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CORRECTION OF CERTAIN INEQUITIES IN TAXATION OF
LIFE INSURANCE COMPANIES AND OTHER AMEND-
MENTS

Avuaust 13, 1964.—Ordered to be printed

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

REPORT

{To accompany IL.R. 5739]

The Committee on Ifinance, to whom was reforred the bill (H.R.
5739) to amond the Internal Revenuo Code of 1954 to correct certain
inequitios with respect to the taxation of life insurance companies,
having considered the same, report favorably therecon with amend-
ments, and recommend that the bill as amended do pass.

I. SUMMARY

H.R. 5739 ns passed by the House mado three modifications in
the presont tax treatment of life insurance companies., Your com-
mittee hns nccopted these three provisions although modifying
slightly two of them, In addition, it has added to tho bill two othor
provisions relating to the taxation of life insurance companies and
threo provisions rolating to othor tax matters, :

Tho Mouso bill makes the 8-year logs carvyovor available for new
lifo insurance companics without regard to whether they ave aflilinted
with other companics, Under present law, whero the new life com-
pany is affilintod with any othor company except a fire or other casualty
insuranco company only tho 5-year loss carryovor is available,  Your
committeo has accepted this provision without change.  'The T'roasury
Departmont has indicnted Jmt it has no objection Lo this provision,

The House bill amended present law to deny a double inclusion in
the “sharcholders surplus account’” with respoct to the excess of not
long-term capital gains ovor not short-torm capital losses.  Your
conumitteo has accopted this provision but modified it to also provide
that no addition is to bo made to the sharcholdors’ surplus account
with vespeet to theso excess capital gaing whero they are offset by
not oporating lossos. The double inclusion of the eapital gaing which
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2 TANXATION O LIFE INSURANCE COMPANIES

is removed by the House hill would permit the disteibution to share-
holders of an wmount equal to twice this excess capital gnin without
the payvment of tax at the time of distribution.  The modifieation
made by your committee also prevents distributions to shareholders
of an amount equal to this excess enpital gain where no tax was paid
on this gain because of the presence of n net operating loss,  T'he
Treasury Departiment recommended the modifieation made by your
committee and favors the provision as amended.

The House bill makes certain modifications in the additions which
are required to be made to the “policyholders surplus account.” At
the present time, certain deductions, although they create a loss
which cannot be used in full or in part when carried back or for-
ward to the extent permitted by present law, nevertheless are treated
as additions to  the “policyholders surplus account,” Since a
distribution to shareholders made out of the policyholders surplus
necount results in a tax at the company level at the time of the
distribution, these deductions in effect are restored to the company’s
tax base at the tuime of the distribution even though the taxpayer has
previously obtained no benefit from them, The ilouse bill prevents
this effect in most eases where the taxpayer obtained no tax benefit
from the deductions.  Your committee has accepted the House bill
with two minor modifications dealing with unusual situations where
its hearings disclosed that the House bill did not prevent the imposition
of n tax at the time of distribution where the taxpayer obtained no
tax benefits from the earlier deductions.  The Treasury Department
has indicated that it has no objection to this provision as modified,

An amendment added by your committee provides in certain cases
that a “spinoft” of the stock of a subsidiary fire or casualty insurance
company by alife insurance company is not to result in the imposition
of a tax at the company level at the time of the distribution, The
provision is earefully restrieted (o give assurance that amounts will
not be distributed in this manner which represent. earnings and
profits of the life insurance company accumulated on a tax-free basis
since the adoption of the Life Insurance Company Income Tax Aect
of 1959, The Treasury Department has indicated that it does not
objeet to the adoption of this provision,

Another provision added by your committee dealing with the
taxation of life insurance companies provides that the pension plan
reserves of life insurance companies are to refleet the investment
income of life insurance companies attributable to retivement annuities
of public school svstems, The earnings on qualified pension plan
reserves are free of (ax at the life insurance company level under
presont Inw but reserves attributable to annuities of publie school
systoms, even though generally sehoolteacher annuities are treated in
the same manner as qualified pension plans, are not presently given
this status,  Your committee’s amendment correets this problem.
The Treasury Department has indieated that it does not objeet to
this provision,

Your committee has added an amendment providing that ores of
beryllium are to receive the same percentage depletion treatment
when domestically produced as domestically produced beryl. Beryl
is eligible for a 23-percent depletion rate when produced from domestic
deposits,  Previously, beryl was the only domestic source of beryllium
but now beryllium is also extracted from other ores,  Your commitice’s
amendment equates the percentage depletion allowance in these cases.
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The Treasury Department has not indieated any objection to this
provision.

Another amendment made by vour committee provides u 10-yvear
rather than 5-yvear earryover for capital losses avising from exproprin-
tions or similar takings of property by foreign governments. A
provisions which ig substantially similar to this is already available
in the case of ordinary losses. The Treasury Department has indi-
ented that it has no objection to this provision.

Your committee has also added a provision to the bill dealing with
the manner of computing the constructive sales price for purposes of
manufacturers’ excise taxes imposed on an ad valorem basis.  In the
case of saleg at retail and to retailers, present law provides a construc-
tive sales price based upon the “highest” price to wholesale distrib-
utors, This amendment provides that this constructive price in these
cnses isto be based upon the “lowest” price to wholesale distributors.

* * * * % * *

II. CORRECTION OF INEQUITIES IN TAXATION OF LIFE
INSURANCE COMPANIES

Ay BEXPANSION OF AVAILABILITY OF 8-YEAR LOSS CARRYOVER PROVISION

Your committee has aceepted without change the House-passed
provision expanding the availability of the S-vear loss carryover
provision in certain cases.

Present law.—-Under present law, life insurance companies, like
other corporations generally, have a 3-vear earryback and H-vear
earryforward for net operations losses,  Iowever, in the case of new
life insurance companies, the Life Tnsurance Company Income Tax
Act of 1959 provides an 8-year operations logs carryover.  Generally,
o dife insurance company is treated as a “new company”” for purposes
of obtaining an S-year loss eareyover if it was first nuthorized to do
business as an insuranee company within the immediately preceding
5 yvears.!  However, the insurance company must not be a “non-
qualified  corporation.”  Corporations which are nonqualified for
this purpose are those whose stock—to the extent of 50 percent or more
of the voting power of all elasses of stoek--is held by another corpora-
tion, or which have such a voting interest in the othier corporation.
In 1962, Clongress provided an exception (Publie Law 87858, sec.
3()) to this nonqualitied corporation rule and made the 8-year opora-
tions loss earryover available where a life insurance company either
owned 50 pereent or more of the voting stock of, or 50 percent or
more of its voting stock was held by, u stock or mutual insurance
company other than a life insurance company (e.g., a fire or easualty
insurance company).

Reasons for provision.—In 1959, your committee initinlly provided
n special T0-year earryforward of losses in the ease of new life in-
surance companies,  In the conference between the House and Senate
this was subsequently changed to the present 8-year carryforward,

‘ll The company also must have heen organized in 1955 or a subsequent year to obtaln the 8-year carryover
of losses,
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Your committee in its report gave the following reasons for providing
this longer carryforward in the ease of new life insurance companies:

Your committee made this change beeause of its special
interest in helping new companies in getting started.,  Also,
yvour committee recognized that for such companies the net
operations loss 3-year carryback provides very little assist-
ance, since such companies are unlikely to have income in
their early years to which they can carry back losses. 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 “nonqualified” corporation
within the meaning of the bill.

“'he House concluded from its recent study of this provision that
it is desirable to make the special 8-year carryforward available to
new life ingurance companies whether or not they are affilinted with
another corporation.  As indieated above, Congress has already made
the 8-year loss carryforward available where a life insurance company
is afliliated with a stock or mugual fire or casualty insurance company.
The House saw no reason to deny the 8-year loss enrryforward merely
because the life insurance company eithor owns, or is owned by, a
company earrying on a business venture other than that of a fire or
cusunlty insurance business.  Your committee is in accord with this
conclusion. lLife insurance business, whether there is such an aflilia-
tion with another company or not, is likely to give rise to losses in the
early years of the business, and since a life insurance company may
not lile n consolidated return with other companies, this is a loss Whi(.'?l
cnnnot be absorbed except through subsequent income earned by the
life insurance company itself.? In view of this, it appears approprinte
both to the House and your committee to make the 8-year carry-
forward available in the case of all new life insurance companies
without regard to their affilintion with other corporations.

When the 8-year loss earryover was denied “nonqualified” companies
it was thought that this was necessary to prevent “traflicking” in
losses of life insurance companies, or to prevent the acquisition of these
companiecs merely to obtnin the long-term loss earryover. T owever,
despite the fact that the carly business of life insurance companies
tonds to generate losses-—during the period that new policies are being
written and commission expenses are being written ofl-——in later years
these snme policies ean be expected to give rise to profits for the
company involved. In view of this, 1 is unlikely that life insurance
companies will be acquired to obtain benefits of their initial losses,
since the nature of their business is sueh that in subsequent years these
losses can be expected to bo more than offset by income arising from
the samo source. Thus, this further reflection suggests that no loss
is likely to remain to be used against gains from other non-insurance-
type business operations.

Lzplanation of provision.—In view of the considorations set forth
abovoe, the House-passed bill makes the 8-year net operations loss
carryforward available to any unew life insurance company, whether

7 Although insurance companies cannot file consoltdated returns with other types of corporations, they
may e consolidated returns with companies taxable under the same section of the code (1.e., Hie Insurance ¥
companies mayv file a consolidated return with other Hife insurance companies and fire or casualty companies
may !(i]o i-m\sulldalcd returns with other fire or epsunlty companies),  See see. 1£04(¢) of the Internal Rey-
enite Code,
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or not it is aflilinted with another corporation through common stock
ownership o!f 50 percent or more, Your committee has accopted the
House version of this provision without change. 'This result is
achieved by deleting from present law all references to “noncualified”
corporations in connection with the definition of a new life insurance
company for purposes of tho 8-year carryforward. No change is
made, however, in the age requirements which must be met by a life
insurance company in ovder to qualify for the 8-year carryforward.
Thus, as under present law, the 8-year carryforward is available to a
life insurance company for losses incurred in any of the taxable years
beginning during the first 5 years of its existence as an insurance
company.

Iiffective dale~"The 8-year carryforward of net operation losses of
life msurance companies is made fully available by both the House
and your committee’s version of this bill for losses originating in
1958 and subsequent years, In these cases, the fifth year of the
earryforward for losses originating in 1958, or later years——the
maximum carryforward for corporations generally-—oceurs in 1963,
or subsequent years. Thus, the net operations loss carryforward
extension to 8 years in such cases merely extends the life of a loss
available for use in 1963 to the current year 1964 and subsequent
years. The bill also provides an extension of the net operating loss
carryforward in the case of losses incurred in “nonqualified cor-
porations” and originating in 1956 and 1957, but only to the extent
that the extension of the carrvforward period will have current or
prospective application.  ‘Thus, no eareyforward of a 1956 loss to
1962 or 1963 is permitted, since these are past vears which are bevond
the fifth year of carryforward.  Similarly, with respect to losses
originating in 1957, no carryforward is permitted to 1963, sinee this
is u past vear which is beyond the (ifth vear of careyvforward.  How-
ever, operations loss earryforwards will be permitted for losses earvied
forward from 1956 to 1964, the current year, sinee this represents the
cighth year of carryforward for such a loss.  Similarly, with respeet to
losses earried forward from 1957 the carevlorward will be available
under the bill with respeet to 1964 and 1965, the seventh and eight
vears of carryforward,  In both of these eases, where eareviorwards
are not. permitted from prior years to the vears 1962 or 1963, no
reduction in the earevforward available for use in 1964 or 1965 is to
be made to the extent that these losses would have been offset in 1962
or 1963, sinee these loss offsets were not available with respeet ot those
vears,

Revenue effect——Tt is believed that this provision will result in a
negligible loss in revenues.

