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TAXATION OF LIFE INSURANCE COMPANIES

THUMlDAY, JULY 8, 1961

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.O
The committee met, pursuant to notice at 10 a.m., in room 2221,

Senate Office Building, Senator Robert S. kerr, presiding.
Present: Senators Kerr, Long, Smathers, Douglas, and Curtis.
Also present: Elizabeth B. Springer, chief cleric.
Senator KERR. The committee will come to order.
(S. 397 is as follows:)

18. 397, 8?th Cong., lot Sem.)

A BILL To amend the Internal Revenue Code of 194 to permit a deduction by ltv insurance comp
in determining gain or loss from operations of an amount equal to 2 percnt of the premiums W Id-
vidual astvdent and health insurance contracts

Be it enacted by the Senate and Howee of Repreaentatit of the United Slate of
America in Congress assembled, That (a) section 809(d)(6) of the Internal Revenue
Code of 1954 (relating to deduction for group life, accident, and health insurance)
s amended-

(I) by striking out "group life insurance contracts and group accident
and health insurance contracts" and inserting in lieu thereof "accident and
health insurance contracts and group life Insurance contracts" (other than
those described In section 809(d)(5)) and group life insurance contracts; and

(2) by striking out the heading and inserting in lieu thereof "Accident and
health insurance and group life Insurance"."

SEe. 2. The amendments made by the first section of this Act shall apply to
taxable years beginning after December 31, 1959.

STATEMENT OF RICHARD E. SLITOR, OFFICE OF TAX ANALYSIS,
TREASURY DEPARTMENT

Senator KERR. Do you have a copy of your statement?
Mr. SLITOR. I have a copy for you, Senator. I don't have enough

for distribution.
Senator KERR. I want to put in at the appropriate place a letter

from Mr. Rietz, executive vice president of the Great Southern Life
Insurance Co and one from Mr. Richardson, first vice president of
the Berkshire Life Insurance Co., supporting S. 397

(The letters referred to are as follows:)
GnNAT SoUTuj&RN LiFEc INSURANCE Co.,•Ho11810n, Vex., ,rUly 3, '196.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee
Senate Office Building, Waehington, b.c.

DEAR SENATOR BYRD: Our attention haa been called to Senate bill 397 intro-
#uoed by senatorr Robert S. Kerr to amend section 809(d)(6) of the Ipternal
Revenue Codo to allow life insurance companies a phase 2 deduction eual t
2 percent of the taxable premiums for the year on individual accident erod health.
insurance contracts issued or renewed for periods of less than 5 years.
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We urge favorable consideration of this legislation to provide more equitable
tax treatment with respect to such contracts as compared to the tax treatment
now afforded group accident and health contracts under the section this bill

roposes to amend and the treatment provided under section 809(d)(5) for
Pndtvidual nonparticipating contracts which are issued or renewed for periods
of 5 or more years.

Respectfully yours, H. LEWIS METZ,

Executive V' ice President.

BERKSHIRE LIFE INSURANCE Co.,

SENATE FINANCE CommirnE Pittsfield, Mass., July 3, 1961.

New Senate Office Building, 1aehingion, D.C.
GaNTL MN: We have been advised that the trade associations of the life

insurance industry have taken no position on S. 397, the proposed amendment
to section 809(d)(6) of company Federal income tax law.

We should like to be recorded as' being strongly in favor of this proposed
amendment which appears to us to accomplish an equitable adjustment of the
present tax law as it affects mutual life insurance companies writing individual
accident and health insurance.

Yours respectfully, CHARLES F. B. RICHARDSON,

First Vice President.

Mr. SLITOR. My name is Richard E. Slitor, economist in the Office
of Tax Analysis, Treasury Department.

I appreciate this opportunity to present the comments of the
Treasury Department on S. 397.

S. 39 would extend 'the special 2-percent reduction allowed life
insurance companies for premiums on group life and group health
and accident insurance to their individual health and accident
insurance business.

The present special 2-percent deduction on group premiums in
computing gain or loss from operations of life insurance companies
was adopted as part of the Life Insurance Company Income Tax Act
of 1959, and is embodied in section 809(d)(6) of the Internal Revenue
Code. The amount of the deductions tinder section 809(d)(6)
cannot cumulatively exceed 50 percent of the premiums for the
taxable year attributable to group contracts. Together with other
special deductions under section 809 for nonparticipating business
end policy dividends this deduction cannot exceed the underwriting
gain, that is, the excess of gain from operations over taxable invest-
mont income, plus $250,000.

At the time of the adoption of the 2-percent deduction, both
committee reports stated its purpose as follows:

This special deduction, which is patterned after the reserve requirement of
two States, is designed to compensate for the fact that In group insurance there
is less than the usual diversification of risk.

The purpose in mind here was to permit the buildup of reserves
to meet possible heavy losses due to concentration of risk and hazard
of heavy loss of life or injuries, for example, in catastrophes in a
single plant where the employees *re covered by group insurance.

This purpose or justification is not present in the case of individual
health and accident insurance policies.

Senator KER. Just one moment there. Is it not possible that it
might be?
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Mr. SLITOR. I suppose if a company wrote a good deal of its in-
surance in a particular area, I suppose you could have a problem
of nondiversification.

Senator KERR. Isn't that a very distinct possibility with reference
to a small insurance company?

Mr. SLITOR. I would rather let the industry people comment on
the way they operate and the extent to which they reinsure where
there is some local concentration of risk,

Senator KERR. I am sure they will. The only reason I interrupted
was because your quote:

This purpose or justification is not present in the case of Individual health and
accident insurance policies.

Mr'. SLITOR. I believe there is some presumption that the risk would
be spread more widely in the case of the individual policies. ,

Senator KEIRR. I would think there would be a likelihood of it.
-But I kiow of no bisig upon which to make the positive statement that
there iiot 6nly is a preumptioi, but a'certaint,K I wonder if in the
light of this little exchange of remarks you might not wanE to look
at that statement again.

Mr. SLITOR. We shall be very glad to hear what the industry has
to say on this problem.

Senator KERR. I am sure they will look at it.
I was wondering if maybe you might not want to.
Mr. SLITOR. Well, Senator, we have been under the impression that

there was not a similar problem in the case of the individual poli-
cie's
% Senator KERR. Then you want the record to stand on the basis of
this positive statement:

Our purpose or justification is not present in the case of individual health and
accident insurance policies?

Mr. SLITOR. To the best of our knowledge, the same sort &f non-
diversification of risk problem does not exist as a general rule.

Senator KERR. Well, I don't see the words "as a general rule" here.
Mr. SLITOR. We should be very glad to learn of the problems of

concentration as they occur.
Senator KERR. All right.
Mr. SLITOR. The special deductions under section 809 for group

insurance, for nonparticipating contracts, and for policy dividends,
and the limitations thereon, were carefully developed by the Congress
with the objective of maintaining the competitive balance between
the stock and mutual sectors of the life insurance industry. The
proposed change in the 2 percent deduction would tend to benefit
primarily stock companies, and would alter the competitive situation
and the distribution of burden as between the stock and mutual ele-
ments of the industry.

Senator KERR. Why would that be?
Mr. SLITOR. Because most of the underwriting gain, this, excess of

gain from operations over taxable investment income, is in the hands
of stock insurance companies.
. The mutuals substantially eliminate the phase 2 tax, as was con-
templated in the original legislation, with their policy dividends
deduction. Therefore, they couldn't benefit by any additional
deduction, generally speaking.
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Senator KERR. Are they not already in that unfavorable competitive
position if there is an unfavorable competitive position by reason of
this provision, does it not already exist because of what is already in
the law with reference to the 2-percent deduction on the root pre-
miums?

Mr. SLITOR. Senator Kerr, the Treasury has not heard a great deal
about any problem of lack of competitive balance under-

Senator KERR. How much insurance, what amount of premium in
your judgment is now being paid with reference to which the existing
2 percent deduction applies?

Mr. SLITOR. The 2 percent deduction under present law in 1958
amounted to a little over $75 million.

Senator KERR. Then the 2 percent deduction applied to $3,750
million?

Mr. Slitor. Yes sir.
Senator KERR. Now, what is your estimate of the amount of

premiums not now affected but which would be if this amendment
were adopted?

Mr. SLITOR. I believe that there is approximately a billion and a
half.

Senator KERR. A billion and a half dollars?
Mr. SLITOR. As my statement later will indicate.
Senator KERR. You cover that later?
Mr. SLITOR. Yes, sir.
Senator KERR. Pardon me.
Mr. SLITOR. It would also appear to raise a problem of comparable

treatment for the fire and casualty insurance industry which also
writes substantial amounts of both group and individual accident and
health insurance, and does not receive such a special deduction as an
offset against its underwriting gains. a

The premium income of life insurance companies on individual
health and accident policies is in the order of one and a half billion
dollars annually at the present time. A deduction of 2 percent of
that amount would be in the Order of $30 million. Even allowing for
cases where the deduction would have little or no tax effect it appears
that the proposed amendment would reduce revenues by several
million dollars annually.

Senator KERR. You wouldn't want to come any nearer to those
words in giving your estimate of what the effect would be?

Mr. SLITOR. No, sir; perhaps the industry has more exact com-
putations.

Senator KERR. It is a little bit unusual, isn't it, for the Treasury
to advise the committee that the industry is in a better position to
inform the committee of what the effects on tax revenue would be of
an amendment, that the industry is in a better position to advise the
committee than the Treasury?

Mr. SLITOR. Well, as you know, it is difficult to get exact facts and
the exact distribution of this kind of business among companies in
relation to their taxable income. I

Senator KERR. I believe this is the first amendment or first piece of
legislation that I can remember with reference to which hearings have
been had by this committee with reference to which the Treasury told
us, first, they were unable to advice us what the tax effect would be,
and, second,;what the effect on the industry would be.
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Mr. SLITOR. We estimate that it would be several million dollars,
perhaps $3 or $4 million.

Senator KERR. Perhaps $3 or $4 million?
Mr. SLITOR. I believe in that order of magnitude.
Senator KERR. Fine. I thank you for that.
Mr. SLITOR. The Life Insurance Company Income Tax Act of 1959

is still new. There has not been sufficient time to study this aspect of
its operation. The revenues'under this legislation have already fallen
short of original estimates by some $45 million annually, that is, the
revenue was $455 million on 1958 income, as against an estimate of
$500 million.

There appear to be certain technical deficiencies in S. 397 as pres-
ently drafted. While the bill amends the basic deduction provision
of section 809(b)(6) to accomplish the intended purpose, it fails to
make the accompanying changes in section 815(c)(2)(C) to ensure that
the proposed individual accident and health insurance deductions are
added to the policyholders' surplus account in the same manner as
the existing deductions for group business.

Under the circumstances it would seem undesirable to adopt S. 397.
Senator KERR. I thank you very much for the committee for your

statement.
I would like to ask you these two further statements: One, would

you provide the committee with the language necessary to correct the
technical deficiency referred to in the last paragraph of your statement?

Mr. SLITOR. Yes, sir.
(The following was later received for the record:)

LANGUAGE To CoRREcr TE-CHNICAL DEFICIENCIES IN THE PROPOSED BILL

(a) The present language of section S. :;)7 would need to be changed to read
as follows:

"Section 809(d) (6) of the Internal Revenue Code of 1954 (relating to deduction
for group life, accident, and health insurance) is amended-

"(1) by striking out 'group life insurance contracts and group accident
and health insurance contracts' and inserting in lieu thereof 'accident ar(
health insurance contracts (other than those described In section 809(d)(5))
and group life insurance contracts'; and

"(2) by striking out the heading and Inserting In lieu thereof 'Certain
Accident and Health Insurance and Group Life Insurance".

(b) The following should also be added to section 1 of the bill:
"Section 815(c)(2)(C) (relating to policyholders surplus account) is amended

by striking out 'group life and *roup accident and health insurance contracts'
and Inserting in lieu thereof 'accident and health Insurance contracts and group
life Insurance contracts"..

(c) It should also'be noted that section 2 of the bill makes it retroactive in
its application. This would, therefore, necessitate the reopening of returns
already filed for the taxable year 1960 and in many cases result in tak refunds.

Senator KERR. Two, what would be the attitude of the Treasury
if S. 397 were amended so as to apply the limited amount of the
premiums that would be affected by it? I other words,.you tell th
committee that it would apply to approximately $1.5 billion in pre-
miums. Do you, have any estimate of the number of companies that
produce that premium income?

