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TAXATION OF CERTAIN ANNUITY CONTRACTS
AND NORMALIZATION REQUIREMENTS FOR
CERTAIN PUBLIC UTILITY PROPERTY

WEDNESDAY, NOYEMBER 19, 1980

U.S. SENATE,
CoMMITTEE ON FINANCE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The subcommittee met, pursuant to call, at 1:66 p.m., in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr,,
presfding. .

Present: Senator Byrd. -

[The press release announcing this hearing and the bills S. 8082,
8. 3094, and H.R. 6806 follow:]

[Press Reloase No. H-69 for Immediate Release Nov. 18, 1980]

FINANCE SuBcOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARING
For 8. 8082, S. 8094, anp H.R. 6806

Senator Harry F. Byrd, Jr. (I, VA)), Chairman of the Subcommittee-on Taxation
and Debt Management of the S8enate Committee on Finance announced today that
the Subcommittee will hold a hearing on bills relating to the taxation of certain
annul:{ contracts and the normalization requirements for certain public utility

ro \
P 'lm Kearlng will be held on Wednesday, November 19 in Room 2221 of the
Dirksen Senate Office Building, and will begin at 2:00 {:.m.

8. 3082, introduced by Senator Tower, and 8. 8094 introduced by Senator Hatch,

"are substantially identical and would frovide that the tax treatment of certain
u

annuity contracts be determined witho
would provide that in certain instances,
ments of present law would not result in a public utility's loss of eligibility for the
investment tax credit or accelerated depreciation. H.R. 6808 would benefit Paciflc
'l‘eleghone and Telegraph Company, General Telephone Com%any of California, and
Southern California Gas Company. Revenue estimates on these measures will be
available at the hearing. ,

Witnesses who desire to testify at the hearing must submit a written request,
including a mailing address and zg’llxone number, to Michael Stern, Staff Director,
Committee on Finance, Room 2227 Dirksen Senate Office Building Washington,
D.C. 20510, by no later than the close of business on November 17, 19 0,

Consolidated testimony.—Senator Byrd also stated that the Committee urges all
witnesses who have a common position or the same general interest to consolidate
their testimony and designate a single spokesman to gn‘esent their common view-
point orally to the Committee. This procedure will enable the Committee to receive
a wider exrreuion of views than it might otherwise obtain.

Legislative Reo%anization Act.—Senator Byrd stated that the Legislative Reo:m-
nization Act of 1946, as amended, requires all witnesses appearing before the
Committees of Congress “to flle in advance written statements of their proposed
tastl:n,gmy. and to limit their oral presentations to brief summaries of their argu-
ment. )

Witnesses scheduled to testify should comply with the following rules:

(1). All witnesses must include with their written statements a one-page summary

of the principal points included in the statement. :

§))

regard to revenue ruling 77-86. H.R, 6806
violations of the normalization require-
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(2) The written statements must be typed on letter-size (not legal size) paper and
at least 100 copies must be delivered to m 2227, Dirksen Senate Office Building;
not later than noon of the last business day before the witness is scheduled
appear.

) Witnesses are not to read their written statements to the Subcommittee, but
a::wto co?ﬂne their oral presentations to a summary of the points included in the
statement. }

Written statements.—Witnesses who are not scheduled to make an oral presenta-
tion, and others who desire to present their views to the Subcommittee, are urged to

repare a written statement for submission and inclusion in the printed record of
he hearing. These written statements should be typewritten, not more than 25
double-spaced pages in length, and mailed with flve (5) cog:u to Michael Stern,
Staff Director, Committee on Finance, Room 2227, Dirksen Senate Office Building,
Washington, D.C. 20510, not later than December 1, 1980,



e S, 3082

To reinstate the tax treatment with respect to annuity contracts with reserves
based on a segregated asset acoount as they existed prior to issuance of
Revenue Ruling 77-86.

IN THE SENATE OF THE UNITED STATES

SePTEMBER 4 (legislative day, Juns 13), 1880

Mr, Towsg introduced the following bill; which was read twioe 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.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
Thet in the case of annuity contracts which have related
amc;unts based on a segregated asset account, the tax treat-
ment of such contracts under section 81 of the Internal Reve-
nue Code of 1954 v(deﬁfining gross income) and section -
801(gX1)XB) of such Code (relating to contracts with reserves
based on a segregated asset:account) shall be detorininedé— ‘

@ =3 B R > ©® O =
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2
(1) without regard to Revenue Ruling 77-85 (and .
without regard to any other regulation, ruling, or deci-
sion reaching the same result as, or a result similar to,
the result set forfh in such revenue ruling); and
(2) with full regard to the rules in effect before
Revenue Ruling 77-85. '
‘ o
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2p SEssION S ° 3094

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 77-88.

IN THE SENATE OF THE UNITED STATES

SepTEMBER 4 (legislative day, JUNB 12), 1880

Mr. HarcH introduced the following hill; 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.

Be it enacted by the Senate and House of Representa-
tives of the United States of Ameﬁca in Congress assembled,
That in the case of annuity contracts which have related

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

nue Code of 1054 (defining gross income) and vsec‘t_ion
801(g)(1)(B) of such Code (relating to contracts with reserves

1
2
8
4
| 5 ment of such contracts under section 81 of the Internal Reve-
6
(
8" based on & segregated asset account) shall be determined—
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2
(1) without regard to Revenue Ruling 77-85 (and

without regard to any other regulation, ruling, or deci-
sion reaching the same result as, or a result similar to,
the result set forth in such Revenue Ruling); and

(2) with full regard to the rules in effeot before .
* Revenue Ruling 77-85. ‘
o) .
{
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‘® Senator Byrp. The committee will come to order.
The Senate is considering the budget resolution. 1 think the .
budget resolution is an unwise one. It provides for much too much
xndin . I will need to be in the Senate until this measure is
) of. I think it will be disposed of prior to 8 o’clock. \
e Senate also will be voting on a motion to make possible,
through the budget process, a reduction in taxes as proposed b{
President-elect Reagan during the campagfn. President Carter ridi-
culed him for his proposal, but the American {)eo le seem to have
reacted somewhat favorably, shall we say, so I think that the new
President should have an opportunity. )
I regret that I have to recess this subcommittee at this time, but
I know it is necessary that I be in the-Senate while this matter of
taxes and spending is under consideration. With that in mind, and
with apologies to all of you, I plan to recess this meeting until 8

: o'clock.

If another member or members of the committee should come in,
I have asked the staff to suggest that if they wish to do so they
could reconvene the committee in my absence. That would be
satisfactory to me. Otherwise, the committee will stand in recess
until 8 o’clock, and hopefully we can proceed at that point.

Recess. )
genator Byrp. The committee will come to order. Again, the
- Chair regrets the delay. Actually, with the Senate in session, the

. committee is not fully authorized to proceed, but I think we will

proceed anyway.
The subcommittee will consider today two Senate bills, S. 8082
sponsored by Senator Tower, and S. 8094 sponsored by Senator
atch, dealing with the taxation of investment annuities.
[Statement of Senator Hatch follows:] ’

PREPARED STATEMENT OF SENATOR ORRIN G. HaTCH on's. 8094

Mr. Chairman, I greatly appreciate the opportunity to 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 omnigotent 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 lg(::emment regardless of

a ]

\ an mg Congressional Record statement concerning it clearly present my
strong views and my urgent request for immediate remedial action. Not lo: a%‘
8. 3094 was introduced to correct the injustice of Revenue Ruling 77-85 the
{ssued Revenue Rul n§‘680~2‘74 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.

Clearli, there is only one proper action for the Con to take and that is to

, e 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 mlin% and the IRS' and the Treasury’s actions related thereto,
, table case of arbitrary, capicious and illegal acts that can not
be acceptable nor tolerable to the Senate. This situation warrants immediate ap-

o 5{03& of this proposed legislation; an action that will also restore the authority of
e .

ngress in the writing of our tax laws—a most important matter. .
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Senator Byrp. In addition, the subcommittee will consider H.R®
6806, a measure dealing with the tax treatment of accelerated
depreciation and investment tax credit for public utilities. .

A copy of an analysis of these measures was prepared by the
Joint Committee on Taxation, and will be inserted in the record of
these hearings. Coo

[Document follows:]



INTRODUCTION

!

This pamphlet provides an explanation of H.R. 6806, relating to
the treatment of pubile utility ropert‘)]! under sections 46(f) and
167(1) of the Internal Revenue Code, sc eduled for a public hearing
on November 19, 1980, by the Senate Finance Subcommittee on Taxa-
tion and Debt Management Generaily. This bill was passed by the
House of Representatives on September 25, 1980.

The first part of the pamphlet is a summa of the bill, Thie is
followed by a more detailed explanation of the bill, eebtin.% orth
present law, background, the issues involved, an explanation of
the provisions of the bill, and the estimated revenue effect.
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1. SUMMARY

The bill (H.R. 6806) would clarify the rules relatin%to the normal-
ization requirements for public utility property eligible for the in-
vestment tax credit and accelerated depreciation. The bill also would
provide a special rule which, in general, excuses violations of these
requirements for certain pas% riods where such violations were a
result of certain orders entered by a public utility commission prior
to March 18, 1980, . , ‘
. With certain exceptions for companies that m;dgrandfathered,

public utilities are eligible to use the investment credit and to elect -

accelerated depreciation for tax purposes only if the tax benefits from
accelerated depreciation and the investment credit (or, in some cages,
a portion of the credit) are normalized for ratemaking purposes. Nor-
malization generally requires that the tax benefits of accelerated de-
preciation and the investment credit not be treated for ratemaking pur-
poses as & reduction in current Federal income tax expense, which is
an element of a utility’s cost of service, since that treatment would
ﬁ::emlly result in & direct reduction in the utility’s revenues. Instead,

tax benefits are to be treated as investment capital that is supplied,
in effect, by the Federal government to the utility through the tax sys-
tem. The normalization rules for accelerated depreciation require that
the utility retain the use of the deferred taxes but permit the deferred
taxes to be treated as zero-cost capital on which the utility need not

be allowed to earn an investment return; the normalization rules for

the investment credit require a similar allocation of benefits between
utility shareholders and utility customers. The normalization rules
relating to accelerated depreciation were imposed in 1969, and the nor-
malization rules relating to the investment credit, for the most part,
were im in 1971 and 1975. |

'The bill would provide that violations of the normalization require-
ments of present law &nd of the bill) will not result in a public utility’s
loss of eligibility for the investment tax credit or accelerated deprecia-
tion if such violations involved the use of estimates, projections, or rate
of return adjustments (1& that applied for any period endin%})rior to
March 1, 1980, and (2) that were included in certain orders of a pub-
lic utility commission which were entered prior to March 18, 1980. This
’s&wml rule is dqsxciined to benefit Pacific Tel'oiphone and Telegraph
g m 0:3 (a subsidiary of A.T. & T.), General Telephone Company of

8 a (a

o
Southern California Gas Company.

The bill would amend the gresent normalization rules relating to
accelerated depreciation and the investment tax credit to make it clear
that certain ratemaking procedures involving the use of inconsistent

estimates or projections do not comply with such rules. It also

/

would give the ury Department specific authority to provide

regulations setting forth conditions under which ratem adjust-
ments are inconsistent with normalization. The amendments to the ..

normalization rules generally would apply to taxable years beginning
.after Deoember 81, 1070, © o WPRY yearn Dot

subsidiary of General Telephone & Electronics), and |

o
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II. EXPLANATION OF THE BILL

A. Present Law

Accelerated depreciation

In general )
Accelerated methods of depreciation, i.e., methods of depreciation
that are faster than straight-line depreciation over the useful life of an
asset, were enacted in the Revenue Act of 1954 (Code sec. 167). Con-
gress made this form of depreciation available because it believed that
accelerated depreciation would increase investment in new equipment
and processes. - ' :

Aoccelerated depreoiation for publio utilities

When accelerated depreciation was provided under the 1954 Code,
there were no special provisions relating to the treatment of acceler-
ated depreciation for regulated utilities. The stated congressional in-
tent was to stimulate the economy by fostering capital formation.
However, because Federal income tax expense represents an element
of cost of service for ratemaking purposes, some regulatory afencles
treated the reduction in current tax liability resulting from accelerated
depreciation as a reduction in current cost of service and therefore
flowed through the resulting tax benefit to customers currently by
reducing rates. This practice, which'is known as “flow-through” rate-
making, meant that accelerated depreciation would provide no direct
investment incentive to public utilities. ,

In response to what Congress saw as an undesirable trend toward
flow-through ratemaking, Code section 167 was amended as part of
the Tax Reform Act of 1969. Under Code section 167(1), except for
utilities: with respect to which prior flow-through treatment for
certain types of property was grandfathered, a utility could there-
after use accelerated depreciation for Federal tax purposes only (1)
if the utility used a “normalization” method of accounting in its books
of account and (2) if the regulatory agency used a normalization
method of setting rates.? i a
' Code section 167(1) (8) (G) provides that:

1 Subsequent congressional action with respect to depreciation generally has
involved approval of a method to reduce the useful lives of asgeta so that depre-
ciation may be calculated over a shorter period (such as the Asset Depreciation
Range (ADR) system adopted in 1971 and various special 5-year amortization
provisions). This is a different form of accelerated depreciation, but it tends to
produce the same effect as a faster rate of depreciation in the calculations of a
poténtial investor. - ' -

* In general, these rules apply to public utflity property used in a public utility
activity. Property is public utility property if, during any period, it is used pre-
dominantly in a public utility activity. Public utility activities to which the de-
pm’ci‘i‘ltiix(:m method limitations apply mean the trade or business of furnishing .
or se g: s K . o ; v C

(1) Blectrical energy, water, or sewage disposal services ;
(2) Gas or steam through a local distribution system ;
(8) Telephone services; : -
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~ “In order to use a normalization method of accounting with respect
to any public utility property—
(i) the taxpayer must use the same method of depreci-
ation to compute both its tax e;ﬁense and its depreciation
expense for purposes of establishing its cost of service for
ratemaki pu%ee and for reflecting operating results
in its regulated books of account, and .
“(ii) if, to compute its allowance for depreciation
under this section, it uses a method of depreciation other
than the method it used for the purposes described in
clause (i), the taxpayer must make adjustments to a re-
serve to reflect the deferral of taxes resulting from the use
of such different methods of depreciation.”

The Treasury Regulations (§ 1.167(1)-1(h)) have interpreted this
section to require that: (1) a utility’s tax expense for ratemaking pur-
poses must be computed as thou%l‘l‘ straight-line depreciation were being
used for tax purposes; (2) the full amount of the deferred taxes (i.e.
the difference between tax expense computed using accelerated an
using straight-line depreciation) must be reflected in a reserve and
thus be available for capital investment; and ( 32 the regulatory
agency may not exclude from the rate base an amount greater than the
amount of the reserve for the period used in determining the tax ex-
pense as part of cost of service. The Treasury Regulations (§ 1.167(a)-
11(b) &?e ) also interpret section 167 (1) as requiring that, in addition
to the benefits of accelerated methods of depreciation, the benefits of
shortened useful lives under the ADR system must be normalized.

. Thus, a normalization method of accounting results in the tempo-
rary tax‘reductions from accelerated depreciation being retained by
the utility as a source of cost-free capital for which the utility cus-
tomers need not pay the utility an investment return. 4

By allowing utilities to use accelerated depreciation only if normali-
zation were followed, Congress had two principal objectives: first, to
assure that the deferred taxes resulting from accelerated depreciation
would be available to the utilities as investment capital until paid to
the Treasury and, second, to avoid the possible loss of Federal tax reve-
"nues that it believed would result because flow-through ratemaking
would reduce the taxable income of utilities, o

Investment tax credit

Ingeneral |

The investment tax credit was enacted initially in the Revenue Act.
of 1962_(?nerally at 7 percent, except as noted below for public utili-
ties). In 1964, Congress re aled & provision in the 1962 Act which
required that the basis for depreciation of eli%rlble proper? be reduced
by the amount of the credit. In 1066, the credit was suspended during a
period of rapid investment growth, and the credit was restored in 1967
when the rate of investment growth subsided. : <

(4) Other communication services (whether or not .teléphone services)

it furnished or sold by the Communications Satellite Corporation for pur-
Doses authorized -by the Communications Satellite Act of 1862 (47 U.8.0.

); or
- (8) Transportation of gas or steam by pipeline,
if. the rates for the furnishing or sale are established or approved by certain
regulatory bodies. .
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* """ The investment credit was repealed as of April 18,1969, in the Tax

Reform Act of 1969, but was reenacted in the Revenue Act of 1971.
In 1975, the investment credit was increased to 10 percent temporarily,
a?d t_}xse 10-percent credit rate was made permanent in the Revenue Act
of 1978. ‘

The Energy Tax Act of 1978 enacted a l&feroent energy investment
tax credit for various kinds of energy-related property, This credit was
expanded, and increased to 15 percent in certain cases, in the Crude Oil
Windfall Profit Tax Act of 1980.*

Investment taw oredit for public wtilities

Congress irmitially made a partial investment credit (8 percent in-
stead of 7 percent) available to regulated public utilities. The reduced
rate was a compromise between those who argued that utilities should
be treated like other industries and those who argued that because
the rates charged by regulated public utilities were intended to pro-
vide them with the opportunity to earn a satisfactory rate of return,
they did not need Kederal tax incentives to encourage capital
investment.
. Inthe Revenue Act of 1964, Congress provided that no Federal regu-
latory agency could flow thm\:ﬂh the tax saving from the investment

coredit to customers more rapidly than ratably over the useful life of
~ the property. In addition, no Federal regulatory agency could require

flow-through of any part of the credit in the case of any other property
of a regulated comp;.;xly. Neither of these prohibitions would apply if
the company consented. I
When Congress restored the investment tax credit at a 7-percent
rate in the Revenue Act of 1971, the investment credit for public utili-
ties was increased from 8 percent to 4 percent. The increased credit
was provided because many utilities were encountering problems in
raising capital for modernization and expansion. An additional reason
for the credit was to improve the competitive position of regulated
utilities against unregulated companies which provide some of the
same services. (The 1971 Act also reduced the credit allowable to un-
tion with public utility property.) o '
When Congress restored the investment credit in 1971, it generally
Yrowded that the investment credit would not be available to regu:
ated public utilities unless the benefits of the credit were normalized

“regulated taxfayers to 4 percent for certain property used in competi-

_under oné of the two normalization olxl)tions in the Code. However,

utilities that were on a flow-through method of accounting for
accelerated depreciation were erally allowed to flow through

-the investment credit. (In the 1975 Act, the limit on the amount of

tax liability offset by investment credits also was increased temporar-
ily for most public utilities because low earnings and tax liabilities
were leaviwtﬂities with large amounts of unused credits to carry-
forward.) When the investment credit for public utility property was

! Public utility property is not eligible for the energy investment credit except

- for small-scale hydroelectric property, equipment used to produce oil shale or gas

n;%m rgyeopressured ‘brine; and perhaps specially defined cnergy conserving
property. e ' ‘

70595 0 ~. 81 ~ 2
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" increased to 10 percent in 1975, it was provided that flow-through
could not be utilized by these grandfathered utilities with res%ect. to
the additional 6 percent credit (or the additional credit allowable by
reason of increased limitation based on tax liability) unless the com-
pany made a specific election, This rule was retained when the 10-per-
cent rate was made permanentin 1678. - .

In general, present law (Code sec. 46(f)) denies the investment tax
or%lilit (both the e aruho:edit and an¥ a\llp?lvl;ﬁble ;Jx;:;gy credits)
with respect to public utili ifa ic utility - .
commission mqul?l:es that the ﬁm" immediately flowed thr:
to customers or if the benefits of the utility’s retention of the credit are
not shared between utility customers and utility shareholders in a
manner prescribed by one of the normalization options in the Code.. -

Under certain exceptions, however, the ts of the investment
tax credit may be flowed through immediately to customers if an elec-
tion is made and if the taxpayer was on a flow-through method of ac-
counting for depreciation purposes prior to 1969, As mentioned above,
this immediate flow-through rule applies only to investment credit
which would have been allowed under thé rules in effect prior to 1975;
the increase first provided with respect to public utility property in
1975 must be accounted for under a normalization method of account-
ing (Code secs, 46 (f) (8) and (8) )4 ‘

xcept for the special flow-through rules in the ing pera-

{aph, the investment credit is denied for public utility property if

the retemaking treatment of the credit results in the utility’s share-

holders receiving less than the benefit prescribed by (a) the ratable

_ﬂow-thrm.\ﬁi: m?thod or (b) the rate base reduction method, which-
o, N g

ever is ap&’cab .

Under the ratable flow-through method, the benefits of the invest-
ment credit may be shared with utility customers by passgglthrough
to them no more than a ratable portion of the investment credit during
wriod equal to the useful life of the asset that produced the credit.

e ratable portion is equal in amount to the regulated depreciation
allowance on that portion of the cost of the equipment paid for, in
effect, by the credit. However, the utility shareholders must be allowed
& return on the capital represented by the credit, just as with the
private capital of the utility. In this manner, the benefits of the invest-
ment credit are shared by passing through to customers the equivalent
of the depreciation allowance on the portion of the purchase price of
the property paid for by the credit and by requiringefgmt the utility
' :gm wtum on the investment that, in effect, has been supplied by:-

@ credit, ‘ o ‘ I
"Under the rate base reduction method, the utiliti’s rate base is
reduced by the amount of the credit, so that the shareholders are pre~

¢ However, a public utility which had elected flow through prior to 1975 could
make another election to flow through the additional credit. This additional elec-.
tion was structured so that it normally could be made by the company and not
by direction of the regulatory commission. . ‘
. BSpecial ruleq are also provided to prevent flow through of the additional credit
for contributions tv an employee stock ownership plan (Code sec. 46(f) (9)).
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vented from earning a return on that part of the cost of the equipment.

which is, in effect, paid for by the credit. However, under this method,

the regulatory commission may not require that the utility flow

throug%;uto customers any part of the credit itself, and it must allow

the utility to charge customers for the depreciation expense on the

entire cost of the equipment, including the part paid for by the
~ investment credit. . : : -

B. Backgmund

Accelerated depreciation methods and the investment tax credit
were enacted in order to encourage higher rates of investment in
plant and equipment. This result is achieved by increasing the esti-
mated rate of return after taxes over the life of the asset involved
through reducing the initial cost of the investment or making possible
a more rapid recovery of the funds invested in capital assets,:

When it considered the Tax Reform Act of 1969, Congress found
that public utility regulatory agencies were adog:ing very different
methods of flowing through to customers the tax benefit from acceler-
ated depreciation. About half the regulatory agencies required utilities
that used accelerated depreciation to flow through the tax ‘reduction
from accelerated depreciation immediately in the form of lower rates.
Some agencies insisted that utilities subject to their jurisdiction vse

- accelerated depreciation for tax purposes and, in a few rate cases,
treated the utjlities as though they used accelerated depreciation (and
flowed through the resulting tax reduction), even though the utilities
may have used straight-line depreciation on their tax returns, Other
agencies permitted the utilities under their jurisdiction to normalize
the deferred tax liabilities resulting from.accelerated depreciation
Si.e., permit the company to retain the temporary tax savin* but pass

+ through to customers the resulting cost of capita sa,vingsl)l. he trend,
however, appeared to be towards use of immediate flow-through. As a
result, Congross decided; as part of the Tax Reform Act of 1969,
essentially to freeze the then current situation with regard to the cir-
cuinstances under which accelerated depreciation methods could be
used by a regulated public utility. . C o

The freeze applied to existing property as of August 1, 1969, It
permitted most flow-through practices to continue, but provided that
subsequent changes to a faster rate of depreciation for Federal income
tax purposes would not be allowed. - . : LT

For new. (i.., ﬁOSt 1969) property, a public utility generally was
allowed to flow through the tax benefits from accelerated deprecia-
tion if that was the practice as of August 1, 1969. In all other cases,
straight-line depreciation. was required unless the tax benefits from
accelerated depreciation were normalized. S -

When Congress restored the investment tax credit at a 7-percent:
rate in the Revenue Act of 1971, the investment eredit' for public
utilities was increased from-8 percent to 4 percent. The increased credit
was provided because many utilities were encounberil:f" roblems-in
raising capital for modernization and expansion. An additional reason
for the increased credit was to improve the competitive positionof = -
regulated utilities against unregulated companies which provide some
of the same services, =~ : P ,

When Congress restored the investment credit in 1971, it provided:
that the investment credit would not be available in cases where the . = -




16

credit was immediately flowed through to customers or where some of
the benefits of the utility’s retention of the credit were not retained by
the utility as provided under one of the normalization options in the
Code. However, utilities that were on a flow-through method of ac-
counting for accelerated depreciation were generally allowed to flow
through the investment credit. When the investment credit for public
utility property wae increased to 10 percent in 1975, it was provided
that, for the most part, flow through could not be utilized by these
grandfathered utilities with respect to the additional 6 percent unless
the company made an election. This rule was retained when the 10-
percent rate was made permanent in 1978. L
Considerable controversy has arisefi over the proper application of
these normalization rules, principally in California. Prior to 1969, the
California Public Utilities Commission generally required utilities
under its jurisdiction to flow through the tax benefits of accelerated
depreciation to customers immediately. However, in accordance with
Code provisions makingrthe use of accelerated de&erecio,tion elective,
Pacific Telephone and Telegraph Company and General Telephone
Company of California, the telephone companies under the Com-
mission’s jurisdiction, did not elect to take accelerated depreciation
for Federal tax purposes. In a 1968 decision, the Commission found
that it was imprudent for the companies to use straight-line deprecia-
tion for Federal tax purposes, and the Commission set rates as if ac-
celerated depreciation had been elected, and it flowed through the tax
benefits of this imputed accelerated depreciation to the customers. This
1968 decision was modified by the Commission in 1970 to allow the
companies to elect accelerated depreciation with normalization as pre-
scribed by the Code. However, in 1971 the California Supreme Court
annulled the 1970 decision on the grounds that (1) the 1968 decision
- did not have to be modified because of the intervening passage of the
Tax Reform Act of 1969 rules requirin, th:ﬁdpublic‘ utilities (other
than public utilities which had previously used accelerated deprecia-
tion and flowed it through to their customers) could elect accelerated
degmclatlon only if the benefits of such depreciation were normalized
and (2) other methods of normalization should have been considered.
After protracted litigation (including 8 more decisions of the Cali-
fornia Supreme Court), the Commission entered an order which re-
quires the telephone companies to use certain methods of accounting
to measure the amount of the benefits from accelerated depreciation
and the investment credit that are to be shared with the utility
customers. Although no final determination has been made as to
whether these methods comply with the Code’s normalization require-
ments, the Internal Revenue Service has issued grivate rulings which
take the position that the methods do not comply with such require-
ments.. As: a result, these telephone companies are  faced ~with
a situation in which tiley may be deemed ineligible.to claim accelerated
depreciation and the investment credit even though all or a portion of
these benefits may have already been reflected in reduced rates or re-

. funds for their customers. At least one other utility (Southern Cali-
' . fornia Gas Company) apparently has a similar problem with res

to that portion of the investment credit which is subject to the “anti-
flow-through” rules of the 1975 Act. ~ SRR L
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C. Issues

One major issue is whether it is desirable to clarify for the future
the rules relating to normalization with the intention of preventing
further disputes of the type which has occurred in California. The
other major issue is whether it is appropriate to provide a special rule
that wou{d exempt utilities from the normalization reﬁuirements of

resent law for accounting periods that ended prior to March 1, 1980,
1f the utilities used certain accounting methods which were prescribed
by an order of & public utility commission entered prior to March 18,

1980. ‘

D. Explanation of Provisions

The bill contains two amendments to the normalization rules which
would not materially change the substance of present law as that law is
interpreted by Treasury regulations. It also contains a special rule
applicable to periods prior to March 1, 1980, and designed to benefit

acific Telephone an Tel&mph Compa;xiv)' (a subsidiary of A.T.
& T.), General Telephone Company of California (a subsidiary of
General Telephone & Electronics), and Southern California Gas
Company. ‘

1. Accelerated depreciation '

The bill would add a new provision (Code sec. 167(1) (3&1(1-1))
which clarifies the present definition of the normalization method of .
accounting (in Code sec. 167(1) (3) (Gﬁ) for accelerated depreciation
in & manner which generally follows the interpretation of provi-
sion now contained in Treasury regulations, : )

This added provision generally would provide that normalization
is not complied with if, for ratemaking purposes, a procedure or ad- -
justment is employed  which uses estimates or projections of the tax-
pa{er’s tax expense, depreciation expense, or reserve for deferred taxes
unless these estimates and projections are also used in determining the
other two such items and the rate base. o ‘

‘The Treasury also would be given authority to prescribe regulations

which define other procedures and adjustments which are inconsistent

with normalization. This specific authority to preseribe tions
would not be intended to limit the Treasury’s normal authority to in-
terpret, by regulations or otherwise, these new Code provisions or ex-
isting Code provisions relating to normalization. o

This provision would be intended to make it clear that California’s .-

-so-called “AAA” method (and any other similar method) of making.

adjustments for ratemaking purposes does not ,oqx;g»lywith the nor-
malization requirements of Code section 167 (1) (8) (G). b

2. Investment tax credit , S
. The bill would add a new provision (Code sec. 46(2810)%}:;0 the
rules relating to normalization of the investment tax credif, The new

provision generally would provide that the normalization rules are
-, not complied with if a procedure or adjustment is employed which
uses an estimate or projection of the taxpayer’s qualified investment

for purposes of the investment tax credit unless such estimate or -~

projection is consistent with the estimates and projections of property -

- which are used, for ratemaking purposes, with respect to the taxpayer's .-

depreciation expense and rate base. _ R S
e Treasury Department also’ would be given authority to pre-

scribe regulations which define other p ures and adjustments .

-, which are inconsistent with the requirements of the raté base method
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or the ratable flow-through method. This specific authority to prescribe

regulations would not be intended to limit the Treasury’s normal au-
. thority to interpret, by regulations or otherwise, these new Code provi-
-sions or existing Code provisions relating to normalization.

This provision would be intended to make it clear that California’s
so-called “AA” method (and any other similar methed) of making
adjustments for ratemaking purposes does not comply with the re-
quirements of Code section 46 (£). ‘ '

The new Code provisions which would be added by the bill (new
Code secs. 46(?‘(10) and 167(1) (8) (H)) would specify only one man-
ner in which the normalization rules may be violated. Thus, compli-
ance with these grovisions would be a necessary but not sufficient con-
dition for eligibility for the investment tax credit and accelerated
depreciation. :

3. Special rule for periods prior to March 1, 1980

. The bill would provide that violations of the normalization require-
ments of present law (and of the bill) would not result in a public
utility’s loss of eligibility for the investment tax credit or accelerated
depreciation if ( aglsuch violations involved the use of estimutes, pro-
jections, or adjustments to the taxpayer’s rate of return and (b) such
- estimates, projections, or adjustments only apglied for any periori
- ending prior to March 1, 1980, and were included in a qualified order.
For purposss of this special rule, a qualified order would be an order of

‘a publi¢ utility commission—(1) which was entered before March- 13,
1980, (2) -which used the estimates, projections, or rate of return ad-
justments to determine the amount of the rates to be collected by the

.- taxpayer or the amount of a refund with respect to rates previously
~ . collected, and (8) which ordered such rates to be collected or refunds
* to-be made (whether or not such order actually was implemented
or enforced). Since the specidl rule would apply to rates which were
.determined for periods prior to'March 1, 1980; an order may be a

- qualified order even if it requires that refunds be paid after March 1,

11980, s0 long as-such refunds are attributable to adjustments to rates

‘charged prior to that date. - o |
As indicated above, this transitional rule is designed to benefit Pacific
Telephone and Telegraph Company, General Telephone Company of
- California and Southern California Gas Company. ’ o
.. 4 Effective date, | T
"+ " The.provisions of the bill (other than the special rule) generally
would apply to taxable years beginning ;ftgg December 31,1979, How-
en

\A '

. ever, these provisions could’be overri y the special rule for pe- ..

- riods prior to March 1, 1980,

*-. . The bill would explicitly provide that, in 'hbplyin%tﬁ“é ‘normaliza-

©" “tion miles (Code secs. 46(f) and 167(1)(3)) to taxable yetrs begin-

ning before January 1, 1980, no inference is to be drawn from the

.- amendments to these rules (new Codes secs, 46(£)(10) and 167 (1)'(8)
© ~(H)) or from the sPecial rule, However, this no inferencs rule would
- . not be intended to limit the relief provided by the special rule. .

:% "The-bill also would provide thatmo refiind or credit 6f any over-

- prior to October 1,1981. - - -

LSBT R S

B S

- payment-of tax attributable t¢ the bill would be made or- allowed
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E. Revenue Effect A

It is estimated that the permanent changes made by the bill would
have no revenue effect. . . .

If the orders of the California Public Utilities Commission appli-
cable prior to March 1, 1980, to the three utilities which would be bene-
~ fitted by the special rule do not comply with the current normalization
rules in the Code, the special rule in the bill would result in a revenue
loss of approximately $1.85 billion attributable to accounting periods

rior to March 1, 1980, Approximately $110 million of this amount

as-been paid into the Treasury and could be the subject of claim for
a refund which could be filed at any time through February 1982.
Since the bill provides that no refund or credit of any oveérpayment
of tax attributable to the provisions of the bill could be made or al-
lowed grior to October 1, 1081, the $110 million of revenue loss would
probably occur in fiscal year 1982. The remainder of the $1.85 billion
revenue loss generally would occur in the fiscal year or years in which
determinations of tax liability for the affected companies would other-
wise become final. Such losses would probably occur in fiscal year
after 1981 _ | - - A

If these orders do comply with the current normalization rules, the
special rule in the bill would result in no revenue loss ag long as orders
in effect for periods after March 1, 1980, are in compliance with the
revised normalization rules. | _ ,

Senator Byrp. The first witness this afternoon will be Hon.
Daniel I. Halperin, Degut Agsistant Secretary for Tax Legislation
of the Department of the em. :

Mr. Secretary, you may pr .

