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1981-82 MISCELLANEOUS TAX BILLS, III

MONDAY, MARCH 30, 1981

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,

COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to-notice, at 10 a.m., in room2221, Dirksen Senate Office Building, the Hon. Bob Packwood
(chairman of the subcommittee) presiding.

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

[The press release announcing this hearing and the bills, S. 388,
S. 446, S. 464, S. 476, S. 499, S. 500, S. 501, and description of these
bills follow:] (1)
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Press Release NO. 81-116

PRES8 RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
March 16, 1981 UNITED STATES SENATE

Subcomittee on Taxation and
Debt Management

2227 Dirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT SETS HEARING ON MISCELMOUS TAX BILLS

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

The hearing will begin at 10:00 a... on March 30. 1981,
in Room 2221 of the Dirksen Senate Office BuIldng

The following pieces of legislation, grouped by topic,
will be consider ed at the hearings

Taxatior of Annuities

S. 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 invented in the annuity.

S. 446 --

Introduced by Senator Synms for himself and Senator Lugar.
Would overrule Revenue Ruling 90-274 to permit tax deferral for the
purchaser of an annuity, the purchase price of which is invested by
the issuing company in a financial institution, rather than being
otherwise invested in regulated investments.

Taxation of Private Foundations

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.

S. 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.

S. 500 and S. 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 Nto limit such required pay-
out to only 5 of a private foundation's assets.



FCC-Ordered Exchanges

S. 499 --

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

Requests to Testify. Witnesses who desire to testify at
the hearing must submit a wrtten request to Robert E. Lighthizer,
Chief Counsel, Committee on Finance# Room-2227 Dirkeen Senate Office
-Building, Washington, D.C. 20510, to be received no later than the
close of business on March 20, 1981. Witnesses will be notified
as soon as practicable thereafter 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.

Consolidated testimony. Senator Packwood urges all
witnesses who have a common pos tion or who have the same general
interest to consolidate their testimony and designate a singlespokesman to present their common viewpoint orally to the Subcom-

'-pittee. This procedure will enable the Subcommittee to receive a
wider expression of views than it might otherwise obtain. Senator
Packwood urges very strongly that all witnessesexert a maximum
effort to consolidate and coordinate their statements:

Legislative 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'i 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 swugMry of the principal points
included in the statement.

(3) The written statements must be typed on letter-size
paper(not legal size) and at least 100 copies must
be-s emitted by noon on Friday, Marcl27, 1981.

(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 alloweA 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 submission 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 Finance, Room
2227, Dirksen Senate Office Building, Washington, D.C. 20510, not
later than Wednesday, April 15, 1981.
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97TH CONGRESS
Isi' 8BSSION 3.388

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

IN THE SENATE OF THE UNITED STATES

FEBRUADY 3 (legislative day, JANUARY 5), 1981
Mr. HATCH (for himself and Mr. Towis) introduced the following bill; which was

read twice and referred to the Committee 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.

1 Be it enacted by the Senate and House of Representa.

2 tivs of the United States of America in Congress amembled

3 That in the case of annuity contracts which have related

4 amounts based on a segregated asset account, the tax treat-

5 ment of such contracts under section 61 of the Internal Reve-

6 nue Code of 1954 (defining gross income) and section

7 801(gX1)(B) of such Code (relating to contracts with reserves

8 based on a segregated asset account) shall be determined-
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2

1 (1) without regard to Revenue Ruling 77-85 (and

2 without regard to any other regulation, ruling, or deci-

3 sion reaching the same result as, or a result similar to,

4 the result set forth in such Revenue Ruling); and

5 (2) with full regard to the rules in effect before

6 Revenue Ruling 77-85.
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97TH CONRESS446
1 T- 8ESION

Relating to the treatment of certain annuity contracts.

IN THE SENATE OF THE UNITED STATES

FEBRUABY 6 (legislative day, JAwuABY 5), 1981
Mr. SYmms (for himself and Mr. LUOAz) introduced the following bil; which was

read twice and referred to the Committee on Finance

A BILL
Relating to the treatment of certain annuity contracts.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congms assembled,

3 That the Internal Revenue Code of 1954 shall be applied

4 with respect to any annuity contract-

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.
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97TH CONGRESS
1ST SESSION S.464

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

IN THE SENATE OF THE UNITED STATES

F i.uIWARY 6 (legislative day, JANUARY 5), 1981

Mr. DURENBEROER (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 Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. AMOUNT OF REQUIRED DISTRIBUTIONS.

4 (a) GENERAL RULE.--

5 (1) Paragraph (1) of section 4942(d) of the Inter-

6 nal Revenue Code of 1954 (defining distributable

7 amount) is amended by striking "or the adjusted net

8 income (whichever is higher)".
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1 (2) Paragraph (3)(A) of section 4942(j) of the In-

2 ternal Revenue Code of 1954 is amended to read as

3 follows:

4 "(A) which makes qualifying distributions

5 (within the meaning of paragraph (1) or (2) of

6 subsection (g)) directly for the active conduct of

7 the activities constituting the purpose or function

8 for which it is organized and operated-

9 "(i) equal to substantially all of its ad-

10 justed net income (as defined in subsection

11 ()), or

12 "(ii) if that amount exceeds substantial-

13 ly all of its minimum investment return (as

14 defined in subsection (e)), equal to substan-

15 tially all of its minimum investment return,

16 and if its actual qualifying distributions

17 (within the meaning of paragraph (1) or (2)

18 of subsection (g)) exceed its minimum invest-

19 ment return, substantially all of such qualify-

20 ing distributions (within the meaning of para-

21 graph (1) or (2) of subsection (g)) are made

22 directly for the active conduct of the activi-

23 ties constituting the purpose or function for

24 which it is organized and operated; and".
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1 (b) EFFECTIVE DATE.-The amendment made by sub-

2 section (a)(1) shall apply to the determination of a private

3 foundation's distributable amount for taxable years beginning

4 after December 31, 1980. The amendment made by subsec-

5 tion (a)(2) shall apply to the determination of a foundation's

6 status as an operating foundation for taxable years beginning

7 after December 31, 1980.

8 SEC. 2. TECHNICAL AND ADMINISTRATIVE AMENDMENTS.

9 (a) 'EXEMPTION OF CERTAIN SMALL GRANTS FROM

10 EXPENDITURE RESPONSIBILITY REQUIREMENT.-

11 (1) GENERAL RULE.-Paragraph (4) of section

12 4945(d) of the Internal Revenue Code of 1954 (defin-

13 ing taxable expenditure) is amended to read as follows:

14 "(4) as a grant to an organization unless-

15 "(A) the private foundation exercises expend-

16 iture responsibility with respect to such grant in

17 accordance with subsection (h),

18 "(B) such grant is to an organization de-

19 scribed in paragraph (1), (2), or (3) of section

20 509(a), or

21 "(C) the aggregate amount of grants made

22 during the private foundation's taxable year by

23 the foundation (and all other private foundations

24 effectively controlled, directly or indirectly, by the

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

2 exceed $10,000.".

3 (2) EFFECTIVE DATE.-The amendment made by

4 paragraph (1) shall apply to grants made after Decem-

5 ber 31, 1980.

6 (b) DEFINITION OF FAMILY MEMBER.-

7 (1) GENERAL RULE.-Subsection (d) of section

8 4946 of the Internal Revenue Code of 1954 (defining

9 members of family) is amended to read as follows:

10 "(d) MEMBERS OF FAMILY.-For purposes of subsec-

11 tion (a)(1), the family of an individual shall include only his

12 spouse, ancestors, children, grandchildren, and the spouses of

13 children and grandchildren.".

14 (2) EFFECTIVE DATE.-The amendment made by

15 paragraph (1) shall take effect on January 1, 1981.

16 (c) RELIANCE UPON DETERMINATIONS BY THE SEC-

17 RETARY.-

18 (1) GENERAL RULE.-Section 4946 of the Inter-

19 nal Revenue Code of 1954 is amended by adding at

20 the end thereof the following subsection:

21 - "(e) RELIANCE UPON DETERMINATIONS BY THE SEC-

22 RETARY.-A grant by a private foundation to an organiza-

23 tion which has been determined by the Secretary to be an

24 organization described in paragraphs (1) and (2) of section

25 509(a) or in paragraph (3) of section 4942(j) shall be treated
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1 as a grant to such an organization provided that the grant or

2 other expenditure is made prior to the earlier of the date of

3 publication of notice by the Secretary that the organization is

4 no longer described in paragraphs (1) or (2) of section 509(a)

5 or in paragraph (3) of section 4942(j) or the date on which

6 the foundation acquires actual knowledge that the organiza-

7 tion has been notified by the Secretary of such a change in

8 the organization's status or that the receipt of such grant will

9 cause such a change in the organization's status.".

10 (2) EFFECTIVE DATE.-The amendment made by

11 paragraph (1) shall apply to grants and other expendi-

12 tures made after December 31, 1980.
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97TH CONGRESS
1ST SESSION S 7~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
certain private foundations are required to distribute.

IN THE SENATE OF THE UNITED STATES

FEBRUARY 6 (legislative day, JANuAY 5), 1981
Mr. Dunwintonu (for himself and Mr. Bosciwrs) 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 valuation of bank holding company assets for the pur-
pose of determining the amount certain private foundations
are required to distribute.

I Be it enacted by the Senate and House of Representa-

2 titve of the United State. of America in Congress assembled,

3 SECTION 1. SPECIAL VALUATION FOR BANK HOLDING COM-

4 PANY ASSETS.

5 (a) GENBRAL RuLB.-Subsection (e) of section 4942 of

6 the Internal Revenue Code of 1954 (defining minimum in-
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1 vestment return) is amended by adding at the end thereof the

2 following new paragraph:

3 "(3) SPECIAL VALUATION.-

4 "(A) IN GBNEAL.-For purposes of para-

5 graph (1XA), in the case of a private foundation

6 which is a bank holding company and which has a

7 substantial portion of its assets consisting of secu-

8 rities in-

9 "(i) banks,

10 "(ii) bank related companies, or

11 "(iii) a bank holding company,

12 the private foundation shall have the option of

13 valuing the banks and bank related companies

14 which are owned in whole or in part by the pri-

15 vate foundation (or by any bank holding company

16 in which the private foundation owns securities)

17 by capitalizing the dividends paid by the banks

18 and bank related companies at a capitalization

19 rate of 6 percent.

20 "(B) DBFINITIONS.-For purposes of this

21 paragraph-

22 "(i) BANK RELATED COMPANY.-The

23 term 'bank related company' means any cor-

24 portion or company which may be acquired

25 by a bank holding company under the provi-

78-365 0-81-2
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1 sions of paragraph (1) or (8) of section 4(c) of

2 the Bank Holding Company Act of 1956, as

3 amended.

4 "(ii) BANK HOLDING COMPANY.-The

5 term 'bank holding company' has the same

6 meaning as when used in the Bank Holding

7 Company Act of 1956.".

8 (b) EFFECTIVE DATE.-The amendment made by this

9 section shall apply to taxable years beginning after Decem-

10 ber 31, 1971.



16

97TH CONGRESS
1ST SSSION S. 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 a provision of the Internal Revenue Code dealing

with involuntary conversions of broadcast property.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. Subsection (a) of section 1071 of the Inter-

4 nal Revenue Code (relating to gains from sale or exchange to

5 effectuate policies of the FCC) is amended by striking the

6 term "radio broadcasting stations" in the first sentence of

7 such subsection and ins-erting in lieu thereof "radio or televi-

8 sion broadcasting stations". The subsection also is amended

9 by striking the term "radio broadcasting station" in the
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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
1ST 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
FBDIUARY 19 (legislative day, FInnUAlY 16), 1981

Mr. MoymxA 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.

1 Be it enacted by the Senate and House of Representa-

2 rives of the United States of America in Congress assembled,
C

3 That (a) subsection (f) of section 4942 of the Internal

4 Revenue Code of 1954 (defining adjusted net income) is

5 amended-

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

7 graph (5)," after "excess (if any)" in paragraph (1),

8 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 oENEIAL.-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 calendar 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
lST 8BSSION •

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 legislativee day, ftnuuAsY 16), 1981
Mr. MonYuw 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.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Conges amembled,

3 That (a) paragraph (1) of section 4942(d) of the Internal Rev-

4 enue Code of 1954 (defining distributable amount) is amend-

5 ed by striking out "or the adjusted net income (whichever is

6 higher)".

7 (b) Paragraph (1) of section 4942(f) of such Code (defin-

8 ing adjusted net income) is amended by striking o it "For
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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
(8. 888, 8. 446, . 464,8.46, 8. 499, S. 500, and 8.501)

ON MARCH 80, 1981

PREVAM FOR USX OF TM

COMMITTEE ON FINANCE

ST "M SrA Or F

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this pamphlet have been scheduled for a public
hearing on March 80, 1981, by the Senate Finance Subcommittee on
Taxation and Debt Management. S

There are seven bills scheduled for the hearing: S. 888 and S. 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-
ing bank 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 relatem to rollover of gain on FCC-ordered
disposition of broadcast property.

The first part of the pamphlet is a sumary of the bills. This is fol-
lowed by a 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 bills, effective dates, and esti-
mated revenue effects.
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I. 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 in certain investment annuity con-
tr.acts 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 wraparound annuities would receive the same tax
treatment accorded tra-ditionol 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=4oundation Rules

Payout ride
Under present law (Code sec. 4942), a private foundation is requi red

to distribute for charitable purpose6. 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 repeal 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
exe.npt 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 81, 1980.
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Ewpend~aeue r..ponift
Under present law a private foundation is required to exercise "ex-

penditur responibility over all grants to organizations other than
public charities (Code se. 4945). The Treasary regulations and Inter-
nal Revenue Service rules provide guidelines specifying the circum-
stances under which a donor foundation can rely on the Service's elas-
sifcation of a grantee orgnzation as a public charity in determining
that expenditure responsibility need not be exercised over grants to
such organizratons.

The bl would provide that a private foundation is not required to
exercise expenditure responsibility over a $ant to an organization if
the aggregate amount of grants made during the year by the founda-
tion andby related foundations) to that organization does not exceed
$10,000. Also, the bill would provide that a. grant to an organization
which the Intema! Revenue Service has determined to be a public char-
ity is not subject to the expenditure responsibility rules, even though
the donee oa tion loses its public charity status, unless (1)
grant was mae after the date o publication by the Service that the
donee organization has lost its qualified stat us, (2) the grant was made
after the date on which the foundation acqures actual knowledge that
the donee organization has lost its qualified status, or (8) the donorfoundation has actual knowledge that the grant will cause the dnee
organzton to lose its qualified status.

The amendments made by the bill to the expenditure responsibility
rules would be effective for grants made after December 81, 1980.
Defthition of family member

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,"
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. 4946).

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 Boschwltz

Special Distribution Rule for Private Foundations
Constituting Bank, Holding Companies

Under present 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-
putmig the minimum investment return with respect to securities of
banks, bank-related companies, and a bank hOldi company where
the private foundation ii a bank holding comtipany. The value of such
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securities 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 81, 1971.

& S. 500-Smator Moynihan

Inflation Adjustment of Income Payout Requirement for
Private Foundations

Under present law (Code sec. 4942), a private foundation is re-.
quired to distribute for charitable purposes the greater of its miimum
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 Moynijan

Repeal of Alternative Income Payout Requirement for
Private Foundations

Under present law (Code se. 4942), a private foundation is required
to distribute for charitable purposes 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 reinvested in replacement property which is
similar or related in service or use to the property sold or exchanged
(Code secs. 1071, 1088(a)). The Internal Revenue Service has nld
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
newspaper.

The bill would provide for nonrecognition of gain realized on an
FCC-ordered disposition of broadcast property where the proceeds are
reinvested in a newspaper. The amendments made by the bill would
be effectiv, on January 1,1980.
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IL DESCRIPTION OF BILLS

L S. 388-Senators Hatch and Tower
and

2. S. 446-.Senators Symms and Lugar

Tax Treatment of Investment and Wraparound Annuities

Pruent law
If g*MWra

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 see. 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 icyholder's capital and are taxable (as ordinary in-
come) only aer all of the porcyholder's investment in the contract
has been recovered (see. 72(e) ).A portion of each amount paid to a
policyholder as an annuity generally is taxed as ordinary income
(under an "exclusion ratio" test),' as are policy dividends paid after
annuity payments bgi.

A l insurance company which issues an annuity contract is not
taxed on its investment income I to the extent that income is required
to be added to its policvholder reserves for the annuity contract (secs
802 (b), 804(a), and 809(a)).
TradiicMa commercial afnmitieM

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 penod may terminate at death. Annuity contracts permit the
systematic liquidation of an amount consisting of principal (the pol-

' Each annuity payment received 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 received 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 Is allowed. Under
rules applicable to annuities under qualified pension plans, an employee's In.
vestment in the contract may be recovered first (Code see. 72(e) ).

' Capital gains are taxed to the insurance company unless the annuity is Is-
sued under a tax-quallfied 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)).
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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.The statg date for annuity payments may be within one year

after the initial premium is paid (an immediate annuity) or may be
deferred to a later date (a deferred annuity). The period between the
time the first premium is paid for an annuity and the time the first
annuity payment is due is referred to as the "accumulation period."
Annuity payments may be payable for a period which depends on the
date of an individual's death (a life annuity), for a fixed period oftime (a period certain annuity), or for the longer o a spec ed mini-
mm period or life (an annuity for a period certain and life there.
after).

An individual ma purchase an annuity by payment of a single
premium or by ma periodic payments. A 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.
PartiaI 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."
Inveekaent anuitie-

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.3 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 partially surrender) the contract at any time before annuity
benefits began and receive cash equal to the amount held in the account
(less any applicable charges).
iUnder a 1985 "private letter" ruling and numerous subsequent rul-

ings, the Internal Revenue Service helfthat the usual rules for taxation
of variable annuities applied to investment annuities. Ac ordingly,
(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., a 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
Where 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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come after the investment in the contract was recovered.#

In 1975, the Service suspended the issuance of rulings as to in-
vestment annuities and, after public announcement of the suspen-
sion, held meetings with affec issuers. In 1977, after these diu-sions, the Service announced its change position on the taxation of
investment annuities. Undei- 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 lition was based upon the con-
clusion that the individual such 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.'
ItWrqparow,4" annui"e

The principles of Rev. Rul. 77-85 (earnings taxed currently to the
individual) were recently extended by Rev. Rul. 80-274,1980-42 I.R.B.
5, to certain "wraparound" annuity contract& A wra around annuity is
generally the same as an investment annuity except that the individual
does 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 deposit in a savings and loan association to a life insurance company.
Under the contract, the asset (reduced by a fee) was deposited iy 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 generally required to
reinvest the proceeds, in another certificate of deost. 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).

luw
The issue is whether prior law, which permitted tax deferral under

investment annuities and wraparound annuities, should be restored.
Explanato of the bUll

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

4 The exclusion ratio tat applies in computing the Income element of an annuity
payment under an Investment annuity arrangement.

In litiating challenging Rev. RuL 77-85, the U.S. 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 annuities, and therefore did not address
the merits of the Investmeht annuity issue. laws*sePAMnutv, Is. v. Berna-
tha, 800 F. 2d 1 (D.C. Cih. 1979), rv' 442 F. Supp. O01 (D.D.C. 1977).

' Wraparound annuities could be Invested In a mutual fund or publicly traded
securities In addition to depots 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 company 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
accord traditional annuity contracts under present law.

Effective dute
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 requbwywnt

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").1

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 sanction 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 all its net income di-
rectly for the active conduct of exempt activities and which meets one
of three other tests (Code sec. 4942( )(3)). The term "substantially
all" is defined by the Treasury regulations to mean 85 percent or more
(Reg. § 3.4942 (b) -1 (c)).

Under 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.

1Prior 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, pursu-
ant to statutory authorization, based on the changes in money rates and invest-
ment yields 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
1909 Act was too high and that a variable percentage resulted in significant
uncertainty in planning grant programs.

78-365 0-81--3
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Eopeiiuro waponeiilit
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 properly utilized, the Act
generally imposed upon the donor foundation the responsibility
(called "expenditure responsibility") for determining that its grants
are so 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 sec&9
509 (a) (1), (2), or (3) ). The category of "publicly supported" chari-
ties described in Code section 509 (a) (2) includes generally a chari-
table organization that (1) receives more than one-third of its support
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 taxable 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 supported, the determination of whether a grant
is subject to the expenditure responsibility 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 support 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(c)).

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 percent 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. Prol. 81-6, 1981-10
I.R.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-
erall.y wil 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).
Deflition of famdy member

Present law contains a number of restrictions imposed on private
foundations (such as prohibitions on self-dealing and excess busine.4s
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 meqtirnoent

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.
Expenditure re,8ponibility

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).
Expenditure responsibility

Small grant*.-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 "disqualified 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 private

foundations and the definition of private operating foundations would
be effective for taxable years beginning after December 31, 1980. Theamendments imade by the bill to the expenditure responsibility rules
would be effective for grants 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 estinmted 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 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 charitable
or other exempt purposes the greater of its net income or five percent
of the value of its investment assets (called the "minimum invest-
ment return").1

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.

Isue
The issue is whether a special valuation rule should apply for pur-

poses of determining the distribution requirvment 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 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 com-
pa fny. The value would be determined, at the election of the foundation
by capitalizing the dividends paid by such banks and bank-related
companies at a rate of six percent (i.e., by multiplying the dividends by

or purposes of this rule, a bank holding company would be an1

company as so defined in the Bank Holding Company Act of 195.

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
yields 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.
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A bank-related company would be any corporation or company which
may be acquired by a bank holding com pany under the provisions of
paragraphs (1) or (8) of section 4(c) of the Bank Holding Company
Act of 1956.'

Because the capitalization rate specified in the bill (six percent)
exceeds the percentage 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 or 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.S.C. sec. 1841(a) (1)).
Control is generally defined to mean 25 percent ownership.

Under 12 U.S.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 is 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; (8) 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.S.C. see. 1843(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 so closely related to banking or managing or controlling banks as
to be a proper incident thereto (12 U.S.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. S. 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
percent of the value of its investment assets (called the minimumn
investment return")..

This minimum distribution requirement for a year general 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 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 thaf 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
year in which the income is earned. Under the payout rule as amended
by the bill, a private foundation would be required to distribute the
greater of its inflation-adjusted income or its minimum investment
return.

Effective date
The provisions 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.

'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
variable percentage was determined annually by the Treasury Department,
pursuant to statutory authorization, based on the changes in money rates
and investment yields since 1989, 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 1989 Act was too high and that a variable percentage resulted in signilleant
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 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 per-
cent of the value of its investment assets (called the "mininmm in-
vestment return").1

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.

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 bil
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.

I 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
variable percentage was determined annually by the Treasury Department, pur.
suant to statutory authorization, based on the changes in money rates and Invest.
meant yields 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 chauged 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) provides for nonrecognition of gain

realized on the sale or exchange of property (including stock) if (1)
the disposition is certified by the Federal Communications Commis-
sion (FCC) 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 disposit as an involuntary conver-
sion. Pursuant to such an election, gain is not recognized to the extent
that the taxpayer purchases replacement property that is similar or
related in service or use to the property sold or exchanged (Code sec.
108(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
br6adcasting."1

In Rev. Rul. 78-269, 1978-2 C.B. 210, the Internal Revenue Service
h.d that gain is not recognized under Code sections 1071 and 1038
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 newspaper stock.' In the
private letter ruling, the Service distinguished its holding in Rev. Rul.
78-269 on the basis that a 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-
plc communication properties--for example, two television stations,
a television station and a radio station, or a television station and a
newspaper-within the same broadcast area to dispose of all but one
of the propeiek. The FCC generally does not order the taxpayer to
dispose of a particular station within the area of its multiple broad-
cast ownership. Rather, the taxpayer generally may decide which
broadcasting media is sold or exchanged pursuant to such an FCC
order.

I MSLetter Ruling 805002, September 16, 1980.
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lean
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 bUl
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.2

The amendments which would be made by the bill are intended to
apply 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
The amendment made by the bill would be effective on January 1,

1980.
Revenue effect

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

I This technical amendment would be consistent with existing Treasury Reg.
I 1.101-1 (d).
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Senator PACKWOOD. 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. CHAPOTON. Ready, Mr. Chairman.

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

Mr. CHAPOTON. 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 PACKWOOD. 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. CHAPOTON. 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.

S. 476 would prescribe how certain private foundations are to
value bank securities held by the foundation for purposes of the
minimum.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-
ury Department 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 which 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
grounds. And this controversy was heightened by the issuance of
Revenue 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
with interest at rates guaranteed 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
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 eikrnings 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 language of
the statute and the legislative history of 1959 and 1962. Both
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 opposes 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 amount 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 5
percent of asset value without regard to adjusted net income. S. 500
is different. It would attempt to express adjusted net income in real
dollar terms.

The minimum payout 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 possible 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 provisibns
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
exercising expenditure responsibility.

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 responsibility helps insure that private foundations
will make grants for charitable purposes and that the grantees will
carry out the terms of these grants.

We 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 congressional 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

78-6 0-81-4
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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 the 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 distriltute 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 and 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 purpose in enacting I
the minimum distribution requirements of section 4942 of the Code I
and we see no reason why there should be a special rule in this'
regard for foundations which are bank holding companies.

In 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 disposed of and a television or radio broadcasting property
is acquired, but not vice versa.

We think there is no reason for not providing for neutrality
between these two situations. We are not opposed, therefore, to S.
499.

We would point 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.

Mr. 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 Poucv)

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 FCC 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
opposes both bills.

S. 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
payout requirement, pending further study; it opposes all other sections of the bill.

S. 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 broadcasting
property under 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 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, S. 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 ac.red directly, in an attempt to
defer tax on the income from the investment.cRv. 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 acquire 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 wra per. 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 siice 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 litigation was dismissed on *urisdictional grounds
by the Court of Appeals, 609 F. 2d 1 (D.C. Cir. 1979), and the Su preme 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.

There 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 and agrees to
accumulate those premiums, together with interest at rates guaranteed 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 iF, while a "straight" annuity involves a guarantee by the issuing life insur-
ance c:impany 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 currently
taxed. If, on the other hand, one purchases a deferred annuity, the interest, divi-
dends, or other earnings (excluding capital gains)I credited to the contract are tax-
deferred.

The treatment of annuities has been a feature of the tax laws almost from their
inception. 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 income 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 .fain 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.
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and in many cases never is, converted into a stream of annuity payments. Indeed, a
typical defered 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 become 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
premature), 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
position vis-a-vis the underlying securities. Moreover, our conclusion is supported by
both the language and the legislative 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
investments just as though they were managing an individual portfolio outside of
the annuity.

With the bank wraparound annuity described in Rev. Rul. 80-274 the individual
had selected, in the contract or the application 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 change in position the number of private ruling letters issued, which
are of benefit to the taxpaying public, 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 company
issuing the contract." Section 801(gX1XA). Similarly, the Committee reports refer to "variable
annuities" as those whose 'benefits " 0 * vary with the insurance company's overall investment
experience." See, S.Rpt. 291 (86th Cong. lot %wes) 19W92 G.e. 770, 795; S.Rept. 2905 (87th Cong.
2nd See.) 1962-3 C.B. 1180,.1184.
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substantive 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 purchase 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-
quences of passing S. 388 and S. 446, the list of revisions to the Internal Revenue
Code 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.

(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. -

(8) Expansion of Limitations on Voluntary Contributions to Qualified Plans.-
Existing law limits the extent to which participants in qualified pension 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
policy issues, many with significant revenue implications 3 and should receive care-
ful examination on their merits. They should not be indirectly brought 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 8. 446.

S. 464, S. 476, 5. 500, S. 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 present 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
net income; S. 500 would attempt to express adjusted net income in real'dollar
terms.

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
percent of assets, with liberal transition rules. The 6 percent was adjusted annually
by the Treasury to reflect the ratio of the difference in money rates and investment
returns for the year preceding the taxable year as compared to those rates and
returns in 1969. In 1976, the percentage was reduced to 5 percent without futureadjustments.The Treasury believes that the minimum payout 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

* 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
approximately 35 percent, the revenue involved in the taxation of dividend and interest income,
based on 1978 cata, is in the $35-$40 billion range. It is reasonable to assume that, if the free
us of wraparound annuities is sanctioned, a sizable portion of this income will be shifted from
direct investme it 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 determining
the minimum payout should be neutral with respect to fogpdation investments, and
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
payout 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 a meaningful payout rate. We must
consider the charitable sector as a whole, including both private foundations and
public charities. It is possible that the change in the formula advanced by these two
bills would cause a drop in the payouts 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 1(a) of S. 464 and S.
501. We are willing 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
kind of approach is unduly complicated when compared with a flat percentage of
asset value.

More importantly, 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 against the total income of the foundation, both accrued and
realized. We oppose S. 500.
Expenditure responsibility-small grants

Section 2(a) of S. 464 would allow a private foundation to make grants totalling
$10,000 or less per year to a private organization without exercising expenditure
responsibility. For these purposes, 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 publicly
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 grants. 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 Congressional intent in
making foundations publicly accountable for their grants is still of concern, and6 is
valid for all grants, regardless of their size. A threshold dollar amount for grants
that may be made without regard 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 ty of public charity-the
'publicly supported" charitable organization-remains a Oublic" charity only as long

as it meets percentage support requirements showing broad-based support. A grant-
or is not affected by the change of status of a publicly 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 loss of status.

If a grant 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 statuss 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 necessary, 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 grant was made
before the earlier of the date that a loss of status is 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 legislation in light of the recent publication of
Revenue Procedures 81-6, 1981-10 I.R.B. 41, and 81-7 1981-10 I.R.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 preceding
four years. Second, a grant will be excluded from the support tests as an "unusual
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
used.

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

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
grantee by the grantor may exist. Erosion, no matter how slow, will wear down the
framework so carefully built by Congress in 1969.
Definition of "disqualified persons"

The private foundation provisions define a specific class of persons-called "dis-
qualified persons"-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 purposes, members of an individual's
family include only his or her spouse, ancestors, lineal descendants and spouses of
libeal 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
grandchildren would no longer be disqualified persons. We oppose section 2(b) of S.
464.

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 part 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 viewpoi~it, 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 revising 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 operating foundation must distribute an amount
equal to 85 percent ( substantially all') of its adjusted net income. Furthermore, ar vate 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 drop 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
iimit 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 payout, as the bill would do, without removing some of the other
benefits accorded operating foundations undermines this statutory scheme.

Valuation of foundation assets
As described above, a private foundation must distribute the greater of (i) 5

percent of the current net fair market value of its noncharitable assets and (ii) the
foundation'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 aid by these
companies at a rate of 6 percent (i.e., multiplyig these dividends by 19/).

We 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" ofthe 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 payout 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.4 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
past years. There is apparently some disagreement between the foundation and the
Service 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
company 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
constrained 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, appropriate 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 arguing that a local
bank fulfills a charitable purpose by serving a rural community. This is a principle
of potentially wide-ranging application. It should be considered directly and not
tangentially in what is essentially a bid for special relief.

For these reasons, we oppose S. 476.

S. 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 oppose this bll. 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. FCC 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 exchanged 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 PACKWOOD. Mr. Secretary, thank you.

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

5 If the adjusted net income component of the minimum ayout 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
and could thereby 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
meeting our deadlines as we are going along with many of these
bills.

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 part of the session, you would be here every
day, or somebody would be here every day testifying.T 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 PACKWOOD. 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.

[See page 64 of Finance Committee hearing of Nov. 19, 1980 (No.
106).]

Senator PACKWOOD. 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 speedy committee approval.
There 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
appellate 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 77-85 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 .,
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 for
financial help.

Annuity taxation in the exact form as now constituted makes
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 grassroots 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, CERTIFICATF VERSUS ANNUITY COMPARISON
OF INVESTMENT RETURN ON $1 INVESTED AT 8 PERCENT FOR 35 YEARS

Taxpayer's tax bra

Item 20 peret' 30 pecen epme rc 70pe P

Cecat t Cecte Amity rcate M ft Cei*e kwy

Comttee comprison:t
Atter.tax retun ................... $7.77 $11.02 $5.73 $9.65 $2.95 $6.89 $129 $4.14
k * eX s 3 ..................................... $3.25 .. . . . ...... 3 ,92..$3.92 ... . . . ...... $3.94 .................... $2.85
Percm t .................................. ............... 42 ........... 68 ........... 132 .................... 221

Betlo tax return ................. $1378 $13.78 $13.78 $13.78 $13.78 $13.78 $13.78 $13.78
After.tax return ................... $0 7 $11.02 $5.73 $9.65 $2.95 $6.89 $1.29 $4.14

Lost due to taxes ................ $6.01 $2.76 $8.05 $4.13 $10.83 $6.89 $12.49 $9.64
Percent ............................... 44 20 58 30 79 50 91 70
Redon in loss due to

taxes via annu .............................. $3 .25 .................... $3.92 .................... $3.94 .................... $2.85
Pe e t .................................................... 55 ................... 49 .................... 36 .................... 23

'20 DW t bracket was not uded M in cmaittee's repitnl Wins *emby cKmmite
', Cmmats: hs Nt ar ft pe*~ hav trube forgo 's fte frWte beore-tax "tru retn" on M*i SMnl 0 hsw

Senator PACKWOOD. Your illustration will be inserted in therecord.
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 ho that we will succeed.
Senator PACKWOOD. We will take the rest of the panel and the

questions.
Mr. Barrow.

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

Mr. BARmow. 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 policyl
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 prior 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 you 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
program. Our average enrollee was 54 years old, had an income of

26,300, 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 PACKWOOD. 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 PACKWOOD. 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. Enrollment Applica-
tion and Certificate for Group Single Premium Annuity Contract Form WEIC
381.

OFFICE 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 383).

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, 

JOHN M. LADWIG, 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
your representative concerning the ownership of deposits placed in savings and
loans in connection with the insurance of group single premium annuity contracts.

The Company in an insurance company taxable under section 802 of the Internal
Revenue Code of 19.54.

The Company has developed a group single premium annuity contract to be sold
by the Company to depositors 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 depits.

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 (V2 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 policy, 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.

Accordingly, 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
determining the Company's gross investment income under section 804(b) of the
Code.

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 0-81--5
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letter may 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, 1979.

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

DEAR MR. LADWIG: 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 I.R.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 formal 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 language 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 your authorized representative.

Sincerely yours, GERAL PORTNEY,

Assistant Commissioner (Technical).

STATE OF WISCONSIN,
OFFICE OF COMMISSIONER OF BANKING,

August S, 1978.
Re Single Premium Deferred Annuity Contracts.

DE 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
program 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.

Yours very truly, T. E. PEDERSON,

Deputy Commissioner of Banking.

STATE OF WISCONSIN,
OFFICE OF COMMISSIONER OF SAVINGS AND LOAN,

March 28, 1978.
Mr. JOHN M. LADWIG, CLU,
Wisconsin Employers Insurance Co.,
Green Bay, Wis.

DEAR MR. LADWIG: 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 t act as a trustee for a plan such as that which you describe.

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

Sincerely,
BRIAN T. KAYE, CFE,

Deputy Commissioner.

FEDERAL HOME LOAN BANK BOARD,
Washington, D.C, May 5, 1980.

Ms. JUDITH A. HASENAUER,
Blizzard, 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, ard
asked about the insurance of accounts held under an annuity contract offered by
Wisconsin Employers Insurance Company (WEIC).

In your letter you describe the WEIC annuity program as follows:
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1. Wisconsin Employers proposes to establish one or more [segregated]I accounts
pursuant to the insurance laws of the State of Wisconsin. Such [segregated] accounts
will be used exclusively for the Wisconsin Employers Annuity Contracts described
herein.

2. Wisconsin Employers proposes to issue Group Annuity Contracts (the "Annuity
Contracts"). Participants under said Annuity Contracts will be certain owners of
deposit instruments isgo-ad 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
[Segregated] 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
Group 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.

7.At maturity, the proceeds from each deposit instrument held under the Annu-
ity Contract will be re-deposited in a deposit 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 savings
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.2 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 ff 611.24 (1), (3)(b) and (Xc) 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) Mandatory 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.

(3Xb) 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 annuity is a fixed contract, Wisconsin law (referred
to below) requires the use of a "segregated" account.

'The tai 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
any liabilities arising out of it, except under par. (i)*3

While insurance companies generally 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 insurance 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 policy claim out of its general assets."
Rohm and Haas Co. v. Continental Insurance Company, 58 111. 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 may 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
sufficiently similar to a trust arrangement to qualify as a trust for purposes of
f 564.10 of our Insurance Regulations (12 CFR 564.10). In the instant case, Wisconsin
law 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 expenses 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, rsAN C. MISKOVSK,

General Counsel.

FEDERAL DEPOSIT INSURANCE CORPORATION,
OFFICE OF THE GENERAL COUNSEL,

Washington, D.C, June 4, 1980.
JUDITH A. HASENAUER, Esq.,
Blazzard, Grodd & Hasenauer,
Westport, Conn.

DEAR Ms. HASENAUER: This is in response to your inquiry 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-registered 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 permit b 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) according
to the contract, the annuitant shall have the benefit of the entire principal of and
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).
Further, 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
rights and capacities in which deposit 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 eld.
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 by
the Insurance Company. The contract also provides that the Insurance Company a
records will identify each deposit account with a particular annuity contract. State
law prescribes 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
segregated 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
and 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 premise 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 preceding 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 of banking activities.

Sincerely,
ROGER A. HOOD,

Assistant General Counsel.

Senator Symms.
Senator SyMMS. Thank you 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

you for taking the initiative in holding these hearings on Revenue
Ruling 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-
creased their ability to lend the money for such items as home
loans.

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 PACKWOOD. 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

initiative in holding these hearings on Revenue Ruling 77-85 and Revenue Ruling
80-274.

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. 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 Legislative powers by the Internal Revenue Service. This entire
matter represents the most classic case of IRS abuse and . ;nging about tax reform
via the administrative fiat route, safe in the knowledge thit 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
many 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 people helping them plan for their retirement years. The annuity wrapped
around savings accounts significantly improved the position of local savings and
loan institutions and increased their ability to lend money for such items as home
loans.

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 introducing 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
prohibits the tax deferral for an individual who purchases an insurance annuity
from 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 Legislative Branch by remaking the tax law without our consultation and in
the face of our opposition.

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.

Presently, the U.S. economy is experiencing a severe and growing shortage of
capital, which contributes to high interest rates and the slowing of economic
growth. Every industry is being affected by the growing shortage of capital, and the
housing industry, one of the nation's major industries, is in a severe bind.

The savings associations in the United States finance about two-thirds of Ameri-
,la'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, etc.,
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, particularly with lower
to middle income people because it enables them to work with their financial
institution as a facilitator of their annuity purchase. The program encourages
individuals to save which has a two-fold benefit 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 segment of the American public, and because these annuity
plans have the potential to become a significant source of stable funds for Federally
insured 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.

HATCH AMENDMENT TO FINANCE COMMIrrE TAx BiLL (INvESrMvr 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 iaw, 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-
pied 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. Tkis ruling reversed over 70 consistent public
and private rulings that cover a time span 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 period of 1 year to give Congress-which should make the change if a
change is to be 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 Treasury and IRS 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 from 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' wellbeing. They 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.

In 1962 Congres 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 changed 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 appropriate tax rulings for the policyowner and the taxpayer we-re re-
quested of the National Office of the Internal Revenue Service. The Intern, Reve-
nue Service recognized from the start that this innovative variable annuity Ivolved
the delegation of broadly limited investment management to the policyholder.

In 1965, after 2 years of intensive study by 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. From 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 underwriting,
the industry started making inquiries of the IRS in the late spring of 1976. The IRS
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 spokesman proceeded
to describe their views. After only perhaps 3 to 5 minutes, the assembled industry
professionals thought they might be 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 so-called investment annuity was only a variable
annuity and that the IRS had insisted upon this fact in 1965 after 2 years of very
thorough study and had issued over 70 rulings to that effect since 1965. The IRS
spokesman'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 annuity 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 changed 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 following 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 i-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 anzd appropriateness of the IRS
historic position established in 1965 and reaffirmed over 70 times by subsequent IRS
public and private rulings. Even the former Chief Actuary of the Internal Revenue
Service 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 copy 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.
This 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 protested its gross distortion of relevant
information in the most 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 OICER. Without objection, it is so ordered.
(See exhibit 1.)
Mr. HATCH. 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 IRS
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 strong
letter to Secretary Blumenthal "registering" their "strong opposition" to the possi-
ble reversal of the IRS' long-standing ruling based upon their "further strong
position that when such rulings are reaffirmed over such a lengthy period of time as
in excess of a decade they become imbued with the force of law and must not be
changed except for the expressed direction of Conrs pursuant to the legislative
process." This strong and wise counsel was ignored by the Treasury.

Aain, shortly after Revenue Ruling 77-8 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 Cogres could consider a proposal to postlione application of
such ruling pending the IRS's completion of its studies of annuities and Congress
has 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 Treasury.

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 descrip-
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 approved 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
prepared a news release reflecting these incredulous events. The news release was
first 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 so-called 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 IRS 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
subject-matter ignorance plus nothing but some vague notions about "tax reform."

The 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 purchased investment 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 IRS
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'. What 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 Treasury with IRS representa-
tives present, where it was finally agreed by the Assistant Secretary for Tax Policy
that the grandfatheringg" of existing policyholders would be permitted. To this day
the Treasury and the IRS keep telling people that they did the insurer and the
industry a great favor by their magnaminous act in grandfatheringp." 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 Congress.

On March 9, 1977, the Internal Revenue Servic. imsued Revenue Rule 77-85 that
wiped out the investment annuity industry.

Shortly after the issuance of Rvenue 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 Conge 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
above from Senators Long, Curtis, and others were inserted into the Congressional
Record.

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 thorough 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 by 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(gXIXB), does not reflect a long-standing agency posi-
tion, and is inconsistent with earlier pronouncements and even one subsequent
announcement of the agenc. Accordingly, substantial deference to the Service's
expertise is unwarranted in the instant case.

Substantial deference to the Service's expertise is also unwarranted because the
Service was improperly 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-
gress business, and that substantial deference to the Service's expertise is unwar-
ranted. In plain language, the court declared that the IRS and the Treasury 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 regulatory 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
"alleged 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 arguments 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. Marshall to the Commissioner of Internal Revenue
to immediately present his demand for a full explanation. The explanation provided
was that the IRS had made a "procedural error" and of course, the judge did not
buy that.

On 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 clients' positions. Both attorneys
could not respond. The judge 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 thepublic 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 gross 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-
able actions of the IRS and Treasury. Other insurers, of course, suffered comparable
tragedies.

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 to protect the interests of their policyholders, the innovative insurer
arranged that the bulk of its $380,000,000 of variable annuity reserves would be
reinsured with another insurer. Again, an irrational unaccountable act of the IRS
transpired that cost the insurer $2 million.

This arose because the reinsurance treaty that was consummated between the
insurer and another company was subject to a separate IRS ruling on that specific
matter. There was nothing unusual about the structure of the reinsurance arrange-
ment. It was similar to many others on many occasions by many other insurers over
many years. However, in this instance the IRS refused to provide the relevant
favorable ruling, because it stated that it was reconsidering its historic position.
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Thus, the expiration date between the insurers for the required IRS clearance
passed without the favorable ruling at a cost to the insurer of $2 million. The IRS
has not yet made its decision on these matters, and apparently this delay is the
result of internal disagreements over its new position within both the IRS and
Treasury. And yet, this bureaucratic refusal to honor old rules while they rethink
possible new positions has cost this victimized insurer $2 million.

Following the strong court victory in late 1977 that was frustrated by IRS and
Treasury intransigence, the matter was taken to the House of Representatives
where the Ways and Means Committee was considering the administration's propos-
als in regards to the 1978 tax bill. Included in the Treasury proposals was a section
entitled "tax shelter annuities" that, in short, proposed to Congress that the laws
should be revised to treat all annuities sold to the general public in the same way
that the IRS had ruled on the investment annuity. In other words, change the law
such that it would support the IRS' illegal position.

Competent authorities from throughout the annuity industry testified before the
Ways and Means Committee that the Treasury proposal was irrational, uninformed,
and that the Treasury's descriptions were miseading. Some of the Treasury's errors,
half-truths, or misrepresentations are as follows:

In no way can any annuity fit the defined term of "tax shelter" and the term was
used by the Treasury solely for obvious pejorative purposes.

The Treasury's proposals make it seem like huge revenues are lost to the Govern-
ment via annuities when, in fact, the Treasury's own revenue estimates show that
only a $12 million revenue gain from their proposed taxation would accrue to the
Government from the entire annuity industry in 1979, gradually increasing to $80
million in 1983. The investment annuity segment of that total can be but a small
fraction thereof. It can be stated also that even the $12 million entire annuity
industry figure is obviously specious, because taxes are merely deferred under
annuities and are recaptured with interest when benefits are ultimately paid out.
Common sense tells us that counting as a loss today that which will be repaid is
hardly a reasonable measurement of the loss to the Government, particularly when
the repayment includes an interest element.

In regards to the Treasury's use of the pejorative term "tax shelter" and the
relative cost to the Government of tax deferral under annuities, including the
investment annuity, the respected accounting firm of Coopers & Lybrand was re-
quested to provide their professional analysis of the subject. In that regard the
accounting firm was supplied with a relevant segment of Professor Stanley Surrey's
book entitled, Pathways To Tax Reform, wherein he stipulates that an appropriate
way to compensate the Government for tax deferral would be to charge interest
thereon. I ask unanimous consent to include in the record a report from the
respected accounting firm of Coopers & Lybrand that deals with this particular
question.

In the Cooper & Lybrand report appropriate tables clearly show that annuity
taxes when deferred are recaptured by the Government with interest. This report
refers to Professor Stanley Surrey, Harvard law professor and former Assistant
Secretary for Tax Policy during the Kennedy and Johnson administrations. Much of
the so-,alled "tax expenditures" theories now practiced by our Government reflect
his personal thinking. Mr. Surrey's book entitled "Pathways to Tax Reform" includ-
ed a chapter on how the Government could be appropriately paid for granting tax
deferral. The reference in the Coopers & Lybrand report are to Mr. Surrey's recom-
mendations along that line. I cite the brief conclusions of the Coopers & Lybrandreport.'In conclusion it is evident that:

"1. Deferred annuities (including the investment annuity) lack a 'prime ingredient
of tax shelters' namely, an interest-free loan from the Government in the amount of
tax deferred.'

"2. The existing mode of interest annuity taxation results in an interest element
being charged to that taxpayer as proposed by Mr. Surrey;

"3. In fact, under most circumstances the existing mode of annuity taxation
provides more tax dollars for the Government than Mr. Surrey's proposals;

"4. The existing mode of deferred annuity taxation is similar to the Governments
own 'series E' bond (unless an election is made to be taxed currently);

"5. Because of the foregoing it is quite inappropriate to lump deferred annuities
(including the investment annuity) in with so-called 'tax shelters.'

Since Professor Stanley's "corrective measure" has always existed under all annu-
ities, including the investment annuity, how can it possibly be claimed that an
annuity is a tax shelter in the first place? It certainly cannot.

The Treasury's presentations also attempted to convince the Congress that an
annuity is little more than a fund that the policyholder has free access to. Compe-
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tent authorities have always rejected that notion, as has Congress, over the entire
history of the Internal Revenue Code. Many court cases have universally shot down
the erroneous "access to fund theory" including the very suit cited on page 137 of
the Treasury 's report. This was a case that the Treasury lost on this very point. It is
truly incredible that the Treasury report would have Congress believe that the'access to fund theory" is part of the present law when (A) the Treasury must know
full well that it is not and (B) the courts have stated vigorously and repeatedly that
this theory is foreign to law. Such a failure to communicate accurately and fully to
Congress appears as a very serious disregard of responsibility and fairness. It shows
utter contempt for the U.S. Congress on the part of bureaucrats who have no
outside check imposed on their power.

The Treasury's stated "reasons for change" of annuity taxation are bottomed on
totally erroneous perceptions plus an illogical and erroneous attack on the value of
annuities. For example:

It is factually incorrect for the Treasury to state that "traditionally, most annuity
contracts purchased were immediate annuities" (i.e., those starting benefits immedi-
ately as contrasted with those annuities that defer benefits until some future date.)
Clear facts easily gleaned from the life insurance fact book show this to be errone-
ous. The Treasury s statements are obviously meant to infer that deferred annuities
are a new phenomenon hardly contemplated under the law. Such a perspective is
totally at variance with the facts.

They also stated that annuities were O.K. when interest rates were low and
insurance company expense charges high, but now when interest rates are high and
insurers have lowered their expense charges, the annuity demon is to be exorcised.
Such convoluted, myopic reasoning, leaves much to be desired and appears contrary
to the public interest.

The Treasury's report is filled with excerpts from advertising and literature that
the Treasury claims prove deferred annuities are "tax shelters marketed by promot-
ers." First, 'advertising puffery" does not make the law. Second, their frequept use
of perjorative terms make the Treasury itself the "promoter" of its unsound, half-
baked proposals. Clearly, the Treasury should spend more time learning and under-
standing existing law rather than clippin advertisements and literature. What the
Treasury's academics do not compre end in their ivory tower is that in selling a
product in a competitive market, the marketing thrust is to emphasize differences
and advantages. General Motors does not waste a lot of money advertising that its
cars provide transportation. Nor do insurance companies and their agencies waste
their time and money advertising what the prospect already knows, namely, that
annuities provide benefits in life's later years. You advertise and market legitimate
features that the prospect would want to know about, and you attempt to show him
why he needs your product now. What's wrong with that? Obviously, too, you create
advertising to support and motivate the salesman and make the product attractive
to the buyer. After all, annuity sales must not only compete among insurance
companies, but against other forms of savings, and even more importantly, against
other ways the prospect could use his money.

It is particularly revealing of the Treasury's lack of candor and fairness with
Congress to note that the portion of the Treasury's report to Congress dealing with
the investment annuity contains no mention that the court, after thorough consider-
ation, declared the Treasury and the IRS actions in issuing revenue ruling 77-85
unreasonable, beyond their statutory authority and that deference to the Treasury's
and IRS's expertise on this matter is unwarranted. The Treasury's sole reference to
the court decision stated that, if sustained, it would permit taxpayers active control
over their investment portfolios as though the annuity never had been purchased.
This incredulous statement is exactly what the court had just stated was not the
case, what clear law shows is not the case, and what the IRS had insisted over 70
times during an 11-year period was not the case. Clearly, such deliberate misrepre-
sentation to Congress of the documentable facts is absolutely intolerable.

Nor did the Treasury's report provide any mention that the IRS had consistently
reaffirmed their previous position on the investment annuity as being merely a
variable annuity for well over a decade and over 70 rulings. Clearly, the Treasury
report wanted the Congress to perceive the investment annuity as some "device
promoted for use by high income taxpayers." The investment annuity is but a more
useful, flexible annuity to the advantage of the entire American public, and its tax
treatment is no better nor worse than any other annuity. The total omission in the
report of the prior, substantive, affirmative history of the investment annuity is
clearly designed to withhold relevant facts from congress and again reflects the
lack of completeness and fairness in the Treasury's report and a contempt for
Congress. The crux of the Treasury's report seems to be not the law but the tax
reform argument that "deferred annuities" should be taxed because "they are now
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virtually the only remaining, widely available investment vehicle that enables
investors to defer taxes on regular recurring investment income." The report also
argues that since no changes have been made in the way investment income is
taxed under annuities for years, it's therefore deemed to be outmoded law and in
need of change. In other words, anything sound and workable has to be changed.

Following the Treasury's presentation of its proposals to Congress and in contem-
plation of Ways and Means Committee consideration of the Treasury's proposals on'annuities," the ranking Republican on the Ways and Means Committee and the
ranking Democrat on that committee after the chairman, together with others,
cosponsored H.R. 12173 to correct the IRS' grave abuse of justice. H.R. 12173 merely
reinstated the IRS rulings on these variable annuities as said rulings existed prior
to the IRS issuance of the illegal Revenue Ruling 77-85. The Congressional Record
remarks relating to H.R. 12173 stated that this matter has "resulted in severe
inequities and injustice, and the Government should not deal with its citizens in
such a high-handed manner."

When the Ways and Means Committee proceeded with its "markup" on the
annuity proposals of the Treasury the Treasury's proposals were completely reject-
ed by that committee. Additional;, the committee voted, by the strong vote of 22 to
14, to restore the investment annuity to its proper place under the law as it existed
prior to the issuance of the IRS illegal Revenuc Ruling 77-85. 1 ask unanimous
consent that a copy of H.R. 12173 be included in the Record, as it is this amendment
that I am proposing the Senate adopt.

I believe the Senate should also know that during the debate on annuities within
the House Ways and Means Committee "markup," the Treasury representatives
again displayed gross ignorance of the subject matter by making the following
factual errors:

The Treasury stated that annuities can be compared with certificates of deposit
because annuities have no mortality risk. This statement is absolutely incorrect.
Annuities involve very serious mortality risks that exist from the moment the
annuity is purchased. And, the younger the purchaser, the greater can be the risk.
Anyone, who knows anything about annuities, knows that this is so. The Treasury's
statement is not only wrong it is totally misleading, because it incorrectly compares
apples and oranges (annuities and certificates)-they are not the same. To claim
that they are the same misleads Congressmen who are not experts on this subject.

The Treasury stated that the investment annuity is more like a "grantor trust."
Such a "grantor trust" likeness is totally incorrect, and its use by the Treasury in
the markup session is grossly misleading. The IRS attempted to proceed on that
erroneous theory early in the convoluted reconsideration of investment annuity
taxation. As a matter of fact, in reaching its conclusions, the court was guided by
the seminal cause of Helvering against Clifford and concluded that "in contrast to
the respondent in Clifford investment annuity policyholders have manifestly effect-
ed a substantial change in their economic positions." Thus, the court concluded that
the very "grantor trust" theory put forth by the Treasury and the IRS does in fact
support the conclusion that the investment annuity is not a grantor trust, and is in
fact a variable annuity just as the IRS had insisted upon for over a decade and for
over 70 rulings prior to its unreasonable, illegal act in issuing revenue ruling 77-85.
Clearly, such obvious stupidity of the IRS is unconscionable but when the Treasury
tries to force on Congress as fact that which the court has so clearly just shot down
in a suit over that very matter, the Treasury's actions become intolerable and an
insult to the integrity of the U.S. Congress.

Due to procedural constraints that arose within the Ways and Means Committee
in its resolution of the impasse over proposed capital gains taxation, and which was
unrelated to the investment annuity matter, the investment annuity amendment
was not included in H.R. 13511 as reported out of the committee to the House of
Representatives.

Although Senate Finance Committee members strongly supported the investment
annuity in last year's Senate action, this time representatives of the investment
annuity industry were denied opportunity to present oral testimony because of the
crush of other items. Thus, written testimony has been filed by the Investment
Annuities Institute, with copies supplied to all other Senate Finance Committee
members.

During the Senate Finance Committee markup the investment annuity subject
was brought up for consideration, but it was felt that since the originating insurer
had been sold and its parent liquidated-as a direct result of illegal, unreasonable,
and ignorant IRS acts-the IRS had already triumphed over the law and the
Senate. Due to the administration's opposition to its bill, the committee apparently
felt that it should avoid an issue that the administration would try and demagog as14narrow."0
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The U.S. District Court decision and the Coopers & Lybrand report show that the
IRS ruling on the investment annuity is illegal, unreasonable, ignorant, and beyond
their statutory authority.

The whole challenge to the investment annuity shows what happens when a small
group of "reformers' gets hold of a major Government agency and believes that
they have the moral nght to overturn tax law and to remake it in the image of
their personal views.

What is at stake here is not just a matter of tax law. What is at stake is the
authority and integrity of the Finance Committee and the U.S. Senate. If we allow
the IRS bureaucrats to ride roughshod over us and over the American people just
because we are too busy with constituency interests to stand up for general princi-
ples, we will continue to allow the power of the people as represented in the
Congress to be usurped by unelected, arrogant bureaucrats. Whoever comes along
who believes he has a divine right to remake the Nation to reflect his personal view
of a reformed society will have a free hand. This is regulatory anarchy.

As stated by the Ways and Means Committee sponsors of the amendment I
propose to the Senate, such precipitous action by the IRS in this matter has resulted
in severe inequities and injustice, and the Government should not deal with its
citizens in such a high-handed manner. I urge each Senator to vote favorably on
this amendment.

I also request and urge that the Senate condemn these documented acts perpe-
trated by the Treasury and IRS and to provide for an appropriate oversight investi-
gation, with subpena powers to all parties concerned, to assess the means by which
such acts are tolerated and pursued. Such acts are not just inconsistent with
certainty in the law. They are also inconsistent with a free societ.

Before concluding my comments permit me to state emphatically that this matter
is certainly not a "narrow" one in any sense of that word. The authority and
integrity of the Senate is at stake-a most important matter that commands our
immediate and resolute action.

Further, the true victims of these arrogant, unreasonable, and iorant IRS and
Treasury actions are our Nation's citizens who are being illegally denied one of the
most innovative and useful annuities ever devised in the public interest-and cer-
tainly that is no narrow matter.

It is tragically true that the company that had the foresightedness, ability, and
guts to pioneer from scratch, and to dare create a better free enterprise means for
our citizens to save and invest for financial independence in life's later years, has
been strangled to death before our own eyes by outrageous bureaucratic lawlessness.

Its annuity did not die, however, because other life insurers can offer it, and
many want to, and will upon the restoration of the investment annuity to its
rightful place under the law.

EXHIBIr 1

LIn, TOOMEY & KzNT,
Washington, D.C., February 8,1977.

Dr. LAURzNCE N. WOODWORTH,
Assistant Secretary for Tax Policy,
Treasury Department Main Treasury, Washington, D.C.

DEAR DR. WOODWORTH: My clients and I appreciate your invitation to confer with
you on the status of the review of the investment annuity being conducted by your
Office.

A purported memorandum from Charles M. Walker to Secretary Simon on the
investment annuity ruling recently came into the hands of one of my clients
through an anonymous source. Because of the nature of the document, I thought it
important that you know before the meeting that it was in our possession. There-
fore, I have enclosed a copy. You should also be aware that we are greatly disturbed
by the manner in which this very important issue has been presented and the
erroneous implications thereof. While there are a great number of points which
require comment, there are three points of paramount concern which should be
brought to your attention before the meeting.

(1) The description of the investment annuity in the memorandum on which the
proposed decision is based does not accurately state the situation and is inadequate.
Moreover, First Investment Annuity Company (FIAC) did not agree to those facts.
The investment annuity contains all the elements of an annuity contract and an
annuity is in fact, purchased either in a deferred form or an immediate form at the
time the contract is entered into. The memorandum conceded that FIAC, in 1965,
decided to restructure its policy to accommodate to the position then taken by the
Internal Revenue Service that the contract constitutes the purchase of an annuity
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and that the assets are those of the insurance company. FIAC further modified its
contract in 1968, at the insistence of the Internal Revenue Service in order to
conform the contract to the requirements of a deferred annuity contract. This led to
the issuance of Rev. Rul. 68-488 in which the Internal Revenue Service definitely
concluded that an annuity was purchased at the time the contract was issued. This
ruling was not even mentioned in the Walker memorandum. The Insurance Com-
missioner of Pennsylvania has confirmed that the Pennsylvania insurance laws
under which the investment annuities are authorized are the same as those for
variable annuities and that their status is consistent with the present Federal tax
treatment of investment annuities. Investment annuities have been approved for
sale in over 38 states under the applicable laws of those states.

(2) The FIAC investment annuities are simply not structured to hold such assets
generally referred to as "tax shelters". The memorandum asserts that the invest-
ment annuity could develop into a substantial tax shelter industry and that the
promoters are "already exploring ways to shelter the income from oil ventures
through the use of an investment annuity". This assertion apparently is a ground
for the policy decision to recommend reversal of the IRS rulings. If the reference to"promoters" is intended to identify FIAC, I want to emphasize that FI, C has not
and does not contemplate the inclusion of oil ventures and other such tax shelters
within the custodian account as acceptable investments.

The investment annuity is merely a form of variable annuity and, as such, shares
the same tax treatment as other annuities. It does not involve any of the write-offs,
leverage, or speculative investment devices which result in a real cost to the
government of permanently lost taxes as those involved with devices attacked by
the Tax Reform Act.

(3) No meaningful dialogue has yet been established between the IRS and indus-
try representatives despite repeated requests for such dialogue. The reference in the
memorandum to the meeting on September 30, 1976 leaves an impression that the
fundamental issues of the investmerl annuity have been discussed with the indus-
try. Before the meeting, we were told that its purpose was to allow the Internal
Revenue Service to describe its proposed position and give industry representatives
an opportunity to ask questions. This did not happen. The Internal Revenue Service
merely informed us that the prior rulings were under reconsideration, and that no
final decision had been made. Because it was apparent that the reconsideration had
been initiated with very little knowledge of the facts, it was suggested by the
Service that a meeting be held to ascertain the facts. Discussion on the facts was
subsequently held but the objections of the Internal Revenue Service to the invest-
ment annuity were never detailed. In spite of the length of time that this matter
has been under review, and the detailed memorandum which we filed at the
Service's request, we have never been informed of any specific objections to the
investment annuity contract which require either modification of existing contracts
or a reversal of the rulings issued by the Internal Revenue Service over the last
eleven years.

I hope that the meeting on February 9 will lead to a better understanding of our
respective positions and that an agreement can be reached for resolving the issues
as expeditiously as possible in a manner satisfactory to the Treasury, the Internal
Revenue Service, the insurance companies involved, and the tens of thousands of
individuals who hold investment annuity contracts.

Respectfully,
JOHN A. CARIDON.

INVESTMENT ANNUITY RULING
We are in the process of drafting a revenue ruling which we propose to publish

reversing the prior favorable revenue rulings on the investment annuity arrange-
ments developed by the First Investment Annuity Company of America (FIAC) and
other insurance companies.

Over the past several months, both Treasury and the IRS have been reviewing the
tax status of investment annuities. On September 30, 1976, we met with industry
representatives in order to obtain a better understanding of the investment annuity
product. On October 20, 1976, we solicited public comment on the three technical
problems under consideration, and as a result, we received several submissions,
including a lengthy brief submitted on behalf of FIAC and nine other insurance
companies. Based upon our analysis of the investment annuity product and applica-
ble law, we have concluded that the position previously taken by the Service in
certain private letter rulings is incorrect as a matter of law.
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THE INVESTMENT ANNUITY DESCRIBED

Basically the purchaser of an investment annuity will deposit cash or securities
with a. custodian. An annuity is not purchased at the time these deposits are made;
instead, the purchase is deferred until the depositor reaches retirement age, at
which time one-year term annuity contracts are acquired with the funds held by the
custodian. In the interim, the assets held by the custodian are invested at the
direction of the depositor, even after he reaches retirement age, as though, in effect,
these assets were held in his own personal brokerage account or trust.

PROPOSED RULINGS POSITION

Given these facts (which have been confirmed by FIAC), we have concluded that
these brokerage, or custodial, accounts do not represent assets of the insurance
company which will ultimately provide the annuity. Unlike the traditional variable
annuity, where the insurance company invests the assets but the policyholder bears
the investment risk (as in a mutual fund), the holder of an investment annuity
retains full investment control.

