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BY THE COMPTROLLER GENERAL

Report To The Congress

OF THE UNITED STATES

Billions Of Dollars Are Involved In Taxation
Of The Life Insurance Industry -- Some
Corrections InThe Law Are Needed

The income of U.S. life insurance companies
is taxed under a special subchapter of the In-
ternal Revenue Code that was enacted in 1959
and tailored to the life insurance industry as
it then existed. In the last 20 years many
changes occurred in the industry, not only in
its structure but also in the products it offers.
The economic environment in which life com-
panies operate has also changed. These changes
in the industry and economy have rendered
certain provisions of the Act inappropriate
and in need of revision.

In this report GAO examines the life insurance
industry and considers how it has changed
since 1959. The complex rules by which com-
pany income is taxed are explained in detail.
Several problems in the law are carefully pre-
sented. Income tax data from a sample of
company tax returns are analyzed, and the ef-
fects on tax burdens of some alternatives to
the current rules are discussed. The report con-
cludes with three specific recommendations
for changes in the law and identifies six addi-
tional issues for study by the Congress.
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This report examines the provisions of the Internal Revenue
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of revision in the light of changed conditions in the economy
and the life insurance industry.
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REPORT TO THE CONGRESS IN TAXATION OF THE LIFE INSURANCE
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INDUSTRY--SOME CORRECTIONS IN
THE LAW ARE NEEDED

DIGEST

— —— — — o— —

The Life Insurance Company Income Tax Act of
1959 under which life insurance companies are
taxed needs updating to reflect substantial
changes in the industry and economy. This law
was enacted in 1959, retroactive to 1958, and
culminated 50 years of trial and error with
alternative methods of taxation. The 1959 Act
contained a number of controversial provisions,
and many features of the law were written to
tax the industry as it was structured in 1959
(see chapter 3):

--The industry was dominated by mutual companies
(cooperative ventures) that represented only
about 11 percent of the total number of com-
panies in business but held 75 percent of
industry assets and sold 63 percent of U.S.
life insurance.

--Whole life insurance (a life insurance policy
for the whole of life payable at death), gen-
erating large reserves and investment income,
was the predominant product sold.

—-~The rate of inflation in the U.S. was low
(0.8 percent annually compared to recent
rates of 10 percent and more), and earnings
rates on investments were much lower than
current rates.

The Congress considered the structure of the
industry in 1959 and provided special features
in the Act that recognized (see chapter 3):

--the competitive balance between mutual and
stock companies (mutual companies, unlike
stock companies, do not have stockholders);

--the importance of fostering the survival
of small life insurance companies that were
by far the largest in number of companies
doing business; and

--the long-term nature of the life insurance
business (life insurance contracts span
many years).
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In the past 20 years the life insurance industry
has changed considerably. These changes include
(see chapter 2):

--the balance in the industry has shifted, and
mutual companies no longer dominate, though
they are still a major factor in the industry:

--the lines of business life companies write
have shifted from whole life to term and
group insurance (term life coverage is for a
specified number of years and expires without
cash value if the insured survives, and group
insurance provides coverage to many insureds
under a single policy):

--there has been a dramatic increase in the pen-
sion line of business as well as tax-deferred
annuities (annuities on which income tax is
postponed until a payment is made), and growth
in these lines of business has yet to peak;
and

--policy loan provisions have induced unanti-
cipated demands on life company assets in
recent years.

OBJECTIVES, SCOPE, AND METHODOLOGY

Because of the changes specified above, which
may have rendered certain provisions of the
Act inappropriate and in need of revision, GAO
conducted this examination of the 1959 Act.
This report provides the Congress with recom-
mendations for changing the 1959 Act.

GAO's examination of the 1959 Act began with a
study of the industry's structure in 1959 and
how it had changed in 20 years (chapter 2).

The nature of income of a life insurance company
was examined (chapter 3). GAO studied certain
specific provisions of the law (chapter 4).

The subjects of reinsurance (an agreement be-
tween two or more insurance companies by which
the risk of loss is shared) and the cooperative
nature of mutual companies were also analyzed
(chapter 5).

GAO obtained tax data on 42 of the largest life
insurance companies for the 5-year period 1974-
78 that provided a foundation for our analyses
of the taxation of life insurance companies
(chapter 6). In 1978 these 42 companies held
approximately 72 percent of the industry's as-
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sets and wrote about 62 percent of life insurance
in force. GAO also analyzed tax data on 1,254
life companies with assets of less than $25
million (appendix 1IV).

FINDINGS, CONCLUSIONS, AND RECOMMENDATIONS

GAO concludes that, primarily due to changes
in the industry structure, its product offer-
ings, and the effects of inflation, there are
three sections in the Act that the Congress
should consider changing. These sections deal
with:

--the method by which the reserve deduction,
that portion of current income necessary to
meet future obligations, is calculated;

--the definition of taxable income; and

--the method for approximating those reserves
that are computed on a preliminary term
basis. (Under a preliminary term basis, a
company adds less to its reserves during the
early years of a policy and then makes up
for the deficiency in later years. The com-
pany may elect to compute these reserves
either exactly or approximately.)

Six additional issues merit the Congress' con-
sideration, Because of time constraints and
limited availability of data, GAO is unable

to make specific recommendations for changes
in these areas; however, because of the exten-
sive litigation arising from some of these
issues, GAO is certain that the Congress will
wish to study them further in the future. The
three specific changes will be presented first,
followed by a brief description of the six
additional problem areas. )

RESERVE DEDUCTION

The method by which a life insurance company
calculates its reserve deduction is crucial

in determining its tax liability. This results
because the higher the reserve deduction the
lower the tax liability. From extensive analy-
ses of the subject, GAO found (chapters 4 and
6):

--that due to spiraling inflation, changes in

product mix, and increasing earnings rates,
the current method of calculating the reserve
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deduction is no 1onger"appropriéte. 1f the
gap between the current earnings rate and
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continues to widen, the reserve deduction will
first become larger.and then smaller because
of the 10 to 1 approximation. (The 10 to 1
approximation adjusts reserves downward 10
percent for every 1 percent by which the in-
terest rate earned exceeds the rate used in
computing reserves.) Many large companies are
approaching the maximum reserve interest deduc-
tion available under current law. Therefore,
GAO concludes:

--that the portion of the Code specifying the
calculation of the reserve deduction should
be revised to reflect the changes in the
industry over the past 20 years and the
changed economic environment in which the
industry operates.

Further, GAO recommends:

--that the amount of the deduction should be evalu-
ated in light of the following considerations:

--the assumed rate used by thHe companies in
computing reserves;

--the inflationary environment in which the
industry has operated in recent years; and

--the practice approved by the Congress in
1959 of allowing life insurance companies
to deduct amounts in excess of the required
interest implied in the assumed rates.

Three basic alternatives to the 10 to 1 rule
are discussed in this report. The alternatives
are:

--substituting the required interest based on
assumed rates for the 10 to 1 approximation;

--replacing the 10 to 1 approximation with a
geometric approximation, which provides a
larger reserve deduction in the current
economic environment; and

--substituting a 4.5 percent maximum for the

average earnings rate with either the 10 to
1 approximation or the geometric approximation.
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GAO recommends that the Congress consider select-
ing one of the above alternatives to replace the
10 to 1 approximation.

TAXABLE INCOME

The importance of the method used by life insurance
companies in determining their taxable income is
paramount. In this area, GAO found (chapters 4

and 6 and appendix III):

--that the provisions of the Act which control
the determination of life insurance company
taxable income are no longer appropriate. The
deferral of one-half of the underwriting gains
(income that a company generates from insur-
ance operations as distinct from investment
income) accruing to all companies can no
longer be justified, and should be revised
to reflect current realities. The stated
purpose of the tax deferral was to provide a
cushion, particularly to small and new compa-
nies, to meet the contingencies of catastro-
phic losses. However, the industry's opera-
tions over the last 20 years have proven
quite predictable. Stock companies are the
primary beneficiaries of this provision.

Among the stock companies, many larger compa-
nies already have accumulated considerable
amounts of policyholders' surplus.

Therefore, GAO concludes:

-~that there should be no automatic deferral
of one-half the excess of gain from opera-
tions over taxable investment income for
life insurance companies; however,

GAO recommends:

--that elimination of this tax deferral should
be gradual and indexed to the age of the
individual companies. This deferral would
be 50 percent for new companies for 15 years
and then phased out for them as well as for
the companies already in existence for 15
years or more by decrements of 10 percent
per year over a period of the next 5 years.

RESERVE REVALUATION

The method by which life insurance companies
revalue reserves is important because it can
significantly reduce their tax liability.

This results because in revaluing the reserves
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there is a direct effect on the size of the
reserve deduction. In examining this area,
GAO found (chapters 4 and 6):

--that the current law provides two methods of
revaluing reserves (1) exact revaluation,
and (2) approximate revaluation. The latter
allows for permanent policies of insurance an
increase of $21 per thousand dollars of the
amount at risk. Such an allowance is exces-
sive and not appropriate as it results in
unwarranted reserve deductions.

GAO concludes:

--that the above allowance of $21 is greater
than what is actuarially needed (chapter 7).
A lower allowance is more appropriate today
because of changes in product offerings and
reserve methods prevalent in the industry.

Therefore, on the basis of actuarial analyses,
(appendix III), GAO recommends:

--that only $15 per thousand dollars of the
amount at risk be allowed in revaluing re-
serves for permanent insurance plans.

There are six additional provisions of the Act
that GAO feels merit further consideration by
the Congress. GAO's suggestions for the six
provisions concern:

--the appropriateness of the tax treatment of
investment type contracts designed to take
advantage of the current high interest rates
and favorable tax treatment afforded tax-
deferred annuities;

--a definition of a life insurance company
tightened to prohibit a company doing mostly
nonlife insurance business from gualifying
as a life insurance company for tax purposes;

--a clear definition of life insurance reserves;
--a modification of the portion of the Code deal-
ing with the deduction for investment expenses

to specify which expenses are deductible;

--a clearer definition of assets; and

--an examination of the use of modified coinsurance,

a form of reinsurance, to avoid taxes.
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AGENCY AND INDUSTRY COMMENTS

GAO received comments on a draft of this report
from the Department of the Treasury, the Internal
Revenue Service, and several life insurance in-
dustry trade associations. These comments were
organized in the following manner: An overview
covering broad issues was followed by a more
in-depth discussion. Following these comments
were page~by-page suggested changes. All but
the page-by-page comments are reprinted in
appendix VIII. The comments dealt with a wide
range of topics and changes have been made to
the report in response to some of these com-
ments.

The comments from the Department of the Treasury
and IRS suggest that GAO is sponsoring overall

tax relief for the industry and guestion whether
such relief is necessary. GAO disagrees with

this assertion and points out that two of the
alternatives concerning the reserve deduction as
well as two specific recommendations of the report
would result in increased taxation. Treasury and
IRS also comment on certain issues that GAO did not
address in the report. Finally, Treasury questioned
GAO's acceptance of the framework of the 1959 Act
as a basis for its analysis.

The industry representatives disagreed with the
report's recommendations and objected to GAO's
conclusion that the performance of the life insur-
ance industry has proven to be predictable. GAO's
conclusion was based upon industry-wide data
spanning some 50 years. These representatlves
also questioned the appropr1ateness of GAO's
sample and argued that GAO's data base did not
reflect the industry's overall composition. GAO
disagrees with this assertion and points out

that, though small in number, the sample companies
would certainly reflect the revenue effects of any
proposed changes in the law. (See appendix VIII.)

vii






Contents

— w— a— — om— w— -

GLOSSARY
CHAPTER

1 INTRODUCTION
Criteria for evaluation
Objectives, scope, and methodology
Methodological approach

2 THE LIFE INSURANCE INDUSTRY IN THE AMERICAN
ECONOMY: TWO DECADES AFTER THE 1959 ACT
Introduction
Life insurance and the individual
policyholder
Estate creation role
The security function
A vehicle for saving
A credit mechanism
Financial intermediation
Investments of life insurers
Changes in life company assets
since 1952
Equity investment
Mortgages
Pattern of savings with life
insurance companies
shift to term insurance
Summary of financial intermediation
role
Changing nature of product offerings
Credit life insurance
Industrial life insurance
Pensions
Other activities
Summary of life company product
changes
Industry composition
Summary

3 FEDERAL INCOME TAXATION OF LIFE INSURANCE
COMPANIES

Characteristics of the life insurance
industry

Methods of taxing life insurance company
income '

Taxation prior to 1958

Life Insurance Company Income Tax

Act of 1959

Page

viii

[~

30
30

31
32

34



CHAPTER

Long-term nature of the policies
Prorating income between policy-
holders and the company
Tailoring the tax law to mutual
and stock companies
How taxable income is established
Phase I: Taxable investment income
Phase II: Gain from operations
Phase I1I: Deferred income taxes
Special provisions of the 1959 law
Group life, accident and health
deduction
Income exemption on segregated
pension plan reserves
Small business deduction
Amendments to the 1959 Act
Summary

4 EXAMINATION OF SPECIFIC PROVISIONS OF THE
1959 ACT
Investments
Tax-exempt securities
Discount bonds
Other life company or annuity company
acquisitions
Nonlife company acquisitions
Policy and other contract liability require-
ments ,
Reserve interest deduction
Pension reserve interest deduction
Phase I and Phase I1 interplay
Preliminary term adjustment--Section 818(c)
Deferred annuities
Definitions under LICITA

