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Mr. Byrp of Virginia, from the Committes on Finance, submitted
the following

REPORT

[To accompany H.R. 4245]

The Committee on Finance, to whom was referred the bill (H.R,
4245) relating to the taxation of the income of life insurance companies,
having considered the same, report favorably thereon with amend-
ments and recommend that the bill as amended do pass.

I. GENERAL STATEMENT

H.R. 4245, the life insurance company income tax bill of 1959,
provides a permanent method of taxing life insurance companies for
the calendar year 1958 and subsequent years. This new treatment
replaces the 1942 formula which would otherwise be a%plié'able.
The bill taxes both investment and underwriting income. The 1942
formula would tax only the former. The bill also taxes capital gains.

Your committee has in general retained the basic provisions and
framework of the House bill which would provide a three-phase tax
base for life insurance companies: the first is on a portion of investment
income; the second is on one-half of underwriting income; and the
third is on the remaining half of the underwriting income to the
extent it is distributed to stockholders or certain other conditions
exist., This latter, or phase 3 tax, applies only if more than the in-
come taxed under phases 1 and 2 remaining after tax, is distributed
to stockholders. Neither the House nor your committee’s bill apply
this phase 3 tax in 1958. Your committee’s bill, however, provides a
further transitional period by making the phase 3 tax generally onl
one-third effective in 1959 and two-thirds effective in 1960. Bot
the House and your committee’s bill impose a separate, flat 25 percent
tax on net long-term capital gains (in excess of net short-term capital
losses). ,

1
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Both the House and your committee’s bill determine the taxable
portion of the phase 1 investment income tax base on an individual
company basis rather than, as does the 1942 formula, on the basis of
a uniform percentage of mvestment income applying to the entire
industry. Under your committee’s amendments tlis taxable portion
is determined by applwng to life insurance reserves (adjusted) an
interest rate xeplosvntmv the average em‘nlng rate of the company
on its assets over the current and four prior years. The House bill,
on the other hand, takes into account the current year’s earnings
rate of the individual company, but also averages’ with this the rate
the company assumed in ostabhshmg its reserves (or the industry
average assumed rate for the prior year if higher). This is one of
thl(i, important differences between the House and your committee’s
bill.

Another of the important differences between the House bill and
vour committee’s amendments arises in the manner of determining
tho portion of the investment income which is taxable to the life
insurance company. The House bill determines this by subtract-
ing from net investment income an amount. determined to be needed
to meet policyholder, ete., requirements.  Your committee’s bill,
on the other hand, determines the proportion of income needed
for policyholder 10(1lu10montq and then divides all items of income,
including tax-exempt income and intercorporate dividends received,
between the policyholder and life mqurance company in this ratio.
Thus, only the life insurance company’s share of each of these items
is taken into account. For example, if the ratio were 75 to 25 between
the policyholders and the company, only 25 percent of the investment
income wou]d be taken into account in computing the life i 1nsurance
company’s taxable investment income. From this remaining 25 per-
cent there would be deducted the portion of the tax-exempt 1ntoreqt
and intercorporate dividends received deduction contained in this
share. In addition, the bill provides that if it is established in any
case that the application of the definition of taxable investment
income results in the imposition of tax on any tax-exempt income,
any part of the thirty fifty-scconds of any partially tax-exempt
interest, or any part of the 85 percent dividends reccived deduction,
a(]]ustmenb is to be made to the extent necessary to prevent such
imposition of tax,

In taxing underwriting gains—one-half currently and the other
half when made available to shareholders—both the House bill and
vour committee’s amendments impose a tax on a type of income not
subject to tax under the 1942 formula or under the more recently
applicable stopgap formulas.

To aid new, small, and growing businesses, the bill contains a
number of %pemal fentures. A full offset for underwriting losses
(except for certain deductions) against taxable investment income
and a special small business deduction, which under the House bill is
equal to 5 percent of investment income and under your committee’s
bill is equal to 10 percent of investment income (in both bills, up to a
maximum deduction of $25,000), are among a few of these special
features. A full list appears under heading ITI-E below, ‘“Reasons for
the Bill.”

For future years, both the House bill and your committee’s amend-
ments provndo an exemption for investment mcome ailocable to
qualified pension fund reserves under the investment income tax base
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of phase 1. This treatment is provided in view of the exemption
presently available for pensions provided through “trusteed” plans.
The exemption is made effective in three steps over the period 1959
to 1961, being one-third effective in 1959, two-thirds effective in
1060, and fully effective in 1961.

The bill as amended by your committee is expected to result in
approximately $500 million in Federal income taxes being paid by
life insurance companies with respect to the calendar year 1958 as
contrasted to $558 million under the House bill. These figures can
he compared with the $500 million which would be paid if the 1942
formula were continued, or the.$319 million which would be paid if
the 1955 stopgap formula were made applicable. About 69 percent
of the $500 million provided under your committee’s bill for 1958 will
he paid by mutual insurance companies and the remaining 31 percent
by stock life insurance companies.  For 1959 it is expected that under
the bill as amended by your committee life insurance companies will
pay about $535 million in Federal income taxes, without taking into
account. collections to be derived from the tax under phase 3 on
distributions to stockholders or the tax on capital gains.

II. REASONS FOR THE BILL

Since 1921, life insurance companies have been taxed only on their
net investment income. They have been taxed, under one formula
or another, on what has been considered the life insurance company’s
share of this income as distinet from the policyholders’ share. From
1921 through 1941, the division of the net investment income between
the company and the policyholders was determined by applying speci-
fied rates of interest to the reserves each company individually held
for its policyholders. Since 1942, however, the policyholders’ share
of investment income has been determined on an industrywide, rather
than individual company, basis. The formula which would apply for
the calendar year 1958 and subsequent years, in the absence of any
action by Congress, is the so-called 1942 formula. This is the formula
which was in effect for the period 1942 through 1948. Tor the period
1949 through 1957, so-called stopgap formulas were applicable. The
most recent of these was the 1955 stopgap formula which applied for
the year 1955 and was extended to 1956 and 1957.

Your committee agrees with the report of the House committee
that both the 1942 formula (which would be applicable to 1958 and
subsequent years in the absence of any action to the contrary) and
the 1955 formula contain serious inadequacies which it would be
unfortunate to perpetuate in any permeanent system for the taxation
of life insurance companies. Testimony of the Assistant to the
Sceretary of the Treasury, appearing before your committee in its
hearings on this bill, made it clear that the Treasury Department
joins in this view.

The principal problems presented by the 1942 formula, and also by
the 1955 stopgap formula, are outlined in headings A and B below.
However, the 1955 stopgap formula in addition would result in the
collection of an inadequate share of total tax revenues from life insur-
ance companies. Under the 1955 stopgap formula, revenues of only
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about $319 million would be obtained from life insurance companies
with respect to the calendar year 1958, while the 1942 formula would
produce tax revenues of about $500 million. Another difficulty with
the arrangement for the taxation of life insurance companies which has
applied in the past several years is the temporary nature of the formu-
las which have been made applicable since 1948. The year-by-year
extension of stopgap treatment has created uncertainty as to the tax
treatment of life insurance companies and these companies frequently
have not known until after the end of the year in question what their
Federal tax burdens would be for that year. This uncertainty can be
removed only by finding a permanent means of taxing life insurance
companies, and to achiceve this result it was necessary to reexamine the
basic problems which have arisen in connection with their taxation

A. Determining life insurance company’s share of investment income
One of the major problems in the tax treatment of life insurance
companies has been the determination of what constitutes the life
insurance company’s share of the investment income. Both the 1942
fromula and the various stopgap formulas which have been applied
since 1948 have determined the policyholders’ share of the investment
“incomnte on an overall or industrywide basis. In these cases the
‘policyholders’ share under one formula or another has been computed
for the entire industry and then this has been expressed as a percentage
of net investment income of the entire industry. Each company
then applied this ratio to its own investment income to determine the
_portion treated as belonging to the policyholders and the portion
treated as taxable to the life insurance company. An industrywide
ratio is an inadequate method of dividing investment income between
policyholders and the company since an individual company’s division
of income between policyholders and the company may vary widely
from the average division of investment income for the industry as a
whole. i
Under the 1942 formula the ratio of investment income deemed
needed for the policyholders was determined by the Secretary of
the ['reasury in accordance with a statutory formula, based in part
(35 percent) on the prior year’s industry average interest requirements
and in part (65 percent) on the assumption that interest requirements
would equal interest at 3% percent of total industry reserves. Once
the Secretary computed the policyholder’s requirements for the entire
industry, a ratio was obtained by expressing this amount as a per-
centage of net investment income for the entire industry. This 1942
formula, if applied for 1958, would give a ratio of 75.53 percent, which
would be the percentage of net investment income deemed set aside
for policyholders and not taken into account in the taxation of each
life insurance company. Therefore, the life insurance company’s
share of the net investment income on which it would be subject to
tax in 1958 under the 1942 formula would be 24.47 percent of each
company’s net investment income. The 1955 stopgap formula per-
mitted companies to set aside 87% percent of the first million dollars
of net investment income to meet the needs of policyholders and 85
percent of any remaining income. Thus, under this formula, a life
insurance company’s share of the net investment income on which it
would be taxable would be 12% to 15 percent.
Your committee agrees with the House that both the 1942 and the
1955 formulas are undesirable as permanent solutions since they
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measure the sharing of the investment income between the policy-
holders and the company on the basis of an overall or industrywide
norm instead of on the basis of the varying portion of the investment
income which individual companies may need to set aside for policy-
holders. In addition, your committee agrees with the House that
there is no reason for setting aside 85 to 87% percent of investment
income for policyholders when a smaller proportion of the investment
income adequately provides for reserve requirements.

To meet this problem, your committee’s bill, like the House bill,
determines the portion of investment income to be set aside for policy-
holders on an individual company basis. However, the formula used
in your committee’s bill differs from that in the bill as passed by the
House. Your committee’s amendments determine the portion of the
investment income which represents the policyholder’s share by apply-
ing a company’s average rate of earnings in the current year and 4
prior years to the reserves it set up for the policyholders, adjusted to
the level they would have been had they been set up on the basis of
this earnings rate. The House bill makes use of the earnings rate in
a similar fashion (but only the current year’s earnings rate, not the
average rate for 5 years). However, this is only weighted 50 percent
in the computation under the House bill. Equal importance is given
under the House bill to the assumed rate of each individual company
(or the industry average assumed rate, if this is higher) on which the
existing reserves are based. Your committee concluded, after con-
sidering the matter very carefully, that it was not desirable to make
use of assumed rates, either the company’s own individual rate or the
industry average, in determining the policyholder’s share of the in-
vestment income. These assumed rates not only vary from company
to company but also can be either increased or reduced by individual
companies as they see fit. Moreover, testimony before your com-
mittee indicated that permitting the use of the industry average
assumed rate for some companies gives such companies an advantage
over their competitors who under the House bill use their own assumed
rate.

Your commitlee concluded that it was appropriate to determine
the reserve interest rate used in determining the policyholders’ share
of the investment income on the basis of each company’s average
investment ecarnings rate because of the view that the competitive
pressures within the industry will in the long run force various com-
panies to build into their price structure for their policies a credit for
interest on something like this basis.

Your committee’s amendments also differ from the House bill
in that under the amendments there is a determination on one hand
of the policyholders’ share of the investment income and the life insur-
ance company’s share on the other hand. The procedure (which is
described more fully in the general explanation of the bill below) in
general terms first determines policyholders’ requirements and then
expresses this as a percentage of investment yield (gross investment
income less investment expenses). This percentage is then applied to
cach and every item of income and expense in determining the policy-
holders’ share, including such items as tax-exempt interest, inter-
corporate dividends received, ete. Conversely, the difference between
this percentage and 100 percent is applied to each and every item of
income and expense in determining the life insurance company’s share,
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and it is only such share of the various income and expense items which
is taken into account in determining the company’s share of taxable
investment income. The House hill, on the other hand, does not follow
the procedure of dividing the investment income between the policy-
holders and the life insurance company. Instead, it first determines
netinvestment income and then allows a deduction of a specific amount
. for policy and other contract liability requirements. This deduction
under the House bill is then reduced by the portion of any tax-exempt
income, partially tax-exempt income, and intercorporate dividends
received (which were allowed as deductions in full in arriving at net
investment income) which under the House bill are determined as
being properly allocable to policy and other contract liability require-
ments rather than to taxable investment income. Your committee
believes that the division of income and expense items between the
policyholders and the insurance company, with only the latter being
taken into account for tax purposes, is a much better concept to
follow. It also makes it clear that items which are properly exempt
or deductible, such as tax-exempt State and municipal bond interest,
partially tax-exempt Federal bond interest, and 85 percent of inter-
corporate dividends received, are properly divided between the
policyholders and the life insurance company and that as far as the
latter is concerned, namely, the only portion included in the tax base,
full allowance is made for these items, The hill also provides that if
it 1s established in any case that the application of the definition of
taxable investment income results in the imposition of tax on any tax-
exempt incomne, any part of the thirty fifty-seconds of any partially
tax-exempt interest, or any part of the 85 percent dividends received
deduction, adjustment is to he made to the extent necessary to prevent
such an imposition of tax. The above discussion of this problem is in
terms of the revision of the bill made with respect to the investment
income tax-base. The bill also makes similar revisions in the phase-2
tax base which takes into account investment income as well as
underwriting gains.
B. Taxing underwriting gains

Perhaps the most significant defect in the various formulas which
have been employed since 1921 in the taxation of life insurance
companies is the fact that all of them have been based only on invest-
ment income and, therefore, have omitted from the tax base significant
elements of income and loss. This omitted segment, for convenience,
may be called ‘““‘underwriting” income or loss. Under both the House
bill and your committee’s bill, this underwriting income (or loss) is
measured as the difference between the gain or loss from total opera-
tions of the company and the taxable portion of its investment income.
By and large, this income arises from premium charges which are in
excess of the charges required to meet that part of the claims of
policyholders and their beneficiaries which is not covered by the
portion of the investment income set aside for policyholders. This
element of underwriting gain is referred to as mortality gains.
Another element of underwriting income or loss may arise because the
amount included in the premium to cover expenses of the policy is
_either larger or smaller than the actual expenses incurred during the
life of a policy. This element of underwriting gain or loss is frequently
referred to as loading income or loss.
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Where there is this underwriting gain arising from premium charges
in excess of amounts ultimately required to meet claims and expenses,
and the excess is paid out to stockholders, it would appear that there
is income which is properly classified as corporate income for tax
purposes. Similarly, where this underwriting income is held in sur-
plus, these savings are substantially equivalent in effect to surplus
derived through any retained earnings. Moreover, since 1921, t{lere
has been a steadily increasing tendency within the industry to stress
policies which involve relatively little of the investment element and
o larger portion of the pure insurance element. In such cases the
income is largely underwriting income. It has developed that many
companies known as specialty companies, issuing a relatively large
number of policies without a significant investment element, have
been taxable on income which is only a small fraction of the total
income they report on their own books. On the other hand, it also
has developed that many insurance companies have shown a loss on
their total operations, yet have still been subject to Federal income
tax on the basis of a formula which looked only at their investment
activity and not at their total activity.

Although it is believed desirable to subject this underwriting income
to tax, it is stated that because of the long-term nature of insurance
contracts it is difficult, if not impossible, to determine the true income
of life insurance companies otherwise than by ascertaining over a long
period of time the income derived from a contract or block of con-
tracts. Because of this, the bill as amended by your committee, like
the bill as passed by the House, does not attempt to tax on an annual
basis all of what might appear to be income. In both the House and
your committee’s bill, half of the underwriting income is taxed as it
accrues each year. The other half of the underwriting income is taxed
when it is paid out in a distribution to sharcholders after the taxed
income has been distributed, or when it is voluntarily segregated and
held for the benefit of the shareholders. This other half of the under-
writing income also is taxed if the cumulative amount exceeds certain
preseribed limits or if for a specified period of time the company ceases
to be a life insurance company.

Although for many companies taking underwriting gains or losses
into account means a larger tax base, for many other companies,
particularly small, new and growing life insurance companies, having
underwriting losses rather than gains, the inclusion of this under-
writing element in the tax base means a lesser, rather than a greater
tax. The small, new, and growing life insurance companies are par-
ticularly likely to have underwriting losses because of the initial costs
which they incur (such as agents’ commissions) in placing new policies
on their books. Both the House and your committee’s bill are par-
ticularly liberal in these cases since they allow the offset of these
underwriting losses in full against taxable investment income (subject
to certain restrictions as to the deduction of policyholder dividends,
ete.) and do not require the 50 percent reduction in such losses which
would be made if they were gains.

C. Exemption of income on pension plan reserves
In determining the share of the investment income to be attributed

to the policyholders and, therefore, not subject to taxation with
respect to the life insurance company, one element taken into account
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both under your committee’s bill and in the bill as passed by the
House is the investment income earned in connection with reserves
accumulated for qualified employer pension and profit-sharing plans.
In determining this element, which is not to be taken into account
in determining the tax base of the life insurance company, both
versions of the bill provide that an amount is to be attributed to the
policyholders equal to the current earnings of the company on its
book reserves held for qualified pension and profit-sharing plans. To
the extent that the insurance company holds additional amounts of
surplus to cover its contingencies under these qualified plans, the
investment income on the surplus will still be subject to tax at the
corporate rates in the hands of the company. This will also be true
to the extent that such income enters into the underwriting income
tax base and is not paid out in the form of policyholder dividends.
Likewise, a tax will still be imposed at the company level to the extent
of any capital gain tax attributable to this income.

The favorable treatment for qualified pension and profit-sharing
business is believed desirable in view of the fact that investment
earnings of a qualified pension or profit-sharing trust are completely
exempt from tax while they are accumulated in the trust. Generally
speaking it is the smaller employers who are forced to set up insured
pension plans rather than trusteed pension plans, because of the greater
risk and higher ratio of expenses connected with the operation of a
small trust. A higher tax on similar earnings in the hands of insurance
companies than is provided in the case of trusteed plans therefore is
gencrally discriminatory against small businesses. This accounts for
the treatment provided by both the House bill and your committee’s
bill. However, this favorable treatment is not made fully applicable
until 1961. During 1959 this special pension treatment will he appli-
cable to one-third of the company’s pension reserves and in 1960 it
will be applicable with respect to two-thirds of such reserves. ‘I'hus,
life insurance companies not already in this business will have an
opportunity to expand their sales of this type of business during this
interval before the special pension treatment hecomes fully applicable.

D. Capital gains and losses

In the past, capital gains have not been taxed to life insurance
companies (on their life insurance business) and capital losses have
not {))ecn available as offsets against ordinary income in any respeet.
Both the House bill and your committee’s bill correct this omission of
prior law by taxing capital gains for the calendar year 1959 and
subsequent years, However, under the bill net long-term capital
gains (in excess of net short-term capital losses) are taxed at a flat
25 percent rate, and because of complexities which would be involved
no alternative tax computation is provided. In order to prevent the
imposition of a tax with respect to appreciation in value which has
occurred prior to 1959, the bill provides that capital gains (but not
capital losses) are to be determined by using the regular cost or other
basis for the property or their fair market value on December 31,
1958, whichever is higher. Net short-term capital gains (in excess of
net long-term capital losses) are included in the regular investment
income and underwriting gain for tax bases for years beginning after
Decémber 31, 1958.
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Ii. Special features for small and new businesses

The bill as passed by the House contained a number of features
designed to especially benefit small and new life insurance companies,
Amendments made by your committee have expanded these benefits
still further. Although the bill, both in the form in which it passed
the House and as amended by your committee, increasecs the tax
hurdens of life insurance companies substantially, your committee has
been careful to ascertain that this inerease in tax burdens will not
impede the growth of small and new life insurance companies. In
addition to the 30 percent tax rate which applies under existing
law to the first $25,000 of income for corporations gencrally, the bill as
amended by your committee contains the following cight features
especially designed to benefit small and new businesses:

1. In the computation of the tax base a special deduction is allowed
for 10 percent of the investment yield (gross investment income less
investment expenses) up to a maxunum of $25,000. A similar deduc-
tion was allowed under the House bill except that the deduction was
5 percent instead of 10 percent.

2. Both the House bill and your committee’s bill provide that in
determining the policyholder’s share of the investment income a down-
ward adjustment is to be made to the policyholder reserves to the ex-
tent the interest rate used is above the company’s assumed rate.
Both the House bill and your committee’s amendments provide that
the downward adjustment in reserves is to be determined by adjusting
them downward 10 percent for every 1 percent the interest rate used
is above the individual company’s assumed rate. Because the busi-
ness of-small, new companies has not- matured, this formula is much
more generous in their case than for the well-established companies,

3. Where there is a loss from underwriting operations, both the bill
as passed by the House and as amended by your committee provide
that this loss (but with certain limitations as to the deduction of
policyholder dividends, the special deduction for nonparticipating
policies, and the 2-percent deduction for group insurance) may be
offset in full against the investment income tax base even though,-if
there were a gain from the underwriting operations, only half of this
would be taxed currently. This is likely to be more beneficial to
small and new businesses than to their well-established competitors
because such companies generally are incurring large expenses (such
as agents’ commissions) in attempting to expand the business on their
books.

4. Generally, policyholder dividends, the deduction for 10 percent
of additions to certain reserves on nonparticipating contracts (or 3

“percent of premiums on these policies) and the deduction for 2 percent
of premium receipts from group insurance are not available as deduc-
tions-to the extent that they may result in an underwriting loss and
thus generally may not be offset against the investment income tax
base. However, your committec has amended the House bill in this
respect to permit the deduction of such items where they result in an
underwriting loss up to a maximum of $250,000. This will be of
primary benefit to the smaller companies. _

5. Y)(;ur committee has amended the bill to provide that net opera-
tions losses may be carried forward from the years 1955, 1956, and
1957 instead of from 1958 forward. New and small business are the
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companies more likely to have had Josses during this period and
therefore will be the primary beneficiaries of this amendment.

6. Your committee has amended the bill to provide a 10-year
carryforward of net operations losses incurred by new businesses in
the first 5 years of their existence.

7. In the case of the halfl of underwriting gains which is not taxed
currently, the bill as passed by the House requires a payment of tax if
the cumulative amount with respect to which the tax was deferved
equals more than 25 percent of life insurance reserves (or 60 percent of
premiums). The limitation with respeet to reserves was decreased by
your committee from 25 pereent to 15 percent, but your committee
added, as an alternative, a ceiling of 25 percent of additions to reserves
since 1958, This new alternative will benefit new and small businesses
relative to those who already had well-established reserves prior to
1959.

8. The House and your commitiee’s bill provide that those estab-
lishing their reserves on a “preliminary term’ basis may nevertheless
for tax purposes convert this to the more liberal “net level premiums”’
basis. This is of primary importance to the smaller companies since
it is such companies which predominantly are the users of the pre-
liminary term method. '

F. Relative treatment of mutual and stock companies

A special problem is presented in the case of life insurance companies
by the fact that a large portion of the life insurance business is carried
on by mutual companies. The comparative taxation of mutual and
stock companies is, of course, generally a difficult problem, but is mag-
nified in the case of life insurance companies by the fact that mutual
~insurance companies for the most part represent the larger insurance
companies, currently accounting for 63 percent of the life insurance in
force and 75 percent of the total assets of the life insuranceindustry.
Here the basic question is whether amounts which are distributed
back to the policyholders as dividends are properly a part of the life
insurance company’s tax base.

The treatment accorded policyholder dividends in large measure
will account for the relative distribution of tax burden between mutual
and stock companies. If the tax with respect to life insurance com-
panies were based exclusively upon gains from operations (including
but not limited to investment income) and full deduction were allowed
for policyholder dividends, based on 1958 data, stock companies would
pay approximately 42 percent of the total tax burden and mutual
insurance companies the remaining 58 percent. On the other hand,
if the tax base of insurance companies is investment income only,
and there is no allowance for policyholder dividends (such as under
cither the 1942 formula or the 1955 stopgap formula), stock life insur-
ance companics, again based on 1958 data, would pay approximately
25 percent of the total tax burden and mutual insurance companies
the remaining 75 percent. The bill as reported by your committee,
like the bill as passed by the House, in effect.combines these two basic
tax methods. Under your committee’s bill stock life insurance com-
panics for 1958 will pay approximately 31 percent of the total tax
burden, while mutual insurance companies will pay the remaining
69 percent. Under the House bill the distribution of the tax burden
was only slightly diffecrent. The slight shift of burden under your
committee’s action is due primarily to an amendment it made easing
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the burden of all companies under the investment income base.  Since
mutual companies pay a larger portion of the tax on investment income
than stock companies, this has the effect of shifting slightly the per-
centage distribution of the total tax burden between these two groups
of companies.

Both the House and your committee have been concerned with the
competitive problem between stock and mutual companies and several
features of the bill deal with this problem. Under both the House
hill and your committee’s bill, the Iife insurance company’s entire
share of Investment income is subjeet to tax without the allowance
of any reductions for policyholder dividend distributions (with a
limited exception under your committee’s bill for small mutual com-
panies where there are underwriting losses).  On the other hand, only
half of the underwriting gain, computed by allowing the deduction of
dividends to policyholders, is taxed currently.  Taxing both mutual
and stock insurance companies on their full share of investment income
in effect means that this income is taxed to the companies whether
or not it is distributed as dividends to policyholders,  Moreover, your
committee’s bill provides that although, generally, underwriting losses
can offset investment income otherwise subject to tax, underwriting
losses attributable to policyholder dividends (and certain other com-
pensating deductions for stock companies) cannot be oflset against
the investment income tax base except in the case of a limited offset
provided for small mutual companies. This restriction is provided so
that policyholder dividends will not ereate more than a limited under-
writing loss which may be offset against taxable investment income.
Thus, 1t will not generally be possible for mutual companies to reduce
their investment income tax base by distributions to policyholders.
In general, mutual companies will pay a tax on their share of invest-
ment income whether or not it is distributed to polieyholders.

In addition to limiting the extent to which policyholder dividends
may create underwriting losses which may be offset against the
investment income base, the underwriting income tax base itself is
modified to reduce the relative impact of policyholder dividend dis-
tributions. Thus, a special 10 percent deduction is allowed with
respect to the reserves on nonparticipating life insurance business
(or, alternatively, a deduction of 3 percent of the premiums on these
policies). 'This deduction is designed to compensate stock life insur-
ance companies for the fact that they do not have the “cushion’ of
redundant premiums (which, if the business does not go well, a
mutual company can use to offset losses but otherwise are subsequently
paid back as policyholder dividends).

(I. Revenue effect

Table 1 shows the revenues which will be derived from the bill as
amended by your committee for 1958 as compared with the amount
which would be derived under the bill as passed by the House, and
as compared with revenues under the 1942 formula and under the
1955 stopgap formula. The taxes imposed with respect to life insur-
ance companies under the bill as amended by your committee with
respect to 1958 are expected to result in the receipt of approximately
$500 million, or about the same as under the 1942 formula. This 1s
- about $58 million less than would be derived under the House bill,
primarily because of the amendment adopted by your committee

40690—59—2
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substituting for the deduction rate under the House bill an earnings
rate based upon the average interest carned in the current and last 4
years, The $500 million expected to be derived under your commit-
tee’s bill in 1958 is substantially larger than the $319 mullion which it
is expected would be derived under the 1955 stopgap formula if that
were made applicable. The table also shows the relative distribution
of the tax burden between mutual and stock companies.

TasLe 1.—Estimated total revenue lo be derived for 1968 from life insurance companies
under the bill as amended by your commitlce, under the bill as passed by the House,
under the 1942 formula, and under the 1965 formula; and distributions of these
revenues between stock and mutual insurance companies

[Amounts in millions of dollars)

Mutual companies | Stock companies
Total
receipts
Amount | Percent | Amount | Percent
1042 formula. . el $500 $375 75 $126 25
1955 fOrmUlf . - i ceeeeaeaes 319 239 75 80 25
The House bill: B
Phase 1. e 518 386 4.5 132 25.5
40 1 2.6 39 97.5
558 387 69.3 171 30.7
460 345 75 115 25
40 O] m 40 100
Total under the bill as amended by your
committee.. ... oo 500 345 69 155 31

i Negligiblo,

For 1959, under your committee’s amendments, taxes imposed with
respect to life insurance companies are expected to result in collections
of about $535 million without taking into account increases arising
from the capital gains tax and the tax under phase 3, both of which
become effective in whole or in part for the first time with respect to
that year. At the present time there is no suitable basis for making
an estimate as to revenues to be derived from these two special
features. The estimate for 1959 liabilities of insurance companies,
on the one hand, includes a revenue reduction of roughly $20 million
attributable to the pension plan exemption which becomes one-third
effective for that year. On the other hand, the 1959 estimates in-
clude increases which are expected to bring about a net increase of
nearly $30 million. Most of this increase represents a higher earning
rate which is anticipated for the industry, coupled with a further ex-
pansion in the amount of life insurance business. Another factor in
this increase is certain accounting adjustments which are expected to
result in an increase in revenues of about $5 million in each of the 10
years immediately ahead.



LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 13

III. EXPLANATION OF BILL

Under both the House and your committee’s versions of the life
insurance company tax bill of 1959, a three-phase procedure is pro-
vided for the taxation of life insurance companies.

The phase 1 portion of the tax base represents the life insurance
company’s share of the investment income less investment expenses.
The life insurance company’s share of this income is the portion of
each item not set aside for the policyholders.

The phase 2 portion -of the tax base represents 50 percent of the
excess of total net income from all sources (“‘gain from operations”)
over taxable investment income. This excess is referred to here as
underwriting gain. In general terms this underwriting gain consists
of mortality and loading savings; that is, savings resulting from fewer
deaths per thousand at various age groups than were assumed in
establishing premiums and reserves, and any reduced expenses of
servicing policies and expenses incurred in “putting policies on the
books below estimates made in fixing premiums.” This “underwriting
income” also includes a portion of investment income which is not
taxed under phase 1 (atiributable to the difference between using the
company’s own required rate rather than its average earning rate as
in phase 1). Nevertheless the mortality and loading savings are the
important aspects of this phase 2 tax base. If there is an underwriting
gain from these sources, half of this income is added to the phase 1
tax base. -

However, if there is an underwriting loss, the entire loss is deducted
from the taxable investment income as otherwise determined under
phase 1. KExpressed differently, this means that the combined tax
hase under phases 1 and 2 is not to exceed the overall gain from opera-
tions (the sum of any gains derived from the combination of taxable
investment income and underwriting operations).  An underwriting
loss (as determined by the company) is not viewed as an underwriting
loss which can reduce the tax base, however, to the extent that it con-
sists of policyholder dividends in excess of $250,000. (Also, in this
$250,000 maximum are the 10 percent deduction for nonparticipating
policies, or the 3 percent on premiums from such policies and the 2
percent deduction for group insurance, discussed under B below.)

The phase 3 portion of the tax base is designed to give assurance
that underwriting gains made available to sharcholders will be subject
to the full payment of tax. Thus, this phase is concerned with that
part of underwriting income which under phase 2 is not added to the
tax base, including the 10, or 3, percent and the 2 percent deductions.
This amount which has not previously been taxed is added to the tax
base of the insurance company when there is distributed to share-
holders a part of that income (less the tax on it), when the accumulated
untaxed income exceeds certain limitations, when the company elects
to be taxed on that income, or when for a specified period of time the
company no longer qualifies as an insurance company. Generally,
however, distributions first may be made to the sharcholder with
respect to the amounts which have been taxed currently without
subjecting the company to a phase 3 tax.

The portions of the tax base determined under the three phases are
added together and the regular 52 percent corporate rate is applied
(with the 30 percent rate applying to the first $25,000 of taxable in-
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come). In addition, a separate 25 percent tax is imposed with re-
spect to net long-term capital gains (in excess of net short-term capital
losses).

Some provisions of the bill come into effect. gradually, The bill
provides that the phase 1 tax base is to apply for 1958 and subsequent
yvears. The phase 2 tax base also is to apply for 1958 and subsequent,
years, but under your committee’s amendments relief under this phase
is to be provided for the year 1958. For any company whose phase 2
tax base for that year exceeds its phase 1 tax base (that is, where the
“gain {rom operations” is more than twice the “taxable investment
income”’) the phase 2 tax base is to be reduced by 10 percent of this
excess. The capital gains tax applies with respect to the calendar
year 1959 and subsequent years. The phase 3 tax base is one-third
effective for the calendar year 1959, two-thirds effective for the calen-
dar year 1960, and fully effective thereafter. The exemption for
qualified pension plan reserves under phase 1 also is made available
over a 3-year period, being one-third effective in 1959, two-thirds
effective in 1960, and fully effective thereafter.

A. Phase 1.—Taxable tnvestment income .

1. General explanation.—Phase 1 (irst provides that the policy-
holder’s share of every item of investiment yield is not to be taken
into account in computing the taxable investment income of the life
insurance company. Investment yield is gross investment income,
less investment expenses, but includes tax-exempt interest, partially
tax-exempt interest, and dividends received. Thus, only the life
insurance company’s share of cach ol these items is to be taken into
account in computing taxable investment income. The policyholder’s
share of each of these items is determined by dividing the policy and
other contract liability requirements by the investment yield. The
insurance company’s share is the remaining portion.

2. Gross investment income.—'The first step is to determine gross
investment income. Gross investment income, under both the House
and your committee’s version of the bill consists of interest, dividends,
rents, royalties, ete., net short-term capital gains (after 1958), and
income {rom the operation of a trade or business (other than from the
insurance business itself). . ‘

3. Investment yield.—Under your committec’s amendments, the
next step is to determine investment yield. Investment yield is
gross investiment income, less investment and similar expenses. As
under the House bill, your committee’s bill, in allowing the deduction
of investment expenses, makes provisiou for a more adequate allowance
for mortgage fees and services (including mortgage origination fees)
than previously has been provided. The other “similar expenses”
which under both the House bill and your committee’s bill are deduct-
ible are real estate expense, depreciation, depletion, and trade or
business deductions but only to the extent these deductions relate to
the investment income and not to income of the insurance business as
such. Other items, which under the House bill were allowed as
deductions in arriving at investiment income namely, tax-free interest,
thirty fifty-scconds of partially tax-free interest, 85 percent of inter-
corporate dividends received, and the small business deduction are
provided for elsewhere under your committee’s bill.

4. Policy and other contract luability requirements.—After determining
investinent yield, the next step is to determine the policyholders’ share
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of this yield which is not taken into account. The remainder is the life
insurance company’s share which is taken into account. This sharing
between the policyholder and the life insurance company is determined
by the percentage relationship of the “policy and other contract liabil-
ity requirements’’ to the investment yield. These requirements are
similar to what is referred to as the “policy and other contract liability
deduction’”” under the House bill, although your committee has made
certain substantive changes. As in the House bill, the policy and
other contract liability requirements consist of the sum of three items:
(‘ertain investment earnings not taken into account in taxing the life
insurance company because they are allocated to the life insurance
reserves for policyholders; the investment ecarnings attributable to
pension plan reserves; and the interest paid on such things as supple-
mentary contracts and dividend accumulations, and on indebtednass
aencrally. ‘

One of the principal changes made by your committee’s amendment,
of the House bill relates to the method of determining the amount of
investment income set aside with respect to life insurance reserves.
Your committee’s amendments provide that the interest rate to be
applied in determining this amount is to be the average rate of interest.
carned on assets (other than those used in carrying on the insurance
(rade or business) in the current and 4 prior taxable years. The
House bill also used the earnings rate for the current year but did not
depend entirely on this. Under the House bill the ‘“deduction rate’
was halfway between the current earnings rate and an assumed rate
(either that of the individual company or that of the industry for the
prior year, whichever was higher). The House bill also differed from
your committee amendments in that the earnings rate used was only
that of the current year rather than the 5-year average provided by
your committee’s amendments. ,

Your committce decided to use only the earnings rate because, as
was pointed out in its hearings, there are certain problems in the use
of an assumed rate. For example, allowing ‘a company to use its
own assumed rate to some extent still makes it possible for a com-
pany to vary its own tax burdens by making liberal or conservative
evaluations as to its reserve needs. On the other hand, allowing a
company to use an industry average assumed rate means (o some
extent that the arbitrariness of an industrywide formula such as was
used in the laws applicable from 1942 to 1955 would still remain as
a factor. Also, complaints were made in your committee’s hearings
that the industrywide average unduly favored certain large companies
which used a low rate of interest in establishing their reserves.  These
companies would be able to obtain a larger deduction under phase
two by reason of larger additions to reserves, yet could not be limited
in phase one to the corresponding smaller interest additions, since
they could use the higher industry average assumed rate. Your
committee concluded, however, that rather than use the earnings
ate of a single year, it would be more appropriate to use a 5-year
average to prevent sharp rises or declines in this rate.

- As under the House bill, once the interest rate is determined, the
next step is to determine the adjustment in the life insurance reserves.
This is computed by taking the difference between the interest rate
to be used in computing the policy requirements and the rate assumed
by the company.in establishing its own reserves. Then, based upon
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a rule demonstrated by industry experience, the reserves of the com-
pany are adjusted downward by 10 percent for every 1 percent by
which the average earnings rate (or deduction rate under the House
bill) exceeds the company’s own assumed rate (or vice versa). The
policy and other contract liability requirements then are determined
by multiplying the life insurance reserves as so adjusted by the
average carnings rate (deduction rate under the House bill). The
adjustment is made to life insurance reserves to restate, in effect, the
reserves as they would have been if the average carnings rate of the
company (or deduction rate under the House bill) had been used by
the company in establishing these reserves.

The amount set aside and not taken into account with respect to
pension plans is substantially the same as under the House bill. The
amount set aside for this purpose is the average pension plan reserves
multiplied by the current earnings rate. The set-aside of this amount
with respect to pension plan reserves is designed to remove discrimi-
nation against pension plans of small employers who are likely to be
insured through insurance companies. At the present time where an
cmployer is large enough to establish a trusteed pension plan, entirely
separate from the insurance company, investment income received by
such a trust (in the case of a qualified pension plan) is free of income
tax. Not taxing investment income attributable to qualified pension
plan reserves, therefore, equates with this the treatment provided the
smaller employers who establish plans through insurance companies
beeause they cannot afford to establish separate trusteed pension plans.
No set-aside is provided for, however, with respect to earnings on
the portion of surplus attributable to pension fund business, nor, under
phase 2, 15 any special deduction provided with respect to pension
plans. (However, in phase 2 a deduction is in effect obtained to the
extent that amounts are paid out with respect to the pension plans as
dividends to policyholders.) In the case of the separate capital gains
tax, no special deduction is permitted with respect to pension plan
reserves since this is a low-rate tax applying without special allo-
cations. As indicated above, this treatment for pension plan reserves
is available for reserves related to qualified pension plans meeting
the tests as to nondiserimination provided in section 401 and following.
In addition, under your committee’s amendments this is to be available
with respect to reserves relating to annuities for employees of an
organization which qualifies for exemption under section 501(c¢)(3)
as an educational, charitable, or religious organization.

The special amount set aside with respect to qualified pension plan
reserves does not become fully effective until the calendar year 1961.
In 1958 no special set-aside is provided; in 1959 the special rules are
to be applicable to one-third of the pension fund reserves; and in
1960 to two-thirds of those reserves.

The amount taken into account in determining policy and other
contract liability requirements with respect to interest paid is the
same under your committee’s amendments as under the House bill
with the exception of one provision added by your committee. Deduc-
tions in this case are allowed for interest paid on indebtedness, dis-
counts on prepaid premiums to the extent of the accrual during
the year, and interest paid on insurance or annuity contracts for
which no provision is made in the life insurance reserves. This latter
category includes interest paid on supplementary contracts and policy-
holder dividends which the policyholders have allowed to accumulate
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in the company. In addition, your committee has added a provision
to make it clear that interest added by a life insurance company to
special contingency reserves required by section 8(d) of the Federal
Employees Group Life Insurance Act of 1954 are to be included in
this category. All of the interest payments included under this
provision are similar in nature to the deduction for interest paid or
credited on deposits by a bank and therefore properly are not taken
into account in determining the income of the life insurance company
making the payment.

The sum of the three amounts referred to above—namely, the
amount set aside with respect to earnings on life insurance reserves,
the amount set aside with respect to earnings on pension plan reserves,
and the amount set aside with respect to interest paid—constitute the
policy and other contract liability requirements. :

5. Taxable investment income.—Under your committee’s amend-
ments the taxable investment income of a life insurance company is
the life insurance company’s share of each item of investment yield,
with certain reductions. The life insurance company’s share of in-
vestment yield is the amount remaining after setting aside the policy-
holder’s share of investment yicld. The policyholder’s share of the
investment yield is the percentage of this investment yield represented
by the policy and other contract liability requirements. Thus, the
insurance company’s share of the investment yield is the difference
between this percentage and 100 percent.

Included in this investment yield which is divided between the
policyholder and the life insurance company is tax-exempt interest
on State and municipal bonds, partially tax-exempt Federal bond in-
terest, and 85 percent of dividends received with respect to which a
deduction is available. To arrive at taxable investment income of
the life insurance company, its share of investment yield is reduced by
its share of this tax-exempt interest, partially tax-exempt interest,
and 85 percent dividends received deduction. The purpose of your
committee in providing this treatment is to exempt a life insurance
company from tax on any tax-exempt interest, on thirty fifty-seconds
of partially tax-exempt 1nterest, and on 85 percent of dividends re-
ceived. To give further assurance that no tax is to be imposed on tax-
exempt interest and the other items, your committee has added a
special paragraph to the bill providing that if the application of the
definition of taxable investment income does result in the imposition
of tax on tax-exempt interest, on the thirty fifty-seconds of partially
tax-exempt interest, or on the 85 percent of dividends received, adjust-
ment is to be ma(ie to the extent necessary to prevent any such
imposition of tax. :

X further deduction allowed in arriving at taxable investment in-
come is the so-called small business deduction. Under your com-
mittee’s bill this is 10 percent of investment yield but not more than
$25,000. Under the House bill a special small business deduction
was allowed equal to 5 percent of a company’s net investment income
up to a ceiling of $25,000. The small business deduction is patterned
after the 2% percent differential provided on the first $1 million of
net investment income under the 1955 stopgap formula. The substi-
tution of the 5 percent by the House bill for the 2% percent increased
the relief for small companies which do not reach the $25,000 ceiling,
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and the additional increase of this percentage to 10 percent which was
made by your committee still further increases the relief for such
small companies. By retaining the $25,000 ceiling, the additional
relief provided by your committee is entirely confined to the smaller
life insurance companies.

6. Summary of changes made in phase 1 by your committee’s amend-
ments.—The principal changes made by your committee in the phase 1
tax base already have been described above. They can be sum-
marized, however, as follows:

(e¢) The House bill determined the net investment income of the
company as being the whole of the gross investment income less all
the exempt interest, the deduction for partially exempt interest, and
the entire deduction for dividends received. From this a deduction
was allowed for policy and other contract liabilities. Under the
House bill, however, this deduction was reduced to the extent that
this deduction was attributable to the already deducted tax-exempt
interest, partially tax-exempt interest, and intercorporate dividends
received. Under your committee’s amendments, on the other hand,
there is a determination of the life insurance company’s share of the
investment income less inthmcnt expenses. Then this is reduced
by the life insurance company’s share of tax-exempt interest, thirty
fifty-scconds of the partially tax-exempt interest, and 85 pu'(,enb of
the intercorporate dwld(,nds received. In addlllon your commlttee s
bill by a special proviso makes it clear that in 1o case is any tax
to be imposed on tax-exempt interest, on the thirty fifty-seconds of
partially tax-exempt interest, or on the 85 percent of the dividends
received

() Your committee’s amendments determine the life insurance
reserve requirements by employing a 5-year average earnings rate
rather than by using a deduction rate whlch is halfway between the
current earnings rate and the company’s own assumed rate (or the
industry assumed rate for the prior year, if higher).

(¢) Pension reserves, the anmgs on which are in effect excluded
from tax, under your commiltee’s amendments are defined as includ-
ing not onlv reserves for qualified pension plans, but also reserves for
anmutms of educational, charitable, and religious organizations de-
scribed in section 001((')(‘3) of the code.