STATEMENT OF HON. DANIEL 1. HALPERIN, DEPUTY ASSIST-
ANT SECRETARY FOR TAX LEGISLATION, DEPARTMENT OF
THE TREASURY ' ‘

I\;Ir.‘ HavLperIN. Thank you, Mr. Chairman. I will try to be as brief
as I can, :

H.R. 6806 is a bill that deals with a very complicated subject. I
assume that some of the future witnesses will be getting into the
gﬁt%ils qt; it. We have not opposed the bill, and we continue to take

~tha ition. . -: . S
It mbvious to us that the California Public Utility Commission
“-and the courts have required the taxpaire'rs to account for. the
benefits of the investment credit and accelerated depreciation in a
‘manner inconsistent with the requirements Congress has set for
entitlement to such benefits.. .. : o
. Therefore, we welcome that part,of the bill which so states that
_the method used in California is improper, says it in so many
. words, thus makes it even clearer than is existing law. . =~ -
As we have indicated in our testimony on this subject in the =
-past, we are concerned about the future consequences of the other *
-aspect of this bill. The other aspect of this bill is to take away the
~penalty for the failure: to follow the rules as to how to account for

the tax benefits involved here. G e
. - If we.are correct that the method that the California commission

 “used is wrong, it-would _x_neanftha,t ‘thg utility companies, telephone - - |
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companies principally, will lose the tax benefits of accelerated de-
preciation and investment tax credit.

Senator Byrp. You favor the legislation, do you not?

Mr. HaLrerIN. We do not oppose it.

Senator Byrp. You do not oppose it.

Mr. HaLPERIN. That is correct.

What this bill does is to say, let’s forget about the past, and let's
absolve you for any penalties that may have occurred up to now.
We indicated our concern that this could be looked upon as a
precedent, and that other commissions might say: “We can take
some chances. We can try things that may not be consistent with
the law because Congress will never let this penalty go into effect.”

The House has indicated its concern about that. It has indicated
as strongly as it could that' this should not be looked upon as a
precedent, and we would assume that if you act on this bill, you
would again try to make as clear as you can that this is the last
time that this kind of thing can go through.

Senator Byrp. I think that it would be well to say at this point,
insofar as the chairman of this subcommittee is concerned, I think
it should be considered in that light, and not be considered as a
precedent. , ‘

Mr. HALPERIN. In view of that, and in view of the fact that other .

ple have not expressed opposition to this bill from other regu-
ated utilities that presumably would be concerned if our fears are
deserved, we feel on balance that it is worth a try.

It is an ‘extremely difficult problem. It has absorbed an enormous
amount of the resources of the Internal Revenue Service, and of
our office at Treasury. We, as much as the telephone companies,
would like to resolve it without prolonged litigation and uncertain-

ty. ,
. On balance, we will not stand in the way of this bill, and let's all
hope for the best, and that in the future we will not have these
. problems facing us. :
Senator BYrD. In brief, if Congress decides to pass this legisla-
tion, you have no lﬁl"oblem with it.
Mr. HALPERIN. That is correct, Mr. Chairman.
~ S. 8082 and S. 3094 are identical bills. We are opposed to these
measures. We don’t feel that this is & time to get into the question .
of freezing a 4-year-old revenue ruling, a revenue ruling that has
been considered by the Congress in connection with the Tax Reduc-
tion and Simplification Act of 1977. - -~ =~ . . .
" In fact, the Senate passed a 1-year delay on the effectiveness of
‘the revenue rulini. at was not accepted, and' was dropped in
- conference. The subject was discussed again in 1978, and we do not
see why we are going back to'it at this time. -~ - . . . .
*_Moreover, 'if we are going to get into this question, we ought to
do it in terms of substantive legislation, and not merely saying a
_particular revenue ruling should not go into effect. : :
“The issue we have here is not really complex. Generally, invest-
-ment income from interest and dividends is taxed currently as you
earn it. We have one glaring exception to that, and that is involw
. with annuity contracts. ' : o L ‘
- . If an individual goes out and buys an annuity contract at the age -
- of 80 of 40, and there is no payout on that annuity until age 65, in
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the ensuing 30 years there is no taxation on the income even
though we know that the insurance company, in effect, is crediting
int:ere:a;tt on the investment made by the purchaser of the annuity
contract. .

What we have in this situation is an effort by the promoters of
these investment annuities to make everything an annuity con-
tract. They want the exception for annuity contracts to swallow the
ig’aenerta\l role that interest and dividends are currently subject to

X.

We believe and the IRS believes that this is an artificial device
and it does not work under present law. We have so indicated by
the issuance of revenue ruling 77-85. I think it is even clearer that
it should not work. We cannot continue to believe in the current
taxation of investment income, while permitting such glaring
avoidance techniques to exist.

If we are going to legislate in this area, what we do need is -
tightening, and not a loosening, an indication of what are the
limits of the annuity exception, and apply that in a way that does
" not totally swallow ﬁp the taxation of investment income.

For that reason, Mr. Chairman, we are opposed to S. 3082 and S.
3094, We will be glad to answer any questions you might have.
[Statement of Daniel I. Halperin follows:]
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Mt. Chairman and Members of the Subcommittee:

I am pleased to have the oppc')rtunity to appear today to '

present the views of the Treasury Department on S. 3082,
8. 3094, and H.R. 6806. .

8. 3082 and 8. 3094

Both 8. 3082 and S. 3094 would overturn Revenue Ruling
77-8%, That ruling dealt with so-called "investment
annuities,” through which individuals sought to shield
investment income from current tax while retaining the right
to select their personal investments. The Treasury opposes
these bills. They would sanction the use of paper
transactions to defer the imposition of income tax on
poctfolio income. If such deferral is desired, it shou}d be
permitted directly, rather than by artificial means, and by
specific legislation, rather than through a prohibition on a
Revenue Ruling. Enactment of legislation in the form of
f. 3082 or S. 3094 would irresponsibly avoid facing the

ssues.

M-744 N
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To put the issue raised by these bills in perspective it
is useful to review some basic features of our income tax
system. Sections 61(a)(4) and 61(a)(7) of the Intarnal
Revenue Code specifically provide that gross income includes

income from "interest" and from "dividends."

This general rule is subject to limited exceptions.
Before the Windfall Profit Tax Act of 1979, section 116 of
the Code allowed each individual to exclude from gross income
up to $100. of dividends received. With the Windfall Profit
Tax Act of 1979, Congress specifically reconsidered the
treatment of dividends and interest. As a res t, Congress
enacted a temporary revision to section 116 wlich raised the
exclusion from $100 to $200 and revised it to cover interast
as well as dividends. Dividends and interest in excess of
this amount remains taxable.

t

There have been a number of attempts to defer taxation
of interest. PFor example, during the 1960's a number of
corporations took to isouing debt securities at a discount.
Although the increase in value of such securities as maturity
approached was tantamount to interest, no ingcome was realized
until sale or surrender of the security. Congress responded
in the Tax Reform Act of 1969, It required a ratable portion
of the discount to be included in the investor's income as -
ordinary income during each month the instrument was
outstanding.

As this example suggests, Congress generally has been
unwilling to sanction artificial arrangements designed to
defer current taxation of irterest—-(or dividend) income. ,
There exists one major anomaly ==~ the treatment of what are
known as "deferred annuities.” Under a deferred annuity an
individual pays money to a life insurance company in exchange
for a contract which at some future time may be converted
into an annuity. Generally the contract holder may elect to
receive benefits in one of a va:iotg of forms, including
guaranteed payments for a fixed number of years or for life.
In addition, annuity contracts generally permit the contract
holder to surrender the contract in return for a lump sum in

cash.

The period until the contract is surrendered or
converted into an annuity is referred to as the "accumulation
period." During that period the insurance company credits
interest to the contract. Section 72 specifically provides
that, during this accumulation period the contract holder
will not be taxed on interest credited to the contract. =
Section 72 also provides that amounts actually withdrawn
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during the accumulation period will not be includible in
gross income unless such amounts exceed the amounts
previously paid for the contract. The tax treatment of
deferred annuities cannot be reconciled with the general
treatment of interest and dividends.

Thus, this Administration is on record as favoring
legislative change. Absent legislation, however, the rules
governing annuities remain in effect, and neither Revenue
Ruling 77-8S nor subsequent developments suigests that the
rules of section 72 can be altered by administrative action.
Rather, Revenue Ruling 77-83.simply responds to an attempt to
take artificial advantage of section 72. An investor would
pay "premiums” to purchase an investment 'annuit{,' and the
proceeds of the premium would be invested in various
financial assets. The contract purchaser was furnished with
a list of investment Securities that were approved by the
life insurance company, and each purchaser could select just
which investments he wished to make and how much should be
invested in each selection.

What the promoters of the "investment annuity" sought to
do was permit a contract purchaser to make investments using
a life insurance company as a conduit. The investor directs
the life insurance company to make, on the purchaser's
behalf, exactly the same investments the purchaser otherwise
would have made directly. However, by claiming that an
“annuity" had been purchased, current taxation of the
interest and dividend income was claimed to have been
avoided. While the Internal Revenue Service issued several
private ruling letters that tended to sanction this device,
Revenue Ruling 77-8S% properly reached a contrary conclusion.
Specifically, Revenua Ruling 77-85 held that the purchaser of
a so-called "investment annuity" was, for federal income tax
purposes, the owner of the underlying investment assets; and,
as with other financial assets, that the income from the
" assets was currently taxable to the purchaser. In so doing
Revenue Ruling 77-85 revoked, prospectively only, the
previously issued private ruling letters.

The issues raised by Revenue Ruling 77-85 and this
legislation are not complicated. In the case of the )
investment annuity the purchaser did not rely on interest at
rates guaranteed by the issuing life insurance, and did not,
as with a traditional "variable annuity," look to the
investment expertise of the life insurance company in
managing a diversified portfolio of assets. Instead,
purchasers simply contributad cash to a life insurance ,
company and than selected precisely which investments they
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wished to make. 1In substance, the life insurance company was
offering the investor nothing more than a piece of paper that
said the investor had purchased an annuity and could
therefore claim to be free of current taxation on interest or
dividends from those investments. Under those circumstances
Revenue Ruling 77-8S8 held that the investor had, in effect,
purchased the assets directly and should be taxed in exactly
the same fashion as if he had. We believe that the :
conclusion reached in Revenue Ruling 77-85 was correct. The
special tax treatment of annuities cannot be permitted to
engulf the general rules for taxation of interest and
dividend income.

The Treasury therefore opposes 8. 3084 and 8. 3092,

H.R. 6806

H.R. 6806 involves the complicated provisions of the

* Internal Revenue Code which require that the investment
credit, and the tax savings attributable to accelerated
depreciation, be "normalized" for public utility ratemaking
purposes. While the provisions are complicated the basic
thrust of the normalization requirements is to prohibit these
tax benefits, which are in effect subsidies to capital
investment delivered through the tax system, from being
"flowed through" to current ratepayers as a reduction in
current cost of service. Under the Code the penalty for
violation of these requirements is the loss of the tax
benefits..

There is a long history of dispute over the
normalization provisions, especially in the State of
California. The California regulatory authorities have
entered orders which violate the normalization requirements
of the Code, and, under existing law, the penalty to the
affected utilities is the loss of investment credit and
accelerated degreciation for the years for which California
adopted flow-through ratemaking. H.R. 6806 would absolve
those taxpayers that were subject to ratemaking orders in
California from the loss of substantial tax benefits. The
principal beneficiaries of the bill are Pacific Telephone
Company, a subsidiary of the Bell System; General Telephone
of California, a subsidiary of General Telephone and
Electronics, and the Southern California Gas Company.

In addition, H.R. 6806 would amend the statute 1in an-
attempt to make clear that imaginative schemes to violate the
normalization provisions will not be countenanced in the
future.
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On April 15, 1980, the Treasury testifiad in detail on
H.R. 6806 before the Committee on Ways and Means. A copy of
our April 15 testimony is attached. We there testified that
we did not think there was generally any policy to be served
by collecting some $2 billion in back taxes from three
utilities in California. On the other hand, the severe
penalties that flow from violation of the normalization
requirements are there for the express purpose of
discouraging such violations. Thus, we expressed the view
that H.R. 6806 would appear to be an appropriate measure of
relief if one could be reasonably confident (1) that further
disputes would not arise in California, and (2) that
providing relief in this instance would not encourage other
states to test the Congress' will with respect to the
normalization provisions.

It is still not clear to us that passage of H.R. 6806
will in fact end controversy in California. The affected
taxpayers fervently hobs that it will., Similarly, it is
difficult for the Treasury to maintain that passage of H.R.
6806 will encourage other states to violate the normalization
requirements, when regulated public utilities located in 49
other states, who stand to suffer the greatest damage if that
should occur as the result of H.R. 6806, appear not to object
to the bill. )

On balance, then, and although the future is far from
certain, the Treasury will not stand in the way of passage of

this legislation.
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¥r. Chairman and Members of this Committee:

I am pleased to have the opportunity to appear beafore
this Committee to digcuss B.R. 6806 and H.R. 3165. Both
bills deal with aspects of the rules of the Internal Revenue
Code that require the investment credit and the tax deferral
attributable to accelerated dcg:cciacion to be "normalized"
in establishing rates for regulated public utilities. Last
year the Treasury presented extensive testimony on this
subject before the Committee's Cversight Subcommittee. For
the record of these hearings I am attaching a copy of our
previous testimony, which I will not reiterate in detail.

As we testified last year, the Treasury regards the
investment credit, and the tax deferral attributakie to the
excess of accelerated over economic depreciation, as
subsidies to investment that are delivered through the tax
system. As we also testified at those hearings, the Treasury
has concluded that it is appropriate for these tax subsidies
to be made available to regulated public utilities, which ace
among the most capital-intensive industries in the country;
but that, as long as these benefits are available to .
regulated public utilities, they should be treated as
o subsidies to investment rather than as simple tax reductions.

This point should be underscored. We would not be here
today if the cash equivalent of the investment credit and the
loan equivalent of the tax deferral attributable to.
accelerated depreciation were delivered directly rather than
through the tax system. We do not believe that accounting
for comparable, but appropriated, subsidies would be
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controversial. The fact that they are cleared thraugh the
tax system does not change == and should not be permitted to
obscure -~ their essential character. Thus, in regulated
ratemaking, they should be treated in the same manner as any
comparable appropriated capital subsidy. Neither should Le
considered to reduce current regulated tax expense. The
investment credit should be treated as a 10 percent reduction
in the price paid for equipment, and the tax deferral
attributable to accelerated depreciation as an interest-free
loan. We believe that this treatment -~= "normalization® ==
is unquestionably the correct method of accounting for these
subsidies; and that, in the long run, such treatment is in
the interests of ratepayers as well as owners of cguity in
regulated utilities. On balance, we also concluded last yesr
that the normalization requirements of the 1internal Revenue
Code constitute an appropriate means to ensure proper
accounting for these subsidies.

Quite obviously there are those who do not share our -
point of view. S§pecifically, the regulatory authorities in
the state of California have accounted for the subsidies in a
manner that is the equivalent of their being "flowed through"
to income (i.e., as a reduction of current tax expenss), a
result that does not comport with the rules of the Code. But
we recognize that the forces that have led to the existing
situation in California are both complex and politically
charged. Consequently, while we believe the method of
regulatory accounting adopted by California unquestionably
violates the applicable provisions of the Code and
regulations, the Treasury is willing to offer its coogozgtion
in attempting to arrive at a solution to this difficult
situ;eizni ?ue wclmu:t £nsisg th:t onztcan oxgoctliaipazg of
any legislative solution a re uc% on/ not the elimination,
of further major disputes about the operation of these rules.

It is with that point of view that we approach H.R.
6806. H.R. 6806, as. we understand it, has two objectivas.
Pirst, under existing law, failure to normalize results in a
Yoss of the benefits of the investment credit and accelerated
depreciation. Sections 3 and 4 of H.R. 6806 would operate to
absolve those companies, which have been.regquired by
Califotnia to flow through improperly the investment credit
and the tax daferral attributable to accelerated
depreciation, from the loss of those benefits. Second,
recognizing that the improper flow-through stemmed primarily
from an estimating procedure adopted by the California Public
Utilities Commission, sections 1 and 2 of H.R. 6806 would
amend the investment credit and accelerated depreciation
tules to state specifically in the statute that such .
procedures are impermissible. : .

' We believe that the statutory clarifications of sections
1 and 2 of H.R. 6806 are consistent with existing law and,
therefore, are appropriate. The balance of H.R. 6806 we view




29

with reservation. Regulated public utilities are among the
most capital-intensive industries and therefore are among the
most significant recipients of capital subsidies delivered
through the tax system. Consequently, retroactive
disallowance of these subsidies exposes the comgpanies subject
to the California rate orders to tax deficiencies that by any
measure are substantial. 1If, by reason of legislation, the
difficult circumstances as they have developed in California
could ke defused and the normalization rules made to operate
properly there as elsewhere, we see no policy that would be
served by collecting such deficiencies.

The difficult question {s whether H.R., 6806 can achieve
this goal, which both we and its sponsoras seek. In our
Jjudgnent, legislative relief for past violations would be
preferable if it presecrved some measure of sanction short of
collecting the full tax deficlencies or insisting on complete
abatement of the rate refunds that already have been ordered
by California. Such legislation might serve to defuse the
existing situation while making clear that the normalization
rules cannot be disregarded with impunity.

But the Treasury is not unalterably opposed to H.R.
6806, If, as the result of its enactment, the situation in
California cculd be defused and the California authorities
persuaded to accept normalization; and if it was considered
unlikely that other state regulatory authorities would be
induced to start down the road taken by California; and if,
finally, this Committee and the Congress were to make it
clear that attempts to circumvent these rules in the future
would meet with no sympathy on the part of the Congress, then
a measure such as H.R. 6806 could be desirable. ‘

Whether it is realistic to have such expectations --
which, Mr. Chairman, 1 emphasize are in our judgment
essential to the Treasury's acquiescing in this legislation
-~ {t {8 not yet possible to say. If the California
. suthorities, and those public lawyers whose intervention in
the California rate proceedings has been an essential feature
of this controversy, were prepared to -accept normalization
for the future, that action would go far toward alleviating
our concerns. %e say this recognizing that the Supreme Court
of California, which we assume cannot speak to the question
outside the confines of a judicial proceeding, also has
played an essential role in California. But we also point
out that, in considering the wisdom of H.R. 6806, this
Committse must also reach a judgment about the possibility
that {ts enactment would induce other state :-qulaeari
authorities to follow California's lead. We are not in a
position to express an 1ndcgcndcnt judgment on the likelihood
that this will happen. Ferhaps the Committee will hear from
witnesses, subject to regulation by states other than
California, who will make their views on this subject known.

70-595 0 - 81 -~ 3



80

We must point out, however, that if H.R. 6806 were
enacted, and if, contrary to the Committee's expectations,
California perseverel in the course that it has staked out,
or other public utility commissions were persuaded to follow
California's lead, the consequences could be Guite serious.
Our testimony last year to the effect that retention of the
nosralization rules was appropriate rested on several
fundumental premises, anmong them that the subsidies provided
by the inyestment credit and accelerated depreciation were
appropriate for regulated public utilities as long as they
were properly accounted for th:ough normalizaticn; that, in
general, the tax normalization rules seemed to operates
properly: and that, absent such rules, benefits that are
intended as subsidies to investment well might be converted
into rate subsidies. But we also pointed out that these
rules 'do not operate well when they are the focus of
controversy. If, either as the result of California's
continued iursuit of flow-through or because of efforts by
other public utility commissions to follow suit, the
normalization rules prove to be a source of even furthet
controversy, the Treasury might feel constrained to recommend
a review of Congressional policy toward the provision of
these investment subsidies to regulated public utilities. 1t
might prove nccecoa:g to re-examine the wisdom of retaining
the normalization rules. Or, recognizing that flow~through
operates to convert investment subsidies into direct rate
subsidies, the inability to schieve normalization accounting
might warrant reconsideration of allowing thess tax subsidies
to regulated utilities. W%e do not mean to luiqcst that the
time for such reconsideration has arrived; only that, if
these rules cannot be made to work properly, the underlying
policy may have to be reconsidered.

As I mentioned at the outset, Mr. Chairman, the Treasury
is prepared to work with this Committee and other interested
parties in an attempt to remedy this difficult situation. At
this moment we are not confident *that H.R. 6806 will provide
a solution. We look forward to saeing how the situation’
develops, and in particular to the views to be expressed
before this Committee in the balance of its hearings today.

The other bill dealt with in this hta:inz, H.R. 31658,
addresses the afprop:iato technique of normalizing the
investment éredit. It is the Treasury's view that the
investment credit was intended to stimulate investment in
productive capital by reducing the cost of capital goods.
Such a reduction means that investments will become feasible
at a lower level of expected returns than would be the case
in the absence of the credit. Thus, we believe that progper
normalization of the credit would result in its being
accounted for in regulated ratemaking in exactly the same way
as any other 10 percent reduction in capital costs. PFirst,
the regulated taxpayer's "rate base,” to which its "£air rate
of return” is applied in determining the allowable return to
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equity investors, would ke reduced by the amount of the
credit. This would reflect the fact that a portion of the
taxpayer's investment had been financed by the government.
Second, the base for determining regulated depreciation
expense would also be reduced by 10 percent (to reflect the
actual cost of the investment), thus reducing annua%
depreciation charges (and, hence, regulated "cost o
service”) by 10 percent as well. )

In its current form, section 46(f) may not quite
accomplish this goal. It provides two alternative methods of
normalizing the investment credit, neither of which
unambtguously pernits both a rate base reduction and a
reduction in regulated depreciation base. Under one method
=« gection 46(f)(1) == the regulatory body establishing rates
may require the regulated taxpayer's rate base to be reduced
by the amount of the credit. However, under section
46(£)(1), it is not clear that any other reduction, for
example a reduction in depreciation expense, is permitted in
the taxpayer's regulated cost of service. Under the
alternative == gection 46(f)(2) =~ ragulated "cost of
service” may be reduced by a ratable portion of the credit
esrned each year (the equivalent of reducing the taxpayer's
base for computing regulated depreciation expense), but the
taxgaycr'l crate base may not be reduced. Consequently,
section 46(£)(2) permits the regulated taxpayer to earnh a
return on the portion of its investment that is paid for by
the government through the credit. Most regulated utilities
elect section 46(f)(2).

As we testified last year, we bLelieve that the correct
technique by which to normalize the investment credit
involves a comkination of the two existing methods, under
which, through reduced depreciation, the regulated taxpayer's
cost of service is reduced by a ratable portion of the credit
each year; while, simultaneously, the taxpayer's rate basa is
reduced (to exclude the government's contribution) by the
amount of the allowable credit. This treatment woul
recognize the investment credit as providing a 10 percent
reduction in capital costs. .

We are convinced that the arguments in support of
tetaining section 46(£)(2) are based on a misunderstanding of
the way in which the investment credit was intended to :
g erate. Many of those who have considered this is:u:gagtoc

at conceptually we are cocrect, but attempt to just
section 46?:)(2)ycn'pehcr grounds. Spcciiigally,jft ha; been
said that allowing & regulated utility to presetve the
investment credit in its rate base, as permitted by section
46(£)(2), to some extent mitigates the conseguences of
“regulatory lag” (i.e., the inability of current ratemaking
orders to Kkeep up w financial demands on a regulated
utility), a phenomenon that is aggravated by high rates of
inflation. We believe that it simply is improper to justify
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improper normalization of the investment credit as an
antedote to deficiencies in the ratemaking process. Those
deficiencies, if they exist, should be remedied by the
tegulators. :

In sum, Mz. Chairman, H.R. 3615 attempts to correct what
we regard as a deficiency in the existing investment credit
normalization rules. W%hile we have some technical
reservations, the Treasury supports the objective of B.h.
3613 and would be happy to cooperate with the Committee or
its staff to work out suitable revisions.

Senator Byrp. Thank you.

The next two witnesses will be Mr. Theodore F. Brophy, chair-
man of the board and, chief executive officer of General Telephone
& Electronics Corp.; and Mr. Jay Curtis, director of taxation, Pacif-
ic Lighting Corp.

Mr. Brophy, may I ask you, you are, aside from your position as
chairman of the board and chief executive officer of General Tele-
phone & Electronics, chairman of the Business Roundtable?

Mr. BropHY. I am cochairman of the Business Roundtable, Mr.
Chairman, and chairman of the taxation task force of the Business
Roundtable. : .

Senator Byrp. That is, of course, a very fine organization. You
are the chairman of the tax committee of that as well?

Mr. BroPHY. Yes.

Senator Byrp. I think that organization can be very helpful to
the Congress in legislation affecting tax schedules.

Mr. BrorHy. We certainly hope so, Mr. Chairman, and we have
recently formed a subcommittee of the taxation task force on the
budget, and Roy Ash will be working with me as chairman of that
subcommittee.

Senator BYrp. On the budget?

Mr. BrorHy. Yes.

Senator Byrp. That is fine.

Mr. BrorHy. We have become convinced that one cannot look
only at this taxation side, or from the Government’s view the
revenue side, but one has to become involved in the spending side
if we are going to do a responsible job. So we are taking an interest
in that side. _

Senator Byrp. I think gou are so right. I had not been aware of
that, and I am so pleased you will be doing that. As I see it, a tax
reduction needs to be coupled with the control of spending, and a
reduction in the rate of increase in spending. I fear that the cut in
taxes will be eaten up by the increased inflation so that no one
benefits.

Mr. BrorHy. It is certainly a great concern we all have. We hope
that we can make a contribution in that.

Senator Byrp. Thank you, sir. Would you proceed as you wish.

STATEMENT OF THEODORE F. BROPHY, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, GENERAL TELE-
PHONE & ELECTRONICS CORP.

Mr. BropHY. Thank you, Mr. Chairman.
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My name is Theodore F. Brophy. I am chairman and chief execu-
tive officer of General Telephone & Electronics Corp., which is
known as GTE. -

GTE has the second largest and operates the second largest
telephone system in the United States, which serves approximately
15.6 million telephones. Our largest operating subsidiary is General
Telephone Co. of California, which I will call “General.” General
serves approximately 4.1 million telephones in the State of Califor-
nia and has a net investment of about $3 billion.

I have submitted a comprehensive written statement to the sub-
committee on H.R. 6806 and respectfully request that it be incorpo-
rated in the record.

Senator Byrp. Without objection, so ordered.

Mr. BropHY. H.R. 6806 is designed to provide equitable relief to
utilities in California, such as General, which have been required
by order of the public service commission to flow through to their
customers a part of the benefits of accelerated depreciation and the
investment tax credit. This flowthrough of the tax benefits has
been imposed on the utilities as a result of decisions of the Califor-
nia Supreme Court interpreting the normalization rules of the code
as permitting such partial flowthrough. ‘ ‘

he IRS, on the other hand, deems the flowthrough to be a
violation of the code and, through no fault of the utilities, retroac-
tively disqualifies them from taking accelerated depreciation and
from having the benefits of the investment tax credits.

The end results of this disagreement on the interpretation of the
code between the Supreme Court of the State of California and the
Internal Revenue Service are assessments Q%ainst the utilities of
stagfering amounts of back tax liabilities. The amounts, if paid,
would dangerously decapitalize the utilities and could destroy their
ability to ;,)rovide service. .

General’s potential liability for back taxes and interest as of
December 31, 1979, was $394 million, or some 42 percent of its
equity capital on that date. Today, General’s only option is to
contest these assessments in the courts, and that option has been
characterized as “Russian roulette.” I would suggest that, in fact, it
- i8 Russian roulette with all of the cylinders in the gun loaded.

Because of the magnitude of the tax assessments, the utilities, as
I said, have no choice but to challenge them in the courts. If the
utilities, in fact, succeed in their challenge, then there is little
doubt that there will be an increase in the flowthrough of the
investment tax credit and the accelerated depreciation not only in
California, but in other States. ,

This will deprive the utilities of vastly needed capital and under-
mine the intent of Congress in enacting the normalization rule. If,
on the other hand, the challenge to the tax assessment is unsuc-
cessful, the affected utilities will be penalized and be required to
pay back tremendous amounts of back taxes which will also dan-
gerously decapitalize the utilities.

In either event, during the period of litigation, which we esti-
‘mate may take from 5 to 10 years, the utilities will be faced with
continued uncertainty and inability to state their true financial
condition. That, in turn, will serve as a major impediment in the
ability of those utilities to finance.
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The sad fact is that this game of Russian roulette is one in which
the public will be a big loser.

H.R. 6806 was reported out by both the Ways and Means and
Rules Committees of the House on voice votes, and passed the
House on a voice vote. I believe you will conclude, as did the
House, that the bill is noncontroversial and fully deserves your
support. For this reason, I will try to keep my testimony very brief,
but I would welcome the opportunity to answer any questions you
mgl{lhave.

e bill itself would clarify the normalization rules to prevent
any further misunderstandings in California and elsewhere and
provide a transitional rule that forgives the potential back tax
liabilities of the affected utilities.

I suggest that the position in which the affected utilities find
themselves presents a compelling equitable case for the forgiveness
of the potential back tax liabilities that not even the IRS wants to
collect. Let me mention a few of the reasons.

The utilities are caught between conflicting Federal and State
interpretations of a very complex section of the Internal Revenue
Code, the normalization rules. The California Supreme Court has
required the utilities to use newly devised partial normalization -
methods, but it is the utilities and their customers, not the Califor-
nia Supreme Court, that would be required to pay the back taxes.

Where a State’s highest court has interpreted some of the code’s
most complicated provisions to permit an unintended result, basic
fairness requires that the provisions be clarified first and only then
should a tax be exacted for noncompliance.

The tax forgiveness, if that is the correct term, does not place the
utilities in any more favorable a position than any other utilities
which normalize. -

Forgiving the potential back tax liability does, in fact, represent
a compromise, but I believe a reasonable one. It accepts the partial
flowthrough methods of the California Supreme Court and the
commission for the period prior to March 1, 1980, and requires, as
it must, that rates after that date be established on the basis of full
normalization.

The California Commission, for its part, has made what I believe
are conciliatory moves to resolve the dispute. It recently issued an
order permitting rates to be collected on a full normalization basis,
subject to possible refunds down the road only if this issue is not
resolved in a manner that effectively precludes that refund. H.R.
6806 would preclude that refund.

I cannot overemphasize the importance of enacting this bill
during the current session of Congress. The recent commission
order has been appealed to the California Supreme Court, and that
court will undoubtedly once again annul the commission’s order
utiliztiex:lg full normalization as it has done twice if H.R. 6806 is not
enacted.

. If this happens, causing the California Commission to revert to.
its old, partial flowthrough methods, the potential tax liabilities of
the affected utilities will continue to mount and they may not be
able to obtain the necessary funds to provide the telephone service
their customers demand. g | B
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So far, the problem only exists in California, but other State
re%\lator commissions and courts are awaiting the outcome of
H.R. 6806. Should it fail to become law, other States may interpret
thi::hf‘;%ilure as an acceptance of California’s partial flowthrough
methods.

We urgently request that this subcommittee and Congress give
prompt approval to H.R. 6806 and end what I have characterized as
a game of Russian roulette. The future viability of the utilities
involved can thus be resolved, and they can get on with their
business of serving the public. .

Thank you very much.

[Prepared statement of Theodore F. Brophy follows:]
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-

Mr. Chairman, Members of the Subcommittee:

I will testify today on H.R. 6806, a bill designed to
address a serious inequity having a very significant impact on
General Telephone Company of California ("General"), GTE's
largest telephone subsidiary.

H.R., 6806 was reported out by both the Ways and Means and
Rules Committees on voice votes, and passed the House on a
voice vote. I believe you will conclude, as did the House,
that the bill is noncontroversial and fully deserves your
support.

As a result of the California Supreme Court's interpre~
tation of the normalization rules in the Code, General has been
required to flow through to its customers a part of the
benefits of accelerated depreciation and the investment tax
credit, The IRS deems such flow~-through to violate the Code, -
to be contrary to the intent of Congress and, throuah no fault
of General, retroactively to disqualify it from taking
accelerated depreciation or receiving the investment tax
credit. The end result is an assessment against General of
staggering amounts of back tax liability. The amounts, if
paid, would dangerously decapitalize General and could destroy
its ability to provide service.

General's potential liability for such back taxes (includ-
ing interest), as of December 31, 1979, was $394 million, an
amount equal to 42 percent of its equity capital on that date.

I believe you will agree that the position in which General
finds itself is unconscionable -~ it is caught between conflict~
ing federal and state interpretations of the normalization
rules. H.R. 6806 would provide the equitable relief so
desperately needed by forgiving the back taxes. It would also
clarify the normalization rules to prevent any future
misunderstandings by making clear that full normalization is
the only acceptable alternative.

It is essential that this bill become law during the cur-
rent session of Congress. A recent order of the California
Commission is on appeal to the California Supreme Court, That
Court may again annul the Commission order utilizing full
normalization if H.R. 6806 is not enacted, causing General's
potential tax liability to continue to mount. Furthermore,
your rejection of H.R. 6806 could be considered by *he
California Supreme Court and other state courts and regulatory
co?:é:siona as an acceptance of the partial flow-through
me 8.
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Mr. Chairman and Members of the Subcommittee:

My name is Theodore F. Brophy. I am Chairman and Chief
Executive Officer of General Telephone & Electronics Corpora-
tion, known as GTE. GTE is the parent company of a group of
companies that provide telephone service, other forms of com=-
munication service and manufacture electronic and electrical
equipment and products. It is the-second largest telephone
system in the U. 8., providing service to approximately 15.6
million telephones.

It is my pleasure to appear before you today and testify on
a proposed bill, H.R, 6806. This bill has been reported out by
the Ways and Means and Rules Committees of the House by voice
votes, and passed the House on September 24th by a voice vote.

H.R., 6806 would correct a serious inequity having a very
significant impact on GTE and its telephone operating subsid-
iary in California. Needless to say, I am vitally interested
in the action you will take on this bill.

INTRODUCTION

The serious inequity addressed by H.R. 6806 results from
conflicting federal and state positions concerning the proper
method of accounting for the tax benefits of accelerated depre-~

ciation and the investment tax credit. Congress carefully
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fashioned sections 46(f) and 167 (1) of the Internal Revenue
Code to require "normalization® of the tax benefits so as to
ensure that the benefits have their intended effect of provid-
ing an incentive for capital investment. The governmental
authorities in one state, namely the California Supreme Court
and the California Public Utilities Commission, have seen fit
to interpret those prov}sions to achieve an increased alloca-
tion of the tax benefits to present customers at the expense of
the affected utilities and future customers, and in violation
of the generally understood meaning of the statutory
provisions.