Mr. SLITOR. No, sir; I do not have an estimate of the number of
companies receiving that.

Senator KERR. Would you estimate that any considerable part of
this $1.5 billion would be produced by a limited number ofZlarge
-companies?
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Senator DOUGLAS. The Senator from Illinois wants to make it clear
that he is not objecting to the hearings, but he thinks it establishes a
very inter'esting preccedent, perhaps, to be used in connection with the
general tax bill which seems to be delayed in the House.

Senator KERr. I understood that tlere had been extended hearings
over there.

Senator DOtOLAS. But not over here.
Senator LoNo. If I might just say this, it is my impression that

any committee can conduct a hearing on practically anything unless
the Senate stops them.

Senator KERR. I would say the observation is sound.
Thank you very much, Mr. Slitor.
Mr. SLITOR. Thank you.
Senator Kimit. Mr. Peyton Ford?
I am just advised that the House committee reports there is no

similar bill.
All right, Mr. Ford.

STATEMENT OF PEYTON FORD, ATTORNEY, WASHINGTON, D.C.

Mr. FoRD. I am an attorney for the Texas Legal Reserve Officials
Association, and the National Association of Life Companies, Inc., of
Atlauta.l appear here in support of S. 397.

Without going into any details, this 2-percent deduction would
equalize the individual poliy fip against the group policy.

From it study of the legislative history, I do not think it was the
intent of Congress in enacting the 1959 bill to exclude the 2-percent
deduction to individual policies. I think in its solicitude for the
greater risk inherent in the group policy that permitted the 2-percent
deduction they simply overlooked the 2 percent in the individual
policies, and the risk, as I think will be demonstrated, is equally great.

The companies I represent are small stock companies. And the
revenue lost as far as taxes are concerned would be de minimus, while
the benefit to us would be great.

I would like to introduce the following witnesses: Dewitt Roberts,
executive secretary of the National Association of Life Cos Inc., of
Atlanta; followed by Mr. Hunter McLean, president of the American
Standard Life Insurance Co., of Fort Worth and speaking for the
Texas Legal Reserve Officials Association; and Mr. J. W. Baker, who is
a maembir of the board of directors of the National Association of Life
Cos., and is president of the Continental Service Life & Health Co., of
Baton Rouge, La.; and Mr. Carlton Harker, vice president of the
Coastal States Life Insurance Co., of Atlanta.

Senator DoUMAs. Bore these witnesses appear, I would like to
aay that it is a great pleasure for Mr. Ford to appear. He was
Deputy Attorney General for many years. And we all know that
the interests of these companies are in very competent bands.

,Senator Kziw. Before we hear Mr. Roberts, I would like to ask
Mr, Slitor one more question.

What is the tax effect of the 2-percent deduction now allowed the
life insurance companies for premium on group life and group health
An cc'dent insurance? i l t c f
Mr. S ITOa. It appear to be-and.I would like to corcot this for

the record, sir--it appears to n, n the vicinity of $8 million or $9
million.
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Senator KERR. The present exemption, then, reduces the tax
income $8 million or $9 million, and in your judgment the amendment
would make a further reduction in the neighborhood of $3 million or
$4 million?

Mr. SIITOR. Yes sir
Senator KERR. Aut you will recheck that and give us a letter as

specifically as you can with reference not only to the existing exemp.
tion but also to the proposed one?
Mr. SLITOR. Yes, sir
Senator DOUGLAS. Mr. Chairman, may I ask another question at

this point?
Senator KERR. Yes.
Senator DOUGLAS. I regret that other duties prevented me from

hearing the main portion of your paper. I thought I heard at the
end of your statement that the total annual premiums of individual
accident and health insurance policies came to between $1)( to $2
billion a year. Was I correct in that

Mr. SLITOR. Yes, sir that is correct.
Senator DOUGLAS. Row, 2 percent of that, that would not be 3 or

4 million dollars it would be 30 or 40 million dollars; would it not?
Mr. SLITQR. Y es, 01r; but,.ome of itwould run to waste,, would not

result in an effective tax reduction
Senator KERR. Before the Senator from Illinois came, the witness

told us that the premium income affected by the existing exemption
was $7 j billion, and that the premium income that would be affected
by this amendment was approximately $1%[ billion. Therefore, it
occurred to the Senator from Oklahoma that the tax effect of the
proposed amendment could not be more than about 25 of the tax
effect of the existing law.

Senator DOUGLAS. I take it that the witness will submit a detailed
statement on this pint.

Senator KERR. Yes.
And I would like in the statement if the effect of the proposed.

amendment would be as you have suggested and thought it would,.
how it is that existing law where the 2 percent applies to a premium
income of $7Ni billion I believe you said-

Mr. SLIOR. No, Y believe we agreed, Senator, it was about $3,750
million because 2 percent of that amount, I believe, would be $75
million. So I believe that the estimates are approximately consistent,
that is, the ratio of a billion and a half to $3,750 million-

Senator KERR. Then if that is the correct data, you will verify it?
Mr. SLITOR. Yes, sir.
(NoT.-The Treasury estimates that the revenue effect of the

group premium deduction in 1958 was between $9 million and $10
million. At estimated 1961 levels of premium income, it would be.
between $12 million and $14 million.)

Senator KERR. All right.
Thank you very much.
Mr. De'witt Roberts?
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STATEMENT OF DEWITT ROBERTS, NATIONAL ASSOCIATION OF
LIFE COMPANIES, INC,

Mr. ROBERTS. My name is Dewitt H. Roberts. 1 am executive
secretary of the National Association of Life Companies. This is a
trade association composed of about 170 small- and medium-sized
younger, progressive companies scattered from Honolulu to New York.

I hope the members of the committee will recall that NALC as-
serted that the life insurance industry should pay more taxes, even
to the point of preferring the 1942 law because of its simplicity, but
we agree the industry had in mind the right principle. While we
found some faults with the philosophy of the present law, we are
trying to work within its framework.

When, you consider that it took 35 years to render the preceding
tax1egislation for life companies technically workable, by which time
credit and similar specialty items had arisen to create entirely new
problems, we do not think it extraordinary that some changes and
adjustments will be required in the present bills'

This association still thinks that, tax exemption for the profit of
life companies in the handling of pensions was, a mistake, but that
criticism is not germane to our appearance here today. , ....

Examining the bill from the standpoint of the younger, smaller
growing companies, we have found four questions that we think will
require some kind ot treatment.

The first is the issue of tax exempts and intercorporato dividends.
We have no quarrel with the attitude of the Congress which un-
mistakably declared that these exemptions should be allowed. We
do not think that the interpretations and regulations render them tax
exempt.

Second, we are disturbed a little about the effect of the deduction
of 10 percent of the increase in nonparticipating reserves, in the
instance of younger companies. That is the companies under 10
years old.
',NAIC is now studying the odd result whereby policyholders sur-

plus, subject to the part I tax, increases while a company is actually
losing money and which increases in policyholders surplus would
subsequeutlky be taxed. Because this is a wholly new problem which
the companies camie to consider only this year, and for which there
may be adequate administrative remedies, we have no requests for
legislation.

Third, we are somewhat concerned about the treatment of capital
gains, wlich is specially a small-company problem.
I But in the fourth field, that of giving equal treatment to individual
accident and health contracts-the same treatment given to group
wo~atracts in that field-we are asking for early relief, because it is
critical to small companies.

Individual accident and health ccntracts are written by three types
of companies in the United States. 'ne is a nonprofit service corpora-
tion, tue Blue Cross organization. (n are the casualty companies,
which have a special tax treatment and no current tax problems. The
third are the life companiies. Individual accident and health is
written, here and there, by large life companies, but the greater part
is written by medium-sized ad small companies. The small com-
panies are the innovators in the field.

10
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For example, of the Georgia companies writing accident and health,
only one goes into more than three States, and nearly all of them are
limited to the States of Georgia and perhaps Alabama or perhaps
Florida, and many of them as bankers entirely to Georgia.

Cf our C klahoma companies, I think that one writes a good many
States, but a majority of them are confined to not more than three
States. It is concentration.

Senator KERn. 1 think a lot of them are limited to Oklahoma, and
some of them to specific areas in Oklahoma.

Mr. RoiEiRTS, TIhat is true.
For instance, we have one fairly prosperous one in Georgia that

writes all of its business virtually in three towns, Atlanta, Savannah
and Waycross. It is doing very nicely. It even paid some taxes for
a change this past year.,_

But still it is very intensely concentrated,..
Now, they use accident and health, some of them, to develop an

agency force, some of them write it, the little bit larger ones that are
not yet in the medium-sized write it as a matter of accommodation
for life policyholders.,
. It helps to got and keep agents, but it isn't by and large a profitable
business,- for a variety of -reasons, one of which has been the rise in
cost of hospitalization. . I , , . 4

Wo don't know how we failed' to get this in the bill. Frankly, we
thought that it was.-in the bill, in another spot, and we were rather
busy with some other issues in the other bill, and I think we are guilty
of carelessness in not drawing it to your attention during the hearings
then.

It is probable that we did not realize how drastic this change would
be. Life insurance companies were not heavily engaged in accident
and health business until about the time of the hearings on the Mills-
Curtis bill, and their .taxes on accident and health were not an impor-
tant item. The Mills-Curtis bill, after protracted hearings, provided
that life companies should be taxed on these policies in the same
manner s mutual casualty companies, since the field is dominated
by the large mutual casualties. This was a fair basis of taxation, but
it was not applicable to the approach adopted in the 1959 measure.

I am not a technical man or an expert. I do not understand all of
the actuarial talk in the accident and health field, but I do know that
there is no provision anywhere to charge off as a reserve required by
law the money that has to be put in the contingency reserves to meet
the requirements of a number of States that you can't cancel a can-
cellable policy, until you have paid on it an amount equal to half the
premiums received. You can't make a deduction for that, you have
got to somehow get money into your surplus to meet that contingency.

We also. know that to some extent individual accident and health is
comparable with group. The large companies on the basis of the two
States requirement are getting 2 percent, while the small companies,
with a far more precarious and diversified operation, are not getting
the 2 percent, and they need it.

The cost to the Treasury is small. A great deal of money, if the
companies are successful, will be recaptured at a higher tax rate than
would be applicable now, because it will go into phase III. The
largest amount that we can conceive of the bill costing would be $7
million in the first year.;
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I don't think that it would cost much more than a third of that on
the average. And we think if the revision is made it would go a long
ways toward adjusting the inequities the small companies feel exist
here and there in the bill in spite of the very great consideration you
gave us in the previous hearings.

Senator KERR. Thank you, Mr. Roberts.
Are there any questions?
Senator DOUGLAS. It was not my understanding that the omission

of the individual policies from the 2 percent deduction was accidental.
My understanding is that the 2 percent deduction was permitted for
the group policies, accident and health, because of the concentration
of risk, that in an industrial concern such as the plant in Texas which
had the blowup during the war and where I believe several hundred
lives were lost, that that might well bankrupt not only a small com-
pany but a larger company, and that, therefore, this deduction was
justified.

But I had understood that the failure to extend it to an individual
policy was due to the fact that so far as accidents are concerned,
these were being spread across the board of employees .in -the large
variety of companies, and that there, therefore, would be adistri:u-
tion of risk, and an accident in one company would not mean great '

losses to the insurance carrier.
As far as the health policies are concerned, while there are differences

in sickness rates between different portions of the company, they are
not too pronounced, and I assume that to the degree they exist where
the company sells policies in a given locality or a given State, it can
adjust its premiums accordingly.

And what I would like to have you address yourself to, if you care
to do so, is that very subject.

Don't you already have in your individual policies a sufficient
distribution of risk so that the precedent established for the group
policies does not hold?

Mr. ROBERTS. I think some of the subsequent witnesses will
probably cover that, because they are technical men, more effectively
than I can.

But I think that accident payments form a very negligible part
of the total money paid out in any one year on accident and health
claims. The big money paid out is in hospitalization, for illness.
And as one illustration, all of the small companies in Colorado were
hit very hard 3 years ago with the Asian flu epidemic which was
concentrated in an area and had an incidence of morbidity consider-
ably more than the national average for a long time, and which
enjoyed rather low local accident and health rates, and they were
really squeezed, because they were concentrated in that area. And
I think that where actually large compaies are doing business in
50 States, the average small company writing individual contracts
concentrated in a single State, by and large, or mostly in two, either
there are more concentration in the case of the individuals.