(d) Under your committee amendments the interest paid, included
in the policy and other contract liability requirements, is defined as
including interest paid on special contingency reserves provided for
under the Federal Ewmployees Group Life Insurance Act of 1954,

7. Example of phase 1 tax computation.—The computation of taxable
investment income under the House bill and under the bill as amended
by your committee can be illustrated by the following example.
Assume the following with respect to a life insurance company:

ASSeS - e -~ %1, 000, 000
Reserves .. $900, 000
Investment yield (or net investment income before small business

deduction under the House bill) ... __._______ $40, 000
Companv s current ear nmgs ratC oo percent. _ 4
Company’s average earnings rate (for the current and 4 prior years)

percent. . 3.75

Company’s assumed rate_ ... ... ... ._.. do_--. 2.5
Industry average assumed rate in prior year. - . ... ___..____ do.._. 3
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Under your committee’s amendments the average earnings rate
of 3.75 percent would be used in determining the policy and other
contract liability requirements., Under the bill (both the House hill
and the bill as amended by your committee) for every 1 percent of
increase in the interest rate used, over the company’s own assumed
rate, the reserve is adjusted downward by 10 percent. Since here
the 3.75 percent average earnings rate is 1.25 percentage points above
the company’s assumed rate of 2.5 percent, the reserve is adjusted
downward by 12.5 percent. Thus, the $900,000 of reserves is reduced
for purposes of this computation to $787,500. As a result, the reserve
requirements in this case would be $787,500 multiplied by 3.75
percent or $29,531. Assuming that there was no ““interest paid” and
no pension trust reserves this $29,531 is the policy and other contract
liability requirement. The next step is to express this requirement
of $29,531 as a percentage of the $40,000 of investment yield. This
is 73.8 percent of investment yield and, therefore, the life insurance
company’s share of the investment yicld is 26.2 percent. That per-
centage of the investment yield (26.2 percent of $40,000) is $10,469.
From that amount would be deducted the life insurance company’s
share of any tax-exempt interest, its share of 85 percent of any divi-
dends received, and its share of thirty fifty-seconds of any partially
tax-exempt interest, together with the small-business deduction of
10 percent (with a maximum deduction of $25,000) of investment yield.
Thus, if $400 of the investment yield were tax-exempt interest, the
company would be entitled to a further deduction of its share (26.2
percent) of this $400 or $105 (or a greater amount if this is not suffi-
cient to prevent the imposition of any tax on tax-exempt interest).
In addition, there would be the small-husiness deduction which is 10
percent of $40,000 or $4,000. Taking $4,105 from the company’s
share of investment yield results in a phase 1 tax base of $6,364.

Under the House bill, given the above assumptions, the “deduction
rate” of the company would be 3)% percent (halfway between the
company’s current earnings rate aof 4 percent and the industry average
assumed rate of 3 percent, since the latter is higher than the company’s
own assumed rate). As under the House bill, the company’s reserves
are adjusted downward 10 percent for every 1 percent of difference
between the company’s own assumed rate and the rate of interest
used. Since here the deduction rate is 1 percentage point above the
company’s own assumed rate, the reserve is adjusted downward by
10 percent, i.c., the reserve is adjusted downward from $900,000 to
$810,000. As a result the reserve deduetion in this case would be
$28,350 ($810,000 multiplied by 3.5 percent). As stated in the
assumptions, the net investment income is $40,00¢ before the small
business deduction; reducing the $40,000 by the small business deduc-
tion (5 percent of $40,000 or $2,000) leaves $38,000 of net investment
income. Deducting the policy and other contract liability deduction
of $28,350 from this (assuming no deductions for interest paid or
pension plan reserves) leaves a taxable investment income of $9,650.

The above illustration was based upon the assumption of no tax-
exempt income. If, however, $400 of the company’s income were
tax-exempt interest, the company would be entitled to a further
deduction of $400, but its policy and other contract liability deduction
would be cut back by the amount of $400 multiplied by $28,350.

30,000
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The amount of this cutback would be $283.50, leaving a net reduction
in the tax base on account of this tax-exempt interest of $116, offset
by a decrease of $20 in the small business deduction.! Thus, the
taxable investment income would be $9,650 minus $96, or $9,554.

B. Phase 2.—Gains or losses from operations .

1. General explanation.—The computation of gains and losses from
operations is designed to arrive at the total income of the life insur-
ance company. Thus, it includes receipts from all sources, including
the life insurance company’s share of investment income and also
income derived from t{w operation of the insurance business itself,
Against this are allowed the appropriate deductions, including those
le%ating to the operation of a Iife insurance business and also deduc-
tions for special contingencies deemed necessary for life insurance
companies. The amount obtained after subtracting from gross
receipts the various deductions is known as gain (or loss) from opera-
tions. If the result is a gain from operations, the next step is to deduct
taxable investment income as computed under phase 1, since this
amount is already included in the life insurance company’s tax base.
The amount remaining is here referred to as underwriting gain since
it in large part consists of mortality and loading savings. The
mortality savings are those accruing from the fact that the deaths have
not occurred as assumed in establishing the life insurance premiums
and reserves. Loading savings are attributable to lower than esti-
mated expenses for placing policies on the books and servicing them
from that time on. In addition, however, what is here called under-
writing income may also include minor amounts of investment income,
since under phase 2 the life insurance company’s share of the invest-
ment yield taken into account is determined on the basis of the
company’s own assumptions as to the interest required to be added
to reserves rather than on the basis of the interest which would be
added to reserves if based upon the 5-year average of the company’s
carnings rate. _

After determining the underwriting gain, one-half of this amount is
then added to the taxable investment income to obtain the combined
tax basc under phases 1 and 2. This 50 percent reduction in under-
writing gains is made because it is difficult to establish with certainty
the actual annual income of a life insurance company. It has been
pointed out that because of the long-}erm nature of life insurance con-
tracts, amounts which may appear as income in the current year, and
as proper additions to surplus, may as a result of subsequent events be
needed to fulfill life insurance contracts. Because of this difficulty in
arriving at true underwriting gains on an annual basis, both the
House bill and your committee’s bill provide for the taxation of only
50 percent of this gain on a current basis.

The above discussion has dealt with the cases where there are
underwriting gains. However, if there are underwriting losses (i.e.,
either the gain from operations-is smaller than the taxable investment
income or there is a loss from operations) the tax treatment varies.
In this case the total tax base under phases 1 and 2 is to be the taxable
investment income less 100 percent of any underwriting loss (or,

t Under the House bill the small business deduction is a percentage of net investment income after deduc-

tion of tax-exempt interest, etc, Therefore, assuming $400 of the $40,000 to be tax-exempt income reduces
the small business deduction from $2,000 to $1,980.
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stated differently, the amount of the gain from operations). It
will be noted that in this case the underwriting loss is allowed in full
as an offset against taxable investment income, even though, had
there been a gain, only 50 percent of the underwriting gain would have
been taken into account. The full offset of losses in this case is
allowed so that companies with underwriting losses can obtain the tax
benefit of these losses immediately rather than subsequently when, in
the case of a stock company, reduced distributions are made to
shareholders.

The tax base where the gain from operations is less than the taxable
investment income (or where there is a loss from operations) can be
viewed as substituting for the regular phase 1 and phase 2 tax bases
the single item of gain from operations.

2. Gross receipts.—The first step is to determine gross receipts.
Gross receipts for this purpose include premiums and other considera-
tions on insurance and annuity contracts and also considerations for
supplementary contracts, 'These premiums are reduced for return
psemiums and premiums arising out of reinsurance ceded. A second
item in gross receipts is any decrease in life insurance reserves repre-
senting the release of funds formerly set aside for policyholders but no
longer required for this purpose. A third category is the life insurance
company’s share of investment yield, and a fourth is other income
received. _

The investment income included under your committee’s amend-
ments is the life insurance company’s share of investment yield (gross
investment income less investment expenses). The life insurance
company’s share of the investment yield, for purposes of the phase 2
tax base, is the ratio of its own required interest to investment yield.
Required interest represents the interest addition to reserves actually
made by the company. Thus, it is the rate of interest assumed by the
taxpayer in calculating its reserves multiplied by the average of its
life insurance reserves for the year. The ratio used in phase 2 in
determining the policyholders’ and life insurance company’s shares
of investment yield differs from the ratio used in phase 1 in that the
phase 1 computation makes use of the average earnings rate, thereby
increasing somewhat the policyholders’ share relative to what it is in
phase 2, where the actual interest added to reserves is used. In the
House bill there is no such specific deduction for required interest
under phase 2 but instead this is taken into account in the deduction
for increases in reserves. As under the phase 1 tax base, tax-exempt
interest, thirty fifty-seconds of partially tax-exempt interest and 85
percent of intercorporate dividends received, to the extent of the life
insurance company’s share, are allowed as deductions in determining
the life insurance company’s share of investment yield included in
the phase 2 tax base. Also allowed as a deduction from this income
is the same small business deduction for which provision is made in
phase 1.

3. Deductions for claims, expenses, and additions to reserves.—The
deductions allowed against the gross receipts described above include
claims and benefits paid to policyholders and their beneficiaries, ex-
penses of operating the insurance business, and investment expenses,
if any, to the extent not allowed in computing investment yield.

The deductions also include increases in life insurance reserves (and
unearned premiums and unpaid losses and amounts necessary to satisfy
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insurance or annuity contracts which do not involve life, health; or
accident contingencies) but only to the extent of the excess of these
additions over the required interest. ILcaving required interest out of
addition to rescrves is a variation from the treatment provided in the
House bill. Under your committee’s amendments the required inter-
est is omitted here because it is represented by the exclusion of that
portion of the investment yicld set aside for policyholders.

4. Deduction for policyholder dividends.—In the case of participating
policies (insurance written on a mutual basis) deductions are a{lowed
for dividend payments or rate credits to policyholders.. Under the
House bill these dividend payments, although allowed as deductions
in computing the phase 2 tax base, were not allowed to reduce taxable
investment income under phase 1 or to create a net operations loss
which could be carried over and applied in reduction of underwriting
gains of another year. Under your committee’s bill these dividends
(plus certain other deductions described below) are allowed as offsets
against the phase 1 tax base, or are allowed to create an underwriting
loss for tax purposcs, up to the extent of $250,000. Your committee
realized that to permit these dividends to offset in full the phase 1
tax base would in effect allow mutual companies to distribute their
investment income as dividends without payment of tax. On the
other hand, it recognized that smaller mutual companies paying what
arc recognized as ordinary policyholder dividends may, nevertheless,
incur underwriting losses if they attempt to expand their operations.
It was the problem faced by these smaﬁ)cr mutual companies that led
your committee to the conclusion that policyholder dividends should
be allowed as deductions, to a limited extent, in determining any
underwriting loss to be offset against the phase 1 taxable investment
income.

5. Deduction for nonparticipating policies.—Policyholder dividends
in part reflect the fact that mutual insurance is usually written on a
higher initial premium basis than nonparticipating insurance, and
thus the premiums returned as policyholder dividends, in part, can
be viewed as a return of redundant premium charges. However, such
amounts provide a ““cushion” for mutual insurance companies which
can be used to meet various contingencies. To have funds equivalent
to a mutual company’s redundant premiums, stock companies must
maintain relatively larger surplus and capital accounts, and in their
case the surplus generally must be provided out of taxable income.
To compensate for this, the House bill allows a deduction for non-
participating insurance equal to 10 percent of the increase in life
msurance reserves attributable to nonparticipating life insurance (not
including annuities). Your committee has recognized the validity of
the reasons for providing such a deduction and has therefore con-
tinued it in your committee’s version of the bill. However, basing this
addition, as does the House bill, only upon additions to life insurance
reserves does not, take account of the mortality risk factor present in
policies involving only small reserves. To overcome this deficiency,
your committee’s amendments provide that a special 3 percent deduc-
tion based on premiums is to apply, instead of the 10 percent deduction,
where it results in a larger deduction. This is a deduction equal to
3 percent of the premiums for the current year attributable to non-
participating policies (other than group or annuity contracts) issued
or renewed for a period of 5 years or more.
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As in the case of policyholder dividends, the 10 percent or 3 percent
deduction for nonparticipating policies may enter into an underwriting
loss, and thereby reduce taxable investment income, only to the extent
of the $250,000 limit referred to above in the case of policyholder
dividends.

6. Deduction for group insurance.—A special deduction is also
allowed under both the House bill and your committee’s bill for group
life, accident, and health insurance, equal to 2 percent of the premium
income from this type of insurance until the cumulative amount of
these deductions equals 50 percent of the current year’s premium
income from this source. This special deduction, which is patterned
after the reserve requirement of two States, is designed to compensate
for the fact that in group insurance there is less than the usual diversifi-
cation of risk. This deduction, except to the extent of the $250,000
referred to above, may not be an underwriting loss offset against
taxable investment income. -

7. Net opérations loss deduction.—The House bill provides a net
operations loss deduction which is similar to the net operating loss
deduction available to corporations generally. As in the case of the
net operating loss deduction generally available, under the House bill
this operations loss deduction may be carried back 3 years or forward
5 vears. Under the House bill these loss carryforwards are available
only for 1958 and subsequent years. Your committec has in general
~accepted the net operations loss deduction provided by the House bill
but has made two extensions in its application. It has provided that
a new company, for losses incurred in any of its first 5 yecars as an
insurance company, is to have a 10-year carryforward of losses,
rather than the usual 5-year carryforward. Your committce made
this change because of its special interest in helping new companies
in getting started. Also, your committee recognized that for such
companies the net operations loss 3-year carryback provides very
little assistance, since such companies are unlikely to have income in
their early years to which they can carry back dosses. Thus, in
effect, they would have available to them (without this amendment)
only the 5-year carryforward. A company is not considered as “new’”’
for this provision if at any time during the loss year it was a “non-
qualified” corporation within the meaning of the bill.

8. Special limitation on phase 2 tax in 1968.—In view of the fact
that the tax on underwriting gains is entirely a new tax for life insur-
ance companies, your committee has added a-special provision limiting
the additional tax which may arise as a result of taxing underwriting
gains for the first time. It has added a proviso to the effect that for
the calendar year 1958 if the half of the underwriting gain taxed cur-
rently (phase 2 tax base) exceeds the taxable investment income (phase
1 tax base) the amount of underwriting gain taxed currently is to
be reduced by 10 percent of the amount by which this exceeds. the
taxable investment income. This will ameliorate the initial impact
of this phase 2 tax. '

9. Summary of changes made in phase 2 by your commiltee’s amend-
ments.—The principal changes made by your committee in the phase
2 tax base have been described above. They can be summarized,
however, as follows: )

- (@) The House bill included investment income in its entirety (after
the exclusion or deduction of tax-exempt interest, etc.) as one of the
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receipt items to be taken into account. The House bill then provided
for the deduction of required interest as a part of the deduction for
additions to reserves, and finally reduced deductions generally for the
portion of this required interest which represented tax-exempt interest,
partially tax-exempt interest, and 85 percent of intercorporate divi-
dends received. Your committee’s amendments, on the other hand,
determine the portion of the investment income which represents
the policyholders’ share, based upon the relationship of required
interest to investment yield, and does not take this portion of invest-
ment yield into account in computing the phase 2 tax base. Thus, if
there is tax-exempt interest, etc., the life insurance company’s share
is deducted from the life insurance company’s share of investment
yield, which is one of the items in the phase 2 tax base. The addi-
tions to reserves therefore relate only to the premium additions to
reserves. Your committee’s bill also provides that if it is estab-
lished that the determination of gain from operations, as described
in the bill, results in the imposition of any tax on tax-exempt interest,
on thirty fifty-seconds of partially tax-exempt interest, or on 85 per-
cent of the dividends received, adjustment is to be made to the extent
necessary to prevent the imposition of any such tax.

() An alternative is provided by your committee’s amendments to
the 10 percent deduction for additions to reserves in the case of non-
participating policies. It is provided that, instead of this 10 percent
deduction, companies arc to deduct 3 percent of premiums from non-
participating contracts issued for a period of 5 years or more, if that
amount is larger than 10 percent of reserves.

(¢) The House bill provides that policyholder dividends, the 10
percent deduction for additions to reserves in the case of nonpartici-
pating policies, and thé 2 percent deduction for premiums in the case
of group insurance may not be deducted to the extent they create or
add to an underwriting loss which would offset the phase 1 tax base.
Your committee’s amendments allow these items (or the 3 percent
deduction provided as an alternative to the 10 percent deduction) to
create or add to an underwriting loss which may be offset against the
phase 1 tax base up to a limit of $250,000.

(d) The House bill in computing net gain or loss from operations
allows the deduction of losses from operations carried forward or back
from other years. However, under the House bill no loss may be
carried forward for any year prior to 1958, Your committee’s bill
permits losses to be cartied forward to 1958 and subsequent years
from 1955, 1956, and 1957 to the extent that they are not offset by
income in that 3-year period.

(¢) The House bill permits net operations losses to be carried back
3 years or forward 5 years. Your committee’s bill in the case of a new
business (in its first 5 years of operations as an insurance company)
permits a 10-year carryforward. )

(f) Your committee’s amendments provide that if the phase 2 tax
base for the calendar year 1958 (one-half of the underwriting gains)
exceeds the phase 1 taxable investment income base, this phase 2
base is to be reduced by 10 percent of this excess.

10. Ezample of phase 2 tax computation.—The manner in which gains
from operations are taken into account in arriving at an insurance
company’s tax base under your committee’s amendments can be illus-
trated by continuing the same example presented in connection with
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phase 1. It is necessary, however, to assume one additional fact,
namely, the gains from operations. In one example these are assumed
to amount to $45,000, and then in another example, to show the effect
of an underwriting loss, they are assumed to amount to $5,000.

In the example where gains from operations are $45,000, the taxable
investment income of $6,364 would be deducted, leaving an under-
writing gain of $38,636. Onc-half of this, or $19,318, is added to the
tax base under phase 1.

On the other hand, where the gain from operations amounts to only
$5,000, since there was a taxable investment income of $6,364, there
would be an underwriting loss of $1,364. Deducting this from the
phase 1 base of $6,364 leaves a tax base of $5,000, which is the overall
gain from operations. The bill achieves this result by providing that
where the gain from operations (35,000 in the example) is less than
the taxable investment income ($6,364), the combined tax base under
phases 1 and 2 is to be the gain from operations ($5,000).

If the company referred to in the example above had been a mutual
insurance company, which paid policyholder dividends of, say, $10,000,
the result would be the same under your committee’s amendments
but different under the House bill. The policyholder dividends
deductible (together with the 10, or 3, percent and 2 percent deduc-
tions) would be allowed to enter into an underwriting loss to the extent
of $250,000 under your committee’s amendinents, but not at all under
the House bill. Thus, under your committec’s amendments the
results for the mutual company in the above example would be the
same as shown above, but under the House bill the deductible policy-
holder dividends (as well as the 10, or 3, percent and 2 percent deduc-
tions) would be limited to the amount of the underwriting gains as
otherwise computed, so that the policyholder dividends would be
denied as deductions to the extent of the $1,364 of underwriting
loss. This would have meant under the House bill that the entire
life insurance company’s share of the investment income—namely,
$6,364—would have remained subject to tax with no offset being
available as a result of the underwriting loss.

C. Phase 3—Tax on distribution, etc.

1. General explanation.—As previously indicated, only one-half of
the underwriting gains are taxed currently under phase 2 because of
the difficulty of determining on an annual basis the true income of a
life insurance company. However, where a life insurance company
has distributed dividends to stockholders which are in excess of the
previously taxed income, it becomes clear that the company itself
has made a determination that additional amounts constituic income
which was not required to be retained to fulfill the policyholders’
contracts. Therefore, phase 3 of the bill in general provides that
income distributed by life insurance companies to stockholders in
excess of the amounts already taxed on a current basis is to be included
in the regular income tax base of the life insurance company at the
time of the distribution. This tax may also become due if the com-
pany voluntarily elects to be taxed on the previously untaxed income,
if the cumulative amount of the tax deferred income exceeds certain

rescribed limits, or if for a specified period of time the company no
onger qualifies as an insurance company or as a life insurance company.

Under the House bill this phase 3 addition to the tax was to be fully
effective for 1959 and subsequent years. Your committee decided,
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however, that since this represented a new tax, more time should be
given insurance companies to adjust to it. For that reason your
committee’s amendments make this tax one-third effective in 1959,
two-thirds effective in 1960, and fully effective in 1961. This tax
relief under phase 3 for 1959 and 1960, however, is to be available only
in the case of actual distributions and not under any of the other cir-
cumstances which may result in the imposition of a phase 3 tax.

2. Operation of shareholders and policyholders accounts.—The phase 3
portion of the tax base of life insurance companies under both the
‘House bill and your committee’s bill is provided for by establishing two
special surplus accounts for tax purposes. The purpose of these ac-
counts is to determine priorities between amounts on which the tax
has been paid, and amounts on which the tax has been deferred but
comes due at time of distribution. One of these accounts, called the
shareholders surplus account, is a record of all tax paid amounts (re-
maining after paymeunt of taxes). Under the House bill this account
is established for calendar years beginning on or after January 1, 1959.
Your committee, however, has amended this to establish this particular
account as of January 1, 1958. Thus, each year from 1958 (1959
under the House bill) on, any amounts taxed under phase 1, 2, or 3, or
as long-term capital gains, which remain after payment of Federal
tax, arc added to this account. 1n addition, certain intentionally non-
taxed amounts are also added to this account. These include the
small business deduction, the full amount of any tax-exempt interest,
the entire thirty fifty-seconds of partially tax-exempt interest, and all
of the 85 percent of intercorporate dividends received. Distributions
are first treated as being paid out of this account to the extent of any
cumulative balance in it, and since the amounts in this account repre-
sent amounts on which the tax has already been paid, such distribu-
tions do not result in any further tax to the life insurance company.

The effect of the amendment made by your committee establishing
this account for 1958 and subsequent years, instead of for 1959 and
subsequent years, is to permit life insurance companies to distribute
amounts with respect to which they patd tax for 1958, without first
having to pay tax on amounts earned in 1959 (and possibly subse-
quent years) on which the tax had been deferred. This seems desir-
ablein view of the fact that companies could not plan their 1958 dis-
tributions with knowledge as to the tax effect of any phase 3 tax.

Both the House bill and your committee’s bill also provide a second
surplus account called the policyholders surplus account. Into this
account is placed the half of the underwriting profits which are not
taxed on a current basis. Your committee has also amended the bill
to add to this account the amounts deducted with respect to non-
participating policies (either the 10 percent of additions to reserves
or the 3 percent of premiums) and also the amount equivalent to 2
percent of premiums on group insurance. The effect of placing these
amounts in this account is to impose a tax on these amounts at any
time they are withdrawn from the life insurance company, or when
any of the other circumstances occur which result in the imposition of
a phase 3 tax. Your committee approves of the allowance of these
deductions and believes that they provide a desirable ‘“cushion’ for
special contingencies which may arise in the case of the policies in-
volved. However, your committee concludes that if the insurance
company itself decides to distribute these amounts to stockholders
it has demonstrated that this “‘cushion’ is no longer needed. '
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A dividend distribution will reduce this policyholder surplus ac-
count only if there is no balance remaining in the shareholders surplus
account, although certain other circumstances (described below) may
alsé terminate the tax deferral for amounts in this account. When
there is any such distribution, however, a portion of the policyholders
surplus is subject to tax and constitutes the third-phase portion of the
life insurance company’s tax base. The amount so determined is
added to any tax base determined under phases 1 and 2 before apply-
ing the regular corporate tax rate. Where an amount is distributed
from the policyholders surplus account, the amount included in the
iax base and the amount considered as withdrawn from the account,
however, not only includes the amount paid to the shareholder but
also the related tax payable to the Federal Government. Thus,
generally, a $48 distribution from this account to sharcholders will
result in $100 being included in the phase 3 tax base and a $100 with-
drawal from the policyholders’ account, $48 of this amount being
distributed to the shareholders and $52 representing Federal income
tax. As indicated above, however, only after the sharcholders surplus
account is reduced to zero are distributions considered as being made
from this policyholders surplus account. Distributions in excess of
the balances in these two accounts do not entail any tax consequences
to the company:.

3. Termination of tax deferral.—The procedure outlines above in
gencral illustrates the operation of the sharcholders and policyholders
surplus accounts where there is a distribution. However, the bill also
provides several special rules which have the effect of terminating the
tax deferral. First, under both the House bill and your committee’s
bill, the lifec insurance companies are given an annual election to
transfer amounts from the policyholders account. Where they do so
they must include the amount so transferred in their tax base, the
shareholders surplus atcount then being,increased by that amount
less the tax. .

Second, the House bill provided that the balance in the policyholders
surplus account could not exceed 25 percent of life insurance reserves
or 60 percent of net premiums received in the current year, whichever
is the higher. When the cumulative balance exceeded the higher of
these two limits, the excess over the higher limit was subjected to tax.
Your committee has accepted the concept of a ceiling on the policy-
holders surplus account but has provided somewhat different limita-
tions from those specified in the House bill. Thus, under your
committee’s amendments, the maximum amount in the policyhoidcrs
surplus account may not exceed the highest of the following:

(@) 15 percent of total life insurance reserves, or

(b) 25 percent of the cumulative additions to life insurance

reserves since 1958, or

(¢) 50 percent of the net premiums received during the year.
This modification was made by your committee in order to place
relatively more emphasis on increases in reserves since 1958. It is
believed that this will be relatively more favorable for the new and
expanding companies.

Third, the House bill provided that any amount in the policy-
holders surplus account was to become taxable as of the end of the
prior year, if a company ceased to be a life insurance company (unless
the carryover provisions of sec. 381(c)(22) were applicable to its suc-

40690—89——3
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cessor). Your committee has in general retained this provision but
has liberalized it somewhat by providing that the tax deferral is not
to be terminated in the case of an insurance company which no longer
qualifies as a life insurance company unless for 2 years it does not so
qualify. This makes allowance for the fact that an insurance company
through accidental circumstances, such as the cancellation of a large
group policy, may temporarily and unintentionally ne disqualified as
a life insurance company, with the result that its full deferred tax
becomes due.

Fourth, both the House and your committee’s bill provide that
payments of debt, attributable to distributions to sharcholders after
February 9, 1959, the date of introduction of this bill, are to be treated
as distributions out of sharcholders or policyholders surplus accounts
in the same manner as in the case of cash distributions.

4. Summary of changes made in phase 8 by your committee’s amend-
ments.—The principal changes made by your committiee in the phase
3 tax base have been described above. They can be summarized,
however, as follows:

(@) The House bill would have made the phase 3 tax applicable
with respect to 1959 and subsequent years. Your committee’s bill
makes the phase 3 tax one-third effective with respect to 1959, two-
thirds effective with respect to 1960, and fully effective thereafter.
These tax reductions in the case of the phase 3 tax base, however, are
to be available only in the case of actual distributions.

(b) Your committee has provided that the deduction for nonpar-
ticipating policies (either 10 percent of additions to reserves or 3
percent of premiums for policies of 5 years or more), and the deduction
for group insurance (2 percent of premiums) are to be treated as items
to be added to the policyholders surplus account, with the result that
they will result in the imposition of tax if distributed to shareholders.

(¢) Under the House bill all aspects of the phase 3 tax base would
have been made applicable for the first time with respect to 1959
earnings. Under your committee’s amendments, however, the share-
holders surplus account is to be established as of January 1, 1958, with
the result that taxed earnings in 1958, to the extent they are not
distributed in that year, can in subsequent years be distributed with-
out payment of tax on policyholders surplus.

(d’)) Under the House bilf, earnings may not be retained in the
policyholders account in a tax-deferred status if the cumulative
amount exceeds 25 percent of life insurance reserves or 60 percent
of premium income for the current year. Your committee has modi-
fied this provision to provide that earnings may not be retained in
the policyholders account to the extent they exceed the highest of
(1) 15 percent of total life insurance reserves, or (2) 25 percent of life
insurance reserves cumulated since 1958, or (3) 50 percent of premium
income in the current taxable year.

(¢) Under the House bill any amount in the policyholders surplus
account with respect to which the tax has been deferred becomes
taxable (as of the end of the prior year) in any year in which the
company involved does not qualify as a life insurance company.
Your committee has modified this to provide that this tax is to be
due (at the end of the prior year) only if the company involved is
not an insurance company for 1 year and is not a life insurance com-
pany in either of 2 successive years.
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5. Example of phase 3 tax computation.—The operation of phase 3
can be illustrated by continuing the example already used in explaining
the phase 1 and phase 2 tax base. In one of the examples it was
assumed that the company had a taxable investment income of $6,364
and that the taxable half of its underwriting gains amounted to
$19,318, indicating a combined phase 1 and phase 2 tax base of $25,682.
At the regular corporate rate, this would result in a tax of $7,855.

Under phase 3 the portion of the combined phase 1 and phase 2 tax
hase remaining after the payment of tax ($25,682 minus $7,855 equals
$17,827) would be entered in the sharcholders surplus account. In
addition, the small business deduction of $4,000 and the tax-exempt
interest of $400 would be added, resulting in a balance in this account
of $22,227. At the same time an entry would be made in the policy-
holders surplus account representing the half of the underwriting gains
not taxed currently, in this case $19,318, plus (under your committee’s
bill) the deduction taken for nonparticipating policies of, let us say,
$4,000. So long as distributions do not exceed the balance in the
sharcholder’s surplus account of $22,227, there would be no phase 3
tax. However, if additional amounts are distributed, the tax base
(when phase 3 is fully effective) would be inereased up to the balance in
the policyholder’s account, namely, $23,318. Thus, if the distribu-
tions in this case amounted to $27,027, the sharcholders surplus
account (balance of $22,227) would first be reduced to zero. The
$4,800 still remaining would reduce the policyholders surplus account.
However, a tax also must be paid, and this too comes from the policy-
holders account. Since the tax base under phases 1 and 2 is in excess
of $25,000 in this example, the withdrawal and the tax on this with-
drawal are subject to a 52-percent rate. Therefore, in this case, there
would be a reduction of $10,000 in the policyholders account, $5,200
representing Federal income taxes, and $4,800 the distribution to
stockholders.

D. Special provisions tneluded in House bill

In addition to the basic provisions outlined above, there are a number
of special provisions which merit comment. These include both special
provisions in the House bill, which your committee has cither con-
tinued unchanged or modified, and also additional special provisions
which your committee concluded represented desirable amendments.
The special provisions of the House bill (whether or not modified)
are discussed here.  The new special provisions added by your
committee are discussed in K below,

1. Capital gains and losses.—Both the House and your committee’s
bill provide that net capital gains are to be taxed, beginning with the
calendar year 1959. Capital gains (but not capital losses) are to be
determined by using the cost or other basis of the properties involved
as generally computed under the Internal Revenue Code, or their
fair market value on December 31, 1958, whichever is higher. The
tax rate is a flat 25 percent tax on these long-term gains (the excess
of the net long-term capital gain over the net short-term capital loss).
This differs from the treatment provided in the case of ordinary cor-
porations in that this 25 percent tax is not an alternative tax but the
only method of computation provided. This omission of any alter-
native method of computation avoids the complexity of providing
for the inclusion of capital gains in the regular tax base, which in
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this case consists of three different phases. Capital gains are to be
based on values as of December 31, 1958, because such gains pre-
viously have not heen usually subject to tax in the case of life insur-
ance companies, and imposing a tax with respect to appreciation
prior to that date would in effect be taxing some life insurance com-
panies on capital gains which would not have been taxed if they
had been realized. :

The category of property “used in the trade or business’ which, if
sold at an aggregate loss, results in an ordinary loss and which, if
sold at an aggregate gain, results in a capital gain, in the case of life
insurance companies is limited to depreciable assets used in carrying
on the insurance business. To avoid complexity, assets used in any
other trade or business in which an insurance company may be en-
gaged (such as the renting of real estate, or in the operation of a farm
which has been obtained by the insurance company through the fore-
closure of a mortgage) are treated as capital assets and result in capital
gain or loss upon sale.

Your committee has retained the basic capital gains provisions of
the House bill but has made two relatively minor modifications in
the treatment provided by the House bill.  First, it is provided in the
case of transactions, such as installment sales, where the transaction
occurred before the effective date of the capital gains provision,
namely, before January 1, 1959, no capital gains tax is to apply merely
because payment is received after that date.

Second, your committee has provided that where a life insurance
company sells all of its business of one particular type, such as an
entire industrial life insurance department, in either a single trans-
action or serics of related transactions to another company (or com-
panies) the transaction is to be treated as a sale of a capital asset if the
transaction occurred in 1958. Since capital gains under the bill are
taxable in 1958, this in effect means that for 1958 such a transaction
is not to have any tax effect. By making this amendment, however,
your committee intends no inference to be drawn as to the treatment
of similar transactions in subsequent years. Where a company did in
1958 sell all of its insurance contracts of one particular type, your com-
mittee believed that it would be unfair to retroactively impose a tax
in such a case, since this is the type of transaction a company would
have been likely not to have made had it had any knowledge that any
sizable tax was applicable.

2. Dividends received credit and exclusion.—Under present law divi-
dends received by individual shareholders from life insurance com-
panies are not eligible cither for the 4 percent dividends received
credit or the $50 exclusion available in the case of dividends received
from ordinary corporations. This credit and exclusion in the past
have been denied on the grounds that the tax paid by life insurance
companies was minimal and, therefore, that there was no significant
amount of double taxation if such dividend payments were fully in-
cluded in the income of the dividend recipient. However, in view of
the fact that both the House and your committee’s bills substantially
increase the tax burdens of life insurance companies, it now appears
appropriate to allow the dividend credit and exclusion with respect
to their dividends. Appropriate amendments are included in both
the House and your committee’s bills to achieve this result.

3. Election for life insurance reserves computed on preliminary term
basis.—Some life Insurance companies compute their life insurance
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reserves on what is called a preliminary term basis. The effect of this
is to take the full agents’ commissions (which are larger in the initial
period of a life insurance contract) out of amounts which would other-
wise be added to reserves during the first year of a contract and to add
correspondingly larger amounts to reserves in later years. The effect
of this is to work a hardship on insurance companies using preliminary
term reserves as compared with those which use ordinary reserves,
since the policy and other contract liability requirements which
determine the policyholders’ and life insurance company’s shares of
investment income depend on the size of the reserves. Moreover,
premium additions to reserves, deductible under phase 2, also would
in some cases be smaller. To avoid this result, }i)ife insurence com-
panies which have computed their reserves on a preliminary term
bhasis are permitted to recompute their reserves on a net level premium
basis. This can be done either by an exact revaluation of the reserves
to a net level premium basis or by approximating tbis result under a
formula set forth in the bill.

The House bill provides that the election to take the exact revalua-
tion method or the approximate revaluation method is a binding
clection once made and must be adhered to unless a change is ap-
proved by the Secretary or his delegate. Your committee has modi-
fied this, however, to provide that, if for 1958 a life insurance company
sclects the approximate revaluation method, it may change and
select the exact revaluation for 1959 and subsequent years without
the consent of the Sceretary or his delegate. This flexibility in elec-
tions is provided because 1t has been suggested to your committee
that the time now is too short to permit many insurance companies to
make the computations necessary under the exact revaluation method
for 1958. This makes the adoption of the approximate method
necessary for 1958 and if the election were to be binding would make
it impossible for a company to shift over to the exact method in a
subsequent year unless the shift were approved by the Secretary or
his delegate.

4. Deficiency reserves.—Both the House bill and your committee’s
bill revise the definition of lile insurance reserves to exclude deficiency
reserves.  Such reserves are excluded even though they are required
by State law.  As a result, these reserves will not be taken into account
in determining gains from operations, and thus deficiency reserves
which have been built up prior to 1958 will not produce an increase
in the life insurance company’s tax base under phase 2 when they
decrease in years after 1957. In addition these reserves will not be
taken into account in determining whether life insurance reserves
constitute more than 50 percent of a company’s total reserves—a
condition which must be met if ‘& company is to be classified for tax
purposes as a life insurance company.

Cases were called to the attention of your committee where com-
panies had reinsured policies of assessment, companies and the reserves
of these companies were used by the reinsuring company to cover
the difference between the gross premiums required under ordinary
life insurance and the smaller premiums payable under the original
assessment-type policies. Your committee thought that these re-
serves should qualify as deficiency reserves to the extent they did not
represent loading expenses. Therefore, the definition of deficiency
reserves has been modified by your committee so that it refers to
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“that portion” of a reserve which meets the specified conditions, and
so that portion which qualifies will be covered by this provision. In
addition, your committee made certain technical changes in this pro-
vision to express it in terms of individual contracts instead of in terms
of a group of contracts.

5. Guaranteed renewable contracts.—Both the House bill and your
committee’s bill provide that guaranteed renewable life, health, and
accident insurance will be treated in the same manner as noncancelable
life, health, and accident insurance. Reserves with respect to such
insurance will, therefore, be treated in the same manner as life insur-
ance reserves for purposes of computing taxable investment income
and gains from operations. The type of insurance contracts referred
to are life, health, and accident policies which are not cancelable by
the company but under which the insurance company reserves the
right to adjust premium rates by classes, in accordance with experi-
ence under the type of policy involved. By including such contracts
specifically within life insurance reserves for the future, your com-
mittee intends no inferences to be drawn as to their tax treatment
under prior law.

6. Requirement of accrual accounting and related adjustments.-——Both
the House and your committee’s version of the bill provide that com-
putations in determining life insurance company taxable income are
to be made on an accrual basis and, to the extent not inconsistent with
other income tax provisions, in the manner required in making the
annual statement to the insurance commissioners. Since under prior
law accrual basis accounting was not required, this necessitates
adjustments for those who previously have not been on an accrual
basis. To provide for this, a transitional rule requires adjustments
in the income to be made which are necessary to prevent duplications
or omissions from income, where the company’s method of computing
income for 1957 was different from that required by the bill for
subsequent years.

The House bill requires that adjustments to income, resulting from a
change in method of accounting required for 1958, are to be taken into
account by recomputing the 1957 tax. In the 1957 recomputation,
one-tenth of the adjustment is taken into account. The difference
between the tax computed on this basis and the tax as previously
computed for 1957 is then multiplied by 10 and is the change in tax
attributable to the adjustment. If this results in a decrease in the
1957 tax, the amount so computed is credited or refunded to the tax-
payer (but with no interest payable with respect to the refund or
credit prior to March 16, 1960). However, in the usual case where
the adjustment results in an increase in the amount of the 1957 tax,
this additional amount of tax is payable in 10 equal installments
beginning March 16, 1960. However, if at any time a company no
longer qualifies as an insurance company, any balance of this amount
becomes due.

Your comnittee’s amendments accept the House method of com-
puting the tax with respect to the accounting adjustment with two
minor modifications. T'he committee has provided that, in measuring
the additional tax on this adjustment for 1957, there is not to be taken
into account the special ceiling on the policy deduction in the 1957
law (designed to tax investment income of overcapitalized companies
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at 52 percent) where the reserve and other policy liability deduction
otherwise available was not allowed to exceed two times the required
interest on life insurance reserves. Also, your committee has pro-
vided that the special interest deduction available where investment
income is less, or only slightly exceeds, the required interest on the
reserves is not to be reduced because of the increase in investment
income for 1957 resulting from the adjustment. The one-tenth of the
readjustment income taken-into account in 1957 (which after the tax
is obtained is subsequently multiplied by 10) is a rough approximation
of the result which would be obtained if this income were spread back
over & 10-year period. The fact that these special provisions apply in
1957 is no indication that they would apply in the other 9 years of this
spread and, therefore, since the tax determination is based upon a
multiple of the 1957 tax computation, your committee concluded that
it generally would achieve the wrong result to spread in effect the
application of these special provisions over the other 9 years.

In general, the treatment under the House bill and your committee’s
amendments, for adjustments where there have been changes by life
insurance companies in methods of accounting, is somewhat similar to
the treatment provided by section 481 for other taxpayers where pre-
1954 adjustments were involved. -

7. Foreign insurance companies carrying on U.S. insurance busi-
ness.—Both versions of the bill provide that foreign insurance com-
panies carrying on a life insurance business within the United States
are in general to be treated in the same manner as domestic life insur-
ance companies. However, a special rule is provided where the surplus
of a foreign life insurance company which is held in the United States
is less than a specified minimum figure. This figure is expressed as the
same percent of the foreign insurance company’s liabilities on U.S,
business as the average surplus of domestic companies is of their total -
liabilities. The Secretary of the Treasury will determine this ratio
cach year based on the prior year’s experience of domestic companies.
However, for 1958 this ratio is to be 9 percent which is a rough approxi-
mation of the 1957 surplus of domestic companies as compared to their
liabilities. If the foreign insurance company’s surplus held in the
United States is less than this proportion of the taxpayer’s total in-
surance liabilities on U.S. business, then the policy and other contract
liability requirements, and the required interest for computing gain
from operations, are to be reduced by this excess multiplied by the
rate of earnings on investments. Due to the new formula contained
in this bill, foreign companies (if it were not for this provision)_could
obtain far more advantage from reducing their U.S. surplus than they
could have obtained under prior law. This is designed to prevent
foreign insurance companies doing business in the United States from
avoiding tax they would otherwise have to payv to the United States,
merely by holding surplus with respect to U.S. business in countries
outside of the United States.

For purposes of the phase 3 tax base, the House bill determines the
portion of a distribution which is allocable to U.S. business on the
basis of the ratio of the amount assumed to be the U.S. surplus to the
company’s actual total surplus. As an alternative to this your com-
mittee’s amendments provide that the portion of a distribution
considered as being made with respect to U.S. business can be deter-
mined on the basis of the ratio of the insurance- liabilities of the
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company in the United States to the company’s total insurance lia-
bilities. Your cémmittee’s bill also provides apportionment rules
where a foreign insurance company mutualizes.

8. Reserves strengthening or weakening.—A special spread rule is
applicd under the House bill and your committee’s bill where a
company determines that its reserves require strengthening and
additions are therefore made to its reserves. If no limitations were
imposed in these cases, the company could take a substantial addi-
tional deduction in computing gain or loss from operations for the
year when the reserves were strengthened. To spread the effect of
such adjustients, it is provided that, in the case of reserve strengthen-
ing, deductions relating to the additions in reserves are to be taken
into account ratably over a 10-year period instead of entirely in the
year of change. Conversely, in the case of reserve weakening, the
increases in income relating to the reductions in reserves are to be
taken into account over a 10-year period.

9. Mutualizations.—Certain problems are presented in connection
with phase 3 where a stock life insurance company is ‘“mutualized,”
or converted into a mutual life insurance company, with a liquidating
distribution being'made to the stockholders and the remainder of the
surplus and reserves being held for the benefit of policyholders in
what now becomes a mutual company.<iIn such cases a rule must be
provided as to the type of capital or surplus being paid the share-
holders for purposes of determining whether any amounts are paid
out of the policyholders surplus account, and therefore properly includ-
ible in the tax base of the life insurance company at the time of dis-
tribution. Both the House and vour committee’s bill provide that
these payments to stockholders are first to be considered as being
paid out of capital or surplus paid in. Any amount remaining is
divided into two parts: payments deemed from surplus accumulated
before 1959 and payments deemed from surplus accumulated from
1959 forward, in proportion to the pre-1959 and the post-1958 surplus
(the sum of the stockholders’ surplus account and the policyholders
surplus account) as at the beginning of the year of distribution. Any
payments considered as coming from post-1958 surplus are treated as
coming first from the already taxpaid sharcholders surplus account, to
the extent of the balance of this account, and then from the policy-
holders surplus account, withdrawals from which are subject to tax.
Any further payments are treated as coming from prior accumulated
surplus.

10. Summary of changes made by your commaittee in House special
pronsions.—The principal changes made by-your committee in the
special provisions contained in the House bill have been described
above. They can be summarized, however, as follows:

(@) Your committee modified the House capital gains provision to
climinate from tax, gains included in post-1958 receipts from pre-1959
sales.

(b) Where a company in 1958 sold all of a particular type of its
insurance contracts, such as its entire industrial insurance depart-
ment, your committee agreed that such a transaction should be con-
sidered a capital transaction with respect to which no tax is imposed
in 1958. No implications are to be drawn from this, however, as to
the tax trcatment of such transactions in the future.

(¢) Your committee agreed that companies which clect to use the
approximate revaluation method in converting preliminary term
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reserves to a net level premium basis in 1958 may have a new option
to use the exact revaluation method with respect to 1959 and subse-
quent years.

(d) Where a life insurance company is required to shift to an accrual
method of accounting and one-tenth of the adjustment in income is
included for purposes of measuring the additional tax on the 1957
income (the flx)nu tax on the adjustment subsequently is multiplied
by 10) your committee agreed to provide that two special provisions
in the 1957 law are to be made inapplicable with respect to measuring
the additional tax arising from this adjustment. These are the so-
called ‘2 for 1limit”’ designed to tax investment income of overcapital-
ized companies at 52 percent and the special interest deduction where
investment income was less or only slightly exceeded required interest,.