Under the proposed ruling, dividends and interest earned on assets held in a
custodial account will be taxed directly to the policyholder, unlike the result under
current law, where these earnings have been accumulating on a tax-free basis as
life insurance company assets. Capital gains will also be taxed to the policyholder,
although here, the change will not be as significant, because, under existing law,
capital gains are currently subject to tax at insurance company rates.

IMPLICATIONS OF THE RULING

Apart from our legal analysis of the problems raised by investment annuities,
there are important policy considerations. In our view, investment annuities, while
presently in their infant stage, could develop into a substantial tax shelter industry
if the present rulings posture remains unchanged. Although all of the various uses
of these products are not yet known, we have Cen advised informally that promot-
ers are already exploring ways to shelter the income from oil ventures through the
use of an investment annuity.

In reversing the outstanding rulings position, both Treasury and IRS recognize
the problems faced by those companies which have entered into the investment
annuity market in reliance upon the rulings which have been issued to private
tax payera over the past 10 years. The problem is particularly acute for FIAC.' In
1W it sought a ruling which would have reached the result which we are now
proposing. But the Rulings Division of the Service concluded that the insurance
company should be regarded as the owner of assests in a custodial account, for
reasons that are not entirely clear. After lengthy negotiations, FIAC, in 1965,
decided to restructure its policy to accommodate the Service's view. FIAC is under-
standably concerned about the possibility that the rules are about to be changed on
it again. Thomas Kelly, the Chairman of the Board of FIAC, has made his concerns
known to a number of Congressmen and to a number of people here at Treasury.
Questions about the continuing financial viability of FIAC have also been raised by
a British company. Save & Prosper, which loaned approximately $7 million to FIAC
between 1973 and 1975 when it was on the verge of bankruptcy. The British
Embassy in Washington has inquired about the matter, although they have taken
no position on behalf of FIAC.

While we recognize FIAC's problems, we understand that many conservative
attorneys have been advising their clients not to purchase investment annuities,
because of the concern about the validity of the Service's old rulings positions-a
poition which we think is invalid and should be changed, as the Service proposes to
do. We also understand that, within the life insurance industry itself, there has
been a growing concern that unless the tax treatment of investment annuities is
changed soon, they will become such a widespread tax shelter that Congress will
end up reevaluating the favorable tax treatment given to all annuities and life
insurance. We have alread been contacted by the Joint Committee staff which
apparently favors a reversalof the present rulings positions.

To allow sufficient time for FIAC and similarly situated insurance companies to
adapt to the proposed new rules and develop annuity contracts in accordance with
them, and to allow Congress time to consider whether or not to change the new
rules legWslatively, we propose to make them effective only after January 1, 1978. In
that case the new rules would apply to all investment annuity contracts entered
into before or after the date, but we would propose to allow policyholders to convert
tax-free from sUch contracts to annuity contracts under which the assets held in a
separate account are clearly insurance company assets.
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We understand, however, that the Service's tentative conclusion is not to allow
the old tax treatment to apply to "new" contracts, i.e., those entered into after
October 20, 1976, the date of the News Release announcing the Service's reconsider-
ation of the old rules. The Service's would allow the old rules to continue to apply to"old contracts (those entered into before October 20, 1976) until January 1,1978.
This will allow policyholders of the "old" contracts time to convert tax-free to
contracts that will meet the new rules. But the Service is apparently opposed to
extending the favorable tax treatment of the old rules to any new policyholders for
any period of time.

We propose to allow the old rules to continue to apply to "new", as well as "old",
contracts until January 1, 1978, because this will afford some time for FIAC and the
other insurance companies to adjust, after having built up their business in reliance
on the old Service rulings policy. We do not think the potential loss of revenue from
new policies of just one year will be significant enough to warrant the potential
harm to these insurance companies, particularly when we consider the fact that it
was the Service who insisted on imposing the old rules on these companies in the
first place.

Recommendation: We recommend publication of the proposed ruling containing
the new rules described above, with an effective date of January 1, 1978, for "new
as well as "old" contracts, after advising industry representatives of the positions
set forth herein.

ATTENDANCE LIST OF CONFERENCE ON THE INVESTMENT ANNUITY

First Investment Annuity Company: Anthony H. Doggart, President, W. Thomas
Kelly, Chairman of the Board, H. William Brown, Sr. Vice President, Arthur P.
Hartel, Secretary.

E. Wayne Thevenot.
Lee, Toomey & Kent: John A. Cardon, John M. Skilling, Jr., David A. Hilde-

brandt.

COOPERS & LYBRAND,
Philadelphia, Pa., June 2, 1978.

MR. W. THOMAS KELLY,
Malvern, Pa.

DEAR MR. KELLY: As you requested, we comment, hereinafter, upon whether the
existing federal income taxation of deferred annuities allows the annuitant benefits
similiar to those contained in "tax shelters" or whether annuity taxation meets
certain criteria set forth by Stanley S. Surrey in his book "Pathways to Tax
Reform".

In Chapter VII of the book entitled "Corrective Reform Measures to Moderate
Tax Expenditures Abuses" Mr. Surrey proposes that one corrective measure would
be a payment for the deferral ingredient as follows:

"A prime ingredient of tax shelters is the deferral of tax on current income,
achieved through the acceleration of deductions provided by the shelter. This defer-
ral, as described earlier, is an interest-free loan from the government in the amount
of the tax deferred. Here, also, the ingredient suggests an appropriate restraint-
eliminate the interest-free character of the deferral loan by charging interest on the
deferred tax."

We have prepared and attach as Exhibit I a simple illustration of Mr. Surrey's
corrective measure using as a model the accelerated depreciation deferral. Here a
taxpayer obtains an interest free loan from the Government equal to the difference
between accelerated and straight line depreciation tax-effected at 50 percent. The
loan increases each year that the accelerated depreciation exceeds the hypothetical
straight-line depreciation and then decreases when the hypothetical straight-line
depreciation exceeds that claimed whether it be accelerated or straight-line. The
taxpayer would pay interest to the Government each year on the deferral loan and
be entitled to a deduction for the interest paid as it would for interest on any other
loan. 'The net result would be a payment of $232 to the Government on the deferral
loan.

Extending Surrey's theory to a deferred annuity we have prepared Exhibit II
which compares the taxation of a certificate of deposit with the taxation of a
deferred annuity to arrive at the deferral loan. Since no interest is paid currently
on the deferral loan, we have added the unpaid interest to the deferral loan. The
interest rate used is an after tax rate of four percent assuming the market rate of
interest is eight percent and the annuitant is in the 50 percent tax bracket.
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The conclusion one can draw from Exhibit II is that when the annuitant with-
draws his funds the payment made to the Government ($5,794) contains an element
of interest on the deferral loan since the actual taxes paid on the certificate of
deposit total $4,804 and the compound interest on the deferral loan is $891 or a total
of $5,695. The additional $99 paid by the annuitant results from the fact that an
amount derived from compounding at eight percent and then halved is more that
the amount derived from compounding at four percent.

If a period different than 10 years was used, the spread between the annuitant's
payment and the deferral loan would be greater if the period was longer and less if
the period was shorter, but the annuitant would always pay more to the Govern-
ment than he would under Mr. Surrey's pro l. If the tax bracket of the taxpayer
was greater than 50 percent the spread would also be greater since the interest rate
compounding on the deferral loan is a function of the tax bracket and would
decrease in proportion to the rise in tax bracket while the interest rate on the
deferred annuity would remain constant. Conversely, if the tax bracket of the
taxpayer was less than 50 percent, the spread would narrow and eventually the
amount paid as the withdrawal of the deferred annuity would be less than that on
the deferral loan.

In conclusion, it is evident that:
1. Deferred annuities (including the investment annuity) lack of "prime ingredient

of tax shelters" namely, "an interest-free loan from the Government in the amount
of the tax deferred;"

2. The existing mode of deferred annuity taxation results in an interest element
being charged to the taxpayer as proposed by Mr. Surrey;

3. In fact, under most circumstances, the existing mode of annuity taxation
provides more tax dollars for the Government than Mr. Surrey's proposals;

4. The existing mode of deferred annuity taxation is similar to the Government's
own "Series E" bond (unless an election is made to be taxed currently); and

5. Because of the foregoing it is quite inappropriate to lump deterred annuities
(including the investment annuity) in with so-called "tax shelters."

Very truly yours, COOPERS & LYBRAND.

W. THOMAS KELLY

EXHIBIT I.--COMPUTATION OF INTEREST ON THE "DEFERRAL LOAN" ACCELERATED DEPRECIATION
(Cost of asset $10,000]

Depreciation Excess 0 Tax deferral Interest on
Year mM (2) (3) times Delerral loan defered loan
DO6/SL St. .502 at 4 percent

(1) (2) (3) (4)
1 .......................................................... $2,0 0 $1,000 $1,000 $500 $500 ..................
2 .......................................................... 1,600 1,000 600 300 800 $20
3......................................... 1,280 1,000 280 140 940 32
4 .......................................................... 1,024 1,000 24 12 952 38
5 ..... .................. 819 1,000 (181) (90) 862 38
6 .......................................................... 655 1,000 (345) (173) 689 34
7 ......................................................... 655 1,000 (345) (172) 517 28
8 ......................................................... 655 1,000 (345) (173) 344 21
9 .......................................................... 656 1,000 (344) (172) 172 14
10 ........................................................ 656 1,000 (344) (172) 7

Total ............. ........ ................. 10,000 10,000 ............................................................................ 232

'A used lie of 10 years and no salvae value was used in computin depredation.
t Interest rate df 8 patent tax-erfected at 50 percent.

EXHIBIT II.-UOMPUTATION OF INTEREST ON THE "DEFERRAL LOAN" OF A DEFERRED ANNUITY

Certificate of Deferred
Year depositat8 IG" ",at8 Dal oan

pecn Gmweet aercntya eerlm

1 Prk o in m te ............................................................................ $10,000 ........................
Interest .................................................................................. . . . . . 8W0 .. . . . . .

$10,000 ......................
800 ....................
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EXHIBIT II.-COMPUTATION OF INTEREST ON THE "DEFERRAL LOAN" OF A DEFERRED ANNUITY-
Continued

Certifrte of F t to Defrred
Ye deosit, at 8 Goverient wrmty, it 8 Deferral-ceril pct

Tax I ..........................................................................................

2 Balance .............................................................................................
Interest ......................................................................................
Ta x ............................................................................................

3 B a lance .............................................................................................
In terest ......................................................................................
Ta, x .............................................................................................

4 Balance....................................
Interest ......................................................................................
Ta x .............................................................................................

B al nce ..............................................................................................
Interest .......................................................................................
T a x .............................................................................................

6 B alance ..............................................................................................
Interes t .......................................................................................
Ta x .............................................................................................

IBa la nc e ......................................................................................
Interest ......................................................................................

ax .............................................................................................
8 nala n c e ............................... ........................................................

Interest ......................................................................................
ax c ............................................................... .............................

9 nteree ......................................................................................
In terest ......................................................................................

10 Balance ............................................................................................
In terest .......................................................................................
T ax .............................................................................................

T o ta l ......................................................................................

-400 $400 ........................

10,400 ........... 10,800
832 ........................ 864

-416 416 ........................

10,816 ........................ 11,664
865 ........................ 933

-433 433 ........................

11,248 ........................ 12,597
900 ........................ 1,008

-450 450 ........................

11,698 ............ 13,605
936 ........................ 1,088

-468 468 .......................

12,166 ........... 14,693
973 ............ 1,175

-487 487 ........................

12,652
1,012

-506

13,159
1,053

-527

13.685
1,095

-548

14,232
1,139

-569

14,802

...................... 1 15,868
........................ 1,269

506 .......................

...................... 17.137
........................ 1,371

527 ........................
...................... 18,508

........................ 1,481
548 ........................

........................ 19.989

........................ 1,599
569 ........................

4,804 21,588

Tax ($21,588 minus $10,000 times 0.50) ....................................................................................

$400

400
216
416

832
33

433

1,298
52

450

1,800
72

468

2,340
94

487

2,921
117
506

3,544
142
527

4,213
168
548

4,929
197
569

5,695

'Afl tax computation at 50 percent.
Hypothetical interest to Government computed at after tax rate as per exhibit I.3AsswMes complete withdrawal of funds at end of 10th year.

H.R. 11182
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 Representatives 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 treatment of such
contracts under section 61 of the Internal Revenue Code of 1954 (defining gross
income) and section 801(gX1XB) of such Code (relating to contracts with reserves
based on a segregated asset account) shall be determined--

(1) without regard to Revenue Ruling 77-85 (and without regard to any other
regulation, ruling, or decision 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.
Mr. HATCH. This amendment was brought up last year and received 57 votes on

the floor of the Senate. Frankly, I think a majority of Senators would support this
amendment at this time. That is the reason I have brought it up.

I intend to ask for the yeas and nays at the appropriate time.

35,794 ......................
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STATEMENT OF SENATOR ORIUN G. HATCH TO THE FINANCE SUBCOMMITrEE ON
TAXATION AND DEBT MANAGEMENT

Mr. Chairman, I greatly appreciate the opportunity of testify at this important
hearing. I congratulate you, Mr. Chairman, in bringing this matter before your
Committee in order that action may be taken to correct a gross injustice in the
administration of our tax laws.

I am here not only to represent my constituency, but also as a member of the
Judiciary Committee and Senate Select Committee on Small Business. I join many
others in expressing extreme concern with the brazen and outrageous manner in
which unelected bureaucrats, who know all the ropes, use their omnipotent power
to crush legal business activities just because those activities do not fit the Bureau-
crat's current perception as to how they prefer to run our government regardless of
clear law, and their own precedents, that they so freely violate.

S. 3094 and my Congressional Record statement concerning it clearly present my
strong views and my urgent request for immediate remedial action. Not long after
S. 3094 was introduced to correct the injustice of Revenue Ruling 77-85 the IRS
issued Revenue Ruling 80-274 that has no legal rationale and merely states a
conclusion based upon Revenue Ruling 77-85. By this action another segment of the
annuity industry has been crippled to the detriment of our nation.

Clearly, there is only one proper action for the Congress to take and that is to
restore the mode of annuity taxation to that which existed prior to the IRS issuance
of Revenue Ruling 77-85. This action is long overdue and is of critical, immediate
importance to protect the vital interest of those taxpayers impacted by the very
recent Revenue Ruling 80-274.

These revenue rulings, and the IRS' and the Treasury's actions related thereto,
constitute a documentable case of arbitrary, capricious and illegal acts that can not
be acceptable nor tolerable to the Senate. This situation warrants immediate ap-
proval of this proposed legislation; an action that will also restore the authority of
the Congress in the writing of our tax laws-a most important matter.

[T.K. Note to Letter Writers: I have included this "statement" because it is short,
articulate and hits the nail on the head. When you write, use your own language,
but don't be afraid to tell it like it is. Do it now-and follow-up-more than once.
Don't settle for a "bland" response along the line of "thank you for your letter, I'll
keep your thoughts in mind." Call the Legislative Assistant (the Congressman's
telephone operator will get you the right Assistant after you tell her the subject and
the bill number). Don't be taken aback if the Assistant sounds vague, particularly if
the Congressman is not on a tax writing committee. Tell the Assistant of the bills'
importance in the Congressman's District or State. Ask for the Congressman's
favorable "vote" and if they say yes, ask them to cosponsor. You will find that the
conversation will be both friendly and rewarding.]

[S. 388 97th Cong. 1st sea.)

A BILL To reinstate the tax tre-,tment 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 Sencte and House of Representatives of the United States of
America in Congress assem, led, That in the case of annuity contracts which have
related amounts based on u segregated asset account, the tax treatment of such
contracts under section 61 of the Internal Revenue Code of 1954 (defining gross
income) and section 801(gXIXB) of such Code (relating to contracts with reserves
based on a segregated asset account) shall be determined-

(1) without regard to Revenue Ruling 77-85 (and without regard to any
other regulation, ruling, or decision 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.

8-388 97TH CONGRESS

Senate Bill S-388 co-sponsored by Senators Hatch and Tower is identical to House
Bill HR-743 as introduced by Representative Barber Conable, Ranking Member of
the House Committee on Ways and Means. Identical bills (1) were favorably voted
(22-14) by the House Committee on Ways and Means in the 95th Congress and (2)
were the subject of hearings before the Senate Finance Committee Sub-committee
on Taxation and Debt Management in the 96th Congress. Unrelated procedural
constraints in these instances prevented their enactment.

By Mr. HATCH (for himself and Mr. TowT):
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S. 388. A bill to reinstate the tex 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; to the Committee on Finance.

INVESTMENT ANNUITIES

Mr. HATCH. Mr. President, this proposed legislation is very important not only
because it rights a tremendous injustice in the administration of our tax laws, but
because it is important to the authority and integrity of the U.S. Senate and the
laws of our country. It is a matter of tax laws, but more importantly, also a matter
of who makes the law. The Internal Revenue Service has in the specific instance
pertaining to this matter unsurped that authority in the face of oppition of the
U.S. Senate, a U.S. district court decision and the expressed wifi of the House
Committee on Ways and Means.

The specific matter at hand pertains to IRS Revenue Ruling 77-85 that reversed
over 70 consistent public and private rulings that covered a time span of more than
a decade. This ruling not only strangled an innovative annuity industry to the
detriment of the well being of our Nation's citizens, this ruling, and the IRS actions
related thereto constitute a documentable case of arbitrary, capricious, and illegal
acts that cannot be acceptable nor tolerable to the Senate.

The merits of this proposed amendment are clearly reflected in the various courts'
pronouncements. The U.S. District Court, District of Columbia declared that:

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 by the facts of the case, the court will declare
the ruling to be unlawful and beyond the services' statutory authority.

Revenue-Ruling 77-85 is unlawful, erroneous, unreasonable, and beyond the serv-
ices' 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.

The services' decision in Revenue Ruling 77-85 was not contemporaneous with the
enactment of section 801(KlXb), does not reflect a longstanding agency position, and
is inconsistent with earlier pronouncements and even one subsequent announce-
ment of the agency. Accordingly, substantial deference to the services' expertise is
unwarranted in the instant case.

Substantial deference to the services' expertise is also unwarranted because the
service was improperly motivated by consideration of tax reform when it issued
Revenue ruling 77-85.

While the appellate court never addressed the merits of this matter, because it
based its findings upon a jurisdiction question, the appellate court stated:

This is not a situation where there are no remedies, however. Congress keeps a
watchful eye on developments in this tax field and will listen to citizens with a
grievance or plea.

Predictably, the failure of Congress to remedy our citizens' very serious griev-
ances and pleas arising from the illegal Revenue Ruling 77-85 emboldened the IRS
to issue Revenue Ruling 80-274 that totally destroyed another important segment of
the annuity industry, the so-called savers' annuity. The IRS bottomed their new
ruling (80-274) upon Revenue Ruling 77-85 that the court had adjudged as being
illegal, unreasonable, beyond the IRS' authority and ignorant of the law. (See
citation above.) This bill reinstates the taxation of annuity contracts as it existed
prior to the IRS' issuance of Revenue Ruling 77-85 and thereby also provides the
needed remedy for annuities subject to Revenue Ruling 80-274 because Revenue
Ruling 80-274 was bottomed on Revenue Ruling 77-85.

The true victims of these illegal, unreasonable IRS actions are our Nation's
citizens who are being illegally denied most innovative and useful annuities that
were developed in the public interest. Thus, this is a situation that warrants
remedial action by the Senate, action that will also restore the authority of the
Congress in the writing of our tax laws-a most important matter that commands
our immediate and resolute action.

Mr. ToWER. Mr. President, I am pleased to cosponsor legislation introduced by
Senator Hatch, designed to rectify an injustice caused by the Internal Revenue
Service's sudden departure from longstanding procedure in the taxation of invest-
ment annuities. This bill is identical to H.R. 743, introduced in the House by
Congressman Barber Conable, and to S. 3082 that I introduced in the 96th Congress.
Hearings were held on S. 3082 by the Finance Committee Subcommittee on Tax-
ation and Debt Management. Senate procedural constraints subsequent to the hear-
ing precluded further Senate action In the 96th Congress.

This bill would reinstate the tax treatment of annuity contracts with reserves
based on a segregated asset account as they existed prior to the issuance of Revenue
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Ruling 77-85. This ruling was subsequently held unlawful by the U.S. District
Court, District of Columbia, on the ground that it constituted an illegal, arbitrary,
and conscious act beyond the statutory authority of the IRS, based on an unreason-
able intrepretation of the Internal Revenue Code. The appellate court, while not
addressing the -merits of the district court's decision, did invite Congress to provide
relief, which this bill is designed to accomplieS.

From 1963 to 1965, when the IRS issued basic rulings on the subject of variable,
or investment annuities, all relevant departments of the national office of the IRS
insisted that an innovative form of annuity upon which the Service had been asked
to rule was purely and simply a variable annuity pursuant to the separate account
laws that had previously been enacted in 1962.

During the ensuing 12 years after 1965, the IRS reaffirmed its basic position over
70 times, including the issuance of Revenue Ruling 68-488 pertaining to deferred
annuities. On March 9, 1977, the IRS issued Revenue Ruling 77-85, which complete-
ly reversed its longstanding rulings upon which an important segment of the life
insurance industry had relied. The result was, and continues to be, devastating to
this segment of the industry.

Several Members of Congress protested this action to the Treasury and the IRS.
On April 29, 1977, the Senate passed, by a vote of 57 to 26, an amendment to H.R.
3477, the Tax Reduction and Simplification Act of 1977, which would have deferred
the effective date of Revenue Ruling 77-85 for 1 year in order to permit Congress to
study the matter and to consider any appropriate legislation. Unfortunately, this
amendment was not adopted in subsequent negotiations oR H.R. 3477 by the House-
Senate conference committee.

Immediately after the conference committee completed its work, one insurance
company, the originator of the investment annuity and whose entire business was
destroyed by the IRS's sudden flip-flop of position on this matter, sued the Internal
Revenue Service in Federal District Court for the District of Columbia for arbitrary,
illegal, and capricious acts.

On November 9, 1977, the court ruled that Revenue Ruling 77-85 was indeed
unlawful and beyond the statutory authority of the IRS. Judge Charles R. Richey
expressed the "confident assumption" that the IRS would proceed to rectify its error
without the need for the issuance of an injunction.

However, the IRS refused, stating that it would appeal any injunction issued and
would retroactively tax any annuities sold during the interim of the appellate
process, should the IRS prevail on appeal.

The President's 1978 tax program proposed the taxation of all nonqualified de-
ferred annuities in the same way as that imposed upon the investment annuity by
Revenue Ruling 77-85, which, of course, had been declared unlawful by Federal
district court.

The President's 1978 tax proposals relating to all annuities were wisely rejected
by the House Ways and Means Committee during its consideration of H.R. 12173, to
override Revenue Ruling 77-85, which was approved by committee by a vote of 22 to
14. Due to a procedural constraint at that time, however, H.R. 12173 was not
incorporated in the tax bill reported by the committee.

The appellate court declared that it did not have jurisdiction and, therefore,
reached no decision on the merits of the case. The appellate court added language,
however, inviting Congress to fashion appropriate relief:

"This is not a situation where there are no remedies, however, Congress keeps a
watchful eye on developments in the tax field, and will listen to citizens with a
grievance or plea."

Shortly after the introduction of S. 3082 last year to remedy this serious grievance
and to reaffirm the law clearly ignored by Revenue Ruling 77-85, the IRS, without
giving interested parties the opportunity to be heard, issue Revenue Ruling 80-274.
This ruling wiped out the important "savers' annuity" segment of the annuity
industry at great economic loss. Revenue ruling 80-274 contains no rational legal
analysis and cites as its authority Revenue Ruling 77-85, which, as indicated above,
was declared by the district court upon its merits as being unreasonable and in
contravention of well-established law. The passage of the legislation introduced
today reinstates the tax treatment with respect to those annuities subject to Reve-nue Ruling 80-274.

Mr. President, the entire matter, quite frankly, is a classic case of the will of
Congress being frustrated and subverted by agency action in influencing the legisla-
tive process The advocates of these annuities have a serious grievance which, in my
mind, requires a prompt congressional remedy. I believe that the action by the IRS
in issuing the manifestly unreasonable and unsupportable Revenue Rulings 77-85
and 80-274 deserves the attention of the Senate in order to restore these annuities
to their proper place, taxwise, under the law and to resolve the severe inequities
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which have resulted from the Internal Revenue Service's arrogant disregard for
sound judicial authority.

Senator SYMMS. And then I would like to ask one to each of these
three witnesses that are here this morning.

In your experience in dealing with these wrapped around savings
annuities, what is the average income of the people that are using
this? Is this a rich man's deal, or this a middle class deal, or-or,
Mr. Kelly, would you want to comment on that?

Mr. KELLY. I would say that these are the middle-class types of
annuities as reflected by the illustration which I have distributed,
which I believe is correct.

Obviously, the person who has substantial wealth, who is already
being taxed at 70 percent is not going to be investing in annuities;
he'll get into tax-free bonds, or whatever else it might be.

This is really a grassroots form of annuity, which is very, very
important for our Nation. And our experience is exactly along that
line.

Senator SYMMS. So, that in other words, you are talking about
people in the $25,000 income range?

Mr. KELLY. Yes. Oh, indeed. They are trying-they are trying'
like mad to save for emergencies, for retirement, any-any form of
deferred savings.

Senator SYMMs. And, Mr. Barrow.
Mr. BARROW. Well, I would like to say that this is a survey-

which I will be glad to enter into the record-done by First Savin':
over about 2,500 accounts.

.The average family income was $26,300; the average age was 54
years of age; 46 percent of the people, the spouse worked full or
part time.

These are people-71 percent of them were concerned that social
security would not-and other savings in their corporate pension
plans, et cetera-would not be adequate to provide for their retire-
ment. These people are scared. These people went into the voting
booths last year with a shotgun.

Senator SYMMS. Mr. Spencer.
Mr. SPENCER. Our experience, sir, pretty well tracks, except that

we are pretty well diversified across the State of Wisconsin. We
work with about 135 different financial institutions.

And as a result of, perhaps, more of a rural base, we find our
income situation is somewhat lower. It ranges anywhere from
$10,000, $15,000 on up. Our average size case is about $7,000,
$7,200.

Senator SYMMS. The size of the account, you mean?
Mr. SPENCER. Yes, sir.
Senator SYMMS. So--
Mr. SPENCER. And, again, these are people who are trying to put

money aside for their own retirement.
Senator SYMMS. For their own retirement.
Mr. SPENCER. Based on what they read in the paper, I am afraid

they may have lost some faith in the social security system and, as
a result of it, they are saying to themselves: If I want to live with a
certain amount of choice and/or dignity in my later years, I better
find some way to accumulate now.
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Senator SYMMS. And in the process, of course, the money is going
right in where it is most needed in the weak part of our economy
right now-into the home loan banks.

Mr. SPENCER. Right. If you would discuss this with the IRS, they
will tell you that the primary reason that people are doing it is tax
deferral. That may be true, but just as importantly is the local
aspect. The fact that they can keep the money in their own com-
munity, working with the people that they see everyday, if you
would.

Senator SYMMS. Thank you very much, Mr. Chairman.
I also want to thank all these witnesses. I think the record

should note the enthusiasm of all three of the witnesses, Mr. Chair-
man.

Senator PACKWOOD. Senator Bentsen.
Senator BENTSEN. Thank you very much, Mr. Chairman. And I

want to say that, unfortunately, I won't be able to stay through
them because we have the Intelligence Committee also meeting on
a matter I am quite concerned about.

But, I wanted to be here to hear your testimony, because, frank-
ly, I am a cosponsor of 388, and as I recall the situation, you had
for 11 years the Internal Revenue Service approving the fact that
you did not mature the income until you drew down on the annu-
ity. And you had a situation where the investment annuity was
looked on a bearable annuity, really. And, here you have had some
innovativeness, some creativity, in the kind of a retirement pro-
gram that is being set up.

And I would say to Senator Symms: He's so right in that this is
not the refuge of the rich. The rich are not going into this kind of
an approach. In all candor, they are going into something that is a
little more exotic than this. It may work for them and it may not.
But, at least, they think it is.

This is something that is more secure. At least, that's the way
it's structured to be, until the Internal Revenue Service moved into
it and decided that they were going to rewrite the law insofar as
section 72. And, I strongly disagree with them.

As I recall, it was done in 1976. Then we had a court case with
the lower courts where the taxpayer prevailed. But upon appeal, I
believe, the case was dismissed.

So, in effect, what you see here is the Internal Revenue Service
doing what they have done often in the past, deciding that they're
going to write the law the way they want it to occur.

Now, I understnad there's some ambiguities in section 72, but
the overall thrust of what we are trying to achieve in the way of
investment for the retirement of people is quite clear in what the
Congress was trying to do.

Now, when you've got saving in this country now at the rate of
about 5V percent and you have the Germans and the French
saving at about 13 percent and the Japanese all the way from 22 to
25 percent, this is, obviously, an economic objective that's terribly
important for our country.

And, so the IRS is really not only contravening the law, as we
write it here, but, I think, is ill-serving the country in their present
mood.
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And, I would urge, very strongly, that we move expeditiously in
the passing of this legislation and get it up to the full committee,
Mr. Chairman.

And, once again, let me thank you for your leadership in this
regard.

I have no questions of the gentlemen, because I, obviously, frank-
ly, am very much in accord. Used to be in their business. [Laugh-
erenator PACKWOOD. I want to thank you. Gentlemen, thank you
very much for coming.

[The statements of the preceding panel follow:]
SUMMARY OF PRINCIPAL POINTS OF STATEMENT BY W. THOMAS KELLY

The Internal Revenue Code provides for the underwriting of variable annuities by
life insurers. The only substantive difference between the investment annuity and
other variable annuities is that (1) the insurer establishes a separate "Segregated
Asset Account" for each policyholder and (2) upon such terms as established solely
by the insurer, the insurer delegates to the policy holder how the account's assets
are to be invested.

After 13 years of affirmative investment annuity rulings, the IRS reversed itself
in 1977, thereby destroying an entire industry that relied, as it has to, upon the IRS'
prior rulings.

The District Court, District of Columbia, denounced the IRS' action as being
illegal, unreasonable, erroneous, beyond the IRS' statutory authority, and improper-
ly motivated by ideas of tax reform which is Congress' business. The Appellate
Court overturned the District Court "on other grounds" (jurisdiction) while inviting
Congress to provide a remedy for citizens with a grievance and plea. The Supreme
Court declined to review.

Since the IRS and Treasury continue to claim policyholder ownership of the
segregated account assets even though said claim was totally rejected by the Court,
the abused annuity industry urges Congress to reaffirm the application of clear
existing law to these annuities by the enactment of Senate Bill S-388.

Not only does the enactment of S-388 reaffirm existing law, thereby permitting
the renewal of investment annuity sales, such an event will materially assist the
thrift and banking industries to attract and hold the long term monies so badly
needed by them. Our nation needs significant ways to encourage savings and invest-
ment. It is counter-productive to permit the illegal destruction of an innovative and
entirely legal mode of annuity underwriting. The enactment of Senate Bill 8-388
will also correct the erroneous issuance of Revenue Ruling 80-274 albeit Senate Bill
S-446 for the same purpose is equally meritorious.

STATEMENT OF W. THOMAS KELLY

My name is W. Thomas Kelly. I am the President of Investment Annuities
Institute, Inc. This Institute reflects the interests of the many individuals, business-
es, institutions and professionals who consider the IRS' issuance of Revenue Ruling
77-85 as a gross abuse of regulatory authority that not only illegally destroyed
viable, legal businesses, it greatly eroded the confidence of our citizens in the moral
and professional competence of our National Office tax administration.

S-388 is simple, proper, effective legislation that warrants this Committee's en-
thusiastic acceptance. This is so from three important bases; legal, public interest
and tax policy.

LEGAL BASIS

The matter concerns the tax treatment accorded the so-called investment annuity
form of variable annuity. As is the case in all annuities, the investment annuity is
predicated on actuarially-derived mortality and expense guarantees made by the
insurer to the policyholder. As the Court noted and to which all parties agreed, the
unique feature of the investment annuity contract-and the only substantive differ-
ence between it and other variable annuity contacts-is that the insurer establishes
a separate "segregated asset account" for each policyholder, and the insurer "dele-
gates" to the policyholder how said account's assets are to be invested. All of the
conditions surrounding this "delegation" of investing the insurer's assets, are estab-
lished solely by the insurer and are limited pursuant to state insurance law.
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In 1965, after two years of thorough consideration by every relevant department
of the IRS, and IRS issued rulings stipulating that the so-called investment annuity
must be taxed like any other variable annuity. This IRS consideration was contem-
poraneous with the enactment in 1962 of expressly relevant legislation. During the
ensuing twelve years until 1977 the IRS issued over 70 rulings, including Revenue
Ruling 68-488, that always reaffirmed the IRS's original position. Thousands of
individuals and hundreds of businesses relied, of course, as they must, upon these
rulings.

In 1977, the IRS issued Revenue Ruling 77-85 that completely reversed their
prior, insisted upon tax rulings, and by so doing completely destroyed one major
insurer and severely damaged many others. Thousands of agents and employees
were forced to seek other methods of employment. During the interval from 1963 to
1977 neither the relevant law nor the relevant facts had changed one iota.

The IRS and Treasury Department were sued for arbitrary, capricious and illegal
acts. As the U.S. District Court, District of Columbia, stated, it was guided by the
well established principle that as a matter of jurisprudence and efficient tax admin-
istration, courts have regularly paid deference to the expertise attributed to the IRQ
in tax related matters and therefore, judicial interference is reluctantly employed.
However, as the Court also noted, this exhibition of restraint is predicated upon the
assumption that administrative rulings will do no more than effectuate, implement
and clarify the provisions of the Code which have been congressionally enacted...
when this assumption is proven wrong, the Court must act to rectify any adminis-
trative determination which is not in accordance with the Code. Thus, as the Court
cited, a Revenue Ruling which runs counter to the provisions of a statute is a legal
nullity.

The Court's consideration of this matter was extremely thorough and focused
precisely upon the very theories that the IRS and Treasury continued to espouse.

The Court concluded that Revenue Ruling 77-85 was unlawful and beyond the
IRS' statutory authority in that its determination that the policyholder, rather than
the insurer, was the owner of the segregated account asset(s) was erroneous and
unreasonable. The Court also concluded that substantial deference to the IRS'
expertise was unwarranted by the facts of this case.

The Court specifically addressed the notion argued by the IRS and Treasury that
since Congress only contemplated annuity arrangements where the insurance com-
pany exercised investment control, and since Congress expressly focused on this
aspect of annuity contracts in the legislative history, Congress must have intended
to limit the applicability of the segregated asset account section of the Code to so-
called standard variable annuities. The Court found these IRS arguments entirely
unpersuasive: the mere fact that Congress did not consider an as-yet uninvented
alternative to a "statutorily-approved" arrangement cannot be said to bar applica-
tion of the statute to a later-invented alternative if that alternative is comparable to
the approved " arrangement in substantially all respects. The Court declared that
the IRS argument ignor-d the generally accepted canon of statutory construction
that where "Congress %las made a choice of language which fairly brings a given
situation within a st.ite, it is unimportant that the particular application may not
have been contemplated by the legislators." This priciple, the Court declared, is
particularly apposite to tax cases; the excellence of our jurisprudence is its flexibil-
ity; and in applying general statutory language to particular situations, Courts best
conform to the tradition of growth of our system when they adopt realistically
general principles to different or constantly changing situations. The Court observed
that in applying tax statutes, the best result is always achieved when harsh crystal-
lizations are avoided.

For the above reasons, the Court concluded that the legislative history should not
be read as either expressly or implicitly supporting the IRS and Treasury's con-
stricted interpretation of the relevant section of the Internal Revenue Code.

Further, the Court noted that Revenue Ruling 77-85 was premised expressly on
the IRS' determination that an investment annuity policyholder's substantial inci-
dence of ownership with regards to the assets in the segregated asset account, and
particularly his investment control over such assets, warrant the conclusion that
the policyholder and not the issuing life insurance company is the owner of the
account assets for federal tax purposes.

After thorough consideration of the above IRS conclusion, the Court found that
the following reasons warrant the Court's conclusion that the investment annuity
policyholder is not the owner of the account assets and should not be taxed as such:

First, the Court found that the rights surrendered by the policyholder are suffi-
ciently extensive to divest him of ownership for the purposes of tax laws.
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Second, the retention of investment control by the policyholder is not such a
significant incident of ownership to warrant disparate treatment of investment
annuity contracts and other variable annuity contracts.

Third, attribution of ownership of the egregated account assets to the policy-
holder produces unreasonable results. In particular, the IRS' interpretation would
result in current taxation of the appreciation of the segregated account assets even
though the policyholder may never receive that income or any benefit derived
therefrom.

The Court also concluded that rather than administering law as it is written, the
IRS was creating law, which was Congress' business.

It was clear to the Court from its thorough analysis of facts (and these facts were
not in dispute by the parties concerned) that the IRS' actions were, as the Court
declared, illegal, unreasonable and beyond the IRS' statutory authority.

Even the Appellate Court, in overturning the Lower Court's decision "on other
grounds" (jurisdiction), invited Congress to fashion the needed remedy by listening
to its citizens with a grievance and plea.

Thus, it is clear that an industry has been grossly abused by the illegal adminis-
trative actions of the IRS and Treasury in their issuance of Revenue Ruling 77-85,
and in their continuing efforts to achieve annuity taxation results that are not in
accordance with the law. This usurpation of the power of Congress continues, as
does the IRS' abuse of a most important segment of the annuity industry. These
factors should provide a most important impetus toward the prompt enactment of
S-388.

See Exhibit B for a listing of the Court's declarations.
Public interest basis

Congressional enactment of Senate Bill S-388 is totally in the public interest from
a host of perspectives.

As noted by the Court, "nowhere do the defendants even contend that they have
discovered some new source of legislative history in the intervening . .. years."
Also, the Court observed that "defendants' Counsel candidly admitted at the last
hearing on the merits that Revenue Ruling 77-85 was the result of a massive
reconsideration of policy of the Service." Accordingly, the Court concluded that the
IRS was improperly motivated by considerations of tax reform when it issued
Revenue Ruling 77-85, and the Congress, not the IRS, was the appropriate body to
consider such substantive changes in the tax law.

It is also so clearly evident to all concerned that Congress, being so involved in its
host of other legislative matters, has permitted this obvious bureaucratic usurpation
of their congressional authority to continue. This thereby emboldened the IRS to
press further in its basic, admitted desire to wipe out all annuities. This action is
evidenced in their recent issuance of Revenue Ruling 80-274 where the IRS had the
audacity to bottom said Ruling upon no rational legal analysis (there is no rationa-
lity for the Ruling) and in substitute thereof, based their Ruling upon the Court
denounced Revenue Ruling 77-85! As Senator Hatch aptly put it: "This situation
warrants immediate approval of this proposed legislation; an action that will restore
the authority of the Congress in the writing of our tax laws-a most important
matter.

Congress is well aware of the tremendous financial disintermediation that plagues
many of our financial institutions that are so important to our nation's economic
well-bing. Clearly, as evidenced by the remarkably broad-based support for this
legislation, these financial institutions recognize the singular attributes of these
annuities to attract and hold the savings and investments of individuals, thereby
contributing to the building up of our nation's store of long-term savings and
investments, and thereby aiding in the reduction of our high interest rates, infla-
tion, and at the same time, helping to provide capital to our nation's industry in
order to improve productivity, while providing more jobs with higher pay without
increasing inflation.

Clearly too, with the most unusual volatility in interest rates, bond yields and
prices, and stock prices and yields, that our nation has been, is, and will be
experiencing, it makes absolute, sound business sense to provide annuities that
permit the individual to change his or her investment focus to better meet his or
her needs and desires in saving for life's later years. An axiom of investing and
saving is to "never lock youself into an investment position." Without question, all
annuities are, and must be, legitimate forms of financial instruments that must
conform to this axiom. Thus, the flexibility inherent in the investment annuity form
of variable annuity is singularly advantageous to all concerned-the policyholder,
the insurer, and our government.

The innovativeness of these annuities is no less important to our nation's well-
being than those innovations found within the electronic, communications, and
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other dynamic fields. Illogical, illegal, counter-productive bureaucratic constraints
upon such innovation is a curse upon our nation's vitality that must be shackled
and removed.
Tax policy

Our nation has been and is suffering from chronic anemia when it comes to
savings and investment within the private sector. There is virtually universal
acceptance by Congressmen, the Administration and the public that bold steps can
and should be taken to reverse this deterioration of our economic life blood that has
been occurring over the past 30-50 years.

Also, personal tax reduction, in whatever form or amount that will emerge from
this Session of Congress, need be channeled to the extent possible into the private
saving and investment stream.

As reflected by the broad spectrum of support from our nation's diverse and very
competitive financial institutions, annuities are particularly useful to individuals in
all walks of life as they strive to save and invest for life's later years. Additionally,
and most important, they are simple to understand and are readily available; they
can be utilized in a host of successful ways to the great advantage of our citizens
and our economy.

Our nation needs to return to the joy and pride of saving and investing regularly-
and to know that wealth is not a dirty word. It was this natural drive or personal
economic independence by our citizens that helped so materially in making our
country grow to the economic giant that it is today. Annuities, in their very
innovative forms, can help return our nation to these most important habits.

It is also relevant to point out that a misconception exists as to the relative
advantage of annuity taxation in relation to the policyholder's tax bracket. In 1978
the Carter Administration proposed to Congress that the law be changed so that all
annuities would be taxed in the same manner as illegally imposed upon the invest-
ment annuity by the IRS' issuance of Revenue Ruling 77-85. In its analysis of the
Treasury's proposal, the Joint Committee on Taxation prepared a table comparing
annuity taxation with the taxation of CDs and stated its conclusion that "the
relative advantage of the annuity is greater for taxpayers in higher brackets..."

Unfortunately, it would appear that the Joint Committee's analysis left out
significant underlying data which, if taken into account, leads one to the opposite
conclusion, i.e., the relative advantage of the annuity over the certificate of deposit
is greater for taxpayers in lower brackets! [See Exhibit A attached.]
Conclusion

The IRS' action in issuing Revenue Ruling 77-85 was illegal, not in the public
interest, and poor tax policy. Senate Bill S-388 is most worthy of passage by this
Committee.

EXHIBIT A

CooPzRs & LYBRAND,
Philadelphia, Pa., January 22, 1981.

Mr. W. THoMAS Kgiiy,
Malvern, Pa.

D-AR MR. KLLY: We have received your letter of January 12, 1981 that discusses
an analysis by the Joint Committee on Taxation comparing the after-tax rates of
return of certificates of deposit and deferred annuities.

In its comparison the Joint Committee concludes that the annuity offers a greater
return and that for "any accumulation period, the relative advantage of the annuity
is greater for taxpayers in higher brackets . . .". You have pointed out that the
Joint Committee's latter conclusion is superficially correct but that the Joint Com-mittee leaves out significant underlying data which, if taken into account, leads one
to the opposite conclusion, i.e., the relative advantage of the annuity over the
certificate of deposit is greater for taxpayers in lower brackets.

In your analysis you use the pre-tax return of an annuity as the base from which
to measure the advantage to fhe low and high bracket taxpayers whereas the Joint
Committee used the after-tax return as its base. We are in agreement with your
analysis and feel the analysis of the Joint Committee is misleading and therefore
not correct. Additionally, had the Joint Committee taken inflation into account in
its comparison, it would become evident that the high bracket taxpayer suffers
greater erosion in purchasing power than the lower bracket taxpayer as a direct
result of current tax policy. Specifically, current tax law fails to consider the
inflation component of the stated rate of interest as merely a return of constant
dollar capital, and not true economic income. As anticipated rates of inflation
advance to historically new highs, the taxation of the full rate of interest earned
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results in ever increasing taxation of constant dollar capital. This erosion in pur-
chasing power is obviously absolved to a greater extent by those in high brackets.
Examination of the long term bond market performance in recent years empirically
illustrates the disincentive resulting from a tax policy which fails to make the above
adjustment in periods of high inflation. In summary, no analysis is complete unless
the total return is divided between the return of constant dollar capital and true
economic return..It is only on this latter element that one should measure the after
tax advantages or disadvantages to the respective tax brackets. It is respectfully
submitted that in periods of high tax rates and high inflation the true economic
return to high bracket taxpayers is negative when investments are made in vehicles
such as certificates of deposit.

We are also of the opinion that the various attacks on deferred annuity taxation
are not warranted in view of current annuity tax law and the professed interest by
Congress in capital formation and individual saving. Regardless of tax bracket
savers today have a difficult task locating riskless vehicles that can stay up with
inflation and also offer liquidity. The deferred annuity is one of the very few
investments available to the "man on the street" that can solve these very real
economic problems. The government's own vehicle similar to the deferred annuity,
Series "E" Bonds converted to Series "H" Bonds, has in the past few years left the
saver in poor financial straits as inflation rates have been almost double the yields
offered on these investments.

We congratulate you on your tireless and continuing efforts to promote personal
savings in a way that enables one to maintain purchasing power without taking an
undue amount of risk.

Very truly yours, COOPERS & LYBRAND.

W. THOMAS KELLY,
Malvern, Pa, January 12, 1981.

MR. LANOHORNE B. SMITH,
Coop & Lybrand,
Phl lphia, Pa.

DAR MR. SMrrH: Appended hereto are two examples taken from a Joint Commit-
tee on Taxation Report dealing with the taxation of annuities. An appropriate
excerpt from that report is attached.

The report state on pages 36-37 in reference to Table I of this Report: "For any
particular accumulation period the relative advantage of this annuity is greater for
taxpayers in higher brackets, but the amount of gain is not necesarily greater in
higher brackets.

While the above statement is a correct reflection of the facts as presented in
Table I, not all the relevant facts were included in Table I that would enable a
reader to properly evaluate the statement for tax policy purposes. My analysis is as
follows and is based on the 35-year period illustrated in Table I.

JOINT COMMITTEE COMPARISON OF AFTER-TAX RETURN AS PER TABLE I

paxaym's tax raet

30 percent 70 percent

Certify te................................................................................................................................................ $5.73 $ 1.29
A annuity ..................................................................................................................................................... 9.65 4.14

Annuity ex eess ......................................................................................................................................... 3.92 2.85
Percent ..................................................................................................................................................... 68 1 221

1 T s Com t concludes that the reat4i adtase of an my is reat r taxpayer i hiher i ackets.

WHAT THE JOINT COMMITTEE DIDN'T SHOW ARE BASIC FACTS AS TO THE BASE UNE FIGURES FROM
WHICH THE ABOVE CERTIFICATE AND ANNUITY FIGURES ARE DERIVED

Taxpay's tax a

30 pnct "Opercent

(a) Cert te figues:
Before tax return of $1 invested at 8 percent (not shown in committee repr) ......................... $13.78 $13.78
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WHAT THE JOINT COMMITTEE DIDN'T SHOW ARE BASIC FACTS AS TO THE BASE LINE FIGURES FROM
WHICH THE ABOVE CERTIFICATE AND ANNUITY FIGURES ARE DERIVED-Continued

Taxpayer's tax bracket

30 percent 70 percent

Return after taxes ........................................................................................................................... 5.73 1.29

Portion lost to taxes ....................................................................................................................... 8.05 12.49
Percent in excess of taxpayer's tax bracket ................................................................................... 193 30

(b) Annu figures:
Before tax return of $1 invested at 8 percent (not shown in comnitlee report) ......................... $13.78 $13.78
Return after taxes (see (1) above) ............................................................................................. 9.65 4.13
Portion lost to taxes ...................................................................................................................... 4.13 9.65
Percent ........................................................................................................................................... 30 70
Percent lost in excess of taxpayer's tax bracket percent ............................................................... (2) (2)

05ant W w&stve 13178 equals 58 percentioW. 58 percent Ws &AM by30 percent bracket equal.93. Thatis93 percent moru is
lot due ?a m"axes th O viduas tax bracket. The 70 percent tax bracket minhjuai loses 30 percent me.afTlat is itter taxpayer ksses more than their tax bracket.

THE REDUCTION IN TAXPAYER'S TAXES FROM ANNUITY TAXATION

Taxpayer's tax bracket

30 percent 70 percent

Portion lost due tv
Taxes on certificate ......................................................................................................................... $8.0 5 $12.49
Taxes on annuity ................ . ........................................................................................................ 4.13 9.65

Tax savings ...................................................................................................................................... 3.92 2.84
Percent ........................................................................................................................................... 4 9 1 23

,For example, tax savn 2.84 d&eid by portion lost via CD taxes 12.49 equals 23. Thus the reiati aantage of the annu over the
certiticae of deposit is greater for taxpayers in lower brackets.

CONCLUSIONS

Clearly, the taxation of the certificate results in the taxpayer paying taxes during
the investment period that aggregate more than the taxpayer s tax bracket. This
negative result is relatively more disadvantageous for the lower bracket taxpayer.
Annuity type taxation provides relative tax bracket equity and improves the aggre-
gate return relatively more for the lower bracket taxpayer.

Thus, contrary to the Joint Committee's conclusion, it is evident that existing
taxation of investment income (i.e., certificate taxation) is relatively disadvanta-
geous, rather than annuity taxation being relatively advantageous. This conclusion
is buttressed by the clearly evident debilitating effect of existing taxation on the
taxpayer's after-tax return over a period of time and that the existing taxation of
investment income is relatively regressive whereas annuity taxation provides rela-
tive tax bracket equity.

I would greatly appreciate your reviewing this information and advising me of
your conclusions.

Sincerely yours,
W. THOMAS KELLY.

RELEVANT ExCERPT FROM A PAMPHLET PREPARED BY THE STAFF OF THE JOINT
COMMITTEE ON TAXATION FOR USE BY THE COMMITTEE ON WAYS AND MEANS IN
ITS CONSIDERATION OF THE CARTER ADMINISTRATION'S 1978 TAX REDUCTION AND
REFORM PROPOSAL-APRIL 14, 1978

ISSUES

The Administration proposal raises questions as to (1) whether tax deferral is
appropriate under deferred annuity contracts, (2) whether limitations are needed
where tax deferral is appropriate, and (3) to what extent tax should be deferred

78-365 0-81--7.
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where fundb accumulated under a deferred annuity contract are partially with.
drawn (or used to secure a loan) before a retirement annuity is paid.

The Administration's proposal is based on the belief that the increase in sales of
deferred annuities, which some sources estimate to have exceeded $1 billion in 1977,
reflects the promotion and sale of such contracts for their tax deferral features,
features which are unavailable through other forms of savings other than life
insurance.I The Administration argues that where, as- in the case of deferred
annuity contracts, an investor may liquidate his investment at any time, tax on
earnings from that investment should not be deferred.

Table 1 shows the advantage that tax deferral under annuity contracts has over
current taxation of other investments. The table assumes that one taxpayer initially
invests in a certificate of deposit issued by a savings institution which yields
interest at an 8-percent annual rate, pays taxes on the interest each year, and
reinvests the after-tax interest. The second taxpayer purchases a single-premium
annuity contract providing an 8-percent annual rate of return, pays no taxes on the
accumulated interest. The table shows how the amount of after-tax funds available
to the two taxpayers depends on their tax bracket and the length of the accumula-
tion period.

TABLE 1.--COMPARISON OF AFTER-TAX RETURN PER DOLLAR OF INVESTMENi

Tax brada& 30 PM Tax brakes 50 prced Ta br~L. 70 parWn
Lmqt of WWiNod bSWIPbsmud kWesjn

WWm ed) "We MW* Unm MK cak MCefcatbe

5 ............................................................. $0.31 $0.33 $0.22 " $0.23 $0.13 $0.14
10 ............................................................. 72 .81 .48 .58 .27 .35
15 ............................................................ 1.26 1.52 .80 1.09 .43 .65
20 ............................................................ 1.97 2.56 1.19 1.83 .61 1.10
25 ........................................................... 2.90 4.09 1.67 2.92 .81 1.75
30 .................................. .13 6.34 2.24 4.53 1.04 2.72
35 ....................... 5.73 9.65 2.95 6.89 1.29 4.14

N .- Tabli mmum (1) &"mW return artbt stad W wh* rmam teiuity, an (2) Wtors = in nsam tu WaMt

In all cases, the taxpayer who invested in the annuity contract has a greater
after-tax return per dollar of investment than the taxpayer who invested in the
savings certificate. In all tax brackets, the amount of the tax benefit of te annuity
increases as the length of the accumulation period increases. For any particular
accumulation period, the relative advantage of the annuity is greater for taxpayers
in higher brackets, but the amount of gain is not necessarily greater in higher
brackets. These comparisons do not take account of commissions or other charges.

The Administration further believes that tax-favored retirement savings should
be channelled primarily through the vehicles specifically provided by Congress, and
that, if deferred annuities are to continue to be used for that purpose, they should
be subject to limits.

EXHIBIT B

TM COURT ADJUDGED IUZOALITY OF IRS RUVZEUK RULING 77-85
The United States District Court, District of Columbia, declared in Judge Charles

R. Richey's Memorandum Opinion of November 9; 1977:
- "Revenue Rulin 77-86 is an erroneous and unreasonable interpretation of the
Internal Revenue Code, and, in view of this fact that substantial deference to the

ni's exrtise is not warranted by the facts of the case, the court will declare
ruling to be unlawful and beyond the services' statutory authority."

Revenue Ruling 77-8 is unlawful and beyond the services' statutory authority
in that its determination that the polcyowner, rather than the issuing life insur-
ance company, is the owner of the investment annuity custodial account assets is
erroneous and unreasonable.

'"The services' decision in revenue ruling 77-86 was not contemporaneous with the
enactment of section 801(gXIXB), does not reflect a long-standing agency position,
and is inconsistent with earlier pronouncements and even one subsequent an-

Isome of the'promotional literature is cited id the "Detailed Explanation and Supporting
Analyst," of the 1978 Tax Program, pp. 184-188.
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nouncement, of the agency. Accordingly, substantial deference to the services' ex-
pertise is unwarranted in the instant case.

"Substantial deference to the services' expertise is also un~arranted because the
service was improperly motivated by considerations of tax reform when it issued
Revenue Ruling 77-85."

SUMMARY OF PRINCIPAL POINTS IN STATEMENT or ROBERT R. BARROW ON S. 446

Rev. Rul. 80-274 usurps the legislative authority of the Congress. It undertakes
administratively to effect an amendment to the Internal Revenue Code which the
prior administration proposed, but which the Congress rejected

The annuity which Rev. Rul. 80-274 has banned encourages savings by middle
America. It provides banks and savings and loan associations with stble deposits
and creates a pool for local mortgage money.

Rev. Rul. 80-274 is discriminatory.
Rev. Rul. 80-274 is a reversal of a position taken by the IRS in rulings we

received. In reliance on those rulings we launched our annuity business.
Rev. Rul. 80-274 is predicated on Rev. Rul. 77-85, which antedated the rulings we

received. The Internal Revenue Service, in connection with the rulings we received,
considered Rev. Rul. 77-85 and concluded our annuity was distinguishable.

STATEMENT or ROBERT R. BARROW, PRESIDENT, INTERNATIONAL GENERAL
INSURANCE CORP., ON S. 446, 97TH CONG., 1ST SES.

My name is Robert Ruffin Barrow. I am president of International General
Insurance Corp. We support S. 446 which would revoke Rev. Rul. 80-274. '

As a preliminary observation, the annuity, which Rev. Rul. 80-274 has banned,
fosters the President's program of encouraging savings. It should be emphasized too
that the premiums paid for the purchase of this annuity are not tax deductible, but
represent "after tax" dollars. Additionally, annuities do not escape the income tax.
The tax is merely deferred. Also, this annuity can and should play a role in
stemming the flight of savings from thrift institutions.

Rev. Rul. 80-274 is a usurpation of the legislative power of the Congress. In order
to provide an honorable and dignified retirement, the Internal Revenue Code pro-
vides an annuity holder with tax deferral of earnings accumulated on the premiums
paid for deferred annuities. The prior administration was unable to persuade the
Confess to amend the Code to curtail this tax deferral. Nevertheless, that adminis-
tration undertook to achieve the same objective by administrative flat. To this end,
the Internal Revenue Service issued Rev. Rul. 80-274 and reversed the position that
it had taken for years which honored the annuity deferral provisions of the Code.

Not only does Rev. Rul. 80-274 usurp the legislative power and authority of
Congress, but it is also discriminatory in its intent and effect. The burden of this
arbitrary and capricious ruling falls uniquely on four small life insurance compa-
nies and the local savings industry of this country.

Rev. Rul. 80-274 has sounded the death knell for an annuity which encourages
savings by middle America. People today are simply concerned about retirement
and providing for their older years. Understandably, they are not convinced that
they will receive adequate retirement benefits from Social Security or otherwise. In
an effort to provide for their own self-sufficiency in retirement, they have looked to
an annuity such as ours for an assured income they cannot outlive.

Our annuity is funded with certificates of deposit of banks and savings and loan
associations in the locale of the annuitant. It provides these institutions with stable
deposits, thereby creating a pool for local mortgage money. The benefits redound to
the prospective homeowner, the local construction industry and its suppliers and
workers, as well as those of ancillary industries. The importance of these savings
institutions as a source of mortgage money is evidenced by the fact that in 1978
savings and loan associations held approximately 47 percent of the outstanding
residential mortgage loans and commercial and savings banks held 31 percent.

The experience of First Savings of Wisconsin, Wisconsin's largest savings and loan
association, testifies to the importance of our annuity. First Savings has a group
annuity contract with our company for our single payment deferred annuity that
fell victim to Rev. Rul. 80-274.

In 1979, premiums paid by enrollees under this contract provided approximately
one-third of First Savings' net increase in savings after accounting for interest

* credited. In 1980, in spite of new annuity enrollments with premiums in excess of
$16 million, First Savings suffered a net savings decrease. Both in 1979 and 1980,
approximately 76 percent of these premiums represented new money to First Sav-
ings. Cancellations have been minimal. o
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First Savings has found that, on average, the enrollee is 54 years old, has a family
income from all sources of approximately $26,300, and has paid an annuity premi-
um of $9,943. Without the backbone of such middle income savers, the savings
institutions cannot continue to support local home mortgages.

Under these circumstances, it Is not surprising that, upon the announcement of
Rev. Rul. 80-274, Jay Janis, then Chairman of the Federal Home Loan Bank Board,
urged-G,-William Miller, then Secretary of the Treasury, to withdraw the ruling
immediately and to convene a hearing on the important policy considerations and
legal questions involved noting that there are strong legal arguments for conclud-
ing that Rev. Rul. 80-274 is legally incorrect. This suggestion is still a good idea.
Even now it should be pursued by the Treasury Department, as I suggested in a
letter of February 12, 1981, to Secretary Regan.

Rev. Rul. 80-274, as I have indicated, is discriminatory. It denies annuity tax
treatment to our savings funded annuity. On the other hand, the Service has taken
no such Draconian action against annuities funded with shares of mutual funds and
of money market funds, and I am not advocating any such action. This discrimina-
tion and the Treasury-Department's explanation- is accounted for in the following
striking M e from a story about Rev. Rul. 80-274 in The Wall Street Journal of
October , (p. 46):

The ruline-naturally raises questions about the potential for an IRS attack on
annuities wrapped around mutual funds. Several funds offer variable annuities that
have money-market shares as an investment option, which are keyed to short-term
interest rates. Some funds also offer fixed-rate annuities, which have a set rate for
the first year that is then adjusted quarterly.

"We could hardly deal with one (the thrift institutions) and not the other," says a
Treasury Department spokesman. He confirms that the IRS is discussing another
rulig that would declare the annual interest income on all mutual-fund annuities
taxable. He adds, however, that with the November election just around the corner,
"It doesn't make sense to create another firestorm right now.'

A ruling on these mutual fund and money market annuities has not been issued
in the intervening six months. Nor, in my. opinion, should one be expected. Conse-
quently, these mutual fund annuities continue to be marketed by brokerage houses,
and they continue to be regularly advertised in the daily financial press. They
thrive, but we, along with the local thrift institutions, have been doomed.

Our policy, just like any other annuity, provides a long term and meaningful
mortality guarantee with various annuity options as well as cash surrender values.
It has been approved for sale as an annuity by the insurance commissioners in all
15 states in which we have been admitted to do business.

The premium is deposited in a certificate of deposit of a federally insured bank or
savings and loan association so that the annuity owner enjoys federal deposit
insurance coverage. Like the traditional fixed dollar annuity, our policy guarantees
a minimum interest yield on the premium. In addition, the annuity owner is
guaranteed excess interest". This is additional interest that the deposit earns in
excess 6fthe guaranteed minimum, less either a 1 percent or 2 percent charge the
first year, and either 1 percent or % of 1 percent annually thereafter. These are the
only charges that are made, and they are payable only from "excess interest". There
are no other fees, expenses, or "loadings."

I originated this annuity. I discussed it and the tax implications at length with
the Service. Indeed; we tailored our annuity to meet suggestions made by the
Service. Thereafter, on August 30, 1977, we obtained a ruling from the Service
according our contract annuity tax treatment.

In good faith reliance on this ruling, we transformed our operations and essential-
ly limited ourselves to developing this annuity business. Again, on January 15, 1980,
we received another ruling when we accommodated our annuity to a change that
the Service had required. At least as recently as March 24, 1980, the Service issued

Favorable ruling to another company offering a comparable type of annuity.
Then suddenly, and without any notice or opportunity to be heard, on September

24 1980, the Service completely reversed its position. It issued Rev. Rul. 80-274, and
we were advised that it revoked the rulings that had been issued to us. This was
done even though our contract uniquely provides for our assumption of Regulation
Q penalties and is, therefore, materially distinguishable from the situation described
in Rev. Rul. 80-274, as I pointed out in my testimony before this Committee on
November 19, 1980, during the hearings on S. 3082, S. 3094 and H.R. 6806, 96th
Conga, pp. 126, 127. Incidentally, thanks to the intercession of this Committee, we
finely did receive the "grandfathering" to which I there referred.

This precipitous reversal by the Service was not made because of any change in
the Code or, in the regulations or because of a new judicial decision. It came about

S.. because our type of annuity was understandably receiving widespread public accept-

• .1
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ance, with imitators following in our wake. This distressed and perturbed the prior
administration, which was fundamentally opposed to the Code s treatment of de-
ferred annuities. This hostility was expressed most recently to this Committee in

-the above-referenced hearings on November 19, 1980, p. 24. Earlier, in 1978 the
prior administration had proposed legislation that wouldhave eliminated tax defer.
ral for all non-qualified deferred annuity contracts, with a limited exception for
fixed dollar annuities.I

As a reason for urging the enactjnent of this legislation the administration
specifically referred to the savings annuity addressed by Rev. Kul. 80-274.2 I under-
stand that rulings on such annuities issued to others, after the proposal for amend-
ment was initiated, specifically cautioned that should the proposal be enacted the
rulings would be nulified. The House Ways and Means Committee, however, deci-
sively rejected the proposal for statutory amendment.

The "flip flop" embodied in Rev. Rul. 80-274 is simply an effort, by administrative
legerdemain, to effect a statutory amendment which the Congress rejected. Needless
to say, if the Code is to be amended that is the prerogative of the Congress and not
of the Service.

