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| etter to the Editor

Dear Kiristin,

The Taxation Section provid-
ed a very valuable service by
addressing the impact of the
Camp proposals on the taxa-
tion of life insurance compa-
nies in the supplement to the
October 2014 edition of Tax-
ING Tives. Daniel Stringham,
in his analysis of the proposed
changes to the deferred acquisi-
tion cost (DAC) rules,' and Bri-
on Graber and Peter Winslow,
in their analysis of the impact
of the Camp proposals on life
insurers,’ articulate a number
of concerns about the merit of
Camp’s proposed changes to
the DAC rules. There is anoth-
er, potentially very significant,
issue that influences the mer-
it of the proposed changes in
the DAC rules. DAC rules are
not the only tax rules that im-
pact the amount of acquisition
costs that a life insurer must
capitalize. The Commission-
ers’ Reserve Valuation Method
(CRVM) and other tax reserve
valuation rules also influence
the amount of acquisition costs
that life insurers must capitalize
and therefore should be taken
into account in assessing the
merit of increasing DAC rates.’

In order to determine the prop-
er tax base for an insurer, feder-
al income tax rules require the
capitalization and amortization
of an appropriate amount of ac-

quisition costs. A Treasury De-
partment official stated in ILM
200220006,* “Congress created
a proxy system [under] section
848 to serve as the measure of
the expenses incurred by an in-
surance company in connection
with specified insurance contracts
which should be capitalized.”
Under this system, an insurance
company generally must cap-
italize a portion of its “general
deductions” in an amount equal
to the cumulative impact of the
“net premium” of each “specified
insurance contract” times the pre-
scribed rate for such contract.

The Camp proposal would
increase the DAC rates that
apply to insurance companies
that issue “specified insurance
contracts.” Under current law,
DAC rates are 1.75, 2.05 and
7.7 percent, respectively, for
specified insurance contracts
that are (1) annuities, (2) group
life insurance contracts and
(3) not described in (1) or (2).
The proposal would decrease
the number of categories from
three to two and increase the
rates that apply to specified in-
surance contracts. Under the
proposal, DAC rates would be 5
and 12 percent, respectively, for
specified insurance contracts
that (1) are group contracts and
(2) are not described in (1).

In order to assess the merit of
any changes in the DAC rules,

one should take into account
the impact of other tax rules
that influence the capitalization
of acquisition costs. Life insur-
ers establish tax reserves for
life and other insurance con-
tracts that are computed under
prescribed  preliminary-term
methods and modified prelim-
inary-term methods (such as
CRVM), which include an ex-
pense allowance and a relatively
small increase in initial-period
reserves. These rules increase
the total amount of a life insur-
er’s capitalized acquisition costs.

A senior Treasury official and
commentators recognized the
impact that acquisition costs
have on the amounts life in-
surers are allowed to add to
reserves, long before the Camp
proposals and even before
Congress enacted section 848
in 1990. When Congress was
considering the legislation that
resulted in the Tax Reform Act
of 1984, which prescribed tax
reserve valuation methods for
insurance contracts issued by
life insurers, John E. Chapo-
ton, the Assistant Secretary of
the Treasury Department for
Tax Policy, indicated that states
permitted  preliminary-term
reserve methods
because life insurers pay sig-
nificant initial-year loading
expenses.® He stated, prelimi-
nary-term “methods generally
acknowledge that virtually all
of the first-year premium in a
cash-value policy is used to pay
loading and mortality charges
and do not call for any signif-
icant increase to reserves in
the first year of the policy.”” In
1992, a commentator criticized
the DAC rules under section
848, in part, because “the enact-
ment of section 848 was under-
taken in the total disregard of

valuation

the fact that the 1984 act’s man-
date to use preliminary-term
reserves was intended, in part,
to effectuate the capitalization
of policy issuance expenses.”

Capitalizing more than the
actual acquisition costs would
overstate an insurer’s taxable
income for a given taxable year;
that is, it would impose a tax
penalty. Consequently, in or-
der to assess the merit of any
changes in DAC rules, Con-
gress should take into account
the impact of both DAC and
other tax provisions to deter-
mine the appropriate amount
of acquisition costs that tax
rules should capitalize.

Sincerely yours,
Emanuel Burstein’
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