(¢) In the case of foreign insurers of United States business, your
committee agreed that for purposes of the phase 3 tax, such a company
may determine the portion of any distribution to stockholders which is
allocable to U.S. business either on the basis of the specially deter-
mined U.S. surplus to total surplus (as is already provided by the
House bill) or on the basis of U.S. insurance liabilities to total insur-
ance liabilities. It also provides apportionment rules for foreign in-
surers which mutualize.

. Special provisions added by your commattee’s amendments

1. Assessment companies.—In the case of mutual assessment com-
panies, the House bill and also prior law provided -that amounts de-
posited by these companies with State officials as guarantee or reserve
funds, and also funds maintained exclusively for the payment of
claims, were to be treated as life insurance reserves. Thus, these
assessment companies have consistently been treated as life insurance
companies and it was thought that they were so treated under the
House bill. However, in determining the division of investment in--
come between policyholders and the life insurance company, both for
purposes of the phase 1 and phase 2 tax bases, it is necessary to have
an assumed rate of interest. However, these assessment companies
have no interest rate which qualifies for this purpose. To overcome
this deficiency, your committee has amended the bill to provide that
the assumed rate of interest for these mutual assessment companies
is to be 3 percent.

2. Variable annuities.—Your committee has added a provision to
the House bill to make it clear that variable annuities are 1n general to
be taxed in the same manner as other annuities. This was considered
especially desirable in view of the recent Supreme Court case in this
arca (Securities and Exchange Commission v. Variable Life Insurance
Company of America et al., March 23, 1959). Thus, companies
issuing such contracts will, if they otherwise qualify, be treated as life
insurance companies. Variable annuities differ from the ordinary or
fixed dollar annuities in that the annuity benefits payable under the
variable annuity vary with the insurance company’s overall invest-
ment experience. The fixed dollar annuity, on the other hand, guar-
antees the payment of a specified amount irrespective of the actual
investment earnings. Both the fixed dollar annuities and the variable
annuities, however, are based upon the principle of paying out either
specified amounts, or specified units with values which vary with in-
vestment experience, over the life of each member of an annuitant
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group. Thus, in both cases the insuring company bears the mortality
risk. In view of this your committee believes variable annuities
should in general be treated like other annuities for tax purposes.

Your committee’s amendments provide that-variable annuity con-
tracts using recognized mortality tables but with annuity payments
based on the investment experience of the company issuing the con-
tract are to be treated as regular annuity contracts for purposes of the
life insurance company tax. Therefore, such reserves will qualify as
life insurance reserves and companies primarily issuing such policies
will qualify as life insurance companies for Federal income tax pur-
poses. The current carnings rate of such a company to be used in
determining the portion of investment income belonging to the policy-
holder and the portion representing the life insurance company’s
share is to be computed in the usual manner, except that there is to be
deducted from the company’s current earnings rate any actuarial
margin charge prescribed by the contract. This same rate is also to
be used as the company’s assumed rate of interest.

This actuarial margin charge represents a charge made by the com-
pany to cover gen(n'afoxp(mscs which are over and above the expenses
provided for in the charges made against premiums. In addition,
this actuarial margin provides contingency mortality reserves, as
well as the profit margin for the sharcholders of the company,

In the case of these variable annuity contracts, additions in re-
serves for tax purposcs are to include only increases made by reason of
premium rececipts and investment income, and decreases in these
reserves for tax purposes are to take into account only benefits paid
under these contracts.,  The effect of this is to exclude from reserve
additions or decreases capital gains and losses, both realized and
unrealized. These are ordinarily reflected in these reserves by such
companies. In the case of unrcalized gains and losses, the tax laws
generally do not take such amounts into account; and in the case of
realized gains and losses, an entirely separate 25 percent tax is im-
posed with respeet to any net long-term capital gains, both in the
casc of these companies and in the case of other insurance companies
generally.

Your committee’s bill provides that this treatment for variable
annuity contracts is to apply only for the years through 1962. 'This
special cutoff date for variable annuity contracts has been provided
by your committee in order to give assurance that there will be an
opportunity to review the tax treatment of variable annuities after
these contracts have been in existence for a period of time. It is
thought that, in view of the relative newness of such contracts, special
problems may develop which will warrant review,

3. Organizations meeting most, but not all, of the requirements for tax
exemption under section 601 (c) (9).—Under present law (sec. 501(c)(9))
voluntary employees’ beneficiary associations providing for the pay-
ment of life, sick, accident, or other benefits to members of the asso-
ciation or their dependents are exempt from income tax if no part of
their net carnings inures to the benefit of any private shareholder or
individual (other than through these payments) and if 85 percent or
more of their income consists of amounts collected from the members
and amounts contributed by the employer. The attention of your
committee has been called to the fact that some employce beneficiary
associations meet all of the requirements for this exemption except



LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 37

for the fact that more than 15 percent of their income consists of
carnings on accumulated funds. As a result they fail to qualify for
exemption since less than 85 percent of their income is derived from
the employees or the employer. In the past when such associations,
because of this excess investment income, failed to qualify for exemp-
tion, they were taxed as life insurance companies where they paid lil%,
sickness, or accident benefits. However, under the bill as passed by
the House, no portion of their incoine would be set aside as belong-
ing to the policyholder, as distinet from the insurance company,
because the reserves of these companies do not meet the definition
of “life insurance reserves’’ in one respect: these reserves are not re-
quired by law. To meet this problem, your committee has amended
the bill to provide that in the case of policies issued by organizations
which would qualify under scction 501(c)(9) except for the 85 per-
cent requirement, reserves are to qualify as life insurance reserves
even though not required by State law.

In addition, the attention of your committee was called to one of
these employee beneficiary associations where there apparently would
have been a large phase 2 tax base because there was a large volume
of voluntary lapses in policies. This results in decreases in reserves,
which in turn increase the income subject to the phase 2 tax. These
were lapses in policies issued before January 1, 1958, and thus the re-
serves were built up in a period before any phase 2 tax was applicable.
To the extent there are no offsetting increases in reserves oceurring
currently, these lapses, in large part at least, represent pre-1958 in-
come. Beeause of this your committee coneluded that it would be
appropriate to take these voluntary lapses into account only to the
extent of 11 percent of any decrease in life insurance reserves attrib-
utable to them with respect to policies issued before January 1, 1958.
This will have the effect, in the case called to the attention of your
comimittee, of imposing approximately the same tax in 1958 as was
imposed in 1957, This is an clective provision and those who elect it
are not to have available to them the carry-forward of losses from
years prior to 1958 or the speeial 1958 10 percent reduction in the
phase 2 tax base to the extent that this base exceeds the phase 1
tax base.

4. Life insurance departments of mutual savings banks.—The atten-
tion of your committee was called to the fact that in the case of life
insurance departments of mutual savings banks in certain cases there
is a centralized auditing of the life insurance departments for all of
such departments within one State. 1t is further understood that
the auditors in such cases make recommendations to the mutual savings
banks as to the policyholder dividends which they believe should be
made in the case of the bank’s life insurance policies. Experience has
indicated that it is not possible in all cases to supply this information
to the boards of directors of mutual savings banks in time for them
to set aside the amount determined for policyholder dividends before
the 16th day of March of the year following the year of liability.
Your committec decided, therefore, to give mutual savings banks with
these life insurance departments up to April 16 for the determination
of policyholder dividends.

“our committee would also like to make it clear that, wherever in
the bill there is a reference to a life insurance company, in the case of
mutual savings banks with life insurance departments this is intended
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to include such a life insurance department. It is your committee’s
understanding that this is the effect of section 594 of the code, which
imposes a substitute tax in the case of mutual savings banks having
separate life insurance departments. The substitute tax provided
in this case consists of two partial taxes: one a partial tax on. the
regular mutual savings bank operations and the second a tax on the
life insurance department activities of the bank, the latter being
computed in the same manner as for a separate life insurance company,

5. Reserve for dinidends to polieyholders payable during 1958.—The
attention of your committee was called to a situation where the
amount held at the end of 1957 as a reserve for dividends to policy-
holders payable in 1958 was erroneously larger than the amount in-
tended to be paid on such dividends during 1958, and larger than the
amount actually so paid. Your committee’s bill corrects this by pro-
viding that the reserve held at the end of 1957 for dividends payable
during 1958 is to be the amount of the dividends actually paid duirng
1958.

6. Distributions in redemption of stock limited as to dividends, etc.—
Under phase 3 the bill in general provides that distributions to share-
holders after 1958 are to be treated as being made first out of the
sharcholders surplus account to the extent of any balance in this
account, then out of the policyholders surplus account, to the extent
of any balance in this account, and finally out of all other accounts.
Only after tax has been paid on the amount of policyholders surplus
may redemptions be made out of surplus without tax effect. The
attention of your committece has been called to situations where this
may result in hardship because the companies involved had issued
special callable stock before 1958 with the agreement that it would be
callable at a small premium when the company no longer required the
use of the funds. Under the general priority of distributions estab-
lished under phase 3, the redemption of this stock would under the
House bill result in a phase 3 tax whenever distributions exceed any
balance in the shareholders surplus account. To prevent this effect
where the clear and obvious intent of the parties involved was to
make the funds available to the insurance company only for the period
of time the funds were needed by the company, your committee has
added a proviso to the bill providing that a distribution in redemp-
tion of stock issued before 1958 under certain conditions is not to be
considered a distribution for purposes of applying the distribution
priorities referred to above. The conditions which must be met are
that the stock must at all times be limited as to dividends, and be
callable at the option of the company at a price not in excess of 105 per-
cent of the amount initially paid in with respect to the stock.

7. Modified coinsurance.—Modified coinsurance is a form of in-
demnity reinsurance (as contrasted to assumption reinsurance) to
indemnify an insurer against a risk it has assumed. Hence, as dis-
tinct from assumption reinsurance, the initial risk in this case remains
with the insurer but he covers this risk by reinsuring part or all of a
contract with another insurance company (referred to here as the
reinsurer). Three forms of this indemnity reinsurance have been
developed. The first of these, called coinsurance, calls for the pre-
mium with respect to the insurance reinsured to go to the reinsurer,
with the result that the reinsurer, with respect to this insurance, is
treated substantially in the manner he would be if he had issued the
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insurance policy (or part thereof) directly. Any expenses incurred
by the initial insurer with respect to the policy are reimbursed by the
reinsurer. This form of indemnity reinsurance presents few special
tax problems. This is also true of the so-called yearly renewable term
reinsurance. Under this plan the initial insurer covers his risk by
purchasing one year renewable term insurance from the reinsurer.
The insurance purchased in this case is usually the face amount of the
policy less reserves with the premium per thousand dollars increasing
as the age of the policyholder increases. No special tax problem is
involved here because the entire investment income at all times re-
mains with the initial insurer.

A problem of possible double taxation is presented, however, where
the reinsurance takes the form of indemnity reinsurance which has
come to be known as “modified coinsurance.” Under modified co-
insurance the reinsurer accepts all of the obligations it would assume
under a conventional coinsurance policy, but the initial insurer retains
the reserves and administers the investment of the reserve funds.
However, the initial insurer pays over the gross investment income,
less additions to reserves, to the reinsurer. In such cases it is possible
for the same income to be taxed twice—once to the initial insurer as
investment income and a second time to the reinsurer as under-
writing gain. To preévent an imposition of a double tax in such
cases, your committee has added a section to the bill which treats
modified coinsurance in the same manner as conventional coinsurance;
that is, a policy to the extent reinsured in this manner generally is
treated as if it were a policy issued by the reinsurer instead of the
initial insurer.

Thus, premiums, gross investment income, capital gains and losses,
reserves, and assets and expenses which are related to the insurance
reinsured are generally treated as received, held, or incurred (as the
case may be) by the reinsurer instead of the initial insurer. Also,
dividends to policyholders, paid with respect to the policy reinsured,
are to be treated as dividends paid by the reinsurer rather than the
initial insurer to the extent of reimbursement by the reinsurer to the
initial insurer. This rule it is necessary to apply both in the case of
modified coinsurance and also in the case of conventional coinsurance.
(However, the experience refunds paid by the reinsurer to the initial
“insurer are treated as reductions in premium income of the reinsurer
and as “other income” received by the initial insurer.)

The treatment described above for modified coinsurance applies
only if agreed to by the initial insurer and the reinsurer. Once such
an election is made, however, it may not be rescinded except with
the approval of the Secretary or his delegate.

F. Relationship of bill to subchapter C

Except to the extent that specific provision is made by this bill, as
amended, your committee does not intend to affect the general rules
of the Internal Revenue Code, such as the rules relating to (i) the
characterization of income, (ii) the recognition or nonrecognition of
gain upon sales or exchanges, reorganizations, etc., and (iii) the tax-
ation of shareholders. For example, although a tax is imposed upon
a life insurance company with respect to amounts subtracted from the
policyholders surplus account, the tax treatment of the shareholders
of the life insurance company will be determined under the general
rules of the Internal Revenue Code, including the rules contained in
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subchapter C. Accordingly, if the distribution is in complete liquida-
tion of a corporation as described in section 331(a)(1), the amounts
received by the sharcholders are to be treated as in full payment in
exchange for their stock.

Under both versions of the bill, a new paragraph (22) is added to
section 381(c) of the 1954 Code. This new paragraph is applicable
where the assets of a life insurance company are acquired by another
life insurance company in (1) a liquidation of an 80 percent controlled
subsidiary under section 332 (other than a liquidation in which the
basis of the assets distributed 1s determined under sec. 334(b)(2)), or
(2) a reorganization described in section 381(a)(2) (statutory mergers
or consolidations, mere changes in identity, form, or place of organiza-
tion, etc.). In such cases the acquiring corporation, under the new
section 381(c)(22), must take into account, to the extent proper to
carry out the purposes of section 381 and the purposes of this bill,
the 1tems which the distributor or transferor corporation was required
to take into account under this bill. Among the items of the dis-
tributor or transferor corporation that are required to be taken into
account by the acquiring corporation under the new paragraph (22)
are: (1) any remaining net increases or net decreases described in
section 810(d) (1) (relating to the adjustment for change in computing
reserves), (2) any remaining installments of tax described in section
818(e) (3)(A), (3) the sharcholders surplus account described in section
815(b), and (4) the policyholders surplus account described in section
815(¢). Thus, in the case of these acquisitions, the items described
above will be taken into account (to the extent proper to carry out
the purposes of sec. 381 and the purposes of pt. I of subch. 1.) by
the successor corporation and will not, to the extent so taken into
account by the successor corporation, result in the imposition of tax
upon the distributor or transferor corporation.

Where distributions of boot are made to sharcholders in connection
with the reorganizations described above the provisions of this bill,
under both the House and your committee’s versions with respect to
the imposition of tax upon life insurance companies on distributions
to sharcholders will, of course, be applicable and the policyholders
and sharcholders surplus accounts will be correspondingly adjusted.
Similarly, in the case of acquisitions not deseribed in section 381(a),
or other transactions which, under other provisions of the Internal
Revenue Code, might result in nonrecognition of gain to a corpora-
tion or its shareholders (e.g., sees. 311(a), 336, 337, 354, 355, 356, and
361) the provisions of the bill imposing a tax with respect to dis-
tributions to sharcholders will be applicable.

Specific provision is also made with respect to the operations loss
deduction provided by section 812. The provisions of subtitle A and
subtitle I' (except as specifically provided in the bill) will apply to
operations loss carrybacks, carryovers, and the operations loss deduc-
tion in the same manner and to the same extent as the provisions of
those subtitles apply in respect of net operating loss carrybacks,
carryovers, and the net operating loss deduction. Accordingly, the
rules and limitations contained in sectionsy381, 382, and 269 will be
applicable to operations loss carrybacks and carryovers to the same
extent as applicable to net operating loss carrybacks and carryovers.



LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959 41

IV. TECHNICAL EXPLANATION OF THE BILL
SECTION 1. SHORT TITLE

The first section of the bill, which is identical with section 1 of the
House bill, contains a short title for the bill, namely the “Life Insur-
ance Company Income Tax Act of 1959.”

SECTION 2. REVISION OF PART I OF SUBCHAPTER L

Section 2, which corresponds to section 2 of the House bill, amends
part I of subchapter I of chapter 1 of the Internal Revenue Code of
1954 (relating to the taxation of the income of life insurance companies)
by substituting for the existing subparts and sections a new text which
is divided into five subparts:

(1) Subpart A (sces. 801 and 802) which deals with the defini-
tion of life insurance company and the imposition of the tax.

(2) Subpart B (sees. 804 through 806) which deals with invest-
ment income.

(3) Subpart C (secs. 809 through 812) which deals with gain
and loss from- opvmtlons

(4) Subpart D (see. 815) which deals with distributions to
shareholders.

(5) Subpart E (sccs. 817 through 820) which contains miscel-
lancous provisions relating to certain gains and losses, accounting
provisions, foreign life insurance companies, and the optional
treatment of policies reinsured under modified coinsurance
contracts.

SusPART A—DuriNirioN; Tax IMroskD
SECTION 801, DEFINITION OTF LIFE INSURANCIS COMPANY

(@) Life inswrance company defined.—This subscction, like the House
bill, defines the term “life insurance company” for purposes of sub-
title A of the 1954 Code. Except for the u(lditi(m of the phrase
“(whether or not ascertained)” after the phrase “unpaid losses” in
paragraph (2) of this subsection, the language of the new section
S01(a) is identical with the languago of section 801 (a) in existing law.

However, it should be noted that there will be 6 differences in the
application ‘of the term under your committee’s hill:

(1) A special provision has been included with respect to the
reserves under policies issued by certain voluntary employees’
beneficiary associations. (See the discussion under new see.
801(b)(2).)

~(2) A special provision has been included with respect, to the
rate of interest assumed in calculating assessment company
reserves,  (See the discussion under see. 801(h)(3).)

(3) Special provisions have been included with vespeet to de-
ficieney reserves.  (See the discussion of the new sec. 801(b)(4).)

(4) Special provisions have been included with respect to
guaranteed renewable life, health, and aceident insurance.  (See
the discussion of the new see. 801 (e) )

(5) Special provisions have been included with respect to the
treatment to be accorded variable annuities. (See the discussion
under new sec. 801(g).)
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(6) The addition of the phrase ‘“‘(whether or not ascertained)’”
mentioned above. For a discussion related to this additional
phrase, see the explanation of the new section 809(d)(1).

(b) Lifes inurance reserves defined.—This subsection, as in the House
bill, defines life insurance reserves for purposes of part I of subchapter
L of chapter 1 of the 1954 Code. In general, the definition is the same
as that contained in section 801(b) of the House bill and existing law.

However, unlike the House bill, your committee’s bill adds a new
subparagraph (B) to paragraph (2) of this subsection to except re-
serves held under policies issued by certain voluntary employees’ bene-
ficiary associations from the requirement that ‘““life insurance reserves”
must be required by law. Such an exception is made only if these
associations do not qualify for exemption from tax under section
501(c)(9) by reason of their failure to meet the income requirement
of subparagraph (B) thereof.

In addition, your committee’s bill adds a new sentence at the end
of paragraph (3) of this subsection to provide that in calculating the
“life insurance reserves’’ of an assessment life insurance company or
association, the rate of interest assumed shall be 3 percent.

Your committee’s bill retains the language contained in the first
sentence of paragraph (4) of this subsection as it appeared in the House
bill. This sentence provides that the term “life insurance reserves’
does not include deficiency reserves. Such a sentence is not contained
in existing law. However, in defining the term ‘“‘deficiency reserves,”’
vour committee has made a change in the language contained in the
second sentence of paragraph (4) as it appeared in the House bill to
clarify the meaning of such term. As amended by your committee,
this sentence provides, in effect, that the deficiency reserve for each
individual contract is that portion of the reserve for such contract
which is equal to the amount, if any, by which—

(1) the present value of the future net premiums required for
such contract (by reason of the standard adopted by the insurer,
the minimum standard required by State law, or otherwise),
exceeds

(2) the present valuc of the future actual premiums and con-
sideration charged for such contract.

‘The effect of this language, as in the House bill, is to exclude deficiency
ceserves from both life insurance reserves and total reserves, even
though such deficiency reserves are required by State law. However,
any portion of the excess of (1) over (2) that is attributable to the
inclusion of any factor such as an expense loading factor in the compu-
tation of such excess, shall not constitute a ‘“‘deficiency reserve’” but
shall be treated as an item to which section 810 applies.

(¢) Total reserves defined.—This subsection, like the House bill,
defines the term “total reserves” for purposes of the new section 801(a)
(definition of a life insurance company). Under the definition, total
reserves comprise— :

(1) life insurance reserves (within the meaning of the new
section 801(b)),

(2) unearned premiums, and unpaid losses (whether or not
ascertained), not included in life insurance reserves, and

(3) All other insurance reserves required by law.

The last sentence of this subsection makes it clear that the term “total
reserves’ does not include deficiency reserves (within the meaning of
the new sec. 801(b)(4)).
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(d) Adjustments in reserves for policy loans.—This subsection, as in
the House bill, is the same as section 801(d) of existing law.

(¢) Guaranteed renewable contracts.~—This subsection, as in the
House bill, provides that guaranteed renewable life, health, and ac-
cident insurance shall be treated in the same manner as noncancelable
life, health, and accident insurance. (For discussion of this provision,
seo item 5 of the special provisions included in the House bill discussed
under the general explanation of the bill.)

(f) Burial and funeral benefit insurance companies.—This subsection,
like the House bill,.is the same as scction 801 (e) of the 1954 Code.

(9) Variable annuities.—This subscction, for which there is no corre-
sponding provision in the House bill, states in paragraph (1) that an
annuity contract includes a contract which provides for the payment
of a variable annuity that is computed on the basis of recognized
mortality tables and the investment experience of the company
issuing the contract. Accordingly, the reserves held under such
contracts constitute ‘life insurance reserves” for the purposes of
section 801(b) and, a company issuing such contracts, will qualify as
a life insurance company if it fulfills the requirements of section 801(a).

Paragraph (2) of this new subsection provides that with respect to
variable annuity contracts, the issuing life insurance company shall
have (for the purposes of sec. 805(b)(1)) a current earnings rate com-
puted as provided therein reduced by either— -

(a) the annual rate of the actuarial margin charge prescribed
in the contract, or

(b) if no such rate is prescribed in the contract, the percentage
obtained by dividing the actuarial margin charges on all variable
annuity contracts issued by the taxpayer by the mean of the
assets of the taxpayer which are obligated under such contracts
to satisfy the liabilities specified therein.

The actuarial margin charges referred to consist of general operating
charges and other amounts retained by the issuing company pursuant
to the terms of the contract to cover actuarial contingencies and to
increase surplus. :

Paragraph (3) of this new subsection provides that the rate of in-
terest assumed in computing the reserves held with respect to vari-
able annuity contracts for any taxable year shall be the same as the
current earnings rate of the company issuing such contracts reduced
in the manner described in paragraph (2). The determination of the
assumed rate in this manner reflects the fact that the reserve assump-
tions used in computing the reserves under such contracts are based
upon the investment experience of the company.

Paragraph (4) of this new subsection provides that for the purposes
of section 810 (relating to rules for certain reserves), any increase in
reserves held under variable annuity contracts shall be computed
only with respect to increases therein due to prémium and gross
investment income additions thercto. Conversely, decreases in such
reserves shall be computed only with respect to decreases due to
benefits paid under such contracts. Accordingly increases or decreases
in such reserves due to unrealized appreciation or depreciation in the
value of the assets comprising such rescrves is not taken into account.
Similarly, except as provided in section 804(b)(2), increases or de-
creases In such reserve items due to realized capital gains or losses

40690—59——4
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are not taken into account whether or not such gains or losses are
required to be added to or subtracted from such reserves under the
terms of the contracts.

Paragraph (5) of this new subsection provides that this subsection
shall not apply to taxable years commencing after December 31, 1962,

SECTION 802, TAX IMPOSED

(@) Tax imposed.—Paragraph (1) of the new section 802(a), like
the corresponding provision of the House bill, imposes a tax on the
life insurance company taxable income of every life insurance company
for each taxable year beginning after December 31, 1957, The tax is
to consist of—

(1) a normal tax on such income, computed at the regular
corporate normal tax rate provided by section 11(b) of the 1954
Code, and
(2) a surtax, on so much of such income as exceeds $25,000,
computed at the regular corporate surtax rate provided by sec-
tion 11(c) of the code.
~Paragraph (2) of the new section 802(a) relates to the taxation of
capital gains.  Under this paragraph, if the net long-term ecapital
gain (as defined in sec. 1222(7) of the code) of a life insurance company
exceeds its net short-term capital loss (as defined in see. 1222(6) of
the code), a separate tax equal to 25 percent of such excess is imposed.
This tax is imposed only in the case of taxable years beginning after
December 31, 1958, and applies whether or not there is life insurance
company taxable income or a loss from operations for the taxable
year. Under the bill no tax is imposed on capital gains for the year
1958, and no such gains or losses enter into the computation of tax-
able investment income, gain or loss from operations, or life insurance
‘company**axable income for 1958. For years after 1958 any excess
of net short-term capital gain (as defined in sec. 1222(5) of the code)
over net long-term capital loss (as defined in see. 1222(8) of the code)
is taken into account in computing taxable investment income and
gain or loss from opegations.  Except as modified by the new seetion
817 (rules relating to certain gains and losses) and other applicable
provisions of thi€new part I, the general rules of the 1954 Code relating
to gains and losses (such as the rules for determining the amount,
characterization, and treatment thereof) will apply with respeet to
life insurance companies,

Paragraph (3) of new section 802(a), for which there is no corre-
sponding provision in the Holise bill, provides a transition rule for the
phasing in of the impact of any increased tax liability imposed for the
years 1959 .and 1960 by reason of the operation of section 802(b)(3).
Under this paragraph, any increase in a life insurance company’s tax
“that is attributable to the opeflisn of section 802(b)(3) is taken into
account only to the extent of ene-third and two-thirds for the years
11959 and 1960, respectively.  Thus, if a company’s total tax linbility
for 1959 and 1960 (computed without regard to this paragraph) were
$13) and $140 gespeetively, of which $30 represented the increase in
tax for cach yeap that was attributable to the operation of secction
802(h)(3), this paragraph would operate to reduce the tax liability to
110 ($130 minus two-thirds of $30) and $130 ($140 minus one-third
of $30), for 1959 and 1960, respectively. For taxable years com-
amencing afteg December 31, 1960, the full amount of any increase in
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tax due to the operation of section 802(b)(3) would be imposed with-
out any further transitional reduction.

It should be noted that the transitional relief provided by this
paragraph is limited solely to an increase in tax under section 802(b)(3)
that 1s occasioned by the operation of section 815(¢)(8) (relating to
subtractions from the policyholders surplus account by reason of
distributions to shareholders). This relief is also limited to such
distributions that are made by life insurance companies in 1959 or 1960
and does not extend to other distributions that are treated under
section 815(d)(2)(B) as made by life insurance companies in 1959 or
1960. Furthermore, this paragraph is inapplicable to any increase in
tax under scetion 802(b)(3) that is attributable to the operation of the
special rules contained in section 815(d).  However, the relief provided
by this paragraph does apply in the case of a distribution to which
seetion 815(e)(1)(B) (i) applies.

(b) Life insurance company taxable tncome defined.-—Subsection (b)
of the new section 802, which is substantially the same as it appeared
in the House bill, defines the term “life insurance company tax-
able income”’ for purposes of part I of subchapter L.  However, your
committee’s bill makes a clarifying amendment to paragraph (1) of
thiz subsection and, as amended, the term is defined to consist of
tho sum of-—

(1) the taxable investment income or, if smaller, the gain from
operations; ,
(2) if the gain from operations exceeds the taxable investment
income, an amount equal to 50 percent of such excess; and
(3) the amount subtracted from the policyholders surplus ac-
count for the taxable year (as determined under new sce. 815).
If for any taxable year there is a loss from operations (as defined in sec.
809(h)(2)), the amount taken into account under paragraphs (1) and
(2) of the new section 802(b) shall be zero.

Your committee’s bill also adds a final sentence to this subsection
which did not appear in the House bill and which, in certain circum-
stances, will reduce a company’s so-called step 2 tax base only for a
taxable year beginning in 1958. Under this sentence if (1) gain from
operations for 1958 exceeds taxable investment income, and (2) the
step 2 tax base (i.e., 50 percent of such excess) also exceeds the taxable
investment income for that year, then the step 2 tax base is reduced
by 10 percent of the amount of the latter cxcess. If, however, the
step 2 tax base (before the application of this sentence) does not exceed
the taxable investment income, this sentence shall not apply.

The operation of the reduction in the step 2 tax provided by this
sentence may be shown by the following example:

Company A | Company B

(1) Gain fromoperations. . ... e cicacccaacma i cnm—————— 300 400
(2) Taxableinvestmentincome. . i icmcamm—anan 100 100
(3) Excess of (1) over $2) ................................................ 200 300
(1) Step2base (50Pereent of (3)) - - e e e ce e cemececcmcmmeceea 100 160
() Excessof (4)over (2) - - ocoocramenonanans 0 50
(6) Sec. 802(b) reduction (10 percent of (8)) .. - o ccooo oo . - 0 5
(7) Adjusted step 2 tax base (for 1958 only) . .. oo iiianin 100 145
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SuBPART B—INVESTMENT INCOME
SECTION 804, TAXABLE INVESTMENT INCOME

Your committee’s bill eliminates section 804 of the House bill and
provides, in lieu thereof, a new section 804 which is consistent with the
concept adopted by your committee for determining the taxable invest-
ment income of a {ife insurance company.

(a) In general.—Paragraph (1) of this new subsection provides that
the policyholders’ share of each and every item of the investment
yield of a life insurance company (as defined in subsec. (¢), including
tax-exempt interest, partially tax-exempt interest, and dividends re-
ceived) shall not be included in taxable investment income. For the
purpose of determining the percentage which represents the policy-
holders’ (as opposed to the life insurance company’s) share of any
item, this paragraph specifies that it is to be computed by dividing the
policy and other contract liability requirements (as defined in section
805(a)) by the investment yicld.

Paragraph (2) of this new subsection provides, therefore, that
taxable investment income shall be an amount (not less than zero)
equal to only the sum of the life insurance company’s share of each and
every item of investment yield, reduced by the sum of such company’s
share of (1) tax-exempt interest, (2) the deduction for partially tax-
exempt interest, and (3) the deduction for dividends received, plus the
small business deduction provided by paragraph (4). This paragraph
also defines the life insurance company’s share of any item as the per-
centage equal to the difference between 100 percent and the percent-
age determined under paragraph (1) to be the policyholders’ share of
such item.

Paragraph (3) of this new subsection provides that for purposes of
this part, the deduction allowed by section 242 (relating to partially
tax-exempt interest) shall be determined by applying to the amount of
such interest, the ratio of the normal tax rate (presently 30 percent)
to the total tax rate (presently 52 percent).

Paragraph (4) of this new subsection provides a small-business
deduction equal to 10 percent of the investment yield of the company
for the taxable year up to & maximum of $25,000. This deduction 1s
computed on investment yield rather than upon net investment
income (as under the House bill) and at double the 5-percent rate
that was contained in the House bill.

Paragraph (5) of this new subsection provides that if it is established
in any case that the application of the definition of taxable investment
income under this subsection results in the imposition of tax on any
wholly tax-exempt interest, any amount of partially tax-exempt inter-
est which is allowed as a deduction, or sny amount of dividends re-
ceived which is allowed as a deduction, adjustment shall be made to
the extent necessary to prevent such imposition.

(b) Gross investment income.—Subsection (b) of the new section 804,
which is the same as subsection (b) as it appeared in the House bill,
defines gross investment income. ‘The definition is in substance the
same as under existing section 803(b) of the 1954 Code except for the
addition (for taxable years beginning aiter December 31, 1958) of the
amount (if any) by which the net short-term capital gain exceeds the
net long-term capital loss.  For the effect of the technical changes in
the la~guage of this subsection and of other provisions which relate to
the manner of accounting for items of income and deduction, see
the discussion of section 818(a) (relating to method of accounting).
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(¢) Investment yield defined.—This subsection is substantially similar
to subsection (c¢) as it appeared in the House bill. The new section
804(c) defines investment yicld as gross investment income less the
deductions enumerated in paragraphs (1) through (5) which generally
constituted allowable investment expense deductions under the House
bill and existing law.

Paragraph (1), which corresponds to section 803(c)(2) of the 1954
Code, relates to investment expenses. All investment expenses for
the taxable year are allowed as deductions unless general expenses are
in part assigned to or included in investment expenses. In such case
the total deduction under paragraph (1) cannot exceed the sum of
the following:

(A) One-fourth of 1 percent of the mean of the asscts (as
defined in the new sec. 805(b)(3)) held at the beginning and end
of the taxable year.

(B) The amount of the mortgage service fees, including origi-
nation fees, for the taxable year.

(C) Whichever of the following amounts is the greater:

(i) One-fourth of the amount by which the investment
yield (computed without any deduction for investment
expenses allowed by par. (1)) exceeds 3% percent of the mean
of the assets (as defined in new sec. 805(b)(3)) held at the
beginning and end of the taxable year, reduced by the amount
of the mortgage service fees referred to in subparagraph (B).

(i1) One-fourth of 1 percent of the mean of the value of
mortgages held at the beginning and end of the taxable year
for which there are no mortgage service fees for the taxable
year. The term “mortgages held” refers to mortgages, and
other similar liens, on real property which are held by the
company as security for “mortgage loans.”

Paragraphs (2), (3), and (4), of the new scction 804(c) (relating to
real estate expenses, depreciation, and depletion) are in substance the
same as paragraphs (3), (4), and (5), respectively, of section 803(c) of
the 1954 Code. In addition, the new paragraph (3), relating to
depreciation, contains a rule relating to rental value of real estate (see
existing sec. 803(d) of the code). Paragraph (5) of the new section
804(c), relating to trade or business deductions, is substantially the
same as section 803(c)(6) of the 1954 Code.

SECTION 805. POLICY AND OTHER CONTRACT LIABILITY
REQUIREMENTS

Your committee’s bill eliminates section 805 of the House bill and
provides, in lieu thercof, & new section 805 which is consistent with
the concept adopted by your committee for determining the policy
and other contract liability requirements of a life insurance company.

(@) In general.—Subsection (a) of the new section 805 provides, for
purposes of part I of subchapter L, a definition of the term “policy and
other contract liability requirements.” Under your committee’s bill,
this term is defined to mean the sum of—

(1) the adjusted life insurance-reserves (as defined in subsec.
(c)), multiplied by the average earnings rate (as defined in

subsec. (b)),
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(2) the mean of the pension plan reserves (as defined in subsec.
(d)) at the beginning and end of the taxable year, multiplied by
the current earnings rate (as defined in subsec. (b)), and

(3) the interest paid (as defined in subsec. (¢)).

(b) Farnings rates.—Subsection (b) of the new section 805 contained
in your committee’s bill defines the earnings rates to be used in com-
puting the policy and other contract liability requirements under
subsection (a).

Paragraph (1) of this new subsection provides that for the purposes
of part I of subchapter 1, the term ‘“current earnings rate”’ for the
taxable year means the percentage determined by dividing—

(A) the taxpayer’s investment yield (as defined in sec. 804(c))
for the taxable year, by

(BB) the mean of the taxpayer’s assets (as defined in par. (3)
of this subsection) at the beginning and end of such taxable year.

Subparagraph (A) of paragraph (2) of this new subsection provides
that the term “‘average carnings rate” for the taxable year means
the average of the “current earnings rate’” for such taxable year and
the “current carnings rate’” for cach of the 4 taxable years immediately
preceding such taxable yvear (excluding any of such 4 taxable years for
which the taxpayer was not an insurance company).

Subparagraph (B) of this paragraph provides that for the purpose of
computing the 5-vear average carnings rate under subparagraph (A)
the following special rules are to be applied——

(1) the “current ecarnings rate” for any taxable year prior to
1958 shall be determined as if part 1 of subehapter 1. (as mn effect
for 1958) appli(\d to such taxable yvear, and

(ii) the “current earnings rate” for any taxable year of any
company which, for such year, is an insurance company (but not
a life insurance company as defined in see. 801(a)), shall be de-
termined as if this part applied to such company for such year.

Under this subparagraph, therefore, the determination of a taxpayer’s
current earnings rate for pre-1958 years must be computed on the
basis of its investment yicld (as determined under the new sec.
804(c)) for thosc years, and on the basis of the mean of its assets
(as determined under par. (3) of this subsection) for those ycars even
though these new provisions are not otherwise in effect for years prior
to 1958. IFurthermore, if, in computing the 5-year average earnings
rate of a life insurance company for any taxable year, the taxpayer
was an insurance company (but not a life insurance company) in any
of the 4 years preceding the taxable year in question, the provision of
this part shall be applied in determining the current earnings rate for
any such year as if the taxpayer were a life insurance company for
such year,

Paragraph (3) of the new scction 805(b) defines the term “‘assets’
for purposes of part I of subchapter L as meaning all assets of the
company (including nonadmitted assets) ; except that such term does
not include real and personal property (other than money) used by
the company in carrying on an insurance trade or business. In apply-
ing this definition—

(A) the amount attributable to real property and to stock is
the fair market value thereof, and

(B) the amount attributable to any other asset is the adjusted
basis of such asset for purposes of determining gain on sale or
other disposition.
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It is contemplated that in the case of real property, under appropriate
circumstances the fair market value may be determined on the basis
of a reasonable approximation of fair market value rather than on the
basis of an annual reappraisal. The adjusted basis referred to in sub-
paragraph (B) above is to be determined under section 1016 and the
other related provisions of subtitle A of the 1954 Code, without regard
to the rule of section 817(b) relating to fair market value on December
31, 1958.

(c) Adjusted life insurance reserves—Subsection (¢) of the new
scction 805 of your committee’s bill (except for the substitution of the
average earnings rate for the deduction rate in par. (1)(B)(@i)) contains
the same provisions that appeared in paragraphs (3) and (4) of section
805(b) of the House bill.

Paragraph (1) of this new subsection defines the term ‘“adjusted
life insurance reserves.” Under your committee’s bill the adjusted
life insurance reserves is the amount determined by multiplying—

(A) the mean of the life insurance reserves (other than pension
plan reserves, determined for the taxable year under subsection
(d)) at the beginning and end of the taxable year, by

(B) that percentage which equals 100 percent—

(i) increased by that percentage which is 10 times the
average rate of interest assumed by the taxpayer in calculat-
ing such reserves, and

(i1) reduced by that percentage. which is 10 times the
average earnings rate.

Paragraph (2) of the new section 805(c) relates to the average
interest rate assumed in calculating reserves. Under your committee’s
bill, such rate is to be computed—

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

(3) by dividing (i) the sum of the products ascertained under
subparagraph (A), by (ii) the mean of the total of such reserves
at the beginning and end of the taxable year.

After 1958 the assumed rate will not be calculated with reference to
the portion of the reserves treated for the taxable year as pension
plan reserves,

(d) Penston plan reserves.—Subsection (d) of the new section 805 of
your committee’s bill, except for the addition of a new subpara-
graph (D) to paragraph (1), is the same as paragraph (2) of sec-
tion 805(c) of the House bill,

Paragraph (1) of the new section 805(d) defires the term “pension
plan reserves’” as that portion of the life insurance reserves which is
allocable to the contracts (including supplementary contracts) de-
scribed in the bill. First, there are included contracts purchased by
trusts under master contracts entered into with such trusts, but only
il such trusts were deemed (at the time such master contracts were
entered into) to be trusts described in section 401(a) and exempt
from tax under section 501(a) of the 1954 Code, or trusts exempt
from tax under section 165 of the 1939 Code (as it appeared sub-
sequent to the 1942 amendments or as it appeared before such
amendments) or the corresponding provisions of prior revenue laws.
Also included are contracts entered into under qualified insured
plans which (as of the time the contracts were entered into) were
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deemed to be plans meeting the requirements of section 401(a) (3),
(4), (5), and (6) of the 1954 Code or the requirements of section
165(a) (3), (4), (5), and (6) of the 1939 Code. Pension plan reserves
also includes that portion of the life insurance reserves which is allo-
cable to contracts provided for employees of the taxpayer under a
plan which (for the taxable year) meets the requirements of section
401(a) (3), (4), (5), and (6) of the 1954 Code. For this purpose, the
term “‘employeces” includes full-time life insurance salesmen treated
as employees under section 7701 (a)(20).

Your committee has added a new provision (subpar. (D) of par. (1))
which expands the definition of “pension plan reserves,” as it ap-
peared in the House bill, to include reserves under contracts purchased
to provide retirement annuities for the employees of an organization
which (as of the time the contracts were purchased) was an organiza-
tion described in section 501(c)(3) which was exempt from tax under
section 501(a) of the 1954 Code or was an organization exempt from
tax under section 101(6) of the Internal Revenue Code of 1939, or
the corresponding provisions of prior revenue laws, This expansion
of the definition of pension plan reserves does not apply to life insur-
ance reserves held under contracts purchased by other exempt organ-
izations. Accordingly, the reserves held under contracts purchased
by other exempt organizations, or by entities not subject to Federal
income tax, will not be treated as pension plan reserves unless they
qualify as such under subparagraph (A), (B), or (C) of this paragraph.

Paragraph (2) of the new section 805(d) provides a special tran-
sitional rule for the treatment of pension plan reserves. The effect of
this paragraph is to provide that for 1958 the pension plan reserves
shall be included with the other life insurance reserves in determining
the policy and other contract liability requirements under new scc-
tion 805(a). For 1959, two-thirds of the pension plan reserves will
be taken into account under section 805(a)(1) and one-third will be
taken into account under section 805(a)(2). For 1960, one-third of
the pension plan reserves will be taken into account under section
805(a)(1) and two-thirds under section 805(a)(2). For 1961 and
thereafter the entire amount of the pension plan reserves will be
taken into account under section 805(a)(2).

(e) Interest pard.—Subsection (e) of the new section 805 of your
committee’s bill, except for the addition of a new paragraph (4), is
the same as section 805(d) of the House bill.

This subsection defines the term “interest paid’’ for the purposes of
part I of subchapter L. Paragraphs (1) (relating to interest on indebt-
edness) and (2) (relating to amounts in the nature of interest) are,
in substance, the same as paragraphs (1) and (2) of section 805(d) of
the 1954 Code. Paragraph (3), for which there is no corresponding
provision in existing law, includes within the definition of “‘interest -
paid” all amounts accrued for the taxable year for discounts in the
nature of interest (whether or not guaranteed) on premiums or other
consideration paid in advance on insurance and annuity contracts.

Paragraph (4), which is added by your committee, also defines the
term ‘“‘interest paid’’ to include interest on certain special contingency
reserves established pursuant to section 8(d) of the Federal Em-
ployees’ Group Life Insurance Act of 1954,
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SECTION 806. CHANGE OF BASIS IN COMPUTING RESERVES

Section 806 of your committee’s bill differs from the comparable
provision of the House bill only by incorporating therein, as sub-
section (a), a provision substantially the same as section 805(b)(7) in
the House bill. Subsection (b) of this bill is the same as section 806
of the House bill.

(a) Adjustments to means for certain transfers of liabilities.—Subsec-
tion (a) of your committee’s new section 806 relates to situations where
there is a change in life insurance reserves (either increases or de-
creases) attributable to the transfer of liabilities under contracts taken
into account in computing such reserves. This occurs, for example,
when life insurance company I purchases all or a part of the business
of life insurance company X under an arrangement (sometimes re-
ferred to as “assumption reinsurance’’) whereby company I becomes
solely liable to the policyholders. Both I and X will have to make
the adjustments provided by subsection (a).

In situations to which subsection (a) applies, the means of the
reserves, and the mean of the assets (both of which would, but for
the new subsection (a) be computed with respect to amounts at the
beginning and end of the taxable year) are to be appropriately ad-
justed to reflect the amounts involved in such transfer. The adjust-
ments shall be made on a daily basis. The adjustments required by
the new subsection (a) are to be made under regulations prescribed
by the Secretary or his delegate.

