1981-62 MISCELLANEOUS TAX BILLS II

2
- HEARING

BEFORE THE

| SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-SEVENTH CONGRESS

FIRST SESSION
ON

S. 388, S. 446, S. 464, S. 476, S. 499,
S. 500, S. 501

MARCH 80, 1981

Printed for the use of the Committee on Finance

3

U.8. GOVERNMENT PRINTING OFFICE ;
78-365 O WASBINGTON : 1981 HG 97-17

Rl )-F2



COMMITTEE ON FINANCE

: ROBERT J. DOLE, Kansas, Chairman
BOB PACKWOOD, Oregon RUSSELL B. LONG, Louisiana

WILLIAM V. ROTH, Jr., Delaware HARRY F. BYRD, Jr,, Virginia

JOHN C. DANFORTH, Missouri ‘ LLOYD BENTSEN, Texas

JOHN H. CHAFEE, Rhode Island SPARK M. MATSUNAGA, Hawaii
- JOHN HEINZ, Pennsylvania . DANIEL PATRICK MOYNIHAN, New York
MALCOLM WALLOP, Wyoming MAX BAUCUS, Montana

DAVID DURENBERGER, Minnesota DAVID L. BOREN, Oklahoma

WILLIAM L. ARMSTRONG, Colorado BILL BRADLEY, New Jersey

STEVEN D. SYMMS, ldaho GEORGE J. MITCHELL, Maine
CHARLES E. GRASSLEY, Iowa .
Ropert E. LicHTHIZER, Chief Counsel
MICHAEL STERN, Minority Staff Director

Suscouumx ON TAXATION AND DEBT MANAGEMENT
’ BOB PACKWOOD, Oregon, Chairman

JOHN C. DANFORTH, Missouri HARRY F. BYRD, Ja., Virginia
JOHN H. CHAFEE, Rhode Island LLOYD BENTSEN, Texas
MALCOLM WALLOP, Wyoming SPARK M. MATSUNAGA, Hawaii

WILLIAM L. ARMSTRONG, Colorado RUSSELL B. LONG, Louisiana

(11



CONTENTS

ADMINISTRATION WITNESS

Chapoton, Hon. John E., Assistant Secretary of the Treasury for Tax Policy ... 41

PusLic WITNESSES
Ahmann, Mathew, associate director for governmental relations, National

Conference of Catholic Charities............ccoveermirernnccnnneicnenenicnnernesnsrssisssssssires 148
American Life & Casualty Insurance Co., Art Bunker, marketing director........ 105
__Barrow, Robert Ruffin, president, International General Insurance Corp........... 57
“Berlin, Dennis B., executive vice president, Chevy Chase Savings & Loan.......... 107
Blazzard, Norse N., of Blazzard, Grodd & Hasenauer.............ccccocvsiiscsnsnnsinisesens 104
Bothwell, Robert E., executive director, National Committee for Responsiv
PhIlanthropy .........ccccovvriemmneiiniinnisssniisisiesssissmmsssisssiiss w144
Bunker, Art, marketing director, American Life & Casualty Insurance Co 105
Burdick, Hon. Quentin N., a Senator from the State of North Dakota..... 103

- - Chevy Chase Savings & Loan, Dennis B. Berlin, executive vice president 107
Edley, Christopher, executive director, United Negro College Fund, Inc 146
First Savings iation, Milwaukee, Wis,, Philip J. Hesselbein.......... 108
Girl Scouts of the USA, Frances Hesselbein, national executive director........... 149

" Hesselbein, Frances, national executive director, Girl Scouts of the USA........... 149
Hesselbein, Philip J., executive vice president, First Savings Association, Mil-

—— —waukee, Wis ..........ccccceiinenriiinennne L esherishberersereterebeesrobaebe b ebeat s e et enehe et aResaenean w108
International General Insurance Corp., Robert Ruffin Barrow, president 57
Investment Annuities Inc., W. Thomas Kelly, president.................. 55
Johnson, John B., publisher and editor, Watertown Daily Times... 188

Kelly, W. Thomas, president, Investment Annuities Institute Inc......... .. bb

Mawby, Russell, president, W. K. Kellogg Foundation, Battle Creek, M 150
Moskowitz, Jack, senior vice president, governmental relations, United Way
= OF AIMBTICA .....veuivreercriererereneeieresnassesesssnsnessosssansssassiesetesarssssansssns e rensnsseaens 148
National Committee for Responsive Philanthropy, Robert E. Bothwell, execu-
BEVE QIFEOLOT ..o vttt ae bbb sss s er et e se st e are s sestsenesr s s barsesassbanens 144
National Conference of. Catholic Charities, Mathew Ahmann, associate direc-
tor for governmental relations.........c.ccveviininincicicccinnnenneec 148
Otto Bremer Foundation, St. Paul, Minn., Robert J. Reardon, trustee.. w131

Reardon, Robert J., trustee, Otto Bremer Foundation, St. Paul, Minn., accom-
panied‘l’vr Sherman Winthrop ..........ccceiieinnvinnnenioriiesesseenmeesesesmeeessens 131
Spencer, Wayne W., vice president, Wisconsin Employers Insurance Co.............
nited Negro College Fund, Inc., Christopher Edley, executive director.............
United Way of America, Jack Moskowitz, senior vice president, government

FEIALIONS .....cvvvienreriireinenitnnc e seacsse s e sese b esbebe st et st a e st sanentenaate sanes e sessasesransaranenes 148
Watertown Daily Times, John B. Johnson, editor and publisher...............c.cccccene. 188
Wisconsin Employers Insurance Co., Wagne W. Spencer, vice president............. 102
W. K. Kellogg Foundation, Russell Mawby, president ..............cccceonnurvennnnninianes 150

ADDITIONAL INFORMATION
_ COMMItLEe Press FeleASe ........cc.vviiciitrirriirereeinisrsesisnse et essesssesssasssassssssessssessnsssenes 2
Text of bills S.388, S.446, S.464, S.476, S.499, S.500 and S.501...... 4,6,7,12,15,17, 19
Joint Committee on Taxation, description of tax bills .......cccceeurevericvccnnnsineene. 21
Prepared statement of Hon. John E. Chapoton, Asgistant Secretary of the
Treasury, Tax PoliCy ... o 47

— mp



. v
\ . - Pm
Table of analysis of Joint Tax Committee’s certificate versus annuity compari.
son of investment return on $1 invested at 8 percent for 85 years.................... 57
Letter from Wisconsin Employers Insurance Co ... 60
[nttaec° rs from The Department of Treasury, to Wisconsin Employers Insurance 61:-62
Articles from the Cong:;sional Record by Senators Symms and Hatch............. 67
tatement of Senator in G. Hatch.............. ettt et B se e ne s sesaiets 838
Prle'&atr:d t:tftement of Mr. W. Thomas Kelly, president, Investment Annuities
FEULE INC.rerreraienirerinrereinsensssensniessnsnsensisssesssssssosresssssassssasrssasssntassastss sassssssasssssrssensons :
Prepared statement of Mr. Robert Ruffin Barrow, president, International
General INSUrance COrp...........ivenennneresnnnessiniononsenstimssssssssanes smessestssssssssssrsss 9
Letters to Mr. Barrow, from IRS..............cccccvinmenimnnnennesossnes 97-98
Prepared statement of Mr. Wayne W. Spencer, vice president, Wisconsin
Employers INSUrance Co ...........covcmimmmnsinnmossemimensiismsisnssssessermsssssssnsssin 102
Pre statement of Norse N. Blazzard..........ccccouecrvrecrnenererene Crerreresrerentasnesarereras 110
Prepared statement of Art Bunker, marketing director, American Life &
Casualty INSUrance Co ..........ciiivissisneninssssisnstionssssimsssssesisrsmsssssssstsssssssonsssess 118
Letters from IRS to American Life & Casualty Insurance Co........c..couuereunen.. 122-123
Prepared statement of Philip J. Hesselbein, executive vice president, First
Savings Association, Milwaukee, Wis ..........c.cccvirernenrevennnvreronssesssnensnsssssorasssssens 127
Pre statement of Dennis B. Berlin, executive vice president, Chevy
VINES & LOAN......ccormrinvniereeratrenenirenesienaesies 129
Prepared statement of Robert Reardon.............c.cu.. 133
Opening statement of Senator Dave Durenberger . 152
Prepared statement of Robert O. Bothwell...... 168
Prepared statement of Christopher F. Edley 167
Prepared statement of of Jack Moskowitz... 169
Prepared statement of Mathew H. Ahmann 170
Prepared statement of Frances Hesselbein.. 172
Prepared statement of Russell G. Mawby........ 174
Prepared statement of John B. JOhNSON ........ccocnnnnisnennnanmiiisssoss, w180
Letter from IRS t0 Mr. JORNSON ......ccciecenienncrneninrerinnirensnverersenissessssssssesersessassasssnee 193
COMMUNICATIONS .
Ad Hoc Committee on Individual Annuity Taxation, Blazzard, Grodd & Ha-
BENAULT, COUNBEL .....ocviveieririirncninnniniinieiesenstsesnesstreresenstssseressnesnesssesesassrssnessnsesessassssens
American Bankers AsSoCIiation ...t 196
American Kidney Foundation ... 223
Bennett, W. C., Independent Bankers Association of America........ccirveenvrrenisnes 201
Charles Stewart Mott Foundation ...........cceenmierennmernmemisissseisne 203
Council of Michigan Foundations, William S. White, chairman ..........c.ccorvecirnnaes 198
Dalton, John H., Chairman, Federal Home Loan Bank Board...c........cocoeeceunnne 199, 200
Edna McConnell Clark Foundation..........cueimieemeemsremisamesssssssasns 203
Federal Deposit Insurance Corporation............uwicrinnmesersrsrsesnsiressesesssssesssasesess 65, 216
Federal Home Loan Bank Board, John H. Dalton, Chairman...........cccouvuereinnnt 199, 200
Hartel, ATthUr P., Jr....ieinninesensnssemniesssssmessiersesesssssasssessosassssossasses 194
Independent Bankers Association of America, W. C. Bennett...........c.coonrverernionnnne 201
Kaye, Brian T., deputy commissioner, State of Wisconsin, Office of Commis-
810NEY Of BANKING ....ciiiiiiiiiinnivenserinicesserenminsnnessnessstorsnssieressssresssessensirassnsssessssanes
Ladwig, John M., Wisconsin Employers Insurance Co...........ccceeovrenisnnsinrcsrenrons 60, 212
Levin, Joseph B., Lund, Levin & O'Brien...............cccouririvererrnnsnnninsssmererseserenane dereree
Miskovsky, Milan C., General Councel, Federal Home Loan Bank Board........... 63
National Association of Lifée Companies...........cccecururvrrvenrersniveeesseresessessaresine w212
Portney, Gerald, Assistant Commissioner, Department of the Treasury 62, 214
Teague, Randal C,, of Vorys, Sater, Seymour & Pease.................. 219

ease
White, William S., chairman, Council of Michigan Foundations
Wisconsin Employers Insurance Co., John M. L1 T JO RO 60, 212



1981-82 MISCELLANEOUS TAX BILLS, 1II

MONDAY, MARCH 30, 1981

U.S. SENATE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
CoMMITTEE ON FINANCE,
Washmgton, 'DC

The subcommittee met, pursuant to- notice, at 10 a.m., in room
-2221, Dirksen Senate Office Building, the Hon. Bob Packwood
(chalrman of the subcommittee) presiding.

Present: Senators Packwood, Durenberger, Symms, Bentsen,
Matsunaga, and Moynihan.

gress release announcmg this hearing and the bills, S. 388,
S. 446 464, S. 476, S. 499, S. 500, S. 501, and description of these

bills follow] " _



Press Relsase No. 81-116

PRESS RELBASE

N

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
March 16, 1981 UNITED STATES SENATE
Subcommittee on Taxation and
Debt Management
2227 Dirksen  Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT .
MANAGEMENT SETS HEARING ON MISCELLANEOUS TAX BILLS

Senator Packwood, Chairman of the Subcommittee on Taxation
and Debt Management of the Senate Committee on Finance announced
today that the Subcommittee will hold a hearing on March 30, 1981
on seven miscellaneous tax bills. \

. The hcaring will gsgin at'10:00 a.m. on March 30, 1981,
in Room 22 [ e rksen Senate ce ng. X

X The following pieces of legislation, grouped by topic,
will be conside.-ed at the hearing:

Taxatior_of Annuities
8, 388 --

Introduced by Senator Hatch for himself and Senator Tower.
Would expressly overrule Revenue Ruling 77-85 which held that an
annuityholder is currently taxable on accruing income if he holds
certain investment powers over the amounts invested in the annuity.

8. 446 -~

Introduced by Senator Symms for himself and Senator Lugar.
Would overrule Revenue Ruling 80-274 to permit tax deferral for the
purchaser of an annuity, the purchass price of which is invested by
the issuing company in a financial institution, rather than being
othervise invested in regulated investments. :

Taxation of Private Foundations -
2284100 2 A0NS
S. 464 -~

Introduced by Senator Durenberger for himself and others.
Would amend certain administrative rules and the minimum pay-out
rules to permit private foundations both greater flexibility and
certainty in operation.

8. 476 --

Introduced by Senator Durenberger for himself and Senator
Boschwitz. Would provide an alternative valuation rule for shares
by banks, bank related companies and bank holding companies held
by a private foundation in computing income required to be distri-
buted currently.

8. 500 and 8. 501 -~

Introduced by Senator Moynihan. Alternative bills which
would amend the current requirements of pay-out by a private
foundation of its income either to limit such required pay-outs to
real income adjusted for inflation or to limit such required pay- -
out to only 5% of a private foundation's assets.



PCC~Ordered Exchanges
3. ‘99 -

\

Introduced by Senator Moynihan. Would amend I.R.C.
Section 1071 to extend the special nonrecognition treatment now
accorded to PCC-ordered dispositions of radio stations to televi-
sion stations.

Requests to Testify., Witnesses who desire to testify at
the hearing must submit a wr*iten request to Robert E. Lighthizer,
Chief Counsel, Committee on Pinance, Room 2227 Dirksen Senate Office
"Building, Washington, D.C. 20510, to be received no later than the
close of business on March 20, 1981, Witnesses will be notifled
&8 soon as practicable Eﬂcxaaf€er whether it has been possible to
schedule them to present oral testimony. If for some reason a
witness is unable to appear at the time scheduled, he may file a
written statement for the record in lieu of the personal appearance.

In such case a witness should notify the Committee of his inability .
to appear as soon as possible. i -

Consolidated testimony. Senator Packwood urges all
witnesses who have a common poa*tion or who have the same general
* .interest to consolidate their testimony and designate a single

"spokesman to present their common viewpoint orally to the Subcom-

" ““mittee. This procedure will enable the Subcommittee tc receive a

wider expression of views than it might otherwise obtain. Senator
Packwood urges very strongly that all witnesses exert a maximum
effort to consolidate and coordinate their statements.

Legiolative Reorganization Act--Senator Packwood stated
that the Legislative Reorganization Act of 1946, as amended,

requires all witnesses appearing before the Committees of Congress
"to file in advance written statements of their proposed testimony,

and to limit their oral presentations to brief summaries of their
argument."”

Witnesses scheduled to testify should comply with the
following rules:

(1) A copy of the statement must b filed not later
than noon on the last business day before the
witness is scheduled to appear. .

(2) All witnesses must include with their written

statement a s ry of the principal points
included in the statement.

(3) The written statements must be typed on letter-size
Egggﬁb;not Tegal size) and at least 100 coples must
e 8 E‘!V“¥§§I

itted by noon on Friday, Marc ’ .

{(4) Witnesses should not read their written statements
to_the Subcommittee, but ought instead to confine
their oral presentations to a summary of the points
included in the statement. . ‘

(5) Not more than five minutes will be allowed for the

oral summary.

Written statements.--Witnesses who are not scheduled to
make an oral presentation, and others who desire to present their
views to the Subcommittee, are urged to prepare a written statement
for submiseion and inclusion in the printed record on the hearings.
These written statements should be typewritten, not more than 25
double-spaced pages in length, and mailed with five (5) copies to
Robert E. Lighthizer, Chief Counsel, Committee on Pinance, Room
2227, Dirksen Senate Office Building, Washington, D.C. 20510, not

-later than Wednesday, April 15, 1981.




97T CONGRESS
187 SESSION ° 388

To reinstate the tax treatment with respect to annuity contracts with reserves
based on a segregated asset accoupt as they existed prior to issusnce of
Revenue Ruling 77-85.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 3 (legislative day, JANUARY 5), 1981

Mr. HatcH (for himself and Mr. TowEg) introduced the following bill; which was
read twice and referred to the Committes on Finance

A BILL

To reinstate the tax treatment with respect to annuity contracts
with reserves based on a segregated asset account as they
existed prior to issuance of Revenue Ruling 77-85.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That in the case of annuity contracts which have related
amounts based on a segregated Asset account, the tax treat-
ment of such contracts under section 61 of the Internal Reve-
nue Code of 1954 (defining grosz; income) and sect-ion
801(g1XB) of such Code (relating to contracts with ,r'eserves

W 3 O Ot W D e

based on a segregated asset account) shall be determined—
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2
(1) without regard to Revenue Ruling 77-85 (and
without regard to any other regulation, ruling, or deci-
sion reaching the same result as, or a result similar to,
the result set forth in such Revenue Ruling); and
(2) with full regard to the rules in effect before
Revenue Ruling 77-85.



H |

97tTH CONGRESS
187 SES8ION | ° 446

Relating to the treatment of certain annuity contracts.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 6 (legislative day, JANUARY 5), 1981

Mr. SyMms (for himself and Mr. Luaag) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL

Relating to the treatment of certain annuity contracts.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That the Internal Revenue Code of 1954 shall be applied

with respect to any annuity contract—

1

2

3

4

5 (1) without regard to Revenue Ruling 80-274
6 (and without -regard to any subsequent' regulation,
7 ruling, or decision reaching the same result as, or a
8 result similar to, the result set forth in such revenue
9

ruling), and

1 (2) with full regard to the rulings in effect before
2 such revenue ruling.



97T CONGRESS
1ST SESSION ° 464

To amend the Internal Revenue Code of 1954 to adjust provisions governing
private foundations.

IN THE SENATE OF THE UNITED STATES

Frpreary 6 (legislative day, JANUARY 5), 1981

Mr. DURENBERGER (for himself and Mr. MoyNIHAN) introduced the following bill;
which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to adjust
provisions governing private foundations.

1 Be it enacted by the Senate and House of Represenla-
2 tives of the United States of America in Congress assembled,
SECTION 1. AMOUNT OF REQUIRED DISTRIBUTIONS.

(a) GENERAL RULE.—

nal Revenue Code of 1954 (defining distributable

3
4
5 (1) Paragraph (1) of section 4942(d) of the Inter-
6
7 amount) is amended by striking “or the adjusted net
8

income (whichever is higher)"".



2
(2) Paragraph (3)(A) of section 4942(j) of the In-

ternal Revenue Code of 1954 is amended to read as
follows: |

‘“(A) which makes qualifying distributions
(within the meaning of part;graph (1) or (2) of
subsection (g)) directly for the active conduct of
the activities constituting the purpose or function

for which it is organized and operated—
“(i) equal to substantially all of its ad-
justed net income (as defined in subsection

), or

“(ii) if that amount exceeds substantial-
ly all of its minimum investment return (as
defined in subsection (e)), equal to substan-
tially all of its minimum investment return,
and if its actual qualifyiné distributions
(within the meaning of paragraph (1) or (2)
of subsection (g)) exceed its minimum iﬁvest-
ment return, substantially all of such qualify-
ing distributions (within the meaning of para-
graph (1) or (2) of subsection (g)) are made
directly for the active conduct of thé activi-
ties constituting the purpose or function for

which it is organized and operated; and’’.
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(b) EFFeCTIVE DATE.—The amendment made by sub-
section (a)(1) shall apply to the determination of a private
foundation’s distributable amount for taxable years beginning
after December 31, 1980. The amendment made by subsec-
tion (a)(2) shall apply to the determination»of a foundation’s
status as an operating foundation for ta;;ab]e years beginning
after December 31, 1980.

SEC. 2. TECENICAL AND ADMINISTRATIVE AMENDMENTS.

(a) EXEMPTION OF CERTAIN SMALL GRANTS FroM
EXPE&DITURE RESPONSIBILITY REQUIREMENT.f——

(1) GENERAL RULE.—Paragraph (4) of section

4945(d) of the Internal Revenue Code of 1954 (defin-

ing taxable expenditure) is amended to read as follows:

‘“(4) as a grant to an organization unless—

“(A) the private foundation exercises expend-
iture responsibility with respect to such grant in
accordance with subsection (h),

“(B) such gfant is to an organization de-
scribed in paragraph (1), (2), or (3) of section
509(a), or

“(C) the aggregate amount of grants made
during the private foundation’s taxable year by
the foundation (and all other private foundations
effectively controlled, directly or indirectly, by the

same person or persons who control the founda-
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tion in question) to such organization does not

exceed $10,000.”.

(2) EFFECTIVE DATE.—The amendment made by
paragraph (1) shall apply to grants made after Decem-
ber 31, 1980.

(b) DEFINITION OF FAMILY MEMBER.—

(1) GENERAL RULE.—Subsection (d) of section
4946 of the Internal Revenue Code of 1954 (defining
members of family) is amended to read as follows:

“‘(d) MEMBERS OF FaMILY.—For purposes of subsec-
tion (a)(1), the family of an individual shall include only his
spouse, ancestors, children, grandchildren, and the spouses of
children and grandchildren.”.

(2) EFFECTIVE DATE.—The amendment made by
paragraph (1) shall take effect on January 1, 1981.

