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ABSTRACT 

This paper extends the author's previous study, "An Expanded Finan- 
cial Structure for Ordinary Dividends," to reflect amendments to the life 
insurance company federal income tax statutes introduced by the Tax 
Equity and Fiscal Responsibility Act of 1982 (TEFRA). The generalized 
dividend formula is based on the contribution principle and incorporates 
into a single structure three methods described in actuarial literature: the 
source-of-earnings method, the asset-shares method, and the fund method. 
Companies using the generalized structure of the previous study or any 
of these methods will find the precise new federal income tax (FIT) factors 
of the generalized formula helpful in allocating FIT among ordinary div- 
idend classes. A permanent replacement for TEFRA is being sought, and 
if the new law is based on gain from operations with some limit on dividend 
deductibility, then this approach should be readily adaptable to it. 

In the previous study, generalized formulas were developed in detail 
for a typical Phase 1 mutual company in Fraser situation B. Formulas in 
this paper are developed in detail for a Phase 2 Negative mutual company 
in Fraser situation A, typical under TEFRA for a mutual company. 

1. B A C K G R O U N D  R E QUIR ED 

Familiarity is assumed with my previous study [1] and with John C. 
Fraser's classic FIT paper [2]. The terminology of those papers is used 
in this one, extended in the text as necessary.' This paper does not attempt 
to recreate the derivations, logic, or discussions of my previous study 
and, in fact, should be regarded strictly as an addendum to that work, 
updating it for the TEFRA changes. 

The Fraser situations, tax formula, and marginal factors that result from 
TEFRA are presented in Appendix I in the detail needed for this paper. 
The formulas are developed along the lines used by Fraser [2]. Appendix 
1I sketches the derivation under TEFRA of the basic generalized dividend 
formula (4) from my previous paper [1]. 

A short description of  Ill may be found in RSA, VIII, No. 2 (Orlando, 1982), 444-48.  
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II. THE D I V I D E N D  TAX TERM IN SITUATION A 

The dividend tax term (FIT) , ,  in formula (1) of [1], page 318. repeated 
in Appendix II, is on a marginal basis applying to a policy year. The 
calendar-year  format  for the tax shown in Appendix I reduces to the 
following on a pol icy-year  basis,  neglecting X, which is zero for a large 
company,  and other constants  as immaterial at the policy level: 

(FIT)~  = r{(ar, - E" - E") 

+ hi '(~r.  + f .  , V . _ ,  - E"  - I / zE"  - J/2q~,_,F.) 

- [ V . ( 1  - q"  , - w "  , )  - V .  ,] 

- q"  ~ [ F .  - ( T O ) . , ]  

- w'o , [ C . , -  ( T D ) ° I  

- a(l  - m q ' . _ O D .  

- a ( q ' .  t + w" , ) ( T D ) .  

+ I/z(l - h ) i ( V . . ,  + P .  + V . )  

- (Sec. 818(c) factor  on CRVM policies)} . 

where 

a = a, = 1.00 on pension policies; 

a = a: = 0.775 on nonpension policies in mutual companies  

= 0.85 on nonpension policies in stock companies .  

Also, there is an FIT  deduction of - rE , ,  at issue, i f T E F R A  was applicable 
at issue. On CRVM policies, this credit appears  as - r [Eo  - (P~ - P,)] 
at issue and as - r [ E ~  + ( P .  - P0] in the first policy year. I f T E F R A  was 
not applicable at issue, there is no credit for issue expenses.  

The 818(c) factor  will be discussed in the following section. 

111. G E N E R A L I Z E D  D I V I D E N D  F O R M U L A  IN SITUATION A 

If  the expression for (FIT) , ,  in the preceding section is introduced into 
formula (1) of  [!], page 318, and formula  (1) is t ransformed into formula 
(2) and then into formula (4), as outlined in Appendix 11, one obtains the 
following for T E F R A  situation A. 
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N e w  Formlda (3)." The Surplus Funct ion  S,, 

Bn(1 - x )  - ( 1  - mq' .  _ / ) ( 1  - a r ) ( A D n )  + S ~ _  / ( 1  + i " )  
S n = 
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where 

1 - q ~ _  / - w .  _ / 

So = - E o ( l  - x ) ,  

X =  r 

= 0  

= 0  

if TEFRA is in effect at issue and n ~< k 

if TEFRA is no in effect at issue and n <~ k 

i fn  > k  

(3) 

i " =  (1 - rh ) i ' ,  

Eo 

a~ 
n ~< k ( issue-expense amort izat ion charge), 

B.~.k~ = g . V . ,  n > k (profit charge;  more generally n >/ 1). 

