write business in any state ~-- non-insurers
generally do not. Insurers are rehuired by state law to
establish loss reserves =-- non-insurers are not. Finally,
property/casualty companies must participate in guaranty
funds that pay policyholders and claimants of insolvent
insurance companies. Non-insurers are under no obligation
to satisfy claimants of fellow non-insurers that become
bankrupt -~ claimants that may be paid, if at all, under
the bankruptcy laws, at the rate of a few cents on‘the
dollar.

It is unsound social policy to discourage a private
system that promotes economic security and stability and
ensures that innocent claimants are paid for their injuries
and to encourage a system that leaves those claimants to
the tender mercies, delays and percentages of the
bankruptcy courts. 1If these costs are not met by private
industry, the Government will come under great pressure to
meet them. It is also unwise to promote non-insurance
while the great bulk of American business, especially small
business, does not have the size or expertise to manage its
own risks. Yet that is exactly what the Treasury is

proposing.

QRA will disadvantage American insurers in foreign

competition. Property/casualty insurance is an

international business. The price increases and
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administrative expenses QRA will generate, both jin direct
insurance and reinsurance, will hurt American companies

both in competition for U.S. and foreign risks. Many

foreign companies write excess and surplus insurance on
U.S. risks without having a sufficient presence in the U.S5:
to subject them to American tax law. Much reinsurance is
also ceded to foreign reinsurers by U.S. direct insurers.
Those foreign reinsurers are again not subject to U.S.
income caxes.%7 Thus, many foreign insurers will not be
affected by QRA, while American companies will be. The
effect will be particularly severe in the case of
reinsurance, which 18 peculiarly international in nature.
Recent testimony of the Reinsurance Assoclation of America

18 indicates that QRA would cause a net $9.8 billion

outflow from the American reinsurers into the foreign

market. With the entire

Insurance of U.S. risks by foreign insurers and
reinsurance ceded by U.S. insurers to foreign
reinsurers is subject to a U.S. excise tax, 4% for
direct insurance and 1% for reinsurance. I.R.C.
Section 4371. But many tax treaties, including the
one with Great Britain, where the largest proportion
of U.S. risks are reinsured, exempt the foreign
country's insurers and reinsurers from the tax.

Statement of the Reinsurance Association of America
before the House Ways and Means Committee, July 19

, broperty Casualty Taxatlon, p. and Appendix
B, p. B=4I.
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American economy under extreme pressure from foreign
competition, with the U.S. becoming a debtor nation overall
for the first time, this 1s hardly the time to enact a
proposal that will further harm American business. Here,

too, American jobs are at stake.

QRA threatens the basis of insurer solvency and state

regulation. Since the enactment of the McCarran-Ferguson
Act in 1945, Congress has rightly recognized that the
business of insurance should be regulated primarily by the
states. The fundamental principle of state regulation has
always been to protect policyholders'and claimants by
ensuring that insurers remain able to meet their ultimate
obligations. The cornerstone of this policy has been
statutory accounting, with its ‘conservative emphasis upon
ensuring that a company can at all times pay all
outstanding claims from 1t s agsets if it stops writing
buéiness. The most important statutory accounting
practice, as mentioned earlier, 18 reserving for losses at
their full values.

Although Treasury claims that QRA will have no effect
on statutory accounting, it again ignores common sense.
QRA will uncouple statutory accounting from the Internal
Revenue Code. It will require insurers to maintain two
different sets of reserves -- one for tax purposes and one
for regulatory and corporate use. Under QRA, statutory

accounting may be forced to include a deferred tax
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account to account for the future tax liabilities of
companies that choose to establish full initial reserves
under QRA to maximize cash flow, and pay more taxes later
vwhen claims are paid.19 The amount in the deferred tax
account will be very difficult to predict, since companies
cannot know their future after-tax rates of return on
investment or their future claim payout rates. This
uncertainty will degrade the accuracy of all insurer
financial statements and reduce regulators' abilities to
engure company solvency. If QRA loss reserves were ever. to
be adopted for statutory accounting purposes as well,
accuracy, and the concomitant effectiveness of state
regulation (or any kind of regulation), will be greatly
reduced. The National Association of Insurance
Commissloners has noted tpe dangers posed by QRA and has
recently adopted a resolution opposing

“any method of taxing insurers, such as the qualified

reserve account method, which would weaken the tax

laws' recognition of state statutory accounting rules

and their traditional methods of reservinﬁ Sor
policyholder benafits, claims and losses."2
\

This occurs because defetring taxes under QRA by
taking an initial deduction larger than an
accurately~-discounted reserve causes the deferred
taxes to be paid with interest when the claim is paid.

Resolution of the National Association of Insurance
Commissioners, June 14, 1985, This position was
reemphasized in the testimony of Bruce Foudree, Iowa
Commissioner of Insurance, representing the NAIC
g;ggre the House Ways and Means Committee on July 19,
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Finally, the mﬁssive tax increase imposed by QRA
is one that the industry simply cannot bear at this time.
A number of companies, small and large, are in very poor
financial condition due to the industry's current results.
The tax impact of QRA, which can impose an "income' tax
when companies are actually losing money, could force some
of these companies into insolvency and consign others to a
much longer and greatly troubled convalescence. For over
60 years, the Internal Revenue Code and the Congress have
shared with the states their concern for protecting the
general public by assuring the safety and soundness of
insurers. Now, after a year in which the industry lost
$3.7 billion, the Treasury argues that safety and soundness

are of no concern to the tax code.

QRA will be very complex to administer. The General

Accounting Office opposes the QRA concept, and a primary

21 QRA requires

reason is its inherent complexity.
establishment of individual QRA accounts for each line of
business for each policy year, Insurers keep records on an
accident year basis (which groups claims according to the
year in which claims are incurred), rather than a policy
year basis (which groups claims according to the year in

which the underlying policies were written). The

Congress Should Consider Changing Federal Income
axation of’che‘F?ogertxéCasualtx Insurance Industry,
eport to the Chairman, Committee on Finance, United
States Senate, by the Comptroller General of the

United States, March 25, 1985, pp. 28-29.
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transition will be very expensive, especially for
small companies with limited resources. The American
Academy of "Actuaries report excerpted in Appendix IIf
also estimates that companies would eventually be
required to keep over 100 individual QRA -

accopnts.22 Again, this level of complexity will be
much more difficult for small companies, many of which
do not employ accuarLes.\ QRA is certainly not "tax

simplification', nor do we believe it is reform.

QRA will be detrimental to small business. Small

businesses must be able to obtain insurance. They do
not have the size, the diversification of risks or the
expertise to go without insurance, as some larger
corporations feel they can. QRA affects most the
business coverages they need, raising their cost and
reducing their availability. It will also have a
devastating effect on small insurers, which provide
the bulk of coverage for small businesses and

agriculture in America's rural areas.

Analysis of Qualified Reserve Account Tax Proposal,
American Academy of Actuarles, Committee on Property
and Liability Insurance Financial Reporting
Principles, July, 1985, p.II1.C.2,
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Drafting legislation, technical corrections and

regulations will be extremely difficult. The

President's QRA proposal would require a great deal of
clarification if a company would ever try to put it
into practice. It is not clear, for example, how -
significant liabilities such as loss adjustment
expense reserves and the unearned premium reserve
would be affected. Much would depend on technical
corrections and regulations, and the industry is still
waiting for some regulations from TEFRA in 1983. 1If a
general tax reform proposal 1is enacted, Treasury and
IRS staff will of course be swamped with regulations
projects. The industry cannot live with the kind of
uncertainty any delay in clarification here would

produce, and delay would be inevitable.