5 CREDIT LIFE REINSURANCE
Introduction
Definition of a life insurance company
The .Consumer Life case
Summary

6 CHANGING THE LAW: ALTERNATIVES AND EFFECTS

Tax burdens
The sample profile

Assets

Insurance in force

Insurance issued

Premiums received

Sample company income and tax trends
The policyholder reserve interest

deduction

Eratl

Page
36

37

39
40
42
42
42
45

47

47
47
47
48

50
50
50
51

51
52

52
53
59
60
63
66
68

72
72
73
74
78

79
79
79
81
82
83
83
83

85



CHAPTER Page

Effect of alternative methods of computing

the reserve deduction 87
The free interest method 89
The geometric approximation rule 89
Substituting a 4.5 percent maximum
for the earnings rate 91
Effect of changes on other features of
the 1959 Act 95
Fifty percent deferral of under-
writing gains 95
Preliminary term reserve 100
Summary 101
7 CONCLUSIONS AND RECOMMENDATIONS 102
Reserve deduction 102
Taxable income 103
Reserve revaluation 104
Recommendations for study of six provi-
sions of the Act 105
Section 805(e)--deferred annuities 105
Section 801(a)--1ife insurance com-
pany defined 105
Section 801(b)--1life insurance re-
serves defined 105
Section 804(c)(1l)--investment
expenses 106
Section 805(b)(4)--assets 106
Section 820--modified coinsurance 106
APPENDIXES
I How the law works: An illustration 107
II Effect of Alternative Changes on Sample Com-
panies, 1974-1978 117
II1I Reserve revaluation: Section 818(c)(2) - 123
v An examination of small life insurance
companies' taxation 136
\Y An analysis of mutual companies as
cooperatives 144
VI Legislative language for report
recommendations 158
‘ VII Nonfederal Government individuals contacted 161
f VIII Agency and life insurance trade associations

comments 165




TABLES

1

)}

10

11

12

13

14

15

Major asset holdi U.S. life insurance
5

ng
companies, 19 7

a:»cn

2~

Changes in mortgages held by U.S. life
insurance companies, 1952-78

Savings through life insurance companies
as a proportion of total net asset acqui-
sition of financial assets by individuals--

c
annual flows, 1952-78

Face value of life insurance in force in
the United States, selected years, 1957-77

Credit life insurance in force in the
United States, selected years, 1950-78

Number, assets, and insurance in force of
mutunal and stock life ingsurance hnmnanleg,

Aive el a LRl D LUDWA A4Aac Al sl =]

selected years, 1959-78

onceptual approaches used
ife insurance industry

Percentage of net investment income deductible
in computing taxable income, 1942-57

Share of Federal corporate income taxes on
U.S. life insurance companies that was paid
by mutual companies and average of mutual
companies' share of industry assets and
life insurance in force, 1965-68 and 1972-75

" Phase I computation of taxable investment

income
Phase II computation of gain from operations

Total premium income for three leading life
companies, 1974-79

1979 distribution of premium income for three
leading life companies

Face amount of new life insurance placed for
three leading life companies, 1979

'-‘
w

21

24

25

29

33

35

41

43

44

69

69

69



TABLES

16

17

18
19

20

21

22
23

24

35

26

27

28

29

30

31

32

A comparative example of the reserve test
Calculation

Comparative income tax burden of life insurance
companies and banks, 1960-76

Comparison of sample with industry, 1978

Gain from operations before special deductions,
42 sample life companies, 1974-78

Effective tax rates on gain from operations
before special deductions

Net rate of return on investments of U.S. life
insurance companies

An exposition of rising marginal tax rates

Impact of suggested changes in LICITA on
42 companies for 1978

Impact of some suggested revisions of
LICITA on a sample of 42 companies, 1974

Impact of some suggested revisions of
LICITA on a sample of 42 companies, 1975

Impact of some suggested revisions of
LICITA on a sample of 42 companies, 1976

Impact of some suggested revisions of
LICITA on a sample of 42 companies,. 1977

Impact of some suggested revisions of
LICITA on a sample of 42 companies, 1978

Differences between net level & CRVM mean
reserves per $1,000--1958 CSO--3 1/2%--
continuous functions--whole life--male

Adjustment of differences to amount at
risk basis

Weights used in calculating approximate
method preliminary term adjustment

Calculation of weighted adjuétment per $1,000
amount at risk

i

80
81

84

85

86
88

90

118

119

120

121

122

127

129

130

131



TABLES

33

34

35

36

37
38

39

40

41

42

FIGURES

1

Differences between net level & CRVM mean .
reserves per $1,000--1958 CSO--3 1/2%--
continuous functions--Male--Term to 65
(20 Y.T. for age 55)

Adjustment of differences in reserves to
amount at risk basis--differences per
$1,000 x amount at risk per $1 issue age

Weightings used in calculating approxi-
mate preliminary term adjustment

Calculation of weighted adjustment factors
per $1,000 amount at risk

Texas life insurance companies
Arizona life insurance companies

Small companies with taxable income by
age of company

Comparison of use of certain special pro-
visions between small and larger companies,
1977

Election participation in the 10 largest
U.S. mutual life companies, 1968

Policyholder dividend payments as a per-
centage of prior year net gain after taxes

Effective reserve interest deduction rate--Menge
formula with an assumed reserve rate of 3.0%

Assets held by sample companies compared to rest
of industry

A comparison of revenues produced by 3 alter-
natives to the current law based on a sample
of 42 companies

A comparison of percent change in tax lia-
bilities under 3 alternatives to the current
law based on a sample of 42 companies

Effective reserve interest reduction rate--
geometric formula with an assumed rate of 3.0%

Page

132

133

134

135
136

137

140

142

152

155

56

82

92

923

926



FIGURES Page

6 Effective reserve interest deduction rate--a

comparison of three alternatives--assumed

rate 3.0% ‘ 97
7 Calculation of taxable investment income | 108

ABBREVIATIONS
A and H Accident and health insurance
ACLI American Council of Life Insurance
ALC American Life Convention
CRVM Commissioners Reserve Valuation Method
Cso Commissioners Standard Ordinary Mortality
Table of 1941

DOC Department of Commerce
GAAP ) Generally Accepted Accounting Principles
H. Rpt. House Report
IRS Internal Revenue Service
LICITA Life Insurance Company Income Tax Act of 1959
NAIC National Association of Insurance Commissioners
NALC National Association of Life Companies
S. Rpt. Senate Report

TSA Transactions of the Society of Actuaries



GLOSSARY

Adjusted reserves rate The lesser of current or average earnings
rates (for the current and preceding four years).

nimit’ed agsets Assets of an insurer permitted by a State to be
taken into account in determining its financial condition.

Amou.:t at risk Face amount of a policy less accumulated reserves.

Anuuity An annuity contract is a promise by an insurance company
to pay the annuitant or a designated beneficiary a speci-
fied sum (frequently in installments) for the duration
of a designated life or lives in return for a considera-
tion which is often referred to as a premium.

Assessable policies Policies requiring the insured pay an addi-
tional amount to meet losses greater than those anticipated.

Assumed earnings rate The weighted average rate of earnings

assumed in the calculation of reserves. This is not the
rate assumed in calculating premiums.

Current earnings rate The amount determined by dividing annual
investment yield by the mean of the assets at the begin-
ning and end of the year.

Due and deferred premiums The balance, on December 31 of each
year, of premium installments not yet due (deferred)
plus premium installments due but uncollected (due).

Endowments Endowment life insurance, as distinguished from
term life or whole-life insurance, pays the face amount
of the policy at the time of the insured's death or after
a stated number of years, usually 20 to 30 years, which-
ever occurs first.

Gain from operations All of a company's receipts (gross income)
reduced by the policyholders' exclu51on and certain
other deductions. :

Graded premium policies On these plans the initial premium is
40-50 percent of the ultimate premium. The ultimate pre-
mium is reached by uniform additions each year for 5, 9,
or 10 years.

Graded reserves Reserves which are low initially and increase
gradually until they equal net level reserves at
10-20 years.

Industrial insurance 1Insurance, currently marketed as home serv-
ice life, wherein premiums are primarily intended to be
paid on a weekly basis, although less frequent intervals
of payment may be arranged, and the payments are collected
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by an agent who calls at the home or place of work of the
insured.

Inside buildup That portion of life insurance company earnings
which have historically been untaxed, either to the com-

pany or the individual policyholder.

Life insurance policy A contract of insurance providing for pay-

ment of a specified amount on the insured's death either
to his estate or to a designated beneficiary.

Life insurance, ordinary Whole-life insurance written under a

contract providing for periodic payment of premiums as
long as the insured lives. Life insurance (other than
group) usually in amounts of $1,000 or more with premiums
paid monthly or at longer intervals.

Life insurance, straight See Life insurance, ordinary.

LLife insurance, term See Term life insurance.

Matching principle The accounting principle which dictates that
expenses be matched with revenues for any given time
period or accounting cycle.

Menge formula A means of adjusting the mean of life insurance
reserves for the current year. The mean reserves are
reduced by 10 percent for every 1l percent by which the
adjusted reserve rate exceeds the weighted average rate
of interest assumed in computing reserves. The life
insurance reserves thus adjusted are multiplied by the
adjusted reserve rate, and the product is added to the
product of the mean pension plan reserves times the
current earnings rate and to interest paid.

Modified coinsurance A form of indemnity reinsurance whereby
the reinsured maintains the reserves on the policies
reinsured and the assets held in relation thereto, and
all or a portion of the investment income derived from
those assets is paid to the reinsurer as part of the
consideration for the reinsurance.

Mortality tables A statistical table showing the death rate at
each age, usually expressed as so many per thousand.

Mutualization The conversion of a stock life insurance company
into a mutual life insurance company.

Net level premium The cost of life insurance based upon pure
mortality and interest from the inception of the contract
until its maturity date.

Nonparticipating insurance Policies which guarantee the final
cost in advance. They are called nonparticipating be-~
cause they do not have dividends. Nonparticipating
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Taxable investment income The interest earned, dividends earned,
rents and royalties earned of a company less certain de-
ductions (investment expenses, depreciation, real estate
taxes and depletion) produces investment yield which is
further reduced by the policyholders' share of this
yield. Net long-term capital gains are added to invest-
ment yield which is then reduced by the company's share
of tax-exempt interest and dividends received and the
small business deduction. The remainder is taxable in-
vestment income.

Ten to one rule That portion of the Menge formula involving the
10 for 1 downward adjustment in reserves.

Term life insurance Life insurance protection during a certain
number of years, but expiring without policy cash value
if the insured survives the stated period.
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Taxable investment income The interest earned, dividends earned,
rents and royalties earned of a company less certain de-
ductions (investment expenses, depreciation, real estate
taxes and depletion) produces investment yield which is
further reduced by the policyholders' share of this
yield. Net long-term capital gains are added to invest-
ment yield which is then reduced by the company's share
of tax-exempt interest and dividends received and the
small business deduction. The remainder is taxable in-
vestment income.

Ten to one rule That portion of the Menge formula involving the
10 for 1 downward adjustment in reserves.

Term life insurance Life insurance protection during a certain
number of years, but expiring without policy cash value
if the insured survives the stated period.
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by an agent who calls at the home or place of work of the
insured.

Inside buildup That portion of life insurance company earnings
which have historically been untaxed, either to the com-

pany or the individual policyholder.

Life insurance policy A contract of insurance providing for pay-
ment of a specified amount on the insured's death either
to his estate or to a designated beneficiary.

Life insurance, ordinary Whole-life insurance written under a
contract providing for periodic payment of premjums as
long as the insured lives. Life insurance (other than
group) usually in amounts of $1,000 or more with premiums
paid monthly or at longer intervals.

Life insurance, straight See Life insurancé, ordinary.

Life insurance, term See Term life insurance.

Matching principle The accounting principle which dictates that
expenses be matched with revenues for any given time
period or accounting cycle.

Menge formula A means of adjusting the mean of life insurance
reserves for the current year. The mean reserves are
reduced by 10 percent for every 1 percent by which the
adjusted reserve rate exceeds the weighted average rate
of interest assumed in computing reserves. The life
insurance reserves thus adjusted are multiplied by the
adjusted reserve rate, and the product is added to the
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current earnings rate and to interest paid.

Modified coinsurance A form of indemnity reinsurance whereby
the reinsured maintains the reserves on the policies
reinsured and the assets held in relation thereto, and
all or a portion of the investment income derived from
those assets is paid to the reinsurger as part of the
consideration for the reinsurance.

Mortality tables A statistical table showing the death rate at
each age, usually expressed as so many per thousand.

Mutualization The conversion of a stock life insurance company
into a mutual life insurance company.

Net level premium The cost of life insurance based upon pure
mortality and interest from the inception of the contract
until its maturity date.

Nonparticipating insurance Policies which guarantee the final
cost in advance. They are called nonparticipating be-
cause they do not have dividends. Nonparticipating
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CHAPTER 1

INTRODUCTION

Life insurance companies are taxed under provisions of the
Internal Revenue Code enacted as the Life Insurance Company Income
Tax Act of 1959 (LICITA). These provisions culminated 50 years
of trial and error with alternative methods of taxation. The
1959 Act contains a number of controversial provisions, and,
during the 20 years that have elapsed since its passage, the im-
pact of these provisions on the industry has changed. Many fea-
tures of the law were geared to the industry as it was structured
in 1959, which may be described briefly as:

--mutual companies, which represented only 11 percent of
the total number of life companies in business, dominated
the industry;

--whole life insurance, generating large reserves and in-
vestment income, was the predominant life insurance prod-
uct sold; and

-~-the rate of inflation was minimal (0.8 perbent) compared
to recent rates of 10 percent and more, and earnings rates
on investments were much lower.