Note  that on CRVM policies, 

and 

So = - l E o  - (P2 - Pl)](l  - x) 

Eo - (P2 - P , )  

a~q 

with E, + (P., - P,) substi tuted for E, in the first-year dividend. 
Also, note that the 818(c) credit in the first year  on CRVM policies also 

can be applied against Eo, reducing the amort izable issue expense to zero 
in many  cases;  then, k would become zero. 

In Section V. a dynamic or floating definition of  B . ~ ,  is given, 
which ensures  that the values of  ( -  S.) for n ~< k, as established at intro- 
duction of  the policy class, are sustained as i', q "  ,, and w'_, change in 
later years, thereby ensuring recoverability of  issue expenses automatically. 

N e w  Formula  (4)." The General ized Div idend  D.  

( 1  - mq',, ~)D,~ 

I - -  r 

1 - a r  { ( P ~  
+ v ._ , ) ( l  + r )  - v .  
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+ Or. - P . ) ( I  + i ' )  - E ' ( I  + i ') - E~(I + I/2i') 

- q ' _ , [ F . ( l  + l h i ' )  - V . ]  

- w.'  , ( c .  - v . ) }  

(1 - a ) r  

1 - a r  

(1 - h) r  + 
I - ar  

- - [ t q ' - ,  + w ' .  , ) ( T D ) . ]  

- - { i ' [ ( ~ r .  + V . _ , )  - E'. - Y2E" - I]2q: , F . ]  

- ' /2 i (V.  , + P°  + V.)} 

(4) 

1 - x  

1 - ar  

1 B. (  >k, 
1 - ar  

B. ,~k,  + (1 - mq' .  , ) ( A D . )  

1 
+ ~ (G. + R.)  

1 - ar  

f o r n  ~< k 

f o r n  > k 

| - -  a t "  
(818(c) fac tor  on C R V M  policies) . 

The 818(c) credit  at n = I would  be applied against  amort izable  issue 
expenses  first, and any balance  would be spread fo rward  on an actuarial 
equivalence basis;  this fac tor  is zero if T E F R A  is not in effect at issue. 
that is, for policies issued before January  !, 1982. 

It is convenient  that on  in-force policies formulas  (3) and (4) accept  
S. ,, accumula ted  on the historical Phase 1 F IT  basis prior  to T E F R A ,  
as input into the new S,, and D,,, now reflecting the Phase  2 Negat ive  F IT  
under  T E F R A .  

T h e  8 1 8 ( c )  F a c t o r  o n  C R  V M  P o l i c i e s  

The 818(c) term is der ived by differencing the tax term (F/T),, in Sect ion 
II with respect  to reserves  and inserting the approx ima te  expression for  
the excess  o f  net level p remium (NLP)  over  C R V M  reserves  al lowed in 
the statute. The difference in the tax is as fol lows:  

- Yr{lF,',(! + J/2iv) - V,,](l - q;, , - w,', ,) - IF,', ,(1 + q2iv) - V,, ~] (5) 

-~/..(1 -h ) i (2F ; ,  - V., , - P , , -  V.,)}. 
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where 

F" = F. - (TD),,, 

Y = 0.021 for policies issued prior to April 1, 1982 

= 0.019 for policies issued after March 31, 1982 . 

The 818(c) dividend term is the change in tax (5) multiplied by the factor  
- 1/(1 - a t ) .  Hence,  in formula (4), the 818(c) factor in CRVM policies 
is as follows: 

Y ( ( F "  - F" ,)(1 + I / z iv )  - ( V .  - V . _ , )  - ( q ' . _ ,  + w'_h0[F'(l + I / z iv )  --  V . ]  

- I/2(1 - h ) i ( 2 F "  - V . _ ,  - P .  - 1/".)}. 