Moreover, Rev. Rul. 80-274 is noteworthy as an exercise in bureaucratic gymnas-
tics. As the predicate for Rev. Rul. 80-274, the Service suddenly decided to invoke a
revenue ruling. that had antedated the rulings we had received, namely, Rev. Rul.
77-85, which was issued in March 1977, shortly before we received our first ruling.
The Service obviously concluded, and correctly, that its rulings to us, as well as to
others over a four-year period, did not conflict with the previously issued Rev. Rul.
77-85. Our situation was distinguishable.

Nor was Rev. Rul. 77-85 overlooked. 1, and my counsel, had discussed the ruling
and its relevance to our situation with the Service before it issued its first ruling to
us in August 1977. Rev. Rul. 77-85, which has now even been judicially discredited,8

has no more relevance today than it did in August 1977 and in .anuary 1980 when
we received our rulings. Rev. Rul. 77-85 is simply being used now as a pretext to
mask an administrative amendment to the Code.

Finally, Rev. Rul. 80-274 is devoid of any meaningful legal exposition or explana-
tion. It concludes that the insurance company is not the owner of the certificates of
deposit funding the annuity. In our case, we are the legal owner of the certificates.
They aie solely in our name. We alone possess the dominion and control over those
certificates. And we also bear the consequences and risks of that ownership. It was
the liability engendered by this ownership that prompted my apperance before this
Committee last November to urge that our outstanding contracts be "grandfath-
ered". As the owner of the certificates, we, unlike our imitators, bear the burden of
the Regulation Q penalty for any early termination. Because of these penalites, had
our contracts not been 'grandfahered". we faced the prospect of approaching insol-
vency. In these circumstances, it is fanciful to suggest that we are not the owner of
the certificates of deposit that fund our annuities. Ironically, we assumed the
liability for the Regulation Q penalty at the verbal suggestion of the Service so that
any question as to our ownership would be foreclosed.

Want to thank you for your time and attention. I urge upon you the need for a
speedy resolution of this matter.

INTERNAL REVENUE SERVICE,
DEPARTMENT OF THE TREASURY,
Washington, D.C., January 15, 1981.

Mr. ROBERT R. BARROW,
INTERNATIONAL GENERAL INSURANCE CORP.,
Milwaukee, Wis.

DEAR MR. BARROW: This is in response to a request dated December 14, 1979,
made on your behalf by your authorized representative, concerning the ownership of
deposits placed in savings and loan institutions in connection with your group single
premium retirement annuity plan. A similar annuity plan was the subject of our
letters to you dated August 30, 1977, and December 4, 1979, but the current ruling
letter contains some changes in facts which are reflected in the description below.

The information submitted indicates that the taxpayer is a life insurance compa-
ny taxable under section 802 of the Internal Revenue Code. The taxpayer will enter
into agreements with savings and loans whereby the savings and loans will be the

'The President's 1978 Tax Program, pp. 139, 141-142.
2Ibid., pp. 184-185.
3Investment Annuity Inc. v. Blumenthal 442 F. Supp. 681 (D.C. 1977); reversed on jurisdiction-

al grounds, 609 F. 2d I (D.C. Cir. 1979); cert. denied, 446 U.S. 981 (1980).
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group contract holders, and will enroll their depositors in the annuity plan In the
ame way as most employers enroll employees in health and othet insurance plans.

The savings and loans will receive expense reimbursements for their services The
taxpayer will deposit the preminums in the savings and loans, m segregated ac.
counts. The taxpayer will have all the incidents of ownership of the deposits, and
the deposits wII be held in -the taxpayer's own name, and not as an agent for the
annuitant. The savings and loans Will pay their usual interest on these deposits.

The annuitant's cash value in his annuity plan Will be the premium paid plus
interest accumulated at a minimum of 3 percent per year, compounded annually. If
the savings and loan pays les than the quaranteed rate, the taxpayer will make up
the difference to reach the guaranteed rate. In addition, excess interest may In-
crease the cash value of the policy, as determined by the Board of Directors of thetaxpavyer.

WI T annuity plan provides various options for payment of benefits, including
lump sum payments, installments for a specified periOd, installments for a specific
perod and life thereafter, and Jqint and survivors ife income.,The benefit are paidunder a permanent purchase rate guarantee.

The annuitant does not have direct access to the deposits 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 policy, or surrender of the policy For its cash value less a cash
surrender charge. Ifthe 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.

The provisions of the annuity plan indicate that the annuitant has no direct
access to the assets in the account in the savings and loan, but instead has a right
to receive payments in amounts and under conditions specified under the terms of,
the annuity plan. The taxpayer will be the recipient of the interest earned on the
deposit placed in the savings and loans in connection with the annuity plan, and the
annuitant will receive increases in cash surrender value, only as specified under the
guaranteed and excess interest provisions of the annuity plan.

Accordingly, it is held that the taxpayer will be the owner of the deposits in the
savings and I s placed there in connection with the Annuity plan, for purposes of
determining the taxpayer's gross investment income under section 804(b) of -the
Code.

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

Sincerely yours, -
JOHN L. CRAWFORD,

Chief Corporation Tax Branch.

VORYB, SATER, S2YMOUR AND PEASE,
Washington, D.C., December 14, 1979.

Ms. MIND SPIn, TLS,
Internal Revenue Service, Corporate Tax Division, Washington, D.C.

DEAR Ms. SPIER: This letter is in reference to your letter to International General
Insurance Company, dated December 4, 1979. Clarification is requested to the effect
that your ruling letter to International General Insurance Company, dated August
30, 1977 will be valid under certain circumstances. Specifically, it is requested that
the August 30, 1977 letter can be relied upon when International General Insurance
Company is the legal owner of the pertinent deposits in the financial institution and
such ownership is reflected on the passbooks of the deposits.

Best regards,
M. PETER MCPHERSON.

Attachments: Letter referred to above.

DEPARTMENT OF THE TREASURY, -
INTERNAL REVENUE SEmvICE,

Washington, D.C., December 4, 1979.
INTERNATIONAL GENERAL INSURANCE CORP.,
Milwaukee, Wis.
Attention: Mr. Robert R. Barrow,
Taxpayer, International General Insurance Corp.

De AR Mit. BARROW: This letter is in reference to your Group Single Premium
Retirement Annuity Contracts that were the subject of our letters to you dated
August 30, 1977, (Written Determination Number 7748012) and March 5, 1979.
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After careful consideration of the matters discussed in our conference with you on
April 18, 1679, and your subsequent communications with our office, we have
concluded 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. Yqu 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 I.R.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 formal ownership of the property or liability for the indebtedness
is In another party.

Our earlier rulig 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 language 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 the taxpayer is the owner
of the accounts.

Accordingly, our ruling letter to you dated October 23, 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) ofthe Internal Revenue Code.
* Pursuant to a power of attorney on file in this office, a copy of this letter is being
sent to your authorized representative.

Sincerely yours,
GERALD PoRTNziy,

Assistant Commissioner (Technical).

DEPARTMENT Oi THE TREASURY,
INTERNAL REVENUE SERVICE,

Washington, D.C., August 80, 1977.
INTERNATIONAL GENERAL INSURANCE CORP.,
Milwaukee, Wis.
Attention: Mr. Robert R. Barrow.

DEAR MR. BARROW: This is in response to your request for a ruling dated June 27,
1977, dealing with the ownership of deposits placed in savings and loans in connec-
tion with the annuity plan described below.

The Group Single Premium Retirement Annuity Contract (hereinafter referred to
as the Annuity Plan) will be sold by International General Insurance Corporation,
P.O. Box 3667, Milwaukee, Wisconsin 53217; Texas International Life Insurance
Company, Suite 500, First Federal Plaza, Austin, Texas 78701; and companies associ-
ated with International General Insurance Corporation (the selling company herein-
after referred to as the insurance company).

It is proposed that the insurance company sell the Annuity Plan to depositors of
savings and loans, and to that end, the insurance company proposes to enter into
agreement with savings and loans whereby the savings and loan will be the Group
Contract Holder. The savings and loan will enroll its depositors in the program just
as most employers enroll employees in health and other insurance plans. The
savings and loan will receive expense reimbursements for their services. The insur-
ance company will deposit the premiums in the savings and loan. These deposits
will be segregated accounts with the insurance Company holding legal title to the
accounts. The insurance company will hold the passbooks for the accounts,'and each

-passbook will read, "The insurance company holds this account as Agent for annu-
Itant X, subject to the terms of the Annuity Plan." The savings and loan will pay its
usual interest on these deposits.

The annuitant's cash value in his Annuity Plan will be the premium paid plus
interest accumulated at three percent (8 percent) per year, compounded annually.
(In the case of Annuity Plans sold by International -General Insurance Corration,
100 percent of the premiums paid will be included in the cash value, and or plans
sold by Texas International Life Insurance Company, 98 percent of the premium
paid will be included in the cash value for the first year, and 100 percent for each
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subsequent deposit.) In effect, the above is the annuitant's minimum interest In this

nui; if the savin, and loan only paid two-nd-one-half percent (2% percent)
te on the deposits made by the Insurance company fo the benefit of the

annuitant Involved, the Insurance company would have to make up the extra one
half percent (% percent). In addition, oertain "excess Interest" may incresm the
cashivalue of the policy, If so determined by the Bor4 of Directors of the insurance
company. (Annult Plans to be sold by International general Insurance Corporation
Include addition word to the effect that in no ca can the amounts of excess
Interest credits be less than the interest paid by the savings and loan on the

rtlnent deposits, diminished by one percent (1 percent) and further diminished by
h arante rate.)

T 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 policy, or surrender of the policy for its
cash value less a cash surrender charge. If the annuitant dee 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 above, the provisions of the Annuity Plan indicate that the insur.
ance company will be the recipient of the interest earned on the deposits placed in
the savings and loans in connection with the Plan. The annuitant has no direct
access to the assets in the account but instead has a right to receive annuity
payments in amount pursuant to the insurance company's obligations under the
terms of the Annuity Plan.
. Therefore, it is ruled that the insurance company will be the owner of the
deposits in the savings and loans placed there in connection with the Annuity Plan,
for purposes of determining the insurance company's gross investment income
under section 804(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 M. Peter McPherson at Vorys, Sater Seymour and Pease, 1800 M Street,
N.W., Suite 800-South, Washington, D.C. 2003d.

A copy of this letter should be attached to your Federal income tax return.
Sincerely yours,

JOHN L. CRAwroRD,
Chief, Corporation Tax Branch.

FimzLAL HOME LOAN BANK BOARD,
Washington, D.C., October 10, 1980.

Hon. G. WIMU MILLR,
Secretary, Department of the Treasury,
Washington, D.C.

DzAR MR. SECRETARY: I am writing to express my concern over the recent issu-
ance of Revenue Ruling 80-274. The practical effect of the ruling is to preclude the
use of group single premium retirement annuity contracts under which Federally
insured savings and loan associations are designated as group, contract holders.
believe the Internal Revenue Service should withdraw this recent ruling, and that
the Treasury Department and the Internal Revenue Service should reconsider care-
fully-the legal and policy implications of the ruling.

I am concerned atout the adverse impact of the ruling on saving account funded
annuity plans because these plans can be a significant incentive for increased
savings by a major segment of the American public, and because these annuity
plans have the potential to become a significant source of stable funds for Federally
insured savm and loan associations.

Although &venue Ruling 80-274 is limited obstensibly to the facts of a specific
type of annuity contract involving savings and loan associations, as a practical
matter, it raises major policy questions concerning the tax treatment of other types
of annuities as well. The rwing fails to provide any reasoned legal analysis for its
conclusion. In fact, strong legal arguments and precedent exist for concluding that
the ruling is incorrect as a matter of law.

In view of the important policy considerations and the complex legal questions .
raised by the ruling, I believe it is more appropriate for a decision on the tax
treatment of these annuity contracts to be the subject of a proceeding that would
provide Interested individuals and governmental agencies, including the Bank
Boar, an opportunity to participate. Therefore, I recommend Immediate withdraw-
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&I of Revenue Ruling 80-274 and commencement of a rulemaking proceeding to
consider the important and difficult issues raised by this ruling.

Sincerely, JAY JAM,

Chaiman.

' ' *equal to the cash settlement * beneficiary, however, may instead elect
to receive either an annuity for a term certain or a lifetime annuity, subject to a
guaranteed minimum number of monthly installments.

LAW AND ANALYSIS
Section 61(a) of the Internal Revenue Code provides that gross income means all

Income from whatever source derived, including interest.
To the extent that a policyholder under an annuity contract with a life insurance

company possesses substantial incidents of ownership in an account established by
the insurance company at the direction of the policyholder, the policyholder may be
considered the owner of the account for federal income tax purposes. See Rev. Rul.
77-85, 1977-1, C.B. 12.

Under the annuity contract, the policyholder's position is substantially identical
to what the policyholder's position would have been had the investment been
directly maintained or established with the savings and loan association. Prior to
the annuity starting date, L is little more than a conduit between' the policyholder
and the savings and loan association.

HOLDING
Prior to the annuity starting date, the policyholder, and not L, is the owner of the

savings and loan account for federal income tax purposes and the interest on the
account is thus includible in the policyholder's gross income under section 61(a) of
the Code.

DEPARTMENT OF THE TREASURY,
INTERNAL REVENUE SERVICE,

Washington, D.C.
WASHINGTON, D.C.-The Internal Revenue Service today announced that life in-

surance companies will not be considered the owner of certain savings and loan
association accounts held in connection with so-called "wrap-around annuity" con-
tracts sold to depositors. The interest on these accounts is therefore includible in the
gross income of the depositors.

This announcement is contained in Revenue Ruling 80-274, which is attached and
will also appear in Internal Revenue Bulletin No. 1980-42, dated Oct. 20, 1980.

ISSUE

Is the life insurance company or-the depositor the owner for federal income tax
purposes of the savings and loan accounts established in accordance with the
annuity plans described below?

PACTS

L, a life insurance company taxable under section 802 of the Internal Revenue
Code, has developed so-called group single premium retirement annuity contracts
("annuity plans") that have been approved in several states by their respective
regulatory departments. The terms "annuity" and "policyholder" as used in this
revenue ruling are for descriptive convenience only and are not intended to have
any substantive legal significance.

L has entered into agreements with participating federally-insured savings and
loan associations. Under each agreement, the participating association is designated
as the group contract-holder under an annuity plan. el s annuity contracts under
the lan to existing depositors of the participating association and others wishing to
establish accounts with the association ("depositors").

Under a plan, a depositor transfers cash, an existing passbook savings and loan
account, or certificate of deposit to L in exchange for an annuity contract. The
amount paid by the depositor to L is reduced by L from 2 to 5 percent for dales
expenses, administrative expenses, and any premium tax imposed on L. This m
duced amount i segregated by L and deposited into a Separate accout of the
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savings and loan association of the depositor. The amounts deposited are inostod in
a certificate of deposit for a term designated by the depouitbr. Whan the certificate
of ezpire L r red under the contract to reinvest t proceeds in a

rtilcat or deposit for same duration unless an investment of the .,m
-duration would extend byond tor annuity starting date. In that event, a crmfcat
of deposit with a matqrity not extendi beyond he annuity starting date will be
purchased. If no such certificate of deot is available, the funds will be Invested In
a passbook saving account.

At the option of the depositor (referred to in the contract as the "policyholder"')
additionial amounts may be transferred to L that become part of the consoderation
for the contract.

Pursuant to the agreement between L and the participating savings and loan-
association, L may not dispose of the deposit, or convert it into a different asset,
other than in accordance with the reinvestment provisions described above. L may
not use the deposit for any purpose other than to benefit the particular policy-
holder. This arrangement is intended to afford each poltcyholer's deposit the
maximum federal insurance coverage of $100,000 per account under federal regula-
tions.

* L does, however, retain the right to withdraw the deposits from a failing savings
and loan association or from an association that terminates the plan. In the event of
withdrawal L must deposit the withdrawn amounts In another federally-insured,
savings and loan association.

Interest earned on the investments is credited annually to each annuity account,
by L after payment to L of an annual management fe of one. percent of the
accumulated vdue of the account. L guarantees that the deposit will earn interest
at 4 percent per year compounded annually from the date of deposit. The current
yields for certificates of deposit offered by'the association range from 7 percent to 11
percent depending upon the term of the certificate. The policyholders have no
contractual relationship with the assciation. Their rights are derived solely from
'theit adnuity contracts, and L may satisfy its obligations to the policyholders under
these contracts using funds derived from sources other than the accounts held
pursuant to the plans.

A policyholder may withdraw all or a portion of the cash surrender value of the
contract at any time prior to the annuity starting date upon written request to L.
The cash surrender value of the contract is the amount deposited plus interest
credited less a charge for withdrawal. The withdrawal charge is the early withdraw-
al penalty charged by the savings and loan association plus any premium tax
resulting from the withdrawal. The association does not have the right to distribute
any assets from the savings and loan account directly to any policyholder or to any
beneficiary or assignee.

The annuity contract allows the policyholder to elect one of a variety of settle-
ment options including a lump-sum payment, a life income option, installment
options for a specified amount or a specified period, and installment payments for a-
period certain and for life thereafter.

If a policyholder dies prior to the annuity starting date, a lump-sum is payable to
the beneficiary in an amount .

WisONsiN EuPXrvs GROUP,
Green Bay, Wis., March S, 1981.

To: Senate Finance Subcommittee on Taxation and Debt Management.
Subject: S. 446.

STATEMENT OF POSITION

Mr. Chairman, members of the Committee, my name is Wayne W. Spencer, CLU.
I am Vice President of Wisconsin Employers Insurance Company Green Bay, Wis-
consin. I have asked to testify here this morning In support o, Senate Bill 446.

In late 1977 my company designed a product called "T.D.A.". It was a Tax
Deferred Annuity created specifically to be distributed by financial institutions.
This Tax Deferred Annuity was filed and approved by the Wisconsin State Insur-
ance Department. We then requested reviewby the Internal Revenue Service of the
program. In two private letter rulings-one dated November 9, 1978, the other dated

December $ 1979-the IRS in'e It confirmed its tax deferred status. T.D.A. was
then offereQ by our financial institutions as a tax deferred annui. t contained
benefit 'such as guaranteed lifetime income, that are ony avail e in a tax
deferred annuity. As it was a tax deferred annuity and hot simply another type of
savins plan;' aproval was granted by b6th the Wiscohsin State Commissioner of
Banking a dWi-sconsin State Commissioner of Savings And Loan for distribution by
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their respective financial institutios We also requested and~ received insurance on
our rate premium depoltsby both the FSLIC and FDICon Se mbor 24, 1930 the MS Issued Rev. Rul. 80-274. in effect they took the
same facts that they had reviewed nuiherous times before and reversed their posi-
tion, declaring that TD.A. no leuier *yed tax deferred status.

My Company, the financial intitutons working with us and their customers were
stunned by this reversal without warning. This apparent total disregard for the
reliance we had placed on their previous position would seem to make any future
attempt to provide similar incentives to the American saver suspect. The confidence
factor can ony be restored by an immediate reversal of Rev. Ru. 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 pa of their current Income to provide for
their future. Reversal of Rev. Rul. 80-274 and restoration of T.D.A. will allow
financial institutions to perform their traditional role in maintaining a stable
economy. The present cost of mortgage money-if you can find any-is so high that
most Americans can no longer afford the price of a home. The frightening decline in
the number of now homes being built and the escalating unemployment in the
construction industry all result from financial institutions being unable to attract
and maintain long-term deposits. Our premium deposits will provide those funds.
Everyone seems to be offering their own solution to these problems. Moot of the
solutions call for some type of governmental intervention. I maintain that the
solution is already available and more importantly, has already met with congres-
sional approval. That solution is restoration of T.D.A.I

Through our counsel we have attempted to reason with the IRS. This process has
P ved fruitless. It is apparent, therefore, that Congress must once again assert its
belief and re-emphasize its original wisdom by overturning Rev. Rul. 80-274.It is
my hope that we take the first step today with this Committee's approval of S. 446.'
With your permission, Mr. Chairman, I would like the supporting documents such
as private letter rulings and various approval letters mentioned in my statement

* entered into the record.
Thank you for giving me the opportunity to present my views. I would be happy

to answer any questions the Committee may have.
Senator PACKWOOD. Next we will have a panel consisting of Mr.

Blazzard, Mr. Bunker, Mr. Berlin, and Mr. Hesselbein.
Before we start, I believe Senator Burdick would like to say a

few words about one of the witnesses.

STATEMENT OF SENATOR QUENTIN N. BURDICK0F
NORTH DAKOTA

Senator BURDICK. Mr. Chairman, it's indeed a pleasure for me to
introduce one of the members of the panel this morning. He is Art
Bunker, from Fargo, N. Dak., who e.joys a fine reputation in our
State; has been in the insurance business since 1954; distinguished
himself as a fine legislator in our State legislature; and he was
speaker of the house, 1973 and 1974; and he is very conversant
with the problems we have before us today.

The issue that he is going to talk about revolves around the
action by the Internal Revenue Service.

September 9, 1917, the American Life, he represents, questioned
a private letter of the Internal Revenue Service canceling an annu-
ity plan it hoped to market through banks and savings and loan
associations.

After waiting nearly a year for an answer to their request,
American Life received their favorable ruling, dated September 6,
1978. On March 5, 1979, the Service advised American Life that a
modification of their ruling was being contemplated.

Then on December 3, 1979, the IRS did in fact modify its prior
ruling of September 6, 1978. This modification had the effect of
negating insurance of accounts by the Federal Savings and Loan
Insurance Corporation.
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I think this is a very serious question, Mr. Chairman, and I hope
we go into it in depth. Now, whether or not these ratings can be
made off and on, and not be able'to rely upon what the findings
have been, I think this is a very serious question to look at in
depth.

Senator PACKWOOD. Senator Burdick, thank you.
Gentlemen, you know our time limits Your entire statements

will be placed in the record and I would appreciate your summari-
zation of them.

And, we will start with Mr. Blazzard.

STATEMENTS OF NORSE N. BLAUZZARD, BLAZZARD, GRODD &
HASENAUER, WESTPORT, CONN.; ART BUNKER, MARKETING
DIRECTOR, FINANCIAL :INSTITUTIONS, AMERICAN LIFE &-
CASUALTY INSURANCE CO., FARGO, N. DAK.;* DENNIS B.
BERLIN, EXECUTIVE VICE PRESIDENT, NATIONAL SAVINGS &
LOAN LEAGUE, WASHINGTON, D.C.; PHILIP J. HESSELBEIN,
EXECUTIVE VICE PRESIDENT, FIRST SAVINGS ASSOCIATION
OF WISCONSIN, MILWAUKEE, WIS.
Mr. BLAZZARD. Mr. Chairman, I am Norse Blazzard, of the West-

port, Conn., law firm of Blazzard, Grodd & Hasenauer. I am here as
counsel to the Ad Hoc Committee on Individual Taxation of Annu-
ities, which is a committee which. represents a broad scope of the
annuity industry. We have representatives from life insurance
companies, stock brokerage firms, mutual fund management com-
panies, bank institutions, insurance agencies, and so on.

The committee was formed in response to revenue ruling 80-274.
And, I think it is important to put this ruling in its proper context.

Revenue Ruling 80-274 does nothing more than state that the
product which was the subject'of that ruling is not an annuity
contract for purposes of Federal tax law.

We believe that there is no legal basis for this conclusion. We
particularly believe that there is no legal basis for this conclusion
in light of the Treasury Department's own regulations, section 1-
72-2(aXl), which states:

The contracts under which amounts paid will be subject to the provisions of
section 72 include those contracts which are considered to be life insurance, endow-
ment and annuity contracts in accordance with the customary practice of life
insurance companies.

We submit that the companies which were selling the products,
which were the subject of Revenue Ruling 80-274, had'in fact
established that these were annuity contracts. And, if they are
annuity contracts, then they are subject to taxation under section
72, of the code.

Section 72 has been in the code since it was initially enacted in
1954.

The tax treatment of annuities under section 72 was reconsid-
ered again in the Life Insurance Company Tax Act of 1959, when
section 801(gX) was enacted. And again in 1962, when section
801(gXIXB) was enacted.

At that time, presumably, Congress considered the tax deferral
policy considerations involved in annuity contracts.

It is my belief that what the Treasury Department is say to
us, by the testimony they have presented, and by the actions they
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have taken with thes# revenue rulings which are the subject of this
legislation, is that the only kind of annuity which will qualify as
an annuity for Federal tax purposes is one which is so bad an
investment no one could buy it. [Laughter.]

Basically, it is the end result of these products they dislike. And
they have enacted these rulings, basically, to usurp the preroga-
tives of Congress in establishing the laws applicable to annuity
contracts.

And, I think Congress has very accurately stated their intent in
the sections involved.

The Treasury Department has stated that there is no question
that a straight annuity or variable annuity will qualify as annu-
ities for tax purposes. And, yet they have refused and continued to
refuse to issue any rulings to the insurance industry specifying
what those kind, of annuity contracts are.

It is impossible for a businessman to function in an area where
they do not know the rules under which they are playing.

We believe that the bills which are presently pending before this
subcommittee are an important statement by you that it is you
who make the tax laws of this country and not the Internal Reve-
nue Service.

The constituency that I represent, which is made up of the full
scope of the annuity industry, is asking you to please take active
and prompt action on these bills so that we can ameliorate this
problem and so that the companies involved can go back to selling
the products which are so desperately needed by the public in these
times of inflation and financial uncertainty.

Thank you.
Senator PACKWOOD. Thank you, Mr. Blazzard.

STATEMENT OF ART BUNKER, MARKETING DIRECTOR,
AMERICAN LIFE & CASUALTY INSURANCE CO.

Mr. BUNKER. Now, Mr. Chairman, my name is Art Bunker-. I am
marketing director, Financial Institutions, American Life & Casu-
alty Insurance Co., Fargo, N. Dak.

First of all, I certainly appreciate the opportunity to testify and
appreciate the fact that this hearing is being held at a relatively
early date.

I certainly appreciate, Senator Burdick, your appearing on our
behalf, and more supportive in our problem since its inception, and
our company and all of our citizens in North Dakota that are in
this program do appreciate your support.

Mr. Chairman, much of my written formal testimony has already
been touched on. I won't replough that ground. But, in Senator
Burdick's statement he gave you a chronology of events, whereby
we applied for a private letter ruling in September 1979.

After a year-short of a year, about 3 or 4 days-we finally
received that ruling. The Revenue Service then advised us of a
potential modification, then did that.

As the Senator pointed out, the effect of this modification caused
us to lose the insurance of accounts offered by the Federal Savings
and Loan Insurance Corporation.
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To continue on with this chronology of events, American Life
then sought a new private letter ruling covering a new annuity
policy form. This was filed on January 11, 1980.

Incidentally, by filing this new policy form, we had to again o to
every State insurance department, in which we were doing busi-
ness and seeking to market this annuity, to get another approval of
a policy form. And we also had to go back to the Federal Home
Loan Bank Board and the FDIC to effect insurance of accounts.

After we had applied for this ruling on January 11, 1980, on
March 24, the Service issued a private letter ruling, the terms of
which American Life is operating under at the present time. Or, I
should say, was operating under until it suspended sales on Sep.
tember 24 when they learned of the release of that date.

This release seemed to be so ambiguous, confusing, that Ameri-
can Life and its 220 contract financial institutions.and over 3,350
annuitants were in a significant state of confusion and concern.

After an agonizing period of several weeks, waiting to learn the
status of Ruling 80-274, as it pertained to the tax status of Ameri-
can Life and its annuitants, it was determined by the IRS that all
annuitants were "grandfathered" and would have income tax de-
ferrals for the life of their annuity.

American Life and its contracted financial institutions have ex-
pended vast sums of money, time, and energy in developing a
product that appears to benefit all parties. It, obviously, benefits
the individual saver; it benefits the financial institution, because it
has a tendency to stabilize their deposits and enhance new deposits
into the thrift industry which then trickles on down to the building
industry and makes more money available for mortgages at a more
attractive rate.

And it, of course, benefits our company and that's primarily why
I am here. We wouldn't be in the business if it wasn't a benefit to
Us.

And, even it- benefits the U.S. Treasury, as income tax is only
deferred. In fact, income tax collections on the interest earnings at
a deferred date should provide greater ultimate tax revenues than
current taxation would generate.

Several financial institutions had expended vast sums promoting
the annuity through various media sources. Some had placed ad-
vertising in *hational magazines such as Newsweek, Sports Illus-
trated and others that they were unable to cancel.-

The abrupt issuance of 80-274 caused considerable unrecoverable
expense, confusion and consternation.

American Life's annuity policy forms, administration, and sales
methods totally complied to previously issued rulings. Ruling 80-
274, which was issued without notice or opportunity of hearing,was at least arbitrary, capricious, and ill-timed.

There had been no change in the law; no change in regulations;
simply, the IRS had a change of their mind.

Thank you very much, sir.
Senator PACKWOOD. Thank you very much.
Mr. Berlin.
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STATEMENT OF DENNIS B. BERLIN, EXECUTIVE VICE
PERSIDENT, CHEVY CHASE SAVINGS & LOAN

Mr. BERLIN. Thank you.
Mr. Chairman and members of the committee, my name is

Dennis B. Berlin. I am executive vice president of Chevy Chase
Savings and Loan in Chevy Chase, Md. And I am also the vice
chairman of the Governmental Affairs Committee of the National
Savings and Loan League, whose views I represent today.

The National League appreciates the opportunity to express its
views on S. 388 and S. 446, which have very important implications
for our business and for the capital formation needs of our econo-
m~hese IRS rulings, besides exceeding the statutory reach of the

Service, are detrimental to the capital formation, one of the most
serious problems this country faces and recognized as such by the
Reagan administration.

The savings and loan associations in this country are desperately
trying to induce additional savings. That is why we support ex-
panded IRA/Keogh authority and tax exemption of interest on
savings, among others.

These rulings work against this very desirable goal.
Tax deferred annuities have proven to be a successful and con-

venient method for certain individuals to save, and their potential
is significant.

These prospects for increased levels of savings, without this an-
nuity program, the other incentives we mentioned are not bright.

It is difficult to make an estimate as to the impact of 80-274 on
the saver annuity program. At the time it was released, there were
approximately 400 savings and loans across the country who were
managing or implementing such a program.

Although we suspect that the actual amount of dollars invested
in these accounts have been low, simply because these annuities
were just getting started.- We are very concerned about the poten.
tial which has been lost.

In particular, the Iowa Savings and Loan League was active in
marketing these annuities. They tell us that more than $50 million
of these annuities have been sold between March and mid-Septem-
ber when the ruling was released.'

One association, Leader Federal in Memphis, Tenn., received
over $5 million in savings annuity deposits in the 4-month period
prior to the issuance of Revenue Ruling 80-274.

This is a significant figure, considering the fact that the savings
public was not particularly familiar with them.

The association reports that these accounts appealed to a broad
segment of the savings market, including young two-income fami-
lies who found these accounts to be an effective way to build
savings for the future.

In summary, we would strongly urge the committee to reject
Revenue Rulings 77-85 and 80-274, not only because they are
overreaching on the part of the IRS, but because they aggravate
the very serious savings investment and capital formation prob-
lems which we are faced with today.

We, therefore, respectfully urge this committee and the Congress
to enact this legislation.
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Thank you very much.
Senator PACKWOOD. Thank you.
Mr. Hesselbein.

STATEMENT OF PHILIP HESSELBEIN, FIRST SAVINGS
ASSOCIATION, MILWAUKEE, WIS.

Mr. HESSEJBEN. Mr. Chairman, my name is Philip Hesselbein,
from Milwaukee, Wis. I appear today on behalf of the U.S. League
of Savings Associations. I

I support S. 446, the legislation by Senators Symms and Lugar to
overturn Revenue Ruling 80-274.

That action by the IRS last September denied tax deferred treat-
ment to the earnings on certain annuities funded by certificates of
deposit purchased from savings and loans associations and banks,
known as "savers' annuities".

This was a relatively new, and immensely promising, source of
savings for the thrift institutions which provide the bulk of home
mortgages for Americans.

Prior to last September, our savings association, the First Sav-
ings Association of Wisconsin, one of the pioneers in this product,
had attracted 3,400 customers and $35 million in savings.

The insurance company invested in our money market and small
saver certificates, paying top dollar to the annuitants. As a rough
estimate, these funds enabled us to make 700 home loans.

This committee is well aware of the sad state of housing and the
home finance business in these inflationary times.

Building permit figures and commitments to lend suggest that
real estate activity could remain depressed for some time. The
slowdown in housing is damaging to sawmills, lumber dealers, and
many other suppliers of products that go into homes.

Savings and loan associations are poorly equipped to compete for
savings in periods of high inflation. Our long-term mortgage portfo-
lio yields cannot keep up with our short-term savings costs, leading
to our much publicized earnings squeeze.

With this structural problem, it is essential that the savings and
loan business be encouraged to develop systematic longer term
sources of funds, if we are to continue to fulfill our congressionally
mandated mission of home finance.

That is why the savers' annuity is so promising. There are, of
course, other worthwhile savings programs to plan for one's retire-
ment years. But, under current rules, the individual retirement
account, the IRA, is not available to wage earners in a qualified
pension program. And it is carefully limited, because both principal
and interest are tax deferred.

A need remains for encouraging retirement savings in the pri-
vate sector without such eligibility in dollar restrictions.

At my association, the ability to defer taxes on earnings alone,
the savers' annuity, has proven its appeal.

Obviously, all private-sector programs to encourage retirements
savings help relieve the escalating burden on entitlement programs'
such as social securit. . . . I I

Enactment of S. 446 would encourage individuals to plan for
their retirement. It would enable our Nation's home finance spe-
cialists, the savings and loan associations, to compete more sucess-
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fully with other tax-deferred opportunities in the marketplace for
savings.

It would reinstate a useful source of funds for housing and real
estate, and do so when it is needed.

Mr. Chairman, I appreciate this opportunity to testify and urge
you and Congress to act favorably on S. 446.

Senator PACKWOOD. Gentlemen, thank you.
Let me ask you one question and it doesn't relate to the sub-

stance of the issue. I agree with you on that. -

There are frequent references in the testimony to the Internal
Revenue Service's letter rulings. This is a continuing problem, not
new to this hearing. Frequently, constituents of mine will besiege
me to ask the IRS simply to issue a letter-not one way or the
other-just issue it.

And the letter rulings are always issued with a caveat that the
letter does not bind the IRS for the future. And, yet, today there
runs through the thread of your testimony that we had these letter
rulings and, therefore, the IRS, more or less, ought to be estopped
from changing its position.

I know that if that were the rule, the IRS simply would not issue
,,the letter rulings, period. And all issues would either have to be

changed by statute or litigated.
How do we solve that problem so that-you are fully aware that

the letter rulings is just that, a ruling relating to the circumstance
you've asked about, binding only so long as the IRS doesn't issue a
more formal opinion.

How should we solve the problem?
Mr. BLAZZARD. Perhaps I can speak to that, Mr. Chairman, you

know, being the technician in the group.
There is no easy solution to that problem. Everyone who obtains

a private letter ruling does so with the understanding that it is not
precedent and that it is not necessarily binding on the Service
itself.

However, it is the opinion of the Internal Revenue Service as to
what the law in fact is. Obviously, in the event litigation were
going to take place, the Internal Revenue Service in the standard
crucible of the courtroom would have a very difficult time saying
that what they said the law was, was not the law. So, it does
provide a great deal of protection in the event litigation should
come about.

The problem is, under the anti-injunction statute, it is very diffi-
cult for the real party in interest to have any recourse to the
courts. And, I think the case that Mr. Kelly referred to during his
testimony is a very good example of this.

The court of appeals said that, in essence, an insurance company
has no right to question the tax status of the contracts it issues.
Which makes it impossible in today's very highly regulated envi-
ronment for an insurance company to make any representations,
whatsover.

I will give you an example: As a result of Revenue Ruling 8t
274, the Securities and Exchange Commission is requiring all issu-
ers of traditional variable annuities to add additional disclosure to
their prospectuses describing that Revenue Ruling 80-274 is so

18-35 -0-81-8
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broad in its context that it could conceivably be applied to any kind
of an annuity.

Without a revenue ruling to rely on, in many instances, the
State insurance departments will not permit a new type of contract
to be issued.

When Revenue Ruling 77-85 was issued in 1977, every insurance
department that had previously permitted the issuance of invest-
ment annuities suspended their sales immediately. So, it is very
difficult for business people. It takes as much as a $1 million to
$11/2 million to get one of these annuity products up online, to get
it through the various regulatory processes.

That being the case, it is very difficult for business people to
make that kind of expenditure unless they, at least, have some-
thing they can grasp with some hope that the law will be applied
uniformly.

Senator PACKWOOD. Senator Durenberger.
Senator DURENBERGER. No, thank you, Mr. Chairman.
Senator PACKWOOD. Senator Matsunaga.
Senator MATSUNAGA. No, thank you, Mr. Chairman.
Senator PACKWOOD. Senator Burdick.
Senator BURDICK. I agree with the chairman. What do we do

about this in the future? We have a letter ruling and then within a
year, or about a year, it's overturned. In the meantime, we've
expended money and set up a business along these lines. Now, all
of a sudden, we find ourselves in a different ball game. Will this
legislation take care of it?

Mr. BLAZZARD. In this case, I believe it will, Senator, yes.
Senator PACKWOOD. This legislation will take care of this prob-

lem, but won't solve the generic problem about letter rulings bind-ing the IRS.Mr. BLAZZARD. We have a specific problem here in that although

the term annuity is used some 200 times in the Internal Revenue
Code, it is nowhere defined.

The only definition we have is in that Treasury regulation that I
cited earlier, and they didn't even comply with their own regula-
tions on the subject. So, I don't know what we do.

Senator PACKWOOD. You're right.
Any other questions?
If not, gentlemen, thank you very much.
[The statements of the preceding panel follow:]

SUMMARY OF PRINCIPAL POINTS IN THE STATEMENT BY NOSE N. BLAZZARD, FAQ.,
oN BEHALF OF THE AD Hoc COMMITTEE ON INDIVIDUAL ANNUITY TAXATION

1. The Ad Hoc Committee on Individual Annuity Taxation supports legislation to
obtain a satisfactory clarification of what is an annuity for purposes of federal
income tax law.

2. Revenue Rulings 77-85 and 80-274 are contrary to tax laws enacted by Con-
gress in Sections 72 and 801(gXl) of the Internal Revenue Code.

3. There are various types of annuities. The annuities which were the subject of
Rev. Rul. 80-274 fit the commonly accepted definitions of annuities as well as the
specific provisions of the Internal Revenue Code.

4. Annuities enable individuals to provide for retirement security.
5. Annuities provide a source of savings to add to and stabilize the capital base of

the nation.
6. There is no legal basis for Rev. Rul. 80-274.
7. Rev. Rul. 80-274 is inconsistent on its face.
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8. The revocation of previously granted tax rulings is, in effect, a change in the
law. Such changes adversely affect business' willingness to Invest in new products
and methods.

9. Rev. Rul. 80-274 has a chilling effect on capital formation.
10. Rev. Rul. 80-274 is an attempt by the IRS to usurp Congressional powers and

to enact legislation.
11. Rev. Rul. 80-274 is an attempt by the IRS to limit the types of investment

held under annuities which is not a legitimate use of its power.
12. Beware of the use of "loaded" terms which are not applicable to annuities.
13. Action is needed to correct an injustice and to clearly indicate that Congress,

not the IRS, makes the tax laws for this nation.

STATEMENT BY Noass N. BLIZZARD, Esq., ON BEHALF OF THE AD Hoc CoMbinru
ON INDIVIDUAL ANNUITY TAXATION

On September 24, 1980 the Internal Revenue Service (the "IRS") released the text
of Rev. Rul. 80-Z74 (the "Ruling"). The vague legal reasoning contained in such
Ruling made it difficult for insurers, marketing firms, individual taxpayers and
their Counsel to determine which types of annuities were affected and which were
not. As a result, representatives from a number of firms involved in the annuity
business gathered at a meeting in Washington, D.C. on October 2, 1980, less than
nine days after the Ruling was released.

More than seventy persons attended the meeting in an attempt to resolve the
questions presented by the Ruling. These were representatives from life insurance
companies, insurance agencies, stock brokerage firms, mutual fund managers, bank-

- ing Institutions and accounting and law firms.
After thorough discussion the group decided that the Ruling was so vague that it

posed a severe threat to all types of annuities. This concern proved warranted when
-the Securities and Exchange Commission later required special disclosure about the
Ruling in prospectuses for traditional types of variable annuity contracts.It was also decided at the meeting that the Ruling had no legal basis and was, in
fact, a direct contradiction of existing tax laws applicable to annuities. The group
decided to establish a formal structure to resolve the problems raised by the Ruling.
Thus, the Ad Hoc Committee on Individual Annuity Taxation (the 'Committee)
was born.

The Committee has established a mission: To obtain a satisfactory determination
of what an annuity is for federal income tax purposes.

The Committee has resolved to seek redress through negotiation with appropriate
government agencies and through legislative actions.

The Committee is represented by its General Counsel, Norse N. Blazzard, Esq., of
the Westport, Connecticut law firm of Blazzard, Grodd & Hasenauer. It is also
represented by legislative Counsel, Vorys, Sater, Seymour, & Pease, 1828 .L" Street,Washington, D.C.

Scope of this statement
This statement will discuss only those annuity contracts which are not used with

"qualified" retirement plans which receive favorable tax treatment under Sections
401, 403, 404, 408 and 457 of the Internal Revenue Code of 1954, as amended (the
"Code"). The annuity contracts discussed herein are, in all cases, purchased with
funds which have already been subject to tax. No purchaser of any annuity dis-
cussed herein receives any tax benefits with respect to the annuity purchase pay-
ments. Although the jeneial discussion about annuities contained in this statement
also applies to annuities issued in connection with "qualified" retirement plans, the
Ruling does not appear to apply to such annuities. Therefore, my discussion is
limited to annuities used by individuals which are not issued under such "qualified"
plans.
What is an annuity?

Generally, Section 72 of the Code provides for the tax treatment of annuities to
individual taxpayers. Although the term "Annuity" is used several hundred times
in the Code, it is nowhere defined therein. However, Treasury Regulations 1-72-
2(aX), in determining what an Annuity is for purposes of Section 72 of the Code
contains the following definition:

The contracts under which amounts paid will be subject to the provisions of
Section 72 include those contracts which are considered to be life insurance, endow-
ment and annuity contracts in accordance with the customary -practice of life
insurance compames.

Even though the Code itself contains no definition of an "Annuity," the life
insurance industry and the Internal Revenue Service have long been in accord as to
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what an annuity is and how an annuity is to be taxed. This accord began with the
enactment of the Code in 1954. With the 1954 Code, Congress provided a specific
scheme for taxing annuity income to individuals. Subsequent amendments to the
1954 Code included a "variable annuity" as an annuity for purposes of Section 72.

Most commentators would agree that an annuity (whether defined for general
insurance purposes, for tax purposes or as understood by the public) is a contractual
promise to make a series of payments for life or for a specified period of time.

It is generally believed that the annuity is the oldest form of life insurance!

ypes of annuity contracts
There are numerous types of annuities, the characterizations of which sometimes

-overlap. To understand the different types of annuities it is best to characterize
them in three different ways:

1. As to time annuity payments begin.
2. As to duration of annuity payments.
3. As to investment orientation.

Classification as to time annuity payments begin
The classification of annuities as to the time annuity payments begin includes two

different kinds of annuities: Deferred Annuities and Immediate Annuities.
A Deferred Annuity is one in which the purchaser invests funds to accumulate

until a future date when annuity payments are to begin. (In the Code this date is
called the "Annuity Starting Date").

An Immediate Annuity is one in which the purchaser invests funds with an
immediate Annuity Starting Date. (Usually, any annuity with the Annuity Starting
Date within twelve months of the date of purchase is called an Immediate Annuity).

Classification as to duration of annuity payments
The classification of annuities as to duration of annuity payments generally refers

to annuities which are either Life Annuities, Term Certain Annuities or Combina.
tion Life and Term Certain Annuities.

A Life Annuity is one where annuity payments are guaranteed for the entire life
of the Annuitant (or Annuitants in the case of a joint annuity). This guarantee
prevails regardless of the longevity of the individual payees or of the longevity of all
Annuitants as a group. A life annuity contains an insurance element and, under the
laws of most states, can be sold commercially only by a licensed life insurance
company.

A Term Certain Annuity guarantees payments only for a specified time period
(such as ten or twenty years). It contains no insurance element.

A Combination Life and Term Certain Annuity is one where the insurer guaran-
tees payments to continue for the life of the payee (or payees) regardless of longev-
ity, but with a provision that provides for continuation of payments to the benefici-
ary in the event the payee dies before receipt of payments for a specified number of
years. Thus, the most commonly selected form of annuity is for a Ten Year Certain
and Life Contract. Under such a Contract the Annuitant will receive monthly
payments for life. However, if he or she should die before receiving payments for
ten years, the monthly payments would be continued to the beneficiary for the
remainder of the ten. year period.

Classification as to investment orientation
Traditionally, all annuity contracts issued by insurers would guarantee a specified

amount of money to be paid to the Annuitant. This guaranteed amount, payable at
maturity of the contract (either in the form of monthly annuity payments or in
lump sum), includes all principal plus a guaranteed interest rate. This is a "fixed
annuity."

In the mid 1950's a new type of annuity was developed in an attempt to provide a
protection against the inflation related erosion in purchasing power which is inher-
ent in a fixed return investment. The new product was called a "variable annuity"
and provided for the value of the annuity contract to fluctuate in accordance with
the investment results of a specified underlying investment maintained by the
insurer.

Although there is not complete agreement as to the precise definition of a "vari-
able annuity," it is my opinion that a "variable annuity" is one in which the
Annuitant bears the investment risk. A "fixed annuity" is one in which the insurer
bears the investment risk.

Congress, in Section 801(gXIXA) of the Code, which was originally enacted in 1989,
recognized a "'variable annuity" as an annuity for purposes of the Code.
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The tax law applicable to annuities
Section 72(a) of the Code includes amounts received under an annuity in an

individual's gross income. However, Section 72(b) provides that certain amounts
received under an annuity may be excluded from income. Basically, the amount of
such exclusion represents the return of the initial investment (the basis) in the
contract which was already subject to tax.

If an amount is received under an annuity contract prior to the Annuity Starting
Date, the aziount representing the basis in the contract is presumed to be recovered
first. Only after all of the original contribution is recovered is there includable in
Individual income the amount which represents accumulated interest (Section 72(e)
of the Code).

Congress, in Section 72(g) of the Code, provided rules for determining the basis of
annuity contracts transferred by assignment or otherwise for valuable considera-
tion. Section 72(h) put forth the concept of non-constructive receipt in the case of a
contract which provided for payment of a lump sum in full discharge of an obliga-
tion thereunder, subject to an option to receive an annuity in lieu of the lump sum
if the option was exercised within sixty (60) days after the lump sum becamep",yable.

Congress also added Section 1035 to the 1964 Code to enable individuals to
exchange one annuity contract for another better suited to their needs without
recognizing a gain or a loss.

The Life Insurance Company Income Tax Act of 1959 (Public Law 86-69, June 25,
1959) included a provision for variable annuities. This provision, (originally_ §801(g)
of the Code, now § 801(gX1XA)), was explained by the report of the Senate Finance
,Committee as follows:,

"Your committee has added a provision to the House bill to make it clear that
variable annuities are in general to be taxed in the same manner as other annu-
ities." (86th Cong., 1st Sess., S. Rep. No. 291 (1959) 13.)

In 1962, Congress expanded the variable annuity section of the Code to include a
new type of contract. Section thegvar en ctin substance the provisions of
the 1959 Act and thus continued the inclusion of a variable annuity within -the
definition of an annuity. However, Congress also added Section 801(gXIXB) to the
code to deal with "contracts with reserves based on a segregated asset account,"
which it defined as a contract which provides for the allocation of all or part, of the

* amount received under the contract to an account which, pursuant to state law or
regulation, is segregated from the general asset accounts of the Company; which
provides for the payment of annuities; and under which the amounts paid in or the

"amounts paid as annuities reflect the investment return and market value of the
segregated asset account. Congress also added several provisions dealing with ac-
counting for life insurance companies which issue such Contracts, requiring general-
ly that the companies separately account for various items of income, exclusions,
deductions, assets, reserves and other liabilities attributable to such separate ac-
counts.

The legislative history of 801(gXIXB), as stated in the reports of the Senate
Finance Committee and of the Conference Committee (attached hereto as Exhibits A
and B respectively) indicate no concern about the nature of the investments under-
lying a variable annuity contract. This history merely reiterates the qualifications
necessary to qualify as a "contract with reserves based on a segregated asset
account." These are:

1. Contributions and accumulationsw, areapplied to a separate account, the assets
.of which, under State law, a a are gated from the general asset accounts of the

Company.
2. The contracts must provide for the payment of annuities.
3. The amounts paid in or the amounts paid as annuities reflect the investment

return and the market value of the assets held in the separate account.
There is nothing in § 801(gX1XB) nor in the legislative history which would show a

Congessional intent to limit the type of investment underlying a variable annuity
- contract.

The purposes served by annuities
Annuity contracts serve two basic public policy purposes:
1. They enable individuals to accumulate fun or retirement security.
2. They provide a source of savings to add to and stabilize the capital base of the

nation.'
Until the advent of the variable annuity nearly a quarter century ago, purchase

payments made by the public under annuity contracts were invested vith the other
general assets of the insurer. The sales and other expenses were relatively high and
the yields relatively low. Therefore, the product had little appeal. The variable
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annuity enabled an annuitant to select an investment orientation with a greater
potential investment yield and even a potential growth of capital. It also enabled an
annuitant to receive the bulk of the entire investment yield on the assets underly-
in. the annuity-rather than merely a fraction of the yield as had been the case
with traditional fixed annuities. The price the annuitant paid for this advantage
was assumption of investment. risk-there was no longer a guarantee of principal
and interest.
The expansion of annuity sales

The advent of the variable annuity and its market success stimulated insurers to
expand their annuity sales efforts. At the same time the public, concerned over the
highly publicized troubles of the Social Security System and plagued by inflation
and suffering from the rash of pension plan terminations which followed the enact-
ment of the Employee Retirement Income Security Act of 1974 ("ERISA"), embraced
annuities to provide retirement security. Thus, from 1975 to the present, there has
been a greater public interest in annuities than ever before.
Revenue Ruling 80-74
1 The Ruling describes an annuity which does not exist and has never, to the best
of my knowledge, existed in the real world. The Ruling describes a group single
premium retirement annuity contract owned by a savings and loan association.
Under the facts stated, the policyholder transfers cash, a passbook savings account
or a certificate of deposit to the insurance company for the purchase of the annuity
contract. This amount is then reduced from 2 to 5 percent for sales, administrative
and premium tax expenses. The reduced amount is segregated, placed in a separate
account of the savings and loan association and invested in a certificate of deposit.
When the certificate expires, the insurance company must reinvest the proceeds in
a certificate of deposit in the same savings and loan association for the Same
duration unless that duration would extend beyond the annuity starting date. If so,
a certificate of shorter duration would be purchased. If such a certificate of deposit
was not available, then the funds would be invested in a passbook savings account.

Under the annuity described in the Ruling the insurance company retains the
right to withdraw the deposits from a failing savings and loan association or from
one that terminates the plan. If withdrawn, the insurance company must deposit
such amount in another federally insured savings and loan association. The insurer
deducts an annual management fee from the interest earned on the investments.
The remaining interest is credited to each annuity account. The insurer guarantees
to credit the annuity with at least 4 percent per year compounded annually from
the date of deposit regardless of what is actually earned on the investment.

The policyholder may Withdraw all or a portion of the cash surrender value of the
contract at any time prior to the annuity starting date. The cash surrender value is
the amount deposited plus interest credited less a charge for withdrawal. The
withdrawal charge is the early withdrawal penalt charged by the savings and loan
association plus any premium tax resulting from the withdrawal.

The annuity contract allows the policyholder to elect one of a variety of settle-
ment options. If a policyholder dies prior to the Annuity Starting Date, a lump sum
is payable to the beneficiary in an amount equal to the cash surrender value on the
date of death. The beneficiary could also elect to receive a lifetime annuity or an
annuity for a term certain.

The Ruling found that under these facts the policyholder's position is substantial-
ly identical to what the policyholder's position would have been had the investment
been directly maintained or established with the savings and loan association. The
insurance company is little more than a conduit between the policyholder and the
savings and loan association.

The Ruling determined that due to the "substantially identical" position of the
policyholder, he or she still possesses substantial incidents of ownership and there-
fore the policyholder and not the insurance company is the owner of the account for
federal income tax purposes.

The Ruling cites a previous ruling issued in 1977 which affected the so-called
"investment annuity.", This previous ruling, Rev. Rul. 77-85, determined that an
annuity which permitted a policyholder a broad degree of investment control over
the assets underlying the annuity was inconsistent with ownership of such assets by
the insurer-a prerequisite to tax treatment as an annuity.

-Rev. Rul. 80-274 presents no legal argument for its position
The Ruling arrives at a conclusion, but presents no legal arguments to substanti-ate such conclusion. In fact, the Ruling is consistent on its face. It concludes that

the policyholder is in a "substantially identical" position to that which he or she
would have been if the underlying investment were owned directly. Yet no consider-



115

ation is given to the facts included in the Ruling which establish that the policy-
holder has a far different position than he or she would have had without the
annuity. When the Annuity is purchased the following occurrences change the
policyholder's position Irrevocably:

1. A charge is paid equal to 2 to 5 percent of the purchase payment.
2. Premium taxes may be incurred.
3. The policyholder loses control over the underlying investments. They can never

be distributed in kind.
4. The insurer guarantees principal and interest.
5, The policyholder receives a guarantee of lifetime annuity payment, regardless

of longevity.
The foregoing hardly makes the annuity merely a "conduit" for the underlying

investments. In fact, the purchase of the annuity has materially changed the policy-
holder's status. Therefore, the type of annuity described in the Ruling is, in reality,
an "annuity" which should be taxed under Section 72 of the Code, rather than to
have the underlying assets taxed to policyholders directly.

In this context, it is helpful to analogize to other situations which have given rise
to concern about tax treatment of annuity contracts. The analysis in the Ruling can
be compared to the circumstances where the doctrine of "constructive receipt has
been considered in determining whether a policyholder should be currently taxed on
accumulations to an annuity. Thus, in Rev. Rul. 68-482 it was held that except in
the very unusual case, the surrender of an annuity contract will subject the policy
holder to substantial limitations. It was concluded that because of reincurred load-
ing charges, the cash value of the surrendered annuity contract will not normally
purchase a new annuity of comparable or greater value to the policyholder and
therefore there will not be any constructive receipt of the income.

It would seem that this reasoning regarding constructive receipt is equally valid
in considering all annuities. If the owner of any annuity foregoes some privilege or
suffers some penalty in the purchase of the annuity that would not occur if he or
she owned the underlying investment directly, then ownership of such underlying
investment cannot be imputed to the Contract Owner! This is true even under the
facts stated in the Ruling!

It is also important to note that the Ruling cites Rev. Rul. 77-85 as precedent for
its position. The United States District Court for the District of Columbia, in the
only decision on the merits involving Rev. Rul. 77-85 has determined that Rev. Rul.
77-85 is without legal merit and is merely an attempt by the IRS to usurp Congres-
sional legislative prerogatives. Although the District Court was overruled on
appeal--solely on jurisdictional grounds, I believe the decision on the merits is a
correct statement of the law and would be re-stated if tax law would permit access
to a forum. I believe that it is important that the IRS has yet to present any legal
arguments to support its position! The Ruling remains merely a policy statement
and is, in my opinion, contrary to the specific provisions of the law as enacted by
Congress.

The effect of inconsistent actions by the IRS
Prior to issuance of the Ruling the IRS had issued at least six previous private

letter rulings over a period of nearly three years which were totally contradictory to
the Ruling. Numerous insurers, marketing companies and financial institutions, in
reliance on these IRS actions, and in the belief that tax laws on the subject were
clear and unambiguous, expended considerable amounts of time and money to bring
an annuity product to market. All these expenditures were wasted!

Business cannot exist in a climate of shifting rules. No intelligent business person
will invest in new products and methods if government can wipe out all efforts at a
whim without due process and with no legal recourse. It will be difficult to convince
insurers to take the plunge to develop new products when their previous experience
has been so bad.

The chilling effect on capital formation of the IRS actions
There appears universal agreement that there is a desperate need for increased

savings and capital formation in our nation. The plight of the banking and savings
and foan industry has been widely publicized. The savings annuity provided a
potential solution to all these problems. It is product which was on line, ready to be
sold. The tax law appeared clear.

The marketplace was there. Yet despite the national need the IRS killed the
S product without legal basis merely because of what seemed to be tax policy consider-
ations. This action has a chilling effect on capital formation and is, I believe;
contrary to our present national policy.
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Rev. Rul. 80-274 is an attempt by the IRS to legistlte
In the last session of Congress, the Treasury Department submitted legislation to

change the tax treatment of annuities. Such legislation was soundly defeated. The
Ruling is so broad in its effect that the IRS is attempting to accomplish administra.
tively that which it could not accomplish legislatively-change the tax law applica-
ble to annuities. If Congress intends to retain its Constitutional power to make the
laws, it should restrain the IRS from clearly frustrating Congressional intent in the
manner utilized in the Ruling.
Public policy considerations

The ruling is merely an attempt by the IRS to limit the investment orientation of
assets held by insurers under annuity contracts. Apparently, the IRS wants only
annuities which are poor investments for taxpayers. Congress has never been con-
cerned with the nature of the investments underlying annuities. The more appeal-
ing the underlying investment, the better the product for the citizen! A better
product will be more successfully sold; will create more investment capital; will

tter stabilize financial institutions such as banks and savings and loan associ-
- ations and will provide more secure retirements for our citizens. Congress should
clearly enunciate the policy that the nature of the investment underlying an annu-
ity has no relevance to the status of the annuity under federal tax law.
Beware of "loaded" terms

In past discussions about annuities the IRS and the Treasury have attempted to
bolster their positions by the use of loaded terms. "Tax-shelter," "Tax dodge," and
"Tax gimmick" are all terms which have been raised in previous statements. The
annuities under consideration are purchased with after tax dollars! Therefore they
do not fit the definition of a "tax-shelter." Congress has clearly enumerated a policy
with respect to annuities in Section 72 of the Code. If it had intended to limit
underlying investments, it would have done so. It would seem that a clearly enu-
merated Congressional policy can Iardly be characterized as'a "tax dodge" or a "tax
gmmick." It should not be possible for the IRS to legislate tax policy administra-
tively, without hearing, prior notice or other concepts of due process, particularly
after a failed attempt to obtain legislation on the same subject. Congress should not
permit the use of "loaded" terms to cloud the basic issue of whether Congress or the
IRS establishes the tax laws for this nation. The IRS has also attempted to charac-
terize annuities as a tax benefit for the "rich." The statistics available indicate this
is untrue. The major company affected by Rev. Rul. 77-85 had as the majority of its
policy holders school teachers! Hardly the "rich."
Conclusion

This subcommittee is presently considering two bills on taxation of annuities.
Senate Bill 388 would, in effect, revoke Rev. Rul. 77-85. Senate Bill 446 would
accomplish the same goal for Rev. Rul. 80-274. These bills would reverse a great
injustice and would state Congress' position that its laws mean what they say. The
Ad Hoc Committee on Individual Annuity Taxation stands willing to assist this sub-
Committee in any further consideration it may feel appropriate, not only of the
pending bills but in any other matters involving the proper place of annuities in the
tax status of our nation. It is our position that the annuities described in the Ruling,
as well as the annuities described in Rev. Rul. 77-85, fit the Treasury's own
definition specified in Treasury Regulati -ns 1.72-2(aX1) quoted above in that the
annuity contracts are considered to be annuity contracts in accordance with the
customary practice of life insurance companies. The annuities are regulated by and
approved by state insurance regulations. They fit all the definitions of the Code, of
the Regulations and of the customs of the industry. Moreover, the IRS itself,
previously agreed that they were annuities. We believe these circumstances are
determinative of the question and that this sub-Committee and Congress should act
accordingly.

EXHIBrr "A"
2. Variable annuities.-Your committee has added a provision to the House bill to

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

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

This actuarial margin charge represents a charge made by the company to cover
general expenses which are over and above the expenses provided for in the charges
made against premiums. In addition, this actuarial margin provides contingency
mortality reserves, as well as the profit margin for the shareholders of the company.

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

Your committee's bill provides that this treatment for variable annuity contracts
is to apply only for the years through 1962. This special cutoff date for variable
annuity contracts has been provided by your committee in order to give assurance
that there will be an opportunity to review the tax treatment of variable annuities
after these contracts have been in existence for a period of time. It is thought that,
in view of the relative newness of such contracts, special problems may develop
which will warrant review. (86th Cong., 1st Sess., S. Rep. No. 291 (1959) 13.)

EXHIBIT "B"

SECrION S. LIFE INSURANCE COMPANIES

(a) Variable Annuities and Other Segregated Asset Accounts.-The Senate amend-
ment to the text of the bill, and the conference agreement, amend section 801(g) of
the 1954 Code, relating to variable annuity contracts-

(1) To remove the termination provisions contained in existing paragraph (6) of
subsection (g) of section 801 (which provides that such subsection (g) is not to apply
to taxable years beginning after December 31, 1962),

(2) To provide for separate accounting by life insurance companies with respect to
contracts with reserves based on segregated asset accounts, and to define such a
contract as one-

(A) Which provides for the allocation of all or part of the amounts received under
the contract to an account which, pursuant to State law or regulation, is segregated
from the general asset accounts of the company.

(B) Which provides for the payment of annuities, and
(C) Under which the amounts paid in, or the amounts paid as annuities, reflect

the investment return and the market value of the segregated asset account,
(8) To provide, in effect, that income allocated to the contracts described in

paragraph (2) is not be taxed to the life insurance company, and
(4) To provide, in effect, that, in the case of qualified pension contracts for which

segregated asset accounts are maintained, capital gains allocated to such contracts
are not to be taxed to the life insurance company. (87th Cong., 2d Sess., H. Rep. No.
2542 (1962) 4.)
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STATEMENT OF ART BUNKER, MARKETING DIRECTOR, AMERICAN LIFE AND

CASUALTY INSURANCE CO., ON INDIVIDUAL ANNUITY TAxATION

SUMMARY
1. American Life and Casualty Insurance Company is a chartered company li-

censed in thirty-six states. Since September 1978, it has offered annuity contracts to
depositors and savers of banks and savings and loans; a five thousand dollar mini-
mum contribution was required and the annuitant must have been under ninety
years of age. This program was approved in twenty-seven states, the largest volume
being written in Kansas, Missouri, Utah, Illinois, and the Dakotas.

2. (a) American Life's experience in this program demonstrates the kinds of
problems encountered with the Internal Revenue Service.

2. (b) On September 9, 1977, American Life requested a private letter of the
Internal Revenue Service concerning an annuity plan it hoped to market through
banks and savings and loan associations. After waiting nearly a year for an answer
to that request, American Life received its ruling, dated September 6, 1978.