The Congress considered the industry's structure and pro-
vided special features in the 1959 Act that recognized:

--the competitive balance between mutual and stock companies,

--the importance of fostering the survival of small life
companles that were by far the largest number of life
companies doing business, and

--the long-term nature of the life insurance business.

In the past 20 years, the life insurance industry has changed
considerably, reflecting the many economic pressures that U.S.
businesses have had to face. The balance in the industry between
stock and mutual companies has changed, and mutual companies no
longer dominate the industry to the extent they did in 1959.

This balance was a crucial factor in the House and Senate debates
preceding passage of the Act. The lines of business that life
insurance companies write has undergone a dramatic shift since
1959, away from whole life policies to term and group insurance.
As a result of this shift away from whole life, insurance compa-
nies may become more dependent on underwriting income and less
dependent on investment income which affects the way a life
‘insurance company is taxed. There has been a dramatic increase
'in the pension line of business and its growth has yet to peak.



The effects of inflation on the industry are becoming more
severe because of certain provisions of the Code applicable to
the industry. The most dramatic effect of inflation on the opera-
tion of LICITA is embodied in the determination of the policy-
holder reserve interest deduction. As nominal earnings rates
rise in conjunction with inflation, the life insurance reserve
interest deduction at first becomes larger, then becomes smaller
when earnings rates exceed a certain level. Many companies are
approaching the maximum reserve interest deduction available
under current law. A fall in the reserve interest deduction
results in a rise in the firm's tax liability.

However, as with other financial intermediaries, the life
insurance industry is somewhat shielded from the ravages of in-
flation. The bulk of life companies' liabilities arise from
long-term contracts of fixed dollar amounts that are unaffected
by inflation. On the other hand, to the extent life companies'
assets are invested in long-term, fixed dollar issues, the value
of these investments is eroded by inflation.

As for the policyholders, inflation has eroded the savings
element of whole life policies. The low guaranteed rates on
policy loans attached to these policies has induced unanticipated
demands on life company assets. Inflation also renders term in-
surance more attractive because it offers higher coverages at a
lower cost when compared to whole life policies.

The tax consequences of these changes are becoming greater
with the passage of time, and the Congress has in the past ex-
pressed great concern over the vulnerability of various indus-
tries to such changed industry positions. Several provisions of
the Act have given rise to much litigation, and the equity of
some of these provisions remains in doubt even today.

CRITERIA FOR EVALUATION

The examination of any tax law must be considered in light
of its equity and efficiency. An income tax is considered equit-
able if comparable firms with equal incomes are taxed equally.
Efficiency concerns the allocation of resdurces. For a tax to
be efficient, it must not adversely alter the pretax allocation
of resources in the economy. The manner in which annual life
insurance company income is measured may create some inequities
arising from certain deductions and allowances. The type of
corporate organization (stock or mutual) can also affect the
equity of LICITA depending upon the role of the policyholder in
the mutual.

In examining LICITA, special provisions that may distort the
allocation of resources must be addressed. 1/ Principal among
the tax-induced disortions is the effect LICITA has on company

l/These issues are discussed at length in chapter 4.



investment policies. For example, the way earnings from tax-
exempt securities are prorated between the policyholder and the
company may have discouraged insurance companies from purchasing
such securities. Furthermore, since capital gains are taxed
favorably, companies are encouraged to purchase deep discount
bonds. Also, large companies taxed primarily on investment in-
come endeavor to arrange their business transactions to generate
underwriting gains rather than investment income. Further, the
income tax-exempt status of a portion of permanent policy proceeds
favors life insurance over alternative forms of individual savings.

Our examination of LICITA begins with changes in the industry
over the past 20 years. Most of these changes have direct tax
consequences. The examination of changes in the industry is fol-
lowed by an explanation of this very complex portion of the Code,
including a brief history of Federal taxation of the industry and
a discussion of the nature of life insurance company income.
Following this is an examination of specific provisions of the
Act and credit life reinsurance companies are then discussed.

The report concludes with a discussion of various alternative
changes to the Act that the Congress may find useful in any
future discussion of the taxation of the life insurance indus-
try.

OBJECTIVES, SCOPE, AND METHODOLOGY

This report provides the Congress with:

--an overview of the life insurance industry and changes in
the industry since 1959,

-~a detailed analysis of certain specific provisions of the
Act in light of the changed industry conditions, and

--an examination of the revenue impact of certain proposed
changes in various key provisions of the Act.

The framework of the 1959 Act has been accepted for the pur-
poses of this study, though acceptance should.not be construed to
‘mean endorsement. Among the topics that are not considered within
'these pages are: '

--the propriety of allowing companies a current deduction
for additions to policyholders' reserves rather than post-
poning the deduction until benefits are paid, as some com-
mentators have suggested;

--the extent to which the omission from the individual income
tax base of amounts credited by the company to policyholders'
reserves (the "inside buildup”) should affect the structure
of company-level taxation;

--the possibility of attributing company earnings to policy-
holders and taxing them at the individual level as a sub-
stitute for company-level taxation;



--the question of whether special offsets should be allowed
during an inflationary period against taxes imposed on
returns to capital, whether the recipients are life insur-
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--the propriety of bending tax policy to respect the "com-
petitive balance” (the term normally used) between stock
companies and mutual companies within the l1ife insurance

industry; and

--the relevance today of certain social and economic objec-
tives that were expressed in the 1959 Act.

Some points relating to these omitted topics are raised in
the comments we received on a draft of this report from the
Department of the Treasury, the Internal Revenue Service, and
industry representatives.

The literature available on the life insurance industry was
reviewed and recognized experts in the area of life insurance
taxation were consulted. Discussions were also held with the
staff of the Joint Committee on Taxation, and their guidance and
interest were most helpful. The life industry trade association,
the American Council of Life Insurance (ACLI), and the National
Association of Life Companies (NALC) were also most helpful.

A.M. Best & Company, the principal reporter of life insurance
industry data, was a valuable source of information. Much data
on taxation of the industry was provided by the Internal Revenue
Service. We obtained tax data for 42 of the largest life insur-
ance companies for the S5-year period 1974-78 which provided a
foundation for our analyses. Sample size was limited by the
number of companies whose returns were available for the entire
period. 1In 1978, these 42 companies held approximately 73 per-
cent of the industry's assets and wrote about 62 percent of life
insurance in force. While small in number, this sample represents
a large portion of the industry's assets, premiums received, new
business written, and insurance in force; and the revenue effects
of any changes in the law would certainly be reflected in the
returns of these companies. We also analyzed tax data for a
sample of small life companies. :

Methodological approach

This review was conducted in two phases. First, a survey of
the industry was made to determine what issues were paramount,
what data were appropriate to analyze, and what information would
be most useful to the Congress in its legislative process. 1In
August 1979, GAO hosted a conference of industry representatives
and recognized tax experts. Additional meetings were held with
industry representatives, the ACLI, the NALC, leading academic
experts on life insurance, and industry executives.

During the implementation phase of our work we performed
extensive analyses of taxpayer returns for categories of life
companies segregated by asset size and form of organization.



This was done to ensure that all life company categories were
fairly represented. In addition to taxpayer returns, a variety
of data from other sources was examined to ascertain that our
taxpayer analyses were as accurate as possible. Our recommenda-
tions reflect the results of the analyses performed.



CHAPTER 2

THE LIFE INSURANCE INDUSTRY IN THE AMERICAN

ECONOMY: TWO DECADES AFTER THE 1959 ACT

INTRODUCTION

By any measure, the life insurance industry is a major
component of the domestic economy. In 1978, 86 percent of Ameri-
can families owned life insurance at an average level of coverage
per insured family of $40,800. 1/ U.S. life insurance companies
received life insurance premiums, annuity considerations, and
health insurance premiums that year in the amount of $78.8 bil-
lion 2/, which represented 5.4 percent of disposable personal in-
come 1n 1978. 3/ Their net investment earnings in the same year
totaled $25.2 billion. 4/

An important measure of industry size is the amount of life
insurance in force, i.e., the face value of all outstanding
policies. This amount represents the total of all potential
policyholder claims against an insurer--the amount a company
would have to pay in benefits should all of its policies suddenly
mature. Total life insurance in force was nearly $2.9 trillion
at the end of 1978, $288 billion more than a year earlier. 5/

During 1977 the entire insurance industry employed 1.5 mil-
lion persons. By comparison, motor vehicle and related equipment
production accounted for 891,000 workers and the Federal Govern-
ment employed 2.7 million. Total nonagricultural employment in
the U.S. in 1977 numbered 82.1 million; accordingly, insurance
employment composed approximately 2 percent of the total. 6/

l/American Council of Life Insurance, Life Insurance Fact Book
1979 (hereinafter Fact Book 1979) (ACLI,_1979), p. 9.

2/1bid., p. 7.

3/U.S. Department of Commerce, Bureau of Economic Analysis, Survey
of Current Business vol. 60, April 1980, p. 16.

4/Fact Book 1979, p. 56.

5/Ibid., p. 7. Note: These numbers may not precisely match data
collected by other sources, e.g., there are relatively minor
differences in data collected by Flow of Funds, Best's Reports,
and the ACLI.

6/U.S. Bureau of the Census, Statistical Abstract of the United
States 1978 (DOC, 1978), pp. 415-16.




A prerequisite to examining the LICITA is understanding the
life insurance industry's role and structure in the American
economy. This is especially important since the life insurance
industry today has changed substantially since 1959.

In the following pages, these topics will be closely
examined:

-~the benefits of life insurance to the individual policy-
holder that include the security, saving, credit, and
estate creation functions of life insurance;

--the nature of the life insurance business;

--the changing nature of consumer demand for life insurance
company product offerings over time;

--the role of the life insurance industry in capital
formation; and

--the structure of the industry.

LIFE INSURANCE AND THE INDIVIDUAL POLICYHOLDER

Life insurance provides a number of important advantages
for policyholders and their families. Principal among these are
the role of life insurance as an estate creator, as a provider
of security, as a saving medium, and as a credit mechanism.

Estate creation role

Perhaps the most important aspect of the role of life insur-
ance is its estate creation function. Immediate estate creation
is a feature inherent in every life insurance policy. The full
value of the estate is created immediately following receipt of
the initial premium payment (i.e., when the policy first goes
into effect). Pollcyholders thereby guarantee some financial
security for their surviving beneficiaries (death proceeds are
tax free to the beneficiaries).

The security function

Individuals are exposed to many serious uncertain events,
including premature death and disability. A primary function of
insurance is to compensate individuals by having the losses of
the few paid for by the contributions of the many who are exposed
to similar risks.

From the individual's perspective, life insurance can be
defined as a contract under which, for a stipulated premium, the
insurer agrees to pay the insured or a beneficiary a defined
amount in the event of death, disability, or some other stipulated
contingency.



In addition to the principle of risk pooling, a firm's abil-
ity to issue life insurance is dependent on its ability to pre-
dict, with reasonable accuracy, the number and amount of claims
that can be expected over a given interval of time. Fortunately
for the insurer, the "law of large numbers" is applicable to
underwriting operations. 1/ If a company insures an extremely
large number of lives, practically all uncertainty regarding the
amount of policyholder claims over a given period is removed.
Life companies are therefore able to enter into long-term con-
tracts due to the highly predictable nature of mortality
experience. 2/

A vehicle for saving

In paying their annual premiums, life policyholders obtain
financial protection against unforeseen events, but at the same
time under "permanent" types of life insurance and annuities they
obtain an element of savings that is somewhat analogous to a
deposit in a thrift institution. 3/ During inflationary periods,
this savings element of permanent insurance becomes less attrac-
tive, and permanent policy purchases decline as other savings
media offer higher interest rates.

During the initial years of an individual permanent-type
policy, premiums will be in excess of the current cost of insur-
ance protection. The insurance company retains this differential
as reserves and reinvests it to make up for the deficiency 1in
later years when the annual individual premium is insufficient to
cover the actual costs of protection. These excess charges dur-
ing an individual policy's early years comprise a savings element
that is accumulated and held by the company for the policyholder.

Hence, the ordinary life policy, as is true in other forms
of permanent insurance, provides protection and savings, By
entering into a contract with a savings feature, individuals
volunteer to pay the insurer periodically an amount sufficient
so that, after some agreed upon period, these funds will be

1/The "law of large numbers" is a part of the theory of probabil-
ity that is the basis of insurance. The larger the number of
risks or exposure, the more closely will the actual results
obtained approach the probable results expected from an infin-
ite number of exposures. See Lewis E. Davids, Dictionary of
Insurance (hereinafter Dictionary), 5th ed. (Totowa, N.J.:
Littlefield, Adams & Co., 1977), p. 147.

2/Mortality experience is predicted using mortality tables which
show the death rate at each age, usually expressed as so many
deaths per thousand individuals. See Dictionary, p. 170.

3/Permanent insurance refers to a policy that accrues cash values
It includes whole life, ordinary life, and endowment policies.



returned to the insureds or their beneficiaries with interest.
In this way, life insurance acts as a form of programmed savings.

A credit mechanism

An additional feature of the life contract is its perform-
ance as a credit source. Like other financial assets, life in-
surance can be considered property. The life contract provides
its holder with collateral for loans, and financial institutions
are assured that a potential borrower has financial stability.
By doing this, life insurance increases the amount of potential
individual credit available in the economy.