Senator DOUGLAS. I wonder lowidecisive that is. Can't you meet
it to the degree that it exists by reinsurance?

Mr. ROBtrnts. Reinsurance in this field is, I don't think, too
general a thing. The reinsurance companies do not allow as much
margin, shall we say, for a small company on accident and health
as they do relatively on life, which is a determinable risk.

12
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And it would not be, I think, the general practice to handle the issue.
Senator DOUGLAS. Wouldn't this be a very easy way out of any

difficulty which you may experience? I am not at all convinced
that the morbidity rates fluctuate as widely as you seem to imply,
but even if they did I should think reinsurance could be developed.

Do you think Lloyds would reinsure this?
Andthere are undoubtedly American equivalents of Lloyds.
Mr. ROBERTS. I think the most of the inquiries are pretty well

covered by Mr. Baker and Mr. Harker.
Senator KERR. Thank you very much, Mr. Roberts.
I would like the Treasury to put in the record, if they will, the

amount of taxes paid to our Government by Lloyds of London.
Senator DOUGLAS. I am merely using that as an illustration. And

I will say that there are undoubtedly American equivalents of Lloyds.
I am not trying to stir up business for Lloyds.

Senator KERR. I just thought it might be pertinent in view of the
fact that they were referred to as available as a writer of reinsurance
policies, I thought it might be well, since we were putting into the
record the tax effect of the amendment and the various variations of it,
the amount of taxes paid to the U.S. Government by Lloyds of
London.

Senator DOUGLAS. Let the record show that the Senator from
Illinois has no connection emotionally or financially with Lloyds of
London.

Senator KERR. Nor objection to insertion in the record of the
information asked for, I assume.

(The following was later received for the record:)

TAx STATUS OF LLOYD'S OF LONDON

Based on their method of operations, Lloyd's of London may be viewed as a
governing body which furnishes management and guidance to the elected mem-
bership, each one of whom is independently engaged in the insurance business
on his own account. On the basis of all the available facts, there is no evidence
which would indicate that Lloyd's of London, as such, has engaged in the insurance
business within the United States. Therefore, no basis appears to exist for as-
sessing U.S. income tax against this organization.

On the other hand, Lloyd's members, called underwriters, have obtained
insurance business from U.S. customers, for their Individual accounts, or at
other times, for syndicates formed of several of their members. This business
takes Several forms. In Kentucky and Illinois (the only two States in which
Lloyd's is admitted)j some underwriters conduct business through attorneys-in-
fact. These underwriters have been filing Income-tax returns reporting their
Income from U.S. sources including not only profits and losses from the insurance
business referred to but also their other income from U.S. sources. Such income
includes the underwriters' share of the investment income derived from the'
trust funds maintained by Lloyd's for the protection of U.S. policyholders. Their
tax liabilities on such income are determined on the basis of regularly applicable
income tax rates similar to those imposed on any person engaged in business in
the United States.

In States in which Lloyd's tnembers are not admitted, the business is trans,-
acted through brokers. A documentary stamp tai of 4 percent or 1 percent of
the gross contract premium is paid on such business, depending upon the type
of insurance written. In addition, these brokers pay income tax on their earnings
arising from their handling of insurance with Lloyd's.

It is estimated that the premiums received by Lloyd's subject to the premium
taxes on foreign insurers is in the vicinity of $400 million annually. According
to testimony by the chairman of Llyd's before the Sbommittee oft Antitrust
and Monopoly of the Committee on the Judiciry of the Senate on June 17,
1060, approximately do percent Is reinsurance and 40 -percent is direct insurance,
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business. Since direct insurance (other than life) is taxed at 4 percent, and
reinsurance is taxed at 1 percent, on this basis it would appear that the total
premium excise tax paid on Lloyd's business would amount to sonie $9 million
annually at present levels. Because of the large number of individuals involved,
it has beeni Impracticable to ascertain the total U.S. income taxes paid by the
various attorneys-in-fact and brokers handling Lloyd's smsiness.

The Treasury has recentlyV recommended that the 1 percent documentary
st amp excise tax imposed. by section 4371 of the code on premiums paid to noii-
resident foreign insurers on life insurance policies and reinsurance policies covering
casualty and surety risks be increased to 2 percent to align their tax with recom.
mended increases in the tax on domestic mutual insurers which preseutly pay a
tax of I percent of gross income or regular corporate rate on their net investment
income, whichever is greater.

Mr. Hunter McLean?

STATEMENT OF HUNTER McLEAN, TEXAS LEGAL RESERVE
OFFICIALS ASSOCIATION

Mr. MCLEAN. My name is Hunter Mciean. I am president of the
American Standard Life, Insurance Co. of Fort Worth, Tex., and my
experience in the insurance field dates from 1928, when I went to
work as a solicitor. I n addition, I speak for the Texas Legal Reserve
Officials Association of Austin, Tex.

Subsequently, I was with the Texas Insurance Department from
1933 to 1943 as deputy life insurance commissioner and as senior
examiner. I have been active with my company since 1946. It
eigages in the life, accident and health, and hospitalization fields.

~ithin a year of the tinm I entered the insurance business the
forerunner of Blue Cross had its beginnings as a cooperative at. Baylor
Hospital in Dallas. And, in 1933 what may have been the first
commercial hospitalization policy in the United States crossed my
desk at the Texas Insurance Department.

My commissioner took a dim view of that policy stating that it was
economically unfeasible. "No one will buy hospitalization insurance
at a premium of $12 yearly when the average hospital bill is only
$60," he said. A premium of 20 percent of the promised benefits
appeared preposterous to himt.

Today 130 million Americans own hospital insurance.
My commissioner's alarm was justified, but for a wholly different

reason. His concern should have been for the solvency of the com-
panies experimenting in the business for the premium for that same
coverage today is 300 percent of the 1933 amount.

Increasing costs, experimentation, adjudication
Senator KERR. In order that the record may be clear right there,

while the premium for that same coverage is 300 percent, is not the
average benefit in excess of $60?

Mr. McLEAN. Yes, sir, the average hospital bill is up considerably.
Senator KEitR. Would it. be reasonably accurate to say that the

liability has increased somewhat in proportion to the premium?
Mr. MlcLEAN. Yes, sir.
Senator DOIcLAS. What is the average benefit?
Mr. McLEAN. Today, sir?
Senator DOUGLAS. Yes.
Mr. McLEAN. It depends largely on area, Senator Douglas. I

don't know what the national average would be. Hospital rooms in
California, the customary charge fdr private rooms is over $40.

Senator DOUGLAS. You say the premium is now $36?
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Mr. McLEAN. Well, sir, I have reference to this particular policy
here, the one that sold for $12 in 1933.

Senator DOUOLAS. What are the average benefits in that policy?
Mr. McLEAN. It provides a $5 room-
Senator DOUGLAS. I know, but the average amount paid out.
Mr. McLEAN. It would be a $60 hospital bill, about $60 per hospital

stay, it would be about average for the hospital.
Senator DOUGLAS. And the premiums were $60?
Mr. McLeAN. No, $12. But the average premiums for the policy

today would be $36.
Senator DouGLAs. I would like to follow up the question of the

Senator from Oklahoma. The premium has gone up to $36. What
about the benefit?

Mr. McLEAN. Well we would have to use the same benefits to get
a comparable-if a policy today paid the same benefits-

Senator DOUGLAS. This is a maximum of $60?
Mr. McLEAN. No, that was the average hospital bill.
Senator DOUGLAS. Then the premium was $36 for an average

benefit of $60?
Mr. McLEAN. No, sir, the premium was $12 for an average benefit

of $60. Today the premium would be $36 for an average benefit of
approximately three times that amount.

Senator DOUGLAS. That is what I have been trying to find out.
With average benefits, then, of $180?
Mr. MCLEAN. I misstated the point a minute ago of the average

hospital bill as $60, not the average benefit.
Senator DOUGLAS. What is th average benefit?
Mr. McLEAN. The average benefit of the policy I wouldn't know.
Senator DOUGLAS. Could you find that out for the record for this

committee?
Mr. McLEAN. It would take digging into the Department's records

for 1933, I could probably-
Senator DOUGLAS. I don't want 1933 or 1943, I want today. You

obviously know what the increase in the premiums is. It shouldn't
require much more labor to determine the increase in the benefits.

Mr. McLEAN. We can determine the average benefit paid-
Senator DOUGLAS. If you would send it by mail to the clerk of the

committee, we would appreciate it.
Mr. McLEAN. We would be delighted to.
(The following was later received for the record:)

While appearing as a witness in support of S. 397, on July 6, 1961 Mr. Hunter
McLean, president, American Standard Life Insurance Co., Fort Worth, Tex.,
and speaking for the Texas Legal Reserve Officials Association, Austin, Tex.,
was requested by Senator Douglas to furnish certain data bearing upon the in-
creased hospital cost of the patients and in.iurance companies insuring such risks.

With reference to this request, Mr. McLean has submitted the following:

1950 1949 Percent
increase

Hospital cts:
Average cost per patient stay In hospital .................... $2 485 $118.94 98
Average cost per patient per day......................... 1 $14.83 111
ABeaaaay lnbopltai (days)----------------------------7.8 &3 ..........

Beg pild:
P saItire ............................................. 127,898,009 044,OD 95
Hospital benefits paid ........................... $2.W4,000.o000 028 00, 000 450
Average benefit per polity ......................... $22.70 $7 22

115
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- The 1960 "Souroe Book of Heaith Inauranoe Data,"' piiblished by the Health
Insuraiee Institute, contains the above data. The InformAtion Ji taken from
its pages. They show startling increase between- 1949 and 1959.

Mr. McLEAN. Adjudication of policy terms, errors permitting
adverse selection b the public, each contribute to the extreme
uncertainty in this eld of insurance.

NO difference exists in the hazards assumed under group policies
and individual policies, Iexcept that the noncancellable contracts are
limited to the individual field and it is within the individual field that
costly experimentation occurs.

For purposes of taxation there should be no distinction between
group accident and health insurance and that issued to individuals.

Current evidence of increasing costs in hospital insurance is con-
tained in a release by the Department of Labor reporting that the
cost of hospitalization insurance, written by private insurers, has
jumped about 80 percent in less than 10 years. And, the statistics
of the State of Colorado reflect an 8 percent rise annually in hospital
and medical charges in each of the past 4 years.

Senator DOUGLAS. Do you figure on the increase in benefits during
this time, or is it simply an increase in premiums?
- Mr. McLEAN. These are an increase in hospital charges, and are

not necessarily related to benefits, the benefits under some policies
may be flexible and rise with the costs they may be inflexible and
allocated and stay put regardless of the hospital bils.

Senator DOUGLAS. When you speak of the cost of hospitalization
insurance, you mean to the company or cost :to----

Mr. McLEAN., Cost to the company, not premiums.
Senator DOUGLAS. Now you are speaking about benefits?
Mr. McLEAN. Yes, sir.
Senator DOUGLAS. So you say that the cost of benefits is increased

by 80 percent in less than 10 years?
Mr. MCLEAN. The hospital bills rendered to the companies have

increased by 80 percent in the last 10 years.
In addition to increasing costs, other factors have contributed to

losses. Some of them are touched upon below.
Any history of the accident and health field will show that in good

times loss ratios are relatively low. Under the same policy contracts,
bad times produce higher losses. Without laboring the point, the
experience of companies in the accident and health field during the
depression support this statement.

Because insurance policies are unilateral in their drafting, the
courts quite properly construe them strictly against the authors;
Thus, until a contract has been adjudicated thoroughly in its im-
portant provisions, the total of its obligations is unknown.

The seriousness of this is illustrated by a Kansas case where a rather
routine type of monthly indemnity accident and sickness policy,
promising benefits for only 2 years, was construed as a contract obli-
Fated to pay monthly indemnities during the entire lifetime of the
insurers.

In Texas, insureds suffering a heart disability have been ruled
entitled to indemnity'even though they continue to work in the same
occupation. The theory of! the- court in this case was that an insured
was shortening his life expbotanby, reducing- the time and total the
insurance company would pay, and if he preferred to do that the
company should pay regardless of contract language.
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* Several States through laws or through regulations are becoming
more and more insistent upon granting insurance on preexisting
diseases. The impact in this area will not be exactly measurable for
decades.

