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o Overview of tax changes
o Company impact (including reserve issues)

- Stock and mutual

- Large, medium, and small
- United States and Canadian

o Product impact (individual life and health, group life and health,
annuities, and so on)

o Reinsurance

MR. JULIAN J. DUKACZ: My remarks will cover: (1) company effects
of the new tax law, (2) tax reserve calculation options, (3) fresh start
rules and strategies and small company election to forego, and (4)
special rules for foreign life insurance companies.

The new tax law has had or can be expected to have a wide range of
effects on companies including:

i. Increased efforts by companies to influence the National Association
of Insurance Commissioners (NAIC) and state valuation standards
such as :

a. surrender charges in the commissioners annuity reserve
valuation method (CARVM) ;

b. prefunding cash value deficiencies in the commissioners
reserve valuation method (CRVM);

c. more conservative rates and tables, especially for annuities;

* Mr. Van Mieghen, not a member of the Society, is Partner/National
Insurance Tax Practice Director of Peat Marwick Mitchell & Co. in

Chicago.

1441



PANEL DISCUSSION

d. conflicting stock and mutual companies' motives: stocks
preferring to avoid valuation strain, and mutuals preferring
to hide surplus to reduce their add-on problem;

2. Implementation of update programs to minimize the "unavoidable"
excess of statement over tax reserves;

3. Decreased emphasis in dividends and tax exempt interest which are
less favorable due to a more adverse prorating formula and lower
tax rates;

4. Decreased emphasis in tax shelters and reduced advantage of
capital gain over income treatment;

5. Mutuals possibly expected to restructure their investment portfolios
to reduce their mandatory securities valuation reserve (MSVR);

6. Greater investment in tax-deductible surplus strain (valuation or
expense) especially by mutuals;

7. More company tax driven product designs, e.g., cash values close

to statutory reserves, more risk passed to policyholders to reduce
surplus levels, designing contracts to avoid deficiency reserves;

8. Review and revision downward of reserve and surplus philosophies

9. Growing suspicion about quality of data used to support addback
concept; growing frustration with socialization effect especially
where the add-on reduces the dividend deduction by imputed
income rather than part of real return; erosion in earnings rates;
lower profit margins; big transactions, legitimate or manipulative,
to affect differential earnings rates; possibly leading to eventual
breakdown of add-on concept;

10. Uncertain pricing under the new law: problems of specials,
differential earnings rate, and the allocation of add-on--special and
small company deductions--repealed by Administration's recent
proposals.

In regard to tax reserve calculation options, the new rules virtually
eliminate discretion in setting reserves. However, a few options are
available either as explicitly allowed elections or ambiguities in the rules
which could be interpreted to some advantage. One option is the tax
reserve method. For pre-1943 life or annuity business, there is a
choice of state preliminary term methods or CRVM. For newer products
with no NAIC standard, there is flexibility: the method must be

consistent with prescribed methods. Another option is the prevailing
rate of interest. For nonannuity contracts, either the interest rate for

the year of issue or that for the preceding year may be used. The
prevailing mortality table is a further option. When a table is changed,
the old table may be used for up to three years. GA51 contracts use
sex distinct tables or a 5-year age setback. GA71 contracts use sex
distinct tables or a 6-year age setback. Pre-1948 issues use statutory
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tables. Adjustments may be made for risks not otherwise taken into
account. Other assumptions and approximations used in reserve
calculations include:

1. the timing of payment of premiums and benefits,

2. grouping / seriatim,

3. policy/calendar year comparisons,

4. mean/interpolated/exact values (choice depends on distribution of
issue dates over the year),

5. mean values less deferred premiums/midterminals plus unearned
premiums, and

6. group business issues prior to 1984 allowing discretion in
determining the issue date in order to determine prescribed tables
and methods.

Product design with the increased emphasis on the structure of
surrender charges is still another option in tax reserve calculations.

The availability of reserve valuation options is important because it
provides some scope for administrative relief as well as some
opportunity for tax planning. Planning is important because reserves
affect the fresh start, deductions, prorating, and a mutual's add-on.

Fresh start means that the tax reserve for any contract must be
recomputed at January 1, 1984, as if the new rules had applied to that
contract at issue. Any change in the method of computing tax reserves
between 1984 and 1983 required solely by the new law is forgiven.
Currently, all tax reserve rules are not entirely clear, so it's quite
likely that 1984 opening reserves will be subject to audit and correction
in a later year once final tax reserve rules are available.

If 1984 is still an open tax year, the tax return can simply be
amended. If, however, 1984 is closed, the correction must be made in

a later year according to the normal rules relating to changes in
accounting/valuation methods modified to allow for the fresh start. The
correction would be made as follows:

1. Calculate the fresh start correction equal to the corrected less the
incorrect 1984 opening reserves.

2. Add the fresh start correction to the difference between the

incorrect and corrected later Near closing reserves.

3. Any balance is income (+) or deduction (-) to be spread over the
following ten years.

While this correction procedure may be satisfactory for stocks, it might
not be for mutuals because add-on for prior years will not be correct-

ed. This could encourage a mutual to overstate 1984 opening reserves.
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As far as fresh start strategy is concerned, there can be opposing
factors to consider. Opening reserves for old business come back into

income eventually as business goes off the books; hence, low values are
favored. However, for a mutual or a stock subsidiary of a mutual,
opening reserves reduce the add-on; hence, high values are favored.
Calculations must be made using projected tax reserve runoffs for
different blocks of business as well as projections of add-on, tax and
discount rates, and tax positions.