{c) RELIANCE UPON DETERMINATIONS BY THE SEC-
RETARY.—

(1) GENERAL RULE.—Section 4946 of the Inter-
nal Revenue Code of 1954 is amended by adding at
the end thereof the following subsection:

“(e) RELIANCE UPON DETERMINATIONS BY THE SEC-
RETARY.—A grant by a private foundation to an organiza-
tion which has been determined by the Secretary to be an
organization described in paragraphs (1) and (2) of section

509(a) or in paragraph (3) of section 4942(j) shall be treated
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as a grant to such an organization provided that the grant or
other expenditure is made prior to the earlier of the date of
publication of notice by the Secretary that the organization is
no longer described in paragraphs (1) or (2) of section 509(a)
or in paragraph (3) of section 4942(j) or the date on which
the foundation acquires actual knowledge that the organiza-
tion hag been notified by the Secretary of such a change in
the organization’s status or that the receipt of such graht will

cause such a change in the organization’s status.”.
(2) EFFECTIVE DATE.—The amendment made by
paragraph (1) shall apply to grants and other expendi-

tures made after December 31, 1980. :

~~
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97rH CONGRESS
- mmee S 476

To amend the Internal Revenue Code of 1954 with respect to the valuation of
bank holding company assets for the purpose of determining the amount
—_ certsin private foundsﬁons are required to distribute.

IN THE SENATE OF THE UNITED STATES

FeBRUARY 6 (legislative day, JANUARY 5), 1981

Mr. DureNBERGER (for himself and Mr. BoscHWITE) introduced the following
—— bill; which was read twice and referred to the Committee on Finance

- To amend the Internal Revenue Code of 1954 with respect to
the valuation of bank holding company assets for the pur-

pose of determining the amount certain private foundations
are required to distribute.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SPECIAL VALUATION FOR BANK HOLDING COM.-

PANY ASSETS. ,

(a) GENERAL RULE.—Subsection (e) of section 4942 of

the Internal Revenue Code of 1954 (defining minimum in-

B R o W D e
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2

1 vestment return) is amended by adding at the end thereof the

2 following new paragraph:

3

© 0 a9 O O e

10
11
12
18
14
15
16
17
18

19
20
21
22
23
24
25

78-365 0—81—2

‘“(3) SPECIAL VALUATION.—
‘“(A) IN GENERAL.—For purposes of para-
graph (1)A), in the case of a private foundation

“ which is a bank holding company and which has a

substantial portion of its assets consisting of secu-
rities in— -

““(i) banks,

‘(i) bank related companies, or

“(iii) & bank holding company,

the private foundation shall have the optioﬂ of
valuing the banks and bank related companies
which are owned in whole or in part by the pri-
vate foundation (or by any bank holding company
in which the private foundation owns securities)
by capitalizing the dividends paid by the banks
and bank related companies at a capitalization
rate of 6 percent.

| “(B) DeFINITIONS.—For purposes of this
paragraph—

“@) BANK RELATED COMPANY.—The
term ‘bank related compa'ny’ means any cor-
poration or company which may be acquired
by a bank holding company under the provi-



14

3
sions of paragraph (1) or (8) of section 4(c) of
the Bank Holding Company Act of 1956, as
amended.

“(ii)) BANK HOLDING COMPANY.—The
term ‘bank holding company’ has the same
meaning as when used in the Bank Holding

. Company Act of 1956.”.

3 O Ot b W N

8 (b) EFFeCTIVE DATE.—The amendment made by this
9 section shall apply to taxable years beginning after Decem-
10 ber 31, 1971.
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97TH CONGRESS
18T SESSION ° 499

To amend a provision of the Internal Revenue Code dealing with involuntary
conversions of broadcast property.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 19 (legislative day, FEBRUARY 16), 1981

Mr. MOYNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend & provision of the Internal Revenue Code dealing
with involuntary conversions of broadcast property.

‘Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

SECTION 1. Subsection (a) of section 1071 of the Inter-
nal Revenue Code (relating to gains from sale or exchange to
effectuate policies of the FCC) is amended by striking the
term ‘‘radio broadcasting stations” in the first sentence of
such subsection and inserting in lieu thereof “‘radio or televi-

sion broadcasting stations’’. The subsection also is amended

W W a0 S N B W D =

by striking the term ‘“radio broadcasting station” in the
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2

1 second sentence and inserting in lieu thereof ‘‘radio or televi-
2 sion broadcasting station, or newspaper”’.

3 SEc. 2. The amendments made by this Act shall take
4 effect on January 1, 1980.
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97TH CONGRESS
18T SESSION ° 500

To amend the Internal Revenue Code of 1954 with respect to the amount which
certain private foundations are required to distribute.

IN THE SENATE OF THE UNITED STATES

FrBRUARY 19 (legislative day, FEBRUARY 16), 1981

Mr, MoYNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 with respect to
the amount which certain private foundations are required
to distribute. ‘

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) subsection (f) of section 4942 of the Internal
Revenue Code of 1954 (defining adjusted net income) is
amended—

(1) by inserting ‘‘, reduced as provided in para-

graph (5),"” after “‘excess (if any)” in paragraph (1),

@ =3 D Ot B WO D e

and
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1 (2) by adding at the end thereof the following new

2 paragraph: |

3 “(5) INFLATION ADJUSTMENT.—

4 “(A) IN GENERAL.—The amount of the

5 excess determined under paragraph (1) shall be

6 reduced by an amount equal to the product of—

7 “@) the amount of such excess, multi-

8 plied by

9 “(ii) the inflation adjustment for the cal-

" 10 endar year in which the taxable year begins.

11 “(B) INFLATION ADJUSTMENT DEFINED.—
12 For purposes of subparagraph (A), the term ‘infla-
13 tion adjustment’ with respect to any calendai' year
14 means the percentage by which—
15 “(i) the first revision of the implicit
16 price deflator for the gross national product
17 as of the last day of the calendar year pre-
18 ceding such calendar year, exceeds
19 . “(ii) such deflator as of the last day of
20 the second calendar year preceding such cal-
21 endar year.”.

22 (b) The amendments made by subsection (a) shall apply
23 to taxable years beginning after December 31, 1980.
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97TH CONGRESS ‘
18T SESSION S ° 50 1

To amend the Internal Revenue Code of 1954 with respect to the amount which
certain private foundations are required to distribute.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 19 (legislative day, FEBRUARY 16), 1981

Mr. MoyNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the amount which certain private foundations are required
to distribute.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) paragraph (1) of section 4942(d) of the Internal Rev-
enue Code of 1954 (defining distributable amount) is amend-
ed by striking out “or the adjusted net income (whichever is
higher)”. '

(b) Paragraph (1) of section 4942(f) of such Code (defin-
ing adjusted net income) is amended by striking out ‘‘For

W 2 D W N



20

2
1 purposes of subsection (d)”’ and inserting in lieu thereof ‘‘For
2 purposes of subsection (j)(3)"'.
3 (c) The amendments made by this section shall apply to
4 taxable years beginning after December 31, 1980.
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DESCRIPTION OF TAX BILLS
(S. 388, S. 446, 8. 464, 8. 476, S. 499, S. 500, and 8. 501)

ON MARCH 30, 1981

Preparep ror THE USE OF THE
COMMITTEE ON FINANCE

BY THE STAFF OF THE
JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this amihlet have been scheduled for a public
hearing on March 80, 1981, by the Senate Finance Subcommittee on
Taxation and Debt Management. . '
There are seven bills scheduled for the hearing: S. 888 and 8. 446
relating to tax treatment of investment and wraparound annuities),
. 464 (relating to modifications of private foundation rules), S. 476
(relating to special distribution rule for private foundations constitut-
h}g holding companies), S. 500 (relating to inflation adjustment
of income payout requirement for private foundations), S. 501 (relat-
ing to repeal of alternative income payout requirement for private
foundations), and S. 499 (relating to rollover of gain on FCC-ordered
disposition of broadcast property).
he first part of the pamphlet is a summary of the bills. This is fol-
lowed by & more detailed description of the bills (in the order the bills
were listed in the press release announcing the hearing), including
present law, issues, an explanation of the l:llfa, effective dates, and esti-
mated revenue effects, -



1. SUMMARY
1. S. 388-—Senators Hatch and Tower

and
2. S. 446—Senators Symms and Lugar

Tax Treatment of Investment and Wraparound Annuities

Under rulings issued by the Internal Revenue Service in 1977 and
1980, earnings on assets invested fin certain investment annuity con-
tracts and “wraparound” annuity contracts are taxed currently to the
individual owning the contract.

Under the bills, which are substantially identical in effect, tax would
be deferred until benefits are paid under the contracts. Thus, invest-
ment annuities and wragaround annuities would receive the same tax
treatment accorded traditional commercial annuities under present
law (Code sec. 72(a)). The provisions of the bills would apply
upon enactment. ’ .

3. S. 464—Senators Durenberger Moynihan, Baucus, Riegle, and
Thurmond ‘

Modifications of Private—Foundation Rules

Payout rules

Under present law (Code sec. 4942), a private foundation is required.

“to distribute for charitable purposes the greater of its minimum in-
vestment return (five percent of the fair market value of its investment
assets) or its net income. The bill would reﬁeal the alternative require-

ment under the foundation payout rule that, under present law, re-
quires a private foundation to distribute any excess of net income over
its minimum investment return. ‘

The general distribution requirements are not applicable to private
operating foundations, Under present law, to qualify as a “private
operating foundation,” an organization must expend directly in the
active conduct of its exempt activities substantially all (85 percent)
of its net income (and must need one of three alternative tests). Under
the provisions of the bill, a foundation would be classified as a private
operating foundation if it expends directly in the active conduct of its
exempt activities an amount equal to the lesser of substantially all its
net income or substantially all its minimum investment return (and
meets one of the three alternative tests of present law). - -

The changes made by the bill in the payout rules would be effective
for taxable years beginning after December 31, 1080.



Evpenditure .
Under present law, a Brivm foundation is required to exercise “ex-
penditure responmbtfxty over all grants to organizations other than
publio charities (Code sec. 4945), The Treasury regulations and Inter-
nal Revenue Service rules provide guidelines specifying the circum-
stances under which a donor foundation can rely on the Service's clas-
sification of a grantee ization as a public charity in determining
that expenditure bility need not be exercised over grants to
ons,

such OIEHHM | - _

The bill would provide that a private foundation is not required to
exercise expenditure msfonsibility over a grant to an organization if
the amount o £mts made during the year by the founda-
tion (and by related foundations) to that organization does not exceed
$10,000, Also, the bill would provide that a grant to an organization
which the Internal Revenue Service has determined to be a public char-
ity is not subject to the expenditure responsibility rules, even th
the donee organization loees its ?ublic charity status, unless (1) the

t was made after the date of publication bg the Service that the
onee organization has lost its qualified status, (2) the grant was made
after the date on which the foundation acquires actual knowledge that
the donee organization has lost its qualified status, or (8) the donor
. foundation has actual knowledge that the grant will cause the donee
organization to loge its qualified status. . _ -
e amendments e by the bill to the expenditure responsibility
rules would be effective for grants made after December 81, 1980.

Definition of family member _

Present law contains a number of restrictions imposed on private
foundations (such as prohibitions oxf self-dealing and excess business -
holdings) which depend on determinations of “disqualified persons.”
The term “disqualified person” includes a substantial contributor, a
foundation manager, or a member of the family of either a substan-
tial contributor or foundation manager. For this purpose, a member
of the family includes all lineal descendants of the substantial con-
tributor or foundation manager (Code sec. 4046).

_The bill would limit the definition of family member to exclude
- lineal descendants more than two generations from the substantial
contributor or foundation manager. Thus, lineal descendants other
than children and grandchildren would not be treated as family mem-
bers. This provision of the bill would be effective on January 1, 1981.

4, S, 476—Senators Durenberger and Boschwitz

Special Distribution Rule for Private Fonndations
Constituting Bank Holding Companies

~ Under greeent law (Code sec. 4942), a private foundation is re-
quired to distribute for charitable purposes the greater of its minimum
investment return (five percent of the fair market value of its invest-
ment assets) or its net income.
The bill would provide a special valuation rule for purposes of com-
uting the minimum investment return with respect to securities of
 bank-related companies, and a bank holding company where
~ the private foundation is a bank holding company. The value of siich
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gsecurities would be determined by capitalizing the actual dividends
received at a six percent capitalization rate. :

The intended beneficiary of the bill would be the Otto Bremer
Foundation of St. Paul, Minnesota. The provisions of the bill would
apply to taxable years beginning after December 31, 1871,

5. S. 500—Senator Moynihan

Inflation Adjustment of Income Payout Requirement for
Private Foundations

Under gmsent law (Code sec. 4942), a private foundation is re-.
quired to distribute for charitable purposes the irester of its minimum
investment return (five percent of the fair market value of its invest-
ment assets) or its net income. .

The bill would adjust the amount of the foundation’s income to ac-
count for inflation, so that a private foundation would be required to
distribute the greater of its minimum investment return or its infla-
tion-adjusted income, The provisions of the bill would be effective for
taxable years beginning after December 81, 1980.

6. S. 501—Senator Moynihan

Repeal of Alternative Income Payout Requirement for
Private Foundations

Under present law (Code sec. 4942), a private foundation is required
to distribute for charitable pnrﬁoaee the greater of its minimum invest-
ment return (five percent of the fair market value of its investment
assets) or its net income. '

The bill would repeal the alternative requirement under the founda-
- tion payout rule that, under present law, requires a private founda-
tion to distribute any excess of net income over its minimum invest-
ment return, The provisions of the bill would be effective for taxable
years beginning after December 81, 1980,

7. S, 499—Senator Moynihan

Rollover of Gain on FCC-Ordered Disposition of
Broadcast Property :

Present law provides for nonrecognition of gain realized on the dis-
position of broadcast property, pursuant to an FCC order, to the
extent the proceeds are remvestes in replacement property which is
similar or related in service or use to the property sold or exch '
(Code secs. 1071, 1033(a)). The Internal Revenue Service has ruled
that the nonrecognition provisions apply where proceeds from disposi-
tion of a newspaper are reinvested in a television station, but not where
proceeds from disposition of a television station are reinvested in a
newspag).er. . . .

The bill would provide for nonrecognition of gain reaiized on an
FCC-ordered disposition of broadcast property where the proceeds are
reinvested in & newspaper. The unenSments made by the bill would
be effectivo on January 1, 1980.
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II. DESCRIPTION OF BILLS
1. S. 388—Senators dHateh and Tower
an
2. S. 446—Senators Symms and Lugar

Tax Treatment of Investment and Wraparound Annuities

Present law
In general

Under present law, tax on interest or other current earnings on a
policyholder’s investment in an annuity contract generally is deferred
until amounts characterized as income are withdrawn or annuity pay-
ments are received (Code sec. 72(a) ). Amounts paid out under a con-
tract before the annuity payments begin, such as policy dividends or
payments upon partial surrender of a contract, are first treated as a
return of the &(: ici'holder’s capital and are taxable (as ordinary in-
come) only after all of the policyholder’s investment in the contract
has been recovered (sec. 72(e)). A portion of each amount paid to a

licyholder as an annuity generally is taxed as ordinary income
f:nder an “exclusion ratio” test),! as are policy dividends paid after
annuit;epayments begin. .

A life insurance company which issues an annuity contract is not
taxed on its investment income ? to the extent that income is required
to be added to its policyholder reserves for the annuity contract (secs.
802(b), 804(a), and 809(a)).

Traditional commercial annuities :

A commercial annuity contract is a promise by a life insurance com-
pany, to pay to the beneficiary a given sum for a specified period,
which period may terminate at death. Annuity contracts fermxt the
systematic liquidation of an amount consisting of principal (the pol-

! Bach annuity payment recelved is generally allocated between ordinary in-
come and excludable return of capital on the basis of the capital investment
in the contract at the time annuity payments begin (the exclusion ratio). This
allocation between income and capital continues for all of the annuity pay-
ments recelved by the policyholder even after all capital invested in the con-
tract has been recovered tax-free. If the annuity terminates (for example, by
reason of death) before capital is exhausted, no loss deduction 1s allowed. Under
rules applicable to annuities under qualified pension plans, an employee’s In-
vestment in the contract may be recovered first (Code sec. 72(e)).

1 Capital gains are taxed to the insurance company unless the annuity is is-
sued under a tax-qualified pension, profit-sharing, or stock bonus plan, an indi-
vidual retirement annuity, or a tax-sheltered annuity, and the assets under such
arrangements are held in segregated asset accounts that are not part of the
general assets of the insurance company (Code sec. 804(a) ).



icyholder’s capital) and income. The insurance company may take the
risk that such amount will be exhausted before the company’s liability
under the contracts ends but may gain if the liability terminates before

. -’_“_it is exhausted.

“bene

The starting date for annuity payments may be within one year
after the initial premium is paid ?an immediate o.nmnotg) or may be
deferred to a later date (a deferred annuity). Thn:‘fen between the
time the first premium is paid for an annuity the time the first
annuity payment is due is referred to as the “accumulation period.”
Annui;y peyments may be payable for a period which depends on the
date of an individual’s death (a life annuity), for a fixed period of
time (& period certain annuity), or for the longer of a specified mini-
muom period or life (an annuity for a period certain and life there-

- after).

An individual may purchase an annuity by Xayment of a single
premium or by making periodic payments. deferred annuity
contract may, at the election of the individual, be surrendered before
annuity payments begin, in exchange for the cash value of the contract.
Partial surrenders are similarly permitted under some annuity
contracts.

If either the premium paid for an annuity contract or the annuity
benefits under the contract is based on the investment return and the
market value of a separate account established by the insurance com-
pany, the contract is a ‘“variable annuity contract.”

Investment annuities

Under an investment annuity contract, an individual could transfer
an asset to an insurance company. (Typically, the transferred asset
was a certificate of deposit in a bank or savings and loan association,
but investments in mutual funds and certain publicly traded securities

" were also permitted.) Under the contract, the asset was held in a sepa-
. rate account by the insurer and invested, or reinvested, pursuant to the

taxpayer’s control.’ The premium paid for the annuity contract and
the annuity benefits were based on the investment return and the
market value of the assets in the account. The taxpayer could surrender
(or gartially surrender) the contract at any time before annuity
ts began and receive cash equal to the amount held in the account
(less any applicable charges).
. Under a 1985 “private letter” ruling and numerous subsequent rul-
ings, the Internal Revenue Service held that the usual rules for taxation
of variable annuities applied to investment annuities. Accordingly,
(1) income credited to invested assets was not taxed to the insurance
company, (2) capital gains on invested assets were taxed to the insur-
ance company unless the contract was held under a tax-qualified retire-
ment arrangement (e.g., & contract under a qualified pension plan), and
(8) an investor’s tax on earnings on amounts invested under the
contract was deferred until amounts were withdrawn or benefits were

*The contracts typically limited investments to assets which could be readily

liquidated, for example, savings deposits, listed securities, or mutual funds.

ere appreciated assets are transferred under an investment annuity arrange-
ment, the appreciation is subject to tax in the year of the transfer.
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paid. Benefits paid under the contract were taxable as ordinary in-
come after the investment in the contract was recovered.t

In 1978, the Service sus&nded the issuance of rulings as to in-
vestment annuities and, after public announcement of the suspen-
gion, held meetings with aff issuers. In 1977, after these discus-
sions, the Service announced its changed position on the taxation of
investment annuities. Undet Rev. Rul. 77-85, 1977-1 C.B. 12, earnings
on assets first- invested under an investment annuity contract after
March 9, 1977 (the date the ruling was released) are taxed to the indi-
vidual taxpayer currently, without deferral of the tax until benefits are
paid under the contract, The Service’s position was based upon the con-
clusion that the individual possesaefos‘?lch substantial incidents of
ownership in the assets in the separate account (the insurer’s reserve
for the contract) that such assets were “owned” by the individual
(rather than the insurance company) for income tax purposes.®
“Worapdrow.d” annuities ’ ‘

The principles of Rev. Rul. 77-85 (earnings taxed currently to the
individual) were recently extended by Rev. Rul. 80-274, 198042 L.R.B.
8, to certain “wraparound” annuity contracts. A wraparound annuity is

erally the same as an investment annuity except that the individusl
oes not retain control over the investment and the insurer’s reserve for
the contract may be a separate account or the insurer’s general reserve.

Under the wraparound annuity contract described in Rev. Rul. 80-
274, an individual could transfer cash, passbook savings, or a certificate
of &eposit in a savings and loan association to a life insurance company.
Under the contract, the asset (reduced by a fee) was deposited by the
insurer in a separate account of the originating savings and loan asso-
ciation,® and invested in a certificate of deposit, When the certificate of
deposit matured, the insurance company was genera!}y required to
reinvest the proceeds in another certificate of deposit. The individual
could surrender (or partially surrender) the contract before annuity
benefits began and receive cash equal to the amount held in the account
(less any applicable charges).

ITssue

The issue is whether srior law, which permitted tax deferral under
investment annuities and wraparound annuities, should be restored.

Explanation of the bills

. Under the bills, which are substantially identical in effect, (1) the
gross income of the owner of an investment annuity contract or a wrap-

‘ The exclusion ratio test applies in computing the income element of an annuity

pqment under an investment annuity arrangement. .
In litigating challenging Rev. Rul. 77-85, the U.8. District Court for the

District of Columbia issued a declaratory judgment that the ruling was unreason-
able and that the Internal Revenue Service had exceeded its statutory authority
in issuing it. On appeal, the order of the District Court was reversed. The appel-
late court held that the Anti-Injunction Act (Code sec. 7421(a)) barred relief
to the plaintiff, marketers of investment annulities, and therefore did not address
the merits of the investment annuity issue. Investment Annuity, Inc. v. Blumen-
thal, 600 F. 2d 1 (D.C. Cir. 1979), rev'g 442 K" Supp. 681 (D.D.C. 1977).

® Wraparound annuities could be invested in a mutual fund or publicly traded
securities in addition to deposits in a bank or savings and loan association,
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around annuity contract, and (2) the tax treatment of the reserves of a
life insurance comg‘any under such a contract, would be determined
without regard to Rev. Rul. 77-85 or Rev. Rul, 80-274. Accordingly,
these types of annuity contracts would receive the same tax treatment
accorded traditional annuity contracts under present law,

Effective date
- The provisions of the bills would apply upon enactment.