B, TREATMENT OF CAPITAT GAINS IN SHARBHOLDERS ACCOUNT

Your committee has aceepted the House provision denving a double
allowance in the ease of capital gains but has modified (his provision
to prevent unintended allowances in cases where capital gains are
offset against operations losses. '

Present law.~-Tn the Life Insurance Company Tneome Tax Act of
1959, life insurance companies generally were made fully taxable on a
current basis on their investment income (phase 1) plus half of their
gains from operations, apart from their investment income (phase 2).
Fhe remainder of the gains from operation not taxed currently were
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made taxable at the time this income is considered as being dis-
tributed to the shareholders, In addition, in the 1959 legislation,
n separate flat 25-percent. tax was provided for the excess of net long-
term capital gains over net short-term capital losses,  This method
of taxing capital gnins differed from that provided for most other
corporations in that this 25-percent tax was not an alternative tax
but the only procedure provided for taxing these net capital gains,
Tuxable investment income, which is the tax base for phase 1,
did not include the excess of the net long-term capital gain over the
net short-term eapital loss, nor were these net gains included in gain
from operation constituting the phase 2 tax base. Instead, as in-
dieated above, u separate flat tax in all cases was imposed on any
excess of net long-term capital gains over net short-term capital
losses-—whether or not other operations resulted in a gain or loss.

In legislution enncted in 1962 (Public Law 87-858) Congress modi-
fied the tax treatment of capital gains in the ease of life insurance
companies to conform the treatment of these gains more nearly with
that accorded other corporntions,  As a result of that public law, a
life insurance company computes its tax on the excess of net long-term
capital gaing over net short-term capital losses under two methods---
o regular method and an alternative method. The regular method
requires that these capital gains be included in the life insurance com-
pany taxable income®  (Thus the combined tax may be less than
25 pereent of uny net capital gain.)  The alternative method of taxing
capital guin is sill egsentially the same as was provided by the prior
law (i.e., the tax consists of a partial tax computed without the eapital
guins, plus a separate {lat tax of 25 percent on these capital gaing).

Reasons for proviston.~--1t eame to the attention of the Houss that
the legislation for insurance companies enancted in 1962 vesulted
unintentionally in a double allowance with respect to these eapital
gaing under the phase 3 tax base for life insurance companies.  The
manner in which this oceurs is set forth below,

In determining when n distribution to shareholders is made out of
the previously taxed or untaxed portion of gain from operations--
and therefore whether no tax or o tax results from the distribution—-
the life insurance company provisions set up two accounts: the
shareholders surplus account and the policyholders surplus account.
Gains from operations which have previously been taxed are accounted
for in the shareholders surplus account, while the untaxed portion
of gains from operations is placed in the polieyholders surplus nccount.
Subsequently, when any distribution is made to a sharcholder it is
first considered as coming out of the sharcholders surplus account,
to the extent of any balance in this account, and this amount, at the
time of that distribution, is not subject to any tax. Therefore, tho
additions made to this account in the year the income is earned detor-
mine the portion of any subsequent distribution to shareholders
which may be made without the imposition of tax at the time of
distribution.

Among the additions to this account are “life insurance company
taxable Income” and also any excess of net long-term capital gains
over net short-term capital losses.  Before the enactment of the 1962
legislation this achieved the correct result insofur as the treatment of

+I'hie excess of not long-term capital galns over net short-term cnpitnl losses I8 included in both gains from
operatlons und taxable fnvestment fncome, Ilowever, sinco in the final computation of the tax, taxablo
fnvestment income, If smaller, Is subtraeted from gain from operations only the ““phase 1’ tax base, in the
last analysis, generally includes this capital gaing income.
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capital gains were considered, since the excess of net long-term capital
enins over net short-term capital losses then was never a part of life
insurance company taxable income. Thus, the inclusion of these
net gains as a separate addition to the sharcholders surplus account
then was appropriate, However, as indicated above, since the
enactment of the 1962 insurance company legislation life insurance
company taxable income also includes this excess of net long-term
capital gain over net short-term capital losses.  As a result, the excess
of net long-term capital gains over net short-term capital losses is,
in most cases, added to the sharcholders surplus nccount twice: once
as u part of life insurance company taxable income and once as a
separate item,*

This permits the distribution, free of any further tax at the time of the
distribution, of an amount equal to twice the capital gains which were
taxed to the life insurance company.

T'he House coneluded that this double inclusion was not intended in
1962 and therefore in this provision it removed this double inclusion
of these capital gains.

Your committee agrees with the House that this double inclusion
of eapital gains was not intended in 1962,  IHowever, your committee
has further concluded that the change made by the House does not
entirely remove the unintended benefit in existing law. TIn addition
to preventing the double inclusion of capital gains in the sharcholders
surplus account, your committee has u{so concluded that no amount
attributable to ceapital gaing should be added to this account which
represents capital gains offset against opevations losses and, there-
fore, not subjected to tax, In establishing the shareholders surplus
account in the Life Insurance Company Income Tax Act of 1959,
CCongress intended that the amounts added to the sharcholders
surplus account represent amounts which had been taxed to the lifo
insurance company and, therefore, were properly distributable to
stockholders without further payment of tax.®

Ibaplanation of proviston.—Ifor the reasons indicated above, your
committee has modified the House provision, not only to remove the
double inclusion of the excess net long-term capital gains over net
short-term capital logs in the amounts added to the sharcholder’s
surplus account, but also to provide that there be no inclusion of any
excess net long-term ceapital gaing over net short-term capital loss
which has not, prior to the distribution, been taxed to the life insur-
ance company. ‘Thus, no amount with respect to such an excess
of net long-term eapital gaing will be added to the shareholders surplus
account. where such capital gains have not been taxed to the life
insurance company heeause of offsetting opoerations losses.

The result desired by your committee is obtained by providing
that on and after January 1, 1962, the excess of net long-term capital
eain over net short-term loss is not to be added to the shareholders sur-
plus account ag a separate amount (under see, 815(b)(2)(A)(@1)). To
the extent that such excess of capital gains is subject to tax at the
life insurance level, it will be included in the life insurance company

{ ec, 815(h)(2)(A) actually provides for the addition to the sharcholders surplus account of the oxcess
of the sum of o sorles of items—Iincluding the life insuranco company toxable income and the oxcess of net
llong-{ (}l}m capltal gnins over net short-term capital losses—over the taxes pald during the year under phases

and .

3 Congress apeclfically intended certain amounts to be distributed even though no tax (or not the il tax)
had been pald with respect to theso amounts, These amounts are tax-cxempt interest, the small bvsiness
deduction, dividends recelved, and partially tax exempt interest,  However, there was ho oxpressed inten-
tion to achicvo this resnlt with respect to capital gains offset by net operating losses, since theso wero always
taxable at the 26-percent capital gains rates
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taxable income and, therefore, is reflected in the addition made to the
sharceholders surplus account for life insurance company taxable in-
come (under sec, 815(b)(2) (A)(1)).

This change is made effective as of January 1, 1962, beeause that is
the effective date of the legislation enacted in 1962 (Public Law 87—
858), when Congress for the first time provided for the inclusion of
such excess capital gains in life insurance company taxable income.

Revenue cffect.—1t is believed that this provision will result in a
negligible gain in revenues.  ‘The modification made by your com-
mittee will increase slightly the gain over that provided in the House

bill.

C. TREATMENT OF CERTAIN DEDUCTIONS FOR PURPOSES O POLICY-
HOLDERS ACCOUNT

The House bill modifies the treatment of certain deductions for
purposes of additions to the polieyholders surplus account.  Your
commitice has necepted the basie provision in the House bill but has
modified it in two respects to provide for types of cases it does not
cover,

Present law.—As has previously been indicated, under the Life
Insurance Company Tncome Tax Act of 1959, provision was made for
the taxation at the life insurance company level of any income not
previously taxed to the life insurance company when this income is
distributed to the shareholders. However, the amounts which have
already been taxed to the life insurance company ave considered to be
the first amounts distributed to sharcholders. Thus to the extent
of these previously taxed amounts therve is no further tax at the time
of ('list,l'iLut.i()n, Only when such amounts are used up is a tax
imposed with respeet to any additional distributions. ‘I'he amounts
alvendy taxed to the life insurance company, and which may be
distributed without further tax, are nccounted for in what is ealled the
“sharcholders surplus account.”  ‘T'he amounts which will result in
additional tax nt the time of distribution to sharcholders are necounted
for in the “policyholders surplus account.”

At present there is added to the polieyholders surplus aceount
amounts not taxed under phase 2: (1) 50 pereent of the gnins from
operation in excess of taxable investment income, (2) the deduction
(in computing lifo insurance company taxable income or loss from op-
erations) for nonparticipating contracts, and (3) the similar deduction
for accident and health insurance and group life insurance.

Reason for provision.—-The attention of the Touse was ealled to o
type of situation where the accounts, referred to above, do not achieve
the intended vesult. The deduction for nonparticipating contracts
and the deduction for accident and health insurance and group life
contranets may result in o loss from operations which may be earrvied
back 3 yeurs or forward 5 yvears (or in the case of new companies,
forward & years). ‘T'o the extent these deductions cannot be fully
used to offset gain from operations in one of these years, theve is no
use made of these deductions.  Nevertheless, these deduetions, under
present law, wre required to be added in full to the policyholders
surplus necount,  T'his results in o tax at the time o distribution is
made oven though the deductions guve rise to losses which could not
be offset aguninst gnins and therefore it has not been possible for the
life insurance company to gain any benefit from them,
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To remove this imperfection in the present statute, the House
provided that if any amount added to the policyholders surplus
account for any year increases, or creates, & loss from operations and
part or all of that loss cannot be used in any other year to reduce the
company’s taxable income, then the poliecyholders surplus account
for the last year to which this loss may be earried is to be reduced
by the amount of the unused loss or, if lesser, the amount in the
policyholders account (before making any subtractions for that year),

A witness before your committee at the hearings held on this hill
pointed out that the modification made by the House bill does not
cover cases wheve dividends (or other distributions) are paid to stock-
holders during the period before the net operations loss carryover hag
expired. Dividend payments may well be made in such a period,
despite current losses, since the losses may indicate that an insurance
company is expanding its business (and therefore has immediate
losses from comrmissions, ete.) and has the prospect of obtaining
profits in the future. In such cases companies may be expected to
pay out dividends based upon the prospect of future income arising
from business “currently being put on the books.”

In cases where dividends are paid before the expiration of the net
operations loss carryover period, the deductions previously referred
to, are alrendy items in the policyholders surplus account, and,
therefore, when dividends are paid to the stockholders there is a
tax at the insurance company level as substractiors are made from
the polieyvholders surplus account.®

Since the net operations loss may not be fully used in the 5-year
carryover period, this means that the insurance company has not
received any (or full) uwse from the specified deductions. Thus,
it is not always determinable at the time the dividends are paid ag to
whether they should appropriately be considered as being paid out of
the policyholders surplus account-—and therefore giving rise to a tax
al the insurance company level—or whether they should be treated as
being paid out of accumulated earnings and profits attributable to the
period before 1959 or paid out of capital.  In either of these latter
two cases, of course, it is inappropriate to provide a tax at the insurance
company level with respect to dividend distributions.

Iaplanation of provision.—~-T'o provide for the types of cases referred
to above, as well ns the types of eases covered by the Iouse provision,
your committee has amended the House bill to provide that if any
amount added to the policvholders surplus account for any year
increases or ereates n loss from operntions and it is Iater shown that
part or all of that loss cannot be used in any other year to reduce the
company’s taxable income, then the policyholders surplus account is
to be reduced (as of the time the addition to the policyholders surplus
account was made) by the nmount of the unused loss to the extent
these losses reflecy the specified deductions.  Refunds or eredits will
he allowed where the dividend distributions have already been made,
if it subsequently is determined that no tax benefit will be derived
from part or all of these deductions, and a tax has already been paid
at the time of the distribution. In such cases a refund or credit of
this tax (ov approprinte part of this tax) will be made as if this tax

¢ 'I'his assnmes no amounts are in the sharcholders surplus account since dividends are considered a8
being paid first out of any amwounts in this account.