In the common case of  F~,_, = F" = F '  and P ,  Y, , g P , . ,  for a policy 
issued after March 31, 1982, the 818(c) dividend term is as follows: 

F o r t /  : | :  

0"019r [F,(I 
+ J /2 iv ) ( l  - qo - wo)  - (1 - h ) i ( F '  J/..P,)] 

I - a r  

F o r n >  1: 

-20"019r{(v. - V.,_,) + (q,',_, + w'i, ,)[F'(I + t / z i v )  - V.] 
1 - -  o r  

+ (1 - h ) i [ F '  - I / z (V. ,  , + P, ,  + V,,)]} 

As noted earlier, the tax savings, formula (5), usually would be used to 
reduce the amort izable issue expense,  leo - (P2 - P,)](I - r). the bal- 
ance, if any. being spread forward on an actuarial equivalence basis against 
the negative 818(c) dividend term for n > !. 

D i s c u s s i o n  o f  F o r m u l a s  (3 )  a n d  (4 )  

The first term in formula (4) equals (1 - r)/(1 - a r )  t imes the s ta tutory 
gain prior to FIT. amort izat ion of  issue expenses ,  profit charges,  and 
dividend, where the multiplier is 83.9 percent  for nonpension policies in 
mutual companies ,  88.7 percent  for such policies in stock companies ,  and 
100 percent for pension policies in all companies .  This is the major  part 
of  the dividend. 

For policies issued after  December  3l ,  1981, issue expenses  are de- 
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ductible from taxable income, and the charge for amortization of issue 
expenses  has the same multiplier; for policies issued prior to January  1, 
1982, there is no such credit for issue expenses  and the multiplier of  the 
amortization charge is larger, 1/(1 - a t ) .  Further  understanding develops  
by study of  the complete  (FIT) , ,  expression in the next section. 

IV. THE COMPLETE D I V I D E N D  TAX FUNCTION (FIT),,  

D e r i v a t i o n  

If  the generalized dividend D,, of  formulas (3) and (4) is introduced into 
the tax term given by the formula in Section II, one derives the complete  
tax function expressed in policy and experience factors only. The  easiest 
derivation of  this function is to note that (FIT), ,  is the excess  of  the 
hypothetical  dividend, assuming r = 0, over  the actual dividend in Sit- 
uation A under TEFRA.  The concept  of  the floating B, , ,~ , ,  set forth 
in Section V, is used in this derivation,  so that B,.,~, on the r = 0 as- 
sumption reproduces  the values of  ( -S , , )  established for the actual tax 
basis. The result is as given below. 

F o r m u l a  f o r  t h e  C o m p l e t e  (FIT) , ,  F u n c t i o n  

(HT) .  (1 - m q~ _ ~ 

(1 - a ) r  

1 - a r  
{(P. + V. ,)(1 + i ') - V,, 

+ ('n. - P.,)(I + i ')  - E.'(I + i') - E"(I  + U2i') 

- q ' . _ , l F . ( l  + t / ' . i ' )  - V . ]  

- w" , ( c , , -  v . ) }  

(1 - a ) r  
- -  [ (q" , + w" , ) ( T D ) ° ]  

I - a r  

(1 h)r  {i'[(~r. + V .  ~) - E: - i/.z~.lq,, - I/2q~, ,F.] 
1 - ar  

- t/2i(V., , + P .  + V.)}  

ar  

| - -  d r  
B . ~ k )  - h r i ' ( - S ~  _ i) - a r ( l  - mq ' .  _ I ) ( A D . )  n <~ k 

ar  B n > k  
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a r  
- -  ( G .  + R .~ .  
I - a r  

1 - -  a r  
- -  (818(c) factor  on CRVM policies). 

Discuss ion  o f  the Comple t e  (FIT),, Func t ion  

This formula indicates the manner in which dividends before FIT should 
be adjusted for allocation of  FIT under TEFRA.  assuming that FIT is to 
be reflected fully in dividends. Whether or not a company uses the full 
generalized dividend scale, this formula can be a guide to allocation of 
FIT among dividend classes. 

The dominant first term is (1 - a)r/(l - ar) times the statutory operating 
gain prior to amortization of  issue expenses,  profit charges, FIT, and 
dividends. The multiplier is 16. ! percent for nonpension policies in mutual 
companies,  I 1.3 percent for such policies in stock companies, and 0 per- 
cent for  pension policies in all companies. Where the policy is issued on 
or after January 1, 1982, so that x = r, the same multiplier applies to 
B.,~k~, the charge for amortization of issue expenses.  