A small company (assets not more than $100,000,000) can elect to forego
the fresh start and use statutory reserves for pre-1984 business.
Additionally, if taxable income is not more than $3,000,000, the small
company may further elect to use statutory reserves for new issues in
the 1984-88 transitional period, revalued however, using a geometric
10-for-1 rule to the prevailing state-assumed interest rate. This
election trades administrative savings and tax costs; e.g., larger
opening reserves, smaller reserve in creases, no cash value floor, for
revalued reserves; hence, calculations should be made.

There are special rules for foreign life insurance companies. A foreign
company that carries on a life insurance business in the U.S. through a
branch operation is taxed on income connected with that business in the
same manner as a U.S. company is taxed. However, where a foreign
company's U.S. business surplus is less than a required amount, the
deficiency is imputed to the company's U.S. business. Such imputed
surplus gives rise to imputed income; for a foreign mutual company, it
also gives rise to imputed add-on.

The relevant rules operate essentially as follows:

1. Required surplus equals the Secretary's Ratio times the total
insurance liabilities.

2. Secretary's Ratio is calculated by the Treasury as the ratio of the
excess of assets over total insurance liabilities to total insurance

liabilities for U.S. companies using the aggregate preceding-year
data for representative U.S. companies.

3. Total insurance liabilities exclude deficiency reserves and include:

a. life insurance reserves,

b. unearned premiums and unpaid losses,

c. discounted amounts not involving contingencies,

d. dividend accumulations, other amounts held at interest,

e. premiums received in advance, premium deposit funds,

f. contingency reserves for group term life and group accident
and health contracts for retired lives and/or premium
stabilization, and
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g. other insurance reserves required by law.

4. Total insurance liabilities are determined on the NAIC statement

basis, including excess interest reserves but excluding net
deferred and uncollected premiums.

5. Surplus held equals assets held less total insurance liabilities.

6. Assets held are all assets held by the foreign company for its
U.S. business valued as follows: shares and real property at fair
market value. Other assets are at adjusted cost.

7. Imputed surplus equals any excess of required surplus over
surplus held.

8. Imputed income equals imputed surplus times current investment
yield.

9. Current investment yield equals the ratio of the foreign company's
net investment income to its mean assets held as required to be
shown in its NAIC statement.

10. A foreign mutual company's equity base is increased by imputed
surplus; hence, there is imputed add-on.

11. Calculations are made separately for the general asset account and
each segregated asset account. The Secretary's Ratio for a segre-
gated asset account is deemed to be 1 percent. Offsets are per-
mitted amongst surplus excesses and deficiencies for the various
accounts.

12. Imputed income is included in gross investment income for
purposes of company/policyholder proration.

13. Imputed income and any imputed add-on are included in the tenta-
tive life insurance company tax and, hence, affect the special
deductions.

14. An increase in tax caused by imputed income may be offset in
whole or in part by a reduction in the U.S. nonresident withhold-
ing tax on the foreign company's U.S. source income not connected
with U.S. business. The latter is reduced by the imputed income.
At present, it is uncertain whether a current reduction in the
nonresident tax would be allowed where the business is in an

operations loss situation. It's possible that only a carryover
credit will be allowed.

In recent years, the Secretary's Ratio has been approaching 20 per-

cent. With such a high ratio, required surplus is substantial. In the
absence of planning, a foreign company can suffer significant amounts

of imputed surplus, imputed income, and if a mutual, imputed add-on.
Its imputed tax bill can be very large. Of course, Washington does not

accept payment in imputed dollars, probably not even in Canadian

1445



PANEL DISCUSSION

dollars. Hence, the foreign company must plan if it hopes to remain
competitive.

In terms of the tax formula, a large foreign mutual's taxable income
exceeds that of a large domestic or foreign stock by 80 percent of the
sum of the add-on plus the imputed add-on. It exceeds that of a large
domestic mutual by 80 percent of the imputed add-on. A large foreign
mutual's industry-wide competitive disadvantage is quite clear. A large
foreign stock's taxable income exceeds that of a large domestic stock by
80 percent of imputed income. It exceeds that of a large domestic
mutual by 80 percent of the stockts imputed income less 80 percent of
the mutual's add-on. This could be positive or negative, so the
relative competitive position of foreign stocks vis-h-vis domestic mutuals
is not always clear.

A key to developing planning possibilities is the realization that the
calculation and application of the Secretary's Ratio are consistent. That
is, there is a great deal of socialization implicit in the Secretary's Ratio
concept. The question is, what are U.S. companies doing that pro-
duces such a high ratio? A review of the NAIC balance sheets of U.S.
companies will provide some answers. Once the business practices
contributing to a high ratio are identified, the foreign company must
consider implementing similar practices. The foreign company that
chooses not to do so will pay heavily. Practices to implement are those
that achieve the objective--reducing imputed surplus--without adversel_
affecting other part,_ of the tax formula, for example, the equity base
and the resulting add-on. Determinations of equity base and imputed
surplus involve common elements, In seeking strategies to eliminate one
or both, the foreign mutual must recognize the interaction between
them. For example, increasing statement surplus decreases imputed
surplus but increases equity base. Decreasing statement surplus
reduces equity base but increases imputed surplus. The real objective
is to minimize the sum of statement and imputed surplus. However,
even where a reduction in imputed surplus is offset by an increase in
statement surplus, there is still a tax benefit since imputed income is
reduced.

A simple formula analysis of the sum of statement surplus and imputed
surplus expressed in terms of their common components and the
relationships and interactions between them provides a useful means of
devising, quantifying, and comparing the relative net effectiveness of

different operational strategies aimed at reducing the sum of statement
and imputed surplus.