III.General Accountin® Office loss reserve discounting

The GAO has advanced its own proposal for loss reserve

discounting.23 The prime differences between GAQ

discounting and QRA are the following:

1.

Insurers under GAO discounting would use their pre-tax
rate of investment return, rather than their after-tax

rate, to discount their initial reserves.

23

Congress Should Consider Changing Federal Income
Taxation of the Property/Casualty Insurance Industry,
pp. 9-22.

\
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GAO discounting allows deductions for investment
income earned on and added to reserves in subsequent
taxable years, so that the company eventually gets a

delayed, but full, deduction.

GAO discounting 1is a milder assault on the

property/casualty industry than is QRA, but it suffers from

many of the same flaws.

1.

Discounting of loss reserves 1s inappropriate.
24

This'has been fully discussed earlier,
yet some points should be reiterated. GAQ discounting
will make loss reserves considerably less accurate
than they are now, because it requires correct
calculation both of future claim settlement rates and
the actual amounts of future claim payments. Aithough
the discount rate used in c&lculating the initial
reserve 1s a moving average of the last five years'
rates of return, additions to the reserve depend on
future years' rates of return, which are fed into the
moving average. Since these cannot be known in
advance, more inaccuracy will be added here. GAO
discounting also taxes anticipated income, because it

taxes investment income before it 1is received.

See pp. 10-13 above.
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A
Nowhere in the Code is income that has not yet been
either accrued or received considered to be taxable
income, and this novel notion should not be

incorporated into our tax law.

GAQ discounting will damage solvency regulation.
25

As shown earlier, any Hiscounting system
seriously threatens state regulation for solvency.
GAO discounting will uncouple statutory accounting
frqm the Code, just as QRA does, and the NAIC's
coﬁdemnation of QRA applies equally to all forms of
discounting.26 If GAO discounting 1is ever adopted
for statutory accounting purposes, it will have the
same detrimental effect on the regulators' ability to
preserve company solvency. It will also encourage
company underreserving, the single largest cause of

insolvency.

GAO discounting will be extreme1§ complex.

There is nothing simple about this process.
Computation of loss reserves will be complicated, with
two new variables (claim settlement rate and discount
See pp. 25-27 above.

Resolution of the National Assoclation of Insurance
Commissioners, see p. 26 above.
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rate) added. A new set of books for federal lncome
tax accounting will have to be kept. And the expense
to coumpanies and the Internal Revenue Service in the
auditiné of returns will increase enormously. It is
difficult enough now fo; companies and revenue agents
to agree on loss reserve audits when all that is being
examined is the reasonableness of a company's 4
estimates of actual losses. The IRS would now have
two more variables to audit, with a concomitant

increase in expense and time. \

GAO is uncertain about how much revenue it will raise.
\

The GAO estimates that 1its proposal would have

raised $485-613 million in revenue in 1982, Yet, it
cautions that these figures ''should not be viewed as a
projection of actual immediate yield to the Treasury"

because:

(1) higher premiums caused by tax increases
would give business policyholgers greater
deductions;

(2) 1insurers would almost certainly invest in
tax-exempt investments to a greater degree;

and
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(3) much of the increase would be absorbed by

net operating loss catryforwards.27

The uncertain amount of tax revenue that might be
raised is ce;tainly not worth the practical
dislocations and costs to companies, the government
and the general public that GAO discounting would

cause.

IV. Taxation of mutual policvholder dividends

The President's proposal would reduce the deduction
for policyholder dividends allowed to mutual
property/casualty companies in a manner similar_to the way
in which the deduction for policyholder dividends ailowed
mutual life insurance companies is reduced under current
1aw.28 All segments of the industry, both stock and
mutual, agree that such an approach is totally
inappropriate for mutual property/casualty companies, and
demonstrates the Treasury's continuing failure to recognize
the fundamental differences between life and

property/casualty insurance. A policyholder dividend is a

27 Congress Should Consider Changing Federal Income
Taxation OF The Property/Casualty Insurance Industry,
pp. 1/7-19.

28 The Président's Tax Proposals to the Congress, p. 278.
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return payment to a policyholder by an insurer of premiums
that are unnecessary to pay losses and expenses. Since all
the compaﬁy is doing is returning unnecessary premiums, it
may deduct policyholder dividends from gross income
(generally premiums and investment income) for federal tax
purpohes. Stockholder dividends, of course, are paild only
by stock companies and represent the return on a
stockholder's investment in the company. Both stock and
mutual companies pay policyholder dividends--each segment
of the industry paid about $1.1 billion in 1983.

Becaugse mutual companies have no stockholders and
thelr policyholders elect the directors that run the
companies, however, the Treasury believes that a portion of
the policyholder dividends that mutual insurers pay is a
return on investment, similar to stockholder dividends.
This is measurable, Treasury believes, by the difference in
return on equity ('ROE") between mutual and stock
companies. In the life industry, stock companies have
trahitionally had a higher ROE than do mutuals. This
difference is deemed by Section 809 of the Code to
represent a return on mutual policyholders' ''investments'
in their companies, and is used to reduce the deduction for
policyholder dividends. This tax, adopted in 1984, is a

new tax on all mutual life insurers, because this so-called
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"ownership differential' between stock and mutual life insurers
is deducted from reserves if a company doesn't pay enough
policyholder dividends. Despite the tremendous differences
between property/casualty insurers and life insurers, the
Administration proposal seeks to expand the 1984 law in some

ungspecified way to mutual property/casualty insurers.

1. What does the Treasury want?

It is entirely unclear in the President's proposal how
Section 809 would be expanded to mutual property/casualty
companies. Treasury has not contended that after-tax ROE
is different between mutuals and stocks in the
property/casualty industry. In fact, Treasury has not
pointed to anything that would indicate any possibility of
mutual "investment return'' paid to policyholders in this
industry, except for the barefaced allegation that the
problem exists. It is very difficult to respond to such a

vague allegation.
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Treasury has again ignored the essential differences

between the property/casualty and life industries.

Section 809 was the result of a political
decision by the Congress that mutual life insurers
ought to pay 55% of the industry's taxes. Mutual life
companies write the preponderance of the‘life

industry's business.2? This concern about ''gegment

balance', an important cause of Section 809, has no

place in the property/casualty industry, where stock

companies write the great majority of the business and

have alleged no competitive inequity. More

fundamentally, life and property/casualty policyholder
dividends are different. State law generally requires
mutual life companies to write participating
contracts, in which policyholder dividends are
required. Stock life insurers generally do not write
such contracts. In contrast, stock and mutual
property/casualty companies pay essentially the same

amount of policyholder dividends by segment, and

General Explanation of the Revenue Provisions of the
eficit Reduction Act o K. t
Congress, §EEE§C an ;;-ggg%, go;nt gommtttee on

axation, December 3T, 1984, pp. 612-613.
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nearly 657 of the dividends are paid in one line --
workers compensation. If all mutual policyholders are
entitled to investment return, why do only the workers

compensation policyholders get it?