Revenue effect
It is estimated that the bills would involve a moderate revenue loss
for fiscal year 1981, but could involve substantial revenue losses for
future years.
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3. S. 464—Senators Durenberger, .Moynihan, Baucus, Riegle, and

Thurmond
' Modifications of Private Foundation Rules
Present law
Payout requirement

The Tax Reform Act of 1969 imposed a series of requirements on
private foundations. Under one of these rules (Code sec. 4942), a pri-
vate foundation is required to distribute currently for its charitable or
other exempt purposes the greater of its net income or five percent of
the value of its investment assets (called the “minimum investment
return”) .}

This minimum distribution requirement for a year generally must
be met by making the required amount of charitable distributions in
that year or in the following year. Graduated sanctions are imposed
in the event of failure to distribute the required minimum amount.

These general distribution requirements do not apply to “private
operating foundations.” In general, a private operating foundation
is a foundation which expends substantially ali) its net income di-
rectly for the active conduct of exempt activities and which meets one
of three other tests (Code sec. 4942(j) (3)). The term “substantially
all” is defined by the Treasury regulations to mean 85 percent or more
(Reg. § 53.4942(b)-1(c)). :

nder the first test, substantially more than one-half of the assets of
the foundation must be devoted directly to the activities for which it
is organized or to functionally related businesses. Under the second
test, the organization must receive substantially all of its support from
five or more exempt organizations and from the general public, and
not more than 25 percent of the foundation’s support may be received
from any one exempt organization. Under the third test, the organi-
zation must normally spend an amount not less than two-thirds of the
minimum investment return (five percent of the value of its invest-
ment assets) directly for the active conduct of activities which con-
stitute the purpose or function for which it is organized and operated.

! Prior to the Tax Reform Act of 1976, the minimum investment return was
based on a variable percentage of the foundation's investment assets. The varl-
able percentage was determined annually by the Treasury Department, pursu-
ant to statutory authorization, hased on the changes in money rates and invest-
ment ylelds since 1969, when the payout rate was established by the Tax Reform
Act of 1969 at six percent.

In the Tax Reform ‘Act of 1976, Congress changed the variable percentage to -
a fixed five percent on the grounds that the six percent rate established by the
1969 Act was too high and that a variable percentage resulted in significant
uncertainty in planning grant programs.

78-365 O—81——3



Ewspenditure responsibility :

The Tax Reform Act of 1969 also restricted the uses for which a
private foundation can spend its resources to expenditures for chari-
table or other exempt purposes (Code sec. 4945). In order to assure
that grants to other organizations will be srop’erly utilized, the Act

emll‘y imposed upon the donor foundation the responsibility
%::lled ‘expenditure responsibility”) for determining that its grants
are 0 utilized. There is no exception in present law from the expendi-
ture responsibility rules for small grants.

The expenditure responsibility rules do not apply to grants made
to “public charities” (i.e., those organizations described in Code secs.
509(a) (1), 32), or (3)). The category of “publicly supported” chari-
ties described 1n Code section 509(a) (2) includes ﬁenerally a chari-
table organization that (1) receives more than one-third of its sup})ort
for the taxable year from gifts, grants, contributions, membership fees,
and certain gross receipts and (2) normally receives not more than
one-third of its support for each taxable year from investment in-
come. The Treasury regulations interpret the word “normally” to mean
an average of the four preceding taxable years or, if for the current
taxable year there is a substantial and material change in the founda-
tion’s sources of support, an average of the current year and the four
preceding taxablé years. For this purpose, “unusual grants” are ex-
cluded from the computation (Reg. § 1.509(a)-3(c)).

Under the Treasury regulations, once an organization has been
classified as publicly s?ported, the determination of whether a grant
is subject to the expenditure resg‘onsibility requirements of Code sec-
tion 4945 generally will not be affected by the donee’s subsequent loss
of classification as a publicly supported organization until notice of
loss of classification is published. However, a donor foundation may
not rely on the donee organization’s classification if the donor founda-
tion is responsible for or aware of a “substantial and material” change
in the donee organization’s sources of quport that results in the orga-
nization’s loss of classification as a publicly supported organization.
In general, the donor foundation will not be considered responsible
for or aware of such a change in support if the grant is made in reli-
ance on a detailed written statement by the grantee organization that
the grant will not result in loss of public charity status, and the infor-
mation in such statement would not give rise to a reasonable doubt as
to the effect of the grant (Reg. § 1.509(a)-3 (3)

The Internal Revenue Service recently published guidelines specify-
ing circumstances under which a donor foundation will not be consid-
ered responsible for a “substantial and material” change in support
of the donee organization. Under these guidelines, a donor organiza-
tion generally will not be considered responsible for a substantial and
material change in support if the aggregate of gifts, grants, and con-
tributions received from the donor organization for a taxable year -
does not exceed 25 })ercent of the aggregate support received by the
donee organization from all other sources for the four taxable years im-
' mediately preceding the year of the grant (Rev. Proc. 81-6, 1981-10
LR.B. 41). In such circumstances, the donor foundation can rely on
the classification of the donee organization as publicly supported
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without risk that its grant will later be treated as causing the donee
organization to lose its public charity status (thereby subjecting the
donor foundation to penalties for failure to exercise expenditure
responsibility).

In addition, the Internal Revenue Service recently published guide-
lines specifying circumstances under which a grant will be considered
“unusual” and hence will not cause the donee organization to lose its
status as Publicly supported. Under these guidelines, a grant gen-
erally will be considered “unusual” where six conditions are met:

1) the grant is not made by a donor foundation which created the

onee organization or was a substantial contributor to the donee
~ organization; (2) the grant is not made by a donor organization
which is in a position of authority to the donee organization; (3)
the grant is made in cash, readily marketable securities, or assets
that directly further the exempt purpose of the donee organization;
- (4) the donee organization has received an advance or final ruling that
it is classified as a publicly supported organization; (5) there are no
material restrictions imposed on the grant; and (6) if the grant is
intended to pay for the operating expenses of the donee organization,
the grant is expressly limited to one year’s operating expenses (Rev.
Proc. 81-7, 1981-10 I.R.B. 42).
Definition of family member - i

Present law contains a number of restrictions imposed on private
foundations (such as prohibitions on self-dealing and excess business
holdings) which depend on determinations of “disqualified persons.”
A “disqualified person” includes a substantial contributor, a founda-
tion manager, or a member of the family of either a substantial con-
tributor or foundation manager (Code sec. 4946). For this purpose,
a member of the family includes the spouse, ancestors, and lineal de-
scendants and spouses of lineal descendants of a substantial contrib-
utor or foundation manager.

Issues
Payout requirement :

The general issue is whether the payout rule applicable to private
foundations should be modified to provide that a private foundation
is required to distribute only its minimum investment return. A re-
~ lated issue is whether the definition of a “private operating founda-
tion” should be modified so that an operating foundation is required

to pay out only the lesser of (1) substantially all its income or (2)
substantially all its minimum investment return.
Eapenditure responsibility

The first issue is whether an exemption should be provided from
the expenditure responsibility rules for small grants and, if so, what
should be the amount of such an exemption. The second issue is whether
a grant to an organization which the Internal Revenue Service has
classified as a public charity should be exempt from the expenditure
responsibility rules, even though the donee organization loses its pub-
lic charity status, unless the grant is made after publication of the
donee organization’s loss of qualified status, the grant is made after
the donor foundation acquires actual knowledge of the donee organiza- .
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tion’s loss of qualified status, or the donor foundation has actual
knowledge that the grant will cause the donee organization to lose its
qualified status, '
Definition of family member

The issue is whether the term “disqualified person” should include

lineal descendants of a substantial contributor or foundation manager
who are more than two generations younger than such person.

Explanation of the bill
Payout requirement

The bill would repeal the alternative requirement that, under pres-
ent law, requires a private foundation to distribute any excess of net
income over the minimum investment return. Under the payout rule
as amended by the bill, a private foundation would be required to
make charitable distributions equal to five percent of its net invest-
ment assets, without regard to the amount of its income for the year.

The bill would also modify the definition of a private operating
foundation. Under the revised definition, an organization would be a
private operating foundation if (1) it expends for the active con-
duct of its exempt activities an amount equal to the lesser of substan-
tially all its income or substantially all its minimum investment re-
turn and (2) it meets one of the three alternative tests of present law
(relating to use of assets, support, and operating expenditures).
Ewmpenditure responsibility '

Small grants.—The bill would provide that a private foundation
is not required to exercise expenditure responsibility over a grant to an
organization if the aggregate amount of grants made during the year
by the foundation (and by all related foundations) to that organiza-
tion does not exceed $10,000.

Reliance by donor foundation.—The bill would provide that a grant
to an organization which the Internal Revenue Service has determined
to be a public charity is not subject to the expenditure responsibility
rules, even though the donee organization loses its public charity status,
unless (1) the grant was made after the date of publication by the
Service that the donee organization has lost its qualified status, (2)
the grant was made after the date on which the foundation acquires
actual knowledge that the donee organization has lost its qualified
status, or (3) the donor foundation has actual knowledge that the
grant will cause the donee organization to lose its qualified status.
The bill would provide a similar rule for grants by a private foundation
to a private operating foundation in connection with the payout
requirements of Code section 4942,

Definition of family member

The bill would restrict the category of “di.sxlualiﬁe.d persons” by
limiting the persons in the family of a substantial contributor or foun-
dation manager taken into account to the spouse, ancestors, children,
grandchildren, and the spouses of children and grandchildren. The
effect of this amendment would be to exclude from the definition of
family member any lineal descendant who is more than two genera-

tions from the substantial contributor or foundation manager.
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Effective dates
The changes made by the bill to the payout requirement for prlvatei

foundations and the deﬁmtxon of mvs,te R:ratmg foundations would
be effective for taxable r December 31, 1980. The

amendments made by the blll to the expenditure responmblhty rules
would be effective for rants made after December 31, 1980. The amend- |
ment made by the bill in the definition of “family member” would be

effective on January 1, 1981,

Revenue effect
It is estimated that this bill would reduce budget receipts by less

than $2 million annually.
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"4, S. 476—Senators Durenberger and Boschwitz

Special Distribution Rule for Private Foundations
Constituting Bank Holding Companies .

Present law

The Tax Reform Act of 1969 im a series of requirements on
private foundations. Under one of these rules (Code sec. 4042), a
private foundation is required to distribute currently for its charitable
or other exempt pur the greater of its net income or five percent
‘of the value of its investment assets (called the “minimum invest-
ment return”).!

This minimum distribution requirement for a year generally must be
met by making the required amount of charitable distributions in
that year or in the following year. Graduated sanctions are imposed
in the event of failure to distribute the required amount.

lssue

The issue is whether a special valuation rule should apply for pur-
poses of determining the distribution requirement in the case of a
private foundation which is a bank holding company and which has a
substantial portion of its assets consisting of securities in banks, bank-
related companies, or a bank holding company.

Explanation of the bill

The bill would provide a special rule for valuing securities of banks
and bank-related companies, for purposes of the minimum investment
return, in the case of a private foundation which is & bank holding
company and which has a substantial portion of its assets consisting of
securities in banks, bank-related companies, or a bank hol com-

any. The value would be determined, at the election of the foundation
y capitalizing the dividends paid by such banks and bg.qk-related
com];anies at a rate of six percent (i.e., by multiplying the dividends by
16%4).
or purposes of this rule, a bank holding company would be an
company as so defined in the Bank Holding Company Act of 1956.

' Prior to the Tax Reform Act of 1976, the minimum investment return was
based on a variable percentage of the foundation’s investment assets. The vari-
able percentage was determined annually by the Treasury Department, pursuant
to statutory authorization, based on the changes in money rates and investment
slelds since 1969, when the payout rate was established by the Tax Reform Act of
1960 at six percent.

In the Tax Reform Act of 1976, Congress changed the variable percentage to &
fixed five percent on the grounds that the six percent rate established by the
1069 Act was too high and that a variable percentage resulted in significant
uncertainty in planning grant programs.
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A bank-related company would be any corporation or company which
may be acquired by a bank holding company under the provisions of
paragraphs (1) or (8) of section 4(c) of the Bank Holding Company
Act of 1956.* 3

Because the capitalization rate specified in the bill (six percent)
exceeds the percen for the minimum investment return (five per-
cent), the minimum investment return with respect to bank securities
in the case of a private foundation using the special valuation method
under the bill would always be less than the amount of dividends paid
on such bank securities, Accordingly, such a private foundation would
be required to make distributions for exempt purposes only in the
amount of dividends actually paid on such securities.?

The intended beneficiary of the bill is the Otto Bremer Foundation
of St. Paul, Minnesota, a private foundation which is a bank holding
company. The Bremer Foundation is the sole shareholder of the Otto
Bremer Company, also a bank holding company, which owns majority
control of 29 banks and 39 bank-related companies,

Effective date
..The provisions of the bill would apply to taxable years beginning
after December 31, 1971.

Revenue effect

The revenue effect of the bill is indeterminate inasmuch as the effect
would depend on ultimate resolution of disagreements between the
Bremer Foundation (the intended beneficiary of the bill) and the In-
ternal Revenue Service as to the valuation, for purposes of the founda-
tion payout requirements, of bank securities held by the Foundation.
If it were ultimately determined either that the securities have been
correctly valued by the Foundation, or that any failure to value the

' A bank holding company is defined generally to mean any company which has
control over any bank or over any company that is or becomes a bank holding
company under the Bank Holding Company Act (12 U.8.C. sec. 1841(a) (1)).
Control is generally deflned to mean 25 percent ownership. -

Under 12 U.8.C. sec. 1843(a), a bank holding company generally may not
acquire direct or indirect ownership or control of any voting shares of any
company which i8 not a bank. The Act provides a number of exceptions to this
prohibition,

One of the exceptions allows a bank holding company to acquire shares in
companies engaged in one or more of the following activities: (1) holding or
operating properties used wholly or substantially by any banking subsidiary of
such bank holding company in the operations of such banking subsidiary or
acquired for such future use; (2) conducting a safe deposit business; (38) fur-
nishing services to or performing services for such bank holding company or its
banking subsidiaries; or (4) liquidating assets acquired before May 9, 1956, or
before the company became a bank holding company (12 U.8.C. sec. 1848(c) (1)).
The law also exempts ownership or control of shares of any company whose
activities are determined by the Board of Governors of the Federal Reserve
System to be 8o closely related to banking or managing or controlling banks as
to be a proper incident thereto (12 U.8.C. sec. 1848(c) (8)).

'To the extent that such a private foundation in fact has effective control
over such banks or bank-related companies and is able to use such control to
determine the amount of dividends paid on such securities, the foundation could
thereby effectively determine the amount that it would be required to distribute
with respect to such securities finder Code section 4942 (as amended by the bill).
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assets correctly was not willful and was due to reasonable cause, there
would be no revenue effect from the bill, If it were ultimately deter-
mined that the valuation proposed by the Service was correct and also
that failure to value the assets correctly was willful or not due to rea-
sonable cause, it is estimated that the bill would reduce budget receipts
by an amount in excess of $10 million, the exact amount depending on
the ultimate resolution of the valuation issue and the length of time
before such resolution is reached. :
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5. 8. 500—Senator Moynihan

Inflation Adjustment of Income Payout Requirement for
Private Foundations

Present law

The Tax Reform Act of 1969 imposed a series of requirements on
private foundations. Under one of these rules (Code sec. 4942), a
private foundation is required to distribute currently for its chari-
table or other exempt purposes the greater of its net income or five
rcent of the value oF its investment assets (called the “minimum
investment return”).! : .
This minimum distribution requirement for a year generally must
be met by makiing the required amount of charitable distributions in
~that year or in the following year. Graduated sanctions are imposed in

the event of failure to distribute the required minimum amount.

Issue
The issue is whether the amount of income that a private founda-
tion is required to distribute should be adjusted for inflation, so that
the foundation would be required to distribute the greater of its in-
flation-adjusted income or its minimum investment return.

Explanation of the bill ‘

The bill would reduce the amount of income that a private founda-
tion is required to distribute by the amount of income attributable to
inflation. The inflation adjustment would be based on the percentage
change in the GNP implicit price deflator for the year preceding the
: ﬁear in which the income is earned. Under the payout rule as amended

y the bill, & private foundation would be required to distribute the
greater of its inflation-adjusted income or its minimum investment
return.

Effective date
_The };:ovisions of the bill would be effective for taxable years begin-
ning after December 31, 1980. :

Revenue effect
It is estimated that this bill would reduce budget receipts by less
than $2 million annually. :

1 Prior to the Tax Reform Act of 1876, the minimum investment return was
based on a variable percentage of the foundation’s investment assets. The
variable percentage was determined annually by the Treasury Department,
pursuant to statutory authorization, based on the changes in money rates
and investment yields since 19089, when the payout rate was established by the Tax
Reform Act of 1969 at six percent. )

In the Tax Reform Act of 1976, Congress changed the variable percentage
to a fixed five percent on the grounds that the six percent rate established by
the 1969 Act was too high and that a variable percentage resulted in significant
uncertainty in planning grant programs,
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6. S. 501—Senator Moynihan

Repeal of Alternative Income Payout Requirement for
Private Foundations

Present law

The Tax Reform Act of 1969 im a series of requirements on
private foundations. Under one of these rules (Code sec. 4942), a
private foundation is required to distribute currently for its chari-
table or other exempt purposes the greater of its net income or five per-
cent of the value of its investment assets (called the “minimum in-
vestment return”).!

This minimum distribution requirement for a year nerally must
be met by making the required amount of charitable distributions in
that year or in the following year. Graduated sanctions are imposed
in the event of failure to distribute the required minimum amount.

Issue

‘The issue is whether the payout requirement applicable to private
foundations should be modified to provide that a private foundation
must distribute only its minimum investment return.

Explanation of the. bill

The bill would repeal the alternative requirement under the founda-
tion payout rule that, under present law, requires a private founda-
tion to distribute any excess of net income over the minimum invest-
ment return. Under the payout rule as amended by the bill, a private
foundation would be required to make charitable distributions equal
to five percent of its investment assets, without regard to the amount of
its income for the year.

Effective date
The provisions of the bill would be effective for taxable years be-
ginning after December 31, 1980.

Revenue effect _
It is estimated that this bill would reduce budget receipts by less than
$2 million annually.

1 Prior to the Tax Reform Act of 1976, the minimum invegtment return was
based on a variable percentage of the foundation’s investment assets. The
variable percentage was determined annually by the Treasury Department, pur- -
suant to statutory authorization, based on the changes in money rates and invest-
ment ylelds since 1969, when the payout rate was established by the Tax Reform
Act of 1969 at six percent. .

In the Tax Reform Act of 1978, Congress changed the variable percentage

- to a fixed five percent on the grounds that the six percent rate established by
the 1969 Act was too high and that a variable percentage resulted in significant

uncertainty in planning grant programs.
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7. S. 499—Senator Moynihan

Rollover of Gain on FCC-Ordered Disposition of
: Broadcast Property
Present law

Present law (Code sec. 1071) provices for nonrecognition of gain
realized on the sale or exchange of property (including stock) if (1)
the diiposition is certified by the Federal Communications Commis-
sion (F'CC) as necessary or appropriate to effectuate a change in a
policy of, or the adoption of a new policy by, the FCC with respect to
the ownership and control of “radio broadcasting stations,” and (2)
if the taxpayer elects to treat the disposition as an involun conver-
sion. Pursuant to such an election, gain is not recognized to the extent
that the taxpayer purchases replacement property that is similar or
i‘e};astzd)l)n service or use to the property sold or exchanged (Code sec.

088(a)).

Treasury regulations provide that the term “radio broadcasting” as
used in Code section 1071 includes telecasting (Treas. Reg. § 1.1071-
1(d)). Neither the statute nor the regulations expressly include other
. communications media property within the definition of “radio
broadcasting.”

In Rev. Rul. 78-269, 1978-2 C.B, 210, the Internal Revenue Service
held that gain is not recognized under Code sections 1071 and 1033
" where a corporation divests itself, pursuant to an FCC order and
certification, of stock in a newspaper publishing company, and rein-
vests in stock of a television broadcasting station. In a later “private
letter” ruling, the Service held that gain must be recognized where a
corporation, pursuant to an FCC order and certification, divests it-
self of a television station and reinvests in news afer stock.! In the
private letter ruling, the Service distinguished its holding in Rev. Rul.
78-269 on the basis that & reinvestment in newspaper stock did not
constitute an investment in broadcast property (within the meaning
of Code sec. 1071) or in any property similar or related in service or
use to the television station sold or exchanged.

Under present law, the FCC may order a taxpayer who owns multi-
ple communication properties—for example, two television stations,
8 television station and a radio station, or a television station and a
newspaper—within the same broadcast area to dis of all but one
of the properties, The FCC generully does not order the taxpayer to

i of a particular station within the area of its multiple broad-
cast ownership. Rather, the taxpayer generally may decide which
bgadcastmg media is sold or exchanged pursuant to such an FCC
order.

1 IRS-Letter Ruling 8050025, September 16, 1980.
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lssue -
The issue is whether gain should be recognized pursuant to an FCC-
ordered and certified disposition of a television station if the pro-
ceeds are reinvested in a newspaper.

Explanation of the bill -

The bill would extend the nonrecognition provisions of present law,
relating to “rollover” of gain on certain FCC-ordered divestitures, to
situations in which the proceeds are reinvested in newspaper property.
Also, the bill would make a technical amendment to Code section 1071
by amending the statute to refer specifically to FCC-ordered disposi-
tions of television broadcasting stations as well as to radio broadcast-
ing stations.® -

he amendments which would be made by the bill are intended to
ap%y to the FCC-required disposition of television station WWNY
in Watertown, New York, by Johnson Newspaper Corporation, and to
other similarly situated taxpayers where disposition proceeds are re-
invested in a newspaper. )

‘ Effective date
mg;)he amendment made by the bill would be effective on January 1,
Revenue effect

It is estimated that this bill would reduce budget receipts by an
amount not to exceed $10 million annually.