In addition to operational strategies, there are structural strategies
such as "stockalization," which is demutualization but with a more

positive connotation. Stockalization could avoid add-on and imputed
add-on but not imputed income. However, it is an extreme solution and
one that is likely to be undone hy future tax changes. A similar, but
less extreme, approach for a foreign company is to incorporate its U.S.
branch. A subsidiary of a foreign company is not subject to the
Secretary's Ratio. In addition, it's not entirely clear that the add-on
concept would reach a U.S. subsidiary of a foreign mutual not having a
U.S. branch operation.
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For those who choose not to plan, there may be another approach, a
constitutional challenge. In this connection the Congressional Committee
Reports suggest that imputation of income may be unconstitutional. Of
course, all Congress has to do is change to a reduction of deduction
approach (as we have for the add-on), so this is not a long-term
solution.

Clearly foreign companies, especially mutuals, can find themselves in a
difficult situation under the new law, a situation that might well drive
them to tears. However, tears are not enough, and such companies will
have to plan if they hope to survive in the U.S. market.

MR. RANDALL P. MIRE: I want to concent;ate on the impact of federal
income tax on the cost of certain life insurance products from a stock
company's point of view--specifically, the federal income taxation of the
life company itself as opposed to any policyholders' taxation issues. I
will also discuss federal income taxation from a mutual company's point

of view. When I refer to the "new tax law," I mean the law passed in
1984, which goes by DEFRA or TRA-84 (Tax Reduction Act of 1984).
How have the changes under TRA-84 affected the cost and, therefore,
the pricing of individual life insurance? The answer to this depends
heavily upon how companies priced their products before TRA-84, and
that is quite a complex subject.

I will be discussing a number of different products, specificall_ the
major products that have been sold in the last few years--universal
life, excess interest whole life, traditional participating, and annual

renewable term. We also are going to look at companies in different tax
situations and see how the changes in the tax law have affected the tax

costs to these companies and, therefore, the profitability and pricing of
these products.

For each one of the plans, we have come up with a standard plan and

have run the same plan Of insurance with the same assumptions under
the old tax law and under the new tax law to see what effect the

change in the tax law has had.

We are going to look at the taxation of these products first under the
1959 Tax Act. Everyone seems to use different terminology. Actuaries
tend to use Tax Situation A, B, and D, and accountants have their

1-2-3-4 terminology (slide 1). When I refer to Tax Situation A, I mean

what many refer to as "Phase 2 Negative" or tax on gain from
operations; Tax Situation B is the old "Phase 1," or tax on investment
income; and Tax Situation D is the "Phase 2 Positive" with half tax on
gain, and half tax on investment income.

Slides 2 and 3 show the standard assumptions we will use for each of

the products. In general, we are looking at two ages, 35 and 55, male
nonsmoker, $100,000 policy, and a level 12 percent interest rate. (Most
of these products will be interest-sensitive products.) We are using
fairly standard lapse rates, a commission scale, and some industry-type
expense assumptions.
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For comparison, also look at some mutual companies. Under TRA-84,
there is a surplus tax, which can be allocated in a variety of ways.
One way is through target surplus whereby a mutual company shoots
for a surplus of 7 percent of reserves; that is basically the way we
look at the pricing of business for a mutual company. We are assuming
that this is the mutual company's pricing objective, and that this is the
amount of surplus that the mutual allocates to new business. We
calculate the surplus tax on that basis.

The first product is probably the most popular product being sold
today--universal life. We have taken a standard front-end loaded
universal policy, and the specifications for the design of the
product--the loads and the assumptions with respect to earned and
credited interest rates are shown in Slide 4.

We look at companies that have designed this universal life product
under the 1959 Act and see what the tax was on it. Then, we see
what the tax was under interim TEFRA and then under TRA-84. This

shows us how the company's profitability has been affected and how a
company might have to revise the pricing of universal life depending on
its old tax situation. This analysis is considerably complicated because,
under TEFRA in particular, there were a number of unresolved tax
issues. There was the question of whether excess interest was a
dividend; there was the so-called phantom premium issue, whether the
difference between guaranteed and current cost of insurance rates was
a dividend; whether these policies qualified for the nonpartlcipating
deduction; and for what sort of 818(c) adjustment these policies were
eligible. So, whether or not a company is better off in calculating
profit under the new tax law, as opposed to TEFRA, can't be answered
until a decision is made as to how to price these products under
TEFRA. Of course, companies were all over the lot, depending on how
they interpreted these various tax issues.

A possible universal life policy under the 1959 Act might have been
priced to yield a 5 percent profit margin--not an uncommon goal at that
time. Profit margin is a standard pricing technique used by a number
of stock life insurance companies whereby you merely divide the present
value of profits by the present value of premiums at a discount rate
equal to the earned rate in order to come up with the profit margin, or
the "average profit" in each premium. This is probably the most
common technique used by stock companies in the U.S. to measure
profitability.

Included in the cost is the cost of federal income tax. This is a prod-
uct priced at a 5 percent after-tax basis under the 1959 Act for a com-
pany in Tax Situation A (slide 5). What we have done under TEFRA is
to calculate a best scenario. We take those unresolved tax issues and

if everything goes right, we get a full 818(c), a nonparticipating
deduction, and nothing is a dividend. So, under the best case scenar-
io, the profits move up from 5 percent. We are testing ages 35 and 55
and, at age 35, margins move all the way up to 22 percent; at age 55
they also move up quite a bit. We have a second TEFRA best scenario,
because there are two different possible nonparticipating deductions.
Under best scenario 2, margins are in the 20 percent range at age 35.
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Suppose we lose all these issues. In a TEFRA worst scenario, every-
thing is a dividend. There are no 818(c) and no nonparticipating
deductions (slide 6). Profits actually go down to about the break-even
point.