Property/casualty insurance is protection, not an

investment.

Treasury has missed another fundamental
difference between life and property/casualty
ingurance -- there is no investment aspect to a
property/casualty policy. Policyholders buy auto,
fire, homeowners, and workers compensation coverage
for protection, not as an investment. Workers
compensation policyholders, who receive 65% of
property/casualty policyholder dividends, probably
comprise less than 5% of total property/casualty
policyholders. Most dividends pald to workers
compensation policyholders are currently computed on a
"sliding scale' or 'loss sensitive' basis. In other
words, the lower the losses, the greater the
dividend. Clearly, these indicators do not reflect a
distribution of earnings to owners, but rather a
return of premium to those policyholders who can
significantly reduce losses by the implementation of

sound safety procedures.



238

4, A new tax on all mutual insurers.

This proposal is a new tax on all mutual
ingurers, desfite the Treasury's talk about a
"limitation" of the policyholder dividend
deduction by the amount of the "ownership
differential." Section 809 goes beyond the
reduction of policyholder dividends by actually
reducing the closing balance of a company's life
reserves where the differential earnings amount
exceeds the allowéble policyholder dividend
deduction. Many mutual property/casualty
companies do not now and never have paid
policyholder dividends. Treasury has alleged no
justification for forcing such an insurer to

reduce its reserves in this fashion.

There has been no demonstration that the rate of
return on net worth is meaningfully different between stock
and mutual property/casualty insurers. Nor has there been
any demonstration that stock companies pay a )
disproportionate share of property/casualty taxes. Any
effort to impose a tax similar to Section 809 on this

industry should be rejected.
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Abolition of the '"protection against loss' account .

Congress created the Protection Against i%ss (""PAL")
account in 1963 when it unified the tax system for stock
and mutual pfopetty/casualty companies. It recognized that
mutual companies, unlike stock copanies, cannot sell their ‘
own stock to ralse capital needed for growth and proteccionxy
against future catastrophic losses. The PAL account-was
created to help even the balance. The account essentially
allows mutual insurers to defer federal taxes on 1% of
incurred losses and 25% of underwriting income for five
years, at which time the deferred amount (except for half
of the 25% of underwriting income) is returned to taxable
income. If a company suffers tax losses in intervening
years, however, the losses must .be offset with amounts
carried in the PAL account. Because of the industry's
horrible financial results in recent years, most mutual
property/casualty companies no longer have PAL accounts,
because they have been exhausted to pay losses. Most of
those that still have PAL accounts tend to be small, more
profitable and payers of large amounts of taxes. The
Treasury and the General Accounting Office, and now the
President, think the PAL account should be eliminated.

This is wrong because:
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PAL has helped mutual companies to build the capital

necessary to protect them against unanticipated and

catastrophic losses. These companies do not have the

advantages of diversification of risks and great
geographic spread that larger companies have, and PAL
i3 especially valuable to them. They also provide the
bulk of insurance ptotgction for rural America. PAL
also aids market entry by helping small mutual
companies to increase their premium writings without
putting unsafe pressures on their policyholders'
surplus, as shown in Appendix 1IV. PAL has helped them
to keep their premium/surplus ratios down while

increasing their market shares.

Elimination of PAL would raise very little revenue.
As mentioned above, inAorder to have a PAL account, a
company has to have underwriting income, which few
mutuals have had in recent years. As a result, few
companies have PAL accounts. Those that do tend to be

the small companies that need it most.

Congress' purpose in creating the PAL account has been

served. Both mutual and stock companies are united in
suppofting the PAL acccunt, Although Treasury and GAO
claim that PAL is inequitable to stocks, the stock

industry itself. refutes that argument.
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WWI. Abolition of the small mutual company deductions and

exclusions.

Congress and the Internal Revenue Code have long
recognized the importance of the small mutual
property/casualty insurance companies, primarily farm
mutuals, that provide the major source of insurance
protection for America's farming communities. The most
important provisions in the Code specifically concerning
these companies, last revised in 1963, currently exempt
mutual companies with gross income of $150,000 per year or
less from federal taxﬁtion. Companies with gross anoie
exceeding $150,000 bué not exceeding $500,000 may elect to
be taxed only on investment income. Other provisions lower
the tax rate on investment income of taxable income under
certain circumstances. The President's proposal would
eliminate these provisions, and is wrong for the following

reasons:

1. Farm mutual companies, limited to writing in one

country or contiguous countries, are the backbone of

insurance protection for agricultural America. Large,

multi-line companies tend to move into and out of farm

markets, but the farm mutuals are always there.

2. Farm mutuals face the competitive disadvantages of a

highly-geographically concentrated book of business,
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the unavailability of economies of scale and the lgck
of ability to spread risks among large numbers of
policyholders, and high reinsurance costs. They also
need a lower ratio of premiums to surpl&s, to protect
against catastrophic losses, than larger companies '

need.

The small mutual exclusions and exewptions, together

with the PAL account, enable farm mutuals to raise the

capital they need to protect American agriculture.

With the agricultural and rural economy under the
massive strains to which they are currently subject,
this is hardly the time to pull the rug out from under

t
their insurance protection.

Taxation of workers compensation benefits

Although the Administration's proposal to tax
injured workers on their workers compensation benefits
is not a direct tax on property/casualty insurers, we
would like to comment on it as well. This proposal is
as ill-advised as the others we have commented upon,

for the following reasons:
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1. It is unfair to injured workers. It is unfair to

injured workers and their families to tax their
benefits, which are at most in any state 66-2/3%
of their pre-injury wages, and out of which
attorney's fees and other expenses must be paid,
at the time that they need them more than ever.
The National Council of Compensation Insurers has
estimated that an injured worker with a spouse

and one child would lose, on the average, 14% of

his or her indemnity benefits =-- approximately 9%

of total benefits--from federal taxation

aloqg.ao Since most states with income taxes

are linked with the Gode, the loss of indemnity

benefits caused by federal, state and local taxes

would be 19% -- a loss of 12% of total

benefits.31 Many states already take income

tax withholding into account in reducing their
benefits, and this further slash is simply
unconscionable. It is also unfair that, while
Treasury would tax compensation benefits, another

person with the same injury suffered outside work

Taxation of Workers Compensation Benefits, National
CouncIl on Compensation Insurance, June, 1985, p. 3.

Taxation of Workers Compensation Benefits K p. 4.
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would pay no tax on any of the tort benefits
received, tort benefits for which a compensation

beneficiary cannot sue.

2. It will increase the costs of American business.

States will be strongly pressured to increase
\their benefit levels. NCCI figures show that a
157 rate increase would be needed by insurers to

32 Rate increases

provide the same benefits.
must be approved in most states by the insurance
commissioner. If they are not approved,
companies may leave the workers compensation
market. Since tort plaintiffs are not taxed on
personal injury recoveries, attacks on the
exclusiveness of the workers compensation system
will be exacerbated, further increasing the costs
of the system. At a time of unprecedented trade
deficits, it is hardly advisable to increase the
vcost of doing business in the United States, yet

this is exactly the effect of this proposal.