As a result, the eligibility of certain California
util%ties for the tax benefits has been placed in jeopardy,
exposing them to staggering amounts of back tax liability
which, if paid, would dangerously decapitalize the utilities
and have the potential to destroy their ability to provide
service to the public. General Telephone Company of California
("General®), GTE's largest telephone subsidiary, is one of the
affected utilities. It serves 4.1 million telephones and has a
total investment of $3 billion in telephone plant and equipment
in the state of California.

The problem has arisen first in California, but it is not
certain that it will end there. Other state courts and regula-
tory commissions are awaiting your response to the interpreta-
tion placed on the normalization rules by the California
authorities. Should H.R. 6806 fail to become law, other state
courts and regulatory commissions may adopt California's

interpretation.
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NORMALIZATION REQUIREMENTS
The tax benefits of accelerated depreciation and the

investment tax credit were expressly designed by Congress to
provide an incentive for capital investment. 1If, however, the
tax benefits are not available to a public utility because a
regulatory commission, in setting rates, requires that the
benefits be passed on (or "flowed-through") to customers in the
form of current rate reductions, the stimulus for capital in-
vestment is lost.

A utility is normally entitled to recover its cost of pro-
viding service to the public. Since one component of such cost
is a utility's tax expense, absent & statutory restraint, a
regulatory commission could flow-through the tax benefits to
present customers in the form of current rate reductions by
computing a utility's tax expense net of the two tax benefits,
This is a form of ratemaking known as "flow-through ratemaking."

In 1969, Congress took steps to put an end to what it viewed
as an undesirable trend to flow-through ratemaking by enacting
the normalization requ;rements for accelerated depreciation,
The requirements provided, as a condition of eligibility, that
the tax deferrals resulting from accelerated depreciation be
*normalized," i.e., set up as a reserve rather than used cur-
rently to reduce rates, as is done under flow-through rate-
making. This rule carefully balances the interests of all
concerned - it provides a stimulus to capital investment by
permitting a utility to use the tax savings from accelerated

depreciation and it provides a benefit to the utility's
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customers in the form of lower rates since, in most cases, the
deferred tax reserve is excluded from the rate base on which a
utility is permitted to earn a return.

In reinstating the investment tax credit in 1971, Congress
again responded to flow-through ratemaking and required, also
as a condition of eligibility, that the credit be "normalized®
so as to prevent the immediate flow-through of the tax benefit
to the customers. In enacting these requirements, Congress
again balanced the interests of the utilities, and present and
future customers.”

I submit there can be no question about the wisdom of the
normalization requirements, To accomplish the Congressional
intent of stimulating capital investment, these requirements
are unquestionably necessary. Flow-through ratemaking is
completely contrary to this intent, While flow~through
ratemaking may achieve current rate reductions for present
customers, it is accomplished only at the expensé of future
customers and undermines the intent of Congress in providing
the tax benefits of accelerated depreciation and the investment
tax credit.

Deputy Assistant Secretary Emil Sunley reached the same
conclusions in his testimony before the Oversight Subcommittee
of the Ways and Means Committee last year and Deputy Assistant

Secretary Daniél Halperin reaffirmed these conclusions in his

*In putting an end to an undesirable trend to flow-through
ratemaking in respect of both tax benefits, Congress permitted
the continued use of flow-through ratemaking in those limited
gituations where a utility was subject to flow-through rate-
making in 1969. This has no application to General.
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testimony on H.R. 6806 before the Ways and Means Committee on
April 15, 1980. The recent action taken by the Federal Com-
munications Commission provides further support for these
conclusions. The FCC substantially revised its depreciation
practices to improve the capital recovery of telephone com-~
panies for the avowed purpose of encouraging increased capital
investment, with the expectation that the new investments will
result in benefits to customers that far outweigh any initial

increases in telephone rates.

THE UNIQUENESS OF THE NORMALIZATION REQUIREMENTS

While the normalization requirements are necéssary to ac~
complish the intent of Congress, they 4o create a unique situa-
tion in which a utility's eligibility for the tax benefits is
dependent not upon any action taken by it, but rather upon
action taken by a third party, i.e., the action taken by a
regulatory commission in setting rates. Typically, a person
takes an action and is responsible for the consequences. Here,
a regulatory commission can take an action, but the consequences
fall upon the utility. It is this separation of action from
consequences which has placed General in a terribly unfair
position,

The California Public Utilities Commission, responding to
mandates issued by the California Supreme Court, has adopted
newly devised, partial flow-through methods designed to flow
through a portion of General's tax benefits to current custom-
ers in violation of the generally understood meaning ascribed

to the normalization requirements. As a consequence, General
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has incurred a substantial, potential liability for back taxes
(and interest) of $394 million as of December 31, 1979 and it
continues to grow by more than $40 million annually. 1In
addition, on the assumption that the partial flow-through
methods satisfy the normalization requirements, the Commission
has ordered General to refund to customers approximately $110
million of the tax benefits (including interest) in June, 1980
and June, 1981. Hence, if General does not satisfy the
normalization requirements as a result of the action taken by
the California governmental authorities, General will be
required, in effect, to return the tax benefits to the federal
government by paying the back tax liability, even though it
will already have paid a portion of the same benefits to its
customers.,

The title of an article which appeared in the September 10,
1979 issue of Fortune magazine aptly describes General's plight

- "The Tax Break Thit Turned Into a Nightmare.®” I submit that

General's situation, caused by no action on its part, presents

a compelling case for relief.

This is the reason for H.R. 6806. It is designed to pre~
vent a similar problem from arising in California and elsewhere
in the future and to providé relief to General (and others
similarly situated) during a transitional period ending on
March 1, 1980.
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THE SITUATION IN WHICE GENERAL FINDS ITSELF

Following the enactment in 1969 of the normalization re-
quirements pertaining to accelerated depreciation for utilities,
General elected to use accelerated depreciation for federal in-
come tax purposes. The California Commission issued an interim
decision that, for the period beginning January 1, 1970, General -
could use accelerated depreciation and could normalize its tax
expense in compliance with the generally understood meaning of
" the normalization requirements. Subsequently, the California
Supreme Court in 1971 annulled the Commission's interim ruling
on procedural grounds, stating that the Commission had erred in
failing to at least consider alternatives to normalization that
would be more favorable to current customers and remanded the
matter to the Commission for it to consider such alternatives,

In 1974, three years later, and after a rehearing before
the California Commission, the Commission again decided that
General could use a full normalizatlon method in fixing rates.
At the same time, in deciding a separate rate increase applica-
tion, the Commiésion reaffirmed that position and adopted a
ratable cost-of-service reduction for the investment tax credit
in compliance with the generally understood normalization
requirements in section 46 (f) (2) of the Code., Late in 1975. .
the California Supreme Court annulled the 1974 Commission '
orders with respect to the treatment of accelerated deprecia-
tion and the investment tax credit, remanding once more for
consideration of alternatives to "normalization®™ on the one

hand, and "flow-through* on the other.

© 70-595 0 -~ 81~ &
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As a result, in 1977, the California Commission issued an
order in which it interpreted the Internal Revenue Code as per-
mitting a change from the normalization procedures thetetoforeA
used, which clearly satisfied the normalization requirements in
the Code and preserved eligibility, to newly devised, partial
flow-through methods of setting rates. Under these new
methods, the Commission achieved an additional. flow-through of
General's tax benefits to current customers, requiring it to
reduce rates for the future and make refunds, going back to
1971, of some $110 million. The Internal Revenue Service has
ruled that the Commission‘'s partial flow-~through methods
embodied in the 1977 order do not meet the statutory standards
for eligibility.*

On November 8, 1977, the Commission granted a stay of the
1977 order pending judicial review. General, on December 7,
1977, appealed the order to the California Supreme Court. On
July 13, 1978, the California Supreme Court denied the appeal.
General then petitioned the United States Supreme Court, re- ‘
questing review of the California Supreme Court decision. On
December 11, 1978, the United States Supreme Court denied
review, despite the urging of the Solicitor General of the
United States. The Solicitor General stated to the Court that
the California Commission's order caused General to lose its

eligibility for accelerated depreciation and the investment tax

*private letter rulings nos. 7845018 (August 9, 1978) and
7636048 (June 9, 1978).
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credit. On January 5, 1979, General filed a petition for
rehearing, which the high court denied on February 21, 1979.

Following the denial of review by the United States Supreme
Court, the Commission, on March 14, 1979, ordered the filing of
a refund plan and a reduced tariff, as required by the Commis-
sion's 1977 order. The United States District Court for the
Central District of California subsequently denied a request by
General for a preliminary injunction that would have stayed the
Commission's order, which denial was affirmed by the United
States Court of Appeals for the Ninth Circuit on July 18, 1979.
An appeal from the latter ruling was denied by the United
States Supreme Court.

Having exhausted all possible appeals, General filed a
refund plan and a reduced tariff, the Commission held hearings
with respect thereto and, on February 13, 1980, the Commission
ordered refunds of $110 million as a result of its 1977 order
to be made by General in June, 1980 and June, 1981.

The Commission also ordered that future rates be collected
on a full normalization basis, subject to refund if California's
partial flow-through methods are subsequently determined to
satisfy the Code's normalization requirements. Various inter-
ested parties have appealed the California Commission's recent
order to the California Supreme Court seeking, inter alia,
to have future rates collected on the basis of the Commission's

partial flow-through methods ekbodied in its 1977 order.
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THE URGENT NEED FOR LEGISLATION
As of December 31, 1979, General's potential federal in-

come tax liability is a staggering $394 million and equals
approximately 42 percent of its common stock equity. The mere
existence of this potential liability is already presenting
difficult financial problems to General. 1Its outside auditors
have required General to restate its financial statements to
reflect the potential loss of eligibility for the tax benefits
and, as a result, General's financial picture looks bleak. 1In
late 1979, Standard & Poor's downgraded its ratings for
General's securities. 8uch a downgrading in ratings will lead
not only to increased interest costs in any financing at a time
when interest rates are already at extremely high levels, but
may also substantially limit the amount of potential funds
available to General.

The problem is exacerbated by the demand for communications
services in California which continues at unprecedented levels
and requires continuing, enormous capital expenditutés. General
projects capital expendltur;s of $662 million, $704 million,
$787 million, $920 million and $948 million in 1980, 1981,
1982, 1983 and 1984, respectively, an increase of 128 percent
over the preceding S-year period. wWith the financial cloud
hanging over General's head, it is uncertain whether the nec-
egsary external funds can be found to meet this demand. If
somehow the funds can be found, it will only be at an increased

cost borne by the customers.
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As bad as matters are now for General, they may substan-
tially worsen. Earlier this year, the California Commission
established General's rates for the futﬁte on a full normali-
zation basis. The Commission's order is on appeal to the
California Supreme Court which has twice annulled Commission
orders utilizing full normalization. If H.R. 6806 does not
become law during this session of Congress, the Court may well
overturn the Commission's recent order, as it has in the past.
Indeed, the failure to enact H.R. 6806 may strengthen the
Court's apparent resolve to overturn any Commission orders
based on full normalization., If its order is annulled, the
Commission may conclude that it has no alternative but to
revert to the use of partial flow-through methods in setting
rates, Futhermore, your failure to act favorably on H.R. 6806
may be interpreted by other state courts and regulatory com-
missions as an acceptance of Californja's partial flow-through
" methods.

I respectfully suggest that you must act now to foreclose
these possible results. Their occurrence would be a tragedy
for Congress, for General and its customers, and for other
utilities and their customers - for Congress because its avowed
purpose in enacting the normalization requirements, i.e., to
provide an incentive for capital investment to the highly
capital-intensive utility industry, will be undermined at a
time when increased capital investment is generally recognized

as & cornerstone to our nation's economic recovery; for General
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and its customers because any further increase in its already
enérmous potential tax liability may cause irreparable harm to
be done to telephone service in California in the foreseecable
future; and for other utilities and their customers because the
loss of funds for capital investments would occur at a time
when inflation is already seriously eroding their capital, and
its replacement can be obtained only at extremely high interest
rates,

Accordingly, theie is a very real and urgent need for re-
lief in this session of COngrea;. H.R. 6806 would provide the
necessary equitable relief.

If you do not act favorably on this bill, the only avail-
able means for resolving this dispute will be tax litigation
brought in the Tax Court, a district court or the Court of
Claims, the resolution of which may be expected to take several
years, especially if, as seems likely, an initial court deter-
mination is appealed. During thesé years, of course, the exis<
tence of the potential liability for back taxes will have grave
effects on General and on its customers (and on other utilities
and their customers if the utilities are required to adopt
California's methods).

If the California Commission's partial flow-through methods
are held not to satisfy the Code's normalization regquirements
by a final court determination, such a determination will, of
course, provide no relief and may be the death-knell for

General and telephone service provided by it in California.
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If, on the other hand, it is determined that the partial
flow-through methods satisfy the normalization requirements and
the back taxes are, the:efoie, not payable, there is little
doubt that utilities throughout the country will be required to
flow through all or part of the tax benefits from the invest-
ment tax credit and accelerated depreciation. This result
would clearly undermine the intent of Congress in enacting the
normalization requirements, i.e., the intention to provide a
stimulus for capital investment to the highly capital~intensive
utility industry.

Surely, allowing this controversy to be determined by liti-
gation would be a mistake - neither of the possible results of
litigation is desirable.

THE NECESSARY RELIEF

I believe you will agree that the éitnation in which @
General finds itself is unconscionable. It is caught in the
middle between conflicting federal and state positions,
General is no ﬁ;re bystander - at stake is some $394 uillidn as
of December 31, 1979. |

H.R. 6806 would provide the equitable relief so desperately
needed. It provides, in effect, that the partial flow-thrbugh
methods adopted by the California Commission will not retro-
actively result in the loss of the tax benefits to General (and
others similarly situated). The bill limits this relief, as it
properly should, to a period of time ending on March 1, 1980.
In other words, from that date forward, the Commission must ad-

here to full normalization of the tax benefits or General will
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not be ®ligible for any post-March 1, 1980 tax benefits. This,
I believe, would be clear to all. This portion of H.R. 6806
is, thus, a very limited response designed to overcome a
particularly egregious problem. It goes only as far as neces~

sary to provide a solution - and no further,

THE BILL ALSO MAKES CHANGES TO PREVENT FUTURE MISUNDERSTANDINGS

H.R, 6806 would amend the normalization requirements in
sections 46(f) and 167(1l) of the Code so as to prevent any fu-
ture misunderstandings of the reguirements. 1t adds specific
language to make clear that the California Commission's partial
flow-through methods do not satisfy those requirements. The
bill also grants to the Secretary of the Treasury the explicit
power to adopt regulations prescribing other procedures and
adjustments that are inconsistent with the normalization re-
quirements., I believe this accomplishes two very important
objectives: first, it provides a clear signal to all that the
federal government is serious "about requiring adherence to full
normalization; and secondly, it places the Treasury Department
in a much better position to issue binding regulations
explaining the meaning to be ascribed to the normalization
requirements,

| I.believe that the changes made by the bill to aectléns
46 (f) and 167(1) of the Code provide a complete answer to any
concern that the relief provided to General (and others sim-
ilarly situated) in the bill may encourage other state regu-
latory commissions to stray from strict adherence to full

normalization with the expectation that Congress will enact a
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similar relief bill for them. The general changes made by H.R.
6806 clearly, and quite forcibly, indicate just the contrary.
Congress, in H.R. 6806, is reaffirming 1t8 support for full
normalization. The message from Congress would be perfectly
clear - full normalization is the only alternative. This will
be understood by the California Supreme Court and other state
courts and regulatory commissions.

Even beyond this, it seems a simple matter to make clear in
the legislative history accompanying H.R. 6806 that no one
should expect any further relief for failure to comply with the
requirements of full normalization. Compelling equitable
grounds exist for the relief afforded to General in H.R. 6806.
After Congress reaffirms its support for full normalization in
H.R. 6806 and makes the requirements more explicit, there can
be no equitable justification for a state court or regulatory
commission to adopt a partial flow-through method. The Report
of the Ways and Means Committee accompanying H.R. 6806, dated
July 30, 1980, accomplishes this result. It states (at page
11) that the relief provided by the bill "is designed to meet a
specific, one~time problem which has arisen as a result of a
misapplication of the normalization requirements «++" and that
the Ways and Means Committee "does not intend that the
provision of relief in this instance should be regarded as a

precedent for similar relief in subsequent incidents.”

THE APPROPRIATENESS OF THE RELIEF
I believe that the members of this Subcommittee will agree

that the position in which General finds itself presents a
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compelling equitable case for the relief provided in H.R. 6806,
i.e., the forgiveness of the back taxes. Simply stated,
General is caught between conflicting federal and state
interpretations of the normalization rules. The California
Supreme Court has required General to use newly devised,
partial flow-through methods of normalization. The use of
these methods is not of General's choosing. But it is General
and its customers - not the California Supreme Court -~ that
would be required to pay the back taxes.

Where a state's highest court has interpreted some of the
Code's most complicated provisions to permit a result pre-
sumably unintended by Congress, basic fairness requires that
the provisions first be clarified and only thereaféet should a
tax be exacted for noncompliance. 1In addition, the relief in
H.R, 6806 is fair vis-a-vis other utilities. It does not treat
General any more favorably than other utilities which normalize
their tax benefits. B

In any dispute, it is always attractive to seek a fair
compromise. H.R. 6806 represents such a compromise. In
forgiving the back taxes, the bill accepts the partial flow-
through methods of the California Supreme Court and Commission
for the period prior to March 1, 1980, but the bill requires,
as it must, that after that date rates be established on the
basis of full normalization. I submit that this compromise is
particularly appropriate in the present circumstances. The

California Commission has recently made what I believe to be a
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conciliatory move to resolving the dispute. It has issued an
order permitting rates to be collected on a full normalization
basis, subject to a possible refund down the road only if the
issue is not resolved in a manner that effectively precludes a
refund., It is now time for Congress to take the final step in
resolving the dispute by enacting H.R. 6806. If it does, I am
confident that rates will be set in California on a full
normalization basis as is done in all the other states, refunds
will be precluded, and General can get on with its business of

serving the public.

Senator Byrp. Thank you, Mr. Brophy.
Mr. Curtis, I assume that you apf:rove of this legislation?
Mr. Curms. Yes, Mr. Chairman, I certainly do.

STATEMENT OF JOHN J. CURTIS, DIRECTOR OF TAXES,
PACIFIC LIGHTING CORP.

Mr. Curtis. My name is John J. Curtis, and I am testifying today
on behalf of Pacific Lighting Corp., and its principal subsidiary,
Southern California Gas Co., which is the Nation’s largest %vas
distribution company in terms of number of customers served. We
certainly favor H.R. 6806.

Since Mr. Brophy has pretty much covered all of the points that
I wished to cover, I would like at this time simply to submit the
remainder of my statement to this committee for the record. I am
ready and willing to answer any questions you might have with
regard to our situation, or with regard to the bill in general.

[Prepared statement of John J. Curtis follows:]
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TESTIMONY OF JOHN J. CURTIS, DIPECTOR OF TAYES OF
PACIFIC LIGHTING CORPORATION ON BEHALF OF PACIFIC
LIGHTING CORPORATION AND SOUTHERN CALIFORNIA GAS
COMPANY IN SUPPORT OF H.R. 6806
BEFORE THE SENATE FINANCE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT GENERALLY

NovemBer 19, 1980
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SUMMARY OF PRINCIPAL POINTS

PACIFIC LIGHTING CORPORATION AND SOUTHERN CALIFORNIA GAS
COMPANY FAVOR ENACTMENT OF H.R. 6806 pecause:

1,

2,

3.

"THE BILL CLARIFIES AND SPECIFIES NORMALIZATION

REQUIREMENTS IN EXISTING FEDERAL TAX LAW WHICH
HAVE BEEN THE SUBJECT OF MUCH CONFUSION AND
DEBATE BEFORE THE CALIFORNIA PusLic UTiLITIES
CommisSION AND THE CALIFORNIA SUPREME COURT,

THE BILL AVOIDS THE UNJUST POSSIBILITY OF
SouTHERN CALIFORNIA GAS COMPANY LOSING INVESTMENT
TAX CREDITS WHILE AT THE SAME TIME CHARGING LOWER
RATES ON THE ASSUMPTION THAT SOUTHERN CALIFORNIA
GAs CoMPANY WILL NOT LOSE CREDIT ELIGIBILITY, .

THE BILL AVOIDS PENALIZING THE CALIFORNIA UTILITIES
INVOLVED FOR PAST DECISIONS OF THE CALIFORNIA
ComMiSSION AND CALIFORNIA SUPREME COURT WHICH WERE
UNIQUE AND WHICH ARE UNLIKELY TO BE REPEATED IN
CaL1ForNIA IF H.R, ‘6806 1S ENACTED 10 CLARIFY THE
FEDERAL TAX LAW.
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TBSTIMONY OF JOHN J. CURTIS, DIRECTOR OF TAXES OF
PACIFIC LIGHTING CORPORATION ON BEHALF OF PACIFIC
LIGHTING CORPORATION AND SOUTHERM CALIFORNIA GAS
COMPANY IN SUPPORT OF H.R. 6806
BEFORE THE SENATE FINANCE SUBCOMMITTEE
O TAXATION AND DEBT MANAGEMENT GENERALLY
Novemeer 19, 1980

MR, CHAIRMAN, | AM TESTIFYING TODAY ON BEHALF OF PACIFIC
LiGHTING CORPORATION AND ITS PRINCIPAL SUBSIDIARY, SOUTHERN
CALIFORNIA GAS COMPANY, WHICH 1S THE NATION'S LARGEST GAS
DISTRIBUTION COMPANY IN TERMS OF NUMBER OF CUSTOMERS SERVED,

We ravor H.R. 6806. |

On BEHALF OF PaciFic L1GHTING CORPORATION AND SOUTHERN
CALIFORNIA GAS COMPANY, | WANT TO COMMEND AND THANK THIS COMMITTEE
AND 1TS STAFF FOR HOLDING THESE HEARINGS AND ADDRESSING THIS
CALIFORNIA PROBLEM,

IN CALIFORNIA, AND PERHAPS TO A LESSER EXTENT IN A FEW
OTHER STATES, THE INTERPRETATION OF INTERNAL ReveNue CopE
Section 167(L) AND U6(F) HAS BEEN THE SUBJECT OF CONSIDERABLE
CONFUSION AND MUCH DEBATE. SoCAL GAS HAS BEEN INVOLVED ONLY WITH
PROBLEMS SURROUNDING SECTION 46(F), CONSEQUENTLY, OUR TESTIMONY
TODAY DEALS ONLY WITH SEcTioN U46(F) anD NoT Section 167(L).

In 1975 SoCAL GAs ELECTED, PURSUANT TO SECTION 46(F)(2),
RATABLE FLOWTHROUGH FOR THE ADDITIONAL INVESTMENT TAX CREDIT
PROVIDED BY THE TAX REDUCTION AcT oF 1975. A TAXPAYER MAKING
SUCH AN ELECTION LOSES THE CREDIT IF ITS REGULATORY AGENCY REQUIRES
IT TO FLOW THROUGH THE CREDIT IN ITS RATES FASTER THAN RATABLY,



In 1976 THe CAL1IFORNIA PUC REDUCED SoCAL’S RATE OF RETURN
BY .25% AND.ORDERED REFUNDS. THE AMOUNT OF THE REFUNDS ROUGHLY
EQUALED THE AMOUNT OF THE ADDITIONAL TAX BENEFIT OBTAINED BY SoCAL
FROM ITS ELECTION OF RATABLE FLOWTHROUGH,

THE CALIFORNIA COMMISSION CONCLUDED THAT ITS RATE OF RETURN
REDUCTION WouLD (AND I quoTE) "BEST RECOGNIZE SOCAL’S REDUCTION OF
RISK BECAUSE OF INCREASED CASH FLOW, INCREASED INTEREST COVERAGE,
AND RELIEVED FINANCIAL REQUIREMENTS RESULTING FROM THE TAX REDUCTION
Act oF 1975", (PUC Decision #86117, 7/13/76)

THe PUC ALSO EXPRESSLY CONCLUDED THAT ITS ACTION DID NOT
RESULT IN FASTER THAN RATABLE FLOWTHROUGH AND THUS WOULD NOT CAUSE
SoCAL 10 FORFEIT THE ADDITIONAL ITC. THE CALIFORNIA SuPREME COURT
AFFIRMED THE COMMISSION'S REFUND ORDERS IN 1979 ROUGHLY 31 MONTHS
AFTER THE COMMISSION’S DECISION. As A RESULT, SOCAL’S RATES ARE
. CURRENTLY BEING DETERMINED ON THE ASSUMPTION THAT IT IS ELIGIBLE
FOR THE ADDITIONAL ITC,

- HOWEVER, IN A LETTER RULING To SoCAL GAs, THE IRS concLuDED,
CONTRARY TO THE CALIFORNIA PUC AND THE CALIFORNIA SuPREME COURT,
THAT THE PUC’S ACTION WOULD CAUSE SOCAL TO LOSE ELIGIBILITY FOR THE
ADDITIONAL CREDIT BECAUSE IT DID RESULT IN FASTER THAN RATABLE
FLOWTHROUGH,

CoNSEQUENTLY, SOCAL NOW FACES THE OMINOUS POSSIBILITY OF
" LOSING THE ADDITIONAL CREDIT WHILE AT THE SAME TIME CHARGING LOWER
RATES ON THE ASSUMPTION THAT IT IS ELIGIBLE FOR THE ADDITIONAL
CREDIT, |

UNFORTUNATELY, THE PUC REFUND ORDERS, THE CALIFORNIA SUPREME
Court DecisionN, AND THE IRS RULING WERE ISSUED PRIOR TO THE
PUBLICATION OF THE TREASURY REGULATIONS INTERPRETING SECTION U6(F).
THESE REGULATIONS SPECIFY WHAT RATEMAKING PRACTICES OUTSIDE THE
CALCULATION OF TAX EXPENSE, INCLUDING RATE OF RETURN CONSIDERATIONS,
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WILL OR WILL NOT CAUSE A UTILITY TO LOSE THE CREDIT, THE
CALIFORNIA SUPREME COURT MODIFIED I1TS DECISION APTER THE
REGULATIONS WERE PUBLISHED TO CONCLUDE THAT SoCAL WOULD STILL
NOT LOSE ELIGIBILITY FOR THE ADDITIONAL CREDIT. AFTER THIS
DECISION SoCAL REQUESTED THAT THE IRS REVOKE 1TS EARLIER RULING
~ AND RULE A8 THE CALIFORNIA SUPREME COURT HAS CONCLUDED, THAT )
SoCAL WOULD NOT LOSE ELIGIBILITY FOR THE CREDIT. THE IRS
WAS EXTREMELY RELUCTANT TO RECONSIDER 1TS CONCLUSION AND SUS-
PENDED ITS CONSIDERATION OF SOCAL’S REQUEST WHEN H.R. 6806 was
SCHEDULED FOR HEARING BEFORE THE HOUSE Avs AND Means CommiTTEE,
To OUR KNOWLEDGE NO OTHER REGULATED UTILITY IN THE UNITED
STATES HAS EXPERIENCED SOCAL’S PROBLEM, [T 18 UNIQUE. MOREOVER,
TO OUR KNOWLEDGE REGULATORY AGENCIES ARE NOW CONFORMING AND WILL
PROBABLY CONTINUE TO CONFORM TO THE NEW REGULATIONS INTERPRETING
SECTION 46(F) IN THE FUTURE, .

:IN THIS REGARD, THE ACTION TAKEN IN 1976 BY THE CALIFORNIA
ComMiIssION IN SOCAL’S CASE WAS DONE ONLY ONCE. IN ALL SUBSEQUENT
RATECASES AFFECTING SOCAL THE CPUC HAS NOT DEVIATED FROM THOSE
RATEMAKING PRACTICES SET OUT AS PERMISSIBLE IN THE TREASURY
REGULATIONS, THEREFORE, IT IS UNLIKELY THAT THE PROBLEM SoCAL
NOW FACES WILL EVER OCCUR AGAIN. :

‘ We BELIEVE 1T WOULD BE UNFAIR TO SoCAL, ITS RATEPAYERS, AND

" 7HE PUC 1F SoCAL LOST THE ADDITIONAL I1TC FOR MANY YEARS BECAUSE

" CALIFORNIA ISSUED A RATE OF RETURN ADJUSTMENT IN 1376 WHILE THE

LAW WAS UNCLEAR AND BEFORE INTERPRETIVE REGULATIONS WERE PUBLISHED.
THEREFORE, WE STRONGLY SUPPORT H.R., 6806, PARTICULARLY

SECTION 4 BECAUSE IT WOULD CLARIFY THAT THE ADJUSTMENTS TO
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SoCAL’S RATE OF RETURN ISSUED PRIOR TO JANUARY 1, 1980 wouLp ot
CAUSE A LoSS oF ITC,

I WANT TO THANK YOU FOR THE OPPORTUNITY TO TESTIFY HERE
TODAY, AND I WOULD BE HAPPY TO ANSWER ANY QUESTIONS YOU HAVE.

thSenai:ox(‘l Byrp. Very good. Your statement will be made part of
e record. .

Treasury has no objection to this prgposak I will make every
effort to get it on the agenda of the Finance Committee at its
meeting tomorrow morning, and hope that it can be favorably
reported to the Senate by the committee tomorrow.

r. BRoPHY. Thank you very much, Mr. Chairman.

Mr. CurTis. Thank you, Mr. Chairman. ‘

We would like to thank all the staff and the committee for
holding these hearings. :

Senator Byrp. We are glad to do it. I am just sorry that we had a
bad time in the Senate and we had to hold up so many fine people
who are in this room today.

Mr. BropHy. Not at all. Thank you.

Senator Byrp. Mr. Thomas Kelly, president, Investment  Annu-
ities Institute, Inc.

STATEMENT OF W. THOMAS KELLY, PRESIDENT, INVESTMENT
: ANNUITIES INSTITUTE, INC.

Mr. KeLLy. Thank you, Mr. Chairman.

My name is W. Thomas Kelly. I am here as the president of
Investment Annuities Institute. This institute is basically devoted
to the arduous task of continuin?1 an uphill battle c:ﬁainst an arbi-
trary and capricious democracy that illegally and callously crushed
a fine innovative industry that was-devoted exclusively to helping
people save and invest for life’s later years.

I use the phrase ‘“continuing the uphill battle,” because the life
insurance company that I founded in 1963, which offered an entire-
ly legal, innovative, variable annuity in th:aﬁublic interest, could
not' continue the battle in that it was totally destroyed by the
illegal acts of the IRS and the Treasury. e . ,

In a very few days the final liquidation pa{ment at four cents a
share will be paid-to our shareholders. This liquidation represents
an absolute loss to our shareholders of at least $20° million of
invested. capital that arises solely from this illegal act, and far, far
more than that in terms of wasted time and effort, and in terms of
the wasted economic lives of hundreds of employees and thousands
of agents who were thereby forced out of a livelihood that they
totally believed in. - , : ‘,

The whole affair, in my judgment, disgraces our Government. In
. my judgment, this sordid affair represents a human and economic
sacrifice upon the alter of so-called tax expenditures theory as
practiced by the IRS and Treasury. § . -

I am not a lawyer nor an economist. However, my professional
and business career, spanning over 30 years, has .been devoted
- exclusively to devising sound, practical, pension and annuity pro-

grams with-one of our Nation's largest and finest actuarial consult-
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ing firms, and subsequently as the entrepreneurial founder and
resident, and chairman of a life insurance company offering a
gadly needed form of variable annuity. g 4

This variable annuity, for brand name purposes only, became
known as the investment annuity. This company grew from scratch
to becomie a national organization with over $380 million of assets,
and thousands of golicyowners. The investment annuity is both .
simple and sound. Briefly, there are two kinds of annuities: Fixed
dollar annuities, and variable annuities. '

Everyone knows the problem of fixed dollar annuities. While
benefits are gaid for life, they buy less and less due to inflation. To
help solve that very serious problem, the variable annuity was
invented in the 1950’s. With the variable annuity, the insurer may
invest the annuity reserves in an equity oriented investment or
investment owned by the insurer. Benefit payments are made for
life, but they move up or down according to a formula based upon
the market value of the investment or investments. '

The variable annuity theory that equities offered the opportunit,
for annuity values and benefit payments to grow to keep up wit
inflation. The problem was that with equities the person’s annuity
values and benefits were tied to the roller coaster of equity values.

Obviously, the person was at risk investmentwise, but he or she
could not get off the equities value roller coaster without surren-
dering the contract and its favorable mortality rate guarantees.

As we all know so well; equity values, and thus the annuity
values and benefit payments can go down while inflation is going
up. The investment annuity form of variable annuity very simply,
and most attractively, cut the Gordian knot of these twin problems.

In view of the fact that the person is always at risk invest-
mentwise under any variable annuity by definition, why should we
not permit the insurer to delegate to the person a limited right to
choose and change the type of investment or investments that are
owned by the insurer that form the reserve underlying the person’s
variable annuity policy. - nn\ .

Thus, each person could enjoy annuity values and benefits based
upon the type of investments most suiting the needs and desires of
that person, and as those needs and desires may change over. the
decades that the annuity policy may remain in force. . - o

The insurer owned investment or investments, thus the: annuity
values and benefits could be equity oriented, that 'is, stocks, or
fixed dollar oriented, that is, bonds or CD’s. The emphasis. or mix
of investments could be changed by the person as personal. or
economic conditions changed. - © = - : S

Think back over the last decade and consider the dramatic shifts
in equity values, bond prices, and interest yields. Would'you want
to be locked into a fixed-dollar annuity over that period of time?
Would you want to be locked into an equity: oriefited variable .
annuity over that period of time? Or would ycu decide that the
investment annuity form of variable annuity is ‘more’ suitable. to

“There i§ 16 question thaf the investment annuity is & superiof . -
annuity by far in ;,meqping_'the'“ diverse,’ ever-changing needs of the

- American ‘publi¢. * - *
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Senator, I had the impression that I had 10 minutes to speak. Is
. this b or 10 minutes? - - oL

Senator Byrp. You were slated for 5 minutes. Could you abbrevi-
ate your remaini;ng remarks, and your entire statement will be
placed in the record. } : A

Mr. KeLLy. Let me just go on for a second.