3. Rept. 142§, §8-2.--—2



10 TANATION OF LIFE INSURANCE COMPANIES

(or part) had been paid for the last year to which the net operations
loss may be earried,’

It is important to note that this provision does not always require
waiting the end of the normal 5-year net operations loss carryover
period (or 8-year period for certain new companies) before the reduc-
tion referred to here can be made in the policyholders surplus account.
In some cases a life insurance company may have disposed of sufficient
life insurance business so that it no longer qualifies as a life insurance
company, and in other cases a company may be liquidated. In either
of these cases, the last year to which a net operations loss attributable
to life insurance business may be carried may well expire before the end
of the 5-year (or 8-year) carryover period. Insuch cases the reduction
in the policyholders surplus account can be made immediately before
the company ceases to qualify as a life insurance company or liquidates,
since tlus is the last year to which the net operations loss referred to
here may be carried.

Iflectwe date—"The House bill provided that the amendments in
that bill were to apply Lo taxable years beginning after December 31,
1963. However, that effective date applied with respect to the year in
which the “adjustment’ or “reduction” could be made in the policy-
holders surplus account. Thus, in the normal case where the adjust-
ment was made at the end of a 5-year carryover period, this meant
that adjustments would be made in 1964 for unused deductions urising
in 1959, the first year for which the policyholders surplus account was
required to be established. However, in those cases where a company
ceased to be a life insurance company or was liquidated before 1964,
the House version of the bill would not have permitted an adjustment
or reduction in the policyholders surplus account, since this would
have occurred before the eflfective date.  Your committee believes
that since for most. companies the House provision would have per-
mitted adjustments with respeet to unused 1959 deductions, adjust-
ments should not be denied those companies in similar situntions which
were liquidated or ceased (o he life insurance companies before 19641,
Tfor that reason your commitlee has aiended the effective date pro-
vided by the House bill to provide that this provision is to apply to
amounts “added” to policyholders surplus nccounts for taxable years
beginning after December 31, 1958.

Revenue effect.—1t is believed that this provision will result in a
negligible loss of reveaue.

D, CERTAIN SPIN-OFFS OF CONTROLLED SUBSIDIARIES OIF LTI INSURANCE
COMPANIES

This is 1 new provision added by your committee.

[resent loan.~-As previously indieated, the Life Insurance Company
Income Tax Act of 1959 provided for a tax on distributions to share-
holders at the life insurance company level of any income not pre-
viously taxed to the company. This is the so-cuﬁe(l “phase 3" tax
on life insurance companies.  Included among these distributions to
shareholders which give rise to a phase 3 tax are most distributions in
redemption of stock or in partial or complete liquidation of a subsidiary
corporation. A limited exception to this rule was added in legislation
enacted in 1962 (Public Law 87-858) permitting life insurance com-

t1f the tux attributable to a distribution has not been pald in such a cass, the deficlency is ellminated in
the last year to which the loss may be carried,
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panies to spin-off a fire and casualty insurance subsidiary in certain
cases and distribute its holdings of stock in such a subsidiary to the
life insurance company’s shareholders without incurring u phase 3 tux.
The 1962 legislation provided that the fire or casualty insurance sub-
sidiary in such cases must have been acquired before January 1, 1963,
in a stock-for-stock reorganization (sec. 368(n)(1)(1B)), the spin-off
of the subsidiary stock must have occurred before January 1, 1964,
the fire and casualty company must have been 80 percent or more
owned by the life insurance company, and the distribution must have
been u tax-free distribution of a subsidiary’s stock to the shareholders
of its parent (to which see. 355 applies).

Reasons for provision.—It was thought appropriate to permit the
spin-ofl of the fire or casualty insurance company in the type of case
referred to above without the imposition of a phase 3 tax because,
where the subsidiary had been acquired in the past, it was clear that
it had been aequired without the intent to avoid » phase 3 tax.  This
is further evidenced by the faet that such subsidiavies must have
been uwequired in o stock-for-stock reorganization, thus making it
impossible for any of the earnings and profits of the life insurance
company properly subjeet to a phase 3 tax to be siphoned off in such
a stock distribution where the stock of the subsidiavy is distributed
to the shareholders of the life insurance company.

Sinee the enactment of the 1962 legislation, additional cases have
come to the attention of your committee where life insurance com-
panies desire to distribute the stock of subsidiaries to their share-
holders but would, under present law, face the imposition of a phase 3
tax. In these cases also it is clear that none of the earnings and
profits of the life insurance company are being siphoned off in (he
types of distributions referred to.  lTor that reason your committee
ndded an amendment to this bill to provide that the phase 3 tax is not
to apply in certain additional eases not covered by present law of
distribution of stock of a subsidinry to the shareholders of the parent
life insurance company,

Leplanation of provision.- -As under the exeeption already in existing
lvw, the new exception is to apply only to spin-ofls of the stock of an
S0-percent controlled fire or ensunlty subsidiney to the sherveholders
of the life insvrance company (the spin-ofl must qualify under see.
355).  Your committee snw no reason in this ease, however, to limit the
spin-offs which qualify for this treatiment to those which have alrendy
occeurred.  As w result this treatment will apply to spin-offs which
oceur in the future.  This treatment is to be available where the sub-
sidiary was 80 pereent or more owned hefore Janunry 1, 1958, without
regard to whether it was nequived in a stock-for-stock reorgunization,
It is believed unnecessary in such a situation to limit the tax-free
reorganization to a stock-for-stock reorganization since in any event the
control was nequired by the life insurance company oul of earnings
and profits accumulated before 1958---the first year in which the
Life Tnsurance Company Income Tax Act of 1959 was applicable- -or
out of capital held before that date.

In addition, the amendment covers eases where there was a 50
percent control of the subsidiary before 1958 if the additional stock
necessary to reach the 80-percent control was acquired in a way which
precluded the use of tax-free profits for this purpose. Thus the
exception to the phase 3 tax also is to be available where the stock
acquisitions in the subsidiary after 1957 necessary to acquire the 80-
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percent control qualify as a stoek-for-stock reorganization  (sec,
3OS (LB,

A spin-off is also to qualify where the additional control (control
above 50 pereent up to the SO-pereent control) was acquired through
the nuse of w wholly owned subsidiary of the life insurance company
established to acquire the ussets of another subsidinry by exchanging
for these assets the stoek of the life insurance company.  In this cuse,
the wholly owned subsidiary ean acquire the assets of the other sub-
sidiury either in a statutory merger or consolidation or in a stoek-for-
assels reorganization (see. 368(a) (1) (A) or (1)),

This exception from the phase 3 tax is not to apply under this new
provision to any portion of a distribution of stoek of the controlled
corporation representing any inercase in the adjusted basis of this
stock aftor 1957 (except to the extent that this results from an acqui-
sition of stock in the controlled corporation in the transaction in which
the 80-pereent control was acquired).

This amendment is to apply to taxable years Decinning after
December 31, 1963,

Revenue effeet. “This provision is expeeted to have a negligible effect
on revenues.

F. LIFE INSURANCE COMPANY RESERVES ATTRIBUTABLE TO PLENSION
PLANS O STATE OR LOCAL GOVERNMENTS

[n the Life Insurance Company Tncome Tax Aet of 1959, Congress
included provisions rvelating to the computation of the amount of
investment income attributable to the company’s reserves for con-
tracts sold under qualified pension or profit-sharing plans of private
industry.  In addition, these provisions dealt. with reserves relating
to pension plans ol certain exempt organizations,  The purpose of
these provisions was to exelude from tax at the life insuranee company
level the full amount of the earnings realized on these vesevrves, This
treatment was aecorded the life insurance companies beeause the Iaw
already provided that where the qualified pension plans made use of
trust= no income tax was payvable at the level of the trust with respeet
to the enrnings attributable to such qualified pension plans.

Present law provides this tax-free treatment for veserves attrib-
utable to contracts purchased under pension and profit-sharing plans
which nre treated as qualified plans under the internal revenue Inws
(see, 401(0)) and also to retirement annuity contraets purchased by
tnx-exempt edueational, charitable and velicious orennizations (de-
seribed inosees H01(e)(3)). These annuity contrnets purchased by
the edueational, ete., organizations ure, in general, treated the same
as the qualified pension plans in that contributions made to these
plans by the employers are not taxed to the employvees until after
retivement.  Certain other tax advantages also are shared by these
annuity contimets for the eduentionnl, ete., organizations and the
contracts coming under the qualified pension plans,

In 1061 Congress (Public Taw 87-370) extended this tax deforral
for employees of tax-exempt educational, ete., organizations to annui-
ties purchased by public school systems for their employees. At that
time, however, no modifiention was made in the tax trentment of life
insurance company pension reserves to permit the insurance companies
to aceumulate free of tax investment income attributable to the
reserves on these publie school teacher contracts in the same manner
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as reserves under annuity contracts purchased by exempt orga-
nizations,

Your committee belioves that the omission of an adjustment in
pension plan reserves of life insurance companies with respeet to these
public school teacher contracts was an oversight which should be
corrected to accord uniform treatment in the case of reserves for
annuity contracts for public school teachers and for employees of
private tax-exempt educational institutions.

Your committee has, therefore, added an amendment to the life
insurance company provisions (sec. 805(d) (1) (D)) which has the effect
of permitting the investment income of life insurance companies to
remain free of tax to the extent attributable to reserves for retirement
annuities of public school systems.

This amendment is to apply to taxable years beginning after
December 31, 1963.

It is estimated that this will have a negligible effect on revenues,

III. OTHER PROVISIONS

A, EXTENSION OF 23 PERCENT DEPLETION RATE TO ALL ORES OF
BERYLLIUM

Present law.-—In 1954, Coongress provided a 23-percent depletion
rate for strategic and critical minerals produced from deposits within
the United States. Among the minerals necorded this treatment was
beryl.

Present law, after specifying specific percentage depletion rates for
various minerals such as the 23 percent for the list of strategic and
critieal minerals referred to above, provides for all other minerals
(with certain specified exceptions) a porcentage depletion rate of 15
percent,

Reasons for the provision.~—Beryl is used almost exclusively as o
source for the metal beryllium, ~ Beryllium is considered strategic
and critical by the General Services Administration. Tt is used by
the Atomie lunergy Commission and also in aireraft and missiles,
Beryllium oxide has, in addition, certain nuclear, refractory, and
clectronic uses,

A little over 500 tons of beryl was produced domestically in 1960,
Most of tho amount consumed in this country was imported. e-
cause of the strategic and critical nature of beryllium, alternative
domestic sources are being developed. These other ores of beryllium
which are being developed domestically ave bertrandite, chrysoberyl,
helvite, phenscite, and hambergito,

Beceauso only beryl of the ores of beryllium is listed as a stratogic
and eritieal minoral, the remaining ores of heryllinm aro oligiblo for
percontago doplotion only under the “All other” eategory of minorals
ab 15 poreent, rather than at 23 percent which domestie beryl recoives.
Your committee has concluded that equity requires that the various
ores of beryllium receive the samao rato of percontage depletion, Tt is
espocially desirablo to provide the sume rate of depletion for these
ot.}mr ores of beryllium as for beryl, in order to encourage their
domestic production, '

Ieplanation of provision.—In view of the considerations set forth
abovo, your committeo has added a section to the bill amending the
provisions of present law relating to percentage depletion (sec. 613(h))
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by substituting {or the word “beryl” in the list of stratogic and critical
minerals eligible for dopletion at 23 pereent the word “beryllium.”
This, therofore, ineludes in the 23-percent dopletion eategory not only
with respect to domestic deposits of beryl, but also with respect to
domestic deposits of all other ores from which beryllium is producod.

