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TAX TREATMENT OF LIFE INSURANCE
PRODUCTS AND POLICYHOLDERS

TUESDAY, JANUARY 31, 1984

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 9:32 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. John Chafee presiding.

Present: Senators Chafee, Packwood, Bentsen, Symms, Moyni-
han, Boren, and Baucus.

[The press release announcing the hearing, the prepared state-
ment of Senator Grassley and the report from the Joint Committee
on Taxation follows:]

[Press Release)

SENATE FINANCE COMMITTEE SETS HEARINGS ON TAX TREATMENT OF LIFE INSURANCE
Probucts AND POLICYHOLDERS

The Honorable Robert J. Dole (R. Kansas), Chairman of the Senate Finance Com-
mittee, announced today that the Committee will hold a hearing on provisions of S.
1992, the Life Insurance Tax Act of 1983, that affect directly the tax treatment of
life insurance products.

The hearing will begin at 9:30 a.m. on January in Room SD-215 of the Dirksen
Senate Office Building.

In announcing the hearing, Senator Dole noted that although there appeared to
be general agreement regarding the basic structural method proposed in S. 1992 for
taxing the life insurance companies themselves, the bill’s proposals for taxing life
insurance products and policyholders have caused some controversy. “I believe a
hearing on the insurance products would be useful, especially since much of the at-
tention of both the House Ways and Means Committee and of the Senate has been
focused on company taxation,’” Dole stated. I hope that this hearing will provide an
opportunity to examine the uses and the potential abuses of life insurance products,
and to consider the tax treatment that best serves the legitimate insurance needs of
policyholders.”

Specifically, Senator Dole noted that he anticipated that the hearing would focus
on the proper tax treatment for policyholders who receive distributions from annu-
ity contracts, who are covered by employer-provided group life insurance, or who
incur loans based on the underlying cash value of their insurance policies, as well
as on the appropriate tax treatment of variable annuity contracts and variable life
insurance contracts. In addition, the Senator stated that he hoped that the hearing
would give the opportunity to the Committee to receive testimony on whether any
changes would be approgriate with respect to the definition of a life insurance con-
tract that is used in the bill.

OPENING STATEMENT OF SENATOR CHUCK GRASSLEY

Mr. CHAIRMAN. I would like to thank you for gathering this distinguished panel of
witnesses to comment on S. 1922, the Life Insurance Tax Act of 1983. As a co-s%o -
sor of this legislation, I would particularly like to thank the two authors of this bill,
Congressmee Stark and Moore, for their fine work in drafting a solution to this dif-

oY)



2

ficult problem. They have done an excellent job balancing the interests of the stock
and mutual life insurance companies and they deserve our praise and gratitude.

I strongly support the Stark-Moore compromise, and I would encourage my col-
leagues to enact it quickly. Life insurance is a major industry for my home state of
Iowa. Iowa has large mutuals, medium to large stocks and many small mutual and
stock life insurance companies. The Stark-Moore compromise addresses the concerns
of this broad spectrum of companies. All of these companies crave tax certainty.
They are anxious to have Congress act quickly to enact a new system of taxation for
them. While my constituent companies may have minor disagreements with some
portions of this comprehensive legislation, they are extremely reticent to support
any changes which might jeopardize the passage of this legislation.

This is a view I share. My paramount concern is the enactment of the Stark-
Moore compromise. If an amendment threatens that compromise, I would have
great difficulty supporting it. The goal of a certain tax structure for the life insur-
ance industry of my state overrides any minor controversial technical modification
to this legislation.

During the TEFRA debate, I stated that I supported the stopgap proposal on the
basis that it generated the revenue the industry promised. While I understand the
difficult economic times faced by all American corporations, I am interested in
learning the explanation of why the projections vary from experience. The appropri-
ate level of tax within the Stark-Moore structure is an issue of great interest to me.
I look forward to the comments of the witnesses on this critical issue.

Finally, 1 would like to compliment the life insurance industry for their hard
work in achieving a compromise. It is rare that an industry with conflicting inter-
ests can devise a way to tax itself. Their good faith efforts in achieving a consensus
* with members of the House and Senate will long be remembered by both tax writ-
ing committees.

Thank you, Mr. Chairman.



DESCRIPTION OF PROVISIONS OF S. 1992
RELATING TO LIFE INSURANCE PRODUCTS
AND POLICYHOLDERS

SCHEDULED FOR A HEARING

BEFORE THE

SENATE COMMITTEE ON FINANCE
ON JANUARY 31, 1984

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The Senate Committee on Financdfias scheduled a public hear-
ing for January 31, 1984, on the provisions of S. 1992,! the Life In-
surance Tax Act of 1983 (introduced by Senators Bentsen, Chafee,
Moynihan, Danforth, Boren, Grassley, Wallop, Durenberger, Brad-
ley, and Mitchell), relating to the tax treatment of individuals.
These provisions relate to (1) the definition of life insurance, (2) the
treatment of variable annuity or life insurance contracts, (3) the
treatment of distributions from annuities, (4) the deductibility of
interest on policyholder loans, (5) the taxation of group-term life in-
surance benefits, and (6) the allowance of nondeductible contribu-
tions to individual retirement plans.

The first part of the pamphlet is a summary. This is followed in
the second part by a more detailed description of present law and
the provisions of S. 1992 relating to the treatment of life insurance
products and policyholders and to the allowance of nondeductible
contributions to individual retirement plans.



I. SUMMARY

S. 1992 would affect the tax treatment of individuals in six spe-
cific areas. \

First, the bill would provide a comprehensive definition of life in-
surance for tax purposes. Under present law, a policyholder is not
taxed on the investment earnings of a life insurance contract
unless the policy is surrendered or matures prior to the death of
the insured. The bill would provide for current taxation of the in-
vestment portion of certain investment-oriented contracts currently
being sold as life insurance. Generally, these contracts would be
those that allow for a substantial investment of cash as premiums -
or permit an accumulation of income as a cash surrender value
that is excessive relative to the insurance risk under the contract.

Second, present law provides for taxation at the company level
on capital gains realized on assets held for variable annuity con-
tracts. In contrast, in the case of a variable life insurance contract,
capital gains are taxed only to the contractholder, and then only if
the contract is surrendered or matures prior to the death of the in-
sured. Under the bill, the rules for variable annuities would be ex-
tended for variable life insurance contracts.

Third, present law im s a 5-percent penalty on premature dis-
tributions from deferred annuity contracts. Generally, a distribu-
tion is premature if made before the annuitant attains age 59%;
however, an exception applies to distributions of income allocable
to investments made at least 10 years before the distribution. The
bill would delete this exception. Also, under the bill, if the holder
of a deferred annuity dies before the annuity starting date, the un-
distributed income would be taxed to the decedent-annuity holder
in the taxable year ending with the annuity holder’s death.

Fourth, present law allows policyholders to deduct interest paid
on loans secured by the cash surrender value of life insurance
except in certain specific abuse cases. Under these rules, it is possi-
ble to purchase life insurance protection in such a way that the
combination of tax-free build-up of the cash surrender value and
deduction of interest on the borrowing of that cash surrender value
produces a positive after-tax return to the policyholder. The bill
would limit the amount of interest that could be deducted with re-
spect to loans secured by the cash surrender value of life insur-
ance. This limitation would be equal to the product of the tax defi-
ciency rate times $250,000 ($500,000 in the case of life insurance
held in connection with a trade or business).

Fifth, under present law, the value of group-term life insurance
protection provided to emglo ees is excluded from the employees’
income subject to a $50,000 limitation. Also, the exclusion is not
available with respect to discriminatory plans. The bill would apply
the $50,000 limitation and the nondiscrimination rules to group-
term life insurance coverage provided to retired employees. -

Sixth, under present law, contributions to in.dividual .retirement
accounts are limited to those that are deductible fqr income tax
purposes. The bill would permit nondeductibie contributions of up

to $1,750 per year.



II. DESCRIPTION OF PROVISIONS OF S. 1992
A. Definition of Life Insurance ‘Contract

Present Law

Generally, there is no comprehensive definition of a life insur-
ance contract that applies for all tax purposes. A life insurance
contract is defined for purposes of section 1035 (relating to tax-free
exchanges) as a contract with a life insurance company which de-
pends in part on the life expectancy of the insured and which is
not ordinarily payable in full during the life of the insured.

Income earned on the cash surrender value of a life insurance
contract ie not taxed currently to the policyholder, but is taxed
upon termination of the contract prior to death to the extent that
the cash surrender value exceeds the policyholder’s investment in
the contract. The investment in the contract at any date is the ag-
gregate amount of premiums and other consideration paid for the
contract to date, less any amount returned or received under the
contract that was excluded from gross income. No adjustment is
made to tha investment in the contract to account for the cost of
the current life insurance protection received under the contract to
such date. Gross income does not include amounts received by a
beneficiary under a life insurance contract, if the amounts are paid
because ot the death of the insured.

This special tax treatment has been accorded to life insurance
products because, arguably, an adequately insured work force con-
tributes to the general economic welfare. However, in recent years,
insurers have seemed to emphasize the tax-advantaged treatment
in designing products. This raises the question of whether some
products are being sold (and bought) primarily as investment vehi-
cles, with the provision of a death benefit being the secondary con-
sideration.

In the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA),
Congress enacted temporary guidelines for determining whether
flexible premium life insurance contracts (e.g., universal life or ad-
justable life contracts) qualify as life insurance contracts for pur-

es of the exclusion of death benefits from income. The guide-
ines apply to contracts issued in 1982 and 1983. The{l were adopted
to ensure that products similar to level-premium whole life insur-
ance contracts or other traditional products would receive compa-
rable tax treatment. At the same time, Congress sought to deny
traditional tax treatment to other investment-oriented products
which provide for the accumulation of large amounts of cash sur-
render value and a relatively small amount of pure insurance pro-
tection.

Violation of the guidelines at any time during the contract will
cause the contract to be treated as providing a combination of term



life insurance and an annuity or a deposit fund (depending on the
terms of the contract). In the event of the death of the insured,
only the term life insurance component is excluded from gross
income.

1982 and 1983 temporary guidelines

Under the temporary guidelines, death proceeds from flexible
premium lie insurance contracts are treated as life insurance if
either of two tests is met.

Alternative 1

Under the first of the two tests, a contract qualifies if:

(a) the sum of the premiums paid for the benefits at any time
does not exceed the greater of the net single premium (based on a
6-percent interest rate) or the sum of the net level premiums (based
on a 4-percent interest rate), assuming the policy matures no earli-
er than in 20 years or at age 95 (if earlier); and

(b) the death benefit is at least 140 percent of cash value at age
40, phasing down one percentage point each year thereafter to 105
percent at age 76 or older.

Alternative 2

Under the second of the two tests, a contract qualifies if the cash
surrender value does not exceed the net single premium (based on
a 4-percent interest rate) for the amount payable at death, assum-
inglg:hcz policy matures no earlier than in 20 years or at age 95 (if
earlier).

Explanation of Provision

The bill would provide a definition of a life insurance contract
for purposes of the Internal Revenue Code. Rules that are similar
to those contained in the temporary provisions of TEFRA would be
extended to all life insurance contracts. Like the temporary provi-
sions, the proposed definition would restrict the use of new invest-
ment-oriented products as life insurance. In addition, some tradi-
tional products currently sold as life insurance, but which allow
the accumulation of a substantial amount of cash value with a
comparatively small amount of pure insurance protection, would
no longer be treated as life insurance.

Definition of life insurance

A life insurance contract would be defined as any contract,
which is a life insurance contract under the applicable State or for-
eign law, but only if the contract meets either of two alternative
tests: (1) a cash value accumulation test, or (2) a test consisting of a
guideline premium limitation and a cash value corridor. In the
case of variable life insurance contracts, the determination of
whether the contract meets either of these tests would be made
whenever the amount of the death benefits under the contract
chapo%e, but not less frequently than once during each 12-month
period.



Cash value accumulation test

The first alternative test under which a contract could qualify as
a life insurance contract would be the cash value accumulation
test. This test would allow traditional whole life policies with cash
values that accumulate based on interest rates of 4 percent or
greater to continue to qualify as life insurance contracts. Certain
contracts traditionally sold by life insurance companies, such as en-
dowment contracts maturing earlier than age 95, would not contin-
ue to be classified as life insurance contracts because of their
innate investment orientation (i.e., the accumulation of large
amounts of cash surrender value relative to the amount of pure in-
surance protection).

Under this test, the cash surrender value of the contract could
not, by the terms of the contract, at any time exceed the net single
premium which would have to be paid at that time in order to fund
the future benefits under the contract, assuming the contract ma-
tures no earlier than age 95 for the insured. The term future bene-
fits under the bill means death benefits and endowment benefits.
Generally, the death benefit is the amount that is payable in the
event of the death of the insured. Cash surrender value is defined
in the bill as the cash value of any contract (i.e., any amount to
which the policyholder would be entitled upon surrender and
against which the policyholder generally could borrow) determined
without regard to any surrender charge, policy loan, or a reason-
able termination dividend.

The reasonable or unreasonable nature of a termination dividend
might be determined by reference to the historical practice of the
industry. For example, New York State prescribes a maximum ter-
mination dividend of $35 per $1,000 of face amount of the policy.
Just as termination dividends are not reflected in the cash surren-
der value, any policyholder dividends left on deposit with the com-
pany to accumulate interest would not be part of the cash surren-
der value of a contract; interest income on such dividend accumula-
tions is currently taxable to the policyholder because the amounts
are not held pursuant to an insurance or annuity contract. Like-
wise, amounts that are returned to a policyholder of a credit life
insurance policy because the policy has been terminated upon full
payment of the debt would not be considered part of any cash sur-
render value because, generally, such amount is not subject to bor-
rowing under the policy.

Whether a contract is a life insurance contract under this test
would be determined on the basis of the terms of the contract. In
making the determination that a life insurance contract meets the
cash value accumulation test, the net single premium would be
computed using a rate of interest that is the greater of an annual
effective rate of 4 percent or the rate or rates guaranteed on the
issuance of the contract. Because the definitional test refers to the
cash surrender value, the.rate guaranteed on the issuance of the
contract would be that reflected in the contract’s nonforfeiture
values. With respect to variable contracts that may not have a
guaranteed rate, then the 4-percent rate would apply. The mortal-
ity charges taken into account in computing the net single premi-
um would be those specified in the contract or, if none are specified



in the contract, the mortality charges used in determining the stut-
utory reserves for the contract.

The amount of any qualified additional benefits would not be
taken into account in determining the net single premium. Howev-
er, the charge stated in the contract for the qualified additional
benefit would be treated as a future benefit, thereby increasing the
allowable cash value accumulation by the discounted value of such
charge. For life insurance contracts, qualified additional benefits
would-be guaranteed insurability, accidental death or disability,
family term coverage, disabilitﬂ waiver, and any other benefits pre-
scribed under regulations. In the case of any other additional bene-
fit which is not a qualified additional benefit and which is not pre-
funded, neither the benefit nor the charge for such benefit would
be taken into account. For example, if a contract provides for
annual business term insurance as an additional benefit, neither
the term insurance nor the charge for the insurance would be con-
sidered a future benefit.

Guideline premium and casiz value corridor test requirements

The second test under which a contract could qualify as a life in-
surance contract would impose two requirements:. the guideline
premium limitation and the cash value corridor. The guideline pre-
mium portion of the test would distinguish between contracts
under which the policyholder makes traditional levels of invest-
ment through premium payments and those which involve greater
~ investments by the f)olicyholder. The second requirement, the cash

value corridor, would disqualify contracts that build up excessive
amounts of cash value (i.e.,, premiums, plus income on which tax
has been deferred) relative to the life insurance risk. In combina-
tion, these requirements would tend to limit the benefits of life in-
surance treatment to contracts that have premiums, investment
levels, and investment returns that reflect an insurance as well as
an investment orientation. At the same time, these requirements
still would allow investment returns, and tax deferral thereon, that
exceed the amount necessary to fund the specified future benefits
of the contract.

The specifics of these requirements are described below.

Guideline premium requirements

A life insurance contract would meet the guideline premium lim-
itation of the second test if the the sum of the premiums paid
under the contract does not at any time exceed the greater of the
guideline single premium or the sum of the guideline level premi-
ums to such date. The guideline single premium for any contract
would be the premium at the date of issue required to fund the
future benefits under the contract. The computation of the guide-
line single premium must take into account (1) the mortality
charges specified in the contract, or used in determining the statu-
tory reserves for the contract if none is specified in the contract, (2)
any other charges specified in the contract (either for expenses or
for supplemental benefits), and (3) interest at the greater of a 6-per-
cent annual effective rate or the minimum rate or rates guaran-
teed on the issuance of the contract. The guideline level premium
would be the level annual amount, payable over a-period that does



not end before the insured attairs age 95, which is necessary to
fund future benefits under the contract. The computation is made
on the same basis as that for the guideline single premium, except
that the statutory interest rate is 4 percent instead of 6 percent.

A premium payment that causes the sum of the premiums paid
to exceed the guideline premium limitation would not result in the
contract failing the test if the premium payment is necessary to
prevent termination of the contract on or before the end of the con-
tract year, but only if the contract would terminate without cash
value but for such payment. Also, if it is established to the satisfac-
tion of the Secretary that the requirement was not met due to rea-
sonable error and reasonable steps are being taken to remedy the
error, the Secretary could waive the first requirement. Premium
amounts returned to a policyholder, with interest, within 60 days
after the end of a contract year in order to comply with the guide-
line premium requirements would be treated as a reduction of the
premiums paid during the year. The interest paid on such_return
rremiums would be includible in gross income. This “hold harm-
ess'’ provision in the event of a timely correction is comparable to
similar provisions elsewhere in the Code.

Cash value corridor

A life insurance contract will meet the cash value corridor if the
death benefit under the contract at any time is equal to at least
the applicable percentage of the cash surrender value. Applicable
percentages are set forth in a statutory table. Under the table, an
insured person who is 55 years of age at the beginning of a con-
tract year and has a life insurance contract with $10,000 in cash
surrender value, must have a death benefit at that time of at least
$15,000 (150 percent of $10,000).

As the following table shows, the applicable percentage to deter-
mine the minimum death benefit would start at 250 percent of the
cash surrender value for an insured person up to 40 years of age,
and the percentage would decrease to 100 percent when the in-
sured perSon reaches age 95. Starting at age 40, there are 9 age
brackets with 5-year intervals (except for one 15-year interval) to
which a specific applicable percentage range has been assigned.
The applicable percentage would decrease by the same amount for
each year in that age bracket. For example, for the 55 to 60 age
bracket, the applicable percentage falls from 150 to 130 percent, or
4 percentage points for each annual increase in age. At 57, the ap-
plicable percentage would be 142.

The statutory table of applicable percentages follows.

In the case of an insured with The applicable percentage shall

an attained age as of the be- decrease by a ratable portion -
g}nning of the contract year for each full year:
of-
But not
More than: more From: To:
than:

0. 40 250 .. 250
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40 45  250.....cviiiiiiiinnne 216
2 R 50  216....iiiiiriinnen, 185
50 55 185...ciiiirriniirinens e 150
55, 60 1560....ccvmerinininnens e '130
60.....covnririiniiiiiines 65 130, 120
3 N 70 120, 116
T0ueeiriiiriincieneenne 75 ) B X SO 1056
[ £ T 90 105, 1056

90 95 105....ciiiiiriinisinaen, 100

The applicable percentages under the temporary provisions of
present law phase down (ratably and annually) from 140 percent
for ages up to 40 years to 105 percent at age 76 and older. In com-
parison, the proposed percentages generally would restrict the ac-
cumulation of cash value more than the percentages in the tempo-
rary provisions, but still would allow more generous cash value ac-
cumulation than would occur under a traditional policy. Because
the proposed phase-down occurs at different rates over the various
age intervals, the proposed percentages would tend to provide for
accumulation at a greater rate for ages 55 and older than for earli-
er ages.

Computation of benefits

The bill would provide three general computational rules. These
rules are directed, generally, at preventing insurance companies
from avoiding the definitional limitations by creative product
design. First, in computing the benefits under any contract, the.
death benefit would be deemed not to increase at any time during
the life of the contract (qualified additional benefits would be treat-
ed in the same way). Thus, a contract could not assume a death
benefit that is level, then decreases, only to increase again, in
order to allow earlier funding of an increased future benefit, and
still satisfy the premium guideline limitation. Second, the maturity
date would be deemed to be no earlier than the day on which the
insured attains age 95. This rule generally would prevent contracts
endowing before age 95 from qualifying as life insurance. Third,
the amount of any endowment benefit, or the sum of any endow-
ment benefits, would be deemed not to exceed the least amount
payable as a death benefit at any future time under the contract.

otwithstanding the first computational rule, an increase in the
death benefit that is provided in the contract, and which is limited
to the amount necessary to prevernt a decrease in the excess of the
death benefit over the cash surrender value, could be taken into ac-
count for purposes of meeting the two definitional tests provided
under the bill. Specifically, for a contract qualifying under the
guideline premium requirement, this type of increasing death bene-
fit could be taken into account in computing the guideline level
premium. Thus, in such a case, the premium limitation would be
the greater of the guideline single premium computed by assuming
a nonincreasing death benefit or the sum of the guideline level pre-
miums computed by assuming an increasing death benefit. In the
case of a contract qualifying under the cash value accumulation
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test, the above described increasing death benefit could be taken
into account if the cash surrender value of the contract could
exceed at any time the net level reserve. For this purpose, the net
level reserve would be determined as though level annual premi-
ums were paid for the contract until the insured attains age 95.
These modifications to the computational rules would allow the
sale of contracts with limited increases in death benefits, for exam-
ple, where the death benefit is defined as the cash surrender value
plus a fixed amount of pure life insurance protection.

Adjustments

Changes in the terms of a contract might occur at the behest of
the company or the policyholder, or by the passage of time. In the
event of such changes, the limitations under the alternative tests
would be recomputed, treating the date of change as a new date of
issue. Thus, if the future benefits were increased because of a
scheduled change in death benefit (other that an increase resulting
from the crediting of excess interest) or the purchase of paid-up ad-
ditions, such changes would require an adjustment and recomputa-
tion of the definitional limitations. Under the bill, the Secretary of
the Treasury would have authority to prescribe regulations govern-
ing how such recomputations should be made. Further, there is a
special provision that any change in the terms of a contract that
would reduce the future benefits under the contract shall be treat-
ed as an exchange of contracts (under sec. 1035), and so may give
rise to a distribution taxable to the policyholder.

Contracts not meeting the life insurance definition

If a life insurance contract fails to meet either of the alternative
tests, the income on the contract for any taxable year of the policy-
holder would be treated as ordinary income received or accrued by
the policyholder during that year. For this purpose, the income on
the contract. for any taxable year would be the amount by which
the sum of the increase in the net surrender value of the contract
and the cost of life insurance protection provided exceeds the
amount of the premiums paid reduced by the amount of any policy-
holder dividengs distributed during the year. Because the income
on the contract would be treated as received by the policyholder,
presumably the income would be a distribution subject to the rec-
ordkeeping, reporting, and withholding rules under present law re-
lating to commercial annuities (including life insurance).

Under the bill, the income on the disqualified contract for all
prior taxable years would be treated as received or accrued during
the taxable year in which the life insurance contract ceases to
meet the definition of a life insurance contract. The cost of life in-
surance protection provided under any contract would be the lesser
of the cost of individual insurance cn the life of the insured as de-
termined on the basis of uniform premiums computed using 5-year
age brackets, as prescribed by the Secretary by regulations, or the
mortality charge stated in the contract.

Death benefits paid under a disqualified contract would not be
entitled to the same exclusion from income as benefits paid under
a qualifying contract. Only the excess of the amount of death bene-
fit paid over the net surrender value of the contract would be treat-




12

ed as paid under a life insurance contract and excluded from the
beneficiary’s income.

If a life insurance contract fails to meet the tests in the defini-
tion, it would, nonetheless, be treated as an insurance contract for
company tax purposes. This ensures that the premiums and income
credited to failing policies would continue to be taken into account
by the insurance company in computing its taxable income.

Effective Date

General effective date

Generally, the new definition of life insurance would apply to
contracts issued after December 31, 1983. Contracts issued in ex-
change for existing contracts after December 31, 1983, would be
considered new contracts issued after that date.!

Transition rules

Contracts issued during 1984.—Any insurance contract that is
issued during 1984 would be treated as meeting the definitional re-
quirements of a life insurance contract if the contract meets: (1)
the requirements of the temporary provisions enacted in TEFRA,
or (2) for a contract that is not a flexible premium life insurance
contract (defined under Sec. 101(f)), the requirements set forth in
the bill by substituting 3 percent for 4 percent as the minimum in-
——— terest rate to be used in applying the cash value accumulation test.

Contracts issued pursuant to existing plans of insurance.—Under
another transition rule, certain “qualified contracts” under exist-
ing plans of insurance would qualify as life insurance contracts
under the cash value accumulation test if the contracts would meet

_ the test using 3 percent, instead of 4 percent, as the minimum in-
terest rate. A “qualified contract’> would be any contract that re-
quires at least 20 level annual premium payments and is issued
pursuant to any plan of insurance which has been filed by the issu-
ing company in one or more States before September 28, 1983. Pre-
sumably, the 20-pay requirement would not be violated by a plan of
insurance that provides for the purchase of insurance by means of
paid-up additions, if the additional amounts are modest and reason-
able compared with the basic benefit under the contract.

11t is unclear whether a reduction in death benefits (which would be a change in future bene-
fits requiring an adjustment and recomputation of the definitional limits, and which would be
treated as an exchange of contracts under the adjustment provisions) would be considered an
exchange under this provision also.
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B. Variable Annuities and Variable Life Insurance

Present Law

In general, either a variable annuity 2 or a variable life insur-
ance contract is a contract under which any amounts or premiums
received are invested in a separate asset account of the insurance
company, and the amounts paid in or paid out reflect the invest-
ment return and the market value of such separate account. Under
a variable annuity, either the cash surrender value before the an-
nuity starting date or annuity payments made after the annuity
starting date (or both) would reflect the investment activity of the
separate account; under a variable life insurance contract, the cash
surrender value and the amount of death benefit would fluctuate
with the investment activity of the separate account. Because the
contract benefits can fluctuate and a particular investment return
is not guaranteed by the insurance company, the contractholder
can be said to bear the investment risk under the contract.?

In addition to the definitional concern that the tax benefits of
life insurance products should not be given to contracts that are
too investment oriented, the sale of variable contracts (both annu-
ity and life insurance) raises the additional issue of whether com-
petitive equity investment vehicles enony, under present law, the
same status for tax purposes. For example, one might look through
the purchase of a variable insurance contract, viewing it rather as
the purchase of a share in a mutual fund.* Despite the similarity
of their investment returns, there can be substantive differences
between the individual tax treatment of a variable contract sold by
an insurance company and that of a share in a mutual fund. An
owner of a mutual fund share is taxed currently on the ordinary
and capital gain income of the mutyal fund. Likewise, the transfer
from shares in one fund for shares in another can give rise to capi-
tal gain income. In contrast, under a variable contract based by a
separate account issued by an insurance company, the tax on the
income of the fund that is credited to the policyholder is deferred.
Further, under section 1035, gain on an exchange of life insurance
contacts or annuity contracts 5 is generally not recognized. On the

2 The term variable annuity will be used generally to refer to a contract which reflects the
investment activity of a company and also a contract that reflects the investment return and
market value of a ate‘f:gset account within a company, although the latter may be re-
geerered tosonl:(oglie specifically as “a contract with reserves on a segregated asset account.”

3 Generally, a certain minimum death benefit will be guaranteed by the insurance company.
Thus, to the extent there is a minimum death benefit, the company bears the investment risk.

4 Both variable annuities and variable life insurance are securities subject to the Securities
Act of 1933. For a specific discussion concerning this classification, for variable annuities, see
SEC V., Variable Life insurance Company of America, 369 U.S. 65 (1959).

5 Code sec. 1035 provides that no gain or loss is recognized on the exchange of (1) a life insur-
ance contract for another life insurance contract, an endowment contract or an annuity con-
tract; (2) an endowment contract for another comparable contract or an annuity contract; or (3)
an annuity contract for an annuity contract.

(13
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other hand, gain on the sale by a mutual fund of a capital asset
retains its character in the hands of an individual owner of a
mutual fund share. In contrast, gain on the sale by an insurance
company of an asset held in a segregated asset account is taxed to
a holder of a variable contract on distribution at ordinary income
rates.

Generally, income on an annuity contract is taxed only once, at
the policyholder level when the income is distributed. This is ac-
complished by means of a deduction at the company level for
amounts credited to policyholders urder annuity contracts. Howev-
er, under present law, income on nonqualified variable annuity
(i.e., one that is not purchased as part of a qualified pension plan)
may be taxed at the company level as well as at the policyholder
level. Under present law, amounts credited to the holder of a non-
qualified variable annuity based on appreciation in the value of the
separate asset account are not deductible by the company. Thus,
under present law, the company pays a tax at a capital gains rate
on the sale of an appreciated asset, without an offsetting value of
the sepurate account assets are not deductible by the company.
Thus, under present law, the company pays a tax at a capital gains
rate on the sale of the appreciated asset, without an offsetting de-
duction for the income credited to the contract- holder. When the
income is distributed, it is taxable as ordinary income to the con-
tractholder. The result is that amounts credited to a variable annu-
ity that reflect the appreciation in value of assets in the separate
account are taxed once at the company level at the capital ‘gains
rate and once to the contractholder as ordinary income. This
double tax occurrence was recognized as appropriate in 1959 and
again in 1962,% although it was eliminated for qualified pension
contracts in 1962.

The provisions above do not cover the newer variable life insur-
ance contracts. In the case of such accounts, there is no company
level tax on amounts credited to contractholders that reflect the
appreciation of the assets in the underlying separate account. Fur-
ther, the company is allowed an ordinary deduction for such appre-
ciation, whether realized or unrealized, when it is credited to the
variable life insurance contract (and is reflected in reserves or the
cash surrender value) and is taxed at the capital gains rate on the
appreciation income when it is realized upon sale of the asset. As
with other life insurance contracts, the policyholder will only be
taxed on the income credited to the contract upon surrender to the
extent the cash surrender-value exceeds the investment in the con-
tract (i.e., aggregate premiums paid, less any returned premiums,
with no adjustment made for the cost of the current insurance pro-
tection received before surrender); if the contract terminates with
the insured’s death, the death proceeds are excluded from the gross
income of the beneficiary.

Explanation of Provision

The bill retains the rules under present law that are applicable
to variable annuities and extends those rules to apply variable life

¢ 8. Rep. 291, 86th Cong., 1st Sess. 36 (1959); and S. Rep. 2109, 87th Cong. 2d Sess. 7-8 (1962).
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insurance contracts. Through an adjustment in the company’s re-
serve deduction for variable contracts, any capital gain that is real-
ized and reflected in the benefits under a variable annuity contract
or a variable life insurance policy would be taxed at the company
level before enjoying the usual tax treatment at the policyholder
level. It could be argued that the proposal equalizes the tax treat-
ment of insurance products based on investment funds and direct
investment in such funds. In the case of ‘‘pension plan contracts’”
(i.e., contracts that are issued as part of a qualified pension plan),
the company level capital gains tax is eliminated as it was under
present law.

Effective Date

The provision would apply to taxable years beginning after De-
cember 31, 1983.
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C. Treatment of Distributions from Annuity Contracts

Present Law

An annuity contract issued by a life insurance company is a
promise to gay to the beneficiary a given sum for a specified
period, which period may terminate at death.” Annuit: contiects
permit the systematic liquidation of an amount consisting of princi-
pal (the policyholder’s investment in the contract) and income. The
insurance company takes the risk that such amount will be ex-
hausted before the company’s liability under the contract ends, but
gains if the liability terminates before that amount is exhausted.

The starting date for annuity payments may be within one year
after the initial premium is paid (an immediate annuity) or may be
deferred to a later date (a deferred annuity). The period between
the time the first premium is paid for an annuity and the time the
ﬁrs!:odannuity payment is due is referred to as the accumulation

riod.

An individual may purchase an annuity by payment of a single
premium or by making multiple premium payments. A deferred
annuitﬁecontract may, at the election of the individual, be surren-
dered before annuity payments begin in exchange for the cash
value of the contract. Partial surrenders are similarly permitted
under some annuity contracts.

The taxation of interest or other current earnings on a con-
tractholder’s investment in an annuity contract generally is de-
ferred until annuity payments are received or amounts character-
ized as income are withdrawn. Each amount paid to a contract-
holder as an annuity is treated in part as a distribution of income
on the contract and, in part, as a nontaxable return of capital. In
contrast to annuity payments, policy dividends paid after annuity
payments begin are taxable in full to the contractholder as ordi-
nary income.

Cash withdrawals prior to the annuity starting date are includi-
ble in gross income to the extent that the cash value of the con-
tract (determined immediately before the amount is received and
without regard to any surrender charge) exceeds the investment in
the contract.® A penalty tax of 5 percent is imposed on the amount
of any such distribution that is includible in income, to the extent
that the amount is allocable to an investment made within 10
years of the distribution. The penalty is not imposed if the distribu-
tion is made after the contracthold)ér attains age 59%2, when the

7 If either the premium paid for an annuity contract or the annuity benefit under the contract
is based on the investment return and the market value of a separate account established by the
insurance company, the contract is generally a variable annuity contract.

8 Under prior law, amounts paid out under a contract before the annuity payments began,
such as payments t:if)on J)artial surrender of a contract, were first treated as a return of the
policyholder’s capital and were taxable (as ordinary income) only after all of the policyholder's
investment in the contract had been recovered.
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contractholder becomes disabled, upon the death of the contract-
holder, or as a payment under an annuity for life or for at least 5
years. Tax on the income that has accumulated under the annuity
contract is deferred until there is a distribution of income, and the
recipient of an annuity contract on the death of the contractholder
stands in the shoes of the deceased contractholder, with the same
investment in the contract.

Explanation of Provision

Penalty on premature distributions

The bill generally would retain the present-law provisions for an-
nuity contracts. However, the 5-percent penalty on premature dis-
tributions (whether as a partial surrender, a cash withdrawal, or
an annuity for less than 5 years) would apply to any amount dis-
tributed to the taxpayer before the age of 59%. The bill would
impose the penalty tax without regard to whether the distribution
is allocable to an investment made within the preceding 10 years.

The bill would limit the tax deferral benefits available to annu-
ity holders on a basis that is more comparable to other sanctioned
retirement savings programs, (e.g., IRAs). The proposed repeal of
the 10-year rule would be consistent with IRA plan rules under
which distributions before age 59% are subject to a penalty tax (al-
though the penalty rate is 5 percent instead of 10 percent). As a
result, emphasis is placed on annuities as a form of long-term or
retirement savings to provide a taxpayer with an income that
avoids the risk of his outliving the accumulation of assets.

Distributions or withdrawals from an IRA or redemption of re-
tirement bonds are included in gross income for the year in which
the distribution occurs. In addition, the amount of the distribution
or withdrawals is subject to a 10-percent penalty tax if the distribu-
tion or withdrawal occurs before the individual on whose behalf
the IRA was established attains age 59%. Premature distributions
from an annuity, in contrast, are subject to a penalty tax of 5 per-
~ent—which is one-half of the 10-percent penalty tax on distribu-
tion from an IRA. The contribution or investment in a deferred an-
nuity is made from after-tax income, but the $2,000 contribution to
an IRA is tax-deductible.

The following table and explanatory discussion compares the
after-tax investment return enjoyed by investors in savings ac-
counts, IRAs, and deferred annuities, for taxpayers in 20-, 35-, and
50-percent marginal tax brackets. One may conclude from the table
that the penalty tax can operate to discourage early withdrawals
from a deferred annuity, but the deterrent effect is relatively short-
lived, i.e., 5 to 7 years; there is no penalty tax on withdrawals if
the taxpayer begins contributing to the annuity 5 or so years
before the planned distribution date.?

*Table 1 was developed to illustrate the effect of the penalty tax on premature withdrawals,
and the interest rate assumptions may not reflect the relative interest rate structure of the
assets that may be nurchased currently by investors in these forms of savings. In addition, the
tax-free benefits . 1 IRA are allowable on deposits up to only $2,000 a year.



TaBLE 1.—YIELDS ON $2;000 PRE-TAX INVESTMENT IN ALTERNATIVE SAVINGS INSTRUMENTS AFTER TAX AND STATUTORY
PENALTIES; 20, 35 AND 50 PERCENT MARGINAL TAX RATES

20% marginal tax rates 35% marginal tax rates 50% marginal tax rates
Year

Savi Deferred Savi Deferred Sa

acco::: LRA. an:uity acco::fl: LRA. am:uity accv;?lfn: LRA 2:‘::::
| $1,754 $1,568 $1,744 $1,401 $1,232 $1,394 - $1,062 $896 $1,054
p SO 1,922 1,756 1,905 1,511 1,380 1,499 1,127 1,004 1,114
E S 2,107 1,967 2,086 1,629 1,546 1,616 1,197 1,124 1,182
. S 2,309 2,203 2,288 1,756 1,731 1,748 = 1,271 1,259 1,258
S SO 2,631 2,468 2,515 1,893 11,939 11,895 1,350 11,410 1,343
- J 2,774 2,764 2,768 2,041 2,171 2,060 1,433 1,579 11,438
(R 3,040 13,095 13,053 2,200 2,432 2,244 1,522 1,768 1,545

1In all subsequent years, benefits from tax deferral accruing before withdrawal provide after-tax yields greater than after-tax yields on
savings account. «
IR‘A.Statutory penalties on premature withdrawal of tax-deferred income accruals are 5 percent from deferred annuities and 10 percent from
. 8.
12 percent rate of interest compounded annually.
No deferral on savings accounts. Initial deposit and earnings of IRA tax deferred until withdrawal. Initia: deposit after-tax in deferred
annuity, interest tax deferred until withdrawal.

81
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Generally, a taxpayer who has been making contributions to an
IRA or a deferred annuity will be better off after 5 to 7 years by
taking a premature distribution and Kaying income and penalty
taxes than he would be by depositing the initial $2,000 less income
tax in a savings account or another bank investment on which in-
terest would be taxable currently. The tax advantages outweigh
the penalty in 5 years for a 50-percent marginal rate taxpayer with
an IRA and in 7 years for a 20-percent marginal rate IRA owner.
"Before then, the accruals in a deferred annuity are similar to those
of an IRA but yield a somewhat smaller after-tax advantage.

The investment of $2,000 is reduced b‘y the applicable marginal
income tax rate at the beginning of the first year, and the remain-
der is contributed to a deferred annuity or a savings account. The
$2,000 deposit in the IRA is made tax-free. The interest income (as-
sumed at 12 percent and compounded annually in each case) of the
savings account is taxed at the end of the year when credited to
the savings account. Tax is deferred on the interest income of the
deferred annuity and the IRA until an early withdrawal is made,
and at that time the appropriate marginal tax rate is applied to
the total deferred income and the 5-percent (deferred annuity) or
llO-p:é'cent (IRA) penalty tax for premature withdrawal also is
evied.

Distribution in event of annuity holder’s death

In the case of a contract other than a contract issued under a
qualified plan, if the owner of the contract dies before the annuit,
starting date, an amount equal to the cash surrender value of suc
contract would be treated as paid to the contractholder immediate-
ly before death. Thus, the income in the contract would be subject
to income tax in the decedent’s return for the year of death. In
order to avoid taxing the income on the contract twice, the amount
includible in gross income of the decedent would be treated as a
Eremium paid for the contract, giving the new owner a step-up in

asis or additional investment in the contract. The 5-percent penal-
ty tax on a premature distribution from an annuity would not
apply to any amount includible in gross income because of the
deemed distribution in the event of the contractholder’s death.
Thus, the bill would shift the incidence of the income tax on the
income accumulated in a deferred annuity from the surviving bene-
ficiary to the decedent contractholder.

This provision, in effect, reverses the income in respect of a dece-
dent rules that would otherwise apply. Under income-in-respect-of-
a-decedent rules, if a decedent taxpayer has earned income but
such income is not received and includible in income prior to his
death, the taxpayer who inherits the right to the income payment
stands in the shoes of the decedent and includes it in income when
received. Thus, the taxpayer who actually receives the income pays
the tax thereon. Argua%ly, the reversal of the income-in-respect-of-
a-decedent rules in this case may (in some situations) prevent the
shifting of income from a high tax-bracket individual to an individ-
ual with a lower marginal tax bracket, as well as prevent the in-
definite postponement of the payment of tax on accrued income.

The proposed treatment of annuity contracts ugon death before
the annuity starting date would differ also from that given, for ex-
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ample, to IRAs. Under present law, if the owner of an IRA account
dies before distributions have commenced, the income in the ac-
count is taxable to the beneficiary under the following restrictions:
(1) if the beneficiary is a spouse, the IRA account (together with
tax deferral) can be continued until distributions must be com-
menced for the spouse; or (2) if the beneficiary is not the decedent’s
spouse, the account must be distributed within 5 years. The contin-
ued tax deferral for the spousal beneficiary recognizes that retire-
ment savings may be intended to be used as retirement income for
the married couple, while the limited continuation of tax deferral
for nonspousal beneficiaries requires immediate recognition of
some of the income while avoiding an unreasonable bunching of
income in a single year.
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D. Policyholder Loans

Present Law

Generally, taxpayers are allowed to deduct interest paid or ac-
crued on indebtedness during the taxable year. However, no deduc-
tion is allowed for interest paid or accrued on indebtedn.ss in-
curred or continued to purchase or carry a single premium life in-
surance, endowment, or annuity contract. Similarly, no deduction
is allowed for any amount paid or accrued on indebtedness in-
curred or continued to purchase or carry a life insurance, endow-
ment or annuity contract pursuant to a plan of purchase that con-
templates the systematic direct or indirect borrowing of part or all
of the increases in cash value of such contract.1? If substantially
all the premiums on a contract are paid within 4 years of the date
on which the contract was purchased, the contract is treated as if
it were a single premium contract. Further, if a purchaser borrows
an amount equal to a substantial portion of the premium payments
on a contract and deposits the borrowed funds with an insurance
company to fund future payments on the policy, the purchaser is
treated as having acquired a single premium contract.

The present law limitations on the deductibility of interest on
debt incurred to purchase or carry certain life insurance products
have their origins in the 1942 Revenue Act. Congress felt that the
opportunity under prior law to combine the tax-free build-up of in-
vestment income in a life insurance policy and the current deduc-
tion of interest on indebtedness incurred or continued to purchase
or carry the policy constituted a ‘“considerable loophole” that could
yield substantial tax advantages.!! For example, if an individual
purchased a single premium policy, borrowing all or a substantial
part of the funds necessary to pay the premium on the policy, the
annual increase in the cash value of the policy, apart from the pre-
miums, could equal or exceed the net interest expense incurred by
the purchaser. Where the annual increment in value of the policy
exceeded the net interest cost of the borrowing, ownership of the
policy could actually result in a net profit. In this environment, in-
surance companies were actually issuing™ policies under plans
which contemplated that the taxpayer would borrow the premiums
either directly from the insurer, or from a bank or other lender,
and marketing these policies primarily on the basis that the poli-
cies were tax-saving devices.

In response, Congress enacted a provision to deny interest deduc-
tions with respect to indebtedness incurred or continued to pur-

10 Sec. 264(aX1) also provides that no deduction shall be allowed for premiums paid on any life
insurance policy covering the life of any officer or employee, or of any person financially inter-
ested in any trade or business carried on by the taxpayer, when the taxpayer is directly or indi-
rectlila beneﬁcia?' under such policy.

11 H.Rep. 2333, 77th Cong., 2d Sess. 47 (1942).
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chase a single premium life insurance or endowment contract.

These limitations were extended in 1964 to preclude the deduction

of interest on indebtedness incurred or continued to purchase or

~ —carry insurance pursuant to a plan of purchase that contemplates
systematic borrowing. These changes resulted from a concern that
policies were being sold to high bracket taxpayers who could afford
to acquire large whole-life policies on the basis that the policies
cost the individual little or nothing, and in some cases on the basis
that the policies actually result in a net profit.!2

The importance of being able to borrow on insurance for other
than tax-avoidance purposes was recognized, however, and Con-
gress provided several exceptions to the rules disallowing the inter-
est deduction. Under these provisions, a deduction is allowed if (1)
no part of 4 of the first 7 annual premium payments due under the
contract is paid by means of indebtedness; (2) the total of the
amounts paid or accrued during the taxable year does not exceed
$100; (3) the amount was paid or accrued on indebtedness incurred

" because of an unforeseen substantial increase in financial obliga-
tions; or (4) the indebtedness was incurred in connection with the
taxpayer’s trade or business. Under present law, if the require-
ments of any one of these 4 exceptions are satisfied, a taxpayer can
deduct the full amount of interest otherwise deductible on an un-
limited amount of indebtedness.

The 4-out-of-7 rule was designed to disallow the interest deduc-
tion in the case of a plan of systematic borrowing unless the loan pro-
ceeds were required for use in the taxpayer’s business. However,
current marketing techniques indicate that goal may not have
been achieved. The result has been that the 4-out-of-7 rule provides
a safe harbor under which it is still possible to sell policies on the
basis of the tax savings that can be generated from the purchase of
a policy, followed by the systematic direct or indirect borrowing of
a substantial part of the increases in the cash value of such policy.

The following table is based on the structure of a policy that has
actually been marketed and illustrates the advantages that can be
obtained in combining tax-free inside buildup and maximum bor-
rowings. An industry expert has indicated that this policy was de-
signed for a 50 year old male using the 1980 CSO mortality table
and a 4 percent assumed interest rate. The contract would endow
at age 100. Given these assumptions, the contract would qualify as
a life insurance contract under the provisions of S. 1992.

1t H Rep. 749, 88th Cong., 15t Sess. 61 (1963); S.Rep. 830, 88th Cong., 2d Sess. 77-78 (1964).



TABLE 2.—ILLUSTRATION OF $500,000 PERMANENT LIFE INSURANCE PURCHASED FOR A 50 YEAR OLD MALE WTH
MaxiMuMm BORROWING AND D1vipenps Usep To Buy Paip-Up ADDITIONS

Cum. net Loan Net equity
Net after Annual . Cumulative Net death Guaranteed
Year tax outlay ag:trl :;x loan m'fo?,; at loan ’ surr:; der benefit cash value
$14,454 $14,454 0 0 0 $280  $500,689 0
14,454 28,908 0 0 0 10,686 502,826 39,500
745 29,654 $14,454 $1,489 $14,454 8,981 492,329 20,500
1,489 31,143 14,454 2,978 28,908 8,210 483,691 31,500
2,233 33,376 14,454 4,466 43,363 8,947 476,930 43,000
16,687 50,063 0 4,466 43,363 25,287 486,563 54,500
16,687 66,751 0 4,466 43,363 42 837 498,160 66,000
—35,39%4 31,357 54,910 10,122 98,272 8,356 458,554 77,500
807 32,164 19,724 12,154 , 117,996 11,175 456,522 89,500
730 32,895 20,876 14,304 138,871 13,908 455,608 101,000
—17,934 —6,507 47,082 49,387 479,487 44,348 475,581 217,500
—20,683 —154,953 97,079 123,864 1,202,559 94,078 536,856 319,500
—36,438 —438,887 185,363 268,940 2,611,069 182,915 614,939 397,500

g2
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Under this policy, a death benefit of $500,000 was provided and
dividends were assumed, in the illustrations, to buy paid-up addi-
tions. The annual premium for a 50-year-old male was priced at
$14,454 and maximum borrowing provided for in all but the first,
second, sixth and seventh years. The izsuer of the policy projected
that the annual net after-tax cost of the policy would be in the
$14,000 to $17,000 range in 4 of the first 7 years and below $2,300
in each of the other 3 years. After the eighth year, there would be
no significant cost to the policyholder in continuing the policy.
Starting in the eleventh year, the policyholder would experience a
positive cash flow from the policy in every year. This occurs be-
cause the added amount that the policyholder may borrow from
the increasing cash value of the policy exceeds the premium
charges and the after-tax cost of the interest payable on the loan
balance in those years. Beginning in the twentieth year, the policy-
holder’s cumulative after-tax net outlay would be negative. Finally,
if the policyholder were to die at age 80, the insurer’s projections
show a cumulative positive after-tax benefit to the policyholder
over the 30 years of $155,000 and a net death benefit of close to
$540,000. In that event, the policyholder would have realized a 12-
percent net after-tax rate of return on the premiums invested in
the policy.

Explanation of Provision

The bill would amend present law by adding a limitation on the
amount of interest that is deductible. Amounts that are not deduct-
il})llebuﬁder present law would continue to be nondeductible under
the bill.

The applicable limits -

Individual policyholders and businesses owning policies insuring
the lives of individuals would be allowed to deduct, for any taxable
year, a limited amount of life insurance interest for such taxable
year. Life insurance interest would be defined as interest paid or
accrued in connection with a life insurance loan. A life insurance
loan is any indebtedness if (1) the interest paid or accrued with re-
spect to such indebtedness would, but for this provision, be deduct-
ible; and (2) the indebtedness is (a) incurred under, or secured by, a
life insurance, endowment or annuity contract, or (b) incurred or
continued to purchase or carry a life insurance, endowment or an-
nuity contract. Thus, the provisions for limiting the deduction of
interest under section 264 and under this bill would apply whether
the loan is from the insurance company or a third party.

The amount that an individual policyholder could deduct in any
taxable year (the applicable limit) would be equal to the product of
$250,000 ($500,000 in the case of a joint return) multiplied by the
interest rate for deficiencies (prescribed under sec. 6621) in effect
as of the first day of the taxable year. The applicable limit for a
business is the product of $500,000 multiplied by the deficiency in-
terest rate for each insured that is treated under the bill as a
qualified life.
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Business taxpayers

For pur{)oses of this provision, the $500,000 business limitation
would apply to corporations, partnerships, proprietorships, or other
entities engaged in a trade or business. As suggested above, busi-
nesses could deduct interest subject to an aggregate limitation
based on the number of qualified lives.

Qualified lives are defined in the bill by reference to the amount
of coverage provided an insured as a percentage of the maximum
amount provided under other policies owned by the business.
Under the bill, a qualified life would be an individual insured
under a life insurance policy owned by a corporation, partnership,
proprietorship or other entity engaged in a trade or business if (1)
at some time during the taxable year the life of the individual is
insured under a whole life policy owned by the business, and (2) the
face amount of such policy is at least as great as 10 percent of the
highest face amount of any whole life policy owned by the business
and insuring the life of any other individual. Thus, if a corporation
owns policies insuring the lives of three individuals, and the face
amount of two of the policies is $1 million and the face amount of
the other is $50,000, the individual with respect to whom the
$50,000 policy is held would not be a qualified life. In such event,
the corporation would be subject to an interest limitation of $1 mil-
lion times the appropriate deficiency interest rate.

Carryover of unused limitation

Any excess limitation could be carried over and added to the lim-
itation for the succeeding taxable year. Thus, if for any taxable
year a taxpayer failed to pay or incur and deduct an amount of in-
terest equal to the maximum deductible amount, the excess of the
maximum amount over the amount that is deducted could be
added to the maximum deductible amount for the succeeding tax-
able year. For example, assume that in a particular taxable year a
individual not engaged in a trade or business borrows $10,000 at 8
percent and pays and deducts $800 of interest. If the deficiency rate
under section 6621 for that year is 11 percent, the individual's
unused interest limitation would be $26,700 (i.e., 250,000 X .11 -
$800). If the deficiency rate is the same the next year, the individ-
ual’s limitation for the next taxable year would be $54,200, (26,700
+ ($250,000 X .11)) The unused amounts would carry over indefi-
nitely. In reporting an identical provision, the Ways and Means
Committee stated that no carryover would arise, however, with re-
spect to a year in which there are no outstanding life insurance
loans to the taxpayer or if the loans are on policies not covered b
the new provisions adopted by the bill. Presumably, also the apph-
cable limits described above apply regardless of the face amount or
the cash surrender value of the policies (i.e., the applicable limit
for an individual would be $250,000 multiplied by the deficiency in-
terest rate even for a $10,000 face amount policy or for a policy
with an available cash surrender value of $5,000).

Effective Date

The provisions of the bill relating to the deduction of life insur-
ance interest would apply with respect to interest paid or accrued

in taxable years ending after September 27, 1983. The provisions
would not apply, however, to any indebtedness incurred under, se-
cured by, or incurred or continued to purchase or carry a life insur-
ance, endowment or annuity contract if such contract was issued
before September 28, 1983, or was issued on or after such date pur-
suant to a bindine contract entered into before such date.
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E. Treatment of Group-term Life Insurance (Sec. 79)

Present Law

Employers often provide an amount of group-term life insurance
protection to their employees as a fringe benefit. Such coverage is
typically provided either as a fixed amount for each covered em-

loyee or as a set percentage or multiple of annual compensation
or each covered employee. Some plans may provide for lesser or
greater coverage for retired employees or may omit coverage of re-
tired employees. Frequently, employees and retiree." will be permit-
ted to elect group-term life insurance coverage or other benefits.

Prior to the Revenue Act of 1964, the value of group-term life in-
surance provided by an emplo%'ﬁr for an employee was excluded
from income by the employee. The exclusion of the value of group-
term life insurance resulted from Treasury regulations rather than
from a statutory mandate.!® The Treasury justified this exclusion
on the grounds that (1) the group-term coverage benefited the em-
ployee’s beneficiaries rather than the employee, and (2) the benefits
were characterized as contingent on the continuation of the em-
ployment relationship.14

In 1964, Congress determined that the tax-free receipt of grou
term life insurance protection Jn-ovided an employee with a su
stantial economic benefit and represented compensation that
should be included in an employee’s income. The 1964 Act, howev-
er, provided two major exceptions to this rule under which the cost
of group-term life insurance coverage remained excluded from an
employee’s income. First, an exclusion was provided for the cost of
up to $50,000 of group-term coverage. This exclusion was provided
to encourage employers to provide basic life insurance protection to
their employees. In addition, the absence of any transition rules in
the 1964 Act suggests that the $50,000 limitation may have been
intended to protect, indirectly, most then existing plans from the
reach of the new limitations. The second major exception provided
under the 1964 Act allowed retired employees to exclude all group-
term coverage from income. This exception appears to have arisen
out of a concern that an employee, who is no longer working, lacks
a sufficient ability to pay tax on these benefits. ’I'fus’ concern is also
evidenced by the lack of transitional rules in 1964 Act.!®

In TEFRA, Congress amended the group-term life insurance
rules to deny the $50,000 exclusion when protection for key em-
ployees is provided under a discriminatory plan. However, because
the nondiscrimination rules were drafted as a limitation on the

13 No com ble exclusion from income was ever provided for individual insurance or for
cash value life insurance provided to employees.

11.0. 1014, 2 C.B. 88 (1920). -

18 Exceptions were also provided for coverage under which the employer or a charity was dee-
ignated as the beneficiary.
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$50,000 exclusion, the rules do not affect group-term life insurance
protection provided to retired employees.

These nondiscrimination rules provide that the income exclusion
for employer-provided group-term life insurance applies with re-
spect to a key employee only if the life insurance is provided under
a program of the employer that does not discriminate in favor of
key employees as to (1) eligibility to participate, or (2) the life in-
surance benefits provided under the plan.

A program of an employer providing group-term life insurance
for employees generally is not considered to discriminate in favor
of key employees as to eligibility to participate if (1) the program
benefits at least 70 percent of all employees, (2) at least 85 percent
of all participating employees are not key employees, or (3) the pro-
gram benefits employees who qualify under a classification set up
by the employer and found by the Secretary of the Treasury not to
discriminate in favor of key employees. Alternatively, a program of
an employer providing group-term life insurance which is provided
under a cafeteria plan is not considered to discriminate in favor of
key employees as to eligibility to participate if the eligibility rules
for cafeteria plans are satisfied. Certain employees may be ex-
cluded when testing for nondiscrimination.

A program of employer-provided group-term life insurance for
employees is not considered to discriminate in favor of key employ-
ees as to the benefits provided, if the program does not discrimi-
nate in favor of such employees with regard to the type and
amount of the benefits. For this purpose, group-term life insurance
benefits are not considered to discriminate merely because the
amount of life insurance provided employees bears a uniform rela-
tionship to compensation.

When the cost of group-term life insurance coverage is includible
in the income of an employee, that cost is determined on the basis
of uniform premiums prescribed by the Treasury for 5-year age
brackets ranging from age 30 to age 64. For employees age 64 and
over, the age 59 to 63 cost is applied. The most recent premium
costs prescribed by the Treasury are:

Cost per
$1,000 of
5-year age bracket protectlon
for 1-month
period
UNAEr 30 ....uccciiciicniinrinriniieriieneeieessssissessssesssessessssessessassaes $0.08
BO L0 B4 s e e s aas s rassesresstes 09
B 1 3R 7o TR 1 11
QO L0 44 ...t e e s s nea e e 17
A5 10 49 ... et a e b s rae s s senaeean 29
L1 70 37 U 48
B8 10 5 e sstesrassrnsbsebesaeen 75
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Thus, an employee age 50 who receives $100,000 of group—term
coverage recognizes $ 288 of income (50 x $0.48 per thousand of
excess Insurance x 12 months). -

The social benefit of having an employer provide a minimum
amount of life insurance coverage for wage earners on a nondiscri-
minatory basis may, in practice, not be achieved. For example,
under present law, group-term insurance plans may be used as a
means of withdrawing profits from a business by, or the builaing of
an estate for, a retiring owner-employee. Likewise, a large amount
of term life insurance provided under a group plan can be the basis
of a nontaxable deferred compensation plan for key employees.

Explanation of Provision

The bill would effect three changes in-the present-law treatment
of group-term life insurance. First, the $50,000 limitation on the
amount of group-term life insurance that may be provided tax-free
to employees also would appﬁr to retired as well as active employ-
ees.!® The amendments would not alter the cost tables, however, so
a retired employee’s benefit would be computed at the age 65 cost.

Second, the nondiscrimination rules would be applied to plans
covering retired employees. Thus, the cost of group-term coveraﬁ
that is provided only to retiring key emg}gyees would not be su
ject to any exclusion from gross income. Third, under the bill, if a
plan fails to qualify for the exclusion because it is discriminatory,
then the employees and retirees would have to include in income
the actual cost of their insurance benefit rather than the table cost
prescribed by the Treasury.

Unless a plan is discriminatory, under the bill's provisions, a re-
tired employee’s benefit would be computed on the basis of the uni-
form cost tables. At age 65 the cost is presently $1.17 per thousand
of excess insurance. Thus, a retiree age 65 who receives $100,000 of
ﬁroup-term coverage would recognize $702 of income which would

ave a maximum tax effect of $351. By contrast, the rate schedules
of one major company set the dpremium for $100,000 of individual
term coverage for a 65-year old male in excess of $3,000 per year.

Effective Date

The changes in the group-term life insurance rules made by the
bill would not apply to ang group-term life insurance plan in exist-
ence on September 27, 1983, with resgect to covered individuals
and to the extent of their coverage. Although on its face this provi-
sion grandfathers existing plans, several questions are left unan-
swered. For example, what would constitute a change in plan so
that the resulting chan%g{d 1plan would not be considered to be in
existence on September 27, 1983? Would an increase in coverage be
a change in plans? Individuals coverage by the plan are grandfath-
ered to the extent of their coverage: is that their present coverage
as an active employee or the amount of coverage guaranteed to
them upon retirement under the plan? Is the améunt of grandfath-
ered coverage limited to the present numerical amount coverage or
would a coverage formula be grandfathered?

18 The bill would not apply the limitation to those who have terminated employment because
of a disability.
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F. Nondeductible Contributions to Individual Retirement Plans

Present Law

An individual generally is entitled to deduct the amount contrib-
uted to an individual retirement account or annuity (referred to
collectively as “IRAs”). The limitation on the deduction for a tax-
able year generally is the lesser of 100 percent of compensation
(generally net earnings from self-employment in the case of a self-
employed individual) for the year or 52,000. The $2,000 contribution
limit is increased to $2,250 for a year if (1) at least $250 is contrib-
~uted to an IRA for the spouse of the employee, and (2) the spouse
has no compensation for the year. Except for tax-free rollovers, no
nondeductible contributions may be made to an IRA.

An annual excise tax applies to prohibited nondeductible contri-
butions (i.e., excess contributions) held in an IRA. The tax is 6 per-
cent of the balance of the nondeductible contributions. Under
present law, an individual is allowed a deduction from gross
income for a taxable year if the individual corrects an excess con-
tribution for a previous year by contributing less than the maxi-
mum amount allowable as a deduction for the year.1?

Under present law, an individual is permitted to make a rollover
contribution of a distribution from an IRA to another IRA without
including the amount of the distribution in gross income. A tax-
free rollover is generally allowed if the rollover occurs within 60
days after the date of the distribution. An individual is allowed to
make a rollover contribution from an IRA once each year. Rollover
contributions are not treated as excess contributions to an IRA and
do not reduce the allowable deduction for a taxable year.

Income and gain on amounts held in an IRA are not taxed until
distributed. Except in the case of certain correcting distributions or
distributions rolled over to another eligible plan, all distributions
from IRAs are includible in gross income when received. Distribu-
_ tions made before age 59% (other than those attributable to disabil-
ity or death) are subject to an additional 10-percent income tax. If
an individual borrows from an IRA or uses IRA amounts as secu-
rity for a loan, the transaction is treated as a distribution and the
usual tax rules for distributions apply.

Distributions from an IRA must commence no later than the tax-
able year in which the individual attains age 70%, and special
rules require distributions to be made within a prescribed time
after the individual’'s death. Amounts held in an IRA can qualify
for certain exclusions under the estate and gift tax rules.

17 The rule allowmf‘a deduction for prior year contributions applies only to the amount of the
excess contributions that do not exceed (1) the maximum allowable deduction for the year minus
(2) the amounts contributed. for the year.

34-246 0 -~ 84 - 3
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Present law requires that the trustee or issuer of an IRA make
annual calendar year reports relating to the status of the IRA.t8
This report must contain the following information for transactions
during the calendar year: (1) the amount of contributions; (2) the
amount of distributions; (3) in the case of an endowment contract,
the amount of the premium paid allocable to the cost of life insur-
ance; (4) the name and address of the trustee or issuer; and (5) such
other information as the Commissioner may require. The annual
report must be provided (1) to the individual on whose behalf the
account is established or in whose name the annuity is purchased,
and (2) to the Internal Revenue Service.

Explanation of Provision

In general

Under the provision, certain nondeductible IRA contributions (up
to the nondeductible limit) would not be treated as excess contribu-
tions subject to the 6-percent annual excise tax. The nondeductible
limit for a taxable year would be the least of (1) $1,750, (2) the
excess of compensation includible in the individual’s gross income
for the year over the amount allowable as a deduction under the
IRA rules, or (3) the amount of designated nondeductible contribu-
tions for the year.

Under the provision, a designated nondeductible contribution
would be any contribution to an IRA for a taxable year that the
individual designates as a nondeductible contribution, up to the
nondeductible limit. The designation could be made or revoked up
to the day prescribed by law for filing the income tax return for
the taxable year, including any extensions of time for filing to
which the individual is entitled.

In any case in which nondeductible contributions are made on
behalf of an individual and an individual’s noncompensated spouse
(within the meaning of the spousal IRA rules), the nondeductible
limit for the taxable year could be allocated in any manner. For
example, an individual could make contributions of $875 as desig-
nated nondeductible contributions to the individual’s IRA, and con-
tributions of $875 as designated nondeductible contributions to the
spousal IRA for the individual’s noncompensated spouse. Alterna-
tively, contributions of $1,750 of designated nondeductible contribu-
tions could be made to the spousal IRA.