Without question, the annuity policy offered to the public was a
variable annuity. When the national office of the IRS was request-
.ed to provide tax rul in 1963, contemporaneously with the

assage of relevant, variable annuity tax legislation in 1962, the

insisted, and properly so, that the mere delegation to the
policyowner of a limited right of investment selection for insurer
owned assets did not destroy the larger bundle of investment own-
ership rights held by the insurer. i

That, as reﬂecte(i in my one page summary, plus a synopsis of
my material, from 1973-to 1976 the IRS repeatedly, over 70 times,
reaffirmed their prior thoroughly thought-through tax position on
the so-called investment annuity. ~

In 1976, new IRS personnel started to impose their clearly evi-
dent ignorance of the subject matter tax policy to the investment
annuity, and this culminated in the issuance of revenue ruling
77-85 that destroyed a fine business and a fine industry. ‘

The U.S. District Court has declared, as to the merits of this
matter, that the investment assets under the investment annuity
belong to the insurer, and that the IRS and the Treasury have
illegally and unreasonably gone bef'ond the limits of their statu-
tory authority in issuing revenue ruling 77-86.

e appellate court even invited Congress to correct this matter
by listening to and acting upon the grievance and pleas of its
citizens. Senate bills 3082 and 3094 provide the required relief.

On behalf of the tens of thousands of very concerned citizens, I
make a plea that this committee act on these bills with dispatch.

Thank you very much. . T
[Prepared statement of W. Thomas Kelly follows:]
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Statement of W. Thomas Keélly, President

Before j L

The Finance Sub-Committee on Taxation and Debt Management

‘ Hearing on §-3082 and S-3094 : | .
11-19-80 ' | ’

-One Page Summary of Principal Points Included in the State-
ment ,

Synopsis.
What's the Investment Annuity?
Proposed Legislation and Congessional Record Statements.

The Court's Declared Opinion on the Illegality of Revenue
Ruling 77-8S. , )

The Investment Annuity Matter: A Chronological Summary and
Overview,

Investment Annuity Contra;tqal Arrangements.
The Investment Annuity Matter: Treasury Objections.
Peat, Marwick, Mitchell § Co., Insurance Newsletter.

Using the Anti-Injunction Act as a Weapon against the Tax-
payer.

The Insurer's delegation of limited investment selection’ to
-the policyowner: It makes no difference "taxwiso"

.

~
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STATEMENT OF W. THOMAS KELLY
BEFORE THR FINANCE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT HEARING ON
8-3082 and $-3094
11/19/80

.

One Page Summary of Principal Points in Statement

1. In 1963 and for 13 years thereafter, the IRS insisted upon varisble
snnuity taxation for an innovative, flexible form of variable annuity
that became known as the investment annuity.

2. In 1977 the IRS reversed their own insisted upon rulings (over 70 of
them) by issuing Revenue Ruling 77-85, This Ruling destroyed an
industry that had to rely upon the fairness and competency of the
IRS in issuing its prior rulings.

3. As has been amply demonstrated, the IRS and Treasury have no legal
rationale for Revenue Ruling 77-85. The District Court denounced the
IRS for its unreasonableness, illegality, ignorance of the law, and
for exceeding their statutory authority. Clearly the IRS and the
Treasury have usurped the power of Congress in this matter, While
the District Court decision was overturned on other "jurisdictional"
grounds, the District Court's decision on the “merits" of this case
is still an impressive and accurate decision,

! 4, In very racent weeks the IRS has issued Revenue Ruling 80-274 that
destroys another valid segment of the annuity industry. Revenue
Ruling 80-274 has no legal rationale and bottoms its conclusion on
the Court-denounced Revenue Ruling 77-85. Again, the IRS and Treasury
are forcing their brand of so-called tax reform upon taxpayers via
administrative fiat.

S. Remedial legislation is required swiftly. S-3082 and 8-3094 (identical
bi11s) provide such remedial legislative aid,

Suite 1128 Bnder Bui . - . Box 838, Valiey Forge, Ps. 19482
1120 Connecticut Ave,, NW. \ (218) “5443
Weshington, D.C. 20038

(202) 833-9017
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Prom 1963 until 1976 the IRS insisted upon and issued over 70 consistent, accu-
rate private and public rulings based upon thorough, competent IRS consideration
of the relevant variable annuity law. The initial IRS rulings wers contempor-
sneous with the passage of clear, relevant variable annuity law. All rulings
were issued with the full knowledge by the IRS that an important segment of the
annuity industry would bo founded thereon, and that such rulings must be relied
upon by all taxpayers. ' Indeed, no such business could ever proceed without such
reliance. From 1963 to 1976, and even to this day, neither the rclwlnt lav nor
the facts of this matter have changed one iota.

In 1976 new IRS personnel conjured up a new theory of taxation that culminated

in the IRS' issuance of Revenue Ruling 77-85. With this Ruling the IRS completely
reversed all of its own prior, insisted upon, competent rulings. The IRS refused
to be swayed by documentable evidence by recognized experts (including the IRS'
former chief actuary who was an expert on variable annuities) as to the soundness
and correctness under law of the IRS' prior rulings. The IRS demonstrates its
own profound incompetence with the subject matter and the law when required to
articulate the rationale of their new theory.

It became, and remains, crystal clear, as reflected in the detailed history of
this matter over the last few years, that the IRS and Treasury cared little
sbout upholding their pledge and responsibility to administer our tax laws
properly and fairly. Rather, the IRS and the Treasury relentlessly pursued a
course of alleged tax reform formulated to their own special liking that would,
via administrative fiat, thwart relevant law and remove the legitimate tax
deferral attributes of certain annuities. Even today, the IRS' and the Trea-
sury's specious claim of authority for their actions is one that is used so
often by those who try to defend illegal acts -~ they had to do it to protect
the public. Thus, their breaking of the law becomes a heroic act, and that
wvhich is sound, desirable and in the public interest is pejoratively labeled
by them as & tax gimmick, an abuse, a tax shelter and a tax loophole. However,
never has the IRS or Treasury competently explained their new theory's rationale
under the law, as is so clearly evident in their abysmal failure in District
Court and in their completely barren legal analysis as found in Revenus Ruling

" 80-274.

Revenue Ruling 80-274 cites .as its authority Revenue Ruling 77-8S. The merits

of Revenue Ruling 77-55 and its taxation rationale were thoroughly considered

by the U.S. District Court, District of Columbia. That Court's resolute decision
on the merits denounred Revenue Ruling 77-85 and its taxation rationsle as being:
unreasonable; unlawful; erroneous; beyond the IRE' and Treasury's statutory

1128 Bender Bui : . 838, Velley Porge, Po, 194802
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authority; not comtemporaneous with the enactment of relevant law; inconsistent
with the IRS' earlier pronouncements and even one subsequent pronouncement;
motivated improperly by ideas of tax reform. The Court also ~oncluded that sub-
stantisl deference to the expertise of the IRS and the Treasury on this matter
is unwarranted!

While the District Court's decision was subsequently overturned by the Appellate
Court on the entirely separate "jurisdictional" question, the Appellate Court
invited Congress to listen to its citizens with a grievance or ples and to pro-
vide remedial legislation.

For the IRS and Treasury to cite Revenue Ruling 77-85 as their authority for
the merits of their new, and equully bizarre, Revenue Ruling 80-274 is a true
travesty of law and order; it's a bootstrapping by the IRS of a separate "juris- -
dictional" success into an inferred court supported "meritorious" poaition that
is patently not so.

Clearly, here again via Revenue’Ruling 80-274, the IRS and Treasury are
defiantly usurping the powers of Congress to establish the laws of our Nation.

The gross injustices created by these two Revenue Rulings 77-85 and 80-274 can
be remedied by the passage of $-3082 and $-3094 (identical, companion bills).
These bills reestablish the IRS rulings as they existed prior to Revenue Ruling
77-85 and thereby also remove the basis for Revenue Ruling 80-274.

Remedial legislation (5-3082 and §-3094) is imperative, and justice is long
overdue.
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H?Tfffwhat'a an Investment Annuity?

- It's merely a brand name for a "variable annuity" as
underwritten by several insurers. 1In trade jargon it's
somet{yes.called a “wrap-around” annuity.

- All variable annuities have cash values and benefits that
"yary" according to the market value of '"segregated accounts"
owned by the insurer. Thus, the policyowner takes the
Investment risk; while the insurer takes the longevity and

expense risks.

- An insurer may have as many segregated accounts as it
desires, and may delegate their investment management to
anyone it desires. Policyowners may choose and change among
the accounts as permitted by the insurer. )

- The basis of the Investment Annuity is simple and sound.
Since the policyowner always carries the investment risk
under all variable annuities, a segregated account is set
up for each policyowner and the investment management is
delegated to him - or to his chosen investment manager.
All investments must be suitable for any variable annuity
pursuant to state insurance law, and must be acceptable to
the insurer.

- The insurer's mere delegation of investment management

does not change the insurer's ownership of the segregated
account and all assets held therein. The policyowner has
no access to any assets held within the account.

- This delegation does not change the tax posture of the
insurer, nor of the policyowner, from that of any variable
annuity, The law is clear, the law makes sense, and the
District Court has so declared - as did the IRS for over a
decade and over 70 rulings.

BEST COPY AVAILABLE
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« The Investment Annuity form of variable annuity makes sense
without changing any existing elements of the Internal
Revenue. Code because: .

- A11 annuities are very long term contracts spanning

many decades - 30,40,50 years and mcre,

- Fixed dollar annuities lose their purchasing power due

to inflation on such a lengthz period,

- Most variable annuities lock the pur-chaser into the

rvoller coaster of equity values and p»:rohibit the policy-
owner getting off the roller coaster :fter benefits commence.

- Bveryone knows that conditions chanze as the years go by -
equity values, bond prices, interest yislds, economic con-
ditions, inflation, personal and family circumstances and
even one's perception of these events. An axiom of any
long-term investment type product is "never lock yourself
in" because change is constant.

= The'Investment Annuity merely gives the policyowner needed
flexibility to make his annuity really do the job for him
as he strives to save and ‘invest for life's later years.

He can shift the segregated account investment direction -
and thus his annuity benefits - as fits his personal needs
and desires as life moves on. A truly singular advantage
in the public interest, : ‘

= All annuities help people live better in retirement be-
c?use they permit them to live on"both capital and income
with the insurer's guarantee that theK can't outlive their
benefit payments no matter how long they live.

- These singular values of all annuities when combined with
-the simple step of merely delegating investment management
to the policyowner to produce the finest annuity ever de-
vised for the American public. A myopic bureaucratic
tragedy has removed it from those who need it badly.

v
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" conclusion

e
R

The Investment Annuity clearly provides an innovative,-
very attractive, badly needed form of variable annuity under-
writing for the American public. This has been proven in the -
marketplace. : - .

' The IRS properly insisted upon variable annuity taxation
for the Investment Annuity from 1963 until 1977 and reaffirmed -
its own conclusions via over 70 public and private rulings :
prior to its arbitrary, ignorant and illegal reversal of position.

Relevant law was established in 1562 contemporaneously with.'
the original IRS considerations. The law . has not changed during
the past 16 years; nor have the relevant facts changed since the
IRS8' basic ruling in 1965. '

. The Court had adjudged the IRS' Rev. Rul. 77-85 to be illegal,
unreasonable, ignorant of the law, and that the IRS usurped Congress’
prerogatives to establish and change the law. In spite of the
Court decision, the Treasury Dept. and the IRS thwarted renewed
sales due to their threat to tax purchasers retroactively if these
regulatory agencies win on their appeal. FIAC, who sued the IRS
and won, was sold at great loss nevertheless due to FIAC's inability
to continue in business as a result of the Treasury/IRS threat.

The Ways and Means Committee rejected the Treasury's pro-.
posals to tar all annuities in the manner forced upon the Investe-
ment Annuity industry by the illegal Rev., Rul, 77-85. The Ways
and Means Committee also voted strongly (22-14) to override the
11laegal Rev. Rul. 77-85; thercby re-establishing the Investment
Annuity. This victory was negated by Committee procedural constraint:

The Appelate Court did not consider the merits of this case,
The Court invites Congress to provide relief.HR-6287,5-3082,and
§-3094 (identical bills) provide such relief, o '

An important and badly needed segment of the insurance indus-

try stands alone as being grossly and illegally discriminated against
and abused by deliberate and ignorant bureaucratic anaxch
in Revenue Rulings 77-85 and 851274. Ansxchy as reflected

injustlg:n ress cin ang sgn:}d c:;rect this severe inequity and
. y merely reinstating the tax treatment as it existed 0
to the issuance of the illegal Reyenue Ruling 77-8S, sted prier

-
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- Proposed Legislation and Congressional Record Stpiementi_'

Senate Bills S-3082 and $-3094 as introduced

by Scnators Tower and Hatch respectively are
identical in wording to the House of Represen-
tatives Bill HR-6287 as introduced by Repre-
sentative Conable. The Congressional Record
statements of Senators Tower and Hatch and of
Representative Conable pertaining to their bills
are included herein.

3
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2arch 17, 1980

LEGISLATION ON IRS ANNUITY
. RULING

HON. BARBER B, CONABLE, JR.

OF NEW YOUR
TN SKE MOUSE OF AZPRESENTATIVES
. Monday, March 17, 1980

¢ Mr. CONABLE. Mr, Speaker, earller
this year 1 Introduced legisiation, H.R,
287, vhlch is designed 10 remedy an

fce In the sdministration or our
tax laws. H.R. 6287 reinstates the tax
tresiment of annuity contrscts with
reserves based on a segregaled: assct
secount as they existed prior to the is.
suance of Revenue Ruling 77-85. This
il {s identical to one (H.R. 12)13)
that 1 Introduced in the 95th Con-

neu. .

From 1963 to 1965, when the IRS
fssued basie rulings on this matter, all
relevant departments of the national
office of the Internal Revenue Service
Insisted that an innovative form of an.

nuity upon which the IRS had been
asked to rule was purely and simply &
variable annuity pursuant o the seps-
rate account laws that had been ree
cently enacted In 1962~for sales iden-
tification purposes, this variable annu.
fty became known as the investment

wmmy.

Puring the ensuing 12 years after
1965, the IRS reaffirmed its basic posi-
tion over 70 times, including the issu-
ance of Revenue Ruling 68-488 per-

taining o deferred annuitles. On.

March 9, 1977, the IRS issued Reve
nue Ruling 77-85 that complelely re-
versed its long-standing rulings upon
which an Important segment of the
life insurance Industry relied. That
t was, and continues to be, devas-
taling to this segment of the industry.
Many Representatives and Senators
this action to the Treasury
and the IRS. On April 29, 1971, the
Senate passed by a vole of 87 o 26
amendment No. 243 to H.R. 3477, the
* Tax Reduction and Simplification Act
of 19717, that would have deferred the
off: date of Revenue Ruling 717-88
for 1 year in ordn 1o permit Congress
the ty to study the matler
and to n':N t;.“ u :gprop:énc.
Amendme o was dropp
subsequent negotiations on H.R, 3477
by the conference committee.

1
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. CONGRESSIONAL RECORD-~~Extension: of Remarks

‘Immediately after the conference
committee completed its deliberations,
one insurance company, the originator

of the investment annuity and whose

nue Bervice in the U.S, District Court,
District of Columbia, for arbitrary, il
legal, and capricious acts,

On November 9, 1917, the court
ruled that Reyenue Ruling 77-85 was
unlawful snd bevond the statutory aue
thority of the Tuternal Revenue Serv
ice, The ludu euprmd the confident

assumption that the IRS would pro-
ceed O mwy m error’ ‘llhout the
need for the 4 of an §

‘The IRS ‘tefused and nuted that it

onld t‘?ul sny injunction lssued

and would retroactively tax any anny.
fties sold during the interim of the sp-
pellal‘t process should the IRS win on

'nn President’s 10718 tax program
?‘n the taxation of sil nonquali-
deferred annuitles In the same
way a8 that imposed upon the invest.
ment annuity by Revenue Ruling 17-

© 88; it was this same way that had been

declared unlawful- In district court,
These proposals for all annuities en-
compazsed investment: annuities sud-
Ject to Revenue Rullng 77-85.

The President’s 1978 tax proposals
selating to all annvuities was rejected
by the Ways and Mcans Committee
while H.R. 12173, to override Revenue
Ruling 77-85, recelved a favorable
commitlee vole of 22 to 14. However,
due to proccdural constraints at that
time, H.R. 12173 was not included in
3:' tax bill reported dy the commit.

In October 1979, the appeliste court
rendered Its decision upon the IRS

sppesl of its conviction In district
courl, The appellate court never ad-
dressed the merits of the Investment
annuily matter becauss that court
found that the Anti-Injunction Act
barred court empowered rellef. The
court stated In its conclusions thatw
‘This is not & slnumn where thcum

ever. C eeps &
ful eye on developments in the tax field and
;::l‘. listen o citizens with a grievance of

‘The advocates of the Investment an-
nuity have a serious grievance which
requires a congreasional remedy. § bes
lle\e that the action by the IRS n is-
suing Revenue Ruling 77-88 has re-
sulted in severe inequities, and [ hope
that the Ways and Means Committee
will consider this matter promptly o
ot e S A
! under the law

and 1o reclify the infustice that cone'

—_—

[

E 1285

lavorl
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September 4, 1980 .

wsifare 8nd TAediTPd costs, end for other ferred the effective date of Ravenue Ruls

purposts; 10 the Gémemitier on Finance ing T1-88 for 1 year in order to permit

8. N‘o’c.‘r'bm to gefnstate the tax treste to study the mutmwdm“ d w%:‘

ment with 7y anulty contracts with :L"" Any .'”"“’m" ) at ‘:2', not

adopted in subsequent negotiations on

T e B omtues oo Famince, H.R. 3471 by the House-Benate confer-
Y M. for himself, My, eNce committes. . .

ﬂ!ﬁ 3¢, Alr. D2Co! Immediately after the conference

. M. /Ootowatta, Mr. Havas committes completad work, ong ine

mawa, 3r Faoxsan, Mr. MorNisia¥, surance company, the originator of the

Mr, N Mz, Pacxkwooo, . investment annuity and whose entire

. Sruryoxs, W Srevesow, and ME. business wes destroyed by the IRS's sud-

resolution to provide
& week as “Nationst
¢ Commities on the
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By Mr. B EN (for himself,

Mz, Boax d Mr, CHiLzs) ¢
8, 3084, A blil {0 provide that & Fed-
eral agency may that any
person maintain recy or & period in
excess of § years, ayd a Federal agency
action for ene

egulation or for
collection of & civil eArS
from the date of
ct of the er{forcement-action of
fine, and for other 3 to the Come

mittes on Government)l Affairs.
o

den n&-‘ﬂw of position on this
sued Internal ‘Revenus Service in
Feders] Distriet Court for the District of
Columbia for arbitrary, 1llegal and ca-

S ————

STATEMENTS ON INTRODUCED
. BILLS AND JOINT RESOLUTIONS

By Mr. TOWER:
8.3083. A bill to reinstate the tax treat.
ment with t0 snnunity contracts
with reserves bascd on 8 segregated asset

P acts,

On November 9, 1971, the Court ruled
that Revenue Ruling 17-85 was indeed
unlawful and beyond the statutory aue
thotity of the IRS. Judge Chatles R.
Richley expressed the “confident as-
sumption” that the IRS would proceed
to rectify its error without the need for
the {asuance of an jnjunction.

. the IRS refused, stating that

t ap they prior to

of Revenué Ruling 37-33; to the Come
mittee on Finance. -

® Mr. TOWER, Mr. President, I sm to-
day introducing legislation to rectify an
tnjustice caused by the Intemal Revenue
Service’s sudden departure from longe
standing procedure in the taxation of ine
‘This dbill {cal to

vestment L
H.R. 6287, Introduced earlier this year in
the House by Congressman Baasca Cone
aste, would red te the tax treat. t
of annulty contracts with reserves based
aszet account as they
existed prior to the issuance of Revenue
Ruling 17-¥5. This ruling was subsee
quently held yful by the U.3. District
Court, District ‘of Columbia, on the
ground that it constituted n Lleral, are
bitrary, and capriclous act beyond the
statutory authority of the IRS, based on
an unreasonable Interpretation of the
Internal Revenue Code. The appellate
court, while not addressing the merits of
the district court's decision. did invite
Congress to provide rejief, which this bill
is designed to accomplish.

From 1963 to 19¢$, when the IRS issued
basie rulings on the subject of variable,

H
1t would appeal any injunction issued
and would retroactively (ax any ane
nultles sold during the Interim of the
sppellate process, should the IRS pre.
vall on sppeal
The President’s 1978 tax prograta pro-
the taxation of all nonqualified de-
ferred annuities in the same way as th;t
H ) ty by

P upon the
Revenue Ruling 17-38, which, of cousse,
had been declared unlawful by Fedesal
district court.

“The President's 1978 tax proposals re«
lating to all annulties were wisely re.
jected by the Houss Ways and Aeans

. B EN. dent, T think

it is indeed Ironic that mdich of the crime
nt In this (duntry~our forgé

ers, embeztlers, thieves and ex .
ts—are ted by g statute of Um-

immunity from pr
deed, no matte? how 8

against
But there is no statufe of limitation for
the honest, hardworking small busines..
man .or entreprenedr who unwittineiv
violates one of the rules or regulatic..s
that spew forth from \hus city like vol.
eanie ash from the surimit of Mount 8°.
Helens. The InnoeceniyAaxpayer who hap-
tate of DOE or the
: aad he would be
well advised to mainta
back years and years Just inh case ke Ut
called to account by/a Federal agency
for an alleged misdefd sometitne i the
distant past.
1 can really sce nO\good reason, Mr.
President, to sccord
pirminat ol n

Committee during its o
H.R. 12113, to override Revenue Ruling
17-85, which was approved by committee

his country ¢
greater measyre of pzoteetion than w2

'?{fer to our law-abiing citizens, 1 am

by & vote of 22 to 14. Due to & pr
constraint at that time, however, H.R.
12173 was not incorporated in the tas
bill reported by the committee.
Thé sppellate court decrl‘aar.c.d that ft
{on 8. r’

il Senatore Borel snd. Curers. 1o
V] & PEN AN 1Les thal
would place & S-year btatute of Uimita-

did not have jurisdi

reached no decision on the merits of the
case. The appellste court added lane
guage, h . inviting Cong 0
fashion appropriate relief:

or investment all de.
rtments of the national ofMce of the
insisted that an lonovative form of
cmuu{u\wou which the Service had been
Lotk iy X
rate account laws that had previously
been enacted in 1982,
During the ersping 12 years alter 1965,
IRS ed §ts basic position over
cluding the tssuance of Reve.
4848 pertaining to deferred
annunities. On March 9, 1977, the IRS
fssued Revenue Ruling 77-85, which come
B e art s o 3
] an T e
3 uﬁmnmc tndustry h-mlud. The

This is not & situstion where thers Are 0O
semedies, however, Congress keeps & watche
ful eye on developments 1o the tax Seld,
snd will listen to ¢itizeas with' s grievanes
ot plea.

Mr, President, the entire matler,
quite frankly, is a clasic case of the will
ol Congress being frustrated and sub-
verted by agency action in
the tive process. The advocates of
the investment annuity have & serious
grigvance which, in my mind, requires 8
prompt congressionsl remedy. I balieve
that the action by the IRS in lssulng the
manifestly Unreasonable and unsupports
able Revenus Ruling 77-45 deserves the

ttention of the betore adi .

ey
tng to this segment of the industry.

Py of Cong
this action to the Treasury and the IRS.
On April 20, 1675, the Senate passed, by
& vole of 87 to 26, an amendment to HR.
3471, the Tax uction 84 Simplificse
tion Act of 1977, which wouwd have de-

protested

ment this year in order to restors thé
Investment annuity to its proper place,
tax-Wise, under the law and to resolve
the severs inequities which have ge-
sulted [rom the internal revenue. serve
ico’s arrogant distegard for sound judi-
clal suthoeity.®" Sa

tions on the enforcemery of rules unr
regulations promuligated by Fecers)

‘This legislas, would aisc
Jmit to 8 & period required
for individusl recorgkeeping. -

Me. President, atla time when compil-
ance with Federal Nles and regulations
creates & $100 billlion, annual dragz on
our economy, it {s obyjous in our na-
whengver pos-

We should und
den falls most h
of small and medi!

associstions and tde accountants re.
quired to keep abriast of and in come
with all eral regulations.

But the small co 2
lacks the resources for this sort of mon-

ftoring and recordk g. These corpo-
rations are more likelyAo put their scarce
resources into

of R. &k D, or new

812071

he professionii

e crushing b}}f’
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Scptcmbcr 4, 1980

deference Lo the IRS’ expertise Is unwar.

ranted in this matter. wnno the ODN!-
late court never addreased the merits
Mthhmatur.boesmubmmm-
Ings upon e jurisdiction. question, the

This Ion.:tn tustion vnm tm o1 nO

it appeliate colrt stated: .

ai

more exchinces

oye on «mopmuu [ thls tu feld and
;'t:l.. talf 0 cltizens with p grievance of

The true vmlnn of thess 1legal, une
reasonable IRS actions are our Nation’s
citizens wbo are bﬂn( legally denied
& most innovalive and useful annuity
thst m donl?d in the public inter-

& situation that war~
rum remedial action by the Senate:
sction that wil) also restore the authority
of the Congress in the writing of our tax
lsws<a most important matter that
c‘:l;“mnd. s our immediate and resolute

TON (for himaself,
Mr. Danvorti, Me.
Mr, Oar¥, Mr, GO0~

ARANA, AP, JACK=
s1mtax, Mr, Netsox,
Mr. Pacx ooo. Mr, Srasroro,
m Wn.-

lJ. ms zol Jolnt esolution to vro-
vide for the desimation! & week as *Nae
m:‘r.nl Lupus wm“- to Ufw Committeo on

812078
gn-nm tency. t G
southern boasts of mor 850 hosteling factli~
‘u%‘:m ties which are. 0 an easy day’s hike
A oot of blka teip from er. and Brite
espugh to make ‘368 1s dotting the English
yory eoutinen! Welsh ot the bene
besn those of British youth. I my own howme State
that this leindeed wi of the
_ But 1 am ot oaly, teling movement\iy gaining great mo-
::u":-'u mentum as Sea Hajen uomll. . non;
-m'?:&"&"" gomh and s p| nnmc ‘an of its
American recreational pro more ncm-
eloser (o teslt ties. The eut for’ mumnn and ren-
The bill to develop and often
Douteis here pamed th inhibits or slows systematic growth. But
T ate tor. :m:n cm‘::‘mmt o nu'b'l‘n‘m J,n'lntroa
sstion. Bece! " ducing today, we ‘help to expan:
some MO St Aot t n‘: America's hosteling ‘to comples
Arst time real ment its counterpart, rnd
structure. Thers are eved plans to convers thereby halp to insyfe that &l in Alagre
ome Rhistorie trust proferties into Uving ica who appreciats our great culiural
monuments by making thm into hostels. and natural herithge, snd who .:.:oy
Bul—snd I can testity flrom my ewn ex.  {raveling and activély partaking In s.ich
e yeuih hostalTie 16 much, muen  Mctiviites as backp(king, hiking, sxiing,
moce than Just Baving irfexpensive places o ANd bicycling, cax(afford to do so.
lurmnmua hespaketes. \ ident, 1 ouse of Repree
1¢ io much more thad o - y passed & similar
allows you 1o “o0 the webid~ It 6 Bind of  mneasure, and there m:um-umm-
other wave length, which permite people, bers of the Senate ,om [T Wl' in
Liring by thelr v chofce ot o mininal cof  support -of the Natichal Hostel System
e riee! fanli,t A deruna toa bt Act of 1980 50 that ¢ may besin Lo e3-
! o tablish s coherent yJuth hosteling syse
‘.‘&'&J&L‘“&?‘“u.mmu tem scross Amerlcs {to serve America's
ming-=-4hst, ta n:: harkh exigencies of all the  youth in their travels\and devélopment.@
dificuls and cnl t\n Mn DD spmnen

By Mr. JIATCH:

8. 3084. A bmwmmuuumux
trealnent with respect 10 ahnuity con-
tracts with reserves based on a segre-

gated asset account as uu{‘nxmed prior
to issuance of Revenue 11-88;
w the Committce on nmnec

® Mr. HATCH. Mr. President, this pro-
posed legislation is very important not
ounly because it righls & tremendous in-
ustice la the azniinistration of our tax

ws, It ls imponmt to the authority and

of the U . Senate and the laws
o( our country. T¢ is & matter of tax laws,
but mors Importantly, also & matter of
who makes the law. Internal Reve

nue Service has o the specific uuhm and

pertaining to this matter usurped thal

in the auoloppomlouonm
court d

US, Senate.a U.
and the exmmed will o{ the Houss Com«

. mittes on Ways snd M
The

specific matter at hnnd pertains
to IRS Revenue Ruling 77-83 that re-

versed over 70 consistent public and pris .

vate rulings that covered a time span of
more than s deeade. This ruling not
only strangled an innovative annuity (ne

dustry to the Getriment of the well-be|

ot our Nation's citizens. This r\dlm. m
the IRS actions relsted thereto,

s iy ot

s

be acceptable npr tolerable

Senate,

mmammm

@ Mr. CRANSTON, N Presldenl. today
1 am introducing, on pehalf of myself
and & bipartizan grour of 13 other S:ne
ators, & resolution ding for the des-
eck of October 19

“Wational Lupus

Wesk” This resolutio) has been Introe
duced each of the 1¢/t 3 years. Once
again, I am happy tofrovide my assiste
ance to focus nationi! attention on the
setious nature of {the discase lupus
ervtmmnmm.

o dis
f the bodr inelud-
ing the skin. Its cayses are unknown. It
d er of the bedy’s tme
tem, e first line of
dmm ageinst Infection and inflamma.
tion snywhere within fhe body. Its mala
targst is m € T

ment are clearly

of promoting Inexpengive travel amoag

their young peopls so

‘tinue traveling
and have 4n establigh
remarkable for its growmth

¢t they wil? cone
hout their Lives,
system which is

and self-sullle

courts p 'ru
mct Court, District of Columbta dccmed
that: mv‘g\un Ruling 1145 ia an i

adult sge brac
may b &s many cases in
cmm sum with {imately 50 000
h year. The ma«
Jemy o! tho chses be effectively
: however, tragically, lupus causes
,. 8,000 deaths ann
‘The intent of moluuen is to halp
. the American Lupud Society, the volune
" tear tion, ke the pud
aware of the trag of lupus erye
th The A Lupus Society
1s & profit orgAnizatior orizinally
founded in 1973 in{California. The pur

pose ot the organizadon is to assist lupus
and thelr farpilies ir thelr fight

BTl e o
was wiul o "
statutory authority; and that substan

n;nlmt tht dlmuc. develop and en-
g': ard making
pnbuq aware ol us, aad to .mu
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6T CONGRESS H R 6287
m M.ssm.\" o : °

To seinstate the tax treatment with rexpect to ummiw contracts with reserves
based on u segregnted asset nccount as they exi ,ud prior to issuance of
Revenue Ruling 77-85.

lN THE NOUSE OF REPRESENTATIVES

Jantany 24, 1080

Mr. Conante introduced the following bill; which w:s -eferred to the Committee
on Ways and Mcans '

A BILL B

To reinstate the tax treatment with respect to annuity contracts
with reserves hased on a segregated asset account as they
éxisted prior to issuance of Revenue Ruling 77-83.

1 Be it enacted by the Senate aad House of Representa-
2 tives of the United States of America in Congress ussembled,
3 That in the ease of annuity contracts which have related

"1 amounts hased on svgrvgnwd.assvt aceount, the tax treat-

© o ment of such contracts under seetion 61 of the Internal Reve-

¢ nue Code of 1954 (defining gross income) and section
T BOLEXIXB) of such Code (relating to contracts with reserves

8 lased on a segregated assot account) shall he determined—

1 (1) without regard to Revenue Rixling 17-85 (and
2 without regard to any other regulation, ruling, or deci-
»3 sion reaching the same result as, or a result similar to,
1. the mmlt set forth in such Rcvcﬁuc'Ruling); and
S 5 S (") with full regard to the rules in effect before

6 | Revenue Ruling 77-95 - BEST COPY AVA".ABLE
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The Court Adjudged I1legality of IRS Revenue Ruling 77-85

The United States District Court, District of Columbia. declax;ed in Judge
Charles R. Richey's Memorandum Opinion of November 9, 1977:
* “REVENUE RULING 77-85 IS AN ERRONEOUS ALl UNREASONABLE INTERPRETATION
OF THE IMEM REVENUE CODE, AND, IN VI:iW OF THIS FACT THAT SUBSTANTIAL
DEH;.RBNCB TO THE AGENCY'S EXPERTISE IS vol MRMNT!D BY THE FACTS OF THE
CASE, THE COURT WILL DECLARE THE RULING 10 3E UNLAWFUL AND BEYOND THE
SERVICES' STATUTORY AUTHORITY,"

» ”RB.VENUE RULING 77-85 IS UNLAWFUL AND BEYOND THE SERVICES' 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 1S ERRONEOUS AND UNREASONABLE."

* “THE SERVICES' DECISION IN REVENUE RULING 77-85 WAS NOT CONTEMPORANEOUS

" WITH THE ENACTMENT OF SECTION 801(5‘) (1)(B), DOES NOT REFLECT A LONG-
STAND!NG AGENCY POSITION, AND IS INCONSISTENT WITH EARLIER PRONOUNCEMENTS
AND EVEN ONE SUBSEQUENT ANNOUNCEMENT, OF THE AGENCY, ACCORDINGLY,
SUBSTANTIAL DEFERENCE TO THE SERVICES' EXPERTISE IS UNWARRANTED IN THE
INSTANT CASE,

t

* "svnsr)mw. DEFERENCE TO THE SERVICES' EXPERTISE IS ALSO UNWARRANTED
BECAUSE THE SERVICE WAS IMPROPERLY MOTIVATED BY CONSIDERATIONS OF TAX
REFORM WHEN IT ISSUED REVENUE RULING 77-8S."
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The hvestmem’ Annuity Matter
A Chronological Summary

'rhe Internal’ Bevenue Code was amended to permit life insurance companies
to establish "separate accounts" to facilitate <he underwriting of variable
annuities. (section 801(g) (1) (B))

Under all variable annuities the policy owner's cash values and benefits "vary"
directly with the investment results (appreciuiicn, depreciation and inéome)

of the related "separate account," Therefore, *'hile the insurer underwrites
the expense and longevity (mortality) riska of ti.: variable annuity, the policy
owner assumes the investment risk regardless of whether the insurer manages
the "separate accounts’ portfolios or whether the insurer delegates that
investment management to others.