Cash values accumulated on permanent life policies consti-
tute savings that are easily quantifiable and readily available.
These funds make possible the policy loan privilege: The insur-
ance company advances, on the security of a policy, an amount
with an interest charge that does not exceed the accumulated cash
value. Interest rates specified on such locans are usually quite
low, in the neighborhood of 5 to 6 percent (increased to 8 per-
cent for newly-issued policies). 1/ An important advantage of the
policy loan is that the policy's savings element can be used on
a borrowed basis while the absolute size of the savings element
continues to increase. The policy loan privilege provides a
highly flexible source of individual liquidity that continues to
grow as long as the insurance contract remains in effect. For the
policyholder, it is the combination of tax deductible interest,
offset by the benefit of partially tax—-exempt income, that makes
policy loans so attractive.

FINANCIAL INTERMEDIATION

Through their insurance policies, millions of individuals
have accumulated savings while providing security for their
family's financial position. These premium dollars are pooled by
insurers who cycle these funds back into capital markets in the
form of investments. This process is conventionally labeled
“financial intermediation." Financial intermediaries act as
middlemen between suppliers of capital--savers, depositors, in-
vestors, shareholders, policyholders, or beneficiaries--and in-
vestors in real assets. In addition to life insurers, the prin-
cipal financial intermediaries are: commercial banks, savings

‘and loan associations, mutual savings banks, fire and casualty

insurance firms, mutual funds, public and private pension plans,
and real estate investment trusts.

1/The National Association of Insurance Commissions is sponsoring
a model bill pending in a number of State legislatures that
provides that interest rates for policy loans be indexed and
vary with the market.



Among financial intermediaries, life companies rank third
by asset size. As of March 1979 commercial banks were by far the
largest intermediary with $1,332.5 billion in assets, followed
by savings and loan associations with $539 billion. The life in-
surance industry was third with $399 billion, followed by private
pension funds, mutual savings banks, State and local government
employee retirement funds, other insurance companies, and credit
unions, whose assets were substantially less. 1/ Life companies
as a group have demonstrated a relatively stable pattern of
growth in comparison to most intermediaries. Noninsured or
trusteed pension funds, those pension plans not administered by
life companies, have exhibited the most rapid growth and now rank
as the fourth largest intermediary. 2/

Investments of life insurers

Having obtained the savings of individual policyholders,
life companies allocate these funds among alternative investment
outlets. Life insurers make investment decisions based on some
of the following considerations:

--safety considerations require that substantial reserves
be maintained to meet obligations to policyholders;

--investments are predominantly long-term, reflecting the
long~-term obligations implicit in most life contracts and
pension accounts;

--companies seek to maximize after-tax investment income
subject to limitations on the extent of risk acceptable
on the principal;

--insurers seek to diversify their assets among many invest-
ments to achieve portfolio effect and thereby reduce
risk; 3/

--investments must provide sufficient liquidity to meet cash
needs resulting from variations in policy loan demand,
claims experience, and investment yields; and

1/Flow of Funds data, available from Flow of Funds Section, Board
of Governors of the Federal Reserve System (hereinafter Flow of
Funds).

2/1f a pension plan is insured, the funding agency is an insur-
ance company to which the employer pays funds set aside for
future pension benefits. 1In a trusteed plan, the agency re-
ceiving employer payments is a bank and/or trust company.

3/Through diversification, the combined risk of the portfolio is
smaller than of the individual items in the portfolio.
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--State laws set restrictions on the proportion of assets
that may be invested in real estate, common stock, and
other assets.

Various States have also set limitations on the proportion
of assets invested in the equity or obligations of a particular
issuer and on the percentage of a particular company's stock that
a life insurer may own. States have also delineated the quality
of bonds that may be purchased and the type of collateral that
can be held against mortgages.

Constrained by these factors, investable funds have been
allocated predominantly to corporate paper, mortgages, and policy
loans. Although companies exercise considerable freedom in their
investment decisions, it should be emphasized that company dis-
cretion operates within statutory limits.

Changes in life company assets since 1952

The magnitude and structure of life company investment port-
folios have changed substantially since 1952. Although life in-
surance has experienced a decline relative to other savings media,
life companies continue to exercise a major influence on capital
markets. In 1978, life insurers accounted for 54.8 percent of
all new funds raised in the corporate bond market and 6.2 percent
of total new mortgages. Over the 27-year period, 1952-1978, the
total financial assets of life companies experienced a more than
five-fold increase, from $71.5 billion at the end of 1952, to
$378.3 billion as of December 31, 1978. 1/ During the same time,
bank assets increased 6 times, pension plan assets 20 times, and
savings and loan assets 20 times. 2/

Table 1 shows the changes in the industry's investment port-
folio over the 1952-78 period. Throughout this time, corporate
bonds and mortgage financing constituted well over two-thirds of
total financial assets. Corporate bonds did, however, undergo a
slight percentage decline until 1971, falling from 42.8 percent of
total assets in 1952 to 36.9 percent in 1970. A recovery occurred
in following years reaching a level of 41.9 percent at the end of
1978. Openmarket paper, consisting of commercial paper, certifi-
cates of deposit, and other short-term financial instruments, are
recent additions to investment portfolios. g/ Prior to 1970, life
companies' holdings of openmarket paper were negligible, but by
the end of 1978 they composed nearly 2 percent or $6.4 billion in
assets. These instruments are relatively liquid and bear high
short-term interest rates. Coupled with increasing policy loan
demand, their attractiveness to the insurance industry is obvious.

1/Flow of Funds.
2/1Ibid.

3/1bia.

11
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Table 1

Major Asset Holdings: U.S. Life Insurance Companies
1952-78, (percentages of total financial assets)

Corporate Corporate Policy Miscellaneous
Year Bonds Mortgages Equities  Loans Assets
1952  42.8% 29.7% 3.4% 3.8% 2.7%
1953 43.5 36.5 3.4 3.8 2.7
1954 43.0 31.6 4.0 3.8 2.8
1955  42.3 33.5 4.1 3.7 2.8
1956 42.1 35.4 3.8 3.8 3.0
1957 42.7 35.9 3.5 3.9 3.1
1958 42.5 35.5 3.9 4.0 3.1
1959 42.2 35.6 4.1 4.2 3.3
1960 41.6 36.1 4.3 4.5 3.4
1961 41.2 36.0 5.1 4.7 3.5
1962 41.1 36.3 4.9 4.8 3.5
1963 40.9 36.9 5.2 4.9 3.6
1964 40.2 38.1 5.5 4.9 3.6
1965 39.6 38.9 5.9 5.0 3.7
1966 39.1 39.8 5.4 5.6 3.7
1967 38.9 39.1 6.3 5.8 4.0
1968 38.7 38.2 7.2 6.2 4.1
1969 38.0 37.7 7.2 7.2 4.4
1370 36.9 37.0 7.7 8.0 4.6
1971 37.0 35.1 9.6 7.9 4.7
1972 37.3 33.1 11.6 7.7 4.8
1973 37.8 33.2 11.6 7.7 4.8
1974 37.8 33.8 8.6 9.0 5.2
1975 37.7 31.9 10.0 8.7 5.4
1976 39.4 29.4 11.0 8.3 5.3
1977 41.5 28.5 9.7 8.1 5.6
1978 41.9 28.0 9.4 8.0 5.7

Source: Flow of Funds data, provided November
1979, Federal Reserve Board.
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Demand

U.8. Treasury State Open Deposits Total
and Agency and Local Market and financial
Issues Obligations Paper currency assets
(billions)

14.3% 1.6% 0.0% 1.6% $ 71.472
12.8 1.7 0.0 1.6 76.513
11.0 2.2 0.0 1.5 82.188
9.8 2.3 0.0 1.4 87.851
8.1 2.4 0.0 1.4 93.194
7.2 2.4 0.0 1.3 98.190
6.9 2.6 0.0 1.3 104.266
6.3 2.9 1.1 1.2 109.999
5.6 3.1 0.3 1.1 115.811
5.1 3.2 0.2 1.1 122.809
4.9 3.1 0.3 1.1 129.184
4.4 2.8 0.3 1.1 136.802
3.9 2.6 0.2 1.0 144.942
3.4 2.3 0.2 1.0 154.203
3.2 2.0 0.2 1.0 162.287
2.8 1.8 0.3 0.9 172. 645
2.6 1.7 0.3 0.9 183.067
2.4 1.7 0.7 0.9 191.296
2.3 1.6 1.1 0.9 200.934
2.1 1.6 1.3 | 0.8 215:198
2.0 1.4 1.3 0.9 232.365
2.0 1.4 1.3 0.9 244,750
1.7 1.4 1.6 0.8 255.018
2.2 l.6 1.7 0.7 279.674
2.5 1.8 1.7 0.6 311.079
2.7 1.8 1.4 0.6 339.788
3.0 1.7 1.7 0.6 378.284
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U.S. Government bonds, both Treasury and agency issues,

have declined sharply in both relative and absolute terms. Their
share has fallen from the 1952 level of 14.3 percent to 3.0 per-
cent in 1978. State and local government obligations, meanwhile,
have remained relatively constant. 1Initially, they experienced

a significant increase from 1.6 percent in 1952 to approximately
3.2 percent in 1961. Thereafter, a relative percentage decline
is evident. This reduction is related, at least in part, to the
treatment accorded tax-exempt securities under the Life Insurance
Company Income Tax Act of 1959.

Because of the way taxable income is computed, life insur-
ance companies effectively pay tax on a portion of the earnings
on tax-exempt bonds. As a result, an insurer receiving an addi-
tional dollar of tax-exempt interest income will actually incur
an increased tax liability. 1/ However, the tax liability in-
curred on an additional dollar of tax—exempt interest income is
less than that incurred on an additional dollar of taxable inter-
est income. Consequently, life insurance companies felt that
these bonds were less attractive than they were prior to 1959
when tax-exempt interest was wholly excludable from taxable
investment income.

Equity investment

In 1952, corporate equities accounted for only 3.4 percent
of total financial assets. They remained a relatively minor
investment item through the mid-1960s. Over the past 27 years,
however, changes in legal limitations on equity holdings and
investment approaches of life companies have transformed this
situation so that for the last 5 years 10 percent of total finan-
cial assets were channeled into stock market investments. 2/

Although corporate equities once composed a majority of life
company assets, State regulations arising in the aftermath of the
1905 Armstrong investigation sharply restricted such purchases. 3/

1/This occurs because only the company's portion of tax-exempt
interest is deductible from investment yield that has already
excluded the policyholders' share of investment yield. If a
dollar of tax-exempt investment income is substituted for a
dollar of taxable investment income, total taxable income is
reduced. This presumes that marginal changes have no effect
on earnings rates and reserves. For a more detailed discus-
sion, see John C. Fraser, "Mathematical Analysis of Phase I
and Phase II of The Life Insurance Company Income Tax Act of
1959," TsA, vol. 14, pt. 1, 1962, p. 67.

2/Flow of Funds.
3/The Armstrong investigation revealed a number of inequitable

practices widespread in the insurance industry. Some insurance
companies were engaged in banking through ownership of bank

14



New York, among other States, mandated that insurance companies
operating within their borders were prohibited from equity in-
vestment. In 1928 New York amended its law to permit purchases
of preferred and guaranteed stock. 1/ Portfolio acquisitions of
common stock were not allowed until 1951. Initially, equity in-
vestments were set not to exceed the lesser of 3 percent of com-
pany assets or one-third of total reserves. This initial ceiling
has been raised to 10 percent of assets or 100 percent of surplus,
whichever is less. Separate accounts {(assets that are accounted
for separately) that do not support guaranteed benefits have been
exempted from such limitations. These accounts enable life com-
panies to compete in the market for equity-funded retirement plans.

Life companies have traditionally been rather conservative
toward taking on the additional risk associated with equity
investment. This conservatism can be attributed to fixed-dollar
liabilities, and it follows that investments which offer the
potential for sizable capital losses should be avoided. Life
companies are also concerned with the practice of valuing equity
investments at current market prices in annual statements.

Under guidelines set by the National Association of Insur-
ance Commissioners (NAIC), common stocks are valued at the offi-
‘cial market price delineated by the NAIC (the last selling price
on December 31 of the year reported). If stock market prices
decline sharply and a sizable percentage of assets are invested
in common stock, an insurer's surplus could be largely depleted.
As a result, companies may elect not to purchase equities up to
the permitted ceiling. Increased equity investments may also
partially stem from LICITA's treatment of dividends received.
Prior to 1959, life companies were not allowed the 85 percent
deduction on dividends received permitted other firms. Dividends
were treated as part of regular taxable income.

Compared to the 1955-57 tax years, the 1959 Act raised the
effective life company tax rate and made dividends paid on cor-
porate equities eligible for the 85 percent deduction. As a
result, corporate stock became more attractive to portfolio
managers since the dividends received were taxed only partially.
This incentive may have influenced preferred stock purchases.
Preferred equity held by U.S. life insurance companies stood at
$7 billion at the end of 1974, or 2.6 percent of total assets.

stock, and other companies were selling securities and acting
as investment bankers. To eliminate these activities, the
Armstrong Committee recommended that, among other things, life
insurance companies be prohibited from investment in equities.
See Robert I. Mehr, Life Insurance: Theory and Practice (Dal-
las, Tex.: Business Publications, 1977), pp. 709-34.