To illustrate the application of this provision with respect to the
means of the reserves, assume that the taxpayer T had reserves of
$1 million at the beginning of the year and $1,040,000 at the end of
the year. On January 30, the R company assumed all of T’s risks
on a block of policies with reserves. The reserves for this block
were $60,000 at the beginning of the year and $62,000 on January 30.
The computation with respect to T may be made as follows:

Reserves at beginning of year_ .. ... __.__ 31, 000, 000
Less reserves (at beginning of year) on contracts trans-
ferred to R - e 60, 000
Recomputed amount at beginning of year_. . _ ... ________.__ $940, 000
Reserves at end of year_ _ .o oL 1, 040, 000
UM . e e e e m 1, 980, 000
Meean o e e __990, 000
Reserves (at beginning of year) on contracts transferred to
.................................................. $60, 000
Reserves (on Jan. 30) on such contraets .. ... 62, 000
Mean . .o e 61, 000
Taken into account, 30/365 - _ . - .. - 5,014
Mean of reserves - . oo e 995, 014

It should be noted that the new subsection (a) is to be applied
without regard to whether or not the transferor of the liabilities was
the original insurer.

The new subsection (a) does not apply to reinsurance ceded by
another person to the taxpayer, or by the taxpayer to another person.
For example, it does not apply when, in the ordinary course of business,
a reinsurance contract is entered into with another company (on a



52 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959

yearly renewable term basis, on a coinsurance basis, or otherwise)
whereby there is a sharing of risks under one or more individual
contracts.

(b) Change of basis in computing reserves.—Subsection (b) of your.
committee’s new section 806 provides that if the basis for determining
the amount of any item referred to in section 810(c) (life insurance re-
serves, etc.) as of the close of the taxable year differs from the basis
for such determination as of the beginning of the taxable year, then
for purposes of determining taxable investment income the amount
of the item as of the close of the taxable year shall be the amount com-
puted on the old basis, and the amount of the item as of the beginning
of the next taxable year shall be the amount computed on the new
basis.

For example, assume that the life insurance reserves at the begin-
ning of the year are 100, that during the year a portion of the reserves
is strengthened (by reason of a clmn(ro in mortality or interest assump-
tions, or otherwise), so that at the end of the year the reserves (com-
put.cd on the new basis) are 130 but computed on the old basis would
be 120. Assume further that at the close of the next taxable year
the reserves (computed on the new basis) are 142, Under the new
section 806, the mean of such reserves for the taxable year of the
reserve strengthening is 110 (the mean of 100 and 120). The mean
of such reserves for the next taxable year is 136 (the mean of 130
and 142).

Susrart C—Gawy axp lioss rroM OpPERATIONS
SECTION 809. IN GENERAL

Your committee bill eliminates section 809 of the House bill and
provides instead a new section 809 which is consistent with the concept
ad()pto(l by your committee for determining life insurance company
taxable ine ome.

(a) Frelusion of share of investment yield set aside for policyholders.—
Subparagraph (1) of subscction (a) provides that the share of cach
and cevery item of investment yield (including tax-exempt interest,
partially tax-exempt interest, and dividends I'welved) of any life
insurance company set aside for policyholders shall not be included
in gain or loss from operations. (See subsec. (b) below.) This
subparagraph provides that the “share of any item set aside for
policyholders” is equal to the product of (i) the amount of such item,
multiplied by (ii) the policyholders percentage of such item. This
percentage will be computed by the use of the following ratio:

required interest (as defined in section 809(a)(2))
investment yield (as defined in section 804(c))

Subparagraph (2) of subsection (a) defines the term “required
interest.” The “required interest” for any taxable year is the sum
obtained by multiplying (i) each rate of interest required, or assumed
by the taxpayer, in calculating the reserves described in section
610(0), by (ii) the means of the amount of such reserves computed at
such rate at the beginning and end of the taxable year.

(b) Gain and loss from operations.—Parag mph (1) of subscction
(b) defines the term “gain from operations’ (for purposes of pt. I
of subch. L of ch. 1 of the 1954 code) as meaning the excess of the
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receipt items over the sum of the deductions provided under sub-
seetion ((l) The receipt items are as follows: (A) The life insurance
company’s share of each and every item of investment yield (including
tax-exempt interest, partially tax-exempt interest, and dividends
received) less certain reduction items (these reduction items are com-
posed of-—(1) the sum of the items deseribed in sec. 809(b) (3) (relating
to tax-exempt interest, ete.), and (ii) the small business deduction
provided by see. 804 (a) (4)) and (B) the sum of (i) premiums (see sec.
809(c) (1)), (ii) decreases in certain reserves (see sce. 809(c)(2)), plus
(iii) other amounts (see sec. 809 (¢)(3)).

I’ma(rl aph (2) of subsection (b) defines the term “loss from opera-
tions” as meaning the excess of the sum of the deductions provided
under subsection (d) over the sum of the receipt items. The receipt
items under paragraph (2) are identical with the receipt items under
paragraph (1), (%oo above discussion.)

Paragraph (3) of subsection (b) further defines certain of the
reduction items referred to in section 809(b) (1) (A)(1). These reduc-
tion items are taken into account in arriving at one of the receipt
items (the life insurance company’s share of investment vield) taken
into account in determining gain or loss from operations under either
seetion 809(b) (1) or (2). The reduction items provided under this
paragraph are—

(1) The life insurance company’s share of interest which under
section 103 is excluded from gross income;

(2) The deduction for partially tax- L\(‘lllpl interest provided
by section 242 (as modified by secc. 804(a)(3)) cer nputed with
respect to the life insurance company’s share ol such interest; and

(3) The deduetions for dividends received provided by scctions
243, 244, and 245 (as modified by sec. 8()‘)(!)) (5)) computed with
respeet {o the life insurance company’s share of the dividends:
received,

Izu:wmph 4) ]novules that the “life insurance company’s share
of any item” is equal to the product of (i) the mnolmt of such item,
multiplied by (ii) the life msmun(c company’s percentage of such
item. The life insurance company’s pereentage of any item is deter-
mined by subtracting the policyholders pereentage (determined under
sec. 809(a)) from 100 percent.  Tor example, if the policyholders
percentage, as determined undor section 809(a), is 72.38 percent, then
the life insurance company’s percentage is 27.62 percent (100 minus
72.38 percent), In the above case, if the nmount of a particular
item was $200, then the “life insurance company’s share of such
it(\m would Dbe $45.24 ($200 multiplied by 27.62 perceni) and the

“share of any item set aside for policyholders” would be $144.76
($200 multiplied by 72.38 percent).

Paragraph (5) provides the method for applying section 246(b)
(relating to limitation on aggregate amount of deductions for dividends
received) for purposes of section 809(b). Under this method, the
limit on the aggregate amount of the deductions allowed by sections
243(n), 244, and 245 shall be 85 percent of the gain from operations
computed withous taking into account the following: (i) the deduc-
tions provided by section 809(d) (3), (5), and (6); (1) the operations
loss deduction provided by section 812; and (111) the deductions al-
lowed by sections 243(a), 244, and 245. It is further provided that
in the event of a loss from operatlons that such limitation will not
apply for such taxable year.
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Paragraph (6) provides that if it is established in any case that the
application of the definition of gain from operations contained in
paragraph (1) results in the imposition of tax on the following items,
adjustment shall be made to the extent necessary to prevent such
imposition. The items are (1) any interest which under section 103 of
the code is excluded from gross mcome, (2) any amount of interest
which under section 242 (as modified by sec. 804 (a)(3)) is allowable as a
deduction, and (3) any amount of dividends received which under
sections 243, 244, and 245 (as modified by sec. 809(b)(5)) 1s allowable
as a deduction.

(¢) Gross amount.—Subsection (¢) specifies three categories of
receipt items which are taken into account in determining whether
there is a gain or loss from operations under section 809. Under
paragraph (1) the gross amount of all premiums and other considera-
tion on insurance and annuity contracts (including supplementary
contracts) is taken into account; less return premiums, and premiuimns
and other consideration arising out of reinsurance ceded. The
premiums and other consideration taken into account include advance
premiums, deposits, fees, assessments, and consideration in respect of
assuming liabilities under contracts not issued by the taxpayer. In
excluding return premiums, amounts returned (by whatever name
called) where the amount is not fixed in the contract but depends on
the experience of the company or the discretion of the management
are not to be treated as return premiums, except in the case of return
premiums or other consideration returned to another life insurance
company under an indemnity reinsurance contract. Furthermore,
amounts rebated or rendered due to policy cancellations or to erron-
cously computed premiums are to be treated as return premiums.

Under paragraph (2), each net decrease that is required by section
810 or 811(b)(2) to be taken into account must be taken into account
as a receipt item,

Paragraph (3) provides that all items, not included in computing
investment yield and not otherwise taken into account under para-
graphs (1) and (2), must be taken into account as receipt items to the
extent that such items are includible in gross income under subtitle A
of the 1954 code.

Subsection (¢) further provides that, except for any excess of net
short-term capital gain over net long-term capital loss included in
investment yield, gains from (or considered as from) sales or exchanges
of capital assets are not taken into account under subpart C. Sce
discussion of scction 802 for the treatment, in general, of capital gains
under your committee bill.

(d) Deductions.—Subsecction (d) provides the following nine cate-
gories of deductions which are to be taken into account in determining
gain or loss from operations under section 809:

(1) All claams and benefits accrued, and. losses incurred
(whether or not ascertained), during the year on insurance,
annuity, and supplementary contracts.

(2) Net increases in the reserves which are required by section
810 to be taken into account.

(3) Policyholder dividends as described in section 811.

(4) The operations loss deduction described in section 812,

(5) Ten percent of the increase for the taxable year in certain
life insurance reserves for nonparticipating contracts (excluding

_group contracts) or 3 percent of the premiums for the taxable year
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attributable to nonparticipating contracts (excluding group
contracts) issued or renewed for periods of 5 years or more,
whichever is greater.

(6) Two percent of the net premiums for the taxable year at-
tributable to group life insurance and group accident and health
contracts, This deduction for the taxable year and all preceding
taxable years may not exceed 50 percent of the net premiums
attributable to such contracts for the taxable year.

(7) Consideration (other than consideration arising out of rein-
surance ceded) attributable to the assumption by another insurer
of the policy contract liahilities of the taxpayer.

(8) Investment expenses to the extent not allowed as a deduc-
tion under section 804 (c)(1) in computing investinent yield.

(9) Except as modified by subsection (e), all other deductions
allowed under subtitle A of the code in computing taxable income
to the extent not allowed as deductions in computing investment
yield.

Under paragraph (1) the phrase “all claims and benefits accrued”
includes, for example, matured endowments and amounts allowed on
surrender. The term “losses incurred (whether or not ascertained)”’
refers to a rcasonable estimate of the amount of the losses incurred
but not reported as well as losses reported but where the amount
thereof cannot be ascertained by the end of the taxable year. The
reserves referred to in paragraph (5) above include only life insur-
ance reserves, but do not include those reserves which, consistent
with the method used in reporting on the Annual Statements pre-
seribed by the various State regulatory authorities, are shown as
annuity reserves. The premiums referred to in paragraph (5) above
include only premiums attributable to nonparticipating contracts .
(other than group contracts) which are issued for periods of 5 years
or more or are renewed for periods of § years or more, but do not
include that portion of the premiums which is allocable to annuity
foatures. The determination of whether a contract meets the 5-year
requirement will be made as of the date it was issued, or as of the
date it was renewed, whichever is applicable. Thus, a 20-year non-
participating endowment policy will qualify under section 809(d)(5),
even though the individual insured subsequently dies at the end of
the second year, since the policy was issued for a period of 5 years
or more. However, a 1-year renewable term contract will not qualify,
in that, as of the date it was issued (or of any renewal date) it was
not issued (or renewed) for a period of 5 years or more. In like
manner, a policy originally issued for a 3-year period and subsequently
renewed for an additional 3-year period will not qualify. However,
i/ this policy were renewed for a period of 5 years or more, the policy
would qualify under section 809(d)(5) from the date it was renewed.
The consideration referred to in paragraph (7) arises, for example,
where taxpayer T (in the example given in the discussion of sec. 806(n))
makes a payment or transfers property to company R in connection
with company R’s assumption of taxpayer T’s policy contract
liabilities.

(e) Modifications.—Under subsecction (¢), deductions allowable
under subsection (d)(9) are subject to the following modifications:

(1) No deduction is allowed under section 163 for interest in
respect of the items described in section 810(c).
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(2) No deduction is allowed for an addition to reserves for bad
debts under section 166(c) but a deduction for specific bad debts
is permitted to the extent that the other provisions of that section
are applicable.

(3) The charitable contribution deduction limitation of 5 per-
cent of the gain from operations is modified to conform the limi-
tations of section 170(b) to the provisions of the new subpart C.

(4) No deduction is allowed under section 171 for the amorti-
zation of bond premiums since a deduction for such premiums
is specifically taken into account under section 818(b).

(5) The net operating loss deduetion provided by section 172
is not allowed since in lieu thereof a new “operations loss deduc-
tion” is allowed under section 812,

(6) No deduction is allowed under section 242 for partially
tax-exempt interest in view of the reduction allowed under section
809(b) for such interest.

(7) No deduction is allowed under scctions 243, 244, and 245
for dividends received in view of the reduction allowed under
scction 809(b).

(1) Lamitatron on certain deductions.-—Paragraph (1) of subsection
(1) limits the deductions allowed under seetion 809(d) for dividends
to policyholders (par. (3)), for an increase in reserves for certain non-
participating contracts (par. (5)), and for net premiums on group life,
accident, and health insurance (par. (6)), to the amount (if mn)
by which the gain from operations (computed without regard to such
deductions) exceeds the taxpayer’s taxable investment income for
such year plus $250,000.

Paragraph (2) establishes a priority c;ystun for applying paragraph
(1). Ior example, assume that the gain from operation for Lil(‘, taxable
year (computed without regard to these deductions) is $100 million,
that the taxable investment income is $95 million, that the deduction
under section 809(d) (6) for net premiums on group life, accident, and
health insurance (without the limitation) is $4 million, that the deduc-
tion (without the limitation) for the increase in reserves for certain
nonparticipating contracts under section 809(d)(5) is $6 million, and
the dividends to policyholders under section 809(d)(3) is $10 million.
Under the priority system established by paragraph (2), the entire
amount of the deduction provided by section 809(d)(6), namely $4
million, is allowable. Only $1,250,000 of the deduction allowable
under secetion 809(d)(5) may be taken into account, and none of the
dividends to policyholders may be taken into account.

SECTION 810, RULES FOR CERTAIN RESERVES

() hljus/mcnt for decrease.—Your commitice bill eliminates sub-
section (a) ol section 810 of the House bill and provides instead a new
subscection (n) which conforms to the new approach adopted by your
committee in this bill.  Under new subsection (a), if the sum of the
items deseribed in section 810(c) as of the be(rmmn(r of the taxable
vear is greater than the sum of such items at the end of the taxable
vear (less the amount of required interest for such taxable year as
(lolm mined under see. 809(a)(2)), the amount of such excess shall be
taken into account as a receipt item in determining gain or loss from
operations.
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(b) Adjustment for increase.—Your committee bill eliminates sub-
section (b) of section 810 of the House bill and provides instead a
new subsection (b) which conforms to the new approach adopted by
vour committee in this bill.  Under new subsection (b), if the sum of
the items described in section 810(c) at the end of the taxable vear
(Iess the amount of required interest for such taxable vear as deter-
mined under sec. 809(a)(2)) is greater than the sum of such items at
the beginning of the taxable year, the amount of such excess shall be
deducted in determining gain or loss from operations.

(¢) Items taken into account.—Subsection (¢) of section 810, which
is identical with the House bill, sets forth the items to be taken into
account. In addition to life insurance reserves, these items are un-
carned premiums and unpaid losses not included in life insurance re-
serves; amounts necessary to satisfy obligations under insurance or
annuity contracts (including supplementary contracts) where these
obligations do not involve life, health, or accident contingencics; cer-
tain dividend accumulations, and other amounts, held at interest in
connection with insurance or annuity contracts (including supplemen-
tary contracts); and premiums received in advance, and liabilities for
premium deposit funds.  In applying section 810(c), the same item is
to be counted only once. For purposes of this provision, deficiency
reserves are not to be taken into account.

(d) Adjustment for change in computing reserves.—Subsection (d) of
section 810, which is identical with the House bill, deals with the
cffect on deductions for increases in reserves (or amounts included in
income for decreases in reserves) where there have been changes in
the method of computing the reserves. Paragraph (1) refers to what
is generally described as reserve strengthening.  This paragraph pro-
vides in the case of reserve strengthening that the additional deduc-
tion which would otherwise be allowable because of additions to re-
serves occurring in this strengthening process is to be taken into
account ratably over a 10-ycar period rather than in a single year.
The paragraph also provides the reverse treatment in the case of re-
serve weakening. This subscction in effect deems the reserve
strengthening or weakening to occur at the end of the taxable year so
that the 10-year period commences with the succeeding taxable year.

Under paragraph (2) of section 810(d), if for any year a company
which previously was a life insurance company no longer qualifies as a
life insurance company, any adjustments remaining to be made for
reserve strengthening or weakening will be taken into account for
the preceding taxable year. This provision is subject to the provisions
of section 381(c)(22), which relates to carryovers in certain corporate
readjustments (for discussion of this provision, see item 10 of the
special provisions discussed under the general explanation of the bill),

Paragraph (3) of section 810(d) provides that if a taxpayer elects
to increase his reserves by changing from a preliminary term method
of computation to a net level premium method in accordance with
section 818(e), such an election shall not be considered a change in
the basis of determining an item described in section 810(c). This
paragraph also provides that if such an election applies to any taxable
year, the effect thercof on the taxpayer’s reserves shall be disregarded
for the purpose of this subsection.

The last sentence of section 810(d)(3) refers to a change in basis of
computing reserves which involves, with or without other changes,
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a shift from a preliminary term method to the net level premiun
method, where the taxpayer had previously made an election under
section 818(c) to obtain vhe effects of the net level premium method
for tax purposes. The sentence states that the amount that may be
deductible over 10 years is only so much of the reserve strengthening
as is not attributagle to the shift from a preliminary term metho
to the net level premium method. To illustrate this rule, assume that
company A restates the reserves on a block of policies from a 3-percent
a.sssumedY rate and the Commissioner’s reserve valuation method (one
of the preliminary term reserve methods) to a 2-percent assumed rate
and the net level premium method. The significant figures are
shown below:

Jan, 1, 1960 | Deo, 31, 1960

Book reserves at 3 percent assumed rate, Commissioner's reserve valuation

MELHOA. .. o oo ettt ciseemeecccemccsnecaeecmaccaaccammc e $200 $210
Reserves at 3 percent assumed rate, after restatement under sec. 818(0). ... .. 220 231
Strengthened reserves 2 percent assumed rate and net level premium method..|.cccoceneeao. 255

The company’s deduction for the year 1960 with respect to these
reserves would be the difference between $220 and $231 or $11 because
of the election previously made. The amount to be spread as a deduc-
tion over the following 10 years would be the difference between $255
and $231 or $24. ‘

(e) Certain decreases in reserves of voluntary employees beneficiary
associations.—Subsection (e) of section 810, for which there is no cor-
responding provision in the House bill, provides an exception to section
810(a) (relating to adjustment for decrease in reserves) in the case of
a Jife insurance company which is an organization which meets all the
requirements of section 501(c)(9) of the 1954 Code (relating to vol-
untary employees beneficiary associations) except the requirement of
section 501(c)(9)(B) (which requires that 85 percent of the associa-
tion’s income consists of amounts collected ifrom its members and
their employer). Such a life insurance company shall take into
account under section 810(a) only 11% percent of any decrease. in
life insurance reserves attributable to the voluntary lapse on or after
January 1, 1958, of any policy issued prior to that date.. This treat-
ment is available only where the life insurance company has made a ;
proper election for the taxable year involved. This election shall ba
made not later than the time prescribed by law, including any exten-
sions, for filing the return for the taxable year in which the taxpayer
desires the treatment provided by this subsection. This election
shall be made in such manner as the Secretary or his delegate pre-
scribes by regulation. This election is effective not only for the
taxable year for which made but also for all subssquent taxable years,
unlees consent to revoke the election is obtained from the Secretar
or his delegate. If this election is made, the following provisions will
not apply to such company making the election: (1) The special
limitation on phase 2 tax for the year 1958, as provided for in the last
sentence of section 802(b) and (2) the loss from operations for any
taxable year beginning after December 31, 1954, and before January
1, 1958, shall not be allowed as an operations loss carryover, as provided
for in section 812(b)(1). ,

1 [
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SECTION 811, DIVIDENDSETO POLICYHOLDERS

(a) Dividends to policyholders defined.—With the exception of a con-
forming cross reference change, subsection (a) of section 811 is identi-
cal with the House bill. This subsection defines dividends to policy-
holders to mean dividends and similar distributions made to policy-
holders in their capacity as such. In general, amounts returned
where the amount is not fixed in the contract but depends on the ex-
gerience of the company or the discretion of the management are to

e treated as dividends to policyholders. However, the term does
not include interest paid as defined in section 805(e). Thus, the
term does not include, for exainple, so-called excess interest payments
made with respect to supplementary contracts not involving life, acci-
dent, or health contingencies merely because such interest payments
exceed the amounts of interest guaranteed under such contracts.

(b) Amount of deduction.~—Paragraph (1) of subsection (b) is the
same as in the House bill except for one change discussed herein.
This paragraph provides that except as limited by section 809(f) (re-
lating to the limitation on certain deductions) the deduction for divi-
dends to policyholders shall be an amount equal to the dividends paid
to policyholders during the taxable year plus (or minus) any increase
(or decrease) in the reserves for policyholder dividends payable dur-
ing the immediately succeeding taxable year. For this purpose, re-
serves for policybolder dividends at the end of any taxagle year
shall include all amounts set aside before the 16th day of the 3d
month of the year following such taxable year for payment of policy-
holder dividends during the year following such taxable year. The
amendment made by your committee provides that in the case of a
mutual savings. banK subject to the tax imposed by section 594 re-
serves for policyholder dividends at the end of any taxable year shall
include all amounts set aside before the 16th day of the 4th month
(rather than the 3d month) following such taxable year for pay-
ment of policy dividends during the year following such taxable year.

Paragraph (2) of section 811(b), except for technical changes,
corresponds to the House bill. This paragraph provides that if the
amount of the decrease for the taxable year in the reserves for policy-
holder dividends exceeds the amount of dividends paid to policyholders
during such year, the amount of the excess shall be taken into account
as a receipt item under section 809(c)(2).

Paragraph 3 of subsection 811(b), for which there is no correspond-
ing provision in the House bill, provides that for purposes of section
811( ?(1) the amounts held at the end of 1957 as reserves for dividends
to policyholders payable during 1958 shall be the amounts actually
paid as dividends to policyholders during 1958. For example, assume
that the X cornpany and the Y company each held as of December
31, 1957, and as shown on their books, a total amount of $10,000 as
reserves for dividends to policyholders which were to be paid during
1958. Assume further that the actual amounts paid as dividends to
policyholders during the year 1958 were $8,000 by the X company
and $13,000 by the Y company. For purposes of section 811(b)(1),
the reserves for dividends to policyholcfers as of December 31, 1957,
shall be $8,000 for the X company and $13,000 for the Y company
(the amounts actually paid as dividends in 1958).

40690—59——&'
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SECTION 812, OPERATIONS 1088 DEDUCTION

The operations loss deduction provided by this section is, in sub-
stance, the same as the net operating loss deduction provided by
section 172 but with modifications to conform the new section 812 to
the provisions of the new part I of subchapter 1.

(a) Deduction allowed.—Subsection (a) of section 812, which is
identical with the House bill, provides for an “operations loss deduc-
tion.”” The deduction for any taxable ycar consists of the sum of the
carryovers of operations losses from prior years and carrybacks of
operations losses from subsequent years.

(b) Operations loss carrybacks and carryovers.—Your committee bill
climinates the House provision corresponding to paragraph (1) of
subsection (b) and provides instead that a loss from operations for
any taxable year ending after December 31, 1954 (rather than 1957
as provided i the House bill), like the net operating loss of a cor-
poration which is not an insurance company, may be carried back
to each of the 3 taxable years preceding the loss year and may be car-
ried forward to each of the 5 taxable years succeeding the loss year.
However, a loss from operations for any taxable year beginning before
January 1, 1958, shall not be carried back to any taxable year begin-
ning before January 1, 1955. Furthermore, a loss from operations
for any taxable year beginning after December 31, 1957, cannot be
carried back to any year commencing prior to January 1, 1958,
Your committee biliyfurther provides that, subject to section 812(e)
(rules relating to new companies), if the life insurance company is a
new company for the loss year the loss from operations may be carried
forward to each of the 10 taxable years succeeding the:loss year.

The loss from operations for all taxable years beginning after
December 31, 1954, and before January 1, 1958, shall be determined
as if this part, as in effect for 1958, applied to those taxable years.

The provisions of this new paragraph may be illustrated by the
following examples: Company A, organized in 1940, has a loss from
operations of $1,000 in 1958; this loss may not be carried back, but
may be carried forward to each of the 5 taxable years following 1958
Company B, organized in 1940, has a loss from operations of $1,200
in 1¢59; this loss must be carried back to the taxable year 1958 ‘and
then carried forward to each of the 5 taxable years following 1969,
Company C, organized in 1940, had a loss from operations of $1,300
for 'tﬁe taxable year 1956 (computed as if this part as in effect for
1958 applied to such year); this loss must first-be carried back to the
taxable year 1955 (computed as if this gart as in effect for 1958 applied
to such year) and then carried forward to each of the § taxable years
following 1956. Company D, organized in 1958 and meeting the pto-
visions of section 812(e), had a loss from operations of $1,400 for the

. taxable year 1958; this loss may be carried forward to each of the 10
taxable years following 1968. Company E, organized in 1954 and
meeting the provisions of section 812(e), had a loss from operations
of $1,500 for the taxable year 1956 ; this loss must first be carried back
to the taxable year 1956 and then carried forward to each of the 10
taxable yearsfollowingb;%(‘i.‘ B U LR s

. Paragragh (2) of subsection (b), which is identical with the House
bill, provides that the full amount of the loss from ‘operations must

first be carried back to the earliest year permissible under paragraph
(1). The portion of the loss carried to any of the other taxable years
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is the excess of the amount of the loss over the sum of the offsets (as
defined in sec. 812(d)) for all prior taxable years to which the loss
may be carried. P .

(c) Computation of loss from operations.—Subsection (c) of section
812, except for a clerical change, is identical with the House bill. It
provides that in computing the loss from operations for any taxable
year, the sum of the operations loss carryovers and carrybacks to
such year shall be diszegarded and the dividends received deductions
permitted under sections 243, 244, and 245 shall be computed without
regard to the limitation on such deductions provided in section 246(b)
as modified by section 809(b)(5).. - ‘ P :

(d) Offset defined.—Section 812(b)(2) provides that the portion of
the loss from operations which may be carried to each of the taxable
years referred to in section 812(b)(1) (other than the first taxable
year) is the excess thereof over the sum of the offsets for each of the
prior taxable years to which the loss may be carried. . - .

. Subsection (d), which corresponds to the House bill, defines the
term ‘‘offset”’ for purposes of section 812(b)(2). For any of the prior
taxable years referred to in the preceding paragraph, the offset is
only that portion of the increase in the operations loss deduction
which was necessary to reduce the life insurance company taxable
income to zero. For purposes of the preceding sentence, life insur-
ance company. taxable income is to be computed without regard to
amounts subtracted from the policyholders surplus account for the
taxable year, but there will be taken into account the adjustments
in certain deductions (such as the deduction for dividends to policy-
holders) which flow from an iné¢rease in the operations loss deduction.

(e) Rules relating to new companies.—Subsection (e), for which there
is no corresponding provision in the House bill, provides certain rules
and definitions relating to new life insurance companies. "

Paragraph (1) provides the general rule that a life insurance com-
pany is a ‘“new company’’ for any taxable year only if such taxable
year begins not more than 5 years after the first day in which it (or,
if section 381(c)(22) applies; any predecessor) was authorized to do
business as an insurance company. T

Subparagraph (A) of paragraph (2) provides that for purposes of

section 812(b)(1)(A)(iii) (relating to a 10-year carryover of losses for
new companies) a life. insurance company shall not be considered a
new company for any loss year if at any time during such loss year it
was a nonqualified corporation. 'This'paragraph further provides that
if, at any time during any taxable year after the loss year, the life
insurance company is a nonqualified: corporation, sectiori 812(b)(1)
(A)(1ii) (the 10-year carryover, as distinguished from the ordinary
5-year carryover) shall cease to apply to (1) such loss for the taxable
year of the nonqualification, and (2) all subsequent taxable years.
" Subparagtaph (B) of paragraph (2) defines the term ‘“nonqualified
corporation’ to mean any corporation connected through stock owner-
ship with any other corporation where either of such corporations
possesses at least 50 percent of the voting power of all clasiés of stock
of the other corporation. A corporation, for pu;x;?oses of subpara-
graph (A), shall be treated &s becoming a nonqualified corporation at
any time'at which it becomes a party to a reorganization other than
a reorganization described only in'section 368(a)(1) (E) or (F).
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(f) Application of subtitle A and subtitle F.—This subsection, which
corresponds to subsection (e) of section 812 of the House bill, provides
that except as modified by section 809(e) (relating to modifications
of deduction items otherwise allowable under subtitle A of the 1954
Code) subtitle A and subtitle F shall apply to operations loss carry-
backs and carryovers, and to the operations loss deduction, in the
same manner and to the same extent that they apply to the net
operating loss carrybacks and carryovers, and to the net operating
loss deduction, of corporations generally. : g

The operation of the new section 812 may be illustrated by the
following example. Assume that company I 1s organized on January
1, 1959, and for 1959 and 1960 has the following results:

1959 1960
Taxable Investment Income. ... oo ieieicaieaaanan $9, 000, 000 $9, 000, 000
Cain from operations. .. ... ieiiiiicmcaeinenecr e 10, 000, 000 8, 600, 000
‘'ax base (sec. 802(b) (1) and (2)) - - - i cccceeacaaanen 8, 500, 000 8, 500, 000

Assumo further that for the years 1961 and 1962 company I has a
loss from operations of $9,800,000 and $10,200,000, respectively.
Under section 812 the results are as follows:

1959 1960 1961 1962

‘Taxable fnvestmont income..__...__...... ... $9, 000, 000 $0,000,000 J-eeoeamcmnoee]omcecaeaas
1961 carryhack . . .o iiiceiaicnaaan (9, 800, 000; (1] PN
1962 carryback. . ... ... ..o.._.... (10, 200, 000 (9,600,000) |- cceoocooeie e
@Gain from operations (before operations loss :

deduction). ... . ... 10, 000, 000 8,500,000 {-eoceoemim e
Operations loss deduction (for other than offset

PUIPOSES) - - oo i ecmcrccacceacanaanan (20,000,000)| (10,000,000)}. - - - cccccecomc]occacaaaa
Loss from operations. ... ... .o el ($9, 800, 000)| ($10, 200, 000)

The entire amount of the loss from operations for 1861 and 1962 is
an operations loss carryback to 1959. The operations loss deduction
for 1959 before the carrybacks is zero. *~ $10,000,000 of the deduction
reduces the gain from operations and the tax base for 1959 to zero.
Under section 812(d)(2), in computing the amount of the 1962 loss
which is a carryback to 1960, the operations loss deduction for 1959
is $9,800,000. Thus, the offset is $200,000 (namely, the amount
required to inc.ecase $9,800,000 to $10,000,000), leaving $10,000,000
as the carryback to 1960. Under this exampie, $8,500,000 of the
$10,000,000 operations loss deduction for 1960 1s an offset against the
1962 carryback, leaving $1,500,000 as an operations loss carryover
from 1962 to 1963. ;

If, in addition to the deductions reflected in the above example,
company I would have (without regard to sec. 809(f)) a deduction for
1959 of $2,600,000 for dividends to policyholders, the gain from oper-
ations and tax base would be $8,750,000 before the application of
section 812 (81,250,000 being the allowable deduction for dividends
to policyholders under sec. 809(f)). However, upon application of
section 812, the results for 1959 and 1960 are Lﬁe same as in the
example above since (after the application of the operations loss
deduction) the gain from operations is less than the taxable invest-
ment income,
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SusPART D—DIBTRIBUTIONS TO SHAREHCOLDEKS
SECTION 815. DISTRIBUTIONS TO SHAREHOLDERS

Subpart D is concerned with the tax which is imposed on an insur-
ance company by reason of section 802(b)(3) (which includes in life
insurance company taxable income amounts subtracted from the
policyholders suerxs accounts).

(a) (eneral rule.—Subsection (a) of section 815 is basically the same
as the corresponding provision of the House bill and provides an order
of priority for distributions made by a stock life insurance corporation
to a shareholder with respect to its stock. In view of certain effective
date changes made by your committee in sections 815(b) and 815(¢),
your committee bill has made a conforming amendment to subsection
(a) which provides that the priority system is only applicable to dis-
tributions to shareholders after December 31, 1958.

The pricrity system for distributions to shareholders shall be as
follows: Distributions shall be treated as first being made out of the
shareholders surplus account, (See (b) below.) Once this account
has been exhausted (that is, reduced to zero), distributions are then
to be considered as being made out of the policyholders surplus
account- (see (¢) below), until this account is exhausted. Finally,
distributions in excess of the amounts in the shareholders surplus
account and the policyholders surplus account are to be treated as
being made out of other accounts (for example, earnings and profits
accumulated prior to January 1, 1958, paid-in-surplus, capital, etc.).

The term ‘distribution,” as used in this subsection and subsec-
tion (d), means any distribution to any or all of a corporation’s
shareholders with respect to its stock, including any distribution in
redemption of the corporation’s stock, whether or not in partial or
complete liquidation of the corporation. For example, there is a dis-
tribution within the meaning o? section 815(a) in any case in which a
corporation acquires the stock of a shareholder in exchange for prop-
erty in a redemption treated as a distribution in exchange for stock
under section 302(a) or treated as a distribution of property under
section 302(d). Under section 815(a), the term “distribution’” does
not include any distribution made by & corporation of the distributing
corporation’s stock, or of rights to acquire its stock, whether or not
such distribution would be treated as a distribution of roperty under
section 305(b). (For a discussion of the application o? this provision
with respect to certain liquidations.of subsidiaries and reorganizations,
see part F of the general explanation of the bill.) .

A further amendment to subsection (a) made by your committee
bill provides an exception to the definition of the term ‘‘distribution.”
This amendment provides that the term ‘‘distribution’” does not in-
clude any distribution in redemption of stock issued prior to January
1, 1958, where such stock was at all times on and after the date of its
issuance and on or before the date of its redemption limited as to the
amount of dividends payable and was callable, at the option of the
issuer, at a price not 1n excess of 105 percent of the sum of its issue
price plus the amount of contribution to surplus (if any) made by
the original purchaser at the time of his purchase. .

(b) Shareholders surplus account._Parairaﬁh (1) of subsection (b),
which corresponds to section 815(b)(1) of the House bill, provides that
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every stock life insurance company (both domestic and foreign) shall
establish and maintain a sharcholders surplus account. Your com-
mittee has amended this subsection to provide that this account shall
be established as of January 1, 1958 (rather than January 1, 1959, as
provided in the House bill). The beginning or opening balance of
this account on January 1, 1958, shall be zero.

Paragraph (2) of this subsection, excopt for a change in the effective
date (sce above) and certain cross-reference changes of a technical
nature, is identical with section 815(b)(2) of the House bill. This
paragraph provides for an addition to be made to the shareholders
surplus account for any taxable year beginning after December 31,
1957. 'To determine the amount of this addition there must be ascer-
tained the sum of the following:

(1) The amount of the life insurance taxable income (computed
without regard to sec. 802(b)(3)); ’

(2) Tor taxable years beginning after December 31, 1958, the
amount (if any) by which the net long-term capital gain exceeds
the net short-term capital loss (in other wotds, the amount subject
to the 25-percent tax imposed by sec. 802(a)(2)); ‘

(3) The amount of the deductions for—

(a) Partially tax-exempt interest provided by section 242
(as modified by see. 804(a)(3)), and
(b) Dividends received (ass modified by sec. 809(b)(5));

(4) The amount of interest excluded from gross income under
section 103; and

(5) The amount of the small business deduction provided by
section 804(a)(4). -

This paragraph further provides that the addition to the share-
holders surplus account shall be the amount by which the sum of the
items reforred to ahove exceeds the taxes imposed for the taxable year
by section 802(a), determined without regard to section 802(b)(3).

Furthermore, there will be added to the sharcholders surplus
account at the beginning of the taxable year those amounts required
to be so treated by reason of paragraphs (1) and (4) of section 815(d)
(relating to clection to trans{er amounts from policyholders surplus
account to shareholders surplus account, and to the limitation on the
amount in the policyholders surplus account). '

Paragraph (3) of this subsection provides, as did section 815(b)(3)
of the House bill, the general rule that there shall be subtracted from
the shareholders surpTus account for any taxable year the amount
which is treated under section 815 as distributed out of such account.
In addition, your committee has amended this paragraph to provide
a special rule for subtractions from thé sharehollc)iers surplus account
for distributions during 1958, in view of the change made in the
effective dato of section 815(b). “This special rule provides that there
shall be subtracted from the shareholders surplus account for any
taxable year beginning in 1958 the amount of the distributions to
shareholders made by ‘the company during the year 1958. This
special rulo may be illustrated by the following example: Assume
company P had additions to its shareholders surplus account (as
determined under sec. 815(b)(2)) for the taxable year 1958 of $10,000,
and actually distributed as dividends to its shareholders $8,000 during
the year 1958. The balance in company P’s shareholders surplus
account as of January 1, 1959, will be $2,000. If company P had
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distributed $12,000 as dividends in 1958, the balance in its share-
holders surplus account as of January 1, 1959, will be zero, and the
otheroaccounts referred to in section 815(a)(2) will be reduced by
$2,000. ~

(¢) Policyholders surplus account.—Paragraph (1) of subsection (c),
which is identical with the House bill, provides that every stock life
insurance company (both domestic and foreign) shall establish and main-
tain a policyholders surplus account. This account shall be estab-
lished as of January 1, 1959, and its beginning or opening balance on
that date shall be zero. . S ,

Paragraph (2) of subsection (¢), which corresponds to the House
bill, provides.for an addition to be made to the policyholders surplus
account for any taxable year beginning after December 31, 1958.
The House bill provided only for the addition of an amount equal to
50 percent of the amount by which the gain from operations exceeds
the taxable investment income. Your committee has retained this
provision of the House bill and, morcover, has amended this paragraph
to provide for the addition of two other amounts to the policyholders
surplus account. These amounts are as follows:

(1) The deduction for certain nonparticipating contracts pro-
vided by section 809(d)(5), as limited by section 809(f); and

(2) The deduction for group life and group accident and health
insurance contracts provide(F by section 809(d)(6), as limited
by section 809(f). . :

Paragraph (3) of this subsection, except for a technical change neces-
sitated by the special rule provided in section 802(a)(3), is identical
with the corresponding provision of the House bill. This paragraph
provides that there shall be subtracted {from the policyholders surplus
account for any taxable year an amount equal to the sum of—

(1) The amount which (without regard to (2) below) is treated
under section 815 as distributed out of the policyholders surplus
account, plus v ‘

(2) The amount (determined without regard to sec. 802(a)(3))
by which the tax imposed for the taxable year by section 802(a)

. (1) is increased by reason of section 802(b)(3).

Furthermore, there will be subtracted from the policyholders surplus
account for the taxable year those amounts subtracted, or treated as
subtracted, under paragraphs (1) and (4) of section 815(d). The
subtractions referred to in the preceding sentence shell be treated as
made after all other subtractions from the policyholders surplus
account for the taxable ycar. . ‘ ‘

The amount subtracted from a policyholder surplus account’ (whicli
is _significant .for purpoges of sec. 802(b)(3) .and sec. 819(c)) will
exceed the actual distribution to shareholders by the amount of cor-
porate tax which this distribution will entail. If the corporation is
subject to a 52 percent tax on additions to life insyrance company
taxable income, the amount subtracted from the policyholders surplus
account can be determined by multiplying the amount tre&_te(f as
distributed out of the policyholders surplus account by a ratio, the
numerator of which is 100 percent and the denominator of which is
100 percent mirnus the sum of the normal tax rate and the surtax rate
(presently 100, pércent minus 52 percent).’ If the life insyrance com-

any tdxable income computed without regard to section 802(b)(3).

18 less than $25,000, the foregoing formula will overstate the necessary



66 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959

adjustment. The amount obtained under the formula should be re-
duced by an amount equal to the corporate surtax rate for the year
multiplied by the excess of the lesser of—
(i) $25,000, or
(i1) an amount equal to the amount treated as distributed out
of the policyholders surplus account multiplied by a ratio
the numerator of which 1s 100 percent and the denominator of
which is 100 percent minus the normal tax rate for the year
over the life insurance company taxable income computed without
regard to this section. This paragraph may be illustrated by the
following example: Assume company S for the taxable year 1961 is
treated as having distributed to shareholders $9,600 out of the policy-
holders surplus account (as determined under sec. 815(a) and without
regard to sec. 815(¢c)(3)(B)), and that the S company is subject to a
52 percent tax on additions to life insurance company taxable income.
The total amount to be subtracted from the policyholders surplus
account is $20,000, determined as follows:

100 100

$9,600Xm=$9,600 ><-Z§*=$20,000

Of this total amount, $9,600 is due to the application of section
815(c)(3)(A) and $10,400 to the application of section 815(c)(3)(B).

(d) Special rules.—Subsection (d) of section 815 provides certain
special rules for the shareholders surplus and the policyholders surplus
account.

Paragraph (1) of this subsection, with the exception of a clarifying
change, is identical with section 815(d)(1) of the House bill. Sub-
paragraph (A) of paragraph (1) of this subsection permits a life in-
surance company to make an election, for any taxable year for which
it is a lifo insurance company, to subtract from its policyholders sur-
plus account any amount (either the total amount in such account,
or any portion thereof) in such account as of the close of such taxable
year. The amount so subtracted, less the amount of tax imposed with
respect to such amount (by reason of sec. 802(b)(3)), shall be added
to the shareholders surplus account, This addition to the share-
holders surplus account shall be deemed made as of the beginning of
the taxable year following the taxable year for which the taxpayer has
made the election provided for herein,

If, in the above example, life insurance company S had elected,
under section 8§15(d)(1), for the taxable year 1961 to subtract from
its policyholders surplus account, (as of the close of the year 1961)
the amount of $20,000, the tax on such amount would be $10,400
($20,000X 52 percent) and the amount added to the shareholders
surplus account as of January 1, 1962, would be $9,600 ($20,000, the
amount elected to be subtracted from the policyholders surplus ac-
count, minus $10,400, the amount of tax imposed with respect to such
amouut by reason of sec. 802(b)(3)).