32 Taxation of Workers Compensation Benefits, p. &
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3. The states, which can respond quickly to changing

local conditions, are best qualified to determine

the appropriateness of benefit levels. The

Treasury's proposal attempts to_alter them by
federal tax policy, a peculiarly inappropriate
tool. No allowance is made, for example, for

" those states that calculate benefit levels on an
after-tax basis. The states, not the federal
government, are best equippéd to determine what
is fair for their workers and what incentives
willAinduce injured employees to return to their

jobs.

1X. Conclusion
The Administration and GAO proposals bring many
intolerable consequences in their wake, and exhibit their
fundamental misunderstanding of the insurance industry.
Those who value a strong American economy and the financial
protection that the property/casualty industry provides

should reject their proposals.



IMPLICIT TAX PAID BY INVESTING IN NONTAXABLES
(DOLLARS IN MILLIONS)

Original research from Alliance of American Insurers Research Department, using data from Corporation Source

1983
1982
1981
1980
1979

$86,668
$86,968
$83,917
$79,994
$72,113

APPENDIX I

$6,747
$6,982
$6,651
$5,711
$5,045

IMPLICIT
TAX PAID

. (XNVESTMENT
INCOME

Book of Statistics of Income, U.S. Department of the Treasury, Internal Revenue Service, various years, and

Aggregates and Averages, A. M. Best Company, Oldwick, New Jersey, various years.

*
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The Effect of the Treasury’s Tax Reform
Proposals on the Property/Casualty Industry

Jull ranufications 1o the mdwnidual insurer, the insurance con-

Much has been wntten conceming the Treasury Depaniment’s
proposals 1o restrict, by discounting esumared future losses 10
present ralue, the amowunt of funds that insurcrs can place in
1ax frde rescrves. Touted by the Treasury as a way 1o recognize
the tiz:ne value of money and 1o eliminate unfair advuniage over
self-insurers, these 1ax proposals have been roundly criticized

sumer, the insurance indusiry and the U.S. economy should
these tac proposals become part of the law of the land. In this
article, Robert A. Bailey, Vice-President of the Property/Casual-
ry Division of the A.M. Best Company, follows a line of analysis
that desciibes the negative effects such laws would have on o
business already reeling from a period of declining returns.
hy hout this paper, QRA means Qualified Reserve Account

by property/casualty industry spokesmen as und 18 both

the philosophical and financial footings of the indusiry.
Until now, linle has been published on the extent of the poten-

tial damage 10 insurers in dollars and cenis or to outline the

8
and is defined as an insurer’s estimated amount of loss reserves,

discounted 1o present \alue at the after-tax yield on the com-
pany’s im estments.

Premise: If the Treasury's proposals for *'Qualified Reserve Accounts’’ (QRAS) were adopted without any
other change in federal tax law,® the increase in federal taxes on the U.S, property/casualty insurance in-
dustry Is estimated to be equivalent to 8% of earned premiums each year. To compensate for lost income,
increases In premiums, varying by line of business, would be required. Such premium increases are estimated
at 32% for medical malpractice, 24% for general liability; 48%- for werkers® compensation and reinsurance—

an overall average rise of 11% for the industry.

How the Proposed QRA Method of Taxing Property/Casualty
Insurers Would Work

If the Treasury's proposed tax laws were enacted, an insurer
would be required to establish a QRA for each line of business
for each policy yeat, receiving a deduction from taxable income
only for the discounted present value of the estimate of future
losses. Loss payments would be deducted from the QRA and

consequently would not generate a deduction from taxable in-~

come unless the QRA is exhausied and could not be used to
offset the loss payment. Esch QRA would be incteased annually
by a percentage equal 1o the afier-tax rate of retum actually eam-
ed by the company on its investments during that yeasr. These
additions 10 QRAs from investment income would not be deduc-
tible from taxable income.

The company would be free 10 use any method to estimate
and discount its loss reserves but would be limited to 3 max-
lmum mmal QRA eqml to prcmlums carned less sales and ad-

d and less policyholder divid
incurred. 1The Treasury would not need 1o be concerned if the
initial QRA was excessive, since the excess amount, together

losses would be adjusted for interest, the present value of the
diffesence would not be affected. Conuquendy. the segregs -

tion of QRAs by line of t would be admi ive only

and would have no bearing on the present value of the QRA's

effect on taxes.

To estimate the potential effect of the proposed QRA method
of tax reform, it will be assumed that every company will set
up the maximum QRA in order to minimize dependence on car-
ryback provisions of the tax code (due to limitations on these
carrybacks).

Effect of Treasury’s QRA Proposal
The immediate effect of the QRA method would be an in-
crease in taxable underwriting income equal to the difference
between incurred Josses on an undiscounted basis and incurred
losses discounted at each insurer’s after-tax investment yield.
This is actuarially equivalent to the difference in taxable income
figured on a paid basis versus an incurred basis. The difference
in both cases is equal to the present value of the interest on the
loss reserve for the average length of time the loss reserve is
ding, which is in turn equivalent to the discount on the

with the annual increases from the afer-tax i rewm
would be added to taxable income when the QRA is closed out,
Since any difference between the initial loss estimate and future

loss reserve. For the industry as a whole,
M {eontinued)
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the Tronury s QRA proposshwe i e tar.
ablcincoma by 12% of iacurrcd fe e ennonlly,
regardless of the acancacy of the intial reverve,

For all incs of business combined, the aversge fongth of tune
tetween the date that Josses are incurred and the Jute they are
paid 15 sbout two years The average afice-tay e of rewurn
onnvestments 1s sbout 6% Therefore, the effect of the QRA
would be anincrease in tavable income of about 125 of incur-
red losses.

For the industry as a whole, the average ratio for underwriing
expences and dividends 1o prem:ums is about 30, leaving 70%
of premiums for the present value of losses and lass adjusiment
expenses. Consequently, the increase 1n tavable incoine would
be 12% ol 70%, or about 8.4% of premiums. Assuming the
current tax raie of-46%, the increase in taves would be 46%
of 8.4%, or approximatcly 4% of presums for all lines of
busincss combined (If the general corporate tax rate were reduc-
ed 10 33%, the 1ax increase would be about 3% of premiums.)

If the ininal QRA is too high or too low, the correction is
deferred, but with interest. If the insures and its affiliates are
not in a taxable pasition and have enough tax loss carryforwards
1o cover the additional taxable income, the additional tax would
be deferred without interest. But the addition 1o taxable income
would be so substantial, especially in the case of the commer-
cial lines carriers, that reduction in the effective tax rate would
be relatively small due to deferral, ar least afier the new basis
has been in effect for a year or two.

The 12% increase in taxable income would ef-
fectively accrue for each year regardless of fluc-
tuating underwriting results, even though it may
take several years until the full tax increase ef-
fect emerges. The effects of the QRA proposal
on industry taxation for two highly contrasting
years—1983 and 1979~ are compared below:

In 1983, the industry aggregate incurred losses and loss ad-
justment expences for accident year 1983 were $S88.2 billion
P

el 9w nthe ok dre a0 o bk
N g u Lo d ot reserses, e ORA o dd Y e cgaaled
he undiseru aed Toss reserve, sothe o o date i cffect would
have been zero Bul such 2 QRA would have boen excessive,
and the excess, with intercst, would bzt e eventually been releas-
cd inio auble income. Therefure, the presont vatue of the
uliirote QRA propossl sould «ull b2 12% of expeend loseer
{muinpiied by the tax rate), vven the gh soveral years would

clapse before the full tax ancrease effect would umerge.

wel

The QRA proposal is in ¢fTect not income tax
reform but rather a *pramium'® tax, the effect
of which radically differs accurding to cach line
of business with its charactcristic pattern of loss
reserves. The average premium fax would be
equivalent to 4% of premiums for all lines—as
much as 14% for medical nalpractice,

The scenarios that follow below show how insurers would
be liable for taxes that have little refation to actual economic
income:

+ If a company operated at an economic gain of zero before
taxes using the full investment income o offset underwriting
fosses based on undiscounted loss reserves, and if all its invest-
ment income were taxable interest, the effect of the QRA method
would be to subject all of the investment income to 1ax. This
would result in a substantial tax es en though economic income
was nil and would cause a net loss afier taxes. In “his case,
2 tax would be imposed even though no economic income
enisted.