The remaining terms show that the tax function differs from a per- 
centage of the statutory operating gain prior to profit charges, FIT, and 
dividends, being affected in addition by the value of a, percentage of tax- 
exempt investment income ,(1 - h), 818(c) adjustment, profit charges, 
and the schedule of amortizing issue expenses.  The enhancement  of the 
effect of  tax-exempt investment income after pass-through to dividends 
is especially notable. 

V. " F L O A T I N G "  ISSUE-EXPENSE AMORTIZATION CHARGE B, ,~ ,  

In his discussion of  [1], Dr. Thomas Kabele noted that the schedule of 
( -  S,,,,,) determined at introduction of a policy class could be preserved 
by allowing B,~,, to vary, or float, thereby ensuring the recoverability of  
the amortizable issue expenses.  This is accomplished in the following 
way. 

Let S,,~, be defined as in formula (3): 

(1 + i " ) ( - S .  _ l) - B ' . ( I  - x) + (1 - m q ' .  _ t)(l - ar) (AD. )  

( - S , ) =  1 - q ' n -  I - w ' , _  v 

where i" = (1 - hr)i' ,  q ' , _ , , w ' , , B ~ , . a n d  (ADD are all based on the as- 
sumptions at introduction of the policy class. 

The floating Bnc~k) then is determined as follows in later calendar years: 
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Bnt>k) = (l - m q ' n -  t)(! - a r ) ( A D n )  + (l + i " ) ( -  Sn_ i) - 

(1  - -  q ' n -  1 - -  w ' . _  1 ) ( - -  Sn) , 

where i", q;, ,, and w;,_, are the new values in the current yea r ' s  dividend 
scale, and S,. S,, ,, and (AD,,) remain unchanged. 

This floating B,,,~k, should be a standard feature of the generalized div- 
idend formula. As noted previously, an adaptation of this process was 
used in Section IV. 

APPENDIX 1 

TEFRA MODIFICATIONS OF CERTAIN FRASER FORMULAS 

This analysis is confined largely to modifications of  the formulas from 
[2] needed for the new T E F R A  Phase 2 Negative situation, where most 
mutual life insurance companies  will be located. 

DEFINITIONS 

Mr. Frase r ' s  notation is used with several extensions: 

D e = Policyholder dividends on pension policies; 
D N" = Policyholder dividends on nonpension policies; 

a, = a factor applying to pension policies ( =  1.00); 
as = a factor applying to nonpension policies ( =  0.775 for mutual 

companies;  = 0.85 for stock companies);  
N = Nonparticipating premiums defined in section 809(d)(5); and 
H = Accident and health and group life premiums defined in section 

809(d)(6). 

Hence ,  assuming limitations on 0.03N and 0.02H do not apply, Fraser ' s  
D becomes  

D = D e + D Ne + 0.03N + 0.02H. 

Also, 

X = $2,000,000 - D / 4 ,  where 0 ~< X <~ $1,000,000; 
r = Tax rate (0.46); 

Tax = r (TI )  + 0.28(Long-term capital gains) - Tax credits - Small 
constant;  and 

T = r (T l ) ,  where 1"1 (taxable income) is as defined below. 

SITUATIONS AND TAXABLE INCOME 

The new T E F R A  limitation on D is as follows: 
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D Y larger of (A) and an elective alternative limitation (B): 

(A) = X + [ ( G -  / ) ¢ 0 ]  

(B) : X + a , D  p + a: (D .~'' + 0.03N) , 

except  that 

(B) = a , D  p + (1 + a , ) ( D  ~ + 0.03N) i f (D  N" + 0.03N) < X .  

679 

Corresponding to [2], page 57, 7"1 becomes the following: 

7"1 -: Sum of (a) and (b): 
(a) = Smaller of  (1) and (2): 

(I) = I 

(2) = G - Smaller of (i) and (ii): 
(i) = D 
(ii) = Larger  of (x) and an elective (y): 

(x) = X +  [ ( G -  / )~ :01  
(y)  = X + a , D  p + a,_(D .~r + 0.03N) 

(b) = I/2(G - D - I) 4=0 

The new Fraser situations and taxable income then may be displayed 
as shown on page 131. 