Annual IRA contributions that exceed the sum of the amount al-
lowable as a deduction for the taxable year and the nondeductible
limit would be treated as excess contributions that are subject to
the annual 6-percent excise tax. Under the provision, if contribu-
tions in a later taxable year, are less than the sum of (1) the
amount allowable as a deduction for the taxable year, and (2) the
nondeductible limit, excess contributions from the prior year could
be applied against the remaining amount allowable as a deduction
and the remaining nondeductible limit in the same manner as
under present law. A designated nondeductible contribution could
not, however, be recharacterized as a deductible contribution after

18 Treas. Reg. § 1.408-5.
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the time for filing the tax return for the taxable year of the contri-
bution (including extensions).

Under the bill’s provisions, any amount paid or distributed from
an IRA would be treated, first, as paid or distributed from income
and gain allocable to designated nondeductible contributions (to the
extent thereof), second, as paid or distributed out of designated
nondeductible contributions (to the extent thereof), and, third, out
of other amounts. If an IRA distribution includes cash and proper-
ty other than cash, the amount distributed would be the fair
market value of the property plus the amount of cash distributed.
If aﬂzoreciated pmferty is distributed, the gain allocable to desig-
nated nondeductible contributions would include the unrealized ap-
preciation. : -

In general, any amount paid or distributed from an IRA is in-
cluded in the gross income of the individual for the taxable year in
which the payment or distribution is received. Amounts that are
treated as paid or distributed out of designated nondeductible con-
tributions, however, would be treated as a return of basis and
would be excluded from gross income. Similar rules would apply to
distributions under an individual retirement annuity and, there-
fore, the general rules relating to the taxation of distributions
g{lder individual retirement annuity contracts would be inapplica-

e.
For example, an individual’s IRA could have accumulated desig-
nated nondeductible contributions of $10,000, income of $1,000 at-
tributable to the designated nondeductible contributions, and other
allowable amounts equal to $20,000. If the individual withdraws
$15,000 from the IRA during a taxable year, $1,000 would be treat-
ed as coming from the income attributable to designated nondeduc-
tible contributions, $10,000 as attributable to the designated nonde-
ductible contributions, and $4,000 as attributable to other allowable
IRA contributions and income. The balance of designated nonde-
ductible contributions under the IRA would be zero after the distri-
bution. In this case, the individual would include $5,000 in gross
income for the taxable year (i.e., $15,000 minus $10,000 treated as a
return of basis). In addition, if the withdrawal occurs prior to the
time the individual attains age 592, dies, or becomes disabled,
$5,000 (the amount includible in gross income) is subject to the ad-
ditional 10-percent income tax on premature distributions.

Recordkeeping and reporting requirements

The provision would permit both nondeductible and deductible
contributions to be made to a single IRA. However, to ensure that
the character of the contributions is retained, special recordkeep-
ing and reporting provisions would apply.

One such provision would require an individual to des,Ii%nate the
amount of nondeductible IRA contributions for a year. This desig-
nation could be reqtt;ired to be made to the trustee or issuer accept-
ing the nondeductible contributions to aid the trustee or issuer in
maintaining the records that would be required relating to the
character of the amounts contributed. This designation would also
assist the trustee or issuer in complying with the reporting require-
ments of the provision and with the annual reporting requirements
of present law. With respect to the annual reporting requirement,
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the financial institution, when reporting contributions to IRAs,
would specify the portion of any contribution that is a designated
nondeductible contribution.

Under the provision, the individual’s designation must be made
not later than the time prescribed for filing an income tax return
(including extensions). In order to assist the financial institution in
maintaining records and meeting reporting requirements, the
trustee or issuer would specify a date by which the designation
must be made.

In addition, the provision would require the trustee or issuer of
an JRA to maintain any records necessary to account separately for
designated nondeductible contributions and for the income and
gain attributable to designated nondeductible contributions. Under
regulations prescribed by the Secretary of the Treasury, amounts
rolled over, tax-free, from one IRA to another IRA would be re-
quired to be reported in a manner that would retain the character
of the amounts as designated nondeductible contributions, income
on designated nondeductible contributions, or other amounts.

Treasury regulations could require that the trustee or issuer of
an IRA would provide a report to the individual on whose behalf
an account is established or in whose name an annuity is pur-
chased. This report could be provided to the individual at the time
a payment or distribution is made from the IRA and could contain
information relating to the character (i.e., designated nondeductible
contributions, income attributable to designated nondeductible con-
tributions, and other amounts) of the amounts paid or distributed.
In addition, a copy of this report could be required to be supplied to
the trustee or issuer of an IRA to which a rollover contribution
from another IRA is made so that the character of the amounts
rolled over would be retained. Similarly, if a trustee-to-trustee
transfer of IRA funds is made, any information relating to the
character of the amounts transferred could be required to be sup-
plied to the new trustee or issuer.

The report supplied at the time of a payment or distribution
from an IRA would be required to be provided in addition to, and
not in lieu of, the annual report required under present law.

Effective Date

The provision would be effective for taxable years beginning
after December 31, 1983.

Revenue Effect

It is estimated that this provision of the bill would reduce budget
receipts as follows (for fiscal years 1984-1988):

[In millions of dollars]

1984 1985 ' 1986 1987 1988

-15 —66 —141 -227 -321
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Senator CHAFEE. Good morning. During the first session of this
Congress, I was pleased to join with Senator Bentsen in introducing
the Life Insurance Tax Act of 1983. This bill is identical to the pro-
posal which was considered and approved by the House Committee
on Ways and Means, also known as the Stark-Moore proposal. Both
Congressman Stark and Congressman Moore will be testifying here
today. I do not believe they are in the room at this . moment. Is that
true? }

Voicke. Here they are.

Senator CHAFEE. Now you gentlemen may take your seats. We
welcome you here and are very glad you came.

I introduced this measure originally to help bring this important
piece of legislation to the attention of my colleagues so that the
taxation of the life insurance industry could be decided as quickly
as possible. Unfortunately, we were not able to complete work on
the bill during the first session, but I hope we will be able to com-
plete work on it early in this session. I know that time is of the
essence in the matter.

The life insurance industry has been operating under a so-called
stop-gap system of taxation while a substantial revision of the tax-
ation of the industry is being considered and debated here. This
stop-gap measure expired on December 31 of last year. Thus, there
is considerable uncertainty as to the taxation of both the life insur-
ance companies and their products.

The bill that is pending in the House and which Senator Bentsen
and I introduced contains a complete revision of the very complex
laws governing the taxation of life insurance companies, and repre-
sents the first such substantial revision since 1959. In introducing
the legislation I, for one, made it clear that I did not endorse every
single provision, but did give my support to the basic system of tax-
ation established by the legislation and the major principles that

- are at the heart of this compromise proposal.

Today we will be examining not the whole act, but just the policy
holder provisions. Specifically we will examine the definition of life
insurance, the taxation of variable annuities and variable life in-
surance contracts, the treatment of premature distributions for de-
ferred annuity contracts or death prior to annuitization, the limits
on the amount of tax free group term insurance that can provided
to retirees, the limitations on the deductibility of interest on loans
secured by the cash surrender value of life insurance policies, and,
finally, nondeductible contributions to individual retirement ac-
counts.

These are very complicated issues. We have a host of witnesses
B0 we are going to have to move along briskly. First I would like to
emphasize one point. We must bear in mind that overhanging
every measure that we consider in Congress in this session is the
fact that our Government is spending each year $200 billion that
we don’t have. Now this is intolerable and, obviously, cannot con-
tinue. Thus, in this committee we will be guided not solely by what
is helpful to retirees or helpful to annuitants or other groups but
alsog.g{l the needs of our Government to raise adequate funds to pay
our bills.
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I'm delighted that the very distinguished Senator from Oregon is
here. And, Senator Packwood, if you have any comments, we would
be glad to hear them.

Senator PAckwoop. Very briefly, Mr. Chairman, I compliment
both the stocks and the mutuals and the administration and the
House and I think the Senate on reaching a compromise satisfac-
tory to all parties on the taxation of insurance companies general-
ly. I applaud it; I support it. But I feel very strongly about the ad-
verse provisions that are in the bill relating to the deductibility of
interest on policyholder loans and the amount of those loans.- I
think with the definition of life insurance that has been agreed, 99
percent of the abuses that have been alleged will be eliminated.
And to attempt to throw the baby out with the bath water and put
in these severe limitations on policyholders is unfair. It provides
the Treasury with next to no money. It’s an asterisk. It doesn’t
even come up on that particular part of it to enough money to be
dignified by a figure. And there is no point in striking out in that
direction unnecessarily. If those proposed provisions are in the bill,
Mr. Chairman, then I will oppose the bill, and I will do what I can
to defeat it in committee and defeat it on the floor. I would hope
we would take those provisions out. I have the votes, I think, to
take them out. And that we go on with the main matter before us,
which is the general taxation of life insurance companies.

Senator CHAFEE. All right, fine. Thank you very much.

Now we welcome Congressman Pete Stark who has been along
with Congressman Henson Moore the leader of this effort in the
House of Representatives. So won't you proceed, Congressman.

STATEMENT OF HON. FORTNEY H. STARK, U.S. REPRESENTATIVE,
STATE OF CALIFORNIA

Mr. Stark. Mr. Chairman, thank you. It's a great pleasure to be
here today to testify on the proposals concerning the taxation of
life insurance products, and, the companies.

With me, of course, is Congressman Henson Moore who spent the
last year working with me arduously and successfully, I think, on
these difficult issues. We are pleased and flattered by the fact that
two distinguished members of your committee—yourself, joined by
Senator Bentsen—were agreeable to introducing the bill which we
had developed without changes in the Senate.

From the beginning it was our intention to develop a complete
replacement of the 1959 act, and we hope to remove many of the
complexities and to streamline the provisions associated with life
insurance taxation.

This task was made rather difficult by the disunity between the
stocks and mutuals. You will see here today some stumbling and
fumbling at this witness table as people who have not spoken to
each other for over two years sit side by side—the stocks and the
mutuals—to testify in favor of S. 1992. If they don’t recognize each -
other, it's because they’ve been so long out of communication. And
whatever we may have done on the House side was to reconcile
some old friendships and the ACLI is now back in business.

Striking a balance between the segments of the industry was a
difficult task, but one which we believed was reasonably successful,



35

given the rather modest support of both sides. But they have come
together and, I think, decided they were both equally disadvan-
- taged. The House bill was a compromise they were willing and are
willing to support.

I don’t really want to discuss the specifics of the company provi-
sions since they are not the subject of this hearing. But I am sure if
there are any questions that you or the distinguished members of
your panel may have, Mr. Moore would be glad to answer them.
[Laughter.]

Representative StARrRk. I would comment on the policyholder pro-
visions and with trepidation take exception to the distinguished
gentleman from Oregon in that these, policyholder provisions, are
an extremely important part of the overall package. Indeed, they
run to the heart of the integrity of our tax system. Where we spend
the taxpayers’ money through tax expenditures there ought to be a
good social reason. Or, indeed, a good economic reason, and that
was the basis on which this bill was built. There was no good
reason in law, in equity to give free inside buildup to shareholders
any more than there is any good reason to give a complete income
tax deduction for interest on savings accounts. There was a tradi-
tion in the life insurance industry that dates back to the turn of
this century that allowed tax free inside buildup. The purpose of
this is to carry a cash value reserve. And the reason the cash value
reserves were originally there was at the insistence of the State
commissioners, over the kicking and screaming and objecting of
most insurance company. It was there to design a level premium,
which was determined to be a socially significant value.

It was taking that in mind that we had traditionally forgiven in-
terest on inside buildup that we built the policyholder provisions,
deciding we would continue that very generous practice, but would
make every attempt to close the loopholes through which wealthy
taxpayers were avoiding paying their fair share of taxes.

The result after a great deal of long and hard arguing between
ourselves and the affected parties, in our view, resulted in impor-
tant reforms, and policy improvements over existing law. These
consisted of provisions establishing a permanent set of tax rules de-
fining life insurance, conforming the treatment of active and re-
tired employees under section 79, which currently only governs the
treatment of group term insurance provided to active employees, a
limitation on the amount of interest that may be deducted on pol-
icyholder loans, modification—which I submit will not affect more
than 15 or 20 people in the whole United States—modification of
the rules affecting taxation on annuities and an increase in nonde-
ductible contributions to IRA’s. In addition we considered but did
not resolve the question of variable life insurance.

I would like to briefly explain our rationale for these proposals.
As you know, in TEFRA, Congress first established some specific
guidelines as to what qualified a life product. These guidelines
were limited, however, and they applied only to flexible premium
policies. They left open the issue of company tax consequences in
the event products failed the definition. And like most of the insur-
ance provisions in TEFRA, expired at the end of 1983.

We felt that the principle of establishing upper limits on the in-
vestment in the contract relative to its insurance risk should apply
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to life insurance across the board. This is not too high a price to
ask in light of the considerable tax benefits that we confer on life
insurance.

Permanent rules in this area also benefit the life companies by

roviding certainty for product development. Section 79 limits to
550,000 the amount of group term life that can be provided to
active employees as a nontaxable fringe benefit. There is, however,
no limitation on the amount of tax free group term life available to
retired employees. And this unlimited income exclusion can be pro-
vided on a discriminatory basis. We simply saw no valid reason
why a difference should exist for retired employees. In fact, active
employees normally have the greatest need for term life since this
group is younger and normally have larger numbers of dependents
in need of protection. Retired employees tend to have the least
need for group term and providing no limitation merely leaves the
door open for retiring employees who have considerable negotiating
leverage with their employers to obtain large tax free benefits that
would be unavailable to current employees. It's foolish to have a
rule that provides the maximum amount of tax free group term life
insurance to that group which probably has the least need for it.
We also extended the nondiscrimination requirement to our section
79 changes to assure that these benefits are fairly distributed
among the work force. }

The bill provides that the 5-percent penalty on premature distri-
butions from an annuity would be applicable to distribution prior
to the age 591/2 rather than the previous rule which merely re-
quired a 10-year holding period. This change is intended to assure
that the tax favored status which we provide to annuities really
does result in long-term retirement savings rather than a shorter
term tax deferral. The change, I think, reflects a desire on the part
of the commiittee to bring a certain amount of comformity to the
various tax provisions designed to encourage retirement savings.
This change is consistent with requirements we have provided for
retirement provisions such as the rules for premature distribution
of IRA and Keogh plans. We also included a provision which pro-
vides for the taxation in the final return of a taxpayer of the de-
ferred interest income of a deferred annuity if the taxpayer did not
annuitize. We believe this bill is consistent with the overall policy
justification of encouraging taxpayers to save for retirement while
eliminating the ability of an individual to avoid income taxation
completely by never annuitizing. We recognize that since the time
the industry agreed to this provision there has been some sugges-
tions that another approach to achieving the same goals be consid-
ered. We are amenable to considerir alternatives.

As I am sure you are aware, one of the most controversial provi-
sions were the limitations we placed on the amount of interest that
could be deducted on policyholder loans.

The limitation in the House and Senate bills is generally
$500,000, which is extremely high. The number of policies affected
is minuscule. A large stock life insurance company with 1,200,000
policies had only 172 loans in excess of even $50,000. I am attach-
ing to our statement some materials provided to the committee
which show the extremely small number of loans which would be
impacted by this provision. Just to give you an example, a company
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with some millions of policies, 17 and 19 million, I believe had
something like 600 loans or 800 loans that exceeded $50,000. And
600 of the 800 were to corporations, and 200 were to individuals. So
even if you aggregated them all, you would find it very difficult to
find many Americans who were affected by the provision. And it’s
interesting to note that a couple of enterprising young consultants
who had just left the small company called Bendix under some pre-
matrimonial discussions had organized a direct mailing campaign
before the ink was dry on 4,170 offering options to corporations to
buy insurance that would be backdated to 1983 and avoid the provi-
sions of this act. This insurance could later be transferred to any
employee they decided who could pass the physical, and the premi-
um would then be determined. So the new loopholes were aboard
even before this bill had really even seen the light of day on the
House side. And I have no doubt that the major reason—and this
was suggested initially by the Treasury who has seen many abuses
in the area—was to block abuses, and did not create a golden egg
that would encourage other people to use life insurance for what it
was never intended, and that is to arbitrage tax deductions or
create a tax shelter with really no vestige of savings or protections. -

The number of loans, as I have said, is extremely small. The loan
limitations serve two very important functions even though they
seem astronomic. They put an upper cap on the amount of highly
leveraged loans which an individual or corporation may have. We
can provide you with ads, prospectuses which promote extremely
large face value policies which are totally borrowed out in leverage
through the use of the deduction for interest paid.

All responsible elements of the insurance industry admit that
these kinds of highly leveraged policies exist merely on a cascade
of tax benefits and they are abusive. In addition, a limitation on
the amount of interest which could be deducted with respect to the
life insurance loans is consistent with the tax policy established in
respect to other tax favored investments. Thus, it is consistent with
the prohibition contained in section 265 against deducting any in-
terest on indebtedness incurred to purchase tax-exempt bonds, the
limitation on the amount of loans which can be taken from quali-
fied pension plans of $50,000 enacted as part of TEFRA, the prohi-
bition against the deductibility of interest on indebtedness incurred
to purchase all-savers certificates, and the general tax benefit rule.

The limitation contained in the bill also serves to insure that the
proceeds of a life insurance policy are preserved. And, therefore,
that the social policy goal which the tax-favored treatment of life
insurance seeks to achieve is attainable. By way of example, if a
$100,000 life insurance policy has a $90,000 loan, only $10,000 re-
mains as death benefits. This defeats the purpose for which we pro-
vide the tax free inside buildup on a life insurance policy in the
first place, because the proceeds of the policy would be consumed
mostly to repay the loan rather than to be available to provide
needed funds for the policyholder’s beneficiaries. Mr. Moore and 1
feel strongly that this limitation is an important precedent in this
area and it’s perfectly consistent with the purpose for the tax de-
ferred status of life insurance savings.
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I will defer to Mr. Moore to discuss the changes in the amount of
nondeductible contributions to IRA’s since this was an issue for
which Mr. Moore has fought long and hard.

Let me conclude by saying that we have been extremely cautious
in the so-called policyholder provisions that we adopted as part of
the House bill. None of them will have a dramatic négative impact
on the industry or on its products. These changes are either de-
signed to address abusive areas or to make conforming changes
consistent with the generally accepted notion of good tax policy en-
acted elsewhere in the Code. They were, nonetheless, the product of
considerable work, and political compromise and I certainly hope
the Senate would accept these modest reforms.

As I am sure you are aware, taxation of life insurance companies
and their products are issues which we address every several dec--
ades. This bill is an opportunity to make some limited changes in
policyholder areas and, as you will all recognize, an opportunity
which may not return for a long time.

And I would like to just for a moment thank my colleague from
Louisiana, Mr. Moore, the assistant secretary of the Treasury, Mr.
Chapoton, many of the members of the Joint Committee on Inter-
nal Taxation, the staff who are sitting with you today, the staff of
the chairman of the Senate Committee, and the ranking minority
member of the Senate Finance Committee who labored through
most of the recesses all of last year. In some weeks we had over 15
members of the combined staffs putting in 40 hours of meetings.
We had to meet with the segments of the industry separately. I
suspect that hundreds of hours of staff consultation and meetings
were held. I cannot think of a disagreement that wasn'’t resolved to
the satisfaction of the Treasury, the minority, the majority, the
House, with the Senate being informed each step of the way, and
with the industry agreeing, it was a monumental tribute to the
ability of the staff who serve us so well. And to your patience, to
the members of the Senate Finance Committee, who I'm sure were
dying of curiosity to know what the hell was going on on the other
side of the Capitol with such frenetic deliberation—but it would be
remiss of me not to thank all of those staff people, many of whom
came from your side-of the Capitol who helped us over many
months. We appreciate it. ;

We think one of the paramount features of the bill is that there
is some flexibility built into it in terms of simple adjustments. We
suspect that you cannot change the traditions and the policies of 25
years now, in an industry that has been often tax motiviated, and
suddenly completely change those rules of 25 years and not have
overlooked something. At every step of the way, we wanted to
design the major changes so that they could be adjusted if there
was need for that in the future. And I think that’s one of the fea- .
tures of the bill of which we are very proud.

At this time I would yield to Mr. Moore.

[The prepared statement of Congressman Stark follows:]
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STATEMENT OF THE HONORABLE FORTNEY H. (PETE) STARK
AND THE HONORABLE W. HENSON MOORE
BEFORE THE SENATE FINANCE COMMITTEE HEARING ON
THE TAXATION OF INSURANCE PRODUCTS
JANUARY 31, 1984
I+t is a great pleasure to be here today to testify on proposals

concerning the taxation of life insurance products, With me, of
course, is Congressman Henson Moore who spent the last year working
with me arduously and successfully, I think, on these difficult
issués. We are certainly pleased and flattered by the fact that
two such distinguished Members of your Committee as Senator Benston
and Senator Chaffee were amenable to introducing the bill which we
had developed without changes, S, 1992, From the very beginning it
was our intention to develop a complete replacement of the 1959
Act. We hoped to remove many of the complexities and to streamline
the unique provisions associated with life insurance taxation.
This task was made all the more difficult by the split in the
industry between stock and mutual companies. Striking a balance
between these two segments was a difficult task but one which we
believe was reasonably successful given the significant differences
between these two parts of the industry. As evidence of the
consensus nature of the overall proposal, it was reported unanimously
from both the Committee which I chair, the Select Revenue Measures
Subcommittee, and the full Committee of Ways and Means. I will not
discuss the specifics of the company provisions since those are not
the subject of this hearing.

. 1 would like to comment on the policyholder provisions which

are in S. 1992 and H.R. 4170. These provisions are an important
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part of the overall package., They were the result of a great deal
of long and hard bargaining between ourselves and the affected
parties, and they represent, in our view, important reforms and
policy improvements over existing law. These consist of provisions
establishing a permanent set of tax rules defining life insurance,
conforming the treatment of active and retired employees under
section 79 which currently only governs the treatment of group
term insurance provided by employers to active employees, a
limitation on the amount of interest that may be deducted on
policyholder loans, modification of the rules affecting taxation
of annuities, and an increase in non-deductible contributions

to IRAs., In addition, we considered but did not resolve the
question of variable life insurance.— 1 would lik; to briefly
explain our rationale for these various proposals,

As you know, it was in TEPRA that Congress first established
gome specific guidelines as to what constitutes a qualified life
insurance product. Those guidelines were limited, however:
they applied only to flexible premium policies; they left open
the issue of company tax consequences in the event products
failed the definition} and, like most of the insurance provi;ions
in TEFRA, expired at the end of 1983, We felt strongly that
the principle of establishing upper limits on the investment in
the contract relative to its insurance risk should apply to life
insurance across~-the-board. This is not too high a price to

ask in light of the considerable tax benefits that we confer on
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insurance. Permanent rules in this area also benefit the life
companies by providing some certainty for product development.

Section 79 limits to $50,000 the amount of group term life
insurance that can be provided to active employees as a non-taxable
fringe benefit. There is, however, no limitation on the amount
of tax-free group term life insurance available to retired
employees and this unlimited income exclusion can be provided
on a discriminatory basis. We simply saw no valid reason why
a different rule should exist for retired employees. In fact,
active employees normally have the greatest need for term life
insurance protection since this group is, of course, younger
and normally have larger numbers of dependents in need of
life insurance protection. Retired employees tend to have
the least need for group term life insurance and providing no
limitation merely leaves the door open for retiring employees
who have considerable negotiating leverage with their employers
to obtain large tax-free benefits that would be unavailable —
to current employees. It's simply foolish to have a rule that
provides the maximum amount of tax-free group term life insurarce
to that group which probably has the least need for it, We
aleo extended the non-discrimination requirement to our
section 79 changes to assure that these benefits are fairly
distributed among the work force.

The bill provides that the 5 percent penalty on premature

distributions from am annuity would be applicable to distribution
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prior to age 59 1/2 rather than the previous rule which merely
requireé a ten year holding period. This changé is intended to
agsure that the tax favored status which we provide to annuities
. really does result in long-term retirement savings rather than
shorter term tax deferral., The change, I think, reflects a
desire on the part of the Committee to bring a certain amount of
conformity to the various tax provisions designed to encourage
retirement savings. This change is consistent with requirements
we have provided for retirement provisions such as the rules for
premature distribution of IRA and KEOGH plans. We also included
a provision which provides for the taxation in the final return
of a taxpayer of the deferred interest income of a deferred
annuity if--the taxpayer did nto annuitize. We believe this rule
is consistent with the overall policy justification of encouraging
taxpayers to save for retirement while eliminating the ability
of an individual to avoid income taxation completely by never
annuitizing, We recognize that since the time the industry
agreed to this provision, that thexe has been some Ehggestibns
that another approach to achieving the same goals be considered
which we are amenable to pursuing.

) As 1 am sure you are aware, one of the most controversial
provisions were the limitations we placed on the amount of interest
that could be deducted on policyholder loans.

The limitation in the House and Senate bills which is

generally $500,000 is extremely high. The number of policies
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affected is minuscule. A large stock life insurance company

with 1,200,000 policies had only 172 loans in excess of even
§50,000. I am attaching to our statement some materials provided

to the Committee which show the extremely small number of loans

that would be impacted by this provision. The number of loans in
excess of $500,000 is rather small. These loan limitations,
however, serve two very important functlo;s, They put at least

an upper cap on the amount of highly leveraged loans which an
individual or corporation may have. We can provide this Committee
with ads and prospectuses which promote extremely large face value
policies which are totally borrowed out and leveraged through the
use of the deduction for interest paid. All responsible elements

of the insurance industry admit that these kinds of highly leveraged
policies that exist merely on a cascade of tax benefits are abusive.
In addition, a limitation on the amount of interest which may be
qeducted with respect to life insurance loans is consistent with

the tax policy established with respect to other tax favored invest-
ments. Thus, it is consistent with the prohibition contained in
section 265 against deducting any interest on indebtedness incurred
to purchase tax-exempt bonds, the limitation on the amount of loans
which can be taken from qualified pension plans of $50,000 enacted
as part of TEFRA, the prohibition against the dedustibility of
interest on indebtedness incurred to purchase All-Savers Certificates,
and the general tax benefit rule. The limitation contained in the

bill also serves to insure that the proceeds of a life insurance



44

policy are preserved and, therefore, that the social policy goal
which the tax-favored treatment of life insurance seeks to achieve
is attainable.- By way of example, if a $100,000 life insurance
policy has a $90,000 loan, only $10,000 remains as death benefits.
This defeats the purpose for which we provide the tax free inside
buildup on a life insurance policy in the first place, because-the
proceeds of the policy would be consumed mostly to repay the loan
rather than to be available to provide needed funds for the policy-
holder's beneficiaries. Mr. Moore and I feel very strongly that
this limitation is an important precedent in this area and is
perfectly consistent with the purpose for the tax deferred status
of life insurance savings. _
I will defer to Mr. Moore to discuss the changes in the
amount of non-deductible contributions to IRAs since this was an
issue for which Mr. Moore has fought long and hard. Let me
conclude by saying that we have been extremely cautious in the
so-called policyholder provisions that we adopted as part of the
House bill, None of them will have a dramatic negative impact on
the industry or on its products. These changes are either designed
to address abusive areas or to make conforming changes consistent
with the generally accepted notion of good tax policy enacted
elsewhere in the Code. They were, nonetheless, the product
of considerable gork, and political compromise and I certainly
hope that the Senate would accept these modest reforms. As I
am sure you are awafe, taxation of life insurance companies
and their products are issues which we address every several decades.
This bill is an opportunity to make some limited changes in the
policyholder areas and, as you will all recognize, an opportunity

that may not return for a long time.
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August 25, 1983

MEMORANDUM
TO: Ways and Means Committee Staff Task Force on
Life Insurance Company Taxation
s FROM: William 8. Harman, Jr.
: Policyholder Loans

Pursuant to your request, we have surveyed the
member companies of the Stock Company Information Group to
determine for each company the number of policies with loans
in excess of $50,000. Attac?;? is a table outlining the re-

sults of our survey. We will® be happy to update the enclosed

data as additional companies report this information to us,

34-146 0 -~ 84 - 4



POLICYROLOER LOANS IN EXCESS OF $50,000
STOCK COMPANY INFURMATION GROUP COMPANIES

Numlwr of Policies

With foans Outatanding Total Mumber of Life tercent of Such
Compeany In Excess of $50,000 ¢/ Policies in Force loans To Total

1. Companies with Auseta Greater
Thin $2 nitlion

1. Company A 1,250 374,000 -1
2. Comprany 0 381 653,873 - .06
}. Comgumy € 172 1,200,000 . N 1]
4. Company 0 7 207,000 .002
S, Company E 249 275,000 .09

L, Companfen wilh Aunctn Greatoer
Than $1 Billion, bul Less Than
$2 nittion

6. Company ¥ 25 50,957 .05
7. Company 227 - 1,329,500 .02
B. Company W 3 ooy 1,100, 000 .0001
7. Company | Joo - 2,600,000 ! .01

101, Companies wilh Asncts Lens
Than $) Biltjon

10. Comprany f (1] 1,000, 000 0
1. Company K | ) t. 200,000 .00l
12. Company 1. 12 175,000 .007
1), Company M ! 15 1,163,000 .00
14. Company N 49 v 457,414 .0t
15. Company O 4 233,000 .002
16. Company P 226 496,191 .05
V7. Company O 50 87,000 .06
v

-
Exeeprl in the ecane of Company 1, these (igures represent lﬁ- number of policies with loans outstanding in excee.,

of $50,000. Thmn, such figures do not reflect any agqreqation of policy loans per taxpayer.

ae
/ Numbrs of taxpayrrs with policyholder 1oans totalling more than $50,000,

4
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The Prudentiat insurencs Company of Amenca -~
Corporate Office .

Prudertial Plaza. Newark, New Jersey 07101

Tal. 201-877.7781 o IBIT 2C

Michael R. Chesman

Yice President and Tax Caunsal

August 10, 1983

Mr. John J. Salmon

Chief Counsel

Committee on Ways and Means

Room 1102, Longworth House Office Building
Washington, D.C. 20518

Dear Mr. Salmon:

In response to your memorandum dated August 1, 1983 to
Bob Beck, attached you will find a corrected transcript of
the testimony.

During the hearings, Mrs. Kennelly requested a "break-down"
of Prudential policies with locans of $%0,000 or more. ’
Prudential has 1,060 policies with loans of $50,000 or
more. Of these, 223 policies are owned by individuals and
837 policies are owned by corporations.®

" If I can be of any further a:‘iséance to you in any way,
pleage let me know.

Yours truly,
MRC: LA Vice President and Tax Counsel
Attachment

* ~ As of December 31, 1982, Prudential had 17,861,142
policies outstanding. Thus, polictes with loans of
$50,000 or more were less thaw(?OOGi of total policies.

\—/
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Senator CHAFEE. Before we do that, -first of all, Congressman
Stark, I want to thank you and of course Congressman Moore for
this gargantuan labor that you undertook. We have been following
your efforts with interest here in the Senate, and we appreciate all
the work that you and your staffs put into this bill.

Now before we hear from Congressman Moore, I would like to
hear from the cosponsor of this legislation, the distinguished Sena-
tor from Texas, Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman I would
like to thank Senator Dole for holding these hearings early on this
year. But I particularly want to thank Pete Stark and Henson
Moore for the job they did, and join with you, Senator Chafee, that
they put in incredibly long hours. It's a real problem when you
have hundreds of life insurance companies and all with their own
particular point of view in trying to establish a consensus, when
you have got the intense competition between the mutuals and the
stocks, and trying to be clear in the very complex field of insurance
accounting that you have left the playing field relatively even in
the competition.

I think the fact that this hearing is limited to the policyholder
questions shows the general support for the rest of the bill, and
that we have pretty well narrowed the differences and are ready to
proceed. It really is the first permanent change in insurance tax
legislation since 1959. It became obvious that the 1959 act just
wouldn’t work with the assumptions of low interest rates, which
obviously no longer prevail. Then the insurance industry came in
with MODCO to try to substantially lower their tax burdens. Some
of them ended up, of course, without any tax.

Now the repeal of MODCO, of course, was something that had to
be done, I think, but to turn around and do the relief on a tempo-
rary basis left them in an untenable position. So it's important that
we move ahead now and try to establish a permanency in this tax
legislation so they know how to price their products, and move for-
ward in selling life insurance to the people of this country. I do say
“sell” life insurance. People don’t normally go and buy life insur-
ance. They have to have their arms twisted and they have to let
them smell the flowers and try to close the deal.

But I believe there are some things on the policyholder side that
do need to be addressed here. I'm delighted that my friend from
the State of Washington shares those concerns. I think you have
got a situation on the variable annuities where you have a tenden-
CK to try to treat those companies in a discriminatory manner in
this particular legislation that you end up in some situations where
you have capital gains and a double taxation; and that we ought to
try to see if we can’t correct that kind of a situation.

When they tried to talk to me about something really like
mutual funds, yes, I think part way. But I think on the other side
of it with the definition that you are bringing about in life insur-
ance, that you are able to protect that situation, and the multiples
of life coverage as related to cash values and reserves goes a long
way to protect the abuses that might occur otherwise, and will tend
once again to push and see if people will buy life insurance primar-
Ey for protection, and life insurance as it has been historically

nown.
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I'm delighted, Mr. Chairman, that we are able to get underway
here. And I wili look forward to questioning Secretary Chapoton on
some of these questions involving policyholders as we go along.

Senator CHAFEE. Thank you very much, Senator Bentsen. Of
course, you have been long a leader in this effort and we look for-
ward to working with you as we try to finish this. I share your
sense of urgency. I think the industry is entitled to know what
their tax rate is going to be, So we are going to try to move this
legislation along as rapidly as possible.

We are delighted to have the distinguished Senator from Mon-
tana here, Senator Baucus. Senator, do you have a statement you
would like to make?

Senator Baucus. Thank you, Mr. Chairman. Yes, I just have a
couple of points. And I share the opinion of those who spoke
before—that is about the urgency of this bill.

I just have two pomts to make. One, I hope it doesn’t get caught
up as hostage in IDB’s and home mortgage revenue bonds and so
forth and other such things. It seems to me that this bill is impor-
tant on its own, has to move on its own. I just very much hope the
proponents of the bill as well as proponents of other legislation do
not let their other wishes get in the way of this.

Mr. StArk. I think the Senator is preaching to the choir in this
instance.

Senator Baucus. I know the Senator is preaching in part to the
choir. He's also preaching to some heretics too who may be in the
audience at the moment.

Two, it is possible that there may be some changes in this bill. I
know Pete and Henson did a good job in airing out a lot of these
differences-and coming up with a virtual agreement. I also know
that Senator Chafee and Senator Bentsen have done the same.

However, I hope consistent with the view of getting this bill
passed quickly this year that sponsors of the bill also are amenable
to some minor little changes to make the bill even better than it
p%w is. But I again applaud your efforts. You have done a great
job.

Senator BENTSEN. I just want to apologize to you, Mr. Chairman,
for being about 5 minutes late. The last thing I heard on the floor
last night was that this had been moved to 10. Probably some of
the fellows don’t get the message.

Senator CHAFEE. If our colleagues were only 5 ‘minutes late in
this body, we wouldn’t be in bad shape at all. [Laughter.)

And now we are delighted, of course, to hear from Congressman
Henson Moore who has worked so closely on this and so arduously.

So, Henson, why don’t you go ahead.

STATEMENT OF HON. W. HENSON MOORE, U.S. REPRESENTATIVE,
STATE OF LOUISIANA

Mr. Moore. Thank you, Mr. Chairman. I want to thank the op-
portunity to be here today and testify on this bill. I appreciate your
subcommittee taking it up so quickly.

I would like to join with my colleague, Pete Stark, and say I
thank him for inviting me to work on this project. It certainly was
a pleasure working with him and with Buck Chapoton and the
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staff, and Senate Finance Committee, and the Joint Committee and
our own Ways and Means Committee. It was one of the most grati-
fying experiences I have ever had in terms of trying to write a bill
the right way.

I agree with everything my colleague, Pete, has testified to this
morning. I would like to just for a moment say a few words in sup-
port of what he was talking about in the policyholder provisions.

I would urge the gentlemen of the Senate, that even you are cer-
tainly going to make changes and probably make some good
changes to the bill, that’s why we have two houses and legislative
bodies; people to look at the work we have done and improve on
it—that before you take those provisions out and cast them aside
entirely on the idea of coming back to this maybe at a future date,
consider this, Pete and I have been in that hot seat. I am going to
tell you that when you take on all of the insurance agents in the
country in talking about changing the taxation of life insurance
policies, you are taking on quite a formidable group, and rightly so.
What I'm-saying is I wonder if either body will ever muster the po-
litical courage to get into this issue again. We've been into it now
and we have taken a tremendous amount of pressure both at home
and nationally and have finally worked out a compromise satisfac-
tory to the mutuals, the stocks, the small insurance companies, and
notably both of the life insurance agent organizations. We now
have a compromise that all are in agreement with. Now I under-
stand there are some splintered groups of agents and perhaps com-
panies that aren’t in favor of that, but I don’t think you are going
to ever find unanimity on anything. We have come about as close
as you can on these provisions.

I simply caution that when these provisions are cast aside, to
ever get back into this another day is going to be a very difficult
thing to do. I rather imagine it will never be done on our side of
the Capitol. I don’t know about over here. I don’t think anybody is
going to want to get into that again.

When you look at the situation and we will leave it to Secretary
Chapoton to lay out before the committee the evidence, that there
is a problem, a problem that can’t be handled definitionally and
isn’t handled in the law now. And those problems convinced us
that there was a need to do something, but Not to interfere with
the average policyholder, and by the high limit we have drawn, not
even to interfere with the extraordinary policyholder. We are talk-
ing about a very, very small, select group of people that would be
affected by these provisions. I think when he finishes showing you
what he has shown us, you will see why there was total agreement
on our subcommittee and the full committee that something
needed to be done. We looked at definitional approaches and could
find no way to handle it other than the way we have done. Perhaps
the Senate can find a better way. But I think there is a problem
and would urge you to look long and hard before you cast it out
and say perhaps there isn’t one. -

Since we have drawn those provisions, I've had many companies
and many agents come to me privately and say what they could
not say publicly because they were working with one group or an-
other. They have said that we were dead right, that they have seen
the abuses and know they are there. It's not part of a normal in-
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surance business. It’s not part of an insurance business at all. They
think we are totally and properly right in addressing the issue.
And if anything, the solution we came up with was most, if not un-
derstatedly, lenient in trying to address what is in all probability a
problem. .

Senator CHAFEE. You are talking specifically about the loans?

Mr. MooRre. Yes I would like to touch briefly now on a provision
of the bill that has been deferred to me by my subcommittee chair-
man. That’s a provision for nondeductible contributions for individ-
ual retirement accounts, something that has interested our chair-
man here today, Senator Chafee, a great deal in the past.

This provision would permit nondeductible contributions for the
first time to individual retirement accounts of up to 31,750 per year
after the maximum deductible contributions are made. Two econo-
metric studies we had commissioned in the past showed that this
provision alone would add something like $7 billion a' year in per-
manent long-term savings, which would offset $7 billion in addi-
tional borrowing of the Federal Government or the deficit. Increas-
ing savings is one of our solutions of our problem of big deficits.

The need to encourage increased savings in the United States
cannot be understated. I should also indicate the change is clearly
appropriate as part of this bill to revise the taxation of life insur-
ance products and their companies because a nondeductible IRA is
virtually the economic equivalent of a tax deferred annuity. The
changes that we have in the bill now with respect to the tax de-
ferred annuities, causing them to conform to IRA’s, caused us to
look at the IRA, and cause it to conform more toward the tax de-
ferred annuity. Right now you can make nondeductible contribu-
tions, obviously, to tax annuities. You can do the same thing to
Keogh plans and to pension plans. Only in the workingman’s tax
shelter, the IRA, the workingman’s saving plan—you cannot do
that. And so we provided for that in this bill. It's a very, very
modest revenue loss to get in turn what we think very conserv-
atively will be a minimum of $7 billion a year in additional sav-
ings. So I would urge the committee to hopefully favorably consider
retaining that provision that we have in the House bill.

Thank you, Mr. Chairman.

[The prepared statement of Congressman Moore follows:]



52
STATEMENT OF THF HnﬁbqnnLr U UENQON MANPF
RFFNPE THF SFNATthlnANrr FOMMITTEF
HFACTNG NN THE
TAYATION OF LIFE THSURANCE PPONIATS
JANITARY 31, 1084

Mp, CHAIRMAN, THANK YOU FOR THE OPPORTUNITY TO TESTIFY HERE TODAY
ON THE PROPOSALS CONCERNING THE TAXATION OF LIFE INSURANCE PRODUCTS,
T wILL NOT DISCUSS THE SUBJECTS COVERED BY MY COLLEAGUE, PFTE STARK,
OTHER THAN TO INDICATE THAT | FULLY SUPPORT HIS STATEMENT, | wouLD
LIKE TO TOUCH BRIEFLY ON ONE PROVISION IN THE BILL WHICH HE HAS
PEFEPRED TO ME, TWAT IS, THE PROVISION PROVIDING FOR NON-DEDUCTIBLE
CONTRIBUTIONS TO INDIVID'iL RETIREMENT ACCOUNTS, THE PROVISION WOULD
PERMIT NON-DEPUCTIBLE CONTRIBUTIONS OF up To $1,750 PER YEAR AND
WOULD THUS PROVIDE AN ADDITIONAL INCENTIVE FOR NEw SAVINGS, Tho
ECONOMETRIC STUDIES, COMMISSIONED AT MY REOUEST, FIND THAT THESE

PROVISIONS WOULD ADD APPROXIMATELY $7 BILLION TO THE NATION'S ~

SAVINGS POOL ANNUALLY, THE NEED TO ENCOURAGE INCREASED SAVINGS IN
THE !INITED STATES CANNOT BE UNDERSTATED, | SHOULD ALSO INDICATE THAT
THIS CHANGE IS CLEARLY APPROPRIATE AS PART OF A BILL TO REVISE THE
TAXATION OF LIFE INSURANCF PRODUCTS AND THEIR COMPANIES RECAUSE A
NON-DEDUCTIRLE TRA IS VIRTUALLY THE ECONOMIC EQUIVALENT OF A TAX-
DEFERRED ANNUITY, THE CHANGES THAT HAVE BEEN MADE WITH PESPECT TO
THE TREATMENT OF TAX-DEFERRED ANNUITIES TO CONFORM THEIR TREATMENT TO
THAT oF TRA'S ONLY SERVES TO BRING THESE TwO INVESTMENTS CLOSER
TOGETHER, AS A RESULT, T STRONGLY URGE YOUR COMMITTEE TO FAVORABLY
CONSIDER THESE PROVISIONS,
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Senator CHAFEE. Congressman Moore,- what would be your atti-
tude on the IRA’s that you have got, the nondeductible $1,750, I
think—isn’t it?

Mr. MooRrk. Yes, sir.

Senator CHAFEE. In light of the President’s recommendation the
other evening that we allow a spousal IRA deduction of $2,000?

Mr. Moore. I'm in complete support of the President’s plan for
doing that. I've introduced that bill on the House side after he
came out with it last year. That shouldn’t affect this provision. You
still should have an IRA conform and be similar to and competitive
with an annuity—competitive with a Keogh plan and private pen-
sion plans which still allow the nondeductible IRA. The spousal
IRA rates doesn’t help a single taxpayer, and it doesn’t help two
working taxpayers. It only helps the nonworking spouse. And so
there is no conflict. We ought to have both of them. And if this
committee finds it can afford to go ahead and pass the spousal IRA,
that would be fine. This nondeductible IRA is so slight in its addi-
tional loss of money to the Treasury that there is room for both.

Senator CHAFEE. Does this $1,750 nondeductible apply to the
spouse too under your proposal? In other words, for a married
couple with only one wage earner—and let’s say the husband is the
wage earner—under your proposal would he have his $2,200 deduc-
tion plus the $1,750.

Mr. Moore. He would have $2,250 if he wished to open a spousal.
But the individual would be $2,000 plus $1,750. That’s correct.

Senator CHAFEE. Seventeen fifty nondeductible.

Mr. Moore. Correct.

Senator CHAFEE. Now let’s say the President’s proposal passed,
and the nonworking spouse could have a $2,000 IRA.

Mr. Moore. Correct.

Senator CHAFEE. Now what about the $1,750 as regards her?

Mr. Moore. As of now there was no spousal $2,000 IRA. What we
did provide in this bill is that in the case of a spousal IRA of
$2,250—Pete Stark suggested to me we make the figure $1,750 in-
stead of my earlier suggested figure of $2,000 so you would have
$1,750 plus $2,250 which would equal $4,000, and each spouse
would then have a $2,000 IRA. So you have to check with the coun-
sel. I'm not sure legally where we stand if we now pass a full
$2,000 deductible IRA for a nonworking spouse and how this would
apply. I should think that spouse should be the $1,750 also. But I'm
not sure the language we have, in the bill now would cover that.
By the time we drew it of course—we were talking about existing
law of IRA’s.

Senator CHAFEE. Now do I understand from your testimony that
you have got the life insurance agents’ support, for this bill, includ-
ing the policyholder provisions?

Mr. Moore. The two major groups are aboard on this provision.
They worked with us very closely on it. They are still sold. They
are honorable people. They have stood with the bargain we have
made. And they are willing to live with these provisions. As far as
1 know, there has been no change in their attitude. I have not had
any agents talk to me to the contrary, but I understand from the
staff that there are some agents who are not part of these two
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groups or refuse to go along with these two national organizations
and who are in disagreement.

Senator CHAFEE. Do you know who opposes the policyholder pro-
visions in the bill?

Mr. STARK. Senator Chafee, Mr. Chairman, they literally wrote
letters of support. It was an official endorsement in writing by both
of the two major agent groups for the provisions of the bill as you
and Senator Bentsen introduced them, as we introduced them in
the House

Mr. Moorek. If you look at our earlier attempts in this area, Sena-
tor, the earlier figures we came up with were a great deal more
restrictive, in the order of the magnitude 10 times more restrictive
than what is there now, and it was working with the agent groups
that ultimately got us where we are now.

Senator CHAFEE. I would like to clarify that even these increased
limits on borrowing are cumulative. In other words, as I under-
stand it, if you borrow say $10,000 one year, you have only used up
$240,000 so the next year you have $250,000 plus $240,000?

A Mr. Moore. That’s correct.

_ Senator CHAFEE. No one can say that’s onerous.

Mr. Moore. And in the case of corporations, it's per insured. Not
the $250,000 limit per corporation but per insured within that cor-
poration. So they may well have 15 employees that $250,000 loans
and they have not exceeded their limitation.

Mr. Stark. We have looked for the cases that we would exclude.
(Laughter.]

We haven’t found one yet, Mr. Chairman.

Senator CHAFEE. I don’t think you caught many on that one.

All right. Senator Packwood.

Senator Packwoobp. Pete, let me ask you this. I know all the

" groups agreed to the compromise. You read off the list of the

number of policies that are involved and they are relatively slight.

My hunch would be that 95 percent of the agents are not involved

——in writing the kind of policies you mentioned so I can understand
why they signed off on it. They are just not in the business.

Mr. Moorek. Sir, if you had met with my agents, as I did, in Lou-
isiana and as Pete did with the national organizations, every agent
in the country would have you believe that if he is not writing it,
he hopes to write it. And, therefore, that agent felt very strongly
about these provisions. [Laughter.]

Mr. STARK. Senator, that’s how that agent was recruited in the
first place because tomorrow he is going to write that policy, and
you don’t want to get in his way.

Senator Packwood. Hope may spring eternal, but I know a lot of
50 year old agents who haven't written a policy like that yet. And
if they haven'’t written it yet, they are not likely to in the remain-
ing useful years of their life.

Let me reverse the question. If the policyholder provisions were
eliminated or modified do you know any of-the groups that are par-
ticipants to the compromise that would drop off?

Mr. Stark. No. I don’t think they would. {Laughter.]

But I do think that having tasted respectability and responsibil-
ity that they find it interesting to be on the side of an equitable tax
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program. And they might enjoy continuing to play in that arena
albeit on a limited basis.

Senator CHAFEE. How many out of 100?

Senator PAckwoob. It's also amazing how many people are will-
ing to be decent, fair and equitable when it doesn’t affect them and
it only affects somebody else.

Let me go further. You had two issues you raised on this—fair-
ness, revenue. Aside from the fact that the definition of “life insur-
ance”’ that we will adopt, I think, will absolutel y eliminate most of
the abuses, let’s forget that for a moment. Isn’t it true that even
without that definition the amount of revenue you are talking
about is slight?

Mr. StARK. Senator, I would leave that at some point to Secre-
tary Chapoton. But if I could suggest that prospectively the abuses
become phenomenal and that is because we have only seen interest
rates in the neighborhood of exceeding 10 percent for a few years.

Senator PAckwoobp. But the administration projects those are
going to be down for the next 5 years.

Mr. Stark. I submit that even with their optimistic projections
that we won’t see prime rates in single digits for the foreseeable
future. And it provides with enough volume pure arbitrage. Even if
you take the most old-fashioned, traditional, ordinary life without
the extremely high cash value, you provide the system whereby
over a certain period of time—somewhere between 5 and 15-years,
depending on the volume—that you can have a net positive cash
flow. If you are in the 50-percent marginal bracket and you have
got a 10-percent spread, that is, 10-percent interest return of an 11
percent loan, you can generate huge positive cash flows to yourself
by arbitraging deductions. And to allows that system to exist is only
to encourage it to expand. We are trying, in a sense, to nip that
practice in the bud.

Senator PaAckwoop. And you are saying that is going to happen
even if we define life insurance in the bill.

Mr. STARK. Yes, sir.

Senator Packwoobp. Well, in that case, your argument runs to
anybody that borrows against life insurance and any amount. 1
don’t mean $50,000 or $100,000.

Mr. STaARk. Who borrows in the kind of persistent practice and
could arrange the kind of loans, floating loans, could do that. That
is correct.

Senator PAckwoob. But if you define “life insurance,” as I think
we will, then you are not going to be able to arbitrage it. To use
your word, you might be able to have a $5600 or $700 or 1 million
policy and you can borrow great quantities of money, but propor-
glé)nately no greater than somebody with a $30,000 policy could

rrow.

Mr. StaARrk. I suspect, and I would have to calculate, the exact fig-
ures on that, but I doubt very much if there is a cash value policy
that would be competitive in the market that you couldn’t arbi-
trage at the 50-percent margin.

Now it’s conceivable when you get down into the 30-percent mar-
gical brackets, in smaller amounts, that the arbitrage would disap-
pear. But I would say at the 50-percent rate I could probably calcu-
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late for you an arbitrage on most any policy that is actually on the
market today.

Mr. MooRre. Senator, if I could add for a moment. I think you are
quite right when you discuss the amount of revenue loss we are
dealing with here is insignificant now, although I agree with Pete
this could become a real problem in the future. The problem we
were looking at is simply this. We have allowed in the case of a life
insurance policy a double dip in the tax till on the inside build up
tax free, and then being able to write off the interest when you
borrow against that. We don’t do it in the case of tax exempt
bonds. You cannot borrow the money and write off the interest to
buy tax exempt municipal bonds. You can’t do it to buy an all
savers certificate which is tax exempt interest income. And you
can’t do it on qualified pension plans. -

So then we ask the question, well, why can you do it against an
insurance policy when we saw the kind of abuses the Treasury
brought forth? And we finally decided upon a level that was simply
gl political level, one worked out with the agents as being accepta-

e.

And so we set that limit so high that no one is talking about an
average policyholder. We are talking about some very, very few
people, if any. We are not sure we have hit anybody yet. But if we
are, they are so extraordinary that you look at the abuse involved
and we think it is so significant that you just can’t turn the other
way on it.

Senator Packwoop. Well, I will conclude with this. I think we
can cure the abuse. And then the only issue is largeness and there
is no inherent immorality in largeness. -

Mr. Moork. | say again, I think it's just a practical decision. In
theory there shouldn’t be a loan probably against an insurance
policy at all where you write off the interest from it. We don’t do it
for these other investments that I just went over that are tax de-
ferred, and tax favored. But as a practical matter, we are not going
to do that and nor are you. And so we tried to come up with some-
thing reasonable.

Senator PAckwoob. Thank you, Mr. Chairman.

Senator CHAFEE. Senator Bentsen.

Senator BENTSEN. That part is of some concern to me. I think
Pete and Henson are familiar with it. I think we should try to con-
form the companies for tax treatment for an amount set aside or

aid to the customers’ benefit under the variable life insurance
nefit and the variable annuity contracts with that that you have
for fixed benefits.

Mr. StARk. Senator, I would in principal be inclined to agree
with you. We felt there and we tried to where the products lapped
over into becoming very investment oriented products—we decided
that in the new thrust toward financial institutions taking on new
character and providing new products in all phases of the financial
markets that we ought to try and provide a level playing field.
There was some strenuous objection to that provision from the
mutual fund industries. And on the basis—there wasn’t complete
parity there. And we were willing to stand aside on that issue and
say maybe the way to solve that is to tighten up our mutual funds
or to loosen up our mutual funds and provide a similar loosening to
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the variable products. As I say, in philosophy you are right. The
question is they don’t get quite the same advantage there. And to
the extent that they will beceme, I suspect, more competitive, and
rightly so—I think that the life insurance industry was hampered
for a long time by inflexibility in its outlook toward its product and
perhaps by laws which prohibited its product from taking on the
character it has now.

I, personally—and I've tried not to let that get involved in writ-
ing this bill—but I personally think a variable investment type of
life insurance product is a good consumer product. On the other
hand, I have always felt that mutual funds were as well. And I
think that in the long range there has got to be some attempt to
not disadvantage one against the other in the Tax Code. And we
have not achieved parity in this bill, and would welcome some ad-
justment.

But I don’t think you can do that in complete disregard of the
mutual fund industry.

Senator BENTSEN. No, I agree. And it has been a long time since
I've cheered a mutual fund company. But I do think that I recall
on the mutual fund side that the capital gain category carries
through for the investor where in this other situation you are talk-
ing about switching it over and treating it as ordinary income. And
that, too, would be a disparity.

Mr. Stark. There is some deferral in the insurance contracts,
however, that the mutual fund doesn’t necessarily get. And that
may balance out. And as I say, it's an area that we passed over
rather than made a decision that we would move one way or the
other because of the controversy in that area. I would be most ame-
nable if the Senate, in its deliberation, could find a compromise
that would not destroy the rest of the bill by its opposition. I would
be willing to entertain a reasonable compromise in that area.
That's my own personal feeling.

Senator BENTSEN. Well, I would hope that the Secretary of the
Treasury is hearing the aid and comfort I am receiving from the
two distinguished House Members in that regard. [Laughter.)

Senator CHAFEE. Senator Moynihan, we welcome you here. Do
you have a statement?

Senator MoyYNIHAN. No.

Senator CHAFEE. Fine. Gentlemen, thank you very much for
coming. We appreciate all the work you have done on this.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, D.C.

Senator CHAFEE. Mr. Chapoton.

b $efcretary CHapoToN. Thank you, Mr. Chairman. I will try to be
rief.

Senator CHAFEE. Do you have a written statement?

Secretary CHAPOTON. Yes, sir. We have a rather lengthy state-
ment, as a matter of fact.

Senator CHAFEE. You do have a statement. There is no question
about that. [Laughter.]
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_Seventeen pages, single spaced. We will permit you to summa-
rize.

Secretary CHAPOTON. I will summarize it very quickly. I think I
will dwell a bit on the policy on the loan provisions.

First, in the definition of “life insurance,” let me just point out,
because it relates to points that I want to make later, that we all
know that there are two components to a whole cash value life in-
surance package. There is the investment component and the in-
surance protection. And, of course, we know when we refer to in-
terest that is credited on the investment portion of the investment
component we are talking about the inside build up on a policy.
There are two significant tax benefits. There are a number of tax
benefits in life insurance, but two significant ones. The first is the
fact that the death proceeds are excluded from income, including
any inside build up represented, and the failure to impose any cur-
rent tax on the inside build up as it is earned and credited to the
taxpayer, to the policyholder.

My statement goes through the application of the development of
the deﬁmtlon of insurance to make certain that overly investment
oriented products da not receive the blessing as an insurance policy
in the tax benefit allowed insurance products. That came about in
TEFRA. The TEFRA limits were applied only to flexible premium
policies. The definition in the bill before you tighten slightly on the
definition in TEFRA and also applies to the definition to all poli-
cies whether flexible, premium or otherwise. And, basically, we are
supporting the definition in S. 1992.

Annuities, dealing first with normal annuities, that is, straight
annuities, deferred annuities, not variable annuities. The bill
would apply the 5-percent penalty application under existing law if
there is early withdrawal, early distribution, from an annuity. It
removes the limitation that no penalty is applied if the distribu-
tions do not start until, 10 fs."ears after the policy is contracted for.
We agree with S. 1992 in that regard. We would simply point out
that a 5- percent penalty is not unduly harsh and that a customer
policyholder who mthd’;'aws income from the deferred annuity
after as little as five years frequently will have more income after
the tax and the pena{ than a taxpayer who left the funds in an
investment that was subject to tax currently. So we do agree with
the change in S. 1992,

In the variable life and variable annuity area, we point out that
there are a number of aspects to this variable products or relative-
ly recent developments, variable annuities developed in the 1950’s
and variable life insurance developed in the 1970’s. Under S. 1992,
both the variable life and variable annuities are subject to a rule
that imposes a tax at the company level on capital gains and then
a second tax is imposed on that capital gain income at ordinary
rates at the policyholder level when distributions are made under
variable annuity contracts or when the policy is surrendered in the
case of a variable life insurance contract.

The life insurers industry has argued that this discriminates
against their products, as Senator Bentsen mentioned, to such an
extent that the products cannot effectively compete, and that the
wish to sell capital gains oriented variable annuities and thm{
these limitations should be removed.
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We have looked at this problem in some depth. It is a difficult
competitive problem, but we cannot support the elimination of the
corporate level capital gains tax imposed under S. 1992 in connec-
tion with variable annuities. While life insurance companies have
traditionally sold fixed income investments on a tax deferred basis,
both life and insurance annuities, they have not sold capital gains
oriented investments through variable annuities. In this period of
increased financial deregulation and increased competition among
financial intermediaries, we see no basis for expanding the range of
tax favored investment that the life insurance industry may sell. A
change in the current treatrient of variable annuities could signifi-
cantly shift competitive balances among various types of financial
intermediaries in favor of the insurance companies and cause sig-
nificant loss to the Treasury.

Representatives of the mutual fund industry have pointed out
that the competitive imbalance between the mutual funds and the
life insurance that would be created by removing the company
level tax could be removed if Revenue Ruling 81-225 were revoked
or legislatively overruled. That revenue ruling basically says that
you cannot wrap a variable annuity around a mutual fund and sell
that on a tax deferred basis when it could not be sold without put-
ting it in the guise of an annuity. But they point out that if you
remove that restriction then the mutual funds could participate in
the management of variable annuities by contracting with a life in-
surance company to market a variable annuity designed to invest
in that mutual fund.

A revocation of that ruling would also eliminate a competitive
imbalance that has arisen within the mutual industry itself be-
cause under that ruling investors may purchase an annuity that
invests in a fund managed by the insurance company or managed
by an affiliated company but the tax deferral under the annuity
rules is not available if the insurance company invests in a fund
managed by an unrelated investment adviser.

This is a competitive imbalance. We recognize it. And we certain-
ly do not like the fact that tax laws create such competitive imbal-
ance. But we must oppose the overruling of 81-225. We do so be-
cause the current tax treatment of annuities is far more favorable
than the current tax treatment f comparable investments. And
unless this favorable treatment were either eliminated or made
available to all investments, some competitive imbalance necessari-
ly results.

The cost of eliminating this imbalance by overruling 81-225
would be to greatly expand the use of wraparound annuities and a
corresponding decrease in the volume of currently taxable invest-
ments in mutual funds. It would also tend, we think, to undermine
the public’s perception of the tax system if you can offer virtually
the same mutual fund on a taxable and tax deferred basis at the
taxpayers’ election, with virtually no difference in the nature of
the investment. '

Our concerns, Mr. Chairman, are considerably less with respect
to variable life insurance. And just to make it brief, because of the

~ definition of life insurance contained in this bill, we would not

oppose the amending of S. 1992 to extend‘the more favorable rules
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currently applicable to qualified plans to realize capital gains
under variable life insurance policy.

Now let me switch to the policyholder loan provisions. The ab-
sence of a current tax on policyholders’ inside build up is, of
course, a significant benefit under present law. Assuming the statu-
tory definition of life insurance is enacted as contained in the bill,
that would preclude the use of overly invested oriented life insur-
ance policies. We support the continuation of a longstanding tax
preference for the inside buildup as a means of encouraging the-.
purchase of whole life policies. We are seriously troubled however,
with allowing a policyholder to borrow his accumulated cash value
and deduct the interest payments thereon while the cash fund con-
tinues to build up tax free. If an unlimited interest deduction is al-
lowed for borrowing against life insurance, the resulting tax arbi-
trage may encourage investment in life insurance exclusively for
this arbitrage benefit. In fact, life insurance policies with systemat-
ic borrowing have been marketed as tax shelters by some of the
major brokerage houses, as I think Henson Moore indicated, adver-
tising writeoffs of four or five to one.

Let me illustrate the arbitrage that may be possible if you take a
taxpayer who borrows at 11l-percent interest rate against the cash
value of a policy which is earning a rate of interest of 10 percent,
and assume that taxpayer is in the 50-percent bracket so the after
tax cost of his borrowing is 5% percent. He will earn an after tax
return of 4% percent. The company earns a before tax return of 1
percent, the difference between the interest it receives of 11 per-
cent and the interest it must credit to its policy of 10 percent.

While the funds are normally on deposit with the insurance com-
pany, in reality, they are available for the policyholders’ unrestrict-
ed use. The allowance of a deduction for interest on loans undoubt-
edly encourages the purchase of life insurance. And for that
reason, we think that the allowance of the deduction on policyhold-
er loans of relatively small amounts or for short durations is desir-
able. But a whole life policy that involves systematic borrowing of
the full cash value is an entirely different matter. The systematic
borrowing is inconsistent with the fundamental reasons for allow-
ing the tax preference on the inside build up on whole life insur-
ance, that is, the encouragement of long term savings to life insur-
ance. If there is a systematic borrowing, of course, no new saving
is, in fact, occurring.

The benefit of unlimited deductibility of interest while earning
tax free income is so substantial that it can make the after tax cost
of purchasing a life insurance policy negative in the case of higher
bracket taxpayers. In other words, the Federal Government is, in
effect, paying the cost to buy permanent insurance and to borrow
out the full cash value of the policy.

Take an example of a 45-year-old male buying a policy with an
initial face amount of $10 million, but you can use any figure, $1
million or a $100,000. The policy is designed to meet the proposed
definition of insurance contained in S. 1992—so it meets the defini-
tion of “insurance” under this bill, which is we think a reasonable
and good definition. Using reasonable assumptions on interest
rates, the policyholder will no longer incur any current out of
pocket costs by the time he reaches age 56. He bought the policy at
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age 45 and he no longer will incur any current out of pocket costs
at age 56. For each year thereafter, the policyholder will receive
free term insurance coverage as well as a tax free amount of cash
if he is in the 50-percent bracket. He will recoup his total out of
pocket cost by the time he reaches age 63. And I have a table on
page 11 in the testimony showing the cumulative out of pocket cost
and the cumulative cost of insurance and loading expenses.

By the time he reaches age 75, his life expectancy, the Federal
Government will have made grants to the policyholder of over $2.5
million of essentially free insurance protection plus over $5 million
of net cash benefits.