Experimentation with hospital policy provisions has produced
dramatic losses. Companies have attempted to remove the 6 months
waiting period for surgical cases, in an effort to rely completely upon
the preexisting disease provisions of policies. Without exception, such
companies have suffered severely from surgical cases occurring within
the early months following licy. : • .

A few years ago or medical police re offered, having a
deductible of som, 00 or $500 with very liber enefits thereafter
Th experine der these policies has been most tressing.

The public as evidenced k I t in noncan ble policies
and when e compani t t empte to supply oh demand,
policies w issued aran eed p r ums, Again the lossespo icies e.. 'u1tan cont during
under u plicies, yvebens ta
the lifet e of those olieyh I

This perimentlatin be 'scou ed or thro it shall
be achi vad the answers lution to client
and he th insurance cos

,One apPy h ofe 4 eh tio w e eldof poiinsur-
ance, t ssue by a li y, a fe ndly comp titor to
my con any. ih pol y isu th un ocated
limits o $5,000 neui and h itan

Parent respon d wimt 11 f4 o deman for this verage
for their children. Isurane is all over e Uni States
bean th issuance I similar .ihart rds carin g fo es ha bo e 100 p- ent of theot.vhart c * fe 116r en0o

costs. Wit a few I years 60 rcen the cos of the polio
wards was p by msure

The savings charity permitted the diversion of ds to research
and polio vaccine a direct result.

I would like to di there on the subject oncentration of risks
in connection with polio in we had a personal experi-
ence in that field, during the epidemics of some 10 years.

In the city of San Angelo, which. is a small community, they had
over 350 hospitalized cases at one time, in Fort Worth it ran to 1,200,
and Lubbock at one time had 700 cases, and Lubbock recently has
been plagued with an encephalitis outbreak.

Senator DOUGLAS. It is true, I think, that in the case of polio
you can have great geographical concentration of the sickness?

Mr, McLZAN. Yes."
Senator Krum. The same is also true of hepatitis, to a very marked

Mr. McLEAi,. To resume, Dr. Frederic E. Elliott, former oonsultant
to the chairman of New York City Blue Shield adequately summed
up the problem in the April 29, 1961 issue of the National Underwriter
stating:

The Insurance market is now being offered the major medical and thbe first
dollar coverages of the Insurance industry, plus Blue Oroa.Blue Shield coverages
of the so-called nonprofit plans. None of them woji4 eem to blv, mtutred
beyond the tr ! an0 error ta.
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His article continued by quoting Prof. D. L. MacDonald of the
University of Michigan, who said:

The insurer cannot expect to experience its ultimate loss ratio under a now
plan of insurance for perhaps many years. At least 5 years will pass before
policyholders learn enough about the new cover to begin to utilize their rightsand benefits.

As I have pointed out initially, the individual accident and health
policies are the primary means of coverage experimentation. These
policies are identical in form with the group poicies-which are bene-

fited by present section 809(d)(6) -but with the additional hazards
to the companies of noncancellability and the uncertainties always
present in previously untried types of coverage.

Logically there should be no tax discrimination between group and
individual coverages in this field. But section 809(d)(6) of the
present law provides this necessary 2-percent deduction for group
accident and health policies and nothing is provided for the similar
but more hazardous individual policies. Senator Kerr's bill, S. 397,
would correct this discrimination and I urge this committee to report
that bill favorably.

You mentioned the Texas City disaster a moment ago. I don't
correct you, but I would like to enlarge a little.

The Vat damage there to individuals was to the civilian popula-
tion. As you will recall, in addition to the group liability that
resulted, there were a number of civilians, residents of Texas City
killed and maimed in that thing who had to look to their individual
policies for hospital and accident and health benefits, as well as crew-
members and employees of the company that suffered the explosion.

And on the subject of reinsurance, we attempted to get reinsurance
on our polio insurance, and we couldn't obtain it on any sort of favor-
able terms, we had to bear our own risk and carry it in a field between
rates and benefits trying to develop the thing with which we could
live. We contacted several reinsurers, and they were not familiar
with it, and they didn't want the risk.

Senator KERR. Any questions?
Senator DOUGLAS. Mr. McLean, I notice you refer to the indi-

vidual policies as being more hazardous than the group policies.
Is it your contention that there is a greater concentration of risk

in the individual policies than in the group policies?
Mr. McLEAN. osir, I don't contend that.
I say that through epidemics and through a concentration that

results from the successful operations of a single agent in a single
community, there is a concentration of risk.

In this connection the term "more hazardous" was used to embrace
the unknowns, the noncancellable features that can't be remedied,
the unknown future decisions of the courts, the uncertainty of experi-
mental coverages, rather than the hazard of risk itself.

Senator DOUGLAS. In the case of accidents, would you grant that
there is greater concentration of risk than in the case of individual
policies?

Mr. MCLEAN. Yes, sir.
Senator DOUGLAS. You grant that?
Mr. MCLEAN. I grant that.
Senator DOUGLAS. And what about occupational diseases?
Mr. McItAN. Yes, sir.
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Senator DOUGLAS. And in what respect do you have equal or
greater risk on individual policies than group policies?

Mr. McLEAN. Well, we have a concentration of business in single
communities as a result of the success of an individual agent in that
community.

Our business in our company is grouped around certain communities.
We feel, however, that the great hazard in the individual again is in
the experimentation and the noncancelable features of the policy.
The group policies are cancelable, if they have made a bad guess they
can get out in a year, but a noncancelable policy must be kept so long
as the insured wants it.

And that is a hazard that is peculiar to the individual policy that
the group policy doesn't have.

Senator DouoLAS. What proportion of the accident and health
policies are noncancelable?

Mr. MCLEAN. There is an ever-increasing proportion of them.
Senator DOUGLAS. Could you give us a rough guess as to that?
Mr. MCLEAN. Those figures may be available in some cumulation,

I don't have them at my fingertips.
Senator DOUGLAS. Wouldyou be willing to supply that?
Mr. McLEAN. Yes, I think I can supply it for you.
Twenty years ago the noncancelable policy was a rare thing.
(This information was subsequently furnished and appears on p. 40.)
Senator DOUGLAS. Isn't it true that some of the complaints that

have been have been that they have been cancelable?
Mr. MCLEAN. Yes, sir. The insured prefers a noncancelable policy.
Senator DOUGLAS. As I understand it, some of the complaints have

been that in a very large, major proportion of the cases they are non-
cancelable.

Mr. MCLEAN. Yes. The insureds are the ones that put it in, and
we have to meet their requirements for coverage.

Senator DOUGLAS. Why has the noncancelable feature beenadopted?Mr. McLEAiq. There are a few companies that don't have non-

cancelable policies, but not many. Even the big eastern companies
are now writing noncancelable health and accident policies as well, it
is rather general.

Senator DOUGLAS. Do you know whether articles have been written
in insurance publications on the subject?

Mr. McLEAN. Yes, there have been a good amount. Your life
reinsurers attempted to experiment with some form of reinsurance,
maybe in the medical field, maybe unsuccessfully, and there are a
good many papers on the subject.

Senator DOUGLAS. I don't see any member of the staff of the joint
committi present, Mr. Chairman.

Isn't there a member here from the joint committee?
Mr. LAMARCHE. Yes sir.
Senator DOUGLAS. What is your name?
Mr. LAMARCHE. LaMarche.
Senator DOUGLAS I wonder if you would be willing to go into this

question of the relative proportion of individual accident and health
policies which are noncancelable? -

Mr. LAMARCHE. I would be glad to look into it; yes, sir.
Senator KERR. Thank you very much, Mr. McLean.
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Mr. McLEAN. Thank you.
Senator KERR. Mr. Baker?
Senator LONG. Mr. Chairman, I would like to say that J. W. Baker

is very well known to me, and has been an outstanding citizen of
Baton Rouge, where I make my home, and of my State of Louisiana.

I am glad to see you today, Mr. Baker.
Senator KERR. Thank you very much, Senator Long. We think

that he is honored by being from your State, and we think he is a
credit to your State.

All right, Mr. Baker.

STATEMENT OF 1. W. BAKER, MEMBER, BOARD OF DIRECTORS OF
THE NATIONAL ASSOCIATION OF LIFE COMPANIES. INC.

Mr. BAKER. My name is J. W. Baker, I am president of Continental
Service Life and Health Insurance Co Baton Rouge, La. The state-
ments contained herein are respectfully submitted on behalf of the
National Association of Life Companies, Inc.

Our purpose is to endorse and to support a bill, S. 397, introduced by
Senator Kerr in the Senate of the United States, January 13 1961.

The bill proposes to amend the Internal Revenue Code of 1954 to
permit a deduction by life insurance companies in determining gain or
loss from operations of an amount equal to 2 percent of the premiums
from individual accident and health insurance contracts.

Section 809(d) (6) of the Internal Revenue Code of 1954 provides for
a deduction of an amount equal to 2 percent of the premiums from
group health and accident insurance contracts.

In the interest of clarity, I should like to mention that accident and
health insurance contracts are generally classified according to a
terminology which employs such terms as "group," "franchise,"
"blanket," "family group," and "individual." "These terms are
useful in the industry's normal day-to-day operations and communi-
cations.

For the most part, these terms denote distinctions that are merely
administrative in character. In this sense, they are proper and useful
terms. However, if such terms should be misconstrued in such a way
as to imply basic, functional differences, then misunderstanding and
confusion could result.

Our endorsement and support of the bill, S. 397, rests upon the
contention that significant differences do not exist among health and
accident insurance contracts on the basis of such nominal classifica-
tions as "group," "franchise," "blanket " "family group" and "indi-
vidual" and therefore all such health and accident insurance contracts
should be treated uniformly with respect to the 2-percent deduction
provided for under section 809(d)(6) of the Internal Revqftue Code
of 1954.

In order that our contention may receive fair and reasonable con-
sideration, I should like to submit some pertinent observations drawn
largely from the experience of the company which I represent. These
observations are also representative of other small life insurance
companies.I. All health and accident insurance contracts have a common,
primary purpose. That purpose 4s to provide protection for, the
policyholder.
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" 2. Selection of risk is essentially the same for the various classifica-
tions duo to the fact that underwriting information is procured on
similar forms through the use of similar questions.

3. Migration-may I digress there and say, that was the reason for
the group, the concentration and no migration.

Migration exists among the various classifications; for example,
policyholders under a "group" classification have the privilege of con-
verting to an "individual" status.

4. Competition requires that premium rates be held to a minimum,
thus tending to eliminate margins which might otherwise be used in
maintaining reasonable levels of risk. Such levels of risk could better
be achieved through more elaborate procedures of selection, for ex-
ample, through medical examinations, inspection reports, extensive
statements of attending physicians, etc.

5. Each classification of health and accident insurance is subject to
highly competitive premium rates and wide fluctuations in claims
experience. These factors tend to hamper the maintenance of suffi-
cient surplus to acconiniodate contingencies of the business. Seasonal
illness, contributing weather factors, disasters, endemic diseases are
examples of such contingencies.

May I say situations like Audrey, and Texas City.
Unstable fluctuations appear to be characteristic of health and

accident insurance claims.
Now, where the group has the protection of nonoccupational insur-

ance like group public liability and workmen's compensation, the hos-
pital and health and accident features of these group contracts are
completely relieved of any catastrophies of that nature, while the
individual insurer who carries the individual contract has no clause
in there that protects the carrier from the hazard of his occupation.

6. Administrative handling costs (records, billing, etc.) commen-
surate with the various classifications of the business, tend to offset
differences in premium rates. To illustrate this point, the handling
costs for 500 individual cases would exceed by 20 to 25 percent the
handling costs for a like number of cases as a group. Where savings
of this nature are made, they are passed on to the group policyholders
in the form of lower premium rates.

7. Medical care costs are rising whereas premium rate adjustments
lag behind such increases in costs. This phenomenon can be reflected
in con any losses.

8. Te salient facts disclosed by thorough examination of the
several classifications of health and accident insurance contracts are
facts which establish similarities rather than differences.

Our endorsement and support of the bill, S. 397, is in accord with
these findings.