© [f a company operated so that its economic gain was equal
to the tax on its taxable investment income, using its invest-
ment income afier 1axes 10 offset the underwriting losses based
on undiscounted loss reserves, the effect of the QRA method
would be 10 impose a tax equal to 100% of the truz economic
gain of the carrier, resulting in net income after taxes of zero.

_In this case the effective tax rate would be 100%.

* If acompany opzrated with an economic gain before taxes
that exceeded the tax that wouid be imposed solely on its in-

income, the QRA method would impose a tax equal

($87.4 billion for all accidedl years bined cam-
ed less underwriting expenses incurred and dividends to
policyholders incurred equaled $73.6 billion. If 2 QRA of $73.6
billion had replaced the undiscounted incurred losses of $88.2
dillion, the increase in taxable.income would have been $14.5
billion, and at a corporale tax rate of 46% the increase in taxes
would have been $6.7 billion, ignoring the effect of tax loss
carryforwards. (At a tax rate of 33%, the tax increase would
be $4.8 billion.) Since $14.6 billion is more than 12% of $88.2
billion (it is 16.6% of $88.2 billion), the QRA for 1983 may
have been deficient. That deficiency, with interest, would have
emerged in subsequent years. Therefore, the present value of
the ultimate tax-raising effect of the QRA method on 1983 is
probably about $10.6 billion (12% of $88.2 billion) of 1axable
income and 54.9 billion in taxes ($3.5 billion in taxer at a tax
rate of 33%).

to normal tax rates on the true economic gain reduced by tax-
exempt investment income, plus an additional tax on the dis-
count on loss reserves figured at the aler tax yield on
investments. . .

In summary, the QRA proposal is not an income tax reform.
Itis a *'premium’* 1ax that varies by line of business according
10 the relative amount of loss reserves generated by each line
of business. This federal premium 1ax is coordinated with the
income tax so that any tax loss carryforward generated by the
income tax can be applied against the premium tax, but the
premium wix is not a deduction from taxable income for
calculating the income tax. The sverage premium tax would be
equivalent to approximately 4% of premiums for the overall
industry, 14% for medical malpractice insurance, 9% for
general liadility and 6% for workers® compensation and rein-
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suranee assiming no change in the corporate tax rate).

These presmum taaes would not be recognized in determin-
ing incomc subject 10 ncome tax. To provie for a new premium
tax of 14% on medical malpractice, premium rates would need
to be incrcased ubout 32 1o produce the samic profit margins
asatpresent The 32% increase would cover the 14% ptemium
tax; 6% for additiunal commussions, state premium taxes and
ather overhead cxpenses, and an additional 12% to cover in-
come taacs (at 2 46% ratc) on the 26% addition 10 favable in-
come. Siinitarly, workers’ compensation rates would have to
be increased ubout 15 to cover the estimated 6% new premium
1ax; 4% for additional commissions, state presmumn taxes and
oserhead, and 3% for income taxes on the 11% addition to tax-
able income. ° ¢

How the QRA Proposal Would Inpact the Insurance Indus-
try and Ultimately the U.S. Economy

Premiums charged insureds by the proper-
ty/casually industry would necd to be increased
approvimately 11% annually to cover the increas-
od taes and additional c\penses.

~:cause insurers would probubly be unwilling or unable to
operate with a reduction in afier-tax net income in an amount
equalto 4% of premiums, competition would force an increase
in premiums sufficient to make up the difference. The increase
in income would lcad 10 an increase in income taxes beyond
the tax increase generated by the QRA method. At the present
corporaie tax rate of 46 %, the additional increase in taxes would
be almost 4%, Therefore, the full effect of the QRA method,
if there is no concurrent corporate tax reduction, would be an
increase in federal 1axes equivalent to 8% of premiums each
year, half from the QRA itself and half from the increase in
taxable income necessary to provide 4% of premiums for the
QRA after taxes. To provide an additional 8% of premiums for
taxes would require an incrgase in premiums of more than 8%
Lapprosimately 11%) 10 cover additional expenses.

This increase in taves and the subsequent
necessary increase in premiums charged insureds
would make it impossible for the long-tailed lines
of business to compcete effectively, squeezing
' yout of the U.S. insurance market.

The cffect of these new premium taxes and associated rises
in other expenses and income taxes would force most of the

The property/easnalty industry’s traditional,
comersative pattern of imvestment could be
altered.

The QRA propusal would credte strong financial inceniives
for incurcrs 10 place their investments in non-income produc-
ing nvestments like growth common stocks. If an insurer’s
aftcr-tax seturn on s INve.iments were 2¢ro, it would not have
to discount lose reserves and would have no increasc in taxes
from the QRA method. A shift into Tow yicld equitics and out
of fixed income securities would hasve further nzgative effects
on the <ccuritics markets and on the financial stability of the
insurance industry.

State and local governments could find it more
difficult to finance nceded projects if the insure
ance industry withdrew from nyvestment in tax
eaempl bonds.

Tax reform via the QRA metho? vould eliminate any incen-
tive for the property/casualty insuran.¢ “ndustry to invest in tax
excinpt bonds, since the higher afier-tax yield of tax exempt
bonds would produce a corresponding incsease in federal taxes.
The QRA method would make the effective afier-tax yield vir-
tually the same for both taxable and tax exempt bonds. Tax-
able bonds would be favored because, in addition to having the
same after-tax yield, they would provide a much greater yield
in the event that underwriting losses eliminated the tax on in-
vestment income. The disappearance of the vast assets of the
property/casualty insurance industry from the market for tax
exempt securities would have significant-effects on the costs
of financing state and local governments and on the tax exempt
yields abtainable by other investors.

What the Treasury's QRA Tax Reform Proposal Overlooks
About The Basic Nature of the Iniurance Industry

", dod.

¢ Insurance is a busis To di tax for
future losses at the time of contract disregards 3 sound busi-
ness tenet that strives to minimize future risk by quantifying
it and preparing financially for it today. To force a business
into an uncompetitive stance by such a disallowance is to ig-
nore the fact that insufance, like any business, must make money
10 justify its corporate existence.

¢ Insurance provides security against risk and uncertaln-
ty: To place financial penaliies on the of funds

long tailed lines of business out of the U.S. i market.
This would be especially true of medical malpractice, commer-
cial liability, workers® compensation and reinsurance. Such lines
would be forced to go offshore where lower tax burdens would
make it possible to keep pretnium rates comgetitive, These lines
of insurance would take with them vast amounts of financial
assets, adversely affecting the U.S. balance of payments and
the general economy, as well as the U.S. insurance industry.

in ad 10 assure p for accidents and phes ig-
nores the value of the securiff that insurance provides.