1 This technical amendment. would be consistent with existing Treasury Reg.
$1.1071-1(4d). -
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Senator PAckwoopn. The meeting will come to order. We have a
variety of tax bills this morning, and as is the custom in the past,
we have allowed the Treasury Department to testify first on all of
the bills that are before us and to offer their opinion for or against
or neutral on the bills.

And, while we have instructed other witnesses that they will
observe a strict time limit, we don’t hold the Treasury Department
to that exactly, because they are testifying on all of the bills.

Testifying for the Treasury Department today will be Buck Cha-
poton, the Assistant Secretary of the Treasury for Tax Policy.

Buck, are you ready?

Mr. CuaroToN. Ready, Mr. Chairman.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. CuarotoN. We appreciate the opportunity to be here this
morning to testify on three main topics covered by bills pending
before this subcommittee this morning.

The three topics are: the wraparound annuities, the minimum
payout requirement of private foundations, and rollovers for dispo-
sitions required by certain FCC divestiture orders.

Senator PaAckwoop. I might say, Buck, as usual, your entire
statement will be in the record, and to the extent that you can
abbreviate a bit, we would appreciate it.

Mr. CHaroTON. Yes, sir. My statement is rather long. I will
attempt to abbreviate to the extent I can. It will take, probably,
about 15 minutes—10 or 15 minutes.

S. 388 and S. 448 would overturn two rulings dealing with the
treatment of wraparound annuity contracts, which I want to ex-
plain in some detail.

The Treasury Department strongly opposes both of those bills.

S. 464 would change the minimum payout requirement for pri-
vate foundations in certain respects. The Department does not take
a position on section 1(a) of S. 464, dealing with the minimum
payout requirement, pending further study of that provision. It
opposes all other sections of S. 464.

. 476 would prescribe how certain private foundations are to
value bank securities held by the foundation for purposes of the
nlllinikr’nll;m.payout requirement. The Treasury Department opposes
this bill.

S. 499 would allow deferral of gain realized on the disposition of
broadcasting property required by certain FCC divestiture orders.
The Treasury Department does not oppose S. 499.

S. 500 would apply an inflation factor to a private foundation’s
adjusted net income for the purposes of the minimum payout re-
quirement. The Treasury Department opposes this bill.

And, finally, S. 501, like section 1(a) of S. 464, would change the
minimum payout requirement of private foundations to 5 percent
of the fair market of the foundation’s investment assets. The Treas-
utrydDepartment does not take a position on S. 501, pending further
study.

The first matter I would like to address, Mr. Chairman, is S. 388
and 446, dealing with so-called wraparound annuities.
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These two bills, while appearing to be narrow in their scope, are
in fact quite significant. They would overturn two Internal Reve-
nue Service rulings, Revenue Ruling 77-85 and Revenue Ruling 80-
274, both of whicim deal with the tax treatment of so-called wrap-
around annuities.

These wraparounds use what purports to be an annuity as a
vehicle to acquire, or as a wrapper for, investment assets that can
be acquired directly, in an attempt to defer the tax on the income
from the investment to the investor.

Revenue Ruling 77-85 denied the tax treatment otherwise availa-
ble on the purchase of an annuity to the purchaser of an invest-
ment annuity, used to acquire and manage an individually select-
ed, diversified investment portfolio.

Revenue Ruling 80-274 similarly denied annuity treatment to a
savings and loan certificate of deposit acquired through an annuity
wrapper. -

It is the position of the IRS, as reflected in these two rulings,
that an annuity wrapper may not be used to defer tax on otherwise
currently taxable dividend and interest income derived from the
underlying securities.

Revenue Ruling 77-85, Mr. Chairman, was controversial when
issued. A Federal district court later enjoined enforcement of the
ruling. That litigation was later dismissed on jurisdictional
%;ounds. And this controversy was heightened by the issuance of

venue Ruling 80-274 last year.

We have undertaken an thorough review of these two rulings
and have concluded that they are consistent with applicable statu-
tory provisions and legislative history.

We also believe that considerations of tax policy compel the
conclusions reached in ‘both rulings, and for that reason we do
oppose strongly S. 388 and S. 446.

The arrangements considered in these rulings respresent an at-
tempt to push to an unsupportable extreme the special tax treat-
ment accorded deferred annuities under existing law. For most
individuals, who report their income using the cash method of
accounting, dividend and interest income is, of course, taxable in
the year in which it is credited or paid.

There are two significant exceptions to this rule. The first is for
series E savings bonds, and the other is deferred annuities.

A deferred annuity is a contract normally issued by a life insur-
ance company. The issuer typically accepts the premiums paid for
the contract and agrees to accumulate these premiums, together
‘vintg interest at rates guaranteed in the contract, until some future

ate.

The contract purchaser has the right, in the future, to annuitize
the contract, that is to convert it into a stream of payments for a
specific period.

~ The tax laws specifically contemplate the issuance of variable
annuities. While a straight annuity involves a guarantee by the
issuing life insurance company of interest at some contractual rate,
the purchaser of a variable annuity assumes the risk of upward or
downward fluctuation in the pool of securities in which the premi-
ums paid for his contract are invested.
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During the period between the purchase of a deferred annuity
contract and the date on which it is converted into a stream of
periodic annuity payments, referred to as the accumulation period,
earnings credited but not withdrawn are not taxed to the contract
holder. Moreover, even earnings withdrawn from a deferred annu-
ity during the accumulation period are not includable in the con-
tract holder’s income until the aggregate withdrawals from the
contract exceed the aggregate premiums paid by the purchaser.
That's a so-called cost recovery method of reporting income from
annuities.

Thus, if one buys a certificate of deposit, corporate or Govern-
ment bonds, or other interest or dividend bearing securities, the
income from these securities is currently taxed.

If, on the other hand, one purchases a deferred annuity, the
interest, dividends or other earnings, other than capital gains,
credited to the contract are tax deferred.

Unlike other investments, deferred annuities may be converted
into a lifelong stream of periodic payments when an individual
retires. However, the favorable tax treatment of annuities is avail-
able even though the contract need not be, and in many cases
never is, converted into a stream of annuity payments.

A typical deferred annuity contract allows the contract purchas-
er to surrender the contract, in whole or in part, and receive back
his premiums, plus earnings on the contract to date at any time.

Thus, from the standpoint of the contract holder, a deferred
annuity during its accumulation period does not significantly differ
from a long-term certificate of deposit, or other portfolio invest-
ment which may be reduced to cash at any time.

Nevertheless, interest from other portfolio investments is taxed
currently, whereas earnings credited to a deferred annuity are not.

To the extent that annuities can be fashioned to offer interest
rates that are competitive with rates paid by other financial instru-
ments, there is little reason why a potential investor should pur-
chase anything but a deferred annuity.

Under existing tax rules the treatment of deferred annuities,
considered in light of the fact that they may be surrendered for
cash at any time, is anomalous. But neither Revenue Ruling 77-85
nor 80-274 questions the basic deferral available to the purchaser
of a straight or variable deferred annuity.

Rather, the issue raised by these rulings is whether the tax
treatment available to a deferred variable annuity contract also
extends to what is in substance the direct purchase of an invest-
ment security. _

That is, can an individual contemplating the purchase of some
other, directly available investment security, the interest on which
would be currently taxable to the individual, elect to acquire that
same investment wrapped in an annuity contract, thereby securing
deferral of tax in return for a fee paid to a life insurance company?

We have concluded that, under existing law, the answer is no. To
conclude otherwise would allow direct investments and securities
to be transformed into what purport to be tax-favored annuities
without any meaningful change in the investor’s position vis-a-vis
the underlying securities.
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We feel our conclusion is strongly supported by the la e of
_ the statute and the legislative f\istory of 1959 and lgg;.a%oth
indicate that, in Congress’ contemplation, a variable annuity in-
volved a commingled investment fund managed by the life insur-
ance company issuing the annuity.

The wraparound annuity contracts considered in these rulings do
not fit that description. Both of those arrangements in the rulings,
as I have described them, are far from the traditional variable
annuity under which the issuing company managed a diversified -
portfolio of securities. -

Now, Mr. Chairman, we are not unmindful of the fact that before
promulgation of Revenue Ruling 77-85, the Service had issued a
number of private rulings to the effect that investment annuities
would be regarded as annuities for Federal tax purposes.

And for that purpose, when the earlier private rulings were
revoked by Revenue Ruling 77-85, the revocation was made pros-
pective only and, thus, inapplicable to those who had purchased
investment annuities in reliance on previously issued private
ruling letters.

Finally, and more generally, I would like to express my concern
about legislation which, like S. 388 and 446, does not purport to
change the underlying substantive law, but simply forecloses the
Internal Revenue Service from interpreting that law by depriving
it of authority to issue a particular ruling.

This approach can only create confusion. It obscures what is
really at stake. If Congress were to pass S. 388 and S. 446, thereby
condoning the use of annuity wrappers to purchase portfolio invest-
ments, within a short period of time the consequences could be
quite sweeping.

Now, these consequences could include tax deferral on significant
amounts of interest and dividend income and tax-free rollovers,
since tax-free rollovers of true annuity contracts are allowed under
existing law. It could also substantially undermine the limits of
existing law on the extent to which participants in qualified pen-
sions plans may make voluntary nondeductible contributions on
which they may earn income on a tax-deferred basis.

For these reasons, Mr. Chairman, the Treasury Department, as I
have stated, strongly op both of these bills.

Let me now turn to S. 464, 476, S. 500 and 501, all of which deal
with the minimum payout requirements imposed upon private
foundations.

These bills would change the formula for determining the mini-
mum a?{nount which private foundations must distribute to charity
annually.

Under current law, the greater of 5 percent of the fair market
value of the foundation’s equity in investment assets, or its adjust-

“ed net income, must be distributed annually.

Both 464 and 501 would set the minimum payout rate at a flat §

rcent of asset value without regard to adjusted net income. S. 500
18 different. It would attempt to express adjusted net income in real
dollar terms.

The minimum émyout rate was introduced as a part of the Tax
Reform Act in 1969 to make certain that private foundations would
make current distributions for charitable purposes. Congress felt
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that because donors were receiving current deductions for their
contributions to foundations, the foundations should provide a cur-
rent benefit for charity.

The Treasury believes that the minimum payout requirement is
still necessary for reasons that concerned Congress in 1969. We are,
however, sympathetic to the claim that the formula for determin-
ing the minimum payout should be neutral with respect to founda-
tion investments, and that the present formula would be improved
by deleting the adjusted net income component.

Because long-term capital gains and unrealized capital apprecia-
tion are excluded from the definition of adjusted net income, the
payout requirement now favors investment in assets whose total
rates of return reflect more capital appreciation than current yield.

Thus, the alternative formula now in the law may discriminate

against investments in high yield bonds, as contrasted with invest-
ments in common stock. -
- Nonetheless, the Treasury must consider the charitable sector as
a whole, including both private foundations and public charities. It
is ible that the change in the formula advanced by these two
bills would cause a significant drop in the payouts of private foun-
dations, and this will, of course, in turn curtail funds now made
available to public charities by foundations.

Without further information about the effect of these provisions
on both private foundations and public charities, we are unable to
take a position on section 1(a) of 464 and S. 501.

We would like to work further with this subcommittee in devel-
oping an appropriate formula. _

The approach of S. 500 is to deflate the adjusted net income of a
foundation so that the minimum payout rate would be the maxi-
mum 5 percent of current investment asset value, or the real
income of the foundation.

We think that approach is unduly complicated when compared to
a flat percentage rate, and for that reason we oppose S. 500.

The next subsections of S. 464 deal with expenditure responsibili-
ty. Section 2(a) would allow a private foundation to make grants
totaling $10,000, or less, per year to a private organization without
exercismg expenditure responsibilit{.

Expenditure responsibility was also imposed in 1969 as a part of
the overall statutory framework of the private foundation provi-
sions of the act enacted in that year.

Expenditure resfponsibility helps insure that private foundations
will make grants for charitable purposes and that the grantees will
caW out the terms of these grants.

e do not think this statutory scheme should be dismantled
piecemeal. .

We would be happy to consider suggestions for administratively
streamlining the procedures involved with expenditure responsibili-
ty if a showing could be made that the present rules are unduly
burdensome.

However, the coniressional intent in making foundations public-
ly accountable for their grants is still of concern and valid for all
grants, regardless of their size.

Section 2(c) of 464 deals with reliance on a published list of
publicly supported charities by grantors. A private foundation must

78-366 O—81—4
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exercise expenditure responsibility only if it makes a grant to an
organization that is not a public charity. Section 2(c) of this bill
would allow a private foundation to rely in all cases upon the
established status of a grantee that it is a public charity, provided
the grantor had no actual knowledge to the contrary.

Well, Mr. Chairman, we question the need for this legislation in
light of the recent publication of two revenue procedures, Revenue
Procedures 81-6 and 81-7, both published earlier this year.

These revenue procedures create safe harbors with which private
foundations will not be penalized for not having exercised expendi-
ture responsibility if the grantee organization loses its status after
the grant is made.

We think these new administrative rules handle those prob-
lems—the problems addressed by section 2(c), of 464, and, there-
fore, we would oppose that subsection of the legislation.

Section 2(b), of 464, deals with the definition of disqualified per-
sons. Basically, the disqualified person provisions of the law re-
strict economic transactions between private foundations and the
class of persons labeled “disqualified persons” and also relate to
the excess business holding requirements of section 4943 in stating
to what level a private foundation must reduce its business hold-
ings.

Section 2(b) would basically exclude from the definition of dis-
qualified person the lineal descendants of a substantial contributor
to lfhe foundation below the grandchildren of the substantial con-
tributor. .

We are reluctant to accept this change. We think that both the
self-dealing provisions and the excess business holding require-
ments of existing law must be stringently enforced and, therefore,
we would oppose narrowing the class of disqualified persons.

We do want to state, however, that there may be situations
where the necessity to keep track of numerous descendants might
be an undue burden and we would consider a narrower approach to
this recordkeeping problem if one could be developed

Section 1(aX2) of 464, would amend the definition of a private
operating foundation by revising the requirement that a private
operating foundation distritute substantially all of its adjusted net
income directly for the active conduct of its charitable activities.

A private operating foundation, unlike other private foundations,
is treated much like a public charity for certain purposes. It may
be given grants without exercising expenditure responsibility and
the deductible limits for individual contributions to it are more
liberal than in the case of a private foundation.

Thus, we think the rules which prevent private operating foun-
dations from accumulating their income andp requiring them to pay
out their income in the direct carrying on of their charitable
purposes is correct and should not be diminished without removing
some of the other benefits accorded private operating foundations
under the present statutory scheme.

And, therefore, we do oppose section 1{(aX2) of 464.

S. 476 deals with a private foundation that is a bank holding
company. It provides a special method for valuing the foundation’s
assets, in effect capitalizing the actual dividends received from the
foundation’s assets at a 6-percent rate.
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This is directly contrary to the congressional pu in enacting l
the minimum distribution requirements of section 4942 of the Code
and we see no reason why there should be a special rule in this
refard for foundations which are bank holding companies.

n addition, S. 476 would be retroactive to January 1, 1972,

And, for both of these reasons, we do oppose S. 476.

Finally, S. 499 would permit rollovers for broadcast properties. If
the property is required under a Federal Communications Commis-
sion order to be disposed of, this legislation would permit the sale
proceeds to be reinvested tax free in a newspaper.

Under existing law, the rollover treatment is available if a news-
paper is dis of and a television or radio broadcasting property
18 acquired, but not vice versa.

We think there is no reason for not providing for neutralit
between these two situations. We are not opposed, therefore, to

499,
We would ggint out, however, that the bill is retroactive to

-January 1, 1980. Normally we are opposed to retroactivity in legis-
lation. In this case we have not been made aware of a reason to
depart from our normal opposition to retroactivity. )

r. Chairman, that concludes my summary of our position on
this legislation.
[The written statement of Mr. Chapoton follows:]

StaTEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRETARY (Tax PoLicy)

Mr. Chairman and members of the subcommittee, I am pleased to appear before
you to express the views of the Treasury Department on bills dealing with three
main topics: wraparound annuities, the minimum payout requirement of private
foundations, and rollovers for dispositions required by F{)C divestiture orders.

SUMMARY

S. 388 and S. 446 would overturn two revenue rulings dealing with the tax
treatment of “wraparound’ annuity contracts. The Treasury Department strongly
opgoaes both bills.

. 464 would change the minimum payout requirement of private foundations to 5
percent of the fair market value of the foundation’s investment assets, and would
make other technical changes concerning private foundations. The Treasury Depart-
ment does not take a position on section 1(a) of the bill dealing with the minimum
pagout requirement, pending further study; it opposes all other sections of the bill.

. 476 would prescribe how certain private foundations are to value bank securi-
ties held by the foundation for the purposes of the minimum payout requirement.
The Treasury Department opposes this bill.

S. 499 would allow deferral of gain realized on the disposition on broadcastin
gggperty under FCC divestiture orders. The Treasury Department does not oppose S.

. S. 500 would apply an inflation factor to a private foundation’s adjusted net
income for the purposes of the minimum payout requirement. The Treasury Depart-
ment opposes this bill.

S. 501, like section 1(a) of S. 464, would change the mimimum payout requirement
of private foundations to 5 percent of the fair market value of the foundation’s
investment assets. The Treasury Department does not take a position on S. 501,
pending further study.

8. 388, 5. 446—‘'WRAPAROUND'' ANNUITIES

S. 388 and S. 446, while appearing to be narrow in scope, in fact are quite
significant. They would overturn Rev. Rul. 77-85 and Rev. Rul. 80-274, both of
which deal with the tax treatment of so-called ‘“wraparound” annuities. These
“wraparounds’’ use what purports to be an annuity as a vehicle to acquire—as a
“wrapper” for—investment assets that can be acquired directly, in an attempt to
defer tax on the income from the investment. Rev. Rul. 77-85 denied the tax
treatment otherwise available on the purchase of an annuity to the purchaser of an
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“investment” annuity, used to acqluire and manage an individually selected, diversi-
fied investment portfolio. Rev. Rul. 80-274 similarly denied annuity treatment to a
savings and loan certificate of deposit acquired through an annuity wrapper. It is
the position of the Internal Revenue Service, as reflected in these two rulings, that
an annuity wrapper may not be used to defer tax on otherwise currently taxable
dividend and interest income derived from the underlying securities.

Rev. Rul. 77-85 was controversial when issued. Legislation has since been intro-
duced (but never enacted) to overturn that ruling; and, while a Federal District
Court enjoined enforcement of the ruling, Investment Annuity, Inc. v. Blumenthal,
442 F. Supp. 681 (D.D.C. 1977), the litiﬁatlon was dismissed on jurisdictional grounds
by the Court of A&peals. 609 F. 2d 1 (D.C. Cir. 1979), and the :greme Court denied
review, 100 Sup. Ct. 2961 (1980). The controversy was heightened by the issuance of
Rev. Rul. 80-274 late last year.

We have undertaken a thorough review of these two rulings. We have concluded
that the rulings are consistent with the applicable statutory provisions and legisla-
tive history. We also believe that considerations of tax policy compel the conclusions
reached in both Rev. Rul. 77-85 and Rev. Rul. 80-274. For these reasons the
Treasury strongly opposes S. 388 and S. 446.

The arrangements considered in these rulings represent an attempt to push to an
unjustified extreme the special tax treatment accorded deferred annuities under
existing law. For most individuals, who report their income using the cash method
of accounting, dividend and interest income is taxable in the year in which it is
credited or paid. Thus, for example, the taxable interest paid on corporate or
Treasury bonds or credited to bank or savings and loan accounts or certificates of
deposit, are all taxed on a periodic basis.

ere are two significant exceptions to this rule. One is for series E savings
bonds, the income from which the holder may elect not to report until the bonds are
redeemed at maturity. The other is the deferred annuity.

A deferred annuity is a contract normally issued by a life insurance company.
The issuer typically accepts the premiums paid for the contract angee%grees to
accumulate those premiums, together with interest at rates guaran in the -
contract, until some future date. The contract purchaser has the right, in the
future, to “annuitize” the contract—that is, to convert it into a stream of payments
for a specified period, for the life of one or more individuals, or for some combina-
tion of the two.

The tax laws specifically contemplate the issuance of “variable annuities,” so-
called because the contract purchaser, rather than receiving interest at rates guar-
anteed by the issuing life insurance company, is entitled to an investment whose
results vary with the “investment experience of the company issuing the contract.”
That i, while a “straight” annuity involves a guarantee by the issuinfg life insur-
ance ¢chmpany of interest at some contractual rate, the purchaser of a variable
annuity assumes the risk of upward or downward fluctuation in the securities in
which the premiums paid for the contract are invested

During the period between the purchase of a deferred annuity contract and the
date on which it is converted into a stream of periodic annuity payments—referred
to as the “accumulation period”—earnings on a deferred annuity enjoy more fa-
vored tax treatment than normal dividend or interest income. Earnings credited to
. but not withdrawn during the accumulation period are not taxed to the contract
holder. Moreover, even earnings withdrawn from a deferred annuity during the
accumulation period are not includible in the contract holder's income until the
aggregate withdrawals from the contract, since its inception, exceed the aggregate
premiums paid for the contract (so-called “‘cost recovery'’ accounting).

Thus, if one buys a certificate of deposit, corporate or government bonds, or other
interest or dividend bearing securities, the income from those securities is currentl
taxed. If, on the other hand, one purchases a deferred annuity, the interest, divi-
ge?dsr,egr other earnings (excluding capital gains)! credited to the contract are tax-

eferred.

The treatment of annuities has been a feature of the tax laws almost from their
incelption. Unlike other investments, deferred annuities may be converted into a
life-long stream of periodic payments when an individual retires. Nevertheless, the
favorable treatment of annuities is available even though the contract need rot be,

! The deferred annuity works most effectively for securities producing current interest or
dividend income. Such tncome is taxable neither to the issuing life insurance company nor
currently to the contract holder. In contrast, capital gains are taxed to a life insurance company
that issues straight or variable annuities and are taxed again when eventually paid to the
annuity contract holder. Thus, the deferred annuity is relatively attractive, compared to other
investment vehicles, for current portfolio income and relatively unattractive, compared with
other investment vehicles, for capital gains.