The original proposal in the original bill on the House side on
policyholder loans would have rcatricted the interest deduction to
loans of up to $50,000. We supported that original limitation in our
testimony on the House side in July of this past year.

In the bill nowbefore you that original restriction is weakened
in several respects. The most important one, of course, is the
$50,000 is raised to $250,000 or $500,000 in the case of a joint
return. There is an unlimited carryover so that if the full loan
limit is not used in any year of the policy, that amount is carried
over and may be added to the interest deductible on loans in future
years. And then as Mr. Moore pointed out, in a business you multi-
ply the $500,000 times the number of qualified lives covered in the
policy so that the the restriction on the interest deduction, can be
many times the $500,000 normal restriction.

Because of the unlimited carryover particularly, even applying
the restriction on policy loans under this bill a 45-year-old married
individual in the 50-percent tax bracket may purchase a life insur-
ance policy with an initial death benefit of $500,000 and would not
reach the limitation on interest deductibility until he reaches the
age of 79, even though policy loans exceed $500,000 at 67 and have
grown to almost $2 million by the time the carryover is exhausted.

As this example points out, the point at which the interest de-
duction limitation first applies is 4 years beyond the policyholder’s
life expectancy, and 16 years after he will recoup all of his out of
pocket costs. Even if tax benefits are curtailed at that point, the
benefits of the earlier years will be sufficient to allow the contin-
ued marketing of policies of this magnitude. Moreover, the policy-
holder may be able to continue the arbitrage if he is able to borrow
from other sources without using the policy-as collateral.

So, Mr. Chairman, we are supporting the limitation contained in
S. 1992 as a reasonable step toward placing limits on the deduct-
ibility of interest on policyholder Toans. While we have concerns
about the $500,000, $250,000 limits we are not arguing for a reduc-
tion in those limits at this time. But we are concerned about the
carryover feature, the unlimited carryover of the amount and the
treatment of business policies where you multiply the $500,000
times the number of employees covered by insurance.

We think if dollar limits are adopted on policyholder loans that
they should not be expanded indirectly by other features of the bill.
In other words, we think the dollar limit should be applied inde-
pendently to each insured individual and to each taxable year.

Let me just mention in passing, very quickly, on the section 79
provision we are basically supporting the provisions of this bill

34-146 0 - 84 - 5
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which would make the antidiscrimination provisions in group term
life insurance apply in a meaningful way. We also support the pro-
vision that applies to the $50,000 cap on tax free group term insur-
ance to retired employees as well as active employees. We see no
reason why deferred compensation in the form of an insurance pre-
mium paid on behalf of retired employees should be exempt from
tax when the basic distributions from qualified plans are fully sub-
ject to tax. The magnitude of this benefit can be quite large so we
are supporting the bill in that regard.

And then finally, Mr. Chairman, let me just mention the tax
nondeductible contribution to individual retirement accounts, the
$1,750 the chairman discussed with Mr. Moore, we are not at this
time supporting that provision principally because of the revenue
impact and because in the budget we are supporting instead the ex-
panded spousal IRA. It might be a good provision to allow nonde-
ductible contributions, but at this time, at least, we are not going
to support it.

Thank you, Mr. Chairman.

SENATOR CHAFEE. Thank you very much, Mr. Chapoton.

[The prepared statement of Secretary Chapoton follows:]
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Mr. Chairman and Members of the Committee:

I would like to begin by thanking the Chairman fer scheduling
these hearings on the taxation of life insurance products and -
policyholders. The policyholder provisions of S. 1992 are extremely
significant, and are responsive to serious problems that exist in
connection with the current tax treatment of life insurance
products. Although these proposals do not raise significant
revenues initially, the changes will help preserve the tax base
against serious erosion in later years. We welcome this opportunity
to present the Administration's views on these matters.

My remarxs today will focus on the definition of life
insurance, tihe treatment of annuities, variable products,
policyholder ioans, group~term lif: insurance and nondeductible
IRAs. At times I will refer to our July 28, 1983 testimony before
the House Ways and Means Subcommittee on Select Revenue Measures on
the original life insurance proposal. This proposal was modified
and incorporated into H.R. 4170. The life insurance provisions of
H.R. 4170 are substantially the same as S. 1992.
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pefinition of Life Insurance (Section 22] of S. 1992)
Background

A cash value life insurance policy involves two components:
insurance and investment, The insurance component stems from the
insurance company's agreement to pay to the named bereficiaries a
specified amount if the insured dies while the policy is in force.
The investment component arises from the fact that, during the early
years of a policy, the policyholder pays a higher premium than is
necessary to cover the current cost of insurance protection. The
excess premiums accumulate for the benefit of the policyholder.

This accumulated fund is generally referred to as the cash surrender
value of the policy. The life insurance company credits an
investment return to the cash surrender value in a manner similar to
the interest which would be paid by a bank. This investment return
is commonly referred to as "inside build-up." The cash surrender
value of a policy, including accumulated interest, may be used to
pay the cost of pure insurance protection if those charges exceed
the current premium payments, and generally is available to the
policyholder if the policy is surrendered. Also, as the cash
surrender value grows, the amount of pure insurance protection
decreases since the insurance company is at risk only for the excess
of the face amount of the policCy over the cash surrender value.

1.

Under the Internal Revenue Cocde, a number of significant tax
benefits are given to life insurance. The two most significant are:
(1) the exclusion from gross income of death proceeds, and (2) the
failure to impose any current tax on the "inside buil)d-up.”®

until fairly recently, virtually all life insurance policies
fell into one of several traditional molds, Even some of these
traditional policies had a significant degree of investment
orientation that took advantage of the tax benefits of life
insurance. In recent years, however, the degree of investment
orientation in life insurance policies has increased. Higher
interest rates and increased competition amonq insurance companies
(and other financial intermediaries) has led to the development of a
number of new life insurance products and modifications of
traditional products. In some cases, policies were designed to
maximize the ability of an investor to earn interest on a tax-free
basis in a life insurance policy, with death protection being at
most a secondary consideration. This development has created a need
for a definition of life insurance to speécify the types of policies
that merit favorable tax treatment., Without such a limitation, life
insurance would become simply a tax-exempt savings vehicle.

The most visible of the new products has been universal life
insurance. While this flexible-premium product has been sold in
many cases for reasons completely unrelated to taxes, in some
instances tax savings was clearly the dominant concern. For
example, some policies were sold that permitted policyholders to
select as little as $10,000 or less of pure insurance protection,
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while the cash value on th: policy might be $100,000 initially, and
increase thereafter. In such cases, these so-called "life
insurance® policies amounted to little more than a minimal amount of
term insurance prctection coupled with tax-deferred savings accounts
for the benefit of the policyholder, with a conversion of the tax
deferral to total tax exemption at the policyholder's death.

TEPRA Definition

Prior to the enactment of the Tax EqQuity and Fiscal
Responsibility Act ("TEFRA"), there was substantial doubt whether
universal life insurance should be treated as life insurance for tax
purposes. In addition, there was concern that universal life
insurance could be used to produce unduly investment-oriented forms
of life insurance. To reconcile the legitimate uses of flexible
premium life insurance with the need to place some limitation on the
tax avoidance potential of this new product, Congress enacted
section 101(f) of the Internal Revenue Code as part of TEFRA. This
section provided that uriversal life insurance would be treated as
life insurance for tax purposes if certain conditions were
satisfied. The definition was made effective only for policies

issued prior to January 1, 1984.

The basic approach of the temporary, TEFRA definition was to
limit the investment orientation of these policies by requiring
that, in order to qualify as life insurance for tax purposes, a
flexible premium policy would have to provide at least specified
amounts of insurance protection, depending on the cash value in the.
policy and the age of the policyholder. Two alternative methods of

satisfying this statutory test were provided:

Alternative 1 --°'Premiums could not be paid in more rapidly
than the "guideline premiums,® and a minimum ratio of death benefit
to cash value had to be maintained, This minimum ratio, known as
the "corridor®, is 140 percent until tho policyholder reaches age 40
and declines by 1 percent each year unti! the policyholder reaches

age 75.

Alternative 2 -- The cash value ac any time during the life of
the contract could not exceed the net single premium for that policy
at that time.

Proposed Change

The definition of life insurance contained in S. 1992 would
make several significant modifications to the TEFRA definition of
1ife insurance, The most significant changes are:

* The proposed definition would apply to all life insurance
policies, not merely flexible premium policies,

® A requirement has been added that the policy cannot endow
until the insured reaches age 95. (A policy endows when the
cash surrender values grows to equal the death benefit.)
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®* The cash value "corridor" has been made more strict. Until
the polic¥holder reaches age 40, the death benefit/cash
value ratio must be at least 250 percent. This figure
declines in an irregular manner to 105 percent when the
policyholder reaches age 75, and declines again from ages 90
T~ to 95 in order to allow the policy to endow,

°* The provision which allows a policy designed to provide a
level or declining amount at risk rather than a level death
benefit (i.e., each dollar increase in cash value produces
an equal or smaller increase in death benefit) has been __
limited to level premium policies.

— In general, the Administration believes that the proposed
definition of life insurance contained in S. 1992 provides an
acceptable limitation on the investment orientation of life
insurance. Hence, we support this provision of S. 1992 and we
strongly urge that it not be deleted from the bill or weakened.

We would note, however, that certain features of the original
proposal have not been retained in S. 992 or H.R. 4170. 1In
particular, the requirement that premiums be paid no more rapidly
than under a policy calling for 10 equal payments has been
eliminated and the proposed corridor test has been loosened. As a
result of these changes, the permitted degree of investment
orientation has been increased. While we are not urging changes in
the rules in S. 1992, we strongly believe that no further relaxing
of these standards should be undertaken,

Examples

As we have previously testified, one measure of the investment
orientation of a life insurance contract is the ratic of the
aggregate investment income to cumulative mortality anu loading
charges, measured at a time when the policy might be expected to
terminate (age 70). We refer to this as the "investment/insurance”
ratio. A traditional whole life policy will typically have an
{nvestment/insurance ratio of approximately 1:1.

In our earlier testimony, we described a policy which could be
sold to a 35-year-old individual that was one of the more
investment-oriented policies permitted under the TEFRA definition of
life insurance. Under certain reasonable assumptions regarding
interest rates over the life of the policy, this policy produced an
investment/insurance ratio of almost 9:1. Under the same interest
rate assumptions, but using the original proposed definition of
insurance, the investment/insurance ratio would have been reduced by
almost half to 4.6:1, primarily because of the 10-pay limitation.
The changes in the corridor percentages standing alone, have a
relatively small impact since the largest changes in the corridor
percentages occur in the early years of the policy, when the
corridor test is not likely to apply.
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uUnder the definition proposed in S. 1992, the investment/
insurance ratio would still be more than 8:1., Although this is ~
somewhat lower than under the TEFRA definition, it does not reflect
a major change to the standards. Other aspects of the definition,
such as the requirement that the policy not endow before age 95, are
of greater significance, and would not treat as life insurance for
tax purposes policies that are even more investment oriented than

the policy described above,

Transition Issues

The proposed effective date for the definition of life
insurance contained in S. 1992 is January 1, 1984. The
Administration fully supports the retention of th!s effective date
in order to prevent the sale of abusive, investment-oriented
policies from receiving favorable tax treatment. We recognize,
however, that certain policies which are not among the most abusive
do not meet the requirements of the proposed definition. However,
these policies contain certain provisions that can be used in the
design of abusive products, Most, but not all, of the nonabusive
policies that contain potentially abusive provisions are given a
one-year period during which they would not be required to comply
/with the new statutory requirements and during which the affected
companies could redesign their policies to comply with the new
definition. We would be happy to work with the Committee and
representatives of the life insurance industry to identify those
policies not currently covered by the transition rule but which
merit some form of transition relief.

2. Distributions Under Annuity Contracts (Section 2272)
Background

A deferred annuity contract is a form of savings contract
issued by life insurance companies.- The annuity purchaser deposits
funds with an insurance company and, as in the case of a bank
account, the insurance company holds the purchaser's money and
credits interest thereon. The amounts deposited and interest
accumulated may be paid eventually to the policyholder in a lump sum
or in a series of annuity payments. The principal tax benefit
afforded to such a deferred annuity contract {s that no tax is
imposed currently on the interest income credited.

Under current law, if the purchaser of a single premium annuity
withdraws funds within 10 years of the time the annuity was
purchased and before reaching the age of 59-1/2, a penalty is
imposed equal to 5 percent of the amount included in gross income as
a result of the premature distribution. There is no limit on the
period for which tax deferral may continue under an annuity
contract.
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proposed Changes

Section 222(a) of S. 1992 would, in effect, remove the l0-year
alternative, so that any distribution under an annuity contract
before the policyholder reaches the age of 59-1/2 would be subject
to the S-percent penalty. We believe that this proposed change is

- -appropriate and should be retained. Tax on the interest income
earned under an annulity contract is deferred until the contract is
surrendered., This is very favorable tax treatment when compared to
current taxation of most investment income. This preferential
treatment of annuities has been justified on the-basis that these
annuities are used as vehicles to provide for retirement savings.
We do not believe that this purpose is served if amounts are

— . withdrawn prior to retirement. For this reason, it is appropriate
to require an annuity purchaser to keep funds invested until age
59-1/2 in order to receive the full benefit of tax deferral.

The 5-percent penalty is not overly harsh and certainly does
not preclude withdrawals before age 59-1/2. In fact, even with this
penalty, a policyholder who withdraws income from a deferred annuity
after as little as 5 years frequently will have more income after
the tax and penalty than a taxpayer who had left those funds in an
investment that was subject to tax currently,

S. 1992 also contains a rule that if the holder of an annuity
contract dies before the annuity starting date, the cash value of
the contract will be included in the taxable income of the holder
for the year in which his death occurs, It is our understanding
that this rule became a part of the current life insurance tax
package as a substitute for a rule in the original proposal which
would have required distributions under an annuity contract to begin

at age 70-1/2.

It would appear that both the original proposal and the rule
contained in S. 1992 are premised on the notion that the tax
deferral under an annuity contract ought not to be permitted to
continue for too long a period. While we would agree with this
general premise, we believe that the rule in S. 1992 is overly
restrictive. In our view, whatever justification exists for
deferral under an-annuity contract continues as long as the
policyholder or his spouse is alive, but ceases at the death of the
survivor. Hence, we would support a rule requiring distributions to
begin at the death of the survivor and to be completed within a
relatively short period. Agaln, we would be happy to work with the

- Committee in this area.

3. variable Life Insurance and variable Annuities
(Proposed Section 817 of the Code)

Background

variable life insurance and annuities are modifications of the
traditional forms of life insurance and deferred annuities. The
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principal difference between the traditional and variable products
lies in the manner in which the investment return in the contract is
credited to the policyholder. Under traditional products, the life
insurance company credits interest to the policyholder on his cash
surrender value at a rate fixed in the contract. By comparison, in
a variable product the life insurance company puts the
policyholder's cash’value in a separate fund which may be invested
in stocks or various fixed-income securities. The amount credited
to the policyholder's cash value reflects the investment performance

of the underlying fund. -

variable products are a relatively recent development.
variable annuities were developed in the 19508, primarily as a
vehicle to enable teachers to invest their retirement funds in
common stocks, instead of being limited to fixed income securities.
variable life insurance was developed in the 19708 to encourage
equity investors to invest in life insurance.

Current law contains explicit rules governing the taxation of
variable annuity contracts., In general, these rules are designed to
allow the life insurance company a full deduction for the amount of
ordinary income credited to the policyholders (even though the
policyholder pays no current tax on such income since it constitutes
*inside build-up®). However, realized capital gains allocable to
the policyholders' fund (other than funds allocable to qualifTed
pension plan contracts) are taxable in full to the life insurance

company.

One effect of these rules is that life /insurance companies are
able to sell deferred annuities that are little more than money
market accounts, the income from which is effectively tax deferred.
The rules also have led to the development of so-called “"wraparound”
annuities. Under this latter type of arrangement, a taxpayer could
make an investment through a life insurance company virtually
identical to one that could be made by the taxpayer directly. No
current tax would be imposed on either the company or the individual
taxpayer if the investment were made through an insurance company
while full current taxation to the investor would result if the
investment were made directly.

In response to these wraparound annuities, the Internal Revenue
service issued several revenue rulings holding that the investors
owned the underlying ‘investments rather than an annuity. The
annuity portion of the contract was properl, characterized as
without substance. One of these rulings, Rev. Rul., 81-225, held
that an annuity that invests in shares of publicly available mutual
funds will be disregarded, and that the investor will be treated as
the owner of the mutual fund share. As a consequence, the investor
w:s taxable currently on the investment income allocable to those
shares,

Another effect of the existing tax rules is that life insurance
companies are effectively precluded from selling variable annuities
that invest primarily in assets producing capital gains (except in
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the context of qualified plans). This results from the fact that a
current capital gains tax is imposed on the life insurance company
on realized capital gains and a tax is imposed on the policyholder
at ordinary income rates when the net gain is ultimately withdrawn

from the annuity.

By comparison, existing law does not contain explicit rules
governing the tax treatment of variable life insurance, and the
proper method of applying the generally applicable rules to the
variable products has been unclear,

Discussion

S. 1992 contains a special provision for variable contracts
that would apply to both variable annuities and variable life
insurance. 1In effect, this provision retains the existing rule
applicable to variable annuities and extends it to variable life
insurance: a capital gains tax is imposed on the company on capital
gains realized by the fund underlying the variable contracts. In
additfon, a second tax is imposed on the capital gain (at ordinary
income rates) at the policyholder level when distributions are made
under a variable annuity contract. This tax also is imposed if a
variable life insurance contract is surrendered prior to the
policyholder's death, but only on the excess of the cash surrender
value over the aggregate gross premiums paid under the contract.

Sellexrs of variable life insurance have argued that the rules
described above discriminate against their products to such an
extent that sale of these products would be effectivety foreclosed.
Also, those wishing to sell capital-gains oriented variable
annuities argue that the current discrimination against this type of
investment vehicle is unfair. Both groups have requested that the
provision described above be removed from S. 1992.

‘The Administration would not support the elimination of the
corporate level capital gains tax imposed under S. 1992 {n
connection with variable annuities. While l1ife insurance companies
traditionally have sold fixed-income investments on a tax-preferred
basis, both through life insurance and annuities, they have not sold
capital-gains oriented investments through variable annuities. 1In
this period of increased financial deregulation and increased
competition between financial intermediaries, we see no basis for
expanding the range of tax-favored investments that the life
insurance industry may sell. A change in the current treatment of
variable annuities could significantly shift the competitive balance
among various types of financial intermediaries in favor of life
insurance companies and cause significant revenue losses to the

Treasury. —- =

Representatives of the mutual fund industry have pointed out
that the competitive imbalance between the mutual fund and life
insurance industries that would be created by removing the
company~-level capital gains tax on variable products could be cured
or substantially reduced if Revenue Ruling 81-225 were revoked or

'
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legislatively overruled. This would allow any mutual fund to
participate in the management of variable annuities by contracting
with a life insurance company to market a variable annuity designed

to invest in that fund,

Revocation of Rev. Rul. 81-225 would also eliminate a
competitive imbalance that has arisen within the mutual fund
industry following the oublication of that ruling. Under that
ruling, investors may purchase an annuity that invests in a fund
managed by the insurance company or an affiliated corporation (which
fund could be substantially similar to a publicly traded fund sold
through that or another affiliate), but not an annuity that invests
in a fund managed by.an unrelated investment adviser.

While we would agree generally that the tax laws should not
create competitive imbalances, we would oppose the legislative
overruling of Rev, Rul. 81-225. The current tax treatment of
annuities is far more favorable than the tax treatment of comparable
investments. Unless this favorable treatment were either eliminated
or made avajlable for all investments, some competitive imbalance
necessarily results, The cost of eliminating this imbalance,
insofar as it relates to mutual funds, would be a greatly expanded
use of wraparound annuities and a corresponding decrease in the
volume of currently taxable investments in mutual funds. It would
also tend to undermine the public's perception of the tax system if
essentially the same mutual fund were offered on a taxable and a
tax-deferred basis, at the taxpayer's election, with virtually no
difference in the nature of the investment.

Our concerns with variable annuities are considerably less
significant when applied to variable life insurance. Unlike a
variable annuity, a variable life insurance policy is not purely an
investment vehicle, particularly in light of the limitations which
will be imposed by the new definition of life insurance.
Accordingly, direct competition between variable life insurance and
mutual funds is a much smaller problem. Moreover, variable life
insurance is an important product currently being marketed by
several large companies. This is possible because the current
variable annuity rules, which impose a corporate-level tax on
realized capital gains, are not applicable to variable life
insurance.

In light of the above considerations, we would not oppose
amendments to S. 1992 which would continue the existing treatment of
variable annuities, but would extend the more favorable rules
currently applicable to qualified plans to realized capital gains
under a variable life insurance policy. However, when a variable
policyholder realizes gains upon the switch of his funds from one
investment option to another within the policy, we believe it would
be appropriate to impose a capital gains tax at this time,
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4. Policyholder Loans (Section 223)
Background

As noted above, one of the most significant tax benefits given

to life insurance is the absence of any current tax on
policyholders' inside build-up. This exemption from cuxrent
taxation is a "tax preference™ in the sense that it does not subject
to tax income that would be taxed if an equivalent investment were
made through a bank rather than a life insurance company. Under the
doctrine of constructive receipt, a life insurance policyholder
would be taxable currently on the inside build-up since this income
generally may be drawn upon without substantial limitation or

restriction,

Assuming that a statutory definition of life insurance is
enacted that would preclude the use of overly investment-oriented
life insurance policies, we support the continuation of this
long-standing tax preference as a means of encouraging the purchase
of whole life insurance., We are seriously troubled, however, with
allowing a policyholder to borrow his accumulated cash value and to
deduct the interest payments thereon while the cash fund continues
to build up free of tax. If an unlimited interest deduction is
allowed for borrowing against a life insurance policy, the resulting
tax arbitrage may encourage investment in life insurance exclusively
for this arbitrage benefit, 1In fact, life insurance policies that
employ systematic borrowing of cash value have been marketed as tax
shelters by some of the major brokerage houses, advertising 4:1 and
S:1 tay write-offs without any investment risk.

This potential for arbitrage may be illustrated by considering
a taxpayer who borrows at an 11 percent interest rate against the
cash value of a policy which earns interest at a rate of 10 percent,
Assuming that the taxpayer is in the S50-percent tax bracket, his
after-tax cost of borrowing is reduced to 5.5 percent so that he
will earn an after-tax return of 4.5 percent,.,. The company earns a
before~tax spread of 1 percent. Moreover, while the policyholder's ’
funds are nominally on deposit with the life insurance company, in
reality they are available for the-policyholder's unrestricted use.

The allowance of a deduction for interest paid on policyholder
loans undoubtedly encourages the purchase of life insurance and, for
that reason, allowance of an interest deduction on policyholder
loans of relatively small amounts or for short terms may be .
desirable. A whole life policy in which substantially all the cash
is systematically borrowed, however, is a different matter. Such a
policy differs little from a renewable term policy.

Allowing a deduction for interest incurred on systematic
borrowing against a life insurance policy i{s also inconsistent with
one of the fundamental reasons for allowing a tax preference for
whole life insurance: the encouragement of long-term savings
through life insurance, If the cash value of a life insurance
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policy is systematically borrowed, no new savings occurs. Hence,
the justification for the failure to tax inside build-up currently

disappears.

Permitting a deduction for interest paid on policyholder loans
also is inconsistent with general lipitations in the Code on
the deductibility of interest incurred in other arrangements where
similar tax arbitrage could be realized. For example, section
163(d) imposes a limit on the amount of interest that may be
deducted in connection with indebtedness incurred to purchase or
carry investment property., Similarly, section 265(2) denies a
deduction for interest on a loan incurred to purchase or carry
tax-exempt securities,

The benefit of unlimited deductibility of interest while
earning tax-free income is so substantial that it can make the
after-tax cost of purchasing a life insurance policy negative for
high-bracket taxpayers. 1In other words, the Federal Government will
in effect pay people to buy permanent insurance and borrow out all
of the cash value. The larger the face amount of the policy, the
more the Federal Government will pay the policyholder.

As an example of the benefits of the arbitrage described above,
consider a policy for a 4S~-year-old male with an initial face amount
of $10 million. Even if the policy is designed to meet the proposed
definition of insurance in S. 1992, under reasonable assumptions
regarding interest rates, the policyholder will no longer incur any
current out-of-pocket costs by the time he reaches age 56. For each
year thereafter, the policyholder will receive free term insurance
coverage, as well as a tax-free amount of cash if he is in the
S0-percent tax bracket. Moreover, he will recoup his total
out-of-pocket costs by the time he reaches age 63. The total
out-of-pocket costs and the cumulative cost of insurance and loading
expenses are indicated in the following summary table:

Cumulative Net Cumulative Cost
Qut-of-Pocket of

Age Expense Insurance Protection*

50 $ 803,125 $ 468,267

55 474,138 869,517

60 263,525 1,301,730

65 ' (630,226) 1,625,288

70 (2,441,634) 1,994,162

75 (5,572,826) 2,563,647

Hence, by the time the policyholder reaches age 75 (his life

exgectancy), the Federal Government will have made grants to the
policyholder of over $2.5 million of essentially free insurance
protection plus over $5 million of net cash benefits.**

¥If purchased separately, the cost of the insurance protection would
vary somewhat due to differences in loading and mortality charges.

**purther details on this example are contained in Exhibit 1,
attached. . :
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The original limitation proposed on the deductibility of
interest with respect to a life insurance loan provided that the
amount of interest which any taxpayer could deduct with respect to a
loan under a life insurance policy, secured by a life insurance
policy, or incurred or continued to purchase or carry such a policy,
would be limited to interest on a locan principal amount of $50,000.
Treasury supported this proposed limitation in our July 28, 1983

testimony. .
Proposed Change

The limitation on the interest deduction for policyholder loans
in S, 1992 is considerably weaker than that contained in the
original proposal in a number of respects:

° For individual taxpayers, the $50,000 limitation amount has
been increased to $250,000 ($500,000 in the case of a joint
return). '

* For an entity engaged in a trade or business, the dollar
limitation is equal to $500,000 times the number of
"qualified lives." A qualified life is any individual for
whom the entity owns a life insurance policy (other than
term insurance) and for whom the face amount. of the policy
is not less than 10 percent of the highest face amount of
any policy carried by the entity on the life of any
employee.

¢ If in any year the interest limitation exceeds the amount
of interest deducted with respect to that taxpayer, the
excess becomes a carryover to all succeeding years, without
expiration. This means that the unused interest limitation
in the early years of a policy when the policy loan amount
is relatively small, may be accumulated for use in later
years when the policy loan amount is larger.

M The limitation of S, 1992 would apply only to loans against
policies issued after September 27, 1983. The original
limitation would have applied to all loans after August 2,
1983, regardless of when the policy was issued.

Examples of Tax Arbitrage Permitted Under
the Limitations of S. 1992

Primarily because of the unlimited carryover of unused ~
limitation amounts, it is still possible for life insurance
companies to design and sell very large policies which are based on
a systematic plan of policy loans and tax arbitrage. For example,
under the definition of life insurance contained in S. 1992, a
45-year-old married individual {n the 50-percent tax bracket may
purchase a life insurance policy with an initial death benefit of
$500,000 which, under reasonable assumptions, does not reach the
limitation on interest deductibility until the policyholder reaches

the age of 79, even though the' policy loan exceeds $500,000 at age --
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67 and has grown to almost $2 million by the time the carryover is
exhausted.*

In this example, the point at which the interest deduction™
limitation first applies is four years bteyond the policyholder's
life expectancy and 16 years after he will have recouped all of his
out-of-pocket costs, Even i{f tax benefits are curtailed at that
point, the benefits in the early years will be sufficient to allow
the continued marketing of policies of this magnitude. Moreover,
the policyholder may be able to continue the arbitrage if he is able
to borrow from other sources (without using the policy as T

collateral).

For a top executive of a company engaged in a trade or
business, even larger policles are possible, provided the company is
willing to provide policles for other employees with a face amount
equal to at least 10 percent of the face amount of the largest
policy. For example, a company might be able to maintain and
systematically borrow out all available cash on a policy of $2.5
million on its chairman and policies of $250,000 on each of nine
other employeas, Where such additional employees are covered, they
are treated as "qualified lives” and hence the interest limitation.
increases even if the policies covering the other employees have
little or no cash value that may be borrowed. While the details of
the maximum arbitrage obtainable will vary depending on the ages of
the various officers, the length of time that the policies have been
in effect, assumptions as to future interest rates, and other
factors, the ability to share the interest limitation among several

qualified lives will generally offer a significant potential for
additional arbitrage on the policy for the top employee.

Discussion

The Administration supports section 223 of S. 1992 as a
reasonable step toward placing limits on the deductibility of
interest on policyholder loans, While this provision does not
eliminate the possibilities for substantial tax arbitrage in this
area, the largest abuses should be eliminated under this provision.
Although we did support a lower dollar limitation in our earlier
testimony, we are not arguing for a reduction in the $250,000 and

$500,000 amounts at this time.

* Further details on this example are contained in Exhibit 2,
attached,
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We are concerned, however, that certain features of the
proposed bill indirectly expand the dollar limitations so that
multimillion dollar loans are possible., As the example above
illustrates, the unlimited carryover of unused interest limitations
allows the policy loan amount to grow to almost $2 million before
the interest limitation takes effect. The provision relating to
qualified lives has a virtually unlimited potential for expanding
the policy loan dollar limits in the business context,

If this Committee accepts the dollar limits contained in
S. 1992, it would seem that these limits should not be expanded
indirectly by other features of the bill. 1In order to prevent such
an expansion, the dollar limits should be applied independently to
each insured individual and to each taxable year. Hence, we believe
that the unlimited carryover of unused interest limitation should be
replaced with a more limited provision allowing policy loan interest
for which a deduction is disallowed to be treated as policy loan
interest paid in the succeeding taxable year (and all future taxable
years until deductible). This parallels the treatment of disallowed
investment interest expense under section 163(d)} of the Code.

We also believe that the provision allowing a business entity
to calculate its policy loan deduction limitation based on the
number of qualified lives should be amended so that the limitation
applies independently to each qualified life. In this way,
employers will not ‘be able to artificially inflate the amount of

permitted.tax arbitrage. -
S. Group-Term Life Insurance (Section 224)°

Background .

Section 79 of the Internal Revenue Code provides that when an
employer provides group-term life insurance coverage, the cost of
the first $50,000 of coverage {s excluded from the gross income of
the employee and the cost of any additional coverage is determined
on the basis of a uniform premium table prescribed by regulations
and using S-year age brackets, In the case of group-term insurance
provided for disabled and retired employees, the cost of the entire
amount of insurance coverage provided by the employer is excluded
from gross income.

In 1982, it was brought to the attention of Congress that the
special benefits given to group-term life insurance afforded certain
employers a way to provide deferred compensation benefits to
officers and highly compensated individuals that avoided the
nondiscrimination requirements applicable to qualified pension
plans, but which enjoyed all of the tax benefits available under
qualified plans. Since life insurance benefits serve, in effect, as
a supplement to retirement benefits, companies wishing to provide
additional retirement benefits to key employees on a discriminatory
basis could do so through the use of group-term insurance.
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congress responded in TEFRA by adding section 79(d) to the
Code. This section provides that if a group-term life insurance
plan is discriminatory in favor of key employees, the cost of the
first $50,000 of coverage provided for key employees would not be

excluded from gross income.

Proposed Changes

The amendment made by TEFRA was deficient in two respects,
First, the sanction for violating the nondiscrimination requirements
is so weak that discriminatory plans still provide significant tax
benefits in many instances. In cases where large amounts of
coverage are involved, the principal benefit of section 79 is often
not the exclusion from gross income of the cost of the first $50,000
of coverage, but rather the right to calculate the cost of the
remaining coverage, on the basis of the uniform premium table.

This advantage stems from the fact that the uniform table is
designed to approximate the average cost of $§1,000 of insurance for
all employees in the given S5-year age bracket. Hence, employees in
smaller groups (where loading charges are generally higher than
average) and employees in ill health may include in gross income an
amount which can be significantly less than the actual cost of the
insurance protection provided. Por these employees, there is still
a strong incentive to provide large amounts of group-term coverage
on a discriminatory basis to obtain the benefits of the uniform

table.

Second, and more siynificantly, the current exclusion of the
cost of an unlimited amount of term insurance for retired employees
is unjustified, and should be substantially changed. Term life
insurance generally serves to provide protection against the
premature death of an income earner. If a premature death occurs,
the insurance proceeds can be used to provide the family with a
source of income that will replace the wages that the deceased
breadwinner would have earned. .

After a wage earner retires, the need for this type of life
insurance protection virtually never increases and, in fact
generally decreases. After retirement, an employee's salary is
replaced by pension benefits and social security. To some extent,
these benefits continue to be provided to the surviving spouse of a
retired employee. FPor this reason, there is generally less need for
term insurance protection after retirement than before retirement.
Consequently, there is no need to tax employer-provided group-term
insurance more favorably than pre-retirement life insurance

benefits.

We see no reason why deferred compensation in the form of term
insurance premiums paid on behalf of retired employees should be
exempt from-tax when the basic distributions from qualified plans
are fully subject to tax. We also believe that the current rules
enable employers to avoid several restrictions and requirements

34-146 0 - 84 - 6 )
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applicable to other tax-favored forms of deferred compensation. For

example, defined benefit pension plans generally may not provide
annual benefits in excess of $90,000 per year. If a group-term life
insurance plan is established to supplement this type of pension
plan, this limitation may be easily avoided.

The magnitude of the benefits under these plans of plan can bo
quite substantial: coverage for retired executives of §1 million or
more is becoming increasingly common. The cost of a §1 million
policy for a 63-year-old retired employee would cost approximately
$25,000 a year. _The annual cost would increase to $40,000 a year by
age 70 and to $100,000 by age 80.* As is apparent, these plans
provide substantial benefits that should not be ignored,

Finally, under present law, the nondiscrimination rules
contained in section 79 do not apply to the tax benefits provided to
retired employees. By comparison, the substantial tax benefits
available under deferred compensation arrangements under qualified
pension and profit-sharing plans are largely eliminated if the plan
discriminates in favor of highly compensated em-~loyees, Since both
types of arrangements provide tax-favored treatment for comparable
deferred compensation arrangements, they should be subject to
comparable nondiscrimination rules.

Discussion

Section 224 of S. 1992 would address both of the concerns
discussed above. In the case of a group-term life insurance plan
which discriminates in favor of key employees, the actual cost of
the entire amount of coverage (other than the amount paid by the
employee) would be included in the employee's gross income. In
other words, the benefit of the use of the uniform premium table
would be denied, as would the benefit of the exclusion for the first
$50,000 of coverage, It is anticipated that, in most cases, this
rule will be sufficient to discourage employers from providing
group-term coverage on a discriminatory basis so that no computation
of actual cost will be necessary. In those few remaining
discriminatory plans, the determination of the actual cost of
insurance should not be unduly complicated given modern computer

capabilities.

The bill also would delete the special exclusion from gross
income of the cost of group-term insurance provided to retired
employees., (Disabled employees would not be affected and retired
employees would still be allowed to exclude the cost of the first
$50,000 of employer-provided coverage.) 1In addition, retired
employees would be subject to the same nondiscrimination -
requirements as active employees.

¥ These cost figures reflect the mortality charges based on the
1980 Commissioners' Standard Ordinary Mortality Table. The
actual cost will depend on many different factors.
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The Administration supports both of these proposed changes and
urges the Committee not to delete them from the bill. If the
nondiscrimination requirement imposed by TEFRA is to be meaningful,
it is essential that the consequences of discrimination extend to
the loss of all benefits provided by section 79, including those of
the uniform premium table, and that the rule apply to all key
employees, whether active or retired. We also support the
elimination of the total exclusion from gross income of the cost of
group-term insurance provided to retired employees that is contained
in section 224 of S. 1992, This would assure that payment of term
insurance premiums would be taxed no more favorably than other forms
of retirement benefits, and that group-term insurance would not
afford an easy opportunity to exceed the dollar limits applicable to

qualified plans,

Some have suggested that a preferable alternative to this rule
would be simply to extend the nondiscrimination requirements of
section 79(d) to retired employees. We do not believe that this
change alone would be sufficient. As has been stated, we do not
believe employers should be allowed to avoid the dollar limits and
other restrictions applicable to qualified plans through the
establishment of a plan providing group-term life insurance.
Moreover, unless group-term life insurance plans ware subject to
vesting and funding requirements similar to those applicable to
qualified plans, in many instances meaningful post-retirement
benefits would be available only for key employees.

Transition Rule

Section 224 of S. 1992 contains a transition rule which exempts
from the changes described above all employees covered under
group-term life insurance plans in existence on September 27, 1983,
up to the amount of that individual's coverage on that date., Since
active and retired employees may have entered into group-term life
insurance plans in reliance on the tax law now in effect, and since
other decisions relating to retirement plans may have been affected
as well, we believe that this generous transition rule is
appropriate. Moreover, we would be glad to work with the Committee
to refine this transition rule, if necessary, to ensure that the
rule will not inhibit normal business practices concerning the
selection of an insurance company to provide the insurance

protection,
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6. Nondeductible IRA Contributions

S. 1992 also contains a provision allowing nondeductible IRA
contributions of up to $1,750 per year for each individual. Wwhile
the Administration fully supports properly structured incentives to
increase individual savings, we cannot support this feature of the

bill,

Whatever the merits of this proposal, we are concerned about
the revenue loss which would arise if the nondeductible IRA
provision were adopted. Over time, the revenue loss attributable to
nondeductible IRA contributions would grow rapidly because the pool
of contributions, interest, dividends, and other gains would
compound on a tax-deferred basis., Our revenue estimates for the
nondeductible IRA proposal in S. 1992 are as follows:

1984 1985 1986 1987 1988 198?

(millions)
-$15  -$66  -$141 -$227 -$321  -$423
This concludes my prepared remarks. I will be happy to answer

:ny questions the Chairman and other members of_the Committee might
ave.
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Exhibit 1

PLAN OF BORROVING AS PART OF $10 MILLION WHOLE-LIFE POLIXCY
MEETING THE DEFINITION CF LIFE INSURANCE

ONDER 8. 1992
T ANNAL ANNGAL t TIVE : NET QUT 3 CUMULATIVE NET : CWMULATIVE
t RLICY : LOAN : LOAN : POCKET EXPENSE : OUT OF POCKET : MORTALITY &
ME t LOMN ¢t INTEREST : INTEREST 1t (AFTER TAXES) 1t EXPENSE ¢ _LOADING CHARGES
45 $ 0 8 0 8 0 § 219,63 $ 219,433 $ 132,879
46 219,433 -24,197 24,137 12,068 21,502 22,0818
4 219,433 48,275 2,413 4137 255,639 264,720
4 219,433 72,413 144,828 36,206 291,846 329,510
49 0 72,413 217,238 255,639 547,486 397,378
50 0 72,413 289, 651 255,639 803,125 468,267
51 0 72,413 362,064 255, 63% 105, 765 542,58%
52 937,993 175,592 537,657 -630,764 428,001 620,450
53 297,485 209,315 745,972 26,105 454,107 702,027
4 323,436 243,893 989,866 17,944 472,051 747,402
55 359,039 283,388 1,273,254 2,087 474,138 869,517
56 392,087 326,517 1,599,772 -$,395 464,743 954,489
5?7 429,418 373,753 1,973,525 -23,106 441,636 1,041,339
58 471,503 425,618 2,399,144 -39,261 402,375 1,129,045
$9 519,086 482,718 2,881,863 - -58,294 344,081 1,216,318
60 572,855 545,732 3,427,59% -80,556 263,525 1,301,730
61 633,903 615,462 4,043,058 -106,739 156,796 1,383,380
62 703,526 692,849 4,735,907 -137,668 19,118 1,458,798
63 783,457 779,030 5,514,938 =174, 508 -155,390 1,524,638
64 876,004 873,390 6,390,328 -218,87% ~374,266 1,576,276
] 966, 231 981,676 7,372,004 . =255,9%9 -630, 226 1,625,288
66 1,057,392 1,097,989 8,469,994 -288,964 919,190 1,679,762
67 1,154,471 - 1,224,981 9,654,973 =-322,547 ~1,241,737 1,742,896
68 1,260,351 1,363,619 11,058, 595 -359,107 -1,600,845 1,818,598
69 1,375,774 1,514,954 12,573,549 -398, 864 -1,999, 209 1,8%,91
7 1,501,413 1,680,110 14,253,660 -441,92¢ -2,441,634 1,994,162
n 1,638,088 1,860, 300 16,113,960 -488, 505 -2,930,139 2,102,880
72 1,795,984 2,057,058 18,171,818 -547,621 -3,477, 761 2,217,511
n 1,971,994 2,214, 7 20,446,596 -615,172 -4,092,933 2,335, 70
" 2,169,818 2,513,457 22,960,054 -693,655 -4,786,589 2,453,325
s 2,394,072 2,776,005 25,736, 860 -786, 36 -$,572,826 2,563,647
76 2,650,376 3,068,347 28,805,207 896,769 -6,469,59% 2,657,073
n 2,894,218 3,%6,71 2,191,919 -981,429 -7,451,026 2,71,694
g 3,158,483 3,374,144 35,926,063 -1,071,978 ~-8,523,004 2,911,472
” 3,444,297 4,113,010 40,@9,074 -1,168, 290 -9,691,302 3,001,345
[ 3,731,945 4,325,724 44,564,79% -1,269,649 -10,960,952 3,287,93)
(23 4,082,738 4,974,828 49,539, 624 -1,375,889 -12,336,841 3,538,977
2 4,435,789 5,462,762 53,002, 306 -1,484,974 -13,821,816 3,845,139
3 4,810,961 5,991,968 60,994,334 -1,595,543 -15, 417, 360 4,219,739
84 5,208,637 6,564,918 67,559,273 1,706,744 -17,124,104 4,677,719
- 85 5,629,275 7,184,138 74,743,411 -1,817,773 -18,941,877 5,236,064
86 6,073,477 7,852, 82,535,632 -1,927,933 -20,869,811 5,913,056
. 6,541,288 8,571,262 91,167,394 -2,035,970 -22,905, 782 6,729,586
| ol 7,032,297 9,345,318 100,512,708 -2,140,206 =25,045,988 7,770,234
9 7,545,140 10,173,280 110,687,990 -2,238,066 =27,284,0%6 8,879,268
90 8,076,769 1,063,725 1,m1,71s 2,325,473 -29,609,529 10,272,186
)l §,621,60 12,012,108 133,763,824 -2,396,182 -32,005,711 11,927,881
2 9,576,929 13,065,571 146,829,393 -2,824,710 -34,830,422 13,490,483
2 0,%7,91 14,200,442 161,072,838 -3,366, 766 -38,197,109 14,879,787
M 12,056,832 15,569, 694 176,642,532 -4,052,552 -42,249, 741 15,990,972
% 13,%8,403 17,07m7,67 193,700,139 4,99, 236 -47,199,978 16,656,189
o January ¥, 1987

] cretary
Office of Tex Amlysis

E

1. l:o:—l;lg:pUQ with initisl face msount of $10,000,000 endowing at age 93 with annual preaim
© N .

2. Oontmact xicing tecus are 4 percent interest rate, 1980 CSO mortality rate table, and losding charges
of 40 pezcent-of gross pramium in first yesr, 10 percent in second yeaz, 5 percent in third throwh
tenth year, and 2 peroent thereafter. :

3. Interest sctuslly credited equals 10 percert. ~

4. Borrowing rste on the policy loan equals 11 parcent.

S. Mpyinal tax rate of the policyholder equals 50 percert.

6. Mefinition of life insurance “corridor® proposed in 8. 1992, -

7. Borroww [resf{us mowt in only thres of the first seven years, thereafter borrows all
evailable cash valus.
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Exhidbit 2

PLAN QF BURROVING AS PART QF $500,000 WHOLZ-LIPE POLICY
MEETING THE DEFINITION GF LIFE INSURANCE

4
¥
=
e
2
i
s
&
£
E

ONDER 8. 1992
T t t 1 t NET 1 CUMULATIVE ¢ COWIATIVE
T ANNUAL ANNUAL 3 COMWLATIVE @ CIMILATIVE T ar 3 NET Tt MORTALITY
: PLKY @ LORM t LOAM H INTERESY mcmzxrm:mamm:smxm
AGE P _LOAM :t INTEREST : INTEREST 1 ALLOWANCE 1 (APTER TAXES) ¢ IDPENSE 1 ___CORGES
s s 0 s 0 [ ] 0 & 55,000 $ o9 $ 10,9M $ 6,60
1,206 ~1,206 110,000 1,578 10,140
[ 10,971 2,413 3,620 165,000 126 12,781 13,236
48 10,971 3,620 7,241 220,000 1,80 14,52 16,475
49 [ 3,60 10,081 273,000 12,781 27,314 19,868
w0 3,60 14,482 330, 000 12,781 40,156 23,413
s1 0 3,620 18,100 385,000 12,781 52,938 27,129
52 46,899 8™ 2%,802 440,000 31,539 21,400 3,022
s3 0, 10,418 37,29¢ 495,000 1,305 22,708 35,101
4 16,171 12,194 49,0 550, 000 897 23,602 39,30
-] 17,951 14,16 63,662 605,000 104 23,706 43,473
56 19,604 16,128 79,988 660,000 -469 23,27 47,724
TS T L4 18,687 98,676 715,000 -1,158% 22,001 52,066
s8 23,57 21,280 119,957 770,000 -1,963 20,118 56,452
% 25,954 24,138 114,093 828,000 ~2,914 17,204 60,818
60 28,642 7,206 17,179 —. 880,000 -4,027 13,176 65,086
61 31,65 30,773 22,152 938,000 -5,138 7,839 69,163
62 35,176 34,642 236,798 990, 000 -5,883 955 72,939
63 39,172 38,951 278,746 1,045,000 -3,725 ~7,769 76,231
[} 43,800 43,%9 319,516 1,100,000 =10, 943 -18,713 78,013
[2] 40,311 49,083 368, 600 1,155,000 -12,797 -31,511 81,264
66 52,869 4,999 423,499 1,210,000 -14, 448 -45,939 83,988
67 $7,723 61,249 484,748~ 1,265,000 -16,127 -62,006 07,144
68 63,017 68,100 552,929 1,320,000 =17, 955 -80,042 90,79
69 68,788 75,747 628,677 1,375,000 -19,943 -99, 988 94,945
70 3,02 84,008 712,68) 1,430,000 -22,096 ~-122,081 99,8
n 81,504 93,018 008,698 1,485,000 —.24,428 146,506 105,144
72 9,7 102,992 906, 1,540,000 -27,31 -173, 888 110,878
n 98,599 113,738 1,022,329 1,598,000 «30,758 204,646 116,786
——— " 108, 490 672 1,148,002 +630, 000 34,682 =239, 329 122,666
k] 119,703 139,840 1,286,834 1,705,000 =39,312 =278, 641 129,102
% 02,518 153,417 +440, 260 +760,000 ~44,838 =322, 479 132,853
” 144,710 16%,338 1,609,535 1,815,000 -49,071 =372,851 138,584
78 157,924 186,207 1,796,300 ’ » 000 -53,59 -426,150* 145,573
» 172,211 28, 2,001,953 1,925,000 067
—e 183,987 26,206 2,228,239 1,980,000 164,396
8l 204,13 248, 41 2,476,981 2,038,000 176,946
[ 2] 21,7 73,138 2,750,119 2,090, 000 192,256
8 240, 3498 299,5% 3,049,717 2,148,000 210,987
" 260,01 320,245 3,317,93 2, 200,000 - 233,899
(] 281,463 359, 206 3,737,1%0 2,285,000 261,803
% 303,673 392,611 4,129,781 2,310,000 295,652
[ 327,064 423,588 4,558,369 2,363,000 136,479
] 31,614 467,23 5,028, 0% 2,420,000 388, 461
9 n, 508, 764 5,534,399 2,475,000 443,963
0 403,838 553,186 6,087,588 2,530, 000 513,609
~ 9 -4a1,00 600, 608 6,688,191 2,585,000 $96,394
92 478,046 3,278 7:341,469 2,640,000 674,524
. 338,3% 712,172 8,033,641 2,695,000 743,989
Lo 02,841 778,484 8,832,126 2,750,000 799, %48
” 685,424 33,80} 9,686,007 2,808,000 032,809

ace mnount of $300,000 endowing st age 95 vith anncal preaio of 810,971,

2. Contract peicing tams are 4 peroent interest rete, 1940 €S0 mortality rate table, and loading
of 40 percent of groes presbm in first year, 10 percant {n second year, S percent in third throwgh
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Senator CHAFEE. I would remind all members of the committee
and the witnesses, too, that we have got a long schedule here today
of witnesses. We want to move through them. We want to hear
each of them. Apparently there are going to be some votes at 11:30.
They have moved it now to 11:15. So we will have to move along.
We are going to start off with the questions being limited to 3 min-
utes apiece, but if anyone wants a second round of questions, we
will do that.

Now, Mr. Chapoton, there has been some suggestion that if there
is an extension of the nondiscrimination rule to the amount of tax-
free group term insurance provided to retirees that that would be
adequate to prevent abuse and that we wouldn’t have to have a
- $50,000 cap. Could you discuss that briefly?

Secretary CHAPOTON. That'’s correct. That suggestion has been
made, and has been discussed with us. And we have looked at it.
And certainly the extension of a nondiscrimination provision to re-
tired employees would be an improvement over existing law. But
we cannot find a basis for not applying the $50,000 limit to retired
as well as to active employees. And as T point out in the statement,
the failure to do so gives group term insurance tax benefits that
are not enjoyed by qualified pension plans. So we just don’t see the
logic in doing so. We think you ought to grandfather very liberally
existing arrangements. But we don’t see the logic in the future of
making that $50,000 applicable to retired as well as active employ-
ees.

Senator CHAFEE. Now what about the effective date of September
27, 1983? There seems to be some confusion. Suppose a plan is at-
tﬁndgd to liberalize it to some degree; where are the beneficiaries
then

Secretary CHAPOTON. I believe, as I understand the transition
rules, Mr. Chairman, it is the amount of insurance that was in ex-
istence on that date. So if you had increased the insurance, the
grandfather would not apply.

Senator CHAFEE. Now let’s say that the present plan provided
that retirees receive group term insurance in an amoui ‘equal to
1Y% times their final salary. If they later amend the plan to provide
two times salary, then the 12 would be the only part that would
qualify as tax free under the transition rule. Is there anything
nlllaglc about the date? We've had some people who have said
that——

Secretary CHAPO’I‘ON. I don’t think there's any magic about the

date. No, sir.
"~ Senator CHAFEE. The provisions that you outline on the cumula-
tive limits of the loans seem very generous. Was anyone aware of
the cumulative possibilities when the leglslatxon was originally in-
troduced?

Secretary CHAPOTON. I don’t know, Mr. Chairman. This is the

er of, thing you have to put the pencil to. We have all focused on

e fact that the limits were $250,000 and $500,000. And when you
add the carryover, I think you have covered some policies that
people did not realize they were covering.

Senator CHAFEE. What would be the effect if you did eliminate
the cumulative part?
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Secretary CHAPOTON. I think the limitation would still be a very
generous limitation, but it would be appropriate.

Senator CHAFEE. I see. Thank you.

Senator Packwood.

Senator PAckwoob. For sake of brevity, Buck, I will not ask you

____about equity on this. There are other witnesses I will address it to.
Let’s talk about revenue. If we adopt a new definition of insurance,
what's the revenue loss if we eliminate the policyholder provisions?

Secretary CHAPOTON. The elimination of the policyholder——
hSer;ator CHAFEE. By policyholder provisions you mean all of
them?

Senator PAckwoob. I would just as soon eliminate all of them.
The revenue loss was—I'm curious about the revenue loss if we
eliminate the policyholder provisions.

Secretary Chapoton. Staying away from annuities_just a minute,
Senator Packwood, because I think the marketing of tax oriented
annuities does involve some revenue loss if there are not restric-
tions in that area. I would have to provide you with the figure, but
that is a significant potential revenue loss.

Senator Packwoobp. But you are assuming things will happen
that haven’t happened to date?

Secretary CHAPOTON. I’'m assuming that the marketing, the very
vigorous marketing that did happen, indeed, before Revenue
Ruling 81-255 came out, and that we are clearly seeing now active
marketing of policies.

Senator Packwoop. Buck, would you provide me with this then
before we get to markup? One,-your estimate of the revenue loss,
assuming the inclusion of nondiscrimination and the new defini-
tion, assuming no inclusion of nondiscrimination and the new defi-
nition, if we eliminate the policyholder provisions, and how you got
to those figures?

Secretary CHAPoTON. OK. Do you include in that—in annuities
there is not the discrimination provisions.

Senator PAckwoob. Skip the annuities.

Secretary CHAPoTON. Well, in the others, I will be happy to pro-
vide that to you. I'm almost certain there is relatively little, almost
no loss in the policyholder loan provision for one reason because
existing policies are grandfathered so you don’t have any effect, as
our tables point out, for a number of years. But we could expect to
see when those years pass a significant—we would expect to see—--
now, as there has been, significant marketing of such policies. And,
clearly, we think significant abuse possibilities. And at some point,
obviously, the revenue would be affected. But it's going to be well
into the future. .

Senator PAckwoob. I just want to see your estimates.

Secretary CHAPOoTON. OK.

[The information from Secretary Chapoton follows:]

The Treasury Department estimates that the policyholder provisions of S. 1992
would have a negligible revenue effect for fiscal years 1984, 1985, and 1986.

Senator CHAFEE. Senator Bentsen. -

Senator BENTSEN. Thank you very much, Mr. Chairman.

It seems to me that once you have a tough antidiscrimination
rule on the $50,000 cap that you really preclude the employer
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trying to feather his own nest so to speak. And you have a social
objective there that is a good one. And under those kind of condi-
tions, then I don’t see the limitation is necessary.

But I would like to get to the annuity question which you ad-
dressed earlier, Mr. Secretary. It seems inconsistent to me that on
the one hand you tax the variable annuities in a manner similar to
mutual funds. On the other hand, that on the distributions you
treat them as though they were from a retirement account.

In addition to that, then on the mutual fund, as I stated earlier,
the capital gain retains its character identified as a capital gain for
the investor. But on the other hand, you don’t have that kind of a
characterization when ggu are talking about the annuity account.
Now if we are going to be consistent and assume that we are trying
to encourage long-term savings and an adequately insured—if you
support that tighter definition of insurance. And on the other hand
gou say that tyou are going to be penalized if you distribute before

9% years of age. Isn’t it appropriate under those conditions to
regzg the double taxation of capital gains on variable annuities?
retary CHAPOTON. Senator Bentsen, to be consistent here is
almost impossible unless we went back and taxed annuities cur-
rently as mutual funds are now taxed because annuities enjoy a de-
ferral. Now there is no tax except on the company level capital
gains tax until the annuity is ultimately distributed, and so you get
a tremendous tax savings while the funds are held in the compa-
ny’s pocket, credited to the account of the annuitant.

I will readily admit though that the capital gain tax at the com-
pany level is a tax here, and there is a second tax when the capital
gain is distributed as ordinary income. What that really says is
that annuities cannot broaden into the growth type mutual fund
look-alike. But mutual funds would very much like to have the
rules that annuities have.

Senator BENTSEN. Well, then why in the world would you say
that you wouldn’t want to encourage the investment in growth and
in equities? It seems to me that that is a very good economic objec-
tive for our country. -

Secretary CHAPOTON. Senator, what we would be going to do that
is encourage the further imbalance. We would be giving the benefit
not onlir of total tax deferral but the benefits of bringing this tax
deferral into another area. But fthe mutual funds, banks and other
intermediaries don’t enjoy. There is almost no way to reach a level
playing field here. But the main fight is that the mutual funds
want in the annuities, the benefits the annuities have; not the re-
verse. I mean the benefits the annuities have are very, very signifi-
cant. And the argument is that mutual funds are left out as they
indeed are, and they want in. So I think the imbalance is in the
other direction, and we are not going to reach level playing field
here no matter what we do.

Senator BENTSEN. Thank you. My time has expired.

Senator CHAFEE. Senator Moynihan.

Senator MoyYNIHAN. Thank you, sir. Chairman.

Mr. Secretary, welcome back to the New Year.

Secretary CHaproroN. Thank you.

Senator MoyYNIHAN. There is going to be much joy in your world.
I have a question about a somewhat arcane aspect of Treasury rul-
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ings, one that perhaps-you can help me with. That is the standard-
ized letter the service sends out regarding to the composition of
portfolios and basic underlying insurance. It provides that no more
than 10 percent of any portfolio may be made up by any particular
security. This 10-percent limit I understand applies to Treasury
bonds as well.

This seems inconsistent from the Government’s point of view.
One part of your department is trying to sell the bonds, and the
other side is trying to tell us that you can’t buy more than a limit-
ed number. Have you any thoughts on that subject or is it just an
everyday encounter.

Secretary CHAPOTON. Senator, I really don’t. I haven’t looked at
that requirement at all.

Senator MoyNIHAN. Mr. Chairman, we have had a first. The first
time Buck Chapoton hasn’t had an answer for us. [Laughter.]

Senator CHAFEE. His average is good, as we all know.

Secretary CHAPOTON. Be happy to look at that. Certainly we do
need to sell a few bonds. [Laughter.]

Senatar MoyNIHAN. Thank you, Mr. Chairman.

“Senator CHAFEE. Does anyone have any other questions of the
Secretary? Senator Bentsen.

Senator BENTSEN. No.

Senator CHAFEE. Thank you very much, Mr. Secretary Obvious-
ly, we will be consulting with you | further as we consider this very
complex piece of legislation.

Secretary CHAPOTON. Thank you, Mr Chairman.

Senator CHAFEE. The next panel will consist of former Senator
Schweiker; Mr. Phillips; and Mr. Rolland. Gentlemen please step
right up to the desk, And if you could limit your statements to 3
minutes, that would be helpful.

STATEMENT OF HON. RICHARD S. SCHWEIKER, PRESIDENT,
AMERICAN COUNCIL OF LIFE INSURANCE, WASHINGTON, D.C.

Senator SCHWEIKER. Mr. Chairman, and members of the commit-
tee, I am Richard S. Schweiker, president of the American Council
of Life Insurance [ACLI]. With me are Ian M. Rolland, chairman
and chief executive officer of the Lincoln National Life Insurance
Co., and chairman of the board of directors of the ACLI; and
Edward E. Phillips, chairman and chief executive officer of the
‘New England Mutual Life Insurance Co., and chairman-elect of the
board of directors of the ACLI

The ACLI is a trade association representing over 600 life insur-
ance companies which in the aggregate account for approximately
95 percent of the life insurance in force in the United States, and
hold 98 percent of the assets of all the U.S. life insurance compa-
nies.

We are here to state the position of the ACLI regarding the pro-
visions of S. 1992, the Life Insurance Tax Act of 1983. The ACLI
strongly supports S. 1992.

Mr. Chairman, as you know, this proposed leglslatlon reflects
many months of work, negotiation, and compromise to resolve nu-
merous complex and sensitive 1ssues In its basic structure, it has
the broad based support of the insurance industry, including both
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mutual and stock companies. The bill will simplify and improve
the taxation of life insurance companies, and will provide needed
certainty to a number of issues that have arisen in this area.

Mr. Chairman, we urge the committee to act as promptly as pos-
sible on this legislation. As you know, the temporary TEFRA law
expired on December 31 of last year. A new permanent law this
year is absolutely critical for our industry. It is needed for proper
investment, business planning and product design purposes. We
cannot over-emphasize the absolute need we have for legislation at
the earliest possible time.

We understand that some technical amendments may be needed.
We further understand that changes are being considered in the
tax treatment of life insurance companies with respect to variable
life insurance and annuity contracts. We believe that such changes
are appropriate and that they would not change the thrust of the
legislation. In its current form, the bill would deny a deduction for
a portion of the benefit payment or reserve increase set aside for
variable contract policyholders that is funded by capital apprecia-
tion. Such amounts are fully deductible, as they should be, if cred-
ited under other types of policies.

Other witnesses will address this issue in more detail.

In closing, Mr. Chairman, we appreciate the efforts that have
been made by you, the members of this committee, and its staff to
meet our industry’s urgent need for permanent tax legislation. -

We thank you for this opportunity to testify, and we will be
pleased to respond to any questions.

Senator CHAFEE. Thank you, Senator. We will defer the questions
until each member of the panel has given his statement.

[The prepared statement of Senator Schweiker follows:]



| 88

STATFMFNT OF THE AMEPICAN COUNCIL OF LIFE INSURANCF
BEFORF. THE COMMITTEFE ON FINANCEF CONCERNING THE TAX AMENDMENT
OF LIFE INSURANCF PRODUCTS AND POLICYHOLDERS
JANUARY 31, 1984

MR, CHAIRMAM AN_D MEMBFERS OF THE COMMITTEFE:

I am Richard S. Schweiker, President of the American
Council of Life Insurance {ACLI). With me are Ian M. Rollang,
Chairman and Chief Executive Officer of the _Lincoln Mational Life
Insurance Company and Chairman of the Board of Directors of the ACLI
and Edward FE. Phillips, Chairman and Chief Rxecutivé 0€ficer of the
New England Mutual Life Insurance Company and Chairman~elect of the
Board of Directors of the ACLI. The ACLI is a trade association
representing over 600 life insurance companies which, in the aggregate,
account for approximately 95 percent of the life insurance in force
in the United States and hold 98 percent of the assets of all United
States life insurance companies.

We are here to state the position of the ACLI regarding
the provisions of S. 1992, the Life Insurance Tax Act of 1983, The
ACLI stroungly supports S, 1992, B

Mr. Chairman, as you know, this proposed leqislation re-
flects nany rmonths of work, negotiation and compromise to resolve
numerous complex and sensitive issues. 1In its basic structure, it

has the broad-based support of the insurance industry, including both

mutual and stock companies. THe bill will simpi{f& and improve the
taxation of life insurance companies and will provide needed certainty

to a number of issues that have arisen in this area.
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Mr. Chairman, we urge the Committee to act as promptly
as possible on this legislation., As vou know, the temporary TEFRA
law expired on December 31 of last year. A new permanent law this
Year is absolutely critical for our industry. It is needed&for
proper investment, business planning and product design purposes.
We cannot over-emphasize the absolute need we have for legislation at
the earliest possible time.

We understand that some technical amendments may be needed.
We further understand that changes are being considered in the tax
treatment of life insurance companies with respect to variable life
insurance and annuity contracts. We believe that such changes are
appropriate, . and that they would not change the thrust of the legis-
lation. 1In its current fdrm, th; bill wgpld deny a.aeduction for the
portion of the benefit payment or reserve increase set aside for
variable contract policyholders. that is funded by c;pital apprecia-
tion. Such amounts are fully deductible, as they should he, if
credited under other types of policies. Other witnesses will address
this issue in more detail.

In closing, Mr. Chairman, we appreciate the efforts that
have been made by you, the members of this Committee and its staff
to meet our industry's urgent need for permanent tax legislation.

We thank you for this opportunity to testify and will be pleased té

respond to any questions.
\
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Senator CHAFEE. | recognize a fellow New Englander, Mr. Phil-
lips. Please proceed.

STATEMENT OF EDWARD E. PHILLIPS, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, NEW ENGLAND
MUTUAL LIFE INSURANCE CO., BOSTON, MASS.

Mr. PHiLLIps. In the interest of time, I don’t think we have any
statement. We will be glad to respond to questions.

Senator CHAFEE. Well, we can'’t beat that.