The ameridmnent is regarded as desirable and feasible. Therefore,
it is our contention that health and accident insurance contracts
should be treated uniformly with respect to the 2 percent deduction
provided for under section 809(d) (6) of the Internal Revenue Code of
1954, through adoption of the proposed amendment. Further we
believe that its adoption would serve the best interests of the policy-
holders, the insurance industry, and the Government:

Seiator KERR. All right, Mr. Baker.
Are there any questions?
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Alit,
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1)ixie I itf Wlta Rock, Ark.
I'ffrfjdre Life, of Arourlr&., J.ittla Rock,

Ark.
1'retrred 116ck Life, F'ayettle Ark.
FIrmt Pyramwidl Life, Little Hook, Ark,
frnventorn l'reforrcel Life, Little Rock,

Ark.
National InveatorA L~ife, Little Rlock,

Ark.
Southern Eitabie Life, Little Rock,

Ark.
&outhland Security Life, Little Rock,

Ark,
World Wide Life, Little Rock, Ark,
1'rofemlonal Life, Fort Smith, Ark.
American Buyers Insurance Co.

Phoenix Ariz.
Bankers f4ust fiAfe Phoenix Arix.
Charter Oak I[fe, P'hoenix, Ariz.
First National Life, Phoenix, Arls.
National Life & Cauty, Phoenix, Arfs.
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Producers Life, Phoenix, Ariz.
Intercoast Mutual Life, Sacramento,

Calif.
Falcon National Life, Denver, Colo.
Allservice Lile, Colorado Springs, Colo.
Capitol Co-Operative Life, Denver,Colo.
Green Shield ,ife Boulder, Colo.
General Bankers flfe Denver, Colo.
National Western Life, Denver, Colo.
Perpetual Life, Denver, Colo.
Liberty Life and Casualty, Denver,

Colo.
Western Empire Life, Denvr, Colo.
Seaboard Life of America, Miami, Fla.
South Atlantic Life, Tampa, Fia.
Cherokte Life, Lincoln, Ga.
Coastal States Life, Atlanta, Ga.
First National Life Atlanta, Ga.
Farmers National 1,ife, Atlanta, Ga.
Foundation Life Atlanta, Ga.
Georgia Life & health, Atlanta, Ga.
National Executive Life, Atlanta, Ga.
State Mutual Insurance 'o., Rome,

Ga.
Security Life, Macon Ga.
Grand Pacific Life, HIonolul, Hawaii
Perpetual Life, Boise, Idaho
Acmne Life Springfield, 1ll.
Illinois ?Mid-Coutinent Life, Chicago,

Ill.
First United Life, Gary, Ind.
National Security Life, Indianapolis,

Ind.
Rex Insurance Co., IndianapoUs, Ind.
Standard Life of Indiana, Indianapolis,

Ind.
Wabash Life, Indianapolis, Ind.
Life of Kentucky, Louisville, Ky.
Continental Service Life and Health,

Baton Rouge, La.
Guaranty Income Life, Baton Rouge,

La.
Gulf Union Life, Baton Rouge, La.
Fireside Commerdai Life, Alexandria,

La.
Lee National Life, Shreveport, La.
National American Life, Baton iouge,

La.
National Investors Life, Baton Rouge,

La.
Tidelands Life, Bunkie, La.
Washington Life of America, Lafayette,

La.
Chesapeake Life, Baltimore, Md.
American Republic Life, Jackson, Miss.
Southeastern Life, Hattiesburg, Miss
The National Bellas-Hess Life, North

Kansas City, Mo.
Missouri National Life, Kansas City,

Mo.
Missouri Fidelity Life, St. Louis, Mo.
Treasure State Life, Butte, Mont.
United Reserve Life, Billings, Mont.
Union Reserve Life, Minot, N. Dak.
Greensboro National Life, Greensboro,

N.C.

The Sturdivant Life, North Wilkesboro,
N.C.

New Mexico Life, Albuquerque, N. Mex.
American Home Security Life, Roswell,

N. Mex.
Rocky Mountain Life, Albuquerque,

N. Mex.
Great American Life, New York, N.Y.
Ihunilton Life of New York, Now York,

N.Y.
Standard Security Life of Now York,

New York, N.Y.
Western and Southern Life, Cincinnati,

Ohio.
National Masonic Providence Asocia-

tich, Mansfield, Ohio
Bankers Service Life, Oklahoma City,

Okla.
Great Western Life, Oklahoma City,

Okla.
National Investors Life, Oklahoma

City, Okla.
Southern Christian Life, Oklahoma

City, Okla.
Midwestern Life Enid, Okla.
Globe Life and Accident, Oklahoma

City, Okla.
United Founders Life, Oklahoma City,

Okla.
University National Life, Norman,

Okla.
Western Security Life, Oklahoma City,
' Okla.
Investors Insurance Corp., Portland,

Oreg.
American Penn Life Philadelphia, Pa.
Continental Life Cofumbia, S.C.
Francis Marion Life, Columbia, S.C.
American Equity Life, Columbia,

S.C.
Southern Security Life, North Augusta,

S.C.
Lincoln American Life, Memphis,

Tenn.
American Capitol Life, Houston Tex.
American Standard Life, Fort *orth,

Tex.
American Trust Life, Wichita Falls

Tex.
Citizens Standard Life, Corpus Christi,

Tex.
Columbia General Life Houston, Tex.
Commercial Travelers Life & Accident,

Dallas Tex
Great 6 ommonweath Life, Dallas,

Tex.
Girardian Insurance Co., Dallas, Tex.
International Fidelity Insurance Co.,

Dallas, Tex.
Legal Security Life, Dallas, Tex.
National Security Life & Accident,Dallas, Tea.
Permian Basin Life Odeswa Tex,
The Swvic6 Life, Fort Worth, Tex.
Provident Security Life, Houston, Tex.

,State General Lifa, Dallas Tex
Southwest Security iUfe, gan Antonio,
Tex.
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Time Life, San Antonio, Tex. Great Plains Life, Casper, Wyo.
Transport Life, Dallas, Tex. Life of Miissssippi, Jackson, Miss.
United Bankers, Dallas, Tex. Standard Life & Accident, Oklahoma
Union Bankers Insurance Co., Dallas, City, Okla.

Tex. Pilgrim National Life, Chicago, Ill.
Mid-Continent Life, Fcvt Worth, Tex. Old Equity Life, Evanston, Ill.
Reliance National Life, Salt Lake City, Investors Security Life, Chicago, Ill.

UTtAh. State Life of Illinois, Springfield, Ii1.
Feder"! Old Line Insurance Co., Federal Liberty Life & Casualty, Goodland,

Way, Wash. Kans.
Stonewall Jackson Life, Huntington, Citizens National Life, Indianapolis,

W. Va. Ind.
West Virginia Life, Iluntbigton, W. Va. Hamilton National Life, Indianapolis,
Appalachian Life, Huntington, W. Va. Ind.

Senator KERR. Senator Curtis?
Senator CURTIS. Mr. Baker, I am sorry an important meeting at

the Pentagon Building prevented me from hearing your testimony and
the earlier witnesses. -But I do want to ask you a question or two.
I will pursue the record, however, on this matter with respect to the
witnesses. In the overall, this is not a matter that involves a great
deal of revenue?

Mr. BA sn, I Should say not.
Senator KERR. In. tht regard, Senator, there is a, repreaentative of

the Treasury that is going to furnish us the exact information. His
judgment was that the 2-percent exemption with reference to group
life premiums probably loses the Treasury $8 or $9 million, and his
judgment was that this would lose it in the neighborhood of $3 to $4
million. One piece of information that is very pertinent in that
regard was that his estimate of the premiums affected by the 2-percent
exemption in the law are in the neighborhood of $3 750 million, and
that the number of premiums that would be affected by this 2-percent
amendment if it were adopted would be in the neighborhood of about
one-third of that amount.

Senator CURTIS. In your opinion, does this different tax treatment
for group health and accident-as compared to individual policies-
while it applies to all companies across the board, does this difference
inure to the disadvantage of the companies only, or is it to the insurer?

Mr. BAKER. Senator Curtis, I find myself in the same position that
the president of the Aetna Life Insurance Co. found himself at this
table over here during the hearing. This bill is still astounding and
confusing to me as an officer of the company.

Senator KE:RR. You mean the 1959 bill?
Mr. BAKER. The 1959 bill.
Now, this tax question of losses that the Government will lose

something and that the company wili gain something, I may be wrong,
but as an individual I say that the Government will not lose anything,
and that the company will not gain anything.

Senator CURTIS. It seems to mei-go ahead.
Mr. BAKER. Any 2 percent that we get, we don't get; it is trans-

ferred over to phase III, and crried.
Now, the benefit that you mentioned that we might get, or some

company might get that is in distress, is simply this, that that 2 per-
cent may be the difference between that company being impaired and
being solvent. But if that compa ny is saved, maybe in 2 or 3 years it
may be that it will go back to the taxpayers. But all that 2 percent
that we transfer over into phase III into that reserve is going to
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IbHiisIIHPM 11putiitot', itill 01411-0)y~ have Jillo urn (s iivillble that Would
bei HIIIbject to 1.1t)10 Ii1'll lplo~isiollm or the( 1 961 fax law.

Nil- a' ARIiK4 Yes sit; 1 believe thitt is what I Would like to go oir
Hounttot' K(i~t ImbHI111 Voo, jitIPJy ir Clint is wiut you are going to dio,
NI,'. II AlIK Ill YPS, Nir. .
Tile (hI1t (ftlti thatt 1 WouIld like to (lisc'1lH for it llinlilt, is the

etfittophe( haizurd'( (hue(stiotiI A (!atitstrJlhe haizard exists for
individwid iwvideiit atid si('kiiest to its great. ant extet as for grolp
1106411t, 101(1 Si~lCkn 14 EXpI'i-eIiee inl I MROs f4iffie COVerliges 1during!
01ihl- (I'et dPs'essio101(1 sn ore roceuntly with thie Alla flu tlpidle~iGj
Ihhuiit'lb(0 tius pr1oblemt, which havoettlilsed thio omlpaiesfJ it great
doati of los,

Someu enast'oih !biti-d of thue group type, it plant fire, for exaniplo,
nit11y exist where anf inidustial conuipally lins 16 heavy concentration, of
indihvidlial tlcei(Ieit and( mi('khnt'1 oil ltblit wheret tite workers in th"
deb~it, a1r1 Pi'edoiniiiattoly workiiig in tile ste plat.t

I wouldt like 14) illustralte this point thist waly:. And it is actually the
eatse ill flhp colmpbly with wich I lii connIecte~d,

We hanve il it town in tho southeast it larige group case on a textile
miiill. Now within t-bim iiroi of illaybli 2 oir 34 miileii surroundingl til
text'ili, slil I4 Whla ini th1 Weekly piremiiumi coimpanly is lled ad I hit,
y('lbV5 Iwo liny ('onipi~ltiv nd, it (deb)it, surrounding ifhat, plant, There
wits Ittnothei'coliiatiy dint had ita debitmuirrouiig that, plant. TPhere
wats yet it t'1iid CoI~llhiy that hand it ihebit murrouhii(filg that plnt.

E1I"A'4itI hae l 1V'li thatt thIrouigh inlergeri' thiloow coitipaulies itre
IlO0W 1MR)1 (0131 )litiIlid we iwl(Ibly haIve, it inuc greater concentration

ofrslht I l OIii 1, iiidutrll cltiaii We have Inl our group uirea.
I wouldnI~'t wiit to have you think that that was thle general cascat,

bl)0(ime it 41 110t, nor Wast it all e~xception where ni industrial-type op-
t'1i'ttioii ill group~ 18Iiisiiram'e clii haIve it heavy accident an'd induhstrild
illness coneentrition of ritik, inl both the group atnd the. ifldiviia~l.

And it is forl this reason, I sa~y, that 1 ain persuaded that more eviuitv
would colie by halving thle 2 percent to both rather than only to thle
group.

Seiator 1)OUc;LAH. Mity I asmk at question ait this point?
Mr. HIARKERa. Yes.
Senator DOUGLAS. I am quite Struck by this statement where you

say that a catastrophe has existed for individual accident and sick ness
to a greater extent than thio group accident and sickness.

Do you know, can you, cite other actuaries ,0t connected with
comipaies or writers upon this subject who take the same position
that you, do, namely, that the catastrophe hazard is as great for
individuals as for those under group policies in a given plant?