49

and in many cases never is, converted into a stream of annuity payments. Indeed, a
tygical deferred annuity allows the contract purchaser to surrender the contract (in
whole or in part) and receive back his premiums, plus earnings on the contract to
date, at any time. While most deferred annuity contracts impose some penalty for
premature surrender, such penalties typically are far less than the earnings cred-
ited to the contract and in any event me inapplicable after the contract has
existed for a period of years. -

Thus, from the standpoint of the contract holder, a deferred annuity during its
accumulation period does not significantly differ from a long term certificate of
. deposit (which, incidentally, also may be subject to penalty if it is surrendered

- prematurely), or any other portfolio investment which may be reduced to cash at
any time. Nevertheless, interest from other portfolio investments is taxed currently,
whereas earnings credited to a deferred annuity are not. To the extent that annu-
ities can be fashioned to offer interest rates that are competitive with rates paid by
other financial instruments there is little reason why a potential investor should
purchase anything but a deferred annuity. .

Under existing tax rules the treatment of deferred annuities, considered in light
of the fact that they may be surrendered for cash at any time, is anomalous. But
neither Rev. Rul. 77-85 nor Rev. Rul. 80-274 questions the basic deferral available
to the purchaser of a straight or variable deferred annuity.

Rather, the issue raised by these two rulings is whether the tax treatment
available to a deferrred variable annuity also extends to what is in substance the
direct purchase of an investment security. That is, can an individual contemplating
the purchase of some other, directly-available investment security, the interest on
which would be currently taxable to that individual, elect to acquire that same
investment “wrapped” in an annuity contract, thereby securing deferral of tax in
return for a fee paid to a life insurance company? .

We have concluded that, under existing law, the answer is no. To conclude
otherwise would allow direct investments in securities to be transformed into what
purport to be tax-favored annuities without any meaningful change in the investor's

ition vis-a-vis the underlying securities. Moreover, our conclusion is suPported by
th the language and the legfslative history of the 1959 and 1962 legislation that
facilitated the issuance of variable annuities by life insurance companies. Both
indicate that, in Congress contemplation, a variable annuity involved a commingled
investment fund managed by the life insurance company issuing the annuity.?

The wraparound annuity contracts considered in these rulings do not fit that
description. In the case of the “investment annuity’” described in Rev. Rul. 77-85,
the individual had discretion, within wide limits, to select his or her portfolio
;ulllveatmeptts just as though they were managing an individual portfolio outside of

e annuity.

With the bank wraparound annuity described in Rev. Rul. 80-274 the individual
had selected, in the contract or the apglication for the contract, the type of certifi-
cate that would be purchased and the Federally insured depository institution from
which it would be acquired. Both such arrangements are far from the traditional
variable annuity under which the issuing insurance company managed a diversified
portfolio of securities. -

We are not unmindful of the fact that, before promulgation of Rev. Rul. 77-85, the
Service had issued a number of private ruling letters to the effect that investment
annuities. would be regarded as annuities for the Federal tax purposes. As you
know, private letter rulings cannot be taken as representing the general position of
the Internal Revenue Service, but only as ensuring to the persons who obtained the
ruling the tax consequences described in the ruling for as long as it remains
outstanding. If private ruling letters were held to bind the Internal Revenue Service
from a later chanie in position the number of private ruling letters issued, which
are of benefit to the taxpaying Yublic. would radically decline. In this connection,
when the earlier private ruling letters were revoked with publication of Rev. Rul.
77-85, the ruling was made prospective in application to those who had purchased
investment annuities in reliance on previously issued private ruling letters. Similar-
ly, Rev. Rul. 80-274 was not applied retroactively to those companies who had
previously received favorable private rulings from the Service.

Finally, and more generally, I would like to express my serious concern about
legislation which, like S. 388 and S. 446, does not purport to change underlying

#The statute itself describes a variable annuity as “‘a contract which provides for the payment
of a variable annuity computed on the basis of ¢ * * the investment experience of the com
issuing the contract.” Section 801(@X1XA). Similarly, the Committee reports refer to “miﬁ%
e e W LT TRt B O
experience. . 2 .B. 770, 795; S. .
2ng°Seu,) 1962-3 C.B. 1180, 1184, n& w
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subetantive law but simply forecloses the Internal Revenue Service from interpret-
ing that law by depriving it of authority to issue a particular ruling. This approach
can only create confusion. It also can—and in this particular instance it does—
obscure what is really at stake. If Congress were to pass S. 388 and S. 446, thereby
condoning the use of annuity wrappers to erchase portfolio investments, within a
short period of time the consequences would be sweeping. Specifically, if one were to-
consider substantive legislation whose effects were equivalent to the potential conse-

uences of passing S. 388 and S. 446, the list of revisions to the Internal Revenue
%ode would include the following:

(1) Tax Deferral for Significant Dividend and Interest Income.—Most forms of
dividend and interest income derived by individuals are taxable and are includible
in income in the year in which actually or constructively received. Since current
taxation could be avoided by interposing a life insurance company between an
individual and his investments, the rules requiring current inclusion would be
seriously undermined. i

(2) Tax-Free Rollover of Certain Investments.—Since existing law allows tax-free
“rollover” of true annuity contracts, allowing securities of any sort to be “wrapped”
in annuities, as would S. 388 and S. 446, would mean that these investments also
could be rolled-over tax free. -

(3) Expansion of Limitations on Voluntary Contributions to Qualified Plans.—
Existing law limits the extent to which participants in qualified gension plans may
make voluntary, nondeductible contributions to the plan which then may earn
income on a tax deferred basis. S. 388 and S. 446 would undermine these limits.

This is just a sampling of the substantive implications of S. 388 and S. 446. I do
not mean to suggest that any of these changes necessarily is undesirable.

This Administration is seriously concerned about the level of savings in our
country, and is committed to a review of possible changes to the tax laws that would
encourage both savings and investment. Changes of this sort raise very serious

licy issues, many with significant revenue implications 3 and should receive care-
ul examination on their merits. They should not be indirectly brouﬁht about by
legislation which, like S. 388 and S. 446, purports to do nothing more than overturn
two revenue rulings.

For these reasons, the Treasury strongly opposes S. 388 and S. 446.

8. 464, S, 476, 8. 500, 8. 501—PRIVATE FOUNDATIONS

Minimum payout requirement ;

Section 1(a) of S. 464, S. 500, and S. 501 would change the formula for determining
the minimum amount which private foundations must distribute to charity.

Under Fresent law, a private foundation must distribute the greater of either 5
percent of the current fair market value of the foundation’s equity in its investment
assets, or its adjusted net income. Adjusted net income does not include long-term
capital gains, either realized or accrued. Both S. 464 and S. 501 would set the
minimum payout rate at a flat 5 percent of asset value without regard to adjusted
a;zt income; S. 500 would attempt to express adjusted net income in real dollar

rms.

The minimum payout rate was introduced in 1969 to ensure that private founda-
tions would make current distributions for charitable purposes. It was designed to
apply even if the income from a foundation’s assets is low or nonexistent. Congress
felt that because donors were receiving current deductions for their contributions to
foundations, the foundations should provide a current benefit to charity. The mini-
mum payout rate was set at the greater of the foundation’s adjusted net income or 6

rcent of assets, with liberal transition rules. The 6 percent was adjusted annually

y the Treasury to reflect the ratio of the difference in money rates snd investment
returns for the year preceding the taxable year as compared to tnose rates and
returns in 1969. In 1976, the percentage was reduced to 5 percent without future

ad‘}t;lstments. .

e Treasury believes that the minimum pagout requirement is still necessary for
the reasons that concerned Congress in 1969. But the minimum payout requirement
should be considered in perspective—it does not tell foundations where they should
spend their resources, nor does it dictate the maximum amount that they should

3 Preliminary statistics of income data for 1978, before the dramatic increase in interest rates
that occurred during 1980, showed interest and dividend income reported on individual returns
well in excess of $100 billion. If the average marginal tax rate applicable to such income was
approxlmatelg 36 percent, the revenue involved in the taxation of dividend and interest income,
based on 1978 cata, is in the $36-840 billion e. It is reasonable to assume that, if the free
use of wraparoind annuities is sanctioned, a sizable portion of this income will be shifted from
direct investment to investment through annuity wrappers.
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spend. Rather, the minimum payout requirement protects the public trust given to
foundations with a minimum of regulation, and leaves to the ability of private
foundation managers the social choice of where foundation monies flow.

On this basis, we are sympathetic to the claim that the formula for determini
the minimum payout should be neutral with respect to foyndation investments, an
that the present formula would be improved by deleting the adjusted net income
component. We understand that because long-term capital gains and unrealized
capital appreciation are excluded from the definition of adjusted net income, the
paﬁout requirement now favors investments in assets whose total rates of return
reflect more capital appreciation than current yield. Thus it may be argued that,
under today's market conditions, exacerbated by inflation, the alternative formula
now in the law discriminates against investments in high yield bonds, as contrasted
with investments in common stocks. '

Nonetheless, the Treasury is committed to 8 meaningful payout rate. We must
consider the charitable sector as a whole, including both private foundations and
gublic charities. It is ible that the change in the formula advanced by these two

ills would cause a drop in the paiouts of private foundations, and that this will
curtail the funds now made available to public charities by foundations. Without
further information about the effect of these provisions on both private foundations
and public charities, we are unable to take a position on section 1l(a) of S. 464 and S.
501. We are willinf to work with you in developing an appropriate formula.

The approach of S. 500 is to deflate the adjusted net income of a foundation so
that the minimum payout rate would be the maximum of 5 percent of current
investment asset value or the real income of the foundation. We think that this
kindt of lapproach is unduly complicated when compared with a flat percentage of
asset value,

More important?r, the adjustment will not correct for real income when the
income of a foundation arises from a mixed portfolio. If Congress retains the
alternative formula in present law but corrects it for inflation, the inflation adjust-
ment should be applied 5(:%gainst the total income of the foundation, both accrued and
realized. We oppose S. 500.

Expenditure responsibility—small grants

Section Z(a) of S. 464 would allow a private foundation to make grants totalling
$10,000 or less Fper Kear to a private organization without exercising expenditure
reafonsibility. or these pur , grants to an organization made by foundations
under common control would be aggregated. We oppose section 2(a) of S. 464.

Expenditure responsibility was imposed upon private foundations as part of an
overall statutory framework enacted in 1969 to make private foundations publicl
accountable for the funds they apply to charitable purposes. Expenditure responsi-
bility helps ensure that foundations will make grants for charitable purposes and
that grantees will carry out the terms of these frants. We do not believe that this
statutory scheme should be dismantled piecemeal.

We would be happy to consider suggestions for administratively streamlining the
procedures involved with expenditure responsibility if a showing could be made that
the present rules are unduly burdensome. However, the Con ional intent in
making foundations publicly accountable for their grants is still of concern, and is
valid for all grants, regardless of their size. A threshold dollar amount for grants
that may be made without reﬁard to expenditure responsibility is an arbitrary
distinction that is unrelated to the purpose of the statute.

Expenditure responsibility—reliance on published lists

A private foundation must exercise “‘expenditure responsibility” if it makes a
grant to an organization that is not a public charity. One type of gublic charity—the
‘publicly supported” charitable organization—remains a public charity only as long
as it meet:nperoentage supﬁort uirements showing broad-based support. A grant- .
or is not aftected by the change of status of a ?ubiicly supported grantee organiza-
tion until a notice of the change of status is published, unless the grantor was aware
of, or was responsible for, a substantial and material change in the grantee's sources
of support that results in the loes of status.

If a frant from a private foundation to a publicly supported organization cannot
be excluded from the calculation of the grantee’s support because it is not an
“unusual grant,” and the grant swings the .tatus of the grantee to that of private
foundation, the grantor private foundation will incur a tax unless it exercised
expenditure responsibility in making the grant. In order to determine whether a
grantee will remain publicly supported after a grant so that no expenditure respon-
sibility is neceesary, the grantor foundation must determine that its grant will not
change the grantee’s status, either by the grantee applying for a private ruling that
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the grant will be excluded as an unusual grant, or by the grantee demonstrating
that even with the grant, it will continue to meet the public support tests.

Section 2(c) of S. 464 would allow a private foundation to rely upon the estab-
lished status of a grantee organization as publicly supported if the Erant was made
before the earlier of the date that a loss of status 13 published by the Internal
Revenue Service, or the date that the foundation acquires actual knowledge of
either the grantee’s impending loss of status as a publicly supported organization or
of the negative effect of the grantor foundation’s grant.

We question the need for this legisiation in light of the recent publication of
Revenue Procedures 81-6, 1981-10 I.R.B. 41, and 81-7 1981-10 LR.B. 42. These
revenue procedures create two safe harbors within which privte foundations will not
be penalized for not having exercised expenditure responsibility if the grantee
organization loses its status after the after the grant is made. First, the grantor will
not be considered to be responsible for the grantee’s loss of public support if the
grantor foundation's aggregate gifts, grants, and contributions to the grantee for the
taxable year are not more than 25 percent of the grantee’s support from all sources
other than the grantor (and its disqualified persons) for the immediately precedin,
four years. Second, a grant will be excluded from the support tests as an “unusua
grant” if it adversely affects the status of the grantee and meets certain other
requirements that would indicate that the grantor will not control how the grant is

These revenue procedures specifically excegt from their guidelines grants made
by persons who may control the grantee. S. 464 does not contain this type of
gafzalard. which we believe i3 paramount. Accordingly, we oppose section 2(c) of

We would like to take this opportunity to emphasize the interdependence of the
private foundation provisions in present law, and thus the hazards of tinkering with
them. Although section 2(a) and 2(c) of S. 464 may appear inconsequential when
viewed separately, their enactment in tandem would mean that private foundations
would be relieved of expenditure responsibility for grants of up to $10,000 and for
larger grants that change the status of the grantee, even where control of the

antee by the grantor maf' exist. Erosion, no matter how slow, will wear down the
ramework so carefully built by Congress in 1969.

Definition of “‘disqualified persons”’

The private foundation provisions define a specific class of persons—called ‘‘dis-
qua]iﬁed rsons”’—who are related to a private foundation. The definition of a
“disqualified person” has two principal applications. First, the private foundation
self-dealing rules place restrictions on the permissible economic transactions be-
tween a private foundation and a disqualified person. Second, under the excess
business holdings rules, the permissible holdings of a private foundation in a busi-
ness enterprise are reduced, in most cases, by the holdings of disqualified persons in
the business enterprise.

A disqualified person with respect to a foundation is defined to include, among
others, substantial contributors to the foundation and foundation managers. In
addition, members of the family of a substantial contributor or a foundation man-
ager are also disqualified persons. For these pur?oses, members of an individual’s
family include only his or her spouse, ancestors, lineal descendants and spouses of
liheal descendants.

Section 2(b) of S. 464 would limit the family of an individual for this purpose by
substituting ‘‘children, grandchildren and spouses of children and grandchildren”
for “lineal descendants and spouses of lineal descendants.” In particular, lineal
descendants (and their spouses) of substantial contributors further down than
gégndchildren would no longer be disqualified persons. We oppose section 2(b) of S.

It is urged that the foundations face a geometrically-increasing burden in having
to keep track of all descendants of a substantial contributor. However, in connection
with long-term trusts, trust managers routinely keep track of descendants and their
spouses.

From a self-dealing viewpoint, even third and fourth generation descendants of a
substantial contributor to a foundation would, as a practical matter, be considered
by the foundation managers as gart of the family of the contributor. Thus, there
remains a need to monitor possible self-dealing between such descendants and the
foundation.

From an excess business holdings viewpoiiit, the law provides transitional rules
allowing extended disposition periods for pre-1969 business holdings of private foun-
dations. If the class of disqualified persons were contracted at this time, the permit-
ted holdings of foundations subject to these transitional rules might increase. We
believe that permitting increases in the business holdings of such foundations would
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be unwarranted in view of the policy of requiring foundations with large pre-1969
business holdings to dispose of these holdings in an orderly fashion and the already
liberal transitional rules providing long periods for such dispositions.

However, we do recognize that there may be situations where the necessity to
keep track of numerous descendants might be an undue burden. Accordingly, we
would consider a narrower approach to this problem which would nonetheless be
consistent with our concerns expressed above.

Change in definition of private operating foundation :

Section 1(aX2) of S. 464 would amend the definition of a private operating founda-
tion by revisinq the requirement that a private operating foundation distribute
substantially all of its adjusted net income directly for the active conduct of its
charitable activities. Under the bill, an operating foundation would be required to
make qualifying distributions in an amount equal to the lesser of substantially all of
its adjusted net income or substantially all of its minimum investment return.

The intent of this section of the bill is unclear; it is possible that it was meant to
be a conforming change to reflect the change in the minimum payout requirement
for nonoperating foundations that is found in section 1(a) of the bill. Whatever the
intent, we are opposed to this section of the bill because it makes substantive
changes in the income payout requirement of operating foundations, and we think
the provisions of present law work well.

Under Treasury regulations, an ope;ating foundation must distribute an amount
equal to 85 percent (“substantially all’) of its adjusted net income, Furthermore, a

rivate foundation that meets the alternative assets test must directly devote at
east 65 percent of its assets to the active conduct of its activities. Since minimum
investment return is computed only with respect to investment assets, if the bill is
interpreted consistently with these regulations, a private foundation would have to
pay out only 4.25 percent of the income from 35 percent of its assets to meet the
payout requirement for a private operating foundation. This would be a dramatic
and unwarranted drog in the payout requirement. )

The requirement that a private operating foundation distribute substantially all
of its adjusted net income has a different purpose than the requirement that a
private nonoperating foundation distribute a minimum amount annually. Non-
operating foundations must distribute a minimum amount to prevent unreasonable
accumulations of assets, but no maximum amount is stipulated. However, a nonop-
erating foundation is restricted in other ways and deductions for charitable contri-
butions to it are limited.

A private operating foundation, on the other hand, is an organization which is
treated like a public charity for certain purposes—for example, another private
foundation may give it grants without exercising expenditure responsibility, and the
1imit on deductible contributions are more liberal in the case of gifts to an operating
foundation. Thus, private operating foundations are not allowed to accumulate their
income, but must pay out income for the direct conduct of their charitable activities.
Limiting the “g:{yout. as the bill would do, without removing some of the other
benefits acco operating foundations undermines this statutory scheme. :

Valuation of foundation assets

As described above, a private foundation must distribute the greater of (i) 5
rcent of the current net fair market value of its noncharitable assets and (ii) the
oundation’s adjusted net income. S. 476 would provide, for purposes of the 5 percent
test, a special rule for valuing the assets of a private foundation which was a bank
holding company having as a substantial portion of its assets securities in banks,
bank related companies or a bank holding company. Under this special rule, the
qualifying private foundation would have the option of valuing its securities in
"banks and bank-related companies by capitalizing the dividends paid by these
companies at a rate of 6 percent (i.e., multip ang these dividends by 16%).
e understand that S. 476 is intended to benefit the Otto Bremer Foundation of
Minneapolis, Minnesota.

Under the bill, the value of a qualifying foundation’s assets is computed by
capitalizing its dividends at 6 percent. Another way of stating this result is that the
“value” of the foundation’s assets will be deemed to be an amount such that the
dividends actually received by the foundation will be 6 percent of such amount.
Accordingly, 5 percent of the “value” of the foundation's assets will always be less
than the amount of the dividends actually received by the foundation (i.e., 6 percent
of the “value” of its assets). Thus, the minimum myout for a foundation qualifying
for special treatment under the bill will simply be its adjusted net income rather
than the greater of (i) 5 percent of the value of its assets and (ii) its adjusted net
income.
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Moreover, a foundation qualifying for special treatment under the bill—a founda-
tion which is a bank holding company—may well control the banks and bank-
related companies represented in its portfolio.* If the foundation were in control of
these banks and bank-related companies, it could control the dividends paid out by
these companies and could thereby control its adjusted net income. In effect, such a
foundation could decide exactly how much it wished to pay out each year.®

This is directly contrary to Congress’ purpose in enacting the minimum distribu-
tion requirements of section 4942. Moreover, we see no reason why there should be
a special rule in this regard for foundations which are bank holding companies. The
considerations involved in valuing bank securities are no different than those in-
volved in valuing many other kinds of closely-held assets. Indeed, other foundations
have had to sell low-return business assets to comply with the requirements of
section 4942. It would thus be unfair to legislate a special rule for one foundation.

In addition, S. 476 would be retroactive to January 1, 1972. We understand that
the reason for the retroactive effective date is that the Otto Bremer Foundation is
currently being examined by the Internal Revenue Service with respect to certain

t years. There is apparently some disagreement between the foundation and the
g:srvice about the valuation of the foundation’s assets for purposes of the minimum
distribution requirement. In support of the bill, the foundation argues (i) that it
would not be sound banking practice for the banks and bank-related companies to
pay much higher dividends; (ii} that the foundation cannot sell the bank holding
comrany which owns its portfolio of bank and bank-related securities because the
local bank holding companies with sufficient resources to purchase it are con-
strained by anti-trust considerations and nonlocal bank holding companies are
constraineg by the statutory constraints on the multi-state bank holding companies;
and (iii) that the various banks serve an important function in their respective local
communities.

The first two arguments go to proper valuation of the foundation’s securities. This
is a question of fact, apfropriabe for administrative or judicial resolution, and does
not justify special relief legislation for the foundation.

As to the third argument, the foundation seems really to be ar%'uing that a local
bank fulfills a charitable purpose by serving a rural community. This is a principle
of potentially wide-ranging apFlication. It should be considered directly and not
tangentially in what is essentially a bid for special relief.

For these reasons, we oppose S. 476.