2. (c) Then on March 5, 1979, the Service advised American Life that modification
of its ruling was being contemplated. On December 3, 1979, the IRS did in fact
modify its prior ruling of September 6, 1978. This modification has the effect of
negating insurance of accounts by the Federal Savings and Loan Insurance Corpora-
tion.

2. (d) On January 11, 1980, American Life sought a new private ruling covering a
new annuity policy form, a policy requiring approval by the Insurance Departments
of the various states and a further determination by the Federal Home Loan Bank
Board.

2. (e) On March 25, 1980, the Internal Revenue Service issued a private letter
ruling the terms of which American Life was operating under until it suspended
sales on September 24, 1980 when it learned of Revenue Ruling 80-274. American
Life and its 220 contract financial institutions and 3350 annuitants were in a
significant state of confusion and concern.

2. (f) After an agonizing period of several weeks, waiting to learn the status of
Ruling 80-274 as it pertained to the tax status of American Life and its annuitants,
IRS determined that all annuitants were "grandfathered" and would have income
tax deferrals for the life of their then existing annuities.

3. In summary, American Life and its contracted financial institutions expended
vast sums of money, time and energy in developing a product that appeared to
benefit all parties, the. individual saver, the financial institution, the insurance
company and even the United States Treasury in that the income tax was only
deferred. In fact, income tax collections on the interest earnings at a deferred date
should provide greater ultimate tax revenues than current taxation would generate.

* Mr. Chairman, the timeliness of today's hearings on legislation to redress a
serious wrong done to principally middle income savers through ill-conceived and
unwarranted Revenue ings cannot be overstated. It is not only that the historic
responsibilities of both savings industry and annuity offerors have been frustrated
by these Rulings, it is also that the deposit of funds into that industry for such
annuities has all but stopped and that the annuitants themselves have been done'
grievous harm in their attempts to save for their and their family's futures. Mr.
Chairman, you are to be commended for having set these hearings at an early date,
and the Senators and their and the committee and subcommittee staffs are to be
commended for their time and attentiveness in this effort to arrive promptly at the
right policy answer.

American Life and Casualty Insurance Company, which I represent as its Market-
ing Director, is a North Dakota chartered company licensed in thirty-six states.
Since September 1978, it has offered annuity contracts to savers and depositors of
banks and savings and loans. A five thousand dollar minimum contribution was
required and the annuitant must have been under ninety years of age. This pro-
gram was approved in twenty-seven states, the largest volume being written in the
Dakotas, Kansas, Missouri, Illinois, Tennessee, South Carolina, Georgia and Utah.
American Life's experience

On September 9, 1977, American Life requested a private letter of the Internal
Revenue Service concerning an annuity plan they hoped to market through Banks
and Savings and Loan Associations. After waiting nearly a year for an answer to
our request, American Life received their ruling dated September 6, 1978.

On March 5, 1979, the Service advised American Life that modification of their
ruling was being contemplated. Then on December 3, 1979, the IRS did in fact
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modify its prior ruling of September 6, 1978. This modiflcatibn had the effect of
negating insurance of accounts by the Federal Savings and Loan Insurance Corpora-
tion.

Therefore American Life sought a new private ruling covering a new annuity
policy form on January 11, 1980, Incidentally, this new policy required seeking
approval by the Insurance Departments of the Various States and seeking a further
deitrmination by the Federal Home Loan Bank Board.

On March 24 1980, the Internal Revenue Service issued a private letter rulin
the terms of which American Life is operating under at the present time. Or
should say was operating under until it suspended sales on September 24th when
they learned of a release of that date. This release seemed to be so ambiguous and
confusing that American Life and its 220 contract financial institutions and 3350
annuitants were in a significant state of confusion and concern. After an agonizing
period of several weeks waiting to learn the status of Ruling 80-274 as it pertained
to the tax status of American Life and its annuitants, it was determined by IRS that
all annuitants were "grandfathered" and would have income tax deferrals for the
life of their annuity.

American Life and its contracted financial institutions have expended vast sums
of money, time and energy in developing a product that appears to benefit all
parties, the individual saver, the finance institution, the insurance company and
even the United 'tates Treasury as income tax is only deferred. In fact, income tax
collections on the interest earnings at a deferred date should provide greater ulti-
mate tax revenues thap current taxation would generate.

Several flnanc~igInstitutions had expended vast sums promoting the annuity
through various media sources. Some had placed advertising in magazines such as
Newsweek, Sports Illustrated and other magazines that they were unable to cancel.
The abrupt issuance of Ruling 80-274 caused considerable unrecoverable expense,
confusion and consternation.

American Life's annuity policy forms, administration and sales methods totally
complied to previously issued rulings: Ruling 80-274 which was issued without
notice or opportunity of hearing was at least arbitrary, capricious and ill-timed.
The role of annuities

For many years in the various versions of Federal tax law, there has been
provision for the taxation of annuities. In the Internal Revenue Code of 1954,
Congress aqaln recognized the need for a particular tax status for annuity contracts
to permit citizens to accumulate funds for retirement and other long-term financial
goals. (Section 72 of the Code provided that investment yield credited to an annuity
contract would not be taxed to the annuitant until such investment yield was
distributed, usually in the form of monthly installments ove' the life of the annu-
itant after retirement.)

Although most annuities have been traditionally directed toward retirement bene-
fits, thereby relieving pressure for greater public and company retirement assist-
ance, they have also been used for other purposes such as providing payments for
college education, thereby relieving premure for that kind of public assistance.

Annuity contracts permit individuals to accumulate funds to supplement social
security and company pension payments. The type of annuities I am here discussing
are not connected with formal "qualified" pension plans provided by employers. The
annuities under discussion receive no special tax treatment as to the purchase
payments made by the annuitant. All purchase payments are -made from after-tax
dollars. Therefore, such annuities cannot be termed a "tax-shelter" as that term is
commonly used. Moreover, all investment yield will eventually be taxed-at ordi-
nary income rates. The main tax advantage to be derived by an annuitant is
deferral of taxes on investment yield until retirement, when reduced income will
perhaps result in a lower income tax bracket.
IRS and annuities

Traditionally, annuities were a minor part of any insurer's business. The main
reason for the lack of interest in annuities was because the tax, regulatory and
accounting structure of life insurers did not permit the crediting of attractive
interest rates on deposits held under annuities.

In 1962, Congress amended the Code by including a new Section, 801(gX1XB), to
permit issuance of variable annuity contracts which utflize segregated asset ac-
counts of insurers to hold assets underlying the annuity contracts. Desined to
provide protection against inflation, such segregated asset accounts enabled insurers
to ive annuitants a chance for a greater return on their annuity contracts, because

tar he new tax laws, the insurer was able to pass the investment yieldonthe
assets underlying annuity contracts on to annuitants, rather than utilIzing the bulk
of the investment gain for taxes,
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_ As a result of the competitive market in variable annuities, a new era developed
in the annuity business. A wide variety of new annuity products has been developed
in the past decade and a half, all characterized by the crediting of more attractive
and competitive rates of interest. In addition, insurers began searching for new
methods to make the annuity better for consumers-all within the Congressional
mandate of Section 72 and 801(gXIXB) of the Code.

In the 1970's, inflationary pressures began artificially increasing income tax
brackets. Likewise, the advent of the Employee Retirement Income Security Act of
1974 ("ERISA") caused massive termination of private pension plans. These factom,
when combined with the extensive publicity about the crisis in the social security
system and the attractiveness of the new annuities caused consumers to buy such
annuities in greater quantities than ever before in an attempt to defer taxes and
insure retirement security.

As annuities became more popular, the Internal Revenue Service began contest-
ing them. This contest has more recently taken the form of revocation by the
Service of previously issued public and private revenue rulings which had deter-
mined that the annuities under consideration were, in fact, "annuities" within the
meaning of Sections 72 and 801(gXIXB) of the Code.

The first contest by the Service was in the form of Revenue Ruling 77-85 which
revoked nearly 70 previously issued rulings dating back over a decade. The latest
was by Revenue Ruling 80-274 which also revoked a number of rulings previously
issued by the Service.

Indeed, it appears that the policy of the Service towards annuities is that they are
acceptable when there is no market for them. However, as soon as annuities become
attractive to consumers, the IRS takes the position that they are merely a "subter
fuge", fulfilling no legitimate purpose.

Eminent tax counsel have concluded that there is no legal basis for Revenue
Ruling 77-85 and 80-274. Unfortunately, the tax laws do not permit an insurer to
challenge such a Revenue Ruling. The only litigation on the matter involved Reve-
nue Ruling 77-85 where the Federal District Court determined that the Ruling was
illegal and void. However, the Appellate Court ruled that under the Code, the
insurer had no standing to question the tax status of one of its products.
The chilling effect on capital formation

Annuities of the type which have been attacked by the Service in Revenue Ruling
77-85 and 80-274 provide funds for capital formation, a much needed commodity in
today's economy. The purchase payments from such annuity contract are invested
in bank certificates and savings and loan certificates. More importantly, because of
the long-term nature of the annuity and its tax deferral feature, the result is a
stable pool of capital which ameliorates the problems of savings outflow so preva-
lent in our economy in recent years. Studies by some of the largest sellers of
annuities for the past decade indicate that in excess of 90 percent of annuity
purchase payments remain on long-term deposit. Certainly such a stable pool of
capital should be encouraged in today's economy. However, the constant uncertainty
about what is or is not an annuity for tax purposes, makes insurers reluctant to
invest in the development of new innovative products.

The social usefulness of annuities
Annuity contracts provide an incentive for middle income Americans to invest in

American industry. They also provide a meaningful tax benefit to our citizens at a
cost which is relatively lower than other types of tax incentives.

Annuity purchase payments are made with after-tax dollars. Thus, there is no
adverse impact on government revenue at time of purchase. Likewise, taxes on
investment yield are not lost, merely deferred. However, annuities help to accom-
plish a necessary social goal-independence and financial security for citizens-
particularly when government sponsored retirement programs have questionable
capability to accomplish such a goal.

Repsentatives bf the Service have, on several occasions, termed ar.nuitias as
"gimmicks" and "tax shelters for rich fat cats." However, studies shcw that the
average annuitant earns less than $25,000 and rarely has any other form of invest-
ment than the annuity. The average annuity of our company has less than $22,000
in total eld under the contract. Many companies selling annuities have average
size contracts less than $15,000. As a practicable matter, an annuity is not a likely
investment for the rich. The rich have far more attractive methods for sheltering
their income from taxes.

The annuity is what it appears to be-a method for the average citizen to achieve
financial security in his or her old age by currently deferring taxes.
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VoGm, Voom.,. BwRmnia & KELLY,
Fargo, N Jak., September 9, 1977.

CORPOEAT(ON TAX Bww-H,
Internal Revenue Service,
Wahington, D.C
(Attention: Mr. Grindle).

GzTuizmm: This letter is written on behalf of American Life and Casualty
Insurance Company, 207 North 5th Street, Fargo, North Dakota, which company is
a life and casualty insurance company which has recently developed group sI
premium retirement annuity contract that has been approved in several of the
states by their respective insurance regulatory departments or agencies.

The group single premium retirement annuity contract (hereinafter referred to as
the annuity plan) Will be sold by American Life and Casualty Insurance Company
and insurance agencies associated with it.

It is proposed that American Life sell the annuity plan to depositors of various
financial institutions to include those of savings and loan associations. To accom-
plish this, the insurance company proposes to enter into agreements with various

cial institutions whereby said institution will be the group contract holder. The
financial institution will enroll its depositors in the program just as most employers
enroll employees in health and other insurance plans. The financial institution will
receive expense reimbursements for the services they render. The insurance compa-
ny will deposit the premiums in the financial institutions to include savings and
loan associations and these deposits will be segregated accounts with the insurance
company holding legal title to them and will have in their p ion the passbooks,
if any, for said accounts. Said passbooks or certificates of deposit will read, "the
insurance company holds this account as agent for John Doe, subject to the terms of
the annuity plan." The financial institutions will pay their usual interest on these
deposits.

The annuitant's cash value in their respective annuity plans will be the premium
paid plus interest accumulated. Under the terms and conditions of the insurance
policy American Life guarantees a three percent return on the value of the pur-
chase. Interest paid by the federally insured financial institution on the annuity
value in excess of three percent, less a two percent first year premium charge, and a
three-quarters percent annual service charge, will be credited annually as excess
interest to the annuity value. Neither the assests represented by the annuity value
nor by dividends credited to the annuity value shall be distributed or distributable
by the financial institution to the enrollee or to any beneficiary or assignee. Earn-
ings of the annuity reserve will be recorded as American Life income and increases
in annuity value as expenses.

The annuity plan provides the enrollee the option to receive one of a variety of
conventional forms of settlement. The amount of any annuity payment made under
the annuity plan shall be determined, as provided in the policy, on the basis of
guaranteed interest at three percent a year, compounded annually, from the date
the payment is received by American Life. In addition, excess interest will be
credited to the annuitant account as determined by the Board of Directors of
American Life, but in no case shall the amount of excess interest credit be less than
the interest paid the insurer by the financial institution and diminished by the
guaranteed rate and further diminished by the percentage charges as referred to in
the paraph above.

In ad tion to the initial contribution to the account, additional annuity purchase
contributions may be made from time to time prior to, or on the annuity date,
subject to the conditions that the minimum amount which may be contributed in a
subsequent contribution shall be $100.00, and the maximum amount which may be
contributed without the consent of American Life during each successive period of
12 months, commencing with the effective date of the policy, shall be twice the
amount contributed during the first period.

After the annuity date, the annuitant can make no further contribution and shall
receive annuity payments, generally payable monthly, for the period provided by
the form of payment which he has elected to receive.

In the event the annuitant dies prior to the annuity date, a lump sum is payable
to the beneficiary on the date of death measured by the then value of the annuity.
However, the beneficiary shall be entitled to elect to receive either an annuity for a
term certain or an annuity with a lifetime income, subject to a guaranteed mini-
mum number of monthly installments.

The annuitant does not have direct access to the interest earned on the deposit in
the financial institution,' except as the terms of the annuity plan allow him pay-



122

ments of benefits, loans on the cash value of the policy, or surrender of the policy
for its cash value less a cash surrender charge.

Based on the foregoing information submitted, it is my opinion that:
1. The insurance company will be the owner of the deposits placed ih federally

insured financial institutions to include savings and loan associations.
2. As the owner of the deposits in federally insured financial institutions to

include savings and loan associations, the insurance company, for the purposes of
determining the insurance company's gross investment income under Section 804(b)
of the Internal Revenue Code, wil include the earnings of the annuity reserve as

income and increases-in annuity value as expenses.
A ruling is respectfully requested as to the conclusions reached in my foregoing

opinion based on the facts as I have set them forth herein.
I am enclosing in duplicate a Power of Attorney duly executed by my client,

American Life and Casualty Insurance Company, in order for you to respond direct-
ly to the undersigned. I shall look forward to hearing from you.

Yours very truly, VOGEL, VOGEL, BRANTNER & KELLY.

DEPARTMENT OF THE TREASURY,
INTERNAL REVENUE SERVICE,

Washington, D.C., September 6, 1978.

AMERICAN LIFE AND CASUALTY INSURANCE CO.,
207 North Fifth Street,
Fargo, N Dak.

(Attention: Mr. Gordon H. Heller).
GENTLEMEN: This is in reply to a request for a ruling filed by your authorized

representative, dated September 9, 1977, and subsequent communications with our
office, regarding the group single premium retirement annuity contract escribed
below.

The information submitted indicates that the taxpayer is a life insurance compa-
ny taxable under section 802 of the Internal Revenue Code of 1954, as amended (the
Code). The taxpayer has recently developed a group single premium retirement
annuity contract (the annuity plan) that has been approved in several states by
their respective insurance regulatory departments or agencies. The annuity plan
will be sold by the taxpayer and insurance agencies associated with it.

It is proposed that the taxpayer sell the annuity plan to depositors of various
federally insured financial institutions including savings and loan associations. To
accomplish this, the taxpayer proposes to enter into an agreement with each partici-
pating financial institution whereby the institutions will be the group contract-
holders. The financial institutions will enroll their depositiors in the pro ram just
as most employers enroll employees in health and other insurance plans. Te
financial institutions will receive expense reimbursements for their services. The
taxpayers will deposit the premiums it receives from depositors in the financial
institutions to be held in segregated accounts. Legal title to the accounts will be
held by the taxpayer. The financial institutions will pay their usual interest on
these deposits.

The annuitants' cash values in their respective annuity plans will be the premi-
ums paid plus interest accumulated. The taxpayer guarantees interest at the rate of
3 percent per year, compounded annually. If a financial institution pays interest in
excess of 3 percent, excess interest will be added to the account, less a 2 percent
first year premium charge, and 3/ percent annual service charge. neither the assets
represented by the annuity value, nor the earnings credited to the annuity value,
shall be distributed by the financial institutions to any enrollee or to any benefici-
a ror assignee.
rTe annuity plan provides the enrollee the option to recieve one of a variety of

settlement options, including a lump sum payment, a life income option, installment
options for a specified amount or a specified period, and installment payments for a
specified period and life thereafter.

In addition to the initial contribution to the account, additional annuity purchase
contributions may be made from time to time prior to or on the annuity date,
subject to certaim minimum and maximum amounts.

In the event an annuitant dies prior to the annuity date, a lump sum is payable
to the beneficiary on the date of death measured by the cash value at that date. The
beneficiary may instead elect to receive either an annuity for a term certain or an
annuity with a lifetime income, subject to a guaranteed minimum number of
monthly stallments.
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The annuitant does not have direct access to the interest earned on the deposit in
the financial institution, except as the terms of the annuity plan allow him pay-
ments of benefits, loans on the cash value of the policy, or surrender of the policy
for its cash value less a cash surrender charge.

The planning of the investment of the funds in the accounts will be decided by
the financial institutions and the taxpayer. It is expected that the funds will be
invested primarily in Certificates of Deposit. The individual annuitants have no role
in the actual investment of the funds in the accounts. The annuitants' rights are
derived solely from the annuity plan, and the taxpayer may meet its obligations to
annuitants under the plan using funds derived from sources outside of the accounts
held pursuant to the plan.

Based on the above, the provisions of the annuity plan indicate that the taxpayer
will be the recipient of the interest earned on the deposits placed in the financial
institutions in connection with the annuity plan. The annuitant has no direct access
to the assets in the account, but instead has a right to receive annuity payments in
amounts pursuant to the taxpayer's obligations under the terms of the annuity
plan.

Therefore, it is ruled that the taxpayer will be the owner of the deposits in the
financial institutions placed there in connection with the annuity plan, for purposes
of determining the taxpayer's gross investment income under section 804(b) of the
Code.

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
letter may not be relied upon in the event that legislation affecting the plan
described herein is enacted by the Congress.

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

A copy of this letter should be attached to your federal income tax return.-Sincerely yours, JOHN L. CRAWFORD,

Chief, Corporation Tax Branch.

DEPARTMENT Ole THE TREASURY,
INTERNAL RzvENuE Szavicz,
Wash ington, D.C., March 5, 1979.

AMIzCAN LIFE AND CASUALTY INSURANCE CO.,
207 North Fifth Street,
Fargo, N. Dak.
(Attention: Mr. Gordon H. Heller).

GENTEmN: This letter is in reference to your request for a ruling dated Septem-
ber 9, 1977, and our response dated September 6, 1978, (Written Determination
Number 7849018), concerning the ownership of deposits held in financial institutions
pursuant to your group single premium retirement annuity plan.

Upon review or our iles dealing with your ruling request, we have noted that
under the terms of your plan, each passbook for deposits will state that the insur-
ance company holds the account as agent for the annuitant, subject to the terms of
the annuity plan. We believe this to be inconsistent with the holding that the
insurance company is the owner of the deposits for purposes of determining its gross
investment income under section 804(b) of the Internal Revenue Code, because if the
insurance company holds the account as an agent, the principal (annuitant) appears
to be the owner.

Therefore, we are proposing to modify our earlier ruling letter to state that the
validity of the holding will be continued only on the condition that all assets of the
insurance company will be held in its own name and not as an agent for the
annuitant.

If you do not agree to the terms of the proposed superseding letter, you may
request a conference by contacting the person whose name and telephone number
are shown above, within 21 days from the date of this letter. If we do not hear from
you within 21 days, we will issue a superseding letter as described above.

Pursuant to the power of attorney in our files, a copy of this letter is being sent to
your authorized representative.
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Thank you for your cooperation.
Sincerely yours, JOHN L. CRAWFORD,

Chief, Corporation Tax Branch.

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE,

Washington, D.C., December , 1979.
AMERICAN LIFE AND CASUALTY INSURANCE CO.,
207 North Fifth Street,
Fargo, N. Dak.
(Attention: Mr. Gordon H. Heller).

DEAR MR. HELLER: This letter is in reference to your Group Single Premium
Retirement Annuity Contracts that were the subject of our letters to you dated
September 6, 1978, (Written Determination Number 7849013) and March 5, 1979.

After careful consideration of the matters discussed in our conference with you on
April 18, 1979, and your subsequent communications with our office, we have
concluded that it will be necessary for us to modify our earlier ruling letter for the
following reasons.

If the language on the passbooks representing deposits held in financial institu-
tions pursuant to the annuity plan refers to any party other than the taxpayer,
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 I.R.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 formal 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 language 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 September 6, 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 your authorized representative.

Sincerely yours,
GERALD PORTNEY,

Assistant Commissioner (Technical).

VOGEL, BRANTNER, KELLY,
KNUTSON, WEIR & BYE, LTD.,
Fargo, N. Dak., January 11, 1980.

CORPORATION TAX BRANCH,
Internal Revenue Service,
Washington, D.C.
(Attn: P: C: C: 2: 3, Ms. Mindy Spears, Room 5135).

This letter is written on behalf of American Life and Casualty Insurance Compa-
ny, 207 North 5th Street, Fargo, .Aorth Dakota, which company is a life and
casualty company which has recently developed individual as well as group deposit
administration retirement annuity contracts which have been approved in several
states by their respective insurance regulatory departments or agencies.
. We have previously received a ruling from your office dated September 6, 1978

covering the subject of group annuities, along with modifications of that ruling
relating to the holding of all assets of the insurance company in its own name and
not as an agent for the annuitant issued on March 5, 1979 and December 3, 1979.



125

On October 12, 1979, we requested a ruling covering the subject of individual
annuities. We hereby withdraw that request of October 12, 1979 and its accompany-
ing request for expeditious handling, and would now like to receive from your office
a ruling with reference to both individual and group annuity plans to be sold under
the following conditions:

The individual and group deposit administration retirement annuity contracts
(hereinafter referred to as the annuity plans) will be sold by American Life and
Casualty Insurance Company and insurance agencies associated with it.

It is proposed that American Life sell the annuity plans to depositors of various
financial institutions to include those of savings and loan associations. To accom-
plish this, the insurance company proposes to enter into agreements with various
financial institutions whereby said institution will be the contract holder. The
financial institution will enroll its depositors in the program and will receive
expense reimbursements for the services they render. The insurance company will
deposit the premiums in the financial institutions to include savings and loan
associations, and these deposits will be segregated accounts with the insurance
company holding legal title to them and will have in their possession the passbooks,
if any, for said accounts. The financial institutions will pay their usual interest on
these deposits.

The annuitant's cash value in his respective annuity plan will be the premium
paid plus interest accumulated. Under the terms and conditions of the insurance
policy, American Life guarantees a three percent return on the value of the pur-
chase. Interest paid by the federally insured financial institution on the annuity
value in excess of three percent, less a two percent first year premium charge, and a
three-quarters percent annual service charge will be credited annually as excess
interest to the annuity value. Neither the assets represented by the annuity value,
nor by dividends credited to the annuity value shall be distributed or distributable
by the financial institution to the enrollee or to any beneficiary or assignee. Earn-
ings of the annuity reserve will be recorded as American Life income and increases
in annuity value as expenses.

The annuity plans provide.the enrollee the option to receive one of a variety of
conventional forms of settlement. The amount of any annuity payment made under
the annuity plan shall be determined as provided in the policy, on the basis of
guaranteed interest at three percent a year, compounded annually, from the date
the payment is received by American Life. In addition, excess interest will be
credited to the annuitant account as determined by the Board of Directors of
American Life, but in no case shall the amount of excess interest credit be less than
the interest paid the insurer by the financial institution and diminished by the
guaranteed rate and further diminished by the percentage charges as referred to in
the paragraph above.

In addition to the initial contribution to the account, additional annuity purchase
contributions may be made from time to time prior to, or on the annuity date,
subject to the conditions that the minimum amount which may be contributed in a
subsequent contribution shall be $100.00, and the maximum amount which may be
contributed without the consent of American Life during each successive period of
12 months, commencing with the effective date of the policy, shall be twice the
amount contributed during the first period.

After the annuity date, the annuitant can make no further contribution and shall
receive annuity payments, generally payable monthly, for the period provided by
the form of payment which he has elected to receive.

In the event the annuitant dies prior to the annuity date, a lump sum is payable
to the beneficiary on the date of death measured by the then value of the annuity.
However, the beneficiary shall be entitled to elect to receive either an annuity for a
term certain or an annuity with a lifetime income, subject to a guaranteed mini-
mum number of monthly installments.

The annuitant does not have direct access to the interest earned on the deposit in
the financial institution, except as the terms of the annuity plan allow him pay-
ments of benefits, loans on the cash value of the policy, or surrender of the policy
for its cash value less a cash surrender charge.

Based on the foregoing information submitted, it is my opinion that:
1. The insurance company will be the owner of the deposits placed in federally

insured financial institutions to include savings and loan associations.
2. As the owner of the deposits in federally insured financial institutions to

include savings and loan associations, the insurance company, for the purposes of
-determining the insurance company's gross investment income under Section 804(b)
of the Internal Revenue Code, will include the earnings of the annuity reserve as
income and increases in annuity value as expenses.

78-65 0-81-9
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A ruling is respectfully requested as to the conclusions reached in my foregoing
opinion based on the facts as I have set them forth herein. ;

oIn cmpliance with Internal Revenue Code section 6110 relating to public inspec;
tion of written determinations, no deletions need be made except names, addresses,
and taxpayer identifying numbers.

Enclosed In duplicate is a Power of Attorney duly executed by my client, Ameri-
can Life and Casualty Insurance Company, in order for you to respond directly to
the undersigned.Your very truly,

VOv , BRANTNER, KELLY, KNUTSON, WmR & BYE, LD.

Under penalties of perjury, I declare that I have examined this request, including
accompanying documents, and to the best of my knowledge and belief, the facts
presented in support of the -requested ruling or determination letter are true,
correct and complete.

AMERICAN LIFE AND CASUALTY INSURANCE CO.

DEPARTMENT OF THE TREASURY,
INTERNAL REVENUE SERvIcE,

Washington, D.C., March 24, 1980.
AMERICAN LIF AND CASUALTY INSURANCE CO.,
207 North 5th Street,
Fargo, N. Dak.
(Attn: Mr. Gordon H. Heller).

DEAR MR. HELLER: This is in response to a request filed on your behalf by your
authorized representative for a ruling regarding the individual and group single
premium retirement annuity contracts described below. I

The taxpayer, a life insurance company taxable under section 802 of the Internal
Revenue Code, proposes to sell the annuity plans to depositors of various federally
insured financial institutions to include those of savings and loan associations. In
the case of the group annuity contracts, the financial institution will be the group
contract holder, and will enroll its depositors in the program and will receive
expense reimbursements for its services. In the case of the individual annuity
contracts, there will be no group contract holder, but the individual will stipulate a
financial institution through which he will participate.

The taxpayer will deposit the premiums it receives in the financial institutions,
and these deposits will be segregated accounts for which the insurance company will
hold the title and passbooks, if any. The financial institutions will pay their usual
interest on these deposits.

The annuitant's cash value in his annuity plan will be the premiun paid plus
interest accumulated under the terms of the plan. The taxpayer guarantees an
annual interest rate of 3 percent, and will also credit excess interest at a rate at
least equal to the rate of the interest paid by the financial institution in excess of 3
percent, les a 2 percent first-year premium charge, and a % percent annual service
char ge.

Neither the assets represented by the annuity value, nor by dividends credited to
the annuity value, shall be distributed or distributable by the financial institution
to the participant or to any beneficiary or assignee. The participant's rights are
derived solely under the terms of the annuity plan. Earnings on the deposits will be
recorded as income to the taxpayer, and increases in annuity value will be recorded
as expenses.

The annuity plans provide the participant the option to receive one of a variety of
conventional forms of settlement, including a lump sum payment, life income,
installments for a specified amount or a specified period, and' installments for a
specified period and life thereafter. The amount of any annuity payment made
under the annuity plan shall be determined on the basis of guaranteed interest
from the date the premium is received by the taxpayer, plus excess interest credited
to the annuitant's account as determined by the taxpayer as described above.

In addition to the initial contribution to the account, additional annuity purchase
contributions may be made from time to time prior to, or on the annuity date, of at
least $100." The amount which may be contributed without the consent of the
taxpayer during each successive period of 12 months shall be twice the amount
contributed during the first period.

In the event the annuitant dies prior to the annuity date, a lump sum is payable
to the beneficiary measured by the value of the annuity on the date of death. The
beneficiary may instead elect to receive an annuity for a term certain or an annuity
for life with a guaranteed period certain.
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The annuitant does not have direct access to the interest earned on the deposits

in the financial' institution, except as the terms of the annuity plan allow him
payment of benefits, loans on the cash value of the policy, or surrender of the policy
for its cash value less a cash surrender charge.

Based on the above, the provisions of the annuity plan indicate that the taxpayer
will be the recipient of the interest earned on the deposits placed in the financial
institutions in connection with the annuity plan. The annuitant has no direct access
to the assets in the account, but instead has a right to receive annuity payments in
amounts pursuant to the taxpayer's obligations under the terms of the annuity
plan.

Section 801(b) (1) of the Code defines life insurance reserves in general as follows:
(A) Amounts which are computed or estimated on the basis of recognized mortal-

ity or morbidity tables and assumed rates of interest, and
(B) Which are set aside to mature or liquidate, either by payment or reinsurance,

future unaccrued claims arising from life insurance, annuity, and noncancellable
health and accident insurance contracts (including life insurance or annuity con-
tracts combined with noncancellable health and accident insurance) involving, at
the time with respect to which the reserve is computed, life, health, or accident
contingencies.

Section 1.801-4(d) of the Income Tax Regulations presents illustrative examples of
reserves which, provided they meet the requirements of section 801(b) of the Code
and paragraph (1) of section 1.801-4(a) of the regulations, shall be included as life
insurance reserves. Section 1.801-4(d) (2) includes reserves held under annuity con-
tracts, and section 1.801-4(d) (5) includes reserves held under deposit administration
contracts.
I It is the mortality table used in the -construction of the table of guaranteed

annuity purchase rates which satisfies the requirement of section 801(b) (1) (A) of
the Code that a life insurance reserve be computed or estimated on the basis of
recognized mortality or morbidity tables and assumed rates of interest. The pres-
ence of permanent" purchase rate guarantees substantiates the fact that the
amounts held in the accumulation accounts are being set aside at the outset to
satisfy policy obligations stemming from life contingencies.

Section 809(d) (2) of the Code provides that one of the deductions allowed in
computing a life insurance company's gain or loss from operations is the net
increase in reserves which is required by section 810 to be taken into account.
Section 810(c) provides that among the items to be taken into account are the
taxpayer's life insurance reserves as defined in section 801(b). .

In the present case, the annuity contracts contain tables of guaranteed monthly
installments under settlement options which involve life contingencies. Accordingly,
the reserves held in the financial institutions pursuant to the annuity contracts are
life insurance reserves under section 801(b) of the Code, and any increase in such
reserves is to be taken into account as a deduction from gain or loss from operations
pursuant to section 809(d) (2) of the Code.

Accordingly, it is held as follows:
(1) The taxpayer will be the owner of the deposits placed in federally insured

financial institutions to include savings and loan associations; and
(2) The taxpayer, for purposes of determining its gross investment income under

section 804(b) of the Code, will include the earnings of the annuity reserve as
income, and will deduct the increases in annuity value from gain or loss from
operations under section 809(d) (2) of the Code.

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

Sincerely yours,
JOHN L. CRAWFORD,

Chief, Corporation Tax Branch.

SUMMARY OF PoINrS

STATEMENT OF PHILIP HESSELBEIN ON BEHALF OF THE U.S. LEAGUE OF SAVINGS
ASSOCIATIONS

MARCH 30, 1981

1. The U.S League supports S. 446, a bill to overturn Revenue Ruling 80-274,
iss-two.8ptember 24, 1980. The legislation would reinstate tax deferral treatment
for certain variable annuity plans funded by certificates of deposit purchased from
savings and loan associations and other depositories--so-clled savers annuities.
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2. First Savings of Wisconsin was a pioneer with savers' annuities to encourage

retirement savings; it held great promise as a source of funds for homo finance.
3. Housing and home finance are in a prolonged recession, and meager savings

flows to thrift institutions suggest continued depressed conditions for some time.
4. It is essential that savings and loan associations develop stable, systematic,

longer-term deposits if they are to fulfill their Congressionally-mandated home
finance function.

5. Savers' annuities are ideal funds for home finance.
6. The U.S. League reaffirms its support for other retirement savings incentives

such as broadened dollar limits and e igibility for Individual Retirement Accotq
as contained in S. 12 and S. 243, the subject of recent hearings by the Subcommittee
on Savings, Pensions and Investment Policy.

7. Savers' annuities (where earnings only are tax-deferred are marketable, too
since they do not have eligibility restrictions and contribution limits as do IRA and
Keogh plans.

8. Congressional approval of S. 446 would reinstate this useful source of funds for
housing when it is needed .. . a preferable approach to a lengthy challenge of the
IRS action in the courts.

MR. CHAIRMAN: My name is Philip J. Hesselbein. I am Executive Vice President
of First Savings Association of Wisconsin, headquartered in Milwaukee, and appear
today on behalf of the U.S. League of Savings Associations and its 4,400 member
savings and loans associations nationwide.I

I am testifying in support of S. 446, legislation introduced by Senators Symms and
Lugar to overturn Revenue Ruling 80-274.

On September 24 of last year, as the 96th Congress was drawing to a close, the
Internal Revenue Service unexpectedly revoked a number of-private letter ruling.
The result was to deny tax-deferred treatment to the earnings on certain ann utyplans funded by certificates of deposit purchased from savings associations and
other depository institutions--so-called "savers' annuities."

This was a relatively new, and immensely promising source of savings for the
thrift institutions which provide the bulk of home mortgages for Americans. Prior
to September 24, 1980, our savings association-one of the pioneers with this prod-
uct-has attracted 3,400 customers and $35 million in savings, for an average of a
little over $10 000 per account. The funds were invested in market-related savings
such as the 6-month Money Market Certificate and the 30-month Small Saver
Certificates by the insurance company offering the annuities. As a rough estimate,
this provided our institution and the Milwaukee community with the funding for
700 home loans.

When we initiated the savers' annuity product, it was our expectation that its
appeal would be greatest among doctors, lawyers, and other professionals who might
appreciate the opportunity to defer taxes on interest earned.

Interestingly though, the product has a broker audience, including many wage-
earners concerned about adequacy of their retirement income.

I am sure that the Subcommittee is well aware of the sad state of the housing and
home finance business in these inflationary times. Housing starts declined 25 per-
cent from January to February to a mere 1.2 million annual rate.

The 1980 performance of only 1.3 million starts was woefully short of what is
needed to house the Korean War "baby boom" and the rapidly growing demand for
housing generally. Reflecting the minimal deposit inflows at savings associations in
recent months, savings and loan mortgage lending in February amounted to only
$3.5 billion, an 18 percent drop from January, and about half the comparable
monthly activity in 1978 and 1979. Building permits figures and commitments to
lend in future months suggest that real estate activity could remain at its low ebb
for some time. A depression in housing and real estate is quickly felt in the timber,
lumber and other supplier industries and in all of the manufacturers and businesses
which provide the products which go into new homes.

Savings and loan associations are poorly equipped to compete for savings in
periods of high inflation. Our investments are overwhelmingly long-term home

The U.S. League of Savings Associations has a membership of 4,400 savings and loan
associations representing over 99 percent of the assets of the $625 billion savings and loan
business. League membership includes all types of associations-Federal, and state-chartered,
stock and mutual. The principal officers are: Rollin Barnard, President, Denver, Colo.; Roy
Oreen, Vice Pr s., Jacksonville, Fla.; Stuart Davis, Legislative Chairman, Beverly Hills, Calif.;
William B .O'Connell, Executive Vice Pres., Chicago, 111.; Arthur Edgeworth, Director-Washing.
ton O _petons; Glen troop Legislative Director, Washington: and Phil Gasteyer, Assoc. Dire&-'tor"Washengto Operations. League headquarters are at Ill 9. Wacker Dr., Chicago, Ill. 60601.
Th e Washin gton Office I located at 1709 New York Ave. NW., Washington, D.C. 20006, Tele-
phone: (202) 63-890.
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mor -many made at rates of 6 percent, 7 percent, and 8 percent years ago.
Our deposits, however, are increasingly short-term-with over half now in the six-
month Money Market Certificates or very-short $100,000 "jumbo" CDs sold to corpo-
rate treasurers, etc. at rates as high as 15 percent and 16 percent. The inability oflong-term portfolio yield to keep up with short-term savings costs has led to the
much-publicized squeeze on S&L earnings. The public is "rate-sensitized" and our
MMC and jumbo savers, along with holders of longer-term time deposits, may move
their deposits as they mature to chase advertised yields in the money market funds
or other investment media.

With this structural problem, it is essential that the savings and loan business be
encouraged to develop systematic, longer-term sources of funds if we are to continue
to fulfill our Congressionally-prescribed mission of home finance. That is why our
association found the savers annuity program so promising. The average policy was
opened for slightly more than $5,000-our minimum requirement was $1,000. As I
mentioned above, in just a few months of operation, the typical customer has
accumulated slightly more than $10,000 in these annuity plans.

There are, of course, other savings programs to plan for one's retirement years.
Your sister Subcommittee on Savings, Pensions and Investment Policy,. recently
held hearings on S. 243 by Subcommittee Chairman Chafee and S. 12 by Chairman
Dole of the full Committee. Those bills would encourage thrift and help redress the
bias in our tax laws against savings. They would also provide for expanded eligibil-
ity for the familiar and successful Individual Retirement Account. I reiterate again
today the U.S. League's support for those initiatives by your colleagues, and repeat
our recommendation that the annual IRA contribution levels enacted back in 1974
be increased (at a minimum) to $2,000 to keep pace with the escalating costs of
retirement.

Upder current rules, of course, the Individual Retirement Account is not available
to w ge-earners in a qualified pension program. Furthermore, it is carefully struc-
tured to limit annual contributions amounts because both principal and earnings
are tax-deferred.

A need remains for encouraging retirement savings plans in the private sector
without such eligibility restrictions and dollar limitations. At my association, the
ability to defer taxes on earnings alone as an incentive to a retirement savings
objective-the savers' annuity-has proven its appeal to a broad audience. "

Obviously, all private-sector programs to encourage our citizens to save toward
their retirement years help relieve the escalating burden on entitlement program
such as Social Security.

Congressional action to override Revenue Ruling 80-274, and resumption of the
savers annuity program, can help in that effort.

We, of course, feel that the IRS acted improperly in its decision of last September.
It is our opinion that the deferral for savers' and other variable annuity products is
well within the tax treatment prescribed by Sections 72 and 801(g) of the Internal
Revenue Code. The insurance company, as in all annuity arrangements, assumes
the longevity risk of the annuitant. These, and other issues raised by Revenue
Ruling 80-274 might well take years to resolve in the courts.

A far better solution is enactment of S. 446. It would encourage individuals to
plan for their retirement. Not incidentally, it would enable our nation's home
finance specialists, savings and loan associations, to compete more successfully with
other tax-deferred opportunities in the marketplace which remain unchallenged by
the IRS-the Treasury's own Savings Bond program and tax-deferred annuities"'wrapped around" mutual funds. It would reinstate a useful source of funds for
housing when it is needed.

In sum, Congressional approval of S. 446 would restore an important new product
which holds the promise of increased, stable, and long-term savings to support the
hard-pressed housing and real estate markets.

Mr. Chairman, I appreciate this opportunity to testify on behalf of the U.S.
League and urge you and the Congress to act favorably on S. 446.

Suimwav or STATEMENT op DzNNs B. BnuN ON BwtAL or Hni NATIONAL
SAVINGS AND LOAN LEAGUE, MARCH 30, 1981

NSLL supports S. 388 and S. 446.repealing IRS Revenue Rulings 77-85 and 80-
274.

These rulwigs reverse longstanding Treasury policy and were made without input
from or discussion with the Congress and affected parties.

The rulings are inequitable in that they only affect the savers annuity segment of
the annuity market.
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The rulings are detrimental to capital furmatlon. Because of these rulings, poten-

tial for increased savings has been lost.
Mr. Chairman and members of the Committee, my name is Dennis B. Berlin. I am

Executive Vice President of Chevy Chase Savings & Loan, Inc. in Chevy Chase,
Maryland. I am also the.Vice Chairman of the Governmental Affairs Committee of
the National Savings and Loan League, whose views I represent today. The Nation-
al League appreciates this opportunity to express its views on S. 888 and S. 446,
which have very important implications for our business and for the capital forma-
tion needs of our economy.

As you know, the Internal Revenue Service has issued two rulings, Revenue
Rulings 77-85 and 80-274, which have an extremely adverse impact on the treat-
ment of certain annuity accounts. These annuities are essentially contracts between
an individual and an insurance company, under which the insurance company
agrees to pay the original investment, plus the interest it has earned, at a later
date. Because the legal owner of the deposit is the insurance company, the deposl-
tor's investment qualifies as an annuity. Therefore, the depositor does not have to
pay income tax on the interest until he or she withdraws the funds. Each annuity
account is maintained separately, qualifying the accounts for FSLIC insurance
coverage.

. In the two Revenue Rulings mentioned above, particularly the second, the IRS
has taken issue with the assertion that the insurance company, as opposed to the
depositor, has ownership of the funds. Although it is somewhat unclear, the IRS
apparently believes that if the underlying investment of the annuity is available to
the depositor other than through the annuity, then the contract should not be
treated as an annuity. We strongly disagree with this interpretation for the follow-in reasons.both of these ruling reverse longstanding Treasury policy. In the early and

mid 1960's and extending until early 1977, the IRS ruled many times in private
opinions that the establishment of annuity contracts was a legal investment, and
they authorized insurance companies to proceed with such annuities. Then, in early
1977, the Service issued Revenue Ruling 77-85, completely reversing the over seven-
ty opinions given to date. What troubles us greatly in the business world, and what
_happens time and again, is that this ruling was made without -input from or

discussion with the Congress and affected parties. The U.S. District Court for the
District of Columbia agreed with that, finding in part:

"Revenue Ruling 77r85dis an erroneous and unreasonable interpretation of the
Internal Revenue Code, and .. , the Court will declare the Rule to bunawful and
beyond the Service's statutory authority..."

Despite that very explicit ruling, the Service nonetheless issued Revenue Ruling
80-274 on September 14, 1980, severely affecting the savers annuity segment of the
annuity industry, which particularly troubles us. This ruling only applies to saver
annuities offered by savings and loan associations and not to tax-deferred annuities
of money market funds. Also it seems not to cover annuity plans of commercial
banks. Newspapers still run advertisements, epecially bv money market funds, on
variable rate annuities. The lack of equity in this IRS decision is especially disturb-ing.

ncond, these IRS rulings, besides exceeding the statutory reach of the Service,
are detrimental to capital formation, one of the most serious problems this country
faces and recognized as such by the Reagan Administration. The savings and loan
associations in this country are desperately trying to induce additional savings.
That is why we support expanded IRA/Koegh authority, and tax exemption of
interest on savings, among others. These rulings work against this very desirable
goal by arbitrarily determining that these annuities are technically deficient, We
strongly urge the Congress to adopt legislation to correct this misinterpretation by
the Service.

Tax-deferred annuities have proven to be a successful and convenient method for
certain individuals to save, and their potential is significant. As you know, in-
creased savings are sorely needed today. The U.S. Department of Commerce recent-
ly announced that the personal savings rate in February declined to an all-time low
of 4 percent of disposable income. The respects for increasing that level of savings,
without this annuity program and the other incentives we mentioned, are not
bright. Former Federal Home Loan Bank Board Chairman Jay Janis, in a letter to
then Secretary of the Treasury Miller, agreed with the need for these annuities, and
he urged the Treasury to rescind 80-274.

It is difficult to make an estimate as to the impact of 80-274 on the saver annuity
program. At the time it was released, there was a approximately 400 S&Ls across the
country who were managing or implementim such a program. Although we suspect
that the actual amount of dollars invested in these accounts may have been low
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simply because these annuities were just getting started, we are very concerned
about the potential which has been lost. In particuar, the Iowa Savings and Loan
League was active in marketing these annuities. They tell us that more than $50
million of these annuities has been-sold beween March and mid-September when
the ruling was released.

One association, Leader Federal in Memphis, Tennessee, received over $5 million
in- savings annuity deposits in the four-month period prior to the issuance of
Revenue Ruling 80-274. This is a significant figure considering the fact that the
savings public was not particularly familiar with them.

The association reports that these accounts appealed to a broad segment of the
savings market including young two-income families who found these accounts to be
an effective way to build savings for the future. Certainly one obvious advantage of
this type of account for younger "small savers" is its effectiveness in accumulating
funds Ior a downpayment on a new home.

In summary, we would strongly urge the Committee to reject Revenue Rulings
77-85 and 80-274, not only because they are overreaching on the part of the IRS,
but because they aggravate the very serious savings investment and capital forma-
tion problems we now face. We therefore respectfully urge this committee and the
Congress to enact this legislation.

I would be pleased to respond to any questions you might have.
Senator PACKWOOD. We will move to S. 476 and we have Mr.

Robert J. Reardon ab the witness.
Are you ready, Mr. Reardon?
Mr. EARDON. Yes, thank you.
Senator PACKWOOD. Go right ahead, Mr. Reardon.

STATEMENT OF ROBERT J. REARDON, TRUSTEE, OTTO BREMER
FOUNDATION, ST. PAUL, MINN., ACCOMPANIED BY SHERMAN
WINTHROP
Mr. REARDON. On behalf of the Otto Bremer Foundation, thank

you very much for the opportunity to appear before your commit-
tee in support of Senate bill S. 476.

My name is Robert Reardon. I am one of three trustees of the
Otto Bremer Foundation, a private charitable foundation located in
St. Paul.

The foundation is also a bank holding company.
With me today is our general counsel, Sherman Winthrop.
We have presented to you our written statement explaining our

reasons for needing and supporting S. 476, with the request that it
be placed in the record. I would like to now summarize our written
statement.

None of the individual trustees of the foundation nor any mem-
bers of our families are related in any way or, manner to the sole
donor of the foundation, Otto Bremer, or to his family. None of us
have ever been contributors to the foundation; none of us hold any
stock in the foundation or in any related corporations, other than
director's qualifying shares.

An independent investment banking firm has concluded that the
only feasible means of divestiture under the Tax Reform Act for
the foundation would be through a public stock offering.

Because of antitrust laws, banking laws, and general economic
consideration, there is no market for the foundation's assets except
at an extreme discount or fire sale price. We are awaiting new
regulations which we are hopeful will allow the foundation 'to
proceed with its proposed plan of divestiture.

Under section 4942, of the Internal Revenue Code, the foundation
is required to distribute the greater of its adjusted net income, or 5
percent of the fair market value of its assets.
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The method of determining value used by the IRS has resulted in
a value placed on the foundation's assets substantially in excess of
the value placed upon the assets by the foundation.

The position taken by the IRS places the foundation in a direct
conflict between the various bank regulators and the IRS.

Banking law requires that banks maintain a sound capital posi-
tion. The position of the IRS would obligate the banks owned by
the foundation to pay out substantially all of their income in
dividends. This would be directly contrary to the capital needs of
the banks as well as contrary to sound banking practices.

The soundness of the foundation's dividend policies has been
commented upon very favorably by the Federal Reserve Bank of
Minneapolis in a letter which is attached to our written statement
as exhibit A.

The Minnesota attorney general has also expressed his concerns
about this conflict of laws in his letter attached to the written
statement as exhibit B.

This matter of conflicting law is of crucial concern to the Otto
Bremer Foundation. The very existence of the foundation is at
stake.

The foundation is unique. It is the only private foundation inthe
United States which is also a registered bank holding company.

S. 476 would correct the inequities now existing under section
4942 as applied to the foundation. It will enable the foundation to
continue to meet its charitable commitments and at the same time
maintain sound dividend and banking policies in conformance with
regulations of the various banking authorities.

We do not believe it was the intent of Congress in 1969 to force
reputable foundations to liquidate, nor do we believe that is the
intent of Congress at this time.

We thank you for the opportunity to present testimony request-
ing your support of S. 476.
- Senator PACKWOOD. A good job, Mr. Reardon. You present the
problem very clearly, very well.

Senator Durenberger.
Senator DURENBERG. Just a comment and a question.
I want to express my appreciation to you, Mr. Chairman, for

taking the time to listen to a problem which may seem to be
peculiar to only one institution.

In my other life, when I was a minuscule philanthropist in the
corporate area, I gained a great deal of respect, not only for the
individuals who are here, but for the impact that this foundation
has had on a variety of communities in the State of Minnesota and,
particularly, rural communities, where access to the foundation
funding of the kind that's located in the big cities, or outside the
State, is quite different.

So, I have been concerned since I got here about the problems
that are peculiar to this particular foundation, and very supportive
of their case.

Now, I just have one question, Bob. Have you looked at alterna-
tive means of valuation; or, are there alternative means of valuing
the assets of the foundation? Or, is this it?

Mr. Rzw)oN. It's more or 'less under the fact. What we are
trying to do is solve the requirements of section 4948, which re-
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quire the foundation to divest over a period of years. But, in order
to divest, the investment banking people that we have consultedith said: Rather than_ giving it away at deep discounts, it would be
best to have a public-held company. But, in order to become a
publicly held company, another bank, or another first bank system,
if you will, we have to get rid of this valuation method and the
payout requirements. We cannot go to market with this valuation.

As far as conforming to divestiture, we've tried everybody. We've
tried-we are restricted under banking law under domestic owners.
We have tried foreign investors. The Arabs think-we can't con-
vince them that that snow is sand. [Laughter.]

We've tried everybody and the only way is through the publicly
held company. And in order to do that, we have to get rid of the
requirements of 4942 on the payout and we'd have to have this
relief that we are seeking that will allow a reasonable payout; a
payout that's consistent with good banking.

We also have minority shareholders that are watching over our
shoulders, too, to make sure that we follow a reasonable payout of
dividends.

Senator DURENBERGER. Thank you very much.
Senator PACKWOOD. Senator Matsunaga.
Senator MATSUNAGA. No questions. I am here just to listen

today.
Senator PACKWOOD. Thank you very much, Mr. Reardon, for

taking the time to come. I appreciate it.
Mr. RzARDON. Thank you, Senator. Thank you.
[Prepared statement of Robert J. Reardon, trustee, Otto Bremer

Foundation, follows:] -- Orro BREMERt FOUNDATION,
St. Paul Minn., March SO, 1981.

Comxin'm ON FINANCE,
U Senate,
Washington, D.C.

GEIwrZmu: We are appearing before you today in support otSate Bill S. 476
being a bill to amend t e Internal Revenue Code of 1954 with respect to the
valuation of bank holding company assets for the purpose of determining the
amount- certain private foundations are required to distribute.

By way of background the Otto Bremer Foundation (the "Foundation") is a
private foundation and a bank holding company. The Foundation is the sole share-
holder of the Otto Bremer Company (the Company") which is also a multi-state
bank holding company. The Company owns majonty control of 29 banks and 39
bank related companies, all of which are located in the three-state area of Minneso-
ta, Wisconsin and North Dakota. The Foundation is the only private foundation in
the United States which is also a registered bank holding company. The Foundation
is classified as a private foundation for purposes of apter 42 of the Internal
Revenue Code and is thus subject to the special rules imposed upon private founda-
tions by the Tax Reform Act of 1969.

The Foundation focuses its grant making on the 29 communities in which the
banks are located, substantially all of which are smaller rural communities. During
the fiscal year ended June 30, 1980, grants paid by the Foundation were in the total
amount of $1,203,076.00. Charitable grants made by the Foundation have increased
substantially over the last ten years from $489,274.00 in fiscal year 1971 to an
amount estimated to exceed $1,600,000.00 for the Foundation's fiscal year ending
June 80, 1981.

The affairs of the Foundation are administered by three individual trustees,
William Lipchultz, Gordon Shepard and Robert J. Reardon. None of the three
trustees has ever been a contributor to the Foundation, none of the trustees owns
any stock in any related corporations (other than directors' qualifying shares), and
none of the trustees nor any members of their families are related to the sole
grintor of the Foundation, Otto Bremer,. or to any -members of the Otto Bremer
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At the present time, the Foundation is faced with a problem arising under Section
4942 of the Internal Revenue Code, For the Foundation's fiscal years ended June 30,
1974, 1975, 1976 and 1977, the method of determining value of the Foundation's
assets used by the Internal Revenue Service has resulted in a value placed on the
Foundation's assets which is substantiallI in excess of the value placed upon the
assets of the Foundation as reflected in its income tax returns for the applicable
years. If the method of .valuation used by the Internal Revenue Service were to
prevail in this regard, the Foundation would be required, under Section 4942, to
distribute substantial additional assets, the result of which would threaten the very
existence of the Founidation itself.
. Under the provisions of Internal Revenue Code Section 4942, a private foundation

is required to distribute the greater of its "adjusted net income' or a percentage
(now 5 percent) of the fair market value of its assets. For this purpose, the Founda-
tion has determined the fair market value of its assets by capitalizing the net
income derived from such assets at a 6 percent capitalization rate. This method of
valuation has been consistently used by the Foundation since the enactment of the
Tax Reform Act of 1969. In fact, under date of September 16, 1973, the Foundation
sought a ruling from the Internal Revenue Service a proving its method of valua-
tion. By letter dated January 21, 1974, however, the Internal Revenue Service
refused to rule on the question for the stated reason that the requested determina.
tion was primarily one of fact, e.g., the market value of property.

The crux of the problem is the method of valuation to be used. The Internal
Revenue Service, in arriving at its valuation of the Foundation's assets, has calcu-
lated the total value of all of the Foundation's banks, each valued independently
rather than as part of a "banking system." That approach, in our view, Incorrectly
fails to value the Foundation's assets as they exist which is as an existing bank
holding company or "banking system."

Moreover, the position taken by the Internal Revenue Service unfairly and im-
properly places the Foundation in a conflict between the policies and position of the
various bank regulators and that of the Internal Revenue Service. On the one hand,
sound banking practices require that banks maintain a sound capital position. The
staff of the Ninth Federal Rese ve Bank in Minneapolis has specifically commented
that the dividend practices of the Company's banks have been sound. A copy of the
letter of the Federal Reserve Board staff dated June 17, 1980, in this connection is
attached as Exhibit A for your information. In that letter, you will note that the
Federal Reserve Board staff specifically stated that the Company's dividend policy
has given consideration to earnings available for dividends as well as the future
capital needs of the banks to support deposit and assets growth and risk. That policy
is well recognized to be the policy that is endorsed not only by the Federal Reserve
Board but by the various state banking commissioners; the Comptroller of the
Currency and the Federal Deposit Insurance Corporation to which the various
banking interests of the Foundation are subject. On the other hand, the position of
the Internal Revenue Service in the instant situation would, in effect, obligate the
individual banks to pay out substantially all of their income in the form of divi-
dends, a practice which, if followed, would be directly contrary to the capital needs
of the banks as well as contrary to sound banking practice. The end result would be
to dilute the capital position of the individual banks which would in turn be directly
contrary to the policies of the various bank regulators.

The Attorney General of the State of Minnesota, in commenting on this conflict
by letter dated July 16, 1980, a copy of which is attached as Exhibit B, specifically
stated that the Internal Revenue Service's position would result in a weakening of
the Foundation's member banks which would in turn be harmful to the communi-
ties that are served by the banks, particularly rural areas where insufficient capital
is an ongoing problem. This result would also be inconsistent with the Foundation's
practice of a i ding the communities in which its member banks are located by direct
charitable gifts as well as by maintaining strong local banking institutions to aid
the individual communities' economic condition.

The uniqueness of the Company as a reqitered bank holding company makes the
use of "comparables" inappropriate in arriving at a proper valuation. As a practical
matter, the Company is not salable. Because of antitrust considerations, the two
largest bank holding companies in the Ninth Federal Reserve District are not in a.
psiton to acquire the kans. No other existing bank holding company in the Ninth
Federal Reserve District has sufficient financial resources to acquire the Company
or any significant portion of Its assets. Bank holding companies outside the Ninth
Federal Reserve District are, as a practical matter, legally prevented from acquiring
the banks as a system or individually due to the fact that by statute, multi-state
bank holding companies may only acquire banks in their state of domicile or where
the majority of their banks are located. Additionally, under Federal banking laws,
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non-banking corporations have substantial restrictions imposed upon them with
respect to acquiring banks and bank-related companies.

In effect, there is no real market for the Company's banks as a system, and thus,
the real value of the underlying banks to the Company and in turn to the Founda-
tion is the dividend flow from these banks. It is for this reason that the Foundation,
in determining the fair market value of its banking system, has looked to a capital-
ization of this dividend flow.

Obviously, this matter is of crucial concern to the Trustees of the Foundation. The
very existence of the Foundation is at stake. The Foundation has been an important
factor in each of the rural communities in which its banks are located. The dividend
policy of the Foundation's banks and resulting sound capital structure of its banks
has enabled the Foundation to reinvest its earnings in these rural communities
either in the form of grants to charitable organizations located in or serving the
communities or by its banks supplying needed capital to finance agricultural, busi-
ness, government and individual loans in these rural areas.

In summary, it is the Foundation's position that Senate Bill S. 476 would correct
the inequities now existing under Internal Revenue Code Section 4942 as applied to
the Foundation. The proposed bill would permit the Foundation, the only private
foundation in the country which is also a bank holding company, to value its assets
by capitalizing its income at 6 percent and thus preserve its status as a bank
holding company. This result will enable the Foundation to continue to meet its
charitable commitments to the communities in which its banks are located and at
the same time maintain sound dividend and banking policies in conformance with
the applicable rules, regulations and policies of the various bank regulatory agen-
cies.

In conclusion, for the reasons stated above, your support of Senate Bill S. 476 is
earnestly requested.

Respectfully submitted.
ROBERT J. REARDON,

Trustee.

EXHIBIT A

FEDERAL RESERVE BANK OP MINNEAPOLIS,
Minneapolis, Minn., June 17, 1980.

Mr. ROBERT J. REARDON,
President, Otto Bremer Co.,
St. Paul, Min.

DEAR MR. REARDON: Last week, you expressed concern about the method used by
the IRS to value the assets of Otto Bremer Foundation. That concern centered on
the negative effect the IRS valuation method would have on the financial condition
of the Bremer banks.

As a result of your concern, I reviewed this situation. Based on this study, I share
your concern that the IRS's position has implications for the Bremer banks of
increased cash dividends, decreased retention of earnings, less than optimal capital
support for future deposit growth, and a potentially more limited future dividend
stream to charity than might otherwise be the case.

At this point, I am reminded that a very fundamental objective of all profit-
seeking businessmen is to maximize profit and perpetuate the organization. When
maximizing profit, we must look to long-term profitability. In banking, long-term
profitability, as well as perpetuity may be enchanced by prudent earnings' retention
today.

Among other things, our review shows that the dividend practices at the Bremer
banks have given consideration to earnings available for dividend payments, as well
as the future capital needs of the banks to support deposit and asset growth and
risk. Our review also shows the Otto Bremer Foundation organization is in general-
ly sound financial condition. Asset quality of the subsidiary banks is generally
sound, and capital is generally adequate.

Your situation suggests to me that the Bremer organization is caught between
conflicting public policy objectives which have been committed to law, supervisory
direction, and the like. On the one hand, public policy dictates that we havo sound,
well capitalized banks able to meet the banking needs of the communities they are
charted to serve. On the other hand, public policy dictates that charitable founda-
tions fulfill their charitable obligations.

In many ways, the business of banking is reconciling these conflicting objectives.
(See attached paper.) It is my hope that all parties concerned, including the IRS,
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your management, trustees and directors, and bank supervisors will find acceptable
compromise solutions to these conflicts.

It simply does not make sense to me as a bank supervisor that we would, in the
name of public tax policy or anything else, jeopardize the long-term soundness and
profitability of a banking organization to meet an unsound dividend payment re-
quired by unrealistic asset valuation dictated by tax law.

Very truly yours,
L. G. GABLE,

Vice President.

FEDERAL RESERVE BANK OF MINNEAPOLIS,
November 2.9, 1977.

THE BANK DIRECTOR IN THIS PERIOD OF CRITICAL CHANGE AND CRISIS

For those of you who may be awed by the title assigned to my talk you may relax
as what I am really going to talk about is your responsibilities as bank directors.
Before I get to that though, I would like to make just a couple of observations.

My first observation is that I think there is an excessive amount of lip service
devoted to the prestige associated with service as a bank director. I believe that
prestige is a very personal thing. And really, I don't believe that any of you should
expect to get much prestige or personal status just from serving as a bank director.
On the other hand, you may find considerable prestige and personal status if you
are a director of a sound, well managed bank and know that you as a director, make
a significant contribution to its being that way.

Another observation is that there is too much emphasis placed on liabilities of
bank directors. I don't mean to belittle the idea that directors do sometimes incur
personal liability. However, if you fulfill your responsibilities as a bank director,
there is precious little risk of incurring any personal liability.

The last observation I want to make is that our world and the environment in
which we operate is not as complex as we sometimes think and others would like us
to believe it is. The point I want to make from this observation is that as bank
directors you have a responsibility to make sure that your bank and its various
operations do not become excessively complex. With some imagination and ingenu-
ity, and on occasion a hard-nosed approach, I think this responsibility can be
fulfilled. Let me give you just a couple of suggestions. First, insist that all proposals,
reports and policies which are submitted to the Board for information or approval
are written in English. Second, don't accept or approve any report, proposal, policy
or the like that you do. not understand or that doesn't make sense. And last,
recognize that few banks can be all things to everybody. Know your bank's
strengths and weaknesses, and stay out of those areas where you lack expertise.

In describing for you what I believe to be the responsibilities of bank directors I
am first going to review the several different groups that you are responsible o.
This approach, I believe, helps to clarify your responsibilities. I will then explain
how you can go about fulfilling these reponsibilities through overseeing the oper-
ations of the bank you serve and providing direction where necessary.