Before we start, I want to welcome our distinguished chairman,
Senator Dole, who has arrived and is knowledgeable in this field.
Indeed he has taken a great interest in this legislation. Senator-
Dole, do you have any statement?

The CHAIRMAN. I have a statement which I will put in the

record.
[The prepared statement of Senator Dole follows:]

OPENING STATEMENT OF SENATOR DOLE

Today the Finance Committee will have an opportunity to receive testimony on a
number of proposed changes in the taxation of certain products sold by life insur-
ance companies and the taxation of insurance customers themselves. I am especially

leased today to welcome Congressmen Pete Stark and Henson Moore, who have la-
red long and hard on these issues in the House, and whose insights will surely be
of great help to us.
hile the issue of the life insurance company taxation has generated substantial
comment and has been the subject of much analysis, it seems to me that the tax-
ation of life insurance products and policyholders has received much less attention.
However, it is appropriate that, if Congress is to address the issue of life insurance
company taxation, it should at the same time address the issues involved in the tax-
ation of life insurance products. From a tax policy point of view, the taxation of
products and life insurance customers is inextricably connected with, and of equal
importance to, the taxation of life insurance companies. The industry has based
much of its product design on the tax benefits which are accorded life insurance and
related products. Probably no other industry is as sophisticated in the design of
products to maximize tax benefits.

DEFINITION OF LIFE INSURANCE

One area of concern is the definition of life insurance. Prior to enactment_of the
Tax Equity and Fiscal Responsibility Act, there were no guidelines to determine
what was u life insurance contract primarily designed to provide death benefit pro-
tection and entitled to related tax benefits and what was essentially an investment
contract. Congress established certain guidelines in TEFRA for “flexible premium”
life insurance products. These guidelines were in effect for 1982 and 1983. S. 1992
would establish similar guidelines which would, however, apply to all life insurance
contracts. Since the guidelines were derived from the flexible premium guidelines, it
is important that the Finance Committee have an opportunity to learn what impact
these guidelines would have upon traditiohal products and especially on the prod-
ucts sold by companies who had no reason to comment on the development of the
TEFRA guidelines. -

VARIABLE PRODUCTS

Of secondary concern is the treatment of variable annuities and variable life in-
surance. In a variable contract a customer has the risk of investment experience,
unlike traditional products where the cash value of the contract is guaranteed by
the insurance company and not subject to loss. Under present law there i a major
difference in the treatment of variable life insurance and variable annuities. Vari-
able annuities are accorded significantly less favorable tax treatment than variable
life insurance, essentially because Congress was concerned that, if the tax treatment
of variable annuities was made more attractive, the variable annuities would unfair-
ly compete with mutual funds. S. 1992 would extend the tax treatment of annuities
to variable life insurance. I am pleased that we have several representatives of com-
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panies who sell variable contracts and look forward to their comments on the pro-

posed changes.

ANNUITIES

Much of the concern about the variable annuity tax rules centers on how comfort-
able Congress is that the basic rules for taxation of annuities generally are adequate
to accomplish the goals desired by Congress and to prevent the use of annuities as
ordinary investment vehicles. S. 1992 would impose penalties similar to individual
retirement accounts for withdrawals prior to typical retirement age. The penalties
would, however, be imposed at half the IRA penalty rate. In TEFRA Con im-
posed early withdrawal penaltises for as maximum of 10 years. We should explore
whether the rate of penalty and time period are adequate to insure that annuities
are used, not as general savings vehicles, but as tax-preferred savings for retirement

purposes.
GROUP TERM LIFE INSURANCE

A fourth area that is addressed by S. 1992 is group term life insurance for retir-
ees, S. 1992 imposees requirements that such life insurance must be provided on a
nondiscriminatory basis, and also that the same $50,000 cap on excludable life insur-
ance must be applied to retirees and active employees. Some have questioned wheth-
er these two rec}uirements are appropriate to prevent use of group term life insur-
ance as a special retirement or severance arrangement for key employees. It will be
helpful to hear from witnesses whether there are any abuses allowable under
present law and whether merely imposing a nondiscrimination rule, for example,
would be sufficient to prohibit any abuses.

POLICYHOLDER LOANS

A fifth issue is whether any limitations should be imposed on the ability to take
an interest paid deduction for interest paid with respect to loans from a life insur-
ance policy. The limitations imposed in S. 1992 are at very generous levels, and a
question is presented whether these limitations will have any impact at all in the
marte:gtllaoe and whether current law has allowed potentially abusive policies to be
marketed. ‘

NONDEDUCTIBLE IRA’S

Finally, S. 1992 also would allow taxpayers to make nondeductible IRA contribu-
tions of up to $1,750. Several questions, in addition to revenue impact, are presented
by this new savings incentive, not the least of which is the impact on the marketing
of traditional annuities.

In conclusion, these hearings will provide an opportunity to hear the views of
sponsors, Treasury, life insurance companies, agents, and other interested persons. 1
am ;ure the testimony will be helpful to the committee in its further deliberations
in this area.

Sianator CHAFEE. Well, we are going along very nicely. [Laugh-
ter. =~ - -

The CHAIRMAN. I understand we have three votes starting at
11:15-s0 it’s going to be a.long day unless we move.

Senator CHAFEE. Right. One question. Obviously, by supporting
this legislation you are supporting the $50,000 cap on tax free
group term insurance for retirees and also the limitations on the
deductibility of interest on certain policyholder loans.

Mr. RoLLanD. Well, I would say if any of us in lividually had to
write this legislation we would probably do it differently. But it is a
combination of compromises which we in the ACLI and the stock
and mutual segments of our industry have agreed to support. As
we have said, we support the legislation very strongly. It is a pack-
age of compromises that we think will benefit our ind)\,xstry.

Senator CHAFEE. Fine. :

Senator SCHWEIKER. I wonder if we could just ask for a mutual
comment on that.
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Senator CHAFEE. Yes.

Mr. Phillips.

Mr. PHiLLIPS. Yes, Mr. Chairman, I would concur with the state-
ment Mr. Rolland has made and emphasize how badly we who are
trying to operate life insurance companies in this country need tax
legislation.

Senator CHAFEE. Fine. Thank you.

Senator Packwood. -

Senator PAckwoob. Mr. Phillips, you are a mutual?

Mr. PuaiLLips. Yes, sir.

Senator PAckwoop. We are well versed in this committee with
interest groups and companies alerting their shareholders, stock-
holders, depositors and what not to write us in volumes about
things we might pass in this committee they don’t like, one of the
latest being the withholding on interest and dividends. -

You are owned by your stockholders, your policyholders. What
action did you take to notify them as to the affect on the policy-
holder that this legislation might have?

Mr. PuiLLips. No action, Senator.

Senator PAckwoob. No action at all?

Mr. PHiLLips. That’s correct.

Senator PAckwoob. If the policyholder provisions in this bill, and
especially the limits on deductibility of interest and the amount of
group life, were eliminated, would you still support the bill?

Mr. PriLuips. If the provisions in the bill presently with restric-
tions on the amount of deductibility of policy loan interest were re-
moved, I would not be able to support that change unless someone
could guarantee me that it would not impair passage of the bill. It
is not certainly a provision that starting from scratch, Senator, I
would have chosen to include in the bill. But on the other hand,
there are a couple of dozen more that I wouldn’t have chosen to
include in the bill either. -

Senator PACKwooD. I might be able to guarantee you that if they
are not removed, I will do the best I can to insure that no bill is
passed.

Mr. PHiLLIPs. Yes, sir.

Senator PACKwoop. You can pay your money and take your
choice as to which way you want to go. [Laughter.{

Now let me ask the question again with that premise. Assuming
the bill will be passed, will you support the bill if we eliminate the
Iimitg on amount, eliminate the amount on the group life insur-
ance? -

Mr. PHiLLips. Well, it’s a very delicate question for me to attempt
to answer. The American Council of Life has taken the position of
support of S. 1992 as is, as_a result of a great deal of difficult com-
promise activity, which I am sure you are aware, Senator. If you
ask me to pick it apart and say what I supported if such and such
or so and so was dropped out, you are putting me in a very difficult
position. .
hEenator Packwoobp. With your permission, I would like to do
that. -

Mr. PHiLuips. With your permission, I would like to repeat in
part my first answer and say provided the bill would pass so we
would get tax legislation essentially as it is today with that one
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provision, would that cause me as representing New England Life
to abandon my support of the bill, I think the answer to that is no,
sir, it would not. ,

Senator PAckwoop. Mr. Rolland.

Mr. RoLLAND. I would say the same thing. If you can assure us
passage of this legislation, I would just emphasize the importance
of getting this very quickly. If you could guarantee that passage,
obviously, the elimination of these provisions would not cause us or
me personally to withdraw support. But that’s a pretty big stipula-
tion up front, I would say.

Senator Packwoob. I have no further questions, Mr. Chairman,
other than to comment it is easier to stop legislation than to pass
it.

Senator CHAFEE. Senator Bentsen. -

Senator BENTSEN. Thank you, Mr. Chairman.

I think there is some confusion with respect to the proposal to
amend the treatment of the variable contracts under this bill. And
therc is some perception on the part of people that this is a means
of life insurance companies being able to avoid capital gains tax.
However, as I understand what you are trying to do, you are talk-

~ing about the discriminatory treatment because capital gains are
included in the income of a life insurance company. But the compa-
ny doesn’t get any deduction if you set that capital gains aside for
th;at particular policyholder. Isn’t that really what we are getting
to! —

Mr. PHiLLIPs. It seems to me, Senator, in this legislation you
have established a very important principle and that is amounts
credited to customers should be fully deductible. That's a part of
this bill we strongly support. These capital gains on both variable
annuity and variable life contracts are amounts credited to custom-
ers. It seems to me, therefore, that consistent with the basic princi-
ple of this legislation that it makes sense for companies to have -
full deductions for these capital gains. I don’t see that it is essen-
tially different from our ability to get full deduction for dividends
and interest on other kinds of investments.

Senator BENTSEN. It adds up to the same thing.

Senator CHAFEE. Thank you. Senator Dole.

The CHAIRMAN. I would just ask either the other witnesses or.
you two questions. How many life insurance policies issued by your
company would be affected by the policy loan provisions of S. 19927
And what percentage of your policies woi.ld be affected?

Mr. PuiLLips. I would answer, Senator Dole, by saying that we
have not been able to determine that exactly, but it would be a
very small percentage.

The CHAIRMAN. A very, very small percentage. - -

Mr. PHiLLips. Yes, sir.

The CHAIRMAN. Maybe you could supply that for the record.

Mr. PHiLLIPS. Yes, sir. I would be happy to try.

[The information from Mr. Phillips follows:]

34-146 O - 84 -~ 7 -
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New ENGLAND MutuaL LiFe INsURANCE Co.,
Boston, Mass., February 22, 1984.

Hon. EpGar R DaNiELSON,
Senate Committee on Finance,
Washington, D.C.

DearR MR. DanieLsoN: You have asked us to review the testimony of Mr. Edward
E. Phillips, Chairman of the Board and Chief Executive Officer of New England
Life, which was presented to the Senate Finance Committee on January 31, 1984.
Enclosed is a copy of the transcript as requested. I have reviewed this testimony and
find that no changes are required.

In addition, Mr. Phillips was asked to submit information in respect to the per-
centage of New England Life’s policies which would be affected by the policy loan
provisions of S. 1992.

At the request of Mr. Phillips, I submit the following response to you for the
record: ‘‘Based upon an analysis of our policies records, there are presently less
than 1 percent of the policies now in force with loans that today would be affected
by the policy loan provisions of S. 1992. However, although we can’t state precisely
how many of our present policies would in the future be affected by the policy loan
limitations of S. 1992, we are confident that the numbers of such Policies could in-
crease substantially from the present numbers actually determined.”

Please let me know if you need any additional information.

Respectfully yours,
KernNaN F. KiING.

Senator CHAFEE. Did you say policy loan provisions?

The CHAIRMAN. Yes. Policy loan provisions.

If I may ask another question, what is the most typical amount
of group term life insurance? One times salary? Two times salary?

Mr. PHiLuIps. I would say somewhere in the neighborhood of one
?r two times salary would be a fairly typical group insurance bene-

1t.

Mr. RoLLAND. That would be our experience, too, Senator.

The CHAIRMAN. Let’s just assume you had an employee with a
$33,000 salary and a life insurance benefit of three times salary,
$100,000. What would be the tax cost of this benefit under S. 1992,
assuming a retiree at age 65 with an average pension benefit and
no other significant income other than social security?

Mr. RoLLAND. You would have a tax on of $50,000 of group term
life. I think the total taxable income for that amount of insurance
would be somewhere in the neighborhood of $600 or $700 per year.
I think the tax in that case is probably no more than $100 per
year.

The CHAIRMAN. Let me just continue Senator Packwood’s com-
ments. We understand there is some urgency in getting this legisla-
tion passed. We are going to have only one tax bill this year, hope-
fully, and we would like to put it all in one little package or one
big package, depending on your point of view. And so if you can
help us get together this down payment on the deficit, we will put
all this in a nice little package and put it on the reconciliation bill,
which is on the Senate floor, and, hopefully, pass it by April, and
then go home. That would be my wish.

If you are really interested in getting the life insurance package
pasied then help us with all the others. You have a lot of contacts
up here.

Senator SCHWEIKER. We have the messag:, Senator.

Mr. RoLLAND. And, Senator, I would say we have already started
a very extensive lobbying effort in our industry in both the House
and the Senate to try and get our bill passed. I would say this, that
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just to emphasize the absolute importance of getting this legisla-
tion passed this year we are trying to run our companies and price
our prodnucts in an atmosphere of total uncertainty about our tax-
ation. And I would say we will do our best to help you with your
tax bill, but I hope that there would be a recognition of our prob-
lems ultimately as well.

The CHAIRMAN. My comments shouldn’t be construed any hostili-
ty toward the life insurance industry.

Mr. RoLLAND. I understand.

The CHAIRMAN. It's just a matter of hard, cold facts. I mean any
bill you move out here is going to be amended with 50 or 60
amendments on the Senate floor unless we have some arrangement
or some package. Whether it was mortgage revenue bonds or life
insurance or leasing or whatever it is, it is open to amendment on
the Senate floor. So what we need is for the House to pass that
little revenue bill that is tied up with the IDB fight and send it to
us, and then we are in a position to amend it and go to conference.

I think we have fair agreement on this committee. We have some
differences on the level of revenue and things of that kind, but
those issues are not too hard to resolve out.

Senator SCHWEIKER. Mr. Chairman, I think it should be made
clear on the record that the position of the ACLI is frankly to try
to do something in support of the deficit problem. That historically
has been our position. That's our Economic Subcommittee’s posi-
tion so we are basically in support of your efforts, and have been
for some months. And we commend you for them.

We certainly will do what we can to help. One of our problems is
we are sort of a popular industry because over in the House they
want us to help get the IDB bill through too. And we are sort of
piggy-backing on that. And I just hope that in the process we can
get our own bill through.

But we certainly are going to try to do what we can.

The CHAIRMAN. It would be awful if you got all the other bills
through and not yours, wouldn't it? [Laughter.]

Senator CHAFEE. Thank you very much, Senator.

- The next panel consists of Mr. Morton of John Hancock Mutual
g)fi? Insurance; Mr. Garber; Mr. Thomas Anderson; and Mr. Edwin
en.

Mr. Morton, why don’t you start right off.

STATEMENT OF E. JAMES MORTON, PRESIDENT AND CHIEF OP-
ERATIONS OFFICER, JOHN HANCOCK MUTUAL LIFE INSUR-
ANCE CO., BOSTON, MASS.

Mr. MortoN. Thank you, Senator. I'll be brief because I know
time is limited. My name is James Morton, and I am president of
the John Hancock Mutual Life Insurance Co. I am happy to be able
to appear here today.

Senator CHAFEE. Now I don’t know how long your statement is,
but if you could summarize it in 3 minutes, we would appreciate it.

Mr. MorToN. It is going to take 1 minute, I hope.

We generally support S. 1992. We believe that it’s a reasonable
approach to a permanent tax structure for the life insurance busi-
ness. The reason I'm here today is to urge the committee to elimi-
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"nate that provision of S. 1992 which would impose a new and
unique tax on variable life insurance by reserve deduction limita-
tion.

You have heard about this in previous testimony from Dick
Schweiker and also from Secretary Chapoton. I don’t think that I
have to go into the details. But we have in variable life insurance a
product which is clearly a life insurance product. As a matter of
fact, it is rapidly becoming John Hancock’s principal life insurance
product. It requires specified premiums and provides a guaranteed
death benefit. The amount of life insurance may be adjusted to re-
flect investment experience, but it may never fall below the initial
guaranteed death benefit.

Whatever the investment results may be, all of the investment
income is used to provide additional life insurance. So this is really
a life insurance policy.

This product has a lot of consumer appeal. We expect more than
half our business in 1984 to be sold in this form. And so I urge that
your committee amend the bill to remove the discriminatory tax
burden on this product.

Mr. Garber and I have a prepared statement that we filed with
you that goes into much more detail, and explains how we believe
that this could be done.

I am ready to answer any questions.
| [Tlie prepared joint statement of Mr. Morton and Mr. Garber fol-
ows:
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STATEMENT BY
MR. E. JAMES MORTON, PRESIDENT AND CHIEF OPERATIONS OFFICER
OF JOHN HANCOCK MUTUAL LIFE INSURANCE COMPANY
~ AND
MR. HARRY D. GARBER, SENIOR EXECUTIVE VICE PRESIDENT AND
- CHIEF FINANCIAL OFFICER OF
THE EQUITABLE LIFE ASSURANCE SOCIETY OF THE UNITED STATES
ON

TREATMENT OF VARIABLE LIFE INSURANCE IN
S. 1992 -- THE LIFE INSURANCE TAX BILL OF 1983

TO
COMMITTEE ON FINANCE

UNITED STATES SENATE
January 31, 1984

Equitable and John Hancock market variable life
insurance ("VLI'") through subsidiaries as one of their major
products. VLi is a relatively new form of 1ife insurance under
which the death benefit varies, but never below the initial
face amount, based on the investment performance of a life

insurance company separate account.

While Equitable and John Hancock support the basic
provisions of S. 1992, The Life Insurance Company Tax Bill of
1983, we urge that the specific company tax section applicable
to VLI be révised to eliminate a new and highly discriminatory
tax burden that would otherwise be imposed on this important

product in the individual l1ife insurance market.
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This is not a mutual-stock issue. Our position has
the support of both stock and mutual companies offering, or
contéhplating the offer of, this product. A list of companies
endorsing this statement is appended hereto.

Since Equitable and John Hancock have more VLI in
force than Q;} other companies, we are in a unique position to
offer our experience and expertise to the Committee and thus we
have been asked to take the lead in making this statement. As
indicated by the attached endorsements, many other life
insurance companies either have entered, or are about to enter,

the VLI market and have incurred considerable developmental

cost in the process.

SUMMARY OF PRINCIPAL POINTS

1. S. 1992 unfairly discriminates against variable

life insurance by denying the life insurance company a

deductioﬁdfor amounts of capital gain income credited to

reserves for policyholders. In the case of every other life

insurance product, S. 1992 allows deductibility of all amounts

credited to or for the benefit of policyholders.
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2. Such treatment is unwarranted because VLI qualifies

as life insurance under the bill and is not an investment

product. It competes with other life insurance products, not

investment funds.

3. Unless S. 1992 is changed to eliminate the

discriminatory company tax burden, VLI will not be competitive

with other life insurance products and companies issuing it

will suffer irreparable harm.

4. A proposed compromise offer to allow policyholders

a basis adjustment does not eliminate the discrimination as

against other types of life insurance. The only reasonable

solution is to eliminate the discriminatory company tax burden

on VLI.

DISCUSSION

1. S. 1992 materially discriminates against VLI.

S. 1992 (and its counterpart, H.R. 4170) imposes a
unique tax iurden on VLI to the extent that the reserve
supporting the death benefit is funded by investment income in
the form of capital gains. The bill, in effect, discriminates

against VLI solely on the basis of the type of investment
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income used to fund the death benefit. The new tax burden is
imposed by denying a deduction for amounts added to reserves
for policyholders. It is a tax burden not imposed on VLI under

either the 1959 Act or the stopgap legislation. ~

To single out a particular source of income as a basis
for denying a reserve deduction is not a rational basis for
taxation; no similar tax is imposed by S. 1992 on other life
insurance products (including universal life) with which VLI
must compete or even on a VLI policy which generates only

ordinary income.

Undep S. 1992, as applied to life inéurance products
generally, items of investment income -- including capital
gains -- are offset by a tax deduction for reserve or benefit
- additions generated by such investment income. For life
insurance products other than VLI, reserve increases are
deductible without regard to the source of the income giving
rise to the reserve or benefit increase. Thus, all forms of
investment income for such life insurance products, including
capital gains, can be fully passed on to the policyholders
without inpo;ition of tax at the company level. Only in the

case of variable contracts is a different rule prescribed.
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Whether the investment return is in the form of
dividends and interest or appreciation in the value of the
underlying investments or, as is most common, a combination of
both, should be irrelevant for purposes of determining the

amount of the reserve deduction.

In fact, in the case of common stock investments, the
form of the investment return (i.e., dividends or appreciation
in the value of the stock) will depend on the decision of the
payor corporation as to what portion of its earnings to retain
and what portion to distribute as dividends, a matter outside

the direct control of the insurance company investor.

2. VLI is life insurance, not an investment product.

VLI has been on the U.S. market since 1976 and is now
offered by a number of major life insurance companies, both
mutual and stock. VLI accounts for almost 50 percent of John
Hancock's, and 25 percent of Equitable's, new sales of

individual 1ife insurance.

VLI appeals primarily to middle income individuals
seeking life insurance protection with a hedge against the
effects of inflation. The average annual premium for John

Hancock VLI policies is a modest $550 and for Equitable, about
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$890. Over half of Equitable's VLI policy sales in the first 9
months of 1983 were for the minimum face amount of $25,000.
Almost two-thirds of John Hancock's individual 1ife insurance

sales to middle income buyers now consist of VLI.

VLI is designed to do basically the same thing as more
traditional forms of life insurance: that is, provide 1ife
insurance protection. The unique feature of variable life
insurance is that the death benefit is automatically adjusted
to reflect the investment performance of assets maintained by
the company in a separate account funded by the premiums from
the VLI policyholders. (The death benefit can never fall below
the initial fgce amount, however, regardless of the investment

performance of the underlying assets.)

VLI essentially offers policyholders a means to have
their 1ife insurance coverage automatically adjusted to meet
\

current economic conditions, particularly in times of inflation.

Although the policyholder bears some of the investaent
risk under the policy in relation to benefits provided above
the initial face amount of insurance, the issuing company
nonetheless bears all of the risk of adverse mortality
experience, thus making the policy one of life insurance for

Federal tax purposes under the histortical test laid down by the
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United States Supreme Court in the landmark case of Helvering

V.

LeGierse, 312 U.S. 531 (1941).

There is nothing in the VLI design that would warrant

the discriminatory tax treatment in S. 1992:

-~ As in the case of traditional whole life insurance,

a VLI policyholder pays a level fixed premium and
in return is guaranteed a specified minimum death
benefit. The premium for a VLI policy with a
specified guaranteed death benefit is comparable
to that of a traditional fixed benefit policy with

the same face amount.

Although the death benefit may be adjusted from
time to time pursuant to the variable feature, it

will never be less than the initial level.

Unlike a mutual fund, in which investment return is

reflected dollar for dollar, VLI converts each dollar of

favorable investment experience into multiple dollars of

additijonal life insurance which would qualify as such under the

definition of life insurance contained in S. 1992. Urnder the

John Hancock design, the ratio of death benefit to cash value

is never less than under a comparable traditional level premium
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whole 1life insurance policy. Under the Equitable design, each
increment has a ratio of death benefit to cash value equal to

that under traditional paid-up additions for a like amount.

As a life insurance product, VLI'involves the usual
mortality and expense charges. It does not, and cannot,
compete with investment vehicles such as mutual funds. If, for
example, a policyholder surrenders his VLI policy after a
period of favorable investaent experience, the surrender value
will not reflect all of the favorable experience since a
significant part will have been applied to provide additional

life insurance protection.

Purchases of VLI are made to provide basic life
insurance protection and not investment return. No one
interested purely in fund accumulation would buy VLI; fund
accumnulation is merely incidental to the life insurance

protection provided under such a policy.

However, to eliminate any possibility of abuse, S.
1992 contains a definition of '"life insurance'" intended to
exclude overiy investment-oriented products from favorable
treatment as life insurance. That definition applies to VLI in
the same manner, and with the same safeguards, as in the case

of traditional life insurance, thus assuring that VLI will
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qualify as life insurance only if it continuously meets the

tests of the bill.

3. Unless the bill is amended to eliminate the

discriminatory company tax burden, VLI will be noncompetitive

with other life insurance products and the companies issuing it

will suffer irreparable harnm.

The proposed tax burden would irreparably harm the
development of VLI, which is a very important product from the
standpoint of both policyholders and the life insurance

industry.

It offers an option that ought to be available to
consumers on a tax-neutral basis. Instead, S. 1992 puts a tax

penalty on this option.

The competitive effect on VLI of such disparate
treatment would be magnified by the fact that the new tax
burden would have to be described in the prospectus to be
furnished in connection with the sale of VLI. This would
lessen the task of selling a competing product; the salesperson
for that product could point to the discussion of the tax
burden in the VLI prospectus and make the argument that, since

his product does not have such a tax burden, it can
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presumptively return more to the policyholder (even though this
msy not in fact be the case because of different gross

investment yields and expense and mortality charges).

To be competitive in the marketplace, all permanent
1ife insurance products, including VLI, require the life
tnsurance company to invest premium dollars and realize a
competitive return on that investment. If a VLI policy earns
an annual return of 12 percent, of which one-third represents
realized long-term capital gains, the tax resulting from the
disallowance of the reserve deduction attributable to the
capital gains would amount to 112 basis points (1.12 percent!),
a disparity in return which the issuer would have to disclose
and in ligﬁt of which the existing product could not survive in

the marketplace.

It is true that present law denies a reserve deduction
(ulth\no offsetting income adjustment) for amounts attributable
to capital gains in the case of nonqualified variable
annuities. This tax treatment of variable annuities, however,
s not a useful precedent. It was developed in 1962 against a
different histprical background and is not based on any sound
tax principle. Instead, it discriminates against varjable

annuities as compared with their general account counterparts.

The present variable annuity treatment should be corrected; the
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inequities in this treatment should not be compounded by

extending them to VLI.

In fact, because of this discriminatory tax, many
companies have been effectively forced out of the nonqualified
variable annuity market, while other companies have
significantly limited the types of investments under these
policies. This is what happens to an insurance product when
the tax law discriminates against it materially in favor of

competing products.

4. A Policyholder Tax Ba3is Adjustment is Not a Viable

Coapromise; the Discriminatory Company Tax Burden on VLI Should

Be Eliminated.

In an effort to mitigate the effects of double
taxation of variable contract capital gains under the bill
(first, a capital gains tax of 8 percent at the company level
and then an ordinary tax on the net gain realized by the
policyholder in case of surrender), it was suggested during the
House consideration of the tax bill last fall that a possible
coapromise of the issue might be to allow the policyholder to
increase his tax basis, for purposes of determining his taxable
income on a surrender, by the amount of any separate account

capital gain income previously tax-? to the life insurance

coupany.
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The compromise is fundamentally objectionable in that
while it would prevent a double tax on capital gains in the
event that the policyholder were to surrender his policy before
death, it would have no effect in the case of a policyholder
who keeps his policy until death. In the case of such a
policyholder, who has used the policy for its primary purpose
of providing life insurance protection, a basis adjustment is

irrelevant.

Moreover, the compromise proposal does not deal with
the most fundamental objection of all that VLI would remain as
the sole life insurance product which would be subjected to a
tax burden on income, i.e., capital gains, set aside in

policyholdef reserves.

Finally, the coaproamise rule is so foreign to the
treatment of 1ife insurance generally that it would require a
radical change in the marketing and administration of VLI as

well as a substantial re-education of the policyholder.

- Proposed Amendment

Accordingly, S. 1992 should be amended to eliminate
the above discriminatory treatment of VLI and thereby allow it
to compete on an equal footing (i.e., a tax-neutral basis) with

other life insurance products in the marketplace.
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As indicated above, the adverse tax burden on VLI
occurs under S. 1992 because proposed new Section 817(a)(1l) of
the Code cancels out reserve additions (which would otherwise
be deductible) to the extent they are attributable to realized
or unrealized capital gains. The proposed new Section
817(d)(2) provides a compensating increase in the company tax
basis of the assets in the separate account to offset the loss
of the reserve deduction, but only in the case of pension plan

contracts.

The discriminatory tax treatment of VLI should be
elininated by amending the company tax basis adjustment
provisions of proposed Section 817(d)(2) to allow such company
basis adjusénent for all variable life insurance contracts,
whether or not sold to pension plans. (We understand that
other witnesses here today will present a similar case for

extension of such basis adjustments to variable annuities.)

This amendment would produce a tax for VLI consistent
with 1ife insurance reserve tax accounting principles generally
applicable under S. 1992. It would have a negligible effect on
revenue. It cannot result in a reduction of Federal tax
.revenues since there is presently no tax burden on VLI capital
gains under the 1959 Act or the stdpgap legislation.

Furthermore, if S. 1992 remains in its present form,

34-146 0 ~ 84 - 8
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individuals who would otherwise have purchased VLI policies
will simply switch to other kinds of life insurance policies,
and there will be no new tax revenues generated. As noted,
this has been the expérience under the present tax structure

with respect to nonqualified variable annuities.

In conclusion, we urge the Committee to revise S. 1992
in the manner we have proposed in order to allow VLI to provide
maximum benefits to its policyholders and to compete with other
life insurance products. We would be happy to attempt to

furnish any additional information which the Conuittee may

think helpful and to work with staff.

Respectfully subaitted,

E. 'James Morton,

President and Chief Operations
Officer

John Hancock Mutual Life -—-
Insurance Company

Harry D. Garber,
Senior Executive Vice President

and Chief Financial Officer ‘*'
The Equitable Life Assurance

Suciety of the United States
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APPENDIX

We have been authorized by the following life insurance companies
to indicate that they endorse this statement on the tax treatment
of variable life insurance in S$.1992:

Bankers Security Life Insurance Society

Bome Life Insurance Company

Massachusetts Mutual Life Insurance Company
Metropolitan Life Insurance Company

Monarch Resources, Inc.

New England Mutual Life Insuggnce Company

New York Life Insurance Company

The Northwestern Mutual Life Insurance Company
Provident Mutual Life Insurance Company of Philadelphia

‘The Prudential Insurance Company of America

Senator CHAFEE. I take it the balance of the witnesses are going
to agree with your point of view. It would be helpful if you would
also try to address the arguments that you heard Mr. Chapoton
raise.

Please begin, Mr. Garber. Do you agree with Mr. Morton?

STATEMENT OF HARRY D. GARBER, SENIOR EXECUTIVE VICE
PRESIDENT AND CHIEF FINANCIAL OFFICER, EQUITABLE LIFE
ASSURANCE SOCIETY OF THE UNITED STATES, NEW YORK, N.Y.

Mr. GARBER. Yes, I'm on the same line. I think the arguments
that Mr. Chapoton has made on variable life were very supportive
of the industry position so that I don’t know how much I may be
beating a dead horse here in doing this. There are two important
things to stress on this subject. One is that having established defi-
nitions of life insurance which apply to all kinds of life insurance,
and variable life will meet those definitions at all points, I believe
that the chance this product will be competitive with mutual funds
or of interest to mutual fund policyholders is very remote. So the
comparisons here ought to be made with other life insurance poli-
cies.

I have one sentence on the mutual fund comparison that I would
like to read for the record: ‘““There is no basis for building the VLI
tax structure based on another type of product sold to different cus-
tomers by different salespeople for different purposes.” I think both
Mr. Morton and I find that the variable life insurance product is
sold essentially to middle income people. The amounts of premium
per year are relatively small. It is used for life insurance, and it is
not an investment product.

Further, we have found that the termination rates under this
product, although it’s early in the market, are comparable or a
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little bit lower than regular life insurance. Sc people aren’t using it
aslan investment, but they are using it like a regular life insurance
policy.

My second point—and I’'m not sure whether Buck covered this or
not—is that, in fact, the proposal to extend the present rule for
variable annuities to variable life, the taxation of the reserve in-
creases attributed to realized capital gains, is an aberration in the
Tax Code. This was a solution that was developed in 1959 in a
great big hurry to solve an apparent problem between variable an-
nuities and mutual funds. It's a pragmatic, one of a kind, solution
that is nowhere else in the code. The practical effect has been to
price variable annuities out of the market. Very few variable annu-
ities have been sold. So it is clearly overbalanced as a solution.
This is not a model to extend to variable life insurance because it
has even less applicability to variable life than it does to variable
annuities.

I will be glad to answer any questions.

Senator CHAFEE. Well, we will get to the questions when we hear
from the full panel.

STATEMENT OF THOMAS R. ANDERSON, CHIEF EXECUTIVE OFFI-
CER, KEMPER INVESTORS LIFE INSURANCE CO., CHICAGO, ILL.,
ON BEHALF OF THE COMMITTEE OF ANNUITY INSURERS,
WASHINGTON, D.C.

Senator CHAFEE. Mr. Anderson.

Mr. ANDERSON. Thank you, Senator.

My name is Thomas R. Anderson. I am the chief executive officer
of Kemper Investors Life, and I am testifying on behalf of the Com-
mittee of Annuity Insurers, which is a group of 22 leading annuity
writers.

Overall, we support the enactment of the bill before us, S. 1992,
with an amendment dealing with capital gains tax o: variable con-
tracts. Specifically, we believe that the capital gains tax at the
company level on nonqualified variable annuity contracts needs to
be eliminated.

This tax is clearly unfair and unwarranted. And it's contrary to
the tax treatment of all other annuity insurance products. We
submit that a variable annuity contract is a very important and so-
cially desirable financial planning vehicle. It is a retirement vehi-
cle. And I believe that TEFRA, as well as this bill before you gives
you great assurance that it is a retirement savings vehicle. I have
to ask why we are trying to discriminate against such a socially de-
sirable product. I also ask why we are discriminating against
equity investment as a funding vehicle for these types of retire-
ment products

Therefore, this is clearly an issue of double taxation. There is a
tax at the capital gains rate at the company level, followed at a
later date by an ordinary income tax rate to the individual when
he starts taking it out. That is clearly unfair, and it is clearly
double taxation

We are aware of the “basis adjustment alternative” which has
been proposed by the staff. In our opinion this fails for several rea-
sons. One, it would be very difficult and costly to administer.
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Second, it would be confusing if not totally incomprehensible to
policyholders, and finally there is really no revenue gain to the
Treasury when compared to our proposal.

Again, I would be happy to answer any questions later.

Senator CHAFEE. Thank you.

[The prepared statement of Mr. Anderson follows:]

—



114

STATEMENT

'OF |
THOMAS R. ANDERSON

ON

BEHALF OF

THE COMMITTEE OF;ANNUITY INSURERS
ON
S. 1992

COMMITTEE ON FINANCE
U.S. SENATE

January 31, 1984



116

Mr. Chairman and other disgi?guished Members of the
Senate Finance Committee, my name is Thomas R. Anderson, Chief
Executive Officer of Kemper Investors Life Insurance Company.

I appreciate this opportunity to appear before you today to pre-
sent the views of the Committee of Annuity Insurers on the tax
treatment, at the company level, of variable annuity contracts
under S. 1992, In particular, we wish to express our deep con-
cern over the bill's continuation of the current double tax on
capital gains allocable to nonqualified variable annuity con-
tracts.

The Committee of Annuity Insurers, which consists of
nineteen of the leading annuity writers in the insurance industry,
was formed in 1981 for the purpose of monitoring legislative and
regulatory issues affecting the annuity industry and annuity
policyholders. A list of the member companies of our group is
attached as Appendix A, along with a list of other companies sup-
porting this statement.

Before turning to a discussion of the variable annuity
issue, I would like to state that the Committee of Annuity In-
surers urges this Congress to move expeditiously to enact per-
manent life insurance tax legislation. With the modification we
are proposing today, S. 1992 will provide a viable framework for
the taxation of life insufance companies, and therefore, we urge

its prompt consideration by your Committee. -

what Is A Variable Annuity Contract?

The variable annuity contract, like its forerunner

the fixed annuity contract, has become an important instrument
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the company tax treatment of all other annuity and insurance

products. Furthermore, this means that such gains will ulti-
mately be taxed twice, since these amounts will be taxed once
when realized by the separate acccunt and once again at ordi-

nary income tax rates when paid to policyholders.

Regretfully, Mr, Chairman, this tax treatment is
preserved in S. 1992 (and Title II of H.R. 4170). Proposed new
gsection 817 would continue to extract this double tax on vari-
able annuity contracts, and, for the first time, would subject
variable life contracts to this same tax treatm;nt.

More specifically, under current law and S. 1992, in-
surance companies are generally allowed to deduct increases in
their life insurance reserves., However, section 801(g)(6) of
the Code 2/(and proposed new section 817) denies any deduction
for increases in life insurance reserves allocable to capital
gain income attributable to variable annuity separate account
assets. The statute goes on to tax any realized asset appreci-
ation which gave rise to those reserves. Thus, the capital

gain on nonqualified variable annuity contracts (and variable

life contracts) is recognized and is taxed at the company

2/ Unless specified otherwise, all references to the Code will
be to the Internal Revenue Code of 1954, as amended.
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3/
level. This treatment is entirely inconsistent with the

treatment accorded to all other insurance products., Further-
more, when the policyholder receives payments under the vari-
able annuity contract these same dollars are taxed again at
ordinary income tax rates to the policyholder pursuant to the
rules of section 72 of the Code.

It should be noted that, if the same company elected
to invest the variable annuity premiums in assets giving rise
to ordinary income rather than capital gains, no double tax
would arise. We believe that, as a matter of tax policy, it
should be irrelevant whether variable annuity premiums are
invested in capital gain producing assets or ordinary income
producing assets,

Mr. Chairman, we believe that this double tax is pat-
ently unfair, There can be no doubt that the variable annuity
is an important instrument for responsible and conscientious
taxpayers in the planning of their own financial security. It
should not be taxed to the point where it cannot compete with

other insurance and annuity products in today's market,

3/ 1ssuers of qualified variable annuity contracts are allowed
under section 801(g)(7) of the Code to increase the basis of
the separate account assets to reflect appreciation allocable
to those assets. Hence, although issuers of qualified variable
annuity contracts are denied deductions for increases in their
reserves, they are not subject to capital gains tax on the ap-
preciation necessitating those reserve increases,
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In its report accompanying H.R., 4170, the House Commit-
tee on Ways ;nd Means noted that they were retaining the current
capital gains tax "in order to equalize tax treatment of insurance
products based on investment funds and direct investment in such
funds.'i/ A variable annuity is not, nor has it ever been, the
same as a money market account or a mutual fund. Furthermore,
while this market equality "justification” may have been accepted
by some when the original provision was enacted, it is highly
inappropriate today in light of the changes which were made in
the tax treatment of annuities, including variable annuities,
at the policyholder level in the Tax Equity and Fiscal Responsi-
bility Act of 1983 ("TEFRA").

Prior to TEFRA, amounts received under an annuity con~
tract before the annuity starting date were treated first as a
nontaxable return of the policyholder's investment in the con-
tract. Only after recovering all of the investment was the pol-
icyholder deemed to receive the taxable income earned under the
contract.

_ ‘In TEFRA, Congress made major changes in the tax treat-
ment of annuities, The stated purpose of these revisions was to
ensureA}hat an annuity contract is used as a long-term retirement

and savings vehicle, not as a short-term investment or "money

market™ type account., Specifically, in 1982, Congress reversed

4/ H. Rept. No. 432, 98th Cong., 1lst Sess., vol. I, page 122
(1983). ‘
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the tax treatment of “premature” withdrawals from the contract
by treating such withdrawals as coming first from currently tax-
able income and then from the investment in the contract. In
addition, with certain limited exceptions, a substanélal penal-
ty of five percent was imposed on withdrawals from an annuity
contract prior to the earlier of ten years from the investment
in the contract or age 59-1/2,

In S, 1992 additional restrictions -- on top of the
TEFRA changes =-- are being proposed. No longer will the penalty
tax "wear off" with respect to investments that have remained
in the contract for ten years, In addition, if a holder of an
annuity contract has not annuitized the contract prior to death,
the income on such contract will be taxed to the holder in his
or her last return.

The TEFRA restrictions alone eliminate any concerns
that variable annuities can directly compete with, much less en-
fé?ﬁz‘eampetitive edge over, mutual funds or other investment-
based products. 1f any of the proposed restrictions in S, 1992
were to be finally adopted by the Congress, such'an argument
would become more tenuous. Thus, the continued imposition of an
implicit penalty on variable annuity contracts by means of sec-

tion 801(g)(6) is even more unwarranted today than it was when

the section was originally enacted.

Proposed Modification To S, 1992

In order to eliminate this double tax, we propose

that current section 801(g)(7) of the Code (proposed section
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for individuals in the planning of their own and/or their de-
pendents' financial security.

Traditionally, annuity benefits have been expressed
in terms of a fixed amount of dollars., Under such conventional
or "fixed annuities,” the value of the contract is guaranteed
to be equal to the payments applied plus specified interest
credits and less specified charges.

During the 1950's, the insurance industry began the
marketing of variable annuities. 1In a variable annuity contract,
each premium paid to the insurance company is placed in a "sepa~
rate account” or "segregated asset account," the funds of which
are invested by the insurance company in various equities and
debt instruments. During the years prior to maturity, the
value of the contract is not guaranteed, but rather will vary
according to the investment performance of the separate account.
At the distribution starting date, periodic payments are made
which will vary with the investment experience of the accumula-
ted funds.

Tax Treatment At Company
Level Of Variable Annuity Contracts =

Under current law, a tax ls imposed at the company
level on the capital gains realized by an insurance company

even though they are credited to nonqualified variable an-
1/
nuity contracts, Such treatment is directly contrary to

1/ As is explained in Footnote 3, there is no similar tax on
t?e insurance company in the case of qualified variable annui-
ties.
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817(d)(2)) be amended so as to apply to nonqualified, as well
as qualified, variable annuity contracts. Thus, although com-
panies would continue to be denied a deduction for increases
in reserves allocable to separate account appreciation, they
would be allowed, as is currently the case with quaiified var-
iable annuities, to adjust the basis of the separate account
asgsets to reflect that appreciation, thereby eliminating the

double taxation of capital gains. It should be noted that the

gains on these variable annuity contracts would not escape

taxation under our proposal. They would bé taxed at ordinary

-

income tax rates when distributed to the policyholder upon with-

drawal or annuitization.

Furthermore, Mr. Chairman, the Committee of Annuity
Insurers wishes to add its support to the proposal of the Invest-
ment Company Institute to modify Revenue Ruling 81-225, so as
to permit variable annuity contracts to be based on publicly
held mutual funds. The significant revisions made by TEFRA to
the tax treatment of annuities under section 72 of the Code,
coupled with any of the additional restrictions proposed in
S. 1992, make Revenue Ruling 81-225 no longer necessary.

Reasons Why A "Basis Adjustment" Alternative
Would Not Be Satisfactory

Mr. Chairman, we are aware that an alternative to our

proposal to eliminate the capital gains tax at thé company level
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has recently been suggested. Under this alternative, the corpor-
ate tax rate on capital gains under nonqualified variable annui-
tles_would be reduced from 28 percent to 20 percent, and the hol-
der's basis in the contract would be increased by the amount of
the gain taxed to the company. Although this "basis adjustment”
alternative would remove the double tax, we believe that our pro-
posal is far simpler to administer and, therefore, more in accord
with sound tax policy.

Furthermore, no_significant revenue is to be gained by
the Government with the basis adjustment alternative as compared
to our proposal. In fact, it appears that the alternative would
produce revenue results that are substantially equivalent to (or
possibly even less than) the complete elimination of the capital
gains tax. Attached as Appendix B is a memorandum prepared by
a member company of the Committee of Annuity Insurers which des-
scribes in detail the calculations of the revenue considerations
of each proposal. I ask that this memorandum be made a part of
the Committee record.

As explained in the enclosed memorandum, for variable
annuity contracts surrendered within thirty years from issue,
the overall tax generally would be lower under the "basis
adjustment™ alternative than under our proposal in the case of
policyholders in the 30% to 50% income tax bracket. 1In other
words, the U.S. Treasury stands to gain revenue under our pro-

posal as compared to the alternative approach.
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Revenue considerations aside, the Committee of Annuity
Insurers strongly feels that elimination of the capital gains tax
at the company level is preferable from an administrative point
of view, Under the alternative approach, a company would be re-
quired_to continually record and report basis adjustment data to
its policyholders., Such reporting would be costly to the com-

panies and undoubtedly confusing, if not incomprehensible, to

the policyheclders. Furthermore( it is questionable whether,

in actual administration, the basis adjustment proposél would be
fair and equitable from the standpoint of the policyholder.
Under this alternative, the company presumably would allocate
basis adjustments for realized gains among all the annuity policy-
holders coincident with the taxation of the gains even though
some of those policyholders may not have been participating in
the separate account throughout the time that the appreciation
in the account actually occurred. 1In other words, individuals
who purchased policies shortly before the allocation was made
would share in the basis adjustment even though their premiums
did not give rise to the appreciation that was taxed. 1In the
brief time we have had to consider the basis adjustment alterna—‘
tive, we have concluded that it raises a number of additional
technical problehs as compared to our proposal,

In summary, when two proposals have essentially the
same ultimate revenue impact, we strongly bg&}eve that the one
that is the simpler to administer -- from the companies' stand-

point -- the one that is easier to understand -- from the indi-
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viduals' standpoint ~-- and the one that is easier to audit and
enforce -- from the Government's standpoint -- should be the
proposal adopted by this Committee. Thus, we urge the Committee
to adopt our proposal,

~
Bt
T e

Conclusion

Mr. Chairman, the annuity product has come to play an
important role in our Nation's economy. FPor thousands of Ameri-
cans of ordinary means, the annuity provides essential financial
protection and security. Inflation and the increasing number
of olde? citizens in this country have placed significant
burdens on our Social Security system. For many, the variable
annuity provides an essential supplement to public and private
pension plans. For others, it provides the only source of in-
come outside of Social Security in retirement years.

Rather than discouraging savings through variable
annuity contracts via the company capital gains tax, we believe
that Congress should act to encourage savings throqgh such
socially desirable consumer products.

In conclusion, the Committee of Annuity Insurere urges

this Committee to amend S. 1992 so as to eliminate the capital

gains tax at the company level on nonqualified variable annui-

ties. The current double tax is patently unfair and is unwar-~

ranted. In closing, we also wish to endorse the proposal by
the Stock Company Information Group and other industry witnesses
to eliminate the proposed capital gains tax on variable 1life

insurance contracts.
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STATEMENT OF EDWIN S. COHEN, COVINGTON & BURLING,
WASHINGTON, D.C., ON BEHALF OF INVESTMENT COMPANY IN-
STITUTE, WASHINGTON, D.C.

Senator CHAFEE. Mr. Cohen.

Mr. CoHEN. Thank you, Mr. Chairman.

I am appearing before the committee this morning on behalf of
the Investment Company Institute, which is the national associa-
tion for the mutual fund industry. I would say to the committee
that the institute would support the repeal of the capital gains tax
on variable annuities if at the same time the Congress would over-
turn Revenue Ruling 81-225, which was referred to earlier.

That ruling held that the income tax rules relating to variable
annuities would not be applicable if the insurance company’s segre-
gated asset account invests in the shares of a mutual fund that
offers it shares to the public. In that event, the holder of the vari-
able annuity contract, according to the IRS ruling, would be treat-
ed as though he himself owned the mutual fund shares rather than
those shares being owned by the insurance company.

On the other hand, if the mutual fund does not offer its shares to
the public, but offers them only to segregated asset accounts and
insurance companies, then the annuity rules would apply.

The practical effect of this ruling has been to create an unwar-
ranted and unnecessary division within the mutual fund industry,
between those mutual fund sponsors that are affiliated with an in-
surance company and those that are not so affiliated. The affiliated
companies, as a practical matter, are able to-offer to the public
either variable annuities or mutual fund shares. But the independ-
ent mutual fund sponsor has found that it cannot do so under the
present circumstances.

Secretary Chapoton, as I understood him, acknowledged this
unfair circumstance today. We would point out that if this distinc-
tion were to continue, the tax law would have a tendency to pro-
vide a reason for mergers of mutual fund sponsors with insurance
companies in order that they could offer both products. And the
Substitute believes strongly that it would be a most unfortunate
circumstance for the tax law to tend to favor concentration in the
industry.

[The prepared statement of Mr. Cohen follows:]
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STATEMENT OF
- EDWIN S. COHEN
ON BEHALF OF
THE INVESTMENT COMPANY INSTITUTE
CONCERNING THE TREATMENT OF VARIABLE CONTRACTS
UNDER S. 1992 -- THE LIFE INSURANCE TAX BILL OF 1983
BEFORE
THE COMMITTEE ON FINANCE
UNITED STATES SENATE
JANUARY 31, 1984

My name is Edwin S. Cohen, I am a partner in the
law firm of Covington & Burling, Washington, D.C. I appear
before the Committee today on behalf of the Investment
Company Institute. The Institute is the national associ-
ation for the American mutual fund industry. Its members
include some 900 open-end investment companies ("mutual
funds"), their investment advisors and principal under-
writers. .

Mutual funds are investmenﬁ companies that offer
their shares to investors and invest the funds received in
diversified portfolios as required by the Investment Company
Act of 1940. Mutual funds were developed more than 50 years
ago as a means of permitting the pooling of investment funds
to secure diversification of risks and professional invest-
ment management. Today the Institute's members have assets
totaling approximately $%§5 billion and have approximately
16 million shareholders.

The insurance industry has proposed that segre-
gated asset accounts be relieved of capital gains taxation.
The Instituté believes that'the reéulting new tax framework

for variable annuity contracts under this proposal should
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include a further revision generally permitting mutual funds
to be utilized as funding media for the segregated asset
accounts. AToday, Revenue Ruling 81-225 operates to deny
mutual funds whose shares are made available to the public
for investment thne opportunity to serve as funding media for
variable annuity contracts. The Institute believes, for the
reasons discussed in this Statement, that this policy is
unwise and unfair to the excluded mutual fund companies as
well as to the consuming public and that the Congress should
undertake to reverse the consequences of Revenue Ruling 81~
225,

Thus the Institute would support the elimination
of the capital gains tax on variable annuities if at the
same time Congress overturns Revenue Ruling 81-225 and
permits mutual funds to be used as the funding media for
variable annuities whether or not the mutual funds' shares

are publicly offered.

I. Public Availability of Mutual Fund Shares
- Is an Inappropriate and Unncesssary Standard
by Which to Determine the Taxability of
Variable Contractholders.

Individuals owning variable annuity contracts are
not subject to income tax on interest and dividends received
~in the segregated asset account supporting the annuity as
well as capital gains realized in the segregated asset
account until those amounts are actually distributéd to the
individuals. The interest and dividend income accumulating

in the segregated asset account are not taxed to the insurance
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company -issuing the contract, but capital gains realized in
the segregated asset account are currently taxed to the
insurance company. Prior to Revenue Ruling 81-225, this
pattern of taxation applied regardless of whether the seg=
regated asset account maintained its own portfolio of secur-
ities or invested in the shares of a mutual fund. -

Mutual funds, on the other hand, are subject to
taxation on dividends and interest as well as capital gains
realized unless those amounts are currently distributed to
their shareholders. Thus mutual funds currently distribute
their income, including dividends, interest and capital
gains, les;-expenses of operation, to their shareholders, B
and accordingly, the shareholders are currently taxable on
these amounts.

Revenue Ruling 81-225, which was issued September
25, 1981, before the enactment of the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA), took the position that a
variable annuity contract would not be treated by the In-
ternal Revenue Service as governed by the income tax rules
relating to annuity contracts if the segregated -asset ac-
count invested shares of a mutual fund that are available
for purchase by individuals. If the segregated asset account
were to invest in shares of a mutual fund that are publicly
available for purchase, then the individual owning.the
variable annuity contract would Se treated for federal

income tax purposes under the Revenue Ruling as though he
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owned directly the mutual fund shares held hy the insurance
<company, and hence he would be currently taxable on income
distributed by the mutual fund. However, if the mutual

fund shares are available for purchase only by segregated
asset accounts (or if the segregated asset account holds its
own portfolio of securities) then the income tax rules
relating to annuity contracts are applicable and the indi-
vidual is not currently taxable.

This position was taken by the Service before the
enactment of TEFRA, which materially altered the income tax
rules relating to annuity contracts, including the imposi-
tion of a bénalty tax of 5 percent on income prematurely
withdrawn by the holder of the contract. Despite the pen-
alty tax now provided, the Service has not altered its
position that the holder of an annuity contract is currently
taxable as though he owns the mutual fund shares purchased
by the segregated asset account if they were available for
direct purchase by the public but not if the shares were
available for purchase only by segregated asset accounts.
The pending bill,” S. 1992, would lengthen the period during
which the penalty tax would be applicable.

The segregated asset account is subject to the
Investment Company Act of 1940 and the Securities Act of
1933 whether it maintains its own securities portfolio or
invests in shares of a mutual fund. Under those laws it is

immaterial whether the mutual fund shares are publicly
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available or are offered exclusively to one or moxe segre-
gated asset accounts. Under these laws the critical common
element in all such circumstances is that the individual has
given to others the power and discretion to select the
particular securities in which the funds are to be invested.
The investment managers of the mutual fund (or the invest-
ment managers of the insurance company where the segregated
asset account has its own securities portfolio) have the
responsibility for investment selection, not the individual
holding the variable annuity contract. The individual does
not control the investment selection, whether or not the
mutual fund shares are publicly available. The essential
similarity of the contractholder's position with respect

to the investments underlying.the annuity contract demon-
strates the illogic of the distinction drawn in Revenue
Ruling 81-225.

The operative premise of Revenue Ruling 81-225 is
that direct investment in shares of a mutual fund and owner-
ship of a variable contract funded through shares of the
same mutual fund are interchangeable forms of investment.
There are important differences, however, between the legal
rights and consequences attendant upon ownership of a var-
iable annuity contract and direct ownership of mutual fund
shares: i

1. The variable annuity contractholder has a

guarantee of mortality tables which protect
" him against longevity and for which he is

charged a premium by the insurance company.
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2. Under many state laws the variable annuity
contract, like fixed annuity contracts, is
not subject to attachment or levy by creditors.

3. Variable annuity contracts are subject to
regulation by state insurance commissioners
and subject to state premium taxes.

4. In the event of death the rights of the varia-
ble annuity contractholder pass under state law
to the beneficiary named in the contract and is
not subject to administration by his executor.

In addition there are significant differences in

federal income tax treatment of the mutual fund shareholder
and the variable annuity contractholder, beyond those re-
ferred to earlier, both during his lifetime and at death.
Capital gains realized by a segregated asset account are
taxed as ordinary income upon distribution whereas the
character of capital gains realized by a mutual fund is
passed through to the shareholder. Although the value of
mutual fund shares and variable contracts are both includ-
ible in the gross estate for estate tax purposes, the basis
of mutual fund shares after death is their market value at
“the time of death, but the basis of a variable annuity
contract does not change at death and the provisions of Code
section 691 are applicable. Further, while an exchange of
shares in one mutual fund for shares in another gives rise
to recognized gain or loss, Code section 1035 permits a tax-

free exchange of one variable annuity contract” for another
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variable annuity contract.

The differing tax and legal consequences of pur-
chasing a variable annuity contract as opposed to direct
investment in mutual fund shares are ample to assure that
individuals with shoré-term invest@ent objectives will not
choose to purchase variable annuity contracts in lieu of
direct investment in mutuval fund shares merely to avail
themselves cf the tax deferral asscciated with variable
annuity contracts. Notwithstanding these differences and,
in particular, the enactment of TEFRA subsequent to the
publication of Revenue Ruling 81-225, the Internal Revenue
Service has not altered its position in Revenue Ruling 81-
225 against the utilization of publicly-available mutual

funds as funding media.

II. Revenue Ruling 81-225 Has Created An
Unwarranted Division Within the Mutual
Fund Industry.

Over the years some companies that manage mutual
funds and offer their shares have organized or acquired life
insurance companies that offer variable annuities. Some
life insurance companies offering variable annuities have
organized or acquired management companies that offer mutual
funds to the public. Some holding companies own life in-
surance company subsidiaries and ﬁanagement company subsid-

iaries. If there is a public market for variable annuity
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contracts, the supply for that market will be furnished by
one or more combinations of these various organizations that
will simply be forced to conform to the precise form of
organization that might be dictated by the IRS and the
Treasury.

The unfortunate effect of Revenue Ruling 81-225
has been to create a sharp division within the mutual fund
industry. Where mutual fund sponsors are affiliated with
life insurance companies, the affiliated group can offer to
the public the choice between mutual funds shares and varia;
ble annuities. But where they are not so affiliated, as a
practical Hétter Revenue Ruling 81-225 prevents mutual fund
sponsors from joining with unaffiliated life insurance
companies to offer a variable annuity. Since many mutual
fund organizations are affiliated with insurance companies
and many are not, the result has been to draw an irrational
line adv;ntaging some companies and disadvantaging others in
a highly competitive industry.

This distinction is especially objectionable where
the proffered rationale rests on an increasingly blurry
line. As stated above, mutual funds are subject to the same
registration reguirements and regulatory constraints whether
they are publicly available or dedicated to a segregated
asset account of an insurance company. In both circumstances
it is the investment manager that is responsible for the

investment results of the mutual fund. The predictable
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consequence of the existing division in the industry is that
companies that market variable annuities have increasingly
included in their marketing strategy promotion of the invest-
ment performance record of the dedicated mutual fund that
serves as the funding medium for the segregated asset account.
This development is best illustrated by the trend of changing
the names of the dedicated mutual funds from nondescript
names, such as Variable Account A, to names that are intended
to draw the purchaser's attention to the investment performance
of the mutual fund. Examples of such names include referencés
to "capital g;owth", "high yield" and "capital accumulation."
These name;.are indistinguishable from those of publicly-
available mutual funds. As these dedicated funds develop
their own identities and performancelregords, the investment
considerations posed to the potehtial purchaser of a var- .
iable annuity contract will be indistinguishable from the
situation that would exist if publicly-available funds were
utilized as the funding media of segregated asset accounts.
The Institute thus believes that the distinction created by
Revenue Ruling 81-225 between publicly-available mutual

funds and "captive" mutual funds is unwarranted and without

sound basis in policy or fact.

III. Revenue Ruling 81-225 Unjustifiably Deprives
The Consumer Of The Freedom Of Choice Of
Funding Media.

-

Given the essential similarity of mutual funds

that may serve as funding media for variable contracts and
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mutual funds that under Revenue Ruling 81-225 may not do so,
Revenue Ruling 81-225 has the perverse effect of permitting
a variable annuity contract purchaser to continue to select
a contract with a funding medium that comports with the
purchaser's investment objectives but limits that choice to
funds that are affiliated with insurance companies. The
practical consequence of this is to deny purchasers the
freedom to purchase variable annuity contracts funded by mutual
funds that have remained independent. As a paractical
matter, it has also deprived purchasers of the opportunity
to buy variable annuity contracts from insurance companies
that are too small to manage a portfolio in their segregated
asset accounts or to acquire a captive mutual fund. Fur-
thermore, the ability of independent mutual funds with good,
long-term performance records to enter into contractual
relationships with insurance companies to serve as funding
media for variable contracts has been foreclésed. The
Investment Company Institute believes that these restric-
tiéns on the investing public are unwarranted gnd tend to
.discourage rather than to encourage saving and investment by

the American public.

IV. Conclusion.

It is submitted that properly analyzed there is
not a shred of evidence that the Congress intended that a

variable annuity must represent an interest in investments
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that are not availabie for direct purchase by the public or
that such a requirement would have any material effect on
the market for variable annuities. 1Indeed, the validity of
the conclusions expressed in Revenue Ruling 81-225 are
currently being tested in litigation in court. There is
thus the real prospect of repeated litigation of this issue,
raising the spectre of inconsistent results and prolonged
uncertainty as to the proper tax treatment of variable
annuity contracts. The uncertainty in the area is com-
pounded by the recent issuance of rulings guidelines by the
Internal Revenue Service as to which types of variable
annuity cohgracts will qualify as such. Thus, Revenue
Ruling 81-225 and the events surrounding its publication’
have created confusion rather than clarity without providing
any discernable benefit to the public or to the revenues.
Revenue Ruling 81-225 serves to increase the concentr:ction
and combination of managers of mutual funds and insurance
companies and to introduce the need for hair-splitting
decisions by the Internal Revenue Service as to the meaning
of "publicly available."

The Institute believes that distinctions based
upon whether management is provided by the employees of an
insurance company or one of its mutual fund affiliates or by
the employees of an unaffiliated mutual fund produces as a
practical matter a variety of discriminatory competitive

results without any practical benefit to the public or to

the government. Accordingly, the Institute believes the
creation of a new tax framework for variable insurance
contracts should include provisions permitting mutugl funds

generally to be utilized as funding media for such contracts.
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Senator CHAFEE. What would be your answer if we didn’t repeal
that revenue ruling?

Mr. CoHEN. I have instructions from the Board of Governors of
the Institute that the institute would support the repeal of the cap-
ital gains tax on seperated asset accounts if Revenue Ruling 81-225
were to be overruled. I have no instructions beyond that, and no
vote has been taken because it is a divisive matter, Mr. Chairman,
within the industry, and it would just pit one group in the industry
that is affiliated with the insurance companies against another
group that is not affiliated.

Senator CHAFEE. I see.

Let me ask a question of Mr. Anderson. You heard the Secre-
tary’s testimony here, and he backed. off, it seemed to me, on the
taxation of the variable life insurance, but on the annuities he
stood firm. What answer do you have to his statement that if we
eliminated the tax as you have reguarded, then the tilt would be
the other way, that is against the mutual funds.

Mr. ANDERSON. Well, I disagree. First of all, I think the tilt is
definitely against the insurance companies who underwrite vari-
able annuities because there clearly is a double taxation. You can
ask anybody on the street who is trying to sell both products. At
Kemper we have individuals who sell both products side by side.
They are sold for different reasons. But clearly the tilt is against
insurance companies right now because of this double taxation
issue. And I would argue very strenuously that it will be relatively
balanced if you-do away with this company capital gains tax. In
the case of mutual fund, you have a current investment that is tax-
able currently. However, the investor has all the liquidity he
wants. He has full control of his investments. He can have that
money any time he wants. And he also has the benefit of the lower
capital gains tax—in lieu of the ordinary-tax rate—when the funds
realize capital gains.

The annuity policyholder on the other hand, pays a severe penal-
ty, in my opinion, since TEFRA. This act before us is even
strengthening that penalty by extending the period of time over
which that penalty tax is paid. An annuity purchaser does not
have liquidity. Ang he is going to in the final analysis also pay tax
at ordinary income rates. He does not have that liquidity—that is
the price he is paying for that tax deferral.

Senatc. CHAFEE. Senator Packwood.

Senator PAckwoob. No questions.

~Senator CHAFEE. Senator Bentsen.

Senator BENTSEN. Well, it seems to me that we ought to be en-
couraging insurance companies to buy, whether it is bonds or
stocks, those things that give us the most security and the best
return. And that the tax system really ought to be neutral in that
regard. But it’s not. In this situation we are seeing capital gains
being taxed at a higher rate than ordinary income. And for anyone
to say that equity is something that will give you a great deal more
risk, I can recall one time participating in the buying of a life in-
surance company that had some Los Angeles municipals maturing
in the year 2010, yielding 1 percent. And you can imagine what the
face value of those bonds were. So I think once again that we ought
to be trying to see that we have a revenue neutral system taxwise.
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And to end up with double taxation on capital gains really is not
equitable.