8. 499—ROLLOVERS FOR BROADCAST PROPERTY

S. 499 would amend section 1071 of the Code to permit the deferral of gain
realized on the disposition of broadcasting property pursuant to a Federal Commu-
nications Commission order, if the sale proceeds are reinvested in a newspaper.
Under existing law, this “rollover” treatment is available if a newspaper is disposed
of and a television or radio broadcasting property is acquired, but not vice versa.
This amendment is intended to apply to the FCC required sale of television station
WWNY in Watertown, New York by Johnson Newspaper Corporation and to other
similarly situated taxpayers where sale proceeds are reinvested in a newspaper.

The Treasury Department does not op| this b.ll. Section 1071 was first enacted
in 1943 to help the FCC implement a policy of discouraging individuals from owning
more than one radio station per city. F‘Cd policy has now expanded to cover cases,
like Watertown, where both a television station and a newspaper are commonly-
owned. The new policy is to require sale of either the television station or the
newspaper. Under the existing statute the Internal Revenue Service has ruled that
the newspaper may be exchan%ed for a new television station, but not the reverse.
The tax law should be neutral as between these two situations. Once it is deter-
mined, as Congress has done, that FCC-ordered dispositions are entitled to tax
deferral, that policy should apply equally in equivalent situations.

We note that the provisions of this bill are retroactive to January 1, 1980. In
general, we are opposed to retroactive effective dates for tax legislation. In this case,
we have not been made aware of a reason to depart from this view.

Senator PAckwoob. Mr. Secretary, thank you.

4 Apparently, the Otto Bremer Foundation possesses majority control of 29 banks and 39
bank-related companies.

8 If the adjusted net income component of the minimum payout rate were generally deleted
(as proposed in section 1(a) of S. 464 and S. 501), the result would be the same. The private
foundation could control the capitalized value of its holdings by controlling the dividend rate
a?ctlhgould‘ th)ereby control the amount required to be paid out by the foundation (i.e., 5 percent
of this value).
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I don’t have any specific questions. But let me thank you for
g}leleting our deadlines as we are going along with many of these

ills. ‘

We will have dozens, or perhaps hundreds, by the time the year
is over, and we won’t have hearings on all of them. But if we held
them up until the last dpart of the session, you would be here every
daIy, or somebody would be here every day testifying.

, obviously, don’t agree with all of your conclusions, but I find it
very well crafted, and I hope we will be having these hearings
every 2 to 3 weeks in trying to get out of the way three to four to
five to six bills a day.

Next, we will have a panel consisting of Mr. W. Thomas Kelly,
Mr. Robert Ruffin Barrow and Mr. Wayne Spencer.

Gentlemen, I think you have been advised of our time limits.
You will see a signal light here that will turn yellow when you
have a minute left. It will turn red and a bell will ring when your
time is up.

Your entire statement will be placed in the record. You may
testify in the order you choose. :

Mr. Kelly, are you going first?

Mr. KeLLy. Yes, I am.

Senator PAckwoob. Go right ahead.

Mr. KeLLy. Before my alloted time commences, may I request
that the record of the hearing held on November 19, 1980, on S.
3082 and S. 3094 before this committee be included by reference.
10[68)‘? page 64 of Finance Committee hearing of Nov. 19, 1980 (No.

Senator Packwoob. They will be.

Mr. KeLLy. Thank you. It will be very helpful.

STATEMENTS OF W. THOMAS KELLY, PRESIDENT, INVESTMENT
ANNUITIES INSTITUTE, INC, VALLEY FORGE, PA.; ROBERT
RUFFIN BARROW, PRESIDENT, INTERNATIONAL GENERAL IN-
SURANCE CORP., MILWAUKEE, WIS;; WAYNE SPENCER, VICE
PRESIDENT, WISCONSIN EMPLOYERS INSURANCE CO., GREEN
BAY, WIS.

Mr. KeLLy. My name is W. Thomas Kelly. I am the president of
the Investment Annuities Institute.

Senate bill S. 388 and the companion bill S. 446 are most worthy .
of s y committee approval.

ere is absolutely no question that the IRS’s actions were, as
the U.S. District Court, of the District of Columbia declared, illegal,
unreasonable, ignorant of the law, a usurpation of the powers of
Congress, and an attempt of fashioning a taxation mode that
makes no sense, and that produces an unreasonable result.

While the appellate court overturned the district court on other
grounds—namely jurisdiction—without considering the merits, the
arpellatu court invited Congress to listen to it with a grievance and
plea

As reflected by Treasury officials, Lubick and Halperin's testimo-
ny before this committee and by Commissioner Kurtz' actions in
the issuing revenue ruling 77-86 and 80-274, these individuals
were adamant in their desire to tax all annuities in the same
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manner as illegally imposed by them upon innovative segments of
the annuity industry, as per ruling 77-85 and 80-274.

While these attacks tried, but could not destroy the annuity
industry by legislation, they wrecked what they could by adminis-
trative fiat, safe in the knowledge that the unlimited power of the
Government in terms of time, money, and the impervious shield of
the Anti-Injunction Act was on their side.

Neither of these revenue rulings has legal merit nor tax policy
merit.

Senate bills S. 388 and S. 446 are proper corrective measures, in
that they reaffirm existing law that is already crystal clear and
needs no revision.

In my testimony for this hearing I have challenged the Joint
Committee of Taxation 1978 report that stated: ‘“The relative ad-
vantage of the annuity is greater for taxpayers in higher brackets.”

I have prepared an improved illustration that more clearly re-
flects my position and this visual aid, I believe, has been distribut-
ed to you.

If my position is correct, and challenge it, if you will, the Joint
Tax Committee’s conclusion is entirely wrong. And, what they
portrayed as black turns out to be, in fact, white.

This raises two concerns:

First, Congressmen must have the facts for a balanced judgment.
Such distortions have occurred many times in this matter.

My second concern, reflected in this illustration, is the horrible
erosion of an individual’s true rate of interest return that is im-
posed by the existing mode of taxing income. Note that even a
person in the 20-percent tax bracket loses 44 percent of his true
interest return because of taxation. That’s 120 percent more than
his tax bracket.

Is it any wonder that our citizens, from all walks of life, find it so
hard to save for life’s later years, for that rainy day, for children’s
education, for illness expense, for retirement years, or for whatever
future purpose?

Is it any wonder that everyone turns to the Government tor
financial help.

Annuity taxation in the exact form as now constituted mekes
sense. It provides tax equity and encourages people to save, which
all Congressmen and the administration, presumably, agrees our
Nation needs so badly. Annuity taxation should not be destroyed
by the zealous tax expenditure proponents, whose slavish adher-
ence to tax expenditure theory does not make sense, at least inso-
far as this subject is concerned. )

It is entirely proper to call your attention to the diverse group of
individuals and institutions that have come here and supported
this legislation. Like myself and my constituency, they and those
who testified last November represent a broad range of grassroots
citizenry.

Not only do the buyers of these annuities need them so badly in
our perilous economic times, the institutions involved need them
very badly also, as does our Government.

Included among those in support are the grassroots savings and
loans in the cities and the towns all across our Nation. The same
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could be said of the ﬂassroots mutual savings banks, credit unions,
and commercial banks.

The teachers of our Nation have testified, the Professional Asso-
ciation of Financial Planners have testified, insurance companies
and their agents have testified.

In short, gentlemen, these annuities are not investment annu-
ities, savers annuities, or wraparound annuities as they have
become known in the trade jargon. These annuities are public
annuities. They are the grassroots, the mom and pop, the main
street, U.S. annuities. This legislation deserves your support. Your
active support for immediate action is very badly needed by our
Nation and by your constituency.

Thank you very much. May I ask that my illustration be inserted
in the record.

(The following table was submitted for the record:]

ANALYSIS OF JOINT TAX COMMITTEE'S APRIL 14, 1978, CERTIFICATE VERSUS ANNUITY COMPARISON
OF INVESTMENT RETURN ON $1 INVESTED AT 8 PERCENT FOR 35 YEARS

Taxpayer's tax bracket
ftem 20 percent * 30 percent 50 percent 10 percent
Certificate  Aonuity  Certificale  Annuity  Cestificate  Anouity  Certificate  Annuily

Committee comparison:®

Aftes-tax return ................... 1. $11.02 $5.23 $9.65 $2.95 $6.89 $1.29 $4.14

ANDUItY €XCESS 3 ... ennrneeee $3.25 i $392 o $394 ., $2.85

Percent 3 42 e 68 o, 132 o, 22
Correct comgarison:$

Before-tax refumn................ $13.78 $13.78 $13.78 $13.78 $13.78 $13.78 $13.78 $13.78

After-tax return ................. $.n $1102 = $5.13 $9.65 $2.95 $6.89 $1.29 4l

Lost due to taxes................ $6.01 $2.76 $8.05 $4.13 $10.83 $6.89 $12.49 $9.64

Percent.........cccoomernererennnes [t 20 58 30 19 5 9] 10

Reduction in loss due to

taxes via annuities.............ccooocererenne. $3.25 e $3.92 e, $394 ... $2.85

Percent L1 49 . 36 s 23

120 percent tax bracket was not included in the committee’s report.

* Oy igures shown by cone

4 Comments: Is it wonder that peaple have trouble saving for ife’s later when the before-tax “true return”™ on their savings Is cryshed
39 b s o of e i bl vt v 2 pee e G s 4 pt o s e e
the added sz inftation is taken m'ml oy s

Annuity taxation provides selative tax bracket equity, and reduces these losses due fo taxes relatively more for lower bracket taxpayers.

I'll be pleased to answer any questions that you have.

Serr:iator Packwoobp. Your illustration will be inserted in the
record.

That was a very enthusiastic presentation, Mr. Kelly. [Laughter.]

Mr. KeLLy. Sir, now for 4 years I have been trying to get this
message across and I hope that we will succeed.

Senator PAckwoop. We will take the rest of the panel and the
questions.

Mr. Barrow.

STATEMENT OF ROBERT RUFFIN BARROW, PRESIDENT,
INTERNATIONAL GENERAL INSURANCE CORP.

Mr. BArrow. My name is Robert Ruffin Barrow. I am the presi-
dent of International General Insurance Corp., in Milwaukee.
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On September 24, 1980, the Internal Revenue Service issued
Revenue Ruling 80-274—without notice, without hearings, without
opportunity for judicial review, and without respect for the numer-
ous prior rulings issued to several small insurance companies,
three to my company alone. :

The IRS, by issuing Revenue Ruling 80-274, critically wounded
the middle-income saver, providing for his own retirement. And, in
doing so, denied those potential savings from.being productively
used to create new jobs. And, thus, the families of America who
depended now prayed for those new jobs that had been denied the
investment that produces these jobs.

Last year’s election was a mandate for a new economic polic
which would not penalize savings by stemming inflation and build-
ing the productivity that stabilizes and reduces these inflationary
pressures. -

The Service’s action in issuing this revenue ruling is to the
middle-income saver as the parent telling a child that he must
"immediately spend his allowance on candy, rather than saving for
a bicycle which would enable him to deliver newspapers.

These annuities create a long-term stable deposit base for the
savings and loans to support their long-term local residential mort-
gages. These annuities will help ameliorate the crushing squeeze
that the savings and loans are in.

I would like to sort of, by reference, include the testimony of
Allen Greenspan before the Joint Economic Committee of the U.S.
Congress on January 22, 1981, where he referred to the savings and
loans, basically, as the first victim in this fight on inflation.

I would also like to go on and say that in summary of the points
of my written testimony, Revenue Ruling 80-274 is a usurpation of
the legislative authority of Congress. It undertakes administrative-
ly to reflect an amendment to the Internal Revenue Code, which
the ptx;aigr administration had proposed, but which the Congress had
rejected.

The annuity and Revenue Ruling 80-274, which the 80-274 has
banned encourages savings by middle America. It provides the
banks and savings and loan associations with the stable deposits
and creates a pool for local mortgage money.

Finally—well, third, Revenue Ruling 80-274 is discriminatory,
it only goes after the savings and loans and the banks of America.
It does not go after—and if I might just briefly include three ads
out of—four ads out of one day’s Wall Street Journal of the money
market wrapped annuities, which I am not advocating any change
in, in their present structure.

But, here is one from Fidelity Income Plus: ‘“Money market
yields not tax-deferred.” Here is one that says: “How much mone
has your money market fund earned for the Federal Government?”
And, here is, finally, one: “April 15, the joy of money market
interest becomes the pain of taxes.”—one day’s Wall Street Jour-
nal, last week.

Fourth, the Revenue Ruling 80-274 is a reversal of the position
taken by the IRS in the rulings we had received. In reliance on
these rulings, we launched our annuity business. And, I might add,
that when they issued the Revenue Ruling 80-274, they did not
grandfather in it. It only took the very kind intervention of this
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committee that finally led to the IRS grandfathering the existing
contract 3 months later and $5 million in liquidations in our firm,
which was a penalty of over $400,000 lost to our company.

And then, finally, I would like to say that Revenue Ruling 80-
274 is predicated on Revenue Ruling 77-85, which annotated the
rulings which we had received.

The. Internal Revenue Service, in connection with these rulings
that we received considered the Revenue Ruling 77-85 and conclud-
ed our annuity was distinguishable. And, yet, in their later day
judgment, decided that 77-85 was applicable.

I would like to thank you and I am sure that other people will
talk about the stability of deposits, but I refer fyou in my written
testimony to a survey done by First Savings of Wisconsin, which
was our largest customer and the largest savings and loan in the
State of Wisconsin:

On page 3, “This is a middle-income, middle-America savings

rogram. Our average enrollee was 54 years old, had an income of
526,300, and placed in the annuity $9,943.” And, I might add,
without this backbone of such middle-income savers, the savings
institutions cannot continue.

Thank you.

Senator PAckwoobp. Thank you very much.

We will take Mr. Spencer.

STATEMENT OF WAYNE W. SPENCER, VICE PRESIDENT,
WISCONSIN EMPLOYERS INSURANCE CO.

Mr. SpenceR. Thank you, Mr. Chairman.
My name is Wayne W. Spencer. I am vice president of Wisconsin
Employers Insurance Co., of Green Bay, Wis. I have asked to testify
here this morning in support of Senate bill 446.
In late 1977, my company designed a product called TDA. It was
a tax-deferred annuity created specifically to be distributed by and
through financial institutions.
This tax-deferred annuity was filed and approved by our regula-
tory body, The Wisconsin State Insurance Department. We then
requested review by the Internal Revenue Service of the program.
In two private letter rulings, one dated November 9, 1978 the
other dated December 3, 1979, the IRS, in effect, confirmed our
belief in the tax deferred status of TDA.
TDA was then offered by our financial institutions as a tax
‘deferred annuity. It contained benefits that are only contained in a
- tax deferred annuity, such as guaranteed lifetime income.
As it was an annuity, and not simply a wraparound or another
type of savings plan, approval was granted by both the Wisconsin

tate Commissioner of Bank and the Wisconsin State Commission-
er of Savings and Loan for distribution by their respective financial
institutions.

We also requested and received insurance on our corporate pre-
mium deposits by both the FSLIC and FDIC,

On September 24, 1980, the IRS issued Revenue Ruling 80-274.
In effect, they took the same facts that they had reviewed numer-
ous times before and reversed their position, declaring that TDA no
longer enjoyed tax deferred status.
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My company, the financial institutions work with us, and, more
importantly, the people who had purchased these TDA’s were
stunned by this reversal without warning. This apparent total dis-
regard for the reliance we had placed on their previous position
would seem to make any further attempt to provide similar incen-
tives to the American saver suspect.

The confidence factor can only be restored by an immediate
reversal of Revenue Ruling 80-274.

Annuities have long enjoyed tax deferred status as a result of
early congressional wisdom. This wisdom based on the fact that
Americans, given an incentive, are not only willing, but eager to
set aside part of their current income to provide for their future.

Reversal of Revenue Ruling 80-274 and restoration of TDA will
provide the incentive and allow financial institutions to perform
their traditional role in maintaining an stable ecomony.

The present cost of mortgage money, if you can find it, is so high
that most Americans can no longer afford a home.

The frightening decline in the number of new homes being built
and the escalating unemployment in the construction industry all
result from financial institutions being unable to attract and main-
tain long-term deposits.

Our premium deposits through TDA would provide these funds.
Everyone seems to be offering their own solution to the problems
confronting financial institutions and everyone of them seems, in
some way or another, to involve governmental intervention. The
simple fact of the matter remains that the solution is already
available and has already, more importantly, met with congression-
al approval.

That solution is the restoration of TDA and the overturning of
Revenue Ruling 80-274.

Through our counsel we have attempted to reason with the IRS.
This process has proved fruitless.

It is apparent, therefore, that Congress must once again assert
its belief and reemphasize its original wisdom, that is by overturn-
ing 80-274.

It is my hope we take the first step today with this committee’s
approval.

With your permission, Mr. Chairman, I would like the support-
ing documents, such as the private letter rulings and various ap-
proval letters mentioned in my statement entered into the record.

Senator Packwoob. They will be included with your statement.

[The letters follow:]

Wisconsin EMPLOYERS INSURANCE Co.,
Green Bay, Wis., March 15, 1978.

Re Group Single Premium Annuity Contract Form WEIC 382, Application for
Group Single Premium Annuity Contract Form WEIC 383. Enroliment Applica-
:t3x§>1n and Certificate for Group Single Premium Annuity Contract Form WEIC

OrFFice OF THE COMMISSIONER OF INSURANCE,
State of Wisconsin, Madison, Wis.
Attention: Mr. L. L. Schlinkert, Insurance Rate and Forms Analyst.

DEAR MR. SCHLINKERT: The above-captioned Forms were submitted to your depart-
ment on February 17, 1978 and received Tentative Approval on February 20, 1978.
We now submit these forms to your department for final approval; they will be
issued in the form submitted.
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Please note that the Form numbers had been assigned incorrectly (WEG 381,
WEG 382 and WEG 383) on these Forms submitted to your department on February
17, and have been changed (WEIC 381, WEIC 382 and WEIC 333).

We will await your response to our request for final approval of these forms.
Please feel free to contact me if you have any questions.

Thank you.

Respectfully,
pee y JoHN M. Lapwig, CLU.

Enclosures.
DEPARTMENT OF THE TREASURY,

Washington, D.C., November 9, 1978.

WisconsiN EMPLOYERS INSURANCE Co.
Green Bay, Wis.

GENTLEMEN: This is in reply to a request for a ruling submitted on your behalf by
our representative concerning the ownership of deposits placed in savings and
oans in connection with the insurance of groug single premium annuity contracts.

The Company in an insurance company taxable under section 802 of the Internal
Revenue Code of 1954.

The Company has developed a group single premium annuity contract to be sold
by the Company to degositors of savings and loans. The Company intends to sell
annuity certificates to depositors of savings and loans who hold master policies. The
savings and loan will act as contractholder and will enroll depositors into the plan
just as most employers hold group health policies and enroll their employees into
their plans. The Company will reimburse the savings and loan for their expenses
associated with the enrollment procedure.

Any premiums received by the Company under the program will be deposited into
the savings and loan. These deposits will be segregated accounts with the Company
holding legal title to the accounts. The Company will hold the passbooks for the
accounts, and each passbook will read, “The insurance company holds this account
as agent for annuitant X, subject to the terms of the Annuity Plan.” The savings
and loan will pay the usual interest on these deposits.

The annuitant’s cash value in his Annuity Plan will be the premium paid plus
interest accumulated at a guaranteed rate of four percent (4 percent) per year,
compounded annually. 100 percent of the premiums paid will be included in the
cash value. If the savings and loan only paid three-and-one-half percent (3% per-
cent) interest on the deposits made by the Company for the benefit of the annuitant
involved, the Company would have to make up the extra one-half percent (%
percent). In addition, certain “excess interest” may increase the cash value of the
policy, if so determined by the Board of Directors of the Company. In no case can
the amount of excess interest credits be less than the interest paid by the savings
and loan on the pertinent deposits, diminished by one-half percent (2 percent) and
further diminished by the guaranteed rate.

The Annuity Plan provides various options for payment of the benefits, e.g. lump
sum, payment over a period of years. The benefits are paid under a permanent
purchase rate guarantee.

The annuitant does not have direct access to the interest earned on the deposit in
the savings and loan, except as the terms of the Annuity Plan allow him payments
of benefits, loans on the cash value of the golicy, or surrender of the policy for its
cash value less a cash surrender charge. Further, the annuitant has no right or
authority to direct the insurance company to cancel any amount or withdraw funds
from any account that the Company has with any financial institution. If the
annuitant dies prior to the annuity starting date, having designated a contingent
payee, the contingent payee will receive in one sum the payment due after the
death of the annuitant.

Based on the foregoing, the provisions of the Annuity Plan indicate that the
Company will be the recipient of the interest earned on the deposits placed in
savings and loans in connection with the Plan. Further, the annuitant has no direct
access to the assets in the account, but instead has a right only to receive annuity
payments in amounts pursuant to the Company’s obligations under the terms of the
Annuity Plan.

Accordmglly, it is held that the Company will be the owner of the deposits in the
savings and loans placed there in connection with the annuity plan, for purposes of
%ﬁt’ermimng the Company’s gross investment income under section 804(b) of the

e.

This ruling letter is based on the present provisions of the Internal Revenue Code.
President Carter, in his special tax message to Congress on January 21, 1978,
proposed that taxes be imposed currently on the holders of certain deferred annu-
ities not purchased under qualified retirement plans. The holding of this ruling

78-365 O—81——5
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letter maf; not be relied upon in the event that legislation affecting the plan
described herein is enacted by the Congress. .
A copy of this letter should be attached to your Federal income tax return.
In accordance with the power of attorney on file, a copy of this letter is being sent
to your authorized representative.
Sincerely yours,
JOHN L. CRAWFORD,

Chief, Corporation Tax Branch.

DEPARTMENT OF THE TREASURY,
Washington,” D.C., December 3, 19789.

WisconsiN EMPLOYERS INSURANCE Co., .
277 Ridge Road, Green Bay, Wis.
(Attention of Mr. John Ladwig, C.L.U. Manager, Technical Services.)

DearR MR. Lapbwia: This letter is in reference to your Group Single Premium
Retirement Annuity Contracts that were the subject of our letters to you dated
November 9, 1978, (Written Determination Number 7906058) and April 3, 1979.