As previously, situations A and C are Phase 2 Negative, situation B is 
Phase 1, and situation D is Phase 2 Positive. In large companies, X = 0 
and situation C is null. 

M A R G I N A L  FACTORS IN S I T U A T I O N  A FOR X ~ 0 

Some of Fraser 's  marginals are changed by TEFRA in all situations 
except  situation C. In particular, the "Geomet r ic  Menge"  adjustment in 
situation B changes the marginals for assets,  nontaxable investment in- 
come, taxable investment income, and nonpension reserves; this is true 
also in situation D, where the marginals are the average of  those in sit- 
uations C and B. Only situation A for X = 0, applying to large mutuals, 
previously in situation B, will be treated here. Corresponding to Fraser ' s  
formulas for situation A ([2], pp. 63-66 and 96-98), and with the appli- 
cation of  his derivations, the following emerges for situation A with X = 
0, shown in the first line of the display on page 681 : 

[ 1"1~,  (z V . . . .  • .~e ~¢" + ieV  e + B ' )  - X T r G ' + I '  B '  B " + p +  



6 8 0  GENERALIZED ORDINARY DIVIDEND FORMULA 
q 

- a , D  e - a , ( D  "re + 0.03N)  - (818(c) f ac to r  on C R V M  p o l i c i e s ) ] .  

He re ,  G '  = P - C - E - ( V ~  - V o ) ,  where  

P = P remium;  

C = All  benefi ts ,  o ther  than d iv idends ,  paid to pol icyholders ;  

E = E x p e n s e s .  c o m m i s s i o n s ,  and  t axes  o the r  than  F I T :  

and  V~ and V ,  are  mean  r e s e r v e s  at the  ends  of  the  c u r r e n t  and  p rev ious  
c a l e n d a r  yea rs .  

N o t e  that  in B ' ,  in teres t  pa id  on nonpens ion  de fe r red  annu i t i e s  is l imited 
to the  a m o u n t  def ined  in n e w  sec t ion  805(f) .  

T h e  F r a s e r  marg ina l s  can  be  d e r i v e d  f rom the a b o v e  fo rmu la  for  T. 
Let  

Then  

Al so ,  

• , , ,  i ~, ) 
K = v N P  + r v e  + b '  . 

m ,~1 = r h K  ; 

m r = r [ l  - (1 - h)K] = rn '~' + r ( l  - K) ; 

m '  = h m  r + (! - h ) m  ~'r = r h ,  where  1 = I r + I N r  . 

m N e t ~  = r n e L  = r(1 - h ) L  ; 

m ~ ;  , = m e = _ m  c = _ m ~ V ,  vo~ = - m  s" - ~ -  - m  81~'tc~fact°r = - m  x = r ;  

r n  B' = - r h  ; 

rn  ° e  = - a ~ r  ; 

m ~ ' 'e  = - a z r  ; 

m N = - O . 0 3 a , . r  ; 

m ~'  = r r l  A -= O ,  

In m a t t e r s  invo lv ing  d e c i s i o n s  as  to  i nves tme n t  in t a x a b l e  ve r sus  non- 
t axab l e  secur i t i e s ,  m '  and  m ,'~' a re  app l i cab le ;  t he se  a re  func t ions  o f  K. 
O t h e r w i s e ,  m '  = r h ,  w h i c h  is i n d e p e n d e n t  of  K, can  be  used ,  wi thou t  the  
need  to s e p a r a t e  t axab l e  and  n o n t a x a b l e  i nves tme n t  i ncome .  



D"" + 0 .03N >X  

F r a s e r  

S i t u a t i o n  ¢;  - I 1"1 

A . . . . . .  

B . . . . . .  

C . . . . . .  

D . . . . . .  

G - l < [ a t D "  + az tD ''e + 0 . 0 3 N ] *  

[ a i d  e + az (D TM + 0 . 0 3 N ) ] *  < G  - I < D  - X 

D -  X < G -  I < D  

D < G - I  

G - [a~D e + az (D""  + 0~03N)  + X ] * *  

I - X  

G - D  

t/ ,AG- D + I) 

C7~ 

N o r E . - - I f  X + a ;D  e + a,AD~e+ 0 . 0 3 N ) > D ,  s o  t h a t  t h e  e l e c t i o n  is n o t  m a d e ,  t h e n  t h e  b r a c k e t  * b e c o m e s  0 a n d  t h e  b r a c k e t  

• * b e c o m e s  D ,  a s  in  t h e  1959 law.  