Mr. HARKERI. I wouldn't care to speak for the others. I meant to
qualify that Statement by proceeding to the question of the e~Tects of
outside influence-

Senator DOUGLAS. Yes, but this is a pretty strong statement.
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Now, you are an actuarv-
Senator KERR. I don't believe the witness said that that was the

general situation, I believe he said that lie did not make the claim it
was general, but he also stated that he was of the conviction that it
was not a rare exception, and he gave an illustration of the situation
where experience had demonstrated that the outside risk was as great
as the group risk.

Senator DouoLAs. I wanted to have the record clear as to whether
or not the witness as an actuary wishes to qualify that sentence.

Mr. HARKER. I think, in the sense that you are asking the question,
I think it should be qualified, most definitely. However, I did want
to make my point that the catastrophe hazard from accidents, acts or
God, so to speak, will be more profound for groups than individuals
as to accidents, that is, fires, storms, and earthquakes. However,
other events can have a more profound effect on individuals than
groups, for example, great depressions, or Asian flu, because you can
escape the ravages of that in groups, but you cannot as an individual.

So it all depends upon what is the cause of the catastrophe.
Senator DOUGLAS. Presumably with the coming of a depression

which increases the accident rates, it would be greater inside the fac-
tory, than individual policies which includes those outside as well as
inside?

Mr. HARKER. I feel that I know what you are getting at, and I
certainly agree with you, and to the extent that my statement would
be too strong, I woufd want to modify it.

Mr. FORD. The factories were closed down during the depression.
You still didn't answer Senator Douglas' question, whether you

knew, or whether actuary writers in this field agreed with the state-
ment you made. He asked you if you knew of any.

Mr. HARKER. I couldn't give you a positive answer that I knew of
any and I had talked with them on it, no, I would dare say that there
would be some that I feel strongly, when put in this context, would
agree with me, but specifically I don't know of any that would come
out foursquare and agree 100 percent with what I ;aid.

The 2 percent deduction would allow and/or encourage the accumi-
ulation of a contingency fund to mitigate any catastrophe losses.

The second area I would like to cover briefly is the question of the
reserves on individual accident and sickness policies.

The 2 percent deduction would afford relief to those companies
who recognize the actuarial desirability of maintaining some reserves
against their in-force policies even though such reserves are not
required by law.

North Carolina, for example, restricts by statute the degree within
which the company may exercise its normal option to refuse a policy
renewal. A company, then, writing an optiotially renewable policy
in this State must properly establish a reserve to give recognition to
the rising costs under such policy. Yet the cost of such reserve is
not deductible since-

(a) The policy is neither noncancellable nor guaranteed renewable
as recognized by the tax law.

(b) The reserve is not formally required by law.
A case in point that we could discuss is'North Carolina. North

Carolina is a State that restrictst a company in its option to exercise
renewal features, even in policies with optional renewals, it says that

I
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in 2 or 3 years a company cannot change the policy in any way solely
because of a deterioration of health, or words to that effect.

Now, the immediate effect of that on a company's financial opera-
tions is that it must, to be proper, actuarially proper, recognize the
need of maintaining reserves on that policy.

Now, the company then finds itself in the position of setting up
reserves against policies that are neither noncancellable or nonguar-
anteed renewal as recognized by the tax law.

So that the reserves, while not formally required by law, is in good
judgment required by law.

Now, it puts up the reserves out of its own money for which it
would receive no tax relief. This is one equitable area that I think
we should have in the record that would be corrected by the 2-percent
deduction, it would go a long way in solving it.

The third area that has been elaborated on by Mr. Baker is the
classifying question, that is, what is individual and what is group.
And you have the so-called franchise or semigroup, and in the grayer
area in between.

Now, depending upon the State laws--depending upon the State
of domicile of the company, the State of residence of the group,
company management practices, and miscellaneous factors, a com-
pany may have a choice of whether you call the group a true group
and get the 2-percent deduction, or whether it calls it an individual
or does not get the 2-percent deduction.

So in many areas it can go either way, which is another reason
why the 2-percent deduction will eliminate an area of discrimination
and inequity.

Senator CURTIS. How do you figure that 2 percent, 2 percent of
what?

Mr. HARKER. Two percent of the premiums, Mr. Curtis.
Senator CURTIS. Two percent of the gross premiums?
Mr. HARKER. Two percent of the gross premiums is correct.
That would be an allowable deduction as defined in a certain

section, which also has an inside limit on it.
Senator KERR. But that deduction, when made-and I want to

make this point clear--results in the transferral of that amount of
money into a reserve fund to which earnings are taxable at a higher
rate than if it were not transferred?

Mr. HARKER. That is right.
Senator KERR. They transfer that money to another fund, and it

,constitutes reserve. And that is treated taxwise even less favorably
as though it were not, and in the long run that results primarily in
the solvency of the company's reserves, while it might not result in
material loss of revenue to the Government.

Mr. HANKER. You gain now to lose later, but you will lose at a
.greater rate than you gain.

It is a deferral of a gain.
Senator KERR. I interrupted the Senator from Nebraska.
I thought I would make a clarifying point.
Senator CURTIS. In other words, the point is that it goes into the

,category of underwriting profits, and investment income, rather
than the tax treatment of the payment of premiums?

Senator KERR. I think it is just the opposite.
Mr. HARKER. Well, it is a deduction that decreases-
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Senator CURTIS. I mRein, if you get the deduction al(] put your
money over.

Mr. HARKER. Yes.
Senator KERR. It goes into a reserve father than an underwriting

profit.
ir. HARKER. It is assigned to be taxed at, a later date, it is a

deferral sort of thing.
Senator DoUOTAS. Following up the question of the Senator from

Nebraska, may I ask a further question for the purposes of clarifica-
tion, Mr. Chairman?

Is this 2-percent deduction for tax credit deducted from taxes which
would otherwise be paid, or is it. a deduction front taxable income?

Mr. HARKER. Front taxable income.
Senator CURTIS. Your gross premium is not all taxable income,

is it?
Mr. HARKER. The 2 percent of the gross premium becomes a deduc-

tion from the income for tax l)urposes. It is merely
Senator DOUGLAS. There is a great (lifflrence l)et.ween deduction

of the tax income and the tax credit, which is a dollar-for-dollar
deduction from taxes.

Mr. HARKER. This is a deduction from taxable income.
Senator KERR. Actually, it, is a deduction front income with refer-

ence to which only a portion is taxed.
Mr. HARKER. 'that is correct.
Senator DOUGLAS. Does the Treasury agree on that that this is a

deduction from tax income and not ipso facto a dollar-for-dollar
deduction for taxes?

Mr. SLITOR. Senator, it would be a deduction in computing gain
or loss from operations, which is a part of the taxable income.

Senator CURTis. May I ask you at that point, the 2 percent, is
figured on the gross premium receipts from this category of insurance?

Mr. SLITOR. Actually, Senator Curtis, I believe that the 2 percent
would apply to the net premium, in the sense of the gross less return
premium and less reinsurance premiums paid. But it is what the
ordinary layman would call a gross income item.

Mr. HARKER. Do you want me to clarify it, any more?
Senator CURTIS. Co ahead and make any answer you want to.
Mr. HARKER. I will agree that that is what it is. Tohe net premium

he used is not net premium in a mercantile sense. It is a net premium
in another sense, you base the 2 percent on an adjustment of the gross
premium.

Senator KERR. But it is not on the gross premium paid by the
insured?

Mr. HARKER. Yes, sir.
Senator KERR. Then why do you say it, is on an adjusted gross

premium?
Mr. HARKER. No, it is not, it is on what the insured pays less any

reinsurance payments.
Senator KERR. All right, proceed.
Mr. FORD. And this goes to phase III, as you have stated before.
Senator KERR. The money is transferred into a reserve account

which becomes then subject to the phase II provisions of the tax law.
Mr. HARKER. Phase III provisions.
Senator KERR. All right, Mr. Harker.
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Mr. IHAItKER. I would like, if I may, to just stress once again my
)ersonil concern and tile concern of iny coinpany and tile association

as to this general question of classifying g the business. And you put
a certain burden, the way it is now, a certain burden of decision is
put u pOil tihe colIlpailies as to what they shoul call solnething that
is realIly not a true group, but is called a true group in order to get the
2-percent dedication.

Senator I Eut. In other words, a conipany that writes a lot ofbusiness uig ht write a policy on a lot, of lawyer, and sonme comes
might say th at that would 'be a group picture, and others imiglit say
it is ani assemblage of individual pictures.

Mr. |atKElt. Exactly.
There are certain States-and then I am grieved to say this actually

happvns--you could have all the residents of an apartment building,
all thtie lneni)ers-anld I have seen this done, too--all the residents of
a rural delivery route, anybody that lives on that particular rural
delivery route is a member of a group. So it is not a group, but they
call it a group.

Senator CtRTIS. But they use a group contract?
Mr. IIARKEnR. They might and they night not. You can have a

group with individual policies.
Senator CURTIs. Now, if they took such assemblages of people and

wrote contracts which are obviously individual contracts, by calling
thent a group they couldn't get this" 2 percent under the existing law,
could they?

Senator KEtR. The company.
MIi'. IIARIKER. What they would do-I wouldn't attempt to answer

what they would (10 on that. I think it, would be possible they would
be taken'in by the belief--

Senator CiRTIS. Whether or not you have group insurance or in-
(lividual insurance dependss upon the contract, does it not?

Mr. HARKFR. Not necessarily all the time.
Senator KERR. Suppose it were a contract that said, any individual

who receives mail on rural route No. 2 out of Atlanta, Ga., is eligible
to come under the provisions of this policy that is being written, and
actually its provisions might be identical with those if they all took a
policy unrelated to each other, and yet what you are saying is that it
would be possible for the company to designate it as a group insurance
policy, available- -of course individually, which all group insurance
policies are--to any person receiving mail under rural No. 2 out of
Atlanta, Ga.

,M1r. HARKER. Yes, sir.
Of course I am not going to speak as to how the companies handle

this in their tax forms, but I am suspicious that the company's annual
statement may call it group insurance. I am not going to speak for
them, and I don't know, but it is possible.

Senator KFRtR. Would the TreasLr advise the committee if such
a situation were possible?

\'. SLITOR. Sir, we would have to look into that and try to answer
it for the record.

Mr. FORD. This is the gray area.
Mr. HARKER. I am not attempting in any way to answer the

question; I am attempting to merely draw attention to the fact that
this matter of decision does exist, anid the 2 percent would certainly,
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under the conditions, with all the other advantages it would have,
have to be clarified.

Senator Kltnt. But you say the term "group insurance" is one
which is interl)rete(l (liferently' or which is subject to different inter-
pretatioU I)y (1ii(eent taxl)ayers?

Mr. I-.iuulmn. Exactly.
Senator KJmit. Would the Treasury agree to that?
Mr. SLITOR. I wish you would state it again.
Senator KmRn. Does the Treasurv have fixed and definite regula-

tions with reference to the application of this 2-percent deduction in
which the term "group insurance" is Sl)ecifically definedd an(l inter-
prete(i so that there is no elasticity available to the taxpayer as to
low it, might be applied or interpreted?

Mr. SLITOR. I don't believe that, it, is spelled out in great detail
in the regulations.

Senator Kkim. [Or] In the regulations?
Mr. SLITO. In the regulations.
I believe that to some extent it is a term of art, and to some extent

it wouhl be, I suppose, determined by the State regulatory authorities.
Senator K1UitI. Then there is the elasticity of interpretation of it,

as between taxpayers?
Mr. SLITOR. I am not sure that there woul( be.
Senator Kmut. Are you sure that this wouldn't be?
Mr. SLITOR. We will attempt to look into that.
Senator KERR. And advise the coninittee?
Mr. SLITOR. Yes, sir.
Senator Kmti. Fine.
(The following was later received for the record:)

DEFINITION OF GROUP INSURANCE

Section 809(d) (0), as presently enacted, provides a deduction in an amount equal
to 2 percent of the net prenmiums for the taxable year attributable to group life
and group accident and health insurance contracts. The deduction provided by
section 809(d) (6) is limited by other provisions of the code and is taken into
account In determining the policyholders, surplus account for purposes of the
phase 3 tax. The regulations under this section follow the statutory language.