Iflective date.—-This amoendment is to apply to taxable years bogin-
ning after December 31, 1963.

flevenue effect.—1t is expected that this will have a negligible effect

on rovenues.,

B, TEN-YEAR CARRYOVER FOR CORPORATIONS OF FOREIGN
EXPROPRIATION CAPITAL LOSSES

Present law.—For corporations, present law provides a net capital
logs carryover of 5 years, No provision is made for carryback of
enpital losses.  These capital losses when carried over are in all cases
treated as short-term capital losses whether or not they arise from a
short- or long-term capital loss initially.

In the case of individuals, present law, since the enactment of the
Revenue Act of 1964, provides a net capital loss carryover for an
unlimited period of time.

In the case of corporations with net operating losses, the loss
ordinarily may be carrvied first back for 3 years and then, to the
extent of any amount remaining, may be carried forward to the 5
succeeding years. However, in the Revenue Act of 1964, Congress
provided a 10-year carryforward with no carryback for foreign ex-
propriation logses. This was made available for exproprintion losses
arising in taxable years ending after December 31, 1958, As indicated
in your committee’s report, this date was selected beeauso it ineluded
1959, which was the year in which the C'uban expropriations began.

The expropriation loss provision referred to above is available only
in the caso of ordinary losses and not net capital losses,

Reasons for provision.~--T'he attention of your committoo has heen
ealled to a situation where an Amorican company owns more than
50 percent of the stock of two Cuban subsidinry companies, The
nssets of theso subsidiaries were exproprinted by the Cuban Govern-
ment in 1960.  Under present law, securities which bocome worthless
by reason of the confiscation of the underlying assets by a foreign
government represent a worthless security loss which is treated as
# loss from the sule or exchange of u capital asset,  ‘T'his is tho troat-
ment accorded unless the American corporation owns 95 percent or
more of the stock of the subsidiary and 90 percent or more of its gross
receipts are derived from active incomo sources (within the meaning
of sec. 166(g) (3)(B)).

Gonerally, it is belisved thut the 5-your carryover provided corpo-
rations for net capital losses is a suflicient pertod to provide for the
recovory of most of these losses. However, in casos {iko that called
to the attention of your committee, where extraordinary circumstances
make the 5-year poriod too short to provide for the offset of substan-
tially all of the capital losses, your committeo belioves that a longer
period of time is justified.

Provision for a 10-year loss carryover of foreign expropriation
capital losses is consistent with the provision recently adopted by
Congress in providing a 10-year carryover period in the case of net
operating losses arising from foreign expropriation. It is also consist-
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ent with the 10-yenr period provided in present Inw for those suffering
logses arising under t‘m Trade Expansion Act of 1962 and the 10-year
period provided in the case of regulated transportation companies,

e planation of provision.—Ior tho reasons indicated above, your
committee has ud({ed an amendment to the bill providing for corpora-
tions n 10-year cavryover of foreign expropriation eapital losses,  T'his
is n substitute for the 5-year earryover period generally available for
corporate net capital losses.

A foreign expropriation capital loss (to the extent of any net capital
aain for the year) will be treated separately from any remaining net
capital losses for the same year.  The regular net capital loss for the
year will be carried forward to the first succeeding year and used first.
Only after the regular capital loss is fully applied in the first carry-
forward year in which there is a net capital gain ill any expropriation
loss from the same year be used in that year.  Thus, the foreign expro-
printion capital loss will be considered the last portion of the total net
capital loss applied in any case, although the foreign expropriation
capital loss for a year will be applied before the regular net capital loss
for any succeeding year, ,

A foreign expropriation capital loss is defined as the sum of the
capital losses sustained by reason of the expropriation, intervention,
seizure, or similar taking of certain property })_y the government of
any foreign country, any political subdivision, or any agency or
instrumentality of such a governmental unit.  T'he property referred
to here is property, taken into aceount in computing net capital
losses, which has been taken by a foreign government and also property
taken which is represented by securities which become worthless.

I ffective date.-—This provision applies with respect to foreign expro-
printion capital losses sustained in taxable years ending after December
31, 1958,

Revenue effect.--'T'hig provision is expected to result in a negligiblo
losg of revenue.

C. MODIFICATION OF CONSTRUCTIVE SALES PRICE FOR CERTAIN
MANUFACTURERS' BEXCISE TAXES

Present law.—TPresent law (sec. 4216(b)) provides for a constructive
sales price, ns distinet from the actual gales price, ns a base for the
varioug ad valorem manufacturers’ excise taxes where an article is

1. At retail (i.e., to consumers);

2. On consignment;

3. At less than the fair market prico if the trangaction is not
at arm’s length; or

4, 'T'o rvetailers,

Where a manufacturer sells at retail or to retailers, the tax is gen-
erally based on either the actual price at which an article is sold or a
constructive price equal to the “highest” price for which manufac-
turers sell to wholesale distributors, In the case of sales at retail,
this may be the highest price for which others in the same industry
sell to wholesale distributors or it may be the highest price at which
the particular manufacturer in question sells to wholesalers (which-
ever is lower). In the case of sales to retailers, however, the construc-
tive sales price provision is available only where the manufactuver
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transactions.® , . _

. A quite different result in tax burden is obtained where a manu-
facturer sells to a wholly owned sales subsidiary corporation. In
such cases, the Internal Revenue Service in applying the construc-
tive sales price provision applicable where a sale is made at less
than fair market price in other than an arm’s-length transaction
holds that the tax base is the subsidiary’s ‘lowest’ selling price to
unrelated wholesale distributors.® : ,'

Reasons for provision.—In the past, Congress has recognized the
desirability of imposing manufacturers’ excise taxes as nearly as pos-
sible on a uniform base even though various manufacturers may sell
the same articles at different levels of distribution, Not to impose
the manufacturers’ excise taxes on.as nearly a uniform base as pos-
sible means that the amount of tax paid would be different merely
because one manufacturer chooses to sell an ‘article to a distributor
while another sells to a retailer. - To permit a different tax in such
cases means that the excise tax involved is not neutral between man-
ufacturers carrying on their businesses in different ways. To obtain
a greater measure of neutrality for manufacturers carrying on busi-
ness in different ways, Congress has from time to time expanded the
constructive sales price provisions to achieve a more nearly uniform
excise tax base, - g L . .

Probably the greatest discrepancy in present law, however, is the
fact that-where sales subsidiaries are used by a manufacturer, by ruling
the Service has held that the constructive pricé is to be determined on
the basis of the ‘“lowest” price at which the manufacturer gells to
wholesalers while, if a manufacturer does not use such a sales sub-
sidiary, the constructive price applicable to his sales at retail or to
retailers . is his ‘highest’”’ price to wholesale: distributors,’ This
problem is particularly acute in the case of small manufacturers selling
at retail whose constructive price is determined by the highest industry
price. . . . , T

Explanation of proviston.—In view of the considerations set forth
above, your committee has amended the constructive price provision
to provide that the wholesalers price in the industry to be taken into
account in the case of sales at retail is to.be the ‘‘lowest’’ wholesaler
price:and the price to be taken into-account in the case of sales either
at retail or to retailers where the manufacturer involved himself sells
to wholesale distributors is to be the ‘“lowest” price at whicl: he sells
to wholesale distributors. Co e

© Bffectivé date.—~This provision is to apply with respect to articles
sold on or after the first calendar quarter beginning more than thirty
days after the date of enactment of this biil. C e

“§ Other restrict{oris are also provided which aré‘riot of significarice hére!’ et

2 This Js’' determined belore taking into account allowabhle exclusions-and readjustments, The Service
has by ruling proyided fo: a reduction of § percent ‘in qns pwgst wpg!qgg!e pripe to accqum for these

allowable exclusions ‘and readjustments, ' = .. o A A
10 In.the case of sales at retall, this highest wholesale price may alternatively be dependent upon the highest
wholesale price in the'industry where the manufacturer involved makes ho sale himself to wholesalers,

h1mself sells to one or more wholesale distributors in arm’s-length

Py
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IV. TECHNICAL EXPLANATION OF CERTAIN COMMITTEE
E ~ AMENDMENTS C

SECTION 2. TREATMENT OF CAPITAL GAINS IN SHAREHOLDERS SURPLUS
‘ ACCOUNT

Section 2 of the bill amends section 815(b)(2)(A)(ii) of the code
(velating to additions to shareholders surplus account of life insurance
companies). Under existing law, one of the items taken into account
in computing the addition to the shareholde:s surplus account of a
life insurance company for each taxable year is the excess of the net
long-term capital gain over the-net short-term capital loss. Under
the bill as passed by the House, this item would, in the case of taxable
years beginning after December 31, 1961, be reduced by the amount
of the life insurance company taxable income (computed without
regard to sec. 802(b)(3) of the code). Thus, under the bill as passed
by the House, this part of the addition to shareholders surplus account
would be eliminated, for taxable years beginning after December 31,
1961, except to the extent that the excess of the net long-term capital
gain over the net short-term capital loss is greater than the life
insurance company taxable income (as so computed). Under your
committee’s umendment, this part of the addition to the sharehclders
surplus account is eliminated completely for taxable years beginning
after December 31, 1961, .

The elimination of the separate inclusion of capital gains item to the
shareholders surplus account, referred to above, is to apply in the case
of any taxable year, beginning after December 31, 1961.

SECTION 8. TREATMENT OF CERTAIN DEDUCTIONS FCR PURPOSES OF
POLICYHOLDERS ACCOUNT

(@) Substantive provision.—Subsection (a) of section 3 of the bill
amends section 815(d) of the code (relating to special rules with respect
to distributions to shareholders) by adding a new paragraph (5).
Under the bill, as passed by the House, the new paragraph (5) requires
certain reductions to be made from the policyholders surplus account
if the conditions of subparagraphs (A) and (B) of the new paragraph
(6) are met. Your committée’s version of the new section 815(d)(6)
of the code, differs from the version in the bill as passed by the House
with respect to the taxable year for which the policyholders account
shall be reduced. '

Subparagraph (A) of new section 815(d) (5) provides that the reduc-
tion described below shall ' be made only if an amount added to the
policyholders surplus account for any taxable year increased (or
created) a loss from operations for such year. 'The amounts referred
to are the special deductions for certain nonparticipating contracts
provided by section 809(d)(5) and for accident and health insurance
and group life insurance conlracts provided by section 809(d)(6)
to the extent such deductions contribute to a loss from operations, as
as defined in section 809(b)(2). ' P

Stubparagraph (B) of new section 815(d) (5) provides that the reduc-
tion described below shall be made ouly if any portion of the increase
(or amount created) in the loss from operations by the special deduc-
tions, referred to in subparagraph (A), did not reduce the life insurarice

8, Rept, 1428, 88-2——8
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company taxable income for any:taxable year to which such loss was
carried under section 812(b)(2) of the code. ) -

A special :situation deserves’ comment. . Under. present.law:: (sec.
809(d), an operu:ions loss deduction-is taken before the application
of the limitations on the deductions referred to previously (under sec.
- 809(f)). Thus, a'carryover or carryback is regarded as having reduced
life insurance company taxable income even' though the operations
loss deductions resulis in an equivalent reduction of another deduction,
This may be illustrated as follows: Assume 5hai in the year ii question
a company had life insurance company taxable income of $100,000-
and in that year the potential deduction for accident and health and
group life insurance (sec. 809(d)(6)) was $400,000 but by the operation
of a limitation (sec. 809(f)) was reduced to $300,000. ,’%axable invest-
ment income in this case is $350,000 and gain from operations com-
puted without regard to the section 809(d)(6) deduction is $400,000:
Assume further that that company incurs a loss in the next year which
results in'a carryback at'an operations loss deduction of $60,000 to the
" prior year. The effect of the operations loss deduction will reduce the
allowable deduction (and the addition to the policyholders surplus
account for the first year) to $250,000.. Thus the life insurance com-
pany taxable income is first' reduced and then increased again to
$100,000. Assuming that deduction provided by section 809(b) (5) or
(6) contributed to the loss in the second year, no further adjustment to
the policyholders surplus account would be required by the present
amendment because the loss was used to reduce life insurance com-

any taxable income. It may be noted in this example that the loss
in the second year has already served to reduce policyholders surplus
account through a smaller deduction for the first year.