Mr. ANDERSON. I agree totally, Senator. I think it's totally illogi-
cal and counterproductive for our tax law to provide a disincentive
for equity investment in this country. It just makes no sense.

Senator CHAFEE. Well, we certainly want to congratulate the mu-
nicipal finance officer from Los Angeles who peddled those bonds.
[Laughter.]

Senator CHAFEE. Senator Dole.

The CHAIRMAN. I just have a couple of questions. Mr. Anderson,
you mentioned in your testimony on page 6 that restrictions on the
use of annuity contracts distinguished variable annuities from in-
vestments in mutual funds. Can I assume from that that you sup-
port the annuity provisions of the bill?

d Mr. ANDERSON. The regular annuity provisions, Senator? Yes, we
0. —
The CHAIRMAN. And I think also we may be in general agree-
ment on this committee that the provisions of the House bill are
somewhat harsh. And I think it’s also true that the present law is
too generous since a company has to pay a tax on gain on capital
gains rate on the sale of securities and a segregated asset account
would get to take a deduction against ordinary income for an in-
crease in reserves to satisfy the increased obligations to a custom-
er. I think somewhere in there we may be able to figure out a
better way.
> Mr. GARBER. With respect to both variable life and variable an-
nuities, Senator, the proposal that has been put forward is to net
the reserve deduction against the realized gain so that doesn’t
happen. Thus they are both essentially at the same rate.

Senator CHAFEE. Senator Symms.

Senator SymMms. No questions, Mr. Chairman.

Senator CHAFEE. Don’t we see advertisements for variable life in-
surance contracts that emphasize the ability of the variable con-
tract holder to tie the policy earnings to the performance of the
stock market?

Mr. MortoN. You probably are looking at our advertisements,
Senator. I'm glad they caught your attention. [Laughter.] We have
advertisements which certainly emphasize the flexibility as to over-
all investment strategy that the policyholder has under a variable
life policy. That is a unique feature of a variable life contract. I
think that’s what you will find referred to in the headlines of those
advertisements.

As you read the advertisements, you will find that each is an ad-
vertisement for a life insurance policy. That was our intention.
That’s the way it’s sold. That’s what our insurance salesmen be-
lieve it is, and that’s what the customer believes it is and is what
we advise them.

Senator CHAFEE. All right. Fine. Thank you very much, gentle-
men. We appreciate it.

The next panel will be Dr. Chasey, Mr. Perrin, Mr. Holden, and
Mr. Eizenstat.

Gentlemen, we welcome you here. Let’s begin with Dr. Chasey.
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STATEMENT OF DR. WILLIAM C. CHASEY, PRESIDENT AND EXEC-
UTIVE DIRECTOR, AND JOHN D. REGAN, DIRECTOR, LIFE IN-
SURANCE COALITION OF AMERICA, WASHINGTON, D.C.

Dr. CHAsEy. Thank you, Mr. Chairman.
My name is Bill Chasey, and I'm president of the Life Insurance
— Coalition of America. LICA, as it is better known, is a nonprofit
Washington-based organization that represents the interest of mil-
lions of policyholders of America. -

We are in a unique position this morning in that we are not a
party to any compromises made at this point, and will probably say
some of the things that many of those who are part of the compro-
mise would like to say, but can'’t say.

I'm going to turn the program right now to Mr. John Regan and
Mr. Bud Smith who are board members of LICA who will finish the
testimony.

[The prepared statement of Dr. Chasey follows:]
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TESTIMONY OF THE LIFE mSQRANCB COALITION OF AMERICA
ON SENATE BILL 1992
CONCERNING
THR POLICYHOLDER PROVISIONS OF THE LIFE INSURANCE TAX ACT OF 1983

SENATE FINANCE COMMITTER

I am Dr, Willlam C. Chasey, President and Executive Director of the Life Insurance
Coalition of America ("LICA™. LICA is a Washington based non-profit organization that
has been formed to represent the interests of the millions of policyholders and consumers
of life insurance products before the Congress. I am here today to testify on behalf of
these consumers In connection with your consideration of certain provisions of S. 1992,
the Life Insurance Tax Act of 1983, LICA strongly believes that the so-called
policyholder provisions that appear in Subtitle B of Title I of S, 1992 will adversely impact
the Individual consumer of life insurance products if enacted. My testimony will be
directed at these policyholder provisions. Specifically, I will comment on the proposed
definition of life insurance contract set out in Section 221 of Subtitle B, the proposed
change in the treatment of certain annuity contracts set out in Section 232 of Subtitle B,
the proposed interest deduction cap on financed life insurance set out in Section 223 of
such subtitle, and the proposed tax on retirees participating in group term life insurance
programs, such tax being provided for in Section 224 of Subtitle B.

DISCUSSION

First and fundamentally, it appears that to date the focus of this Committee and the
House Ways & Means Committee has been on Subtitle B's impact on companies and egents.
This focus unfortunately does not address the interests of an important group of
individuals, namely, insurance policyholders and the consumers of life insurance products.
LICA believes that enactment of the polieyholder taxation proposals will result in the
elimination of life insurance and retirement protection currently afforded many
individuals. For this reason, we urge this Committee not to move in haste and make
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changes that may have unknown, far reaching effects on the consumer. There are
significant policy considerations that demonstrate that the provisions of Subtitle B of
8. 1992 (other than perhaps the proposed definition of life insurance contract) do not make
good tax or economic sense for life insurance consumers, and LICA consequently feels
that the Congress will be making a serious policy error if it enacts these provisions.
These policy considerations will be explored more fully throughout this testimony. LICA
also believes that the Subtitle B provisions do not make good tax or economic sense for
our country, because to date no study has shown that the Subtitle B proposals will produce
revenue for our treasury. LICA submits that the provisions of Subtitle B will have one
certain result if they are enacted — consumers will purchase less life insurance and
thereby obtain less protection against the certainty of death, life insurance companies
will receive less premfums as the result of fewer consumer purchases, thereby affeating
their ability to perform their traditional role in fostering the formation of capital in our
economy, and the Internal Revenue Service will recelve less taxes from these companies
as a result of the decrease in premium dollars received. LICA believes that Subtitle B's
provisions are in fact revenue losers rather than revenue winners, and LICA therefore
submits that it is unthinkable for the Congress to enact a statute resulting both in adverse
consumer impact (through loss of insurance protection) and loss of tax revenues, With
these general comments in mind, I now turn to a detailed examination of each provision of
Subtitle B.

LICA believes the proposed definition of life insurance contract set out in
Section 221 of Subtitle B goes a long way toward eliminating perceived abuses, and, with
one exception, LICA supports the new definition in principle. However, because the jury
is still out on the industry and consumer impact of the changes made In this area by the
Tax Equity and Piscal Responsibility Aot of 1982 ("TEFRA"), LICA thinks it Is premature
to take additional action now to tighten further the rules that determine what are and are
not life insurance contracts for tax purposes. The one exception that LICA takes to
Section 221 involves the cash value corridor concept described in Section 221(d). As
presently drafted, future increases in death benefits (e.g., for cost-of-living riders) are
not to be considered in assessing whether the cash value corridor test has been satisfied.
LICA believes that this approach ignores the reality of our inflationary environment. The
cash value corridor concept must be changed to allow consumers to increase their
{nsurance coverage under a policy as Inflation requires additional liquidity protection.
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Section 222 of Subtitle B will increase the instances in which penalties are imposed
in connection with distri!,mtiom from annuity contracts, and will subject the cash value of
an annuity contract to income tax if the holder of the contract dies before the annuity
starting date. Senator Bentsen has already voiced his reluctance to enact the changes
proposed In Section 222 without further study, and LICA wholeheartedly joins with
Senator Bentsen in this concern. However, LICA would go further and urge this
Committee to bear in mind the fact that any increase in the instances in which penalties
are assessed in connection with distributions from annuity contracts is bound to diminish
their attractiveness as savings vehicles for retirement, thereby denyfng some consumers a
traditional low risk means of insuring adequate retirement income protection. The
"deemed distribution on death” provision of Section 222 also seems unwise from a policy
perspective because the cash lost through the imposition of additional taxes at time of
death will be lost to widows or widowers who may then have need for every penny they
can get. For the reasons just described, LICA cannot support Section 232, especially when'
it is viewed from the vantage point of the insurance consumer.

Section 223 of Subtitle B would cap the amount of interest deduction available with
respect to certain policy loans, and, if enacted, will have a devastating impact on the use
of life insurance products to provide consumers with adequate retirement and death
benefits. Representatives of the insurance industry may have told you that Section 223
will not adversely disrupt the insurance marketplace if enacted. A study that LICA has
carried out indicates that this is simply not true. A 35 year old male who buys financed
life insurance protection under Section 223's rules can find that at age 84 no interest
deduction will be available with respect to policy loans, and he then will be faced with
two cholces — either continue purchasing the policy without the benefit of any interest
deduction or surrender the policy for its cash value and bear the tax consequences that
flow from surrender. The truth of the matter is that if our hypothetical 35 year old knows
that no interest deduction will be available at age 84, he simply will not buy the policy.
As noted earlier, if the policy is not purchased, the potential issuer loses premiums that
would otherwise generate taxes needed to run our _govemmant. In addition, if financed
life insurance is curtailed, many businessmen, particularly the small, closely-held entre-
preneur, will be unable to afford the coverage needed to insure that their businesses can
survive their death, and terminated businesses will result in lost jobs and removal of
capital from the market place. Healthy, prosperous businesses are clearly key to insuring
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that our nation solves its terrible budget deficit crisis, and LICA belleves that financed
life insurance can play an important role in preserving healthy businesses, particularly in
the case of the small businessman.

Several other points need to be made in connection with your consideration of the
interest deduction cap proposed in Section 223 of Subtitle B:

1. The proposed changes to the definition of life insurance contracts, discussed
above, will insure that products made available to consumers are in fact life insurance
vehicles as opposed to mere investment contracts. LICA believes that if these changes
are enacted, any further limitation on policy loan interest deductions is simply not
needed.

2. Some have argued that a deduction for interest paid with respect to a life
insurance loan is inappropriate because the loan is made against cash values that earn
income tax-free. This point of view ignores the reality that substantial taxes are raised
at the life insurance company level through the sale of cash value policies, and these
taxes will presumably become even more substantial if the company portions of Subtitle A
of S. 1992 are enacted.

3. The imposition of a special interest deduction limitation on life insurance
policy loans discriminates against this area of our capital formation markets without any
similar limitations being placed on other capital formation techniques. PFor example,
corporations can borrow against the security of their dividend-bearing stocks; where 85%
of their dividend income is received tax free, but no interest deduction limitations are
imposed on these corporations with respect to such borrowings. In addition, the tax-free
nature of the death proceeds received under a life insurance policy is similar to the
capite) appreciation basis step-up on assets held at time of death. Yet interest deductions
are not disallowed with respect to a residential mortgage, even though any unrealized
income on the residence essentially disappears at death,

4, Section 264 of the Internal Revenue Code of 1954 ("Code") already imposes
special limitations on life insurance policy loans that are not applied to any other form of
borrowing. LICA believes that Section 264 should be repealed and while it exists, it is
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even more inappropriate to introduce further discrimination against life insurance loans
into the Code. :

5. LICA believes that the interest deduction cap will cause a substantial lapse
in existing permanent life insurance coverege and discourage the purchase of new
permanent life insurance. The possibility that Subtitle B's provisions might become law
has already caused some consumers not to make purchases of life insurance, on the theory
that if Congress does this today, who knows what it may do tomorrow. LICA understands
that purchases of certain cash value and group insurance policies are down in the last
quarter of 1983 from 25% to as much as 40% primarily due to concern over Subtitle B's
policyholder provisions, LICA submits that any limitation on financed life insurance will
inhibit consumer purchases of needed insurance. Declining purchases in the face of the
threat of Subtitle B offer proof of that fact.

8. The concept of & cap on interest deductions for financed life insurance
purchases ignores the fact that individuals customarily purchase additional coverage from
time to time as inflation changes future liquidity needs. In addition, coverage is often
increased to protect against uninsurability in old age or the higher premium cost
associated with purchases of Insurance at that time, even if insurability is not in issue.
Seation 223 thus ignores the reality both of our economy (inflation) and of our insurance
market place (consumer incentives to purchase insurance today to avold excessive future
cost),

7. One stated purpose of S. 1992 is to raise revenue for the federal government
to help reduce the extensive budget deficits our country is facing. LICA belleves that
federal budget deficits must be addressed. However, as noted earlier, LICA believes that
the interest deduction cap proposed in Section 223 will in fact result in a revenue loss to
the Treasury rather than a gain. Again; fewer policies will be purchased with the interest
deduction cap in place, a lesser amount of premiums will be paid to companles, and less
tax will thus be paid by these companies to the federal government vrith respect to
policies actually purchased. We think this fact alone should settle the argument over the
propriety of an interest deduction cap.
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For the reasons set out above, LICA believes the intérest deduction cap proposed in
Section 223 is an idea whose time will never come. The concept of the cap may be fine
for some agents and companies, but it will have a disastrous effect on the consumer
because he or she (particularly the small business man or woman who is trying to
fmplement an estate plan to insure the survival of their business) will not purchase
insurance in amounts needed for adequate protection. LICA thus cannot support Section
223 in any form.

Section 22 4of Subtitle B would dramatically change the rules associated with the
provision of life insurance benefits to retired employees. LICA believes that this change
should not be made for the following reasons:

1. TEFRA has already imposed tougher tax qualification standards on group
life programs, and the impact of these new standards on the continued maintenance of
such programs needs to be evaluated before any additionat changes are made to the area.

2. The Uniform Premium Rate Table (Table I} under Code section 79 was
recently reduced for the first time in 18 years. The rate reduction — 28% — ignored the
fact that industry mortality costs were down 60-70% over the old Table! rates. In
addition, the $50,000 coverage exclusion in Code section 79 has not been increased to
reflect inflation. LICA belleves the Congress should act to bring Table I into conformity
with actual industry experience and raise the $50,000 exclusion now granted under Code
section 79. If these changes are not forthcoming now, Congress should not introduce any
turther restrictions into a statute that is already suffering from a healthy dose of
unreality.

3. Group life [nsurance programs are increasingly becoming a cornerstoneln
employee benefit planning, and the imposition of anti-discrimination standards on retired
employees may caase the cancellation of group life programs and consequent loss of
benefits to employees.

4. An added tax on retirees may cause retirees to reduce coverage in order to
avoid the additional tax, thereby creating a gap in insurance coverage for the group of
people who need it the most.
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S. It i3 an unwise policy to create a new tax on retired employees with respect
to the provision of life insurance benefits for their retirement years at a time when these
same retired employees are concerned about the ability of the Social Security system to
continue to provide them with an adequate level of retirement income.

8. The changes proposed In Section 224 would have the effect of punishing
retired employees by subjecting them to taxation due to actions of their ex-employers,
actions over which they have no control. For example, an employer might intentionally or
unintentionally violate the Code section 79 anti-discrimination rules. The retired
employee would have no control over the employer's actions, but suddenly the retired
employee gets a Form 1099 in the mail saying additional Income is reportable on his or her
tax return. LICA belleves that this situation will create an administrative dilemna for the
government because the retired employee will not understand what has been received and
will likely ignore the obligation to report additional taxable income, thereby rendering the
Section 22 4provisions unenforceable and fiscally irresponsible.

LICA believes that the changes proposed in Section 224, if enacted, will be
unpopular with all consumers, will do nothing to help solve our nation's budget deficits and
will end wp Belrg the most severely criticized provision in the legislation, probably
requiring subsequent revision or repeal.

CONCLUSION

LICA is before you today representing the interests of life insurance consumers,
individuals whose interests have not been adequately considered during the development
of the proposed changes for taxing life Insurance companies and life insurance products.
The changes proposed in 8, 1992 in the area of taxation of life insurance products are
much more far-reaching than they may seem to be on their face, and we urge this
Committee to remove the policyholder provisions from S, 1962, LICA is concerned and
believes that the proposed changes will be counterproductive to making life insurance
products available to consumers at levels that are needed for adequate retirement and
death protection, Life insurance has fulfilled an important social policy goal in this
country, namely, the protection of individuals and loved ones following retirement or
death. Changes that would dramatically impact the ability to meet this social policy goal
must not be made, or indlviduals, not just life insurance companies or life insurance
agents, will suffer. For the reasons set out in this testimony, LICA urges that the
entirety of Subtitle B (with perhaps the exception of Section 221) be stricken from Title 1
of 8, 1992,
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STATEMENT OF JOHN D. REGAN, BOARD MEMBER, INSURANCE
COALITION OF AMERICA, WASHINGTON, D.C.

Mr. REGAN. Mr. Chairman, my name is John Regan, a LICA
board member. LICA is concerned that deliberations in this com-
mittee and in the House Ways and Means Committee focus primar-
ily on life insurance companies and agents and have ignored the
needs and interests of the life insurance policyholders.

LICA believes the enactment of the policyholder taxation propos-
als will result in the elimination of life insurance and retirement
protection currently afforded many individuals. There are signifi-
cant policy considerations that demonstrate the provisions of sub-
title B of S. 1992, with perhaps the exception of the proposed defi-
nition of life insurance contracts, do not make good tax or econom-
ic sense for the life insurance consumers. And LICA consequently
feels that the Congress will be making a serious policy error if it
enacts these provisions.

LICA also believes that the subtitie B provisions do not make
good tax or economic sense for our country because to date, as con-
firmed by Mr. Chapoton, no study has shown that the subtitle B
proposals are revenue producers. :

LICA submits the provisions of subtitle B will have disastrous re-
sults if they are enacted. Consumers will purchase less life insur-
ance, and thereby obtain less protection against the certainty of
death, life insurance companies will receive less premiums as a
result of fewer consumer purchasers, thereby affecting their ability
to perform their traditional role in fostering the formation of cap-
ital in our economy. And the Internal Revenue Service will receive
less taxes from these companies as a result of the decrease in pre-
mium dollars received.

LICA believes the subtitle B provisions are, in fact, revenue
losers rather than revenue winners. And LICA, therefore, submits
that it is unthinkable for the Congress to enact a statute resulting
in both adverse consumer impact through loss of the insurance pro-
tection, and loss of tax revenues.

With these general comments in mind, I now turn to a brief ex-
amination of each provision of subtitle B.

No. 1, LICA believes the proposed definition of life insurance con-
tract set out in section 221 of subtitle B goes a long wa{ toward
eliminating perceived abuses. And with one exception LICA sup-
ports the new definition in principle. The one exception the cash
value corridor concept described in section 221(b). As presently
drafted, future increases in death benefits—that is for automatic
cost-of-living riders for example—are not to be considered in assess-
ing whether the cash value quarter test has been satisfied. The
cash value corridor concept must be changed to allow consumers to
increase their insurance coverage under a policy as inflation re-
- quires additional liquidity protection.

Senator CHAFEE. Now, Mr. Regan, you've got to move along a
little faster. You have exceeded your time.

Mr. REGAN. All right. Should I talk faster?

Senator CHAFEE. Well, better to abbreviate.

Mr. REGAN. All right.

Senator CHAFEE. Don’t object so much to the points maybe.
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Mr. REGAN. All right. Section 222 of subtitle B will be discussed,
1 think, by some of the other people here on the panel so I will pass
on that one.

Section 223 of subtitle B would cap the amount of interest deduc-
tion available with respect to certain policz loans. Representatives
of the insurance industry have told you that section 223 will not
adversely disrupt the insurance market place if enacted. It has. It’s
not the dollar amount. It's the principle. Informed consumers are
afraid to purchase traditional cash value products today.

LICA understands purchases of certain cash value and group
policies are down 25 to 40 percent in the last 3 months of 1983.
That cuts company revenues, tax revenues, and many businessmen,
particularly the small businessman, the closely held entrepreneur,
will be unable to afford the coverage needed to insure that their
businesses can survive and continue.

As stated before, the proposed definitions of life insurance con-
tracts will insure the products made available to consumers are, in
fact, life insurance vehicles as opposed to mere investment con-
tracts.

Section 264 of the IRC already imposes special limitations on life
insurance policy loans that are not applied to any other form of
borrowing. LICA believes 264 should be repealed to achieve equity.
While it exists, it is even more inappropriate to introduce further
discrimination against life insurance loans into the code.

LICA believes the interest deduction cap will lead to substantial
lapses in existing permanent life insurance coverage. One stated
purpose of S. 1992 is to raise revenue for the Federal Government.
We believe it will be a revenue loser.

Finally, turning to section 224 of subtitle B, which would radical-
ly change-the rules associated with the provision of life insurance
benefits to retired employees, LICA believes this change should not
be made. The uniform premium table under code section 79 was re-
cently reduced as directed by Congress in the 1960’s for the first
time in 18 years. That rate reduction, approximately 28 percent, ig-
nored the fact that industry mortality cost and cost for individual
term insurance with full commission loads were down 60 to 80 per-
cent over the old table one rates. In addition, the $50,000 coverage
exclusion in code 79 has not been increased to reflect inflation
since 1964. LICA believes the Congress should act to bring table 1
into conformity with actual cost and industry experience, and
adjust the $50,000 excluzion now granted under 79 for inflation.

f these changes are not forthcoming now, Congress should not
introduce any further restrictions into a statute that is already suf-
fering from a healthy dose of unreality. An added tax on retirees
with no corresponding additional dollars to pay the tax, may cause
retirees to unwittingly cancel or reduce coverage in order to avoid
the additional tax, thereby creating a gap in insurance coverage for
the group of people who need it the most. The changes proposed in
224 would have the effect of punishing retired employees by sub-
jecting them to taxation due to actions of their exemployers, ac-
tions over which they have no control.

In conclusion, life insurance has filled an important social policy
goal in this country; namely, the protection of individuals and
loved ones following retirement or death. Changes that would dra-
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matically impact the ability to meet this social policy goal must not
be made or individuals and the Treasury—not just life insurance
companies or life insurance agents—will suffer. LICA therefore
urges that the entire subtitle B, with perhaps the exception of 221,
be stricken from title 1 of S. 1992.

Senator CHAFEE. Outside of that, you are firmly for the bill, I
gather.

Mr. REcAN. Correct.

Senator CHAFEE. Mr. Perrin.

STATEMENT OF GEORGE PERRIN, MANAGER, BENEFITS PLAN.
NING AND DEVELOPMENT, EASTMAN KODAK CO., ROCHESTER,
N.Y., ON BEHALF OF ASSOCIATION OF PRIVATE PENSION AND
WELFARE PLANS, WASHINGTON, D.C. '

Mr. PErrIN. Mr. Chairman, and members of the committee, my
name is George E. Perrin. I'm manager of benefits planning and
development for Eastman Kodak. Today I'm here representing the
Association of Private Pension and Welfare Plans.

We appreciate the opportunity to appear before the committee
and comment on S. 1992. Our specific interest is in that section of
the bill which deals with the imputation of income to retirees
under section 79.

We believe that group-term life insurance serves a socially useful
purpose and oppose the proposal to require retirees to include in
income the cost of such insurance in excess of $50,000 for the fol-
lowing reasons: First, it contradicts the long-standing concern of
Congress and the American Society for Retired People.

Second, it is inconsistent with recently expressed concerns in
Congress and the administration for the well being of surviving
wives, as evidenced in S. 2769.

Statistics developed by the American Council of Life Insurance
Co. in 1981 show that the majority of beneficiaries of all group-
term policies are wives. Some 53 percent of all beneficiaries are
spouses, wives of male employees.

In this regard, an example with which I am personally familiar:
86 percent of life insurance beneficiaries of retiring males at Kodak
last year were wives.

Third, a person’s income drops at retirement and becomes fixed,
an inopportune time to increase taxes. That tax will have to come
out of sources of income such as pensions and social security. A

Four, group-term insurance is not just a benefit for tophat or key
people. A broad range of retired people of all salary and wage
levels are covered by group-term life insurance. Again, using my
own company as an example, more than 6,500 retired Kodak em-
ployees have insurance of $50,000 or more. And in the years to
come, as salaries increase, and since group-term life insurance in
most instances is a function of salary, that number just has to
grow.

It is understood that the proposal is not expected to have a sig-
nificant, immediate impact on revenue, but is intended instead to
curb abuses. If such is the purpose, we would clearly support an
appropriate provision to curb abuses, such as the nondiscrimina-
tion rule that has been mentioned earlier, or perhaps a require-
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ment that life insurance in retirement has to bear some relatlon-
ship to the amount covered just prior to retirement.

Thank you very much.

[The prepared statement of Mr. Perrin follows:]
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Mr. Chairman and Members -of the Committee, hy name
is George E. Perrin, Manager, Benefits Planning and Develop-
ment for Eastman Kodak. I am here today regtesenting the
Association of Private Pension ana Welfare Plans, Inc.
(APPWP). The APPWP is a non-profit organization founded in
1967 with the primary goal of protecting and fostering the
growth of this country's private benefit system. The Asso-
ciation represents some 500 organizations located across
the United States. Our member firms include hundreds of
plan sponsors -- both large and small employers alike.
additionally, our membership includes leading organizations
from every element of the employee benefits system: invest-’
ment firms, banks, insurance companies, accounting firms,
actuarial consulting firms, and various others associated
with employee benefit plans. <Collectively, APPWP's member-
ship {8 involved d{Fectly with the vast majority of employee
benefit plahé maintained by the private ;ector.

We appreciate this opportunity to appear before
the Committee to comment on S. 1992. We are here to discuss
the section of the bill requiring retirees to include in
income the cost of group~-term life insurance in excess of
$50,000 provided by a former employer.

Group-term life insurance has long been recognized
as a cost-effective means of providing protection to surviv-
ing families. The cost of the fi:st’?éo,ooo of such insur-

ance protection was made tax-free because it was considered
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desirable to encourage employee coverage by employer-sponsored
group-term life insurance. A special exception permitted
completely tax-free insurance for people who had retired because of
age or disability in recognition of the special needs of retired
people. Because of this encouragement, group-term insurance
provided by employers has continued to expand, providing protection
for many employees who would not otherwise be insured or would be
inaééquately insured. Thus, it takes a certain amount of pressure
off of Social Security and other government-sponsored assistance
programs,

Because we believe that group-term life insurance serves
a socially useful purpose, we oppose the proposal to require
retirees to include in income the cost of group life insurance in
excess of $50,000. Such a reqﬁirement would contradict the
longstanding concern of Congress and the American society for the
welfare of retired persons. The total exclusion for retirees was
based on the express recognition that "it would be undesirable to
tax the aged...individual, who is no longer working, for group-term
life insurance protection provided to him by his former employer."

Senate Report No. 830, 88th Congress, 2nd Session (1964).
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A more important reason for continuing the retiree
exclusion is based upon the peculiar financial position of the
retiree. Typically, one's income drops markedly upon retirement,
which is therefore a most inopportune time to—increase taxes. The
group-term life insurance which will give rise to the added tax is
not convertible to cash. Affected retirees will, therefore, suffer
further reduction in their fixed incomes in order to pay the
proposed new tax. Also, for the first time, Social Security
benefits are now being taxed. As a result, retirees will have even
less money available to pay additional taxes éwed with respect to
group life costs. If subjected to such a requirement, many of the
retiree-beneficiaries who participate in our member plans will be
forced to endure the hardship of including in income, and
consequently, paying taxes on sharply increasing costs of insurance
benefits not yet received at a time when their resources are
diminished and fixed due to retirement. We feel that this hardship
will result in a wholesale withdrawal by retirees from group life
coverage and a decision by employers to eliminate such plans due to
‘rislng costs and administrative burdens. This would defeat
Congress' initial goal of encouraging widespread life insurance

coverage of employees and retired people.
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One example of an employer who provides a substaatial
protection to retired employees and their dependents through
group-term life insurance is the company I work for. On average,
Kodak empléyees who have retired under a life insurance program,
which was improved in 1979, have lifetime coverage amounting to
$61,000 - $11,000 more than the $50,000 exclusion. Today, there
are more than 6,500 retired Kodak employees with group-term life
insurance of $50,000 or more. Since life insurance in many group
plans like Kodak's is a direct function of salary, it can be
expected that the number of retired people who will be adversely
affected by the proposed legislation will increase as salaries rise
in the years ahead.

Por these reasons, we support deletion from the insurance
industry bill of language which would tax individual retirees on
the imputed-income value of employer-provided group-term insurance.

The portion of the bill relating to taxation of retirees
is understood to have no significant or immediate impact on federal
revenue and thus its apparent purpose must be to curb perceived

.abuses such as substantially increased life insurance coverage at
retlremgnf. If such is in fact the purpose, we would clearly

support an appropriate provision designed to curb abuses, such as a
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requirement that the level of group-term insurance provided to
retirees bear some reasonable relationship to the level of
insurance coverage provided before retirement.

The system of benefits protecting retired people in the
U.S. is unique. 1In addition to government-provided benefits such
as Social Security, Medicare and Medicaid, the private sector
provides pensions, post-retirement death benefits, and health care
benefits for retirees and their survivors. It is important to
maintain a stable climate in which this system can develop and
grow, We believe consideration of legislation, such as the
proposed amendment to Section 79, should be separate and apart from
this legislation, which deals with the taxation of life insurance
companies.

Even without regard for the retiree issue, the level of
employer-provided group life insurance which may be excluded from
the income of employees should be adjusted from $50,000 to
$150,000.

The $50,000 level was imposed in 1964. At that time,
$50,000 provided a moderate amount of insurancé for a middle-income
family. However, consumer prices have increased by over 225
percent since 1964. In view of the effects of inflation, $50,000
of life insurance does not provide adequate protection to many

families today.



167

An increase in the exclusion level would further
strengthen the incentives for employers to set up
non-discriminatory programs of group life insurance and to provide
greater amounts of insurance to employees. The retention of the
current $50,000 level may merely encourage employers to continue
lower amounts of insurance coverage for rank-and-file employees
while providing additional insurance outside of the group life
provision for the higher paid employees.

American Council on Life Insurance statistics, compiled
in 1981, indicate that 52.9% of group life beneficiaries are wives.
This group of beneficiaries is five times greater than any other
specific group of beneficiaries. Our experience at Kodak is
similar. The majority of employees -- more than 808 ~- elect their
spouse as primary beneficiaries. The Senate has recently enacted
H.R. 2769 which, among other things, is intended to protect
surviving non-working spouses, particularly wives, under retirement
plans in the case of the premature death of an employee, by
requiring a survivor annuity. The Treasury Department and many
private groups have indicated that the non-working surviving spouse
would be better protected through group life arrangements. Group

life arrangements may provide greater amounts of money than under a

.
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retirement plan and provide a substantial tax benefit in that they
are fully excluded from income. In addition, some groups have
indicated that the expanded death benefit requirements for pension
plans may result in reductions in employer-provided group life
insurance coverage. An increase in the group life exclusion would
be responsive to these concerns by providing a substantial
incentive for employers to expand non-discriminatory group life
programs -- to the potential benefit of all employees and their
families and especially women, the preponderant group of

beneficlaries of group life.

We have additional recommendations concerning technical

and administrative problems with the group life grandfathering

position and with respect to the problem of abuses. We would like
to work with your staff on these recommendations.

Thank you for the opportunity to testify.

STATEMENT OF GLEN A. HOLDEN, PRESIDENT, SECURITY FIRST
LIFE INSURANCE CO., LOS ANGELES, CALIF.

Senator CHAFEE. Mr. Holden.

Mr. HoLpEN. Mr. Chairman, members of the committee, I’'m Glen
Holden, CEO, Chairman of Security First Life Insurance Co. And
while I am very much affected by the tax bill, I'm in accord gener-
ally with it as it is. However, I'm here today to speak with regard
to the taxpayer, the policyholder provisions, with particular respect
to the annuity provisions covered under section 222.

We feel that 222 should be stricken from the bill; that it actually
hinders and is onerous to the continued self-reliant American who
provides for himself. And at the same time, we are prepared to give
you and your staff demonstrative evidence that it will not raise
more tax revenue if it is kept in, but rather just the opposite. We
are prepared to give that evidence to you.

We feel further that these annuity contracts are being purchased
by people who are income earners in moderate income ranges; not
high income ranges. And believe me our America today needs more
investment in annuity contracts by the self-reliant American.

Also you should consider that not only can we demonstrate that
this could be more beneficial from a tax revenue standpoint if you
take 222 out of the tax bill, but further we also submit that the
investment in annuity contracts, which are long-range investments,
allow the insurance institutions to invest in mortgages and long-
range investments that help build America. -

Thank you very much for your time.
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Senator CHAFEE. You state that you can demonstrate that there
would be greater tax revenue for the Government, how? Do you
have some material that you can submit to us?

Mr. HoLpEN. I do. Just briefly, it has to do with the following—
with respect to most of these annuities that are sold, the money
that is received by the insurance company goes immediately into
the account of the taxpayer policyholder and the insurance compa-
ny dips into its surplus account to pay for the commissions and the
distribution costs which in that year produced taxable revenue-to
the distributors and salesmen of the annuity contracts. Further,
while there is a deferral of interest in the second years and there-
after for the policyholder, there is a profit being made and there-
fore a taxeable revenue to the insurance company. And, yes, we will
be happy to provide you and your staff with figures that I think
will be highly convincing to you.

Senator CHAFEE. Fine. Thank you very much.

[The prepared statement of Mr. Holden and the figures follow:]
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STATEMENT OF

GLEN A. HOLDEN
President and Chairman of the Board
Security First Life Insurance Company
Hearing Before the Senate Committee on Finance

Tax Treatment of Life Insurance Products and Policyholders

January 31, 1984

Objections to the Passage of Section 222 of S. 1992
and
Correction of the Tax Treatment of Certain Capital Gains

Section 222 of S. 1992

In recent years, Congress has demonstrated its recognition of
the need for Americans to provide for their retirement years by
passing laws to provide increasing tax incentives for various plans
to accumulate retirement income. These plans (the so-called HR-10
Plans and IRA Plans) permit the use of pre-tax dollars in
accumulating retirement savings; thus, in a sense rewarding people
who took steps to provide for their retirement years. We in the
insurance industry have welcomed the Congressional actions in
creating and expandiﬁé the so-called HR-10 and IRA plans even
though the structure and availability of such plans represented
competition with traditional insurance products. The laws creating
these broadly available tax incentive plans were truly in the
interest of making Americans self-reliant in their retirement years

and, therefore, in the best interest of the entire country.
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For many decades, an insurance product has existaed that gives
a person the ability to puild a retirement nest egg that he or she
can not outlive, albeit without any significant tax incentives but
with tax protection on accumulations to the nest egg. That product
is the annuity contract.

In the last few years while HR-10 and IRA retirement plans have
been the subject of increasingly attractive revisions in the tax
laws, we have witnessed a stoady attack on the use of life
insurance products as a medium for providing retirement income that
is without precedent and, I might add, without justification.

It is understandable thatihon tax revenues need to be
increased, the burden must be borne fairly by all taxpayers in the
same posture. Thus, while I do not believe that the increase of
tax burdens on insurance companies is something that our business
can welcome, 1 do not disagree with the life insurance company tax
provisions of S. 1992, 1 do disagree strongly, however, with the
provisions of Section 222 of S. 1992 as being an unwarranted and
unjustified attack leveled at pdiicyholder-. An attack that runs
contrary to the concept of encouraging people to provide their own
retirement inconme.

Whether or not policyholders are subject to tax will not affect
the tax burdens of insurance companies in any way nor, I subnmit, .
will the provisions of Section 222 add to the general tax revenues
of this country to any discernible extent. The only purpose to be
achieved by Section 222 is to discourage the use of annuities as a

retirement planning tool.
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‘Less than two years ago, Congress passed the Tax Equity and
Fiscal Responsibility Act (“TEFRA"). This Act represented a
serious impediment to the use of an annuity as a retirement tool.
At the time Section 72 of the Internal Revenue Code was amended by
TEFRA we were told it was to correct perceived abuses. TEFRA
changed the method of taxing amounts withdrawn from an annuity and
imposed a penalty tax. It was understoocd by the insurance
industry that these annuity tax reviasions would be “"permanent"” and
that no additional changes needed to be made. This understanding
was substantiated by Assistant Secretary of the Treasury Chapoton
in 1983 when, in discussing the tax deferral nature of annuity
coﬁtracts, he stated that the Treasury staff “"think{s] that this
[TEFRA] is a satisfactory solution and we have no plans to seek
any further changes in the tax treatment of annuities.”

Section 222 contradicts the clear words of the Assistant
Secretary. The provision imposes further drastic restrictions and
limitations on annuities by (a) eliminating the 10-year holding
period exception provided in TEPRA and (b) subjecting any
accunulations in the annuity of a person who dies bafore
annuitization to both an income tax as though it had been received
by the owner before death and an estate tax on the deceased
owner's estate.

{a). Paragraph {a) - Elimination of the l0-year rule. The

requirement that a person hold the annuity ten years to avoid the
penalty tax on withdrawal was designed to correct the perceived
abuse that some annuities were being used as "short-tera

investment vehicles."” The proposed change of the TEFRA provision
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in Section 222 creates an unreasonable and excessive extension of
the penalty tax. Surely it cannot be charged that a person uses
an annuity as a short-term investment vehicle if he is precluded
from withdrawals for ten years on the threat of a penalty tax! It
is difficult for an annuity buyer to get interest guarantees for
that porio;ﬂot ﬁi-e. and even if he could, a 10-year interest
guarantee certainly could not be considered a “"short-tera”
investment. Further, such a change would discourage younger
buyers of annuities who want and need to make provision for their
future financial security and retirement. An individual buying an
annuity at age 35 is exposed to a penalty tax for 24 1/2 years
(until age 59 1/2) {f, because of some unforeseen emergency, he
should need to withdraw., While responsible individuals plan for
their future, they know that their circumstances may change and
that they may need their money for other legitimate purposes.

Such an unreasonable extension of the penalty eix provision will
discourage people from purchasing annuities to provide for their
retirement.

There should not be any additional burdens placed on an
annuity which, unlike an HR-10 or IRA Plan, can only be purchased
with after-tax dollars. An annuity by itself cannot be as
advantageous to the purchaser as a tax qualified plan. Therefore,
the annuity and the annuity purchaser should not be subjected to
the imposition of additional burdens that will impair their use
even further. The only discernible result of Section 222 would be

to discourage the purchase of annuities with after-tax dollars.
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(p). Paragraph (b) - Taxation on death bofoic annuitization.

This provision is without any leq}tinato application. There is no
abuse to be cured in this area and it cannot be said to generate
any significant tax revenues. It is simply a deterrent to the
sale of annuity contracts. People buy annuities at all ages to
plan for their retirement. When they buy annuities, most do not
know when they wish or need to commence recoiving their income
payments nor when they will die. Even if they thought they “ew,
their circumstances may change; they may need to advance the date
to age 60 or extend it to age 75. Today, more people are working
actively to age 70 and beyond. The great value of an annuity as a
retirement vehicle is the flexibility it provides in letting the
person accumulate retirement income on a tax-deferred basis until
the time he actually needs to start receiving his income,- and at
that moment, decide what type of annuity pay-out he needs to
receive, i.e., over a 10-year or 15-year or 20-year period or over
his lifetime.

The proposed change creates for the legitimate annuity buyer a
continual sword of risk hanging over his head that at any moment
he may die unexpectedly before he had reached the time when he
wished and needed to annuitize, and that as a consequence of his
untizely death an immediate income tax on the earnings of his
annuity is incurred as if ;;ey had been paid to the decedent
before death and an estate tax is imposed on the proceeds in his
estate. Thus, this double tax burden would be imposed on the one

person who never received a penny of the annuity income while

living.
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The proposed change raises other questions that can only add

confusion to what is now a clear statement of law:

1. It refers to the death of the “holder" of an annuit!, Who
is the holder of an annuity? Is it the owner of the annuity?
Many annuities make provisions for a “"contingent owner” to
whom the ownership passes upon the death of the original
owner. What about joint owners or joint and survivor owners,
or joint annuitantn‘;ith equal rights?

-2. What if the annuity buyer included a “"spendthrift"
provision restricting the pay-out to the beneficiary on a
certain basis, i.e., life annuity - should the beneficiary be
forced to pay income taxes as though he or she received
payment of the entire lump sum when in actuality the
beneficiary can only get the money over a period of many years
or during his or her lifetime? Should the estate of the
decedent be required to pay income taxes on distributions that
must go to a beneficiary?

3. The proposed change would unnecessarily render Section
72{h) ineffective and inoperative. Under Section 72(h) of the
IRC, a beneficiary who has not had an election made for him or
her has 60-days in which to elect an annuity pay-out or to
receive a lump sum distribution and pay the entire income tax
at that point. The proposed change does not add a tax, it
merely imposes the tax upon the improper party at the death of

the holder to the detriment of the beneficiary who, in all
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likelihood, needs the tax planning ability the most. \ Section
72(h) is a good provision that has been in our tax law for
many, many years and no one has ever suggested that it be
changed.

There are no logical reasons to support the proposed changes

of either paragraph (a) or paragraph (b) of Section 222,

l. They have no significant revenue impact.

2. There is no reason to make non-qualified annuities similar
to IRA's. An IRA is purchased with pre-tax dollars and, up to
$100,000, is excluded from estate taxes. Non-qualified
annuities are purchased with after-tax dollars and do not
enjoy estate tax exclusion.

3. These changes will sharply lower annuity sales and will
have sub;;;ntial adverse impact upon a number of smaller life
insurance companies whose annuity sales make up a substantial
portion of their business. 3

4. These changes are unwise on the basis of public policy
considerations. At a time when we need to oncoutigo savings
and motivate ﬁ:bplo to provide for their own future security"’
and retirement, it appears contrary to the public interest to
impose further restrictions on annuities which will certainly
eliminate their attractiveness as a retirement vehicle.

S. The industry and the Government had an understanding that

the revisions in 1982 were final. The proposed changes —

violate that understanding. .

-7 =
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For all of the above reasons, 1 respectfully urge the Senate
to reject any changes in the taxation of annuities at this time as
being contrary to the avowed public policy of encouraging
Americans to 1né;;cndont1y provide for their own retirement
security and inconme.

Request for Correction of Certain Capital Gains Tax Treatment

There is a point where I believe that the tax laws relating to
‘the general area-of taxation ;:;d to be addressed and corrected.
That point concerns the tax treatment of realized capital gains in
variable contract separate accounts. Capital gains realized in
insurance company separate accounts have been improperly treated
for quite some time. The assets in an ingurance company separate
account are held exclusively for the benefit of policyholders. It
there are gains in the separate account they increase the value of
the policyholder's contract.

The basic premise of life insurance taxation is that ahy
portion of an insurer's investment income used to increase
policyholder's values in an insurance policy or annuity contract
is treated as a increase in reserves and, therefore, deductible to
the insurer. The premise is what we will refer to as the "inside
build-up” on policies. It has long been recognized that this
inside build-up is the only way an insurance policy can truly work
and {t is the only way in which double taxation is avoided.

There is one serious flaw in the treatment of inside

build-up. While there has never been a question as to the need to

provide the deduction for insurers when policy values increase,
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through apparent inadvertence, this treatment is no:Aavailable to
capital gains investment income credited to the values of variable
contracts funded in insurance cogéany separate accounts. Under
present law, the insurer is obligated to pay a tax on any
long-term capital gains realized in a separate_account, thereby
reducing the assets in the separate account by the amount of such
tax. The policyholder is not given credit in any way for the
payment of such tax. The result of this apparent flaw is a form
of double taxation>6n variable contract holders. The insurance
company must pay a tax on any such realized gains and, when the
proceeds of the contract are distributed, the policyholder will
again be taxed on the net amount of the gain at ordinary income
tax rates. ’

I suggest that this apparently inadvertent flaw be corrected
by amending the Internal Revenue Code to eliminate the taxition of

capital §aina realized in an insurance company separate account,
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STATEMENT OF STUART E. EIZENSTAT, POWELL, GOLDSTEIN,
FRAZER AND MURPHY, WASHINGTON, D.C., ON BEHALF OF
KARR/BARTH ASSOCIATES AND MID-AMERICA ASSOCIATES,
PHILADELPHIA, PA.

Senator CHAFEE. We welcome an old friend whose has been
active, of course, on the Hill, Mr. Eizenstat.

Mr. EizenstaTt. Thank you, Mr. Chairman.

I appreciate the opportunity to testify against the policyholder
loan provisions in section 223 of the bill on behalf of two independ-
ent life insurance brokerages. Accompanying me today is George
Karr of Karr/Barth Associates.

My clients deal in traditional life insurance products for the
middle and upper middle income market. It is these basic policies
which are threatened by the across the board policyholder loan in-
terest deduction limitations. This exercise began as an effort by the
IRS and Treasury to stop the proliferation of high cash value, tax
shelter type investments carefully crafted to qualify as life insur-
ance, which gave a few investors the opportunity for substantial ar-
bitlt_'age and tax advantages when the investor borrowed from the
policy.

The testimony of Treasury makes clear that this was the target
of tax reform. We fully share this goal. My clients do not sell such
investments and the policies, indeed, such as these, provide un-
equal competition with the traditional type whole life policies,
which both the Congress and the Treasury told the insurance in-
dustry would be left undisturbed. However, the bills pending before
both this committee and the House do not target these abusive ~
policies alone, but rather choose a remedy which attacks tradition-
al whole life policies and abusive policies alike and indiscriminate-
ly. The good is treated no differently from the bad by the blanket
limitation on interest deductions from borrowings on all policies.
This is the wrong approach to a limited problem. It is a limited
problem which requires a limited and targeted response. And the
remedy which is chosen directly threatens, therefore, traditional
whole life policies, which are the bedrock American institution en-
couraging savings, which are now near an all time low, and provid-
ing an incentive, of course, for family protection.

Small businesses use whole life policies for key man or woman
insurance or as part of buy-outs. There is no abuse here since com-
panies can borrow the money from banks for the policy and deduct
the interest. With financial deregulation, there is already a disin-
centive to the purchase of whole life policies. The ability to borrow
and deduct interest charges is a critically important feature to-en-
courage continued use of whole life policies. Any across the board
-ceiling creates a chilling effect on the market, restricts the use by
small businesses of key person policies, and provides a ceiling
which Treasury will inevitably attempt to lower—indeed, their first
suggestion was for a much lower ceiling

Abusive polices can and should be discouraged. They are easily
distinguishable from the traditional life products by the exceeding-
ly large cash values in the early years, by the fact that cash values
are a substantial percentage of death benefits throughout the
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fgolicy term, and by the fact that they offer little or no death bene-
it.

The proper remedy, Mr. Chairman, therefore, to such abusive in-
vestments is not to restrict borrowing on all policies, but rather to
adopt a strict corridor-type definition relating cash values to death
benefits at various ages and then to eliminate entirely or at least
restrict severely interest deductions on those types of abusive poli-
cies, policies which do not measure up to the definition.

A definitional approach has already been approved by the Treas-
ury and the Congress in the 1982 provisions on universal life insur-
ance, and on the treatment of death benefits, and is included in
section 221 of the bill. If time does not this year permit further re-
finement of a corridor-type definition strictly for interest deduction
purposes, to target the abusive policies, then the deductible limita-
tion in section 223 should be eliminated entirely this year and Con-
gress next year should work on crafting such a corridor-type provi-
sion.

The provision here has no relation to the stop-gap provisions and
is not a significant revenue raiser. Section 223 should therefore
either be modified so that it targets only abusive policies or it
should be dropped if time does not permit.

Senator CHAFEE. Thank you.

[The prepared statement of Mr. Eizenstat follows:]
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STATEMENT OF STUART E. EIZENSTAT
BEFORE_THE COMMITTEE ON FINANCE
JANUARY 37, T98W

Mr. Chairman and members of the Finance Committee, my name
is Stuart E. Eizenstat, and I am a member of the law firm of
-Powell, Goldstein, Frazer and Murphy in Washington, D. C.
Accompanying me is George Karr_of Karr-Barth Associates.

I am testifying on behalt of Karr-Barth Associates and
Mid-America Associates, which are independent life insurance
brokerages servicing the middle income market. My clients deal
in traditional life insurance products, and they share the
concern of this Committee over the proliferation of high cash
value, tax-shelter type investments designed to qualify as life
insurance. The stated intent behind the limitation on
policyholder loan interest deductions in the pending life
insurance legislation is to combat such abuses without
affecting the use or marketability of traditional whole life
insurance. Unfortunately, any across-the-board policyholder
loan interest deduction limitation, regardless of dollar )
amount, equally affects traditional, "vanilla" whole life
policies and investment-driven, abusive policies. Further,
even at the $500,000 level adopted by the House Ways and Means
Committee and included in S. 1992, the interest deduction
limitation will discourage the legitimate use of life insurance
by small businesses in situations where there is no abuse of

the income tax system whatsoever.



178

Abusive life insurance products are generally identifiable
because the investor can borrow and reinvest a substantial
portion of his premium payments. The reinvested premiums’
accumulate within the policy free of tax while the investor
receives a deduction for the interest charged on the policy
loan. For abusive products, this arg}trage results in a high
internal rate of return competitive with other market rate
investments without taking into consideration any insurance
protection (i.e., excess of death benefit over cash value).

The purchase of traditional, whole life insurance, on the
other hand, is a long-term financial commitment. The option to
borrow from the policy often provides the security necessary to
induce a_prospective policyholder to undertake that commitment.
This is particularly true in the case of many small businesses
where whole life insurance can serve the important function of
guarding against contingencies which could otherwise wipe out a
new enterprise. For example, many small businesses purchase
Key-man life insurance as compensation in the event of the
premature death of vital personnel. Alternatively, the owners
of a small business may use life insurance to fund a corporate
buy-out plan which will enable the business to survive the
death of an owner. In both these cases, substantial amounts of

insurance protection may be necessary; however, it is the death

34-146 0 - 84 - 12
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protection element of the insurance policy (the pure insurance
element) which is essential. 1In these situations, a $500,000
interest deduction limitation is a disincentive for the
purchase of insurance which is important for the survival of
the small business.

Nor does a flat $500,000 cap make good sense in the case
of established corporations which take out large policies on
their key officers since there is no indication that abuses are
occurring here. Indeed, a large, established enterprise with
sufficient credit available from other financial institutions
can borrow an unlimited amount of funds from a commercial bank
to pay its life insurance premiums even if its ability to
borrow from the policy is limited by new legislation. Since
the interest on any amount of such borrowing from a bank is
deductible, the only disadvantage to the established
corporation from a limitation on the deductibility of
policyholder loan interest would be the potentially higher
interest rate charged by another financial institution.
Moreover, the Treasury will be no better off since the higher
interest rate charged by the commercial bank will lead to
higher income tax deductions for the corporate insured while
the tax treatment of the insurance p}oduct, itself, will be

unaffected. (It should be noted that the premiums for such



176

non-group life insurance policies are not deductible, and,
therefore, there is no revenue drain on the Treasury due to the
purchase of these products.)

A small business, on the other hand, may be reluctant to
use available outside credit to purchase 1life insurance
protectidﬂ because of the long-term nature of this commitment
and uncertainties over the future capital needs of the
business. Accordingly, those businesses which are most at risk
will be the most easily deterred from purchasing insurance
protection under the proposed legislation. Further, to the
extent that corporations use limited outside credit for
insurance purchases, funds_which would otherwise be available
for business expansion may be exhausted. For all these

:;EEBUHB, the dollar limitation adopted by the Ways and Means
Committee is ill-advised and will harm exactly those small
businesses we should be encouraging.

Accordingly, I would like to propose that this Committee
target abusive life insurance products in a_manner which fully
protects legitimate whole life insurance policies. This can be
accomplished by restricting any allowable interest deduction
for policyholder loans to loans from those policies which
provide a substantial amount of death protection above the cash

value! i.e., traditional whole life insurance products. For
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this purpose, a corridor-type definition of an eligible life
insurance product could be developed which would insure that
the products which are desirable investments wholly apart from
the inclusion of any insured death benefit, would not qualify
for loan 1ntérest deductions.

The most accurate definition which would exclude purely
investment-oriented products while permitting the unrestricted
purchase of traditional whole life insurance by persons of any
age or by corporations or other businesses would be in the form
of an age-specific corridor limiting the ratio of cash
surrender value to death benefit according to the age of the
insured at the time the policy was purchased and the length of
time during which it has been in force. Interest deductions
for all borrowings from a policy which met these criteria would
be permitted; whereas, no deductions whatsoever would be
allowed for interest payments on loans from non-qualifying
policies. (Alternatively, a limit on loan interest deductions
could be applied only to non-qualifying policies.) The
insurance company would be required to notify each purchaser in
writing as to whether his policy would be eligible for
interest-deductible borrowing, and penalties could be imposed
on companies supplying false information. Thus, this solution

would dompletely protect the traditional 1ife insurance product
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while excluding investment-oriented é%usive policies from the
tax benefita accorded to life insurance.

My clients would be pleased to supply ;;;‘services of an

__iggggry to work with the Committee staff at its convenience in
order to develop the appropriate definition of an eligible life
insurance product. In addition, my clients would make
available to the Committee any data concerning insurance
products and industry practices of which they are aware. 1In
this manner, we believe that an appropriate definitional
solution could be developed promptly and in time for
legislative action this year.

However, if the demands on your Commiltee preclude such an
inquiry at this time, we believe that legislative action
affecting life insurance products should be deferred. Omitting
any policyholder loan provision from this legislation would be
preferable to the approach, first adopted in the House bill,
which does not distinguish between traditional life insurance
policies and abusive ones. There is no necessity to act on the
policyholder loan issue at this time. Life insurance products
are not subject to any expiring provisions of the tax law which
require imm2diate action. Moreover, a policyholder loan

deduction limitation raises no significant revenue. The tax

treatment of life insurance products affects millions of
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policyholders with potentially severe ramifications which have
never been thoughtfully considered due to the suddenness of the
introduction of the loan interest limitation in the House bill
this summer. Until that time, my clients believed that
traditional, whole life insurance products would not be
affected in any way by legislation contemplated by this
Congress.

Traditional whole life 1nsQrance provides more than 95
percent of the death benefits actually recovered by
policyholders. Thus, it is the primary means of protecting
families and small businesses from the catastrophic
consequences of the death of a provider or employer. It is a
proven and important method by which American; can save,
protect their families, and yet borrow for a rainy day, for
special needs, or for the education of their children. Any cap
on interest-deductible borrowing would have a chilling effect
on whole life insurance, which is a bedrock American industry.

By contrast, term insurance premiums ri;e geometrically as
an iﬁsured nears the end of his normal life expectancy
(coinciding with the usual drop in income due to retirement).
Thus, most insureds drop their term insurance coverage during
their lifetimes and receive no benefits whatsoever. If a

policyholder loan interest deduction limitagzon is enacted
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clouding future investments in whole life insurance, many more
policyholders will rely on term insurance and sacrifice lasting
financial security for their families. o
Accordingly, I urge you to strike the policyholder loan
interest deduction limitation and to develop instead a
definitional approach which will target abusive policies while

protecting the traditional whole life insurance which is an

essential component of our country's savings and security.
Even if suchAa definition cannot be enacted this year, the
policyholder loan interest deduction limitation, adopted from
the ﬁouse bill, should, nevertheless, be deleted from S.1992.
I am very grateful for the opportunity to testify before
4~xh4o-Commip§ee. Mr. Karr and I would be happy to answer any

questions you may have,

Senator CHAFEE. The other gentleman, are you here to testify?

Mr. SmrtH. He has completed our testimony. We will be happy to
answer questions, sir.

Senator CHAFEE. I don’t quite understand the rationale that Mr.
Regan and Mr. Perrin expressed that it's perfectly all right to pay
an income tax on premiums for group term life insurance over
$50,000 that you receive while you are an active employee, but
there is something immoral about paying tax on these premium
after you have retired. What is the difference?

‘Mr. REGAN. When an employee has retired, as stated previously,
that’s when income is reduced, and that's certainly the time when
tax benefits should be considered and certainly not additional taxes
im .

nator CHAFEE. These are not additional taxes, so don’t say
that. You pay the taxes on the premiums for the insurance in
excess of the $50,000 while you are working with the company. Is
not that correct? -

Mr. REGAN. That'’s correct.

Senator CHAFEE. So you are not subject to additional taxes.
Under this proposal you get the $50,000 coverage tax free, but you
pay taxes on amounts of insurance coverage above that. If your in-
surance is $100,000, you are paying a tax on the premiums for the
extra $50,000. When you retire, you would-still pay a tax on this
extra covera%:a. Now maybe due to the terms of the group life, it's
more costly, but it has been more costly as you moved up through
anﬁway, hasn’t it, in the company?

r. REGAN. As your ages increase during your working years,

your income has also increased. Now once you retire, obviously,
- %gnr/income is still not increasing, and, in fact, not staying level.
that is when I think we should be—it would seem like sound
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social policy to encourage the provision of group life insurance cov-
erage to retired employees, and to do that in a manner in which we
take into consideration the extra economic burdens faced by retired
employees. There are two exceptions—both retirement and disabil-
ity—that Congress saw fit when they considered the changes to sec-
tion 79 in 1964 to enact. Both are really hardship sections, if you
will. That’s someone who is disabled or if they are retired, and they
are certainly not at their peak income years.

Senator CHAFEE. Well, I know that any provision that distributes
more money to beneficiaries, survivors, widows, tax free is splen-
did. But as I mentioned in my opening remarks, we are confronted
with a $200 billion deficit in running the country so we just have to
seek to get revenue where we can. That’s what is driving us. Cer-
tainly, it would be wonderful if there were no taxes on anybody
over 65. That would really be helping the elderly. But we are not
in a position to dothat. ’

Senator Packwoob. Dr. Chasey, your organization was not con-
sulted at all in this compromise, were they? It's not a question of
dol t)égu want to join, and you don’t join. You weren’t even con-
sulted.

Dr. CHasey. No; two major groups were consulted in this. We
were not part of any compromise at all.

Senator PAckwoob. That's what I thought. The argument-is
being held out that all of the major players in the insurance indus-
try—agents, business—were all part of this compromise and any-
body that was left out is just kind of a rag-tag hair-shirt organiza-
tion that has no real interest. [Laughter.]

Dr. CHasey. Yes; that’s exactly what is happening. I might say
that the testimony that we have presented both orally and in writ-
ten form would reflect the major interest of the agents, if they had
not agreed to a compromise.

First of all, there was a very low limitation on the interest de-
duction—$50,000. When you have got $250,000, you say, where are
we going to go with it? And we noticed some fear today that we
won’t get any legislation unless we agree to the whole package. But
in that process a lot of people were left out; yes, sir.

Senator PAckwoobp. When I was last in Oregon, I talked with a
number of agents. And I don’t mean the ones that would just nec-
essarily be writing these kind of policies. I'm just talking about the
average agent. They don’t write very many policies likeé this. And I
can understand why they want to deal—and their companies have
called them about a bill. And it is not that they are in any way for
or against the policyholder provisions. For most of them, they were
irrelevant. And to say that they are wedded in bond to those provi-
sions simply overstates their position. They don’t care one way or
the other. -

Dr. CHaAsey. I think it's also interesting that neither of those
groups are testifying today in that the compromire was cut and
they are staying by that compromise by not testifying rather-than
in support of. __ -

Senator PAckwoop. No other questions. -

Senator CHAFEE. Senator Bentsen.

Senator BENTSEN. Thank you very much.
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I certainly share the chairman’s concern and Senator Chafee’s
concern with the deficit we are facing, but I would like to ask Dr.
Chasey to comment on what he thinks the revenue impact would
be if the cap was taken off on the $50,000.

Dr. CHasey. On the $50,000? John would probably be the better
one to respond.

Senator BENTSEN. Give it to me on the borrowing then. Give
them both, if you have it. That would be helpful. .

Dr. CHASEY. Let me just say on the borrowing that the feeling
that we have from policyholders is that if there is the limitation—
and we have an example in our written testimony using different
figures than Mr. Chapoton did—that at age 64 then there would be
no borrowing ability left. Therefore, at age 45 the individual
wouldn’t buy the policy knowing that at age 64 he would not have

. the opportunity to borrow against that policy. So, therefore, people
will not buy the policies; will go into some other type of revenue
program. And, therefore, the Treasury will not receive any money.

Senator BENTSEN. So you don’t see a revenue impact on that
limitation? —

Dr. CHAsEY. I see a negative on that aspect. That the policies,

““even though there may not be that many, will not exist. They will
go al:vay. And, therefore, the Treasury will not benefit in any way
on that.

Mr. REGAN. On section 79 changes, again, it’s difficult to assess
what the revenue impacts of the $50,000 limitation would be. I
think there are two concerns there. No. 1, it could cause wide-
spread cancellation of postretirement death benefits, and anything
that would discourage postretirement death benefits to any seg-
ment of the employee population would seem to be unwise policy.
Second, for that retired employee who now gets a 1099 on a benefit
from their previous employer, I would suggest in most cases that
they are probably not going to understand it; probably not going to
report it. And, therefore, it’s unadministrable insofar as any tax
revenues.

Senator BENTSEN. I'm not sure I agree with that last comment.
But I appreciate your other comments.

The CHAIRMAN. And following on Senator Chafee’s question, the

_retired employee has to pay tax on his pension which he uses for
food and clothing, right?

Mr. REGAN. That'’s correct. a

The CHAIRMAN. So why should his term life insurance be com-
pletely excluded?

Mr. REGAN. What we are talking about is the fact that it is ex-
clbulded now, Senator. And why should we be changing that to tax-
able——

The CHAIRMAN. I didn’t ask you that question I asked you why
should it be excluded. We are going to have to change a lot of
things around here if we are going to get ahold of some of the prob-
lems in Government.

Mr. REGAN. As stated previously, whether it's retirement or dis-
ability, this is a time when an individual income goes down.

R‘Tl}':e? CHAIRMAN. So does his tax rate go down when he is retired.
ight?

—_—
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Mr. REGAN. That’s correct. The tax rate goes down. The ability to
pay goes down. Group life insurance is different from the pension—
if it creates additional taxable income after retirement—it does not
create with that the additional cash to pay the tax. So from that
standpoint it’s a little bit different than retirement income.

Mr. PERRIN. May I comment on that, Senator?

The CHAIRMAN. Sure.

Mr. PeErrIN. I think the long-range implications are that there
will be a curtailment and cutback of employer provided group term
life insurance for retirees. As the retirees themselves drop coverage
or have to drop coverage, employers are going to see this dissatis-
faction, and they themselves will drop plans. Now this may not
happen this week or next week or next year, but certainly as
salary increases occur and more and more people are impacted by
this, in my opinion, that is definitely going to happen.

The CHAIRMAN. What percentage of your annuity customers ac-
tually take their accumulated savings in the form of an annuity
rather than just taking the accumulation, a lump sum like you
could from any savings account? Do you have any of the percent-
age figures?

Mr. HoLbpEN. Senator, I don’t have the exact percentage. Howev-
er, I can offer you some very enlightening information. Several
years ago our company decided that we should sell only annuity
contracts instead of something that might be cashed in later on. So
we commenced selling a policy whereby 50 percent or more of all of
-- the money that they put in would have to be taken as an annuity
income, and could not be surrendered.-Many people told us we
were crazy. And both our distributors and some of the public to
begin with.

You will be interested to know that from that day forward our
sales have increased, and we are still selling that product. And on
those products, all of the policyholder proceeds, more than 50 per-
cent of all of the policyholder proceeds, are distributed in the form
of actual annuity. So I think that everybody'would probably like
that kind of thing.