Under TRA-84 there is a reduction in the effect tax rate, and the

profit margin slightly increases to 5.9 percent (slide 7). In this
example, under the 1959 Act, we are pricing the way that I believe a
significant number of companies were pricing at that time--assuming no
818(c) and no dividends. Of course, these were fairly open issues
back under the 1959 Act.

In summary, the profit margin was 5 percent under the 1959 Act at age
35; under TEFRA, it was somewhere between 2 and 22 percent, a fairly
wide margin depending on your interpretation of the tax act. Today,
the margin is 5.9 percent. So whether you are better or worse off
depends on whether you are measuring profits the way you were a
couple of years ago or last year and what your interpretation of the
appropriate unresolved tax issues is. There are similar results at age
55, only a littleless dramatic because of smaller effects of 818(c).
Under Treasury 2, the 5.9 percent would drop down to about 5
percent, and we would be back to where we were several years ago.

MR. DENNIS VAN MIEGHEN: Regarding 818(c), some companies are
now starting to get in the audit cycle where their universal life
products are being examined by the Inter_a! Revenue ._ervje_ (TRS).
It'snot uncommon to have a 3-5 year delay on an audit, so there's not
a lot of experience to date. But we've had four or five companies that
started issuing universal life in late 1979 and 1980 that have been
subject to examination. It looks like there are going to be two attacks,
and they are not consistent presently. One is that universal life

represents term insurance and an annuity rider, and therefore, it's not
lifeinsurance. It doesn't qualify for 818(c) because it's not whole life;
it's term insurance with an annuity. This is a breakout approach, if

you will. Another attack is that, at the agent level, the IRS is
allowing 818(c), but it is disallowing the differential between the cash
value reserve and that portion of the reserve that is set up in Exhibit
8A in the U.S. annual statement as a GRVM reserve. That varies by

company as to whether the company tried to calculate a separate CRVM
reserve and then show an excess cash value in Exhibit 8G. But in that

approach, the IRS is essentially allowing 818(c) but disallowing the
differential between CRVM and cash value saying it's essentially a

surplus reserve and not deductible. When we get through with all
this, I think the IRS's attack will focus on whether a product with a

cash value reserve as the total reserve before segregation has a
recognized preliminary term or CRVM reserving method. In any event,
I think you will see an attack trying to allow $0 or $5 at most, and it
will probably end up in court because the dollars involved are very
large.

In regard to financial statements for 1984 and how fresh start is

computed and deferred income taxes are accounted for, almost every
company I dealt with took the position of cushioning their financial
statements for deferred income taxes that were to be brought down,
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and that for purposes of fresh start, universal life either qualified at
$5 or no 818(c) is allowed. If you didn't take that position on your
financial statements and lost the issue, in the future you would have a

hit to your income. Because of the way we did accounting for fresh
start, 818(c) became a permanent difference. If you lost 818(c) and

took the permanent benefit in the 1984 financials, then you've got to
restore that as a permanent hit in future financial statements.
Companies tended toward conservatism in their 1984 financials. I'm not
sure they believed that they would lose the 818(c), but the thinking is
that it is better to be conservative and not hit future financial earnings
per shares.

MR. MIRE: How companies priced is what Itm talking about with
respect to the 1959 Act and 818(c). Almost all companies that we
worked with, in effect, took 818(c) deductions in their tax return and

have gone to great lengths to ensure the 818(c) deduction through
varied devices. It is a major issue indeed as to whether or not they
will succeed. In actual pricing of their product, very few companies
relied on getting that 818(c) deduction; it was more of a windfall they
hoped for when pricing.

A company in Tax Situation A was taxed on gain from operations, which
is where most of the rapidly growing stock companies, smaller stock
companies, and medium-slzed stock companies were. Of course, not all
stock companies were in that situation.

A company in Tax Situation D, that is, Phase 2 Positive, had half tax
on gain, half tax on investment income. This is the way that many
mature stock companies were taxed and the way that most home service
companies were taxed under the 1959 Act.

The same product with a 5 percent after-tax profit margin for the
company in Tax Situation A (slide 8) shows a slight loss, about
break-even for a company in this tax situation. Under TEFRA, using
our best case scenario for these unresolved issues, things get quite a
bit better. Under the worse case scenario, things are still better, just
not quite as good as best case TEFRA (slide 9).

Under the new tax act, of course, we come down to the same answer we

did before--a leveled playing field (slide 10). No matter which
scenario, everybody gets the same answers.

In summary, there is quite good news for companies that were taxed on

this basis. They were about break-even under the 1959 Act; under
TEFRA results are very vague; and they make a fairly decent return
under TRA-84.

Almost all mutuals were in Tax Situation B under the 1959 Act (tax on

investment income) ; under TEFRA, the vast majority moved to the

equivalent of A, being taxed on gain from operations. For mutuals,
there were problems under the 1959 Act (slide 11). For the same

product on which the stock companies were making 5 percent, the mutal
company would lose l0 percent. Obviously, that is why the mutuals
were not selling universal life; they just could not afford to from a tax
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point of view. TEFRA obviously was extremely advantageous to the
mutuals, under the best scenario changing this 10 percent loss at age

35 to an 18 percent gain. Even under the worse scenario, there was a
move from huge losses to about break-even (slide 12). Under the new

tax act, we are at 5.9 percent profit margin again. There is a surplus
tax, and using the method I outlined earlier will bring us down to a 5.1
percent profit margin (slide 13). But, this surplus tax, in theory,
represents a return to policyholders (stockholders); so, we are in
about the same situation for stocks and mutuals.