\

An {nnovative form of variable annuity was developed and a new life insurance
company was organized to underwrite, sell and administer the annuity, Ap-
propriate tax rulings for the insurer and policy owners were requested of

the National Office of the IRS, Under this annuity the insurer merely estab-
lished a separate account for each policy owner and delegated, under pre-
seribed conditions established by the insuror, the investment management

of the separate account to the policy owner or to the policy owner's chosen
investment manager. The IRS recognized from the start that a new company
and a new segment of the life insurance industry was to be bottomed upon

ti_le Nationa fice tax ruling to be issued,

From the 'start of its consideration of the tax ruling matter in 1963 until it
issued {ts first basic ruling in 1865, the IRS consistently insisted that the
annuity under consideration was a variable annuity falling fully within the
separate account provisions of the law recently enacted in 1962, Every
relevant department of the IRS contributed to the IRS' very thorough two
year consideration; and it was concluded by the IRS that the delegation of
investment management to the policy owner by the insurer did not change
any elements of variable annuity taxation to the ingurer or to the policy
owner.

At about this ume the brand name "Investment Annuity" was coined solely
for legitimate business identification purposes and the name of the insurance
eoa;gny was changed to First Investment Annuity Company ol America’
(FIAQ)
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During this twelve-year period the National Office of u.c' IRS {ssued over

70 public and private rulings covering different Investment Annuity contracts

for different markets, All rulings consistenily reaffirmed and reinforced
the basic rulings established in 1063, Nine or ten other insurers emulated
FIAC's brand of variable annuity during this perfod and secured appropriate
and consistent Natfonal Office tax rulings. ‘ :

The IRS announced a reconsideration of its prior Investment Annuity rulings
and requested comments from interegted partics on three specific areas of

- importance to their reconsideration, The entirs Investment. Annuity industry

1977

1977

‘977

responded with relevant facts and complete, conclusive angwers to the IRS'
important questions; said answers clearly showing that the IRS' historic
position was correct legally, actuarially and in accord ‘with industry practice
in regards to variable annuities.

~
L]

The IRS issued Revenue Ruling 77-85 that completely reversed its historic,
14-year position as reflected in over 70 previous rulings! In issuing Rev,
Rul. 77-85 the. IRS ignored the very questions it said in 1876 were imporiant

%o {ts reconsideration!

Revenue Ruling 77-85 cffectively and immediately closed down the entire
Investment Annuity industry and thereby put FIAC completely out of business,

The Senate passed Amendment 243 to HR 3477 by a strong vote of 57-28 that
deferred the effective date of Revenye Ruling 77-85 for one year to protect
the legitimate interests of the Investment Annuity industry and to give
Congress the necesgary time to consider the matter. ‘Many members of
the Senate Finance Committee as well as other members of Congress were
very concerned about the precipitous and rufrious IRS action that ‘completely
reversed long standing tax law administration.that had become imbued with
the force of law. . , :

This Amendment 243 was subsequéntlj dropped ?ln the House/Senates Con-
ference Committee due to Treasury Dept, lobbying and the House/Senate
bargaining over resclving the House/Senate differences on HR 3477,

Following the Conference Committee's dropping of Amendment 243, FIAC
sued the Treasury Dept, and the IRS in the U, 5, District Court, District
of Columbia, for arbitrary, capricious and {llegal acts in issuing Revenue
Ruling 77-88,

e

e s T Lo

[
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After thorough consideration, the Court decided that the IRS' act wus

illegal and unreascnable; that the IRS had exceeded'its statutory authoritys:
was motivated by theories of tax reform which ie Congress' business; and
that substantial deference to the expertise of the IRS in this matter was
unwarranted. In plain language the Court was stating that the IRS, our
nation's administrator of our tax laws, dida't know what it was talking about!

The Treasury Dept. and the IRS appealed the District Court decision and
stated that anyone purchasing an Investment Annuity during the time span

of their appeal would be taxed retrcactively if the IRS won its appeal. The
IRS threat precluded FIAC gtarting up its busincss again even though

FIAC had won a very strong victory in court on the merita. The only hope
the Treasury and IRS had for their appeal was upon the highly techni-
cal court jurisdiction question. ’ . : ’

.~

The day after the favorable Court decision was issued a major insurer made
a bid to purchase FIAC's corporate shell at liquidation value. When FIAC
was unable to secure any tax assurances from the IRS and Treasury for
new selling, the majority owner of FIAC (from the United Kingdom) voted

to accept the liquidation value bid, All employees were terminated. ‘

A $300 million company that had developed and marketed a fine,
innovative product in the public jnterest has been destroyed by the illegal,
arbitrary act of the JRS; over 4500 agents left without the annuity to sell;
and shareholders have lost at least $20 million of values (Investment Annuity
stock was selling at over $8 per share when the IRS reversal matter
started, and will be liquidated at less than $1.78 per share -- at least a
$3.28 per share 1oss x 8. 3 million shares outstanding = $19.8 million, )

President Carter's 1078 tax proposals included taxing all annuities generally
in the manner the IRS illegally forced on FIAC. The Treasury Dept.'s rationale
for those tax proposals was basically the same the Court found to be
erroneous in the Investment Annuity matter, These tax proposals were
rejected by the House Ways and Means Committee in April, 1978; and,

by a strong 22-14 margin, the Committee voted to reestablish the Invest-
ment Annuity as it had existed for 14 years prior to the {llegal IRS reversal
tn March of 1877 via Rev. Rul, 77-88.

The Ways and Means Committee, bogged down subsequently on other tax

matters, eventually passed the Ullman/Jones/Conable Compromise Tax
Bill that included very few amendments due to procedural constraints. While

[
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the !hvcitnent Annuity matter was not included, Chairman Ullman
committed that it would be taken up again by the Cormittee in a
subsoquent tax bill, . : .

1978 A Senate "floor Amendment” was introduced to reinstate
‘the Investment Annuity. This Amehdment was a companion bill to
. that voted favorably upon by the House Ways and Means Committee.
! The Senate Parliamentarian ruled that the Investment Annuity
Amendment h-? no revenue impact because the court had declared
that the IR5 had acted illegally in issuing Revenue Ruling 77-85.
Subsequently, when cloiture was invoked t> limit Senate debate,
the Investment Annuity matter was precluizd from being brought
L to a vote in the Senate because of a “ger.aneness" point of order
. on the grounds that there is nothing in the bill dealing with
Investment Annuity contracts.” . .

1979  The ARpellate Court declared that it did not have jurisdiction
and therefore reached no decision on the merits of the case. The
Appelate Court added: "This is not a situation where there are no
remedies,however. Congress keeps a watchful eye on developments
in t?e tﬁx field, and will listen to citizens with a grievance
or plea.

1980 The Appellate Court's "jurisdiction" decision was appealed to the
Supreme Court. The Supreme Court did not accept the case for review.

1980 Representative Conable reintroduces a bill (HR-6287) to reinstate
the tax treatment of Investment Annuities as they existed prior to
| the illegal IRS issuance of Revenue Ruling 77-85. Senator Tower and
' Senator Hatch introduce identical bills to HR-6287;namely,S-3082
and S-3094,respectively. .

1980 Without giving interested. parties the opportunity to be heard,the

IRS issued Revenue Ruling 80-274 that:

- Wiped out certain types of annuities and destroyed another valid
segment of the annuity industry.

- Provided no legal basis for the ruling;it merely stated the IRS
conclusions.

- Ignored the fact that the IRS had issued favorable rulings on this
very subject this same ycar (1980) and in prior years.

-~ Pulled the rug out from under many financial institutions and
thousands of individuals that had relied upon the competence and
fairness of the IRS in the issuance of their prior rulings.

1980 Senator Byrd's Finance Sub Committee on taxation and Debt Management
holds hearings on S-3082 and S-3094.

it
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It is relevant to point out the following:

;.1

2)

3)

81

.« - _Chronology Overview -

Taroughout this entire "reversal of IRS position”
affair (1976 to the present) the IRS and Treasury
explanations and positions have been’ woefully ignorant
of the subject matter as well as involving contra-
.dictions, misleading statements and half-truths.

Not only have these been in evidence in their
dealings with the taxpayer(s) but also in presenting
their positions to their superiors and to Congress.

At least two congressmen have attempted to secure a
¢lear, written statement of th: .Treasury's explanation
for their Investment Annuity position. In each in-
stance the Treasury response was unintelligible in terms
of the law, logic or any other raticnal perspective.

In short, the Treasury gave no explanation because they
have none that makes sense.

During the Court procedings the IRS lssued a favorable
tax ruling to a competitor of FIAC that permitted

the competitor to underwrite the Investment Annuity.
When the Court demanded an explanation the IRS had
none acceptable to the Court. The IRS revoked their
new ruling, ’

4) The Treasury and IRS claimed the Investment Annuity was

& "tax shelter”. As demonstrated conclusively by the
respected accounting firm of Coopers & Lybrand, no
annuity, including the Investment Annuity, meets the
definition of a “tax shelter". Even Stanley Surrey's
book entitled, "Pathways to Tax Reform" states that
tax deferral that includes a "market rate of interest"
payment to the government is a proper mode of tax de-
ferral. Such a payment of interest to the Government
48 exactly what any annuity provides.

§) The Treasury tries to imply that thé Investment Annuity

buyer enjoys some kind of favorable capital gains tax
treatmen., Hxntning could be more erroneous. It so

- happens that realized long term capital gain is taxed

6)

twice under any variable annuity: first at the cempany's
capital gain tax rate (28%) with the balance after

- gax then being taxed agqain at policyowner's orainagz'

tax rate when paid as a benefit to the policyowner.

It can be demonstrated conclusively that it makes no
difference "taxwise" as to who decides how an insurerts
;SegrgggtegiAsset Account” i¢ invested. The IRS
neisted this was correct over 70 times during 13
(1963~1976) and they were correct. o ‘yeagp
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Our citizens and our Congress are becoming acutely
. aware of our nation's great need, for greater savings
and investment within the private sector., We must

* build up the "supply side of our economy". The In~
vestment Annuity facilitates this needed development

8)

.

because the Investment Annuity is compatible with,

and helps, all segments of the financial community
including savings and loans, mutual savings banks, and’
credit unions. The Investment Annuity helps them attract
and hold savings assets, and because annuity contracts
stretch out over decades it helps these financial
institutions invest "long* thereby enkancing their
ability to place mortgages ard finance housing. (For
example, see California Federai letter attached.
California Federal is our naticn's largest Federal
Savings and Loan.) : ,

The proposed legislation (HR-6287,5-3082, S-3094) is not
only a correction of a gross burecaucrati¢ injustice. These
bills are a particularly welcome piece of legislation at
this time when many financial institutions and our nation
can utilize a means to attract and hold personal savings
and-investments thereby building capital for investment,
more jobs, more productivity and less inflation.



P .
N SALTORNIA FEDERAL

March 7, 1980

W. Thomas Kelly, President .
Investment Annuities Institute, Inc,
Suite 1128 Bender Buflding

1120 Connecticut Ave., N.W.
Washington, D.C. 20036

Dear Mr. Kelly,

Our fnstitutfon has been familiar with the
fnvestment annuity for several years, HWe under-
stand that HR-6287 has been introduced to reinstate
the tax treatment as it existed prior to the fssuance
of Revenue Ruling 77-85.

We support this legislation and are hopeful
that this product will be reinstated as a financial
service for our customers and others,

Very truly yours, ,///7/'
.:‘) ) ‘/i / ,)
-/4/«../«,:.[ f.(/
.R. Michael Philbin “ ¢ -
Senfor Vice President

JRP:mlh

cc: John Patton Farrell,
Farrell Marketing Inc.
Don M. Muchmore,
California Federal
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Investment Annuity Contractual Arrangpﬁents

- All annuities are long term contracts 1nvolvin§ serious
insurer risks.Longevity is lengthening. The trend is against

the insurer. Such risks apply immediately upon contract purchase
because the insurer grovides benefit guarantees that can be
started anytime at the election of the policyowner.

- All insurer assets must be invested pursuant to State law. No

golicyowner has access to any insurer assets. ALL assets of the
nsurer support the insurer's liabilities- namely the insurer's
uarantee to provide the insurance or annuity policy's stipulated

enefits.

- A segregated account of a variable annuity is merely a convenient
way for the insurer to have its annuity benefits move up or down

in regards to some measurable index. The segregated account can be
equity oriented, or balanced, or bond oriented, or invested in
certificates of deposit and savings accounts,or invested in a

mutual fund(s),etc. The account is merely used to establish the index
for benefit changes- all assets are entirely the insurer's as is

true of all life insurance and annuity assets. If the assets prove
insufficient to provide the guaranteed benefits,the deficiency

must be made up from the insurer's surplus or shareholder's equity.

- Insurance law prohibits any insurer from disbursing assets
from any segfegated account to any policyowner. Money flow
from a segregated account must always be 4n cash and solely
to the general account of the insurer. :

- Annuity policy cash values and benefits are contractual
rights that must be Kaid when the policyowner so elects.
IIE assets held by the insurer are fungible and no policy-
owner has claim to any specific assets. Insurance law and
regulation and good business practice require an excess of
assets over liabilities structured in such a way that all
liagbilities can be met.

- In no way can any portion of an insurer's assets be deemed
:hgglicyowner's. The law and the Courts are consistent on
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How can the account assets be owned by the individual when:

a) He can't get his hands on them.

b) He's limited by the insurer as to whathe can choose .z an
investment of the account. .

¢) The insurer can remove an asset from its acceptable list
and force the sale of the asset in the account,

d) The variable annuity reserve liabilities and related assets

, are reported on the balance sheet of the insurance comganz
according to state law and regulations and pursuant to

Section 801(g)(1)(B)(i).

e) These segregated account assets of the insurer are directly
related to the insurer's liability to the individual for .
annuity payments pursuant to the annuity policy provisions.
The state insurance degartments can require the insurer to
bolster its stated 1iability if the state insurance departments
believe that annuitant longevity is increasing and thus the
liability is understated. Such an increase would come out of
the insurer's shareowner surplus. The individual would enjoy
greater benefits than that measured by the value of his account.
The insurer has a very real risk from the date the policy is
purchased and the insurer must have the account assets to support
this liability. :

f) The individual's annuity purchase contributions are.reported
by the insurance company as premiums or stipulated payments

for annuities pursuant to state law and pursuant to IRC Section
809(c)(1). Thus, they are the insurer's, not the individual's.

g) Pursuant to the policg and the application, the individual,with
full knowledge, irrevocably commits to the insurer all of his
annuity purchase contributions for the annuity policy, as well as .
all of the income thereon.

h)The individual is under no obligation to the insurer. It is an
unilateral contract,

i) All parties to the annuity policy agree to its terms.

j) The insurance company, not the individual, assumes the loss
arising from any defalcation related to the account assets.
This requirement was one of those required over the years by
the IRS to further establish that the ownership of the assets
Tests with the insurer.

kj The individual cannot use the assets in the custodian account
as collateral for a loan.

Doy

s . ; S .w ARV
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1) The individual cannot substitute assets within the account
for assets the indIvidual holds outside the account.

m)There is absolutel& no expectation by the individual of
recovering gg; assets as is found under a pledge arrangement.
The individual hasn't pledged any assets at all; he's given

them up.

n)And as a part of the transaction, the insurer assumes .
immediately a significant mortality Tisk and eéxpense risk,

as well as an investment risk that account assets upon death

will not match the insurer's assumed value. All of these risks’
are bottomed solely on the contractual fac¢t that all assets

in the account are irrevocably committed to the insurance company..

o)Rev. Rul. 68-487 and Rev. Rul, 68-488 were specifically
addressed to this identical question of setting aside monies to
purchase annuities. Rev. Rul. 68-488 stated that the Investment
Annuity underwriting procedure was in fact the current purchase
of a variable annuity whereas Rev. Rul, 68-487 described some
other arrangement that did not constitute the current purchase
of an annuity. .

0) A creditor of an individual can not gethis hands on.any assets
underlying the insurer's policy obligations. The creditor can -
only get his hands on the policy.

reerecmmeemeveamn———- Bomecrecacmmcaa- —ea—-

In 1963, and for thirteen years thereafter, the IRS insisted
that the mere delegation by the insurer to the policyowner of
limited rights to select among investments as authorized-by
the insurer did not constitute transferring ownership to the
policyowner. This IRS position is soundly based in law as was
again reaffirmed by the U.S. District Court in the Investment
Annuity matter. The IRS ignores clear fact and precedent and
thwarts the law in this instance.

-,
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INVESTMENT ANNUITIES INSTITUTE, INC."

INVESTMENT ANNUITY MATTER
TREASURY OBJECTIONS

This is the Investment Annuity matter’'as reflected in remedial
legislation, Senate Bills S-3082 and S$-3094. These bills are
identical, companion bills to override Reverrc-Ruling 77-85 and
are identical to the House of Representative:z Bill HR-8267.

Revenue Ruling 77-85 has been declared by the U.S. District

Court, District of Columbia, as being unreasonable, illegal and
ignorant of the law. The Court states that dclerence to the
expertisc of thc IRS on this matter is unwarrantcd. Thus, the
Treasury objects with unclean hands--with ignorance, unreasonable-
n::s and illegality-- as the Court has declared on the merits of
“this case.

This matter is well known to most all members of the House Ways
and Means Committce and the Senate Finance Committee.

THE TREASURY'S ALLEGED OBJECTIONS

It's an Allcged : :
"Tax SficIt:cu"5 The Investment Annuity does not meet any
definition of a tax shelter. This has been

documented by Coopers § Lybrand, the well

respected Accounting firm. Their conclusion

is: "It is evident that 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 the tax deferred". (See

letter attached)

It's an Alleged

Abuse The Court asked the Treasurg and the IRS for
evidence of their alleged abuses. None were
forthcoming.

Jt's an Alleged
Revenue Loss The Treasury's numbers are .etherial, undocu-
mented and even bizarre in that the Treasury's
numbers for a small Investment Annuity segment
of the Annuity industry have on occasion ex-
ceeded their numbers for the entire Annuity
. industry. T'f :

i 1128 Bender Bulding 1838, Valiey Forge, Pe. 19482 *
ﬂ'zo Connecticut Ave., N.W. 16) 6474452 ©
. Weshington, D.C. 20036 ¢
o (202) 8331237
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-

More importantly, the' Treasury's numbers
ignore the pertinent fact that the Treasury

is paid a market rate of interest by the tax-
payer to compensate the government for the tax
deferral found in all annuities.

This important fact is documented by Coopers § P
Lybrand and meets even Stanley Surrey's? per-
ception of reasonable governmental compcnsa-
tion for tax deferral. Coopers § Lybrand
state: "The existing mode of deferred annuity
taxation results in an interest element being
charged to the taxpayer as progosed by Mr.
Surrey. In fact, under most circumstances the
existing mode of annuity taxation provides more
tax dollars for the Government than Mr. Surrey's
proposals'. (See letter attached)

AStanley Surrey was Assistant Secretary

of Treasury for Tax Policy during Pres-

ident Kcnnedy's and Johnson's terms. Those

officials now in charge of tax policy at

the Treasury and at the IRS are disciples

of Surrcy's theories of taxation.

The Treasury obviously rolys upon the Court of Appeals decision
overriding: the District Court decision; or Revenue Ruling 80-274
could not have been issued. )

It is a fact that the U.S. District Court, District of Columbia
decided this case on _its merits and denounced the IRS and Treasury
for acting illegally, unreasonably and in ignorance of the law.

The Appellate Court's overriding decision Qas not on the merits;
it was on the complex "jurisdiction of the CouTt™ question.

The District Court decision can be cited as a precedent as
reflecting the Court's decision on the merits of this matter.

It was overturned on other grounds.” The Treasury and the IRS
are "bootstrapping” when they base the merits of Revenue Ruling
80-274 upon Revenue Ruling 77-85 that was declared on its merits
as being illegal, unreasonable and ignorant of the Taw.

Suits 1123 Bender Building Box 838, Valiey Forge, Pa, 19482
1120 Connecticut Ave., ~.3v. (218) 6‘7«% o :
Washirgion, 0.0, 20626 '

(202} 833-1937
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The tax reflection of the cost  *he investment insofar as that investment ¢
based on borrowed dollars shoud not be faster than the investor's repaymen. *

" of the borrowed_funds. Hence, the tar. shelter benefits of acceleration of -
deductions shouldibe confined to the taxpayer's equity investment, i.e., the
initial investment, inany, of his own funds and the subsequent increase in his
own investment as rcpays the principal of the borrowed funds. Thi
restraint, as in the suggestion of confining deductions to income fro ,/(he
investment, would be li)jted to the acceleration of deductions producéd by
the tax expenditures and'\(Nit to deductions under the income tax propfer.’ The
two suggested restraints arh not alternatives and are com;')a:iy ith each
other. . \ ‘ '

The description of this propojed restraint is in terms of borr ed funds that
can be directly related to the sheldered investment, such asa o) 6wing secured
by the investment itself. This is thy typical situation in th ,jnvastmems. But
suppose the investor, to defeat thé\restraint, borrows f}: ds under a general
obligation or secured by other propeity not involv:}‘?'ancl(ercd activity, such

lat
’

as diversified stocks or securities. Age the dol so borrowed now the
" taxpayer's “own funds” when invested\(n the taxAhelter and thus an equity

investment in that shelter, entitled in (i)l tojiie accelerated deductions it
produces, or are the dollars still borrowed\{ugds? The question itself, and the
problems it raises, are not enough to negaigthe proposal since in most cases
the borrowing is related dircctly to the sheite \Qd investment. Prcsumably any
borrowing not so related would qualify/as an equjty investment so as to avoid
the need for too detailed a tracing 4f dollars. Tye problem would then be
confined to the appropriate techpical treatment Ok the receipt of borrowed

( Payment for the Ingredient of @ -

A pﬁ@f tax shelters is the deferral of tax on current.income,
achieved throuylr the@dccleralion of deductiooyyrovided by the shelter. This
dcferral, as described earlier, is an ST EEw-osnfronrthe-6 et in
the ar of the tax dcféered” Here, also, the ingredient suggests 3
fopriate restraint<= climinate the interest-free character of the deferral
y charging inicrest on the defeired X, )
ome cconornists have suggested, as a fundamental change in the in
ulative averaging” or “cumulative assessment” syst

a1
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Pathways to Tax Reform

make the timing of tax liabilities essentially an unimp- 1tant mattey.” Under
this approach taxpayers would in effect earn interest ¢i: ! 1xes paid’and owe *

. interest on taxes deferred. Assuming that TRe interest rate ised rellécts market

rates, the deferral of taxes simply introduces another source of borrowed funds
and enhances general liquidity! Early payment of taxes b:comes a method of -
investment. This @ummative averaging would, according o its proponents,
permit a taxpayer 10 choose any rate of depreciation or other timing of
deductions and any rate of realization of income.” Under this approach, the
present tax shelters would simply be absorbed by such optional arrangements.
Cumulative averaging is of course aimed at broader goals, such as major
simplification of the income tax by removing the present stress on accurate
yearly timing and the provisions supporting that stress, and also achieving

greater cquity among taxpayers through its averaging effects. But a by-prodact lﬁ

'\

many complexities in its operation.” “)'( é
In the absence of such a change, the question reverts to whether the interest- “Q\ Y

. obtained by thé acceleration of deductions under the tax shelter. We will return

of its adoption would be the essential climination of the tax shelter problcm,. o e
tas its proponents observe," since the deferral offered only to a few today at &e‘?
" no cost would become, in effect, available 1o all, but at an interest cost. \

his way. Cumulative averaging is a major change that still requires discussion
and experiientation. Some economists dislike the use of a lifetime to average

We are unlikely in the immediate future to sce the tax shelter problem solved {
income; others are concerned aboul its counter-cyclical effects; others sce

—TEEEES

free Joan of specific tax shelters can be altered through charging interest in ,‘\.
those situations on the deferral of tax obtained. The Senate version of the Tax A A
Reform Act of 1969 sought to mect the tax benefits obtained by the use of ¥ :
family trusts to accumulate income for later payment 1o bereficiarics — which I

achicves a deferral of tax if the rate of tax on the trust is less than that on rﬁh
the beneficiary — by charging, in effect, 6 percent interest on the deferred tax."

The provision was not carefully prepared, and this, plus opposition by trust
companies and the tax bar, led 10 its deletion ja Conference. But'the suggestion *
has basic validity, both for the shelter of accumulation trusts and for the tax }-
shelters we are considering It remains to be seen whether the idea can
technically be translated into a workable arrangement that, as in the other
restraints earlier discussed, would apply the interest charge to the deferral

- S P Bt ¢ o

o

to this matter in the later discussion of the minimum tax.*

' Ramoml of Ingredient of Capngl Gain

on Sale of Investment

The third /er ingredid is ofa icatio i ) o
treatment on le of the inv " “gai ‘ ‘
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COOPERS & LYBRAND

CERTIFIED PUBLIC ACCOUNTANTS

1900 Tirek Ginaro PLaza:

1N PRINCIPAL ARTAS ' PHILADELPHIA, PA. 19102
OF THE wORLD (818) 869-23000
.
June 2, 1978

Mr. W. Thomas Kelly - Lo
R.D. 3, Box T2 . 4
° Malvern, Pennsylvania 19355

Dear Mr. Kelly:

As you requested, we comment, hereinafter, upon
whether the existing federal income taxation of deferred
annuities allows the annuitant benefits similar to those
contained in "tax shelters" or whether annuity taxation
meets certain criteria set forth by Stanley S. Surrey 1n
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 1s the

deferral of tax on current income, achieved

through the acceleration of deductions

provided by the shelter, This deferral,

as described earlier, i1s an interest-free

loan from the government in the amount of

the tax deferred. Here, also, the ingre- :

dient 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 1llustration of Mr. Surrey's corrective measure
' using as 4 model ‘the accelerated dspreciation dererral.

Y
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Mr, W, Thomas‘Kelly -2 June 2, 1978

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 incréases each year that the accelerated depre-
clation exceeds the hypothetical straight-line depreciation
and then decreases when the hypotheticai 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 bve 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 taxazion
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 annuitans
is in the 50 percent tax bracket.

The conclusion cne can draw from Exhibit II is
that when the annuitant withdraws 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 resulss from the
fact that an amount derived from compounding at eight per-
cent and then halved is more than the amount derived from
compounding at four percent. ‘

. 70-8980 81 -7 .. L -
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Mr. W. Thomas Kelly - 3 : June 2, 1978

. If a period different than 10 years was used,
the spread between the annuitant's payment and the deferral
loan would be gréater if the period was longer and less
if the period was shorter, but: the annuitant would always
pay more to the Government than he would under Mr. Surrey's
proposal. If the tax bracket of the taxpayer was gréaeeé
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 narrbw 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 a "prime ingredient of tax shelters"
namely, "an interest~free loan from the Govern-
ment 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 Goveéernment 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 deferred annuities (including the investment.
annuity) in with so-called "tax shelters." T
-~ -—Very§ truly yours, ‘
R /7




W. THOMAS KELLY

- COMPUTATION OF INTEREST ON THE “DEFERRAL LOAN® - ACCELERATED DEPRECTATION
) (2) (3) *)
Depreciation (A) gycess Tax Deferral Deferral Deferred Ioan
Year Cost of Asset DDB/SL SL {(1)-(2) _(3) x .50 Ioan @ &% (R)
1 - $10,000 . $2,000 $1,000 $1,000  § 500 $500
2’ ' 1,600 1,000 600 300 800 “$ 2
3 1,280 1,000 260 140 940 32
! 1,024 1,000 28 12 952. 38
5 . 819 1,000 (181) (50) 862 38
6 655 1,000  (3¥5) am) 689 *
7 655 1,000  (3A5) (ar2) S17 28
.8 . 655 1,000  (3A5) (am3) 38 2
9. 656 1,000  (34%) (172) 172 1a
10 \ _656 _1,000 _ (3w) _(172) - -7
= — $232

$10,000 $10,000

(a) AuemlmeorIOyemandm salvage valucmnsedmeo-pntingdzpreeimoa
(B) Intereat rate of 8 percent tax-effected at 50 percent. ;

9
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( | (
~ . Y. THONAS KPLLY
COMPUTATION OF INTENEST OR TR “INEVEunAL IOAN™ OF A IEFERRED AMNUITY

Cartificats Duferred
of it Paymsnt 1o Amuity Deferral
Year . ") Gownevat _ @ B¢ 1osn
b § Principal inveated $10,000 410,000
Interost 800 800
Tox (A) . {Mo0) $ %00 - $ M0
2  Balance 10,400 10,800 %0 °
Intcrust B2 a6
Tax (L16) mné - l%g“)
3  Balance 10,816 + 11,66k 832
Iutcrest 865 33
Toa Y (A33) A% s a3y
¥ Baluxe 11,288 312,597 1,298
Interest m 1,008 52
—{¥0) so = x50
5 Balence 12,648 13,605 1,800
Interust 1,088
e 2 s 2 RE
6 Balunce . 12,166 28,693 2,30
Intersst 1,175
= B W M2
7  Baleace 12,652 - 15,868 2,92 °
Juturest 2,082 1,269 . ug
8  Balance 13,159 17337 3,5
Intsrest 1,053 1,3 2
Tax _bﬂ) 57 = T
9 Baleace . 13,605 18,508 N, 213
Interest 1 N 1,880 68
Tax _1@ S5A8 -
30 Balemce wae 19,989 A9
Intcrest 1,1 1,599 97
. Tax {49} 559 - SLo

$14, 80z 0 1,988 3605
Fax ($21,508 - 420,000 x .50) $ % T3ic)

3
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pubiisiazel ler insurance Incusiry ez '*'wce., :

L
that for Federal income tax purposes, the
r and not the lifa insurer is the
owner of the CO issued oy the S&L. Based
on this conclusion, the revenue ruling
states that the policyholder is currently
taxable on the Interest credited under the
annuity contract.
This sppears to be another instance
whaere the IRS is attempting 10 change the
law by administrative intarprotation instead
of by the legislative procoss. It is our view
that Revenue Ruling 80274 is an errone.
ous interpretation of the law. We undes-
stand that lilo insurers involved with this
g.oduct will mount a campaign {0 raverse
_ impact of Revenue Ruling 80-274 by
legisiative or other means.
General Mattors ‘ ]
~-S&L Annulties Critically
Woundad
Past issuos of Insurance Newsletter have :
discussed savings and loan annuities and '
tho {avorable private rulings 1ssued by the :
IRS. The product has been exiensively L
marketed in the Midwest and was on the
vom’cnd being olfered by S&Ls and banks

As you ucoll under the typical annuity
contract, the SAL is the group annuity con-
tract holder, and the depositors are issued
Individual annuity cerlificates. The life insurer
invests in and holds fegal title to & ceruficate -
of deposit (CD) issued by the S8&L. The life ‘
insurer ugrm to pay interest to the annuity

té holder at the rate which the ite I I EERL ok
- insurer earns on *ha CO. 1988 & sarvice (e,
Ravurue A e s 659-2Td vy ,‘.'.-,.\.e : .
8Op10IM0u” e 1L TP, By 1€, 3L s

IRS's provicud pnvaw TUNNG B3N, ol NOWIS

Poat, Marwick, Mitzhett & Co./Qctober 1080
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Using The Anti- Iniunction'Act As A Weapon Against The Taxpayer

Without question, some form of anti-injunction act, is appropriate
in order to protect the government in fulfilling its role in the .
collection of taxes. .

However, as requested in 5-1939 introduced in the 95th Congress
by Senator Gravel ( for himself, Mr,Thurmond, and Mr, Matsunaga),
a8 copy of which is agpended hereto, aggrieved taxpayers are not
only subject to deadly economic peril, they are placed at enormous
disadvantages in securing legal redress against an illegal act of
the government,

The Investment Annuity matter is a chamber of horrors example of
this gross imbalance of power. Based upon a flimsy theory of tax-
ation that has no basis in law, and that was denounced by the U.S,
District Court, the Treasury and the IRS have been able to impose
their will on taxpayers with impunity. The government has all the
time and the money in the world to imgose its will, In comparison,
taxpayers have very limited means in both time and money.Thus,it's
clear that bureaucrats who know the ropes, and who are so inciined
to use them,can easily impose their own tax theories regardless

of the law by using the Anti- Injunction Act as a weapon against
the taxpayer.

In this particular instance, the IRS' attack was on the more

flexible form of the variable annuity.The Treasury,itself, stated
that other forms of variable annuity would be removed later.Obviously,
once a ruling is issued and in place for a period of time, it be-
comes the basis or cited grecodent for the next attack as for example
Revenue Rulinf 80-274 is bottomed on Revenue Ruling 77-85.In this
nibbling fashion the IRS and Treasur; undoubtedly oge to oventuall{
achieve that which they failed to achieve in their 1978 tax proposals
to Congress; namely, the destruction of the tax deferral attributes
of all annuities, and eventually cash value 1ife insurance,

As soon as the IRS and Treasury revoke a ruling, this puts the
burden of proof upon the taxpayer. Because this Anti-Injunction Act
is too powerful and because the Court case process is so long,
expensive and frustrating (as per the Investment Annuitg matter),
the Treasury and the IRS can easily proceed with Star Chamber
proceedings-- and does.