"Group insurance' is a term of art within the insurance industry. The com-
monly accepted meaning of the term is an insurance arrangement in which a
master policy is issued to a person or organization to cover a minimum number of
persons, each of whom Is individually identified and receives a certificate evidenc-
ing his coverage. Requirements of State law must also be met. Premiums may
be paid entirely by the holder of the master policy, by the policyholder and th'e
covered individuals jointly, or by the covered individuals alone. See Gregg,
"Life and H[ealth Insurance Handbook" (1959).

Whether or not a particular contract qualifies as a group contract within the
statutory intent will depend upon the facts and circumstances present in each
case. To date, the Treasury Department has not been aware of particular admin-
istrative problems in the application of the group premium deduction. However,
a continuing study is being made under this and other provisions of the new law
to insure effective and uniform application of the 1959 act.

Mr. HARKER. I will be brief and close, with your permission.
Senator KERR. You always have our permission to close.
Mr. HARKEIR. I was persuaded by certain phases that I have cov-

ered-the theory is a matter of an opinion of mine, and I think it is
shared by some others-that the 2 percent deduction would have a
favorable effect upon the individual A. & S. in a matter of growth
and the cofiduct of the business. It would be an encouragement for
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companies to enter the individual A. & S. field, it would be an encour-
agement for them to offer expei mental coverage, liberalize as regards
renewal and other policy feature, and extend coverage to groups before
considered uninsurable, one of the largest experimental areas that is
being considered in this industry at this time.

This is so because it has this contingency or reserve fund to protect
the venture.

Senator CURTIS. May I ask you, is the entire insurance industry

in accord on this bill?
Mr. HARKER. I would not be in a position to answer you on that.
Mr. FORD. The record has reflected no adverse comments.
Senator CURTIS. You mean the witnesses here today?
Mr. FORD. No, I mean there have been no adverse statements filed.
Senator CURTIS. No adverse statements filed. But these things

are discussed around the various associations, and so on.
Mr. FORD. This bill was introduced in January, and I would think

if adverse comments were to come forward, they would have done so
by this time.

Senator KERR. There are no records within the committee of
witnesses desiring to appear against it.

Mr. FORD. In closing, may I state one thing?
I am aware of the technical deficiencies, the highly technical

deficiency. And I have a version of this which I will give to the clerk
here.

Senator KERR. The Treasury has offered to do that, and when that
is done, I would like for the proponents of those favoring the amend-
ment to look at it and see if they concur in it-

Mr. FORD. I am sure they will.
Senator KERR (continuing). In the accomplishment of the purpose

by the language submitted by the Treasury.
Mr. FORD. And, too may I ask that these full statements be

included in the record, because they skipped back and forth.
Senator KERR. They will be.
(The statements referred to are as follows:)

STATEMENT OF WM. HUNTER McLEAN

My name is Hunter McLean. I am president of American Standard Life
Insurance Co. of Fort Worth, Tex., and my experience in the insurance field dates
from 1928, when I went to work as a solicitor. In addition, I speak for the Texas
Legal Reserve Officials Association of Austin, Tex.

Subsequently, I was with the Texas Insurance Department from 1933 to 1943
as deputy life insurance commissioner and as senior examiner. I have been active
with my compally since 1946. It engages in the life, accident and health, and
hospitalization fields.

Within a year of the time I entered the insurance business the forerunner of
Blue Cross had its beginnings as a cooperative at Baylor Hospital in Dallas.
And, in 1933 what, may have been the first commercial hospitalization policy in
the United States crossed my desk at the Texas Insurance Department.

My commissioner took a dim view of that, policy stating that it was economically
unfeaible. "No one will buy hospitalization insurance at a premium of $12
yearly when the average hospital bill is only $60," he said. A premium of 20
percent of the promised benefits appeared preposterous to him.

Today 130 million Americans own hospital insurance.
My Commissioner's alarm was justified, but for a wholly different reason. His

concern should have been for the solvency of the companies experimenting in the
business for the premium for that same coverage today is 300 percent of the 1933
amount.
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Increasing costs, experimentation, adjudication of policy terms, errors per-
mitting ad-verse selection by the public, each contribute to the extreme uncer-
tainty in this field of insurance.

No difference exists in the hazard. assumed under group policies and individual
policies, except that the noncancelable contracts are limited to the individual
field and it is within the individual field that costly experimentation occurs.

For purposes of taxation there should he no distinction between group accident
and health insurance and that issued to individuals.

Current evidence of increasing costs in hospital insurance is contained in a
release by the Department of Labor reporting that the cost of hospitalization
insurance, written by private insurers, hpts jumped about 80 percent in less than
10 years. And, the statistics of the. State of Colorado reflect an 8 percent rise
annually in hospital and medical charges in each of the past 4 years.

In addition to increasing costs, other factors have contributed to losses. Some
of them are touched upon below.

Any history of the accident and health field will show that in good times loss
ratios are relatively low. Under the -atme policy contracts, bad times produce
higher losses. Without laboring the point, the experience of companies in the
accident and health field during the depression support this statement.

Because insurance policies are unilateral in their drafting, the courts quite
properly construe them strictly against the authors. Thus, until a contract has
been adjudicated thoroughly in its important provisions, the total of its obliga-
tions is unknown.

The seriousness of this is illustrated bv a Kansas case where a rather routine
type of monthly indemnity accident and sickness policy, promising benefits for
only 2 years, was construed as a contract obligated to pay monthly indemnities
duringthe entire lifetime of the insureds.

In Texas, insureds suffering a heart disability have been ruled entitled to
indemnity even though they continue to work in the same occupation. The
theory of the court in this case was that an insured was shortening his life expec-
tancy, reducing the time and total the insurance company would pay, and if he
preferred to do that the company should pay regardless of contract language.

Several States through laws or through regulations are becoming more and
more insistent upon granting insurance on preexisting diseases. The impact in
this area will not be exactly measurable for decades.

Experimentation with hospital policy provisions has produced dramatic losses.
Companies have attempted to remove the 6 months waiting period for surgical
cases, in an effort to rely completely upon the preexisting disease provisions of
policies. Without exception, such companies have suffered severely from surgical
cases occurring within the early months following issuance of a policy.

A few years ago major meilcal policies were offered, having a deductible of
some $300 or $500, with very liberal benefits thereafter. The experience under
these policies has been most distressing.

The public has evidenced keen interest in noncancelable policies and when the
companies first attempted to supply such demand, policies were issued with
guaranteed premiums. Again, the losses under such policies have been sub-
stantial and will continue during the lifetime of those policyholders.

This experimentation should not be discouraged for through it shall be
achieved the answers so necessary to a final solution to accident and health
insurance costs.

One happy result of experimentation was in the field of polio insurance, first
issued by a Fort Worth company, a friendly competitor to my company. The
first such polio policy was issued with unallocated limits of $5,000 for medical
and hospital care.

Parents responded with all almost frantic demand for this coverage for their
children. Insurance companies all over the United States bagen the issuance of
similar policies.

Charity wards caring for polio cases had borne 100 percent of the costs. Within
a few brief years 60 percent of the costs of the polio wards was paid by insured
cases.

The savings to charity permitted the diversion of funds to research and polio
vaccine is a direct result.

Dr. Frederic E. Elliott, former consultant to the chairman of New York City
Blue Shield, adequately summed up the problem in the April 29, 1961, issue of
the National Underwriter stating: I'The insurance market is now being offered
the major medical and the first dollar coverages of the insurance industry, plus
Blue Cross-Blue Shield coverages of the so-called nonprofit plans. None of
them would seem to have matured beyond the trial and error stages."
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!lis article continued by quoting Prof. 1). L. MacDonald of the University of

Michligan, who said: "The insurer cannot expect to experience its ultimate loss
ratio under a new plan. of insurance for perhaps many years. At least 5 years will
pass before policyholders learn enough about the new cover to begin to utilize
their rights and benefits."

As I have pointed out initially, the individual accident and health policies are
the primary neans of coverage experimentation. These policies are identical
in form with the group policies--which are benefited by present section 809(d) (6)-
but with the additional hazards to the companies of noncancellability and the
uncertainties always present in previously untried types of coverage.

Logically there should be no tax discrimination between group and individual
coverages in this field. But section 809(d)(0) of the present law provides this
necessary 2-pereent deduction for group accident and health policies and nothing
is provided for the similar but more hazardous individual policies. Senator Kerr's
bill, S. 397, would correct this discrimination and I urge this committee to report
that bill favorably.

STATEMENT ON BEHALF OF THE NATIONAL AssoCIATION OF LIFE COMPANIES BY
DEWITT H. ROBERTS, ExECUTIVE SECRETARY

My Name is DeWitt H. Roberts. I am executive secretary of the National
Association of Life Companies. This is a trade association composed of about
170 small and medium sized younger, progressive companies scattered from Juneau
to Miami.

I hope the members of the committee will recall that NALC asserted that the
life insurance industry should pay more taxes, even to the point of preferring the
1942 law because of its simplicity. While we found some faults with the philos-
ophy of the present law, we are trying to work within its framework.

When you consider that it took 35 years to render the preceding tax legislation
for life companies technically workable, by which time credit and similar specialty
items had arisen to create entirely new problems, we do not think it extraordinary
that some changes and adiustments w ill be required in the present bill.

This association still thinks that tax exemption for the profit of life companies
in the handling of pensions was a mistake, but that criticism is not germane to
our appearance here today.

Examining the bill from the standpoint of the younger, smaller, growing com-
panies, we have found four questions that we think will require some kind of
treatment.

The first is the issue of tax exempts and intercorporate dividends. We have no
quarrel with the attitude of the Congress, which unmistakably declared that these
exemptions should be allowed. We do not think that the interpretations and
regulations render them tax exempt.

Second, we are disturbed a little about the effect of the deduction of 10 percent
of the increase in nonparticipating reserves, in the instance of younger companies.
NALC is now studying the odd result whereby policyholder's surplus, subject to a
part III tax, increases while a company is actually losing money and which in-
creases in policyholder's surplus would subsequently be taxed. Because this is a
wholly new problem which the companies came to consider only this year, and
for which there may be adequate administrative remedies, we have no requests for
legislation.

Third, we are somewhat concerned about the treatment of capital gains, which
is specially a small company problem.

But in the fourth field, that of giving equal treatment to individual accident
and health contracts-the same treatment given to group contracts in that field-
we are asking for early relief.

Individual accident and health contracts are written by three types of companies
in the United States. One is the nonprofit service corporation, the Blue Cross
organization. One is the casualty companies, which have a special tax treatment
and no current tax problems. The third are the life companies. Individual
accident and health is written, here and there, by large life companies, but the
greater part is written by medium sized and small companies. The small com-
panies are the innovators in the field. They are the ones who introduced each of
the improved types of contracts. They are also the companies who write accident
and health to some extent, on an accommodation basis for their customers for life
insurance. They are also the type company that sells accident and health as an
incidental in developing an agency force.
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We do not know how individual accident and health failed to receive the saino
deduction as group accidout and health wheo the bill was originally written. It
was our Inprussion that It had, or we would have raised the issue at that time.
But It you will reall, tho hearings were largely devoted to other aspects, and more
important aspects, of the tax bill.

It is probable that we did not reallse how drisItIv this change would be. Life
Itnsurance companies were not heavily engaged in aceidttnt and health business
until about the tile of the hearings on the TMills-Curtis bill, and their taxes on
coident and health were not an Important item. The Mills-Curtis bill, after

protracted hearings, provided that life companies should be taxed on these
policies in the samte manner as mutual Casualty cow panies, uince the field 1,
dominated by thle large mutual casualties. This was a fair basis of taxation, but
It was not applicable to the approach adopted in the 150 measure.

I do not profess to be a technical mail, or even a halfway expert, in the field of
individual accident and health insurance. I know that the problem of maintain.
Ing reserves to meet such contingencies as coin pulsory minintenance of cancelable
contracts do not constitute "reserves required by law" as defined in the 1059 act
and the Treasury's regulations. I know that the business is one that is subject
to wide fluctuations of profit and loss: and I know that all these problems were
brought out pretty thoroughly in reference to group accident and health 2 years
ago, and that the Congress "permitted the 2-percent deduction there. All we
ak is that the smaller companies, which write Individual contracts rather than
group contracts, be given the same deduction for individual accident and health
that the large oornpaniee got in their group operations.