To summarize, there is very good news for the mutuals with respect to
universal life--huge losses under the 1959 Act turn into fairly decent
returns now. Slide 14 summarizes the whole situation--the 1959 Act,

TEFRA best and worse scenarios, and the new tax act.

If you took the same universal life policy and you changed the product
•to get back to that 5 percent after-tax profit margin either under
TEFRA or the new tax act, what would the cash values look like?

Depending on your interpretation of the best or worse scenario under
TEFRA, there are either significantly better or significantly worse cash
values compared to the original product. TRA-84 shows not much
change; you get slightly better cash values than the original pricing.
There are similar results for both ages 35 and 55 (slides 15 and 16).
The next product to consider is excess interest whole life although it
comes under a variety of names. It is called interest-sensitive whole
life, irreplaceable life, and so on. It is basically a fixed-premium
policy with guaranteed minimum cash values with the actual total cash
values, in effect, reflecting the total interest return on the product.
Taking a standard plan, we want to see how the taxes have changed
for this product under the new law compared to the old law.

The standard product we are using is the most popular version of
excess interest whole life, which is a high premium version--premium of
$13.82 at age 35 (slide 17). This is a so-called vanishing premium
model where if you pay the premiums for a certain number of years,
like six or seven, the policy will in effect become paid up. Once

again, we are pricing a product to yield 5 percent profit margin after
tax. Slide 18 shows an 8.7 percent profit margin because one of the

things that drives this product is 818(c). The use of 818(c) on this
product, in effect, leads to a huge negative tax is you get a deduction
of $21.00/$i000 at issue (which, over the life of a policy, gradually
"rolls back"). You could price this product at age 35 where you
actually would lose money on a pretax basis and make 5 percent after
tax. There are actually some situations where you can price this
product and afford to give it away because of all the tax savings you
would have. So, what we have done is introduce a bit of realism here.

You say you have to at least break-even before tax. The tax savings
are primarily due to 818(c). Under the TEFRA best scenario, things
get even better! Under the worse scenario, profits go down, so
whether you were better off under TEFRA depends on your assumptions
about the unresolved tax issues (slide 19). Under TRA-84, things
aren't as good as shown in slide 20. This product has been hurt
pretty badly, moved from fairly profitable to only slightly above

break-even and the culprit is no 818(c).
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Excess interest whole life is quite different from universal life; it is

very high in profitability under the 1959 Act, hazy but probably quite
profitable under TEFRA, and down to very little profit under the new
tax act.

These two products basically have been competing head to head. So,
how does universal life stack up against excess interest whole life with
respect to the federal income tax issue. We have taken universal life
and excess interest whole life, more or less like the ones we described

earlier, and priced them to yield 10 percent profit margin pretax (the
same pretax profit margin for both products) to see how they fare on
an after-tax basis. The interest-sensitive whole life product had the
advantage under the 1959 Act--universal life at 5.4 percent and excess
interest whole life way up at 14 percent primarily due to 818(c).
Under TEFRA, there is a wide range, but excess interest whole life
still, on average, has an advantage. Now, we get the same profit
margin at age 35 under TRA-84. At age 55, the changes are nol quite
so dramatic. The excess interest whole life didn't have quite as much
advantage under earlier tax laws, and, the playing field is level under
TRA-84. We are back to the same profits on an after-tax basis.

A large part of the popularity of the excess interest whole life policy
was due to two factors. One of them is that it had a tremendous tax

advantage up until the passage of TRA-84, and that just disappeared.
The second reason is that, as a practical matter, most of these excess
interest whole life policies are back-loaded. You could hold substan-
tially lower statutory reserves under the excess interest whole llfe
policy than under a comparable back-loaded universal life product. The
new NAIC model bill put these products on a much more even footing.
Now the advantages either disappear or become quite small. I would no
longer expect the very substantial inroads on universal life sales from
this excess interest whole life product that we expected at one point.

Slide 21 shows how a standard vanilla participating whole life policy has
fared under the changes in the tax act. This is a participating policy
being sold by a mutual company, and instead of profit margin, we have

looked at profitability along the lines of a mutual company's pricing.
Here, we are looking for an asset share at the end of the twentieth
year of 105 percent of reserves (under the ]959 Act). We have now
gone through the same sort of procedure as with earlier products, but
instead of looking at profit margin, we are looking at asset shares
(slide 22). Under TEFRA, the asset share moves up from 105 percent

to something in the 138-140 percent range. Under TRA-84, the results
are a bit more mixed (slide 23) but quite improved. This is before the
surplus tax but clearly much better than the 1959 Act and probably a
little better than TEFRA, although not quite so clear. However, you
have to assess some sort of surplus tax in the answers, depending
upon how you allocate that tax (slide 24). This is a standard surplus
tax assessment we talked about earlier which would bring the asset
share levels down to maybe, on the average, the same as TEFRA, but
mixed.

There is another method whereby instead of assigning a 7 percent

target surplus, you run a standard profit test and let the surplus fall
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out to be what it is (slide 25). Under that approach you get a lower
charge for tax, and the net asset share is higher. The surplus tax
allocation is in the mind of the mutual company's actuary as to how he
is going to price this product.

What has the tax act done to term insurance? Over the past several
years, term insurance has meant annual renewable term and, as a
practical matter, graded premium whole life (slide 26). Again, we have
taken a standard product, except that we have assumed much higher
lapsation as has been appropriate for term insurance--a 25 percent
lapse rate in all years (slide 27). We also have looked at the profit
objective more along the line of what I think these products really have
been priced at, which has been to break even over ten years on a
pretax basis. Slide 28 shows typical premiums for this sort of product.