The CHAIRMAN. This may have been said in some of the state-
ments. I understand that some people use annuity contracts to pro-
vide for savings for their children’s education and other socially
- useful purposes. But under current law they can also use it to buy
a yacht or anything else. Would it better to limit the use of annu-
ities to retirement purposes by having rules like IRA’s? And then if
we wanted to encourage other savings programs, do it through
some other legislation?

Mr. HoLbEN. Well, of course, I'm in favor of IRA as it is, and
even as the President is recommending, very much in favor of that.
But we are covering a whole different segment of the population.
And our snnuity contractors are used for many different purposes.
And I think that that would not be advisable for this reason.

As you know, they must be currently held for 10 years or longer.
in order to not have the penalty tax. And, therefore, it's obvious
that we ought to try to encourage people in their twenties and thir-
ties to start to save in the long ran%lel investment program for their
children’s education and for other thingg. I really don’t see much of



183

the proceeds of annuity contracts buying yachts and so forth but I
sup any property could be purchaseg.

'I‘ﬁe CHAIRMAN. Just as an example.

Mr. HoLpeEN. I would like to make the point that I believe we
should not make a restriction on the purpose. The important point
is that the average American, self-reliant American, start to save
money. And we can give you plenty of evidence that they are will-
ing to do that. And in this time where social security and other
pension benefits are in question—and remember I ended my discus-
sion with the point that we are prepared to give evidence to you
and your staff that by eliminating section 222 you will probably in-
crease the tax revenue to the Government instead of decreasing it.
And we are prepared to give you those figures.

The CHAIRMAN. Thank you.

Senator CHAFEE. Well, in case there is any doubt, where I come
from, taking your money out to buy a yacht is considered socially
desirable. [Laughter.] ,

Thank you.

Senator Boren. ) '

Senator BoreN. Mr. Chairman, just very briefly in the interest of
time, Mr. Eizenstat mentioned the chilling affect that the consider-
ation of these changes has already had on the market. And I think
we all recognize that there are benefits to society and particularly
to small businesses and others to have whole life coverage under
certain circumstances.

Describe why this has already had such a chilling affect? What
kind of mggnitude~of change would i'ou anticipate in the market if
it is carried through? And is it really the fear that once a cap is
giaced on that that cap might be whittled downward, that it might

whittled away? Is that having the most negative impact as op-
posed to the actual dollar figure on the cap now? )

Mr. EizensTAT. I think it's twofold. First, the dollar figure will
have some direct disincentive. But the chilling effect is also psycha-
logical and becomes very real because once a cap is established the
incentive is to lower the cap. And, indeed, the House has already
shown an interest in doing that. The original provision was for
$50,000. It was changed only at the last minute. And that gives an
idea of the direction in which this will go.

If, Senator, there is a desire to attack abusive, high cash value,
front loaded policies, that is something that can be done by a strict-
ly targeted corridor provision. And we would support it. But an
across the board cap is a signal to all potential policyholders that
life insurance is not going to be the kind of investment in the
future that it has been in the past. And at a time of financial de-
regulation when there are already substantial incentives not to
invest in life insurance, despite the death benefit protection, this is
yet another disincentive: .

Senator CHAFEE. Could you give us, without goinil into too great
detail, what you would do to curb abuses in lieu of the general cap?

Mr. EizenstaT. Well, for example, one can fairly easily distin-
guish these abusive policies from traditional policies by the amount
of cash value relative to death benefits. If you had a golicg, which,
for example, in its first year had anything in the 10-, 12-percent
range in terms of cash value, you are dealing with something that

~
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may not be a traditional policy. We would suggest a really quite
strict corrider definition, something in which you had around a 3-
to 5-percent cash value in the first year so that you could distin-
guish the traditional policy, which is not bought for investment
purposes, but is bought for protection purposes, yet on which bor-
rowing is an important incentive, from those in which the major
incentive is to get the cash value up front and then borrow off of it.

So that's the type of provision we are talking about. It is some-
thing that I think the committee staff would be fairly familiar
with. And we would be more than happy to work with the commit-
tee to attempt that type of distinction.

Senator CHAFEE. Did you hear Secretary Chapoton refer to page
23 of the joint committee print? Take a look at page 23. Now
maybe this is catching you short because you haven’t had a chance
to look at it, but page 23 contains a description of a case in which
there is no guaranteed cash value at the end. This case might not
be caught by the restrictions that you suggest, yet conduct de-
scribed on page 23 is not something we should be encouraging.

Mr. EizenNsTAT. Mr. Chairman, without having had the opportu-
nity to look at this particular provision, I might mention that in
the House a suggestion was made of having a 10-percent cash value
in the first year as a way of distinguishing it. That was rejected by
the staff on the ground, which we don’t disagree with, that that is—
not a sufficient line to draw; that that is still taking a whole seg-
ment of potentially abusive investments. And so we are suggesting
something in the 4- to 5-percent range. I'd be glad to look at this
particular suggestion and make comments very shortly.

Senator CHAFEE. We would be interested in your comments. Per-
haps you could send us a letter with some comments within a week
or so. We would appreciate it.

Mr. E1zenstAT. Thank you, Mr. Chairman.

Senator CHAFEE. Addressed to the staff of the committee. Thank
you.

[The letter from Mr. Eizenstat follows:]
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POWELL, GOLDSTEIN, FRAZER 8 MURPHY
ATTORNEYS AT LAW
suiTe 1080
110 VERMONT AVENUE, N.W.

WASHINGTON, D.C. 20008
CLEVENTH FLOOR

202 347-0088 THE CITIZENS & SOUTHERN NATIONAL BANK BUILDING
ATLANTA, GEORGIA 30338
March 7, 1984 404 §72-4800

The Honorable John H. Chafee
United States Senate -

523 Dirksen Senate Office Building
Washington, D. C. 20510

Dear Senator Chafee:

When 1 testified before the Senste Finance Committee
on January 31, 1984, you ssked me to comment on the illustration
set forth in Table 2 on page 23 of the January 27, 1984 pamphlet
prepared by the Joint Committee on Taxation describing the
provisions of $.1992 which affect 1ife insurance products and
policyholders. My client, George W. Karr, Jr., of Karr-Barth
Associates, has prepared the attached chart for inclusion with
this letter in the hearing record of January 31, 1984. The
chart sets forth the cumulative rate of return on cash flow
for each year under the terms of the Joint Tax Committee's
example. Annual figures, which have been omitted from Table 2
gfterbthe tenth year, have been interpolated on a straight

ine basis. :

The Joint Tax Committee example illustrates the costs
and values of $500,000 of whole life insurance purchased by a
male at age 50 where the policyholder borrows the maximum
amounts permitted under current law and uses these borrowings
to pay future premiums. As the attached chart clearly indicates,
the policyholder's return on his actual out-of-pocket cash flow
~- i.e., premium payments net of policy borrowings -- does not
reach 10% until the 40th year -- that i{s, when the policyholder
would have sttained the age of 90. Since the policyholder
would then have substantially outlived his normal life expectancy,
the {llustration demonstrates that even ut{lizing the maximum
allowable borrowing, a standard whole life insurance policy is
not an investment-oriented product. No mere investor would
purchase such a contract, under which he could achieve a 10%
return on cash flow only if he lived substantially longer than
the national average, apart from the insurance protection
afforded thereunder.

My clients share your concerns about the abuse of
life insurance which occurs when investment-oriented products
offering competitive rates of return apart from any insurance
protection are marketed as life insurance. However, traditional _._
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whole life insurance products, such as the one illustrated

in the Joint Tax Committee study which would be a poor i{investment
apart from the insurance benefits, should be protected. Millions
of Americans depend upon whole life insurance to provide death
protection for their families. The current incentives for

the purchase of such contracts, which offer less than a compe-
titive rate of return even tsking into account the ability to
bortgu :nlimited amounts according to present law, should be
retained.

The a groach em loyed by the House Ways and Means
Committee of a g 50 000/$ 00,000 cap is arbitrary and unfounded
and should be stricken by the Senate Finance Committee.

If I can be of any further assistance to you or any
other member of the Finance Committee or its staff in your

consideration of this issue, please do not hesitate to contact
me.

Very truly yours,

Stusart E. tlzenstat

For POWELL, GOLDSTEIN, FRAZER AND MURPHY

SEE:wyp

Attachments 8“‘_1’“‘”1 M M M
iy i At ek
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AGE 50

PERMANENT LIFE INSURANCE

NET
ANNUAL
YEAR AGE OUTLAY#*
1 50 $ 14,454
2 51 14,454
3 52 745
4 53 1,489
5 54 2,233
6 55 16,687
7 56 16,687
8 57 -35,394
9 58 807
10— 59 730
11 60 =136
12 61 -1,002
13 62.. -1,868
14 63 ~2,734
15 64 -3,600
16 65 - =8,466
17 66 =5,332
18 67 -5,198
19 68 -7,064
20 9 -7,934
*Based on a 50% tax bracket.

CM, NET
OUTLAY
COMP, AT

0.0% INT.

$ 14,458
28,908
29,653
31,142
33,375

50,062
66,749
31,355
32,162
32,892

32,756
31,754
29,886
27,152
23,552

19,086
13,754
7,556
492
-7,442

$500,000 FACE AMOUNT

10.30% LOAN RATE

CUM. NET
OUTLAY RATE OF
COMP, AT RETURN ON
10.0% INT. CASH FLOW
$ 15,899 0.00%
33,388 0.00%
37,547 0.00%
42,939 0.00%
49,689 0.00%
73,014 0.00%
98,671 0.00%
69,605 0.00%
77,453 0.00%
86,002 0.00%
94,452 0.00%
102,796 0.00%
111,020 0.00%
119,115 0.00%
127,067 0.00%
134,861 0.00%
142,482 0.00%
149,912 0.00%
157,133 0.00%
164,119 1.2%
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NET RETURN ON CASH FLOW

EXECUTIVE AGE 50 $500,000 FACE AMOUNT
PERMANENT LIFE INSURANCE 10.30% LOAN RATE
- ’ CM. NET CUM. NET

' NET— OUTLAY OUTLAY RATE OF

ANNUAL CoMP, AT COMP. AT RETURN ON

YEAR AGE OUTLAY#* 0.0% INT. 10.0% INT. CASH FLOW
21 70 $-9,209  $ -16,651 $170,401 2.39%
22 71 -10,484 -27,135 175,909 3, 40%
23 72 -11,759 -38,894 180,565 4.30%
24 ~73 -13,034 -51,928 184,284 5.06%
25 74 -14,309 -66,237 186,972 5.75%
26 75 -15,584 -81,821 188,527 6.34%
27 76 -16,859 -98,680 188,835 6.85%
28 77 -18,134 -116,814 187,771 7.31%
29 78 -19,409 -136,223 185,198 7.71%
30 79 -20,683 -156,906 180,967 8.05%
31 80 -22,259 -179,165 174,579 8.36%
32 8l -23,835 -203,000 165,818 8.64%
33 82 -25,411 -228,411 154,448 8.8%
34 83 -26,987 -255,398 140, 207 9.12%
35 84 -28,563 -283,961 122,809 9.3%
36 85 -30,139 -314,100 101,937 -9.50%
37 86 . ~31,715 -345,815 77,244 9.67%
38 87 -33,291 -379,106 48,348 9.81%
39 88 - -34,867 -413,973 14,829 9.94%
40 89 -36,438 -450,411 - - 23,769 10.06%

*Based on a 50X tax bracket. R
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Senator CHAFEE. Any other questions? Senator Symms? )

Senator Symms. Mr. Chairman, I want to ask just one brief gen-
eral question on the policyholder question. If I hear all of you cor-
rectly, what you are saying is that over the years what we have
done is shovel money out the door trying to have benefits for senior
citizens and so forth. And now in the private sector, if we close
down on this we are going to discourage people from taking care of
themselves. Is that what you are really saying?

Mr. HoLDEN. Yes.

Senator Symms. With the policyholder provisions?

Mr. HoLbpEN. Yes.

Senator SymMms. Anybody disagree with that?

[No response.]

Senator Symms. But otherwise you are for the bill?

Senator CHAFEE. Does anybody here suggest that the tax-free
group term life insurance for retirees should continue to be dis-
criminatory? In other words, your suggestion is make it nondis-
criminatory, but not subject to the $50,000 cap. I think you said

that, Mr. Regan, didn't you?

- Mr. PerriIN. I said that, Senator. Representing the Association of
Private Pension and Welfare Plans, we suggested that that would
be one way to curb the abuse.

Senator CHAFEE. Just make it nondiscriminatory?

Mr. PERRIN. Yes.

Senator CHAFEE. For example, everybody could get tax-free cover-
age based on salary, or on some basis that applied equally to every-

body. -

lv{r. PERRIN. That’s the important question. What is the basis? In
other words, what’s the definition of nondiscriminatory. I don’t
think that we want to limit flexibility in benefit plan designs
overly. And there certainly are different considerations for differ-
ent segments of the work force. So that would be the only caveat in
that regard.

f‘Sen;zt;or CHAFEE. Well, isn’t the term nondiscriminatory a term
of art?

Mr. PerrIN. Yes; we would want to havc some of that or creativi-
ty left in designing that benefit package.

Senator CHAFEE. Artistic licensing.

Mr. PerrIN. Right.

Mr. Ei1zenstat. Mr. Chairman, I will give you a complete re-
sponse to-this, but on the chart I think it's interesting that you are
dealing with a 50-year-old male. It’s not until he is 70 that you get
an investment return, and not until he is 80 that you get a sub-
stantial one. So it doesn’t appear to be a particularly abusive situa-
tion. But, again, we will try to respond specifically.

Senator CHAFEE. Well, at the age of 58 he gets $35,000.

Mr. E1zeNsTAT. Some of it is his own money coming back, which
he has put in. _

Senator CHAFEE. Sure, but he has also got a tremendous amount
of insurance at the same time.

Thank you gentlemen very much.

- Senator CHAFEE. The next panel is Mr. Schuh, accompanied by
Mr. Groff, Mr. Bashaw, and Mr. Hughes.

34-146 0 - 84 - 13
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Senator Symms. Mr. Chairman, I would just like to say that I
would like to welcome a friend of mine, Mr. Wayne Schuh, who is
an independent insurance agent in Boise, Idaho. And just for the
benefit of the committee, his practice ranges from estate planning
for ranchers and farmers to the handling of employee benefit pro-
grams for some of our largest companies, such as Albertson’s gro-
cery chain, the Idaho Power Co., and Symplot Corp. ,

And Wayne, I might mention, is here at his own expense on
behalf of the policyholders he represents. And we welcome you and
your colleagues here to the committee this morning, and look for-
ward to what you have to say.

Mr. ScuuH. Thank you.

Senator CHAFEE. Senator Boren.

Senator BoREN. Mr. Chairman, as does Senator Symms, I am also
very Jproud to have constituents on this panel today, among them
‘Mr. Jeff Bashaw of Tulsa, who is an independent insurance agent
who specializes in estate planning and life insurance planning for
closely held corporations, and small businesses. He has been presi-
dent of the Tulsa Certified Life Underwriters, and has 20 years of
experience in this field. And I think his testimony will be very,
very helpful.

And also we have a person who is not directly in the insurance
business but who is a small business person, Dick Hughes, also of
Tulsa, who is president of Hinderliter. And I might say that he has
been the SBA’s small businessman of the year. He’s been the presi-
dent of the Young Presidents Organization, International. And he
is really an expert across the board in small business. I think their
testimony will be very helpful to us in helping us see the impact
that this particular provision will have on small business enter-
prises. So I want to welcome him to the committee, and we are
very, very proud to have them.

Senator CHAFEE. Well, gentlemen, we welcome you all here, and
we appreciate your taking the trouble to come East to be with us.
We will start with Mr. Schuh.

STATEMENT OF WAYNE SCHUH, PRESIDENT, WAYNE SCHUH AND
ASSOCIATES, BOISE, IDAHO

Mrl.)eScmm. Thank you very much, Mr. Chairman, distinguished
members.

In the interest of your time, which I know is growing extremely
short, I would like to say that we basically agree with the com-
ments of Mr. Eizenstat, and we would be in support of the deletion
of the policyholder issues. : :

_ Again, getting to the-interest of time, what I would like to do
ls-——-

Senator PAckwoob. Say that again.

Mr. SciuH. We support Mr. Eizenstat’s position. And that we are
in favor of the deletion of the policyholder issue.

Senator PAckwoob. I thought you said nondeletion.,

Mr. ScHuH. No; the deletion of the policyholder issues.

I'd like to introduce two other panelists that are here today. Mr.
Kornman from Texas, and Mr. Groff from Colorado. :

Senator CHAFEE. Now I have got to get everybody straight.
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Mr. ScHuH. All right. Messrs. Bashaw, Schuh, Hughes, Kornman
and Groff.

Senator CHAFEE. Thank you.

Mr. ScHuR. If you have no objections, what I think may serve us
well is to turn over immediately to us to answer some specific ques-
tions that have been raised or points that have been raised by prior
witnesses. And if there are any questions beyond that, we will cer-
tainly be happy to answer them. And that may serve your time
most expeditiously.

Senator CHAFEE. Well, I think it would be helpful hearing from
you on the provisions in the bill which limit the interest deductions
on policyholder loans. The suggestion has been made by the major
insurance companies that there are not many of these abusive loan
policies out there anyway. I ask you gentlemen as veteran insur-
ance agents and salesmen, having dealt with the public, why you
feel the restrictions in the bill would be harmful to your business.

[The prepared statement of Messrs. Schuh, Groff, Kornman,
Bashaw, and Hughes follows:]
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STATEMENT OF A PANEL CONSISTING OF
WAYNE SCHUH, NEAL GROFF, GARY KORNMAN,
GEORGE F. BASHAW, RICHARD HUGHES

ON S. 1992 POLICYHOLDER PROVISIONS
TO THE

SENATE FINANCE COMMITTEE

JANUARY 31, 1984
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Good morning. I am Wayne Schuh, president of Wayne
Schuh and Associates, Boise, 1daho. My firm is involved ir
the implementation of employee benefit packages for large and
small businesses and advising individuals in regard to their
long-range financial security. With me are Neal Groff,
president of the Madison Group, Denver, Colorado and Gary
Kornman, president of Whitehall Group, Inc., Dallas, Texas.
Also accompanying me are Jeff Bashaw, who in addition to
being the president of Benefit Concepts, Inc. of Oklahoma,
is also a director of the Exchange Bank, Skiatook, Oklahoma,
and Richard Hughes, president of the Hinderliter Corporation,
Tulsa, Oklahoma, former SBA Small Businessman of the Year,
and on the Regional Federal Home Loan Bank Board.

We are here today because we share a deep concern over
two of the provisions of S. 1992 affecting policyholders:
Section 223, which limits the deductibility of interest on
policyholder loans, and Section 224, which will severely
limit the amounts of group term life insurance that can be
provided to retired employees without subjecting them to tax
liability.

POLICY LOAN INTEREST DEDUCTIBILITY

Section 223 of S. 1992 establishes limits on the amounts
of interest pavments on life insurance loans which may be
deducted for federal income tax purposes by individual and
business policyholders. This is accomplished by the imposition

of specified’'dollar caps. 1In the case of individuals, the
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limit on deductibility is equal to $250,000 ($500,000 for
joint returns) times the deficiency rate in effect on the
first day of the taxable year. (In 1983 the rate was

eleven percent.) In the case of corporations, partnerships,
proprietorships or other entities engaged in a trade or
business, the limit would be $500,000 times the deficiency
rate times the number of qualified insured lives. Qualified
lives arg, among other criteria, defined as those insured by
whole life policies. Loans subject to these limitations
include any indebtedness secured by a life insurance, endow-
ment or annuity contract, as well as direct borrowing against
life insurance policies.

As we understand it, there were two .concerns which
prompted the proposal to limit deductibility of interest on
loans relating to life insurance. FPirst, the high interest
environment of recent years led to the development of products
that took advantage of the inherent characteristics and tax
treatment of life insurance products but were really invest-
ment vehicles which abused the time-honored, socially
desirable, and economically necessary purposes for which life
insurance was intended. 1Instead of accumulating cash value only
at the rates and amounts necessary to fund the eventual
death benefit while keeping the premiums level over the life
of the contract, these new vehicles were designed primarily to
maximize the internal accumulation of cash value in order to
generate positive, tax~leveraged income in amounts large

enough to be attractive as investments.
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Concern over this type of product is valid. We feel
strongly that such vehicles have been correctly identified
as investments hiding under a thin veneer of life insurance.
We are in agreement with the efforts of Chairman Stark and
and Rep. Moore, which led to the proposed definition of life
insurance contained in Section 221 of S. 1992. As Treasury
Secretary Donald T. Regan observed in a recent speech before
the American Council of Life Insurance, the new definition
will effectively curb this problem:

"The principal innovation here is that for the

first time, a general definition of life insurance

is provided. The role of the definition is to ex-

clude those policies which have too much investment

when compared to the amount of insurance protection
provided. We're generally satisfied with the way

the definition turned out. The tax system continues

to encourage long-term savings through life insurance,

but the limitations imposed should eliminate the use

of life insurance primarily as a tax shelter or as an

investment vehicle.® (Emphasis added)

We agree., Actuarial studies which we have undertaken
confirm that the products identified by Treasury Department
ang by Ways and Means Committee staff as abusive do not even
come close to satisfying the new definitional requirements.
This is because the highly leveraged products depended upon

unnecessarily high cash values which accumulated early in the
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life of the policy. Neither disproportionate ratios of cash
value to death benefit nor early build-up of cash values will
be permitted any longer. Thus, placing a cap on interest
deductibility attempts to solve a problem which the life
insurance definition will resolve: preventing the use of
life insurance products in a manner for which they were never
intended.

The second concern which is cited by the advocates of
these proposed interest deduction limitations is based upon
their ideological opposition to the fact that the cash values
which accumulate during the years that a policy is in force
(inside build-up) are not taxed currently (although they are,
of course, subject to tax if the policy is surrendered). Thus,
the argument goes, to allow the interest on loans against such
cash values to be deducted is, in effect, to allow a double
tax break. Moreover, it is possible to take systematic
advantage of tax-leveraginag possibilities over the long life of
a policy with seemingly lucrative results.

For example, the illustration used by the Joint Committee
on Taxation staff in the pamphlet prepared for this hearing
(Table 2, p. 23), with the input of an "industry expert",
shows that it is possible for a policy taken out at age 50
and remaining in effect for 30 years until the death of the
policyholder at age 80 to generate "a cumulative positive after-
tax benefit to the policyholder over the 30 years of $155,000."

{Description of Provisions of S. 1992 Relating to Life

Insurance Products and Policyholders, January 27, 1984, p. 24).
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Based on this illustration, JCT staff also asserts that
*beginning in the twentieth year, the policyholder's
cumulative after-tax net outlay would be negative" (p. 24).
However, this illustration fails to include a reasonable
interest charge for the use of the money. For instance, if
a reasonable rate of 10 percent were used, the after-tax
net outlay would never become negative. 1In fact, this
illustration is generally forbidden under state law, which
requires recognition of the time value of money. Also,
while not specified, the table appears to assume a policy-
holder marginal tax rate of 50 percent. Since most tax-
payers are not in this bracket, this illustration shows a
higher rate of return than most people would be able to
realize.

The staff concluded its summary by suggesting that with
death at age 80, "the policyholder would have realized a
12 percent net after tax rate of return on the premiums in-
vested in the policy" (p. 24). The inclusion of the mortality
risk portion of the policy in the calculation of the policy
investment earnings mixes apples with oranges to achieve an
inflated (albeit a modest) rate of return of 12 percent.
Moreover, staff appears critical of this rate of return
(assuming it is correct). We feel that such a return can
only be considered modest in the current economic environ-
ment considering the long-term nature of the insurance
contract. (Another factor to be taken into consideration is

that if the proposed interest deduction cap were enacted, any
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yield would be necessarily diminished with increasing
policy size, thereby making all larger policies less
marketable.) In response to the implied criticism of any
after-tax rate of return, we must point out that other
vehicles with which insurance competes in the marketplace
provide for tax free appreciation and full deductibility of
interest on loans secured by the asset (i.e., stocks, real
estate).

The fundamental flaw with these objections is that they
are based or what is possible rather than on what happens.
While it is demonstrably true that systematic leverage to
attain some degree of positive cash flow is possible, as a
practical matter, in the majority of cases it does not occur.
People simply do not purchase life insurance for the purpose

of borrowing and deducting interest.

Table 2 on page 23 of the Joint Committee on Taxation
report on S§. 1992, illustrates the Cumulative Net After-Tax
Outlays for 10, 20, and 30 years. However, since dying to
achieve a profit is unrealistic, a taxpayer is more likely
to be concerned with economic benefits accruing during his
lifetime. The Cash Rate of Return on the Cash Invested is

shown below:

Year Rate of Return
10 Loss
20 1.2%

30 8.1%
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Borrowing illustrations are principally marketing techniques
rather than widely used ways to benefit living taxpayers.
Industry-wide policy loan activity figures bear this out,
Even over the past several years, when poor economic conditions,
high interest rates and high unemployment should have resulted
in very high loan activity if the pro-cap proponents are correct,
loans were outstanding on only about 28 percent of all
policies in force. Of this relatively small percentage it
is safe to assume that many, if not most of these loans
represent last resort, one-time responses to specific,
situational needs for cash rather than systematic borrowing.
People do lose their jobs, have children to put through college,
have to tide thgmselves over through periods of slow business,
have to get back on their feet after divorces, deaths and
other life crises.
Further, if this were truly an abusive situation
revenue figures would be attached to the proposal showing
that it will increase tax revenues. But, in fact, the
opposite 18 true: neither Treasury nor the Joint Committee
have attached any revenue estimates to this provision.
We respectfully suggest that those who are in favor
of this proposal have created a problem because they do not
perceive the difference between a useful illustration of a
policyholder option, to borrow if nucessary, and the way the
product, once sold, is typically utilized.
It is axiomatic in the industry that people do not buy life

insurance -- it is sold to them. This is not surprising,
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since death although a certainty, is never pleasant to con-
template. The purpose of the so-called "investment element”
of a whole life policy is to cover the cost of the eventual
death benefit which will be paid out, while avoiding a sharp
escalation in premiums as the policyholder ages. ({Term
insurance often fails to provide a benefit at death because
it becomes too expensive to maintain at older ages when claim
probabilities are rapidly increasing.

Once a policy has been purchased, the picture changes.
Just as it is human nature to resist making a long-range
commitment to maintain a whole life policy, it is also human
nature to resist depleting the value of that policy through
loan activity. Borrowing against the policy is seen as a
last resort by most people and businesses, as evidenced by
the 258 to 28% loan activity figures cited previously.

Agents prefer this because they would rather not assume \
the heavy administrative burdens that come along with borrow-
ing by their clients. Also, policies which have been borrowed
against are more likely to be terminated. 1Insurers dis-
courage policy loans for two reasons: they lead to increased
likelihood of lapsed policies, and to uncertainties in cash
flow management.

Thus, while this policyholder option is QSF used
excessively, it has great utility, both as a means of selling
whole life insurance, and as a valuable right for those who
may, on occasion, need to use it. Life insurance policies are
necessary for the eventual financial solvency of survivors,
and the continued viability and integrity of farms and small
businesses. The ability to borrow against life insurance is
an essential element of life policies as illustrated by the

following real examples.
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SOLELY OWNED FARMING AND LIVESTOCK BUSINESS

The policyholder is the 6Z year old owner of a
farm and livestock business located in southern Idaho.

Over the years, he has accumulated acreage which has
appreciated greatly in value. Even though his gross

estate is now estimated to be worth between $3.2 and $3.5
million, consisting mostly of land, he is in fact cash poor.
The policyholder's wife is deceased. He has two sons who
have worked the farm and business all their lives, and vho
expect to take it over after their father's death.

The purpose of his life insurance contracts, which have
death benefits totaling $1.5 millidn, which were purchased
two years ago, is to pay the estate taxes. Given just the
appreciation of assets which has occurred over the past two
years, it is doubtful that this amount will be sufficient to
satisfy estate tax and other financial requirements. While
the premium for this amount of whole life coverage at this
man's age is large, it is small compared to the looming
estate tax. It would be totally implausible for this man to
solve his insurance needs with term insurance, since its
cost would escalate dramatically rather than stay level.

Even more importantly, it would also be impossible for
this family business to tie up substantial cash assets in whole
life insurance without the ability to access the cash value
through borrowing and to deduct interest on such borrowing.
The farming environment is so unpredictable and liquidity is

so limited, that if conditions deteriorated even slightly,

this farmer could be forced to exercise his borrowing
option to either keep the policy in force or meet operational

expenses (perhaps for cattle feed).
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CLOSELY-HELD RETAIL BUSINESS

The policyholder is the 55 year old sole shareholder
of a Colorado retail furniture center employinag 25 people. He is
married with two adult children. He is in the process of
relocating his busiress to a suburban area to mea2t competitive
pressure. The business has assets of $4,800,000, less debt
of $2,500,000. This debt package ie necessary to finance
the real estate acguisition and to consolidate previous small
operating loans. As the bulk of the debt is comprised of
real estate financing, the policyholder expects a substantial
portion of the loan to be long-term, approximately 20 years.

This policyholder is in the 50% tax bracket. Because
of inflation, the value of this inherited business, built
up over two generations, has appreciated rapidly in recent
years. The policyholder's net worth, which is almost
entirely attributable to the probable open-market value of
his illiquid business stock, has skyrocketed to about
$2,000,000. The company is in a 50% tax bracket for combined
federal and state income taxes, and has occasionally experienced
cash flow difficulties.

This businessman owns a personal insurance policy in
the amount of $50,000. The corporation is required to
purchase $2,500,000 of keyman permanent insurance on him to
cover the loans. The policy is also intended to serve the
long-term purpose of partially meeting future estate tax and
estate liquidity needs in order to assure continuity and

success of the business after the present proprietor's death.

This person owns a second generation business. His father
had utilized insurance to assure the business was transferred
intact at his death. At age 55, term insurance is not a
cost-effective purchase due to its high premium escalation
after 10 years. The policyholder would like to purchase
additional insurance in the future so that he can bequeath
his stock in the store to his son to continue the family
business, while also providing liquid assets for his wife and

other child.
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FPARMER

The policyholder is a GQ year old Colorado farmer who
is married with two sons and two daughters. Over the many
years that he has owned and built up the farm, he has
incurred debt for the purchase of land, livestock, and equip-
ment.

He is planning on augmenting his present $25,000 personal
insurance policy with an additional $3,000,000 permanent
policy to cover an outstanding bank loan for land purchased,
and to provide for estate liquidity, estate taxes, etc. With-
out this coverage, his survivors would have to sell the farm,
probably for far less than its value at a forced sale, to pay
off the real estate loan and the farmer's estate taxes, The
farmer wants to make sure that his sons do not lose the farm.
He also wants to provide for his wife and give his daughters
an inheritance compaé;ble to that of his sons. However, he
could not afford to commit himself to “he cost of this in-
surance coverage without knowing that he has the option of
borrowing against the cash value to overcome any unanticipated
problems arising from high operating expenses, income short-
falls, or limited cash flow. Term insurance would not be
feasible at his age because of its high cost and lack of
flexibility.

At a time when record numbers of farms are going to
the auction block for a fraction of what they are worth, it

seems particularly ill-advised to deprive their owners of

the kind of financial flexibility illustrated above.
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CORPORATE EMPLOYEE BENEFITS PLAN

A small western power company has an employee benefits
plan which covers about 360 employees whose jobs run the
gamut from lineman to chairman of the board. 1In recognition
of the contribution that long term employees have made to the
success of the company, the plan is designed to reward both
position attained and years of service rendered. About 280
of the 360 participating employees have been with the company
for 15 or more years and have reached the age of 50. Most
of these individuals are not likely to attain upper manage-
ment positions. Their salaries range from $27,500 per year to
the chairman's salary of $180,000. Most salaries in the group
are between $27,500 and $50,000.

In reviewing its pension benefits prior to the design
of the current plan, the company noticed that most
participants were electing a maximum pay-out option at retire-
ment. While this maximized each employee's lifetime benefit,
it left surviving spouses with considerable economic burdens
at the employee's death. A major objective was the implementa-
tion of a death benefit only plan which would equalize the
retirement benefit for the employee and the post-death benefit
for the surviving spouse.

Like many corporations, this company needs tc and wants
to provide adequate benefits to its employees, but must
arrange to do so in a way that will not irrevocably tie up
large amounts of money should occasions arise when there are
cash flow problems which must be responded to on a short-term
basis. 1In such instances, were it not for the policy loan
option, a choice would have to be made between 1) not
providing the benefit, 2) letting the plan lapse, or 3)
paying the premium through cuts in stockholder dividends
or increases in rates. While it is not the intent of the
company to borrow against its policies, it would certainly
not have adopted this plan without such an option, considering
both the long-term nature and size of this commitment to

its employees.
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In his statement before the ACLI which is quoted
earlier in this testimony, Treasury Secretary Regan observed
that "the tax system continues to encourage long-term savings
through life insurance."” Congress has shared this view
for a very long time. Since 1913 -- 71 years -- inside
build-up has been allowed to accumulate without tax as long
as the policy is in force. Policy loan interest on whole
life contracts has been deductible as long as any interest
has been deductible.

We are convinced that the current tax treatment of bona
fide life insurance products is appropriate and should be
retained. It is a reflection of a national policy that has
proven itself over the years to be good foyx individuals,

good for the economy, and good for our country.

GROUP TERM LIFE INSURANCE

Section 224 of S. 1992 proposes several changes to
Section 79 of the Internal Revenue Code governing the tax
treatment of group term life insurance.

For the first time, a taxX on this benefit would be
imposed on retirees, except for the economically obsolete
$50,000 exclusion that currently applies to non-retired_
employees. This means that the employer's premium payments
for group term coverage of more than $50,000 will be treated
as income taxable to the retired employee. -

Since most group term plans provide some coverage for
retirees, we question the social and economic soundness of a
decision which would impose this economic rurden on large
numbers of individuals at a time in their lives when they can
least afford it. This, indeed, is the time when their need is
greatest, particularly since this is the time of life when

most insurance claims are actually paid.

34-146 0 - 84 - 14
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We strongly urge that the present law be retained with
regard to retired employees if Congress considers a non-
discrimination rule to be necessary.

In an effort to avoid undue hardship, there is a grand-
father rule to protect plans in existence as of September 27,
1982, However, even JCT staff has pointed out in its pamphlet
prepared for this hearing, "although on its face this pro-
vision grandfathers existing plans, several questions are
left unanswered."” These "unanswered questions" raise re§1
and serious technical problems which must be corrected if the

law is to operate fairly and consistently.

The whole proposal is fraught with undue technical com-
plexities which can only lead to the inappropriate termination
of some plans. Because the proposed changes to Section 79
have not been thought through as to social policies and
technical soundness, it is up to this Committee to either
find the time to do so now, or drop the provision until it

can receive the consideration it deserves.

Senator BoreN. Mr. Chairman, I noticed in their written testimo-
ny they have some specific examples of how it might affect a
farmer who has used whole life or a small business person who has
used small life. And I think that would be real helpful if they could
maybe give us a couple of specific examples.

Senator CHAFEE. That’s right. Which of you gentleman would
like to do that?

Mr. KorNMAN. What we would like to do, if it would be conven-
ient with you all—we know you are under a shortage of time, and
you do have that written testimony—could we just talk about a few
of the points that have been raised here and try to bring you up to
date on our opinions of them?

First of all, there are 482,900 licensed life insurance agents in
the United States today or approximately that many according to
the Department of Labor. Of that, the NALU represents 127,000 or
slightly more than 26.3 percent.

The AALU, has 1,100 members and represents less than 0.2 per-
cent of the life insurance agents in the United States. And in the
AALU itself the first approach was a corrider to try to get the
Treasury to take an approach that would do away with the abusive
products and keep permanent life insurance a viable thing.

We also represent a large number of policyholders who have had
absolutely no voice in this matter. And as a part of the negotia-
tions with Mr. Stark and Mr. Moore’s committee, the National As-
sociation and the AALU agreed not to give the policyholders them-
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selves any notice of these proceedings. So we would just like to first

tell you who have been the participants in what has come so far.
Mr. GROFF. Senator, you asked a previous witness a question con-

._.cerning the example of maximum borrowing on a life insurance
policy on page 23 of January 27, 1984 report of the Joint Commit-
tee g(ril Taxation Staff. I would like to comment on the question you
raised.

First of all, when they started on this issue in Washington there
were, in fact, some significant abuses in four- or five-to-one shelters
that Mr. Chapoton addressed this morning. A four- or five-to-one
shelter means that if you put a dollar in, you take a deduction of
$4 or $5. The way to look at a shelter according to any financial

* "analyst would be cash on cash. The example on page 23 shows a
cash on cash negative rate of return through 10 years, a rate of
return at year 20 of 1.2 percent, and a rate of return in 30 years of
8.1 percent.

Next I would like to address exhibit 1 of today’s testimong by
Mr. Chapoton. It's the very last page, the front side of that. Once
again, financially analyzing the cash on cash, it takes 19 years for
that to break even as a tax shelter which is 1.8 percent, and this
does not take into account the 20-percent alternative minimum tax.
I do sell life insurance in these types of situations where the cases
are large to frotect farmers, and closely held businesses that con--
tinue to employ people and pass their asset base from one genera-
tion to the other. I submit to you that in the real world, a client
would never buy this with those assumptions on this page because
his advisers would point out the low return and the alternative
minimum tax, which is another 20 fercent. And the yields—I will
also give tyou the runout on the yields. _

First of all, a man 45 does not have a life expectancy to age 95.
He has a life expectancy between age 75 and age 80. Mr. Cha
ton’s example does not yield a positive return until age 64, and this
return is only 1.8 percent. At 65 years, it's 3.58. If he is willing to
keep it in force from 65 to 75 it goes to 11.32 percent cash on cash.
If 5129 7l$7eeps it to age 80, which is past his life expectancy, the yield
is 12.71.

I would like to comment on two other points that were addressed
here todaiy concerning retirement. I would submit to you that the
income of the average person in retirement is decreased by an
excess of 60 percent.

This time I would like to turn it over to my fellow panelists.

Mr. HugHes. Mr. Chairman, as Senator Boren said, I'm a user, a
policyholder, so I'm unfamiliar with all of the policies that are out
there and available. But I am familiar with the investment aspect,
the savings aspect, and the risk aspect of policies.

I would just like to make three comments to the panel regarding
the impact of the taxation to the policyholder. First, I believe that
many of you are familiar with the recent MacKenzie study which
indicates just a small mid-range growth company has an effective
tax rate of about 37 percent, which is about 10 percentage points
above that of major U.S. corporations. And yet I think it has been
proven that it's the small businesses of this country that increase
the emplovment, that pay the taxes, that create the innovation and
that give us the backbone of growth.
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The second point—and one that I think addresses the equity
issue that the Secretary commented on—is that I think you are fa-
miliar with Senator Tsongas’ look at the cost of capital study in a
competitive environment that George Gasopolus used. That study
shows that we are in a cost of capital deficit in the world market—
and I would also suggest to you that the small business is in a cost
of capital deficit to the major industries in this country.

You have got to look, in my opinion, at how business uses ordi-
nary life insurance. First,-we use it to capital. I've been in business
24 years and I have never been able to borrow money without a
personal life insurance policy.

The Secretary commented that the provision that would allow
you to go with more than one person would be sufficient. I would
love to have my banks take 13 of my employees at $250,000, but
they don’t seem to do that. They want $3 million on myself as an
individual or $5 million against the loan.

They are looking to the entrepreneur, the individual business-
man or the private businessman to support that borrowing, and not
to all of the employees in the company.

The small businessman also uses that policy as security. In the
downturn of the economy, we do, as Senator Boren knows—we are
in the oil business, and in 1982 we went through cultural shock.
The industry fell out of bed on us. And those of us that had devel-
oped cash values used them to see us through some very tough
times, as did some of our employees.

If you take the security element and you eliminate the tax de-
duction, you, in effect, have increased the cost of capital of all inde-
pendent farmers, the small businessman and the individual who is
already at a tax disadvantage in the economy.

Senator Packwoop. Let me ask you a question. You have got
good experience in small business. Most of you are in a medium
size business. Have you got any rampent evidence of systematic
borrowing for personal purposes in these small businesses? I agree
with you. I know what it takes to get going and get the 15 or 20, or
25 employees. And you are absolutely right. The bank is not going
to loan on the value of each of those employees. If you can’t cover
that, you are not going to get the money you want.

As a pattern do you find medium-sized businesses are bilking
this system?

Mr. HuGHES. Senator Packwood, I have never seen that as an
abuse. I'm sure there are abuses in the industry. But the small
businessman is more interested in growing his or her business. The
Presndent cited Barbara Procter as an example. And if you saw “60
Minutes,” she only could get her loan on her ability. And the
banker called the advertising agency and said what’s she worth.
We. have never seem that in our area to where it is abusive. Small
businesses grow. I might add that in looking at the proposals, our
required return on capital is 30 percent just to stay in the competi-
tive game with the majors, and to hold good employees. We cannot
pay in our area the same wage scale that McDonnell-Douglas pays,
for example. And could not be competitive. So we will use those
things to hold the employees as well. So we don’t see abuses. I'm
sure there are some.
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Senator Packwoop. What happens to small business if we put
this limit on and you are trying to raise capital?

Mr. HugHges. Well, I think you are going to have a harder time.
You, obvicusly, can use term policies, but it is just going to cost you
more. And you don’t have the guarantee then of insurability on the
individual.

Senator Packwoob. Thank you.

Mr. ScHuH. To pick up on the question that you just raised, Sen-
ator, the systematic borrowing is an overused argument against us.
And, in fact, you also touched on another issue, that being the cap.
It forces our farmers and our ranchers, and our small business
people into a situation of future uncertainty about the tax treat-
ment of life insurance that makes it very difficult for people who
look to those policies that we sell as a source of protection and an
available source of funds in a time of need. And if that opportunity
is limited to him—and it would certainly seem that if Mr. Chapo-
ton has his way in the future it will be even more critically limit-
ed—that we are going to be in a very difficult strait when it comes
to advising our clients and having those policyholders able to make
prudent and financial business decisions in the future.

Senator CHAFEE. Well, the cap does not seem all that onerous.
Furthermore, it seems like no cap at all, since it’s cumulative. Are
you finding the cap that onerous?

Mr. ScHUH. Yes, I do, Senator.

Mr. HuGHEs. Senator, I would like to comment. As a business

rson, I find it onerous for two reasons. As I said, you can’t cumu-
ate when your banker is looking to the individual and that indi-
vidual’s talent. Second, just as an example, NASDEC, which is the
depository of the small public companies, has a minimum equity
requirement of $1 million to list and $2 million of assets. So in
most growing businesses today, a $250,000 cap would limit the cap-
ital formation as they started to grow.

Senator BOREN. It's not at all unusual to have to go in for
amounts of $2, $3, $4 million in a business we would call small, es-
pecially one that is growing and innovating, and to have that re-
quirement of personal insurance protection on the entrepreneur.

Mr. HuGHes. That'’s correct. -

Mr. KorNMAN. Senator Boren, could I say something in support
of what you just said?

Senator BoRrEN. Sure.

Mr. KorNMAN. We write very large policies for primarily estate
tax business purposes. And our actual experience is—let me tell
you how a client looks at it. First of all, a client looks at it that
what happens if he pays his full premiums as they are due to the
insurance company. No. 2, what would happen if he is to pay his
premium for a period of years, and then wants to take a paid-up
policy and discontinue paying. And, third, what happens if his busi-
ness, which has happened in many segments of our economy, has a
difficulty and he, for whatever reason, cannot come up with the
cash to pay the full premium.

At the present time, approximately 80 percent of our policyhold-
ers have no loans and these will be in multimillion-dollar policies.
And I can honestly say I don’t believe there is more than one,
maybe two, that have borrowed consistently on their life insurance
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contract. I believe, No. 1, that the abuses have been cured by the
new definitions of life insurance which eliminates policies of very
high cash values. And, No. 2, that is what is really a sales illustra-
tion method is being taken as being something that is a flagrant,
gross abuse when the reality of it is not happening.

One of the things that Representatives Stark and Moore said was
that when they polled the companies, they didn’t find all these
loans. That was the reason why they said, gee, this affects a very
small percentage of the policies. The fact of the matter is that
those huge loans or this arbitrage are not there. It's merely a way
for a business person or any other reasonable human being to
g(r)low what options they have got in a program that may take 20 or

ears.

nator CHAFEE. Well, as you know, you can use that argument
both ways though. If there are not many of these loans out there,
preventing them can hardly be all that harmful.

Mr. KorNMAN. The fact that that option is taken away would
have the businessman in the position of not having some way out if
his business has a reversal. And he will not enter into that transac-
tion in the first place. I mean I don’t believe any of you would
enter into a transaction that obli%ated you to pay money for 30 or
40 years with no way out if something went wrong.

nator CHAFEE. Let me ask a question of you gentlemen, and
anyone on the panel can answer it. A business person who needs
life insurance to obtain a bank loan can get term insurance; can he
not? What's the problem there? Too expensive?

Mr. BasHaw. I think one of the problems you have with supply-
ing term insurance for a bank loan—let me just give you an exam-
ple. I have a grain distributor in Oklahoma, Okay Grain, who was
with Garbey’s for many years, and went into business for himself
at the age of 63. The %ank required an $800,000 loan. We wrote
term insurance and the premiums started skyrocketing. He was
forced to convert to permanent insurance because of the premium
level. So when you look at the cost of term insurance——

Senator BoreN. How much would he have saved in that example
that you gave, $800,000? And he tried it at term and you converted
it to whole? How much was the variation in cost? We have been
very much tuned to the need for capital formation, and understood
why we had to have that if we are to compete internationally. I sat
in on some of Senator Tsongas’' seminars where Dr. Gasopolos
talked about our deficit on the competitive ability in terms of the
cost of capital; ;ﬁarticularly, to the businesses that are growing and
expanding—high tech and small businesses that are innovative.
What is the difference? What would be the difference? In that case,
how much did the cost go up?

Mr. Basuaw. I think it is a twofold problem. One is the cost dif-
ferential because at that age the premium is escalating rapidly and
I will let somebody else here answer that. But the real problem is
how long do you need the insurance. That's the real problem.

Mr. KorNMAN. The industry can give you statistics that show
that very little term insurance ever pays a death benefit. And the
reason is because the probability death as you go down the road,
whether it’s the estate taxes or buy-sell agreements or loans what-
ever, as you go down the road, the premiums become so prohibitive
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that you stop and you forfeit all the premiums you paid in the
past, and you end up with no life insurance coverage. Unfortunate-
ly, that’s the pattern that you find on term insurance.

Senator Symms. Mr. Schuh, I notice in your testimony you have
some examples in the back of people that would be affected by this.
But I want to look at it from the point of view of, say, the employee
of one of the companies that has a benefit. How high of a salary
are some of these people earning that would be affected by these
policyholder provisions? )

Mr. ScHUH. The salary range is $27,500 to the chairman at
$180,000. The example that Kou are pointing out has approximately
360 people covered under the plan that would, in essence, suppl
death benefit at the death of the employee after he has retired.
Over two-thirds of the people who are covered under that particu-
!saslb ;())})ebn are individuals who earn in an income range of $27,500 to

Senator Symms. Two-thirds of them?

Mr. ScHUH. Yes.

Senator SyMMs. So you are not talking about real high income
people out here in other words?

Mr. ScHuH. Absolutely not.

Senator Symms. But how much of a discouragement to promoting
this kind of a retirement program will this be?

Mr. ScruH. The cap that seems that to be so gracious, if it is en-
acted, a company like this has to look at two situations. One, it
wants to provide reasonable benefits for people who have served a
long time and have achieved a certain age in that company and
contributed to the profitability and the success of it. The other side
of it is they have to look at the individuals who own stock in that
company, and in this casgdpay rates to that particular company.

If they were not allowed to have some kind of a source to recap-
ture the cost of that plan, and an ability with the insurance con-
tracts to be able to access those funds, it would be prohibitive. And
I would say that the two-thirds of the people who now ené'oy or will
enjoy a slightly increased benefit in the retirement woul
it.
Senator SymMms. So if these are implemented into law what we
might anticipate 4 or 5 or 10 years from now is a bigger pressure
on the public sector to provide some kind of benefits to people for
whatever reason that are in a disadvantaged position.

Mr. ScHuH. That's correct. And, again, as you well know, in this
particular case a utility is not known as being a particularly high
paying industry, and yet that utility is an extremely well run one.
And in order to attract and keep talented young p-ople and keep
them around there to the age of 50 when that benefit begins to
accrue to them, they would have to do something, and ultimately
that cost would obviously have to be passed onto the rate payers.

Senator Symms. Thank you very much.

Mr. ScHuH: I would like to make one other point since you have
touched on something that is very special to me. The company that
he is talking about, again, has a lot of people who are not very
high salaried. And my business practice, as Senator Symms intro-
duced me, is farm, ranch community and employees of these large
companies. I am going to refer to a statement that was made, and 1

not have
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truly resent it and I know that the clients that I represent would
as well. I'm not here as a greedy insurance agent. And I'm not here
representing the wealthy taxpayers who are trying to avoid paying
taxes. I would dare say that most of the people that we do work for
either are the backbone of this country in providing food for table
or are the backbone of this country in being the work force. And
the benefits that we provide in the form of insurance protection
and perhaps in some cases retirement benefits or enhanced retire-
ment benefits after that individual worker has died or protection to
pay estate tax so that a farm or a small business can continue to
run profitably and employee 15 or 20 people, that is the not the
profile of a greedy taxpayer who is looking to avoid paying taxes.

And I would like to make that correction for the record.

Mr. Grorr. I would like to add.to that in our closing of our
panel. One, I subniit to you that if any person came to you with
any investment that it took you 18 years to get any money back at
all, under an ideal tax bracket situation which is 50 percent, and
after 19 years you got 1.8 percent, you wouldn’t even have to be a
CPA to tell me you weren'’t interested in that deal.

Second, when you put the alternative minimum tax in there at
20 percent, it will never turn. And as you can imagine, Treasury
gave the worst situation here of the products they could find under
the new definition. And I submit to you that if I or any other shel-
ter analyst—not an antipermanent life insurance analyst—were
looking for a shelter we would analyze this from a shelter stand-
point. You would have no interest in this at all.

Thank you very much, Senator.

Senator CEAFEE. What is your reaction to the proposal that tax-
free group term life insurance for retirees be nondiscriminatory?
How many are for that? Raise your hands.

[Showing of hands.] '

Senator CHAFEE. Any other questions? Thank you very much,
gentlemen, for taking the trouble to come. And we appreciate it.
This concludes the hearing.

[Whereupon, at 12:26 a.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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“Algigte’

Allstate Life Insurance Company appreciates the opportunity to

present its views on S.1992,

Allstate Life has used a standard of fairness....fairness to our
palicyholders, fairness to the companies and fairness to the '
public....as the criteria by which life company tax legislation
should be judged.  The basic provisions of S.1992 relating to -
taxation of life insurance companies‘meet that standard. Other

provisions do not. Permit us to elaborate:

1. the Bill appears to be fair to the public in
that it produces an estimated $2.9 billion tax
revenue in 1984, However, if that revenue level
is raised by the Senate, the Bill will not be
fair to the life companies because it will
aggravate an already unfair competitive
situation vis a vis other financial

institutions;

2. the Bill is not fair to present or future
policyholders because Bill Section 224 would
impose burdensome new taxes on retirees for
certain employer sponsored group life insurance

plans. The ‘effect of this tax will be to'cause
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employees to reject much needed life insurance
because of their inability to pay the taxes.
This provision is particularly unfair because
additional tax revenue is expected to be
negligible. This provision should be deleted
from the Bill;

3. certain technical amendments need to be made.

Two provisions are particularly unfair:

a. Bill Section 217(d) affords a benefit to a
select few companies based on their state of
domicile. That provision should be extended
to comparable fact situations, wheréver the

company is domiciled;

b. a proposed amendment to I.R.C. Section 811 (a)
regarding accounting rules is being
interpreted, according to the report of the
sciff of the Joint Committee, as giving
primacy to Federal tax accrual rules over
State statutory accounting rules. We
disagree with that interpretation. Unless
this issue is resolved, there may be a.steady

stream of litigation for years to come.
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We support the Stock Company Information
Group's statement on other technical

amendments.

4. S.1992 appears to be fair to the life industry
in that it is expected to produce a balance
between the stock and mutual segments of the
business;

A detailed treatment of these points follows.

Except as noted above, $.1992 has the full support of Allstate
Life. We urge the Senate to enact this measure, with the changes
suggested herein, at the earliest opportunity and with an
effective date of January 1, 1984, We need certainty of taxation

in order to be able to price and market our products.

Total Tax Burden and Competitive Implications

It is anticipated that the proposed legislation will raise
approximately $2.9 billion in revenue from the life industry in
£984. We believe that this is an acceptable level of revenue.
Viewed from several different aspects, however, aA increase in
this level seems entirely ifappropriate. First, in light of total

corporate income tax receipts, the life insurance industry will be
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paying more than its fair share. The industry's percentage of the
total corporate tax burden will increase from 2.5% in 1959 to a
projected 3.6% in 1984, Such an increase could be justified if
the industry's rate of growth had kept pace. In fact, it has not.
According to the 1982 Annual Report of the Minneapolis Federal
Reserve Bank, between 1959 and the end of 1981 the banking and-
thrift industry's share of the financial asset market held
relatively steady at about 60%, while the life insurer's share of
that market dropped from 24.7% to 16.9%. The General Accounting
Office Report of September 18, 1981 (covering the years 1960-1976)
indicates that, as a percentage of assets, life insurers have
since 1965 paid more in taxes than banks. The average tax in
terms of percentages of assets for the years 1970-76 was about
.65% for insurers and .15% for banks. From 1972 to 1976 life
insurers paid more taxes in absolute dollars than did the banks.
In contrast to the -increase in the percent of total corporate
revenue paid by the life industry, the largest class of financial
intermediaries - the commercial banks - has seen its share of the
'~ corporate tax bur;;n cut in half over roughly the same time frame.

In 1960, the commercial banks paid 6% of the total., By 1978, this

had dropped to under 3%.
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Bill Section 224 - Group Term Life Insurance Purchased for Employee.

Currently, the cost of group term life insurance coverage in
excess of $50,000 provided by an employer for an employee is
taxable to the employee. Life insurance furnished to retirees and
disabled persons is not taxable. For persons not yet retired and
who are over age 64, the taxable income is computed on the
assumption that the value of the insurance is the same as it is
for attained ages 60~64. Bill Section 224 proposes to tax
retirees on such insurance, with the exception of a very diluted
"grandfather" clause. Further, so called "top-heavy" plans would
be taxed based on the actual cost to the employer rather than the
"cost" as specified in the current law which caps the cost at that

for attained ages 60-64.

We feel that Bill Section 224 should be deleted because its effect
will be to put unfair financial pressure on present and future
retirees. Appendix A (attached) shows selected examples of the
dollar impact which S. 1992 will have on retirees and on persons
still working. The tax burden created will cause retirees €6
reject these plans which will then be discontinued, putting
additional pressure on Social Security and pension plans. The
éocial Security System has recently undergone a serious fiscal

crisis, and there are many who believe the crisis will emerge
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again. In response to this problem, Congress is encouraginé
individuals to save and help provide for their retirement through
the expansion of IRA and Keogh eligibility and uppe: limits.. In
fact, Bill Section 231 would further encourage savings by allowing
nondeductible contributions to an IRA. In contrast, Bill Section
224 frustrates the objective of encouraging people to provide for

their retirement., -

For retirees, the amount of group tefm life insurance that could
be provided would be severely limited at a time when there is
still a need for coverage and replacement with individual policies
is prohibitively expensive, Bill Section 224 (c) (2) attempts to

_ provide some relief by "grandfathering” plans with respect to
those individuals and coverages in effect on September 27, 1983,
since most plans are based on formulas (that is, the amount of
coverage is a function of salary) rather than on fixed dollar
amounts, this relief provision would be unfairly diluted. Also,
since new employees could not enter existing plans, discrimination
would be created within employee groups. The problems created by
these irrational and inconsistent results will threaten the

existence of many well-established plans.

The current law recognizes the social desirability of persons over

65 having life insurance. This serves to reduce the pressures on
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Social Security and retirement plans. For a retired married
couple, life insurance permits them to use more of their savings
while the insured is alive. When the insured dies, the life.
insurance proceeds can be used by the surviving spouse for his or
her’ financial needs. Also, the current law recognizes that a full
tax on life insurance premiums, such as is proposed by S.1992,
would result in many retired persons rejecting the coverage
‘because they could not afford to pay the tax. The "capping" of
“the cost of coverage in the current iaw should continue for all

group plans.

The proposal could have other undesirable effects. Presumably,
younger employees, whose contributions to group life plans may
exceed the cost of individually purchased life insurance, would
decide not to participate in group life plans which tax
post-retirement premiums since they would receive no compensating
benefit for the "excess" contributions made during their younger
years. This would drive up the cost of protection for older and
retired persons and threaten the continuance of these socially

" desirable plans for active employees.

Bill Section 224 is not just a tax on fringe benefits designed for
a select few. In fact, it will impose a tax on large numbers of

future retired people, most of whom should not be classified as
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rich. Once retired, virtually everyone's income is reduced and
-quite often, the reduction is quite substantial. Further, once

retired, the ravages of inflation continue to diminish the

purchasing power of the retired. It is difficult to understand
the ‘'need to impose this . tax on retired persons. Obviously, the
problems inherent in such a change in t;e existing law outweigh
the possible benefits. This is especially true in light of the
fact that - according to Admini;;ration and Congressional budget

estimates - this change would produce little revenue.

Technical Corrections

Bill Section 217(d)

As mentioned, there are two suggested technical corrections which
we feel compelled to address. The first of these issues involves
the transitional rules under Bill Section 217(d). The other is in
reference to a minor change in wording, contained in proposed
I.R.C. Section 811, from language contained in the 1959 life

" company legislation.
Currently, the transitional provisions contained in Bill Section

217(4) allcw relief to only a select few companies. This relief

applies to certain life insurance company acquisitions where the

34-146 0 - 84 - 15
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basis in the target life company assets are determined under
either I.R.C. Section 334(b) (2) or Section 338. Companies acros:
the nation fall into this category, yet the relief allowed under
Bill Section 217(d) applies to only certain companies which are
both (1) domiciled in Alabama, Oklahoma, or Texas and (2)

mentioned by name in the Joint Committee on Taxation's report.

Allstate is one of those companies which would stand to benefit
from this relief provision. 1In its present form, however,
Allstate will be excluded from the group which will be allowed
relief solely due to the fact that it is not domiciled in one of

the three states named in the provision.

Proposed I.R.C. Section 811 (a)

The other technical correction of particular concern to Allstate
involves the wording change to one of the accounting provisions of
the proposal. We believe that nothing of substance is
accomplished by this change. The 1959 life company tax
legislation contained a provision almost identical tq the one
contained in proposed I.R.C. Section 811(a). Specifically, the
pertinent part of the accounting provision contained in the 1959
Act begins, "Except as provided in the preceding sern 2nce, ...."

The Bill's comparable provision (see Bill page 48, lines 13-14)
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begins, "To the extent not inconsistent with the é;éceding
sentence or any other provision of this part...". The emphasis of

these two phrases are essentially the same.

Literally read, the proposed language in no way changes Subsection
818(aJ's requirement of the accrual method of accounting for life

insurance company ‘tax computations where applicable, and, in all

other areas, the annual statement method of accounting.
Incredibly, however, the proposed change in wording, unsubstantial
though it appears, is interpreted in the October 5, 1983
"Comparison of Present Law and H.R. 4065," prepared by the Staff
of the Joint Committee, to have the following dramatic result:
"Federal tax accrual accounting rules would have primacy
over State statutory accounting rules. State rules would
apply to the extent consistent with, or required by, Federal

tax rules.”

We believe that the wording change in proposed Section 811(a) from
" existing law is unwarranted. Potentially, such a change could be
the source of an unnecessary spate of endless future controversy
and litigation over the true meaning of this new language. The
étaffs of Ways and Means and Joint Committee on Taxation have

spent countless hours analyzing the method by which life insurance
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companies measure taxable income, and they have suggested specific
changes in those areas which they felt needed improvement.
Allstate doés not object to these specific changes. We do,
however, object to a change to the accounting provisions to which
" the.staffs - after careful analysis - found no specific change
necessary. Clearly, such a wording change can only result in
confusion and needless controversy while accomplishing no positive
end. For these reasons, we urge thi; Committee to changé the
wording of proposed Sgction 811(3) back to that found in the

current law under Section 818(a).
Thank you for your attention to our comments.

Respectfully submitted,

k&i ’

" Herbert E. Lister

President

Allstate Life Insurance Company
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Appendix A
TAXABLE INCOME FROM GROUP LIFE INSURANCE
Selected Examples
Assumptions:

-" Employer Pays Entire Premium
- Employee has $100,000 of Group Life Insurance

Estimated
Taxable Income
Employee Employee "Key Employee" Current

Age - Retired? Plan Law* S. 1992
42 No No $ 102 $ 102
42 No Yes 204 204 %
57 No No 450 450
57 No Yes 900 900 **
67 No No 702 702
67 No Yes 1,404 3,288%¢
67 Yes No 0 702
67 Yes Yes 0 3,288%*
77 No No 702 702
77 No Yes 1,404 8,500**
77 Yes No._. 0 702
77 Yes Yes 0 8,500

* Effective for taxable years beginning in 1983,

** Actual c~st of insurance determined from certain commercial
reinsurance rates. .
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Mr. Roderick A. DeArment

Chief Counsel, Senate Finance Committee
Room SD-219, Dirksen Building
Washington, D.C. 20510

Dear Mr. DeArment:

Please include the following statement of the American
Association of Retired Persons in the record of the hearing
on $.1992, the Life Insurance Act of 1983, which was held on
January 31, 1984,

The American Association of Retired Persons appreciates this
oprortunity to comment on the Life Insurance Tax Act. AARP
is concerned over the provision which would amend section 79
of the Internal Revenue Code to require that the cost of
employer carried group-term life insurance (to the extent it
exceeds the cost of $50,000 of such insurance) be included in
the gross income of retirees.

A substantial number of employers make it a practice to extend
group life insurance to retired employees, albeit often at
somewhat less than full preretirement coverage. , The proposed
legislation will saddle many of these retirees with an
additional tax burden. In light of the precarious economic
status of many of today's retirees and the newly imposed tax
on social security recipients, an additional tax on older
Americans is ill-advised,

Many retirees live on fixed and relatively limited incomes,
and this is likely to be the case for future retirees who
would not be protected by the inclusion of a grandfather
clause in the legislation. Most private pensions are not
indexed for inflation and therefore do not provide adequate
retirement income. Social security benefits have recently
become subject to taxation. Wwhile the current threshold
limits protect less well off beneficiaries, they too are not
indexed, making it likely that in the future even beneficiaries
of modest means will be subject to the tax. It is clear that
many of the elderly simply cannot afford additional tax
liability.

Arthue £. Bouton Cynl F. Brckdi
AARP President «”&'m Dirstdg

National Headquorters: 1909 K Street, N.W., Washington, D. C. 20049 (202) 872-4700
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From the time of its inception, retirees have not been subject
to the provisions of section 79. Today workers who are
approaching retirement no doubt expect that the cost of group
life coverage extended past the date of retirement will remain
non-taxable. Many of these individuals have little control
over whether they will continue to receive employer paid
coverage after retirement. Even for those who do have the
option, the available choices are undesirable. Either they
must subject themselves to additional taxes after retirement,
or they must forego the continued financial protection of
group life insurance that would be made available to them in
their old age. Either scenario presents a hardship for
tomorrow's retirees.