1/A guaranteed stock is an equity that entitles the holder to
receive dividends at a fixed annual rate, the payment of which
is guaranteed by some outside person or corporation.
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This compares to 1960 figures of §$1.8 billion, or 1.5 percent of
assets. 1/ This increase in equity holdings provides another
example of LICITA's direct impact on corporate investment strate-
gies and managerial behavior.

Mortgages

Except for corporate bonds, mortgage loans have been the
most popular life insurer asset during the past several decades.
Table 2 indicates that relative mortgage holdings have been
quite variable. Mortgages comprised 29.7 percent of assets in
1952, increased to 39.8 percent in 1966, and then experienced a
steady decline in most recent years, reaching 28 percent of
assets at the end of 1978. This reduction in mortgage activity
has been attributed to increases in policy loan demand that ne-
cessitated a rearrangement of portfolio allocations. 2/ It may
also stem from the increasing attractiveness of corporate equity.

Sav1ngs through life insurance has declined relative to
other outlets for consumer savings. Table 3 shows this decline.
Life insurance savings are defined to include both changes in
reserves on life policies and life company administered pension
reserves. Based on this measurement, savings flows through life
companies have ranged as a percentage of total financial asset
acquisitions from a high of 18.8 percent in 1954 to a low of 8.6
percent attained in 1972.

.
Declines in mortgage market part

uniformly among all types of mortgages. L1fe companles, through
their mortgage lending, provide funds to individuals for the

purchases of homes, to businesses for the construction of a new

plant, to investors for building and expanding residential struc-

tures, and to others for such institutional development as hospl—
tals and medical centers. It appears that most of the decline in
mortgage financing can be attributed to a withdrawal from the home
mortgage field, which may be due in part to State usury ceilinqs

on personal 1oans. Mortgages flnancing 1 to 4 family residential
dwellings peaked as a proportion of total mortgages financed by
insurers in 1956, reaching 60.9 percent. Afterwards their rela-
tive ﬂnnfrihnfinn declined and by the end of 1978 only 15.2

percent of mortgage funds were channeled in this direction. 3/

1 /George R. Bishop, Capital Formation Through Life Insurance
(Homewood, Il1l.: Richard D. Irwin, 1976), pp. 159-61.

2/J3. David Cummins, An Econometric Model of the Life Insurance
Sector of the U.S. Economy (Lexington, Mass.: Lexington Books,
1975), p. 57.

3/Flow of Funds.

16



Table 2

Changes in Mortgages Held by
U.S. Life Insurance Companies 1952-78
(dollar amounts 1n billions)

Total Home Commercial Multi-Family
Year Mortgages Mortgages Mortgages Mortgages
1952 $ 1.937 $ 1.147 $ 0.355 $§ 0.257
1953 2.071 1.438 0.377 0.075
1954 2.654 1.958 0.493 0.041
1955 3.469 2.508 0.588 0.148
1956 3.544 2.469 0.804 0.063
1957 2.247 1.311 0.897 -0.064
1958 1.826 0.933 0.814 -0.004
1959 2.135 1.209 0.647 0.119
1960 2.574 1.296 0.924 0.199
1961 2.432 0.897 0.962 _ 0.385
1962 2.699 0.598 1.373 0.498
1963 3.642 0.957 1.698 0.595
1964 4.608 1.194 1.009 1.893
1965 4.861 1.064 1.703 1.575
1966 4.596 0.644 2.057 1.478
1967 2.907 -0.470 1.620 1.428
- 1968 2.459 -0.733 1.921 1.037
1969 2.052 -1.381 1.982 1.481
1970 2.348 ~-0.887 1.595 1.764
1971 1.121 -2.117 2.538 0.748
1972 1.452 -2.330 3.105 0.600
1973 4.421 -1.889 4.888 1.104
1974 4.865 -1.400 4.760 1.174
1975 2.934 -1.436 3.940 0.004
1976 2.387 -1.502 3.668 -0.451
1977 5.210 -1.361 5.524 -0.371
1978 9.167 -0.278 7.698 0.219

Source: Flow of Funds, 1946-55 (December, 1976) pp. 57-59, and
Flow of Funds, 1949-78 (December, 1979) p. 146, Federal
Reserve Board.
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Table 3

Savings Through Life Insurance Companies as a Proportion
of Total Net Asset Acquisition of Financial Assets by
Individuals - Annual Flows 1952-78

Net Savings with Life Companies

(billions) Net Acquisition
Total of Financial
Life Life Pension Life Total Assets

Reserves Reserves Pension Reserves Insurance Life Savings (Billions)
Year Amount tdistribution Reserves 8distribution Savings a/ &distribution 100%
1952 $ 2.845 12.3% $ 1.225 4.8% $ 3.970 17.5% $ 23.207
1953 2.908 12.8 1.125 4.9 4.033 17.7 22.784
1954 3.001 13.5 1.175 5.3 4.176 18.8 22.176
1955 3.070 11.0 1.325 4.7 4.395 15.7 28.001
1956 3.167 10.5 1.175 3.9 4.342 14.4 30.203
1957 2.651 9.3 1.600 5.6 4.251 14.8 28.635
1958 3.017 9.5 1.500 4.7 4.517 14.3 31.628
1959 3.312 8.9 1.975 5.3 5.287 14.1 37.401
1960 3.152 9.7 1.275 3.9 4.427 13.6 32.465
1961 3.354 9.3 1.400 3.9 4.754 13.2 35.927
1962 3.642 9.0 1.375 3.4 5.017 12.3 40.624
1963 4.106 8.7 1.675 3.5 5.781 12.2 47.253
1964 4.312 7.7 1.950 3.5 6.262 11.2 56.064
1965 4.691 7.9 2.075 3.5 6.766 11.4 59.045
1966 4.587 7.9 2.100 3.6 6.687 11.5 58.374
1967 4.983 7.1 1.607 2.3 6.590 9.4 70.420
1968 4.635 6.1 2.469 3.2 7.104 9.3 76.186
1969 4.912 7.6 3.180 4.9 8.092 12.5 64.522
1970 5.359 6.8 2.759 3.5 8.118 10.3 78.759
1971 6.277 6.1 4.624 4.5 10.901 10.6 102.996
1972 6.705 5.2 4.408 3.4 11.113 8.6 128.774
1973 7.414 5.0 5.504 3.7 12.918 8.7 148.475
1974 6.564 4.6 6.425 4.5 '12.989 9.1 142.395
1975 8.523 5.1 8.086 4.8 16.609 9.9 167.240
1976 8.210 3.9 15.340 7.4 23.550 11.3 208.078
1977 11.396 4.7 13.876 5.7 25.272 10.4 241.733
1978 11.694 4.2 19.454 7.1 31.148 11.3 275.331

a/ Individual's savings represents a combined statement for households, farm business, and non-

farm noncorporate business.

b/ Savings with life insurance is the net increase in life insurance reserves plus the net in-

crease in insured pension reserve, Policy loans have not been deducted.

Source: Flow of Funds data, provided January 1980, Federal Reserve Board.



What has occurred is a redirection of mortgage funds from
1-4 family residences to multifamily residential and commercial
construction. Table 2 documents this trend. Three factors
appear to have some effect on this trend toward commercial prop-

erty mortgages.

~~Interest rates available on commercial mortgage contracts
have increased relative to those available on residential

mortgages.

-~Higher administrative and handling costs of home mortgages
have made them less attractive than larger commercial

mortgages.

--Increasing competition among savings and loan associa-
tions, mutual savings banks, and other financial institu-
tions for home mortgages has pushed life companies out of
the residential market.

Pattern of savings with life insurance companies

Over the past three decades, two significant developments
have affected the demand for life insurance as a savings medium:

--competition among financial intermediaries for consumer
savings has sharply increased; and

--life companies have faced increasing demands for policy
loans as yields have increased in alternative savings
channels.

Much of the diminished role of life insurers in consumer
financial asset accumulation stems from a pattern of reduced
savings through life insurance reserves. Savings through life
insurance fell by 66 percent as a proportion of total asset
acquisitions between 1952 and 1978, the share of asset acquisi-
tions accounted for by insured pension plans actually increased
by 48 percent over this same period. Insurer gains in the pension
area reflect a general movement of household savings into pension
accounts during the post-World War II years. Total nongovern-
mental pension reserves, encompassing both insured and noninsured
plans, accounted for 4.6 percent of total annual savings by
individuals in 1946 and 14.2 percent in 1978. 1/

I1f policy loans are also considered, the decline in life
insurance savings is even more striking. Policyholders may
borrow against the cash value accumulated in their policies.

By exercising their loan option, policyholders can shift their

savings to outlets offering more attractive yields, while main-
taining their insurance protection. Table 1 showed the pattern
of policy loans as a percentage of total insurer assets between

1/Flow of Funds.
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1952 and the present. Until 1959, policy loans remained at a
nearly constant 4 percent of industry assets. Beginning in 1966,
policy loan demand rose dramatically, reaching 9.0 percent of
total insurer assets in 1974. According to the most recent data
available to us, policy loans comprise 8 percent of life company
assets, making them the fourth largest asset classification after
corporate bonds, mortgages, and corporate equity. 1/ The demand
for these loans is subject to "runs," and the greatest demand will
inevitably occur when the rates on these loans are low in compar-
ison to other debt instruments. 1In times of inflation, 1life
companies are forced to channel assets into policy loans earning
low interest rates compared to other investments they could make
earning much higher rates.

Two associated phenomena appear to largely account for the
reduced role of insurance as an outlet for household savings.
One is the recent trend toward greater specialization of finan-
cial intermediaries. Intermediaries are increasingly providing
instruments designed specifically for the performance of certain
functions. As pension ac¢ounts have experienced rapid growth,
the demand for life insurance as a means of accumulating savings
for retirement has declined. Where insurance had previously pro-
vided both protection and retirement income, these functions are
increasingly performed by two distinct vehicles--a pension plan
for savings and a term life insurance policy for protection.

Related to this trend is an additional element, the avail-
ability of increasingly higher yields in other investment options.
Starting in the early 1960s, commercial banks and some thrift
institutions introduced certificates of deposit that provide, in
exchange for a reduction of liquidity, yields in excess of those
available on conventional passbook accounts. These financial
institutions, along with money market funds, provide competitive
investment opportunities.

Shift to term insurance

Although life insurance (through the sale of permanent insur-
ance) has declined as a savings medium, it continues to remain a
prime method for protection against uncertainties. This pattern
has been reflected in substantial shifts in consumer demand for
insurance since the enactment of LICITA in 1959. Twenty years
ago life insurance companies were predominantly sellers of
permanent life insurance. It contains an important savings
element since a portion of the premiums paid early in the dura-
tion of a policy is allocated to reserves.

In recent years, however, an increasing portion of policies
issued are term life. A term policy, in contrast to permanent
life, provides coverage for a limited period only and expires

1/Flow of Funds.
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without cash value in the event that the insured party survives
the contracted coverage period. To maintain term policies, lower
reserves are required than ordinary life policies with the same
face values,

From examining the distribution of insurance in force by
type of policy the shift to term insurance is evident. Table 4
provides a percentage breakdown between permanent and term forms
of insurance. 1In 1957, only 45 percent of all policies in force
were term. This proportion had increased to 65 percent by 1977.
The relative decline in permanent insurance is significant since
it indicates the reduced role of life insurance in household sav-
ings over this time. This shift away from permanent insurance
could have been even more pronounced had it not been for industry
sales practices that tend to encourage saving through purchases
of permanent insurance.

Table 4
Face Value of Life Insurance in Force

in United States, Selected Years, 1957-77
(dollar amounts in billions)

Term Insurance Permanent Insurance
As Percent As Percent

Year Amount of Total Amount of Total
1957 $ 208 45% $256 55%
1962 341 51 334 49
1966 549 56 436 44
1974 1,246 63 740 37
1977 1,680 65 903 35

Source: American Council of Life Insurance, Life Insurance Fact
Book 1979 (ACLI, 1979), p. 22; Life Insurance Fact Book
1968 (ACLI, 1968), p. 25.

Introducing variable life insurance represents the indus-
try's effort to improve the attractiveness of the life product
and to compete more effectively with other investment forms pro-
viding higher returns. Unlike traditional fixed-benefit insur-
ance that guarantees a specific death benefit or annuity, vari-
able insurance offers variable benefits and values dependent on
the insurers' return from their investment portfolios. Normally
a minimum death benefit is guaranteed. The concept of variable
insurance is to provide policyholders a yield that is approx-
imately indexed to changes in market rates of return.

Summary of financial intermediation role

Over the past three decades, life insurance has declined
significantly as a medium for household savings. Savings reduc-
tions have contributed to an overall decline in the industry's
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absolute position in the capital markets. The industry remains,
however, vitally important in the corporate bond and commercial
mortgage markets.

Insurer investments are distributed among Government secur-
ities, corporate bonds, stocks, mortgages, real estate, policy
loans, and miscellaneous investments. Although State laws re-
strict companies to investments of certain types and various
maximums, they have exercised considerable discretion in their
choice of financial assets.

CHANGING NATURE OF PRODUCT OFFERINGS

Twenty years ago, life insurance companies primarily sold
permanent ordinary life insurance (see table 4). With the in-
creasing diversity of company offerings, the distinctions between
the life insurance sector and other financial institutions have
become blurred. Life insurance premiums have declined in their
percentage contribution to the industry's premium receipts while
health, annuity, and pension plan premiums have expanded. Accom-
panying product line diversification has been a movement toward
"one stop selling", facilitated by the collaboration of life and
health insurance companies with property, casualty, and other
sister or subsidiary insurance companies. Companies have become
increasingly able to meet most of their customers' insurance
needs.