D/'p + 0 . 0 3 N < X  

F r a s e r  

S i t u a t i o n  G - I T I  

A . . . . . .  

B . . . . . .  

C . . . . . .  

D . . . . . .  

G - I < [ a i D  e + ( I + a , ) ( D  ~'e + 0 . 0 3 N ) ] *  

[aiD e + ( I + a2)(D '~'e + 0 . 0 3 N ) l *  < G  - I < D  - X 

D - X < G - I < D  

D < G - I  

G - [ a i l Y  + ( 1 + a2l(D ,~'e + O.03N) I**  

I - X  

G - D  

~A( G - D + I)  

N o ' r E . - - l f a ~ D e + ( I  +a,,) (D~"~+O.O3N)>D,  s o  t h a t  t h e  e l e c t i o n  is  n o t  m a d e ,  t h e n  t h e  b r a c k e t  * b e c o m e s  0 a n d  t h e  b r a c k e t  

• * b e c o m e s  D ,  a s  in  t h e  1959 law. 
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The  818(c) fac tor  on C R V M  policies ,  newly  defined in T E F R A ,  is de- 
r ived by dif ferencing T, e x p r e s s e d  in marginal  fo rmat ,  with r e spec t  to the 
difference be tween  N L P  and C R V M  rese rves ,  and subst i tu t ing the elec- 
t ive app rox ima t ion  for  the excess  of  N L P  ove r  C R V M  rese rves :  

818(c) fac tor  = - Y[(F, - V,) - (Fo - Vo) - 1/2(1 - h)i(Fo + F ,  - V o - V,)]. 

where  

Y = 0.021 for  C R V M  p e r m a n e n t  pol ic ies  issued before  April  1. 1982 

= 0.019 for  C R V M  p e r m a n e n t  policies issued af ter  March  31, 1982 

= 0.005 for  C R V M  te rm policies  for  t e rms  of  more  than f if teen years  ; 

F and V are  aggrega te  face a m o u n t s  and mean  rese rves  on C R V M  policies 
in force  at the ends  of  the p rev ious  and cur rent  ca lendar  yea r s ,  and i is 
the average  rate  o f  interest  in C R V M  rese rves  in the ca l enda r  year.  

The  con t r ibu t ions  o f  C R V M  policies  in their  first pol icy yea r  tend to 
cause  the 818(c) fac tor  to r educe  the tax in aggregate .  H o w e v e r ,  the 818(c) 
t e rm,  when  reduced  to the pol icy level ,  is complex ,  as shown  in Sect ion 
I I I .  

A P P E N D I X  11 

DERIVATION OF N E W  F O R M U L A  (4) FOR T H E  
G E N E R A L I Z E D  D I V I D E N D  

Formula  (1) f rom m y  prev ious  p a p e r  ([1], p. 318) fol lows:  

f . V .  = (P.  + f .  , V .  ,)(1 + i ') 

+ (rr. - P . ) ( I  + i ')  - IE ' ( I  + i ') 

- q ' .  , [F.(I  + i ' / 2 ) -  f . V . ]  

- w' .  , ( c °  - A v . )  

- (F IT )  

+ G . + R .  

- D . [ I  - m q ' . _  j + ( i ' / 2 )q ' .  _ 1(1 - m)] , 

+ E',I(1 + i'/2)] 

(1) 

wherefoVo = - ( I  - r)Eo as suming  that  T E F R A  is in ef fec t  at issue. 
S e t t i n g f . V .  = V .  + S . ,  set t ing (F IT )  equal  to its va lue  in Sec t ion  II ,  



GENERALIZED ORDINARY DIVIDEND FORMULA 683 

and solving for  the d ividend,  we obtain  the new formula  (2), ignoring the 
h igher-order  term involving i ' q "  ,: 

( l  - mq' , ,  l)D,~ 

= (P.  + V. ,)(1 + i ') - V. 

+ ('rr. - P.)(I  + i ' )  - [E'.(I + i ') + E"(I  + i'/2)] 

- q ' _ , [ F . ( 1  + i ' /2)  - I1".] 