As I see it, bank directors are responsible to: (1) stockholders, (2) depositors, (3)
borrowers, (4) trust customers and beneficiaries, (5) management, (6) employees, (7)
other directors, and (8) bank examiners and supervisors. I will make a few com-
ments about your responsibilities to each of these groups.
Stockholders

Director responsibilities to stockholders are: First, to select and employ competent
top management for the bank. Second, provide assurance that the bank is a good
corporate citizen within its community. Third, provide assurance that the bank is
operated on a profitable basis, that expenses are closely controlled, and that stock-
holders are rewarded for their investment. And last, but certainly a very important
responsibility of directors to the stockholder rup is to perpetuate the banking
organization. Included in this major responsibi ity are: (a) providing adequate capi-
tal relative to the size, corporate responsibilities, and inherent risk involved in the
operation; (b) providing assurance that adequate liquidity is available to meet de-
positor withdrawals and ligitimate loan requirements of the community; (c) provide
assurance that credit and market risk in assets is held to reasonable limits; (d)
assure that risk of loss through fraud or embezzlement is held to reasonable limits;
and (e) assure that adequate insurance protection is in force.
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Depositors
Depositors rightfully hold bank directors responsible for providing a balanced

array of depositor services at a fair and competitive price. Depositors also have a
right to hold directors responsible for assuring that the bank to which they have
entrusted their funds is operated in a safe and sound manner, and employs their
funds wisely to improve the general welfare of the community.

Borrowers
Bank borrowers have the right to expect the Board of Directors to manage the

affairs of the bank in such a manner that if fulfills the legitimate borrowing needs
of the community to the best of its ability. They also have the right to expect that
available loan funds will be allocated among applicants in an unprejudiced, fair, and
impartial manner, which in general is required by law. Corporate 6r business loan
customers expect the affairs of their bank to be administered in such a manner that
the bank won't be just a fair-weather lender and will be able to take care of their
borrowing needs during temporary business setbacks. And all borrowers expect that
loan terms and rates will be reasonable, fair, and competitive.

Trust customers and beneficiaries
Bank directors are responsible to trust providers and beneficiaries to accept only

those accounts within the bank's sphere of expertise and ability to handle in a
prudent manner. After acceptance you have a responsibility to provide assurance
that each trust account is administered prudently, in accordance with the trust
instrument, and in the best interests of the beneficiaries.

ManagementWe usually think of bank management as being responsible to the Board. As a
result, it is a bit hard to focus on director responsibilities to management. However,
as I think about this subject, I failed to identify any situation where people interact
with one another, that responsibility is completely one-sided or flows only in one
direction.

The first responsibility of directors to management is to oversee and direct the
affairs of the bank, and then to step back and let management administer the
affairs of the bank as you have so directed. Simply put, this means that directors
should direct, but no matter how strong the temptation, avoid attempting to
manage the bank. You have a responsibility to give your management reasonable
authority to carry out your directions. And management has the right to make
some mistakes 'and to learn from them. You have an obligation to support your
management. And I think you also have a responsibility to avoid the temptation to
second-guess management and to avoid nitpicking. Continuous nitpicking and
second-guessing on the part of directors does not do anyone any good.

You also have a responsibility to provide fair and competitive compensation to
your management team.

I hope you agree that directors have these responsibilities to management. I also
hope you agree that in most cases such responsibilities are relatively easy to fulfill.
There are, however, some additional responsibility that directors lave to manage-
ment that are not quite so easy to fulfill. Here I refer to the responsibility you have
to your management to stand up and be counted when you don't agree with the way
the affairs of your bank are being administered. When you observe adverse trends
such as excessive employee turnover, excessive risk in assets reflected by low
quality loan originations, delinquencies, examiner classifications, security purchases
involving high credit and market risks, concentrations of credit, or whatever that
management, and possibly even other directors, appear oblivious of, you must let
your Feelings be known and insist that there be a change for the better.

Among the most unpleasant responsibilities of a director, and fortunately it
doesn't require fulfilling very often, is the removal or replacement of management.
I won't argue that this is a responsibility to management as opposed to a responsi-
bility to stockholders. Nevertheless, when it needs doing it is an unpleasant respon-
sibility that has to be fulfilled. And let me point out that directors generally don't
do anyone any favors by continuously delaying this type decision and action and in
effect forcing the incompetent manager to prove his incompetence beyond all doubts
to all concerned parties.
Bank employees

To employees directors have a responsibility to provide a fair and equitable
compensation program that gives consideration to job responsibilities and perform-
ance. While there are arguments pro and con for being progressive in providing
fringe benefits, the determination of which benefits will be provided is a responsibil-



188

ity of the Board to its employees. I believe you also have a responsibility to provide
securil to employees. And lastly, acceptable and safe working conditions.should go without saying that you have an obligation to provide equal employ-

ment opportunities both in the selection of new employee, and in promotions of
existing staff members. As I interpret the rules, this means that opportunities mustbe equal forell people, regardless of race, sex, national origin, religion, or a

A leswell publi responsibility of directors to employees is to provide safe
working conditions. Here I specifically refer to a piece of Federal legislation which
became known as the Bank Protection Act of 1968. That legislation was created to
help prevent crimes against banks and to assist in the identification, apprehension,and prosecution of those who commit such crimes. Among other things, the law
provides that all bank employees must be instructed on what to do before, during,
and after a robbery, and requires banks to install and maintain certain securit
devices to help prevent crimes from being committed. I bring this up because i
think it is a very real responsibility of directors to their employees to provide
assurance that the bank does have reasonable security procedures, that they are
communicated to employees, and that the bank does use security devices aimed at
preventing robbery and other crimes against the bank.
Other directors

To your fellow directors you have a responsibility to attend Board meetings and to
make your position known on the issues discussed. I might add that your co-
directors have a similar responsibility to you. Thus, if a member of your Board is
consistently or frequently absent youhave a right, if not an obligation, to encourage
the entire Board to seek that director's resignation.

Among other responsibilities you have to each other are selection of new people to
be nominated for election to the Board. Indoctrination of new directors is a responsi-
bility that gets too little attention too often. And determination of a director
retirement policy is another responsibility you have as directors to one another.
Bank examiners and supervisors

And last, if not least, as bank directors you have some responsibilities to bank
examiners and su.pervisors. Speaking in generalitiesour primary responsibility to
your bank supervisor is to make sure your group fulflls its responsibilities to all the
other groups you are responsible to. If you do this, I think you will pretty well fulfill
most of what we supervisors expect of you.

Going from generalities to specifics, you have a responsibility to read, review, and
evaluate the report of examination, and correspondence from the supervisor relat-
ing to that examination. As directors you should provide yourselves with assurance
that action is being taken by managment to: (1) correct any deficiencies or operating
weaknesses noted, (2) conform to recommendations for reversing unsatisfactory
trends, and (8) comply with any demands to discontinue unsafe or unsound banking
practices or violations of governing laws and regulations.

As a practical matter there will be times when your management disagrees with
the conclusions of the examiner and as a result is opposed to taking action that will
conform with the examiner's suggestions or recommendations. In such situations I
would encourage you to use a good deal of caution. On the one hand your manage-
ment should understand the situation better than the examiner and could be right.
And I don't think any of us will claim all our examiners are perfect. On the other
hand there are a lot of hard-working, dedicated, and competent people out examin-
ing banks. They have the benefit of exposure to a lot of banks, and have no vested
interest in any one bank or the manner in which it operates.

Please don't make the mistake one Board made. A director confided to me that
their review of examination reports consisted of the managing officer going through
the report page by page during a Board meeting explaining what the examiners did
wrong and how they reached- such erroneous conclusions. That director later ac-
quired a larger financial interest in the bank and took a greater interest in its
general welfare. He then discovered the examiners were more right than wrong.

An d lastly, your objectives as directors and ours as supervisors have many -
lels. Thus, Ithink you have one last responsibility to your supervisor and that is to
communicate. If you don't think we are doing very well at our supervisory job as it
relates to your bank, by all means communicate those observations, to us and we'
will try to do better. As you know, all three of the Federal bank supervisory
agencies are attempting to improve communications with directors. You can expect
to be invited to meetings at the conclusion of examinations more often than in the
past. Two-way communications at such meetings will help make them more produc-
tive. - I- ,

To summarize up to this point, I view the responsibilities of bank directors as
running tb stockholders, depositors, borrowers, Trust Department customers, bank
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management and staff, co-directors, and bank examiners and supervisors. When we
view a bank director's responsibilities in this manner, it is obvious that there are
some conflicting responsibilities, and that these conflicts must be reconciled. To do
so requires the use of good judgment. And even more important is the balancing of
good Judgment to give proper consideration to all parties to whom a director is
responsible.

I now want to move on and discuss how directors can go about fulfilling their
many responsibilities. From the bank director's title it is obvious that a basic part of
the job is to provide direction. An all-encompassing yet simple definition of provid-
ing direction is to cause to follow a prescribed course. But before anyone can
prescribe a proper course for someone or something to follow, he must first know
where the subject, to be directed, is currently situated. Such knowledge is obtained
from overseeing. My point is that there are two primary functions of a bank
director's job: Overseeing and directing. And I maintain that you cannot effectively
provide direction without first performing the overseeing function.

There are three basic methods that I know of that directors can use in overseeing
the operations of their bank: The first is through direct observations and keeping
one's ear to the ground. Second is through audit and examination reports prepared
by auditors who are not responsible to management, and supervisory examiners.
And the third method directors have for overseeing the operations of their bank is
through comprehensive reports prepared by bank management and staff. I want to
go into more detail on each of these overseeing methods.

From your phone calls into the bank and visits to the bank premises you can
make some pretty good observations about such things as: (1) Housekeeping-do the
premises appear neat, orderly, and efficient or do they appear sloppy and ineffi-
cient. (2) Atmosphere-is there a spirit of friendliness, helpfulness, and cooperation,
or are employees grouchy and unpleasant. (3) Alertness-does someone see and
recognize you as you come in the door, or can you wander around the place without
being noticed. And if you can come and go without being noticed, think of what
someone else can do who may be up to no good. (4) Telephone courtesy-do you get
prompt, courteous responses to telephone inquiries into the bank, or do you get long
holds, or comments like "Sorry he is not in yetl" or "He is still out to coffee." or
"He has gone home already" These kinds of observations can give you some pretty
good insights about the bank you are directing.

Another good source for direct observations is your bank's advertising. Listen in
to your radio and TV commercials, and read and analyze your bank's newspaper
and direct-mail advertisements. Do they communicate well? Can you understand
them? Are they easy to understand or do they tend to mislead? And what do other
people say about your bank? Don't just ask a friend what he thinks of your bank; he
will probably tell you what he thinks you want to hear. Instead ask him what he
hears other people saying. And then don't be too defensive if you really want to
know what he thinks.

Lastly, through the financial press attempt to keep abreast of what's going on in
the banking industry on a loca, regional, and national basis. While this may not
give you a great deal of information about your own bank, it will provide some
perspective and a base for comparison.

All these relatively simple, direct observations can provide useful information to a
bank director and help fulfill the overseeing part of the job. Use this kind of
information for what it is worth, but bear in mind that it will not do the whole
overseeing job.

Audits and examinations are tools that can be used effectively by bank directors
in fulfilling their overseeing function. Audits and examinations are primarily fact-
gathering operations, and thus the people performing these tasks are principally
engaged in overseeing. It is true that auditors occasionally and examiners frequent-
ly provide direction as a part of their job. But it is well to remember that most often
auditors and examiners are in effect recommending that certain direction be pro-
vided. The final responsibility rests on directors and management to implement the
recommended course of action.

Frequently the words or functions of audit and examination are used synony-
mously in banking. They are not, however, the same functions and you should use
them differently. An audit is primarily aimed at determining that the bank has all
the assets it claims to have, that its liabilities are no greater than stated, that the
bank gets all the income it is entitled to, and that expenses are no greater than
authorized. Some auditors go beyond the basics and get involved in procedural
audits which is a form of management consulting. Here you can expect that audi-
tors will examine certain operating policies and procedures and offer suggestions on
how to strengthen operations to provide better controls or a sounder operation.
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A bank examination as conducted by the supervisory authorities is aimed primar-
ily at determining how soundly the bank is managed, its financial condition at the
time of the examination, and what the condition of the bank will be in the future if
it follows its present course. If the present condition or the projections for the future
do not reflect a sound, well-managed bank, the examiner and sometimes his boss,
the regional supervisor, will suggest or recommend a course of action that will
change th, future direction of the bank to a sounder position. And where necessary,
supervisors must sometimes take legal action to force a bank to alter its direction.

A common weakness that I have observed in both supervisory examinations and
audits conducted by public accounting firms is that examiners and auditors fre-
quently identify only the symptoms of a problem. In other words, an examiner may
include a comment in his report that loan delinquencies are excessive or that the
q uality of a bank's loan account is deteriorating as reflected by the trend of loan

assifications. These may be accurate observations, but they are only symptoms of a
problem which is not identified. The real problem may be that loan policy which
governs loan originations is weak. Or the policy may be alright but is not adhered
to. Or that collections are ineffective. Or that the local economy is depressed. We
recognize this common weakness in our examinations and are attempting to correct
it. But until examiners get skilled in zeroing in on the causes of bank problems, it is
best that you also recognize the weakness. In dealing with problems and in taking
action to provide direction that will overcome problems, you must know the cause of
the problem and not just the symptoms.SIn summary, audits and examinations can provide very useful information to
directors in helping to fulfill the overseeing part of the director's job. Properly
utilized these reports can ive a pretty good picture of where the major component
parts, as well as the whole bank have been, presently are, and are likely to go
without a change in the course of direction.

The last method you have for overseeing your banks is through analysis and
evaluation of reports provided to you by the management and staff of thebank. It
should go without saying that the Board of Directors should determine the type and
timing of such reports received. My guess is, however, that more often than not
management determines the type and timing of information reports provided to
directors.

In attempting to determine the type of information reports directors should
receive, a good place to start is to go back and review the types of responsibilities
you have to the several groups. As I worked through this exercise I see the potential
for numerous reports, each oT which would provide valuable information to directors
and help you to determine which operations are proceeding on a sound- course and
those areas where a change in the course of direction ma be needed. Obviously
there has to be a limit. You don't pay management and staff just to prepare reports
to directors. And directors' time for reading and analysis is not unlimited either. My
time is limited also, but I do want to break into it part way just to point out some of
the possibilities.

I said bank directors have a responsibility to stockholders to make sure the bank
is a good corporate citizen within its community. If you accept this as a responsibili-
ty you should then get some kind of report, perhaps annually, showing charities
supported by such donations, other efforts, contributing tw civic good works, and
endeavors of the bank, its officers, and staff to help make ti,,- community a good
place to live, work, and do business.

Another responsibility you have to stockholders is to make sure the bank is
operated profitably and that expenses are closely controlled. To keep track of
earnings and expenses, you should get some kind of reports, perhaps quarterly,
which would include sources of earnings, total earnings, trends bos on comparison
with the past, actual performance compared to budget, and perhaps the same kind
of information on expenses.

Earlier I identified five separate responsibilities to shareholders uiider the general
heading of perpetuating the banking organization. The first was to pro-ide adequte
capital. To keep track of your bank 's capital position, you should get and review,
perhaps annually, some kind of a report with trend comparisons of capital to
deposits, loans, and total assets. Comparisons with regional averages or competition
may also be helpful.

If you accept the responsibility to p-ovide assurance that your bank maintains
adequate liquidity to meet dep sitor and creditor demands as well as the legitimate
loan demands of the community, and I think you have this responsibility, then you
should be getting and evaluating reports showing the liquidity position of your
bank. Bear in mind that there are two basic factors to be considered in evaluating
liquidity. The first is needs and the second is provisions. Needs are determined from
the potential volatility of deposits and other liabilities; in other words, the maturity
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of deposits and how much can be expected to be withdrawn, and from loan commit-
ments and normal borrowing needs of customers. Liquidity provisions are deter-
mined from the maturity and marketability of assets and how quickly and at what
cost assets can be converted to cash. Thus, reports for your analysis should show
both potential needs and provisions, including estimates of the cost to convert these
assets to cash. You should be concerned with the margin that is maintained bW
tween liquidity provision and potential need, and at what cost. In some banks such
information should be provided to directors on a monthly basis. In others a semian-
nual review may be adequate.

To oversee credit and market risk in assets so that you can assure stockholders
that such risks are held to reasonable limits may require several reports. While
there are generally only two major categories of assets in banks that involve risk,
and I refer to loans and investments, you should not overlook the others. Others
might include overdrafts, other real estate, certain cash items, Federal funds, and
other assets which probably includes repossee personal property.

When looking at loans, the variety and type of reports that can be generated and
which will give valuable insight into the amount of risk involved In those loans is
limited only be one's imagination. One way to limit the possibilities and attempt to
get some logic into a director's loan review process would be to get some informa-
tion on the three stages of bank loans. These stages are origination, the holding
period, and collections. And it may be necessary to subdivide various classes of loans
for these three stages. In other words, the type of information you need to evaluate
the degree of risk in your consumer installment loan operation is significantly
different from the type of information necessary to evaluate risk in your commeri-
cal lending operaiton.

Taking consumer installment loans as an example, the kind of information you
may need to evaluate the degree of risk might include a quarterly report on
originations, a semiannual or annual report on the overall condition of the portfolio,
and a bimonthly or quarterly report on collections.

From here I could go on and write a book about the many reports that directors
could and should get to keep informed of the many operations of their bank. The
point is that management information reports are essential to overseeing a bank's
operations. And without overseeing you cannot fulfill the bank director's role.

One other point I want to make about management information reports relates to
the time such information reports are provided to directors.

Too often directors arrive at the appointed hour for a Board meeting and are
handed several reports that are to be gone over and discussed at the meeting. For
the kind of information reports that I have in mind, and as I see a director's
responsibility for review and evaluation of the information, this is just not a

-...satisfactory arrangement. I think bank management has a responsibility to the
Bard get these reports produced and delivered to directors at least a week before

the meet r-to.poviie adequate time for review, analysis, and prepare for discus-
sion.

Too often the confidentiality of the information in such reports is used as an
excuse for not providing them to directors prior to a meeting. And that reminds me
of a personal experience with a former president of our bank, Hugh Galusha. I had
just handed him a document containing sensitive information and made quite a
point of remindi him of the confidentiality of the information. Hugh gave me a
queer look and as&ed, "What did you do, shoot the secretary who typed It? The
point is, if directors cannot be trusted to maintain the confidentiality of bank
information, they shouldn't be bank directors. And that is a responsibility of direc-
tors that I didn't even mention when discussing your many responsibilities.

To summarize to this point, a bank director has many responsibilities that run to
several different groups. To fulfill these responsibilities you must know where your
bank and its component parts have been, currently are, and are likely to go without
direction. To effectively perform this overseeing function you have opportunities to
make direct observations, should utilize audit and examination reports, and should
obtain and evaluate meaningful and timely reports prepared by your bank's man-
agement and staff.

And now comes the important part and frial step in fulfilling the responsibilities
of a bank director. It isproviding direction tothe bank you sere. While ou mus
recognize your responsibilities, and you must oversee the bank's operations, Just
having this knowledgee does not really accomplish anything. In providing direction
you use the knowledge from recognizing responsibilities and overseeing to prescribe
the course the bank its varied operations, and component parts will follow in the
future.

There are two basic functions involved in providing direction. The first is prescrib-
ing direction, which for a Board of Directors is generally accomplished through

78-a 0-81--10
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policy formulation. The second is providing assurance that the policies are being
.adhered to and followed.

Policies are basically a communication device used to coordinate and control the
efforts or behavior of a group of individuals. They are tools used to direct the course
of a business or an operation. And, hopefully, if well-devised and adequately con-
trolled, will maintain that business or operation on a sound course in spite of
changing individuals or circumstances.

And I want to emphasize that unless you have well-devised written policies
governing your bank's operations, you, in -effect, are going to have not much more
than a bunch of independent contractors extending credit, purchasing and selling
securities, accepting deposits, administering salaries, and the like on behalf of your
bank. In addition, without governing policies your director group and your manage-
ment are going to have numerous ad hoc decisions to make and it will be difficult if
not impossible to get any consistency into those decisions.

Again, a good place to start to determine the types of policies your bank needs is
to go back and review your responsibilities. From such a review one might conclude
that it is essential for the bank to have policies governing its audit program, its
lending operation, its investment security portfolio, its liquidity position, the accept-
ance and administration of trust accounts, a service charge policy on deposit ac-
counts, equal employment and salary administration, and advertising. Such a list is
limited only by one's imagination.

There are two other methods for determining the need for a governing policy.
First, where ad hoc decisions must frequently be made and it is difficult to get
consistency in the decision-making process, you may have an area that requires a
governing policy. Second, where knowledge gained through overseeing indicates that
an operation is stumbling alon# or is on unsound course, you probably have an
operation that requires some policy direction.

At this point I want to back off a bit. I stated that the potential number of areas
in a bank that can be covered by policy directives is limited only by one's imagina-
tion. Some people have very active imaginations. It appears that some of these
people want to eliminate all decisionmaking, sin, and potential sin through policy
directives. One or two mistakes, a few customer complaints, or a wiggle or two on a
trend line and they want to create a new governing policy or amend an existing
policy to eliminate the problem forever. Give these people a free reign and you will
end up with a policy covering the use of the employee parking lot, another covering
employee coffee breaks, one on appropriate salutations for business letters, and
what have you.

What I am trying to say here is that each bank needs policies to prescribe
direction and to coordinate and control the efforts of its employees. But there is a
limit. No policy or group of policies can be so all inclusive, either in the coverage of
an individual policy, or in the aggregate coverage of a group of policies, that they
eliminate the need for judgment and decision-making. Fx.'essively tight or inflexible
policies and an excessive number of policies can be stifling and confusing and can be
almost as bad as no policy directives at all.

In addition to establishing reasonable policy directives for your bank and its
component parts to follow, it is equally important for you to provide assurance that
such policies are followed. To do this we go back to the overseeing part of your job.
The knowledge you gain from direct observations, review of audit and examination
reports, and analysis of information reports provided by management and staff can
be used to determine how closely the bank and its component parts are following
the direction you have prescribed through governing policies.

One last comment here on policies. If you want your policy directives to be
followed, make sure they are not confused with goals and objectives.

In our complex world there has developed considerable confusion between policies
and objectives and goals. I like to think of policies as a prescribed course that one
expects will be followed. On the other hand, goals and objectives are what one
would like to achieve, or as someone recently commented they sometimes appear
more on the order of hopes and dreams.

In conclusion I have attempted to review the responsibilities of bank directors by
looking at the several groups you are responsible to. I have also concluded that to
fulfill these many responsibilities you must oversee the affairs of your bank and
provide direction. In working through the mental exercise of preparing this paper I
have developed, at least for myself, some new concepts on the responsibilities of
bank directors. I hope that in listening you too have a better understanding of your
responsibilities and as a result your job of bank director becomes more interesting
and rewarding.
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ExHIBIT B

STATE OF MINNESOTA,
OFFICE OF THE ATTORNEY GENERAL,

St. Paul, July 16, 1980.
Mr. ROBERT J. REARDON,
Otto Bremer Foundation,
St. Paul, Minn.

-DEAR MR. REARDON: In our recent meeting held on July 8, 1980, you advised me of
the Internal- Revenue Service's Examination Report dated June 24 addressed to the
Otto Bremer Foundation (the "Foundation") covering the tax years ended June 30,
1974, 1975, 1976 and 1977. In that discussion, as well as in several of our other
recent meetings, you expressed your concern with respect to the position taken by
the Internal Revenue Service in their Examination Report.

Over the years we have been most appreciative of the cooperation and thorough-
ness with which the Foundation has kept this office apprised of its activities and the
results of its operations. In addition, you have kept us apprised of the Foundation's
concerns over the various issues raised under the charitable foundation provisions
of the Tax Reform Act of 1969.

The Internal Revenue Report for the years in question is addressed to the provi-
sions of § 4942 of the Internal Revenue Code which requires a foundation to distrib-
ute the greater of its adjusted net income or a percentage (presently 5 percent) of
the fair market value of its assets. In its Report, the Internal Revenue Service
placed a fair market value on the Foundation's assets by the Foundation. For the
purpose of § 4942, the Foundation determined the fair market value of its assets
during the years in issue by capitalizing the net income derived from such assets
using a yield basis of 6 percent.

To our knowledge, the Foundation has always distributed all of its net income to
charitable beneficiaries. In addition, the Foundation has always conducted its affairs
in a prudent, businesslike manner. We are also mindful of the Foundation's efforts
to distribute its grants in the communities in which its various banking activities
are conducted and its efforts to otherwise contribute to the well-being of those
communities.

We share the concern you have expressed with respect to the position taken by
the Internal Revenue Service in its Examination Report for the tax years referred
to above, The position taken by the Internal Revenue Service has placed the
Foundation in a conflicting position between the various bank regulators and the
Internal Revenue Service.

On the one hand, sound banking practice requires that banks maintain a strong
capital position which in turn requires that a bank's dividend policy not be incon-
sistent with maintaining a strong capital position. That policy, to our knowledge, is
the policy that has always been expressed by the Federal Reserve Board, the State
Banking mmissioners, the Comptroller of the Currency and the Federal Deposit
Insurance Corporation to which the various banking interests of the Foundation are
subject. On the other hand, the Internal Revenue Service by the position taken in
the Examination Report is, in effect, obligating the individual banks to pay out
substantially all of their income in the form of dividends, a practice which, if
followed, would be directly contrary to sound banking practice. The effect, of course,
would be to dilute the capital position of. the individual banks contrary to the
policies of the various bank regulators.

e resulting dilution would result in a weakening of the Foundation's member
banks which is, in effect, harmful to the communities that are served by the banks,
particularly rural areas where insufficient capital is an on-going problem. Such a
result is inconsistent with the Foundation's goal of aiding the communities in which
its member banks are located by direct charitable gifts and by maintaining strong
local banks to aid the individualcommunities' economic condition. This irreconcila-,
ble conflict between the banking renulators and the Internal Revenue Service would
force the Foundation to liquidate its individual banks with the result that there
would be a forced dissipation of its assets, The end result would be to reduce the
value of the Foundation's assets and adversely affect the individual communities in
which the various banks are located.'

As the State official to which charitable foundations are subject, I am deeply
concerned over the position now taken by the Internal Revenue Service in its
Examination Report for the tax years in question. I want you to know that I am
supportive of the manner in which the Foundation has been operated in the past
and wish to assure you of my continued support.
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If I can be of any help to you in support of your position before the Internal
Revenue Service or otherwise, please do not hesitate to ask.

Very truly yours, W AMMN SPANNAU8.

Senator PACKWOOD. Next, we will consider bills S. 464, 500, and
501.

And we will first start out with a panel: Mr. Robert Bothwell and
Mr. Christopher Edley.

I might say before this panel starts: All three of the bills that we
have had-or three of the different panels relating to about six
bills we have had today-all relate to trying to correct some action
of the Federal Government that would preclude in form or another
what we regard, normally, as desirable ends.

I am in sympathy with the objectives of all of the bills, including
the ones we are abut to hear testimony on now, because I have
discovered that the ends, indeed, are legitimate and we are more
likely to obtain them through the private sector, be it foundations
or charitable efforts, or savings and loans. We are more likely to
achieve them than we are if we are to follow the rulings and
decisions that have affected the various parties concerned.

Are you Mr. Bothwell?
Mr. BoTrwmL. Yes, sir.
Senator PACKWOOD. You may start.

STATEMENTS OF ROBERT E. BOTHWELL, EXECUTIVE DIREC.
TOR, NATIONAL COMMITTEE FOR RESPONSIVE PHILANTHRO.
PY, WASHINGTON, D.C.; CHRISTOPHER EDLEY, EXECUTIVE
DIRECTOR, UNITED NEGRO COLLEGE FUND, INC., WASHING.
TON, D.C.; JACK MOSKOWITZ, SENIOR VICE PRESIDENT, GOV.
ERNMENT RELATIONS DIVISION, UNITED WAY OF AMERICA,
ALEXANDRIA, VA.; MATHEW AIJMANN, ASSOCIATE DIRECTOR
FOR GOVERNMENTAL RELATIONS, NATIONAL CONFERENCE
OF CATHOLIC CHARITIES, WASHINGTON, D.C.; FRANCES HES-
SELBEIN, NATIONAL EXECUTIVE DIRECTOR, GIRL SCOUTS
OF THE U.S.A., WASHINGTON, D.C.; RUSSELL MAWBY, CHAIR-
MAN, LEGISLATIVE AND REGULATIONS COMMITTEE OF THE
COUNCIL ON FOUNDATION, BATTLE CREEK, MICH., ACCOM-
PANIED BY THOMAS A. TROYER, CAPLIN & DRYSDALE,
WASHINGTON, D.C.
Mr. BOTHwELL. Yes, sir. Thank you very much.
I am Robert Bothwell, executive director of the National Com-

mittee for Responsive Philanthropy.
I did want to introduce to the committee some of my board

members who are here. Behind me: Mary Watanabi, from the
Pacific Asian Coalition; Kenn Allen, the head of Volunteer Nation-
al Center for Citizen Involvement; and Pablo Eisenberg, one of our
cochairs, Center for Community Change. What follows is our oral
summary testimony. Our complete testimony was submitted for therecord March 27.

The National Committee, its members and affiliates, and the
thousands of local and State organizations we work closely with,
are all private nonprofit organizations. go, too, are the private
foundations that are the subject of these three bills.

Our comments--and I want to underline this-are aimed at
strengthening the private, nonprofit sector. We think it is vitally
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important to this country as a balance wheel to government and to
business.

The three bills propose a major reduction, however, in founda-
tion spending. We estimate that S. 464 and S. 501 could reduce
foundation spending by between $100 and $200 million or 5 to 10
percent of total foundation spending.

We think that the reduction of S. 500 would be the same or less.
This reduction will be most severely felt by the private, nonprofit

organizations, which are the principal beneficiaries of foundation
spending.

And this major change in foundation spending is proposed while
the Federal Government is considering even greater spending cuts.
..nFive years ago the Filer Commission on Private Philanthropy
and Public Needs shocked the private nonprofit community by
estimating that the amount of money that the Government pro-
vides as revenues to the private, nonprofit sector are equal to the
amount of private contributions.

So, as major cuts in Government spending are implemented this
year and next, the private, nonprofit sector, will experience a
depression unlike any it has ever known.

Together, foundation and Government cuts will seriously
jeopardize the capacity of this country's estimated 6 million, non-
profit organizations to meet the public needs of our population
which are simply not met by direct Government assistance.

However, this is a complicated issue. We want to make very
clear to the committee that we think the foundation proposals for
reduction of the payout rate have independent merit. The combina-
tion of inflation and the payout rate requirement have helped
erode foundation assets. We have looked carefully at the data in
support of this and do come to that conclusion.

If no change is made in the current payout requirement, founda-
tions' capacity to respond to the future needs of the nonprofit
sector and the community at-large will be much further diminished
than it already is.

Nevertheless, foundations have contributed somewhat to their
own demise. The Twentieth Century Fund a few years sgo, report-
ed that 6 out of 10 of the very largest foundations had more than
half of their assets invested in a single company. We don't think
this is a very prudent investment policy. In some cases foundation
assets and income were seriously reduced by the policy.

Also, despite tax advantages for the creation, growth, and main-
tenance of foundations, many foundations do not inspire public
confidence in having them exist perpetually. A study we did last
year indicated that 30 percent of the largest foundations refused to
provide information to the public, even when requested repeatedly.

Unless foundation accountability to the public is improved sub-
stantially, we do not think changes should be made in the founda-
tion payout requirement.

Therefore, we recommend:
First' that the foundation payout rate be reduced to 5 percent of

investment assets at market value, or this figure plus one-half of
adjusted net income exceeding 5 percent of investment assets at
market value, whichever is larger, provided;
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Second, that all the larger foundations be required to prepare
and disseminate to the public annual reports which contain baic
information essential to anyone interested in evaluating foundation
activity or in seeking foundation grants.

We think this proposal is a clear compromise responding to the
short-term needs of the nonprofit community, and the long-term
.needs of foundations to maintain their assets and their public
viability.

Senator PACKWOOD. I am going to have to ask yon to conclude
your statement, Mr. Bothwell.

Mr. BOTHWELL. Thank you.
Senator PACKWOOD. Let's take the rest of the group together. It

is a pflnel and was set as a panel.
If you would come up and then we will take your testimony in

order: Mr. Edley, Mr. Moskowitz, Mr. Ahmann, Ms. Hesselbein,
and Mr. Mawby, if you want to take the table.

STATEMENT OF CHRISTOPHER EDLEY, EXECUTIVE DIRECTOR,
UNITED NEGRO COLLEGE FUND INC.

Mr. EDLEY. Mr. Chairman and Senators, the United Negro Col-
lege Fund is the official fundraising body for 41 fully accredited
private black senior colleges in this country and I am the executive
director.

These colleges and universities enroll more than 50,000 students
studying toward baccalaureate and advanced degrees and several
thousand. more who are involved in noncredit continuing education
courses and programs.

The Nation's black colleges enrolled almost half of all blacks
attending the Nation's institutions of higher learning.

I appreciate this opportunity to appear before this distinguished
committee. I have submitted a formal written statement for the
record. While my statement will not cover the technical amend-
ments that are part of this legislation, I fully support their enact-
ment.

Only 28 blacks in the United States held college degrees in 1860.
And this had increased to only 2,500 by 1900. Largely due to the
existence of black colleges over the last 132 years, there are now
600,000 blacks in this country who hold baccalaureate and profes-
sional degrees.

This would not be the case if these schools and the United Negro
College Fund had not been the recipients of generous philanthropy
and, more recently, sustained donations from the Nation's founda-
tions.

The United Negro College Fund recently completed the most
successful fundraising drive for private higher education in the
history of this Nation. Under the able and energetic leadership of
Thomas A. Murphy, the then chairman of the board of General
Motors, UNCF was able to raise $60 million in capital campaign
funds over a 3-year period. Of this total, $29 million, or slightly
over 49 percent came from the Nation's foundations.

The Kresge Foundation gave the United Negro College Fund $6
million, the largest single grant that they have ever awarded.
These funds are earmarked for construction projects at our 41
member institutions.
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'The Kellogg Foundation donated over $3 million to the capital
campaign. This allocation is being used to establish an Integrated
Management System at United Negro College Fund institutions.
This grant will help insure that the management systems at
member institutions are availing themselves of the latest, and most
effective management tools possible consistent with their resources.

The McArthur Foundation donated $2 million in our drive for a
specific purpose.

I will not take the committee's time to list all of UNCF's 96
foundation gifts for our capital campaign. It suffices to say that
this effort would not have been successful without the generosity
and deep concern of many foundations.

Over the last 10 years foundation giving to our UNCF annual
campaign has averaged 20 percent of all dollars raised. Important-
ly, most of these funds have been given for general operating
support of UNCF's member colleges and universities.

We have also been the recipient of significant and important
grants to our annual campaign.

The Lilly Endowment has given an annual gift for many years
which is targeted for faculty development at our member schools.
For the past 3 years this donation has been at the $300,000 level.

It is not my intent to impress you with UNCF's success stories in
the foundation area. Rather, I seek to impress upon you the impor-
tant contributions that foundations are making to black higher
education and indeed to society as a whole.

On first blush, it would appear that the Tax Reform Act of 1969,
with its guaranteed substantial levels of foundation giving would
have been a great boon to donee organizations. This legislation,
however, has had an adverse effect on foundations by inadvertently
forcing them to liquidate. Probably, no one in Congress in 1969
envisioned our current inflation rate of more than 10 percent a
year.

Since the average annual inflation rate was 2 percent during the
1959-69 decade, double-digit inflation would have been hard to
imagine. Today's high inflation has brought high interest rates and
dividend yields; thus, foundations are in a particularly pressed
situation.Today's high rate of returns are a direct result of higher infla-
tion.

Noting that my time is up, it is not to the advantage of charita-
ble organizations, such as my own, for foundations to be further
eroded, and for us to lose the future capacity if foundations to
make grants to institutions such as mine.

And in my closing sentence, let me point out, Senator, that our
schools, on the average, have been in existence for more than 100
years, and we are going to be around for another 100 years. Booker
TW shington went, hat in hand, to foundations begging funds and
50 years from now our Presidents will still be going hat in hand.
We want the foundations to survive as viable institutions.

Thank you.
Senator PAcKWOOD. So do we, I feel.
Jack Moskowitz,
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STATEMENT OF JACK MOSKOWITZ, SENIOR VICE PRESIDENT
FOR GOVERNMENTAL - RELTIONS, THE UNITED WAY OF
AMERICA
Mr. MOsKOWITZ. Mr. Chairman, my name is Jack Moskowitz. I

am senior vice president for Government Relations, the United
Way of America.

I have a statement that I would like submitted for the record.
Senator PACKWOOD. As usual, Jack, it will be.
Mr. MosKoWITz. I'd like to confine to my remarks, brief remarks,

to Mr. Bothwell's statement about the shortfall of $200 million.
First, I think, in our Board of Governors, Government Relations

Committee endorsed the Durenberger-Moynihan bill and this ques-
tion arose during the committee meeting and, just simply stated, I
think the position is-that Mr. Edley stated-is we believe the
long-term viability of foundations is what is at stake here. And
that a shortfall, whether it's $200 million or $150 million, in a near
term in a year is not what the problem is. It's the question of
erosion in the future.

And when you look at the numbers-I was just looking at a
report. Individual giving was about $40 billion last year. It is hard
to believe that a $200 million shortfall is going to have that kind of
dramatic drop in the provision of social services by the private
sector.

.And, again, I'd just like to reiterate that point that we support
this legislation. Our committee supports this legislation because
what we think is at stake is the long-term viability of foundations.

Thank you, Mr. Chairman.
Senator PACKWOOD. Jack, thank you very much.
Mr. Ahmann.

STATEMENT OF MATHEW AHMANN, ASSOCIATE DIRECTOR FOR
GOVERNMENT RELATIONS, NATIONAL CONFERENCE OF
CATHOLIC CHARITIES
Mr. AHMANN. Chairman Packwood, I am associate director of the

National Conference of Catholic Charities, which is pleased to join
this panel testifying on the importance of changing the private
foundation payout rule in order to preserve the ability of these
private foundations to maintain and strengthen their contribution
to a vital, and free, and pluralistic society.

S. 464, introduced by Senators Durenberg and Moynihan and
H.R. 1364, its counterpart in the House, would overcome the unin-
tended effect imposed by inflation on the 1969 amendment require-
ing these foundations to distribute the greater of 5 percent of the
value of their assets or their actual realized current income.

While Catholic Charities does participate in a publicly funded
system of delivery of services to the needy and suffering, we rely
on private funding-religious, United Way, and foundation-to ex-
periment, innovate, and explore new ways in which we might help
people help themselves.

Let me mention only one thrust in our Catholic Charities move-
ment which has been foundation funded and is central to our
nationwide mission, and direction, and the future viability of our
ability to serve.
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This project and another I cited in my written testimony, by its
nature, required private nonprofit, nongovernmental funding
beyond our resources.

Five years ago our grassroots leadership and our national leader-
ship realized that our agencies had become professionalized and
centralized. While our services still involved thousands of volun-
teers around the country, we had in many places gotten away from
the parishes and neighborhoods and become downtown centered
institutions.

Both the Lilly Foundation and the Raskob Foundation for Catho-
lic Activities responded to our request to fund a parish outreach
initiative designed to seed and organize a process to decentralize
and involve countless more people in the community building and
service work of Catholic Charities.

This project initiative never involved more than two or three
people at our modest national office, but it has become central to
the Catholic Charities movement around the country, involving
minimal staff resources serving countless people working on rural
housing, the energy and social security needs of the aging, child
care, and so on. It s not gone as far as it should, but it's taught
Catholic Charities a lesson that professionalism almost let it
forget-the boundless commitment and enterprise and energy of
citizens who are nonprofessional.

This lesson was made possible by the crucial grants of two impor-
tant private foundations committed to constantly help revitalize
society in the United States.

We understand the experience under the 1969 amendments, and
the ensuing inflation, the trend line has real assets of private
foundations declining by several billion dollars. We regard this as a
threat to our free society. It results, in part, from the requirement
that the foundations spend the larger of their current income or 5
percent of their investment assets.

As one effort to help sustain the role of private foundations in
our Nation's future, and in the future of our people, we support the
proposal which requires that a private foundation pay out 5 per-
cent of its investment assets, but not the actual current income of
the foundation if that income exceeds 5 percent of those assets.

We think the proposed amendment overcomes the unintended
effect of the 1969 amendment.

Thank you.
Senator PACKWOOD. Thank you.
Ms. Hesselbein.

STATEMENT OF MS. FRANCES HESSELBEIN, NATIONAL
EXECUTIVE DIRECTOR, GIRL SCOUTS OF THE U.S.A.

Ms. HESSELBEIN. I am Frances Hesselbein, the national executive
director of Girl Scouts of the U.S.A. And I am pleased to have this
opportunity to join my colleagues in speaking to the subcommittee
on behalf of the largest organization serving girls and women in
the world in support of the proposed amendment of the law to
require that foundations pay out only 5 percent of assets.

My formal statement has been submitted for the record, and in
summary, may I say that the primary funding for our ongoing
services to almost 3 million members comes from two major
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sources: the modest, annual dues of our members and income gen-
erated through sales of official Girl Scout uniforms, equipment and
publications.

Girl Scouts of the U.S.A. gets no United Way campaign funds.
Our 337 Local Girl Scout councils, which are responsible for their
own operations, do benefit from United Way allocations which,
together with proceeds from their cookie sales, help provide essen-
tial services locally.

At the national level, Girl Scouting, traditionally, has turned to
the philanthropic community to secure funds for special projects
that are beyond the resources of our annual operating budget.

No national movement, such as Girl Scouting, can progress with-
out taking risks to meet, or anticipate, needs without testing the
changing environment in which it functions.

And many private foundations, operating in the public interest,
have effectively allied themselves with Girl Scouts of the U.S.A. in
our efforts to reach a more diversified membership among urban
and rural minorities to develop our national program centers and
their services and to test new program and leadership training
concepts.

This additional support provides the national Girl Scout move-
ment with what the financial community might term "venture
capital." And over the years it has made it possible for us to
undertake a whole spectrum of demonstration or experimental
projects, as we have sought ways to respond to the growth and
changing interests of our young constituency.

For example, in 1974, the Girl Scouts launched a major project
designed to stimulate and assure continuity of service to girls of
migrant families, traveling the midcontinent migratory route from
south Texas to the Great Lakes area.

This was a 3-year pilot, conducted in collaboration with local
councils, to reach out to these children who frequently were isolat-
ed from the mainstream activities of children in the established
community.

This pilot program was wholly funded by the Irwin-Sweeney-
Miller Foundation which committed $363,500 of its grant resources
to the migrant project over a 3-year period.

During the course of our 69-year history, Girl Scouts have been
able to make a difference in the lives of millions of girls by the use
of foundation funds for programs which were needed, were innova-
tive and far reaching.

The needs for these projects will not cease and if foundations are
drained by the current payout restrictions, the long-term prospect
of foundation help for them appears to be dim under the present
law.

Thank you very much.
Senator PACKWOOD. We will conclude this panel with Mr.

Mawby.

STATEMENT OF RUSSELL MAWBY, PRESIDENT, W. K. KELLOGG
FOUNDATION, BATTLE CREEK, MICH.

Mr. MAwBY. Mr. Chairman, I am Russell Mawby, president of
the W. K. Kellogg Foundation, of Battle Creek, Mich. I am appear-
ing this morning as chairman of the Leilation and Regulations
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Committee of the Council on Foundations, a nonprofit, membership
organization whose members include some 930 foundations from
across the country.

With me is the council's legal counsel, Thomas Troyer, partner
in the Washington law firm of Caplin and Drysdale.

We appreciate the opportunity to testify this morning on S. 464,
a bill of vital importance to foundations and their charitable bene-
ficiaries.

I will focus on the income payout issue. The bill also includes
three useful technical changes, which are addressed in my pre-
pared statement.

As members of the panel have already indicated, foundations
p!ay a special and vital role in responding to the needs of society.

To insure that foundations faithfully discharge their public trust,
Congress has enacted a comprehensive and detailed set of rules
regulating every aspect of foundation operations.

In setting up this system of regulations, Congress explicitly and
decisively rejected proposals to require foundations to go out of
existence after a fixed period. In particular, the income payout
requirement was specifically not designed either to erode the pur-
chasing power of foundations or to restrict foundation investment
policy.

Unfortunately, the long-term ability of foundations to continue
to support the array of charitable activities to which they are
committed is in serious doubt. Why? Well, as a result of the high
inflation and high interest rates of recent years, the requirement of
the present law that foundations distribute their entire current
income is contributing to rapid erosion of assets and is distorting
foundations' investment policy.

The present law requires foundations to distribute annually the
greater of 5 percent of the value of their investment assets or their
entire current income.

The basic objective of this payout rule to insure that every
foundation makes a substantial current distribution to charity is
sound. On the other hand, under current economic conditions, the
requirement that foundations distribute their entire current
income amounts to a delayed death sentence.

When Congress enacted the income payout rule, the current
yilds on a well-managed balanced portfolio were significantly

low 5 percent. Inflation had averaged 2 to 3 percent over the
preceding decade and stocks were growing in value much more
rapidly than inflation.

Today, interest rates on debt securities, like Treasury bills and
certificates of deposit, range from 13 to 17 percent; infation per-
sists at 10 to 12 percent; and real stock values have declined
sharply over the last decade.

Under these radically different economic conditions, the income
payout requirement makes it virtually impossible for a foundation
to reserve its grant capability. While colleges, universities, and
every other class of charitable organization can take advantage of
the high yields available on bonds and other debt investments to
help preserve their charitable purchasing power, foundations
cannot.
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Consequently, the income payout rule presents foundations with
a genuine dilemma. Traditional investment strategies result in
rapid erosion of grant capability, while alternative strategies in-
volve inappropriate risks. As a result of these factors, foundation
assets in real dollars have fallen dramatically. In addition, there
has been widespread termination of foundations and the rate of
creation of new foundations has fallen dramatically to virtually
zero.

S. 464 is designed to cope squarely with these problems by
amending the law to remove the requirement that foundations
distribute their entire current income, while leaving in effect the
requirement that they distribute at least 5 percent of their assets
value each year for charitable uses.

In summary, representatives here of major national organiza-
tions who are beneficiaries of foundations' support feel that this
legislation is in the best long-term interest of philanthropy.

Therefore the Council on Foundations strongly supports S. 464 as
a way of protecting the continuing ability of foundations to serve
society.

Thank you.
Senator PACKWOOD. Thank you very much.
Senator Durenberger.
Senator DURENBERGER. Thank you very much, Mr. Chairman.

And thank you for your comments in introducing the panel.
I have an opening statement that I'd like very much to have

made part of the record.
Senator PACKWOOD. It will be made part of the record.
[The prepared statement of Senator Durenberger follows:]

STATEMENT FOR HEARINGS ON FOUNDATION PAYOUT RULE
Mr. Chairman, I thank you for holding this hearing today on S. 464 to modify the

payout rule by eliminating the requirement that foundations pay out their net
income if it is greater than 5 percent of their assets.

I have taken a sneak preview of today's testimony, and it speaks for itself in
telling the story of the vital contribution of foundations to American society. Foun-
dations provide bread and butter operating funds as well as funds for innovation
such as the National Conference of Catholic Charities' program to generate greater
individual involvement at the parish level. And, as the representatives of the
United Negro College Fund and the Girl Scouts will testify, foundation support has
been a cornerstone of capital projects as well.

As government support for social and other services is cut, the need for founda-
tion and other private philanthropy will increase dramatically, Government does
not have a monopoly on the ability to deliver services. In fact, volunteerism has
been at the core of many of our nation's successes. Our government policies should
encourage private philanthropy, not discourage it. That is why my distinguished
colleague, Senator Moynihan, and I have introduced this legislation.

I will stop now and let the witnesses elaborate on the need for this legislation, for
they will be able to express it more eloquently from their direct experiences than I.

ank you, Mr. Chairman.
Senator DURENBERGER. If I might, I would like to address my

question to Mr. Bothwell. And, I do that only because he seems to
be opposing my bill. [Laughter.]

So, on behalf of three of my friends who are sitting in the second
row. I don't know why they moved from the first row to the second
row. They're there.

It seems to me as I look over the printed statement that clearly
your testimony comes down heavy on the side of accountability in a
variety of ways. And a statement is made here in terms of your
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condition on -the altered formula that it is essential to have this
basic information: One, to evaluate foundation activity; and,- two, to
help those who are seeking a foundation grant.

And, I can't argue with, either of those objectives. My question is
the degree to which you think all of this information ishelpful to
accomplish those ends.

I cannot argue the issues of information, nobody can. But I can
say that as -I sit here and watch the categorical grant process at
work on behalf of the national Government that a lot of this
information is not available to anybody out there either. And, I
question whether making it available would help the process work
any better.

I can't argue some of the issues of governance, for example,
which have concerned me for a long time in terms of some founda-
tions.

No on can argue the need for greater professionalism. But, cer-
tainly, there are a lot of things that would help the philanthropic
process work better through the private foundation process.

But, my concern is based on the fact that I just can't agree with
the presumption that people who are charged with philanthropy
want to give out less money than more. And, having watched the
1969 act, as amended in 1976, at work over the last 10, 12 years,
and having participated indirectly in it, it seems to me that the
concern for legality; the concern for tax consequences; the concern
for Government or other oversight over investment, all of that sort
of thing does more to discourage flexibility and innovation, to
discourage support for advocacy groups-the kind of thmgs that
Pablo, back there, represents-support for nontraditional, nonprof-
it activities, than just about anything else that I can think of.

So, I get to my bottom line, which is: What is it that leads you
and your organization to believe that foundation giving will be
reduced, even though it seems ridiculous to call $100 million to
$200 million minuscule. But, in the total environment it is. What
leadsyou to believe that it will be reduced?

And, second, you do make the observation about the erosion of
assets and I am wondering if you can give us some figures as to the
degree to which the assets have eroded in foundation giving?

And then match the two together and tell me why we are wrong.
Mr. BoTlwzu. Fair enough.
On the issue of why we think foundation giving will be reduced, I

think we have to start off by recognizing that if the amount of
money is insignificant concerning proposals for reduction, the
payout rate, none of us would be here. We are here, obviously,
because the money is significant, and that is why the three bills
have been drafted.

And, if in fact there was no expectation that the payout would be
reduced, there Vould not be the pressure from the foundation
community to reduce it.

We have not seen any studies from the foundation community
nor from Treasury that indicate what exactly happened with foun-
dations'in implemen tng the payout rate that was enacted in the
1969 legislation. Lacking such studies, it's pretty hard to estimate
how much a change in the payout rate would 'reduce foundation
spending now. So, we have developed a simple estimate as f6llows:
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If 5.6 percent of assets currently are being paid out, then the
chances are that one half to all of the excess over 5 percent might
not be paid out if the payout rate is dropped to a flat 5 percent.

The $100 million is a conservative estimate, taking into consider-
ation .that not all foundations would take advantage of the reduc-
tion of payout rate.

But, not seeing data from any source on what has happened with
the implementation of the 1969 Tax Reform Act's payout rate, one
has to resort to back of the envelope estimates.

Senator DURENBERGER. I would just make an observation before I
turn it over to my cosponsors, that may or may not be true. But, I
suspect those studies -don't exist and maybe one of the reasons they
don't exist is that the philanthropic community has been scared to
death of the U.S. Government for a long time.

And, I'll just tell you one personal thing that happened to me
when I came down here as the U.S. Senator. I met with some of the
leadership of the foundation community and said: I am sympathet-
ic to your problems because I have lived with them and I would
like to do something about it now that I am on the Senate Finance
Committee. And, he said: Well, we just don't want to rock any
boats; and don't call us, we'll call you. And, so, you know, I suspect
that if they haven't done their homework from your standpoint, it
isn't because the problem does not exist out there.

Senator PACKWOOD. Senator Matsunaga.
Senator MAISUNAGA. I would like to ask those who favor the

private foundation bills what they think about the alternative
payout and accountability proposals made by Mr. Bothwell.

Mr. MAWBY. Well, sir, I would-Senator, I would respond by
simply saying that I think there is substantial evidence and includ-
ed as a part of the statement that I have submitted that long-term
returns are in the nature of 4 V percent-4 to 4 percent-so that
even a payout requirement of 5 percent will require over the long-
term some erosion of working capital held by foundations.

I think as we-Then, to go beyond that, with whatever variation,
simply changes the nature of the degree of erosion over time.

I think we should recognize also that there is a study submitted
as a part of our statement indicating that, yes, in fact, if some
foundations do move from the average, as has been indicated, of 5.6
percent to 5 percent, that some reduction would be experienced.
But these studies indicate that that reduction is temporary. There
is a study which shows that the intermediate and long-term effect
is, in fact, an increase.

And, so, it depends on whether we want to look at the very short
term, or whether, as Mr. Edley and others have suggested, we have
a longer term view of the need.

Senator MATSUNAGA. What do you think about the accountabil-
ity proposal; that is the proposed requirement for larger founda-
tions to provide to grant applicants within 60 days, information on
the foundation's program and information necessary to complete a
grant request?

Mr. MAweY. I think, again, Senator, that all of us in the founda-
tion field are concerned with accountability, with responsible exer-
cise of our reponsibilities. And, we are concerned that information
be available. It should be recognized that all foundations do file
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two reports that are available and that each year they must pre-
pare an annual report, advertisethe availability of this report for
review and inspection.

So, in fact, information about the foundation's operation is avail-
able.

Senator MATSUNAGA. If that be the case, the requirement ought
not be burdensome at all. But, according to the study by the
National Committee for Responsible Philanthropy, 30 percent of
the country's largest foundations refused to provide any informa-
tion about their grantmaking, finances, and operations, even after
repeated requests. And, another 30 percent provided only minimal
information.

Now, if that is true, then I would think that perhaps some of the
foundation managers are not complying with the spirit of their
charitable and tax-exempt charter in helping those who are seek-
in help.

1r. AWBY. Well, I think, again, I would emphasize that there
are legal requirements regarding reporting and making of informa-
tion available.

With your permission, I might have our legal counsel who is
more knowledgeable about the details of this respond.

Mr. TROYER. The 1969 legislation, Senator, required two separate
public reports from private foundations, imposes monetary penal-
ties day by day on foundations which do not make public reports
available.

They are available now, under existing law. Certainly, the Coun-
cil on Foundations is all for public reporting, public accountability.
But, we believe that those requirements are being met and are
adequately enforced by the requirements that Congress, itself, de-
vised and imposed in 1969.

Senator MATSUNAGA. I see that my time is up, but if I may
proceed for just another 30 seconds, assuming that a college, a
private college, is seeking some assistance and would like to have
some information. It would call, say, the foundation you represent.
Would your foundation then say, "Oh, the information has been
filed with the Internal Revenue Service and is available to the
public through that office," and refuse to provide the information
to the inquiring college? Or, would your foundation provide the
basic information required to be filed with the Internal Revenue
Service as well as additional information on the foundation grant
p am and application procedure which is not required to be

ith the TRS?
Mr. TRoY. Well, if we didn't make a requirement-didn't make

the information available under the. requirements of law, we would
be not subject to a penalty of $10 a day, but to $250 a day.

Senator MATSUNAGA. My question is where would the basic iniffr.
mation and grant program information be available to that inquir-
ing college?

Mr. TRiovn. From the Internal Revenue Service or from the
Foundation Center, both of which are quite accessible. The Founda-
tion Center has a number of regional offices around the country
from which they can-from which any grantee can get information
on foundation grants and other information that foundations are
legally required to report now.



156
Senator MATSUNAGA. Well, again, what disturbs me is the find-

ing that 30 percent, or even up to 60 percent of the foundations,
when requested to, make such information available or provide
minimal information.

To me, a response such as: "Well, that basic information of the
foundation's address, officers, and past grants, has been filed with
the IRS. Why don't you go get that information from the IRS?" is
tantamount to a refusal. That's just giving the applicant the good
ole runaround.

Mr. TROYR. The other-remember we said, Senator, that there
are two reports required. One is required to be filed with the
Internal Revenue Service; one is required to be made available to
the public, advertised in the newspaper.

Now, I hate to see the hearing going off on the track of reporting
of information, because I don't think there is any essential dis-
agreement with-

Senator MATSUNAGA. Well-
Mr. TRoYR [continuing]. Your position that foundations ought to

be able to-ought to be making available information on their
operations; ought to be making it reasonably available. If they are
not doing it, and we can see a reliable study that that is the case,
then we'd be happy to work with the committee and others-

Senator MATSUNAGA. Well-
Mr. TROYn [continuing]. To devise something to do that.
Senator MATSUNAGA. That's what I was-
Mr. TRoY. That has absolutely nothing to do with the question

that-
Senator MATSUNAGA. All right. Well, that's what--
Mr. ThoYr [continuing]. Foundations are-assets are being

eroded year after year, very substantially. And they are going to be
driven out of existence. There's not going to be anything to report
in a few years.

Senator PACKWOOD. Sparky, you can ask further questions on the
second around.

Mr. TROYBR. Fine. Well-
Senator PACKWOOD. We want to go to Senator Moynihan next.
Senator MATSUNAGA. If the Senator from New York will yield,

let me say that I am glad to learn of the Council's willingness to
examine the foundations' reliability in satisfying the public need
for information. I am glad to hear you say that. But, of course,
rhetoric and action can differ. And, what I am trying to say here is,
your willingness 'and the foundations' positive actions will likely
remove objections to your legislative proposals. You say, well, this
has nothing to do with reducing the minimum distribution require-
ment. It has a lot to do with the minimum pay-out proposal. 1, for
o&', would be much more receptive to the proposal if the founda-
tions have been open and responsive in other respects.

I have had people come to me who were frustrated at being
unable to obtain basic information.

An one who has tried to get information frons the Internal Reve-
nue Service knows the runaround and delay in store for someone
who approaches the IS. So, the foundation which has the very
pgams and application information that is needed, should be
willing to make that information available immediately and, cer-
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tainly, within 60 days. If the law requires that that information be
made available, the foundation will provide such information, but
if the law does not require that such information be made availa-
ble, the foundation may likely withhold the information.

I will agree to a reduction of the payout requirement to 5 percent
of investment income, but only with a public information require-
ment.

I thank the Senator from New York ftr yielding. I appreciate it.
Senator PACKWOOD. Is that all the time you need?
Senator MATBUNAGA. Yes. I just made my statement.
Senator MOYNIHAN. Mr. Chairman, I thank you for the opportu-

Aiity just to speak at all.
I would only make a very simple observation which is: What I

find striking today is the number of charities, charitable groups,
that have appeared before us-Messrs. Edley and Ahmann, of
course, Jack Moskowitz, Ms. Hesselbein-at first appearances you
might think you would be up here saying: Make the foundations
spend their money faster; we need it allthe more.

But, I think, to the contrary, your statement is that we need
those foundations. You mean to be around another 100 years, as
you said Mr. Edley in 1967, and need those foundations with you.

And I think it is very responsible and very important.
I think it should be noted that it is not surprising that we are at

this legislation. Mr. Chairman, Boris Bittker, who is certainly a
distinguished professor of law at Yale, has written a book called
"Federal Income Taxation of Corporations and Shareholders." It is
one of those books you write over and over the rest of your life. It's
his life's work. [Laughter.]

And, speaking of this, he writes:
The Tax Reform Act of 1969 effected a massive overhaul in the tax treatment of

foundations and exempt organizations. These provisions constitute the most complex
and restictive feature of the 1969 legislation. And even a brief summary of their
scope and effect is well beyond this work. Suffice it to say that the 1969 changes can
be characterized as modern mortmain Islation. So much so, that amelioration ofits harsher aspects may be the order o the day when the passions of 1969 fade
away.

And I think they have faded away.
I'd like to say to my friend, and principal sponsor of this legisla-

tion, Senator Durenberger, I hope he would share with me the view
that the 1969 act passed at a time when there was an intense
politicization of life going on in America. At the time there was an
irresistible insistence that all institutions become miniatures of the
polity, a profoundly statist idea and one which has gotten into our
legal system and into our bloodstream and we don't even recognize
it.

But, the point about foundations is that they have every right to
be cranky, individual, eccentric, and even if it came right to it-I'm
not so appalled-private, because they are private. It is their vari-
ety, their eccentricity. The time when people would give money to
the United Negro College Fund, there were not many people who
would. Some were cranky and individual and eccentric enough to
do so. And that's what the private world is about. And, that's why
we want to see you persist in all your indiosyncracy. It doesn t
bother me one bit. [Laughter.]

Thank you.

78-86 0-81.,--11
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Senator PACKWOOD. Well said, Pat.
Dave, anything more?
Senator DURENBERGER. Just one last question of Mr. Bothwell.
Does your organization have a position on the other provision

than S. 464, the private operating foundation provision, the $10,000
limit on expenditure responsibility, and limitation on family mem-
bers.

Mr. BOmwiLL. We have not taken a position on those or investi-
gated those.

I would say one thing, however. In the past, the National Com-
mittee for Responsive Philanthropy has favored relaxation of the
expenditure responsibility requirement. And, I don't think I'd be
speaking out of turn to state that here today.

Senator DURENBERGER. Thank you very much.
Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you all very much for coming.
[The prepared statements of the preceding panel follows:]

SUMMARY OF WRITTEN STATEMENT OF ROBERT 0. BOTHwEL, ExEcumvE DIREcToR,
NATIONAL COMMITTEE FOR RESPONSIVE PHILANTHROPY

Private foundations are proposing a significant reduction in the monies they are
required by law to pay out annually in grants. (Their proposal is embodied in . 464
and S. 501)A 5-10 percent reduction in total foundation spending could result. This
would amount to $100-200 million out of the total $2.2 billion that foundations
spend annually.

This major change in foundation spending is being proposed while the Federal
Government is considering even greater spending cuts.

Five years ago the Filer Commission on Private Philanthropy and Public Needs
shocked the private philanthropy community when it estimated that government
funding provided as much support for private, nonprofit organizations as did private
contributions. As the major cutbacks now being proposed in Federal Government
programs are implemented this year and next, the private, nonprofit sector will
experience a depression unlike any it has ever known.
.Together theroposed cuts in foundation and Federal Government spending will

seriously jeopa i the capacity of this country's estimated 6,000,000 private, non-
profit organizations to continue to meet the public needs of our population which
are not provided for by direct government assistance.

However, the proposals before this Subcommittee to reduce the foundation payout
rate do have independent merit. Inflation and the payout rate requirement (5
percent of investment assets at market value or total adjusted net income, which-
ever is larger) clearly have helped erode foundation assets during recent years. If no
change is made in the current situation, foundations' capacity to respond to future
public needs will be further diminished.

Nevertheless, some foundations are guilty of contributing to their own demise. A
study by the Twentieth Century Fund reported that 6 of the 10 largest foundations
had more than half their money invested in a single company. The purchasing
power of the assets of each of these foundations, therefore, was riding primarily on
the fortunes of one company, whether for good or bad. This does not seem to be
prudent investment policy. In at least some cases, this seriously reduced founda-
tions' assets and income.

Also, despite the considerable tax advantages that the public provides for the
creation, growth and maintenance of private foundations, many do not operate in a
way that inspires public confidence in their perpetual existence. A recent study by
the National Committee for Responsive Philanthropy documented that many foun-
dations remain aloof and isolated from the public. Thirty percent of the country's
largest foundations refused to id ny information about their grantmaking,
finances and operations even after reputed requests and another 30 percent Pro-
vided only minimal information. Thirteen (all with assets exceeding $25 million)
unlisted phone numbers.