Under subparagraph (B) of paragraph (1), this election must be
made after the close of the taxable year for which it is to apply and
not later than the time prescribed by law for filing the return (includ-
ing extensions thercof) for the taxable year, and in such manner and
form as the Secrotary or his delegate may by regulations prescribe.
An olection applies only with respect to the year for which made.
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Once an election for a taxable year has been made, it may not be
subsequently revoked. It is to be noted, however, that the amount
subtracted pursuant to such an election may be affected by a subse-
quent operations loss which is carried back to such year. For ex-
ample, assume that for the years 1959 through 1961, company X has
the following results (assuming a 30 percent tax rate for all years
involved):

1959 9161

g

-
-~
=]

Soo SBSE

8

Taxable investment income. ... ... o . iaiia..
QGaln from operations. . ...
Tax base (sec, 802(b) (1) and (2)) ... ccoeo oo
Tax (sec. 802(b) (1) and (2) hase) ... ... ... ...
Shareholders surplus account—
At beglnnlng [0 )
Added at beginning of year by reason of electlon....__....
Added for year (without regard to election).........._.__.
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Assume further that company X has a loss from operations for the
year 1962 of $25. This amount is carried back to 1959 and reduces the
tax base under section 802(b) (1) and (2) to $35. The results for the
years 1959 through the beginning of 1962 are as follows:

1959 1860 1661 1962
Taxable investment fncome. ... ... ... ... ... $40. 00 $40, 00 $40,00 f.. .. ...
QGain from operatlons... ... ... .. ... 35,00 60. 00 60.00 | ..o
Tax base (seo. 802(b) (1) and (2)3 ....................... 36. 00 §0. 00 50,00 | o..o.....
Tax (sec. 802(hb) (1) and (2) base) ... ..o ioae.. 10. 50 15. 00 16,00 {eevenocanns
Bhareholders surplus a¢count—
At inning of year. ... .. oo iieaaas 0 24. 50 19, 50 $14. 50
Added for year (without regard to ele:tlon)........ 24, 50 35.00 35.00 |ovemnaanannn
Added by reason of election.......... _............ 0 0 (U I PO,
Subtracted (distributions)..... .. ... .. .......... 0 40.00 40.00 |ooooennennn
Policyholders surplus account—
inning of year. .. oo oo oo 0 0 10.00 20. 00
Added for year.. .. ... .o aaan- 0 10,00 1000 |ooccecaaae
Bubtracted (distribution). ... ... ... . .. ... 0 0 [ I I
Subtracted (election) ... ... ... .... 0 0 {1 P,
Tax base (sec. 802(b) (3)3 ............................... 0 0 0 feeeomoaaaas
Tax (8e0. 802(b)(3) HBS6) v v e ceme e eeeaaa 0 0 (VR O,

Under these circumstances company X is entitled to a refund for
1959 of $7.50 ($4.50 under the sec. 802(b) (1) and (2) base, plus the
$3 paid by reason of the election).

aragraph (2) of subsection (d), which corresponds to section
815(d)(2) of the House bill, provides special rules pertaining to the
termination of a company as a life insurance or insurance company.
The House bill provided that in the case a company ceased to be a
life insurance company for 1 taxable year, the amount taken into
account under section 802(b)(3) for the preceding year was to be
increased by the entire balance remaining in the policyholders surplus
account as of the close of the-preceding:taxabf; year., Your com-
mittee bill eliminated the Hotise provision and provides instead that
if (i) for any taxable year the taxpayer is'not an insurance company,
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or (ii) for any 2 successive taxable years the taxpayer is not a life
insurance company (within the meaning of sec. 801), the amount
taken into account under section 802(b)(3) for the last precedin
year for which it was a life insurance company shall be increase
(after the application of scc. 815(d)(2)(B)) by the entire balance in
the policyholders surplus account at the close of such last preceding
taxable year. These rules are subject to the exception provided in
section 381(c)(22).

Your committee has provided a further rule in the ‘case of certain
distributions during a taxable year when the taxpayer is an insurance
company but does not quali I{ as a life insurance company under
section 801, Subparagraph (I3) provides that in such event the dis-
tributions to shareholders during that taxable year shall be treated
as having been made on the last day of the last preceding taxable
year for which the tuxgayer was a life insurance company, ‘

Paragraph (3) of subsection (d), which is identical with the corre-
sponding provision of the House bill, provides a special rule wheré a
taxpayer makes any payment in discharge of its indebtedness, and
sucﬁ indebtedness is attributable to a distribution by the taxpayer
to its sharcholders after February 9, 1959. This paragraph provides
that the amount of such payments shall be treated as a distribution
in cash to the sharcholders, both for purposes of section 815 (particu-
larly, in determining whether such payment is to be treated as made
from the shareholders surplus account, the policyholders surplus ac-
count; or other accounts) and section 802(b)(3). The" paragraph
applies, however, only to the extent that the actual distribution to
sharcholders was treated as being out of accounts other than the
shareholders and policyholders surplus accounts at the time of
distribution.

Paragraph (4), which corresponds to section 815id (4) of the House
bill, provides a limitation on the amount that any life insurance com-
pany may accumulate in its policyholders surplus account. Your
committee, in addition to certain technical changes, has amended this
provision to provide that if the policyholders surplus account (com-
puted at the end of the taxable ycar without regard to this paragraph)
exceeds the greatest of— .

(1) 15 percent of life insurance reserves at the end of the tax-
able year (the House bill provided 25 percent),

(2) 50 percent of the sum of the premiums and other consider-
ation taken into account for the taxable year under section
809(c)(1) (the House bill provided 60 percent), or o

(3) 256 percent of the amount by which the life insurance
reserves at the end of the taxable year exceed the life insurance
reserves at the end of 1958 (the House bill contained no compar-
able provision), - ~ .

then such excess shall be treated as subtraction from the policyholders
surplus account as of the end of such taxable year. The amount so
treated as subtracted (less the amount of tax imposed with respect
to such amount by reason of sec. 802(h)(3)) shall be added to the
shareholders surplus account at the beginning of the succeeding
taxable year. ‘ o CEU e

(e) Special rule for certain mutualizations.——Subsection &?:of;:sm’
tion 815, except for technical changes, is identical with the House bill
and refers to amounts distributed to shareholders in acquisition of
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stock pursuant to a plan of mutualization of a life insurance company.
A distribution is pursuant to a plan of mutualization only if the re-
quirements of applicable law for the adoption of such plan (as, for
examgl'é, approval by the requisite majority of the board of directors,
shareholders, -and policyholders) have been fulfilled. Paragraph (1)
establishes a rule for allocating these distributions to various accounts
that will operate in place of subsection (a). S

Under paragraph (1) any amount distributed to stockholders after
December 31, 1958, in acquisition of stock pursuant to a plan of
mutualization is first to be treated as a return of paid-in capital and
paid-in surplus to the extent thereof. This much of any distribution
will not involve any tax to the insurance company. -After this amount
is distributed, further amounts distributed under the plan of mutuali-
zation will be allocated, as made, into two parts. One part (which
may be called a distribution out of pre-1959 earnings) is' to be treated
as made out of accounts referred to in subsection (a)(3) and conse-

uently this part of the distribution will not involve additional tax to

;}he insurance company. The other part of the distribution (which
may be called a distribution out of post-1958 earnings) is to be treated
under the rule provided in subsection (a), namely, first as being made
out of the shareholders surplus account to the extent thereof, and then
out of the policyholders surplus account to the extent thereof.

Subparagraph (A) of paragraph (2) defines the allocation ratio for
allocating distributions to the category of pre-1959 and post-1958
earnings. The numerator of this ratio is the excess of the assets of
the company (as defined in sec. 805(b)(3)) over the total liabilities
(including reserves), both determined as of December 31, 1958, bu't
adjusted as provided in subparagraph (B). The denominator of this
ratio is the amount describéd in the numerator plus-the amounts in
the shareholders surplus account and in the policyholders surplus
account, all determined as of the beginning of the year of the dis-
tribution. s : ) ' '
~ Subparagraph (B) of paragraph (2) deals with a situation where the
taxpayer has been treated between 1958 and the year of the distribu-
tion as'having made a distribution out of accounts other than the share-
holders surplus account and the policyholders surplus account. In
all cases to which the allocation ratio applies, this will require sub-
tracting from the numerator and the denominator the amount of the
prior distributions (under the plan of mutualization or otherwise)
which are treated as a return of paid-in capital and paid-in surplus or
n8 out of the other accounts referred to in subsection (a)(3).

SuBPART E—MIscELLANEOUS PRoOVISIONS

SECTION 817, RULES RELATING TO CERTAIN CAPITAL GAINS .AND LOSSES

(a) Treatment of capital gains and losses, etc.—Subsection (a) of
gection 817, which is identical with the House bill, provides special
rules for life insurance companies in the case of capital gains and
losses and gains and losses on property used in the trade or business.
.. With respect to property used in the trade or business and held for
more than 6. .months, section 1231 of the code provides, in general,
that where the gains from the sale or exchanﬁe of such property exceed
such losses, each gain and loss is treated as though it was from the saleé
or exchange of a long-term capital asset.. Where the losses exceed the
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gains, then cach gain or loss is considered as not being from the sale
or exchange of a capital asset, with the result that ordinary gain or
loss is realized. , L

Subsection (a) modifies the above section 1231 by limiting the term
“property used in the trade or business” to: include only property
used in carrying on an insurance business, Specifically, this sub-
section provides that, for purposes of section 1231(a) (relating to
property used in the trade or business and involuntary conversions),
the term “property used in the trade or business” shall be treated as
including only (1) “property used in carrying on an insurance busi-
ness,” of a character which is subject to the allowance for deprecia-
tion provided in section 167, held for more than 6 months, and real
property used in carrying on an insuraince business, held for more than
6 months, which is not described in section 1231(b)(1)(A) (relating
to property includible in inventory), section 1231(b)(1)(B) (relating
to property held for sale to customers), or section 1231(b)(1)(C)
(relating to a copyright, a literary, musical, or artistic composition,
etc.); and (2) property described in section 1231(b)(2) (relating to
timber and coaB.

This subsection further provides that, for purposes of section
1221(2) (excluding certain property from the term ‘“‘capital assets’),
the reference to property used in trade or business shall be treated
as including only “property used in carrying on an insurance business.”

The term “property used in carrying on an insurance business’
means (for purposes of applying both secs. 1231(a) and 1221(2)) only
those assets used in the operation of the insurance trade or business,
These assets include such items as the home ofiice building, branch
offices, office equipment, and furniture and fixtures. These assets do
not include the so-called investment assets from which interest, rents,
dividends, and royaltics are derived. Thus, the gains or losses from
the sale or exchange of depreciable assets attributable to any trade or
business (other than an insurance business) carried on by the life
insurance company, such as renting various pieces of real estate, or
operating a radio station, a housing development, or a farm, will be
treated as gains or losses from the sales or exchanges of capital assets
rather than (if losses exceed gains) ordinary gains and losses. '

(b) Gain on property held on December 31, 19568, and certain substi-
tuted property acquired after 1968, —Subsection (b) of section 817 is
basically the samo as the corresponding provision .of the House bill.
Although numerous clerical and technical changes have been made by
your committee, such changes are designed to clarify the application
of the principles of subsection (b) of the House bill rather than to
change its fundamental theory. - .

Paragraph (1) of subsection (b), in effect, limits the amount of gain
that is to be recognized on the sale or other disposition of certain
property held by the taxpayer on December 31, 1958. Thias is accom-
plished specifically by treating the gain on the sale or disposition of
such property. as an amount (but not less than zero) equal to the
amount by which the gain (determined without regard to this sub-
section) exceeds the difference between the fair market value on
Degember 31, 1958, and the adjusted basis for determining gain as of
such date. (See discussion under sec. 3(d) of your committee bill,
relating to adjustments to basis under sec. 1016(a) of the code.) This
limitation on the amount of gain recognized applies only if (1) the
property was held by a.life insurance' company on December ‘31,
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1958, (2) the fair market value of the property on December 31,
1958, is greater than the adjusted basis for determining gain as of that
date, and (3) the taxpayer has been a life insurance company at all
times on and after December 31, 1958, until the date of the sale or
other disposition of the property.

Paragraph (2) of subsection (b) provides certain rules for property
acquired after December 31, 1958, and having a substituted basis
within the meaning of section 1016(b) of the code. Subparagraph
(A) provides, for purposes of section 817(b)(1), that such property
shall be deemed as having been held continuously by the taxpayer
since the beginning of the%'lolding period of the property, determined
in accord with section 1223 of the code. Subparagraph (B) provides,
for purposes of section 817(b)(1), that the fair market value and the
adjusted basis shall be that of that property for which the holding
period taken into account includes December 31, 1958. Subpara-
graph (C) provides that section 817(b)(1) shall apply only if the
property or properties the holding period of which are taken into ac-
count were held only by life insurance companies after December 31,
1958, during the holding periods so taken into account. Subparagraph
(D) provides that the difference between the fair market value and
the adjusted basis referred to in section 817(b)(1) shall be reduced
(but not below zero) by the excess of (i) the gain that would have
been recognized but for section 817(b) on all prior sales or dispositions
after December 31, 1958, of properties referred to in section 817(b)(2)
(C), over (ii) the gain that was recognized on such sales or other
dispositions. Subparagraph (E) provides that the basis of such
property shall be determined as if the gain which would have been
recognized but for section 817(b), were recognized gain.

The new section 817(b)(2) clarifies the application of the basic rule
provided in section 817(b)(1) to gain on the sale or other disposition
of property which has a substituted basis—that is, its basis is deter-
mined (1) by reference to the basis in the hands of a transferor, donor,
or grantor, or (2) by reference to other property held at any time by
the person for whom the basis is determined. ‘

For example, assume that life insurance company I owned property
X on December 31, 1958, at which time its adjusted basis was $1,000
and its fair market value was $1,800. On January 31, 1960, in a trans-
action to which section 1031 of the 1954 Code applies, I receives
property Y having a fair market value of $1,700 plus $300 in cash in
exchange for property X. The gain on the transaction without regard
to section r817(b§) is $1,000 (a,ssumiulgj no adjustment to basis for the
period since December 31, 1958). Under section 817(b) the gain is
treated as $200. All of this $200 is recognized gain since under sec-
tion 1031, $300 of the $1,000 gain would %)e recognized.

Under section 817(b)(2)(E), the basis of Y is determined as if the
entire $300 cash received had been recognized gain. Thus, the basis
of Y under section 1031 is $1,000 (the basis of X) minus $300 (the
amount of money received) pius $300 (the gain of $200 recognized
on the exchange plus $100 which would have been recognized but
for sec. 817(b)) or $1,000.

If T later sells Y for $2,200 cash and its adjusted basis is $1,000,
the gain is $1,200, which under scction 817(b) is treated as a gain
of $700 (under sec. 817(b)(2)(D), the $800 difference is reduced by
the excess of $300, the amount which would have been recognized on
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all prior dispositions but for sec. 817(b), over $200, the gain that was
on all prior dispositions). :
Paragraph (3) of subsection (b) provides that the term ‘“‘property"
(for purposes of this subsection) does not include insurance and annuity
contracts (and contracts supplementary thereto) and property: de-
scribed in paragraph (1) of section 1221 (relating to stock in trade or
inventory-type property). : ; o
(c) Lsmstation on capital loss carryovers—Subsection (c) of section
817, which is identical with the House bill, provides that a net capital
loss for any taxable year beginning before January 1, 1959, shall not
be taken into account. For any taxable year beginning after. Decem-
ber 31, 1958, the provisions of part II of subchapter P (relating to the
treatment of capital losses) of the 1954 Code will be applicable to life
insurance companies for purposes of determining the tax imposed by
secti-n 802(a)(2) (relating to the tax in case of capital gains). :

. (4) Gain ontransactions occurring prior to January 1, 1959.~—Subsec-
tion (d) of section 817, for which there is no corresponding provision
in the House bill, makes it clear that any gain from the sale or exchange
of a capital asset, and any gain considered as gain from the sale or
exchange of a capital asset which results from sales or other dispositions
of property prior to January 1, 1959, shall not be included under this
part, Thus, this subsection. excludes from section 802(a)(2) (relatinﬁ
to the tax in case of capital gains) any gain from the sale of a capita
ass«zlt,l cgnsummated before 1959 where the sale was on the installment
method. : P o
. (0) Certain reinsurance transactions in 1968, —Subsection (e) of sec-
tion 817, for which there is no corresponding provision in the House
bill, provides a specinl rule applicable ‘onlY to the year 19568 which char-
acterizes the reinsurance (or sale) by a life insurance company of all
of its life insurance contracts of a particular type as a sale of a capital
asset, This subsection further provides that the reinsurance must
haye taken place.in a single transaction, or in a series of related trans-
actions, all of which occurred during 19568, and the reinsuring company
or companies must have assumed all liabilities under such contracts.
For example, this provision would apply where g life insurance com-
pany reinsured or sold its entire industrial business to one or more life
1nsurance companies during 1958. For any taxable lgfear beginning
after December 31, 1958, the determination as to whether the reinsur-
ance or sale of a group of contracts where the reinsurer assumes. all
liabilities under such contracts shall be treated as a sale of a capital
asset shall be made as if this subsection had not been enacted.

BECTION 818, ACCOUNTING PROVISIONS:

_(8) Method ¢ accounting.—Subsection (a) of section 818, which is
identical with the House bill, provides the general rule that all compu-
tations entering into the determination of takes imposed by the new
part I of subchapter L shall be made under an accrual method .of
accounting. This subsection further provides that, to the extent
permitted under regulations prescribed by the Secretary or his dele-
ggte, a life insurance company may determine its taxes under a com-

ination of an accrual method of accounting with any other method
permitted by chapter, 1 (other than the cash receipts and disburse-
ments method). For example, the Secretary or his delegate may
determine that the use of the installment method for reporting sales



LIFD INSURANCE'COMPANY: INCOM® TAX :ACT OF 1059 73

of realty and:casual sales of personalty (seée sec. 453(b)) may, in
combination with an accrual method: of accounting, properly reflect
life insurance company : taxable incoime. .. To the extent not incon-
sistent with the provision of the 1954:Code and an accrual methed of
accounting, all computations entering into the determination of taxes
imposed by the new part I shall'be made in a manner consistent with
the manner required -for purposes of the annual statement approved
by the National Association of Insurance Commissioners. i « ©

(b) Amortization of premium: and -accrual of discount.—Subsection.

) of section 818 is 1dentical with the corresponding provision of the

ouse bill. Paragraph (1) of subsection (b), relating to the amortiza-
tion of premium and accrual of discount on evidences of indebtedness
provides, in substance, the same rule as in existing section 803(e) of
the code, insofar as life insurance companies are concernéd: However,
special rules are provided in subparagraphs (A) and (B) of paragraph
(2) with respect to'the amortizable bond premium in the. case of
bonds' aoquired after December 31, 19567, and with' respect to con-
vertible evidences of indebtedness whenover acquired. Under sub-
gamgraph (A), the provisions of section 171(b) are to be applied in

etermining the total amount of bond premium and in determining.
the amount of amortizable bond premium for any particular taxable
year. 'The. effect of this provision is to make the same rules (chiefly
800,17 l(bﬂ('l-)("B)(ii)»)app icable to life insurance companies as were
made applicable to other corporations by the amendments to section
171(b) of the 19564 code made by section 13 of the Technical Amend-
ments Act of 1958. _

With respect to convertible evidences of indebtedness, subpara-
graph' . (B). provides that the amount' of premium shall in no case
include any amount attributable to the conversion features of an
evidence of indebtedness. This rule which applies to any convertible
evidence of indebtedness is the same rule as is applied under section
171(b) in the case of a convertible bond. This rule is to be applied
with’qutd -regard to the date that the evidence of indebtedness was
acquirea., . . o :

(c) Life insurance reserves computed on preliminary term basis,~—
Subsection (c) of section 818 is the same as the corresponding section
of the House bill: except for one amendment pertaining to a 1958
election which is.discussed herein. ' This subsection provides that
where a company actually. computes its life insurance reserves on
one of the recognized preliminary term bases, it may elect to convert
them to a net level premium basis in the computation of life insurance
reserves for tax purposes. ‘ ‘ ‘

The reserves may be converted from & preliminary term basis to a
net level premium basis for tax purposes by one of two methods.
Paragra%l:s (1) provides  the so-called exact revaluation method.
Under this method, the life insurance company :inust ‘compute the
reseérves for all such ¢ontracts on a net level premium basis, using the
same mortality.assumptions and interest rates for both the preliminary
term bdsis and the net level premium basis. Paragraph (2) provides
an approximate revaluation method. Under this method, with respect
to. contracts for which reserves are computed under the preliminary
term. basis, the reserves dre increased by the sum of (A) $21 per $1,000
of insurance in force (other than term insurance), less 2.1 percent of
reserves therefor, and (B) $5 per $1,000 of term' insurance in force
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under contracts which at the time of issuance cover a period of more
than 15 years, less 0.5 percent-of reserves therefor.. . - :

If the taxpayer elects one of the two.methods proyided in this-
subsection, all contracts for which life insurance reserves are computed
on a preliminary term basis must be so converted. Whichever basis'
(i.e., the exact revaiuation or the approximate revaluation) is adopted
for tax purposes must be adhered to in making the computations-under
this part (other than for purposes of the definition of a life insurance
company as determined under sec. 801) for the taxable year of election
and all subsequent taxable years, unless a change in the basis of
computing such reserves is approved by the Secretary or his delegate.
The amendment made by your:committee provides an' exception to
the above rule. This amendment provides:that if, pursuant to an
election made for a taxable year beginning in 1958, the basis adopted
is the approximate revaluation basis, then the taxpayer may change
to the exact revaluation basis for its next taxable year. :

(d) Short tazable years.—Subsection (d) of section 818, which is
idéntical with the House bill, provides that if any return of a corpo-
ration made under part I is for a period of less than the entire calendar
year, then section 443 (relating to returns for a period of:less than:
12 months) shall not apply in respect of the short period. - .

Where a life insurance company has a short period, the bill provides
the following rules for determining the life insurance company taxable
income for such short period: o e

(1) First, the taxable investment income (as defined in sec. 804)
and the gain or loss from operations (as defined in sec. 809) shall be
determined, under regulations prescribed by the Secretary or his
delegate, on an annual basis by a ratable dsaily projection of the
appropriate figures for the short period, using techniques similar'to
those tllustrated in the discussion of section 806(a). Fee

(2) Then, the portion of the life insurahce company taxable income-
described in paragraphs (1) and (2) of section £02(b) (pertaining to
taxable investment income and gain or loss from operations) shall be
determined on an annual basis by treating the amounts so determined
under (1), above, as being thé taxable investmeni income and.the
gain or loss from operations for the taxable year. , s

(3) Finally, the portion of the life insurance company :taxable
income described in paragraphs (1) and (2) of section 802(b) for the
short period shall be an amount which bears the same ratio to the
amount ascertained under (2), above, as the number of days in the
short period bears to the number of days in the entire caléndar year.

(e) Transitional rule for changes in methods of accounting.—Sub-
section (e) of section 818 is basically the same as the corresponding
provision of the House bill except for paragraph (4) which:your com-
mittee has added in order to provide certain modifications to the re-
computation formula which are not found in the House bill, Sub-
section (o) of section 818 of the new part I provides transitional rules
applicable with respect to changes in method of accounting.”

‘Paragraph (1) of section’' 818(e) provides that if the method of
accountin% required to be used in computing the taxpayer’sitaxes for
the taxable year 1958 under the new part I is different. from the
method used in computing its taxes for 1957 under the old part I
then there shall be ascertained the net amount of those adjustments
which are determined (as of the close of 1957) to be necessdry. solely
by reason of the change to the method required by section®818(a)

t
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in order to prevent amounts from being duplicated or omitted. The
term ‘“net amount of those adjustments’” means the consolidation of
adjustments (whether the amounts thereof represent increases ‘or de-
creases in items of income or deductions) arising with respect to bal-
anchs in the various accounts, on Deceniber 31, 1957. This subsection
further provides that the amount of the taxpayer’s tax for 1957 shall
be recomputed (under the law applicable to 1957, modified as provided
in pmgtaph (4)) taking into account an amount equal to one-tenth
of the “net amount of thoe adjustments.” The amount of increase
or decréase in tax (as the case may be) referred to in paragraph (2) or
(8) (explained below)'is the amount of the increase or decrease ascer-
tained under the preceding sentence, multiplied by 10.

‘Paragraph (2) of section 818(e) of the new part I provides that if
the recomputation under paragraph (1) results in a decrease, the
amount thereof is to be a decrease in the tax imposed for 1957; ex-
cept that for purposes of computing the period of limitation on the
making of refunds or the allowance of credits with respect to such
overpayment, the amount of such decrease is to be treated as an over-
ga?menti of tax for 19569, No interest is to be allowed, for any period

efore March 16, 1960, on any overpayment of the tax imposed for
1957 which is attributable to such decrease. ‘

‘Paragraph (3) provides that for purposes of subtitle F (other than
secs. 6016 and 6665 relating to declarations of estimated income tax
by corporations and failure by corporations to pay estimated income
tax), if the recomputation under paragraph (1) results in an increase,
the amount thereof is to be treated as a tax imposed by this subsec-
tion for 1959. Such tax is to be payable in 10 equal annual install-
ments, beginning- with March 15, 1960.

Your committee has added paragraph (4) of subsection (e). This
parairaph provides that for purposes of section 818(e)(1) in recomput-
ing the tax for 1957 the following modifications must be taken into
account-—(1) section 804 (b), as in effect for 1957, shall not apply with
respect t6 any amount required to be taken into account by virtue of
section 818(e¥(l) of your committee’s bill, and $2) the amount of the
deduction allowed by section 805, as in effect for 1957, shall not be
reduced by reason of any amount required to be taken into account
by virtue of section 818&:)(1) of your committee’s bill. .

“(f) Denial of double deduction.—Subsection (f) of section 818, which
is identical with the House bill, grovides that nothing in the new part -
I shall permit the same item to be deducted more than once in deter-
mining taxable investment income (under subpt. B) and more than
once in determining gain or loss from operations (under subpt. C),
'I;lhis sgbsectidn is, in substance, the same as existing section 817 of
the code. : '

SECTION 819. FOREIGN LIFE INSURANCE COMPANIES

(a) Carrying on U.S. insurance business.—Subsection (a) of section
819, which is identical with the House bill, provides that a foreign
life insurance company carrying on life insurance business within
the United States (if with respect to its U.S. business it would qualify
as a life insurance company under sec. 801) is to be taxable on its
U.S. husiness in the same manner as a domestic life insurance com-
pany. Except as provided in subsection (b) of this section and
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section 818(a), the determinations. necessary for purposes of subtitle,
A shall be'made on the basis of the annual statement for the taxable
year of the U,S. business of such: company on.the form approved by
the ‘National Association of Insurance Commissioners... :/ ., ...
() Adjustment where surplus held in. United States is, less than.
specified minimum.~—Paragraph (1) of subsection (b), whigh corre-
sponds to section 819(b)(1,?of the House bill, provides a special rule
where the surplus of a foreign life insyrance company which is held
in the United States is less than the minimum figure (an amount which.
the average domestic life insurance company would have maintained
awith respect.to its total insurance liabilities), The amendments made
by your committee to this:paragraph of the House bill are to conform
it to the concept adopted by your committee for.determining life in-
surance company taxable income, rather than to change its, funda-
mental theory. Where the surplus held in the United States;is less
than the “minimum figure”’ (as defined below), this subsaction pro-
vides that the amount of the policy and other contract,liabili% re-
quirements and the amount of the required interegt shall each, be
reduced. The amount of the reduction is determined by multiplying,
the excess,of the minimum figure over the surplus held in the Unite
States by the company’s current earnings rate, as determined under
section .805(b)(1). The policy and other contract-liability, require-
ments under section 805 and the required interest” under:gection
809(a)(2).shall first be determined without regard to this:subsg?lbion..
. Paragraph (2) of subsection (b), which is identical with the House
bill, contains certain definitions of terms used in this subsection. -
The “minimum figure,” in the case of :a taxable year beginning after
December 31, 1957, but before January 1, 1959, is the amount
obtained by multiplying the company’s total insurance. liabilities on
‘U.S. business by 9 percent. In the case of any taxable year begin-.
ning after December 31, 1958, the #minimum figure” will be.obtained
by multiplying the company’s total insurance liabilities on U.S..
business for such year by a. percentage to be determined and pro-
claimed by the Secretary or his delegate as bein applicable to.such
vear. = This percentage is to be based on such data with.respect. to
domestic life insurance companies for the preceding taxable year
as the Secretary of the Treasury or his delegate considers representa-
tive. . This percentage will be computed by .the use of the following
ratio: ' ' ; L

assets minus total insurance liabilities
total indurance liabilities. T

- For purposes of this subsection, certain terms are specifically defined
as follows: (1) the ‘‘surplus held in the United States' is the excess
of the assets held in the United States over the total insurance liabil-
ities on U.S. business; and (2) “total insurance liabilities’’ means the
sum of the total reserves, as defined in section 801(c) plus (to the ex-
tent:not included in total reserves) the items referréd toin,paragraphs
(3), (4), and (5) of section 810(¢). - The definition of the term “assets’
contained in section 805.(b)(3) applies to such term when used in this
subsection, The current earnings rate of a:foreign life insurance
(S:ompany is to be determined by reference to assets held in.the United
tates... .. - . . ~ Co : co e «

The application of this subsection may be illustrated by the fol-

lowing example: Assume for the taxable year 1958 that C corporation,
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& foragn 'qu ihsurance company, has totel life insurance liabilitiés
on U.S. business of $940,000;, assets held inthe UnitedStates. of
$1,000,000, a policy and other contract liability requirements in the
amount of $30,000, required interest in the amount of $20,000, and a
current earnings rate !of 4 percent. ' In.order. to determine whether
section 819(b) is applicable for'the taxable. year 1958, the company
must first .compute its “minimum figure.”. 1f the minimum figure is
less than the surplus held in the United States, section 819(b) does not.
apply. i However, in- this case, the' minimum: figure. is: $84,600
(940,000, the total insurance liabilities on .S, business, multiplied
by 9 percent, the.percentage applicable for the year 1968). _Since the
minimum figure, $84,600, éxceeds the surplus held in the United States
namely, $60,000 (the difference between. the assets held in the Unit;ec{
States, $1,000,000, and the total insurance liabilities on U.S: business,
$940,000), by $24,600, section 819(b) applies for the taxable year.
Therefore, the amount of the policy and other. contract liability
requirements, as determined under section 805, and the amount of the
required interest, as determined under. section 809(a)(2), must each
be reduced by $984 ($24,600, the amount of the excess, multiplied by
4 percent, the ‘current earnings rate). Thus, the poiicy and other
contract liability requirements are now reduced to $29,016 2330,000
minus $984) and the required interest is reduced to $19,016 ($20,000
minus $984). N | .
(¢) Distributions to shareholders—Paragraph (1) of subsection (c)
of your committee bill retains the rule contained in subsection (c) of
gection 819 of the House bill which provided a rule for determining, in
the'case of:a foreign life insurance company, the amount of distribu-
tions to shareholders for '(i)urposes of section 815 (rela.tinf to distribu-
tions to shareholders) and section 802(b)(3) (relating to life insurance
comparny taxable income). This rule may be expressed as follows:
The amount of the distributions to shareholders is the amount
determined by dividing— . = oo ' ‘
(1) The product obtained by multiplying the minimum figure
“for the taxable'year by the total amount of the distributions to
shareholders, by h
"‘f§)2‘) The: assets of the company minus the total insurance
liabilities, ‘ S
Furthermore, your committee has provided: in paragraph (1) of
subsection (c) an alternative rule or :method'for determining the
amount - of distributions to shareholders. This alternative method
may be expressed &s follows: . o =
The 'amount of 'the distributions toshareholders is the amount
determined by dividing— e SRR
(1) The product obtained by multiplying: the total insurance
liabilities on U.S.: business for the taxable year by the total
+ amount. of the distributions to shareholders, by -
..~ = (2) The total insurance liabilities, ;
Your committee bill further provides that the taxpayer may elect,
for each taxable year, whichever of the two methods provided in
subparagraph (1) it desires. :Thus,' the method elected for one tax-
able year is only binding upon the taxpayer for such taxable year
and is notbindin% for future taxable years. - S
- For purposes. of this subsection, the #minimum . figure for: the tax-
able year’’ is determined in accordance with section 819(b)(2)(A);
the ‘“total amount of the distributions to shareholders’ means
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distributions (within the meaning of this term in sec. 815) by the
foreign life insurance company to all of its shareholders whether or
not in the United States; the “assets of the company’’ means all of
the assets (as defined in sec. 805(b)(3)) of the company whether or
not in the United States; and the term ‘‘total insurance liabilities”
means the total insurance liabilities (as defined in sec. 819(b)(2)) of
the company on all of its business whether or not in the United
States. Once the amount of ‘‘distributions to shareholders” is deter-
mined under the above formula, the rules of section 815 will apﬁvly
to the shareholders surplus account and the policyholder’s surplus
account of the stock foreign life insurance company in thé same man-
ner as they would apply to a domestic stock life insurance company.

(d) No U.S. insurance business,—Subsection (d) of section 819,
which corresponds to the House bill, is identical with section 816(b)
of existing law. ' ’ "

SECTION 820. OPTIONAL TREATMENT OF POLIOIES REINSURED UNDER

MGDIFIED COINSURANCE CONTRACTS

This section, for which there is no corresponding provision in the
House bill, provides an optional treatment for policies reinsured
under & modified coinsurance contract. : o

(a) In general.—Subsection (a) provides the rule that an insurance
or annuity policy reinsured under a ‘‘modified coinsurance’ contract
(as_defined below) shall be treated as if such policy were reinsured
under a ‘“conventional coinsurance” contract if both the reinsured
company and the reinsuring company so.consent. This consent shall
be made in such manner as the Secretary or his delegate shall pre-
scribe by regulations, and, once made, this consent may not be
rescinded except with the apfroval of the Secretary or his delegate.
This consent shall apply to all insurance or annuity: policies reinsured
under the modified coinsurance contract. Moreover, in order for
the consent to be effective, both companies must agree to the appli-
cation: of the rules provided by section 820(c) and the rules under
this subsection. S

(b) Definition of modified cotnsurance contract.—Subsection (b) de-
fines the term “modified coinsurance contract’’ to mean an indemnity
reinsurance contract in which— : S i

(1) one life insurance company (the reinsurer) agrees to
indemnify another life insurance company (the reinsured) against
the risk, or part -thereof, assumed b{ the reinsured. company
under the insurance or annuity policy reinsured under the
contract of reinsurance, . .

(2) the reinsured company retains ownership of the assets in
relation to the reserve on the policy reinsured, BRINT

(3) all or part of the gross investment income derived from
such assets is paid by the reinsured company to the reinsuring
company as & part of the consideration for the reinsurance of
such policy, and

(4) the reinsured company is obligated for expenses incurred,
and for Federal income taxes imposed, in respect of such gross
investment income. : : Lo -

(c) Special rules.—Subsection (c) provides that in applying section
820(a)(1) with respect to any insurance or annuity policy, under regu-
lations prescribed by the Secretary or his delegate, certain rules shall
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(to:the extent not’improper underithe terms;of the modified coinsur-
ance contract under which such g)olic.y is reinsured) be applied in
respect of the amount of such policy reinsured. = '

- 'Subparagraph (1) provides that the premiums, to the extent alloc-
able to the participation:of the reinsurer therein; received for the
policy reinsured shall be treated ‘as received by the reinsurer and not

y ‘the reinsured company,  The gross investment income, to the
extent allocable to the participation of the reinsurer therein, derived
froni the assets in relation to the reserve on the policy reinsured shall
be treated as gross investment income of the reinsurer and not of the
reinsured. The gross investment income so treated shall be considered
derived proportionately from each of the various sources of gross
investment income of the reinsured. o

- Paragraph (2) provides that the gains and losses from sales and
exchanges of capital assets, and gains and losses considered as gains
and.losses from.sales'and exchanges of capital assets, of the reinsured
company shall, to the extent of the participation therein by the
reinsurer under the terms of the modified coinsurance contract, be
treated as gains and losses from sales and exchanges of capital assets
of the reinsurer and not of the reinsured. C

Paragraph (3) provides that the reserve on the policy reinsured

shall be treated as:a part of the reserves of the reinsurer and not as
& partof the reserves of the reinsured. Furthermore, the assets in
relation to such reserve shall be treated as owned by the reinsurer and
not by the reinsured. - : ‘
Patagraph (4) provides that the expenses, to the extent reim-
bursable by the reinsurer, incurred with respect to the policy reinsured
and with respect to the assets referred to in section 820(c)(3) shall be
treated as incurred by the reinsurer and not by the reinsured.

- Paragraph (5) provides that dividends to policyholders paid in
respect of the policy reinsured shall be treated as paid by the réinsurer
and not by the reinsured. For purposes of this paragraph, the amount
of dividends' to:policyholders treated as paid by the reinsurer shall
be thé amount paid, in respect of the policy reinsured, by the reinsurer
to the reinsured as reimbursement for dividends to policyholders paid
by the reinsured. The rule provided in this paragraph also applies
in respect of insurance and annuity policies reinsured under con-
ventional coinsurance contracts.

Paragraph (6) provides that any amount paid in 19568 or any subse-
uent year by the reinsuret to the reinsured as reimbursement for
ederal income taxes imposed for a taxable year beginning in 1957 or

any preceding taxable year shall not be taken into account by the
reinsured as an item under section 809(c) or by the reinsurer as a
deduction under seétion 809(d).. : - :

‘Paragraph (7) grants to the Secretary or his delegate the authority
to prescribe such other special rules as may be necessary to carry out
the intent of this section. . . : »

This subsection further provides that in applying the rules provided

by section 820(c)(1), (2); (3), (4),/(5), and (8) and the rules prescribed
under section 820(¢)(7), an 1tem shall be taken into account as income
only once under:subpart B and only once under subpart C by both the
reinsured and the reinsurer, and an item shall be allowed as a deduction
only once under subpart B and only once under subpart C to both the
reinsured and-the reinsurer, - .- - - :
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SECTION 3. TECHNICAL AMENDMENTS AND: PROVISIONS

. : , . ; v . [ Vo A Y Y BRSNS S
This section, which’corresponds to section -3 .of :the! House bill,
makes certain technijcal changes to provisions of the Internal Revenue
Code of 1954 outside of, part I of subchapter L to conform those pro-
visions to-the changes in'subchapter L, made by sections 2 and 3 of
the bill. - Your committee has amended this section by adding & new
subsection: (g)' which amends section 6501(c) of the codeé so as to ex-
tend the statute of limitationa on assessment and collection of tax
resulting from certaini distributions or from termination as a life insur-
ance company. . - Subsection (g) of the House bill has been renumbered
as subsection (h) of your committee’s bill. .. . .. oo
(a) Credit and exclusion for dividends. received by individuals: from
life insurance companies.—Subsection (a) of this section amends ‘sec-
tion 34(c) .of the code (relating to denial of: eredit. for dividends: re-
ceived by individuals) and section 116(b) of the 1954 Code (relating
to denial of exclusion for:certain dividends) so as to allow the credit
and exclusion with respeot to dividends paid: by life insurance com-
panies, These amendments are to.apply only to dividends received
rom life insurance companies after December 31, 1958, in taxable
years ending 'after such date. TS S o
(b) Credit for foreign taxes.—Subsection (b) of this section amends
section 841 of the 1954 Code (providing for the allowance to an in-
surance company of the foreign tax credit provided in sec. 901) so as
to define the term ‘‘taxable income,” as used in section 904, to mean
the life insurance company taxable income as defined in section 802(b).
(. (¢) Carryovers,—Subsection (¢) of this se¢tion amends section 381(c)
of the 19564 Code (relating to items of distributor or transferor cor-
porations taken into account) by adding a new: paragraph thereto.
For a.discussion of the application of thie provision, see part F of the
general explanation of the bill, T i
1 (d) Adjustments to basis.—Paragraph (1) of subsection (d) -of this
section amends section 1016 of the code (relating to adjustments to
basis). to  provide, in effect, that any exhaustion, wear and tear
obsolescence,  amortization, and depletion, to the extent sustained
(and to the extent sec..1016(a)(2) does not apply) on property held
by a life insurance comgany since February 28, 1913, and :before
January 1, 1958, must be taken into-account in determining the
ad{;:sted basis of such property.. . .. - . . R
. Paragraph (2) of subsection (d) of this section amendssection
1016 of the code (relating to adjustments to basis) to provide that the
basis of any evidence of indebtedness referred to in section 818(b)
(relat-in% to amortization of premiuim and accrual of discount in the
case of life insurance companies) shall be properly adjusted, for the
taxable. year and all prior taxable years, to the extent of the adjust-
ments required under section 818(b) (o the corresponding provisions
of prior income tax laws). ) Lo Lt
83) Bonds and other. evidences' of indebtedness.—Subsection (e). of
section 3 of the bill amends section 1232(a)(2)(C) of the 1954 Code
(relating to the taxation of bonds and other evidences of indebted-
ness) to make it clear that amounts: includable in income under sec-
tion 818(b) of the new part 1 of subchiapter L are not required to be
again included in income under section 1232. e
(f) Conforming changes in cross-references.—Subsection: (f) .of this
section eliminates the cross-references to section 811 presently con-

i
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tained in sections 842, 891, and 1504 (b)(2); of the 1984 Code. ‘Section -
811 (the imposition of tax under the 1942 formula) has no counterpart
in-the :new .part 1. ' Section 1201: of the 1954:0odé is amended by
adding a new subsection (c), which contains’ a' cross-reference to
section 802(a)(2), relating to the tax on capital gains in case of life
insurance companies. L
. (g) Limitations on assessment and collection.—Subsection (g) of this

section amends section 6501 (c) of the 1954 Code by adding a new pars-
graph thereto. This paragraph provides that in'the case of hny tax
imposed under section 802(a (1,{l ‘by resson of section 802(b)(3) on
account of (1) a termination of the taxpayer as an insurance company
or as a life insurance comgany to which section 815(d)(2) (A) a%plies, or
(2) & distribution by the taxpayer:to which section 816(d)(2)(B)
-applies, such 'tax may be assessed within 3 years after the return was

ed (whether or not such returnjwas filed on or after the date pre-
scribed) for the taxable year for which 'the taxpayer ceases to be an
insurance company, the second taxable year for which the taxpayer is
not a life insurance company, or the taxable year in which the'distribu-
tion is actually made, as the case may be. .+ - '

/(h): Estimated tax fdr 1968:—Subsection (h) of this section provides
that any life insurance company subject to tax under section 811 of
the. 1954 Code (as such section was in effect before .the enactment of
this bill) shall not be subject to the provision of section 6655 (relating
to failure. by, corporations to pay estimated tax) for a taxable year
beginning in 1958, _ :

SECTION 4. EFFECTIVE DATE |

This section of the bill, which is identical with section 4 of the
House bill, provides that tlie amendments made by the bill, except as
otherwise provided, shall apply only to taxable years beginning after
December 31, 1957, '

‘ " V. CHANGES IN EXISTING LAW

In'com%liance with subsection (4) of rule XXIX of the Standing
Rules of the Senate, changes in existing law made by the bill, as re-
ported, are shown as follows (‘existin% aw proposed to be omitted is
enclosed in black brackets, new matter is' printed in italic, existing -
law il}! which no change is proposed is shown in roman):

INTERNAL REVENUE CODE OF 1954

SEC. 4, DIVIDENDS RECEIVED BY INDIVIDUALS.

(8) GENBRAL RULe.—Effective with respect to taxable years end-
ing after July 31, 1954, there shall be allowed to an individual, as a
credit against the tax’ {mboeed ‘by this subtitle for the taxable year
an amount equal to 4 percent of the dividends which are receive
after July 31, 1954, from domestic corporations and are included in
gross income, e

(b) LimrraTioN oN AMoUNT oF CrEpIT.—Thé credit allowed by
aiiubsec‘tiom (8) shall not exéeed whickiever of the following is the
esser: S T -
. (1) the amount of the tax imposed. by this ‘chapter for the
. taxable year; reduced by the''credit allowable under section 33

(relating to foreign tax credit); or
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(2) the following percent of the taxable income for the taxable
year: . . N , \ N . . . [ . ! ‘
~ (A) 2 percent, in the case of & taxable year ending before
, January 1, 1955, - , e
(B) 4 percent, in the case of a taxable year ending after

December 31, 1954. - C
(¢) No CrepiT ALLowep FoR Divipenps From CerTAIN CoR-
PORATIONS,—Subsection (a) shall not apply to any dividend from—
(1) an insurance company subject to a tax imposed by part I

or 'iI of subchapter L (sec. 801 and follbwini) 3 | ; o
L e China Trade Act,

- [(@2)] (1) a corporation organized under t
1922 (see sec. 941); or 3 , .
L(3)] (2) a corporation which, for the taxable year of the cor-
oration in whicn the distribution is made, or for the next preced-
ing taxable year of the corporation, is— e
A) a corporation exempt from tax under section 501
(relating to certain charitable, etc., organizations) or section
521 (relating to farmers’ cooperative associations); or
(B) a corporation to which section 931 (relating to income

from sources within possessions of the United States) applies.

. » * * . » .
SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY INDI.
VIDUALS. S

(a) ExcLustoN From Gross Income.—Effective with respect to
any taxable year ending after July 31, 1954, gross income does not
include amounts received by an individual as dividends from domestic
corporations, to the extent that the dividends do not exceed $50.
If the dividends received in a taxable year exceed $50, the exclusion
provided by the preceding sentence shall apply to the dividends first
received in such year. L

(b) CerraIN Divipenps ExcLupep.—Subsection (a) shall net
apply to any dividend from—

Ii(l) an insurance company subject to & tax imposed by part I
or 11 of subchapter L (sec. 801 and foIlowinE) %
L(2)1(Z) a corporation organized under the China Trade Act,
1922 (see sec, 941); or .
L£(3)](2) a corporation which, for the taxable year of the cor-
oration in which the distribution is made, or for the next preced-
ing taxable year of the corporation, is— o :
A) a corporation exempt from tax under section 501 (re-
lating to certain charitable, etc., organizations) or section 521
(relating to farmers’ cooperative associations); or
(B) a corporation to which section 931 (relating to income
from sources within possessions of the United States) applies.
. . . . . B .