Although there has been substantial change, ordinary life
insurance remains the principal form of life insurance coverage
for most individuals. Of the total life insurance in force of
$2,870 billion at year-end 1978, approximately $1,425 billion
was in ordinary life insurance, representing approximately 50
percent of the total. The remainder consisted of group insurance
of $1,243 billion (43.3 percent), $163 billion of credit life
insurance (5.7 percent), and $38 billion of industrial life in-
surance (1.3 percent). In recent years, group insurance has
undergone rapid growth and will, if current trends continue, sur-
pass ordinary life. 1/

From a level of 22.7 percent of total life insurance in
force in 1952, group life has grown to its current level of 43.3
percent. Such growth has had important implications for the
channeling of consumer savings since the majority of group insur-
ance purchased is one-year renewable term with no savings ele-
ment. To the degree that group life insurance reduces the demand
for savings-type insurance, savings flows through life insurance
will be less then they would have been otherwise.

Most of the larger life insurance companies market group life
insurance, a near-universal employee benefit in the United States.
A survey of group life in force at the end of 1978 indicates group

1/Fact Book 1979, p. 7.
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protection most often covers employer-employee groups; in 1978,
91.7 percent of the master policies and 87.8 percent of the
amount of group in force were of this variety. 1/

Within the ordinary insurance category itself there has also
been a shift to policies with lower reserves. This may have
resulted from larger social forces:; however, to some extent the
shift to lower reserve policies may be a result of LICITA (dis-
cussed further in chapter 4). This is evident in terms of face
value as purchases of term insurance have grown as a percentage
of ordinary life sales from 43 percent in 1968 to 52 percent in
1978. 2/ By contrast only 33 percent of ordinary life purchases
in 1955 were term. 3/ Therefore, it is clear that a substantial
shift toward term insurance has occurred during the past 25 years.

Credit life insurance

During the past two decades sales of credit life insurance
(principally group term coverage) have grown rapidly. Tradition-
ally, specialty companies wrote this type of insurance and gener-
ally issued it through banks, finance companies, credit unions,
and retailers. Recently, larger and older insurance companies
have entered the credit market. It is designed to pay the balance
of a loan should the borrower die prior to repaying the amount
owed. Accordingly, credit life will, in general, decrease as the
amount of the loan is repaid. It is commonly incorporated into
consumer credit contracts. Estimates of the penetration rate--
the percentage of borrowers who buy the coverage--vary from 62
percent to 90 percent. Table 5 documents the impressive sales
gains achieved subsequent to 1950.

Industrial life insurance

The final category of life insurance is industrial life in-
surance. This is a form of permanent insurance that is issued
in small amounts, usually not over $1,000, with premiums payable
on a weekly or monthly basis. Generally, a company agent col-
lects policy premiums at the insured's home.

The total face value of outstanding industrial life insur-
ance remained virtually unchanged for many years, but in recent
years a slight decline has occurred. In 1978, it amounted to
about $38 billion, somewhat less than the 1973 peak of $40.6
billion. 4/ Today, industrial represents only 1.3 percent of all
legal reserve insurance in force, compared with 8 percent two

1/Fact Book 1979, p. 30.

2/Fact Book 1979, p. 15.

3/Cummins, Econometric Model, p. 44.

4/Fact Book 1979, p. 32.
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decades earlier. 1/ This decline has been attributed to two
sources. First, as workers' incomes have grown they can afford
more coverage than industrial policies typically provide. Second,
group protection has negated much of the need to purchase protec-
tion on an individual basis. Third, large life companies no
longer sell industrial life for a variety of reasons including
high administrative costs.

Table 5

Credit Life Insurance in Force in the
United States, Selected Years, 1950-78
(dollar amounts in billions)

Percent of Life

Year Amount Insurance in Force
1950 S 4 1.6%
1955 14 3.9
1960 29 5.0
1965 53 5.9
1970 77 5.5
1973 101 5.7
1976 124 5.3
1978 163 5.7

Source: American Council of Life Insurance, Life
Insurance Fact Book 1979 (ACLI, 1979),
p. 18.

Pensions

The administration of pension plans has become an important
part of the life insurance business. Private pension plans have
become a very important channel for private savings. Between
1952 and 1978 pensions, including both plans administered by 1lif
insurance companies and noninsured plans, have accounted for an
average of 13.1 percent of individuals' annual savings, attaining

a peak of 16.1 percent in 1960. 2/

e

Within the private pension market, life insurers steadily
lost ground to trusteed plans in the competition for savings.
As shown in table 6, the markets held by life companies declined

. .
steadii, until the early 1970s, reaching a low of 25.1 percent

in 1972. This downward trend was followed by a partial recovery
in the industry's share, which stood at 37.5 percent at the close

of 1978. During the past decade industry administered plans grew
more swiftly than did noninsured plans. Between 1970 and 1978

[LALE A - W LIlAlE N AN LAVl AT A TR LRiaeS & (=9 8 101

the annual rate of growth in penSion account reserves were 23.7
percent and 10 percent for insured and noninsured plans.
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Year

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

Source:

Table 6

Percent Breakdown of Private

Pension Plan Assets, 1952-78

(dollar amounts 1n billions)

Total
Pension Assets Held by Assets Held by
Assets Trusteed Plans Life Insurers
Percent Percent
Amount Amount of Total Amount of Total
$ 17.542 $ 9.842 56.1% 7.700 43.9%
20.572 11.747 57.1 8.825 42.9
23.841 13.841 58.1 10.000 41.9
29.667 18.342 61.8 11.325 38.2
33.608 21.108 62.8 12.500 37.2
37.537 23.437 62.4 14.100 37.6
44.829 29.229 65.2 15.600 34.8
51.688 34.113 66.0 17.575 34.0
56.998 38.148 66.9 18.850 33.1
66.390 46.140 69.5 20.250 30.5
68.777 47.152 68.6 21.625 31.4
78.320 55.020 70.3 23.300 29.7
89.561 64.311 71.8 25.250 28.2
100.972 73.647 72.9 27.325 27.1
105.206 75.781 72.0 29.425 28.0
121.467 89.417 73.6 32.050 26.4
136.431 101.456 74.4 34.975 25.6
140.285 102.385 73.0 37.900 27.0
151.569 110.394 72.8 41.175 27.2
176.471 130.121 73.7 46 .350 26.3
208.389 156.089 74.9 52.300 25.1
190.434 134.349 70.5 ‘56.085 29.4
176.318 115.508 65.5 60.810 34.5
219.034 146 .824 67.0 72.210 33.0
260.887 171.897 65.9 88.990 34.1
280.061 178 .541 63.8 101.520 36.2
317.738 198.628 62.5 119.110 -37.5

Flow of Funds, available from Flow of Funds Section,
Board of Governors of the Federal Reserve System.
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Pension plan reserves represent a sizable fraction of total
insurance company reserves. In 1978 they totaled $119 billion,
more than six times their size in 1959. They amounted to about
62 percent of savings by individuals through life insurance.

Their growth is partially attributable to the tax exemption
granted by LICITA to investment earnings credited to qualified
pension plan reserves. The treatment of investment earnings was
intended to parallel the tax advantages that had been accorded
self-insured trusteed plans, whose earnings were tax free when
earned. The 1959 Act as amended in 1962 specifically exempts
income earned on pension reserves from taxable investment income
when separate accounts have been elected. Under Section 805(a)(2),
a life insurance company is permitted a deduction based on its
current earnings rate rather than its adjusted reserves rate with
respect to pension business. The ERISA may have contributed to
the growth of pension plans. 1/

Prior to 1959, life insurance companies were at a serious
competitive disadvantage in obtaining pension accounts. Quali-
fied pension or profit-sharing trusts administered the bulk of
these accounts, which were exempt from taxes on investment earn-
ings. The Congress specifically included the pension provision
to increase competition between life and nonlife pension plans.
The Congress also anticipated that favored treatment would make
insured plans more attractive to small businesses, many of which

could not afford to establish more costly trusteed plans.

The advent of "separate accounts" also encouraged insurer
growth in the pension area. Separate accounts are segregated
from general insurance accounts. Prior to the early 1960s, life
insurers were limited to the percentage of pension funds that
could be invested in common stock. Trusteed plans were never
subject to this restriction. These investments provided plans
with a higher return on invested funds and thereby a lower cost
for their plans. 1In most States, separate accounts have been
exempted from stringent State restrictions applicable to general
insurance accounts. During the early 1960s the Securities and
Exchange Commission broadened the variety of separate account
contracts they would permit and ruled that group annuities
funded through separate accounts are not subject to the Federal
Securities Acts, provided that certain conditions were met. 2/

1/The Employee Retirement Income Security Act of 1974 affects
virtually every private pension plan in the U.S. It attempts
to safeqguard employee's pension rights by mandating many pen-
sion plan requirements, including minimum funding, participa-
tion, and vesting, which can influence employer's costs
significantly.

2/See Bishop, Capital Formation, pp. 162-63, and Myer Melnikoff,
"Separate Accounts," 1n Investment Activities of Life Insurance.
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While the assets of private pension funds demonstrated rapid
growth since the early 1950s, the proportion of total pension
activity accounted for by life insurance companies declined
significantly until 1972, after which there was a substantial
percentage gain. The tax treatment of insured pension funds and
the institution of separate accounts may have contributed to this
recovery.

+

Other activities

Life underwriters have expanded their traditional insurance

base into a wide variety of related financial servcies. For

example, Prudential Insurance Company of America, the leading
mutual and largest insurer, has established subsidiary companies
for operations in casualty, real estate, and stock brokerage ac-
tivities. Life insurance companies have increasingly become hold-
ing companies of other insurance and noninsurance businesses. 1/

Summary of life company product changes

In this section fundamental changes in life insurance com-
pany product offerings were discussed. The specific examples
cited include:

--growth in the proportion of sales accounted for by group
life insurance;

--dramatic growth of term insurance relative to permanent-
type policies, which results in lower reserves;

--impressive gains achieved in credit insurance sales;

--s8light decline in the aggregate amount of industrial life
insurance in force;

--major expansion of insurer activity in the pension area;
and

--expansion of insurer operations into nonlife businesses.

Companies, ed. J. David Cummins (Homewood, Ill.: Richard D.
Irwin for the S.S. Huebner Foundation for Insurance Education
1977), p. 190.

1/For example, in the case of Transamerica Corporation, their
life insurance subsidiary, Occidental, accounted for only 32
percent of total corporate earnings in 1978. The bulk of the
parent corporation's income is derived from property insurance,
consumer and commercial financing, transportation, computer
leasing, automobile rentals, and movie production. See Trans-
america's Annual Report 1978.

27



INDUSTRY COMPOSITION

Although the largest life companies continue to be organized
as mutuals, stock life companies as a group have grown faster
than mutuals. Mutual companies differ from stock companies be-
cause they have no stockholders; instead, policyholders are tech-
nically the owners of these enterprises. 1In terms of admitted
asgets in 1979, 15 of the 20 largest life companies were organized
as mutuals. If insurance in force is the measure of company
size, mutuals provided $1,568 billion or 51 percent of the total
life insurance in force in 1978. 1/ Mutuals are only 8 percent
of the total number of life companies, but they provide more than
half of all life insurance in force.

At the time of LICITA's passage, mutual companies accounted
for 63 percent of life insurance in force and 75 percent of the
industry's assets. 1In relative terms, stock companies have expe-
rienced a major gain in both insurance in force and admitted
assets. The mutual companies' 63 percent share of insurance in
force in 1959 fell to 51 percent by 1978, with a corresponding
increase in the share of stock companies from 37 to 49 percent.

A similar gain in admitted assets was experienced by stock com-
panies, increasing from 25 percent in 1959 to 37 percent in 1978.
Table 7 presents a breakdown for number of companies, assets
held, and insurance in force for mutual and stock life companies
for selected years, 1959-78.

It is evident that in recent years stock companies have
grown more rapidly than mutual companies. The number of life
companies increased more than 33 percent from 1959-78, and the
bulk of these companies were stocks. During this period the
number of mutual companies remained nearly constant.

SUMMARY

Since 1959 the life insurance industry has changed signifi-
cantly. Many of these changes result from larger social forces
and cannot be attributed directly to LICITA. The security, estate
creation, and credit functions of the industry appear primarily
intact; while the savings function has apparently declined. The
nature of the industry is relatively unchanged, although the shift
in demand from whole life to term reduces the long-term nature of
the business. This change in consumer demand, together with the
substantial increase in pension business, will continue to affect
the industry as a whole and its role in capital formation. The
economic performance of the industry will hopefully reflect an
ability to adapt to changing circumstances, and, after a period
of transition, will continue to demonstrate stable growth patterns.
Having profiled the industry in the U.S. economy the next chapter
will explain the 1959 Act and outline the history of prior taxa-
tion of the industry.

28



62

Number, Assets,

Table 7

and Insurance in Force

of Mutual and Stock Life Insurance Companies,

Selected

Years, 1959-

78

Mutual Companies

Stock Companies

Insurance

in Force a/ Assets a/

Insurance Number of
Year in Force a/ Assets a/ Companies
1959 63% 75% 153
1961 60 73 155
1963 58 72 157
1965 56 70 154
1967 54 69 154
1969 51 NA 154
1971 51 o7 153
1973 51 65 147
1975 51 64 143
1977 51 62 142
1978 51 63 . 142

37%
40
42
44
46
49
49
49
49
49
49

g/These numbers are a percentage of the industry total.