The product has been priced, in essence, to break even pretax (slide
29). The key issue for many companies is whether they took the
818(c) into consideration. If you assume that the $19/818(c) is avail-
able because this is a whole life policy, you move from break-even to a
34 percent profit margin at age 35. Maybe companies weren't pricing
that way, but they could use this potential tax gain as a justification
for pricing on a zero break-even basis. The phantom premium might
have been a negative, but only slightly under TEFRA. The upshot of
this is that this type of advantage now has disappeared, and if you
price annual renewable term on a zero pretax basis, that is what you
are likely to make after-tax. You cannot count on these windfalls to
bali you out. Of course, these products have had much greater prob-
lems than adverse taxation, but you might look at the new tax laws as
the nail in the coffin with respect to graded-premium whole-life]term
products, since there is no hope of tax benefits bailing out the poor
experience on these plans.

In regard to traditional or semitraditional products, indeterminate
premium whole life probably was the most popular product sold by stock
life insurance companies prior to universal life (slide 30). This was a
traditional whole life policy where premiums were not guaranteed. Slide
31 shows the same sort of calculations as used previously for Tax
Situation A. This product depended heavily on 818(c), was break-even
pretax, and made 12.5 percent after tax, due to high tax gains.
Under TEFRA it had mixed results, and TRA-84 did not help out at all
compared to the profits under the 1959 Act. Now, it's gone in the op-
posite direction to considerably large_" tax bites and lower profitability.

Slide 32 emphasizes how much these products were hurt. At age 35,
you would have to increase the premiums from $7.80/$1000 to
$11.24/$1000 just to get back to your old profit level. There are other
reasons why this sort of product has all but disappeared, but if there
was anybody who had any ideas about continuing to try to sell this
successfully, that premium increase is the nail in the coffin. There are
similar results for a company in Tax Situation D (slide 33); you don't
get hit quite as hard, but taxes really hurt.

Slide 34 shows a summary of which products have been helped and

which products have been hurt. Suppose we have a typical stock
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company which was taxed on gain from operations under the old Act
and which was pricing on a 10 percent pretax basis. How have their
products been helped or hurt? We have looked at universal life, excess
interest whole life, and indeterminate premium whole life.

Under the 1959 Act, there was a big advantage for excess interest
whole life and indeterminate premium whole life. Universal life was hurt
quite a bit. Under TEFRA, there are numbers going all over the lot,
and which was better or which was worse depended tremendously on
your interpretation of those unresolved tax issues. Under the new tax
act, clearly universal life and excess interest whole life have moved into
parity. The profits for indeterminate premium whole life are lower
basically because the assumption is that the tax reserves are lower than
the statutory reserves. So, there is an additional tax bite here,
whereas for excess interest whole life and universal life, the

assumptions are that these reserves are the same. These answers, of
course, will vary depending upon the actual relationship between tax
reserves and statutory reserves. That was for a company in Situation
A. For a company in Situation D, selling universal life and a
traditional product, we see the relative advantage flip flop from one
product to another as shown in slides 35 and 36.

Slide 37 shows a comparison of universal life which is, in effect, stocks
versus mutuals. All prices are on a 10 percent pretax basis. Under

the 1959 Act, a stock company in Situation A is doing just fine; a stock
company in Situation D is about break-even, and the mutual company is
losing a lot. There is confusion under TEFRA. Under TRA-84, there
is a level playing field. The only difference between the stock and the
mutual is the surplus tax; and the results are quite comparable,
depending on how they are allocated.

That is the summary of the effects of the new tax law versus the old

tax law with respect to pricing your business. Throughout, we have
talked about profit margin. Profit margin along with return on invested
surplus probably are the two basic measures which have been used by
stock companies for pricing individual life insurance. A number of

companies have used profit margin as a basic goal and try to shoot for
5 percent or 10 percent profit margin. They knew that if they got that,
the return on invested surplus and the other measures would be fine,
so they didn't have to take a hard look at the other measures.

Under TRA-84, that has changed dramatically. A number of companies,
because of 818(c), had large tax benefits in early years and, under the
new tax law without 818(c), don't get those tax benefits. The point is
that profitability was more front-ended under the 1959 Act for many
companies, and now it is not. To give you an example, we took an
interest-sensitive whole life product, profit tested under the 1959 Act
and under the new tax act to yield 8 percent after-tax profit margins.
It achieved exactly the same profit margin under both acts on an
after-tax basis (slide 38). However, if you look at the break-even
year (i.e., the year that the asset share exceeds the reserve), this

product used to break even in three years. Now, it takes seven years
to break even. Similarly, under the 1959 Act, the product had 80
percent return on invested surplus; under the new act, it has 20
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percent. The point is, don't just focus on profit margin in pricing.
You need to take a look at the pattern of the profit, year by year, as
well.

Similarly, a number of companies have relied on profits of in-force
business, either consciously or unconsciously, in pricing their new
products, and the profitability of in-force business has changed fairly
dramatically as well. Once again, this is due to changes in the tax law
(slide 39). Profits rise dramatically for a company in Tax Situation A
with the present value of future profits for a vanilla whole life policy at
various durations under the new tax act. This is basically because,
under the 1959 Act, you have tax reserves which are substantially
higher than statutory reserves; as those tax reserves are released, a
huge tax bill is generated that drives down the values of in-force
business. Under the new tax law, you have exactly the opposite
situation; tax reserves are lower than statutory reserves. The net
effect is an increase in the value of in-force business. So, if you
actually wanted to, under the new tax law you could utilize some of this
value of in-force business to subsidize new business.