Congress must address this gross imbalance of power.In this clear
display of bare-knuckles, unreasonable,illegal, and ignorant attack
on the taxpayer, Congress should 1mmodiately pass $-3082 and S-3094
to redress a most serious breach in the integrity and the competence
of the IRS and the Treasury. | :

.
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WASHINGTON, WEDNESDAY, JULY 27, 1977

Congrezsiong! Record

PROCIEDINGS AND DEBATES Of TH3 Q5% coNoRxss, FIRST sassioN

L ’
No. 128

Sencte

Mr, GRAVEL. Mr, Prosident, the legise

lation which I intboduce today is dae

signed to remedy o preblem in the ade
ministration of our tax laws which has
vexed taxpayers for many years, In the
time I have spont on the Senate Minance
Committee I have seon several oxamples

on Internal Revonue Servico administrae

tivo action which has caused dufilcult and
unnecessery. problems for taxpayers, I
am sure that most of my collergucs ore
aware of the prohlem of which I apeak,
having buen approached at di%erent
times by affected taxpayers. The problem
to which this legisiation is directed is the
periodic rovision by the Internal Ravenue
8ervice of Jong-standing interpretations
of tho tax law, ‘ :

The Internal Revenue E£orvice issues
revenue rulings which interpret our tax
laws. Theso rulings are ‘ntonded for the
guidance of taxpayers and IRS agents in
tho preparation and auditing of tax ree
turns, These rulings do not have the
forco or authority of law. But, thoy do
havo far-ranging influence on the daily
oporation of thiouzands of businesies In
our country. )

The Internal Revenuo Service takes the
position that rovenue rullngs are intere
pretive only and therefore subject to
change at any time, The Service main-
taing that theoretically o ruilng currente

- 1y 10 effect reflects thie law as it has al-
ways been, Of course, the concept of a

- ruling as correctly refiecting what the
law has always beent 18 a fiction since tul-
ings are subject to change: Indeed, rule
ings are often revised as the Internal
Revenue Servicé rointerprets the law'in
light of changing business climates and
nel, But, throughout this process,
revenus rulings which are current
sepresent the 8ervice's position as to the
mumum of & particular tax law provie

Now, since the IRS and taxpayers both
rely on revenue rulings for the ordering

- of their aflairs, & change in an existing
ruling can have drastic consequences.
& taxpayer has built up & business
on existing interpretations of law
.and then those .interprotations are re-
‘vised; he may find himselt auddenly out
of business, Such an-event has occurred
recontly and many of my eolleagues have

. been appronched by the auected taxpays
Cere in tment annuity industry,

~ ¥Mow, I do not wish to speak here to the

-

Fany anco of the claim made by the ine
va.le o=t annuity industry, but I would
1917 1.1l you something about how that
fnau.’ v come to scek congressional roe
drozh « aring the recent consideratisn of
J tx}ol':;’*%: Reduction and Simplification Act
° . . 0
In 1943 & new life insurance comnany
was formed solsly to offer investment
.. annuitivs, a type of variable smyuity, The
compnny requested the IRS 1o rulo
whother tha elament of paticyholder cone
trol of investmants would cause Investe
ment income to be taxed o tho policy-
holder or to the insurer. The company
took the position that it should bo trxud
to the policyholder. The Service puled

- that there was not sufficiont inves ar cone

trol to require the (ncome to be tixed %o
tho investor and therefare the !ficome
would be taxed to the company. The de-
clsfon was based on section Y01(g) ~f 4he
Internal Ravenue Code. ‘

The Sorvice issued its original rulln
in. this area in 1965. Arain in 2968 13
published a ruline reafirmine %he posie
tion eatablished in 1963, The Service
knew full well that investors and busi.
liessinen were ‘basing daily declsions on
theso revenuo rulings. - K

In reilance upon these rullnas a six.

- nificant new fndusiry cevelopsd, tho ‘ne
vestment annuity industry, The investe
ment annuity ostadlished i*self in *the

- market as a desiiable invextment on the
part of many. Americans. One company
specializing in such annuities had over
§300 million In aasets under its policies,
On March 9, 1977 disaster steuck. The Ihe

» ternul Revenue Service reversed itself on
investment annuities. In revenue ruling
77-88 the IRS took the nosition that the
{ncome from the investment annuity was
taxable to the polioyholder. rather than
to the company,.

... ‘This position is just the reverse of iis
original holding of 11 yoars standing. It
is & position which the Service rejected
in 19638 when 1t issued ity original ruling,
Neither the facts nor the law had
changed in the interim—the IRS had
simply changed its bureaucratic mind.

The issuance of revenue ruling 77-88
compietely and immediataly stopped the

. 5alo of investment annuities. Agents
vere laid off, salesmen terminated, pole

feyholders were left with investments
of questionable value, and
company wag.faced with

BEST COPY AVAILABLE
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affected company soutvht to ameliorate
the I8 decision fAirat through conversae
tions with tho Service and then throuzh
action in Congress. We here in tho Sene
ate acted to give some reilef to this boe
Jeaguered industry. We edopted an
amendment to the Tax Reducation and
Simplification Act of 1977 allowing a
delay in the effective date of the )
but this amendment was dropped in cone
ferenco. The investment annuitics indus-
try was loft with no cffeotive recourte in
its disagreement with the Internal Reve
enue Service.

Why, you might ask, did the Industry
not take tha IRS to court ovur this rovee
nue ruling? It certainly could and I
understand has now done £0, but this
does not solve the problem for the induse
try, Under the law as it now stands, even

it the industry challenges the ruling it

remains in cffect until a court declsion
holds it to be invalid, It mirhe toizo years
for the affocted taxpayer to racoive roe
dress throush tax court preceedings, In
the meantime the revenue ruing stonds
to prevent oporatfon of the taxpayer's
business, This is bocause an Injunction
againat the IRS {s specifica'ly prohibited
R% t'. Fedoeral statute, the Anti-Injunction

Now, Mr, President, T am not hore to
champlon the investment annuity induse
try or rRny other ‘special interest. The
investment annuity industry is not the
only industry which has been advorsely
affected by a reversal of an Intornal Reve
enue 8crvice ruling, I was personally ine
volved in the legislative solution to ane
other rovenue ruling reversal swhich af.
fected the oporators of private water
oompanics. Some public utilities obtain
& substantial portion of their capital
needs through contributions in aid of
construction from taxablo income. Then
in 1978 the IRS revoked the 1938 ruling
in revenue ruling 78-557. Tha change in
the IRS rulin
the taxes of those utilities which had
treated contributions in ai of construce
tion as nontaxable contributions to capf«
tal. These utilities had their taxss sub.

stantially increased by IRS reinterpreta«

tion. of the law, But becauss they opere
- ated as regulated utilities, thay would

not be able to pass the cost of this ine
oreased tax through to their customers
in a limely fashion, Since the utilities,
like the investment snnuities industry,
could not obtain an injunction against

the lssuance of this new ruling, its only -

recourse. was through the courts or the
coagsu Unlike the investment annufe
ties induatry, the utilities ware fortunate

‘Congress responded to their plight and .

.passed remedial lomislation. as pars of
o Tax Reform Act of w'w? p; Re

“The two examples & have.olted hers are

not uniquo, Tho TES constantly roviews

revenue rulings and revises or reissues
them; But, rufi'nu of long standing are
relied on by taxpayers and the Service

© BEST COPY AVAILABLE
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incrcased substantially .

alike, and by, viztue of thelr age take
the colnr of 17, . ‘

Mr. Presidont, relief throuzh the courts
from an incorrect revonue ruling roverzal
L u tirne consuming and costly process,
Luring' the entire appesls precess the
chnllonged ruling romains in c¥est by
vittue of the antiinjunction statutes, If
1t uling roversal 18 & real threat to the
iarpayer's business or {nvesument, thot
W uess or investment may well have
claapneared before logml redross is obe
wainng, Vietory for the taxpayer in court,
i “alory comes, may be o nollow and
Lt ot exnorience when it comes too Jate
to e.100 Ris investment,

a0 legislative process provides imitad
recle i 10 taxpayers. Indeed, the utilities
fn:iv. cry found solaco within the Cune
grets and a solution to its problem, But,
thati & ruce, If the g reversal aifccts
only a small group, or & group without
the flnanocial resources necessary to wage
& major lavisiative campaign, Congrous
may woll tumn a deaf ear to tho saxpoye
er'’s problem. The bill I propose today, Mir.
President, will provide taxpayers with ro-
dress throuzh tho courts while at the
tanme time allowing him to continue in
the nattern cstablished by the Intarnal
Revenuo Service in earlier ruiings uniil
tho courts have determined that tho I8
;ovoml' of position was woll founded in
GW. )

Mr, President, I would 1lka to summare
128 this legislation for the Sena.e, Tuo
bill creaies a new seotion of Lthe Intornal
Ravenue Codo, section 7478, Tho section
provides that in the cese of an actual
controversy involving a ruling by the iRS
in" which the IRS has reversed & puce
lished ruling of 8 years’ standing or mare,
an aflected taxpayor may filo a suit for
ueclaratory judgment with the 'T'ax Court
to determine whether the ruling is con-
sistent with the Internal Revenue laws to
which the ruling relates. I would emphae
size, Mr. President, that this law.only ap-
plies to reversals of rulings which have -
been IRS policy for 8 years or moce. The
bill elso provides that when the IRS ise
syes a ruling roversing, repealing, or re
vising a ruling of 8 years’ sianding or
more, the new ruling may not be effective
retroactively and may not become effece
tive until 60 days from the day of publi.
cation. During the 90-day period any taxe

- payer. directly affeoted maoy -file & auit

-

‘filing suit or

with the Tax Court. Flling suit in the
Tax Court suspends the effective oate
ot the ruling bayond the 90 days until &
determination is made by the Tax Court -
and any appeal of that decision is nn:‘l.
Some will argue that delaying the efe
fective date of the challenged ruling will
allow taxpayers affected by the ruiing
to oporate under g fire sale approach,
nly to give themselves & 1ew
ré months to marzet a tax gheltor o
avold a tait, Mr, President, if that is.nece
essary for justice to be.done under our

" tax laws, so ba it, However, T would point

out that this legislation does not apply

’

S !
.l N ‘;’



4

NV

101

¥ the issuance of new' rulings by the
IPS, It does not apply to situations wherey
the IRS hay not had the, opporiuaity to
act,' Mr, President, this rinht of appeal
with the delay of the ecctive date only
applies whore the Service, hoving acted
in the past and established tho precedent
under which the taxpayer oparates, then
roeverses its position for whalever yeason,
In the situation where tho IRS reverses
& long held position X think It enly fair
that the burden of proof reqarding the
correctness of its new positicn e corried
by the Secrvice hofore such a new posiuon
becomes eifective,

And 80, Mr. Prosident, in conclusion
I would like to say that I hope my cole
Jeagues here in the Senate will adopt this
much nceded correction in the haiunce
between tlie power of the Government
and the protection of our people. This
bill will do & small part In helping to
restore the faith of the American people
in our system of rafsing revenues. It will,
in its own small way, reconfirm that

" there {s justice in America.

'

C s
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INVESTMENT ANNUITIES INSTITUTE, INC.

THB INSURER'S DELEGATION OF LIMITED INVESTMENT éBLECTION
TO THE POLICYOWNER: 1T MAKES ‘NO DIFFERENCE "TAXWISE"

The categories of the actual investments made by all FIAC policy-
owners are reflected in Table 1. FIAC, the innovative insurer
that delegated limited investment selection to the policyowner
was killed by the IRS' illegal Revenue Ruling 77-85, This dos{g-
nation by the insurer is limited in as much as all variable annu-
ities must conform to state law limitations upon acceptable
investments. Several pertinent observations may be made:

1. From the insurer's perspective, the magnitude and tzpes of
investments reflected in Table 1 are not unlike a "balanced"
variable annuity "segre ated account”" portfolio. (ie a combin-
ation of equities and fixed income investments.) The only
difference is that FIAC had an investment committee made up
of all "Kolicyowners" whoreas other insurers would have a
two or three person investment committee, or would have farmed
out the investment management task to some investment advisor.

2, By far the largest category of actual investments is "mutual
funds", Obviously, when a policyowner selects a mutual fund
the net result is a so-called. "mutual fund wrap-around annuity"
in today's parlance. "Wrap-around annuities stcrted and
remain today, as nothing more than so called Investment Annu-
ities but with a more 1imited number of mutual funds to
choose from. And yet, the identical so-called Investment
Annuity was killed by the IRS; The net result is an absurdity
with tax policy being established and practiced according to
mere '"nomenclature', not substance. . .

3. The policyowner's choice of a mutual fund investment within
an insurer's segregated asset account 1s just as much an
investment choice as the selection of a stock, bond, savings
account or certificate of deposit. The same ﬁolds true for
divesting such an investment. Surely, the selection of an
""open-end" fund is no different in substance 'taxwise" than
the selection of a '"closed-end" fund, a stock, Why should
any 1ine be drawn for'tax purposes’ as to what an acceptable
variable annuity investment should be, and what is not.
Obviously, there is no need nor sound rationale: "taxwise"

. to draw any such line.

1 " A Valiy Porge, Po, 19482
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INVESTMENT ANNUITIES INSTITUTE, INC.

‘Section-1035 of the Internal Revenue Code progerly permits

one annuity to be exchanged for another snnuity without it
being a "taxable' event., It's imgorative to understand just
what this means. Any annuity coptract can be exchanged
without involving a taxable event, for any other snnuity
contract offered bg gg¥ insurer regardless of how different
their investment objsctives might be. 1In reality this
provides an infinite variety of investment choices, and .
Proporly so, Thus -gain. there is no need nor sound rationale
‘taxwise” to 1imit the policyowner's choice of suthorized _
investments within a segregated account,

the owner of the assetsi to delegate the full investment
management of the participants own account to the partici-
pant. This does not create "constructive taxable income"
for the plan participant. Similarly, there should be no
“constructive taxable income" under annuities where theé
mere right of investment direction is delegated to the
policyowner, The IRS insisted this was so in this matter
until 1976, sound taxation precepts support this position
as does the U;S, District Court. Only the current decision
makers at the IRS and Treasury are out of step with the law}
zzc:pt that they impose their weird brand by bureaucratic
at.

As reflected in Table 2, all variable annuities, including
the so-called Investment AnRuity, involve excessive taxa-
tion applicable to lonﬁ term ca {tal ain.” Ro leglslator,
nor othey person, should believe that such annuities
have tax udvantagea related to long term capital gain,
Any perception that a policzowner's right to choose and
change the investments within the insurer's segregated
asset account somehow avoids or defers the tax on such
capital gains is totally erroneous. Seeé Table 2 that
demonstrates that long germ gain is taxed twice and excessively.
The one and onl{ favorable tax feature of &Il annuities
(both "fixed dollar" and 'variable" types) is the tax deferral
of interest and dividend income that accrucs to the bene
of the policyowner. There's nothing new about this; it's
true of all annuities and of cash value life insurance
for entirely proper reasons that are reflected in existing
aw. )

-
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INVESTMENT ANNUITIES INSTITUTE, INC.

The annuities singled out by Revenue Ruling 77-85 dnd 80-274
are sound, proper annuities in every sense of those words,
They are defin tolx in the public interest. There is no-
thing in the law that grocludes them, and relevant law - '
clearly covers them, The simple, entirely proper and badly
needed correction of this gross abuse of regulatory agency
power is to restore the IRS' own proper rulings as they existed
prior to the IRS' issuance of Revenue Rgling 7-8i anf 80-274,
Senate Bills S-3082 and S-30Y4 do exactly this. nything
less than such action is a sanctioning by Congress of a

Court adjudged-and clear for everyone to see- usurpation of
Congress’ power by the Treasury and the IRS. :

s oy, g o

, 0.C, 20036
‘m» mnn (1))
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TABLE 1.

INVESTHENT N:;IOMO TAXATION

PIRST INVESTMENT ANNNUITY COMPANY (FIAC)
VARIABLE ANNUITY SEGREGATED ACCOUMTS

Zype of Investment " 12/31/76 Matket Value

Cash $ 4,968,208.53

$%ocks 66,871,%42,02

Sonds 81,719 ,40%.26

Hutual Funds 128,826,716,20

Savings Accounts 12,938,747.93

. Cextificates of Deposit ' 44,783,683.83
X N .

The above values are spread over approximately 40,000 {nvestaents, These

. {nvestments are of the typs any insurer can utilize in {ts huuz required

“segregated accounts” to undezwrite variable annuities, IRC 801(g) allows
insurers to establish any nuaber of Segregated Ascounts, Such sccounts often
dnclude mutusl funds, ‘

All realized gains are taxed in exactly the same way at the ssme tax rate une
der any variable snnuity separate acoounts, including the Investment Annuity,
Thus, Lf ATGT stock-is sold for a $1,000 long=term gain, the insurer must pay
s 302 tax'to Uncle San. It makes no difference whather the insurer's own
{nvestuent staff made the decision to "sell” ATAT, or whether the insurer had
delegated investment responsibility to everyone else; e.g. an ocutsids {nvest=
S6nt amanager like Lehaman Brothers, or even to the policyownsr, The tax results
sve the same regardless as to who mads the investment declsions; thbey should
be because the insurer alvays owms the assets; and Uncle Sam alvays collscts
the seme tax dollavs.' . ‘

And, as shown in the accompanying example eealized uin"' is taxed tuice to
the detriment of the policyowner. Surely, such taxation cen't be called &

K “tax pholu:" vhen in faot its "excessive taxation",

3.
!

N

Investaent {ncome (llof taalized gain) Ls the only element of any annuity that
{s tax deferred; not avoided, nor tax frse, !ucﬁ tax deferral is entizely
legal, Practical, soundly based in historie legal 9:.«4«\“ sad {s in the

. public interest, ' -

The only thing that FIAC's form of varisble annuity does L{s.to make such iuveste
sent shifts mors feasible econoaically (i.e. less expensive adainistratively

" . to do so), and more responsive to the individualls needs and desires as thess
.may change over the many decades that FAnulty policLes Ceaain in Force.

v

1:_; sust the policyowmers be "I.;ckcd-in" to the investment management of the
{.T

I7AILEY POLLAY can Eamain in arcs Sar
ATE T06R=1A ", ASE saoumid.
W%—J—m““_ Will, Thii RIgnly desicable consuaeriit
ote Of vacriacle annuity, laoeled tne INVEscment ANRUILY. N

*Currently the insurer's tax is slightly lower. :The principle of

taxation is the same. .

&
t
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1ADLED &
COMPARLSON OF INDLVIDUAL!S NET-AFTER-~TAX BALANCE

ARISING PROM REALIZED LONG TERM CAPITAL GAINM
GOHHDI S$TOCK HELD BY INSURER IN VAIIAIL! ANWULTY SEPARATE ACCOUNTW
CONMOM STOCK m.o INDIVIDUALLY'
- . Tusurezr Owned Individuslly

© ftoek In Owned
Variable Annuity '

Saparate Account¥ Stock
1, Assumed Long Teru Capital Cain

+* Upon 8ale of Common Stock ‘9 1,000 $1,000
, Wk 2, Capital Gains Tax Imposed 300 ' 160
3. Net After Tax Balance (1 = 2) s 100 s 80

w4, Ordinery ncoms Tax Imposed
’ On Balence in (3) vhen Pald As

- Cash Value or Benefits To Annuitant - 226 Mot Aggucabh
$. Individual's Net~After-Tax~Balance $ 476 $ 840

6. AMdded tax arising from sll Variable Annuity taxation, fnsluding !iwn:mnz
Annuities:  $840. less $476 = $364 or 76% more tax,

. NOTRS

* All varisble anauity ucountt (anludln; Iavestaent Annuiey accounts)
' sre .taxed tdcneiuuy.

' ** . Tax Rate Astumptions: Individual's ‘;u:' Bracket - 32%, tnaunt't Taxes =
: T¥Y Shozt term gain; . )

ezm gain; 10X long term. .

.+ Realized capital gain is taxed twice under all variable annuities !.nclt;dtng
. ' + Iavestaent Annuities, Obviously individuals in higher tax brackets would.
‘gecoive even lass after~tax benefit from realized capital gains, -

..-'—.ny----.u--.n-.--.n--qdp-ng-----,'b‘

to, ' ‘ ' | —
b e : ‘ )

CLEARLY, THIS COMPARISON SHOWS THAT VARIABLE ANNUITY OWNERS, INCLUDING
. SWVESTMENT ANNUITY OWNERS, ARE TAXED TWICE ON REALIZED CAPITAL GAZN,
|- ANNUITIES HAVE NO RELEVANCE WHATSOEVER TO $0-CALLED “TAX~SHELTERS"

vl ‘. m 3/16/178 *Currontly tho insuror's tax is llightly lower. . The
‘ principle of texation s the same.

L BESTCOPY-AVAILABLE
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Senator Byrp. Thank you, Mr. Kelly. .

You mentioned, during the course of Kgﬂur remarks, tax expendi-
tures. I am hopeful that as a result of this last election, we will be
hearing less and less around here about tax expenditures.

Mr. Y. I certainly welcome that comment, Senator.

Senator ByYrp. It seems to me to be totally ridiculous to say that
a person who pays interest on a mortgage to buy a home that it is
a tax expenditure of the Federal Government, because he or she is
~ permitted to deduct that as an expense on the income taxes.

A person gives money to his church, or to a charity, and there
are people around Capitol Hill and in the Treasury ﬁepartment
who sa{); that it is a tax expenditure, V/hat they are saying, in
effect, s that whatever anyone earns be!ongs to the Federal Gov-
ernment.

Mr. Ktm.w. You are absolutely right, Senator. I applaud your
comment. : .

Senator Byrp. My way of thinking is that it belongs to the
individual, except the Federal Government has the right to take
what is essential and necessary to operate the essential functions
of Government. . : ,

. I believe that  that so-called tax expenditure phﬂosoﬁhy, as a
result of this &:nast election, will not be as prevalent in these halls
as it has been in the past, at least I hope so. -

'‘Mr. KeLry. Sir, 1 would agree totally, but I must say that be-
_cause of those tax expenditure theories, a ver{ ‘very innovative

form of industry has been wiped off the face of his earth, I would
believe that it should be Cos:rrese’s opportunity, and I would cer-
tainly hope that they would do so, to quickly reestablish the rules
and the regulations as they existed before this illegal act by the

IRS and the Treasury. =~ - = . . =
Senator Byrp. Thank you, Mr. Kelly. - - '

Next there will Wnelconeistin'g. f Gary Corbett, Senior
Vice President of S Corporation; Alexandra Armstrong, In-
ternational Association of Financial Planners; Robert R. Barrow,
President, International General Insurance éorporation; Forrest
Burt, President-Elect, Texas Association of College Teachers; and
Judith A. Hazenauer, attorney-at-law in Westport, Connecticut.

Ladies and gentlemen, welcome. You may p as you wish.

. STATEMENT OF'GARY CORBETT, SENIOR VICE PRESIDENT, .
' EAR SAFECO CORP. - «» . >

“Mr. CorBerr. Mr, chairman, my name is Gary Corbett, senior
vice president of SAFECO Corp., respotisible for the corporation’s
- life and health insurance comg::ies. R ‘

“Senator Byrp. Each of you has 5:minutes. If you wish to make it
less than 5 minutes, it will be satisfactory. , S

" Mr. Coreef?. I have submitted some written remarks which I
reggesﬁ beincluded in the record of the hearing. ' -+ *: = .

nator Byro, Without objection, so ordered. - . .. o :
.. ‘Mr, Corperr. I would like to make some: brief additional re-
;marka;?ddrqasedf primarily to the written-presentation of Secre-

S mﬁm : %‘?aﬂl, Secretary Halperin's testimony is addressed to the

entire sulbiject of deferred- annuities. It is an attack on the contin:
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. ued taxation of deferred annuities as annuities under section 72 of
the Internal Revenue Code. '

It certainly is true that the Treasur{edoes oppose deferred annu-
ities and has been trying for a number of years to get the law
changed so as not to permit deferred annuities to be taxed as
annuities. But they have been unsuccessful.

In this regard, retary Halperin’s statement on page 8 of his
testimony is a non-sequitur. He says: “Absent legislation, however,
the rules governing annuities remain in effect, and neither revenue
ruling 77-85 nor subsequent developments suggest that the rules
can be altered by administrative action.” But revenue ruling
77-86—and subsequently 80-274—did, in fact, administratively alter
the rules governing the taxation of annuities.

Secretary Halperin’s testimony concerns itself only with deferred
and not with immediate annuities. The investment annuity had
two forms. It was not only an investment annuity in the accumula-
tion period, when it is a deferred annuity, but it was also an
investment annuity when immediate annuity benefits were being
paid during the gayout riod. : :

I have never heard the Treasury question that immediate annu-
ities are, indeed, annuities. Without question section 72 was intend-
ed to apply to immediate annuities. With revenue ruling 77-86 the
Service eftectively threw the baby out with the bathwater.

Secretary Halperin discusses the investments underlying an in-
vestment annuity by claiming that the company acts .only as a
conduit. Life insurance companies always act as conduits. They do
not take the money that people pay them for life insurance policies
or annuities and use this money for their own operations. They
always invest these funds in some outside investment—mortgages,
corporate bonds, government bonds, et cetera. In other words all
life insurance companies are investment conduits. g

I take particular exception to Secreta‘xf'y Halperin’s statement on
the top of page 4: “In substance, the life insurance company was
offering the investor nothing more than a piece of paper that said
the purchaser had ﬁtgch an annuity.”

I ask Secretary erin whether if mortality rates decline sig-
nificantly, as they might in the 21st century, we can then go to the
Service or a court and say: : o

This is only a piece of paper, and we should not be required to pay these benefits

that are far Kl 'excess of what we have taken in as premiums, because mortality has
declined to a much greater extent than what we thought it would?

‘We do give mortality tees in an investment annuity or in
any other deferred annuity. These guarantees could result in insur-
ance companies experiencing substantial losses, with a concomitant
; 8131 tofuptolicyholders, if there are significant decreases in mortality

e future. L

The last ﬁt}int I would like to make is with regard:to -State
regulation. Life insurance and annuities have been, and are, gov-
erned by State laws. Investment annuities are' clearly annuities
under State laws: They. are taxed as annuities for premium taxes.
Annuity reserves based on life contingencies; must be established.
Such reserve requirements could result in our companies being
required to put up substantially greater funds than we have ever -
earned if, as is very possible, mortality rates decline gignificantly.
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For all of these reasons, I suggest that investment annuities are
clearlieannuities. Annuities can be defined only with respect to
their benefit structures, and not with respect to how the underly-
inﬁ‘assets, are invested. » : -

hank you, Mr. Chairman. I would be willing to answer any
questions. :

[Prepared statement of Gary Corbett follows:]

705950 - 81 - 8 -
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SAFECO

SAFECO CORPORATION . TELEPHONE (206) 848.5000
SAFECO PLAZA
SEATTLE, WASHINGTON 98185

+ Tos Senate Finance Subcommittee on Taxation
Subject: 8. 3082 and S. 3094
Date: November 19, 1980

Presenter: Gary Corbett

¢

Summary of Position

I am Gary Corbett, Senior Vice President of SAFECO
Corporation, and an actuary. The position I support

—— in my written presentation is that an Investment Annuity

' is identical in all material respects to other forms of

Variable Annuities. The substantial mortality risk
assumed by the insurance company that issues a Variable
Annuity is similar to that which arises from issuing
other forms of annuities.

In Revenue Rulings 77-85 and 80-274, the Internal Revenue
Service has attempted to distinguish what is and what
is not an annuity entirely on the basis of how the con-
sideration is invested by the insurer. In neither ruling
was the question of the benefits provided by a policy
even mentioned. Prior to these rulings, I know of no
body of opinion, legal, congressional or other, that
-looked beyond whether a policy provided annuity benefits
T & 1 oider to determine whether the policy was indeed an
—.... annuity.

I suggest that any legal definition of an annuity, whether
for taxation or other purposes, must logically direct it-
. self to the benefits provided and not to how the consider~
‘ ation paid by the policyholder is invested.

: SASECQ NSURANCE COMPANY OF AIAI‘CA ) ; .
SAFECO LFE INSURANCE CONPAN O onTiEs WG
: SEE AR MOURANGE CONDANY OF MAICA S S
‘ LS NATONAL EURANCE COMPANY OF LUAICA APECARE COMPANY ThC
v w«:ocnw cow»av n‘cc . SASECO HILE NSURANCE COMPANY
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"Tos Senate Finance Subcommittee on Taxation
Subject: S, 3082 and s. 3094
Date: November 19, 1980

Presenter: Gary Corbett

Statement of Position

I am Gary Corbett, Senior Vice President of SAPECO Corporation
responsible for all life and health insurance lines. Our
life insurance subsidiary, SAFECO Life, did market an
Investment Annuity prior to the issuance of Revenue Ruling
77-85 and we have an interest in selling‘thiq annuity again,
However, I am testifying today primarily as an actuary (I.
am a Pellow of the 8ociety of Actuaries and a Member of the
American Academy of Actuaries). My position is that an
Investment Annuity has all the.attributes of an annuity,

as that term is commonly understood by Congress, the public
and the courts, and therafore should be taxed like all

other annuities..

The provisions of anlhnnuity contract obligate the insurer, .
in return for a consideration paid by a policyholder, to
make periodic payments, generally for the lifetime of such
policyholder. The insurance company clearly takes the risk
that annuitants will not die in accord with actuarial projec-
tions. 1If the annuitants live longer than the company
predicted the company will suffer a loss and if they die

sooner the company will exéerience a gain.
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This risk is immediate when the annuity is in the pay-out
period (an Immediate Annuity) but is also present prior to
the pay-out period (a Deferred Annuity). In the case of the
Defarred Annuity the insurer guarantees the rates it will
employ to calculate annuity benefits in the pay-out period.
The insurer's actuaries have generally projected future
decreases in mortality rates in establishing such guarantees

but such projections are the product of informed guesses as

" to the probability of cures being developed for diseases,

such as cancer, that cause annuftants to die before they .
havo'comploted a normal life span of 80~90 years. Of possibly
greater consequence is the possible extqnlion in the normal
life span to 110 or even 150 years. One way such an extension
could occur is by the isolation and blocking of an "aging"”
hormone. What was science fiction 10 years ago is much less

so today with-the research going on today in DNA and related
fields. 1If, for any reason, future annuitants live longer than
we have projected in calculating rates, insurers will experience
substdntial losses on annuity policies. State insuiance
departments, who have the responsibility of assuring the

solvency of insurance companies, would undoubtedly require

_ the companies to transfer surplus to annuity reserves, whether

or not the policies were in the pay-out period. There is
no question that the mortality risk a company assumes upon

the issuahce of an annuity is substantial.

This mortality risk is present in the Investment Annuity to
exactly the same degree as it is in other Variable Annuit;es

or in Pixed-Dollar Annuities. Also, the risk that future
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expenaeé might belgreater than what the company estimates is
borne entirely by the company for all types of annuities. .
Fixed-Dollar Annuities, Investment Annuities and other Variable
Annuities are éhug not distinguishable by degree of mortality -
‘riak'but only by feference to how the consideration for the
policy is invested aﬁd who bears the investment risk. The
company bears the entirc investment risk on Fixed-Dollar
Annuities. The annuitant ratains'aomelélemants of control
over how the consideration‘is invested for Investment -
Annuities and for some other Variable Annuities. -

For all types of annuities th;‘cohsideration must be invested
only in securities approved by the State Insurance Depart-
ments for that typd'ét annuity. In no case does the insurer
retain the funds for its own use. The only difference ;s :
that with variable Annuities, including Investment Annuities,
the amount of investment income to be‘ﬁasaed'through to the -
policyholder is not set at tﬁe time of issue, as is the case
with Fixed-Dollar Annuities, but is rather determined by the

amount of income actually earned on the invested funds:

From the pointé of view'of‘bepgfits to the policyholdér and
risk to the insurer, the Investment Annuity can not be
distinguished from pthér Variable Annuities. The only
distinguishing feature of a@'InVQstment Annpity is that
under such an annuity the policyholder selects from a lis£
of eligible investments and generally may direct a change
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to some other eligible investment at some time in the fﬁturé,;
By the way, there are.a numbex of othgraYariablo Annuities |

still being issued which provide substanti&lly the same

discretion to the polioyholder and which are still taxed

as annuities by the Internal Revenua Service, . Today ve

have the anomalous, and certainly inequitable, situation o
that even Investment Annuities with a very restricted asset

list are denied annuity tax treatment while other Variable .
Annuities, where the policyholder retains a wider choice of
investment vehicles, do continue to receive this treatment. -

In Revenue Rulings 77-85 and 80-274 the Internal Revenue

Service has attempted to distinguish what is and what is

not an annuity entirely on.the basis of hqw’ﬁho consideration

is invested by the insurer. In neither ruling was the
question of the benefits provided by a policy even montionod.
Prior to these :ulinqq,l,know of no body of opinion, legal,
congressional or 6ther, that lookea bdyond whetho: a policy o

. provided .annuity benefits in dctermining whether the. pclicy .
' wzs ‘indeed an annuity. :

In conclusion, I would like tqvgnégost that any legal definition
of an annuity, whether for taxatibn or oth;rypurposes, must
‘1ogica11y dixect itsa1£.to,thq benefits provided andebt to

how the considcratiqn paid by the policyholder is ;nydstg¢, -

4
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Senator Byrp.-Thank you, sir.
The next witness. o

STATEMENT OF ALEXANDRA ARMSTRONG, INTERNATIONAL
ASSOCIATION OF FINANCIAL PLANNERS

Ms. ARMSTRONG. My name is Alexandra Armstrong. I am a
newly elected director of the International Association of Financial
Planners. I am reading the statement that they prepared in Atlan-
ta this weekend on this issue. T "

The International Association of Financial Planners is a non-
rofit organization which represents 6,800 members, and is the
eading association of planners and counselors who advise clients
on a broad range of financial matters. : . '

We feel the Senate subcommittee should not consider this pro-

legislation in a narrow sense, as it affects one financial
product or tax-policy issue. We feel we should look at the overrid-
ing issue as it 18 ‘perceived by the financial service consumer and

taxpayer. , :
\&e feel that the investor currently is confused by the multitude
of products available, and we feel the confusion is increasing with
:.hetat;ew lliegiaslation. Investors need clear direction and consistency
n cy. ‘ : . :
We feel that the investor should have incentives to provide for
their own retirement with dignity. We feel that this is one of the
best investment vehicles available today to private individuals, and
we should have that opyortunity through these annuities. ‘
We feel that we should not discourage creative new products and
innovation which is in the consumer’s best interest. Give the finan-
cial services industry a chance to research and develop. creative
new solutions to financial problems. . o
Thank you.
[Prepared statement of Alexandra Armstrong follows:]

L B R I e
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SUMMARY OF REMARKS MADE BY ALEXANDRA ARMSTRONG TO THE sm'i'é'stmcémxmz

1 am speaking for the International Association of rinancliay Planners,

a non-profit organization which represents 6,800 members, and is the
leading association of planners and counselors who advise clients on

a broad range of financial matters. The Senate subcommittee should not
consider this proposed legislation in a narrow sense, as it affects one
financial product or tax-policy issue. It should look at the overriding .
igsue as it is: perceived by the financial service consumer- and taxpayer.