There seems to be little benefit to be derived from this
proposed change in the tax law. The revenue effect of this
provision would be negligible and would be far outweighed by
the burden created by the likely discontinuation of valuable
post-retirement coverage. The nation's elderly have already
nade sacrifices during these difficult economic times. To
require this additional sacrifice, particularly when go little
will be gained by it, is plainly unfair.

The provision affecting employer carried group-term life
insurance is by no means an integral part of the gscheme of
$.1992, a bill dealing primarily with taxation of the life
insurance industry. Therefore it could be dropped with no
consequence to the overall bill, This is the course of action
the Association urges the Committee to follow.

Singerely,

PWH:DS
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STATEMENT TO SENATE FINANCE COMMITTEE
on
STARK/NOORE LIFE INSURANCE TAX BILL (S.1992)

The budget deficit of our country should be a concern of all of the citizens of
this nation, not just of the members of Congress. If each of us who are concerned
would express one or two constructive ideas, then you who have the responsibility
of making decisions will de better able to accomplish the desired objectives,

Life insurance has two unique festures:
1. Cash accumulations during life which are not subject to income taxes.
2, Death proceeds which are not subject to income taxes.

Our current laws permit the deductibility of interest on life insurance policy
loans, providing four out of the first seven premiums are paid without loans,
Life insurance companies have designed policies to take advantage of this feature
and the insurance contract Bedomes a vehicle which changes an after-tax premium
payment to a payment of interest which is deductible, The policies loans can be
increased to give a tax-free cash payment equal to 50% of the interest payment
which is_the reason such contracts have been given the name "Government Pay All
Plan",

Some newer products provide higher interest payments on policy loans--a tax
deductible item--but give a credit back to the policyowner of tax-~free cash value
accumulation equal to 3/4% less than the rate paid on the loan. Thus, a 12% loan
charge would be fully deductible, but a tax-free credit of 11k% would be given
on the outstanding loan,

The net result of these transactions is that the policyowner obtains interest
deductions, yet by increasing the policy loans each year, he receives a positive
cash flow which is a deductible item by the insurance company as a necessary
reserve. At death, the policy loan is repaid by the tax-free life insurance
proceeds.

The government loses revenue in two waysi
1. The policyholder shows less taxable income due to an increase in
interest payments.
2. The insurance companies show less taxable income due to the increase
in reserves required to fund the cash values of the policies,

Congress has felt the need to limit the deductibility of contributions for quali-
fied pension and profit-sharing plans so that the retired employee will be limited
to $ 90,000 of income provided through such plans, However, the new insurance
products permit an employer to selectively contract with key personnel for
deferred compensation plans and currently deduct the funding of such plans through
interest payments. R .

The current Stark/Moore House bill would permit interest deduction on policy loans
of up to $ 500,000, Assuming interest of 10%, this would permit an annual deduction
of up to $ 50,000 per employee selected for a deferred compensation plan,
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If this limitation is allowed to stand, then Congress should also permit added
annual contributions of up to $ 50,000 for any employee covered under a pension
of praofit-sharing plan.

There are many ways to address this abuse; however, there are two which would be
simple~-and we do need to simplify our laws)

1. Deny deduction of any interest paid on a 1ife insurance policy;

2. Or, classify the purchase of life Insurance as an investment property
and the limitation of such deductibility would be $ 10,000 annually
plus any net taxable income thrown off by the policy. You would need
to have this apply to both corporations and individuals, as the current
limitation on the deductibility of interest on investment income
property does not apply to corporations,

Companies and individuals who have purchased these policles are very sophisticated
and have the best of legal and accounting advice. These advisors should be made
aware that the government will move to stop these abuses so they will caution
clients against making such purchases., In reality, these advisors encourage the
purchase of such products with the idea that all existing plans will be "grand~
fathered". By grandfathering existing plans, you would be encouraging the
purchase of every such scheme whichwill develop in the future as well as those
which now exist, These advisoras shoud be given notice that sound reasoning must
grevall and those who purchase such schemes will not be rewarded by a grandfather-
ng clause,

Much has besen said about the need to encourage savings for investment purposes,
The insurance companies have developed products which are designed around the
policyholder making the maximum loan each year, I am not an expert oni taxation
of 1ife insurance companiesj however, you may want to be sure that insurance
companies are not permitted to establish reserves for those policies which have
maximum loans against ‘them. The reserves of life insurance companies sh-uld be
decreased by the outstanding loans,

It is shocking to hear that an insurance company worth eight billion dollars did
not have any federal income tax liability in the year of 1982, (This was testi-
mony given by a company executive before the House Subcommittee on Select Revenue
Measures on May 11, 1983)., The insurance companies and individual policyholders
have benefitad by favorable {ncome tax treatment, but it is not proper to design
and sell products which shift a tax burden to others or to the overall deficit.
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-
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STATEMENT BY THE ERISA INDUSTRY COMMITTEE
ON GROUP TERM LIFE INSURANCE PURCHASED BY THE EMPLOYER
{(Sec. 224 of S. 1992; Sec. 224 of H.R. 4170)

INTRODUCTION

The ERISA Industry Committee (ERIC) is pleased to ha#e this

opportunity to express its views on legislation affecting the

tax treatment of group term life insurance purchased for

employees (IRC Sec. 79).

ERIC, an association concerned with employee benefits policy
issues, consists of over 100 major companies, all of which
maintain substantial pension and welfare benefit plans for
their employees. ERIC menmbers represent a wide cross section
of major AmericaA busineéses; the benefit plans ofythese
members are numerous, varied and in all cover millions of

participants.

" SUMMARY

EPIC opposes those changes in .the tax treatment of employer-
provided group term life insurance proposed in Section 224
qf §. 1992 and Section 224 of H.R. 4170 which would:
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* -reverse long-established Congressional policy that
retirees not be taxed on employer-provided group

term life insurance:;

* run contrary to the efforts of legislation recently
passed by the Senate to improve tctlramént protection

for waomens

* have an adverse impact on rank and file workers
many of whom have or expect to receive employer-
provided group term life insurance protection greater

than the $50,000 limit in Section 79;

* fail to address the current out-of-date tax exclusion
for employees covered by employer-paid group term

life;

* create a new tax on retirees, or alternatively, result
in reduced protection available to retirees under

group term life insurance plans. .

Enployer-paid group term life insurance is a valuable component
of employee benefits. Unnecessary restrictions on retiree life

insurance could have a debilitating effect on employer-paid
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group term iife insurance, one of the most effective, least
expensive, and widely used ways of providing protection

to retirees and their families. No action should be taken

to restrict benefits ip this area without great care and
consideration of the long range effects on retiree protection.

ERIC members urge that, in keeping with the original purposes

of Section 79, no income be imputed to retirees for group term

life insurance provided by their employers.

ERIC also notes that a strong “"grandfather” provision is
necessary, but that certain aspects of the current proposal

" are unclear.

BACKGROUND

Under Section 79 of the Internal Revenue Code income is not
_imputed to employees for the first §50,000 of group term life
insurance provided by the employer. No 1nco§e is imputed for
all group term life insurance provided by empiéyera where

the employee has terminated his eﬁployment and has reached

normal retirement age or has become disabled.
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Section 79 was added to the Internal Revenue Code in the
Revenue Act of 1964 (P.L. 88-272). The $50,000 cap has not
been changed since that date. Provisions régarding non-
discrimination were added»in The Tax Equity and Piscal
Responsibility Act of 1982 (P.L. 97-248).

Sections 224 of §. 1992 and H.R. 4170 extend to retired
employees the present troationt for ‘active employees. That is,
the anendﬁent 1npdtos to the retired employee income equal

to the cost of cnploycx;providod group term life insurance
above $50,000. 1In discriminatory plans, currently the full
value of the insurance (not just that above $50,000) is
imputed to key employees. The proposed amendment provides that
where the plan is digcriminatory, key employees and key
employee retirees must include in income the actual cost

of the insurance rather than amounts based on the uniform

prenium table provided by thc.SQc:otary of the Treasury.

' DISCUSSION

SECTION 224 REVERSES LONG-ESTABLISHED CONGRESSIONAL POLICY

THAT RETIREES NOT BE TAXED ON E!PbOYBR-PﬁOVIDBD GROUP TERM
LIPE INSURANCE. ' '
In oltablilhihg the policy in this field in 1964, Congress noted

'

that:
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*it would be undesirable to tax the aged
or disabled individual who is no longer
working for group term life insurance
protection provided to him by his former
employers.” (House Report 88-749, p. 490)

The policy establighed in 1964 is correct and has worked to
provide substantial, necessary, and efficient financial
protection for retirees and their families. Life insurance
provided to retirees does aid family stability. Retirees
generally must live on fixedjincomes and face material
strains on that income through general increases in health
costs and other necessary expenses. Since more and more
people are living longer, the protection afforded through
group term life insurance coverage is even more important
in maintaining an acceptable standard of living for retired
families than has been the case in the past. Recognizing
this need, many corporate group term plans autdnatically
provide post-retirement insurance coverage.

BRIC strongly urgai, therefore, that Congress not reverse

its twenty year policy of protection of retirees by extending

the Section 79 limits to them.
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SECTION 224 RUNS CONTRARY TO THE EFFORTS OF LEGISLATION

RECENTLY PASSED BY THE SENATE TO IMPROVE RETIREMENT PROTECTION

FOR WOMEN.

MNost beneficiaries of employer-provided group germ life
insurance are women. Because survivor benefits are often
reduced in pension plans and because of the.effects of
actuarial reductions for early benefits, the material
assistance provided through group term life insurance is
generally more aubétantial than that provided through pension
plans. It provides a means to offset any loss of income
continuation. ERIC strongly believes in, supports, and .
advocates strong pension programs. But it would be short-
sighted and unwipe to discourage the complimentary benefits
provided through group term life by taxing the éové;;ge of
retirees. Both pension aﬁd life insurance are needed to

provide adequate protection to surviving dependents and both

should be encouraged.

EXTENDING THE CURRENT PROVISIONS OF SECTION 79 to RETIREES

HfLL AFFECT BENEFITS OF RANK AND FILE WORKERS.

thle there is a perception that group term life insurance can

provide disproportionate benefits to key employees, the fact

.

34-146 O - 84 - 16
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is many companies offer group life on an across-the-board
basis. 1In correcting perceived or real abuses, BRIC urges
that the Congress do nothing which would endanger or diminish
the benefits to other employees. Problems associated with
the relatively few plans which may benefit key employees
disproportionately can be addressed without changing the

current status of the large majoity of plan participants.

A large proportion of rank and file employees reaching retire-
ment aé@ will have insurance protection lubltantia{ enough

to be affected by the $50,000 limit on excludable group

term life insurance. This is because average vaq§ levels

at retirement generally are substantially higher than the average

wages of workers of all ages and because many plans offer

coverage baleq on salary.
Following arc'oxamplea from three BRIC companies:

Company A: After eliminating from the calculation all'rctitces from
this company with salaries of $100,000 or more at retirement, there
were approximately 3900 houfly and salaried workers rotiring

in 1982 and 1983. The average salary of this group at retire-

ment was about §38,000 and ;he average age 60. Under tho-
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proposed legislation, these retirees would have an average
of $40,000 of taxable employer-provided insurance coverage
in the usual case in which the retiree had a spouse or
dependent beneficiaries. The $40,000 is the coverage
ptovid;a ofor and above the $50,000 exclusion in current law
and the coverage provided for by the retiree. Purther, even
though the amount of coverage is stepped down somewhat in the
first years of gotiznent, at age 65 such taxabie employer -~
provided insurance coverage 1l.lt111 $36,000; and a taxable

amount ctill.renains at age 80.

nga;tx B: As of December 1983, this company had over 55,000
salaried employee retirees, some newly retired and some who
have been retired for many years. Those who have been
retired for some time generally havo.lower coverage'than
current xot}reos because their final wages vct; lower than
current levels and because their 1ife insurance coverage

is generally reduced on a gradual basis over time. Neverthe-
less, almoat 30 percent of this large group of retirees
8till has coverage of over $50,000 under the employer-paid

group term life plan.

Company C: rhis_compaqy's plan plan provides for life
tnsurgnco at age 60 of two times pay plus an additional

survivor income benefit. _The survivor income benefit is

based on retirement pay, and the two times pay provision
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is gradually stepped down between ages 66 and 70. Under

this plan, the employee who retires with only a $20,000 final
wage at age 60 will have $68,000 in insurance and be over
the $50,000 exclusion. At age 65, he will still have $66,000
in insurance. An employee retiring with a salary of $35,000
would, at age 70, still have insurance valdbd'at $58,500

and be subject to the new tax.

Further, the impact of this provisgion will grow rapidly in
the future as general vages increase, so that more and more

retirees will be affected by the exclusion limits of Section 79.

SECTION 224 TAKES NO ACTION TO SET A REALISTIC EXCLUSION LEVEL.

The current exclusion of 350,600 of employer-paid group
term life insurance was set in 1964. Since 1964 the

Consumer Price Index has increased 233 percent; average wages have

increased 215 percent in cufrent dollars; the social security
wage has increased almost 700 percent (from si,eoo to $37,800).
If the $50,000 exemption were updated to reflect changes in the
CPI, it would résult in a current exemption level of $166,500.
Congress should raise the Section 79 exemption level in the
near future -- not extend an out of date level to a new group

of individuals.'
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BECAUSE NANY RETIREES WILL HAVE INSURANCE COVERAGE OVER THE

EXCLUDIBLE AMOUNTS, SECTION 224 WILL ADD TO THE FINANCIAL

BURDENS OF RETIREES.

wWhile it is true that active employees currently are taxed

on the value of employer-provided group term life insurance

_ over the $50,000 exclusion, Congress deemed it 1nappropr1ateA
in 1964 to extend that taxation into retirement. Retirees
have incomes which geherally are both fixed and reduced.

They will be asked to pay equivalent taxes with less

1qéome. The iong range effect of this additionai commi tment
on sparce retirement resources likely will be pressure to
reduce, across-the-board{ group germ life insurance protection

for retirees.

THE GRANDFATHER PROVISIONS MUST BE CLEAR AND STRONG.

Should an amendment in this area be passed, no current rxetiree
should be affected bylany changes made; Since group life
insurance is conventionally provided through a group life
insurance policy that is renewed annually, any restrictive

language regarding renewals and other normal transactions



42

could negate the value of a grandfather clause. (See House
Report 98-432, p. 155) Also, it is not clear what would
constitute a change in a plan so that the plan would be
considered not in existence on the grandfather date. (Joint

Committee Print JCS 1-84, p. 29)

ERIC strongly urges that a clear and broad grandfather pro-
vision be adopted if any amendment is passed and would be
happy to work with staff further in this regard.

CONCLUSION

The provisions of Sectién 224 which extend the current treat-
ment of employer-paid group term life to retirees will have
a seriously adverse effect on one of the most effective and
last expensive ways to provide a necessary floor of pro-

tection for retired workers and their families.
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STATEMENT OF
EXECUTIVE LIFE INSURANCE COMPANY
IN CONNECTION WITH
HEARINGS BEFORE THE SENATE FINANCE COMMITTEE
ON THE -

POLICYHOLDER PROVISIONS OF S. 1992
JANUARY 31, 1984

Executive Life Insurance Company, a company based in
Beverly Hills, California, offers a range of life insurance
products. The company has a number of substantive concerns
which it shares with other members of the industry with
respect to the policyholder provisions of S. 1992,
Executive Life would like to take this opportunity, however,
not to repeat or endorse positions already brought before
the committee by industry associations, but to request
consideration of two technical issues which may create
unintended and unnecessary difficulties for companies
attempting to comply with the new definition of life
insurance set out in section 221 of the bill.

(i) Expense Charges in Guideline Level Premium
Computation -

In computing the guideline level premium for
purposes of new section 7702, reference is made to charges
other than mortality charges specified in the contract.

This will usually mean the expense amounts which, in the

case of traditional products and many “universal life"
products, are charged annually. Executive Life, however,
offers a product which it calls "Irreplaceable Life",

which is now being marketed by a number of other companies,
for which no direct expenses except for nominal policy fees
are charged during the life of the policy. 1Instead there

is a "rear end" surrender charge which diminishes in amount
for each year the policy is held, typically disappearing

after 20 years. The company is obviously incurring expe. ses
at roughly the usual rate for these products. 1t amortizes
these expenses over the period of the surrender charge by
margins between its experience investment income and mortality
rates over its declared rates. In the event of surrender prior
to amortization of the expenses, the company is protected by
the surrender charge.
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Because the stated annual expense amount for such
contracts is zero or a nominal amount, the test premium
will be reduced, creating a competitive disadvantage.

These products, however, offer a substantial advantage to
individuals who hold life insurance policies for the long
term. With traditional products, an individual who
surrenders a policy after only a few years will have paid
less than the full amount of expenses attributable to his
policy, while an individual who holds a policy for 20 years
in effect pays a share of this difference. With the new
Irreplaceable Life products, an attempt has been made to
eliminate the disproportionate charge to those who hold
policies throughout the surrender term, and thus to encourage
a long term view of life insurance planning.

To eliminate the disincentive for these new products
created by the guideline level premium definition, the
company proposes that an assumed or imputed expense charge
be allowed when no explicit charges {other than nominal
fee amounts) are specified. Specifically, when no explicit
expense charges are set for a whole life contract with
level premiums payable to at least age 95, the guideline
level premium calculation should include an imputed expense
charge equal to 50 percent of the level annual premium in
the first year and 10 percent of the level annual premium
thereafter. This is significantly below actual expenses,
and thus is not calculated to open up avenues of abuse. It
should serve, however, to lessen the discrimination in
treatment among products, and to eliminate the disincentive
to an attractive new policy form.

(ii) Cash Value Test: Actuarial Problems

The cash value accumulation test of the new
section 7702 requires that the cash surrender value of
the contract may not “at any time" exceed the net single
premium which would have to be paid at such time to fund
future benefits under the contract. This requirement is
inconsistent with actuarial functions and traditions,
since life insurance contracts have traditionally been
drafted and administered on a policy year basis. Changes
in the benefit structure occur at the end of policy years
and cash values are computed at the end of policy years, on
the artificial assumption that deaths occur at the end of
policy years, Using traditional techniques, the cash value
at the beginning of the policy year would be applied to
purchase the benefits of the contract by a net single premium
based on the assumption that deaths occur only at the end of
successive policy years.
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Actually, of course, deaths occur when they will,
and cash values during the policy year are interpolated
between the two policy-year-end cash values. Consegquently,
traditional actuarial techniques would result in compliance
with the "at any time" requirement only at the very beginning —
of a policy year. Por the balance of the year a contract
would not technically comply if the interpolated cash value
were greater than the cash value at the beginning of the year.

The cash value test can be made to reflect
traditional actuarial techniques by changing the reference
to "at any time" to "at the beginning of each policy year",
for products providing for policy year adjustments. This
change would simplify the efforts of the insurance industry
to comply with the revisions of the law, and should raise
no problems of policy, with two caveats. First, in such a
case the death benefit during the year must be level. Second,
in the case of "flexible premium policies" as defined by
TEFRA, there is the possibility of significant increases in
cash value during the year simply by payment of substantial
premiums at the election of the policy holder. In such
policies, the "at any time"” requirement can be retained.
"Universal Life" products tend to be administered on a monthly
basis, and can therefore probably comply with the test as
presently drawn.

Both of these matters involve technical rather than
substantive policy problems. They may not be among the
major issues to be advanced in final consideration of the
bill, but each is significant in its way, and each can be
addressed without compromising the intent of the legislation.

Transition

Executive Life would also like to bring to the committee's
attention an issue involving the transition rules for sales
of policies during 1984. S.1992 would allow 1984 sales of
policies which do not meet the life insurance definition rules
of new section 7702, but which would qualify as life insurance
under the specific tests developed for flexible premium products
by TEFRA. There is no reference to, and apparently no pro-
vision for, policies which are not flexible premium products,
but which would have qualified as life insurance under the
non-statutory definition reflected in case law and Internal
Revenue Service rulings prior to the end of 1983.
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There does not seem to be any compelling reason to
distinguish, for transition purposes, between flexible
premium products and other forms of life insurance, provided
that the products would have been treated as life insurance
if sold prior to December 31, 1983. The process of qualifying
policies to be sold in the states is an extremely cumbersome,
time-consuming, and costly one. If a company has gone through
such a process in order to have its policies approved for sale
prior to December 31, 1983, and if such policies prior to
that date qualified as life insurance under the law in its
then form, Executive Life believes that the policies should
be treated as life insurance and allowed to be offered for
sale through the end of 1984.

An extension of the 1984 transition rule to policies
other than flexible premium policies will give due recognition
to the efforts made and costs incurred by certain companies
prior to the end of 1983 in developing products designed to
meet certain insurance needs. At the same time, an application
of the transition rule by reference to the definition of
life insurance as in effect prior to December 31, 1983,
should prevent reliance on the transition provision to support
sales of what the Treasury regards as "abusive" products.

Julie Noel Gilbert
Cohen and Uret:z
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STATEMENT OF WILLIAM G. POORIVLIET
Senior Vice-President and Chief Actuary
Metropolitan Life Insurance
on Section 224 of $.1992

Metropolitan Life Insurance Company appreciates this opportunity to submit
our views on the Life Insurance Company Tax Act of 1983 to the Conmittee on
Finance.

Metropolitan Life is a mutual life insurance company incorporated in the
State of New York in 1868. For the reasons set forth herein, Metropolitan
opposes Section 224 of S.1992 which would impose a new and burdensome tax
upon retirees who are provided group life insurance by their employers.

A review of the legislative history of group life insurance taxation
indicates that in 1964 the Congress generally sought to encourage employers
to provide group term life ingurance coverage for their employees.

Indeed, the Senate Finance Committee, in its Report on the Revenue Act of
1964, stated:

"The House, despite recognizing that the entire cost of this insurance
protection represents compensation to the employee, provided an
exenption with regpect to the premiums paid on the first $30,000 of such
insurance because it believed, from the standpoint of the economy as a
whole, that it is desirable to encourage employers to provide life
insurance protection for their employees. Provision of such a basic
amount of insurance does much to keep together family units where the
principal breadwinner dies premeturely. Your conmittee is in accord
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with the reasoning of the House on this subject but believes that
$70,000 represents a more appropriate exemption level." (Emphasis added)

As to the tax treatment to be afforded retired employees, the Senate Report
language is equally clear.

"Both the House and your committee's bill provides an exception to the
general rule described above where the individual's employment has been
terminated and either he has reached the normal retirement age (under
the practice followed by his employer) or he has become disabled, In
both of these cases it was concluded that it would be undesirable to tax
the aged or disabled individual who is no longer working for group term
life insurance protection provided to him by his former employer."
(Bmphasis added)

The final version of the bill represented a compromise between the House and
Senate positions with respect to active employees. Specifically, active
employees were permitted $50,000 of tax-free life insurance. Both Houses
agreed, however, that it was socially desirable to provide campletely
tax-free protection for retired employees. Thus, both the House and the
Senate recognized a key phenomenon which differentiates a disabled or
retired employee's life insurance benefit from a disabled or retired
employee's pension benefit: The retiree, by definition of the life
insurance benefit itself, receives no current income from which he could pay
the tax.
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what has happened since 1964? For one thing, the Consumer Price Index has
increased 233% which indicates that the economic value of the $50,000
exemption has been seriously eroded. As an example, a death benefit
involving proceeds of $50,000 might now ensble a widow aged 65 to obtain an
anmual amuity income of perhaps $5,500 which is less than 60% of the
current national poverty level. In our opinion, this suggests that the
$50,000 exemption for active employees should be updated to reflect the CPI
increase. This would result in an exemption level of $166,500 if the
$50,000 figure were updated or a $233,000 exemption level if the original
Senate-proposed $70,000 exemptiu: were updated. However, the legislation
P """ now being considered, instead of updating the 20-year-old $50,000 exemption,
would go in the opposite direction and would introduce taxation on retirees
where none had previously existed. This new burden - imposed upon
individuals with fixed incomes and with no plans to absorb such a burden -
appears to us to be uwise and unfair, particularly when coupled with recent
changes which will tax the Social Security income of an increasing xurbe.r of

retirees.

Does Congress now believe that encouraging employers to provide financial
protection to their employees and retirees is no longer the sound policy
that it was 20 years ago? We do not think so, _(k\ the contrary, in the
pension area we notice that the Administration and many menbers of Congress

. - . are responding to women's rights groups by supporting legislation which
would substantially expand entitlement to survivor's benefits. Why then
would Congress wish to discourage benefits for the survivors under group
life insurance Ehns?
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Of course, in the final analysis it is for this Congress to decide whether
or not the intentions of a prior Congress should be reinforced or reversed.
But it is equally important that we provide this Congress with our best
advice as to the outcome if retirees were taxed according to the legislation
now being considered. The outcome as we see it would be a substantial
curtailment of insurance coverage provided by employers for their retired
employees because workers, who generally experience a decrease in income
upon retirement, will be uwilling to absorb an increase in their tax

payments,

Rurthermore, the potential taxation and the resulting curtailment of
insurance coverage would, before long, extend to virtually all retirees.
This would happen because insurance provided by employers is generally tied
to salaries and salaries are likely to increase. For exanple, an employee
na;ean\ingSIS,OOOwlth life insurance equal to twice his or her pay now
has $30,000 of protection. However, with salary growth of 61 per year, the
protection would reach the taxable levei of $50,000 in only 9 years.
Accordingly, the most likely scenario is that virtually all retirees would
be taxed in the not-too-distant future. Since, in our opinion, employers
will be uwsiilling to continue programs which will cause their retirees to be
taxed, it is likely they will substantially curtail this valuable coverage -
perhaps not today or tomorrow - but certainly as more and more of their
retirees become subject to taxation on amounts above $50,000.
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In accordance with the foregoing, our overriding concerm is that the
legislation under consideration would be detrimental to the financial
seaurity of our Nation's retirees. Moreover, we believe there are several

other important points:

1) We believe that taxation of retirees will - in practice - produce
little, if any, increase in tax revenue from retirees whether or not
there is a ''grandfather provision.'" In the short run, an effective
“grandfather provision' would mean little or no tax reverwe. In the
long run, a new tax is likely to seriously curtail this form of )
retiree protection and thus generate little or no tax revenue.

2) In many situations, retiree benefit programs involve employers
setting aside sums of money to be accumulated over long periods of
time on behalf of future retirees. Funds so accumlated may be
expected to have a salutary impact upon both the needs of the
Nation's aged population as well as the needs of the Nation for
long-term investment capital. If retiree taxation leads to
curtailment of this protection, it will also diminish such fund
accumlations.

3) The proposed tax is on people, retired people., As such, it should
be considered separately from legislation which essentially taxes
insurance companies. Even when considered in the general context of
fringe benefits, it is our conclusion that the needs of the Nation's
retirees are so special aa to warrant special and separate
ems*ige;ration.

Ford\esereasms.weurged\emresswelimimteﬂ\epmvisimsofﬁ\e
Life Insurance CmpmmicAchuch\mld impose a new tax upon the
retirees of our Nation, h
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United States Senate Committee on Finance
Hearings on Tax Treatment of Life Insurance Products

and Policy Holders
January 31, 1984
Written Statement of

Robert W. Quirk, President

The Midwest Life Insurance Company

100 Dain Tower

P.O. Box 1160

Minneapolis, MN 55440

The Midwest Life Insurance Company is a relatively small firm

(assets of $53 million at year end 1983) offering insurance
products through broker dealers and independent agents. It is

licensed to do business in twenty-eight (28) states.

S1992 would alter the Internal Revenue Code’'s application to
insurance companies, their products and policy holders in several
respects. This statement is limited to the elements of the bill
which would have the greatest impact on the Company, its products
and customers, and to a proposal that the bill be expanded to
amend Code section 801(g) to eliminate dAouble taxation of capi-

tal gains under nonqualified variable annuity contracts.

A. Section 222:

1. Penalty Tax on Early Withdrawal.

Section 222 (a) of the bill would eliminate the ten
year holding period exemption from a pena1t§ tax on withdrawals
from nonqualified annuity contracts. The penalty tax, as well as
the holding period exemption, were part of the changes to the
code adopted as "permanent” measures in the Tax Equity and %iscal
Responsibility Act of 1982 (TEFRA). The insurance industry, the

Treasuryzbébartment and, it was thought, Congress, had concluiled
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that this feature of TEFRA was a fai: resolution of a perceived
abuse of annuities as short term investments, while retaining
their attractiveness as savinga and long term capital appre-

ciation vehicles.

The proposed elimination of the holding period exemption is

a shocking retreat from a thoughtful compromise. If adopted, it
will unfairly disadvantage nonqualified annuity contracts as
retirement savings vehicles. Annuity contracts have historically
been and continue to be a source of retirement income for indivi-
duals. The ability-to withdraw from these savings to meet
emergency and other unexpected expenses was substantially
restricted by TEFRA. The proposal would further restrict the usge
of annuity savings and thus make annuity contracts relatively
unattractive. This sort of negative incentive for savings is

neither desirable nor wise.

Moreover, the proposal will not generate a measureable
increase in tax revenues and does not appear to be addressed to
any perceived abuse. It is thus unnecessary. The wisdom of the
proposal is not apparent. It is a disappointing retreat from a
fair compromise. Ii will produce unfair results. We submit that

Section 222 (a) should be deleted from the bill,

2, Taxation of Annuity Where Holder Dies Prior to Starting

Date: R
Section 222 (b) of the bill would include as income of a

decedent the cash surrender value of a nonqualified annuity

34-146 0 ~ 84 - 17



254

contract where the "holder" dies before the annuity starting
date. This proposal presents both technical and substantive

problems.

The use of the term “"holder” is confusing. Changing the
term to "owner™ is not helpful because of the existence of non-
individual owners which, of course, could not die in the sense of
the proposal. Use of the term "annuitant" would not resolve the

confusion, either, because of contingent and joint ownership.

The proposal presents a much more difficult and substantive
problem - one of fairness. This provision would tax the estate
of the decedent without regard to the receipt of income.

Unless the beneficiary of the contcacé is the decedent's estate,
the tax will not be imposed on the receipient of the taxable
gain. This result is unfair. To impose a tax on the estate,
irrespective of the receipt of income, will discourage the use of
annuity contracts as savings vehicles and unfairly punish non-

beneficiary heirs.

Even in instances where the beneficiary is the estate, the
proposal can produce unfair results. The tax is imposed on the
entire gain. This would tend to force an election of lump sum
distribution and effectively render inoperable the option,
available under section 72(h) of the Code, to select an annuity
payout. The forcing of lump sum distribution is undesireable.
It would tend to frustrate the use of spend thrift provisions by

taxing the entire gain.
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We are aware of no projections which suggest that this
unfair taxation wiil produce appreciable revenue for treasury.
We submit that it is unfair, unwise because it would discourage
savings, and unneccessary, and thus urge that it be deleted from

the bill.

2. General Discussion of the Fairness of Section 222:

Sections 222(a) and (b) of the bill are distressingly puni-
tive measures which will unfairly tax the owners and benefi-
ciaries of annuity contracts. The fact that they are proposed in
the wake of the "permanent” measures adopted in TEFRA is also
disturbing. Congress, it was generally thought, had leveled the
coﬁéetitive playing field for non-qualified tax deferred invest-
ment and savings vehicles in adopting TEFRA. The industry pre-
pared and distributed materials advising its clients of the new
rules. Now, in the absence of any perceived abuse, without hope
of réising tax revenues, and in contradiction of wisdom, sections
222(a) and (b) would discourage the use of non-qualified annuity
contracts as a savings vehicle. There is not a good reason to

adopt sections 222(a) and (bi. We urge that they be deleted.

B, Taxation of Gain in Annuity Value at the Company Level.

Se.ction éOl (g) (7) of the Internal Revenue Code
discriminates between qualified and nonqualified annuity
contract capital gains in the imposition of tax at the company

level - nonqualified contract capital gains are taxable while



256

those under qualified contracts are not. This results in Qouble
taxation of gains under nonqualified contracts - once at the
company level and, again, at higher ordinary income rates in the
hands of the recipient. This unfair result was apparently
accepted as part of the compromise leading to the adoption of
Section 801(g) in 1959. TEFRA's imposition of a penalty on
early withdrawals from annuities eliminated the basis for the
coppromiae and made annuity contracts less attractive savings and

investment vehicles.

The company submits that the double taxation of these gains

is unfair and that the tax at the company level should be elimi-

nated.

1

-

c. Small Life Insurance Company Deduction.

The Life Insurance Company tax provisions of S1992
would create a "Small Life Insurance Company” deduction. The
deduction would be made available (according to the Committee
Report on the identical House version of the provisions,
HR4170), in order to enhance the availability of capital to
small companies during their growth period. As proposed,
however, the deduction would be denied to otherwise qualified
small companies if they are affiliated with larger firms. The
denial of the deduction is predicated, the Committee Report
suggests, on the theory that any affilfation with a large firm,
as measured by its gross assets, will provide a source of needed

capital for the small insurer during its growth period.
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We believe that the gross asset test used to define qualifi-
cation for the deduction is not an accurate measure of the
availabjility of capital to a small insurance company. We suggest
that consistency with the stated purpose of the deduction
requires that the net assets (gross assets less debt to outside
parties other than policy holders) of the claiming insurance
company and its affiliates be used as the test for qualifica-
tion. This approach will grant the deduction on the basis of
capital availability, and not affiliation, and fairly distribute

the competitive advantage the deduction represents.

-6~
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February 16, 1984

MUTUAL COMPANY STATEMENT
ON
S. 1992

Hearings Before The
United States Senate
Committee on Finance

January 31, 1984

The following statement is submitted on behalf of the
Mutual Company Executive Committee and summarizes the views
of mutual life insurance companies on the provisions of S.
1992, the Life Insurance Tax Act of 1983, that affect di-
rectly the tax treatment of life insurance products and
policyholders. The Mutual Company Executive Committee,
which is comprised of 12 companies, was formed to provide an
information clearinghouse and to formulate positions on life
insurance company tax legislation on behalf of all mutual
life insurance companies. Appendix A lists the companies on
the Committee.

Mutual companies strongly urge the Committee to act
promptly to approve the provisions of S. 1992 with one sub-
stantive amendment that would correct the discriminatory
treatment of variable contracts under the bill. "The reasons
supporting prompt action on S. 1992 with a variab}e contract
amendment, and mutual company views on other policyholder

issues are summarized in the remainder of this statement.
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A. Prompt Enactment of S. 1992 1Is Needed.

Temporary stopgap rules governing the income tax treat-
ment of life insurance companies and their policyholders
expired December 31, 1983. The 1959 Act, which, in the
absence of further legislation, would apply January 1, 1984, -
produces serious inequities and distortions in the taxation
of life insurance companies and their products. It is thus
generally recognized that the 1959 Act must be replaced and
that new permanent rules to cure its deficiencies are needed
effective as of January 1, 1984. S. 1992 would provide
those rules.

The proﬁbt enactment of S, 1992 will also provide needed
certainty with respect to the tax treatment of life insur-
ance companies and their products. As pointed out in the
January 23, 1984, edition of Business Week (p. 113), life
insurance companies are delaying pricing decisions on their
products pending action on this tax legislation., Further,
until new legislation is enacted, the tax status of some
life insurance products is unclear. Uncertainty with respect
to the tax treatment of life insurance companies and their
products hurts new sales of life insurance products, which
in turn, harms the nation's economy. The life insurance
industry provides 800,000 jobs; it contributes $65 billion
annually to the country's long-term capital base;‘pnd it

helps provide financial security for over 160 million Americans.
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S. 1992 has broad based support. A majority of the
Senate Finance Committee has cosponsored the bill. The
House Ways and Means Committee has unanimously approved
substantially similar provisions as part of H.R. 4170. The
bill is also supported by all segments of the industry --

stock companies, mutual companies and agents' organizations.

B. Why Mutual Companies Support S. 1992.

S. 1992 would replace the current tax system, the 1959
Act, with a more equitable tax law. The bill's structure is
closer to that applicable to all other corporations and does
not contain the many artificial provisions of the 1959 Act.
In contrast to the 1959 Act, the bill provides for a single
phase tax system. The bill would also have the beneficial
effect of limiting life insurance tax treatment to those
contracts whose primary purpose is to provide life 1nsurance_
protection.

S. 1992 embodies extremely complex issues, difficult
tax policy decisions and tough compromises. In this con-
text, and with an amendment to eliminate the discriminatory
treatment of variable contracts and some other more techni-
cal refinements, mutual companies strongly support the early
enactment of this critical legislation.

The revenue level that would be imposed on the life

insurance industry under S. 1992 (estimated at $2.9 billion
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in 1984) is also sufficient. This view is supported by the

following facts.

« The tax imposed under the bill would represent a sub-
stantial tax increase as compared to taxes actually
paid in the past and estimates of tax liabilities for
1982 and 1983.

e« Under the bill, it is estimated that for 1984 life
insurance companies would pay about 5 percent of total
corporate taxes, while life insurance companies would
account for only about 3.7 percent of corporate equity,
3.3 percent of corporate gross receipts and one percent

of corporate-sector GNP.

s Under the bill, life insurance companies would pay a

higher effective tax rate than corporations generally.

¢« The tax rules of the bill are more restrictive overall
than the tax rules applicable to corporations generally
and thus will raise more than a fair share of corporate

tax revenues.

C. Variable Contracts

S. 1992 would deny life insurance companies a reserve
deduction for amounts attributable to capital appreciation

that are credited to the reserves held for policyholders of
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variable life insurance or annuity contracts. Capital ap-
preciation credited to reserves for fixed benefit contracts
or so-called universal life policies is fully deductible
under the bill. S, 1992 should be amended to remove this
discriminatory tax treatment of variable life insurance and
annuity contracts.

Variable life insurance is an important relatively new
form of life insurance. It is designed to give consumears
the power to keep their life insurance policies in step with
changing economic conditions within the concept of tradi-
tional life insurance. Specifically, the death benefit
under a variable life insurance policy automatically increases
if the investment performance of the assets supporting the
policy exceeds the interest rate used in setting the guaran-
teed death benefit. This occurs because the favorable in-
vestment results are applied to provide additional amounts
of life insurance. The policy, and any increased amount of
life insurance protection, must meet the new definition of
"life insurance"™ in $.1992 at all stages of the policy.
Thus, variable life insurance adapts traditional life insur-
ance protection to current inééétment return and thus pro-

vides a valuable hedge against inflation.
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= 1. S. 1992 unfairly disciminates against vari-
able contracts.

For all other types of insurance contracts, companies
are allowed a full deduction for amounts credited to policy-
holder reserves whether the source of the amount credited is
capital gain income or ordinary income. For example, if an
insurance company realizes capital gain income of $100 which
it credits to reserves for whole life policyholders or uni-
versal life policyholders, the company is allowed a deduc-
tion for an increase in reserves of $100. The deduction
offsets the capital gain income so that no taxable income
results to the company from the transaction. In the case of
variable contracts, under the provisions of S. 1992, the
company is denied the reserve deduction, but is required to
include the capital gain in the income even though it cred-

’1::“;;;-éntire $100 to reserves for its policyholders.

The tax laws should permit, on a neutral basis, what-
ever investments provide the best return and security for
policyholders. Thus, amounts set aside to pay benefits or
increase reserves for policyholders should be deductible
regardless of whether the source of such amounts is ordinary
income or capital gains.

It has been suggested that the variable contract provi-
sions of S. 1992 are defensible on the grounds that, without

the tax penalty imposed under those provisions, investments
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in equities on a tax-deferred basis will be permitted that
compete directly with taxable forms of such investments,

such as mutual funds. This is simply not true. The defini-
tional requirements of the bill will assure that the purpose
of a variable life insurance contract is to provide life
insurance protection. The contract involves mortality and
other charges that are not relevant to investment arrange-
ments. The restrictions imposed by TEFRA on early withdrawals
from annuity contracts also assure that variable annuity
contracts cannot compete with currently taxable investments

in mutual funds.

2. S. 1992 will make variable life insurance
noncompetitive.

The additional tax burden that the provisions of S.
1992 would impose on variable life insurance would directly
reduce both the death benefits and cash valugs provided
under the policies, thereby making the contracts noncompeti-
tive with other life insurance policies. Variable life
insurance contracts serve the same purposes and must satisfy
the same definitional requirements as fixed benefit whole
life insurance and universal life insurance. Accordingly,
it is unfair to provide more onerous tax treatment for vari-
able life insurance than is provided for such other forms of

insurance.
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The anti-competitive implications for variable life
insurance are borne out by the experience of variable annu-
ity contracts, which are subject to similar discriminatory

—
tax treatment under existing law. Life insurance companies

have been required either to abandon their products,_;r se-
verely restrict the investments available, because of the
impact of the tax burden. This tax treatment should be
corrected, and it clearly should not be extended to variable
life insurance. e

3. The proposed compromise with respect to vari-
able contracts is unsatisfactory.

A compromise- amendment to S. 1992 has been suggested to
deal with variable contracts. Under the compromise, the tax
paid by insurers on capital gains attributable to variable
contracts would be imposed at the maximum individual rate of
20 percent, instead of the corporate rate of 28 percent, and
would -intrease the policyholder's basis in his contract.
This approach is unsatisfactory for several reasons.

First, the compromise would go only part way toward
achieving parity of tax treatment between variable contracts
and other insurance contracts. Any degree of tax discrimi-
nation against variable contracts is unfair and will seri-
ously disadvantage the product in the marketplace.

Second, in the case of variable life insutanée contracts,

__any benefit from the proposed basis adjustment coﬁld only be
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received if the policy were surrendered. Thus, it would
have no effect in even partially removing the discriminatory
tax burden for the policholder who retains his policy for
the purpose for which he purchased it.

Finally, the proposed basis adjustment would cause
serious administrative and reporting problems.

For the above reasons, we urge that $.1992 be amended
to provide tax equality for variable contracts. This can be
simply done by expanding proposed I.R.C. § 817(d) (2) to
cover all variable contracts.

We are pleased that the Treasury Department in its oral
testimony to the Senate Finance Committee on January 31,
1984, acknowledged that variable life insurance should be
treated like other forms of life insurance and not taxed at
the company level on capital appreciation added to policy-
holder reserves. However, we strongly disagree with the
suggestion at page 9 of the Treasury Department written
statement that indjcates a belief that it would be appropri-
ate to impose a capital gains tax when a variable policyholder
switches his funds from one investment option to another
within a policy. Such a change in treatment would unjusti-
fiably single out variable life insurance for a special

tax not imposed on competing forms of permanent life insurance.
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In fixed benefits policies, policyhold rs are not taxed
unless they surrender policies, and this is true regardless
of how the insurance company invests the assets funding
these contracts. The only difference between fixed and
variable policies is that consumers are given some limited
say in how the funds supporting their insurance benefits are
invested, and thus are given an opportunity to participate
in maximizing their insurance coverage. However, under the
Treasury suggestion, if consumers exercise their limited
right concerning the broad investment strategies fgr invest-
ing the funds underlying their policies, there would be
a tax even though they have not surrendered their policies
or otherwise realized any current cash benefits. Discrimi-
nation against variable life insurance is exactly what the

variable contracts amendment is intended to correct.

D. Policyholder Provisions

1. Definition of Life Insurance.

Mutual companies support the provisions of S. 1992
concerning the definition of life insurance. While some
technical clarifications may be needed, the new definition
of life insurance (1) would add to the Code objective guide-
lines to determine if a contract qualifies as a life insur-

ance contract, (2) would assure that the tax treatment ac-
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corded life insurance contracts is limited to contracts
which provide a reasonable amount of pure life insurance
protection at all times, and (3) should discourage the sale

of products which are overly investment-oriented.

2. Other Policyholder Provisions.

S. 1992 would amend present law to (1) limit further
the deduction of interest on policyholder loans to an amount
determined by multiplying $250,000 ($500,000 in the case 66
a joint return) by the deficiency rate prescribed under
section 6621; (2) extend the 5 percent penalty on premature
distributions from annuity contracts to any amount distrib-
uted to the taxpayer before the age 6% $9 1/2 without regard
to whether the distribution is allocable to an investment
made within 10 years, and trigger the income in an annuity
contract in the event of the death of the owner before the
annuity startiing date; and (3) extend the rules applicable
to group~term life insurance purchased for active employees
to such insurance purchased for retired employees. As part
of the mutual company position of overall support for the

bill, mutual companies do not oppose these provisions.
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APPENDIX A

MUTUAL COMPANY EXECUTIVE COMMITTEE

Empire State Mutual Life Insurance Company
Guarantee Mutual Life Company

The Guardian Life Insurance Company of America
John Hancock Mutual Life Insurance Company
Massachusetts Mutual Life Insurance Company
The Mutual Benefit Life Insurance Company
National Life Insuraﬁce Company

New England Mutual Life Insurance Company

The Northwestern Mutual Life Insurance CompdTy
Provident Mutual Life Insurance Company of Philadelphia
The Prudential Insurance Company of America

Security Benefit Life Insurance Company
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Mr. Chairman and distinguished members of the Commit-
tee, this statement is submitted jointly by the Life Insurers
Conference ("LIC") and the National Association of Life Companies
{"NALC"), We appreciate the opportunity to submit this statement
to the Committee to express the views of the LIC and the NALC on
the tax treatment of life insurance products and policyholders
as proposed in S. 1992,

The Life Insurers Conference is an assoclation of
small- and medium-sized life insurance companies which pri-
marily offer traditional 1life insurance to lower and middle
income families through the home service marketing system. The
LIC, which\haa its headquarters in Richmond, Virginia, current-
ly has 80 member companies located in 21 States, the District of
Columbia, Puerto Rico and the Bahamas.

The NALC, which is headquartered in Atlanta, Georgila,
has 450 member companies domiciled in 43 states. NALC companies
are predominantly small- and medium-sized stockholder-owned life
insurance companies. These companies have more than 200,000
home office and field employees who provide insurance products
to millions of policyholders throughout the Nation.

In announcing these hearings, Mr. Chalrman,ryou request-
ed that testimony focus on the proper tax treatment that best
serves the "legitimate insurance needs" of policyholders. We
have broadened the focus of our testimony somewhat to analyze
the impact of these provisions on our member companies. However,

before expressing our limited concerns with respect to the pol-
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fcyholder provisions of S, 1992, we would like to commend Sena-
tors Bentsen and Chafee far their sponsorship of S. 1992, We
support the proposal, concluding that it provides a tai; and
equitable statutory framework for the taxation of life inQurance
companies and life insurance products. Moreover, we believe
that the $2,.9 billion revenue level proposed under S. 1992 is
appropriate for the life insurance industry. */

Our membership is concerned, however, over the failure
of S, 1992 to address the anomalous situation under current law
regarding the double-taxation of capital gains on variable insur-
ance products. We strongly support proposals described by other
witnesses at these hearings to eliminate the discriminatory treat-
ment of capital gains at the company level for variable products.
Our member companies are also concerned with one aspect of the
definition of life insurance, as currently proposed, which would
in effect preclude the sale of the traditional endowment con-
tract after 1983, Before focusing on this issue at length,
however, we wish to offer our general observations on one other
troubling policyholder provision.

wWhile both the LIC and NALC generally support the
broad conceptual approach to a definition of life insurance as

contained in S: 1992 (excepting the treatment of endowment

*/ We expect to file with the Committee, at an appropriate
future time, comments reflecting our concerns with two corpo-
rate tax provisions of S, 1992,
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contracts), the Committee should be made aware of the particular
sensitivity of small life insurance companies to the abrupt
imposition of a new life insurance dettnltion in 1984, Absent
liberal transitional rules, application of the new life insurance
definition will require discontinuing the sale of weli-ostablished
traditional life insurance products by many smaller companies,
This will have a severe, adverse affect on those companies

which are unable to quickly redesign and sell "qualifying" life
insurance products, leading to situations where small companies -
may be forced out of business for lack of a marketable 1i?;
insurance product. This is clearly inéquitable, We feel

strongly that the effective date must be delayed until one year
after the date of enactment to avoid the harsh impact of a new
life insurance definition on companies unable to "retool”
immediately their traditional products to meet the new definition.

Impact of Proposed Definition on Endowment Contracts

" Both the LIC and the NALC strongly object to the defi-
nition of 1ife insurance, as currently proposed in section 221
of S. 1992, insofar as it effectively precludes the marketing of
the traditional, long-term endowment contract after 1983 by
requiring, in proposed section 7702(e}(1)(B) of the Internal
Revenue Code, that life insurance contracts endow no earller
than age 95. Thée endowment contract is a policy of life insur-
ance under which the proceeds are payable to the policyholder

on a maturity date stated in the policy, if the insured is then
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living, or to the designated beneficiary {f the insured dies
before that maturity date,

The kind of endowment contract marketed by our nmember.-.
companies is a traditional life insurance product which serves
a distinct soclal purpose for many lower and middle income
American families. Moreover, these contracts, because of their
inherent life insurance protection, have traditionally been
treated as life insurance for tax purposes, We believe they
- should continue to be accorded such treatment, Although endow-
ment contracts may be regarded as a "cash heavy" investment for
the higher bracket taxpayer, the product, in fact, is purchased
primarily by lower and middle income taxpayers, the principal
customers of our member companies. The LIC and the NALC there-
fore strongly support amending proposed section 7702 to permit
life insurance contracts to endow before age 95. 1In recognition
of the arguable investment orientation of shorter-term endow-
ments, however, we would be content with adoption of a rule
which would grant 1ife insurance tax treatment to endowments
maturing before age 95, provided that the period to endowment
is at least 20 years,

The continued viability of the endowment policy is
important for a number of middle and lower income taxpayers who
utilize the product as their principal means of obtaining life
insurance and supplemental retirement income in one package.

This product dces not violate the tenets whicih served as a basis
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for the proposed definition of life insurance. Particularly,

we do not feel that the traditional endowment is an investment
oriented life insurance product, Moreover, we believe that the
existing tax treatment of endowment contracts, with a transi-
tory exemption for death proceeds that ends with the maturity of
the contract, is totally acceptable from a tax policy standpoint
in lieu of the permanent exemption of death proceeds in the case
of a contract endowing at age 95 or later,

Although traditionally labeled as a "savings"™ vehicle
with the concomitant "heavy" cash value, the endowment product in
fact serves several financial and social functions. Professors
Huebner and Black, in their oft-cited treatise on life insurance,
well described the Eunct;ons served by endowment policies in

these terms:

"Endowment insurance, if the term is so
selected to make the policy mature at an
age like 60, 65, or 70, may serve as an
excellent method of accumulating a fund for
support in old age. Many who oppose endow-
ments maturing at earlier periods because
of their greater cost are ardent supporters
of long-term endowments maturing at an age
when an individual's earning capacity usu-
ally ceases and when he or she naturally
expects to retire from actual work. Rela-
tively few individuals succeed in laying
up a decent competence by the time this age
is reached., Most people are therefore con-
fronted with two contingenciss: (1) an un-
timely death may leave their families unpro-
tected and (2) in case of survival until
old age, they may lack the means of proper
support, Both these contingencies may be
conveniently provided for by a long-term
endowment, If death should occur at any
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time during the term, the insurance pro-

ceeds revert to the family, but should the

insured survive to old age, when the need

for insurance for family protection in the

usual sense has largely or altogether

passed, he or she will receive the pro-

ceeds of the fund that prudence and fore-—_

sight enabled him or her to accumulate, to

be used for his or her own support and com-

fort, through either the ordinary channels

of {nvestment or the exercise of the avail-

able options in the policy. */

The hybrid nature of the endowment contract is unique
in that it provides life insurance coverage while at the same
time serving as a stimulus to encourage savings for lower and
middle income families. The function of endowment insurance is
not to yield an investment return larger than that obtained from
other investments of comparable safety, but rather to afford a

‘method of providing against old age as a supplement to social
security payments, in addition to life insurance coverage. **/
The endowment's unique nature precludes a ready comparison of
the product with other forms of life insurance.

In light of the fact that the endowment contract func-
tions in part as a savings vehicle, one could conclude that the
product would be of particular interest to policyholders in all
income brackets, However, this has not been the marketing ex-

perience of the membership of the LIC and NALC, Sales of such

* S, Huebnor and K, Black, Jr., Life Insurance 97-98 (10th
ed, 1982).

¥/ 14. at 96,
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policies by our members have traditionally been concentrated in
the lower and middle income brackets, because such policies lack
the investment attractiveness sought by higher income taxpayers.
Por example, the face amount of the average endowment policy

in 1981 was less than $5,800, indicating that the traditional
endowment product was not being marketed to the higher income
taxpayer. */ T ““

The lack of investment attractiveness could also ex-
plain the recent decline in the popularity of the endowment con-
tfact industry-wide. 1In 1981, ordinary endowment policy purchases
represented only 1 percent of the total ordinary life insurance
purchases in the United States and less than 0.5 percent of the
total face amount of such purchases. This compares with 1971,
when endowment contracts comprised 6 percent of total ordinary
1ife insurance sales, representing 3 percent of the total face
Smouné 6E_ord£nary life 1dsurance sold in that year. Moreover,
in 1981, Qndowment fnsurance represented only 2.6 peicent of
the total ordinary life insurance in force, as compared with 4.1
percent in 1977.

Despite all of this, we would emphasize to the members
of this Committee that the endowment contract continues to rep-
resent a substantialiportlon of the new and existing business

for members of the LIC and NALC. We recognize, of course, that

*/ All figures are derived from the 1983 Life Insurance Fact
Book, published.by- the American Counc ) e Insurance,

34-146 0 - 84 ~ 18
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the endowment policy is somewhat more oriented toward saving
than i{s the whole life policy that section 7702, in its proposed
form, would allow to he written, As Professors Huehner and Black
explained in the excérpt we quoted from their treatise, the sav-
ing orientation is undeniably a major facet of the endowment
policy. But the adoption of a less stringent maturity date re-
striction, along the lines that we propose, would still deny
favorable tax treatment to the short-term, more heavily invest-
ment oriented forms of endowment policies. However, it would
continue the present law treatment for the long-term contract.
We also think.it noteworthy that lncorposgtlon of our’
rule would ndot short-change thé Federal Treasury. Quite the
contrary, as under existing law, the proceeds of the contract
upon its maturity would be fully taxable to the owner, at ordi-
nary rates, to the extent they exceed the premiums paid, The
exclusion of the proceeds is, thus, transitory in the case of ~
a lifetime endowment policy. Should this Committee decide to
preserve the present law treatment for long-term epdowmentg,
then, the decision would simply be one to continue the "trade-
of £" that now exists: providing a transitory death benefit
exclusion in the case of a lifetime endowsent policy, offset
against the inclusion of the maturity value of the contract in
the ordinary income of the owner, to the extent it exceeds.the
amount of premiums paid., For many years this "tradeoff" has

been considered fair and viable from all standpoints,
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Therefore, the LIC and the NALC specifically propose
that section 7702 be modified to permit the use of the latest
maturity date permitted under a contract, though in no event a
date earlier than 20 years after the date of issue (or, i€
earlier, age 95)., This proposal is identical with the rule
provided for under recently expired section 101(f) of the Code.
That provision was framed by this Committee in TEFRA with refer-
ence only to universal life insurance, but, in that respect, to
differentiate the long~term endowment from the short-term, in-
vestnent oriented contract.

To allay any fears regarding the marketing of endowment
policies, we would also support a specific dollar limitation on
the amount of endowment coverage that any taxpayer couldwbésaess.
We submit that a $25,000 face amount limitation would be reason+=—""
able, in light of our members' marketing experience, to distin-
guish the traditional endowment product from the investment ori-
ented product. Any of our suggested changes with respect to the
endowment contract could be made through modification of the com-
putational rule described under proposed section 7702(e)(1)(B).

In summary, we wish to reemphasize the i{mportance of
the traditional endowment product, not only to the middle and
lower income policyholder, but also to the membership of the
LIC and NALC, which heavily market the endowment product. We
hope that these comments have helped to clarify that the endow-

ment product generally being sold by our member companies is
= supa——t
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not "abusive” or investment oriented. 1In short, the traditional
endowment contract does not violate the tenets underlying pro-
posed soction 7702, We would support any reasonable statutory
change that would permit the continued sale of this type of

product.

We appreciate the opportunity to file this statement
on behalf of the LIC, the NALC, and the hundreds of smaller life
insurance companies which these two trade associations represent,
We hope these comments will prove useful in drafting a fair and
equitable law with respect to the tax treatment of all life ine

surance products and policyholders.
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January 31, 1984

Mr. Chairman and Members of the Finance Committee:

I am Robert J. Mullins, Director of Legislative Services
for the National Farmers Union. On behalf of the farmer-
rancher members of the National Farmers Union and the policy-
holders of National Farmers Union Insurances, I am submitting
to the Committee today this statement outlining some of our
concerns with S. 1992, the "Life Insurance Tax Act of 1983."

Specifically, we object to the inclusion of Sections 223
and 224 of the bill as these two sections impact on individual
policyholders and not on the companies. Additionally, we feel
these provisions would impact unfairly on policyholders, part-
icularly retirees and those on fixed incomes.

An additional concern of ours would be the impact of
limiting interest deductions for borrowers, particularly those
who are required to carry life insurance on their notes, such
as persons borrowing from the Small Business Administration and
the Farmers Home Administration.

The purpose of S. 1992, of which these two provisions
are a part, is to simplify and rationalize the tax treatment
of life insurance companies and to raise additional tax
revenues ftom the life insurance industry. Sections 223 and
224 relate to the owners of life insurance products rather
than to life insurance companies and are non-revenue items.

We urge your support for deletion of these two sections.

Thank you.
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A Written Statement Pre:md by
Norma L. Nielson, Ph.D.
Assistant Professor of Finance and Business Economics
University of Southern California

Interest Deductions and Life Insurance Falicy Lecans

by Norma Nielson, Ph. D.
The Tax Treatment of Policy Loans .

Today'’s policy loan- provision generally allows the
policyowner to borrow against the cash value aof a 1life
insurance policy at a fixed interest rate of 5/ to 8%4Z. This
loan privilege was originally creaﬁed to help policyowners meet
"financial stringency"” and to prevent expensive policy lapses.
Earlier studies shoh the policyowners used the loan proceeds for
purpases consistent with this.! This pattern began to change,
however, in 1964, when policy loan interest rates were exceeded
by short-term consumer borrowing rates for the first time in
history. With this inversion of the relationship between short
term cansumer borrowtng rates and policy loan interest rates a
fundamental change occurred in the way SOME policyowners view
their loan privilege. The following expanded list of policy
loan uses was g@given by Kraegel and Reiskytl  in their
caomprehensive treatise on the subject: .

1. Short-term borrowing--May be used whenever

required oar desired expenditures are greater than
available funds, if the interest rate is the bast

- e o s —

1 See, for example, Henry 8. Nollen, "Recant
Fluctuations in Policy Loans,"” edings £ h
Association of Life Ingurance Presidentsg, {1922) and BGlenn
L. Wood, "Life Insurance Policy Loans: The Emergency Fund

Concept," Jourcal of Risk and Tnsurance. Volume XXXI,
(Septenber 1944), pp. 411-20,
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available, if credit from other sources is difficult
to obtain, or if greater confidentielity desired.
The specific purpose might be for premiums, taves,
business inventories, automobiles, vacations, or a
myriad other uses. Short-term borrowing often
turns out to be 1long term because there is na
pressure to repay. :

>
2. Long-term bhorrowing--May be used Lo pay for a
new home or for a business. This use is likely to

be infrequent hecause fewn policyowrers
simultanequsly have the substantial cash velues, the
long—-term need, AND the wiliingness to reduce
coverage by the loan amount.

3. Minimum deposit--May be wused by some
policyowners, particularly those in a high tax
bracket, to finance premiums. Minimum deposit may

take one of several forms, but essentially it
involves paying four premiums out of the first seven
(to satisfy the Internal Revenue Code requirement),
borrowing all subsequent premiums, anrd paying _all

interest when due. The combination of an
attractive interest rate and income tax

- deductibility of the interest paid provides
low-cost life insurance, at leest in its earlier
years.

4. Arbitrage--May be wused by some policyowners
whenever they can borrow at the laow policy loan
rateg and invest elsewhere at a higher rate. These
borrowers are likely to continue the policy loan as
long as the interest differential exists. 2

The most complex of these new uses is minimum deposit.
The applicability of policy loans to purchase life insurance

through this method depenrnds almost exclusively on the interest

deduction allowed in the Internal Revenue Code.

- e e 5 = e At e

"2 Wilfred A. Kraegel and James F. Reiskytl, “Folicy
Loans and Eguity," Jransactionsg of the Sociaty of Actiaries,
Volume 29 (1977), pp. &61.
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In general, the deduction for irterest on indebtadness:
first appeared in the calculation of net taxable income under
the 1861 income tax law.= Interest deductibility has bheen
retained as a matter of Federal tax policy to promote investment
in business and innovation (and tecause in early vyears it was
often difficult to distinguish between business and personal
loans). The law 8till allows deductions for interest paid
regardless of whether borrowed funds are used for business
purposes, personal consumption, home ownership, or invastment
(except in tax-exempt securities). The decuctibdity is
unchanged even {if the ass2t borrowed ageinst is afforded a
favorable tax treatment, as when a second mortgage is acquired
:gainst a principal residence. With respect to loans against
a life insurance policy, tax law has been interpreted to mean
that all interest actually paid on such loans is deductible by
those repbrting on a cash basis}; interest accrued is deductible

by those reporting on an accrual basis.

The most specific legislation with respect to the tax
treatment of policy loans were the 1944 amendments to Section
264 of the Internal Revenue Code. These changes disallow an

interest deduction for:

"any amount paid or accrued on indebtedness incurred
or continued tao purchase or carry a life insurance
ees contract ... pursuant to a plan of purchase
which contemplates the systematic direct or
borrowing of part or all of the increases in the
cash value of such cantract (either from the insurer
or atherwise).

Z Roy G. Blakey and Gladys C. Blakey, JThe Federal
Income Tax, Longmans, Green, and Company (New York, New
Yark), 1940, p. S.

4Interna1_Revenue “ode, Section 264(a)(3).
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Four exceptions to this general rule are permitted. The
most important provides that if no part of four out of the first .
seven annual premiums is paid by borrowing, the deduction is
permitted even if the borrowing follows a plan. The other
exceptions which allow deductibility even under a systematic
plan of borrowing are triggered if the amount involved does not
exceed $100, is incurred because of an unforeseen substantial
loss of income or unforeseen substantial increase in financial
_obligations, or is incurred in tonnection with trade cr
business. These restrictions, particularly the so-called
“four-out-of-seven" rule, were added to the law to reduce a
policyholder s ability ¢to finance a life insurance policy with
tax~deductible interest payments on policy loans instead cf with
premium payments. The current proposal before Congress
indicates a strong sentiment that this practice has not been
adequately contained. But the question still remains as to the
correct way to constrain what is bolnq»considared undesirable.
A thoughtful, critical answer to this question must include a
consideration of the impact of tax deductibility of policy loan

intarest on policy loan demand.
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Forces Driving Policy Loan Demand

The nature of the uses of policy loans, ac well as recent
changes in their uses, have forced life insurers to éccapt a
great deal of unpredictability in loan demand. The
unpredictability of that demand has caused a policy loan
"prahlem" for the life insurance industry for almost as long as
policy loans have been generally available. Glancin§ through a
bibliography of articles on the subject of policy loans, one can
find similar titles for articles published on the "policy loan
problem” during the 1910s, the 19408, the mid-1970s, and the

early 1780s.