* The value of insurance Is In reducing the cost of risk
and uncertainty: To impose a burden on the insurance industry
in proportion to the relative risk of cach line of insurance and
its characteristic length of time between payment of premium
and payment of loss results in significanily higher cost of risk

tcontinued)
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10 incureds. This counteracts onc of the fundamental purposes
of insurance, which is to reduce the cost of risk to the insured
in a free cnterprise society.

* The U.S insurance industry competes in an open-ended
world market: To place substantial 1ax burdens on U.S. in-
surcrs that exceed those imposed in other countrics ignores the
fact that U.S. insurcrs must keep a strong financial footing 1n
order to maintain their position in an increasingly competitive
world insurance market.

“h has #ls0 been propened that he genceal quvgetone ias tate b roduccd friom the
cureens raig of 467 10 33 I this peoponal is oreepted, he sut ruiung efiect of the
QR4 wncthord of drscomning reserves wowld be 10wt ed cor-espmdingle Althuowgh et
sty predumingnly frcuses vm the ceswlis of @ single prece of propened ias lepishe
non tihe ryaBlishment of QRAY). Barf cummentary a ihe cuminaed effect of @
sumulionsous encutment of & QRA propenal wnd & (hunge 1n the yeneenl corpevate
1ax rate 15afered o approprisie peuts though cur the tes,

1he Treusury s propasal 1 sull vugue 3ad dues mot specifeslly mention pudeybodder
dirdends oe togs adjusinens expemses b Aas brea arsumed Mese ihat palicyhotder
divsdends would be included wuh soles and adoe.risiraise expenses ond ihet s ad-
Jusiment expenses nould be sactuded wub losses.

Rei:x‘oduced with permission of A, M. Best Company

.
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Consensus: Unfair to Insurers and Policyholders

With Congress making progress
roward adoptign of some form of 1ax re-
Jorm, possibly before the end df the
xear, much attention is being focused
on the sereral provisions which will of-
fect the business of insurance. For the
property/casualry side of the business
the proposal getting most aiention is
the QRA (Qualified Reserve Accouni),
which would deny plc insurers the free-
dont 10 accumulate reserves on a fully
1ax-free basis.

The following are three commentaries
on the QRA proposals, each looking at
the ramifications from a slightly dif-
Jerent viewpoint. Each of ihe three con-
tributors concludes that adoption of a
QRA provision In a nev: income tax law
would be unfair 10 the insurance indus-
try and its customers, the policyholders.

¢,..not equivalent to dis-
counting...equivalent to
cash accounting,”’

(excerpts from a report (o the American
Academy of Actuaries by its Commit-
tee on Financial Reporting Principles,
for presentation to Congress)

that the initial QRA cannot exceed stat-
tory feserves.)

The QRA would replace the uncarmed
premium and loss reserves. Essential-
Iy, the QRA can be viewed as 2 **policy
reserve,"’ covering both the unearned
premium and loss reserve liabilities.

Each QRA eslabhshcd by lhe com~

Rules would be established limiting the
maximum life of the QRA, depending
on the line of business. At thai point,
the QRA remaining would be released
10 income. Subsequent claimy, if any,
would be deductible when paid.

The QRA proposal would apply oA
&H reserves o{lll’e compames as well

pany would be i Iy by
the company’s acrual afier-tax mvesl-
ment rate of return on total assets.
M . no additional deducti

would be allowed for these increases.

Companies would pay their claims
and reduce their QRA accordingly. If
the QRA were exhausted by claim pay-
ments, the excess payments would be
fully deductible when paid. If, afier all
claims were paid, any funds were left
in the QRA, these funds would be re-
leased and included in taxable income
at that time.

A company would be permitted to
strengthen its QRA reserves if the com-
pany could **show by objective factors"
that its reserves were inadequate. A
deduction would be given for these
additions.

The afier-tax rate of return used to

as property

The QRA approach would be ap-
plied to policy years 1986 and sub-
sequent. Prioreyears would run off
(somehow) under curremt tax proce-
dures.

Public Policy Issues °

The administration’s tax proposals
are intended to promote fairness,
growth, and simplicity. It is the stated
intent of the proposals to eliminate, to
the fullest extent possible, the use of the
tax laws 1o promote public policy ob~
Jjectives.

1n the context of property/casualty in-
surers this premise is reflected, through
the QRA proposal, in an effort to
achieve some parity between insured
and uninsured losses. In general, non-

are nof permitted

Highlights of the Proposal
Dcduclm for unpaid fosses and

pute QRA additi is
by:
Net Im esumens Income (Inchiding Tat- Excmps tncome)
- Tues 0 it Tncome

to deduct estimated Tosses until those
losses properly meet the *‘all events”
test. This test imposes on non-insurance

hing"very close (o cash

m:uummg The QRA proposal has es-

(for tax purp
would be tompuled under the **Quali- Mean Aucs
fied Reserve Account”* (QRA) method. To obtain the )
A QRA would be established by line of would apply the appropriate tax rale 0

business and policy year. It is intended
that the initial QRA, established at the
time the policy is written, be equal to
the present value of estimated claims,
discounted at the estimated affer 1ax rate
of return. (However, there will be no
Jormal limitations on the method used
10 establish QRAs beyond a limitation

each ulegory ol' mvesl.menl (taxable in-

ly the same effect on proper-
lylmually insurers. It is not within the
scope of this review to ducuu uhe IP-

ds, tax-
eic.) and deduct the total -nd:caled 1ax
from 1otal investment income. Nominal
tax rates would be used in this calcula-
tion, regardless of the actual taxes final-
1y paid by the company.
QRAs would not exist indefinitely.

propri of the

objective either generally or specnﬁcally
as it relates 10 the QRA proposal for
property/casualty insurers; nor is it
within the scope to evaluate the objec-

tions that are being raised to the QRA
fcontinved)
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proposal However, arguments are be-
ing madc against the administration's
proposal on various grounds. For ex-
ample, it is argued that the industry
can't afford additional 1axation at this
time. It has been suggested that the pro-
posal will make domestic insurance un-
competitive with foreign insurance,
thereby forcing business currently writ-
ten domesticaily to move offshore.
Opponents of the QRA proposal have
argued that it wil} create an actual
disincentive 10 the insuring of risk, with
accompanying adverse social and eco-
nomic consequences. Furthermore,
they argue that the QRA proposal will
not succeed in putting property/casual-
ty insurers oa the same footing as non-
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Howcver, the administration’s pro-
posal would impose a tax in this situa-
tion. The argument wou'd be that an in-
dividual 1axpayer would be required
under current (ax law to pay taxes on
the interest income during the two year
holding period.

To put the property/casualty industry
on the same footing, it also should pay
taxes on the interest income. The ad-
ministration’s argument would be that
the present value of the $100 obligation
using the afier-tax rate vs the
economically nwlrx! premium, ln our

ple, this p is
33% tax rate): : $100.00 + (1. 067)1 -
$87.84

It should be scen that, like the key

insurers. They point out, for pl
that non-insurers are not required to pay
any state premium taxes, thereby giv-
ing non-insurers a buili-in-cost ad-
vantage over insurers. Similarly, prop-
erty/casualty insurers will still not be
allowed to fully consolidate with life in-
surers for tax purposes.