1. Don't add to the confusion surrounding the rapidly changing economy
and financial markets. Investors need clear direction and consistency
1“ W‘. wlicyn :

2. Give investors incentive to provide for their own retirement with dignity.
Don't take away one of the best investment vehicles private individuals now
have for determining their own standard of living during retirement years.

3. Don't‘diloounq- creative new products and innovation which is:in the
consumer's.be :t interest. Give the financial services industry a chance
to research and develop creative new solutions to financial problems,
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My name is Alexandra Armstrong and I have been asked by the Board
of Directors of the Internationsl Association of Financial Planners,
Inc. to meke the following statement. The International Association
of Financial Planners is a non-profit organization which represents
6,800 members nationwide. It is the lesding association of financial
planners and counselors who advise clients on a broad range of matters
relating to investments, insurance, budgeting, tax planning and estate
planuing'md who in many instances are able to satisfy the client's N
need by selling an appropriate investment product. 'Some of our mem-
bers are insurance agents, stock brokers or real estate brokers.
Others work in the traditional professions of law and accounting. All
of them believe that the client is best served if the adviser does not
have vested interest in one particular product or service, or a pre-
conceived notion of what investment philosophy works best for a
client. Rather, it is the financial planning professional's role to -
interview the client, record important data about assets, goals and
investment temperament, and help the client devise an overall plan or
strategy. Only then do we believe it is appropriate to recommend spe-

- cific products or services vhich will implement this plan.

To promote thio‘ philosophy, the IAFP sponsors régular monthly
meetings in its more than 50 active chapters, snd an annual convention
which is regarded as the largest event of its kind in the financial
services industry. )

The nn,betc of the IAFP are governed by a Code of Ethics ;nd
Standards of Pro!uoiopal’ Conduct. IAFP publishes a -onf:hly uga.zine,
The Financial Planne s and educational newsletters. It offers a
Professional Development training program through which financial

planners can improve and update theif knowledge.
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Finally, it works to educate the public and the public's represen-
tatives in Congress upon the importence of private savings,’
investment, and financial plamning.

Rather than op;aking directly in favor of the proposed
lcgilhtiou,' as other speakers may, the IAFP wc.ld like to speak in
raising some questions which our membership feels have overriding
importance. ¥ar too often, we as financial planners believe that
policymakers focus upon specific financial products or tax issues, .
rachor‘thm look at t_h: situation through the eyes of the person
who counts the most == the consumer and taxpayer.

Our business is to know these people and their financial needs
intimately. We are only as good ni our knowlgdge of our clients.
Therefore, we want to paint & picture of this particular issue as it

is seen through the eyes of our clients - and your constituents-- and

leave you with a policy-waking challenge. You can then determine for

. yourselves whether the consumer's and the taxpayer's interest is

served by this proposed legislation, .

First, our clients look at both the economy and the financial
marketplace and all they see is confusion. They read and hear contra=-
dictory advice. - They do not know what to make of wildly gyrating
interest rates Aand market prices,. They would like to‘havo faith in
the future of the American economy and its financial markets, but they
no longer can totally ignore the cries of the doow-and-gloom
forecasters. They turn to us for help in sorting out this confusion,
and we in turn .105& to you for clear direction in tax policy. Give us
clear direction. Many of our clients depend, in part, upon our .
snnuity recommendations for their personal endeavors to achieve ade-

quate financial resources.
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Don't tell our clients that one annuity is perfectly fine, at least
temporarily, while another annuity which appears to have the same o
structure and chnuctori‘sti,cl is not to be granted the same tax
treatment. Don't tell us that all the reading we have done on tax law
and updates, and all the seminars we have attended, are suddcn;y made |
obsolete because the Internal Revenue Service has arbitrarily reversed
a long series of its own rulings. You might as well tell a doctor
that & patient's heart is no longer located on the left side of his
chest.  We are professionals, and we depend upon consistency in tax
1..w and rulings. '
8econdly, while our clients do listen to our recommendations, — -
they often hesitate to take s risk of putting their money to work as
productive capital in the American economy, since the resl return they
will receive after paying income taxes is not wocth the risk. Our
clients want to know that they can preserve their chance for retire-
ment vil;h dignity and give their dollars a chance to compete againet
inflation. But they need incentive — the same kinds of incentives .
vhich other industrialized nations have slready given te private
investment capital. We recommend annujity ptodugtn fpr our clisnts, _
vhen appropriate, because they are one of the important products oﬁ
the market where incentives exist and where the individual has a
chance to determine the smount of his contribution and eventually his
retirement standard of living. Our clients are avare that Social

Security is not intended to serve as more than a supplement to their

personal responsibilities to provide for retirement. They, as well as

many Americsns, are worried about the solvency of the Social Security
system, and are anxious to see how Congress will put that system back

on & sound footing.

-
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In the meantime, please reestablish one of the few investment vehicles
they had available to provide for their own retirement security.

Finally, we believe that the investment needs of the average per-
son are best served where a financial adviser has available a broad
variety of possible solutions from which to choose. It is our
experience that some people shy away from certain recommendations
wvhich are logical and sound, but vhich simply do not "feel" right to
them. In these cases, it is our role as professionals to have alter~
natives available which may accomplish the same objectives and allow
the client to sleep well at night. To continue to practice in this
way, we tesd a diverse, creative, multi-product finsncial services
industry.

We believe the financial services industry is oﬁ the threshold of
a great boom in rcloaréh and development, and new product engineering
~= similar to what the automobile industry went through {n ite
infancy., Acccrding to SRI Incornational.ia prestigious research
organization, there ﬁho besen a substantial ‘increase in the amount the
average Aporicnn nov spends on financiasl services. However, to make
the commitment to research and development and better consumer
service, the financial services industry needs an environment which
encourages {nnovation in the consumer's best interest. It needs a
consciousness which allows that many of the best new ideas in finan-
cial services are being developed not only in well known corporations
but also at ;hc grass-roots level by !1nauci|1'£:;:;;;;l 1ike
W. Thomas Xelly, founder of the investment annuity. vﬁon't allow the
best new ideas in financial 2:53}gpoyto be regulated to death without '

due process. Give us a chance to give our clients alternatives.

Thank you for the opportunity to speak here today.
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Senator Byrp. Thank you.
. Ms. ARMSTRONG. I have three pages of testimony, but this was a
summation of the major points.
. Senator Byrp. Thank you very much, and your entire statement -
- will be published in the record. : : ‘
Ms. oNG, Thank you, Senator.
Senator BYrD. The next witness. - -

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

Mr. BARrROW. My name is. Robert R. Barrow. I am president of
. International General Insurance Corp. \

Our_company issues annuities with the premiums being de-
posited in certificates of deposit of banks and savings and loan
associations. We guarantee a minimum interest accumulation on
the gremium plus an additional accumulation based on earnings of
the deposit in excess of the guarantee. L ,
We received letter rulings in August 1977, December 1979, and
January 1980, which accorded our contracts annuity tax treatment.
The Internal Revenue Service had obviously concluded that reve-
nue ruling 77-85, which it had issued earlier in March 1977, had no
bearing on our contracts. - SR O

Then suddenly, without notice, on September 24, 1980, the Serv-
ice, relying on revenue ruling 77-85, issued revenue 80-274.
Thereafter, we were' advised that -because of Revenue Ruling
~ 80-274, the letter rulings we had received were revoked retroactively
to the date of their issuance. : L

I would like to enter a copy of revenue ruling 80-274 for the
record, if I might.

Serr:lator Byrp. Without objection, it will be included in the
reco . o * . R

[Document furnished as follows:]
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":' G LHO CABL PUsswimwe twaww wpr sois - - .
“2 fi::is:urr. hovevik, may instead elect to receive either an

pz anratty fOr a term certain ora 1ifetime annuity, subject to
s guaranteed minimun uu»?r of noathly instaliments.

LW AZD ANLYSIS C ﬂ“_ ‘*M" " .

Sectio= €1(a) of the Internsl Sevenue Code provides that
gross inzcere moans &1l incone from whatever source derived,
{neludang interest.

To the extent that a policyhelder under an annuity contract '
with & 1ife insurence company possesses substantisl incidents of
mgnhtf in sa account established by the insuvance “""‘l.
st the direction of the policyholder, the policyholder may be con-
sidered the owner of the sconunt for federal income tax pusposes.
Soe Rev. aul. 77-85, "71“( c.8. 12, '

Undar the annuity ocontract, the pold 1der's position
is substastially identical to vhat the policyholder's position
would have been had the investrent been directly maintained
ot established with the savings and loan associstion. Prior to
tho annuity sterting date, 8 1ittle nore than a condyit
besween ‘the policyhalder the savings and loan association.

ROLOIIG A , ‘
Prior to the annuity st.cting date, the 5 ‘foyholder, and .
80t &, is ske owner of the sevings and losn & Junt for iederal
incore tax ‘nmtn and the interest on the socount is thus
. . guzﬁ?d:?lgmn the policyhol.. t's gross income under section

7 Releass: pmnoen
; . . Weshingion, 00 2022¢ E
o et 14.40 L e deets
TR80-9?
' Washington, D.C.==The Internsl Bevenue Service today anncunced
that life insurance companies vill not be considered the owner of |
' certain savings and loan association accounts held in connection
with so-celled *wrap-around annuity® contracts sold to depositors.
The interest on these accounts is therefore includible in the gross
incoze of the depositors. '

This announcement is contained in Revenue Ruling 80-274, which e

cttu}xu ard will also appear in Internal Revenue Bulietin No. 198942,
dated Cot. 20, 19890, -

BEST COPY AVAILABLE
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*Tare 2

gection 61, «~ QGross Income Defined

ot CTR 1.61=11 Gross Income.
(Also Section 721 1.72-1.)

Rev, Rul, $0-274
b 2 14 - '

1s the liZe insurance company or the depositor the owner
{or federal income tax purposes of the savings and loan
aaccunts established {n accordance with the annuity plans
doscribed below?

TACTS

ke 8 life insurance company taxable under section $02 of
the Inzernal Revenue Code, has loped so~called group single
g:onm: setirerent annuity ocontracts (“annuity plans®) that have
on . approved in seversl states by their respective muutm-{, .
dopartments., The terms "annuity” and "policyholder” as used 1n this
revenue ruling are for descriptive convenience oaly and Wre
=m0t intended to have any substansive legal significance.

‘ L hes entered into agreements with rructncm fedazally~
insured savings and loan associations. . Under each agresment, the
ruelctnuu association {s designated as the ¢roup contracte '
10ides under an annuity plan. sells annuity -antracts under the
plan to exissing depositors of participating association o,
athers wuhtg? t0 establish accounts with the association

. ('ggpouun

"Under a plan, a depositor transfers cash, an existing
passhook savings and loan account, ¢y certificate of deposit
to &h:“ exchange for an annuity contract. The amount paid

. by the depositor to | is Teduced by [ from 2 to § percent for _

ssles expenses, administrative expenses, and an on tax

izposed on L. This reduced amount is segregs L and

deposited into a ate scoount of the savings and loan

association of the itor. The smounts depoeited are

invested in a qextificate of it fox a tesm designated by
“When the certifioste of deposit expires, L is ’

'uqu undex the contract to veimvest the procesds in a certife

icate of deposit for the same duretion unless an investment of th:
sare duration wuld extend -the annuity starzting date. 2n
that event, a oertificate of it with a maturity not .
extending beyoad the annuity starting date will Be purchased.
1{ no such certiffecate of deposit is available, the funds
will be invested in & passbook savings acoount.

At the option of the depositor (referred to in.the

contract as the “"policyholder”) additional amounts may be
transterred to L that become part of-the consideration for

‘BEST COPY AVAILABLE
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the contzact. ” .
Pursusnt to the agreement between L and the participating
savings and loan association, L may dispose of the
deposit, or convert it into a different asset, other than in
.accozdance with the reinvestment provisions described adove.
may not use the deposit for eny pucpose othar than to
nefit the particular polisyholder. 7This arr nt is
intended to afford each policyholder's deposit maximum

- federal insurance coverasge of $100,000 per account under

fedezal regulations.

does, however, tetain the right to withdzaw the
isw savings and loan sssocistion or from
an association that terminates the plan. In the event of

© withdrewal, § must sit the withdravn amounts in another

foderally=insured savings and loan association,

Interest eazned on the investments is credited annually
to each annuity acoount by L after payment to L of an annual
nanageniant fee Of .one peroent of the asccumulated value of
the account. [ quarantees that the deposit will earn interest
at 4 percent per yesr eumadd snnuslly from the date of
deposits Tho ourrent yie tor certificatas of deposit
offeved by che association range from 7% to 11t depending

- upon the term of the certificate. The pold 1ders have

no contractual relatiomship with ., Their
zights are derived solely from their sanuity contracts, snd’
say satisfy i oburucn to the policyholders under
se contracts using funds derived from sources other then
the accounts held pursusnt to the plans,

A policyholder may withdrav all or a portion of the
cash surrender valua of the contract at any time prior to
the annuity stacting date upon written regquest to . The

. cesh surrendsr value of the contract is the amount "’%‘.ﬁ“‘

plus interest credited less & charge for withdrawal,
withdzaval charge is the early vithdrawal penalty charged by
the savings and lcan assccistion plug any premium tax resulting
from the withdraval. The assosiation does not have the

vight to distribute any asssts from the savings and loan

. meumuxwuypuwmt or to any beneficiary ~ -

or assignes. .
The annuity contract allows tin poucruoldcr to elect

L ud -8 Jurpetun
payment, & 1ife income option, installment. 33« for a

. specified amount or a specified period, and instaliment

" payments for a period certain and for 1ife thereatter.

1f & policyholder dies prior to the annuity starting

© date, & lump-sum is payable to the beneficiary in an amount -

. \ ‘e
] . . 7
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1700 G Strest. N W
. & Washingion, 0.C, 20882
Federsl Homs Luan Bonk System

Federal Home Loan Bank Board Fosarsl Home Loen Mongegs Corporatien
. Podorsl Savings and Leon Inswance Corporstien

JAY JANIS font 10 /; ¢

Choumen

October 10, 1980

Honorable G. William Miller
Secretary

Department of the Treasury
Washington, D.C. 20220

Dear Mr. Secretary:

1 am writing to express my concern over the recent issuance
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 associa-
tions are designated as group contract holders. I believe the
Internal Revenue Service should withdraw this recent ruling, and
that the Treasury Department .and the lInternal Revenue Service
should reconsider carefully the legal and policy implications of
the ruling.

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 incressed 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
Pederally insured savings and loan associations.

Although Revenue Ruling 80-274 {8 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 ruling fails to provide any reasoned legal analysis
for its conclusion. 1In fact, strong legal arguments and precedent
':xist fot concluding that the ruling is incorrect as a matter of
aw. . .

s

In view of the important policy considerations and the complex
legal questions raised by the ruling, I believe it is more appro-
priate 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. Therefore, I recommend immediate

BEST COPY AVAILABLE
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withdrawal of Revenue Ruling 80-274 and commencement of a rule-
making proceeding to consider the important and difficult issues

raised by thies ruling. .
N cerely -
Jpy, Ji’ 145’

Chairman *

" cc: Dohald C. Lubick
Jerome Kurtz

In good faith reliance on the letter rulings, we transformed the
nature of our operations and pioneered our annuity contract.
Today, it is virtually our sole business activity. We have expended
close to $1 million. We have thus far received but $230,638 in gross
fees on the contracts that have been issued. Of course, we cannot
issue any new contracts, and we have drastically curtailed our
operations. )

Moreover, in reliance on the letter ruling, we committed our-
selves to obligations under our annuity contracts that will be trig-
fered with disastrous financial consequences unless our outstand-
ng contracts are promptly “grandfathered,” by the Service. The
, Sel.rv}ce has not yet advised whether it wiil grant this equitable

relief. *

Absent prompt “grandfathering,” revenue ruling 80-274 will, as
is to be expecteg, produce wholesaie, if not total, termination of our
c:xlxtracts, with ensuing requests for withdrawals of cash surrender
v ueﬂ- :

In the case of such withdrawals, we do not, unlike the situation
described in revenue ruling 80-274, charge the annuity owner with
the early withdrawal penalty charged us by banks, and savings and
loan associations. We uniquely bear the penalty that regulation Q
requires to be charged in the event of early withdrawals. Neverthe-
less, the Service has refused to recognize this material distinction
as a basis for not applying revenue ruling 80-274 to us. - :

The amount of these potential early withdrawal penalties, even
when reduced by the independent withdrawal ¢ es that we m&y
charge under our contracts, currently t:Pproach 1.5 million. We
have approximately $2.2 million of capital and surplus.

Unless our contracts are promptly “grandfathered,” the severe
loss we will suffer from the penalties alone because of the Service’s -
g:el\;:‘ia it&us e;evocation of its letter rulings is apparent and need not -

abored.
. In addition, unless our contracts are “grandfathered,” the collect-
ibility of some $207,000 in fees that banks, and savings and loan .
associations owe us on outstanding contracts is in jeopardy. ‘ ‘

I would like to offer for the record a cogx of a letter of October
10, 1980, from Chairman Jay Janis of the Federal Home Loan
Bank Board to Secretary of the Treasury G. William Miller. The

letter urges withdrawal and reconsideration of revenue ruling
80-274 and states in part, if I might quote:
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I am concerned about the adverse impact of the ruling on savings accounts funded
annuity plans because these plans can be 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 Federaﬁy insured
savings and loan associations.

These funds, of course, %ovide sorely needed mortgage money
for the housing market. The benefits redound not only to the
prospective homeowner, but to the construction industry as well.

We urge that S. 8082 and S. 3094 be amended so that they will
not only rescind revenue ruling 77-85, but also specifically provide
for the rescission of revenue ruling 80-274.

Mr. Chairman, as a personal note, I would really appreciate if
somebody could at least get the Service to respond to our communi-
cations, as they have done under revenue ruling 77-85, to “grandfa-
ther” the existing contracts which were issued in good faith. I wish
that they would do the same here. It is a matter of a few days time
period, use the State insurance company is quite concerned

about it.
[Prepared statement of Robert R. Barrow follows:]

STATEMENT OF ROBERT R. BARROW, PRESIDENT, INTERNATIONAL GENERAL
INsurRaNCE Corp., ON S. 3082 anp S. 3004

Our company issues annuities with the premiums being deposited in certificates
of deposit of banks and savings and loan associations. We guarantee. a minimum
interest accumulation on the premium plus an additional accumulation based on
earnings of the deposit in excéess of the guarantee, )

We received letter rulings in August 1977, December 1979, and January 1980
according our contracts annuity tax treatment. The Internal ﬁevenue Service had
obviously concluded that Rev. Rul. 77-86, which it had issued earlier in March 19177,
had no bearing on our contracts. .

Then suddenly, without notice, on September 24, 1980, the Service, relying on
Rev. Rul. 77-85, issued Rev. Rul. 80-274. Thereafter, we were advised that, chuee
of Rev. Rul, 80-274, the letter. rulings we had received were revoked retroactively to
the date of their issuance.

In %ood faith reliance on the letter rulings, we transformed the nature of our .
operations and pioneered our annuity contract. Today, it is virtually our sole busi-
ness activity. We have expended close to $1,000,000. We have thus far received but

280,638 in gross fees on the contracts that have been issued. Of course, we cannot
issue any new contracts, and we have drastically curtailed our operations.

Moreover, in reliance on the letter rulintga, we committed ourselves to obligations
under our annuity contracts that will be triggered with disastrous financial conse-
ggences unless our outstan contracts ' are mq;ﬁtly" “grandfathered” by the

rvice. The Service has not yet advised whether it will grant this equitable relief.

Absent prompt “ﬁ.randfathdring”. Rev. Rul. 80-274 will, as is to be expected,

roduce wholesale, if not total, termination of our contracts, with ensuing requests

or withdrawals of cash surrender values. In the case of such withdrawals, we do
not, unlike the situation described in Rev. Rul. 80-274, charge the annuity owner
the earw withdrawal penﬁlity c ed us by banks and savings and loan associ-
ations. We uniquely bear the penalty that lationa& requires to be charged in
the event of early withdrawals. Nevertheless, the Service has refused to recognize
this material distin¢tion as a basis for not a%piyh;f Rev. Rul. 80-274 to us.

The amount of these potential early withdrawal penalties (even when reduced by
-the "independent -withdrawal ¢ that we' may ch wunder. our contracts)
- currently aYproaches $1,500,000, We have approximately ;2 200,000 of capital and
surplus, Unless our contracts are promptl(y, “grandfathered”, the severe loss we will

sufter from the penalties alone because of the Service’s precipitous revocation of its
'letiter !;l‘:lliit?gs is apparent and ?eed not be labox:fd.'f hered .th‘ llﬁ ibxiif f .

n on, unlesa our contracts are ‘“‘grandfathered”’, the collectibility of some
‘ *20'{’&& ia fi'n that banks and savings and loan associa tlons owe us on outstan mg
contra

) jeopardy. . < o
I would also.'hke, to offer for the record a copy of a letter of Octoher 10, 1980 fro
Chairman Ja{vJanis of the Federal Home%fBank Board to Se ok he

Treasury G. William Miller. The letter urges withdrawal and reconsideration of
" Rev. Rul, 80-274, and states In part: It

"

Secretary of .the -
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“I am concerned about the adverse impact of the ruling on savings account
funded annuity glans because these plans can be a significant incentive for in-
creased 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.” :

These funds, of course, provide sorely needed mortgage money for the housing
market. The benefit redounds not only to the prospective home owner, but to the
construction industry as well. ‘ :

We urge that S, 8082 and S. 3094 be amended so that they will not only rescind
Rev. Rul. 77-85, but also specifically provide for the recission of Rev. Rul. 80-274.

Senator Byrp. It seems to me that they should respond one way
or another. : ’ ‘

Mr. BaArrow. Thank you.

Senator Byrp. At this point I want to insert in the’record,
although this should be put in the record prior to the first witness,
a slitiateglerrét by Senator Hatch dealing with this legislation.

!‘. u . ‘ :

STATEMENT OF FORREST D. BURT, PRESIDENT-ELECT. TEXAS
ASSOCIATION OF COLLEGE TEACHERS

Mr. BurT. Thank you, Senator.

I am Forrest Burt, State vice president of the Texas Association
of College Teachers. I have submitted testimony, and I would re-
quest that it be put in the record. .

Senator Byrn, Without objection, it willbe.

l\gtr Burt. I would like to say a few words in summary of my
} represent the faculty of higher education in the State of Texas.
know that every profession think they are excc;ptional‘. I believe
that the faculty of higher education in the State of Texas has great
responsibility to educate and train tomorrow’s leaders for our
State. So I am very concerned about this benefit, and the Texas
Association of College Teachers has a position. L ,
- _Allow me to quote the present president of the Texas Association.
of College Teachers: K |
_Public universities in Texas are in big trouble, and the root of that trouble is th
salaries and ben:,\?:a. Simply stated the problem is that university salaries anS'
benefits are becoming less and less competitive with those in other employment. As
usual, h@!&:@ employer's compensation program begins to fall behind, the ablest
. people 4re the ones who can most easjly move elsewhere, ‘

. Let me say that' what we are talking about with this deferred
-anpnuity is not extra money, It is our retirement benefit. The, Texas
“Association of College-Teachers has taken the position that teach-
~ers_shoyld have as man&r options as_ goeeible,.,, and this is one.
"Passing Senate bill S, 3082 or §. 8004 is in the intorest of the
faculty of higher education in Texas. The IRS ruling 7785 reversed
a previous policy that for 12 years permitted investment annuity as
a possibility for yse as tax deferred annuity by faculty. . - =
llow me in closing to'quote the executive secretary of the Texas
Assogiation of College Teachers: : o '

Y strongly encourage you, on behalf of facult; intemté ' xas. to. f‘&or sending |
:ag or ather of ¢ ::g 'l)ﬁ}a'to‘ the floor, ‘aﬁa’ to{vdi'k for thiglt?,ma‘m order tha%
his unnecessary regtriction on choice of products for useé in the optional retirement

¢ h iy LA . Ay L2
R B e e R S
= .- 'Thank you, o U
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[Prepared statement of Forrest D. Burt follows:] = 1,

PrepARED TrsTiMONY OF FoRrEsT D. BURT BEFORE THE SUBCOMMITTEE ON
TaxATiON oF THE SENATE FINANCE ComMITrEe ON S. 3082 AND S, 3094

BUMMARY OF TESTIMONY

Passing Senate bill 8. 8082 or S. 8084 is in the interest of the faculty of higher
education in the state of Texas. The IRS Revenue Ruling 77-85 reve a previous
tp:’l‘k.‘.iv that for 12 years permitted “investment annuity’” as a possibility for use as a

eferred annuity by faculty under Section 403(b) of the Internal Revenue Code.
Senate Bill S. 8082 or S. 3094 would remove this unnecessary restriction on the
choice of-&roducts available to Texas faculty in the Optional Retirement Program
and Tax Deferred Annuity Program.

TESTIMONY ON 8. 3082 AND 8. 3094

The tax deferred character of “investment annuity” being considered in the
hearing for identical bills 8. 3082 and S. 3094 before the Senate Finance Committee
is a matter of considerable interest to faculty members in Texas institutions of
‘higher education. As state vice president of the Texas Association of College Teach-
ers, I wish to clarify the faculty’s position in this matter.

The IRS Revenue Ruling 77-8b reversed a previous policy that for 12 years had
Fermitted “investment annuity’’ as a possibility for use as a tax deferred annuity by

aculty under Section 403(b) of Internal Revenue Code. The Texas Association of
College Teachers (TACT) has favored as wide a choice of products as possible in this
field. Annually we publish an analysis of insurance company products available for
facult{ of higher education in Texas. We believe that one product that should be
available to faculty is the “investment annuity,” previously offered by First Invest-
ment Annuity Company. The unique feature of this product is the ability of annu-
itants to direct their payments into investments of their own choice through a bank
custodian. It varies in. no other essential way from many other products offered for
.use under 403(b) provisions. ;

Rulingl77-85. however, has eliminated this product in a seemingly discriminatory
way with no apparent advantage to the ggvemment. The consequence for Texas
faculty members, though, is that their ability to direct payment. by their own
decision is severely limited. But at the same time, insurance company managers are
allowed to give similar direction for these funds in variable annuities.

Workig in the interest of the faculty of higher education in Texas, Texas Associ-
.ation of College Teachers made the following policy statement on choices for Option-
al Retirement and Tax Deferred Annuity Programs: ' AR

The offerings should at least include: :

(a) The TIAA-CREF program, because of its long-term service to higher education,
its transferability throughout the Frqfession, and its comparative low cost; - L

(b) Three or more of the flexible, adaptable programis offered by standard insur-
,ancecom%ames‘ s an RN : .

‘(¢) The First Investment Annuity (FIAC) program because of its unique opportuni-
‘m-for the participant to make his own investment decisions throughout the life of
~erogam., R A ,
T ef ltRevemua Ruling 77-85 has eliminated the latter option -as a choice for

Therefore, passiréﬁ,Se‘naw bill 8. 8082 or 8. 3094 would be in the iiterest of the
faculty of higher education in the stdte of Texas. In the words of -the Executive
- Director of the Texas Association of College Teachers, Mr. Frank Wrifht, “I strong-

ly encourage you, on behalf of faculty interests in Texas, to favor. sending one or the
other of these bills to the floor and to work. for their passage in order that this
~ unnecessary restriction on choice of products for use in the Optional Retirement
m and Tax Deferred Annuit, Program may be removed. Such sction will
~ return to the situation which existed for 12 years prior to March 1977.” = - " -
* " *‘Senator Byrp. Thank you. o o ‘ '

* The last witness. =~ |
| ~ STATEMENT OF JUDITH HASENAUER, ESQ.
.° °  Ms. HaseNAUER. Thank you, Senator Byrd." -

.+ ..-My name ig Judith A, Hasenauer. I am a partner in the law firm
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My firm represents a very large number of insurance companies
mutual funds, banks, financial institutions, mone manaﬁxfs, an
other companies of that nature. As such, we have Kecome timate-
ly involved with annuity programs of all kinds, including those
programs that were affecteg by revenue ruling 77-85, and i ‘profs-
eny revenue ruling 80-274, which was issued in September of th

ear. '
y I am here today on behalf of my firm, and not in representative
capacity of am;fparticular organization. I am representing my firm
togay because of a very difficult situation that we find ourselves in.

As attorneys, we analyze the Internal Revenue Code, regulations,
legislative history, State insurance law, and other laws that govern
the issuance of annuity contracts. We find that revenue ruling
77-86 and revenue ruling 80-274 do not square with our analysis of
such analysis. This was concurred in by the district court. .

Section 72 of the Internal Revenue Code, as Con adopted it,
provides for the taxation of annuities to individuals. That statute

overned the basic deferral of income on both interest and divi-

ends. Section 72, in both the legislative history and in the statute
itself, makes no reference whatsoever to the underllyinﬁlasse,ts, It
makes e?lo reference to how the assets should be held, invested or
man . ’

Th?corresponding section of the Internal Revenue Code is sec-
tion 801, which governs taxation of separate accounts to insurance
companies, Again, an analysis of the statute shows that there is no
requirement that the insurance company manage the funds. There
is no limitation whatsoever as to the form the assets must be
invested in, how they are held, what duration, who manages the
money.

In (};ct, Treasury Regulation 70-2 states:

Annuity contracts shall be deemed under Section 72 as those annuity contracts in
accordance with customary practice of life insurance companies. :

As noted earlier, the practice in this industry, in order for an .

insurance company to issue an annuity contract, you must file the
annuity contract and have it approved, in most States, by the
insurance department in the State in which you intend to issue it.
You must also have the separate account approved, which includes
filing an analysis as to how the assets are to be held, and how they
are to be managed. S 3 '

The Federal policy to date has been that the State insurance
cslg’?sirtmenta would regulate insurance, not the Internal Revenue

ce‘ ! ’

I seriousli disagree with the Deputy Assistant Secretary’s state-
ment that they have not changed section 72. Heretofore, an insur-
ance company wishing to issue an annuity contract would go.to its
state insurance department for determination as to whether a con-
tract was an annuity contract, not the Internal Revenue Service.

'We find ourselves in a situation as attorneys of not being able to
render sound advice based on man* manar years of experience, and
many, many years of stated facts, legislative history, and the clear
,statexagnt of congressional intention as drafted in the 1959 Reve-
nue Act. ' o ’ e

T am here today to urge this committee and Congress to pass the
statute, to take us back to where we were, not to give us something .
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we have not had in the past, and to limit the Service’s ability to
interfere in an area in which they have not been granted any
jurisdiction. :

Thank you, Senator.

Senator Byrp. Thank you. o

I think that all of you have presented good: testimony todai/a.

I don’t know whether it will be practical to handle all th
legislation in the very few days which remain. The Finance Com-
mittee has taken the view that with the session so short, if there is
opposition to a proposal, there is little likelihood that it would be
favorably reported by the committee.

This testimony will be helpful at whatever time the committee is
able to reach this subject matter. I thank all of you very much.

Ms. ARMSTRONG. Senator, as I formerly stated, I am not familiar
with the procedures. Am I to formally request that this three-page
memo be included in your record for it to be included?

Senator Byrp. Your statement will be inserted in the record as if

read.
Ms. ArMsTRONG. Thank you very much, sir.
Senator BYrp. The committee will stand in recess. '
ereum at 4:10 p.m,, the subcommittee recessed, subject to
call of the ir.i[
[By direction of the chairman the following communications were -

made a part of the hearing record:]

" PrepArep TesTimoNY or Hon. Tosy Rotn (REPUBLICAN OF WISCONSIN) ON S, 3082
AND S. 8094 Berore THE SENATE FINANCE COMMITTEE, SUBCOMMITTEE ON TAX-
ATION AND DEBT MANAGEMENT

Mr. Chairman, I apé)reciate the chance to testify before this distinguished Sub-
committee regarding S, 3082 and 8. 8094. I commend Senator Hatch and Senator
Tower for introducing these two badly needed legislative remedies. .

In late September 1980, several insurance companies and saving and loan associ-
ations in the Eighth District of Wisconsin advised me that the Internal Revenue
Service, relying on Revenue Ruling 77-85, had suddenly-and without notice issued
Revenue Ruling 80-274. This appears to be another instance where the IRS has
legislated through administrative procedure. This most cavalier Revenue Ruling and
the actions relating thereto constitute shabby and high-handed treatment of our
citizens by the IRS. I personally corresponded with TreasuriSecre G. William
Miller on October 27, 1980 regar Rev. Rul. 80-274, which involves Revenue
Ruling 77-85, and have not as iet received a reply.

Allow me now to get to the heart of the matter before us. Qur country is
experiencing a severe and growing shortage of capital, which is contributin torﬁi%h
interest rates and slowing our econos;ic wth. Congress acknowledges t ﬁro
lem and speaks repeatedly of the “Reindustrialization of America”. Although we
have been mostly concerned about our manufacturing plants, the same conc?‘pt is
true for one of this nation’s major industries—the housing industry. The home
building industry is undergoing very difficult times, and many thousands ot;vgeople
dlrectl{vgssociated with real estate and home construction find themselves without -
work: What is even more distressing is that forecasts for the future show that our
stock of housing will not be sufficient to accommodate upcoming generations, With
.the need for capital to build our nation’s housing stock, the savings and loan
industry needs wa{s to attract people to save,

Savings associations finance about two-thirds of America’s housing and their
ability to lend depends directly on peoJ)le saving at their neighborhood savinga and
loan. In recent years the percent of disposable income a typical American famil
saves has been declining steadily—a dangerous trend which must be reversed if
housing is to rebound. o ' .