Unless foundation accountability to the public is substantially improved, no
changes should be made in current laws regulatig foundation payout requirements.
The National Committee for Responsive Philanthropy, therefore, recommends the
following:
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(1) That the foundation payout rate be reduced to 5 percent of investment assets
at market value, or this figure plus one-half of adjusted net income exceeding 5
percent of investment assets at market value, whichever, is larger, provided

(2) That all larger foundations be required annually to prepare and disseminate to
the public reports which contain basic Information essential to anyone interested in
evaluating foundation activity or in seeking foundation grants. Basic information to
be contained in the reports should include the following which already must be
reported to the IRS:

(a) The name, address and phone number of the foundation;
(b) A list of all trustees, officers, and key staff;
(c) A list of all recent grants, including name and location of the grantees, the

amounts and adequate description of the grant purposes; and
(d) The total amount of grants disbursed.
Additional basic information to be included in the reports which is fundamental

to any grant-seekers:
(e) Guidelines about the programs or types of organizations a foundation will or

will not fund;
() An explanation of criteria that are taken into account in accepting or rejecting

requests for funds;
(g) Grant application procedures and deadlines; and
(h) The name, address and phone number of the principal official who grant-

seekers could contact for more information or to whom they could send their
funding requests.

(3) That penalties be imposed on any foundation for repeated failure to provide
the annual report within 60 days to persons requesting it, unless any such failure is
due to reasonable cause.

The NCRP proposal for a reduction in the foundation payout rate is a clear
compromise between the short term and long term financial needs of the private
nonprofit sector. Simple adoption of the foundations' proposal for a flat 5 percent
minimum payout rate will sacrifice nonprofit organizations in the short term in
order to maintain foundations' funding capacity over the long term. Complete
rejection of the foundations' proposal will provide more fully for nonprofit organiza-
tions in the short run, but will doom foundations to extinction if current economic
conditions continue. NCRP's proposal strikes a balance.

The public reports required from foundations would go far to make foundations
accessible to all grant-seekers, not just to those that have fund-raising expertise or
that know people on a foundation's board of directors. The reports would thus help
foundations fulfill what they claim is one of their most important roles: "to provide
venture capital to the philanthropic sector," and "to fund new ideas and new
enterprises and help new groups to gain a toe-hold" (from a recent Council on
Foundations paper).

STATEMENT OF ROBERT 0. BOTHwELL, EXEcuTIVE DIRECTOR OF THE NATIONAL
COMMITrE FOR RESPONSIVZ PHILANTHROPY

1. SUMMARY OF RECOMMENDATIONS
(1) That the foundation payout rate be reduced to 5 percent of investment assets

at market value, or this figure plus one-half of adjusted net income exceeding 5
percent of investment assets at market value, whichever is larger, Drovided

(2) That all larger foundations' be required to prepare and disseminate to the
public annual reports which contain basic information essential to anyone interest-
ed in evaluating foundation activity or in seeking foundation grants, and

(3) That penalties be imposed on any foundation for repeated failure to provide
the annual report within 60 days to persons requesting it, unless any such failure is
due to reasonable cause.

II. INTRODUCTION

Mr. Chairman, Members of the Committee, I am Robert 0. Bothwell, Executive
Director of the National Committee for Responsive Philanthropy. The National
Committee thanks you for this opportunity to offer our testimony on S. 464, S. 500

'Over $1 million in aset or which make grants of $I00,000 or more a year. This includes
only about 3100 of the 21,000 active grant-making foundations in existence, but covers over 90
percent of all foundations' assets.
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and S. 501, which embody proposals to reduce the amounts that private foundations
are required to Pay out annually.

The National Committee was organized in 1976 to represent the aspirations and
interests of the many nonprofit organizations around the country which are at a
disadvantage in seeking funds for their operations because of their smaller size,
recent origins, and sometimes controversial programs.

The Board of Directors, members of the National Committee and affiliated local
Committees for Responsive Philanthropy represent organizations which work close-
ly with thousands of local and state groups in every state in the union. These
groups are pursuing charitable and educational activities in every conceivable area
of public need: education, health, employment, housing, neighborhood revitalization,
and concerns of the aged, youth, minorities, women, and Vietnam veterans.

The National Committee, its members and affiliates are all private, nonprofit
organizations. So too are the private foundations which are the subject of the bills
before this Committee today. Our comments are aimed at strengthening the private,
nonprofit sector, of which we and foundations are both a part. We think the sector
is of critical importance to this country.

While this nation has a system of checks and balances among the Executive
Branch, the Legislatara and the Courts, so too does the country nave an equally
important system oi checks and balances among business, government and the
private nonprofit sector. And as government and business grow larger and further
removed from the citizens of this great country, the importance of the private
nonprofit sector increases as a balance sector because of its often closer connections
to the country's citizens.

Yet as government has grown so magnificently and blunderingly since the 1930'.,
the private, nonprofit sector has shrunk considerably in dollar importance compared
to the government sector.

The third sector, therefore, needs careful Congressional attention if it is to be
expected to take up, even in part, the slack in meeting public needs that will occur
as the Federal Government cuts its commitment to domestic programs.

With these general thoughts in mind, we proceed to the issue at hand.

11. NONPROFIT ORGANIZATIONS MAY LOSE $100-$200 MILLION IF FOUNDATION
SPENDING IS REDUCED AS PROPOSED

The three bills at issue propose significant reductions in the monies private
foundations would be required under law to pay out annually. A 5-10 percent
reduction in total foundation spending could result from S. 464 and S. 501. This
would amount to a $100-200 million reduction from the total $2.2 billion that
foundations pay out annually.5 (1) This reduction will be most severely experienced
by the private nonprofit organizations which are the principal beneficiaries of
foundation spending.

The reduction in foundation spending that might result from S.500 is not clear; it
could be the same or less than that estimated for S. 464 and S. 501. (2)

IV. MEANWHILE PROPOSED GOVERNMENT SPENDING CUTS WILL SEVERELY AFFET
NONPROFIT ORGANIZATIONS

This major change in foundation spending is being proposed while the Federal
Government is considering even greater spending cuts.Five years ago the Filer Commission on Private Philanthropy and Public Needs
shocked the private philanthropy community when it estimated that government
funding provided as much support for private, nonprofit organizations as did private
contributions.

As the nm*r cutbacks now being proposed in Federal Government programs are
implemented this year and next, the private, nonprofit sector. will experience a
depression unlike any it has ever known.

For instance, the proposed elimination of the $3.5 billion Comprehensive Employ-
ment and Training Act (CEA) public job programs will mean important staff
reductions in many nonprofits, particularly in neighborhood and other grassroots
organizations for which CETA was often the only source of Federal funds. For
another instance, the proposed consolidation of about 40 domestic programs into
block grant programs also carries with it proposed funding cuts amounting to 38

'For the purpose of simplifying the discussion, this statement will only address the payout
rate issues concerned with private grantmaking foundations i e foundations which are not
.operating foundations" or do not operate "extended care faciities," The payout rules are

similar, but not exactly the same for the other types of foundations.
2 All reference notes are contained at the end of this testimony.
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.Percent of earlier Federal budget estimates for these programs. (8) These cutbacks
Will play havoc with more established aq.ncies, from those which have used the
blions from Title XX of the Social Security Act to expand social services in recent
years, to those which have operated cokiamunity health centers, mental health
programs and alcohol and drug abuse programs under special categorical programs

While data are scarce (the potential-full impact of the proposed Federal (overn
ment cutbacks on the private, nonprofit sector is only now being calculated by the
Urban Institute), nevertheless, it is not unreasonable to estimate that proposed
Federal spending cuts could reduce income to private nonprofit organization b
$10-15 billion, or maybe 10 percent of total revenues for the private, nonprofit
sector. (4)

V. TOGETHER PROPOSED GOVERNMENT AND FOUNDATION SPENDING CUTS WILL SHARPLY
CURTAIL THE SERVICES AND JOBS PROVIDED BY THE PRIVATE, NONPROFIT 8ECTOR

Together the proposed cuts in Federal Government and foundation spending will
seriously jeopardize the capacity of this country's estimated 6,000,000 private, non-
profit organizations (5) to continue to meet the public needs of our population which
are not provided for by direct government assistance.

Atstake also are nonprofit sector jobs, According to a recent Scientific American
article, the private nonprofit sector in 1977 accounted for 6 percent of all jobs in the
U.S. This is a larger proportion of jobs than mining and construction (5-6 percent)
and agriculture (1-2 percent), and is 4 the proportion of jobs for all manufacturing
(24 percent). (6)

VI. ON THEIR OWN MERIT THE PROPOSALS TO REDUCE THE FOUNDATION PAYOUT RATE
MAKE SOME SENSE

The proposals before the Senate Finance Subcommittee on Taxation and Debt
Management to reduce the foundation payout rate do have independent merit,
however. Inflation and the current payout rate' requirement (5 percent of invest-
ment assets at market value or total adjusted net income, whichever is larger)
clearly have helped erode foundation assets during recent years. If no change is
made in the current situation, foundations' capacity to respond to future public
needs will be further diminished.

Not wanting to duplicate data already submitted or to be submitted to the
Committee by the Council on Foundations, which data support the proposal for
providing some relief to foundations on the payout rate requirement, we want to
call the Subcommittee's attention to a recent study b the Colonial Consult'mg
.Corporaton of New York, a study report e in the Wall Street Journal March 6th.According to John K. Goodrich, Colonial's President, this study of the investment
results of 53 foundations and endowments "is the only extensive anaysis of its kind
specifically and exclusively covering the endowments and foundations'

Anlzn investment results over recent three and five year periods, ending Dec.
81, 1980, Colonial Consulting concluded that the investment performance of the
foundations and endowments as a group had exceeded that of the market in gener-
al,4 yet that their performance had failed to keep pace with the Consumer Price
Index. (7)

VI. SOME DOUBTS ABOUT THE PROPOSALS TO REDUCE THE FOUNDATION PAYOUT RATE

Some foundations have managed to do better than the Colonial Consulting foun-
dation-endowment group. The investment portfolio of the largest foundation, the
Ford Foundation, has "stayed ahead of the game (over three recent years), with an
average annual return of 12.8 percent versus a 6.7 percent average annual rise in
consumer prices," according to a 1979 New York Times financial page report. (8).

A small east-coast foundation has reported to us by letter that "over the past two
years, in spite of our payout rate (of 8-10 percent annually) we have increased the
value of our endowment by more-than 67 percent." (9)

After sponsoring two of the very few major studies of foundations during the
197 0s, the Twentieth Century Fund carried this observation from its Director in its
1979 Annual Report:

Ids " while total foundation assets have increased from what they were ten
years ago, the shrinkage in the purchasing power of the dollar has meant a reduc-

4 'Investment performance" here refers to "total return," i.e. dividend and interest income,
realized and unrealized capital gains. "Market in general" here means using a mix of the
Standard and Poor's 500 stock idex (61 percent) and the Salomon Brothers long term, high
grade bond index (89 percent), which mix equals th portfolio mix of the roudations and
endownmet studied.



162

tion in real terms even after the accretion resulting from the creation of new
foundations is taken into account. This poor showing is not solely the result of
unfavorable economic developments and fumbling economic policies here and
abroad-foundations have themselves contributed by the mediocre management of
their endowments... there is no doubt that the current federal rule calling for a
minimum 5 percent annual payout penalizes those foundations earning more than
the minimum because they must then pay out the excess in grants. A proposal
currently before Congress would fix the payout rate at 5 percent but would allow
foundations earning more to accumulate the excess. This proposal would enhance
the prospects for preserving capital. But given the current levels of both interest
rates and inflation, so low a rate would probably bring too great a curtailment in
present grants. It would be preferable to increase the payout rate to, say, 7.5
percent, in return for accumulating the excess, or else to set flexible payout rates
that give foundations the incentive to improve the management of their endow.
ments."

The Wall Street Journal article mentioned earlier, using the Colonial Consulting
Corporation Study, reported that "Some endowments... haven't any stocks at all
and remain fully invested in bonds- they have lagged substantially behind ones with
heavy stock investments. Several funds have 70 percent to 90 percent of assets in
stocks and have done well over the past year and longer periods." John Goodrich,
President of Colonial Consulting adds: 'This suggests to me that some of these
managers are contemporary in strategy and flexible and aren't being whipsawed by
this market."

But just how "contemporary" have most foundations been in managing their
sizeable investment assets? One of the substantial assumptions made by J. Peter
Williamson, adviser to the Council on Foundations, is that because colleges and
university endowments have had a mix of 60 percent stocks, 30 percent bonds and
10 percent U.S. Treasury bills, foundations should have the same. Also despite the
improved performance of the stock market in recent years, and the poor perform-
ance of the bond market, Williamson assumes that foundations should continue to
remain 30 percent invested in the bond market and only 60 percent in stocks.(10)
Would this be "prudent" investment management, as Williamson suggests, or would
this be failure to assess the current economic situation and to develop "contempo-
rary" investment strategies?

In addition some foundations are guilty of contribution to their own demise. A1977 study by the Twentieth Century Fund reported that 6 of the 10 largestfoundations had more than half their money invested in a single company. The
purchasing power of the assets of each foundation, therefore, wah riding primarily
on the fortunes of one company, whether for good or bad. This does not seem to be
prudent investment policy. In at least some cases, this investment approach serious-
ly reduced foundation assets and income.(l1) How prevalent throughout the founda.
tion world is this tendency for foundations to maintain their assets in a single
company? Unfortunately we do not know.

Also, there are some questions about the Foundation Center data offered in
support of the need for a reduction in the payout rate. The Center's data show a
strong decline in the real value of the larger foundations' assets from 1972 to 1977.
But this period includes one of the worst years for the stock market since 1929. In
1974 the assets of foundations declined by about $10 billion, almost a third.(12)
Furthermore, what is downplayed by the Council on Foundations is that the same
Foundation Center data also show that the larger foundation assets have only
declined 10 percent in inflation adjusted dollars from 1965 to 1977.(18) Moreover,
since the foundations whose assets were tallied in 1972 are not the same founda-
tions whose assets were tallied in 1977, one has to wonder about the validity of
these data.(14)

Finall, the Council on Foundation's bleak projection for the future assumed a 10
percent inflation rate continuing through the end of the century. Given the current
efforts to control inflation, this projection raises major questions about what will
happen to foundation assets and payouts in the future if changes are made now
based on current inflation rates.

ViII. FOUNDATION COMMUNICATIONS WITH THE PUBLIC DO NOT INSPIRE PUBLIC CON-
FID3NCS-NO CHANOM SHOULD BE MADE IN TH PAYOUT RAT[ )F FOUNDATIONS
UNTIL THEIR PUBLIC ACCOUNTABI ITY I IMPROVED

Despite the considerable tax advantages that the public provides for the creation,
growth and maintenance of private foundations, many do not operate in a way that
insures public confidence in their perpetual existence. A recent study by the
.ational Committee for Responsive Philanthropy documented that many founda-

tions remain aloof and isolated from the public. Thirty percent of the country's
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largest foundations refused to provide any information about their grantmaking,
finances and operations even atr repeated requests, and another 30 percent pro-
vided only minimal information. Thirteen (all with assets exceeding $25 million) had
unlisted phone numbers.(15) And according to the Council of Foundations, less than
500 of the country's 21,000 foundations voluntarily publish annual reports.

Foundations control vast assets of approximately $35 billion. They spend and
distribute over $2 billion annually. These significant monies exist under foundationcontrol because U.S. tax laws have given favored treatment to wealth donated to
charity. These huge pools of dollars, therefore, are quasi-public monies. As such,
they need serious public review regarding their management and expenditure.

As nationally syndicated newspaper columnist James J. Kilpatrick, a respected
spokesman for conservative politics in America, said recently:

Foundations' tax exemptions "inescapably imbue them with at least some of the
aspects of a government agency, providing at least quasi-government services. And
whatever is public business is the public's business.

"On these principles, I would go for full financial disclosure--salaries, expenses,
income, outgo, the whole works-in sufficient detail to permit some public judge-
ment on the desirability of the diversion of otherwise taxabe income." (16)

Congress, of course, has recognized the need for serious public review of founda-
tions for some time now. But neither the procedures it has legislated, nor the
subsequent administration of those procedures byIRS are adequate..

The public clearly needs more information abut foundations in order to know,
evaluate, and influence what foundations do with their money, and the several
hundred thousand grant-seeking nonprofit organizations clearly need more informa-
tion in order to determine whether or not to apply to certain foundations for
support of their activities, and how to apply. Current arrangements favor the well
connected individuals and the well funded organizations which have "financial
development" staffs. If changes are to be made in current law to give foundations
greater flexibility in managing their assets and in determining what they will pay
out each year, then improvements also must be made in what and how foundations
inform the public about their grant making, finances and operations.

IX. FIVE SPECIFIC PROBLEMS WITH EXISTING REQUIREMENTS FOR INFORMATION ON
FOUNDATIONS AND PUBLIC ACCESS TO SAME

There are five specific problems with the existing requirements for information
on foundations and public access to such information.

(1) The IRS is not overly diligent in overseeing that ALL the information required
is submitted. A recent survey of 100 random private foundation annual returns
(990-PFs) and annual reports (990-ARs) showed that "only two foundations had
filled out the 990-AR forms in complete accordance with section 6056 of the Inter-
nal Revenue Code ... Almost half the 990-AR's. . . checked failed to fully comply
with the requirement to list the name and address of the grant recipient." Almost a
quarter of the forms checked ignored entirely the requirement to state the purpose
of the grant. (17)

Several years ago, F. Emerson Andrews, the former President of the Foundation
Center in New York, which is the principal national collector and disseminator of
information about foundations, reported that only 59 percent of 1000 randomly-
selected foundations he studied supply "satisfactory reports." Another one-third"omitted one or more required items." Andrews reported that almost 5 percent of
the 1000 foundations studied had "severe omissions', such as "no list of trustees, no
schedule of grants, no statement of market values of corporate stocks." (18)

While Andrews thought that the increased reporting requirements in the Tax
Reform Act of 1969 "should result in a great improvement in this area", the recent
survey of 990s mentioned above certainly doesn't suggest that improvement has
occurred. Obviously, something else is needed to assure adequate public scrutiny of
foundation activity and reasonable access to information important to grant seekers.

(2) The information presently required isn't enough for organizations to make
effective applications for grants or for concerned citizens to evaluate how well the
public good is being served by private foundations in the management of their assets
or the allocation of their grants. The Filer Commission on Private Philanthropy and

'In 1969 Congress gave the Internal Revenue Service major new tasks for governmental
scrutiny of foundations. Then Congress invited public review by requiring that foundations
prepare annual reports, sent them to appropriate state offices, publicize notices about the
reports' availability, and permit interested citizens to inspect the reports in foundations' home
offices under certain conditions.

The IRS also has made available copies of foundations' annual tax returns through the
Foundation Center in New York and its affiliate libraries throughout the country.
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Public Policy recommended that "at least" the following items be reported that are
not now required:

(a) purpose of foundation,
(b) description of program and priorities, and
(c) explanation of criteria that are taken into account in accepting or reject-

ing requests for funds, products or services. (19)
Grantseekers also need the following two items not now required:

(d) grant application procedures and deadlines, and
(e) the name, address and phone number of the principal foundation official

who grantseekers could contact for more information or to whom they could
send their funding requests.

These five items are minimal reasonable additional information requirements.
When provided to the public along with selected items of presently required infor-
mation, they will provide greater opportunities for newer, smaller, and less well
known grantseekers to obtain foundation funding, and they will encourage greater
dialogue between citizens, their representatives and foundations about "the public
good" to be served by foundation spending.

As Robert F. Goheen said when he was Chairman of the Council on Foundations
in 1973:

Today in America there is a general disposition to scrutinize, question and test all
institutions. Conviction that foundations perform functions vital to the well-being of
pluralistic society is not universally shared. In the face of the doubts foundations-
like universities and churches, corporations and labor unions-must be prepared to
demonstrate their worth in the effectiveness of their activities and by making these
activities better known. They must be prepared to exhibit their wares in the
marketplace of ideas to gain and hold public understanding, the good will of the
people, the support of elected representatives.(20)

(3) The public generally gains access to foundations' annual tax returns only after
the information they contain is almost a year old, and sometimes 18 months old
Thomas Buckman, President of the Foundation Center, after conducting a recent
survey, concluded that "The average delay is ten (10) months between the time the
Foundation Center receives IRS-provided copies of 990-PFs and 990-ARs and the
close of foundations' fiscal years; but the delay does run to eighteen (18) months in
some cases."(21) The Foundation Center and its regional affiliate libraries are the
major source of information about foundations for potential grant applicants or
concerned citizens wishing to evaluate foundations' actions.

(4) The public's access to foundations'annual tax returns through state government
offices is impossible in some states, difficult in other states, and limited in some
states. A few states, however, do provide good access.

Foundations are required by Federal law to send copies of their annual tax
returns to appropriate state government offices. A recent study about the availabil-
ity of information on foundations from state governments discovered that at least
six states do not make foundation returns publicly available (Alabama, Connecticut,
Georgia, Indiana, North Carolina and Vermont). Noting that finding out about
foundation returns was "a particularly difficult task" in a few other states, the
study then concluded that the major problem in gaining access to 990s in states "is
the incompleteness of the collection, (because) many foundations are unaware of, or
ignore, the requirement that they file a copy of the 990 with the state."(22)

State disclosure requirements for foundations and other tax exempt organizations
may be suggested as an already available alternative to helping the public gain
access to foundation information. But a study by state attornies-general done for the
Filer Commission on Private Philanthropy and Public Needs concluded that "state
disclosure requirements are incomplete and uneven at best."(23)

(5) The requirement that a foundation make its annual report available for public
inspection in its principal office within 180 days after the publication of notice of its
availability assures public access only for the most dedicated and persistent seekers
of foundation information. The President of one Midwest foundation states part of
the problem well. Noting that the law requires a foundation to publicize its n-ice of
the availability of its annual report "in a newspaper of general circulation in the
county in which the principal office of the private foundation is located," the
foundation official reported that almost 1000 foundations had placed their required
advertisements in the New York Law Journal one year. However, he added, the
circulation of this publication was only 8,969, reaching not even % of the 33,000
lawyers who practiced in New York City. The foundation official concluded that "it
is apparent that some foundations will surrender their 'right' to absolute secrecy
with the greatest reluctance."(24) Granted that this was soon after passage of the
new requirement in the Tax Reform Act of 1969, we must wonder, however, in light
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of having no evidence to the contrary, whether or not the publication practices of
foundations have changed any.

The other part of the problem of public access to foundations' annual tax returns
through inspection at foundations' principal offices is connected with geography.
How many citizens in the Midwest, South and West have the travel funds to go to
New York, the capital of the private foundation world?(25)

All in all, as the Filer Commission on Private Philanthropy and Public Needs
observed in its final report, "the 1969 reporting regulations for foundations have
been honored, the evidence suggests, with bare minimal compliance in some cases as
far as easy availability of annual reports goes."(26)

X. RECOMMENDATIONS FOR A CHANGE IN THE FOUNDATION PAYOUT RATE AND FOR
IMPROVED PUBLIC REPORTING BY FOUNDATIONS

In order to meet private, nonprofit organizations' short term need for substantial
operating monies as sizeable Federal Government spending cuts are implemented,
and to meet private foundations' long term need to maintain the purchasing power
of assets, yet also to get more information to the public about how foundations
operate, the National Committee for Responsive Philanthropy proposes the follow-
ing:

(1) That the foundation payout rate be reduced to 5 percent of investment assets
at market value, or this figure plus one-half of adjusted net income exceeding 5
percent of investment assets at market value, whichever is larger, I provided

(2) That all larger foundations' be required to prepare and disseminate to the
public annual reports which contain basic information essential to anyone interest-
ed in evaluating foundation activity or in seeking foundation grants.

These reports should be made available at or below reproduction cost. A notifica-
tion that a report is available should be run annually in the largest circulation
newspaper in the county in which the foundation's principal office is located. Basic
information to be contained in the reports should include the following which
already must be reported to the IRS:

(a) The name, address and phone number of the foundation;
(b) A list of all trustees, officers, and key staff;
(c) A list of all recent grants, including name and location of the grantees, the

amounts and adequate descriptions of the grant purposes; and
(d) Total grant dollars awarded during the year covered.
Additional basic information to be included in the reports which would be funda-

mental to any grant-seekers:
(e) Guidelines about the activities or types of organizations a foundation will or

will not fund;
(0 An explanation of criteria that are taken into account in accepting or rejecting

requests for funds;
) Grant application procedures and deadlines; and

(h) The name, address and phone number of the principal official who grant-
seekers could contact for more information or to whom they could send their
funding requests.

(3) That penalties be imposed on any foundation for repeated failure to provide
the annual report within 60 days to persons requesting it, unless any such failure is
due to reasonable cause.

The proposal for a reduction in the foundation payout rate is a clear compromise
between the short term and long term financial needs of the private, nonprofit
sector. Simple adoption of the foundations' proposal for a flat 5 percent minimum
payout rate will sacrifice r', profit organizations in the short term in order to
maintain foundations' fundiis 'capacity over the long term. Complete rejection of
the foundations' proposal will provide more fully for nonprofit organizations in the
short run, but will doom foundations to extinction if current economic conditions
continue. NCRP's proposal strikes a balance.

The public reports required from foundations would go far to make foundations
accessible to all grant seekers, not just to those that have fund-raising expertise or
that know people on a foundation's board of directors. The reports would thus help
foundations fulfill what they claim is one of their most important roles: "to provide
venture capital to the philanthropic sector," and "to fund new ideas and new

'Currently grant-making foundations are required to pay out 5 percent of their investment
assets at market value, or their total adjusted net income, whichever is larger.

*Over $1 million in assets or which make grants of $100,000 or more a year. This includes
only about 3,100 of the 21,000 active grant-making foundations in existence, but covers over 90
percent of all foundations' assets.
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enterprises and help new groups to gain a toe-hold" (from a recent Council on
Foundations paper).
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STATEMET:. IN SUPPORT OF SENATE BiLL 464, PRESENTED ON BEHALF OF THE
UNjTED NzGRo COLWL C FUND

I am Christopher F. Edley, Executive Director of the United Negro College Fund.
I speak as an official representative of the private traditionally black colleges and
universities. The United Negro College Fund is America's first united educational
chest. It is the official fund-raising body for forty-one of the 47 fully accredited
private black senior colleges in this country. These colleges and universities enroll
more than 50 000 students studying towards baccalaureate and advanced degrees,
and several thousands more who are involved in noncredit continuing education
courses and programs.

These institutions represent a strategically important segment of Americanhigher education. Although the predominantly black colleges and universities com-
prise less than five percent of American institutions of higher education, and their
enrollments comprise less than three percent of all college students, these black
colleges enroll almost half of all blacks attending the nation's institutions of higher
education.

I appreciate this opportunity to appear before this distinguished committee to
speak on behalf of the passage of Sen~ate Bill 464. I have submitted a formal written
statement for the record, which I will summarize orally. While my statement will
not cover the technical amendments that are a part of this legislation, I fully
support their enactment and 'eel that their implementation would remove unneces.
sary burdens from both the donor foundations and the donee charitable organiza-
tions. .

Only twenty-eight blacks in the U.S. held college degrees in 1860 and this had
increased to only 2500 by 1900. Largely due to the existence of black colleges, over
the last 132 years, there are now 600,000 blacks in thini country who hold baalau-
reate and professional degrees. This would not be the case if these schools ad the
United Negro College Fand had not been the recipients of generous philanthrophy,
and, more recently, susiainel donations froin the nation's foundations.

The United Negro College Fund recently completed the most successful fund-
raising drive for private back higher education in the history of this nation. Under
the able and energetic hkadership of Thomas A. Murphy, the then Chairman of the
Board of General Motors, UNCF was able to raise $60,000,000 in Capital Campaign
funds. Of this total, $29,000,000 or slightly over 49 percent came from the nation's
foundations.

The Kresge Foundation gave UNCF six million dollars ($6,000,000), the largest
single grant that they have ever awarded. These funds are earmarked for construc-
tion projects at our 41 member institutions.

The Kellogg Foundation donated over three and a half million dollars ($3,500,000)
to the Capital Campaign. This allocation is being used to establish an Integrated
Management System at UNCF institutions. This grant will help insure that the
management systems at member institutions are availing themselves of the latest
and most effective management tools possible consistent with their resources.

The McArthur Foundation donated two million, five hundred thousand dollars
($2,500,000) to the CRDP to be used for an academic scholars program. This grant
will allow faculty members of member institutions to seek advanced degrees and
thus strengthen the institutions they serve.

I will not take the committee's time to list all of UNCF's 96 foundation gfts for
our Capital Campaign, however, I would like to make it abundantly clear that this
effort would not have been successful without the generosity and deep concern of
many foundations.

The United Negro College Fund's foundation experience, of course, is not limited
to gifts to our Capital Campaign. Over the last ten years foundation giving to our
Annual Campaign has averaged twenty percent of all dollars raised. Importantly,
most of these funds nave been given for general operating support of UNCF's
member colleges and universities.

While it is the policy at UNCF to encourage foundations to give unrestricted
grants, %e have been the recipient of significant and important program grants to
our Annual Campaign.

Lilly Endowment Inc. has given an annual gift for many years which is targeted
for faculty development at our member schools. For the past three years this
donation has been at the three hundred thousand dollar level.

Four years ago, a $750,000 program grant from the Carnegie Corporation enabled
UNCF to engage a motivational psychologist in an examination of an issue im.
mensely important to all concerned with black higher education. The study was
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entitled, "The Impact of Predominantly White College Environments on Black
College Students." The results of this study are scheduled for publication this year
and we at UNCF feel that these findings are of monumental importance.

The Ford Foundation gave UNCF an Intern Development grant in 1975 that is
still paying dividends today. The foundation underwrote the salaries of 20 new
employees who were being trained as fund raisers. The majority of the individuals
trained under this grant are still with us and hold, in some instances, top level
fund-raising or administrative positions in the organization.

It is not my intent to impress you with UNCF success stories in the foundation
area, rather I seek to impress upon you the important contribution that foundations
are making to black higher education and indeed to society as a whole.

REASONS FOR UNCF SUPPORT OF SENATE BILL 464

On first blush, it would appear that the Tax Reform Act of 1969 with its guaran-
teed substantial levels of foundation giving would have been a great boon to donee
organizations. This legislation, however, has had an adverse effect on foundations by
inadvertently forcing them to liquidate. Further, it is my contention that this
supposedly pro-charity legislation has had a devastating effect on these organiza-
tions it sought to protect and aid.

Probably no one in Congress in 1969 envisioned our current inflation rate of more
than 10 percent a year. Since the average annual inflation rate was 2 percent
during the 1959-69 decade, double-digt inflation would have been hard to imagine.
Today s high inflation has brought high interest rates and dividend yields. Thus
foundations must distribute their net income from investment, an amount usually
larger than the alternative payout requirement of five percent of asset values. This
situation was not anticipated when the payout regulation was adopted. Since today's
higher rate of returns are a direct result of higher inflation, such returns are not
real dollars. The requirement of total income distributions means the inevitable
erosion of desirable grant making capacity in future years.

The 1969 Tax Reform Act, in another inadvertent step, has tended to dictate the
investment policies of foundations. In order to somehow slow the erosion of their
assets, foundations have been forced to adopt an investment policy that concentrates
on acquisition of equities rather than high yield debt securities.

Thus, while every other class of tax-exempt organizations can take advantage of
the high yields available on long-term bonds to preserve their charitable purchasing
power against inflation, foundations cannot. Foundations are being handicapped by
an artificial and, I believe, by a wholly unintended investment constraint.

The erosion of foundation assets partially caused by the present payout provisions
has presented a dual problem to donor organizations. At UNCF, for example, there
has been a constant gradual, shrinkage in the number of donor foundations over the
last ten years. I have personal knowledge that a large proportion of this shrinkage
can be directly traced to the present payout provisions.

In addition to shrinkage another problem that we have experienced at UNCF is
an increase in the number of restricted or program grants that we receive from
foundations. In an April 17, 1980 article in the New York Times, Mr. Alan Pifer,
President of the Carnegie Corporation, one of the country's oldest and wealthiest
foundations, while commenting on the problems being caused by inflation and
government regulation stated 'In the future, administrators will have to be more
selective about their spending, as themselves are we getting leverage from this
grant?" This attitude, which I feel is8 quite natural, has led foundations to target
their limited assets to specific areas and problems that their dollars can directly
impact and show some significant change.

Anyone with any experience in the funding of black higher education can attest
to the fact that the unrestricted dollar is the "mother's milk" without which these
institutions simply will not survive.

Therefore, the payout provisions, even though they might have been written with
the intent of being pro-charity, have hurt UNCFs fund-raising efforts.

CONCLUSION

I find myself in a unique position. For the ten years before I became Executive
Director of the UNCF, I was a program officer at the Ford Foundation. I feel that I
am able, by reason of this experience, to look at the 1969 Tax Reform Act and the
bill that is now before this committee from both sides of the proverbial fence.

My choice to support this legislation was not a hard one to make. In this era of
increasing limitations and government cutbacks, we in education must look more
toward the private sector for our survival. Therefore, I am in favor of any legisla-
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tion that would help to insure that there will be, for the foreseeable future, a large
and diversified foundation community, with differing goals and objectives.
, Senate Bill. 464, with its five percent limitation on foundation payouts, should be
passed without delay. I cannot envision a reasonable argument against this legisla-
tion. I urge that the passage of this bill be expedited so that no more foundations
will have to close their doors because of the unintended, inadvertent, problems
caused by the 1969 Tax Reform Act.

STATEMENT OF JACK MOsKOWrrz SENIOR VICE PRESIDENT FOR GOVERNMENT
RJ NATIONS, UNrr WAY Or AMERICA

At its March 11 meeting, the Government Relations Committee of the United
Way of America Board of Governors voted unanimously to recommend to local
United Ways that they support efforts of foundations in their communities to enact
le isolation adjusting the Foundation Payout Requirement. The adjustment would
eliminate the mandatory dispersal of the entire realized income of a foundation, but
would keep the requirement to distribute at least five percent of the value of its
investment assets. The Durenberger-Moynihan bill (S 464) accomplishes this result.

This United Way of America Volunteer Committee felt that the proposed Duren-
berger-Moynihan amendment to the Internal Revenue code would prevent the con-
tinuing diminution of foundation assets. Foundation asset value has steadily de-
clined in the past ten years (11 percent from 1977-1979). If allowed to continue, it
will certainly impair the ability of foundations to support charitable activities in the
future.

Passage of S 464 will remove a handicap to prudent management of foundation
assets and at the same time, maintain the substantial payout requirement. Thus,
the purposes of the 1969 private foundation rules will remain intact while an
onerous provision that might possibly have put many foundations out of business
will be removed. S 464 is in keeping with express Congressional intent. Its enact-
ment would preserve the ability of private foundations to support varied and inno-
vative charitable activities.

United Way of America is a national service office for over 2,100 independent and
autonomous United Ways across the nation. United Ways organize volunteers who
raise funds and who allocate those funds each year to over 37,000 charities in the
health and human services fields.

Some of the income to United Ways-we estimate about 1.4 percent of the total-
comes from private foundations. Though this amount is not large in comparison to
the over $1.3 billion raised by local United Ways last year, this foundation support
is important. It is the source of funds for innovative programs that very often
cannot and should not be funded from monies raised to provide for human care
services. For example, a $630,000 Kellogg Foundation grant to United Way of
America funded a program to train volunteers from local United Ways, non United
Way agencies and emerging organizations on volunteer board functions.

A list of the members of the United Way of America Board of Governors, Govern-
ment Relations Committee is attached:

UNITED WAY or AMERICA, GOVERNMENT Rej oNs COMMirrEE

Mr. William Ellinghaus, president, American Telephone & Telegraph, 195 Broad-
way, New York, N.Y.

Vice Chairman: Dr. LaSalle Lefall, professor and chairman, Department of Sur-
gery, Howard University Hospital, 2041 Georgia Avenue, N.W., Washington, D.C.

MEMBERS

Mr. Lisle C. Carter, Jr., president, University of the District of Columbia, Building
9, Third Floor, 4200 Connecticut Avenue, N.W., Washington, D.C.

Mr. Philip N. Cheaney, president, First Federal Savings & Loan of Broward, 301
East Las Olas Boulevard, Ft. Lauderdale, Fla.

Mr. Richard Cornuelle, consultant, 14 West 10th Street, Apartment 1E, New
York, N.Y.

Mr. Lee Driscoll, vice chairman, ARA Services, Independence Square West, Sixth
& Walnut Streets, Philadelphia, Pa.

Mr. Lewis W. Foy, Hotel Bethlehem, Suite 310, Bethlehem, Pa.
Marshall Harris, Esq., Harris & Sirkin, 21 N.E. First Avenue, 5th Floor, Dade

Federal Building, Miami, Fla.
Mr. Joseph McGavick, partner, MAS Department, Deloitte, Haskins & Sells, 1001

Fourth Avenue, Suite 2100, Seattle, Wash.
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Mr. Paul A. Miller, chairman of the board, Pacific Lighting Corporation, 810
South Flower Street, Los Angeles, Calif.

Senator Clarence M. Mitchell III, c/o Mitchell Properties, Inc., 4905 Liberty
Heights Avenue, Baltimore, Md.

James F. Mulvaney, Esq., Freshman & Mulvaney, 1800 Financial Square, 600 "B"
Street, San Diego, Calif.

Ms. Ilene Olansky, 12523 Rye Street, Studio City, Calif.
Dr. John W. Oswald, president, Pennsylvania State University, 201 Old Main,

University Park, Pa.
Mr. Robert V. Royall, Jr., president, Citizens & Southern National Bank, Post

Office Box 727, 1801 Main Street, Columbia, S.C.
Gordon H. Smith, Esq., partner, Gardner, Carton & Douglas, One First National

Plaza, Room 3300, Chicago, I11.
Ms. Emily Staples, vice president, United Way of Minneapolis Area, 1649 Kantus

Lane, Plymouth, Minn.
Mr. J. C. Turner, general president, International Union of Operating Engineers,

AFL-CIO, 1125 Seventeenth Street, N.W., Washington, D.C.
Mr. Glenn E. Watts, president, Communications Workers of America, AFL-CIO,

1926 K Street, N.W., Washington, D.C.
Mr. William Wynn, international president, United Food and Commercial Work-

ers International Union, 1775 K Street, N.W., Washington, D.C.

SUMMARY OF TESTIMONY-NATIONAL CONFERENCE OF CATHOLIC CHARITIES ON THE

FOUNDATION PAYOUT REQUIREMENTS
1. Evidence suggests that since the 1969 amendments to the Internal Revenue

Code, unprecedented, sustained high rates of inflation have been sapping the assets
of our private foundations and thus their long range contribution to sustain a
pluralistic, free and vital society is endangered.

The trend line has real assets of private foundations declining by several billion
dollars since 1969.

2. This trend results from common investment practices in the foundation world
and the 1969 requirement that private foundations distribute the greater of 5
percent of the value of their investment assets or their actually realized current
income. This requirement has the unintended effect of holding foundation assets
back from investment in money market funds and other short term high yield
investments which would help foundations offset the erosion of assets due to high
sustained inflation and the declining rate of real dollar growth in the overall
economy.

3. Catholic Charities generally around the country, and the National Conference
of Catholic Charities in particular, can cite specific examples where only private
foundation contributions have enabled us to innovate, move in vital new directions,
decentralize and develop models for involving countless new volunteers in delivering
human services. Such innovating funds are not available from government funding
sources, and given the impact of recessions on those we serve and our normal
budgets, have not been available from our own resources either.

4. Consequently, to insure the future ability of private foundations to contribute
to a pluralistic and free society, the National Conference of Catholic Charities
supports the legislation introduced in the Senate by Senators Durenberger and
Moynihan (S. 464) and in the House by Representatives Conable, Brodhead and
Frenzel (H.R. 1364) which would overcome the unintended effect imposed by infla-
tion on the 1969 amendment by changing the law to require private foundations to
pay out five percent of their investment assets, but iot the actual current income of
the. foundation if that income exceed five percent cf those assets.

We believe this will enable the formation of new foundations, and insure the
viability of assets and the ability of foundations to make a more vital contribution
to our nation's future.



171

The "Pay-out" Requirements of the Internal Revenue Code and the Ability of
Private Foundations to Preserve Their Ability to Contribute to a Vital and
Free Society

TESTIMONY OF THE NATIONAL CONFERENCE OF CATHOLIC CHARITIES

(By Mathew H. Ahmann, Associate Director)
Chairman Packwood, the National Conference of Catholic Charities is pleased to

join this panel testifying on the importance of changing the private foundation
payout rule in order to preserve the ability of these foundations to maintain and
strengthen their contribution to a vital and free society in the United States. Since
the 1969 amendments to the Internal Revenue Code we have experienced unprec-
edented, sustained inflation which saps at the vitals of our private foundations and
their contribution to sustain a pluralistic and vital society just as it saps at the
vitals of all our people and institutions.

A small change to the law enacted in 1969, however, will help the private
foundations continue and, we hope, strengthen their important role in our free
society. That change is proposed in S. 464 proposed by Senators Durenberger and
Moynihan in the Senate, and in H.R. 1364, proposed in the House by Congressmen
Conable, Brodhead and Frenzel.

S. 464 and H.R. 1364 would overcome the unintended effect imposed by inflation
on the 1969 law requiring private foundations to distribute the greater of 5 percent
of the value of their investment assets or their actually realized current income.

The passage of this amendment is important to those whom the affiliates of the
National Conference of Catholic Charities serve. The National Conference of Catho-
lic Charities is a federation of religiously sponsored and inspired agencies and
institutions located in all parts of the United States. Our affiliates compose the
largest network of agencies delivering human services in this country. And we face
large problems. The very sustained high inflation referred to has impaired our
ability to serve. In recessions we run a deficit. The impending budget cuts proposed
by the current Administration threatens to severely curtail our services to needy
and hurting people.

While Catholic Charities does participate in a publicly funded system of delivery
of services to the needy and suffering, we rely on private funding-religious, United
Way and foundation-to experiment, innovate and explore new ways in which wemight help people, and in which people might help themselves.

Catholic Charities has countless examples of the benefits and effects of private
foundation philanthropy at our local level. Let me mention but two thrusts in our
Catholic Charities Movement which have been foundation funded and are central to
our nationwide mission, direction, and the future vitality of our ability to serve.
Both projects, by their nature, require private non-profit, non-governmental funding
beyond our resources.

1 Five years ago our grass roots and our leadership realized that our agencies
had become over professionalized and centralized. While our services still involved
countless thousands of volunteers, we had in many places, indeed, gotten away from
the parishes and the neighborhoods, and the vital role of stimulating, convening,
building on the talents of an ever-growing cadre of neighborhood volunteers in-
volved in services and advocacy on behalf of needy people and vital mediating
institutions.

Both the Lilly Foundation and the Raskob Foundation for Catholic Activities
responded to our request to fund a "Parish Outreach" initiative designed to seed
and organize a process to decentralize and involve countless more people in the
community building and service work of Catholic Charities. This project initiative,
never more than two or three people in our modest national office, has become
central to the Catholic Charities Movement since that time, and involves minimal
staff resources serving countless people working on rural housing, the energy and
social security needs of the aging, child care, community organization, and the
human service needs of urban areas all over the country. It has not gone as far yet
as it should, but "Parish Outreach" has taught Catholic Charities a lesson profes-
sionalism almost let it forget-the boundless commitment and enterprise and
eneg of citizens who are "non-professional." And this lesson was made possible by
the crucial grants of two important private foundations committed to constant
revitalization of our society in the United States.

2. In giving this second example of the vital contribution of private foundations to
the Catholic Charities Movement, I do not want in any way to deprecate the
important role we believe the federal government, with the ability to meet national
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interest, and with its taxing powers, should play in funding the human services.
Nonetheless, as the proportion of government funding in our affiliate programs
grew we became concerned about our ability to remain free and independent and
innovative agencies and organizations. In response to our concern the directors of
our agencies formed a Committee on Plurel;sm in the Delivery of Services. This
Committee undertook an initial survey of ot .r agency and institutional structures
and relationships with government-sponsored programs at the state level, many
financed with matching funds from the federal level. This survey demonstrated the
need to develop models of organizational form which would enable our agencies and
institutions to remain free and to remain faithful to their religiously inspired
commitment and insure their ability to remain part of a vitally needed pluralistic
delivery system of human services with partial funding from the public sector. The
need to conduct the sociological, theological and legal research was beyond the
resources of our Conference budget and again a private foundation responded to
what we perceived to be a vital effort to research organizational forms for Catholic
Charities to continue to play a useful servant role in our nation's future. We
consider this venture crucial to the future of Catholic Charites, but without founda-
tion funding we would not be able to undertake it.

Not all is perfect in the world of Catholic Charities, nor is all perfect in the world
of private foundations. We believe that the past service of both justifies that reason-
able efforts be made to improve the ability of both to serve the needs of our people.

In the case of private foundations, we believe the unintended effects of the 1969
amendments resulting from the sustained inflation we are experiencing suggests the
change in the law proposed by S. 464 and H.R. 1364.

As we understand the experience under the 1969 amendments, and the ensuing
inflation, the trend line has real assets of private foundations declining by several
billion dollars. This is a threat to our free society. It results, in part, from the
requirement that the foundations spend the larger of their current income or five
percent of their investment assets.

The "prudent man" (or woman) rule holds foundation investments to onserve
assets, wisely we think. But the 1969 income payout rule holds assets back from
investment in money market funds and other short term high yield investments
which would help the private foundations offset the erosion of assets due to high
sustained inflation and the declining rate of real dollar growth in the gross national
product. The shrinking assets of foundations diminishes their ability to contribute to
building a growing and vital society here and around the world.

Accordingly, as one effort to help sustain the role of private foundations in our
nation's future, and in the future of our people, we support the proposal which
requires that a private foundation pay out five percent of its investment assets, but
not the actual current income of the foundation if that income exceeds five percent
of those assets. We think the proposed amendment overcomes the unintended effect
of the 1969 amendments.

TESTIMONY OF FRANCES HESsgLBEIN, NATIONAL EXECUTIVE DIRECTOR, GIRL SCOUTS
OF THE UNITED STATES OF AMERICA

.My name is Frances Hesselbein, National Executive Director of Girl Scouts of the
U.S.A. I am pleased to have this opportunity to join my colleagues in speaking to
the subcommittee on behalf of the largest organization serving girls and women in
the world in support of the proposed amendment of the law to require only that
foundations pay out 5 percent of assets. My formal statement has been submitted
for the record, and I will summarize it for you.

The primary funding of our on-going services to membership comes from two
major sources: the modest annual dues of our members and income generated
through sales of official Girl Scout uniforms, equipment and other aids.

It should be noted at the outset that Girl Scouts of the U.S.A. gets no United Way
campaign funds. Our local Girl Scout councils, which are responsible for their own
operations, do benefit from United Way allocations which together with profits from
their cookie sales help toward their expenses.

At the national level, Girl Scouting traditionally has turned to the philanthropic
community to secure funds for special projects that are beyond the resources of our
annual budgets.

No national movement such as Girl Scouting can progress without taking risks to
meet, or anticipate, needs-without testing the changing climate in which it func-
tions. Many private foundations, operating in the public interest, have effectively
allied themselves with Girl Scouts of the U.S.A. in our efforts to reach a more
diversified membership among urban and rural minorities, to develop our national
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program centers and their services, to test new program and leadership training
concepts.

This additional support provides the national Girl Scout movement with what the
financial community might term "venture capital." Over the years it has made it
possible for us to undertake a whole spectrum of demonstration or experimental
projects, as we have sought ways to respond to the growing and changing interests
of our young constituency. For example:

In 1974, Girl Scouts of the U.S.A. launched a major project designed to stimulate
and assure continuity of service to girls of migrant families, travelling the mid-
continent migratory route from South Texas to the Great Lakes area.

This was a three-year pilot, conducted in collaboration with local councils, to
reach out to these children who were frequently isolated from the mainstream
activities of their peers in the established community. Services were provided in
their winter home communities as well as at migrant camps and schools. As a
result, girls of migrant families have been able to participate in Girl Scouting
throughout the year, despite the mobility of their families as they followed the crop-
harvests.

The findings and experiences of councils that originally took part in 'he "Migrant
Project" have been shared with other councils nationwide. And resources in Spanish
and English were developed, providing guidelines for organization and program in
support of increased council participation.

This pilot program was wholly funded by the Irwin-Sweeney-Miller Foundation,
which committed $363,500 of its grant resources to the "Migrant Project" over a
three-year period.

More recently-in 1980-Girl Scouts of the U.S.A. launched a major priority
project: a ten million dollar capital campaign, to construct a year-round contempo-
rary residential/conference facility at our Edith Macy Girl Scout National Center.
This 269-acre site in Westchester County has earned a world-wide reputation as a
training ground for Girl Scout leaders since it opened in 1926.

The new development will provide a cost-effective and totally new learning envi-
ronment, where adult Girl Scout volunteers-and staff specialists-will have access
to the best, most varied contemporary training resources, and girls can participate
in a range of innovative demonstration programs.

Our progress in this ambitious underaking has been considerably enhanced by
the generosity of the Max C. Fleischmann Foundation. The Foundation's grant of
two million dollars-the largest contribution ever received by the national organiza-
tion-is serving as a "bellwether" gift which has already enerated additional
support and will, we are sure, enlist the interest of other potential donors.

Other individual foundations provide funds for a variety of restricted and unres-
tricted purposes. Many of these grants are quite modest-certainly in comparison
with those 1 have just described in detail. But, in the aggegate, they add consider-
ably to the pr- of our work as a national youth-serving movement. Here is just
a random sampling to illustrate the kind of assistance they provide:

Early this year, the W. Alton Jones Foundation pledged $10,000 toward funding
"Tribal Trails," a national project scheduled to be held at National Center West in
the summer of 1982. This two-week event will bring together a group of teenage Girl
Scouts and adult leaders of various American Indian backgrounds for inter-tribal
cultural exchanges and leadership development.

Over the past ten years, annual grants from the Jessie Smith Noyes Foundation
have made a total of $25,000 in unrestricted funds available, for discretionary
allocation by our National Boar of Directors. Others too numerous to mention, also
contribute funds which assist us in meeting special needs.

During the course of our 69-year history, Girl Scouts have been able to make a
difference in the lives of many girls by the use of Foundation funds for programs
which were needed and were innovative and creative. The need for these projects
will not cease if the Foundations are drained by the current pay-out restrictions, but
the long-term prospect of foundation help for them appears to be dim under the
present law.

SUMMARY

Foundations play a special and vital role in responding to the needs of our society.
Unfortunately, the ability of foundations to continue to support charitable activities
is in serious doubt. From 1972 to 1979 the real value of foundation assets fell by
nearly 40 percent, and from 1970 to 1979 foundation grants fell from 9.2 percent to
5.2 percent of all charitable contributions.

As a result of high interest rates and high inflation, the requirement of current
law that foundations distribute their entire current income has contributed Signifi-
cantly to this erosion of foundations' ability to serve the public. While all other
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classes of charitable organizations can use the high yields available on certificates of
deposit and other debt securities to try to preserve their charitable purchasing
power against the inroads of inflation, foundations cannot. Consequently, founda-
tions must either accept the rapid erosion of their grant capability or skew their
investment decisions in favor of more risky investment strategies offering the
chance of capital appreciation.

Neither of these damaging results was intended by Congress when it enacted the
payout rule in 1969. In fact, in 1969 Congress specifically rejected a proposal to
impose a fixed duration on foundations' period of existence.

S. 464 would amend the payout requirement to eliminate the damaging effects of
current law. Specifically, S. 464 would eliminate the requirement that foundations
distribute their entire current income while leaving in effect the requirement that
they distribute annually 5 percent of the value of their investment assets. By
maintaining the 5 percent payout requirement the bill would insure that all founda-
tions continue to make substantial current charitable distributions. Indeed, 5 per-
cent is more than historical real returns on a balanced investment portfolio. At the
same time, by eliminating the requirement that foundations distribute their entire
current income, S. 464 would give foundations the investment flexibility which they
need if they are to preserve their long-term ability to serve the public.

STATEMENT BY RUSSELL G. MAWBY BEFORE SUBCOMMIrrEE ON TAXATION AND
DEBT MANAGEMENT OF THE U.S. SENATE FINANCE COMMITTEE

S. 464: THE FOUNDATION PAYOUT REQUIREMENT

. Introduction
My name is Russell Mawby, I am President of the W. K. Kellogg Foundation of

Battle Creek, Michigan. However, I am appearing this morning as Chairman of the
Legislation and Regulations Committee of the Council on Foundations (the "Coun-
cil"). The Council on Foundations is a nonprofit, membership organization whose
members include some 638 private foundations from across the country. The Council
appreciates the Subcommittee's invitation to testify on S. 464, a bill of vital impor-
tance to foundations and their charitable beneficiaries.

Current law requires that private foundations annually distribute to operating
charities the greater of 5 percent of the value of their investment assets or their
total current income, that is, total income less long-term capital gains. Because of
persistent high interest rates and high rates of inflation, the requirement that
foundations pay income above 5 percent of asset value seriously distorts their
investment decisions and reduces the long-term capacity of foundations to support
charitable work.

S. 464 would eliminate the requirement that all income be paid out, but would not
a ter the present rule that foundations must each year distribute for charitable
purposes at least 5 percent of their asset value. Because S. 464 preserves this 5
percent distribution requirement of present law, it insures that foundations will
continue substantial current support of charitable activities. At the same time, it
would give foundations the investment flexibility which they so desperately need if
they are to preserve their continued ability to respond to human needs.
II. Why we will need foundations in the future

Foundations contributed 9.2 percent of all charitable gifts from private sources in
1970; by 1979 they accounted for only 5.2 percent of such gifts. This diminution in
the capacity of foundations affects the entire charitable sector. Foundations give
charitable, educational, cultural and scientific service organizations an alternative
source of funds to government support. Foundations provide venture capital to the
philanthropic sector by funding new ideas and new enterprises and by helping new
agencies and new groups to gain a toe-hold. Foundations fund many of the sector's
research and development efforts, and use their relatively flexible resources to meet
society's emergencies and its newly perceived needs. Accordingly, in the measure
that foundation grant capacity is less in the future than it is now, operating
agencies and philanthropy as a whole will be more vulnerable, less able to react to
emergency, less able to take advantage of opportunity, and less able to plan for the
future.

The early years of foundation giving in the United States offer dramatic testimo-
ny to the service foundations render. In those years, foundation funds helped free
the South of hookworm, virtually eliminated malaria and yellow fever from the
United States, and reformed medical education to rank American health care with
the world's best.



175

In later years foundation funding of science supported Goddard's early research in
rocket engineering, the construction of the first nuclear accelerator, the develop-
ment of the electron microscope and the oscilloscope, and research leading to our
current knowledge of DNA which some observers term the single most significant
advance in biology in this century.

When television emerged, private foundations recognized its educational potential
and gave massive support. All 282 public TV stations received foundation funds for
equipment, operation and other services, and one foundation alone committed $293
million to public TV in the 25 years beginning in 1952.

Following World War 11, foundations mirrored the society in responding to the
aspirations of Blacks and other minorities to achieve full status as citizens and
participants in the bounty of our society. There was a trend from research toward
action in housing, education, employment and inner-city problems.

As the decade of the 80's begins, foundations seem to be emphasizing regional
approaches, working toward cooperation among themselves and with government.
There is a growing emphasis on community development and the preservation and
furtherance of neighborhoods and communities.

At the same time, foundations have continued to support research at private
universities and have sought to strengthen traditional institutions in their role as
private alternatives to government-funded institutions. Foundations provide techni-
cal assistance and financial support to community groups of every kind; they grant
funds for the special needs of the local hospital and the local school; they provide
services for the preschooler and for the elderly. Foundations continue to support art
and cultural activities as well as traditional social service organizations serving
youths, the aged and all other groups in our society.

The need for foundations to support innovative charitable activities will be as
great tomorrow as it is today. It would, therefore, be shortsighted to totally restrict
the use of foundation resources to current problems at the sacrifice of foundations"
capability to respond in the future as they have in the past. .

What foundations have done in the past suggests what foundations can do in the
future--if they have sufficient resources.
III. Foundation grant capability is rapidly eroding

However, the rapid erosion of foundation grant capability in recent years threat-
ens to eliminate foundations as a vital part of American philanthropy. This decline
in the reaL value of foundation assets, and thus foundation grant capability, is
documented by data presented in the most recent edition of The Foundation Direc-
tory and summarized in the chart on page 6. The chart shows the changes, for all
foundations with assets of over $1 million, in both the nominal and real value of
assets over the period from 1965 through 1977. These foundations account for 93
percent of all foundation assets and 92 percent of all foundation grant& As the
chart indicates, foundations injoyed a significant increase in both the nominal and
real value of their assets from 1965 through 1972. However, from 1972 to 1977 the
nominal value of foundation assets increased only slightly and the real value fell by
29.2 percent.
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While comprehensive data such as that contained in The Foundation Directory
are not available for the period since 1977, data collected by the Council on Founda-
tions in a recent survey of its members indicate that the decline in the real value of
foundation assets has continued. From 1977 through 1979 the real value of the
assets of the foundations serveyed declined by approximately 11 percent. Thus over
the eight year period from 1972 through 1979 the real value of foundation assets fell
by almost 40 percent. If the erosion continues at this rate, in twenty years the
ability of foundations to support charitable activities will be only a quarter of what
it is today.

As these figures suggest, what is at stake is not the continued existence of any
particular foundation, but rather the continued ability of foundations as a whole to
support important charitable works. Because these figures take into account gifts of
additional assets to both existing and newly created foundations, they demonstrate
dramatically that the flow of new capital into the foundation sector has been
insufficient to offset the erosion of the existing assets of foundations. In fact, as a
result of the restrictions imposed on private foundations by the Tax Reform Act of
1969, there has been very widespread termination of foundations while the rate of
creation of new foundations has fallen dramatically. This trend has been clearly
documented in a study prepared of the National Commission on Private Philanthro-
py and Public Needs, the results of which are summarized in the chart on page 9.
The study examined the rate of creation and dissolution of foundations during the
period from 1968 through 1972 in twelve key states, which together account for over
50 percent of all foundations. It demonstrated a sharp decline in the rate of creation
of new foundations from 1968 through 1970. Over the same period, dissolutions of
private foundations increased dramatically, to a level far in excess of the "birth
rate" of new foundations. This data on foundation "birth" and "death" rates, as well
as the sharp decline in the real value of total foundtaion assets, clearly show that
new money flowing into the foundation sector is insufficient to offset the rapid
decline of existing foundation assets.
IV. Congress never intended to reduce foundation capability

The experience of foundations throughout the country indicates that the present
requirement that foundations distribute annually all of their income is a major
factor contributing to this alarming erosion of foundation grant capability. Indeed,
foundations are being forced to spend themselves out of existence by their inability
to reinvest any of the income they earn in excess of the 5 peroent minimum payout
amount. It is absolutely clear that Congress never intended that the payout require-
ment have this effect. During the decade preceding enactment of the payout re-
quirement in 1969, inflation averaged only 1.9 percent.
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It is not surprising, therefore, that in formulating the payout rule neither Treas-
ury nor the Congress devoted significant attention to the effect which the required
distribution of all current income would have in a highly inflationary environment.
The Congressional debate makes it clear, however, that the Congress did not intend
the payout rule to require that foundations distribute at so fast a rate as to erode
the real value of foundation assets. Senator Percy, the leading sponsor of the
minimum payout provision finally adopted, made this clear in the following state-
ment:

The percentage should not be so high as to amount to a delayed death sentence. A
foundation with a wellmanaged investment portfolio should be able to maintain its
size and to stay abreast of changes in the value of the dollar. However, the current
needs of our society for philanthropic funds are so great that I consider it inappro-
priate to permit foundations to grow in size, without making an adequate current
contribution to philanthropy. A payout percentage which will permit a well-man-
aged foundation portfolio to maintain its size while making a productive contribu-
tion to charity, represents an equitable balance between the pressure of society's
current needs and the interest of future generations. Cong. Rec., Nov. 24, 1969, S.
15950. (Emphasis added.)

Congress has demonstrated a continuing commitment to reevaluate the payout
requirement to preserve this principle of "an equitable balance." For example, in
1976 Con.ress concluded that the 6 percent minimum distribution requirement,
coupled with the requirement that this minimum distribution percentage be adjust-
ed annually to reflect any increases in prevailing interest rates, "could have damag-
ing effects on the continuing viability of many fioundations." In response, Congres
reduced the rate to 5 percent and eliminated the previously required annual adjust-
ment.

Increases in inflation urge the need for a further reevaluation of the payout rule,
for under inflationary conditions the total income payout rule now makes it virtual-
ly impossible for "a foundation with a well-managed investment portfolio . . . to
maintain its size and stay abreast of changes in the value of the dollar." Current
inflation rates of 10 percent or more make necessary a revision of the rule to
eliminate the requirement that all income be paid out.
V. The effect of the payout requirement in an inflationary environment

It is clear that Congress did not intend by the income payout rule to impose the
"delayed death sentence" it specifically renounced in setting the percentage payout.
When Congress enacted the income payout rule, current yields on a well-managed,
balanced portfolio were significantly below 5 percent; inflation had averaged be-
tween 2 percent and 3 percent over the preceding decade; and stocks were growing
in value much more rapidly than inflation. Today interest rates on debt securities
like Treasury bills and certificates of deposit range from well over 13 percent to
almost 17 percent; inflation persists at 10 percent to 12 percent; and real stock
values have declined sharply over the last decade. The effect of the income payout
requirement has changed radically as the rate of inflation has risen from the 2
percent level prevailing in the 1960's to the 10 percent or higher level of today. This
change is attributable to the fact that in a period of high inflation the nominal
return on all investments increases. In the case of bonds and other debt securities,
this increased nominal return takes the form of higher interest rates. However, only
a fraction of this higher nominal return represents real income to the bondholder.
The remainder is in fact merely a replacement of that part of the bondholder's
capital consumed by inflation. Yet the total income payout rule requires that all
this nominal income must be distributed.

When examined in this perspective, it is clear that a payout rule that requires
foundations during a period of inflation to distribute the entire nominal return on
their assets is the practical equivalent of a requirement that they annually distrib-
ute a portion of their corpus. The inevitable effect of such a rule is to reduce their
future grant capability and, continued over time, to reduce them to virtual incapac-
ity.

To the extent that foundations hold securities that reflect current high interest
rates such as certificates of deposit, the present requirement that they distribute all
current income has precisely this effect. The entire nominal return on such debt
investments generally comes in the form of current income. Foundations must
distribute the entire nominal return and can do nothing to offset the inflationary
erosion of their assets and their future grant capabilities.

The manner in which rising inflation rates fundamentally alter the effect of the
income payout requirement his been clearly demonstrated in a study prepared by
the Charles Stewart Mott Foundation of Flint, Michigan. The Mott Foundation
analyzed the effect of the current income payout requirement on the performance of
a typical foundation portfolio with initial assets of 91,000,000 under conditions of 2
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percent inflation and 10 percent inflation. For purposes of the analysis it was
assumed that the foundation's assets would be invested 60 percent in common stock
and 40 percent in bonds-a portfolio mix reflecting the traditional investment
strategy of foundations and other endowed charities-and that the rates of return
on these investments would be comparable to historic rates of return over the
period from 1926 through 1978.