Amounts subtracted from policyholders surplus account

Under the version of new paragraph (5) of section 815(d) provided
in the bill as passed by the House, if the conditions required in the new
provision are met the policyholders account for the last taxable year
to which the loss referred to in section 815(d)(5)(A) is carried under
section 812(b)(2) shall be reduced by the amount described in section
815(d)(5)(B) or, if lesser, by the amount in such account as of the
close of such taxable year (computed before any subtractions for such
taxable yoear). Under your committee’s version of new paragraph (5)
such reduction shall be made from the policyholders surplus account
for the year described in subparagraph (A). Therefore, instead of
‘reducing the policyholders surplus account for the taxable year at
the end of the carryover period, under your committee’s version the
reduction is made from the account for the year of the loss;, However,
under either version, such reduction shall not be allowed until after
the expiration of the carryover period, since the conditions of sub-
paragraph (B) of the new paragraph cannot be met until such time.

Under your committee's version of new subparagraph (5? & reduc-
tion from the policyholders surplus account for a taxable year is
made immediately after any addition and before any amounts are
subtracted from the account. Since amounts which reduce policy-
holders surplus account are not included in life insurance company
taxable income under section 802(b)(3), while under present law,
subtractions are so included, overpayments of tax may arise by opera-
tion of new paragraph (5). This is because under present law sub-
~ tractions which are made from the policyholders surplus account are
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made only to the extent thereof. Therefore, if the retroactive
reduction, of the policyholders surplus account reduces the account
for that year below the amounts originally subtracted from the
account, and included in income in such year, an overpayment of
tax arises with respect to the excess of the actual subtractions taken
(and upon which taxes were payable) over the new balance in such
account (computed before subtractions). This may be illustrated as
follows: Assume that $40,000 was added to the opening balance of
$10,000 creating a balance prior to subtractions for the taxable year
1960 of $50,000. - Assume further than $20,000 was subtracted from
the account in such year, so that the company paid tax upon $20,000
which was included 1n life insurance company taxable income for the
year under section 802(b)(3) of the code. Assume that it is deter-
mined after tne carryover period that such account is to be reduced
by $35,000. Under your committee’s version of the new paragraph,
_the reduction is made immediately after the $40,000 is added to the
account, so that the adjusted account as of 1960 is reduced to $15,000
($10,000+4$40,000—$35,000), Therefore, an overpayment of tax
for 1960 arises with respect to $5,000, the excess of the actual sub-
traction of $20,000 over the $15,000 adjusted halance in such account
(computed before subtractions). In addition, since the reduction from
the account, under new paragraph (5), requires that corresponding
adjustments be made to the policyholders surplus account for ‘all
taxable years subsequent to such reduction, similar overpayments
can arige in subsequent years to the extent subtractions are in excess
of the adjusted balance of the policyholders account for each such
" year. Thus, in the above example, the closing balance prior to
the reduction was $30,000, but after the reduction, the closing bal-
ance is zero, Therefore, a corresponding adjustment must be made
to reduce the opening balance of the succeeding year from $30,000
to zero. Therefore, if subtractions upon which tax has been paid
exceed the closing balance of the account for such succeeding year
after the $30,000 reduction, an overpayment of tax arises with
respect to such excess. Thus, if $15,000 is added, but $25,000 is
subtracted from the policyholders surplus account for such succeeding
year Xrior to the adjustment, an overpayment with respect to $10,000
would arise after the account is reduced by $30,000 ($30,000—$30,000
+8$15,000—$26,000). .

(b) Special period of limitations on assessment and collection.—Sub-
section (b) of section 3 of the bill, which is a new subsection added to
the bill as passed by the House, amends section 6501 of the code
(relating to })imitations on assessment and collection) by redesignatin
subsection (k) as sybsection (1), and inserting after subsection (j%
a new subsection (k), The new subsection (k% provides that in the
case of a deficiency attributable to the application to the taxpayer of
new section 815(d)(5), the deficiency may be assessed at any time
before the expiration of the period within which a deficiency may be
assessed for the last taxable year to which the loss described in section
815(d)(5)(A) is carried under section 812(b)(2). This provision in
effect extends the statute of limitations on the assessment of a de-
ficiency on account. of the disallowance of an erroneous application
of new section 815(d)(5) until the expiration of the statutory period
of limitation on assessments attributable to the last taxable year of
such carryover period.
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(c) Spécial period of limitation for filing claim for credit or refund.—
Subsection (¢) of section 3 of the bill,-which is a new subsection added
to the bill, as passed by the House, amends subsection (d) of 'section
6511 (relating to limitations on credit or refund) by adding at the end
thereof a riew paragraph (6).  Subparagraph (A) of new paragraph
(6) provides that a claun for credit or refund relating to an overpay-
ment arising by operation of new section 815(d)(5) may be filed
at any time before the 16th day of thé 39th month :followig the
end of the last taxable year to which. the loss described in section
815(d)(5)(A) is carried under section 812(b)(2), or within the period
prescribed in section 6511(c) in respect of such year (relating to
special rules applicable to extension of time by agreeinent), which-
ever expires later. Subparagraph (A) of new paragraph (6) also
provides that in the case of such a claim. the amount of the credit
or refund may excced the portion of the tax paid within the period
provided in section 6511 (b)(2) or (c), depending on whichever is
applicable, to the extent of the amount of the overpayment which
arises by operation of section 815(d)(5). o
Subparagraph (B) of new paragraph (6) of section 6511(d) provides
rules for the application of the special period of limitation with
respect to the operation of new section 815(d)(5). Subpardgraph (B)
provides that if the allowance of a credit or refund of an overpayment
of tax arising by operation of section 815(d) (5) is otherwise prevented
by operation of any law or rule of law other than section 7122, relating
“to compromises, such credit or refund may be allowed or made, if a
claim therefor is filed within the period provided in section 6511(d)
(6)(A). In the case of such claim for credit or refund, the deter-
mination by any court, including the Tax Court, in any proceeding
in which the decision of the court has become final, shall be conclusive
except with respect to the effect of the operation of section 815(d)(5), -
to the extent such effect of the operation of section 815(d)(5) was not
in issue in such proceedings. . . A
(d) Rules relating to interest on wunderpayment, nonpayment or
extensions of time for payment of tax.—Subséction (d) of section 3
of the bill, which is a new subsection added to the bill as passed by
the House, amends subsection (e) of section 6601 of the code (relating
to income tax reduced by carryback with regard to interest on under-
payment, nonpayment, or extensions of time 'for payment, of tax) b
adding at the end thercof a new paragraph (3). The new paragraph
(8) provides that if any tax imposed by subtitle A is reduced by opera-
tion of new section 815(d)(5) such reduction in tax shall not affect the
computation of interest under section 6601 for the period ending with
the last day of the last taxable year to which the loss described in
section 815(d)(5)(A) is carried under section 812(b)(2). Theréfore,
even if the underlying deficiency in tax is eliminated by operation of
new section 815(d)(b), the liability for interest on such deficiency
wou(lgl) (re)smain unchanged for the carryover period under section
812 2). : ‘ B o
(¢) Rules relating to interest on refuinds of income taz—Subsection
(e) of section 3 of the bill, which is a hetv subsection added to the bill
as passed by the House, amends subsection (f) of section 6611 of the
code (relating to 'interest on refunds: of 'inconmié tax daused by
carryback) by adding at the end thereof a new paragraph (3)." The
new paragraph (3) provides that'for purposes”of thé payment of
interest on an overpayment arising by operatidn of new section
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815(d)(5), such overpayment shall be deemed not to have been made.
prior to the ¢lose of the last taxable year to which the loss described in
gection 815(d)(5)(A) is carried under section 812(b)(2). Thus, if it is
determined after 1964 (dssuming a 5-year carryover) that by operation
of new section 815(d)(6) an overpayment of tax for the yéar 1959
results, no interest will be allowed or paid in respect of such over-
payment for any period prior to January 1, 1965. : N

(f) Effective date.—Subsection (f) of section 3 of the bill provides
that the amendments made by section 3 shall apply with respect to
amounts added to policyholders surplus account (within the meaning
of section 815(c) of the code) for taxable years beginning after Decem-
ber 31, 1958. Except to the extent new section 6511(d)(6) applies,
no provision of this section of the bill extends the period of limitations
within which a claim for credit or refund may be filed for any taxable
year. :

SECTION 4, CERTAIN SPIN-OFFS OF CONTROLLED SUBSIDIARIES OF LIFB
S : INSURANCE COMPANIES

Section 4 of the bill, which is a new section added to the bill as
passed by ‘the House,-amends section 815 of the code relating to
distributions to shareholders of life insurance companies.

(@) . Distribittion defined.—Paragraph (1) of section 4(a) of the bill
amends subsection (a) of section 815 of the code by striking out the
second and third sentences thereof. ' ‘

Paragraph (2) of section 4(a) of the bill aménds section 815 of the
code by adding at the end thereof a new subsection (f). Paragraphs
(1) and (2) of new subsection (f) restate the first sentence stricken
from section 815(a) of the code by section 4(a)(1) of the bill. (The
second sentence is not restated since it has no application to taxable
years affected by this amendment.) Paragraph (%E) of the new section
815(f) of the code is a new provision, : o

The new paragraph (3) provides that for purposes:of section 815,
the term, ‘‘distribution’” does. not include any distribution after
Decomber 31, 1963, of the stock of a controlled corporation in a trans-
action to-which section 355 applies (relating to. distribution of stock
and securitigs p‘f a controlled corporatign) if such controlled corpora~
tion meets the following requirements: Such.controlled corporation is
an_insurpnge company subject to the tax, imposed by section 831
(relating, to tax on insurance corapaniés other:than life or certain
mutual insurance companies), and such controlled corporation meets
the condiltli?ns, of either subparagraph.(A) or subparagraph (B) of new
PAragraph (B). ... oo e e et s
" Su }’)gfag’re)mph' (A) of ‘the new section 815(f)(4) provides that new
paragraph (3) may, apply if, control.of the controlled. carporation
referréd to in such paragraph was acquired prior to January 1, 1958.
Thus, ‘in the case of a controlled corporation, control:of which-was
acquired -priox. to January . 1; 1958, a distribution of such controlled;
corporation’s stock shall not.be deemed. a distribution for purposes of.
section ‘815 if . the controlled corporation;is one to which section 355
applies and which.is subject:to the tax.imposed by section 831.: There-
fore, subject to the limitation discussed below, such a distribution or
spin-off shull not, result .in an jinclusion in life insurance company
taxahle income under section 802(b) (3) (relating to amounts subtracted
from policyholders surplus account).
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Subparagraph (B) of new section 815(f)(3) provides that in cases
where control of the controlled corporation referred to #bove is ac-
quiréd after December 31, 1957, for niew paragraph (3) to dpply the
requirements of either clause (i) or (ii) of subparagraph (B) must'be
satisfied: Clause Si) of new section 815(f)(3) (B) will be satisfied in
cases where control has been acquired after December 31, 1957, in g
transaction qualifying as a reorganization under section 368(a)(1)(B),
but only if the distributing corporation has at all times since Decem-
ber 31, 1957, owned stock representing not less than 50 percent of the
total combined voting power of all classes of stock entitled to vote
and not less than 50 percent of the value of all ‘classes of stock of the
controlled corporation. ~ Clause (ii) of new section 815(f)(3)(B) will
be satisfied in cases where control of such controlled corporation has
been acquired after December 31, 1957, solely in exchange for stock
of the distributing corporation which stock is immediately exchanged
by the controlled corporation in a transaction qualifying as a reor-
ganization under section 368(a)(1)(A) or section 368(a)(1)(C), but
only if the controlled corporation has at all times since its organization
been wholly owned by the distributing corporation and only if the
distributing corporation has at all times since December 31, 1957,
owned stock representing not less than 50 percent of the total combined
voting power of all classes of stock entitled to vote, and not less than
50 percent of the value of all classes of stock of the corporation, the
assets of which have been transferred to the controlled corporation in
the section 368(a)(1)(A) or 368(a)(1)(C) reorganization. Therefore,
subject to the limitation discussed helow, a distribution or spin-off of
the stock of a controlled corporation which fulfills the requirements of
either clause (i) or (ii) of now section 815(f) (3) (B), which is a controlled
corporation to which section 355 applies and which is subject to the
tax imposed by section 831, shall not be a distribution which results
in -an inclusion in life insurance company taxable income under
section 802(b)(3).