PART V—CARRYOVERS

Seo, 381. Carrlvo,vers in certain corporate acquisitions, - .
Sec. 382. 8peoial limitations on net operating loss carryovers,
SEC. 381, CARRYOVERS IN CERTAIN CORPORATE ACQUISITIONS, ‘
(a) GENErAL RuLe—In the case of the acquisition of assets of &
corporation by another corporation— .
(1) in a distribution to such other corporation to which section
332 (relating to liquidations of subsidiaries) applies, except in a
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case in which' the basis of the assets distributed'is determined
under section 334(b)(2); or L B
(2) in a transfer to which section 361 (relating to nonrecogni-
tion of gain or loss to corporations) applies, but only if the transfer
is in connection with a reorganization described in subparagraph
(4), (C), gD) (but only if the requirements of subparagraphs (A)
and (B) of section 354(b)(1) are met), or (F) of section 368(a)(1),
the acquiring corporation shall succeed to and take into account, as of
the close of the day of distribution or transfer, the items described in
subsection. (c) of the distributor or transferor corporation, subject to
the conditions and limitations specified in subsections (b) and (c).
(b) OreraTiNG RuLEs.—Except in the case of an acquisition in
connection with a reorganization described in subparagraph (F) of
section 368(a)(1)— .
o SB The taxable yéar of the distributor or transferor corporation
~ sh o) end on the date of distribution or transfer.

. (2) For purposes of this section, the date of distribution or
transfer shall be the day on which the distribution or transfer is
. completed; except that, under regulations prescribed by the
Secretary or his delegate, the date when substantially all of the
. ﬁfgperty‘has been distributed or transferred may be used if the
. distributor or transferor corporation ceases all operations, other
than li%hidating activities, after such'date. .
- (3) The .c,oxg)orationl acquiring property in a distribution or
transfer described in subsection (a) shall not be entitled to carry
back a net operating loss for a taxable year ending after the date
of distribution or transfer to a taxable year of the distributor or
transferor corporation. B
_ (c¢) IremMs oF ™aB DIsTRIBUTOR OR TRANSFEROR CORPORATION.—
The items referred to in subsection (a) are:
' 1) NET OPERATING LOSS CARRYOVERS,—* * *
2) EARNINGS AND PROFITS.—™* * *
3) CAPITAL LOSS CARRYOVER.—* * *
4) METHOD OF ACCOUNTING.—* * *

.. " . * * * *

(22) SuocEssor LIFE INSURANCE COMPANY.—If the acquiring
corporation is @ hg@ insurance company (as defined in section
801 (a)), there shall be taken into account (to the extent proper to carry -
out the purposes of this section and part I of subchapter L, and
under such requlations as may be prescribed by the Secretary or his
delegate) the items required to be taken into account for purposes of
part I of subchapter L (relating to life insurance companies) in
respect of the distributor or trangferor corporation.

(d) Operarrons Loss CarryBAcksYAND OARRYovERS oF LIFE

InsurRaNOE COMPANIES.—

For application of this part to 6peratiohs loss carrybacks and
carryovers of life insurance compq_nieq, see section 812(N).

L * * » . » .

[



84 LIFE INSURANCE COMPANY INCOME TAX. ACT OF. 1959

F“bpm A. 1955 formula. ' R -

T T

Subpart'B, 1942 formula. :
Subpart C. Miscellaneous provisions. , - Y

~ [Subpart, A—1955 Formula )
v  [Sec. 801. Déﬁ:tiftioxi‘;bf‘ lite iﬁéu.giance company.
., 7" [Sec. 802. Tax imposed for 1958, . - -

e Sec. 803, Income 'and deduotions,

Beo. 804, Reserve and other policy liability deduction.::
. . L8ec. 805. Special interest deduction. L

[SEC. 801. DEFINITION OF LIFE INSURANCE COMPANY. o
" (a% Lire InsuraNop CompaNy DEriNep.—For purposes of 'this
subtitle, the term ‘life insurance company’’ means an insurance tom-
pany which is' engaged in the business of issuing life insurance and
annuity contracts ‘éither separatelly or combined with health and
accident insiirance), or noncancellable contracts of health and accident
insuranée, if— L | | o
l[(1) its life insurance reserves (as defined in subsection (b)),
plus »
[(2) unearned premiums and unpaid losses on noncancellable
life, health, or accident policies not included in life insurance .
reserves, ' ‘ L S
comprise more than 50 percent of its total réserves (as defined in
subsection (c)). , o , :
L[(b) Lire INsuraNCcE RESERVES DEFINED,— "
[(1) In aenerAL.—For purposes of this part, the term “life
insurance reserves’’ means amounts— T
‘ [(A) which are computed or estimated on the basis of
recognized mortality or morbidity tables and assumed rates
of interest, and N
L(B) which are set aside t6 matiire or liquidate, either by
. {myment or reinsurance, futire unaccrued claims arising from
ife insurance, annuity, and‘noncancellable health and acci-
dent insurance contracts (including life insurance or annuity
contracts combined with noncancellable health and accident
insurance) involving, at the time with respect to which the
reserve is computed, life, health, or accident contingencies,
[(2) RESERVES MUST BE REQUIRED BY LAW.—HExcept—

L(A) in the case of policies covering life, health, and acci-
dent insurance combined in one policy issued on the weekly
premium payment plan, continuing for life and not subject to
cancellation; and . C e R

| L(B) as provided in paragraph (2), TR
in addition to the requirements set forth in paragraph (1), life
insurance reserves must be required, by law. o

[(3) AssessMENT compaNiEs.—In the case of dn ‘assessment
life 1nsurance company or association, the term ‘life insurance
reserves” includes— :

L(A) sums actuall;i\deposited by such company or associa-
tion with State or Territorial officers pursuant to law as
guaranty or reserve funds, and

[(B) any funds maintained, under the charter or articles
of incorporation or association (or bylaws approved by a

=



LFE INSURANCS COMPANY INCOMB TAX ACT OF 1080 8§

State insurance commissioner) of such company or associa-
tion, exclusively for the payment of claims arising under
certificates of membership or policies issued on the assess-
ment plan and not subject to any other use. ,
- [(4) AmouNnT or rEsERVE.—For purposes of this subsection,
subsection (a), and subsection (c), the amount of any reserve
(or portion thereof) for any ‘taxable year shall be the mean of
such reserve (or portion thereof) at the beginning and end of
the taxable year. o
[(c) Torar ResErvEs DeriNgp.—For purposes of subsection (a),
the term ‘“‘total reserves’’ means—
o [{lg life insurance reserves, - :
2) unearned premiums and unpaid losses not included in
life insurance reserves, and R Co

i - [£(3) all other/insurance réserves required by law.

(d) ApsusTuenTs IN RESERVES FOR PoLicy LioaNs.—For purposes
ohly of determining under subsection (a) whether or not an insurance
company is a life insurance company,: the life insurance reserves, and
the total reserves, shall'each be reduced by an amount equal to the
mean of the egates, at'the beginning and end of the taxable year,
of the policy loans outstanding with respect to contracts for which
life insurance reserves are maintained. o : ,

[(e) BuriaL axp FuNerAL BeENBFIT INsURANCE COMPANIES,—-A
burial: or funeral benefit insurance company engaged directly in the
manufacture of funeral supplies or the performance of funeral services
shall not be taxable under this part but shall be taxable under section
821 or section 831. '

[SEC. 802. TAX IMPOSED. : .

[(a) Tax ImposED.—A tax is hereby imposed for each taxable year
beginning after December 31, 1954, and before January 1, 1958, on
the income of every life insurance company. Except as provided in
_ subsection (c), such tax shall consist of & normal tax (computed under

aectiox; 11(b)) and & surtax (computed under section 11(c)) on the
sum of — v ' ' _'
)5( 1) the life insurance taxable income (as defined in subsettion

lus
) B Lt . 1 \
(2§ the non-life insurance taxable income (as defined in sub-
section (f)). g o o : ,
L®) Lire INsuraNcE TaxaBLE INcoME DEFINED.—For purposes
of this subpart, the term “life insurance taxable income’” means the -
u?t investment income (as defined in section 803 {(c)), minus the sum
of— o I y
[(1) the net investment income allocable to non-life insurance
reserves (determined under section 804(dz)) - o
""L(2) the Teserve and other policy liability deduction (deter-
‘mined under section 804), and ' L
L(3) the special interest deduction, if any, allowed by section
8065. - ' -
L(c) AurerNaTive Tax IN THE CasE oF CompaNIES HaviNGg NoN:
L1re INSURANCE RESERVES.— S o
' (1) IN @ENErAL.—In the case of a life insurance company
which has non-life insurance reserves, thé tax imposed by subsec-
tion (a) of this section for any taxable year beginning.after Decem-
ber 31, 1954, and before January 1, 1958, shall be the tax com-
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puted under such subsection (or under section 1201(a) if appli-
cable) or the tax computed under paragraph (2) of this subsec-
tion, whichever is the greater, L

[(2) ALTERNATIVE I PERCENT TAX ON NON-LIFE INSURANCE
BusINEss.—The tax referred to in paragraph (1) is a tax equal
to the sum of the following:

: S(A) A partial tax consisting of & normal tax (computed
under section 11(b)) and a surtax (computed under section
11(¢)) on the life insurance taxable income. . :

L[(B) A partial tax consisting of— '

L(G) 1 percent of the amount which bears the same
ratio to the gross investment income (reduced by the
deduction for wholly-exempt interest allowed by section
803(c)(1)) as the non-life insurance reserves bear to
tllm qualified reserves (determined under section 804(c)),
plus- . ,

L[@i) 1 percent of the excess of the amount by which
the net premiums on contracts meeting the requirements
of section 804(d)(2)(A) exceed the dividends to policy-
holders on such contracts. For purposes of this clause,
net premiums, and dividends to policyholders, shall be
computed in the manner provided in section 823.

[(d) Depvucrions For PArtiaLLy Tax-Exempr INTEREST.—

[(1) CoMPUTATIONS UNDER SUBSECTION (a).—For purposes of
computing the normal tax under subsection (a), there shall be
allowed as a deduction an amount which bears the same ratio
to the amount of the deduction provided by section 242 for par-
tially tax-exempt interest as (A) the sum of the life insurance
taxable income and the net investment income allocable to non-
life insurance reserves bears to (B) the net investment income

[(2) CoMPUTATIONS UNDER SUBSECTION (¢)(2)(A).—In com-
puting the normal tax for purposes of subsection (¢)(2)(A), there
shall be allowed as a deduction an amount which bears the same
ratio to the amount of the deduction provided by section 242
for partially tax-exemgt interest as (A) the life insurance taxable
income bears to (B) the net investment income.

[(e) AvLTerNATIVE TAX oN CapriTAL GaINs.—In the case of a life
insurance company which has non-life insurance reserves, the term
“‘excess’’ used in section 1201(a) (relating to alternative tax on capital
gains of corporations) means, for purposes of section 1201(a), an
amount which bears the same ratio to the excess described in such
section as the non-life insurance reserves (determined under section
804(d)) bear to the qualified reserves (determined under section
804(c)). For purposes of any such computation, a net cti;])ital loss
for any taxable year beginning before January 1, 1955, shall not be
taken into account. } o '

L) Non-Lire InsuraNce TaxaBLE INcoME DerinED.—For pur-
poses of this subpart, the term ‘non-life insurance taxable income”
means the net investment income allocable to non-life insurance
reserves (determined under section 804(d))— o o

[(1) increased by an amount which bears the same ratio to
the not capital gain as the non-life insurance reserves bear to
the qualified reserves; and , L

[(2) decreased by an amount which bears the same ratio to the
total of the deductions provided in sections 243, 244, and 245 as
the non-life insurance reserves bear to the qualified reserves.
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In computing & net capital gain for purposes of paragraph (1) of this
subsect?on, a net capital loss for any taxable'yearagtraglgming before
January 1, 1955, shall not 'be taken into account. - :
[SEC. 803, INCOME AND DEDUCTIONS,
[(a) AppLicATiON OF SECTION.—The definitions and rules contained
in this section shall apply only in the case of life insurance companies.
[(b) Gross INVEsTMENT INcOME.—For purposes of this part, the
term ‘‘gross investment income’’ means the sum of the following:
(1) The gross amount of income received or accrued from—
.E(A) interest, dividends, rents, and royalties,
- L(B) the entering into of any lease, mortgage, or other
instrument, or agreement from which the life insurance com-
pany derives interest, rents, or royalties, and
- [(C) the alteration or termination of any instrument or
agréement described in subparagraph (B).
[(2) The gross income from any trade or business (other than
an insurance business) carried on by the life insurance company,
or by a partnership of which the life insurance company is a
partner. In computing gross income under this paragraph, there
_shall be excluded any item described in paragraph (1).
In computing gross investment income under this subsection, there
shall be excluded any gain from the sale or exchange of a Capita.i asset
and ézny gain considered as gain from the sale or exchange of a capitai
asset. o , ,
[(¢c) NeT InvestMENT IncoME DEFINED.—The term ‘‘net invest-
ment income’’ means the gross investment income less the following-
deductions: e .
L) Tax-rree INTEREST.—The amount of interest received or
accrued during the taxable year which under section 103 is
excluded from gross income.
[(2) INVESTMENT EXPENSES.~—
[(A) Investment expenses paid or accrued during the
taxable year., ,: o
E(’.B)'If ‘any general expenses areé in part assigned to or
included in the investment expenses, the total deduction
under this paragraph shall not exceed— " o
- [@) one-fourth of 1 percent of the mean of the book
value of the invested assets held at the beginning and
end of the taxable year, plus ‘

[(@i1) one-fourth of the amount by which the net
investment income (computed without any deduction
for investment expenses allowed by this paragraph, or
for tax-free interest allowed by paragraph (1)) exceeds

.. 8% percent of the book value of the mean of the invested
"o+ ggsets held at the beginning and end of the taxable year. .
[(3) REAL EsTATE EXPENSES.—Taxes (as provided in section
164), and other expenses, paid or accrued during the taxable year
exclusively on or with respect to the real estate owned by the
company. No deduction shall be allowed under this paragraph
for any amount paid out for new buildings, or for permanent
 improvements or betterments made to increase the value of any
property. ' o Rt
[(4) DepreciaTioN.—The depreciation deduction allowed by
section 167. '
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u ,(reatingrto’depletioﬁ).n; B T S PO LR
[(6) TraDR OR ' BUSINESS ; DEDUCTIONS.—The deductions :al-
lowed by this subtitle (without regard to this part) which are

. attributable to any trade or business (other than an insurance
- business). carried on bg the. life ingurance company, or by a
e life' insurance company ‘is a partner;

STERNY \v(5)f»vapnmmN.——-The deduction allowed by sect,ion».(}l‘l

- ‘partnership’ of which t ,
except that for purposes of this paragraph— C
’ ~ [(A) _There shall be excluded losses from—. .
" L() sales or exchanges of capital assets,
(i) sales or exchanges of property used in the trade
or business (as defined in section 1231 (b)), and
[ (iii) the compulsory or involuntary conversion (as a
~result ‘of destruction, in whole or..in part, theft or
" seizure, ,or an exercise of the power of requisition or
condemnation or the threat or. imminence thereof) of
~ property used in the trade or businesg (as so defined).
[(ﬁ), Any item, to the extent attributable to the carrying
. on of the insurance business, shall not be taken into account.
L(C) The deduction for net operating losses provided in
section 172, and the special deductions for corporations pro-
_vided in part VIII of subchapter B, shall not. be allowed.
[(d) RenrarL VALUE oF ReaL Estare.—The deduction under'sub-
section (c) (3) and (4) on account of any real estate owned and occu-
pied in whole or in part by a life insurance company shall be limited
to an'amount Which%ears the same ratio to such deduction (computed
without reﬁard to this subsection) as the rental value of the space,not
so occupied bears to the rental value of the entire property. .
. [e) AmorTizaTioN oF PREMIUM AND Accrual oF Discount.—The
gross investment income, the deduction for wholly-exempt interest
allowed by subsection (cs(l), and the deduction allowed gection
242 (relating to partially tax-exempt interest) shall each be decreased
to reflect the appropriate amortiza 'on of premium and increased
to reflect the appropriate accrual of discount attributable to'the taxable
year on bonds, notes, debentures, or other evidences of indebtedness
held by a life insurance company. Such amortization and accrual
shall be determined— R , AR
" L(1) in accordance with the method regularly employed by such
company, if such method is reasonable, and
: [(2) in all other cases, in accordance with regulations prescribed
.., by the Secretary or his delegate,
[SEC. 804.. RESERVE AND OTHER POLICY LIABILITY DEDUCTION.
*.[(a) GENERAL RurLeE.—Except as provided in subsection (b), for
purposes of this subpari the term ‘‘reserve and other policy liability
deduction’’ means the sum of the amounts determined by applying the
following percentages to the excess of the net investment income over
the net-investment income allocable to non-life insurance reserves
(determined under subsection (d)): .
- - . [[(1) 87.5 percent of so much of such excess as does not exceed
- . $1,000,000;.and -
N [l\(/?) 85 percent of so much of such excess as exceeds $1,000,000.
[(b) Maximom DEpucTION.— ’
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[(1) IN¥ GENERAL.“~Thé reserve and other policy liability deduc-

‘tion shall'in'nio casé exceed that amount which is equal to the sum
“of the followihg: ~ -~ i T

(A) the amount equal 'to 2 times the dmount determined

under paragraph (1) of section 805(c) (relating to required

by

intereést on lifé insurance reserves);
[(B) the amount determined under paragraph (2) of sec-
tion 805(¢) (relating to required interest on reserves for
deferred dividends); ' - U
. [((((1);)) the amount of the interest paid (as defined in section
805(d)); g e e
[ (D) the dividends to policyholders paid or declared (other
-than dividends on' contracts ‘meeting the requirements of
subsection (d)(2)(A)); and R
- [(E).in the case of a mutual assessment life insurance com-
' pany or association, the amount equal to 2 times whichever
" of the following is the lesser: (i) the'amount of the net invest-
ment income on life insurance reserves described in subpara-
graph (A) or (B) of section 801(b)(3), or (ii) 3 percent of
the life insurance reserves so'described, W o
reduced by the amount of the adjustment for policy loans pro-
vided in paragraph &21) of this subsection.! For purposes of sub-
\OT'S E (D) of the preceding sentence, the term ‘“paid or
declared” shall be construed according to the method of account-
ing regularly employed 'in keeping the books of the insurance
company. o , R
[(2) REDUCTION FOR CERTAIN POLICY LOANS.—The adjustment
described in paragraph (1) of this subsection shall be an amount
equal to— ' : o '
1 [(A) the mean of the aggregates, at the be%inning'and end"
of the taxable year, of the outstanding policy loans with
respect to contracts for which life insurance reserves are
maintained, multiplied by : .
 [(B) the average rate of interest applicable to life insur-
ance reserves, - o : '
For purposes of subparagraph (B) of the preceding sentence, the
term ‘‘average rate of ‘interest a%phcab e to life insurancé re-
serves’’ means the ratio obtained by dividing the sum obtained
under paragraph (1) of section 805(c) by the sum obtained under
paragrth (1)?B) of section 805(c). co
" [(3) DivIDENDS RECEIVED DEDUCTION WHERE MAXIMUM LIMIT
APPLIES.— ' : R

L[(A) If paragraph (1} of this subsection reduces the
reserve and other policy liability deduction allowed.by this
section or section 812 for the taxable year, then in computing
life insurance taxable income under section 802(b), and in
computing life insurance company taxable income under
section 811(b), there shall be allowed an additional deduction
in an amount determined under'subparagraph-(B).

[(B) The amount of the additional &du«:txo_n"referred to
in subparagraph (A) shall be the amount which bears the
same ratio to the total of the deductions provided in sections
243, 244, and 245 as the net investment income reduced by
the sum of-— T T



90 LIFE INSURANCE COMPANY INCOME, TAX ACT.OF 1059

L(i) the net. investment income. allocable to non-life
insurance reserves (or, for purposes of section '811(b),
the amount of the adjustment for certain reserves pro-
vided in section 813),and .. = ‘
E(ii) 100/85 of the maximum limitation determined
under paragraphs (1) and (2) of this subsection,
bears to the net investment income. = .. e
[(c) QuaLririep ResERvVES DEFINED.—For Furposes of this subpart,
the term ‘“‘qualified reserves’’ means the sum of the following:
- [(1) The life insurance reserves (as defined in section 801(b))
plus 7 percent of that portion of such reserves as are,_computed
on a preliminary term basis.. j .
” )[((2))) The non-life insurance reserves (as defined in subsection
2)). - i

[(3) The amounts (discounted at the rates of interest assumed
by the company) necessary to satisfy the obligations under insur-
ance and annuity contracts (including contracts supplementa
thereto), but only if (A) such obligations when satisfied will
reflect an increment in the nature of interest, and .(B) such
obligations do not involve (at the time with reslpect to which
the computation is made under this paragraph) life, health, or
accident contingencies. = | , |

[(4) The amounts held at the end of the taxable year as reserves
for dividends to policyholders, the payment of which dividends is
deferred for a period which expires not earlier than 5 years from
the date of the policy contract. This paragraph does not apply
to dividends payable during the year following the taxable year.

[(5) Dividend accumulations, and other amounts, held at in-
terest in connection with insurance or annvity contracts (including
contracts supplementary thereto). ‘ - :

[ (6) Premiums received in advance, and liabilities for premium
deposit funds. | .

In applying this subsection the same item shall be counted only once.
For purposes of this section (other than paragraph (4) of this sub-
section), the amount of any reserve (or portion thereof) for any tax-
able year shall be the mean of such reserve (or portion thereof) at
the beginning and end of the taxable year.

[(d) Ner INvEsTMENT INCOME ALLOCABLE TO NonN-LiFE INsUR-
ANCE RESERVES.— , ‘

[(1) AirocaTioN rRATIO.—For purposes of this subpart, the
net investment income allocable to non-life insurance reserves
is that amount which bears the same ratio to the net investment
income as such reserves bear to the qualified reserves.

[(2) NoN-LIFE INSURANCE RESERVES DEFINED.—Ior purposes
of this subpart, the term ‘“non-life insurance reserves’’ means the
sum of the unearifed premiums and the unpaid losses (whether or
not ascertained)— v '

[(A) on contracts other than life insurance, annuity, and
noncancellable health and accident insurance contracts (in-
cluding life insurance or annuity contracts combined with
noncancellable health and accident insurance), and

[(B) which are not included in life insurance reserves (as
defined in section 801(b)). , - o

For purposes of this paragraph, such unearned prémjums shall
not be considered to be less than 25 percent of the net premiums
written during the taxable year on such other contracts.
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[(3) ADJUSTMENTS WITH RESPECT TO CERTAIN NON-LIFE INSUR-
ANCE CONTRAcTS.—For purposes of this subpart, if—

[(A) any computation under this subpart is made by
reference to a contract meeting the requirements of para-
graph (2)(A) of this subsection, and

&B) part of the reserves for such contract are life insur-
ance reserves, '

then, under regulations prescribed by the Secretary or his dele-
gate, proper adjustment shall be made in the amount taken into
account with respect to such contract for purposes of such
computation.

[SEC. 806. SPECIAL INTEREST DEDUCTION.

[(a) SpeciaL INTeEREST DEDUCTION.—For purposes of the tax
imposed by section 802 (and the tax imposed by section 811), there
shall be allowed a special interest deduction determined as follows:

[(1) Divide the amount of the adjusted net investment income
(as defined in subsection (b)) by the amount of the required
interest (as defined in subsection (¢)).

[(2) If the quotient obtained in paragraph (1) is 1.05 or more,
the special interest deduction shall be zero. -

[(3) If the quotient obtained in paragraph (1) is 1.00 or less,
the special interest deduction shall be an amount equal to 50
percent of the amount by which-—

[(A) the net investment income (reduc¢ed by the net in-
vestment income allocable to non-hfe insurance reserves),
exceeds ,

[(B) the reserve and other policy liability deduction for
the taxable year. ' '

[(4) If the quotient obtained in paragraph (1) is more than
1.00 but less than 1.05, the special interest deduction shall be the’
amount obtained by multiplying— '

[(A) the amount by which (i) the net investment income
(reduced by the net investment income allocable to non-life
insurance reserves) exceeds (ii) the reserve and other policy
liability deduction for the taxable year, b;

[(B) 10 times the difference between the figure 1.05 and
the quotient obtained in paragraph (1).

[(b) ApsusTep NEr InvEsTMENT INCcOME.—For purposes of sub-
section (a) (1), the term ‘“‘adjusted net investment income’’ means—

[(1) the net investment income ﬁcompubed without the deduc-
tion for wholly-exempt interest allowed by section 803(c)(1)),
minus 4

[(2) 50 percent of the net investment income allocable to
non-life insurance reserves, .

[(c) Requirep INTEREST.—For purposes of subsection (a)(1), the
term “required interest’’ means the total of — :

L(1) the sum of the amounts obtained by multiplying—

[(A) each rate of interest assumed 1n computing the tax-
payer’s life insurance reserves, by

E(B) the means of the amounts of the taxpayer’s life
insurance reserves computed at such rate at the beginning
and end of the taxable year, plus 7 percent of the portion
of such reserves at such rate as are computed on & preliminary
term basis; '

40690—50—7
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[(2) the sum of the amounts obtained by multiplying—

L(A) each rate of interest assumed in computing the tax-
payer’s reserves for deferred dividends described in section
' 804(c)(4), by

. [(B) the means of the amounts of such reserves computed

~at such rate at the end of the taxable year; and

[1(3) interest paid. ' ' .
'[(d) InTEREST PAID.—For purposes of subsection (c)(3), the term
“interest paid’’ means— ) V N

(1) all interest paid or accrued within the taxable year on
indebtedness, except on indebtedness incurred or continued to
purchase or carry obligations (other than obligations of the

United States issued after September 24, 1917, and originally

subscribed for by the taxpayer) the interest on which is wholly

exempt from taxation under this chapter; and

[(2) all amounts in the nature of interest, whether or not
guaranteed, paid or accrued within the taxable year on insurance
or annuity contracts (or contracts arising out of insurance or
annuity contracts) which do not involve, at the time of payment
or accrual, life, health, or accident contingencies. ’

I[Subpart B—1942 Formula

Sec. 811, Tax imposed. )
Sec. 812, Reserve and other policy liability deduction.
Sec. 813. Adjustment for certain reserves.

[SEC. 811. TAX IMPOSED.

[(a) Tax Imposep.—A tax is hereby imposed, on the life insurance
company taxable income of every life insurance company, for each tax-
a})le year beginning after December 31, 1957. Such tax shall consist
of — %

(b)[(l)da normal tax on such income computed under section 11

, an
[152) a surtax on such income computed under section 11(c).
[(b) Lire INsurRaANCE CoMPANY TAaxABLE INcoME DEFINED.-—For
purposes of this subpart, the term “life insurance company taxable
mco(m)e)a” means the net investment income (as defined in section
803(c))— ,

' [(1) minus the reserve and other policy liability deduction
allowed by section 812,
“[(2) minus the special interest deduction, if any, allowed by
section 805, and’ ' ‘ ]
.,(!:(3) plus the amount of the adjustment for certain reserves pro-
vided in section 813. A , .
For purposes of the normal tax, the life insurance company taxable
income shall be reduced by the deduction provided in section 242 for
partially tax-exempt interest. o ‘

. [(c) RuLE ror CoMpUTATION OF SPEOIAL INTEREST DEDUCTION.—
In computing the special interest deduction under section 805 in the
case of any taxable year with respect to which a tax is imposed under
this section— T L o

- (!:(1) in lieu of the rediiction of the net investment income pro-

~ vyided in paragraphs (3)‘(A;l and (4)(A) of section 805(a), the

net investment income shall be reduced by ‘the ameunt of the
adjustment for certain reserves provided in section 813, and
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+[[(2) in lieu of subtracting. the amount provided. in paragraph

(2): of section 805(b), subtract 50 percent of the amount of ;tY\_e

adjustment for certain reserves provided in section 813. .. .
[SEC. 812, RESERVE AND OTHER POLICY LIABILITY DEDUCTION.

[(a) GENERAL RuLk.—For purposes of this subpart, the term ‘‘re-
serve and other 1policy liability deduction” means an amount com-
puted by multiplying the net investment income by a figure, to be
determined and proclaimed by the Secretary or his delegate for each
taxable year with respect to which a tax is imposed by section 811.
This figure shall be based on such data with respect to life insurance
companies for the preceding taxable year as the Secretary or his
delegate considers representative and shall be computed in accordance
with the following formula: The ratio which a numerator comprised
of the aggregate of the sums of— . : '

(1) 2 percent of the reserves for deferred dividends, )
(2) interest paid, and : \ no
(3) the product of— ‘ x
E(A) the mean of the adjusted reserves at the beginning
and end of the taxable year, and : -

, L(B) the reserve earnings rate, - o
bears to a denominator comprised of the aggregate of the excess of net
investment incomes (computed without the deduction for wholly-
exempt interest aHowed by section 803(c)(1)) over the adjustment
for certain reserves provided in section 813. ~ :

[(b) Derinttions.—For purposes of subsection (a)—

[(1) RESERVES FOR DEFERRED DIVIDENDS.—The term “reserves
for deferred dividends’” has the same meaning as when used in
section 504(c)(4). o ‘

[(2) InTeEREST PAID.—The term “interest paid’’ has the mean-
ing given to such term by section 805(d). - o

%%3) ApsusTEp RESERVES.—The term “adjusted reserves’

means the life insurance reserves (as defined in section 801(b)),

plus 7 percent of that portion of such reserves as are computed

on a preliminary term basis. ' _ S

[(4) RESERVE EARNINGS RATE.—The term ‘‘reserve earnings
rate’”’ means a rate computed by adding 2.1125 percent (65 per-
cent of 3% percert) to 35 percent of the average rate of interest
assumed in computing life Insurance reserves. Such average rate
shall be calculated by multiplying each assumed rate of interest
by the means of the amounts of the adjusted reserves computed
at that rate at the beginning and end of the taxable year and
dividing the sum of the products by the mean of the total ad-
justed reserves at the beginning and end of the taxable year.

[(c) Maximum Depucrion.—The reserve and other policy liability
deduction allowed by subsection (a) of this section shall in no case
exceed an amount equal to the amount which’' would be determined -
under subsection (b) of section 804 if such subsection applied with
respect to the taxable year. '
[SEC. 813. ADJUSTMENT FOR CERTAIN RESERVES. S

[In the case of alife insurance company writing contracts other
thén life insurance, annuity, and noncancellable health and accident
insurance contracts (including life .insurance or annuity contracts
combined with noncancellable health and accident insurance), ‘the
term “adjustment for certain reserves’’ means, for purposes of this sub-
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pert, 'an amount'equal to 3% percent of the unearned premiums and
unpeid losseés on such other contracts which are not included in life
insurance reserves (as defined in section 801(b)). For purposes of
this section, such unearned premiums shall not be considered to be less
than 25 percent of the net premiums written during the taxable year
on such other contracts. ‘

[Subpart C—Miscellaneous Provisions

Sec. 817. Denial of double deductions.

Sec. 816. Foreign life insurance companies.
Sec. 818. Certain new insurance companies.

[SEC. 816. FOREIGN LIFE INSURANCE COMPANIES.

[(a) CArrYING oN UnNiTED STATES INSURANCE BUusiness.—A for-
eign life insurance company carrying on a life insurance business
within the United States, if with respect to its United States business
-it would qualify as a life insurance company under section 801, shall
be taxable in the same manner as a domestic life insurance company;
except that the determinations necessary for purposes of this subtitle
shalf)be made on the basis of the income, disbursements, assets, and
liabilities reported in the annual statement for the taxable year of the
United States business of such company on the form approved for
life insurance companies by the National Association of Insurance
Commissioners. :

[(b) No Unrrep Stares INsuranNce Business.—Foreign life in-
surance companies not carrying on an insurance business within the
United States shall not be taxable under this part but shall be taxable
as other foreign corporations.

[SEC. 817. DENIAL OF DOUBLE DEDUCTIONS.

[Nothing in this part shall permit the same item to be deducted
more than once. ‘
[SEC. 818. CERTAIN NEW INSURANCE COMPANIES, A
[(a) GenEraL RurLe.—If the taxable year begins not more than
9 years after the first day on which the taxpayer was authorized to do
business as an insurance company, then— |
[(1) for purposes of subpart A, the life insurance taxable in-
come shall not exceed (A) the amount of the net gain from opera-
tions after dividends to policyholders, reduced by (B)(i) the net
investment income allocable to non-life-insurance reserves and
(ii) the special reduction for dividends received provided by
-subsection (c); or
[(2) for purposes of subpart B, the life insurance company
taxable income shall not exceed (A) the amount of the net gain
from operations after dividends to policyholders, reduced by (B)
the special reduction for dividends received provided by sub-
section (c). ' :
For purposes of this subsection, the net gain from operations after
dividends to policyholders shall be computed in the manner required
for purposes of the annual statement approved by the National Con-
vention of Insurance Commissioners, except that no reduction shall
be made for any Federal income tax. o )
[(b) LimirarioN.—This section shall not reduce the tax for any
taxable year below the amount which (but for this section) would be
imposed by section 802 or section 811, as the case may be, computed
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without the applicable limitation on the reserve and other policy
liability- deduction contained in section 804(b) or section 812(c).

[(c) SpeciaL RuLe ror Divipenps Receivep.—The reduction
referred to.in paragraph (1)(B)(ii) and in paragraph (2)(B) of sub-
section (a) shall be an amount computed under section 804(b)(3),
except that, for purposes of such computation, the maximum limita-
tion referred to in section 804(b)(3)(B)(ii) shall be—

L[(1) in the case of a taxable year with respect to which tax is
imposed by section 802, the amount by which (A) the net invest-
ment income (reduced f)y the net investment income allocable to
non-life insurance reserves), exceeds (B) the life insurance taxable
income (computed without regard to the reduction provided by
this subsection); or , o

[(2) in the case of a taxable year with respect to which tax is
imposed by section 811, the amount by which (A) the sum of the
net investment income and the amount of the adjustment for
certain reserves provided in section 813, exceeds (B) the life
insurance company taxable income (computed without regard to
the reduction provided by this subsection).]

PART I—LIFE INSURANCE COMPANIES

Subpart A. Definition; lax imposed.

Subpart B. Investment income.

Subpart C. Gain and loss from operations. v
Subpart D. Distributions to shareholders.
Subpart E. Miscellaneous provisions.

Subpart A—Definition; Tax Imposed

Sec. 801. Definition of life insurance company.
Sec. 802. Tax imposed.

SEC. 801. DEFINITION OF LIFE INSURANCE COMPANY.

(@) Lirk- INsurRancE Company Derinep.—For purposes of this
subtitle, the term ‘‘life-insurance company’’ means an insurance company
which 1s engaged in the business of isswing life insurance and annuity
contracts (either separately or combined with health and accident insur-
ance), or noncancellable contracts of health and accident insurance, yf—

(1) its life insurance reserves (as defined in subsection (b)), plus
" (2) unearned premiums, and unpaid losses (whether or not ascer-
tained), on noncancellable life, health, or accident policies not in-
cluded in life insurance reserves, ,
comprise more than 60 percent of its total reserves (as defined in sub-
sectron (c)).

() Lire INSURANCE RESERVES DEFINED.— . ,

(1) In eeENERAL.—For purposes of this part, the term ‘‘life
insurance reserves’ means amounts—

(A) which are computed or estimated on the basis of recog-
nized mortality or morbidity tables and assumed rates of
interest, and o

(B) which are set aside to mature or liquidate, either by pay-
ment or reinsurance, future unaccrued claims arising from
life insurance, annuity, and noncancellable health and accident
insurance contracts (vncluding life insurance or annuity con-
tracts combined with noncancellable health and accident insur-
ance) involving, at the time with respect to which the reserve is
computed, life, health, or accident contingencies.
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(2) RESERVES MUST BE REQUIRED BY Law.—Ezcept—

(A) in the case of policies covering life, health, and acczdent

~ insurance combined in one policy issued on the weekly premium

- payment: plan, contmwmg for life and not sub]ect to czmcellw—

tion,

(B) in the case of pol'wws 1ssued by an orgamzatzon whwh
meets the requirements of section 601(c)(9) other than the
requirement of subparagraph (B) thereof, and

: (O) as provided in paragraph (3), ‘
tn addition to the requirements set forth in paragraph (1), life insur-
ance reserves must be required by law.

(3) AssessMENT coMPANI1ES.—In the case ‘of an assessment
life insurance company or association, the term “hfe nsurance

- reserves’’ includes— _

(A) sums actually deposited by such company or association
with State or. Territorial officers pursuant to law as quarcmty or
reserve funds, and

(B) any . funds maintained, under the charter or articles of
mcorporatwn or association (or bylaws approved by a State
insurance commassioner), of such company or association,
exclusively for the payment of claims arising under cert'zjicates
of membership or policies issued on the assessment plan and
not subject to any other use.

For purposes of this part, the rate of interest assumed in calculating
the reserves described in subparagraphs (A) and (B) shall be 3
percent.

(4) Derrciency RESERVES EXCLUDED.—The term ‘‘life insur-
ance reserves’’ does not include deficiency reserves. - For purposes of
this subsection and subsection (c), the deficiency reserve for any
contract is that portion of the reserve for such contract equal to the
amount (¢f any) by which—

(A) the present value of the future net premiums required for
such contract, exceeds

(B) the pr esent value of the future actual premiums and con-
stderation charged for such contract.

(6) AmouNnT oF RESERVES.—For purposes of this subsection,
subsection (a), and subsection (c), the amount of any reserve (ar
portion thereof) for any taxable year shall be the mean of such re-
serve (or portion thereof) at the beginning and end of the taxable
year.

(¢) Torar Rrserves Drerinep.—For purposes of subsectzon (@),
the term ‘‘total reserves’ means——

(1) life insurance reserves,

. (2) unearned premiums, and unpaid losses (whether or not ascer-
tained), not included in life insurance reserves, and

(3) all other < insurance reserves re wired by law.

The term “‘total reserves” does not mcluj deficiency reserves (within the
meaning of subsection (b)(4)).
(d) ApsustmenTs IN RESERVES FOR Poricy Loans.—For purposes
only of determining under subsection (a) whether or mot an insurance
an'y 18 a life insurance company, the life insurance reserves, and the
reserves, shall each be reduced by an amount equal to the mean of the
aggregates, at the beginning and end of the tazable year, of the policy
loans outstanding. with respect to contracts for whwh que insurance re-
serves are maintained.
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(¢) GuaranTeEED RENEWABLE CoONTRACTS.—For purposes of this
part, gua‘mnteed renewable life, health, and accident insurance shall be
treated in the same manner as noncancellable life, health, and accident
insurance. o \ L

(f) Buriar aNp Fungrar BENEriT INSURANCE CoMmPANIES.—A
bural or funeral benefit insurance company engaged directly n the
manufacture of funeral supplies or the performance of funeral services
shall not be taxable under this part but shall be taxzable under section 821
or section 831. ‘ _ ' ‘

(9) VARIABLE ANNUITIES.— '

(1) .INn 6eNERAL.—For purposes of this part, an annuity contract
includes a contract which provides for the payment of a variable
annuity computed on the basis of recognized mortality tables and
the tnvestment experience of the company issuing the contract. .

. (2) CurreNT EARNINGS RATE.—For purposes of section
806(b)(1), the current earnings rate of a life insurance company
with respect to contracts described in paragraph (1) is the current -
earnings rate determined under such section reduced by— '

(A) the annual rate of the actuarial margin charge as pre-
scribed by the contract, or

(B) if no such rate ©; prescribed by the contract, the percentage
obtained by dividing the amount of the actuarial margin charge
on all contracts describedin paragraph (1) issued by the taz-
payer by the mean of the taxpayer’s asets obligated wunder all
such contracts to satisfy liabilities under all such contracts.

(8) Assumep rATE.—For purposes of this part, the rate of
wnterest assumed by the taxpayer for any taxable year in calculating
the reserve on an annuity contract described in paragraph (1) shall
be the percentage obtained under paragraph (2). '

(4) INCREASES AND DECREASES IN RESERVES.—In the case of
annuity contracts described in paragraph (1)— ’

(A) for purposes of section 810, any increase in reserves
shall be computed only with respect to increases by reason of
premiums and gross investment income, and o

(B) for purposes of section 810, any decrease in reserves
shall be computed only with respect to decreases by reason of
benefits pard under such contracts. ~

(6) TerminariOoN.—Paragraphs (1), (2), (3), and (4) shall not
apply with respect to any taxable year beginning after December 31,
1962,

SEC. 802. TAX IMPOSED. -

(@) Tax ImMpPosSEDp.—

(1) IN GENERAL.—A tax is hereby imposed for each taxable
year beginning after December 31, 1957, on the life insurance
company taxable income of every life insurance company. Such
taz shall consist of — o '

(A) ‘@ normal tax on such income computed at the rate pro-
vided by section 11(b), and

(B) a surtax, on so much of such income a8 exceeds $25,000,
computed at the rate provided by section 11(c).

(2) Tax IN CASE OF CAPITAL GAINS.—If for any tazable year
beginning after December 31, 1968, the net long-term capital gain
of any lf&{: msurance company exceeds the net short-term capital loss,

" there 18 hereby tmposed a tax equal to 26 percent of such excess.
 + . (3) Specrar ruLk roR 1969 anD 1960.—If any amount 18 sub-
tracted from the policyholders surplus account under section 815(e) (3)
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Jor a tazablé year beginning in 1959 or 1960 on account of a distribu-
tion vn 19569 or 1960 (not including any distribution treated under
section 815(d)(2) (B) as made in 1959 or 1960), the tax tmposed for
such taxable year on the life insurance company taxable income shall
be the amount determined under paragraph (1) reduced by the follow-
ing percentage of the amount by whick the tax imposed by paragraph
(1) 28 (without regard to this paragraph) increased, on account of
the amount so subtracted, by reason of section 802(b)(3)—
(A) vn the case of a taxable year beginning in 1969, 66%
percent; and
(B) in the case of a taxable year beginning in 1960, 33%
percent.
The preceding sentence shall not apply with respect to any payment
treated as a distribution under section 815(d)(3).

(0) Lire INsurancE CompaNy TaxaBrLe INcoMr DEerINED—For
purposes of this part, the term ‘‘life insurance company taxable income’’
means the sum of— ' o

(1) the taxable investment income (as defined in section 804) or,
if smaller, the gain from operations (as defined in section 809),
(2) +f the gain from operations exceeds the taxable investment
wncome, an amount equal to 50 percent of such excess, plus
(8) the amount subtracted from the policyholders’ surplus account
or the taxable year, as determined under section 815.
In the case of a taxzable year beginning in 1968, if the amount determined
under paragraph (2) (without regard to this sentence) exceeds the amount
determined under paragraph (1), the amount taken into account under
paragraph (2) shall be reduced by an amount equal to 10 percent of such
excess.
Subpart B—Investment Income

-Sec, 804. Taxable tnvestment income.
Sec. 805. Policy and other contract liability requirements.
Sec. 808. Certatn changes in reserves and assels.

SEC. 804. TAXABLE INVESTMENT INCOME.

(@) IN GENERAL.— :

(i) EXCLUSION OF POLICYHOLDERS' SHARE OF INVESTMENT
vIELD.—The policyholders’ share of each and every item of invest-
ment yield (including tax-exempt interest, partially taz-exempt in-
terest, and dividends received) of any life insurance company shall
not be included in taxable investment income. For purposes of the
preceding sentence, the policyholders’ share of any item shall be that
percentage obtained by dividing the policy and other contract liability
requirements by the investment yield. .