Further, eomg:red with other industrialized nations, the American wage earner
saves far less than their Japanese and European counterparts. It is estimated that
Americans now save less t 8% of their earned income, whereas the average
Japanese worker saves 25% of his income and the West German worker saves about
11%. Clearly, we in Congress must fulfill our obligation to help people save, so that
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they may one day fulfill their dream of owning a home. The Tax Deferred Annuity
' y lvehlclg for this purpose. The Tax ngferred Annuity (TDA) is not, as eome
have euggeeted, another loophole for the rich, but it is in most cases used by a w.
or salary earner—middle aged or older who has most of his home paid for and
now concerned about retirement and his ability to build a nes or that lmpor~
tant day. He or she knows about traditional savings accounts and money market
certificates and is not anxious to use these products because much of the return
oee for Federal and State income taxes and often pushes total family income into
lqher tax brackets. The American people are crying out for tax relief and the TDA
ike an answer to their prayers becauae of the tax deferral nature of the interest
buildup. The TDA p;t)e to the “serious” saver, on who saves regularly, with
meaningful amounts—the way experts say gop e should save. »
I ‘would like to summarize some of the benefit to be derived from this program.

(1) zlofr ows le who wleh to Pertlci te the opportunity to accumulate funds for
their own romgxent ort i ggo a recent suryey, which indicates
that 8%% of the population is ecared to death of running out of money' before they
run out of breath

(2) By lﬂsuing TDA's through financial lnstltutloim. we revem the flow, of dollars
that are fleei 5,from the b nfe oans and thus compounding the
inﬂation rate, e problems of the houeln dustry and unemployment.

(8) The program was designed to keep the furids in the local bank and local
savings an loan. This point is very lmportent and should not be forgotten. These
funds don’t go out of state for some project no one cares about. To the contrary,
these funds stay within the localities to work for a better quality of life for the
partlci ts and their fellow citizens.

airman, let me close by saying that this ca lpriciom; and arbitrary Revenue
Ruling should be revoked forthwith or at the very least suspended for one year to
allow Congress time to study the matter.

The Social Security Funds are faci ‘collapse our older citizens cry out for some

sense of financial eecurit I believe Tax Deferred Annuities are a good method by
which an individual can determine his or her own future and the d Fnity that comes
from living in a manner he or she determines, rather than a way of life determined
by some federal bureaucrat at some federal agency.

Again Mr. Chairman, 1 thank you for the opportunity to testify before this
Subcommittee. l

' Tosy Rorn,

Addendum; I would respectfull uest that my letter to Treasury Secre
Miller be included in the r&’o'bcc i y y Secretary

Housn OF REPRESENTATI
Washington, DC., October 27 1980

Hon. G. WiLLIAM MILLER,
Secretary, Department of the Treasury,
Washington, ‘ oo '
DeAR M. Sncnmnv' 1 am writing to express my concern over the recent publica-
tion of Revenue Rullng 80-274, This ruling prohibits tax deferral for an individual
who purchaseg an insurance annuity from an insurance company, with the insur-
ance company's proceeds being held at a financial institution.
_ 1 insurance companies particlpating in this annuity program were required to
receive a. private letter ruling from t e Bervice to offer t! product. It has proven
to be very successfu averﬁ; dle-income 'lmf because of the tax deferral
aepect and the abll'ilgx to work their financial institution as a facilitator of their
annuity purchase foduct is one of the few programs that encourages somegne
to save, and let no one doubt this country needs tax incentives to stimulate capl
formation. Moreover, Tax Defe, rred Annuity Accounts provide a much needed serv-
~ice to our older citizens, That is, they are a modal vehicle for building a personal
retirement account, while also rovl a framework for eettlng aside unds for the

education of your o ild or fr

In tuente M\o are affected by t this unwiee Revenue Ruline% ‘
I have detormined lation Wlt mn Co! ional investigation is needed
orthwith The iss venue 80-274 is bad policy. This ill-conceived
ruling may have roue e ecte and unantlclpated nnpacts on -the insyrance
induetry ome buil in induet and loans and a myriad of emall busi-

nesges t! roughout the United tates erefore, I request the Department. of the
' ury to consider the broader pohcy im| lications of the revenue rullnﬁnw ich
would affect the rulings already-given by IRS and already accepted,

- faith, by many savings and loans and insuranoe oompamea. 1 reoommend lmm iate
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revocation of Revenue Ruling 80-274 until such time as an’ap ropriafe forum cah
be convened to allow interested individuals the opportunity to comment on this
ruling. . , co o
Thanking you in advance, I am : R

Sincerel ' :
v Tosy RorH, Member of Congress.

REMARKS ON STATUS oF ANNUNITY CONTRACTS UNDER REVENUE RULINGS 7?-85
‘ AND ‘80-274

1 am Judith A. Hasenauer, a thtner in the Westport, Connecticut law firm of
Blazzard, Grodd and Hasenauer. firm specializes in the design and clearance of
specialt%oﬂnancial products through the Securities and Exchange Commission, In.
ternal Revenue Service and State latory agencies. I personally have concen-
trated in the area of reir;oenting lﬁe insurance companies, ban and thrift
{nstitutions, securities brokerage firms, mutual fund managers and eilfni ar organiza-
tions in the design and implementation of annuities. Because of this, I believe that I
have the expertise to make a positive contribution to this Committee.

At the time of the adoption of Revenue Ruling 77-85 we represented many of the
life insurance comfaniea which offered or were preparing to offer the investment
annuity. We were intimately involved in the discussions and negotiations with the
Treasury DePartment and the Internal Revenue Service prior to the release of
Revenue Ruling 77-86.

1 wish to emphasize that I am here not in a representative ::Pacity for any client,
but as a concerned citizen who possesses a particular technical expertise about the
subject. I believe this technical expertise gives me an insight into the problems and
inequities which have resulted from the promulgation of Revenue Ruling 77-86 and:
its offspring, Revenue Ruling 80-274. o

As a lawyer enge;ged in rendering advice to businesses, I am appalled that the
Internal Revenue Service can, without benefit of Congressional action, reverse long-
standing, commonly accepted and IRS approved interpretation of tax faw which has
stood unquestioned for more than a decade. I am sure you are aware that the
development and implementation of complex financial products such as annuities by
a Company is a long, painutakigg and expensive proposition.

_Regulatory clearances from 53 state level regulatory bodies and from the Securi-
ties and Exchange Commission usually take many months and the out-of-pocket
costs can easily run into hundreds of thousands of dollars for legal, accounting and
actuarial fees. In addition, complex comPuter rograms and marketing organiza-
tions must be developed and made operational. The cost for the total installation of .
3 lxiew financial product, such as annuity, can reach into more than a million

ollars. '

" New financial products such as annuities stimulate growth of capital, stabilize the
savings base of our economy and provide jobs for many people. Insurance Compa:
nies and other financial institutions are willing to develop new financial Kroducts
and risk the cost of such development ‘onlﬁr when there is a reasonable likelihood
that such products can be sold to the public. When, in reliance on tax treatments

?ﬁeciﬂed in clear, unambiguous provisions of the Internal Revenue Code, a company
- develops.a new financial product and expends the substantial funds involved, onl
to have the Internal Revenue Service, in effect, change the law without public
hearing, prior notice of actiori\b the duly elected representatives of the people,
there results a frustration with the entire governmental process, and more impor-
tantly, the reluctance to undertake any new programs. problem is compounded -
when such a company has sought and obtained a ruling from the Internal enue
Service to the effect that the product complies with tax law. :

firm worked on many different product designs over the past several years. I
would like to take this opportunity to describe just one such design and legal

structure affecting it. . n

The product 1 would like you to examine is an Individual Variable Annuity
Contract. This Contract guarantees annuity payments for life based on recognized
mortality tables. However, the amount of each payment (as well as the surrender
value of the contract) will vary according to the mestment experience of the assets
held in the separate account which underlie the Contract. These assets are invest.
ment instruments issued by banks and savings and loan associations.

:- . The Purchase Payment for a Contract is made by the assignment of an invest-
ment instrument to the Insurance Company. Such instrument may have been issued
lfj); any bank or savings and loan association which is a member of the Federal
posit Insurance Corporation or the Jfederal Savings and Loan Insurance Corpora-
tion. However, any uncompounded intzrest on such investment instrumeénts and the
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maturity Froceeds will be invested only in new investment instruments issued by a
financial institution determined by the Insurance Company to'be eligible for invest-
ment by the separate account (an “eligible financial institution”). A Contract Owner
must elect an eligible financial institution at time of application for the Contract.

All uncompounded interest and maturity proceeds will be invested in investment
instruments of the eligible financial institution selected by the Contract Owner.
However, the Contract Owner has no say in the term of such investment instru-
ments nor in the interest yield. The Insurance Company will invest in investment
instruments of the highest available yield regardless of duration. However, all
investment instruments must be of a duration consistent with the annuity startin%
date and the date of subsequent annuity payments. Thus, depending on the age o!
the annuitant, the Insurance Company may be required to select a portfolio of
investment instruments of differing durations and {ields to satisfy the need for
annuity }mymenta. The Insurance Company reserves the right to require the substi-
tution of investment instruments held in the separate account under a Contract.
The Insurance Company will do so when, in its exclusive opinion, any investment
instrument is no longer approrriato for the purposes of tlge ntract or is no longer
comf:tible with the administrative procedures established for the accounting of
assets within the separate account. ‘

This Contract and the related SeKarate Account were approved by the Insurance
Department of the State of domicile of the Insurance Company and in all states
where the Insurance Company intends to offer the product. '

With the enactment of (1e¢ 1964 Code, Congress provided a specific scheme for
taxin annult[y income to individuals, which includes any such income from a
variable annuity.

Section 72(a) of the Code provides in general for the inclusion in gross income of
any amount received as an annuity under an annuity contract. However, § 72(b)
provides for an exclusion from gross income of the amount received as an annuity
which bears the same ratio to such amount as the investment in the contract bears
to the exg:oted return thereunder, as of the annuity starting date. § 72(cX1) provides
that the investment in the contract is the aggrefate premiums or other considera-
tion paid for the annuity less any amounts received under the contract before the.
annu }:y starting date to the extent that the latter amount was excludable from
gross income, v <

For Purposee of § 72, the annuity starting date is the first day of the first period
for which an amount is received as an annuity under the contract.

Under § 72(e), if an amount is received prior to the annuity starting date, it is
included in gross income only to the extent that it, in the aggregate when added to
amounts previously received under the contract which were excludable from gross
income, exceeds the aggregate premiums or other consideration paid for the con-
tract. ﬁurthermore, anf amount received, whether in a single sum or otherwise, in
full discharie of the ob ﬁation under the contract which is in the nature of a refund
of the consideration paid for the contract and any amount received under the
80;\2t(rz;(czt»on its surrender, redemption or maturity are not treated as annuities

eX2)). .

Under § 72(g) of the Code, Congress provided rules for determining the basis of
annuity contracts transferred by assighment or otherwise for valuable considera-
tion. §72(h) puts forth the concept of non-constructive receipt in the case of a
contract which provided for payment for a lump sum in full discharge of an
obligation 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 became

payable. . . |
éongress also added Settion 10356 to the 1964 Code to enable individuals to
exit:ihange oirxx‘e annixity policy for another better suited to their needs without recog-
nizing a gain or a loss. S - '
By way of further clarification as to agplicabllity of Section 72, Treasury issued
lation 1.72-2(aX1) which provides that:

e contracts under which amounts paid will be subject to the provisions of
Section 72 include contracts which are considered to be life insurance, endowment
and amiuit'y contracts in accordance with the customary practice of iife insurance
companies. « ‘

e Life Insurance Company Income Tax Act of 1959 (Public Law 86-69, June 26
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., 18t Sess., S. Rep. No. 291 (1959) 13.)



186

In 1962, Congress expanded the variable annuity section of the Code to include a
new type of contract. Section 801(g)1XA) reenacted in substance the provisions of
the 19569 Act and thus continued to include a variable annuity within the definition
of an annuity. However, Congress also added Section 801(gX1XB) 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 amounts received
under the contract to an account which, pursuant to state law or lation, 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 aegrefa asset
account. Congress also added several &:;ovislom dealing with accounting for life
insurance companies which issue such Contracts, requiring generally that the com-
panies separately account for various items of income, excluslons, deductions, assets,
reserves and other liabilities attributable to such separate accounts.

The legislative history of 801(gX1XB), as stated in the reports of the Senate
Finance Committee and of the Conference Committee indicate no concern about the
nature of the investments underlying a variable annuity contract. This history
merely reiterates the qualifications necessary to quality as a “‘contract with reserves

ona ated asset account.” These are:

1. Contributions and accumulations are agr%lied to a separate account, the assets
of which, under State law, are segregated from the general assets account of the

mpany.

2, ’l"?wycontracta must lprovide for the payment of annuities.

8. 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@X1XB) nor in the legislative history-which would show a
con ctiomll intent to limit the type of investment underlying a variable annuity
contract.

In summary, the Insurance Company was offering an annuity contract which was
to be issued out of a serarate account, Both the se‘farata account and the Contracts
were approved by the individual state insurance departments where the Contracts
were tp be sold as well as the State of domicile of the Insurance Compang.

In September of this year, Internal Revenue Service issued Rev. Rul. 80-274, Rev.
Rul. 80-274 described a group single premium retirement annuity contract owned
by a savings and loan association. Under the facts stated the !)olicyholder trans-
ferred cash, a passbook savings account or a certificate of depoeit to the insurance
company for the purchase of the annuity contract. This amount is reduced from 2 to
6 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

urchased. If a certificate of deposit were not available, then the funds would be
nvested in a passbook savings account.

Under the annuity described in Rev. Rul. 80-274, 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 manaf:ment fee from the interest earned on the invest-
ments. The remaining interest is credited to each annuity account. The insurer
g:)arantees the deposit will earn at least 4 percent per year compounded annually

m the date of deposit.

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 penalty 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. . : :

Rev. Rul. 80-274 found that under these facts the policyholder’s position is sub-
stantially 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. : :
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Rev. Rul. 80-274 determined that due to the “substantially identical” position of
the policyholder, he or she still possesses substantial incidents of ownership and
therefore the policyholder and not the. insurance company is the owner of the
account for federal income tax R

The sole legal basis of Rev. Rul.- 80-274 was Rev. Rul. 77-85. Certainl the: facts
did not support the position that the policyholder was “substantially identical " The

only substantive review of Rev. Rul. 77-85 was the FIAC litlfation in the District
Court There, the Court found that Rev. Rul. 77-85 was illegal and void as an
invalid usurption of Co ional power

The Internal Revenue Servioe, hurt by the release of Rev. Rulings 77-86 and 80-
274, changed the law as it has existed under clear Congressional mandate and as it
was interpreted by the IRS for well over a decade.

There long been eetabhehed federal policy to leave the regulation of
insurance to the dividual states, F% c*hwae most recently exhibited in Con-

gressional action with respect to the rg;_lRegulation cited above
rrovidmg that an annuit y which is “in accordance with the customary practice of
ife insurance com , i8 consistent with this policy

I urge you to adopt l islation that will clearly set limita on the IRS's ability to
interfere with the reguiation of insurance by the State Insurance Departments and
with the legielative authority vested solely in Congress. With the imposition of such
reatrictions, Insurance Companies would be more willing to expend the large dollar

amounts n to implement the new financial products necessary to meet the
eeds of insurers.
CENTRAL FEDERAL SAVINGS & LOAN ASSOCIATIO
San Diego, Calif., November 25 1.980

Re S. 8094, Senator Hatch—S. 8082, Senator Tower.

Hon. RusseLL B. Long,
Chairman, Senate Committee of Finance,
Dirksen Senate Office Building Waehmgton, D, C. .

DzAr SeNaToR LoNa: I believe the Senate Committee on Finance is considering
two bills which would have the eﬁ“ect of reinstating the tax treatment applied to the
Investment Annuity existed prior to the issuance of Revenue Ruling
77-86. These bills are S. 5082 and S 8094, referenced above.

Central Federal has been familiar with the Investment Annuity Program for
several years. In fact, we were able to use it in financial planning for many of our
customers, over 300 of whom still have existing programs. We found that it was a
VG% tool in serving existing savers and in attracting new, long-term funds.
e strongly support the pro legislation as a valuable source of money for

home lending t¥ , as well as a worthwhile addition to the selection of savings
accounts we offer to the public.
Sincerely,

Reng H. GENTRY,
Senior Vice President, Community Relations Director.

AmzricAN TxrLerHONE & TrLEGRAPH CO.,
New York, N.Y., November 17, 1980.
Hon. Harry F, Bm, Jr.,
Chairman, Subcommittee on Taxation and Debt Management Genemlly, Commiittee
on Finance, U.S. Senate, Washington, D.C.

DzAR MR. CHAIRMAN: This statement, in support of HR 6806, is submitted on
behalf of American Telephone and Tel 8any (AT&T) and the Associated
Companies of the Bell System (listed on

We support HR 6806 because it would achieve two *portant objectives—first it

would clarify for the future the eligibility requirements for claiming liberalized tax

depreciation and the investment tax credit by ¥ublic utilities, and second it would
eliminate for the past massive tex deﬁciencxes or three California utilities, includ-

ing Pacific Telephone & Tel &T subsi ), resulting from
rate orders issued p bz the Calmia Publfa{? ilities Commwaio dl?(%ﬁ ng

The need for arises from the following facts

(1) A public utili is eligible to claim the: inveetment tax credit and iiberahzed
tax depreciation, s ‘}ect however to the normalization uirements set forth in
‘sections 46(f) and 1 67(D) of the Internal Revenue Code. If these normalization re-
quirements are not met, the public utility loses its eligibility for the investment tax
credit and its right to use liberalized tax depreciation.

e
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(2) Rate orders issued by the CPUC prior to February 18, 1980 established method-
ology for the treatment of the investment tax credit and liberalized tax ‘depreciation
which the CPUC has asserted complies with the terms of sections 46?‘) and 167().

(3) The Internal Revenue Service has ruled that the CPUC methodology does not
com leWith the terms of sections 46(f) and 167()). e

(4}) a result of these rate orders lg'athe CPUC, Pacific Telephone and Telegraph
Company and General Telephone of California face tax liabilities, for periods prior
to Februarﬁé& 1980, which amount to over $1.6 billion,

(5) The IRS assessed a tax deficiency against Pacific Telephone of $89 million, plus
$27 million interest, for the year 1974. Years subsequent to 1974 are still subject to
audit. Pacific Telephone paid the 1974 deficiency in February 1980, and intends to
file a claim for refund and contest the deficiency in court. Final ju(ficial determina-
tion can be expected to re(gxire many years. - '

(6) An order issued by the CPUC on February 13, 1980 has adopted me,thodoloiy
for the future based on full normalization. This February 18, 1980 order applies only
to the future, and has no effect on the tax liabilities of the past. '

From the outset there have been substantial doubts as to whether the CPUC’s
methodology complies with the requirements of the tax law. The current situation
has come about eegite every possible effort by the telephone companies to avoid
implementation of the CPUC orders which have caused this potential tax liability.
The Companies have been caught in the middle of a conflict between the CPUC and
the IRS, and they have been unable to obtain a judicial determination of eligibility
in a state or Federal court includinxsthe United States Supreme Court, prior to
implementation of the CPUC orders. As matters now stand, absent legislation, there
is no way to resolve the controversy short of litigation between the telephone
companies and the IRS, and this can take many years before the issue is resolved.
This is an unsatisfactory solution because the length of time involved subjects both
investors and telephone customers to a cloud of uncertainty as to the effects on the
financial position of the company and its ability to properly serve its customers.

Collection of these huge amounts does not make sense where, as here, the taxg'aﬁ'-
ers involved had no control over the events which triggered the Hability. The
problem is further exacerbatedvlzy the fact that the companies’ customers in Califor-
nia have already received, and will continue to receive, much of the benefits derived
from the investment tax credit and the use of accelerated tax depreciation for
periods prior to February 18, 1980. Loss of eligibility would require the companies to
repay these same benefits to the IRS.

e companies will have enormous difficulty financing the tax payments. Pacific
Telephone already has the lowest bond ratin%' in the Bell System, and it is doubt-
ful, and in fact may be impossible for it to finance both the tax liability and the
facilities required to provide communications services so essential to the economy of
California. It would be ironic if the investment tax credit and accelerated tax
depreciation dprovisions, which are intended to stimulate investment in productive
assets should, through a misinterpretation of the tax requirements, cripple the
ability of Pacific Telephone and General Telephone to finance the facilit
to furnish communications services. .

HR 6806 provides a comprehensive and %o riate resolution to this problem. It
eliminates tax deficiencies created by the methodology for %rior years, while
making it clear that such methodology will not be allowable in the future. It also
reaffirms the intent of Congress that Federal tax incentives be used to encourage
investment rather than subsidize utility rates, and that there must be no tampering
with the full normalization rules. 4 o

Thus, we sup?ort HR 6806 not only as a means of protecting the utilitr companies
and the public from the possible effects of a massive and undesired tax liability, but
also as affirmation that the important Congressional objectives underlying the
normalization provisions embodied in sections 46(f) and 167()) will be retained.

Very truly yours, RoserT N. FLINT,

ies required

BELL SYSTEM COMPANIES

American Teleghone and Telegraph Company.

The Bell Telephone Company of Pennsylvania.
The Diamond State Telephone Compang'e.d

‘Bell Telephone Laboratories, Incorporated.

The Chesapeake and Potomac Telephone Company.

1 Recently that rating went even lower as Standard and Poor's downgraded Pacific Tele-
phone’s preferred stock, notes and debentures citing continued uncertainty over Pacific’s finan- -
cial outlook, which has been exacerbated by the uncertainties created by this tax dispute.

—
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The Chesapeake and Potomac Telephone Company of Maryland.
The Chesapeake and Potomac Telephone Company of Virginia.
The Chesapeake and Potomac Telephone Company of West Virginia.
Cincinnati Bell, Inc. )
Illinois Bell Telephone Company.
Indiana Bell Telephone Company, Incorporated.
Michgfan Bell Telephone Company.
The Mountain States Telephone and Telegraph Company.
New England Telephone and Telegraph Company.
New Jersey Bell Telephone Company.
New York Tel%gmone Company.
Northwestern Bell Telephone Company.
The Ohio Bell Telephone Company.
Pacific Northwest Bell Telephone Company.
N'I‘h?j Pacific Telephone and Telegraph Company and Bell Telephone Company of
evada.
South Central Bell Telephone Compan{.
Southern Bell Telephone and Telegraph Company.
The Southern New England Telephone Company. -
Southwestern Bell Telephone Company.
Western Electric Company, Incorporated.
Wisconsin Telephone Company.

STATEMENT BY THE AMERICAN BANKERS ASSOCIATION

The American Bankers Association is a trade association composed of 13,200
banks, over 92 f)ercent 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 of this year, the Internal Revenue Service reversed its ruling

ition 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
policyholder is the owner of the deposit account and thus its income is taxable to
the policyholder. 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 assumed 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
th%golicy prior to the annuity date is the same as in most annuities.

e insurer in the deposit related annuity receives a fee out of the first premium
and any su uent 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

licyholder using funds derived from sources other than the deposit account.

ite 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 invest-
ment provisions. The contract involved in this earlier ruling gave the policyholder
investment discretion over the assets in the separate account. Again the insurer
under the investment annuit{ contract assumed the mortality risk and the policy-
holder had no direct ownership interest over the separate account assets. Neverthe-
leelq, tkel ci:»ervice held that the income of the account was currently taxable to the
policyholder. _ ‘

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 91l)ersmasive 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-
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tory authority of the IRS.” Judge Charles R. Richey initially decided not to grant
injunctive relief against the on the assumption that it would proceed appran-
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-

lled to enjoin the Service and the Service appealed the . On appeal, the U.S.

urt 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 in a refund
suit. Therefore, we urge the Congress to take steps to require the Service to compl
with the law. The enactment of either S. 3082 or S. 3094 would have this effect,
gg.rg;:rlarly if it were amended to include a specific reference to Revenue Ruling

Enactment of this legislation is needed not only to achieve compliance with 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 discretion. These
annuities before IRS interference attracted many savers and provided needed capi-
tal for housing and other economic growth. We urge the Subcommittee to e
action on this legislation at the earliest possible time.

AMERICAN GUARANTY FINANcIAL CoRP.,
Portland, Oreg., November 18, 1980.

Mr. MICHAEL STERN,
Staff DirectoDr,CSenate Committee on Finance, Dirksen Senate Office Building, Wash-
ington, D.C. .

Dear MR. SterN; We understand there is to be a subcommittee taxation meeting.
on Senate Bills 3082 and 3094. We are extremely interested in the e of these
bills, as for several years we wrote the investment annuity; basically with savinge
and loan associations throughout the nation. In California alone we had 151 savings
and loans doing business with us, nine of the ten largest being our customers.

This is an excellent way of stopping disintermediation from the savings and loans
and it will certainly improve the granting of loans for the housing industry by the
savings and loan institutions,

1 would be most happy to give you any additional information on this and will
appreciate it if these thoughts can be brought before the committee in their consid-
eration of passage of these bills.

’ Very truly yours,
JAMES R. ANDERSON,
President and Chairman of the Board.

PREPARED STATEMENT OF JOHN E. BRYSON, PRESIDENT, CALIFORNIA PuBLIC
UmiLimies COMMISSION

On Behalf of the California Public Utilities Commission (CPUC), I wish to express
our opposition to HR 6806.

This bill revises the accounting procedures reguired for public utilities to avail
themselves of certain accelerated depreciation and investment tax credit (ITC) bene-
fits. As you know, in California a case has arisen in which the continued eligibility
of the Pacific Telephone Company and the General Telephone Company for those
benefits has come into question, creating a potential billion dollar tax liability for
these companies. This situation does continued harm, not only to these companies,
but also to the peogle of California. We are eager to join in seeking a legislative
solution to this problem which will resolve issues of uncertainty for both the past
and the future, but it is critically important that the issues really be resolved.

While we believe—and find considerable support for our belief—that the normal-
ization method required by the CPUC is fully consistent with continued eligibility of
the companies for the tax benefits, we agree with the companies that the time has
come to end this controversy once and for all. Unfortunately, the bill before you,
HR 6860, will not resolve the problem, and indeed will only create new complica-
tions and uncertainties. The present situation is the result of years of litigation. A
legislative solution, such as HR 6806, which lacks adequate sensitivity to more than
a decade of court battles can only cause additional problems. The interests and
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principles at stake are too important to be overlooked. in the rush to enact a bill-at
this late stage of the Congressional session. e g

After illustrating the nature of the problems likely to be caused by HR 6806, I
will pz:ipose a solution which is in the spirit of HR 6806, but which more readily
deals with the particular issues relating to the present situation. The Public Utili-
ties Commission has long stood in the middle of this problem, torn between conflict-
ing demands of companies and intervenors, and Potentially ‘conflicting orders of
state courts and federal agencies. The solution I propose is not perfect, but it
attempts to deal comprehensively and fairly with a problem that has existed for
better than a decade, and which existed prior to Congrgsa' first legislative efforts in
this area in the Tax Reform Act of 1969. If HR 6806 is enacted, it will be seen as
ls*pecial legislation for the companies, and will open the door for additional years of

ispute. Adoption of an alternative, such as the one I will gro , will quell the
problem in forriia permanently, while firmly protecting the Congressional inter-
est in a;ssuring that these tax benefits be used to further capital formation by the
companies. '

Inp?)rder to appreciate the need for such a solution, it is worthwhile first to
examine the historical circumstances which produced the present situation, and
take a close look at just what it is that has been done; second, to examine the
implications of HR 6806 in light of these circumstances; and third, to develop the
argument for a legislative approach which effectively resolves the present impasse.

e current situation arose out of a series of orders of the California Supreme
Court, which mandated the Public Utilities Commission to attempt to adopt a
method of normalization for these companies which would eSrovide for a greater
sharing of tax benefits with customers than is accomplished through use of the
normalization method traditionally advocated by the companies. These California
Supreme Court orders were handed down as a result of intervenors’ suits challeng-
ing the Public Utilities Commission’s granting to the companies the particular
method of normalization which they advocate.

In light of this mandate from the California Supreme Court, which was renewed
by the court on two subsequent occasions, the Commission undertook the laborious
process of seeking to ensure eligibility for the companies, while providing for an
equitable sharing of tax benefits with customers. As is suﬁgested by Mr. Halperin's
testimony presented during hearings before the House Judiciary Committee last
summer, a variety of normalization techniques exist which qyeserve eligibility, but
which differ from the method advocated by the companies. The method ultimately
adopted by the Commission, known as Average Annual Adjustment (AAA) and
Annual Adjustment (AA) Normalization, was recommended to the Commission by
the federal government, which appeared through the Secretary of Defense in our
proceedings, as well as by the state Supreme Court itself. The method has received
sumt from independent commentators as well. g

t the normalization method adopted by the CPUC basically does is to assure
that Congress’ intent that tax benefits be treated as cost-free capital for the compa-
nies is carried out. Con indicated its intention in this respect by stating
specifically in 1969 that the normalization statute “in no way diminishes whatever
power the (regulatory) agency maijhave to require that the deferred tax reserve be
excluded from the base upon which the utility’s permitted rate of return is calculat-
ed.” Although the rules for investment credit normalization différ from those for
accelerated depreciation in some respects, the differences do not bear sifniﬁ,cantly
on the AAA and AA normalization method. The AAA and AA method differs from
the method adopted in other states only in that it takes account of the growth that
is likely to occur in the value of the companies’ tax benefits over the several years
that a set of rates is in effect, and adjusts the rate base according!i; Under AAA
and AA normalization the companies receive approximately two-thirds of what they
would under théir preferred method of normalization. The AAA and AA method
not a “flow-through” of tax benefits to consumers, which assertedly would result in
inel'?ibili,ty for the benefits; rather it represents a normalization method appropri-
ate for an inflationary era. At this moment, of course, eligibility under this method

is in doubt; that is the source of the uncertainty we face today. y

HR 6806 is proposed as a leﬁslative solution to this uncertainty. It would ‘recog-
nize the uncertainty of the existing statute as to the AAA and AA normalization
method. This is accomplished by indicatin% that use of that method in the past
would not constitute an impermissible method of normalization. For the future,
however, such a normalization method would explicitly be ruled out, even where it
was alteadﬁain place. . o o o o ' :

Rather than elimina;inf uncertainty for the future, HR 6806 would create uncer-

tainty. First, some have claimed that the CPUC since it acted under a remand order
. of the Calif’ommsupreme Court, cannot cease implementing the AAA and AA
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normalization method, since use of that method has been upheld by the California
Supreme Court. In the event such claims, which are likely to be litigated soon, are
upheld, the effect of HR 6806 would be to provide eligibility through 1980, but to
certainlg deny eligibility for the future. Second, even if the CPUC is free to change
to another method of normalization, under the terms of the California Supreme
Court's orders to us we may still be compelled to seek a method other than that
- traditionally advocated by the companies. Such a course will only produce another
round of uncertainty much like we face today. Third, even if the CPUC were to
grant the companies the method of normalization they prefer, intervenors surely
would again sue and take the matter to the California Supreme Court. This very
issue has been before that court on three occasions during the last decade, and on
each occasion the court has ruled either unanimously or by 6-1 vote that CPUC
adoption of the company-preferred normalization method is inappropriate if alterna-
tives exist. Those decisions were all issued during the years when many of the
court’s members had been appointed by President-elect Reagan. Personnel shifts on
the court since that time do not make it likely that the court would overturn those
earlier rulinqg. I am sure that this Committee does not wish merely to produce new
uncertainty. That, however, is the likely result of HR 6806. ,

In considering alternatives to HR 6806 it is important to keep in mind both that
the circumstances which produced the situation in California predate Fassage of the
1969 normalization statute, and that it is desirable to fashion a legislative solution
to the present problem which will resolve it Bros ively as well as retrospectively.

Throughout the 1960's California’s Public Utilities Commission attempted to flow-
through to customers the companies’ tax benefits. The companies resisted by refus-
ing to elect tax benefits. In response, the Commission in 1968, following a similar
action by the Federal Power Commigsion which had been upheld in federal court,
imputed flow-through accounting to the companies. The federal normalization laws,

‘passed in 1969 and 1971, included a “grandfather” clause which permitted continued
. use of flow-through where that method was actually in use, but not where its use
was merely imputed. The Congress justified this provision on the grounds that
“there are a limited number of cases . . . where a regulated company particularly
needs to maintain a low rate for consumers, and has under prior law flowed the
benefits .of fast depreciation through currently to customers.” Because they had
refused to elect tax benefits, General Telephone and Pacific Telephone, unique
among California utilities, did not qualify under the terms of the ‘“grandfather”
clause. It was the companies’ action in this regard, prior to the 1969 statute, that
engendered the three Supreme Court rulings, and the finding by the court of
“imprudence” and “mismanagement.” The result is the present situation, including
adoption by California of a normalization method providing a substantial part of the
benefits the companies would receive under their preferred method, but which
" raises eligibility questions. , ‘ o

There is an alternative to HR 6806 which would provide a fair, equitable and final
resolution of the uncertainties referred to above, pros?ectivelﬁ as well as retrospec-
tively. We believe that the appropriate solution is to freeze the status quo, thereby

izing the uniqueness of the situation which has arisen. This would permit
continuing use of AAA and AA normalization by companies already employing that
method, while allowing Congress to clearly state its position regarding the appropri-
ateness of use of that method by additional taxpayers. .

Such a solution would be limited in effect to the unique circumstances of the
instant situation, and certainly would not open the door for other states to follow
such a line. In fact no on-going desire on the part of other states to adopt AAA and
AA normalization is evident; the situation you are addressing is a unique one. The
only -difference such a solution would have from HR 6806 is that it would provide
certainty for the future as well as for the past. Like HR 6806, such legislation could
clearly spell out whether such a method would be appropriaté or inappropriate for
use_elsewhere.

This approach would permanently solve the problem that has arisen in California
in a manner which preserves for the companies the greater share of the benefits
they would have received through use of their preferred normalizaiton ‘method, |

" while maintaining the integrity of Congress’ commitment to normalization account- .
ing in an era of capital shortage. At the same time, it would allow in California the
cou;tinued use of the only normalization method which has been upheld by the
California Suﬂ‘reme Court. SR o

We respectfully urge the Committee to adopt such a solution as soon as possible.

T o N
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