A number of high—-quality statistical studies in recent

years ° have attempted to determine the forces influencing
fluctuations in the demand for policy loans. Bykerk and
Thompson concluded that "the demand for policy loans is

related closely to the differaential between the commercial paper
rate and the policy loan rate.... This result supports the

interest arbitrage hypothesis of Francis Schott 9,.." &

——— e e o = . v -

SFrancis H. Schott, "Disintermed.ation Through Folicy
Loens at Life Insurance Comganies," Journasl of Fipance, Vol ume
26 (Juna, 1§71), pp. 719-729.

bCeci . 3ykerk and A. Ffrank Thompson, "Econamic
Aneiyesis of the Folicy \Losn Frivilege,” Transectiong of _the
Socicty of Actuaries, Volume It (1979, p. 273.
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Kamath and Lin also found the difference between the
stort-term ihtere;t rate and the policy loan rate to have the
most significant effect on the deanand for policy loans. They
found the negative relationship betwseen aggregate policy loans
and the monthly change in the Stgndard and FPoor'’s 506 stock
price index also to be significant. 7 =

In fact, all of these recent studies have pointed toward
arbitrage as the key force driving the demand for life insurance
policy loans. These results are certainly important to consider
when any change in regulation regarding policy loans |is
proposed.

Validity of the Rationale for the Proposed Changes

Changes in the tax treatment of life insurance policy
loans have been proposed several times in recent years., Such
proposals generated a great deal of controversy during the
Carter Administration and now are being considered again, An
argqument offered by Assigtant Secretary of Treasury John H.
Chapoton in support of changes in the current tax treatment
concurs with those research studies cited above, Chapoton
states that "since interest paid by the policyholdar to the

compeny on the lecan is deductible, a policyholder borrowe

7 Ravindra Kamath and Cheyeh tliia, "The Policy Loan
Problem Revisited," CLU Jourrcal, Volume 3IT (Octzber 1979), pp.
55-69. ~



against the policy simply to inveat the proceeds elsewhere." In
response to this type of logic, a proposal contained in the proposed
life insurer tax law wouid eliminate the interest deduction for loen
amounts exceeding $50,000 per taxpayer (but allowing twice that liamit:

for a married couple filing joint returns).

But arbitrage uses are NOT an argument for changing ¢the tax
treatment of policy loans. Indeed, they are arguments against such a
change. So 1long as taxpayers are allowed to borrow funds for
investment from banks and other financial institutions without
restriction on the deductibility of interest paid on such loans,
equity and tax neutrality demand that 1loans from life insurers
receive the same treatment.

\
Secraetary Chapoton also offers a second argument: that "the
"safe harbor" offered by the tax treatment of life insurance policy
loans "has been used by life insurance companies to market policies
with a +fixed schedule of borrowing th;t provide substantial tax
advantages to the policyho;der."9 The implication is that the life
insurance industry {s taking unfair advantage of . the American

taxpayer in order to increase sales. However, a comparison of the

8 John E. Chapotan, t t §
Subcommjttee op Select Revenue Measyres of the House Caomnm

on _Ways and Means, (May 10, 1783), p. 16.
Chapoton, p. 10.
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1S lifa2 insurance companias with the greatest amount =° 1life
insurance in force with the !5 corpanies showing the greatest
incresse in life irsurance in <{orce dces not corfira this
statement.1¢ as Tatle | shows, the weighted average of jolicy
loan ratics for the fastust growing ccmpanies is actually less
than the same ratio for the largest companies. This means that
the comperies selling the most life insurance in the U.S. are

not doing so by encouraging abuse of the policy loan privilege.

To summarize, the current ‘reatmert cf 1life insurance
policy loans is consistent with the treatment of all other types
of loans under the Internal Revenue Code. Frohibitions against
organized borrowing to purchase 1life i1nsurance are already in
place and can be changed as recessary to meet abuses in the
system. Tre fundamental philoscphy embodied in the current
treatment is sound and should not be consicdered for change
unless the deductibility of interest paid on second mortgages,
increases in brokerage margin accounts, etc. are also changed.
To do so would mark life insurers as “different" in a financial
marketplace where deregulatior is 4lourishing and all forces

seem to point to "sameness.™

101e top 1& compamries (by life irsurance 1n  +force)
1ncludes $54% aof tre industry’'s assets.
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Equity and Effectiveness of the Proposed Change

The second serious problem with the proposed legislative
solution to policy 1loan abuses {s 1its uneven treatment of
different types of pelicycwners. In its rush to clase a
perceived loophole for individual policyowners, the Congress is
apparegtly forgetting that large amounts aof life insurance are
purchased under split dollar and other employee benafit plans
for key personnel of corporate America. The design of this
vital benefit will have to be completely rethought if the

current propaosal becomes léw.

The precposed change would te counter to the purpose
stated for some other recent changes. Specificelly, changes in
the Tex Equity and Fiscsl Responsibil:ity Act (TEFRA) were
specifically tailored to equate the tax treatment of
self-employed 1individuals with incorporated business. The

current proposal would allaw a large corporation the same

$50,000 loan limit as a small business or an individual
taxpayer. This is a complete reversal of the philosophy
expressed in the 19682 law. A limit on loan interest per
taxpayer wculd encourage small business to incorporate by

allowing one i1oan deducticn on %he individueal’'s return and
anotner on the ccocrporite retura, A firm with one person
recervirng permanent life inswance would have the same limits as
a firm with twerty or & hundrad emplovees covered ty such
plans, fs a3 ~inirum, the proposed restriction on  the
dediuctibility of policy loan interest need to be amended to a
limit “per insured per toxpayer", rather than simply ‘“per

tapayer".



In summary, 1 do not

amounts
is the proper approach to
under the existing
It creates inequities and
while tre stated objective

"create a

philosophy which allows

or consunption with borrowing which is

tax reduction.

that treatment depending on

a home, a personal computer,

abuses exist, the definition

changed, not the way in

relative to other lenders or

eligible for intereest deduetians as aroposad in S.

"four-out-of-seven"”

=23

level playing field."

taxpayer s

No logical reason exists for
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Conclusion

helieve the cap on policy 1loan

1292
curtail abuses which have occurred

rule faor policy loans.
new opportunities for circumvention
the

law’s drafters has been to

The current law embodies a
to finance their investment
in turn subsidized by a
di fferentiating

whether the taxpeyer 1s purchasing

or a life insurance policy. 1§
of "organized borrawing" showld be
which 1life insuwrers are treated

to other retailers.
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H Table 1

H Policy Loans as a Fercentage of Life Insurance Reservas

i Top Ranking Life Insurance Companies

H Insurance Increase in Insurance
| In Force In Force

H -

H Company 1982 Rank Loan Ratio* 1982 Fank Loan Ratio#
iFPrudential 1 14,.9% 2 23.9%
tMetropolitan 2 11.46% 1 11.6%
tEquitable 3 33.3% hatad -
tAetna Life 4 20.0% 6 20.0%
INew York Life S 27.8% 7 37.8%
{John Hancock & 23.7% - -
tTrans. Occidental 7 26.1% 2z 26.1%
iTravelers 8 25.9% 4 25.79%
{Connecticut General 9 26.5% 14 26.5%
iLincoln National 10 26.2% S 26.2%
INorthwestern Mut. 11 41.487% 8 41.4%
iState Farm 12 21.3% 13 21.3%
tMassachusetts Mut. 12 44,87 - -
iMutuval BRenefit 14 44.5% . - -
iMinnesota Mutual 1S ] 25.2% 11 25.2%
1Phoenix Mutual -— —-— 4 S2. 6%
iGuardian Life — -— 10 &\38.42
iExecutive Life - - 12 18.7%
tPenn Mutual - - 13 38.5%
iConnecticut Mutual --— - 1S 42,86%
Weighted Average 24.39% 2. 67%

Saurce: "The S0 Largest Life Insurance Compames," Eortune
(June 13, 1983), pp. 166-1467 and Best's Life and Health
Insurance Reports (1982).

i*Ratio of 1981 Policy Losns to 1981 Life Insurance Reserves
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PROVIDENT

LIFE AND ACCIDENT
AR THCI 2t CE

CHATTANOOGA, TENNESSEE 37402

SINCE 1887

DABBS LIFE INSURANCE AGENCY PO BOX 147
SPECIALIZING IN SUMTER, SOUTH CAROLINA 29130
PROFIT-SHARING AND PENSION PLANS TILEPHONE: 773~ 8068

GROUP INSURANCE & ESTATE ARALYSIS

December 30, 1983

Mr. R. A. DeArmant

Chief Counsel - Committee on Finance
219 Dirkson Senate Office Building
Washington, D. C. 20510

Re: January 27 Hearing on Senate Bill 1992
Dear Mr. DeArmant:

1 would like an opportunity to testify at the above hearing for about 15 minutes.
Enclosed is a copy of the testimony that I gave when Representative Pete Stark's
subcommittee held a hearing on the House version of this bill,

Generally, you will find that my point of view differs substantially from others

in that I feel that the insurance industry has abused the inside build-up of cash
values on life insurance policies and the deductibility of interest on policy loans.
I feel that the simplest way to curb this abuse is to substantially limit the
deductibility of interest on life insurance loans,

There is another concern I have--that some of the products being devised by the
insurance companies are specifically designed to encourage payment of premiums by
increased policy loans each year, Although I am not familiar with the method of
taxing life insurance companies, it seems that the companies can deduct an amount
equal to the reserve on a Whole Life contract. When the insured has borrowed the
cash value of the policy, there is no longer a need for reserve on such a policy;
thus, the deduction iqg the non-existent cash value should not be allowable,

Some of my fellow agents question my calling such practices to the attention of
Congress; however, I do not feel that it is morally right to see an industry
devise products which, in effect, shift a tax burden from those in high tax
brackets to the general public.

I realize that I will have to come to Washington at my own expense, but I am
perfectly willing to do so. A copy of my credentials is attached.

272 Dt

Thomas M, Dabbs, CLU, ChFC

Sincerely,

TMD/stm
Atte. - 2

34-146 0 - 84 - 19
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TESTIMONY TO THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES
May 10-11, 1983

The Honorable Fortney H. (Pete) Stark, Chairman

Testimony given by: Thomas M. Dabbs, C.L.U,, Ch.F.C.

Post Office Box 147
Sumter, South Carolina 29150
Telephone: 803-773-8066

Appearing as an individual.

The need for additional revenue by the government is a problem that

should be addressed by responsible citizens as well as by members

of Congress.

In our society, life insurance is very desirable as it provides

family and business security as well as capital for investment.

Insurance premiums are paid with "after-tax dollars" which inflation

has made more and more difficult to acquire.

The present tax-free accumulation of the cash values inside a life
insurance contract is desirable as such earnings offset some of the
cost of the insurance protection and should encourage saving by

the insured.

Taxation of the inside build-up of cash values would cause many
problems:
a. The insurance industry would have the tremendous burden

of providing an annual print-out to each policyholder
showing the tax liability he has for that year.
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b. Some agency would have to establish a realistic cost for
term insurance--a difficult figure for insurance companies
to determine even at present. .

¢. The insured will be encouraged to offset the taxable income
by borrowing against his policy in order to get a tax
deduction for the interest charged.

d. An income tax liability on cash values will encourage the
public to buy term insurance andforego permanent protection.

|
In my opinion, the tax-free build-up of cash value has been abused

in the following manner:

Initially, the deductibility of interest on policy loans permitted an
insured in the 35% or higher tax bracket to make maximum loans and
have a net outlay less than the cost of term insurance.

\

The insurance industry then developed products allowing the insured
to make loans to pay the premiums, make another loan in the amount
of 50% of the interest charged and thereby have the same cash flow
that would have existed had the policy not been purchased. Had the
policy not been purchased, the insured would have had to pay income
taxes on more reportable income. The net result is that the life
insurance company receives money as interest, rather than the govern-
ment receiving this money as taxes. Some call this the "government
pay all' plan.

Currently, products are being designed so that the purchaser can
recover all of his outlay at the end of the eighth year. These plans
are being sold as group products, so that individual states do not
have control of the interest charged on policy loans. Generally, the
charge is that of Standard and Poor's average interest rate over the
past quarter on AAA bonds. Such interest is fully deductible by the
owner. However, the cash value is given credit as a tax-free build-up
of interest charged less 3/u4 of one per cent. If the rate of interest
on the loan is 12%, credit for cash value earning is 11kx%. The sales

~ pitch is to encourage the owner to pay a high rate of interest which

is fully deductible, but the owner get income-tax-free build-up at a
higher rate of interest. This approach has been responsible for the
purchase by individual corporations of policies with annual premiums
in the millions of dollars.

Bache-Prudential has had seminars for those in a high income tax
bracket to show how life insurance contracts can be used as a tax
shelter and can throw off "income tax free'" payments,

-2 -



Recommendation:

The problem is not the tax-free 5uild-up of cash value, but rather the

deductibility of interest on life insurance policy loans. Denial of

such interest deductions has the follohing merits:

f.

It is a very simple procedure.

Congress has already denied deductibility of interest on loans
made to purchase single premium life insurance contracts.

Congress has already considered this problem, but permitted an
exception in situations where the purchaser paid four out of the
first seven annual premiums. (The exception did not say four
out of ten, fifteen, or twenty, but the industry has operated

on the theory that once a purchaser qualifies by paying four
out of the first seven premiums, then interest charged on loans
to pay future premiums is a deductible item.)

It is a fair approach as the owner has income-tax-free accumulation
of cash values during his lifetime and the beneficiary has tax-free
receipt of the proceeds.

Restriction of interest deductions follows a trend which the
Treasury Department is trying to develop.

The restriction of interest deduction on policy loans will
encourage policy owners to leave cash values intact and thus
create more savings for investment by the insurance companies.
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At one time, life insurance companies restricted the investment of
their reserves to mortgages, bonds and some select stocks. Recently,
however, their investments include outright ownership of budiness
ventures such as shopping centers and office complexes. Insurance
companies have also entered into joint ventures with others--such as
Marriott Hotels--in which the insurance company has equity in the joint

project.

"It would seem that income generated by such investments that build
equity would be taxed in a different manner than investments made in
bonds and mortgages, etc. When a mutual company purchases property,
that property never goes through an estate; no estate tax is ever

generated on such assets.

You might consider encouraging insurance companies to invest in some
public type of project such as low rent housing, water and sewer bonds
or Farmers Home Administration loans--projects now financed by govern-
ment funds. It would seem that the income from investments made for
socially desirable projee¢ts would be taxed at a lower rate than

investments made for an equity position.

- b o«
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February 15, 1984

STATEMENT OF
SUN LIFE ASSURANCE COMPANY OF CANADA (U.S.)
AND
MASSACHUSETTS FINANCIAL SERVICES
ON
THE TREATMENT OF ANNUITY POLICYHOLDERS AND
VARIABLE CONTRACTS UNDER S. 1992 =--
THE LIFE INSURANCE TAX BILL OF 1983
TO
COMMITTEE ON FINANCE —_
UNITED STATES SENATE
JANUARY 31, 1984

This statement is submitted by Sun Life (U.S.)
Assurance Company of Canada (U.S.) ("Sun Life (U.S.)"), a
wholly-owned subsidiary of Sun Life Assurance Company of
Canada, and by Massachusetts Financial Services ("MFS"), a
wholly~owned subsidiary of Sun Life (U.S.).} Sun Life (U.S.) _.
is currently the leading issuer of individual variable annuity
contracts in the United States, and MES ist%he wholesale
distributor of Sun Life (U.S.)'s annuity policies to stock
brokerage f£irms and insurance broker-dealers. This state-
menf addresses two portions of S. 1992 of deep concern to
Sun Life (U.S.) and MFS: the proposed changes in the treat~
ment of annuity policyholders, and the proposed taxation of
capital gains credited to both variable life and variable
annuity contracts.

Sun Life (U.S.) believes that the proposals to

extend the 5 percent penalty on withdrawals from annuity

b Sun Life (U.S.) and MFS are referred to collectively
herein as "Sun Life (U.S.)."
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contracts and to include policy proceeds in the income of
annuity owners who die prematurely are unnecessary and ill-
conceived, and should be deleted from the bill. The attrac-
tiveness of annuity contracts has been undercut by recent
legislative and administrative changes in the tax treatment of
such contracts, and public confidence in annuities has bée;‘
shaken by the recent insolvency of a major issuer. The
annuity policyholder provisions of S. 1992 would further
discourage annuity purchases. Yet annuities fill an important
role 1n‘the U.S. policy of encouraging individuals to save for
their retirements and to provide for the welfare of their
surviving spouses and children. The recent legislative
changes in tax treatment adequately assure that annuities will
be used for these purposes and not as short-term investment
vehicles. In these circumstances the purchase of annuities
should be encouraged, not further discouraged. Moreover, the
proposed changes would not produce any significant revenue
gain; indeed, they would most likely depress sales, reduce
company-level taxable income, and thereby cause a loss of
ievenue.

Sun Life (U.S.) also opposes the proposal to con-
tinue the double tax on capital gains realié;d by a segregated
asset account supporting variable annuity policies. This
treatment represents the perpetuation of an historic anomaly
that unfairly discriminates against variable annuity products

in favor of other annuity products. Further, Sun Life (U.S.)
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objects to the proposed extension of this treatment to variable
l1ife products, thereby creating a competitive disadvantage for
such policies relative to other types of life insurance
policies. The latter is particularly inappropriate in light
of the definitional provisions of S. 1992 that would insure
against the use of variable life products primarily as invest-
ment vehicles. |

Finally, Sun Life (U.S.) supports the legislative

reversal of Revenue Ruling 81-22S5.

1. Annuity Policyholder Provisions

Deferred Annuities Generally

Under a deferred annuity contract, tha annuity
starting date occurs after the date the contract is issued.
During the period between the issue date and the annuity
starting date (i.e., the "accumulation period"), the premium
deposits of the purchaser are credited to an account which
either accumulates interest credited by the company (in the
case of a fixed annuity) or fluctuates in value with reference
to the performance of a segregated investment account (in the
case of a variable annuity). At the annuity starting date,
the accumulated value of the contract account is applied to
fund the annuity payments based on annuity purchase rates
guaranteed when the contract was issued (or, in ceétain cases,
on the currently-offered immediate annuity purchase rates if
better than the guaranteed rates). Annuity payments may be

fixed or variable depending on the terms of the contract.
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Prior to the annuity starting date, the owner of a
deferred annuity typically may surrender the entire contract
for its surrender value. In such a case, a surrender charge
is often imposed by the issuer. Many contracts also provide
for partial surrenders, and generally annuity contracts may be

pledged as collateral for loans.

1. Section 222(a): Surrenders Prior to Annuitization

e

— .

a. Current law

Section 72 of the Internal Revenue Code of 1954 (the
"Code") provides comprehensive rules governing the taxation of
distributions under annuity contracts. Income accruing under
a deferred annuity contract during the accumulation period is
not taxed currently to the contract owner (unless it is with-
drawn, as described below). When the contract annuitizes
(i.e., when annuity payments commence), a fixed portion of
each payment is taxed as ordinary income to the annuitant, so
that the accumulated earnings under the contract are included
in taxable income over the annuitant's expected life.

In 1982, Congress enacted the Tax Equity and Fiscal
Responsibi%ity Act ("TEFRA"), significantly tightening the
traditicnal rules governing the taxation of distributions
under aanuity contracts. Prior to TEFRA, partial surrenders
from annuities were treated as coming first from premium
investments, and hence were not taxable to the owner until the

amount withdrawn exceeded the aggregate premiums paid.
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Further, no income tax arose when loans were taken against the
contract's value.

TEFRA amended Section 72(e) to provide, first, that
all pre-annuitization amounts withdrawn are deemed to come first
from taxable accumulated income, and hence, to this extent, are
taxed to the contractholder as ordinary income. Sacond,'atter
TEFRA, policy loans, as well as loans collateralized by the
annuity contract, are treated as distributions subject to this
rule. Finally, TEFRA added Section 72(q) to the Code, imposing
a five percent penalty on taxable distributions that are
received prior to age 59-1/2 and that are attributable to
investments made during the preceding ten years.'

Congress made thsse changes because it was concerned
about the use of annuities as short-term investment vehicles,
and wanted to discourage early (pre-annuitization) withe
drawals. At the same time, however, Congress recognized that
the traditional use of deferred annuities "to meet long-term
investment and retirement goals . . . [is] a worthy ideal."
Joint Committee on Taxation, General Explanation of the
Revenue Provis;ons of TEFRA, page 361 (1982).

b. Proposed changes
Section 222(a) of S. 1992 would repeal the "ten

year" exception to the five percent penalty, and hence would

3 The penalty is not imposed where the policy owner is
disabled, where distributions are made in substantially equal
payments for life or over a period of at least 60 months
beyond the annuity starting date, or where diatributions are
made after the death of the annuitant.
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apply the penalty to any amount distributed to the taxpayer
prior to age 59%, without regard to whether the distribution
is allocable to an investment made within the preceding ten
years.

Sun Life (U.S.) opposes this unnecessary change. As
noted above,'Congress added the five percent penalty to
Section 72 little over a year ago. That change, which re-
flected extensive discussions among Congress, the Treasury
Department and the industry, was viewed as a comprehensive and
permanent resolution to the perceived problem that would not
interfere with the legitimate use of deferred annuities to
meet "long-term investment and retirement goals."

The ten-year provision discourages short-term
investment in annuity contracts without unnecessarily dis-
couraging their purchase due to the inability to meet later
financial emergencies or other unanticipated needs. The
elimination of this flexibility would reduce the attractive-
ness of the deferred annuity to individuals younger than age
50. Yet these are the very people who should be encouraged to
purchase annuities policies to provide for retirement, thereby
reducing what is becoming an intolerable burden on the Social
Security system.

In reliance upon TEFRA's comprehensive changes,
annuity issuers, including Sun Life (U.S.), altered at great
expense their methods of business. S. 1992 would again revise
the rules, further discouraging the purchase of annuities and

putting issuers to the further ~xpense of responding. Yot we
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are aware of no evidence that the TEFRA changes == including
the ten-year proyigion ;- have not effectively accomplished
their purpose of discouraging short-term investment through
annuity contracts; it is simply too early to say that the-
proposed repeal of the ten-year provision is necessary. There
) is no doubt, however, that the proposal would further dis-
courage younger individuals from purchasing deferred annui-
ties. For that reason, the provision should be removed from

the bill.

3. Section 222(b): Inclusion of Proceeds at Death

a. Current Law
When the owner of an annuity dies prior to annui-
tization, the contract's surrender value is included in his
estate,. and hence is subject to estate tax. Further, the
death beneficiary, who is entitled to receive the amounts
remaining in the contract, is subject to income tax.
Typically, the beneficiary is entitled tc elect to
receive the proceeds either as a lump sum or as ;; annuity.
If the beneficiary elects a lump sum settlement, the invest-
ment income accumulated unéer the contract is included in the
beneficiary's income at that time; if the beneficiary elects
an annuity, annuity payments are includible in the benefi-
ciary's income when rece%ved, under the rules of Section 72.
h. Proposed changes
Under Section 222(b) of S. 1992, where a contract

owner dies prior to the annuity starting date, all of the
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deferred income under the contract would be included in the
decedent's final income tax return. Since the decedent's
final income tax liability is payable by his estate, the
provision would deplete the residuary estate to the detriment
of the residuary legatees, who may not be the recipients of
the beneficial interest in the contract. Section 222(b) would
thus reverse well-established taxation rules of general
application® by taxing all of the investment income earned
under an annuity contract to the decedent immediately upon his
death, rather than taxing the income to the beneficiary as
received. This change would effectively require that the
contract proceeds be distributed in their entirety upon the
pre-annuitization death of the contract owner.

The ostensibie purpose of this proposal is to pre=-
vent the tax deferral provided by an annuity contract from
continuing indefinitely. This inclusion of proceeds at death,
however, would impose a financial ?ardship triggered by an
unplanned event, i.e., the premature death of the head of
household, penalizing survivors by compressing in one year
vincome that would otherwise be received over time. This would
be particularly onerous for the typical annuity contract pur-

chaser, who is a middle-income individual.?

-

! Under Code § 691 (income in respect of a decedent), where
a decedent has earned income which was not includible in his
income prior to death, the taxpayer who inherits the right to
that income pays tax on the income when received.

2 The average annuity contract issued by Sun Life (U.S.)
has an initial purchase payment of less than $15,000.

.
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Ironically, the rule would indiscriminately penalize
those not seeking undue deferral, including the very type
person who should be encouraged to purchase an annuity con-~
tract. Consider, for example, a man, who, at age 50, pur-
chases a single premium deferred annuity contract to provide
for his and his wife's retirements. The contract is scheduled
to annuitize at age 62, the man's expected retirement age, and
thereafter suppled;nt his pension. If, at age 58, the man
dies unexpectedly, the full amount of the investment income
under the contract would be included in his final income tax
return, and hence would be subject to income -- as well as
estate -~ tax at a time when the family can least afford it.
~ There is no conceivable justification for subjecting people in
these circumstances to the sort of punitive taxation thought
necessary to prevent others from extending unduiy the deferral
under an annuity contract.

Moreover, the need for such a change in the treat-

ment of pre-annuitization death is questionable at best.
First, it is perfectly clear that under current law ovory‘
investment dollar earned under an annuity contract will be
subject to income tax. Although current lavw sarmits post-
ponement of annuitization beyond the death of the owner, this
flexibility is necessary in order to meet the varying circum-
stances of the decedent's family. Since the families involived
are typically of modest means, it is predictable that they

will require the annuity proceeds at some time during the life
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of the surviving spouse and the minority of any surviving
children. It is unnecessarily harsh to deprive these peorle
of the opportunity to plan their financial affairs in the wake
of the premature death of the head of the household.

The rule would also result in inconsistent treatment
of similarly situat;a taxpayers: a taxpayer who is killed
suddenly will not have the opportunity to annuitize and
thereby avoid the penalty, while a taxpayer with a fatal but
lingering illness will have the opportunity to avoid the
inclusion of the large amount of income in his final return.
Such inconsistent treatment is incompatible with sound éax
policy.

Finally, the provision as drafted, by looking to the
"owner" of the annuity policy, ignores the possibility of
joint ownership and would encourage all manner of artificial
ownership arrangements. For instance, an annuitant presumably
could avoid the rule simply by placing his annuity policy in a
corporation, which will never die, Indeed, corporate owner-
ship of annuity contracts is quite common.

For the above reasons, Sun Life (U.S.) believes that
the proceeds at death provision should be deleted entirely
from the bill. It is ill-conceived, it discourages the
purchase of annuity contracts, and it needlessly penalizes
premature deaths, hurting the decedent's beneficiaries at the
time they can least afford it.

Sun Life (U.S.) understands that the proposed

proceeds~at-death provision was added to the life insurance
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bill reported by the House Ways and_Means Committee (H.R.
4170) as a substitute for a rule‘in an earlier proposal which
would have required distributions under an annuity contract to
begin at age 70%. While objecting to excessive deferral, the
Treasury Department has recognized that both the original
proposal and the current substitute are "overly restrictive."
Statement of John Chapoton, Assistant Secretary (Tax Policy)
before the Senate Finance Committee, January 31, 1984.

If the Finance Committee accepts Treasury's invita-
tion to fashion a more reasoned response to the deferral
problem, a better solution would require a nonspousal bene-
ficiary to annuitize the contract within a certain period
after the death of the owner, but only where death occurs
after age 70%. This would alleviate the "bunching" hardship
and remove the penalty on "innocent" taxpayers who die prema-
turely, while at the same time curing the "endless deferral"

problenm.!

II. Treatment of Variable Contracts

1. Variable Annuities

a. Current Law
As noted above, premiﬂha paid under a variable

annuity contract are invested in a separate asset account.

! Under this scheme, successive generations of benefici-
aries could avoid annuitization and thereby continue deferral
only by arranging for each previous generation to die before
age 70%. This is hardly an abuse that could =-- or would -- be
fostered through effective tax planning.
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The cash value of each contract is determined by reference to
the overall performance of the separate account. When the
policy starting date is reached, the accumulated value is
applied toward the purchase of an immediate annuity.

As the result of an offsetting reserve deduction,
ordinary income (interests and dividends) received by a‘
separate account under a variable annuity contract is not
subject to tax at the company level. The reserve deduction is
permitted because income received by the separate account will
ultimately be paid to the contractholder, and will be subject
to tax at that time.

An offsetting reserve deduction is not permitted,
however, for capital gain income earned by a separate account
on non-qualified annuity contracts, notwithstanding that all
such gains realized must also ultimately be paid to the
policyholders. Thus, under present law, the insurance company
pays tax at capital gains rates (generally 28% for long-term
gain and 46) for short-term gain) on gains realized in the
separate account. When these gains are later distributed to
the contract owners, annuitants or beneficiaries, they are
taxed again, this time as ordinary income. The result is that
amounts credited to a variable annuity as the }esult of the
appreciation in value of assets in the separate account are
taxed twice: once at the company level at the capital gains

rate, and again to the contractholder as ordinary income.

34-146 0 - 84 - 20
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b. Proposal
Proposed Code § 817 would retain the existing double

taxation of capital gains realized under variable annuity
contracts. Preservation of this tax treatment, however, is
clearly inappropriate.

As a result of the capital gains tax, insurance
companies maintain a reserve 'in the segregated asset account
equal to 28% of all realized and unrealized appreciation.

This reserve is charged against the account values of the
variable contract owners. Thus, contrary to the intended
effect of Section 72 (which contemplates that income accumu-
lated under an deferred annuity contract '7ill not be taxed
until distributed to the policyholder), the proposal continues
in effect to impose on the variable contractholder a current
capital gains tax at corporate rates on that portion of the
increase in cash value of his or her contract attributable to
_ the appreciation in the undatlyinq_account.

The double tax would not arise, howsver, to the
extent that the insurance company is able to invest the
variable annuipy premiums in agsets giving rise to ordinary
income rather than capital gain. As a matter of tax policy,
it should be irrelevant whether variable annuity premiums are
invested in assets which produce capital gain or in assets
which produce ordinary income. There is no reason to encour-
age investment in the latter; indeed, i1f anything, the capital
gains deduction permitted by the Code indicates that long-term

investments are to be preferred.
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The House Ways and Means Committee and the Treasury
Department have suggested that the double tax should be
retained to equalize the tax treatment of insurance products
based on investment funds and direct investment in such funds.
This suggestion ignores many other differences that distinguish
annuity contracts from investments in mutual fund shares. For
instance, the annuity contractholder has a guarantee of a
lifetime income stream for which he is charged a premium.
Further, the rights of the annuity contractholder at death pass
under state law without administration by the executor of the
estate.

In addition, there are significant tax differences
between an investment in a variable annuity and direct invest-
ment in mutual fund shares. As discussed above, an annuity
contractholder, unlike an investor in mutual fund shares, is
subject to a penalty tax if he withdraws his investment in the
contract within ten years. Further, distributions out of
capital gains earned by the segregated asset account are taxed
to the contractholder as ordinary income, whereas the charac-
ter of capital gains realized by a mutual fund is passed
through to the sh&?bholder. In addition, the basis of mutual
fund shares after the death of the owner is their market value
at the time of death, but the basis of an annuity contract
does not change. Finally, the exchange of shares in one
"mutual fund for shares in another gives rise to recognized
gain or loss, whereas Section 1035 permits the tax-free

exchange of annuity contracts.
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These differences flow from the fact that investors
buy annuities to meet future retirement needs, not to meet
short-term investment goals. These distinctly different
investment objectives make it inappropriate to suggest that
the treatment of annuities and mutual fund shares should be
equalized, or that investment parity between the two would be

—actomplished simply by retaining the capital gains tax on
annuities at the company level.

In short, even absent a company-level tax, none of
the income accumulated under a deferred annuity contract would
escape taxation: every dollar earned ~-- including capital
gains -- is taxable to the policyholder as ordinary income
when received. Accordingly, the continued imposition oE an
implicit penalty on variable amnuity contracts is simply

unwarranted.

2. Variable Life
a. Current law

A variable life contract is similar to a variable
annuity in that premiums are invested in a separate account.
Unlike a variable annuity, however, variable life provides
life insurance protection in the form of a death benefit, the
amount of which fluctuates (but not below a certain amount)
with the investment performance of the separate acgount.

Under current law, the double taxation scheme

governing variable annuities does not apply to variable life
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contracts. Although the company is taxable on the realized
appreciation of the assets of the underlying separate account,
the company is allowed an offsetting deduction for such
appreciation when it is credited to the variable life insur-
ance contract. As with other life insurance conéracts, the
policyholder is, upon surrender, taxed on the income accumu-
lated under the contract. If the contract terminates with the
insured's death, the proceeds are normally excluded from the
gross income of the beneficiary.

b. Proposal

Proposed Code § 817 would reverse current law and
impose a ta; at the company level on capital gain realized in
a segregated asset account supporting a variable life policy
without permitting an offsetting deduction for appreciation
credited to the contract. Such a change represents an unwar-
ranted departure from the most fundamental aspect of life
insurance company taxation: amounts credited under a life

insurance contract for ultimate distribution to the policy-

holder (i.e., the "inside build-up") accumulate tax-free.

The proposal would, in effect, discriminate against
yariable life in favor of all other life insurance products.
Under S. 1992 as applied to life insurance products generally,
investment income =-- including capital gains =-- is offset by a
deduction for reserve additions, and hence is effectively free
from tax at the company level. Thus, all forms of investment

income for such life insurance products, including capital
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gains, can be passed on to the policyholders without diminu-
tion on account of tax at the company level. Only in the case
of variable contracts would this rule be inapplicuble.

The proposal would also discriminate among variable
life contracts on the basis of the investments chosen by the
segregated asset account. If the account were to invest in
assets producing ordinary income, no company-level tax would
be imposed; if, on the other hand, the account were to invest
in assets producing capital gain, such gain would be subject
to tax at the company level, reducing the benefits payable
under the policy.

The purported justification for company-level
capital gains taxation of variable annuity contracts under
current law is that variable annuity contracts are competitive
with certain investment products. Whatever the merits of that
position, the propcsed change in the treatment of variable
life is entirely inappropriate on Ehat basis since variable
life is not an investment vehicle, but a form ;f life insurance
designed to provide protection in the case of death. Variable
life essentially permits policyholders to have their life
insurance coverage adjusted to meet current econcmic condi-
tions, particularly in times of inflation. Unlike a mutual
fund, in which investment return is reflected dollar-for-
dollar, variable life converts each dollar of favorable
investment experience into multiple dollars of additional life

insurance. As a life insurance product, variable life involves
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the usual mortality and exﬁ?iie“charqes. Thus, unlike a
mutual fund shareholder, if a policyholder surrenders his
variable_life policy after a period of favorable investment
experience, the surrender value will not réflect all of this
investment income, since a significant part would have been
applied to provide additional life insurance protection.

Morecver, variable life insurance is subject to the
definition of "life inaurance" contained in S. 1992, which
excludes investment-oriented products from favorable life
insurance treatment. The safeguards applied by this defini-
tion would effectively eliminate any possibility of an excess-
ive investment component in the case of variable life insur-
ance,

This sentiment has been echoed by Assistant Treasury
Secretary Chapoton. In his testimony before the Senate
Finance Committee, S;cretary Chapoton recognized that variable
life policies are not pure investment vehicles, and that,
accordingly, company-level taxation of capital gains support-
ing variable life contracts would be inappropriate.

In short, variable life insurance is intended to
provide basic life insurance protection and not investment
return; no one interested purely in fund accumulatién would
buy this product. Hence, capital gains realized under vari;r

able life policies should not be subject to company-level tax.
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3. Revenue Ruling 81-225

Sun Life (U.S.) wishes to add its support to the
proposal of the Investment Company Institute that Congress
legislatively overrule Revenue Ruling 81-225, thereby permit-
ting variable annuity contracts to be based on publicly held
mutual funds. .

In Revenue Ruling 81-225, the Service tooﬁ the
position that, where a segregated asset account invests in
shares of a publicly available mutual fund, the individual
owning the variable contract will be treated for tax purposes
as the direct owner of the mutual fund shares held by the
insurance company. In that case the-owner would be currently
taxable on income distributed by the mutual fﬁha.

The operative premise of Revenue Ruling 81-225 was
that direct investment in shares of a mutual fund and owner-
ship of a variable annuity contract funded through the same
mutual fund shares are interchangeable forms of investment,
;nd hence should be treated alike for tax purposes. This
analysis simply ignores the significant differences between
investment in variable annuities and direct p&rchasa of mutual
fund shares. In particular, TEFRA, which was enacted subse-
quent to the publicatioh of Revenue Ruling 81-225, materially
altered the income tax rules relating to annuity contracts.
Despite these significant changes =-- including the imposition
of the 5% rs@nalty tax on premature withdrawals =-- the Service
has refused to alter its position set out in Revenue Ruling
81-225.

Further, a federal district court judge recently
declined'co follow Revenue Ruling 81-225. Christoffersen v.
United States, No. C 82-206 (N.D. Iowa 1984). The certain -

prospect of further litigation and prolonged uncertainty makes

a legislative resolution even more imperative.
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January 31, 1984

STATEMENT OF THE STOCK COMPANY INFORMATION GROUP
BEFORE THE SENATE COMMITTEE ON FINANCE
CONCERNING THE VARIABLE CONTRACT AND
" POLICYHULDER TAX PROVISIONS GF S, 1992

The Stock Company Information Group appreciates this
opportunity to submit comments to the Committee on Finance re-
specting the variable contract and policyholder tax provisions
of S. 1992,

The Stock Company Information Group consists of 26
investor-owned lLife insurance companies, Taking into account
its members' affiliated companies, the Group includes 29 of the
50 laryest life insirance companies in the United States. */ The
Group was organized in 1981 to monitnar tax legislative develop-
ments and convey tn the various life insurance company trade as-
sociations, and t»n the Government, the views of its membership on
life insurance tax 1ssues, Our representatives were privileged
to work with members and statf of the Ways and Means Committee
of the House of Reprnsentatives in formulating the life insur-
ance tax provisinns curreantly embodied in the House counterpart
legislation, Title [l of H.R, 4170, We look forward to working
with this Committue 1n its consideration of S, 1992,

Prompt enactment of this legislation is critically

important to the life insurance industry and its policyholders,

r/ A complete list of memher companies is appended to this
statement,
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and we offer this Committee our full cooperation in realizing
that objective, The Stock Company Information Group endorses
the overall legislative package contained in S, 1992, and we
wish Qo commend Senators Bentsen and Chafee for their sponsor-
ship of the bill, We trust that the limited comments we have
to offer on S, 1992 will assist, not hinder, the Committee in
moving this legislation towards enactment.

Before proceeding to matters of variable contract and
policyholder taxation, we wish to express our view that S, 1992
will significantly simplify and improve the law governing taxa-
tion of 1life insurance companies, eliminating a number of spe-
cial provisions of existing. law, Some of the provisions to be
eliminated, however, were designed to achieve a variety of ob-
jectives, including forbearance from taxing mutual life insur-
ance companies on the amount of the "redundant” premiums they
"rebate" to their policyholders, ensuring (as a related matter)
that stock life insurance companies would not bear a dispropor-
tionate share of the industry tax, and also ensuring that the
life insurance industry, as a whole, would not be significantly
overtaxed. -

In different ways, S. 1992 contains features designed
to fulfill these same objectives. For example, the mutual com-
pany "addback" of proposed section 809 of the Code is designed
to accomodate the competing objectives of allowing mutual life

insurance companies to deduct the rebate of the redundant
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portion of their premiums, while foreclosing their ability to
"dividend out®™ corporate level earnings to their policyholders
free of tax. We regard proposed section 809 as an essential
feature of S. 1992,

Similarly, to assure industry taxation at an appropri-
ate overall level, S, 1992 contains two special deductions, a
“small life insurance company deduction™ and a “"special life
insurance company deduction.” The latter, available to all life
insurance companies, {s equal to 25 percent of a company's tax-
able income. It is estimated that the new statute, with these
gpecial deductions, will produce about $2,9 billion from the
life insurance industry in 1984, an amount that we consider to
be both ample and appropriate,

Finally, we have come across what appear to be sev-
eral technical problems with the company tax provisions of the
proposed statd;;. We have informed the Committee staff about
these problems, and we look forward to working with the Commit-
tee to cure these flaws,

We now turn to the variable contract and policyholder
tax provisions of S, 1992, With respect to variable contracts,
we are quite troubled by the provisions of the bill that effec~-
tively would doﬁble-tax capital gains allocable to variabhle an-
nuity contracts, as under existing law, and would extend that
treatment to variable life insurance contracts. These provisions

need to be changed. 0Nn the other hand, we are pleased to endorse
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the policyholder tax provisions of S. 1992, our concerns being
limited to a few, reasonably discrete matters.

We will focus on the variable contract issue first,
Thereafter, we will offer some observations on (1) the new
definition of a "life insurance contract," (2) the proposed
treatment of nonqualified deferred annuities on the death of
a contractholder, and (3) the proposed amendments to the rule
governing the deductibility of interest paid on policy loans.

Capital Gains Ninder Veriable Life
Insurance and Annuity Contracts

Variable life insurznce and variable annuity contracts
play an important role in the provision of life and income pro-
tection, Under a variahle life insurance policy, both the
aeath benefit and the cash value may vary, depending upon the
investment performance of a "segregated asset account" or "sepa-
rate account." Similarly, the value of a variable annuity con-
tract fluctuates with the performance of a separate account,
Through the separate account, gains and losses attributable to
designated assetg are allocated to a specific portion of the
issuing company's business, even though the policyholders have
no actual ownership interest in those assets, BRut, because
their benefits vary with the separate account results, holders
of variable contracts may obtain insurance and income protection
without having to sacrifice the opportunity to participate
in asset gains, NeQQrtheless, the issuing company continues

to bear the mortality risks involved,
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We endorse the inclusion of variable life insurance
under the definition of a "life insurance contract," as proposed
in saction 521 of S, 1992, That definition would confirm the
treatment of variable life policies as "life insurance," provid-
ed, of course, that the generally applicable statutory tests are
met., In our view, those tests would foreclose the use of vari-
able life policies primarily for investment rather than as insur-
ance.

On the other hand, the Stock Company Information Group
believes that variable life insurance and variahle annuity con-
tracts would be unfairly penalized if new section 817 of the Code
were enacted as proposed in S, 1992, Fxisting section 801l(g)(h)
of the Code =-- unjustifiably in our view -- imposes double taxa-
tion on asset gains attributable to “nonqualified" variable annu-
{ties (i.e., variable annuity contracts not issued in the context
of tax-qualified pension or profit-sharing plans), Under new
section 817, this treatment would he preserved for nonqualified
variable annuities, and would be extended to variable life insur-
ance as well. If the existing treatment of variable annuities
were ever appropriate, it no longer is. Worse, the extension
of that treatment to vacriable life is simply unwacrranted.

The double taxation of asset gains attrihutable to var-
iable annuities is grounded in -- and has been overtaken by --
history., Life insurance companies may deduct the annual increase
in their future liabilities represented by "life insurance re-

serves,” and must include in income any annual decrease in those
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reserves, This treatment has long prevailed under existing law,
and would be carried forward under S. 1992, When variable annui-
ties were first developed, the industry assumed that reserves

for variable annuities fell within this well-established rule.

In the early 1960'5,‘ﬁowever, concerns were expressed that the
tax deferral available to holders of nonqualified variable an-
nuities, when coupled with the corporate-level deduction for re-
serve increases reflecting appreciation in variable annuity sepa-
rate account assets, would afford variable annuity writers a
competitive advantage,

In response, Congress enacted existing section-801(g)(6},
which denies any deduction for reserve increases allocable to the
appreciation in value of variable annuity separate account assets,
At the same time, the statute subjects issuers of nonqualified
variable annuities to tax on any asset gains realized in such
separate accounts, Thus, the asset gains are fully taxed to the

issuing company. */ Despite this, the purchaser of a variable

*/ "oualified" contracts ace treated sepacately under section
801(g) (7). The key diffecence between sections 801(g)(6) and
801(g)(7) is that issuecs of qualified variable annuities (gov=-
erned by section /01(g) (7)) are allowed to increase the bhasis

of the separate accnunt assets to reflect appreciation allocable
to those assets., Thus, although issuers of qualified variable
annuities do not benefit from the usually permitted deductions
for increases in their ceserves, they are not subject to capital
gains tax on the appceciation giving rise to those increased re-
serves,
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annuity contract is not allowed to increase his "investment in
the contract" to reflect these already-taxed asset gains, Conse-
quently, the gains are taxed_again to the contractholder under
the general rules of section 72 of the Code.

Assuming that this double-tax treatment of nonquali-
fied variable annuities were ever justifiable by reference to
notions of competitive equality, that justification evaporated
with the amendments to section 72 of the Code enacted by the
Tax Equity and Fiscal Responsibility Act of 1982 ("TEPRA").
Refore TFFRA, the etfect of section 72 was to provide that earn-
ings credited to a deferred annuity contract would not be taxed
to the holder until conversion of the contract into a stream of
annuity payments, or until the contract was surrendered (in
whole or in part) for cash, Furthermore, any amount received
under an annuity before annuitization was treated first as a
nontaxable return of the contractholder's investment (basical-
ly, the premium paid), and thereafter as income taxable at or-
dinary rates, As a result, it was perceived by some that
deferred annuities might be viable as an alternative to other
financial investments, with the added advantage that the earnings
credited to an annuity would be taxed on a deferred, rather than
a current, basis. Such perceptions originally prompted Congress
to penalize variable annuities implicitly through imposition
of the double-tax on capital gains,

But in 1982, led by this Committee, Congress eliminated

such concerns, Under section 72(e), as amended by TRFRA, partial
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withdrawals from an annuity are now taxed as ordinary income,

to the extent the contract's cash value exceeds the contract-
holder's indastment. More importantly, Congress imposed an
explicit penalty.on the "premature" surrender of an annuity,
Under section 72(q), as added by TEFRA, and subject to certain
exceptions, an annuity contractholder who withdraws cash

from an annuity incurs a penalty equal to 5 percent of the amount
included in income,

Given these amendments to section 72, variable annui-
ties are no longer viable as alternatives to other financial
investments the income from which is currently taxed. Farly
withdrawals are hoth currently taxed and explicitly penalized.
These provisions render annuities attractive principally for
their historical purpose: accumulating a fund to be used to
provide income security during retirement, The explicit penalty
of section 72(q) deprives them of any competitive edge they
might have been thought to possess over investment-based prod-
ucts, and of their possible utility as substitutes for short~
term financial investments., Thus, the continued {mposition
of the implicit penalty of section R8N1(g)(f) no longer has
even a colorable justification.

There is even less reason to extend the current treat-
ment of variable annuities to variable life insurance, Variable
life has never hefore been denied the reserve deductions asso-

ciated with appreciation of the separate account assets., The
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treatment proposed in section 817 can hardly be defended as
necessary to eliminate any competitive edge enjoyed by variable
life. 1In fact, were section 817 enacted as proposed, it would
accomplish just the opposite, placing variable life insurance

at a competitive disadvantage. 1Issuers of variable life would
be taxed on a portion of the earnings creditéd under those con-
tracts, whereas issuecrs of fixed-benefit 1ife insurance products
are not, There is no sound basis on which to single out varia-
ble life insurance for such disadvantageous treatment,

A more appropriate model for taxation of issuers of
variable annuity and life insurance policies would he a combina-
tion of the treatment now provided by sections 801(g)(6&) and
R01(g)(7): denial of the otherwise allowable deduction for re-
serve increases attributable to appraeciation in separate account
assets, together with an adjustment to the basis of those assets
to reflact that appreciation. Thus, while the issuer would
lose an otherwise allowable deduction, it would not be penalized
through subsequent capital gains taxation. We urge the Commit-
tee to alter new section R17 in this fashion.

As a final but important related point, the Stock
Company Information Group endorses the proposal of the Invest-
-ment Company Institute to modify Revenue Ruling 81-225, so as
to permit variable contracts to be based on mutual funds that

are open to direct public ownership. In light of the already

34-146 0 - 84 - 21
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extensive tightening of section 72, as well as the additional
changes proposed in S. 1992; we halieve that the concerns which
originally motivated the issuance of that Ruling no longer -
prevaii.

Policyholder Tax Provisions

The hearing notice also invited comment on those
aspects of S. 1992 which would alter the tax treatment of 1i€e
ingsurance policyholders, These provisions are contained in
sections 221-224 of the bill,

A, Definition of "Life Insurance Contract"

Section 221 would enact, as new section 7702 of the
Code, the first permanent statutory definition of the term
"life insurance contract" for all purposes of the Code, This
new definition would condition the availability of the tax
treatment associated with "life insurance” on the provision of
no more than a maximum cash value, or the payment of no more
than a maximum amount of premiums, actuarially determined for
each contract. 1If a contract failed at any time to meet the
statutory rules, proposed section 7702 would treat the holder
as possessing two contracts for Federal tax purposes: a con-
tract of term life insurance, on the one hand, and a currently
taxable savings account, on the other. It thus would preclude
taxpayers from securing insurance tax treatment for contracts
that are unduly oriented toward investment rather than protec-

tion.
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In our view, proposed section 7702 takes what is
really the only sound approach to distinguishing protection-
oriented life insurance policies from investment contracts,
The definition it embraces fairly reconciles the legitimate
needs of life insurance policyholders with the equally legiti-
mate concerns of Congress and the Treasury Department for
possible tax abuse., Also of importance to the competing com-
panies of the industry, the proposed definition would not favor
one type of life insurance policy over another, It is even-
handed in its treatment of policies with flexible premiums and
those with fixed premiums, and of policies with variable bene-
fits and those with fully guaranteed benefits,

This new definition is the product of some two years
of effort, first within the life insurance industry and then
in discussions between the Government and the industry, to
fashion for the first time a comprehensive definition of "life
insurance" for tax purposes that would be product-neutral and
fair to taxpayers and the Government alike, It is properly
modeled on the temporary, flexible-premium contract rules of
gsection 101(f) of the Code, as adopted by this Committee in
framing TEFRA, As such, {t commands our full support, and .
we urge this Committwe to adopt its structure,.

Despite this, we do believe that proposed section
7702 can be improved in a few limited respects. The two items

which we think it important to invite to this Committee's at-
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tention are, first, a matter of substance, and second, a matter

of transition,
_ The substantive matter concerns the maturity date of
a "life insurance contract™ as defined in the bill. Proposed
section 7702 would require calculation of the maximum allowable
premiums or cash values (as the case may be) to be made on the
assumption, among others, that the contract does not mature
(or "endow") before the insured's 95th birthday., This assump-
tion will permit the continued sale of most whole life and
universal life insurance policies., Nevertheless, it will work
a fundamental change in the tax treatment of plans of life
insurance =-- denominated "lifetimq‘endowment' plans, and typi-
fied by the "endowment-at-age-65" and the "20-year endowment"
-- that are scheduled to egdow before age 95, If enacted in
its proposed form, section 7702 almost surely will operate to
ban such contracts from other than the tax-qualified market-
place, Any life insurance policy scheduled to pay its face
amount before age 95 while the insured is living will fail to
meet that statutory definition and will, under the general rule
of proposed section 7702, be treated as term insurance and a
currently taxable savings fund.

Understandably, proposed section 7702 must draw some
lines, even some arbitrary ones, in distinguishing life insur-
ance policies from investment arrangements. In drawing these

lines, moreover, some assumption must be made about the matur-
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ity date of the contract. The progenitor of proposed section
7702, section 101(f) of the Code, employed just such an assump-
tion. As written by this Committee, however, section 101(¢f)
chose a somewhat more liberal formulation, 1In computing the
premium limitation, a life insurance contract was assumed to
mature at the latest date permitted under the contract, with
the stipulation that this date fall at least 2N years after
issua., This rule permitted a flexible premium policy to
mature, for example, by the insured's A5th birthday, provided
that the policy was issued hefore the insured reached age 45,

A useful social purpose has heen, and continues to be,
served by life ingurance contracts that are scheduled to mature
when the insured is living at age A5 or after a 20-year period.
Such endowment policies provide both insurance protection before
maturity, typically keyed to the insured's retirement age, and a
fund to provide retirement income benefits should the maturity
date be survived., BRecause of their substantial life insucance
component, the Federal tax laws have always treated endowments
as iife insurance contracts until their maturity date is reached
(or until the "pure" life insurance element otherwise ceasges).
It seems to us that this Committee, in drafting section 101(E)
of the Code (albeit as a temporary measure), properly chose to
treat long-term endowments in the same manner as other life

insurance contracts for Federal tax purposes,
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Incorporation into section 7702 of the section 101(f)
approach would not disadvantage the Government, The death bene-
fit exclusion -- the tax treatment normally applied to life
insurance benefits payable on the death of the insured -- is
trangitory in the case of a lifetime endowment policy. It ex-
pires when the contract endows, Should this Committee decide
to preserve the curcrent treatment of long-term endowments, it
would simply_preserve the "trade-off" that now axists. O0On the
one hand, in the case of a life insurance policy maturing near
the end of the mortality table, the tax exemption for death
benefits would be permanent. In the case of an endowment policy
scheduled to mature at the insured's age 65 or 70, on the other
hand, the exemption for the proceeds would disappear contem-
poraneously with the cessation of the protection element of the
contract, leaving the policy proceeds includible in income,

We therefore urge this Committee to consider modify-
ing the maturity date rule of proposed section 7702 8o that it
conforms with thdt of section 101(€). This will permit the
continued use of lifetime endowments to fulfill their appropri-
ate functions. We reiterate that preservation of the maturity
date rule now in the bill would simply eliminate such policies
from the marketplace, a development that we regard as undesir-
able.

Our transitional concern centers on the fact that

S. 1992, in parallel with the House bill, would make the new
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definition of "l1ife insurance contract® generally effective for
policies issued after December 31, 1983, As detailed in pro-
posed section 7702(4i), howsver, certain classes of contracts
issued bofo;e January 1, 1985, would be relieved of the need

to comply with one or more of the new definitional rules. In
addition, one class of multtple-predlum contracts would be
permanently exempted from certain of the new requirements,

We note that, from the standpoint of those who drafted
these provisions during the summer of 1983, the new definition
was written to take effect some number of months after enactment
of the proposed legislation. Moreover, the statute provided an
additional one-year period, beginning with its prospective
effective date, during which life insurance companies would-be
permitted to sell technically non-conforming but "non-abusive"
policies. This period would have given companies the time
needed to design, file, and prepare for market new policy forms
which would comply with the technical requirements of section
7702,

In these circumstances, we think it fair that a neQ,
éully prospective effective date for proposed section 7702 be
substituted for the year-end-1983 date in S, 1992, Thus, we
strongly urge this Committee to make the new rules effective
only for contracts issued more than one year after enactment of

S, 1992, This would maintain the prospectivity that we think

) -
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fairness requires, while avoiding the need to craft case-by-case
exceptions to the unduly restrictive general transitional rule
now contained in S. 1992, We also urge the Committee, in con-
nection with fixing a fully procpective effective date, to
extend existing section 101{(f) so that it expire. simultaneously
'with the effective date of section 7702, In 1982 this Committee
wrote section 101(f) with a January 1, 1984, termination date,
and an extension of this date is needed to avoid any "gap" in
coverage of the various statutory provisions, */

We realize that the Treasury Department and others
have expressed the view that proposed section 7702 should take
effect as of January 1, 1984, admittedly with the provision of
transitional relief, so as to halt the sale of non-conforming,
*abusive" insurance products. Should this Committee consider
certain products to be of such a nature as to warrant retro-
active application of the new Eules, then we suggest that such
action be taken only with respect to them. We would caution,
however, that there well may he a substantial element of in-

equity in applying the new rules retroactively even to contracts

*/ In suggesting the substitution of a prospective effec-
tive date for the provisions currently appearing in S, 1992,
we do not mean to imply any dissatisfaction with the proposal
set forth in section 7702(1)(2), relating to certain multiple-=
premium contracts, We think it appropriate that the contracts
described in section 7702(i)(2), as proposed in S, 1992, be
granted the permanent relief contemplated in the bill,
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considered in some quarter or another to be "abusive." It

should be obvious that there is no universal definition of

“abusive." We suggest that, should this Committee decide to
apply the new definition to some products in advance of the
general effective date, the better solution would be to apply

the definition to such products as of, for example, the date

" of the legislation's enactment or the date that this Committee

makes its decisions.
1f, despite the foregoing considerations, you adhere
to the 1984 effective date now in S, 1992, we think it imperative
that the case-by-case exceptions to the proposed transition rule
undergo a significant expansion., To the three classes of poli-
cies now covered in the transitional provisions of proposed sec-
tion 7702(i{), we consider it necessary, at minimum, to add the
following four classes of contracts: */
o Pixed premium life {nsurance policies which,
although not meeting the definition of
"floxible premium®™ contracts and therefore
not technically subject to section 101(f),
were voluntarily designed (or redesigned)
to comply with section 101(f) in the inter-
ests of removing any doubt about their
treatment under the Federal tax laws,

o Life insurance policies, known as "“irreplace-
able life" policlies, which provide for fixed

%/ We also think it important that section 7702(1i)(2) be

clarified to remove any doubt that so-called "indeterminate
premium® whole life insurance policies requiring 20 or more
annual premiums fall within the definition of a "qualified

20-pay contract,”
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annual premiums that are to be adjusted peri-
odically in anticipation of future interest
and mortality experience, and which provide
that the death benefit may be changed so as

he to prevent an increase in premium at the time
of an adjustment,

o Endowment policies providing for maturity
before age 95, if this Committee should de-
cide not to adopt our suggestion that such
policies be sanctioned by the new definition,

o Life insurance and endowment policies which

would qualify under the proposed definition,

as modified by the proposed transition rules,
except that they contain interest guarantees

at a rate of less than 3 percent,

In short, our view is that, in fairness, the new
statute would require exceptions of differing sorts for at
least saeven classes of contracts -~ and possibly for others as
well, We have already furnished to the Committee's staff a
description of the policies involved and our recommended statu-
tory changes. The cumbersome nature of this approach, however,
leads us back to the position that we prefer and that we hope
you will adopt,

Despite these limited considerations, however, we -
again underscore our support for the new definition of "life
fnsurance contract® contained in S, 1992,

B. Other Policyholder Provisions

We likewise endorse the balance of the policyholder
provisloni of the bill, We recognize that, in some instances,
these provisions will effect significant changes in policyholder

taxation, and that other witnesses at the hearings may question
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the desirability of one or more of those changes, For our own
part, we wish to express some reservations about only two items,
The first is the change in the treatment of nonqualified deferred
annuities at the death of the contractholder. The second in-
volves the sufficliency of the proposed revisions to section 264
of the Code.

As we have alrsady pointed out, TEFRA brought about
major changes in the tax treatment of nonqualified deferred
annuities, changes designed to ensure that the tax deferral .
available to earnings under doforred.:nnulties was limited to
contracts purchased as a means of saving for retirement. That
latter objective was endorsed by this Committee in its Report
-on the revenue provisions of TEFRA, which observed that "the
use of deferred anndity contracts to meet long-term investment
goals, such as income security, is still a worthy ideal,™ */

While the amendments in TEFRA were designed to avoid
conferring tax deferral on annuities used for short-term invest-
‘ment, section 222(b) of S, 1992 contains yet another new rule,
which appears to be motivated by a concern for the possibility
that the tax deferral under some deferred annﬁzty contracts
might persist for an unduly long time.

In other areas_in which Congress has conferred tax

deferral on retirement savings, it has acted to foreclose unduly

*/ S, Rep., No, 494, 97th Cong., 2nd Sess., vol, I, p. 350
1982),
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prolonged deferral. For example, the rules governing the tax-
ation of ®"individual retirement accounts" (or "IRAs"), for
which an individual is allowed a deduction on making contribu-
tions, require such accounts to be distributed by the time an
individual attains age 70-1/2, In addition, if the account
holder dies before reaching that age, and {f the contract has
not already been converted into a stream of retirement income
payments, the account must be distributed, and taxed shortly
after death, except when it passes to the owner's spouse,

We assume that section 222(b) of S, 1992 also was
designed to terminate the deferral under a nonqualified de-
ferred annuity contract on the death of the owner, It requires
chat,-if the contract has not already been annuitized, the
earnings under the contract as of the death of the holder be
included in the holder's final income tax return, It thus is
significantly more stringent than the corresponding IRA rule,
which we find curious in view of the fact that deferred annui-
ties are taxed substantially less favorably than IRAs. While
the earnings under both kinds of contracts are deferred until
liquidation of the contract, contributions to an IRA are deduc-
tible, whereas nonqualifled deferred annuities must be purchased
with tax-paid dollars. If any deferral termination provision
i{s to be imposed on deferred annuities, it would-be more
appropriate to fashion a rule that is somewhat less stringent,

rather than substantially more stringent, than the corresponding
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IRA rules, In this regard, we urge you to consider all possible
alternatives and adopt a rule less severe than that proposed in
section 222(b).

our second comment goes to the sufficiency of section
223'of S, 1992, which would amend section 264 of the Code to
limit further the availability of deductions for interest paid
on life insurance policy loans, While we do not question the
details of section 223 of the bill, we think you should take
advantage of this oppocrtunity to update section 264 in light
of recent developments in policy design, in particular the
advent of flexible premium life insurance policies,

One of the most apparent and significant purposes
underlying S. 1992 ({and the companion House bill) is to secure
equal tax treatment fnc holders and beneficiaries of éémpeting
life insurance policies., 1In this regacrd, section 264 of the
Code, like proposed section 7702 and the company tax provisions,
should apply without discrimination as between fixed premium and
flexible premium policies, The systematic borrowing {(or "minimum
deposit”) rules of section 264(a)(3) and (c) of the Code current-
ly permit deductions for interest on amounts borrowed to pay
for a non-single-premium life insurance policy if, among other
things, four of the ficst seven annual premiums "due” on the
policy are paid without hncrowing from any source. While fixed-
premium policies -- those with premiums "due" -- fall within

this "safe harbor," ir is not entirely clear whether-flexible
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premium policies (such as universal life insurance) do too.
Further, because of a general ruling ban in the section
264({c)(1) area, the Internal Revenue Service will not provide
quidance as to the status of flexible premiﬁm policies under
this provision.

We consider this discriminatory against flexible pre-
mium policies. Accordingly, we suggest that this Committee
revise section 223 of the bill to amend section 264(c)(1) of the
Code, deleting that provision's reference to premiums "due” and
ingserting in its place the term "paid", 1t is our belief that
whatever restrictions are ultimately placed on the deductibility
of interest paid on policy loans, they should apply equally to
fixed and flexible premium policies,

Conclusion

In conclusion, and despite the several changes we have
suggested, we wish to reiterate our support for S, 1992 as a
whole. It generally will simplify and imp:sove the taxation of
life insurance companies and their policyholders, it will lend
needed certainty to a variety of issues that have arisen in this
- area, and will raise substantial revenue from the life insurance
industry., We stress once again the importance of prompt enactment
of this legislation, and we pledge our full cooperation to this

Committee in the interests of achieving that objective,
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STOCK COMPANY INFORMATION GROUP

Aetna Life Insurance Company

Allstate Life Insurance Company

American General Life Insurance Company
Business Men's Assurance Company of America
Capital Holding Corporation

CNA Insurance

CIGNA Corporation

Federal Kemper Life Assurance Company
Franklin Life Insurance Company

Hartford Life Insurance Company

E.F. Hutton Life Insurance Company

IDS Life Insurance Company

Integon Life Insurance Corporation
Jefferson Standard Life Insurance Company
Kansas City Life Insurance Company

Liberty Life Insurance Company

Liberty National Life Insurance Company

The Life Insurance Company of Virginia
Lincoln National Life Insurance Company
Monumental Life Insurance Company

The Paul Revere Life Insurance Company
Provident Life and Accident Insurance Company
Southwestern Life Insurance Company
Transamerica Occidental Life Insurance Company
The Travelers Insurance Company

Washington National Insurance Company