The cost to the Treasury will be small. 1 doubt that, it would exceed $7 or
$8 million the first year, and that will be reducible In subsequent years by re-
capttres under part 3, since the money would go into the policyholders' surplus.
We think that this revision would po a long way toward adjusting inoquitites in
the bill and make it substantially easier for the small companies to live with the
measure.

STATEMENT ON BHALF OF TH NATIONAL ASSOCIATION OF 1,IFE Cos., INC.,
By J. W. BAKtR, MHU13ZR OF THE ABOARD or DIRECT-oRS

My name is J. W. Baker. I am president of Continental Service Life & Health
Insurance Co., Baton Rouge, La. The statements contained herein are respect-
fully submitted on behalf of the National Association of Life Cos., Inc.

Our purpose is to endorse and to support a bill (S. 397) introduced by Senator
Kerr in the Senate of the United States, January 13, 1961. The bill proposes to
amend the Internal Revenue Code of 1054 to permit a deduction by life insurance
companies in determining gain or loss from operations of an amount equal to
2 pe"ent of the premiums from individual accident and health insurance contracts.

S"'ctfion 809(d)(6) of the Internal Revenue Code of 1954 provides for a deduc-
tior of an amount equal to 2 _percent of the premiums front group health and
accident insurance contracts. In the interest of clarity, I should like to mention
that accident and health insurance contracts are generally classified according to
a terminology which employs such terms as "group," *,franchise," "blanket,"'
"family group," and "individual." These terms are useful in the industry's nor-
mal dav-to-day operations and communications. For the most part, these terms
denote'aitinctions that are merelyadministrative in character. In this sense.
they are proper and useful terms. However, if such terms should be misconstrued
in such a way as to imply basic, functional differences, then misunderstanding
and confusion could result.

Our endorsement and support of the bill (S. 397) rests upon the contention that
significant differences do not exist among health and accident insurance Pontracts
on the basis of such nominal classifications as "group," "franchise," "blanket,'
"family group," and "Individual," and therefore all such health and accident
insurance contracts should be treated uniformly with respect to the 2-percent
deduction provided for under section 809(d)(6) of the Internal Revenue Code of1954.

In order that our contention may receive fair and reasonable consideration, I
should like to submit some pertinent observations drawn largely front the experi-
ence of the company which I represent. These observations are also representa-.
tive of other small life insurance companies.
1. All health and accident insurance contracts have a common, primary pur-

pose. That purpose is to provide protection for the policyholder.
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2. Selection of risk Is easentially the same far the various cla siflcations due to

the fact that underwriting Infornation is procured on similar forms through the
use of sitrllnr qttvitiops.

3. Migration exists among the 'various claMsifloations; for example, polioy-
holders under a group classic cation have the privilege of converting to an indl-
vidual Status.

4. Competitlop requlrei that premium rates be held to a minimum. Thus
tending to eliminate margins which might otherwise be iised in maintaining
reasonable levels of risk. Such levels of risk could better b achieved through
more elaborate procedures of selection; for example, through medical examina-
tions, Inspection reports, extensive statements of attending physicians, etc.

5. ,ach classiflcation of health and accident insurance is subject to hi-hly
competitive premium rates and wide fluctuations in claims experience. These
factors tend to hamper the maintenance of sufficient surplus to accommodate
contingencies of the business. Personal ilbiess, contributing weather factor,
disasters, endemic diseases are examples of such contingencies. Unstable fluctua-
tions appear to be characteristic of health and accident claims..

6. Administrative handling coats (records bll . , comments with the
various cla slfleiations of the business, tend set differences in premium. tes.
To illustrate this point, the handling coti or 60 Individual cases would exc l
by 20 to 25 percent the handling cos or a like number of cues as a groulo,.
Where savings of this nature are ma, they are passed on e trd group policy.
holders in the form of lower promiu rates.

7. Medical care costs are rising hcreas promi ra e ad stents behind
such increases in costs. This pnonenon c e re ect n compa loes.

8. The smllent facts disclosed y thoroug -examinati n of th. sever e esiflca-
tionm of health and accident hurance co tracts are fta c
laritles rather than differ6lnces

Our endorsement and su p of the bill (8. 397) ist o with hes g
The amendment is regarded desirable and feasib hfore, is 911r cop
tentlon that health and a tci nt insurance contract uld be treat t(nIforml
with respect to the 2 percent deductio vided nd ' section (d)(6)
the Internal Revenue Code f 1954, t 1 o ti gifl op end
rent. Further, we believe hat its ption wcd i nteres

the policyholders, the insura cc industry, and the overnm

DRIFINIkON8 "

I. Group health and accident in Tane
Group health and accident aurance isany po f yf!ealth d acci t

insurance covering more than e person, exan family uFO anke tnd
franchise policies hereinafter sPeci ally proved for, which 6 al co r to the
following requirements: (See table, )
S. Franchise health and accident

Franchise health and accident Insuran a that issued to 5 or more employ
of a common employer or to 10 or more mom or employees of members any
trade or professional association or of a labor or of any othe Ilation
having had an active existence for at least 2 years who ion or, ficM
has a constitun or bylaws Mqp is formed In~good faith for purposes other than
It, of obtaningVasuranoe: Mm table Bj.

B~ankei health and accident lv*ewa"c
'Blanket health and accident insurance Is any policy covering apecialgroups of

permua as enumerated in one of the following paragraphs; (So table C.)
4. Family group health and'aceident isuranme

Family group health and awident insurance is any policy covering m' embers of
ian* owe-family, including husband wife, and children under 19 years of age, and
any other person dependent upon the policyholders, written under a master policy
issued to the head of such family, which 0olley shall contain! a provisfifn ithitlle
policy, and the application of the head of the family if attached thereto, shall.
constitute the entire contract between the parties.
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TABLE A.-Group health and accident insurance

May be Issued to ...........

Provided that it conforms
to the following require.
ments:

I........................

2 ... ...... ..........

3 ..... .........

4........................

a .................

A-Employer

It covers not less than 10
employees.

The plan precludes indi.
vidual selection.

If the entire premium Is not
paid by A or 11, the group
shall comprise 6ot less
than 50 percent of ill em-
ployees or inlombers, or
not less than 50 percent of
the class or classes of
eligible employees or
members.

Any elss or clauses are de-
termined by conditions
pertaining to their em-
ployment or age.

1-Association

It covers not les than 25
members or employees of
members.

Same as A ...................

..... do ......................

The association has a con-
stitution or bylaws and
has been organized and is
maintained in good faith
for purposes other than
those of obtaining Insur-
ance.

NoTs.-C includes trustees of a fund established by 2 or more employers in the same industry or by I or
more labor unions, or by I or more entployers and I or more labor unions.

TABLE B.-Franchise health and accident insurance

May be issued to ------------------ A-Employer B-Association

Provided that it conforms to the
following requirements:

.............................. It covers not less than 5 employees. It covers not less than 10 mem-
bers or employees of member

- --............................. Persons are issued the same form Same as A.
of an individual policy varying
only as th amounts and kinds of
coverage applied for by such
persons.

TABLE C.-Blanket health and accident in~inrance

May be issued to-
1. Any common carrier (covering all passengers).
2. An employer (covering any group of employees defined by reference to

.'exceptional hazard incident to sueli employmentt.
3. A college, school, or other institution of learning (covering students dr

teachers).
4. Any volunteer fire department, first aid, or other such volunteer group

(covering all members of such.department or group).
5. A creditor (to insure debtors of the creditor)..
6. Any other substantially similar group (in the discretion of the commis-

sioner of insurance).
Nox.-AU benefits shall bepyable to the insured.

38

C-Trustees
of it fund

established by
A or II

Saine as II.

Same as A.

l)o.

Saue as B.
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STATEMENT ON BEHALF OF THE NATIONAL ASSOCIATION Or LIFE COMPANIES,
BY CARLTON HARKER, VICE PRESIDENT AND ACTUARY, COASTAL STATES LIFE.
INSURANCE Co.

My name is Carlton Harker. I am vice president and actuary of Coastal
States Life Insurance Co., of Atlanta, Ga. My company is in the medium-small
class with $37 million assets and $376 million insurance in force. I am an asso-
ciate of the Society of Actuaries.

I am persuaded for reasons which follow that a more reasonable and equitable
tax treatment will be afforded the insurance industry by allowing the 2-percent
deductions for individual accident and sickness as well as group accident and
sickness premium.

My company would not have benefited in tax years 1959 and 1060 due to the
application of the inside limit provided by section 809(f).

THE CATASTROPHE HAZARD QUESTION

A catastrophe hazard exists for individual accident and sickness to as great an
extent as for group accident and sickness. Experience in loss of time coverages
during the great depression and more recently with the Asian flu epidemic illus-
trates this problem.

Some catastrophe hazard of the group type (e.g., a plant fire) may exist where
an industrial company has a heavy concentration of individual accident and
sickness on a debit where the workers in the debit are predominately working in
the same plant.

The 2-percent deduction would allow and/or encourage the accumulation of a
contingency fund to mitigate any catastrophe losses.

THE RESERVE QUESTION

The 2 percent deduction will afford relief to those companies who recognize the
actuarial desirability of maintaining some reserves against their in-force policies
even though such reserves are not required by law.

North Carolina, e.g., restricts by statute the degree within which the company
may exercise its normal option to refuse a policy renewal. A company then,
writing an optionally renewable policy in this State must properly establish' a
reserve to give recognition to the rising costs under such policy. Yet the cost of
such reserve is not deductible since-

(a) The policy is neither noncancellable nor guaranteed renewable as recognized
by the tax law.

(b) The reserve is not forynally required by law.

THE CLASSIFYING QUESTION

Semigroup coverage (franchise or association group) may be classified by the
company as true group (thus receiving the 2 percent deduction) or as individual
accident and sickness (thus losing the 2-percent deduction) depending on one or
more of the following:

(a) State of domicile of company.
(b) State of residence of group.
(c) Company management practice.
(d) Miscellaneous factors (size of group, competition, benefits involved, etc.).
To allow one company to gain a tax advantage by such a small act as calling

semigroup as true group appears inequitable.

SEVERAL MISCELLANEOUS QUESTIONS

To allow a 2-percent deduction will be an encouragement for companies to-
(a) Enter the individual accident and sickness field.
(b) Offer experimental coverages.
(c) Liberalize as regard renewal and other plicy features.
(d) Extend coverage to groups before considered uninsurable.
This is so because there will be an encouragement for the company to accumu-

late a contingency fund (earmarked or not) to protect the adventure and also to
act as a buffer against any fluctuations.
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The deduction will equalize what has become an uneven race between group
accident and sickness and individual accident and sickness.

Senator KERR. Thank you very much.
(The following suggested amendment was subsequently submitted

by Mr. Peyton Fo in behalf of National Association of Life Com-
panies, Inc.)

TECHNICAL AMENDMENTS TO S. 397 SUGGESTED BY NATIONAL ASSOCIATION OF.
LIFE COMPANIES.

S. 397 Should be corrected as follows:
Page 1, line 3, "(a)" should appear before "That" rather than after.
Page 2, line 1, strike the quotation marks after "contracts".
Page 2, line 2, insert quotation marks after final parenthesis; strike "and group."
Page 2, line 3, strike "life insurance contracts.'
Page 2, lines 6-7, insert new paragraph (b) as follows:
"(b) That section 815(c)(2) (C) is amended by striking 'group life and group

accident and health insurance contracts,' substituting in lieu thereof 'accident
and health insurance and group life insurance contracts'."

Now, we will go to the hearings on H.R. 856 and S. 977.
(The following information, referred to on p. 19, was later received

for the record:)
Premiums paid for the past 10 years with reference to noncancelable hospitalization

policies

'Mliao,. Milions
1950 ------------------------- $61 1956 ------------------------- 157
1951 ------------------------- 62 1957 ------------------------- 189
1952 ------------------------- 66 1958 ------------------------- 219
1953 ------------------------- 81 1959 ------------------------- 261
1954 -------- _--------------- 97 1960 ------------------------ 280
1955 ------------------------- 160

1This Is a procted figure.

This information was furnished by the Health Insurance Association and
represents the best figures obtainable.

(Whereupon, at 11:40 ia.m., the committee proceeded to further
business.)
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