- w ' o _ , ( C .  - v o )  

- r { ( r r .  - E "  - E".)  + h i ' ( r r .  + V .  , + S . ~ .  - E "  - V2E',I - Veq ' .  , F . )  

(2) 
- [ V . ( l - q ' _ , - w "  , ) -  V .  , ] - q ~ ,  , [ F . - ( T D ) . ]  

- w~ , [C.  - ( T D ) . ] -  a(1 - m q ' .  O D .  - a ( q ' .  ~ + w ' _ O ( T D ) .  

+ 1/2(1 - h ) i ( V . _ ~  + P .  + V . )  

- (818(c) fac tor  on C R V M  policies)} 

+ G . + R .  

- [ S . ( I  - q'. , - w ' _ O  - S .  , (1  + i ' ) ] .  

Now,  by in t roducing the express ion  for  B., f rom Sect ion III  and col lect ing 
terms,  we can derive formula  (4) for D.  as it appears  in Sect ion l I I .  
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DISCUSSION OF PRECEDING PAPER 

PAUL SARNOFF~ 

Mr. Cody is to be commended for presenting this interesting and inform- 
ative examination of the operation of an ordinary dividend formula under 
TEFRA. The application of the marginal tax rates under TEFRA to each 
individual policy has the nice actuarial property that the sum of the individual 
policy tax charges reconciles with the aggregate tax charge upon the com- 
pany for the year. 

As the author indicates in Section II1 of the paper, the treatment of ac- 
quisition expense differs between policies issued before 1982 and those is- 
sued in 1982 and later. Policies in the latter class receive a credit in the 
calculation for the federal tax effect that results from deducting acquisition 
expense under TEFRA in the year that expense is incurred. As that expense 
is recovered out of the future income stream, tax charges would be generated 
under the dividend formula applicable to future years. On the other hand, 
for policies issued before 1982, no such credit would be accorded for ac- 
quisition expense, since such expense was incurred in a preTEFRA year. 
Recovery of previously incurred acquisition expense would give rise to div- 
idend formula tax charges in future dividend years to which TEFRA is 
applicable. 

This prompt rebate to the 1982 policyholder of the federal income tax 
effect of acquisition expense has the advantage of a favorable effect upon 
net cost illustrations of newly issued policies. The corresponding charge 
against the earnings of prior years' issues enables the company to make such 
rebates without impairing its financial position. The method does create the 
possibility, however, that replacement of pre1982 policies by more recent 
policies would become attractive, or at least more attractive than formerly. 

The method also creates the potential for a customer relations problem. 
The fact that newly issued policies would have a significantly more favorable 
net cost than the earlier issues may be difficult to explain. This type of 
problem can arise when members of one family, or employees or owners of 
a single firm, buy policies in adjacent calendar years and find it difficult to 
understand why such large differences in cost exist. I question whether the 
nice property that the sum of the individual tax charges reconciles with the 
total charge to the company is adequate justification that the method is fair, 
equitable and practical. 

685 
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In the case of a 1982 policy, that policy's funds would be credited, under 
this method, with an amount equal to that policy's (negative) contribution 
to that year's federal income tax. What is the source of the money for that 
credit? It is my view that the source is not the federal government, since 
federal taxation is not normally a two-way street. The source of the money 
must be a charge that is made against some other class of policyholders. In 
other words, the pre1982 policyholders are being charged not only for the 
tax on the operations of their own policies, but also to make a contribution 
to the 1982 policies. This might be rationalized on the grounds that when 
the 1982 policy has been in force as long as those early policies are currently 
in force, the 1982 policies will be called upon to contribute corresponding 
charges. That, of course, assumes that the provisions of TEFRA continue 
in effect from 1982 on, and that the 46 percent corporate tax rate continues 
unchanged throughout the period. At the time of this writing Congress is 
considering permanent tax legislation that would replace TEFRA and modify 
the 46 percent corporate tax rate, by a special deduction, to bring it effec- 
tively to the 34.5 percent level. But even if the given federal income tax 
formula and tax rate were to remain fixed and unchanged, I seriously ques- 
tion whether it is equitable and proper for an insurance company to make 
these transfers from one class of policyholders to another. The fundamental 
principle of life insurance has long been to provide insurance ot each class 
of policyholders at as close to actual cost as possible. Such transfers seem 
contrary to that equitable principle. 