Source:

Fact Book, various vyears.

25%
27
28
30
31
NA
35
35
36
38
37

Total

Number of Number of

Companies Companies
1,212 1,365
1,286 1,441
1,312 1,469
1,393 1,547
1,550 1,704
1,619 1,773
1,619 1,765
1,619 1,766
1,603 1,746
1,647 1,789
1,682 1,824



CHAPTER 3

FEDERAL INCOME TAXATION OF LIFE INSURANCE COMPANIES

Life insurance companies have been subject to a Federal tax
on income since the Civil War years, with some gaps for companies
issuing part1c1pat1ng policies. Even during the earliest perlod
of the Federal income tax there were conceptual difficulties in
how to tax a life insurance company, particularly companies issu-
ing participating contracts (the 1894 Tax Act specifically ex-
empted any life company, mutual or stock, doing business on a
part1c1pat1ng basis). 1/ These early years of Federal taxation of
income were fraught with difficulties and constitutional issues
not finally resolved until 1913 when the 16th Amendment was rati-
fied. However, the life insurance industry presented especially
difficult problems in imposing any Federal tax on their income,
problems that still persist. The various States, perhaps recog-
nlzlng the seemlngly insurmountable complexities of taxing life
insurance company income, early on opted for an excise tax on
premium income.

In this chapter the life insurance industry's characteristics
will be outlined and the history of taxation of the industry at
the Federal level will be developed. The various methods used
in the past to tax the industry will be discussed. Finally, the
remainder of this chapter will explain the law and its principal
complexities.

CHARACTERISTICS OF THE LIFE INSURANCE INDUSTRY

The Life Insurance Company Income Tax Act of 1959 was de-
signed to tax the industry in a way that recognized its basic
characteristics. Experience with several taxing formulas during
the 50 years prior to the Act made it evident that a permanent
taxing formula must recognize three basic and distinct features
of the industry.

First, the income of life insurance companies is difficult
to measure on an annual basis. The companies write long-term
policies that create commitments lasting into the future, and
they contend that what appears to be income in one year may,
in fact, be required to meet future needs. The life insurance
industry maintains that this concept of reserves for future
contingency payments is necessary.

Second, the industry contains two kinds of life insurance
companies. ‘Currently, mutual companies number only 8 percent of
all companies in the industry but account for 51 percent of the

1/ Roy E. Moor, "Federal Income Taxation of Life Insurance
Companies" (Ph.D. diss., Harvard University, 1958), p. 113.
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life insurance written and 60 percent of industry assets. 1/ The
owners of mutual life insurance companles are also the policy-
holders, and, therefore, the companies are cooperative-type ven-
tures. The owners of stock companies are the stockholders, and
these companies are therefore analogous to other noninsurance
corporate entities. In recognizing these two distinct types of
companies, special provisions were included in the Act to avoid
disrupting the competitive balance between them.

Third, a fundamental tax policy problem exists in trying to
decide what share of investment income should be set aside to
meet policyholders' future claims and what should be considered
the "company's share." The Congress developed the concept that
the life company and its policyholders were partners sharing
investment income and expenses. Just as the members of a part-
nership share in the profits and losses of the venture, so the
Congress believed the company and policyholders should share
proportionately each investment income and expense item. 2/

METHODS OF TAXING LIFE INSURANCE COMPANY INCOME

An insurance company typically has two primary sources of
income, underwriting income and investment income. Underwriting
income consists of mortality gains (fewer people died than the
mortality table used predicted 3/) and loading gains (the annual
cost of operations was over-estimated). Investment income in-
cludes interest earned, dividends received, rents, royalties, and
other items of income (e.g., net short-term capital gains, com-
mitment fees and bonuses, etc.).

Because of these two types of income, the Congress has in
the past wrestled with various conceptual approaches to adopt in
taxing the life insurance industry. These approaches were the
total income approach, the free investment income approach, and

1/Fact Book 1979, p. 89.

2/Life Insurance Company Income Tax Act of 1959 Report of the
Senate Committee on Filnance to accompany H.R. 4245, Senate
Report 291, 86th Cong., lst sess. (1959) (hereinafter S. Rpt.
291), p. 2.

3/Mortality tables are actuarial tables based upon statistical
records of mortality over a number of years, e.g., a decade,
giving the rate of death per 1,000 individuals in each age
group. The Federal tax code specifies only that life insurance
reserves be "... computed or estimated on the basis of recog-
nized mortality...tables..." (Internal Revenue Code, Sec. 801(b)
(1)(A)). For tax purposes the choice of which mortality table
to use is not usually a major concern, and most life insurance
companies use whatever table is prescribed by their State of
domicile as the minimum standard, though more conservative
tables could be employed.
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the net investment income approach. The total income basis
treated all forms of income and all lines of insurance uniformly.
Life insurance companies were taxed as any ordinary corporation
under the general provisions of the tax code. Under the free
investment income approach life companies were taxed only on the
excess of net investment income above amounts required to be set
aside to meet obligations to policyholders. The net investment
income basis taxed the industry on net investment income without
a deduction for reserve additions. However, the tax rate was set
at a level designed to produce tax revenues as though the tax were
levied on free investment income. The present tax law represents
a combination of these approaches. Table 8 compares the three
conceptual approaches as they were used in the past to tax the
life insurance industry.

Taxation prior to 1958

The Congress made various attempts to tax the life insurance
industry during the half century prior to LICITA. The laws and
formulas that it enacted proved unacceptable for various reasons.
Initially, from 1909 to 1920, the life insurance industry computed
taxable income in the same manner as other corporations, except
they were allowed two special deductions: (1) net additions to
reserves and (2) sums, other than dividends, paid on insurance
and annuity contracts. These special deductions caused much liti-
gation because of the amounts the companies deducted for additions
to reserves and because reserve requirements varied from State to
State. Due to continual litigation and the complexities of admin-
istering the law, a different tax formula was devised in 1921.

The 1921 free investment income formula was a major tax
policy change because the tax base was redefined to include only
net investment income. 1In arriving at taxable income companies
were permitted reserve deductions based on a uniform interest
rate set by the Congress at 4 percent for the industry. This in
dustry average taxing formula, with a downward revision of the
uniform rate to 3.75 percent in 1932, was used until 1941. Com-
panies' average earnings rates on investments declined in the
late 1930s leaving little investment income to be taxed after
additions to reserves were subtracted, and it was evident that a
different formula was needed.

The Revenue Act of 1942 retained the i
proach to determine taxable income but changed the method of
computing deductions for reserves. This method was based on the

=)

v Ambmand in
vestment income ap=-

"Secretary‘s Ratio.” Each company reported actual reserve re-
quiremei‘u—u to the Secretary of the Treasury., and an annual ratio

of policy requirements to total investment income earned was pub-
lished. Under this method, companies computed their reserve
deduction by multiplying investment income by the published ratio.

The nortion not allowable ag a reserve .deduction was taxable
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investment income. Once again tax revenue declined to a point
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Table 8

A Comparison of Conceptual Approaches Used in Taxing the Life Insurance Industry

Gross Income

less

equals

Tax Rate

[1909-1920]

Total Income

Premiums

Annuity considerations

Gross investment
earnings

Capital gains

Gross income expenses
(including invest-
ment expenses)

Ordinary corporate
deductions

Benefits paid

Net additions to
reserves

Cash policy dividends
paid

Taxable income

Regular corporate rate

[1921-1951] a/

Free Investment Income

[1951-1957] a/

Net Investment Income

Net investment
earnings b/

Ordinary corporate
deductions

Net additions to
reserves

Taxable income

Regular corporate rate

Net investment
earnings b/

Ordinary corporate
deductions

Taxable income

Lower rate than other
companies paid ¢/

a/Between 1921 and 1957 the only substantial taxation issue was what formula to use for com-

" puting the reserve deduction.

to simplify and illustrate the conceptual approaches used.
b/Net investment earnings consist of interest earned, dividends received, rents, royalties,
and other income items less expenses allocable to investment activities.

c/When the net investment income method was used, the tax rate was set at a level designed to

These chronological groupings are arbitrary and were selected

produce approximately the same tax revenue as a tax on free investment income would have

produced.



where, in 1947 and 1948, companies paid no taxes on investment
income. 1/

The Revenue Act of 1950 was enacted, retroactive to 1949,
to raise more revenue. This formula, eliminating the industry
average component, was the first in a series of stopgap measures
used until a permanent method of taxation could be devised. For
the period 1951-57 a portion of net investment income was allowed
as a deduction. The amount of the deduction was calculated as
a fixed percentage of net investment income. From 1951-54 the
percentage of net investment income permitted as a deduction was
87.5 percent; and for 1955-57 the allowable deduction was 87.5
percent of the first $1 million of investment income and 85
percent of the balance.

Table 9 shows the percentage of life insurance company net
investment income deductible for the period 1942-57.

LIFE INSURANCE COMPANY INCOME TAX ACT OF 1959

In 1959, the Congress enacted a new formula for taxing the
life insurance industry that was intended to be a permanent solu-
tion. This formula culminated 50 years of trial and error under
preceding formulas. The Life Insurance Company Income Tax Act,
as amended, represents a total income approach. It remedied the
most significant defect of post-1921 methods, the omission of some
elements of income from the tax base. Previous formulas taxed
life companies on investment income only and did not recognize
underwriting gains and losses or capital gains and losses. The
Report of the Committee on Ways and Means noted:

The. . .basic problem involved in taxation of insur-
ance companies arises from the fact that any formula
based only on investment income omits from the tax
base significant elements of income and loss. 2/

1/During 1947 and 1948 no taxes were paid on life insurance
operations; however, a small amount--$1-2 million each year--
was paid on the excess of underwriting gains from health insur-
ance operations over the negative investment income of the
companies. See Dan McGill, Life Insurance (Homewood, Ill.:
Richard D. Irwin, 1967), p. 906.

2/Life Insurance Company Income Tax Act of 1959, Report of the
House Committee on Ways and Means to accompany H.R. 4245, House
Report 34, 86th Cong., 1lst sess. (1959) (hereinafter H. REt 34),

p. 3.

34



Table 9

Percentage of Net Investment Income Deductible

Calendar
Year

1942
1943
1944
1945
1946
1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957

in Computing Taxable Income, 1942-57

Formula
aApplicable

1942
1942
1942
1942
1942
1942
1942
1950
1950
1951
1951
1951
1951
1955
1955
1955

stopgap
stopgap
stopgap
stopgap
stopgap
stopgap
stopgap
stopgap
stopgap

Percentage of
Net Investment
Income Deductible

93.00%
91.98
92.61
95.39
95.95
100.61 a/
102.43

)
~

b/ 93.55

90.63

87.50

87.50

87.50

87.50
87.50-85.00 ¢/
87.50-85.00 ¢/
87.50-85.00 c/

a/No tax on life insurance operations was paid in these

years.

b/Temporary legislation enacted on a yearly basis to
provide taxes until a permanent tax formula was
enacted.

c/87.5 percent was deductible on the first $1 million
of net investment income and 85 percent on the balance.

Source:

Department of the Treasury, Internal Revenue
Service, Secretary's Ratio, various years. Also
cited by Gerald I. Lenrow, Ralph Milo, and Anthony
P. Rua, Federal Income Taxation of Insurance Com-

panies, 3rd ed. (New York: John Wiley, 1979),
p. 5.
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For a company to qualify as a life insurance company for
Federal tax purposes it must meet three conditions: (1) it must
be an insurance company; (2) it must issue certain types of poli-
cies, e.g., life, annuity, noncancellable accident and health,
etc.; and (3) more than 50 percent of its total reserves must be
life insurance reserves and/or unearned premiums and unpaid
losses on certain noncancellable policies. 1/ This legal require-
ment of 50 percent life reserves emphasizes the crucial importance
of the reserve calculation. It helps determine not only the
company's taxable income but also whether the company qualifies
to compute its tax under LICITA.

Once a company has qualified as a life insurance company for
tax purposes, the Act specifies how taxable income shall be com-
puted. Although the Act itself makes no mention of phases, it
is conventional today to distinguish three steps, or phases, when
calculating taxable income. Phase I measures the net investment
income. Phase II measures gain from operations (the sum of in-
vestment income and underwriting income). Phase III determines
the taxability of half of the excess of gain from operations not
taxed in Phase II. The Act also makes life insurance companies’
income taxable at normal corporate rates.

Long-term nature of the policies

In developing the new formula, the difficulty of taxing the
industry was recognized. The chairman of the House Committee
on Ways and Means, Wilbur Mills, began his summary of prevailing
attitudes by §tating:

There are three basic and fundamental reasons for the
difficulty in taxing life insurance companies. The
first reason is that the companies write contracts
which commit them to make payments as far into the
future as 100 years. 2/

In contrast to the revenues that other businesses receive,
the premiums received by life companies are not necessarily taken
into income in the same year because some or all of that revenue
may be required to meet future claims. Accordingly, the life
insurance industry contends that income is difficult to measure
on an annual basis. The measurement of annual income using gen-
erally accepted accounting principles presents some difficulties
for any business. These difficulties are largely overcome by
applying the matching principle. Appropriate expenses are
matched against revenues so that realized income may be properly

1/Internal Revenue Code, Sec. 80l(a).