(2) TAXABLE INVESTMENT INCOME DEFINED.—For purposes o{
this part, the taxable investment income for any taxable year shall
be an amount (not less than zero) equal to the sum of the life tnsurance
company’s share of each and every item of investment yield (including
tax-exempt interest, partially tax-exempt inierest, and dividends
received), reduced by—

(A) the sum of— g .
() the life insurance company’s share of interest which
under section 103 is excluded from gross income, ‘
(12) the deduction for partially tax-exempt interest
provided by section 242 (as modified by paragraph (3))
computed with respect to the Life insurance company’s
share of such interest, and
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(i3) the deductions for dividends received provided by
sections 243, 244, and 246 computed with respect to the
life insurance company’s share of the dividends received;

a ‘
~(B) the small business deduction provided by paragraph (4).
For purposes of the preceding sentence, the life insurance com-
pany’s share of any item shall be that percentage which, when added
to the percentage obtained under the second sentence of paragraph (1),
equals 100 percent. _

(8) PARTIALLY TAX-EXEMPT INTEREST.—For purposes of this
i)art, the deduction allowed by section 242 shall be an amount-which
ears the same ratio 'to the amount determined under such section
without regard to this paragraph as (A) the normal tax rate for the
taxzable year prescribed by section 11, bears to (B) the sum of the
normal tax rate and the surtax rate for the tazable year prescribed by
section 11.

(4) Syarr Business pepucrioN.—For purposes of this part,
the small business deduction is an-amount equal to 10 percent of the
tnvestment yield for the tazable year. The deduction under this

_ paragraph shall not exceed $26,000.

(6) Exceprion.—If it is established in any case that the applica-
tion of the definition of taxzable investment income contained in para-
graph (2) results in the imposition of tax on— .

(A) any interest which under section 103 is excluded from
gross income, :

(B) any amount of interest which under section 242 (as
modified by paragraph (3)) is allowable as a deduction, or

(C) any amount of dividends received which under sections
248, 244, and 246 is allowable as a deduction, _

adjustment shall be made to the extent necessary to prevent suck
imposition, o
(b) Gross INvesrmeNT INcoMe.—For purposes of this part, the
term ‘‘gross investment income’’ means the sum of the following:

(1) InrerEST, ETC.—The gross amount of income from—

(A) interest, dividends, rents, and royalties,

(B) the entering into of any lease, mortgage, or other instru~
ment or agreement from which the life insurance company de-
rives interest, rents, or royalties, and

(C) the alteration or termination of any instrument or agree-
ment described in subparagraph (B). .

(2) SHORT-TERM CAPITAL GAIN.—In the case of a taxableyear
beginning after December 31, 1958, the amount (1f any) by which
the net short-term capital gain exceeds the'net long-term capital loss.

(8) TraDE or BUSINESS INcOME.—The gross income from any
trade or business (other than an insurance business) carried on
the life insurance company, or by a partnership of which the life
insurance company s a pariner. In computing gross income under
this {dgt)g?’dph, there shall be excluded any item described in para-
graph (1). - '

Except as provided in paragraph (2), in computing gross z?}estment -
come under this subsection, there shall be excluded any gain from the sale
or exchange of a capital asset, and any gain considered as gain from the
sale or exchange of a capital asset.
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(¢) InvesruMeNT Y1ELD DErINED.—For purposes of this part, the
term ‘“investment yield”’ means the gross investment income less the follow-
ing deductions— v , '

(1) INvESTMENT EXPENSES.—Investment expenses for the tax-
able year. If any general expenses are i?:afxart assighed to or in-
cluded in the investment expenses, the total deduction under this
paragraph shall not exceed the sum of—

(A) one-fourth of one percint of the mean of the assets (as
defined in section 805(b)(3)) held at the beginning and end of
the tazable year,

(B) the amount of the mortgage service fees for the taxable
year, plus :

((5‘) whichever of the following is the greater: -

(v) one-fourth of the amount by which the investment
yreld (computed without any deduction for investment ex-
penses allowed by this paragraph) exceeds 3% percent of
the mean of the assets (as defined in section 806 (b)(S)g held
atfthe beginning and end of the taxable year, reduced by the
amount described in subparagraph (B), or

(12) one-fourth of one pcrcent of the mean of the value of
mortgages held at the beginning and end of the taxable
year for which there are mo mortgage service fees for the
taxable year.

- (2) Rrar Esrare ExPENSES.—The amount of taxes (as provided

in section 164), and other expenses, for the taxable year exclusively
on or with respect to the real estate owned by the company. No

deduction shall be allowed under this paragraph for any amount

g)aid out for mew buildings, or for permanent vmprovements or
etterments made to increase the value of any property.

(83) Deprecrarion—The deduction allowed by section 167.
The deduction under this paragraph and paragraph (2) on account
of any real estate owned and occupied for insurance purposes in
whole or in part by a l’i;fe nsurance company shall be limited to an
amount which bears the same ratio to such deduction (computed
without regard to this sentence) as the rental value of the space not so
occupted bears to the rental value of the entire property.

(4) DEeprLETION.—The deduction allowed by section 611 (relating
to depletion). '

(6) TrapE or BUsINESS DEDUCTIONS.—The deductions allowed
by this subtitle (without regard to this part) which are attributable to
any trade or business (other than an insurance business) carried on
by the life insurance company, or by a partnership of which the life
insurance company 1is a partmer; except that in computing the
deduction under this paragraph—

(A) There shall be excluded losses—

(2) from (or considered as from) sales or exchanges of
capital assets, ,

%) from sales or exchanges of property used in the trade
or business (as defined in section 1231(b)), and .

(12) from the compulsory or tnvoluntary conversion (as
a result of destruction, tn whole or in part, theft or seizure,
or an exercise of the power of requisition or condemnation’
or the threat or tmminence thereof) of property used in the
trade or business (as so defined).
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(B) Any item, to the extent attributable to.the carrying on of
. - the insurance bpusiness, shall not be taken into account.
" (O) The deduction for net operating losses provided in section
172, and the special deductions for corporations provided in
part VIII of subchapter B, shall not be allowed.
SEC 805. POLICY AND OTHER CONTRACT LIABILITY REQUIRE-

-MENTS. ' '

(@) In GengraL.—For purposes of this part, the term.*‘ policy and
other gontmct liability requirements” means, for any taxable year, the
sum of—-

(1) the adjusted life insurance reserves, multiplied by the average
earnings rate, ‘

(2) the mean of the pension plan reserves at the beginning and
end of the taxable year, multiplied by the current earnings rate, and

(8) the interest paid. - K

(b) Earnings Rares.— ) .

(1) CURRENT EARNINGS RATE.—For purposes of this part, the
gurgeztd earnings rate for any taxable year is the amount determined
y dividing— : .

(A) the taxpayer’'s investment yield for such taxable year, by

(B) the mean of the tazpayer’'s assets at the beginning and
end of the taxable year. '

(2) AVERAGE EARNINGS RATE.— , ‘

(A) In @enERAL.—For lpw'poses of this part, the average
earnings rate for any tazable year is the average of the current
earnings rates for such taxable year and for each of the 4
taxzable years tmmediately preceding such taxzable year (exclud-

ing any of such 4 taxable years for which the taxpayer was not
an Insurance company). ‘ . '

(B) SpEé1AL RULES.—For purposes of subparagraph gA)——

() the current earnings rate for any tazable year begin-
ning before January 1, 1968, shall be determined as if this
part (as n effect for 1968) applied to such tazable year, and

(12) the current earnings rate for any taxable year of
any company which, for such year, is an insurance com-
pany (but not a life insurance company) shall be deter-
mined as if this part applied to such company for such year.

(8) Assers.—For purposes of this part, the term *““asscts’’ means
all assets of the company (tncluding nonadmatted assets), other than
real and personal property (excluding money) used by it in carrying
on an insurance trade or business. For purposes of this paragraph,
the amount attributable to— .

(A) real property and stock shall be the fair market value
thereof, and . ' ) :

(B) any other asset shall be the adjusted basis (determined
without regard to fair market value on December 31, 1958) of
such asset for purposes of determining gain on sale or other
dispogition. - - , , '

(¢) Apsustep Lirg INSURANCE RESERVES.—

(1) AprusrTep. LIFE INSURANCE RESERVES DEFINED.—For pur-
poses of this part, the term “‘adjusted life ineurance reserves” means—

(A) the mean of the life in-urance reservex (as defined in
section 801(b)), other than pension plan reserves, at the begin-
ning and end of the taxable year, multiplied by .
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(B) that percentage which equals 100 percent—

(t) increased by that percentage which is 10 times the
average rate of interest assumed by the taxpayer in calcu-
lating such reserves, and ,

(22) reduced by that percentage which ts 10 times the
average earnings rate.

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

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

(B) by dividing (¢) the sum of the products ascertained under
subparagraph (A), by (1) the mean of the total of such reserves
at the beginning and end of the taxable year.

(d) PenstoN PrAn RESERVES.—

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

(A) purchased under contracts entered into with trusts which
(as of the time the eontracts were entered into) were deemed to be
(3) trusts described in section 401 (a) and exempt from tax under
section 601 (a), or (it) trusts exempt from tax under section 166
of the Internal Revenue Code of 1939 or the corresponding
provistons of prior revenue laws;

- (B) purchased under contracts entered into under plans which

(as %f the time the contracts were entered into) were deemed to
be plans meeting the requirements of section 401(a) (3), (4),
(6), and (6), or the requirements of section 166(a) (3), (4),
(6), and (6) of the Internal Revenue Code of 1939;

(O) provided for employees of the life insurance company
under a plan which, for the tazable year, meets the requirements
of section 401(a) (3), (4), (6), and (6); or

(D) purchased to provide retirement annuities for its employ-
ees by an organization which (as of the time the contracts
were purchased) was an organization described in section 501
(¢) (3) which was exempt from tax under section 601 (a) or was
an organization exempt from taxr under section 101(6) of the
Internal Revenue Code of 1939 or the corresponding provisions
of prior revenue laws.

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

(A) in the case of a taxable year beginning after December 31,
1967, and before January 1, 1969, zero;

(B) in the case :}f a taxable year beginning after December 31,
1968, and before January 1, 1960, 33% percent of the amount
thereof (determined without regard to this paragraph);

(C) in the case :)71’ a taxable year beginning after December 31,
1969, and before January 1, 1961, 66% percent of the amount
thereof (determined without regard to-this paragraph); and

(D) an the case of a tazable year beginning after December 31,
1960, 100 percent of the amount thereof.

~(¢e) InTEREST PArp.—For purposes of this part, the interest paid for
any tazable year is the sum of— a ' '
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(1) INTEREST-ON INDEBTEDNESS.—AIl interest for the taxzable
year on indebtedness, except on indebtedness incurred or continued
to purchase or carry obligations the interest on which ts wholly
exempt from taxation under this chapter. _

(2) AMOUNTS IN THE NATURE OF INTEREST.—AIll amounts in the
nature_of interest, whether or not guaranteed, for the taxzable year
on insurance or annuity contracts (tncluding contracts supplementary
thereto) which do not wnvolve, at the time of accrual, life, health, or
accident contingencies.

(8) Discount.oN PREPAID PREMIUMS.—AIl amounts accrued for
the taxable year for discounts in the nature of interest, whether or not
guaranteed, on premiums or other consideration paicf n advance on
wnsurance or annuity contracts.
~ (4) INTEREST ON CERTAIN SPECIAL CONTINGENCY RESERVES.,—
Interest for the taxable year on special contingency reserves established
pursuant to section 8(d) of the Federal Employees’ Group Life In-
surance Act of 1964 (6 U.S.C. § 2097 (d)).

SEC. 806, CERTAIN CHANGES IN RESERVES AND ASSETS

(a) ApsusTEMENTS T0 MEANS FOR CERTAIN TRANSFERS OF LiIa-
BILIT1ES.—For purposes of this part, if, during the tazable year, there is
a change in life vnsurance reserves attributable to the transfer hetween the
taxpayer and another person of liabilities under contracts taken into
account in computing such reserves, then, under regulations prescribed by
the Secretary or his delegate, the means of such reservés, and the mean of
the assets, shall be appropriately adjusted, on a daily basis, to reflect the
amounts tnvolved in such transfer. This subsection shall not apply to
rewnsurance ceded to the taxpayer or to another person. -

(b) Cuange or Basis in Compurine REsErvES.—If the basis for
determining the amount of any item referred to in section 810(c) as of
the close of the taxable year differs from the basis for such determination’
as of the beginning of the taxable year, then for purposes of this subpart
the amount of such ttem—

(1) as (;f the close of the tazable year sholl be computed on the old
basis, an ,

(2) as of the beginning of the next taxable year shall be computed
on the new basts. : -

Subpart C—Gain and Loss From Operations

Sec. 809, In general. .

Sec. 810. Rules for certain reserves.

Sec. 811, Dividends to policyholders.
Sec. 812. Operations loss deduction.

SEC. 809. IN GENERAL
(a) Excrusion or SHARE oF INVESTMENT Y1ELD SET ASIDE FOR
PorrcyHOLDERS,—

(1) Amount.—The share of each and every item of investment
yield (including tax-exempt interest, partially-ezempt interest, and
dividends received) of any life insurance company set aside for
policyholders shall not be included in gain or loss from operations.
For purposes of the preceding sentence, the share of any item set
aside for policyholders shall be that percentage obtained by dividing
the required interest by the investment yield. '
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" (2) REQUIRED INTEREST.—For purposes of this part, the required
interest for any taxable year is the sum of the products obtained by
multiplifing— g e SO

. (A) each rate of interest required, or assumed by the taxpayer,

in calculating the reserves described in section 810(c), by

(B) the means of the amount of such reserves computed at

, that rate at the beginning and end of the taxable year.

(b) Gain aND Loss From OPERATIONS.—

(1) GAIN FROM OPERATIONS DEFINED.—For purposes of this
part, the term ‘‘gain from operations’ means the amount by which
the sum of the following exceeds the deductions provided by
subsection (d): , h

(A) the life insurance company’s share of each and every
item of investment yield (including tax-exempt interest, partially
tax-exzempt interest, and dividends received), reduced by—

'(3) the sum of the items described in paragraph (3), and
(i2) the small business deduction provided by section
804(a)(4): and | - . |

(B) the sum of the items referred to in subsection (c)

(2) Loss rroM OPERATIONS DEFINED.—For purposes of this

. part, the term “loss from operations’ means the amount by whuch the
sum of the deductions provided by subsection (d) exceeds the sum of—

(A) the amount determined under paragraph (1)(A); and

(B) the sum of the items referred to in subsection (c).

(8) Tax-eExeMpT INTEREST, ETC.— The items referred to in para-
graph (1)(4)(@) are— .

(A) the lLife insurance company’s share of interest which
under section 103 1is excluded from gross income,

(B) the deduction for partially tax-exempt interest provided
by section 242 (as modified by section 804(a)(3)) computed
with ﬁpect to the life tnsurance company’s share of such inter-
est, a ) Co

(O) the deductions for dividends received provided by sections
248, 244, and 246 (as modified by paragraph (6)) computed
with respect to the life insurance company’s share of the dividends
received.

(4) L1re INSURANCE COMPANY'S SHARE.—For purposes of this
subpart, the life insurance company’s share of any wtem shall be
that percentage which, when added to the percentage obtained under
the second sentence of subsection (a)(1), equals 100 percent.

(6) Apprrcarion oF sEcrionN 246(b).—In applying section
246(b) (relating to limitation on aggregate amount o cgzductions for
dividends recetved) for purposes of this subsection— A,

(A) the limit on the aggregate amount of the deductions
allowed by sections 243(a), 244, and 246 shall be 86 percent
of the gain from operations computed without regard to—

(3) the deductions provided by paragraphs (3), (6), and
(6) of subsection (d),

(12) the operations loss deduction provided by section
812, and - | :
. #(’_u%) the deductions allowed by sections 243(a), 244, and

(B) such limit shall not apply for any tazable year for which
there is a loss from operations.
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. (6) Exceprion.—If it 18 established in any. case that the appli-
cation of the definition of gain from operations contained in para-
graph (1) results in the imposition of tax-on— . '

. (A) any interest which under section 103 is excluded from

grosg income, . . L
(B) any amount. of interest which under section 242 (as
modified by section 804(a)(3)) is allowable as a deduction, or
(C) any amount of dividends received which under sections
243, 244, and 246 (as modified by paragraph (6)) is allowable

- as a deduction, o
adjustment shall be made to the extent necessary to prevent such
_imposition.. - :

(c) Gross Axmount.—For purposes of subsections (b) (1) and (2),
the following ttems shall be taken into account: o

(1) Premrums.—The gross amount of premiums and other con-
- sideration (including advance premiums, deposits, fees, assessments,
and consideration in respect of assuming labilities under contracts
not tssued by the taxpayer) on. insurance and annuity contracts
including contracts supplementary thereto); less return premivms,
and premiums and other consideration arising out of reinsurance
ceded. Except in the case of amounts of premiums or other consid-
eration returned to another life insurance company under an indem-
nity rewnsurance contract, amounts returned where the amount is not
JSixed in the contract but depends on the experience of the company
or the discretion of the management shall not be included in return
premiums. o

(2) DECREASES IN CERTAIN RESERVES.—Each net decrease in
reserves which is required by section 810 or 811(b)(2) to be taken
wto account for purposes of this paragraph. 4

(8) Ormer amounts.—All amounts, not included in computing
investment yield and not includible wnder paragraph (1) or (2),
whach under this subtitle are includible in gross income.

Except as included in computing investment yield, there shall be excluded
any gain from the sale or exchange of a capital asset, and any gain
considered as gain from the sale or exchange of a capital asset.

(d) Depvcrions.—For purposes of subsections (b) (1) and (2), there
shall be allowed the following deductions: o

(1) Dearn BenErITS, Erc.—All claims and benefits accrued,
and all losses incurred (whether or not ascertained), during the
tazable year on insurance and annuity contracts (including contracts
supplementary thereto). : .

(2) INCREASES IN CERTAIN RESERVES.—The net increase in
reserves which ts required by section 810 to be taken into account
Jor purposes of this paragraph. _ ‘,

(8) Di1vipENDS T0 poricYHOLDERS.— The deduction for dividends
to policyholders (determined under section 811(b)).

(4) OperAaTIONS LOSS DEDUCTION.—The operations loss deduc-
tion (determined under section 812). .

(6) CERTAIN NONPARTICIPATING CONTRACTS.—An amount equal
to 10 percent of the increase in the reserves for the taxable year for
nonparticipating contracts or (if greater) .an amount equal to 3
percent of the premiums for the taxable year (excluding that portion
of the premiums which is allocable to annuity features) atmgutable
to nonparticipating contracts (other than group coniracts) which are
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1ssued or renewed for-periods of & years or more. For purposes of
this paragraph, the term ‘‘reserves for nonparticipating contracts”
means such part of the life insurance reserves (excluding that portion
of the reserves which is allocable to annuity features) as relates to
nonparticipating contracts (other than group contracts). For
purposes of this paragraph and paragraph (6), the term “‘premiums”
means the net amount of the premiums and other consideration
taken into account under subsection (c)(1).

(6) GroUP LIFE, ACCIDENT, AND HEALTH INSURANCE.—An
amount e?ual to 2 percent of the premiums -for the taxable year
attributable to group lLife insurance contracts and group accident and
health insurance contracts. The deduction undqe'zr this paragraph
for the taxable year and all preceding taxable years shall not exceed
an amount equal to 50 percent of the premiums for the tazable year
attributable to such contracts. ,

(7) ASSUMPTION BY ANOTHER PERSON OF LIABILITIES UNDER
INSURANCE, ETC., CONTRACTS.— The consideration (other than con-
stderation arising out of reinsurance ceded) in respect of the assump-
tion by another person of liabilities under insurance and annuity
contracts (including contracts supplementary thereto). ,

(8) InvESTMENT EXPENSES.—Investment expenses to the extent
no tallowed as a deduction under section 804(c)(1) in computing
tnvestment yield. i

(9) Oruer pepucrions.—Subject to the modifications provided
by subsection (e), all other deductions allowed under this subtitle
for purposes of computing taxzable income to the extent not allowed
as deductions in computing investment yield.

Except as provided in paragraph (3), no amount shall be allowed as a
deduction under this subsection in respect of dividends to policyholders.
(¢) Mobpirrcarrons.—The modifications referred to in subsection
(d)(9) are as follows: '
(1) INTEREST.—IN applying section 163 (relating to deduction
 for interest), no deduction shall be allowed for interest in respect of
items described in section 810(c). ’

(2) Bap peBrs.—Section 166(c) (relating to reserve for bad
debts) shall not apply.

(8) CHARITABLE, ETC., CONTRIBUTIONS AND QIFTS.—In apply-
ing section 170— ;

(A) the limit on the total deductions under such section pro-
vided by the first sentence of section 170(b)(2) shall be & percent
of the gain from operations computed unthout regard to—

(2) the deduction provided by section 170, ‘

(12) the reduction required by subsection (b)(1)(A4)(3),

(121) the deductions provided by paragraphs (3), (6), and
(6) of subsection (d), and

() any operations loss carryback to the taxable year
under section 812; and

(B) under regulations prescribed by the Secretary or his
delegate, a rule ssmalar to the rule contained in section 170(d)(3)

~ shail be applied.

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

(6) NET OoPERATING L0SS DEDUCTION.—The deduction for met
operating losses provided in section 172 shall not be allowed.
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(6) Parrrarry tAX-EXEMPT INTEREST.—The deduction for
ggrtiagy taz-exempt interest provided by section 242 shall not be

owed. '

(7) Divipenps RECEIVED.—The deductions for dividends re-
cetved provided by sections 243, 244, and 246 shall not be allowed.

(f) Limirarion on CerraiNn DEepUCTIONS.—

(1) In aENERAL.—The amount of the deductions under para-
graphs (8), (6), and (6) of subsection (d) shall not exceed $260,000
plus the amount (if any) by which— _

(A) the gasn from operations for the taxable year, computed
without regard to such deductions, exceeds
(B) the taxzable investment income for the taxable year.

(2) ApprLicaTION OF LiMmrrarion.—The limitation provided by
paragraph (1) shall apply first to the amount of the deduction under
subsection (d)(6), then to the amount of the deduction under subsec-
tion (d)(5), and finally to the amount of the deduction under sub-

~ sectton (d)(3). -
“SEC. 810. RULES FOR CERTAIN RESERVES.

(@) ApjusSTMENT FOR DECREASE.—If the sum of the items described
wn subsection (¢) as of the beginning of the taxable year exceeds the sum of
such items as of the close of the taxable year (reduced by the amount of the
required interest for the taxable year), the excess shall be taken into account
as @ net decrease referred to in section 809(c) (2). ,

(b). ApsusrmeENT FOR INCREASE.—If the sum of the items described
in subsection (¢) as of the close of the taxable year (reduced by the amount
of the required interest for the taxable year) exceeds the sum of such items
as of the beginning of the taxable year, the excess shall be taken into account
as @& net increase referred to in section 809(d) (2).

(¢) Itrems Taxen InTo Accounrt.—-The items referred to in subsec-,
trons (a) and (b) are as follows:

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

(2) The unearned premiums and unpaid losses included in total
reserves under section 801(c)(2).

(8) The amounts (discounted at the rates of interest assumed by
the company) necessary to satisfy the obligations under insurance or
annuity contracts (including contracts supplementary thereto), but
only if such obligations do not involve (at the time with respect to
whach the computation s made under this paragraph) life, health,
or accident contingencies. |

(4) Dividend accumulations, and other amounts, held at interest

wn connection with insurance or annuity contracts (including con-
tracts supplementary thereto).

(6) Premiums received in advance, and lLiabilities for premium
deposit funds.

In applying this subsection, the same item shall be counted only once.

(d) ApsustMENT FOR CuangE IN CoMPUTING RESERVES.—

(1) In @eNERAL.—If the basis for determining any item referred
to in subsection (¢) as of the close of any taxable year differs from the
bastis for such determination as of the close of the preceding taxable
year, then so much of the difference between—

(A) the amount of the item at the close of the tazable year,
compuled on the new basis, and ,
40690—59—8 ~
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. (B) .the amount of the ttera at the close of the tazable year,
.., -, computed on the old basis, -
~ as 18 attributable to contracts rssued before the taxable year shall be
taken into account for purposes of this subpart as follows:
- (@) +f the amount determined under subparagraph (A)
exceeds the amount determined under subparagraph (B),
Yo of such excess shall be taken into account, for each of the
succeeding 10 taxzable years, as a net increase to which sec-
tion 809(d)(2) applies; or. - ,
(%%) +f the amount determined under subparagraph (B)
exceeds the amount determined under subparagraph (4),
Yo of such excess shallde taken into account, for each of the
10 succeeding tazable years, as @ net decrease to whick sec-
- tion 809(c)(2) applies. , T
 (2) TERMINATION AS LIFE INSURANCE cOMPANY.—Except as
provded in section 381(c)(22) (relating to carryovers in certain
corporate readiustments), if for any tazable year the taxpayer is not
a lafe insurance company, the balance of any adiustments under this
paragraph shall be taken into account for the preceding taxable year.

(3) EFFECT OF PRELIMINARY TERM ELECTION.—An election
“under section 818(c) shall not be treated as a change in the basts for
determining an item referred to in subsection (c) to which this sub-
section applies. If an election under section 818(c) applies for the

~ tazable year, the amounts of the items referred to in su paragrqghs
(A) and (B) of paragraph (1) shall be determined without regard to
such election. If such an election would apply in respect of such
item for the tazable year but for the new basis, the amount of the item
referred to in subparagraph (B) shall be determined on the basts
which would have been applicable under section 818(c) if the election
applied in respect of the item for the taxable year.

(¢) Cerrain DECREASES IN RESERVES OF VOLUNTARY EMPLOYEES'

BENEFICIARY ASSOCIATIONS.— :

(1) DECREASES DUE TO VOLUNTARY LAPSES OF POLICIES ISSUED
BEFORE JANUARY 1, 1968.—For purposes of subsection (a), in
the case of a life insurance company which meets the requirements of -
section, 601(c)(9) other than the requirement of subparagraph (B)
thereof, there shall be taken into account only 11% percent of any
decrease in life insurance reserves attributable to the voluntary lapse
on or after January 1, 19568, of any policy issued before such date.
The preceding sentence shall apply for any tazable year only if the
tazpayer has made an election under paragraph (38) which is effective
for such taxable year. I

~ (2) INAPPLICABILITY OF CERTAIN PRoVISIONS.—In the case of a
life insurance company to which paragraph (1) applies for the tazable
year— '

(A) the last sentence of section 802(b) shall not apply, and
(B) section 812(b)(1) shall not apply with respect to any loss
_%)b% operations for any ta:c‘algle year beginning before January 1,

(8) Errcrion.—Paragraph (1) shall apply to any tazpayer for
any taxable year only if the taxpayer elects, not later than tf:le t’i);ne
preseribed by law (including extensions thereof) for filing the return
Jfor such taxable year, to have such paragraph apply. Such election
shall be made in such manner as the Secretary or his delegate shall

1y
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prescribe by regzdatwns Such election shall be effective for the
tazable year for which made and for all succeeding tazable years, and
shall not be revoked except with the consent of the Secretary or his
delegate. '
SEC. 811. DI VIDENDS T0 POLIC’ YHOLDERS
(@) Divipenps o Porrcymorpers Derinep.—For purposes oj this
part, the term “‘dividends to. policyholders” means dividends and symilar
distributions to policyholders in their capacity as such. Such term does
not include nterest paid (as defined in section 805 (e))
(b) Amount o DEpUcTION.—

(1) IN 6ENERAL—Except as limited by sectzon 809(]') , the de-
duction for dividends to policyholders for any taxable year shall be
an amount equal to the dividends to policyholders pazd during the
taxable year—

(A) ncreased by the excess of (7) the amounts-held at the end
df the tazable year as reserves for dividends to policyholders (as
ned in subsection (a)) g)ayable during the year following the
ta,:cable year, over (1) such amounts held at the end of the pre-
ceding tazable year, or
(B) decreased by the excess of (1) such amounts held at the end
of the ,lprecedmg taxable year, over (ii) such amounts held at
the end of the taxable year.
For purposes of subparagraphs (A) and (B), there, shall be included
as amounts held at the end of any taxable year amounts set aside,
before the 16th day of the third month of the year following such
taxable year (or, in the case of a mutual savings bank subject tQ the
tax imposed by section 694, before the 16th day of the fourth month
of the year follounng such tazable year) for payment during the year
jollowmg such taxable year.

(2) CERTAIN AMOUNTS T0 BE TREATED AS NET DECREASES.—I;
the amount determined under paragraph (1)(B) exceeds the divide
to policyholders paid during the tazable year, the amount of such ex-
cess shall be a net decrease referred to in section 809(c)(2).

(8) 1958 RESERVE FOR DIVIDENDS TO POLICYHOLDERS.—For
purposes of paragrcilph (1), the amounts held at the end of of 1967 as
reserves for dividends to policyholders payable during 1968 shall be
the amounts actually paid as such dividends during 1968.

SEC. 812, OPERATIONS LOSS DEDUCTION.
" (a) Depverton ArrowEen.—There shall be allowed ds a deduction
for the taxzable year an amount equal to the aggregate of— ‘
(1) the operations loss carryovers to such year, plus
(2) the operations loss carrybacks to such year.
For purposes of this part, the term “operations loss deduction’’ means the
deduction allowed by this subsectwn
() OperarrONs Loss CARRYBACKS AND OARRYOVERS —
(1) YEARS TO WHICH LOSS MAY BE CARRIED.— '
(4) In eeNEraL—The loss from operations for any
taxable year (hereinafter in this section referred 1o as the “‘loss
Yyear’) gl eginning after December 31, 1964, shall be—
(¢) an operations lose carryback to each of the 3 taa:able
- years preceding the loss year,
(13) an operations loss carryover to each of the 5 taxable
years following the loss year, and .



110 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1059

& (¢i3) subject to subsection (e), if the life insurance com-
pany is a new company for the loss year, an operations
loss carryover to each of the & taxable years following the
b taxable years described in clause (7). »

(B) SPECIAL TRANSITIONAL RULES FOR CARRYBACKS.—A
loss from operations for any taxable year beginning before Jan-
uary 1, 19568, shall not be an operations loss carryback to any
taxable year beginning before January 1, 1966. A loss from
operations for any tazable year beginning after December 31,
1967, shall not be an operations loss carryback to any tazable
year beginning before January 1, 1958.

(C) APPLICATION FOR YEARS PRIOR To 1968.—For purposes
of thas section, this part (as in effect for 1968) shall be treated
as applying to all taxable years beginning after December 31,
1964, and before January 1, 1958. ,

(2) AMOUNT OF CARRYBACKS AND CARRYGVERS.—The entire
amount of the loss from operations for any loss year shall be carried
to the earliest of the taxable years to which (by reason of paragraph
(1)) such loss may be carm'eg The portion of such loss which shall
be carried to each of the other taxable years shall be the excess (if
any) of the amount of such loss over the sum of the offsets (as defined
tn subsection (d)) for each of the prior taxabie years to which such
loss may be carried. ; ,

(¢) Compurarion or Loss FroM OpErarIONS.—In computing the
loss from operations for purposes of this section— '

(1) The operations loss deduction shall not be allowed.

. (2) The deductions allowed by sections 243 (relating to dividends

recetved by corporations), 244 (relating to dividends received on

certaiv;,bdpreferred stock of public wutilities), and 246 (relating to
dividends received from certain foreign corporations) shall be com-
puted without regard to section 246(b) as modified by section

809(b)(5).

(d) OrrsEr DEFINED.—

(1) In gENERAL.—For purposes of subsection (b)(2), the term
“offset’”’ means, with respect to any taxable year, an amount equal
to that increase in the operations loss deduction for the taxable year
which reduces the life insurance company taxable income (computed
without regard to section 802(b)(3)) for such year to zero.

(2) OperaTIONS LOSS DEDUCTION.—For purposes of paragraph
(1), the operations loss deduction jfor any tazable year shall be
computed without regard to the loss from operations for the loss year

or I{or any taxable year thereafter.
(¢) RuLes ReELaring 1o NEw CoOMPANIES.—

(1) New company pEFINED.—For purposes of this part, a life
msurance company 1is a new company for any taxable year only if
such taxable year begins not more than & years after the first day on
which it (or, if section 381(c)(22) applies, any predecessor) was
authorized to do business as an insurance company.

(2) LIMITATIONS ON 10-YEAR CARRYOVER.—

(A) In geNERAL—For purposes of subsection (b)(1)(A)

(t42), a life insurance company shall not be treated as a new

company for any loss year if at any time during such year it

was a nonqualified corporation. If, at any time during any

taxable year after the loss year, the life insurance company 18
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a monqualified corporation, subsection (b)(1)(A) (i17) shall
cease to agply with respect to such loss for such taxable year
and all subsequent taxable years. o
. (B) NONQUALIFIED CORPORATION DEFINED.—KFor purposes
of subparagraph (A), the term “‘nongualified corporation’’
means any corporation connected tkroug stock ownership with
any other corporation, if either of such corporations possesses
at least 60 percent of the voting power of alf classes of stock of
~ the other such corporation. For gmrposes of subparagraph (4),
a corporation shall be treated as becoming a nonqual@ﬁef corpo-
ration at any time at which it becomes a party to a reorganization
(other than a reorganization which is mot described in any
subparagraph of section 368(a)(1) other than subparagraphs
(E) and (F) thereof).

(f) Appricarion or Susririe A anp Susririe F.—Except as
pronded in section 809(e), subtitle A and subtitle F shall apply in respect
of operations loss carrybacks, operations loss carryovers, and thé opera-
tions loss deduction under thas part in the same manner and to the same
extent as such subtitles apply in respect of net operating loss carrybacks,
net operating loss carryovers, and the net operating loss deduction.

Subpart D—Distributions to Shareholders

Sec. 815. Distributions to shareholders.
SEC. 815. DISTRIBUTIONS TO SHAREHOLDERS.

(a) GeNEraL Rure.-—For purposes of this section and section
802(b)(8), any distribution to shareholders after December 31, 1958,
shall be treated as made—

. (1 )fﬁrst out of the shareholders surplus account, to the extent
thereof,

(2) then out of the policyholders surplus account, to the extent
thereof, and ! C

(8) finally out of other accounts.

For purposes of this subsection and subsection (d), the term “distribution’’
includes any distribution in redemption of stock or in partial or complete
liguidation of the corporation, but does not include any distribution made
by the corporation in its stock or in rights to acquire its stock, and does not
include any distribution in redemption of stock issued before 19568 which
at all times on and after the date of issuance and on and before the date
of redemption is limited as to dividends and is callable, at the option of the
1ssuer, at a price not in excess of 105 percent of the sum of the issue price
and the amount of any contribution to surplus made by the original pur-
chaser at the time of his purchase.

(b) SHAREHOLDERS SURPLUS ACCOUNT.—

(1) In eeneraL.—Each stock life insurance compalréy shall, for
purposes of this part, establish and maintain a shareholders surplus
account. The amount in such account on January 1, 1968, shall be
zero.

(2) Appirions 1o account.—The amount added to the share- -
holders surplus account for any tazable year beginning after Decem-
ber 31, 1967, shall be the amount by which—

(A) the sum of— .
() the life insurance company taxable income (com-
puted without regard to section 802(b)(3)), ‘
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. (%3) in_the case of a taxable year beginning after Decem-
ber 31, 1958, the amount (if any) by\"wh'igg t}{f net long-
term_capital gain exceeds the net short-term capital loss,

(#7) the deduction for partially taz-exempt interest pro-
vided by section 242 (as modified by section 804(a)(3)),
the deductions for dividends received provided by sections
248, 244, and 246, (as modified by section (b)(6)), and the
amount of interest excluded from gross income under sec-
tion 103, and

(7v) the small business deduction provided by section
804(a)(4), exceeds .

(B) the tazes imposed for the tazable year by section 802(a),

determined without regard to section 802(b)(3).
. (8) 'SUBTRACTIONS FROM ACCOUNT.—

(A) In @ENERAL.—There shall be subtracted from the
shareholders surplus account for any taxable year the amount
whach s treated under this section as distributed out of such
account. '

* (B) Disrripurions IN 1968.—There shall be subtracted
Jrom the shareholders surplus account (to the extent thereof) for
any taxable year beginning in 1958 the amount of distributions
to shareholders made during 19568.

(¢) PorrcymnoLDERS SURPLUS ACCOUNT.— '

(1) I~ aeneranL.—Each stock life insurance comgany shall, for
purposes of this part, establish and maintain a policyholders surplus
gccount. The amount in such account on January 1, 1969, shall

e zero.

" (9) Apprrions o account.—The amount added to the policy-
holders surplus account for any taxable year beginning after Becem-
ber 31, 19568, shall be the sum of— - '

(A) an amount equal to 650 percent of the amount by which
the gain from operations exceeds the taxable investment income,

(B) the deduction for certain nonparticipating contracts pro-
vided by section 809(d) (6) (as limited by section 809 (f)), and
- (O) the deduction for group life and group accident and health

insurance contracts provided by section 809(d) (6) (as limited by
section 809(f)).

(8) SusrrAcTIONS FROM ACCOUNT.—There shall be subtracted
from the policyholders surplus account for any taxable year and
amount equal to the sum of— ‘

(A) the amount which (without regard to subparagraph (B))
18 treated under this section as distributed out of the policyholders
surplus account, and _

(B) the amount (determined without regard to section
802(a)(3)) by which the tax imposed for the tazable year by

. section 802(a)(1) ts tnereased by reason of section 802(by) 3).

‘(d) SpecraL Rures.— R

(1) ELECcTION TO TRANSFER AMOUNTS FROM POLICYHOLDERS

 SURPLUS ACCOUNT TO SHAREHOLDERS SURPLUS ACCOUNT.—

e (A) IN geNERAL—A taxpayer may elect for any taxable
year for which it is a life insurance company to subtract from
uts policyholders surplus account any amount in such account
as of the close of such taxable year. The amount so subtracted,
less the amount of the tax imposed with respect to such amount
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by reason of section 802%(3),’ shall be added to the shareht:mlz%rs
surplus account as of the beginning of the succeeding taxable
year. ; _ , . B

(B) MANNER AND EFFECT OF ELECTION.—The election
provided by subparagraph (A) shall be made (in such manner
and in such form as the Secretary or his delegate may by regu-
latvons prescribe) after the close of the taxable year and not
later than the time prescribed by law for filing the return (in-
cluding extensions thereof) for the taxzable year. Such an
election, once made, may not be revoked.

(2) TERMINATION AS LIFE INSURANCE COMPANY.—

(A) Errrer oF rERMINATIOON—Except as provided in
section 381(c)(22) (relating to carryovers in certain corporate
readjustments), if— o

(%) for any taxable year the taxpayer is not an insurance
company, or
(1) for any two successive taxable years the taxpayer is
not @ life insurance company, ‘
then the amount taken into account under section 802(b)(3) for
the last preceding taxzable year for which it was a life insurance
compan% shall be increased (after the application of subpara-
graph (B)) by the amount remaining in its policyholders surplus
account at the close of such last preceding taxable year.

(B) EFrFECT OF CERTAIN DISTRIBUTIONS.—-%L for an
taxable year the taxpayer is an insurance company. but not a life
insurance company, then any distribution to shareholders during
such taxable year shall be treated as made on the last day of the
last preceding tazable year for which the taxpayer was a life
msurance company.

(8) TREATMENT OF CERTAIN INDEBTEDNESS.—If—

(A) the ta:cz;giyer makes” any payment in discharge of its
indebtedness, @

(B) such tndebtedness is attributable to a distribution by the
tazpayer to its sharcholders after February 9, 1969,

then the amount of such payment shall, for purposes of this section
and section 802(b)(3), be treated as a distribution in cash to share-
holders, but only to the extent that the distribution referred to in sub-
paragmﬁh (B) was treated as made out of accounts other than the
shareholders and policyholders surplus accounts,

(4) LIMITATION ON AMOUNT IN POLICYHOLDERS SURPLUS AC-
couNT.—There shall be treated as a subtraction from the policy-
holders surplus account for a taxable year for which the taxpayer 18
a life insurance company the amount by which the policyholders
surplus account (computed at the end of the taxable year without
regard to this paragraph) exceeds whichever of the following is the

eatest— o '
d (A) 16 percent of life insurance reserves at the end of the

tazable year, , . ‘ g
(B) 26 percent-of the amount by which the life insurance
reserves at the end of the taxable year exceed the life insurance
reserves at the end of 1968, or . SR
(0). 60 percent of the net amount of the premiums and other
consideration taken into account for the taxable year under
section 809(c)(1). , :
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The amount so treated as subtracted, less the amount of the tax
e imposed with respect to such amount by reason of section 802(b)(3),
shall be added to the shareholders surplus account as of the beginning
of the succeeding tazable year.
(¢) SpecrAL RULE For CERTAIN MUTUALIZATIONS.—

(1) INn GENERAL.—For purposes of this section and section
802(b)(3), any distribution to shareholders after December 31, 1958,
m ac?iufisition of stock pursuant to a plan of mutualization shall be
lreated—

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

(B) thereafter, as made in two allocable parts—-

(7) one part of which is made out of the other accounts
referred to in subsection (a)(3), and

(1) the remainder of which is a distribution to which
subsection (a) applies. :

(2) SPECIAL RULES.—

(A) Arrocarion rario.—The part referred to in paragraph
(1) (B) (z) 18 the amount which bears the same ratio to the amount
to which paragraph (1)(B) applies as—

(2) the excess (determined as of December 81, 1958, and
adjusted as provided in subparagraph (B)) of (he assets
over the total liabilities, bears to

(1) the sum (determaned as of the beginning of the year
of the distribution) of the excess described in clause (3),
the amount in the shareholders surplus account, plus the
amount in the policyholders surplus account.

(B) ADJUSTMENYT FOR CERTAIN DISTRIBUTIONS.— The excess
described in subparagraph (A)(x) shall be reduced by the
aggregate of the prior distributions which havc been treated
under subsection (a)(3) as made out of accounts other than the
shareholders surplus account and the policyholders surplus
account.

S'ubpart E—Miscellaneous Provisions

Sec. 817. Rules relating to certain gains and losses.

Sec. 818. Accounting provisions.

Sec. 819. Foreign life insurance companies.

Sec. 820. Optional treatment of policies reinsured vnder modified
coinsurance contracts.

SEC. 817. RULES RELATING TO CERTAIN GAINS AND LOSSES.
(@) TrREATMENT oF CaPITAL GaINs AND Losszs, Erc.—In the case
of a life wnsurance company— '
(1) in applying section 1231(a), the term ““property used in the
trade or business’ shall be treated as including only—

(A) property used in carrying on an insurance business, of a
character which 1s subject to the allowance for depreciation
provided in section 167, held for more than 6 months, and real
property used in carrying on an insurance business, held for
more than 6 months, which 1s not described wn section
1281(b)(1)(4A), (B), or (C), and

(B) property described wn section 1231(b)(2), and
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(2) in applying section 1221(2), the reference to property used in
trade or business shall be treated as including only property used in
carrying on an insurance business.. '

(b) Garn on ProrerTY HELD ON DECEMBER 31, 1958, AND CERTAIN
SvBsSTITUTED' PROPERTY ACQUIRED AFTER 1968.—

(1) PROPERTY HELD ON DECEMBER 81, 1958.—In the case of
property held by the tazpayer on December 31, 1958, if—

(A) the fair market value of such property on such date
excgeds»the adjusted basis for determining gain as of such date,
an

(B) the taxpayer has been a life insurance company at all
ttmes on and after December 31, 1958,

the gain on the sale or other disposition of such property shall be
treated as an amount (not less than zero) equal to the amount by
which the gain (determined without regard to this subsection) exceeds
the difference between the fair market value on December 31, 1958,
and the adjusted basis for determining gain as of such date.

(2) CERTAIN PROPERTY ACQUIRED AFTER DECEMBER 81, 1968.—
In the case of property acquired after December 31, 1968, and hav-
g a substituted basis (unthin the meaning of section 1016(b))—

(A) for purposes of paragraph (1), such property shall be
deemed held continuously by the taxpayer since the beginning of
the holding period thereof, determined with reference to section
1223, '

(B) the fair market value and adjusted basis referred to in

- paragraph (1) shall be that of that property for which the holding

period taken into account includes December 31, 1968, ’

(C) paragraph (1) shall apply only if the property or prop-
erties the holding periods of which are taken into account were
held only by Life insurance companies after December 31, 1958,
during the holding periods so taken into account,

(D) the difference between the fair market value and adjusted
basis referred to in paragraph (1) shall be reduced (not less than
zero) by the excess of (1) the gain that would have been recog-
nized but for this subsection on all prior sales or dispositions
after December 31, 1958, of properties referred to in subpara-
graph (C), over (1) the gawn that was recognized on such sales
or other dispositions, and .