The matter may be simplified by considering a life insurance company 
that has been subject to stable rates of new business, lapse, mortality, in- 
vestment income and expense for a long enough period that it may be con- 
sidered a stationary model. The company's federal income tax under TEFRA 
may be simplistically described as a tax on 22.5 percent of the dividends 
paid to policyholders. The acquisition expense incurred by policies issued 
in 1982 balances exactly with the recovery of prior years' acquisition ex- 
pense. Does it really follow that, despite this balance, the current year's 
issues would receive a large credit and the prior years' issues should have 
a large tax charge? Is the fact that the government determines the aggregate 
tax on the company in a certain way an adequate justification for the com- 
pany to take money from old policyholders and give it to new policyholders? 

(AUTHOR'S REVIEW OF DISCUSSION) 

DONALD D. CODY 

Mr. Sarnoff has raised interesting points about the allocation of federal 
income tax to different policy classes, in both of my papers on the gener- 
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alized dividend financial structure, I have adopted the principle of charging 
costs directly to different policy classes as precisely as possible. This tends 
to assure optimum pricing in the free market, and it minimizes effects of 
changing distribution of business. Additionally, it enhances cost control be- 
cause net costs are immediately affected by changes in expenditures and 
practices. This result is not assured if costs in one class are absorbed in 
greater or lesser degree by other classes. The pure concept, of course, is 
modified by the formulated allocation of indirect and overhead expenses, by 
averaging investment-year method (IYM) interest rates with portfolio rates 
(the o~-factor) to reduce replacements, and in other ways identified in the 
papers. 

The precise allocation of federal income tax by marginal factors has been 
a feature of my thinking for the marketing and control reasons already men- 
tioned. As Mr. Sarnoff notes, in essence this approach makes the insurance 
company an intemlediary between the policyholder and the federal govern- 
ment. This is not a new concept, for example, lower federal income taxes 
charged to pension policies have long been a feature of pricing in all com- 
panies. 

The above procedures for charges are equitable in my view, assuming 
that they are applied consistently and uniformly across all classes. Mr. Sar- 
noff questions the suggested handling of TEFRA credits to acquisition ex- 
penses on policies issued after December 31, 1981, noting that no such 
credits were available on earlier issues in Phase 1 companies, thereby cre- 
ating a discontinuity in dividends on policies issued in 1981 and 1982. (The 
818-c credits and charges involve the same problem for policies issued in 
March and April, 1982.) While I do not agree that equity is impaired within 
my own generalized dividend structure, I agree with Mr. Sarnoff's privilege 
to define equity otherwise. I completely agree with the desirability of spread- 
ing the jump in credits on acquisition expenses if replacement dangers loom 
large, just as I have recommended modifying IYM interest rate credits. 1 
would note, however, that rapidly changing interest rates and competition 
from unbundled products with direct IYM credits and income tax charges 
already have caused large replacement problems within and among com- 
panies. TEFRA acquisition expense credits, including the strange 818-c credit, 
are only part of the problem. I am indebted to Mr. Sarnoff for highlighting 
this important matter. 

Mr. Sarnoff noted that the simplistic value of the TEFRA tax in the 
idealized steady state situation (level sales and stable interest, expense, claim 
and termination rates, and so on) is X percent of the dividends paid. The 
value of X can be derived from my formula for the Complete (FIT),, Function 
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by substituting the approximate value of the dividend (D,,) and ignoring terms 
of lesser magnitude as follows: 

1 

(1 

- a) d a r[D,, + (FIT),] 

For nonpension policies in a mutual company, X = 19, 17 percent (rather 
than Mr. Samoff 's  22.5 percent). In a stock company, X =  12.78 percent 
(one-third lower). 

One purpose for writing this second paper was to show how precise TEFRA 
effects could be derived algebraically using the generalized dividend finan- 
cial structure. Any contribution method dividend formula then can be ad- 
justed using the general results with any modifications that seem desirable, 
including those discussed by Mr. Sarnoff. 

I have found that the new federal income tax bills now being considered 
by Congress produce a tax formula which is quite similar to that under 
TEFRA. The resulting generalized dividend formula is also similar to that 
of my paper. It includes one new term, however, involving the increase in 
the excess of statutory reserves over tax law reserves during the policy year 
and another new term involving a ratable allocation of the differential earn- 
ings amount to the dividend or to some grading basis. 