MR. ALLEN D. GREENBERG: Mr. Dennis Van Mieghen is a member of
the ACLI Tax Subcommittee. Over the past several months that group
has been trying to come up with some form of regulations that would at
least clarify the situation for companies involved in reinsurance. Mr.
Van Mieghen will focus primarily on the current status under Section
845(b) and what actions might be appropriate.

MR. VAN MIEGHEN. What we call the "Draft Section 845 Regulations"

is our "wish list" of what we'd like to see the regulations define as to
what a significant tax avoidance effect under Section 845 is. The
Congressional Committee Reports give some general guidance as to what
is or isn't good reinsurance transaction, but they don't give any clear
cut safe harbors. They mention several characteristics of reinsurance
agreements, some of which tend to be thought of as characteristics that
will not cause a change by the IRS and some of which may. They are
generally :

1. The age of business. The older the business, the more likely the
IRS will question it. The newer the business, the less likely the
IRS will question it.

2. Character of business. Term insurance is thought of in a better
light from the IRS point of view than deferred annuities or level
premium whole life.

3. The existence of experience refunds. This one is going to be the
toughest provision. In the past with financial reinsurance, most
agreements had experience refund provisions. Every Section 820
modified coinsurance reinsurance agreement written from at least
1979 on had experience refund provisions. If there was profit-
ability over and above the fee, it went back to the ceding com-
pany. The existence of experience refund provisions that tend to
limit economic risk between the ceding company and the assuming
company will be frowned upon.
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4. The duration of the agreement. Longer reinsurance agreements
tend to be thought of as having good characteristics. Shorter
durations are thought of as being questionable.

5. Termination rights. Rights for the ceding company to recapture
are not looked at favorably.

6. The relative tax position of both parties. This is very important.
If there is a reinsurance agreement between a so-called large life
company and a small life company (respectively, one that's subject
to a 36 percent rate and one that's subject to a 14 percent rate),
that will be frowned upon.

7. Reinsurance between life and nonlife companies. Transferring
accident and health reserves from life to nonlife to get a play on
the 36 percent versus 46 percent rate for a casualty company will
be frowned upon.

8. Phase III.

9. Qualification as a life company.

10. The relative position of both parties to the reinsurance agreement
will be very important.

11. U.S. versus foreign. That will be important.

12. Financial reinsurance. Two companies in exactly the same situation
paying exactly the same marginal tax rates on investment income,
and the same overall tax rate, might not be questioned because
there's no tax to be collected. But that is an unusual situation in
what I call financial reinsurance. The financial situation of both

parties is an important factor. If both parties are solvent, and if
neither one needs surplus relief, that's not helpful. If you have a
company that borders on solvency, or to maintain its existence it
must get surplus relief, that's helpful.

The Subcommittee has been trying to work in some safe harbor
provisions. There are about seven or eight safe harbor provisions that
we'd like to see in the regulations. There is still disagreement within
the Subcommittee as to how aggressive these regulations that eventually
will be forwarded to the Treasury Department should be, however.

MR. GREENBERG: We think the biggest problem facing companies that
have any interest in reinsurance right now is that nothing is clear.
There is a complete vacuum, and we believe, perhaps cynically, that
this is what the Treasury wants. The IRS probably wants companies
to be afraid to do reinsurance. Therefore, the most important thing is
to get some proposed regulations to the Treasury as quickly as
possible. If the Treasury is unwilling to respond, there is precedent
for us to seek legislative relief saying that Section 845 is very unclear,
and regulations are needed. Hopefully, the effective date can be

changed to the date regulations are finalized. There is substantial
disagreement within the ACLI that this should be the strategy, but
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certainly a large number of companies agree that this approach may

have the best chance; 845 is in the Code and chances of repeal are
virtually nonexistent.

Now, all of this is prior to two or three weeks ago. The very survival
of the insurance industry could be at stake with Treasury 2!
Something like whether we can reinsure nonexistent business that we
are not going to be getting anyway may become a moot point for a
while. But certainly prior to the bombshell of Treasury 2, (a
bombshell because it was almost unchanged from Treasury 1), there may
no longer be a wide consensus that we should try to attack the problem
of Section 845 this way. The real problem we have is that the ACLI is
divided on what kind of regulations we should propose. My personal
feeling is to be as aggressive as possible on anything that we can
philosophically defend.

MR. VAN MIEGHEN: There are several hundred Arizona-domiciled

companies (basically credit reinsurance) that qualify as life insurance
companies for tax purposes only because of the structure of their
reinsurance agreements. The only way they avoid Phase III taxes is to
pick up additional premium income from fronting companies. These are
primarily captive companies of automobile dealers and banks. Most of
these companies qualify as life companies because the business they
produce is then ceded by the fronting company. The accident and
health (A&H) business is ceded on an earned basis. In other words,

these companies don't pick up reserves for A&H unearned premiums
because those reserves are carried by the ceding company (the fronting
company), but the credit life business is ceded on a written basis so
that the life reserves end up down at the captive level. There is
plenty of authority under Section 845 for these agreements, which have
historically worked for years and years, to be attacked. It was the
subject of a Supreme Court decision about ten years ago. My best
guess is that these agreements will be attacked under Section 845(b).
These captive companies have some interesting arguments. Many of
them would be insolvent if they took the A&H business on a written
basis because there would be a surplus strain. The commission strain

is being carried by the fronting company, so if A&H were taken on a
written basis there would not be enough capital and surplus in these
companies. Thus, there is a business purpose other than taxation as
to why some of these agreements are on an earned basis instead of a

written basis. Also, if the IRS say, for tax purposes, did treat these
agreements as if they were on a written basis, the company would not
be a life company. Would it then impute a higher commission expense
because taking it on a written basis results in more reinsurance

commissions earlier? The company might end up with a loss even
though it was a casualty company in the earlier years. The resolution
of that question will be very interesting to see as this law evolves. If
the IRS restructures transactions, will it give greater deductions for
credit A&H to the assuming company than were otherwise generated
under the structure of the agreement?