Most of the arguments, pro and con,
address public policy issues, or lhe ax
and ic costs of impl
Since these arguments are clearly an
important part of the debate, they have
been briefly outlined.

The Koy Issue

Fund . the underlying tax
issue can be veduced 1o very simple
terms illustrated by means of an exam-

ple: consider a single policy written .

under the following circumstances:

* A $100 loss will be paid afier two
years.

® There are no expenses.

* The taxable interest rate is 10%.

Suppose the company prices the pol-
icy so that it exacly breaks even. It
charges a premium of: $100.00 +
(1.10)2 = 382.64

Under this policy the company
achicves no economic gain. The full in-
vestment income at 10% is required,
along with the premium, to discharge
the $100 obligation. Under such cir-
cumstances it is reasonable 10 argue that
no income tax should be paid.

issue ing the life i in-
dustry, the issue confronting the proper-
ty/casualty industry reduces to the ques-
tion of the tax treatment of the internal
build-up of interest income.
Comparing the $82.64 premium
computed at the pre-tax rate with the
$87.84 premium computed at the afier-
tax rate, it is being argued by the Trea-

ance of imposing 1axes on tax-cxempt
income. This is a subtle, but logical,
coroliary 1o the Treasury’s position on
internal build-up of intcrest income.
The tax-cacmpl interest inconie is not
taxable direcily uncicr QRA. However,
the **underw riting profit™* thai results
from the present value of the insurance
cash flow discounted at the tax-exempt
rate is taxable.

¢ Under current tax law the tradition-
al investment strategy is to invest in tax-
able invesiments inan amount sufficient
10 offset underwriting losses, with the
balance of investments in tax-exempts.
(This assumes that the afier-tax yield on
taxables is lower than the yield on tax-
exempts.) Under the Treasury proposal
there will no longer be large underwrit-
ing losses, as the underwriting result is
essentially calculated on a present val-
ve, rather than a nominal value, basis.
In the absence .of these underwriting
losses the industry will probably find it
desirable to shift back out of 1axable in-
vestments and return to an investment
policy that concentrates on tax-exempt

sury that the higher price rep the
**no income™" alternative.

Summary of Key Observations
- Based on our. analysis...we would

«,..will eliminate reserves;
is hostile to private insur-

ance...”’
by Robert A. Bailey, vice

draw the f g key h

ident, A-M. Best Company)

® The QRA Method is not quival
to discounting. It goes much further

than previous tax reform proposals. Un- ‘I'he Treasury s ax p:oposals for prop-
der ceruain assumptions the QRA Me(h- tarly the
od is equivalent to cash QRA ill raise taxes on in-
While this is true m vcry snmplc clses. surers subslamuny‘ But far more
when more P are g in the long run than the tax
considered, the equivalence tocash ac- increase will be the displacement of a
counting is lost. private domestic insurance market in

* The QRA proposal does not re-
quire that reserves be discounted. Un-
der the proposal, companies couldm

ial lines and.rei
" The tax impact will be greatest on
long-tailed lines. I estimate the premi-

umi Y 1o mai pre-

tinue to set reserves on an undi

basis. These reserves would grow with
interest, in theory becoming redundant.
The release of this redundancy would
be a taxable event. However, dw pro-

sent after-tax margins will be about
32% for medical malpractice, 24 % for
general liability, and 15% for workers®
compennuon and reinsurance. These
are based on a corporate tax

posal does di g by
:mposmg penalties for **over-reserv-
ing"* in some cases.

¢ The QRA proposal has the appear-

rate of 46%. If the corparate rate is
reduced, the increases required would
also be reduced, but they would still be
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substantial. Increascs of any significant
size will substantially accelerate the
trend toward reinsuring greater propor-
tions of U S. business with offshore
reinsurers,

In addition, medical malpractice and
workers’ compensation will move, in
‘my opinion, toward monopolistic state
funds. A state with a monopolistic state
fund could provide the same benefits at
less than half the_cost of ncighboring
states that rely on private insurance.
The state fund would have three advan-
tages—no taxes, no reserves for unpaid
claims, and no actuaries to estimate
what the reserves and rates should be.
The state funds would operate on a cash
basis—the same basis that underlies the
Treasury tax proposals.

The aspect of the Treasury [ propos-

in ition to

stated objective (0 tax an insurer on the
same basis as if it did not carry any
reserves for unpaid claims. The result,
if cnacted, will be to eliminate rescrves.
And because private insurance cannot
operate without reserves, private in-
surance will be replaced with alter-
natives that either eliminate the rescrves
or move them offshore where they are
recognized as necessary for the business
of insurance. Treasury I is fundamen-
tally hostile to private insurance.

. .
‘““...the industry would
have to increase rates
8%...”

(Results of formulas and calculations
created and performed by Joseph W.
Levin, vice president and actuary,
Empl Rei Corp. Mr.

al most fund: iy i
basic insurance principles is its clearly

Levin determined payout factors from

* industry Schedules O and P, applicd an-
nual intesest rates, determined expense
ratios and calculated percentage in-
creases in premiums nceded to offset
loss of income arising from the QRA
proposal. By major line of business, the
following table shows rates of premium
increases needed to maintain present
maigins, assuming an annual after-tax
investment income rate of 6% on
investment.)

a1 33% ' at 46%
Line of Business tax cate lax rste
Aulo Liability 7.5% 15.1%
General Liability 152% 326%
Medical Maipractice  17.1% _ 31.3%

Workers'

Compensation 106%  20.5%
Total - all lines 8.0% 17.2%

Reproduced with permissfon of A. M. Best Company

55-629 0—86——9
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March 1, 1934 . 3000 Schustcr Lane
? 0.801 387

Murtl, Wisionus §1452
Th.(713) 5363577

Allfance of American Insurers

ATIN: Richard Hefferanm

1501 Woodfield Road, Suite 400 West -
. Schaumburg, IL  60195-4980 -

Dear Mr. Hefferan:

It is oy understanding that the ZSeneral Accounting Office has taken the position
that the Protection Against Loss Account, known in the industry as the PAL Account
should be removed as part of a program to raise additional federal income tax
revenue from the property and casialty fnsurance {ndustry. In my opinioa this
would be a terrible wistake, and quite detrimental to the small, growing property
and casvalty insurance companies. I'll use Church Mutual as an example, but I
believe the principle applies to most of the smaller, well managed companies ia
the f{ndustry. ‘ .