The results of this analysis are presented in the chart on page 14. (Figures
supporting the chart are included as Appendix 1). Example I assumes a 2 percent
rate of inflation and depicts the changes in both the purchasing power of the
foundation's grants and the real value of the foundation's assets over a 30-year
period. This example corresponds roughly to the conditions that prevailed in the
period before Congress enacted the 1969 payout requirement. Given this low rate of
inflation, under present payout rules the real value of the foundation's grants falls
by only $3,000 over 30 years-from $50,000 to $47,000-and the real value of the
foundation's assets declines from $1,000,000 to $943,000.
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However, as shown by Example l-which more nearly corresponds to today's
conditions-this picture changes drastically when the rate of inflation rises to 10
percent. The purchasing power of the foundation's grants is somewhat higher in the
early years of the 30-year period-precisely because the foundation is forced by the
current income payout rule to distribute part of its corpus. However, because of this
erosion of corpus the purchasing power of the foundation's grants falls rapidly. By
the end of the 30-year period the reJ value of these grants is only $29,000. Over the
same period, the real value of the foundation's assets has fallen from $1,000,000 to
$329,000.

Finally, Example III shows that the proposed modification of the payout require-
ment would significantly reduce this erosion of foundation grant capability in an
inflationary economy. Under the proposed payout requirement the foundation,
would be required to distribute an amount equal to 5 percent of the value of it.
investment assets and could use income in excess of 5 percent to preserve the
charitable purchasing power of its grants. Under this rule the foundation would be
able largely to offset the effect of continued 10 percent inflation. Indeed, the pur-
chasing power of the foundation's grants would be only $3,000 less at the end of the
30-year period than at the beginning, having fallen from $50,000 to $47,000.

It is also important to point out that if, as we all hope, the rate of inflation falls
sharply in coming years, the modified payout rule embodied in S. 464 will continue
to insure that foundations make substantial current distributions to charity. If
inflation falls, data on historic investment returns makes clear that the nominal
return on foundation investments will also fall. For example, if inflation falls back
to 2 percent per year, the nominal return on the foundation's investments will fall
to roughly 6.5 percent, of which approximately 3.5 percent would be in the form of
current income. Because the foundation's current income would be well below 5
percent, elimination of the requirement that foundations distribute current income
in excess of 5 percent would have absolutely no effect on the foundation's required
payout. The foundation would still be required to distribute 5 percent per year-
precisely the same result that would obtain under current law.
VI. The income payout rule distorts foundation investment decisions

In inflationary periods, the requirement that foundations pay out their entire
current income has another harmful effect not intended by Congress-it ctistorts
foundation investment decisions and encourages foundations to abandon traditional,
prudent investment strategies in favor of more risky investments. The mechanism
through which this occurs is quite simple. Under current law a foundation that
wishes to preserve its future grant capability has a strong incentive to limit its
current income to an amount equal to the 5 percent minimum distribution require-
ment, and to seek to realize the remainder of its total return in the form of long-
term capital appreciation. To accomplish this goal; the foundation must invest a
greater portion of its total assets in stocks and other assets offering the possibility of
capital appreciation. However, it is well established that the risk associated with
such equity investments is significantly greater than that associated with bonds and
other debt securities. Indeed, a frequently cited historical study of investments
compares standard indices and concludes that common stock investments have
involved risk four times as great as bond investments.' Moreover, there are risks in
any long-term investment strategy which forces foundations toward an unbalanced
approach. It is better if foundations are free to adopt a prudent balanced strategy
combining some fixed income investments and some equity investments.

Statistical data are not available to suggest the extent to which foundations have
adopted such higher risk investment strategies. However, it is known that invest-
ment advisors are recommending such strategies to their foundation clients; sug-
gesting, for example, such nontraditional investments as call options, deep discount

bonds, commodities, timber holdings and foreign equity investments. It is also clear
that the present payout rule provides a strong incentive for foundations to accept
this advice. By thus encouraging foundations to assume greater risks, the present
pyout rule is further jeopardizing their future grant capability.

Commenting on this dilemma, Professor of Business Administration, J. Peter
Williamson of Dartmouth College and the University of Virginia writes:

'Long-term bonds, and from time to time short-term instruments, offer high
current income coupled with declining real capital value. Common stocks offer
significantly lower current income coupled with a reduced likelihood of loss of real
capital value. The foundation seeking the greatest chance of maintaining the pur-
chasing power of its investments will be driven to the lowest yielding common
stocks, which generally constitute the most risky securities available. The founda-

Ibbotson and Sinqueield, "Stocks, Bonds, Bills, and Inflation (1926-1978)," p. 23.
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tion choosing a prudent balance between risk and return has been forced in recent
years to accept a higher current income and a substantial deterioration in real
capital value. What the distribution requirement in Section 4942 has done is to
create a situation in which the only chance a private foundation has of minimizing
capital depreciation is to pursue an extraordinarily high risk investment strategy.
Any reasonable balance between risk and return must-lead inevitably to erosion of
the real value of the portfolio.

There is no logic n a distribution rule that forces this choice upon a private
foundation . . . If the purpose of the legislation is to prevent this imbalance be-
tween growth and distribution, then the minimum investment return rule alone
would serve that purpose without the perverse results of the requirement that
current income be distributed,"

A copy of a recent study by Professor Williamson of the impact of the payout
requirement on foundations is attached as Exhibit II

[The study referred to is in the Finance Committee's files:)
While colleges, universities and all other tax-exempt institutions can take advan-

tage of the high yields available on bonds and other similar investments to defend
their charitable purchasing power against inflation while still maintaining an ade-
quate current charitable program, foundations cannot. The requirement that all
income be distributed has brought about, therefore, an artificial-and wholly unin-
tended-investment constraint which is distorting foundation investment decisions
and which should be eliminated.

VII. Effect of the proposed payout rule on foundation grants
Under the payout rule embodied in S. 464 foundations would continue to be

required to distribute an amount equal to 5 percent of the value of their investment
assets. However, they would not be required to distribute their entire current
income. The 5 percent distribution requirement would ensure that foundations
continue to make substantial current distributions to charity. Indeed, historically
this 5 percent distribution requirement exceeds the average real income which a
foundation could have earned over the past 50 years on a balanced well-managed
portfolio of stocks and bonds. Professor Williamson's recent study, referred to above,
indicates that over the period from 1926 through 1978 the real total return (consid-
ering both income and capital appreciation) on a balanced investment portfolio
including both equity and debt investments was between 4.0 and 4.5 percent.
Whether measured over the past 54 years, 30 years or 5 years the average real
return on a well balanced portfolio has been less than 5 percent. Thus, a payout
requirement of 5 percent will ensure that foundations distribute to charity the
entire real return they can expect from their invested assets-and probably a little
more.

The extent to which the proposed payout rate would result in a short-term decline
in foundation ,rants is difficult to prict. Certainly there will be some decline. But
the scale of this decline should be seen in persptive. It is clear that certain classes
of foundation grants would be unaffected by the change in the payout requirement.
Grants by company-sponsored foundations, for example, would be unaffected. These
foundations normally hold small endowments and pay grants primarily out of
current contributions received from the sponsoring company. There are also sub-
stantial amounts distributed by other foundations that are essentially mechanisms
for ,current charitable distributions of individual donations. These will be un-
affected.

Some endowed independent foundations may well choose to continue to pay
amounts somewhat in excess of 5 percent of the value of their investment assets,
either as a matter of program choice or because they are required by their charters
to pay -out all of their income and/or to pay out principal amounts, as well.

In.the aggregate, all independent foundations pay out now about 5.7 percent of
asset value each year. If vilindependent foundation giving was -reduced to the 5
percent minimum investment return-and, for the reasons stated above, the decline
would not be the full amount-the result would be a temporary decrease in grant
making. Again this decline would be only temporary. Meanwhile foundation assets
would be rebuilt to offset inflation's erosion, and the capital basis for foundation's 5
percent annual grant making would qrow. Foundations would be increasing their
future grant making potential and ability to fund worthy charitable causes in the
decades ahead.

Thus, a short-term reduction in distributions is clearly justified as a way of
insuring that foundations can continue support in the future. Indeed, as we have
noted earlier, the philanthropic sector would over time recoup the immediate reduc-
tions as payout increased as a result of foundations preserving their endowment
value instead of quickly distributing corpus at accelerated rates.
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VIII. Technical and administrative amendments
In addition to its principal provision amending the foundation payout require-

ment, S. 464 contains three technical amendments which will eliminate unnecessary
administrative burdens imposed on foundations by current law. The Council on
Foundations strongly supports the enactment of each of these amendments.

EXCEPTION TO FOUNDATION RECORDKEEPING REQUIREMENT FOR SMALL GRANTS

Current law requires that a foundation making grants to organizations not recog-
nized as public charities comply with detailed record-keeping and reporting require-
ments. These so-called "expenditure responsibility" requirements are particularly
burdensome for small foundations which often lack the administrative resources to
comply with the requirements, and which as a result are simply unable to make
many worthwhile grants. Larger foundations also frequently decide to forego small
grants to nonpublic charities in order to avoid this burden on their administrative
resources.

As a result of this requirement, many small-scale but highly beneficial charitable
activities cannot attract the foundation support they need to survive. In practical
terms, the cost of this requirement must be measured in terms of the summer youth
program, the community cleanup, the local drug abuse prevention effort which
never happens because of a lack of foundation support.

To eliminate this clearly unintended result, S. 464 would amend current law to
provide a $10,000 de minimis exception under which a foundation would not be
required to comply with the expenditure responsibility requirements if its grants,
along with those of all related foundations, to a single grantee did not exceed
$10,000 in a given year. This amendment would not in any way affect the substan-
tive rules which require that every foundation grant, large or small, go to support a
recognized charitable activity. Nor would it relax the expenditure responsibility
requirements for large grants, where they are justified by the large amounts of
money involved. Instead, this amendment would merely recognize that tHe record-
keeping and reporting requirements which are appropriate for large grants are
counterproductive when applied to small grants.

A WORKABLE DEFINITION OF "FAMILY MEMBER"

The private foundation rules impose severe restrictions on the business relation-
ships which may exist between a foundation and its "disqualified persons," and even
inadvertent violations of these restrictions trigger substantial penalty taxes. Under
current law, "disqualified persons" with respect to a foundation include substantial
contributors to the foundation and all of their lineal descendants, regardless of how
many generations separate these descendants from the original contributor. This
rule can impose a great administrative burden on private foundations, the magni-
tude of which increases geometrically with each passing generation. For example,
many of the country's largest foundations were extablished early in this century,
and the managers of these foundations must keep track of hundreds of lineal
descendants of substantial contributors in order to avoid inadvertent violations of
the foundation rules.

To eliminate this waste of foundation resources without undermining the effec-
tiveness of the foundation rules, S. 464 would amend the definition of "family
members," and thus of "disqualified persons," to include only children and an -
children, rather than all lineal descendants, of substantial contributors. In those few
cases in which more remote descendants continue to be actively involved in the
operation of the foundation, they will still be treated as disqualified persons by
virtue of being foundation managers or the children or grandchildren of such
managers. Thus the proposed change will create no potential for abuse, and will
increase the amount of foundation resources available to support charitable activi-
ties.

ELIMINATION OF UNREASONABLE ADMINISTRATIVE REQUIREMENT

Foundations are required to comply with detailed record-keeping and reporting
requirements if they make grants to organizations which are not public charities.

In order to determine whether it must comr,y with these involv and sometimes
costly requirements in the case of a particular grant, a foundation must determine
whether or not the prospective grantee is a public charity.

The Internal Revenue Service has taken the position that in making this determi-
nation a foundation making a substantial grant is not allowed to rely on an official
IRS ruling as to the public charity status of the grantee. Therefore, as a practical
matter a foundation may feel obliged to make its own detailed investigation of the
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grantee's sources of financial support to determine whether the foundation's grant
may "tip" the grantee out of public charity status.

The vast majority of such investigations indicate that the foundation's grant will
cause no change in the grantee's public charity status. In these cases, the only effect
of this investigation is to consume foundation resources which would otherwise be
available to support charitable activities. In the small number of cases in which the
foundation grant actually causes the grantee to lose its public charity status, there
is simply no evidence to suggest that the grant will involve any abuse which
justifies this burdensome requirement. Such grants, regardless of the status of the
grantee, must comply with strict substantive requirements. Every dollar of the
grant must be used for a recognized charitable purpose, and the grant may not
result in a private benefit to anyone associated with the foundation.

In light of these safeguards, it is clear that this requirement constitutes an
unreasonable and unnecessary drain on foundation resources, the cost of which
ultimately falls not on foundations but on the public in the form of reduced
foundation support of charitable activities. To eliminate this problem S. 464 would
allow foundations to rely on official IRS rulings with regard to the public charity
status of potential grantees except in cases in which the IRS has published notice of
a change in the grantee's status or the foundation has independently acquired
actual knowledge of such a change. I should note that the IRS has recently issued
two Revenue Procedures (Rev. Procs. 81-6 and 81-7) which bear on this issue, and
the Council is currently studying the extent to which they affect the need for this
legislation.
IX. Conclusion

Foundations strongly support the basic objective of the payout rule and they
believe that the 5 percent minimum payout requirement should be maintained. In
supporting S. 464, foundations seek only the elimination of the requirement that
they pay out such income as they receive above 5 percent. The ability of foundations
to support vital charitable activities in the future as they have in the past is
threatened by the present requirement that foundations distribute their entire
current income. Elimination of this requirement would contribute significantly to
the preservation of the future grant-making capability of foundations.
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We must expect that the needs of the future will be as compelling as are the
concerns of today. If we permit foundation endowments to erode, the charitable
sector will be unable to call on foundations as alternatives to government at special
times of need. American charity then will have lost much of its flexibility and
perhaps, over time, some of its freedom. Congress should enact S. 464 to forestall
these consequences, which have resulted from inflation and which were completely
unforeseen when the payout provision was enacted in 1969.

Senator PACKWOOD. We will hold just a moment until we move
onto the last bill of the day, S. 499, while those who are leaving the
room clear out as rapidly as possible.

LBrief recess.]
nator PACKWOOD. Hearing will come to order.

Pat, I might call one thing to your attention before we start this
hearing.

The Treasury testified, of course, this morning on all the bills
and on this bill, S. 499, which would allow deferral of gain realized
on the disposition of broadcast property under the FCC divestiture
orders, the Treasury Department does not oppose S. 499.

Senator MOYNIHAN. Oh, I've heard that, Mr. Chairman. I don't
believe it. [Laughter.]

Or, at least, that is a historic first, I mean, just--
Senator PACKWOOD. Mr. Johnson.
Hold on. Just get the people to move out and close the door back

there, please.
Now, then, Mr. Johnson. Thank you for being so patient.

STATEMENT OF JOHN B. JOHNSON, PUBLISHER AND EDITOR,
WATERTOWN DAILY TIMES, WATERTOWN, N.Y.

Mr. JOHNSON. Mr. Chairman, as you know, I am John B. John-
son, and I am president of the Johnson Newspaper Corp. and editor
and publisher of the Watertown Daily Times.

I want to just make a few remarks here in support of Senate bill
499.

Our company will be 120 years old on April 21. We began pub-
lishing a daily newspaper in 1861 to report the Civil War news. My
father became associated with the newspaper in 1904, becoming
editor in 1919, and taking on the additional role of publisher in
J.934.

Fort years ago, April 29, we began a radio station in Water-
town. Then, in 1954, we invested heavily and put on the air the
first commercial television station in northern New York, now
WWNY television channel 7.

In all the years we operated these stations, there never once was
any protest against any of our applications for license renewal. All
of our license applications were accepted by the FCC in good order.

In 1975, the Commission ruled that companies holding the only
newspaper and only television station in the same market would
have to divest themselves of one of these proerties by 1980.

There were nine companies affected. All of those compares oper-
ated in small cities, such as Watertown, which now has a popula-
tion of 27,000.

The larger cities, where a single company in many cases owned a
television station, they were exempt because there were other tele-
vision stations on the air in those cities.
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We protested that rule in the Federal courts. We lost the protest
when the Supreme Court in June 1978 ruled that the FCC's divesti-
ture order was proper. They, in effect, said that the Commission
had the right to regulate the newspaper ownership of a broadcast
facility.

We promptly applied for a waiver of the rule under provisions
provided by the Commission. That was denied in October 1979.

Having lost all appeals, we set about adhering to the Govern-
ment order and put WWNY-TV up for sale. That sale is about to
occur.

In the meantime, we applied for a ruling from IRS, which would
have assured us that the proceeds of the sale of WWNY could be
reinvested in a newspaper. And, we, at the same time, could defer
the taxes. That request was denied.

Our technical submission to you shows that since 1943, it has
been the intent of Congress to provide tax relief to firms forced to
sell their properties to concur with FCC rules.

That tax regulation was expanded in 1954 to cover television,
which by then was actively regulated. Now the Commission with
the concurrence of the Supreme Court has expanded its rulemak-
ing to certain classes of newspapers. We feel it is only logical that
we should be accorded the same tax relief that has traditionally
been provided by the Congress when expansion of this kind of
rulemaking has occurred.

What I cannot understand is why we have been told we cannot
defer the tax if we invest in a newspaper. The IRS has ruled in
another case that a company in the exact same tax position as ours
was allowed to sell their newspaper, purchase a television station
and defer the tax.

We could invest in television and defer the tax. We could sell the
newspaper, invest in a newspaper and defer the tax. But, no, we
cannot sell television and invest in a newspaper. Therefore, we
support Senate bill 499, and urge its adoption by your committee
and the Congress.

And I am very appreciative of being able to testify in this behalf.
Senator PACKWOOD. Quick question: What is the circulation of

your newspaper?
Mr. JOHNSON. About 43,000.
Senator PACKWOOD. I serve, Mr. Johnson, on the Congress com-

mittee, also, and I am very familiar with the cross-ownership prob-
lem and I can assure you that we never had any intent-of course,
this was an FCC order-but we never had any intent, in essence, to
somehow perpetuate this reverse discrimination. And, in essence,
discourage you from owning the newspaper that your family has
owned for the better part of a century and a half and force you to
buy more tele ision properties and, in essence, to get out of the
newspaper business.

And, I apologize if that's been the effect and this bill will have
my support.

Mr. JOHNSON. Thank you, sir.
Senator PACKWOOD. Pat.
Senator MOYNIHAN. Well, Mr. Chairman, I just feel exactly the

same way.
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It is the fact that there is a constitutional infection of the press
for the American Government. It is pervasive with that concern.

And there is something repellent about a Federal agency order-
ing a newspaper to divest itself of a television station and then
saying: It must not buy another newspaper. I mean, in no circum-
stances do we want people buying newspapers. What we need is
more rock 'n' roll stations, more sit coms, and-I mean, it just-it
offends the spirit of-I don't know what the FCC is-where they
ot the power to tell a newspaper what to do, anyway. But they

did; and they have.
And all that the Watertown Times is asking is equal treatment

with an anachronistic provision in the statute that comes from a
time that predates television.

The provision assumes that a "property" means a radio broad-
casting station and it doesn't--

, Now, I am very pleased that the Treasury has said it does not
oppose this. I think it ought-I gather there is some question about
the date and--

Senator PACKWOOD. Retroactivity.
Senator MOYNIHAN. With our permission, Mr. Chairman, we

will sit down with them. But, I think we have a clear case of equity
here and it will do us no harm to get it out of the way.

And I thank Mr. Johnson. Thank you for coming and putting
this to us.

Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you very much. The hearing is ad-

journed.
[The prepared statement of Mr. John Johnson follows:]

STATEMENT OF JOHN B. JOHNSON OF JOHNSON NEWSPAPER CORP., ON DEFERRAL
OF GAIN REALIZED ON FEDERAL COMMUNICATIONS COMMISSION ORDERED DivEsTi-
TURE

SUMMARY OF COMMENTS
I. Johnson Newspaper Corporation was ordered by the Federal Communications

Commission to dispose of either its newspaper operation or its television broadcast-ing facility.
I. As the Corporation and Johnson Family have been in the newspaper business

for 120 and 77 years, respectively, and have developed significant expertise in the
profession, it has been decided to dispose of the television broadcasting facility and
purchase a new newspaper with the proceeds.

Ill. Deferral relief pursuant to IRC Sections 1071 and 1033 was denied by the IRS.
IV. If the Company had reversed the situation and sold the newspaper and

invested in a television facility, relief would have been available.
V. The IRS position is not in accord with Congressional intent and Section 1071

should be amended to make it clear that the purchase of a newspaper does qualify
for relief.

VI. Senate Bill 499 should be enacted.

TECHNICAL SUBMISSION BY MR. JOHN B. JOHNSON OF THE JOHNSON NEWSPAPER CO.

Introduction
My name is John B. Johnson and I am the President of Johnson Newspaper

Company and editor and publisher of the Watertown Daily Times. My father,
Harold B. Johnson preceded me in the newspaper business from 1904 to 1949. I
began my formal association with the newspaper in 1939 upon graduation from
Princeton. My wife, Catherine C. Johnson, my sons, John B. Johnson, Jr. and
Harold B. Johnson are both actively involved with the newspaper. My son, John is
managing editor and my wife is an officer.

Johnson Newspaper Corporation (the Company) is a New York corporation whose
headquarters is located at 260 Washington Street, Watertown, New York 13601. The
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Company was organized on March 8, 1892 and has published the Watertown Daily
Times since that date. It directly succeeded a partnership which started the newspa-
per in 1861. In addition the company started and operated two radio stations-
WWNY (CBS affiliate in Watertown operated since 1941) and WMSA (ABC affiliate
in Massena, New York operated since 1945). In 1954, the Company began the only
commercial television in Northern New York. Since then the company has operated
television station WWNY-TV (Class B, CBS affiliate) in Carthage-Watertown.

Background
Until the Spring of 1970, the Federal Communications Commission (FCC) permit-

ted common ownership of a station in each of the broadcast services in the same
market. On March 25, 1970 the FCC's First Report and Order in docket 18110, 22
F.C.C. 2d 306, adopted rules prohibiting common ownership of VHF television
stations and aural stations in the same market. Also adopted at that time was a
Further Notice of Proposed Rule Making, 22 F.C.C. 2d 339, which required divesti-
ture within five years where necessary, in order to reduce one party's holdings in a
market to one or more daily newspapers, or to one television station, or to one AM-
FM radio combination.

Five years later the FCC issued its Second Report and Order in docket 18110, 50
F.C.C. 2d 1046 (1975), formerly requiring divestitures where the common ownership
restrictions were violated.

For the next three years, the Company was involved, with other similarly affected
companies, in attempting to have the FCC's order set aside. However, in 1978, the
U.S. Supreme Court ruled in favor of the FCC and management was forced to decide
the company's future.

The company also applied to the FCC for a waiver of its order. That request was
denied on October 1979.

In light of the Company's involvement in the newspaper business for 120 years
and the expertise developed over those many years, management of the Company
decided that it would be best to comply with the order by divesting itself of the
television station and continue to operate the newspapers. Furthermore, if possible,
management has decided to reinvest the proceeds received from the sale of the
television station in another newspaper.

Tax deferral as it relates to involuntary conversions and FCC divestiture orders
Section 1033 of the Internal Revenue Code allows a taxpayer to defer the recogni-

tion of gain on the involuntary conversion of property where the taxpayer reinvests
the proceeds received within the statutory period o time and where the property
obtained is "similar or related in service or use to the property so converted.'

In 1943, Congress enacted Section 112(m) of the IRC of 1939, the predecessor of
Section 1071(a) of the IRC of 1954. Section 1071(a) provides, in part, that "If the sale
or exchange of property.., is certified by the FCC to be necessary or appropriate to
effectuate a change in policy of, or the adoption of a new policy by, the Commission
with respect to the ownership and control of radio broadcasting stations, such sale
or exchange shall, if the taxpayer so elects, be treated as an involuntary conversion
of the property within the meaning of Section 1033 "

The second sentence of Section 1071(a) indicates that for purposes of Section 1033
and the requirement that property be similar or related in service or use to the
property converted, ". . stock of a corporation operating a radio broadcasting
station, whether or not representing control of such corporation, shall be treated as
... " qualifying.

At the time Section 1071 was enacted, television broadcasting was nonexistent. In
1956, the Treasury recognized the need to provide similar relief for forced conver-
sions of television properties and the tax regulations were amended to provide that
"... the term 'radio broadcasting' includes telecasting". Reg. Sec. 1.1071-(d).
Internal Revenue Service interpretation of Section 1071

The Company submitted a ruling request to the Internal Revenue Service in
January 1980 asking that it be allowed to defer gain recognized on the sale of its
television property where the proceeds were to be reinvested in a newspaper. On
September 16, 1980, a ruling was issued (copy attached) indicating that such relief
would not be available to the Company.

On page-three of the ruling, it is indicated that Section 1071 entitles a taxpayer to
relief under Section 1033 only where the reinvestment is made ". . . in the stock of
a radio (or telecast) facility'. The ruling also refers to a prior public ruling, Rev.
Rul. 78-269, wherein the Internal Revenue Service indicated, in a mirror image of
the Company's present situation, that a sale of a newspaper pursuant to an FCC
proposal and a purchase of a television station would qualify for relief.
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Inconsistencies betweenFC'C and IRS interpretations and need for clarification-
Senate bill 499

As indicated in Senator Moynihan's statement introducing Senate Bill 499,"...
the tax treatment in such cases should not turn on the order in which the assets are
exchanged. The test, rather, should be whether the taxpayer has been forced by the
FCC to sell and whether the assets he proposes to swap are sufficiently similar in
kind."

The purpose of enacting Section 1071 (as originally enacted as Section 112(m) of
the 1939 Internal Revenue Code) was stated in Rev. Rul. 73-73, 1973-1 Cum. Bul.
371, 372:

"The purpose of Section 1071 is to provide relief to taxpayers affected by the FC
policy of eliminating common ownership of certain directly competing communica-
tions facilities. See Senate Finance Committee Report, 1944 C.B. 1013, regarding
Section 112 (i) of the 1939 Code, the predecessor of Section 1071 of the 1954 Code."
Emphasis added.

When originally enacted, Section 1071 applied only to the radio broadcasting
industry because at that time the FCC policy was limited to fostering competition- in
the radio broadcasting area alone. Wen the FCC expanded its policies to the
telecasting industry, as the industry developed, Section 1071 was applied to that
industry as well. Treas. Reg. Section 1.1071-1(d) was enacted in 1956 to place into
practice comments made by the Senate Committee while it was considering the
conversion of Section 112(m) of the 1939 Code to Section 1071 of the 1954 Code. The
Senate Committee considered the "established meaning in the industry and in the
administration of the Federal Communications Act" in concluding that the term
radio broadcasting includes telecasting. See Senate Finance Committee Report 83d
Cong., 2d Sees., S. Rept. 1622 (1954) 429. The expansion of Section 1071 to include
television was in direct response to the growth in jurisdictional power of the FCC.
Although by definition the FCC had jurisdiction over television since the 1934
Federal Communications Act, actual television usage and FCC control over televi-
sion did not grow until the late 1940's and early 1950's. In 1953, the FCC issued
Docket 8967, Multiple Ownership of AM, FM, and Television Broadcast Stations, 18
F.C.C. 288 (1953) which directly limited the number of television stations which
could be owned by one company. The growth of the television industry and the
growth of FCC control over that industry (see F.C.C. Docket 8967 supra.) between
194 (tle original date of enactment of Section 112(m) of the 1939 Code) and 1954
(the date of the Senate Committee Report) was considered by the Senate Committee
when the relief provisions of Section 1071 were expanded to include FC forced
television divestitures.

Television stations and newspapers are related in service or usaqe. Both provide
information and entertainment to the public through use of media and generate
revenues by selling advertising. Revenue in both industries are based upon the size
of the audience attracted. The methods used to reach the audience are quite differ-
ent, but the basic concept of these two fields of communications is the same. It has
been argued before the FCC that television is an entertainment medium while
newspaper is a news medium (see Second Report and Order supra at 1065), but the
FCC has determined that these general differences are of no importance with regard
to its goal of promoting a diversity of viewpoints. The FCC has compared an
individual local television station and an individual local newspaper and finds them
quite similar-both are the primary sources of news, opinion and public affairs
p amming for a given localit,. See Second Report and Order supra at 1084. The

C, in recognizing the great similarities between newspapers and local television
stations, has determined that the diversity of viewpoints for a locality would be
adversely affected if the only sources of local news is from a local daily newspaper
and a local station owned by the same party. The divestiture orders are a demon-
stration of the FCC's belief that the two media entities are properties similar or
related in service and use. It would be unreasonable for the government to take an
inconsistent point of view for purposes of the rules set forth in I. R. C. Sections 1033
and 1071.

In order to effectuate the intent of Congress to provide tax relief to taxpayers who
are subject to this type of an FCC divestiture, the application of Section 1071 must
be expanded consistent with the FCCs expanded policies in this area as was done in
1956 when an expion of FCC power over television was recognized in the Tress-
ury _tions. The spirit of 1071 when initially enacted by Conpeos was to enable
the P toeasily implement its plans of forced divestitures rit hout concern about
burdensome tax consequences to the taxpayer. Thus, Section 1071 should be revised
to include newspapers" as qualifying reinvestment property as proposed in Senate
Bil 499.
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I appreciate the opportunity to submit my views on this matter and urge favora-
ble action by Congress on the Bill.

DEPARTMENT OF THE TREASURY,
INTERNAL REVENUE SERVICE,

Washington, D.C., September 16, 1980.
JOHN B. JOHNSON, President,
Johnson Newspaper Corp.,
260 Washington Street, Watertown, N. Y.

DEAR MR. JOHNSON: This is in reply to an updated letter received by the Service
on February 6, 1980, and subsequent correspondence submitted on the behalf of X
by X's authorized representative. In those letters you ask for rulings under section
1071 of the Internal Revenue Code-(the "Code").

The facts and representations submitted with the request are substantially as
follows.

X is a domestic corporation which owns and operates radio stations B and C,-
television station D and one newspaper in or near L.

On January 28, 1975 X was ordered by the Federal Communications Commission
(F.C.C.) to divest itself of either its newspaper or television station. This order was
issued by the F.C.C. on the basis of the Second Report and Order in Docket No.
18110; 50 FCC 2nd 1046 (1975) because X owned the only daily newspaper and only
television-station within L.

The management of X has determined its expertise lies in the newspaper field,
and has decided therefore to sell the assets of the television station. Using the
proceeds of the sale, X desires either to purchase stock in a corporation which
publishes and operates a newspaper, or to purchase the assets of a newspaper.

Section 1071 of the Code provides, in part, that if the sale or exchange of
properties is certified by the FCC to be necessary or appropriate to effectuate a
change in policy of or the adoption of a new policy by the FCC with respect to the
ownership or control of radio broadcasting stations, such sale or exchange shall, if
the taxpayer so elects, be treated as an involuntary conversion of such property
within the meaning of Section 1033. For purposes of such section as made applicable
by the provisions of this section, stock of a corporation operating a radio broadcast-
ing station whether or not representing control of such corporationshall be treated
as pr-operty similar or related in service or use to the property so converted.

Section 1033(aX2XA) provides, in part, that if property is involuntarily converted
into money, the gain, if any, shall be recognized except that if the taxpayer, during
the period specified in Section 1033(aX2XB), for the purpose of replacing the proper-
ty so converted, purchases other property so converted, at the election of the_
taxpayer, the gain shall be recognized only to the extent the amount realized upon
such conversion exceeds the cost of such other property.

Section 1.1071-1(aX1) and (2Xii) of the income tax regulations provides, generally,
that at the election of the taxpayer, Section 1071 of the Code postpones the recogni-
tion of gain upon the sale or exchange of broadcast property after December 31,
1957, if the FCC grants the taxpayer a certificate clearly identifying the property
and showing that the sale or exchange is necessary or appropriate to effectuate a
change in a policy of, or adoption of a new policy, by such Commission with respect
to the ownership and control of radio broadcasting stations.

In Rev. Rul. 76-319, 1976-2 C.B. 242 the test for determining whether two proper-
ties are similar or related in service or use is outlined. Rev. Rul. 76-319 refers to
Rev. Rul. 64-237, 1964-2 C.B. 319 which states that, with respect to an owner-user,
property is not considered similar or related in service or use to the converted
property unless the physical characteristics and end uses of the converted and
replacement properties are closely similar.

Rev. Rul. 78-269, 1978-2 C.B. 210 provides that where a corporation divests itself
of newspaper stock pursuant to a F.C.C. proposal (a F.C.C. "tax certificate" having
been granted) the purchase of stock in a television station would cause nonrecogni-
tion of any gain realized on the transfer pursuant to sections 1033 and 1071 of the
Co oe. .. .

In the present case, X intends to divest itself of its television station and reinvest
the proceeds in the stock of a newspaper. This fact pattern is the opposite of that
outlined in Rev. Rul. 78-269 and contrary to the wording of section 1071(a) of the
Code in that X will not use the proceeds to reinvest in the stock of a radio broadcast
(or telecast) facility. Section 1071(a) provides a limited exception to the provisions of
Section 1033of the Code. That limited exception requires the taxpayer to reinvest in
the stock of a radio broadcast (or telecast) facility.
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Additionally, Rev. Rul. 76-319 provides that in order for properties to be similar
or related in service or use to an owner-user such properties must meet two tests in
that both must have similar physical characteristics and the end uses of the con-
verted and replacement properties must be closely similar.

To determine whether a television station and a newspaper have closely similar
physical characteristics it is necessary to compare the equipment used to publish a
newspaper with the equipment required to operate a television station. We do not
believe the equipment used to operate a television station is closely similar to the
equipment used to publish a newspaper. Thus, the physical characteristics of the
replacement and converted properies in this case are not similar. Consequently,
there is no need to discuss whether the "end uses" of the two properties are
substantially the same.

Accordingly, based solely on the facts and representations outlined above we
make the following findings:

(1) Assuming the F.C.C. issues a certificate as outlined in section 1.1071-1(2Xii) of
the regulations covering the sale of station D, such sale will be considered an
involuntary conversion within the meaning of section 1033 of the Code.

(2) As Xs replacement of its television station assets with stock in a newspaper
meets neither the reinvestment provision outlined in the second sentence of section
1071(a) of the Code, or the similar or related in service or use test outlined in Rev.
Rul. 76-319, any gain realized by X on the above transaction may not be deferred
under the provisions of sections 1033 or 1071 6f the Code.

A copy of this letter should be attached to X's tax return for the tax year in
which the transaction covered by this ruling is consummated.

Pursuant to a power of attorney on file with this office, we are sending a copy of
this letter to your authorized representative.

Sincerely yours,
JOHN L. CRAWFORD,

Chief, Corporation Tax Branch.
[Whereupon, at 12:12 p.m., the hearing adjourned subject to the

call of the Chair.]
[By direction of the chairman the following communications were

made a part of the hearing record:]

ALDEN, BURNS, HARTEL & PIERCE,
Wayne, Pa., April 18., 1981.

ROBERT LIOHTHIZER, Esq.,
Chief Counsel, Senate Finance Committee,
Washington, D.C 20510.

DEAR MR. LIGHTHIZER: Encolosed is a statement concerning S. 388 and S. 446
which I submit to the Committee for its record.

I also make the observation that the use of the term "wrap around" was the kiss
of death for these forms of annuity because it distorted the Internal Revenue
Service's understanding of them. The Service focused on "who" made the invest-
ment decision rather than all of the other elements which these annuities have in
common with other forms of annuities. Realistically, an annuity is a long-term
investment contract which is used when a policyholder is attempting to provide for
future needs. In a variable annuity, the investment risk is on the policyowner. The
so-called "wrap around" annuities recognized that if the policyowner bore the risk,
it made sense to give him a say in investment management. The amount of Federal
Tax Revenue is unchanged by "who" makes the investment decision except that
better decisions will produce more income to the policyowner and more federal tax
dollars.

I appreciate the opportunity to add my voice to a call for corrective legislation.
Very truly yours,

ARTHUR P. HARTet, Jr.
Enclosure.

STATEMENT OF ARTHUR P. HARTEL, JR.
Mr Chairman and members of the subcommittee: I am an attorney in private

practice in Wayne, Pennsylvania and have advised a number of companies concern.
ing the impact of Revenue Ruling 77-85 and Revenue Ruling 80-274. Because of my
concern for the adverse impact on the economy caused by the Revenue Rulings, I
attended the public hearings held March 30, 1981 by the Subcommittee on Taxation
and Debt Management. The testimony of the many witnesses who spoke in favor of
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S. 388 and S. 446 makes a compelling argument for Congressional action to restore
the investment annuity and savers annuity to the marketplace.

Prior to entering private practice, I was General Counsel of First Investment
Annuity Company of America IFIAC) and its parent company, Investment Annuity,
Inc. Those companies were the most severely impacted by Revenue Ruling 77-85. 1
was deeply involved in the discussions and negotiations with the Internal Revenue
Service and the Treasury Department which led up to the issuance of Revenue
Ruling 77-85. After the ruling was issued, I was part of the litigation team that won
the lawsuit against the Internal Revenue Service in the Federal District Court for
the District of Columbia. The District Court held unequivocally that the form of
variable annuity known in the industry as the investment annuity was legally
entitled to be treated as any other annuity under Section 801(gXlXb) of the Internal
Revenue Code. On the appeal of the Internal Revenue Service, the Court of Appeals
ruled that FIAC's suit was barred by the Anti-injunction Act. The merits of the case
were not reached by the Court of Appeals.

The Treasury Department opposes the passage of S. 388 and S. 446. Their princi-
pal concern is that Congress should not enact these bills because to do so would'foreclose the Internal Revenue Service from interpreting the law by depriving it of
authority to issue a particular ruling." For Congress to refuse to correct the situa-
tion caused by the issuance of these rulings would leave the taxpayers without any
relief within our system of government. The need for relief is particularly urgent in
this case because the Service issued interpretations of the law upon which the
taxpayers relied and then reversed those interpretations. The taxpayers and the
persons with whom the taxpayers did business in reliance on the original rulings
ave all been severely harmed by such reversals. Since the Anti-Injunction Act bars

the taxpayers from obtaining relief from the courts, the taxpayers are without relief
unless that relief is provided by Congress.

Chairman Packwood asked if there is a legislative solution to the problem of the
Internal Revenue Service reversing private letter rulings that it has issued. There is
a legislative solution. Congress, on a previous occasion in which the taxpayers had
no judicial relief and Congressional relief on. a case by case basis was impractical,
enacted legislation providing access to the courts. The situation involved the qualifi-
cation of organizations as charitable organizations under Section 501(cX3) of the
Internal Revenue Code. Congress provided for judicial relief in the form of a
Declaratory Judgment. This Congressional action has been codified as 26 USC Sec.
7428. This section provides the taxpayer with the opportunity to obtain a Declara-
tory Judgment with regard to its status as a charitable organization under Section
501(cX3) of the Code.

A similar statutory procedure could be developed by Congress to provide judicial
review in those situations such as faced by Investment Annuity, Inc. and FIAC.
Their attempt to review Revenue Ruling 77-85, which reversed over seventy (70)
private letter rulings and a prior published Revenue Ruling [issued over a period of
some eleven (11) years], was thwarted by the Anti-Injunction Act, even though the
only court to rule on the merits of the case upheld the legality of the investment
annuity.

The technical aspects of such legislation can be worked out to provide protection
to a taxpayer who relied upon private letter rulings and, at the same time, protect
the Internal Revenue Service's prerogative to interpret the tax code. The details of
such legislation are best left to fuller consideration with respect to a specific
legislative proposal. In future cases, the Declaratory Judgment procedure will pro-
tect the rights of a taxpayer who has relied upon a private letter ruling if the
Internal Revenue Service subsequently reverses the interpretation.

However, such prospective legislation will not restore the investment annuity or
the savers annuity to the marketplace. These annuities, like other insurance poli-
cies, are approved for sale to the public by the various state insurance departments.
While the Treasury Department's objection to the form the legislation encompassed
in S. 388 and S. 446 deserves some consideration, the Internal Revenue Service
should not have the prerogative to select one or more forms of annuity to which it
will extend the tax treatment provided for by Congress and deny that same treat-
ment to other forms of annuities. All annuities which have been approved for sale
by a state insurance department should be afforded the same federal tax treatment
appropriate for either a fixed or variable annuity.

The investment annuity and the savers annuity stimulate capital formation and
savings and provide deferral of current income tax only during the period of
accumulation. Ultimately, the tax is paid when the income from the annuity is
received. These annuities, more than others, specifically fulfill America's current
economic needs. Since some form of legislation is needed to restore the investment
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annuity and the savers annuity to the marketplace, Congress should take such
affirmative action as necessary to accomplish this result.

STATEMENT BY THE AMERICAN BANKERS ASsoCIATION

S. 388 and S. 446 Taxation of annuities
The American Bankers Association is a trade association composed of more than

13,000 banks, over 90 percent of the full service banks in the country. Because
"investment annuities" could provide an important incentive to save and because
they may provide an important part of the retirement security of many bank
customers, the Association supports legislation that would restore the tax treatment
afforded these annuities prior to Revenue Rulings 77-85 and 80-274.

In September, 1980, the Internal Revenue Service reversed its ruling position on
tax treatment-of the income earned by a separate asset account that is invested at
the direction of an annuity contract in a deposit account in a financial institution.
Prior to the September ruling, the Service had held that the income was taxable to
the insurer. Then, in Revenue Ruling 80-274, the Service held that the policyii6lder
is the owner of the deposit account and thus its income is taxable to the policy-
holder. This holding is contrary to the law and to the facts. An annuity contract
requiring the investment of the separate asset account in a deposit at a bank or
thrift institution is virtually identical to the more traditional variable annuity
contract except that it directs the investment as opposed to giving the insurance
company investment discretion over the separate account. The mortality risk as-
sumed by the insurer is similar to that assumed under other forms of annuities, and
the policyholder's right to withdraw a part or all of the cash value of the policy
prior to the annuity date is the same as in most annuities.

The insurer in the deposit related' annuity receives a fee out of the first premium
and any subsequent premium and receives an annual fee from the separate asset
account. Should there be a withdrawal of the cash value prior to the annuity date,
there may be an additional fee. There is no contractual relationship between the
policyholder and the financial institution. The policyholder's rights are derived
solely from the annuity contract and the insurer may satisfy its obligation to the
policyholder using funds derived from sources other than the deposit account.
Despite all this the Service held the policyholder to be the owner of the deposit and
liable to pay tax currently on its income.

The Service based its holding on Revenue Ruling 77-85, a thoroughly discredited
ruling that the Service refuses to abandon. The subject of this ruling which also was
a reversal of many prior rulings, was "investment annuities." These annuities also
are virtually identical to the traditional variable annuity except for the investment
provisions. The contract involved in this earlier ruling gave the policyholder invest-
ment discretion over the assets in the separate account. Again the insurer under the
investment annuity contract assumed the mortality risk and the policyholder had
no direct ownership interest over the separate account assets. Nevertheless, the
Service held that the income of the account was currently taxable to the policy-
holder.

Revenue Ruling 77-85 was challenged in the federal courts. The U.S. District
Court for the District of Columbia in a well reasoned and persuasive opinion in
Investment Annuity, Inc. v. Blumenthal, 442 F. Supp. 681 (1977), held the Revenue
Ruling "erroneous and unreasonable and, therefore, unlawful and beyond the statu-
tory authority of the IRS." Judge Charles R. Richey initially decided not to grant
injunctive relief against the IR on the assumption that it would proceed appropri-
ately, in good faith, and in a manner fully consistent with the declaratory relief
granted without the coercion of a court order. Subsequently, the Court felt com-
nalled to enjoin the Service and the Service appealed the case. On appeal, the U.S.

court of Appeals for the District of Columbia reversed the District Court for lack of
jurisdiction without reaching the merits of the case, Investment Annuity, Inc. v.
Blumenthal, 609 F. 2d 1 (1979).

The Congress by enacting the Anti-Injunction Act and the tax exceptions to the
Declaratory Judgment Act prevented the courts in this case from requiring the IRS
to comply with the law. Because of actions of other federal and state agencies, the
plaintiffs have been unable to relitigate the issue in the tax court or m a refund
suit. Therefore, we urge the Congress to take steps to require the Service to comply
with the law. The enactment of S. 388 and S. 446 would have this effect. The
Association shares the concern expressed by many members of the tax bar, includ-
ing present and former Treasury and IRS officials, over legislation which directs or
foids a particular interpretation of the Internal Revenue Code of 1954, rather
than amending the law. In the case of Revenue Rulings 77-85 and 80-274, however,
judicial relief is foreclosed and administrative relief has been denied, even after
Revenue Ruling 77-85 was held by the district court to be erroneous. There is no
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other, or more appropriate, relief available in this situation. It appears that this
type of corrective legislation might have been made unnecessary by better, more
informed, and candid consultation with representatives of the affected industry in
the formulation of Revenue Ruling 77-85. See Senator Hatch's remarks on pages
S17737-S17744, Congressional Record (daily ed.) for October 9, 1978.
. Enactment of this legislation is needed not only to put an end to the erroneous
interpretation of the law by the IRS but to revitalize the investment annuity,
Whether related to a separate account invested in bank or savings and loan deposits
or a separate account over which the policyholder exercises the investment discre-
tion. These annuities before IRS interference attracted many savers and provided
needed capital for housing and other econoinic growth. We urge the Subcommittee
to take action on this legislation at the earliest possible time.
S. 464 Taxation of private foundations

S. 464, which would eliminate the present payout rule that requires foundations
to distribute their entire realized income, is a significant step toward providing
foundations with the flexibility to continue their important charitable work. The
Association is pleased to offer its wholehearted support for this measure. We would
like to take this opportunity, however, to bring to your attention an obstacle facing
many community bank trust departments in the administration of small charitable
trusts. The "private foundation' reporting requirements as they apply to such trusts
are an example of regulatory overkill that threaten the ability of civic minded
individuals and organizations to support local charitable projects. Until small chari-
table trust-those with relatively row annual income level-are provided relief from
present regulatory requirements, public support for local charitable projects will
further diminish.

In the Tax Reform Act of 1969 Congress defined private foundations for the first
time for tax purposes. (Section 509 of the Internal Revenue Code). Throughout the
1960's foundations and charitable organizations were the subject of extensive criti-
cisms, including allegations that they furthered various tax inequities, were created
for private rather then philanthropic purposes, and did not actually achieve charita-
ble ends. In response to real and perceived abuses by foundations and to assure that
charitable institutions that benefitted from preferential tax treatment were answer-
able to the public and the government concerning their operations, extensive, de-
tailed reporting and regulatory requirements were incorporated in the 1969 Act. It
has now become apparent that charitable entities-vehicles for some of man's most
humanitarian and- progressive acts-are facing an erosion of their funding capabili-
ty because of the burden of complying with these well-intentioned requirements.

Th, Tax Reform Act of 1969 extended many of the private foundation rules to
non-exempt charitable trusts-which are empowered by their governing instru-
ments to Pay or permanently set aside amounts for charitable purposes. Although
Congress didnot receive abuses in the use or application of non-exempt charitable
trusts (unlike private foundations), it was feared that taxpayers might use such
charitable trusts to avoid the restrictions and requirements imposed on private
foundations. (Tax Reform Act of 1969, Senate Report, U.S. Code Congressional and
Administrative News, 91st Congress, 1st Session. 1969, Vol. 11. page 2123). In its
attempt to impose "equal" treatment on entities that provided funds for charitable
purposes, Congress did not take into consideration the fact that private foundations
and charitable trusts provide different functions, service different constituencies,
and do not operate under "equal" conditions or circumstances. The restrictions and
requirements imposed by the 1969 Act on private foundations were premised on the
theory that the public and the government had the right to know whether funds
going to foundations were in fact used for charitable purposes, but there was no
comparable concern with respect to the administration of charitable trusts.

Prior to the 1969 'Act, trust departments maintaining charitable trusts were
required to file an annual Fiduciary Form 1041 and show the charitable recipient of
the income. As a result of their classification as private foundations, charitable
trusts-Section 4947 trusts-may no longer file information forms that are simple
and inexpensive. In order to comply with the private foundation requirements, a
trustee of a non-exempt charitable trust must decide whether to seek exempt status
as a Section 501 (c) (3) organization, whether to file Form 990-Return of Organiza-
tion Exempt from Income Tax, Form 990PF-Return of Private Foundation Exempt
from Income Tax, Form 990AR-Annual Report of Private Foundation or some
combination thereof, and whether the 2 percent excise tax on trust income is
applicable or not. (Rev. Proc. 73-29, 1973-2 C.B. 483).

These requirements are particularly onerous in the case of very small charitable
trusts administered by community bank trust departments for a nominal fee. Small
trust departments have scores of these "mini" trusts established by civic-minded
citizens. For example, an individual may establish a $10,000 trust to enable the local

78-365 O-81--13
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university to offer scholarships to students who could not otherwise afford to go to
college. A trust may be created to fund a Symphony Society "chair" so that the
community can enjoy local concerts. A resident of a small community may desire to
provide funds to the Arts'Center through the use of a charitable trust. The trustee
of such a small charitable trust which might generate a negligible fee must spend
valuable time and resources in deciding which are the appropriate forms for that
particular trust and in filling out and filing the forms. If the trustee refers the
question to an accounting firm, their charges for the completed forms may be twice
the trustee's annual fee, and obviously cannot be absorbed by the trustee. Trust
departments which often administered small charitable trusts for local projects out
of a sense of civic responsibility can no longer afford to do so. Over the past 10 years
we have seen a significant decline in the number of these "mini" trusts established
by civic-minded individuals for public benefit purposes. This diminished use of
charitable trusts is not for lack of charitable motivation. It is simply the result of
too much federal regulation.

Small charitable trusts should be exempt from the reporting requirements of the
1969 Tax Reform Act applicable to private foundations if the trust's annual income
is below $20,000. These small charitable trusts should be allowed the option of filing
a simple Form 1041 disclosure or an annual statement (under oath) as to the
amounts of income generated by the trust and the purposes for which it is expend-
ed. Simplification for these lengthy and detailed provisions would enable community
bank trust departments to administer these trust in an efficient and inexpensive
manner. It would also encourage the establishment of new charitable trusts. More-
over, it would significantly reduce the time and financial resources expended by the
Internal Revenue Service in their review of the voluminous paperwork now re-
quired. Finally, and most importantly, regulatory reform of this kind will reaffirm
the government's support for the public's involvement in local charitable efforts.

COUNCIL OF MICHIGAN FOUNDATIONS,
Grand Haven, Mich., April 15, 1981.

COMMnIr ON FINANCE, U.S. SENATE,
Subcommittee on Taxation and Debt Management,
Dirksen Senate Office Building, Washington, D.C

DEz" SENATOR PACKWOOD AND GxNTLID N: The Members of the Council of Michi-
gan Foundations (CMF) wish to go on record in support of S. 464 to eliminate the
mandatory dispersal of the entire realized income of a foundation and to keep the
requirement to distribute at least five percent of the value of its investment assets.

CMF is an association founded in 1973 of 183 grantmakers including private and
community foundations, banks and corporate giving programs. It is the primary
objective of CMF members to enhance the human condition, particularly in the
state of Michigan. While CMF Members retain over 90 percent of the foundation
asset value in the state, more than one-half of the members represent foundations
with less than $1 million in assets. These foundations are located in several Michi.
Fancommunities and are bringing private resources to public needs in the areas of

human services, education, health, the environment and the arts in their local
communities. The recipients of these funds, both local charitable institutions and
individuals, as well as the grantors themselves are most anxious that the grantmak-
ing capability of these resources be available in real terms for the future.Michigan private foundations have paid out more than 5 percent in several years.
According to recent statistics released by the Foundation Center in 1979 Mican
foundations paid out 7.9 percent. (National Data Bo6k 1979)

S. 464 will not change interest in continuing to meet the charitable needs of
society, however it will allow for foundations to plan an investment portfolio with
the potential to meet future needs. Under current law that insurance is not possi-
ble.

Sincerely,
WILLIA S. WHE=,

Chairman.
Doamerw A. JoHNSoN,

Executive Director.
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FEDERAL HOME LOAN BANK BOARD,
Washington, D.C, March 27, 1981.

Hon. RODBERT PACK WOOD,
Chairman, Subcommittee on Taxation and Debt Management,
Committee on Finance, US, Senate,
Waehington, D.C.

DzAR SENATOR PACKWOOD: We understand that on March 30, 1981, the Senate
Finance Subcommittee on Taxation and Debt Management will hold a hearing on S.
446, which provides that the Internal Revenue Code of 1954 is to be applied without
regard to Revenue Ruling 80-274. This ruling disallowed the deferral of taxes upon
earnings of Federally-insured savings and loan deposit instruments that fund cer-
tain annuity programs, holding that the annuitant continues to own the instru-
ments even though they are in the possession and control of the insurance company
as payment for the annuity contract. Because enactment of S. 446 could have a
Significant, positive impact on the thrift industry and, hence, on housing, we wish to
take this opportunity to express our support for this legislation. We would appreci-
ate it if this letter would be made part of the official hearing record.

As you may recall, shortly after Revenue Ruling 80-274 was announced, former
Bank Board Chairman Jay Janis wrote a letter to former Treasury Secretary
William Miller explaining the Bank Board's opposition to the ruling.' Specifically,
former Chairman Janis noted the fact that strong arguments could be made that
the ruling is incorrect as a matter of law, and he expressed his concern about the
adverse impact of the ruling on savers' annuities plans because these plans "can be
a sig ificant incentive for increased savings by a major segment of the American
public, and because these annuity plans have the potential to become a significant
source of funds for Federally insured savings and loan associations." In view of
these considerations, the Bank Board recommended immediate withdrawal of Reve-
nue Ruling 80-274 and commencement of a rule-making procedure in which inter-
ested parties could participate. The Internal Revenue Serviqe, however, has neither
withdrawn the ruling nor commenced such a rule-making proceeding.

In our view, the particular importance of savers' annuities plans is that they are
generally used as vehicles for retirement savings, and thus could serve as a stable,
long-term source of funds for mortgage lending. Having such funds available is
extremely important in light of the enormous expected demand for housing in the
1980s. Supplying the mortgage credit needed to satisfy this demand will be an
enormous challenge for the thrift industry, which is facing unprecedented compet-
itive pressure for savings-its mortgage lending base-from commercial banks and
money market funds. We are seriously concerned that the net result of this situa-
tion will be a severe "gap" between our home finance needs and our ability to fund
them. Depending on assumptions used, we estimate that over 22 million new homes
will be needed in this decade. According to one estimate, by Regional Data Asso-
ciates, there will be a national shortage of mortgage funds that may reach $390
billion by the end of the decade, a 38 percent short-fall. Savers' annuities plans
could help to significantly reduce this long-term gap.

Apart from its long-term potential for assisting attainment of housing goals, S.
446 could provide vital relief for the thrift industry. In our view, savers annuities
lane could provide thrifts with an immediate and helpful influx of lower-cost,
onger-term savings deposits. To the extent savers' annuities plans would decrease

the long-term cost of such funds to S&Ls, they would relieve somewhat the great
pressure on mortgage credit availability and thrift earnings. Thus, for example, one
savings institution has informed the Bank Board that pre-Revenue Ruling 80-274
deposits related directly to savers' annuities plans represented 40 percent of the
S&L's total savings growth for the first nine months of 1980, and that without these
funds the S&L could not have made mortgage credit available to prospective home
buyers. Moreover, in a related vein, it is important to note that a primary factor
responsible for the current financial difficulty facing the thrift industry is the
mismatch between short-term liabilities (deposits) and lon7-term assets (mortgage
loans). Because the retirement-related money they attract is longer-term and less
volatile than other savings, savers' annuities plans could help to alleviate this
imbalance,- thereby relieving long-term financial pressures on both the savings and
loan and housing industries.

That current economic conditions, as well as increased competition for savings,
are having an adverse impact on thrifts is beyond dipute. For instance, net in-
crease in deposit flows in 1980 for FSLIC-insured institutions totalled only $41.0

1 The letter (attached) was submitted for the record by Mr. Robert Barrow during this
Subcommittee's hearing in the 96th Congress on S. 3082, S. 3094, and H.R. 6806. S. Rep. No. 106,
96th Cong., 2nd Sees. 125-26 (1980).
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billion, a mere 5.8 percent increase over 1979's inadequate savings. flow of $38.9
billion. The significance of this $41.0 billion amount must be discounted by the fact
that approximately three-fourths of this figure represents interest credited to exist-
ing accounts. More importantly, virtually all of this increase in deposits is attributa-
ble to an increase in accounts offered at market-related interest rates. Consequent-
ly the national cost of funds to associations increased from 7.5 percent in 1979 to
percentt in 1980. This had a dramatic impact on both the total of mortgage loans

made by thrifts and thrifts' earnings. Total mortgage loans made by thrifts-in 1980
fell to $71.8 billion 28 percent below the 1979 figure, while thrifts' earnings dropped
sharply between 1479 and 1980. Using return on average assets (ROA) as a measure
of profitability, the ROA for all FSLIC-insured S&Ls declined from .66 of 1 percent
to .13 of 1 percent. About 30 percent of thrifts suffered losses in 1980.

Current indications are that economic difficulties for the thrift industry in 1981
will be even worse than those experienced in 1980. For example, the deposit flow in
February, 1981, was 27 percent less than the flow in February, 1980, and thp lowest
February total since February, 1970. Mortgage loan commitments and closings for
February, 1981, fell significantly below their seasonal norm. The number of institu-
tions experiencing losses is increasing. In sum, the need for an immediate infusion
of low-cost savings accounts into S&Ls is important to the viability of the thrift
industry and the prospect for adequate housing in the future.

In addition to their beneficial impact on the availability of mortgage credit and on
the thrift industry in general, there are several other reasons why savers' annuities
plans are consistent with public policy. First, savers' annuities plans are beneficial
in that they allow individuals to plan for their own retirement. As noted in a recent
letter from Congressmen Annunzio, Hyde, and Roth, and Senators Lugar and
Symmato Treasury Secretary Regan calling for revocation of Revenue Ruling 80-

act i particularly significant given the finding of a recent study "which
indicates that 83 percent of the population is afraid of running out of money before
they run out of breath." Thus, savers' annuities plans clearly serve a public purpose
to the extent they quell such fears, while at the same time they alleviate pressures
on the social security system.

Second,- it is also useful to consider the type of person who purchases such plans.
Our information is that the majority of savers annuities plan consumers are older,
middle-income citizens who have either attained, or are approaching, retirement
age. As a practical matter, then, savers' annuities plans should not be viewed as a
tax loophole for the rich, but rather a broad-based program with cross-income
apaellly, it should be noted that the Congress has provided special tax treatment

for annuities in Sections 72 and 801(g)1XB) of the Internal Revenue Code, 26 U.S.C.
1§72, 801(g1XBX1976). Thus, notwithstanding the question of the legal validity of
Revenue Ruling 80-274, permitting tax deferral for savers' annuities plans would
constitute at most a mere extension of the degree of tax preference given to
annuities rather than the creation of a new class of tax deferrals.

In sum, we believe savers' annuities plans serve significant public policies. Ac-
cordingly, we urge the Coness toprovide tax deferral treatment for such plans by
enacting legislation, such as 5. 446, which specr.cally revokes Revenue Ruling 8-
274.

If I or any of my staff may be of army further assistance to you, please feel free to
contact us. Please note that, in accordance with 12 U.S.C. §250 (1976), this letter
has not been reviewed outside the Federal Home Loan Bank Board, and does not
necessarily reflect the views of the President.

Sincerely,
JOHN H. DALTON,

Chairman.
Attachment.

FEDERAL HOME LOAN BANK BOARD,
Washington, D.C., October 10, 1980.

Hon. G. WiUJAM Miuza,
Secretary, Department of the Treasury,
Washington, D.C

DAR MR. SECRWARY: I am writing to express my concern over the recent issu-
ance of Revenue Ruling 80-274. The practical effect of the ruling is to preclude the
use of group single premium retirement annuity contracts under which Federally
insured savings and loan associations are designated as group contract holders. I
believe the Internal Revenue Service should withdraw this recent ruling, and that
the Treasury Department and the Internal Revenue Service should reconsider care-
fully the legal and policy implications of the ruling.
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I am concerned about the adverse impact of the ruling on savings account funded
annuity plans because these plans can be a significant incentive for increased
savings by a major segment of the American public, and because these annuity
plans have the potential to become a significant source of stable funds for Federally
insured savings and loan associations.

Although Revenue Ruling 80-274 is limited ostensibly to the facts of a specific
type of annuity contract involving savings and loan associations, as a practical
matter, it raises major policy questions concerning the tax treatment of other types
of annuities as well. The ruin fails to provide any reasoned legal analysis for its
conclusion. In fact, strong legal arguments and precedent exist for concluding that
the ruling is incorrect as a matter of law.

In view of the important policy considerations and the complex legal questions
raised by the ruling, I believe it is more appropriate for a decision on the tax
treatment of these annuity contracts to be the subject of a proceeding that would
provide interested individuals and governmental agencies, including the Bank
Board, an opportunity to participate, Therfore. I recommend immediate withdrawal
of Revenue Ruling 80-274 and commencement of a rule-making proceeding to con-
sider the important and difficult issues raised by this ruling.

Sincerely, JAY JANIS, Chairman.

INDEPENDENT BANKERS ASSOCIATION OF AMERICA,
Washington, D.C., April 2, 1981.

Hon. ROBERT PACKWOOD,
Chairman, Subcommitte on Taxation and Debt Management,
Dirksen Senate Office, Washington, D.C.

DEAR SENATOR PACKWOOD: Of March 30, 1981, the Subcommittee on Taxation and
Debt Management conducted a public hearing which included discussions on two
Senate bills, S. 388 and S. 446, concerning taxation of annuities. The bills propose to
reyoke two rulings by the Internal Revenue Service (Revenue Ruling 77-85 and 80-'
274) which curtail tax saver annuities.

Several insurance companies began offering these tax deferred annuity programs
in the 60's with annuity funds invested in certificates of deposit at financial institu-
tions. Approval for the programs was granted by the IRS in private letter rulings.

Since the annuity was owned by the investor and the savings certificate by the
insurance company, the owner of a tax saver annuity had taxes deferred until the
annuity was withdrawn. Consumers, including small savers, were afforded an oppor-
tunity to facilitate personal savings for retirement, education or the purchase of a
home. Financial institutions received a stable infusion of new deposits.

The IRS Rulings 77-85 and 80-274 revoke the legality of the annuity contract and
place ownership of the savings certificate with the investor rather than the insur-
ance company. This action has resulted in the termination of the tax saver annuity.
The U.S. District Court for the District of Columbia has described Revenue Ruling
77-85 as "an erroneous and unreasonable interpretation of the Internal Revenue
Code." Both rulings contradict the earlier private letters issued by the IRS. Further-
more, the authority implied in the rulings has been considered by some as an
usurpation of the prerogative of Congress to establish rules for annuity contracts
and to determine technicalities affecting taxation.

The Independent Bankers Association of America supports S. 388 and S. 446 and
views both as highly significant measures directed toward increasing capital forma-
tion and encouraging personal saving.

With some minimums as low as $1,000, the tax saver annuities offered an attrac-
tive rate of saving to a wide range of consumers. Either as a hedge against the
uncertain feasibility of Social Security for retirement protection or as an effective
savings plan for the future home buyer, the tax saver annuity provided a viable
investment program to help offset inflation.