Limatation upon application of section 816(£)(3) ‘

- The last sentence of new section 815(f) provides a limitation upon the
application of new paragraph (3) of section 815(f). Such sentence
provides that new paragraph (3) shall not apply to that portion of the
distribution of stock of the controlled corporation referred to above,
which portion is equal to'the increase in the.aggregate adjusted basis of
such stock after December 31, 1957, except to the extent such increase
results from an acquisition of stock in the controlled corporation in a
transaction described in new section 815(f)(3). -

(8) Effective date.—The smendment made by subsection (a) of this
section shall apply to taxable years beginning atter December 31, 1963.

'SECTION 7, FOREIGN EXPROPRIATION CAPITAL LOSS CARRYOVERS

Section 7 of ‘the bill, whi¢h is a new section added to the bill as
passed by the House, amends section 1212(a) of the code (relating:to
capital loss carryovers of corporations) to provide a 10-year carfyover
of certain foreign expropriation capital losses. The treatment of the
carryover of capital losses of corporations; other than those attributable
to foreign expropriation capital losses, is'not' affected. o

(@) Ewisting law.—Under the existing section 1212(a) of the code,
relating to capital loss carryovers of corporations, the amount of any’
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net capital loss is'a short-term capital loss in each of the 5 succeeding
taxable years to the extent such-amount exceeds the total of any net
capital gains (determined without regard to any capital. loss earry-
overs.compuied under section 1212) of any taxable years intervening
between the taxable year in which the net capital loss arose and such
succeeding taxable year. '
Foreign expropriation capital loss carryove, .

Paragraph (1) of section 1212(a), as amended by your committee,
provides that in the case of a corporation which has a net capital loss
for any taxable year, all or any portion of which is attributable to a
foreign expropriation capital loss (defined below), the portion of the
net ca{)ital loss for such year attributable to the foreign expropriation -
capital loss shall be a.short-term capital loss.in each. o% the 10.succeed-
ing taxable years. The rule under present law that a net capital loss
is carried forward only to the extent the amount of such loss exceeds
the total of any net capital gdains (determined without regard to an
capital loss carryovers computed under section 1212) of any taxable
frears intervening between the taxable year in which the net capital
oss arose and such succeeding taxable year remains the same. The
rule under present law that net capital losses for taxable years begin-
ning before October 20, 1951, shall be determined under the applicable
law relating to the computaticn of capital gains and losses in effect
before such date has been oritted since it has no application to tax-
able years affected by your committee’s amendment.

(b) Definitions and special rules.—Paragraph (2) of section 1212(a),
a8 amended by your comumittee, provides certain definitions and
special rules.

Foretgn expropriation capital loss defined :
Subparagraph (A) of section 1212(a)(2) provides that the term
“foreign expropriation capital loss’” means, for any taxable Year,
the sum of the losses taken into account in computing a net capital loss
which are sustained by reason of the expropriation, intervention,
seizure, or similar taking of property by the government of any foreign
country, any political subdivision thereof, or any agency or instru-
mentality of the foregoing and the losses from securities treated under
section 165(g) (1) as losses from the sale or exchange of capital assets
which become worthless by reason of the expropriation, intervention,
seizure, or similar taking of property by such a government, agéncy,
or instrumentality.
Portion. of loss attributable to foréign exprapriation capital loss
Subparagraph (B) of section~l212§a) (2) provides: that the portion
of any net capital loss for any taxable year attributable to a foreign
- expropriation capital loss is the amount of 'the foreign expropriation
capital loss for such year (but not in excess of the net capital loss
for such year). The application of the rule contained in subpara-
graplh (B) of section 1212(a)(2) is illustrated by the following ex-
ample: S A
zample.—Domestic corporation X owns 75 percent of the out-
standing stock of Y, a foreign corporation o%gratin in country O.
In 1961, country O seizes all of the assets of Y, rendering X's stock
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worthless and thus causing X to sustain ‘4 $40,000 foreign expropria~
tion capital loss for-its 1961 taxable year. :In the same taxable year
X has $30,000 of other losses from the sale or exchange of capital
assets. and has $60,000 of gains from the ‘salé or exchange of capital
assets. X's net capital loss for its 1961 taxable year is $20,000, and
since the foreign exgropria,t-ion capital loss exceeded this amount, the
entire $20,000 will be treated as a foreign expropriation capital Joss.
Priority of application ST R ' '
‘Subparagraph (C) of section 1212(a)(2) provides that if a portion
of the net capital loss of any taxable year is attributable to a foreign
expropriation capital loss, such portion shall be considered to be a
separaté net capital loss for such year to be applied after the other
. portion of such net capital loss.” As under existing law, in applying.
net capital losses of two or more'taxablé yedrs against the net capita
aih of any subséquent taxable year, net capital losses are exhausted

et

“1n the order of the years in which sustained. " o
. The application of the provisions of séction 1212(a) of the code as
here ameénded are illustrated by the following example: ~ = . .
© Ezample.—~Domestic corporation L lias'a net capital loss of $50,000
for. taxable ‘year 1961, $30,000 of which'is attributable to a foreign
éxpropriation c¢apital loss, Such $30;000 'is'd short-term capital loss
carryover to each of the 10 taxable yeéars succeeding 1961 and: the
remaihing"$20,000 is & short-term capital'loss carryover to each of the
5 taxable years succeeding 1961, ogporation I: has a $35,000 net
apital gain' (determined ‘without regard to any capital loss carryover)
or 1962.  In offsetting the $50,000 capital loss ‘carryover from 1962
against the $35,000 net capital gain for 1962, the $30,000 portion of
such carryover attributable to.the foreign expropriation capital loss
is,applied against the 1962 net capital .gain after the $20,000 other
ortion of the carryover. At theend of, the taxable yesr 1961  $15,000
oreign :expropriation capital loss},gari;yé\‘”‘r. remains to be carried
forward, to. the taxable year 1963: “Corporation;Li has a net capital
loss for,1963:0f $10,000, no portion of which:js attributable to a foreign
exproprigtion . capital foss.;;,Foxj., 1964, L lips ‘a net capital gain of
$22,000 (determined. without regard. to,the. capital loss catryovets
from 1961 and: 1963), .In oﬁsettlngﬁ_‘,t’ﬁé‘:gppit&l, 058’ carryovers from
1961, \and.; 1963, against . I's . $22,000 net, - capital gain 'for' 1,9.64({

the,remaining $15,000 portion of the earryover from 1961 is applie

against the 1964 net capital gain befors the $10,000 capital loss'c'qrr)lr—
over from 1963 is applied against such ‘%ain.k At the end of taxab

year 1964 ‘there temaing'td b6 carried: forward to L’s taxable year
1965 $3,000 of ithe $10,000 capital loss carryover from:1963¢,;.,,-1:- -

(o) Effective! date.~—Subsection’ «(b) -of -section 7 of the bill, as'added
by your:committee; providés that the aniendments made by subsection
(a)'of ‘sention:(7) shall ‘apply with respectito.net capital losses (to the
extent' attributable :to foreign expropriation.capital losses, -as ‘defined
in'section 1212(a)(2) (A) of.the Intemnul.Revenue Code of 1954). susq
tained in taxable years_ending after December 31, 1958. i,
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V. CHANGES: IN (EXISTING LAWY, .
* In compliatice with subséction‘(4) of the rule XX1X of the Standing
Rules of the Senate, changes in existing'law made by the bill, as re-
ported, are shown as follows. (existing law pro'po‘se'd to 'be omitted is
enclosed in black brackets, new matter is printed in italic, existing law
in which no change is proposed is shown'in roman):

*** INTERNAL REVENUE CODE OF 1954

* * * * * * *
SEC. 613. PERCENTAGE DEPLETION. o
SR T T L IR o

(b) PercentacE DEprrkrioN Rares.—The mines, wells, and other
natural deposits, and the percentages, referred to in subsection (a)
are as follows: - -~ .~ 7 o ‘ ‘ co

(1) 27} percent—oil and gas wells.

(2) 23 pereent— 7
(A) sulfur and uranium; and T
(B) if from deposgits in the United States—anorthosite (to
the extent that alumina and aluminum compounds are ex-
tracted therefrom), asbestos, bauxite, . [beryl ] celestite,
chromite, corundum, fluorspar, graphite, ilmenite, kyanite,
mica, olivine, quartz crystals (ra io grade), rutile, block
steatite tale, and zircon, and ores of t%le _fOIf'OWing metals;
antimony, beryllium, bismuth, cadmium, cobalt, columbium,
lead, lithium, manganese, mercury, nickel, piatinum and
‘platinum group metals, tantalum, thorium, tin, titanium,
tungsten, vanadium, and zine.

(3) 15 percont— ;

' (A) metal mines (if paragraph (2)(B) does not apply),
rock asphalt, and vermiculite; and

(B) if paragraph (5)(B) does not apply, ball clay, ben-
tonite, china clay, sagger clay, and clay used or sold for use

~ for purposcs dopendent on its refractory properties.

(4) 10 percent—asbestos (if paragraph (2)(B) does not apply),
brucite, coal, lignite, perlite, sodium chloride, and wollastonite.

(56) 5 percent— ,

(A) gravel, mollusk shells (including clam shells and oyster
shells), peat, pumice, sand, scoria, shale, and stone, except
stone deseribed in paragraph (6); o

(B) clay used,-or sold for use, in the manufacture, of
building or paving brick, drainage, and roofing tile, sower
pipe, flower pots, and kindred products; and :

(C) if from Dbrine wells—bromine, calcium chloride, and
magnesium chloride. ' :

(6) 15 percent—all other minerals (including, but not limited
to; aplite, barite, borax, caleium carbonates, dintomaceous earth,
dolomite, feldspar, fullers earth, garnet, gilsonite, granite’lime-
stone, magnesite, magnesium carbonates, marble, phosphate rock,
potash, -quartzite; slate, soapstone, .stone (used ‘or sold for use
‘by the mine owner or operator as'dimension stone or ornamental
stone), thenardite, tripoli, trona, and (if paragraph (2)(B) does
not apply) bauxite, [beryl, ] flake graphite, fluorspar, lepidolite,
_mida, spodumene, and tale, including pyrophyllite), ‘except that,

P
Pl
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unless sold on bid in direct competition with a bona fide bid to sell
a mineral listed in paragraph (3), the percentage shall be 5 per-
cent for any such other mineral when used, or sold for use, by the
mine owner or operator as rip rap, ballast, road material, rubble,
concrete aggregates, or for similar purposes. For purposes of
this paragraph, the terin ‘“all other minerals” does not include—

(A) soil, sod, dirt, turf, water, or mosses; or ‘

(B) minerals from sea water, the air, or similar inex-

haustible sources.