I am somewhat pessimistic that we will ever see regulations that say

anything. It's my personal opinion that the Treasury Department would
like to see uncertainty in the reinsurance area. If there is a set of
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regulations that set forth definitive standards and safe harbors, then
the thought is that the insurance industry would find a way to
manipulate its tax. If there are no regulations that say anything, then
you will have a difficult time pricing reinsurance agreements. You may
not even do them for tax motivation, if you have uncertainty.

MR. JOHN G. TURNER: I'd be interested in comments any member of
the panel has on the impact of Treasury 2 on individual life insurance
product design.

MR. GREENBERG: This is probably initial pessimism, but the feeling I
get is that if it remains unchanged, essentially there will be two types
of products: annual renewable term insurance of some kind and
variable universal life insurance. All other forms of individual life

insurance will have onerous tax consequences compared to the current
tax environment. This truly represents a serious threat to the
insurance industry.

There is one improvement in Treasury 2; the Treasury Department has
indicated that, even though there's no cash value, the reserve for an
immediate annuity should be deductible. So, that particular business
would not be killed. It would be otherwise very difficult to take in
millions of dollars of premium income, have expenses, and have no
deduction for the millions in reserves. I would think that for

companies that write a lot of immediate annuities, the tax bill would

bankrupt them in one or two years.

MR. VAN MIEGHEN: One other thing in Treasury 2 that's different is
the treatment of nonlife reserves by life insurance companies, essen-

tially A&H claim reserves. For casualty companies, there's a concept in
Treasury 1 and 2 of a qualified reserve account. This concept under

Treasury 2 is extended to life insurance companies for their nonlife
reserves which are primarily the claim liabilities for A&H business.

Essentially you would be forced to discount and end up with a perma-
nent nondeductible item. The qualified reserve account approach to

discounting forever disallows the discount element as a deduction. So
that if you end up _ith an actual claim payout of $1,000, and the
discounted reserve for it is paid, say, as $950, you only deduct $950;
you never deduct $1,000. It's a permanent disallowance. This aspect
is probably almost as bad or maybe worse than not allowing any deduc-
tions for life insurance reserves except the cash values. You may come
up with a worse answer than, for example, term insurance reserves;
the Iife reserves would not be deductible until the claim is paid. That
may be a better answer than having to discount A&H claim reserves
where the discount element is permanently nondeductible. That, unfor-
tunately, was put in Treasury 2 at the last minute.

MR. ROY GOLDMAN: Relative to the regulations on Section 845 that
you are discussing in your committee, Mr. Greenberg, are you
considering the captive reinsurance situation in credit insurance, or are
you going to be more general?

MR. GREENBERG: With very few exceptions, the regulations that we
are proposing make definitive the suggestions that appear currently in
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the Congressional Committee Reports on 845. Where they say "tend to"
we change it to "will." There are one or two issues that we address,
but for captive reinsurers, there's a separate section within the
subgroup that is dealing with the related-party issues. Mr. Van
Mieghen is in the section dealing with unrelated companies.

MR, VAN MIEGHEN: Of course, this is unrelated if you are dealing
with, say, a Prudential which is dealing with an Arizona company and
which is fronting for the company.

MR. GREENBERG: By captive you mean having reinsurance with the
captive of an unrelated parent company. One of the suggestions we
had which we thought was the mildest of all was that to the extent that
you reinsured (with an Arizona captive reinsurer as a typical example),
and that if it were not for the impact on qualification or Phase III tax
and every other facet of the reinsurance was fine, that qualification or
Phase III alone would not be a determining factor. If the exact same
reinsurance deal between an 3, two other parties was fine, then it would
also be allowable in this situation. I preferred a stronger approach,

more in keeping with the philosophy of Representative Fortney H.
"Pete" Stark of California, that the new act was not intended to

trigger, in any new or different way, Phase III tax. Therefore,
reinsurance for the purpose of avoiding Phase III tax should be

allowed. The feeling has been, however, that this approach simply
suggested direct tax avoidance, although it is consistent with the
earlier commentary on DEFRA.

MR. VAN MIEGHEN: As I recall some of the earlier drafts, we

specifically addressed Phase III and qualifications of life company and
had some strong language in there. The latest drafts don't specifically
mention Phase III or qualification. You'd have to read the other

sections and say by inference these agreements should be good although
there is no direct mention of it.

MR. GREENBERG: It's basically that you meet the tests. If your
reinsurance agreement meets the tests in the proposed regulation, then
the Phase III or the qualification question doesn't arise. It is either a
legitimate transaction, or it is not a legitimate transaction.

MR. VAN MIEGHEN: No matter what comes out, I think the Phase III

credit life issue will be left up in the air. I expect questions to be
raised on qualification of credit life companies. I guess I see more
antagonism at the IRS agent level and at the appellate level on credit
life companies. They don't seem to like this type of entity. They seem
to have an impression that it's a gimmick. That it is not the law per
se; that it is just an attitude. The attitude is negative, and any time
you have a negative attitude, you are going to find issues raised.
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