(E) the basis of such property shall be determined as if the
gain which would have been recognized but for this subsection
were recognized gain.

(8) ProrErTY DEFINED.—For purposes of paragraphs (1) and
(2), the term ‘“‘property’ does not include insurance and annusly
contracts (and contracts supplementary thereto) and property
described i paragraph (1) of section 1221.

(¢) Limrrarion on Carirar Loss CarryovErs.—A net capital loss
for any taxable year beginning before January 1, 1969, shall not be taken
into account.

(d) Garxy on TransAcrions OccURRING PRIOR 10 JANUARY 1,
1959.—For purposes of this part, there shall be excluded any gain from
the sale or exchange of a capital asset, and any gain considered as gain
from the sale or exchange of a capital asset, resulting from sales or other
dispositions of property prior to January 1, 19569.
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(e) .CERTAIN REINSURANCE TRANSACTIONS IN 1968.—For purposes
of this part,.the reinsurance in a single transaction, or in a series of
related transactions, occurring in 1968, by-a life tnsurance company of
all of 1ts life insurance contracts of a particular type, through the assump-
tion by another company or companies of all lz‘ag’z'lities under such con-
tracts, shall be treated as a sale of a capital asset.

SEC. 818. ACCOUNTING PROVISIONS.

(a) MEerrOD OF Accounring.—All computations entering into the
determination of the taxes imposed by this part shall be made—

(1) under an accrual method of accounting, or

(2) to the extent permitted under regulations prescribed by the
Secretary or his delegate, under a combination of an aceiual method
of accounting with any other method permitted by this chapter (other
than the cash receipts and disbursements mathod).

Except as provided in the preceding sentence, all such computations shall
“be made in a manner consistent with’ the manner required for purposes
of the annual statement approved by the Natvonal Association of Insurance
Commissioners.

(b) AMoRTIZATION OF PREMIUM AND ACCRUAL OF DIscounrT.—

(1) In aenERrRAL.—The appropriate items of income, deductions,
und adjustments under this part shall be adjusted to reflect the appro-
priate amortization of premium and the appropriate accrual of dis-
count attributable to the taxable year on bonds, notes, debentures, or
other evidences of indebtedness held by a life insurance company.
Such amortization and accrual shall be determined— * -

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

(B) in all other cases, in accordance unth regulations pre-
seribed by the Secretary or his delegate.

(2) SpEc1AL RULES.—

(A) AmorrizarioN oF BOND PREMIUM.—In the case of any
bond (as defined in section 171(d)) acquired after December 81,
1967, the amount of bond premium, and the amortizable bond
premium for the taxable year, shall be determined under section
171 n'(b) as if the election set forth in section 171(c) had been
marde.

(B) CoNVERTIBLE EVIDENCES OF INDEBTEDNESS.—In mo
case shall the amount of premium on a convertible evidence of
indebtedness include any amount attributable to the conversion
features of the evidence of indebtedness. )

(¢) Lire INsurance REskrves ComMpUTED 0N PRELIMINARY
TerM. Basis.—For purposes of this part (other than section 801), at
the election of the taxpayer the amount taken into account as life tnsurance
reserves with respect to contracts for which such reserves are computed on
z preliminary term basis may be determined on either of the following

ases:

(1) Exacr REVALUATION.—As if the reserves for all such con-
tracts had been computed on a net level premium basis (using the

" same mortality assumptions and interest rates for both the prelim-

“inary term basis and t%:e net level premium basis).

(2) ApPPROXIMATE REVALUATION .—The amount computed with-

out regard to this subsection— '
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(A) increased by $21 per $1,000 of insurance in force
(other than term wnsurarce) under such :-contracts, less 2.1
percent of reserves under such contracts, and
(B) tncreased by $5 per $1,000 of term insurance in force
under such contracts which at the time of issuance cover a period
of more than 15 years, less 0.6 percent of reserves under such
contracts. | '
If the taxpayer makes an election under either paragraph (1) or (2) for
any tarable year, the basis adopted shall be adhered to in making the
computations under this part (other than section 801) for the taxable
year and all subsequent taxable years unless a change wn the basis of
computing such reserves is approved by the Secretary or his delegate,
except that if, pursuant to an election made for a taxable year beginning
in 19568, the basis adopted is the basis provided in paragraph (2), the
taxpayer mag adopt the basis provided by paragraph (1) for s first
tazable year beginning after 1968. ‘

(d) Suorr TaxaBLE YEARs.—If any return of a corporation made
under this part is for a period of less than the entire calendar year (referred
to in this subsection as ‘‘short period’’), then section 443 shall not apply in
respect of such period, but— ,

(1) the tazable investment income and the gain or loss from opera-.
tions shall be. determined, under regulations prescribed by the
Secretary or his delegate, on an annual basis by a ratable daily
projection of the appropriate figures for the short period,

(2) - that portion of the life insurance company tazable income
described in paragraphs (1) and (2) of section 802(b) shall be
determined on an annual basis by treating the amounts ascertained
under paragraph (1) as the taxable investment income and the gain
or loss from operations for the taxable year, and

(3) that poriion of the life insurance company taxable income
described in paragraphs (1) and (2) of section 802(b) for the short
period shall be the amount which bears the same ratio to the amount
ascertained under paragraph (2) as the number of days in the
short pertod bears to the number of days in the entire calendar year.

(¢) Transirionar Rure ror CHANGES IN METHOD 0F AcCcount-
ING.——

(1) IN GENERAL—If the method of accounting required to be
used in computing the taxpayer’'s taxes under this part for the taxable
year 1968 1s different from the method used in computing its taxes
under this part for 1957, then there shall be ascertained the net
amount of those adjustments which are determined (as of the close .
of 1957) to be necessary solely by reason of the change to the method
required by subsection (a) in order to prevent. amounts from being
duplicated or omatted. The amount of the taxpayer’'s tax for 1957
shall be recomputed (under the law applicable to 19567, modified as
provided in paragraph (4)) taking into account an amount equal to
o of the net amount of the adjustments determined under the pre-
ceding sentence. The amount of increase or decrease (as the case
may be) referred to in paragraph (2) or (3) shall be the amount of the
increase or decrease ascertained wunder the preceding sentence,
multiplied by 10. ;

(2) TREATMENT OF DECREASE.—For purposes of subtitle F, if
the recom tion under paragraph (1) results in a decrease, the
amount thereof shall be a decrease in the tax imposed for 1957;
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except that for purposes of computing the period of limatation on the
making of refunds or the allowance of credits with respect to such
overpayment, the amount of such decrease shall be treated as an
overpayment of tax for 1959. No interest shall be paid, for any
period before March 16, 1960, on any overpayment of the tax
wmposed for 1957 which is attributable to such -decrease.
(8) TREATMENT OF INCREASE.—
(A) INn ¢eNERAL.—For purposes of subtitle F (other than
sections 6016 and 66566), if the recomputation under paragraph
(1) results in an increase, the amount thereof shall be treated as
a tax tmposed by this subsection for 19569. Such tax shall be
payable in 10 equal annual installments, beginning with
Mareh 15, 1960. ,
(B) SprciaL rurLrs.—For purposes of subparagraph (A)—

(z) No interest shall be paid on any installment described
tn subparagraph (A) for any period before the time pre-
scribed in such subparagraph for the payment of such
installment.

(i2) Section. 6162(c) (relating to proration of deficiencies
to nstallments) shall apply.

" (#17) In applying section 6602(a)(1) (relating to collec-
tion after assessment), the assessment of any installment
described in subparagraph (A) shall be treated as made at
the time prescribed by such subparagraph for the payment
of such installment.

(tv) Except as provided in section 381 (c)(22), if for any
taxable year the taxpayer is not a life insurance company,
the time for payment of any remaining installments
described in subparagraph (A) shall be the date (deter-

~ mined without regard to any extension of time) for filing
the return for such taxable year. ‘
(4) MopIrICATIONS OF 1957 TAX COMPUTATION.—In recom-
puting the taxpayer’s tax for 19567 for purposes of paragraph (1)—
(A) section 804(b) (as in effect for 19567) shall not apply with
respect to any amount required to be taken into account by such
paragraph, and

(B) the amount of the deduction allowed by section 805 (as
wn effect for 1967) shall not be reduced by reason of any amount

required to be taken into account by such paragraph.

(f) Denrar oF DouverLe Depucrions.—Nothing in this part shall
permit the same item to be deducted more than once under subpart B and
once under subpart C.

SEC. 819. FOREIGN LIFE INSURANCE COMPANIES.

(@) Carrving on Unitep Srares INsurance Business.—A
foreign life insurance company carrying on @ life insurance business
within the Unaited States, if with respect to its United States business it
would qualify as a life insurance company under section 801, shall be
taxabie on the United States business of such company in the same manner
as a domestic life insurance company.

(b) Apsusrment Waere Surprus Herp ix Unirep Stares Is
Less Tuan SpecIFIED MINIMUM,— : ‘

" (1) In GeNeRAL.—In the case of any company described in
subsection (a), if the minimum figure determined under paragraph
(2) exceeds the surplus held in the United States, then— ‘
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(A) the amount of the policy and other contract liability re-
quirements (determined under section 805 without regard to
this subsection), and V ‘ ‘

(B) the amount of the required interest (determined wunder
section 809(a)(2) without regard to this subsection),

shall each be reduced by an amount determined by multiplying such
excess by the ecurrent earnings rate (as defined in section 806 (b)(1)).
(2)- Derinirions.—For purposes of paragraph (1)—
- (A) The minimum figure is the amount determined by multi-
plying the laxpayer’s iotal insurance liabilities on United States
business by—
(2) .in the case of a taxable year beginning before Jan-
uary 1, 1959, 9 percent, and -
(27) vn the case of a laxable year beinning afier December

31, 1958, a percentage for such year to be determined and

proclatmed by the Secretary or his delegate.

The percentage determined and proclaimed by the Secretary or
his delegate under clause (i) shall be based on such data with
respect 1o domestic life insurance companies for the preceding
tazable year as the Secretary or Ins delegate considers representa-
tiwe. Such percentage shall be computed on the basis of a ratio
the numerator of which is the excess of the assets over the total
insurance liabilities, and the denominator of which is the total.
msurance liabilities. T

(B) The surplus held in the United States is the excess of the
assets held in the United Slates over the total insurance liabilities
on United States business.

For purposes of this paragraph and subsection (c), the term ‘‘total

insurance liabilities”’ means the sum of the total reserves (as defined

in section 801(c)) plus (to the extent not included in total reserves) '

the items referred to in paragraphs (8), (4), and (5) of section 810(c).
(¢) Di1sTrIBUTIONS 70O SHAREHOLDERS.—

(1) IN aenerar.—In applying sections 802(b)(3) and 815 for
purposes of subsection (a), the amount of the distributions to share-
holders shall be determined by multiplying the total amount of the
distributions to shareholders (within the meaning of section 816)
of the foreign life insurance company by whichever of the following
percentages 1s selected by the taxpayer for the tazable year:

(A) the percentage which the minimum figure for the taxable
year (determined under subsection (b)(2)(A)) s of the excess of
the assets of the company over the total insurance liabilities; or

(B) the percentage which the total insurance liabilities on
United States business for the taxable year is of the company’s
total insurance liabilities.

(2) DISTRIBUTIONS PURSUANT TO CERTAIN MUTUALIZATIONS.—
In applying section 8156(e) for purposes ﬁf subsection (a)—

) the paid-in capital and paid-in surplus referred to in
section 815(e) (1) (A) of a foreign life insurance company is the
portion of such capital and surplus determined by multiplying
such capital and surplus by the percentage selected for the
taxable year under paragraph-(1); and ,

(B) the excess referred to in section 815(e)(2)(A)(7) (without
the adjustment provided by section 816(¢)(2)(B)) is whichever
of the following is the greater: -
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- (@) the minimum figure for 1968 determined under
subsection (b)(2)(A), or o
(it) the surplus described in subsection . (b)(2)(B)
T . (determined as of December 31, 1958).

(d) No Unirep Srargs INSURANCE Busingss.—Foreign life insur-
ance companies not carrying on an tnsurance business within the United
States shall not be tazable under this part but shall be taxable as other
foreign corporations. : '

SEC. 820. OPTIONAL TREATMENT OF POLICIES REINSURED UNDER

MODIFIED COINSURANCE CONTRACTS.

(a) In GENERAL— y

(1) TREATMENT AS REINSURED UNDER CONVENTIONAL COIN-
SURANCE coNTRAcT.—Under regulations prescribed by the Secre-
tary or his delegate, an insurance or annwity policy reinsured under
a modified coinsurance contract (as defined in- sﬁwection (0)) shall
be treated, for purposes of this part (other than for purposes of sec-
tion 801), as of such policy were reinsured under a conventional
cotnsurance contract.

(2) CoNSENT OF REINSURED AND REINSURER.—Paragraph (1)
shall apply to an insurance or annuity policy reinsured under a
modified coinsurance .contract only if the reinsured and reinsurer
consent, in such manner as the Secretary or his delegate shall prescribe
by regulations— :

(A) to the application of paragraph (1) to all insurance and
annuity policies reinsured under such modified coinsurance
contract, and :

(B) to the application of the rules provided by subsection (c)
and the rules prescribed under such subsection.

Such consent, once given, may not be rescinded except with the
approval of the Secretary or his delegate. -~ '

() Derinirion oF Mopirrep CoiNnsuraNcE CoNTRACT.—For pur-
poses of this section, the term “modified coinsurance contract’”’ means an
idemnity reinsurance contract under the terms of which—

(1) a life insurance company (hereinafter referred to as “the
reinsurer’’) agrees to indemnify another life insurance company
(hereinafter referred to as “‘the reinsured’) against a risk assumed
by the reinsured under the insurance or annuity policy reinsured,

(2) the reinsured retains ownership of the assets in relation to the
reserve on the policy reinsured,

(3) all or part of the gross investment income derived from such
assets is paid by the reinsured to the reinsurer as a part of the con-
sideration for the reinsurance of such policy, and

(4) the reinsurer is obligated for expenses incurred, and for
Federal income tazes imposed, in respect of such gross vnvestment
mcome. :

(¢) Specrar Rurks.—Under regulations prescribed by the Secretary
or has delegate, in applying subsection (a)(1) with respect to any insurance
or annuity policy the following rules shall (to the extent not improper under
the terms of the modified coinsurance contract under which such policy is
reinsured) be applied in respect of the amount of such policy reinsured:

(1) PREMIUMS AND GROSS INVESTMENT INCOME.— The premiums

" (to the extent allocable to the participation of the reinsurer therein)
received for the policy reinured shall be treated as received by the
reinsurer and not by the reinsured. The gross investment income (to
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the"extent allocable to the participation of the reinsurer therein)
derived from the assets in relation to the reserve on the policy rein-
sured shall be treated as gross investmént income of the reinsurer and
not of -the reinsured. The gross investment income so-treated shall
be considered as derived proportionately from each of the various
sources of gross investment income of the reinsured. ‘

(2) Carrrar ¢AIN8 AND Lo38ES.— The gains and losses from sales
and exchanges of capital assets, and gains and losses considered as
gains and osses.({rom.sales and exchanges of capital assets, of the
reinsured shall (to the extent of the participation therein by the
retnsurer under the terms of the modified covnsurance contract) be
treated as gains and losses from sales and exchanges of capital assets
of the reinsurer and not of the reinsured. ‘ : o

(3) ReservEs AND 4ssErs.—The reserve on the policy reinsuréd
shall be treated as a part of the reserves of the reinsurer and not of the
reinsured, and the assets in relation to such reserve shall be treated as

owned by the reinsurer and not by the reinsured. o 7

(4) Expensges.—The expenses (to the extent reimbursable by the
reinsurer) incurred with respect to the policy reinsured and with
respect to the assets referred to in paragraph (3) shall be treated as
incurred by the reinsurer and not by the rexnsured. '

(6) Divipenps 10 pPoricyHOLDERS.—The dividends to policy-
holders paid in respect of the policy reinsured shall be treated as pard
by the reinsurer and not by the resnsured. For purposes of the pre-
ceding sentence, the amount of dividends to policyholders treated as
paid by the reinsurer shall be the amount paid, in respect of the
policy reinsured, by the reinsurer to the reinsured os reimbursement
for dwidends to polrcyholders paid by the reinsured. This paragraph
shall also apply in respect of an insurance or annuity policy reinsured
under a conventional coinsurance contract. '

(6) REIMBURSEMENT FOR 1957 FEDERAL INCOME TAX.—Any
amount paid in 1968 or any subsequent year by the reinsurer to the
reinsured as reimbursement for Federal wncome tazes imposed for a
tazable year beginning in 1967 or any preceding taxable year shall
ot be taken into account by the reinsured as an item under section
809(c) or by the reinsurer as a deduction under section 809(d).

(7) RULES PRESCRIBED BY THE SECRETARY.—Such other rules
as may be prescribed by the Secretary or his delegate.

In applying the rules provided by paragraphs (1), (2), (3), (4), (6), and
(6) and the rules prescribed under paragraph (7), an item shall be taken

anto account as income only once under subpart B and only once under

subpart C by both the reinsured and the reinsurer, and an item.shall be

allowed as a deduction only once under subpart B and only once under -
subpart C to both the reinsured and the reinsurer. .

SEC. 841. CREDIT FOR FOREIGN TAXES.,

The taxes imposed by foreign countries or possessions of the United
States shall be allowed as a credit against the tax of a domestic insur-
ance company subject to the tax imposed by séction 802, [811,] 821,
or 831, to the extent'provided in the case of a doiestic corporation in
section 901 (relating to:foreign tax credit). For purposes of the pre-
ceding sentence, the term ‘“taxable income’ as used in section 904 -
means—
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L[(1) in the case of the tax imposed by section 802 or 811, the
net Investment income (as defined in section 803(c) ).}
(1) in the case of the tax imd;;osed by section 802, the life insurance
company tazable income (as defined vn section 802(b) ), and
(2) in the case of the tax imposed by section 831, the taxable
income (as defined in section 832 (a) ). '
SEC. 842. COMPUTATION OF GROSS INCOME.
The gross income of insurance companies subject to the tax imposed
by section 802, [811,] or 831 shall not be determined in the manner
provided in part I of subchapter N (relating to determination of

sources of income).
L] . L ] L  J L ] [ ] *

SEC. 891. DOUBLING OF RATES 7 TAX ON CITIZENS AND CORPORA-
TIONS OF CERTAIN FOREIGN COUNTRIES.

Whenever the President finds that, under the laws of any forei
country, citizens or corporations of the United States are being sub-
jected to discriminatory or extraterritorial taxes, the President shall
so proclaim and the rates of tax imposed by sections 1, 3, 11, 802,
[811,] 821, 831, 852, 871, and 881 shall, for the taxable year during
which such procia.mation is made and for each taxable year thereafter,
be doubled in the case of each citizen and corporation of such foreign
country; but the tax at such doubled rate shall be considered as
imposed by such sections as the case may be. In no case shall this
section operate to increase the taxes imposed by such sections (com-
puted without regard to this section) to an amount in excess of 80
percent of the taxable income of the taxpayer (computed without
regard to the deductions allowable under section 151 and under part
VfII of subchapter B). Whenever the President finds that the laws
of any foreign country with respect to which the President has made a
proclamation under the preceding provisions of this section have been
modified so that discriminatory and extraterritorial taxes applicable
to citizens and corporations of the United States have been removed,
he shall so proclaim, and the provisions of this section providing for
doubled rates of tax shall not apply to any citizen or corporation of
such foreign country with respect to any taxable year beginning after
such proclamation is made.

» ] . L L ] L J

SEC. 1016. ADJUSTMENTS TO BASIS. -

(a) GeNERAL RuLe.—Proper adjustment in respect of the property
shall in all cases be made—
- (1) for expenditures, receipts, losses, or other items, properly
"~ chargeable to capital account, but no such adjustment shaﬁl be
made—
266(5A) for taxes or other carrying chsnrges described in section
, OT ‘
(B) for expenditures described in section 173 (relating to
circulation expenditures), ‘
for which deductions have been taken by the taxpayer in deter-
mining taxable income for the taxable Fmr or prior taxable years;
(2) in respect of any period since February 28, 1913, for ex-
haustion, wear and tear, obsolescence, amoitization, and deple-
tion, to the extent of the amount—
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(A) allowed as deductions in computing taxable income
under this subtitle or prior income tax laws, and |

(B) resulting (by reason of the deductions so allowed) in &
reduction for anﬁ taxable year of the taxpayer’s taxes under
this subtitle (other than chapter 2, relating to. tax on self-
employment income), or prior income, war-profits, or excess-
profits tax laws,

‘but not less than the amount allowable under this subtitle or
prior income tax laws. Where no method has been adopted
under section 167 (relating to depreciation deduction), the amount
allowable shall be determined under section 167(b)(1). Subpar-
agraph (B) of this paragraph shall not apply in respect of any
period since February 28, 1913, and before January 1, 1952,
unless an election has been made under section 1020. Where for
any taxable -year . before the taxable year 1932 the depletion
allowance was based on discovery value or a percentage of in-
come, then the adjustment for depletion for such year shall be
based on the depletion which would have been allowable for such
year if computed without reference to discovery value or a
percentiuge of income; ‘
(3) in respect of any period—

(A) before March 1, 1913, [and]

(B) since February 28, 1913, during which such property
was held by a person or an organization not subject to
ir;btz'iome taxation under this chapter or prior income tax laws,
a : ,.

(C) since February 28, 1913, and before J’cmumg 1, 1958,
during which such property was held by a person subject to tax
under part I of subchapter L (or the corresponding. provisions
of prior income tax laws), to the extent that paragraph (2) does .
not apply,

for exhaustion, wear and tear, obsolescence, amortization, and
depletion, to the extent sustained;
* i * * * * g * *

(17) in the case of any evidence of indebtedness referred to in
section 818(b) (relating to amortization of premium and accrual of
~ discount in the case-of life insurance companies), to the extent of the
adjustments required under section 818(b) (or the corresponding
provisions of prior income tax laws) for the tazable year and all
prior tazable years; ’
» L * L * * *

'SEC. 1201. ALTERNATIVE TAX. o
() Corrorarions.—If for any taxable year the nét'long-term
capital gain of any corporation exceeds the net. short-term capital
loss, then, in lieu of the tax imposed by sections 11, 511, [802(a),]}
821(a)(1) or (b), and 831(a), there is hereby imposed a tax (if such
tax is less than the tax imposed by such sections) which shall consist
‘of the sum of— ‘ - _ N
. (1) a partial tax computed on the taxable income reduced by
~° the‘gmount of .such éxcess, at the rates and in the manner as if
this subsection had not been enacted, and L

M )

,‘40,,.;;6 . 9
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T (2) an'amount equal to 25 percent of such excess, or, in the case
of a taxable year bé%inning ‘before April 1, 1954, an amount equal
. t0 26 percent of such excess. = o s
In the case of a taxable year beginning before April 1, 1954, the amount
under pa.ragrgph (2) shall be determined without regard to section 21
(relating to ‘effect of change of tax rates). ' '

* o * . x * o *
(¢) Lire InsurANcE COMPANIES.— S .
‘ For alternative tax in case of life insurance companies, see
section 802(a)(2). Coh
* » B * * * * *

SEC. 1232. BONDS AND OTHER EVIDENCES OF INDEBTEDNESS.

(a) GENERAL RuLe.—For purposes of this subtitle, in the case of
bonds, debentures, notes, or certificates or other evidences of indebted-
ness, which are capital assets in the hands of the taxpayer, and which
aﬂe 'is's?ed by any corporation, or government or political subdivision
thereof— o , o
(1) RerireMENT.—Amounts received by the holder on retire-
ment of such bonds or other evidences of indebtedness shall be
considered as amounts received in exchange therefor (except
that in the case of bonds or other evidences of indebtedness issued
before January 1, 1955, this paragraph shall apply only to those
issued with interest coupons or in registered form, or to those in
such form on March 1, 1954).

(2) SALE OR EXCHANGE,—

(A) GenNeraL RULE.—Except as provided in subparagraph
(B), upon sale or exchange of bonds or other evidences of
indebtedness issued after December 31, 1954, held by the
taxpayer more than 6 months, any gain realized which does
not exceed— , :

(i) an amount equal to the original issue discount (as
defined in subsection (b)), or
(i) if at the time of original issue there was no
intention to call the bond or other evidence of indebted-
ness before maturity, an amount which bears the same
ratio to the original issue discount (as defined in sub-
section (b)) as the number of complete months that the
bond or other evidence of indebtedness was held by the
taxpayer bears to the number of complete months from
the date of original issue to the date of maturity. .
shall be considered as gain from the sale or exchange of

A progerty which is not a capital asset. Gain in excess of

~ such amount shall be considered gain from the sale_or ex-
change of a capital asset held more than 6 months, - ‘

(B) Exceprrons.—This paragraph shall not apply to—

" (i) obligations the interest on which is not includible
in gross income under section 103 (relating to certain
. _governmental obligations), or o a
* (i) ‘any holder who has purchased the bond or other
‘eviderice of indebtédness at a premium,
[(C) Eigction A8 To INCLUBION.—In the case of obliga-
tions with respect to which the taxpayer has made an election
‘provided by section 454 (a) and (c) (relating to accounting
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.. - . rules'for certain obligations issued at a discount), this section

. 'shall ‘not require the inclusion of any amount previously

includible in_gross income.} ~ . S :
. - (C) DoyBLE INCLUSION IN INCOME NOT REQUIRED.—This
. section shall not require the inclusion of any amount previously
.- includible in gross income. -
* * * * * * *
SEC, 1504, DEFINITIONS.

(8) DEFINITION OF “AFFILIATED GROUP’’.—As used in this chap-
ter, the term ‘“‘affiliated group’’ means one or more chains of includ-
ible corporations connected through stock ownership with a common
parent corporation which is an includible corporation if— -

(1) Stock possessing at least 80 percent of the voting power of
all classes of stock and at least 80 percent of each class of the
nonvoting stock of each of the includible corporations (except
the common parent corporation) is-owned directly by one or
more of the other includible corporations; and

(2) The common parent corporation owns directly stock pos-
sessing at least 80 percent of the voting power of all classes of
stock and at least 80 percent of each class of the nonvoting stock
of at least one of the other includible corporations.

As used in this subsection, the term ‘‘stock” does not include non-
voting stock which is limited and preferred as to dividends.

(b) DEerFiNITION OF ‘“INCLUDIBLE CORPORATION'.—As used in this
chapter, the term ‘“‘includible corporation” means any corporation
except—

(1) Corporations exempt from taxation under section 501.

(2) Insurance companies subject to taxation under section 802,
[811,] or 821.

(8) Foreign corporations.

(4) Corporations entitled to the benefits of section 931, by
reason of receiving a large percentage of their income from
sources within possessions of the United States.

(5) Corporations organized under the China Trade Act, 1922.

(6) Regulated investment companies subject to tax under sub-
chapter M of chapter 1.

(7) Unincorporated business enterprises subject to tax as cor-
porations under section 1361.

(8_)(b§)n electing small business corporation (as defined in section
1371 .

* * * * * * *

SEC. 4371. IMPOSITION OF TAX.

There is hereby imposed, on each policy of insurance, indemnity
bond, annuity contract, or policy of reinsurance issued by any foreign
insurer or reinsurer, a tax at the following rates:

(1) CABUALTY INSURANCE AND INDEMNITY BONDS.—Four cents
on each dollar, or fractional part thereof, of the premium charged
on the. policy of casualty insurance or the indemnity bond, if
issue?dgo or for, or in the name of, an insured as defined in section
4372(d);

(2) Lire INSURANCE, SICKNESS, AND ACCIDENT POLICIES, AND
ANNUITY CONTRACTS.—QOne cent on each dollar, or fractional part
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i thereof, of the’premium ‘charged on:thé ‘policy of 1ifé; sickness,
. ‘or accident ‘insuraice, of ‘annuity contract, unleds the insurer is
‘subject to tax under section: [816] 819; - - ' .77 :

_{(3)' RmiNsurance.—One cent on each dollar, or fractional part

~ thereof, of the premium charged on the policy’ of reinsurance
covering any of the contracts taxable under paragraph (1) or (2),
* * * * * * L
SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLECTION.

' (a) GENERAL RurLe.—Except as otherwise provided in this section,
the amount of any tax imposed by this title shall be assessed within
3 years after the return was filed (whether or not such return was filed
on or after the date prescribed) or, if the tax is payable by stamp,
at any time after such tax became due and before the expiration of
3 years-after the date on which any part of such tax was paid, and
no proceeding in court-without assessment for the collection of such
tax shall be begun after the expiration of such period. .

* * * * * * *
(¢) ExcepTIONS.—
* . * * * " * *

(6) Tax RESULTING FROM CERTAIN DISTRIBUTIONS OR FROM
TERMINATION AS LIFE INSURANCE coMPANY.—In the case of any
tax imposed under section 802(a)(1) by reason of section 802(b)(3)
on account of a termination of the taxpayer as an insurance company
or as a life insurance company to which section 8156(d)(2) (A) applies,
or on account of a distribution by the taxpayer to which section
8156(d)(2)(B) applies, such tax may be assessed within 3 years after
the return was filed (whether or not such return was filed on or after
the date prescribed) for the taxzable year for which the taxpayer ceases
to be an insurance company, the second taxable year for which the
tazpayer is not a life insurance company, or the taxzable year in
which the distribution is actually made, as the case may be.



 VI. SUPPLEMENTAL VIEWS ON H.R. 4245

It has been, and is,’a matter of wise ‘public policy in the United
States to encourage individual and group participation in various
forms of life insurance and other forms of social security. It has long
been felt that individuals should be encouraged to provide for future
contingencies, both for themselvés and for their dependents. The
Federal Government has contributed toward the fulfillment of this
gublic policy objective by %ranting special tax concessions to bene-

ciaries of life insurance policies. ' , |

While it may be desirable to give favorable tax treatment in certain
instances to policy beneficiaries, it is neither necessary nor advisable
to provide unduly favorable tax treatment for life insurance companies.

_There is no testimony in the record of the hearing on this bill to
indicate a need on the part of the life insurance industry for favorable
tax treatment. On the contrary, all evidence indicates that the life
insurance industry enjoys a high degree of prosperity, with many
new companies entering the field every year. The industry appears to
be on a sound, profitable footing and 1s undergoing rapid expansion.
In the absence of a demonstrated need, then, for favorable tax treat-
ment, the primary objective of a special law for the taxation of life
insurance companies is to define what may properly be considered
net income or net gain from the operation of a life insurance company.
After a determination of the proper tax base, the life insurance com-
pany should be taxed on its corporate profits at current rates as is any
other corporation. To do less woulc{J be unfair to other taxpayers °
who would be thus required to bear a disproportionately greater share
of the tax burden. _

1t has often been said that the life insurance industry is unique and

that life insurance companies could not be fitted into the regular
corporate tax pattern, _
- The traditional life insurance policy is a contract between the
insured and the company, which contract contemplates the accumula-
tion of a fund whicﬁ is to be invested, usually in Jong-term invest-
ments, and which will be increased each year by the -addition of a
portion of the return from these investments as well as by the addi-
tion of a part of each year’s premium. Typically, this contract also
sEeciﬁes ‘certain fixed or determinable benefits which will accrue to.
the insured or his beneficiaries. Because of the importance of long-
term investments, variations in risks, and the long-term nature of the
policy of insurance, it is said to be difficult to determine the true net
gain for any given company for any given year. o ,

For these reasons, every tax law applicable to life insurance com-
anies since 1921 has taxed only a portion of the net investment
income of the company, This was, perhaps, a reasonable approach
8s long as ordinary life and annuities were the types of policies written.

More and more, however, in recent years, the type of policy has been
undergoing change. Today, approximately 40 percent of life in-



128 LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959

surance in force constitutes the term insurance element in policies.
More and more, accident and health, industrial, credit, and other low
reserve and specialty lines are being written. The underwriting
profits from these lines are often far larger than the return from long-
term investments. In view of all these facts, fairness and equity
require thdat all true profits of life insurance companies, not just a
ialmg,ll]l portion of net investment income, be subject to normal tax
iability. :

It isyour opinion that, although a special bill is necessary to fit life
insurance company operations, special concessions are not called for.
The bill H.R. 4245, as it was passed by the House of Representatives,
is & vast improvement over existing law. Indeed, it is a vast improve-
ment over any of the life insurance company tax laws which have been
enacted since 1921. Even so, the House bill is quite generous in its
treatment of life insurance companies and, in certain important
respects, it has been made more so by amendments adopted by the
Senate Finance Committee.

There are three areas in particular in which the measure, as amended
by the Finance Committee, should be strengthened. In two of these
areas, Finance Committee action has weakened the bill. In the third,
the bill has been strengthened but not realistically so. These arcas
are:

1. The computation of the ‘“deduction rate’” in phase 1.

2. The establishment of a ceiling for the policyholders surplus
~ account in phase 3. _

3. The delay in the application of phase 2 and phase 3.

THE DEDUCTION RATE

Although the bill H.R. 4245 appears to provide for a tax on the total
net gsin from operations, it is so constructed that the tax on invest-
ment income is of primary importance for most companies. This is
particularly true for mutual life insurance companies; indeed, for the
typical mutual life insurance company, the tax on net investment in-
come, the so-called phase 1 tax, is the only tax which the company will
likely pay under this bill. Of the $558 million estimated revenue for
1958 which this bill as passed by the House of Representatives would
bring in, $518 million would come from the phase 1 porticn of the tax.
The correctness of the computation of this portion of the tax, then, is
the first step in insuring an equitable tax law. .

" The key to the computation of this portion of the tax is the “policy
and other contract liability requirements’” in the case of investment
income. The remainder of the taxable net investment income is the
phase 1 tax base, to which the current corporate rate is applied.

When the premium for an insurance policy is computed, one of the
factors taken into consideration is the earning rate which thecompan
expects to enjoy during the time the policy reserves are invested.
Insofar as it is possible to do so by tax forbearance, the Federal Gov-
ernment has sought to insure that reserves are built up by the company.
for the protection of the insured. For this reason, all tax formulas
based on investment income have provided for the deduction from the
tax base (or the setting aside) of this reserve buildup. -~ ~= -

" The amount which should be exempt from taxation in.order that
it may be added to the reserve fund for the protection of the policy-
holders is theoretically computed by multiplying the amount of tl{e
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current reserve by the “assumed’’ rate which was used in computing
the premium. As a matter of practice, however, according to testi-
mony before the committee, the rate of return acétually expected by
the company when the premium was computed may vary materially
from the “‘assumed’’ rate, the ‘“‘assumed’’ rate being used primarily
to compute the rate of reserve buildup necessary to satisfy State
requirements of safety and liquidity. ~

he methods which have been used in past laws to determine the
proper deduction have varied, but usually have been based on some
sort of ‘‘global” approach. The so-called 1955 formula, for example,
assumed that each company needed approximately 85 percent of its
net investrnent income for additions to reserves. The law which was
in effect during 1958, the so-called 1942 formula, provided for a very
complicated and variable deduction rate which was recomputed on a
“global” basis from year to year. This formula yielded no tax for
1948, for example, but for 1958 would yield .approximately $500
million. It bears little relation to the actual needs of any given
company.

The bill H.R. 4245, as passed by the House of Representatives,
provides for a modified ‘“‘global” approach. In this case, the deduc-
tion rate (average earnings rate under the Finance Committee amend-
ments) is computed by averaging the individual company’s earning
rate with the individual company’s assumed rate or an industry
assumed rate. This, too, bears little relation to the real needs of the
company. As earning rates go up, the needs of the company do not
increase accordingly, needs being fixed by the terms of existing policies.

The amendment adopted by the Finance Committee bears even
less relationship to reality. This modified so-called Menge formula
assumes that the company needs a deduction which is measured by
its actual earnings. To compensate for a higher earning rate the
reserves are recomputed, supposedly on the basis of this higher earning
rate.

Several actuaries have attempted to explain and justify the in-
creased deduction given by this formula. The fact remains that this
method of computation bears no relationship to the company’s needs
as shown by the company’s own books. The recomputation of re-
serves does not compensate for the increase in deduction rate. It
can readily be seen that an increase of 50 percent in the deduction
rate (in the case of a company with an assumed rate of 2 percent and
an earning rate of 3 percent) is not compensated for by reducing the
reserves by 10 percent. The product of the earning rate and recom-
puted reserves will be greater than the product of the assumed rate
and the actual reserves.

As the actual earning rate advances the deduction increases further
and further beyond the actual need for reserve buildup. This is true
of the modified Menge formula adopted by the committee, the pure
Menge formula, and the formula adopted by the House of Representa-
tives. Of the three, the formula adopted by the House, though itself
considersbly short of reality, gives the smallest deduction, and the
one closest to actual requirements under current conditions. This is
true because, in the formula adopted by the House of Representatives
in arriving at the deduction rate, the current earning rate is averaged
with. a constant—either the company or the industry assumed rate.
Averaging a variable with a constant decreases by one-half the effect
of changes in the variable.
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The following table shows the deduction which would be allowed
for each hundred dollars of reserves under the various formulas which
have been discussed. Let us consider ‘a typical company having an
assumed rate of 2% percent and earning rates as follows: S

Pereent| . . ¢ : ' Percent
1964 e 3011957 e it 3.6
1955 . e 3. 41968 e dcammaeo 3.6
1986 .. e e 3. 51959 .- 3.8

Let us further assume that the industry assumed rate is 3 percent.

House of Finance - Monge
Representa- {| Cominittee formula
tivesformula} formula

Deduction rate ?958? ..... meeedmcmmeecmccoamaan cemeemmamama 3.3 3.402 © 3,8
Deduction rate (1959) ... ccceccacucccanucccacnccnamanacnnan 3.4 3. 58 - 3.8
Recomputed reserves 51958; .................. 92 90.98 | 89
Recomputed reserves (1959)....-.-cu-ceocenaucecnacmeamanaman= 91 890.2 . 87
Teduction for each $100 of reserves 51958; ..................... 3. 036 3. 095 3. 204
Deduction for each $100 of reserves (1959) . _ .. oecuuoccaecanans 3. 04 3.193 8. 306
Additional deduction for 1969 over 1858, .- avecaueaccananc—- . 058 . 088 . 102

This table illustrates two interesting points. First, both the
formula adopted by the Finance Committee and the Menge formula
provide larger deductions than the formula adopted by the House of
Representatives. Second, the increase in the deduction, for a given
interest rate increase, is greater in both the Finance Committee and
the Menge formulas, the increase for the Menge formula being almost
twice the increase under the House of Representatives formula. As
interest rates continue to rise, or even if they level off at the present
high average rate, the formula adopted by the Senate Finance Com-
mittee will approach the pure Menge formula in behavior. The addi-
tional deduction given to the life insurance industry by the formuls
adopted by the Finance Committee will amount to more than $43
million this year, perhaps much more in later years. A small portion
of this extra deduction will, of course, be recovered from stock life
insurance companies under the phase 2 tax. Practically none of it
will be recovered from the large mutual companies. This is an
unjustified tax favor. }

e feel that the formula in the bill as passed by the House of
Representatives should be retained, at the very least.

POLICYHOLDERS SURPLUS ACCOUNT

The justification for currently taxing only one-half the net gain
from operations in phase 2 is said to rest on the premise that it is
difficult to determine for any given year the actual income of a life
insurance company. In order that the income on which tax is not
currently paid Wiﬁr eventually be taxed, in part, the bill H.R. 4245
provides certain ceilings or “triggering’’ limits for this account. A
 These limits are divided into two classés. First is the provision
for taxing amounts transferred from the account for the purpose of
paying stockholders dividends. This “triggering’’ limit is, of course,
wholly under the control of the company. If the company chooses
to pay stockholder dividends only to the extent of available funds on'
which the tax has already been paid, it can retain this untaxed amount,
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iﬁdéﬁﬁi’tél‘ﬁ, ‘a8 a %‘surplﬁé" furid ‘'on’ which® furthier ‘expansion’' can ‘bé
based.  The compariy ‘thus has the ability, to some extent, to deter-
mine its own'tax liability fo’i"'a;‘ny‘gi'v“eh?gear; wLLE T e

'Thé second 'class of limits' consists of those which' are not under the
control of the company. The bill, as passed by the Hotise of Repre-
gentatives, contained- the following limits of this type, with ‘the
“greater” of the alternatives providing the céiling: - - R

1. 25 perceiit of life insurance resérves. ' AR

, 2. 60 percent of the year’s premium payments. - SRR
" The Finance Committee, in an effort to lower ‘the ceiling, reduced
these limits to 15 percent and 50 percent, respectively, and added &
third, i.e., 25 percent of the increase in reserves subsequent to -1958. :

Under current conditions the well-established company, writing
a variety of lines, will not reach these limits in the foreseeable future.
Each year life insurance companies, taking the industry as a whole,
increase policy reserves by about 7 percent under current conditions.
For the typical stock life insurance company this annual increase in
reserves will amount to more than the annual additions to the policy-
holders surplus account. Thus the policyholders surplus account
will not, in the foreseeable future for most companies, reach or exceed
any reasonable percentage of reserves. I

For some specialty companies having low reserves, the above may
not be true. The reserve “trigger” ceiling may be reached within &
very short time. In that case, however, there will still be the shelter
of 50 percent of premiums under which to take refuge, _

The only realistic approach to the question of proper ‘‘triggering”
limits is to apply the “lesser’” instead of the ‘‘greater” of the alternative
ceilings. This would still provide ample protection to the typical
stock life insurance companies and their policyholders. It would
apply & more nearly equitable tax on the so-called specialty companies -
most of which are not in need of, or entitled to, the extra benefits
which accrue to companies able to accumulate substantial tax-free
surplus funds.

In our opinion these ‘“triggering’’ limits should be lowered at least
to the points established by the Finance Committee, but the lesser
of these limits for any given company should establish the ceiling on
the amount of tax-free surplus which that company can accumulate.

Delay in the application of phase 2 and phase 3*

The bill H.R. 4245 as passed by the House of Representatives
provides for the application of the phase 1 aud phase 2 portions of the
tax to 1958 income, the phase 3 tax to apply to 1959 and subsequent
years. The Finance Committee has adopted amendments which would
apply phase 3 gradually over & period of 3 years beginning in 1959 and
which provide, under certain circumstances, for a forgiveness of part
of the phase 2 tax for 1958.

We recognize that the bill, either in its House-passed form or with
Finance Committee amendments, imposes a greatly increased tax on
some comaﬁanies, pa,rticularvlg those concerns that have had a rela-
tively small tax liability. o also recognize the questionability, but
not the illegality, of retroactive taxation. Existing law, the so-called
1942 formula, was the law under which life insurance companies
operated during 1958. Spokesmen for the life insurance industry,

*Senator Douglas wishes to reserve fmal judgment on this point.
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however, generally agreed that the subject bill was:preferable to exist-
ing law. If it is felt that this proposed new law should be. effective
for 1958, we see no reason for not making it fully effective. .There
seems .to be no justification whatsoever for a ‘‘graduated’ period
.of effeéctiveness. , : T
. The amendments adopted by the Finance Committee involving
the delay in applying phases 2 and 3 will benefit prima.rildy a few credit-
life companies, specialty companies, or companies dealing in ex-
tremely low reserve lines of insurance, many of which have enjoyed
extremely low tax liability. These companies do not engage primarily
in the traditional forms of life insurance and are not entitled, even to
the extent to which the ordinary type of life insurance company may
‘be so entitled, to the bounty of tax forbearance. A

. It is strange logic, indeed, to argue that a company which has been
able to escape equitable taxation by reason of defective tax laws should
be allowed to continue to avoid a part of its just tax merely because it
has not been paying its fair share of the cost of government and
national defense heretofore.

SUMMARY

In our opinion the bill H.R. 4245 as passed by the House of Repre-
sentatives is an improvement over existing law. KEven under its
rovisions, however, life insurance companies would still enjoy a
avorable Federal income tax position. Certain amendments adopted
by the Finance Committee, especially those discussed herein, have
weakened the bill when, in fact, the bill should be strengthened.
We urge the Senate to pass the bill in a form at least as effective
as the form in which it passed the House of Representatives.
Pavr H. DougLas.
ALBERT GORE.
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