* * * * * * *
"SEC. 805. POLICY AND OTHER CONTRACT LIABILITY REQUIREMENTS.
* L * * * * *

(d) Pension PraN RESBRVES.—

(1) PENSION PLAN RESERVES DEFINED,—For purposes of this part,
the term ‘‘pension plan reserves’’ means that portion of the life insur-
ance reserves which is allocable to contracts-—

(A) purchased under contracts entered into with trusts which
(as of the time the contracts were entered into) were deemed to be
(i) trusts described in section 401(a) and exempt from tax under
section 501(a), or (ii) trusts exempt from tax under section 165
of the Internal Revenue Code of 1939 or the corresponding pro-
visions of prior revenue laws; ' ’

(B) purchased under contracts entered into undeér plans which
(as of the time the contracts were entered into) were deemed to
be plans described in section 403(a), or plans meeting the require-
ments of section 165(a)(3), (4), (5), and (6) of the Internal Reve-
nue Code of 1939; ‘

(C) provided for employees of the life insurance company under
a plan which, for the taxable year, meets the requirements of
section 401(a)(3), (4), (6), (6), (7), and (8); or

(D) purchased to provide retirement annuities for its employees

an organization which (as of the tiine the contracts were pur-
chased) was an organization described in section 501(c)(3) wEich
was exempt from tax under section 501(a) 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, or purchased to provide retirement annuities for employees
described in section 403(b)(1)(A) (i) by an employer which s «
State, a political subdivision of a State, or an agency or instrumen-
tality of any one or more of the foregoing. f

* * * * * * *
SEC. 812. OPERATIONS LOSS DEDUCTION.

(&) * kK : ,

* * * * * * *

[(e) RuLes REraTING To NEW COMPANIES,—
. [(1) New compANY DEFINED.—For purposes of this purt, u life
Insurance company 18 a new company for any taxable year only
If such taxable year begins not more than 5 years after the first
day on which it (for any predecessor, if section 381(c)(22) applies
or would have applied if in effect) was authorized to do business
as an insurance company.
[(2) LiMITATIONS ON 8-YEAR CARRYOVER.—
.J(A) IN eeNERAL—For purposes of subsection (b)(1)(A)
(iii), a life insurance company shall not be treated as a new
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company for any loss year if at any time during such year it
was a nonqualiﬁ}:ad corporation. If, at any time during any
taxable year after the loss year, the life insurance compan
is a nonqualified corporation, subsection (b)(1)(A)(iii) shall
ceage to apply with respect to such loss for such taxable year
and all subsequent taxable years, o

[(B) NONQUALIFIED CORPORATION DEFINED.—For pur-

poses of subparagraph (A), the term ‘“nonqualified corpora-
tion” means any corporation connected through stock
ownership -with any other corporation (except a corporation
taxable under part II or part III of this subchapter), if
either of such corporations possesses at least 50 percent of
the voting power of all classes of stock of the other such
corporation. For purposes of subparagraph (A), a corpora-
tion shall be treated as becoming a nonqualified corporation
at any time at which it becomes a party to a reorganization
(other than a reorganization which is not described in any
subparagraph of section 368(a)(1) other than subparagraphs
(E) and (F) thereof).] _

(¢) New Company Drrinep.—For purposes of this part, a life
insurance company ts a new company for any taxable year only i{ such
tazable year begins not more than & years after the first day on which it
(or any predecessor, if section 381(c)(22) applies or would have applied
if in effect) was authorized to do business as an insurance company.

* * * * * * *

SEC. 815." DISTRIBUTIONS TO SHAREHOLDERS.

() GuNERAL RuLe~—For purposes of this section and section
802(b)(3), any distribution to shareholders after December 31, 1958,
shall be treated as made—

(1) first out of the shareholders surplus account, to the extent
thereof,
(2) then out of the policyholders surplus account, to the extent
_thercof, and

(3) finally out of all other accounts.
[For purposes of this section, the term ‘“distribution” includes any
distribution in redeniption of stock or in partial or complete liquida-
tion 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 (except for purposes of paragraph (3) and subsection (e)(2)
(B)) include any distribution in redemption of stock issued before
1958 which at all times on and after the date of issuance and on and
hefore the date of redemption is limited as to dividends and is callable,
at the option of the issuer, as a price not in excess of 105 percent of the
sum of -the issue price and the amount of any contribution to sur-
glus‘made' by the original purchaser at the time of his purchase.
urther, for purposes of this section, the term ‘‘distribution’’ does not
include any distribution before January 1, 1964, of the stock of a
controlled corporation to which section 355 applies, if such controlled
corporation is an insurance company subject to the tax imposed by
section 831 and control has been acquired prior to January 1, 1963,
in a transaction qualifying as a reorganization under section 368(a)

(1)(B).3
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(b) SHAREHOLDERS SURPLUS.ACCOUNT.—

(1) In aENERAL.—Each stock life insurance comipany shall,
for purposes, of this part, establish and maintain. a shareholders
surplus ‘accoiint. The amount in such account on January 1,
1958, shall be zero. . - T o ,

(2) AppIiTioNS To AccoUNT.—The ‘athount added to the share-

holders surplus account for any taxable year beginning after

December 31, 1957, shall be the amount by which—
(A) thesum of— = - ‘ S

(i) the life insurance company taxable income (com-
puted without regard to section 802(b)(3)), '

(i) in the case of a “tdxable year beginning after
December 31, 19568, and before January 1, 1962, the
amount (if any) by which the net long-term capital gain
exceeds thi net short-term capital loss, . =

(iii) the deduction for partially tax-exemption inter-
est provided by section 242 (as modified by section 804
(a)(3)), the deductions for dividends received provided
by sections 243, 244, and 245 (as modified by section
809(d)(8)(B)), and the amount of interest excluded
from gross income under section 103, and

* (iv) the small business deduction provided by section
809(d) (10), exceeds C ‘

(B) the taxes imposed for the taxable year by section

802(a), determined without regard to section 802(b)(8).
(3) SUBTRACTIONS FROM ACCOUNT,—

(A) In oENERAL—There shall be subtracted from the
shareholders surplus account for any texable year the amount
which is treated under this section as distributed out of such
account, : .

(B) DisTriBurions 1N 1958,—There shall be subtracted
from the shareholders surplus account (to the extent thereof)
for any taxable year beginning in 1958 the amount of dis-
tributions to shareholders made during 1958,

(c) PoricyHoLDERS SURPLUS ACCOUNT.— ‘

(1) In eeNERAL.—Each stock life insurance company shall,
for purposes of this part, establish and maintain a policyholders
surplus account., The amount in such account on January 1,
1959, shall be zero. : :

(2) Apprrions To AccouNT.—The amount added to the policy-
holders surplus account for any taxable year beginning after
December 31, 1958, shall be the sum of-— .

(A) an amount equal to 50 percent of the amount by which
the gain from operations exceeds the taxable investment
income, . :
~ (B) the deduction for certain nonparticipaling contracts
prosrided by section 809(d)(5) (as limited by section 809(f)),
an 4 ¥ ‘ .

(C) the deduction for accident and health insurance and
group life insurance contracts provided by section 809(d)(6)
(as limited by section 809(f)).
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- (3) SurrrACTIONS FROM ACCOUNT.—There shall be sub-
tracted from the policyholders surplus account for any taxable
year an amount equal to the sum o?—— _

(A) the amount which (without regard to subparagmﬁh

' '(B?) is_treated under this section as distributed out of the
policyholders surplus account, and B ‘

(B) the amount (determined without regard to section
802(2a)(3)) by which the tax imposed for the taxable year by
sectioni 802(a) is increased by reason of section 802(b)(3).

(d) SpeciaL Rures.— »

(1) ELECTION TO TRANSFER AMOUNTS FROM POLICYHOLDERS
SURPLUS ACCOUNT TO SHAREHOLDERS SURPLUS ACCOUNT.—

(A) INn GENERAL—A taxpayer may elect for any taxahle
year for which it is a life insurance conmipany to subtract
from its 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 by reason of section 802(b)(3), shall be
added to the shareholders surplus account as of the beginning
of the succeeding taxable year.

(B) MANNBR AND EFFECT OF.ELECTION.—The election pro-
vided by subparagraph (A) shall be made (in such manner
and in such form as the Secretary or his delegate may by
regulations prescribe) after the close of the taxable year and
not later than the time prescribed by law for filing the return

- (including extensions thereof) for the taxable year. Such

an election, once made, may not be revoked.

(2) TERMINATION AS LIFE INSURANCE COMPANY.——

(A) Errect oF TERMINATION.—Except as provided in
section 381(c)(22) (relating to carryovers in certain corporate
readjustments), if— .

(i) for any taxable year the taxpayer is not an insur-
ance company, or a .

(ii) for any two successive taxablo years the taxpayer
is not a life insurance company, '

then the amount taken into account under section 802(b)(3)
for the- last precedinﬁ taxable year for which it was a life
insurance companﬁ shall be increased (after the application
of subparagraph (B)) by the amount remaining in its policy-
holders surplus account at the close of such last preceding
taxable year. ' ‘ S ;

(B) EFrEcT OF CERTAIN DISTRIBUTIONS.—If for any tax-

- able '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 taxable year for which the taxpayer

- was's life insurance company. TR
(8) TREATMENT OF CERTAIN INDEBTEDNESS,—If—

. (A) the taxpayer makes any payment in discharge of its
- .indebtedness, and = . B =
(B) such indebtedness is attributable to a distribution by
- the taxpayer to its shareholders after February 9, 1959

then the amount of such payment shall, for purposes of this

section and section 802(b) (35), e treated as a distribution in cash

to shareholders, but only tc the extent that the distribution



30 TAXATION OF LIFE INSURANCE COMPANIES

referred to in subparagraph (B) was treated as made out of
accounts other than the shareholders and policyholders surplus
accounts,

(4) IaMITATION 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
is 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 greatest ‘

' (A) 15 percent of life insurance reserves at the end of the

taxable year, )

(B) 25 percent of the amount by which the life insurance
reserves at the end of the taxable year exceed the life insur-
ance reserves at the end of 1958, or

(C) 50 percent of the net amount of the premiums and
other consideration taken into account {or the taxable year
under section 809(c)(1).

The amount so treated as subtracted, less the amount of the tax
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 taxable year.

%ﬁ) REDUCTION OF POLICYHOLDERS SURPLUS ACCOUNT FOR
CERTAIN UNUSED DEDUCTIONS.,—If—

(A) an amount added to the policyholders surplus account
for any taxable year increased (or created) a loss from opera-
tions for such year, and _

(B) any portion of the increase (or amount creuted) in the
loss from operations referred to in subparagraph (A) did not
reduce the life insurance company taxable income for any
taxable year to which such loss was carried,

the policyholders surplus account for the taxable year referred to in
subparagraph (A) shall be reduced by the amount described in sub-
paragraph (I3).

» * * * * * *

(f) Disrrisurion Deringn—For purposes of this section, the term
“distribution” includes any distribution wn redemption of stock or in
partial or complete liguidation of the corporation, other than—

(1) any distribution made by the corporation in its stock or in
rights to acquire its stock; .