Currently the rate of personal savings is only 4 percent of disposable income.
Over 40 bills have been introduced in Congress for tax exemption on savings to
counteract this situation. The tax savers annuity program would provide an impor-
tant incentive for reversing the present inflation pattern which discourages saving.

Passage of S. 388 and 5. 446 rescinding IRS Rulings 77-85 and 80-274 would
benefit financial institutions in many ways. Presently commercial banks and espe-
cially thrift institutions are experiencing unprecedented outflows of deposits to
money market funds. Attempts to compete with the higher rates offered by the
money market funds have helped to increase the cost of money to financial institu-
tions. These higher costs have in turn accelerated inflation with higher interest
rates and have contributed o an overall shortage of funds available for lending. The
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situation is compounded in certain geographic areas where deposit outflows at
financial institutions going to money market funds are often reinvested in East
Coast money center banks. Tax saver annuity funds placed in certificates of deposit$
at financial institutions would not only improve capital formation but would also
allow the funds to be invested locally. ---

In conclusion, the Independent Bankers Association of America supports 5. 888
and S. 446 and urges the Committee on Taxation and Debt Management to promote
passage of the legislation.

Sincerely, W. C. BRNNrrr.

LUND LEViN & O'BRISN,
Washington, D.C., April 15, 1981.

ROBET E. LiOHTHiZER, Esq.,
Chief Counsel Committee on Finance,
Dirksen Senate Office Building, Washington, D.C.

DEAR MR. Lioiimizim: The written statement submitted by Assistant Secretary of
the Treasury John E. Chapton at the hearings on March 30, 1981 referred (at p. 5)
to Section 801(gX1XA) of the Internal Revenue Code. The statement made no refer-
ence to Section 801(gXIXB).

However, it is Section 801(gXXB) that is relevant and controlling as regards the
tax treatment of the annuity contracts of our client, International General Insur-
ance Corp. These annuity contracts are described in the statement of the company's
president, Robert R. Barrow, who testified in support of S. 446.

In 1959, Congress added Section 801(gXl) to the Code to provide that the term
"annuity contract" includes a variable annuity. Congress recognized that since it is
the assumption of mortality risk that is at the heart of an annuity "contract, it
makes no difference whether the annuity contract provides for a fixed annuity
payment or a variable annuity payment. S. Rep. No. 291, 86th Cong., 1st Sees. (1959-
2 C.B. 770, 795).

In 1962, to accommodate. and implement state insurance laws, Section 801(gXl)
was enlarged upon. Congress added a new provision to deal with the many variable
annuities that were being issued by companies maintaining one or more separate or
segregated asset accounts as provided by state insurance law. S. Rep. No. 2109,
1962-3 C.B. 1180, 1184. Accordingly, Section 801(g)X) was redesignated Section
801(gX1XA) and a new subsection was added dealing with segregated asset ac-
counts. 1

The new provision, Section 801(gX1XB), provides in pertinent part:
"(B) contracts with reserves based on a sgeated asset account-For purposes of

this part, a 'contract with reserves based on a segregated asset account' is a
contract-

(i) which provides for the allocation of all or part of the amounts received
under the contract to an account which, pursuant to State law or regulation, is
segregated from the general asset accounts of the company,

(i).. . which provides for the payment of annuities, and
(iii) under which the amounts paid in, or the amount paid out, reflect the

investment return and the market value of the segregated asset account."
The Senate Finance Committee stated in this regard, S. Rep. 2109, 87th Cong., 2d

Sess. (1962-3 C.B. 1180, 1184-1185):
"... The segregated asset accounts referred to are those which provide for the

payment of annuities where as a result of state law or regulation the amounts
received are segregated from the general asset accounts of the life insurance compa-
ny and where te amounts paid in, or the amounts paid out as annuities, vary with.
the investment return and market value of the segregated asset account.'

The annuity contracts issued by International General Insurance Corp. meet the
letter and intent of Section 801(g)1XB). Under these contracts, the premium re-
ceived is allocated to an account which, pursuant to state law, is segregated from
the general assets accounts of the company; the contracts provide or the payment
of an annuity; and the amounts paid out reflect the investment return and market

'Section 801(gXIXA), to which Mr. Chapoton's statement refers, provides:
Contracts with reserves based on segegated asset accounts.-
Defmntlons.-A Annuity contracts include contracta.-For purposes of this part, an

'annuity contract' includes a contract which provides for the payment of a variable annuity
compute on the basis of recognized mortality tables and the investment experience of the
company issuing the contract."
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value of the segregated asset account. These annuity contracts thus satisfy the
statutory requirements and are, therefore, entitled to annuity tax treatment.

Rev. Rul. 80-274, which was invoked to withdraw the annuity tax treatment
previously granted to these annuity contracts, neither considered nor analyzed
Section 801(gXIXB), the controlling statutory provision. Indeed, Section 801(gX1) was
not even mentioned in Rev. Rul. 80-274.

I would appreciate the inclusion of this statement in the record of the hearings.
Very truly yours, JOSEPH B. LEVIN.

STATEMENT OF THE EDNA MCCONNELL CLARK FOUNDATION IN CONNECTION WITH
S. 464 AND S. 501

We agree wholeheartedly with the -idea of setting the minimum annual pay-out
requirements for private foundations at a fixed rate.

We agree not because we want to maintain our assets in perpetuity but because
we are trying to benefit our grantees in the best way possible. In our case that
means working within four tightly targetted program areas where strategic and
plans for implementation have been carefully thought out and programmed. It takes
time to develop such programs and to implement the strategy constructed for them
in what we feel is the most constructive way. We could, of course, in years such as

.1979-81, when our income was unusally high, merely distribute general purpose
grants to established institutions. But we do not like to make general support
grants, nor do we want to make grants which have not been thoroughly researched
or their relationship to our program areas. The distribution requirement based on a

6-percent return compared with a 9-percent return on a portfolio such as ours
(which totals over $200 million) would range from $12 million to $18 million. This
causes very broad fluctuations in distribution requirements and makes sensible
contructive program operation in the best interests of our grantees most difficult.

From an investment standpoint it seems to us that when yields in the fixed
income market are at double-digit levels, and yields on common stocks are at a high
level historically, the value of the stocks and bonds on which this income is yielded
is depressed. It is a chicken and egg proposition. Are yields high because prices are
depressed or are prices depressed because yields are high? In any event, more often
than not the total return would fall someplace between the price action and the
income yield. Stabilizing the distribution requirement would enable foundations to
construct investment policy based on what we hope are sound investment consider-
ations. Having the distribution requirement necessitate full payout in times of high
yielding markets could- tend to make tax consequences influence investment policy
in a way which would really not be in the best interest of grantees-or of founda-
tions' ability to finance grantees.

STATEMENT OF THE CHARLES STEWART Mo'r FOUNDATION

The Charles Stewart Mott Foundation is a private foundation located in Flint,
Michigan. The majority of its charitable activities relate to education and communi-
ty improvement in the Flint area. The Mott Foundation fully supports S. 464, and
its companion bill, H.R. 1364. Though not all of the provisions in the bill would have
a substantial effect upon the Mott Foundation, we believe that all of the provisions
will be good for the charitable community and in the long run for the general
public.

In particular, we have been concerned for a number of years with the erosion of
private foundation assets which has taken place as a result of inflation and the
requirement of the Tax Reform Act of 1969 that foundations pay out all of their
income, even if most of that income is illusory rather than real.

In our view, the continued support of charitable activities by foundations is
essential to the well-being of this country. Particularly at a time when the adminis-
tration is seeking drastic cutbacks in the degree of government involvement in
education and human resources development, it is essential that foundations be
made as strong as possible.

By reducing the amount which foundations are required to distribute to a flat 5
percent of net asset-qtae'S7464 will help to insure the long-term viability of
private foundations. There are those who would say that increases, rather than
decreases, in distributions by foundations are required by the government's reduc-
tion of services to the public. This is true only if we wish foundations to serve short-
term needs while destroying their ability to benefit the public over the long run. If
foundations are required to pay out amounts in excess of their real income, while at
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the same time suffering restrictions on their ability to attract contributions, also as
a result of the Tax Reform Act of 1969, they will eventually be unable to provide
the services which the public has come to expect and which have become more and
more important with the reduction of government activities.

For these reasons, we believe that the payout reduction is the most important
provision of S. 464. The Mott Foundation has prepared a short analysis of the effect
of inflation and the payout requirement upon private foundations. This analysis,
entitled "Foundations: Scheduled for Extinction?", is attached to our statement and
we respectfully request that it be included in the record of these hearings.

The remaining provisions of S. 464 are also useful and necessary changes in the
portions of the tax code governing private foundations. The exemption of small
grants from expenditure responsibility requirements would remove an unnecessary
administrative burden from foundations without creating any potential for abuse.

The change in the definition of family members would relieve foundations of the
unnecessary task of keeping constant track of the stockholdings of remote descen-
dants of disqualified persons. Again, this would provide little, if any, potential for
abuse.

Finally, the provision of the bill allowing a private foundation to rely upon the
determination of the Internal Revenue Service that an organization is a public
charity would alleviate a common problem called "tipping", in which the size of a
contribution by a private foundation to a public chanty in itself results in the loss
by the grantee of its public charity status. In most instances there is no reasonable
way of determining whether a small foundation will be "tipped" into private foun-
dation status by a private foundation grant. The resulting uncertainty diverts
private foundation grants from small charities and there would seem to be no
compelling polic9fustifying such diversion.

In conclusion, the Mott Foundation fully supports all of the provisions of S. 464
and its companion bill. In particular, the section of the bill removing the alternative
income payout requirement is essential to the continued financial health pf private
foundation.
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Foundations: Scheduled for Extinction?

An examination of the impact of inflation and the payout requirement
on the future of private philanthropy.

Charles Stewart Mott Foundation
Flint, Michigan

January 15, 1981
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Lnflation and current law threaten to turn the nation's
-vetefondations into an endangered species.

When Congress passed the Tax Reform Act of 1969, it
included provisions to require foundations to make an
adequate payout - It din't want them to fade out. But
that oul hapen. Fmodatins oould become in relatively
few years so emaciated, so week financially, that they
would mo ler hve m uh bneic e an tion 's
welfare

The United State is envied abroad for its prolIferation
o well endow* non-profi instlutions. Foundations and
charities have sometimes ben cel the "third ector"
f the econmyater the bu iness government sectors

There are approximately 22.400 active, prant-making,
pdvatefotxatona in the United States. Private founda-
toew generally established by an individual, come in all
sizes and are situated throughout the country. Many
foundations ae recognized for work that haa national
and internationalimpect. Foundations were Instrumental
In devel ngpolio and yellow fever vaccine@ and for the
introduction of new varieties of cereal crops that were
part of the o-alled "gree revolution." However, most
people know about foundations because of the work they

-doIthsrown communites wth local hibaerues. churches,
hospitals and civic organization

But nw the question must be asked: Are foundations
scheduled for extinction?

What has happened is that private foundation ae now
facing a ware erosionof the real value of their assets and
of thr granta they make. Three factors work together to
create this situation:

e Unprecedented inflation rates have hacked away at
foundation investment results. I

s The stock and bond markets have performed badly
during the last decade (See Table I and II)'

* The federal government requires that private founda-
ton ditibue etb* five percent of their adjusted
net set value or the income their investment* -
whichever is larger.

Ii R1-: t@ foundations in the United States gave
away 14 billion. That w a 24 permit increase over the
81.8 billion ranted a decade earlier in 190. However.

'Al abhesad Pot Mate Apps in thM Appwax at the
bek . tWe brochue.

since the Consume Prm index inreased by 96 percent
during that cade. the purchang value of the 1 , dollar-hop dramatically.

Tis recrd contrastsapoorly with the experience during
the prior decade from 1969 to 1969. In those ton yemr.
bomdation giving Wnreased from. IM mion to $~I WW
an increase of 156 Oiet. The Consumer Price Index
increased by only 26 percent during those years. So
foundation giving enjoyed substantial real gains.

Those directly acted by today's ded in purchasing
power ar the foundations' grantees - the thousands of
non-profit organizations that use foundation dollars to
provide a range of mervie and programnsbenefiting people
in communities acos the nation, and the world.

On Payouts, Prudence and Private Foundations
Since the 1920's. the motives and operating practices

ofprivat foundation have omeunder perodic Cones
slonal scrutiny. Then in 10, a se of tax reform beings
resulted in legislation which came to be known a theTax
Reform Act of 196.

One provision of this act was a payout requirement.
This mandted then-existing foundations to pay out either
a perentag of the market value of their assets or their
net investment income. whichever w larger. The
base rate. tartingin 1972. was fourpercent and increased
over the next four yeare in a seris of one-bhag pemet
annual incremental unt It reed Six percent. Foundations
established in I M or later we required to distribute the
greater of either six pect of the market value of their
anets or ther nt investment income

In 1976, the law was agan changed to relectt currnt
payout requirement whereby foundations must pay out
either a flat five pect of their net a"t value or the nt
income from investment., whichever is ulr. The payout
provisions were beneficial to charity in that they reqd
all foundatkn to be responsible for resonablepayouts.

h~AUOm bkm TW D~wet
Probably no oe in Congress in 1960 enviSionsd our

current inflation rate d i than 10 percent ayer. 8ince
the a s annul inflation rate was two percent during
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hard to Imagine. Today's high Inflation has brought high
Interest rates and dividend yields. Thus ndu/ations must
distribute their net income from Investments an amount
usually larger than the alternative payout requirement of
five perce t of net asset values. This situation was not
anticipated when the payout regulation was adopted.

Snce today's higher rates of return are a direct result of
higher inflation, they are not all real returns. Rather, they
are In great pert, merely compensation for inflation. The
requirement of total Income distn1rtion mens the certain
erosion of effective grant making in future years because
foundation are not lowed to reta this 'inflaon compen.
ation."

This could be compared to the Individual who spends
all his interest Income from savings today, stil expecting
that nest egg to support him in future years with a higher
cost of living. It cant be done Part of that Income must
be reinvested for the time when more dollars will be needed

-to buy the same amount of goods and services.
The mgM intent of Congress with the payout require-

meat was sound, However, conditions have changed and
the regulation Is now working to rapidly erode charitable
giving.

The Mott Foundatlo believes that a straight five perot
payout would better serve the grantee community in the
long run. Foundation asseta could then be better managed
to maintain their purchasing power In the future while
still meeting the basic objective of the payout requiromuet.

" Three Examples

The following three examples will show what happens
to foundation giving and portfolio values with inflation
at two percent as it had averged for the ten years preceding
the Tax Reform Act of 1969; at 10 percent as It ap-
proximates today; and at 10 percent but with a straight
five percent payoutrrequirement.

Portfolio listing ofl 60 rent stocks and 40 peye t
bonds have ben assumed in the following illustrations.
This is very close to the average stock-bond ratio that
exist today for many institutional portfolios, Including
pension plans, managed by fiduciaries responsible for an
appropriate balance of risk and return.

The figures used In preparing the bar charts and related
tables assume Implied-average rates of return that have
been available in the security markets during periods of
both two percent and 10 percent inflation.

Readers Note: The figures adassumptions underlying
theme examples can be found in the Appendix at the Pock
of this publication.

Example I: Inflation at Two Percent Annually
The top row of both bar chart aerle and the support.

ing figures in Table IlI show what happens over 30-
year period to the purchasing power of grant dollars
and the real value of a securities portfolio if inflation had
remained at two percent per year. Cash income iprted
would be less than five percent of the portfotivaue
(Table III, Portfolio I). So, according to the current
legislation, five percent of the portfolio value would be

granted each year. (Table III, Portfolio 11) This would
result in some annual encroachment of the portfolio for
distribution. But only a modest erosion of about five
percet over the entire 30-yer period would occur in
both the purchasing power of income granted and the
real value of the securities portfolio.

Example l: Inflaton at Ten Percent Annually
The middle row in both bar charts and the mppoNr

figures In Table IV-Portfolio I show the far less stable
situation now developing for foundations with inflation
running at ten percent per year combined with the current
payout rule.

With such high inflation, the cash income generated is
higher than five percent and therefore all this Inom
must be given away each year. Since no income can be
reinvested. both the purchasing power a the Voented
and the underlying real value of the securities portfolio
will erode. In 30 years, only 33 percent of the original real
value will remain.

Example III: A Better Way
The bottom row of both bar charts and the supporting

figures in Table IV.Portfollo II show what would result
with inflation at ten percent annually but with a change to
a straight five percent payout. Foundations would then
be pemitted to reinvest this additional income over five
percent. By doigts.t wuld be posdble toeam additional
dollars in future years to help maintain the real value of
both the portfolio and the grant making.

This change in the payout requirement would regain
the ity f fo datio that Mated when tbe legil
was first developed - at atim when inflation was only
two percent. Erosion continues with a strght flvepercent
payout, but It is modest.

According to the examples presented, a straight five
percent payout, would resultin aninitial reduction in the
amount of funds required for distribution as shown in
Bar Chart Example Ii and III (SeeTable IV, Portfolio I
and Ill. However. the highincome currently experienced
Is, in part, compensation for high Inflation which must
be reinvested If foundations and their grantees, are to
avoid sever9-reductlons in real terms in the coemn years.

In theory, the only way for investors to remain whole
over a long period of time is to pay out only the rea return
earned (seeTables IlI and IV-Portoo III). Examination
of Tables I and II shows that real turnss can vary
significantly over extended period of time Consequently,
if foundationpayout requirmntswere to l-s' amdon real
returns, one would have to use very lorn4-.n historical
records as guidelines. Such a document is the recent
reearh publicatio "Stock, Bonds Bill, and TInlatio:
His"tad Returns i 2.7ar by Ibbotson and asued
published in 1979.

It should also be noted that a straight pyout requirement
does not restrict any foundation from implementing a
larger payout. However, It would permit the individual
trusteesof each foundation to bette determine whether it
is to exist in perpetuity or for a limited time.
(Narrative emtinod on Pao 4)
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EXAMPLE I
Two Perent Inflation with Curmt Payout Requirement

Purchasing Power of Income Dlstributed" value Of the Securities Portfolio*

82.0~A=0 sesiwo

(Se Tbbe III -PItoo I1)
EXAMPLE 11

Ten Percent Inflation with Current Payout Requement

Purchasing Power of Income Distributed Value of the Securities Portfolio

I88.000

842,000 $00o0.0

$29.000 i i 477.00

tN0 19"0 2000 2010 1980 19"0 N00 9010

4..w Thbk IV ,Por4W l1

EXAMPLE III
Ten Petent Inflation with Five Percent Straight Payout Requirement

Purchasing Power of Income Distributed Value of the Securities Portfolio

" 0 .0 0 00 " 94 00 
0 " 8 .0 0 

,400 
0

t"0 190 2000 SOO iwo 010 100 sw010

"PortiaUoCcvwouU: 6 0stk. 40% bond (Se TbA, IV Portfoli Ii
Iinia PttolMo: 61 atIM
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A Ratioale for itence
Foundations have existed throughout civilied time In

ma form and axes. Evey - kor culture and religion
has felt the Med to enowge and institutmalixe phulan-
thropy In order to promote humen weUr

The aco ishment of fomdatIons and their grants
are a rationale for their continued existence.

Foundations have often served as the socia conscknce
of our society, working to Improve the state of the under.
privileged and the under-reprsented. Since the turn of
the entuy, foundations have wo ed to improve the plight
of decaying n lghborhoods in our urban centers and have
suppomo the work o hitora ly bc legend unv -
sities.

Foundations have taken the initiative to become more
involved In contemporary social Issue, putting their re-
sources to work to address the problem of youth unem-
ployment, deterioration of the Aneican family and energy
and environmental issues.

During the 1920's when many of the large private
foundations were formed, the federal government played
a minor role in social programming and education Today,
it has a major role in this area.

Whil the monetary resources f foundations are small
compared to those of the federal govsrnmnt, f0udations
do have the fxib ly to read quickly to d lopngtrends
and neds. They can quickly brg together the various
sectors, both public and private, to deal with problems.

The flexibility, and wilingnees to becDme involved in
merging modal "su s, are institutional strmgh Founds.

ton can we p d th sppot fr wal scale deontra.
tion projects which, if successful, can be replicated on a
wider scale.

Many foundations today have reached the point in their
giving where the dollar. they have wanted over the yrs
are g ter than their contributed capital - the money
given by the original donors for the establishment of the
foundation.

But with the current erosion of foundation finance, the
prospect for foundation-supported projects to make an
impact on our society's problems dim considerably. That
would be a shame. The nation needs the strength and
depth provided by its large variety of institutions, each
trying In its own way to make a constructive contribution
to the nation's welfare.
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APPENDIX

TABLE I TABLE 11

Total Annual Investment Returns Total Annual Investment Returns
(1926- 1978) (1906- 1978)

H Aiel Aum Ned Al Maned Aaid AMd Nd S iwd
6= mob ba sNme hbat 34w 160 lg

boo 0 -I0% gna -M b- -i -
COW" % - &S1 - C#11 COMMAND 5.55 407 a .^

Loaf Ta oe,. Bo& 0.% - ts a I. USg LTermOw.5 5.1* &A V. 4
Ulmli Womb L11% - & 3.8 U .% 1~Tiy % M . 4.1%

Soume: Stocks. Bods. Ble, e lolleia: Hktoulcl Retures
1192- 701 Ibbotes & Slnquuflnd. IM97.

TABLE III

Effect of 2% Rate of Inflation on 60% Stock -

40% Bond Portfolios with
Different Income Payouts

TU followin tables illustrate theffe of 2% rate of PORTFOLIO I
inflation on the constant dollar portfolio value and the
purebsint power of im m developed from three % - All Income Distrbuted'
stock -40% bond portfolios. The porfoo are Invested P~em
toprovldeatotal retrof G^ ,wlththebondsretunl P. '. ". ihem . b timue Wa sml
5% and the stocks 8% per y . 71 0% IretuWrom NI S SIAN oW WN.w W00,
stoke s aderIved 5% from capital apprsecatiorI and 3% IWO us"41 LIO4804 UAcs Aim8 41Ak5
fom cash Income In to first portfolio, the cash 1n 30 " , , Iik1. 46= ILM U 410

return of 8.9% is less than the minimum 5% payout 364 3.2A5 SAWMI ou" Kim 106M
~ ~ ~ ~ III Thcooal opprodation bar the docaswof 6% Pwar w uIs swm

to be relaveeted: 609 beck h" totcks and 40% Wue beadsmust occr and the effect o this encoachment is shown tbersby mwldalnthg 0 -.40% toack bod reto
In Portfolio 11. Portfolio I does not. reflect this encroach-
n PORTFOLIO II

In the second portfolio, 5% of the value is distributed
and 1.8% reinvested 8% stocks - 40% bonds earning at 5% Distributed, 1.8% Reinvested'
the same rates of return; and inthethird. thermal return - Pe,,.w
of 4.8% is distributed and 2% is reinvested 80% stocks. Nvd,.. V.odIn Te d I beeldw

Yew V" I em aileteWeld 1101004"ee40% bonds earning at the same rates of reurn 31 sn.oco s1.00MW ON 9" M W 810 S
1100 1.154MI L0,4 4&412 1,3 0 40,1w
M0n 1,45.7o "W" SUN 71.47 4AM5A : s1i0 3.7sl 5T.M 94.19 ".S Ms 47.,141

(I IlA portfolios begin with !,000,000 Invested 6O%in 117%a total return is . from th, poreetoo Invoed 00% In
stocks to return8%(% real return and 2%aninfltoni stocks at a 6% rMur ( inrat) wad 40% in -ban' ata 6%
and 40% bonds toreturn 5% 13% real return and 2% M. Of e tre tal r.*A Of A 6% it di . bli . I
inflatiom). 19 to be rid ta.

12) TI rate of inflation is assumed to be 2% pr yer. PORTFOLIO III
(3) "hedivedshomstocksprovdaan

yidd based on uaket value of 8% and the interest Real Return of 4.8% Distributed, 2% Rebnested
frm bonds provides a h cu yield based on
marketYlsof 5% for an overall cash Incomel m Ydb ted ykm-TO
of &%(0% stocks. 40% bonds). Y Yd. ImI De,,, bwe,. Dlo" I M Dolml

110 8.000,000 1,000..000 W 48000 U4s"Cow
14) ItIsssumedthatbondswll providearealreturnof 1911 s.O.so aooM 46 mn6" 4"Al oA

8%, a&u this I somewhat highanUhstorical Moo ,.97.0 0W 26 S OOD6 ,,. 4
rrs lO ,II I, 1.0000 Wun SO 8 Am80.

returnsIn pb's real rM i 4.8% wblh I. then total return a
6.9% drat,. 2% Insihtioa O( the otel r9tu Of 8%, 4.. is
dlerbea leaving 2% to be relaveeted.
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TABLE IV

Effect of a 10% Rate of Inflation on 60% Stock
- 40% Bond Portfolios with
Different Income Payouts

The following "as Mustrate the effect ofa 10% rateof
Inflation on the constant dollar portfolio value and the
purchasing power of income developed from three 60%
stock. 40% bond portfolios. The portfolios are invested to
provide a total returnof 14.8%, with the bonds returning
13% and the stocks 16% per year. In the first postfolio, all
Income is distributed; in the second 5% of the value Is
distributed and 9.8% reinvested 60% stocks- 40% bonds
earning at the same rates of return; and in the third, the
real return of 4.8% is distributed and 10% is reinvested
60% stocks -409 bonds erningat the same rates of return.

Assumptions:
1) AU portfolios begin with $I,000,000 invested 60% in

stocks to return 10% 10% real rebrn and 10% Inflation)
and 40% In bonds to return 13% (3% real return and
10% inflation).

(2) The rate ofInflation is assumed to be 10% peryear.
(3) The divldeds from stocks provide aah income

yield based on market value of 6% and the interest
from bonds provides a cash income yield based on
market value of 13% for an oveal cash income yield
of 8.8% (60% stocks - 40% bond).

(4) It is asumed that bonds will provide areelreturn of
3%, although this is somewhat higher than historical
returns.

PORTFOLIO I

All Income Distributed'

Newia. Vaase Islacam 6.WlIsI
Yem Valee I leieD t se Ditle s 41MDoos
11180 81,0 00 SnAo000 I 88,o0 a K88, Mum
1160 I,710.48 660.449 11,136 257 551 0,7601000 3 M 474.720 167.M m361M 4O.I

2010 6,743,491 329,11 504.427 06,427

411The capital app ecaUon from the stocks of 10% per year is
assumed to be reinvested: 60% back Into stocks and 40% into
bonds thereby maintaining the 60% - 40% stock bond ratIo.

PORTFOLIO II

5%/o Distributed, 98% Reinvested'
Its, .'*4 P55w 51

Neelad Vale Is Z.. lasse t.,*ls
YW V"s I M Dalm, lesee llsWmK IIM Del)
116 I 1=..00 11.000,000 6 6.000 8 0.000 680.000
I56 1.546,.67 162.6w M4.13 107.4 49.

0 148 3 664.Z6 6760= 24.2 4.13
3020 14. N&M1 2432961 826.114 47,U3

411Th* total return is 14.8% from the portfolio invested 00% in
stocks at 1 6% return 10% Inflations"~ 40% in bonds at a 13%
return. Of the total return of 24.8%. 5% Is distributed, Waving
9.8% to be reinvested.

PORTFOLIO III

Real Return of 4.8%
Distributed', 10% Reinvested

Pses01slag PIswalNeela lVshui l aem lases Dl41a~hed

Yso Val0e 16. 0 lw.0 lase00 Ia e4s 6 I66 D1LOmOI

2660 2.29374 AM0,000 Mw.40 214.00 46.ooo
10o 6.7-7.100 1.0000,00 396.020 322.Mlo A6.000
3010D 17.449,40 1.000000 1MAW654 837,371 6.0

(2 I The portlohos real return is 4.8% which Is the total return of
1 4.8% ininus 10% inflation. Of the total return of 14.8%. 4.8% is
distributed leaving 10% to be reinvested.
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STATEMENT OF THE NATIONAL AssoCIATION OF LF COMPANIzS IN SUPPORT or S.
388 mmD S. 446

The National Association of Life Companies (NALC submits this statement for
the Committee's hearing record in support of S. 388 and S. 446, bills which would
revoke Revenue Rulings 77-85 and 80-274 and reinstate the taxation of annuity
contracts with reserves based on a segregated asset savings account as it existed
prior to these erroneous IRS rulings.

NALO, headquartered at 3340 Peachtree Road, N.E., Atlanta, Georgia, represents
approximately 250 life insurance companies, most of which are small or medium-
sized. A number of NALC's member companies offer so-called "invetment" and"wrap around" retirement annuities. Thousands of low and moderate income
Americans have purchased these innovative annuity policies as one of the few
means avaP'ible to them for achieving a modest tax deferral while building a
personal retirement account. The value of these policies now has been destroyed by
the IRS' capricious decisions in Rev. Rul. 77-85 and 80-274.

For over a decade, the IRS has issued over 70 private and public rulings on
variable or investment annuities on which insurers, financial institutions, and small
savers relied in marketing and purchasing these annuity products. Prior IRS rulings
had treated the insurance company as the owner of the savings account which
provided the reserve for the annuity. Therefore, the annuity policyowner was not
taxed on the interest from the account prior to the annuity starting date. The IRS
was fully aware that the annuity industry and countless citizens relied on its prior
rulings. Suddenly, in Rev. Rul. 77-85, the IRS reversed its long standing position
and now holds that the policyholder, instead of the insurer, is the owner of the
savings account, and that interest thereon is includible in the policyholder's yearly
gross income. This position, therefore, destroys the tax deferral benefits of the
annuity.

NALC strongly objects to the IRS's new position as reflected in Rev. Rul. 77-85
and 80-274. From a public policy point of view, it is unwise to discourage this
important savings mechanism. Savings are critically important today for controlling
inflation, capital formation (especially for housing purposes) and retirement needs.
Small savers should not be denied the opportunity to achieve modest tax deferral,
while furthering legitimate public policy goals.

Not only does NAIT consider the current IRS position to be unacceptable from a
policy perspective, but we also believe that it is arbitrary and erroneous as a matter
of law. The U.S. District Court for the District of Columbia has ruled that Rev. Rul.
77-85 on which Ruling 80-274 is based, "is an erroneous and unreasonable interpre-
tation of the Internal Revenue Code." Unfortunately, this decision was overturned
on other "jurisdictional" grounds, and therefore this IRS ruling remains in effect.

The IRS s sudden reversal of its long standing interpretation of the Code was not
based on any statutory change, and is totally inconsistent with prior interpretations,
including those made contemporaneously with the passage of the applicable Code
provisions. This is simply an ill-conceived, bureaucratic unsurpation of Congress'
authority to make the law. Our democratic system does not provide for changing
the law by administrative fiat. This IRS action cannot be tolerated.

Accordingly, the NALC urges the Committee and the Congress to a prove prompt-
ly the pend legislation to revoke these erroneous IRS rulings and thereby allow
tax deferral for interest on these investment and wrap-around annuities.

WISCONSIN EMPLOYS INsu A cz Co.,
Green Bay, Wis., March 15, 1978.

State of Wisconsin,
Office of the Commissioner of Insurance,
Madison, Wi&
Attn: Mr. L. L. Schlinkert, Insurance Rate and Forms Analyst.

DmR Mu. SCHUNmmT. 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.

Please note that the Form numbers had been assigned incorrectly (WEG 381,
WEG 382 and WEG 883) on these Forms submitted to our department on February
17, and have been changed (WEIC 881, WEIC 382 and WEIC 383).

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.
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Thank you.Respectfully, JOHN M. LADWIG, CLU.

Enclosures.
DEPARTMENT OF THE TREASURY,

INTERNAL REVENUE SERVICE,
Washington, D.C., November 9, 1978.

WISCONSIN EMPLOYERS INSURANCE CO.,
Green Bay, Wis.

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

The Company is 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 depositors 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
account 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 sEvings and
loan will pay its 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) pr 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 (V2 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 policy, 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.

Accordingly, it is held that the Company will be the owner of the deposits in the
savings and loansplaced there in connection with the annuity plan, for purposes of
determining the Company's gross investment income under section 804(b) of the
Code.

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
letter may 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.

78-65 0-81-14
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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,
INTERNAL REVENUE SERVICE,

Washington, D.C., December 3. 1979.
WISCONSIN EMPLOYERS INSURANCE CO.,
277 Ridge Road
Green ay, Wis.
Attention: Mr. John Ladwig, C.L.U. Manager, Technical Sevices.

DEAR MR. LADWIG: 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 soley 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 I.R.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 formal 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 language 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 or 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 your authorized representative.

Sincerely yours,
GERALD FORTNEY,

Assistant Commissioner (Technical).

STATE OF WISCONSIN,
OFFICE OF COMMISSIONER OF SAVINGS AND LOAN,

Madison, Wis., March 28, 1978.
Mr. JOHN M. LADWIG, CLU,
Wisconsin Employers Insurance Co.,
Green Bay, Wis..

DEAR MR. LADWIG: Thank you for your letter of March 15 broadly outling the
group and program which Wisconsin Employers Irisurance Company plans to imple-
ment through savings and loan associations in Wisconsin. As you indicate in your
letter, it is the position of this office that no statutory or regulatory obstructions to
the plan which you describe exist provided the plan falls within the group exclusion
contained in state insurance laws.

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 deposit of that institution." It is my
understanding that an association's records in fact would only indicate at most a
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beneficial interest on the part of an individual, and that in reality the association
would be the depository for Wisconsin Employers Insurance Company. Restated It
is my impression that the association's account would either show Wisconsin Em-
ployers as the sole depositor or might indicate Wisconsin Employers 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 id an expense allowance for each certificate that is issued. We have no
problem with such a procedure, provided 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 association do not have the
capacity to act as a trustee for a plan such as that which you describe.

I hope that these comments are of assistance to you in formulating your program.
Should you have any additional questions please do not hesitate to contract us at
any time.

Sincerely,
BRAN T. KAYK, CFE,

Deputy Commissioner.

STATE OF WISCONSIN,
OFFICE OF COMMISSIONER OF BANKING,

Madison, Wis., August $0, 1978.
DEAR Ms. GRmMAClHER: I have received your letter of August 26, 1978, in which

you request an opinion relative to the authority of Wisconsin state banks to partici-
patp 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 oi your banks' 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 baik is
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
program 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.
Shouldyou have any other questions, please contact me.

Yours very truly,
T. E. PEDERSON,

Deputy Commissioner of Banking.

FEDERAL DEpOSrr INSURANCE CORPORATION,
OFFc or n GENERAL COUNSEL,

Washington, D.C, June 4, 1980.
Jurm A. HASENAUm, Esquire,
Blazzard, Grodd and Hasenauer,
Westport Conn.

DzA M. HASzNAUKE: This is in response to your inquiry regarding the deposit
insurance coverage of certain bank deposits to be he d 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 Wisconslu Employers Life Insurance Company ("Insur-
ance Company") in exchange for an annuity contract funded by that account. The
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account is re-registered in the Insurance Company's name. The bank pays its usual
interest on the deposits and receives exp nse 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) according
to the contract, the annuitant shall have the benefit of the entire principal of and
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-ing to Wisconsin law, upon liquidation of the Insurance Crnpany, 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
rights and capacities in which deposit 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 C.F.R. Part 330.

FEDERAL HOME LOAN BANK BOARD, -

Washington, D.C., May 5, 1980.
Ms. JUDITH A. HASENAUER,

Blazzard, Grodd & Hasenauer,
Westport, Conn.

DFRA 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, and
asked about the insurance of accounts held under an annuity contract offered by
Wisconsin Employers Insurance Company (WEIC).

In your letter you describe the WEIC annuity program as follows:
1. Wisconsin Employers proposes to establish one or more [segregated] I accounts

pursuant to the insurance laws of the State of Wisconsin. Such [segregated] accounts
will be used exclusively for the Wisconsin Employers Annuity Contracts described
herein.

2. Wisconsin Employers proposes to issue Group Annuity Contracts (the "Annuity
Contracts"). Participants under said Annuity Contracts will be certain owners of
deposit instruments issued 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
(Segregated] 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
Group Contract).

5. All deposit instruments held by the Wisconsin Employers [Segregated] Account
will be segregated by Pariticipant (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 underlyJng deposit instrument with a basic minimum
guaranteed interest rate. The interet rate actually credited on the Annuity Contract
will not be the exact interest credited on the deposit instrument. Wisconsin Employ-
ers will retain a portion of the interest yield as its compensation for providing the
annuity guarantees contained in the Annuity Contract.

7. At maturity, the proceeds from each deposit instrument held under the Annu-
ity Contract will be re-deposited in a deposit 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 savings
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 insi.,ed savings account.2 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

I You have indicated that since the WEIC annuity 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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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 fund annuity ii 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 1 611.24 (1), (3Xb) and (3Xc) of Wisconsin State.
An? (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:

1611.24 Segregated accounts in general
(1) Mandatory 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.

(3)(b) Identifwation. The income and assets attributable to a segregated account
shall always remain identifiable with the particular account but unless the commis-
sioner so orders, .he 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 lessee 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
corporation, nor shall any assets not attributable to the account be chargeable with
any liabilities arising out of it, except under par. (i).s

While insurance companies generally 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 insurance company "is required to create a special fund or to segro-
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 policy 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 may 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
sufficiently similar to a trust arrangement to qualify as a trust for purposes of
§ 564.10 of our Insurance Regulations (12 CFR 564.10). in the instant case, Wisconsin
law 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
recived by such associations which exceed the expenses of administering the pro-
gram must be proportionately distributed among the participants. If the foregoing
criteria are satified, Federals may participate in annuity programs such as the one

8 In your opinion on Wisconsin "segregated account" law, you indicate that paragraph (e) of
1611.24 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).
Further, 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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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. MIsKovsKY,

General Counsel.

FEDERAL HOME LOAN BANK BOARD,
OMCE OF GENERAL COUNSEl,

Washington, D.C., April 19, 1978.
Mr. W. J. HILUARD,
President, Wisconsin Employers Insurance Co.,
Green Bay, Wis.

DEAR MR. HILLIARD: This is in response to your letter of March 22, 1978, in which
you asked us to review your firm's group annuity contract which will be marketed
through savings and loan associations in Wisconsin. Since the annuity plan involves
investing in savings accounts on behalf of annuitants, you inquire how such ac-
counts are insured, and the extent to which such associations subject to the Board's
jurisdiction may participate in such a program.

In March of 1977, we reviewed a similar group annuity plan. In our letter of
March 16, 1977 (copy enclosed), we concluded that since the annuity underwriter
holds the accounts as agent for the annuitant, that such accounts are insured in the
aggregate with other accounts of the annuitant for up to $40,000.00 as provided in
§ 54.3(b) of the Insurance Regulations (12 C.F.R. § 564.3(b)). While the Board does
not limit the extent to which State-chartered associations may participate in such
insurance plans, Federal associations are not authorized to act as insurance agents
and may only provide insurance, without profit, as an accommodation for members.

If after reviewing this and the enclosed letter you have further questions, please
write to us again.

Sincerely yours,
ANNE P. JONES,

General Counsel.
JEROME S. PLAPINGER,
Associate General Counsel.

FEDERAL HOME LOAN BANK BOARD

DEAR MR. This is in response to your letter of February 1, 1977, in which you
asked whether a Federal association would be authorized to "participate" in the
manner described below in an annuity program being developed by your client. You
also inquired as to the insurance coverage of accounts maintained as part of the
program. In your letter you described the annuity program as follows:

In essence, it is proposed that certain insurance companies (hereafter Insurance)
sell annuity contracts to depositors of Federal savings and loans in certain states.
Insurance is associated with and it will be authorized by the states involved to sell
the annuity contacts; is not owned by officers, directors or persons having the power
to direct the management of savings and loans. See 12 C.F.R. § 571.9 which impose
certain limits on insurance related activities of Federal savings and loan when such
relationships exist between the savings and loans and insurance entities.

Insurance proposes to enter with Federal savings and loans whereby the S and L
will be the Group Contract Holder. The S and L will be able to enroll its depositors
in the program just as most employers enroll employees in health and other insur-
ance plans. The S and L will receive expense reimbursements for their services.
Insurance will deposit the premiums pad in the S and L. These deposits will be
segregated accounts, each for the benefit of the appropriate annuitant. The S and L
will pay its usual interest on these deposits.

The annuitant's cash value in his annuity will be the premium paid plus interest
accumulated at three percent (3 percent) per year, compounded annually. See Sec-
tion 6.1 at Page 6 of the enclosed policy. In effect, the above is the annuitant's
minimum interest on this annuity. In other words, if the S and L only paid two and
one-half percent (2 percent) interest on the deposits made by Insurance for the
benefit of the annuitant involved, Insurance would have to make up the extra one-
half percent ( percent), in addition, certain "excess interest" can be accrued to the
annuitant. See eion 6.2 at Page 6 of the enclosed policy. A review of that
provision indicates that a portion of thtt excess interest paid at the sole discretion
of the Board of Directors of Insurance.
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As we understand it, Insurance will fund tax deferred annuities by investing
monies received as premiums in separate savings accounts, as agent for each annu-
ity purchaser. Section 6 of the annuity policy form, which "guarantees" that inter-
est will accumulate at a rate no lower than 1 percent below the average rate of
return on the pre-tax return on an annuity investment may be as much as 1
percent below the rate a saver could obtain by direct investment in savings ac-
counts. You have advised us that Insurance understands that the early withdrawal
penalty may not be waived (except in case of death of the annuitant) under any of
the Board's present Regulations, and that Insurance will endeavor to manage the
accounts so that the program will be arranged as to such annuitants as to avoid
withdrawal penalty when benefits begin. It is alleged that the program will be
advantageous to the association by helping it to attract long-term deposits, and to
the depositor by enabling him to defer taxes on interest income.

While Federal associations have no express or implied power to act as insurance
agents, we have long held that such associations may, incidental to the creation of
savings accounts, make insurance programs available to their members. We have
also said that Federals may aid in the marketing of such insurance programs, as
long as they are not acting as insurance agents within purview of applicable State
law. Howver, any commissions received by the association which exceed the ex-
penses of administering the insurance plan must be proportionately distributed
among the participants. If the foregoing criteria are met, Federals may participate
in the annuity program your client proposes.

You have indicated that savings accounts which are part of the program will be
held by Insurance as agent for the individual annuity purchasers, and will be so
registered. Section 564.3(b) of our Insurance Regulations provides that funds owned
by a principal and invested in one or more accounts in the name or names of agents
shall be added to any individual accounts of the principal and insured up to $40,000
in the aggregate. Accordingly, each individual's investment in your client's annuity
program in a savings account would be insured in the aggregate with any other
individual accounts of such individual in any one institution for up to $40,000. In
addition, funds of the insurer on deposit in any institution would also be insured up
to $40,000 (in response to the question in letter of February 8). It should be clearly
understood that neither the Board nor the FSLIC offers any opinion as to whether
income under the annuity program referred to above is tax deferred, or that the
program has been approved by appropriate insurance authorities.

We trust the foregoing answers your questions.
Sincerely,

DANIEL J. GOLDBERG,
Acting General Counsel.

JEROME S. PLAPINOER,
Associate General Counsel

VORYs, SATER, SEYMOUR & PEASE, COLUMBUS, OHIO
Washington, D.C., April 6, 1981.

Hon. BOB PACKWOOD,
Chairman, Subcommittee on Taxation and Debt Management,
Senate Committee on Finance, Washington, D.C.

DEAR MR. CHIRMAN: On March 30, 1981 Norse N. Blazzard, Counsel to the Ad
Hoc Committee on Individual Annuity Taxation testified before your Subcommittee
on S. 388 and S. 446, bills addressed to aspects of the individual annuity taxation
issue.

Because of the limited amount of time to respond to the testimony also given at
that hearing by Assistant Secretary of the Treasury for Tax Analysis, .John E.

ha n Mr. Blazzard subsequently prepared such a response, one which is par-
ticularly enlightening as to the policy position taken and the facts relied upon by
the Department. That response is submitted herewith with a request that it be
made a part of the permanent record of the hearings, preferably immediately
following Mr. Blazzard's responses to questions. We believe it is a particularly
informative analysis of the conceptual and factual wealesses in the Administra-
tion's position on this issue.

Respectfully requested,
RANDAL C. TEAGUK.
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REBUTTAL BY THE AD Hoc COMMITTEE ON INDIVIDUAL ANNUITY TAXATION TO THE
STATEMENT GIVEN BY HON. JOHN E. CHAPOTON

The Ad Hoc Committee on Individual Annuity Taxation' (the "Committee") re-
spectfully submits this rebuttal to the statement given by The Honorable John E.

aton on behalf of the United States Treasury Department regarding Senate
Bill 388 and Senate Bill 446.

Mr. Chapoton's statement details the Treasury Department's opposition to the
Bills which would overturn two Revenue Rulings which deal with the tax treatment
of certain annuity contracts which Mr. Chapoton characterizes as "wrap-around"
annuities.

The basis for the Treasury Department's opposition to the legislative relief sought
is that "an annuity wrapper may not be used to defer tax on otherwise currently
taxable dividend and interest income derived from the underlying securities." (Page
2 of Mr. Chapoton's Statement.)

1. The Ad Hoc Committee on Individual Annuity Taxation, Inc. was formed in
response to the release of Rev. Rul. 80-274. Its membership encompasses the broad
scope of the annuity industry, including life insurance companies, insurance agen-
cies, mutual fund managers, stock brokerage firms and banking institutions.

This position fails to recognize the basic factor inherent in all annuities-that the
insurer must make investments in order to meet its obligations under the contracts.
The fact that the contract itself specifies what the particular investment will be is
merely an effort by the insurer to provide a more appealing product which will
better suit the particular retirement needs of each annuitant. Such facts should not,
in themselves, detract from the status of such a contract as an "annuity" for tax
put)oste that Mr. Chapoton's Statement contains the assertion (on Page 3) that

the Treasury has "concluded that [Rev. Rul. 77-85 and Rev. Rul. 80-274] are
consistent with the applicable statutory provisions and legislative history." Yet
there are no citations of the legal basis for this'argument anywhere in Mr. Chapo-
ton's Statement nor in the Rulings themselves! In fact, nowhere in the applicable
Statutes, the legislative history, Treasury Regulations nor the previously issued
contradictory public and private rulings issued by the IRS, is there any indication
that the nature of the investments which underlie an annuity contract will affect its
status as an "annuity" for tax purposes! For over a decade, in over 70 different
rulings the IRS upheld the position that the nature of an underlying investment did
not affect the status of an annuity. The applicable law has not changed! The actions
by the Treasury appear to be merely an attempt to subvert the law.

There also remains the uncontroverted fact that the only definition of an annuity
contained anywhere in the tax laws or associated rules is contained in the Trea-
sury's own Regulations: The contracts under which amounts paid will be subject tothe provisions of Section 72 include those contracts which are considered to be life
insurance, endowment and annuity contracts in accordance with the customary
practice of life insurance companies." (Treas. Reg. § 1.72-2(a0).)

Certainly, the annuity contracts which were the subject of Rev. Ruls. 77-85 and
80-274 satisfy the above definition. It is interesting to note that the above Regula-
tion was adopted in 1956, shortly after enactment of the '54 Internal Revenue Code.
No substantive changes have been made in this Treasury Department definition of
an annuity in the quarter century since its adoption. Yet, Rev. Ruls. 77-85 and 80-
274 specifically contradict the above definition! The annuity contracts which were
the subject of the Rulings were "considered to be annuity contracts in accordance
with the customary practice of life insurance companies.' They were approved by
state insurance regulators in accordance with the normal practice in the industry.
Under state insurance law the assets underlying the contracts are owned by the
insurer, not by the annuitant. The annuitant has no rights with respect to such
assets. Such assets are used merely to measure the contract values!

In his Statement (Page 3) Mr. Chapoton specifies that only. in the case of series E
savings bonds and annuities is tax on current interest deferred until actual receipt.
We agree with this conclusion. Apparently Congress, in enacting the laws which
provide tax deferral on interest credited to annuity contracts determined that a
valid social need supported such an action. It would appear that the Treasury
Department, through Rev. Ruls. 77-85 and 80-274 is attempting to frustrate the
clear intent of Congress to encourage savings for retirement by permitting such tax
deferral. Mr. Chapoton's statement said that:

"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." We respectfully differ with this opinion.

The annuities which were the subject of the Rulings are better for the consumerl
They provide an improved investment yield; more security and greater flexibility to
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achieve individual retirement goals. They are more attractive, easier to sell and
easier to understand. It appears that Treasury's majbr complaint is that these
annuities are more successful at accomplishing the goal for which Congress provided
the tax benefit In the first place-they stimulate saving for retirement Presumably,
Mr. Chapoton and the Treasury prefer an annuity which is so unattractive that no
one will buy it

Mr. Chapoton's statement (page 3) acknowledges that:
"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 is, 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 securities in which the
premiums paid for the contract are invested."

It would seem that the foregoing portion of Mr. Chapoton's statement specifically
acknowledges Congressional intent to permit an annuity with a specific contractual
investment orientation. Thus, we fail to understand the attack by Treasury on the
annuities which were the subject of Rev. Ruls. 77-85 and 80-274. These products
simply permit the annuitant to have his contract values invested in specified types
of investments and to have contract benefits measured by the investment experi-
ence of such investments.

There is an area of Mr. Chapoton's statement which we believe contains an
inaccurate or incomplete statement of the law. The above quotation, as well as
footnote 2 on Page 5 state that a variable annuity must have its contract values
computed on the basis of "the investment experience of the company issuing the
contract." Likewise, the cited footnote states that the legislative history refers to"'variable annuities' as those whose 'benefits ... vary with the insurance compa-
ny's overall investment experience."'

The foregoing appears to be an intentional attempt to distort the law applicable
to variable annuities. The provision cited describes only one type of variable annu-
it a type which has not been sold in over 15 years! The provision is contained in
§80.1(gX1XA) of the Code which was originally enacted in 1959. However, Mr. Chapo-
ton's statement fails to mention the type of variable annuity permitted under
§801(gX1XB) of the Code, enacted in 1962. Such section reads in pertinent part:
*801(gX1XB) Contracts with reserves based on a segregated asset account. For pur-
poses of this part, a "contract with reserves based on a segregated asset account" is
a contract

(I) Which provides for the allocation of all or part of the amounts received under
the contract to an account which, pursuant to State law or regulation, is segregated
from the general asset accounts of the company,

(ii) Which provides for the payment of annuities, and
(iii) under which the amounts paid in, or the amount paid out reflects the invest-

ment return and the market value of the segregated asset account. (Italics added)
If a contract ceases to reflect current investment return and current market

value, such contract shall not be considered as meeting the requirements of clause
(iii) after such cessation.

Thus, a variable annuity can be either a contract whose "benefits vary with the
insurance company's overall investment experience" as related in Mr.Chapoton's
statement, or a contract whose benefits (the "amounts paid out") vary with the
investment experience ("the investment return and the market value") of the segre-
gated asset account. Either type of contract is a "variable annuity" for tax purposes.

The legislative history for the two different types of variable annuities is impor-
tant. The type of variable annuity described in Mr. Chapoton's statement and the
legislation Whihrecognized it (§801(gX1XA) of the Code) first appeared as part of
the Life Insurance Compay Tax Act of 1959. It was originally designated as
18010gl of the Code. This section was the direct result of the decision of the U.S.
Supreme Court in SEC v. Variable Annuity Life Insurance Company of America 359
U.S. 65 (1959) which determined that a variable annuity was a security and the
company issuing it was an investment company. The early variable annuity compa-
nies were solely in the variable annuity business and therefore the variable annuity
contracts reflected the investment experience of the entire insurance company.
Therefore §801(gXl) was appropriate to permit variable annuities which reflected
the entire investment experience of the insurer.

In the early 1960's a new development occurred which caused the enactment of
§ 801(gX1XB) of the Code which permitted variable annuities to have their benefits
reflect the investment experience of a segregated asset account. This new develop-
ment was the desire of the Prudential Life Insurance Company to sell variable
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annuities. Obviously, the variable annuity would be a tiny part of the total asset
base of a huge company like the Prudential. To have contract benefits for the small
variable annuity element reflect the investment experience of the Prudential's
overall assets would defeat the very purpose of the variable annuity. Therefore,
Prudential used a segregated asset account to hold the assets underlying its variable
annuities and §801(gX1XB) was enacted to permit such a procedure.

Since approximately 1965 all variable annuities have been based on segregated
asset accounts. To the best of our knowledge, no variable annuities are currently
being offered which reflect the investment experience of the entire insurer. AI
variable annuities presently utilize segregated asset accounts.

It is interesting to note that the rulings given by the IRS on the annuity contract
which were the subject of Rev. Rul. 77-85 were contemporary with the enactment of
§801(gXIXB) of the Code and represented an insistence by the IRS that those
annuities were "variable annuities' of the type encompassed by § 801(gX1XB). It took
the IRS over a decade to change its mind!

We believe the foregoing demonstrates that the Treasury Department either does
not understand the law applicable to variable annuities or has purposely misstated
such law in an attempt to obscure the true legal issues.

Mr. Chapoton's statement contains the assertion (on Page 5) that the "issue raised
by the two rulings is whether the *tax treatment available to a deferred variable
annuity also extends to what is in substance the direct purchase of an investment
security." This assertion, as well as the statement contained in Rev. Rul. 80-274
that the annuity is merely a "conduit" for the investment or that the purchaser is
in "a substantially identical position" to what he or she would have had without the
annuity, fails to consider the costs and limitations which go along with the annuity
which would not exist if the investment were owned directly. These are:

1. A sales charge of from 2-5 percent of purchase payments.
2. A premium tax (for instance, in California 2.35 percent of purchase payments).
3. An annual charge which may be as much as 1.5 percent of the total amount

held under the contract.
4. In some contracts an annual adminstrative charge.'
5. An early surrender charge. In some contracts as much as 5 percent of the

amount surrendered.
6. Loss of control of the investments underlying the contracts.
In return for these detriments, the purchaser receives the guarantee of lifetime

annuity payments, regardless of longevity of the annuitant or of the population in
whole. It is this guarantee which provides the motivation to purchase the annuity.
It can hardly be said that the above charges and limitations make the annuity
merely a "conduit" or a "paper transaction." It seems obvious that the purchase of
the annuity has clearly changed the annuitant's status irrevocably.

Obviously, the purchaser of an annuity must conclude that he or she is better off
with the annuity than without! Otherwise, no annuities would be purchased and the
Congressional purpose behind the enactment of annuity legislation would be frus-
trated.

We have been unable to find in the applicable statutes or in the legislative history
of such statutes the support referred to in Mr. Chapoton's statement (on Page 5) for
the proposition that Congress had any concern for the nature of the investments
underlying annuities. On the contrary, we presume that Congress wanted the best
investments obtainable to be utilized for retirement programs for our citizens.
Certainly, current economic conditions require the utmost in flexibility to meet
changing circumstances.

We likewise have been unable to find any support for Mr. Chapoton's assertion
(on Pages 5 and 6) that the ability to change underlying investments would affect
qualification as an "annuity" for tax purposes. Congress had already spoken when it
enacted § 1035(a) of the Code which in pertinent part states: No gain or loss shall be
recognized on the exchange of-an annuity contract for an annuity contract.

Thus, any annuitant has the ultimate in investment discretion. If he or she does
not like the investment orientation of an annuity, it may be exchanged for a
different annuity with a different orientation, with no adverse tax ramifications. We
believe Congress, by enactment of § 1035(a), has clearly enunciated the policy that
investment control is not relevant to qualification as an annuity. Moreover, we
cannot believe Congress would ever intend to lock its citizens into a bad investment,
particularly one affecting retirement security.

We believe the IRS was right in the over 70 rulings issued for over a decade on
the product which was the subject of Rev. Rul. 77-85. We believe the IRS was right
when it issued rulings to six insurers on the type of annuity which was the subject
of Rev. Rul. 80-274. The knowledgeable experts in tax law who issued such rulings
must have believed they were correct! Certainly, the existence of such a long-term
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consistent course of action would seem to support our contention that the recent
rulings have no basis in law.

We would like to address Mr. Chapoton's arguments (on Pages 6 and 7) that the
type of legislation which was the subject of his statement is inappropriate since it
'does not purport to change the underlying substantive law." While we are some-
what sympathetic to this view, we cannot avoid the realization that the substantive
law does not need changing. It is already clear! It is the illegal interpretation by the
IRS which needs changing, not the substantive law. We want the IRS and the
Treasury Department to abide by their own regulations which, as previously cited,
state that for tax purposes annuities are "those contracts which are considered to be

. annuity contracts in accordance with the customary practice of life insurance
companies. (Treas. Reg. § 1.72-2(aXl)).

Moreover, one of the insurers which was put out of business by Rev. Rul. 77-85
attempted to seek redress in the Courts. Although it prevailed on the merits, the
IRS opposed the issue on jurisdictional grounds, in effect attempting to deny the
insurer any legal redress. The Appellate Court determined that such an insurer has
no jurisdiction to question the tax status of one of its products. Despite this bizarre
decision the Appellate Court did state:

This is not a situation where there are no remedies, however. Congress keeps a
watchful eye on developments in the tax field, and will listen to citizens with a
grievance or plea. 2

Deprived of legal review on the merits due to a technicality, the annuity industry
has utilized the only other alternative available-to seek legislative redress. The
Treasury Department has refused to discuss the matter of the Rulings with the
industry.

Moreover, Rev. Rul 80-274 is so broad in scope and so devoid of legal reasoning or
argument that it has had a chilling effect on even traditional variable annuities. It
is basic that if the IRS can question the qualification of an annuity merely because
of its investment orientation, then there is no safe harbor! Some form of underlying
investments are an absolute requirement for any annuity and the IRS can destroy
an entire product line which it dislikes, despite clear Congressional legislation to
the contrary, merely through the use of the artifice that the underlying investments
somehow prevent the product from being an "annuity" for tax purposes.

Respectfully submitted,
BLAZZARD, GRODD & HASENAUER, Counsel.

THE FOUNDATION PAYOUT RULE-AMERICAN KIDNEY FUND POSITION

Introduction
The American Kidney Fund is a non-profit health agency dedicated to alleviating

the financial burdens caused by renal disease, on a nationwide basis. In addition,
the Fund works towards the eradication of the causes of kidney damage.

To achieve these goals the American Kidney Fund provides five areas of program
-services.

1. Direct Patient Aid Program-Provides grants to patients to assist with the
expenses associated with renal disease. These expenses are not covered by any other
source; including Medicare.

2. Community Service Program-Provides grants for nationwide programs which
will service and benefit victims of renal disease.

3. Research Program-Provides limited grants for research of important studies
on renal disease.

4. Public and Professional Education Program-Dissiminates information on renal
disease, their causes and treatments, to the public. This is achieved via educational
brochures and speaking engagements. The professional element of this program
sponsors conferences and symposiums, designed to bring professionals together to
discuss important developments in nephrology.

5. Kidney Donor Development Program-Distributes thousands of organ donor
cards annually, so that more patients on dialysis can receive transplants.

The role of foundation support at American Kidney Fund and the health field
Foundations have played an important role in the field of health care. Grants to

the health field have traditionally been second only to education in dollars received.
Within the field of health, grants to health agencies were 1 percent of the total
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grant dollars in 1978. The health field in general accounts for 21 percent of the total
grant dollars from foundations.'

Since the American Kidney Fund is a relatively new organization, foundation
support has not been a major element of our fund raising efforts. However, founda-
tion support is playing a more significant role, as the financial needs of our pro-
grams develop. In the past year foundation grants to our organization have in-
creased 26 percent; from $7,800 in 1979 to $30,300 in 1980. Many of the grants are
unrestricted, allowing us to apply the monies in the program areas where they are
most needed. Other grants are project specific, designating a specific program to be
funded. Without foundation support some program services we provide to needy
kidney patients would not be possible.
The role of foundation support to the nonprofit sector

Private philanthropic giving can be broken down into four categories: individuals,
bequests, foundations, and corporations. The total dollars and the percentage of
totals for the year 1978 are broken down as follows:

cat"" Bs Percent of
lotal

Ild v duals ................................................................................................................................................ $32.80 8 2.9
B requests ........................................................................................................................ ........................ 2 .60 6 .6
Foundations .............................................................................................................................................. 2 .16 5 .5
Corpo alons ............................................................................................................................................. 2.00 5 .0

Total ........................................................................................................................................... 39 .56 100.0

Sorce American Assoitio of Fund Raisng C0unsel. Inc. Gviq USA Annual Report 1979.

For the nonprofit sector as a whole, foundation giving represented 5.5 percent of
the total 40 billion of private contributions in 197-8.2 According to the Foundation
Center the value of foundation assets in constant dollars dropped 29.5 percent
betwwn 1972 and 1977. This translates to a loss of $7.3 billion in assets. Although
grants during this period were up 33.5 percent in current dollars (from $1.5 billion
to $2.1 billion), when factored for inflation, grants have actually dropped 8.2 percent
to a level of $1.1 billion.
. Although foundations provided only 5.5 percent of the total philanthropic dollars
contributed in 1978, foundations play a vital role in fulfilling the needs of society.
Their uniqueness lies in their ability to react quickly to social concerns, devise
creative ways of dealing with peoples needs and provide "seed money" to fund new
approaches to new and old problems.

Foundations can be an alternative to government funding for many organizations.
The speed in which foundations reply to grant requests makes them an attractive
alternative for organizations with growing programs. With the current trend to cut
government spending in areas of social concern, the role of foundation funding is
becoming even more vital. In the long-run, maintaining or increasing the role
foundations play in philantropic giving, is imperative if projects and programs in
the non-profit sector are to be continued.
Support for H.R. 1865/S. 464

With double digit inflation and the current requirement that foundations distrib-
ute their entire realized income, the ability of foundations to provide support to
needed programs and projects is in jeopardy. If inflation persists, which most
economists agree it will, the long-term effect of the current law forces foundations
to spend themselves out of existence.

The current payout requirement seems to put foundations in a "Catch 22" situa-
tion. Foundations can earn high money income in excess of 5 percent, which, in
times of inflation really means they are paying out of capital. Or foundations make
investment decisions so as to avoid high money return, which also threatens their
existence in the long-run. The consequence of either of these investment policies is a
threat to a foundation's ability to provide support for the programs of American
Kidney Fund and other health agencies in the future.

'The Foundation Center, The Foundation Directory, 7th ed., The Foundation Center, New
York, N.Y., 1979 p. XXII 'note This sampling accounts for about 35 percent of all foundations
and about 65 percent of all grants of $5,000.00 or more in size. It is felt that this sampling
provides an accurate representation of the fields of interest by foundations.

*Carol M. Kurzig, Foundation Fundamentals: A Guide For Grantseekers, The Foundation
Center, New York, N.Y., 1980, pp. 10-11.
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It is our feeling that foundations should bepreserved as a resource for the future
funding of charitable projects and programs. Due to the adverse impact the current
payout rule has on the longevity of foundations, the American Kidney Fund sup.
ports H.R. 1364/S. 464. These bills would eliminate the requirements that founda-
tions distribute all realized income in excess of 5 percent. These bills would also
insure that foundations will continue to support charitable purposes, since they in
no way alter the requirement that foundations must pay a minimum of 5 percent of
their asset value.

0