First of all, I have an observation which I would like to share with you. I
believe you will find, upon studying the issue, that those companies which have
active PAL Accounts, zre currently paying substantial federal f{ncome taxes. As
. you can see frcm my attached chart, our relatively small company has fncurred
$10,271,675 in federal income taxes since 1971, vhen I became associited with the
company. The PAL Account has alloved us to defer an additfonal §1,315,000
(cupulacive) {n taxes during this perfod. If it is the intent of Congress to
obtain additional tax revenues from the insurance industry, it seems to me that
its attention should be focused not on the companies who.are already paying
substantizl taxes, but rathec on those which are not. .
The PAL Account has definitely been of great assf{stance to Church Mutual in the
past tvelve years. Our cowmpany specializes ia insuring churches and other religions
properties, and wve have had a gcod rate of growth. Attached for your i{nformation is
an exhibit illustrating the growth of the Church Mutual PAL Account since 1971 and
through 1983. I have also included columns for direct premfums written, policyholder
surplus and federal taxes incurred. Next to the PAL Account I have indicated the
anount of that account as a percentage of polfcyholders surplus. I recognize that
the Protectfon Against Loss Account is a liability and has nothing to do with surplus,.
except that the chart shows that we as a company have been able to defer substantial
taxes during this period and that such deferral, each year, ranged betwveen 4.7 and
6.8 percent of our polfcyholder surplus. The dollais {n the PAL Account are inves‘ed
by the company and contribute to surplus gains. ‘I put’'the direct premfum figures
fo to illustrate that there vere a number of years when our surplus f{ncrease did
not track vith our inérease {an direct prgmiums written, especially in the early years
when we were growing faster. 1In 1973, for example, our premfum grew 15.1% and our,
surplus only 6.2%Z. TIn 1974, the premfum growth was 13.6Z and surplus growth only
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2.5%. 1In 1976, premium grew 32.9% and surplus 22Z. In 1977, the figures vere
34,42 and 22.7% respectively. As you well know, an insurance company can get
{tself in financfal trouble rather quickly 1f it grows too fast. Having the
additional cushion of the PAL Account to guard against catastrdphe dur(ng this
period of high growth vas especfally helpful.

As you knov, a mutual insurance company cannot go to the equity market to
raise capital as can a ctock coopany. The deferral of federal fncome taxes
in our PAL Account helped support our rapid growth during the mid 1970°'s.

The Protection Against Loss Account, for us, has provided us with additional
security and alloved us additional investwent income to apply tovards surplus
growth during these years when we were expanding rapidly.

$
Mr. Hefferan, I have one additional observatfion. It is my belief that the PAL
Account is especially {mportant to the small, growing mutual insurance companies.
To eliminate the account for then would raise little revenue, but might jeopardize
their security, and certafnly could inhibit their growth. This, I believe,
wvould be counter-productive to anything Congress might be trying to accomplish
i{in the area of revenue enhanceaent.

I trust that this letter will clearly explain the need for the retentfon of

the PAL Account, at ieast for swmall to wedium sized property and casualty

insurance companies, but,should you have any additional questions, Mr. Hefferan,
" please do not hes{tate to contact me.

Sincerely yours,

=1L R

Dieter H. Nickel = . .
President . . . . ..

DHN/11s
Attachment: PAL Exhibit
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The CHAIRMAN. Senator Long.

Senator LonG. No questions, Mr. Chairman.

The CHAIRMAN. Senator Heinz.

Senator HeiNz. Mr. Chairman, I will address Mr. Osborne and
Mr. Mitchell primarily. Under current law, we have a small prop-
erty and casualty company provision. And under both the Presi-
_dent’s proposal and the Ways and Means’ Eroposal, that would be

repealed. As I understand the history of that provision, those ex-
emptions—mutuals less than $150,000 and so forth—were put into
the law because of the relative lack of availability to insurance in
rural areas. Is that correct so far?

Mr. OsBorRNE. Yes, Senator, that’s correct.

Senator Heinz. To what extent is that still a problem? And to
what extent was that provision to be agreed upon by everybody?
Would it create a lack of insurance in rural areas?

Mr. OsBORNE. Senator Heinz, that provision went into the code
in, I think, 1962, as I referred in my previous testimony. One of the
problems in the farm community today is the availability of insur-
ance. I might speak to that in our own geographical area because
we've had quite a few of the larger companies close their Portland
offices or down staff them significantly. And I don’t mean that they
pull out of the State, but for economies they centralized. But it
does and is bringing an increased pressure on the local companies,
such as ours and these small companies, who today are the only
markets available. My concern is that the elimination of them, of
this exemption, would further restrict the market.

I did say in my testimony, however, that realistically that was a
1962 figure, and when you look at the inflation rate, of course, that
hasn’t been adjusted since that time.

The answer to your question, availability is critical, and this ex-
emption is necessary if these people are going to compete. Many of
these people are in one county or contiguous counties and some op-
erate just in a township. I know companies with $175,000 of premi-
um. That’s hard to imagine. But that’s for their policyholders in
that area. And catastrophe is a big problem to those companies be-
cause of that concentration.

Does that answer your question, sir?

Senator HEINzZ. Yes.

Mr. Mitchell.

Mr. MircHELL. Yes, Senator, I would add that in Pennsylvania,
in the Commonwealth of Pennsylvania, there are many companies
of that very nature that operate within a township, within a
county, that do an excellent job. They know all of their policyhold-
ers by their first name, which our company has about 500,000 pol-
icyholders and I certainly don’t intend to ever try that. But those
companies do an excellent job of insuring their neighbors. And I
have not heard of any of the larger companies that for competition
reasons feel that they should be put out of business.

Senator Heinz. But if we repealed the 1962 provision, what
would happen? .

Mr. MrrcHELL. They would suffer. They would suffer from a sur-
plus point of view. And they must maintain, like any insurance
company, $3 in premium to $1 in surplus. If they exceed that, if
they write more premium, or if their surplus drops as a result of
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further taxation, then their availability is going to dry up. They
are not going to be ‘able to-insure as much as they do at the
present time.

Senator HEeinz. Obviously, in general, but in specific terms,
would that happen? Do they have healthy surpluses or not?

Mr. MitcHeLL. Many of them have healthy surpluses, yes. But
they are not—they do not have surplus surplus. [Laughter.]

Mr. OsBoRNE. That could be said of many of us. [Laughter.]

They are extremely fragile and susceptible to catastrophe losses
that could just totally wipe them out.

Senator HEINz. Mr. Nutter, do you have anything to add?

Mr. NUTTER. Just an additional comment. The National Associa-
tion of Insurance Commissioners supervises and watches the finan-—
cial statements of insurance companies. I think at this time the
NAIC a record number, over 400 companies, that are on its watch
list because of concern about solvency. An additional tax that
would come directly out of is going to certainly accelerate that con-
cern.

Senator HEINz. Thank you.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Mr. Mitchell or Mr. Nutter, either one, can
you tell me what the effective tax rate was for the typical property
and casualty company last year?

Mr. NUTTER. I'm not sure there is a typical property/casualty in-
surance company.

Senator BENTSEN. Well, there is a median, so if you would give
me that please. The industry must have that.

Mr. Nurter. I'm sure that we can supply that for the record.

Senator BENTSEN. Mr. Mitchell, do you have it?

Mr. MitcHELL. I think I'm getting it, Senator.

Senator BENTSEN. All right, while you are looking for that, then,
let me ask you the next question, Mr. Nutter. You mentioned in
your statement about the substantial losses in the property and
casualty companies last year. And I recognize that. On the other
hand, I'm advised that in most instances the investment income
did?very well and more than covered the losses. Is that correct or
not?

Mr. NurTter. Mr. Bentsen, generally that has been true, but in
1984 investment income did not cover the underwriting losses and
was deficient in the neighborhood of $4 billion in 1984 alone. But
generally that has been true over a long period of time.

Senator BENTSEN. Four billion. So you do have that figure.

Mr. Nurrer. My recollection is that the underwriting losses f