(2) except for purposes of subsection (a)(3) and subsection (e)(2)
(B), any distribution in redemption of stock issued before 1968
which at all times on and aifter the date of issuance and on and before
the date of reden ption is-limited as to dividends and is callable, at
the option of the 1ssuer, at a price not in excess of 106 percent of the
sum of the 1sgue price and the amount of any contribution to surplus
made by the original purchaser at the tume of his purchase; or

(8) any distribution after December 31, 1963, of the stock of a
controlled corporation to which section 366 applies, if such controlled
corporalion 18 an insurance company subject to the tax imposed by
gection 831 and 1f— ’

(A) control was acquired prior to January 1, 1968, or
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(B) control has been acquired after December 31, 1957—

(3) in a transaction qualifying as a reorganization under
section 368(a) (1) (B), 1f the distributing corporation has at
all times since December 31, 1967, owned stock representing
not less than 60 percent of the total combined voting power
of all classes of stock entitled to vote, and not less than 60
percent of the value of all classes of stock, of the controlled
corporation, or

(7%) solely in exchange for stock of the distributing
corporation which stock is tmmediately exchanged by the
controlled corporation in a transaction qualifying as @
reorganization under section 368(a)(1) (A) or (C), if the
controlled corporation has at all times since its organiza-
tion been wholly owned by the distributing corporation and
the distributing corporation has at all times since December
31,1957, owned stock representing not less than 50 percent
of the total combined voting power of all classes of stock
entitled to vote, and not less than 50 percent of the value of
all classes of stock, of the corporation the assets of which
have been transferred to the controlled corporation wn the
section 368(a) (1) (A) or (O) reorganization.,

Paragraph (4) shall not apply to that portion of the distribution of stock
of the controlled corporation equal to the increase in the aggregate adjusted
basis of such stock after December 31, 1957, except to the extent such
wmerease results from an acquisition of stock in the controlled corporation
n a transaction described wn such paragraph.

» % * * * * *

SEC. 1212. CAPITAL LOSS CARRYOVER.

L[(a) Corrorarions.—If for any taxable year a corporation has
a net copital loss, the amount thereof shall be a short-term capital
loss in each of the 5 succeeding taxable years to the extent that such
amount exceeds the total of any net capital gains of any taxable
years intervening between the taxable year in which the net capital
oss arose and such succeeding taxable year. For purposes of this
section, a net capital gain shall be computed without regard to such
net, capital loss or to any net capital losses arising in any such inter-
vening taxable years, and a net capital loss for a taxable year beginning
before October 20, 1951, shall be determined under the applicable
law relating to the computation of capital gains and losses in effect
before such date.]
(@) CorPORATIONS.— . ,
(1) In ornERAL—If for any tazable year a corporation has a
;zet capital loss, the amount thereof shall be a short-term capital
l088— :
(Ag in each of the & succeeding tazable years, or -
(B) to the extent such loss is atiributable to a foreign expro-
priation capital loss, in each of the 10 succeeding taxable years,

to the extent such amount exceeds the total of any net capital gains
(determined without regard to this paragraph) of any taxable years
intervening between the taxable year in which the net capital loss
arose and such succeeding taxable year..
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(2) DEFINITIONS AND SPECIAL RULES.—

(A) ForEIGN EXPROPRIATION CAPITAL LOSS DEFINED~—
For purposes of this subsection, the term ‘“foreign expropriation
capttal loss” means, for any taxable year, the sum of the losses
taken into account in computing the net capital loss for such
year which are—

() losses sustained directly by reason of the expropria-
tion, intervention, seizure, or similar taking of property
by the government of any foreign country, any political
subdivision thereof, or any agency or instrumentality of
the foregoing, or

(i7) losses (treated under section 165(g)(1) as losses
[from the sale or exchange of capital assets) from securities
which become worthless by reason of the expropriation,
intervention, seizufe, or similar taking of property by the
government of any foreign country, any political subdivision
thereof, or any agency or instrumentality of the foregoing.

(B) PoRrTION OF LOSS ATTRIBUTABLE TO FOREIGN EXPRO-
PRIATION CAPITAL L0sS.—[For purposes of paragraph (1), the
portion of any net capital loss for any taxable year attributable
to a_ foreign expropriation capital loss is the amount of the
foretgn expropriation capital loss for such year (but not in
excess of the net capital loss for such year).

(C) Prioriry orF arpriciTioN —For purposes of para-
araph (1), if a portion of a net capital loss of any taxable year
18 attributable to a foretgn expropriation capital loss, such
portion shall be considered to be a separate net capital loss for
such year to be applied after the other portion of such net
capital loss.

* * * * * * *

SEC. 4216. DEFINITION OF PRICE,

(b) ConsTRUCTIVE SALE PRICE,

* * * * * * *

(1) IN GENERAL—If an article is—
. (A) sold at retail, N
(B) sold on consignment, or
(C) sold (otherwise than through an arm’s length trans-
~_action) at Tese than the fair market price, o
the tax under this chapter shall (if based on the price for which the
acticle is sold) be computed on the price for which such articles
are sold, in the ordinary course of trade, by manufacturers or
roducers thereof, as deterniined by the Secretary or his delegate.
n the case of an article sold at retail, the computation under the
preceding sentence shall be on whichever of the following prices is
the lower: (i) the price for which such article is sold, or (ii) the
Ehighqsp] lowest price for which such articles are sold to wholesale
istributors, in ‘the ordinary course of trade, by manufacturers or
roducers thereof, as determined by the Secretary ‘or his delegate.
his paragraph shall not apply if paragraph (2) applies. ‘
(2) Sercial ruLE.—If an article is sold at retail, to a retailer,
or to a sxecial dealer (as defined in paragraph (3)), and if— :
(A) the manufacturer, producer, or importer of such
articlo regularly sells such articles at retail, to retailers, or
to special dealers, as the case may be,
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(B) the manufacturer, producer, or importer of such article
regularly sells such articles to one or more wholesale distrib-
utors (other than special dealers) in arm’s length trans-
actions and he establishes that his prices in such cases are
determined without regard to any tax benefit under this
paragraph, ~

(C) in the case of articles upon which tax is imposed under
section 4061 (a) (relating to automobiles, trucks, etc.), 4191
(relating to business machines), or 4211 (relating to matches),
the normal method of sales for such articles within the
industry is not to'sell such articles at retail or to retailers, or
combinations thereof, and o
. (D) the transaction is an arm’s length transaction.

the tax under this chapter shall (if based on the price for which
the article is sold) be computed on whichever of the following
rices is the lower: (i) the price for which such article is sold, or
?ii) the [highest] lowest price for which such articles are sold by
such manu%a_cturer, producer, or importer to wholesale distrib-
utors (other than special dealers). N
(3) SeeciAL pEALER.—For pux('iposes of paragraph (2), the
term ‘‘special dealer” means a distributor of articles taxable
under section 4121 who does not maintain a sales force to resell the
the article whose constructive price is established under para-
graph (2) but relies on ‘'salesmen of the manufacturer, producer,
or itnporter of the article for resale of the article to retailers,
* * * * * * *

SEC. 6501. LIMITATIONS ON. ASSESSMENT AND COLLECTION.
* * * * * * *

. (k). Repucrions oF PorroynoLpers SURPLUS AccoUNT .0F LIFE
Insurance Compani1es.—In the case of a deficiency attributable to the
application to the taxpayer of section 8165(d)(6) (relating to reductions
of policyholders syrplus account of life insurance companies for certain
unused: deductions), such deficiency ma;zf be assessed at any time before
the expiration of the period within which a deficiency for the last tazable
year to which the loss described in section 816(d) (6) (A) s carried under

section 812(b) (2) may be assessed.

L(k)] () Joinr INcomB RETURN AFTER SEPARA’I‘E'RETI;IR.N.%
For period of limitations for assessment and collection in 'the case

of a joint income réturn filed after separate returns have been filed,
see section 6013(b) (3) and (4). - - - | 7o’ be

. . L
SEC, 6511. LIMITATIONS ON CREDIT OR REFUND.
‘ L . S * L I ke . 3 T
(d) Seeciar Rures Appricanie 1o Incomr Taxes.—
ok * * L bk * . bk

. (6) SPECIAL PERIOD OF LIMITATION WITH RESPECT TO REDUC-
TION OF POLICYHOLDERS SURPLUS ACCOUNT OF LIFE INSURANCE
COMPANIES,— ' ' - . = .

. (A) Periop or niMirgrion—If the claim for credit or
refunds relates to an overpayment airising by operation of sec-
tion 8165(d)(6) (relating to reduction of polz'cyﬁolders surplus

b
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account of life insurance companies for certain unused deduc-
tions), in liew of the 3-year period of Limitation prescribed in
subsection '(a), the period shall be that period whach ends with
the expiration of the 16th day of the 39th month following the
end of the last tarable year to which the loss described in sec-
tion 816(d)(0)(A) is carried under section 812(b) (2), or the
period prescribed in gubsection (c) in respect of auch taxable
year, whichever expires later. In the case of such a claim, the
amount of the credit or refund may exceed the portion of the
tar patd within the period provided in subsection (b)(2) or (c),
whichever is applicable, to the extent of the amount of over-
payment arising by operation o]/ section 816(d) (5).

(B) AppricABLE RuLes,—If the allowance of a credit or
refund of an overpayment arising by operation of section
815(d)(6) is otherwise prevented by operation of any law or
rule of law, other than section 7122 (relating to compromises),
such credit or refund may be allowed or made, if clavm therefor
18 filed within the period provided in subparagraph (A) of this
paragraph, In the case of any such claim for credit or refund,
the determination by any court, including the Tax Court, in an:
proceeding in which the decision of the court has beocme .ﬁfnall{
shall be conclusive except with respect to the effect of the operation
of section 816(d)(6), to the extent such effect of the operation of
section 816(d) (6) was not in 18sue in such proceeding..

* * * * * * *

SEC. 6601, INTEREST ON UNDERPAYMENT, NONPAYMENT, OR EX-

TENSIONS OF TIME FOR PAYMENT, OF TAX.
* * * * * * *

(e) Incomn Tax Revucep BY CARRYBACK OR ADJUSTMENT FOR
Cerrain UNvsep DEDUCTIONS.—

. described in section 816

(1) NET OPERATING LOSS CARRYBACK.—If the amount of any
tax imposed by subtitle A is reduced by reason of a carryback of
a net operating loss, such reduction in tax shall not affect the
computation of interest under this section for the period ending
with the last day of tho taxable year in which the net operating
loss arises. : '

(2) INvesTMENT CREDIT CARRYBACK.—If the credit allowed by
section 38 for any taxable year is increased by reason of an invest-
ment credit carryback, such increase shall not affect the computa-
tion of interest under this section for the period ending with the
last day of the taxable year in which the investment credit
carryback arises, o

(8) ADJUSTMENT FOR CERTAIN UNUSED DEDUCTIONS OF LIFE
INSURANCE coMPANIES.—If the amount of any tax imposed by
subtitle A 1is reduced by operation of section 816 ;d) (6) (relating to
reduction of policyholders surplus account of life insurance com-
panieg for certain unused dedpuqtjions), such reduction in tax shall
not affect the computation of interest under this section for the period
ending with: the last day of.the last tazdble year to which the loss

&) (6)(A) ts carried under section 812(b)(2).
. X

* . * » » » * .

¢
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SEC: 6611, INTEREST ON OVERPAYMENTS.
* * * * * * ¥

(f) Rerunp oF Incomr Tax Causep By CARRYBACK or Apsusr-
MENT FOR CERTAIN UNUSED DEDUCTIONS.—

(1) NET OPERATING LOSS CARRYBACK.—For purposes of sub-
section (a), if any overpayment of tax imposed by subtitle A
results from a carryback of n net operating loss, such overpayment
shall be deemed not to have been made prior to the close of the
taxable year in which such net operating loss arises.

(2) INVESTMENT CREDIT CARRYBACK.—For purposes of sub-
section (a), if any overpayment of tax imposed by subtitle A
results from an investment credit carryback, such overpayment
shall be deemed not to have been made prior to the close of the
taxable year in which such investment credit carryback arises.

(83) ADJUSTMENT FOR CERTAIN UNUSED DEDUCTIONS OF LIFE
INSURANCE COMPANIES.—For purposes of subsection (a), if any
overpayment of tax imposed by subtitle A arises by operation of
section 816(d)(6) (relating to reduction of policyholders surplus
account of life insurance companies for certain wnused deductions),
such overpayment shall be deemed not to have been made prior to
the close of the last tazable year to which the loss described in esction
816(d)(6)(A) s carried under section 812(b)(2).

C