After careful consideration of the matters discussed in our conference with you on
May 8, 1979, and your subsequent communications with our office, we have conclud-
ed that it will be necessary for us to modify our earlier ruling letter for the
following reasons. ’

If the language on the passbooks representing the deposits held in financial
institutions pursuant to the annuity plan refers to any party other than the taxpay-
er, such language is inconsistent with the actual relationships involved. You have
represented that the annuitant derives benefits solely pursuant to the terms of the
annuity contract. The taxpayer will be the legal owner of the accounts and will
have control, along with the financial institutions, over the investment of the funds
in the accounts.

In Revenue Procedure 79-14, 1979-10 LR.B. 30, the Internal Revenue Service
announced, in section 4.01, that it will not issue advance rulings or determination
letters as to who is the true owner of property or the true borrower of money in
cases in which the forma! ownership of the property or liability for the indebtedness
is in another party.

Our earlier ruling letter to you involved-an arrangement whereby each passbook
would state that the taxpayer owned the account as agent for the annuitant. Based
on the inconsistency between this lalc[guage and Rev. Proc. 79-14, we can no longer
continue that ruling letter in effect. Moreover, if the taxpayer is to be held to be the
owner of the accounts, and to hold them as part of its total reserves, it is inconsist-
ent for the passbooks to note any designation other than that the taxpayer is the
owner of the accounts.

Accordingly, our ruling letter to you dated November 9, 1978, cannot be relied
upon for any annuity contracts issued subsequent to 90 days after the date of this
letter. The prior ruling letter will be valid for contracts issued prior to that date
pursuant to section 7805(b) of the Internal Revenue Code.

Pursuant to a power of attorney on file in this office, a copy of this letter is being
sent to Syour authorized representative.

incerely yours,
GERALD PORTNEY,
Assistant Commissioner (Technical).

STATE OF WISCONSIN,
OFFICE OF COMMISSIONER OF BANKING,
August 30, 1978.

Re Single Premium Deferred Annuity Contracts.

DeAr Ms. GRiTzMACHER: I have received your letter of August 25, 1978, in which
you request an opinion relative to the authority of Wisconsin state banks to partici-
pate in the offering and administration of deferred annuity programs.

After reviewing this material and applicable sections of the Banking Code, it is
my opinion that Wisconsin state chartered banks may participate in the offering
and administration of single premium deferred annuity contracts of the type de-
scribed by Wisconsin Employers Insurance Company.

In order to avoid misunderstandings on the part of your bank’s customers, you
should, when announcing and promoting the annuity program, distinguish clearly
between the bank's functions on the one hand and those of the insurance company
on the other hand. It should be pointed out to your customers that the bank is
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merely accepting deposits and engaging in certain non-discretionary administrative
duties and is therefore, not a party to or has any responsibility for the insurance
and annuity features of the contract.

These narrowly defined functions would obviate the need for an insurance license
or for fiduciary powers on the part of the bank. This approval is conditioned upon
your bank’s adherence to these functional limitations.

This letter deals exclusively with the regulatory issues pertaining to an annuity
plrog'ram and should not be viewed as a recommendation or endorsement of the
plan.

In conclusion, I again emphasize the importance of a full and thorough explana-
tion of the annuity program as well as the bank’s limited role to all participants.
Should you have any other questions, please contact me.

ours very truly,
T. E. PEDERSON,

Deputy Commissioner of Banking.

STATE oF WISCONSIN,
OFFICE oF COMMISSIONER OF SAVINGS AND LOAN,
March 28, 1978.

Mr. Joun M. Lapwig, CLU,
Wisconsin Employers Insurance Co.,
Green Bay, Wis.

Dear MR. Lapwic: Thank you for your letter of March 15 broadly outlining the
group annuity program which Wisconsin Employers Insurance Company plans to
implement through savings and loan associations.in Wisconsin. As you indicated in
your letter, it is the position of this office that no statutory or regulatory obstruc-
tions to the plan which you describe exist, provided the plan falls within the group
exclusion contained in state insurance law.

I would, however, like to make a couple specific comments concerning the proce-
dure noted in your letter. First, you state “The savings and loan will have the
authority to issue individual Certificates to the depositor of that institution.” It is
my understanding that an association’s records in fact would only indicate at most a
beneficial interest on the part of an individual, and that in reality the association
would be a depository for Wisconsin Employers Insurance Company. Restated, it is
my impression that the association’s account would either show Wisconsin Employ-
ers as the sole depositor or might indicate Wisconsin Employers as the depositor
“for the benefit of ‘John Jones’ ". But in any event, it is my understanding that the
“retail customer” does not have a direct contractual relationship with the associ-
ation.

My second comment, again intended to clarify, could perhaps best be defined as
an amplification of the foregoing thought. You indicate that a savings and loan
would be paid an expense allowance for each certificate that is issued. We have no
problem with such a procedure, provided that the institution’s role is in effect that
of agent for Wisconsin Employers. My reason for emphasizing this is because as you
know Wisconsin state chartered savings and loan associations do not have the
capacity to act as a trustee for a plan such as that which you describe.

hope that these comments are of assistance to you in formulating your program.
tS_houl you have any additional questions please do not hesitate to contact us at any
ime. -

Sincerely,
BriaN T. KAyE, CFE,

Deputy Commissioner.

FEpERAL HoME LoaN BANK Boarp,
Washington, D.C., May 5, 1980.

Ms. JupbitH A. HASENAUER,
Blazzard, Grodd & Hasenauer,
Westport, Conn.

DeAR Ms. HAsENAUER: This is in response to your two letters of March 26, 1980 in
which you advanced your opinion about Wisconsin ‘“‘segregated account” law, apd
asked about the insurance of accounts held under an annuity contract offered by
Wisconsin Employers Insurance Com{)any (WEICQ).

In your letter you describe the WEIC annuity program as follows:



64

. 1. Wisconsin Employers proposes to establish one or more [segregated)® accounts
pursuant to the insurance laws of the State of Wisconsin. Such [segregated] accounts

:ill be used exclusively for the Wisconsin Employers Annuity Contracts described
erein.

2. Wisconsin Employers proposes to issue Group Annuity Contracts (the “Annuity
Contracts”). Participants under said Annuity Contracts will be certain owners of
deposit instruments issGed by savings and loan associations (“Member Associ-
ations”) whose accounts are insured by the FSLIC.

3. Such deposit instruments from the underlying investment for participation
under the Annuity Contracts will be held in the name of the Wisconsin employers
{ ated] Account as the legal owner.

4. The records of the Member Association will reflect that the particular deposit
instrument is held by the Wisconsin Employers [Segregated] Account under the
Annuity Contract for the ultimate benefit of the Annuitant (Participants under the
Groux Contract).

5. All deposit instruments held by the Wisconsin Employers {Segregated] Account
will be segregated by Participant (Annuitant) and Wisconsin Employers records will
clearly reflect the Individual Participant’s certificate under which each deposit
instrument is held.

6. Interest credited by Wisconsin Employers on each Annuity Contract will reflect
the interest yield in the underlying deposit instrument with a basic minimum
guaranteed interest rate. The interest rate actually credited on the Annuity Con-
tract will not be the exact interest credited on the deposit instrument. Wisconsin
Employers will retain a portion of the interest yield as its compensation for provid-
ing the annuity guarantees contained in the Annuity Contract.

. At matuntiy, the proceeds from each deposit instrument held under the Annu-
ity Contract will be re-deposited in a depogit instrument which reflects the invest-
ment needs of the Annuitant under the Annuity Contracts.

The WEIC annuity program appears to be substantially similar to other savinfs
account funded annuity programs that we have evaluated in the past. The WEIC
program allegedly permits account holders to obtain tax deferred income while
maintaining the safety of an investment in an insured savings account.? In the
earlier annuity programs, the savings accounts were held either by a custodian in
trust for the insurance company, or held by the insurance company as agent for the
annuitant. In the first case the beneficial interest of the insurance company in each
account was separately insured at that time for up to $40,000, and in the second
case each account was insured for up to $40,000 as an individual account of the
annuitant.

You are now asking us to consider a savings account funded annuity in which the
underlying deposit is held neither in trust for the insurer, nor as agent for the
annuitant. Instead, the underlying savings accounts are placed in a ‘“‘segregated
account” established pursuant to §§611.24 (1), (8Xb) and (3Xc) of Wisconsin Stat.
Ann. (Wisconsin is the domiciliary State of WEIC). Section 611.24 which you have
indicated was adopted as part of the Model Variable Contract Law recognized by the
National Association of Insurance Commissions, provides in relevant part that: -

§ 611.24 Segregated accounts in general
1) Mandato?' segregated accounts. A corporation shall establish segregated ac-
counts for the following classes of insurance business, if it also does other classes of
insurance business: (a) Mortgage guaranty insurance; and (b) Life insurance includ-
ing fixed and variable—annuities. Disability insurance may be included in a life
insurance account.
L] L] L L ] L] ] [

(8Xb) Identification. The income and assets attributable to a segregated account
shall always remain identifiable with the particular account but unless the commis-
sioner so orders, the assets need not be kept physically separate from other assets of
the corporation. The income, gains and losses, whether or not realized, from assets
attributable to a segregated account shall be credited to or charged against the
account without regard to other income, gains or losses of the corporation.

(c) Charges. Except under par. (e), assets attributable to a segregated account shall
not be chargeable with any liabilities arising out of any other business of the

! You have indicated that since the WEIC annuitty is a fixed contract, Wisconsin law (referred

to below) requires the use of a “segregated” account.
The tax treatment of such annuities is a matter within the jurisdiction of the Internal
Revenue Service; we, therefore, express no opinion on such matters.
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corporation, nor shall any assets not attributable to the account be chargeable with
an&liabilities arising out of it, except under par. (i).? .

hile insurance companies general})y lack the authority to act as trustees, we
noted in our opinion of January 28, 1980, that as a general principle of insurance
law, when an 1nsurance company “is required to create a special fund or to segre-
gate certain assets to secure its performance under certain policies, courts are prone
to treat these arrangements as trusts, as contrasted with the debt created by a
company'’s contractual obligation to pay a politg; claim out of its general assets.”
Rohm and Haas Co. v. Continental Insurance Company, 58 Ill. App. 3rd 378, 374
N.E. 2nd 727 (1978). In that case, the Illinois Court held that under the Illinois
version of the above Model Variable Contract Law, a ‘‘separate account” is not
subject to claims arising out of any other business the insurer ma¥l conduct. In our
opinion of January 28, 1980, we determined that the relationship between the
insurer and the annuitant for whom the company holds this separate account is
sufﬁcientl?v similar to a trust arrangement to qualify as a trust for pwosee of

564.10 of our Insurance Regulations (12 CFR 564.10). In the instant case, Wisconsin
aw provides for substantially identical insulation of assets with respect to Wiscon-
sin Employers’ “segregated account”. Accordingly, accounts at insured institutions
held by an insurer in a ‘‘segregated account’ for its annuity policy holders, such as
you have described, would be separately insured for up to $100,000 in any one
institution (as provided by the new insurance ceiling in P.L. 96-221) with respect to
each annuitant interest in such account. _

As you may know, while Federal associations have no express or implied power to
act as insurance agents, we have long held that such associations- may make
insurance programs available to their members. Federal associations may aid in the
marketing of such insurance 'programs. as long as they do not act as insurance
agents within the purview of applicable state law. Moreover, any commissions
received by such associations which exceed the ex%enses of administering the pro-
gram must be proportionately distributed among the participants. If the foregoing
criteria are satisfied, Federals may participate in annuity programs such as the one
described above. The extent to which State-chartered associations may participate in
such annuity programs, is a question for determination under pertinent state law.

Sincerely yours,
MiLaN C. MisKoOvVSKY,
General Counsel.

FepERAL DEPOSIT INSURANCE CORPORATION,
OrricE OF THE GENERAL COUNSEL,
Washington, D.C., June 4, 1980.

JupitH A. HASENAUER, Esq,,
Blazzard, Grodd & Hasenauer,
Westport, Conn.

Dear Ms. Hasenauer: This is in response to your in uiry regarding the deposit
insurance coverage of certain bank deposits to be held in accordance with an
annuity contract plan.

As set forth in your letter of May 27, 1980, the annuity contract plan will operate
as follows: The depositor purchases an annuity contract by transferring his or her
account with the bank to the Wisconsin Employers Life Insurance Company (“Insur-
ance Company”) in exchange for an annuity contract funded by ‘that account. The
account is re-resistered in the Insurance Company’'s name. The bank pays its usual
interest on the deposits and receives expense reimbursements for services.

You also noted that: (1) as permitted by Wisconsin Law, the Insurance Company
will maintain the deposit instruments in a segregated account; (2) pursuant to
Wisconsin law, the assets held in a segregated account may not be charged with
liabilities arising out of any other business of the Insurance Company; (3) accordi
to.the contract, the annuitant shall have the benefit of the entire principal of an
income from the depository account, except that the Insurance Company is entitled
to receive its service fee from the account; (4) the Insurance Company’'s record will
identify each depository account with a particular annuity contract; and (5) accord-

! In_your opinion on Wisconsin “segregated account” law, you indicate that paragraph (e) of
§611.24 provides for liquidation of any general or segregated account without affecting other
segregated accounts maintained by the company. Paragraph (i) of the section authorizes the
general account of the company to receive “fair consideration.” for acting as an insurer for the
segregated account (we understand no rules have been adopted implementing this section).
Furthet, you conclude that these provisions do not affect the insulated nature of the segregated
account, and therefore should not affect its eligibility for insurance as a trust account.
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ing to Wisconsin law, upon liquidation of the Insurance Company, a liquidator may
not invade the assets of the segregated account to satisfy claims of other creditors.

As you know, FDIC deposit insurance coverage limitations are a function of the
ri%l_\ts and capacities in which de‘rooit accounts are held. Where deposits are held in
different and distinct rights and capacities, separate insurance coverage may be
warranted with respect to each individual in whose interest the deposits are held.
See 12 U.S.C. § 1813(m) and 12 CFR Part 330.

The contract between the Insurance Company and the annuitant provides that
each deposit instrument will be maintained in the segregated account established b
the Insurance Company. The contract also provides that the Insurance Company's
records will identify each deposit account with a particular annuity contract. State
law {)rescribes that assets held in a segregated account may not be charged with
liabilities arising out of any other business conducted by the Insurance Company.
State law also prescribes that, upon the liquidation of an insurance company, a
seﬁregated account may not be invaded to satisfy claims of other creditors. It
follows, therefore, that an annuitant has a contractual right to the depository funds
agfl that this right is not only contractually enforceable but also statutorily enforce-
able.

Because of these factors, the various bank deposits in question are deemed to be
held in separate rights and capacities. This conclusion, however, is based in part
upon the Fremise that an annuitant has no rights with respect to the deposit
accounts of other annuitants. The insulation of each deposit account held exclusive-
ly for the purposes of an annuity contract is in addition to the insulation of the
segregated account itself and may stem from state statute, regulation or the con-
tract between the annuitant and the Insurance Company.

In accordance with the foregoing analysis and subject to the ‘rrecedin conditions,
the nature of the annuity contract plan is such that the deposits held by the
Insurance Company qualify for separate insurance. Each deposit account, therefore,
will be insured to the maximum amount of $100,000.

Please note that this correspondence does not represent the FDIC's opinion as to
the propriety of the applicable banking institution’s involvement in the annuity
contract plan. The appropriate federal or state law should be consulted regarding
the permissible scope cf banking activities.

Sincerely,
RoGER A. Hoop,
Assistant General Counsel.

Senator Symms. :

Senator Symms. Thank Xou very much, Mr. Chairman, and mem-
bers of the committee, and members of the panel.

I'd like to first take this opportunity, Mr. Chairman, to thank
{{ou for taking the initiative in holding these hearings on Revenue

uling 77-85 and Revenue Ruling 80-274.

In reviewing this matter this morning, I believe three separate
items need to be reviewed, of which some have been touched upon
by our first witnesses.

First, and most importantly, this committee should review the
legality of these rulings. I believe, as did the U.S. District Court,
District of Columbia, and the House and Senate, that the rulings
are not only completely illegal, but arbitrary, capricious, and a
usurpation of the legislative powers by the Internal Revenue
Service.

This entire matter represents a most classic case of the IRS
abuse in bringing about tax reforms via administrative fiat route
safe in the knowledge that the Anti-Injunction Act is their shield
against the taxpayer.

This committee should examine who makes the law, the IRS or
the Congress. It has always been my understanding that the IRS
was supposed to interpret the law, not make the law.

Second, this committee should examine the aftereffects of the
IRS actions. Quite clearly their actions have caused severe disrup-
tions in the market;-displaced many hardworking taxpayer Ameri-
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cans; and deprived middle-class Americans of a viable product
which would help them plan their retirement years.

Third, I believe it’s important to recognize the benefits of vari-
able annuities. Both the investment annuity and the annuity
wrapped around savings accounts, added to the capital base in our
economy provided a viable product to all classes of people, helping
them plan their retirement years.

The annuity wrapped around savings accounts significantly im-
proved the position of local savings and loan institutions and in-
freased their ability to lend the money for such items as home
oans.

It is very clear that the intent of the IRS in promulgating these
regulations was not in the best interests of the country nor the
citizenry.

Mr. Chairman, I'd ask unanimous consent to include with my
statement today material that was placed in the Congressional
Record by Senator Hatch and myself for part of our hearing record.

Senator PAckwoonb. It will be placed in the record.

[The information follows:]

Mr. Chairman, I would like to take this opportunity to thank you for taking the

;Snit;t’;tive in holding these hearings on Revenue Ruling 77-85 and Revenue Ruling
0-274.

In reviewing this matter this morning, I believe that three separate items need to
be reviewed.

First, and most importantly, this Committee should review the legality of these
rulings. [ believe, as did the U.S. District Court, District of Columbia, and the House
and Senate, that the rulings are not only completely illegal but arbitrary, capricious
and a usurpation of Legislative powers by the Internal Revenue Service. This entire
matter represents the most classic case of IRS abuse and F. nging about tax reform
via the administrative fiat route, safe in the knowledge th+ the Anti-Injunction Act
is their shield and weapon against the taxpayer.

This Committee should examine who makes the law—the IRS or the Congress. It
has always been my understanding that the IRS was supposed to interpret the law,
not make the law.

Secondly, this Committee should examine the after-effects of the IRS' actions.
Quite clearly, their actions have caused severe disruptions in the market, displaced
man{ hardworking, taxpaying Americans, and deprived middle class Americans of a
viable product which would help them plan for their retirement years.

Thirdly, I believe it is important to recognize the benefits of variable annuities.
Both the investment annuity and the annuity wrapped around savings accounts
added to the capital base in our economy and provided a viable product to all classes
of peo(rle helping them plan for their retirement years. The annuity wrapped
around savings accounts significantly improved the position of local savings and
{oan institutions and increased their ability to lend money for such items as home
oans.

It is very clear that the intent of the IRS in promulgating these regulations was
not in the best interest of the country or the citizenry.

(I would also like to include with my statement today, material that was placed in
the Congressional Record by Senator Hatch and by myself for the hearing record.)

RELATING TO THE TREATMENT OF CERTAIN ANNUITY CONTRACTS

Mr. Symms. Mr. President, today I am intwoducing legislation which addresses a
gross injustice in the administration of our tax laws. The legislation I am introduc-
ing provides for the revocation of Internal Revenue Service Ruling 80-274, which

rohibits the tax deferral for an individual who purchases an insurance annuity
rom an insurance company, with the insurance company’s proceeds being held at a
financial institution.

Revenue Ruling 80-274 was based upon Revenue Ruling 77-85 which in the
opinion of the U.S. District Court, many of my colleagues both in the House and
Senate, and myself is completely illegal. The Internal Revenue Service, in issuing
Revenue Ruling 80-274, proceeded via the “administrative fiat” route, to slice away

BEST COPY AVAILABLE
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at segments of annuities industry, safe in the knowledge that the Anti-Injunction
Act is their shield and weapon against the taxpayer.

The issuance of this regulation was not only a matter of tax law, but also a
matter of who makes the law. This is yet another instance of a Government agency
usurping the authority vested in the United States Congress to make the law. In
addition, not only have they usurped the law, but they have shown their disregard
for the islative Branch by remaking the tax law without our consultation and in
the face of our og ition.

However, in addition to their usurpation of legislative powers, I would also like to
mention that their intent in promulgating these regulations was not in the best
interest of the country or the citizenry.

Presentl* the U.S. economy is experiencing a severe and wing shortage of
capital, which contributes to high interest rates and the slowing of economic
Erowth. Every industry is being affected by the growing shortage of capital, and the

ousing industry, one of the nation’s major industries, 18 in a severe bind.

The savings associations in the United States finance about two-thirds of Ameri-
=a’s housing and their ability to lend depends directly on individual savings deposit-
ed in those institutions. Because of the increasing cost of living, taxes, inflation, ete.,
the amount of individual savings has steadily declined which has, in turn, decreased
the ability of the savings and loan institutions to lend.

Tax deferred annuities have proven to be very successful, ﬁarticularly with lower
to middle income people because it enables them to work with their financial
institution as a facilitator of their annuity purchase. The p am encourages
individuals to save which has a two-fold benelit to our society—(1) it encourages the
formation of capital which is desperately needed in our economy, and (2) it provides
a needed service to senior citizens in that it enables them to build a personal
retirement account at a time when the Social Security program is in jeopardy.

In a letter to Treasury Secretary G. William Miller, Chairman Jay Janis of the
Federal Home Loan Bank Board wrote on October 10, 1980:

“I am concerned about the adverse impact of ruling on savings account funded
annuity plans because these plans can be a significant incentive for increased
savings by a major ent of the American public, and because these annuity
plans have the potential to become a significant source of stable funds for Federally
1nsured savings and loan associations.”

The arbitrary and capricious Revenue Ruling 80-274 fails to provide any reasoned
legal analysis for its conclusion. In fact, as I stated earlier the U.S. District Court
found that Revenue Ruling 77-85, upon which Revenue Ruling 80-274 was based,
was incorrect as a matter of law.