2/105 Congressional Record 2566 (1959).
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determined. 1/ For reporting purposes, this principle prescrlbes
that annual revenues earned be matched with annual expenses in-
curred, with the remainder representing annual income (the Code
requires life insurance companies to file on a calendar year

basis).

Herein lies a key conceptual problem with taxing the life
insurance industry. A tax base for life insurance companies has
been created with little or no relation to an accounting defini-
tion of income. The result has been instances in which the in-
dustry has paid little or no income tax while showing accounting
income. Because premiums must be invested to earn income over
time so that there is a fund to pay future policy benefits, the
life companies argue that these cash inflows are not entirely
income when received. The Congress has accepted this argument
as sound and through LICITA permits a deduction for reserve
additions.

The Act, as amended, provides for a 3-year loss carryback and
a 7-year loss carryforward. New companies may carry losses for-
ward 10 years. 2/

The Phase II deferral of half of the excess of gain from
operations over taxable investment income was designed to provide
a "cushion" for stock life companies in the event of catastrophic
losses. 3/ This surplus accumulation is ‘subject to limitations
under the Act. Additional deductions that reflect the long-term
nature of the business were also provided for reinsurance payments

and mutualizations.

Prorating income between policyholders
and the company

Mr. Mills continued:

A second (reason] . . . is that . . . [the savings]
operation is so intertwined with the pure insurance
operation that it is difficult to determine what

1/American Institute of Certified Public Accounts, Accounting
Procedures Committe, Accounting Research Bulletin No. 43.

2/Internal Revenue Code, Sec. 812(b)(1).

3/8. Rpt. 291. It is interesting to note that in the fire and
casualty insurance 1ndustry, taxed under a different section
of the Code, mutual compsnies are permitted to defer a portion
of their underwriting income. This deferral was justified on
the grounds that mutual companies do not have the "cushion
of equity capital that stock companies have." (Hearings on
President's 1961 Tax Recommendations Before House Committee on
Ways and Means, 87th Cong., 1lst Sess. (1961), pt. 3, pp. 1948-49.
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investment income goes to policyholders and what part
does go to the company . . . 1/ -

Trying to determine the company's share and the policyhold-
ers' share of investment income has always been difficult. Pre-
miums for cash value insurance have a twofold purpose: to provide
protection against individual uncertainty and to provide a form
of savings to the insured. These two functions cannot easily be
separated. To compound the difficulty, insurance premiums are
based on an estimated rate of return at the time the contract is
written; actual earnings are bound to be different.

Under LICITA, adjusted life insurance reserves are computed
based on actual company rate of return experience. The computa-
tion reconciles reserves based on assumed rates to actual earnings
rates. Insurance reserves are defined as "liabilities under
contracts with policyholders which the insurance company must
set aside for the fulfillment of benefits payable under those
contracts." 2/ The various States have legislated only the
basis on which minimum reserves are to be computed. The highest
assumed earnings rate generally permitted by States for ordinary
insurance reserves is 4.5 percent. Life insurance companies are
allowed to use any other basis that will produce reserves equal
to or larger than those produced by the statutory method. The
more conservative the interest rate assumed, the higher the
reserves.

LICITA also contains the following special provisions for
computing or changing reserves:

--election for conversion to net level premium method for
tax purposes of life insurance reserves computed on the
preliminary term basis,

--reserves for guaranteed renewable contracts (largely
accident and health contracts) treated for tax purposes
the same as life insurance reserves, and

--spreading ratably over 10 years the-effects of reserve
strengthening or weakening.

1/105 Congressional Record 2566 (1959).

2/Revenue Ruling 63-241, 1963-2 C.B. 231. A typical State statute
defines reserves as follows: [R]eserves for the life insurance
and endowment benefit policies providing for a uniform amount
of insurance and requiring the payment of uniform premiums
shall be the excess, if any, of the present value, at the date
of valuation, of such future guaranteed benefits provided by
such policies, over the then present value of any future modi-
fied net premiums therefor (26 Oklahoma Statutes Annotated,
Sec. 1510(E)(2)[1958]).
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Tailoring the tax law to mutual
and stock companies

Mr. Mills concluded:

The third reason. . .[is that] the overwhelming
bulk of the business is done by cooperative
organizations. 1/

There is a conceptual problem in trying to determine the
income of a cooperative organization. For a mutual company, the
classes of customers, creditors, and owners are confused or
merged. Policyholders are indeed the owners since a mutual com-
pany is a cooperative-type venture. Policyholders are also
customers since they buy policies from the company. In addition,
policyholders may be regarded as creditors since they provide
most of the funds the company receives through the premiums paid.
Are dividends that are paid to mutual company policyholders a
distribution of income or a rebate of excessive charges? Under
the current law they are treated as rebates to policyholders for
tax purposes. - In the case of stock companies, the owners are the
stockholders (who may or may not be policyholders), and dividends
are deemed to be a distribution of income. The problem, there-
fore, is to recognize the different organizational structures and
devise a formula that taxes mutual and stock companies in a fair
and equitable way.

Accompanying LICITA, a Senate report notes that a special
problem was presented in trying to apportion tax burdens fairly
between the mutual and stock companies. 2/ This special problem,
the policyholders' dividend exclusion, was of considerable im-
portance because the larger insurance companies were mutual com-
panies, which generally write participating policies. The basic
question to be answered was whether amounts distributed to policy-
holders as dividends should be considered part of a life company's
tax base.

It was recognized that the treatment afforded policyholders'
dividends would, to a large degree, affect- the relative tax
burdens on mutual and stock companies. If the tax were based on
total income and a full deduction of policyholder dividends had
been allowed, mutual companies would have carried 58 percent of
the tax burden in 1958 and stock companies the other 42 percent.
However, if the industry were taxed on investment income only
and no deduction for policyholder dividends were permitted (as
under the 1942 formula or the 1955 stopgap formula), mutual

1/105 Congressional Record 2566 (1959).

2/S. Rpt. 291.
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companies would have borne 75 percent of the tax burden and
stock companies 25 percent. 1/

The compromise formula devised for taxing the industr;
vided that mutual companies would pay 69 percent of the tax bur-
den for 1958. The formula did so by limiting a company's policy-
holder dividends deduction to the excess of gain from operations
over taxable investment income plus $250,000. The Senate report
does not state how the compromise ratio of 69 percent/31 percent
was decided; however, it was believed that the ratio was deter-
mined by averaging the mutual companies' share of all life insur-
ance in force (63 percent) with its share of industry assets (75
percent). 2/ If this same averaging were done today, mutual com-
panies would pay only 56 percent (the average of 51 percent share
of insurance in force and 60 percent share of assets held). 3/
Table 10 presents the changes in shares of taxes paid as well as
changes in the shares of industry and life insurance in force
for the periods 1965-68 and 1972-75.

Stock companies are allowed a special deduction for non-
participating contracts. 1In a nonparticipating contract the
premium is fixed and no rebate is given the policyholder should
mortality and administrative expenses be less than assumed in
setting the premium rate. This deduction reduces the currently
taxed portion of the gain from operations and is added to the
tax-deferred account. These deductions allow stock companies to
compete better with mutual companies writing participating con-
tracts. Typically mutual companies charge high premiums and re-
bate a portion should underwriting expenses and mortality experi-
ence be less than assumed in the premium rate determination. 4/

HOW TAXABLE INCOME IS ESTABLISHED

The formula for computing taxable income is divided into
three phases; a detailed explanation of each phase and an illu-
strative case example is presented in appendix I. All life
insurance companies are permitted three types of deductions in
arriving at taxable income:

--those that are allowed any other corporate entity;

l/§_o RE . 291' pp- 10"11.

2/Robert Charles Clark, "The Federal Taxation of Financial Inter-
mediaries,"” Yale Law Journal, vol. 84 (July 1975), p. 1649.

3/Source of statistics for insurance in force and assets held,
Fact quk 1979, p. 89.

4/This is not to imply that all dividends represent rebates.
There is an implicit earning of interest element in these
dividends.
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--those that reflect the basic characteristics of the
industry; e.g. policyholders' dividend deductions, non-
participating policy deductions, etc.; and

--those intended to help new and small companies.

Table 10

Share of Federal Corporation Income Taxes on U.S.
Life Insurance Companies that Was Paid by Mutual Companies
and Average of Mutual Companies' Share
of Industry Assets and Life Insurance in Force,
1965-68 and 1972-75

Industry
Assets and Life

Year Taxes Paid a/ Insurance in Force b/ Difference
1965 68.0% 63.2% 4.8%
1966 67.1 62.4 4.7
1967 68.2 61.6 6.6
1968 69.4 61.0 8.4
1972 67.5 58.5 9.0
1973 66.9 58.0 8.9
1974 65.9 _ 58.0 7.9
1975 66.3 57.5 . 8.8

a/Percent of industry total.
b/Average of percentages of industry totals.

Source: Assets and insurance in force from American Council of
Life Insurance, Life Insurance Fact Book (ACLI, annual),
various years; taxes paid from U.S. Internal Revenue
Service, Source Book Statistics of Income--Corporation
Income Tax Returns (IRS, annual), various years. Per-
centages computed by GAO.




Mutual companies (and large stock companies) generally pay
taxes only under Phase I (taxable investment income less $250,000).
This is attributable to Section 809(f) of the Act, which limits
total Phase II deductions for policyholders' dividends and for
group and nonparticipating contracts to $250,000 plus the amount
by which gain from operations, computed without such deductions,
exceeds taxable investment income. The level of policy dividends
declared by most mutuals is such that only a new mutual company
would have difficulty increasing dividends sufficiently to reduce
taxable income to a level of $250,000 below taxable investment
income (Phase I).

Stock companies are subject to tax under the three phases.
Total company tax liability is the sum of the taxable income com-
puted under each phase. These three phases are not mutually ex-
clusive; any change that affects investment income also affects
gain from operations as gain from operations is the sum of
investment income and underwriting income.

Phase I: Taxable investment income

Taxable investment income is computed by prorating invest-
ment yield between the company and the policyholders (see appendix
I). Only the company's share is taxable. Table 11 outlines how
taxable investment income is computed.

Phase II: Gain from operations

Gain from operations is the sum of income from investments
and underwriting gains less the special deductions. Simply
stated, Phase II determines the taxable underwriting gain that
is half of the excess of gain from operations over taxable
investment income determined in Phase I.

The other half of the excess of gain from operations over
investment income is tax deferred. This deferred amount is tax-
able when it is distributed to the shareholders or when it exceeds
certain limits. Table 12 outlines the steps to be followed in
computing gain from operations.

Phase IIl1: Deferred income taxes

Insurance companies may defer a part of the tax on their
underwriting income. The law provides that stock companies,
unlike mutual companies, must establish two accounts: a share-
holders' surplus account and a policyholders' surplus account.
These two accounts are not balance sheet items; they are main-
tained for tax purposes only.

The shareholders' surplus account is a tax-paid account while
the policyholders' surplus account consists of the deferred por-
tion of gain from operations plus amounts deductible under the
special provisions of the Act (e.g., nonparticipating contracts,
group life insurance, etc.).
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Table 11

Phase I Computation of Taxable Investment Income

Gross Investment Income

less

Investment Deductions

equals
Investment Yield
less

Exclusion--Policyowners

equals

Company's Share of Investment
Yield

plus
Net Long-term Capital Gains
less

Reduction items

equals
Taxable Investment Income

Source:

Interest

Dividends

Rents and royalties

Prepaid charges, standby fees, etc.

Short-term capital gains

Income from any trade or business
(other than insurance business)

Investment expenses

Real estate expenses

Depreciation

Depletion

Trade or business expenses related
to the income from such sources

Exclusion for policyowners' share
of investment yield

The company's share is the bdlance
after subtracting the policy-
owners' share

All the long-term capital gains
are attributable to the company

Company's share of tax-exempt
interest

Company's share of intercorporate
dividends received

Small business deduction (limited
to $25,000)

Adapted from William B. Harman, Jr., "Taxation of Com-

panies," in eds. Davis W. Gregg and Vane B. Lucas, Life

and Health Insurance Handbook (Homewood, Ill.:

Dow Jones-

Irwin, 1973), p. 1062.
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Table 12

Phase I1 Computation of Gain from Operations

Gross Awounts Premiums and annuity considerations
Gross investment income (as computed
in Phase I)
All other items of gross income
Long-term capital gains
Decreases in reserves
less

Policyowners' Exclusion a/ Exclusion of policyowners' share of
investment income
less

General Deductions Ordinary corporate deductions
Investment and similar expense
deductions
Deductions peculiar to insurance
business
Death benefits and claims
Additions to reserves
Reinsurance payments

equals

Tentative Gain (Loss)
from Operations

less
Special Deductions Special deductions for:
(Subject to Limitation) Policyowner dividends
Nonparticipating policies
Group life insurance and accident
and health insurance
equals

Gain (Loss) from
Operations Tax Base

a/This is not the same as the amount calculated in Phase I. In
Phase II the policyowners' share of investment income is based
on assumed rates.

Source: Adapted from William B. Harman, Jr., "Taxation of Com-
panies," in eds. Davis W. Gregg and Vane B. Lucas, Life
and Health Insurance Handbook (Homewood, Ill.: Dow Jones-
Irwin, 1973), p. 1058.
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For tax purposes any distribution made to shareholders is
first considered to be from the previously-taxed funds of the
shareholders' surplus account. Funds are not considered to be
distributed from the policyholders' surplus account until the
balance in the shareholders' account falls to zero or certain
reserve limitations are reached.

These limitations are determined by applying four tests.
One, if the company distributed dividends to shareho