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TAXATION OF LIFE INSURANCE COMPANIES

JoINT COMMITTEE STAFF SUGGESTIONS AND COMMENTS ON THE MAJOR
Torics

1. Allowance of policyholder dividends as deductions where there is an
underwriting loss

Various suggestions have been made as to the allowance of policy-
holder dividends as deductions where there is an underwriting loss
as the result of the dividends. To the extent they are allowed as
deductions in such cases they would reduce taxable investment income
under phase 1. A suggestion frequently made is that these policy-
holder dividends be allowed as deductions to the extent of 50 percent
where they either enlarge or create an underwriting loss.  Objections
have been raised to this, however, on the grounds that this would
permit mutual insurance companies to pay tax on less than their full
free investment income under phase 1, by paying part of this income
out in the form of policyholder dividends. On the other hand, it is
generally recognized that a small mutual company which is attempting
to expand along with its stock competitors 1s likely to generate
underwriting losses in the early period of this expansion. In such
cases it is difficult to see why, if they are paying no more than normal
policyholder dividends, they should be disallowed the deduction of
these underwriting losses against their otherwise taxable investment
income, when their stock competitors deduct such losses. To meet
this more limited problem it is suggested that policyholder dividends
be allowed as deductions where they either create or enlarge an under-
writing loss up to the extent of something like $250,000. This would
meet the immediate, pressing problem of the small mutual while
leaving in abeyance for future consideration the more basic problem of
the deduction of policyholder dividends.

It is estimated that the allowance of policyholder dividends as
deductions up to a limit of $250,000 would reduce the revenue under
the bill by about $6 million. Allowance of these policyholder divi-
dends as deductions up to a limit of $500,000 would result in a revenue
loss of approximately $9 million, and allowance of policyholder divi-
dends to the extent of 50 percent would result in a revenue reduction
of about $22 million.

2. Tax exempt interest

Under the bill, in both phases 1 and 2, tax exempt State and
municipal bond interest and partially tax exempt Federal bond
interest is either deducted or cxcluded from the two tax bases in-
volved. THowever, in both cascs the bill provides for the reduction
of deductions otherwise allowable because of the presence of this
tax exempt or partially tax exempt interest. Thus, under phase 1,
for example, the policy and other contract liability deduction other-
wise allowable is reduced in accordance with the proportion of the
total net investment income (more correctly, mvestment yield)
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