I am very hopeful that my colleagues both in the House and Senate will quickly
address this problem, and be mindful that it is just another example of the govern-
ment's regulatory process being used as a vehicle to not only usurp the powers of
the Legislative Branch but to inhibit the normal functioning of the economy.

HarcH AMENDMENT TO FINANCE COMMITTEE TAX BILL (INVESTMENT ANNUITY)

Madam President, I wish to present a specific matter that is important to the
authority and integrity of the United States Senate and to the laws of this country.
It is a matter of tax law, but, more importantly, also a matter of who makes the
law. The Internal Revenue Service has in a specific instance usurped that authority
in the face of opposition of the United States Senate, a United States District Court
decision and the expressed will of the House Committee on Ways and Means.

Last year the United States Senate clearly indicated by a vote of 57-26 that it did
not intend for the IRS to change tax policy in this specific matter without consulta-
tion with the Congress. The IRS has demonstrated its contempt for the Senate by
proceeding to remake tax laws without consulting with us and in the face of our
opposition. They have called our bluff and are betting that Senators are too preoccu-

led with numerous narrow constituency interests to defend the authority and
integrity of the Senate itself.

The specific matter at hand is one that pertains to the issuance of revenue ruling
77-85 by the IRS on March 9, 1977. This ruling reversed over 70 consistent public
and private rulings that cover a time s of more than a decade. These rulings
pertain to an innovative form of variable annuity called the investment annuity.

On April 29, 1977 the United States Senate expressed its will that “this ruling be
delayed for a griod of 1 year to give Congress—which should make the change if a
9hanlgzd i’s, to made—an opportunity to check into this matter and see what's
involved.

When the expression of the Senate's will proved insufficient to deter the IRS’
immediate effectuation of Revenue Ruling 77-85, the ‘I‘reasug and were sued
for arbitrary, capricious, and illegal acts. On November 9, 1977 the United States
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District Court, District of Columbia, declared the IRS action in issuing Revenue
Ruling 77-85 to be illegal, unreasonable, ignorant of the law, and that the IRS had
usurped the powers of Congress.

When this very strong expression of ‘he court’s will also proved insufficient to
deter the IRS and Treasury fgom continuing their illegal acts, the House Committee
on Ways and Means expressed its will on April 17, 1978 that the tax treatment of
the investment annuity must be reinstated to that which had existed prior to the
IRS issuance of its illegal revenue Ruling 77-85.

All these expressions of the will of Congress and the court have been and contin-
ue to be, ignored by the Treasury and the IRS simply because Congress generally,
and the Senate specifically, are so lax in insisting that it is Congress that writes the
laws and not an unelected and unaccountable bureaucracy.

I will retrace some of the factual steps of this sordid affair—an affair that shows
the arrogance with which bureaucrats remade the law. [ retrace these steps because
they reveal the way Congress laws are twisted, broken, and remade by bureaucrats
who are apparently accountable to no one.

Such acts in this case have not only strangled an innovative industry to the
detriment of our Nation's citizens’ wellgeing. hey also constitute a documentable
case showing the impunity with which bureaucrats thumb their noses at Congress
and the courts, and provide misleading, unfair, and incomplete information to the
Congress. We have here a case in which the Treasury either attempted to deliber-
ately mislead the Congress or acted in ignorance of the law—neither of which can
be acceptable nor tolerable to the Senate.

Congress must certainly insist upon competence, completeness, and fairness in the
dealings of the IRS and the Treasury before Congress, as well as in their administer-
ing the laws of our land on behalf of our citizens.

n 1962 Con revised the Internal Revenue Code to provide for the “segre-
gated accounts” of life insurers in the underwriting of variable annuities. The law is
clear, it has not been chan¥ed in any relevant way to this very date.

In 1963 following several years of extensive study, a new life insurer was formed
to underwrite variable annuities that delegated (within prescribed limits set by the
insurer) the investment management of its segregated accounts to each policyowner.
This was an appropriate, legal, and reasonable step to provide a better annuity for
the American public. For brand and corporate identification purposes this innova-
tive variable annuity later became known as the investment annuity and is often
referred to in trade jargon as the “wrap-around annuity.”

In 1963 agpr&priate tax rulings for the policyowner and the taxpayer were re-
quested of the National Office of the Internal Revenue Service. The Internsl Reve-
nue Service recognized from the start that this innovative variable annuity involved
the delegation of broadly limited investment management to the policyholder.

In 1965, after 2 years of intensive studﬁsby all relevant departments of the IRS,
including the Chief Counsel’s office, the IRS insisted that the variable annuity was
fully in conformity with the law and issued clear rulings to that effect. Froin that
point forward until 1976, over a full decade, the IRS consistently reaffirmed its
original, basic decision over 70 times in both public and private rulings that covered
a wide variety of applications of this variable annuity in different markets and for
different groups and individuals.

In 1976 the IRS stopped issuing favorable rulings and the following events ensued:

1976: Naturally, being concerned by the stoppage of favorable rulings to individ-
uals and other insurers who were attracted to this mode of annuity underwritirlzi%
the industry started making inquiries of the IRS in the late spring of 1976. The I
responded that they were reviewing their position but would not state why or how;
nor would they meet with members of the industry to discuss their considerations.
Finally, due to external pressure, including inquiries from Members of Congress, the
IRS called for a meeting of interested parties in late September of 1976 in order
that these invitees might listen to the IRS articulate its position as it was then
being formulated over the past several months.

At a standing-room-only meeting at the IRS offices the IRS spokesmar;froceeded
to describe their views. After only perhaps 3 to 5 minutes, the assembled industry
professionals thouﬁht they might in the wrong room because the spokesman
made no sense at all. Finally, an industry representative interrupted the spokesman
and pointed out that, after all, the socalled investment annuity was only a variable
annuity and that the IRS had insisted upon this fact in 1965 after 2 years of ve
thorough study and had issued over 70 rulings to that effect since 1965. The 1
sgokesman's response was: ‘‘What's a variable annuity? I'm not familiar with vari-
able annuities!” The assembled industry professionals almost fell off their chairs
from such a shocking display of IRS unconscionable ignorance of the subject matter.
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The IRS senior officials recovered their composure and asked the industry attor-
neys to prepare a ‘‘statement of the facts" albeit the IRS had had full facts on the
so-called investment annuit{‘ from 1963, and had issued over 70 public and private
rulings thereafter. During that 13-year period (1963-1976) neither the facts nor the
relevant law had chan‘g one iota.

The “statement of facts’ was prepared in a few days and delivered to the IRS.
Such facts were summarily ignored as reflected by the tollowing events:

In late October 1976 (just a relatively few days after the 1976 Revenue Act had
been completed), the IRS issued a news release stating that they were econsidering
their position on investment annuities and requested interested parties to supply
responses to three questions that the IRS considered to be significantly relevant to
their reconsideration.

All insurers then offering the investment annuity combined forces to furnish one
complete and thorough brief to save the Government and the industry both time
and money. Every question posed by the IRS was fully answered and clearly showed
the legal, actuarial and industry practice correctness and appropriateness of the IRS
historic position established in 1965 and reaffirmed over 70 times by subsequent IRS
ggb!ic and private rulings. Even the former Chief Actuary of the Internal Revenue

rvice certified to the correctness of relevant portions of the industry brief.

The IRS never permitted any discussions with the industry as to its position on
the substance and correctness of the industry brief.

The industry was informed in early March 1977 that the IRS was prepared to
issue a revenue ruling that reversed their consistent position since 1965.

At about this time the chairman of one of the insurers involved received in the
mail from an anonymous source a cop!y of an internal Treasury Department memo-
randum addressed to the Secretary of the Treasury stating that the Treasury was
drafting a ruling reversal on the investment annuity. This memorandum was subse-
quently established as being authentic.

Included in the memorandum that was seeking the Secretary’s approval was a
brief description of the investment annuity upon which the Secretary must rely.
'I;his description was grossly at variance with the facts and omitted well-known, key
elements.

The Treasury memorandum also stated that the description of the investment
annuity, (as included in the said memorandum) had been confirmed by the insurer
of which this individual was the chairman. This individual has stated that such
confirmation is a complete lie. The insurer immediately disclosed to the Treasury
that it had received this memorandum and 'Fgowsted its gross distortion of relevant
information in the moet forceful manner. The insurer’s very legitimate complaint
was shrugged off by the Treasury. I ask unanimous consent to include these rele-
vant documents in the Record at the conclusion of my remarks.

The PresIDING OrriCcER. Without objection, it is so ordered.

{See exhibit 1.)

Mr. HarcH. Mr. President, concurrently with these bizarre events many Congress-
men were informed by concerned insurers, agents, and policyholders of the irra-
tional and highly questionable acts of the Internal Revenue Service.

As a result of this broad-based protest many Congressmen contacted the IRS and
Treasury and asked for an explanation because after over a decade and over 70 IRS
rulings, the investment annuity had become imbued with the force of law. Members
of Congress expressed the view that Congress should be consulted before the 1RS
unilaterally changed tax law.

Two of these letters were introduced into the Congressional Record last year when
the Senate voted to overturn the IRS ruling by a vote of 57 to 26. Shortly before the
IRS issuance of revenue ruling 77-85, Senators Curtis and Tower wrote a stro
letter to Secretary Blumenthal “registering” their “strong opposition” to the poesi-
ble reversal of the IRS' long-standing ruling based upon their “further strong
position that when such rulings are irmed over such a lengthy period of time as
1n excess of a decade they become imbued with the force of law and must not be
changed except for the expressed direction of Con, pursuant to the legislative
process.” This strong and wise counsel was ignored by the Treasury.

Again, shortly after Revenue Ruling 77-85 was issued but before it was published,
Chairman Long of the Senate Finance Committee together with Senators Ribicoff,
Curtis, Hansen, and Bentsen of that committee expressed their “urgent request” of
the Treasury, that the “IRS defer publication and application of Revenue Ruling 77-
85 for 90 days or until Co could consider a proposal to postpone application of
such ruling pending the ’s completion of its studies of annuities and Congress

had the opportunity to consider this area.” This strong letter also points out
that “sound tax administration should avoid the result of causing irreparable harm
to the investment annuity industry, unless the law is clear and then certainly not
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prior to the time that the Revenue Service has a firm position on the law governing
alternative areas that offer the affected taxpayers some chance of surviving this
administrative change of longstanding IRS rulings.” This strong, wise, and prophetic
letter was ignored by the 'Preasug:

As another clear indication of Senators' recognition of the IRS’s gross abuse of its
unfettered, big government power against helpless citizens, Senators Gravel, Thur-
mond, and Matsunaga introduced S. 1939 on July 27, 1977, that was designed to
remedy a problem in the administration of our tax laws which has vexed taxpayers
for many years—the periodic revision of longstanding interpretations of the tax law
that can produce drastic consequences.

The Congressional Record statement accompanying that bill includes a descri
tion of the investment annuity matter as the classic “chamber of horrors’ example
of IRS acts. The statement properly points out also that * * * rulings of longstand-
ing are relied on by taxpayers and the Service alike, and by virtue of their age take
on the color of law.”

These Senators clearly and properly stated that what was needed was “a much
needed correction in the balance between the power of the Government and the
protection of the people” and that ‘“such correction would well help reconfirm that
there is justice in America.”

When informed in early March 1977 that the Treasury had ap‘proved the IRS’
reversal of tax policy, one insurer, the one that had developed this form of annuity,
was able to get an agreement that the IRS meet with them to discuss other forms of
the variable annuity to which they could convert.

At the subsequent meeting with the IRS the insurer was shocked to learn that not
only was the so-called investment annuity form of variable annuity under attack,
but the IRS was also considering similar action against most other forms of variable
annuities—accounting in total for upward of 70 percent of all variable annuities
being sold in the United States.

Pursuant to the full disclosure requirements to its shareholders, the insurer
repared a news release reflecting these incredulous events. The news release was
irst shown to the IRS to be certain that the facts stated therein were accurate.

While the IRS was not pleased with such a pronouncement, it did find the news
release to be an accurate reflection of its statements.

When the news release was subsequently presented to the Treasury for its clear-
ance of the facts, the Treasury violently objected by stating that the IRS views on
these variable annuities were confidential and that a public disclosure of this
information would result in the denial of the insurer of the good offices of the
Treasury in this matter. A revised news release acceptable to the Treasury and
acceptable to the insurer was then issued.

It is appropriate to observe that virtually every other variable annuity being
offered to the public by any other insurer has been offered without any IRS rulings
whatsoever in view of the fact that the law was so clear. The investment annuity is
the only one that had IRS rulings—and over 70 of them stretched out over more
than a decade—and it was the socalled investment annuity that was being killed,
and no disclosure was permitted concerning the IRS’ views on the others.

During the meetings with the IRS that led to the insurer’s news release, the
insurer inquired of the IRS specialists dealing with this specific annuity matter as
to just how the annuity benefits would be taxed to the policyowner—after benefits
commenced—under the ruling reversal procedures the Iﬁ% was imposing. The IRS’
presumed expert, after some hesitation and profound silence, responded with a
counter question—"tell me again, how do these things work?"’ Here we would seem
to have a case of the IRS destroying a product and an industry on the basis of
su’ll)%‘ect-matter ignorance plus nothing but some vague notions about ‘‘tax reform.”

e next subject on the IRS agenda at those meetings was the so-called “grand-
fathering” of existing policyowners. The IRS was insisting that “‘grandfathering”
would not be permitted. Here, in this instance, tens of thousands of policyholders
had purch investmen: annuities based upon the cumulative power of over 70
consistent IRS public and private rulings, and the IRS wanted to deny these poli-
cyowners their rights und:r the contracts they had purchased. This would have
been a legal nightmare that was totally inappropriate.

The IRS kept insisting that the insurer force existing policyholders to convert
their investment annuities to some other form of variable annuity that was “‘accept-
able” to them. And, when it was pointed out to the IRS by the insurer that the I
could not assure the insurer as to what other form of viable variable annuities
would be acceptable to them—the IRS told the insurer that that was their problem,
not the IRS'. &hat arrogance! Obviously, the IRS thinks that it is unaccountable to
anyone. We seem to have here the case of another rogue agency out of control.
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Finally, in desperation for the rights of the policyholders, the insurer wound up in
a table-thumping Saturday morning session in the 'I‘reasugcwith IRS representa-
tives %reeent, where it was finally agreed by the Assistant Secretary for Tax Policy
that the “grandfathering” of existing policyholders would be Jaermi ted. To this day
the Treasury and the IRS keep telling people that they did the insurer and the
industry a great favor by their mgaminous act in “grandfathering.” But the IRS
has not been deterred by the U.S. Senate or, according to the U.S. District Court, by
tax law itself from illegally wiping out an innovative industry created in the
public’s interest. .

Soon after the Saturday morning session with the Treasury, the insurer’s attor-
neys had another meeting with the Treasury to pursue another relevant position
relating to a recently-issued Supreme Court decision that should persuade the
Treasury to hold off on issuing a ruling reversal. This proper request was equally
unsuccessful, but the Treasury indicated that the investment annuity was but the
first of the variable annuities slated to be wiped out, with others following in a year
or so. Obviously, all of this arrogant action was expected to take place via bureau-
cratic fiat and salami-slicing tactics without consulting Con .

On March 9, 1977, the Internal Revenue Service: issued Revenue Rule 77-85 that
wiped out the investment annuit!{eindustrﬁ.

hortly after the issuance of Revenue Ruling 77-85, the 1977 Tax Reduction and
Simplification Act was debated by the Senate. The late Senator Jim Allen of
Alabama, a member of the Judiciary Committee, upon becoming aware of this grave
injustice perpetrated by the IRS and the Treasury, introduced an amendment to the
tax bill that would defer the effective date of the revenue ruling for 1 year in order
to give Con the opportunity to consider the matter. An entirely reasonable
proposition. Many Senators supported Mr. Allen on the floor of the Senate and some
of the letters by Senators to the Treasury protesting its actions, such as those cited
atbovs‘d from Senators Long, Curtis, and others were inserted into the Congressional

The Senate vote was a very strong vote of 57 to 26 against the IRS on the
investment annuity matter. Naturally, the matter was then included in the items
for consideration by the conference committee. There, as the result of Treasury
lobbying and misstatements of fact—such as claiming that the Service had reversed
its ruling on the prior October 20, 1976, and that the insurers had continued selling
without notifying purchasers, and that the Senate's entirely fair “one-year deferral
was a ‘“fire sale arrangement'’'—the investment annuity amendment was ‘“‘traded
away.” In actuality, the only “fire sale” was the disastrous effect on investment
annuity employees, agents, policyowners, and shareholders.

After being traded away In conference committee, one insurer thereupon sued the
Treasury and the Internal Revenue Service for arbitrary, capricious, and illegal
acts. The resulting U.S. District Court, District of Columbia, decision issued on
November 9, 1977, after many months of thorolt{gh court deliberation, is as set forth
below. The court did not just rule against the IRS, it denounced the IRS.

The U.S. District Court, District of Columbia, declared in its memorandum opin-
ion on this matter as follows:

Revenue Ruling 77-85 is an erroneous and unreasonable interpretation of the
Internal Revenue Code, and, in view of this fact that substantial deference to the
Agency’'s expertise is not warranted b{ the facts of the case, the court will declare
the ruling to be unlawful and beyond the Service’s statutory authority.

Revenue Ruling 77-85 is unlawful and beyond the Service’s statutory authority in
that its determination that the policyowner, rather than. the issuing life insurance
. company, is the owner of the investment annuity custodial account assets is errone-
ous and unreasonable.

The Service's decision in Revenue Ruling 77-85 was not contemporaneous with
the enactment of section 801(gX1XB), does not reflect a long-standing agency posi-
tion, and is inconsistent with earlier pronouncements and even one subsequent
announcement of the tezégenci. Accordingly, substantial deference to the Service'’s
expertise is unwarranted in the instant case.

ubstantial deference to the Service’s expertise is also unwarranted because the
Service was imgroger}y motivated by considerations of tax reform when it issued
revenue ruling 77-85.

These court declarations are remarkable indeed. In plain language, the court’s
strong decision not only declared the Treasury and the IRS' act as being illegal,
unreasonable, and beyond their statutory authority; it has also declared that such
actions were improperly motivated by considerations of tax reform which is Con-
grees business, and that substantial deference to the Service's expertise is unwar-
ranted. In plain lan e, the court declared that the IRS and the ury circum-
vented the tax law deliberately and that their claimed perspective of the tax law is
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absurd. The court is referring to the actions of the reglatory authorities charged
with the responsibility of administering the tax laws of Congress.

Permit me now to comment upon certain relevant and revealing events that took
place during the court proceedings.

Every conceivable and inconceivable argument was presented to the court by the
IRS and Treasury to defend its position. These arguments ranged from trying to cite
“glleged abuses’ of the law by the insurer by citing newspaper advertisements that
stressed the investment annuities’ tax deferral aspects—which is true of all annu-
ities and cash value life insurance, and theories of ‘‘grantor trusts'’ that they
claimed supported the IRS position, but which the judge actually found to support
the insurer's position. The judge even inquired of the defendants to tell him more
about alleged abuses because he was interested, and the defendants backed off.

In the middle of the arﬁuments on the merits of the IRS’ position the insurer
discovered that the IRS had just issued a ruling to a competing insurer that
permitted said competitor to enter the very same investment annuity business that
the IRS had shut all other insurers out of. Upon being informed of this incredulous
IRS action, the judge sent a U.S. Marshali to the Commissioner of Internal Revenue
to immediately present his demand for a full explanation. The explanation provided
:as tl}:at the IRS had made a “procedural error” and of course, the judge did not

uy that.

two different occasions the judge requested two different Justice Department
attorneys arguing this case for their IRS and Treasury client to “take off their hats”
as advocates for their client and to stand before the judge as an officer of the court
and to state their views as to the merits of their clhients’ positions. Both attorneys
could not respond. The judgg repeatedly stated to the defendants’ lawyers that as an
administrative body the IRS and Treasury had the duty to be fair, to be fair, to be
fair. Fairness to the law-abiding victim in this matter was never in evidence.

With the issuance of the court’s clear and unequivocal decision, the court also
stated that it was its “confident assumption that the defendants will proceed appro-
priately, in good faith, and in a manner fully consistent with the declaratory relief
granted herein without the coercion of a court order.” The IRS and Treasury flatly
rejected such a “confident assumption” and stated that they would “appeal”, and if
they should win their appeal they would tax retroactively any interim investment
annuity purchaser. This “appeal” killed any possibility of renewing sales in spite of
the strong court victory.

As a direct result of this bureaucratic ‘‘dragging out” process that enjoys no
bounds upon time and money since both come from the public trough, the English
majority owners of the suing insurer ran up the white flag, accepted a liquidation
value bid for the insurance company ‘‘shell” and headed back to England shaking
their heads at the way the IRS and Treasury run roughshod over the American
people, the courts, and the U.S. Senate itself.

As a result of this %:‘oss travesty of justice, over 4,500 agents and employees of
just one insurer lost their ability to make a living from the company and had to
start over elsewhere. The insurer’'s shareholders took a staggering loss of over $20
million directly attributed to these court-adjudged ignorant, illegal, and unreason-
:ble e%qtions of the IRS and Treasury. Other insurers, of course, suffered comparable

ragedies.

It can be stated in fairness that following the court’s decision the Justice Depart-
ment utilized its good offices to set up meetings with the IRS to see if any accommo-
dation could be worked out with the IRS to permit the insurer who won the suit to
weather the appeal hiatus. These meetings failed because the IRS and Treasury
would have none of it. They knew full well that the insurer would be forced to its
knees and liquidated if no accommodation was reached. And they thus achieved
their goal by the brutal exercise of power unconstrained by law.

With that concluding travesty of regulatory fairness, the insurance company was
sold. And the shareholders thereof suffered over a $20 million loss directly attribut-
able to the illegal, unreasonable, unfair acts of the IRS and Treasury. But these
irregularities of the IRS and Treasury do not stop there. Permit me to continue.

In its acts 